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BEPS MONITORING GROUP 

Response to OECD Request for Input Regarding 

Tax Challenges of the Digital Economy 

This response is submitted by the BEPS Monitoring Group (BMG). The BMG is a group of 

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

organizations which research and campaign for tax justice including the Global Alliance for 

Tax Justice, Tax Justice Network, Christian Aid, Action Aid, Oxfam, Tax Research UK. This 

response has not been approved in advance by these organisations, which do not necessarily 

accept every detail or specific point made here, but they support the work of the BMG and 

endorse its general perspectives.  

This response has been prepared by Sol Picciotto, and reviewed by other members of the 

Group. 

General 

The specific questions listed in section B of the Request seem to be addressed to businesses. 

We approach the issue from a more general perspective. We will therefore put forward three 

main points which we consider should be central in consideration of this issue. 

1. Nature and Impact of the Digital Economy 

The question posed is `the challenges that the digital economy poses for the application of 

existing international tax rules’. In our view, these challenges do not arise from a specific 

sector or group of firms which might be described as `the digital economy’. A strict definition 

of firms that are purely digital would be limited, for example, to those which produce 

products or services only in digital form. Although a few such firms are well-known large 

transnational corporations (Facebook, Google, Yahoo etc.), very many are SMEs, often 

engaged in business-to-business services and consultancy, primarily national and even local 

in scope.
1
  

Rather, the challenges result from the general effects of digital technologies on business 

models. The digital economy is a feature that has permeated all business sectors, it is hard to 

think of any sector which remains unaffected. The application of information and 

communications technologies dates back some three decades, and is now ubiquitous. Use of 

communications networks especially through the internet is a little more recent but is now 

also everywhere. Indeed, the digital economy can be seen as part of a broader transformation 

to the knowledge economy or the information society, which includes the exponential growth 

of services, and major changes in the organization of manufacturing. 

In our view, these transformations involve two features which pose major challenges for 

existing international tax rules: 

(i) they create new opportunities for reorganizing corporate structures by separating 

functions and organizing international value chains to exploit locational advantages, 

including those resulting from loopholes in international tax coordination; and 
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(ii) they involve new relationships between firms and their customers, and/or users of 

their products. 

We will comment on each of these. 

2. Tax Driven Corporate Reorganizations 

The digital economy has greatly facilitated tax-driven restructuring of firms, which has 

become ever more sophisticated. Firms can now reorganize their activities into various 

functions, assign them to different affiliates, and locate them so as to minimize tax liabilities. 

Coordination is assured through intra-firm communications systems linked through the 

internet.  

Examples have been publicized, mainly of high-tech firms, as highlighted in news reports
2
 

and inquiries by legislatures.
3
 These are well known, so we will highlight only the salient 

features for our purposes here. For example, Amazon separates the functions of sales, website 

operation, customer support, warehousing and order fulfillment. From the perspective of the 

customer, Amazon appears as a single firm providing an integrated service. The customer 

selects and orders items on a national website, e.g. www.amazon.co.uk , or www.amazon.fr . 

Not only is the language that of the country in question, the products offered are country-

specific. A customer who is for example in Spain and attempts to buy from 

www.amazon.co.uk is unable to do so, even if they have an account with Amazon UK. 

Amazon takes pride in extremely rapid order fulfillment, which is only possible because 

warehousing and delivery are close to the customer. Customer support is also organized on a 

national basis, although of course call centres may be located elsewhere. Yet sales are booked 

to Amazon SARL in Luxembourg. Under current tax rules, this company must be treated as 

having no taxable presence (Permanent Establishment) in the countries where its customers 

are located, and where it has logistical and customer support operations, because these 

operations are attributed to different affiliates and must be treated as independent. 

A similar example which has been publicized is that of Google, which books its advertising 

sales in an affiliate in Ireland, while this income is routed through to a Bermuda-resident 

affiliate, which also owns the intellectual property rights to the Google software. Yet, as has 

been reported in the press and publicized in the UK Parliament, Google employs as many 

staff based in London as in Ireland, many of whom deal with customers. Yet Google 
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describes the functions performed in the UK as `marketing’, and actual sales are booked to 

the affiliate in Ireland.
4
 

Although Google could be described as a pure digital economy firm, Amazon of course is a 

retailer delivering physical products. Nevertheless, they are using similar techniques: 

separation of functions coordinated through digital networks, with functions attributed to 

affiliates resident in locations chosen for their tax advantages. Nor are these techniques 

confined to high-technology firms. Two examples involving manufacturing firms were 

presented at a meeting organized on 29 November 2013 by the OECD’s Trade Union 

Advisory Committee (TUAC).
5
 We will discuss one here.  

Briefly, this firm reorganized its European operations some ten years ago, and a new 

company created in Switzerland became the primary contractor for the entire operations in 

Europe. In France, the commercial companies changed status to become `limited risk 

distributors’, and the industrial sites were designated sub-contracted manufacturers with 

specific terms of reference and pricing set by the Swiss entity. The French holding company, 

which previously had a primary contractor role, became a service provider for the other 

French entities or for the Swiss entity.  

As a result of the restructuring, profits reported by the business entities in France fell sharply. 

The French tax administration launched a tax audit of the French subsidiary, claiming several 

millions of euros in tax arrears. The firm contested the assessment by defending the primary 

contractor status of the Swiss entity and arguing that the fall in the profitability of the French 

subsidiary was simply due to the transfer of risks to the Swiss entity. The Swiss entity held 

the licensing rights for the use of the global brands in Europe, and the firm claimed that its 

controlling role meant that it was exposed to operational and market risks in France 

regardless of the fact that essential functions were subcontracted to the French entities. It also 

submitted a comparability analysis which showed that its transfer pricing policy between the 

French and Swiss entities was indeed within the range of its competitors, although towards 

the top end. 

On appeal, the tax commission rejected the decision by the tax administration on the ground 

that it had not challenged the `legal reality’ of the contracts binding the French subsidiary 

with the Swiss entity. The commission did concede however that the application of the arm’s 

length principle should not be limited to contractual terms only but should include a 

`realistic’ analysis of the distribution of risks and responsibilities. Rather than capturing all 

the profits made in France, the Commission suggested that the Swiss entity be remunerated 

like the headquarters of a TNC (that is, remunerated for the costs plus 6%). 

This tax-driven reorganization also had direct impacts on the firm’s workforce in France. 

First, it affected the employee profit-sharing scheme, which under French law is dependent 

on the capitalization of the company. The restructuring plan resulted in high levels of 

capitalization of the French subsidiaries due to their supposedly reduced exposure to market 

and operational risks. Combined with the overall decrease in profits attributed to the French 

affiliate, the share of profits redistributed to workers fell sharply. It is estimated that the net 

gains for the firm were €1.6m per year for 2005-2007 compared with 2000-2004 period. 

Workers’ rights to information and to representation have also been impacted. As a result of 

the restructuring, the status of the French entities shifted from Société Anonyme (S.A.) to 
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Société Anonyme Simplifiée (S.A.S.). The SAS status was introduced in French corporate law 

to meet the specific situation of SMEs; compared with the S.A. it grants much lower access to 

worker representation and information.  

The fragmentation of the French affiliate into multiple `simplified’ incorporated entities also 

led to considerable loss of information and of rights to consultation for the trade unions and 

for works councils, and thereby to considerable loss of bargaining power. It also led to a 

downgrading of the quality of the collective agreement covering the workers. Overall, the 

quality of social dialogue deteriorated fast following the restructuring, to the point where it 

can be considered as close to non-existent. 

Although this, and other examples, do not concern firms which could be described as 

themselves part of the `digital economy’, this reorganization was made possible due to the 

ease with which dispersed business functions can now be coordinated using digital networks. 

We stress that we do not contest the right of firms to reorganize their activities for good 

operational reasons. These can legitimately include factors such as availability of workers 

with suitable skills, and access to markets. Our point is that location decisions have become 

distorted by tax rules which allow, indeed encourage, the artificial separation of functions and 

their attribution to affiliates which are in fact under common control, but are treated as 

separate and independent for tax purposes. Functions that can be considered as high-value, 

such as control and direction of operations, or ownership and control of intellectual property 

rights, can be attributed to affiliates in jurisdictions which offer favourable tax regimes. 

Affiliates in other countries which do not offer either low tax rates or tax preferences are 

designated for functions to which low rates of profit can be attributed. Firms are able to 

defend such low profit margins under current tax rules, by pointing to `comparables’. Yet the 

business reality is that these large firms are integrated and under common control, and it is 

this synergy which generates higher levels of profit.  

3. Changing Relations with Customers and Users 

The shift to the digital economy also entails new relationships with customers and users. The 

firm which is a supplier of either goods or services now has a more interactive relationship 

with its customers. This is so not only for services, which have always had a personal 

character to some extent, but now also for supplies of goods.  

This takes a number of forms, which have been extensively studied and discussed,
6
 so we 

will only outline them here for the purposes of our own analysis. First, many firms can now 

use large-scale data-collection techniques to categorize customers and identify their 

preferences. These techniques can be used both for marketing and supply-chain management 

purposes. Such systems can also be used to organize feedback which can be used to improve 

and enhance products and services. Data gathered in this way can also be used to offer related 

products or services, either from the same firm or others, by data pooling or sharing.  

Second, and relatedly, these interactions may entail a more active role for the customer or 

client. Firms provide facilities on their websites for customer comments and reviews, which 

provide information for other customers, while also enhancing the firm’s offerings. Similarly, 

continuous use of services via a website creates a long-term interactive relationship. This can 

be seen for Amazon, which has expanded to offering customers a wide range of products 

through a single account. Somewhat different, though still exploiting the interactive 

relationship and data-gathering, are services such as online games, social networking, and 
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gambling. In this case, the service itself is interactive. Taking this one stage further, some 

business models depend on content contributed by users. The best known are social 

networking applications such as Facebook, YouTube, LinkedIn, and Twitter. These are 

distinctive in that the users who contribute the content generally do not pay for the service 

itself. Revenue is generated from other customers, generally for advertising. 

It has been argued that these developments entail a fundamental change in the nature of the 

firm, since users are also acting as (unpaid) workers.
7
 In our view, it is clear that customers 

are now no longer just passive consumers or purchasers of discrete mass-marketed products. 

Firms are now able to develop more long-term and interactive relationships with customers, 

and strive to do so.  

However, the issue of the changing nature of work, and of `unpaid work’, is not relevant to 

consideration of corporate profits taxation. It is true that some digital economy firms aim to 

build a large user base, often on the basis of user-supplied content. This can lead to a firm 

establishing a large market presence and capital value, with low or even negative 

profitability. The users who supply content and other inputs often have free access to the 

application in question. The income derives from sales to customers, frequently of 

advertising. But the `unpaid work’ input does not itself generate revenue, it builds market 

share and therefore the capital value of the firm. It is therefore relevant to capital gains, and 

not profits. Profits still derive from sales to customers. 

Nevertheless, it is clear that the ability to develop such customer networks in many countries 

worldwide is an important element of the value creation, and hence profits, of transnational 

corporations. It is taken a stage further when it occurs through digital networks, but firms 

such as Starbucks and MacDonalds can also be said to benefit from fostering longer-term and 

interactive relationships with customers, based on offering lifestyle products with universal 

appeal enhanced by branding. However, this customer loyalty cannot be attributed solely or 

even mainly to the design of a brand or logo. It is built up over a long period of successful 

selling to customers, as well as the appeal to customers of availability of a known and reliable 

product or service, in diverse locations worldwide. Similarly, the profits from sales of a 

pharmaceutical drug depend as much or more from its marketing, often involving close 

relations with clinicians and health services, as from its original invention and development. 

The profitability of such firms therefore results from their market presence and close 

relationships with customers worldwide. 

The implications of this for international tax rules are that the traditional dichotomy between 

Residence and Source taxation is no longer valid. It is no longer the case that a firm based in 

state A can simply supply a product to a customer in state B as a one-off passive sale. 

Certainly, most such firms are transnational, in the sense of having an ultimate parent in a 

home country, but their worldwide market presence and continuous and interactive 

relationships with customers are key to their enhanced profitability. It is true, however, that 

firms which are more highly digital can more easily exploit these advantages under current 

tax rules, since they can have a major presence in a market without a taxable presence at all, 

i.e. without needing a Permanent Establishment. 

4. Implications for International Tax Rules 

The new elements introduced by the shift to a digital economy, which affects virtually all 

business sectors, require a reorientation of the international tax rules designed nearly a 

century ago. We concur with the mandate from the G20 to the OECD, asserting that: 
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`the existing international tax rules on tax treaties, permanent establishment, and 

transfer pricing will be examined to ensure that profits are taxed where economic 

activities occur and value is created’. 

In our view, however, a more comprehensive approach is needed than the various points put 

forward in the BEPS Action Plan. It should by now be plainly evident that transnational 

corporations operate as integrated firms under central direction. They must therefore be 

treated as unitary firms for tax purposes. This entails reconsideration of the independent 

entity principle in tax treaties.  

The concept of a permanent establishment, based on physical presence, also clearly needs 

revision. In our view, this should go further than seems to be suggested in the BEPS Action 

Plan. The problem is not simply one of `abuse’ of the concept: it needs to be rethought to 

meet the needs of the 21
st
 century. At the minimum, the OECD should go back on the 

changes of 2008 and 2010 described as the new `authorized OECD approach’. This has not 

been accepted by developing countries, and is even rejected by some OECD countries. The 

long-standing concept that a subsidiary can be treated as a dependent agent and hence 

constitute a PE in appropriate circumstances should be restored, along with the previous 

article 7(4) of the model treaty permitting apportionment of the profits of a PE. The OECD 

should also go back on the revisions to article 5 of the Commentary to the model tax treaty, 

introduced in 2005, which specified that a website could not constitute a PE. 

The G20 also expressed another mandate, the development of: 

`a common template for companies to report to tax administrations on their worldwide 

allocation of profits and tax’.  

In our view this will be a major step forward towards enabling tax administrations to ensure 

that the tax paid in each country is commensurate with the real activities of the firm in that 

country. We consider that it is both necessary and possible to redesign the international tax 

rules to begin a transition towards treating transnational corporations as unitary firms. Our 

submissions on other consultations relating to the BEPS project will aim to show various 

ways in which this can be done. This is the only effective way to establish a sound foundation 

for rules which could ensure that profits are taxed `where economic activities occur and value 

is created’.  


