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1. INTRODUCTION : POLITICAL AND LEGAL C ONTEXT

The digital single market is one of the 10 political priorities of the European
Commission. The digital single market strateggims at opening up digital opportunities for
people and businesses in a market of over 500 million EU consumers. Completing the digital
singe market could contribute up to EUR 415 billion per year to Europe's economy, create
jobs and transform our public services. In the 18 months following the adoption of the digital
single market strategy, the European Commission delivered the announpesdajsoln the
mid-term review of the strate§yjt has updated its analysis and focused on the next series of
challenges. Digital technologies are transforming our world and having an important impact
on taxation systems. They help to improve their managgnoffering solutions to reduce
administrative burdens, facilitate collaboration between tax authorities, and address tax
evasion. However, they also transform business models, putting pressure on taxation systems
of EU Member States.

To fully deliver on its potential, the digital single market needs a modern and stable tax
framework for the digital economy. This framework is important to stimulate innovation,
tackle market fragmentation and allow all players to tap into the new market dynamics under
fair and balanced conditions. It is essential to ensure tax certainty for business investment and
to prevent new tax loopholes emerging in the single market.

Policy makers are struggling to find solutions which would ensure fair and effective
taxation as the digital transformation of the economy acceleratesThere are weaknesses in

the international tax rules as they were originally designed in the 1920s for 'brick and mortar’
businesses and have now become outdated. In particular, this has led to a messlmfrthe

place where value is created, notably in the case of user contributions, and the allocation of
the taxing rights and ability to enforce taxation (Hallerstein, 2014).

Being grounded in the concept of physical presence, the current corporate taxles no

longer fit the modern contex{ where online trading across borders with no physical
presence has been facilitated and where businesses rely heavily d@o-Vawk intangible

assets, where automation, user generated contents and data cobeetipsis and treatment

have moved from being auxiliary to being core activities for value creation. These issues
potentially impact all businesses. As a result, some businesses are present in some countries
where they offer services to consumers and caleclcontracts with them, taking full
advantage of the infrastructure and legal framework available while they are not considered
established for corporate tax purposes. This situation tilts the playing field in their favour
compared to established companie

1 COM(2015) 192.
2 COM(2017) 228.

% The scope of this initiative is limited to tax issues arising in corporate taxation. Challenges in relation to the
application ofpersonal income taxes, especially of relevance for collaborative models, are not addressed in this
framework. They are notably covered in the June 2016 Communication on an Agenda for the Collaborative
economy (COM(2016) 356 final.



In contrast, the VAT system is effectively being adapted to the digital economyas
announced in the Action Plan on VA@dopted in April 2016. Notably, the problem of digital
companies establishing themselves in Member States with low VAT rates,gital di
companies not being established in the EU at all, is addressed by taxing sales in the Member
State of the consumer rather than in the Member State where the supplier is established (i.e.,
the VAT system is evolving towards the 'destination prindiplét is in the framework of this

reform that the/AT proposal on e&éeommerce was adopted by finance ministers in December
2017°

Since the start of its mandate, this Commission has taken action to ensure the principle

that all businesses operating in thé&U pay their taxes where profits are made and thus
where value is created.This principle is essential for a fair and effective taxation in the
single market, and it can only be enforced through common and coordinated measures.
Divergent national approaek within the EU can fragment the single market, increase tax
uncertainty, destabilise the level playing field and open new loopholes for tax abuse. As
already identified in the Commission's report in May 201l international tax framework
needs to beaeformed so that it effectively captures the value created from new business
models. As it has so far proved difficult to agree on solutions at global level (OECD, 2015a),
the Commission has adopted a communication in September 2017 on "A fair andte#icien
system in the EU for the digital single marKetfhe Communication sets out an ambitious
agenda for a common EU approach in the absence of adequate global progress, with the aim
to ensure that the digital economy is taxed effectively and in a veayeftisures fairness and
supports growth.

The growing challenge of ensuring that all actors in the digital economy are fairly taxed

on their income has still not been adequately addressed, primarily due to a lack of
international consensus and the multidinensional nature of the challengeThe OECD
examined this issue in the context of its BEPS project. However, at the time it proved difficult
to agree on structural solutions at global level, as is evident from the OECD report on BEPS
Action 1 (OECD, 2015a)The OECD has published its interim report on the taxation of the
digital economy and presented it to the G20 Finance Ministers at their meeting in March 2018
(OECD, 2018). A final report is due in 2020, with a progress update in 2019.

The current situation is clearly unsustainable in an increasingly globalised and digitally
connected world, where ever more activity is moving into the digital spac&ailure to
address this situation will lead to more opportunities for tax avoidance, less tax revenues for
public budgets, negative impact on social fairness, including through erosion of the social

* COM(2016) 148 final

® In the 2011 Communication on the Future of VAITOQM(2011) 851final), the Commission outlined that the
general principle of EU VAT law should be based on taxation taking place in the country where the good or the
service is consumed (the destination principle). In considering the Communication, Council in May 2012
broadly endorsed the destination principle as the way forward for a definitive VAT system in ti@@E&bLi
conclusion}

® Council Directive (EU) 2017/2458DJ L 348, 29.12.2017, pi 22).

" European Commission Expert Group on Taxation of the Digital Economy Report, May 2014.

8 COM(2017) 547 final.
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budgets, and it will destabilise the level playing field for businesses. This puts at risk EU
competitiveness, fair taxation and the sustainability of Member Statekjets. In its
conclusions of 5 December 2017, the ECOFIN Council looked forward to appropriate
Commission proposals by early 2018, taking into account relevant developments in the
ongoing discussions at the OECD. EU leaders committed to global chatag@atodn rules,

to adapt their tax systems to ensure that digigdlgerated profits in the European Union are
taxed where the value is creafed.

The OECD is continuing its work on finding global solutions that can address the
challenges, which is an opprtunity for the EU to feed its work into this process.The
Commission has followed closely the preparatory work at OECD level to ensure its approach
is coordinated as much as possible. Indeed, there is a very broad agreement on the problem
analysis and # most promising directions for solutions. As is clear from the interim report
(OECD, 2018), work at the OECD through the Inclusive FrameWRevil focus on finding
consensudased solutions by 2020. Annex 13 explains the interaction between the
Commissiors initiative and the work of the OECD.

The priority for the Commission is to propose a meaningful, comprehensive solution,

that can positively impact solutions at international level, against a baseline scenario in

which digitalisation progresses rapidly and so does the pressure to acthe impact
assessment therefore concentrates on assessing comprehensive policy options and identifying
a preferred solution in responding to core objectives. The comprehensive solutions revolve
around structural changesat address the root issue, aligning the way in which the right to

tax and profits are allocated between jurisdictions with the new ways of value creation. The
assessment is done against a baseline scenario, in which the CCCTB and other relevant
initiatives underway, such as the recently adopted VAdommerce proposals, will be
implemented.

Arriving at a meaningful comprehensive solution can take time, but there is an urgent

need to act.The urgency for an EU action lies in the immediate threat of uraladetions

from Member States that risks further fragmenting the single market while preventing the full
roll-out of the digital single market. The longer it takes to find a solution, the bigger the
pressure on individual Member States to act to ensureaseation and a more level playing

field among businesses. The imperative to act now has been confirmed by the different
consultation activities that the Commission has carried out as part of the preparatory works
that are the basis for this impact asee=s report. From the 462 respondents to the open
public consultation, 82% as well as 16 out of 21 national tax administrations agree that
"something should be dorebout the current international tax rules in what concerns the
digital econom§.*! Therefore unilateral initiatives are expected to spread. Since 2013, there

® ECOFIN Council conclusion, 'A' Item note 15175/17.

©The Inclusive FrameworBrings together about 110 jurisdicticiascollaborate on the implementation of the
OECD/G20 Base Erosion and Profit Shifting (BEPS) Package

M Annex 2 presents a detailed summary of the restilte. OECD has also carried out a public consultation
exerci® recently between September and October 2017. A summary of the main results can be found in Annex 2
to this report.



is an accelerating trend of countries testing or planning to implement alternative approaches to
ensure effective taxation of the digital economy (see section 9.1).

There are clear risksof postponing EU action

- There is a risk otreating additional barriers to the emergence and scakuog of
new businesses, especially staps. The digital single market cannot reach its full
potential if young and innovative companies are held back tiyuated tax rules.

- There is arisk of quickly losing our competitivenessby deterring investment,
innovation and growth by offering an uncertain, unstable, fragmented and outdated tax
framework.

- Moreover, there is a risk ohissing the chance to realiscally agree on a common
response in the future The more measures are already in place, the less likely are the
chances to agree on a common approach.

This is why the Commission believes that more immediate, interim measures should be
considered. Hence his impact assessment also examines interim solutions to tackle the
problem. These solutions revolve around new taxes that are relatively easy to implement and
can serve as a good proxy for the comprehensive solution until this is implemented. This is in
line with the Conclusions of the 5 December 2017 ECOFIN Council, which invite the
Commission to assess such measures.

This impact assessment concludes that the best comprehensive policy option centres on
new permanent establishment rules capturing 'digitapresence' and new rules for profit
allocation to the permanent establishment taking into account the contribution of users

to the value creation processThese would be implemented within the EU through a
Directive with a broad scope. All companies surpagssertain digital activity thresholds in a
jurisdiction would trigger a (digital) permanent establishment in that jurisdiction. To make the
current proposal for a Common Consolidated Corporate Tax Base (CCCTB) consistent with
these new rules, the CCCTBoposal would have to be adapted to reflect the new digital
permanent establishment rules. Its apportionment formula would also be adapted by
introducing a factor that reflects the importance of user contributions to value creation, in line
with the new pinciples for profit allocation. The new rules laid down in the Directive (and
included in the CCCTB) would apply to companies that are tax resident in EU Member
States. To deal with companies that have no tax presence anywhere in the EU, the Directive
would be complemented by a Recommendation to Member States to update their double tax
conventions in line with the new rules.

For the time period until implementation of the comprehensive solution, the preferred
interim solution is a tax on gross revenue legd on digital activities relying strongly on

user contributions. This is notably the case for revenue from services related to online
advertising and from muisided digital platforms, connecting different sides of the relevant
market (these types of bossses are further explained in section 2.1.3). After implementation
of the comprehensive solution, the interim tax on revenue should stop being applied.



2. PROBLEM DEFINITION

The digitalisation of the global economy is happening fast and corporate taxation rules

are outdated. Today's rules have been built on the principle that profits should be taxed
where the value is created. However, they were largely conceived in the éadgrizary. A

vast majority of the respondents to the open public consultation (65%) as well as 13 out of 21
national tax administrations surveyed agreed with this viewthleaturrent rules are not at all

or only to a little extent adapted to the digitabromy (see Annex 2 for more details).

Figure (1): Problem tree
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1.1 What are the problem drivers?

1.1.1 Current corporate tax rules

Drive towards the digital economy

Increased user contribution to value creation

Increased use of knowledge, data, intangible asg
More complex and global value chains

In the vast majority of cases, the allocation of taxing rights between two countries is laid
down in bilateral double tax treaties.The network of double tax treaties within the EU is



almost completé® The network of double tax conventions with the most relevant third
countries is also quite denSe.These treaties lay down the rules of ‘where to tax', i.e. what
triggers a right to tain a country, and 'how much to tax’, i.e. how much of corporate income

is allocated to a countrylax residence in a country creates a right, in principle, for the
residence country to tax worldwide incom@day's permanent establishment rules determine

the threshold and type of activity that needs to be carried out in a country in order fer a non
resident business to be taxable in that coutNpn-tax residents become liable to tax if they

have a presence that amounts to a permanent establisfinertases where there is no
double tax treaty, domestic rules on tax residence and permanent establishment apply, without
a mechanism to ensure that double taxation or doubl¢axation does not happen.

The international corporate tax rules aim to tax profits where the value is created, but

the implementation of this principle in the current international tax framework was

mainly designed for the traditional economy.Because the current rules permanent
establishment are largely based on having a physiedepce and treat the permanent
establishment as if it was effectively a separate enterpiisse rules were clearly developed

for the traditional economyHowever, only profits attributed to the permanent establishment
can be taxed. Today the profitmiultinational groups that can be attributed to the subsidiaries
and permanent establishments in various countries is determined by transfer pricing rules,
based on an analysis of the functions performed, the assets used and the risks assumed by the
different entities within the group. These transfer pricing rules, too, were developed mainly
for the traditional economy.

Most double tax treaties of EU Member States have been negotiated on the basis of the
OECD Model Double Tax Convention, according to whib having a permanent
establishmentrequires a fixed place of businessSuch a place will normally encompass
physical premises, facilities and installations used for business purposes. This could also
include a server, but it needs to be used to carrycangtbusiness activities, and not only
preparatory or auxiliary ones. Furthermore, to be 'fixba',establishmernequires a certain
degree of permanence (often 6 months). Marketing alone, without corresponding sales taking
place in the same location, Wilsually not be considered to be a core activity. The same is
true for other activities common for the digital economy, such as data collection and analysis.
Moreover, some specific installations have traditionally been explicitly exempt, such as a
warehause for the storage and delivery of goods. When those characteristics are missing, the
enterprise will be deemed not to have a permanent establishment, leaving the state where it is

20nly 4 bilateral situations are missing: Cyprus with Croatia and Luxemburg, and Denmark with France and
Spain.

13 All Member States haveodible tax treaties with China, India and Canada. Only one Member State (Croatia)
does not have a treaty with the US. There are 6 Member States that have no treaty with Japan.

4 To avoid that a company has to pay tax on the same income both in the cdutiey permanent
establishment and in the country of tax residence, double tax conventions lay down rules to relieve double
taxation in the form of an exemption of foreign income or a tax credit for taxes paid abroad.

15 Section 2.2 of the OECD Action 1 rapOECD, 2015a) contains a comprehensive and more detailed
explanation of today's corporate tax rules and their origins.



active without a taxing right. It also results in tax loopholes as exulaim section 2.2.1
below.

The transfer pricing guidelines based on the OECD Model Double Tax Convention

follow the 'arm's length principle' to determine the price for transactions that take place
between companiesn the same multinational group Member States generally use these
rules/guidelines as a benchmark for the double tax treaties. Specifically, transactions that take
place between associated enterprises are analysed as if they had taken place between
independent enterprises to ensure that thélgctemarket forces and not be used to shift
profits for tax purposes. Profits accruing to an associated enterprise in a multinational group
should reflect the functions performed, assets used and risks assumed by that enterprise.

1.1.2 Drive towards the digitaéconomy

The digitalisation of the global economy is happening fast and permeates almost all
areas of societyAlthough the size of the 'digital economy’ is still relatively smaltimates
revolve around 4% of value added (see footnote 42)usinesse of all kinds now derive
much of their value from intangible assets, information and data. As a result, the digital
economy displays a very strong growth path. Close to a third of the growth of Europe's
overall industrial output is already due to the kptaf digital technologie¥ In 2006, only

one digital company was among the top 20 firms by market capitalisation whereas in 2017,
already 9 digital companies were among the top’ Between 2008 and 2016, the annual
average growth of revenues of the ®bp-commerce retailers amounted to a staggering 32%,
compared to only 1% in the whole EU retail sectBetween 2006 and 2016, digital
advertising revenue in Europe has multiplied by more thi&n 5.

There is no welldefined digital sector as such. Notably, the Information and
Communication Technology (ICT) sector is no synonym for the digital ecoriRatiier, one

might consider the ICT sector as the backbone of the digital economy (and important driver
for the digitalisation of more traditional insiwmies). he ICT sector comprises both
manufacturing activities and services, though services represent more than 90% of the total
production. Computer and related activities is by far the largessextbr, followed by
Telecommunications (Figure 1 in Aex 5) provides a breakdown by Member State). ICT

18 This is accompanied by a larger background process of creating value by adding services to products or by
replacing a product witl service, which is known in in economic literature as 'servitisation' of products. For
details, see Vandermerwe, S. and Rada, J. (1988). Moreover, according to World Bank data, over the past two
decades, the value added of the services sector in geimetainis of relative weight in GDP) has increased

from about 58% in 1995 to 69% in 2018tps://data.worldbank.org/indicator/NV.SRV.TETC)ZS

n this comparison, a company is consideigital' if it belongs to the sectors: technology, consumer services
(e-commerce) or telecommunications. In this sense, in 2006 the only digital company was Microsoft and in
2017, the 9 digital companies were: Apple Inc, AlphabetGhgé, Microsoft Cop, Amazon.com Inc, Facebook

Inc-A, Tencent Holdings Ltd, Alibaba Group Holdi&p Adr, AT&T Inc and China Mobile Ltd.

18 |AB Europe and IHS Markit (2017); IAB and IHS establish figures on online advertising spending in Europe
based on data received from Etropean countries, of which 21 are members of the European Union (EU
countries missing are Cyprus, Estonia, Latvia, Lithuania, Luxembourg, Malta and Portugal ak& non
countries included are Belarus, Norway, Russia, Serbia, Switzerland and Turkey).
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services are also growing at much faster rates than the ICT manufacturing sector (European
Commission, 2017b).

Digital companies should not be considered prdominantly as ICT companies.Many
companies comonly considered as digital companies do not belong to the ICT sé&tior.

2017 World Investment Report (UNCTAD, 2017a and 2017b) has developed a methodology
to classify international companies into (1) digital companies, (2) IT and telecoms companies
(bothenablers of the global digital economy) and (3) 'other multinational compdiiesid
telecoms companies are broadly equivalent to the ICT sector. They are either IT hardware
manufacturers or software developers/providers of IT services, or they andepsoof
telecommunication infrastructure and connectivity. Digital companies are characterised by the
nature of their operations, which are strongly linked to the internet. The report further
distinguishes between providers of internet platformspramece, digital solutions and
digital content.

Focussing on the top companies in each category clearly shows the much more dynamic
revenue growth in the digital sector.Based on a unique assignment of companies into one
of the categories, UNCTAD (2017b) hpsoduced new lists of top 100 multinationals in the
categories 'IT and telecoms' and 'digitaTable (1) reports summary statistics for the largest
companies in each category. Average revenue growth was around 14% for the top digital
firms, compared to raund 3% for IT and telecom enterprises and 0.2% for other
multinational enterprises, although total revenue by the largest digital companies is still
considerably lower than that of the other sectors. The table also reports the ‘international
footprint’ and the relevance of intangible assets, discussed in the next subsection.

Table (1): Revenue growth, international footprint and relevance of intangible assets of
largest multinational companies

Type of MNE Total revenue Annual International Relevance of
revenue footprint intangible assets
growth

Digital 872 14.2% 2.1 3.1
IT&Telecoms 2825 3.1% 2.2 1.2
Other 5682 0.2% 1.1 1.4

Source Own computations based on UNCTAD (2017a and 2017b) and Bureau van Dijk Orbis database.

Notes: Total revenue for the latestailable year for the top companies in each category in $ billion. 'Digital’

and 'IT&Telecoms' each consist of 100 companies. The category 'Other' only includes 83 companies, since some
of the companies on UNCTAD's usual list of top 100 global compagiiesgoto the first two categories. Annual
average growth is measured over the latest 7 available years. International footprint is the ratio of the share of
foreign sales in total sales to the share of foreign assets in total asbetselevance of intgible assets is
computed as the market capitalisation over equity book value minus 1.

19 As the focus in UNCTAD (2017b) is on international investment, only companies which exceed a certain
threshold of international activity are considered. Furthermore, the companies need to report certain information
in their publicly available financial accots.
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1.1.3 Specificities of digital business models in relation to taxation

The main characteristics of digital business models compared to more traditional ones
are theirability to conduct activities remotely, the contribution of internet users in their value
creation, the importance of intangible assets and a tendency to stakeemost dynamics.

(a) Limited physical presence

Businesses in the digital economy cagasily conduct activity remotely and are therefore

very active in crossborder trade. Little physical presence is requiréa sell into a market.

From one click on the computer, consumers can order goods and services from all over the
world, translating itbo new market reachzor digital services more specifically, this is even
more acute as the delivery of the service itself requires no or little physical preSanbe.
activities used to be mostly conducted locally in the destination location, and amarew

and more conducted remotely in the country of origin (at source), although increasingly
relying on consumer information from the destination country. One observes a
disintermediation procegsalso referred as'acale without mas$jusiness structar

As a result, businesses of the digital economy have a fundamentally different
international footprint, with far fewer assets in the location of their foreign salesOne
way to measure this phenomenon is by measuring the share of foreign assetsassétsal
against the share of foreign sales in total sales.

International footprint = (foreign sales/total sales)/(foreign assets/total assets)

Doing so for the three categories of largest global companies (see Table (1) above) shows
that, compared to theaditional noAlT companies, digital companies, have a much larger
share of sales earned outside their home country relative to the assets they hold abroad.
UNCTAD (2017a) provides a more detailed breakdown which helps arriving at a clearer
picture. As diplayed in Figure 2 of Annex 5, the international footprint is particularly
striking, with values exceeding 2.0, for internet platforms (search, social networks or other
platforms), electronic payment companies and companies classified as ‘cthreamerce’

which includes for example major travel platforms. In contrast, telecom companies,
traditional businesses and online retailers, but also providers of digital media have a balanced
ratio of around 1.

(b) Disruption in value creation and indirect revenugeneration

The relevance of user contributions is centralmaterialising through the mass of adopters,

the provision of personal data and other forms of user contributions to the production process.
Participating in a platform or a network creates a valhseopposed to the conventional 'value
chain' business model where value is generated by the supplier of a product or a service, a
large part of the value derived by users of an online platform is created by other users. This is
particularly true for multisided platforms. The positive effects that one user of a good or

12



service has on their value to other users are known as 'network €ffecesining that the
marginal benefit of adopting the service increases with the number of users.

The concept of ‘prosumers’ is emerging where enelusers participate in the value
creation.?* The enduser is no longer solely a consumer but contributes, either actively or
passively, to the value creati®hThe consumer may receive services for free, but also
provides da that are valuable for a company or contributes more actively to the service, for
example by uploading content. This is a phenomenon that Colin (2013) associates to a form of
work without monetised compensation (obvious examples are Google or Faceldakito

access is free but all activities, searches, interactions that reveal interests and preferences are
recorded and can used to create value). Petruzzi and Buriak (2017) also refer to ‘'unconscious
contributor' or 'unconscious employees'. This creataliecfyes in determining where and by

whom value is created.

Often digital businesses provide one type of products for free and monetise others,
creating a disconnection between revenues generated and services providedvenue
generation in the digital enomy derives from both direct payments (subscription or
transaction fees) and indirect payments through the generation of value in one activity (e.g.
social media, search engines) that is later monetised as input for another activity (e.g. sales of
advertsing space or transmission of dat@ij)e generation of income via advertisements
arguably replicates the selling of advertisement space on television or radio. What does make
a difference, however, is the unique, almost personalised manner in which saulyerti
placements track the userby responding directly to their searehgine searches or direct
clicks on advertisementsCommission Expert Group on Taxation of the Digital Economy,
2014). Taken together the disconnection between the consumers of selvetits and the
advertising companies and the fact that user data are central to the personalisation of
advertisements result in a particularly stark deviation from the principle of taxation where the
value is created.

(c) Importance of intangible assets

One key feature of intangible assets is that they are difficult to value reliably, while they

are the essence of a competitive advantage in some busineséésen generated internally,
generally accounting principles including international accounting stasdarohibit the
recognition of those assets, even though they are a core component of a business model. As a
consequence, they do not appear on a company's balance sheet until such assets are either
acquired or otherwise transferred to a third party foomsideration (e.g. through a business

2 See Commission Staff Working Document on Online Platforms, accompanying the document
"Communication on Online Platforms and the Digital Single market" (COM(2016) 288)

I The term was first coined by futurist Alvin Toffler in higork Future Shock (180) and later developed in its

sequel, The Third Wave (1980).

22 For example, network effects will be particularly relevant marketplaces-sidtil platforms) or social media

that connect users. Reliance on big data is very strong for social media, internet search services and online
advertising platforms while it isioderate for cloud services.
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combination), in which case the financial statements of the acquiring company must generally
recognise these assets for their fair value.

There is evidence that intangible assets are particularly important focompanies with
significant digital activities. Markets tend to attribute their own value to assets, whether
recognised or not. Therefore, as a proxy, differences in the importance of intangible assets can
be derived by comparing differences between a cogipaquity book value and its market
valuation (UNCTAD, 2017a).The increasing importance of intangible assets is shown by a
widening gap between book and market values of companies. Undisclosed intangibles of the
largest digital multinationals are esated to be on average roughly equal to 3 times the
company's total equity book valtiesignificantly more than the average recorded for IT &
telecom companies and other multinational enterprises (see Table 1 &idhe)same time,

the excess in markeapitalisation over equity book values are of course also an indication of
the market expectations about future revenue generation.

(d) Winner takes most dynamics

Digital markets are often dominated by a few 'superstar' firms.Today's big players of the
digital economy are fairly young companies that have created new markets and quickly
become global, dominant playeommon characteristics related to this phenomenon include
the volatility in the market (the rapid gaining and losing of market share),etiterncy
towards monopoly and oligopoly and the relevance of user contributions to the success of the
business model (OECD, 20154a)though modern technologies, such as the internet, software
and cloud services, make it possible to enter markets at minostd and as such threaten a
dominant position (Evans and Schmalensee, 2016), digitalisation and globalkisatiobute

to a trend of 'winner takes most' markets that are dominated by a few 'superstar’ firms
(Veugelers, 2017). For digital markets thias to do with the relevance of large fixed
investments, combined with low marginal costs (once developed digital goods can be
reproduced at almost no cost), network and-iociffects®® These are strong forces bringing
about increasingly concentrated iets?*

Based on the above discussion, some digital business models stand out in particular.
There is no unique or best way to categorise business models. Box (1) identifies four
categories based on the nature of activities, how revenues are generatdwtiis implies

for taxation in the locations where activities take place. Often, companies are hybrid and mix
the business models identified below.

“3See for example Shapiro and Varian (1998). Moreover, the literature on barriers to market entry recognises the
type of lockin effects that networks can entail as a possible switching barrier, which is one form of atdarrier
market entry. Similarly, low taxes, giving a cost advantage to the incumbent firm, are one form of a market
barrier. A review of the literature on market barriers and a classification of different forms of barriers is provided
in McAfee et al. (2003).

24 Capacity limits, product differentiation and potential for mhbtiming (i.e. the possibility to be active on
several similar platforms) however can limit the level of concentration (Haucapeameéshoff 2014).
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Box (1): Business models in the digital economy

1. The digital platform model granting access to a madetplace
This business model offers a marketplace for users of the platform, which actg
intermediary. The model typically covers two services: (i) the platform offers acc
users in exchange for a fee (transactiased or subscription); and (the users offe
services or goods among themselves.

This model connects demand and supply: this can be spare capacity and dematr
case of collaborative platforms; it uses reputational currency mechanisms to ur
consumption; and in some caseg&mables individuals to share 'access' to assets |
than exchanging them outright. Revenue models vary significantly among plat
Most adopt a fixed or variable commissibased approach, with commissions rang
from 1-2% within peeito-peer lenthg to up to 20% for ridsharing services. The vall
is derived from marketing, brands, collection and exploitation of user data need
the matching of users and developments in software to enable better this user ma

2. The advertising model

The model typically covers two services: (i) a platform offers access to a service t
be a social network, a search engine, a content etc. to users for free, in exch
personal data; and (ii) personal data obtained from such users is usddtaoge&dd
advertisement placements or it is sold, either to advertising companies or to
businesses.

The model relies on advertising revenues by targeting marketing messages to co
or selling user data to business developers. The extaevitithh platform users have f{
provide personal data in exchange of an access to a service varies significantly fr
activity or company to another as well as the degree of users' awareness and
involvement (passive versus active participatian)giving away personal data. Mo
and personalised user data enables better targeting of marketing messages and
the value of the advertisement medium. This value is difficult to measure fq
purposes. The specificity of such revenue modehas it disconnects users from t
revenue sources.

3. The digital platform model granting access to content/solutions
The model covers typically one service: the platform offers users access to a p
and to content or solutions in exchange for a (subscription) fee.

This model covers a diverse set of digital activities, including online media, stre
and broadcastg of digital content, gaming activities, the provision of digital soluti
such as g@ayment services or cloud computing. The business either provides ac
digital contents such as music, videos droeks that were traditionally connected t
physical product (for example, a DvD or a book) and charges a (subscription) f
(continued) access. In cases where the services is provided for free and financed
the sale of targeted advertisement placements or the sale of data, the acf
considered to fall under business model 2 above. Or it offers a solution, such a
computing services or provision of software. The service provided is fully digitalise
the businesso-consumer segment, the provision of the service often doeequire
any physical presence in the location, i.e. the market can be served fully remote
digital solutions in the busine$s-business sector, the service is often hig
customised and therefore tends to require more physical presence at tioa loictte
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consumer.

4. The distant sales model/feommerce
This model equates to online retail activities. Goods are sold via a websitg
physically transferred afterwards. Revenues are generated from the sales of good

1.2 What are the consequences?

1.2.1 Difficulty to tax/opportunities for tax avoidance

(a) Misalignment of value creation and taxes

For globally active companies that do not require physical presence to gather and
process data there is a strong misalignment between value creation and taxatforiChe

use of intangibles and of data knowledge (including consumer data) and other user
contributions to improver develop products and services or to define marketing, sales and
pricing policies has increased considerably, although it is not a new phenomenon. It does not
raise tax issues as long as a company's activities agopmmantly domestic, in which case

al value creation would also be ‘domestically' captured for taxing purposes. However, it does
raise an issue in a global context. The current permanent establishment and transfer pricing
rules that address the questionkére to tax' and 'how much to ta}d not take into account

the user contribution in the allocation of taxable profits, which results in a mismatch with the
value creation. The views of stakeholders have been tested on this topic: 67% of respondents
to the open public consultation as wadl 15 out of 21 national tax authorities agree with the
statement thatstates are not able to collect taxes on the value that some digital companies
create on their territory".

(b) Artificial avoidance of permanent establishment rules

Sincethe current permanent establishmentrules are grounded in physical presencand
traditional core activities, they can be easily circumvented for certaindigital activities.

Even sizeable digital activities in a location do not always result in a permestahlishment

in that location (see Section 2.1.1). Moreover, it is often fairly easy for digital economy
businesses to find arrangements that circumvent the existence of a permanent establishment.
Avoidance of a permanent establishment happens in praittioeigh (i) the use of
commissionaire arrangements gyl the treatment of some critical functions as preparatory

or auxiliary. Through commissionaire arrangements a person sells products in a country in its
own name but on behalf of a foreign entemptisat owns these products. Other arrangements
involve contracts that are substantially negotiated in one state but are finalised or authorised
abroad, or where the person who concludes contracts is an ‘independent agent' to whom
exceptions are availabl®oreover, businesses have been able to avoid creating a permanent

% That is, the phenomenon of disinterméidia due to a process of dematerialisation in the business model of
digitalised firms.
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establishment by categorising their business activity as qualifying for one of the 'specific
activity exemptions' according to which a permanent establishment is deemed not to exist
where aplace of business is only used to carry out the activities listed in that paragraph. One
exampleis the use of a storage facility solely for the delivery of goods to custoAmother
possibility to trigger exemptions is by breaking up into smaller oj&sato claim that each

part is merely engaged in preparatory or auxiliary activities. A more detailed discussion on the
artificial avoidance of permanent establishment rules is providadnex 7

(c) Shifting profits through transfer of intangible asset

Even where there is a permanent establishment, tax can be avoided by shifting mobile
intangible assets to low tax jurisdictions Not only canintangible assets be shifted fairly
easily from one jurisdiction to another, but thego are difficult to vale. Inthe absence of

rules that are robust against ahudes opens significant opportunities for aggressive tax
planning which allow more digitalised companies to benefit from certain tax regimes and
push down their tax burden. This is done via hg@up payments (royalties) for which an
objective transfer price is difficult to determine. Profits allocation rules follow contractual
arrangements of transactions between intragroup companies. Indeed, legal ownership of
intangibles is a decisive factorrfdetermining profits, resulting in entities with little business
activity potentially benefitting from high profit allocation (Olbert and Spengel, 2017).

A detailed examination of tax rules confirms the profit shifting opportunities
multinational enterprises with sizeable intangible assets hav@ut of seven important tax
planning structures identified by Ramboll Management Consulting and Corit Advisory
(2015), three involve the use of intellectual property. The same study determines the
prevalence acresMember States of tax rules that are necessary or conducive for-tipeadet
aggressive tax planning schemes. It identifies 15 Member States whose tax frameworks have
elements that directly promote or prompt an aggressive tax planning structure. Adlobut
Member States show a lack of aabuse rules. ZEW (2016) estimates the impact of
aggressive crodsorder tax planning schemes on the effective average tax rates. It shows
without ambiguity that placing intellectual property in a country with a geserdallectual
property box allows lowering the effective average tax rate significaiathyl more than any
other tax planning structure.

Econometric studies evidence the importance of the location of intangibles, and notably
intellectual property, in profit shifting strategies Dischinger and Riedel (2011) find that

for European multinational enterprises a one percentage point increase in corporate income
tax rate reduces intangible assietgshe balance sheet by about 1.7%. Several contributions
eviderce more generally the significant effect of corporate taxation on the number of patent
applications and relocations (Karkinsky and Riedel, 2012, Béhm et al., 2012, Griffith et al.,
2014, Alstadtsaeter et al., 2018). More evidence on this is summarisedex A.

The views of stakeholders have been tested on this topic as well: 73% of respondents to the
open public consultation as well as 14 out of 21 national tax authorities agree with the
statement thatthe current international taxation rules allow thcompanies to benefit from
certain tax regimes and push down their tax contributions".
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1.2.2 Lack of a level playing field and distortion of competition

Digital businesses models in the EU face a lower effective average tax burden than
traditional businessmodels.Based on stylised business models, ZEW et al. (2017) finds that
a crossborder digital business model is subject to an effective average tax rate of only 9.5%.
This compares to a rate of 23.2% of a crlessder traditional business. To a certaxteet,

the lower tax levels simply reflect that modern tax policy recognises the importance of R&D
and digitalisation for future growth and prosperity, as is also reflected in the CCCTB proposal
which includes an allowance for R&D expené&dowever, benéial regimes targeting very
mobile assets also indicate that countries compete fiercely on this very mobile segment.
Through aggressive tax planningor example by placing intellectual property in an
intermediary company located in an EU country withaétnactive intellectual property box
regime, companies can achieve effective average tax rate levels of zero and below, i.e. their
activity is effectively subsidised (ZEW, 2016). Table (2) reports effective average tax rates for
different business modelsétype of companies.

Table (2): Effective average tax rates of different model companies

Domestic Multinational Multinational group engaged in
company group aggressive tax planning usin
most beneficial IP box regime
Traditional business 20.9 23.2 16.2
model
Digital business model 8.5 9.5 -2.3

Source: Own computations based on ZEW (22067) and ZEW et al. (2017).

Notes: 1/ Aggressive tax planning by the multinational group is assumed to be done though exploitation of the
most beneficial intellectual property regime available in the EU. 2/ For the multinational groups;borokes
investments within the EU and with certain third countries (notably: US, Canada, Japan, Norway and
Switzerland) are considered. 3/ The 9.5% for the multinational group with a digital business model is an average
of 8.9% for a busines®-business model and 106 for a businesw-consumer model.

A lower tax burden for digital businesses can result in competitive distortionghat
contribute to a lack of a level playing field between different types of companieSome
evidence exists, suggesting that tax plagréan result in higher mailips and competitive
advantages (see Annex 7his is not only true between those companies that are more
digitalised and those that are less, but also between digital companies that pay tax in a given
Member State and thosleat serve the same market remotely or minimise payments through
aggressive tax planning. A lack of a level playing field also occurs across the single market,
as some Member States feature more prominently in tax planning schemes than others. In the
worstcase, a significantly lower tax burden enables larger digitalised companies to drive out

% Three factors explain the difference in effective average tax Etpgnses for the creation of software and

other intangible goods, which play a much bigger rotedigital businesses, are often immediately deductible
whereas physical assets used in the traditional business model are depreciated over time. Businesses active in
digital activities typically spend relatively more on R&D activities, for which many cmsntapply tax
incentives. Finally, an important number of countries offer lower tax rates for earnings derived from intellectual
property ('intellectual property boxes').
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market competitors or hinder potential entrants. This is economically inefficient and hurts
innovation, growth and welfare.

Both the national tax authorities as wal the wider public that responded to the public
consultation have confirmed that the competition between traditional and digital businesses is
not an equal one. 13 out of 21 national tax authorities and 65% of the respondents to the
public consultation gree that 'he current international taxation rules do not allow for fair
competition between traditional and digital companies".

1.2.3 Less revenue for public budgets/negative impact on social fairness

Lower (or even no) taxes paid on profits from digital advities puts at risk the
sustainability of public finances. It results in unfair burden sharing across taxpayers,
constraints the financing of our social models and ultimately weakens our social contract.
Although it is difficult to isolate the share ofgitial activities, the tax revenue shortfalls from
aggressive tax planning activities cost billions of euros every year. It has been estimated in a
study for the European Parliament that within the EU the corporate tax revenue losses amount
to about EUR 5(/0 billion (Dover et al., 2015Y. This is equivalent to the lower bound to
around 0.4% of GDP. Governments of countries, whose tax bases are eroded, either have to
raise revenue from other taxes or have less revenues for geaw#imcing reforms and for
redistribution purposes to fight inequalities. Recent new estimates by Tarslgv et al. (2017)
show that the aggregated loss to tax havens for Germany, France, Italy and Spain would reach
over EUR 40 billion per year (see Figure 4 in Annex 7).

The perception of the social fairness of the tax system suffers if companies do not
contribute their 'fair share' to budgets. Digital businesses conducting sizeable activities in

a jurisdiction will usually also benefit from the public infrastructure offered by that
jurisdiction. For mostly 'webased' companies, this will include the physical internet
infrastructure, rule of law and judiciary in the country, but also the education and digital skills
of potential users. Within the single market, all companies with -tmsker activities benefit
from the fundamental freedoms. Therefore, a-oomtribution to public budgets is seen as
inherently unfair by many and can undermine taxpayer morale. This perception is widely
shared by both the national tax administrations ad aselthe respondents to the public
consultations. 14 out of 21 tax administrations as well as 67% of respondent agreediaht "
fairness is impacted because some digital companies do not pay their fair share of taxes".

1.2.4 Risk of further single markdétagmentation

An uncoordinated implementation of national measuresadds distortions to the
functioning of the single market, also contributing to business uncertainty on the future

tax framework. The introduction of countrgpecific tax regimes leads tostbrtions of
competition, high tax compliance costs and may result in double taxation of digitalised
companies that supply crebsrder services in the single market. This hurts the

2" Their methodology assumes that national deviations from the average corporatgrtess operating surplus
of companies ratio are due to tax avoidance.
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competitiveness of the EU as a whole and adds uncertainty. Moreoverchavqdt of
national measures generates new incentives and opportunities for tax arBibrageviember

States already have in place targeted regimes, in the areas of both direct and indirect taxation,
others are planning such taxes. Section 9.1., 9.3.1Tahtk (1) in Annex 6 provide an
overview of relevant national taxes/initiatives.

3. WHY SHOULD THE EU ACT?

1.3 Legal basis

As the nature of this legislative proposal is twofold, encompassing a comprehensive solution
and an interim solution with slightly ffierent objectives each, the two measures are justified
on different legal grounds.

The legal basis for the comprehensive solution is Articlel5 of the TFEU. The
comprehensive solution aims at introducing a comprehensive and modern framework for the
taxation of the digital economy to address structurally the-caase of the issue and improve

the functioning of the single market. It would change the way the taxable nexus is established
and profit is allocated to the taxable nexus. This approach caddbal integrated into the
Common Consolidated Corporate Tax Base (CCCTB) to provide for a comprehensive reform
of the corporate income tax system and improve the functioning of the single market.

The legal basis for the interim solution is Article 113 othe TFEU. The interim solution

aims at ensuring that an immediate and harmonised response at EU level is provided to some
of the identified problems. Additional fragmentation and distortions of competition could
arise if unilateral actions were implementbg Member States before a comprehensive
solution can be agreed. This requires the creation of a harmonised legislative framework
within the EU concerning a new tax on digital activities. Given its (preferred) features, this
tax would have more elementsanf indirect tax, so it would need to be treated as an indirect
tax other than turnover taxes and excise duties.

1.4 Subsidiarity: Necessity of EU action

A common and coordinated action at EU level is the only one with real chances to tackle

the existing problems, rooted in the existing international tax framework, in a
comprehensive and efficient way.This is because the problems posed by the current
corporate tax framework not keeping pace with the digital sector are not particular to a
specific Member fate, but constitute a common challenge for the EU as a whole. In fact, such
problems are of an international dimension because one of the key aspects of digital
businesses is that they can easily conduct activity remotely and are very active-boctgess
trade.

As regards the comprehensive solution, only an EU answer to the challenges posed by
the digital economy to the corporate tax framework would be coherent with the efforts
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already made to subject taxpayers to a single set of corporate tax rulesrass the EU.
Although at present the corporate taxation framework is only to a limited extent harmonised
at EU level, there are relevant proposals adopted by the Commission currently on the table of
the European Council (CCTB and CCCTB). They aim to fatdibusiness within the EU by
subjecting taxpayers to a single rulebook of corporate tax legislation across the single market
and also make the system more robust and resilient to aggressive tax planning. From that
perspective, uncoordinated action tamggtthe digital sector would undermine the existing
work at EU level on the wider corporate taxation rules.

EU action is also necessary to mitigate the fragmentation of the single market and the
creation of distortions of competition within the EU due tointerim unilateral actions

adopted by Member States while awaiting the adoption of a comprehensive solution.
Common and coordinated action at EU level to reform the corporate tax framework so as to
better reflect the digital activities of companies magetaome time to agree so there is a
further case for common action at EU level in the interim period to avoid distortions to the
single market from unilateral actions by Member States. Several Member States have already
introduced, and others have annouhtlesir intention of introducing, a tax regime specifically
addressing the challenges of taxing digital economy companies, be it in the form of an
indirect or direct tax. Therefore, to an extent, tax obstacles have been and are being created by
the existilg and forthcoming legislation of these Member States. As explained in Table 6 of
Section 9.1, these national experiences vary significantly, and it is unlikely that, without a
certain degree of coordination, the different Member States concerned wiV follmmmon

model. Uncoordinated national actions could aggravate the current situation, further
contributing to distortions in the single market and the risttcafble taxation. Consequently,

a common approach at HBvel in the area of taxation of digiiséd companies is essential in
order to avoid distortions that hamper the proper functioning of the single market.

1.5 Subsidiarity: Added value of EU action

EU action would be more efficient and would minimise compliance cost$he fact that an

EU solution r#her than different national policies is put forward would entail a reduction in

the compliance burden for businesses subject to the new rules. Instead of fragmenting the
market and adding cro$®rder tax obstacles to today's tax systems through unilatera
measures, a coordinated EU action would ensure that the issue is addressed without hurting
the single market and its competitiveness. Moreover, an EU answer to the challenges posed
by the digital economy to the corporate tax framework would be cohernthe efforts

already made to subject taxpayers to a single set of rules across the EU. Uncoordinated action
targeting the digital sector would undermine the existing work at EU level on the wider
corporate taxation rules.

Another advantage of EU actionis that it would help steer discussions at international
level on the taxation of the digital economy in a more effective way than action at
Member States level EU action cannot be isolated from the evolution of the international
corporate tax frameworkln this regard, it is important to ensure the consistency and
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coherence of the tax rules put forward at EU level with the measures discussed and adopted
by the OECD. However, as it has so far proved difficult to agree on the solutions at global
level, the Commission believes that it is time to promote an ambitious EU agenda on the
matter and a common EU approach to support global progress towards taxing the digital
economy effectively and in a way that ensures fairness and supports growth.

4. OBJECTIVES: WHAT IS TO BE ACHIEVED ?

Figure (2) below presents the general and specific objectives of the initiative. The present
initiative would result in two proposals: one focusing on an interim solution and another one
focusing on a comprehensive letegm solution,The general objectives of the two sets of
proposals are the same, while the specific and operational objectives are different. The
operational objectives will be described with the preferred option.

Figure (2): Objective tree

General

Specific ‘

Operational Interim Comprehensive  Integrity and proper
. solution functioning of the
solution single market
Target untaxed 5 comprehensive Sustainability of public
digital business and modern finances of MS and the
models through a ¢ awork for EU
solution that is taxation of the  Ensuring fairness and a
(see Section ~ €asyto digital economy  level playing field for all
10) implement, business
improves the _ _ )
levekplaying field Fight against aggresive
and fair taxation. tax planning

1.6 General objectives

For both the interim as well as the comprehensive solution, the general objectives of the
initiative, are:

1 To protect the integrity of the single market and to ensure its proper functioning.
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1 To make sure that the public finances of Member States/ the EU are sustainable and
that the national tax bases are not eroded in the future.

1 To ensure that social fairres preserved and that there is a level playing field for all
business operating in the EU. The proposals aim at a more efficient taxation
framework that properly captures value creation.

i1 To fight against aggressive tax planning and to close the gapsutiantly exist in
the international rules.

1.7 Specific objectives

4.2.1 Comprehensive solution

The specific objective of the comprehensive solution is to come forward with a modern
corporate tax framework which allows for the fair and efficient taxation of the digital
economy.Such a framework would be adapted to the economy of tHeettury. It would

modify the current rules which were mostly designed for a time when companies were not
digitalised and more physically grounded on the territory of te.sées indicated in the
Communication on Digital Taxation, the ideal solution to taxation of the digital economy
would be through a global approach. Therefore, our proposal should both reflect what seems
desirable internationally, but also be easy to atigrany possible emerging international
solution, i.e.broad and flexible in its approach, while still providing Member States with a
solid base to effectively tax digital activity.

4.2.2 Interim solution

The specific objective of the interim solution is to putforward measures that would
target certain digital activities as a proxy for the comprehensive solutionThis measure
should be easier to implement and shdele| the playing field in the interim period until the
comprehensive solution is implemented.

5. WHAT ARE THE AVAILABL E COMPREHENSIVE POLI CY OPTIONS?

1.8 What is the baseline against which options are assessed?

It is expected that the development of the digital economy will follow a strong growth

pattern over the next decade.The digital transformatiorbrings significant benefits to
society. It enables higher productivity across the economy, which leads to lower prices, higher
real incomes and to higher standards of living. It also facilitates the emergence of new and
better products and services withwlr resources, reduces physically demanding efforts and,

for example, exposure to dangerous activities in the workplace. Much of this is yet to come
with the completion of the digital single market. The strategy launched in 2015 is defined as a
space in with the free movement of goods, persons, services and capital is ensured and
where individuals and businesses can seamlessly access and exercise online activities under
conditions of fair competition, and a high level of consumer and personal data pmtecti
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irrespective of their nationality or place of residenkelging from the exponential trend that
market value and revenues of the digital economy have followed over the past years,
significant growth in the years to come seems a reasonable assuptabnonsequence, the
importance of the digital economy versus the traditional economy will continue to increase.
Traditional companies will become more and more digital, replacing traditional business
models, but also creating completely new businessrapptes This assumption is in line

with most projections of how the digital economy will develop in the fifftre.

The dynamic baseline scenario takes into account relevant initiatives at various levels
(EU, OECD and Member States) and assesses whetltaey address the tax challenges
posed by the digital economyTwo aspects are important in this assessment. First, do the
initiatives effectivelyaddress structural shortcomingfsthe current international tax system?
Second, do theyeduce specific taxv@idance opportunitiethat businesses of the digital
economy can apply more easily than other companies.

EU level

In the baseline scenario, we expect that all current relevant Commission initiatives will
be adopted and implemented as planned.

1 The implematation of theCommon Consolidated)CorporateTax Base (CCCTB),
adopted by the Commission in October 2016, is envisaged in two steps. In a first step,
Member States would adopt common tax base rules by 2019. In a second step, they
would move to consolidein and apportionment of the tax base through a formula by
2021.

1 The AntiTax Avoidance Directive that was adopted in July 2016 and will be
implemented in most parts as of January 2019.

Y In December 2017, the EU finance ministers adopted a packageVAT in e
commerce, moving towards the definitive regime.

The CCCTB in its current scope and form would not offer a structural solution to some

of the important challenges in taxing businesses of the digital economiyhe CCCB has

a limited scope and companies not subject to mandatory application reowddhsubject to

the standard profit allocation rules. However, even for companies applying the CCCTB,
problems remainDespite the fact that the profit allocation rules in @@CTB partly allocate

the tax base on the basis of sales by destination, when it comes to defining taxable presence
through a permanent establishment, the CCCTB rules are not different from those applying
internationally (which only reflect the needs otttraditional economy and are primarily
based on a physical presence). For illustration, a company that is not incorporated in the EU

28 projections for these developments can be found inter alia in the Statista Digital Market Outlook, UNCTAD
(2017a, 2017b) and OECD Digital Economy Outlook (2017).
29 One proposal of directive and two of regulations

24



and does not have an affiliate or a permanent establishment in an EU country, will not be
subject to tax under the CCCTRIes, even if it carries out significant economic (digital)
activity in the EU. Similarly, if it has sales in all Member States but has a physical presence in
only a few Member States, the consolidated profit will be allocated via a formula only
between tbse Member States where it has a physical presence, at the exclusion of other
Member States, even though the company carries out digital activities in their jurisdictions
(see box in Annex 6).

A second issue not solved by the CCCTB concerns cases wheresay destination do

not capture well the economic activity of the company (and neither do tangible assets or
employment). This concerns above all business models such as advertising models that
operate through indirect revenue generation. They offer #esvices to users for free and
make their revenues by selling (targeted) advertising space displayed to users. An example
could be a company group that operates, say, a social network site and makes revenues from
advertising. It has subsidiaries (i.d.js tax resident) in all Member States, but they operate
with few tangible assets and employees. Further, all its advertising revenues stem from
companies resident in A or in third countries. The company has a dense user network in all
Member States andsas the user data that it collects to target and display advertisements in all
Member States from which its useaxscess its websitdhe formulary apportionment under

the CCCTB, by considering only assets, labour and sales by destination, would allocate
(almost) the entire tax base of the company group to Member State A.

Regarding, tax avoidance opportunities, the CCCTB does help closing important profit
shifting possibilities, but it does not address the artificial avoidance of permanent
establishmentsThis is because, as explained above, the CCCTB as proposed in 2016 follows
the definition of permanent establishment currently applied internationally.

The legally-binding anti-avoidance rules that have been agreed at EU level are not
expected to deal compehensively with the specific challenges of the digital economy.
Most notably the new ControlledForeign Company rules in the Afitax Avoidance
Directive only address situations where the ultimate parent company is a taxpayer in the EU.
The Commission sued a Recommendation in 2016 on Tax Treaty isSwesich encourages
Member States to implement the new provisions on permanent establishments, as agreed in
the BEPS Action 7 (see discussion below). It includes ensuring that the permanent
establishment atus cannot be circumvented through ‘commissionaire arrangements' or
similar structures, and that core activities do not benefit from the exception for
preparatory/auxiliary activities. However this Recommendation does not address
comprehensively the avadce of permanent establishments by the digital economy.
Moreover a Recommendation is not a legally binding act and Member States are free to
decide whether or not to implement'it.

30 Commission Recommendation (EU) 2016/136 of 28 January 2016 on the implementation of measures against
tax treaty abuse (OJ L 25, 2.2.2016)
31 statistics on the implementation of the recommendation are not yet available.
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OECD level

The final Action 1 report (OECD, 2015a) discusses the broadetirect tax challenges

raised by the digital economy It examines three reform options: extending the definition of
permanent establishment to cover also significant economic presence, a withholding tax on
digital transactions and a salled equalisationelvy. The report does not issue any
recommendationin March 2017, the G20 Finance Ministers requested that the OECD's Task
Force on the Taxation of the Digital Economy deliver an interim report on the implications of
digitalisation for taxation by April 2B. The OECD has recently published this interim report

on the taxation of the digital economy and presented it to the G20 Finance Ministers at their
meeting in March 2018 (OECD, 2018). A final report is due in 2020, with a progress update
in 2019.

Although reaching a consensus on such a complex topic is difficult, the OECD has
intensified its work to tackle the tax challenges arising in the digital economy.
Discussions at OECD level are essential in order to address at a global level a challenge
which is fundamentally a global on@he main elements of the @oing OECD work on

digital taxation seem largely consistent with those of the Commis$idnle the final
outcome of the OECD discussions is uncertain, the recently published interim report (OECD,
2018) suggests that the focus could be on the comprehensive solution. As explained in the
final Action 1 report (OECD, 2015a), the broader tax challenges for policy makers relate in
particular to nexus, data, and characterisation for direct tax purposéss siaige, the OECD

work on a comprehensive solution remains quite open, but clearly includes work on revised
permanent establishment and profit allocation rules. At the same time there appears little
appetite for taking any interim measures to bridgetithe until comprehensive solutions are
agreed and implemented.

Relevant work on antrabuse rulesinitiated by the OECD has started to bear some

fruits, but there remain important gaps. The potentially most relevant areas are in the
proposed amendments tioe definition of permanent establishment (BEPS action 7) and to
transfer pricing rules (BEPS action<l8). Article 5 of the OECD Model Tax Convention has
been amended to ensure that, where the activities of an intermediary resultregulze
conclusia of contracts to be performed by a foreign enterprise, that enterprise should be
considered to have a sufficient taxable nexus in that cotmiiiye changes proposed under
Action 7 limit the exemptions to activities that are qfraparatory or auxiliarycharacter i.e.
businesses can only qualify for these exemptions if the activity in question is not a core part of
their business model. So a large warehouse maintained by online sales business for the
purpose of storing and delivering goods sold by thairtess would constitute an essential

%2"For example, where the sales force of a local subsidiary of an online seller of tangible products or an online
provider of advertising services habitually plays the principal role in the conclusion of contracts with prospective
large clients for those pradts or services, and these contracts are routinely concluded without material
modification by the parent company, this activity would result in a permanent establishment for the parent
company." OQECD, 2015k
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part of the sales and distribution function of that business. As a result the warehousing
function would no longer qualify for the preparatory and auxiliary activity exemption.

The revised permanent establishment rule remain grounded in the concept of physical
presence and target above all abuse structures used by online retailers of physical goods.
They do not offer comprehensive solutions to the avoidance of permanent establishments by
the digital economy. Indeedhé amendments to the permanent establishment rules target
primarily artificial avoidance arrangements that have been used by online retailers of physical
goods that still require some local physical presence, for example for storage and transport of
physial goods (AviYonah and Xu, 2017, BEPS Monitoring Group, 2515

In addition, there also remain implementation gaps.The amendments are implemented
either in the course of bilateral tax treaty negotiations or through the Multilateral Convention
to Implemet Tax Treaty Related Measures to Prevent Base Erosion and Profit Shifting
(known as the OMultilateral l nstrument 06) , b L
However, the amendments are not binding and their effective implementation will largely
depend on national legislation and revisions to bilateral tregfiesincoordinated approach is
unlikely to lead to a breathrough. Many countries will not have the incentive to agree on a
revision of rules if they cannot be assured that other countriesnplement similar reforms.
Moreover, some consider that the lack of properly defined mechanisms in the new transfer
pricing guidance may increase legal uncertainty regarding the taxation of international
business models (Olbert and Spengel, 2017).

In the context of the antiBase Erosion and Profit Shifting Project, harmful tax practices

have been addressed inter alia through action 5 and this is expected to reduce tax
planning opportunities, notably those involving intellectual property boxes. The
overwhelming majority of existing beneficial tax regimes for intellectual property were
abolished or amended in line with the 'nexus approach’, both at EU and at global level
(through the Inclusive Framewori) This is expected to reduce tax planning opportesikiy
transferring intellectual property to low tax jurisdictions.

Measures to prevent tax treaty abuse have started to be widely implementedore than

70 jurisdictions signed the Multilateral Convention to Implement Tax Treaty Related
Measures to PrevenBase Erosion and Profit Shifting (known as the 'Multilateral
Instrument')*®> whereby about a third of existing tax treaties will be aligned with the minimum
standard on action 6. Treaty abuse is relevant given the increased ability to choose the
location d resources (e.g. intellectual property) that are key to digital activities.

Unilateral actions by Member States

3 See comments published by the BEPS Monitoring Group on Action 7 published at
https://bepsmonitoringgroup.wordpress.com/category/adtion

3 All EU Member States except for Cygrare members of the Inclusive Framework.

In the EU, the amendment to the Directive on the automatic exchange of information has made the exchange of
rulings legally binding.

% All EU Member States have already signed except for Estonia, which has espitesstention to sign the
Multilateral Convention.
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In the absence of effective responses to the tax challenges posed by the digitalisation of
the economy, it is likely that more and more MembeiStates, but also third countries,

will take unilateral action . In its conclusions of 5 December, the Council observes'tiat

speed at which the economy is digitalising and the absence of international consensus on the
modernisation of the rules of dibution of taxing rights gives rise to unilateral actions,
leading to an increase of double taxation disputes between Member States and thereby
undermining the Internal Markef® Going forward and taking into account its dynamic
growth, the digital ecormy will not contribute proportionally to the tax revenues of Member
States when compared to the traditional economy. If the current trend continues, public
budgets will likely suffer to an extent that will put increasing pressure on policy makers to act.
The unfairness of the situation would lead to increased pressure from citizens and traditional
businesses. In addition, to ensure compliance with EU fiscal rules, governments will need to
search for compensatory measures. Therefore, it is also assumetietia¢énd towards
unilateral solutions will continue in the absence of solutions coordinated at international level.
An overview of unilateral measures implemented or planned in EU Member States and third
countries can be found in section 9.1 and Annex 6.

In the absence of action, the digital single market will not be able to deliver on its
potential. A digital single market can only deliver on its potential if fair competition is
guaranteed, including equitable tax treatment for all companies. As largsr giathe
economy become digital, they will have to shoulder a corresponding part of the tax burden
needed to finance the public services on which they rely, such as educational or the judicial
system. Yet this is not the case at this moment and is likeggravate if the situation
remains unchanged.

To sum up, no significant progress has been made, or is expected within the next couple

of years, in finding structural and comprehensive solutions to addressing the challenges

of taxation brought about by the digitalisation of the economy.Some progress has been

made in addressing specific abuse channels, notably in relation to beneficial regimes targeting
intellectual property. Proposed revisions to permanent establishment rules target primarily
avoidancestructures employed by online retailers of physical goods and fail to establish a
nexus based on digital presence instead of physical presence (Olbert and Spengel, 2015, and
Blum, 2015).

1.9 What are the available comprehensive policy options?

Table (3): Summary of retained and discarded comprehensive policy options

38 ECOFIN Council conclusion, ‘A" Item note 15175/17
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Comprehensive policy options Short description Further assessment

Fundamental reforms  Destination-based tax Allocates the right to tax exclusively to the jurisdiction whe Discarded
the good or service is consumed.

Unitary tax Worldwide consolidated profits are apportioned accordin Discarded
turnover generated in each jurisdiction.

Residence tax base with destination tax rate ~ Taxing right and profit allocation rules remain as they are  Discarded
today, but the tax rate applied to the tax base in a jurisdic
is a weighted average of the tax rates of the countries wh
the turnover was generated.

Realignment within curren Intra-EU - narrow scope: Adjustments to the Revision of permanenet establishment rules and the Option 1
international tax frameworl CCCTB rules apportionment formula in the CCCTB.

(new permanenent
establishment and profit Intra-EU - wide scope: Directive on new permar The Directive would establish new and common permane ~ Option 2

allocation rules) establishment and profit allocation principles + establishment rules wihtin the EU, applicable to all
adjustments to the CCCTB rules businesses. The new rules would also be incorporated ir
CCCTB.
Intra-EU - wide scope + mandatory application vIn addition to the previous option (Intra-EU - wide scope), Discarded
a-vis third countries Directive would mandate EU Member States to apply the
rules vis-a-vis third countries.

Intra-EU - wide scope + recommend application In addition to the option (Intra-EU - wide scope), a separé Option 3
a-vis third countries Recommendation would be made to EU Member States tc

revise their double tax treates with third countries to refle:

the new rules. The Commission would seek a mandate to

negotiate the revisions vis-a-vis third countries, where thi

of particular interest.

Design options for é digita Include the online sale of goods Option al
permanenet establishmer

Exlcude the online sale of goods Option a2
As soon as one of the thresholds is exceeded, the perma

establishment is triggered. This would allow capturing the
Alternative application of digital activity thresholdsidest range of business models. Option bl

This would result in a fairly narrow scope as the test wou
Cumulative application of digital activity thresholdail as soon as one criterion is not satisfied. Option b2

Revenue thresholds plus alternative application This would ensure that the revenue threshold is always
other thresholds applied, but otherwise allow for wide scope. Option b3

5.2.1 Options for fundamental reform

1.9.1.1 Destinationbased tax

The destinationbased casklow tax was identified in the report of the Expert Group on

Digital Economy (2014) as a possible holistic tipn to address the challenges of taxing

the digital economy.This tax has two distinct features. First, the eflelv element provides

that all revenues and expenditures are accounted for at the time as the related payments are
executed. This includes espditures for capital investments which hence would become
immediately expensed, instead of being deductible over time through depreciation
allowances. Computing the tax base on a -lsh basis is not essential to address the
challenges of taxing profittom digital business models. Second, the destination principle
implies that the jurisdiction with the right to tax is the one of the location of the consumer of
the goods or services sold. This second feature implies a right to tax in jurisdictionghehere
customers of companies are located, irrespective of whether the company has any taxable
presence in that jurisdiction (a subsidiary or a permanent establishment). It would thus be a
far-reaching change to the (international) corporate tax system.
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There are various ways to implement the destination principle and one possibility would

be to adjust rules within the CCCTB. One possibility is to implement a destinatioased

tax more narrowly within the remits of the CCCTB. It would involve adapting thegeent
establishment rules in the CCCTB to the digital economy. In addition, the formula would be
adjusted to be exclusively based on sales by destination.

1.9.1.2 Unitary tax

The tax would apply on worldwide profits, allocated on the basis of where the turver

is generated.Each EU Member State would get a share of the world profit of the digital
companies that corresponds to the share of turnover generated in its country. To be effective
the tax would also require the introduction of a new digital tax nexievy and collect the

tax in cases where a company carries out significant digital activities in a country. The
determination of what constitutes such presence would need to consider also the amount of
turnover generated in the country.

The unitary tax would apply in replacement of the corporate income tax for companies

that undertake mainly digital activities. This would require defining the conditions under
which a company would be considered to carry out mainly digital activities. As such it would
require a careful assessment of firms' operations to determine under which framework they
fall. The rate would be national corporate income tax rates, but could be set at levels that
differ from the currently applicable rate, at the discretion of MembdeSt&or companies

not established in the Member State that would have some taxing right under the unitary tax
system, the system would most likely require the use of sstapeshop in order to enforce

the tax.

1.9.1.3 Residence tax base with destination taz rat

The taxing right would remain with Member States where companies have their tax
residence, according to current rulesAlso, the rules for computing the tax base in the
Member State of tax residence would continue to apply. Subsequently the tax baséavoul
apportioned on the basis of where the turnover is generated; and for each of such portions the
rate of the country where the turnover is generated would apply. Profits would still be
declared and taxed (albeit at a weighted average of the ratestivb@@mpany generates its
turnover) in the Member State of tax residence.

The system would apply in replacement of the corporate income tax system for
companies that undertake mainly digital activities. As such it would require a careful
assessment of firs' operations to determine under which framework they fall. Different from
the other comprehensive options, a new nexus definition would not be necessary. The rate
would vary depending of the origin of the turnover. It would require the use of-atame

shop and the creation of a monitoring authority at the EU level.

1.9.2 Options for realigning the rules within the current international tax framework

These options revolve around amending the permanent establishment and profit
allocation rules. They differ manly with respect to their scope, and in two ways. The first
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distinction is with regard to company size, i.e. whether the option applies only to the largest
companies or has a broader scope. The second distinction is with regard to the territorial
applicaton, i.e. whether the option applies only iREbl or also visavis third countries.
Section 5.2.2.4 discusses a number of design options that apply to these options.

1.9.2.1 Realigning profit allocation rules with value creation irid

These options would owade the double tax treaties between Member States but would have
no effect in relation to third countriegxcept possibly those not having a double tax
convention witha given Member State.

(a) Narrow scope: Amend the rules for the Common Consolid@trgorate Tax Base
(Option 1)

Rules that trigger a digital permanent establishment would be added to the CCCTB
Directive. Once agreed, the CCCTB would provide a competitive, fair and robust framework
for taxing companies in the single market. A comprehemgiption would then be to amend

the current proposal to better capture features of the digital economy. A digital permanent
establishment of an EU company would be triggered in a Member State and be subject to
corporate income tax on its digital activéience a set of conditions is met. This option would

, In principle, be broadly in line with the draft European Parliament amendment on the CCTB
and the CCCTB proposals adopted by the Committee on Economic and Monetary Affairs that
propose to introduce aigital presence concept in the CCTB. As the CCCTB applies
mandatorily to groups of companies with more than EUR 750 million in global turnover, the
new rules would also mainly apply to these companies. Since the CCCTB cannot override
double tax treaties bseen Member States and third countries, it would not impact the
taxation of companies unless they are already tax resident in at least one Member State.

Companies that exceed certain digital activity thresholds in a given Member State would
trigger a digital permanent establishment in that Member State.The digital activity
thresholds could be based on revenues from relevant digital services, number of users and/or
online contracts concludedny EU company (othird countrycompany where there is no
appicable double tax treaff) would trigger a digital permanent establishment in a Member
State, and therefore be subject to taxation on its digital activitie®xceeds certain activity
thresholds in a tax year, such as:

1 revenues from digital servicasa Member State exceeds EUR [X];
1 number of active users of the digital service in a Member State exceeds [X];
1 number of online contracts concluded exceeds [X].

The proxies identified, such as number of active or registered users, number of of clicks or
contracts, can be identified and linked to a Member State using, for example, the prevailing IP
address of the user, local domain names, language or local platform criteria.

37 See explanation in relation to third countries in the next subsection.
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In a second step under this option, and for application at the consolidation level, the use

of the formula currently proposed to attribute profits could be revisited. Options for
adapting the apportionment formula range from making the formula entiredy bassales by
destination to adding a fourth factor to the existing CCCTB formula that would capture digital
activities. This factor could be measured by data such as the number of users or the number of
page visits.

(b) Wide scope: Directive on digitakermanent establishment (plus adapted CCCTB)(Option
2)

This option revolves around a proposal for a standalone directive establishing common

EU rules for a digital permanent establishment and its profit attribution. The standalone

EU Directive would estaldh a common system for a digital permanent establishment and
principles for allocating profits to digital activities of such permanent establishments. New
rules on a digital permanent establishment would take the same form as outlined above for the
CCCTB.It would override double tax conventions between EU Member States and also apply
in crossborder situations vis-vis third countries that do not have a double tax convention
with a particular Member State. Double tax conventions with third countrieslwouatinue

to apply.

A Member Stateds tax authorities also need
establishments in that state to reflect the digital activities thereinThis step follows the
establishment of a taxing right in a Member Stateugh changes to the definition of the
permanent establishment. Therefore, the Directive would also set out the principles for how
profit would be attributed to the digital permanent establishment.

The fundamental principle for profit allocation should remain that taxation takes place

in the jurisdiction where value is created.Considering that in the digital economy, a
significant part of the value of a business is created where the users are based and data is
collected and processed, the directive woeldagit criteria specifically targeted at attributing

profit to a digital permanent establishment. For example, these criteria could be based on
criteria such as:

the users' engagements and contributions to the development of a platform;
the data collecteffom users in a Member State through a digital platform;
number of users; and/or

usergenerated content.

= =4 =4 -4

The standalone directive rules would then be included in the CCTB and the CCCTB (as

it was done with the provisions of the AntiTax Avoidance Directive). In contrast to the
narrow CCCTB option, the scope of this directive would be wider, applying generally and not
only to groups of companies above the EUR 750 million turnover threshold.
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1.9.2.2 Realigning profit allocation rules with value creationré&EU and visavis third
countries

This option expands the territorial scope of the standalone Directive to apply nanly in
intra-EU situations but also between MembeiStatesand third countries. This would
oblige Member States to renegotiate their tixgsdouble tax conventions with third countries
in accordance with the rules of the Directive. As with the iEltasolution, it would also lead
to an adaptation of the CCCTB rules to be consistent with the new rules.

1.9.2.3 Realigning profit allocation rulesith value creation intiEU and recommendation
to change rules i&vis third countries (Option 3)

This option would supplement the standalone directive that applies irEildtsatuations (as

set out in section 5.2.2.1) between Member States with a neendation to Member States

to amend their double tax treaties with third countries setting out the proposed changes to the
double taxation treaties in relation to Article 5 (Permanent Establishment) and Article 7
(Business Profits) of the OECD Model Tax rvention. This recommendation would be
addressed to Member States, but it could also influence the debate at international level on
addressing the challenges of taxing the digital economy. To complement the recommendation,
the Commission could, without puelice to the EU and Member States' competences, assist
Member States in the negotiation of these provisions with selected third countries in a
coordinated manner at the Union level, if authorised to do so by the Council.

1.9.2.4 Design options: Type and level digital activities

For all options in this category, there are some important design choices to be made
concerning the type and level of digital activities reflected in the new permanent
establishment rules.For the type of activities, the two key altetimas considered are to
include all types of digital activities, irrespective of whether the activity consists in the supply
of a physical good ordered online, or to focus on digital activities that are services.

Option al: Including the online sale of gds.
Option a2: Excluding the online sale of goods.

For the digital activity thresholds, two different types of metrics have been discussed: a
threshold on revenue earned from digital activities in the jurisdiction or a threshold on

the activity by users in the jurisdiction (for example, measured by the nuen of users or
number of online contracts). A key question is whether to require that these thresholds apply
cumulatively, so that a permanent establishment is triggered only if all thresholds are
surpassed, or alternatively, so that it suffices to Ssrpae or a subset of thresholds.

Option bl: Operating the different thresholds alternatively (i.e. as soon as one of the
thresholds is exceeded, the permanent establishment is triggered). This would allow
capturing the widest range of business models.

Option b2: Operating the different thresholds cumulatively. This would result in a
fairly narrow scope as the test would fail as soon as one criterion is not satisfied.
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Option b3: Operating the revenue threshold in combination with other thresholds,
which canapply alternatively.

Further, the level of each digital activity threshold needs to be determined.

1.10Policy options discarded at an early stage

Fundamental reforms, such as destinatiofbased cash flow tax, unitary taxation and
residence tax base withdestination 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 toadapt the current systemm its conclusions of 5 December 2017, the Council
underlines instead th&a globally accepted definition of permanent establishment and the
related transfer pricing and profit attribution rules should also remain pivotal when
addressing the challenges of taxation of profits of the digital ecoi8my"

As such, it shall be noted that fundamental reforms would not square with the CCCTB
proposal. Theyimply the need to implement a separate tax system for the digital economy (or
to depart from the CCCTB provisions if the fundamental reform were to be applied to the
entire economy).

Even though both unitary tax and residencdax base with destination tax rate have in
principle good economic properties, they are discarded at this stagThe unitary tax

raises considerable implementation issues, as it challenges today's international corporate tax
system in a fundamental way. Making tax revenue collected in one Member State directly
dependent on tax rates set by other couniriéise ogion of a residence tax base with a
destination tax ratewould pose important legal challenges, notably issues of equal treatment
within Member States. It could also increase tax competition on the definition of the taxable
base so as to attract more ganies. Furthermore, neither option is coherent with the
CCCTB and would, if applied only to companies in the digital economy, require Member
States to operate an additional corporate tax system, next to the CCCTB and their national tax
systems.

Despite ®me strong features of the destinatiofbased (casklow) tax, only the option of
implementing the destinationprinciple within the CCCTB is retained. Numerous
contributions in the literature have shown that the destindésed (cash flow) tax can be

both an efficient tax and effective in addressing tax planning issses Annex 9 for a
summary)*® However, as with the other discarded options, implementing the destination
based tax in full, would not be coherent with the CCCTB and require Member States to
operate an additional corporate tax system, next to the CCCTB and their national tax systems.
For this reason, implementing a separate destinadtged tax for digital companies is not

38 ECOFIN Council conclusion, ‘A" Item note 15175/17
39 See for example Devare and de la Feria (2014),
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retained. Only the option of implementing the destination principlleinvihe CCCTB will be
examined.

Obliging Member States to apply the new permanent establishment and profit allocation
rules of the standalone Directive also vig-vis third countries, thereby requiring them to

break their contracts with third countries, is not a viable option.This option would also
cover digital activity in the EU of companies that are currently not tax residents anywhere in
the EU. Once fully implemented, it would therefor@\pde for a more level playing field
between EU companies and companies of third countries. As such, it would also provide for a
stronger, more positive impact on public finances and be overall fairer. However, it would
likely contribute to a prolonged ped of uncertainty for companies. As long as double tax
conventions are not feegotiated, companies would face the uncertainty of which rules a
Member State would follow: the rules in the Directive or those in the relevant double tax
convention. Above §lintroducing an obligation on Member States that affects their contracts
with third countries is not a realistic option. Therefore this approach is rejected.

6. WHAT ARE THE IMPACTS OF THE COMPREHENSIVE POLICY
OPTIONS?

1.11Realigning profit allocation rules with value creation intra-EU -
Options 1 and 2

1.11.1 Option 1- Narrow scope: Common Consolidated Corporate Tax Base adapted to the
digital economy

This option implies that the solution would affect only companies that apply the
CCCTB. Specifically, only compaes with a global consolidated turnover above EUR 750
million would be subject to the new rules whereas other companies would apply the new rules
only if they elect to do soAs a result, the new rules on permanent establishment and
allocation of profits,would not apply uniformly to all businesses. Moreover, all Member
States would have to operate two very different sets of permanent establishment rules.

Examples

Company X, established in Member State A and with a global consolidated turnover above
EUR 70 million and thus falling under the mandatory scope of the CCCTB, carries out
relevant digital activitiesn Member State B. The new rules on a significant digital presence
would trigger a permanent establishment of company X in Member State B. {tisaged

that under new profit allocation rules in the CCCTB part of the profits of company X would
be allocated to Member State B.

Company Y, established in a Member State and carrying out similar digital activities but with
a global turnover below EUR ®5million would not be subject to the new rules. It would
however have the possibility to apply the CCCTB on a voluntary basis.
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The new rules would never apply to a company Z established outside the European Union
even if performing digital activities im Member State. Moreover, in the absence of an
agreement on the CCCTB, the new rules would not apply to any company, whether it falls
under the mandatory scope or opts to apply the rules of the CCCTB.

(a) Integrity of the single market

The implementation of the CCCTB adapted to the digital economy would limit the risk

of additional distortions from unilateral actions, but not completely eliminate it. The
adapted CCCTB will offer a solution for the largest digitalised businesses and as such relieve
some 6 the pressure for Member States to come up with national measures. However, as the
scope of the CCCTB is relatively narrowdue to the high global turnover threshold for the
mandatory scopé there remains a risk that unilateral measures are taken {gexoent the

new rules under the CCCTB.

Furthermore, introducing a solution that is contingent upon application of the CCCTB
introduces new distortions in the single marketCompanies that apply the CCCTB would

be subject to the new rules for a digital permanent establishment, whereas companies with
digital activities and not subject to the CCCTB would not be captured by the new digital
permanent establishment rules. In theenario, it could well be that a company outside the
CCCTB pays taxes in only one EU Member State whereas the same company would pay
taxes in all EU Member States if it applied the CCCTB. Apart from introducing new
distortions between companies within amdside the CCCTB, this feature would also make

the decision of whether to opt into the CCCTB system more complicated than before. This
would possibly impede the attractiveness of the CCCTB. In the amendments made in the draft
European Parliament repodslopted by the Committee for Economic and Monetary Affairs

on the CCTB and CCCTB proposfsthe introduction of new nexus rules for digital
presence is combined with a phase of the mandatory threshold, which would mean the
new rules would apply geredly and not only for a subset of companies.

(b) Sustainability of public finances

The impact on public finances is primarily about contributing to the longrun
sustainability of the corporate tax systemAt first, the impact on public finances is likely to

be small. This is simply due to the still relatively small contribution of the digital economy to
the economy. UNCTAD (2017c) estimates it to be on average 4.3% of value added in the EU,
but there is n@onsensus estimate (see footnote 42). In addition, average corporate income tax
revenue is small compared to other taxes, amounting to only 2.5% of GDP in 2015 (European
Commission, 2017a). However, due to the continued trend towards digitalisationeand th
expectation that the traditional economy will also become more digitalised, the measure is
expected to contribute to the sustainability of the corporate income tax system. As the

“ODRAFT EUROPEAN PARLIAMENT LEGISLATIVE RESOLUTION on the proposal for a Council
directive on a Common Corporate Tax Base (COM(2016)06888-0472/2016 2016/0337(CNS)).
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corporate income tax also serves as a backstop to personal income &ais likety a wider
impact on public finances.

A significant increase intax baseat EU level is not expected, but there will likely be a

certain amount of reallocation of tax revenues across Member State$he main dfect

will be one of bettealigned lacations of value creation and taxing rights. At least at first, a
significant increase in tax basat EU level, compared to the baseline scenario, is not
expected. As the adapted rules would address -Eitkaituations, it does not directly tackle
issues Were a disproportionate amount of tax base is attributed to third codhtries.
Reallocation of tax base would occur in situations where a Member State is a significant
marketplace for digital companies but none of the digital activities are booked farpmse

there, because according to current rules they are centralised in one or a few other Member
States. Thus the Directive would address situations where there is a certain level of digital
activity, but a lack of physical presence prevents MembersShatm taxing it. It would also
address situations where there is currently a permanent establishment in a Member State but
that permanent establishment is not taxed on the profits from the digital activity in that
Member State, because the activity doesinvolve, or only to a disproportionate extent, any

of the three factors, i.e. tangible assets, labour and sales by destination, considered in the
profit allocation formula of the CCCTB.

Due to the new digital permanent establishments created, it is exged that companies
would find it more difficult to do tax planning, increasing tax revenue overall. As
companies have less control over where their activities are taxed it would be more difficult to
artificially attribute profits (for example through didial avoidance of permanent
establishment rules) to jurisdictions where they benefit from lower taxation.

(c) Social fairness and level playing field among business

The revision of the CCCTB rules would ensure that digital activities are effectively
captured for tax purposes and remove certain competitive distortions between the
largest companieslt should reintroduce a level playing field between digital and less digital
companies applying the CCCTB but also between EU companies active domestically and
those operating remotely, which is a jpeguisite to the development and growth of digital
startups and scaleps in the EU. By doing so, the adapted CCCTB would better ensure that
similar economic activities face similar tax obligations, providing fonae level playing

field. It would also secure the corporate tax base, preventing shifting the tax burden on other
bases and economic agents.

Due to its limited scope, it is difficult to implement a structural solution only through the
CCCTB, but it would nonetheless improve the perception of social fairnesk effect,
there would be two completely different sets of rules on taxable presence (and profit
allocation) for companies falling under the mandatory application and those outside. This

“IIn other words, without revision of tax treaties witlird countries, one would not expect additional tax base
from activities of foreign companies that under current tax treaty rules are not considered to have a taxable
presence in at least one Member State.

37



could make ti harder to seek structural solutions internationally. It may also raise new
competitive distortions (Schon, 201'Nonetheless, by ensuring that large companies with
significant digital activities do not escape their taxes in the EU, this adapted CCGI& wo
improve the perception of social fairness in the tax system.

(d) Fight against aggressive tax planning

First, aggressive tax planning through artificial avoidance of permanent establishment
would be reduced.The new CCCTB rules for a digital permanesgtablishment would
establish a taxing right based one significant volume of activities in the scope of the proposal
(to be defined). Key principles for localising these activities could be the destination of a
servicel that is, where it is consumé&dand the location of the user who has contributed to

the value creation. Both are difficult for the business to manipulate (and with little interest for
users to do so0). As a result, the digital permanent establishment rules would be effective and
difficult to avoid.

Second the new rules wouldlimit the emergence ofew opportunities for aggressive tax
planning. To the extent that the adapted rules-@mgpt Member States pursuing different
national responses to taxing digital activities, it would also bectefée in preventing
additional inconsistencies between the different approaches. Such differences would only
further incentivise businesses to engage in aggressive tax planning.

(e) Economic impacts

The macroeconomic impacts of revised CCCTB rules woulthe small. This is mainly
because the number of affected companies is small: these are companies with global
consolidated turnover of more than EUR 750 million with significant digital activities in some
Member States where they do not have a permanebtisstaent according to current rules.

The negligible macreeconomic impact is confirmed in simulations on the application of
different formulas in the CCCTB. To simulate the effect, the CORTAX modeél a
computable general equilibrium modél was used (seeAnnex 4 and 10 for the
methodological detailsf-our alternatives to the currently proposed profit allocation formula
have been modelledll formulas use the assumption that digital firms represent 5% of the
economy’? In the first three formulas, a 'digit input factor' was added to the formula,

2 The estimation of the size of value added froigital products is challenging and no agregmn
methodology is yet availabl&stimatesiepend on the employed definition of digital economy, for which there

is no broad consensus. The Boston Consulting Group combines data from the OECD and natsical stat
agencies to estimate an average direct contribution of the digital economy to GDP in G20 countries of 5.1%,
with a maximum in UK of 10.4% and a minimum in Indonesia of 1 AR&rnative estimates from consulting

firms andprofessional associatiorfike The Internet Association, which represents the interests of many giant
companies: Google, Amazon, Airbnb, Salesforce, and many more) point to about 6% of GDP in the U.S. coming
from purely Webbased businesses. The OECD Internet Economy Outlook ésiitdates that 5.4% of global

value added in the OECD area in 2015 directly comes from information and telecommunication (ICT) products
although this sector encapsulates a wide array of activities going beyond web companies while possibly missing
significant major digital companies (for instance, Amazon is listed under the SIC code 5961 which is not
included in the OECD definition of ICT). UNCTAD (2017c) estimates that the value added for the EU amounts
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affecting the apportionment of profits for the 'digital companies' representing 5% of the
economy.The location of digital firm activity by country was proxied using total page views,
in relative terms, for the (50 web sites across the EUhe fourth formula alternative
models a destinatiodsased CCCTB by putting all weight for all types of companies on sales
by destinationAs the detailed results presented in Table (1) of Annex 10 show, there is
hardly any inpact at the macktevel, irrespective of the formula alternative applied.

(f) Administrative burden and compliance costs

The adapted CCCTB would create limited additional administrative burden for
companies and administrations compared to the current CCCB proposal. Additional
information items are required, notably concerning the proxies identified to trigger a digital
permanent establishment (for example, number of active users, local domain names, IP
addresses, location of the accommodation, transpogntertainment services provisipay

well as forany new factor added to the profit allocation formllasome cases, these proxies

are already disclosed and used to split revenues in the current financial reports audited by
statutory auditorsOverall, only a small increase in the time spent on record keeping, on the
preparation of tax computation and on dealing with tax authorities is expected.

Compared to the baseline, in which national administrations would increasingly pursue
national solutions, the compliance burden for companies subject to the new CCCTB

rules should be lower overall. To the extent that national measures would be deemed
necessary to capture activities outside the scope of the proposed adapted CCCTiBerules,
compliance andadministrative burdens should be broadly the same as in the baseline.
However, a precise comparison with the baseline scenario is difficult as the assessment would
depend on which measures would have also been taken in the baseline.

(g) Coherence with odr Commission policies and global tax agenda

A digital CCCTB would fall within the ambit
taxation. It would contribute to the elimination of obstacles which create distortions that
impede the proper functioning dhe single market. On this premise, it is largely
complementary to the Elével legislation in company law and broadly fits with projects such

as the digital single market and the several initiatives in tax transparency, the exchange of
information and ati-money laundering.

A solution focussing exclusively on revisions to the CCCTB would have limited potential

to have a positive impact on the global tax agend&ffectively, the EU would apply two
completely different sets of rules on taxable presence feoftt allocation) for companies
falling under the mandatory application and those outside. This would make it harder to seek
structural solutions internationally.

to 4.3%. Taking stock of the lack of a consensusniiefin of the digital economy and absent any data more
dependable than these, 5% looks like a reasonable estimate that is employed in the CORTAX simulations.
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1.11.2 Option 2- Wide scope: Directive on digital permanent establishment (plus adapted
CCCTB)

The separate Directive would have a wide scopdlost notably, the mandatory global
turnover threshold of EUR 750 million applicable to the CCCTB would not apply. In
addition, the adoption of the directive would not require Member States to agree on the new
rules in a package with all other rules laid down in the CCCTB. This could make for a faster
adoption of the new rules.

Example

Both companies X and Y from the previous examples (Option 1), established in Member State
A T and providing digital services wti in principle fall under the scope of the directive,
irrespective of their global turnover. As for Option 1, the question whether the new rules lead
to an additional digital permanent establishment in Member State B would depend on their
respective ecamic presence (i.e., whether it exceeds the applicable digital activity
thresholds). As for option 1, the new rules would not apply to company Z established outside
the EU but performing digital activities in Member State B assuming that the applicable tax
treaty between Member State B and country Z overrules Member State B's new digital
permanent establishment rules.

a) Integrity of the single market

Due to its general scope, the Directive would have a stronger positive impact on the
integrity of the single market than the narrower Option 1.The revision of the rules would
ensure that digital activities are effectively captured for tax purposes. Qrexdait would
remove incentives for unilateral action at Member State lév@lould reintroduce a level
playing field between digital and less (or Rumiigital companies active domestically and
those operating remotely, and not only for the largestepta By containing the risk of future
unilateral actions, Option 2 would ensure a single and certain framework for the allocation of
taxing rights and allocation of profits across EU Member States, which would support the
development and growth of digitsdartups and scateps in the EU.

b) Sustainability of public finances

Implemented together, the changes in permanengstablishmentand allocation rules
would grant Member States taxing rights and tools for profit attribution that reflect
digital presence. As such it would correct the existing misalignment of taxation and value
creation and contribute to a fairer distribution of tax revenue within the EU.

Due to the wider scope of this option and its better effectiveness in fighting aggressive

tax planning the impact on public finances is expected to be somewhat larger than for

the narrower Option 1. The CCCTB already captures a large share of the turnover by
multinational companies and is likely to capture those largest digital players that are most
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relevant for public finances in individual Member Stat&ésiowever, the wider scope option

is considered to be more effective in the fight against tax planning (see (d) below),
contributing to additional tax revenue from other companies (not falling underatheatory
scope of the CCCTB).

(c) Social fairness and level playing field among businesses

Figure (3) below illustrates for 5 sample companies the mismatch between the location of

their users and the current place of taxation.It clearly demonstrates theument
misalignment between profit tax base and places where users contribute to the value of the
services offered. The maps are based on data of five sample companies. Web visits are used
here as proxy for the geographical location of users and theiritadidn to the value
creation process of web services. They are contrasted against the location of profits of these
five companies.

Figure (3): Comparison of the geographical allocation of web visits (leftand side) and
profit (right -hand side), for five large web companies

Source: European Commission Joint Research Centre, bas@direau van Dijk Orbis databag@016) and
SimilarWeb (2016 www.similarweb.com) Legend: geographical allocation of welisits (lefthand side);
profits (measured as EBITDAEarnings before interest, taxes, depreciation and amortisatight-hand side).

The revision of the rules would ensure that all digital activities are effectively captured

for tax purposes and remoe competitive distortions.The additional criteria suggested for
profit attribution in the Directive are targeted to capture more value where the users are based
and data are collected and process&sddoing so, the adapted rules would better ensure that
similar economic activities face similar tax obligatioAs.said above, this would reintroduce

a level playing field between digital and less (or f)ahgital companies, as well as between
firms active only domestically and those operating remotelg. dt30 necessary to create fair
competition between small and large players, which is @gueisite to the development and
growth of digital starups and scaleps in the EU competing with large multinational

3 See discussion on the impact on public finances for Option 1 above.
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players. It would also secure the corporabe base and prevent undue tax burden on other
bases and economic agents.

By ensuring that large companies with significant digital activities do not escape their
taxes in the EU (see next subsection), the directive would improve the perception of
socid fairness in the tax systemlit can be expected to have a positive impact on taxpayer
morale and improve trust in the functioning of the tax systems more generally.

(d) Fight against aggressive tax planning

In addition to the positive impacts of the narow scope, which would remain valigd
under the wide scope, companies would have less possibilities to shift profits out to third
countries. As it will become significantly more difficult to artificially attribute profits to
some specific jurisdiction, it Wialso become more difficult for companies to shift profits
outside the EU through treaty shopping. This practice is-gfidead and involves shifting
profits to EU jurisdictions that do not apply source taxation on outbound payments.

(e) Economic impas

For the same reasons as for Option 1, the economic impacts are considered to be small

but could become larger over time as the digital economy growstill, the positive
economic impact is arguably larger than in Option 1. This is due to the widercfoDpé&on

2, which results in an expected more effective preservation of the single market, as it offers a
more structural solution (preventing additional unilateral measures) and implies one single
system within the EU for permanent establishment riMieseover, this option is considered

to be more conducive to arriving eventually at a global solution, which would be the one best
suited to ensuring a level playing field within the EU andawss third countries.

() Administrative burden and compliaacosts

In the first instance, the adapted rules would create an additionatompliance cost for
companies and administrative burden for administrations. Additional compliance
activities are required in relation to new permanent establishments trigg&iedhiver States

where companies had not been taxpayers before. This implies dealing with additional tax
administrations, though this can be avoided by opting for the CCETB. addition,
companies also need to collect and record information on the proxies identified to trigger a
digital establishment and allocate profits to it (for example, number of active users or location
of the accommodation, transport, or entertainmentises provision). The vast majority of
companies with an online user base have access to this information and some of these proxies
are already disclosed and used to split revenues in the current financial reports audited by
statutory auditors. Overalhnly small increases are expected in the time spent on record
keeping, on the preparation of tax computation and on dealing with tax authorities.

“The administrative burdeand compliance costs of the CCCTB have been described in the impact assessment
of the CCTB and CCCTB (s&®&VD(2016) 341 final
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Compared to the baseline, in which national administrations would increasingly pursue
national solutions, thecompliance burden for companies subject to the new rules should

be lower overall. The requirements would be harmonised in the EU whereas they can
critically differ across Member States if national solutions are implemented in an
uncoordinated way. Thus gcomparison to a situation where countries increasingly implement
national measures to tax digital activities, the compliance burden for companies in the digital
economy would be reduced.

(g) Coherence with other Commission policies and global tax agenda

The revised rules on digital permanent establishment and profit attribution within the

new Directive and the adaptedCCCTB woul d fall within the aml
initiatives for fairer taxation . It would contribute to the elimination of obstacksich

create distortions that impede the proper functioning of the single market. On this premise, it

is largely complementary to the Hevel legislation in corporate taxation and broadly fits

with projects such as the digital single market and progreisewed in the areas of tax
transparency, exchange of information and-aminey laundering.

Offering a pragmatic and flexible approach is an important aspect if the EU wants to
make progress and thereby also push progress internationally.o do so, the mposal for

the longterm should both reflect what the EU would like to see internationally, but also be
easy to align to any eventual international solution. This will require a careful approach. The
more specific the EU provisions are, the more diffigult be an alignment with a subsequent
global agreement. Therefore, the approach should be quite broad and flexible, while still
providing Member States with a solid base to tax digital activity.

1.12Option 3: Realigning profit allocation rules with value credion intra -
EU and recommendation to change rules via-vis third countries

The differential impact compared to Option 2 stems from its potential application visx-

vis third countries, which would ensure a more level playing fieldAn update of all
bilaterd treaties between Member States and third countries takes time and requires also the
willingness of all involved parties to follow the recommended approach. The main benefit
would be in also coverindigital activity in the EU of companies that are cutlemot tax
residents anywhere in the EU. An examination of Orbis firm level data on affiliates of the set
of 112 large digital companies shows that at least 75% of them have at least one affiliate in
the EU. For the remaining 25%, there is no informato®rbis, but this does not exclude

that they are present in the EU. Thus, the immediate impact of an application &ésosvis

third countries might be small. The important effect is that it would provide for & level
playing field between EU and thizbuntry companies. Compared to Option 2, it would also
avoid any disincentives to become a tax resident in the EU. As such, it would also provide for
a stronger, more positive impact on public finances and be overall fSirere it is not
possible to antipate which countries will update their treaties, and by when, the possible
positive effects of the recommendation are only very generally taken into account.
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Example

The examples for companies X and Y established in the EU are the same as for Option 2.
Company Z, established in a third country C and carrying out digital activities in Member
State B, may be subject to the new rules if third country C and Member State B have
renegotiated their respective bilateral tax treaty accordingly.

1.13Type and level ofdigital activities
Material scope

Activities involving the supply of physical goods are relatively less problematic and have

been dealt with to a larger degree through antabuse rules.First, these activities tend to

have a balanced international footjiras they often require local physical infrastructutke
international footprint of online retailers is 0.9 (see Figure 2 in Annex 5). Second, relatively
more progress has been made within the OECD Base Erosion and Profit Shifting project in
addressingissues in this area, notably through the measures that make the permanent
establishment rules robust against commissionaire arrangefditge that excluding the
supply of physical goods does not mean that platforms charging fees for facilitatingléhe tra
of physical goods would be excluded. These platforms charge fees for a digital service. It
means, however, that the underlying sale of the physical good would not be within the scope.

The comprehensive solutionshould not ring-fence the digital economybut directly
address its novel characteristics through a holistic approach that does not require
singling out certain activities. Many of the stakeholders that replied to the Commission's
open public consultation have made that point very cleéithere is no such thing as the
digital economy The global economy is digital and should be treated as such for tax
purposes®.

The new rules should proportionately address the current mismatch between taxation

and value creation.To the extent that theomprehensive solution can accommodate in its
profit allocation rules the different degrees of contribution of digital factors to the process of
value creation, the scope for the comprehensive solution can be defined broadly to include all
digital servicesA definition of digital services for the purposes of a revenue threshold could
be inspired by the definition of electronically supplied services, which exists for VAT
purpose$’ This would entail covering a broad range of digital services.

Digital activity thresholds

Ideally the digital activity thresholds should be defined in a way to

> Notably, activities around local warehouses no longer benefit from the specific activity exemption commonly
included in the di@nition of a permanent establishment, unless they are preparatory and auxiliary in nature.

6 Opinion expressed in one of the position papers that were sent to the open public consultation.

" *Electronically supplied services' include services which delivered over the Internet or an electronic
network and the nature of which renders their supply essentially automated and involving minimal human
intervention, and impossible to ensure in the absence of information technology (Article 7 of VAT Impigmenti
Regulation).

44



a) Cater for different type of business models Digital business models are very
heterogeneous. Some might rely on online contracts, while others do not. Some might
have a ery large user base while others might have a smaller user base, but still have
significant user contributions as each individual user contributes a large value (users
that produce content like videos or computer programs);

b) Ensure that trivial cases are nbcovered and that the compliance cost for dealing
with an additional permanent establishment is safely coveredy the profits
generated through the permanent establishment. This is important for the
proportionality of the proposed measure; and

c) Ensure a conparable treatment in different Member States, irrespective of their
size

A number of different types of activity thresholds have been proposed, notably in OECD
(2015a) and Brauner and Pistone (2017) and Hongler and Pistone (2015). The thresholds most
often discussed relate to:

U Revenueearned from customers/users in the jurisdiction

U Number of users(based on a concept of ‘'monthly average users'): A user is defined as
any individual or business that registers, logs on or visits a company's digital platform

U Number of online contracts (agreements to terms of service): Online contracts are
defined as legally binding agreements concluded by accepting (through ‘clicks’) the
'terms of service' of the digital service provider.

The OECD (2015b) and Hongler and Rtone (2015) envisage to apply the revenue
threshold in combination with other thresholds (Option b3), but this option does not

deal effectively with business models that operate through indirect revenue generation.
Proportionality is a strong rationalerfthe application of a revenue threshold. However, the
advantage of an alternative application of all thresholds (Option bl) is that it also deals
effectively with respect to the advertising business model that generates revenue not directly
from its usersbut indirectly through sales to third parties. Option b2 has the same
disadvantage as Option b3 and has the additional disadvantage that a cumulative application
of all thresholds could result in a very narrow scope and is not suitable to captureedjfectiv
different types of business models. For example, some businesses do not apply any online
contracts and the new rules would hence be of no consequence to them.

To ensure proportionality of the measure while operating alternative thresholds, it is
essetial to set each threshold sufficiently high to safely exclude small cases that would

not even cover the tax compliance cost for a permanent establishmemrauner and
Pistone (2017) propose to make the thresholds flexible for countries to account ifarasign
differences between countries, their geographical dimensions, the size of their economies, the
number of inhabitants and other persons legally established on their territory, the criteria
based on the number of users and the overall revenue amnohetd in a flexible way.
However, if the main aim for setting each threshold is to ensure significant economic activity
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and that compliance cost would be covered by the corresponding profits, it is more natural to
apply absolute thresholds.

The starting point for setting the revenue threshold are the estimated costs for operating

an additional permanent establishmentA conservative estimate (based on Annex VII of

the impact assessment accompanying the 2016 CCCTB proposal) puts this figure at 0.55% of
turnover (or EUR 128 000 on average) per year for medized enterprises and at 0.23% of
turnover (or EUR 141 000 orverage) for large enterprises. A recent study on tax compliance
costs (KPMG and GFK, 2018), points to estimates for direct @@wll of 0.2% of turnover

for mediumsized enterprises and 0.7% for large enterprises (although this estimate is subject
to large uncertainty). For small enterprises the estimated amount is 0.9% of turnover.

If compliance costs are indeed proportional to turnover, then even with a profitability of

only 1%, (which is well below of what we typically see for digital companies),
compliance costs should be safely coveretlowever, it is likely that there are substantial
fixed compliance costs (that arise from the start and independent from the amount of
turnover). A conservative assumption is that only transfer pricing documentition
proportional to turnover whereas all other costs are fixed. This would give average fixed costs
of EUR 80 000 for a mediwsized enterprise and EUR 87 000 for a large enterprise (see
detailed split of costs in the tables provided in Annex 3). A compattyturnover of EUR 5
million and profitability of 2%, would cover these costs. A threshold of EUR 10 million
would allow for scenarios of even lower profitability and would be in line with the threshold
for small enterprises in the EU.

To set the threslold on the number of users, data for the revenue per user is
informative. Estimates for a range of different types of digital serifcgive the following
average revenue per user in EufSpsocial media advertising USD 5 ride sharing
services USD 47dating services USD 22, hotel rental services USD 47. Revenue per user in
search advertising (the largest category in online advertising) is estimated at USD 13 for
mobile users and USD 32 for desktop users in Europe in204@&rder to get a similar \ae

of threshold in monetary terms as with option (i), the appropriate threshold of number of
users, if applied alternatively to the revenue threshold, could be 501000000. In that case,

the average revenue triggering the threshold would range fppnoxamately USD 750 000

for 50 000 users and revenue per user of USD 15 (corresponding to approximately EUR 680
000°%) to USD 4 700 000 for 100 000 users and USD 47 per user (EUR 4 250 000). Even if
these numbers are somewhat lower than for the revereshiiid, this is justified as the data
available often underestimates actual user figures (based on a comparison with data supplied
by individual companies). Moreover, the user thresholds only become relevant in the case of

“9Based on data published by Statista.

¥ Revenue per user in social media advertising is estimated at USD 16 for mobile users and USD 6 for desktop
users, with an average of 15 (due to the bigger weight of mobile users):
https://www.statista.com/download/outlook/whiterpaper/Fullpage/2/220/102/2_220_102.pdf

*1 https://www.statista.com/download/outlook/whiterpaper/Fullpage/2/219/102/2_219_102.pdf

2 Based on the 2016 annual average LBIR exchange rate of 1.11 (AMECO database
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indirect revenue generation, whidypically either involves advertising models or at least
large user bases.

There is a high variability in the type and value of the contracts, depending on the
business modelMoreover, also the acceptance of 'terms of service' for the use of an online
platform could be assimilated to the conclusion of a corittaétso, a high threshold, very
similar to the one of the user would be needed. In any case, anybody who agrees to the 'terms
of service' would also be counted as a user. If relevant for thadsgsithe acceptance of
'terms of service' could be accepted as a way to measure number of users for a digital service
rather than a threshold per #&n alternative threshold on the contracts concluded locally
could have an added value if it is about hassto-business contracts. For example, a cloud
computing service might have relatively few 'users' if it offers its services primarily to
businesses customers, but each contract concluded with such a business customer would
typically generate more reveauhan revenue generated form a single user that is a natural
person. Therefore, a threshold on busistedsusiness contracts should be considerably lower
than a usebased threshold.

1.14Impact on small and mediumsized enterprises

No direct impact is expected on small enterprises, whereas there might be some impact

on mediumsized enterprises.Option 1 applies mandatorily only to companies with
consolidated turnover above EUR 750 million and therefore affects directly only thstlarge
companies. Due to the application of the digital activity thresholds, the vast majority of small
enterprises would not be affected by options 2 and 3. Medined companies might fall
under the scope. However, additional permanent establishments bealdgered only in

cases of companies being active in at least two countries. The type of company that triggers
additional permanent establishments can reasonably be expected to exceed the thresholds for
mediumsized enterprises. In any case, a mitigatiactor would be the availability of the
CCCTB, which affected companies could opt for and thereby mitigate their compliance
burden. However, since regulatory and compliance burden may hurt small and rsesidm
enterprises to a stronger extent, thisdeur will have to be monitored to assess whether such
firms are disproportionately impacted.

The comprehensive option is expected to improve the lewelaying field for small- and
medium sized companieslt would provide for a more coherent digital singharket in the
future, which would in particular benefit small and medisized companies. Notably, it
would improve the leveplaying between large multinational digital players and smaller
companies that are active crdssrder less often (and have fewiax planning opportunities).

A modern and stable tax framework for the digital economy will set the conditions to

>3 See for example the OECD (2015a): Final Report p.110: "online platforms providing free services to their

users often specify on their websites that by accessing or using the products and services of the company the user
agrees to theo fidired nesa oif uSseea vafcet he platform results
agreement."
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stimulate innovation, tackle market fragmentation and allow small domestic businesses to
become global players.

7. HOW DO THE COMPREHENSIVE OPTIONS COMPARE ?

Table (4) summarises the assessment presented in sectionAB comprehensive policy
options are considered to be to some degree effective in achieving the various objectives set
out for this initiative. In terms of potential costs, Optiomihht bring additional burdens as it

is possible Member States would still take unilateral actions in the future. Overall, Option 1 is
considered to be only moderately effective in achieving the objectives. At the same time, the
economic impacts expecteteaminor and it does not provide a coherent approach for the EU
to put forward for a global solution. Options 2 and 3 are considered to be similarly effective in
achieving the objectives of this initiative. Option 3 is, however, more effective due to its
stronger impact on a more level playing field and fight against tax planning. This effect is
difficult to evaluate as one would have to anticipate how many Member States would follow
the recommendation to revise their tax treaties with third countries. \How®ption 3 is
considered to be the one with the largest coherence, notably by providing a viable path
towards a global solution to the problem.

Table (4): Comparison of effectiveness, efficiency and coherence of comprehensive
options

Option 1 Option 2 Option 3
Intra-EU - narrow Intra-EU - wide scope:  IntraEU - wide
scope: Adjustments Directive on new scope +
to the CCCTB rules permanent establishmen recommend
and profit allocation application vis
principles + adjustments &vis third
to the CCCTB rules countries
a) Integrity of the Single market Weak Medium/Strong Strong
b) Sustainability of public finances Medium Medium/Strong Medium/Strong
¢) Social fairness and leveplaying Weak Strong Strong
field
d) Fight against aggressive tax Medium Medium Medium/Strong
planning
e) Economic impacts neutral + +
f) Admin burden and compliance - + +
costs
g) Coherence with EU and global neutral + ++
tax agenda

Source: European Commission own analysis
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A proposal for a digital presence in the EU is the preferred approach for more than half

of the respondents to the stakeholdeconsultation. Table (5) summarises the stakeholders'
preferences for the comprehensive solutions (see Annex 2 for more details). The preferred
option coincided for both groups of stakeholders: 14 out of 21 national tax authorities as well
as 58% of the 44@espondents to the open public consultation believe that the 'digital
presence in the EU' proposal can best address the current problems related to the international
taxation rules for the digital economy. Stakeholders were not asked explicitly on their
preferred approach vi&vis third countries.

Including only digital services in the material scope (Option a2), and not the online sale

of goods, accompanied by appropriate digital activity thresholds, would be required for

a proportionate approach. This is because activities involving the supply of physical goods
are relatively less problematic and have been dealt with to a larger degree throwudfusenti

rules. In terms of the digital activity thresholds, setting them in an alternative way (Option b1)
would ensure capturing important cases where indirect revenue generation is the norm. To
exclude cases of unjustified compliance burden, a local revenue threshold in the range of EUR
5-10 million and a user threshold in the rangelb0 thousand would be apriate.

Table (5): Summary of stakeholder views on comprehensive policy options

ption name No opinion
Long term, comprehensive solutions
Modify the Common 44 % of respondents 27% of 29% of
Consolidated Corporate Tax respondents respondents
Base proposal 9 states 9 states 3 states
'Digital presence in the EU' 58 % of respondents 28% of 14% of
proposal respondents respondents
14 states 5 states 2 states
Destination-based corporate tax 54 % of respondents 34% of 12% of
respondents respondents
6 states 12 states 3 states
Unitary tax 50 % of respondents 37% of 13% of
respondents respondents
6 states 13 states 2 states
Residence tax base with 28 % of respondents 53% of 19% of
destination tax rate respondents respondents
1 state 17 states 3 states

Source: European Commission stakeholders consultation results

8. PREFERRED COMPREHENSIVE OPTION

1.15 Description of the preferred comprehensive option

Overall, and given the lack of significant progress at international level on the issues at

the root of the problem, ensuring a coordinated EU approach seems warranted (i.e., 'no
action' is not the preferred option). A coordinated approach would preventrtfier
fragmentation of the single market, prevent future complexity and administrative burden for
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digitalised businesses and would provide companies with a certain degree of certainty about
the way they will be taxed in the future.

As there is little appette for fundamental reform options, Option 3 is the most effective
option to achieve the objectives and with the best efficiency and coherence propertiis.
offers a structural solution to the identified problems Hit4 and through the
recommendationt would emphasise the need for solutions beyond EU borders, providing the
ground for the EU contribution to the work at OECD and global level.

The preferred comprehensive option has two elements: a Directive, which should be included
in the CCCTB negotiabhs, and a Recommendation.

1. Directive on digital permanent establishment and profit allocation rules, which should be
included in the Common Consolidated Corporate Tax Base (CCCTB) negotiations.

The Directive would establish common rules for a digitapermanent establishment and

for allocating profits to digital activities of such permanent establishmentsMember
States would have to implement the provisions of this Directive in their national corporate
income tax framework. The principle of the Dire@etientails the application of a corporate tax

on profits resulting from providing digital services in the BAthin the EU, a taxing right
would be triggered through digital permanent establishment, if it exceeds certain digital
activity thresholdsThese thresholds would be applicable at Member State level and apply
alternatively, based on either realised revenues from digital services (broadly defined) of EUR
5-10 million, or the number of active users of digital services of 50/ Q@D 000 or possill

also the number of online contracts concludaddefinition of digital services for the
purposes of the revenue criterion could be inspired by the definition of electronically supplied
services, which exists for VAT purposésConsidering that in the digl economy, a
significant part of the value of a business is created where the users are based and data is
collected and processed, additional criteria specifically and exclusively targeted at these
aspects would be added to profit allocation principMember States would continue to
apply their national corporate income tax rules with respect to the profits attributable to a
digital permanent establishment in their jurisdiction.

Once agreed, the new digital permanent establishment concept should béleeted in the
CCCTB, along with an adapted formula.The new rules on permanent establishment could
be directly inserted in the CCCTB. To adapt the formula in the spirit of the agreed new
principles for attributing profits, the formula could be amended ligctor that reflects the
user contribution to the value creation.

>4 'Electronically supplied services' shall include services which are delivered over the Internet or an electronic
network and the nature of which renders their supgsentially automated and involving minimal human
intervention, and impossible to ensure in the absence of information technology (Article 7 of VAT
Implementing Regulation).
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2. Recommendation to Member States to implement digital permanent establishment and
profit allocation rules in their double tax treaties.

To address situations involving third countriesin a way that does not violate Member

States tax treaties, Option 3 involves a Commission recommendation setting out the
proposed changes to the double taxation treatie$o facilitate the required renegotiation of
double tax treaties, the Commission woidslue a recommendation setting out the proposed
changes to the double taxation treaties of Member States in relation to Article 5 Permanent
Establishment and Article 7 Busine8sofits of the OECD Model Tax Conventioiio
complement the recommendationg tommission could, without prejudice to the EU and
Member States' competences, assist Member States in the negotiation of these provisions with
selected third countries in a coordinated manner at the Union level, if authorised to do so by
the Council.

1.16 Administrative burden and compliance costs

In principle, all business sizescould be affected by the additional tax compliance
burden, but the digital activity thresholds make an application for the smallest
companies unlikely. The preferred solution could @hefore also cover relatively smaller
businesses that have a sufficiently large digital footprint in Member States where they are
currently not established.

In a first step, all companiescarrying out digital activities in an EU Member State where

they are not already tax resident or have a permanent establishmeihtave to determine
whether they exceed the digital activity thresholds.This would involve determining the

type of digital activities falling under the scope of the comprehensive solution @ndetrel

in a given Member State, such as the revenue derived from that activity and the number of
active users. This would requisplitting revenues issued from the relevant digital activities
with revenues from other activities and identifying the nemtf active users of the digital
service in a Member State in a tax year. Howeter additional burden of collecting the data
should be rather limitediven the availability of the information (see section 9.3.9).

In a second step,businesses would face& oneoff costs to set up reporting for new
permanent establishments as well as recurrent tax compliance cos@Given the level of

the digital activity thresholds (which would effectively exclude small enterprises), estimates
of recurrent costs of an adidnal subsidiary of a large or meditsized parent can be a basis

for estimation.In the impact assessmeatcompanying the 201proposal for a CCCTB,
Deloitte estimated that under a situation with different tax codes in Member States, the
additional rearrent compliance costs for a large representative parent investing in a medium
sized subsidiary amounts to 0.23% of turnover, while for a medium parent this ratio more than
doubles to 0.55% of turnover. These figures amount to on average roughly EUB0144d0

128 000 respectively, calculated from the estimated compliance time (detailed tables are

% SWD(2016) 341
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provided in Annex 3). The two biggest cost items are for the required transfer pricing
documentation and for dealing with the tax authorities.

For companies wthin the mandatory scope of the CCCTB or opting to apply the
CCCTB, the additional compliance burden would be considerably lowerDue to the
elimination or reduction of transfer pricing related compliance tasks, and of those related to
contacts with tax ahorities, an average decrease in total additional compliance time of 70%
can be expected if the additional créssder investment is made under the CCCTB regfine.
This results in a reduction of compliance costs of 62% for a group with a large pareft and
67% for a group with a mediusized parent’ Companies outside the scope of the CCCTB
would also have the possibility to opt in.

National tax administrations would also incur costs for implementing the new system
Costs arise notably fahe need of upgding IT systems and for staff training be able to
attribute profits to the permanent establishment and to reflect the digital activities in that
Member State. The implementation of the CCCTB should already provide a solid framework
for the tax adminisation on which to rely onThere will also be a need to coordinate in the
EU the uniform implementation and practical application of the new r8exe the
comprehensive solution would not apply for all firms and in case the interim solution
continuesto run in parallel where the comprehensive solution is not in place, the burden for
national administrations may overall go up slightly due to the required maintenance of parallel
systems. National tax administrations may also face additional costs fatiatieg double

tax treaties.

1.17 Subsidiarity and proportionality of the preferred option

The preferred solution is in line with the general understanding of the subsidiarity
principle. The nature of the subject requires a common initiative across the single market.
The preferred solution outlined in this document aims to provide a common framework for
the taxation of crosborder digital activities in Member States' national corpoeatesystems

in a coordinated manner. Such aims cannot be sufficiently achieved through action undertaken
by each Member State while acting on its own. Such an approach would in fact only replicate
and possibly worsen the existing fragmentation in the smgldet and perpetuate the present
inefficiencies and distortions in the interaction of a patchwork of distinct measures. If the
objective is to adopt solutions that function for the single market as a whole, the appropriate
way forward involves coordinadeinitiatives at the level of the EU. Furthermore, an EU
initiative would add value, as compared to what a multitude of national implementation
methods can attain. Finally, if the rules on the taxation of digital activities are enacted
according to the acigs, taxpayers would have the legal certainty that they comply with EU
law.

% The individual results by countiyairs range between 11%9&% savings in additional compliance

time.
57 Deloitte's tax experts expect that the group led by a medium parent can realise more savings on time

spent by external advisors that generally have higher costs per hour than the internal workforce.
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The measures to be taken under the present initiative are both suitable and necessary

for achieving the desired end (i.e. proportionate)The preferred solution outlined in this
document does not imply a harmonisation of corporate tax rates in the EU and, therefore, it
does not restrict Member States' capability to influence their desired amount of corporate tax
revenues. It does not interfere with national choices in terms afizkeof public sector's
intervention and composition of tax revenues. It proposes a more efficient way to tax the
digital activities of companies operating in the EU to secure a more efficient single market.
Appropriate digital activity thresholds ensutteat the additional compliance burden from
creating additional permanent establishments is limited tetnal cases, where companies

are likely to cover the costs from the local profits.

9. INTERIM SOLUTION

For the interim solution, the general objees remain the same, but the specific objective is
to create a tax targeting digital business models that is easy to implanteimhproves the
levelplaying field and fair taxation in the interim period until the comprehensive solution is
implemented

1.18What is the baseline against which the interim solution is assessed?

Even though there is only one set of baseline assumptions (as set out in section 5.1), there
are some relevant considerations when assessing the interim solution and the possibility

of taking no action.Notably, it is taken as given that the preferred comprehensive solution
will eventually replace the interim solution. This implies that each of the interim solutions
will be assessed against a scenario, in which the preferred comprehehsioa $® not yet

in place and neither would be the CCCTB, as it was proposed in 2016. However, since most
provisions of the AntiTax Avoidance Directive will be applied as of 1 January 2019, the
assumption is that this directive applies in the baseline.

It is not possible to concretely anticipate not yet specified unilateral measures, but there

is a clear risk that unilateral measures will keep expanding in the near futureAlthough
specific indirect taxes affecting businesses in the digital economy dae 8ot significant in

scope and revenue, a certain shift towards introducing new indirect taxes in general is slowly
continuing at global levef Table 6 provides an overview of already implemented or
concretely planned measures in the EU and thirdtcesn

Table (6): Overview of unilateral measures taken/planned

Country Planned/ adopted/ Type of tax

8 PWC (201371 Shifting the balance from direct to indirect taxes: bringing new challenges
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implemented

Indirect taxes®®

In the European Union

Hungary Implemented (2014), Tax on advertisement
amended (2015, 2017)

UK Planned (2019) Withholding tax on revenues derived from intermediation
and the provision of online advertising

Italy Planned (2019) Tax on digital businesw-business transactions of
electronically supplied services

France Implemented (2003), Levy onaccess to content, including digital content by me

amended (2016) of a videeon-demand / ovethe-top online platform (for the
cinematography fund)

Germany Implemented (2004), Levy on access to content, including digital content by me

amended (2010) of a videcon-demand / ovethe-top online platform (for the
cinematography fund)

Romania Implemented (2005), Levy on access to content, including digital content by me

amended (2008) of a videeon-demand / ovethe-top online platform (for the
cinematography fund)

Croatia Implemented (2007) Levy on access to content, including digital content by me
of a videcon-demand online platform (for the
cinematography fund)

Portugal Implemented (2007) Levy on access to content, including digital content by me

of a video-on-demand online platform (for the
cinematography fund)

Belgium (certain
regions)

Implemented (2009)

Levy on access to content, including digital content by me
of a videcon-demand online platform (for the
cinematography fund)

Czech Republic

Implemented (2012)

Levy on access to content, including digital content by me
of a videcon-demand online platform (for the
cinematography fund)

In third countries

United States
(certain states)

Implemented (2015
2016)

Levy on access to digitabntent and streaming services

India

Implemented (2016)

Levy on the provision of online advertisement services by
nonresidents

Canada (certain
states)

Planned (2018)

Levy on access to digital content and streaming services

*9VAT on digital services is not included here.
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Brazil (certain Planned (2018) Levy on access to digital content and streaming services
states)

Direct tax initiatives (anti-abuse and new approaches to define a significant economic presence for ta
purposes)

In the European Union

UK Implemented (2015) Diverted profits tax

Italy Adopted (2017), in force Administrative procedure for large noesident
(2018) multinational enterprises

Slovakia Adopted (2017), in force Tax on income derived from intermediation through webs
(2018) and online platforms

In third countries

Israel Implemented (2016) Thesignificant economic presence test for fremident
enterprises

Australia Implemented (2017) Diverted profits tax and additional a@tvoidance rule for
large nonresident multinational enterprises

India Planned (2018) New concept of significant economic presence

United States Adopted (2017), in force The introduction of the concept oftase erosion anéibuse
(2018) tax' (BEAT) for largemultinational enterprises

Source: European Commission analysis based on various sources, such as national legislations, replies to the
Member State consultation or other government sources, websites of national film funds, European Film Agency
Directors (EFADS) website, websitetbe International Bureau of Fiscal Documentation (IBFEbr most of

the direct tax initiatives) and Thomson Reuters Tax & Accounting for the US BEAT measure.

1.19What are the available interim policy options?
Focus on taxes on revenue from digital services

The international debate on solutions for taxing digitalised businesses focusses
predominantly on revenue taxesTable 6 shows that almost all unilateral taxes that have
already been introduced or are being planned are revenue taxes. The OECD in its work has
also focussed on taxes levied on revenue whenever considering interim solutions to the
taxation of the digitaeconomy (OECD, 2015a). Table (6) shows that almost all existing and
concretely planned taxes are revenue taxes.

Indeed, other conceivable interim, interim solutions are either difficult to reconcile with

the current (international) tax framework or their implementation would be too
complex for an interim solution. To be implementable within a reasonable time span, any
feasible solution first needs to respect the boundaries set by the national and international
legal framework, notably the EU treaties, thaes implied by membership of the World
Trade Organisation, and other international commitments, for example through the Inclusive
Framework or the OECD multilateral instrument, double tax treaties, and the EU rules for
VAT. Secondly, any feasible inteni solution needs to benplementable in practice within a
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reasonably short period of time, which excludes options that pose considerable practical
implementation challenges.

Raising VAT rates on digital services is not feasible within the EU VAT frameworkIn
particular: (i) higher VAT rates for certain digital services would run counter the current
principle in the VAT Directiv&’ that all goods or services could only be taxed up to the
standard rate; (i) Member States are currently allowed to set uptameard rate only, and
deviating from this principle would cause major disruptions that the current objectives do not
justify; and (iii) raising VAT on services supplied digitally, and not on the same services
which could also be supplied naimitally, could raise concerns from the perspective of the
principle of fiscal neutraliy. Further, it must be borne in mind that a higher VAT rate would
have a very limited impact on busindesbusiness transactions, due to the deduction of input
VAT to which thevast majority of businesses are entitled. Finally, raising VAT rates would
seem to run counter to the proposal on VAT rates of 18.1°20#8ch is intended to give
more freedom to Member States to set VAT rates.

A transaction tax on those digital serviceghat are remunerated by users through the
provision of data is also discarded, as its implementation would be too difficulThe tax

would be levied earbpn in the value creation process on the provision of a digital service (for
example, performing a wesearch) remunerated by users through the provision of data. In the
absence of a monetary compensation for the digital service, the tax would have to be levied on
a deemed turnover or profit on the barter transaction: provision of data for accessital a dig
service®® Therefore a deemed monetary value would have to be attributed to data
transactions, which is not realistic to implement within a short period of time. Moreover, as
the Commission Expert Group on the taxation of digital economy (2014) points
gathering of data 'per se', should not constitute a taxable evembay constitute internal
know-how of the company and never be transferred. If on the other hand, the data is
transferred and monetised at a later stage, it would be taxed twice.

Although a tax on profits may be theoretically more efficient, it does not present a
realistic option for an interim solution, largely due to its interference with double tax
conventions.A new tax on profitsvithin the existing international corporate taarhework
would faceexactlythe same limitations that are at the root of the problana model with
perfect tax enforcement the optimal tax base is pure p(pfeserving production efficiency),
whereas, een at a low rate, revenue taxes can be inefficas they apply multiple times over

the supply chain and distort input prices (‘cascading effect’). However, if profit taxes are
difficult to enforce accepting some degree of cascading could improve outcontbe, lass

of production efficiency coulde more than compensated for by the increase in revenue
collectionasthe broader turnover base is harder to circumvardaddition,levying a specific

% Council Directive 2006/112/EC of 28ovember 2006 (Ol 347, 11.12.2006, fi.).

®1 See, among others, CJEU judgment of 3 M@§12 Commission v France;481/98, EU:C:2001:237,

paragraphs 21 and 22.

2 COM(2018) 20 final

% Such a tax could be potentially interesting as it could address some negative externalities arising from the
exploitation of personal data (Bloch and Demange 2018)
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tax on profits derived from digital services is complex. It requires determining the
correspondingosts incurred in relation to the digital service as companies in most cases earn
also other revenues (not falling under the scope of the new tax).

In its conclusions from 5 December 2017, the ECOFIN Council has invited the
Commission to also assess tempay measures, mentioning explicitly a levy based on
revenues from digital activitiesin the EU that would remain outside the scope of double

tax conventions®® Given this increased focus on revenue taxation, the options examined here
also revolve around viants of such a tax. The various options examined mainly vary in terms
of their scope (type of company and type of services covered), their threshold and their
applicable rate.

Possible design options of a revenue tax on digital services

To comply with the existing legal framework, the tax would need to apply to resident

and nonresident companies alike, as well as to domestic and cressrder transactions.

The equal treatment of residents and -nesidents is needed to comply with the free
movement of seges case law of the Court of Justice which found that it is discriminatory to

a apply a specific tax to neesidents, if the comparable activity or income of resident
taxpayers is not taxed by an analogous tax (with a similar rate and based on aasirbiese

T see Joined Cases324/13 and €367/13 Blanco and Fabrettin addition, the fundamental
freedoms, namely Articles 49 and 56 TFEU as interpreted by the European Court of Justice,
require that crosborder activities are subject to the samettaatment than domestic ones.

See also Schoén (2017) for a similar analysis and conclusion.

Moreover, alleviating double taxation by crediting corporate tax already paid against

the new tax or vice versa is not a feasible optioiCrediting would involve dedkcting one

tax against the takability of another tax, thereby potentially fully compensating for the tax
paid. First, crediting the new tax (an indirect tax) against corporate income tax (a direct tax)
or vice versa would compromise the legal naturett tax and impact double tax
conventions. Secondhe possibility to credit corporate income tax (or against corporate
income tax) would in practice only be feasible if a company is established or has an existing
permanent establishment in a Member Statas result only those businesses not established

in a Member State, or without a permanent establishment in that Member State, would be
taxed for their digital services in that Member State, the new tax could be seee &sct
restriction on the fredom to provide services within the EUM addition to these legal
considerations, crediting corporate income tax would also be difficult from a practical
perspective. It would require determining the share of corporate tax paid that relates to the
taxablerevenues from the digital service. A feasible option is to allow the deduction of the
revenue tax against the corporatetiage an option examined in section 9.3.

® The Council'INVITES the Commission in responding to the challenges of taxation of puffithe digital

economy to take into account paragraphs 13 to 20 of the present conclusions, and however, TAKING NOTE of
the interest of many Member States for temporary measures, such as for example an equalisation levy based on
revenues from digital aeities in the EU that would remain outside the scope of double tax conventions
concluded by Member States, CONSIDERS that these measures could also be assessed by the Commission;"
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All other design options are less cleacut and each 'designdimension’ comes with at

leag two main options to choose from.To keep the exposition in this impact assessment
tractable, the assessment within one option dimension is treated largely independent from
choices in the other dimensions, unless there is a directionpast. For exampl, to assess
different options for the tax rate, the expected revenue collected from the tax plays a role,
which in turn depends on other choices such as the scope of the tax and the threshold applied.

1.19.1 Options for the material scope (which services aveicm)

Three main options for the material scope of the tax are being examined, which differ in
the degree to which they capture user contribution to the creation of the digital service.

Broad scopé A first option would be to apply the tax to digital services from all business
models as described in section 2.1.4, irrespective of the degree of user contribution. This
would include services provided by marketplaces/intermediary platforms, by mesines
employing the social media and advertising model and by digital platforms granting access to
content/solutions

Narrow scopd Another option would be to apply the tax narrowly to those business models
where the user contribution plays a central role in the sense that the service would not exist if
the user did not contribute to it (e.g. the advertising model and marketpieeesédiary
platforms).

Mixed scope A third variant would be to levy the tax on a broader scope than the narrow one
by adding other services where user contribution is significant but maybe not essential (e.g.
including also some of digital content/stbn services). This would require an analysis of the
nature and degree of user contributions for varamiwities

1.19.2 Options for the application of a revenue threshold

One option is to have no threshold and apply the tax to all companies with relemxaces.

Alternatively, the tax could be applied only to companies that exceed certain revenue
thresholds.

Moreover, thresholds could be defined on a worldwide basis, at EU, or at Member State level
and could either be defined in terms of overall ressnof a company (irrespective of the
service generating the revenue) or in terms of revenues from the provision of digital services.

1.19.3 Options for the tax rate

Given that it would be applied on turnover and not on profit, a low rate is warranted. Hence,
options for a tax rate varying between 1% and 5% of the revenues from the relevant services
will be examined.

1.19.4 Options for the allocation of the tax

Where the users involved in digital services are located in different Member States, the
revenues resultingdm the supply of the services could either be allocated to each Member

58



Statewhere the users are locatedirrespective of whether such users have paid for the
service they received, or solely to the Member States\vbere a payment has been made

If tax base is allocated according to where users are located, the revenues resulting from the
supply of services consisting in the placing of targeted online advertising to users would be
taxed in the Member State where the users are located (i.e. the Meatlesrdbthe viewer).

And the revenues resulting from the supply of services consisting in the making available of
online platforms where users can interact would be taxed in the Member State where such
users are located.

1.19.5 Options to relieve double taxation

The new tax could or could not be deducted against corporate income tax paid to alleviate
potential cases of double taxation.

1.19.6 Options for the collection of the tax

The payment of the tax can be made by the company conducting the digital service (based on
aggregate gross revenues from the relevant services) usingdadalfation system. For non
resident companies, this could be administered via aSdo@ Shop. Alternatively, the tax

could be levied as withholding tax paid by the customers or intermexliavolved (based on
individual digital transactions).

Table (7) Summary table of the description of main option dimensions for the interim
solution

1. Services 2. Revenue 3. 4. 5. Double 6. Collection of the
covered threshold(s) Rate Allocation tax relief tax

of tax
Broad application, No threshold 1% Based onthe No deduction Tax withheld by customers
revenues from distribution of  from the or intermediaries, based o
social users. corporate individual digital
media/advertising income tax transaction
model, base.

intermediary
platforms and

digital

content/solutions

Narrow Application of a 3% Based on the Deduction Tax paid by companies on

application, i.e. general revenue distribution of  from the aggregate gross revenues

limited to social threshold Y/N revenue. corporate from the relevant services

media/advertising  and level income tax using a sekldeclaration

model and base. system. For nomesident

intermediary companies, possible

platforms administration
administered via a opgop
shop

Mixed application  Application ofa 5%

which includes specific

social threshold on

media/advertising  revenues from

model, relevant digital

intermediary services Y/N
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platforms and and level
some of digital
content/solution

services

Source:European Commission own analysis

1.20 What are the impacts of interim policy options?

Under this section, the interim solution options will be assessed separately on the various
dimensions for which a decision needs to be taken.

1.20.1 No action on an interim solutio

It is fair to expect that the servicebased economy and especially the digital economy will
continue to develop The rapid pace, at which this has happened in the recent past, suggests
that this development will also be relevant in the shorter term, making the challenges related
to the taxation of digital business models more acute. Based on forecasts by Statista on
developments of revenues in different digital markets, one can expect annual growth rates
between 6% and 17% for digital markets such as online advertisement, digital media or online
travel®® Section 5.1 provides a more detailed discussion.

As Member States and the public wish to see that all type of companies contribute
equally to public budgets, the pressure to act at national level will increasBlot offering

any interim solution is therefore likely to result in more unilateral national meastgestrig

by and large the digital econonmyo far only a few specific tax measures are in place or are
concretely planned in certain Member Stats=e Table 6 in section 9,1lbut the trend has

been increasing (Figure (4)). Moreover, these measures heg diferent in terms of their
scope and rational@.he European Council observed in its conclusions Blebember that

"the speed at which the economy is digitalising and the absence of international consensus on
the modernisation of the rules of distitibn of taxing rights gives rise to unilateral actions,
leading to an increase of double taxation disputes between Member States and thereby
undermining the Internal Mark&tThis is also a risk that respondents to the open public
consultations see. Motlean 80% of the 462 respondents agree (or even strongly agree) that
the "current situation could push some Member States toward adopting uncoordinated
measures that would lead to the fragmentation of the Single market". Only 6% disagree with
this statement

With an increasing number of unilateral measures, competitive distortions, compliance
burden and double taxation disputes increase, while it gets more difficult to harmonise

the variety of taxes or agree on comprehensive solutions in the futur@s a sgnificant
number of digital companies are active in more than one jurisdiction, distortions of
competition and of the single market can ocdimrese relate to potential instances of double
taxation (if two Member States levy, for example, an indirecotathe same specific digital

%5 Statista Digital Economy Outlook 2017.
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services) or double netaxation (if neither of two Member States taxes such specific digital
services). Double taxation could occur, for example, if both countries tax online
advertisement services, but use different prinsig®untry A levies the tax if the company
placing interim online advertising to usergeasident there and country B levies the tax if the
companies advertising their products in country A are resident in country B). These situations
are likely to increse double taxation disputes between Member States. They would
furthermore most likely remain unresolved because existing international dispute resolution
rules do not cover these cases.

Figure (4): Development of number of new measures targeting businessa the digital
economy in the EU28
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Source: European Commission services analysis (see Table (6))

1.20.2 Material scope (which activities are covered)

Which activities could be subject to a new tax on revenues derived from digital activities

Is a central question Activities involving the supply of physical goods are excluded from the
scope of the comprehensive solution and as the interim solutions serves as a proxy measure,
the same applies here as well (see section 6.1). Again, this does not mean that platforms
charging fes for facilitating the trade of physical goods are excluded. These platforms charge
fees for a digital service.

A key principle to respect when addressing challenges in taxing the digital economy is

the taxation of profits where the value is createdAlthough to different degrees, this
rationale holds for both a comprehensive solution and an interim solution. Section 2.1
evidenced the complex nature of value creation in the digital economy. The value creation is
the result of acombination of several faat® that are mainly technology (such as an
algorithm), knowledge and user contribution
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The interim solution is meant to be a good and simple interim proxy to deal with the

most extreme cases of mismatches between the location of taxation and value creatio

Since the tax would be based on gross revenues and needs to be simple, it cannot be tailored
towards different degrees and types of user contribution. Allocating the revenue tax base
across jurisdictions needs to be based on simple rules, which inmaltesther components of

value creation are difficult to take into account.

The interim solution would thus fully weigh on one factor of value creatiori the one
currently disregarded in profit allocation rules, which is related to user contribution.As

a result, central to the definition of the scope, is the role of users in the value creation for
digital business models. In other words, all digital services should be covered for which the
users play a central role in the value creatidriest to deternmie whether a certain service

falls within the scope could be that in absence of user generated content and of user
participation, the digital service would not exist in its current fofable 8 summarises a
gualitative assessment of the relevance of-based features for the business models
identified in section 2.1, except for telecoms and software and for online retailers as far as the
supply of physical goods is concerned.

Table (8): Qualitative assessment of users' role in the value creation in da& business
models

Revenue USER-BASED FEATURES

model

Business Model

Network
effects

Big Data Relevance

1 Marketplace / Intermediaries

Subscription or

Reliance;, , ,

Sales/transmissio advertisers)
n of data

transactiorbased Source: user behaviour on
fees paid to platform, reviews (both sides).
platforms Use: matching, reputation/trust
building
2 Advertising model Sales of s Reliance;, , ,
advertisement (including from  Source: user behaviour on
space; users to platform, websites

Use: targeted advertising

3 Digital content/solutions:
i) media/content
il) gaming

i) electronic payment

v) other digital solutions /
software

iv) cloud computing services

Payperuse,
subscription or
transactiorbased
fees.

Reliance;, ,

This category covers many
services with a wide range of us
of consumer data in the value
creation

Source: from customers'
behaviour to generation of
content

Use: improve quality of service,
pricing or sales policy,
development of new products

Source: European Commission services

Legend:, Moderate

L)

Strong;, , , Very Strong
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Note: Network effects occur when the size of the overall network increases users' satisfaction. It encompasses
both direct and indirect effects.
The distant sales modelf®@mmerce is not in the scope of the interim solution.

All the above business models rely on users to create value, although to a varying extent
User data can be used to support the distribution side of the business by defiesqg s
marketing and pricing policies. An example would be online retailers or digital media
providers analysing consumer preferences to display their products in a more targeted way.
But user data can also be used to improve consumer experience, dexelppoducts or sell

user information to third parties. The participation of users can be passive (for example, by
providing information by clicking on links or doing online search) or more active (for
example, ensuring the quality control through ratimgreviews, by sharing a playlist or
creating online content by sharing knowledge, codes or videos, by entering/sharing their
information and preferences, which allows matchings them with specific other users, on a
platform). Where the market value of asmess increases with the size of the user network
(through 'network effects'), users have an additional role in the value creation, either passively
merely by joining the user base, or more actively, for example by inviting new users.

Business models wich generate revenues from selling advertisement space or selling

user data as well as intermediary platforms heavily rely on user participation to their
network. Indeed, such business models would not exist without user contributions. In the
case of onlie advertising, for example by social media and search engines, the revenue is
entirely based on the exploitation of detailed granular knowledge about user preferences and
characteristics (including location), either through the offering of in most casesfiective
targeted advertisements or through the outright sale of this information to third parties. The
relevant knowledge is generated through the analysis of the user online actions (e.g. web
browsing, content creation), collected and analysed wgtlaldta methodologies.

Strong network effects help to buildup a very large user base, which is a preondition

for both big data analysis and for general company profitabilitygiven the low profit per-

user and the very high fixed costsln some cases, @i contribute also to the creation of the
service in exchange of advertising (e.g. online content for social media). In the case of
marketplaces, building trust between the buyers and the sellers is essential for the existence of
the market itself. The lld-up of trust is usually attained through a mechanism of user
reviews, which is a form of user creation of content. In the absence of a trust mechanism,
transaction costs would be too high for purchases to happsgnificant scale, required for

big daa analysis, is also very relevant for obtaining a better match between sellers and buyers,
thereby improving the servicevhich in turn helps attracting new users.

The nature and degree of user contributions vary considerably across and within
different digital content/solution servicesThe latter can be further broken down as follows:

digital media/content
gaming

electronic payments
cloud computing

= =4 =4 -4
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9 other solutions

For most of these sukcategories,user-generated content and user participation is not
central to value creation, although there aresignificant variations from one service to
another and acrosscompanies. Gaming is a clear example. Users can play against a
computer. But they can also play against each other (hence the importance of thi&)netwo
and even create new features of the game. Similarly, looking at cloud computing services,
which generally rely only to a limited extent on user participation, there are cases in which
companies rely on users to extend their scale (e.g. by offering feg& space to a user in
exchange of inviting potential new user to join the network or to share some content). E
payment may involve intermediary platforms but in such cases, the digital service offers a
solution that allows two or several users thatadready in contact to finalise a transaction. In
such case, thegayment platform does not require user data to enable them to find each other
and meet on the platform.

Pinning down the level of user contribution for each suizategory and company would
require a caseby-case assessment based on a solid methodology, which would add
complexity to the new tax.However,the more complex the composition of services subject

to the new tax is, the higher is the risk that companies plan around it by putfuhacen
arrangements to avoid paying the tax. Capturing a large variety of different services in legal
text is difficult. It may even require a detailed definition of criteria and/or a nomenclature to
assess whether a company falls under the scope. Thisiinrplies increased administration

and compliance costs, including elevated risks for disputes. Such complexity would be likely
with the mixed scope, but to some extent also for the broad scope, for which exemptions
would likely be necessarffor exampleexcluding the sale of softwareYloreover, in the
absence of solid methodologthe tax risks also capturing services for which the user
contribution is rather limited. Hence it would not be a good proxy for the comprehensive
solution and therefore notc@herent measure.

The narrow scope has the lowest risk of taxing too heavily services that play a key role

for the development of the digital single marketFor example, a number of digital solutions
and cloud services, but also Information a@dmmunication Technology services are
important in the busineds-business segment that helps both younger, more innovative
companies to develop, but also more traditional companies to benefit from digitalisation of
their processes. It would also avoi@ tthouble taxation of digital content that could already be
subject to a specific levy (e.g. audisual media services as envisaged in the review of the
Audio-visual Media Services Directive, which are already subject to a tax in a number of
Member States

In terms of potential revenue impact there is little reason to include or exclude certain
services.Sections 9.3.3: 9.3.5 discuss the revenue potential of the measure for different
assumptions on the scope. Overall, the tax revenue potential is limited in the short term, the
key advantage of the interim measure rather lying in the prevention of acomshg of
unilateral measures.
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To improve fair taxation, it is important that the interim solution has a clear and strong
rationale for attributing tax base across jurisdictions If the tax is allocated based on a
fairly simple allocation key that capt@wemainly user contributions, the best and fairest
outcome can be expected with the narrow scope or a very well targeted (and functioning)
mixed scope. Attributing revenues based on user contributions which rely heavily on other
types of input would not redt in a fair allocation of the tax and could overall hurt the fairness

of the system.

Both the narrow scope as well as a (selective) mixed scope would improve the level
playing field compared to the baseline scenariolhe key improvement would happen by
preventing further fragmentations of the single market. Irrespective of the option chosen for
the material scope, it can be expected that a new harmonised tax on revenues from digital
services would largely stop the trend towards additional unilateralumesagiowever, a too

broad scope could at the same time risk putting an extra burden on services which today's tax
system already captures more satisfactorily as user contributions play a more limited role. For
example, online platforms offering digital ment will often target this content based on an
analysis of user data, but they may also use very substantial 'traditional' inputs to create
content (for example, producing a movie) or tailor their services requiring local staff (for
example, digital busiessto-business solutions).

Table (9): Summary of assessment on the material scope

Broad scopei all Mixed scope Narrow scope
services

Improving fairness

Improving the level-playing
field + ++ ++

Economic impacts (revenue

potential, impact on - + ++
digitalisation, distortions

caused)

Administrative and
compliance burden (including + - ++
ease of implementation)

Coherence (notably with
comprehensive solution) - + 4+

Source: European Commissiown analysis

Notes: The assessment is done against the baseline scenario. The number of 'plusses' signify the degree of
improvement compared to the baseline scenario. The number of 'minuses' signify the degree of worsening
compared to the baseline scemari

Summing up, a (selective) mixed or narrow scope would be the most effective scope
options to improve fairness and the level playing field in the interim periodAt the same

time, the narrow scope is also expected to have the best economic impact, notably as it
minimises additional distortions, while still having broadly the same revenue potential as the
mixed scope. Due to its simpler nature and clear link watlr gontributions, a narrow scope

65



is also the option that is expected to have the best impact on the compliance and
administrative burden while being coherent with the comprehensive solution.

A tax on revenues from certain digital services (for example, im the sales of online
advertising) received a larger support from respondents to the public consultatioand
Member States consultation than a tax on revenues generated from all digital services
although the difference is not large (see summary in Anp& 2

1.20.3 Application of a revenue threshold

Revenue threshold Yes/No

There are good reasons to apply some form of revenue threshol@ihe first important
reason is that larger companies are more easily able to engage in aggressive tax planning,
which was alsamone rationale for the CCCTB threshold and the threshold for cobwgtry
country reporting (of EUR 750 millior). A second very important reason is that a certain
scale is necessary for companies to benefit from user contributions and network effects. This
Is also why younger and smaller companies with innovative business models often go through
a phase of building their user base, and would be less able to compete with the large
marketplayers, who are relatively less impacted by the tax. These companasoansre

often lossmaking and could be particularly hit by a tax on gross revenue. In particular for the
two business models covered in the preferred material scope of the tax, advertising and
marketplaces/intermediaries, there are strong witalersmaost dynamics. Benefitting from
strong (direct and indirect) network effects, large market players have had a tendency to buy
smaller competitors. Ultimately, this can hurt innovation and make for less dynamic
development§® Third, the turnover threshold wisliserve to ensure an acceptable cost
benefit ratio for the sake of proportionality of the measure. It would capture the most
problematic situations in the interim period, keeping the measure simple with an acceptable
costbenefit ratio.

Revenuehresholdon all revenue or only revenue from relevant digital services

A global turnover threshold on all revenue would make it easier for companies to
determine whether they need to pay the taxSince companies may not already record
separately revenues from tlkervices falling under the material scope of the new tax, and
certainly smaller companies might not generally do so, a threshold on general turnover would
greatly limit the extra burden imposed on companies and provide important legal certainty.

% 54% of the respondents to thebfia consultation and 10 Member States that responded to the targeted
consultation believe that a tax on the revenues from certain digital services would solve the current problems to a
great extent or somehow as compared to 46% of respondents and 8 Nitateéeifor the tax on revenues from

digital services in a broader scope.

®" See section 5.2 of SWD(2016) 341 final.

% See discussions on this point in UNCTAD (2017c, pages 12 and 81) and evidence on the rise of 'superstar
firms', including in the digitasector, in Autor et al. (2017T.he latter paper shows, by exploiting US firm level

data, that if globalisation or technological changes advantage the most productive firms, industries become
increasingly dominated by superstar firms with high profitsatav share of labour.
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At the same time, it seems unreasonable to impose a tax on a company above the general
threshold, which has only minor relevant digital services in the EUFor example, a large
retailer might earn advertising revenues by placing online ads on its website for yptcaie t
complements to its own goods but sold by a-associated company. But if so, it may still

not be worth including the revenues as long as they are relatively minor given the extra
burden on companies and tax administrations this entails.

As a resut, there are good reasons to operate both types of thresholds, each with their

own rationale. The global turnover threshold would serve as a first, easily applicable filter to
safely exclude, and provide legal certainty, for companies below the thre$heldpecific
threshold on turnover from relevant digital services would serve to exclude cases that are
relatively small and where the benefit of taxing them, might not be justify the extra effort
required by tax administrations or the companies. In aofgitit would serve to exclude
companies in more traditional sectors that have started to become more digitalised and may
have relevant digital services revenues that still play a relatively minor part in their business
operations.

1.20.4 Level of the thresholds

a. General turnover threshold

There are a number of relevant considerations for determining the level of the general
turnover threshold. First, one should consider the additional burden imposed on companies.
Second, the impact on tax revenue is a relevidntd, the threshold should be such that the
aim of preserving the single market in the interim period and improving the level playing field
is well served. This should take into account that only companies of a certain scale provide
digital services for whicluser contributions play a central role. Lastly, in setting the threshold
one should be mindful of not hurting tdevelopment of the digital single market in the EU.
Except for the second item, all of these considerations point to a rather high thréshajd,

it gives little guidance for the precise &v

A high threshold would allow concentrating more on firms with dominant market
positions (see section 2.1.3 (d) on winAmkesmost dynamics)Most of digital platforms

tend to privilege fast growth dnreinvest available funds, including those from separate
business segments, to build a sizeable users Wwhd, in the long term, will make the
company profitable. Indeed, to survive, such business models need to build a large user base
in the first phae of their life. Adopting a high threshold would allow preserving investment
and growth dynamics in digital markets. In addition, a global turnover threshold of EUR 750
million would also be coherent with other proposals such as the CCCTB or the public
country-by country reporting. The last feature is expected to contribute to a higher degree of
compliance since companies beyond this threshold have detailed reporting obligations also on
services in third countries.

Reliable data showing the full distribution of annual turnover by digital economy
companies is not available, but some inference can be taken from general filevel data
(not specific to the digital economy). Table (10) shows that for the general economy in the EU

67



some twethirds of turnover isaptured by applying a revenue threshold of EUR 750 million.
The data suggests that reducing the threshold to EUR 500 million could more than double the
number of companies affected, with only about 7% increase in revenues. Reducing the
turnover thresholdo EUR 50 million could more than triple the number of companies
affected, while increasing revenues by about 25%. Data provided in the last column of Table
12 also shows that the variation in the share of entities with EU or third country global
ultimate owner is reasonably small. On the other hand, when moving from the 500 million
threshold to 50 million, the share of purely domestic groups (with subsidiaries in only one
Member State) increases considerably, more than doubling from 24.5% to 51%.

Table (10): Trade-off between potential revenue and number of companies

Consolidated Share of Corresponding | Share of groups Share of entities
turnover entities in the share of active only with global
EU turnover domestically  ultimate owner
compared to located in the
total number of EU-28
groups in this
bracket®®
<= 92.8% 19.9% 95.2% 88.0%
EUR 50 million
> EUR 50 million 7.2% 81.1% 51.0% 79.6%
> EUR 500 million 4.8% 68.6% 24.5% 78.4%
> EUR 750million 2.0% 64.2% 19.2% 74.2%

Source: Adaptation of table 8 in the Impact Assessment accompanying the proposal for a Council Directive on Common
Corporate Tax Base and a Common Consolidated Corporate Tax Base (SWD (2016)341) lBsegbonvan Dijk Orbis

data. In the CCCTB impact assessmém, share of groups was reported in column 1. Here we report the share of entities,
which is more relevant for the purpose of this impact assessment.

b. Specific turnover threshold

A complementary specific threshold set at EU level on the annual reversidrom the
provision of taxable digital services could further limit the application to the most
significant cases.The main argument for such a complementary threshold is that it would
limit the application of the tax to cases where there is a signifieaek of revenues derived
from a digital service (‘the digital footprint') carried out in the EU.

In addition, the specific threshold could serve to target more effectively the most
relevant casesAs explained in section 2.2.1, there is only a diffiguti tax profits or issues

of corporate tax avoidance if a company is active in several jurisdictions (in the sense that its
users are located in several jurisdiction8ased on the data presented in Table 10, and in
principle for all thegenerakturnove thresholds considered here, there still remains a sizeable

% This ratio has been computed for groups that have their global ultimate owner (GUO) in the EU. In other
words, groups active in the EU but with GUO outside the EU are not reflected in this ratio. This ratio therefore
gives an uppeestimate of the share of purely domestic groups.
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share of purely domestic groups captured by the measure. For large companies (exceeding the
general revenue threshold) with significant revenues from online advertising and
marketplaces/intermeaty services it can reasonably be expected that they would not be
purely domestic. This becomes even less likely if we apply a sizeable specific revenue
threshold. A minimum bound could be EUR 10 million for the EU as a whole

At the sametime, for the tax not to be discriminatory, the specific revenue threshold

should notbe designed in a way that effectively excludes EU companids other words,

very high revenue thresholds that would restrict the application of the new tax only to foreign
business wold not be allowed from a legal perspectiBased on the data presented in Table

10, it seems safe to conclude that for all the general revenue thresholds considered here, a
sizeable share of EU entities would be captured by the measure. However, tii@tdiggest

global companies with sizeable revenues from the relevant digital services suggests that a
specific threshold above EUR 50 million could risk af@eto discrimination. From the subset

of 112 companies examined in this impact assessmenthissatquarter would have their

main businessactivity falling under the scope of the new tax and have revenues in the EU
exceeding EUR 50 million. Generally, the determination of the specific revenue threshold
within the range of EUR 180 million should blance the risk of discrimination against the

risk of damaging digitalisation of the EU economy.

1.20.5 Tax rate

The tax would need to be levied at a single rate€Compatibility with the freedom of
establishment and free movement of services call for the taxlevied at a single rate to not
contradict the case law of the Court of Justice of the European Union (CJEWidevs
Sport?) that declared steeply progressive tax rates contrary to the freedom of establishment.

Two angles are particularly important in assessing different tax rate options: 1) the tax
revenue potential and 2) the level of additional tax imposed on companies.

Tax revenue potential

Both a top-down and a bottom-up estimation of expected tax revenue conclude that the
expected additionalrevenue collected from the tax would be rather moderate, but with
significant growth potential over the next yearsTable (11) summarises tajpwn revenue
estimates for different tax rates. Underlying these estimates are data (and forecasts) from
Statistaon revenue earned from different type of digital services in theABldgx 8provides

the full details on the methodology). The forecasts for 2019 have been used for the estimates.
For a tax of 1% on digital advertising services and services provided bge on
marketplaces/intermediaries applied to companies with a global consolidated turnover of
more than EUR 750 million, the expecigasstax revenue is about EUR 1.6 billion, or about
0.4% of current corporate income tax revenue. If one assumed dddyaifithe revenue tax

from the local corporate tax base at the EU average corporate tax rate, these estimates would

"0 CJEU, judgment of 5 February 20Hervis Sport C-385/12,ECLI:EU:C:2014:47.
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reduce to a net figure of EUR 1.2 billion. This corresponds to an increase in total corporate
income tax revenue of 0.3%. Three times agmmis collected if the tax rate is 3% and five
times as much at a tax rate of 5%. If one factors in annual growth rates between 6% and 17%
(see section 9.3.1), one could expect these figures to grow-86§%2®ver the next 3 years.

The top-down estimatesare overall broadly consistent withthe more elaborate bottom

up estimates; the latter however indicate that the toglown estimate for advertising is

likely too low. These latter estimates are done on a sample of 112 companies, which almost
all have globhturnover above US $ 1 billion (around EUR 0.8 billion) and have publicly
available financial accounts. They are classified in five separate categories (more detail on the
methodology is provided in Annex 4). A major difference to the top down estirsates ithe
revenue of these companies was allocated to EU Member States based on web traffic statistics
from the web domains operated by each company. This is a major improvement of the
estimation since it would mirror a tax on revenues allocated acnosgigtions according to

some statistic on user contributions. Overall this alternative methodology results in an
estimate of about one third of the top down estimate (table (12) below). Given that this
estimate is done only on a subsample the lower valaet surprising. For advertisement the
bottomup estimate shows that the tdpwn approach might underestimate potential
revenues. For marketplaces/intermediaries, thedtopn results might be on the high side,
considering that the estimate from thetbotup approach is 8 times higher. However, this
might be explained by the botteap estimates are only based on the largest companies whose
major business activity is based on advertising or being a marketplace/intermediary. It thus
ignores the mixed busess models that many companies have.

There is a certain tradeoff between thresholds and the revenue potential, buthe

precise threshold, as long as it is high enough to safely exclude stags, is not very
relevant. Using turnover data from the ORBISatd base from all companies (that is,
irrespective of the type of business) indicates that reducing the turnover threshold to EUR 500
million would increase the revenue estimates by about 7%, but more than double the number
of companies (entities) affecté@able (10) above A reduction in the turnover threshold to

EUR 50 million would increase revenue by about 25% and affect more than three times as
many companies than under the EUR 750 million threshold. Given the fairly small revenue
expected overallpwer thresholds have a very limited added value.

Table (11): Top down revenue estimates for a tax on gross revenue for the 28

in EUR % of CIT
billion revenue
Tax 1% Advertising 0.3 0.1%
rate
Marketplace/intermediaries 1.3 0.3%
Cloud services* 0.3 0.1%

"L Base year for the estimates is 2019. Without the UK all estimates would decrease by about 30%, but this high
figure might 2 related to the underlying data being allocated to jurisdictions according to either where the
company providing the service is located or where the revenue payment originates from.
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Digital media* 0.1 0.03%
3% Advertising 0.8 0.2%
Marketplace/intermediaries 3.9 0.9%
Cloud services* 0.9 0.2%
Digital media* 0.4 0.1%
5% Advertising 1.3 0.3%
Marketplace/intermediaries 6.5 1.6%
Cloud services* 1.4 0.4%
Digital media* 0.6 0.2%

Source: European Commission, own computations based on data from SBatietay van Dijk Orbis database

the Ameco database and Taxation Trends, 2017 edition. Notes: Estimates are based on a global revenue
threshold of EUR 750 million and on corporate income tax collected {2&Ild 2015 of 2.5% of GDP.

Note: Cloud services and digital media are not wittiie scope.

Table (12): Bottomup revenue estimates for a tax on revenue from digital services (in
EUR billion).

Tax rate 1% 3% 5% |
Advertising 0.4 1.1 1.8
Marketplace/intermediary 0.2 0.5 0.8
Digital content 1.0 3.1 5.2

Source: European Commission, own computations based on data from UNCTAD (2017b), SimilarWeb and
Bureauvan Dijk Orbis database Notes: Estimates are based on a set of 112 global multinational companies,
including the top 100 digital MNEs identified in UNCTAD (2017b) that all earned revenue of more than $ 1
billion in 2015.

Level of additional tax imposech@ompanies

Since costs are not taken into account, the corresponding tax on profits implied by the

tax on revenue, even at a low rate, could be substantifdr individual companies. For
example, a company that has EUR 100 of gross revenue and EUR &3lott{dle) costs,

has amarkup of 15% If it pays a tax on gross revenue of 2%, it has to pay EUR 2 in
revenue tax, which corresponds to a profit tax of 2/15 = 13%. If tax on revenues from digital
services is deductible from the corporate tax basentpéed profit tax rate reduces to about
10%."°

The rate should be decided taking into account both the amount of revenue generated
from the tax and possible distortions from a business perspectiv&ince the revenue

2 A mark-up of 15% corresponds to the median we observe for a selet2driarge companies with relevant
digital activities.
3 Based on the average EU statutory corporate income tax rate of 23%.
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potential of a tax on revenues from dait advertising and from offering
marketplace/intermediary services is in any case rather limited, imposing the tax with a high
tax rate that might considerably hurt companies with lower profitability does not seem
justified. Also, considering the fact thatediting of the tax would not be possible and that in
some cases it may therefore lead to tax being paid in addition to corporate tax, the tax rate
should not exceed 3%. On the other hand going below 1% would not justify (in terms of tax
revenue gainedje additional burden of introducing a new tax.

1.20.6 Allocation of the tax

By allocating the tax according to the revenue earned in a jurisdiction, the tax would in

many cases not capture well the local user contributionThe rationale for the interim
solutionis to be a good and simple interim proxy to deal with the most extreme cases where
uses contribute a very significant share of the value. Revenues from selling online
advertising space will often not be earned in the jurisdiction where the user is located. For
example, company A located in country X might buy advertising space from corBpany
whose users are mostly located in B. In this case, an allocation of revenue according to the
origin of the payment would attribute all revenue to country A, which is not where the users
are located. A similar, though more complex, issue arises whersufydy of services
consists in the making available of a musigled electronic interface such as a marketplace,
platform, portal or similar means to users, which allow users to find other users and to interact
with them. Typically, users of both or aldsis of the market are located in different Member
States. But often muigided platforms apply reduced or no fees on the side of the network
that is less developed or more elastic, but necessary for the company to run its activity (and
where they want tgrow or maintain a large user base). Allocating revenues solely to the
Member States from where a payment has been made would be rather straightforward and
easily trackable both for companies and tax administration. However, it would defeat the
purpose othe solution that is to tax where the value contributed by users is created.

If using the location of the user to allocate tax base, it seems appropriate, where possible,

to take into account the nature of the service for the proxy used to allocate thexta

Where the users of a digital service are located in different Member States, a possibility is to
allocate the revenues derived from such a digital service to the Member States where the users
are located in a proportional way. Rather than using the aHlozation key for all services

(e.g. simply the number of users), it seems more appropriate to take into account the nature of
each of the digital services within the scope of the tax, so that the final allocation of taxing
rights better reflects wherbd revenues have been generated through user contributions.

For online advertising servicesin most of the cases the revenues are linked to the number of
times an advertisement is displayed on a users' device (other allocation keys could be the
number oftimes a user accesses a displayed advertisement).

Where the supply of services consists in the making available of an online platfoyrit
seems that a distinction could be made between cases involving an underlying supply of
services or goods directly tveeen the users of the platform. In such scenarios, it is usually
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the conclusion of that underlying supply the element which triggers the payment from the

users to the platform in the form of a commission (but they can usually access the platform
free of darge). Therefore, it seems that the number of users having concluded such
underlying transactions could be the allocation key to be taken into account. However, if the
revenues for the platform simply come from fees that the user have to pay in ordezds a

the platform, it seems more suitable to allocate taxing rights to a Member State according to
the number of users from that Member State with an account allowing them to access that
online platform.

1.20.7 Relief of double taxation

Allowing the deduction d the new tax as a business expense from the corporate tax base
would alleviate double taxation issuesThe new tax is an expense for a company that arises

in the course of it business. As such it is natural to allow it to be deducted from the corporate
tax base. To see how this would affect taxation, take a company with relevant digital services
that is tax resident in country A and pays all its corporate tax there. The user base of the
company is spread evenly across countries A, B and C. After the raw itdroduced, the
company pays the new tax on its revenues from digital services in Member States A, B and C.
By making the tax deductible from the corporate tax base in A, the corporate tax liability in A
is reduced.

In the absence of the possibility ¢redit the new tax against corporate income tax paid on the
same revenue (or vice versa, see section 9.2.4)), allowing the deduction of the tax from the
corporate tax base would contribute to a fairer outcome overall.

There is no risk of taxing the sameservice twice under the new taxRevenue received for

a certain type of service would always be accounted for only once. In the theoretically
conceivable case that a revenue stream could be associated to, for example, an online
advertising service and amlme marketplace service, one should take precedent over the
other to ensure that the same revenue cannot be taxed twice.

1.20.8 Collection of the tax

Withholding the tax on payments

Withholding the tax when a payment is issued may appear straightforward and the
calculation relatively easy (Brauner and Pistone, 2017), but there are several
shortcomings linked to this option First, when the user of a service is not the payer of the
transactiorf the collection is not feasible. As such, withholding the tax would make it very
difficult to include business models indirectly generating revenues as in the social media and
advertising model. Another shortcoming relates to the insufficient informagth by the

" A concrete example is a situation where a social platform sells advertisement spaces to a company based in
country A, on thebasis of user data located in countryi Bhe ad targeting the users in this country B. The
location of the users will determine the allocation of the tax revenue, i.e. country B. However, in such case, the
tax would be withheld in country A. This will malkchallenging enforcing the application and collection of the

tax in particular with third countries.
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collectors. For the financial intermediarieghe collectors to be able to identify to which
transaction the tax should apply, they would need to have information on the nature of the
underlying supplies triggering the payment. This impliesrageto-high setup and recurrent

costs for the collection system. The existence of thresholds to the application of the tax will
further render complex the use of a withholding system, which is by nature based on
individual transactions. Again, the aattor does not have sufficient information whether the
company receiving the payment is above the threshold. Last but not least, the increase in peer
to-peerpaymentgwithout intermediaries, for example using bledhain technology) as well

as the use of¥irtual currenciesmay increase the possibility tescape this kind of tax.
Considering all these difficulties, Schon (2017) concludes that "the technical and procedural
difficulties for withholding taxation seem to be next to insurmountable”.

Self-declamation system

Such a system implies relatively low seip costs for both the taxpayers and the tax
administrations. It is generally familiar to businesses as it is used, with positive experiences,
for several other taxes, notably VAT and should be considase the preferred/default
solution, especially having in mind that the tax revenues collected will be relatively modest.
Businesses would have to identify and declare to the tax authorities the gross revenues
derived from its digital services for the poges of calculating the amount duéor instance

by submitting a tax return during the month following the one of the taxable seivares

pay the tax dueHowever, there are risks of une@porting, which need to be properly
addressed by the tax adnsitnation through crosshecks with information from third parties

(for example, users, statistic providers) and audits. An easy registration and payment feature
in the form of a onetopshop fornonresident taxpayers could be envisaged, especially since

a significant part of the tax revenue is expected to come from abroad.

1.20.9 Other economic impacts of a tax on revenues from digital services

Despite generally lower tax rates for revenue taxes, their distortionary effects can be
significant if the tax is collected on business purchasefs the revenue tax base is broader

than corporate income, revenue taxes generally involve lower tax rates. Hence, the change in
real production incentives and in market equilibrium prices might be small. However, if a
significant share of the revenue tax is collected on business purchases, the distortionary
effects can be substantial even under a 'broad base and low rate' tax due to cascading effects,
I.e. taxing the same items multiple times through the supply chain (Keer), 2013

Cascading issues are expected to be of a relatively minor conceFitst, because the tax
would have a fairly narrow scope and because it affects business models with a large user
base, it is relatively unlikely that several relevant transactionsazeel in a row. Only in the

case of the advertising model, where this might happen, additional safeguard might need to be
taken to reduce the likelihood of taxing more than once. In addition, cascading can be
mitigated by eliminating intrgroup / related gty transactions, that is by levying the tax only

on revenues from third parties (be it individuals or businesses).
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Levying a tax on revenues can be efficient under a number of circumstancds. the
presence of tax avoidance and evasion, the optimalds& may optimally sacrifice some
production efficiency (Emran and Stiglitz 2005; Gordon and Li 2009). Indeed, Best et al.
(2015) study the tradeff between preserving production efficiency and preventing the
corrosion of tax collection due to tax avoidarand evasion. Using administrative tax records

on corporations in Pakistan, they find that a switch from profit taxation to turnover taxation
(at a much lower tax rate) reduces evasion levels by upi @@0g@ercent of corporate income

and can increase qmrate tax revenues by 74 percent without decreasing aggregate profits
(hence representing a welfare gain). This suggests that a pure turnover tax can be better than a
profit tax in terms of social welfare. The reason is that the loss of production reffide

more than compensated for by the increase in revenue efficiency due to larger compliance.
Furthermore, in cases where variable costs are negligibke is often the case for online
platforms that rely on advertising or act as marketplaces/inteamesii marginal profits are
similar to marginal revenues. It can therefore be efficient to levy a tax on revenue as a second
best option (France Stratégie, 2015). Moreover, given that the levels of data exploitation are
often excessive, a tax on digitattivities that exploit data can improve consumer welfare
(Bloch and Demange, 2017).

There is scarce evidence on the pass effect of a new tax on turnover, but economic
theory and experiences with VAT indicate that there is no uniform answer for the
variety of digital services consideredAs a proxy, one could look into the effect of an
increase in the VAT rate on consumer prices. Economic theory suggests that ithequegs

of a VAT increase on consumer prices is influenced by several factors: competition setting,
the elasticity of denrad and other factorse(g countryspecific ones) The higher the price
elasticity of demand, the lower the degree to which a VAT rate increase can be shifted into
final consumer prices. An increase in the VAT rate would thus translate to different dagrees
higher consumepr i ces or reductions in suppliersodo p
conditions.On average, for a rather broad range of goods and services, Benedek et al. (2015)
found that only around orird of a VAT change is passed on to somer prices’ In the

case of papebased books andtooks, a Commissieardered study documented a pass

rate of onehalf, which was however considered imprecfse.

For online retail, there is some evidence that consumers purchasing online are price
sersitive and react strongly to price increased this would limit the possibility for
companies to pass additional tax onto consumer price&xisting work on internet tax
sensitivity dates back to the influential work of Goolsbee (2000). Sales taxes tHatetlg

passed onto prices of products sold online have been shown to strongly reduce demand. More
recently, Einav et al (2014), using data from eBay which accounts a8 Jdercent of

> See Benedek et al. (2015), p.h&ps://www.imf.org/external/pubs/ft/wp/2015p4/5214. pdf

% See European Commission (2012fFconomic Study on Publications on all Physical Means of Support and
Electronic Publications in the context of VAT, p. 98
(https://ec.europa.eu/taxation_customs/sites/taxation/files/docs/body/economic_study vat_on_publications_final
report.pdj. The passon rates vary also countryisei op. cit., pp. 9596.
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Internet retail commerce in the U.S., estimate that on averagappiieation of a 10 percent
sales tax reduces purchases by 15 percent among buyers who have clicked on an item.

1.20.1RAdministrative burden and compliance costs

Businesses must identify gross revenues resulting from supplying digital services and
relevant user statistics, requiring additional reporting requirements. This could require
adapting the financial reporting to split revenues issued from digital services with revenues
issued from noidigital services. The business must declare and pay the tive Menber

State that has the taxing right (for example, where the users are located). The threshold
proposed will restrict the number of businesses subject to the tax. In particular, it will have no
impact on SMEs. Since it might cover several different busimesdels even for the same
enterprise, taxpayers will have to further allocate internally revenues to various pfoxies (
example, number of active users and monetisation by user, local domain names, IP
addresse§, number of visits, number of clicks, nuetof ad displays, location of the
accommodation, transport, entertainment services proviamording to the requirements to

be laid down in the text of the EU directive. doing so, the data collected from the user
needs tdbe limited to data indicatg the Member State in which they are located, without
allowing for identification of the user, in accordance with Regulation (EU) No 2016/679 on
data protection. Whenever possible, personal data shall be rendered anonymous.

Although a quantitative estimate of thecost of collecting data is not availablethe type of
data-driven businesses subject to the new taxould in most casede able to retrieve the

data without much difficulty. The EUG6s consumer and mar keting
information obligations about the provided services, the identity of the provider, the contract
conclusion and its execution. Also, the examples of voluntary cooperation between some of
the largst platforms and the tax administrations to exchange information related to the
underlying services the platform facilitate show that the information is available and can be
processed at a limited cost (e.g. Uber with the Estonian tax authorities or Airibnimajor

cities for the tourist tax)dfondena & IHS, 2017)The draft regulation to ban unjustified geo
blocking between member states agreed by the Council in November 2016 is an additional
example that locating services is not issue and common madtioally, traffic and
engagement metrics are accessible online allowing to benchmark watsgasas of overall

visits, time on site, bounce rate and page views per visit. An exangilailarweb

Total additional tax compliance costs are expected tbe rather limited, taking into
account the fairly simple structure of the tax.A forthcoming study on tax compliance costs
estimateghat total indirect compliance costs for large enterpriaesountto about 0.1% of
turnover (KPMG and GFK, 20)8This provides an order of magnitude in perspective of the
new tax.Given that the tax would be applied on gross revenues without the possibility to

" An Internet Protocol addre$t® addrespis a numerical label assigned to each device connected to a computer
network that uses the Internet Protocol for communication (developed as ®dky £980s). While some of
these proxies can be subject to errors, manipulation or abuse {mwgensdor third parties, they still constitute a
reliable means to locate the user.
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deduct any costs, the compliance burden in percentage of turnover should be rather
substantially below the estimat®dL% of turnover.

The compliancecosts and administrative burden for nonresident taxpayers would be
slightly higher and also the assessment and collection will be more challenging compared

to resident ones The use of a onstopshop would ensureelatively low overall costs.

These costs could be further reduced by means of harmonising registration, filing, accounting,
data/record maintenance and payment requirements, for example by means of delegated acts.

For national tax administration, the interim solution has initial set up costs limited to
reporting adjustments, declaration and payment (in terms of both procedures and IT
systems) and the corresponding staff and training cost3.he recurrent costs will cover
maintenance and IT systems, stafflaontinuous traininglhe use of a one stop shop for the
preferred interim solution would lower the administrative costs for the tax administrations
and, at the same time, allow for better compliance and higher tax revenues collected from
abroad. A firstevaluation of the minone stop shop in place in EU Member States reports an
average IT cost of about EUR 2.5 million for a Member State to implement the portal. Such
estimate could be a solid basis to estimate the IT cost that a similar system wowlfd impl

Also, the administrative costs related to audiwisual levies as identified in table (6) on
unilateral measures taken by Member States could be a reliable basis to estimate further

the administrative cost. Although the material scope may differ fraime interim options,

they are levies set on revenues from certain digital activities. Parallel in the functioning and
administration may be drawn. The impact assessment of a proposal for an updated audio
visual media services directive estimated the adhtnative costs (borne both by businesses
and regulators) associated with the audgual levy set at an average rate of 2% on revenues
at an upper value of 600 thousand EUR for the entire EU (and all the &%tors).

The implementation of the tax would berelatively challenging for tax administrations in
relation to taxpayers that are not resident Tax administrations can make use of the
administrative tools available at BUor OECD? levels for both the interim and
comprehensive solutions.

8 For instance, the overall costs that businesses face when engagingsibocdes B2C eCommerce of
electronic services under the 2015 place of supply rules (but notthsingini onestopshop/MOSS) amount to
about an average of EUR 5 200 per business per each Member State they seldordesssvhich is less than
the oveall average cost for businesses engaged in cross bor@emmerce (around EUR 8 000). By
comparisonthe overall costs that businesses face when engaging in similar activities using the MOSS amount to
an average of EUR 2 200 per business per yeair-or ddails, see
https://ec.europa.eu/taxation_customs/sites/taxation/files/swd_2016_379.pdf

9 https://ec.europa.eu/taxation_customs/sites/taxation/files/swd_2016 _379.pd

8 See https://ec.europa.eu/digisihgle market/en/news/impaetssessmergccompanyingroposalupdated
audiovisualmediaservicesdirective

8 Administrative cooperation in the field of (direct) taxatierCouncil Directive 2011/16/EU and mutual
assistance in the field of recovery of claim€ouncil Directive 2010/24/EU and Commission Implementing
Regulation (EU) No 1189/2011.
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1.20.1Xoherence and atlation with the comprehensive solution

With a narrow scope that is based on the centrality of the user contribution for the
service provided, the tax would be most coherent with the comprehensive approach.
Given that the wuser contribution is so centrér online advertising and
marketplaces/intermediaries, the result of an allocation of the tax according to user location is
that the outcome of the interim tax would well approximate the outcome of the
comprehensive solution.

The new tax on digital senices would apply only until the comprehensive solution is in

place. After significant progress towards implementation of the comprehensive solution, i.e.
the Directive on digital permanent establishment and profit allocation rules, adoption of the
adaptedCCCTB and Recommendation to revise double tax treaties, the interim solution
would cease to exist. As such, there may be elements of the comprehensive solution that are
in place at the same time as the interim solution. But there is no risk of applyitgxigoat

once, as the comprehensive solution does not imply a new tax, batlacagion of corporate
taxation rights.

1.21 Preferred interim option

1.21.1 Conclusion and description of the preferred interim solution

The preferred interim solution is a Directive on a common system of a tax on certain
digital services. To ensure simplicity and coherence with the comprehensive solution, it
would be a tax with a narrow scope, levied on the gross revenues of a business resulting from
the exploitationof digital actvities characterised by user value creation, namely advertising
revenue and revenue from services provided by online marketplaces/interme@i@abesot
discriminatory, the tax would apply both to A@sident and domestic companies and both to
domesticand crossborder transactions.

To ensure proportionality of the measure, avoid hurting the digitalisation of the
economy and not be discriminatory against nosesident companies, the tax would
apply to businesses being above both of two thresholds aatl a single rate The tax
would apply to businesses being above both of two thresholds:

1. an annual worldwide total revenue above EUR 750 million, at the level of the
multinational group to which the business belong, if applicable.
2. revenue from the provision of digital services above a threshold of ELER hflllion

82 The Multilatera Convention on Mutual Administrative Assistance in Tax Matters, the OECD Model
Tax Convention Article 26 (Information Exchange) and the OECD Model Agreement on Exchange of
Information in Tax Matters.
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There would be a single rate across the EU in the reg@#b.1lt would not be feasible to
make the tax creditable, but to alleviate double taxation it should be dbtludtom the
corporate tax base.

It is not rare that companies run several business activities/services in parallel and mix
business modelsin such cases, revenues to take into account for the specific revenue
threshold and the taxable base would be &ohiio those falling under the material scope. For
example, a company X running in parallel a business segment A providing digital content in
exchange for a fee and a business segment B providing access to content for free but financed
through the sale ofdwertising space might be subject to the interim solution. Only the
revenue generated through the business segment B would be taken into consideration for the
purpose of the tax.

To align more the locations of value creation and taxation, the principléor assignng

taxing rights should also be based on the location where the user has contributed to the
value creation. Several attribution keys are possible, but essentially this will require some
sort of apportionment of revenue across jurisdictionsthasegeographical user statistics. For

the making available of musided digital platforms which act as intermediaries that facilitate
underlying transactions directly between users, the allocation of taxable revenues should be
carried out on the basi$ the place from where the users having concluded such a transaction
are. Specific rules could be envisaged depending on the type of underlying transaction
concluded in such a marketplace (e.g. accommodation services involving immovable
property, where targ rights are assigned to the jurisdiction where the property is), but the
risk of increasing the complexity of the tax by having many place of taxation rules would
need to be taken into account. For other intermediation services where revenues dhe typica
obtained through periodic payments after having registered or opened an account, it is more
appropriate to take into account the place from where the users have opened an account. As
regards the transmission of data collected about users, the alhoohtaxable revenues could

take into account the place where a user has generated the data which will be sold.

A simplification mechanism should be made available, based on thenestop-shop
model, which would be particularly important for non-residenttaxpayers.. The taxpayer

can register in the or&top-shop and declare and pay the tax due in several Member States via
one Member State.

Annex 12 provides concrete examples of how the tax would work in practice.

1.21.2 Subsidiarity, proportionality and compatity with EU law

Until the implementation of a common and coordinated action at EU level, which may

take some time to agree, Member States introduce unilateral measures to address the
challenges of taxing the digital economy companieAs it can be oberved in Table (6) of
Section 9.1, some of such measures, which can be of a very diverse nature, are already in
place. EU action is necessary in order to mitigate the fragmentation of the single market and
the creation of distortions of competition witlitre EU due to the adoption of such unilateral
actions at national level.
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The preferred option would be consistent with the principle of proportionality, that is, it

does not go beyond what is necessary to meet the objectives of the Treaties, in particula

the smooth functioning of the single marketAs follows from the subsidiarity test, it is not
possible for Member States to address the problem without hampering the single market.
Moreover, the present proposal aims at setting a common structure t#xthearrowly
defined with thresholds not to unjustifiably hurt companies, while leaving sufficient margin of
manoeuvre for Member States when it comes to actual setting of certain administrative
aspects related to the measure, such as accounting andngepmbligations, and also
concerning the prevention of evasion, avoidance, and abuse.

Compatibility with EU law (notably fundamental freedoms of the TFEU and with VAT law)
are discussed in Annex 11.

10. How WILL ACTUAL IMPAC TS BE MONITORED AND
EVALUATED ?
1.22 Monitoring arrangements

The Commission will monitor the implementation of the legal proposal and its
application in close cooperation with the Member StatedMonitoring in a continuous and
systematic way will allow identifying whether the policy proposafpplied as expected and
addressing implementation problems in a timely manner. Tables (13) and (14) suggest a range
of monitoring indicators derived from operational objectives for the comprehensive and the
interim solutions. Collection of factual dathtbe suggested monitoring indicators will also
provide the basis for the future evaluation of the proposal. In compliance with the principle of
subsidiarity, the relevant information should be gathered primarily by the Member States' tax
administrations Wen data on tax compliance and the use of the system is concerned.

Table (13): Potential monitoring indicators for the preferred comprehensive solution

General Operational Objective Indicator

Objective

Sustainability ~ Raising additional revenues  Revenues collected annually by national tax

of public administrations from the allocation to the digi

finances of EU parameter in the profit allocation formula.

Member States

and the EU Number of digital permanent establishments
created

Increase irprofits booked through digital
permanent establishments

Contextual information: residence, sector anc
size of the company

Integrity and Ensuring certainty and stable t¢ Number of unilateral measures related to digi

proper frameworks in the single marke taxation and applying to EU tax payers/differe
functioning of from the interim solution still in place in EU
the single Stopping ogoing fragmentation Member States
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market of the Single market through th
multiplication of tax schemes
Ensuring Ensuring that similar Evolution of the effective corporate income ta
fairness and a  activities/firms receive similar rate:
level playing ~ tax treatment - between similar companies with and
field without digital permanent
establishments
- between EU andon-EU companies
Effective tax rates of companies subject to
mandatory application of the comprehensive
solution relative to companies not applying th
comprehensive solution with similar
characteristics
Fight against Ensuring thaprofits are taxed  Alignment between geographical location of
aggressive tax where the value is created users (as measured by web visit/data from
planning Member States) and location of profits

Reallocation of profits between Member State

Table (14): Potential monitoring indicators for the preferred interim solution

General

Operational Objective

Indicator

Objective
Sustainability
of public
finances of EU
Member States

Raising annual additional
revenues

Revenues collected annually by national tax
administratims, from the interim tax on digital
services

and the EU Contextual information: residence, sector anc
size of the company
Integrity and Ensuring certainty and stable t¢ Number of unilateral measures related to digi
proper frameworks in the Single marke taxation in EU Member States
functioning of - creation
the single Stopping ongoindgragmentation - abolition/harmonisation
market of the Single market through th
multiplication of tax schemes
Ensuring Ensuring thasignificant digital ~ Alignment between geographical location of
fairness and a  services relying on user users (as measured by web visit/data from
level playing participation are taxed/ Taxing Member States) and location of tax base
field userbased value creation
Change in the ratio web vifprofits
Fight against n/a n/a
aggressive tax
planning

In addition, for the recommendation, the number of double taxation treaties that have been

negotiated or are under renegotiation should be monitored.
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1.23 Evaluation

The evaluation of the proposalould assess the extent to which the outlined objectives have
been met. It will also assess the related administrative and regulatory burden. Considering the
multiple approaches for the solutions and allowing for impacts to materialise and to be
observedafter the implementation of the policy, an evaluation should be carried out five years
after the implementation of each stream of the proposal (i.e. the interim solution, the
comprehensive solution and the recommendation). The Commission will report on the
evaluation results in the form of an evaluation report.
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ANNEX 1: PROCEDURAL INFORMATIO N

1. Lead DG, Decide Planning/CWP references

The lead Directorate General is the Directorate General for Taxation and the Customs Union
(DG TAXUD).

This initiative gotthe following political agreements:

- Agenda Planning: Fair taxation of the digital economy (PLAN/2017/1873.)

- Inception Impact AssessmentFair ftaxation of the digital economy (Ref.
Ares(2017)525305827/10/2017)

- Commission Work Programme 2018 Annex linitiative 7

2. Organisation and timing

The works for this initiave have been launched in September 2017.

The following Directorates General were invited to the h8ervice Steering Group (ISSG):
BUDG, CNECT, COMM, COMP, DGT, ECFIN, FISMA, GROW, JRC, OLAF, SJ, TRADE,
EPSC.

The InterService Steering Group awas aledl by the Secretariat General.

The InterService Steering Group has met for a number of 4 times to discuss the file. The last
meeting of the steering group took place on tHedf@anuary 2018.

3. Consultation of the RSB

The Impact Assessment report was examined by the Regulatory Scrutiny Board on
07/02/2018.

The Board issued a positive opinion with reservations, on the 9th of February 2018.

According to the opinion:

"The Board acknowledges the good and clear presentation of the report. Howe
report contains significant shortcomings that need to be addressed. As a result, th
expresses reservations and gives a positive opinion only on the understaatlitige
report shall be adjusted in order to integrate the Board's recommendations

following key aspects:

(1) The report does not clearly explain the context of the initiative and the rational:
two-pronged approach. It does not show the urgdonc the EU to act, before glob:
progress is achieved at the OECD/G20 level.

(2) The projection of the implications of the baseline scenario is incomplete; the ¢
of the options is not sufficiently detailed. And the transition between thetsnorand
long-term solutions lacks clarity.
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(3) The analysis of impacts is insufficiently developed, especially as regarc
thresholds, compliance costs and thus does not demonstrate the proportionality
preferred option.

Following the comments ceived from the Board, the Impact Assesment report has
significantly revised, in order to address the issues raised:

(1) The twestep approach as well as the urgency of the EU action have been
explained and the relevant sections have beeanelqul.

(2) The baseline has been expanded in order to take into account all the r
initiatives currently adopted. The switch from the interim solution to the comprehr
as well as the consequences have been better described.

(3) The analysis of ipacts sections, in particular the administrative and compli
costs, have been further develped both for the comprehensive solution as well
interim one.

The current version of the report thus contains the revised text in which the Boanaisrdsm
were addressed.
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ANNEX 2: STAKEHOLDER CONSULTAT ION
Fair taxation of the digital economy proposal

Synopsis report

Consultation activities carried out

The consultation strategy has focused on thr
tax administrations, businesses and citizens. The two main consultation activities consisted in

the open public consultation and a targeted survey sent to all Eadtakistrations. The

members of th@latform for Tax Good Governan¢made up of all EU tax authorities ah
organizations resenting business, civil society and tax practitiondrave also been

informed about this initiative and their opinions sought out. In addition to these, stakeholders

had the opportunity to give feedback on the inception impact assessment and send their
position papers directly to the dedicatedctional mailboxfor this initiative.

Stakeholder participation

The open public consultation has been launched on fhef26ctober 2017 and was closed

on the & of January 2018. Given the short timeline of the overall project, a derogation from
the 3 month period mentioned in the Better Regulation Guidelines was granted by the
Secretariat General of the European Commission. The consultation was avialale
official EU languages (except Gaelic).

There were a total @46 repliesto the public consultation ari®1 positions papers uploaded
along with the replies. The open public consultation was published on the gemesatation
website of the European Commission and has been advertised through newsletters, at the
meeting of the Platform for Tax Good Governance and throdgtitéer campaign

A separate, targeted consultation was carried out in parallel to the open public consultation.
The consultation ran from the 28f November until the 20of December and was sent to all

the national tax administration in ¢hEU. Out of 28 Member State2l national tax
administrations have replied directly to this consultation and 1 Member State chose to send its
contribution in the form of a position paper.

A number of14 position papers have been sent directly to the ifomat mailbox for this
initiative.

2 contributions have been received as part of the feedback mechanism on the inception impact
assessment.
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CONSULTATION RESULTS

1. Open public consultation
a. Description of the respondents

The vast majority of contributions came from respondents based in the EU 28. Only 16
contributions from outside the EU have been submitted. The top 6 countries, based on the
location of the respondent were: Spain (75 replies) and Germany (75 repligs)48al
replies), Belgium (38 replies) and France (30 replies) and the United Kingdom (30 replies).

Based on the language used for replying to the questionnaire, most of the respondents chose
the English version (315 replies) followed by Spanish (42 replies), German (39 replies),
French (19 replies) and Italian (17 replies). The remaining 14 repliesmwie other official

EU languages.

Table (1). Type of respondents to the public consultation

Answers Ratio

individual s 218 48.88 %
a business e 81 18.16 %
a business organisation (e.g. a trade - 105 23.54 %
association) or advisory body (e.g law firm,

consultancy)

a civil society organisation I 10 2.24 %
an academic/research institution I 12 2.69 %
a public authority | 2 0.45 %
an international organisation | 1 0.22 %
other (please specify) I 15 3.36 %
No Answer | 2 0.45 %

Based on the type of respondent, as can be seen in the figure above, 49% of replies came from
individuals, 24% from business organizations such as tradei@ssae or consultancies and

18 % came from businesses. The remaining 10% is spread between civil society organizations
(10 replies), academic/research institutions (12 replies), public authorities (2 replies),
international organizations (1 reply) andetlypes of organizations (14).

The majority of businesses that replied to the survey were Small and Medium Enterprises
(SMEs): 41, while the remaining 38 replies came from large enterprises, having over 250
employees. About two thirds of compani{& respondents out of 79) operate in more than
one country.
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b. Current problems

In this section the respondents were asked about the current rules of international taxation and
their applicability for the digital economy. The respondents were also askbéddse the 3

main challenges that digitalization brings for companies and tax authorities. They were
quizzed about the need to act and the most appropriate level for action. The last part of this
section asked the respondents to rank the objectiveshihduropean Commission should
pursue in relation to any possible future policy action.

65 % of respondents (291 replies) believe that the current international tax rules are to a little
extent or not at all adapted to the digital economy. 30 % of respis (136 replies) were of

the opposite opinion, that the rules are adapted to some or to a great extent. The remainder
had either no opinion or didnodot know.

A series of 5 statements about the current tax rules were tested, in order to see to what extent
they could be used to describe the existing situation.

1. The current international taxation rules do not allow for fair competition between
traditional and digital companies. 65 % of respondents agreed or strongly agreed with
this statement, while 20 % ofspondents disagreed or strongly disagreed with it.

2. The current situation could push some Member States toward adopting uncoordinated
measures that would lead to the fragmentation of the Single market. 82% of
respondents agreed or strongly agreed witls gtatement, while only 6 % of
respondents disagreed or strongly disagreed with it.

3. The current international taxation rules allow digital companies to benefit from certain
tax regimes and push down their tax contributions. 73% of respondents agreed or
strongly agreed with this statement, while 15 % of respondents disagreed or strongly
disagreed with it.

4. States are not able to collect taxes on the value that some digital companies create on
their territory. 67% of respondents agreed or strongly agmgbdhis statement, while
18 % of respondents disagreed or strongly disagreed with it.

5. Social fairness is impacted because some digital companies do not pay their fair share
of taxes. The same numbers appear for the last of the 5 statements: 67% of
respndents agreed or strongly agreed with this statement, while 18 % of respondents
disagreed or strongly disagreed with it.

The main challenges that the digital economy poses for businesses are:

1 Uncertainty related to tax obligations when operatingifferent countries (selected
by 63 % of respondents);

1 Uncertainty on the exact allocation per jurisdiction of the business' value creation
(selected by 61 % of respondents);

1 Uncertainty related to future taxation solutions for new business models (dddgcte
44 % of respondents).

1 The respondents were also given the possibility to name other challenges for

compani es, and some of the most quoted
EUbased businesses. Al ready t @alwgeaiskrop | e x
double taxation; unilateral E ct i on wi | | trigger counterm
and othe main challenge is to devise si
to allocate profitso.
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The main challenges that the digital econoraggs for national tax systems are:

1 Companies can access customers in national markets without being effectively taxed
in the market country (selected by 64 % of respondents);

1 Unfair advantage of companies operating citomsler over local companies, due to
lower taxation (selected by 61 % of respondents);

1 Difficulties to establish the tax liability of a company due to the complex value chain
(selected by 55 % of respondents).

1 The respondents were also given the possibility to name other challenges foalnatio

tax systems, and some of the most qguoted
l' i ability of companies in other countrie
tinuing technolo

doing business given con
f

Europearbni ondés fundament al reedoms should b

An overwhelming majority of 82% of respondents (366 replies) believe that something should
be done about the current international tax rules in what concerns the digital economy. When
theywere asked to identify the most appropriate level for action, 41% (182 replies) indicated
that they would like to see action taken at international level, while 33 % (146 replies)
preferred action to be taken at the European Union level. Only 2% (8s)dpdieve that the
national level is an adequate one for action concerning the digital economy.

A series of 4 objectives have been identified by the European Commission. They were tested
with the respondents, who were asked to rank them and chooseshenportant ones.

1 The objective oknsuring a level playing field so that all companies pay their fair
share of taxes (whether large/small, more/less digitalized, EU/ndflJ based was
considered to be the most important one by a number of 176 respondents

1 Ranked second was the objectiveeaburing a competitive tax environment in the
EU for the scalingup of start-ups and all business to flourishchosen byl53
respondents

1 Ranked third, the objective of ensuritige sustainability of the corporation tax
system and the tax bases of EU Member Statess selected by 129 respondents.

1 Ranked 4 was the objective of ensuring ititegrity and proper functioning of the
Single marketwith 115 replies

The respondents also had the possibility to suggest offjectives that should be pursued.

Some of the other objectives suggested have
i ncomes derivedo, nsoci al fairnesso, Aredu
compani eso or fAgl omlhdomphnges (big & gmballpand congpetifiveat d f o
environment in the EUO

c. Possible solutions

The section on possible solutions was centered around the two sets of options which have
been identified early on in the policy design stage: the short termimrgetutions and the
long term, comprehensive solutions and their possible impacts.

The two step approach (namely the interim option first, followed by the comprehensive
option) was tested with the respondents. 54% (239 replies) of them believed thiatriam in
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option should be adopted until a more comprehensive solution is reached, while 35 % (154)
did not agree to that.

Next, the respondents were asked to identify to what extent each of the short term, interim
solutions would solve current problems retitto the international taxation rules for the
digital economy.

1 Tax on revenues from digital activities:Introduce a tax based on revenues generated
from "digital activities": 45 % of respondents (201 replies) believe this option would
solve the current problems to a great extent or somehow, while 41% of respondents (
181 replies) believed that this optioromd not solve the problems at all or only to a
little extent.

1 Withholding tax on certain types of digital transactions Introduce a withholding
tax based on payments to asident providers of goods/services ordered online: 45
% of respondents (202pikes) believe this option would solve the current problems to
a great extent or somehow, while 39% of respondents (172 replies) believed that this
option would not solve the problems at all or only to a little extent.

i Tax on revenues from certain digitd services Introduce a tax based on the revenue
from digital transactions concluded remotely with a -nesident entity that has a
significant economic presence (e.g. revenue from the sale of online advertising): 53 %
of respondents (238 replies) beliethes option would solve the current problems to a
great extent or somehow, while 34% of respondents (151 replies) believed that this
option would not solve the problems at all or only to a little extent.

1 Digital transaction tax: Introduce a tax that apps early in the value creation
process (collection of personal and other data): 33 % of respondents (147 replies)
believe this option would solve the current problems to a great extent or somehow,
while 51% of respondents (228 replies) believed thatapison would not solve the
problems at all or only to a little extent.

T Ot her options that have been identified b
of internet traffic in a MS, tax on advertising profits and fines/taxes for geoblocking,

dependig on the | egislation in the area (fi.
Aonly a coordinated approach in |line wi
appropriate taxation of digitalized busin

tax data pr volume provided in streamed or downloaded content, for instance
YouTube provides 20 gigabytes worth of songs to a user in EU, charge tax per
megabyt e, (Google'"s revenue is from ads) o

Next, the respondents were asked to identify to what extent eadheofong term,
comprehensive solutions would solve current problems related to the international taxation
rules for the digital economy.

1 Modify the Common Consolidated Corporate Tax Base proposalmplement new
permanent establishment and profit attridtrules through modifications to the
CCCTB proposal: 44 % of respondents (195 replies) believe this option would solve
the current problems to a great extent or somehow, while 27% of respondents (120
replies) believed that this option would not solve pheblems at all or only to a little
extent.

1 "Digital presence in the EU" proposal Implement new EU rules for permanent
establishment and profit attribution to capture digital activities of businesses in a
standalone EU Directive: 58 % of respondent§42eplies) believe this option would
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solve the current problems to a great extent or somehow, while 28% of respondents
(123 replies) believed that this option would not solve the problems at all or only to a
little extent.

91 Destination-based corporate tax Introduce the destinatigprinciple to corporate
taxation, according to which the jurisdiction to tax is based on the location of the
consumer: 54 % of respondents (241 replies) believe this option would solve the
current problems to a great extent or sbow, while 34% of respondents (152
replies) believed that this option would not solve the problems at all or only to a little
extent.

1 Unitary tax: Introduce a tax on a share of the world profit of digital companies which
would be attributed to each countin the basis of the percentage of revenue earned in
that country: 50 % of respondents (221 replies) believe this option would solve the
current problems to a great extent or somehow, while 37% of respondents (165
replies) believed that this option wouldt solve the problems at all or only to a little
extent.

1 Residence tax base with destination tax ratdntroduce a system where profits of a
company are declared and taxed in the Member State of establishment (as is the case
today), but the applicable ets the turnoveweighted average of the tax rates of the
countries where the turnover is generated: 28 % of respondents (124 replies) believe
this option would solve the current problems to a great extent or somehow, while 53%
of respondents (235 replielelieved that this option would not solve the problems at
all or only to a little extent.

T Other options that have been identified
useful to use the definition of big data to individuate also the market andltre of

the transactions nene s i dent companyo, Afthe tax must
transaction to consumer . 0, ndi fferent sol
consumer or from companies may be needed. Clients that are companies meestabl
themselves in a |l ow tax country more easi

To sum up the preference of respondents for the different options, the figure below presents

he result s, in a very simplified manner. Thc
extend that an option would solve the current problems have been considered supporters of

the respective option and included wunder th
extenbor Anot at all o that an opti oncongidaredd s ol
opponents of the respective option and inclu

Table (2). Respondents' preferences for the optiorisopen public consultation

Option name For Against No opinion |
Interim, temporary solutions

Tax on revenues from 45 % of respondents 41% of respondent 14% of respondent;
digital activities

Withholding tax on 45 % of respondents 39% of respondent 16% of respondent:
certain types of
digital transactions

Tax on revenues from 53 % ofrespondents 34% of respondent 13% of respondent;
certain digital
services

Digital transaction 33 % of respondents 51% of respondent 16% of respondent:
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tax

Long term, comprehensive solutions
Modify the Common 44 % of respondents 27%of respondents 29% of respondent:
Consolidated
Corporate Tax Base
proposal

ADi gital p 58 % of respondents 28% of respondent 14% of respondent:
the EU" proposal

Destination-based 54 % of respondents 34% of respondent 12% of respondent:
corporate tax
Unitary tax 50 % of respondents 37% of respondent 13% of respondent:

Residence tax base 28 % of respondents 53% of respondent 19% of respondent:
with destination tax
rate

The final question was if Small and Medium Enterprises (SMESs) should be exempt from a
possible digital tax. Therwas no clear split between those for and those against such an
exemption. 167 respondents (38%) believed that they should be exempted, while 173
respondents (representing 39%) opposed this.

All respondents were given the possibility to attach a mosipaper to better express their
views and support their arguments. A total of 121 position papers have been uploaded. Their
content ranges from only a few lines expressing the author's views-ftedigled reports a

few tens of pages long. The views eegsed vary to a very large extent and show that there is

no consensus among stakeholders on what should be done next. There are however a few
points which have strongly came out of the positions papers received, and which have been
integrated in the Comns®n analysis:

1 the digital economy should not be ring fenced from the rest of the economy. As one
respondent put it:there is no such thing aélse digital economy The global economy
is digital and such be treated as such for tax purposes

1 the solutions chosen should not impose any administrative or compliance burden as
they might risk to "disproportionately affect the ability of smaller enterprises to carry
out and expand their business domestically and -drosser".

2. Me mb er §uesidnmaged

a. Description of the respondents

The questionnaire was structured into two parts: the first one was addressed to those
administrations which have introduced laws that specifically target the digital economy. The
second part included the sanpaestions that were used in the open public consultation, with
slight adaptations, whenever appropriate.

Only two Member State replied to the questions on their legislation in place targeting digital
companies. One of those has adopted a law that em¢oeidrce only recently, in September
2017. In the case of the other state, the law would only come into effect in 2019. None of the
remaining 19 Member States that answered had in place legislation targeted at digital
companies.
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When asked about theintention of introducing legislation to target the digital economy, 3
states replied positively, 12 replied negatively and 6 states were not decided.

b. Current problems

Similar to the open public consultatiotihe national administrations were asked abbet t
current rules of international taxation and their applicability for the digital economy. They
were also asked to choose the 3 main challenges that digitalization brings for companies and
their tax authorities. They were quizzed about the need to a¢hardost appropriate level

for action. The last part of this section asked the respondents to rank the objectives that the
European Commission should pursue in relation to any possible future policy action.

The majority of countries (13) believed thhe current rules are not at all or only to a little
extent adapted to the digital economy. The remaining 8 countries believed that the rules are to
some extent or to a great extent adapted to the digital economy.

A series of 5 statements about the autrtax rules were tested, in order to see to what extent
they could be used to describe the existing situation.

1. The current international taxation rules do not allow for fair competition between
traditional and digital companies. 13 countries agreed ongly agreed with this
statement, while 8 countries disagreed or strongly disagreed with it.

2. The current situation could push some Member States toward adopting uncoordinated
measures that would lead to the fragmentation of the Single market. 15 untrie
agreed or strongly agreed with this statement, 1 country disagreed, 4 countries were
neutral and one had no opinion.

3. The current international taxation rules allow digital companies to benefit from certain
tax regimes and push down their tax contiiimg. 14 countries agreed or strongly
agreed with this statement, 1 country disagreed and 6 countries were neutral.

4. States are not able to collect taxes on the value that some digital companies create on
their territory. 15 countries agreed or stronglyesed with this statement, 2 countries
disagreed with it, 3 were neutral and 1 had no opinion.

5. Social fairness is impacted because some digital companies do not pay their fair share
of taxes. 14 countries agreed or strongly agreed with this statebherdyntries
disagreed with it, 4 were neutral and 1 had no opinion.

An overwhelming majority of states (16) believe that something should be done about the
current international tax rules in what concerns the digital economy. The remaining 5 states
hadno opinion on this issue.

When they were asked to identify the most appropriate level for action, only one country
believed that the EU level is the appropriate one ("as there is the Single market"), while the
remaining 20 respondents believed that titernational level is the right one.

The main challenges that the digital economy poses for businesses are:

1 \Valuation of data / exploitation of data (i.e. quantifying how much the information that
a company has about its clients is worth) selected rgsf®ndents;

1 Uncertainty on the exact allocation per jurisdiction of the business' value creation
(selected by 13 respondents);

1 Uncertainty related to tax obligations when operating in different countries (selected
by 12 respondents);
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1 One state mentionednoe ot her chall enge for compani
challenge is double taxation that may potentially arise. This double taxation can arise
due to different approaches being adopted by different countries both in terms of
interpretation or from thatroduction of new taxes either unilaterally or multilaterally
where those taxes sit outside the existin

The main challenges that the digital economy poses for national tax systems are:

9 Difficulties to establish the tax lidlly of a company due to the complex value chain
(selected by 15 respondents);

1 Businesses acquire new sources of revenue (e.g. through exploitation of data) which
are not properly taxed (selected by 14 respondents);

1 Companies can access customers in natimmarkets without being effectively taxed
in the market country (selected by 10 respondents);

The respondents were also given the possibility to name other challenges for national tax
systems, and they quoted: i aof doubte morbxatora nt ¢ h
This challenge is what led to the BEPS project and related EU action, such as agreement of
ATAD. Given that implementation of these significant agreements has not yet taken place, it

remains to be seen to what extent this risk/thl e nge wi | | remain after
Afasymmetric | evel of I nformation between gl
sharing economy platforms operating locally have valuable data which would be helpful in
ensuring compliance of boththe@mat f or m as wel | as possibly ot

Acompanies can develop massive and profitabl
by this countryo.

A series of 4 objectives have been identified by the European Commission. Thepstede t
with the national administrations, who were asked to rank them and choose the most
important ones.

1 Similar to the result of the open public consultation, the objectiwnsidiring a level
playing field so that all companies pay their fair share of taes (whether
large/small, more/less digitalized, EU/notEU based was considered to be the most
important one by a number of 12 respondents;

1 Ranked second, the objectives ehsuring a level playing field so that all
companies pay their fair share of taxe and the one on ensurirtige sustainability
of the corporation tax system and the tax bases of EU Member Stategere
selected both by 6 respondents each;

1 Ranked third, the objective of ensuritige sustainability of the corporation tax
system and the taxbases of EU Member Statewas selected by 6 respondents;

1 The 4th position was split equally between the objectivensiuring the integrity
and proper functioning of the Single marketand the objective otnsuring a
competitive tax environment in the EU or the scalingup of start-ups and all
business to flourish with 7 replies each;

1 The national administrations also had the possibility to suggest other objectives that
should be pursued. Some of the other obj «
Council Conclusions agreed by leaders clearly set out that it is important that a
taxation system fit for the digital era ensures a global level playing field in line with
the work at the OECD. The European Council Conclusions also note it is important to
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ensure that all companies pay their fair share of taxes. Focus should also be on the
overriding objective of tax reform efforts globally to eliminate double-taation,

whil e not creating double taxationo, A we
Creating a tax system where a fair share paid by all companies is ensured without
affecting, distorting or shifting the dey
Ain close cooperation with OECD ensuring
gobal solutionbo.

c. Possible solutions

The section on possible solutions was centered around the two sets of options which have
been identified early on in the policy design stage: the short term, interim solutions and the
long term, comprehensive solutioasd their possible impacts.

The two step approach (namely the interim option first, followed by the comprehensive
option) was tested with the respondents. 11 states believed that a interim option should be
adopted until a more comprehensive solution &hed, 7 states did not agree to that and 3
had no opinion.

Next, the national tax administrations were asked to identify to what extent each of the short
term, interim solutions would solve current problems related to the international taxation rules
for the digital economy.

1 Tax on revenues from digital activities:Introduce a tax based on revenues generated
from "digital activities": 9 respondents believe this option would solve the current
problems to a great extent or somehow, 7 respondents belietetthis option would
not solve the problems at all or only to
gave no answer;
1 Withholding tax on certain types of digital transactions Introduce a withholding
tax based on payments to r@sident providrs of goods/services ordered online: 7
believe this option would solve the current problems to a great extent or somehow,
while 8 believed that this option would not solve the problems at all or only to a little
extent. 4 respondeenobanswki; dndét know and 2 g
1 Tax on revenues from certain digital servicesintroduce a tax based on the revenue
from digital transactions concluded remotely with a -nesident entity that has a
significant economic presence (e.g. revenue from the sale of onlineisidggrtl0
respondents believe this option would solve the current problems to a great extent or
somehow, 7 respondents believed that this option would not solve the problems at all
or only to a little extent. 2 ;respondent s
9 Digital transaction tax: Introduce a tax that applies early in the value creation
process (collection of personal and other data): only 4 respondents believe this option
would solve the current problems to a great extent or somehow, while 9 respondents
believed that this option would not solve the problems at all or only to a little extent. 6
respondents didnét know and 2 gave no ans

The national tax administrations were also asked to identify to what extent each of the long

term, comprehensive kions would solve current problems related to the international
taxation rules for the digital economy.
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1 Modify the Common Consolidated Corporate Tax Base proposalmplement new
permanent establishment and profit attribution rules through modificatmribe
CCCTB proposal: 9 respondents believe this option would solve the current problems
to a great extent or somehow, while 9 other respondents believed that this option
would not solve the problems at all or only to a little extent. 3 had no opinion.

1 "Digital presence in the EU" proposal Implement new EU rules for permanent
establishment and profit attribution to capture digital activities of businesses in a
standalone EU Directive: 14 respondents believe this option would solve the current
problemsto a great extent or somehow, while 5 respondents believed that this option
would not solve the problems at all or only to a little extent. 2 states had no opinion.

1 Destination-based corporate tax Introduce the destinatigorinciple to corporate
taxation according to which the jurisdiction to tax is based on the location of the
consumer: 6 respondents believe this option would solve the current problems to a
great extent or somehow, while a majority of 12 respondents believed that this option
would not ®lve the problems at all or only to a little extent. 3 administration had no
opinion.

9 Unitary tax: Introduce a tax on a share of the world profit of digital companies which
would be attributed to each country on the basis of the percentage of revenddrearne
that country: 6 respondents believe this option would solve the current problems to a
great extent or somehow, while a majority of 13 respondents believed that this option
would not solve the problems at all or only to a little extent. 2 states hagimon.

1 Residence tax base with destination tax ratdntroduce a system where profits of a
company are declared and taxed in the Member State of establishment (as is the case
today), but the applicable rate is the turneweighted average of the taxea of the
countries where the turnover is generated: only one respondent believes that this
option would somehow solve the current problems, while an overwhelming majority
of 17 states believed that this option would not solve the problems at all ctocaly
little extent. 3 states had no opinion.

T Ot her options that have been identified
that remain post BEPS implementation will be global problems. Any solution will
need to be global in nature rather than beithf&cused. Any long term measures
must be evidence based and in |Iine with g
consumer , el ements such as the user serv:«
discussion on the options to address the taxabiomhe digital economy is still
unfinished and ongoing. Once the direction of the global solution is known the options
presented as the long term solutions should be reassessed. Overall, the entire global
value chain and its impact on how taxes should &€ po different jurisdictions
should be born in mind when considering different options. It would also be essential
to recognize the different business models within the digitalized economy. The legal
and technical feasibility as well as economic impddhe possible responses should
be assessed. Further, it should be noted that due to the development of the digital
economy and to ensure effective taxation of ctumsler ecommerce the EU VAT
system has been modernized considerably during the last Beeed on this cross
border ecommerce sales of services and goods are taxed extensively in the Member
State of consumptiono.

To sum up the preference of respondents for the different options, in a similar manner as done
for the open public consultatiothe figure below presents the results of the Member States'
guestionnair e, in a very simplified manner.
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great exteri that an option would solve the current problems have been considered
supporters of therespe i ve option and included under the
Ato a lodartlfencetxtaetntal | 6 that an option woul
considered opponents of the respective opti
Given the relatively big number of those that
some of the questions, a third column was added in order to represent their choice.

Table (3). Respondents' preferences for the optiondMember States' questionnaire

' Option name For Against No opinion
Interim, temporary solutions
Tax on revenues from 9 states 7 states 5 states
digital activities
Withholding tax on 7 states 8 states 6 states
certain types of digital
transactions
Tax on revenues from 10 states 7 states 4states
certain digital services
Digital transaction tax 4 states 9 states 8 states
Long term, comprehensive solutions
Modify the Common 9 states 9 states 3 states

Consolidated Corporate
Tax Base proposal

ADi gital pr ¢ 1l4states 5 states 2 states
EU" proposal
Destination-based 6 states 12 states 3 states
corporate tax
Unitary tax 6 states 13 states 2 states
Residence tax base with 1 state 17 states 3 states

destination tax rate
The final question was if Small and Medium Enterprises (SMES) should be exempt from a
possible digital tax. 11 administrations believed that they should be exempted, while 6
administrations opposed this. 4 administrations had no opinion on this topic.

3. Other consultation activities

a. Commission activities

At the beginning of the process, once the Commission published the inception impact
assessment, the document that established the general lines of the proposal, 2 contributions
have been received: owé them asking for more clarifications on the basic concepts used in
the document and the other one asking to exclude the small and medium enterprises (SMES)
from the scope of the proposal. Both of these requests have been dealt with in the analysis
included in the report.

14 position papers have been sent to the functional mailbox of the initiative. They are similar
in content and to the contributions received as part of the open public consultation, and have
been analyzed in a similar manner.
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b. OECD request for input and public consultation

Box: OECD public consultation

The OECD organised a request for input on work regarding the tax challenges of the
digitalised economy from September to October 2017 in the contthe ohgoing work of
the Task Fore on the Digital Economy (TFDE).

The request for input presented the background on the work regarding the tax challeng
digitalisation from the BEPS Action 1 repdithe Action 1 report, was released in October
2015 as part of the OECD/G20 Base Erosind ProfitShifting (BEPS)ackage. This report
developed by the TFDE, was subsequently endorsed by the G20 Leaders in Novembe
and by more than 100 countries and jurisdictions participating in the Inclusive Framewc
BEPS.

The request for inputovered the following topics:
-Digitalisation, business models and value creation: the impact of digitalisation on busif
models, value creation, the role of intangibles and data collection and analysis.
-Challenges and opportunities for tax systemsetamty and administrative burdens
associated with the existing international tax framework, implications of highly digitalise
business models and their value chain on taxation policy, including on existing tax bast
the distribution of taxing rightisetween countries.

-Implementation of the BEPS package: the impact of BEPS measures implemented, in
VAT, on BEPS risks and the broader tax challenges.

-Options to address the broader direct tax policy challenges: assessment of the pros a
of the options identified in the BEPS Action 1 report, including the tax nexus concept of
significant economic presence, the withholding tax on certain types of digital transactio
the digital equalisation levy.

The form of the request for input relied open questions.

The OECD publicly released all 53 written submissions received. The majority of the
submissions were received from businesses/business associations, academics and lay
consulting firms.

In addition, the OECD organised a pulidansultation on 1 November 2017.
The main views commonly expressed, at least within certain groups of stakeholders, ci
summarised as follows:

- Many stakeholders across groups expressed the opinion that digital business m

first need to be well understood before the tax consequences of digitalisation ca
determined and any reform proposals can be made.

- Many businesses expressed the vieat, thefore acting, it is appropriate to wait to g
the full effects of the BEPS implementation. Especially given that public
administrations are only beginning to learn about the ways in which businesses
responding to the BEPS package.

- Long term, compehensive and multilateral solutions are preferred to short term
measures, which risk creating distortions, undermine the existing international tg
framework and are likely to lead to double taxation.

- The views expressed showed a lack of agreement cangéhe most suitable long
term solutions. This was confirmed during the consultation meeting held on 1
November 2017.
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ANNEX 3: WHO IS AFFECTED AND HOW?

The objective of this annex is to set out the practical implications of the initiative for differen

types of companies and for national tax administrations.

The initiatives directly affect companies falling under the scope of the comprehensive

solution or of the interim solution in absence of the former.

I. Overview of Benefits (total for all provisits)i Preferred Comprehensive Option

Description

Amount

Comments

Direct benefits

Level the playing
field

++

Businesses would benefit from a
more level playing field as the
revision of the rules would remove
distortions of competition and fight
aggressive tax planning.

Fair distribution
between national
administrations

Correcting the existing misalignme
of taxation and value creation wou
contribute to a fairer distribution of
tax revenues between national tax
administrations.

Sustainablgublic
finances

National tax administrations would
benefit from a positive impact on
public finances as the solution will
contribute to the longun
sustainability of the corporate tax
system.

Indirect benefits

Improve the + The solution would improve the
perception of perception of fairness faitizensby
fairness ensuring that large companies witl
significant digital activities do not
escape their taxes in the EU.
Il. Overview of Benefits (total for all provisiong) Preferred Interim Option
Description Amount Comments

Direct benefits

Preserve the
integrity of the
single market

+

By avoiding the fragmentation of t
single market, it will provide a stak
tax framework for businesses act
in the EU.

Improve public
finances

It will be an additional source
revenues to national t
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administrations,
revenues are
moderate.

although over
expected to

Indirect benefits

Improve the
perception of
fairness

+

This would improve the percepti
of fairness for citizens ar
consumers by ensuring a minim
level of taxation in the EU fq
companies that rely the most on y

contributions and data.

lIl. Overview of costd Preferred options

\ Consumers Businesses Administrations
Oneoff Recurrent| Oneoff Recurrent | Oneoff | Recurrent
n/a n/a Increase in |Increase in |Costs for |Costs for IT,
the the implemen| maintenang
regulatory |regulatory |ting the |e and staff
and and new training.
compliance [compliance |system,
burden for |burden for |notably o
businesses |businesses |IT.
Direct falling under | falling under
Comprehe |costs the scope of |the scope of|Costs for
nsive the solution |the solution. | negotiatin
solution to set up g double
reportingfor tax
new treaties.
permanent
establishmer
ts
Indirect|n/a n/a n/a n/a n/a n/a
costs
Interim n/a n/a Large Large Costs for |Costs for IT]
solution companies |companies |implemen|maintenand
above the |above the |[tingthe |e and staff
thresholds |[thresholds |new training.
would face |would have |system,
Direct oneoff cost [to pay the |notably on
costs to adaptto |tax. IT.
the reporting| Reporting
requirements requirementg
in the to compute
Member the tax base
States in in the
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which they |Member
are active. |States in

which large
No costs for |companies
SMEs are active.

No costs for

SMEs
Indirect | Possible n/a n/a n/a n/a National
costs |increase in tax
prices if administrati
companies ons may
pass on the wish to
cost of the invest in
tax, additional
although this resources t
should be prevent
limited. under
reporting.
In
principle,
the self
declaration
system
would limit
these
additional
costs.

Comprehensive solution

All business sizes would be affected by the taxthese would no group size threshold
proposed for this Directive. It could therefore also cover smaller businesses that have a large
digital footprint in one or more Member States.

In a first step, all companies active in the EU and running digital aetwvould have to
determine whether they fall under the application, depending on the level of digital activities
falling under the scope of the comprehensive solution, the number of active users and/or the
number of online contracts. This would requioeng additional burden e.g. $plit revenues

issued from the relevant digital activities with revenues from other activities, to identify and
report the number of active users of the digital service in a Member State in a tax year and/or
the number of ontie contracts. Businesses falling under the scope of the solution will face an
increase in the regulatory and compliance burden to set up reporting for new permanent
establishments (opeff costs).

Large companieswould be affected by the comprehensiveusoh. Recurrent reporting and
compliance requirements would generate extra costs for large companies. However, it is
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likely that large companies operating across borders have internal resources to cope with the
additional administrative requirement.

Smal and medium sized enterprisesnay be affected by the comprehensive solution as they
are not de facto excluded from the scope. However, the criteria set to trigger a digital
permanent establishment would limit the effective application of the tax to lewggranies

that have significant digital activities. Determining whether they fall under the scope of the
tax may be quite burdensome as young, seed enterprises angpstanty not have the
internal resources already in place to cope with the admimnstrabligations. However, the
criteria to determine whether a company falls under the scope of application (i.e. triggering of
a digital permanent establishment are based on observable indicators and available
information (contracts, IP addresses etc.)aolwtghould limit the additional burden.

National tax administrations would also incur costs for implementing the new system,
notably on IT and staff training to be able to apply the new permanent establishment and
profit allocation rules to reflect the digital activities in that Member State. The
implementation of the CC@ should already provide a solid framework for the tax
administration on which to rely ofhere will also be a need to coordinate in the EU the
uniform implementation and practical application of the new rules.

National tax administrations may also fadklitional costs for negotiating double tax treaties.
Interim solution

In a first step, all companies active in the EU and conducting digital activities would have to
determine whether they fall under the application, depending on the threshold on et&dolid
revenue and the EU threshold on digital activities falling under the scope of the interim
solution.

The fairly high revenue threshold envisaged under the preferred option would imply that only
a small share of groups would be subject to applicatigrmBans of example, for a threshold

of EUR 750 million the application may be compulsory for an estimated 1.6% of company
groups. Considering that the digital economy currently constitutes about 5% of the total
economy and thahe EU threshold on relevadigital activities would also apply, the share of
affected company groups would be significantly reduced.

In the case of a sefssessment system, it is expected that the persons liable to pay the tax
would submit a tax return on a regular basis, fetance following every month or quarter of
taxable activities. In general, in the digital economy, transactions are mostly carried out online
so the taxpayers accounting systems can calculate automatically the amount of tax that is due,
thus contributingd lowering the compliance costs. One could also look int@dtential for
marketbased solutions and synergies to assist compliance, such as IT software provision and
database solutions.

Large companiesabove both the global turnover threshold and ttimeshold on digital
activities would face additional reporting requirement to compute the tax base in the Member
States in which they are active, i.e. notably adapting the financial reporting to split revenues
issued from the relevant digital activitiestivrevenues from other activities and allocating
internally revenues to various proxies such as number of active users, IP addresses. Possibly,
the general ledger of accounting would need to be adapted to include more granularities.
However, the additionainformation may not necessarily require additional assurance
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processes/auditing requirements as annual reports, signed by statutory auditors, already
disclose financial information split by geographical location and activities.

Small and medium sized ergrprises will not be impacted given the existence of the global
threshold. They will not face additional compliance burden in relation to the application of the
new tax.

National tax administrations would also incur costs for implementing the new system,
notably on IT and staff traininglThe selfdeclaration system would in principle limit the
additional costs. However, national tax administrations may have to invest on additional
resources (human and tools) to prevent umeporting. There will also bea need to
coordinate in the EU the uniform implementation and practical application of the new rules,
notably in the view of limiting possible disputes.

The application of the new tax should generate additional tax revenues for national tax
administratios.

Consumer pricesare likely to increase following the implementation of the new tax. The
extent to which the tax will be shifted into final consumer prices depends of the price
elasticity of the demand. A pases rate of onédalf has been documented fpaperbased

books and ook$* However, evidence from online retail where consumers purchasing
online are price sensitive and react strongly to price increases, let suggest that the possibility
for companies to pass additional tax onto consumer pridesenlimited.

8 see European Commission (2012Economic Study on Rilications on all Physical Means of Support and
Electronic Publications in the context of VAT, p. 98
(https://ec.europau/taxation_customs/sites/taxation/files/docs/body/economic_study vat_on_publications_final
report.pdj. The pas®n rates vary also countryisei op. cit., pp. 956.
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Table 1: Compliance time and cost for setting up a new subsidiary (Large parent)

Large Parent

Current regime CCTB CCCTB
Time Cost Time % Diff. Cost % Diff. | Time % Diff. Cost % Diff.

Record keeping for corporate tax purposes 5261 3740.60| 3063 -41.79% 2992.46 -20.00%| 3592 -31.73% 5708.94 52.62%
Transfer pricing documentation 22255 36165.74| 22162 -0.42% 36143.08 -0.06% 0 -100.00% 0.00 -100.00%
Preparation of corporate tax computations 4049 2750.04| 1976 -51.19% 2190.86 -20.33%| 4256 511% 4761.47 73.14%
Prepayments for corporate tax 907 965.56 771 -14.99% 793.10 -17.86%| 2450 170.18% 2662.13 175.71%
Corporate tax returns and payments 1080 1131.27 987 -8.58% 1005.12 -11.15%| 3085 185.73% 3505.17 209.84%
Dealing with the tax authorities for corporate tax 19009 37365.70| 16616 -12.59% 35,038.00 -6.23% | 10509 -44.71% 30200.90 -19.17%
Mutual agreement procedures on transfer pricing 8823 17618.47| 8841 0.20% 17677.73 0.34% 0 -100.00% 0.00 -100.00%
Clearances and rulings for corporate tax 14430 34912.77| 14541 0.77% 34,928.95 0.05%| 1288 -91.08% 3996.90 -88.55%
Learning and education for corporate tax 10000 5220.08| 8264 -17.37% 5388.20 3.22%| 1469 -85.31% 2104.33 -59.69%
Any other crossorder corporate tax compliance formali 1548 733.76| 1548 0.00% 733.02 -0.10% 0 -100.00% 0.00 -100.00%
Total estimated time spent/cost 87362 140603.97| 78768 -9.84% 136890.52 -2.64% | 26649 -69.50% 52939.85 -62.35%
Total estimated cost (% turnover) 0.23% 0.22% 0.09%
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Table 2: Compliance time and cost for setting up a new subsidiary (Mediwsized parent)

Medium-sized Parent

Current regime CCTB CCCTB

Time Cost Time % Diff. Cost % Diff. Time % Diff. Cost % Diff.
Record keeping for corporate tax purposes 5147 3653.23 3034 -41.05% 2957.01 -19.06% 3178 -38.26% 4490.57 22.92%
Transfer pricing documentation 19962 30192.40 19337 -3.13% 30625.38 1.43% 0 -100.00% 0.00 -100.00%
Preparation of corporate tax computations 4023 2253.53 1954 -51.42% 1778.82 -21.07% 3301 -17.94% 2862.65 27.03%
Prepayments for corporate tax 896 636.81 760 -15.20% 52454  -17.63% 1880 109.73% 1497.66 135.18%
Corporate tax returns and payments 1075 871.48 987 -8.15% 790.31 -9.31% 2433 126.34% 2427.03 178.50%
Dealing with the tax authorities for corpora
tax 18686 32968.18 16 347 -12.51% 30604.60 -7.17% | 10675 -42.87%  24889.54 -24.50%
Mutual agreement procedures on transfer
pricing 8609 17076.44 8434 -2.03% 17115.31 0.23% 0 -100.00% 0.00 -100.00%
Clearances and rulings for corporate tax 13893 34175.02 14083 1.37% 34188.34 0.04% 1266 -90.89% 3958.48 -88.42%
Learning and education for corporate tax 9997 5201.14 8422 -15.75% 5579.09 7.27% 1450 -85.49% 2064.35 -60.31%
Any other crossorder corporate tax
compliance formality 1459 677.86 1395 -4.42% 674.05 -0.56% 0 -100.00% 0.00 -100.00%
Total estimated time spent/cost 83747 127706.09 74754 -10.74% 124837.45 -2.25% 24184 -71.12% 42190.28 -66.96%
Total estimated cost (% turnover) 0.55% 0.54% 0.18%

Source for Tables 1 and 2: Impact assessment accompanying the CCCTB proposal (SWD(2016) 341) based on the Deloitte Staxdgxpert
Note: Time in minutes. Costs in Euros. Average of all investment flows
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ANNEX 4: ANALYTICAL METHODS

CORTAX: A MODEL TO SIMULATE CO RPORATE TAX POLICIES

BRIEF DESCRIPTION OF THE MODEL

The CORTAX model is a computable general equilibrium model designed to evaluate the
effects of corporate tax reforms in 28 EU countries capturing the optimal behaviour of all
agents in the economy. In the model, each country is assumed to have the same structure in
terms of consumption, savings, production and public finances (thouglatinere country
specific). Countries are linked to each other via international trade in goods markets,
international goods markets and investment by multinationals. The model also includes Japan,
USA and a tax haven.

Firms are divided into three categsi multinationals headquarters, their subsidiaries
located abroad and domestic firms that only produce in their country of residence.
Multinationals and domestic firms differ to the extent that the former optimise profits globally
and are engaged in proshifting activities across borders. Domestic firms pay their corporate
taxes in their country of residence according to the revenues generated in this country only.
Both domestic and multinational firms shift profits to tax haven to reduce their tagrbund
the benchmark, all firms are equal and, whilst on aggregate taxable profits are positive, there
are random shocks affecting their revenues that can be attributed to, for example, business
cycle evolutions. These shocks may result in losses thddecearried forward in the model.

In relation to government, there is a balanced budget where consumption and public debt
are a fixed proportion of GDP. Tax revenues and/or transfer payments adjust to keep constant
public budget. The taxes included in CORJ are consumption taxes and direct taxes on
income from corporate and labour, dividends, capital gains and interest. Government
consumption and government debt as a share of GDP are maintained constant after a reform.

The effects of reforms can be expesdsas changes in GDP, household consumption,
business investment and fiscal revenue. The model is elaborated using data from different
data sources including Eurostat, the OECD, the United Nations, the IMF and the Orbis firm
database (see section 4.2 befowmore details). In the present exercise, the model has been
constructed with a database for the year 2012. The structural description of the model and the
calibration process borrow heavily from Bettendorf et al. (2009b).

MODEL VALIDATION AND PEER REVIEW

The CORTAX model has acquired a strong reputation among corporate tax experts. As noted,
the model was originally produced by CPB Netherlands, and has since been used by experts
affiliated to the Oxford University Centre for Business Taxation, thesrfua University
Rotterdam, the Tinbergen Institute and CESifo. The model was previously used in an Impact
Assessment (European Commission, 2011), which drew extensively from a report produced
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for DG TAXUD (Bettendorf et al., 2009b). Among other policid® teport analysed both a
common corporate tax base and a common consolidated corporate tax base for the EU.

The CORTAX model has been the basis for a number of publications wgvesred
journals. Of particular note is Bettendorf et al. (2010&&¢anomic Policywhich simulates a
common consolidated corporate tax base (CCCTB) across the EU, with further innovations of
the ideas subsequently publishedFiscal StudiegBettendorf et al., 2010b). The issue of
using CORTAX to analysis debt bias in corgie taxation was addressed in de Mooij and
Devereux (2011) published International Tax and Public Financ@n earlier publication in
The World Economysed CORTAX to analyse the impact of corporate taxation on the labour
market (Bettendorf et al., 2082 That the model has stood up to the rigorous standards
required to be accepted by journals of this quality reflects the level of the theoretical and
empirical work underlying the model, and that it is appropriate for analysing key policy
guestions in th area of corporate taxation.

DISCUSSION WITH EXTE RNAL EXPERTS

As noted in the previous section, the CORTAX model has been accepted within the corporate
taxation community for some years. The model has been used by leading research institutes
anduniversities, and work based around the model has been accepted for publication in high
level, peeireviewed academic journals in the area of fiscal policy.

Since this earlier body of work, the model data has been updated by the Tax Modelling
Group in JRGSeville. This extensive recalibration process has been carried out in conjunction
with external experts, as appropriate. The team has collaborated closely with Leon Bettendorf
(CPB Netherlands), one of the original authors of the model, and lead authaarfgrof the
reports and journal articles. Regarding the calibration, the team has worked with Simon
Loretz (Institute for Advanced Studies, Vienna), who produced much of the data for the
previous calibration of the model during his time at the Oxford &msity Centre for Business
Taxation, and was a eauthor for the report that formed the basis of the 2011 Impact
Assessment (European Commission, 2011).

UNDERLYING ASSUMPTIO NS AND DATA INPUT

a) Baseline and key assumptions
In CORTAX, we account for two tygs of households: old and young. Their lifetime is 40
year periods each and their behaviour remains the same during the whole period. Households
maximise their intraemporal utility function subject to a budget constraint, where net savings
from young wokers (wages, current transfers and negative consumption) are equal to
negative value of net savings from old households. The effects on welfare are calculated using
the compensating variation. This is calculated as the difference in transfers receypoehdpy
households required to compensate the change in utility
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Firms maximise their value subject to the production function and the accumulation
constraints on physical capital and fiscal depreciation. Total production is calculated as the
sum of productio in all firms (domestic and multinationals) net of intermediate inputs in
foreign subsidiaries. Usually, the production function is a Cobb Douglas combination of the
fixed factor and the value added, which is a CES aggregate of labour and capital. ®he mod
allows the parent company to charge a transfer price for-fimnadeliveries that deviates
from the equivalent price that would be charged if it had been anfimetransaction (the
6arlmsngt hé price), whi ch r edsllethdcase pfdankestidc s h i
firms, these practices are captures with the existence of a tax haven. Profit shifting to tax
havens depends on the difference between the statutory rate in their respective countries and
the tax rate in the tax haven.

b) Key sources of macroeconomic and seeimnomic data

The current calibration largely uses the same data sources as the original calibration of
CORTAX as outlined in Bettendorf and van der Horst (2006), though in a few cases
alternatives were used if these wemmsidered more reliable, or the original source was no
longer available. The year 2012 data was chosen as reference year for the calibration, as it
represented a good compromise between timeliness and completeness. The countries covered
are the 28 EU meber states, the United States and Japan.

Population and employment statistics come from the United Nations and national
accounts data on income and expenditure are collected from OECD and Eurostat. Purchasing
power parity (PPPs) exchange rates are franlbiF and Eurostat and general government
consolidated gross debt as a percentage of
Additionally, CORTAX needs bilateral FDI positions as part of the calibration. For these, we
start with the Eurostat bilateral pasits. Data on Foreign Direct Investment (FDI) flows by
country of origin and country of receipt are from Eurostat (financial account, direct
investment, reporting economy, database table bop_fdi_pos_r2). As a number of countries
have incomplete informatioon the country of origin of the inward FDI stock, we impute
these values following the practice in Bettendorf and van der Horst (2006), and a correction is
made when the FDI data represent special purpose entity activity.

Finally, CIT receipts as percentage of GDP are from European and the OECD while
information on balance sheets and ownership structure are extracted from the Orbis database,
provided by Bureau Van Dijk. Although Orbis is a fitevel database, for the purposes of the
calibration itis only used to produce natioralel estimates of debt shares and of corporate
investment shares (by type of asset) so as to calculate relevant corporate tax parameters such
as the cost of capital (financed via equity or debt).

c) Construction of the babee and core policy simulations

The data described above is entered into the model, which provides a consistent and
connected framework for firms, household and governments. The data and the current policies
of each country are used to replicate thepomate taxation regime, and indeed the production

structure and household behaviour. The corporate taxation regime is necessarily stylised (for
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example, not every deduction can be included), though we confirm that at alewatrithe
CIT regimes are remlated well.

The core simulations have been chosen to reflect the potential to build upon the policy
options for harmonisation of corporate tax bases in the EU. Following the proposal (European
Commission, 2015), the underlying reform considered is the @ymuonsolidated corporate
tax base (CCCTB), which is assumed to be mandatory for multinationals only in these
simulations. The CCCTB proposal offers a holistic solution to profit shifting. It combines a
common tax base together with consolidation of eaahimational group's profit, removing
the incentive to engage in profit shifting. Further details are available in Aliaeimez et
al. (2016).

Building on this basis, the CCCTB formula is adjusted to account for the digital
presence, which is proxiaging web page visits based on data from SimilarWeb.

d) Sensitivity of model results and likely robustness to changes in the
underlying assumptions and/or data input

Extensive sensitivity analysis has been conducted around the CCCTB policy simulations (see
AlvarezMartinez et al., 2016). These simulations provide additional insights into the
consequences of altering the model assumptions or policy choices, and offer a strong test of
the robustness of the results. The types of sensitivity analysis aréoasfgl) implementing
the common corporate for all firms, rather than just multinationals, (ii) alternative definitions
of the common tax base, (iii) stricter control on profit shifting, (iv) alternative choices for
capitatlabour substitutability, (v) E&s compliance cost saving from consolidation, (vi)
compensate revenue with labour taxes, instead of changing transfer payments and (vii)
discrete location choice for firms.

Regarding the adjustments to the CCCTB formula to incorporate digital presence,
various scenarios are presented. These indicate well the scale of the impact of such a policy,
and the sensitivity of the results to the share of the formula determined tay piigsence.
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ANNEX 5: SPECIFICITIES OF DIGI TAL BUSINESS MODELS IN RELATION
TO TAXATION

i. THE DIGITAL 'SECTOR'

There is no weltdefined digital sector as such.Notably, the Information and
Communication Technology (ICT) sector is no synonym for the digital ecoriRatiier, one

might consider the ICT sector as the backbone of the digital economy (and driving the
digitalisation of more traditional industries)h& ICT sector comprises both manufacturing
activities and services, though services represent more than 90% of the total production.
Computer and related activities is by far the largest-ssadbor, followed by
Telecommunications. ICT services are alsowgng at much faster rates than the ICT
manufacturing (European Commission, 2017b).

Figure (1): Value added in the ICT sector in the EU28 (2014)
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Digital companies should not be considered prdominantly as ICT companies.Many
companies commonly congiced as digital companies do not actually belong to the ICT
sector.The 2017 World Investment Report (UNCTAD, 2017a and 2017b) has developed a
methodology to classify international companies into (1) digital companies, (2) IT and
telecoms companies (bothablers of the global digital economy) and (3) 'other multinational
companies'IT and telecoms companies are broadly equivalent to the ICT sector. They are
either IT hardware manufacturers or software developers/providers of IT services, or they are
providers of telecommunication infrastructure and connectivity. Digital companies are
characterised by the nature of their operations, which are strongly linked to the internet. The
report distinguishes between providers of internet platformtenenerce, digal solutions

and digital content.

Focussing on the top companies in each category clearly shows the much more dynamic
revenue growth in the digital sector.Based on a unique assignment of companies into one
of the categories, UNCTAD (2017b) has produoew lists of top 100 multinationals in the
categories 'IT and telecoms' and 'digftaTable (1) reports summary statistics for the largest
companies in each category. Average revenue growth was around 14% for the top digital
firms, compared to around 3%or IT and telecom enterprises and 0.2% for other
multinational enterprises, although total revenue by the largest digital companies is still
considerably lower than that of the other sectors. The table also reports the ‘international
footprint' and the devance of intangible assets, discussed in the next subsection.

Table (1): Revenue growth, international footprint and relevance of intangible assets of
largest multinational companies

Type of MNE Total revenue Annual International Relevance of
revenue footprint intangible assets
growth

Digital 872 14.2% 2.1 3.1
IT&Telecoms 2825 3.1% 2.2 1.2
Other 5682 0.2% 1.1 1.4

Source Own computations based on UNCTAD (2017a and 2017b) and

Notes: Total revenue for the latest available year for the top compan&scimcategory in $ billion. 'Digital’

and 'IT&Telecoms' each consist of 100 companies. The category 'Other' only includes 83 companies, since some
of the companies on UNCTAD's usual list of top 100 global companies belong to the first two categoriés. Annua
average growth is measured over the latest 7 available years. International footprint is the ratio of the share of
foreign sales in total sales to the share of foreign assets in total asketselevance of intangible assets is
computed as the markedpmtalisation over equity book value minus 1.

8 As the focus in UNCTAD (2017b) is on international investment, only companies wkielece a certain
threshold of international activity are considered. Furthermore, the companies need to report certain information
in their publicly available financial accounts.
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il. SPECIFICITIES OF DIGI TAL BUSINESS MODELS IN RELATION TO TAXAT ION

The main characteristics of digital business models compared to more traditional ones
are their ability to conduct activities rematethe contribution of internet users in their value
creation and the importance of intangible assets.

(a) Limited physical presence

Businesses in the digital economy can easily conduct activity remotely and are therefore

very active in crossborder trade. Little physical presence is requiréal sell into a market

From one click on the computer, consumers can order goods and services from all over the
world, translating into new market readfor digital services more specifically, this is even
more acute @ the delivery of the service itself requires no or little physical presence.
Digitalisation also changes the nature of exchangelinying the lines between goods and
services transforming products to their digital representation suchlasoks or usig the

little material as in 3D printing.

Digitalisation is profoundly changing the structure of businesse$rimary activities such

as outbound logistics, marketing, sales and services that traditionally constitute an important
part of the value chain/syst (Porter, 1985) are going through a process of dematerialisation.
Such activities were mostly conducted locally in the destination location, and are now
conducted remotely in the country of origin (at source), although increasingly relying on
consumer iformation from the destination country. One observes a disintermediation process
T also referred as 'gscale without masdiusiness structur@.he disintermediation no longer
allows the destination country to tax the profit generated from the sales/mgr&etivities,
although the consumers/users in the destination country play an important role through their
provision of data and other user contributions.

As a result, businesses of the digital economy have a fundamentally different
international footpri nt, with far fewer assets in the location of their foreign saleOne

way to measure this phenomenon is by measuring the share of foreign assets in total assets
against the share of foreign sales in total sales.

International footprint = (foreign sales/btales)/(foreign assets/total assets)

Doing so for the three categories of largest global companies (see Table 1 above) shows that,
compared to the traditional ndm companies, digital companies, have a much larger share of
sales earned outside theirnh@ country relative to the assets they hold abroad compared to
traditional multinational enterprises. The 2017 World Investment Report provides a more
detailed breakdown which helps arriving at a clearer picture. Figure 2 reports ratios for the
different lusiness models used in the report. The international footprint is particularly
striking, with values exceeding 2.0, for internet platforms (search, social networks or other
platforms), electronic payment companies and companies classified as ‘cthramece’,

which includes for example major travel platforms. In contrast, telecom companies,
traditional businesses and online retailers, but also providers of digital media have overall a
balanced ratio of around 1.
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Figure (2): The internet intensity matrix and the foreign sales/assets ratio
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database, company reports and data from Bureau van Dijk Orbis database and Thomson ONE

Most of these remote activities by large gbal companies are conducted from noiU
locations. Only 50% of the affiliates of digital multinational enterprises are forbmsed,
indicating the reduced need to be physically present abroddr other (traditional)
multinationals the share is 80%sLarge digital multinationals are particularly concentrated in

the United States. From the top 100 digital multinaticevaterprises, twohirds had their
headquarters in the United States, whereas for tech companies and other multinationals the
share wasnly 20%%°

(b) Disruption in value creation and indirect revenue generation

The relevance of user contributions is centralmaterialising through the mass of adopters,

the production of data and other forms of user contributions to the production process.
Participating in a platform or a network creates a vahseopposed to the conventional 'value
chain' business model where value is generated by the supplier of a product or a service, a
large part of the value derived by users of an online platformie#ed by other users. This

% In this comparison, digital multinationals are those with business modgil'¢ontent’, ‘'eccommerce’,
‘digital solutions' and ‘internet platforms' in the diagram in Figure (3).
8 UNCTAD 2017 World Investment Report (UNCTAD, 2017a).
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is particularly true for multsided platforms. The effects that one user of a good or service has
on their value to other users are known as network effe¢itg. the marginal benefit of
adopting the service increases whie humber of users).

Digital platform models have moved from the traditional linear structure (from
production to after-sales services), to the development of an ecosysterhis involves
different skills, sources of power, strategic assets, market vahgesoairces of growth (see
Table 2). Instead of monitoring a value chain, digital platforms need to manage a community
of providers and users to increase their network. In other words, instead of maximising the
value of individual consumers, the platformsed to maximise the value of a network of
transaction§® This translates in an increase in the value of the company or service, exceeding
the proportional increase in the number of users.

Table (2): Differences in business models in the industrial and digil economies

Industrial Econom

Focus Product Platform

Structure Value chain Ecosystem

Source of Monitoring and control  Governance and

Power of the value chain architecture of the
platform

Economic Economies of scale on Economies of scale on

model thesupply side the demand side

Strategic Physical assets Ecosystem capacity,

assets platforms attractiveness

Market Return on assets Return on transactions

value within the ecosystem

Source of Organic growth or Network effects

growth acquisitions

Source: Accenture (2016).

The concept of 'prosumers' is emerging where the endser participates in the value
creation®® The enduser is no longer solely a consumer but contributes, either actively or
passively, to the value creati8hThe consumer may receive services for free, but also
provides data that are valuable for a company or contributes more actively to the service, for
example by uploading content. This is a phenomenon that Colin (2013) associates to a form of

8 See Commission Staff Working Document on Online Platforms, accompanying the document
"Communcation on Online Platforms and the Digital single market" (COM(2016) 288)

8 https://estrategiaparatodos sMipress.com/2017/01/08/thigital-economyandnetworkeffectsvalue-chains
andmultilateratplatforms/

8 The term was first coined by futurist Alvin Toffler in higork Future Shock (1970) and later developed in its
sequel, The Third Wave (1980).

% The extent to which digital business models disrupt the value chain varies quite significantly from one model
to another. For example, network effects will be particularly relevant for business model acting as marketplace
(two-sided platforms) or social edia that connect users. Reliance on big data is very strong for social media,
Internet search services and online advertising platforms while it is moderate for cloud services.
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work without nonetised compensation (obvious examples are Google or Facebook to which
access is free but all activities, searches, interactions that reveal interests and preferences are
recorded and can used to create value). Petruzzi and Buriak (2017) also refeoriscious
contributor' or 'unconscious employees'. This creates challenges in determining where and by
whom, value is created.

Often digital businesses provide certain types of products for free and monetise other
products, creating a disconnection betweenevenues generated and services provided.
Revenue generation in the digital economy derives from both direct payments (subscription or
transaction fees) and indirect payments through the generation of value in one activity (e.g.
social media, search engs) that is later monetized as input for another activity (e.g. sales of
advertising space or transmission of dafH)e generation of income via advertisements
arguably replicates the selling of advertisement space on television or radio. What does make
a difference, however, is the unique, almost personalised manner in which advertising
placements track the userby responding directly to their searehgine searches or direct
clicks on to advertsGommission Expert Group on Taxation of the Digital Ecopp2014.

Taken together the disconnection between the consumers of advertisements and the
advertising companies and the fact that user data are central to the personalisation of
advertisements result in a particularly stark deviation from the prindipéxation where the

value is created.

(c) Importance of intangible assets

One key feature of intangible assets is that they are difficult to value reliably, while they

are the essence of a competitive advantage in some businesaéwen generated interrial

generally accounting principles including international accounting standards prohibit the
recognition of those assets, even though they are a core component of a business model. As a
consequence, they do not appear on a company's balance sheetcunéiksets are either
acquired or otherwise transferred to a third party for a consideration (e.g. business
combination), in which case the financial statements of the acquiring company must generally
recognise these assets for its fair value.

There is evidence that intangible assets are particularly important for companies with
significant digital activities. Markets tend to attribute their own value to assets, whether
recognised or not. Therefore, as a proxy, differences in the importance intangitdecasset

be derived by comparing differences between a company's equity book value and its market
valuation (UNCTAD, 2017a).The increasing importance of intangible assets is shown by a
widening gap between book and market values of companies. Undiscltesagibles of the
largest digital multinationals are estimated to be on average roughly equal to 3 times the
company's total equity book valiiesignificantly more than the average recorded for IT &
telecom companies and other multinational enterprisesTédgle 3 below)At the same time,

the excess in market capitalisation over equity book values are of course also an indication of
the market expectations about future revenue generation.
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Table (3): Overview of physical presence per sector (digital, [Cand other)

| International footprint Relevance of IP
Digital 2.1 3.1
IT & Telecoms 2.2 1.2
Other 11 1.4

Source: Based on data from the Buerau van Dijk Orbis database. Notes: The relevance of intangibles is
computed as the market capitalisation over equity book value minus 1.

The differences in asset profiles indicate atructural shift in the sources of value
creation, from physical assets to intangibleslt also illustrates the profound disruption
brought about by digital multinationals discussed above. The intangible investment offers a
high competitive advantage. Altd same time it raises a concern over a growing distance
between highly productive firms at the frontier and the followers. Chen et al. (2016) find that
intangible capital is significantly more productive in Kgifensive sectors than in those that
use litle ICT.

(d) Winner takes most dynamics

Digital markets are often dominated by a few 'superstar' firms.Today's big players of the

digital economy are fairly young companies that have created new markets and quickly
become global, dominant playe@ommon characteristics include the volatility in the market

(the rapid gaining and losing of market share), the tendency towards monopoly and oligopoly
and the relevance of user contributions to the success of the business model (OECD, 2015a).
Although moern technologies such as the internet, software and cloud services, make it
possible to enter markets at minimal costs and as such threaten a dominant position (Evans
and Schmalensee, 2016), digitalisation and globalisabairibute to a trend of 'winnéakes

most' markets that are dominated by a few 'superstar' firms (Veugelers, 2017). For digital
markets this has to do with the relevance of large fixed investments, combined with low
marginal costs (once developed digital goods can be reproducedost aloncost), network

and lockin effects® These are strong forces bringing about increasingly concentrated
markets. Capacity limits, product differentiation and potential for smaithing (i.e. the
possibility to be active on several similar platformg)wiever can limit the level of
concentration (Haucap ahteimeshoff 2014).

%1 see for example Shapiro and Varian (1998). Moreover, the literature cgrddormarket entry recognizes

the type of lockin effects that networks can entail as a possible switching barrier, one form of a barrier to market
entry. Similarly, low taxes, giving a cost advantage to the incumbent firm, are one form of a marketarrie
review of the literature on market barriers and a classification of different forms of barriers is provided in
McAfee et al. (2003).
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Data on the top 100 global companies by market capitalisation shows the increasing
dominance of ICT/digitabased firms, notably US firms (see figure below). Within one
decade, onl three companies that were in the -fip ranking of companies by market
capitalisation have remained in this position, one of them being Microsoft, a technology
based company closely associated to the digital revolution. In 2016, seven out of1Be top
companies were associated to the ICT sector, with Apple, Alphabet and Microsoft leading the
overall ranking.

Figure 3: Top 100 global companies (15) by market capitalisation, 2017 and 2009

Company Industry Country 31 March, 2017 31 March, 2009 | Change in rank
Rank Market Rank Market between
Capitalisatiof Capitalisatior 31 March, 2009
($bn) ($bn) and
31 March, 2017
Apple Inc Technology United States 1 754 33 94 +32
Alphabet Inc-Cl A Technology United States 2 579 22 110 +20
Microsoft Corp Technology United States 3 509 6 163 +3
Amazon.Com Inc Consumer Services |United States 4 423 na 31 -
Berkshire Hathaway Inc-Cl A |Financials United States 5 411 12 134 +7
Facebook Inc-A Technology United States 6 411 - - -
Exxon Mobil Corp Oil & Gas United States 7 340 1 337 -6
Johnson & Johnson Health Care United States 8 338 8 145 0
Jpmorgan Chase & Co Financials United States 9 314 28 100 +19
Wells Fargo & Co Financials United States 10 279 55 60 +45
Tencent Holdings Ltd Technology China 11 272 - 13 -
Alibaba Group Holding-Sp Adr|Consumer Services |China 12 269 - - -
General Electric Co Industrials United States 13 260 24 107 +11
Samsung Electronics Co Ltd |Consumer Goods South Korea 14 259 53 61 +39
At&T Inc Telecommunications JUnited States 15 256 7 149 -8
Source: Bloomberg and PwC analysis Science, Research and Innovation performance of the EU 2018
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ANNEX 6: DETAILED BASELINE SCE NARIO ON RELEVANT PO LICY
INITIATIVES

OECD work in progress:

Progress within the Base Erosion and Profit Shifting project

The BEPS Action 1 report (OECD, 2015a) concluded that digitalisation did not msent
specific issues in the area of tax avoidance but could exacerbate soieis is the reason

why several of the BEPS actions refer explicitly to the challenges posed by digitalisation.
Four of these actions have led to an agreed minimum standardeSthaf the actions have

led to recommendations and guidance. The Inclusive Framework of BEPS brings together
more than 100 jurisdictions, thereby allowing for a widespread implementation of the BEPS
measures.

Minimum standards were agreed with respect toAction 5 (Harmful Tax Practices),

Action 6 (Treaty abuse), Action 13 (Transfer Pricing Documentation) and Action 14
(Dispute Resolution Mechanisms)Several of the AntBase Erosion and Profit Shifting
(BEPS) actions refer explicitly to the challenges pdsg digitalisation. Four of these actions
have led to agreed minimum standards in the areas of harmfulatebcps(Action 5), treaty

abuse (Action 6), transfer pricing dcumentation(Action 13 and dispute resolution
mechanismgAction 14). Minimum standards are subject to a peewriew that will take place

in 20162020 and should ensure consistent implementation. In the light of the challenges
brought by digitalisation, Actions 5, 6 and 13 are particularly rele@ther actions are in the

form of reommendations and guidance. The Inclusive Framework of the BEPS Project brings
together more than 100 jurisdictions, thereby allowing for a widespread implementation of the
BEPS measures.

The implementation of Action 5 is well under wayThe overwhelming njarity of existing
intellectual property regimes were abolished or amended in line with the "nexus approach”,
both at EU and at global level (through the Inclusive Framework). Similarly, a high number of
rulings have been exchanged among member of thesimel Framework. In the EU, the
amendment to the Directive on the automatic exchange of infornfati@s made the
exchange of rulings legally binding.

Measures to prevent treaty abuse start to be widely implementedround 70 jurisdictions

signed the Multateral Convention to Implement Tax Treaty Related Measures to Prevent
BEPS (MLI), whereby about a third of existing tax treaties will be aligned with the minimum
standard on action 6. Countries may also update their bilateral tax treaties thougal bilater

92 Council Directive 2014/107/EU of 9 December 2014 amending Directive 2011/16/EU as regards mandatory
automatic exchage of information in the field of taxation (OJ L 359, 16.12.2014)
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negotiations. Finally, the Commission issued a Recommendation in 2016 on Tax Treaty
issues” which advises Member States on how to reinforce their tax treaties in a way that is
compliant with EU law. Treaty abuse is relevant given the increased dbilithioose the
location of resources (e.g. intellectual property) that are key to digital activities.

The exchange of countryby-country reports has been made legally bindinf on EU

Member States with the first exchanges planned in 2018lore than half of the Inclusive
Framework members have signed an agreement to operationalise the exchange of reports
between jurisdictions.

The amendments to the permanent establishment definition (Action 7) and revisions of

the Transfer Pricing Guidelines (Actions 810), which are not subject to minimum
standards, are very relevant to address the challenges of digitalisatiolhe amendments

to the permanent establishment definition have been the subject of the 2016 Commission
Recommendation on Tax Treagsues, which is netegally binding, and there have been
several reserves in the context of the MLI. While the BEPS outcomes have been reflected into
the OECD Transfer Pricing Guidelines, the effective implementation will largely depend on
the national lgislation.

Amendments to thepermanent establishment rules in the OECD Model Tax Convention

were agreed, but these are not legally binding and some countries have made
reservations against these.Through the amendments, thregular conclusion through
intermediaries of contracts to be performed by a foreign enterprise triggers a sufficient taxable
nexus in that country, Moreover, specific activity exemptions would only apply to activities

that are of greparatory or auxiliarycharacter, that is, only if ¢hactivities do not form part

of the core business. For example, a large warehouse of an online sales business for storage
and delivery of goods would constitute an essential part of the sales and distribution function
of that business. As a result the alaousing function would not qualify for the preparatory

and auxiliary activity exemption anymore. The proposed amendments are implemented either
through bilateral tax treaty negotiations or through theadledé Mu | t i | at e rbatl | nst
some countrie have reserved against these. At EU level, the 2016 Commission
Recommendation on the implementation of measures against tax treaty abuse encourages
Member States to implement the proposed provisions.

93 Commission Recommendation (EU) 2016/136 of 28 January 2016 on the implementation of measures against
tax treaty abuse (OJ L 25, 2.2.2016)

% Council Directive (EU) 2016/881 of 25 May 20afmending Directive 2011/16/EU as regards mandatory
automatic exchange of information in the field of taxation (OJ L 146, 3.6.2016)

% "For example, where the sales force of a local subsidiary of an online seller of tangible products or an online
provider of advertising services habitually plays the principal role in the conclusion of contracts with prospective
large clients for those pducts or services, and these contracts are routinely concluded without material
modification by the parent company, this activity would result in a permanent establishment for the parent
company." (OECD, 2015b).
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Furthermore, the G20/OECD Base Erosion and ProfiShifting BEPS project’® examined

a new nexus in the form of a significant economic presence without issuing a
recommendation.The economic presence would be assessed on the basis of various elements
such as revenues, digital factors (local domain nameal dligital platforms, local payment
options) and usetisased factors (such as number of 'monthly active users', online contract
conclusion or data collected). Although the report did not include this new nexus in its
recommendation, it made clear that #hwelution of the digital economy warranted further
work on the issue and a monitoring of the developments.

Legally-binding rules have been agreed at EU level regarding CFC rules (Action 3),
interest limitation rules (Action 4) and hybrid mismatches (Action2), which should enter

into force as from 209 and 2020® However, according to the OECD assessment, there has
not been great interest from countries to amend the CFC rules with respect to income from
online sales and services. Beyond the EU Membeestatnumber of other countries have

or will have elements of those rules in their national legislation.

The OECD is continuing its work on digital taxation and has recently published its
interim report on the taxation of the digital economy and presentedt to the G20
Finance Ministers at their meeting in March 2018 (OECD, 2018)ln the longterm, the
OECD will also examine reforms related to the nexus and the profit allocation (permanent
establishment and transfer pricing), the two pillars of the probkefimal report is due in
2020.

EU work in progress

Corporate taxation

At EU level, the Commission has launched a new proposal for the CCCTB. The baseline
scenario assumes that the current CCCTB proposal will be introduced. The box below
explains the keyelevant provisions of the CCCTB proposal.

The AntiTax Avoidance Directive puts forward tax rules aimed at preventing that income
goes untaxed (or taxed at very low level), inter alia through controlled foreign company rules,
exit taxation and switclbverrules. It will enter into force in January 2019 (with exceptions).

% Final report on Action 1

97 Council Directive (EU) 2016/1164 of 12 July 2016 laying down rules against tax avoidance practices that
directly affect the functioning of the internal market (OJ L 193 of 19.7.2016). The following derogation is
foreseen "Member States which have national targeted faf preventing BEPS risks at 8 August 2016, which

are equally effective to the interest limitation rule set out in this Directive, may apply these targeted rules until
the end of the first full fiscal year following the date of publication of the agreefmetween the OECD
members on the official website on a minimum standard with regard to BEPS Action 4, but at the latest until 1
January 2024."

% Council Directive (EU) 2017/952 of amending Directive (EU) 2016/1164 as regards hybrid mismatches with
third countries
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As stated in the June 2015 Action Pfarthe Commission is working on improving the
transfer pricing framework in the EU. For example, a report addressing the challenges of
valuing intangbles by using economic valuation methods will be published soon by the EU
Joint Transfer Pricing Forum, an expert group advising the Commission on TP matters.

To prevent the harmfulness of these schemes, an agreement was reached in the OECD and in
the EUon the approach to be taken to ensure that there is a clear link between the tax
advantage being granted under t he patent
approach’{® The EU agreement on a modified nexus approach requires that Member States
with paent boxes that do not meet this condition close them to new entrants by 30 June 2016
and abolish them by the 30 June 2021.

Box: CCCTB rules on tax residence and allocation of profits

The CCCTB applies to companies that are established under the laMveoflzer State
including their permanent establishments in other Member States. It also apg
companies established under the laws of a third country in respect of their per
establishments situated in one or more Member States.

Permanent estatishment rules

A permanent establishment is a fixed place of business such as a branch, an
factory, a place of management, or a construction site if it lasts more than a year.
activities of preparatory or auxiliary nature may be excluflech the definition of a
permanent establishment, most notably if facilities are used solely for storage, dis
delivery of goods, or carrying out for the taxpayer, purchasing activities or collect
information. Under certain circumstances, anpanent establishment is deemed to €
where a person on behalf of a taxpayer habitually concludes contracts or pla
principal role leading to a conclusion without material modificatfon.

Resident and nonresident taxpayer

A company that is a taxs&lent in a Member State is a resident taxpayer for the pur
of the CCCTB. Normally, this is the case if such a company is incorporated or ce
managed in a Member State. A resident taxpayer is in principle subject to tax on g
worldwide hcome; that is irrespective of whether or not it originates from within
Member State of residence. A company that is not resident in a Member State is
resident taxpayer if that company has a permanent establishment in a Member
nonresident taxpayer of a Member State is subject to tax only on income that g
attributed to its permanent establishment in said Member $Sfate.

% COM(2015) 302 final

10 This does not mean that these schemes are effective in raising R&D efforts.

191 Article 5 of the Directive on a Common Corporate Tax Base.

192Under the rules of the common corporate tax base, that is before consolidatapparttbnment is applied,

the implications of being a resident and fiesident taxpayer are determined by the bilateral double tax treaties
between Member Statds. essence, they are also based on the principle that resident taxpayers are taxed on their
worldwide income whereas naesident taxpayers are taxed only on their domestic incdhese treaties also

lay down how to avoid double taxation of the same income. Under a territorial approach the taxpayer (whether
resident or nomesident) is subjedb tax only on income earned in that territory.
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Mandatory scope

Only large companies fall under the mandatory scope of the CCCTB. This is the ¢
a company benging to a consolidated group for financial accounting purposes with
consolidated group revenue that exceeded EUR 750 million during the financie
preceding the relevant financial year. All other companies can opt to apply the CC(

Allocation of tax base

Under the CCCTB all profits within a group are added and then apportioned back
entities of the group through a formula. The formula puts equal weight on three f
two input factors, assets and labour, and a factor capturingatienside, namely sale
Assets exclude intangible assets and financial assets to make the formula mors¢
against aggressive tax planning, considering their highly mobile nature. The labou
consists of two sulactors, each with equal weighthich are number of employees a
payroll. The sales factor consists of sales by destination, that is, a sale of a g
attributed to an entity depending on the location of the customer (where trans
dispatch ends). Where there is no group mermtbdre Member State of destination, t
sales are included in the sales factor of all group members in proportion to their
and asset factors. Similarly, where there is more than one group member in the |
State of destination, the sales areluded in the sales factor of all group memb
located in that Member State in proportion to their labour and asset fdedorsertain
industries, there are adjusted formulae that better fit the needs of sectors such as
services and insuranaa) and gas as well as shipping and air transport.

Value added tax

The implementation of the destination principle started with new VAT place of supply rules
for B2C telecommunications, broadcasting and electronically (TBE) supplied s&Rices
which came into force in 2015. According to such rules, VAT is due in the Member State
where the consumer is established. A simplification mechanism is provitted Mini One

Stop Shop (MOSS) allowing businesses to make a single declaration and payméreir

own Member State in respect of sales in other Member States. Other complementary
legislative proposals, which further implement the destination principle in VAT, have also
been recently adopted. Notably: (i) th€emmerce proposal, adopted ied@mber 2017, (ii)

the proposal on a definitive VAT system for inE& crossborder trade, adopted in October
2017, and (iii) the new proposal on ratesJahuary 2018 which is intended to give more
freedom for Member States to set VAT rates

193 For more information on the 2015 rules, seee Council Implementing Regulation (EU) N®42/2013 of

7 October 2013 amending Implementing Regulation (EURBR/2011 as regards the place of supplyestices
(OJ L 284, 26.10.2013, p.);land Council Regulation (EU) N&67/2012 of ctober 2012 amending
Implementing Regulation (EU) N282/2011 as regds the special schemes for restablished taxable persons
supplying telecommunications services, broadcasting services or electronic servicesaxahtmpersongoJ

L 290, 20.10.2012, p)1
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According to the eommerce proposal, all crebsrder B2C supplies of services, as well as
imports, will be taxed in the Member State of the consumer. This would replace the current
regime, where B2C supplies of services other than TBE are generallyitattezl Member

State where the supplier is established. The current exemption for the importation of small
consignments, according to which nBk) suppliers can supply VAifree goods to
consumers in the EU, will be abolished.

According to the proposal oa definitive VAT system, the current VAT arrangements for
B2B crossborder supply of goods will also be changed. At present, a B2B-lbooder
supply of goods within the EU is split into two different transactions for VAT purposes: 1) an
intracEU supplyof goods exempt in the Member State of origin (made by the supplier); 2) an
intraaEU acquisition of goods taxed in the Member State of destination (made by the
customer). With the new rules, the exemption for the B2B dvosder supply of goods will
disappear and businesses making such supplies will be liable for declaring and paying VAT in
the Member State of arrival of the goods by means of an extended One Stop Shop (OSS).

MS work in progress:

Some MS have introduced national measures to address thiertaofathe digital economy,

e.g. Hungary (online advertising tax), Germany and France (access to online digital content)
or Slovakia (on revenues derived by intermediation through websites and online platforms),
while the others specifically targeted efit-shifting issue in the form of a diverted profits

tax and withholding tax (UK) and a new administrative procedure for largeesatent

MNEs to disclose hidden permanent establishments (Italy). Based on recent public statements,
it seems likely that few more MS are considering a specific (indirect) tax on revenues
derived through intermediation and the provision of online advertising (HKj) Treasury,

2017) and on digital B2B transactions with electronicalypplied services (Italy),
respectivelyin the absence of coordinated action at EU or international level.
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Table (1): Overview of unilateral measures taken/planned

Country Planned/
adopted/
implemented

Type of tax

Brief description of the measure (where available)

Indirect taxe¥*

In the European Union

Hungary  Implemented Tax on This tax is levied on any advertising activity, whether it is in printed or digital form. The itacome based: a yearly incom
(2014), advertisement from advertising activity over HUF 100mn (approximately EUR 322,000) is taxed at the rate of 5.3%.
2811e7r1)ded (2015, An entity can be the subject of the advertisingitatx
1 publishes advertising for others, providing advertising senadndgealising income from such activities;
1 publishes an advertising to promote its own services or products or (irrespective of where it is domiciled) ord
advertising from a media content provider settled in Hungary.
UK Planned (2019) Withholding tax A withholding tax on the revenues that businesses generate from the provision of digital services in the UK market is

on revenues
derived from
intermediation
and the provision
of online
advertising

considered as a possible interim solution for tgxthe digital economy. The tax would be levied on the revenues obtaine
through intermediation and the provision of online advertising. Most probably, the tax would not cover revenue gener
through electronic sales of goods and from charging custoorettsef provision of digital or services.

De minimisthresholds and mitigating provisions for lasaking and earhkgtage businesses are also being contemplated.

194\/AT on digital services is not included here.

124




Italy Planned (2019) Tax on digital A 3% equalization tax would be levied on payments (net of vafiged tax) made to nemsidents by Italiamesident
B2B transactions purchasers of digital services (such as online advertising) carried out through electronicengetiesiiiternet or other
with electronic networks), regardless of where the transaction agreement is concluded. The equalization tax would apply ¢
electronically B2B transactions (a threshold of minimum 3,000 transactions is provided in thedairgnsactions with copanies,
suppliedservices partnerships, professionals and individuals that carry out an economic business in Italy, and on Italian PEs of figsigr
B2C transactions would fall outside the scope of the proposed equalization tax.
In principle, tax crediting for digat service providers subject to the equalization tax will be allowed.

France Implemented Levy on access tc¢ The levy covers activities ohaking available services giving access (against consideration) to cinematographic or aud
(2003), content, including works, on individual request formulated by an electronic communication method. Services whose audiovisual content
amended (2016) digital content by secondaryservices whose main purpose is devoted to information and services that mainly provide information relate

means of a video cinematographic and audiovisual works and to their dissemination and promotion, are exempt.
on demand / The taxableamount is the amount paid by advertisamnd sponsors, for the dissemination of their advertising services to t
overthetop . s .
: relevant taxpayers or the directors of advertising messages, excludingdedtax. These sums are reduced by 4%. Thi
online platform : o . p ; L :
(for the reduptlon goes up to _66 % in fche case of_serwce_s givindawial access to audiovisual content created by private users
cinematography sharing and exchanging within communities of interest.
fund)
Germany Implemented Levy on access tc The film levy in Germany (Filmabgabe) helps financing the German Federal Film Board.
(2004), content, including , . . .
. The rate of the film levy is between 1.8% and 2.5% of the annual net sales-ovidemand providers that cetit less than
amended (2010) digital content by EUR 500,000 a year through cinematographic works are exempt from the lev
means of a video ’ y g grap P y
on demand / Private broadcasters with fré@air programs pay a film royalty on net advertising revenue. The film levy varies betwee
overthetop 0.15% and 0.95% and depends on the sharmeimatographic films in the total broadcasting time. Private broadcasters
online platform  whose total net revenue is less than EUR 750,000 for such services are exempt.
for the . i . : . :
gin emato Organizers of payv and program marketers pay a fixed film levy amounting to 0.25% of their netrs@esmany, either
graphy . o oL ) . ) X
fund) with subscription contracts or for individual consideration. Suppliers who show no or only a few films (less than two p
of the total time) or whose total net sales with these offers is less than EUR 750,000 are exempt frortethe fil

Romania  Implemented Levy on access tc The mandatory contribution to tieenematography funid levied at 3% on the turnover from audio and video content legal

(2005), content, including downloaded in digital format and at 1% on the turnover from the digitahnsmission of TV shows.

amended (2008)

digital content by
means of a video
on-demand /
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overthetop
online platform
(for the
cinematography
fund)

Croatia

Implemented
(2007)

Levy on access tc The levy amounts to 2% of the taxable turnover.
content, including

digital content by

means of video

on-demand online

platform (for the

cinematography

fund)

Portugal

Implemented
(2007)

Levy on access tc The levy amounts to 1% of the taxable turnover. There is an option between contribution to the cinematography fund
content, including investment in production.

digital content by

means of a video

on-demand online

platform (for the

cinematography

fund)

Belgium
(certain
regions)

Implemented
(2009)

Levy on access tc In Wallonia and Brussels, contributors can opt either to transfer, respectively, 1.4% and 2.2% of the taxable turnover
content, including film fund or to make an equivalent investmdirectly in films.

digital content by

means of a video

on-demand online

platform (for the

cinematography

fund)

Czech
Republic

Implemented
(2012)

Levy on access tc¢ The levy amounts to 0.5% of the respective turnover.
content, including
digital content by
means of a video
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onrdemand online
platform (for the
cinematography
fund)

In third countries

United Implemented Levy on access tc

States (20152016) digital content

(certain and streaming

states) services

India Implemented Levy on the The Indian 'equalisation levy' is imposedescommerce transactions whereby a resident or aesident with a permanent

(2016) provision of establishment carrying on a business or profession in India is obliged to withhold 6% equalisation levy from payment:
online a nonresident service provider for specified seed. These services include online advertisements, provision of digital
advertisement advertising space, or any other facility or service for the purpose of online advertisements or any other notifiecegeegt
services by non  where the aggregate consideration for the specfedce iséss than INR 100,000 (EUR 1,300).
residents The levy does not apply if the service provider is aremident who has a permanent establishment in India to which the
service is effectively connected and such income is attributable.

Canada Planned (2018) Levy on access tc

(certain digital content

states) and streaming
services

Brazil Planned (2018) Levy on access tc

(certain digital content

states) and streaming

services

Direct tax initiatives targeting profgthifting

In the European Union

UK Implemented

Diverted profits

The diverted profits tax does not explicitly target ‘digital compahigsargets contrived arrangements that erode the UK t
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(2015)

tax

base through abuse of permanent establishment and transfer pricing rules.

The divertedorofits tax applies to UK and foreign companies using contrived arrangements designed to erode the UK
in the following two situations:

91 if a foreign company artificially avoids hagjra permanent establishmémthe UK;
1 if a UK company, or &oreign company with a UK permanent establishment, creates a tax advantage by using
connected entities for transactions that lack economic substance.

Italy

Adopted (2017),
in force (2018)

Administrative
procedure for
large nomrresident
multinational
enteprises

This administrative procedure introduces an option for foreign companies that meet certain thresholds to discuss (@an
advance with the Italian tax authority the existence there of a permanent establishment.

The terms apply to digital compigs not headquartered in Italy having:

9 atleast EUR 1 billion in global revenue; and
1 salesin Italy of at least EUR 50 million.

Slovakia

Adopted (2017),
in force (2018)

Tax on income
derived from
intermediation
through websites
and online
platforms

Thetax will be levied at a rate of 21 % on the income of 'digital platforms‘resident in Slovakia, despite the absence of
fixed place of business in this country. The proposed legislation defines digital platforms very broadly as 'hardwasr®i
platforms required for the creation of applications and their management'.

In third countries

Israel

Implemented
(2016)

Thesignificant
economic
presence test for
nonresident
enterprises

Under weltdefined circumstances income of foreign corporatfom® the sale of goods or provision of services via the
internet may be attributed to a 'deemed permanent establishment' in Israel if:

the foreign company maintains an operation in Israel;

1 the foreign company sells directly products or services to clietésael or connects with customers in Israel throi
a local website (for instance, by way of a website operated in Hebrew language for Israeli market purposes);

1 representatives in Israel of the foreign company are involved in identifying Israeli custamd/or gathering
information; or

1 the foreign company has provided authority to an Israeli representative to engage in transactions locally \
binding on the foreign company.
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Australia  Implemented Diverted profits  The diverted profit tax aims to ensure that the tax paid by significant global entities properly reflects the economie sl
(2017) tax and additional their activities in Australia and aims to prevent theetsion of profits offshore through contrived arrangements.
antravoidance Australiabs diverted profit tax applies to mul t iermnwdht i
rule for'large annual global income of at least AUD 1 billion, that entey amscheme which:
nonresident ’ '
multinational 1 has at least one of the parties connected to the scheme being a foreign entity; and
enterprises
P 9 results in a 'diverted profit tax benefit', as defined in the law.
There is also de minimighreshold of AUD 25 million (for the local income) aimed at ensuring that the diverted profit te
only applies to companies that have sufficiently large operations in Australia.
India Planned (2018) New concept of The Finane Minister of India proposed, in the context of the Union Budget 2018, to introduce the concept of a 'signific
significant economic presence'. A significant economic presence for this purpose shall mean
economic L . . . . .
presence 9 any transaction in respect of any goods, services or pragaarigd out by a neresident in India, including a
provision of download of data or software in India, if the aggregate of payments arising from such transactiorn
transactions during the previous year exceeds the amount as may be prescribed; or
1 systeméc and continuous soliciting of its business activities or engaging in interaction with such number of us
may be prescribed, in India through digital means.
The proposed amendment in the domestic law aims to enable India to negotiate for inlioreas nexus rule in its
Double Taxation Agreements. The thresholds of 'revenue' and the 'users' would be decided after consultation with stz
United Adopted (2017), The introduction The new provision refers to base erosion as tax reduction strategies employed by multinational corporations that exp
States in force (2018) of the concept of differences between the tax laws of different countries in ordeirtionise or eliminate the amount of corporate tax paid. V

'base erosion anti
abuse tax' for
large
multinational
enterprises

respect to base erosion payments paid or accrued in tax years that begin after 31 December 2017, ‘applicable taxpay
now required to pay a tax, the 'base erosionamise tax' (BEAT), eqlito the 'base erosion minimum tax amount' for the
year.

Applicable taxpayers are corporations (except for certain type of corporations) with average annual gross receipts of
USD 500 million and a 'base erosion percentage' of at least 3%0f2%rtain banks and securities dealers). This percente
equal to the aggregate amount of base erosion tax benefits of the taxpayer for the tax year divided by the aggregéte
specified deductions allowable to the taxpayer for the tax yelaasa erosion payment, in turn, generally means

1 any amount paid or accrued by a taxpayer to a foreign person that is a related party of the taxpayer; and

1 with respect to which a deduction is allowable, including any amount paid or accrued by the teax{ieyezlated
party in connection with the acquisition by the taxpayer from the related party of property of a character subje
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allowance of depreciation (or amortisation instead of depreciation).

Source: Commissioanalysis based on various sges, such as national legislations, replies to the Member State consultation or other government sources, websites of
national film funds, European Film Agency Directors (EFADS) website, website of the International Bureau of Fiscal Daonr{I&®RBX- for most of the direct tax
initiatives) and Thomson Reuters Tax & Accounting for the US BEAT measure.
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ANNEX 7: WHAT ARE THE CONSEQUE NCES?
i DIFFICULTY TO TAX /OPPORTUNITIES FOR TAX AVOIDANCE

(a) Misalignment of value creation and taxes

For globally active companies that do not require physical presence to gather and
process data there is a misalignment between value creation and taxatitfi The use of
intangibles and of data knowleglgincluding consumer data) and other user contributions to
improve or develop products and services or to define marketing, sales and pricing policies
has increased considerably, although it is not a new phenomenon. It does not raise tax issues
as long asa company's activities are pdeminantly domestic, in which case all value
creation would also be 'domestically’ captured for taxing purposes. However, it does raise an
iIssue in a global context. The current permanent establishment and transfer ptesrpat
address the questionghere to tax' and 'how much to ta}d not take into account the user
contribution in the allocation of taxable profits, which results in a mismatch with the value
creation. The views of stakeholders have been testedotofic: 67% of respondents to the
open public consultation as well as 15 out of 21 national tax authorities agree with the
statement thatstates are not able to collect taxes on the value that some digital companies
create on their territory".

(b) Avoidance of permanent establishment rules

Difficulties to tax and/or opportunities for tax avoidance arise in relation to the current
permanent establishment rules and transfer pricing rulesFirst, as the current permanent
establishment rules are grounded inygical presence they often do not capture digital
activities or can be easily circumvented in relation to such activities. Second, even where
there is a permanent establishment, tax can be avoided by shifting mobile intellectual property
to low tax jurisdctions resulting in intragroup payments for which an objective transfer price

is difficult to determine.

Article 5 of the OECD Model Tax Convention provides that the business profits of an
enterprise which is not resident for tax purposes in a certaijurisdiction become taxable

there only to the extent that the enterprise has a permanent establishment in that state.

The concept of PE requires some physical presence and permanence in a jurisdiction. While
those two criteria are relevant for the traditional economy, they do not necessarily address the
stakes of the digital economy. This is notably because the ahiliyatry out business
activities remotely has been increased in the digital economy. As a result, even sizeable
digital activities in a location do not always result in a permanent establishment in that
location. And, even if such a permanent establishmeenitiggered in the absence of tax
planning, it often is fairly easy for digital economy businesses to find arrangements that
circumvent the existence of a permanent establishment.

1% That is, the phenomenon of disintermediation due to a process of dematerialisation in the business model of
digitalised firms.



In particular, the avoidance of permanenet establishments happens in pracg through

the use of commissionaire arrangements and arrangements that escape the PE status by
treating some critical functions as auxiliary. Through commissionaire arrangements a
person sells products in a state in its own name but on behalf of anferd&yprise that is the

owner of these products. In this way, a company is able to avoid the status of a permanent
establishment and thus escape corporate income tax on the profits generated by the sales in
that state. Similar results can be achievedutinoarrangements where contracts that are
substantially negotiated in one state are not concluded in that state because they are finalised
or authorised abroad, or where the person who concludes contracts is an ‘independent agent' to
whom the exception ofrticle 5(6) is applicable. Moreover, Article 5(4) includes 'specific
activity exemptions' according to which a permanent establishment is deemed not to exist
where a place of business is only used to carry out the activities listed in that paragraph.
Businesses have been able to avoid creating a permanent establishment in a country by
categorising their business activity as qualifying for one of the exemptions from permanent
establishment status. Another possibility to trigger the Article 5(4) exemption hseaking

up into several small operations in order to claim that each part is merely engaged in
preparatory or auxiliary activities.

In the context of Action 7 of the G20/OECD BEPS project, amendments to the
permanent establishment rules in the OECD Mdel Tax Convention were proposed, but
these are not legally bindingArticle 5 has been amended to ensure that, where the activities
of an intermediary result in thregular conclusion of contracts to be performed by a foreign
enterprise, that enterprishould be considered to have a sufficient taxable nexus in that
country’®® The new rules also tighten the definition of independent agém. changes
proposed under Action 7 prevent this by limiting the exemptions to activities that are of a
preparatory orauxiliary character i.e. business can only qualify for these exemptions if this
activity is not a core part of their business model. So a large warehouse maintained by online
sales business for the purpose of storing and delivering goods sold by tmetsbusould
constitute an essential part of the sales and distribution function of that business, and so the
warehousing function would not qualify for the preparatory and auxiliary activity exemption
from PE status any more. Those amendments are impledngittier in the course of bilateral

tax treaty negotiations or through the Multilateral Convention to Implement Tax Treaty
Related Measures to Prevent BEBRShown as the OMultil ater al
countries have reserved against these. At EUl|I¢lve 2016 Commission Recommendation

on the implementation of measures against tax treaty abuse encourages Member States to
implement the proposed provisions, but it is not a legatging tool.

1% Eor example, where the salesderof a local subsidiary of an online seller of tangible products or an online
provider of advertising services habitually plays the principal role in the conclusion of contracts with prospective
large clients for those products or services, and theseactmtare routinely concluded without material
modification by the parent company, this activity would result in a permanent establishment for the parent
company." OQECD, 2015
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Furthermore, the final report on Action 1 of the G20/OECD Base Erosion and Profit
Shifting BEPS project examined the relevance of defining a new nexus in the form of a
significant economic presenceThe economic presence would be assessed on the basis of
various elements such as revenues, digital factors (Idoatain names, local digital
platforms, local payment options) and uskased factors (such as number of 'monthly active
users', online contract conclusion or data collected). This new nexus was not part of the
recommendation. However, the report madercitkat the evolution of the digital economy
warranted further work on the issue and a monitoring of the developments.

c) Transfer of intangible assets

Intangible assets can fairly easily be shifted from one jurisdiction to another, which in

the absence ofabuseproof rules opens significant opportunities for aggressive tax
planning. The high mobility of intangible assets allows more digitalised companies to benefit
from certain tax regimes and push down their tax burden. Profits allocation rules follow
contractual arrangements of transactions between intragroup companies. Indeed, legal
ownership of intangibles is a decisive factor for determining profits, resulting in entities with
little business activity potentially benefitting from high profit allocat{@ee discussion in
Olbert and Spengel, 2017).

Econometric evidence shows the importance of the location of intangible assets, and
notably intellectual property, in profit shifting strategies. First, intellectual property is
difficult to value, with oftemo unrelated thirgbarty transaction to determine an arm's length
price. This makes it easier to shift profits through trangfere manipulation. Second,
corporate taxation, notably the preferential tax treatment of intellectual property, influences
the location of research activities, of legal patent ownership and of the number of patent
applications. Dischinger and Riedel (2011) find that a one percentage point increase in the
average tax difference to all other group affiliates increases the subsidiasitlectual
propertyin the balance sheet by about 1.7%. Skeie et al. (2017) find that a 5 percentage point
cut in the preferential tax rate on patent income is associated with a 6% increase in patent
applications. Several contributions evidence ngaeerally the significant effect of corporate
taxation on the number of patent applications (Karkinsky and Riedel, 2012, Griffith et al.,
2014, Alstadtsaeter et al., 2018). Alstadtsaeter et al. (2018) find that the effect is mostly due to
the favourable tatreatment of patent boxes (and not due to a possible favourable impact on
R&D activities), with quite large differences across sectors. As shown in Bohm et al. (2012)
the probability of patent relocation to a tax haven is increasing with the value jditdra.
Furthermore, the literature provides evidence that controlled foreign companies
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effectively reduce this form of profit shiftifg’ In general, Beer and Loeprick (2015) find
that mandatory documentation requirements are effective in reducofyg ghifting by
transfer pricing, but this result does not hold for subsidiaries with large intangible assets.

A detailed examination of tax rules confirms the profit shifting opportunities
multinational enterprises with sizeable intangible assets hav@ut of seven important tax
planning structures identified by Ramboll Management Consulting and Corit Advisory
(2015), three involve the use of intellectual property. The same study determines the
prevalence across Member States of tax rules that are necessary or conducive faptioé set
aggressive tax planning schemes. It identifies 15 Member States whose tewdrasmhave
elements that directly promote or prompt an aggressive tax planning structure. All but two
Member States show a lack of aabuse rules. ZEW (2016) estimates the impact of
aggressive crodsorder tax planning schemes on the effective averageadtes. It shows
without ambiguity that placing intellectual property in a country with a generous intellectual
property box allows lowering the effective average tax rate significaatiyl more than any
other tax planning structure. The Afliax Avoidance Directive, which will enter into force in
2019 (with some exceptions), should however strengthen thalarge framework in all
Member States through the introduction of a number of legally bindingalbnse measures.
Table 3 summarizes the findingérecent studies on the use of intangibles for profits shifting
purposes.

Table (@): Overview of studies evidencing the link between aggressive tax planning
intangible assets

Dischinger and Europe (1995 Intangible - 1 p.p. increase in the avera
Riedel (2011) 2005) assets in Hhe tax difference to all other grou
balance sheets affiliates increases th

subsidiary's intangible assets
the balance sheet by about 1.79
Karkinsky and Europe (1978 Patent +1 p.p. of CIT rate decreas:
Riedel (2012) 2007) holdings patent applications by abol
3.5%3.8% (depending on th
empirical model)

Griffith et al. Europe (1985 Patent +1 p.p. of CIT rate decreas:

(2014) 2005) holdings patent applications by abol
0.59%63.9% (depending on th
location)

Beer and World (ORBIS) Tax sensitivity Tax sensitivity of reported profit

Loeprick (2015) (20032011) of reported to 1 p.p. increase of the CIT ra
profits and increases from 0.76% to 1.2% f
endowment of subsidiaries with an above

197 A side effect of this may be that stronger @wbidance rules result imdreased tax sensitivity of real
investment, the rationale being that tax planning MNEs do not care much about tax levels as anyway they largely
avoid tax (Sorbe and Johansson, 2016).
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intangible median intangible asse

assets endowment.
Bohm et al. Europe (1978 Probability of An increase of 1 standai
(2012) 2007) patent deviation of patent valu

relocation to increases the probability of pate
tax haven anc relocation in a tax haven by abc
effectiveness 16%. This probability of pater

of CFC relocation in a tax haven |
legislation reduced by about 1/3 by CF
legislation.
Alstadtsaeter, World (20006 Patent + 1 p.p. of CIT rate decreas
Barrios, 2011) top 2,00C holdings patent applications by abol
Nicodeme, corporate R&D 13.1% (pharmaceutical), 1.5
Skonieczna and investors (ICT sector) and 5.4% (ce
Vezzani (2018) sector). The presence of pate

boxes has a strong and significe
effect on patent applications.

Skeie et al. World (ORBIS Tax sensitivity 5p.p. of preferential tax rate ¢

(2016) and ECD in patent patent income is associated w
PATSTAT) location 6% increase in pater
(20042010) applications.

Sorbe and World industry Impact of At the 7% percentile of the

Johansson level (world strong anti distribution of industries ol

(2016) Input-output avoidance profit-shifting incentives, moving
Database) rules on tax from a moderate an#voidance
(19952011)and sensitivity of strength to a strong stance
firm level investment associated to about tripling tt
(ORBIS) (2009) tax sensitivity of investment.

Source: updated from Table 3 in SWD(2015) 121 final

Aggressive tax planning opportunities using Intellectual Property are not unique to the

digital economy, but they are biggerGiven the larger emphasis on intangible assets in the
digital economy (section 2.1.3) and the role of intellectual property for the sector, as discussed
above, the opportunities are likely more significant than for traditional businesses.

il LACK OF A LEVEL PLAYING FIELD AND DI STORTION OF COMPETIT ION

Both the outdated rules that do not properly capture digital activities and the relative

ease with which more digitalised companies can engage in aggressive tax planning result

in competitive distortions. Thesedistortions manifest themselves in various ways. They
create an unlevel playing field between different types of companies. This is not only true
between those companies that are more digitalised and those that are less, but also between
digital companieghat pay tax in a given Member State and those that serve the same market
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remotely or minimise payments through aggressive tax planning. They also create an unlevel
playing field across the Single market, as some Member States feature more prominently in
tax planning schemes than others. In the worst case, a significantly lower tax burden can
enable larger digitalised companies to drive out competitors from their markets or hinder
potential new entrants. This is economically inefficient and hurts innoyagi@wth and
welfare.

Some evidence exists, suggesting that tax planning results in higher margs and
competitive advantages.Sorbe and Johannson (2016) analyse -fewel data from 46
countries (mostly OECD and-20). They find that multinational enterges that have access

to tax planning opportunities have margs that are 13% higher than multinational
enterprises that do not have this opportunity. Thy also find that restricting their sample to EU
countries results in an even stronger effect. Ingiustncentration is also higher in industries
with more multinational enterprises, but this may be driven by the fact that multinational
enterprises tend to be larger. A recent study on the media industry in the Nordic countries
(PWC, 2017) argues that tleeare considerable differences in the direct tax burden between
Nordic media players and global players, which result in a competitive advantage for the
global players.

Digital businesses models in the EU face a lower effective average tax burden than
traditional business modelsBased on stylised business models, ZEW (2017) finds that a
crossborder digital business model is subject to an effective average tax rate of only 10%
compared to a rate of 23% of a crimsder traditional business. Three facterplain this
difference. Expenses for the creation of software and other intangible goods, which play a
much bigger role for digital business8are often immediately deductible whereas physical
assets used in the traditional business model are depreciatr time. Businesses active in
digital activities typically spend relatively more on R&D activities, for which many countries
apply tax incentives. Finally, an important number of countries offer lower tax rates for
earnings derived from intellectualgperty ('Intellectual Property boxes'). To a certain extent,
the lower tax levels simply reflect that modern tax policy recognises the importance of R&D
and digitalisation for future growth and prosperity. However, beneficial regimes targeting
very mobileassets also indicate that countries compete fiercely on this very mobile segment.

Through aggressive tax planning digital businesses can reduce their effective tax burden
even further. By placing intellectual property in an intermediary company located in an EU
country with an attractive intellectual property box regime, companies can achieve effective

198 By assumption, the digital business owns assets of only three kimidsgible assets, software and IT
hardware.
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average tax rate levels of zero and below (i.e. their activity is effectively ssémytff Table
(2) reports effective average tax rates for different business models and type of companies.

Table (2): Effective average tax rates of different model companies

Domestic Multinational group | Multinational group  engaged i
company aggressive tax planning using mc
beneficial IP box regime

Traditional businesy 20.9 23.2 16.2
model
Digital business model 8.5 9.5 -2.3

Source: Own computations based on ZEW (2016, 2017) and ZEW et al. (2017).

Notes: 1/ Aggressive tax planning by the multinational group is assumed to be done though exploitation of the
most beneficial intellectugdroperty regime available in the EU. 2/ For the multinational groups, ebasder
investments within the EU and with certain third countries (notably: US, Canada, Japan, Norway and
Switzerland) are considered. 3/ The 9.5% for the multinational groupavdtpital business model is an average

of 8.9% for a busines®-business model and 10.1% for a busiAessonsumer model.

Both the national tax authorities as well as the wider public that responded to the public
consultation have confirmed that the quetition between the traditional economy and the
digital one is not an equal one. 13 out of 21 national tax authorities and 65% of the
respondents to the public consultation agree theg €urrent international taxation rules do

not allow for fair competion between traditional and digital companies".

iii. L ESS REVENUE FOR PUBLIC BUDGETS/NEGATIVE IMPACT ON S OCIAL FAIRNESS

Lower (or even no) taxes paid on profits from digital activities puts at risk the
sustainability of EU Member States' public financeslt results in unfair burden sharing
across taxpayers, constraints the financing of our social models and ultimately weakens our
social contract. Although it is difficult to isolate the share of digital activities, the tax revenue
shortfalls from aggressiv@ax planning activities cost billions of euros every year. It has been
estimated in a study for the European Parliament that within the EU the corporate tax revenue
losses amount to about EUR-B0 billion (Dover et al., 2015)° This is equivalent on the

lower bound to around 0.4% of GDP. Governments of countries, whose tax bases are eroded,
either have to raise revenue from other taxes or have less revenues for-e@rbaitlising
reforms and for redistribution purposes to fight inequalities. Recent nevasstily Tarslgv

197EW (2016)
10 Their methodology assumes that national deviations from the average corporate tax to gross operating surplus
of companies ratio are due to tax avoidance.
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et al. (2017) following the Paradise papers scandal show that the aggregated loss to tax havens
for Germany, France, Italy and Spain would reach over EUR 40 billion per year (Figure 1).

The perception of the social fairness of the tax symin suffers if companies do not
contribute their 'fair share' to budgets. Digital businesses conducting sizeable activities in

a jurisdiction will usually also benefit from the public infrastructure offered by that
jurisdiction. For mostly 'welbased’ compaes, this will include the physical internet
infrastructure, rule of law and judiciary in the country, but also the education and digital skills
of potential users. Within the Single market, all companies with -droster activities benefit

from the funédmental freedoms. Therefore, a raontribution to public budgets is seen as
inherently unfair by many and can undermine taxpayer morale. This perception is widely
shared by both the national tax administrations as well as the respondents to the public
corsultations. 14 out of 21 tax administrations as well as 67% of respondent agreedfzt "
fairness is impacted because some digital companies do not pay their fair share of taxes".

Figure (1): Tax revenue losses per year to tax havens (in billion B)**

Austria
Sweden

Spain

Italy

France

United Kingdom

Germany

0,0 2,0 4,0 6,0 8,0 10,0 12,0 14,0 16,0 18,0

m Absolute tax losseg pillion)

Source: Torslov, Wier and Zucman (2017)

iv. RISK OF FURTHER SINGL E MARKET FRAGMENTATI ON

As the problem becomes more pressing, Member States face increased pressure to adopt
national solutions, in the areas of both direct and indirect taxationSome Member States
already have in place targeted regimes, while others are planning to introduce such regimes.

1 https://www.theguardian.com/commentisfree/2017/nov/0dteasensdodgingtheftmultinationalsavoiding
fax
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Most recent national tax measures to address the digital economy are in the area of
indirect taxation. Hungary introduced an advertisement it@2014 and further amended it in
2015), while Slovakia recently started to tax fees resulting from intermediation through
websites and online platforms (2018). Certain contributions come in the form efiquata

taxes or levies, such as those imposedrrance and Germany on the access to content,
including digital content'® In other countries, various legislative initiatives are being
discussed to target digitalised companies, based either on turnover or on sales stemming from
certain parts of theirusiness, such as intermediation and the provision of online advertising
(UK) or digital B2B transactions of electronically supplied services (ItaRffurthermore, a
group of Member States recently called for a new taxation intendeectptare part of Wwat

the digitalised companies should be paying in terms of corporate income tax in the form of a
so-called 'equalisation levy' imposed on the turnover of such comp¥hnies

In the realm of direct taxes,the measures introduced so fadeal with the profit-shifting

issue in general, and are not specifically targeting digitalised companie$he United
Kingdom has introduced a measure in the form of a 'diverted profit tax' as of 2015 and Italy
has introduced new administrative procedures for largeresident MNEs as of 2018. Table

(6) in section 9.1 and Table (1) in Annex 6 provide an overview of relevant national taxes.

An uncoordinated implementation of national measuresadds distortions to the
functioning of the single market, also contributing to business wertainty on the future

tax framework. The introduction of countrgpecific tax regimes leads to distortions of
competition and may result in double taxation of digitalised companies that supply cross
border services in the single market. This hurts timepatitiveness of the EU as a whole and
adds uncertainty. Moreover, a patchwork of national measures generates new incentives and
opportunities for tax arbitrage. 15 out of the 21 national tax authorities questioned on this
topic agree thatthe current sitation could push some Member States toward adopting
uncoordinated measures that would lead to the fragmentation of the Single market". In the
case of the respondents to the public consultation, this risk has been identified by 82% of
them, signaling thastakeholders are weary of the possible consequences that the current
situation might have, in the absence of a coordinated approach.

112 guch levies are used to finance funds dedicated to the suppdtie development of domestic
cinematography and content. Also, in the context of the revision of the Aisdial Media Services Directive,

the Commission has proposé@OM 2016/0287 final, Art. 13) to allow Member States to impose financial
contributiors (direct investments or levies allocated to national film funds) tdeomand services in their
jurisdictions as well as, under certain conditions, to those established in a different Member State but targeting
their national audiences.

135ee Annes for further details.

14 see the Political statement/Joint initiative on the taxation of companies operating in the digital eiconomy
http://www.mef.gov.it/inevilenza/banner/170907_joint_initiative_digital_taxation fudimitted by Germany,
France, Italy and Spain to the Estonian Presidency of the Council in September 2017.
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ANNEX 8: METHODOLGY BEHIND REVENUE ESTIMATES FOR THE
INTERIM OPTIONS

TOP-DOWN ESTIMATES

The starting point is data aridrecasts published by Statista on revenue in different digital
markets. Statista classifies the digital market into 8 main categorissrees', e
commerce, digital media, digital advertisingtravel, connected car;leealth, smart home),

which are @rther broken down in subcategories. Cloud computing is covered separately. For
e-payment there has been no reliable data on revenues earned in the sector (only on
transaction volumes). Note thatcemmerce, connected carhealth, and smart home all

relae to applications for physical goods and are not within the scope of this exercise. The
table below shows how these categories relate to the business models used in this impact
assessment. As reference year, Statista forecasts for 2019 were usedmatessdire static,

that is they do not take into account any behavioural responses.

Classification in this impact assessment Statista classification

Advertising Digital advertising

Marketplace/intermediary E-services and-&avel

Digital content/solutions Digital media and cloud computing
of which digital media Digital media

Data from the AMECO database on GDP in 2019 and the US dollar/EUR exchange rate were
used to convert figures into EUR and GDP figures. To arrive at shares of turnover earned by
companies above the general revenue threshold, an analsyis done for the CQTB |
assessment based on firm level data (from the Orbis database) was used. This gave the share
of entities and share in turnover of companies above a, respectively, EUR 50/500/750 million
threshold. A caveat is that it may well be that the size distoibus different for companies

in the digital sector. A specific revenue threshold on relevant digital activities is not explicitly
accounted for in these estimates. At least for most relevant companies above the EUR 750
million threshold and with sigridant relevant activities the specific threshold is not expected

to be binding.

15 E_services is composed mainly of event tickets, restaurant delivery/online takeavesg, ipplications, and
online dating services.
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In the gross revenue estimates, the pure revenue from the new tax is computed. In the net
revenue estimates, it is assumed that the digital revenue tax would be a dedustitdssh
expense for corporate income tax purposes, which would reduce corporate income tax
revenue. To account for this, we used the average statutory corporate income tax rate in the
EU (about 23%).

BOTTOM -UP ESTIMATES

The starting point for the analgswas a list of 112 large multinational companies. These
include the 100 top global digital multinational companies analysed in UNCTAD (2017b) in
addition to 12 other companies that were also considered relevant and have not been covered
in the UNCTAD repd, in some cases since they required that companies publish certain
information in their financial reports. The 12 companies that were added are from each of the
four business models analysed in this impact assessment.

Web Visits were obtained fror8imilarWeb (vww.similarweb.com by adding up all visits

from residents of a country to a domain, and then summing up all domains atonsaiins
belonging to the same company. Web visits data were obtained barSab for the year

2016 and the first semester of 2017. Estimates for sales are obtained by allocating global
consolidated turnover (for 2017 or, if not available, 2016 or 2015) for the 112 companies to
each country proportionally to the share of WebtsisThe top companies were selected
ranking them by global consolidated revenues, based on data published by UNCTAD. The list
includes a heterogeneous set of companies who mostly operate their business through the
Internet (i.e. search engines, social r@k8, media content providers, cloud computing
services, &ommerce companies, providers of financial information and data, payment
platforms). The largest company included has global consolidated revenues of about US
dollar 136 billion; the smallest of abt 0.4 BLN/USD. To convert US dollar to euros, an
average exchange rate of 0.90 was assumed.

The measures of web visits to the web domains of these selected companies are used to proxy
for the amount of sales that would be assigned to a given EU Meml@rycaccording to a
proportionality criterion. The ratio of total Web visits originated from an EU Member State
over global Web visits is multiplied by global revenues to obtain the batfiax base
estimates. These revenue figures are then employestitoate the gross revenue effects of a
revenue tax, assuming that the tax is designed in a way that allows to capture the full amount
of imputed value.

Some caveats are in order with respect to the calculations:

1. Some companies use web domains as patttesf marketing strategy, differentiating
between countries and consumer profiles. Often there is no comprehensive list
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available of all the domains belonging to a company, so information from multiple
sources was exploited (Google, Wikipedia, specialiYéeb sites) to match Web
domains to companies. The resulting domain list is very comprehensive but still,
possibly incomplete.

. A comparison of sales figures reported in the financial accounts of some very-large e
commerce companies using Orbis data agdimstcorresponding measure of web
visits shows that they positively and significantly correlate. Some of the companies in
the list though are not as well captured by web visits as a proxy for the location of web
sales. This is the case for hardware ornmiation providers who might be using IP
addresses not associated with a web domain. The same holds for videogame
producers, because games on the internet are often sold and operated through
intermediaries who may have their own web domains. For these n@spherefore

the allocation of sales by country based on Web visits can be less dependable. Note,
though, that these companies are minority in the list, both in terms of number of
company appearing in the list, even more so in terms of their overall(shleut 11%

of total revenues from all included companies).
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ANNEX 9: PROPERTIES OF A DESTINATION -BASED CASH-FLOW TAX

The destinationbased cash flow tax (DBCFT) has the potential to do away with most of

the significant distortions embedded irtraditional corporate tax systems.Theoretically it

can address tax induced distortions i) to the amount and type of domestic investment, ii) to the
financing choice between debt and equity, iii) to the choice of organisational form, iv) to the
internatioral location of real investment, and to v) the international location of tax base
(Devereux and Sorensen, 2006).

A number of its beneficial properties are not dependent on universal adoption but can

also be reaped when implemented unilaterally. With a cah flow tax, marginal
investments, i.e. those investments that are just worthwhile being undertaken in the absence of
any tax, are not taxed. As a result the level of investment is the same as if there was no tax at
all. Moreover, debt and equity finangircosts receive the same tax treatment. Another
theoretical advantage is the simplicity of the system as recording of cash flows is easy. A
destinatiorbased cash flow tax adds an element of border adjustment, which shifts the
taxation right to the place sale of a good or service.

However, in addressing international distortions, it is important to distinguish universal
adoption by all countries from a unilateral or only partial adoption. Distortions to the
location of real investments would only bemoved if the tax is adopted by all countries.
Otherwise, there would be a tax induced incentive to locate these investments in the
jurisdiction that operates the destinatimesed cash flow tax. Finally, only if it were adopted
universally, the system i®bust against tax avoidance through idempany transactions
(Auerbach et al., 2017, Devereux and Sorensen, 2006). Common tax avoidance channels,
such as the use of inteompany debt, locating intangible property in low tax jurisdictions
and abuse ohiercompany transfer pricing, would no longer be effective in reducing the tax
burden of companies. In contrast, adoption of only a subset of countries would lead to
intensified tax avoidance problems for countries that have not adopted the reforme For th
same reason, countries who have not adopted the reform would have an incentive to do so.

In other words, if the EU was to unilaterally introduce a destinationbased cash flow tax
then there will continue to be incentives to shift profits through manipuhtion of transfer
pricing, but the incentives will pull more towards the EU(potentially at the expense of the
EU tax base). The interaction of a destinati@sed business tax system with traditional
sourcebased business tax systems may also create pgovtanities for tax avoidance.

It should however be noted that to the extent that the DBCFT would apply only to business
to-business transactions and not to bushteg®nsumer transactioris given the practical
difficulty to implement this' the problers of the definition of a taxable presence and of the
allocation of profit for the digital sector would remain identical and that the solution would
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still require an adaptation of the definition of a permanent establishment and of its attributed
profits.
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ANNEX 10: MACROECONOMIC IMPACT OF CHANGESIN THE CCCTB
FORMULA

To simulate the effect of changes to the formula, the CORTAX modél a computable
general equilibrium model i was used (see Annex 4 for the methodological details.
CORTAX there is one mtihational headquarter per country with subsidiaries in all 28
Member States, that is multinational enterprises are tax resident in all EU Member States.
Thus the model in its baseline does not explicitly account for the problem of lack of
permanent estalshment. This is instead indirectly captured through the calibration of the
current distribution of tax revenue across Member States.

To model the impact of factoring in user contribution in the formula, four alternatives to

the one currently proposed fomula have been modelledAll formulas use the assumption

that digital firms represent 5% of the econctfyin the first three formulas, a 'digital input
factor' was added to the formula, affecting the apportionment of profits for the 'digital
companies' ragsenting 5% of the economyhe location of digital firm activity by country

was proxied using total page views, in relative terms, for the top 50 web sites across the EU.
In the absence of data linking page views by multinational location, the sana pliggence

for all EU multinationals was assum&d.The first two alternatives keep the formula for all
other companies the same as before.

() Alternative 1: four factors for the digital.
0.05 * (1/8 wages, 1/8 employees, 1/4 capital, 1/4 sales, 1/4npsey +
0.95 *(1/6 wages, 1/6 employees, 1/3 capital, 1/3 sales)

1% The estimation of the size of value added from digital products is challenging and no-uggpeed
methodology is yet availabl&stimatesiepend on the employed definition of digital economy, for which there

is no broad consensus. The Boston Consulting Group combines data from the OECD and national statistical
agencies to estimate an average direct contribution of the digital economy to GDP in G20 countries of 5.1%,
with a maximum in UK of 10.4% and a minimum Indonesia of 1.4%Alternative estimates from consulting

firms andprofessional associations (like The Internet Association, which represents the interests of many giant
companies: Google, Amazon, Airbnb, Salesforce, and many more) point to abouG®#® @ the U.S. coming

from purely Webbased businesses. The OECD Internet Economy Outlook 2017 estimates that 5.4% of global
value added in the OECD area in 2015 directly comes from information and telecommunication (ICT) products
although this sector eapsulates a wide array of activities going beyond web companies while possibly missing
significant major digital companies (for instance, Amazon is listed under the SIC code 5961 which is not
included in the OECD definition of ICT). UNCTAD (2017c) estismthat the value added for the EU amounts

to 4.3%. Taking stock of the lack of a consensus definition of the digital economy and absent any data more
dependable than these, 5% looks like a reasonable estimate and we employ it as a conventionaldigure for
simulations.

"7 This is likely to put additional emphasis on subsidiaries relative to multinational headquarters, as some home
country bias may exist.
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(ii) Alternative 2: user input for the digital.
0.05 * (0 wages, 0 employees, 0 capital, O sales, 1 user input) +

0.95 * (1/6 wages, 1/6 employees, 1/3 capital, 1/3 sales)

(i) Alternative 3: user input for the digital and sales for the traditional.
0.05 * (0 wages, 0 employees, 0 capital, O sales, 1 user input) +

0.95 * (0 wages, 0 employees, 0 capital, 1 sales)

(iv) Alternative 4: sales for the digital and the traditional
0.05 * (0 wages, 0 employees, 0 capital, 1 sales) +

0.95 * (0 wages, 0 employees, 0 capital, 1 sales)

As the results in Table (1) show, there is hardly any impact at the mactlevel. Adding a

digital factor for digital companies while keeping the forma&mstant for all other firms
(Alternatives 3 and 4), results in a negligible additional positive economic impacts at EU
level. If one applies a 'sales by destination principle' (Alternatives 3 and 4), at least for all
nondigital companies, there is a tigiple lower economic impact® There are two factors

that suggest that the overall impact could be slightly larger. First, if one takes into account
that the share of the digital economy is likely to grow significantly, the impact should grow
accordingly for Alternatives 1 and 2. If one assumed growing compliance costs in the
baseline scenario due to new national measures applied over time, the impact would be more
positive as well.

Table (1) Economic effects of applying different formulas in the CCCTBfor the EU aggregate

118 A key advantage, not captured here, is that the destination of sales cannot be easily manimalased in

any case, companies always have an incentive to sell as much as possible in a given location. In the US, where
states use formulary apportionment to attribute corporate tax base, there has been a trend to increasingly use
sales in the formula (@l in parallel, reduce the weight of other factors) (Yonah et al, 2014).
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CCCTB- CCCTB- CCCTB- CCCTB- CCCTB-

MNEs MNEs (1) MNEs(2) MNEs(3) MNEs (4)

Baseline
Cost of capital -0.150 -0.150 -0.151 -0.142 -0.142
(% points change)
Investment 1.578 1.582 1.593 1.569 1.557
(percentage change)
Wage 0.720 0.721 0.723 0.699 0.695
(percentagehange)
Employment 0.355 0.355 0.357 0.356 0.354
(percentage change)
GDP 0.531 0.532 0.535 0.522 0.519
(percentage change)
Revenue CIT (% -0.478 -0.479 -0.482 -0.474 -0.470
GDP)
Welfare 0.120 0.120 0.120 0.117 0.117
(% GDP)

Source:European Commission Joint Research Centre, based on the CORTAX Tihedeaseline corresponds
to the simulation in Table B.49 of Appendix B in Joint Research Centre of the European Commission (2016).
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ANNEX 11: COMPATIBILITY OF PREFERRED INTERIM SOLUTIONWITH EU
LAW

The preferred interim option is compatible with the fundamental freedoms of the TFEU.
Currently member States are allowed to design their own direct tax systems, however they
have to respect the obligations imposedtie TreatiesConsidering its main features, the
interim solution would not infringehe internal market freedoms of establishr€r(article

49 TFEU) and to provide servidéS(article 56 of TFEU) as interpreted by the CJEU. The
scope of the tax will inclde both nosresident and domestic transactions and companies.
Crossborder activities/companies will be not taxed heavier than similar domestic ones. In the
light of the CIJEW* only one rate will apply. Thresholds have to be set in such a way as to not
sygematically exclude domestic companies from the scope of the tax.

The preferred interim option would also be compatible with VAT rules.According to the

VAT Directive, any taxes, duties or charges are compatible with VAT as long as they cannot
be charactesed as turnover taxes. As interpreted by the existinglamsef the CJEU, any

tax, duty or charge is not to be found as qualifying as 'turnover tax' if it does not display at
leastone of the essential characteristics of VAT. Such essential characea$tVAT have

been defined by the CJEU in the following W&y (i) it appliesgenerally to transactions
relating to goods or serviced) it is proportional to the price charged by the taxable person

in return for the goods and services which he has supiig@ds is charged aéach stageof

the production and distribution process, including that of retail sale, irrespective of the
number of transactions which haveepously taken place; an@) the amounts paid during

the preceding stages of the processde@ucted from the tax payable by a taxable person,
with the result that the tax applies, at any given stage, only to the value added at that stage and
the finalburden of the tax rests ultimately on the consumer.

The interim measure could not be seen as having the essential characteristics 1 and 4 of
VAT, given that it would not be applied to goods and services gertétaiyd that no
deduction of tax paid in pvéous stages of the production would be allowed. As regards the

19 CJEU, judgement of 14 September 20Tiystees of the P Panayi Accumulation & Maintenance Settlements
CA646/15, EU:C:2017:682, paragraph AB"measures which prohibit, impede ognder less attractive the
exercise of the freedom must be considered to be restrictions on freedom of establishment (judgment of 21 May
2015, Verder LabTec,4857/13, EU:C:2015:331, paragraph 34 and the ckse cited)"

120 CJEU, judgment of 22 October 20Blanco and Fabretfijoined Cases 344/13 and €367/13,

EU:C:2014:2311.

121 CJEU, judgment of 5 February 20Hervis Sport C-385/12,EU:C:2014:47.

122 CJEU, judgment of 3 October 20(Banca popolare di Cremon&-475/03 EU:C:2006:629 paragraph 28;
CJEU, judgment of 11 October 200Kogaz and othersC-283/06,EU:C:2007:598 paragraph 37. See also
CJEU, judgment of 8 June 199Belzl and othersC-338/97, EU:C:1999:285,paragraph 21; and CJEU,
judgment of 31 March 199Ransk DenkavitC-200/90,EU:C:1992:152paragraph 11;

123 5ee CJIEU, judgment of 19 March 19Giant v Overijse C-109/90,EU:C:1991:126, paragraph 14.
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essential characteristic 2 of VAT, where there is a tax based on the gross turnover of a
business during a specific period, it would not be possible to determine the precise amount of
that chage which may be passed on to the client. Based on the existingaoasé the
CJEUM*if it is not certain if and to what extent that tax will be borne by the final consumer,
the tax cannot be said not to be proportional to the price charged, and rthdtefaneasure
cannot be seen as having the essential characteristic 2 of VAT.

Given that at least one of the essential characteristics of VAT is not displayed, it seems safe to
assume that the interim measure does not jeopardise the functioning i@ system of

VAT by being levied on the movement of goods or services and on commercial transactions
in a way comparable to VAT, and that it would not qualify as a 'turnover tax' for the purposes
of Article 401 of the VAT Directive, thus being VAGompadible.

124 seePelz and othersparagraph 25; ar@iantv Overijse paragraph 14.
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ANNEX 12:INTERIM SOLUTION T HOW IT WOULD WORK IN PRACTICE

Example 1i advertising activities (1)

This scenario covers the provision of services consisting in the making availaodleedfising space online, by a thitduntry taxable person to another thi@lntry party.
The services target users in the EU. The revenues obtained from the supply of the advertising service are paid froocothéryhiodt since the targeted usars in the
Member State 1 and Member State 2, DST is due in those Member States. The DST due is apportioned between Member Statesrdirgdo the number of times an
advertisement has been displayeg @ssume one display for each is€hereforethe DST is divided equally between Member State 1 and Member State 2.

1 DST rate = 3%

1 It is assumed that all payments are in EUR
Third country Member State 1 (MS1)

\- - - - - - - - - - 1 - - - - _ - - - - -
I
| I |
! I
! I

I
| DST(Ms1) I
|- EUR 15 User Tax authority MS1 |
Supply of |

digital | I
services online e e —— I
EUR 1000 fimaking advertising

advertising
spaceod

Q
|
online

advertising |
|

Taxable DST (MS2)
person | =EUR15 |

I

q DST taxable revenues = EUR 1000

1 Place of taxation? Member States where users are located (MS1 and MS2).

1 Apportionment in each MS propportional to the number of users in those MS (EUR 500 in each MS)
1

1

|
|
|
|
|
|
|
|
| available
|
|
|
|
|
|
|
|
|

DST due in MS1 (3% x 500) = EUR 15
DST due in MS2 (3% x 500) = EUR 15



Example 27 advertising activities (1)

Same as Example 1, but the taxable person not only targets EU online users, but also users in the third country, aent tenpayive fiked to a specific supply of online
advertising service but constitutes consideration for all of them. No DST liability arises in respect of users in thentinyrdatthough users outside of the EU are taken into
account for the apportionment of taxalévenues to the EU. Another characteristic of this scenario is that the number of users in Member State 1 doublesdhasarmbe
in Member State 2. That will be reflected in the apportioned DST to be paid in Member State 1 and Member State 2.

Third country Member State 1 (MS1)

=
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