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Via email: CTP.BEPS@oecd.org

Dear Sirs,

Comments on the Discussion Draft on Addressing the Tax Challenges of the Digital
Economy

We appreciate this opportunity to provide our input on The OECD’s Public Discussion Draft on BEPS
Action 1: Address the Tax Challenges of the Digital Economy. The response in the pages that follow
reflects the views of the PwC network of firms, and we offer our observations on several key aspects of
the Discussion Draft. As an initial matter, we welcome the growing consensus reflected in the
Discussion Draft that the digital economy cannot be ring-fenced from the rest of the economy and that
businesses should not be subject to a different set of rules of taxation simply by reason of the use of
information and communications technology (ICT). We fully endorse this principle of neutrality. In
that regard, the Ottawa Taxation Framework principles are still relevant today and should constitute
the basis to evaluate options to address the tax challenges of the digital economy.

The Discussion Draft provides a good background summary concerning the development and
widespread use of ICT, and shows that nearly all sectors of the economy rely on advances in ICT to
deliver their products and services, digital or otherwise. It seems to us that where the Discussion Draft
speaks of a “digital business”, it is referring to businesses which make more extensive use of ICT, i.e.,
any difference between a digital versus other business is a quantitative difference in the use of ICT, not
qualitative. Therefore, because the rest of the economy cannot be separated from the digital economy,
any option for addressing digital economy tax challenges should consider not only neutrality, but also
should avoid creating unintended collateral consequences for the rest of the economy.

We recognise that the BEPS Action on the digital economy is driven by a concern as to whether
existing international tax rules have kept pace with emerging new business models enabled by the
rapid development of ICT. However, we caution that these concerns should not lead to the discarding
of long-established principles of international taxation on which there is international consensus.
OECD treaties are valuable to support and encourage trade in goods and services. Any perceived
concerns with, and any potential changes resulting from, the work on the digital economy should
neither endanger this nor stifle innovation and the continued use of ICT which increases both business
efficiency and productivity.

The remainder of this comment letter sets forth (A) our general observations (B) our answers to the
questions in Para. 10 of the Discussion Draft, and (C) our comments on potential options in Part VII of
the Discussion Draft.
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A. Our general observations

1. The BEPS efforts on the digital economy have been driven by a concern from some states that the

current rules of international taxation do not give fair allocation of taxing rights. This is a question

which individual states are clearly entitled to raise. However, we urge great caution in separating

questions of base erosion and profit shifting from questions of allocation of taxing rights which are

best dealt with as part of a much broader discussion.

2. As discussed above, the economy cannot be separated into digital versus non-digital because

almost all sectors of the economy use ICT to deliver products and services. Consequently, any

changes or options that are proposed will affect all businesses and must be evaluated accordingly.

3. A common theme among the digital economy tax issues raised in the Discussion Draft is the ability

to sell into a territory without creating a taxable presence. The use of data, characterisation of

payments for services and collection of VAT are also commented upon (para. 177).

4. Looking at the examples in the paper some disquiet seems to come from the “fragmentation of

business activities” and the collection of data. “Fragmentation” is not clearly defined and insofar as

it refers to the performance of business activities through different locations and entities, it seems

to us that it does not necessarily implicate BEPS concerns. In addition, the conduct of activities

through different locations and entities can occur across all sectors, not just internet or “digital”

companies. Similarly, all businesses collect customer data and many will analyse data using the

techniques allowed by modern computing. These are not new business phenomena. As the OECD

have acknowledged, any attempt to “recharacterise” transactions is fraught with difficulty.

Accordingly any “anti-fragmentation” policy would be likely to create considerable uncertainty and

therefore we question its effectiveness as an approach. If however, such an approach were to be

pursued, it would be essential that very clear principles were established to reduce that uncertainty

as far as possible.

5. We believe the OECD should not move away from the long-standing concept within permanent

establishment of carrying on business through a fixed place of business. We would not have

thought that it is possible to redefine that basic nexus standard to apply just to companies that

make more extensive use of ICT.

6. Over the last 15 years, the OECD has undertaken significant work in defining permanent

establishment in the context of distance selling, including the work done by the Business Profits

Technical Advisory Group. The conclusion drawn from that work has been that merely selling into

a market without a physical presence or a dependent agent within the market is not sufficient to

create a permanent establishment allowing that country to tax a share of the enterprise’s profits.

7. We support this long established consensus. It seems to us that an individual or business based in

one territory which sells into another territory, whether by use of catalogue, telephone or internet,

should not be taxable in that other territory if they have no physical presence or dependent agent

in that other territory.
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In summary, we believe that there is no digital economy that is separate from the rest of the economy.

Nearly all businesses leverage advances in ICT and, in this sense, constitute a part of the digital

economy. As a result, any changes to existing international tax rules ought to be considered as part of

the other BEPS workstreams, and not separately, consistent with the suggestions made in the

Discussion Draft.

B. Our answers to questions raised in Para. 10

1. Whether it is possible to ring-fence the digital economy from the rest of the economy, and if not,

whether specific types of digital transactions could be identified and addressed through specific

rules.

We do not believe that it is possible to ring-fence the digital economy because the digital economy

encompasses almost all sectors of the economy and to formulate different standards for the digital

economy would not satisfy the Ottawa Taxation Framework principles, including the principle of

neutrality.

2. The key features of the digital economy identified by the Task Force and whether there are other

key features that should be taken into account.

The key feature of the digital economy is the use of ICT which nearly all businesses across all

sectors of the economy rely on to improve their businesses, increase efficiency, and reduce costs.

3. The examples of new business models in the digital economy and whether (and if so which) other

business models should be considered.

We think that very few, if any, of the business models described in the report are new or novel. In

the vast majority of cases there are parallels in business models that existed long before the advent

of the internet and ICT. What is different about them is the ability to conduct business through

the use of ICT to achieve greater flexibility, efficiency, and geographical reach. This can apply in

any industry or sector.

4. The ability of the measures developed in the course of the BEPS Project and the current work on

VAT/GST to address BEPS concerns in the digital economy.

There are, as identified in the OECD’s paper, specific issues which need to be addressed in this

area – essentially to do with compliance and identification of the supplier and/or customer. Of

the four models suggested (to determine the place of taxation and the location of the taxpayer -

issues currently being examined within the TAG on VAT/GST Guidelines), we agree that the most

appropriate model is likely to be the model where the supplier has the obligation to account for

VAT/GST in the country of residence of the customer, whilst acknowledging the practical

difficulties that this may create for business. However, the requirement for non-resident suppliers

to register in the taxing jurisdiction is feasible only if facilitated through the use of de minimis

thresholds, simplified registration/compliance procedures and easy access by business to

information about the VAT-rules and obligations in the taxing jurisdiction.
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There is, in addition, a clear need for precision as to what services are considered to be ‘digital

services’ to which the general rules above would apply (and are not exceptions to the ‘general’

rule, e.g., land related services). Although the definitions used by both the EU and the OECD are

very much aligned in this area, identical definitions must be applied globally to prevent double

taxation. Non-digital services must be specifically excluded where the underlying service supplied

is consumed at a physical location – e.g., transport. Within the EU, substantial progress has been

made to provide a clear set of guidelines and rules for business. There may be some assistance the

EU could give to other countries in respect of drafting effective rules. Enforcement, compliance

and collection will remain issues and could be dealt with through greater global cooperation, in

the way that they are dealt with within the EU.

5. Whether other measures should be developed during the course of the work on other aspects of

the BEPS Action Plan to address BEPS concerns in the digital economy and if so which ones.

We believe that the digital economy is not separate from the rest of the economy and therefore the

transformation of business from the increased use of ICT is more appropriately addressed within

the framework of the other workstreams in view of the Ottawa Taxation Framework principles,

taking into account both direct and indirect tax considerations.

6. The broader tax challenges raised by the digital economy which have been identified by the Task

Force and how these challenges should be addressed, taking into account both direct and indirect

taxation.

Please see our comments above in Part A. In addition, we refer to the four areas of challenge

specified in Para. 177 as follows:

 Nexus: anything done in respect of nexus could affect all businesses, not just digital, and

therefore needs to be effected through the PE Working Party.

 Data: All companies collect and use data and we are not seeing any new challenges arising

that are specific to “digital” businesses.

 Characterisation: We see no new issues pertinent to “digital” businesses alone. The proper

treaty characterisation of transactions in digital products and services, including cloud

computing, has been subject to detailed and thoughtful analysis by existing OECD

guidance.

 VAT collection and compliance: See our comments below.

7, 8 The options to address these broader tax challenges discussed by the Task Force and

summarised in the discussion draft. The potential cost of compliance arising from the options

proposed to address the tax challenges of the digital economy and suggestions for more cost

efficient alternatives.

Regarding our comments on questions 7-8, please see our discussion below concerning Part VII of

the Discussion Draft.



Page 5 of 10

9 Whether the Ottawa Taxation Framework principles identified above are an appropriate

framework for analysing options to address the tax challenges, and whether and how they

should be supplemented.

We strongly believe that the Ottawa taxation framework principles remain an appropriate basis for

analysing options to address any perceived tax challenges. The application of the framework

principles should be supplemented by a consideration of unintended collateral consequences.

Because the digital economy is not separate from the economy as a whole, any attempt to provide

rules that specifically target the digital economy will affect broad cross sections of the overall

economy. Please see our comments in the introductory part of this letter for our overall

comments, as well as our discussions of various potential options discussed elsewhere in this

letter.

C. Our comments on potential options in Part VII of the Discussion Draft

Part VII of the Discussion Draft merely presents options that have been raised to the Task Force, and
does not fully analyse or evaluate their pros and cons or whether they satisfy the criterion of the
Ottawa Taxation Framework principles. We would suggest that, in further considering the options, the
Task Force should evaluate them based on these framework principles and would recommend that any
perceived issues that led to these suggested options be addressed as part of the ongoing work in other
working groups, taking into account the significant body of work that the OECD has done in the past 15
years or so, including the work done by the Business Profits Technical Advisory Group.

1. Modifications to the Exemptions from Permanent Establishment status (Part VII,

section 3.1)

We are in favour of retaining the “preparatory or auxiliary exclusion” and believe that withdrawing

it would cause considerable uncertainty and potentially controversy. However, we acknowledge

that governments may feel the need to reconsider the scope of this exemption and, in particular,

whether each category mentioned in Article 5.4 of the Model Treaty needs to be of a preparatory or

auxiliary nature. If any such change were to be pursued it would be essential that it was very clear

in scope and introduced over a period of time to allow businesses to adjust their operations as

necessary. In any event, this issue will potentially affect all businesses and is a question for Action

7 rather than a digital economy only question. In addition it should be made clear that the

existence of a VAT number in a territory does not of itself create any form of PE.

2. A New Nexus based on Significant Digital Presence (Part VII, section 3.2)

This new nexus would be an alternative for businesses that are completely conducted digitally and
will be based on a significant digital presence and engaged in “fully dematerialised activity”. We
believe that this option seems to be largely a different version of similar questions that arose
several years ago with respect to business models arising from the use of radio, television, and
mail-order. The conclusion has long been that merely selling into a market without physical
presence or a dependent agent within the market is not sufficient to create a permanent
establishment allowing that country to claim a share of the enterprise’s profits. This would be a
substantial departure from those principles. We do not believe that the increased use of ICT by
businesses warrants a departure from these long established principles.
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Another important shortcoming of the significant digital presence PE option is that it is highly

subjective and will likely lead to double taxation and increased controversy. For example, an

economic presence PE is triggered based on certain vague and subjective standards, e.g.,

“significant” number, “widely” used or consumed, “substantial” payments, etc. (para. 214). In

addition to our concerns regarding neutrality, we believe that such a new PE standard would not

satisfy the Ottawa Taxation Framework principles of efficiency (due to the potential increase in

controversy), certainty and simplicity, and effectiveness and fairness. If, despite the concerns

raised, such a change were to be pursued, it would need to be very carefully and, we would suggest,

very narrowly defined.

3. Virtual permanent establishment (Part VII, section 3.3)

The Discussion Draft presents certain “virtual PE” options but indicates that they are included “for
the sake of completeness”. It is unclear whether this means that the Digital Economy Task Force is
not proposing to take forward these suggestions at this time. In any event, many of our comments
above regarding economic presence PE are also relevant to virtual PEs, including concerns from a
neutrality standpoint. In addition, as more and more businesses utilise advancements in ICT,
these options will also raise the issue of unintended collateral consequences across the entire
economy. Finally, creating a new form of PE in this fashion could widely increase PE assertions,
controversy, significant compliance burdens, and incidences of double taxation. It would also
create significantly increased compliance costs and burdens for business and tax authorities.

4. Withholding tax on “digital transactions” (Part VII, section 3.4)

We would suggest that the issue regarding whether withholding tax should be imposed on
payments for digital products and services should be determined under existing OECD guidance
on characterisation of income from e-commerce transactions, and we would also suggest that most
“cloud computing” business models in fact are not “new” business models that should warrant a
change to existing rules concerning the types of payments that are subject to withholding tax. The
Discussion Draft itself acknowledges that such business models have existed for decades (para.
26). Also, hosted software business models and other online products and services are already
addressed in the 2001 OECD report on tax treaty characterisation issues arising from e-commerce
transactions.

The broad international consensus for many years has been to try to minimise or eliminate

withholding taxes because taxes imposed on gross income do not take into account profitability

and can act as a deterrent to international commerce by making expansion across borders

unprofitable. In addition, this option would create important potential collateral consequences by

imposing withholding tax on broad categories of “conventional” commerce that previously were

not subject to withholding tax, for example, traditional software products, music discs and movies,

which are all digital products.

We agree with the observation in the Discussion Draft that various considerations must be taken

into account in relation to this proposal, such as trade obligations, and the practicalities of

collecting such a tax, especially in the case of individual customers. Clarification would also be

needed as to which payments would be subject to the tax, and whether the decision for this, and

the rates of tax, would be at international or local territory levels.
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5. Comments on consumption tax options (para. 219-224)

The Discussion Draft identified four main issues in applying indirect taxes to the digital economy

– the two other issues involving exempt entities and distortions created by the use of multi-

location entities (MLEs) are not specific to the digital economy and whilst they are referred to in

the Discussion Draft are not specifically commented upon here – as the work being done on the

OECD’s guidelines on the place of supply of B2B services (to be formally launched at the Global

Indirect Tax Forum in Japan) and the VAT treatment of MLEs (as well as the institution of a

GAAR) would, in our view, deal with the issues raised.

The specific issues identified (in relation to both digitally supplied services and low value goods

and which relate solely to B2C transactions) are:

 Identification of the supplier.
o Difficult to implement and enforce taxation at this level, for a number of practical

reasons.
 Determining the extent of activities.

o This will require consistent and effective global cooperation between tax
authorities.

 Information collection and verification.
o As above, with respect to global information sharing.

 Identification of customers.
o Will be onerous to implement and monitor.

Our more detailed comments on these issues are provided in Appendix 1 to this letter.

The solution adopted within the EU for the application of VAT to B2C supplies of services which

are supplied digitally and which do not lead to ‘physical’ consumption, such as transport (in other

words non-tangible services), is a good model to pursue globally and is one with which the EU and

the OECD and business through the Technical Advisory Group on VAT/GST Guidelines have been

very much involved. In this work, business has very much insisted on the need for flexibility when

it comes to developing the appropriate proxies regarding the place of taxation. (In particular the

need on tax audit to be able to evidence these proxies to the tax authorities where it is practically

impossible for business to identify the actual residence of its customers.)

Further work within the TAG is needed in this area in order to be able to develop a robust, yet

flexible system which is satisfactory to both taxpayers and tax authorities.

Additional Comment

In Section V, para 169, the report suggests considering a CFC rule that specifically targets income
earned from the sale of digital goods and services. This proposal is at odds with the principle of
neutrality. Under such a rule, a CFC that sells electronic books would generate taxable income to
its ultimate parent company, unless certain exceptions are met, while a competitor CFC that sells
the same books printed on paper would be unaffected. A CFC that sells both the electronic and
printed versions of the same books – even if both are sold to the same customer – could cause its
parent to be subject to tax on one sale but not the other. Such change should be considered by the
CFC Working Party.
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If you would like to discuss any of the specific comments in our response please do not hesitate to
contact me or Pam Olson (pam.olson@us.pwc.com, + 1 (202) 414-1401) or Stephen Dale
(stephen.dale@fr.landwellglobal.com, +33 156574161).

Yours faithfully

John Steveni
Partner
john-steveni@uk.pwc.com

T: +44 (0) 721 3 3388

mailto:pam.olson@us.pwc.com
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APPENDIX 1: Consumption Tax Options

The specific challenges identified in the Discussion Draft, in relation to both digitally supplied

services and low value goods and which relate solely to B2C transactions, are:

 Identification of the supplier.
 Determining the extent of activities.
 Information collection and verification.
 Identification of customers.

1. The identification of the supplier. This is complex, as by their very nature such digital

services can be supplied from outside of the jurisdiction of the taxing authority (assuming

that the ‘model’ of taxation in the country of residence of the customer is accepted – ie

destination principle). Any destination based taxation system will have to rely heavily on

self-disclosure and registration. In this regard any taxation system must be simple to

comply with, documentation must be readily available in multiple languages, and the

requirements must be communicated and updated regularly to ensure that non-

established suppliers are made fully aware of their obligations and responsibilities. The

need for a very precise definition of a digital service is clearly key for suppliers to be able to

appreciate whether they need to register, file returns etc and in which location. The issue

of the identification of the supplier and ensuring its compliance is even more problematic

particularly where there are long supply chains of the services involved and where the

systems for compliance in the country of the usual residence of the customer are complex,

not available in English and non-automated.

2. Determining the extent of activities. A tax authority needs information to be able to

determine the extent of the activities carried out by a non-established supplier within the

tax authority’s jurisdiction. This issue is not specific to the digital economy as in the non-

digital economy the same issues arise, but probably on a smaller scale, with goods being

sold within a territory within which the supplier is not established. The solution here, as is

foreseen in relation to the B2C changes within the EU from next year, being an automatic

sharing of information between tax authorities at least on the levels of globalised

information. This cooperation between countries is essential, as the EU system for non-EU

suppliers of digital services has shown, as it has apparently recorded less than 1000

companies registered for VAT in the EU, for a system in place since July 2003.

3. Information collection and verification. This issue is directly related to the above issue, in

the sense of being able to determine not only the extent of the activity carried out in the

taxing state but also the nature of the transactions – and the applicable tax rates – how the

notion of proxies is applied etc.

4. Identification of customers. As the OECD notes in the Discussion Draft “There are in

principle a number of ways in which a business can identify the country of residence of its

client and/or the country in which consumption occurs. These could include …tracking of

IP and card billing addresses. However, this could be burdensome for the business and

would not work where customers are able to disguise their location.” Any solution
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proposed must achieve a balance between the amounts of VAT/GST at stake that have to

be collected and the administrative costs for business and governments related to the

collection of that VAT/GST. Getting this balance wrong discourages compliance and will

lead to a distortion of competition for business engaged in cross-border B2C supplies.

The requirement which results from the application of the ‘destination’ system for non-
resident suppliers to register in the taxing jurisdiction is feasible only if facilitated through the
use of de minimis thresholds, simplified registration/compliance procedures and easy access
by business to information about the VAT rules and obligations in that jurisdiction.

There is, in addition, a clear need for precision as to what services are considered to be digital
services to which the general rules above would apply (and are not exceptions to the ‘general’
rule, e.g., land related services). Although the definitions used by both the EU and the OECD
are very much aligned in this area, identical definitions must be applied globally to prevent
double taxation. Non-digital services must be specifically excluded where the underlying
service supplied is consumed at a physical location – e.g., transport or other tangible service.
Another aspect of the work of the TAG on ‘rulings’, to ensure that there is consistency in the
treatments applied, is vital in this area and this work must be urgently pursued to ensure that
the VAT/GST system is neutral. Within the EU there is no problem with the VAT rules per se
but enforcement can be an issue. There may be some assistance the EU could give to other
countries in respect of drafting effective rules. It may be possible to address the enforcement
issue through greater global cooperation, in the way that it will be dealt with within the EU.

Low-value imports of goods

1. The Discussion Draft also deals with the treatment of ‘low value’ importations of goods

which create potential distortions of competition with businesses located within the same

territory as the customer. Whether this issue is directly related to the digital economy or

more generally to the globalisation of business and even C2C trading is debatable.

2. The issue here is again one of identification of the supplier and the person liable for the

payment of the VAT due. The OECD has identified that if the tax due could be collected

from the suppliers, as for digital services, with a simple compliance obligation (and with

de minimis thresholds) this would allow the exemption thresholds to be reduced and

hence remove some of the current distortions of competition. However, the proposal by

the OECD will represent a significant burden on suppliers, the costs of which will be borne

by the end consumers in higher charges, potentially creating adverse distortions of

competition and limiting the growth in international trade. If the existing system is

maintained, there are economic arguments which suggest that reducing the thresholds is

potentially not justified as the burdens on tax/Customs authorities are disproportionately

large compared to the tax revenues collected. Countries should be able to decide to keep

(or remove) the thresholds on a case by case basis.

As for the further work required on B2C digital supplies, the TAG should pursue work in this
area.


