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1.	 What is the digital economy?

The internet has brought about significant changes to the global economy. In particular it has changed business models 

in retail: the world’s biggest retailers, such as Amazon and Alibaba, no longer operate shops. Entertainment and infor-

mation services that were once provided via physical media (books, newspapers, compact disc, tapes, etc) can now be 

provided via the internet. 

At the same time, completely new business models have emerged as companies such as Facebook and Google have 

explored ways to leverage information derived from users who often don’t make a direct payment for the service that 

they use. Whilst business models are constantly evolving, the following table summarises some of the key models that 

have emerged so far:

The methods by which these companies generate their income fall into two broad categories:

•	 Sales of goods or services via the internet to customers who may be private individuals or other businesses; and

•	 Free-to-use, internet-based services where the provider generates most of its revenue by selling advertising and/or 

data to third parties.

In both cases, the provider accumulates data about its users which becomes a key asset of the business enhancing its 

ability to target more goods and services at users. 
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2.	 Why is the digital economy a challenge for existing tax systems?

For several years, the amount of tax paid by key participants in the digital economy has been the focus of public scrutiny.  

There has been criticism that companies such as Amazon and Facebook do not pay “fair” amounts of tax in jurisdictions 

where they have a significant online presence.  The reason for this is that our current tax systems evolved to cope with 

a ‘bricks and mortar’ economy where goods and services were usually provided to customers from a fixed base: a shop, 

cinema, office, etc.

The need for physical premises made the job of the tax collector relatively straightforward. The new digital business en-

vironment has made the tax collector’s job much more difficult. This is best illustrated by examples. Firstly, let’s consider 

the case of Desmond, a customer in Country A who enjoys video games. Desmond purchases and downloads two video 

games online: Space Force: Pluto Mission and American Car Theft. The first game is sold by a company which is regis-

tered in Country A for tax purposes: it pays income tax on its profits in Country A and charges Desmond VAT at 15% on his 

purchase.  But the company that he buys the car stealing game from is based in Country B, which is a low tax jurisdiction. 

It pays no income tax or VAT to the Country A revenue authorities, even though the game is bought, downloaded and 

played in Country A. 

In the second case, let’s consider Sonia, who breeds goats in Country C.  Sonia decides she needs to find a billy goat to 

entertain her herd of lonely nanny goats.  She hears from a friend about Get my Goat, a new goat dating app developed 

by American Goat Corporation, a USA-based company.  Sonia downloads this to her smartphone.  Using this she finds an 

eligible billy goat close by and fixes a date for her nanny goats.  The goat dating app is free to download and use, but when 

Sonia uses it, she is shown adverts from businesses advertising goat-related goods and services.  None of the advertising 

revenue that American Goat Corporation generates is subject to direct or indirect tax in Country C, even though Sonia 

makes some purchases as a result of seeing the adverts.    

a)	 Direct tax issues

The examples of Desmond and Sonia illustrate businesses providing goods or services in a jurisdiction but not paying tax-

es on profits there. Under existing norms of international taxation, a foreign company is not subject to tax on profits gener-

ated in a jurisdiction unless it has created a permanent establishment (‘PE’), sometimes also referred to as a branch.  Whilst 

definitions of the terms PE and branch vary between different jurisdictions, the essential characteristic is the existence of a 

physical presence through which business activities are carried on, for example warehouses, offices, factories, mines, etc.

In the age of the internet, a company may have a significant online presence in a market, but have no physical presence 

at all, meaning it does not create a PE or branch.  Whilst it may be possible to apply withholding tax (‘WHT’) on revenue 

streams in the case of transactions with domestic businesses, this is not practical in the case of transactions with private 

customers.  Moreover, as in the case of businesses like American Goat Corporation, it may be difficult to attribute revenues 

or profits to activities in the market as these do not arise directly from the user (who does not pay for the service provided).      

b)	 Indirect tax issues

The collection of taxes on the importation of goods (mainly customs and VAT) has traditionally been a key method by 

which governments raise revenue. Whilst this can apply to digital products provided on physical media such as CDs or 

DVDs, the import of digital services via the internet removes the opportunity to apply such taxes.  In the case of services 

used by a domestic business, the application of reverse charge VAT, where the customer self-charges the applicable VAT, 

has been a long-standing method of accounting for tax due.  In the case of individual consumers this route is not avail-

able, and there exists a risk that tax may not be collected at all, as in the case of Desmond’s purchase of American Car 

Theft.  The case of advertising revenue generated by American Goat Corporation via its dating app is even more prob-

lematic from an indirect tax perspective as neither that company, nor the advertisers have a physical presence in Country 

C, where Sonia sees the adverts.

3.	 How can existing tax systems be adapted?

As digital business becomes more and more important, many great minds have started to focus on the challenges it cre-

ates for tax collectors.  This initiative has coincided with and been subsumed into the G20‘s BEPS (Base Erosion and Profit 

Shifting) action plan (see our previous article  http://cristaladvocates.com/?mdocs-file=22083).  The report on BEPS Action 

1 (Tax challenges arising from digitalisation) was issued in 2015 and significant work has been undertaken by the OECD 
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since that date to identify potential solutions, though it has clearly been difficult to build a consensus.  The EU Commis-

sion has also worked on potential changes to taxation of digital business in the European Union. 

Discussions to date have focused on two main approaches:

a)	 A profits-based approach which would attribute some of the taxable profits of a digital business to jurisdictions 

where users are located; and 

b)	 A revenue-based approach which would introduce a new tax on the gross revenue attributable to certain activities 

of a digital business in a particular jurisdiction.  (Some EU members have already announced that they will introduce 

such taxes as an interim measure, pending international consensus on a profits-based approach.)

In both cases, there may be de minimis limits to exclude smaller businesses. One of the main challenges with both 

approaches is determining what proportion of total profits or revenue relates to activities in any given jurisdiction. 

Achieving a consensus is proving very difficult as, amongst other things, there is a conflict between the jurisdictions 

where users are located and the jurisdiction where the head office is sited over how to allocate profits and revenues.  This 

was highlighted by the adverse reaction of the USA (home to most of the major digital businesses) when France enacted 

a 3% digital service tax in July 2019.  As a result of US pressure, France agreed to offset any tax paid against French profits 

tax ultimately due when the profits-based approach is finally rolled out.   

In December 2018, the Uganda Revenue Authority announced that it would enforce the provisions of the Value Added 

Tax Act introduced by amendments in 2011 and 2018 that require non-resident vendors to register or appoint local agents 

to account for the VAT arising on their supplies in Uganda. It remains to be seen whether this measure largely targeted 

at digital and intellectual property transactions will be effective considering that no legislation has yet been introduced in 

Uganda to address the direct tax consequences of the digital economy.’

4.	 What happens next?

The Organisation for Economic Co-operation and Development (“OECD”) is the principal body driving forward the attempt 

to create a unified global approach to taxing the digital economy.  It has repeatedly highlighted the risk of countries acting 

individually and inconsistently, which could result in damaging double economic taxation or leave opportunities for 

profits to escape tax.  In October 2019, the OECD secretariat issued a proposal to the 130 governments participating in the 

Inclusive Framework (the global alliance implementing the BEPS actions).  This proposal is intended to form the basis for 

consensus around how to allocate profits and it is hoped to achieve this by the middle of 2020.  

The OECD proposal focuses on digital and consumer businesses and does not recommend the adoption of a revenue-

based approach. Instead the proposal aims to create a basis for jurisdictions to tax profits arising from digital business 

where these do not create a PE/branch under existing domestic laws or tax treaties.  Where the arm’s length principle 

is not considered to give a reasonable allocation of profits it will be possible to use a formula-based approach, and this 

could include consideration of profits generated within a group of companies, rather than within a single corporate 

entity.  The proposal acknowledges the importance of achieving simplicity and predictability.  The need for agreement 

between multiple jurisdictions where a digital business is active is also emphasised. The OECD has set a very ambitious 

timetable to reach agreement on the way forward.  We will return to this issue in future publications as the shape of the 

final recommendations becomes clearer.

Cristal Advocates accepts no responsibility for any loss occasioned to any person acting or refraining from acting as a result of 
material contained in this publication. Further advice should be taken before relying on the contents of this publication.
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