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The digital economy is transforming the way citizens behave, and businesses operate in a highly 
globalized economy. Digital companies are developing and growing far faster than the overall 
economy, and this trend is expected to continue. Digital technologies provide several benefits to 
both citizens and businesses, and from a tax perspective, they create many opportunities for tax 
administrations and offer solutions to operate more effectively and efficiently in terms of reducing 
administrative burdens, facilitating collaboration between tax authorities, and addressing tax 
evasion (OECD, 2020a). However, digitalization also puts pressure on the international taxation 
system as business models change. As the digital transformation of the economy accelerates, 
governments are struggling to find appropriate solutions which can ensure fair and effective 
taxation, as the existing corporate taxation rules are outdated to catch such evolution. Namely, 
the application of the current corporate tax rules to the digital economy has led to a misalignment 
between the place where the profits are taxed and the place where value is created. In particular, 
the current rules no longer fit the present context where online trading across borders with 
no physical presence has been facilitated, businesses largely rely on hard-to-value intangible 
assets, and user-generated content and data collection have become core activities for the 
value creation of digital businesses. Accordingly, there is recognition at the international level 
that action is needed to adapt corporate tax rules to the digital economy (European Commission, 
2018a, 2018b, 2018c).

The digital revolution and its implications for sustainable development are highly acknowledged 
in the Agenda 2030 for sustainable development (United Nations, 2015), which are further 
elaborated within the six transformations to achieve sustainable development (Sachs et al., 
2019) and ultimately implemented in priorities of the European Union (EU), particularly in so-
called Europe fit for the digital age with the aim to empower citizens and businesses with a new 
generation of technologies. However, not only digitalization itself but also taxation is considered 
to have an important role in achieving sustainable development, as taxation is viewed as a 
powerful tool for financing sustainable initiatives. Tax is primarily integrated within the goal 
partnership for the goals, especially in strengthening domestic resource mobilization (including 
through international support) to improve domestic capacity for tax and other revenue collection. 

Introduction01
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Moreover, tax can also help to reduce inequalities within and between societies, support stronger 
and more accountable political institutions and, as in the case of environmental taxes – steer 
economic behaviour in a more sustainable direction (Hearson, 2019).

Therefore, tax systems must be designed in a way that supports the constant development 
of the digital economy. Namely, well-designed tax systems can facilitate taxpayers to comply 
with and promote economic development while raising sufficient revenue for the priorities of 
national governments. Contrary, poorly structured tax systems can be costly, distort economic 
decision-making, and harm domestic economies (Tax Foundation, 2021). However, the growing 
challenge of ensuring that the digital economy is fairly taxed has still not been adequately 
addressed, primarily due to a lack of international consensus and the multidimensional 
nature of the challenge. This is an unsustainable situation in an increasingly globalized and 
digitally connected world, where ever more activity is moving into the digital space. Failure to 
address these issues will consequently lead to more opportunities for tax avoidance and, at 
the same time, to fewer tax revenues for public budgets. This will also affect social fairness 
through social budget erosions and destabilize the level playing field for businesses. Ultimately, 
the aforementioned puts at risk also the EU competitiveness, fair taxation and the budget 
sustainability of the EU countries (European Commission, 2017; Parcu & Brogi,2021).

Therefore, the main objective of the study is to provide a theoretical overview and to examine 
the secondary data about the following areas considering tax policy and transparency reforms 
for promoting the competitive EU digital economy:

	 •	Conceptualization of the digital economy,
	 •	Digital economy in the EU,
	 •	Tax policy challenges for the EU digital economy,
	 •	Taxation of the digital economy,
	 •	Digital transformation of tax administration,
	 •	Policy recommendations.

The main purpose of the study, which examines the state-of-the-art in the field of tax policy 
and transparency reforms for promoting the competitive EU digital economy, is to identify 
challenges and opportunities to improve the current state of the tax system in the EU countries 
through cross-country comparison. The findings derived from this study are interesting from the 
academic (research and debate) and the practical (suggestions for improvements) perspective. 
The research is carried out on literature review and analysis of the secondary data by different 
stakeholders, e.g. Eurofound, European Central Bank, European Commission, Tax Foundation, 
United Nations, World Bank, other international organizations, governments’ institutions and 
others.

Introduction
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2.1 Definition of the digital economy

There is no official and unique definition of the digital economy (Eurofound, 2018). Although 
the lack of clarity in defining the digital economy,  with many potential users (e.g. decision-
makers), each requiring different interpretations for different purposes, it is important that 
the definition of the digital economy provides enough flexibility. Moreover, flexible boundaries 
also enable the constant development of the definition reflecting the ever-changing products 
and actors involved in digital transformation. However, a definition that is too flexible or 
broad would make it difficult to monitor the development of the digital economy due to a lack 
of detail or context. Ultimately, if a definition is too impractical to enable robust monitoring 
of the digital economy, it will be of little help to governments attempting to assess the 
success or failure of policy initiatives. Accordingly, from a monitoring perspective, any 
definition of the digital economy needs to contain elements that are conceptually flexible 
but practically possible for governments to monitor the digital economy accurately. This 
practicality is important since it provides governments with a clear target for developing the 
digital economy. Accordingly, the digital economy can be broken down into the following 
tiers (Figure 1) (OECD, 2020b):
• Core measure. It only includes economic activity from producers of ICT goods and ICT 

and information services.
• Narrow measure. It includes the core sector and economic activity derived from businesses 

reliant on digital inputs.
• Broad measure. It includes the first two measures as well as economic activity from 

businesses significantly enhanced by the use of inputs. 
• Digital society. It extends further than the digital economy and incorporates digitalized 

interactions and activities not included in the GDP production boundary, such as the use 
of free digital platforms (including public digital platforms). While not considered part 
of the digital economy per se, this activity is important for effective digital policy by the 
government. 

Conceptualization of the 
digital economy
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Figure 1: Fundamental principles of tax policy

Source: OECD, 2020b.
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Digitalization, usually considered the diffusion of digital technologies enabling the digital 
economy, can be practically observed everywhere. In recent years it has significantly 
transformed patterns of consumption and production as well as business models and, 
thereby, entire economies, making it an important issue from the taxation perspective. 
The impact of digitalization on the economy is a function, among other things, of national 
economic structure and economic policies, institutions and governance (European Central 
Bank, 2020). The digital economy can be described as a revolutionary way businesses, people 
and governments interact and engage in transactions online (Lim, 2020).

The digital economy is a complex phenomenon. In its early days, the digital economy was 
sometimes called the internet economy, the new economy or the web economy due to its 
reliance on internet connectivity. However, policymakers argue that the digital economy 
is more advanced and complex than the internet economy, which is simply defined as the 
economic value derived from the internet. Therefore, the digital economy can be defined as 
the worldwide network of economic activities, commercial transactions and governmental 
interactions that are enabled by digital technologies. The digital economy can be described 
as an economy based on digital technologies. At its core, the digital economy encompasses 
the complex and digital interactions between three main economic actors, i.e. businesses, 
people and governments. The digital economy is often viewed through the lenses of advances 
from the third industrial revolution to the fourth industrial revolution (Figure 2) (Prat, 2022).

Conceptualization of the digital economy



Figure 2: Industrial revolutions over time

Source: OECD, 2017.
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The first industrial revolution, which occurred in the 1780s or thereabouts, used water and 
steam power to mechanize production. The second industrial revolution, which occurred in 
the 1870s, used electric power to create mass production. The third industrial revolution, 
which occurred in the 1960s, used electronics and information technology to automate 
production. Now, a fourth industrial revolution is building on the third industrial revolution, 
the digital revolution that has been occurring since the middle of the last century. It is 
characterized by a fusion of technologies that blurs the lines between the physical, digital, 
and biological spheres (Schwab, 2016). The presented advancements of the economy 
significantly transformed patterns of consumption and production as well as business 
models and, thereby, entire economies, making it an important issue from the taxation 
perspective (European Central Bank, 2020).

2.2 Business models in the digital economy

The digital economy is characterized by complexity. Accordingly, there is no unique or best 
way to categorize business models. Generally, four categories of digital business models 
can be identified based on the nature of activities, how revenues are generated, and what 
this implies for taxation where activities occur. In practice, companies are frequently hybrid, 
combining different business models (Figure 3) (European Commission, 2018b).

Conceptualization of the digital economy
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The digital platform model that enables market access. This business model provides a 
marketplace for platform users who act as intermediaries. The model typically includes two 
services: 1) the platform providing access to users in exchange for a fee (transaction-based 
or subscription); and 2) users exchanging services or goods. This model links demand and 
supply. Revenue models differ significantly between platforms, whereby in most cases, it is 
about a fixed or variable commission-based approach. The value is derived from marketing, 
brands, the collection and exploitation of user data required for user matching, and 
advancements in software to improve this user matching (European Commission, 2018b).

The advertising model. This business model typically includes two services: 1) a platform 
providing free access to services, such as social networks, search engines, or content, etc., 
in exchange for personal data; and 2) personal data obtained from such users are used to 
sell targeted advertising placements or is sold, either to advertising companies or to other 
businesses. This business model relies on advertising revenues by targeting marketing 
messages to consumers or selling user data to business developers. The extent to which 
platform users are required to provide personal data in exchange for access to a service 
varies significantly depending on the activity or company, as well as the users’ level of 
awareness and involvement (passive versus active participation) in giving away personal 
data. Extensive and personalized data enables better targeting of marketing messages and 
increases the value of the advertisement medium. However, this value is difficult to measure 
for tax purposes (European Commission, 2018b).

The digital platform model that provides access to content and/or solutions. This business 
model typically covers one service, i.e., the platform provides users with access to a platform 
as well as content or solutions in exchange for a (subscription) fee. This business model 
encompasses a wide range of digital activities, such as online media, digital content streaming 
and broadcasting, gaming activities, and the provision of digital solutions such as e-payment 
services or cloud computing. The business either provides access to digital content such as 
music, videos, or e-books that were traditionally associated with a physical product (e.g., DVD 
or a book) and charges a (subscription) fee for (continued) access. In this case, the service 
provided is completely digitalized. In the context of the business-to-consumer segment, the 
provision of the service often does not require any physical presence in the location, meaning 
that the market can be served fully remotely. In the context of the business-to-business 
segment, the service is often highly customized and therefore tends to require more physical 
presence at the location of the consumer (European Commission, 2018b).

The distant sales model (e-commerce). This business model is comparable to online retail 
activities. In this case, goods are sold on a website and then physically transferred. Accordingly, 
revenues are generated through the sale of goods (European Commission, 2018b).

Conceptualization of the digital economy



Figure 3:
Business models 
in the digital 
economy

Figure 4:
Benefits of digital 
technologies 
for economic 
development

Source: European Commission, 
2018b; own elaboration.

Source: World Bank, 2016.
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2.3 The importance of the digital economy

Digital technologies have significantly expanded the information base, reduced information 
costs, and created information goods. This has facilitated searching, matching, and sharing 
of information and contributed to greater organization and collaboration among economic 
agents, influencing how businesses operate, people seek opportunities, as well as citizens 
and businesses interact with their governments. By overcoming information barriers, 
augmenting factors, and transforming products, digital technologies can make development 
more inclusive, efficient, and innovative (Figure 4) (World Bank, 2016).

Conceptualization of the digital economy
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Inclusion is the first benefit of digital technologies. Namely, before the internet arrived, 
some transactions were so expensive that there was no market for them. This category 
includes two types of transactions. The first is when two parties to a potentially beneficial 
transaction are unaware of each other and face exorbitantly high search and information 
costs, while the second is when one party has significantly more information than the other. 
Such situations are commonly referred to as information asymmetries between buyers and 
sellers. Such situations are characterized by the absence of trust and transparency, and 
therefore many transactions do not take place. Therefore, digital technologies can make 
new transactions possible, as they can reduce the cost of acquiring information and make 
more information available transparently. Namely, fundamental information problems 
make it difficult to make a deal or a match. However, digital business models may help 
to overcome these information barriers. While they make improve market efficiency, the 
most significant benefit appears to be their market-creating effects, such as creating jobs, 
increasing access to public services, and expanding trade. These benefits consequently 
increase inclusion (World Bank, 2016).

Efficiency is the second benefit of digital technologies. The most significant impact has 
been observed on transactions that existed before the arrival of the internet but are now 
cheaper, faster, or more convenient to complete. This mechanism operates in two different 
ways. First, the significant drop in the cost of digital technologies has prompted businesses 
and governments to replace existing factors (labour and non-ICT capital) with ICT capital 
and automation of some of their activities. Second, digital technologies supplement and 
increase the productivity of factors that cannot be substituted. Accordingly, by streamlining 
tasks and raising the productivity of existing factors, digital technologies can greatly 
increase economic efficiency across businesses, citizens, and governments (World Bank, 
2016).

Innovation is the third benefit of digital technologies. The extreme case of efficiency is 
when transactions are executed automatically, without human input, and transaction costs 
fall to essentially zero. Although the fixed cost of building a certain digital platform is high, 
the marginal cost of performing another transaction or adding another user is negligible. 
This leads to increasing returns to scale, which stimulates new business models and gives 
online companies a significant advantage over their offline counterparts. The zero marginal 
cost attracts new sellers and buyers to the digital platform, creating virtuous network effects, 
where the benefit to a buyer increases as more sellers join in and vice versa. Accordingly, 
by enabling almost frictionless communication and collaboration, digital technologies can 
support new delivery models, encourage collective action, and accelerate innovation (World 
Bank, 2016).

Conceptualization of the digital economy



Figure 5: Digital transactions in a two-sided market

Source: World Bank, 2016.
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To summarize, digital technologies can promote inclusion, efficiency, and innovation. These 
three mechanisms frequently coexist in the digital economy. Many digital businesses or 
services use a digital platform or “two-sided market” model in which digital platforms match 
buyers with sellers or a service user with a provider (Figure 5) (World Bank, 2016).

The benefits of digital technologies are spreading throughout the economy. For businesses, 
digital technologies promote company inclusion in the global economy by expanding trade, 
increasing capital productivity, and intensifying market competition, which in turn induces 
innovation. Moreover, digital technologies create opportunities for citizens by creating jobs, 
leveraging human capital, and producing consumer surplus. Finally, digital technologies 
enable governments to provide public services, strengthen government capability, and 
serve as a platform for citizens to tackle collective action problems. These benefits are not 
automatic or guaranteed, but in many cases, digital technologies can result in significant 
gains (Figure 6) (World Bank, 2016).

Conceptualization of the digital economy



Figure 6: The benefits of digital technologies
for main actors in the digital economy 

Source: World Bank, 2016.
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Digital economy in the EU03

3.1 Digital economy and society in the EU

The European Single Market ensures the free movement of goods, services, people and 
capital within the EU by eliminating internal borders and regulatory barriers to trade. 
Over the last decades, it has evolved into the largest and most integrated transnational 
market in the world. However, despite its successes, the Single Market is increasingly 
affected by recent digitalization trends shaping the EU economy (Bjerkem & Harbour, 
2019). In the context of the EU, more specifically, the EU countries, the digital economy 
and society are described from the perspective of four dimensions: human capital, 
connectivity, integration of digital technology and digital public services. Each dimension 
is further operationalized through several sub-dimensions and indicators. The so-called 

Digital economy in the EU



Figure 7: Progress in digital performance across the EU countries (2017-2022)

Source: European Commission, 2022; own elaboration.
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Digital Economy and Society Index (DESI) facilitates monitoring the digital progress of EU 
countries (European Commission, 2022a). All dimensions represent important elements 
for determining the digital economy and society in the EU. At the dimension level, DESI 
addresses the four principal policy areas of the 2030 Digital Compas. The dimensions are 
not viewed as isolated areas that contribute separately to digital development but rather 
as interconnected areas. Accordingly, advances in the digital economy and society cannot 
be achieved by improvements in specific areas but rather by concerted improvement in all 
areas (European Commission, 2022b).

During the recent period from 2017 to 2022, all EU countries made progress in digital 
performance (Figure 7). However, the progress differed greatly between individual EU 
countries. Using the EU average as a benchmark, it is evident that Scandinavian and 
Western countries progressed more intensively than Central Eastern European countries. 
More specifically, the greatest progress in digital performance is observed in Denmark, 
Netherlands, Finland and Ireland, while the worst progress is detected in Romania, Latvia, 
Slovakia and Bulgaria. 

Digital economy in the EU



Figure 8: Digital economy and society index for the EU countries (2022)

Source: European Commission, 2022.
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Moreover, focusing on the recent data on the digital economy and society in the EU from 
2022, Finland, Denmark, the Netherlands and Sweden are identified as the most successful 
countries in terms of digital performance. In addition to these countries, some of them can 
be considered top digital performers in selected dimensions. Namely, Ireland and Spain 
rank in third place in the dimension of human capital and connectivity, respectively, while 
Estonia and Malta rank in first and third place, respectively, in the dimension of digital 
public services. Contrary,  Romania, Bulgaria, Greece and Poland are identified as the least 
successful countries (Figure 8).

The comparison between the current state and progress in digital performance across the EU 
countries reveals that Scandinavian (e.g. Finland, Denmark) and Western (e.g. Netherlands, 
Ireland) countries have the highest progress and performance in digital performance, while 
some of the Central Eastern European countries lag behind in terms of progress and current 
digital performance. However, there is one exemption, Estonia, which has not made significant 
progress but is relatively successful in terms of digital performance. The aforementioned can 
be explained by the advantage of Estonia in e-governance. Namely, Estonia is identified as a 
leading country in e-governance with an above Central Eastern Europe average digitalization 
level as it outperforms all countries as regards digital public services (e-Estonia, 2022).

Digital economy in the EU



Figure 9: E-sales and turnover from e-sales in the EU (2011-2020)

Source: Eurostat, 2022.
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3.2 Digital business trends in the EU

One of the important elements of the digital economy is digital business or e-commerce. 
E-commerce refers here to trading goods or services over computer networks such as the 
internet by methods specifically designed for receiving or placing orders. It can be divided 
into e-commerce sales (e-sales) and e-commerce purchases (e-purchases), depending on 
whether an enterprise receives or places orders. The digital business trends in the EU are 
based on the results of the survey on “ICT usage and e-commerce in enterprises” performed 
by Eurostat, covering 148.000 of the 1.5 million companies in the EU in 2021 of which 83% 
were small (10-49 employees and self-employed persons), 14% medium (50-249 employees) 
and 3 % large (250 or more employees). During the period from 2011 to 2020, the share of 
EU companies with e-sales increased from 16% in 2011 to 22% in 2020. Similarly, e-sales 
revenue increased by 6 percentage points over the same time period, rising from 14% in 2011 
to 20% in 2020 (Figure 9) (Eurostat, 2022).

However, the share of companies conducting e-sales and the turnover generated from 
e-sales varied significantly depending on the size of the enterprises (Figure 10). In 2020, 44% 
of large companies conducted e-sales, corresponding to an e-sales value of 27% of total 
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Figure 10: E-sales and turnover from e-sales in the EU by company size (2020)

Source: Eurostat, 2022.

20

turnover in this size class. Of the medium-sized companies, 29 % made e-sales generating 
15 % of total turnover in this size class. By contrast, 20 % of small enterprises engaged in 
e-sales, generating only 8% of the turnover of such enterprises (Eurostat, 2022). Accordingly, 
it can be summarized that e-sales and turnover from e-sales in the EU increase with the 
company size.

Digital economy in the EU



Figure 11: E-sales in the EU broken down by web sales and EDI-type sales (2020)

Source: Eurostat, 2022.

Note: The share of companies with both types of e-sales in Greece, Cyprus and Bulgaria is less than 1% and not 
visible in the graph.
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Companies can carry out e-sales through different channels, i.e. via websites or apps 
(web sales) or in an automated way via electronic data interchange (EDI) type messages. 
Companies may provide one or both options to their customers. In 2020, among the EU 
countries, the highest percentage of companies making e-sales can be observed in Ireland 
(40%), followed by Denmark (38%), Lituania and Sweden (both 36%). Contrary, the lowest 
percentage of companies making e-sales can be observed in Luxembourg and Bulgaria 
(both 12%) and Romania (13%) (Figure 11) (Eurostat, 2022).

In general, in 2020, 16% of EU countries conducted e-sales using only websites or apps, 
3 % used only EDI-type salesž, and another 3 % used both channels of e-sales. Web sales 
were identified as the dominant mode of conducting e-sales in all EU countries in 2020. 
The percentage of companies receiving electronic orders only over websites or apps ranged 
from 32% in Lithuania to 9% in Luxembourg. Since companies believe that being visible on 
the internet is essential, websites or apps are increasingly being provided by companies for 
various purposes. In particular, websites or apps allow customers to purchase by placing 
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Figure 12: Difficulties experienced when selling to other EU countries (2020)

Source: Eurostat, 2022.

22

their orders electronically. Contrary, in 2020, the percentage of companies that used only 
EDI-type messages for their sales ranged from 8% of companies in Denmark and Sweden to 
1% in Romania, Cyprus and Greece. Finally, the percentage of companies using both channels 
was highest in Ireland, Denmark and Sweden (all 7%) (Eurostat, 2022).

Companies can face several difficulties when they do business via digital models. In the EU, 
the majority of companies (56%) having received orders via a website or via apps during 2020 
reported no difficulties in their web sales to other EU countries. However, more than four in 
ten (43 %) reported hampering factors. These mainly concerned economic reasons, such as 
the high costs of delivering or returning products (28 %), difficulties related to the different 
value-added tax systems in the EU countries (17 %), linguistic and technical barriers, such 
as the lack of knowledge of foreign languages (10 %) or adapting product labelling for sales 
(11 %) or judicial reasons related for instance to resolving complaints and disputes (13 %) 
(Figure 12) (Eurostat, 2022).

Digital economy in the EU
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EU digital economy
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The current challenges related to globalization and digitalization have sparked an 

international debate about whether tax rules are fit for purpose. Namely, the current rise of 

digital business models, additionally accelerated by the Covid-19 pandemic, is laying bare the 

main limitations of traditional tax systems and may well have some implications for national 

tax revenues. In general, the existing tax policy challenges for the EU digital economy can 

be described through three different elements: outdated tax systems, tax rules complexity 

as well as taxation and development mismatch (Figure 13) (European Commission, 2021; 

Ravšelj et al., 2021).
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Figure 13:
Main tax policy challenges for the EU 
digital economy

Source: European Commission., 2021; Ravšelj et al., 
2021; own elaboration.
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Outdated tax systems: The existing 
international corporate tax system was 
established over a century ago. The 
fundamental principles of tax residence 
and source that were considered relevant 
at the time are no longer suitable for 
contemporary economies. Moreover, 
recent advances in globalization and 
digitalization have pushed these principles 
even further out of the modern business 
context and made tax rules more difficult to 
apply to current globalized and digitalized 
business models (European Commission, 
2021, Ravšelj et al., 2021).

Tax rules complexity: The patchwork of 
national corporate tax rules in the EU makes 
cross-border business operations in the 
Digital Single Market more difficult. The 
EU economy includes 27 different national 

systems, each presenting unique hurdles, especially for SMEs and start-ups as well as other 
companies attempting to grow, expand, and trade across borders. Consequently, this can 
have a negative impact on investment and growth, as well as the overall competitiveness 
of the EU digital economy (European Commission, 2021, Ravšelj et al., 2021).

Taxation and development mismatch: The taxation of corporate income is based on 
national tax rules, while business models are becoming increasingly global, digital, and 
complex. The aforementioned leads to high tax compliance costs for businesses and risks 
of double taxation. Moreover, there are also risks of tax evasion, as some companies try 
to exploit loopholes between tax systems through aggressive tax planning strategies and 
these undesirable tax planning practices can ultimately distort the trust in the tax system 
as a whole (European Commission, 2021, Ravšelj et al., 2021).

The presented general tax policy challenges affect the national tax systems and businesses, 
which constantly interact with each other. Accordingly, some specific challenges that the 
digital economy poses each of these two can be identified.
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The main challenges that the digital economy brings to national tax systems are (European 
Commission, 2018b):

•	 Companies can access customers in national markets without being effectively taxed in 
the market country.

•	 Unfair advantage of companies operating cross-border over local companies due to lower 
taxation.

•	 Difficulties in establishing the tax liability of a company due to the complex value chain.

The main challenges that the digital economy brings to businesses are (European 
Commission, 2018b):

•	 Uncertainty related to tax obligations when operating in different countries.
•	 Uncertainty on the exact allocation per the jurisdiction of the business value creation.
•	 Uncertainty related to future taxation solutions for new business models.

Therefore, the European Commission should cooperate with other international 
organizations, such as Organisation for Economic Co-operation and Development (OECD), 
to find appropriate global solutions that can address the tax policy challenges for the EU 
digital economy. Despite arriving at meaningful and comprehensive solutions taking time, 
there is an urgent need for the EU to act. Namely, the urgency for an EU action stems from 
the immediate threat of unilateral actions by EU countries which risks further fragmenting 
the single market while preventing the full implementation of the digital single market. 
The longer it takes to find a solution, the more pressure will be placed on individual EU 
countries to act to ensure fair taxation and a more level playing field among businesses 
(European Commission, 2018c). 

Namely, postponing the appropriate response can bring several risks, which can affect 
different stakeholders. The possible risks of postponing EU action are the following 
(European Commission, 2018c):

•	 Risk of creating additional barriers to the emergence and scaling-up of new businesses, 
particularly start-ups. The digital single market will not be able to reach its full potential 
if young and innovative companies are stifled by antiquated tax rules.

•	 Risk of quickly losing competitiveness by deterring investment, innovation and growth by 
providing an uncertain, unstable, fragmented and outdated tax framework.

•	 Risk of missing the chance to realistically agree on a common response in the future. The 
more measures are already in place; the less likely the chances are to agree on a common 
approach.
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Taxation of the digital 
economy

05

5.1 Definition of digital taxes

The digital economy can refer to various things, and the same can also be said for digital taxes. 
In order to simplify the understanding, digital taxes often refer to policies that specifically target 
businesses which provide products or services through digital means using a special tax rate 
or tax base. These include policies that extend existing tax rules in order to ensure a neutral tax 
policy toward all businesses, such as when a country extends its value-added tax to include 
digital services. Moreover, they also include special corporate tax rules designed to identify when 
a digital company has a permanent establishment, even without a physical presence. Accordingly, 
digital taxes can be divided into several categories (Figure 14) (Tax Foundation, 2020):
• Consumption taxes are value-added taxes and other taxes on the sale of final goods or 

services. Countries have been expanding their consumption taxes to include digital goods 
and services.

•	 Digital services taxes are gross revenue taxes with a tax base that includes revenues derived 
from a specific set of digital goods or services or based on the number of digital users within 
a country.

•	 Tax preferences for digital businesses are policies such as research and development (R&D) 
credits and patent boxes that reduce the tax burden on digital businesses. Though most 
preferences are available for any business, some specifically lend themselves to digital 
business models.

•	 Digital permanent establishment rules include redefining what constitutes a permanent 
establishment to include digital companies with no physical presence within a jurisdiction. 
These virtual or digital permanent establishments are usually defined using specific criteria, 
including engagement with the local market.

•	 Gross-based withholding taxes on digital services are used by some countries instead of 
corporate taxes or consumption taxes to tax the revenue of digital firms in connection to 
transactions within a jurisdiction. As gross income taxes, these policies do not substitute for 
income or consumption taxation.
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Figure 14: Different categories of digital taxes

Source: European Commission, 2018b; own elaboration.
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5.2 The digital tax debate

The growth of the digital economy in recent decades has been accompanied by policy 
debates about the taxes digital companies pay and where they pay them. Many digital 
business models do not necessitate a physical presence in the countries where they sell, 
instead reaching customers via remote sales and service platforms. Digital business 
models, including e-commerce marketplaces, web-based services platforms, media 
companies and cloud services, have all motivated to adopt the targeted tax policies (Tax 
Foundation, 2020). In the EU context, it is emphasized that tax policy should be updated 
and aligned with modern realities since, in this way, the EU can achieve: 1) tax fairness 
(i.e., a level playing field for all businesses), 2) a competitive economy (i.e., supporting 
business growth and innovation), and 3) sustainable tax revenues (i.e., a future-proofed 
solution). The update of tax policy is crucial, especially due to the following trends that can 
be observed in the EU digital economy (Figure 15) (European Commission, 2018c):

•	 Digital companies are growing fast. The average annual revenue growth of the top digital 
firms is 14% compared to between 0.2% and 3% for other multinationals.

•	 Digital companies rely less on physical presence. Only 50% of the affiliates of digital 
multinationals are foreign-based, compared to 80% for traditional multinationals.

•	 Digital companies pay lower tax rates. Companies with digital business models pay on 
average half the effective tax rate of companies with traditional business models.
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Figure 15: Key facts of the EU digital economy

Source: European Commission, 2018c.
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According to the presented key facts of the EU digital economy, it is important to establish 
an appropriate tax policy to capture the specifics of the digital economy. However, in some 
cases, the tax policies are adapted by extending the old rules to new players, while other 
tax policies are designed to adopt special taxes directed specifically at digital businesses 
and platforms. Consumption tax policies have shifted to account for the growing number 
of products and services delivered digitally, often without a taxable presence in the country 
where the products are consumed. Furthermore, policymakers have looked into ways to 
change corporate taxes in order to capture the activity of digital companies in countries. 
Preferential tax regimes, such as shorter depreciation schedules for intangibles, targeted 
R&D tax relief, and patent boxes, have resulted in lower taxation for digital companies. While 
the arguments for these preferences encourage innovation and investment in cutting-edge 
technologies, the lower tax burden created by the incentives has created a disparity in the 
taxation of digital businesses compared to other sectors (Tax Foundation, 2020).

In response to the difference in tax burdens, policymakers have sought new taxation 
tools targeted (in some cases) at the same businesses that are eligible for the targeted 
preferences. Because the major digital companies are multinational corporations, the 
digital tax debate has resulted in the need for an international agreement on whether rules 
should be altered. Namely, individual country policies are likely to intersect or contradict 
one another without a multilateral agreement, resulting in double taxation (Tax Foundation, 
2020).

Modernizing international tax rules to appropriately capture the digital economy will 
definitely affect both where and how much tax digital businesses pay. Namely, international 
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Figure 16: Key facts of the EU digital economy

Source: European Commission, 2018c.
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corporate income taxation norms rely on value creation, facilitating the decision where a 
business pays taxes (Tax Foundation, 2020). However, taxing digital activities is not as 
straightforward as taxing non-digital activities (Figure 16).

Accordingly, a new perspective on the value creation debate has arisen within the digital 
tax debate. Proponents of digital taxation frequently argue that the value contributed by 
users of social media platforms or e-commerce websites should be considered because 
the data provided by user habits are then translated into targeted advertisements or other 
customized services. Attributing value to a user that accesses a free service is economically 
challenging because there is no price signal connected to the single user, and creating a 
network of users as a value-creating asset comes with similar measurement and valuation 
challenges. Although network effects are prevalent in some digital business models, such 
effects are also common throughout other parts of the economy and do not give rise to 
special tax rules. Tax policies that follow the logic of value created by users imply that the 
location of value creation for tax purposes would necessarily change. Just as the global 
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population is not evenly distributed across countries, recent measures of value created by 
digital companies are concentrated in certain jurisdictions (Tax Foundation, 2020).

Due to the current mismatch between the distribution of internet users and the location 
of digital production, changing tax rules to reflect where users are located would change 
where businesses owe and pay taxes. The aforementioned emphasizes the political 
challenges of redesigning the tax rules in such a way that it affects which countries receive 
tax revenue from digital businesses. This is where the OECD has stepped in to manage 
negotiations among countries around the world. The contradictory tax policies resulting 
from unilateral action (such as digital services taxes) require multilateral action to avoid 
harmful taxation practices (Tax Foundation, 2020).

5.3 Digital tax policy agenda in the OECD/EU context

The rapid growth of the digital economy and the challenge of its taxation has prompted 
governments to question whether existing tax rules are fit for capturing the specifics of 
the digital economy. Namely, the creative tax practices employed by some of the largest 
technology and digital companies fueled this debate even further. Accordingly, some of 
the global taxation rules affecting the digital economy are very close to being overhauled 
(Digital Watch Observatory, 2022). The OECD has been leading global negotiations on 
reforming tax rules for many years. In order to tackle the rising challenges related to 
taxing the digital economy, the OECD proposed a so-called Two-Pillar Solution, which is 
comprised of Pillar One and Pillar Two (Table 1) (OECD, 2021).
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Table 1: Key elements of the two-pillar solution

Pillar One Pillar Two

Taxing rights over 25% of the residual profit of 
the largest and most profitable multinational 

companies would be reallocated to the 
jurisdictions where the customers and users of 

those multinational companies are located.

GloBE rules provide a global minimum tax of 
15% on all multinational companies with annual 

revenue of over 750 million euros.

Tax certainty through mandatory and binding 
dispute resolution, with an elective regime to 

accommodate certain low-capacity countries.

Requirement for all jurisdictions that apply a 
nominal corporate income tax rate below 9% 
to interest, royalties and a defined set of other 

payments to implement the “Subject to Tax 
Rule” into their bilateral treaties with developing 
Inclusive Framework members when requested 
to, so that their tax treaties cannot be abused.

Removal and standstill of digital services taxes 
and other relevant, similar measures.

Carve out to accommodate tax incentives for 
substantial business activities

The establishment of a simplified and 
streamlined approach to the application of the 

arm’s length principle in specific circumstances, 
with a particular focus on the needs of low-

capacity countries.

Source: OECD, 2021.
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Pillar One aims to ensure a fairer distribution of profits and taxing rights between countries 
in relation to the largest multinationals that benefit the most from globalization (Figure 17). 
In this context, tax certainty is a crucial aspect of the new rules, which include a mandatory 
and binding dispute resolution process for Pillar One but with the caveat that developing 
countries will be able to benefit from an elective mechanism in certain cases, ensuring 
that the rules are not too onerous for low-capacity countries. The agreement to reallocate 
profit under Pillar One includes the removal and standstill of Digital Services Taxes and 
other relevant, similar measures, bringing an end to trade tensions resulting from the 
instability of the international tax system. It will also provide a simplified and streamlined 
approach to the application of the arm’s length principle in specific circumstances, with 
a particular focus on the needs of low-capacity countries. Pillar One would bring dated 
international tax rules into the 21st century by offering market jurisdictions new taxing 
rights over multinational companies, whether or not there is a physical presence (OECD, 
2021):
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Figure 17: Visualization of the Pillar One

Source: OECD, 2021.
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•	 Under Pillar One, 25% of profits of the largest and most profitable multinational companies 
above a set profit margin (residual profits) would be reallocated to the market jurisdictions 
where the multinational companies’ users and customers are located; this is referred to 
as Amount A.

•	 Pillar One also provides for a simplified and streamlined approach to the application of 
the arm’s length principle to in-country baseline marketing and distribution activities 
(Amount B).

•	 Pillar One includes features to ensure dispute prevention and dispute resolution in order 
to address any risk of double taxation, but with an elective mechanism for some low-
capacity countries.

•	 Pillar One also entails the removal and standstill of digital services taxes and similar 
relevant measures to prevent harmful trade disputes.

Pillar Two puts a floor on tax competition on corporate income tax through introducing 
a global minimum corporate tax rate of 15% that countries can use to protect their tax 
bases (the GloBE rules) (Figure 18). Pillar Two does not eliminate tax competition, but it 
does set multilaterally agreed limitations on it. Tax incentives provided to spur substantial 
economic activity will be accommodated through a carve-out. Pillar Two also protects 
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Figure 18: Visualization of the Pillar Two

Source: OECD, 2021.
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the right of developing countries to tax certain base-eroding payments (like interest and 
royalties) when they are not taxed up to the minimum rate of 9% through a “Subject to 
tax rule” (STTR). Specifically, pillar Two provides a minimum 15% tax on corporate profit, 
putting a floor on tax competition. Governments worldwide agree to allow additional taxes 
on the foreign profits of MNEs headquartered in their jurisdiction at least to the agreed 
minimum rate. This means that tax competition will now be backstopped by a minimum 
level of taxation wherever a multinational company operates. A carve-out allows countries 
to continue to offer tax incentives to promote business activity with real substance, like 
building a hotel or investing in a factory (OECD, 2021).
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Figure 14: Proposed legislative solutions to tax the digital economy in the EU

Source: European Commission, 2018b; own elaboration.
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In the EU context, the European Commission proposed two legislative solutions (Figure 
19) (European Commission, 2018c):

• Corporatie tax reform. The first legislative solution aims to reform corporate tax rules 
so that profits are registered and taxed where businesses have significant interaction 
with users through digital channels. This initiative is considered a preferred long-term 
solution.

• Introduction of an intermediate tax. The second legislative solution refers to calls from 
several EU countries for an interim tax which covers the main digital activities that 
currently escape tax altogether in the EU. This initiative is aimed at fixing the urgent gaps.

A common reform of the corporate tax rules for digital activities in the EU. According to 
this proposal (Figure 20), the EU countries could tax profits generated in their territory, even 
if a company does not have a physical presence there. The new tax rules would ensure 
that online businesses contribute to the public purse on a par with traditional “brick-and-
mortar” businesses. A digital platform will be deemed to have a taxable digital presence or 
a virtual permanent establishment in the EU country if it fulfils one of the following criteria: 
1) it exceeds a threshold of €7 million in annual revenues in the EU country; 2) it has more 
than 100,000 users in the EU country in a taxable year; and 3) over 3000 business contracts 
for digital services are created between the company and business users in a taxable year. 
The new tax rules will also change how profits are allocated to the EU countries to better 
reflect how companies can create value online, such as depending on where the user is 
located at the time of consumption. Finally, the new tax system establishes a real link 
between where digital profits are generated and where they are taxed. Nevertheless, the 
measure could eventually be incorporated into the scope of the Common Consolidated 
Corporate Tax Base (CCCTB) (European Commission, 2018c).
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Figure 20: A common reform of the corporate tax rules for digital activities in the EU

Source: European Commission, 2018c.
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An interim tax on certain revenue from digital activities. According to this proposal (Figure 
21), it is ensured that those activities which are currently not effectively taxed would begin 
to generate immediate revenues for the EU countries. It would also facilitate avoiding 
unilateral measures to tax digital activities in certain EU countries, which could result in a 
patchwork of national responses that would be detrimental to the European single market. 
Unlike the common EU reform of the underlying tax rules, this indirect tax would apply to 
revenues generated by certain digital activities that are currently exempt from the current 
tax framework. This system will apply only as an interim measure until the comprehensive 
reform has been implemented, and it includes mechanisms to reduce the possibility of 
double taxation. The tax will apply to revenues generated by activities in which users play 
a significant role in value creation and which are the most difficult to capture under current 
tax rules, such as those revenues: 1) generated from selling online advertising space; 2) 
generated from digital intermediary activities which allow users to interact with other users 
and which can facilitate the sale of goods and services between them; and 3) generated from 
the sale of data generated from user-provided information. Tax revenues would be collected 
by the EU countries where the users are located and would apply only to companies with 
total annual global revenues of €750 million and EU revenues of €50 million. This will help to 
ensure that smaller start-ups and scale-up businesses remain unburdened. An estimated 
€5 billion in revenues a year could be generated for the EU countries if the tax is applied at a 
rate of 3% (European Commission, 2018c).
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Source: European Commission, 2018c.

Generally, there arre two broad types of taxation influence the digital economy (Figure 
22). The first taxation type is corporate tax, which is imposed by jurisdictions directly on 
companies over the income they make in that country. This type of taxation is usually referred 
to as direct taxation and is the equivalent of a person paying tax on his or her income. In 
recent years, companies from the United States have been establishing their headquarters 
in EU countries with low corporate tax rates, such as Ireland. Since there was no physical 
presence of companies from the United States, other countries whose citizens were also 
customers of those companies have not been able to tax these companies. Moreover, most 
jurisdictions only tax their companies’ domestic income since they assume that foreign 
income will be taxed in other countries. Therefore, it became clear that the old rules of linking 
corporate tax to a physical location of a company were no longer appropriate for today’s 
reality. The second taxation type is a consumption tax, which is levied on consumers over 
the things or services they consume (e.g. value-added tax, sales tax, excise tax, etc.). Since 
the tax is levied by the companies or people customers buy their goods or services from, this 
is referred to as indirect taxation  (Digital Watch Observatory, 2022).

Figure 21: An interim tax on certain revenue from digital activities

Source: European Commission, 2018c.
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Source: Digital Watch Observatory, 2022.

Figure 22: Direct versus indirect taxes

37

Several steps have already been taken to establish an appropriate tax system for the 
taxation of the digital economy in the EU. The important EU milestones in direct digital taxes 
are the following (Figure 23). In October 2013, the EU started sponsoring an expert study on 
the digital economy. The European Commission issued the report of the expert group on the 
taxation of the digital economy in May 2014. In June 2016, the European Parliament released 
the “tax challenges in digital economy” report. The European Commission put forward two 
proposals: 1) equalization tax on the turnover and 2) the concept of a digital permanent 
establishment in September 2017. In March 2018, the European Commission put forward 
two proposals: 1) interim of digital services tax and 2) the concept of virtual permanent 
establishment to member states to amend their treaties. Later that year, in December 2018, 
the Economic and Financial Affairs Council of the EU failed to reach an agreement on a 
digital services tax but, at that time, was considering a digital advertising tax. In March 2019, 
the Economic and Financial Affairs Council of the EU failed to reach an agreement on a 
digital advertising tax. Two years later, in March 2021, legislation on reporting requirements 
for digital businesses (DAC7) was published. Later this year, in December 2021, a Directive 
to incorporate Pillar Two into EU law was proposed (KPMG, 2022).
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Figure 23: EU milestones in direct digital taxes

Source: KPMG, 2022.
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Several important milestones have been achieved in the EU regarding indirect digital taxes 
(Figure 24). In 2002, a value-added tax directive was published. It requires non-EU sellers 
of business-to-consumer digital services to register and collect value-added tax in the EU 
country where the consumer is located. It became effective on 1 July 2003. In 2010, a value-
added tax directive was published. It changed the EU value-added tax place of supply rules, 
including expanding the business-to-consumer digital services rules to EU vendors and 
introducing an EU-wide compliance mechanism. It became effective on 1 January 2015. In 
2017, an e-commerce value-added tax directive was published. It changed some compliance 
rules for business-to-consumer digital services (became effective on 1 January 2019) 
and introduced value-added tax obligations for remote sellers of goods (became effective 
on 1 January 2021). In 2018, a value-added tax directive on the optional reduced value-
added tax rate for electronic publications and a value-added tax directive and regulation to 
amend e-commerce were proposed. In 2019, a value-added tax directive and implementing 
regulation amending the e-commerce package were published in the Official Journal and 
became effective on 1 July 2021. In 2020, regulations and guidance on the implementation 
of e-commerce packages were proposed. Moreover, a directive that implemented rules for 
the exchange of value-added tax payment data to aid the detection of value-added tax fraud 
in the digital economy was published. It will become effective on 1 January 2024. In 2022, a 
directive amending sourcing rules for live streaming of performances was published. It will 
become effective on 1 January 2025 (KPMG, 2022).
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Figure 24: EU milestones in indirect digital taxes

Source: KPMG, 2022.
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5.4 Digital service tax in the EU

Over recent years, concerns have been raised that the existing international tax system 
does not properly capture the digitalization of the economy. According to the current 
international tax rules, multinational companies generally pay corporate income tax where 
production occurs rather than where consumers or, specifically for the digital sector, users 
are located. Some argue, however, that through the digital economy, businesses (implicitly) 
derive income from users abroad but are not subject to corporate income tax in that foreign 
country because they lack a physical presence. In order to address these concerns, the OECD 
has been hosting negotiations with countries around the world to adapt the international tax 
system. The current proposal would require some of the largest multinational companies 
to pay some of their income taxes in the countries where their customers are located. 
This proposal is known as Pillar One, which would replace some existing norms for taxing 
multinational companies and run counter to some policies that countries have put in place to 
tax digital companies in recent years. The most common form is a digital services tax, which 
is a tax on selected gross revenue streams of large digital companies. Because Pillar One 
is focused on changing where profits are taxed, including for many large digital companies, 
digital services taxes are expected to be repealed in a transition process which is expected 
to be completed by the end of 2023 (Tax Foundation, 2022).
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Figure 25: Digital services taxes in Europe

Source: Tax Foundation, 2022.
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Several EU countries, together with other non-EU countries (e.g. the United States and the 
United Kingdom), laid out a plan to roll back digital services taxes and retaliatory tariff threats 
once the Pillar One rules are implemented. The joint statement outlined a crediting approach 
to bridge between digital services tax liability and the new Pillar One tax liability for the 
companies in the scope of both. The aforementioned would be necessary for the transition 
expected to occur with minimal double taxation for the companies that would be subject to 
both Pillar One and existing digital services taxes. Nevertheless, it is still unclear how many 
different policies might be removed if Pillar One ever gets adopted. The OECD agreement, 
however, may have an influence on several countries. So far, about half of all European OECD 
countries have either announced, proposed, or implemented a digital services tax (Figure 25) 
(Tax Foundation, 2022).
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In the context of the EU, Austria, France, Hungary, Italy, Poland, Portugal, and Spain have 
implemented a digital services tax. Moreover, Belgium, the Czech Republic, Denmark, and 
Slovakia have published proposals to enact a digital services tax, while Latvia and Slovenia 
have either officially announced or shown intentions to implement a digital tax (Table 2). 
However, the structure of the proposed and implemented digital services taxes differs 
significantly between the EU countries. While Austria and Hungary only tax revenues from 
online advertising, France’s tax base is much broader, including revenues from the provision 
of a digital interface, targeted advertising, and the transmission of data collected about 
users for advertising purposes. Moreover, the tax rates range from 1.5% in Poland to 7.5%  in 
Hungary (although the tax rate is temporarily reduced to 0%) (Tax Foundation, 2022).

Table 2: Digital services taxes in the EU OECD Countries (as of June 2022)

Country Tax rate Scope Description

Austria 5% Online advertising

Implemented: Effective from January 2020. 
Joined statement on 21 October 2021 that 
repeal of the digital services tax would be 
contingent on Pillar One implementation.

Belgium 3% Selling of user data

Proposed: A digital services tax was first 
introduced in January 2019 but was rejected 
in March 2019. An adjusted digital services 
tax proposal was reintroduced in June 2020, 
however, the new government, sworn on 1 
October 2020, announced it will wait for a 
global solution.

Czech 
Republic 5%

1) Targeted advertising
2) Use of multilateral 

digital interfaces
3) Provision of user data 

(additional thresholds 
apply)

Proposed: Discussions delayed due to the 
Covid-19 pandemic. There is a proposed 
amendment that reduces the tax rate from 7% 
to 5%.

Denmark 6% Online streaming 
services Proposed: To be implemented in 2024.

France 3%

1) Provision of a digital 
interface

2) Advertising services 
based on users’ data

Implemented: Retroactively applicable as 
of 1 January 2019. Joined statement on 
21 October 2021 that repeal of the digital 
services tax would be contingent on Pillar One 
implementation.

Hungary 7.5% Advertising revenue

Implemented: As a temporary measure, the 
advertisement tax rate has been reduced to 
0%, effective from 1 July 2019 through 31 
December 2022.
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Country Tax rate Scope Description

Italy 3%

1) Advertising on a digital 
interface

2) Multilateral digital 
interface that allows 
users to buy/sell goods 
and services

3) Transmission of user 
data generated by using 
a digital interface

Implemented: Effective from January 2020. 
Joined statement on 21 October 2021 that 
repeal of the digital services tax would be 
contingent on Pillar One implementation.

Latvia - -

Announced/shows intentions: The Latvian 
government commissioned a study to 
determine the increase in tax revenue based 
on the assumption that the country levies a 
3% digital services tax.

Poland 1.5%
Audiovisual media 
service and audiovisual 
commercial 
communication

Implemented: Effective from July 2020. There 
is a separate proposal to tax advertisement 
revenues of broadcasters, tech companies, 
and publishers.

Portugal 4%

1) Audiovisual commercial 
communication on 
video-sharing platforms

2) Subscriptions for 
video-on-demand 
services

Implemented: Effective from February 2021.

Slovakia - -

Proposed: The Ministry of Finance opened 
a consultation on a proposal to introduce a 
digital services tax on revenue of nonresidents 
from the provision of services such as 
advertising, online platforms, and sale of user 
data, however, there were no further steps 
taken, and none of the political parties have 
put forward digital tax as their priority agenda.

Slovenia - -

Announced/shows intentions: The Ministry 
of Finance announced a government 
proposal to submit a draft bill to the National 
Assembly introducing a digital services tax 
by 1 April 2020, however, there has been no 
development so far.

Spain 3%

1) Online advertising 
services

2) Sale of online 
advertising

3) Sale of user-data

Implemented: Effective from January 2021. 
Joined statement on 21 October 2021 that 
repeal of the digital services tax would be 
contingent on Pillar One implementation.
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Figure 26:
Tax transparency initiatives

Source: Loyens & Loeff, 2020; own elaboration.
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5.5 Tax transparency agenda in the EU

In recent years, the European Commission announced several initiatives aimed at 
increasing tax transparency and compliance with tax obligations, simplifying certain tax 
rules and procedures (particularly regarding value-added tax), and promoting so-called 
fair taxation. However, the effectiveness of these initiatives will depend on the willingness 
of the EU countries to adopt the appropriate EU and national legislation. The Tax Package 
generally covers three separate but related initiatives: 1) Tax Action Plan; 2) a proposal to 
amend the Directive on Administrative Cooperation; and 3) Communication on tax good 
governance (Figure X) (Loyens & Loeff, 2020).

Tax Action Plan. It covers 25 actions, 
which are expected to be implemented 
by 2024. These actions are aimed at: 1) 
reducing administrative obstacles for 
businesses operating within the EU; and 
2) helping EU countries to exploit the 
potential of data and new technologies to 
better fight tax fraud, improve compliance 
and reduce administrative burdens. 
The majority of the actions are related 
to value-added tax. Among others, the 
European Commission proposes to move 
towards a single EU value-added tax 
registration system, to extend the scope 
of the value-added One Stop Shop (OSS), 
to modernize the value-added tax rules 
in order to ensure that they are adapted 
to the online platform economy and to 
introduce a mechanism to prevent and 
solve value-added tax disputes. Other 

noteworthy actions are establishing an expert group on transfer pricing and assessing 
the harmonization of the criteria to determine tax residence within the EU (Loyens & Loeff, 
2020).

Amendment of the Directive on Administrative Cooperation. The European Commission 
proposes to further amend the Directive on Administrative Cooperation (most recently 
amended in 2018 by a directive (DAC6) to include mandatory disclosure rules for 
intermediaries on certain cross-border arrangements). The amendments, which the 
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European Commission aims to have in effect as of 2022 (subject to prior adoption by the 
Council of the EU and implementation by the EU Member States), would extend the EU tax 
transparency rules to digital platforms. The proposal would require certain digital platform 
operators to perform specific due diligence procedures and collect and report information 
on parties that use their platforms to sell goods, provide certain services or invest and 
lend in the context of crowdfunding. The information reported would be automatically 
exchanged between the EU countries. Furthermore, the proposal seeks to strengthen 
administrative cooperation by reinforcing existing rules. For example, royalties would 
be added to the categories of income on which information is automatically exchanged 
between EU countries. In addition, a framework is proposed to be introduced for the 
conduct of joint audits between two or more EU countries (Loyens & Loeff, 2020).

Communication on Tax Good Governance. The Communication on Tax Good Governance 
outlines how the EU can further promote the principles of transparency and fair taxation. 
The European Commission intends to start a reform of the Code of Conduct for Business 
Taxation (the Code) while awaiting the outcome of the international tax reform discussions 
at the OECD level. The Code is a soft law instrument that sets out principles for fair tax 
competition and is used to determine whether a tax regime or measure is harmful. The 
European Commission proposes to widen the scope of the Code to cover additional types 
of tax measures and general aspects of national corporate tax systems, as well as relevant 
taxes other than corporate tax. The European Commission also intends to modify the 
selection process and screening criteria of non-EU jurisdictions for purposes of the EU 
list of non-cooperative jurisdictions. The Commission proposes to update the scoreboard 
being used to select the most relevant jurisdictions to screen by the end of 2020. The EU list 
of non-cooperative jurisdictions is already used for two types of countermeasures. First, 
key EU funding legislation prevents EU funds from being invested in or channelled through 
listed jurisdictions. Second, EU countries committed themselves in December 2019 to 
adopt, as of 2021 at the latest, at least one defensive tax measure recommended by the 
EU Code of Conduct group (e.g., denial of deductions of certain payments made to entities 
in listed jurisdictions or a withholding tax on such payments). In the Communication, the 
European Commission also urges EU countries to mirror the EU efforts regarding using 
their own funds. It will seek alignment of EU and national funding policies and consider 
the alignment between the use of funds and the application of EU countries’ defensive 
measures. The European Commission aims to evaluate the defensive measures used by EU 
countries by 2022. The European Commission may then consider proposing a legislative 
proposal to coordinate defensive measures (Loyens & Loeff, 2020).
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The digital economy, or more specifically, its taxation, does not require only appropriate tax 
mechanisms but also effective and efficient tax administration, which should also pursue 
globalization and digitalization trends. Namely, taxpayers and countries around the world 
consider paying taxes as their most challenging and time-consuming interaction with the 
government. Therefore, improving tax compliance and collecting sufficient revenue has 
become a priority for many governments, as this revenue is necessary to finance public 
goods and services. This is why tax administrations are undertaking digital transformation 
and related automation of tax systems. Namely, adopting appropriate technologies in tax 
administration can enable successful and sustainable tax reforms, reduce the obstacles to 
compliance, and ensure the proper taxation of the digital economy. The Covid-19 pandemic, 
which significantly accelerated the use of digital commerce, made the digital transformation 
even more pressing for tax administrations (Estevão, 2021).

Digital transformation of tax 
administration

06
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Besides its important role in changing the dynamics of the economy, digitalization can 
play a crucial role in facilitating tax administration to lower compliance and administrative 
costs, collect more revenue more efficiently, enhance transparency and service to taxpayers, 
and accommodate big data flows (Asian Development Bank, 2022). Accordingly, combined 
with effective tax policies, a robust and efficient tax administration represents a critical 
element of any modern tax system in the contemporary economy. Without these essential 
ingredients, governments cannot generate the resources needed to develop a sustainable 
economy (Hendriyetty et al., 2022).

Although the Covid-19 pandemic has already challenged and will further reshape tax 
administration in all countries in the immediate future, the greatest challenges in the 

medium and longer term come from 
continuing developments in the digital 
economy. Just as economies around the 
world are grappling to come to terms with 
the transition from the third industrial 
(or digital) revolution (involving the 
development of computers and information 
technology from the middle of the 20th 
century onwards) to the fourth industrial 
revolution (characterized by extensive 
digitalization and the explosive and 
disruptive development of fresh, new, and 
previously unimaginable technologies), 
tax administrations are grappling with 
the consequences of this shift for the 
sustainability of their tax bases and the 
efficient administration and collection of 
taxes (Hendriyetty et al., 2022).

Accordingly, the tax administration 
should follow the development of the 
digital economy and continue with 
its digital transformation. The digital 
transformation of tax administration has 
accelerated in recent decades, as the cost 
of digital technologies has decreased and 
powerful tools to develop applications 
have become more user-friendly (Estevão, 
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Figure 28: Characterization of the evolution of tax administration

Source: OECD, 2020a; Asian Development Bank, 2022.
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The endpoint, as envisaged today, is a completely digitized, automated tax administration 
driven by data automatically streamed from the taxpayer, captured, cleaned, filtered, matched, 
and warehoused for assessing risk, audit, dispute, and other processes (Asian Development 
Bank, 2022).

2021). The evolution of digital transformation of tax administration can be conceptualized 
by sketching the starting point, in-between stages, and aspirational endpoint as follows 
(Figure 28) (OECD, 2020a; Asian Development Bank, 2022):

• Tax administration 1.0 represents a paper-based tax administration with traditional 
functions.

• Tax administration 2.0 demonstrates an e-administration, where most of the functions 
are digitized; although the fundamental processes remain the same, however, performed 
in a faster and more efficient way.

• Tax administration 3.0 represents a paradigm shift, where the taxpayer and tax 
administration systems are interconnected, compliance is automatic and seamless, 
and traditional decision functions are done by technology.
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The debate on digital economy taxation in the EU is far from over. Accordingly, policymakers 

should seek to follow sound principles in developing, refining, and (in some cases) removing 

digital tax policies. Currently, the EU and other countries are working to extend existing tax 

rules to digital businesses in two policy areas: corporate income taxes (and associated 

permanent establishment rules) and consumption. The aforementioned presents an 

opportunity to move toward equal treatment of physical and digital business models. 

However, it also reveals significant challenges, especially from the perspective of aligning 

standards and implementing tax policies on a multilateral basis. Tax policies in these 

areas should meet a high bar for alignment with other jurisdictions, minimize complexity 

and compliance costs, and avoid differential treatment of targeted business sectors (Tax 

Foundation, 2020).

In two other policy areas, digital services taxes and gross-based withholding taxes, the 
EU and other countries rely on novel approaches to taxing digital businesses. However, 
policymakers must be cautious when relying on these new approaches since they can 
easily become distortive and discriminatory, consequently leading to economically harmful 
tax practices. Therefore, it is often suggested that preferences for digitalized businesses 
should be focused more on innovation rather than on creating tax windfalls. Accordingly, 
several policy recommendations can be followed when designing and implementing tax 
policies meant to address the challenges of taxing digital business models (Tax Foundation, 
2020).

Consumption taxes. Expanding consumption taxes to include digital services and 
products can achieve a neutral broadening of the tax base. The purpose of consumption 
taxes is to tax where consumption occurs. Accordingly, broadening tax bases to digital 
consumption simply extends that principle. Nevertheless, differences in compliance costs, 

Policy recommendations07

Policy recommendations



49

rates, or registration thresholds can create new distortions or unnecessarily increase 
compliance costs. Accordingly, the EU countries should pursue: 1) a broad consumption 
tax base that includes digital services and products and achieves equal treatment between 
digital and physical businesses; 2) alignment with general standards for collecting data on 
remote sales and digital transactions; and 3) compliance requirements that are designed 
to minimize the costs associated with building new systems and identifying the location of 
a sale or customer. On the other hand, EU countries should avoid policies targeting digital 
cross-border transactions with rates that differ from those that would apply to similar 
local commerce (Tax Foundation, 2020).

Digital services taxes. Digital services taxes should, by and large, be removed to avoid 
the distortions that taxes on revenues create. Absent repeal, countries should clarify 
ways businesses can avoid being taxed twice on digital income. Accordingly, EU countries 
should pursue: 1) clear timelines for removing digital services taxes to avoid a harmful tax 
and trade war; 2) policies that clearly allow for relief from double taxation. On the other 
hand, EU countries should avoid adopting digital services taxes to prevent the distortions 
that such revenue-based taxes create (Tax Foundation, 2020).
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Tax preferences for digital businesses. Preferences for digital businesses create an unlevel 
playing field and are not in line with the principle of neutral tax policy. Countries should 
consider how their preferences spur innovation or simply create tax windfalls. Accordingly, 
EU countries should pursue neutral treatment of investment in capital assets using either 
full expensing or a neutral cost recovery system to avoid distorting investment decisions 
due to better tax treatment of investment in intangible assets. On the other hand, EU 
countries should avoid: 1) research & development tax credits with high compliance costs, 
which only benefit firms that can afford to comply; and 2) using patent boxes to attract 
intangible asset income because the policies lead to tax windfalls and distort investment 
and income patterns (Tax Foundation, 2020).

Digital permanent establishment rules. Some countries are adjusting their definitions of 
permanent establishments when developing policies to tax corporate income from digital 
businesses. However, this immediately raises the possibility of double taxation. While 
countries continue to disagree on allocating taxable corporate income, the challenges 
associated with some countries attempting to tax digital business income without creating 
double taxation will persist. Though comprehensive international tax reforms would 
address the economy’s digitalization, countries will likely focus on reforms aimed at digital 
business models rather than taking on the challenge of broadly adopting fundamental 
reforms. Outside of a fundamental reform to the international tax system, countries should 
recognize that navigating definitions of digital permanent establishments come with risks. 
Accordingly, EU countries should pursue multilateral negotiations when developing new 
approaches for taxing the corporate income of nonresident businesses. On the other hand, 
EU countries should avoid: 1) rules targeted at specific industries or sectors that would 
create unstable policies in the context of a rapidly changing and digitalizing economy; and 
2) unilateral pursuit of digital permanent establishment regulations that are likely to result 
in double taxation and harm efforts to coordinate policies (Tax Foundation, 2020).

Gross-based withholding taxes on digital services. Gross-based withholding taxes on 
digital services are a poor proxy for corporate income taxes and represent a shortcut 
to taxing digital companies without considering the challenges of identifying a virtual 
permanent establishment. Policymakers should avoid relying on gross-based withholding 
taxes to tax digital businesses that do not have a local presence. Accordingly, EU countries 
should avoid relying on policies that are neither efficient nor transparent as rough 
substitutes for either consumption or income taxes (Tax Foundation, 2020).
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Tax systems represent an important source of financing public expenditures in every country. 

However, recent digitalization trends are transforming the way citizens and businesses operate 

in a highly globalized economy, providing several challenges. As the digital transformation 

of the economy accelerates, which also affects the development and digitalization of new 

business models, governments are struggling to find appropriate solutions which can ensure 

fair and effective taxation, as the existing corporate taxation rules are outdated to catch 

such evolution (European Commission, 2018a, 2018b, 2018c). Nowadays, business models 

and corporate structures have become more complex, which makes possibilities for easier 

shifting profits. This has made determining which country is supposed to tax the income of a 

multinational corporation more difficult (European Commission, 2015; Ravšelj et al., 2021). 

In the context of the EU, it is established that digital companies are growing fast, rely less on 

physical presence and pay lower tax rates compared to companies with traditional business 

models (European Commission, 2018c). Since digitalization trends are expected to continue, 

it is crucial to establish a tax system that can capture the specifics of the digital economy.

Despite the presented challenges, digital technologies also provide several opportunities 
for tax administrations, which play an important role in tax systems. The opportunities 
mainly refer to effective and efficient taxation, which can consequently reduce 
administrative burdens, facilitate collaboration between tax authorities, and address tax 
evasion (OECD, 2020a). Namely, combined with an effective tax system, a robust and 
efficient tax administration represents a critical element of any modern tax system in the 
contemporary digital economy. Without these essential ingredients, governments cannot 
generate the resources needed to develop a sustainable economy in the EU (Hendriyetty 
et al., 2022).

Conclusion08
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Therefore, it is crucial for EU countries to design their tax system to support the constant 
development of the digital economy. Namely, well-designed tax systems can facilitate 
taxpayers to comply with and promote economic development while raising sufficient 
revenue for the priorities of national governments. Contrary, poorly structured tax systems 
can be costly, distort economic decision-making, and harm domestic economies (Tax 
Foundation, 2021). Accordingly, the debate on digital economy taxation in the EU is far 
from over. Therefore, the EU will need a robust, efficient and fair tax framework that meets 
public financing needs and suits the specifics of the digital economy while also fostering 
the twin (green and digital) transition of the EU economy (European Commission, 2021; 
Ravšelj et al., 2021).
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