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de Nederlandse Orde van Belastingadviseurs
The Dutch Association of Tax Advisers

To the European Commission
January 2, 2018

Subject: European Commission’s Public Consultatioron ‘Fair Taxation of the Digital Economy’
(26 October 2017 — 3 January 2018)

Ladies and gentlemen,

The Dutch Association of Tax Advisers (‘the Asstioia) has taken interested note of the consuliatio
launched by the European Commission op 26 Octob&v 2vith a view to devising measures for
addressing the challenges that the increasingiyatiging economy is posing to EU member states’
business income and capital gains tax systemsEtlifa@pean Commission has invited interested parties
to respond by completing an online questionnairésowebsite
(https://ec.europa.eu/info/consultations/fair-tacadtdigital-economy_eénwhile also offering them the
opportunity to upload a position paper (max. 1 MB))e Association is pleased to make use of this
opportunity in the form of this letter.

The main issues to which the Association wishedrawv attention in this position paper are:

» The digital economy is not a sector that can oukhbe clearly identified and taxed separately;

» Digitalisation is an accelerator for growth, anxititon should not inhibit this more than it does
with traditional businesses;

* The way in which digitalised business models crgatee needs to be understood, as does the
question of whether this differs from the valueateel by traditional businesses;

* Unilateral actions, and the potential solutionsemnefd to in the consultation, will have a
negative overall impact (particularly on growthjida

» Time should be taken to consider the perceivedignady the real challenges, their impact, and
potential solutions that could attract multilatezahsensus.

The Association examines these issues in thisiposgaper, together with the possible solutions
outlined by the European Commission in the onlinesgjonnaire.

1 Tax challenges posed by digitalisation; first sehe policy and then reflect this in legislation
1.1 General

Our economy is indisputably becoming increasinggytdlised. The evolution in the internet and other
telecommunication technologies over the past fesades means these technologies now constitute a
fundamental part of the economy and play a vitl imthe business models of nearly all sectothén
internal market. This applies both in the casédefwell-known tech companies and in more traditiona
companies, with more and more business now beamsdacted digitally in almost all industries and
sectors. And the importance of the internet andrimgt-related business activities will become even
more important over the coming years, not leasaétieving economic growth, attracting investments
and creating jobs in the internal market.
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The member states’ business income and capita$ gainsystems date back to the 1920s and have
since been regularly updated and modified, prirpavith a view to countering opportunities to avoid
taxes. Mention should certainly be made in thispees of the international and historically
unprecedented reforms of recent years, includingpoisly the Base Erosion and Profit Shifting (BEPS)
project of the G20/OECD and the implementatiorhef EU’s Anti-Tax Avoidance Directives.

The member states’ current corporate tax systemsvany much based on the idea of a physical
presence in a country, as reflected, for examplghé concept of tax residency and the physical
permanent establishment. These days, howeveredtigyris increasingly frequently at odds with this
underlying assumption. Businesses in today’s wstridcture their operating processes on a European
or even global level, while commercialising theitaingible assets, spreading their production aled sa
locations across the world for reasons of marketieficy, and often supplying their goods and s
remotely. It is the internet above all that hasbhég businesses to supply markets without the fared

a local presence, either physically or legally.sTh turn, has triggered a historically unpreceéeén
and virtually unlimited ability to upscale digitBusiness models. At the same time, however, these
developments are putting pressure on the ways iohvtaxes are currently levied and have prompted
the question of whether the existing tax systenessaifficiently equipped to accommodate today’s
social and economic reality.

Although the discussion currently seems to be fiogusn the well-known tech companies, there would
not really seem to be much material difference betw‘tech’ and ‘traditional’ (or ‘non-tech’)
businesses, given that more and more traditiomhlstiies are becoming increasingly digitalised and
using the opportunities offered by telecommunicatechnologies to achieve sustainable growth and
profitability. Indeed, one of the BEPS 1 outcomeaswthe conclusion, considered correct by the
Association, that the digital component of the eroy cannot be separated (‘ring-fenced’) from the
rest of the economy.

1.2 Single taxation at the place of value creation

With regard to attributing the rights to tax busiserofits in an international context, the widely
accepted view internationally, including within thgJ, is that profits should be subject to single
taxation and that this should be in the jurisdittiie which the value is created. The basic assumpti

in this respect is that profits on transactionsveen associated enterprises should be attributiaein
with the conditions that would have been agreetthef transactions had been entered into between
independent parties, as set down in Article 9 ef@iECD Model Convention.

However, economic globalisation, which has beerelacated by digitalisation, has enabled — and
maybe even encouraged — the supply and demandddimle®me production to become geographically
separated from each other. This, in turn, has ptedihe idea that the existing model for allocating
profits is no longer sufficiently equipped to dedth the digital economy, and that alternativestfos
model consequently need to be identified. The duesiere, however, is what exactly the problem is?
Is it no longettechnicallypossible to allocate profit within the currentteys of profit allocation, based
on the arm’s length principle?

1.3 Where is value created?

As indicated earlier, the current transfer priamgdel normally attributes the tax base in relathips
between associated entities to jurisdictions orbes of the arm’s length principle. When puttinig
principle into practice, the OECD aligns with thage where relevant functions (‘significant people
functions performed’) and capital (‘fassets used ‘aisks assumed’) are deployed. In this resped, a
particularly since the BEPS outcomes on issuegdaiis transfer pricing (Action Points 8-10) were
implemented in the Transfer Pricing Guidelines 6fL2, the OECD seende factoto attribute
considerable weight to the ‘people functions’, givkat the important factor in the case of ‘assats!
‘risks’ is where these are used and managed regplgcin the OECD’s view, profit is ultimately lde

to tax in the place where the enterprise’s relepaople perform its relevant activities. In otherrds,
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in the origin jurisdiction, with the demand sidetloé income generated (i.e. the market) playingpie
in this respect. This method of attributing proéflects the idea that a consumer is a third patiy
consumes only passively and consequently addsloe t@the production process.

Nowadays, the functions, assets and risks thaimatitinals deploy or assume in producing their good
and services are increasingly fragmented acroggabe, while the goods and services these ensexpri
produce are also traded on an equally worldwidésbA#though determining an arm’s length price in
a globalising and digitalising world is likely t@bome increasingly complex, the Association doés no
believe that this automatically means it is no Emgossible on technical grounds to apply the ctirre
principles of international tax law. On the comrait is still perfectly possible to apply the tsder
pricing model in full to determine the contributgthat a multinational’s various business units enak
to the production process.

The question that appears to be emerging in thécpdiscussion on how to tax digital enterprises is
whether the new business models operated by teciparties mean that taxation rights (or more
taxation rights) should be attributed to the statehich the consumer is resident. The reasorsiiamns

to be given in the public debate is that these besiness models extract increasing amounts of data
from the consumer’s residence state, given thabramypuying a book online or using a social media
platform provides data in exchange for a lowergfar the book or for the right to use the sociatiia
platform for free.

The Association has several reservations regattlindine of reasoning:

» It can firstly be questioned whether any value aatually be attributed to the raw data that
consumers provide. The data of one individual &meoovalue to the business collecting such
data. And neither are the data of 100 people. Bwttwabout 100,000? Where is the value of
bundled data? In the raw data themselves? Or igatue in fact created by related activities
such as the aggregating or further processingtaf’da

 Even if we were to conclude that value should bibated to the raw data as such, a nexus for
imposing tax in the consumer’s residence state avstill seem to be lacking. Consumers are
third parties vis-a-vis the online bookstore or slogial media platform and may not even be
aware that they are supplying data. And even ¥ tire aware of doing so, is the value of the
data they supply any different from paying for gead services in kind? And why should
profits generated by these remote sales not bua#d to the country or countries where the
enterprise performs relevant activities, deploysetssand assumes risks, just like any other
remote sales?

» It should also be pointed out that data collecigomothing new and is not an activity performed
solely by digital enterprises. Loyalty programmfes example, which record personal data and
collect data on spending patterns, have been comlamen for decades. There are also other
ways, both physical (through surveys and forms) @igdal (by tracking website visits and
through advertising and newsletters), in which itradal businesses build up databases of
market information. In the Association’s view, tefare, ring-fencing the digital economy
would not only be impossible, but also undesirable.

The Association concludes that the current modelioicating profits continues to be able, from a
technical perspective, to apply the usual criteatathe basis for allocating profits, while also
acknowledging that this view may not necessarijpgsupport at a political level or in society.

1.4 From origin to destination

If the origin factors of value creation are no lengeen as an appropriate basis for allocatingghes

to tax profits generated by tech companies, thetgurearises as to whether we should instead start
focusing on radically reforming the tax system.sTdgpplies particularly in view of the recent initias
moving towards geographically attributing tech camps’ profits so as to take more account of where
sales are made, as in the case of the taxes npe@mtbunced in Italy and the United Kingdom.
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The fundamental question arising is whether incehwuld be regarded as being created in the origin
jurisdiction or in (or also in) the market jurisdan? Both jurisdictions are required in order emgrate
profits, given that profit is the result of supplyddemand. If no goods and services are produced ther
is nothing to sell, while if no market exists, agyods or services produced represent a waste of
resources. From that perspective, both labour apiad, as well as the market, could perhaps be
regarded as geographical sources of income.

As stated above, production factors and salesadgiand services are now all increasingly fragniente
across the globe, both in the case of multinat®wglerating in the tech sector and in the case of
enterprises active in other sectors. In other woedterprise profits are equally multinational ks t
multinational enterprises that generate them. Thakes it very difficult to devise a suitable
apportionment mechanism, with any mechanism esdgnseeming somewhat arbitrary. Perhaps,
apportionment is ultimately not so much an econdgesiue, but rather and above all a political matter

The existing international tax treaties do not séeiprovide any clear guidance in this respechagy t
attribute tax jurisdiction both on the basis of @yside- and demand side-related allocation rules:

* On the one hand, as indicated earlier, the trapsfeing modelde factoallocates the tax base
to the country of origin. The same applies whenldisthing the tax jurisdiction. Here, too, the
primary issue is the business inputs: the placeffettive management (labour), the physical
permanent establishment (a physical presence:atgpite services permanent establishment
(labour) and the dependent agency permanent esttatdint (performance of representative
functions: labour). The transfer pricing model mbitely seeks to apportion the tax base by
arriving at a fair market value for each unit of¢tions. This is most evident in the profit split
method, which apportions profit on the basis of teéative contributions of functions
performed;

* On the other hand, the tax base in the withholthignodel isde factoallocated to the market
jurisdiction; in other words, to the demand sidel @he destination jurisdiction, and thus
disregards the supply side. The relevant allocatides in the tax treaties are applied
(Articles 10, 11 and 12 on dividends, interestattgs and, if applicable, service fees) in order
to determine where income derives from. The ref@epoint for establishing the service
provider’s tax jurisdiction is consistently the #&bion of the party using the service, or at least
the place where that party resides or performsniessi activities (through a permanent
establishment).

With regard to the possible solutions suggestethénconsultation, it is important to note that when
attributing taxation rights to origin countriesiirternational tax law under the transfer pricingdeio

on the one hand and the withholding tax model erother hand, a distinction is made betweetand
grossallocation of the tax base. When the tax basdasated to origin jurisdictions, under the transfer
pricing model, what is being allocatedpisofit; in other words, the allocation is a net allocatiand
therefore entails geographical allocation of botlsibess income and business expense. Where,
however, the tax base is allocated to destinatioadictions, under the withholding tax model, wisat
being allocated is normallurnover, in other words, therefore, the allocation is grosnd so only
income generated is allocated. The tax base isttteegross turnover, with no costs being eligilolie f
deduction in the origin country and also, therefoeaccount being taken of the enterprise’s cépaci
to fund or bear its taxes from profits. This metlmmhsequently distorts the market. Analytically,
therefore, the withholding tax method is compardble turnover tax in a cumulative cascade system
(‘sales and use tax’), albeit with a tax credithia residence jurisdiction. This tax credit, howevall
normally be on aetbasis, with — in effect, and from the perspectii#he origin state — a geographical
cost allocation to the destination jurisdiction aadpotentially also a problematic excess crediitjpm

for the taxpayer. Where EU law applies, the withivaj tax model is also at odds with the EU treaty
freedoms if profit taxes in domestic situationslaxéed on a net basis (for examples of Court sfida
cases involving the gross versus net issueGaedtse C-234/01BouanichC-265/04 andBrisal, C-
18/15).
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1.5 Underlying policy considerations continue to reeive too little attention

The Association notes that the debate on taxingligiéalising economy continues to devote toodittl
attention, both internationally and within the Etd, the key issue of the underlying policy on
apportioning the tax base. Indeed, neither theilplessemporary nor the longer-term solutions refdrr

to in the public consultation provide any expligitidance in this respect. Instead, the Commission
zooms in directly on the various options for tagitistating in the questionnaire tHat the digitalised
economy, today's rules result in misalignment betweaxation and value creation, since many digital
business models do not result in a taxable presenaéribute profits to where the digital acties of
these businesses takes pladéis passage presumes it to be possible to igetht#f place ofvalue
creation’, given that it could not otherwise be claimed tthatre is amisalignment between taxation
and value creation The problem, however, is precisely that thisalben has not yet been identified.
Indeed, the issue has not even been debated. Whetking is an answer both to the fundamental
guestion of tax base division and to the questfdhapolicy direction. As a result, the possibftions
suggested for resolving the problems lack any qoiued basis for policy in either the shorter orden
term. What, after all, is the purpose of conductngnore or less technical discussion of measures to
reform tax systems when it is not yet clear whagtsuch measures are intended to achieve?

What is the European Commission seeking to achigbethe measures on which consultation is being
sought? Is the issue at stake the approach tandeaith tax avoidance by all types of multinatiaal

or how we should deal with such behaviour by spetipes of multinationals such as tech companies
(assuming that these businesses or their actividesactually be isolated from other businesses and
activities)? Is the Commission concerned aboutateoidance by multinationals within the existing
international tax framework? Or about how to dehwnultinationals and, at the same time, how to
redistribute the tax base among countries and mestékes in a manner extending beyond the existing
tax frameworks? And, in the latter event, is then@ussion seeking to redistribute the profitsatf
multinationals, or only those of specific enterpsissuch as tech companies and their tech-related
activities? And is it looking to tax these compahigrofits, or alternatively (and maybe for the ¢im
being) to tax their turnover? What exactly are gheposed measures seeking to achieve, and what is
the precise role of the ‘digitalising economy aaxf tiscussion in this respect? The Associationla/ou
have expected a greater degree clarity in thissp

If dealing with tax avoidance is the policy objeetiit would seem appropriate to wait for the BEPS
outcomes of 5 October 2015 to be implemented aralcartain point, to evaluate their impact. These
BEPS outcomes address tax avoidance within theirgimternational tax framework, based on the
three main pillars of substance, coherence andsgeaency, and the EU is implementing them
throughout the EU. Admittedly, the G20/OECD BEPS§jé&xt has also failed to discuss the underlying
guestion of exactly where value is created anddhbeltant issue of apportionment. Indeed it has bee
said that BEPS treats symptoms rather than undgrauses. Whatever the case, it cannot be denied
that measures are currently being introduced ofolaab scale that have made the well-known and
traditional tax avoidance strategies impossiblewould seem to make them impossible in the near
future. These measures apply both in respect dimatibnals operating in the tech sector and t@¢ho
active elsewhere. This is simultaneously an argaifoemot introducing measures exclusively targgtin
the tech sector, given that digital activities aairnime isolated from non-digital activities. Furtimere,
seeking to resolve the problem of tax avoidancéaiwithe existing framework allows the underlying
issue of apportionment to be disregarded becauserdbent anti-avoidance measures are being
transposed into an existing system. Calls to watit the BEPS outcomes have been implemented are
also being heard at an international level.

If, however, the policy objective is to achieve armradical redistribution of the tax base among
countries and member statbsyondthe existing tax frameworks, the Association bl the
fundamental, underlying issue of where value shdddseen as being created and the issue of
apportioning the tax base should be put onto tlen@dg and examined in an open and transparent
discussion. This could be incorporated into thewlisions of the Common Consolidated Corporate Tax
Base (CCCTB), for example, or any alternative &fomm proposals that may be launched, however
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politically difficult and intractable such discuses may be. Another question to be raised at the sa
time is whether it is then businesses’ turnovert shauld be taxed or their profits. These aspeetsin
to be resolved before proceeding to proposals afoae technical nature, given that they entall
fundamental reform of the tax system and redistidouof tax revenues, along with the related
budgetary and macro- and micro-economic effectehEucomments with regard to the CCCTB as a
possible solution for taxing the digital economg aet out in section 2.2.2.

Irrespective of the merits of any possible solwignoposed (CCCTB, unitary taxation, destination-
based cash flow taxation, and so on), the Assoadidielieves that if the latter policy objectivethe
case, the discussions on taxing the digitalisiranemy and the Commission’s public consultation are
being used inappropriately by being reduced to amseor catalyst, for achieving an objective other
than the objective of addressing the challengeisdigétalisation presents for tax systems aroura th
world. In reality, we would then be looking at anflamental reform of how international business
profits are taxed, along with the possibility ofienultaneous transfer of member states’ autonomy in
such matters to the Union. It would then no lonlgera case of introducing a tax specifically for the
tech sector and aimed at resolving problems relateélde taxing of internet businesses. Here, too, i
should be emphasised that digital and non-digatisies cannot be separated from each other, hwhic
again constitutes an argument for not introducéngrheasures targeted solely at the tech sector.

2 Possible solutions for reforming the internal maket; an overview and analysis
2.1 Possible solutions; general

The European Commission is considering measurésfbothe short and the longer terrim order to
properly address the challenges ahead, the Commnidstlieves that a two-step approach might be
needed: first a targeted, temporary solution fokaby a comprehensive, long term ofdé short-
term options proposed include various forms of $aseich as a turnover-related tax on certain dligita
activities and services, a withholding tax on pagtaenade for goods or services ordered online, and
a digital transaction tax to be levied in returntfte data collected by a tech company. The long-te
options comprise proposals to amend the definittdnthe permanent establishment and the
apportionment formula in the CCCTB draft directigegposals to redefine the permanent establishment
and the transfer pricing model in a new draft divecto be drawn up, and proposals to introduce a
destination-based corporate tax, a form of unitaration or a residence state tax at the averdge ra
applying in the destination jurisdictions (‘residertax base with destination tax rate’). Any shertn
measures to be introduced would need to be accdaetpbhy a ‘sunsetting provision’ in order to prevent
temporary arrangements from acting as long-termtisois.

As mentioned earlier, the anti-BEPS measures imgfeed to date within the EU have sought to
address base erosion and profit shifting strategitsn the existing international tax frameworkittv

the outcomes of the BEPS project and the anti-BB&sures aligning with the existing transfer pgcin
and withholding tax models. The underlying questibwhere exactly value is created, along with the
guestion of the country to which the tax base ghthen be attributed, has not yet been raised nvithi
an OECD and G20 context. Indeed, there has beeeeubfor this, given that the anti-BEPS measures
are in conformity with the existing tax framework.

The possible solutions proposed with regard taltheal economy, both internationally and withireth
EU, extend, by contrast, beyond the existing irggomal tax framework. To some degree, all these
options, again both within the EU and internatitynainvolve attributing the tax base to market
jurisdictions and would therefore entail a paradairift in the way that multinationals’ profits aexed
internationally. This also applies to the suggestjdoth for the short and longer term, in the Baem
Commission’s consultation. Achieving a reform dsthature would require the current transfer pgcin
model to be modified and/or the withholding tax mbelxpanded. This is because the former generally
allocates the profit-related tax base to producimisdictions, while the latter allocates the mwar-
related tax base mainly to destination jurisdigiowith no account yet being taken of ‘digital
activities.
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The Association would like to re-emphasise at ploisit that, in view of the far-reaching consequence
that such a fundamental reform of profit tax systewould have for the positions both of the member
states and the European business sector, the laktgiraf any move extending beyond the existing
international tax frameworks should first be exagdion its political and economic merits prior ty an
discussion of the technical details of how to ipooate it into tax legislation. In this respecte th
Association believes that the question of whether desirable for some member states already to be
consideringad hocmeasures should be examined, as well as the gunedtivhether a more coordinated
set of tax measures at an EU level would be ddsirdthe Association queries whether a public
consultation, based on a questionnaire allowingaedents to mark answers with an ‘X’ and to fill in
text boxes, along with the opportunity to uploapaaition paper (max. file size: 1 MB), is the most
suitable platform for this.

2.2 Possible solutions; details

2.2.1 Common denominator for the short and long ten: allocation (or also allocation) to market
jurisdictions

As mentioned above, all the possible solutions @sed in the consultation tend towards allocatireg th
tax base to market jurisdictions. However, the teexes suggested by the Commission specifically for
the tech sector (‘digi taxes’) are all, remarkalslgeking to achieve the impossible: in other worals,
ring-fence the digital component of the economy &athte it from the rest of the economy, which —
as we stated before — is simply not possible. titah, member states unilaterally introducend)hoc
measures are likely to further disrupt the proadssreating a level playing field within the intain
market. A lack of coordination or lack of a systéimapproach, both within the EU and in relation to
third countries, is fairly likely to lead to arkafty and multiple taxation, and consequently toedliffg

tax burdens between national and internationalnegses in the tech and non-tech sectors, as the
following example illustrates:

Where should a social media company be taxed ofitpgenerated by sales of marketing data or
advertising? In origin country A, where the IP dirabthe data to be efficiently collected and dlistl

has been and will be developed? Or in country Berelthe raw data collected by the company’s
employees from the social media platform are aggezjand converted into a tradeable product? Or
in country C, where local platform users make tpeirsonal data available for free in exchangetfer t
right to use the platform free of charge? Or whaiud country D, where the data centres and servers
storing and processing all these data are loc&ed®untry E (or also country E), where the buygrs
the data processed into products (i.e. the so@diacompany’s end customers) are located?

And what are the implications now that the diggammponent of the economy is increasingly difficult
to isolate from the rest of the economy? Shouldibee traditional economy be taxed (or also bedpaxe
in the market jurisdiction? Should a car manufaatainat develops and manufactures a car in origin
country X and then sells it, increasingly frequgmth the internet, to a buyer in destination couivtr

be taxed (or also taxed) in country Y? Does it mag real difference whether a product or service
developed and sold by an enterprise is of a tasgibtangible or virtual nature? While no defingiv
answer to these questions seems as yet to beldgatlze European Court of Justice’s recent judgmen
in the Uber case (CJ C-434/15), albeit not a tax-related ozseyly illustrates how difficult it is to
make a distinction between tech companies anditvadl businesses.

2.2.2 Possible solutions for the short term
Separate destination-based and turnover-relatedgsax
All the short-term options referred to in the cdtesion are destination-based and turnover-related.

This applies to the option for a tax on certainitdigged activities or services (‘equalisation 1§yyo
the withholding tax on digital transactions andtihe@ proposal for a transaction tax on revenues
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generated from collecting digital data. Furthermaakt three of these options specifically target
business models within the tech sector, and ae‘thgi taxes’.

In themselves, it would seem possible from a texdinberspective to incorporate these short-term
options into the existing international tax framekvd his is because these options are relatedoseth
used in the withholding tax model, particularhaiid insofar as the new ‘digi’ withholding taxes®
introduced would be offset by a corporate tax ¢rgdihe residence state. However, the tax treaties
would need to make provision for this, and this ldaoot generally seem feasible in the near-term
future.

Like a withholding tax on outbound dividends, il or royalty payments, the introduction of ‘digi
taxes’ of this nature would result in the tax jdicdion and tax base being attributed to the market
jurisdiction. All other things being equal, suchtax would result in higher tax revenues in the
destination state. If the origin state were to gramredit for taxes paid in the destination stéies
would reduce tax revenues in the origin state. Mdwsle if no tax credit were to be available,
introducing taxes of this nature would result ia #ame economic profits becoming liable to multiple
taxation.

In the Association’s view, a tax as suggestedamgtestionnaire as a short-term solution, regasdies
whether this comprises a tax on turnover from digieéd activities or services, a withholding tax on
digital transactions or a transaction tax on digitta collection, would be highly problematic foe
following three reasons:

» Firstly, such a tax would be levied on a gross$adiis would increase the cost price of goods
and services supplied digitally and would therefdistort the market in a way comparable to
the distortion currently caused by withholding taxén contrast to profit-related taxes,
turnover-related taxes can transform activities tva profitable before tax into loss-making
activities after (double) tax. Such taxes wouldssmuently result in enterprises active in the
tech sector unfairly being treated differently frdmse in other sectors, particularly if the ‘digi
taxes’ being considered were no longer eligiblel{entax treaties) for a credit in the taxpayer’s
residence state (and that would seem to be theat@asesent). If no tax credit is available under
the tax treaties, the taxes being considered waaddhe close, systematically, to the
predecessors of value added tax: in other wordsytative cascade taxes, but then specifically
for tech companies. And there is a good reason gk in the 1950s, the EU replaced those
old-style levies by the current system of valueeatithx: the former distorted the functioning
of the internal market. The unfairness that ‘digids’ could mean for the tech sector, compared
with the taxes applying to other enterprises, colodoh prompt all sorts of EU law questions in
cases falling within EU law’s scope of applicatipossibly including questions concerning the
taxes’ compatibility (or incompatibility) with EU—daty freedoms and state aid rules, and not
to mention their compatibility (or incompatibilityith international trade treaties and the WTO
rules.

» Secondly, taxes such as these imply that it woel@drmlytically and legislatively possible to
restrict the scope of application to the tech gett@nterprises’ internet-related activities are
to be specifically targeted, a sufficiently cleastishction between ‘digital taxpayers’ and other
taxpayers will first need to be established. Thmesapplies to the taxable ‘digital supplies’
made by these digital taxpayers, and to the ‘digiensactions’ or ‘digital data collection
transactions’ they perform. As noted earlier, thet that it is very difficult, and maybe even
impossible, to isolate the digital component of g@®nomy from its non-digital counterpart
means the challenge of establishing such a digimébr tax purposes would seem an equally
complicated, if not impossible, task. Take the eglenof a consultant who prepares advice and
then sends it to the client, along with the invoicg post (as a hard copy or digitally on, for
example, a USB memory stick), as an e-mail attachorevia an online platform in the ‘cloud’.
Which of these transactions is the taxable digi@hsaction? And which is not? Should it
matter? Should it make a difference for tax purpegeether the product sold was, for example,
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an old-style paper book or an e-book? Or whethsratphysical LP or CD, or streaming music
content? It would not seem inconceivable to expleat any attempt to structure a ‘digi tax’
will irrevocably lead to delineation problems, mauiation, arbitrary taxation, multiple
taxation, market distortions, legal uncertainty gmdblems of an administrative nature for
businesses (compliance) and tax authorities (eafoent) alike. Viewed from this perspective,
the short-term solutions referred to in the comgidh could easily, and in the equally short
term, become highly problematical taxes.

» Lastly, the Association would like to draw attentitm the costs of introducing and complying
with new taxes. Introducing a new tax imposes aéuion governments and tax authorities in
terms of available resources, and also requiremésses to take action to ensure they comply
with their tax obligations. These compliance casisld be very high for digital enterprises
active in many different countries, while not adingpanies will necessarily be able to absorb
them. The pressure of compliance costs will béhalhigher in the case of short-term solutions
with a limited horizon and that are intended sotelyridge a perceived gap until longer-term
solutions can be found.

The consultation also provides scope to reflecoter possible options. On a broader level, various
alternative suggestions have come up in the delatkjding the possibility of taxing turnover
generated from internet advertising, taxing adsewj space or website trafficking, or basing tax on
unique visitor numbers, numbers of ‘mouse clicks'ouse click-throughs’, ‘likes’, search results
and so on. The objections to basing taxes on teménom digital transactions or activities are
comparable to those raised above with regard tuthever-related taxes mentioned in the consohati
(including ‘equalisation levies’) and withholdingxes (the prospect of double taxation, market
distortions and so on). Taxes based on websitickiafy, mouse clicks and so on are not much more
than ‘virtual’ variants of the window taxes and tidaxes we know from history. Window taxes were
levied in Europe until the 9century, based on the number of windows in wegitgyple’s homes as

a proxy for measuring their economic wealth, wiibad taxes were levied as a fixed amount per
member of a household. Any ‘digi tax’ based on neocigcks, visitor numbers or the like would, in
effect, do exactly the same as the outdated wiratahhead taxes by resorting to the counting afige

as a surrogate for the creation of economic v&wentries long ago abolished window and head taxes
for the simple reason that their effect was congjedrbitrary. The Association would see little sen
therefore, in seeking to re-introduce such distertaxes specifically for tech companies, which are
precisely the enterprises leading the way in intiomeand technological development and operating at
the forefront of today’s globalising market economy

2.2.3 Possible long-term solutions
Generic destination-based and profit-related taxes

Just like the short-term options, all the long-texptions referred to in the consultation are desiom-
based. In contrast, however, to the suggestionpdesible short-term solutions, they are all profit
related. Moreover, these taxes do not seem to beifigally targeted at the tech sector, but seem
structurally to be more of a generic nature.

Revising the permanent establishment rules antréinsfer pricing model

The questionnaire suggests the possibility, amg-term solution, of using a draft directive toisav
the definition of the permanent establishment &wedaay in which the tax base is attributed. Looking
at the suggestions in an international context EPOECD/G20), the idea would seem to be to revise
the definition of the permanent establishment entdx treaties (Art. 5) by aligning it with the ampt

of ‘significant economic presence’, while the taxigdiction would be established by reference & th
multinational’s intangible or virtual presence hetmarket jurisdiction. This could, conceivably, be
done — by analogy with the ‘place of supply’ anthge of performance’ rules in VAT — by attributing
the tax jurisdiction to the location of the partyrghasing the products or services digitally sigzpby
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the multinational. Consideration could then be gite introducing a quantitative minimum turnover
threshold like thede-minimistest. In that event, a permanent establishment dvbel regarded as
existing only if the relevant enterprise were thiace at least a certain level of turnover (amdarite
specified) during a certain period (duration tospecified). In effect, this method of establishiag
jurisdiction is comparable to the rules on distapakes in VAT and to the ways in which nexus is
determined in some US states (including Califorosihg ‘sales factor presence tests’.

From a technical perspective, this proposal woekhs at first sight, to be relatively straightfordia

to incorporate into tax treaties. In the Associa@goopinion, however, it is likely to prove far neor
difficult to proceed along these lines in practithe current concept of the permanent establishiment
highly origin-based. However, introducing a perm#nestablishment test as referred to above would
result in tax jurisdiction also being attributedtbt® destination jurisdiction. This would irrevobab
lead, in turn, to delineation problems and conacweeissues, along with the associated tensions
between jurisdictions concerning which country stidwave jurisdiction in specific cases. As expldine
above, such a test implies that it is possible &kema distinction, for tax purposes, between remote
(digital?) sales on the one hand and other types@homic activities on the other hand. What would
happen if, for example, an entity established ianty A made a remote sale of its digital products
from a physical establishment in country B to atamer in country C? Which country would take
precedence when establishing the tax jurisdictiorsuch a situation? Is it possible, from a tax
perspective, for enterprises simultaneously to goerf activities from an ‘ordinary’ permanent
establishment and from a ‘virtual’ permanent esshbhent? If not, which permanent establishment
takes precedence: the ordinary one or the digitePdJnderlying this question is the crucial, buyets
unresolved policy issue of which jurisdiction — trggin or the destination jurisdiction — shouldea
precedence in specific situations? In other wondisch country should get the first bite of the pie?

Even if it were to prove possible to arrive at arenor less feasible method of establishing jurisoii;
with a new type of destination-based definitiortted permanent establishment, the next question of
how to allocate a permanent establishment’s profiter tax treaties (Art. 7) will give rise to pleins

of a conceivably even more intractable nature,mgivet profit currently continues to be allocated o
the basis of the origin-based transfer pricing nholle stated earlier, profit is not currently ditrted

to the customer’s location. The point in the diigiag economy, as outlined above, is that the upp
and demand sides have become geographically seg@afainctions can easily be performed in one
country, while the digital products created by ehésnctions can equally easily be sold in another
country. If the transfer pricing model is not sitameously modified, the outcome of the above véll b
all sorts of new permanent establishments to whighprofit can be attributed. The issue here is
comparable to that of allocating profit to the n®EPS 7 permanent establishments (involving
commissionaire arrangements and so on). In thenabsef functions in the market jurisdictions —
because of the products being sold remotely orutiiroan intermediary receiving a commercial
remuneration — scarcely any additional profit cattributed to these permanent establishmentsainle
the transfer pricing model is modified.

If consideration were to be given to revising ttansfer pricing model and then proceeding to atkvca
(or re-allocate) part of enterprise profits to tharket jurisdiction — and this seems to be somgtttia
European Commission is considering — the next gurestould be what proportion of an enterprise’s
profit should be re-allocated: 30%, 70%, 50%? Arat brings us back to precisely the same unresolved
guestion mentioned earlier: at which location itugacreated, and how and in what ratio should a
multinational’s profits be apportioned betweengdictions for tax purposes? Revising the method use
to allocate permanent establishment profits (Artwithout any simultaneous change in the way in
which transfer pricing on transactions betweenaaged enterprises is determined (Art. 9) would als
create an unfair difference between the treatmigpénanent establishments for tax purposes and the
way in which group companies are treated. Thityin, would distort enterprises’ choice of legahfio

and irrevocably lead to all sorts of Union-law diess, within EU law’s sphere of application, orth
measure’s compatibility or otherwise with EU trefigedoms and so on (cf. CJ 270/&%oir Fiscal

and C-307/9Baint Gobaii
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Modifying the permanent establishment rules andapportionment formula in the CCCTB draft
directive

An alternative approach, put forward as a secorssiple long-term solution in the questionnaire,
would be to modify the permanent establishmentsraled the apportionment formula in the CCCTB
draft directive. The Association does not regaid donsultation as the appropriate place for furthe
detailed comments on the CCCTB draft directive,levhievertheless noting with regard to the current
discussions and consultation that this draft diveds politically highly sensitive in various EUamber
states, particularly in view of the budgetary aratm-economic effects of the apportionment formula.
This formula apportions a multinational’s console@thEuropean profits among the member states by
applying three equally weighted factors: a payfattor and an assets factor on the supply sideaand
sales factor on the demand side.

The Association notes that the EU has not yet ehpblitical agreement on the apportionment formula
— and so has also not yet reached agreement onnitherlying apportionment of the tax base.
Furthermore, the consolidated tax base could bengatly vulnerable to traditional base erosion and
profit shifting strategies. The scope of the apgparhent formula in the CCCTB draft directive is
limited to apportioning the profits that multinates generate from economic activities within thé E
(the ‘water’s edge limitation’). Given, howeverethumber of multinationals operating on a worldwide
basis, this consolidated European profit is justaserable to base erosion and profit shiftingtas
would be under any currently existing form of cagie tax. Moreover, certain design faults in the
apportionment formula create a vulnerability torarEU profit shifting via factor manipulation
strategies. Under the CCCTB, tax planning withia #U would consequently be arranged in two
phases: firstly (i) erosion of the consolidatedltase, using classical BEPS strategies, followeiby
factor manipulation strategies to shift the erodedsolidated profit to the EU member state imposing
the lowest rate of tax.

In the Association’s view, introducing a modifiedfisition of the permanent establishment into the
CCCTB draft directive as outlined above would resol the same delineation and concurrence
problems as referred to earlier. Similarly, sugoestfor specific changes to the apportionment tdam
will, in the Association’s opinion, trigger exactlye same discussion as in the case of the CCCafB dr
directive: specifically, how should the tax base dmportioned among the member states? The
Association’s impression is that, under the CCCT& only way to avoid any remaining BEPS
strategies from a technical perspective — andrespiective of whether member states have the gailiti
will to proceed — is by ending the water’s edgeitition and thus introducing an effective worldwide
unitary taxation model (see ‘unitary taxation’ heJo Any such move, however, will first require a
broad-ranging political discussion in society abapportioning the tax base and whether any measures
should go beyond the confines of the existing imagonal tax framework. The Association’s view is
that the way to avoid factor manipulation strategsedy properly structuring the apportionment folan

in the CCCTB draft directive.

Introducing the destination principle into corpoegprofit taxation

A third long-term option mentioned in the questiaima is to introduce the destination-principle to
corporate taxation, according to which the jurigiitin to tax is based on the location of the consume
The Association was surprised to see this tax dezllas a separate option in the questionnaireaglsd f
to understand the reason for this, given #iathe options put forward in the questionnaire, Hoth
the long and the short term, are destination-baleelidea of introducing the destination princiipli

EU member states’ profit tax systems is implicit ali the possible solutions proposed in the
guestionnaire. Consequently everything stated exarh this position paper on establishing tax
jurisdiction in the destination country and atttibg the tax base to the same country applieslindu
the suggestion in the questionnaire to introdueedistination principle into EU member states’ iprof
tax systems. The European Commission may have rteeefer to a ‘destination-based cash flow tax'.
The Association notes that if such a variant werééd considered, the technical overlap with VAT
would have to be examined in more detail. Howeagtthis variant is not specifically mentioned ia th
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guestionnaire and any attempt to anticipate thefgan Commission’s intentions in this respect would
be purely speculative, it is not discussed in amgher detail here.

Introducing ‘unitary taxation’

The fourth option mentioned in the questionnair@ngary taxation; in other words, the option to
‘introduce a tax on a share of the world profit @ithl companies which would be attributed to each
country on the basis of the percentage of reveraugeel in that country. The unitary tax model
proposed in the questionnaire is analytically akithe CCCTB, albeit with the following significant
differences between the proposed model and the BQIEATt directive in its current form:

@ The unitary taxation model suggested would apptgsecthe world, both for the purposes
of establishing the tax base (‘worldwide unitaryntination’) and for apportioning it
(‘global formulary apportionment’). Consequenthpdan contrast to the CCCTB, it would
not be limited to the territory of the EU (i.e., waater’'s edge limitation’);

(i) The unitary taxation model suggested would alsobate the tax base entirely to the
demand side of income production instead of udieghiree-factor formula in the CCCTB
draft directive as it currently stands (‘globalrfarlary apportionment’ or ‘global sales-only
apportionment’).

Whether it would be desirable to introduce suchaalehis a policy issue, with the micro-economic,
macro-economic and budgetary implications all hgen important role to play in the discussions. On
this occasion, therefore, the Association has dichitself to the following comments of a generdalna

If the EU were to proceed to introduce a unitaation model as referred to here, it could lead, al
other things being equal, to multinationals beiagle for double taxation and also double non-iaxat
Enterprises producing outside the EU and sellileg fhroducts and services within the EU would face
double taxation (i.e., taxation in the EU destimatcountryandin the non-EU origin country), while
enterprises producing within the EU and sellingrtheoducts and services outside the EU would enjoy
double non-taxation. All other things being equad @roviding the technical aspects of the model are
correctly designed, enterprises in the latter stnavould then have an incentive to move investisien
to the EU. Other countries and regions, in turnuldchave an incentive to oppose such measures
politically or an incentive (possibly encouragedhy international business community) also tocwit

to sales-only apportionment. In that way, a pditic successful introduction of such a model in the
internal market could conceivably boost the Eurogasestment climate and economic growth, while
also encouraging job creation. It is worth notingthis respect that, driven by their own economic
interests, the US states using formulary systemsmawving towards sales-only apportionment.

Introducing taxation in the residence state at #werage rate of the countries where turnover is
generated

The fifth and final option proposed in the questiaine is the ‘residence tax base with destination t
rate’. In other words & system where profits of a company are declareltaxed in the Member State
of establishment (as is the case today), but tipdicgble rate is the turnover-weighted averagehsf t
tax rates of the countries where the turnover isegated.’This would mean taxes being levied in the
residence state at the turnover-weighted averagefoa the relevant jurisdictions, with enterprise
profits being determined in the same way as aeptesnd allocated on the basis of the transfemgyic
model. The important difference, however, is thattax rate — and, therefore, the tax burden —avoul
not be determined by the relevant origin countriestead, it would be determined by looking at the
effective tax rates applying in the jurisdictiomswhich the enterprise sells its products and sesvi
The tax would therefore be an origin-based tavel@at a destination-based rate. It is not clean fitee
information provided, however, as to whether the s&t would take account only of European sales or
of an enterprise’s total worldwide sales.

The Association would not be in favour of a taxoref along these lines. In its view, such a reform
would impose an unfair restriction on EU membetestaautonomy, given that they would lose their
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freedom to set their tax rates and so also the@dom to determine the share of profit taxes tiey t
wish to include in their tax mix and budgets. Tisibecause, under this model, the rate in therorigi
member state would be determined pro rata, takinguant of the rates applying in all the jurisdicto
where an enterprise generates turnover from iessHlproducts and services. Countries operaticlg su
a model would consequently no longer be able tagedheir tax rates as a means of attracting
investments. Member states implementing such a hwaolgld then also lose their autonomy to use
corporate tax as an instrument for achieving a @titinge investment climate. Furthermore, only those
countries applying this model would lose this instent. The Association recognises that such a model
could in itself provide a counterweight to the mulibcussed ‘race to the bottom’. Nevertheless this
would be the case only if such a system were tmtoeduced on a worldwide basis. Insofar as this
would not be the case, the EU member states signirig such a system woule factolose not only
their autonomy, but at the same time would alsd lineir tax competitiveness compared with coustrie
choosing not to adopt such a system. The ultinfééeteof this could be to trigger an outbound flofv
investments from the EU member states applying itimislel and directed towards the countries
choosing not to apply it. That could act as a br@akévestments in the internal market and, theegfo
hold back economic growth and employment. The Aasioo would regard this as undesirable.

The Association notes that, unlike the previousomstdiscussed, this fifth and final option woulat n
result in any actual shift of the tax base towatds destination jurisdictions. The tax base would
continue to be fully attributed to the same taxsglictions as in the current transfer pricing modiel
that respect, such an option would be very compautatithe existing international tax framework. As
mentioned above, however, there would neverthdlessne significant difference: the setting of the
applicable rate. Under the model suggested, thidduMoe set at the turnover-weighted average, based
on the proportions of sales in the market jurigdig. In effect, therefore, two analyses would htave
be performed. Firstly, an analysis in line with thésting tax framework so as to determine theiorig
based apportionment of the tax base. Then, secoadlanalysis enabling the average rate for the
destination jurisdictions to be determined. Noambuld a two-step model such as this restrict memb
states’ autonomy, but it would also create add#tiofprimarily technical and administrative)
complexity, compared to the current system. Givrenréstrictions that such a tax model would impose
on autonomy and the increased complexity it wouldate, the Association is not in favour of
introducing such a model in the internal market.

3 Closing comments; fundamental reform or no reform

It would not seem easy to achieve a short-termtisplito the challenges that the ever-increasing
digitalisation of the economy is posing to EU mendiates’ profit tax systems. In a digitalising ker
environment it is extremely complicated, if not inggible, to identify a meaningful way of isolating
the digital component of the economy — for tax sas — from the rest of the economy. If tech and
non-tech cannot be separated from each other utdvwt then seem sensible to seek to achieve such
a separation for tax purposes. It is strange, thexgthat this is precisely what the proposed tstesm
options seek to achieve. All the options specifieduire ‘digital’ taxpayers and/or their ‘digital’
services to be defined in a way that distinguistiemm from their non-digital equivalents. The
Association believes that this will irrevocably deéo delineation and concurrence problems and,
therefore, to the risks of arbitrary taxation, npamation, multiple taxation, market distortion, &g
uncertainty and problems of an administrative regtboth for businesses and tax authorities alike.

Solutions for the problems that have been ideutifiemand measures going beyond the existing
international framework, as well as the ending la# status quo in aspects of the ways in which
international profits are taxed. The EU has nothaggn able to reach agreement on the need for this.
Indeed, agreement has not even been reached dru¢heature of the problems. Is the Commission
seeking to combat tax avoidance, assuming the rduimeernational tax framework, in itself, to be
‘correct’? Or do the concerns instead reflect anf@gpparent or otherwise) to reconsider this fraorew
and to examine the possibility of radically refonigiithe tax system? In view of the possible solgtion
put forward, the Association has the impressiont ti@ actual issue on which the European
Commission is seeking to consult is not so muchtéixation of internet companies, but rather the
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structuring of member states’ company tax systetasg with the necessary preliminary question of
how multinationals’ profits should be apportionedamg countries for tax purposes.

If the real political aim of the EU is to pursuanflamental reform of the tax system, the Association
believes that this should be preceded by a fradlogen discussion on how corporate income tax bases
should be divided across tax jurisdictions. Lookaighe possible solutions proposed for the longer
term, not all these options would seem to be egsaitable for this purpose. Various alternativagd)
however, been put forward in the internationalliexature, including:

» Origin-based ‘global (residual) profit-splitting sgms’, which are analytically related to the
transfer pricing model, but without the problemsvalwving separate accounting and
comparability analysis;

» Origin- or destination-based unitary systems (‘gldbrmulary apportionment’), and even

» Destination-based cash flow taxation.

Consequently the real question (or preliminary tjae} that the Association believes should be
examined is whether the EU wafisidamental tax reform or no reform?

Yours sincerely,
The Dutch Association of Tax Advisors

Mr. R. van der Jagt
Chairperson of the Committee on Legislative Prolsosa
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