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Submission on  

TAX CHALLENGES OF THE DIGITAL 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 Jeffery Kadet and Sol Picciotto, with contributions 

and comments from Attiya Waris, Tommaso Faccio and Tatiana Falcao. 

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

published. They are primarily addressed to the Request for Input (the Request) issued by the 

Task Force on the Digital Economy set up under the G20/OECD project on Base Erosion and 

Profit Shifting (BEPS). However, we will also take account of and comment on other 

proposals and initiatives related to digitalisation, especially in the EU,
1
 India and the US. Our 

comments build on those we previously submitted on this and other related issues. 

October 2017 

SUMMARY 

Digitalisation has further exacerbated the fundamental flaws in international tax rules. The 

ability to do substantial business in a country without a significant physical presence has long 

been a problem especially in relation to services. The importance of intangibles and the 

ability to transfer ownership of such assets to affiliates in low-tax jurisdictions was pioneered 

long ago by pharmaceutical companies. 

Although digitalisation has resulted in important changes in business models, their effects are 

less significant for those rules than the transformations resulting from the emergence and 

growth of multinational enterprises (MNEs) since those rules were devised almost a century 

ago. MNEs have exploited the ‘independent entity’ principle, by creating complex corporate 

groups and fragmenting their functions to allocate a high proportion of their global income to 

low-taxed affiliates. The BEPS project has so far aimed only to patch up these rules, and has 

not resolved the central challenge of how profits should be allocated according to where 

‘economic activities occur and value is created’. This requires a paradigm shift, to move 

away from the independent entity principle, and treat MNEs in accordance with the economic 

                                                 
1 Especially the Commission’s Communication on A Fair and Efficient Tax System in the European Union for 

the Digital Single Market of 21 September 2017 (COM(2017) 547 final), referred to hereinafter as the 

Communication. 
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reality that they are unitary firms. 

The BEPS issues raised by digitalised products or services are not caused by small 

companies, such as software firms, selling digital products to customers around the world, but 

by the giant web-based MNEs. These firms usually do have a significant physical presence in 

countries where they have a significant level of consumers, but they fragment their activities, 

and attribute functions such as sales, order fulfillment, production, marketing and customer 

support to different affiliates.  

The main changes due to digitalisation are (i) the closer relationship it both requires and 

enables between producers and consumers; (ii) the digital services that are often supplied 

with no direct charge to users, while their inputs are monetised through revenue generated 

through services provided to other customers, especially advertising; and (iii) the ability that 

digitalisation gives for some firms to recharacterise themselves as pure intermediaries 

between producers and consumers. The various unilateral and defensive measures introduced 

or proposed by countries (diverted profits tax, equalisation levy, etc) may be necessary in the 

short term but are only interim solutions.  

We propose a new definition for taxable presence based on significant presence; a holistic 

approach in attributing profits to take account of the combined contributions of all the 

affiliates of a MNE within a country; and a shift towards allocating aggregate profits of all 

relevant associated enterprises based on factors reflecting the drivers of profit for typical 

business models. 

1. GENERAL COMMENTS 

The Need for a Paradigm Shift 

We agree with the arguments in the BEPS Action 1 report, summarised in the Request, that 

digitalisation is pervasive, and hence does not pose unique issues, but exacerbates the 

challenges for international taxation. In particular, it has further increased the opportunities 

for multinational enterprises (MNEs) to exploit the fundamental flaw in international tax 

rules: the independent entity principle. This requires tax authorities to start from the accounts 

in each country of the various affiliates of MNEs; and, although they have powers (though 

without adequate resources) to adjust those accounts, they are expected to do so on the basis 

that such affiliates are independent entities, dealing at ‘arm’s length’ with each other. This 

independent entity fiction runs counter to the economic reality that MNEs operate as unitary 

firms under centralised control and direction. It also allows, indeed encourages, MNEs to 

create complex corporate groups, with often hundreds of affiliates, many located in tax 

havens, enabling them to achieve low overall effective tax rates on their global profits. Such 

strategies have become easier for all MNEs due to digitalisation of business models, even 

those which involve supplying physical commodities (e.g. Apple, Amazon).  

This clearly requires a paradigm shift in international tax. It was implicit in the call from the 

G20 leaders for reform of the rules to ensure that MNEs could be taxed ‘where economic 

activities occur and value is created’. Regrettably, however, the BEPS project failed to 

address the implications of this mandate directly, and took an ambivalent approach to the 

separate entity concept and the arm’s length principle. Some progress was made towards a 

more realistic approach, notably in establishing a template for country-by-country reporting 

by the largest MNEs. This will for the first time provide all tax authorities with an overview 

of the firm as a whole, as well as of its activities in each country. Other proposals adopted an 

apportionment approach, notably for low-value-adding central services, and interest 

deduction limitations (the ‘group ratio rule’), but these applied only to costs. For the 
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allocation of profits, in the transfer pricing rules the arm’s length principle has been regarded 

as sacrosanct. However, there remain deep disagreements about how it should be applied, 

which generate increasing conflicts. Furthermore, work has not been completed on the profit 

split method, nor on attribution of profits to a permanent establishment (PE).  

The failure to agree on principles for allocation of profit ‘where economic activities occur 

and value is created’ has led to the proliferation of unilateral measures (mentioned in para. 1.f 

of the Request): such as diverted profits taxes and equalisation levies. Many countries have 

also introduced special taxes for highly profitable sectors, such as banking and insurance, 

telecommunications and oil and gas, and such measures are now being considered for 

internet-based firms. All these are clearly only partial and interim solutions. It is now time to 

think more broadly. 

Three main approaches have been identified which would treat MNEs in accordance with the 

economic reality that they operate as unitary firms.
2
 One is Residence-Based Worldwide 

Taxation, which would extend rules on controlled foreign corporations (CFCs) to treat all 

foreign affiliates as CFCs on a full-inclusion basis. Under this system, the MNE would be 

taxed on its worldwide profits in the country of residence of its ultimate parent, but subject to 

a credit for foreign taxes. This option could have emerged under Action 3 of the BEPS 

project dealt with CFC rules, but was not seriously considered. A second, the Destination 

Based Cash Flow Tax, supported by some economists, was proposed in June 2016 in the US 

Congress, and extensively debated earlier this year, but now seems in abeyance. The third, 

Formulary Apportionment,
3
 is the approach proposed within the EU by the European 

Commission, with detailed proposals now being debated by the European Parliament. This is 

clearly a more long-term goal, although transitional measures could be adopted to move in 

this direction, such as strengthening the profit split method of transfer pricing, with the 

formulation of concrete allocation keys and weightings for common business models.  

As can be seen from this brief account, all these approaches have considerable traction, but 

they have not been debated in the BEPS project, which mainly focused on short-term fixes. 

This was perhaps inevitable, given the very short time-scale and ambitious nature of the 

project. In our view, these options should now be properly examined in the context of the 

work of the Task Force on the Digital Economy. It is not a matter of choosing between them, 

since combinations are possible (e.g. regional formulary apportionment with full-inclusion 

for CFCs outside the region). Transitional measures are also possible. In addition, some other 

principles could be introduced into current rules which would explicitly reject the separate 

entity principle, and make it easier to allocate profit to where economic activities occur and 

value is created. 

We recognise that acceptance of such a paradigm shift would be difficult for many 

government tax officials and MNE tax advisers. It involves a reorientation of thinking, and a 

radical rethinking of techniques and routines in which much intellectual capital has been 

invested. In addition, MNEs will be fearful of the consequences of being subject to a more 

comprehensive system unless adequate coordination can be agreed. However, all concerned 

should consider the alternative, which is the continued proliferation of unilateral measures, 

while international rules for allocation of profits remain subjective and discretionary, 

generating uncertainty and increasing conflicts. 

                                                 
2 For more details see S. Picciotto (ed.), Taxing Multinational Enterprises as Unitary Firms (2017), ICTD, 

available at http://ictd.ac/publication/6-books-journal-articles/164-taxing-multinational-enterprises-as-unitary-

firms , especially ch. 2, which outlines the advantages and disadvantages of each. 
3 Sometimes described as ‘fractional apportionment’, as in the BEPS Action 1 report, p. 112. 

http://ictd.ac/publication/6-books-journal-articles/164-taxing-multinational-enterprises-as-unitary-firms
http://ictd.ac/publication/6-books-journal-articles/164-taxing-multinational-enterprises-as-unitary-firms
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2. SPECIFIC COMMENTS 

In this section we address the issues outlined in the Request. 

A. Digitalisation, Business Models and Value Creation 

Although digitalisation has indeed brought extensive changes to business models, these 

changes and their implication for international taxation have largely accentuated those which 

had occurred in the prior period of expansion of MNEs, especially since the 1960s, and in the 

1990s. It is important to be clear about this, so we will discuss first the background, as briefly 

as possible. 

Background 

It should be recalled that international tax rules were devised in 1928-35, before commercial 

air travel and long-distance telephony, let alone the internet and before many countries in the 

world were independent. Those rules were aimed mainly at portfolio investment, which 

dominated in the first part of the last century, with investors resident in one country buying 

bonds or stocks of issuers in another country including in the colonies. Hence, the basic rule 

which was agreed for the allocation of tax rights was to tax business profits at source, where 

the entity carrying on the business was located often in the colony, and tax the ‘passive’ 

returns in the country of residence of the investor, which was often in the imperial state. 

However, tax authorities understood that MNEs were centrally controlled, so that profits 

could be shifted among entities in the group, hence powers were introduced to check and if 

necessary adjust the accounts of affiliates. MNEs at that time were managed in a largely 

decentralised manner, so it was agreed that such adjustments should be based on the 

independent entity principle. This aimed to place taxation of direct and portfolio investment 

on a similar footing, with ‘active’ income taxed at source where the business was located, and 

‘passive’ investment returns in the country of residence of the investor. 

However, in the second half of the last century this changed rapidly, and MNEs emerged as 

internationally integrated firms under centralised direction. They developed structures, 

especially for financing their global operations, which could take advantage of international 

tax rules to reduce their tax liability especially on retained earnings, which helped to power 

their expansion. Such techniques included using intermediary entities to route revenue from 

sales through a ‘conduit’ (to minimise withholding taxes at source) to another in a ‘base’ 

jurisdiction where they would remain untaxed. Business profits of operating affiliates could 

also be reduced by charges for interest, royalties and fees for services, while these payments 

would also flow to intermediaries offshore, which nominally owned the rights to assets such 

as intellectual property rights. 

These techniques quickly aroused the concern of tax authorities, especially in the US, which 

was the main home country of MNEs at that time. Hence, the US enacted CFC rules as early 

as 1962, which were later emulated by some other OECD countries, although others objected 

(some claiming that they were contrary to tax treaties). Many retained ‘territorial’ taxation, 

exempting foreign profits, hence facilitating the shifting of profits out of source countries. 

Gradually the CFC rules were weakened by tax competition and business lobbying, and have 

become largely ineffectual in most countries. The USA urged the OECD to investigate the 

problem of tax treaty abuse, and a working party (Denmark and the USA) was formed in 

1962, but had little impact. The US took the lead in developing limitation-of-benefits 

provisions to curb treaty abuse, but these needed continual refinement, and including them in 

bilateral treaties was a cumbersome process.  

The US also enacted detailed Transfer Pricing Regulations in 1968. However, while CFC 
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rules disregarded the legal personality of CFCs, the Transfer Pricing regulations entrenched it 

in the arm’s length principle, through functional analysis and the emphasis on comparability. 

These concepts were accepted by the OECD in its report on Transfer Pricing of 1979. In the 

meantime, the US found that in practice the arm’s length principle in practice did not work.
4
 

The 1986 Tax Reform Act made the first substantial revision to the basic transfer pricing rule 

in s.482 since its enactment, and the regulations were revised to introduce a ‘comparable 

profits method’. This caused considerable conflict in the OECD, but the OECD Transfer 

Pricing Guidelines finally issued in 1995 included two new profits-based methods, the 

transactional net margin method (TNMM) and the profit split method (PSM). However, these 

have continued to be described as ‘transactional’ methods, and the PSM has remained limited 

in scope. 

Since the 1990s, MNEs have found further ways to take advantage of the limitations of these 

rules. They have structured many of their operating subsidiaries, in production, distribution 

and even services such as marketing and research, so that they can claim to operate on a 

‘stripped risk’ basis. Hence, when applying profits-based transfer pricing methods they can 

be attributed only a ‘routine’ return. Under the arm’s length principle, it has become accepted 

that ‘risk’ can be transferred to any affiliate of a MNE, even in a low-tax country. These 

profits can therefore be further reduced by deduction of royalties and interest, and the 

payments are generally routed through intermediaries to remain untaxed offshore, as 

‘stateless’ or ‘homeless’ income.  

These techniques have become ubiquitous, driven further by digitalisation. Although 

worldwide businesses are being conducted in a fashion that is truly seamless to customers and 

other persons (vendors, suppliers, etc.), these groups typically break up the various business 

activities and carefully place them into different group members, some of which are in 

countries where there are many customers and some of which are in low or zero tax 

countries. While there will of course be on occasion some legitimate business reasons for 

some of these decisions on which group member will perform which business function, very 

often the primary motivation will be minimisation of taxation. The concerns that they aroused 

gave rise to the BEPS project.
5
 Yet most of the outputs of that project have done little to 

resolve the problems.  

The Impact of Digitalisation on Business Models from an International Tax Perspective 

Although digitalisation has brought important changes to business models, in our view they 

are not as significant for international tax rules as is sometimes supposed. For example, it is 

often pointed out that digitalisation enables cross-border sales without the need for the level 

of physical presence required under tax rules for a PE. However, this has already been the 

case for several decades in relation to services, which has long been a source of tension 

                                                 
4 A report to Congress by the General Accounting Office in 1981 stated that ‘Because of the structure of the 

modern business world, IRS can seldom find an arm’s length price on which to base adjustments, but must 

instead construct a price. As a result, corporate taxpayers cannot be certain how income on inter-corporate 

transactions that cross national borders will be adjusted and the enforcement process is difficult and time-

consuming for both IRS and taxpayers’. It recommended that Treasury should ‘evaluate the feasibility of ways 

to allocate income under s.482, including formula apportionment, which would lessen the present uncertainty 

and administrative burden created by the existing regulations’ (Report of the Comptroller-General to the 

Chairman, House Committee on  Ways and Means, CGD-81-81, p.54). During the public consultation on the 

proposals in the BEPS project for ‘special measures’ for transfer pricing on 19 March 2015, a senior tax official 

from China also frankly stated that ‘the arm’s length principle does not work’: see 

https://www.youtube.com/watch?v=hjuhPtmTx64&feature=youtu.be.  
5 See Jeffery M. Kadet, ‘BEPS - A Primer on Where it Came from and Where It’s Going’, Tax Notes, Vol. 150, 

No. 7 (February 15, 2016), available at http://ssrn.com/abstract=2739659. 

https://www.youtube.com/watch?v=hjuhPtmTx64&feature=youtu.be
http://ssrn.com/abstract=2739659
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especially between developed and developing countries. Improvements in communications 

due to digitalisation have heightened this problem. 

As regards digitalised products, the BEPS problems are not caused by small companies, such 

as software firms, selling digital products to customers around the world, since their income 

can generally be taxed where the company is actually located; also, most are not large enough 

to pay the expensive fees of lawyers, accountants, and other facilitators to set up the required 

structures. The problems arise when larger MNEs take advantage of the separate entity 

principle to fragment their activities, and attribute functions such as sales, order fulfillment, 

production, marketing and customer support to different affiliates. In fact, such MNEs will 

often have real and considerable physical presences in the countries where they have high 

sales.
6
 Of course, they could choose to out-source such functions to genuinely independent 

firms. Where they elect not to do so, the basic theory of the firm tells us it is because carrying 

out these activities in-house enables the firm to capture additional profits from control and 

closer coordination due to economies of scale, and synergy effects.  

Similarly, while digitalised business relies extensively on proprietary rights such as brands 

and software, this is not significantly different from other business models such as 

pharmaceuticals, which has relied on brands and patents for well over a half-century. There is 

perhaps a difference for software engineering, which can more easily be organised on a 

collaborative but decentralised or dispersed basis. However, this seems to be a feature for all 

firms. For example, in response to the consultation on transfer pricing of Intangibles, BASF, 

the German-based chemicals firm, explained:  

‘Quality management and controls relating to the risks, functions and assets employed 

are to a wide extent part of corporate procedures which are generally valid group-

wide and are fully integrated in the business processes. The research and development 

process is managed by electronic systems which track the allocation of projects to 

specific research centres, the adherence to budgets, the sign-off processes and the 

registration of IP rights. “Control” is therefore to a large extent built in to group-wide 

guidelines and operating systems, and can therefore be performed anywhere as such 

systems enable a decentralised, collaborative organisation’.
7
 

Hence, digitalisation has enabled all firms to operate in a more decentralised way 

geographically, while still under centralised management and control. 

There are three aspects of the changes in value creation as a result of digitalisation which are 

in our view significant for tax. The first is the closer relationship it both requires and enables 

between producers and consumers. However, this is also part of the wider shift digitalisation 

has facilitated towards the delivery of products to customers in the form of continuous 

services rather than one-off sales of physical goods. Provision of services that continue on an 

ongoing basis generally entails a closer relationship between the supplier and consumer than 

does a discrete sale of a physical product. Digitalisation has facilitated this so that such closer 

relationships can even be managed across the globe. It also means that they have become 

more interactive, with significant contributions of value from the customer to the MNE. 

Hence, access to customers is a major source of value. This is sometimes thought of in terms 

of data collection, which implies a static role and understates the active and often frequent 

contributions of the customer. For example, many web platform firms aim to create a 

                                                 
6 This is noted in the BEPS Action 1 report Addressing the Tax Challenges of the Digital Economy (2015), p. 

100. 
7 In its submission to the Revised Discussion Draft on Transfer Pricing Aspects of Intangibles, September 2013, 

www.oecd.org/ctp/transfer-pricing/basf-intangibles.pdf  

 

http://www.oecd.org/ctp/transfer-pricing/basf-intangibles.pdf
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‘community’, with users contributing content such as product reviews, photos and text, 

ranging from personal communications to literary, audio and video productions of many 

kinds.
8
  

The second, related, aspect is that digital services are often supplied with no direct charge to 

users, while their inputs are monetised by sales to customers of other services, especially 

advertising. This poses a particularly difficult problem in deciding how to allocate profit, 

since the value contributed by user contributions is separately monetised. 

Thirdly, digitalisation enables some firms to recharacterise themselves as pure intermediaries 

between producers and consumers. This has become particularly spotlighted recently in 

relation to platforms providing taxi and accommodation services, which assert that the actual 

suppliers of these services are independent contractors and not employees. However, this is a 

wider phenomenon, including for example many forms of publishing and media, which often 

treat content creators as independent contractors. Tax authorities can relatively easily ensure 

that the contractors pay tax on their earnings. Indeed digitalisation makes this easier, and 

arrangements have been put in place in some countries for automatic transmission to tax 

authorities of all fees paid to contractors. The issue for MNE taxation is rather that the 

significant percentage which is taken off the top by the digital intermediary is usually paid to 

an entity elsewhere, usually to ensure low or no taxation. 

B. Challenges and Opportunities for Tax Systems 

A large number of reports and analyses have publicised the central problem that international 

tax rules are largely failing to align tax rights with the location of real economic activities and 

value creation. These have aroused the concerns of the general public and politicians, who 

increasingly and insistently are demanding better solutions. The spotlight has fallen 

particularly on the giant internet-based firms which now dominate the world economy. A 

representative example is a recent report issued by two Members of the European Parliament
9
 

which claimed that as much as €5.4 billion in tax revenue was lost in the EU from two 

technology companies between 2013 and 2015. Such reports stress the disjuncture between 

the location of users and sales revenues and tax paid. However, as pointed out in the previous 

section, these companies also have a significant physical presence and many thousands of 

employees in the EU.  

This kind of public pressure led the UK government to introduce a Diverted Profits Tax 

(DPT), which took effect in April 2015, which is now being emulated in Australia and New 

Zealand. This unilateral measure was resented by many participants in the BEPS project 

negotiations, and indicated that the UK did not expect the project to result in effective 

solutions, or perhaps even that the UK did not support multilateral solutions. Recent official 

estimates are that the DPT raised £31m in 2015/16 and £281m in 2016/17.
10

 These official 

estimates came from relatively few firms: HMRC said it was targeting 100 large MNEs, and 

it was reported in May 2017 that one alone (Diageo) would pay £107m, although under 

protest. Although relatively simple in its concept, the DPT drafted in technically complex 

language, and gives considerable discretion to the tax authorities, so is uncertain in its 

                                                 
8 Noted in the BEPS Action 1 report Addressing the Tax Challenges of the Digital Economy (2015), p. 101. 
9 Paul Tang and Henri Bussink, EU Tax Revenue Loss from Google and Facebook Sept. 2017, available at 

https://paultang.pvda.nl/wp-content/uploads/sites/424/2017/09/EU-Tax-Revenue-Loss-from-Google-and-

Facebook.pdf  
10 It seems likely that these low figures do not include the effects of the additional changes in the UK effective 

from 17 March 2016 that impose royalty withholding tax in many cases affected by the DPT. The additional tax 

revenues from these royalty withholding tax changes may very likely be much more substantial than those 

arising solely from the DPT. 

https://paultang.pvda.nl/wp-content/uploads/sites/424/2017/09/EU-Tax-Revenue-Loss-from-Google-and-Facebook.pdf
https://paultang.pvda.nl/wp-content/uploads/sites/424/2017/09/EU-Tax-Revenue-Loss-from-Google-and-Facebook.pdf
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application. While it seems to have encouraged some digital platform firms to restructure and 

attribute some sales to a UK affiliate,
11

 others have not,
12

 it is not clear how many have done 

so.  

It is therefore clear that the dysfunctional nature of the current international taxation 

framework is generating considerable debate, conflict and uncertainty. This is not confined to 

OECD countries, as the same issues are present in emerging and developing economy 

countries, which are now experiencing the impact of digital platforms, such as Jumia in 

Africa. In relation to e-commerce there are immediate issues about sales and value-added-

taxes. But much of the public and political concerns focus on taxation of business profits, and 

the perceived unfairness that giant MNEs are able to pay low taxes while generating 

enormous revenues. 

C. Implementation of the BEPS Package 

As outlined in our response to section A, in our view the BEPS project package did little to 

resolve the central problem of how to align taxable profits with real economic activities and 

value creation. This failure particularly affects the changes which were expected to do 

something to mitigate the problems caused or exacerbated by digitalisation. Thus, Actions 8-

10 relating to Transfer Pricing failed to establish clear criteria for allocating profits. For 

example, although apparently intended to eliminate pure ‘cash-box’ intermediary entities, 

there is considerable subjective judgment and hence uncertainty involved in deciding what 

level of managerial support that might be considered to provide substance for a holding 

company handling intellectual property rights or financial assets, or when such entities could 

be said to assume risks. This continues to provide scope for aggressive tax planning, and 

helps to explain why some countries are resorting to unilateral defensive measures such as the 

DPT. 

Implementation of the treaty-related outputs relies mainly on the Multilateral Convention on 

BEPS (MC-BEPS). Although it has now been signed by 71 jurisdictions, this does not 

include some key states, notably the USA. This endangers implementation of the minimum 

commitments, particularly the provisions against treaty abuse in Action 6, since the US seems 

to have opted for bilateral negotiations to introduce complex limitation-of-benefits 

provisions, rather than the simple principal purpose test preferred by almost all others. 

Instead of establishing a basic common floor of anti-abuse provisions in all treaties, the MC-

BEPS may add to the kaleidoscopic complexity of the treaty system, which creates loopholes 

that can be exploited. Furthermore, many signatories have made reservations against other 

provisions, including the modest changes to the PE definition. This may be due to caution, 

since work is not complete on the implications of these changes for attribution of profits to a 

PE. Nevertheless, this indicates the uncertain state of implementation of even the minimal 

changes agreed in the BEPS project. 

D. Options to address the broader direct tax policy challenges 

Tax nexus concept of “significant economic presence” 

This issue has two related aspects: the definition of taxable presence, and the principles for 

allocating income to the activities (or ‘transactions’ as stated in the Request) carried out 

                                                 
11 For example Facebook: see the 31 December 2016 Facebook UK Limited annual report and financial 

statements filed 3 October 2017.  
12 Notably, Google: see Public Accounts Committee (2016), Corporate Tax Settlements. UK House of 

Commons HC 788, available at 

https://publications.parliament.uk/pa/cm201516/cmselect/cmpubacc/788/78802.htm  

https://publications.parliament.uk/pa/cm201516/cmselect/cmpubacc/788/78802.htm
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through that presence. We will take these in turn.  

In relation to the first, we will quote from our submission to the consultation under BEPS 

Action 1 in 2014: 

‘The criteria which we suggest for a Significant Presence should reflect the 

contribution to value added resulting from the closer and interactive relationships with 

customers. These should include: 

(a) relationships with customers or users extending over six months, combined 

with some physical presence in the country, directly or via a dependent agent; 

(b) sale of goods or services by means involving a close relationship with 

customers in the country, including (i) through a website in the local language, 

(ii) offering delivery from suppliers in the country, (iii) using banking and other 

facilities from suppliers in the country, or (iv) offering goods or services sourced 

from suppliers in the country; 

(c) supplying goods or services to customers in the country resulting from or 

involving systematic data–gathering or contributions of content from persons in 

the country. 

Although broad, these criteria would still exclude many businesses involved in the 

digitalised economy. For example, a software designer which supplies a program in 

digital form to customers all over the world from a single website in the language of 

its residence country would not be covered. The aim of the definitions is to capture 

situations where the firm has a significant presence in the host country although 

digitally, and to include the element of value added from systematic collection of data 

and contributions of content from persons in the host country.’ 

This proposal extends the concept of a PE into the digital age. A more radical approach 

would be to apply a defined quantitative threshold, such as a minimum level of sales, assets 

and/or employees within the country. This would have the merit of being easier to apply, but 

also perhaps to avoid.  

The more important question is the second one, the criteria for attributing income. Under 

current rules, this depends on an analysis of the risks assumed, assets owned and functions 

performed by the entity. However, it is important in our view not to apply this functional 

analysis to the various affiliates of a MNE in isolation. As pointed out in section 2.A above, 

internet-based MNEs commonly also have affiliates in countries where they have substantial 

customers which perform many support functions. Hence, in our submission to the current 

consultation on Attribution of Profits to a PE, we proposed that functional analyses should 

not be applied to each group entity in isolation.  

This submission argues that activities such as marketing, sales, order fulfilment and customer 

support are closely related. This means not only that is it often difficult to distinguish where 

one ends and another begins, but that it is the cumulative importance of the activities that 

should be considered when evaluating the value which is created. ‘For example, activities 

such as marketing or customer support, if linked with sales, can provide valuable feedback to 

software engineers responsible for the design of a sales website or platform. Equally, 

operating flagship stores displaying and selling a MNE’s products directly to customers may 

enhance reputation and branding, thereby contributing significant value by increasing sales 

concluded through independent third-party retailers.’ 

This is one example of how it is possible, and indeed necessary, to move away from the 

independent entity principle even under current rules, as we argued above. 
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A more direct approach to allocation of income is possible, at least in principle, under a 

formulary apportionment approach, such as the CCCTB. Such an approach allocates income 

according to factors quantifying levels of economic activity or presence in a jurisdiction, such 

as assets, employee remuneration and sales. However, some have argued that account should 

be taken of the ‘immaterial labour’ in the digital economy, resulting in unpaid contributions 

to value creation from users. Reflecting this view, the draft report for the European 

Parliament on the CCCTB of July 2017 proposed adding data collection and exploitation as a 

fourth apportionment factor. The data factor would be equally made up of the proportion in 

that country of the ‘volume of personal data of online platform and services users’ collected 

and exploited.  

This issue requires further evaluation and debate. We do consider that the collection and 

exploitation of data, and even more active content, amount to sufficient presence to justify a 

taxable nexus. We have also provided in past submissions
13

 an approach to applying the 

profit split method that would include the value of the users as a concrete factor. This 

example is included with this submission as Appendix A. Nevertheless, it cannot be said that 

these inputs contribute to income or profits until they are monetised. In this regard, it should 

be noted that a key element of the business model of many web platform firms is that they at 

first aim at rapid growth by creating a large user base, even if this does not initially generate 

much revenue or profits. Such growth is reflected in the valuation of the firm, which may 

benefit the founders and early investors if and when it goes public or is acquired. However, 

this would normally be treated as a capital gain, not income. Nevertheless, the user base 

constitutes an asset, although not usually shown in the balance sheet. Hence, it could be taken 

into consideration in calculating the asset factor if one is used in the formula for allocating 

profits.
 

Withholding tax on digital transactions and/or digital equalisation levy. 

The Request asks the same questions in relation to both of these options, and those questions 

indicate the problems they pose, to which we see no ready solutions. Each country is likely to 

make its own decision on which transactions to include in the scope of such taxes, reflecting 

factors such as the intensity of lobbying by both foreign and domestic business. Gross 

taxation has intrinsic defects as it has no relation to profitability. Furthermore, such taxes are 

generally passed directly to consumers. Since they are not taxes on income or profits, tax 

credits would not be available, so they pose the threat of double taxation. Of course, as we 

have noted above, MNEs have a range of refined techniques available to avoid this threat. 

They also have the option of booking sales revenue to a local affiliate and paying tax on its 

profits, instead of the withholding tax on payments to a non-resident. 

The main merits of such taxes are that they are relatively easy to administer. This of course is 

the reason that governments are increasingly resorting to such expedients, however 

undesirable they may be in principle. Furthermore, we expect that many MNEs will simply 

pass on such taxes directly to consumers through increased pricing. MNEs may therefore 

consider them tolerable, as they do not impinge directly on profits, although they do affect 

market growth and share. Whilst we do not consider this type of measures to be a long-term 

solution, they respond to an immediate abuse of the current international tax rules and ensure 

that tax is collected on sales by digital MNEs to local customers. 

Other tax measures 

We have already commented (section 2.B above) on the DPT in the UK, as a unilateral and 

                                                 
13 Example 1 on page 20 of our comments submitted 14 September 2017 concerning the profit split method. 
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essentially defensive measure. Such measures may have some success in persuading, or 

bullying, MNEs to restructure so as to pay some more taxes in the countries concerned. This 

may allow politicians to claim that effective action is being taken. However, they clearly do 

not contribute to resolving the basic problem.  

MNEs should be concerned that such measures and proposals are proliferating, in the absence 

of an effective and equitable way of allocating income internationally. 

How to translate the “significant economic presence” test into the existing tax treaty 

framework 

The “significant economic presence” test can only be incorporated into a tax treaty 

framework through some remodelling of the existing international tax rules contained in the 

tax treaty Models. For an effective implementation of such rules, and so that they can operate 

and correlate to all of the existing tax provisions discussed in a treaty context, we would 

propose the inclusion of a new article, establishing the parameters for a digital PE. The 

commentaries to this proposed new Article 7A, would explain when a digital PE would arise, 

provide examples, and also clarify the rules for tax allocation.  

Following the practice derived from developed and developing countries (as per section 2.B 

above), we would propose that greater emphasis should be put on the application of 

withholding income taxes at the country where the activities take place and value is created. 

The new article and commentaries would define a single methodology for the allocation of 

income between source and residence states, and provide more consistency in the way 

countries come to tax income derived from digital activities where there is little or no 

physical presence in the source State.   

 

APPENDIX A 

EXAMPLE OF ALLOCATION KEYS AND WEIGHTINGS INVOLVING USERS 

Example 1 

This example is taken from DD10’s Scenario 2. 

“The RCo Group provides a number of internet services (e.g. search engines, email services, 

advertising, etc.) to customers worldwide. On one side of the business model, advertising 

services provided through an online platform are charged to clients for a fee that is generally 

based on the number of users who click on each advertisement. On the other side, online 

services are offered free of charge to users, whose use of the services provides the RCo 

Group with a substantial amount of data, including location-based data, data based on online 

behaviour, and data based on users’ personal information. Over the course of years of data 

collection, refinement, processing, and analysis, the RCo Group has developed a 

sophisticated technology that enables it to offer to its clients the ability to target specific 

advertisements to certain users. The more extensive the online services, and the greater the 

extent of the associated data, the more valuable and attractive the other side of the business 

model becomes for clients wishing to advertise.  

“The technology used in providing the internet advertising services, along with the various 

algorithms used to collect and process data in order to target potential customers, were 

originally developed and funded by Company R, the parent company of the RCo Group.  

“For larger markets and in order to deal with key clients for advertising services, the group 

has established a number of local subsidiaries. These local subsidiaries perform two 

functions: they promote the use of online services provided free of charge to users, translate 
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them into the local language, tailor them to the local market and culture, ensure that the 

services provided respect local regulatory requirements, and provide technical consulting to 

users. In addition, they generate demand for and adapt advertising services. In doing so, they 

also regularly interact with staff members in Company R in charge of developing the 

technology and make suggestions, notably on the algorithms and technologies used and their 

adaptation to local market features, and on new features that would be attractive to users in 

their market.” 

Simplified Allocation Keys 

For the combined profits of this common business model, two equally weighted allocation 

keys are defined as follows: 

 Users 

Using users as an allocation key reflects the importance of each market and the value of 

Aco’s users to the global business of Aco and Aco’s fee-paying third-party customers seeking 

advertising services. The country is determined by the location of the user and not the legal 

terms of any contracts, licenses, or other documents with either users or the third-parties that 

pay Aco for advertising, aggregate user data, etc. 

 Operating Expenses 

This allocation key recognises all operational inputs. As such, it covers all research and 

development, website maintenance, sales, marketing, distribution, management, support 

functions, etc. 

This key would include categories of expenses such as: 

Salaries and bonuses of all operations personnel (allocated by location of personnel) 

All other direct and allocated operating expenses (allocated by location of personnel or 

facility to which the expenses relate) 

Commissions and service fees paid to other parties for all operational functions (allocated by 

location where the other party provides the services) (These payments economically include 

all personnel costs, office and manufacturing costs, etc. of the legal entity performing the 

relevant operational functions for the taxpayer. Payments to any related parties whose profits 

are included in the combined profits for the profit split would of course be excluded.) 

 

 


