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The advent of 
information 
technology has 
changed the way 
business is conducted 
across the globe. 
New business 
models shook the 
very foundations on 
which international 
tax laws have been 
built. Data is the 
new oil that runs 
economies and most 
of the top 10 largest 
companies in the 
world by market 
capitalisation 
are technology 
companies like 
Amazon, Alphabet 
(Google parent), 
Facebook and 
Alibaba only operate 
on digital space 
and mostly need no 
physical presence 
for their activities. 
An attempt has been 
made in the article to 
revisit the initiatives 
in India to bring 
the digital economy 
under tax purview. 
Read on…

The advent of information 
technology has changed the way 
business is conducted across 
the globe. There is a complete 
disregard of geographical 
barriers. New business models 
which have not been envisaged 
by international tax rules have 
been deployed. These models 
don’t require them to be 
even physically present to do 
business in a country. Nexus 
based on physical presence is 
no longer relevant these days, 
which was the foundation 
of most tax conventions. 
Substantial valuation is derived 
by companies from the data 
and information collected, 
transmitted and exchanged 
through the digital channels. 
The proliferation of internet in 
emerging economies coupled 

by lower cost of devices greatly 
increased the market reach of 
digital companies. Companies 
like Amazon, Google, Netflix 
and Facebook only operate on 
digital space and mostly need 
no physical presence for their 
activities. 
OECD – BEPS Project

The Organisation for Economic 
Cooperation and Development 
(OECD), began to delve on the 
intricacies of taxation in the 
digital economy. Globalization 
meant that domestic tax 
policies, cannot be designed 
in isolation it needs revamped 
approach and cooperation 
among jurisdictions for 
mutual benefit. The increasing 
interconnectivity among global 
economies, particularly due 
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to digital means exposed the 
gaps that can be created by 
interactions between domestic 
laws. Hence, OECD felt a 
pressing need to complement 
rules with a fundamentally new 
set of standards to establish 
international coherence in 
corporate taxation.

The final report for BEPS 
Action Plan 1 – Chapter 
4 deals with sectors 
which are impacted by 
the digital economy. It 
specifies among others 
certain business models 
like ecommerce, digital 
payment services, 
online advertising, 
cloud computing, digital 
platforms, etc.

The first action plan of OECD 
BEPS project was to address 
the tax challenges of the digital 
economy. The aim was to 
identify the main difficulties 
from digital economy for 
application of the current 
international tax rules. It 
required a holistic approach 
on this subject and considers 
both direct and indirect taxes. 
The main focus areas have 
been around significant digital 
presence in another economy 
without taxation due to nexus 
under current rules, attribution 
of value created from generation 
of marketable location relevant 
data, application of related 
source rules, etc. 
Some of the solutions proposed 
in other action plans to deal 
with this issue have been. 
� Modification of the 

definition of Permanent 
Establishment (PE). 

� Review of PE exceptions 
and introduce new anti-
fragmentation rules. 

� Updates to transfer 
pricing guidance related to 
intangibles. 

� CFC rules to tax digital 
income in the jurisdiction of 
ultimate parent.  

OECD also spent efforts on 
indirect taxes side, as there are 
challenges pertaining to Value 
Added Tax (VAT) collection, 
where goods, services and 
intangibles are acquired 
by private consumers from 
overseas entities.   
The final report for BEPS Action 
Plan 1 – Chapter 4 deals with 
sectors which are impacted by 
the digital economy. It specifies 
among others certain business 
models like ecommerce, digital 
payment services, online 
advertising, cloud computing, 
digital platforms, etc. These 
models make it possible to 
conduct significant business in 
any geography with minimal or 
no personnel. The business is 
conducted across the internet 
and servers and intellectual 
property are mostly located 
in offshore tax free offshore 
locations. The business is 
structured to ensure that 
profits accrue in entities which 
are located in tax holiday 
jurisdictions or have tax 
incentives.   
Indian Initiatives: 

On the domestic front the 
Central Board of Direct Taxes 
(CBDT), has constituted 
a committee under the 
chairmanship of Mr. Kanwaljit 
Singh way back in 1999, with 

the objective of examining the 
projected growth of ecommerce 
and whether it should be taxed. 
The committee in its 2001 
report had no reliable data 
either in India or elsewhere to 
estimate the size of ecommerce 
business, but opined that for 
the sake of uniformity with 
traditional commerce, there 
should be no case for exemption 
of ecommerce from direct taxes. 
It also mentioned that cross 
border ecommerce transactions 
need to be examined for 
incidence of tax and mechanism 
for levy and collection.

Committee’s key 
observations were 
- Redundancy of 
physical presence in 
other tax jurisdictions, 
characterising the 
payments for digital goods 
and services, significant 
challenges to levy taxes 
in the source jurisdiction, 
unfair advantage over 
domestic players and the 
necessity of withholding 
tax on digital transactions 
and Equalisation Levy.

  

The committee also noted that 
‘Base Erosion’ approach in the 
form of a low ‘Withholding 
tax’ for any payment to a foreign 
enterprise with the option 
of being offset by tax on net 
income by the receiver in his 
country is a workable option. 
It has been recommended that 
CBDT should examine this 
option and the implementation 
mechanism.
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CBDT has set-up another 
Committee on taxation of 
e-commerce to examine the 
business models for ecommerce 
under the Chairmanship of 
Sri Akhilesh Ranjan. The said 
Committee submitted its report 
in March 2016. This report was 
taken into consideration for 
Finance Bill, 2016. It provides 
a view on issues related to 
taxation of e-commerce 
and recent international 
developments in this area. 
Committee’s key observations 
were- Redundancy of 
physical presence in other tax 
jurisdictions, characterising the 
payments for digital goods and 
services, significant challenges 
to levy taxes in the source 
jurisdiction, unfair advantage 
over domestic players and the 
necessity of withholding tax 
on digital transactions and 
Equalisation Levy.
Its key recommendations were –
� Equalisation Levy may be 

imposed on payments to 
non-residents by a separate 
chapter in the Finance Act, 
2016

� Levy at 6% to 8% should 
be applicable on specified 
digital services 

� Levy should be at gross 
value received by non-
resident in all cases where 
it exceeds Rs 1 lakh from 
a resident or PE of a non-
resident based in India  

� No levy on PE of non-
resident in India 

� The definition of business 
connection in Section 9 of 
the Income-tax Act, 1961 
may be expanded to include 
the concept of significant 
economic presence

The Central Government 
introduced an ‘Equalisation 
Levy’ on online advertisement 
and services under Chapter 
VIII in the Finance Act, 2016 
with effect from 1st June 2016. 
The levy showed good progress 
and it collected ` 315 crore in 
FY 2016-17 and ` 700 crore in 
FY 2017-18. Successively, there 
have been recommendations to 
extend it to the whole gamut of 
international transactions like 
website hosting, cloud services, 
etc., however, the government 
has not taken any action in this 
regard as of date. It was widely 
expected that the scope of this 
levy along with the rates may 
be increased in subsequent 
budgets, however such a move 
has not happened as of date. 
However, to establish a 
business connection, still 
required physical presence 
of non-resident or its agent 
in India. This requirement of 
having physical presence for 
constituting a PE has already 
outlived its shelf life and is no 
longer relevant in the digital 
age. Yet the tax regulation 
was still to catch up with 
the changes in the business 
models to make it more robust. 
Significant revenues are derived 
just using digital platforms that 
lie outside India and hence 
cannot fit into the definitions 
given in the act. 

Significant Economic 
Presence: 

The Finance Bill, 2018 
introduced a new Explanation 
2A to Section 9(1)(i) to 
expand the scope of “Business 
Connection” by introducing 
a new concept “Significant 
Economic Presence”(SEP). It 
is worth noting that this was 

an import from OECD BEPS 
Action Plan 1, which defines 
significant economic presence 
as an option to create taxable 
presence in a country on the 
basis of certain factors that 
evidence a sustained interaction 
with the economy of that 
country through technology.

SEP expands the scope of 
income of non-residents, which 
accrues or arises in India. 
Activities such as downloading 
of data or software in India, 
continuous business activities in 
India and interaction with users 
in India through digital means 
will be considered as SEP. 

Finance Act 2018 defines 
Significant Economic Presence 
as: 

a. Transaction in respect 
of any goods, services or 
property carried out by 
a non-resident in India 
including provision of 
download of data or 
software in India, if the 
aggregate of payments 
arising from such 
transaction or transactions 
during the previous year 
exceeds such amount as 
may be prescribed; or 

b. Systematic and continuous 
soliciting of business 
activities or engaging in 
interaction with such 
number of users as may be 
prescribed, in India through 
digital means.

It further mentions that 
significant economic presence 
is not impacted for the fact 
whether the agreements for 
transactions or activities thereof 
have been entered in India, the 
non-resident has a residence 
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or place or business in India 
or whether the non-resident 
renders services in India.

Further the second provisio to 
Explanation 2A to Section 9(1)
(i) of the Act, only the income 
attributable to transactions 
or activities that constitute 
SEP will be deemed to accrue 
or arise in India. The profit 
attribution rules earlier 
needed guidance. On 18th 
April 2019 the CBDT released 
a recommendatory report on 
attribution of profits to PE, 
in order to solicit views from 
stakeholders. The government 
will soon come out with the 
rules in this aspect hopefully 
bringing much needed clarity on 
this aspect for the department 
to take subjective decisions as 
per the rules laid out.  
However, it is also to be noted 

that Section 90(2) of IT Act 
provides that the provisions of 
Income-tax Act, 1961 or DTAA, 
whichever is more beneficial 
to the taxpayer shall prevail. 
As such the amendment in 
the Finance Act, 2018 will not 
have any impact with respect to 
taxation on the digital economy 
transactions in India. The 
exiting treaty provisions are 
more beneficial to non-residents 
and ecommerce companies 
and as such will override the 
tax law. The provisions enacted 
will be effective only when 
amendments giving effect to 
significant economic presence 
are made in the treaties, else this 
concept would remain relegated 
to the domestic law without 
any use. The memorandum 
to Finance Bill, 2018 also 
mentions the fact that unless 
corresponding modifications 

to PE rules are made in the 
DTAAs, the cross border 
business profits will continue 
to be taxed as per the existing 
treaty rules.   
Other Initiatives
There are other initiatives 
also which will render the 
digital economy move base to 
India and thus subject itself to 
taxation. The government and 
authorities are working on data 
security and privacy of data 
originating and belonging to 
Indians. Some of the measures 
in this regard have been. 
Payment Systems: On 6th April 
2018 RBI issued a circular on 
storage of payment system data. 
The circular aims to ensure 
safety and security of customer 
information. This circular 
mandates the storage only in 
India of data pertaining 
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to payment systems operated by 
system providers. International 
card companies, fintech 
payment service providers 
currently use international 
servers to store and process 
data, all these companies will 
now be required to have a local 
server and store the data, which 
will automatically render create 
a business connection and 
establish a PE for them in India. 
In October 2018, companies like 
Visa, Mastercard and Amazon 
mentioned that they are 
maintaining the data locally, and 
data outside India pertaining to 
Indians will be deleted.  
Data Protection Bill: The 
central government has 
introduced the Personal Data 
Protection Bill, 2018, the bill 
introduces the data localisation 
concept wherein every entity 
processing personal data shall 
ensure the storage thereof on a 
server or a data center located in 
India of at least one copy of the 
personal data to which the act 
applies. The central government 
however can notify certain 
categories of personal data as 
critical personal data that shall 
only be processed in a server or 
data center located in India. 
The bill is likely to be taken 
up in the Parliament by 
Government shortly. This will 
also result in having servers of 
the foreign companies located 
outside India, and establish 
permanent establishments 
and nexus in India, provided 
the functions are performed 
through the server. If data like 
mobile numbers, location, 
addresses, credit card / wallet 
info are notified as critical, this 
will mean companies like Uber 
will have to maintain the data 
on Indian servers only in which 
case a PE gets created. 

India will have to amend 
individual treaties which 
take long time, however 
the government may try 
to renegotiate only those 
treaties which are the 
need of the hour with 
the jurisdictions which 
contribute to the digital 
economy.

Draft e-Commerce Policy 

On February 24, 2019 the 
government has introduced the 
draft national e-commerce policy. 
The primary focus therein has 
been centralisation of data arising 
in India and use of the same 
for national development. The 
draft proposes that e-commerce 
websites and social media 
companies store customer data 
exclusively in India. If the policy 
is implemented it will require 
data localisation in certain cases 
and result in some form of nexus 
for e commerce companies with 
India.   

India will have to amend 
individual treaties which take long 
time, however the government 
may try to renegotiate only those 
treaties which are the need of 
the hour with the jurisdictions 
which contribute to the digital 
economy. Further the Multilateral 
Instrument (MLI) route can be 
explored for a quicker resolution 
in this regard. These changes 
will ensure that those entities 
which are not subject to data 
localization or are by passing 
these norms through means are 
brought under the purview of 
taxation. This will vastly enhance 
the tax base for the government 
and offers scope for rationalised 
tax structures. 

Conclusion 

Similar to India, a lot of other 
countries are working on taxing 
the digital economy. In March 
2018, the European Union 
proposed a 3% excise tax on 
turnover from certain online 
activities as a temporary levy 
till long term international 
agreements on how to tax digital 
profits is arrived.  However no 
progress has been made here 
as yet due to objections from 
countries like Ireland, Sweden 
and Denmark. If passed though 
highly unlikely, the tax will come 
into effect from January 2021. 

However, independent of EU, 
France introduced a new law in 
March 2019 to collect 3% tax on 
digital revenues from France. 
The UK is working on its tax 
from 2020 for a 2% tax on similar 
lines. Austria, Spain and Italy are 
working on their own versions of 
the above tax. 

Singapore in November 2018, 
amended the GST law to bring 
into ambit digital services like 
software, online subscription fees, 
video streaming etc. The tax is 
to come into effect from January 
2020. A similar amendment is 
made in Malaysia’s new Sales and 
Service Tax (SST) to tax digital 
transactions from January 2020.     

Elsewhere other countries are 
working on coming up with their 
own forms of tax to get digital 
revenues under the tax net to 
ensure parity and level playing 
field for online and traditional 
companies and thereby widen the 
tax base. 

Countries are currently working 
on short term fixes to the tax 
laws, any long term resolution is 
bound to take time and lengthy 
negotiations due to the high 
stakes involved in this area. n 
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