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Abstract 

This paper was prepared by Policy Department A at the request of 
the Committee on Financial Crimes, Tax Evasion and Tax Avoidance 
(TAX3) to discuss tax challenges posed by digitalisation, especially 
regarding new business models and value creation process, the 
impact of Base Erosion and Profit Shifting (BEPS) actions, unilateral 
measures and recent tax developments in the European Union (EU) 
and the United States (US) while evaluating alternative approaches 
to reform the international tax system and highlighting difficulties 
and opportunities presented by Blockchain and collaborative 
economy for international taxation. 
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EXECUTIVE SUMMARY 
The scale of and pace of digitalisation coupled with aggressive tax planning schemes to shift profits 
to low-tax jurisdictions by Multinational Enterprises (MNEs), which was put under the spotlight by 
Luxembourg Leaks (LuxLeaks), Panama Leaks and Paradise Papers, is exerting pressure on tax 
administrations to ensure fair taxation. 

Business models are rapidly evolving and new business models are emerging due to Internet of 
Things (IoT), Artificial Intelligence (AI), Blockchain, collaborative economy and other technological 
advancements. With many established digital companies having multiple business lines, the 
differentiation between multi-sided platforms and other digitalised businesses becomes challenging.   

With the digital goods being highly mobile or intangible, the physical presence of a company in the 
market country is often not needed, which is at odds with the outdated international tax system based 
on the condition of a connecting link to assert jurisdiction for taxation purposes. However, any 
departure from the nexus principle, which ‘forms part of general international law of income tax 
jurisdiction’, may question the very essence of statehood and state sovereignty.1   

The key features of digital companies such as tendency towards monopoly, reliance on network 
effects, user participation and user-generated content exacerbate broader tax challenges. These 
challenges remain unaddressed, even following the new Transfer Pricing (TP) Guidelines aiming to 
bring transfer pricing outcomes in line with value creation and the modifications to the Permanent 
Establishment (PE) threshold in the OECD Model Convention. Moreover, some features specific to the 
digital sector may be further exacerbated by new technologies, as smart data is likely to encourage 
the emergence of other business models, which are currently ‘unforeseeable’.2   

The extensive use of data and user-generated content, which is particularly relevant for multi-sided 
businesses3, raises the question on whether the users contribute to value creation by providing their 
data to platforms in exchange for free access. Especially developing countries with big consumer 
markets are advancing the benefits theory principle to account for demand-side factors, such as sales, 
for value creation. On the contrary, others believe that supply-side factors, such as risks, intangibles and 
human capital, are the main income-generating elements.  

The OECD’s BEPS Actions were effective at setting minimum standards, which are subject to peer 
review in the framework of the Multilateral Instrument (MLI). The impact of some BEPS measures can 
already be observed, with the modified nexus approach linking Intellectual Property (IP) regimes to 
Research & Development (R&D) activities. Some progress has been made on Controlled Foreign 
Company (CFC) rules with the adoption of the US Tax Cuts and Jobs Act (TCJA), the EU’s Anti-Tax 
Avoidance Directive (ATAD) and similar measures in Japan, Chile and Colombia. However, these 
legislations are set to eliminate high returns to cash-boxes but not the cash-boxes themselves. 

Overall, the effects of the most relevant Action Points to digitalisation, such as Action 7 on 
Permanent Establishment and Action 8-10 on transfer pricing, are rather limited. They do not 
‘adequately address taxation of digital platforms and businesses providing goods and services in 
countries without, or with limited PE presence.’ What is worse is that BEPS measures can lead to 
economic distortion while enhancing tax competition if MNEs decide to move their real economic 

                                                             
1  Gadzo (2018). 
2  KPMG (2016) Comments with respect to the request for input with respect to the series of questions related to the BEPS Action 1 report 

on Addressing the Tax Challenges of Digital Economy (the 2015 report) and the Draft Outline of the Interim Reprot for the G20 Finance 
Ministers. 

3  PwC (2018) OECD and EC release disparate recommendations on tax and the digitalisation of the economy. 
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activity to low-tax jurisdictions. Conversely, in late January 2019, the OECD renewed is commitment to 
reaching a consensus-based, long-term solution in 2020, with an update to be presented to the G20 
during 2019. 

Meanwhile, many countries introduced unilateral measures, including France’s new GAFA tax, 
Hungary’s advertisement tax, the United Kingdom’s Diverted Profit Tax (DPT) and India’s equalisation 
levy. These measures represent the following risks: Negative impact on investment, negative impact 
on innovation, growth and welfare, potential to shift economic incidence of taxation onto consumers, 
possibility of over-taxation and difficulties in implementation and compliance.  

The OECD acknowledges that business models with high levels of scale without mass and business 
models relying on user participation and network effects ‘constitute the highest risk’4 but does not 
recommend any uncoordinated action prone to ring-fence the digital economy. Nevertheless, in March 
2018, the European Commission proposed a Digital Services Tax (DST) in the short term and a Digital 
PE in the long term while declaring that it ‘preferred rules agreed at the global level, including at the 
OECD’5. 

Several technical and political problems surrounding the proposal put into question its adoption 
prospects. The difficulty to implement uniform measures to different digital business models without 
double taxation, the risk of putting some traditional industries in the process of digitalisation in the 
crossfire of policies meant for the tech giants, logistical problems related to tracking the localisation of 
the users, compliance and administrative burdens, possible impediment to growth and technological 
progress and fear of a US backlash are amongst arguments voiced against the Commission’s digital tax 
reform. Moreover, Member States have diverging positions on the proposal due to different levels of 
technological advancement and distinct tax policies.   

The problems and distortions in the formulary apportionment model in the US as well as the CCCTB in 
the EU led to discussions on destination-based models,6 which promise a structural solution as 
opposed to sheer avoidance measures, regardless of their being ‘more or less legitimate than origin-
based taxation or the CCCTB’.7 One example is the Destination-Based Cash Flow Tax (DBCFT), focusing 
on immobile factors in order to eliminate real economic distortions, profit-shifting and tax competition 
among countries. However, in a similar way to new taxes, doubts were raised about double taxation 
risks in the absence of its global application. 

Concerning the Value-Added-Tax (VAT), the destination principle started to be largely applied, with 
the EU’s simplified compliance regime resulting in an excess of EUR 3 billion. Yet, these reforms are 
seen as insufficient to address compliance and enforcement issues and to eliminate tax fraud stemming 
from the expansion of electronic commerce (e-commerce). Currently, a definitive VAT regime proposal 
based on the destination principle, reverse charge mechanism and deeming provision is on the EU’s 
agenda.8 The changes are expected to cut down fraud, simplify procedures and ensure equal treatment 
of inter-community and national purchases of goods9 but the vendor model has also its disadvantages.   

                                                             
4  OECD Interim Report (2018) Tax Challenges Arising from Digitalisation, p.184. 
5  European Commission Press Release (2018) Digital Taxation: Commission proposes new measures to ensure that all companies pay fair 

tax in the EU. 
6  Andrus and Oosterhuis (2017).  
7  Schippers and Verhaeren (2018). 
8  Lamensch (2018) 

(https://wwwfr.uni.lu/content/download/108620/1284581/file/Tax%20and%20the%20Digital%20Economy_Slides_20180420%20(dow
nsampled).pdf, p.101). 

9  Lexology (2018) New EU-VAT system for the trade of goods by 2022? (https://www.lexology.com/library/detail.aspx?g=2de24431-1595-
4ade-ad0f-51494ffe57c3). 

https://wwwfr.uni.lu/content/download/108620/1284581/file/Tax%20and%20the%20Digital%20Economy_Slides_20180420%20(downsampled).pdf
https://wwwfr.uni.lu/content/download/108620/1284581/file/Tax%20and%20the%20Digital%20Economy_Slides_20180420%20(downsampled).pdf
https://www.lexology.com/library/detail.aspx?g=2de24431-1595-4ade-ad0f-51494ffe57c3
https://www.lexology.com/library/detail.aspx?g=2de24431-1595-4ade-ad0f-51494ffe57c3
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As the OECD’s 117-Member Inclusive Framework is extremely divided on the issue of digital 
taxation, reaching international consensus on nexus and profit allocation rules by 2020 seems to be 
ambitious, albeit still the objectve. If it misses this window of opportunity to build global consensus, 
the Organisation may lose its appeal as a standard-setting body, paving the way for further 
fragmentation of international rules through uncoordinated and complex unilateral rules.   

The consequences of the EU’s promptness to assume a leading role in digital taxation matters are 
unclear: It may put some pressure to reach agreement in the international arena or could lead to 
retaliatory unilateral measures, for example, by the US. At the same time, policymakers shall be aware 
of the fact that unilateral measures, even at a regional level, could hamper international efforts. Such 
temporary measures are generally known to be perpetuated, one example being the UK’s Corporate 
Income Tax (CIT), which was introduced as an interim measure during the Napoleonic Wars and has 
remained in place until present day.   
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 SPECIFIC FEATURES OF THE DIGITAL ECONOMY AND THEIR 
IMPLICATIONS FOR TAXATION 

KEY FINDINGS 

• The digital economy is growing exponentially while the whole economy is going digital. 
Digitalisation transforms entire industries by changing the nature of innovation, product 
development and producer-consumer interactions.     

• Digital businesses have a tendency towards monopolisation due to network effects, scale 
effects, restrictions of use, potential to differentiate and multi-sided platforms. Yet, they are 
volatile and easily contestable by disruptive newcomers, as barrires of entry and exit are low. 

• The Fourth Industrial Revolution marked by ‘a range of new technologies that are fusing the 
physical, digital and biological worlds, impacting all disciplines, economies and industries’ 
fundamentally changed the way of doing business.   

• The intensity, magnitude, speed and transformational power of the digital economy puts 
pressure on governments to design and address modern and innovative policies fit for the 
digital age. 

• LuxLeaks, Panama Papers and Paradise Papers as wells the EU investigations on digital tech 
giants shed light on a wide range of tax evasion schemes used by large businesses triggering 
a heated public debate on the need for fair taxation.  

• The main tax challenges of the digital economy include lack of nexus, reliance on intangibles, 
data and user-generated content, income characterisation, spread of new business models, 
in which the buyer and seller are in different jurisdictions and the expansion of e-commerce.   

• New digital business models are emerging and expanding as a consequence of AI, IoT, 
adaptive manufacturing and autonomous supply chains. 

• The European Commission (EC) divides digital businesses into online retailer model, social 
media model, subscription model and collaborative platform model while the OECD defines 
them as multi-sided platforms, resellers, vertically integrated firms and input suppliers.    

• Some traditional industries, such as automotive manufacturing, have begun to digitise their 
processes and services. 

• The digital transformation puts into question the existing taxation framework and the role of 
new technologies as well as high-skill jobs for value creation, with market jurisdictions 
highlighting the income-generating contribution of data and user interaction. According to 
the Commission, in some digital business models, including social media, distant sales, 
platforms and advertising, value is not linked to taxation. 

• The OECD discusses three value creation processes: value chain, value shop and value 
network, the latter of which represents the strongest case for value creation in the market 
and accounts for online advertising and intermediation services.   

• There is no strong consensus within the OECD on whether or not user contribution shall be 
taken into consideration to determine how value is createed for taxation purposes. 

• Although user data are in the centre of discussion at present time, the digitalisation of the 
economy underpins that broad spectrums of data could be turned into smart data in the near 
future.  
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1.1. Key Features of the Digital Economy 

1.1.1. Rapid Digitalisation of the Economy   
There is no agreed definition on the digital economy but according to the International Monetary Fund 
(IMF), ‘the “digital economy” is sometimes defined narrowly as online platforms, and activities that owe 
their existence to such platforms, yet, in a broad sense, all activities that use digitised data are part 
of the digital economy: in modern economies, the entire economy.’10 Those in favour of targeted 
measures regarding the digital sector tend to use the narrow definition whereas others opposing the 
ring-fencing the digital economy refer to the broad definition.  

The digital economy is growing exponentially with the rapid diffusion of digital technologies at an 
unprecedented proportion, while the entire economy is going digital. The massive increase of 
volumes of data gathered from digital platforms, sensors and smart phones is accompanied by 
increasing storage capacity, stronger computing power and more sophisticated algorithms.11 These 
factors as well as innovations, such as machine learning, are increasingly transforming and 
‘digitalising’ traditional sectors such as retail, manufacturing, publishing, health care and car 
industry (as well as trucking and banking in the near future).12 

The phenomenon of digitalisation, which emerged with the World Wide Web (WWW) only some 25 
years ago, is causing a tremendous transformation to the existing industries by changing the nature of 
innovation, product development as well as interactions between producers and consumers. By 
2020, the number of overall connected devices worldwide is expected to reach 30 billion.13 According 
to the World Economic Forum (WEF), the estimated value of this digital transformation will amount to 
USD 100 trillion by 2025.14 The EU is expected to reap the benefits of this transformation given its 
strategic connectivity objectives for 2025 in the framework of its Digital Single Market Strategy.15 With 
the adoption of 5G and the EU data market exceeding EUR 106 billion in 2020, European 
industries, such as manufacturing, energy, automobile and health care, could significantly evolve and 
adapt their infrastructures and services further to the era of IoT.16  

While embracing the opportunities generated by the digital (or digitalised) economy, the EU will also 
have to face new challenges caused by it. Whereas only one tech company qualified for the top 20 list 
in Europe by market capitalisation in 2006 with a share of 7%, 9 digital companies, led by US tech 
giants, were in the top 20 with a 54 % portion of the market in 2017.17 Alarmingly, only 1 EU company 
is found in top 25 tech companies according to Forbes.   

                                                             
10  IMF (2018) Measuring the Digital Economy 

(https://www.imf.org/~/media/Files/Publications/PP/2018/022818MeasuringDigitalEconomy.ashx). 
11  McKinsey Global Institute (2016) The Age of Analytics: Competing in a Data-Driven World’ 

(https://www.mckinsey.com/~/media/McKinsey/Business%20Functions/McKinsey%20Analytics/Our%20Insights/The%20age%20of%2
0analytics%20Competing%20in%20a%20data%20driven%20world/MGI-The-Age-of-Analytics-Full-report.ashx). 

12  Mühleisen (2018) (http://www.imf.org/external/pubs/ft/fandd/2018/06/impact-of-digital-technology-on-economic-
growth/muhleisen.htm). 

13  European Parliamentary Research Service (2017) Free flow of non-personal data in the European Union. 
14  World Economic Forum (2016) $100 Trillion by 2025: The Digital Dividend for Society and Business’ 

(https://www.weforum.org/press/2016/01/100-trillion-by-2025-the-digital-dividend-for-society-and-business/). 
15  European Commission (2018) Broadband Europe promotes European Commission’s vision and policy action to turn Europe into a 

Gigabit Society by 2025 (https://ec.europa.eu/digital-single-market/en/broadband-europe). 
16  European Parliamentary Research Service (2018) Adapting to new digital realities-Main issues and policy responses 

(http://www.europarl.europa.eu/RegData/etudes/BRIE/2018/614734/EPRS_BRI(2018)614734_EN.pdf). 
17  Brookings Institution (2017) Taxing the digital economy-it’s complicated, p.1    

(https://www.brookings.edu/blog/future-development/2017/12/13/taxing-the-digital-economy-its-complicated/). 

https://www.mckinsey.com/%7E/media/McKinsey/Business%20Functions/McKinsey%20Analytics/Our%20Insights/The%20age%20of%20analytics%20Competing%20in%20a%20data%20driven%20world/MGI-The-Age-of-Analytics-Full-report.ashx
https://www.mckinsey.com/%7E/media/McKinsey/Business%20Functions/McKinsey%20Analytics/Our%20Insights/The%20age%20of%20analytics%20Competing%20in%20a%20data%20driven%20world/MGI-The-Age-of-Analytics-Full-report.ashx
http://www.imf.org/external/pubs/ft/fandd/2018/06/impact-of-digital-technology-on-economic-growth/muhleisen.htm
http://www.imf.org/external/pubs/ft/fandd/2018/06/impact-of-digital-technology-on-economic-growth/muhleisen.htm
https://ec.europa.eu/digital-single-market/en/broadband-europe
http://www.europarl.europa.eu/RegData/etudes/BRIE/2018/614734/EPRS_BRI(2018)614734_EN.pdf
https://www.brookings.edu/blog/future-development/2017/12/13/taxing-the-digital-economy-its-complicated/
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Only after some 20 years of their inception, the ever-increasing prominence of tech companies is 
unstoppable. Given that the cumulated turnover of GAFA (Google, Apple, Facebook, Amazon) 
corresponds to the average Gross Domestic Product (GDP) of a State18, it is not surprising that Denmark 
appointed a Digital Ambassador to deal with large Multi-National Enterprises (MNEs) in the digital 
sector last year.19    

The intensity, magnitude, speed and transformational power of the digital economy puts pressure 
on governments to design and address modern and innovative policies fit for the digital age, which 
will be marked by automated cars, personalised medicine and robotics.   

1.1.2. Distinguishing Characteristics of the Digital Sector 
Digitalisation renders operations of companies more efficient and faster while permitting time and cost 
savings for the product and service development processes.20 It is also said to improve the corporate 
decision-making process, as enterprises following the path of data-driven-decision-making can enjoy 
5-6% output and productivity gains.21 This occurs thanks to dropping prices of Information and 
Communication Technologies (ICTs), big data and analytics, and a constant drive for 
innovation.22  

Digital businesses, such as e-commerce, online advertising and cloud computing, have a tendency 
towards monopolisation due to network effects, scale effects, restrictions of use, potential to 
differentiate and multi-sided platforms. Yet, they are volatile and easily contestable by disruptive 
newcomers, as barriers of entry and exit are low. Hence, early success is no guarantee as many of the 
pioneers of the digital economy in the 1990s failed to keep their market domination (i.e. Cisco) while 
online shopping companies, such as Boo.com, and communication companies, such as WorldCom, got 
swept away in the dotcom crash of 2000.   

The Fourth Industrial Revolution is the most important development in the world economy since the 
industrial revolution. Distinguished by ‘a range of new technologies that are fusing the physical, digital 
and biological worlds, impacting all disciplines, economies and industries’23, it has radically changed 
the way of doing business, by blurring boundaries between consumers and producers, among other 
things.   

In addition, AI, Virtual Intelligence (VI) and automation altered the division of labour in the 
economy, human labour shifting to more creative and strategic tasks while digital labour is 
increasingly used in areas ‘susceptible to full automation’.24 

                                                             
18  Le Figaro, La toute-puissance des Gafa commence à inquieter,2 February 2018 (http://www.lefigaro.fr/secteur/high-

tech/2018/02/02/32001-20180202ARTFIG00351-la-toute-puissance-des-gafa-commence-a-inquieter.php). 
19  Le Figaro, Les GAFA élevés au rang de puissance diplomatique ou la tyrannie des géants du Web, 2 February 2017.  

(http://www.lefigaro.fr/vox/monde/2017/02/02/31002-20170202ARTFIG00113-les-gafa-eleves-au-rang-de-puissance-diplomatiqueou-
la-tyrannie-des-geants-du-web.php). 

20  KPMG (2017) Comments with respect to the Request for Input to the series of questions related to the BEPS Action 1 report on Addressing 
the Tax Challenges of the Digital Economy (the 2015 report) and the Draft Outline of the Interim Report for the G20 Finance Ministers, 
p.5. 

21  European Parliamentary Research Service Briefing (2017) Free flow of non-personal data in the EU. 
22  ICAEW (2018), Fair Taxation of the Digital Economy European Commission Questionanaire, p. 1. 
23  World Economic Forum (2017) Navigating the Fourth Industrial Revolution (https://www.weforum.org/agenda/2017/08/fourth-

industrial-revolution-990fcaa6-9298-471d-a45e-e6ed9238dde9/). 
24  KPMG (2017) Comments with respect to the Request for Input to the series of questions related to the BEPS Action 1 report on Addressing 

the Tax Challenges of the Digital Economy (the 2015 report) and the Draft Outline of the Interim Report for the G20 Finance Ministers, 
p.5. 
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As digital goods are highly mobile, the physical presence of a company in the market country is 
often not needed. This renders digital businesses (or so-called click-and-mortar businesses)25 
substantially different from traditional businesses.   

Digital business models generally rely on intangible property (licenses, brands, trademarks, 
copyrights) and place greater importance on use of technology (cloud, analytics, algorithms, smart 
machines). Although brick-and mortar businesses are likely to catch up and bring themselves into the 
digital age in the future, these developments put huge competitive constraints on these more 
traditional sectors.26 To give an example, while top 5 e-retailers expanded approximately by 32% per 
year between 2008 and 2016, the entire EU retail sector registered only around 1% annual growth.27 

1.1.3. Why is the Digital Economy Posing Challenges for Taxation? 

LuxLeaks, Panama Papers and Paradise Papers as well EU investigations on major MNEs, 
including digital tech giants, shed light on a wide range of tax evasion schemes used by large 
businesses triggering a heated public debate on the need for fair taxation. A recent survey shows that 
74 % of the people believe that current taxation rules allow digital business models to benefit from 
specific taxation regimes and to pay lower taxes. 82% believe that action to address this should be 
taken.28 Against this backdrop, the EU governments, experiencing political and media pressure felt 
compelled to ensure that digital companies pay their fair share of tax where their profits are 
generated.29 The quest for fairness was justified by the EU Tax Commissioner Pierre Moscovici as he 
highlighted that digital companies pay an average of 9% effective tax rate in the EU compared to 
other firms that pay 21%.30 However, this view is contested by recent studies, which do ‘not support 
conclusions that the digital sector is undertaxed’.31 

The specific features of the digital economy exacerbate BEPS risks and cause challenges for tax policy. 
These challenges are neither new nor unique to the digital sector as cross-border transactions of 
delivery companies posed similar questions regarding the determination of the taxing jurisdiction. Yet, 
the scale of these transactions and their ever-expanding nature induce tax policymakers to find 
appropriate and timely solutions to address them.32 

The main tax challenges of the digital economy include lack of nexus (or taxable presence in a 
jurisdiction), reliance of intangibles, data and user-generated content, income characterisation, spread 
of new business models, in which the buyer and seller are in different jurisdictions, and the expansion 
of e-commerce.33   

                                                             
25  Cockfield (2014).  
26  KPMG (2016) Comments with respect to the request for input with respect to the series of questions related to the BEPS Action 1 report 

on Addressing the Tax Challenges of Digital Economy (the 2015 report) and the Draft Outline of the Interim Reprot for the G20 Finance 
Ministers. 

27  European Commission Communication from the Commission to the European Parliament and Council, A Fair and Efficient Tax System in 
the European Union for the Digital Single Market, 21 September 2017  
(https://ec.europa.eu/taxation_customs/sites/taxation/files/communication_taxation_digital_single_market_en.pdf). 

28  European Commission, Questions and Answers on a Fair and Efficient Tax System in the EU for the Digital Single Market, 21 March 2018.   
29  Jones, Seabrook, Sciliberto and Jones Tax Journal (2018) Taxing the digital economy-The Unilateral Approach https://www.eversheds-

sutherland.com/documents/services/taxation/tax-digital-economy-020318.pdf). 
30  European Commission, Keynote Speech by Commissioner Moscovici at the ‘Masters of Digital’ event, Brussels, 20 February 2018 

(http://europa.eu/rapid/press-release_SPEECH-18-981_en.htm). 
31  PwC (2018) Understanding the ZEW PwC Report ‘Digital Tax Index, 2017’ (https://www.pwc.com/us/en/press-

releases/2018/understanding-the-zew-pwc-report.html).  
32  Vella (2018) (http://business-taxation.sbsblogs.co.uk/2018/02/21/taxing-digital-business-a-plea-for-holistic-thinking/). 
33  OECD Observer (2017), Tax challenges, disruption and digital economy, p. 2. 
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The OECD identified three main challenges – scale without mass, reliance on intangibles and user 
participation. First, the fact that a business can be virtually conducted without any physical presence 
poses one of the main policy challenges. It is more and more difficult to determine the jurisdiction 
eligible for taxation under the existing rules, as assets and activities of digital businesses can easily 
move across jurisdictions to avoid taxable presence in a high-tax jurisdiction. Finally, the expansion of 
e-commerce poses difficulties as to determine the responsible jurisdiction for taxation, with many 
sellers avoiding registration in third states, where they conclude transactions via platforms. This makes 
tax enforcement, collection and identification of business tax functions (the people and systems 
required and the use of financial data) difficult, especially concerning cross-border trade in services and 
intangibles. At the same time, growing technology uptake by tax administrations could ameliorate 
taxpayer services and alleviate compliance burdens.34 

Second, reliance on intangibles increases the ability of companies to structure themselves to 
minimise their tax liabilities and makes it more cumbersome for tax authorities to assess how income 
from such assets should be identified, valued and allocated amongst different parts of multinational 
groups.   

Third, extensive use of data and user-generated content, which is particularly relevant for multi-
sided businesses35, raises the question on whether the users contribute to value creation by providing 
their data to platforms in exchange for free access (which is then sold to online advertisers by platforms) 
in addition to enlarging the user base of the platform and enhancing its reputation through network 
effects. 

In addition, the characterisation of income (between business income subject to corporate tax on net 
income and royalties/technical services subject to withholding tax on gross income) becomes 
extremely difficult.36  

Furthermore, new delivery channels37 and new business models, such as service-oriented models 
using software or hardware38, cloud computing, 3D printing39, collaborative platforms and Blockchain, 
pose legal uncertainty for both taxpayers and administrations, as they are hardly matched by existing 
rules. The sheer diversity of the digital businesses and digital businesses using multiple business lines 
are further tax challenges, which shall be addressed by robust measures that would last in face of rapid 
digital evolution.40  

1.2. New Business Models  
A digital business model can be defined as ‘the global network of economic and social activities that 
are enabled by platforms such as the Internet, mobile and sensor networks’.41 

New digital business models are emerging and expanding as a consequence of AI, IoT, adaptive 
manufacturing and autonomous supply chains. With increasingly blurred lines between sectors, the 

                                                             
34  PwC (2018) OECD and EC release disparate recommendations on tax and the digitalisation of the economy. 
35  PwC (2018) OECD and EC release disparate recommendations on tax and the digitalisation of the economy. 
36  Basak (2016). 
37  BBVA Digital Economy Outlook (2016) Tax Challenges of the Digital Economy. 
38  European Commission Directorate-General Communications Networks (2015) Digital Sector Based Own Resource-conclusions reached 

by the EC Expert Group and OECD-BEPS Action Plan on taxation and the digital economy (Presentation). 
39  Committee of Experts on International Cooperation in Tax Matters (2017) Tax Challenges in the Digitalised Economy. 
40  Jones, Seabrook, Sciliberto and Jones (2018) Taxing the digital economy-The Unilateral Approach (https://www.eversheds-

sutherland.com/documents/services/taxation/tax-digital-economy-020318.pdf). 
41  European Parliamentary Research Service Briefing (2017) Effective Corporote Tax Rate and Digital Business Establishment in the 

Corporate Tax Base Proposals. 
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emergence of innovative pricing models and diversification of revenue streams, these models are 
transforming the economy all by challenging basic economic notions.42 

Even the categorisation of the digital business models is a challenge in itself. The European Commission 
in its Communication of September 2017 uses the following categories: Online retailer model, social 
media model, subscription model and collaborative platform model.   

The OECD, on the other hand, identifies four business models in its Interim Report on Tax Challenges 
Arising from Digitalisation of 16 March 2018: Multi-sided platforms, resellers, vertically integrated 
firms and input suppliers. Multi-sided platforms include platforms, such as Uber and Facebook, that 
‘allow end-users to exchange and transact while leaving control rights and liabilities towards customers 
mostly with the supplier’. Resellers cover businesses, such as Amazon and Alibaba, that purchase 
products from suppliers and ‘resell them to buyers’. Vertically integrated firms refer to businesses, such 
as Huawei and Amazon, which integrate ‘the supply side of the market within their business’. Input 
sellers encompass businesses, such as Intel, which supply ‘intermediary inputs required for a 
production process of goods and services in another firm’.43 

Due to the rapid evolution of business models, many established digital companies have multiple 
business lines. For example, Amazon Marketplace is a multi-sided platform whereas Amazon e-
commerce is a reseller and Amazon e-commerce (warehousing and logistics) can be defined as a 
vertically integrated firm. Another example is Netflix, which was a pure reseller but later integrated film 
production into its business model, acquiring characteristics of integrated firms. In the same vein, the 
Chinese e-retail giant Alibaba owns a bank and applies its data skills to finance by providing loans to 
its customers.44 As illustrated by these examples, the differentiation between multi-sided platforms and 
other digitalised businesses is almost impossible.45  

Some traditional industries, such as automotive manufacturing, have begun to digitise their 
processes and services. The innovation centre of the German healthcare company Merck KGaA and the 
digital vending solutions of Coca Cola Enterprises Inc. are some examples.46 

Smart data (i.e.AI, machine learning) together with large data volumes enabled through IoT is likely to 
encourage the emergence of other innovative business models, which are currently ‘unforeseeable’.47 

1.2.1. Value Creation in the Digital Era and its Relevance for International Taxation 

The digital transformation brought by the digital sector is putting into question the existing taxation 
framework and, the role of new technologies and high-skill jobs for value creation.48 What is 
more, with the new products brought by digitalisation, the transformation of traditional industries and 
high mobility of MNEs, it is hard to determine where value is created and which factors contribute to 
value creation.    

                                                             
42  EY (2018) Don’t miss the BEAT on US tax reform (https://www.ey.com/Publication/vwLUAssets/ey-tax-reform-eight-impact-areas-that-

will-shape-tomorrows-operating-models/$FILE/ey-tax-reform-eight-impact-areas-that-will-shape-tomorrows-operating-models.pdf). 
43  OECD (2018) Tax Challenges Arising from Digitalisation – Interim Report 2018, pp.30-31. 
44  Mühleisen, M. (2018) (http://www.imf.org/external/pubs/ft/fandd/2018/06/impact-of-digital-technology-on-economic-

growth/muhleisen.htm). 
45  OECD (2018) Tax Challenges Arising from Digitalisation – Interim Report 2018, pp.30-31. 
46  Olbert and Spengel (2017). 
47  KPMG (2016) Comments with respect to the request for input with respect to the series of questions related to the BEPS Action 1 report 

on Addressing the Tax Challenges of Digital Economy (the 2015 report) and the Draft Outline of the Interim Reprot for the G20 Finance 
Ministers. 

48  Dourado (2018), p. 567. 
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While some (including EU Commission, UK Treasury, OECD etc.) argue that the existing system is based 
on the principle of value creation, others support the view that the existing system does not actually 
follow this principle. Moreover, it is not clear that the international tax system should follow the 
principle that profits are taxed where value is created, bringing into question the choice of this principle 
as a guide to the allocation of profit among countries.49 

From a business point of view, value is created ‘through development and exploitation of intangibles, 
effective risk management and operational excellence’. Digital networks introduce significant security, 
reputational and financial risks as ‘companies must manage, maintain and protect customer and user 
data’.50 Some scholars argue that ‘added value is ultimately created in all cases by the intellectual 
element of a human being’, as raw data does not create value and needs to be processed and analysed 
to be incorporated into the value creation process. This is made possible thanks to the intellectual use 
of tools, such as algorithms and software, by the individual (i.e. programmer).51 The supporters of this 
view are convinced that added value originates in the place where the individual adds the intellectual 
element and could be attributed according to the current system based on the arm’s length principle 
and people functions.52 It is also underscored that human capital in its specific form of knowledge-
based capital is becoming a predominant value driver of businesses, particularly in the digital age and 
that such capital should have substantial weight in the functional analysis of purposes of profit 
allocation.53 Some even suggest taking into account the number of days that an individual works in a 
country.54 

However, these claims seem to raise doubts, especially in the aftermath of the Cambridge Analytica 
scandal, among the critics who believe that without users there would be no markets and no profits, 
especially for new business models, which are based on user participation. This group argues that 
following the digital revolution, the value of an enterprise is driven by external factors increasingly 
found in the users associated with the enterprise (demand-side factors), which are ‘no longer at the 
end of the value chain but right in the middle of it’.55 

In effect, the personal information on user’s behavioural patterns, preferences, opinions and 
shopping habits are being aggregated and processed by use of cookies and algorithms, which is then 
monetised as ‘market knowledge and marketing intangibles’.56 Nonetheless, the question of user 
contribution is not unique to the digital sector, as traditional businesses, such as car and aircraft engine 
manufacturers, also collect real-time data from their customers to improve their products.57  

In line with the benefits theory, market countries claim that by providing infrastructure and legal 
protection, consumers/users create value considering the fact that producers could not make profit 
without the existence of a market.58 Nevertheless, it is not clear whether technological infrastructure 

                                                             
49  Devereux and Vella (forthcoming). 
50  KPMG (2016) Comments with respect to the request for input with respect to the series of questions related to the BEPS Action 1 report 

on Addressing the Tax Challenges of Digital Economy (the 2015 report) and the Draft Outline of the Interim Reprot for the G20 Finance 
Ministers. 

51  Kemmeren (2018) 
52  Kemmeren (2018) 
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54  Kemmeren (2018), p.73. 
55  Schippers and Verhaeren (2018), p.64. 
56  De Wilde (2018). 
57  Bloomberg Tax Special Report (2018) Taxing Digital Companies: Challenges for Multinationals Amid Emerging Regulation, p. 16. 
58  Turina (2018). 
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relates to value creation, as demonstrated by the much-debated but abandoned idea of a bandwidth 
tax based on the volume of bandwidth used by MNEs’ websites.59 

A middle ground argument is also proposed, which reconciles value created by the digital enterprise 
through Research & Development (R&D) and that by the customers and users in the market.60 

Value creation and margins under various business models may be very different,61which is why new 
business models further complicate the situation. Like business models, value chains are undergoing a 
transformation, making value creation more independent of physical presence in the market 
country.62  

The OECD Interim Report elaborates three concepts of value creation: Value chain (brick-and mortar 
businesses creating value by converting inputs into outputs in a systemic way), value shop (cloud 
computing using intensive technology) and value network (multi-sided platforms creating value 
relying on a mediating technology, user contribution and network effects).   

The strongest case for value creation in the market can be made for value network, covering online 
advertising and intermediation services,63 which takes into account the role of data and user 
participation. Nevertheless, it is important to note that some prominent proponents of the view that 
taxing rights should be allocated the country where users are located, are not in favour of allocating 
taxing rights to the market country, as it is important to distinguish between users and consumers in 
their view.64  

User participation could occur through social networks, collaborative consumption, e-commerce 
(tangibles and intangibles), cloud and manufacturing. A distinction is made between active (i.e. 
posting) and passive participation (i.e. downloading an app) in the OECD’s Interim Report. Moreover, 
ratings and reviews contribute to establishing a trust mechanism, attracting traffic and enhancing the 
reputation of the platform.65  

According to the report, the following characteristics are typical for digitalised businesses: Reliance on 
intangibles, scale without mass (minimal or no need for personnel or physical establishment to 
operate in market jurisdiction) and user value creation. Yet, there is no consensus on the relevance 
of these key features, their importance to the location of value creation and the identity of value 
creator.66  

There are three diverging views within the OECD’s 117-Member Inclusive Framework on BEPS 
regarding the contribution of users to value creation. The first group, including the EU, believes that 
user value creation allows businesses to collect large amounts of data and contributes to network 
effects, which justifies taxation in the country where users are located.67 

The second group, including the United States, does not interpret the user-generated value relevant 
for taxation. 
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60  Baumann (2017). 
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(https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/661458/corporate_tax_and_the_
digital_economy_position_paper.pdf).  

65  PwC (2018) OECD and EC release disparate recommendations on tax and the digitalisation of the economy, OECD Interim report. 
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The third group accepts that user data may be recognised as contributing to valuable intangible assets 
but would like to discuss the issue within the framework of the broader challenges posed by 
intangibles.68 

Unlike the OECD, the European Commission has a more precise understanding of value creation in the 
digital economy, as it concludes that value occurs as ‘a combination of algorithms, user data, sales 
functions and knowledge’.69 

In its public consultation on Fair Taxation and Digital Economy of 19 March 2018, the Commission 
identified four business models in which value creation is not linked to taxation according to existing 
rules.   

• the digital platform model, granting access to a marketplace, where users offer services among 
themselves in exchange for either a fee on transactions or a subscription; 

• the digital platform model, granting access to content for users in exchange for a fee; 

• the social media and advertising model, which typically involves a platform offering access to users 
for free and advertising and other companies to whom the platform sells user’s data; and  

• the distant sales model, where goods are sold via a website and then physically delivered.70 

On a final note, many value chains with a great potential to reduce information asymmetries exist 
alongside wealth chains that operate in multiple jurisdictions and multiple fields, including 
accounting, law, tax and supply chain management, to protect and create wealth through mostly 
opaque structures and secrecy. Seabrook and Wigan illustrate how global wealth chain governance is 
evolving according to regulations put in place. For instance, in response to the 2003 European Savings 
Directive, EU Member States and European offshore havens were forced to change their tactics. As the 
Directive targeted individuals and not companies and trusts, accountancy firms based in Liechtenstein 
modified their strategies to provide corporate entities to clients that required little coordination 
between clients and their consultants. More recent attempts to improve information exchange 
through the Liechtenstein Disclosure Facility has seen a switch back to wealth chains based on strong 
trust relationships.71 

1.2.2. The Role Data Plays in the Value Creation Process as the New Oil of the Economy 
According to the Economist, data is ‘the world’s most valuable resource’, which is referred to as the 
new oil of the economy. In this sense, tech giants thriving in the data economy today are what Standard 
Oil was in the 20th century.72 The value of data economy in the EU will increase to EUR 739 billion by 
2020, representing 4% of the EU’s GDP.73 Data collection is doubling every year and data analytics and 
technology are flourishing, with narrow artificial intelligence being used more and more and broad AI 
to arrive in the near future.74 
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At the end of May, German Chancellor Angela Merkel called on concerted efforts to determine the 
value of data in order to tax it like a tangible product.75 In this context, there are diverging views on 
whether it is raw data or processed data that contributes to value creation, if it does at all.   

Data is collected through various ways: 

• Collected data whereby data is entered by tracking the user via third-party ad-serving cookies 
(Location, address, name, email, phone, shopping habits etc.); 

• Submitted data entered by a user through a search engine; and 

• Inferred data compiled by pooling together data strands from a variety of sources.76 

80% of data comes from untapped or unstructured data, called dark data. According to the KPMG, raw 
data has relatively low value, processed data has more value and smart data (actionable data that is 
available in real time) that informs business decisions has greater value. Although customer and user 
data are in the centre of discussion at present time, the digitalisation of the economy underpins that 
broad spectrums of data could be turned into smart data in the near future.77 
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 RECENT BEPS REPORTS AND ACTIONS 

  

KEY FINDINGS 

• The 2015 OECD Action 1 Report acknowledged that the digital economy raises more systemic 
and broader challenges, summarised as characterisation, nexus and data, for tax 
policymakers. It discussed possible solutions, such as new nexus, equalisation levy, 
withholding tax without recommending any.   

• The OECD 2018 Interim Report highlighted progress achieved regarding minimum standards 
(Action 5 on harmful tax practices, Action 6 on treaty abuse, Action 13 on CbCR, Action 14 on 
dispute settlement), which are subject to peer review within the MLI. It welcomed the on-
shoring of IP by some MNEs as a result of BEPS Action 5 as well as the wide acceptance of the 
CbCR standards. Changes under Action 6 of the OECD Model include an anti-abuse rule for 
permanent establishments situated in third States and a principle purposes rule, which were 
both criticised for lack of precision, complexity and subjectivity.    

• The most relevant actions to the digital sector, such as Action 7, Action 8-10 and Action 3, are 
inadequate to tackle more fundamental long-term issues, as they fail to address key problems 
of nexus, profit allocation and separate group entities.   

• Action 7 on PE: The revised OECD Model Tax Convention of 2017 introduced changes to the 
PE to tackle problems related to commissionaire arrangements, preparatory and auxiliary 
activities and fragmentation of group activities. However, it did not alter the physical 
presence condition, which permits highly mobile MNEs to continue their tax avoidance 
activities. An important development in this context is the Service PE, endorsed by the UN, 
which differs from the OECD approach because it is less focused on physical presence.    

• Action 8-10 on Transfer Pricing: The new OECD Transfer Pricing Guidelines of 2017 aim at 
aligning transfer pricing outcomes with value creation by allocation of profits to jurisdictions 
where significant functions are assumed yet it does not alter the arm’s length rule based on 
the separate legal entity principle. This is problematic as MNEs could still book profits in low-
tax jurisdictions by relocating their senior employees. 

• Action 3 on CFC Rules: Following BEPS amendments, CFCs will be entitled to residual income 
if they perform important functions or assume substantial risks. While the new rules are likely 
to prevent low level of taxation on passive income earned through CFCs, they do not 
completely eliminate structures, such as cash-boxes, allowing to shift MNEs parts of their 
income in subsidiaries corresponding at least to the risk-free return. 

• The OECD’s 117-Member Inclusive Framework is aimingat finding consensus on digital 
taxation, some countries demanding targeted solutions, others calling for a general reform 
without ring-fencing the digital sector and a third group seeing no need for further reform 
following BEPS. An OECD policy note on these issues: Addressing the Tax Challenges of the 
Digitalisation of the Economy was published on 23 January 2019. 
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2.1. OECD’s Reports on Digital Economy 

2.1.1. 2015 OECD Report on Addressing the Challenges of the Digital Economy (Action 1) 
As part of its 15-point Action Plan to address BEPS, the OECD published its first report entitled 
‘Addressing the Challenges of the Digital Economy: Action 1’ on 5 October 2015. Its aim was to address 
challenges of the digital economy with a particular focus on the concept of Permanent Establishment.  

The report acknowledged that the digital economy raises more systemic and broader challenges, 
summarised as characterisation, nexus and data, for tax policy makers. These challenges lead to:  

• The difficulty of collecting VAT in the destination country where goods, services and intangibles 
are acquired by private consumers from remotely based suppliers with no physical presence in the 
tax jurisdiction; 

• The ability of some businesses to earn income from sales from a country with a less significant 
physical presence; and  

• The ability of some businesses to utilise the contribution of users in their value chain for digital 
products and services, including through collection and monitoring of data and the difficulty to 
attribute value to user contribution.78 

While not suggesting any specific measures targeting the digital economy and warning against its 
‘ring-fencing’, the report discussed three options to address direct tax challenges raised by digital 
economy: Creation of new nexus through significant economic presence, withholding tax on certain 
digital transactions, and excise tax or levy. 

The report made the following recommendations, which concerned other BEPS Action Points, such as 
Action 7 on Permanent Establishment, Action 8-10 on Transfer Pricing and Action 3 on CFC rules79:  

• Reconsidering the list of exceptions to the definition of PE regarding preparatory or auxiliary 
activities; 

• Altering the definition of PE to address artificial arrangements through certain ‘conclusion of 
contracts’ arrangements; 

• An update to the Transfer Pricing Guidelines; and 

• Changes to the CFC rules to address certain challenges posed by the digital economy. 

The report also discussed indirect tax challenges generated by e-commerce, recommending that 
countries apply the principles of the OECD’s International Value Added Tax and Goods and Services Tax 
(VAT/GST) Guidelines.80 

Although the report said that work on this action would continue, with another report to be produced 
by 2020, many criticised the outcomes of the Action 1 report as it sought a solution within the context 
of the existing international tax framework. Some even commented that the failure of BEPS report to 
address the shortcomings of the PE standard was ‘a step back to the 19th century’.81 

                                                             
78  OECD Observer (2017), Tax challenges, disruption and the digital economy, p. 2. 
79  OECD Interim Report 2018 Tax Challenges Arising from Digitalisation (Also see: EY Tax Insights (2015) BEPS Action 1: digital economy tax 

challenges (https://taxinsights.ey.com/archive/archive-articles/beps-action-1--digital-economy-tax-challenges.aspx). 
80  Jones, Seabrook, Sciliberto and Jones (2018) (https://www.eversheds-sutherland.com/documents/services/taxation/tax-digital-

economy-020318.pdf).  
81  Avi-Yonah (2016). 
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2.1.2. The Inclusive Framework of BEPS and its 2018 Interim Report and 2019 Policy Note 
on Taxation of the Digital Sector  

A Multilateral Convention comprised of more than 100 jurisdictions approved the Multilateral 
Instrument on 24-25 November 2016 under BEPS Action 15. The major objective of the instrument is 
to fight against base erosion by conveying the results of the Convention into more than 2000 bilateral 
tax treaties globally. The MLI contains material provisions on hybrid mismatches, treaty abuse, the use 
of artificial structures to avoid PE, improvements in corresponding transfer pricing adjustments and 
binding arbitrage. Four of these measures were rendered minimum standards, which are monitored 
through peer review.82 

In order to achieve the implementation of the four minimum standards, the OECD decided in January 
2016 to establish the 117-Member Inclusive Framework on BEPS, a system of monitoring and peer 
review. It will also monitor the rest of the BEPS package, including the two common approaches and 
the two best practice guidelines. It will further develop the action points that have not resulted in 
agreement on minimum standards and joint approaches, such as deductibility of interest payments 
and transfer pricing. In particular, it was tasked with devising control mechanisms to gain more insight 
into developments in the digital economy (Action 1).83 

The OECD published an Interim Report on taxation of the digital sector on 16 March 2018 and its Policy 
Note on 23 January 2019. The Inclusive Framework, which is studying international nexus and profit 
allocation concepts for taxing the digital economy, will produce a final report in 2020, with an update 
to the Group of Twenty (G-20) in 2019.   

While providing a thorough analysis on new business models and value creation, the Interim Report 
flags the progress in countering some aggressive tax planning schemes (i.e. MNEs, such as Amazon, 
eBay, Facebook, changing their cooperative structures and moving to local distributor models referred 
to as ‘on-shoring’ of IP).   

Acknowledging that more time is needed to evaluate the impact of the BEPS Actions, the report 
discusses the progress made with the rollout of the OECD recommendations, especially BEPS Action 
Points, which are the most relevant to the digital sector. These include84:  

• Action 7 on PE: Rather slow adoption rate of BEPS measures related to the PE, which are currently 
implemented by the Multilateral Convention;  

• Action 5 on Harmful Tax Practices: Almost all OECD/G20 countries aligned with the new nexus 
approach linking IP regimes to R&D activities; 

• Actions 8-10 on Transfer Pricing: New transfer pricing rules aimed at ensuring that transfer pricing 
outcomes are in line with value creation; 

• Action 3 on CFC Rules: Relevant measures taken with the introduction of the US Tax Cuts and Jobs 
Act, the EU’s ATAD and similar legislations in Japan, Chile, Taiwan and Colombia;   

• Action 6 on Treaty Abuse: Most Inclusive Framework Members update their treaties through the 
MLI; and 

                                                             
82  De Graaf and Visser (2018), p.43. 
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• New Guidelines and Implementation Mechanisms relating to VAT: The Guidelines were adopted by 
50 jurisdictions. 

The report welcomes the introduction of the four non-binding minimum standards (Action 5 on 
harmful tax practices, Action 6 on treaty abuse, Action 13 on CbCR, Action 14 on dispute settlement).85 
It notes that most Inclusive Framework countries implement standardised Country-by-Country 
reporting on transfer pricing that would affect around 95% of MNEs.86 The spontaneous information 
exchange on tax rulings, the proper implementation of Mutual Agreement Procedure (MAP) to 
guarantee effective dispute resolution and the development of Limitation-on-Benefits (LOB) and a 
Principal Purposes Test (PPT) to prevent treaty shopping are also underlined.87 

However, the report itself considers BEPS measures inadequate to tackle more fundamental long-term 
issues related to digitalisation and business model change.88 Among the 117 Members of the OECD’s 
Inclusive Framework Members, three distinctive opinions can be observed when it comes to digital 
taxation.   

The first group believes that ‘user participation may lead to misalignments between where profits are 
taxed and where value is created’, calling for targeted changes instead of a reform of the international 
taxation system. The second group acknowledges the challenges presented by digitalisation for 
taxation matters but is not convinced that they are exclusive to the digital sector.  

The third group does not support a reform of the international taxation reforms, claiming that BEPS 
measures are sufficient to address double non-taxation issues and more time is needed to assess their 
outcomes.89 

Although the current debate on digital taxation partly relates to stopping certain forms of tax planning, 
the main issue at stake is how to allocate taxing rights among countries in a digitalised world, which 
makes consensus extremely difficult.90 

2.2. OECD’s BEPS Actions 

2.2.1. BEPS Action 7: Permanent Establishment 

a. Recent Developments  

Article 5 of the OECD’S Model Tax Convention makes a ‘fixed place of business’ (premise, facilities or 
installations, which do not cover securities, bank accounts, patents, software of websites) a prerequisite 
for the existence of PE, without which companies cannot be taxed in a state of residence under Article 
7.91 ‘Fixity’ refers both to physical presence and permanence whereas business activity could be entirely 
or partially undertaken at the fixed place.92 
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(https://www.ey.com/Publication/vwLUAssets/The_OECDs_interim_report_on_tax_challenges_arising_from_digitalisation_-
_An_overview/$FILE/2018G_01610-181Gbl_OECD%20-
%20An%20overview%20on%20tax%20challenges%20arising%20from%20digitalisation.pdf). 

87  Pearse Trust (2017) The OECD’s Minimum Standards – A Progress Update (https://www.pearse-trust.ie/blog/the-oecds-minimum-
standards-a-progress-update-part-1). 
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On 18 December 2017, the OECD Model Tax Convention was updated to address BEPS. It reflects 
in part the outcomes of Action 7 on Artificial Avoidance of PE. The modifications to Article 5 include 
changes to the PE threshold with the objective of preventing the avoidance of PE status through the 
replacement of subsidiaries that traditionally acted as distributors by commissionaire arrangements, 
exploitation of specific exceptions for preparatory and auxiliary activities and restriction of anti-
fragmentation rules.93  

• Commissionaire agreements: 

Accordingly, an agency PE would be triggered when the agent plays the principle role leading to the 
conclusion of contracts, when a service provider concludes the contract for the transfer of the 
ownership or when a closely related person concludes the contract on behalf of the company.94  

As a result of these changes, PE thresholds were reduced by treating subsidiaries as agents of their 
parent corporations and thus deeming the parent as having a PE through its subsidiary.   

However, the fact that an agent has to be a person raises questions about virtual spaces, such as 
websites, allowing for the conclusion of contracts online, which would not qualify for a PE status.95 Due 
to the subjectivity and lack of clarity of the thresholds, it is dubious whether marketing services 
companies would be covered by the OECD’s updated definition.96 While the proposed changes to the 
commissionaire structure might push businesses to restructure their business models or to accept an 
increased number of PEs, they might still be able to avoid PE status through the use of Low-Risk 
Distributers that take ownership of the goods before selling them to third parties.97 It is also feared 
that the changes may lead to an aggressive use of Agency PE.98 

The OECD Commentary acknowledges that a server could be deemed a PE if the company is in 
possession of the server in the tax residence.99 This provision is perceived as inadequate considering 
that MNEs would still be able to function via websites, smart phone applications or from servers located 
outside the jurisdiction to remotely sell products or to engage in advertising activities.100  

Moreover, there is no agreement on how to attribute profits to a Server PE and how the server 
contributes to the value chain. Some argue that it is the website (software)101 hosted by the server 
(hardware) that should be attributed profits, without which a digital company could not perform 
essential communications, advertising and information functions.102 Others are of the opinion that 
specific business models relying on Information Technology (IT) infrastructure, such as servers that are 
remotely controlled and serve to host data and computing power, are not tax-driven and represent the 
result of technological progress.103  

                                                             
93  OECD (2017) Tax treaties: update to OECD Model Tax Convention released. 
94  Merkx (2017), p. 39. 
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97  Baumann 2017, p. 736. 
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99  Hidalgo (2017), p.737. 
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102  Baumann (2017), p.17. 
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• Exemptions: 

Article 5 was modified to make the list of exempted activities subject to a ‘preparatory or auxiliary’ 
test. This would grant warehouses, storage and delivery places, used by remote sellers in market 
jurisdictions, a PE status.   

The change involves creating PE for some models based on indirect e-commerce (based on payments 
done by digital means followed by conventional delivery, as in the case of Amazon)104 but does not 
provide a framework enabling the source taxation of digital profits derived by fully dematerialised 
digital activities, such as direct e-commerce (based on product delivery through digital means, as in 
the case of iTunes) or multisided business models.   

Moreover, online retailers operating within an indirect e-commerce model would not need a local 
warehouse in each jurisdiction and could serve an entire region from one warehouse in the 
proximity of the customer, thus avoiding PE in other jurisdictions.105 

• Anti-fragmentation: 

An anti-fragmentation rule is established to avoid situations where different exempted activities are 
performed by different but closely related legal entities to avoid PE.   

The changes to Article 5 stipulate that closely related parties engaging in business activity, which 
constitutes a cohesive business operation in the state, could lead to PE even if the individual activity of 
each legal entity is of auxiliary or preparatory nature.   

In sum, the anti-fragmenting amendment is akin to an anti-avoidance rule, sealing a loophole, rather 
than addressing the challenges of e-commerce. Hence, its contribution to digital taxation seems 
‘negligible’.106 

b. Effects of BEPS Action 7  

Under the existing system, taxing rights are allocated to the country where the ‘supply side’ activities 
take place. Amendments to PE to expand its scope so that storage and delivery places could also be 
deemed PE take into account some demand-side activities. However, they are still regarded as 
insufficient by many commentators.107 

The recent changes to the PE status as a result of BEPS Actions will reduce the thresholds for taxing 
activities conducted through commissionaire agreements while making it simpler to establish the 
existence of a PE with the agency test and tightening the standards regarding preparatory and auxiliary 
activities. Nevertheless, the actual source revenue effects are likely to be minimal because the MLI will 
modify characteristics that are not relevant to the digital economy as it is conditional on physical 
presence.108 Even if Dependent PE is found under the dependent agent MLI, with the current 
attribution rules, the only taxable amount would be the earnings of the Dependent Agent PE according 
to the arm’s length principle.109 

Reducing the PE threshold may help preventing the worst cases of BEPS but the failure to thoroughly 
address BEPS challenges may have given some countries enough flexibility to act unilaterally.110 For 
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example, taxes introduced by the UK, Australia, India etc. aimed specifically at structures that seek to 
exploit the domestic market while avoiding PE.111 

According to Article 7 of the OECD’s Model Tax Convention, companies can only be taxed at the 
state of residency if the business is conducted through a PE. This outdated concept is no longer valid 
due to the emergence of the digital economy, which is increasingly based on trade of goods and 
services electronically, without the need for a physical presence in a jurisdiction.   

To give a few examples, Airbnb does not possess real estates, Alibaba does not carry inventory, 
Booking.com does not own any hotels and Twitter and Facebook do not produce content. Airbnb and 
Booking.com provide intermediary services, whereas Twitter and Facebook acquire revenues through 
advertising services. All these business models operate without a physical entity (building, factory 
etc.).112 Therefore, the existing nexus and profit allocation rules rooted in physical presence 
cannot capture these new realities, falling short of tackling core problems regarding the conditions 
for deemed PE and the difficulty to define the place of effective management, with MNEs spreading 
their business functions all over the world depending on favourable tax conditions.113   

Even after a Public Discussion Draft on Additional Guidance on the Attribution of Profits to PEs under 
Action 7 was released in 2016 (followed by new guidance published on 22 March 2018) to provide more 
clarity, many found the outcome ‘disappointing’ after 13 years of work.114 By contrast, the UN has made 
some progress to catch up with the new realities of the economy by inventing the service PE, which 
makes it easier to subject service providers to tax without much physical presence.115 The Service PE 
is less focused on physical presence, as a nexus can be established by a mere presence in a country 
for 183 days in a twelve-month period.116 

According to the current Authorised OECD Approach (AOA), a two-step functional analysis to 
determine the role that the PE and the head office play in a specific transaction following the separate 
identity principle,117 significant people functions shall be performed at the level of PE. If not, these 
functions would be attributed minimum profits. As the role of the market contribution is likely to be 
ignored in such a profit allocation system, other attribution rules, such as split profits method and 
formulary apportionment methods are being considered. While BEPS project explicitly rejects 
formulary apportionment, agreement seems more likely where its application is limited to the residual 
profits of Dependent Agency PEs. Nevertheless, the current AOA is both theoretically and practically 
flawed and unable to attribute significant profits to a Dependent Agency PE.118 In addition, there is a 
need for more guidance regarding the choice of various OECD methods, including the profit split 
method.119  

A major concern is that a group can structure itself by creating regional hubs from which online 
advertisement campaigns targeting the whole region could be orchestrated. If no entities are in various 
market jurisdictions, one cannot even apply a profit split approach. Even if there is PE, the lack of 
significant people functions would not attribute income to it. This could continue to be the case in the 
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aftermath of a restructuring such that announced by Facebook, where advertisement profits would no 
longer be booked at the headquarters but rather at the head local offices.120 

2.2.2. BEPS Actions 8-10 on Transfer Pricing 

a. Recent Developments 

It is often argued that addressing transfer pricing issues would be more adequate rather than dealing 
with individual aspects of the digital economy by including the use of warehouses in the definition of 
PE.121 Some refer to transfer pricing between companies within the same group as the most important 
problem in international taxation122, with intra-firm trade making up for 30% of trade.123   

BEPS Actions 8-10 deal with transfer pricing problems permitting a separation of income from 
relevant economic activity by facilitating the transfer of intangibles and other mobile assets through 
use of methods such as under-valuation, over-capitalisation of and contractual arrangements to 
entities based in low-tax jurisdictions. 

The revised OECD Transfer Pricing Guidelines of 10 July 2017 have the goal of aligning transfer 
pricing outcomes with value creation by allocation of profits to jurisdictions where significant functions 
are assumed and in particular, control functions related to risks are performed.124 As a consequence, 
less emphasis is given to legal ownership of IP and management of financial risks when residual 
profits are allocated. An entrepreneurial risk taker is expected to employ the resources and knowledge 
required to control the associated risks. The functional analysis DEMPE (Development, Enhancement, 
Maintenance, Protection and Exploitation), compared by some to a soft form of formulary 
apportionment125, is conducted in order to attribute profits according to the value adding functions 
performed by separate entities, thus preserving the arm’s length principle.   

At the same time, there is a lot of controversy around the arm’s length principle, which remains intact 
since several decades, with some questioning whether or not it is a principle due to its ‘vague and 
uncertain’ nature and its use ‘in such a wide variety of contexts’ that necessitates constant explanation 
and clarification.126  

On a positive note, BEPS Actions 8-10 brought the possibility for tax administration to adjust ex-
post transfer prices in case intangibles, which are hard to value due to the information asymmetries 
between companies and tax administrations (i.e. when granting a license).127 

b. Effects of the BEPS Actions 8-10  

BEPS will most likely result in prevention of very aggressive cases of tax planning including the use 
of cash boxes but this was already happening before the BEPS reports were finalised. According to the 
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revised Guidelines, a cash box entity (used for group financing or for owning and receiving income 
from intangibles) will receive only a minimal return on funding given that it does not assume any risk.128 

Legal ownership in itself will not imply an unconditioned right to profits connected to the assets and 
such rights will depend on functions. This should make it more difficult for global players to stream 
large parts of the profits related to IP from high tax jurisdictions to low tax jurisdictions. The assumption 
behind these BEPS measures was that inversions could be combated by adopting a managed and 
controlled definition of corporate residency because the top management would likely be located in 
major urban hubs having financial transport and communications networks rather than tax havens on 
remote islands.129  

Following this rationale, some companies may adapt their practices to the requirements of the revised 
OECD Transfer Pricing Guidelines on control of risk and performance of DEMPE functions.130 The OECD 
notes that some MNEs are reconsidering their transfer pricing positions via on-shoring of assets while 
much will depend on domestic implementation of the measures. Yet, some scholars believe that 
voluntary payments made by a few MNEs is not a valid argument that would produce a structural 
solution.131 

The separate entity principle, enabling MNEs to easily reallocate functions, assets and risks to low-tax 
jurisdictions, where sales, revenue and profit are reported remains intact even after the changes.  
Hence, global players could reassess their structures to meet new rules and requirements and continue 
to minimise the group’s tax burden,132 as shifting functions to a special purpose company residing in a 
low-tax jurisdiction would technically still be possible (i.e. via relocation of senior employees).133 Tax 
planning potential would not diminish because one allocation criterion (contractual risk allocation) has 
been replaced by another (people functions) that is also subject to manipulation.134  

It is not clear how many and which companies would move their top management due to lack of 
evidence on tax sensitivities of digital business models135 and other factors that may affect the choice 
of MNE location (labour productivity, trade barriers, import duties, transport costs and the proximity of 
suppliers and customers). However, it is evident that the ‘current stopping point in the arm’s length 
principle is unstable’136, as the administration’s ability to verify taxpayer transactions with foreign 
entities is complex and demanding,137 leading to uncertainty and lack of efficiency. 

Furthermore, post-BEPS transfer pricing may undermine or contradict the arm’s length principle, as 
‘there are many cases where risks are clearly born by third parties even though they exercise no 
meaningful control over those risks’. Hence, the new control requirement may lead to litigation.138 
Other outstanding post-BEPS issues include the unfulfilled promise of controlling tax-driven capital 
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shifts within the group, on which no new rules have yet been proposed. Moreover, the cost and 
complexity of the BEPS reform are highlighted as major problems.139 

More importantly, the transfer pricing measures did not ‘resolve the dilemma of source vs. 
residence as connecting links when it comes to cross-border trade’.140 Their objective of aligning 
transfer pricing rules with value creation and levelling the playing field between residence and source 
was not attained as they still rely on the supply-side factors of value creation (production factors, such 
as capital, labour and risk) while ignoring the demand-side of the equation.141 

1977 Transfer Pricing Guidelines provided three methods for determining a commercial or arm’s 
length price for intra group transactions: Comparable uncontrolled price, cost plus, resale minus. As 
these methods were inadequate as a result of the fact that no comparable transactions between non-
affiliated parties could be identified, the OECD introduced two new methods in 1995: The transactional 
net margin method and the transactional profit split. The latter is seen as a move in the direction of the 
global formulary apportionment method.142 

BEPS outcomes ‘create new difficulties like the assessment of arm’s length behaviour and the 
(expected) increasing usage of the transactional based profit split method’.143 The application of 
the profit split method is limited to companies sharing economically significant risks (i.e. highly 
integrated operations) but its use may be broadened according to the Guidelines. Disappointingly, 
such a transfer pricing system to decide whether or not prices are in accordance with the arm’s length 
principle does not match the realities of the digital age because of the difficulty to analyse the entire 
value chain, hard-to-value intangibles and lack of economic justification to avoid arbitrary allocation of 
profits.144 

2.2.3. BEPS Action 3 on CFC Rules 

a. Recent Developments 

G20/OECD countries couldn’t agree on CFC rules during the BEPS project. For this reason, different 
options were proposed. OECD BEPS Action 3 aimed at strengthening CFC rules and made 
recommendations to design minimum standards for the definition of CFC, CFC exemptions and 
thresholds, definition and calculation of income, attribution of income, and prevention of double 
taxation.145  

Accordingly, taxes will be imposed on the part of the actual economic substance of CFCs. The 
passive income arising in CFCs, acting as title holding entities to provide the asset with no decision-
making power, would be aggregated with the income of the parent company.   

The Japanese CFC rules, which were based on a 20% effective tax rate threshold for a foreign subsidiary 
to be treated as a tax haven, were amended to be in line with these new standards in 2017, for 
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instance.146 Like Japan, many countries, including Colombia, Chile, Taiwan, South Africa and the United 
States followed the OECD’s recommendations and modified their CFC rules to combat BEPS.   

b. Effects of the of BEPS Action 3  

Following BEPS amendments, CFCs will be entitled to residual income if they perform important 
functions or assume substantial risks as opposed to legal title and contractually attributed risks 
that entitled CFCs to residual income before the changes.147 

Some question the redundancy of the CFC rules following the new Transfer Pricing Guidelines that 
adopted a similar substance criterion to the CFC regulations.148 In the OECD’s view, CFC rules are 
complementary to transfer pricing as the former apply to income whose value is determined according 
to the Transfer Pricing Guidelines. TP regulations are closely linked to CFC rules where, for example, 
they render structures using cash-box companies, shell companies, money companies, 
ineffective.149 While the new rules would allow states to neutralise low level of taxation on passive 
income earned through CFCs, they do not completely eliminate such structures still allowing to shift 
parts of their income in subsidiaries corresponding at least to the risk-free return income.150 Critics 
also stress that reliance on the active business clause could lead to the non-taxation of the controlling 
person for the purpose of CFC regulations.151  

The old CFC rules in the US were much criticised for lacking robustness to reduce low-taxed income 
of US multinationals.152 This criticism was taken on board by the new US tax reform, which strengthens 
CFC rules. At the EU level, CFC rules were included in the ATAD measures that have to be adopted by 
EU Member States as a minimum standard to fight against non-genuine arrangements put in place for 
the main purpose of tax benefits. For instance, CFC rules were modified in Belgium so that ‘non-
distributed profits realised by a CFC that constitutes an artificial construction are added to the tax base 
of the Belgian parent if the CFC is held for at least 50% and is subject to tax at a rate below 12.5%’.153 

2.2.4. BEPS Action 5 on Harmful Tax Practices  

a. Recent Developments  

The purpose of Action 5 is to limit beneficial treatment from IP regimes to substantial activities 
resulting from R&D activities by adopting a modified nexus approach while ensuring spontaneous 
automatic exchange on tax rulings. In October 2017, the OECD released a progress report on 
preferential regimes, which was updated on 9 May 2018.154 

According to the report among 175 tax regimes, 31 have been modified and 81 undergo 
legislative amendments. While the review of some regimes is continuing, it was highlighted that 4 
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measures are potentially harmful.155 To give an example, Israel adopted a modified nexus approach in 
2017, which makes IP tax incentives at the rate of 6% conditional to R&D activities. Other countries, 
including Luxembourg, Singapore, Italy, Germany and Andorra, are in the process of updating their IP 
regimes. On tax rulings, the OECD released updated IT tools to support their exchange of information. 
Simultaneously, the OECD published a peer review on 4 December 2017 to monitor the transparency 
of 10,000 tax rulings.156 

b. Effects of BEPS Action 5  

The OECD minimum standards, including Action 5 on harmful practices, are of the order of soft law 
and non-binding. Perhaps for this reason, France and Italy are two non-compliant EU Member States, 
which reportedly maintain harmful IP regimes not in line with the modified nexus approach. Turkey’s 
technology development tax was also criticised for its potential harmfulness.157 In parallel, many 
question whether the modified nexus approach would be fully compatible with the EU state aid law.158 

Although some argue that the location of R&D activities is not sensitive to reduced tax rates but 
depends on the availability of qualified researches and public knowledge infrastructure,159 BEPS 
actions, aimed at addressing harmful tax practices with a focus on patent box regime, could lead to 
economic distortions and tax competition. Post-BEPS, MNEs would have to move their R&D activities 
to the jurisdiction offering a favourable patent box. Given the fact that attracting R&D is more beneficial 
to the economy than merely attracting IP, states may compete more intensely over real economic 
activity.160 

Even in the aftermath of BEPS, Ireland that has been subject to a fair share of naming and shaming for 
its Double Irish Dutch Sandwich schemes, remains an attractive location. Although from January 
2015, the country enacted laws to treat all companies incorporated in Ireland as a resident, the 
grandfathering clause allows these companies to keep their existing arrangements until the end of 
2020. Besides, Ireland put in place a knowledge development box in line with the OECD’s modified 
nexus approach for IP tax regimes, providing for a 6,25% effective rate of corporation tax on qualifying 
profits related to qualifying IP assets. This favourable regime together with generous R&D tax credits 
continue to attract MNEs.161 

2.2.5. Action 6 

a. Recent Developments  

Action 6 was designed to prevent treaty abuse by a greater emphasis on economic substance with 
business purpose. On 18 December 2017, the OECD Model Tax Convention was updated to address 
the outcomes of Action 6 on treaty abuse. Changes in line with Action 6 of the OECD Model include a 
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LOB rule, an anti-abuse rule for permanent establishments situated in third States and a PPT 
rule.162   

Action 6 was also integrated in the MLI as a minimum standard, whose implementation is monitored 
by peer review to be published in January 2019.163 The PPT, which would be introduced in all tax treaties 
by the MLI, is a general anti-abuse rule to be applied by all jurisdictions having signed the multilateral 
instrument. The OECD notes that only 12% of the jurisdictions chose to adopt the PPT as an interim 
measure.164 

b. Effects of BEPS Action 6 

In January 2017, the OECD released a Public Discussion Draft regarding the application of the PPT to 
non-collective investment vehicles. The examples given by the OECD were perceived as ‘vague and 
controversial’, with many lamenting the lack of precision and subjectivity of the PPT and 
highlighting the risk of denial of treaty benefits regarding cross-border investments by tax 
authorities.165 

The PPT‘s threshold of abuse based on double subjective and objective test is also considered as a 
problem as it is open to interpretation. The experience with General Anti-Abuse Rule (GAAR) shows 
that national courts may interpret PPT in different ways.166 

Furthermore, the design of the legal consequences of the PPT runs against the logic of conventional 
anti-abuse provisions and the Constitutional requirements of several jurisdictions. The differences with 
EU’s GAARs raise compatibility questions with the EU law.167 

While the LOB clause is similarly denounced for its turns, the link between the PPT and the LOB 
clause in the OECD Model is regarded as ‘complex’. It remains to be seen whether the MLI will succeed 
in ensuring implementation and uniformity regarding treaty abuse.   

2.2.6. General Evaluation of BEPS Actions 

Perhaps the greatest achievement of the BEPS project was the introduction of the four minimum 
standards, whose implementation is subject to peer review. (Action 5 on harmful tax practices, Action 
6 on treaty abuse, Action 13 on CbCR, Action 14 on dispute settlement).168 However, among the four, 
which were classified as minimum standards, the dispute resolution system was not even aimed at 
combatting BEPS. Moreover, it shall be noted that not all of BEPS actions, especially the most relevant 
ones to the digital sector, became minimum standards.  

According to some, the OECD’s peer review system is not an optimum implementation mechanism 
for the reason that government’s compliance with it depends on local political climate. There is no 
OECD provision for procedures where a commitment was given and later withdrawn or where 
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legislation was not implemented in time or in a correct manner. Moreover, a uniform implementation 
of BEPS seems difficult to achieve as interpretations vary.169  

There is even the risk that some countries may choose to opt out, ‘turning the implementation to a 
process of cherry picking’170 due to the soft law approach of the OECD and the non-binding nature of 
the BEPS measures. A good example to this is the US, choosing not to comply with the minimum 
standard agreed within the Transparency Forum, and as a result, did not to participate in the automatic 
exchange of information on savings due to its own legislative constraints.171 The fact that in most 
countries including in the US, the treaty ratifying bodies are not bound by the negotiation of their 
respective Finance Ministers raises the question on how the MLI will deal with States only wiling to 
adopt certain measures.   

According to some, the yet to be completed MLI is ‘the new international paradigm’ of tax matters 
while others do not acknowledge its significance as a multilateral agreement due to its ‘flexible’ 
structure. Paradoxically, its flexibility was the main factor, which convinced so many signatories to 
adopt the instrument.172 Although the instrument is designed to address the remaining BEPS actions, 
some scholars express dissatisfaction with the absence of clear definitions and its incapability to solve 
the problem of the non-homogenous tax bases arising from distinct economic realities in each 
country.173 

In general, BEPS was instrumental in drawing attention to international tax issues, which is per se 
difficult due to their technical nature. Although the OECD Interim Report acknowledges that it is still 
early days to evaluate the impacts of BEPS section, the report states that double non-taxation concerns 
have been addressed through the implementation of the BEPS package both regarding direct and 
indirect taxation. As a result, the ability of MNEs to achieve stateless income or even single digit local 
effective tax rates may be diminishing.174 

BEPS measures, such as lower threshold for PE, amendments to the OECD Transfer Pricing Guidelines, 
more limited possibilities to rely on favourable regimes, tightened anti-abuse rules and other changes 
may influence the way MNEs organise their business activities. One effect could be that businesses 
would be structured as a single entity rather than separate legal entities.175 On the other hand, a shift 
towards more centralised business models could already be observed over the last few decades as 
there is no longer a need to make on-spot business decisions.176 

Nevertheless, there is no evidence whether the broader tax challenges mentioned in Action 1, such 
as nexus, data and characterisation, have been tackled despite a change of tax planning practices. 
Overall, little progress was achieved in Action Points, which are most relevant to the digitalisation. 
There seems to be a certain inaction concerning the residence-source dilemma and the digital 
economy.177 According to Baez and Brauner, it is apparent that BEPS package (Action 3, 6, 7, 8-10) does 
not address BEPS issues created by digitalisation or a number of broader tax challenges related to it.178  
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Similarly, Andersson argues that the changes following Action Point 7 on PE and Action Points 8-10 on 
intangibles do not ‘adequately address taxation of digital platforms and businesses providing 
goods and services in countries without, or with limited, PE presence.’ 179   

It is equally important to note that BEPS Action 12, aiming at introducing disincentives for 
intermediaries, who assist in tax evasion schemes, failed to introduce minimum standards and to tackle 
one of the main challenges faced by the tax authorities, which is lack of timely, comprehensive and 
relevant information on the aggressive tax planning strategies.180   

When it comes to PE, the changes introduced to Article 5 ‘entails limited changes to the taxation of 
digital business operations.’181 In order to constitute a PE, an entrepreneur would still need to have 
human and technical resources and there should be a place of business with a certain degree of 
permanence. Hence, the actual source-revenue effects are likely to be minimal because BEPS 
measures focus on measures based on physical presence, which are not relevant to the digital 
economy.182  

The source-residence duality as criteria for taxation is an outdated concept, as online businesses can 
relocate their income through their subsidiaries allowing them to function remotely from their 
customers without being taxed either at the source or at the residence state, and thus depriving states 
of significant tax revenues.183 The territoriality and non-discrimination principles enshrined in Article 
24 of the OECD Model Tax Convention are no longer fit to adapt to today’s economic realities.184 

In conclusion, the OECD failed to address the ‘troika of threshold requirement, separate legal entity 
principle and attribution of profit to arrive at a coherent globally supported solution’.185 Some even 
question whether BEPS project ‘is all more for political effect than substantial reform’.186 BEPS was 
primarily meant to close loopholes. Those who call for fundamental reform view it as a very limited 
exercise, which did not face up to the broader problems troubling the system, including economic 
inefficiency and instability due to tax competition. In fact, both of these problems might have 
worsened.187 However, the OECD Policy Note - published on 23 January 2019 -emphasizes that taolired 
and effective solutions can be found by 2020.   
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 RECENTLY INTRODUCED UNILATERAL TAX MEASURES  

  

KEY FINDINGS 

• Despite the pitfalls of unilateral actions, political and revenue needs are too high and pressing 
for some countries in the absence of international consensus, various countries introduced 
specific measures in the form of new nexus, withholding taxes, turnover taxes or specific 
measures targeting large MNEs.   

• The revenue-based equalisation levy represents the objective of tax neutrality between 
different businesses using distinct business models or residing within or outside the taxing 
jurisdiction. Such new taxes give rise to legal uncertainty and lead to arbitrary distinctions, as 
they combine elements of taxes on profits with elements of consumption taxes and defy clear 
classification for tax treaty purposes. The uncertainty extends to treaty overrides and tax 
treaty arbitration. While regarded as potentially harmful to the growth of SMEs and the 
development of new technologies, such ‘quick fix’ solutions may ‘trigger counter-reaction by 
non-EU countries.’ 

• A new nexus alters the traditional PE threshold by establishing a taxable presence for 
businesses with a significant economic presence determined by preferably quantitative 
measures even in the absence of physical presence, reflecting the benefits principle. Yet, 
under the current rules relying on physical PE, only minimal profits could be attributed to 
such a nexus. Moreover, such sales taxes could be problematic due to multiple taxation, 
inequalities, market distortions, legal uncertainty, and red tape, both for tax authorities and 
taxpayers alike. 

• A withholding tax at source on payments regarding digital products and services is typically 
applied in the territory where digital services are provided. While some find it more 
acceptable for the reason that it is in line with current tax treaties, the downside of this 
measure could be double taxation ‘in the state of residence of the online selling company, 
‘desincentivisation’ of electronic commerce in Business to Consumer (B2C) type activities and 
potential uncertainty caused by continuing contracts to determine the taxpayer.   

• Anti-avoidance measures targeting the MNEs, such as the UK’s DPT and the French GAFA Tax, 
also raise tax treaty compatibility, compliance, legal uncertainty, and double taxation issues.   

• The proliferation of unilateral taxes gives rise to uncertainty regarding the scope of 
application of the tax treaties as they mark a departure from standard categories by showing 
a certain hybridization, in particular by combining elements of taxes on profits with elements 
of consumption taxes.   

• According to the OECD, the potential target of unilateral measures shall be business models 
constituting the highest risk, combining high levels of scale without mass characterised by 
performance of a profit-generating income activity abroad for a relatively long period of time 
with reliance on user participation and network effects (i.e Internet advertising and 
intermediation services). 

• Such measures shall be simple, temporary and targeted, minimising over-taxation, the 
impact on start-ups as well as cost and complexity. They shall also be in accordance with the 
international obligations and treaties.   
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Despite the pitfalls of unilateral actions188, political and revenue needs are too high and pressing for 
some countries in the absence of international consensus, which went ahead acting unilaterally to 
address problems arising from the digital sector.189 The majority of unilateral measures are based on 
new nexus, equalisation levy and withholding tax, which were already mentioned under BEPS Action 
1 as possible policy options without any of them being recommended.   

The OECD categorises these uncoordinated unilateral measures190, which were enacted worldwide as 
follows191:  

• Alternative applications of the PE threshold (Adjustment of PE definition or establishing tax rights 
according to digital presence, e.g. India, Israel); 

• Withholding taxes (Broadening the categories of exception to the PE rule under which the taxing 
right is allocated to the source rule to include digital products and services); 

• Turnover taxes, such as equalisation levies (Non-income tax measures to subject foreign-based 
suppliers of digital goods and services, e.g. India, Italy, France); and 

• Specific regimes targeting large MNEs (e.g. UK, Australia, US). 

3.1. Various Unilateral Measures Introduced across the EU  
As many as 11 EU countries already introduced direct tax measures targeting digital activity, including 
the UK’s Diverted Profits Tax, Italy’s web tax and France’s YouTube tax. 

3.1.1. Italy’s Web Tax 
The Finance Law 2018 in Italy introduced a web tax, which will be applicable from January 2019 
onwards. The 3% tax is applicable to Internet services distinguished by minimum human intervention 
and use of technology, provided both by Italian resident and non-resident entities to local business 
recipients. The new tax will be settled by the buyers of the service. The minimum threshold is 3000 
transactions per year. The special turnover tax does not take into account expenses and is not 
creditable against Italian income tax.192 The tax is intended to apply to intangible goods, such as online 
advertising and sponsored links, but not to online retail.193 

The Italian Income Tax Code has also introduced a Significant Economic Presence (SEP) test and 
amended the definition of PE. The SEP test shall apply where factors, such as revenues and numbers of 
customers, are located but physical presence is not necessarily needed to indicate a significant 
presence.194  

Italy has also passed a new transfer pricing rule that stipulates the use of valuation techniques other 
than cost-based indicators for determining the arm’s length prices of digital transactions.195 
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3.1.2. Austria’s Online Advertisement Tax 
Austria extended the scope of its national tax to include online advertising. With the new measures, 
which came into force in 2018, the government intends to reduce the advertisement tax while 
broadening the tax base to include online advertising.196 

3.1.3. Slovakia’s Intermediation Tax 
Slovakia introduced a tax on income derived from intermediation through websites and platforms. This 
targeted measure aims at expanding the fixed place of business condition for certain digital platforms.   

3.1.4. France’s YouTube and GAFA Tax  
In France, a 2% tax levied on the advertising revenue by resident or non-resident platforms 
broadcasting free or paid videos online, such as YouTube or Netflix, came into effect in the beginning 
of 2018.197 The tax complements tax mechanisms for online television platforms or video-on-demand 
services. Although the tax was found compatible with the EU laws, concerns arise as to its narrow scope 
and difficulties regarding collection from the platforms located abroad.198 France also introduced its 
so- called "GAFA tax"—named after Google, Apple, Facebook and Amazon—to ensure the global 
internet giants pay a fair share of taxes on their huge business operations in Europe (applies as from 1 
January 2019). 

3.1.5. Belgium’s Fairness Tax 
The fairness tax is a 5,51% levy on profit distributions by Belgian companies or foreign companies with 
a PE in Belgium. The tax only applies to profits which have not already been subject to corporate tax 
due to the Belgian national interest deduction or due to a loss-carry forward. The tax is assessed 
separately from ordinary corporate tax. It is different than an income tax, as business expenses are not 
deductible. The subject of taxation is the payer of the distributions rather than the recipient.199 

3.1.6. Hungary’s Advertisement Tax 
Hungary’s Advertisement Tax Act, introduced in 2014, targeted advertisement turnover of companies, 
which were subject to progressive tax rates ranging from 0% to 50%. A first amendment was made to 
the law following the launch of the European Commission investigation in July 2015 to limit targeting 
sales revenues over a smaller range of 0% and 5.3%. The upper threshold was applied to companies 
exceeding 100 million Hungarian Forints (HUF) in revenues. On 4 November 2016, the European 
Commission found that Hungary was in breach of EU state aid rules because its progressive tax rates 
granted a selective advantage to certain companies.200 

Hungary amended its advertisement tax again in 2017 to comply with the EU rules, raising the upper 
threshold of the progressive tax rate to 7,5% for taxpayers with sales revenues from advertising over 
HUF 100 million.201 The de minimis threshold at which the tax kicks in was retained despite the 
European Commission’s warning that a low turnover could give unfair advantages over competitors. 
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The tax does not target the digital sector but is considered to be influential in the operation of the 
digital market.202 

3.1.7. UK’s Diverted Profits Tax  
The UK’s diverted profits tax was conceived as a response to BEPS activities facilitated by digital 
businesses, circumventing PE status despite having significant economic presence through intragroup 
mismatch arrangements to shift profits.203 The measure is tied to the presence of PE standard, in the 
absence of which it could not apply.204 

The Diverted Profit Tax aims at establishing a nexus between the entity producing the income and the 
place where the income originates. The tax is an upfront tax at 25 % (as opposed to the UK Corporate 
Income Tax of 19 %) of punitive character. The conditions are purposeful avoidance of PE and structures 
lacking economic substance and mismatch arrangements to shift profits.205 In case there is a tax 
mismatch in that the tax paid by a company abroad is less than 80 % of the tax avoided, tax reduction 
is perceived as one of the main purposes of the arrangement. If these conditions are satisfied, a 25 % 
applies to diverted profits.206 

In April 2018, the UK proposed a targeted royalty withholding tax applicable to IP royalties paid by 
a non-UK resident entity to a related party in a low-tax jurisdiction. A withholding tax is a step towards 
taxing the digital economy by reference to nexus of consumer and user base rather than physical 
presence. The proposed tax requires no UK presence for the taxpayer beyond a UK customer base.207 
The withholding tax would be waived if the non-resident has a PE or is subject to diverted profits tax. 
The UK-resident related parties to the non-resident supplier would be made jointly liable for the tax.208 

3.2. Other Unilateral Measures Introduced Globally 

3.2.1. Australia’s Multinational Anti-Avoidance Law (MAAL) 
Australia introduced a similar tax to the UK’s DPT: The Multinational Anti-Avoidance Law. The tax, which 
is also dependent on PE condition, puts the burden of proof on the non-resident. 

A draft guidance issued on May 2nd further clarified this tax, which will be subject to a low-threshold 
connection test between the company and its supply of a product or service. The connection test will 
be satisfied irrespective of whether the supply of a product or service has occurred. Examples to the 
included activities are: Attracting new customers (through local advertising campaigns), procuring 
demand for sales, supporting the execution of supply through supplier arrangements (telephone-
based assistance to customers by local support staff), and relating to the ability to supply the goods or 
service.   
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3.2.2. New Zealand’s Digital Services Tax 
New Zealand extended its GST to digital remote services provided offshore. Although New Zealand 
remained reluctant about introducing a DPT-type tax, it remains open to potential anti-avoidance 
measures.209 

3.2.3. Israel’s New Nexus and Significant Economic Presence Test 
In April 2016, Israel published guidelines on changes to income tax and VAT which expand the concept 
of the PE to include non-resident online businesses, which sell or provide services through Internet to 
Israeli residents. The proposals focus on instances in which income of foreign company could be 
attributed to a PE in Israel in the context of digital economy. A virtual PE would be established for 
companies with a significant presence, even if these activities are of preparatory and auxiliary nature. 
To countries with which no treaty has been concluded210, a significant digital presence test will be 
applied taking into account the number of contracts concluded with local customers, adjustments to 
the online services for Israeli users (i.e. the use of Hebrew language and local currency), high web traffic 
by local users, a close correlation between the consideration paid to the foreign company and the level 
of Internet usage.211 

3.2.4. India’s New Nexus and Equalisation Levy  
India introduced an equalisation levy of 6% in 2016. With the new levy, any Business to Business (B2B) 
payment made to a non-resident in respect of online advertising is withheld by the resident taxpayer. 
The gross value tax is aimed at digital business models, such as Google and Facebook. The equalisation 
levy does not apply when a non-resident service provider maintains a PE, in which case the income tax 
rate of 40% applies and expenses may be deducted from the tax base.   

India may extend its Google tax to include streaming and marketing services like those offered by 
Facebook, Amazon.com and Netflix.Inc.212 

In addition, India amended the concept of ‘business connection’ to include a significant economic 
presence in its Finance Act of 2018. Such a move could impose a 40% tax on any foreign company 
rendering digital goods and services to India.213 

The Indian SEP test is divided into two limbs: The first limb is triggered if aggregate of payments arising 
from transactions are carried out by a non-resident in India, including the download of data or software 
exceeding a certain threshold in India.  

The second limb is kicked off if such business activities are conducted in a systematic and continuous 
way in interaction with a certain number of users. The SEP applies even when there is no local 
agreement signed, independently of the existence of a fixed placed of business of the non-resident 
who may or may not provide services to local customers.214 
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3.2.5. Saudi Arabia and Kuwait’s Virtual PE  
Saudi Arabia and Kuwait introduced the virtual service PE, which can be triggered even in the absence 
of physical presence, when a non-resident provides services to local customers. Any services performed 
for more than 6 months under cross-border agreements between non-resident and local consumers 
create a virtual PE.215 In this context, the OECD notes a minority view that physical presence is not 
required under the Article 12 of the UN Model Convention on fees for technical services adopted in 
2017, but concludes this is at risk of taxpayer challenge and its efficiency is not known.216 Like Saudi 
Arabia, other countries started re-interpreting the concept of the PE and creating a digital PE.217 Recent 
discussions and actions start regarding websites as potential PEs and even consider them as a ‘virtual 
PE’.218 

3.2.6. Taiwan’s New Nexus 
On 2 January 2018, Taiwan also introduced guidelines on changes to income tax rules for foreign 
companies without a fixed place of business that provide e-commerce services to local consumers in. 
Such income generated from services with an economic nexus in Taiwan would be deemed to be 
taxable.219 

3.2.7. Turkey’s Withholding Tax on E-payments 
In 2016, Turkey introduced monthly mandatory reporting obligations regarding transactions, including 
digital sales of service providers and advertisers acting as intermediaries in the country. In parallel, a 
withholding tax became applicable to e-business payments and similar online activities. The concept 
of an electronic PE was also put forward, which could make intermediaries as well as purchasers liable 
for the payment of withholding taxes.220 

3.3. Evaluation of Specific Unilateral Measures 

3.3.1. Equalisation Levy 
An equalisation levy (e.g. Italy, India) constitutes a turnover tax on e-services if it is imposed on the 
supply itself and where it focuses exclusively on the expenditure side of the payment (nature and value 
of supply), if not charged at a fixed rate and if not creditable or eligible for any other type of relief 
against income tax imposed on the same payment. The equalisation levy is meant to achieve tax 
neutrality between different businesses using distinct business models or residing within or outside 
the taxing jurisdiction221 in addition to providing greater clarity in respect of characterisation of 
payments for digital services. However, the structural weakness of the equalisation levy appears to be 
‘manifold and insurmountable’.222  

The equalisation levy is revenue based and levied upon the gross value of payments exiting the 
source state. It could mean imposing a tax on loss-making businesses, which would be potentially in 
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violation of the ability to pay principle. Therefore, it could hamper the growth of SMEs and its global 
implementation could impede technological advancements.    

The Indian equalisation levy, which was inspired by the OECD’s 2015 Final Report, drew much 
criticism. The Indian levy is imposed just on transactions effectuated through a digital platform and it 
is applicable only when a non-resident enterprise has a significant economic presence, covering only 
cross-border B2B transactions.   

However, it differs from the OECD proposal for the reason that it is collected by the service recipient 
and not by the foreign enterprise or local intermediary. In this sense, it is similar to an income tax.223 
Although India defends the opposite view, chances are high for the tax to be covered by India’s tax 
treaties.224 Such new taxes give rise to legal uncertainty and lead to arbitrary distinctions, as they 
combine elements of taxes on profits with elements of consumption taxes and defy clear classification 
for tax treaty purposes. The uncertainty extends to treaty overrides and tax treaty arbitration.225 

The nature of the Indian levy is also questioned. While it shares common features with both income 
tax and turnover tax, some believe that it is neither an income tax nor a turnover tax and thus, should 
come on top of existing direct and indirect taxes. There are also uncertainties about the scope of the 
levy as to whether or not it covers all transactions concluded remotely or just those effectuated through 
a digital platform.226  

The equalisation levy introduced in India was seen by some as an attempt to engage in ‘treaty 
dodging’ by delinking the taxation of digital transactions from tax treaties with the introduction of a 
new levy not covered therein. As the levy would be carved out of income taxation, it cannot be credited 
against tax paid by the foreign company in its residence country.227 Yet, the manner in which taxes are 
levied is of no relevance for their inclusion in the scope of application of tax treaties.   

The levy is supposed to ensure equal treatment of foreign and domestic supplies but some question 
whether it fulfils this very purpose if it is imposed on both domestic and foreign entities.228 In order to 
be compatible with the General Agreement on Trade in Services (GATS), an equalisation levy could 
apply only to services in B2B situations. GATS includes an exception for difference in treatment aimed 
at ensuring the equitable or effective imposition or collection of direct taxes, which a priori covers the 
equalisation levy.   

According to Kemmeren, such short-term measures, akin to turnover and use taxes, are already 
included in the VAT and, sales and use taxes.229 Hence, one should consider carefully the introduction 
of turnover taxes in addition to VAT because of their similarities.230 This view is supported by arguments 
that it is better to enforce existing tax claims, such as under VAT, than to create problematic new 
taxes.231 

Conversely, others emphasize that the potential for convergence between equalisation levies and VAT 
should be seized as an opportunity to find solutions within an indirect tax framework.232 
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3.3.2. Nexus-based Approaches  
A company in the cyberspace alone is not sufficiently solid to be liable to taxation if it is not 
accompanied by significant digital and economic presence.233 A new nexus alters the traditional PE 
threshold by establishing a taxable presence allowing source taxation of business profits even in the 
absence of a fixed place of business, which would be conditional to a certain degree on significant 
economic presence via technology and other automated tools. 

Such a new nexus reflects the benefits principle234 and assigns taxing rights to the jurisdiction where 
sales take place.235 One of its objectives is to reduce the existing bias differentiating tax treatment of 
digital and physical transactions by introducing consistency between the two.236 However, questions 
may arise on how to differentiate between business models based on both traditional and digital 
elements while respecting the principle of tax neutrality and avoiding the trigger of multiple PEs. Such 
sales taxes could be problematic due to ‘multiple taxation, inequalities, market distortions, legal 
uncertainty, and red tape, both for tax authorities and taxpayers alike’.237 

A significant economic presence could be determined by quantitative thresholds, as qualitative 
thresholds are likely to cause disputes, tax unpredictability and double taxation. Setting minimum 
thresholds could be an optimum way to provide for a level playing field for Small-and Medium 
Enterprises (SMEs).238 

In addition, finding the appropriate profit attribution rules could be challenging in case of a new 
nexus. If the current Authorised OECD Approach would be applied, a significant people functions 
should be performed at the PE level. If these functions are not performed in the market jurisdictions, 
the income attributable to the PE would be negligible. Hence, other profit attribution rules, such as 
formulary apportionment and split profits method, shall be considered.239 

In this context, the introduced nexus-based measures were subject to much criticism. With its new 
significant economic test, Israel has followed a ‘standard-based rather than a rule-based approach’ but 
the lack of hard thresholds could give rise to ‘nudges susceptible to distort taxpayer behaviour’. 
Moreover, some argue that, a very low threshold would have been a better policy option to give a level 
playing field for SMEs.240 

As for India’s SEP test, concerns have been expressed regarding: 

• The retrospective nature of the amendment; 

• The wide amplitude of the ‘provision of download of data or software’ which could lead to different 
interpretations and litigations; 

• The trigger of the first limb based on ‘aggregate of payments’, which is akin to a global formulary 
approach; 

• Difficulty to identify deemed profits ‘accruing or arising in India’ for profit attribution; and 
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• The lack of definition regarding the ‘systematic and continuous soliciting of business’ condition in 
the second limb.241 

Such ‘vaguely worded and ‘not well articulated’ tax policy could lead to potential litigations. As with 
Israel’s case, detailed guidance would be needed regarding the Indian SEP test. Moreover, double 
taxation could arise where both countries have a SEP test even where there is no Double Taxation 
Avoidance Agreement (DTAA) with a country.242 

3.3.3. Withholding Tax 
A withholding tax at source on payments regarding digital products and services is typically applied in 
the territory, where digital services are provided, showing some similarities with the equalisation 
levy. 

The OECD 2015 Final Report favours the use of withholding tax as a backup mechanism. Regarding 
the scope, transactions for goods or services ordered online or operations concluded remotely with 
non-residents are cited. It explores the possibility to require intermediaries processing payments to 
withhold on the payment in B2C contexts but it constrains WHT to B2B transactions. This measure limits 
deductions made by subsidiaries or existing PEs in the source jurisdiction for technical services 
provided by the parent company, making such fees subject to a withholding tax. Thus, it tackles BEPS 
by restricting the shift of profit from the source state through income deductions.   

According to Article 7 of the OECD Model Tax Convention, a state cannot levy a withholding tax on 
an item of business profits.243 In spite of this, the new Service PE under the UN Model expanded 
withholding tax on services, giving the source state a right to tax outgoing payments for certain 
technical (managerial, technical or consulting) services, even in the absence of a PE.    

Developing countries claim that they are the main source of tax revenue loss in the digital economy 
as providers of consumer and user base but with no possibility to host digital businesses.244 They argue 
that the paying capacity of the consumer is made possible due to the state’s contribution via public 
goods, law, order, market facilitation, infrastructure and redistribution.245 However, opinions vary as to 
whether or not companies benefit from the infrastructure in market jurisdictions as much as consumers 
do.246 Although the new provision in the UN Model might create a balancing effect for the developing 
countries and may lead to an increase in bilateral treaties attributing taxing rights to the source state 
for technical services247, some believe that it may culminate in a more complex international tax system, 
increasing compliance costs due to the difficulty of interpretation of the new rule for the taxpayers 
operating in multiple jurisdictions.248  

On the other hand, it is proclaimed that tax treaties create power asymmetries via unequally 
distributed taxing rights by adjusting the PE definition and fixing a maximum rate for withholding 
taxes, which disfavours developing countries through special treatment of foreign residents. According 
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to Hearson, developing countries make revenue sacrifice in tax treaties in accordance to their size, their 
revenue base and their reliance on corporate tax.249  

Withholding taxes represent a partial shift of taxing rights. Therefore, they are believed to be more 
acceptable. However, like virtual PE, the introduction of a withholding tax could necessitate changes 
to tax treaties. 250 Moreover, the WHT could lead to double taxation ‘in the state of residence of the 
online selling company’, ‘desincentivisation’ of e-commerce in B2C type activities and potential 
uncertainty caused by continuing contracts to determine the taxpayer. Setting different withholding 
tax rates could also give rise to an unhealthy tax competition.251 

In addition, the withholding tax on gross revenues might not be a ‘good proxy for net income’ and 
should be fixed at a relatively low amount due to the World Trade Organisation (WTO) and EU law 
concerns.252 In accordance with the WTO, foreign suppliers of goods and services shall not be taxed 
more favourably than domestic suppliers. However, exceptions are provided in case of direct taxation 
of services and withholding taxes on non-residents.253 When it comes to the EU law, the Court of Justice 
of the European Union (CJEU) does not allow gross withholding taxes levied from non-residents.254 
Finally, if applied solely on revenue before expense deductions, the WHT could hamper cross-border 
trade while leading to increased compliance costs and impediments to the growth of start-ups.255  

3.3.4. Measures targeting large MNEs  

DPT-type measures have an effect on how businesses organise their structure. In March 2016, only 
months after the introduction of the DPT in the UK, Facebook announced that it would change its policy 
so that revenues generated from its largest advertisers displaying content on Facebook will be routed 
through the UK rather than Ireland. This will not result in the company’s booking of all the revenues it 
generates from local consumers in the UK but will lead to some tax revenue increase. Facebook made 
similar changes in Australia. Snapchat also announced that it will pay taxes in the countries, where it 
sells digital advertising services.256 

Despite these positive effects, many question the compatibility of such measures with tax treaties 
as the state of residence is not obliged to credit the tax against domestic income tax.257 Although it was 
introduced as a new tax, the DPT has been criticised for contradicting the UK tax treaties, deeming 
business profits to be taxed in the resident jurisdiction in the absence of PE. This may give rise to 
controversy between contracting states, creating a risk of double taxation. 

The DPT consists of complicated legal framework, making it a burdensome procedure for the 
taxpayer to predict tax liability. If applied in every jurisdiction, it would lead to uncertainty and impair 
world trade.258 Businesses complain about tax uncertainty because of rather subjective rules put in place 
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to counter BEPS.259 Moreover, as the nature of connection is broadly construed, it may lead to different 
interpretations.260 

While some argue that the tax is incompatible with the existing nexus rules stemming from the fact 
that it is based on the principle of allegiance in spite of a feeble connection,261 others are convinced that 
such anti-avoidance measures fail to address problems caused by distant digital providers, as they are 
deeply rooted in the existing PE rules.262  

3.4. Design and Compliance Issues that arise from Unilateral Measures 
Absence of consensus leads to unilateral measures, making multilateralism lose its appeal. The 
effectiveness of such interim measures is doubtful. Some scholars recognise the legitimacy of short-
term approaches that may put pressure on international organisations to speed up their coordination 
efforts263 while others think that they would fall short of fixing the interests of source needs, calling for 
a serious reform.264 In parallel, many argue that ‘quick fix’ solutions, such as taxation of turnover 
proposed by France, Germany, Italy and Spain, are the wrong way forward as they will ‘trigger counter-
reaction by non-EU countries’.265 

At the OECD level, a group of countries is opposed to interim measures arguing that there is no sound 
conceptual basis for such action on the basis of possible negative consequences, including the risk of 
over-taxation and hindrance to growth. Other countries support the view that the current system 
cannot tax all value generated in a third jurisdiction and such measures would be justified in advance 
of a long-term solution as means to restore fairness, sustainability and public acceptability. The OECD 
does not recommend interim measures on digital taxation but accepts an excise tax on e-services if 
certain conditions regarding the design of the measures are respected.266 

The OECD’s Interim Report sets out the main criticism of interim measures as follows: Impact on 
investment, innovation and growth, impact on welfare, potential economic incidence of taxation on 
consumers and businesses, possibility of over-taxation, possible difficulties in implementing a tax as an 
interim measure and compliance and administration costs. 267 

According to the OECD, the potential target of unilateral measures shall be businesses with high levels 
of scale without mass characterised by performance of a profit-generating income activity abroad for 
a relatively long period of time as well as business models relying on user participation and network 
effects. (i.e. Internet advertising and intermediation services). Moreover, such measures shall be 
simple, temporary and targeted, minimising over-taxation, the impact on start-ups as well as cost and 
complexity, while complying with international obligations.  
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The proliferation of unilateral taxes gives rise to uncertainty regarding the scope of application of 
the tax treaties as they mark a departure from standard categories by showing a certain hybridization, 
in particular by combining elements of taxes on profits with elements of consumption taxes.268  

One major problem is that the concepts of income and capital are not defined in the OECD Model 
Convention. While income taxes are flow figures focusing on the recipient, turnover taxes seek to 
capture the spending power of the payer.269 However, the lines between the two can be blurred in 
practice, making it difficult to distinguish taxation at source from turnover taxation of specific supplies.   

A possible solution to determine whether new taxes are covered by previous tax treaties may be 
obliging the contracting states to enter into a Mutual Agreement Procedure (MAP).270 Yet, MAPs can 
be usurped by MNEs becoming principles with some home state acting as their agent, initiating a MAP 
and later arbitration, as a means of forcing the other state to change its behaviour when it comes to 
taxing them.271 Such measures may increase tax certainty while limiting countries’ source taxation 
rights.272 Tax treaties could also be misused to impose norms by large states onto smaller ones. In order 
to be legitimate, they have to be binding and precise while delegating enforcement to independent 
courts or arbitrators.273 

If tax measures are selective regarding the type of transaction and the location of businesses, tax 
policy might distort corporate behaviour and the location attractiveness of the respective jurisdiction 
might suffer. A prominent example is Hungary, which has already experienced a loss in location 
attractiveness for digital businesses on top of numerous EU investigations.274   
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 RECENT TAX DEVELOPMENTS IN THE EU 

KEY FINDINGS 

• Some examples to MNEs’ tax avoidance practices investigated by the EU include Apple Inc.’s 
income shifting from US to Ireland, McDonald’s’ use of CFCs, Starbucks’ manupulation of 
inter-company transfer pricing, Fiat’s extension of inter-company loans to its subsidiaries, 
Amazon’s profit shifting among subsidiaries, Google’s claim that its high-tech products are 
developed in the US and should be treated as US-sourced income, and Ikea’s high royalty 
charges to its subsidiaries.   

• The EU’s response to BEPS came as the Anti-Tax Avoidance package, especially the ATAD, 
whose scope was extended in 2017. Given the inadequacy of international rules and the need 
for fair taxation, the Commission introduced a 3% interim tax on digital services as well as a 
long-term solution setting a Significant Economic Presence based on digital factors, including 
sales, users and contracts. 

• The Commission’s short-term proposal could mean the collection of EUR 5 billion annual 
revenue for the Member States. It is estimated to cover 120 to 150 companies, 50% of which 
are residing in the US, under the advertising and multilateral interface pillars.   

• Business circles, practitioners and academics fiercely criticised the digital tax proposal as 
‘populist and flawed’, highlighting the problems that this would cause for loss-making 
businesses, the possible deterrent effect it would have on start-ups, the risk of double 
taxation, potential retaliation of third countries, as well as technical difficulties, such as 
identification of the user location.   

• Some believe that such unilateral measures are justified as they put pressure on the 
international community to act while others question their viability calling for fundamental 
reform to catch up with the digital revolution.   

• Interim measures are known to be perpetuated and could possibly put international tax co-
operation in peril. Despite the Commission’s reassurances that an international solution is 
preferable, the target date to introduce the Digital Services Tax set for the end of 2018 in view 
of European elections seems too ambitious, as some Member States may choose to wait for 
the OECD outcome.   

• The proposed long-term solution is the Commission’s preferred option but it would 
necessitate the replacement of some 2000 tax treaties, which is highly dubious given the 
reluctance of US and other countries.   

• EU Member States are divided over digital taxation, as their tax policies differ due to diverse 
national interests and varying levels of technological advancements. The lack of unanimity 
leads the Commission to seek for alternative ways, such as informal pressure, Quality Majority 
Voting (QMV) and enhanced cooperation.   

• The inclusion of a virtual PE to the CCCTB could provide an appropriate solution to stop a race 
to the bottom yet its adoption is far from guaranteed due to implementation difficulties and 
Member State opposition, fearing an EU-wide tax harmonisation.  

• The European Parliament is putting pressure on the Council to reach agreement before the 
end of its mandate in April 2019. In December 2018, two proposals were supported by the EP 
that will see the threshold of minimum taxable revenues within the EU lowered to €40 million 
from the commission original proposal of €50 million, a 5% tax rate imposed rather than the 
Commission’s 3%, and the inclusion of online streaming services under the scope of the plans. 
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4.1. State of Play of EU Tax Cases against MNEs 
Since 2013, the state aid instrument was used against MNEs, exploiting differences in national tax 
systems and manipulating their tax strategies to circumvent the law. A Task Force on Tax Planning 
Practices was established in 2013 to investigate tax authorities signing Advance Pricing Agreements 
(APAs) in order to give MNEs selective advantages and a beneficial treatment.275  

Many US corporations moved their tax headquarters to the EU in the past 10 years. These include 
digital companies (tech companies, online sellers etc.) as well as more traditional ones, such as fast-
food chains, retailers and automobile industry. These corporation’s tax strategies were regarded by the 
European Commission as tax subsidies, which is illegal according to the EU acquis. The tax disputes 
focus on source of income, royalties, transfer pricing and inter-company loans.   

Some examples include Apple Inc.’s income shifting from US to Ireland, McDonald’s’ use of CFCs, 
Starbucks’ manipulation of inter-company transfer pricing, Fiat’s extension of inter-company loans to 
its subsidiaries, Amazon’s profit shifting among subsidiaries, Google’s claim that its high-tech products 
are developed in the US and should be treated as US-sourced income, and Ikea’s high royalty charges 
to its subsidiaries.276 

These cases have commonalities as many US multinationals struck agreements with EU 
governments, such as Ireland, Luxembourg and the Netherlands, to be recognised as a foreign 
corporation and used the discrepancy between the worldwide income tax system in the US and the 
territorial income tax system used in countries, such as Ireland, to avoid paying taxes both in the US 
and in the EU. In response to this, the EU asked some of these companies to repay the respective EU 
Member States the illegal tax subsidies that they received in the past few years. Most of the cases are 
pending. 

Notwithstanding these investigations and the OECD’s BEPS measures, MNEs seem to continue to 
embark on aggressive tax planning schemes. This is exemplified by recent disclosures about tax 
avoidance activities of Netflix and eBay.277  

4.2. The EU’s anti-BEPS Efforts  

4.2.1. Recent EU Actions to Counter BEPS  
Following the release of the final BEPS recommendations covering 15 Action Points in 2015, the EU 
responded by an Anti-Tax Avoidance package published on 28 January 2016, and in particular the Anti-
Avoidance Tax Base or Anti-BEPS Directive, having the objective to design rules against tax avoidance 
practices which have a direct effect on the single market. With the adoption of ATAD on 12 July 2016, 
the EU introduced a restriction on interest deductibility in the form of an earnings-stripping provision 
(Action 4), established CFC rules (Action 3) and neutralised hybrid mismatches including certain 
qualification differences (Action 2). The Directive goes beyond BEPS actions by providing two 
additional provisions: Exit tax and general anti-abuse provision.278 On 21 February 2017, the ATAD’s 
scope was broadened with regard to the neutralisation of qualification differences so as to include third 
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countries, while also extending its material scope of application by neutralising other qualification 
differences (ATAD 2). 

Regarding cross-border tax disputes, a Dispute Resolution Directive was adopted in October 2017, 
bringing automatic and binding resolution to disputes.279  

Moreover, the Code of Conduct Group reached agreements on patent box regimes.280 The Member 
States also agreed to spontaneously exchange information on tax rulings under the Directive on 
Automatic Exchange of Information (Action 5). With the amended Mutual Assistance Directive, the 
exchange on APAs is ensured while other information, such as financial income and account balances 
is set to be exchanged at the EU level.  

Simultaneously, the EU signed the Foreign Account Tax Compliance Act (FATCA) and Common 
Reporting Standard (CRS) disclosure agreements. Moreover, the EU took measures to enhance greater 
transparency by introducing Country-by-Country Reporting for extractive and logging companies 
and revising the Capital Requirements Directive 4 for banks and investment funds. In addition, the 
European Parliament voted in favour of more tax transparency requiring public CbCR for all 
multinational groups with a total consolidated revenue of EUR 750 million281. However, political 
consensus on public CbCR was not yet reached in the Council.282 If adopted, a maximalist CbCR 
demanding MNEs to publicly disclose labour costs, invested capital, payroll, employment, tax 
payments, sales and purchases, divided between intra-group transactions and external transactions in 
each jurisdiction, could confront the separate entity principle by exposing transfer pricing 
arguments.283  

On 25 May 2018, the Council of the European Union introduced new rules with respect to mandatory 
automatic exchange of information in the field of taxation in relation to reportable cross-border 
arrangements, which would oblige intermediaries to disclose certain potentially harmful tax structures 
to local tax authorities in line with BEPS Action 12 from 2019 onwards.284 The EU’s new rules on 
intermediaries is meant to cover gaps in the CRS of the Global Forum, as it broadly applies within the 
Union under the Administrative Cooperation Directive. Due to increased transparency, the initiative 
creates disincentives for intermediaries (eg. consultants, lawyers, financial advisors, accountants285) to 
design and market new schemes while posing reputational risks in case of non-compliance with a 
reporting obligation.286   

On 5 December 2017, the Economic and Financial Affairs Council (ECOFIN) approved the EU list of non-
cooperative jurisdictions in taxation matters that includes 17 jurisdictions. In addition, it published a 
grey list consisting of 47 jurisdictions.   

Separately, the EU has amended its Anti-Money Laundering (AML) legislation for cryptoasset 
beneficial ownership disclosure rules on 19 April 2018, which will be effective by January 2020.   

                                                             
279  Ismer and Jescheck (2017).  
280  De Graaf and Visser (2018), p.41. 
281  EY (2017) European Parliament votes in favour of public Country-by-Country reporting in first reading 

(https://www.ey.com/gl/en/services/tax/international-tax/alert--european-parliament-votes-in-favor-of-public-country-by-country-
reporting-in-first-reading). 

282  Accountancy Europe (2018) Tax Policy Update, 11-22 June (https://www.accountancyeurope.eu/wp-content/uploads/180622_Tax-
Policy-Update_Accountancy-Europe.pdf). 

283  Seabrook and Wigan (2016). 
284  EY (2018) EU Mandatory Disclosure Regime (https://www.ey.com/gl/en/issues/webcast_2018-04-25-1400_eu-mandatory-disclosure-

regime). 
285  Cachia (2018).  
286  Cachia (2018). 

https://www.ey.com/gl/en/services/tax/international-tax/alert--european-parliament-votes-in-favor-of-public-country-by-country-reporting-in-first-reading
https://www.ey.com/gl/en/services/tax/international-tax/alert--european-parliament-votes-in-favor-of-public-country-by-country-reporting-in-first-reading
https://www.accountancyeurope.eu/wp-content/uploads/180622_Tax-Policy-Update_Accountancy-Europe.pdf
https://www.accountancyeurope.eu/wp-content/uploads/180622_Tax-Policy-Update_Accountancy-Europe.pdf
https://www.ey.com/gl/en/issues/webcast_2018-04-25-1400_eu-mandatory-disclosure-regime
https://www.ey.com/gl/en/issues/webcast_2018-04-25-1400_eu-mandatory-disclosure-regime


Impact of Digitalisation on International Tax Matters 
 

PE 626.078 53 

With the enactment of the EU’s General Data Protection Regulation (GDPR) on 25 May 2018, a 
framework for the collection, use and storage of personal data that directly impacts on the capacity to 
use big data, (i.e. development of AI tools) was established. Some of its effects could already be seen 
with the use of the GDPR Shield to block European users from accessing their website and services in 
order to avoid compliance burden.287 

Furthermore, the e-privacy regulation and the regulation on free flow of non-personal data, 
expected to be adopted in 2018 will further improve data regulation in the EU. The former will 
strengthen security and confidentiality of communication by requiring consent for any marketing and 
bring new rules on cookies. The latter will regulate storage and processing of data and prohibit any 
data localisation requirement unless it concerns public security.288  

4.2.2. Reflections on Recent EU Actions 

The hard law approach of the EU is generally seen more effective than the OECD’s soft law approach. 
At the same time, some credit shall be given to the OECD’s peer pressure method, which could 
accelerate implementation through informal pressure.289 Although the EU’s ambition to counter BEPS 
is unquestionable and can be testified by measures, such as ATAD going beyond BEPS 
recommendations, the Directives which are the only means for EU action in the area of taxation, give 
Member States a lot of flexibility in terms of implementation. While the effects of BEPS will depend very 
much on the individual implementation of EU Member States, it is already possible to identify some 
shortcomings. 

Kuzniacki demonstrates that following the incorrect implementation of Articles 7-8 of the ATAD, 
Polish CFC rules are not in line with the free movement of capital, especially when it comes to the Polish 
black lists regarding third countries. According to the new Polish legislation, the whole income of a CFC 
in a third country may be taxed in Poland.290 

The ATAD closes many of the existing loopholes, where hybrid mismatches are used by allowing for 
implementation of primary and defensive rules but it is said to merely address the symptoms of 
mismatches and not the mismatches themselves. ATAD 2 only extends the scope of the measures while 
ensuring their application on third country situations. By doing so, it also focuses on neutralising the 
negative effects of hybrid mismatches instead of providing for solutions to their rootcauses. To 
completely eliminate hybrid mismatches, a uniform classification method is needed between Member 
States by mutually recognising the tax classification in the host country.291 Generally, following a more 
unified approach could promote a level playing field and legal certainty.   

On the other hand, BEPS Action 6 in general and the peculiar design of the PPT have raised 
suspicion in relation to its potential contravention of EU law. The reference under the PPT to obtaining 
of a treaty benefit as one of the principle purposes that might lead to the application of the GAAR has 
come under criticism. The fact that the majority of Member States have domestic GAARs in place may 
provoke a disparity. The broader scope of the PPT and its detrimental consequences for the taxpayers 
as compared to domestic GAARs may imply a different treatment of cross-border and domestic 
transactions. These different treatments could be considered disproportionate.   
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Separately, Paradise Papers made it clear that certain taxpayers still use shell companies registered in 
tax havens and appoint nominee directors to conceal their wealth and income by hiding the identity 
of the real owners or the beneficial owners of the companies. According to the new rules on 
intermediaries, if the intermediary is not located in the EU or is bound by professional privilege or 
secrecy rules, the obligation to report the tax arrangement passes to the EU-based taxpayer. Although 
these rules do not set a minimum threshold for disclosure, the hallmarks for reporting usually point to 
high-risk situations that involve elaborate arrangements. Small companies and individuals would not 
normally have the sources to seek tax advice. Therefore, it can be assumed that the reporting obligation 
would mostly affect big corporate taxpayers. In any event, its effects are questionable as the UK, which 
has already such legislation for intermediaries in place, has the highest number of intermediaries in the 
EU.292 

The EU’s tax haven lists are also on the radar. In November 2017, Oxfam suggested that the EU tax 
haven blacklists should include at least 35 countries, covering four EU Member States: Ireland, 
Luxembourg, the Netherlands and Malta. The Oxfam list also mentions some UK crown dependencies, 
EU overseas territories and EU candidate states together with Switzerland, Singapore, Hong Kong and 
US Virgin Islands.293 The fact that some of the largest offshore provider states are European poses 
obstacles for policy action.294  

The EU’s new tax arbitration process is considered to increase states’ accountability to an 
international community of tax experts at the expense of tax sovereignty. Additionally, it is not clear 
whether the Dispute Resolution Directive applies to cases of treaty overrides.295 

Finally, calls for more transparency are made with regards to the European Code of Conduct Group, 
a political working group comprised of officials of the Ministries of Finance of the Member States, which 
monitors compliance with the European Code of Conduct that prohibits harmful tax competition and 
encourages a coordinated approach to combat tax avoidance.   

It has become an important player in fighting tax avoidance by MNEs, as it was involved in the creation 
of common tax ruling policy, international hybrid mismatches, and disclosure of aggressive tax 
planning schemes. Its informal assurance of political agreement (soft law) may be a positive 
development but national parliaments and the European Parliament are kept in the dark about the 
pseudo-legislative practices of the group, which lacks democratic checks and balances. Transparency 
could be ensured through disclosure of background documents, room documents, meeting minutes 
etc., appointment of a political chairperson and equal representation by Member States.296 

4.3. The EU’s Plans regarding Digital Taxation 

4.3.1. Background  

The 2014 Report by the European Commission expert group on taxation of the digital economy 
advised against a special tax to avoid ring-fencing the digital economy. However, these conclusions 
seem to be no longer supported by the Commission following the adoption of ATAD1 and ATAD 2, 
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which will come into effect by 2019 and 2020 respectively, as well as the progress made regarding the 
implementation of BEPS with the MLI.297  

In September 2017, Finance Ministers of several EU Member States called on tech companies to ‘pay 
their fair share of tax’ in order to ensure economic efficiency, tax fairness and sovereignty and asked 
the Commission to come up with proposals akin to the equalisation tax.   

In its Communication of 21 September 2017, the European Commission acknowledged that the 
existing tax system is no longer appropriate for the digital age and falls short of ensuring fair taxation. 
Although the lack of evidence to make a case for fair taxation is criticised by some298, the Commission 
is of the view that the inadequacy of the international rules leading to increasing tax avoidance and tax 
revenue drain are destabilising the level playing field for businesses.     

In September 2017, the Estonian Presidency initiated discussions to find a working definition, 
recognising the need to change the OECD Transfer Pricing Guidelines regarding PE, as changes on 
Action 7 and Action 8-10 were considered to ‘not adequately address taxation of digital platforms’.299 
In December 2017, the European Council formally urged the OECD to find appropriate solutions and 
invited the Commission to prepare proposals for action at the EU level by early 2018.300 

4.3.2. European Commission’s Directives of 21 March 2018 

The European Commission issued a communication on September 21st 2017 entitled ‘A Fair and 
Efficient Tax System in the European Union for the Digital Single Market’. On 21 March 2018, it 
proposed new rules for corporate taxation based on a significant digital presence.   

The Commission proposed a short-term measure - Digital Services Tax, and a long-term measure - 
Digital PE and Profit Allocation, accompanied by a recommendation on double tax conventions, 
suggesting Member States to change the definition of PE to account for a situation where a company 
has a significant digital presence, and to include rules for profit attribution. When Member States have 
double tax treaties with third countries, the proposed new rules will not apply. Thus, tax treaties would 
need to be amended regarding tax residents outside the EU. 

Before embarking on such an ambitious reform, the Commission sent a multiple-choice 
questionnaire to its stakeholders. While two-thirds agreed that international tax rules do not allow 
for fair competition between traditional and digital companies and over four-fifths supported action 
regarding taxation of the digital economy, more than half agreed that a digital tax would lead to an 
increase in tax disputes and only half of the correspondents were in favour of an interim solution. 
Respondents were also divided as to whether SMEs should be exempt from a digital tax and whether 
it would slow down the development of digital technologies in the EU.   

a. Short-term Measure: Digital Services Tax  

The short-term measure involves a 3% interim tax which covers digital activities currently not being 
taxed in the EU. The tax is to be levied on gross revenues of a digital business, characterised by user 
value creation, and allows for no cost deduction from January 2020 onwards. A threshold is set at 
worldwide annual revenues from digital services above EUR 750 million and EU revenues above EUR 
50 million. If the economic presence belongs to a consolidated group, then the thresholds shall be 
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assessed on the group level. According to the Commission, the threshold would help smaller start-ups 
while in-built mechanisms would alleviate the possibility of double taxation. 

The equalisation levy aims at preventing the adoption of unilateral measures in advance of a long-
term solution, targeting the most acute mismatches between profit taxation and value creation, 
namely advertising, mullti-sided digital interface and selling of user data.   

The tax would apply to cross-border transactions and domestically to comply with international law. 
To minimise tax compliance burdens, the proposal envisages a One-Stop Shop system for declaring 
and collecting the web tax at the EU level in a similar way to VAT collection. Double taxation would be 
mitigated by allowing the tax to be deducted from the Corporate Income Tax (CIT) base, irrespective 
of whether or not taxes are paid in the same or different Member State(s).   

The temporary tax could mean the collection of EUR 5 billion annual revenue for the Member States. 
It is estimated that 120 to 150 companies, 50 % of which are residing in the US, are covered within the 
scope of the Commission’s proposal. These figures could be contested due to the lack of reliable data 
regarding the annual turnover of digital companies.301   

Digital services are described as being ‘delivered over the Internet or an electronic network and the 
nature of which renders their supply essentially automated and involving minimal human intervention, 
and possibility to ensure in the absence of information technology’, using the examples of Google and 
Airbnb.302   

Although Commissioner Moscovici denies that the Commission is targeting GAFAs, businesses based 
on the advertising model, including social networks and search engines (Facebook, Google, AdWords, 
Twitter, Instagram, free Spotify) will be within the scope of the new measure. Businesses based on the 
agency model, including online marketplaces (Airbnb and Uber), will also be affected, although 
revenues from the sale of their own goods and services will not be taxable.303 Companies providing 
content and services in return for a fee based on a subscription model and e-retailers will generally not 
be caught.   

The Directive does not regard digital interface consisting in the supply of digital content, such as video, 
audio or text, as intermediation services, providing exemptions for electronically supplied media, 
streaming, online gaming, IT solutions, cloud computing solutions and fintech services that facilitate 
the granting of loans or crowdfunding service providers.   

b. Long-term Stand-Alone Measure: Digital PE and Profit Allocation  

The long-term measure aims to reform corporate tax rules by linking taxation to the location of value 
creation, especially where businesses have significant interaction with users through digital channels.   

The long-term approach based on a ‘significant digital presence’ will focus on a broad range of digital 
services, such as the provision of films, music, software and cloud computing.304 A digital platform will 
be deemed to have a taxable ‘digital presence’ or a virtual permanent establishment according to a 
significant digital presence test.   
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The Commission proposes a new threshold for creating a taxable presence based on digital factors 
including sales, users and contracts. The Significant Digital Presence will be deemed to exist when 
one or more of the following conditions are met:  

• More than EUR 7 million annual turnover in one Member State in a tax period;  

• More than 100,000 users in a Member State in a taxable year; and 

• More than 3000 contracts for digital service supply in a taxable year. 

The EC provides a list of exemptions, including radio and television broadcasting, 
telecommunications, delivered goods, professional services, such as lawyers and financial consultants. 
A consolidated group exemption is also foreseen. Accordingly, the groups could nominate a single 
company to pay on behalf of the whole group and to file returns.   

The Directive includes profit allocation rules to be determined by the DEMPE functional analysis, 
usually related to intangibles. Profit split will ‘often be considered as the most appropriate method to 
attribute profits’. 

4.3.3. Evaluation of the Commission’s Proposals 

a. Reactions to the proposed Short-term Measure 

Many tech companies, academics and others criticised the EU’s digital services tax as a ‘populist and 
flawed’ proposal.305 It shall be admitted that it was proposed in the midst of Brexit negotiations, the 
difficulties posed to the international cooperation under Trump presidency and the upcoming 
European elections.306    

The definition of digital services in the proposed Directive is too broad and may lead to different 
interpretations and legal uncertainty. For instance, the broad scope of the tax charge on ‘multilateral 
interfaces’ as well as the lack of clear definition of digital services leaves room for interpretation (i.e. its 
possible application for financial services).307    

Business models of tech giants are different, hence uniform measures would be impossible to 
implement. This is probably why the Commission chose to target large tech companies’ advertisement 
revenues. As it is difficult to make a distinction between these tech companies having a wide range of 
activities and other businesses,308 the Commission faces the risk that some traditional industries in 
the process of digitalisation are put in the crossfire of policies meant for the tech giants.309   

One major concern is that a digital retail store selling physical or digital products directly to 
consumers or businesses, such as Amazon and Alibaba, will not be caught by the DST.310 Paradoxically, 
these are the businesses that received the most media and political attention.311 The Commission’s 
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justification is that the digital interface is simply used as a means of communication but it ‘seems to 
understate the transformational nature of digital retail’.   

Moreover, specific exclusions that exist for services, such as supply of digital content, communication, 
and payment services,312 lead to discontent in business circles, which complain about the fact that 
broadcast television and print newspapers carrying advertisements will not be subject for taxation, 
while the same services broadcast over the Internet would be taxed.   

Serious tax fairness issues could arise if the same rate would be charged for intermediaries and for 
targeted online advertising sold by large Internet companies. The tax burden could be passed on to 
small companies using online platforms to buy and sell goods, putting them at competitive 
disadvantage vis-à-vis traditional sellers.313 There is also a risk that big tech companies could use their 
bargaining power to force smaller companies to include the cost of equalisation levy in the amount of 
consideration paid to them, resulting in arbitrary pricing of services.314 

Another concern is that businesses, such as Airbnb, having gross profit margins closer to 2% may be 
pushed to pass the tax burden to consumers. In the past, gross revenue taxes in the EU, such as 
insurance premium tax and air passenger duty, were often passed on.315  

Taxing gross revenues could also affect loss-making businesses adversely while contradicting double 
tax treaties and potentially leading to profit shifting to reduce the net profit artificially.316 Moreover, 
businesses with low margins, who are seeking to scale up, may be discouraged by the EUR 750 million 
global turnover and could decide to stay small.317 Currently, there is no impact assessment on how 
the digital tax proposal will impact the EU’s digital aspirations318 but the DST could reward ‘digital 
consumption over digital creation’319 while hampering EU’s attractiveness.320 

While some argue that applying the measure to both residents and non-residents is counter to its 
equalisation objective,321 business circles fear that the web tax could lead to double taxation for 
European businesses even more than foreign businesses322, which already pay substantial taxes on 
their European profits, calling for a dispute resolution mechanism to ensure that ‘multiple 
implementing countries do not seek to tax the same turnover.’323 Moreover, the package may lead to 
discrimination in that double taxation will arise mainly for businesses that are headed outside the EU. 
Double taxation could also result from the concept of users using services, which may or may not 
attract revenue. Thus, the proposed tax is considered be not tailored enough while being detached 
from the existing international tax framework.324  
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The EU Tax Centre comments that the possibility to deduct the DST as an expense could only 
partially mitigate the risk of double taxation325, as credit mechanisms are seen to be more efficient to 
avoid such risks.326 If deductions are to be granted on a Member State by Member State basis, taxpayers 
could be encouraged to locate real investment where they expect to have the highest DST charge. This 
could shift investments from smaller Member States to bigger Member States.327  

Moreover, the compatibility of the DST with the tax treaties is put into question, some qualifying it 
as an income tax if the person liable for the payment would be the service provider328 and others 
arguing that its imposition on a transaction may differentiate it from an income tax. According to the 
case law, the hybrid features of the tax could fall under the tax treaties due to the Article 2 of the OECD 
Model. By contrast, it could be argued that the OECD Model Convention would apply only to taxes 
imposed by contracting States and not to the EU as a whole.329 Similarly, the hybrid nature of the tax 
makes it unclear whether it is within the scope of the EU’s competence over indirect tax330 or Member 
State competence over direct tax (except for distortions regarding the single market).331 

Although this temporary measure would not be desirable in the long-term, such measures are known 
to remain in place, as was the case for the income tax that was introduced as an interim step in the 19th 
century.332 It is important to note that the Commission itself acknowledges a number of limitations, but 
says that political considerations etc. drove it to push this proposal forward. Indeed, if the proposal did 
not have these limitations, it would have been put forward as a permanent rather than an interim 
measure. 

b. Technical Difficulties regarding the EU Digital Tax 

The Commission’s proposal suggests that the tax could be levied based on the location of the advert 
being displayed, the user who generated the data being transmitted, the user who concluded the 
transaction or the user of a multi-sided digital platform. Hence, the companies will have to report on 
the number of times an advert appeared on user’s devices, the number of times the account is used, 
user’s location etc. through IP address or other methods of geolocation. 

However, identifying the user location is a major logistical problem, which brought the proposal 
under fire for ‘lacking legal backing’ due to the absence of a ‘proper, legally tight definition of user 
ID’.333 In addition, identifying users when they have multiple devices each accessed over multiple 
sessions poses another difficulty, which could cause over-taxation.   

ID location problems raised by VPN, fake IDs or bots were raised as potential risks for fraud334, as users 
could obscure their IP address.335 Anonymous payments could also be problematic in the absence of 
cooperation with financial institutions.336 

                                                             
325  KPMG (2018) EU Commission releases package on Fair and Effective Taxation of the Economy. 
326  PwC (2018) European Commission Proposals for Directives regarding fair taxation of the digital economy (“Digital Tax Package”). 
327  PwC (2018) European Commission Proposals for Directives regarding fair taxation of the digital economy (“Digital Tax Package”). 
328  Baez and Brauner (2018).  
329  Turina (2018). 
330  Clifford Chance (2018) Missing the Target? The Surprising Scope of the Proposed New EU Digital Services Tax. 
331  Cachia (2018) 
332  Bloomberg Tax Special Report (2018) Taxing Digital Companies: Challenges for Multinationals Amid Emerging Regulation, p. 10. 
333  Bloomberg Tax (2018), Special Report ‘Taxing Digital Companies: Challenges for Multinationals Amid Emerging Regulation’, p.9 
334  Bloomberg Tax (2018), Special Report ‘Taxing Digital Companies: Challenges for Multinationals Amid Emerging Regulation’, p.10. 
335  PwC (2018) European Commission Proposals for Directives regarding fair taxation of the digital economy (“Digital Tax Package”). 
336  Bloomberg Tax Special Report (2018) Taxing Digital Companies: Challenges for Multinationals Amid Emerging Regulation, pp.42-43. 



IPOL | Policy Department for Economic, Scientific and Quality of Life Policies 
 

 60 PE 626.078 

User identification through geolocation could be an easier option concerning marketplaces and other 
services where users identify themselves and log in. On the other hand, regarding advertising on search 
engines and newspapers, the use of geolocation would be problematic from technical and privacy 
perspectives. More importantly, geolocation could be falsified by users.337 

Installing software to track the location of the users in order to file tax returns would place a burden 
on industry and administrations.338 All businesses may not track the metrics needed for tax reporting 
on a country by country basis, as their revenues are based on clicks.339 Moreover, some businesses 
operating across multiple domains cannot track users across those domains, as this requires third party 
cookies, which are usually blocked by browsers.   

Requiring the MNEs to track users, viewing their advertisements across all their sessions, browsers, and 
devices, may be problematic from a privacy point of view.340 The user concept requires keeping 
extensive data on users and their location for many years, which is another privacy concern. Having 
such volumes of data could be misused by national authorities for surveillance. Finally, the use of 
geolocation and ad tracking data may be contrary to the GDPR Principles.341   

c. Evaluation of the Commission’s proposed Long-term Proposal  

The Commission’s long-term proposal involves two steps – setting a new PE threshold and providing 
new profit attribution rules. The latter is much harder than the former, and the Commission’s proposal 
acknowledges that the long-term proposal is not fully developed. This may be one of the greatest 
weaknesses of the proposal – as it is still not clear what these rules will really look like but one can 
assume that they will be extremely complex.342 

According to the long-term measure, digital services supplied through a digital interface by the entity 
carrying on the business and any associated enterprises are to be considered when applying the test 
for PE. This reform recommendation does not require a physical presence, establishing a digital 
presence condition as sufficient for taxation purposes.   

In this sense, the proposal is a significant departure from the current taxation rules. The long-term 
solution that the Commission proposes involves a change to the PE status, which requires amending 
Member States’ double taxation treaties. This is particularly problematic as countries not having 
double taxation agreements in place and relying on OECD thresholds would be impacted from a 
change in domestic definitions of PEs in the EU. If Member States are encouraged to renegotiate their 
treaties, it would be a significant change in international taxing rights that would pose a low threshold 
for a foreign taxpayer to come within the charge to tax. In particular, the US is expected to be reluctant 
to such treaty changes given that it is where the most significant digital businesses are based, especially 
now that the Congress proved hesitant to ratify even uncontroversial tax treaties.343  

A possible solution could be bargaining with the US tech companies in the EU, which could in turn 
convince the Congress, by offering to ease the regulatory burden and obstacles they face in Europe. It 
is argued that, simplifying compliance for large MNEs in the digital economy could capture 60-70% of 
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the market, having a knock-on effect on the compliance of SMEs.344 Acknowledging that the optimal 
regulatory burden shall be imposed on these companies independently of tax policy developments, 
the informal nature of this negotiated solution as well as its compatibility with the EU state aid and 
WTO may be problematic.345 

One concern is that the DST would be enough to wipe out many businesses’ net profit margins. Hence, 
a high DST rate could encourage parties to renegotiate treaties to accept the digital PE concept 
in the comprehensive proposal, which covers a broader range of activities.346 DST would be payable 
by taxpayers whose country of residence has agreed to the comprehensive solution through 
amendments to double taxation treaties although it is unknown how this would work where multiple 
treaties are relied upon.347 It is also unclear if the DST charge will be higher than the corporate tax they 
would receive under the comprehensive proposal due to the different profit attribution methods.   

Although some agree that digital factors, such as local domain names, local payment factors and user-
based factors are important factors to constitute a virtual PE348, there is an on-going debate on whether 
supply-side (local domain name of a website, language of the platform, local payment options etc.), 
demand-side factors (active users, online contracts etc.) or their combination shall be used to 
determine significant economic presence.349  

User value creation is acknowledged as the connecting element for taxation at the market jurisdiction 
by the European Commission to identify a digital establishment. However, the Commission interprets 
user value creation according to the intensity of the digital presence in the market country, without 
introducing a group size threshold, which also covers smaller businesses with a large digital footprint 
in a market Member State.350 

Another issue is whether a virtual PE could coexist with a physical PE and whether the calculation of 
attributable profits is appropriate.351 The OECD’s BIAC Tax and Fiscal Affairs Committee has criticised 
the idea of expanding the concept of PEs in the absence of consensus, which would ‘bypass the 
complexities built into the physical PE rules’. The proposed formula for apportionment is also unclear 
according to BIAC as it is unknown whether raw data is valuable, whether its value is independent and 
how its value should be calculated and why it should be treated differently to industrial data. In 
addition, more guidance would be needed on the proposed profit split method. 

Unless attribution rules are further developed, there would be a strong case for discrimination under 
EU fundamental freedoms. For different treatment of domestic and cross-border activities could be an 
issue, as CJEU’s Brisal case demonstrates.352 

The ‘worst outcome’ would be a long-term scenario where EU thresholds and attribution rules differ 
to the rest of the world. At the same time, the alternative to introduce EU rules soon to be replaced 
with global rules would also lead to uncertainty, complexity and compliance cost.353 
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The long-term proposal is said to be the Commission’s preferred option due to the flexibility to 
apply in the single market yet finding a consensus might prove to be difficult. This is probably why the 
Commission abandoned previous plans to use the digital tax to fund the EU budget, which will be 
stranded by the Brexit.354 

Such a fundamental change within the EU could result in greater difficulty in achieving global 
consensus. Especially, now that BEPS seeks consensus on profit attribution following the changes to 
the threshold from BEPS Action 7. It may be preferable to deal with changes to nexus threshold and 
determination of attributable profits as an entire package.355  

Finally, Member States will be affected differently by the proposed long-term measure. Some 
export-oriented countries, such as Germany and Sweden, collecting tax revenue despite sales being 
outside their territory, could be negatively impacted by the introduction of virtual PEs and small 
countries with a strong export sector would be potentially hurt more.356 

d. Divergences among Member States 

On April 19, the European Taxation Commissioner Pierre Moscovici said that 20 out of 28-member 
states are ‘supportive or accepting’ of the digital tax proposal, among which five biggest economies 
(France, Germany, Italy, Spain and the UK) appear. Ireland (home to the headquarters of Google, 
Facebook and other MNEs) and Luxembourg are against it. Interestingly, some interpret the U.K. and 
Germany’s recent silence as backsliding.357 In fact, Germany may be ‘fearing a backlash from the United 
States’,358as potential US retaliatory tariffs on European exports could damage Germany’s car exports.   

Given the recent steel and aluminium disputes, it is probable that the EU’s trading partners could 
introduce a similar consumer tax on European digital services, which are worth USD 569,6 billion (56% 
of all EU services exports).359 To illustrate, a retaliation could be enacted by the largest consumer of EU 
exports of services, whose President has the power to increase tax rates for foreign citizens 
discriminating against US companies.360 Although the cross-ownership of US and European stakes may 
reduce the probability of such warlike conflict,361 concerns were raised that the US could obstruct 
progress at an international level in order to protect US tech companies. The US Treasury Secretary 
Munchkin warned the EU against jeopardising the major contribution tech firms market to US jobs and 
economic growth, emphasising that the US firmly opposes proposals by any country to single out 
digital companies.   

France, Austria, Bulgaria, Spain, Italy, Germany, Slovenia, Greece, Portugal and Romania are among the 
initiators of the digital tax, claiming that enterprises in the digital sphere reap unfair benefits from 
Internet-based operations. 

The UK supports a reallocation of the profits recorded by companies to ‘user jurisdictions’ where user 
participation creates value (through user-generated content, data on user’s behaviour, interest and 
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consumption habits, network effects and contribution to the brand) 362 all by sticking to the arm’s 
length principle. In its updated position paper of March 2018, it highlighted some challenges that a 
digital tax would pose for start-ups suggesting safe harbour mechanisms to ensure that companies pay 
the tax when they are globally profitable.363 By contrast, the UK is less favourable to the proposed long-
term solutions, as the country supports a tax that targets such groups’ global IP residual income.364 
Furthermore, in the UK’s view, Articles 5, 7 and 9 of the OECD Model Tax Convention would need to be 
amended for such reforms, which would prove difficult considering the US opposition.   

The Commission also started to exert pressure on dissenting countries, such as Ireland, Luxembourg, 
Malta, Belgium, Cyprus, Hungary and the Netherlands, publicly accusing them of aggressive planning 
structures on 7 March 2018.   

In May, Ireland, Denmark, Malta and the Netherlands issued reasoned opinions, expressing that the 
Commission’s draft legislative proposal was undermining the Union’s subsidiarity principle. The 
opinions did not reach the threshold of votes required to trigger the ‘yellow card’ procedure, which 
would result in the review of the Commission’s proposal, however they demonstrated the lack of 
consensus among the Member States.365  

According to Genschel and Seelkopf, politicians are constrained to serve the distributive interest of 
median voters. ‘In small democracies, the median voter gains from competitive tax cuts because the 
income gains from tax-induced foreign capital inflows (more employment, higher wages, more 
growth) more than compensate the income loss from reduced domestic redistribution. In large 
democracies, it is the reverse’.366 

The smaller EU states host businesses that will have a Digital Services Tax liability deductible against 
local corporate income tax but they don’t have many local users.367 Some believe that low tax rates 
helped States, such as Ireland or even the UK, to attract jobs and investment, but as in the case of Apple 
in Ireland, even these countries do not always generate revenues from their already low rates. Targeting 
the tech companies would narrow the current gap in tax rates between these companies and 
traditional ones.368 

Ireland’s argumentation focused on the allocation method (similar to the apportionment formula 
proposed in the CCCTB), which would favour large Member States with big consumer markets. It also 
warned against the creation of two divergent and incompatible models (a two-tier system), which 
would lead to uncertainty and fragmentation. The lack of discretion to change the tax rate would 
undermine the tax sovereignty of States, whereas loss-making businesses would be negatively 
affected. Even though Ireland has the power to block the EU initiative on digital taxation, the bloc’s 
heavyweights could find ways to put pressure. In exchange of its continuing support on keeping the 
border between Ireland and Northern Ireland (in support of Ireland’s position), the EU could ask Ireland 
to drop its opposition to tax changes. Yet, other Member States might also need to be convinced. 

The Finance Ministers of the European Union’s three Nordic countries have urged their partners to 
shelve the Commission’s digital taxation plans. Nordic countries say that it would damage the 
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European economy and criticise the application of the levy on gross income. Loss-making businesses, 
possible retaliation and a stall in international cooperation are major concerns, as the Nordic countries 
are home to several digital companies, such as the Stockholm-based Spotify.369 

Although the decisions taxation matters need to be taken unanimously, the Commission expressed 
its intention to change the voting mechanism for this issue by introducing quality majority voting but 
such a change would also require unanimity and it is not clear how it could be achieved without 
changing the Treaties. If these efforts fail, enhanced cooperation might be sought by Member States, 
which requires only 9 States to join. Analysts warn against introducing the tax only in some Member 
States, which might lead to distortions in the internal market.370 Also, using enhanced corporation for 
cross-border provision of services is doubtful,371as it was not deemed successful for other tax 
measures,372 such as the Financial Transaction Tax.373 

e. Next Steps 

The OECD is concerned that EU’s unilateral actions would lead to an incoherent international tax 
system, risking retaliation from other countries, which is permitted under WTO rules. Numerous 
stakeholders consider that the proposed options violate various tax principles, such as neutrality, 
efficiency, certainty, simplicity, effectiveness and fairness, flexibility and sustainability, and 
proportionality stipulated in the Ottawa Taxation Framework.374 Amidst opposition to both short-term 
and long-term proposals, concerns were expressed that the EU’s action may encourage other countries 
to indulge in unilateral tax measures, making international tax cooperation more difficult.375 

Businesses are concerned that interim measures would have a negative effect on investment and 
growth, particularly if rules are not aligned among different EU jurisdictions. Many raised doubts about 
the implementation of unilateral measures at a regional level, as it would create differences between 
the EU and non-EU international tax rules, increasing the risk of double-taxation. Moreover, the current 
digital tax proposal coupled with EU anti-money laundering laws could pose a barrier to the EU’s 
technological aspirations, such as pan-European Blockchain implementations.376 Last but not least, a 
tax on turnover can be much higher than a tax on profit, hence the contribution paid (as a % of profit) 
could be higher than ordinary corporation tax. To mitigate these negative effects, sunset clauses may 
be included to have a rolling review period of one or two years after which the Commission could 
analyse the impact and Member States would have to vote positively to keep the measures in force.377 

Furthermore, the target date regarding the short-term solution set for the end of 2018378 is rather 
optimistic since many Member States may want to wait for the OECD outcome before acting.379 The 
timing of the digital tax proposal may not be ripe, considering that the US tax reform has only been 
enacted and could have ‘a significant impact on tax profiles of all US MNEs’, generating ‘a change in a 
direction of the global debate about source and destination-based revenue taxation, and the 
application of the arm’s length principle’. Similarly, BEPS recommendations are just being 
                                                             
369  Reuters (2018) Nordic countries oppose EU plans for digital tax on firms’ turnover, 1 June. 
370  Bloomberg Tax (2018), Special Report ‘Taxing Digital Companies: Challenges for Multinationals Amid Emerging Regulation’, p.37. 
371  Clifford Chance (2018) Missing the Target? The Surprising Scope of the Proposed New EU Digital Services Tax. 
372  PwC (2018) OECD and EC release disparate recommendations on tax and the digitalisation of the economy. 
373  Ismer and Jescheck (2017). 
374  Tax Executives Institute Inc. (2018) TEI Comments on European Commission Digital Economy Survey. 
375  MNE Tax (2018) EU proposes digital services tax on large tech companies. 
376  Ozelli (2018), p.2 
377  PwC (2018) European Commission Proposals for Directives regarding fair taxation of the digital economy (“Digital Tax Package”). 
378  Ecommere Europe (2018) The upcoming Austrian Presidency of the Council of the EU publishes its official programme,19 June 

(https://www.ecommerce-europe.eu/news-item/austrian-presidency-council-eu-publishes-official-programme/). 
379  PwC (2018) OECD and EC release disparate recommendations on tax and the digitalisation of the economy. 

https://www.ecommerce-europe.eu/news-item/austrian-presidency-council-eu-publishes-official-programme/


Impact of Digitalisation on International Tax Matters 
 

PE 626.078 65 

implemented, with the ATAD to come into force in 2020 and some interest limitation rules becoming 
applicable in 2024.   

The new rules proposed in the long-term solution intend to make online businesses contribute to 
public finances at the same level as traditional brick-and mortar companies. However, tangible goods 
(e.g. Amazon) would not be caught by the proposed PE rule. Moreover, these rules would entail 
adjustments on permanent establishment, transfer pricing and profit attribution applicable to 
digital technologies depending on the location of the user and the time of consumption.   

It is argued that the likely lack of consensus on the long-term measure could perpetuate the DST, as 
was the case for the UK income tax, which was introduced as a temporary measure during Napoleonic 
wars.380 Hence, there is need for a substantial reform of ‘the current system to reflect the new reality 
rather than introducing a new Google tax and essentially ‘maintaining the status quo’381, as the digital 
revolution would necessitate a robust design of measures, which will be valid in the long-term.382  

4.4. The EU’s CCCTB Plans 
The traditional way in the EU to tax consumption is through sales taxes or VAT taxes, which is based on 
the destination principle. Corporate profit taxes were usually imposed on profits while the allocation 
of taxation rights has not been based on sales. Yet, through the CCCTB, the EU tried to incorporate a 
destination factor in a regional apportionment formula, as allocating taxing rights on the basis of 
the traditional production factors would not put an end to tax arbitrage.383  

Following its first CCCTB proposal of 2011, the Commission released a two-step approach (the first 
being common tax base and the latter consolidation) in October 2016. The CCCTB’s aim was to replace 
transfer pricing rules, which proved to be ineffective due to their separate accounting system, arbitrary 
nature and red tape. Accordingly, a single set of rules to calculate the taxable profits of all large 
companies operating in the EU and having consolidated revenues exceeding EUR 750 million would 
apply. In the second phase, full tax consolidation of the revenues of MNEs within the EU is foreseen. A 
separate proposal for a Directive for the second phase includes a formula for apportioning 
multinationals’ taxable base, which weighs capital, labour and sales equally.   

Although it was inspired to some degree by the formulary apportionment method used in the US, 
the EU’s CCCTB proposed a single apportionment to group-wide income while the US defended to 
apply the formula to unitary business of the group. Contrary to the US states, which are free to choose 
the factors of formulae (some of them developing a single-factor formula based on sales), the CCCTB 
aimed at restricting Member States to change the weight of the formula in order to avoid double 
taxation.    

On 21 February 2018, the European Parliament’s Committee for Economic and Monetary Affairs voted 
39-11 in favour of the idea that PE could be based on a company having a ‘digital platform or any other 
digital business model based on the collection and exploitation of data for a commercial purpose’. The 
European Parliament supported this notion in its vote for the Commission’s proposal on the CCCTB on 
15 March 2018 with an amendment on the establishment of a virtual PE. Accordingly, a digital PE 
would be established when a platform generates revenue in excess of EUR 5 million from remote 
transactions in a jurisdiction, meeting either of the following conditions: At least 1,000 users, at least 

                                                             
380  Clifford Chance (2018) Missing the Target? The Surprising Scope of the Proposed New EU Digital Services Tax. 
381  Schippers and Verhaeren (2018), pp.62-63 
382  PwC (2018) European Commission Proposals for Directives regarding fair taxation of the digital economy (“Digital Tax Package”). 
383  De Graaf and Visser (2018), p.42. 



IPOL | Policy Department for Economic, Scientific and Quality of Life Policies 
 

 66 PE 626.078 

1000 digital contracts per month in a taxable year, and the volume of the digital content collected by 
the company exceeding 10 % of the group’s overall stored digital content.384 

Although the Commission had discussed the possibility of a digital CCCTB back in September 2017, its 
digital package of March 2018 did not propose the long-term measure under the umbrella of the 
CCCTB much to the European Parliament’s disappointment. Yet, it did not exclude the possibility of its 
eventual introduction as an amendment to the CCCTB. In fact, given the shortcomings of BEPS 
measures, the CCCTB could capture digital activities by seeking to apportion profits of businesses 
operating in the EU across relevant EU jurisdictions based on sales and value added by users rather 
than physical presence. Yet, due to implementation difficulties and opposition by Member States, the 
adoption of the CCCTB proposal is far from guaranteed.385 

The CCCTB could provide an appropriate solution to tax competition, as pressure is increasing from 
Germany, France, Italy and Spain to stop a further race to the bottom, which is likely to accelerate with 
the exit of the United Kingdom.386 Yet, some Member States fear that it would eventually result in tax 
harmonisation among Member States. Tax policies differ in Member States due to different national 
interests and varying levels of technological advancements. At present, tax rates are varying from 
below 15% in Hungary, Bulgaria, Cyprus and Ireland to above 30% in France and Belgium.    

                                                             
384  European Parliament Committee on Economic and Monetary Affairs, Draft Report on the proposal for a Council Directive on a Common 

Consolidated Corporate Tax Base (CCCTB), Rapporteur: Alain Lamassoure, 2016/0336 (CNS), 13 July 2017. 
385  Jones, Seabrook, Sciliberto and Jones (2018) (https://www.eversheds-sutherland.com/documents/services/taxation/tax-digital-

economy-020318.pdf). 
386  KPMG (2017) OECD BEPS Action Plan- Moving from talk to action (https://assets.kpmg.com/content/dam/kpmg/xx/pdf/2017/09/ema-

beps-report-2017.pdf). 
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 RECENT DEVELOPMENTS IN THE US TAXATION LANDSCAPE 

  

KEY FINDINGS 

• One of the main weaknesses of the old tax system in the US was that profits were not taxed 
when they remained outside of the country but were fully taxed at the rate of 35% when 
transferred to the US.   

• With the new tax reform, the US income tax rate is reduced from 35% to 21%. The TCJA 
foresees a participation exemption to encourage repatriation of foreign-earned profits. A 
Base Erosion and Anti-Abuse Tax is introduced to tighten the US interest deductibility rules. 
A Global Intangible Low-Taxed Income (GILTI) is meant to stop US corporations from shifting 
assets to low-tax jurisdictions by capturing the excess return on certain tangible investments 
outside the US. Under the Foreign-Derived Intangible Income (FDII) regime, corporate tax 
deductions are available for income earned directly by a US corporate.   

• The US Act does not explicitly target the digital economy however some measures, such as 
100% dividends-received deduction, could influence the structuring of business operations 
with respect to digital goods and services.    

• The US tax reform takes important BEPS recommendations on board. Yet, the fact that the US 
refused to sign the MLI and did not join the CbCR could be interpreted as an attempt to 
protect its headquartered companies by minimising their tax burdens abroad in the same 
way it rejects to overturn check-the-box regulations that are lamented for MNEs BEPS 
practices. These are attributed to practical reasons, such as the difficulty to obtain Senate 
ratification, the existing domestic GAAR rule and limited and carefully scrutinised resources 
of the US Treasury’s office.    

• The long-term implications of the US tax reform remain unclear and may not change the 
dynamic that permitted companies to pay limited tax in the US. There is uncertainty about 
temporary tax changes, set to expire on schedule, which might influence business decisions. 

• The US tax reform is likely to alter the ‘delicate balance of US-EU taxation’, possibly leading to 
a tax war and rebutting the stateless income argument used by the CJEU regarding its state 
aid cases against US multinationals.   

• However, in the case of the US, different approaches at federal and state level should be taken 
into account. While the US states enjoy substantial tax autonomy, the US allocates tax 
revenue between the states, using a unitary formulary apportionment based on three factors 
(sales, assets, labour) of equal importance.   

• While the US opposes the ring-fencing the digital economy at the international level, the 
issue of remote taxation became extremely important for individual US states, which have 
resorted to unilateral action targeting the digital economy, especially e-commerce sales. 

• The recent trend in the US states is to give more weight to sales when defining the formula 
for profit allocation. In some states a single-sales factor formula is preferred, as reducing the 
role of assets and wages, which are prone to manipulation, could play a role for economic 
growth, employment, investment and social welfare. Yet, concerns arise regarding double 
taxation and proliferation of different standards. 
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5.1. US Tax Reform 

5.1.1. Changes to the US Tax Legislation  

One of the main weaknesses of the old tax system in the US was that profits were not taxed when 
they remained outside of the country but were fully taxed at the rate of 35% when transferred to the 
US.387 This permitted MNEs to indefinitely defer US tax on their foreign income by borrowing from the 
US, investing in foreign subsidiaries and booking IP profits in low-tax jurisdictions388 through 
establishing headquarters or creating mergers with foreign companies.389 The TCJA signed into law on 
22 December 2017 addresses this weakness by a shift from a worldwide to a semi-territorial system390, 
with multiple provisions that significantly impact the way European corporations are being taxed in 
the US.   

The US tax reform contains the following provisions:  

• The US income tax rate is reduced from 35 % to 21 %.   

• Formerly, the foreign sourced income could not be taxed until the cash dividends were received in 
the US. With the participation exemption introduced by the new law, a domestic corporation that 
is a US shareholder of a specified 10% foreign corporation could be entitled to a 100% dividends-
received deduction for the foreign-source portion of dividends received from the foreign 
corporation. This is an important anti-BEPS measure to enhance CFC rules.   

• BEAT is a 10 % tax on the modified taxable income of large corporations with a minimum annual 
consolidated receipt of USD 500 million over a three-year period. It is an alternative minimum tax 
having the objective of tightening the US interest deductibility rules (i.e. Earnings Before Interest, 
Taxes, Depreciation and Amortisation - EBITDA) and limiting the deductibility of certain related 
party payments, such as paying headquarters or services fees, royalties, franchise fees or payment 
for procurement services to overseas companies.391 

• GILTI is meant to stop US corporations from shifting assets to low-tax jurisdictions by capturing the 
excess return on certain tangible investments. This global minimum tax regime requires US 
shareholders that are 10 % owners of CFCs to include in income excess returns earned by those 
CFCs but allows for a 50 % deduction and a partial foreign tax credit that reduces the effective US 
rate on GILTI. It is effectively taxed at 10,5% and foreign income subject to 13,125% tax rate is 
exempt from the GILTI tax. 

• Under the FDII regime, corporate tax deductions are available for income earned directly by a US 
corporate. It is designed to give incentives to base intangibles in the US, which is why it is referred 
to as the American version to the ‘patent box’ regime. These include 100% expensing of tangible 
assets and a new preferential 13,5% tax rate on export income FDII, such as export sales, services, 
leases or licenses of property to foreign entities.392 

                                                             
387  Congressional Research Service (2017) Reform of USInternational Taxation: Alternatives. 
388  Congressional Research Service (2017) Reform of USInternational Taxation: Alternatives. 
389  Handler (2017), p.3. 
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391  EY (2017) Don’t miss the BEAT on US tax reform. 
392  EY (2017) Don’t miss the BEAT on US tax reform. 
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5.1.2. Effects of the US Tax Reform 

With the tax reform, the corporate tax policy of the US will be shaped as ‘a purely territorial tax 
system’ through exemptions of US companies on tax payment on foreign profits and reduced tax rate 
of 10 % to attract accumulated corporate profits of US companies parked abroad.   

The US Act does not explicitly target the digital economy yet some measures, such as 100% 
dividends-received deduction, could influence the structuring of business operations with respect to 
digital goods and services,393 as the companies could strive to take advantage of such benefits or to 
minimise their tax cost.394  

However, concerns are voiced over the new corporate tax rate, which, coupled with the participation 
exemption, could trigger a race to the bottom being slightly lower than the OECD average of 25%. 
Such a race could threaten budgetary stability in all involved countries even if the competitive 
advantages stemming from tax differences would be eradicated in the long term.395 Moreover, there is 
always a possibility that US multinationals could shift more income to foreign jurisdictions with a rate 
below 21%. It is also probable that source countries will continue to exempt income while it is invested 
in them but will impose corporate tax upon repatriation. There will be no foreign tax credit in the US 
for such taxes. 

The BEAT only applies if annual base erosion payments of the company are at least 3 % of all 
deductible payments. Therefore, it would not have a significant effect on foreign MNEs selling goods 
to related US distributors, as the cost of goods sold is not included in the modified tax base. Yet, it could 
have a significant effect on foreign MNEs selling services and licensing intangibles in the US market 
through a US distributor.   

Business interest deductions are disallowed for interest in excess of 30 % of measures of business 
income (EBITDA until 2021 and EBIT thereafter). BEAT is not a withholding tax on royalties or interest 
and does not represent a denial of deduction but the fact that it applies to imports of depreciable 
goods from a related party, a rare provision - could trigger WTO violation. In this context, the EU 
stressed that the BEAT economically denies the deduction in part. Although the current savings clause 
gives the US the ability to override treaties, the EU may choose to apply similar retaliatory measures for 
US MNEs.   

The fact that GILTI is ‘a separate foreign tax credit limitation basket’ and ‘an anti-abuse backstop to a 
territorial system’ simultaneously makes the interaction of GILTI and expense allocation complex, 
which could be clarified when a number of regulations regarding the international provisions of the 
measures will be released by the end of 2018. At the same time, the US does not intend to tax 
companies, which already paid at least 13,125 % tax in other jurisdictions.396   

As GILTI operates as a minimum tax with cross crediting, it could induce foreign tax rates to rise 
because it is possible to average tax credits across countries and thus escape GILTI. Another issue of 
concern is the unduly harsh measures such as services’ cost-method exception.397 Moreover, the 
temporary expensing provision could reduce the effective tax rate on normal returns to capital to zero, 
which could attract tangible investment into the US. 
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As regards to the FDII, the corporate tax rate cuts on income from exported intangibles to 13,125% can 
encourage shifting of intangible profits into the parent company. Hence, US business units would 
be run more globally and digital strategies could be better aligned. In addition, the FDII could trigger 
the expansion of adaptive manufacturing in the US and its export to non-US jurisdictions.398 

According to the US Treasury, the US tax reform, consisting of transition tax, a global intangible low-
taxed income (GILTI) as well as new rules to address interest stripping and hybrid mismatches, tackles 
BEPS concerns ‘more thoroughly than any other jurisdiction’s rules’. The OECD views the reform as ‘the 
most far-reaching implementation of BEPS principles’, as it is eliminating ‘stateless income’- the 
phenomenon of MNEs untaxed offshore revenue. The effects of the US tax reform could be multiplied 
if other governments adopted minimum tax regimes and strengthened CFC rules.399 

In the opinion of Clifford Chance, the long-term implications of the US tax reform remain unclear 
and may not change the dynamic that permitted companies to pay limited tax in the US.400 There is 
uncertainty about temporary tax changes, set to expire on schedule, which might influence business 
decisions.401  

5.1.3. EU-US Taxation Balance in a Post-BEPS World  

The US tax reform appears to take the most important BEPS recommendations on board. Some 
examples include the triangular permanent establishment rule, the possibility to subject dividends, 
interests and royalties paid by an expatriated entity to 30% WHT for a period of 10 years after the 
inversion that created it, and the special tax regime to prevent reduction of withholding taxes for 
deductible related-party payments when the beneficial owner pays little or no tax.402  

However, the fact that the US refused to sign the MLI and did not join the CbCR could be interpreted 
by some as an attempt to protect its headquartered companies by minimising their tax burdens abroad 
in the same way it rejects to overturn check-the-box regulations that are lamented for MNEs BEPS 
practices. According to Herzfeld, this could be explained by some practical reasons, such as the 
difficulty to obtain Senate ratification, the existing domestic GAAR rule and limited and carefully 
scrutinised resources of the US Treasury’s office. The US also finds arbitration provisions weak and is 
concerned about the lack of clarity regarding the legal status of the MLI.403 

The ‘delicate balance of US-EU taxation’ was altered due to the participation exemption, BEAT, GILTI 
and FDII provisions in the US tax reform. Although some believe that the TCJA could lead to a tax war404, 
others call for an EU response to impose CFC rules on US subsidiaries of their own multinationals 
investing into the US. As the Anti-Avoidance Directive requires all EU Members to adopt CFC rules by 
2019, there are no limits on applying such rules to non-EU subsidiaries (as if they are inside the EU).405 
The CCCTB was also highlighted as ‘a key response to US tax reform’.406 
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Additionally, the changes to the US tax law could ‘rebut’ the stateless income argument used by the 
CJEU regarding its state aid cases against US multinationals.407 

5.2. Digital Taxation in the US 
While the US recognises the challenges posed by digitalisation, it is in favour of a system-wide reform 
rather than ring-fencing the digital economy. On multilateral platforms, the US does not support the 
opinion that tech giants permit base erosion and is of the view that no changes to the scope of the PE 
are needed on the basis that large multinationals are changing their structures to use local Low Risk 
Distributors.   

However, in the case of the US, different approaches at federal and state level should be taken into 
account. While the US states enjoy substantial tax autonomy, the US allocates tax revenue between the 
states, using a unitary formulary apportionment based on three factors (sales, assets, labour) of equal 
importance.   

The following criteria is used to establish a nexus threshold: 

• A dollar amount of dollars 50,000 property; 

• A dollar amount of dollars 50,000 payroll; 

• A dollar amount of dollars 50,000 sales; and 

• Twenty-five % of total property, payroll or sales.   

The US federal government strongly opposes ring-fencing the digital economy while the issue of 
remote taxation became extremely important for individual states, which have resorted to unilateral 
action targeting the digital economy, especially e-commerce sales. There is also a concern regarding 
double taxation and proliferation of different standards.408 

The recent trend in the US federal states is to give more weight to sales when defining the formula 
for profit allocation. In some states a single-sales factor formula is preferred, as reducing the role of 
assets and wages, which are prone to manipulation, could play a role for economic growth, 
employment, investment and social welfare.409 

This is exemplified by different approaches adopted by various US states:  

• Click through nexus (New York State, 2008) - If a seller enters into a commissionaire agreement 
with a resident for referring customers to the remote seller via link on the resident’s website, the 
seller has created a taxable presence in New York and is required to collect and remit sales taxes.   

• Affiliate nexus (Louisiana, 2016) - Taxable presence is attributed to any person who sells similar 
products as a Louisiana retailer under a similar name and similar intellectual property, solicits 
business through an agent with a Louisiana nexus or holds a substantial ownership (over 5 %) in a 
Louisiana retailer. 

• Economic nexus (South Dakota, 2016) - An online retailer with a sales threshold of more than USD 
100,000 per year or over 200 transactions essentially create an economic nexus even if there is no 
physical presence.   
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Taxation rules in the US are governed by the 1992 Supreme Court decision in Quill Corp. vs. North 
Dakota, which prohibits states from imposing sales tax obligations on vendors lacking physical 
presence. However, South Dakota challenged the Quill decision after establishing an economic 
presence nexus in 2016 according to which companies performing 200 separate sales or sales with a 
total of USD 100,000 will be subject to a sales tax. The US Supreme Court decision of 21 June 2018 has 
a ‘significant influence on taxation and the economy’,410 as it overturned Quill, ruling that the physical 
presence rule decided from Quill was ‘unsound and incorrect’ in the current age of Internet services.   

Currently, treaty standards do not apply to state taxes or for the collection of state sales taxes. The 
Supreme Court is expected to reconsider state law in order to define nexus to capture more tax related 
to digital economic activity. It may be that US will have separate standards for the collection of 
indirect taxes (sales tax on sales in the digital economy) and direct taxation of income earned by 
sellers in the digital economy. An economic nexus may be sufficient to require collection by sellers of 
digital goods and services but the current view is that it should not be extended to direct taxation.411 

5.3. Money Laundering in the US 
Although the US seems to have developed a robust legal framework to address money laundering 
activities and combatting terrorist financing, the 2016 Financial Action Task Force (FATF) mutual 
evaluation report412 highlights some deficiencies: There is no uniform approach to state-level anti-
money laundering (AML) efforts and it is not clear that all states give money laundering due priority. 
Exemptions implied to in the regulatory framework of the Bank Secrecy as well as minimal coverage 
of certain institutions and businesses other than trust companies point to limitations in the US 
regulatory framework. Most designated non-financial businesses and professional (lawyers, 
accountants, real estate agents, trust and company service providers) except trust companies are not 
subject to AML measures, including requirements on reporting transactions involving more than USD 
10,000 in cash and targeted financial sanctions. The criticism by FATF on the US AML regime’s lack of 
controls related to beneficial ownership resulted in a new rule with regards to identifying beneficial 
owners. Despite various federal legislative proposals aimed at requiring identification and disclosure 
of beneficial owners, not all of them have been adopted and implemented yet.   
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 ALTERNATIVE APPROACHES TO DIGITAL TAXATION  

 

6.1. A Century-long Debate: Source vs. Residence 
International taxation rules give the primary taxation right to the state of residence (as opposed to 
the state of source), which could be primary (local enterprise) or modified (foreign enterprise with a PE 
status). Instead of moving away from these rules, which are based on a physical link and thus fail to 
match the realities of the highly mobile and borderless digital economy, BEPS project ‘renewed support 
to this basic principle’.413  

                                                             
413  De Graaf and Visser (2018), p. 36. 

KEY FINDINGS 

• A century-long debate on source vs. residence still maintains its relevance although many 
believe that it is obsolete in the digital age. The debate on source and residence stems from 
the nexus principle, which ‘forms part of general international law of income tax jurisdiction’, 
deeming both a personal and territorial link necessary for income taxation. 

• Instead of reforming international taxation rules based on physical presence, the BEPS project 
‘renewed support to this basic principle’, failing to catch up with the changes brought about 
by the rapid spread of digitalisation. The frustration by the lack of substantial reform at the 
international level led to the proliferation of unilateral measures, which create legal 
uncertainty and double taxation.   

• With digitalisation allowing business activities to spread across the globe, it is difficult to 
identify the location of value creation and to decide on how to allocate profits. Moreover, 
scandals, such as Paradise Papers, demonstrate that shareholders continue to book ever-
increasing volumes of personal savings in tax havens putting the whole idea of corporate 
taxation into question.   

• Several options are put forward to change the profit allocation rules. These include supply-
side oriented global profit splitting systems, supply-side or demand-side global formulary 
systems, destination-based cash flow taxes (DBCFT) and taxation of MNEs solely in the 
ultimate parent jurisdiction. Different formulae suggested for profit allocation reflect 
different political choices as to whether or not to remunerate producing or marketing states, 
thus creating winners and losers.   

• Supply-side approaches attribute value creation to factors, such as assets, labour, risks, 
intangibles and human capital while demand-side approaches focus on sales and users in 
market jurisdictions.    

• The problems and distortions in the unitary formulary apportionment model in the US as well 
as difficulties to adopt a CCCTB in the EU led policymakers to focus on destination-based 
models, such as sales-based apportionment, allocation of residual profits or DBCFT.   

• Wheras some highlight positive aspects of the DBCFT, such as the elimination of BEPS, less 
transfer pricing manipulation, increased tax revenues, focus on investments through equity 
rather than debt, elimination of tax competition and simplification of the tax system, 
questions arise regarding its legitimacy, fairness and compatibility with international 
obligations as well as double taxation risks.   
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The century-long duality between source and residence maintains its relevance for allocating taxing 
rights while many believe that they have become obsolete. In this context, the concept of source is 
seen as problematic. When it is used in the sense of ‘source of income’, which ‘lacks geographical 
attributes’, the source rules could become ‘artificial and arbitrary’. Hence, the distinction between 
‘source as origin’ and ‘source as destination’ could be more appropriate, the former accounting for 
supply-side factors (where production is based) and the latter for demand-side factors (where 
consumption is based).414 

The debate on source and residence stems from the nexus principle, which ‘forms part of general 
international law of income tax jurisdiction’, deeming both a personal and territorial link necessary for 
income taxation. The nexus requirement is deeply rooted in the state sovereignty and the state’s power 
to assert jurisdiction and to tax income from domestic sources.415 From a constitutional perspective, 
the justification of a tax claim is made with reference to a person’s economic and or political allegiance. 
A state wanting to assert unlimited tax jurisdiction416 may lack ‘valid support from the perspective of 
public international law’.417 Hence, different policy options shall be evaluated in this light. 

6.2. Is there a Need to Reform the Current Taxation System?   
Currently, there are three diverging views among the 117 Members of the OECD’s Inclusive 
Framework on digital taxation: The first group, including the EU, believes that ‘reliance on data and 
user participation may lead to misalignments between the location in which profits are taxed and the 
location in which value is created’, opting for targeted measures rather than wide-ranging change.  

A second group, including the US, recognise the challenges posed by the digital transformation and 
globalisation to the effectiveness of the international tax system for business profits but do not think 
that these challenges are ‘exclusive or specific to highly digitalised businesses’.  

A third group believes that BEPS largely addresses double taxation issues and no further reform of 
international taxation rules is needed. The lack of consensus and limited action to address the problems 
seems to have led to frustration by many States, which went ahead to develop their own measures.418 

Given the pace of the spread of the digitalisation, coupled with changes that might occur by future 
technologies, such as collaborative economy, Blockchain, AI and robotics, the current system is not fit 
to catch up with today’s economic realities. Moreover, scandals, such as Paradise Papers, demonstrate 
that shareholders continue to book ever-increasing volumes of personal savings in tax havens putting 
the whole idea of corporate taxation into question. Some even go further with the argumentation 
that personal taxation could be more appropriate than corporate taxation to capture such untaxed 
wealth in an increasingly digitalising economy.419 

While limiting worst cases of tax avoidance, BEPS measures introduce more complexity into the 
taxation system without necessarily addressing the problems at the heart of base erosion and profit 
shifting activities: nexus, profit allocation and transfer pricing. With the US tax reform having dubious 
effects, it is likely that the MNEs will continue their aggressive tax planning schemes by artificially 
manipulating their organisational structures.   
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Apart from profit shifting, numerous problems of the existing system, such as economic inefficiency, 
complexity and competition among States were outlined by academics, such as Devereux and Vella. In 
their view, a fundamental reform is needed,420 as BEPS measures could further distort the real economy 
and lead to a race-to-the-bottom type of tax competition with states attempting to attract real 
economic activity.421  

Supporters of this view underline the need to shift value towards demand-side factors in market 
jurisdictions422, which would mean an overhaul of the international tax system through the re-
evaluation of fundamental cornerstones of taxation (i.e. nexus principle)423, to readjust taxing rights 
among jurisdictions and the redefinition of PE status. Such a radical change could be achieved ‘by 
adopting a destination-based tax and integrating the digital sector in a formula-based transfer pricing 
regime, or a formulary apportionment regime, such as profit-splitting method’.424 Critics of destination-
based taxes highlight potential problems, such as compatibility with WTO rules and fairness.  

6.3. Different Profit Allocation Approaches  
The continuing technological developments and changing business models, the IoT, robotics and the 
collaborative economy ‘may prove influential and disruptive in the near future’ and raise questions 
as to whether the existing tax system used to determine where economic activities are carried out and 
where value is generated for income tax purposes will still be relevant.425   

Two fundamental pillars of the international taxation system are being challenged: Nexus and profit 
allocation. With increasing pressure from the EU and other countries, the OECD is currently trying to 
find appropriate solutions to address these issues.426  

Changing the PE, as exemplified by unilateral measures and the EU proposals, is likely to face technical, 
procedural and political obstacles. These include the difficulty of valuing consumers’ use of digital 
platforms while such valuations are key for profit allocation, the lack of consensus within the OECD and 
EU, the unanimity obligation among EU Member States and decisive vote of the US Congress in the 
case of OECD.427 

Once a new nexus is established, it is essential to decide on profit allocation rules. These rules are 
extremely complex and the new digital PE proposed by several countries, as well as the European 
Commission, would require them to become even more complex and hard to apply. One of the most 
difficult areas for taxpayers to comply is the existing PE attribution rules, where different countries 
apply the 2008 AOA, 2010 AOA, or non-AOA.428 On the other hand, the Commission argues that the 
AOA is outdated as it relies too heavily on PE principles to tax the company based on the location of its 
European headquarters rather than a significant digital presence. 

Many options are put forward to change the profit allocation rules. These include supply-side 
oriented global (residual) profit splitting systems (echoing transfer pricing approaches but without 
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separate accounting and comparability issues), supply-side or demand-side global formulary systems, 
destination-based cash flow taxes and taxation of MNEs solely in the ultimate parent jurisdiction.429  

Some support the view that such solutions should involve the demand-side of the equation, 
accounting for the consumer market as a factor contributing to the added value of the company in 
light of the debate surrounding the digital economy.430 Others underline the fact that ‘human capital 
in its specific form of knowledge-based capital is becoming a predominant value driver of businesses’ 
in the digital age and that such capital should have substantial weight in the functional analysis to 
determine profit allocation431, even suggesting taking into account the number of days that an 
individual works in a country.432 

6.3.1. Formulary Apportionment  

Unitary taxation is a uniform system of worldwide reporting of corporate income with profits 
apportioned to different jurisdictions in which corporations are active in accordance with a formula. 
Being currently in practice at the domestic level in Canada, Switzerland and Canada433, it has been seen 
as an alternative to the current arbitrary arm’s length principle relying on separate entity accounting 
and estimated transfer prices for intra-group transactions for long time.434 

Some believe that the adverse effects of BEPS could be eliminated if consolidated worldwide profits of 
MNEs were to be determined uniformly (unitary and consolidated basis) and then appropriately 
apportioned to various countries (global formulary apportionment) 435 Yet, this approach, which has 
been mainly championed by Picciotto, is seen as utopian for the reason that it has to be globally 
implemented in order to be effective.436  

The debate on formulary apportionment was fuelled by Action 8-10 of BEPS, whereby the further 
scope of work on the use of the profit split method has been the trigger point for some stakeholders 
to departure from the arm’s length principle by the OECD in favour of some sort of formulary 
apportionment methodology.437 Countries, such as, the United States are opposed to the application 
of the formula apportionment internationally but are shifting to a single-factor formula at the domestic 
level.438  

Although the current international system is sometimes criticised for its arbitrary nature, its high costs 
and its vulnerability to manipulation, the OECD rejects the formulary apportionment for the following 
reasons:  

• Difficulty for countries to agree on the same formula, on the same definition of the appropriate 
factors (location of sales, value of assets etc.), which is likely to be weighed according to national 
interests of countries each seeking to maximise their revenue and concerns that different formulae 
may lead to double taxation or under-taxation; 439  
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• The arbitrary nature of the formula, disregarding market conditions, leaving out factors, such as 
intangibles and risk allocation, which are at the core of the BEPS transfer pricing and the risk of 
assigning profits to an entity that would incur losses if it were an independent enterprise; 

• High compliance costs and data requirements, as the formula applies to the entire MNE group 
operating in different jurisdictions with possibly different accounting rules; and 

• Possibility to manipulate the components of the relevant formula for tax avoidance purposes 
(i.e. moving mobile assets when the asset is used as one of the apportionment factors in the 
formula).   

It is argued that a three-factor formula based on capital/assets, workers/payroll and sales would be 
fair for profit allocation but it would necessitate tax cooperation between administrations at a world-
wide level as well as a supranational tax administration, which is regarded as impossible despite the 
Country-by-Country reporting obligations.440 By contrast, adequate enforcement mechanisms could 
be put in place in case of the CCCTB inspired by the EU’s success to develop a fiscal system to finance 
itself through customs duties, VAT levy and Gross National Income (GNI) levy, where national tax 
authorities are responsible for tax collection.441  

Many criticise the fact that formulary apportionment aims at allocating the profit to the place where 
certain economic nexus is located, while such nexus between profit and certain countries is not 
defined and is totally up to the discretion of different States.442 Unitary taxation is also believed to 
drive an artificial distinction between domestic and foreign-based MNEs.443 

It is hard to determine which factors are value-driving and should be included in a global formulary 
apportionment. Although some believe that sales at destination should be included as an income 
producing factor444, others do not consider sales as part of the production factors (wages, assets, land, 
technology, knowledge etc.) 445 The main criticism regarding the inclusion of the sales factor is that it 
doubles the effect of the VAT on destination.   

A third group supports a hybrid form of taxation, similar to the two-factor formula applied in Canada, 
which gives equal weight to sales and labour. Some argue that this approach could be 
disadvantageous for developing countries.446 According to Avi-Yonah, neither the arm’s length 
principle, implying that integrated firms across borders pretend to be separate entities to determine 
intra-company transaction prices, nor the global apportionment on a country-by-country basis make 
sense.447 He believes that profit allocation should not be based solely on sales but also on other 
production factors and suggests a 50-50 split between sales on one hand, and assets and labour, on 
the other. Yet, combining production factors and consumption factors, such as sales, could be also 
problematic.448  

                                                             
440  Dourado (2018), p.570. 
441  Ismer and Jescheck (2017). 
442  Edesten and Almling (2016). 
443  Avi-Yonah (2016). 
444  Llopis (2017). 
445  Andersson (2017). 
446  Schippers and Verhaeren (2018).   
447  Llopis (2017).  
448  Llopis (2017). 



IPOL | Policy Department for Economic, Scientific and Quality of Life Policies 
 

 78 PE 626.078 

Different formulae reflect different political choices as to whether or not to remunerate producing or 
marketing states449 and thus create winners and losers.450 It is impossible to find a perfect formula 
because of design issues as to the set of business income to which an apportionment formula should 
be applied (single apportionment to group-wide income as proposed by the CCCTB or unitary business 
of the group as it is the case in the US), the measurement of the income subject to the formula and the 
factors to be included in the formula.451 Furthermore, the location of assets, labour and sales is 
sometimes difficult to identify.452 

Cottani is of the view that formula apportionment would not capture value created by modern 
businesses better than the arm’s length, as some states omit risks and intangibles in their formula 
apportionment systems. While the author further underlines that formulary apportionment could have 
risks of harmful tax competition or profit shifting depending on the factors, he sees a possibility that 
the arm’s length and formula apportionment may converge eventually in the highly integrated 
businesses.453 At the same time, several unilateral measures in France, Hungary, India, Italy, the UK, 
Australia, US and Israel alongside with the EU initiatives, such as the CCCTB and the new digital 
package,454 show a certain shift towards the recognition of the contribution of market jurisdictions 
towards value creation.455 Especially, developing countries with large export shares in services do 
already base their systems on the destination principle.   

6.3.2. Destination-based Taxation 
The problems and distortions in the unitary formulary apportionment model in the US and the CCCTB 
in the EU led commentators to focus on sales-based apportionment or allocation of residual 
profits,456 which are seen as structural rather than avoidance measures, regardless of their being ‘more 
or less legitimate than origin-based taxation or the CCCTB’.457  

The main arguments for destination-based taxation are:  

• Real economic distortions that can be caused by States wanting to attract R&D activities; 

• The increasing importance of market jurisdictions with customer-based intangibles as a source 
of profit; and  

• Difficulty to stop tax competition with the existing tax system.458 

The virtues of levying the tax at the destination instead of the origin are ‘simplicity, minimal 
distortions on location choices, providing incentives for investments, unbiased treatment of debt and 
equity, and robustness against tax-avoidance’.459   

The destination-based taxation is seen as the only viable solution in the long-term although it is 
generally acknowledged that it would create both losers and winners.460 While a move to a destination-
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basis would not necessarily mean the exclusive application of the destination principle, as in the case 
of the sales-based formulary apportionment and Destination-Based Cash Flow Tax, coherence is key 
to allow for the smooth evolution of the current system in order to give some taxing rights to consumer 
jurisdictions. Advantages of the destination-based taxation would vary depending on the selected 
destination base.461 

Different options for destination-based models are:  

• Sales-based Formulary Apportionment; 

• Residual Profit Allocation; and 

• DBCFT. 

a. Sales-based Formulary Apportionment 

A switch to a purely destination-based principle would mean the elimination of factors of production, 
such as wages and labour, from the formulary apportionment. The sales-based taxation leaves the 
principles of source and residence taxation, which are no longer suited to deal with taxation in a 
digital economy by focusing on the location of the consumer. Income from sale of goods or services 
are accordingly taxed in the market jurisdiction in a similar way to VAT.462 

While a purely production-based formula could lead to a more accurate formula to allocate 
companies’ income, it does not remunerate market states and does not solve the BEPS problems due 
to inefficiency of companies’ decisions about location and investment as well as possibility to 
manipulate production factors for the MNEs. A purely demand-based formula ignores the role of assets 
and labour as income-generating factors but could prove more efficient in comparison to BEPS. At the 
same time, such a destination-based principle may distort economic behaviour because of the uptake 
of online transactions.463 

Many states in the US, Canada and Switzerland opted for an apportionment formula based entirely on 
sales. The destination principle is seen as corporate-tax neutral with the promise to eliminate the 
problem of manipulation of formulae components by MNEs.   

b. Residual Profit Sales Apportionment  

Under the current entrepreneur model, most of the risks are borne in one entrepreneur affiliate and 
other affiliates in the supply chain are treated as if they were doing routine activities and functions. The 
residual profit is attributed to the entrepreneur residing in a low-tax jurisdiction. To reverse the 
situation, the residual profit sales model deems the customer jurisdiction as entrepreneurial affiliate.  

The profit allocation is determined according to traditional transfer pricing cost-plus or return on asset 
methodologies or some other type of apportionment method.464 Routine profits could be allocated on 
a cost plus basis and taxed where the costs are incurred. The remaining profit would be considered 
residual and attributed to the various jurisdictions on the basis of a sales factor.465 

One of the advantages of this formulary apportionment method is that the level of mark-up on costs 
could give disincentives to businesses to move to low-cost jurisdictions.   
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c. Destination Based Cash Flow Tax  

According to the Commission’s Impact Assessment accompanying its proposals on digital taxation, 
‘fundamental reforms, such as destination-based cash flow tax, unitary taxation and residence tax base 
with destination tax rates, would not only fundamentally challenge the international tax system, but 
they also have the potential to address the problems at their roots. They however do not yet seem to 
be a priority of Member States at this stage, who prefer to adapt the current system.’466  

The proponents of a destination-based corporate tax advocate for the overhaul of the ‘flawed’ 
international tax system as it distorts real economic activity, causes efficiency losses, facilitates profit 
shifting, distorts real economic activity and promotes tax competition and imposes high compliance 
costs on business.467   

It is argued that by aligning with consumers, which are relatively immobile factors, the destination-
based cash flow tax could eliminate the disruptive effects of the current international tax system. Such 
a destination-based tax would not require global implementation to be effective, as in the case of the 
global formulary apportionment while bringing an end to tax competition and avoiding a race to the 
bottom, which can be observed by the continuously decreasing corporate tax rates since 1990.468 
Unlike the formulary apportionment, a destination-based tax relying on one factor (either sales or 
shareholders) could be administered in each single jurisdiction without giving rise to double 
taxation.469 

A destination-based tax with border adjustment was advanced by Congress Republicans in the 
US to replace the CIT back in 2016. It is akin to a subtraction-method VAT intended to provide for a 
deduction of the costs of domestic production factors, mostly the compensation of employees.470 The 
basic difference between origin-based CIT and the destination-based tax is that the former applies to 
domestically produced goods and the latter to domestically consumed goods. The proposed tax did 
not get adopted due to national and international lobbying471 but it is speculated that that financing 
requirements could bring it back to the US agenda soon.472 

It is generally acknowledged that focusing on the location of consumers would be complicated in the 
digital sector, as identifying the place of destination in two-sided markets and free usage models 
could be obstructed by the use of the VPN, for instance.473 Moreover, sovereign states may not be ready 
to give up taxing rights according to residence and other places where value is created.   

Whereas the Tax Foundation highlights positive aspects of the DBCFT, such as the elimination of BEPS, 
less transfer pricing manipulation, increased tax revenues, increased focus on investments through 
equity rather than debt and simplification of the tax system,474 Dourado believes that allocation 
between the supply-side and the demand-side, a formula-based transfer pricing regime or another 
type of formulary apportionment would be fairer systems.475 
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Notwithstanding the fact that the border adjustment would offset long-run effects on the trade 
balance,476 temporary advantages would be given to domestic companies at the expense of foreign 
companies considering that the adjustment of exchange rates and prices would require some time for 
taxes to be trade-neutral.477 These asymmetries would lead to a situation where exporters enjoy tax 
reductions while importers face an increase in their tax liabilities, which could be reflected in the resale 
prices.478 A decrease in the trade deficit would cause the currency to appreciate, which could have 
negative effects on domestic consumers. Also, transition costs may be significant.   

Baumann argues that such a tax could also disfavour developing countries that export more than 
they import.479 Others note that Brazil, Russia, India and China (BRICs) are immense markets and would 
greatly benefit from the application of the destination principle480 as well as from a possible 
introduction of a virtual PE by the EU.481 Auberbach et al. consider short-term difficulties, such as the 
treatment of natural resources, the impact on the tax base, non-compliance and weakness of 
administrations, destination-based taxation could pose for developing countries but conclude that the 
gains from escaping the origin-based system, which often means revenue losses due to BEPS-type 
avoidance measures and aggressive tax competition for developing countries, could outweigh these 
short-term difficulties (except in relation to natural resources).482 

The compatibility of the DBCFT with the WTO rules is also questioned. Border adjustment is 
permitted in case of indirect taxes but could violate WTO rules as it could substitute an illicit export 
subsidy. In the short run, before price adjustment occurs, the measure would favour the US domestic 
products.483 Yet, it is unlikely that the issue would be taken to the WTO because of the lengthy dispute 
settlement procedures.484  
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 TAX CHALLENGES AND OPPORTUNITIES FOR ADMINISTRATIONS 
CREATED BY THE COLLABORATIVE ECONOMY AND BLOCKCHAIN 

 

KEY FINDINGS 

• Due to its novelty, ‘taxing sharing earnings have been proven difficult for tax authorities as much 
as for users reporting them in their tax returns’, where reporting control and taxation is rather 
rare. This is partly due to the largely varying types of transactions, which can be categorised as 
‘cash transactions, barter arrangements, cost-sharing arrangements, and gifts and donations’. It 
is argued that compliance is stronger in economies where electronic payments are widely used, 
as the use of cash transactions tends to boost informal economy. 

• Individuals with little experience in tax matters becoming service providers, activities spread 
around multiple markets enabling individuals earn small incomes and new production facilities 
potentially causing degradation of resources, the lack of visibility, the extent of differentiation, 
the inability to design uniform rules for diverse activities, and competitive advantages over 
traditional businesses are major taxation concerns. Moreover, VAT-related issues become 
increasingly problematic because of the difficulty to define the taxable person in relation to 
economic activity and income in the collaborative economy. 

• Many EU countries, including Ireland, the Netherlands, Spain, Belgium, France, the UK, Finland, 
Italy, Denmark, Slovakia and Hungary, adopted specific measures to foster tax compliance. These 
measures focus on awareness raising of tax obligations, cooperating with platforms on 
compliance issues, collecting tax from the platform and BEPS measures in general concerning 
MNEs.  

• Cryptocurrencies and Blockchain technology, on which they rely, are becoming a major source 
for economic diversification and growth in the EU. At the same time, cryptocurrencies are 
suspected to facilitate money laundering, illicit financing, fraud and tax evasion due to their 
unique characteristics, such as the possibility of peer-to-peer cross-border transfer, anonymity, 
mining on private phones and storing in unregulated wallets. 

• Cryptocurrencies also pose challenges for the EU competition policy, as many players are 
operating outside the EU, which makes their surveillance on anti-competitive behaviours 
difficult. The existing rules are not adequate to address such new realities, as the question or 
whether or not cloud mining or smartphone mining cryptocurrencies would trigger a PE and 
give rise to taxation remains unanswered.  

• One major challenge is the different classification of cryptocurrencies as capital assets or 
property, which leads to different taxation rules. The taxation of cryptocurrency also depends on 
whether it is held for business or personal purposes. 

• Currently, cryptocurrencies are regulated differently in various Member States due to their legal 
framework, economies and institutional practices. Moreover, tax reporting requirements differ 
from one country to another regarding cryptoasset disclosure. The EU is working at the G-20 
level to regulate cryptocurrencies and achieve an-EU wide harmonisation on their classification 
and taxation.   

• Thanks to new technologies, tax departments are becoming data managers instead of data 
consumers, actively handling, managing and evaluating tax-sensitive data while moving ahead 
with digital transformation through centralisation, data, and automation.   
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• Blockchain represents an opportunity for tax administrations because of its ability to deliver real-
time information from many layers to a large audience via decentralised, democratic, 
transparent, accountable, and inclusive mechanisms.   

• The role of tax professionals will also undergo a transformation thanks to robotics and AI, leading 
to automisation of some of their work, such as preparation of tax returns and advisory roles. 

 

Due to their novelty, collaborative economy and Blockchain may exacerbate current and future 
challenges posed by the digital sector while providing new opportunities for tax administrations.485 

7.1. Tax Challenges posed by the Collaborative Economy 
The fast-growing collaborative economy is expected to reach USD 335 billion by 2025.486 The 
collaborative economy is defined by blurred lines between users-providers-platforms and consumers-
businesses-intermediaries, two-sided markets and tri-partite transactions, differences between pure 
sharing, and commercial platforms.   

Multi-sided platforms facilitate transactions, which occur outside traditional business structures, such 
as online marketplaces. There are a variety of platforms ranging from durable goods, intangibles and 
investment goods, to online labour market and crowdfunding.487 Uber, Airbnb, BlaBlaCar and Handy 
have become prominent platforms where individuals are put in touch with their peers who can match 
their need for certain goods and services.   

The OECD’s report on shadow economy of 2017 highlights that the growth of the digital economy and 
the emergence of new technologies could lead to new informal economy activities.488 According to the 
IMF, ‘Sharing economy suppliers of short-term property rental services or labour services may be 
informal, i.e., unregistered and untaxed’.489 Due to its novelty, ‘taxing sharing earnings have been 
proven difficult for tax authorities as much as for users reporting them in their tax returns’, where 
reporting control and taxation is rather rare.490 This is partly due to the largely varying types of 
transactions, which can be categorised as ‘cash transactions, barter arrangements, cost-sharing 
arrangements, and gifts and donations’.491 It is argued that compliance is stronger in economies where 
electronic payments are widely used, as the use of cash transactions tends to boost informal 
economy.492  

According to the Norwegian Sharing Economy Committee, tax challenges related to the 
collaborative economy are as follows: Individuals with little experience in tax matters becoming 
service providers, activities spread around multiple markets enabling individuals earn small incomes 
and new production facilities potentially causing degradation of resources. The lack of visibility, the 
extent of differentiation, the inability to design uniform rules for diverse activities, and competitive 
advantages over traditional businesses also cause taxation concerns,493 threatening to weaken tax base 
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if the collaborative economy is not regulated and where activities shift from traditional to collaborative 
economy.494   

Moreover, issues related to distortion and state aid may arise when the collaborative economy pays 
lower taxes through tax relief measures, special tax regimes, non-payment of social contributions or 
benefits from competitive advantages over traditional sectors (i.e. transportation and hotel industry).495   

The interaction of the collaborative economy with the labour law is equally important for taxation 
purposes. Whether workers of an online taxi, car transportation or food delivery mobile app, in which 
drivers use their own vehicles, are considered employees or self-employed independent contractors is 
unclear, as is their treatment for tax purposes.496 VAT-related issues become increasingly problematic 
because of the difficulty to define the taxable person in relation to economic activity and income in the 
collaborative economy.497 

Possible ways to address tax challenges in the collaborative economy could be awareness raising of 
tax obligations, cooperating with platforms on compliance issues, collecting tax from the platform and 
BEPS measures in general concerning MNEs. Moreover, compliance could be enhanced by information 
exchange and modernisation of the legal framework.498   

While some are convinced that taxing the collaborative economy could be realised within the existing 
income tax and capital gains tax laws, others start introducing tailored regimes,499 sometimes taking 
advantage of new technologies provided by the collaborative economy to increase tax compliance.500 
Many EU countries adopted specific measures to foster tax compliance. These include Ireland, the 
Netherlands, Spain, Belgium, France, the UK, Finland, Italy, Denmark, Slovakia and Hungary.   

For example, Ireland set up a sharing economy tax centre.501 In the Netherlands, Amsterdam 
Municipality signed a contract with Airbnb that resulted in Airbnb’s collecting the city’s tourism tax on 
behalf of service providers. In a similar way to the Amsterdam Municipality, some US states collaborate 
with platforms on data reporting on transactions and tax collection, which increases tax compliance.   

In Italy, a general legal framework targeting the collaborative economy was established that obliges 
platforms to register. Income earned up to EUR 10,000 within the scope of the collaborative economy 
must be declared as it will be subject to a 10% withholding tax to be collected by platforms.502  

In France, a system of voluntary and automatic tax collection is in place since 2015 for Airbnb and other 
rental platforms, which are required to calculate, collect and remit hotel and occupancy taxes from 
every booking. In Spain, the Catalan government makes hotels and tourist apartments subject to a 
license fee. 

Other countries take radical measures developing new tax reporting tools by making online platforms 
responsible for information reporting to tax authorities.503 For instance, Estonia and Lithuania started 
a partnership with Uber with the intention to develop new platforms for submitting individual 
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providers’ tax returns electronically. In Belgium, digital platforms are also required to send necessary 
information to tax authorities in the same way employers do for their employees. This allows to reverse 
the fiscal information stream, as platforms are better suited to do the task.   

Australia, on the other hand, is set to tax sharing earnings on an equal footing of other businesses and 
requires individuals to keep records of income earned by such activities plus any allowable deductions 
by accurately separating business from personal expenses.    

The UK and Canada embarked on developing interactive tools (online calculators and mobile apps) 
to guide sharing economy users to better report their tax obligations in order to enhance their 
compliance.   

If sharing earnings are sufficiently law, they could be subject to exemptions, as in the case of the UK 
and Belgium. In the UK, annual allowances of 1000 Great Britain Pound (GBP) were introduced for 
trading and property income of individuals. The former applies to certain income derived from assets 
or services.504 In 2016, Belgium set a minimum threshold above which the sharing earnings will be 
subject to a one-time withholding tax of 20% after the deduction of a 50% lump sum expense, leading 
to an effective rate of 10%.505 

The introduction of a withholding tax is encouraged by the OECD for the facilitation of tax collection 
in the collaborative economy. Yet, they are imposed on gross amounts and could overtax payers if their 
expenses are significant. Therefore, such taxes are typically imposed on passive income, covering 
dividends and interests. In the sharing economy the deductions are likely to be low. Hence, it could 
eliminate the mixed use of assets stemming from the need to apportion personal and business 
expenses. Another argument in favour of withholding taxes are that they are at a proportional rate and 
allow for appropriate peer-to-peer lending. Yet, some foreign companies could still be asked to have a 
PE in a country to act as withholding agents.506 

7.2. Tax Challenges posed by Blockchain  
Cryptocurrencies and Blockchain technology, on which they rely, are reshaping global cross-border 
financial connectedness and its increasing ability to automate cognitive tasks given their borderless 
and intangible nature. They are becoming a major source for economic diversification and growth 
in the EU with many EU countries easing their Foreign Direct Investment policies to attract technology 
companies, including from the US to develop their infrastructure and to drive innovation.507 For 
instance, the EU Blockchain Observatory Forum is advised by a US Blockchain production studio and 
many EU financial institutions are testing Blockchain technology for financial operations, as it is widely 
believed that virtual currencies are the future.   

At the same time, cryptocurrencies are suspected to facilitate money laundering, illicit financing, 
fraud and tax evasion due to their unique characteristics such as the possibility of peer-to-peer cross-
border transfer, anonymity, mining on private phones, and storing in unregulated wallets.508 
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The existing rules are not adequate to address new technologies as such, as the question of whether 
or not cloud mining or smartphone mining cryptocurrencies would trigger a PE and give rise to 
taxation remains unanswered. The same question is valid for cross-border withholding taxes, which 
may or may not apply to cryptocurrencies.509 

Cryptocurrencies also pose challenges for the EU competition policy, as many players are operating 
outside the EU, which makes their surveillance on anti-competitive behaviours difficult. In this regard, 
it is important to note that the EU Anti-Trust Mechanism, which is monitoring crypto-businesses, has 
no ongoing investigation.510 

One major challenge is the different classification of cryptocurrencies as capital assets or property, 
which could lead to different taxation rules. The UK, for instance, treats virtual currencies, such as 
Bitcoin, as property. This causes accounting challenges for every day cryptocurrency transactions as 
each time a purchase is made with the virtual currency, gain or loss has to be recognised. The taxation 
of cryptocurrency also depends on whether it is held for business or personal purposes.511 

Most Member States evaluate Bitcoin exchange under the supply of services stipulated in the VAT 
Directive and exempt cryptocurrencies from VAT due to lack of a legal definition but a future G-20 
agreement could harmonise their characterisation for taxation purposes. The EU is working at the 
G-20 level to regulate cryptocurrencies and to achieve an-EU wide harmonisation on their classification 
and taxation. The EU’s Capital Markets Union and EU’s financial single market plans may help fulfilling 
this goal.    

Currently, cryptocurrencies are regulated differently in various Member States due to their legal 
framework, economies and institutional practices. Moreover, tax reporting requirements differ from 
one country to another regarding cryptoasset disclosure. For example, cryptocurrencies in offline 
wallets are not expected to be declared in Spain as they are deemed to be located outside of Spain, 
which differs from legislation in other Member States. In general, a cryptocurrency exchange platform 
could be considered as a financial institution for CRS purposes to harmonise reporting.512 

Extending current financial and tax laws to Bitcoin may combat its anonymity, reducing criminal 
activity and price volatility in the market. It is essential to bring it under the anti-money laundering 
laws and to provide a uniform classification of Bitcoin as currency.513 In this context, the work of the G-
20 Financial Action Task Force on AML, concerning cryptoassets to mitigate concerns over security, 
consumer protection and financial crime, is important and could influence the BEPS framework.514  

The challenge posed to AML rules concerning fraudulent situations related to cryptocurrencies515 
could be tackled by establishing a new body to counter money laundering in the EU or giving more 
competencies to the European Banking Authority to tackle the issue. A diverse approach to cryptoasset 
categorisation, taxation and reporting at an income tax, VAT and international level among Member 
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States, may add to excessive tax burdens to cross-border cryptoasset transactions that may complicate 
implementing cross border pan-European Blockchain platforms.516   

Lack of implementation and cooperation in the area of AML is another challenge regarding 
cryptocurrencies. In response to this, some States are calling for a regulator at the EU level while others 
prefer to empower already existing EU financial regulators. 517 

7.3. Tax Administrations Going Digital  
There is a major shift in the tax enforcement landscape by new digital tax administration 
requirements. Tax departments are becoming data managers instead of data consumers, actively 
handling, managing and evaluating tax-sensitive data as exemplified by Germany’s taxonomy project 
for electronic standardisation of all German book/tax differences, which obliges tax payers to submit a 
fully standardised tax basis balance sheet and tax income statement (E-Bilanz) in machine-readable 
format to authorities.518 

Tax departments that are moving ahead with digital transformation focus on several key 
opportunities: Centralisation, data and automation. Centralisation in physical locations (shared service, 
global business services) or virtual centres of excellence is likely to facilitate tax compliance and help 
address tax risks, through increased quality, enhanced value, greater transparency and lower costs. 
Improving data governance, data management and quality is also key to assess gaps and duality issues 
in current data sources. Automation and AI could reveal many insights and improve tax operations, 
planning and reporting.   

Although it is costly, the Robotic Process Automation is an emerging software capability that 
captures and interprets data from other software applications for the purpose of transaction 
processing, data manipulation and communication across multiple IT systems.519 Open government 
data (the publication of machine-readable data by public entities) is becoming the default approach 
for governments as an effort to ensure that it is available for business, civil society and the public at 
large.520 

New technologies do not only represent challenges but also opportunities for tax administrations, 
which could digitalise their operations to ensure tax compliance and enforcement. This could be 
achieved in five steps: E-filing (standardised electronic forms for filling tax returns) e-accounting (e-
invoices and similar data in an electronic format), e-matching (cross-referencing with accounting, bank 
and source data), e-auditing (electronic audit assessments) and e-assessment (assessments without tax 
forms by use of Blockchain technologies etc.)521 Yet, the fifth step is only exploited by a small number 
of countries. Blockchain allows a direct peer-to-peer exchange of value and reduces transaction costs. 
It keeps records on transparent and immutable ledges accessible to everyone, thus eliminating the risk 
of fraud.522 Blockchains can reduce tax fraud by ‘increasing transparency and integrity, real-time tax 
administration and tracing’.523 

The potential of digitising tax administration is being exploited by new solutions, such as SAF-T in 
Europe or real-time invoicing in Brazil. For compliance and efficiency matters, tax administrations seek 
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to gather and analyse information digitally. Digitalisation could also make tax payments easier and less 
time-consuming.   

Blockchain is a promising technology because of its ability to deliver real-time information from many 
layers to a large audience. Hence, it could be also seen as an opportunity for tax administrations, as its 
decentralised and democratic order is embedded in ‘transparency, accountability and inclusiveness 
mechanisms’.524 According to WEF, the average expectation is that in 2023-2025 governments could 
start collecting taxes using Blockchain.525 Payrolls are digitalised in most countries but each 
government institution involved holds its own register, duplicating data. Blockchain could eliminate 
this flaw by smart contracts that fully automate the process.526 Blockchain could be also used for 
transfer pricing, by tracking accounting systems to the transaction level, improving the substance over 
form approach and providing information to auditors anywhere in a network with trustworthy records. 
Smart contracts would assist the accounting systems of MNEs to be autonomous and automated.527  

The role of tax professionals will also undergo a transformation. A new breed of professionals highly 
skilled in science, technology, engineering and mathematics will emerge to enhance tax operating 
model strategy and transformation plan.528 Moreover, tax professionals would be also affected by 
technology, as some of their work, such as preparing tax returns and advisory roles, could be taken over 
by robotics and AI in the future.529  
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 IMPACT OF DIGITALISATION ON INDIRECT TAXATION  

  

KEY FINDINGS 

• The ever-growing e-commerce based on remote selling poses a threat to indirect tax 
revenues, as non-residents fall outside the consumption tax system. To address these 
challenges, the OECD’s Action 1 Report recommends that countries apply the principles of 
the OECD’s VAT/GST Guidelines, which allocate the VAT taxing rights to the destination 
country regarding the digital taxation of e-commerce activities.   

• Contrary to the expectations that the implementation of the reverse charge system allowing 
the market jurisdiction to collect VAT would result in more efficiency in the area of indirect 
taxation, businesses complain that inconsistent global VAT/GST rules and non-existent 
double tax agreements in VAT matters contribute to uncertainty, add administrative burdens 
and increase potential issues of double taxation. 

• While many focus on the cost of lost revenues, VAT fraud has significant costs such as 
‘distorted competition, taxpayer inequity and the funding of organised crime’, posing 
enforcement issues for indirect taxation. 

• Traditional value chains are disappearing with the emergence of new technologies, such as 
3D printers, collobarative economy and cryptoassets, creating uncertainty on whom the VAT 
burden would fall, whether a person could be taxed as if he/she was an enterprise, whether 
or not VAT would be chargeable in peer-to-peer structures involving no identifiable 
remuneration, which value the VAT would be based on and how it should be charged.   

• Several jurisdictions, including the UK, US, China, Saudi Arabia, Kuwait, Israel, Taiwan, Turkey, 
Australia and Japan started levying VAT taxes to capture services provided over the Internet. 

• The current EU VAT system puts EU businesses at a disadvantage, as non-EU suppliers are not 
obliged to pay VAT while constituting a burden for SMEs. Moreover, tax returns and 
settlements are calculated over a fixed period and calculations are based on actual 
transactions but rather arbitrary dates. Therefore, governments have difficulties to track VAT 
payments, resulting in various forms of fraud. The current system is also criticised for focusing 
on goods and not keeping up with the increasing services sector in the digital era. 

• To address these pitfalls, the EU recently adopted new rules on B2C electronic commerce 
based on the destination principle, which will enter into force in 2019. On 25 May 2018, the 
EU published a proposal to amend the VAT Directive by a Definitive VAT System for B2B, 
applicable in 2022. Accordingly, the cross-border trade of goods will be treated as a ‘single 
taxable supply’; VAT registration will be effectuated through a uniform online portal in any 
EU Member States; and the seller will charge VAT at the destination state. 

• The new VAT rules are expected to cut down fraud, simplify procedures and ensure equal 
treatment of inter-community and national purchases of goods. While providing a level 
playing field for e-commerce suppliers, offering simplification and increasing compliance for 
suppliers and platforms outside the EU, the new rules could adversely affect carriers and 
postal operators. Yet, the vendor collection model has its weaknesses as reliance on 
intermediaries could lead to complexity, double-or non-taxation and legal uncertainty.   

• Blockchain technology could eliminate administrative burden, conducting transactions real-
time by use of smart contracts, reduced risk of fraud due to real time checks and verifications 
and high speed of money transfer. It could be also used to enhance VAT collection.   
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Digitalisation is also transforming trade with fast-expanding e-commerce. The value of digital trade is 
estimated to rise to about USD 1 trillion by 2020, reaching one third of all B2C transactions 
worldwide.530 Historically, VAT was based on the location of supplier as it was assumed that the supplier 
and customer would be based in the same country. Today, customers can shop online from remotely 
located suppliers, which threatens indirect tax revenues and complicates tax collection, as non-
residents fall outside the consumption tax system.531 The ever-growing e-commerce based on remote 
selling and characterised by consumer preferences, the low barrier to enter a market, operational 
efficiency, and a growing services economy are posing serious tax challenges.532  

8.1. OECD’s Response to Indirect Tax Challenges  
In the area of indirect taxation, tax challenges generated by e-commerce under OECD’s Action 1 were 
summarised as follows: 

• Remote digital supplies to business in a jurisdiction giving full deduction rights with internal 
(branch to branch) recharge to an exempt business; 

• Under-declared VAT on B2C supplies; 

• Understatement of value of low-value imports; and 

• Inappropriate use of thresholds.533 

To address these challenges, the OECD’s Action 1 Report recommended that countries apply the 
principles of the OECD’s VAT/GST Guidelines,534 which allocate the VAT taxing rights to the 
destination country regarding the digital taxation of e-commerce activities. The guidelines suggest 
that the supplier registers, collects, and remits VAT according to the rules of the customer 
jurisdiction.535   

As indirect taxes represent a major source of revenue for states, authorities agree on the need of a 
reform to protect tax revenues corresponding to some internal pressure. At the same time, society, 
NGOs, and lobbies exert external pressure for reform. Unlike corporation tax measures, which were 
conservative with the objective of preserving the status quo by adopting mainly national and 
international anti-avoidance measures, addressing the symptoms and not the cause of tax avoidance, 
such pressures resulted in a bold and innovative approach with regards to VAT. This probably explains 
the wide acceptance of the OECD’s soft law in International VAT/GST Guidelines, which were endorsed 
by 100 countries.536   

In addition, Merkx argues that BEPS Actions would have a side effect on VAT, as the changes to the 
PE status would incline businesses to change their business models, with important implications in the 
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VAT area regarding the tax amount, reporting and invoicing obligations, place of supply changes, 
import duties, and import VAT.537  

Contrary to the expectations that the implementation of the reverse charge system, allowing the 
market jurisdiction to collect VAT, would result in more efficiency in the area of indirect taxation,538 
businesses complain that inconsistent global VAT/GST rules and non-existent double tax agreements 
in VAT matters (except for the EU Directive) contribute to uncertainty, add administrative burdens, and 
increase potential issues of double taxation.539 

Critics highlight the discrepancies of the destination principle, suggesting alternative solutions, 
such as ‘follow the money approach’, to align taxes with payments. However, this approach would need 
a means to determine the location of the consumer.540  

8.2. Indirect Tax Challenges posed by New Technologies 
Traditional transaction chains are disappearing with the emergence of new technologies, such as 3D 
printers. The final product could be produced at the buyer’s premises, even though the design can be 
made in other places, which makes the determination of the location of value creation hard. 
Questions arise as to where the value is derived from, who owns IP and how to capture the full value of 
a 3D sale because of the intangible nature of the product.541 

This creates uncertainty on whom the VAT burden would fall, whether a person could be taxed as if 
he/she was an enterprise, whether or not VAT would be chargeable in peer-to-peer structures involving 
no identifiable remuneration, which value the VAT would be based on, and how it should be charged.   

The digital economy also has a huge impact on the methods developed for VAT fraud.542 While many 
focus on the cost of lost revenues, VAT fraud has significant costs such as ‘distorted competition, 
taxpayer inequity, and the funding of organised crime’, posing enforcement issues for indirect 
taxation.543 

The artificially increased input costs, fake invoices and the possibility to obtain refunds of input VAT in 
the absence of a compensation with output VAT present major risks for tax collection. Sale 
suppression is another type of fraud affecting VAT on output, which is technology-assisted. For 
instance, add-on programs automate sales suppression, produce financial report updates by deleting 
and modifying data, and ensure compliance between purchase records and sale records.   

A new French regulation has as an objective to capture this type by use of an accounting software, 
which is unchangeable. Similarly, cash management systems prevent the installation of add-on 
programs. Yet, even these high-tech regulatory systems can be cracked.   

Another issue is the VAT returns. A small e-commerce seller could be burdened by a customer 
returning a good, as the seller would have to pay the full amount including the VAT and could face long 
delays before receiving a return.  
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In addition to cryptocurrencies, the collaborative economy poses VAT challenges for the main reason 
that it is hard to determine the value of a performance in the absence of a monetary consideration.544 
Platforms are made more and more responsible for remitting VAT taxes on any fees or commission 
charged for their intermediation services. When the platform is considered to employ the providers, it 
faces tax obligations as an employer.545 Yet, platforms are not technically ready to collect VAT. Alibaba, 
Etsy and eBay, for example, do not own or sell goods but merely connect buyers and sellers, which 
raises doubts about on whom the liability will fall to collect taxes for goods sold on third party 
marketplaces. Another issue is the difficulty to differentiate between indirect and direct e-commerce 
cases.546   

8.3. Indirect Tax Measures targeting the Digital Sector 
More and more jurisdictions are levying VAT taxes to capture services provided by an electronic agent, 
electronic communication or over the Internet, which account for an ever-increasing share of tax 
revenues. This may be attributed to the low perception costs due to the invisible nature of VAT and 
their relatively easy imposition.547 The fact that corporate tax rates are steadily declining, may also lead 
governments to raise their VAT rates to project their tax revenues. One of the drivers of BEPS was the 
politician’s need to justify why consumers were paying higher VAT rates, while businesses were paying 
less and less tax while exploiting more and more loopholes.548 

8.3.1. The UK 

In the UK, online marketplaces led to growth in overseas sellers, which do not register for VAT, and 
‘disappear’ as soon as they are identified by tax authorities only to return in ‘another guise’. In the UK, 
online retailers are said to be profiting from VAT fraud by ignoring the presence of overseas sellers who 
sell products into the UK without paying VAT. Failing to prevent the facilitation of both domestic and 
foreign tax evasion was made a criminal offence in the UK.   

The VAT evasion caused by overseas sellers having no PE status in the UK was addressed by new rules 
introduced by the UK’s HMRC. Consequently, online marketplaces were made liable for VAT unpaid 
by UK sellers. All overseas sellers were requested to appoint a UK VAT representative. Requiring online 
marketplaces to monitor and police their sellers led to a ten-fold increase in VAT registration 
applications from overseas sellers in 2016.   

In 2017, new VAT rules were introduced to oblige sellers to show their VAT registration numbers on 
the online marketplaces they use. Online marketplaces were charged with the responsibility to 
implement checks on their sellers (checks on the VAT number and the location of the seller as well as 
previous record of removal from the marketplace) and report if sellers fail to comply with the UK VAT 
law. Ensuring that marketplaces cannot avoid the tax by changing their legal form temporarily to 
become the owner of the third-party product and classification as an e-retailer is key. 

In addition, fulfilment houses and warehouses used by overseas sellers to distribute goods are also 
expected to play an active role by registering for a new due diligence scheme to ensure VAT was 
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properly paid by overseas sellers. Non-compliance by businesses could result in monitory penalties, 
criminal conviction, and loss of right to trade.549 

The collaborative relationship between the HMRC and online marketplaces could be further 
enhanced by an agreement showing commitment to tackling VAT evasion to which marketplaces are 
expected to sign up. The HMRC plans to publish the names of the cooperative marketplaces in a public 
list.550 

8.3.2. The US  

At present time, Internet sellers in the US have to comply with a variety of tax collection regimes551:  

• Economic nexus models that impose sales tax collection duties on retailers that rise above a 
specified sales threshold;  

• Colorado-style notice/reporting regimes that require retailers to alert customers to their tax 
liabilities; 

• Marketplace provider provisions that require Amazon-type sellers to collect sales tax on third-
party transactions conducted on their platforms; and 

• Cookie nexus regulations, which require online vendors to collect state sales tax if they have 
property interests in or use in-state apps and cookies.   

The Online Marketplace Seller Voluntary Disclosure Initiative was established in the US to allow 
third-party marketplace sellers using platforms to collect and remit sales and use taxes in participating 
states.552 To give an example, Amazon collects and remits sales taxes in all states that impose one when 
selling its own inventory but it does not require third-party sellers on its marketplace platform to collect 
state sales taxes as of 2017. For those sales that make up to about half of the company’s volume, 
Amazon says the third-party vendors bears the collecting responsibility. However, it started collecting 
sales and use taxes on behalf of third-party sellers in Washington and Pennsylvania553 and will be soon 
collecting taxes on sales in Minnesota and Rhode Island.554  

8.3.3. China  

In April 2016, China introduced new regulations to make e-commerce platforms responsible for 
collecting indirect taxes from online trades. There are some enforcement issues which China intends 
to address through changes to both the corporate income tax and VAT. There is a possibility that China 
adopts a point-of-sale tax collecting system to ensure that when customers buy goods online, the 
requisite VAT is diverted directly to the tax authority. The country also declared its intention to adopt a 
revised PE. The import of retail goods through e-commerce will be subject to customs duty, VAT and 
consumption tax.555 To fight the VAT fraud, China adopted the Golden Tax System, a central VAT 
monitoring database of invoice data using encryption technology, which notifies administrations in 
real-time of transactions between sellers and buyers. Automated authentication of invoices and a 
centralised invoice matching clearing system allows for the detection of fake invoices and rejection of 
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VAT refunds and deduction claims. Within the OECD, China is playing a major role to find consensus in 
taxation of digital economy in line with the principle of neutrality (traditional and digital economies) 
and the rest of the Ottawa principles.556 

8.3.4. Saudi Arabia and Kuwait  

Saudi Arabia ratified the Gulf Cooperation Council VAT framework and introduced VAT on 1 January 
2018 on the basis of the destination principle.557  

8.3.5. Israel  

Non-resident suppliers of digital services that carry out substantial business in Israel must register 
and account for VAT in Israel.558 

8.3.6. Taiwan 

Taiwan amended its VAT legislation so that foreign business that supply digital services (video 
gaming streaming, image downloads etc.) to Taiwan residents have to register for VAT in Taiwan, file 
VAT returns and, pay VAT. It is the responsibility of the digital service supplier to collect and remit the 
VAT.559 

8.3.7. Turkey  

In an attempt to increase its tax revenues, Turkey also introduced an 18 % VAT for digital services 
offered to individuals by foreign companies residing abroad as of January 2018.560 The extension of the 
registration requirement for VAT to non-resident digital service suppliers561 could have potentially 
disruptive tax treaty implications.562 

8.3.8. Australia  

Australia has a goods and services tax of 10% on the cross-border supply of digital products to 
Australian consumers, which a non-resident company must register for.  

8.3.9. Japan  

Japan introduced a consumption tax on digital services provided to Japanese services, which 
operate through a reverse charge mechanism for B2B services. The businesses receiving the digital 
service have the obligation to pay. Other countries in Asia, such as Korea and New Zealand, also took 
steps to collect VAT on cross-border digital trade.    
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8.4. EU Measures in the Area of Indirect Taxation  
Unlike the corporate tax, VAT bases are harmonised in the EU. 0.3% is levied on each Member 
States’ VAT base (apart from Germany, Sweden and Netherlands which provide some funding for the 
EU), which goes to the EU’s own resources. The new EU budget called for a more streamlined system 
with higher transparency and accountability.563 

The EU introduced a simplified compliance regime in 2015, following the OECD recommendations, 
which resulted in an excess of EUR 3 billion.564 Certain telecommunications, broadcasting and 
electronically supplied services are taxed according to the destination principle, where the customer is 
located. The MOSS (Mini One-Stop-Shop) allows such suppliers to register in one jurisdiction thereby 
obviating the need to register for VAT in each Member State in which it has customers.   

In December 2016, a proposal on a reverse charge mechanism was put forward by the Commission 
to fight against non-remitted VAT by operators, making the purchaser remit to the authorities. Yet, an 
agreement has not yet been reached in the Council.565  

The European Commission is in the process of reforming the VAT system following the VAT Action Plan 
of 7 April 2016.566 The new definitive single EU VAT area will be based on four cornerstones: Tackling 
fraud, One-Stop-Shop, greater consistency and less red tape.567 

The Commission aims at modernising VAT for cross-border B2C e-commerce, including the extension 
of the MOSS regime. The Commission created a VAT portal, a simplified tool for VAT compliance that 
enables the collection of VAT in the state of the final consumer, which will be implemented in 2018-
2021.568 As of 2021, the MOSS regime will be extended to cover intra-Community sales of goods to 
non-taxable persons. The deadline for submitting VAT returns will be extended and corrections will be 
possible in subsequent returns.   

On 5 December 2017, the EU adopted new rules on B2C electronic commerce, which will enter into 
force in 2019. Accordingly, taxpayers are expected to collect and remit in the country of destination. As 
of 2019, simplifications for sales of digital services to consumers will be made as businesses having a 
turnover below EUR 10,000 would be able to pay their VAT at the country of origin. A second measure 
will apply to EU suppliers with a turnover below EUR 100,000, which will be able to provide only one 
piece of evidence instead of two to determine the location of the consumer. Non-EU suppliers with EU 
VAT will be able to use a non-Union scheme, where home country rules could be used for invoicing.569 

EU distance sales thresholds of EUR 35,000 or EUR 100,000 are going to be replaced by a Community 
annual threshold of EUR 10,000. Over this threshold, taxation will be made at the destination rate.   
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In the case of imported goods with a value exceeding EUR 150 a full customs declaration will be 
required. Marketplaces, facilitating the sale of distant goods will be liable for VAT, while being 
recognised as commissionaires, who bought and now are selling products on their platform. 570 

On 25 May 2018, the EU published a proposal to amend the VAT Directive by a Definitive VAT system 
for B2B, applicable in 2022. The cross-border trade of goods will be treated as a ‘single taxable supply’ 
and VAT registration will be effectuated through a uniform online portal in any EU Member State. The 
seller will charge VAT at the destination state.571 

8.4.1. Evaluation of the New VAT Measures in the EU 

Under the present system, goods are split into two transactions, which are both reported by the 
purchaser: A VAT-exempt sale in the country of origin and taxed purchase in the country of destination. 
This puts EU businesses at a disadvantage, as non-EU suppliers are not obliged to pay VAT. Moreover, 
it puts an additional burden on SMEs. On the other hand, tax returns and settlements are calculated 
over a fixed period and calculations are based on actual transactions bur rather arbitrary dates. 
Therefore, governments have difficulties to track VAT payments, resulting in Missing Trader Intra-
Community Fraud (MTIC), Missing Trader Extra-Community Fraud (MTEC) and carousel fraud.572 The 
current system is also criticised for focusing on goods and not keeping up with the increasing services 
sector in the digital era. In addition, some see the EU’s VAT system as an impediment to national 
solutions, as common rules on VAT have to be followed.573 

The amendments to the EU VAT Directive proposed on 25 May 2018, based on the destination 
principle, reverse charge mechanism and deeming provision, where the supplier acts on behalf of the 
initial supplier of services for taxation purposes,574 are expected to cut down fraud, simplify procedures 
and ensure equal treatment of inter-community and national purchases of goods575 by eliminating VAT 
exemptions in intra-Union cross-border trade.576 On the downside, the new rules could adversely affect 
carriers and postal operators. Some double taxation concerns have been voiced, especially regarding 
the cases, where non-EU suppliers comply with the new rules for remote sales from outside the EU 
without applying OSS, in which case, they could pay both for import VAT and VAT on distance sales.577  

Possible difficulties regarding the proposed B2B provisions include customers not having a VAT 
number, who could be treated as private customers not being subject to taxation. Besides, there is no 
real-time verification of EU VAT numbers, except for the VAT Information Exchange System (VIES), 
which is seen as insufficient and thus could give way to legal uncertainty. Moreover, customers self-
declaring their location could end up having multiple locations. On the other hand, the deeming 
provision, established by the concept of the ‘Certified Taxable Person’ can be rebutted when the initial 
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service provider is explicitly declared as the supplier by the taxable person taking part in the supply by 
contracts.578 

When it comes to the responsibility to collect taxes with the seller, it shall be considered that the 
vendor collection model has its weaknesses as reliance on intermediaries could lead to complexity, 
double-or non-taxation and legal uncertainty. It remains to be seen whether the EU VAT system is ready 
for such a drastic change in the short-and long term.579 Alternative ways, such as turning to the 
customer, who is within jurisdictional reach, could also be considered but like vendor collection 
models, customer collection models have their shortcomings.580  

Another option could be real-time securing of VAT, known as split payment mechanism, where the 
VAT is invoiced by the supplier but paid by the recipient of the invoice in B2C type businesses. It uses 
technology to identify and collect any VAT due and could be even coordinated with an automated 
system using Blockchain. Such an automated system of auditing in real-time would permit to cross-
check VAT audits at each level of the goods lifecycles and a rapid detection of VAT leakages. Yet, it is 
costly for businesses and authorities.   

Negotiations are ongoing in the Council on a reverse charge mechanism, under which VAT is remitted 
to the tax authorities by the purchaser. Reservations are manifold regarding such a measure, as it 
implies moving away from the traditional VAT system and departing from a fractional payment. In any 
event, as the consumers could be hardly relied on for self-assessing and remitting, the changes would 
likely be restricted to B2B situations. 

Past attempts to improve the VAT system through intra-Community transaction reporting, cooperation 
between Member States and destination regime to ensure fair and comprehensive taxation are seen 
as a failure by some, who highlight the emergence of a digital strategy seeking for technology-based 
solutions.581 With the new technologies, one is likely to see the proliferation of SMEs ‘born global’ 
rather than requiring the traditional path from local to global reach. The tax landscape shall adapt 
accordingly.582 

In the EU, average VAT compliance cost was on average EUR 8000 per market, which causes a big 
burden for SMEs. Hence, policy regarding VAT should focus on low compliance costs in addition to 
minimum sales exemption threshold, fast, cost-effective and data-driven VAT systems, involvement of 
industry to avoid burdens and market distortions all by promoting free flow of data across borders to 
enable digital trade to flourish and local SMEs to benefit from global marketplace.583  

Blockchain technology could eliminate administrative burden, conducting transactions real-time by 
use of smart contracts, reduced risk of fraud due to real time checks and verifications, and high speed 
of money transfer.584 It could be also used to enhance VAT collection. In Brazil, for instance, electronic 
invoices are mandatory and are received by tax authorities in real-time. European countries, such as 
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Hungary, also decided to use real-time reporting solutions starting this year. Poland is also planning to 
produce electronic reporting based on the OECD’s Standard Audit File for Tax (SAF-T).   

The Digital Invoice Customs Exchange was designed to facilitate the EU to reform its VAT Information 
Exchange System by allowing for an automated and immediate exchange of invoice data. Digital 
signatures are placed on e-invoices and encrypted data is submitted to databases that match 
transactions. Customs exchange is the second element of the system. Some believe that Blockchain 
could be a better option, as taxes are reliant on centrally based ledgers on both domestic and EU level.  

As VAT is prone to fraud, Blockchain could be the solution to VAT problems with its real-time and 
consensus-based mechanism prior to issuing an invoice. There would be a ledger for every traded good 
and service and verified transactions would be added to the Blockchain irrevocably.585 However, with 
the CbCR becoming available by tax administrations,586 such a decentralisation would create a 
disadvantage, as data possessed by governments are sensitive and obstacles could be presented due 
to data privacy, protection and security.587 The lack of intermediary or key master is also a source of 
concern because of the threat that a user could be permanently locked out of the network if he/she 
loses his/her private key. Finally, the right to be forgotten is not possible as deletion is not an option in 
Blockchain technology.588 

A good example to the fight against tax fraud is China’s Golden Tax System. This central VAT 
monitoring database of invoice data uses encryption technology, notifying administrations in real-time 
of transactions between sellers and buyers. Such technology-focused policy options could be 
considered in the EU notwithstanding the fact that the system does not produce a solution for VAT 
missing on output or invoices containing misleading information. An anti-VAT fraud European Public 
Prosecutor’s Office, which will be in operation this year, could further investigate and prosecute 
criminal cases affecting the EU budget, such as cross-border VAT fraud.589  
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 CONCLUSIONS AND POLICY RECOMMENDATIONS 
Rapid digitalisation of the economy, new business models and the challenges they pose to the 
international tax system 

The digital economy is expanding at a tremendous pace while the entire economy is being 
digitalised. The scale of and pace of digitalisation coupled with aggressive tax planning schemes to 
shift profits to low-tax jurisdictions by Multinational Enterprises (MNEs), which was put under the 
spotlight by Luxembourg Leaks (LuxLeaks), Panama Leaks and Paradise Papers, is putting pressure on 
tax administrations to ensure fair taxation. 

Only after some 20 years of their inception, the ever-increasing prominence of tech companies is 
unstoppable. Business models are rapidly evolving and new business models are emerging due to 
Internet of Things (IoT), Artificial Intelligence (AI), collaborative economy and other technological 
advancements. With many established digital companies having multiple business lines, the 
differentiation between multi-sided platforms and other digitalised businesses becomes challenging. 
Moreover, some traditional industries, such as automotive manufacturing, have begun to digitise their 
processes and services.  

With the digital goods being highly mobile or intangible, the physical presence of a company in the 
market country is often not needed, which is at odds with the outdated international tax system based 
on the condition of a connecting link to assert jurisdiction for taxation purposes.   

With digitalisation allowing businesses activities to spread across the globe, it is more and more 
complex to identify the location of value creation and to decide on how to allocate profits. With the 
concept of headquarters becoming ‘meaningless’, digitalisation exacerbates many problems in the 
existing system – real economic distortions, profit shifting, complexity and competition.590 Moreover, 
the new business models are constantly changing, making it difficult to separate the digital economy 
from the rest of the economy.   

In addition to globalisation, ‘environmental unsustainability, demographic change, inequality and 
political uncertainty’ may all be relevant to thoroughly address digital transformation.591 

Tax competition and the ensuing race to the bottom also contributes to inequality. According to 
Oxfam, 62 people own the same wealth as the bottom 3,6 billion people in the world. Over the last 
thirty years, net profits by the MNEs tripled from USD 2 trillion in 1980 to USD 7.2 trillion by 2013. This 
increase shall be properly reflected in the amount of taxes they pay instead of being accumulated in 
tax havens.592 

While the effects of some BEPS measures (as well as US tax reform having unclear implications on 
MNE behaviour and the implementation of ATAD measures) remain to be seen, appropriate policy 
solutions need to be considered to address acute tax challenges given the exponentially expanding 
digital world. Soon, a fully digital world disrupting some fundamental assumptions of the international 
tax system could emerge.593 The Blockchain technology, collaborative economy, AI, robotics and 3D 
printing started already changing the taxation landscape.    

The current PE threshold is not sufficient for fair allocation of profits. The unilateral measures in 
countries such as France, Italy, Israel, India, as well as at the EU level show a search for a new nexus to 
                                                             
590  Devereux and Vella (2018). 
591  PwC (2018) European Commission Proposals for Directives regarding fair taxation of the digital economy (“Digital Tax Package”). 
592  Oxfam Policy Paper Summary (2016) Tax Battles: The dangerous global race to the bottom on corporate tax. 
593  OECD Observer (2017), Tax Challenges, disruption and digtial economy, p. 3. 
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capture companies with a solely digital presence.  Developing countries, such as India, argue that 
paying capacity of the consumer is made possible due to the state’s contribution via public goods, law, 
order, market facilitation, infrastructure and redistribution.594 Following such pleas, the UN already 
developed new nexus rules on service fees (justifying withholding taxes),595 which substantially diverge 
from the OECD rules. New taxes, such as equalisation levies and VAT measures targeting the digital 
sector were introduced in many countries, not to mention taxes in the form of Diverted Profit Tax, 
specifically targeting large MNEs. At the EU level, state aid measures were widely used against 
aggressive tax planning schemes of the MNEs.   

The reluctant states might eventually agree to limitations to their fiscal sovereignty in favour of 
globally accepted standards,596 as digitalisation limits their legitimacy and ability to tax. 597 Global taxes, 
such as passenger levy on airline tickets and emission taxes are feasible.598 ‘A complex decision-making 
structure which embodies widely divergent interests and realities’ may be a better way to cope with 
constantly changing conditions and to develop a more global tax policy through transparency, linkage 
and inclusivity than the centralised approach.599 

Multilateralism as a ‘new tax principle’ could be the response to the global solutions needed given 
the fact that unilateral measures proved insufficient to stop double non-taxation. Answers to the long-
debated source vs. residence dilemma could emerge in time from the ‘messy process through which 
countries have always resolved fiscal conflicts’, either through conflict or cooperation.600 

OECD’s BEPS Measures and the Ambition to Reach International Consensus on Key Taxation 
Matters  

The OECD supports the principle of aligning the application of tax rules with the legal form unless 
the legal reality is totally disconnected from the economic reality. BEPS reduced but did not eliminate 
profit shifting. Moreover, post-BEPS MNEs’ tax planning activities will likely continue if they don’t have 
a local presence or they use intra-group transactions to exploit differences in tax rates. Companies will 
still be able to move their real activities in response to tax rates, thus distorting real economic activity. 
The broader tax challenges, including nexus, characterisation and data, also largely remain 
unaddressed.   

The minimum standards of the OECD, such as Action 5, are considered to have some success despite 
their soft law nature but the most relevant OECD measures to the digital economy, such as Action 7, 
Action 8-10 and Action 3 seem to have failed to address the ‘troika of threshold requirement, separate 
legal entity principle and attribution of profit’ to reach a coherent and globally acceptable solution. 
While probably limiting worst excesses of the profit shifting and increasing transparency requirements, 
greater complexity was introduced by BEPS measures. It might even worsen economic distortion and 
tax competition, if MNEs decide to relocate their real activities to low-tax jurisdictions, for example in 
response to the new Transfer Pricing Guidelines.601  

                                                             
594  Singh (2017). 
595  Jones, Seabrook, Sciliberto and Jones (2018) (https://www.eversheds-sutherland.com/documents/services/taxation/tax-digital-

economy-020318.pdf). 
596  Hidalgo (2017), p. 720 
597  Ismer and Jescheck (2017). 
598  Bird (2018). 
599  Ismer and Jescheck (2017). 
600  Ismer and Jescheck (2017). 
601  Avi-Yonah (2016). 
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It remains unclear whether there is consensus at the OECD level whether the digital economy should 
and can be ring-fenced or not. Another issue at the heart of the debate is whether reform should 
address specific problems raised by certain digital business models (as favoured by the EU) or whether 
it should seek to address the fundamental problems faced by the system as a whole and which have 
been exacerbated by digitalisation.  

The lack of consensus on value creation leads to a multitude of profit allocation methods, which 
somewhat diverge from the arm’s length principle. The destination-based formulary apportionment 
and other destination taxes, such as sales-based formulary apportionment, residual profit sales and 
Destination Based Cash Flow Tax are being put forward to reform the existing tax system in a more 
fundamental manner.   

Global solutions at the OECD level would be preferable but it is doubtful whether consensus will be 
reached on nexus and profit allocation rules by 2020. If OECD fails to address the issue in time, it might 
lose its role as a standard setting body.602 A multitude of uncoordinated and complex unilateral rules 
are harbingers of the fragmentation of international tax rules. While both the EU and the US are 
recognising the need to change the international tax system, the former supports a targeted change 
while the latter is in favour of a system-wide change. Yet, commentators say that there is still room for 
optimism to find a common ground as ‘the US is not as capital-export biased as half a century ago and 
self-interest would dictate an active participation in development of new standards’.603  

Possible scenarios for taxing the digital economy and the fate of the EU’s Digital Services Tax 
proposal  

Possible scenarios for taxing the digital economy include specific taxes for the digital sector, to 
continue work on BEPS measures, especially regarding transfer pricing and value creation by amending 
the PE concept, granting more power to source countries via withholding taxes, radically changing the 
tax system by adopting a destination-based tax and integrating the digital sector in a formula-based 
transfer pricing regime, a formulary apportionment regime such as profit-splitting method604 or robust 
VAT measures to ensure compliance and collection. 

The destination based-tax has its appeal with a promise to eliminate BEPS and to address the broader 
issues faced by the existing system by focusing on immobile factors. However, such alternative 
approaches as well as new taxes with no available tax credits on digital services create the risk of double 
taxation in the absence of full global coordination.605 According to Dourado, the OECD’s insistence on 
taking ‘user value creation’ as a condition for expanding taxation to source jurisdictions sends a 
message that a generalised destination-based tax is hardly acceptable in the Inclusive Framework for 
the time being.606 

Business circles, practitioners and academics fiercely criticised the EU’s digital tax proposal as 
‘populist and flawed’, highlighting the problems that this would cause for loss-making businesses, the 
possible deterrent effect it would have on start-ups, the risk of double taxation, potential retaliation of 
third countries, as well as technical difficulties, such as identification of the user location.   

EU Member States are divided over digital taxation, as their tax policies differ due to diverse national 
interests and varying levels of technological advancements. The lack of unanimity leads the 

                                                             
602  Eisenboss (2016). 
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604  Dourado (2018), pp. 565-566. 
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606  Dourado (2018), p. 568 
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Commission to seek for alternative ways, such as informal pressure, Quality Majority Voting (QMV) and 
enhanced cooperation.   

The consequences of the EU’s proposal to introduce a Digital Services Tax are unclear: It may put 
some pressure to reach agreement in the international arena or could lead to retaliatory unilateral 
measures, for example, by the US. At the same time, policymakers shall be aware of the fact that 
unilateral measures, even at a regional level, could hamper international efforts, risking to trigger a tax 
trade war. Such temporary measures are generally known to stay in place. One such example is the UK’s 
Corporate Income Tax (CIT), which was introduced as an interim measure during the Napoleonic Wars 
and became permanent until present day. The proposed long-term solution has also several 
weaknesses, including its vagueness and complexity, and its adoption is far from guaranteed, as it 
would necessitate some 2000 tax treaty changes. 

A balanced approach is needed not to harm growth and technological advancement in the EU by 
alienating digital firms and to provide legal clarity.607 Better coordination, creativity, and an inclusive 
framework would help the EU and its Member States tackling taxation challenges in a digitalised world.  

Also, the inclusion of the virtual PE in the CCCTB proposal could be seriously considered despite some 
reservations regarding such formulary apportionment methods.   

  

                                                             
607  International Tax Review (2017) Combining Technology and Talent for the digtial tax future. 
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	EXECUTIVE SUMMARY
	The scale of and pace of digitalisation coupled with aggressive tax planning schemes to shift profits to low-tax jurisdictions by Multinational Enterprises (MNEs), which was put under the spotlight by Luxembourg Leaks (LuxLeaks), Panama Leaks and Paradise Papers, is exerting pressure on tax administrations to ensure fair taxation.
	Business models are rapidly evolving and new business models are emerging due to Internet of Things (IoT), Artificial Intelligence (AI), Blockchain, collaborative economy and other technological advancements. With many established digital companies having multiple business lines, the differentiation between multi-sided platforms and other digitalised businesses becomes challenging.  
	With the digital goods being highly mobile or intangible, the physical presence of a company in the market country is often not needed, which is at odds with the outdated international tax system based on the condition of a connecting link to assert jurisdiction for taxation purposes. However, any departure from the nexus principle, which ‘forms part of general international law of income tax jurisdiction’, may question the very essence of statehood and state sovereignty.  
	The key features of digital companies such as tendency towards monopoly, reliance on network effects, user participation and user-generated content exacerbate broader tax challenges. These challenges remain unaddressed, even following the new Transfer Pricing (TP) Guidelines aiming to bring transfer pricing outcomes in line with value creation and the modifications to the Permanent Establishment (PE) threshold in the OECD Model Convention. Moreover, some features specific to the digital sector may be further exacerbated by new technologies, as smart data is likely to encourage the emergence of other business models, which are currently ‘unforeseeable’.  
	The extensive use of data and user-generated content, which is particularly relevant for multi-sided businesses, raises the question on whether the users contribute to value creation by providing their data to platforms in exchange for free access. Especially developing countries with big consumer markets are advancing the benefits theory principle to account for demand-side factors, such as sales, for value creation. On the contrary, others believe that supply-side factors, such as risks, intangibles and human capital, are the main income-generating elements. 
	The OECD’s BEPS Actions were effective at setting minimum standards, which are subject to peer review in the framework of the Multilateral Instrument (MLI). The impact of some BEPS measures can already be observed, with the modified nexus approach linking Intellectual Property (IP) regimes to Research & Development (R&D) activities. Some progress has been made on Controlled Foreign Company (CFC) rules with the adoption of the US Tax Cuts and Jobs Act (TCJA), the EU’s Anti-Tax Avoidance Directive (ATAD) and similar measures in Japan, Chile and Colombia. However, these legislations are set to eliminate high returns to cash-boxes but not the cash-boxes themselves.
	Overall, the effects of the most relevant Action Points to digitalisation, such as Action 7 on Permanent Establishment and Action 8-10 on transfer pricing, are rather limited. They do not ‘adequately address taxation of digital platforms and businesses providing goods and services in countries without, or with limited PE presence.’ What is worse is that BEPS measures can lead to economic distortion while enhancing tax competition if MNEs decide to move their real economic activity to low-tax jurisdictions. Conversely, in late January 2019, the OECD renewed is commitment to reaching a consensus-based, long-term solution in 2020, with an update to be presented to the G20 during 2019.
	Meanwhile, many countries introduced unilateral measures, including France’s new GAFA tax, Hungary’s advertisement tax, the United Kingdom’s Diverted Profit Tax (DPT) and India’s equalisation levy. These measures represent the following risks: Negative impact on investment, negative impact on innovation, growth and welfare, potential to shift economic incidence of taxation onto consumers, possibility of over-taxation and difficulties in implementation and compliance. 
	The OECD acknowledges that business models with high levels of scale without mass and business models relying on user participation and network effects ‘constitute the highest risk’ but does not recommend any uncoordinated action prone to ring-fence the digital economy. Nevertheless, in March 2018, the European Commission proposed a Digital Services Tax (DST) in the short term and a Digital PE in the long term while declaring that it ‘preferred rules agreed at the global level, including at the OECD’.
	Several technical and political problems surrounding the proposal put into question its adoption prospects. The difficulty to implement uniform measures to different digital business models without double taxation, the risk of putting some traditional industries in the process of digitalisation in the crossfire of policies meant for the tech giants, logistical problems related to tracking the localisation of the users, compliance and administrative burdens, possible impediment to growth and technological progress and fear of a US backlash are amongst arguments voiced against the Commission’s digital tax reform. Moreover, Member States have diverging positions on the proposal due to different levels of technological advancement and distinct tax policies.  
	The problems and distortions in the formulary apportionment model in the US as well as the CCCTB in the EU led to discussions on destination-based models, which promise a structural solution as opposed to sheer avoidance measures, regardless of their being ‘more or less legitimate than origin-based taxation or the CCCTB’. One example is the Destination-Based Cash Flow Tax (DBCFT), focusing on immobile factors in order to eliminate real economic distortions, profit-shifting and tax competition among countries. However, in a similar way to new taxes, doubts were raised about double taxation risks in the absence of its global application.
	Concerning the Value-Added-Tax (VAT), the destination principle started to be largely applied, with the EU’s simplified compliance regime resulting in an excess of EUR 3 billion. Yet, these reforms are seen as insufficient to address compliance and enforcement issues and to eliminate tax fraud stemming from the expansion of electronic commerce (e-commerce). Currently, a definitive VAT regime proposal based on the destination principle, reverse charge mechanism and deeming provision is on the EU’s agenda. The changes are expected to cut down fraud, simplify procedures and ensure equal treatment of inter-community and national purchases of goods but the vendor model has also its disadvantages.  
	As the OECD’s 117-Member Inclusive Framework is extremely divided on the issue of digital taxation, reaching international consensus on nexus and profit allocation rules by 2020 seems to be ambitious, albeit still the objectve. If it misses this window of opportunity to build global consensus, the Organisation may lose its appeal as a standard-setting body, paving the way for further fragmentation of international rules through uncoordinated and complex unilateral rules.  
	The consequences of the EU’s promptness to assume a leading role in digital taxation matters are unclear: It may put some pressure to reach agreement in the international arena or could lead to retaliatory unilateral measures, for example, by the US. At the same time, policymakers shall be aware of the fact that unilateral measures, even at a regional level, could hamper international efforts. Such temporary measures are generally known to be perpetuated, one example being the UK’s Corporate Income Tax (CIT), which was introduced as an interim measure during the Napoleonic Wars and has remained in place until present day.  
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	KEY FINDINGS
	There is no agreed definition on the digital economy but according to the International Monetary Fund (IMF), ‘the “digital economy” is sometimes defined narrowly as online platforms, and activities that owe their existence to such platforms, yet, in a broad sense, all activities that use digitised data are part of the digital economy: in modern economies, the entire economy.’ Those in favour of targeted measures regarding the digital sector tend to use the narrow definition whereas others opposing the ring-fencing the digital economy refer to the broad definition. 
	The digital economy is growing exponentially with the rapid diffusion of digital technologies at an unprecedented proportion, while the entire economy is going digital. The massive increase of volumes of data gathered from digital platforms, sensors and smart phones is accompanied by increasing storage capacity, stronger computing power and more sophisticated algorithms. These factors as well as innovations, such as machine learning, are increasingly transforming and ‘digitalising’ traditional sectors such as retail, manufacturing, publishing, health care and car industry (as well as trucking and banking in the near future).
	The phenomenon of digitalisation, which emerged with the World Wide Web (WWW) only some 25 years ago, is causing a tremendous transformation to the existing industries by changing the nature of innovation, product development as well as interactions between producers and consumers. By 2020, the number of overall connected devices worldwide is expected to reach 30 billion. According to the World Economic Forum (WEF), the estimated value of this digital transformation will amount to USD 100 trillion by 2025. The EU is expected to reap the benefits of this transformation given its strategic connectivity objectives for 2025 in the framework of its Digital Single Market Strategy. With the adoption of 5G and the EU data market exceeding EUR 106 billion in 2020, European industries, such as manufacturing, energy, automobile and health care, could significantly evolve and adapt their infrastructures and services further to the era of IoT. 
	While embracing the opportunities generated by the digital (or digitalised) economy, the EU will also have to face new challenges caused by it. Whereas only one tech company qualified for the top 20 list in Europe by market capitalisation in 2006 with a share of 7%, 9 digital companies, led by US tech giants, were in the top 20 with a 54 % portion of the market in 2017. Alarmingly, only 1 EU company is found in top 25 tech companies according to Forbes.  
	Only after some 20 years of their inception, the ever-increasing prominence of tech companies is unstoppable. Given that the cumulated turnover of GAFA (Google, Apple, Facebook, Amazon) corresponds to the average Gross Domestic Product (GDP) of a State, it is not surprising that Denmark appointed a Digital Ambassador to deal with large Multi-National Enterprises (MNEs) in the digital sector last year.   
	The intensity, magnitude, speed and transformational power of the digital economy puts pressure on governments to design and address modern and innovative policies fit for the digital age, which will be marked by automated cars, personalised medicine and robotics.  
	Digitalisation renders operations of companies more efficient and faster while permitting time and cost savings for the product and service development processes. It is also said to improve the corporate decision-making process, as enterprises following the path of data-driven-decision-making can enjoy 5-6% output and productivity gains. This occurs thanks to dropping prices of Information and Communication Technologies (ICTs), big data and analytics, and a constant drive for innovation. 
	Digital businesses, such as e-commerce, online advertising and cloud computing, have a tendency towards monopolisation due to network effects, scale effects, restrictions of use, potential to differentiate and multi-sided platforms. Yet, they are volatile and easily contestable by disruptive newcomers, as barriers of entry and exit are low. Hence, early success is no guarantee as many of the pioneers of the digital economy in the 1990s failed to keep their market domination (i.e. Cisco) while online shopping companies, such as Boo.com, and communication companies, such as WorldCom, got swept away in the dotcom crash of 2000.  
	The Fourth Industrial Revolution is the most important development in the world economy since the industrial revolution. Distinguished by ‘a range of new technologies that are fusing the physical, digital and biological worlds, impacting all disciplines, economies and industries’, it has radically changed the way of doing business, by blurring boundaries between consumers and producers, among other things.  
	In addition, AI, Virtual Intelligence (VI) and automation altered the division of labour in the economy, human labour shifting to more creative and strategic tasks while digital labour is increasingly used in areas ‘susceptible to full automation’.
	As digital goods are highly mobile, the physical presence of a company in the market country is often not needed. This renders digital businesses (or so-called click-and-mortar businesses) substantially different from traditional businesses.  
	Digital business models generally rely on intangible property (licenses, brands, trademarks, copyrights) and place greater importance on use of technology (cloud, analytics, algorithms, smart machines). Although brick-and mortar businesses are likely to catch up and bring themselves into the digital age in the future, these developments put huge competitive constraints on these more traditional sectors. To give an example, while top 5 e-retailers expanded approximately by 32% per year between 2008 and 2016, the entire EU retail sector registered only around 1% annual growth.
	LuxLeaks, Panama Papers and Paradise Papers as well EU investigations on major MNEs, including digital tech giants, shed light on a wide range of tax evasion schemes used by large businesses triggering a heated public debate on the need for fair taxation. A recent survey shows that 74 % of the people believe that current taxation rules allow digital business models to benefit from specific taxation regimes and to pay lower taxes. 82% believe that action to address this should be taken. Against this backdrop, the EU governments, experiencing political and media pressure felt compelled to ensure that digital companies pay their fair share of tax where their profits are generated. The quest for fairness was justified by the EU Tax Commissioner Pierre Moscovici as he highlighted that digital companies pay an average of 9% effective tax rate in the EU compared to other firms that pay 21%. However, this view is contested by recent studies, which do ‘not support conclusions that the digital sector is undertaxed’.
	The specific features of the digital economy exacerbate BEPS risks and cause challenges for tax policy. These challenges are neither new nor unique to the digital sector as cross-border transactions of delivery companies posed similar questions regarding the determination of the taxing jurisdiction. Yet, the scale of these transactions and their ever-expanding nature induce tax policymakers to find appropriate and timely solutions to address them.
	The main tax challenges of the digital economy include lack of nexus (or taxable presence in a jurisdiction), reliance of intangibles, data and user-generated content, income characterisation, spread of new business models, in which the buyer and seller are in different jurisdictions, and the expansion of e-commerce.  
	The OECD identified three main challenges – scale without mass, reliance on intangibles and user participation. First, the fact that a business can be virtually conducted without any physical presence poses one of the main policy challenges. It is more and more difficult to determine the jurisdiction eligible for taxation under the existing rules, as assets and activities of digital businesses can easily move across jurisdictions to avoid taxable presence in a high-tax jurisdiction. Finally, the expansion of e-commerce poses difficulties as to determine the responsible jurisdiction for taxation, with many sellers avoiding registration in third states, where they conclude transactions via platforms. This makes tax enforcement, collection and identification of business tax functions (the people and systems required and the use of financial data) difficult, especially concerning cross-border trade in services and intangibles. At the same time, growing technology uptake by tax administrations could ameliorate taxpayer services and alleviate compliance burdens.
	Second, reliance on intangibles increases the ability of companies to structure themselves to minimise their tax liabilities and makes it more cumbersome for tax authorities to assess how income from such assets should be identified, valued and allocated amongst different parts of multinational groups.  
	Third, extensive use of data and user-generated content, which is particularly relevant for multi-sided businesses, raises the question on whether the users contribute to value creation by providing their data to platforms in exchange for free access (which is then sold to online advertisers by platforms) in addition to enlarging the user base of the platform and enhancing its reputation through network effects.
	In addition, the characterisation of income (between business income subject to corporate tax on net income and royalties/technical services subject to withholding tax on gross income) becomes extremely difficult. 
	Furthermore, new delivery channels and new business models, such as service-oriented models using software or hardware, cloud computing, 3D printing, collaborative platforms and Blockchain, pose legal uncertainty for both taxpayers and administrations, as they are hardly matched by existing rules. The sheer diversity of the digital businesses and digital businesses using multiple business lines are further tax challenges, which shall be addressed by robust measures that would last in face of rapid digital evolution. 
	A digital business model can be defined as ‘the global network of economic and social activities that are enabled by platforms such as the Internet, mobile and sensor networks’.
	New digital business models are emerging and expanding as a consequence of AI, IoT, adaptive manufacturing and autonomous supply chains. With increasingly blurred lines between sectors, the emergence of innovative pricing models and diversification of revenue streams, these models are transforming the economy all by challenging basic economic notions.
	Even the categorisation of the digital business models is a challenge in itself. The European Commission in its Communication of September 2017 uses the following categories: Online retailer model, social media model, subscription model and collaborative platform model.  
	The OECD, on the other hand, identifies four business models in its Interim Report on Tax Challenges Arising from Digitalisation of 16 March 2018: Multi-sided platforms, resellers, vertically integrated firms and input suppliers. Multi-sided platforms include platforms, such as Uber and Facebook, that ‘allow end-users to exchange and transact while leaving control rights and liabilities towards customers mostly with the supplier’. Resellers cover businesses, such as Amazon and Alibaba, that purchase products from suppliers and ‘resell them to buyers’. Vertically integrated firms refer to businesses, such as Huawei and Amazon, which integrate ‘the supply side of the market within their business’. Input sellers encompass businesses, such as Intel, which supply ‘intermediary inputs required for a production process of goods and services in another firm’.
	Due to the rapid evolution of business models, many established digital companies have multiple business lines. For example, Amazon Marketplace is a multi-sided platform whereas Amazon e-commerce is a reseller and Amazon e-commerce (warehousing and logistics) can be defined as a vertically integrated firm. Another example is Netflix, which was a pure reseller but later integrated film production into its business model, acquiring characteristics of integrated firms. In the same vein, the Chinese e-retail giant Alibaba owns a bank and applies its data skills to finance by providing loans to its customers. As illustrated by these examples, the differentiation between multi-sided platforms and other digitalised businesses is almost impossible. 
	Some traditional industries, such as automotive manufacturing, have begun to digitise their processes and services. The innovation centre of the German healthcare company Merck KGaA and the digital vending solutions of Coca Cola Enterprises Inc. are some examples.
	Smart data (i.e.AI, machine learning) together with large data volumes enabled through IoT is likely to encourage the emergence of other innovative business models, which are currently ‘unforeseeable’.
	The digital transformation brought by the digital sector is putting into question the existing taxation framework and, the role of new technologies and high-skill jobs for value creation. What is more, with the new products brought by digitalisation, the transformation of traditional industries and high mobility of MNEs, it is hard to determine where value is created and which factors contribute to value creation.   
	While some (including EU Commission, UK Treasury, OECD etc.) argue that the existing system is based on the principle of value creation, others support the view that the existing system does not actually follow this principle. Moreover, it is not clear that the international tax system should follow the principle that profits are taxed where value is created, bringing into question the choice of this principle as a guide to the allocation of profit among countries.
	From a business point of view, value is created ‘through development and exploitation of intangibles, effective risk management and operational excellence’. Digital networks introduce significant security, reputational and financial risks as ‘companies must manage, maintain and protect customer and user data’. Some scholars argue that ‘added value is ultimately created in all cases by the intellectual element of a human being’, as raw data does not create value and needs to be processed and analysed to be incorporated into the value creation process. This is made possible thanks to the intellectual use of tools, such as algorithms and software, by the individual (i.e. programmer). The supporters of this view are convinced that added value originates in the place where the individual adds the intellectual element and could be attributed according to the current system based on the arm’s length principle and people functions. It is also underscored that human capital in its specific form of knowledge-based capital is becoming a predominant value driver of businesses, particularly in the digital age and that such capital should have substantial weight in the functional analysis of purposes of profit allocation. Some even suggest taking into account the number of days that an individual works in a country.
	However, these claims seem to raise doubts, especially in the aftermath of the Cambridge Analytica scandal, among the critics who believe that without users there would be no markets and no profits, especially for new business models, which are based on user participation. This group argues that following the digital revolution, the value of an enterprise is driven by external factors increasingly found in the users associated with the enterprise (demand-side factors), which are ‘no longer at the end of the value chain but right in the middle of it’.
	In effect, the personal information on user’s behavioural patterns, preferences, opinions and shopping habits are being aggregated and processed by use of cookies and algorithms, which is then monetised as ‘market knowledge and marketing intangibles’. Nonetheless, the question of user contribution is not unique to the digital sector, as traditional businesses, such as car and aircraft engine manufacturers, also collect real-time data from their customers to improve their products. 
	In line with the benefits theory, market countries claim that by providing infrastructure and legal protection, consumers/users create value considering the fact that producers could not make profit without the existence of a market. Nevertheless, it is not clear whether technological infrastructure relates to value creation, as demonstrated by the much-debated but abandoned idea of a bandwidth tax based on the volume of bandwidth used by MNEs’ websites.
	A middle ground argument is also proposed, which reconciles value created by the digital enterprise through Research & Development (R&D) and that by the customers and users in the market.
	Value creation and margins under various business models may be very different,which is why new business models further complicate the situation. Like business models, value chains are undergoing a transformation, making value creation more independent of physical presence in the market country. 
	The OECD Interim Report elaborates three concepts of value creation: Value chain (brick-and mortar businesses creating value by converting inputs into outputs in a systemic way), value shop (cloud computing using intensive technology) and value network (multi-sided platforms creating value relying on a mediating technology, user contribution and network effects).  
	The strongest case for value creation in the market can be made for value network, covering online advertising and intermediation services, which takes into account the role of data and user participation. Nevertheless, it is important to note that some prominent proponents of the view that taxing rights should be allocated the country where users are located, are not in favour of allocating taxing rights to the market country, as it is important to distinguish between users and consumers in their view. 
	User participation could occur through social networks, collaborative consumption, e-commerce (tangibles and intangibles), cloud and manufacturing. A distinction is made between active (i.e. posting) and passive participation (i.e. downloading an app) in the OECD’s Interim Report. Moreover, ratings and reviews contribute to establishing a trust mechanism, attracting traffic and enhancing the reputation of the platform. 
	According to the report, the following characteristics are typical for digitalised businesses: Reliance on intangibles, scale without mass (minimal or no need for personnel or physical establishment to operate in market jurisdiction) and user value creation. Yet, there is no consensus on the relevance of these key features, their importance to the location of value creation and the identity of value creator. 
	There are three diverging views within the OECD’s 117-Member Inclusive Framework on BEPS regarding the contribution of users to value creation. The first group, including the EU, believes that user value creation allows businesses to collect large amounts of data and contributes to network effects, which justifies taxation in the country where users are located.
	The second group, including the United States, does not interpret the user-generated value relevant for taxation.
	The third group accepts that user data may be recognised as contributing to valuable intangible assets but would like to discuss the issue within the framework of the broader challenges posed by intangibles.
	Unlike the OECD, the European Commission has a more precise understanding of value creation in the digital economy, as it concludes that value occurs as ‘a combination of algorithms, user data, sales functions and knowledge’.
	In its public consultation on Fair Taxation and Digital Economy of 19 March 2018, the Commission identified four business models in which value creation is not linked to taxation according to existing rules.  
	 the digital platform model, granting access to a marketplace, where users offer services among themselves in exchange for either a fee on transactions or a subscription;
	 the digital platform model, granting access to content for users in exchange for a fee;
	 the social media and advertising model, which typically involves a platform offering access to users for free and advertising and other companies to whom the platform sells user’s data; and 
	 the distant sales model, where goods are sold via a website and then physically delivered.
	On a final note, many value chains with a great potential to reduce information asymmetries exist alongside wealth chains that operate in multiple jurisdictions and multiple fields, including accounting, law, tax and supply chain management, to protect and create wealth through mostly opaque structures and secrecy. Seabrook and Wigan illustrate how global wealth chain governance is evolving according to regulations put in place. For instance, in response to the 2003 European Savings Directive, EU Member States and European offshore havens were forced to change their tactics. As the Directive targeted individuals and not companies and trusts, accountancy firms based in Liechtenstein modified their strategies to provide corporate entities to clients that required little coordination between clients and their consultants. More recent attempts to improve information exchange through the Liechtenstein Disclosure Facility has seen a switch back to wealth chains based on strong trust relationships.
	According to the Economist, data is ‘the world’s most valuable resource’, which is referred to as the new oil of the economy. In this sense, tech giants thriving in the data economy today are what Standard Oil was in the 20th century. The value of data economy in the EU will increase to EUR 739 billion by 2020, representing 4% of the EU’s GDP. Data collection is doubling every year and data analytics and technology are flourishing, with narrow artificial intelligence being used more and more and broad AI to arrive in the near future.
	At the end of May, German Chancellor Angela Merkel called on concerted efforts to determine the value of data in order to tax it like a tangible product. In this context, there are diverging views on whether it is raw data or processed data that contributes to value creation, if it does at all.  
	Data is collected through various ways:
	 Collected data whereby data is entered by tracking the user via third-party ad-serving cookies (Location, address, name, email, phone, shopping habits etc.);
	 Submitted data entered by a user through a search engine; and
	 Inferred data compiled by pooling together data strands from a variety of sources.
	80% of data comes from untapped or unstructured data, called dark data. According to the KPMG, raw data has relatively low value, processed data has more value and smart data (actionable data that is available in real time) that informs business decisions has greater value. Although customer and user data are in the centre of discussion at present time, the digitalisation of the economy underpins that broad spectrums of data could be turned into smart data in the near future.
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	KEY FINDINGS
	As part of its 15-point Action Plan to address BEPS, the OECD published its first report entitled ‘Addressing the Challenges of the Digital Economy: Action 1’ on 5 October 2015. Its aim was to address challenges of the digital economy with a particular focus on the concept of Permanent Establishment. 
	The report acknowledged that the digital economy raises more systemic and broader challenges, summarised as characterisation, nexus and data, for tax policy makers. These challenges lead to: 
	 The difficulty of collecting VAT in the destination country where goods, services and intangibles are acquired by private consumers from remotely based suppliers with no physical presence in the tax jurisdiction;
	 The ability of some businesses to earn income from sales from a country with a less significant physical presence; and 
	 The ability of some businesses to utilise the contribution of users in their value chain for digital products and services, including through collection and monitoring of data and the difficulty to attribute value to user contribution.
	While not suggesting any specific measures targeting the digital economy and warning against its ‘ring-fencing’, the report discussed three options to address direct tax challenges raised by digital economy: Creation of new nexus through significant economic presence, withholding tax on certain digital transactions, and excise tax or levy.
	The report made the following recommendations, which concerned other BEPS Action Points, such as Action 7 on Permanent Establishment, Action 8-10 on Transfer Pricing and Action 3 on CFC rules: 
	 Reconsidering the list of exceptions to the definition of PE regarding preparatory or auxiliary activities;
	 Altering the definition of PE to address artificial arrangements through certain ‘conclusion of contracts’ arrangements;
	 An update to the Transfer Pricing Guidelines; and
	 Changes to the CFC rules to address certain challenges posed by the digital economy.
	The report also discussed indirect tax challenges generated by e-commerce, recommending that countries apply the principles of the OECD’s International Value Added Tax and Goods and Services Tax (VAT/GST) Guidelines.
	Although the report said that work on this action would continue, with another report to be produced by 2020, many criticised the outcomes of the Action 1 report as it sought a solution within the context of the existing international tax framework. Some even commented that the failure of BEPS report to address the shortcomings of the PE standard was ‘a step back to the 19th century’.
	A Multilateral Convention comprised of more than 100 jurisdictions approved the Multilateral Instrument on 24-25 November 2016 under BEPS Action 15. The major objective of the instrument is to fight against base erosion by conveying the results of the Convention into more than 2000 bilateral tax treaties globally. The MLI contains material provisions on hybrid mismatches, treaty abuse, the use of artificial structures to avoid PE, improvements in corresponding transfer pricing adjustments and binding arbitrage. Four of these measures were rendered minimum standards, which are monitored through peer review.
	In order to achieve the implementation of the four minimum standards, the OECD decided in January 2016 to establish the 117-Member Inclusive Framework on BEPS, a system of monitoring and peer review. It will also monitor the rest of the BEPS package, including the two common approaches and the two best practice guidelines. It will further develop the action points that have not resulted in agreement on minimum standards and joint approaches, such as deductibility of interest payments and transfer pricing. In particular, it was tasked with devising control mechanisms to gain more insight into developments in the digital economy (Action 1).
	The OECD published an Interim Report on taxation of the digital sector on 16 March 2018 and its Policy Note on 23 January 2019. The Inclusive Framework, which is studying international nexus and profit allocation concepts for taxing the digital economy, will produce a final report in 2020, with an update to the Group of Twenty (G-20) in 2019.  
	While providing a thorough analysis on new business models and value creation, the Interim Report flags the progress in countering some aggressive tax planning schemes (i.e. MNEs, such as Amazon, eBay, Facebook, changing their cooperative structures and moving to local distributor models referred to as ‘on-shoring’ of IP).  
	Acknowledging that more time is needed to evaluate the impact of the BEPS Actions, the report discusses the progress made with the rollout of the OECD recommendations, especially BEPS Action Points, which are the most relevant to the digital sector. These include: 
	 Action 7 on PE: Rather slow adoption rate of BEPS measures related to the PE, which are currently implemented by the Multilateral Convention; 
	 Action 5 on Harmful Tax Practices: Almost all OECD/G20 countries aligned with the new nexus approach linking IP regimes to R&D activities;
	 Actions 8-10 on Transfer Pricing: New transfer pricing rules aimed at ensuring that transfer pricing outcomes are in line with value creation;
	 Action 3 on CFC Rules: Relevant measures taken with the introduction of the US Tax Cuts and Jobs Act, the EU’s ATAD and similar legislations in Japan, Chile, Taiwan and Colombia;  
	 Action 6 on Treaty Abuse: Most Inclusive Framework Members update their treaties through the MLI; and
	 New Guidelines and Implementation Mechanisms relating to VAT: The Guidelines were adopted by 50 jurisdictions.
	The report welcomes the introduction of the four non-binding minimum standards (Action 5 on harmful tax practices, Action 6 on treaty abuse, Action 13 on CbCR, Action 14 on dispute settlement). It notes that most Inclusive Framework countries implement standardised Country-by-Country reporting on transfer pricing that would affect around 95% of MNEs. The spontaneous information exchange on tax rulings, the proper implementation of Mutual Agreement Procedure (MAP) to guarantee effective dispute resolution and the development of Limitation-on-Benefits (LOB) and a Principal Purposes Test (PPT) to prevent treaty shopping are also underlined.
	However, the report itself considers BEPS measures inadequate to tackle more fundamental long-term issues related to digitalisation and business model change. Among the 117 Members of the OECD’s Inclusive Framework Members, three distinctive opinions can be observed when it comes to digital taxation.  
	The first group believes that ‘user participation may lead to misalignments between where profits are taxed and where value is created’, calling for targeted changes instead of a reform of the international taxation system. The second group acknowledges the challenges presented by digitalisation for taxation matters but is not convinced that they are exclusive to the digital sector. 
	The third group does not support a reform of the international taxation reforms, claiming that BEPS measures are sufficient to address double non-taxation issues and more time is needed to assess their outcomes.
	Although the current debate on digital taxation partly relates to stopping certain forms of tax planning, the main issue at stake is how to allocate taxing rights among countries in a digitalised world, which makes consensus extremely difficult.
	Article 5 of the OECD’S Model Tax Convention makes a ‘fixed place of business’ (premise, facilities or installations, which do not cover securities, bank accounts, patents, software of websites) a prerequisite for the existence of PE, without which companies cannot be taxed in a state of residence under Article 7. ‘Fixity’ refers both to physical presence and permanence whereas business activity could be entirely or partially undertaken at the fixed place.
	On 18 December 2017, the OECD Model Tax Convention was updated to address BEPS. It reflects in part the outcomes of Action 7 on Artificial Avoidance of PE. The modifications to Article 5 include changes to the PE threshold with the objective of preventing the avoidance of PE status through the replacement of subsidiaries that traditionally acted as distributors by commissionaire arrangements, exploitation of specific exceptions for preparatory and auxiliary activities and restriction of anti-fragmentation rules. 
	 Commissionaire agreements:
	Accordingly, an agency PE would be triggered when the agent plays the principle role leading to the conclusion of contracts, when a service provider concludes the contract for the transfer of the ownership or when a closely related person concludes the contract on behalf of the company. 
	As a result of these changes, PE thresholds were reduced by treating subsidiaries as agents of their parent corporations and thus deeming the parent as having a PE through its subsidiary.  
	However, the fact that an agent has to be a person raises questions about virtual spaces, such as websites, allowing for the conclusion of contracts online, which would not qualify for a PE status. Due to the subjectivity and lack of clarity of the thresholds, it is dubious whether marketing services companies would be covered by the OECD’s updated definition. While the proposed changes to the commissionaire structure might push businesses to restructure their business models or to accept an increased number of PEs, they might still be able to avoid PE status through the use of Low-Risk Distributers that take ownership of the goods before selling them to third parties. It is also feared that the changes may lead to an aggressive use of Agency PE.
	The OECD Commentary acknowledges that a server could be deemed a PE if the company is in possession of the server in the tax residence. This provision is perceived as inadequate considering that MNEs would still be able to function via websites, smart phone applications or from servers located outside the jurisdiction to remotely sell products or to engage in advertising activities. 
	Moreover, there is no agreement on how to attribute profits to a Server PE and how the server contributes to the value chain. Some argue that it is the website (software) hosted by the server (hardware) that should be attributed profits, without which a digital company could not perform essential communications, advertising and information functions. Others are of the opinion that specific business models relying on Information Technology (IT) infrastructure, such as servers that are remotely controlled and serve to host data and computing power, are not tax-driven and represent the result of technological progress.
	 Exemptions:
	Article 5 was modified to make the list of exempted activities subject to a ‘preparatory or auxiliary’ test. This would grant warehouses, storage and delivery places, used by remote sellers in market jurisdictions, a PE status.  
	The change involves creating PE for some models based on indirect e-commerce (based on payments done by digital means followed by conventional delivery, as in the case of Amazon) but does not provide a framework enabling the source taxation of digital profits derived by fully dematerialised digital activities, such as direct e-commerce (based on product delivery through digital means, as in the case of iTunes) or multisided business models.  
	Moreover, online retailers operating within an indirect e-commerce model would not need a local warehouse in each jurisdiction and could serve an entire region from one warehouse in the proximity of the customer, thus avoiding PE in other jurisdictions.
	 Anti-fragmentation:
	An anti-fragmentation rule is established to avoid situations where different exempted activities are performed by different but closely related legal entities to avoid PE.  
	The changes to Article 5 stipulate that closely related parties engaging in business activity, which constitutes a cohesive business operation in the state, could lead to PE even if the individual activity of each legal entity is of auxiliary or preparatory nature.  
	In sum, the anti-fragmenting amendment is akin to an anti-avoidance rule, sealing a loophole, rather than addressing the challenges of e-commerce. Hence, its contribution to digital taxation seems ‘negligible’.
	Under the existing system, taxing rights are allocated to the country where the ‘supply side’ activities take place. Amendments to PE to expand its scope so that storage and delivery places could also be deemed PE take into account some demand-side activities. However, they are still regarded as insufficient by many commentators.
	The recent changes to the PE status as a result of BEPS Actions will reduce the thresholds for taxing activities conducted through commissionaire agreements while making it simpler to establish the existence of a PE with the agency test and tightening the standards regarding preparatory and auxiliary activities. Nevertheless, the actual source revenue effects are likely to be minimal because the MLI will modify characteristics that are not relevant to the digital economy as it is conditional on physical presence. Even if Dependent PE is found under the dependent agent MLI, with the current attribution rules, the only taxable amount would be the earnings of the Dependent Agent PE according to the arm’s length principle.
	Reducing the PE threshold may help preventing the worst cases of BEPS but the failure to thoroughly address BEPS challenges may have given some countries enough flexibility to act unilaterally. For example, taxes introduced by the UK, Australia, India etc. aimed specifically at structures that seek to exploit the domestic market while avoiding PE.
	According to Article 7 of the OECD’s Model Tax Convention, companies can only be taxed at the state of residency if the business is conducted through a PE. This outdated concept is no longer valid due to the emergence of the digital economy, which is increasingly based on trade of goods and services electronically, without the need for a physical presence in a jurisdiction.  
	To give a few examples, Airbnb does not possess real estates, Alibaba does not carry inventory, Booking.com does not own any hotels and Twitter and Facebook do not produce content. Airbnb and Booking.com provide intermediary services, whereas Twitter and Facebook acquire revenues through advertising services. All these business models operate without a physical entity (building, factory etc.). Therefore, the existing nexus and profit allocation rules rooted in physical presence cannot capture these new realities, falling short of tackling core problems regarding the conditions for deemed PE and the difficulty to define the place of effective management, with MNEs spreading their business functions all over the world depending on favourable tax conditions.  
	Even after a Public Discussion Draft on Additional Guidance on the Attribution of Profits to PEs under Action 7 was released in 2016 (followed by new guidance published on 22 March 2018) to provide more clarity, many found the outcome ‘disappointing’ after 13 years of work. By contrast, the UN has made some progress to catch up with the new realities of the economy by inventing the service PE, which makes it easier to subject service providers to tax without much physical presence. The Service PE is less focused on physical presence, as a nexus can be established by a mere presence in a country for 183 days in a twelve-month period.
	According to the current Authorised OECD Approach (AOA), a two-step functional analysis to determine the role that the PE and the head office play in a specific transaction following the separate identity principle, significant people functions shall be performed at the level of PE. If not, these functions would be attributed minimum profits. As the role of the market contribution is likely to be ignored in such a profit allocation system, other attribution rules, such as split profits method and formulary apportionment methods are being considered. While BEPS project explicitly rejects formulary apportionment, agreement seems more likely where its application is limited to the residual profits of Dependent Agency PEs. Nevertheless, the current AOA is both theoretically and practically flawed and unable to attribute significant profits to a Dependent Agency PE. In addition, there is a need for more guidance regarding the choice of various OECD methods, including the profit split method. 
	A major concern is that a group can structure itself by creating regional hubs from which online advertisement campaigns targeting the whole region could be orchestrated. If no entities are in various market jurisdictions, one cannot even apply a profit split approach. Even if there is PE, the lack of significant people functions would not attribute income to it. This could continue to be the case in the aftermath of a restructuring such that announced by Facebook, where advertisement profits would no longer be booked at the headquarters but rather at the head local offices.
	It is often argued that addressing transfer pricing issues would be more adequate rather than dealing with individual aspects of the digital economy by including the use of warehouses in the definition of PE. Some refer to transfer pricing between companies within the same group as the most important problem in international taxation, with intra-firm trade making up for 30% of trade.  
	BEPS Actions 8-10 deal with transfer pricing problems permitting a separation of income from relevant economic activity by facilitating the transfer of intangibles and other mobile assets through use of methods such as under-valuation, over-capitalisation of and contractual arrangements to entities based in low-tax jurisdictions.
	The revised OECD Transfer Pricing Guidelines of 10 July 2017 have the goal of aligning transfer pricing outcomes with value creation by allocation of profits to jurisdictions where significant functions are assumed and in particular, control functions related to risks are performed. As a consequence, less emphasis is given to legal ownership of IP and management of financial risks when residual profits are allocated. An entrepreneurial risk taker is expected to employ the resources and knowledge required to control the associated risks. The functional analysis DEMPE (Development, Enhancement, Maintenance, Protection and Exploitation), compared by some to a soft form of formulary apportionment, is conducted in order to attribute profits according to the value adding functions performed by separate entities, thus preserving the arm’s length principle.  
	At the same time, there is a lot of controversy around the arm’s length principle, which remains intact since several decades, with some questioning whether or not it is a principle due to its ‘vague and uncertain’ nature and its use ‘in such a wide variety of contexts’ that necessitates constant explanation and clarification. 
	On a positive note, BEPS Actions 8-10 brought the possibility for tax administration to adjust ex-post transfer prices in case intangibles, which are hard to value due to the information asymmetries between companies and tax administrations (i.e. when granting a license).
	BEPS will most likely result in prevention of very aggressive cases of tax planning including the use of cash boxes but this was already happening before the BEPS reports were finalised. According to the revised Guidelines, a cash box entity (used for group financing or for owning and receiving income from intangibles) will receive only a minimal return on funding given that it does not assume any risk.
	Legal ownership in itself will not imply an unconditioned right to profits connected to the assets and such rights will depend on functions. This should make it more difficult for global players to stream large parts of the profits related to IP from high tax jurisdictions to low tax jurisdictions. The assumption behind these BEPS measures was that inversions could be combated by adopting a managed and controlled definition of corporate residency because the top management would likely be located in major urban hubs having financial transport and communications networks rather than tax havens on remote islands. 
	Following this rationale, some companies may adapt their practices to the requirements of the revised OECD Transfer Pricing Guidelines on control of risk and performance of DEMPE functions. The OECD notes that some MNEs are reconsidering their transfer pricing positions via on-shoring of assets while much will depend on domestic implementation of the measures. Yet, some scholars believe that voluntary payments made by a few MNEs is not a valid argument that would produce a structural solution.
	The separate entity principle, enabling MNEs to easily reallocate functions, assets and risks to low-tax jurisdictions, where sales, revenue and profit are reported remains intact even after the changes.  Hence, global players could reassess their structures to meet new rules and requirements and continue to minimise the group’s tax burden, as shifting functions to a special purpose company residing in a low-tax jurisdiction would technically still be possible (i.e. via relocation of senior employees). Tax planning potential would not diminish because one allocation criterion (contractual risk allocation) has been replaced by another (people functions) that is also subject to manipulation. 
	It is not clear how many and which companies would move their top management due to lack of evidence on tax sensitivities of digital business models and other factors that may affect the choice of MNE location (labour productivity, trade barriers, import duties, transport costs and the proximity of suppliers and customers). However, it is evident that the ‘current stopping point in the arm’s length principle is unstable’, as the administration’s ability to verify taxpayer transactions with foreign entities is complex and demanding, leading to uncertainty and lack of efficiency.
	Furthermore, post-BEPS transfer pricing may undermine or contradict the arm’s length principle, as ‘there are many cases where risks are clearly born by third parties even though they exercise no meaningful control over those risks’. Hence, the new control requirement may lead to litigation. Other outstanding post-BEPS issues include the unfulfilled promise of controlling tax-driven capital shifts within the group, on which no new rules have yet been proposed. Moreover, the cost and complexity of the BEPS reform are highlighted as major problems.
	More importantly, the transfer pricing measures did not ‘resolve the dilemma of source vs. residence as connecting links when it comes to cross-border trade’. Their objective of aligning transfer pricing rules with value creation and levelling the playing field between residence and source was not attained as they still rely on the supply-side factors of value creation (production factors, such as capital, labour and risk) while ignoring the demand-side of the equation.
	1977 Transfer Pricing Guidelines provided three methods for determining a commercial or arm’s length price for intra group transactions: Comparable uncontrolled price, cost plus, resale minus. As these methods were inadequate as a result of the fact that no comparable transactions between non-affiliated parties could be identified, the OECD introduced two new methods in 1995: The transactional net margin method and the transactional profit split. The latter is seen as a move in the direction of the global formulary apportionment method.
	BEPS outcomes ‘create new difficulties like the assessment of arm’s length behaviour and the (expected) increasing usage of the transactional based profit split method’. The application of the profit split method is limited to companies sharing economically significant risks (i.e. highly integrated operations) but its use may be broadened according to the Guidelines. Disappointingly, such a transfer pricing system to decide whether or not prices are in accordance with the arm’s length principle does not match the realities of the digital age because of the difficulty to analyse the entire value chain, hard-to-value intangibles and lack of economic justification to avoid arbitrary allocation of profits.
	G20/OECD countries couldn’t agree on CFC rules during the BEPS project. For this reason, different options were proposed. OECD BEPS Action 3 aimed at strengthening CFC rules and made recommendations to design minimum standards for the definition of CFC, CFC exemptions and thresholds, definition and calculation of income, attribution of income, and prevention of double taxation. 
	Accordingly, taxes will be imposed on the part of the actual economic substance of CFCs. The passive income arising in CFCs, acting as title holding entities to provide the asset with no decision-making power, would be aggregated with the income of the parent company.  
	The Japanese CFC rules, which were based on a 20% effective tax rate threshold for a foreign subsidiary to be treated as a tax haven, were amended to be in line with these new standards in 2017, for instance. Like Japan, many countries, including Colombia, Chile, Taiwan, South Africa and the United States followed the OECD’s recommendations and modified their CFC rules to combat BEPS.  
	Following BEPS amendments, CFCs will be entitled to residual income if they perform important functions or assume substantial risks as opposed to legal title and contractually attributed risks that entitled CFCs to residual income before the changes.
	Some question the redundancy of the CFC rules following the new Transfer Pricing Guidelines that adopted a similar substance criterion to the CFC regulations. In the OECD’s view, CFC rules are complementary to transfer pricing as the former apply to income whose value is determined according to the Transfer Pricing Guidelines. TP regulations are closely linked to CFC rules where, for example, they render structures using cash-box companies, shell companies, money companies, ineffective. While the new rules would allow states to neutralise low level of taxation on passive income earned through CFCs, they do not completely eliminate such structures still allowing to shift parts of their income in subsidiaries corresponding at least to the risk-free return income. Critics also stress that reliance on the active business clause could lead to the non-taxation of the controlling person for the purpose of CFC regulations. 
	The old CFC rules in the US were much criticised for lacking robustness to reduce low-taxed income of US multinationals. This criticism was taken on board by the new US tax reform, which strengthens CFC rules. At the EU level, CFC rules were included in the ATAD measures that have to be adopted by EU Member States as a minimum standard to fight against non-genuine arrangements put in place for the main purpose of tax benefits. For instance, CFC rules were modified in Belgium so that ‘non-distributed profits realised by a CFC that constitutes an artificial construction are added to the tax base of the Belgian parent if the CFC is held for at least 50% and is subject to tax at a rate below 12.5%’.
	The purpose of Action 5 is to limit beneficial treatment from IP regimes to substantial activities resulting from R&D activities by adopting a modified nexus approach while ensuring spontaneous automatic exchange on tax rulings. In October 2017, the OECD released a progress report on preferential regimes, which was updated on 9 May 2018.
	According to the report among 175 tax regimes, 31 have been modified and 81 undergo legislative amendments. While the review of some regimes is continuing, it was highlighted that 4 measures are potentially harmful. To give an example, Israel adopted a modified nexus approach in 2017, which makes IP tax incentives at the rate of 6% conditional to R&D activities. Other countries, including Luxembourg, Singapore, Italy, Germany and Andorra, are in the process of updating their IP regimes. On tax rulings, the OECD released updated IT tools to support their exchange of information. Simultaneously, the OECD published a peer review on 4 December 2017 to monitor the transparency of 10,000 tax rulings.
	The OECD minimum standards, including Action 5 on harmful practices, are of the order of soft law and non-binding. Perhaps for this reason, France and Italy are two non-compliant EU Member States, which reportedly maintain harmful IP regimes not in line with the modified nexus approach. Turkey’s technology development tax was also criticised for its potential harmfulness. In parallel, many question whether the modified nexus approach would be fully compatible with the EU state aid law.
	Although some argue that the location of R&D activities is not sensitive to reduced tax rates but depends on the availability of qualified researches and public knowledge infrastructure, BEPS actions, aimed at addressing harmful tax practices with a focus on patent box regime, could lead to economic distortions and tax competition. Post-BEPS, MNEs would have to move their R&D activities to the jurisdiction offering a favourable patent box. Given the fact that attracting R&D is more beneficial to the economy than merely attracting IP, states may compete more intensely over real economic activity.
	Even in the aftermath of BEPS, Ireland that has been subject to a fair share of naming and shaming for its Double Irish Dutch Sandwich schemes, remains an attractive location. Although from January 2015, the country enacted laws to treat all companies incorporated in Ireland as a resident, the grandfathering clause allows these companies to keep their existing arrangements until the end of 2020. Besides, Ireland put in place a knowledge development box in line with the OECD’s modified nexus approach for IP tax regimes, providing for a 6,25% effective rate of corporation tax on qualifying profits related to qualifying IP assets. This favourable regime together with generous R&D tax credits continue to attract MNEs.
	Action 6 was designed to prevent treaty abuse by a greater emphasis on economic substance with business purpose. On 18 December 2017, the OECD Model Tax Convention was updated to address the outcomes of Action 6 on treaty abuse. Changes in line with Action 6 of the OECD Model include a LOB rule, an anti-abuse rule for permanent establishments situated in third States and a PPT rule.  
	Action 6 was also integrated in the MLI as a minimum standard, whose implementation is monitored by peer review to be published in January 2019. The PPT, which would be introduced in all tax treaties by the MLI, is a general anti-abuse rule to be applied by all jurisdictions having signed the multilateral instrument. The OECD notes that only 12% of the jurisdictions chose to adopt the PPT as an interim measure.
	In January 2017, the OECD released a Public Discussion Draft regarding the application of the PPT to non-collective investment vehicles. The examples given by the OECD were perceived as ‘vague and controversial’, with many lamenting the lack of precision and subjectivity of the PPT and highlighting the risk of denial of treaty benefits regarding cross-border investments by tax authorities.
	The PPT‘s threshold of abuse based on double subjective and objective test is also considered as a problem as it is open to interpretation. The experience with General Anti-Abuse Rule (GAAR) shows that national courts may interpret PPT in different ways.
	Furthermore, the design of the legal consequences of the PPT runs against the logic of conventional anti-abuse provisions and the Constitutional requirements of several jurisdictions. The differences with EU’s GAARs raise compatibility questions with the EU law.
	While the LOB clause is similarly denounced for its turns, the link between the PPT and the LOB clause in the OECD Model is regarded as ‘complex’. It remains to be seen whether the MLI will succeed in ensuring implementation and uniformity regarding treaty abuse.  
	Perhaps the greatest achievement of the BEPS project was the introduction of the four minimum standards, whose implementation is subject to peer review. (Action 5 on harmful tax practices, Action 6 on treaty abuse, Action 13 on CbCR, Action 14 on dispute settlement). However, among the four, which were classified as minimum standards, the dispute resolution system was not even aimed at combatting BEPS. Moreover, it shall be noted that not all of BEPS actions, especially the most relevant ones to the digital sector, became minimum standards. 
	According to some, the OECD’s peer review system is not an optimum implementation mechanism for the reason that government’s compliance with it depends on local political climate. There is no OECD provision for procedures where a commitment was given and later withdrawn or where legislation was not implemented in time or in a correct manner. Moreover, a uniform implementation of BEPS seems difficult to achieve as interpretations vary. 
	There is even the risk that some countries may choose to opt out, ‘turning the implementation to a process of cherry picking’ due to the soft law approach of the OECD and the non-binding nature of the BEPS measures. A good example to this is the US, choosing not to comply with the minimum standard agreed within the Transparency Forum, and as a result, did not to participate in the automatic exchange of information on savings due to its own legislative constraints. The fact that in most countries including in the US, the treaty ratifying bodies are not bound by the negotiation of their respective Finance Ministers raises the question on how the MLI will deal with States only wiling to adopt certain measures.  
	According to some, the yet to be completed MLI is ‘the new international paradigm’ of tax matters while others do not acknowledge its significance as a multilateral agreement due to its ‘flexible’ structure. Paradoxically, its flexibility was the main factor, which convinced so many signatories to adopt the instrument. Although the instrument is designed to address the remaining BEPS actions, some scholars express dissatisfaction with the absence of clear definitions and its incapability to solve the problem of the non-homogenous tax bases arising from distinct economic realities in each country.
	In general, BEPS was instrumental in drawing attention to international tax issues, which is per se difficult due to their technical nature. Although the OECD Interim Report acknowledges that it is still early days to evaluate the impacts of BEPS section, the report states that double non-taxation concerns have been addressed through the implementation of the BEPS package both regarding direct and indirect taxation. As a result, the ability of MNEs to achieve stateless income or even single digit local effective tax rates may be diminishing.
	BEPS measures, such as lower threshold for PE, amendments to the OECD Transfer Pricing Guidelines, more limited possibilities to rely on favourable regimes, tightened anti-abuse rules and other changes may influence the way MNEs organise their business activities. One effect could be that businesses would be structured as a single entity rather than separate legal entities. On the other hand, a shift towards more centralised business models could already be observed over the last few decades as there is no longer a need to make on-spot business decisions.
	Nevertheless, there is no evidence whether the broader tax challenges mentioned in Action 1, such as nexus, data and characterisation, have been tackled despite a change of tax planning practices. Overall, little progress was achieved in Action Points, which are most relevant to the digitalisation. There seems to be a certain inaction concerning the residence-source dilemma and the digital economy. According to Baez and Brauner, it is apparent that BEPS package (Action 3, 6, 7, 8-10) does not address BEPS issues created by digitalisation or a number of broader tax challenges related to it. 
	Similarly, Andersson argues that the changes following Action Point 7 on PE and Action Points 8-10 on intangibles do not ‘adequately address taxation of digital platforms and businesses providing goods and services in countries without, or with limited, PE presence.’   
	It is equally important to note that BEPS Action 12, aiming at introducing disincentives for intermediaries, who assist in tax evasion schemes, failed to introduce minimum standards and to tackle one of the main challenges faced by the tax authorities, which is lack of timely, comprehensive and relevant information on the aggressive tax planning strategies.  
	When it comes to PE, the changes introduced to Article 5 ‘entails limited changes to the taxation of digital business operations.’ In order to constitute a PE, an entrepreneur would still need to have human and technical resources and there should be a place of business with a certain degree of permanence. Hence, the actual source-revenue effects are likely to be minimal because BEPS measures focus on measures based on physical presence, which are not relevant to the digital economy. 
	The source-residence duality as criteria for taxation is an outdated concept, as online businesses can relocate their income through their subsidiaries allowing them to function remotely from their customers without being taxed either at the source or at the residence state, and thus depriving states of significant tax revenues. The territoriality and non-discrimination principles enshrined in Article 24 of the OECD Model Tax Convention are no longer fit to adapt to today’s economic realities.
	In conclusion, the OECD failed to address the ‘troika of threshold requirement, separate legal entity principle and attribution of profit to arrive at a coherent globally supported solution’. Some even question whether BEPS project ‘is all more for political effect than substantial reform’. BEPS was primarily meant to close loopholes. Those who call for fundamental reform view it as a very limited exercise, which did not face up to the broader problems troubling the system, including economic inefficiency and instability due to tax competition. In fact, both of these problems might have worsened. However, the OECD Policy Note - published on 23 January 2019 -emphasizes that taolired and effective solutions can be found by 2020.  
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	KEY FINDINGS
	Despite the pitfalls of unilateral actions, political and revenue needs are too high and pressing for some countries in the absence of international consensus, which went ahead acting unilaterally to address problems arising from the digital sector. The majority of unilateral measures are based on new nexus, equalisation levy and withholding tax, which were already mentioned under BEPS Action 1 as possible policy options without any of them being recommended.  
	The OECD categorises these uncoordinated unilateral measures, which were enacted worldwide as follows: 
	 Alternative applications of the PE threshold (Adjustment of PE definition or establishing tax rights according to digital presence, e.g. India, Israel);
	 Withholding taxes (Broadening the categories of exception to the PE rule under which the taxing right is allocated to the source rule to include digital products and services);
	 Turnover taxes, such as equalisation levies (Non-income tax measures to subject foreign-based suppliers of digital goods and services, e.g. India, Italy, France); and
	 Specific regimes targeting large MNEs (e.g. UK, Australia, US).
	As many as 11 EU countries already introduced direct tax measures targeting digital activity, including the UK’s Diverted Profits Tax, Italy’s web tax and France’s YouTube tax.
	The Finance Law 2018 in Italy introduced a web tax, which will be applicable from January 2019 onwards. The 3% tax is applicable to Internet services distinguished by minimum human intervention and use of technology, provided both by Italian resident and non-resident entities to local business recipients. The new tax will be settled by the buyers of the service. The minimum threshold is 3000 transactions per year. The special turnover tax does not take into account expenses and is not creditable against Italian income tax. The tax is intended to apply to intangible goods, such as online advertising and sponsored links, but not to online retail.
	The Italian Income Tax Code has also introduced a Significant Economic Presence (SEP) test and amended the definition of PE. The SEP test shall apply where factors, such as revenues and numbers of customers, are located but physical presence is not necessarily needed to indicate a significant presence. 
	Italy has also passed a new transfer pricing rule that stipulates the use of valuation techniques other than cost-based indicators for determining the arm’s length prices of digital transactions.
	Austria extended the scope of its national tax to include online advertising. With the new measures, which came into force in 2018, the government intends to reduce the advertisement tax while broadening the tax base to include online advertising.
	Slovakia introduced a tax on income derived from intermediation through websites and platforms. This targeted measure aims at expanding the fixed place of business condition for certain digital platforms.  
	In France, a 2% tax levied on the advertising revenue by resident or non-resident platforms broadcasting free or paid videos online, such as YouTube or Netflix, came into effect in the beginning of 2018. The tax complements tax mechanisms for online television platforms or video-on-demand services. Although the tax was found compatible with the EU laws, concerns arise as to its narrow scope and difficulties regarding collection from the platforms located abroad. France also introduced its so- called "GAFA tax"—named after Google, Apple, Facebook and Amazon—to ensure the global internet giants pay a fair share of taxes on their huge business operations in Europe (applies as from 1 January 2019).
	The fairness tax is a 5,51% levy on profit distributions by Belgian companies or foreign companies with a PE in Belgium. The tax only applies to profits which have not already been subject to corporate tax due to the Belgian national interest deduction or due to a loss-carry forward. The tax is assessed separately from ordinary corporate tax. It is different than an income tax, as business expenses are not deductible. The subject of taxation is the payer of the distributions rather than the recipient.
	Hungary’s Advertisement Tax Act, introduced in 2014, targeted advertisement turnover of companies, which were subject to progressive tax rates ranging from 0% to 50%. A first amendment was made to the law following the launch of the European Commission investigation in July 2015 to limit targeting sales revenues over a smaller range of 0% and 5.3%. The upper threshold was applied to companies exceeding 100 million Hungarian Forints (HUF) in revenues. On 4 November 2016, the European Commission found that Hungary was in breach of EU state aid rules because its progressive tax rates granted a selective advantage to certain companies.
	Hungary amended its advertisement tax again in 2017 to comply with the EU rules, raising the upper threshold of the progressive tax rate to 7,5% for taxpayers with sales revenues from advertising over HUF 100 million. The de minimis threshold at which the tax kicks in was retained despite the European Commission’s warning that a low turnover could give unfair advantages over competitors. The tax does not target the digital sector but is considered to be influential in the operation of the digital market.
	The UK’s diverted profits tax was conceived as a response to BEPS activities facilitated by digital businesses, circumventing PE status despite having significant economic presence through intragroup mismatch arrangements to shift profits. The measure is tied to the presence of PE standard, in the absence of which it could not apply.
	The Diverted Profit Tax aims at establishing a nexus between the entity producing the income and the place where the income originates. The tax is an upfront tax at 25 % (as opposed to the UK Corporate Income Tax of 19 %) of punitive character. The conditions are purposeful avoidance of PE and structures lacking economic substance and mismatch arrangements to shift profits. In case there is a tax mismatch in that the tax paid by a company abroad is less than 80 % of the tax avoided, tax reduction is perceived as one of the main purposes of the arrangement. If these conditions are satisfied, a 25 % applies to diverted profits.
	In April 2018, the UK proposed a targeted royalty withholding tax applicable to IP royalties paid by a non-UK resident entity to a related party in a low-tax jurisdiction. A withholding tax is a step towards taxing the digital economy by reference to nexus of consumer and user base rather than physical presence. The proposed tax requires no UK presence for the taxpayer beyond a UK customer base.The withholding tax would be waived if the non-resident has a PE or is subject to diverted profits tax. The UK-resident related parties to the non-resident supplier would be made jointly liable for the tax.
	Australia introduced a similar tax to the UK’s DPT: The Multinational Anti-Avoidance Law. The tax, which is also dependent on PE condition, puts the burden of proof on the non-resident.
	A draft guidance issued on May 2nd further clarified this tax, which will be subject to a low-threshold connection test between the company and its supply of a product or service. The connection test will be satisfied irrespective of whether the supply of a product or service has occurred. Examples to the included activities are: Attracting new customers (through local advertising campaigns), procuring demand for sales, supporting the execution of supply through supplier arrangements (telephone-based assistance to customers by local support staff), and relating to the ability to supply the goods or service.  
	New Zealand extended its GST to digital remote services provided offshore. Although New Zealand remained reluctant about introducing a DPT-type tax, it remains open to potential anti-avoidance measures.
	In April 2016, Israel published guidelines on changes to income tax and VAT which expand the concept of the PE to include non-resident online businesses, which sell or provide services through Internet to Israeli residents. The proposals focus on instances in which income of foreign company could be attributed to a PE in Israel in the context of digital economy. A virtual PE would be established for companies with a significant presence, even if these activities are of preparatory and auxiliary nature. To countries with which no treaty has been concluded, a significant digital presence test will be applied taking into account the number of contracts concluded with local customers, adjustments to the online services for Israeli users (i.e. the use of Hebrew language and local currency), high web traffic by local users, a close correlation between the consideration paid to the foreign company and the level of Internet usage.
	India introduced an equalisation levy of 6% in 2016. With the new levy, any Business to Business (B2B) payment made to a non-resident in respect of online advertising is withheld by the resident taxpayer. The gross value tax is aimed at digital business models, such as Google and Facebook. The equalisation levy does not apply when a non-resident service provider maintains a PE, in which case the income tax rate of 40% applies and expenses may be deducted from the tax base.  
	India may extend its Google tax to include streaming and marketing services like those offered by Facebook, Amazon.com and Netflix.Inc.
	In addition, India amended the concept of ‘business connection’ to include a significant economic presence in its Finance Act of 2018. Such a move could impose a 40% tax on any foreign company rendering digital goods and services to India.
	The Indian SEP test is divided into two limbs: The first limb is triggered if aggregate of payments arising from transactions are carried out by a non-resident in India, including the download of data or software exceeding a certain threshold in India. 
	The second limb is kicked off if such business activities are conducted in a systematic and continuous way in interaction with a certain number of users. The SEP applies even when there is no local agreement signed, independently of the existence of a fixed placed of business of the non-resident who may or may not provide services to local customers.
	Saudi Arabia and Kuwait introduced the virtual service PE, which can be triggered even in the absence of physical presence, when a non-resident provides services to local customers. Any services performed for more than 6 months under cross-border agreements between non-resident and local consumers create a virtual PE. In this context, the OECD notes a minority view that physical presence is not required under the Article 12 of the UN Model Convention on fees for technical services adopted in 2017, but concludes this is at risk of taxpayer challenge and its efficiency is not known. Like Saudi Arabia, other countries started re-interpreting the concept of the PE and creating a digital PE. Recent discussions and actions start regarding websites as potential PEs and even consider them as a ‘virtual PE’.
	On 2 January 2018, Taiwan also introduced guidelines on changes to income tax rules for foreign companies without a fixed place of business that provide e-commerce services to local consumers in. Such income generated from services with an economic nexus in Taiwan would be deemed to be taxable.
	In 2016, Turkey introduced monthly mandatory reporting obligations regarding transactions, including digital sales of service providers and advertisers acting as intermediaries in the country. In parallel, a withholding tax became applicable to e-business payments and similar online activities. The concept of an electronic PE was also put forward, which could make intermediaries as well as purchasers liable for the payment of withholding taxes.
	An equalisation levy (e.g. Italy, India) constitutes a turnover tax on e-services if it is imposed on the supply itself and where it focuses exclusively on the expenditure side of the payment (nature and value of supply), if not charged at a fixed rate and if not creditable or eligible for any other type of relief against income tax imposed on the same payment. The equalisation levy is meant to achieve tax neutrality between different businesses using distinct business models or residing within or outside the taxing jurisdiction in addition to providing greater clarity in respect of characterisation of payments for digital services. However, the structural weakness of the equalisation levy appears to be ‘manifold and insurmountable’. 
	The equalisation levy is revenue based and levied upon the gross value of payments exiting the source state. It could mean imposing a tax on loss-making businesses, which would be potentially in violation of the ability to pay principle. Therefore, it could hamper the growth of SMEs and its global implementation could impede technological advancements.   
	The Indian equalisation levy, which was inspired by the OECD’s 2015 Final Report, drew much criticism. The Indian levy is imposed just on transactions effectuated through a digital platform and it is applicable only when a non-resident enterprise has a significant economic presence, covering only cross-border B2B transactions.  
	However, it differs from the OECD proposal for the reason that it is collected by the service recipient and not by the foreign enterprise or local intermediary. In this sense, it is similar to an income tax. Although India defends the opposite view, chances are high for the tax to be covered by India’s tax treaties. Such new taxes give rise to legal uncertainty and lead to arbitrary distinctions, as they combine elements of taxes on profits with elements of consumption taxes and defy clear classification for tax treaty purposes. The uncertainty extends to treaty overrides and tax treaty arbitration.
	The nature of the Indian levy is also questioned. While it shares common features with both income tax and turnover tax, some believe that it is neither an income tax nor a turnover tax and thus, should come on top of existing direct and indirect taxes. There are also uncertainties about the scope of the levy as to whether or not it covers all transactions concluded remotely or just those effectuated through a digital platform. 
	The equalisation levy introduced in India was seen by some as an attempt to engage in ‘treaty dodging’ by delinking the taxation of digital transactions from tax treaties with the introduction of a new levy not covered therein. As the levy would be carved out of income taxation, it cannot be credited against tax paid by the foreign company in its residence country. Yet, the manner in which taxes are levied is of no relevance for their inclusion in the scope of application of tax treaties.  
	The levy is supposed to ensure equal treatment of foreign and domestic supplies but some question whether it fulfils this very purpose if it is imposed on both domestic and foreign entities. In order to be compatible with the General Agreement on Trade in Services (GATS), an equalisation levy could apply only to services in B2B situations. GATS includes an exception for difference in treatment aimed at ensuring the equitable or effective imposition or collection of direct taxes, which a priori covers the equalisation levy.  
	According to Kemmeren, such short-term measures, akin to turnover and use taxes, are already included in the VAT and, sales and use taxes. Hence, one should consider carefully the introduction of turnover taxes in addition to VAT because of their similarities. This view is supported by arguments that it is better to enforce existing tax claims, such as under VAT, than to create problematic new taxes.
	Conversely, others emphasize that the potential for convergence between equalisation levies and VAT should be seized as an opportunity to find solutions within an indirect tax framework.
	A company in the cyberspace alone is not sufficiently solid to be liable to taxation if it is not accompanied by significant digital and economic presence. A new nexus alters the traditional PE threshold by establishing a taxable presence allowing source taxation of business profits even in the absence of a fixed place of business, which would be conditional to a certain degree on significant economic presence via technology and other automated tools.
	Such a new nexus reflects the benefits principle and assigns taxing rights to the jurisdiction where sales take place. One of its objectives is to reduce the existing bias differentiating tax treatment of digital and physical transactions by introducing consistency between the two. However, questions may arise on how to differentiate between business models based on both traditional and digital elements while respecting the principle of tax neutrality and avoiding the trigger of multiple PEs. Such sales taxes could be problematic due to ‘multiple taxation, inequalities, market distortions, legal uncertainty, and red tape, both for tax authorities and taxpayers alike’.
	A significant economic presence could be determined by quantitative thresholds, as qualitative thresholds are likely to cause disputes, tax unpredictability and double taxation. Setting minimum thresholds could be an optimum way to provide for a level playing field for Small-and Medium Enterprises (SMEs).
	In addition, finding the appropriate profit attribution rules could be challenging in case of a new nexus. If the current Authorised OECD Approach would be applied, a significant people functions should be performed at the PE level. If these functions are not performed in the market jurisdictions, the income attributable to the PE would be negligible. Hence, other profit attribution rules, such as formulary apportionment and split profits method, shall be considered.
	In this context, the introduced nexus-based measures were subject to much criticism. With its new significant economic test, Israel has followed a ‘standard-based rather than a rule-based approach’ but the lack of hard thresholds could give rise to ‘nudges susceptible to distort taxpayer behaviour’. Moreover, some argue that, a very low threshold would have been a better policy option to give a level playing field for SMEs.
	As for India’s SEP test, concerns have been expressed regarding:
	 The retrospective nature of the amendment;
	 The wide amplitude of the ‘provision of download of data or software’ which could lead to different interpretations and litigations;
	 The trigger of the first limb based on ‘aggregate of payments’, which is akin to a global formulary approach;
	 Difficulty to identify deemed profits ‘accruing or arising in India’ for profit attribution; and
	 The lack of definition regarding the ‘systematic and continuous soliciting of business’ condition in the second limb.
	Such ‘vaguely worded and ‘not well articulated’ tax policy could lead to potential litigations. As with Israel’s case, detailed guidance would be needed regarding the Indian SEP test. Moreover, double taxation could arise where both countries have a SEP test even where there is no Double Taxation Avoidance Agreement (DTAA) with a country.
	A withholding tax at source on payments regarding digital products and services is typically applied in the territory, where digital services are provided, showing some similarities with the equalisation levy.
	The OECD 2015 Final Report favours the use of withholding tax as a backup mechanism. Regarding the scope, transactions for goods or services ordered online or operations concluded remotely with non-residents are cited. It explores the possibility to require intermediaries processing payments to withhold on the payment in B2C contexts but it constrains WHT to B2B transactions. This measure limits deductions made by subsidiaries or existing PEs in the source jurisdiction for technical services provided by the parent company, making such fees subject to a withholding tax. Thus, it tackles BEPS by restricting the shift of profit from the source state through income deductions.  
	According to Article 7 of the OECD Model Tax Convention, a state cannot levy a withholding tax on an item of business profits. In spite of this, the new Service PE under the UN Model expanded withholding tax on services, giving the source state a right to tax outgoing payments for certain technical (managerial, technical or consulting) services, even in the absence of a PE.   
	Developing countries claim that they are the main source of tax revenue loss in the digital economy as providers of consumer and user base but with no possibility to host digital businesses. They argue that the paying capacity of the consumer is made possible due to the state’s contribution via public goods, law, order, market facilitation, infrastructure and redistribution. However, opinions vary as to whether or not companies benefit from the infrastructure in market jurisdictions as much as consumers do. Although the new provision in the UN Model might create a balancing effect for the developing countries and may lead to an increase in bilateral treaties attributing taxing rights to the source state for technical services, some believe that it may culminate in a more complex international tax system, increasing compliance costs due to the difficulty of interpretation of the new rule for the taxpayers operating in multiple jurisdictions. 
	On the other hand, it is proclaimed that tax treaties create power asymmetries via unequally distributed taxing rights by adjusting the PE definition and fixing a maximum rate for withholding taxes, which disfavours developing countries through special treatment of foreign residents. According to Hearson, developing countries make revenue sacrifice in tax treaties in accordance to their size, their revenue base and their reliance on corporate tax. 
	Withholding taxes represent a partial shift of taxing rights. Therefore, they are believed to be more acceptable. However, like virtual PE, the introduction of a withholding tax could necessitate changes to tax treaties.  Moreover, the WHT could lead to double taxation ‘in the state of residence of the online selling company’, ‘desincentivisation’ of e-commerce in B2C type activities and potential uncertainty caused by continuing contracts to determine the taxpayer. Setting different withholding tax rates could also give rise to an unhealthy tax competition.
	In addition, the withholding tax on gross revenues might not be a ‘good proxy for net income’ and should be fixed at a relatively low amount due to the World Trade Organisation (WTO) and EU law concerns. In accordance with the WTO, foreign suppliers of goods and services shall not be taxed more favourably than domestic suppliers. However, exceptions are provided in case of direct taxation of services and withholding taxes on non-residents. When it comes to the EU law, the Court of Justice of the European Union (CJEU) does not allow gross withholding taxes levied from non-residents. Finally, if applied solely on revenue before expense deductions, the WHT could hamper cross-border trade while leading to increased compliance costs and impediments to the growth of start-ups. 
	DPT-type measures have an effect on how businesses organise their structure. In March 2016, only months after the introduction of the DPT in the UK, Facebook announced that it would change its policy so that revenues generated from its largest advertisers displaying content on Facebook will be routed through the UK rather than Ireland. This will not result in the company’s booking of all the revenues it generates from local consumers in the UK but will lead to some tax revenue increase. Facebook made similar changes in Australia. Snapchat also announced that it will pay taxes in the countries, where it sells digital advertising services.
	Despite these positive effects, many question the compatibility of such measures with tax treaties as the state of residence is not obliged to credit the tax against domestic income tax. Although it was introduced as a new tax, the DPT has been criticised for contradicting the UK tax treaties, deeming business profits to be taxed in the resident jurisdiction in the absence of PE. This may give rise to controversy between contracting states, creating a risk of double taxation.
	The DPT consists of complicated legal framework, making it a burdensome procedure for the taxpayer to predict tax liability. If applied in every jurisdiction, it would lead to uncertainty and impair world trade. Businesses complain about tax uncertainty because of rather subjective rules put in place to counter BEPS. Moreover, as the nature of connection is broadly construed, it may lead to different interpretations.
	While some argue that the tax is incompatible with the existing nexus rules stemming from the fact that it is based on the principle of allegiance in spite of a feeble connection, others are convinced that such anti-avoidance measures fail to address problems caused by distant digital providers, as they are deeply rooted in the existing PE rules. 
	Absence of consensus leads to unilateral measures, making multilateralism lose its appeal. The effectiveness of such interim measures is doubtful. Some scholars recognise the legitimacy of short-term approaches that may put pressure on international organisations to speed up their coordination efforts while others think that they would fall short of fixing the interests of source needs, calling for a serious reform. In parallel, many argue that ‘quick fix’ solutions, such as taxation of turnover proposed by France, Germany, Italy and Spain, are the wrong way forward as they will ‘trigger counter-reaction by non-EU countries’.
	At the OECD level, a group of countries is opposed to interim measures arguing that there is no sound conceptual basis for such action on the basis of possible negative consequences, including the risk of over-taxation and hindrance to growth. Other countries support the view that the current system cannot tax all value generated in a third jurisdiction and such measures would be justified in advance of a long-term solution as means to restore fairness, sustainability and public acceptability. The OECD does not recommend interim measures on digital taxation but accepts an excise tax on e-services if certain conditions regarding the design of the measures are respected.
	The OECD’s Interim Report sets out the main criticism of interim measures as follows: Impact on investment, innovation and growth, impact on welfare, potential economic incidence of taxation on consumers and businesses, possibility of over-taxation, possible difficulties in implementing a tax as an interim measure and compliance and administration costs. 
	According to the OECD, the potential target of unilateral measures shall be businesses with high levels of scale without mass characterised by performance of a profit-generating income activity abroad for a relatively long period of time as well as business models relying on user participation and network effects. (i.e. Internet advertising and intermediation services). Moreover, such measures shall be simple, temporary and targeted, minimising over-taxation, the impact on start-ups as well as cost and complexity, while complying with international obligations. 
	The proliferation of unilateral taxes gives rise to uncertainty regarding the scope of application of the tax treaties as they mark a departure from standard categories by showing a certain hybridization, in particular by combining elements of taxes on profits with elements of consumption taxes. 
	One major problem is that the concepts of income and capital are not defined in the OECD Model Convention. While income taxes are flow figures focusing on the recipient, turnover taxes seek to capture the spending power of the payer. However, the lines between the two can be blurred in practice, making it difficult to distinguish taxation at source from turnover taxation of specific supplies.  
	A possible solution to determine whether new taxes are covered by previous tax treaties may be obliging the contracting states to enter into a Mutual Agreement Procedure (MAP). Yet, MAPs can be usurped by MNEs becoming principles with some home state acting as their agent, initiating a MAP and later arbitration, as a means of forcing the other state to change its behaviour when it comes to taxing them. Such measures may increase tax certainty while limiting countries’ source taxation rights. Tax treaties could also be misused to impose norms by large states onto smaller ones. In order to be legitimate, they have to be binding and precise while delegating enforcement to independent courts or arbitrators.
	If tax measures are selective regarding the type of transaction and the location of businesses, tax policy might distort corporate behaviour and the location attractiveness of the respective jurisdiction might suffer. A prominent example is Hungary, which has already experienced a loss in location attractiveness for digital businesses on top of numerous EU investigations.  
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	Since 2013, the state aid instrument was used against MNEs, exploiting differences in national tax systems and manipulating their tax strategies to circumvent the law. A Task Force on Tax Planning Practices was established in 2013 to investigate tax authorities signing Advance Pricing Agreements (APAs) in order to give MNEs selective advantages and a beneficial treatment. 
	Many US corporations moved their tax headquarters to the EU in the past 10 years. These include digital companies (tech companies, online sellers etc.) as well as more traditional ones, such as fast-food chains, retailers and automobile industry. These corporation’s tax strategies were regarded by the European Commission as tax subsidies, which is illegal according to the EU acquis. The tax disputes focus on source of income, royalties, transfer pricing and inter-company loans.  
	Some examples include Apple Inc.’s income shifting from US to Ireland, McDonald’s’ use of CFCs, Starbucks’ manipulation of inter-company transfer pricing, Fiat’s extension of inter-company loans to its subsidiaries, Amazon’s profit shifting among subsidiaries, Google’s claim that its high-tech products are developed in the US and should be treated as US-sourced income, and Ikea’s high royalty charges to its subsidiaries.
	These cases have commonalities as many US multinationals struck agreements with EU governments, such as Ireland, Luxembourg and the Netherlands, to be recognised as a foreign corporation and used the discrepancy between the worldwide income tax system in the US and the territorial income tax system used in countries, such as Ireland, to avoid paying taxes both in the US and in the EU. In response to this, the EU asked some of these companies to repay the respective EU Member States the illegal tax subsidies that they received in the past few years. Most of the cases are pending.
	Notwithstanding these investigations and the OECD’s BEPS measures, MNEs seem to continue to embark on aggressive tax planning schemes. This is exemplified by recent disclosures about tax avoidance activities of Netflix and eBay. 
	Following the release of the final BEPS recommendations covering 15 Action Points in 2015, the EU responded by an Anti-Tax Avoidance package published on 28 January 2016, and in particular the Anti-Avoidance Tax Base or Anti-BEPS Directive, having the objective to design rules against tax avoidance practices which have a direct effect on the single market. With the adoption of ATAD on 12 July 2016, the EU introduced a restriction on interest deductibility in the form of an earnings-stripping provision (Action 4), established CFC rules (Action 3) and neutralised hybrid mismatches including certain qualification differences (Action 2). The Directive goes beyond BEPS actions by providing two additional provisions: Exit tax and general anti-abuse provision. On 21 February 2017, the ATAD’s scope was broadened with regard to the neutralisation of qualification differences so as to include third countries, while also extending its material scope of application by neutralising other qualification differences (ATAD 2).
	Regarding cross-border tax disputes, a Dispute Resolution Directive was adopted in October 2017, bringing automatic and binding resolution to disputes. 
	Moreover, the Code of Conduct Group reached agreements on patent box regimes. The Member States also agreed to spontaneously exchange information on tax rulings under the Directive on Automatic Exchange of Information (Action 5). With the amended Mutual Assistance Directive, the exchange on APAs is ensured while other information, such as financial income and account balances is set to be exchanged at the EU level. 
	Simultaneously, the EU signed the Foreign Account Tax Compliance Act (FATCA) and Common Reporting Standard (CRS) disclosure agreements. Moreover, the EU took measures to enhance greater transparency by introducing Country-by-Country Reporting for extractive and logging companies and revising the Capital Requirements Directive 4 for banks and investment funds. In addition, the European Parliament voted in favour of more tax transparency requiring public CbCR for all multinational groups with a total consolidated revenue of EUR 750 million. However, political consensus on public CbCR was not yet reached in the Council. If adopted, a maximalist CbCR demanding MNEs to publicly disclose labour costs, invested capital, payroll, employment, tax payments, sales and purchases, divided between intra-group transactions and external transactions in each jurisdiction, could confront the separate entity principle by exposing transfer pricing arguments. 
	On 25 May 2018, the Council of the European Union introduced new rules with respect to mandatory automatic exchange of information in the field of taxation in relation to reportable cross-border arrangements, which would oblige intermediaries to disclose certain potentially harmful tax structures to local tax authorities in line with BEPS Action 12 from 2019 onwards. The EU’s new rules on intermediaries is meant to cover gaps in the CRS of the Global Forum, as it broadly applies within the Union under the Administrative Cooperation Directive. Due to increased transparency, the initiative creates disincentives for intermediaries (eg. consultants, lawyers, financial advisors, accountants) to design and market new schemes while posing reputational risks in case of non-compliance with a reporting obligation.  
	On 5 December 2017, the Economic and Financial Affairs Council (ECOFIN) approved the EU list of non-cooperative jurisdictions in taxation matters that includes 17 jurisdictions. In addition, it published a grey list consisting of 47 jurisdictions.  
	Separately, the EU has amended its Anti-Money Laundering (AML) legislation for cryptoasset beneficial ownership disclosure rules on 19 April 2018, which will be effective by January 2020.  
	With the enactment of the EU’s General Data Protection Regulation (GDPR) on 25 May 2018, a framework for the collection, use and storage of personal data that directly impacts on the capacity to use big data, (i.e. development of AI tools) was established. Some of its effects could already be seen with the use of the GDPR Shield to block European users from accessing their website and services in order to avoid compliance burden.
	Furthermore, the e-privacy regulation and the regulation on free flow of non-personal data, expected to be adopted in 2018 will further improve data regulation in the EU. The former will strengthen security and confidentiality of communication by requiring consent for any marketing and bring new rules on cookies. The latter will regulate storage and processing of data and prohibit any data localisation requirement unless it concerns public security. 
	The hard law approach of the EU is generally seen more effective than the OECD’s soft law approach. At the same time, some credit shall be given to the OECD’s peer pressure method, which could accelerate implementation through informal pressure. Although the EU’s ambition to counter BEPS is unquestionable and can be testified by measures, such as ATAD going beyond BEPS recommendations, the Directives which are the only means for EU action in the area of taxation, give Member States a lot of flexibility in terms of implementation. While the effects of BEPS will depend very much on the individual implementation of EU Member States, it is already possible to identify some shortcomings.
	Kuzniacki demonstrates that following the incorrect implementation of Articles 7-8 of the ATAD, Polish CFC rules are not in line with the free movement of capital, especially when it comes to the Polish black lists regarding third countries. According to the new Polish legislation, the whole income of a CFC in a third country may be taxed in Poland.
	The ATAD closes many of the existing loopholes, where hybrid mismatches are used by allowing for implementation of primary and defensive rules but it is said to merely address the symptoms of mismatches and not the mismatches themselves. ATAD 2 only extends the scope of the measures while ensuring their application on third country situations. By doing so, it also focuses on neutralising the negative effects of hybrid mismatches instead of providing for solutions to their rootcauses. To completely eliminate hybrid mismatches, a uniform classification method is needed between Member States by mutually recognising the tax classification in the host country. Generally, following a more unified approach could promote a level playing field and legal certainty.  
	On the other hand, BEPS Action 6 in general and the peculiar design of the PPT have raised suspicion in relation to its potential contravention of EU law. The reference under the PPT to obtaining of a treaty benefit as one of the principle purposes that might lead to the application of the GAAR has come under criticism. The fact that the majority of Member States have domestic GAARs in place may provoke a disparity. The broader scope of the PPT and its detrimental consequences for the taxpayers as compared to domestic GAARs may imply a different treatment of cross-border and domestic transactions. These different treatments could be considered disproportionate.  
	Separately, Paradise Papers made it clear that certain taxpayers still use shell companies registered in tax havens and appoint nominee directors to conceal their wealth and income by hiding the identity of the real owners or the beneficial owners of the companies. According to the new rules on intermediaries, if the intermediary is not located in the EU or is bound by professional privilege or secrecy rules, the obligation to report the tax arrangement passes to the EU-based taxpayer. Although these rules do not set a minimum threshold for disclosure, the hallmarks for reporting usually point to high-risk situations that involve elaborate arrangements. Small companies and individuals would not normally have the sources to seek tax advice. Therefore, it can be assumed that the reporting obligation would mostly affect big corporate taxpayers. In any event, its effects are questionable as the UK, which has already such legislation for intermediaries in place, has the highest number of intermediaries in the EU.
	The EU’s tax haven lists are also on the radar. In November 2017, Oxfam suggested that the EU tax haven blacklists should include at least 35 countries, covering four EU Member States: Ireland, Luxembourg, the Netherlands and Malta. The Oxfam list also mentions some UK crown dependencies, EU overseas territories and EU candidate states together with Switzerland, Singapore, Hong Kong and US Virgin Islands. The fact that some of the largest offshore provider states are European poses obstacles for policy action. 
	The EU’s new tax arbitration process is considered to increase states’ accountability to an international community of tax experts at the expense of tax sovereignty. Additionally, it is not clear whether the Dispute Resolution Directive applies to cases of treaty overrides.
	Finally, calls for more transparency are made with regards to the European Code of Conduct Group, a political working group comprised of officials of the Ministries of Finance of the Member States, which monitors compliance with the European Code of Conduct that prohibits harmful tax competition and encourages a coordinated approach to combat tax avoidance.  
	It has become an important player in fighting tax avoidance by MNEs, as it was involved in the creation of common tax ruling policy, international hybrid mismatches, and disclosure of aggressive tax planning schemes. Its informal assurance of political agreement (soft law) may be a positive development but national parliaments and the European Parliament are kept in the dark about the pseudo-legislative practices of the group, which lacks democratic checks and balances. Transparency could be ensured through disclosure of background documents, room documents, meeting minutes etc., appointment of a political chairperson and equal representation by Member States.
	The 2014 Report by the European Commission expert group on taxation of the digital economy advised against a special tax to avoid ring-fencing the digital economy. However, these conclusions seem to be no longer supported by the Commission following the adoption of ATAD1 and ATAD 2, which will come into effect by 2019 and 2020 respectively, as well as the progress made regarding the implementation of BEPS with the MLI. 
	In September 2017, Finance Ministers of several EU Member States called on tech companies to ‘pay their fair share of tax’ in order to ensure economic efficiency, tax fairness and sovereignty and asked the Commission to come up with proposals akin to the equalisation tax.  
	In its Communication of 21 September 2017, the European Commission acknowledged that the existing tax system is no longer appropriate for the digital age and falls short of ensuring fair taxation. Although the lack of evidence to make a case for fair taxation is criticised by some, the Commission is of the view that the inadequacy of the international rules leading to increasing tax avoidance and tax revenue drain are destabilising the level playing field for businesses.    
	In September 2017, the Estonian Presidency initiated discussions to find a working definition, recognising the need to change the OECD Transfer Pricing Guidelines regarding PE, as changes on Action 7 and Action 8-10 were considered to ‘not adequately address taxation of digital platforms’. In December 2017, the European Council formally urged the OECD to find appropriate solutions and invited the Commission to prepare proposals for action at the EU level by early 2018.
	The European Commission issued a communication on September 21st 2017 entitled ‘A Fair and Efficient Tax System in the European Union for the Digital Single Market’. On 21 March 2018, it proposed new rules for corporate taxation based on a significant digital presence.  
	The Commission proposed a short-term measure - Digital Services Tax, and a long-term measure - Digital PE and Profit Allocation, accompanied by a recommendation on double tax conventions, suggesting Member States to change the definition of PE to account for a situation where a company has a significant digital presence, and to include rules for profit attribution. When Member States have double tax treaties with third countries, the proposed new rules will not apply. Thus, tax treaties would need to be amended regarding tax residents outside the EU.
	Before embarking on such an ambitious reform, the Commission sent a multiple-choice questionnaire to its stakeholders. While two-thirds agreed that international tax rules do not allow for fair competition between traditional and digital companies and over four-fifths supported action regarding taxation of the digital economy, more than half agreed that a digital tax would lead to an increase in tax disputes and only half of the correspondents were in favour of an interim solution. Respondents were also divided as to whether SMEs should be exempt from a digital tax and whether it would slow down the development of digital technologies in the EU.  
	The short-term measure involves a 3% interim tax which covers digital activities currently not being taxed in the EU. The tax is to be levied on gross revenues of a digital business, characterised by user value creation, and allows for no cost deduction from January 2020 onwards. A threshold is set at worldwide annual revenues from digital services above EUR 750 million and EU revenues above EUR 50 million. If the economic presence belongs to a consolidated group, then the thresholds shall be assessed on the group level. According to the Commission, the threshold would help smaller start-ups while in-built mechanisms would alleviate the possibility of double taxation.
	The equalisation levy aims at preventing the adoption of unilateral measures in advance of a long-term solution, targeting the most acute mismatches between profit taxation and value creation, namely advertising, mullti-sided digital interface and selling of user data.  
	The tax would apply to cross-border transactions and domestically to comply with international law. To minimise tax compliance burdens, the proposal envisages a One-Stop Shop system for declaring and collecting the web tax at the EU level in a similar way to VAT collection. Double taxation would be mitigated by allowing the tax to be deducted from the Corporate Income Tax (CIT) base, irrespective of whether or not taxes are paid in the same or different Member State(s).  
	The temporary tax could mean the collection of EUR 5 billion annual revenue for the Member States. It is estimated that 120 to 150 companies, 50 % of which are residing in the US, are covered within the scope of the Commission’s proposal. These figures could be contested due to the lack of reliable data regarding the annual turnover of digital companies.  
	Digital services are described as being ‘delivered over the Internet or an electronic network and the nature of which renders their supply essentially automated and involving minimal human intervention, and possibility to ensure in the absence of information technology’, using the examples of Google and Airbnb.  
	Although Commissioner Moscovici denies that the Commission is targeting GAFAs, businesses based on the advertising model, including social networks and search engines (Facebook, Google, AdWords, Twitter, Instagram, free Spotify) will be within the scope of the new measure. Businesses based on the agency model, including online marketplaces (Airbnb and Uber), will also be affected, although revenues from the sale of their own goods and services will not be taxable. Companies providing content and services in return for a fee based on a subscription model and e-retailers will generally not be caught.  
	The Directive does not regard digital interface consisting in the supply of digital content, such as video, audio or text, as intermediation services, providing exemptions for electronically supplied media, streaming, online gaming, IT solutions, cloud computing solutions and fintech services that facilitate the granting of loans or crowdfunding service providers.  
	The long-term measure aims to reform corporate tax rules by linking taxation to the location of value creation, especially where businesses have significant interaction with users through digital channels.  
	The long-term approach based on a ‘significant digital presence’ will focus on a broad range of digital services, such as the provision of films, music, software and cloud computing. A digital platform will be deemed to have a taxable ‘digital presence’ or a virtual permanent establishment according to a significant digital presence test.  
	The Commission proposes a new threshold for creating a taxable presence based on digital factors including sales, users and contracts. The Significant Digital Presence will be deemed to exist when one or more of the following conditions are met: 
	 More than EUR 7 million annual turnover in one Member State in a tax period; 
	 More than 100,000 users in a Member State in a taxable year; and
	 More than 3000 contracts for digital service supply in a taxable year.
	The EC provides a list of exemptions, including radio and television broadcasting, telecommunications, delivered goods, professional services, such as lawyers and financial consultants. A consolidated group exemption is also foreseen. Accordingly, the groups could nominate a single company to pay on behalf of the whole group and to file returns.  
	The Directive includes profit allocation rules to be determined by the DEMPE functional analysis, usually related to intangibles. Profit split will ‘often be considered as the most appropriate method to attribute profits’.
	Many tech companies, academics and others criticised the EU’s digital services tax as a ‘populist and flawed’ proposal. It shall be admitted that it was proposed in the midst of Brexit negotiations, the difficulties posed to the international cooperation under Trump presidency and the upcoming European elections.   
	The definition of digital services in the proposed Directive is too broad and may lead to different interpretations and legal uncertainty. For instance, the broad scope of the tax charge on ‘multilateral interfaces’ as well as the lack of clear definition of digital services leaves room for interpretation (i.e. its possible application for financial services).   
	Business models of tech giants are different, hence uniform measures would be impossible to implement. This is probably why the Commission chose to target large tech companies’ advertisement revenues. As it is difficult to make a distinction between these tech companies having a wide range of activities and other businesses, the Commission faces the risk that some traditional industries in the process of digitalisation are put in the crossfire of policies meant for the tech giants.  
	One major concern is that a digital retail store selling physical or digital products directly to consumers or businesses, such as Amazon and Alibaba, will not be caught by the DST. Paradoxically, these are the businesses that received the most media and political attention. The Commission’s justification is that the digital interface is simply used as a means of communication but it ‘seems to understate the transformational nature of digital retail’.  
	Moreover, specific exclusions that exist for services, such as supply of digital content, communication, and payment services, lead to discontent in business circles, which complain about the fact that broadcast television and print newspapers carrying advertisements will not be subject for taxation, while the same services broadcast over the Internet would be taxed.  
	Serious tax fairness issues could arise if the same rate would be charged for intermediaries and for targeted online advertising sold by large Internet companies. The tax burden could be passed on to small companies using online platforms to buy and sell goods, putting them at competitive disadvantage vis-à-vis traditional sellers. There is also a risk that big tech companies could use their bargaining power to force smaller companies to include the cost of equalisation levy in the amount of consideration paid to them, resulting in arbitrary pricing of services.
	Another concern is that businesses, such as Airbnb, having gross profit margins closer to 2% may be pushed to pass the tax burden to consumers. In the past, gross revenue taxes in the EU, such as insurance premium tax and air passenger duty, were often passed on. 
	Taxing gross revenues could also affect loss-making businesses adversely while contradicting double tax treaties and potentially leading to profit shifting to reduce the net profit artificially. Moreover, businesses with low margins, who are seeking to scale up, may be discouraged by the EUR 750 million global turnover and could decide to stay small. Currently, there is no impact assessment on how the digital tax proposal will impact the EU’s digital aspirations but the DST could reward ‘digital consumption over digital creation’ while hampering EU’s attractiveness.
	While some argue that applying the measure to both residents and non-residents is counter to its equalisation objective, business circles fear that the web tax could lead to double taxation for European businesses even more than foreign businesses, which already pay substantial taxes on their European profits, calling for a dispute resolution mechanism to ensure that ‘multiple implementing countries do not seek to tax the same turnover.’ Moreover, the package may lead to discrimination in that double taxation will arise mainly for businesses that are headed outside the EU. Double taxation could also result from the concept of users using services, which may or may not attract revenue. Thus, the proposed tax is considered be not tailored enough while being detached from the existing international tax framework. 
	The EU Tax Centre comments that the possibility to deduct the DST as an expense could only partially mitigate the risk of double taxation, as credit mechanisms are seen to be more efficient to avoid such risks. If deductions are to be granted on a Member State by Member State basis, taxpayers could be encouraged to locate real investment where they expect to have the highest DST charge. This could shift investments from smaller Member States to bigger Member States. 
	Moreover, the compatibility of the DST with the tax treaties is put into question, some qualifying it as an income tax if the person liable for the payment would be the service provider and others arguing that its imposition on a transaction may differentiate it from an income tax. According to the case law, the hybrid features of the tax could fall under the tax treaties due to the Article 2 of the OECD Model. By contrast, it could be argued that the OECD Model Convention would apply only to taxes imposed by contracting States and not to the EU as a whole. Similarly, the hybrid nature of the tax makes it unclear whether it is within the scope of the EU’s competence over indirect tax or Member State competence over direct tax (except for distortions regarding the single market).
	Although this temporary measure would not be desirable in the long-term, such measures are known to remain in place, as was the case for the income tax that was introduced as an interim step in the 19th century. It is important to note that the Commission itself acknowledges a number of limitations, but says that political considerations etc. drove it to push this proposal forward. Indeed, if the proposal did not have these limitations, it would have been put forward as a permanent rather than an interim measure.
	The Commission’s proposal suggests that the tax could be levied based on the location of the advert being displayed, the user who generated the data being transmitted, the user who concluded the transaction or the user of a multi-sided digital platform. Hence, the companies will have to report on the number of times an advert appeared on user’s devices, the number of times the account is used, user’s location etc. through IP address or other methods of geolocation.
	However, identifying the user location is a major logistical problem, which brought the proposal under fire for ‘lacking legal backing’ due to the absence of a ‘proper, legally tight definition of user ID’. In addition, identifying users when they have multiple devices each accessed over multiple sessions poses another difficulty, which could cause over-taxation.  
	ID location problems raised by VPN, fake IDs or bots were raised as potential risks for fraud, as users could obscure their IP address. Anonymous payments could also be problematic in the absence of cooperation with financial institutions.
	User identification through geolocation could be an easier option concerning marketplaces and other services where users identify themselves and log in. On the other hand, regarding advertising on search engines and newspapers, the use of geolocation would be problematic from technical and privacy perspectives. More importantly, geolocation could be falsified by users.
	Installing software to track the location of the users in order to file tax returns would place a burden on industry and administrations. All businesses may not track the metrics needed for tax reporting on a country by country basis, as their revenues are based on clicks. Moreover, some businesses operating across multiple domains cannot track users across those domains, as this requires third party cookies, which are usually blocked by browsers.  
	Requiring the MNEs to track users, viewing their advertisements across all their sessions, browsers, and devices, may be problematic from a privacy point of view. The user concept requires keeping extensive data on users and their location for many years, which is another privacy concern. Having such volumes of data could be misused by national authorities for surveillance. Finally, the use of geolocation and ad tracking data may be contrary to the GDPR Principles.  
	The Commission’s long-term proposal involves two steps – setting a new PE threshold and providing new profit attribution rules. The latter is much harder than the former, and the Commission’s proposal acknowledges that the long-term proposal is not fully developed. This may be one of the greatest weaknesses of the proposal – as it is still not clear what these rules will really look like but one can assume that they will be extremely complex.
	According to the long-term measure, digital services supplied through a digital interface by the entity carrying on the business and any associated enterprises are to be considered when applying the test for PE. This reform recommendation does not require a physical presence, establishing a digital presence condition as sufficient for taxation purposes.  
	In this sense, the proposal is a significant departure from the current taxation rules. The long-term solution that the Commission proposes involves a change to the PE status, which requires amending Member States’ double taxation treaties. This is particularly problematic as countries not having double taxation agreements in place and relying on OECD thresholds would be impacted from a change in domestic definitions of PEs in the EU. If Member States are encouraged to renegotiate their treaties, it would be a significant change in international taxing rights that would pose a low threshold for a foreign taxpayer to come within the charge to tax. In particular, the US is expected to be reluctant to such treaty changes given that it is where the most significant digital businesses are based, especially now that the Congress proved hesitant to ratify even uncontroversial tax treaties. 
	A possible solution could be bargaining with the US tech companies in the EU, which could in turn convince the Congress, by offering to ease the regulatory burden and obstacles they face in Europe. It is argued that, simplifying compliance for large MNEs in the digital economy could capture 60-70% of the market, having a knock-on effect on the compliance of SMEs. Acknowledging that the optimal regulatory burden shall be imposed on these companies independently of tax policy developments, the informal nature of this negotiated solution as well as its compatibility with the EU state aid and WTO may be problematic.
	One concern is that the DST would be enough to wipe out many businesses’ net profit margins. Hence, a high DST rate could encourage parties to renegotiate treaties to accept the digital PE concept in the comprehensive proposal, which covers a broader range of activities. DST would be payable by taxpayers whose country of residence has agreed to the comprehensive solution through amendments to double taxation treaties although it is unknown how this would work where multiple treaties are relied upon. It is also unclear if the DST charge will be higher than the corporate tax they would receive under the comprehensive proposal due to the different profit attribution methods.  
	Although some agree that digital factors, such as local domain names, local payment factors and user-based factors are important factors to constitute a virtual PE, there is an on-going debate on whether supply-side (local domain name of a website, language of the platform, local payment options etc.), demand-side factors (active users, online contracts etc.) or their combination shall be used to determine significant economic presence. 
	User value creation is acknowledged as the connecting element for taxation at the market jurisdiction by the European Commission to identify a digital establishment. However, the Commission interprets user value creation according to the intensity of the digital presence in the market country, without introducing a group size threshold, which also covers smaller businesses with a large digital footprint in a market Member State.
	Another issue is whether a virtual PE could coexist with a physical PE and whether the calculation of attributable profits is appropriate. The OECD’s BIAC Tax and Fiscal Affairs Committee has criticised the idea of expanding the concept of PEs in the absence of consensus, which would ‘bypass the complexities built into the physical PE rules’. The proposed formula for apportionment is also unclear according to BIAC as it is unknown whether raw data is valuable, whether its value is independent and how its value should be calculated and why it should be treated differently to industrial data. In addition, more guidance would be needed on the proposed profit split method.
	Unless attribution rules are further developed, there would be a strong case for discrimination under EU fundamental freedoms. For different treatment of domestic and cross-border activities could be an issue, as CJEU’s Brisal case demonstrates.
	The ‘worst outcome’ would be a long-term scenario where EU thresholds and attribution rules differ to the rest of the world. At the same time, the alternative to introduce EU rules soon to be replaced with global rules would also lead to uncertainty, complexity and compliance cost.
	The long-term proposal is said to be the Commission’s preferred option due to the flexibility to apply in the single market yet finding a consensus might prove to be difficult. This is probably why the Commission abandoned previous plans to use the digital tax to fund the EU budget, which will be stranded by the Brexit.
	Such a fundamental change within the EU could result in greater difficulty in achieving global consensus. Especially, now that BEPS seeks consensus on profit attribution following the changes to the threshold from BEPS Action 7. It may be preferable to deal with changes to nexus threshold and determination of attributable profits as an entire package. 
	Finally, Member States will be affected differently by the proposed long-term measure. Some export-oriented countries, such as Germany and Sweden, collecting tax revenue despite sales being outside their territory, could be negatively impacted by the introduction of virtual PEs and small countries with a strong export sector would be potentially hurt more.
	On April 19, the European Taxation Commissioner Pierre Moscovici said that 20 out of 28-member states are ‘supportive or accepting’ of the digital tax proposal, among which five biggest economies (France, Germany, Italy, Spain and the UK) appear. Ireland (home to the headquarters of Google, Facebook and other MNEs) and Luxembourg are against it. Interestingly, some interpret the U.K. and Germany’s recent silence as backsliding. In fact, Germany may be ‘fearing a backlash from the United States’,as potential US retaliatory tariffs on European exports could damage Germany’s car exports.  
	Given the recent steel and aluminium disputes, it is probable that the EU’s trading partners could introduce a similar consumer tax on European digital services, which are worth USD 569,6 billion (56% of all EU services exports). To illustrate, a retaliation could be enacted by the largest consumer of EU exports of services, whose President has the power to increase tax rates for foreign citizens discriminating against US companies. Although the cross-ownership of US and European stakes may reduce the probability of such warlike conflict, concerns were raised that the US could obstruct progress at an international level in order to protect US tech companies. The US Treasury Secretary Munchkin warned the EU against jeopardising the major contribution tech firms market to US jobs and economic growth, emphasising that the US firmly opposes proposals by any country to single out digital companies.  
	France, Austria, Bulgaria, Spain, Italy, Germany, Slovenia, Greece, Portugal and Romania are among the initiators of the digital tax, claiming that enterprises in the digital sphere reap unfair benefits from Internet-based operations.
	The UK supports a reallocation of the profits recorded by companies to ‘user jurisdictions’ where user participation creates value (through user-generated content, data on user’s behaviour, interest and consumption habits, network effects and contribution to the brand)  all by sticking to the arm’s length principle. In its updated position paper of March 2018, it highlighted some challenges that a digital tax would pose for start-ups suggesting safe harbour mechanisms to ensure that companies pay the tax when they are globally profitable. By contrast, the UK is less favourable to the proposed long-term solutions, as the country supports a tax that targets such groups’ global IP residual income. Furthermore, in the UK’s view, Articles 5, 7 and 9 of the OECD Model Tax Convention would need to be amended for such reforms, which would prove difficult considering the US opposition.  
	The Commission also started to exert pressure on dissenting countries, such as Ireland, Luxembourg, Malta, Belgium, Cyprus, Hungary and the Netherlands, publicly accusing them of aggressive planning structures on 7 March 2018.  
	In May, Ireland, Denmark, Malta and the Netherlands issued reasoned opinions, expressing that the Commission’s draft legislative proposal was undermining the Union’s subsidiarity principle. The opinions did not reach the threshold of votes required to trigger the ‘yellow card’ procedure, which would result in the review of the Commission’s proposal, however they demonstrated the lack of consensus among the Member States. 
	According to Genschel and Seelkopf, politicians are constrained to serve the distributive interest of median voters. ‘In small democracies, the median voter gains from competitive tax cuts because the income gains from tax-induced foreign capital inflows (more employment, higher wages, more growth) more than compensate the income loss from reduced domestic redistribution. In large democracies, it is the reverse’.
	The smaller EU states host businesses that will have a Digital Services Tax liability deductible against local corporate income tax but they don’t have many local users. Some believe that low tax rates helped States, such as Ireland or even the UK, to attract jobs and investment, but as in the case of Apple in Ireland, even these countries do not always generate revenues from their already low rates. Targeting the tech companies would narrow the current gap in tax rates between these companies and traditional ones.
	Ireland’s argumentation focused on the allocation method (similar to the apportionment formula proposed in the CCCTB), which would favour large Member States with big consumer markets. It also warned against the creation of two divergent and incompatible models (a two-tier system), which would lead to uncertainty and fragmentation. The lack of discretion to change the tax rate would undermine the tax sovereignty of States, whereas loss-making businesses would be negatively affected. Even though Ireland has the power to block the EU initiative on digital taxation, the bloc’s heavyweights could find ways to put pressure. In exchange of its continuing support on keeping the border between Ireland and Northern Ireland (in support of Ireland’s position), the EU could ask Ireland to drop its opposition to tax changes. Yet, other Member States might also need to be convinced.
	The Finance Ministers of the European Union’s three Nordic countries have urged their partners to shelve the Commission’s digital taxation plans. Nordic countries say that it would damage the European economy and criticise the application of the levy on gross income. Loss-making businesses, possible retaliation and a stall in international cooperation are major concerns, as the Nordic countries are home to several digital companies, such as the Stockholm-based Spotify.
	Although the decisions taxation matters need to be taken unanimously, the Commission expressed its intention to change the voting mechanism for this issue by introducing quality majority voting but such a change would also require unanimity and it is not clear how it could be achieved without changing the Treaties. If these efforts fail, enhanced cooperation might be sought by Member States, which requires only 9 States to join. Analysts warn against introducing the tax only in some Member States, which might lead to distortions in the internal market. Also, using enhanced corporation for cross-border provision of services is doubtful,as it was not deemed successful for other tax measures, such as the Financial Transaction Tax.
	The OECD is concerned that EU’s unilateral actions would lead to an incoherent international tax system, risking retaliation from other countries, which is permitted under WTO rules. Numerous stakeholders consider that the proposed options violate various tax principles, such as neutrality, efficiency, certainty, simplicity, effectiveness and fairness, flexibility and sustainability, and proportionality stipulated in the Ottawa Taxation Framework. Amidst opposition to both short-term and long-term proposals, concerns were expressed that the EU’s action may encourage other countries to indulge in unilateral tax measures, making international tax cooperation more difficult.
	Businesses are concerned that interim measures would have a negative effect on investment and growth, particularly if rules are not aligned among different EU jurisdictions. Many raised doubts about the implementation of unilateral measures at a regional level, as it would create differences between the EU and non-EU international tax rules, increasing the risk of double-taxation. Moreover, the current digital tax proposal coupled with EU anti-money laundering laws could pose a barrier to the EU’s technological aspirations, such as pan-European Blockchain implementations. Last but not least, a tax on turnover can be much higher than a tax on profit, hence the contribution paid (as a % of profit) could be higher than ordinary corporation tax. To mitigate these negative effects, sunset clauses may be included to have a rolling review period of one or two years after which the Commission could analyse the impact and Member States would have to vote positively to keep the measures in force.
	Furthermore, the target date regarding the short-term solution set for the end of 2018 is rather optimistic since many Member States may want to wait for the OECD outcome before acting. The timing of the digital tax proposal may not be ripe, considering that the US tax reform has only been enacted and could have ‘a significant impact on tax profiles of all US MNEs’, generating ‘a change in a direction of the global debate about source and destination-based revenue taxation, and the application of the arm’s length principle’. Similarly, BEPS recommendations are just being implemented, with the ATAD to come into force in 2020 and some interest limitation rules becoming applicable in 2024.  
	The new rules proposed in the long-term solution intend to make online businesses contribute to public finances at the same level as traditional brick-and mortar companies. However, tangible goods (e.g. Amazon) would not be caught by the proposed PE rule. Moreover, these rules would entail adjustments on permanent establishment, transfer pricing and profit attribution applicable to digital technologies depending on the location of the user and the time of consumption.  
	It is argued that the likely lack of consensus on the long-term measure could perpetuate the DST, as was the case for the UK income tax, which was introduced as a temporary measure during Napoleonic wars. Hence, there is need for a substantial reform of ‘the current system to reflect the new reality rather than introducing a new Google tax and essentially ‘maintaining the status quo’, as the digital revolution would necessitate a robust design of measures, which will be valid in the long-term. 
	The traditional way in the EU to tax consumption is through sales taxes or VAT taxes, which is based on the destination principle. Corporate profit taxes were usually imposed on profits while the allocation of taxation rights has not been based on sales. Yet, through the CCCTB, the EU tried to incorporate a destination factor in a regional apportionment formula, as allocating taxing rights on the basis of the traditional production factors would not put an end to tax arbitrage. 
	Following its first CCCTB proposal of 2011, the Commission released a two-step approach (the first being common tax base and the latter consolidation) in October 2016. The CCCTB’s aim was to replace transfer pricing rules, which proved to be ineffective due to their separate accounting system, arbitrary nature and red tape. Accordingly, a single set of rules to calculate the taxable profits of all large companies operating in the EU and having consolidated revenues exceeding EUR 750 million would apply. In the second phase, full tax consolidation of the revenues of MNEs within the EU is foreseen. A separate proposal for a Directive for the second phase includes a formula for apportioning multinationals’ taxable base, which weighs capital, labour and sales equally.  
	Although it was inspired to some degree by the formulary apportionment method used in the US, the EU’s CCCTB proposed a single apportionment to group-wide income while the US defended to apply the formula to unitary business of the group. Contrary to the US states, which are free to choose the factors of formulae (some of them developing a single-factor formula based on sales), the CCCTB aimed at restricting Member States to change the weight of the formula in order to avoid double taxation.   
	On 21 February 2018, the European Parliament’s Committee for Economic and Monetary Affairs voted 39-11 in favour of the idea that PE could be based on a company having a ‘digital platform or any other digital business model based on the collection and exploitation of data for a commercial purpose’. The European Parliament supported this notion in its vote for the Commission’s proposal on the CCCTB on 15 March 2018 with an amendment on the establishment of a virtual PE. Accordingly, a digital PE would be established when a platform generates revenue in excess of EUR 5 million from remote transactions in a jurisdiction, meeting either of the following conditions: At least 1,000 users, at least 1000 digital contracts per month in a taxable year, and the volume of the digital content collected by the company exceeding 10 % of the group’s overall stored digital content.
	Although the Commission had discussed the possibility of a digital CCCTB back in September 2017, its digital package of March 2018 did not propose the long-term measure under the umbrella of the CCCTB much to the European Parliament’s disappointment. Yet, it did not exclude the possibility of its eventual introduction as an amendment to the CCCTB. In fact, given the shortcomings of BEPS measures, the CCCTB could capture digital activities by seeking to apportion profits of businesses operating in the EU across relevant EU jurisdictions based on sales and value added by users rather than physical presence. Yet, due to implementation difficulties and opposition by Member States, the adoption of the CCCTB proposal is far from guaranteed.
	The CCCTB could provide an appropriate solution to tax competition, as pressure is increasing from Germany, France, Italy and Spain to stop a further race to the bottom, which is likely to accelerate with the exit of the United Kingdom. Yet, some Member States fear that it would eventually result in tax harmonisation among Member States. Tax policies differ in Member States due to different national interests and varying levels of technological advancements. At present, tax rates are varying from below 15% in Hungary, Bulgaria, Cyprus and Ireland to above 30% in France and Belgium.   
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	One of the main weaknesses of the old tax system in the US was that profits were not taxed when they remained outside of the country but were fully taxed at the rate of 35% when transferred to the US. This permitted MNEs to indefinitely defer US tax on their foreign income by borrowing from the US, investing in foreign subsidiaries and booking IP profits in low-tax jurisdictions through establishing headquarters or creating mergers with foreign companies. The TCJA signed into law on 22 December 2017 addresses this weakness by a shift from a worldwide to a semi-territorial system, with multiple provisions that significantly impact the way European corporations are being taxed in the US.  
	The US tax reform contains the following provisions: 
	 The US income tax rate is reduced from 35 % to 21 %.  
	 Formerly, the foreign sourced income could not be taxed until the cash dividends were received in the US. With the participation exemption introduced by the new law, a domestic corporation that is a US shareholder of a specified 10% foreign corporation could be entitled to a 100% dividends-received deduction for the foreign-source portion of dividends received from the foreign corporation. This is an important anti-BEPS measure to enhance CFC rules.  
	 BEAT is a 10 % tax on the modified taxable income of large corporations with a minimum annual consolidated receipt of USD 500 million over a three-year period. It is an alternative minimum tax having the objective of tightening the US interest deductibility rules (i.e. Earnings Before Interest, Taxes, Depreciation and Amortisation - EBITDA) and limiting the deductibility of certain related party payments, such as paying headquarters or services fees, royalties, franchise fees or payment for procurement services to overseas companies.
	 GILTI is meant to stop US corporations from shifting assets to low-tax jurisdictions by capturing the excess return on certain tangible investments. This global minimum tax regime requires US shareholders that are 10 % owners of CFCs to include in income excess returns earned by those CFCs but allows for a 50 % deduction and a partial foreign tax credit that reduces the effective US rate on GILTI. It is effectively taxed at 10,5% and foreign income subject to 13,125% tax rate is exempt from the GILTI tax.
	 Under the FDII regime, corporate tax deductions are available for income earned directly by a US corporate. It is designed to give incentives to base intangibles in the US, which is why it is referred to as the American version to the ‘patent box’ regime. These include 100% expensing of tangible assets and a new preferential 13,5% tax rate on export income FDII, such as export sales, services, leases or licenses of property to foreign entities.
	With the tax reform, the corporate tax policy of the US will be shaped as ‘a purely territorial tax system’ through exemptions of US companies on tax payment on foreign profits and reduced tax rate of 10 % to attract accumulated corporate profits of US companies parked abroad.  
	The US Act does not explicitly target the digital economy yet some measures, such as 100% dividends-received deduction, could influence the structuring of business operations with respect to digital goods and services, as the companies could strive to take advantage of such benefits or to minimise their tax cost. 
	However, concerns are voiced over the new corporate tax rate, which, coupled with the participation exemption, could trigger a race to the bottom being slightly lower than the OECD average of 25%. Such a race could threaten budgetary stability in all involved countries even if the competitive advantages stemming from tax differences would be eradicated in the long term. Moreover, there is always a possibility that US multinationals could shift more income to foreign jurisdictions with a rate below 21%. It is also probable that source countries will continue to exempt income while it is invested in them but will impose corporate tax upon repatriation. There will be no foreign tax credit in the US for such taxes.
	The BEAT only applies if annual base erosion payments of the company are at least 3 % of all deductible payments. Therefore, it would not have a significant effect on foreign MNEs selling goods to related US distributors, as the cost of goods sold is not included in the modified tax base. Yet, it could have a significant effect on foreign MNEs selling services and licensing intangibles in the US market through a US distributor.  
	Business interest deductions are disallowed for interest in excess of 30 % of measures of business income (EBITDA until 2021 and EBIT thereafter). BEAT is not a withholding tax on royalties or interest and does not represent a denial of deduction but the fact that it applies to imports of depreciable goods from a related party, a rare provision - could trigger WTO violation. In this context, the EU stressed that the BEAT economically denies the deduction in part. Although the current savings clause gives the US the ability to override treaties, the EU may choose to apply similar retaliatory measures for US MNEs.  
	The fact that GILTI is ‘a separate foreign tax credit limitation basket’ and ‘an anti-abuse backstop to a territorial system’ simultaneously makes the interaction of GILTI and expense allocation complex, which could be clarified when a number of regulations regarding the international provisions of the measures will be released by the end of 2018. At the same time, the US does not intend to tax companies, which already paid at least 13,125 % tax in other jurisdictions.  
	As GILTI operates as a minimum tax with cross crediting, it could induce foreign tax rates to rise because it is possible to average tax credits across countries and thus escape GILTI. Another issue of concern is the unduly harsh measures such as services’ cost-method exception. Moreover, the temporary expensing provision could reduce the effective tax rate on normal returns to capital to zero, which could attract tangible investment into the US.
	As regards to the FDII, the corporate tax rate cuts on income from exported intangibles to 13,125% can encourage shifting of intangible profits into the parent company. Hence, US business units would be run more globally and digital strategies could be better aligned. In addition, the FDII could trigger the expansion of adaptive manufacturing in the US and its export to non-US jurisdictions.
	According to the US Treasury, the US tax reform, consisting of transition tax, a global intangible low-taxed income (GILTI) as well as new rules to address interest stripping and hybrid mismatches, tackles BEPS concerns ‘more thoroughly than any other jurisdiction’s rules’. The OECD views the reform as ‘the most far-reaching implementation of BEPS principles’, as it is eliminating ‘stateless income’- the phenomenon of MNEs untaxed offshore revenue. The effects of the US tax reform could be multiplied if other governments adopted minimum tax regimes and strengthened CFC rules.
	In the opinion of Clifford Chance, the long-term implications of the US tax reform remain unclear and may not change the dynamic that permitted companies to pay limited tax in the US. There is uncertainty about temporary tax changes, set to expire on schedule, which might influence business decisions. 
	The US tax reform appears to take the most important BEPS recommendations on board. Some examples include the triangular permanent establishment rule, the possibility to subject dividends, interests and royalties paid by an expatriated entity to 30% WHT for a period of 10 years after the inversion that created it, and the special tax regime to prevent reduction of withholding taxes for deductible related-party payments when the beneficial owner pays little or no tax. 
	However, the fact that the US refused to sign the MLI and did not join the CbCR could be interpreted by some as an attempt to protect its headquartered companies by minimising their tax burdens abroad in the same way it rejects to overturn check-the-box regulations that are lamented for MNEs BEPS practices. According to Herzfeld, this could be explained by some practical reasons, such as the difficulty to obtain Senate ratification, the existing domestic GAAR rule and limited and carefully scrutinised resources of the US Treasury’s office. The US also finds arbitration provisions weak and is concerned about the lack of clarity regarding the legal status of the MLI.
	The ‘delicate balance of US-EU taxation’ was altered due to the participation exemption, BEAT, GILTI and FDII provisions in the US tax reform. Although some believe that the TCJA could lead to a tax war, others call for an EU response to impose CFC rules on US subsidiaries of their own multinationals investing into the US. As the Anti-Avoidance Directive requires all EU Members to adopt CFC rules by 2019, there are no limits on applying such rules to non-EU subsidiaries (as if they are inside the EU). The CCCTB was also highlighted as ‘a key response to US tax reform’.
	Additionally, the changes to the US tax law could ‘rebut’ the stateless income argument used by the CJEU regarding its state aid cases against US multinationals.
	While the US recognises the challenges posed by digitalisation, it is in favour of a system-wide reform rather than ring-fencing the digital economy. On multilateral platforms, the US does not support the opinion that tech giants permit base erosion and is of the view that no changes to the scope of the PE are needed on the basis that large multinationals are changing their structures to use local Low Risk Distributors.  
	However, in the case of the US, different approaches at federal and state level should be taken into account. While the US states enjoy substantial tax autonomy, the US allocates tax revenue between the states, using a unitary formulary apportionment based on three factors (sales, assets, labour) of equal importance.  
	The following criteria is used to establish a nexus threshold:
	 A dollar amount of dollars 50,000 property;
	 A dollar amount of dollars 50,000 payroll;
	 A dollar amount of dollars 50,000 sales; and
	 Twenty-five % of total property, payroll or sales.  
	The US federal government strongly opposes ring-fencing the digital economy while the issue of remote taxation became extremely important for individual states, which have resorted to unilateral action targeting the digital economy, especially e-commerce sales. There is also a concern regarding double taxation and proliferation of different standards.
	The recent trend in the US federal states is to give more weight to sales when defining the formula for profit allocation. In some states a single-sales factor formula is preferred, as reducing the role of assets and wages, which are prone to manipulation, could play a role for economic growth, employment, investment and social welfare.
	This is exemplified by different approaches adopted by various US states: 
	 Click through nexus (New York State, 2008) - If a seller enters into a commissionaire agreement with a resident for referring customers to the remote seller via link on the resident’s website, the seller has created a taxable presence in New York and is required to collect and remit sales taxes.  
	 Affiliate nexus (Louisiana, 2016) - Taxable presence is attributed to any person who sells similar products as a Louisiana retailer under a similar name and similar intellectual property, solicits business through an agent with a Louisiana nexus or holds a substantial ownership (over 5 %) in a Louisiana retailer.
	 Economic nexus (South Dakota, 2016) - An online retailer with a sales threshold of more than USD 100,000 per year or over 200 transactions essentially create an economic nexus even if there is no physical presence.  
	Taxation rules in the US are governed by the 1992 Supreme Court decision in Quill Corp. vs. North Dakota, which prohibits states from imposing sales tax obligations on vendors lacking physical presence. However, South Dakota challenged the Quill decision after establishing an economic presence nexus in 2016 according to which companies performing 200 separate sales or sales with a total of USD 100,000 will be subject to a sales tax. The US Supreme Court decision of 21 June 2018 has a ‘significant influence on taxation and the economy’, as it overturned Quill, ruling that the physical presence rule decided from Quill was ‘unsound and incorrect’ in the current age of Internet services.  
	Currently, treaty standards do not apply to state taxes or for the collection of state sales taxes. The Supreme Court is expected to reconsider state law in order to define nexus to capture more tax related to digital economic activity. It may be that US will have separate standards for the collection of indirect taxes (sales tax on sales in the digital economy) and direct taxation of income earned by sellers in the digital economy. An economic nexus may be sufficient to require collection by sellers of digital goods and services but the current view is that it should not be extended to direct taxation.
	Although the US seems to have developed a robust legal framework to address money laundering activities and combatting terrorist financing, the 2016 Financial Action Task Force (FATF) mutual evaluation report highlights some deficiencies: There is no uniform approach to state-level anti-money laundering (AML) efforts and it is not clear that all states give money laundering due priority. Exemptions implied to in the regulatory framework of the Bank Secrecy as well as minimal coverage of certain institutions and businesses other than trust companies point to limitations in the US regulatory framework. Most designated non-financial businesses and professional (lawyers, accountants, real estate agents, trust and company service providers) except trust companies are not subject to AML measures, including requirements on reporting transactions involving more than USD 10,000 in cash and targeted financial sanctions. The criticism by FATF on the US AML regime’s lack of controls related to beneficial ownership resulted in a new rule with regards to identifying beneficial owners. Despite various federal legislative proposals aimed at requiring identification and disclosure of beneficial owners, not all of them have been adopted and implemented yet.  
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	International taxation rules give the primary taxation right to the state of residence (as opposed to the state of source), which could be primary (local enterprise) or modified (foreign enterprise with a PE status). Instead of moving away from these rules, which are based on a physical link and thus fail to match the realities of the highly mobile and borderless digital economy, BEPS project ‘renewed support to this basic principle’. 
	The century-long duality between source and residence maintains its relevance for allocating taxing rights while many believe that they have become obsolete. In this context, the concept of source is seen as problematic. When it is used in the sense of ‘source of income’, which ‘lacks geographical attributes’, the source rules could become ‘artificial and arbitrary’. Hence, the distinction between ‘source as origin’ and ‘source as destination’ could be more appropriate, the former accounting for supply-side factors (where production is based) and the latter for demand-side factors (where consumption is based).
	The debate on source and residence stems from the nexus principle, which ‘forms part of general international law of income tax jurisdiction’, deeming both a personal and territorial link necessary for income taxation. The nexus requirement is deeply rooted in the state sovereignty and the state’s power to assert jurisdiction and to tax income from domestic sources. From a constitutional perspective, the justification of a tax claim is made with reference to a person’s economic and or political allegiance. A state wanting to assert unlimited tax jurisdiction may lack ‘valid support from the perspective of public international law’. Hence, different policy options shall be evaluated in this light.
	Currently, there are three diverging views among the 117 Members of the OECD’s Inclusive Framework on digital taxation: The first group, including the EU, believes that ‘reliance on data and user participation may lead to misalignments between the location in which profits are taxed and the location in which value is created’, opting for targeted measures rather than wide-ranging change. 
	A second group, including the US, recognise the challenges posed by the digital transformation and globalisation to the effectiveness of the international tax system for business profits but do not think that these challenges are ‘exclusive or specific to highly digitalised businesses’. 
	A third group believes that BEPS largely addresses double taxation issues and no further reform of international taxation rules is needed. The lack of consensus and limited action to address the problems seems to have led to frustration by many States, which went ahead to develop their own measures.
	Given the pace of the spread of the digitalisation, coupled with changes that might occur by future technologies, such as collaborative economy, Blockchain, AI and robotics, the current system is not fit to catch up with today’s economic realities. Moreover, scandals, such as Paradise Papers, demonstrate that shareholders continue to book ever-increasing volumes of personal savings in tax havens putting the whole idea of corporate taxation into question. Some even go further with the argumentation that personal taxation could be more appropriate than corporate taxation to capture such untaxed wealth in an increasingly digitalising economy.
	While limiting worst cases of tax avoidance, BEPS measures introduce more complexity into the taxation system without necessarily addressing the problems at the heart of base erosion and profit shifting activities: nexus, profit allocation and transfer pricing. With the US tax reform having dubious effects, it is likely that the MNEs will continue their aggressive tax planning schemes by artificially manipulating their organisational structures.  
	Apart from profit shifting, numerous problems of the existing system, such as economic inefficiency, complexity and competition among States were outlined by academics, such as Devereux and Vella. In their view, a fundamental reform is needed, as BEPS measures could further distort the real economy and lead to a race-to-the-bottom type of tax competition with states attempting to attract real economic activity. 
	Supporters of this view underline the need to shift value towards demand-side factors in market jurisdictions, which would mean an overhaul of the international tax system through the re-evaluation of fundamental cornerstones of taxation (i.e. nexus principle), to readjust taxing rights among jurisdictions and the redefinition of PE status. Such a radical change could be achieved ‘by adopting a destination-based tax and integrating the digital sector in a formula-based transfer pricing regime, or a formulary apportionment regime, such as profit-splitting method’. Critics of destination-based taxes highlight potential problems, such as compatibility with WTO rules and fairness. 
	The continuing technological developments and changing business models, the IoT, robotics and the collaborative economy ‘may prove influential and disruptive in the near future’ and raise questions as to whether the existing tax system used to determine where economic activities are carried out and where value is generated for income tax purposes will still be relevant.  
	Two fundamental pillars of the international taxation system are being challenged: Nexus and profit allocation. With increasing pressure from the EU and other countries, the OECD is currently trying to find appropriate solutions to address these issues. 
	Changing the PE, as exemplified by unilateral measures and the EU proposals, is likely to face technical, procedural and political obstacles. These include the difficulty of valuing consumers’ use of digital platforms while such valuations are key for profit allocation, the lack of consensus within the OECD and EU, the unanimity obligation among EU Member States and decisive vote of the US Congress in the case of OECD.
	Once a new nexus is established, it is essential to decide on profit allocation rules. These rules are extremely complex and the new digital PE proposed by several countries, as well as the European Commission, would require them to become even more complex and hard to apply. One of the most difficult areas for taxpayers to comply is the existing PE attribution rules, where different countries apply the 2008 AOA, 2010 AOA, or non-AOA. On the other hand, the Commission argues that the AOA is outdated as it relies too heavily on PE principles to tax the company based on the location of its European headquarters rather than a significant digital presence.
	Many options are put forward to change the profit allocation rules. These include supply-side oriented global (residual) profit splitting systems (echoing transfer pricing approaches but without separate accounting and comparability issues), supply-side or demand-side global formulary systems, destination-based cash flow taxes and taxation of MNEs solely in the ultimate parent jurisdiction. 
	Some support the view that such solutions should involve the demand-side of the equation, accounting for the consumer market as a factor contributing to the added value of the company in light of the debate surrounding the digital economy. Others underline the fact that ‘human capital in its specific form of knowledge-based capital is becoming a predominant value driver of businesses’ in the digital age and that such capital should have substantial weight in the functional analysis to determine profit allocation, even suggesting taking into account the number of days that an individual works in a country.
	Unitary taxation is a uniform system of worldwide reporting of corporate income with profits apportioned to different jurisdictions in which corporations are active in accordance with a formula. Being currently in practice at the domestic level in Canada, Switzerland and Canada, it has been seen as an alternative to the current arbitrary arm’s length principle relying on separate entity accounting and estimated transfer prices for intra-group transactions for long time.
	Some believe that the adverse effects of BEPS could be eliminated if consolidated worldwide profits of MNEs were to be determined uniformly (unitary and consolidated basis) and then appropriately apportioned to various countries (global formulary apportionment)  Yet, this approach, which has been mainly championed by Picciotto, is seen as utopian for the reason that it has to be globally implemented in order to be effective. 
	The debate on formulary apportionment was fuelled by Action 8-10 of BEPS, whereby the further scope of work on the use of the profit split method has been the trigger point for some stakeholders to departure from the arm’s length principle by the OECD in favour of some sort of formulary apportionment methodology. Countries, such as, the United States are opposed to the application of the formula apportionment internationally but are shifting to a single-factor formula at the domestic level. 
	Although the current international system is sometimes criticised for its arbitrary nature, its high costs and its vulnerability to manipulation, the OECD rejects the formulary apportionment for the following reasons: 
	 Difficulty for countries to agree on the same formula, on the same definition of the appropriate factors (location of sales, value of assets etc.), which is likely to be weighed according to national interests of countries each seeking to maximise their revenue and concerns that different formulae may lead to double taxation or under-taxation;  
	 The arbitrary nature of the formula, disregarding market conditions, leaving out factors, such as intangibles and risk allocation, which are at the core of the BEPS transfer pricing and the risk of assigning profits to an entity that would incur losses if it were an independent enterprise;
	 High compliance costs and data requirements, as the formula applies to the entire MNE group operating in different jurisdictions with possibly different accounting rules; and
	 Possibility to manipulate the components of the relevant formula for tax avoidance purposes (i.e. moving mobile assets when the asset is used as one of the apportionment factors in the formula).  
	It is argued that a three-factor formula based on capital/assets, workers/payroll and sales would be fair for profit allocation but it would necessitate tax cooperation between administrations at a world-wide level as well as a supranational tax administration, which is regarded as impossible despite the Country-by-Country reporting obligations. By contrast, adequate enforcement mechanisms could be put in place in case of the CCCTB inspired by the EU’s success to develop a fiscal system to finance itself through customs duties, VAT levy and Gross National Income (GNI) levy, where national tax authorities are responsible for tax collection. 
	Many criticise the fact that formulary apportionment aims at allocating the profit to the place where certain economic nexus is located, while such nexus between profit and certain countries is not defined and is totally up to the discretion of different States. Unitary taxation is also believed to drive an artificial distinction between domestic and foreign-based MNEs.
	It is hard to determine which factors are value-driving and should be included in a global formulary apportionment. Although some believe that sales at destination should be included as an income producing factor, others do not consider sales as part of the production factors (wages, assets, land, technology, knowledge etc.)  The main criticism regarding the inclusion of the sales factor is that it doubles the effect of the VAT on destination.  
	A third group supports a hybrid form of taxation, similar to the two-factor formula applied in Canada, which gives equal weight to sales and labour. Some argue that this approach could be disadvantageous for developing countries. According to Avi-Yonah, neither the arm’s length principle, implying that integrated firms across borders pretend to be separate entities to determine intra-company transaction prices, nor the global apportionment on a country-by-country basis make sense. He believes that profit allocation should not be based solely on sales but also on other production factors and suggests a 50-50 split between sales on one hand, and assets and labour, on the other. Yet, combining production factors and consumption factors, such as sales, could be also problematic. 
	Different formulae reflect different political choices as to whether or not to remunerate producing or marketing states and thus create winners and losers. It is impossible to find a perfect formula because of design issues as to the set of business income to which an apportionment formula should be applied (single apportionment to group-wide income as proposed by the CCCTB or unitary business of the group as it is the case in the US), the measurement of the income subject to the formula and the factors to be included in the formula. Furthermore, the location of assets, labour and sales is sometimes difficult to identify.
	Cottani is of the view that formula apportionment would not capture value created by modern businesses better than the arm’s length, as some states omit risks and intangibles in their formula apportionment systems. While the author further underlines that formulary apportionment could have risks of harmful tax competition or profit shifting depending on the factors, he sees a possibility that the arm’s length and formula apportionment may converge eventually in the highly integrated businesses. At the same time, several unilateral measures in France, Hungary, India, Italy, the UK, Australia, US and Israel alongside with the EU initiatives, such as the CCCTB and the new digital package, show a certain shift towards the recognition of the contribution of market jurisdictions towards value creation. Especially, developing countries with large export shares in services do already base their systems on the destination principle.  
	The problems and distortions in the unitary formulary apportionment model in the US and the CCCTB in the EU led commentators to focus on sales-based apportionment or allocation of residual profits, which are seen as structural rather than avoidance measures, regardless of their being ‘more or less legitimate than origin-based taxation or the CCCTB’. 
	The main arguments for destination-based taxation are: 
	 Real economic distortions that can be caused by States wanting to attract R&D activities;
	 The increasing importance of market jurisdictions with customer-based intangibles as a source of profit; and 
	 Difficulty to stop tax competition with the existing tax system.
	The virtues of levying the tax at the destination instead of the origin are ‘simplicity, minimal distortions on location choices, providing incentives for investments, unbiased treatment of debt and equity, and robustness against tax-avoidance’.  
	The destination-based taxation is seen as the only viable solution in the long-term although it is generally acknowledged that it would create both losers and winners. While a move to a destination-basis would not necessarily mean the exclusive application of the destination principle, as in the case of the sales-based formulary apportionment and Destination-Based Cash Flow Tax, coherence is key to allow for the smooth evolution of the current system in order to give some taxing rights to consumer jurisdictions. Advantages of the destination-based taxation would vary depending on the selected destination base.
	Different options for destination-based models are: 
	 Sales-based Formulary Apportionment;
	 Residual Profit Allocation; and
	 DBCFT.
	A switch to a purely destination-based principle would mean the elimination of factors of production, such as wages and labour, from the formulary apportionment. The sales-based taxation leaves the principles of source and residence taxation, which are no longer suited to deal with taxation in a digital economy by focusing on the location of the consumer. Income from sale of goods or services are accordingly taxed in the market jurisdiction in a similar way to VAT.
	While a purely production-based formula could lead to a more accurate formula to allocate companies’ income, it does not remunerate market states and does not solve the BEPS problems due to inefficiency of companies’ decisions about location and investment as well as possibility to manipulate production factors for the MNEs. A purely demand-based formula ignores the role of assets and labour as income-generating factors but could prove more efficient in comparison to BEPS. At the same time, such a destination-based principle may distort economic behaviour because of the uptake of online transactions.
	Many states in the US, Canada and Switzerland opted for an apportionment formula based entirely on sales. The destination principle is seen as corporate-tax neutral with the promise to eliminate the problem of manipulation of formulae components by MNEs.  
	Under the current entrepreneur model, most of the risks are borne in one entrepreneur affiliate and other affiliates in the supply chain are treated as if they were doing routine activities and functions. The residual profit is attributed to the entrepreneur residing in a low-tax jurisdiction. To reverse the situation, the residual profit sales model deems the customer jurisdiction as entrepreneurial affiliate. 
	The profit allocation is determined according to traditional transfer pricing cost-plus or return on asset methodologies or some other type of apportionment method. Routine profits could be allocated on a cost plus basis and taxed where the costs are incurred. The remaining profit would be considered residual and attributed to the various jurisdictions on the basis of a sales factor.
	One of the advantages of this formulary apportionment method is that the level of mark-up on costs could give disincentives to businesses to move to low-cost jurisdictions.  
	According to the Commission’s Impact Assessment accompanying its proposals on digital taxation, ‘fundamental reforms, such as destination-based cash flow tax, unitary taxation and residence tax base with destination tax rates, would not only fundamentally challenge the international tax system, but they also have the potential to address the problems at their roots. They however do not yet seem to be a priority of Member States at this stage, who prefer to adapt the current system.’ 
	The proponents of a destination-based corporate tax advocate for the overhaul of the ‘flawed’ international tax system as it distorts real economic activity, causes efficiency losses, facilitates profit shifting, distorts real economic activity and promotes tax competition and imposes high compliance costs on business.  
	It is argued that by aligning with consumers, which are relatively immobile factors, the destination-based cash flow tax could eliminate the disruptive effects of the current international tax system. Such a destination-based tax would not require global implementation to be effective, as in the case of the global formulary apportionment while bringing an end to tax competition and avoiding a race to the bottom, which can be observed by the continuously decreasing corporate tax rates since 1990. Unlike the formulary apportionment, a destination-based tax relying on one factor (either sales or shareholders) could be administered in each single jurisdiction without giving rise to double taxation.
	A destination-based tax with border adjustment was advanced by Congress Republicans in the US to replace the CIT back in 2016. It is akin to a subtraction-method VAT intended to provide for a deduction of the costs of domestic production factors, mostly the compensation of employees. The basic difference between origin-based CIT and the destination-based tax is that the former applies to domestically produced goods and the latter to domestically consumed goods. The proposed tax did not get adopted due to national and international lobbying but it is speculated that that financing requirements could bring it back to the US agenda soon.
	It is generally acknowledged that focusing on the location of consumers would be complicated in the digital sector, as identifying the place of destination in two-sided markets and free usage models could be obstructed by the use of the VPN, for instance. Moreover, sovereign states may not be ready to give up taxing rights according to residence and other places where value is created.  
	Whereas the Tax Foundation highlights positive aspects of the DBCFT, such as the elimination of BEPS, less transfer pricing manipulation, increased tax revenues, increased focus on investments through equity rather than debt and simplification of the tax system, Dourado believes that allocation between the supply-side and the demand-side, a formula-based transfer pricing regime or another type of formulary apportionment would be fairer systems.
	Notwithstanding the fact that the border adjustment would offset long-run effects on the trade balance, temporary advantages would be given to domestic companies at the expense of foreign companies considering that the adjustment of exchange rates and prices would require some time for taxes to be trade-neutral. These asymmetries would lead to a situation where exporters enjoy tax reductions while importers face an increase in their tax liabilities, which could be reflected in the resale prices. A decrease in the trade deficit would cause the currency to appreciate, which could have negative effects on domestic consumers. Also, transition costs may be significant.  
	Baumann argues that such a tax could also disfavour developing countries that export more than they import. Others note that Brazil, Russia, India and China (BRICs) are immense markets and would greatly benefit from the application of the destination principle as well as from a possible introduction of a virtual PE by the EU. Auberbach et al. consider short-term difficulties, such as the treatment of natural resources, the impact on the tax base, non-compliance and weakness of administrations, destination-based taxation could pose for developing countries but conclude that the gains from escaping the origin-based system, which often means revenue losses due to BEPS-type avoidance measures and aggressive tax competition for developing countries, could outweigh these short-term difficulties (except in relation to natural resources).
	The compatibility of the DBCFT with the WTO rules is also questioned. Border adjustment is permitted in case of indirect taxes but could violate WTO rules as it could substitute an illicit export subsidy. In the short run, before price adjustment occurs, the measure would favour the US domestic products. Yet, it is unlikely that the issue would be taken to the WTO because of the lengthy dispute settlement procedures. 
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	 Due to its novelty, ‘taxing sharing earnings have been proven difficult for tax authorities as much as for users reporting them in their tax returns’, where reporting control and taxation is rather rare. This is partly due to the largely varying types of transactions, which can be categorised as ‘cash transactions, barter arrangements, cost-sharing arrangements, and gifts and donations’. It is argued that compliance is stronger in economies where electronic payments are widely used, as the use of cash transactions tends to boost informal economy.
	 Individuals with little experience in tax matters becoming service providers, activities spread around multiple markets enabling individuals earn small incomes and new production facilities potentially causing degradation of resources, the lack of visibility, the extent of differentiation, the inability to design uniform rules for diverse activities, and competitive advantages over traditional businesses are major taxation concerns. Moreover, VAT-related issues become increasingly problematic because of the difficulty to define the taxable person in relation to economic activity and income in the collaborative economy.
	 Many EU countries, including Ireland, the Netherlands, Spain, Belgium, France, the UK, Finland, Italy, Denmark, Slovakia and Hungary, adopted specific measures to foster tax compliance. These measures focus on awareness raising of tax obligations, cooperating with platforms on compliance issues, collecting tax from the platform and BEPS measures in general concerning MNEs. 
	 Cryptocurrencies and Blockchain technology, on which they rely, are becoming a major source for economic diversification and growth in the EU. At the same time, cryptocurrencies are suspected to facilitate money laundering, illicit financing, fraud and tax evasion due to their unique characteristics, such as the possibility of peer-to-peer cross-border transfer, anonymity, mining on private phones and storing in unregulated wallets.
	 Cryptocurrencies also pose challenges for the EU competition policy, as many players are operating outside the EU, which makes their surveillance on anti-competitive behaviours difficult. The existing rules are not adequate to address such new realities, as the question or whether or not cloud mining or smartphone mining cryptocurrencies would trigger a PE and give rise to taxation remains unanswered. 
	 One major challenge is the different classification of cryptocurrencies as capital assets or property, which leads to different taxation rules. The taxation of cryptocurrency also depends on whether it is held for business or personal purposes.
	 Currently, cryptocurrencies are regulated differently in various Member States due to their legal framework, economies and institutional practices. Moreover, tax reporting requirements differ from one country to another regarding cryptoasset disclosure. The EU is working at the G-20 level to regulate cryptocurrencies and achieve an-EU wide harmonisation on their classification and taxation.  
	 Thanks to new technologies, tax departments are becoming data managers instead of data consumers, actively handling, managing and evaluating tax-sensitive data while moving ahead with digital transformation through centralisation, data, and automation.  
	 Blockchain represents an opportunity for tax administrations because of its ability to deliver real-time information from many layers to a large audience via decentralised, democratic, transparent, accountable, and inclusive mechanisms.  
	 The role of tax professionals will also undergo a transformation thanks to robotics and AI, leading to automisation of some of their work, such as preparation of tax returns and advisory roles.
	Due to their novelty, collaborative economy and Blockchain may exacerbate current and future challenges posed by the digital sector while providing new opportunities for tax administrations.
	The fast-growing collaborative economy is expected to reach USD 335 billion by 2025. The collaborative economy is defined by blurred lines between users-providers-platforms and consumers-businesses-intermediaries, two-sided markets and tri-partite transactions, differences between pure sharing, and commercial platforms.  
	Multi-sided platforms facilitate transactions, which occur outside traditional business structures, such as online marketplaces. There are a variety of platforms ranging from durable goods, intangibles and investment goods, to online labour market and crowdfunding. Uber, Airbnb, BlaBlaCar and Handy have become prominent platforms where individuals are put in touch with their peers who can match their need for certain goods and services.  
	The OECD’s report on shadow economy of 2017 highlights that the growth of the digital economy and the emergence of new technologies could lead to new informal economy activities. According to the IMF, ‘Sharing economy suppliers of short-term property rental services or labour services may be informal, i.e., unregistered and untaxed’. Due to its novelty, ‘taxing sharing earnings have been proven difficult for tax authorities as much as for users reporting them in their tax returns’, where reporting control and taxation is rather rare. This is partly due to the largely varying types of transactions, which can be categorised as ‘cash transactions, barter arrangements, cost-sharing arrangements, and gifts and donations’. It is argued that compliance is stronger in economies where electronic payments are widely used, as the use of cash transactions tends to boost informal economy. 
	According to the Norwegian Sharing Economy Committee, tax challenges related to the collaborative economy are as follows: Individuals with little experience in tax matters becoming service providers, activities spread around multiple markets enabling individuals earn small incomes and new production facilities potentially causing degradation of resources. The lack of visibility, the extent of differentiation, the inability to design uniform rules for diverse activities, and competitive advantages over traditional businesses also cause taxation concerns, threatening to weaken tax base if the collaborative economy is not regulated and where activities shift from traditional to collaborative economy.  
	Moreover, issues related to distortion and state aid may arise when the collaborative economy pays lower taxes through tax relief measures, special tax regimes, non-payment of social contributions or benefits from competitive advantages over traditional sectors (i.e. transportation and hotel industry).  
	The interaction of the collaborative economy with the labour law is equally important for taxation purposes. Whether workers of an online taxi, car transportation or food delivery mobile app, in which drivers use their own vehicles, are considered employees or self-employed independent contractors is unclear, as is their treatment for tax purposes. VAT-related issues become increasingly problematic because of the difficulty to define the taxable person in relation to economic activity and income in the collaborative economy.
	Possible ways to address tax challenges in the collaborative economy could be awareness raising of tax obligations, cooperating with platforms on compliance issues, collecting tax from the platform and BEPS measures in general concerning MNEs. Moreover, compliance could be enhanced by information exchange and modernisation of the legal framework.  
	While some are convinced that taxing the collaborative economy could be realised within the existing income tax and capital gains tax laws, others start introducing tailored regimes, sometimes taking advantage of new technologies provided by the collaborative economy to increase tax compliance. Many EU countries adopted specific measures to foster tax compliance. These include Ireland, the Netherlands, Spain, Belgium, France, the UK, Finland, Italy, Denmark, Slovakia and Hungary.  
	For example, Ireland set up a sharing economy tax centre. In the Netherlands, Amsterdam Municipality signed a contract with Airbnb that resulted in Airbnb’s collecting the city’s tourism tax on behalf of service providers. In a similar way to the Amsterdam Municipality, some US states collaborate with platforms on data reporting on transactions and tax collection, which increases tax compliance.  
	In Italy, a general legal framework targeting the collaborative economy was established that obliges platforms to register. Income earned up to EUR 10,000 within the scope of the collaborative economy must be declared as it will be subject to a 10% withholding tax to be collected by platforms. 
	In France, a system of voluntary and automatic tax collection is in place since 2015 for Airbnb and other rental platforms, which are required to calculate, collect and remit hotel and occupancy taxes from every booking. In Spain, the Catalan government makes hotels and tourist apartments subject to a license fee.
	Other countries take radical measures developing new tax reporting tools by making online platforms responsible for information reporting to tax authorities. For instance, Estonia and Lithuania started a partnership with Uber with the intention to develop new platforms for submitting individual providers’ tax returns electronically. In Belgium, digital platforms are also required to send necessary information to tax authorities in the same way employers do for their employees. This allows to reverse the fiscal information stream, as platforms are better suited to do the task.  
	Australia, on the other hand, is set to tax sharing earnings on an equal footing of other businesses and requires individuals to keep records of income earned by such activities plus any allowable deductions by accurately separating business from personal expenses.   
	The UK and Canada embarked on developing interactive tools (online calculators and mobile apps) to guide sharing economy users to better report their tax obligations in order to enhance their compliance.  
	If sharing earnings are sufficiently law, they could be subject to exemptions, as in the case of the UK and Belgium. In the UK, annual allowances of 1000 Great Britain Pound (GBP) were introduced for trading and property income of individuals. The former applies to certain income derived from assets or services. In 2016, Belgium set a minimum threshold above which the sharing earnings will be subject to a one-time withholding tax of 20% after the deduction of a 50% lump sum expense, leading to an effective rate of 10%.
	The introduction of a withholding tax is encouraged by the OECD for the facilitation of tax collection in the collaborative economy. Yet, they are imposed on gross amounts and could overtax payers if their expenses are significant. Therefore, such taxes are typically imposed on passive income, covering dividends and interests. In the sharing economy the deductions are likely to be low. Hence, it could eliminate the mixed use of assets stemming from the need to apportion personal and business expenses. Another argument in favour of withholding taxes are that they are at a proportional rate and allow for appropriate peer-to-peer lending. Yet, some foreign companies could still be asked to have a PE in a country to act as withholding agents.
	Cryptocurrencies and Blockchain technology, on which they rely, are reshaping global cross-border financial connectedness and its increasing ability to automate cognitive tasks given their borderless and intangible nature. They are becoming a major source for economic diversification and growth in the EU with many EU countries easing their Foreign Direct Investment policies to attract technology companies, including from the US to develop their infrastructure and to drive innovation. For instance, the EU Blockchain Observatory Forum is advised by a US Blockchain production studio and many EU financial institutions are testing Blockchain technology for financial operations, as it is widely believed that virtual currencies are the future.  
	At the same time, cryptocurrencies are suspected to facilitate money laundering, illicit financing, fraud and tax evasion due to their unique characteristics such as the possibility of peer-to-peer cross-border transfer, anonymity, mining on private phones, and storing in unregulated wallets.
	The existing rules are not adequate to address new technologies as such, as the question of whether or not cloud mining or smartphone mining cryptocurrencies would trigger a PE and give rise to taxation remains unanswered. The same question is valid for cross-border withholding taxes, which may or may not apply to cryptocurrencies.
	Cryptocurrencies also pose challenges for the EU competition policy, as many players are operating outside the EU, which makes their surveillance on anti-competitive behaviours difficult. In this regard, it is important to note that the EU Anti-Trust Mechanism, which is monitoring crypto-businesses, has no ongoing investigation.
	One major challenge is the different classification of cryptocurrencies as capital assets or property, which could lead to different taxation rules. The UK, for instance, treats virtual currencies, such as Bitcoin, as property. This causes accounting challenges for every day cryptocurrency transactions as each time a purchase is made with the virtual currency, gain or loss has to be recognised. The taxation of cryptocurrency also depends on whether it is held for business or personal purposes.
	Most Member States evaluate Bitcoin exchange under the supply of services stipulated in the VAT Directive and exempt cryptocurrencies from VAT due to lack of a legal definition but a future G-20 agreement could harmonise their characterisation for taxation purposes. The EU is working at the G-20 level to regulate cryptocurrencies and to achieve an-EU wide harmonisation on their classification and taxation. The EU’s Capital Markets Union and EU’s financial single market plans may help fulfilling this goal.   
	Currently, cryptocurrencies are regulated differently in various Member States due to their legal framework, economies and institutional practices. Moreover, tax reporting requirements differ from one country to another regarding cryptoasset disclosure. For example, cryptocurrencies in offline wallets are not expected to be declared in Spain as they are deemed to be located outside of Spain, which differs from legislation in other Member States. In general, a cryptocurrency exchange platform could be considered as a financial institution for CRS purposes to harmonise reporting.
	Extending current financial and tax laws to Bitcoin may combat its anonymity, reducing criminal activity and price volatility in the market. It is essential to bring it under the anti-money laundering laws and to provide a uniform classification of Bitcoin as currency. In this context, the work of the G-20 Financial Action Task Force on AML, concerning cryptoassets to mitigate concerns over security, consumer protection and financial crime, is important and could influence the BEPS framework. 
	The challenge posed to AML rules concerning fraudulent situations related to cryptocurrencies could be tackled by establishing a new body to counter money laundering in the EU or giving more competencies to the European Banking Authority to tackle the issue. A diverse approach to cryptoasset categorisation, taxation and reporting at an income tax, VAT and international level among Member States, may add to excessive tax burdens to cross-border cryptoasset transactions that may complicate implementing cross border pan-European Blockchain platforms.  
	Lack of implementation and cooperation in the area of AML is another challenge regarding cryptocurrencies. In response to this, some States are calling for a regulator at the EU level while others prefer to empower already existing EU financial regulators. 
	There is a major shift in the tax enforcement landscape by new digital tax administration requirements. Tax departments are becoming data managers instead of data consumers, actively handling, managing and evaluating tax-sensitive data as exemplified by Germany’s taxonomy project for electronic standardisation of all German book/tax differences, which obliges tax payers to submit a fully standardised tax basis balance sheet and tax income statement (E-Bilanz) in machine-readable format to authorities.
	Tax departments that are moving ahead with digital transformation focus on several key opportunities: Centralisation, data and automation. Centralisation in physical locations (shared service, global business services) or virtual centres of excellence is likely to facilitate tax compliance and help address tax risks, through increased quality, enhanced value, greater transparency and lower costs. Improving data governance, data management and quality is also key to assess gaps and duality issues in current data sources. Automation and AI could reveal many insights and improve tax operations, planning and reporting.  
	Although it is costly, the Robotic Process Automation is an emerging software capability that captures and interprets data from other software applications for the purpose of transaction processing, data manipulation and communication across multiple IT systems. Open government data (the publication of machine-readable data by public entities) is becoming the default approach for governments as an effort to ensure that it is available for business, civil society and the public at large.
	New technologies do not only represent challenges but also opportunities for tax administrations, which could digitalise their operations to ensure tax compliance and enforcement. This could be achieved in five steps: E-filing (standardised electronic forms for filling tax returns) e-accounting (e-invoices and similar data in an electronic format), e-matching (cross-referencing with accounting, bank and source data), e-auditing (electronic audit assessments) and e-assessment (assessments without tax forms by use of Blockchain technologies etc.) Yet, the fifth step is only exploited by a small number of countries. Blockchain allows a direct peer-to-peer exchange of value and reduces transaction costs. It keeps records on transparent and immutable ledges accessible to everyone, thus eliminating the risk of fraud. Blockchains can reduce tax fraud by ‘increasing transparency and integrity, real-time tax administration and tracing’.
	The potential of digitising tax administration is being exploited by new solutions, such as SAF-T in Europe or real-time invoicing in Brazil. For compliance and efficiency matters, tax administrations seek to gather and analyse information digitally. Digitalisation could also make tax payments easier and less time-consuming.  
	Blockchain is a promising technology because of its ability to deliver real-time information from many layers to a large audience. Hence, it could be also seen as an opportunity for tax administrations, as its decentralised and democratic order is embedded in ‘transparency, accountability and inclusiveness mechanisms’. According to WEF, the average expectation is that in 2023-2025 governments could start collecting taxes using Blockchain. Payrolls are digitalised in most countries but each government institution involved holds its own register, duplicating data. Blockchain could eliminate this flaw by smart contracts that fully automate the process. Blockchain could be also used for transfer pricing, by tracking accounting systems to the transaction level, improving the substance over form approach and providing information to auditors anywhere in a network with trustworthy records. Smart contracts would assist the accounting systems of MNEs to be autonomous and automated. 
	The role of tax professionals will also undergo a transformation. A new breed of professionals highly skilled in science, technology, engineering and mathematics will emerge to enhance tax operating model strategy and transformation plan. Moreover, tax professionals would be also affected by technology, as some of their work, such as preparing tax returns and advisory roles, could be taken over by robotics and AI in the future.
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	KEY FINDINGS
	Digitalisation is also transforming trade with fast-expanding e-commerce. The value of digital trade is estimated to rise to about USD 1 trillion by 2020, reaching one third of all B2C transactions worldwide. Historically, VAT was based on the location of supplier as it was assumed that the supplier and customer would be based in the same country. Today, customers can shop online from remotely located suppliers, which threatens indirect tax revenues and complicates tax collection, as non-residents fall outside the consumption tax system. The ever-growing e-commerce based on remote selling and characterised by consumer preferences, the low barrier to enter a market, operational efficiency, and a growing services economy are posing serious tax challenges. 
	In the area of indirect taxation, tax challenges generated by e-commerce under OECD’s Action 1 were summarised as follows:
	 Remote digital supplies to business in a jurisdiction giving full deduction rights with internal (branch to branch) recharge to an exempt business;
	 Under-declared VAT on B2C supplies;
	 Understatement of value of low-value imports; and
	 Inappropriate use of thresholds.
	To address these challenges, the OECD’s Action 1 Report recommended that countries apply the principles of the OECD’s VAT/GST Guidelines, which allocate the VAT taxing rights to the destination country regarding the digital taxation of e-commerce activities. The guidelines suggest that the supplier registers, collects, and remits VAT according to the rules of the customer jurisdiction.  
	As indirect taxes represent a major source of revenue for states, authorities agree on the need of a reform to protect tax revenues corresponding to some internal pressure. At the same time, society, NGOs, and lobbies exert external pressure for reform. Unlike corporation tax measures, which were conservative with the objective of preserving the status quo by adopting mainly national and international anti-avoidance measures, addressing the symptoms and not the cause of tax avoidance, such pressures resulted in a bold and innovative approach with regards to VAT. This probably explains the wide acceptance of the OECD’s soft law in International VAT/GST Guidelines, which were endorsed by 100 countries.  
	In addition, Merkx argues that BEPS Actions would have a side effect on VAT, as the changes to the PE status would incline businesses to change their business models, with important implications in the VAT area regarding the tax amount, reporting and invoicing obligations, place of supply changes, import duties, and import VAT. 
	Contrary to the expectations that the implementation of the reverse charge system, allowing the market jurisdiction to collect VAT, would result in more efficiency in the area of indirect taxation, businesses complain that inconsistent global VAT/GST rules and non-existent double tax agreements in VAT matters (except for the EU Directive) contribute to uncertainty, add administrative burdens, and increase potential issues of double taxation.
	Critics highlight the discrepancies of the destination principle, suggesting alternative solutions, such as ‘follow the money approach’, to align taxes with payments. However, this approach would need a means to determine the location of the consumer. 
	Traditional transaction chains are disappearing with the emergence of new technologies, such as 3D printers. The final product could be produced at the buyer’s premises, even though the design can be made in other places, which makes the determination of the location of value creation hard. Questions arise as to where the value is derived from, who owns IP and how to capture the full value of a 3D sale because of the intangible nature of the product.
	This creates uncertainty on whom the VAT burden would fall, whether a person could be taxed as if he/she was an enterprise, whether or not VAT would be chargeable in peer-to-peer structures involving no identifiable remuneration, which value the VAT would be based on, and how it should be charged.  
	The digital economy also has a huge impact on the methods developed for VAT fraud. While many focus on the cost of lost revenues, VAT fraud has significant costs such as ‘distorted competition, taxpayer inequity, and the funding of organised crime’, posing enforcement issues for indirect taxation.
	The artificially increased input costs, fake invoices and the possibility to obtain refunds of input VAT in the absence of a compensation with output VAT present major risks for tax collection. Sale suppression is another type of fraud affecting VAT on output, which is technology-assisted. For instance, add-on programs automate sales suppression, produce financial report updates by deleting and modifying data, and ensure compliance between purchase records and sale records.  
	A new French regulation has as an objective to capture this type by use of an accounting software, which is unchangeable. Similarly, cash management systems prevent the installation of add-on programs. Yet, even these high-tech regulatory systems can be cracked.  
	Another issue is the VAT returns. A small e-commerce seller could be burdened by a customer returning a good, as the seller would have to pay the full amount including the VAT and could face long delays before receiving a return. 
	In addition to cryptocurrencies, the collaborative economy poses VAT challenges for the main reason that it is hard to determine the value of a performance in the absence of a monetary consideration. Platforms are made more and more responsible for remitting VAT taxes on any fees or commission charged for their intermediation services. When the platform is considered to employ the providers, it faces tax obligations as an employer. Yet, platforms are not technically ready to collect VAT. Alibaba, Etsy and eBay, for example, do not own or sell goods but merely connect buyers and sellers, which raises doubts about on whom the liability will fall to collect taxes for goods sold on third party marketplaces. Another issue is the difficulty to differentiate between indirect and direct e-commerce cases.  
	More and more jurisdictions are levying VAT taxes to capture services provided by an electronic agent, electronic communication or over the Internet, which account for an ever-increasing share of tax revenues. This may be attributed to the low perception costs due to the invisible nature of VAT and their relatively easy imposition. The fact that corporate tax rates are steadily declining, may also lead governments to raise their VAT rates to project their tax revenues. One of the drivers of BEPS was the politician’s need to justify why consumers were paying higher VAT rates, while businesses were paying less and less tax while exploiting more and more loopholes.
	In the UK, online marketplaces led to growth in overseas sellers, which do not register for VAT, and ‘disappear’ as soon as they are identified by tax authorities only to return in ‘another guise’. In the UK, online retailers are said to be profiting from VAT fraud by ignoring the presence of overseas sellers who sell products into the UK without paying VAT. Failing to prevent the facilitation of both domestic and foreign tax evasion was made a criminal offence in the UK.  
	The VAT evasion caused by overseas sellers having no PE status in the UK was addressed by new rules introduced by the UK’s HMRC. Consequently, online marketplaces were made liable for VAT unpaid by UK sellers. All overseas sellers were requested to appoint a UK VAT representative. Requiring online marketplaces to monitor and police their sellers led to a ten-fold increase in VAT registration applications from overseas sellers in 2016.  
	In 2017, new VAT rules were introduced to oblige sellers to show their VAT registration numbers on the online marketplaces they use. Online marketplaces were charged with the responsibility to implement checks on their sellers (checks on the VAT number and the location of the seller as well as previous record of removal from the marketplace) and report if sellers fail to comply with the UK VAT law. Ensuring that marketplaces cannot avoid the tax by changing their legal form temporarily to become the owner of the third-party product and classification as an e-retailer is key.
	In addition, fulfilment houses and warehouses used by overseas sellers to distribute goods are also expected to play an active role by registering for a new due diligence scheme to ensure VAT was properly paid by overseas sellers. Non-compliance by businesses could result in monitory penalties, criminal conviction, and loss of right to trade.
	The collaborative relationship between the HMRC and online marketplaces could be further enhanced by an agreement showing commitment to tackling VAT evasion to which marketplaces are expected to sign up. The HMRC plans to publish the names of the cooperative marketplaces in a public list.
	At present time, Internet sellers in the US have to comply with a variety of tax collection regimes: 
	 Economic nexus models that impose sales tax collection duties on retailers that rise above a specified sales threshold; 
	 Colorado-style notice/reporting regimes that require retailers to alert customers to their tax liabilities;
	 Marketplace provider provisions that require Amazon-type sellers to collect sales tax on third-party transactions conducted on their platforms; and
	 Cookie nexus regulations, which require online vendors to collect state sales tax if they have property interests in or use in-state apps and cookies.  
	The Online Marketplace Seller Voluntary Disclosure Initiative was established in the US to allow third-party marketplace sellers using platforms to collect and remit sales and use taxes in participating states. To give an example, Amazon collects and remits sales taxes in all states that impose one when selling its own inventory but it does not require third-party sellers on its marketplace platform to collect state sales taxes as of 2017. For those sales that make up to about half of the company’s volume, Amazon says the third-party vendors bears the collecting responsibility. However, it started collecting sales and use taxes on behalf of third-party sellers in Washington and Pennsylvania and will be soon collecting taxes on sales in Minnesota and Rhode Island. 
	In April 2016, China introduced new regulations to make e-commerce platforms responsible for collecting indirect taxes from online trades. There are some enforcement issues which China intends to address through changes to both the corporate income tax and VAT. There is a possibility that China adopts a point-of-sale tax collecting system to ensure that when customers buy goods online, the requisite VAT is diverted directly to the tax authority. The country also declared its intention to adopt a revised PE. The import of retail goods through e-commerce will be subject to customs duty, VAT and consumption tax. To fight the VAT fraud, China adopted the Golden Tax System, a central VAT monitoring database of invoice data using encryption technology, which notifies administrations in real-time of transactions between sellers and buyers. Automated authentication of invoices and a centralised invoice matching clearing system allows for the detection of fake invoices and rejection of VAT refunds and deduction claims. Within the OECD, China is playing a major role to find consensus in taxation of digital economy in line with the principle of neutrality (traditional and digital economies) and the rest of the Ottawa principles.
	Saudi Arabia ratified the Gulf Cooperation Council VAT framework and introduced VAT on 1 January 2018 on the basis of the destination principle. 
	Non-resident suppliers of digital services that carry out substantial business in Israel must register and account for VAT in Israel.
	Taiwan amended its VAT legislation so that foreign business that supply digital services (video gaming streaming, image downloads etc.) to Taiwan residents have to register for VAT in Taiwan, file VAT returns and, pay VAT. It is the responsibility of the digital service supplier to collect and remit the VAT.
	In an attempt to increase its tax revenues, Turkey also introduced an 18 % VAT for digital services offered to individuals by foreign companies residing abroad as of January 2018. The extension of the registration requirement for VAT to non-resident digital service suppliers could have potentially disruptive tax treaty implications.
	Australia has a goods and services tax of 10% on the cross-border supply of digital products to Australian consumers, which a non-resident company must register for. 
	Japan introduced a consumption tax on digital services provided to Japanese services, which operate through a reverse charge mechanism for B2B services. The businesses receiving the digital service have the obligation to pay. Other countries in Asia, such as Korea and New Zealand, also took steps to collect VAT on cross-border digital trade.  
	Unlike the corporate tax, VAT bases are harmonised in the EU. 0.3% is levied on each Member States’ VAT base (apart from Germany, Sweden and Netherlands which provide some funding for the EU), which goes to the EU’s own resources. The new EU budget called for a more streamlined system with higher transparency and accountability.
	The EU introduced a simplified compliance regime in 2015, following the OECD recommendations, which resulted in an excess of EUR 3 billion. Certain telecommunications, broadcasting and electronically supplied services are taxed according to the destination principle, where the customer is located. The MOSS (Mini One-Stop-Shop) allows such suppliers to register in one jurisdiction thereby obviating the need to register for VAT in each Member State in which it has customers.  
	In December 2016, a proposal on a reverse charge mechanism was put forward by the Commission to fight against non-remitted VAT by operators, making the purchaser remit to the authorities. Yet, an agreement has not yet been reached in the Council. 
	The European Commission is in the process of reforming the VAT system following the VAT Action Plan of 7 April 2016. The new definitive single EU VAT area will be based on four cornerstones: Tackling fraud, One-Stop-Shop, greater consistency and less red tape.
	The Commission aims at modernising VAT for cross-border B2C e-commerce, including the extension of the MOSS regime. The Commission created a VAT portal, a simplified tool for VAT compliance that enables the collection of VAT in the state of the final consumer, which will be implemented in 2018-2021. As of 2021, the MOSS regime will be extended to cover intra-Community sales of goods to non-taxable persons. The deadline for submitting VAT returns will be extended and corrections will be possible in subsequent returns.  
	On 5 December 2017, the EU adopted new rules on B2C electronic commerce, which will enter into force in 2019. Accordingly, taxpayers are expected to collect and remit in the country of destination. As of 2019, simplifications for sales of digital services to consumers will be made as businesses having a turnover below EUR 10,000 would be able to pay their VAT at the country of origin. A second measure will apply to EU suppliers with a turnover below EUR 100,000, which will be able to provide only one piece of evidence instead of two to determine the location of the consumer. Non-EU suppliers with EU VAT will be able to use a non-Union scheme, where home country rules could be used for invoicing.
	EU distance sales thresholds of EUR 35,000 or EUR 100,000 are going to be replaced by a Community annual threshold of EUR 10,000. Over this threshold, taxation will be made at the destination rate.  
	In the case of imported goods with a value exceeding EUR 150 a full customs declaration will be required. Marketplaces, facilitating the sale of distant goods will be liable for VAT, while being recognised as commissionaires, who bought and now are selling products on their platform. 
	On 25 May 2018, the EU published a proposal to amend the VAT Directive by a Definitive VAT system for B2B, applicable in 2022. The cross-border trade of goods will be treated as a ‘single taxable supply’ and VAT registration will be effectuated through a uniform online portal in any EU Member State. The seller will charge VAT at the destination state.
	Under the present system, goods are split into two transactions, which are both reported by the purchaser: A VAT-exempt sale in the country of origin and taxed purchase in the country of destination. This puts EU businesses at a disadvantage, as non-EU suppliers are not obliged to pay VAT. Moreover, it puts an additional burden on SMEs. On the other hand, tax returns and settlements are calculated over a fixed period and calculations are based on actual transactions bur rather arbitrary dates. Therefore, governments have difficulties to track VAT payments, resulting in Missing Trader Intra-Community Fraud (MTIC), Missing Trader Extra-Community Fraud (MTEC) and carousel fraud. The current system is also criticised for focusing on goods and not keeping up with the increasing services sector in the digital era. In addition, some see the EU’s VAT system as an impediment to national solutions, as common rules on VAT have to be followed.
	The amendments to the EU VAT Directive proposed on 25 May 2018, based on the destination principle, reverse charge mechanism and deeming provision, where the supplier acts on behalf of the initial supplier of services for taxation purposes, are expected to cut down fraud, simplify procedures and ensure equal treatment of inter-community and national purchases of goods by eliminating VAT exemptions in intra-Union cross-border trade. On the downside, the new rules could adversely affect carriers and postal operators. Some double taxation concerns have been voiced, especially regarding the cases, where non-EU suppliers comply with the new rules for remote sales from outside the EU without applying OSS, in which case, they could pay both for import VAT and VAT on distance sales. 
	Possible difficulties regarding the proposed B2B provisions include customers not having a VAT number, who could be treated as private customers not being subject to taxation. Besides, there is no real-time verification of EU VAT numbers, except for the VAT Information Exchange System (VIES), which is seen as insufficient and thus could give way to legal uncertainty. Moreover, customers self-declaring their location could end up having multiple locations. On the other hand, the deeming provision, established by the concept of the ‘Certified Taxable Person’ can be rebutted when the initial service provider is explicitly declared as the supplier by the taxable person taking part in the supply by contracts.
	When it comes to the responsibility to collect taxes with the seller, it shall be considered that the vendor collection model has its weaknesses as reliance on intermediaries could lead to complexity, double-or non-taxation and legal uncertainty. It remains to be seen whether the EU VAT system is ready for such a drastic change in the short-and long term. Alternative ways, such as turning to the customer, who is within jurisdictional reach, could also be considered but like vendor collection models, customer collection models have their shortcomings. 
	Another option could be real-time securing of VAT, known as split payment mechanism, where the VAT is invoiced by the supplier but paid by the recipient of the invoice in B2C type businesses. It uses technology to identify and collect any VAT due and could be even coordinated with an automated system using Blockchain. Such an automated system of auditing in real-time would permit to cross-check VAT audits at each level of the goods lifecycles and a rapid detection of VAT leakages. Yet, it is costly for businesses and authorities.  
	Negotiations are ongoing in the Council on a reverse charge mechanism, under which VAT is remitted to the tax authorities by the purchaser. Reservations are manifold regarding such a measure, as it implies moving away from the traditional VAT system and departing from a fractional payment. In any event, as the consumers could be hardly relied on for self-assessing and remitting, the changes would likely be restricted to B2B situations.
	Past attempts to improve the VAT system through intra-Community transaction reporting, cooperation between Member States and destination regime to ensure fair and comprehensive taxation are seen as a failure by some, who highlight the emergence of a digital strategy seeking for technology-based solutions. With the new technologies, one is likely to see the proliferation of SMEs ‘born global’ rather than requiring the traditional path from local to global reach. The tax landscape shall adapt accordingly.
	In the EU, average VAT compliance cost was on average EUR 8000 per market, which causes a big burden for SMEs. Hence, policy regarding VAT should focus on low compliance costs in addition to minimum sales exemption threshold, fast, cost-effective and data-driven VAT systems, involvement of industry to avoid burdens and market distortions all by promoting free flow of data across borders to enable digital trade to flourish and local SMEs to benefit from global marketplace. 
	Blockchain technology could eliminate administrative burden, conducting transactions real-time by use of smart contracts, reduced risk of fraud due to real time checks and verifications, and high speed of money transfer. It could be also used to enhance VAT collection. In Brazil, for instance, electronic invoices are mandatory and are received by tax authorities in real-time. European countries, such as Hungary, also decided to use real-time reporting solutions starting this year. Poland is also planning to produce electronic reporting based on the OECD’s Standard Audit File for Tax (SAF-T).  
	The Digital Invoice Customs Exchange was designed to facilitate the EU to reform its VAT Information Exchange System by allowing for an automated and immediate exchange of invoice data. Digital signatures are placed on e-invoices and encrypted data is submitted to databases that match transactions. Customs exchange is the second element of the system. Some believe that Blockchain could be a better option, as taxes are reliant on centrally based ledgers on both domestic and EU level. 
	As VAT is prone to fraud, Blockchain could be the solution to VAT problems with its real-time and consensus-based mechanism prior to issuing an invoice. There would be a ledger for every traded good and service and verified transactions would be added to the Blockchain irrevocably. However, with the CbCR becoming available by tax administrations, such a decentralisation would create a disadvantage, as data possessed by governments are sensitive and obstacles could be presented due to data privacy, protection and security. The lack of intermediary or key master is also a source of concern because of the threat that a user could be permanently locked out of the network if he/she loses his/her private key. Finally, the right to be forgotten is not possible as deletion is not an option in Blockchain technology.
	A good example to the fight against tax fraud is China’s Golden Tax System. This central VAT monitoring database of invoice data uses encryption technology, notifying administrations in real-time of transactions between sellers and buyers. Such technology-focused policy options could be considered in the EU notwithstanding the fact that the system does not produce a solution for VAT missing on output or invoices containing misleading information. An anti-VAT fraud European Public Prosecutor’s Office, which will be in operation this year, could further investigate and prosecute criminal cases affecting the EU budget, such as cross-border VAT fraud.
	9. CONCLUSIONS AND POLICY RECOMMENDATIONS
	Rapid digitalisation of the economy, new business models and the challenges they pose to the international tax system
	The digital economy is expanding at a tremendous pace while the entire economy is being digitalised. The scale of and pace of digitalisation coupled with aggressive tax planning schemes to shift profits to low-tax jurisdictions by Multinational Enterprises (MNEs), which was put under the spotlight by Luxembourg Leaks (LuxLeaks), Panama Leaks and Paradise Papers, is putting pressure on tax administrations to ensure fair taxation.
	Only after some 20 years of their inception, the ever-increasing prominence of tech companies is unstoppable. Business models are rapidly evolving and new business models are emerging due to Internet of Things (IoT), Artificial Intelligence (AI), collaborative economy and other technological advancements. With many established digital companies having multiple business lines, the differentiation between multi-sided platforms and other digitalised businesses becomes challenging. Moreover, some traditional industries, such as automotive manufacturing, have begun to digitise their processes and services. 
	With the digital goods being highly mobile or intangible, the physical presence of a company in the market country is often not needed, which is at odds with the outdated international tax system based on the condition of a connecting link to assert jurisdiction for taxation purposes.  
	With digitalisation allowing businesses activities to spread across the globe, it is more and more complex to identify the location of value creation and to decide on how to allocate profits. With the concept of headquarters becoming ‘meaningless’, digitalisation exacerbates many problems in the existing system – real economic distortions, profit shifting, complexity and competition. Moreover, the new business models are constantly changing, making it difficult to separate the digital economy from the rest of the economy.  
	In addition to globalisation, ‘environmental unsustainability, demographic change, inequality and political uncertainty’ may all be relevant to thoroughly address digital transformation.
	Tax competition and the ensuing race to the bottom also contributes to inequality. According to Oxfam, 62 people own the same wealth as the bottom 3,6 billion people in the world. Over the last thirty years, net profits by the MNEs tripled from USD 2 trillion in 1980 to USD 7.2 trillion by 2013. This increase shall be properly reflected in the amount of taxes they pay instead of being accumulated in tax havens.
	While the effects of some BEPS measures (as well as US tax reform having unclear implications on MNE behaviour and the implementation of ATAD measures) remain to be seen, appropriate policy solutions need to be considered to address acute tax challenges given the exponentially expanding digital world. Soon, a fully digital world disrupting some fundamental assumptions of the international tax system could emerge. The Blockchain technology, collaborative economy, AI, robotics and 3D printing started already changing the taxation landscape.   
	The current PE threshold is not sufficient for fair allocation of profits. The unilateral measures in countries such as France, Italy, Israel, India, as well as at the EU level show a search for a new nexus to capture companies with a solely digital presence.  Developing countries, such as India, argue that paying capacity of the consumer is made possible due to the state’s contribution via public goods, law, order, market facilitation, infrastructure and redistribution. Following such pleas, the UN already developed new nexus rules on service fees (justifying withholding taxes), which substantially diverge from the OECD rules. New taxes, such as equalisation levies and VAT measures targeting the digital sector were introduced in many countries, not to mention taxes in the form of Diverted Profit Tax, specifically targeting large MNEs. At the EU level, state aid measures were widely used against aggressive tax planning schemes of the MNEs.  
	The reluctant states might eventually agree to limitations to their fiscal sovereignty in favour of globally accepted standards, as digitalisation limits their legitimacy and ability to tax.  Global taxes, such as passenger levy on airline tickets and emission taxes are feasible. ‘A complex decision-making structure which embodies widely divergent interests and realities’ may be a better way to cope with constantly changing conditions and to develop a more global tax policy through transparency, linkage and inclusivity than the centralised approach.
	Multilateralism as a ‘new tax principle’ could be the response to the global solutions needed given the fact that unilateral measures proved insufficient to stop double non-taxation. Answers to the long-debated source vs. residence dilemma could emerge in time from the ‘messy process through which countries have always resolved fiscal conflicts’, either through conflict or cooperation.
	OECD’s BEPS Measures and the Ambition to Reach International Consensus on Key Taxation Matters 
	912BOECD’s BEPS Measures and the Ambition to Reach International Consensus on Key Taxation Matters
	The OECD supports the principle of aligning the application of tax rules with the legal form unless the legal reality is totally disconnected from the economic reality. BEPS reduced but did not eliminate profit shifting. Moreover, post-BEPS MNEs’ tax planning activities will likely continue if they don’t have a local presence or they use intra-group transactions to exploit differences in tax rates. Companies will still be able to move their real activities in response to tax rates, thus distorting real economic activity. The broader tax challenges, including nexus, characterisation and data, also largely remain unaddressed.  
	The minimum standards of the OECD, such as Action 5, are considered to have some success despite their soft law nature but the most relevant OECD measures to the digital economy, such as Action 7, Action 8-10 and Action 3 seem to have failed to address the ‘troika of threshold requirement, separate legal entity principle and attribution of profit’ to reach a coherent and globally acceptable solution. While probably limiting worst excesses of the profit shifting and increasing transparency requirements, greater complexity was introduced by BEPS measures. It might even worsen economic distortion and tax competition, if MNEs decide to relocate their real activities to low-tax jurisdictions, for example in response to the new Transfer Pricing Guidelines. 
	It remains unclear whether there is consensus at the OECD level whether the digital economy should and can be ring-fenced or not. Another issue at the heart of the debate is whether reform should address specific problems raised by certain digital business models (as favoured by the EU) or whether it should seek to address the fundamental problems faced by the system as a whole and which have been exacerbated by digitalisation. 
	The lack of consensus on value creation leads to a multitude of profit allocation methods, which somewhat diverge from the arm’s length principle. The destination-based formulary apportionment and other destination taxes, such as sales-based formulary apportionment, residual profit sales and Destination Based Cash Flow Tax are being put forward to reform the existing tax system in a more fundamental manner.  
	Global solutions at the OECD level would be preferable but it is doubtful whether consensus will be reached on nexus and profit allocation rules by 2020. If OECD fails to address the issue in time, it might lose its role as a standard setting body. A multitude of uncoordinated and complex unilateral rules are harbingers of the fragmentation of international tax rules. While both the EU and the US are recognising the need to change the international tax system, the former supports a targeted change while the latter is in favour of a system-wide change. Yet, commentators say that there is still room for optimism to find a common ground as ‘the US is not as capital-export biased as half a century ago and self-interest would dictate an active participation in development of new standards’. 
	Possible scenarios for taxing the digital economy and the fate of the EU’s Digital Services Tax proposal 
	Possible scenarios for taxing the digital economy include specific taxes for the digital sector, to continue work on BEPS measures, especially regarding transfer pricing and value creation by amending the PE concept, granting more power to source countries via withholding taxes, radically changing the tax system by adopting a destination-based tax and integrating the digital sector in a formula-based transfer pricing regime, a formulary apportionment regime such as profit-splitting method or robust VAT measures to ensure compliance and collection.
	The destination based-tax has its appeal with a promise to eliminate BEPS and to address the broader issues faced by the existing system by focusing on immobile factors. However, such alternative approaches as well as new taxes with no available tax credits on digital services create the risk of double taxation in the absence of full global coordination. According to Dourado, the OECD’s insistence on taking ‘user value creation’ as a condition for expanding taxation to source jurisdictions sends a message that a generalised destination-based tax is hardly acceptable in the Inclusive Framework for the time being.
	Business circles, practitioners and academics fiercely criticised the EU’s digital tax proposal as ‘populist and flawed’, highlighting the problems that this would cause for loss-making businesses, the possible deterrent effect it would have on start-ups, the risk of double taxation, potential retaliation of third countries, as well as technical difficulties, such as identification of the user location.  
	EU Member States are divided over digital taxation, as their tax policies differ due to diverse national interests and varying levels of technological advancements. The lack of unanimity leads the Commission to seek for alternative ways, such as informal pressure, Quality Majority Voting (QMV) and enhanced cooperation.  
	The consequences of the EU’s proposal to introduce a Digital Services Tax are unclear: It may put some pressure to reach agreement in the international arena or could lead to retaliatory unilateral measures, for example, by the US. At the same time, policymakers shall be aware of the fact that unilateral measures, even at a regional level, could hamper international efforts, risking to trigger a tax trade war. Such temporary measures are generally known to stay in place. One such example is the UK’s Corporate Income Tax (CIT), which was introduced as an interim measure during the Napoleonic Wars and became permanent until present day. The proposed long-term solution has also several weaknesses, including its vagueness and complexity, and its adoption is far from guaranteed, as it would necessitate some 2000 tax treaty changes.
	A balanced approach is needed not to harm growth and technological advancement in the EU by alienating digital firms and to provide legal clarity. Better coordination, creativity, and an inclusive framework would help the EU and its Member States tackling taxation challenges in a digitalised world. 
	Also, the inclusion of the virtual PE in the CCCTB proposal could be seriously considered despite some reservations regarding such formulary apportionment methods.  
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