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Protecting the Tax Base in the Digital Economy 
 

Jinyan Li 

1. INTRODUCTION 

 

Action 1 of the BEPS Action Plan addresses the challenges of the digital economy.1  The 

reason is simple: “International tax rules, which date back to the 1920’s, have not kept 

pace with the changing business environment, including the growing importance of 

intangibles and the digital economy.” 2  Existing tax rules are rooted in clear-cut 

jurisdictional boundaries designed for businesses selling goods and services in bricks-

and-mortar, physical locations. Today, virtually all commerce is digital. Data, digitized 

goods and services can be generated and monetized without physical or territorial 

limitations.  

  

 The digital economy is characterized by an unparalleled reliance on intangible assets, 

massive use of data (notably personal data), widespread adoption of multi-sided business 

models capturing value from externalities generated by free products, and the difficulty 

of determining the jurisdiction in which value creation occurs. 3 

 

 The tax challenges raised by the digital economy include, but are not limited to base 

erosion and profit shifting (BEPS).  BEPS is the result of tax planning designed to take 

advantage of gaps in the interaction of different tax systems to artificially reduce taxable 

income or shift profits to low-tax jurisdictions in which little or no economic activity is 

performed. The targeted BEPS structures are “artificial” in that they are undertaken 

primarily for tax reasons, not business reasons. The separation of profit and profit-

generating activities in the digital economy is different from BEPS because the relocation 

of profits may be intrinsic to the business models used in the digital economy. As such, 

“relocations” of profit in the digital economy may not always amount to tax avoidance. 

Further, the location of core business functions in low-tax jurisdictions takes advantage 

of outdated rules (which represented deliberate policy choices about 100 years ago) rather 

than gaps in the existing system. In other words, the digital economy may exacerbate the 
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problems of BEPS, but the BEPS issues are not exclusive to digital companies. As such, 

addressing BEPS will not address the more profound issues raised by the digital 

economy, that is, “how enterprises in the digital economy add value and make their 

profits, and how the digital economy relates to the concepts of source and residence or 

the characterization of income for tax purposes.” 

  

 The income tax base of market countries is under greater threat from the digital 

economy for reasons such as the following:  (a)  MNEs  have greater opportunities to sell 

goods and services to customers in a country without having a significant presence in that 

country  that meets the threshold under current tax rules for a taxable presence (e.g.,  the 

permanent establishment (PE) test under tax treaties); (b) the attribution of zero or 

nominal value to marketable location-relevant data generated by customers in the market 

country; (c) allocation of profit to the factor of risk according to contractual arrangements 

and not the location of people and actual business functions; and (d) the avoidance of 

withholding tax as a result of transforming  rent or royalty into service fees taxable as 

business profits.  

  

 Developing countries are generally market countries and “net digital importers”. The 

digital economy raises the stakes for those wishing to protect their tax base from not only 

base erosion due to artificial tax planning structures, but also  base disappearance into the 

Cyberspace or  “base cyberisation” due to new ways of doing business in a digital 

economy.   

  

 The OECD published a Discussion Draft on 24 March 2014 regarding BEPS Action 

1 (the “Discussion Draft”). The Discussion Draft was prepared by the Task Force on the 

Digital Economy, a subsidiary body of the Committee on Fiscal Affairs (CFA). 4 The 

Task Force issued a public request for input on 22 November 2013. The Draft reflects the 

input received and the thinking of the Task Force on the evolution and pervasiveness of 

the digital economy, as well as the key features and tax challenges raised by the digital 

economy. It also describes the core elements of BEPS strategies in the digital economy 

and discusses how the measures envisaged in the BEPS Action Plan and the OECD will 
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address indirect taxation. Further, it identifies the broader, more fundamental tax 

challenges and provides options for addressing these challenges. The Task Force invited 

public comments on the Discussion Draft by 14 April 2014. Public comments received 

were published on the OECD Website. The voice of developing countries is largely 

absent.    

 

 This paper seeks to examine the tax challenges raised by the digital economy from 

the perspective of developing countries. After a brief overview of the key features of the 

digital economy and the threat to the tax base, this paper will critically assess the options 

suggested in the OECD Discussion Draft, suggest alternative solutions that can better 

protect the tax base of developing countries without impeding the growth of the digital 

economy, and urge developing countries to contribute to the development of measures to 

address both BEPS and broader tax challenges arising from the digital economy. 

 

The scope of this paper overlaps with that of other papers, particularly the paper by 

Brian Arnold, “The Taxation of Income from Services”, and the paper by Adolfo Martfo 

Jimmfo,  “Preventing Artificial Avoidance of PE Status”. To the extent possible, this 

paper will defer to these other papers on general issues and principles and focus on digital 

services and unique PE issues arising from the digital economy. Because the digital 

economy issue cuts across all sectors of the economy and all forms of BEPS, the scope of 

this paper can potentially be very broad.  It will focus on common business models, such 

as e-commerce and cloud computing, and BEPS issues that undermine the tax base of 

source (market) countries. Since it is unlikely that solutions to BEPS can address the 

fundamental problem of base cyberisation, this paper will offer some thoughts on 

addressing this problem.    

2. DIGITAL E CONOMY IN DEVELOPING COUNTRIES  

2.1 The “Digital Economy” 

 What is the digital economy? The OECD Discussion Draft does not define it. In fact, 

the term digital economy has been in use since the 1990s, but there is still no 
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authoritative definition.  It is often understood to include the Internet economy (economic 

value derived from the Internet) and economic and social activities resulting from other 

information and communication technologies (ICT). 5   For example, the Australian 

government defined the Digital Economy as “the global network of economic and social 

activities that are enabled by platforms such as the Internet, mobile and sensor 

networks”.6   The OECD Discussion Draft seems to accept this definition.   

 

 Parts II and III of the OECD Discussion Draft provide good background information 

on the development and influence of ICT, and how the digital economy has become an 

increasingly large part of the global economy. The growth of the digital economy is 

largely attributable to the drop in ICT (hardware and software) prices caused by advances 

in technology and the pressure for constant innovation. Key ICT include personal 

computing devices (e.g. personal computers, smartphones and tablets), and 

telecommunications networks that form the Internet and software (such as the World 

Wide Web). Content production, consumption and indexation appear to drive the digital 

economy’s growth. Collecting, analysing and monetising personal data is key to digital 

businesses. The “Internet of Things” refers to the Internet as a network connecting 

individuals, content, and things in everyday lives. 7   It includes everything from 

smartphone apps that control your home's lights and temperature from afar to real-time 

analytics that help ease traffic congestion and city parking woes. 

 The ICT sector features interactions between different layers, each characterized by a 

mix of hardware and software. The OECD Discussion Draft provides the following chart 

to illustrate the interactions:   
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- The infrastructure of the Internet consists of the cables, tubes, routers, switches, 

and data centres that are designed and manufactured by firms specialised in 

network interconnection, and operated by Internet service providers (ISPs), 

carriers, and network operators. Content providers pay ISPs, carriers, and 

network operators for hosting servers in their data centres. IP addresses and 

domain names are managed at this level.  

- Immediately above the base of infrastructure are the core software resources, 

stored in servers that are located in data centres and organisations all around the 

world. Software resources enable organisations to create applications, which can 

consist of raw data, digital content, or executable code. 

- The layer of accessibility includes tools providing the fundamental accessibility 

necessary to allow software resources to be combined on top of the infrastructure 

to create applications useable by individuals or business end users.  The 

accessibility can be provided in many forms. For example, one form is the core 

higher-level protocols that allow communication of data between applications, 

such as the Hypertext Transfer Protocol (HTTP) that forms the foundation of data 

communication on the World Wide Web, or the Simple Mail Transfer Protocol 

(SMTP) that provides a standard for email transmission. An application is a 

combination of software resources creating value for the end user through the 

provision of goods or services. Examples are a web browser and an app store.  

- The interface lawyer is the machine-to-human interface. It represents the user 

experience and is displayed through a physical point of contact that can be either 

a device or a whole place (such as a store).  Generic devices include computers, 

smartphones or tablets, which support many applications. Non-generic devices 

include a connected thermostat, connected cars, which run one application.  

- Users sit at the top of the chart. They interact directly with the interface layer to 

access applications directly or through the services of another application acting 

as a gatekeeper.   

 The interconnection of these layers is described in paragraph 50 of the Discussion 

Draft as follows:  
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“Each layer is provided with hardware resources, software resources, and 

network connectivity. Resources can be stored at multiple levels: in data centres 

at the infrastructure level; in virtual servers located in the cloud; on user devices 

(a computer or a tablet for instance). The business relationships between the 

layers are generally relationships between clients and providers: a company that 

operates a business in only one layer is generally paid by a company operating a 

business in the lawyer above. For instance, cloud computing operators that 

provide accessibility make payments to infrastructure operators and are paid by 

application developers. A company operating at the top lawyer derives 

payments directly from its interactions with end-users, either by charging them 

money or through generation of value that can then be monetised by the 

company to derive income from another customer or business. The 

organisations that are paid at the top level are those operating connected 

devices, gate-keeping activities or an application that is tethered neither to a 

device nor to a gate-keeping capacity.” 

 

 The spread of ICT across business sectors leads to the growth of the digital economy.  

“All sectors of the economy have adopted ICT to enhance productivity, enlarge market 

reach, and reduce operational costs”.8 In addition to companies that operate at each layer 

of the ICT system described above, traditional businesses have adopted ICT and 

“digitised”.  As such, all MNEs are part of the digital economy. 

  

 The Internet contribution to the GDP in the UK was more than that of construction 

and education; the Internet economy ranks among the top six industry sectors in China 

and South Korea. In G20 countries, it is expected to double between 2010 and.9  The 

digital economy has been growing faster than the GDP for several reasons: ICT 

converges with and improves the efficiency of traditional industries; the production 

function of the ICT industry shows increasing returns to scale; and the development of 

ICT stimulates not only demand and supply but the entire expansive reproduction system, 

resulting in faster-accelerating economic growth.10  
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2.2 The “digital divide” 

 The spread of ICT (e.g., broadband connectivity) is not even. In almost all OECD 

countries, broadband connectivity is universal for large enterprises, and 90% or more for 

smaller enterprises.11 In developing countries, the connectivity is much lower. According 

to Global Information Technology Report 2013, 12 the digital divide” measured by a 

Networked Readiness Index (NRI) (including features related to access and usage that 

cover not only affordable ICT infrastructure but also digital resources, including software 

and skills), two groups of economies dominate the top ten: Northern European economies 

(Finland, Sweden, Norway, and Denmark) and the “Asian tigers” (Singapore, Taiwan, the 

Republic of Korea, and Hong Kong SAR). OECD countries rank in the top one third 

while developing countries universally ranked in the bottom two thirds.13 

  

 Although lagging behind developed countries, many developing countries appear to 

have invested in developing the ICT infrastructure and to make ICT one of the key 

national industries in their attempt to diversify and transform their economies. [ibid]  

Significant growth is expected in developing countries. For example, the Asia-Pacific 

region will continue to be the largest regional mobile phone market, with 3.9 billion 

subscriptions in 2020 (up from 2.4 billion in 2010). China will continue to be home to the 

world’s largest number of mobile phone subscriptions, with 1.3 billion subscribers in 

2020 (up from 839 million in 2010). However, India – currently the world’s second 

largest mobile phone market – will have significant growth potential not only in the Asia-

Pacific region but globally, with the number of mobile phone subscriptions forecast to 

grow at an average annual rate of 5.7 per cent during 2011-20, to reach 1.1 billion in 

2020. From a luxury product used primarily in developed countries, mobile telephony has 

become universally available. It is now an integral part of life for many.14   According to 

“E-commerce in Developing Countries,” a 2013 report from the World Trade 

Organization, “the commercial deployment of next-generation technologies and devices 

will increase usage of advanced mobile services, which in turn will open up many new, e-

commerce business opportunities in developing countries.” 
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2.3 Business models   

 In a digital economy, knowledge and information (data) is included as a main 

production factor, besides the three major production factors of an industrial society – 

labour, capital and land. Another main feature of the digital economy is the digitalization 

of core economic activities including production, distribution, and consumption of goods 

and services. 15  Digitization—the mass adoption of connected digital services by 

consumers, enterprises, and governments— is regarded as a fundamental driver of 

economic growth in developed and emerging markets.  

  

 The OECD DD notes that the digital economy has given rise to a number of new 

business models and acknowledges that some of the new models are actually traditional 

business activities that are enhanced through the use of ICT. [60] For example, online 

payments, media, auctions, logistical solutions have offline analogues in the form of 

money transfer services, publishing and broadcasting, auction services, and logistical 

services. The Discussion Draft also notes that “modern advances in ICT have made it 

possible to conduct many types of business at substantially greater scale and over longer 

distances than was previously possible”. [60] These advances benefit not only enterprises 

that are considered part of the digital economy, but also enterprises in manufacturing, 

distribution and other traditional industries. Among the new business models discussed in 

the Discussion Draft are electronic commerce, app stores, online advertising, cloud 

computing, payment services, high frequency trading, and participative networked 

platforms. Some of these models that may be more relevant to developing countries are 

discussed below. 

2.3.1 Electronic commerce  

 Electronic commerce, or e-commerce or Internet-commerce is perhaps the best 

known business model. The OECD defines this term as “the sale or purchase of goods or 

services, conducted over computer networks by methods specifically designed for the 

purpose of receiving or placing of orders”.16 E-commerce can be used either to facilitate 

the ordering of goods or services that are then delivered through traditional channels 

(offline e-commerce) or to order and deliver goods or services completely online (online 

e-commerce).  
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B2B dominates e-commerce 

 Depending on the parties to e-commerce transactions, there are business-to-business 

(B2B), business-to-consumer (B2C), consumer-to-consumer (C2C), and business-to-

government (B2G). At present, more than 90% of e-commerce is B2B.17  According to 

research conducted by the US-based International Data Corporation (IDC), it is estimated 

that global B2B e‑commerce, especially among wholesalers and distributors, amounted 

to US$ 12.4 trillion at the end of 2012. If the expansion in e-commerce continues at this 

rapid pace in developed markets as is expected, B2B and B2C e-commerce transactions 

will account for about 5 per cent of all inter-company transactions and retail sales by 

2017. [WTO brochure, at 3] 

  

 B2B transactions include online versions of traditional transactions, such as trading 

and services, and online services. The OECD Discussion Drafts lists the following as 

examples:  

“(i) logistics services such as transportation, warehousing, and distribution; (ii) 

application service providers offering deployment, hosting, and management of 

packaged software from a central facility, (iii) outsourcing of support functions 

for e-commerce, such as web-hosting, security, and customer care solutions; 

(iv) auction solutions services for the operation and maintenance of real-time 

auctions via the Internet; (v) content management services, for the facilitation 

of website content management and delivery; and (vi) Web-based commerce 

enablers that provide automated online purchasing capabilities.”  

  

 B2C e-commerce refers to businesses selling goods or services to individual 

consumers. The OECD Discussion Draft lists several categories of B2C models, such as 

“the so-called “pureplay” online vendors with no physical stores or offline presence, 

“click-and-mortar” businesses that supplemented existing consumer-facing business with 

online sales, and manufacturers that use online business to allow customers to order and 

customize directly.”18  B2C models were among the earliest models of e-commerce. 

Examples include: 
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- Etailers: Online version of traditional retailer, including variations such as virtual 

merchants, bricks-and-clicks, catalog merchants, and manufacturer-direct 

- Service Provider: Online services providers, such as Google: Google Maps, 

Google Docs, and so on;   

- Content providers: providing digital content on the Web, such as news, music, 

video; 

- Transaction Brokers: process online transactions for consumers, e.g., financial 

services, travel services, and job placement services 

- Market Creators: create digital environment where buyers and sellers can meet 

and transact, such as Priceline and eBay 

- Community Provider: provides online environment (social network) where 

people with similar interests can transact, share content, and communicate (e.g., 

Facebook, Twitter, LinkedIn). 

 

 The potential benefits of e-commerce can be illustrated by the Dell business model.19 

Dell  relied on e-commerce to support a virtual company. Orders for computers are 

placed with Dell by telephone or through the Internet. Through the process of just-in-time 

(or lean) manufacturing, waste is reduced and productivity improved by only having the 

required inventory on hand when it is actually needed for manufacturing. This reduces 

lead times and set up times for building a computer. Dell only orders the parts for a 

computer when it has a firm order. Dell operates with little in-process and no finished 

goods inventory. Products are shipped as soon as they are manufactured. This approach 

also enables Dell to forego having brick and mortar store fronts with inventory that must 

be kept on the books or that might become obsolete, thereby significantly reducing 

overhead. Items that are not built by Dell are shipped directly to the customer by the 

manufacturer. These features help Dell to reduce the costs of production and sales. This 

process allows Dell to custom design systems for its customer within certain parameters 

as well as to offer a range of items rather than a single system. 
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 B2C  

 In 2012, the estimated value of global B2C e-commerce exceeded US$ 1 trillion and 

B2B e-commerce was approximately US$12.4. 20  According to eMarketer’s latest 

forecasts, worldwide business-to-consumer (B2C) e-commerce sales will reach US$1.5 

trillion in 2014. Growth will come primarily from the rapidly expanding online and 

mobile user bases in emerging markets. 21     E-commerce in developing countries, 

especially BRIC (Brazil, China, India and Russia) has been growing rapidly. China was 

ranked number 1 for e-commerce retail index in 2013, Brazil was ranked number 8, and 

Russia number 13. 22   Emerging countries hold enormous potential for e-commerce 

growth. According to A.T. Kearney’s 2013 Global Retail E-commerce Index Report, the 

online retail industry has grown at 17 percent CAGR globally over the past five years, 

with growth particularly strong in Latin America (27 percent) and Asia Pacific (25 

percent). Many developing countries, however, still lack adequate infrastructure to enable 

businesses to achieve the full potential of e-commerce.23    

C2C 

C2C transactions are becoming more and more common. Businesses involved in this 

model play the role of intermediaries, helping individual consumers to sell or rent their 

assets by publishing their information on the website and facilitating transactions. An 

example of this would be eBay.   

2.3.2 Other models 

 Other than e-commerce models, App stores, online advertising, cloud computing, 

payment services are also likely relevant to developing countries. The growth of Internet 

access through smartphones and tablets has caused the rapid increase in applications 

stores. In 2013, downloads from app stores reached 102 billion, up from 64 billion in 

2012. Total revenue from app store purchases was expected to exceed $26 billion in 

2013, an increase of 31% over the total in 2012.24 Internet advertising reached US$100.2 

billion in 2012, representing 17% growth from 2011, and a 20% share of the total global 

advertising market.  

 A newer kind of e-commerce is the so-called social e-commerce or F-commerce or 

M-commerce. It refers to commerce conducted via social networks, such as Facebook, 
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Twitter, LinkedIn, Instagram, etc. Facebook, or commerce conducted using mobile 

devices. It has been growing as a result of the growing popularity of social networks. 

,This trend is particularly notable in developing countries where people increasingly use 

smartphones, tablets and other mobile devices to gain access to social networks. 

 

2.4 Revenue models 

 There is a variety of revenue models in the digital economy. The OECD 

Discussion Draft describes these models to include: advertising-based revenue, 

subscription-based revenue, selling of goods and services, licensing content and 

technology, selling of user data and customized market research, etc.25 A company 

may charge a fee for enabling or executing a transaction. Examples are eBay.com 

and E-Trade.com. The main revenue models can be summarized as follows: 

 Under the advertising revenue model, the company offers content, services 

and/or products and also provides a forum for advertisements and receives 

fees from advertisers. An example is Yahoo.com.  

 Under the subscription revenue model, the Web site that offers users content 

or services charges a subscription fee for access to some or all of its offerings. 

Examples are Consumer Reports Online.  

 Under the sales revenue model, a company derives revenue by selling goods, 

information, or services to customers. Examples are Amazon.com and 

Gap.com. Licensing content and technology model may typically include 

access to specialist online content (e.g., publications and journals), 

algorithms, software, cloud based operating systems, etc. or a specialist 

technology such as artificial intelligence systems.  

 The selling of user data and customized market research models are used by 

ISPs, data brokers, data analytics firms, telemetrics and data gained from non-

personal sources.  

2.5 Developing countries 

 There is no reliable data on the developing countries’ share of global e-commerce. 

There is evidence that emerging markets, such as the BRIC countries, are playing an 
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increasing role in global e-commerce. Brazil, China, India and Russia are emerging e-

commerce markets, and in some cases, exporters. For example, the OECD Discussion 

Draft notes several recent important shifts in the provision of ICT services: India has 

quickly become the leading exporter of ICT services, followed by Ireland, the United 

States, Germany, and the United Kingdom; China also became one of the major 

exporters; these six countries together represent about 60% of total exports of ICT 

services.26 The level of development varies greatly from country to country and region to 

region.27 A general trend in developing countries is the rapid growth of “m-commerce” 

(commerce conducted over mobile devices) and “F-commerce” (social media e-

commerce) due to the increasing use of mobile devices.  

 2.5.1 BRIC Countries 

 Emerging countries hold enormous potential for e-commerce growth. According to 

A.T. Kearney’s 2013 Global Retail E-commerce Index report, the online retail industry 

has grown at 17 percent over the past five years, with growth particularly strong in Latin 

America (27 percent) and Asia Pacific (25 percent).  In most emerging markets, the 

infrastructure needed to support e-commerce is still at the development stage, though 

great progress is being made. According to the previously cited A.T. Kearney report, 

China, Brazil, and Russia lead the next generation markets. In those countries, consumer 

online practices are well developed, and great advancement is being made in areas 

including Internet accessibility, logistical infrastructure, and/or financial systems. 

“Developing these capabilities (as each of these markets is working hard to do) will 

quickly make these countries critical e-commerce targets for global retailers.”  

  Brazil  

 Brazil has the sixth largest economy, over 90 million Internet users, and one of the 

highest Internet penetration rates among developing countries: 45% compared with 

China’s 38%, India’s xx% and Russia’s xx% (A.T. Kearney report). B2C e-commerce 

grew with the growth of the middle class in Brazil and the increasing Internet penetration. 

In 2013, Brazil boasted 50 million online shoppers. The B2C e-commerce market grew 

by a two-digit percentage in 2012 and 2013. Household appliances, fashion and 

accessories were among the top products bought online.  Among the noticeable trends on 
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the growing B2C E-Commerce market in Brazil are m-Commerce and cross-border 

shopping. In the first half 2013, the mobile channel almost tripled its share on total B2C 

E-Commerce sales, and the penetration of smartphones and tablets continues. Mobile is 

on the rise as well, with 2.5% of purchases made via mobile devices in January 2013 and 

4.8% by December – double. Moreover, cross-border online shopping was popular in 

Brazil: computer hardware and personal electronics were among the popular items, and 

US and China were the most popular countries to shop from.28 The main reasons for 

cross-border shopping are the lack of selection of products in local traditional stores and 

cheaper prices online.   

  

 B2B e-commerce is emerging in Brazil. Alibaba, one of the world’s largest B2B 

companies recently established itself in Brazil.29    

 Russia 

 Russia’s e-commerce situation is largely similar to Brazil. In 2012, the sales volume 

of online retail in Russia was similar to that in Brazil. Only about 15% of the adult 

population shopped online, which was primarily due to the relatively low level of Internet 

penetration. With the increase in the Internet penetration rate and more Internet users 

shopping online, B2C e-commerce increased in 2013 and is expected to continue 

growing. 30  

  

 Cross-border sales to Russia are soaring: The market is developing fast (with 

between 50% to 100% growth each year).  Amazon, eBay, Asos and a number of Chinese 

websites were among the top vendors.  Russian consumers appreciate foreign retailers’ 

diversified assortment and enjoy virtually tax-free purchases.  Foreign vendors, such as 

Amazon and eBay, as well as a number of Western fashion brands in the clothing 

segment, enjoy high trust and popularity among Russian customers, but Chinese retailers 

are gaining strong traction but in different product categories. Apparel and accessories, 

consumer electronics and gadgets, as well as automobile parts are the most in demand 

product categories. Even taking into account delivery costs, many products are still 

cheaper if bought abroad than on the domestic market. One of the reasons for the price 

advantage in the concerned categories is that parcels received by inhabitants of the 
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Customs Union (including Russia) are not subject to customs taxation if they do not 

exceed 31 kg in weight and 1,000 euros in value each month per recipient. In case 

of intangibles (such as computer programs, e-books, music or video content), there is no 

concept of electronic import in Russia. Often with no Russian-source taxation, offshore-

based e-commerce is more lucrative and preferred over domestic structures. 

  

 B2B e-commerce in Russia has grown, especially in the IT and telecoms, banking 

and financial services industries.31 There are regulatory and other barriers that impede the 

growth of B2B.  For example, in the B2B sector the Russian customer must have a duly 

executed agreement to be able to deduct outbound payments for tax purposes and to open 

a "transaction passport" with the bank in order to wire the payments. Electronic digital 

signatures cannot be used for such agreements, and such signatures would in any case 

require special software provided by accredited certification centers in Russia. Some 

companies manage to circumvent this inconvenience by sending executed originals 

by mail in advance and building in such extra paperwork and shipment costs into their 

business models.32 

 India 

 India’s e-commerce was in its infancy for the larger part of the previous decade. 

Since 2010, it has grown 150 percent.33 As in Brazil, B2C dominated the sector with a 

56.0 per cent share in 2010–11, but B2B’s acceptance is on an upward trend due to its 

rising awareness amongst Small and Medium Enterprises (SMEs), which are close to 13 

million in number. The m-commerce market is expected to grow rapidly, with 200 

million users currently accessing the Internet only via mobile device.34   

  

 Indian companies, especially SMEs, are using cross-border e-commerce to expand 

into foreign markets. Over 15,000 sellers export a variety of Indian handcrafted products 

to 112 million customers in over 190 countries – that is “just the tip of the iceberg”. 35 

Many small businesses still do not have their own website and are looking to the third 

party B2B exchanges/ marketplace platforms to gain access to new markets.   
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 Although many factors support the growth of e-Commerce in India, the fledgling 

industry is faced with significant hurdles with respect to infrastructure, governance and 

regulation. Low internet penetration of 11 percent (compared to world average of 34 

percent) impedes the growth of e-Commerce in India. High drop-out rates (25-30 

percent)10 on payment gateways, consumer trust deficit and slow adoption of online 

payments are compelling e-Commerce companies to rely on costlier payment methods 

such as COD (Cash on Delivery).  India’s internet market is about five years behind 

China.36  

 

 China  

 China’s e-commerce is more developed compared to many other developing 

countries. China was ranked number 1 in AT Kearney’s 2013 Global Retail E-Commerce 

report. Five of the top fifteen world’s websites are Chinese: Baidu, Tencent QQ, Taobao, 

Sina Corp. and Hao123.com.37 JD.com has recently launched an initial public offering in 

the United States.38 Alibaba, which operates Taobao, is expected to follow suit soon. 

  

 In the 12th five-year plan on e-commerce (2011-2015), the Ministry of Industry and 

Information Technology unveiled policies to make China a global e-commerce leader, in 

line with China’s transition from an investment-heavy growth model, towards a more 

consumption-driven model.  By the end of 2013, China led all other countries in B2C and 

C2C purchases.39 The President of Alibaba was quoted as saying: “in other countries, e-

commerce is a way to shop, in China it is a lifestyle”.40  China’s social media platforms 

have become an important additional driver or facilitator of e-commerce activity. 

Tencent’s We Chat reported over 600 million subscribers, up from 300 million in January 

2013. M-commerce is also rising; in the space of a few years, China has emerged as the 

country with the largest number of mobile-based e-commerce transactions.41 In 2012, 

mobile transactions represented 3.7 percent of all e-commerce transactions in China; by 

2015, it is forecasted to reach 8 percent. The trend towards ‘smarter’ and more functional 

phones and tablets, coupled with the rising use of social media platforms to inform and 

connect consumers, is expected to fuel the continued rise in ‘m-commerce’.42 
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 In 2013, the gross merchandise value of e-commerce represented by B2B e-

commerce and traditional e-retailing was almost about RMB 10 trillion. For the next 5 

years, the growth rate of online shopping, B2B e-commerce of large enterprises and SME 

B2B e-commerce is predicted to be 22%, 12% and 25% respectively.43 And yet, with 

further Internet penetrating into service industry and traditional industries, and growing 

use of mobile devices, continuing growth is expected for the near future.  China’s e-tail 

(B2C) market was the second largest in 2012 and 201344 and was forecasted to surpass 

the United States in 2014.  In particular, the proportion of m-commerce is expected to 

grow from 8.5% in 2013 to 24% in 2017.45 B2B is the dominant e-commerce segment, 

making up 80% of total e-commerce, 50% of which was SME B2B.46 

 

  Cross-border e-commerce has been a main focus of China’s e-commerce policy. 

Alibaba’s top three foreign markets are the U.S., the U.K., and Australia. It has entered 

Brazil and is looking into the Middle East and Russia.47  

2.5.2 Asia Pacific 

 In 2014, Asia-Pacific is expected to claim more than 46 per cent of global digital 

buyers, spend more on e-commerce purchases than those in North America, and the 

potential to grow remains huge as Internet users currently account for only 16.9 per cent 

of the region's population. In comparison, in North America and Western Europe, a 

majority of residents make purchases via digital channels.48 Growth will come primarily 

from the rapidly expanding online and mobile user, advancing shipping and payment 

options and the push into new international markets by major brands. 

 

 In Thailand, for example, e-commerce is booming, especially in m-commerce, thanks 

to the 131 percent mobile penetration rate and about 52 million internet users in the 

country.49 E-commerce is expected to grow by 30% in 2013.50 This boom was boosted by 

“social e-commerce”.  Thailand has 24 million Facebook users who take advantage of the 

crowded social network for things other than sharing.  F-commerce sellers often focus on 

women’s products, ranging from accessories to clothes, skincare products to make-up. 
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This new trend, which is across Asia, not just Thailand, also provides a chance for 

startups to offer services dedicated to building solutions for F-commerce vendors.  

  

 Instagram-commerce is booming in Thailand as “Thai people love Instagram as 

much as Facebook.”51 In 2013, there were over 1.4 million Instagram users in Thailand, 

and the most Instagrammed location in the world is a shopping mall in Bangkok. Vendors 

embraced the photo sharing app and made it into a popular marketplace, turning 

Instagram accounts into shops selling everything from clothes to vitamins. 

  

 M-commerce is a big trend across the region, which “exploded in Thailand” in 2013.  

One app, Line, alone had over 18 million users in Thailand. Local companies as well as 

global brands, such as Maybelline, participated in m-commerce.52 

2.5.2 Africa  

 Africa’s e-commerce has been defined and accelerated by mobile phones. Many 

African countries have leapfrogged fixed-line Internet and adopted cellphones and 

networks. To promote e-commerce, entrepreneurs are reportedly contemplating 

circumventing the barriers of road transportation by opting for air transportation, even 

drones.53   

  

 Kenya and Nigeria are among the leading countries in adopting e-commerce. Nearly 

30 percent of Kenya’s population is between 20 and 40 years old. People with greater 

access to credit and regular earnings are also better equipped with mobile devices, and 

thus ideal customers for B2C e-commerce or m-commerce.54  Nigeria, especially the city 

of Lagos, has an emerging e-commerce sector.55 Even in the face of inaccessible traffic in 

the city, e-commerce companies are proliferating, some guaranteeing delivery of products 

across the city within 24 hours. 

  

 The potential for growth in Africa is phenomenal. Africa's middle class has 

reportedly tripled over the last 30 years, and the current trajectory suggests that the 

African middle class will grow 3.2 billion by 2020, 4.9 billion by 2030, and 1.1 billion in 

2060, making it the world's fastest growing continent.56 This growth, coupled with the 
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forecasted GDP growth of over 6%, is expected to drive the growth of e-commerce as 

businesses seize upon opportunities arising from the growing number of digitally-

empowered consumers, who are opting to purchase goods via e-commerce channels.  

Local and global companies (e.g. Wal-Mart and DHL) are expanding in Africa.57 

2.5.3 Latin America 

 Internet penetration rate in Latin America has been increasing in recent years. By 

mid-2012, over 48% of the population was online.58 Other than Brazil, other countries in 

the region are experiencing growth in e-commerce.  B2B interactions are being driven by 

the easing of regional tariffs and an understanding that companies must seek likeminded 

partners to succeed. Online advertising approached 15% of all marketing budgets in Latin 

America, climbed from 10.4% just a few years ago.   

  

 As in Asia, social networks are propelling the boom in e-commerce. 74% of internet 

users in Latin America regularly use social media sites such as Facebook or LinkedIn. It 

is not limited to B2C e-commerce. LinkedIn has become a fertile area for corporate 

communications in the area.  M-commerce has been growing as the region had over 390 

million mobile phone users.  B2B marketing may still be in its relative infancy in Latin 

America, but it is growing swiftly.  

2.6 Key Features of the Digital Economy 

 The OECD Discussion Draft describes the key features of the digital economy to 

include mobility, reliance on data, multi-sided business models, tendency toward 

monopoly or oligopoly and volatility.59  It captures the changing dynamics and impacts of 

the digital economy on value creation and globalization. However, as suggested by the 

BEPS Monitoring Group, 60  these features may be better explained in terms of: (1) 

dematerialization of what is being traded; (2) mobility and connectivity and its impact on 

where income-earning activities or functions are located; (3) role of customers in value 

creation or paradigm shift in how value is created. This section discusses these three key 

features as well as special issues related to developing countries. 



21 
 

2.6.1 Dematerialisation  

  The dematerialization of a product literally means less, or no material is used to 

deliver the same level of functionality to the user.61 In the context of digital economy, 

dematerialization refers to the transformation of any material object into something of 

virtual or digital. Digitization has been keen to the development of e-commerce.  

  

 The goods sold in e-commerce can be tangible (books) or intangible (e-books 

received by consumers in an electronic format). Through digitization of information, 

including text, sound, images, an increasing number of goods and services can be 

delivered digitally. Advances in the ICT have brought about the transformation of 

tangible goods into intangibles. An example is an e-book.   

  

 Advances in 3D printing technologies have the potential to transform manufactured 

goods (guns and machines) into intangibles (such as license plans and specifications) 

when the customers actually need the physical goods. 3D printing is defined as “additive 

manufacturing techniques to create objects by printing layers of material based on digital 

models”. 62  It has been used to print a variety of things, ranging from hearing aid 

earpieces to firearms. It is conceivable that customers may be able to assemble products 

themselves by using 3D printers; instead of buying the products they will buy a license 

for the software or specifications from the “manufacturer”.63 

  

 Even when a product remains tangible in form, such as a car or phone, its function 

and value is driven by its artificial intelligence. Smartphones have rendered conventional 

phones obsolete. Cars are “computers on wheels”.  

  

 Goods can also be transformed into services, deliverable online. For example, in the 

“old” days, computer software took the form of a disc or CD. A website is essentially a 

software application providing a service delivered over the Internet rather than provided 

locally or on-site. The service can be about providing access to content (as a portal), or 

about providing access to executable code performing certain features.64   
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 Conventional services can now be slapped with an “e” as an affix and delivered 

online. Examples are advertising, auction, banking and finance, broadcasting and 

publication, education, entertainment, health care, insurance, logistics services (such as 

transportation, warehousing, and distribution), and travel. E-commerce is dematerialized 

in that the services were delivered digitally as opposed to face-to-face. 

  

 New services arising from the digital economy are largely virtual or digital. 

Examples are the services of information technology (IT), Internet service providers 

(ISPs), application service providers (ASPs), network operators and telecommunications, 

web-hosting, and cloud computing. For example, through cloud computing, software, 

data and other resources are transformed into services, known as “X-as-a Service (XaaS). 

Customers are granted access to resources that are not stored on a single computer, but 

instead on many networked computers that are available to everyone who has access to 

that “cloud” of computing resources. Could computing often provides customers with a 

cost effective alternative to purchasing and maintaining their own IT infrastructure, since 

the cost of the consumer resources is generally shared among a wide user base. The 

OECD Discussion Drafts describes the following as the most common examples of cloud 

computing services models:65  

• Infrastructure-as-a-service (IaaS) providers offer computers – physical or (more 

often) virtual machines – and other fundamental computing resources.  

• Platform-as-a-service providers provide a computing platform and programming 

tools as a service for software developers. Software resources provided by the 

platform are embedded in the code of software applications meant to be used by 

end users. The client does not control or manage the underlying cloud 

infrastructure, including the network, servers, operating systems, or storage, but 

has control over the deployed applications. 

• Software-as-a-service providers allow the user to access an application from 

various devices through a client interface such as a web browser (e.g., web-based 

email). 

• Content-as-a-service: where rights are obtained and software is provided to allow 

content to be embedded by purchasers, content can be purchased as a service. 
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• Data-as-a-service: data from multiple sources can be aggregated and managed by 

a service provider, so that controlled access to that data can be granted to entities 

that may be geographically and organizationally removed from each other, 

without each entity needing to develop or acquire the infrastructure necessary to 

prepare and process that data. 

  

  Dematerialisation in the digital economy does not mean that everything is digital or 

virtual. People remain important as producers and consumers. Physical delivery of 

physical goods remains a significant part of e-commerce. Some people may still want to 

smell the fish or kick the tires before ordering online.  

2.6.2 Connectivity (mobility)   

 The Internet virtually connects everybody who has access to it using a computer or 

mobile device. Such connectivity diminishes the relevance of distance or physical 

barriers. Digitized information (voice, text, image or video) can be communicated and 

delivered instantly from anywhere to everywhere. Digital technology increases the speed 

at which information can be processed, analysed and utilized.  

  

 Connectivity enhances the ability of companies to carry out activities remotely and to 

expand the number of potential customers that can be targeted and reached.66  It enables 

companies to generate revenue from customers located in foreign jurisdictions without 

having any old-fashioned business presence in those jurisdictions. The OECD Discussion 

Drafts notes that such connectivity also increases “the flexibility of businesses to choose 

where substantial business activities take place,” and as a result, “it is increasingly 

possible for a business’ personnel, IT infrastructure (e.g., servers), and customers each to 

be spread among multiple jurisdictions, away from the market jurisdictions.”67 In short, it 

enhances the mobility of a firm’s business functions, customers, and intangible assets.68 

The more “virtual” of a business model, such as cloud computing and “Pureplay”, the 

more mobility. Digital businesses are, thus, intrinsically global.  The “where” issue is 

neither here nor there.69 
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2.6.3 Consumers’ Role  in Value Creation   

 In a digital economy, consumers are empowered! Compared to traditional shopping, 

they have more choices, more convenience, more bargains, and more say in how they 

want to be “served”. Why not? After all, Internet users who shop online tend to be middle 

class, more educated, younger, and more autonomous. The rise of social media has 

offered an instant global platform to share ideas, manage natural disasters, or build 

momentum for revolution (e.g. in the case of the Arab Spring). There has been a recent 

shift in the balance of power “from developed markets to the developing world and from 

institutions such as governments to individuals, who exercise their new power as 

consumers to gain information to their advantage.” 70 “Consumers are more empowered 

than ever before.” 71  

  

 Unbeknown to them, consumers of the digital economy are also contributors to the 

value creation process. They seem to create value in at least two ways: First, as part of an 

“ecosystem enabling a continuous, symbiotic and reciprocal relationship of value 

exchange”; 72 and second, as a source of big data. 

  

 Part of the ecosystem 

 As explained by the BMG in its comments on the OECD Discussion Draft, the 

relationship between suppliers and customers is no longer one of a passive, discrete 

nature as it is in the conventional economy. Rather, in the digital economy the 

relationship is symbiotic andcontinuous. It also creates real economic value. Such a 

relationship may be cultivated through the supply of a bundle of hardware, a stream of 

services, and new products or enhancements. An example of this is, Apple, who have 

bundled the sale of hardware (e.g., iPhones) and software or services (e.g. App store).  

  

 These symbiotic relationships can also be the product of participative networked 

platforms, such as Wikepedia and YouTube. These platforms allow users to generate 

user-created content, such as product reviews, creative or how-to videos, and social 

media sharing, which add value by attracting an audience and provoking interactions 
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between users and businesses.  More content updated more frequently increases a 

Website’s visibility in search results, which drives the value of advertisement. 73   

  

 Consumers play a more important role in multi-sided business models or platforms, 

which are the modern versions of the ancient village market and matchmakers.74 75 They 

are particularly prevalent in IT industries and are playing an increasingly important role 

in the global economy (e.g. Alibaba, Amazon, eBay, Facebook, Google). This business 

model “is based on a market in which multiple distinct groups of persons interact through 

an intermediary or platform, and the decisions of each group of persons affects the 

outcome for the other groups of persons through a positive or negative externality”.76 The 

OECD Discussion Draft points out that “[i]n a multi-sided business model, the prices 

charged to the members of each group reflect the effects of these externalities. If the 

activities of one side create a positive externality for another side (for example more 

clicks by users on links sponsored by advertisers), then the prices to that other side can be 

increased.”77 

 

 Source of data 

 The digital world is complex, hyperconnected, and increasingly driven by insights 

derived from big data.78  Customers are a source of the big data.79   

“Every second of the day, a wealth of data stream from a global maze of 

social networks, smartphones, point-of-sale devices, medical records, 

financial transactions, automobiles, energy meters, and other digital sources. 

Such big data, fueled largely by personal data about all of us, represent an 

asset class every bit as valuable as gold or oil.”80 

 

 In the digital economy, “Data have swept into every industry and business function 

and are now an important factor of production, alongside labor and capital.”81 The value 

of data lies in its quantity and quality.82 Companies use the data collected to gather 

insights for product development, marketing, and customer service. More potential value 

lies in using social tools to enhance communications, knowledge sharing, and 

collaboration within and across enterprises. It was estimated by McKensey Global 
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Institute that by fully implementing social technologies, companies have an opportunity 

to raise the productivity of interaction workers—high-skill knowledge workers, including 

managers and professionals—by 20 to 25 percent.83 

 

 The concept of “big data” is big. The amount of data in the world has been 

exploding. 84  “Big data—large pools of data that can be captured, communicated, 

aggregated, stored, and analyzed—is now part of every sector and function of the global 

economy.” 85  Big data creates value by, among other things, creating transparency, 

improving performance management,  developing more precisely tailored products or 

services, improving decision-making, and improving the development of new business 

models, products, and services.86 

 

2.6.4 Implications for developing countries  

 The key features of the digital economy have some special implications for 

developing countries. Firstly, as relatively “later comers” to the digital world, customers 

in developing countries are leapfrogging to the newest technologies and embracing 

mobile-commerce and “social e-commerce” or “F-commerce”. Social networks  

(Facebook, LinkedIn, Pinterest, Twitter, and Instagram) are fertile grounds for producing 

data.87 The growing number of social network users in developing countries accounts for 

an increasing share of the population on Facebook and other social networks (which is 

currently over 1.5 billion).  

   

 The digital economy in developing countries tends to be dominated by foreign 

Websites, such as Google, Facebook, Youtube, Yahoo, Wikipedia, Linkedin, Twitter, 

Instagram, Amazon.  As pointed out in the OECD Discussion Draft, there is a tendency 

toward monopoly or oligopoly in the digital economy: “In some markets, particularly 

where a company is the first actor to gain traction on an immature market, network 

effects combined with low incremental costs may enable the company to achieve a 

dominant position in a very short time.”88    
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 While the “intangibles” (the software and ICT infrastructure) enabling a website to 

operate in developing countries are located out of the jurisdiction, the goods and services 

sold may be locally procured. For example, Amazon.cn sells goods that are made in 

China, including foreign brands, such as iPhone, which was designed in the US and made 

in China. Dell manufactures products in India, and its Dell International Services 

provides support for customers around the world. Indian customers shopping online at 

Dell.com or Compuindia (a partner of Dell)89 can be buying Indian-made computers sold 

through the websites and serviced by people located in India.  

3. TAX CHALLENGES FOR DEVELOPING COUNTRIES  

 

The digital economy poses two kinds of tax challenges for developing countries: base 

erosion through exacerbating BEPS; and base Cyberization due to dematerialization and 

connectivity features of the digital economy. The digital economy does not seem to raise 

any unique BEPS issues as BEPS structures aim at taking advantage of mismatches or 

gaps in the existing international tax system. The base cyberiszation issue, on the other 

hand, is unique to the digital economy. Both kinds of challenges are not exclusive to 

developing countries. However, as market countries, developing countries tend to be “net 

losers” in tax revenue.  

 

3.1 Base erosion risks exacerbated   

 In the digital economy, companies have opportunities to use tax planning structures 

to “artificially” segregate income from the activities that generate it. In fact, because of 

the heavy reliance on intangibles and data, enhanced mobility and globally integrated 

business models, the digital economy may “exacerbate” risks of BEPS in some 

circumstances.90 These risks are extended to indirect taxes (VAT).   

 

 In the context of income taxes, the OECD Discussion Draft identifies four areas of 

base-erosion: (1) eliminating or reducing tax in the market country through: avoiding a 

taxable presence, minimizing functions, assets and risks in market jurisdictions or 
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maximizing deductions in market jurisdictions; (2) avoiding withholding tax; (3) 

eliminating or reducing tax in the intermediate country; and (4) eliminating or reducing 

tax in the country of residence of the ultimate parent. 91  In the context of VAT, it 

identifies BEPS risks due to remote digital supplies to exempt businesses and remote 

digital supplies to a multi-location enterprise.  

 

 As market jurisdictions, developing countries’ tax base is more susceptible to base 

erosion as a result of BEPS strategies that manipulate the PE status, transfer pricing, and 

withholding taxes. 

3.1.1 Avoiding a PE while maintaining physical presence 

 Many businesses in the digital economy use some form of physical presence to reach 

customers, deliver goods, or provide support. As identified by the OECD BEPS Action 

Plan, the supplier may adopt measures or structures to “artificially” avoid having a 

permanent establishment in the market country. Examples include the use of limited-

function distributors or “commissionaire arrangements”, the use of toll-manufacturing or 

contract manufacturing contracts to avoid having a PE or full-fledged manufacturing 

subsidiary, and “artificial” fragmentation of activities to avoid the temporal requirement 

of a PE or to qualify for the exceptions to PE status for preparatory and ancillary 

activities under Article 5(4) of the OECD Model.92 

3.1.2 Transfer pricing manipulation  

 The digital economy does not eliminate the need for local presence in significant 

markets. For example, Google has offices in more than 60 countries, supports more than 

130 languages or dialects and offers a personalized version of the search engine for more 

than 115 countries. Amazon has subsidiaries and/or fulfillment centers in over 22 

countries in North America, Africa, Asian, Australia, Europe, and Latin America.93  

 

 The OECD Discussion Draft provides the following examples of BEPS structures 

that may be used by digital companies:94 

• Typical examples of digital company structures that minimize assets and 

risks in market jurisdictions include using a subsidiary or PE to perform 
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marketing or technical support, or to maintain a mirrored server to enable 

faster customer access to the digital products sold by the group, with a 

principal company contractually bearing the risks and claiming ownership 

of intangibles generated by these activities.  

• A company may, for example, limit risk at the local company level by 

limiting capitalization of that entity so that it is financially unable to bear 

risk. In the case of a business selling tangible products online, a local 

subsidiary or PE may maintain a warehouse and assist in the fulfillment of 

orders. These subsidiaries or PEs will be taxable in their jurisdiction on the 

profits attributable to services they provide, but the amount they earn may 

be limited.  

• Alternatively, functions purported to be undertaken by local staff under 

contractual arrangements may not correspond with the substantive functions 

performed by the staff. For example, staff may not have formal authority to 

conclude contracts on behalf of a non-resident enterprise, but may perform 

functions that indicate effective authority to conclude those contracts. If 

purported allocations of assets, functions, and risks do not correspond to 

actual allocations, or if less-than-arm’s length compensation is provided for 

intangible property of a principal company, these structures may present 

BEPS concerns.  

    

 The above transactions are not unique to digital companies (such as Google or 

Facebook) or e-commerce companies such as Dell. All MNEs have adopted business 

models that incorporate ICT or e-commerce. Some MNEs are becoming hybrids. The 

Economist95 reported that Yihaodian, a Chinese company owned by Walmart, the world’s 

largest retailer, has used an app to let phone users visit 1,000 “virtual stores” accessible 

only at specific sites. Amazon has flirted with the idea of opening physical stores.  

Walmart has 1,500 employees in Silicon Valley “trying to out-Amazon Amazon in areas 

such as logistics and making the most of social media.”96  However, the global platforms 

used by digital companies or e-commerce companies and the reliance on data and 

intangibles presumable create more opportunities for transfer pricing manipulation and 
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make it more difficult to apply the existing transfer pricing methodologies. Google is 

designing and making cars (driver-less). 

3.2  Base Cyberization 

 The OECD Discussion Draft summarizes the main policy challenges raised by the 

ditial economy to fall into four broad categories: 

• Nexus. The continual increase in the potential of digital technologies 

and the reduced need in many cases for extensive physical presence in 

order to carry on business raises questions as to whether the current 

rules are appropriate. 

• Data. The growth in sophistication of information technologies has 

permitted companies in the digital economy to gather and use 

information to an unprecedented degree. This raises the issues of how 

to attribute value created from the generation of data through digital 

products and services, and of how to characterize for tax purposes a 

person or entity’s supply of data in a transaction, for example, as a free 

supply of a good, as a barter transaction, or some other way. 

• Characterisation. The development of new digital products or means of 

delivering services creates uncertainties in relation to the property 

characterization of payments made in the context of new business 

models, particularly in relation to cloud computing. 

• VAT collection. Cross-border trade in both goods and services creates 

challenges for VAT systems, particularly where such goods and 

services are acquired by private consumers from suppliers abroad. This 

is partly due to the absence of an effective international framework that 

would allow economic actors, and in particular small and medium 

enterprises, to register and manage payments to a large number of tax 

authorities, as well as to the need to manage tax liabilities generated by 

a high volume of low value transactions, which can create a significant 

administrative burden but marginal revenues.  
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 From the perspective of market countries, advances in digital technologies make it 

possible for MNEs and other companies to “legitimately” take the tax base (income tax as 

well as VAT)   into cyberspace. The current rules were not designed for the digital 

economy. The cyberisation of the tax base can be accomplished in several ways, 

including:  

(1) Carrying on business through a website in the market country without the use of 

any physical presence. For example, a digital business can locate its Website on 

servers outside the market country and deliver digital goods and services online. 

Social networks providers may not need any physical presence in the market 

country to reach its users. 

(2) Replacing conventional sales outlets in the market country with online licensing 

of software or specifications if the products can be produced through 3D printing. 

(3) Taking advantage of the exceptions under Article 5(4) of the OECD Model 

Convention by tasking the local office with “preparatory and ancillary” functions, 

such as warehousing and delivery;   

(4) “Migrating” services that used to be provided in person to Cyberspace and keep 

in-person services to a minimum that gives rise to no PE in the market country;   

(5) Converting traditional royalty into services fees and avoid withholding tax by 

transforming technical services or provision of software or other technologies into 

services delivered online;  

(6) Monetising location relevant data created by local customers without any 

compensation.  

 

 The problem of cybersization affects both income tax and consumption tax. 

Collecting VAT on B2C transactions is virtually impossible if the foreign online vendor 

has no physical presence and does not register for VAT in the market country. In the case 

of B2B transactions, if the purchased goods or services qualify for input tax credit to the 

local business purchaser, the VAT revenue loss may be insignificant.  

3.3 Supporting the development of digital economy   

 There seems to be a clear consensus that the growth of the digital economy is 

important to the overall economic growth of a country. The growth of the digital 
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economy has been faster than the general GDP in developed countries. There is reason to 

believe that the same is true for developing countries. However, the growth of the digital 

economy requires both ICT infrastructure and regulatory modernization in many 

developing countries.  As such, collecting tax revenue from this emerging form of 

business must be balanced with the need to stimulate the growth of this economy. It will 

be short-sighted “to dry the pond in order to catch the fish” or “to kill the goose in order 

to take the egg”. 97 

  

 Meanwhile, developing countries may wish to consider tax policies that can stimulate 

the growth of the digital economy, including tax incentives for start-ups or investment in 

ICT infrastructure, and/or providing tax certainty and predictability to businesses and 

consumers. The existing tax treatment of e-commerce transactions, cloud computing 

services, and other digital transactions is unclear.  For example, the Russian tax rules do 

not provide for any special tax treatment of transactions concluded over the Internet. A 

“cloud sale” transaction may fall into one of several categories: goods, works, services or 

licenses. For example, data collection and/or processing, engineering, and some other 

limited categories would be subject to 18 percent Russian VAT if the customer is located 

in Russia. Software sales under a license agreement are exempt from Russian VAT, but 

software as a service (SaaS) would not normally enjoy such beneficial tax treatment 

(unless legitimately structured as auxiliary to principal VAT-exempt software use 

licenses). Technical maintenance and support could also be exempt from VAT if they 

resemble licensing of updated software, but separate help-desk services would be VAT-

able consulting services. Overall, while the reverse charge VAT that must be withheld 

by Russian customers can be contractually grossed up and is normally recoverable, it 

frequently carries a substantial cash flow disadvantage and should be minimized where 

possible.98 
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4. PROTECTING TAX BASE    

4.1 OECD’s Work   

4.1.1  BEPS Issues distinguished from Fundamental Policy Issues 

 The OECD Discussion Draft distinguishes tax challenges raised by the digital 

economy between those arising from BEPS structures and “broader” issues arising from 

the special features of the digital economy. The former is the result of taking advantage 

of mismatches in the existing tax system. The latter is the result of “mismatch” of 

deliberate policy choices made over a century ago and  today’s digital economy.  

  

 Section V of the Document explains that “the work on the actions of the BEPS 

Action Plan will take into account the features of the digital economy in order to ensure 

the proposed solutions fully address BEPS in the digital economy.” [143] These solutions 

require some revisions to the existing rules and reducing gaps or frictions between 

national tax systems. Parts Sections VI and VII of the Document discuss the broader tax 

challenges and potential options to address these challenges. These potential options 

include new rules. 

 

4.1.2 Addressing BEPS 

 The OECD Discussion Drafts discusses measures that will: (a) restore taxation of 

stateless income in the market jurisdiction, such as Action 6 (treaty abuse) and Action 7 

(PE status); (b) restore taxation in both market and ultimate parent jurisdiction, such as 

Action 2 (Hybrid Mismatch Arrangements), Action 4 (Interest Deductions and Other 

Financial Payments), Action 5 (harmful tax practices), and Actions 8-10 (transfer 

pricing); and (c) restore taxation in the jurisdiction of the ultimate parent, such as 

strengthening CFC rules. It also discusses BEPS issues in the area of consumption taxes.   

 The BEPS measures are expected to “effectively address the BEPS concerns that 

arise in the digital economy.” If that turns out to be the case, addressing the broader 

issues “may become less pressing”. 99 However, “if BEPS issues are not addressed fully 

in the context of the digital economy and extremely low effective tax rate continue to be 
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norm, then addressing the broader tax challenges of the digital economy becomes a more 

pressing issue.”100  

4.1.3 Broader issues 

General Principles and policy framework  

 The Discussion Draft states that the Task Force has not yet reached any conclusions 

about any of the proposals discussed in Part VII. However, the Task Force seems to be 

clear that the Ottawa framework principles of neutrality, efficiency, certainty and 

simplicity, effectiveness and fairness, and flexibility continue to be a good starting point 

for a framework for evaluating options for addressing the tax challenges raised by the 

digital economy.  

 

 Administrative challenges are noted in respect of identification of businesses, 

determination of the extent of activities, information collection and verification, and 

identification of customers. “There is a pressing need to consider how investment in 

skills, technologies and data management can help tax administrations keep up with the 

ways in which technology is transforming business operations.”101 

Nexus: modifying Article 5(4) of the OECD Model 

 Under Article 5(4) of the OECD Model, a PE is deemed not to include: (a) the use of 

facilities solely for the purpose of storage, display or delivery of goods or merchandise 

belonging to the enterprise; (b) the maintenance of a stock of goods or merchandise 

belonging to the enterprise solely for the purpose of storage, display or delivery; (c) the 

maintenance of a stock of goods or merchandise belonging to the enterprise solely for the 

purpose of processing by another enterprise; (d) the maintenance of a fixed place of 

business solely for the purpose of purchasing goods or merchandise or of collecting 

information, for the enterprise…”.  

 The use of a fixed place of business to purchase, warehouse, and deliver merchandise 

may be an activity of preparatory or auxiliary nature for conventional businesses, but 

“core” activities for e-commerce. The Discussion Draft lists several options to modify 

Article 5(4), including: (1) eliminating Article 5(4) entirely; (2) eliminate paragraph (a) 
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through (d), or make them subject to the overall condition that the character of the 

activity conducted be preparatory or auxiliary in nature, rather than one of the core 

activities of the enterprise in question. 102 

 New Nexus based on significant digital presence 

 This proposal addresses situations in which businesses are conducted wholly 

digitally. “Such a proposal would determine that an enterprise engaged in certain “fully 

dematerialized digital activities” would have a permanent establishment if it maintained a 

“significant digital presence” in the economy of another country”.103  

  

 The Discussion Draft suggests a number of factors to determine when a fully 

dematerialized digital activity was conducted.104 These include the facts that online or 

Internet sale of digital goods or digital services is the core or considerable part of the 

business of the enterprise, requiring no physical stores, agencies or assets (except servers 

and IT tools). Interestingly, another factor is “The legal or tax residence and the physical 

location of the vendor are disregarded by the customer and do not influence its 

choices”.105 

 

 According to the Discussion Draft, an enterprise engaged in a fully dematerialized 

business is deemed to have a significant digital presence in a country when there is a 

significant number of contracts concluded with customers in that country, or the 

enterprise’s goods or services are “widely used or consumed” in that country, clients in 

that country make substantial payments to the enterprise, or an “existing branch” of the 

enterprise in that country offers secondary functions such as marketing and consulting 

targeted at clients resident in the country that are strongly related to the core digital 

business of the enterprise. 106  Alternatively, an enterprise engaged in a fully 

dematerialized digital activity is deemed to have a significant digital presence if it “does a 

significant business in the country using personal data obtained by regular and systematic 

monitoring of Internet users in that country through the use of multi-sided business 

models.”107 
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 Virtual PE 

 The Discussion Draft includes several potential options for alternative PE thresholds 

that were considered by the OECD Business Profits TAG “for the sake of completeness” 

only.108 These alternatives regard a website to be a virtual PE, a technological means to 

enable contracts to be “habitually concluded on behalf of an enterprise with persons 

located in the market country” as “virtual agency PE”. A foreign enterprise providing on-

site services or other business interface at the customer’s location would be deemed to 

have to an “on-site business presence PE”.  

 Creation of a withholding tax on digital transactions 

 This option would impose a final withholding tax on certain payments made by 

residents of a country for digital goods or services provided by a foreign provider. It is 

presumably intended to deal with the characterization issue. The Discussion Draft 

indicates that the Task Force will need to consider consistency with trade obligations and 

practical challenges of withholding in the case of transactions with individual consumers. 

One option to deal with the practical challenge would be to require withholding by the 

financial institutions involved with credit card payments or electronic payments.109 

 Consumption tax  

 The Discussion Draft identifies two issues related to VAT in the case of B2C 

transactions. One issue addresses the exemptions for imports of low valued goods and 

another addresses remote digital supplies to consumers. On the basis of past work carried 

out by international organisations, including the OECD and the European Union, and 

country experience, the Discussion Draft suggests that “the most effective and efficient 

approach to ensure an appropriate VAT-collection on such cross-border B2C services is 

to require the non-resident supplier to register and account for the VAT on these supplies 

in the jurisdiction of the consumer.”110 In light of the challenges in enforcing compliance 

from non-resident suppliers, it was suggested that countries consider the use of simplified 

registration regimes and registration thresholds to minimize the potential compliance 

burden on businesses. 
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4.1.4 Public comments 

 The Task Force invited public comments on the Discussion Draft. A large number of 

submissions were posted on the OECD Website, most of the comments came from 

associations, groups or MNEs in developed countries. A quick review of these comments 

indicates that there is strong support to the following points: (1) the digital economy 

should not be ring-fenced from the rest of the economy as the entire economy is digitized 

or being digitized and ring-fencing would violate the principle of neutrality; (2) the 

Ottawa Framework remains a good starting point; (3) the digital economy does not create 

BEPS challenges that are exclusive to the digital economy; (4) the broader tax challenges 

raised by the digital economy should be addressed after the BEPS measures are 

developed; and (5) requiring non-resident digital vendors to register for, charge, collect, 

and remit VAT on B2C transactions is a viable option for the market country to address 

the broader policy challenges.  

4.2 Options	for	developing	countries	regarding	BEPS	

4.2.1 Active Participation 

 The tax challenges raised by the digital economy are global, and global solutions are 

needed. Developing countries are part of the digital economy and will suffer from tax 

revenue loss due to base erosion or base cyberisation. In addition to the loss of tax 

revenue, if the tax base is not adequately protected from these challenges, there will be 

uneven playing field for local and remote businesses.   

 

 The time to act is now. Back in the 1920s, developing countries did not participate in 

developing the current international tax system. Although developing countries have 

strived to modify the international tax system to give more taxing rights to capital-

importing countries through the work of the United Nations, these modifications are 

generally modest. The recent international alliance in combating BEPS provides an 

historical opportunity for developing countries, some of which are part of G20, to 

actually have a real say in how international tax problems are resolved. Because the 

digital economy brings about a fundamental shift in how business is conducted and value 

is created, it is necessary to investigate whether there should be a fundamental shift in 
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thinking about the basis for allocating taxing rights. Developing countries should play an 

active role in the process of reshaping the international tax system. 

    

 The United Nations is the ideal institution to lead this important initiative and to 

coordinate with the OECD, which has better expertise and resources and the mandate 

from G20 to deal with the BEPS problems.  

4.2.2 Additional principles and policy concerns  

 In addition the Ottawa Framework principles, developing countries should consider 

some additional principles. One additional principle was suggested by the BMG: “Profit-

value alignment: International tax rules should ensure that profits are taxed where 

economic activities occur and value is created; in particular, the location of real activities 

should take precedent over legal constructions.”111 This profit-value alignment principle 

is consistent with the purpose of the BEPS Action plan, that is “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.” (St. Petersburg 

G20 Leaders Declaration). 

  

 An obvious policy concern for developing countries is the right to tax services and 

royalties. The dematerialization in the digital economy highlights the importance of this 

issue. The current OECD position generally favors characterising payments as “services” 

as opposed to “royalty” or “technical fees”.112 The Discussion Draft floats the idea of 

levying a new withholding tax on digital transactions as an alterative for addressing the 

lack of physical presence in the market country. Since the UN Model has always allowed 

withholding tax on royalty, payment for ICT services, cloud computing, and usage of 

data, etc. may be more akin to royalty or technical services. 

  

 From the perspective of developing countries, developing new rules to apply ONLY 

to digital business transactions does not make much sense. Firstly, ring-fencing the digital 

economy is very difficult. Secondly, it violates the tax neutrality principle without any 

apparent policy or principled justifications. Third, the digital economy exposes the 
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weakness in the fundamental design of the existing PE test and transfer pricing rules and 

addressing these fundamental design issues would be more effective in the long run.  

 

 In thinking about developing appropriate international tax rules to allocate taxing 

rights between countries in a fair manner, it may be helpful to revisit the fundamental 

theories and principles underlying the existing system. The digital economy may involve 

a shift in how business is done, how value is created, but it does not shift the reasons why 

countries need to impose taxes, nor does it shift the basic function and purpose of 

international tax law. Therefore, the digital economy may require new “tax tools” to 

allocate the global tax base among nation-states. It is important to keep in mind the 

fundamental theories and policy justifications in designing the new tools. 

4.2.3 Revising	or	reinterpreting	the	permanent	establishment	test		

 Modifying Art.5(4) of the OECD Model in the manner suggested in the Discussion 

Draft is a sensible first step in addressing the BEPS problem and the base cyberiszation 

problem. The rationale for the existing exceptions is that the activities conducted by the 

fixed place in the market country are of preparatory or auxiliary in nature. If the 

exceptions which were designed for the conventional economy were literally used for the 

digital economy, the rationale would be defeated.   

 Another possible modification can be made to Article 5(3) of the UN Model by 

reducing the period of time required to give rise to a permanent establishment in respect 

of construction, assembly or installation or supervisory services and consultancy services. 

Even with further dematerisation, these types of services still need to be provided with 

some physical presence in the client’s country. However, dematerialization will reduce 

the amount of time required for physical presence. The current six months or 183 days 

can be reduced significantly, especially in cases where a portion of the project is 

implemented in the service provider’s home country or a third country.  

  

 Some BEPS structures designed to circumvent the PE status rely on a highly 

technical, legalistic interpretation of the PE definition and the taxpayer’s contractual 

arrangements. Examples are the commissionaire arrangements and limited-function 

distributorship with a subsidiary in the market country.  Developing countries can protect 
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their tax base from erosion by adopting a purposive interpretation of the PE definition 

and a substance-over-form construction of the taxpayer’s contracts, or invoking domestic 

general anti-avoidance rule. Through such interpretation approaches, it is possible that to 

regard a non-resident online seller of tangible goods or online provider of services to 

have a PE where the non-resident uses the sales force of a local subsidiary to negotiate 

and effectively conclude sales with prospective large clients (i.e., B2B transactions). 

4.2.4 Replacing	the	PE	test	with	a	“significant	business	presence”	test	

 The “significant digital presence” proposal in the OECD Discussion Draft is a 

welcoming step in the right direction – rethinking about the relevance of fixed base in a 

dematerializing economy. However, it is problematic as it amounts to “ring-fencing” the 

digital economy and difficult to administer. The number of factors described in the 

Discussion Draft speaks to the difficulties in even defining the scope of “fully 

dematerialized digital activities” presence and the level of activities to constitute 

“significant digital presence”.  

 A better option is the “significant presence” test suggested by the BEPS Monitoring 

Group.113 The criteria for applying this test include:  

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

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

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

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

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

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

sourced from suppliers in the country; (c) supplying goods or services to 

customers in the country resulting from or involving systematic data-gathering 

or contributions of content from persons in the country.” 

 

 This proposal is not limited to digital businesses and emphasizes economic 

presence as opposed to physical presence. The BMG explains that this proposal 

would still exclude many businesses involved in the digitalized economy. For 

example, a software designer which supplies a program in digital form to customers 



41 
 

all over the world from a single website in the language of its residence country 

would not be covered.  

 

 Developing countries can also consider combining the current PE test with the 

BMG’s “significant presence” test into a “significant business presence” test. A 

“significant business presence” test encompasses a fixed base PE, an agency PE, as 

well as a website or other methods of value creation in the market country. Its goal 

is to ascertain the level of a non-resident company’s engagement in the economy of 

the market country and benefiting from the infrastructure and business environment 

created by that country. 

  

4.2.5 4.2.5	Attribution	of	profit	

 Revising the PE test is not enough to protect the market country’s tax base. The 

current profit attribution rules must also be revisited so that “meaningful” profit could be 

attributable to the PE.  Under the current rules, no or minimal profit could be attributable 

to a PE if the non-resident supplier has no people functions, assets, or risks would be 

present in the market country. The value of data needs to be taken into account. It 

remains an open question as to how data create value.  

4.2.6 Deeming	B2B	Service	Fees	as	Royalties		

 As observed by Brian Arnold in his paper, “developing countries have become 

increasingly concerned about the erosion of their domestic tax bases by multinational 

enterprises through payments by residents for management, consulting and technical 

services provided by related nonresident companies.”114 The base-erosion occurs where: 

(a) the services are provided in the market country without giving rise to a PE, or, if there 

is a PE, little or no profit can be attributable to the PE; or (b) where the services are 

provided outside the market country and the client, who is resident in the market country 

deducts the payments and is not required to withhold tax on the service fees. The problem 

of base erosion in the digital economy is only going to worsen because of 

dematerialisation and provision of services online.   
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 Base-erosion through avoiding the PE status can be addressed by the options 

discussed above. To protect the tax base from B2B payment of service fees where the 

provider has no PE in the market country, several options can be considered: (1) denying 

the deduction of payment to the resident company – a “draconian” method that could be 

used in limited circumstances;115 (2) deeming all B2B service fees as “royalties” for 

purpose of withholding tax.  

 

 Deeming all B2B service fees as royalties has several advantages. First, it is 

evolutionary.  There are many existing treaties concluded by developing countries treat 

technical fees as royalties. The domestic law of some countries, such as China and India, 

treat payment of fees for ICT services as royalties.116 Second, it would be neutral as 

services delivered online or otherwise would be subject to the same rules.  Third, it would 

be administratively feasible. The existing mechanism of withholding can be used.  It 

would be difficult to characterise transactions in the digital economy in general and 

related-party B2B transactions in particular. B2C transactions would not be subject to this 

deeming rule.  

 

 The main disadvantages of this option are the following: (1) it would be a shift in the 

“source rule” for services. Instead of the place of performance, the source rules would be 

similar to that in UN Model Article 12(5) (residence of payer) or UN Model Article 12(6) 

(base-erosion); (2) it would be a departure from the current OECD position that e-

commerce payments should be characterized as business profits, not subject to 

withholding tax; and (3) withholding tax might be  a poor proxy for a tax on net income 

and the tax burden would be shifted to resident companies, increasing their cost of doing 

business.   

4.2.7 Allocation	of	global	profit	based	on	profit‐value	alignment		

 The key features of the digital economy put tremendous pressure on the existing 

transfer pricing rules which were conceived to function in a different business 

environment. The Discussion Draft takes the position that “the transfer pricing rules 

based on the arm’s length principle (ALP) are theoretically equipped to address [the 

BEPS problems].”117 It does not list transfer pricing as a “broader” tax challenge raised 
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by the digital economy. Critics of the OECD approach claims that “it is high time to 

acknowledge this core deficiency of the ALP and adopt tax solutions for the present.”118 

 Even the Discussion Draft adequately describes the theoretical and practical 

challenges raised by the digital economy in applying the transfer pricing rules:  

“With the advent of the development in ICT, reductions in many currency and 

custom barriers, and the move to digital products and a service based economy, 

the barriers to integration broke down and MNE groups began to operate much 

more as single global firms. Corporate legal structures and individual legal 

entities became less important and MNE groups moved closer to the 

economist’s conception of a single firm operating in a coordinated fashion to 

maximize opportunities in a global economy.”119 

    

 The separate entity, transaction-by-transaction, comparable approach endorsed by the 

OECD Transfer Pricing Guidelines are difficult for developing countries to administer. 

As noted by China and India in Chapter 10 of UN Practical Manual on Transfer Pricing 

(2012), it is extremely difficult to find comparables. Through BEPS structures, MNEs 

often treat subsidiaries in developing countries as limited function entities and attribute 

profit to them for their “routine” functions. Location contribution to the global value 

chains is ignored. The tax base of developing countries would suffer from not only BEPS 

but also “base cybersization” as MNEs are becoming single, global firms which defy the 

assumptions underlying the current transfer pricing rules.  

 

 It would be in the interest of developing countries to work with the OECD in 

designing measures to address artificial transfer pricing manipulation. More importantly, 

developing countries should, perhaps, advocate a move to the use of a profit-split or other 

profit apportionment methods based on the value chains used by MNEs. Value created by 

data, by people as consumers and producers should be appropriately recognized, and 

value attributable to risks that are within the control of the MNEs should not “inflated” 

through internal contracts. If MNEs act as unitary business beings, they should be treated 

as such in tax law.  
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4.2.8 	 VAT			

 The option to protect the VAT base seems to be clear: requiring non-resident vendors 

which have passed a certain threshold to register, collect and submit VAT on sales to 

customers located in the market country. There are technical issues in setting the 

threshold and identifying non-resident vendors and resident customers. The so-called 

“Amazon tax” or “Google tax” offer some insights about what is feasible at the moment. 

Experience from the EU and States and local governments in the US may offer some 

useful insights as well.   

5. CONCLUSIONS	

  The digital economy raises two kinds of challenges to the tax base of developing 

countries: base erosion due to BEPS strategies; and base cyberiszation due to the 

advances of digital technologies. Addressing these challenges require coordination with 

the OECD. Developing countries have some special concerns that may not be shared by 

the OECD and may need to develop their own measures, such as the taxation of services 

and royalties.  
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