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The Treasury Should Disengage 
from the OECD Digital Tax Process
Adam N. Michel

Long-standing international tax princi-
ples that link physical business location 
to taxing rights have kept taxes low and 
facilitated global trade.

KEY TAKEAWAYS

the new OecD digital-tax work pro-
gram will destabilize the international 
tax order and lead to higher taxes on 
American businesses, hurting work-
ers and consumers.

the U.S. should refuse to participate 
in the OecD process to abandon the 
physical-presence requirement for 
business taxation.

The Organization for Economic Co-operation 
and Development’s (OECD’s) projects on 
base erosion and profit shifting (BEPS) and 

digital taxation are providing legitimacy to the global 
campaign for higher business taxes. Under President 
Barack Obama, the U.S. Treasury was rightfully skep-
tical of the OECD process to rewrite the international 
tax regime. The Treasury is now actively participating 
in OECD discussions to abandon physical presence 
as a necessary precondition for paying taxes and to 
allocate a portion of digital corporate profits through 
a new formulary system, thus increasing global taxes 
on businesses.

The growing prevalence of digital services taxes, 
with France being the most notable example, has 
motivated a sweeping OECD agenda for a new glob-
ally harmonized business tax system. Business leaders 
and the U.S. Treasury are allowing U.S. and OECD 
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bureaucrats intent on raising taxes to upend the current international tax 
order. The currently proposed framework will further destabilize the rules 
governing international corporate taxes, and will lead to higher taxes on 
American businesses, hurting workers and consumers. The OECD process 
has the ambitious deadline of securing a consensus rework of the inter-
national tax system by 2020. Treasury Secretary Steven Mnuchin should 
disengage from the OECD process, and Congress should reject any plan 
that overturns the physical-presence requirement for business taxation.

The OECD Work Program

In spring 2019, the OECD released a work program outlining an accel-
erated rewrite of the international tax rules to address growing concerns 
about how best to tax businesses in the digital economy.1 The first pillar of 
the work program addresses a country’s taxing rights to global profits, and 
the second pillar extends work from the 2015 BEPS project on designing 
a global minimum tax to eliminate tax competition.2 In October 2019, the 
OECD released a public consultation proposal adding further details to the 
pillar one proposal.3

Like the 2015 project before it, the OECD program is motivated by 
European governments’ desire to expand their tax base in an attempt to 
increase tax revenue. The first iteration of the BEPS project was animated 
by the frequent claim that large, international corporations did not pay 
high-enough tax rates. Today, the motivation has morphed into a debate 
about the allocation of taxing rights and claims that large technology 
firms are not paying enough taxes in certain jurisdictions. This belief 
is manifested in the OECD’s primary argument, that “the allocation of 
taxing rights can no longer be exclusively circumscribed by reference to 
physical presence.”4

While statutory tax rates are consistently higher than effective tax rates 
due to both intentional and unintentional features in the tax system, the 
fundamental principle of physical location determining tax obligations is 
not broken. Nor do businesses, technology companies, or otherwise get away 
with paying no or little tax.5 This is not to say that digitization does not pose 
serious challenges to the current separate accounting and transfer pricing 
system. A limited formulary safe harbor is certainly worth considering as 
a way to simplify the system. However, applying laws and taxing powers to 
businesses outside a country’s borders violates fundamental principles that 
prevent foreign countries from violating the sovereignty of others.6
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The OECD Is Empowering Bad Actors

Pillar one of the OECD work program proposes a new method for allocat-
ing a portion of the profits of consumer-facing businesses based largely on 
sales, rather than business location.7 Such a change would move away from 
the long-standing principles of international tax that rely on the physical 
presence or permanent establishment of the business in the taxing country 
and separate accounting. The separate accounting system makes corpora-
tions pretend that each jurisdiction is a legally different company, and that 
any transfer of value (tangible or intangible) is sold or purchased as if on 
the open market or “at arm’s length.”8

The OECD consensus plan seeks to overlay, on top of the existing sepa-
rate accounting rules, a new formula-based system to distribute estimated 
residual digital profits. This seemingly small addition to the existing tax 
system will open the door to a more radical rewrite of business taxation and 
add new levels of complexity to an already overly complex system, while not 
fully addressing the concerns of the countries that are pushing the OECD 
process forward.

The current urgency of the OECD process is driven by the concern that 
countries around the world will begin to implement digital levies unilater-
ally, following in the footsteps of the French digital services tax and India’s 
equalization levy on online advertising and revised permanent establish-
ment rules.9 By allowing such actions by a few countries to motivate an 
overhaul of the existing location-based tax system, the OECD is encour-
aging countries to use bad domestic policies to force their global agenda 
in the future.

Countries pushing for expanded taxing rights are motivated by two dif-
ferent goals. (1) Most prominently, certain European politicians seek to tap 
into an anti-U.S. and anti–big business sentiment by finding new ways to 
levy higher domestic taxes on foreign firms. Following the failure of the EU 
digital services tax proposal to gain consensus, France has taken the lead 
with a unilateral turnover tax on digital revenues.10 (2) The more fundamen-
tal challenge to the existing system comes from jurisdictions that seek to 
expand their tax base and, thus, revenue. Countries like India can accom-
plish this by linking business profits to the large numbers of consumers who 
use online services provided by businesses with little direct connection to 
the country and thus register relatively little traditional taxable income.11

The ongoing OECD process is no longer about base erosion or profit 
shifting per se, and has become an entirely political debate about the appro-
priate division of taxing rights.12 The OECD’s current process is attempting 
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to bridge two fundamentally opposed ideologies of taxing rights. Should 
corporate income be subject to tax where the consumer resides irrespective 
of the businesses’ choices, or where the business activity and value creation 
takes place?

Reallocating taxing rights by undermining physical permanent estab-
lishment is not a moderate compromise solution. Application of a country’s 
laws should require the business to have some physical connection with the 
country. Without this protection, the OECD proposal will set the path for 
the wholesale reallocation of taxing rights, which will ultimately be ad hoc, 
proliferate double taxation, and allow tax rates to rise.

Reallocating Taxing Rights: No Small Change

The OECD’s goal to “stabilize” the international tax system is incompati-
ble with abandoning the requirement for physical presence. Any consensus 
solution to allocate a portion of profits based on consumers or users will 
likely be an unstable compromise that will quickly precipitate a world of 
unilateral expansions of the OECD system.

Historically, multilateral consensus around standardized apportion-
ment formulas have given way to unilateral revisions.13 Apportionment, 
even when not standardized, can simplify the complex separate accounting 
system, and, when constrained by physical presence may even facilitate tax 
competition. However, when disconnected from business location, coun-
tries are able to export their tax burden to firms and entrepreneurs outside 
their borders. Individual governments tend to look for ways to expand their 
tax base, and destination-based apportionment, without regard for business 
location, makes this easier.

Following the OECD’s limited reforms for certain digital profits, popu-
lous consumer countries will still want a more comprehensive reallocation 
of taxing rights to the end user, and origin countries will want to protect the 
tax connection to employment, investment, and physical location. However, 
once the existing connection to business location is undermined, there is no 
logical place to stop the reallocation of profits by some other system. Coun-
tries that think they can increase their revenues through the change will 
always want to expand the portion of profits allocated based on end users.

The OECD dispute-resolution mechanisms that would serve as the 
backstop to keep countries from abusing the new OECD-provided data and 
framework are insufficient to stop newly empowered unilateral actors from 
expanding their seizure of profits. The OECD process relies on soft diplo-
matic power and international norms to maintain a functioning dispute 
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system and police the current transfer-pricing regime. The current uni-
lateral actions taken by France, and India, and threatened by others, show 
how fragile any new system will be. As soon as a few countries decide they 
want to move more fully to a user-based formula, they will have a powerful 
precedent to act outside the new OECD framework. The dispute resolution 
system and treaty network is only as strong as the parties’ commitment to it.

A successful OECD process resulting in a new apportionment system for 
residual digital profits will only be a temporary equilibrium. The instability 
of the current system will only get worse. The power of unilateral action 
as a cudgel for reform has proven effective, and countries that want taxing 
rights to be allocated entirely to users or consumers will be emboldened 
to use the new OECD-provided tools for consumer based taxation to more 
easily determine a novel tax base and act on their own again.

A fully unraveled OECD process that leads to a destination-based cor-
porate income tax apportionment regime could remove the incentive to 
keep corporate tax rates low and reward countries that lack innovative and 
entrepreneurial business sectors due to bad policy choices. In most models, 
destination-based taxes are less susceptible to the competitive pressures 
of capital-mobility and business-location decisions, allowing business tax 
rates to rise.14 Coveting American industry, and the tax base that comes 
with it, is not a legitimate reason for overturning the international tax order. 
Abandoning physical permanent establishment would reward poor policy 
choices, such as digital services taxes on gross receipts, by giving countries 
a new tax base simply because they have an Internet-connected citizenry.15

In the more likely outcome that no consensus is reached through the 
OECD process, the traditional consensus that business location matters will 
still be eroded, as businesses and countries, including the U.S., have already 
conceded that a new system is needed, possibly emboldening further uni-
lateral digital taxes as a way to continue to force international change.

The OECD Used to Have a Mandate Worth Defending

As international trade grew through the 1950s and 1960s, multiple coun-
tries claimed taxing rights to the same corporate profits. Countries around the 
world regularly extended their tax systems beyond their borders to tax profits 
originating in other countries. Multiple taxing claims resulted in pervasive 
double taxation of corporate profits, an unfortunate barrier to global trade.16

The minimization of international double taxation of corporate profits 
took concerted efforts and a series of multilateral tax treaties to institu-
tionalize a system that rests on the physical presence of the business and 
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separate accounting.17 The focus of the international tax system has shifted 
from the narrow task of eliminating double taxation to ensuring total, uni-
form taxation of corporate profits.18 This new, broader mandate, embodied 
in the current work program, is not worth supporting and will ultimately 
seed the demise of the international tax order, which has kept taxes low 
and facilitated global trade.

Given the United States’ outsized influence on the OECD process, the 
evolution of the institution away from the original mission has often 
been allowed, if not led, by the U.S.19 As a first step in distancing the U.S. 
from the current OECD process, Congress and the Administration must 
lead by example.

A crucial step in ensuring uniform taxation of all global profits, and 
ultimately the location of consumers for a new apportionment system, 
is information collection and sharing. The OECD’s successful expansion 
of private tax information sharing has been implemented through a new 
protocol amending the Multilateral Convention on Mutual Administrative 
Assistance in Tax Matters, among several others.20 The protocol undermines 
due process and exposes lawful U.S. taxpayers to foreign expropriation when 
their private financial data is shared with hundreds of countries around 
the world, some of which are hostile to the United States. The OECD pro-
gram is based on the U.S. Foreign Accounts Tax Compliance Act (FATCA), 
which serves a similar purpose of collecting tax information on Americans 
living abroad.21

Congress still has not ratified the OECD’s new protocol, which would 
authorize the Treasury to automatically share bulk taxpayer information 
with governments around the world; although the Treasury has imple-
mented through regulation the OECD country-by-country reporting 
program for corporate tax data.22 The U.S. should help lead the OECD 
back to its core competencies by first publically disengaging from the cur-
rent digital tax process, explicitly rescinding U.S. participation in OECD 
information-sharing programs, and then unwinding programs like FATCA 
that have implicitly given other countries permission to overstep their 
taxing powers.23

The Treasury Should Disengage—and Encourage 
the OECD to Return to its Original Mission

Business and world leaders fear a world in which every country 
implements new and different taxes on digital services, with increasing 
complexity and double taxation. While such a future should be discouraged, 
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the currently discussed OECD solutions will not prevent such a world and 
may accelerate the shift to destination-based corporate profit allocation, 
empowering revenue-hungry countries around the world to expand their 
tax base and raise tax rates. It is encouraging that countries threatening 
unilateral action are so committed to an international solution, signaling 
their lack of confidence in their ability to sustainably raise taxes on their 
citizens without the help of the United States and the OECD. World leaders 
are allowing a fictionalized world of unilateral action to smooth the way for 
upending the link between location and taxes.

Recommendations for the U.S.

 l The U.S. Treasury should disengage from the current OECD digital 
tax work program and condition future OECD tax work funding on 
returning to the original mission of coordinating the reduction of 
double taxation of income.

 l Congress should reject any OECD proposal that undermines 
physical permanent establishment.

 l The State Department and the Department of the Treasury 
should instruct the U.S. Mission to the OECD to rescind U.S. par-
ticipation in the OECD country-by-country reporting requirements 
and to remove the United States as a signatory to the protocol amend-
ing the Multilateral Convention on Mutual Administrative Assistance 
in Tax Matters.

Adam N. Michel is Senior Policy Analyst in Fiscal Policy in the Grover M. Hermann 
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Heritage Foundation.



 OctOber 29, 2019 | 8BACKGROUNDER | No. 3445
heritage.org

Endnotes

1. Organization for Economic Co-operation and Development, “Programme of Work to Develop a Consensus Solution to the Tax Challenges Arising from 
the Digitalisation of the Economy,” OECD/G20 Inclusive Framework on BEPS, 2019, https://www.oecd.org/tax/beps/programme-of-work-to-develop-
a-consensus-solution-to-the-tax-challenges-arising-from-the-digitalisation-of-the-economy.pdf (accessed October 10, 2019).

2. For a summary of the full work program, see Daniel Bunn, “Summary and Analysis of the OECD’s Work Program for BEPS 2.0,” Tax Foundation Fiscal 
Fact No. 660, June 18, 2019, https://taxfoundation.org/oecd-work-program-beps-analysis/ (accessed October 10, 2019).

3. Organization for Economic Co-operation and Development, “Secretariat Proposal for a ‘Unified Approach’ Under Pillar One,” October 9, 2019, https://
www.oecd.org/tax/beps/public-consultation-document-secretariat-proposal-unified-approach-pillar-one.pdf (accessed October 10, 2019).

4. Ibid.

5. Nicolas Marques, “La taxation française des services numériques, un constat erroné, des effets pervers” (French Taxation of Digital Services, an 
Erroneous Statement, Perverse Effects), L’Institut économique Molinari, March 12, 2019, https://www.institutmolinari.org/2019/03/12/la-taxation-
francaise-des-services-numeriques-un-constat-errone-des-effets-pervers/ (accessed October 10, 2019).

6. Adam N. Michel, “When It Comes to Taxation, Borders Matter—Europe and the U.S. Should Act Accordingly,” Heritage Foundation Issue Brief No. 4855, 
May 29, 2018, https://www.heritage.org/taxes/report/when-it-comes-taxation-borders-matter-europe-and-the-us-should-act-accordingly.

7. Organization for Economic Co-operation and Development, “Secretariat Proposal for a ‘Unified Approach’ Under Pillar One.”

8. Significant complexity and arbitrary valuations arise around some intangibles and digital services that do not always have an observable market value. 
In these cases, a formula-based safe harbor is worth considering. Organization for Economic Co-operation and Development, “Model Tax Convention 
on Income and on Capital 2010 (Full Version),” 2012, article 9, paragraph 1, https://www.oecd-ilibrary.org/taxation/model-tax-convention-on-income-
and-on-capital-2010_9789264175181-en (accessed October 16, 2019), and Organization for Economic Co-operation and Development, Annual Report 
on the OECD Guidelines for Multinational Enterprises: Conducting Business in Weak Governance Zones, 2006, https://www.oecd.org/daf/inv/mne/cond
uctingbusinessinweakgovernancezones-2006annualreportontheguidelinesformultinationalenterprises.htm (accessed October 16, 2019).

9. Australia, Italy, Spain, and the U.K., have all also proposed a digital tax in some form or another.

10. Julian Jessop et al., “A Critical Assessment of EU Plans for Taxes on Digital Turnover,” European Policy Information Center, June 2019, http://www.
epicenternetwork.eu/wp-content/uploads/2019/06/The-case-against-Tech-Taxes_web.pdf (accessed October 10, 2019).

11. Alexander Hartley, “OECD to Consider Worldwide Fractional Apportionment,” International Tax Review (May 31, 2019), https://www.
internationaltaxreview.com/article/b1fn11dyl8mz6d/oecd-to-consider-worldwide-fractional-apportionment (accessed October 10, 2019).

12. Chris Sanger and Rob Thomas, “New Digital Tax Policies: What, When, Where, How and by Whom?” Ernst & Young Global Tax Policy and Controversy 
Briefing No. 22, August 2018, excerpt, https://www.ey.com/Publication/vwLUAssets/EY-new-digital-tax-policies-what-when-where-how-and-by-
whom/$FILE/EY-new-digital-tax-policies-what-when-where-how-and-by-whom.pdf (accessed October 17, 2019).

13. The history of corporate tax apportionment among the U.S. states illustrates how a uniform formula used by all actors is not a sustainable equilibrium. 
Over time, states defect from the harmonized standards to increase their share of production, investment, or revenue.

14. Alan Auerbach et al., “Destination-Based Cash Flow Taxation,” Oxford University Centre for Business Taxation Working Paper No. 17/01, January 2017, p. 
38, https://eml.berkeley.edu/~auerbach/CBTWP1701.pdf (accessed October 17, 2019).

15. The OECD policy also removes the incentives to reform local value-added taxes to better include a broad digital tax base.

16. Jason J. Fichtner and Adam N. Michel, “The OECD’s Conquest of the United States: Understanding the Costs and Consequences of the BEPS Project 
and Tax Harmonization,” Mercatus Center at George Mason University, https://www.mercatus.org/system/files/Fichtner-BEPS-Initiative-v1.pdf 
(accessed October 17, 2019).

17. Organization for Economic Co-operation and Development, “Model Tax Convention on Income and on Capital 2010 (Full Version).”

18. Andrew P. Morriss and Lotta Moberg, “Cartelizing Taxes: Understanding the OECD’s Campaign Against ‘Harmful Tax Competition,’” Columbia Journal of 
Tax Law, Vol. 4, No. 1 (2013).

19. The new international minimum tax included in the Tax Cuts and Jobs Act has also lent credence to the OECD efforts in pillar two to sanction a globally 
coordinated minimum tax.

20. David Burton, “Two Little Known Tax Treaties Will Lead to Substantially More Identity Theft, Crime, Industrial Espionage, and Suppression of Political 
Dissidents,” Heritage Foundation Backgrounder No. 3087, December 21, 2015, https://www.heritage.org/taxes/report/two-little-known-tax-treaties-
will-lead-substantially-more-identity-theft-crime.

21. Adam N. Michel, “FATCA’s Dragnet Tax Compliance Has High Costs,” Geopolitical Intelligence Service, June 3, 2019, https://www.gisreportsonline.com/
fatcas-dragnet-tax-compliance-has-high-costs,economy,2892,report.html (accessed October 17, 2019).

22. Burton, “Two Little Known Tax Treaties Will Lead to Substantially More Identity Theft, Crime, Industrial Espionage, and Suppression of Political Dissidents.”

23. James Roberts and Adam N. Michel, “Trump Cut America’s Taxes: Now He Should Defund OECD Efforts to Raise Them,” Heritage Foundation Issue 
Brief No. 4861, May 29, 2018, https://www.heritage.org/taxes/report/trump-cut-americas-taxes-now-he-should-defund-oecd-efforts-raise-them.

https://www.oecd.org/tax/beps/programme-of-work-to-develop-a-consensus-solution-to-the-tax-challenges-arising-from-the-digitalisation-of-the-economy.pdf
https://www.oecd.org/tax/beps/programme-of-work-to-develop-a-consensus-solution-to-the-tax-challenges-arising-from-the-digitalisation-of-the-economy.pdf
https://taxfoundation.org/oecd-work-program-beps-analysis/
https://www.oecd.org/tax/beps/public-consultation-document-secretariat-proposal-unified-approach-pillar-one.pdf
https://www.oecd.org/tax/beps/public-consultation-document-secretariat-proposal-unified-approach-pillar-one.pdf
https://www.institutmolinari.org/2019/03/12/la-taxation-francaise-des-services-numeriques-un-constat-errone-des-effets-pervers/
https://www.institutmolinari.org/2019/03/12/la-taxation-francaise-des-services-numeriques-un-constat-errone-des-effets-pervers/
https://www.heritage.org/taxes/report/when-it-comes-taxation-borders-matter-europe-and-the-us-should-act-accordingly
https://www.oecd-ilibrary.org/taxation/model-tax-convention-on-income-and-on-capital-2010_9789264175181-en
https://www.oecd-ilibrary.org/taxation/model-tax-convention-on-income-and-on-capital-2010_9789264175181-en
https://www.oecd.org/daf/inv/mne/conductingbusinessinweakgovernancezones-2006annualreportontheguidelinesformultinationalenterprises.htm
https://www.oecd.org/daf/inv/mne/conductingbusinessinweakgovernancezones-2006annualreportontheguidelinesformultinationalenterprises.htm
http://www.epicenternetwork.eu/wp-content/uploads/2019/06/The-case-against-Tech-Taxes_web.pdf
http://www.epicenternetwork.eu/wp-content/uploads/2019/06/The-case-against-Tech-Taxes_web.pdf
https://www.internationaltaxreview.com/article/b1fn11dyl8mz6d/oecd-to-consider-worldwide-fractional-apportionment
https://www.internationaltaxreview.com/article/b1fn11dyl8mz6d/oecd-to-consider-worldwide-fractional-apportionment
https://www.ey.com/Publication/vwLUAssets/EY-new-digital-tax-policies-what-when-where-how-and-by-whom/$FILE/EY-new-digital-tax-policies-what-when-where-how-and-by-whom.pdf
https://www.ey.com/Publication/vwLUAssets/EY-new-digital-tax-policies-what-when-where-how-and-by-whom/$FILE/EY-new-digital-tax-policies-what-when-where-how-and-by-whom.pdf
https://eml.berkeley.edu/~auerbach/CBTWP1701.pdf
https://www.mercatus.org/system/files/Fichtner-BEPS-Initiative-v1.pdf
https://www.heritage.org/taxes/report/two-little-known-tax-treaties-will-lead-substantially-more-identity-theft-crime
https://www.heritage.org/taxes/report/two-little-known-tax-treaties-will-lead-substantially-more-identity-theft-crime
https://www.gisreportsonline.com/fatcas-dragnet-tax-compliance-has-high-costs,economy,2892,report.html
https://www.gisreportsonline.com/fatcas-dragnet-tax-compliance-has-high-costs,economy,2892,report.html
https://www.heritage.org/taxes/report/trump-cut-americas-taxes-now-he-should-defund-oecd-efforts-raise-them

	_GoBack

