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1. Please describe your jurisdiction’s
(i) preliminary discussions or
consultations; (ii) proposed
measures; and/or (iii) enacted
legislation associated with the
taxation of digital activities. The
discussion should include income
tax and/or value added tax
measures. Is there an estimation of
the tax revenues that would be
collected as a result of the
enactment of these measures?

While the German authorities are actively involved in

promoting an international approach to additional

digital taxation, they are strongly opposed to any uni-

lateral measures. Therefore, currently, the German

authorities do not plan to introduce a specific taxation

of digital activities in Germany.

The Federal Minister of Finance has pointed out on

several occasions that generally taxation should

follow the arm’s length principle by taxing functions

where they are performed. For countries with a strong

export focus, such as Germany, this approach is favor-

able and significant. Some of the proposals to tax the

digital economy break with this principle and are

therefore seen as a slippery slope that would result in

more taxation of the traditional industry or the digital

activities of German industrial companies. Hence, if

other countries begin to tax imports in their markets,

Germany and other industrialized countries may ex-

perience billions in tax revenue losses.1

The Scientific Advisory Board at the Federal Minis-

try of Finance recommended that the EU Commis-

sion’s proposals on a digital service tax (DST) should

not be supported.2 In particular, it cited the following

reasons:

q Impending undesirable double taxation for compa-

nies with a presence in Germany

q The hybrid character of the DST and legal con-

cerns, as a direct tax on profits would entail an inter-

ference with the principle of taxation on net income

and constitute a new tax, which could imply com-

plex constitutional questions in Germany2,3

q Undesirable economic side effects and lower over-

all tax revenues for Germany

q Breaking with existing principles of the interna-

tional tax system

q Limited fiscal flexibility and the resulting harm to

tax competition

2.What challenges has your
jurisdiction faced in the (i)
development; (ii) implementation;
and/or (iii) tax audit of measures
related to the taxation of the
digitalized economy?What has
been the reaction of multinational
enterprises (MNEs) to any of these
unilateral measures?

The German tax authorities are technically very com-

petent and have a long history of relatively tough

audits with regard to transfer pricing questions of tra-

ditional businesses. However, with the digital industry

there is some uncertainty, as the business models are

relatively new, and the key digital industry partici-

pants are primarily located abroad. This means that

most of the business is inbound, and local (i.e.,

German) value-creating activities of foreign multina-

tionals in the digital industry are arguably low value.

On the other hand, German industrial companies

are comparatively advanced in digital applications for

manufacturing activities, in particular in Industry 4.0

and smart manufacturing. The German central tax

office strongly considers such manufacturing activi-

ties to be ‘‘non-routine’’ in nature and tries to identify

the effect of German manufacturing IP (especially

digital IP) on foreign manufacturing plants, and be-

tween the German plants and foreign distribution

companies.

A key challenge for the German audit process is the

strong federal structure of Germany, where audits are

primarily carried out by the various states (Länder),

with supervision and control by the central federal tax

office. This means that the technical competency and

aggressiveness, as well as the approaches, can vary

greatly between the states.

For example, the state of Bavaria developed a some-

what unusual approach where the Munich tax office,

in particular, tried to levy source taxation on German

companies on their purchases of Google advertise-

ments based on the income taxation act dealing with

artists, performers, and athletes.4 This would have

meant that German companies would have effectively

paid additional tax on their advertising budgets. Over-
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all, this approach was quickly quashed through the federal-

state coordination. However, it does illustrate the challenges in

the audit procedures and also the creativity of German audi-

tors.

Overall, the federal German tax authorities developed (and

continue to develop) special units (Spezialreferate) for questions

concerning the digitalized economy, and the Federal Ministry

of Finance continues to be extremely involved in trying to

tackle this (perceived) issue.

3. (a) In light of the proposed guidance
outlined in the OECD’s Public
Consultation Document, Addressing the
Tax Challenges of the Digitalisation of the
Economy, what do you perceive are the
key advantages of the i) profit split
approach or the ii) fractional
apportionment approach in tackling the
challenges of the digitalization of the
economy? (b) What are the challenges
that you see, in practice, when applying
these approaches considering the existing
transfer pricing framework (e.g.,
feasibility of splitting profits between
routine and non-routine, and then
isolating those profits derived from a
subset of marketing intangibles;
reliability of the use of ‘‘place of sales,’’
‘‘number of employees,’’ or other factors
to spread the profit among jurisdictions;
necessary information that should be
available to taxpayers and tax
administrations)?

NERA regularly comments on the OECD public consultation

documents, and we invite readers to review our extensive re-

sponse to these proposals. Overall, we hold that it is extremely

important to maintain a globally consistent standard of inter-

national taxation, as a large number of individual approaches

would be an extremely serious impediment to global trade and

prosperity due to the danger of double taxation under different

systems and also to an increased compliance burden when an

MNE has to conform to different norms. We would also point

out that various inconsistent systems have a greater potential

for misuse, potentially resulting in double non-taxation.

Given this background, we appreciate the OECD’s initiative

to reach a consensus on these questions, but we note that in

particular the fractional apportionment of a part of the profits

to the source country – irrespective of any economic activity

there – is a significant departure from the arm’s length principle

and poses serious risks for this key principle. In particular, ap-

plying this approach only to the digital industry (as one of the

OECD proposals envisions) would establish an artificial dis-

tinction and lead to the application of two parallel and incom-

patible systems between the digital and traditional industries.

In a time when practically all industrial companies are heavily

investing in digital activities, this seems unsustainable.

When applied correctly, the profit split approach leads to eco-

nomically more appropriate outcomes than a broad fractional

apportionment approach. In our experience, we were able to

utilize the profit split method in various digital business models

with significantly different outcomes, such as online retailing,

networking sites, or robo-advising start-ups. These various

business models have different value chains, and a simple ap-

portionment approach would not be able to capture this.

For example, we introduced a profit split approach for a

customer-central digital industry that delineated the value con-

tribution of consumer data from the scalable technology intan-

gibles via a contribution analysis based on game theoretical

approaches. This allowed for an arm’s length attribution of

profits to these intangibles and could work as a wider frame-

work.

Today, profit splits are commonly used in transfer pricing

and, while they require a higher level of attention to the techni-

cal details, they can no longer be considered an exotic method.

Hence, there is rarely any fundamental issue in the application

of a profit split, but there are certainly key challenges.

The key advantage of a profit split for any industry is that it

allows for a more gradual and accurate remuneration of local

activities, as they are conducted in the specific value chain of

the company. Thus, the crucial aspect is to identify the value-

generating elements and to find an appropriate metric for this

contribution. In practice, this can be done via different meth-

ods, such as survey data, customer or employee remuneration

metrics, or proper identification of entrepreneurial costs,

weighted for their economic lifetime, riskiness, and contribu-

tion. The details of this can be tricky, but in practice simple

headcount information is rarely insightful.

The common, and most important, aspect of this is that the

use of these metrics should be rooted in the value chain analy-

sis. Moreover, specifically in the digital industry, companies

should be aware that business models change continuously,

and the contributions of various entities will vary depending on

the current business model and their specific activities.

Thus, we introduced a flexible profit splits model for an auto-

motive company that includes predefined mechanisms for the

effective buy-in and buy-out of new or existing profit split par-

ticipants when the business model changes. In particular, it

was crucial to properly define the pool of intangibles in light of

a flexible (and somewhat undefined) business model, since oth-

erwise significant development costs would be incurred with

unclear tax consequences.

4. As the OECDworks to develop a
harmonized global approach to the
taxation of the digitalized economy
(anticipated in 2020), what are
multinational enterprises (MNEs) in your
jurisdiction doing to adapt their
operations and business models, in light
of the uncertainty during this period? Is it
feasible for MNEs to isolate ‘‘digital’’
activity or to segment financial
information by activity, product line, or
region? Is this already done for purposes
other than tax? If not, what would be
the main obstacles to producing such
information?

Large German multinational companies are making enormous

investments in the digitalization of their business models. The

funds invested in, for example, self-driving cars or Industry 4.0,

(see response to question 2), can easily reach into billions of

euros, while simultaneously the underlying business models

for the commercialization of the data can be much less clear.
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This poses a difficulty in trying to properly set up the model

from a transfer pricing perspective.

Given the very significant uncertainty with regard to which of

the OECD models will be adapted, most German MNEs are

waiting for further clarification before adapting their tax sys-

tems with respect to digital operations. As long as there is no

consensus on whether there will be additional specific taxes, a

different value attribution for digital companies (or any compa-

nies), or simply a minimum tax regime, it will be difficult to for-

mulate a specific response. More importantly, digital activities

of most German companies are not purely ancillary but gener-

ally are actually geared towards core parts of the business, es-

pecially in automotive adaptation. In this sense, it would seem

highly artificial or even impossible to produce completely de-

lineated financial information regarding business lines.

That being said, many German MNEs are actively setting up

models to accommodate their digital investments in their

transfer pricing framework. These activities are usually con-

nected to extremely large investments, with many entities con-

tributing differently to new products, be it though data-

gathering, coding, analytics, or developing business

applications. Especially as the underlying business model con-

tinues to change, MNEs are developing frameworks to adapt to

such continuing changes and to attribute costs and future

rights appropriately. As outlined above, defining the economic

ownership in these models is going to be extremely important

going forward as these activities mature and become profitable.

Dr. Alexander Voegele and Philip de Homont work at NERA Economic

Consulting, Frankfurt.
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NOTES
1 Interview with the German Federal Minister of Finance on No-

vember 12, 2018. (https://www.bundesfinanzministerium.de/

Content/DE/Interviews/2018/2018-11-12-spiegel-online.html)
2 A monthly report from the BMF in January 2019 stated, ‘‘Stellung-

nahme des unabhängigen Wissenschaftlichen Beirats beim BMF zu

den EU-Vorschlägen für eine Besteuerung der digitalen

Wirtschaft.’’
3 Constitutional competence problem due to BVerfG vom

13.04.2017, 2 BvL 6/13 (NJW 2017, 2249).
4 h § 49 Abs. 1 EStG i.V.m § 50a Abs. 1 Nr. 3 EStG. (Einkom-

menssteuergesetz).
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