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Taxing the digital economy under the
unified approach: Concerns of developing
countries

Shashi Kajle

In an increasingly globalised economy, Digital Multinationals
Enterprises (digital MNEs) have come to occupy a significant
economic space. The new business models operating through digital
platforms have posed new challenges to the Tax Authorities of
different countries in their efforts to ascribe the basis on which

revenues can be taxed in different tax jurisdictions.

The challenges faced in taxing Digital MNEs are tough and
multifarious when compared to the taxing of ‘Brick and Mortar’
entities. Digital MNEs have scale without mass, rely heavily on data
and intangibles, and are controlled remotely from a jurisdiction

different than the market jurisdiction.

The large revenues generated by digital MNEs have led tax authorities

of different countries to explore unilateral options for taxing.

In order to raise revenues from digital MNEs, several governments
have either introduced or proposed digital sales or services taxes. India

imposed a 6% equalisation levy on online advertising in 2016. Under

this legislation, the levy is to be withheld by the recipient of services
from the payment it is making for services. A number of countries have

followed suit, including France, Spain and Hungary.
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Current efforts to address the digitalization of the economy started in 2012, when the Organization
for Economic Cooperation and Development (OECD) started to develop its comprehensive and
multilateral project on Base Erosion and Profit Shifting (BEPS).

Under the BEPS Action Plan Item One, announced by the OECD in 2013, it was recognized that the

digital economy created challenges in the quest to ensure that profits were taxed where economic

activities took place and where value was created.

The OECD Secretariat issued “The Unified Approach Under Pillar One” on Oct 09, 2019 with an

attempt to find international consensus on the BEPS Action Item 1- “Taxing the Digital Economy.”
This proposal is organized around two ‘pillars’. The first pillar consists of revised nexus and profit

allocation rules.

The Unified Approach attempts to tackle issues relating to the allocation of tax rights between
jurisdictions, prevention of aggressive unilateral taxing initiatives, political pressure to tax highly
digitalized MNEs, cooperation between tax jurisdictions and applicability of the existing Arm’s

Length Principle in Transfer Pricing.

Under the proposed Unified Approach, it has been envisaged that global profits would be divided

into three amounts: Amount A, Amount B and Amount C.

Under Amount A, Profits of MNEs would be split into “Routine” and “Non-Routine” global profits.
The new taxing right for market/ user jurisdictions would be based on a fractional share of an MNE

Group’s deemed Non-Routine Global profits.

Under Amount B, Local activities (e.g. marketing and distribution) in market/user jurisdictions would
be allocated ‘Fixed remunerations reflecting an assumed baseline activity’, i.e., there would a

minimum floor for local marketing and distribution activities.

Under Amount C would be an additional amount over and above Amount B wherein the taxpayer or
tax authority, using the Arm’s Length Price (ALP), argues for a return on local marketing and
distribution activities above ‘baseline functionality’ and fixed minimum return. This may generate

Transfer Pricing disputes requiring new Dispute Settlement methods.

The OECD Secretariat above mentioned document has sought public comments on specific questions

with regard to Amount A - scope, sales as a criterion for nexus, calculation of group profits, routine
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https://www.oecd.org/ctp/BEPSActionPlan.pdf
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returns and the market allocation key, and double tax relief. As regards Amount B - fixed

remuneration; and as regards Amount C - dispute settlement mechanisms.

Developing countries have shown concerns that the OECD’s Unified Approach would not appropriate

the fair share of revenues to market/user jurisdictions.

It is a cause of concern for India and other similarly placed developing countries that the OECD’s
Unified approach only allocates ‘residual profits’ to market jurisdictions, despite the fact that the
digital MNEs derive a large share of their revenues from India and other developing countries via
their digital presence - i.e. without having a physical presence.

The split between “Routine” and Non-Routine (Residual) profits would result in low tax incidence is
developing countries. For example, an e-commerce MNE may have its core technology base in one
jurisdiction, software base in another, and may generate revenue from operations/ sales in developing
countries. The services rendered by Google, Amazon or Netflix, for example, fall in that category.
Developing countries under The Unified Approach would not receive appropriate allocation of

revenue based on the sales generated from their markets.

Allocation under the Unified Approach is the most difficult issue because allocation would create
‘winners and losers’ from a pure revenue perspective - especially as developing countries end up

‘losing’ rather than ‘gaining’.

Concerns were also raised as to how the size of business will be determined - whether on the basis of

employee strength, assets employed, or sales generated.

Developing countries in African regions may also experience constraints with regard to capacity
building and training of tax administration for implementing complex rules under the Unified

Approach.

The hasty manner in which the OECD Secretariat is pursuing consensus building on the Unified
Approach is also a cause of concern for developing countries. These countries find it difficult to
engage and participate in OECD discussions. Their problems relate to availability of skilled human

resources, limited budget, administrative clearances and visa clearances for the participant officials.

The Unified approach seeks to depart from the conventional Arm’s Length Price in Transfer Pricing.

Out of 130 countries — nearly 70-80 still do not have Transfer Pricing Guidelines — and Simplified
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Transfer Pricing guidelines are much needed for these countries. The divergence from the

conventional ALP method may not be the best option in the present conditions.

Further, the perspective of developing countries on taxation of services is also to be taken into account
as to whether the services take place from the point of rendering or from the point where the customer

receives the services.

The Government of India has proposed a more balanced and definitive principle/ formula for taxation

of digital MNEs. The Department of Revenue has issued a paper for ‘Public Consultation on the

Proposal for Amendment of Rules for Profit Attribution to Permanent Establishment’ on April 18,
2019. Under this, the apportionment of profits is proposed to be achieved on the basis of sales, number
of employees, wages paid to employees and assets deployed for Indian operations.

Suggestions/comments by stakeholders and general public have been invited as regards this proposal.

This approach is more balanced and appropriate for allocating the fair share of revenue to market/
user jurisdictions where the major revenue generating activities take place. It is more comprehensive,
simpler and definitive in arriving at the revenue allocation based on where the major commercial

activities are undertaken and where the ultimate consumption of the services takes place.

Considering that political pressures are mounting in the backdrop of a mounting public perception
that digital MNEs are ‘highly profitable’ and ‘not paying their fair share of taxes’, there is an urgency
to address the issue within the multilateral framework of representative world bodies.

The consensus building for a long-term solution, however, is better served if it is more inclusive and

addresses the concerns of all stakeholders involved.
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