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Digital Services Taxes (DSTs): Policy and 
Economic Analysis 
Several countries, primarily in Europe, and the European Commission have proposed or adopted 

taxes on revenue earned by multinational corporations (MNCs) in certain “digital economy” 

sectors from activities linked to the user-based activity of their residents. These proposals have 

generally been labeled as “digital services taxes” (DSTs). For example, beginning in 2019, Spain 

is imposing a DST of 3% on online advertising, online marketplaces, and data transfer service 

(i.e., revenue from sales of user activities) within Spain. Only firms with €750 million in 

worldwide revenue and €3 million in revenues with users in Spain are to be subject to the tax. In 

2020, the UK plans to implement a 3% DST that would apply only to businesses whose revenues exceed £25 million per year 

and groups that generate global revenues from search engines, social media platforms, and online marketplaces in excess of 

£500 million annually. The UK labels its DST as an “interim” solution until international tax rules are modified to allow 

countries to tax the profits of foreign MNCs if they have a substantial enough “digital presence” based on local users. The 

member states of the European Commission are also actively considering such a rule. These policies are being considered 

and enacted against a backdrop of ongoing, multilateral negotiations among members and nonmembers of the Organization 

for Economic Cooperation and Development (OECD). These negotiations, prompted by discussions of the digital economy, 

could result in significant changes for the international tax system. 

Proponents of DSTs argue that digital firms are “undertaxed.” This sentiment is driven in part by some high-profile tech 

companies that reduced the taxes they paid by assigning ownership of their income-producing intangible assets (e.g., patents, 

marketing, and trade secrets) to affiliate corporations in low-tax jurisdictions. Proponents of DSTs also argue that the 

countries imposing tax should be entitled to a share of profits earned by digital MNCs because of the “value” to these 

business models made by participation of their residents through their content, reviews, purchases, and other contributions. 

Critics of DSTs argue that the taxes target income or profits that would not otherwise be subject to taxation under generally 

accepted income tax principles. U.S. critics, in particular, see DSTs as an attempt to target U.S. tech companies, especially as 

minimum thresholds are high enough that only the largest digital MNCs (such as Google, Facebook, and Amazon) will be 

subject to these specific taxes.  

DSTs are structured as a selective tax on revenue (akin to an excise tax) and not as a tax on corporate profits. A tax on 

corporate profits taxes the return to investment in the corporate sector. Corporate profit is equal to total revenue minus total 

cost. In contrast, DSTs are “turnover taxes” that apply to the revenue generated from taxable activities regardless of costs 

incurred by a firm. Additionally, international tax rules do not allow countries to tax an MNC’s cross-border income solely 

because their residents purchase goods or services provided by that firm. Rather, ownership of assets justifies a country to be 

allocated a share of that MNC’s profits to tax. Under these rules and their underlying principles, the fact that a country’s 

residents purchase digital services from an MNC is not a justification to tax the MNC’s profits. 

DSTs are likely to have the economic effect of an excise tax on intermediate services. The economic incidence of a DST is 

likely to be borne by purchasers of taxable services (e.g., companies paying digital economy firms for advertising, 

marketplace listings, or user data) and possibly consumers downstream from those transactions. As a result, economic theory 

and the general body of empirical research on excise taxes predict that DSTs are likely to increase prices in affected markets, 

decrease quantity supplied, and reduce investment in these sectors. Compared to a corporate profits tax—which, on balance, 

tends to be borne by higher-income shareholders—DSTs are expected to be more regressive forms of raising revenue, as they 

affect a broad range of consumer goods and services.  

Certain design features of DSTs could also create inequitable treatment between firms and increase administrative 

complexity. For example, minimum revenue thresholds could be set such that primarily large, foreign (and primarily U.S.) 

corporations are subject to tax. Requirements to identify the location of users could also introduce significant costs on 

businesses. 

This report traces the emergence of DSTs from multilateral tax negotiations in recent years, addresses various purported 

policy justifications of DSTs, provides an economic analysis of their effects, and raises several issues for Congress. 
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he term digital economy has fluid meaning in different policy contexts. Broadly speaking, 

this term can refer to any number of everyday economic activities that are connected over 

computers, mobile phones, or other internet-connected devices. In the realm of 

international tax policy, though, certain types of activities and markets have been singled out for 

selective taxation by some jurisdictions—primarily in Europe. Most of these digital economy 

business models operate in “two-sided markets” in which they provide services to individual 

users (sometimes at zero charge) and sell other services to businesses (e.g., advertising to users). 

Proponents of these “digital services taxes” (DSTs) justify them on a number of grounds, 

including the goal of having multinational corporations (MNCs) pay their “fair share” of taxes, 

taxing profits purportedly derived from consumers in their jurisdictions, or adapting traditional 

rules and systems of international taxation to account for new forms of “disruptive” business 

models that can be conducted virtually over the internet. 

U.S. opposition to these unilateral taxes has 

been voiced by several government officials. 

Robert Stack, while Treasury Deputy Assistant 

Secretary for International Tax Affairs under 

President Obama, said that such efforts are 

primarily political efforts to target U.S. 

corporations.1 More recently, Treasury 

Secretary Steven Mnuchin has issued multiple 

statements in opposition to unilateral taxation 

of digital economy businesses.2 Some 

Members of the tax-writing committees in 

Congress have also criticized these efforts.3 

This report analyzes DST proposals from an 

economic and policy perspective as they have 

been introduced, discussed, and adapted in 

European countries. 

Tax Issues Highlighted by the Digital Economy 
Some commentators and policymakers argue that MNCs in the digital economy are “undertaxed” 

or are not paying a “fair share” of taxes in their jurisdictions. Two issues that often underlie these 

sentiments are (1) the ability of digital economy MNCs to provide services without establishing a 

physical presence (or “permanent establishment”) in the country in which their customers reside 

                                                 
1 See Lee A. Sheppard, “News Analysis: Notes from the Tax Wars,” Tax Notes, October 3, 2016. For context, Stack 

was referring to efforts related to BEPS Action 1 (digital economy). This effort is briefly discussed in the “OECD/G-20 

BEPS Action Plan” section of this report. 

2 For example, see U.S. Department of the Treasury, “Secretary Mnuchin Statement on Digital Economy Taxation 

Efforts,” press release, October 25, 2018, https://home.treasury.gov/news/press-releases/sm534; and “Secretary 

Mnuchin Statement On OECD’s Digital Economy Taxation Report,” press release, March 16, 2018, 

https://home.treasury.gov/news/press-releases/sm0316. 

3 For example, see Senate Committee on Finance, “Grassley, Wyden Reaffirm Support for Treasury Engagement with 

OECD Process on Addressing Tax Challenges Arising from Digitalization,” press release, January 30, 2019, 

https://www.finance.senate.gov/chairmans-news/grassley-wyden-reaffirm-support-for-treasury-engagement-with-oecd-

process-on-addressing-tax-challenges-arising-from-digitalization; and House Committee on Ways and Means, “Brady 

Statement on U.K. Tax on Digital Services,” press release, October 31, 2018, https://waysandmeans.house.gov/brady-

statement-on-u-k-tax-on-digital-services/. 

T 

Descriptions of Selected Markets in the 

“Digital Economy” 

Online advertising services: advertising placed on search 

results or web pages 

Online intermediation services: services in which users pay 

for the ability to use a digital platform to sell to or 

interact with other users, such social networking/dating 

websites 

Online marketplaces: sites similar to online 

intermediation services but are typically multi-sided 

sales platforms where users pay for the ability to sell 

goods and services to other users 

Data transfer services: user behavioral data that is 

collected for sale or resale by “data brokers,” often for 

the purposes of targeted advertising or commercial 

solicitation  
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and (2) the ability of digital economy MNCs to shift their profits away from countries where they 

conduct real economy activity (e.g., sales, development, production) toward low-tax jurisdictions 

where the MNCs are conducting little to no real economic activity. Even if a country is able to 

establish the right to tax an MNC’s profits in the digital economy (via permanent establishment 

rules), the profits subject to tax in that jurisdiction could be reduced via transfer pricing rules.  

Permanent Establishments 

A commonly held principle across international tax law is that there must be a substantial enough 

connection between a country and a corporation’s activities to establish “nexus” in that country, 

enabling the country the first right to tax the corporation’s income or profits earned from sales in 

that country.4 Specific criteria for what constitutes a permanent establishment are written into 

bilateral tax treaties, but they often require a fixed, physical presence within the country. Once a 

right to tax has been created, a country can tax a portion of the MNC’s cross-border profits that 

can be sourced to its jurisdiction. 

MNCs can earn income from local residents without creating a permanent establishment in that 

jurisdiction. Rules creating a permanent establishment based on physical nexus might not be 

triggered by digital activities over the internet because “the internet” is not physically located in 

any one country. The internet is a global network of computers. For example, Google can sell 

advertising space on its search results to a French business without creating a permanent 

establishment in France. The physical servers processing the payment and posting the 

advertisements do not have to be located in France. In response, different countries and 

intergovernmental organizations have tried or proposed modifying definitions and interpretations 

of permanent establishment rules to include “digital presence” criteria. These criteria include 

users, “clicks,” or other digital activities with origins in the local jurisdiction. The “Select 

International Efforts to Tax the Digital Economy” section of this report discusses these proposals 

in more detail. 

Transfer Pricing 

Transfer pricing rules dictate how profits from transactions between related entities within the 

MNC should be divided among multiple countries for tax purposes. From the U.S. perspective, 

transfer pricing rules are intended to prevent taxpayers from shifting income properly attributable 

to the United States to a related foreign company (and vice versa) through pricing that does not 

reflect an arm’s-length result.5 In practice, though, the arm’s-length standard can be difficult to 

administer on intra-company transactions within an MNC in which there is no market where 

independent parties bargain over price. Sophisticated transfer pricing strategies can result in an 

MNC’s global profits being subject to a low effective tax rate across multiple tax jurisdictions.  

MNCs in the digital economy, in particular, can use transfer pricing strategies to reduce the 

effective tax rate imposed on their cross-border income, because their primary sources of income 

are often derived from intangible assets (e.g., patents, algorithms, trademarks, and marketing 

licenses). These assets are more challenging for “arm’s-length” pricing because it is difficult to 

determine the value of a comparable sale of such unique technologies and services. Additionally, 

                                                 
4 See Joint Committee on Taxation (JCT), Present Law and Selected Policy Issues in the U.S. Taxation of Cross-Border 

Income, JCX-51-15, March 16, 2015, pp. 2-3, https://www.jct.gov/publications.html?func=startdown&id=4742. 

International tax rules are composed of domestic tax laws, bilateral tax agreements between individual countries, and 

multilateral agreements and standards. 

5 See JCT, Present Law and Selected Policy Issues in the U.S. Taxation of Cross-Border Income, p. 6. 
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intangible assets can be sold to a corporate entity in a low-tax jurisdiction at relatively low cost as 

they do not require the relocation of corporate headquarters or physical factories, workforces, etc.  

The exact tax planning methods used by MNCs can vary, but generally they involve the parent 

(e.g., located in the United States) selling the income-earning ownership rights to those intangible 

assets to a subsidiary corporation in a low-tax jurisdiction. Early on, a firm developing a 

potentially profitable intangible asset in a higher-tax jurisdiction might create a subsidiary in a 

low-tax jurisdiction and sell or assign the ownership rights to that subsidiary. Creation of this 

“shell corporation” is primarily a paper transaction for the purposes of holding ownership of the 

profit-generating intangible asset. One way that this could happen is through a cost-sharing 

agreement in which a U.S. corporate owner of an existing intangible asset agrees to make the 

rights available to a foreign affiliate in exchange for other resources and funds to be applied 

toward the joint development of a new marketable product or service.6 Under a cost-sharing 

agreement, a foreign affiliate makes an initial buy-in payment for existing technology that, in 

theory, should reflect an “arm’s-length” price that would be paid by an unrelated party. It then 

receives the income accruing to that asset. Subsequently, the foreign affiliate shares in the cost of 

continuing technological development. The cost-sharing payments made by the foreign affiliate to 

the U.S. corporation are income to the U.S. parent, and the foreign affiliate gains the right to use 

the advance in technology in a specified foreign market. 

This results in two outcomes. First, the MNC can use transfer pricing rules to maximize costs 

attributable to subsidiaries in higher-tax jurisdictions. Thus, the taxable income earned by the 

subsidiaries in higher-tax jurisdictions is reduced to as close to zero as possible. And second, 

taxable income realized by the shell corporation in the lower-tax jurisdiction is increased. 

For example, a U.S. corporation establishes a subsidiary in Jersey, an island in the English 

Channel with a standard corporate tax rate of 0%.7 The subsidiary buys an existing mobile phone 

technology developed by its parent U.S. corporation. The subsidiary has bought the right to 

earnings from marketing that technology in phones throughout Europe. The original cost-sharing 

payment to the parent would be subject to U.S. tax. The agreement allows the Jersey subsidiary to 

use updated versions of that technology in the European market from research conducted in the 

United States. Although the intangible assets were originally developed and improved in the 

United States, earnings from the mobile phone sales in Europe flow to the Jersey subsidiary and 

are taxed at 0%.  

Select International Efforts to Tax the Digital 

Economy 
Concerns over the ability for MNCs to avoid corporate income taxes have led to much discussion 

within national governments and among developed countries in international economic settings. 

As some of these discussions have met impasse, for various reasons, some countries have 

unilaterally proposed or implemented policies to tax digital economy MNCs on specific grounds.  

This section of the report provides a brief historical overview of these recent discussions and 

select unilateral DST proposals in Europe. While efforts to tax the digital economy have not been 

limited to European countries, efforts to develop policy principles and justifications in support of 

                                                 
6 See JCT, Present Law and Selected Policy Issues in the U.S. Taxation of Cross-Border Income, pp. 53-55. 

7 Government of Jersey, “Taxation in Jersey,” https://www.gov.je/LifeEvents/MovingToJersey/pages/tax.aspx/ 

(accessed January 18, 2019).  
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these specific taxes on digital economy markets have primarily been driven by politicians and 

commentators in Europe, including the United Kingdom.8 This report will not provide a 

comprehensive account of each DST proposal or be updated to track the rapid pace of policy 

modifications and emerging proposals. 

OECD/G-20 BEPS Action Plan 

In 2013, members of the Organization for Economic Cooperation and Development (OECD) and 

G-20 initiated the Base Erosion and Profit Shifting (BEPS) Project. The result of this multiyear 

effort is the 2015 BEPS Action Plan, which represents the consensus of the member countries that 

participated in the BEPS Project. Article 1 of the BEPS Action Plan analyzes the implications that 

the digital economy could have for modern tax systems, including taxes on corporate profits (i.e., 

corporate income taxes), withholding taxes (e.g., on royalties), and value-added taxes (VATs).9  

Article 1 acknowledges that “it would be difficult, if not impossible, to ring-fence the digital 

economy from the rest of the economy for tax purposes” given the importance of digital 

platforms and business models in modern economies.10 In light of this finding, though, Article 1 

discusses potential new tax principles to enable countries to tax the profits earned by firms in the 

digital economy. Specifically, Article 1 discusses expanding on the widely accepted principle that 

profits should be taxed “where value is created” to include the notion that value-creating activities 

include user interaction. For example, YouTube profits when users post their videos and create 

content on its channels and generates more revenue in advertisement sales based on increased 

viewer traffic.11  

Additionally, Article 1 considers using “significant economic presence” rather than physical 

presence as the standard nexus for sourcing which jurisdiction has the right to tax.12 “Significant 

economic presence” could be measured by a corporation’s revenues earned from customers in a 

country.13 The various DST proposals in Europe share many of the features of digital taxation 

options discussed in the OECD BEPS report.  

                                                 
8 For examples of other international efforts to modify existing income tax rules or to levy specific taxes on the digital 

economy, see PwC, “Economic and Policy Aspects of Digital Services Turnover Taxes: A Literature Review,” 

December 2018, https://www.pwc.com/us/en/services/tax/library/insights/economic-and-policy-aspects-of-digital-

services-turnover-taxes.html. On February 18, 2019, New Zealand announced that it plans to levy a DST in a proposal 

that will be publicly released by May 2019. See “New Zealand to Target Online Firms Like Google, Facebook, and 

Amazon with Digital Tax,” CNBC.com, February 18, 2019. See also Daniel Bunn, “A Wave of Digital Taxation,” Tax 

Foundation, https://taxfoundation.org/digital-taxation-wave/. Note that efforts to incorporate sales of digital goods and 

services into existing consumption tax systems (i.e., value-added taxes) are distinct from the topic of this CRS report, 

which focuses on income and selective taxation of the digital economy.  

9 A full summary of the BEPS Action Plan is beyond the scope of this report. For more information, see CRS Report 

R44900, Base Erosion and Profit Shifting (BEPS): OECD Tax Proposals, by Jane G. Gravelle; and JCT, Background 

on Selected Policy Issues on International Tax Reform, JCX-45-17, September 28, 2017, pp. 48-56, 

https://www.jct.gov/publications.html?func=startdown&id=5025. 

10 OECD, “Base Erosion and Profit Shifting Project: Addressing the Tax Challenges of the Digital Economy (Action 1: 

2015 Final Report),” 2015, p. 11, https://www.oecd-ilibrary.org/taxation/addressing-the-tax-challenges-of-the-digital-

economy-action-1-2015-final-report_9789264241046-en. 

11 OECD, “Base Erosion and Profit Shifting Project,” pp. 39-41.  

12 OECD, “Base Erosion and Profit Shifting Project,” pp. 107-117. For a description of OECD’s decision not to adopt 

the economic presence standard, see point 19 in the explanatory statement at https://www.oecd.org/ctp/beps-

explanatory-statement-2015.pdf.  

13 OECD, “Base Erosion and Profit Shifting Project,” p. 107. 
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Following the release of the 2015 BEPS Action Plan, the OECD has continued work in this area 

with its Task Force on the Digital Economy. On March 16, 2018, the task force released an 

interim report reflecting three different perspectives by its members. One perspective is that user-

value creation has led to a “misalignment between the location in which profits are taxed and the 

location in which value is created” in some digital economy business models.14 This user-created 

value argument, discussed more throughout this report, has been used by many proponents of 

DSTs. A second perspective is that the challenges of tax policy presented by the digital economy 

are not exclusive to specific business models and should be addressed within the existing 

international tax framework for business profits. A third perspective is generally satisfied with 

recent BEPS recommendations and the existing international tax system and does not see a need 

for significant reform. Despite divisions reflected in the interim report, the task force aims to 

create an international consensus on principles for taxing the digital economy with a goal of 

releasing a final report on conclusions and recommendations by 2020.15 

EU’s Proposed DST 

In March 2018, the European Commission announced a digital tax package containing two 

proposals.16 The first proposal would expand the definition of permanent establishment to include 

cases where a company had significant economic activity through a “digital presence,” thereby 

allowing EU members to tax profits that are generated in their jurisdiction even if a firm does not 

have a physical presence.17 Under the proposal, a digital platform would be deemed to have 

established a “virtual permanent establishment” in an EU member state if it (1) exceeds a 

threshold of €7 million in annual revenues in a member state, (2) has more than 100,000 users in 

a member state in a taxable year, or (3) has over 3,000 business contracts for digital services 

business users in a taxable year.18 Until that more systemic change in permanent establishment 

rules is adopted, the second proposal would impose an “interim tax” on certain revenue from 

digital activities: selling online advertising, online marketplaces (facilitating the buying and 

selling of goods and services between users), and sales of data generated from user-provided 

information. The interim DST would apply only to companies with total annual worldwide 

revenues of at least €750 million and EU revenues of at least €50 million. The European 

Commission estimated that a 3% tax rate would raise €5 billion annually for member states.19 

Media reports indicate that the EU-wide proposals have stalled partly due to disagreement among 

                                                 
14 See OECD, “Brief on the Tax Challenges Arising from Digitalisation: Interim Report 2018,” March 16, 2018, p. 3, 

https://www.oecd.org/ctp/tax-challenges-arising-from-digitalisation-interim-report-9789264293083-en.htm.  

15 OECD, “Brief on the Tax Challenges Arising from Digitalisation.” For more recent developments at the OECD, see 

OECD, “Addressing the Tax Challenges of the Digitalisation of the Economy—Policy Note,” January 23, 2019, 

https://www.oecd.org/tax/beps/policy-note-beps-inclusive-framework-addressing-tax-challenges-digitalisation.pdf; and 

Stephanie Soong Johnston, “OECD to Consult on Proposed Global Tax Reforms for the Digital Era,” Tax Notes 

International, February 4, 2019.  

16 European Commission, “Digital Taxation: Commission Proposes New Measures to Ensure That All Companies Pay 

Fair Tax in the EU,” press release, March 21, 2018, http://europa.eu/rapid/press-release_IP-18-2041_en.htm.  

17 The European Commission’s High Level Expert Group on Taxation of the Digital Economy issued a report in 2014 

not recommending a separate tax on revenue earned from the digital economy. See European Commission, “Report—

Commission Expert Group on Taxation of the Digital Economy,” May 28, 2014, p. 5, https://ec.europa.eu/

taxation_customs/sites/taxation/files/resources/documents/taxation/gen_info/good_governance_matters/digital/

report_digital_economy.pdf. 

18 European Commission, “Digital Taxation.” 

19 European Commission, “Digital Taxation.” 
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member states with different economic interests and questions as to whether the proposals would 

be legal under EU law.20 

In support of its digital tax proposals, the European Commission argues that existing tax rules do 

not account for how value is “created by users” in the digital economy: 

Today’s international corporate tax rules are not fit for the realities of the modern global 

economy and do not capture business models that can make profit from digital services in 

a country without being physically present. Current tax rules also fail to recognise the new 

ways in which profits are created in the digital world, in particular the role that users play 

in generating value for digital companies. As a result, there is a disconnect—or 

‘mismatch’—between where value is created and where taxes are paid.21 

In discussing “value creation in the digital economy,” the European Commission states: 

In the digital economy, value is often created from a combination of algorithms, user data, 

sales functions and knowledge. For example, a user contributes to value creation by sharing 

his/her preferences (e.g., liking a page) on a social media forum. This data will later be 

used and monetised for targeted advertising. The profits are not necessarily taxed in the 

country of the user (and viewer of the advert), but rather in the country where the 

advertising algorithms has been developed, for example. This means that the user 

contribution to the profits is not taken into account when the company is taxed.22 

Despite the policy pronouncements of the European Commission, member states of the EU 

disagree on both the long-term (changes to the permanent establishment rules to include digital 

presence factors) and interim (an EU-wide DST) proposed policies regarding the digital economy.  

On December 4, 2018, the economics and finance ministers of various EU member states met as 

part of the EU’s Economic and Financial Affairs (Ecofin) Council. As part of its agenda, the 

Ecofin Council was scheduled to consider a vote on the EU’s DST proposal. According to media 

reports, a vote was not formally considered, as it was apparent that multiple members held out in 

opposition against the DST.23 As of the publication date of this report, the issues are still under 

consideration by the Ecofin Council.24 

Even if opponents to the broad, EU-wide DST proposed by the European Commission 

successfully block adoption of such a tax, this does not mean that individual members states are 

also barred from imposing their own national-level DSTs. Policy and political pressure for DSTs 

still exist within many EU member states. According to one media report, approximately 11 of the 

28 EU member states were considering or had adopted DSTs before the Ecofin meeting.25  

                                                 
20 For example, see Mindy Herzfeld, “Value Creation and Digital Profits,” Tax Notes International, October 15, 2018. 

For more discussion, see Ruth Mason and Leopoldo Parada, “Digital Battlefront in the Tax Wars,” Tax Notes 

International, December 17, 2018. 

21 European Commission, “Fair Taxation of the Digital Economy,” https://ec.europa.eu/taxation_customs/business/

company-tax/fair-taxation-digital-economy_en. 

22 European Commission, “Fair Taxation of the Digital Economy.” 

23 Lara Marlowe, “EU Digital Sales Tax Issue Far from Resolved Following Ecofin Meeting,” The Irish Times, 

November 7, 2018, https://www.irishtimes.com/business/economy/eu-digital-sales-tax-issue-far-from-resolved-

following-ecofin-meeting-1.3688803; and Patrick Smyth, “France and Germany Abandon Digital Services Tax,” The 

Irish Times, December 4, 2018, https://www.irishtimes.com/business/retail-and-services/france-and-germany-abandon-

digital-services-tax-1.3719571.  

24 The European Commission joint declaration arising out of the December 2018 Ecofin meeting is available at 

https://www.consilium.europa.eu/media/37276/fr-de-joint-declaration-on-the-taxation-of-digital-companies-final.pdf. 

25 Francesco Guarascio, “EU Aims at Deal on Digital Tax by Year End: Document,” Reuters, September 4, 2018, 

https://www.reuters.com/article/us-eu-tax-digital/eu-aims-at-deal-on-digital-tax-by-year-end-document-
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Spain’s DST (Effective 2019) 

In April 2018, Spain announced that it would introduce a DST of 3% to the gross income derived 

from certain digital services. According to a preliminary text of the proposal,26 beginning in 2019, 

the tax will be imposed on certain digital services, including online advertising, online 

marketplaces, and data transfer service (i.e., revenue from the sales of online user activities) 

determined from internet protocol (IP) addresses within Spain. The tax would apply only to 

companies with global revenues for the previous calendar year exceeding €750 million and €3 

million in revenues earned in that current year from activities with users in Spain. 

The UK’s Proposed DST (Effective April 2020) 

On October 29, 2018, the Conservative Party introduced a DST as part of its 2018 budget 

proposal.27 Specifically, the tax would be levied at 2% on the applicable revenues of “certain 

digital businesses which derive value from their UK users.” Revenue subject to tax include search 

engines, social media platforms, and online marketplaces derived from the participation of UK 

users. Users is defined broadly and can include interactions (e.g., payments made or clicks) from 

UK participants on either side of a two-sided digital market.28 The tax would apply only to 

businesses whose revenues from covered business activities exceed £25 million per year and 

groups that generate global revenues from search engines, social media platforms, and online 

marketplaces in excess of £500 million annually. There would also be a safe harbor provision that 

exempts “loss-makers and reduces the effective rate of tax on businesses with very low profit 

margins.” A “review clause” would be included in the DST to ensure that it is still required 

following further international tax reform discussions. The specifics of the DST are to be detailed 

in legislation to be considered by Parliament that is expected to be introduced in April 2020.29 

The UK Treasury estimates that the DST will raise £400m by 2022-2023 and £440m by 2023-

2024.30 

According to the UK Treasury, the DST serves as “interim action” to “ensure that digital 

businesses pay tax that reflects the value they derive from UK users” until international corporate 

tax reform efforts determine a comprehensive method to tax income earned from these types of 

multinational corporate business models.31  

France’s DST (Effective 2019) 

On December 17, 2018, Bruno Le Maire, Finance Minister of France, announced that the 

government was going to impose a DST beginning on January 1, 2019. Le Maire said that the tax 

                                                 
idUSKCN1LK1MA.  

26 On January 18, 2019, the government sent the Spanish parliament the DST legislation for approval. See William 

Hoke, “EU Doubts Spain’s Estimate of Revenue from Digital Services Tax,” Tax Notes International, February 4, 

2019. 

27 See HM Revenue and Customs and HM Treasury, “Overview of Tax Legislation and Rates,” October 29, 2018, p. 

23, https://www.gov.uk/government/publications/budget-2018-overview-of-tax-legislation-and-rates-ootlar.  

28 Some illustrations are provided on pages 18-21 of HM Revenue and Customs and HM Treasury, “Digital Services 

Tax: Consultation,” November 2018, https://www.gov.uk/government/consultations/digital-services-tax-consultation.  

29 HM Treasury, “Budget 2018,” October 29, 2018, p. 44, https://www.gov.uk/government/publications/budget-2018-

documents.  

30 HM Treasury, “Budget 2018.” 

31 HM Treasury, “Budget 2018.” 
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is estimated to raise around €500 million annually. Details on what activities would be covered 

and the rate of tax were not provided but may be addressed in legislative sessions.32 Le Maire’s 

announcement came the week after EU finance ministers did not reach agreement on an EU-wide 

DST at the December 2018 Ecofin meeting and shortly after President Emmanuel Macron 

announced billions of euros in tax cuts and spending in response to domestic social unrest.33 

According to media coverage of the announcement, the decision to impose a DST seems to be 

motivated at least in part by a perceived unfairness in the amount of taxes paid by foreign 

corporations compared to domestic corporations.34 

Policy Analysis of DSTs 
This section of the report first identifies the fundamentals of a corporate profits tax before 

addressing justifications that some have offered for DSTs. DSTs have been characterized as 

extensions of different types of tax regimes ranging from a tax on corporate profits in the digital 

economy to something more like a selective or excise tax on specific types of activities that is 

standalone from income tax regimes. Based policy analysis, though, DSTs resemble a selective 

tax on revenue (akin to an excise tax) and not as a tax on corporate profits. 

Fundamentals of a Corporate Profits Tax 

A tax on corporate profits taxes the return to investment in the corporate sector. Investment is 

giving up income for consumption today for the promises of higher returns, or earnings, in the 

future. Investment can be made in tangible assets, such as factories or equipment, or intangible 

assets, such as patents or trade secrets. The earnings eventually generated by the assets owned by 

corporations are taxed under the corporate profits tax.  

As discussed in the “Permanent Establishment” section of this report, domestic tax laws and 

international agreements provide the first right to tax income at its physical source—that is, 

where the asset is owned. The locations of a corporation’s customers do not determine which 

country has a right to tax its income. For example, if a U.S. firm manufactures goods in the 

United States and exports those goods to European countries, then those European countries do 

not have a right to tax the earnings of the U.S. firm just because of its sale to European customers. 

Under some tax regimes, countries retain the right to impose a residual tax by taxing foreign-

source income (i.e., income earned from overseas) and allowing a foreign tax credit. But the right 

to impose that residual tax on income from foreign incorporated subsidiaries is based on a 

domestic corporation owning some minimum percentage of the foreign business entity (i.e., a 

controlled foreign corporation, or CFC). In the United States, income from foreign branches is 

taxed currently and eligible for a credit.35 For example, the United States could tax the income 

that a firm earned from overseas sales if that firm is owned in part or in full by a U.S. parent in 

                                                 
32 Liz Alderman, “France, Not Waiting for European Union, to Tax U.S. Tech Firms as ’19 Starts,” New York Times, 

December 18, 2019, https://www.nytimes.com/2018/12/18/technology/france-tax-tech-companies.html.  

33 Alderman, “France, Not Waiting for European Union.” 

34 As part of the DST announcement, Le Maire is reported to have noted that MNCs pay on average about 14 

percentage points less in tax than domestic companies. See Worldwide Tax Daily, “France to Impose Digital Services 

Tax in 2019,” December 19, 2018. 

35 P.L. 115-97 modified the foreign tax credit rules to create a separate “basket” for branch income. For more 

background, see JCT, General Explanation of P.L. 115-97, December 20, 2018, pp. 394-396, https://www.jct.gov/

publications.html?func=startdown&id=5152.  
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the year that the foreign-source income was earned (i.e., “currently,” or not subject to deferral). 

However, most countries do not exercise this residual right to tax foreign-source income outside 

of income that can be easily shifted to low-tax countries.36 

Purported Justifications for a DST 

As a Tax on Corporate Profits in the Digital Economy 

European Commission authorities appear to be characterizing their DST proposal as an extension 

of national-level corporate income taxes.37 In contrast, the UK has framed its DST as a gross 

receipts tax and specifically says that it is not an income tax.38 Regardless of these mixed 

characterizations, a policy analysis of DSTs indicate that they do not resemble a tax on corporate 

profits. 

First, as explained above, international tax rules do not provide countries a right to tax an MNC’s 

cross-border income solely because their residents purchase goods or services provided by that 

firm. Rather, ownership of assets justifies a country to tax that MNC’s profits.  

Second, DSTs, as they have been introduced thus far, are not structured as taxes on corporate 

profits. Corporate accounting profit is equal to total revenue minus total cost. Many corporate 

income tax systems tax corporate profits (along some policy spectrum of resident-based or 

worldwide-based rules).39 In contrast, DSTs are structured as “turnover taxes” that apply to the 

revenue generated from taxable activities regardless of costs incurred to a firm. The first section 

of the Appendix provides an algebraic illustration to show that a DST may have different 

consequences for the after-tax accounting profits of a firm than an income tax levied at the same 

tax rate.  

Third, DSTs are economically equivalent to excise taxes on intermediate services in the supply 

chains of various markets. As explained in the “Economic Efficiency” section of this report, the 

economic incidence of a DST is likely to be borne by purchasers of taxable services (e.g., 

companies paying digital economy firms for advertising, marketplace listings, or user data) and 

possibly consumers downstream from those transactions, depending on supply-and-demand 

conditions in each stage of the supply chain. It could be possible under specific market conditions 

(i.e., in which firms subject to the statutory incidence of a DST earn supernormal economic 

profits or have monopoly power) that DSTs could reduce corporate profits of firms in the digital 

                                                 
36 In the United States, this is referred to “Subpart F income.” The special rules for taxing Subpart F income are 

discussed under “Allocation and Anti-Abuse Rules” in CRS Report R45186, Issues in International Corporate 

Taxation: The 2017 Revision (P.L. 115-97), by Jane G. Gravelle and Donald J. Marples. P.L. 115-97 modified the rules 

for Subpart F such that the determination of a CFC for U.S. tax purposes is now more inclusive.  

37 See the quotations from the European Commission website on pages 5-6 of this report. 

38 HM Treasury, Digital Service Tax: Consultation, November 2018, p. 32, https://assets.publishing.service.gov.uk/

government/uploads/system/uploads/attachment_data/file/754975/Digital_Services_Tax_-

_Consultation_Document_FINAL_PDF.pdf. The political and legal framing of DSTs could affect how they are 

evaluated under bilateral income tax treaties and under different multilateral commitments, such as those to the World 

Trade Organization. Those international agreement issues are briefly mentioned in the “DSTs and Implications for U.S. 

Tax Policy” section of this report, but an in-depth discussion is outside the scope of this report. 

39 Policy-based deviations (e.g., faster depreciation or cost recovery treatment or special tax incentives for 

manufacturing or innovative industries) from this rough framework of a profits tax are common but do not change the 

function of corporate income taxes as basically being a tax on corporate profits. For background on the distinction 

between worldwide and territorial tax systems, see CRS Report R41852, U.S. International Corporate Taxation: Basic 

Concepts and Policy Issues, by Mark P. Keightley.  
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economy. Under this scenario, even though DSTs would not still be structured as a tax on profits 

(from a plain reading of the implementing law), they could have the economic effect of a tax on 

profits. For reasons discussed later in this report, though, it would be difficult to demonstrate that 

digital economy firms generate supernormal economic profits or are monopolies within the larger 

markets in which they operate.  

As a Measure to Counteract Tax Avoidance and Profit Shifting 

Proponents of DSTs argue that profits earned by MNCs in the digital economy are not adequately 

taxed on a worldwide basis, as many of these firms have reduced their effective tax rates through 

international tax planning strategies. As discussed earlier in the “Tax Issues Highlighted by the 

Digital Economy” section of this report, two prongs of these tax planning strategies include 

avoiding permanent establishments in higher-tax jurisdictions and using transfer pricing to shift 

profits to lower-tax jurisdictions. Other strategies that help MNCs, both inside the digital 

economy and outside, avoid income tax include debt and earnings stripping, avoiding withholding 

taxes, and contract manufacturing.40  

Critics of basing DSTs on this position could make several arguments. First, revenues lost from 

profit shifting are lost revenues to the country with the right to tax the corporation that owns the 

asset, not the country that is home to the corporation’s customers. Although many developed 

economies are concerned with ensuring that profits are taxed from their proper source under 

international tax laws, a country that imposes a DST on foreign MNCs’ income (in which they 

have no right to tax) is not consistent with the rationale of recouping revenue lost from the profit-

shifting practices of that country’s firms.  

Second, tax strategies enabling MNCs to pay little to no tax have been used by a broad array of 

firms that rely on intangible assets for the majority of their profits, and these firms are not limited 

to industries in the “digital economy.” For example, European Commission authorities recently 

opened investigations into tax benefits conferred by its members on McDonald’s (over royalty 

payments made by franchisees for use of the company’s brand) and Starbucks (over royalty 

payments for coffee roasting “know-how” and the price of its unroasted beans).41 Thus, it can be 

argued that DSTs arbitrarily target firms within the digital economy for allegedly excessive profit 

shifting. 

Third, tax policies in a number of countries have recently changed or are scheduled to change in 

ways that will reduce incentives for profit shifting. These changes will most likely affect firms 

with the most aggressive profit-shifting strategies, including some digital economy firms. In the 

United States, a number of provisions enacted in P.L. 115-97 have reduced or will likely reduce 

economic incentives for U.S. MNCs to engage in profit shifting and tax avoidance. In addition to 

                                                 
40 For more background, see the “Methods of Corporate Tax Avoidance” section of CRS Report R40623, Tax Havens: 

International Tax Avoidance and Evasion, by Jane G. Gravelle. As discussed in the text, above, the ability or financial 

incentives of some of the methods discussed in CRS Report R40623 have been limited by policy changes enacted in 

P.L. 115-97 and by policies in other countries. 

41 See European Commission, “Commission Decides Selective Tax Advantages for Fiat in Luxembourg and Starbucks 

in the Netherlands are Illegal Under EU State Aid Rules,” press release, October 21, 2018, http://europa.eu/rapid/press-

release_IP-15-5880_en.htm; and “State Aid: Commission Opens Formal Investigation Into Luxembourg’s Tax 

Treatment of McDonald's,” press release, December 3, 2015, http://europa.eu/rapid/press-release_IP-15-6221_en.htm. 

The European Commission closed its case against McDonald’s. See “State Aid: Commission Investigation Did Not 

Find That Luxembourg Gave Selective Tax Treatment to McDonald's,” press release, September 19, 2018, 

http://europa.eu/rapid/press-release_IP-18-5831_en.htm. The Netherlands appealed the Starbucks case in July 2018, 

and a decision is still pending as of the publication date of this report.  
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reducing the top marginal corporate tax rate from 35% to 21%42—and, thus, the potential tax 

savings from profit shifting—P.L. 115-97 contains several other policy changes discouraging 

profit shifting, such as 

 “Thin capitalization” rules limiting the benefits to earnings and debt stripping, 

such as reducing the share deductions of interest from 50% to 30% of adjusted 

taxable income for businesses with gross receipts greater than $25 million and 

eliminating a safe harbor that exempted firms without high debt-to-equity 

ratios.43  

 A new tax on “global intangible low-taxed income” (GILTI), effectively 

imposing a 10.5% minimum tax rate on the intangible income of CFCs in years 

2018-2025 and 13.125% after 2025.44 In other words, if U.S. corporations are 

largely the center of concerns about digital economy MNCs not paying a “fair 

share” of their worldwide profits in tax, then GILTI provides a “floor” in the 

amount of tax owed by firms that previously sought out tax homes for their 

intangible assets in countries that imposed low or zero income tax. 

 A “deemed repatriation” tax on accumulated post-1986 earnings at rates of 15.5% 

(if held in cash) and 8% (other, noncash assets), with applicable foreign tax 

credits similarly reduced.45 In other words, retained earnings of U.S. MNCs that 

were held abroad (often in low-tax jurisdictions) are now subject to tax.46  

                                                 
42 P.L. 115-97’s reduction in the top corporate income tax rate is likely to have a small effect on profit shifting. 

Empirical estimates of the responsiveness, or elasticity, of profit shifting activity to changes in top corporate statutory 

tax rates are small. See Jane G. Gravelle, “Policy Options to Address Profit Shifting: Carrots or Sticks?,” Tax Notes, 

July 7, 2016. Gravelle addresses studies that use various methodologies to estimate the profit shifting elasticity and 

cites a literature review that finds the consensus to be 0.8 (relatively inelastic). In other words, a 10 percentage point 

increase in the tax rate difference between an affiliate and its parent (e.g., because the tax rate in the affiliate’s country 

falls from 35% to 25%) would increase the pretax income reported by the affiliate by 8% (for example, from $100,000 

to $108,000). See Dhammika Dharmapala, “What Do We Know About Base Erosion and Profit Shifting: A Review of 

the Empirical Literature,” Fiscal Studies, vol. 35, no. 4 (2014), pp. 421-448. After enactment of P.L. 115-97, the top 

U.S. corporate tax rate is still higher than the tax rates of many low-tax or “tax haven” jurisdictions. If shifting profits 

on paper is relatively costless (e.g., the cost of setting up a shell company in a low-tax jurisdiction and paying tax 

planners to develop a strategy for shifting profits), then the reduction from 35% to 21% is unlikely to discourage U.S. 

MNCs and companies that have already engaged in the up-front costs of such tax planning strategies to prospectively 

engage in profit shifting. This intuition is supported by a simulation that finds that the profit shifting elasticity is lower 

(0.7) when a jurisdiction reduces its top tax rate. See Tim Dowd et al., “Profit Shifting of U.S. Multinationals,” Journal 

of Public Economics, vol. 148 (April 2017), pp. 1-13. 

43 For the other two changes to thin capitalization rules, see CRS Report R45186, Issues in International Corporate 

Taxation: The 2017 Revision (P.L. 115-97), by Jane G. Gravelle and Donald J. Marples.  

44 GILTI tax is imposed on the income of foreign subsidiaries (CFCs) in excess of a deduction for 10% of tangible 

assets minus interest costs. Tangible assets are measured at cost minus depreciation, with depreciation reflecting an 

alternative depreciation system with rules providing longer lives than that applied to domestic assets and determined at 

a straight line rate that is slower than depreciation of domestic assets. Income subject to GILTI is taxed currently, on an 

annual basis, and is not subject to deferral. See CRS Report R45186, Issues in International Corporate Taxation: The 

2017 Revision (P.L. 115-97), by Jane G. Gravelle and Donald J. Marples. 

45 See CRS Report R45186, Issues in International Corporate Taxation: The 2017 Revision (P.L. 115-97), by Jane G. 

Gravelle and Donald J. Marples. 

46 Like the GILTI tax rates, though, the deemed repatriation rates are less than the current top statutory corporate 

income tax rate of 23.5% and the pre-P.L. 115-97 top rate of 35%. For media reports of the retained earnings of select 

U.S. corporations before enactment of P.L. 115-97, see Matthew Townsend and Laurie Meisler, “These Are the Biggest 

Overseas Cash Hoards Congress Wants to Tax,” Bloomberg, November 2, 2017, https://www.bloomberg.com/graphics/

2017-overseas-profits-tax/.  
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 U.S. firms that invert are subject to a number of penalties, such as higher tax 

rates on the stock compensation of the inverting company’s executives, a 

recapture of the deemed repatriation rate on post-1986 earnings (subjecting these 

earnings instead to 35% instead of 8% or 15.5%), and application of ordinary 

individual income tax rates instead of lower qualified dividend/long-term capital 

gains rates on certain dividends issued from the new foreign parent of the 

inverting U.S. company.47 

Some European countries have taken efforts to change policies that were characterized by some 

as enabling tax avoidance among digital economy MNCs. For example, Ireland is phasing out tax 

provisions by 2020 behind the “double Irish sandwich.”48 Some digital economy firms reportedly 

used this tax planning strategy to reduce the effective rate of tax on their cross-border income 

(e.g., advertising sales in Europe) and shift their profits to “tax havens” that impose no tax on 

corporate income.49 Furthermore, the Netherlands is considering imposing a withholding tax on 

royalty payments to low-tax jurisdictions by 2021.50 Although tax-minimizing international tax 

planning still exists, policy changes have reduced the benefits of using past strategies that raised 

concerns of MNCs routing income through a complicated series of international business entities 

for the primary purpose of reducing tax owed.  

Fourth, DST proposals are unlikely to affect profit-shifting behavior. As explained above, a tax on 

corporate profits, in a very general sense, taxes corporate income minus the costs of production. 

                                                 
47 See CRS Report R45186, Issues in International Corporate Taxation: The 2017 Revision (P.L. 115-97), by Jane G. 

Gravelle and Donald J. Marples. 

48 The “double Irish sandwich” involves transferring ownership of intangible assets to an Irish holding company, and 

sales (e.g., advertising) made by a different Irish subsidiary to Europe. “Sandwiched” in between the two Irish 

companies is often another foreign subsidiary (typically the Netherlands, via a tax planning strategy commonly called 

the “double Irish Dutch sandwich”) that collects the royalties from the Irish sales subsidiary. Ireland allowed the tax 

home of an Irish corporation to be located outside of Ireland, which some MNCs used to assign their tax home to tax 

havens that have a 0% corporate income tax rate (such as Bermuda) or to the United States, which did not recognize a 

taxable entity because it applies corporate tax based on where the firm is incorporated (i.e., corporate tax is generally 

applied to U.S. firms). Beginning in 2015, Ireland prospectively required all Irish companies to be Irish tax residents. 

Existing companies were given until 2020 to comply with the new law. Ireland currently imposes a top statutory tax 

rate of 12.5% on corporate income. For media coverage, see Margaret Burrow, “Ireland to Stop New ‘Double Irish’ 

Arrangements in 2015,” Tax Notes, October 20, 2014. 

49 See Jeremy Kahn, “Google’s ‘Dutch Sandwich’ Shielded 16 Billion Euros from Tax,” Bloomberg, January 2, 2018, 

https://www.bloomberg.com/news/articles/2018-01-02/google-s-dutch-sandwich-shielded-16-billion-euros-from-tax. 

For more background on the double Irish sandwich and its variations, see the “Transfer Pricing” section of CRS Report 

R40623, Tax Havens: International Tax Avoidance and Evasion, by Jane G. Gravelle; and Edward D. Kleinbard, 

“Stateless Income,” Florida Tax Review, vol. 11, no. 9 (2011), pp. 707-714, https://papers.ssrn.com/sol3/papers.cfm?

abstract_id=1791769.  

50 See Jean Paul Dresen and Jeroen Swart, Dutch Government Announces Future Tax Developments: Key Takeaways 

for Business, DLA Piper, March 6, 2018, https://www.dlapiper.com/en/sweden/insights/publications/2018/03/dutch-

government-announces-future-tax-developments-key-takeaways-for-business/. In a variation of the double Irish 

sandwich, known as the “double Irish with/and a Dutch sandwich,” a Dutch subsidiary receives the royalty payments 

from the Irish sales subsidiary. The Netherlands does not impose a withholding tax on such royalty payments as they 

are paid to the Irish holding company that owns the intangible assets, thereby further reducing the effective tax rate on 

profits earned from European sales. See Jesse Drucker, “Google 2.4% Rate Shows How $60 Billion Is Lost to Tax 

Loopholes,” Bloomberg, October 21, 2010; and Robert W. Wood, “How Google Saved $3.6 Billion Taxes from Paper 

‘Dutch Sandwich’,” Forbes.com, December 22, 2016, https://www.forbes.com/sites/robertwood/2016/12/22/how-

google-saved-3-6-billion-taxes-from-paper-dutch-sandwich/1. The Netherlands could also be used as a direct 

intermediary for a holding company incorporated in a low-tax country (i.e., outside of the double Irish arrangement). 

For example, see Mark Paul, “Irish Restructuring Frees Up €815m Tax Free for Yahoo,” The Irish Times, September 8, 

2017, https://www.irishtimes.com/business/technology/irish-restructuring-frees-up-815m-tax-free-for-yahoo-

1.3214270.  
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In contrast, DSTs are imposed on gross revenue derived from certain business activities (or 

“turnover”) and do not take into account costs or net profits earned by the taxable firm.51 Thus, 

economic incentives for MNCs to shift profits remain unchanged by DSTs as they do not affect 

profit-maximizing decisions at the margins.  

As a Method to Tax Local “User-Created Value” 

As discussed in the “Select International Efforts to Tax the Digital Economy” section of this 

report, statements by the European Commission and United Kingdom claim that tax regimes are 

not adequately taxing the “value” created by user contributions and behavioral data that forms a 

key part of the business models of firms in the digital economy. 

The user-based value creation argument says that some digital platforms benefit from “network 

effects,” in which the contributions of one user benefit other users and draw more users to utilize 

the platform.52 For example, a UK user creates a video on YouTube that is widely shared or 

promoted among other UK users. The increased user traffic benefits YouTube because more users 

are seeing advertisements that it has placed on its site. Thus, the video content creator has created 

“value” to YouTube by generating more advertising revenue to the platform. As another example, 

Yelp is a website and mobile application that allows users to provide restaurant and business 

reviews. Yelp generates revenue primarily from targeted advertising placed on its website. As 

more users provide higher-quality reviews, more users will rely on Yelp. Thus, the quality of user 

contributions creates “value” for Yelp’s business model by increasing advertising revenue.  

Critics of this user-based “value-creation” argument could make various rebuttals. First, business 

models in the digital economy do not raise novel or “disruptive” challenges to income tax 

frameworks. In the digital economy, it is common for firms to operate in two-sided markets, 

where they sell or provide services to two sets of customers. For example, a social media 

company could use revenue earned from customers on one side of the market (advertising sales to 

businesses) to subsidize the free provision of services to customers on the other side of the market 

(individual platform users). A company providing free health and athletic tracking services can 

charge lower prices for a wearable device if it can sell aggregated user data to another marketer. 

This method of earning income across two-sided markets, though, is not new. For example, the 

advent of radio and television broadcasting in the 1900s operated on the same business model, 

where individual users consumed free programming in exchange for listening or viewing 

advertisements from sponsors. Just because French households along the border with Italy listen 

to Italian advertisements on an Italian radio station does not give France the right to tax the Italian 

radio station’s advertising revenues. By analogy, just because French households are able to view 

online advertisements placed by a U.S. company on a U.S.-owned social media platform does not 

give France the right to tax the U.S. social media firm’s advertising revenue. 

Second, the “value created” in the digital economy is achieved by the innovations and assets of 

the companies themselves, not by the actions of a single user. The companies—not the 

                                                 
51 The UK’s DST has an exemption for firms with “low profits.” While this exemption would take into consideration 

whether a firm has costs exceeding its revenue, costs are not directly incorporated into the calculation of any tax owed. 

This “low profits” exemption is analyzed further in the “Differential Treatment of Firms” section of this report.  

52 See HM Treasury, Corporate Tax and the Digital Economy: Position Paper, November 2017, pp. 8-10, and 

Corporate Tax and the Digital Economy: Position Paper (update), March 2018, pp. 7-13, https://www.gov.uk/

government/consultations/corporate-tax-and-the-digital-economy-position-paper. Some have introduced a variation of 

the “user-created value” argument to defend DSTs. Despite attempts to differentiate such a defense, many of the 

critiques of the “user-create value” argument still apply. Wei Cui, “The Digital Services Tax: A Conceptual Defense,” 

University of British Columbia, working paper, October 26, 2018, https://papers.ssrn.com/sol3/papers.cfm?abstract_id=

3273641. 
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customers—bear the risk associated with investments in innovative technologies and platforms. 

They hire the workers, conduct the research, and develop the software, algorithms, and patentable 

innovations. For example, a key capability of many digital economy platforms is the ability to 

aggregate large amounts of data points across millions (if not billions) of users and repurpose that 

information for targeted adverting or directly selling goods and services. The technology enabling 

the aggregation of the user data and identifying patterns in consumer behavior is what adds value 

for resale to potential advertisers or retailers. 

Third, user contributions can be viewed as inputs to digital economy business models. It can be 

argued that the value of a single user’s data or input is worth little to no market value in isolation. 

This is why users are generally willing to let companies track and collect these data without 

charge. Even if digital business models that allow individual users to monetize and sell their 

individual data grow, any income earned by individual users would be subject to tax under 

existing tax systems. For example, property owners on Airbnb are subject to income taxes and 

other hospitality fees levied by their national and local governments. YouTube “influencers” that 

are sponsored by companies pay personal income tax on those earnings to their home countries. 

Fourth, user contributions can be viewed as a substitute for money exchanged by consumers for 

the provision of digital services. “Direct provision,” in this context, has the same meaning as 

“sale of” digital services, except there is no money exchanged in the transaction (i.e., bartering). 

For example, take the market for data generated by user-provided information. Google users 

agree to have Google track their search queries in exchange for the free use of Google’s search 

engine. Similarly, Facebook users agree to have their likes, posts, and network connections 

tracked and aggregated for sale to advertisers in exchange for the use of Facebook’s social media 

platform at zero cost. 

These transactions, it is argued, maximize the economic welfare of both consumers and 

producers. Consumers benefit because the behavioral data of any one user has little to zero 

market value (as discussed above), but consumers do value the provision of digital goods and 

services. Producers of digital services benefit because they are able to generate revenue from 

repurposing aggregated user data in exchange for operating their digital platforms at little to no 

cost to users. As another example, Amazon’s business model can be viewed like a catalog retail 

merchant that features the goods of different manufacturers. A catalog retail merchant earns 

income by selling space to manufacturers for the privilege of featuring their products in the 

merchant’s catalog. The catalog merchant’s customers place an order, and the goods—which are 

typically manufactured from outside of the jurisdiction where the customer is located—are then 

shipped to the customer. The customers did not “create value” in that business-to-business 

transaction via their subscription and purchases of the catalog. By analogy, just because a final 

consumer of goods sold via Amazon resides in the UK or France does not give those countries the 

right to tax Amazon’s revenues. 

Fifth, the distinction that customers in the digital economy create value while customers in other 

industries do not could be viewed as arbitrary.53 Consumers engage in a countless array of 

                                                 
53 Some proponents of DSTs make a distinction between active versus passive user participation. The distinction 

between the two is that the former involves activities more like the example of the UK user that creates a YouTube 

video that brings much user traffic and advertising revenue to the company, while the latter refers to something like 

mass collection of data of users on a social media platform for sale to data brokers. The UK, for example, states that it 

has the right to tax profits from the “value” created by the active user but not the passive user. See HM Treasury, 

Corporate Tax and the Digital Economy: Position Paper (update), March 2018, pp. 10-13. See also Johannes Beckner 

et al., “A SURE Way of Taxing the Digital Economy,” Tax Notes International, January 21, 2019. Critiques of the 

user-created value argument, discussed above, would still apply despite this distinction. This distinction could also be 

difficult to administer, resulting in an over-inclusive scope of taxation (i.e., taxing activities that do not directly 

generate cashflow for the seller) or under-inclusive (i.e., not taxing activities that the advocates intend to).  
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activities that enhance a company’s “value” in the course of everyday life. Customer reviews and 

referrals for services—everything from dog walkers to dry cleaners to dentists—have existed for 

years and can increase a business’s revenues. However, consumers usually do not expect a share 

of those revenues, nor does the act of providing a review give the country in which that customer 

resides a right to tax the service provider’s profits. Additionally, consumers promote certain 

brands and companies simply by using their goods or services. This sort of “free marketing” 

improves the reputation of the brand or firm but does not trigger tax liability based on the location 

of the consumer. The flow of users to one digital economy platform or another are similar in that 

mass consumer attraction drives revenue. What the digital economy has changed, though, is the 

speed and scope in which consumer actions can be relayed to others. 

As an Excise Tax on the Digital Economy 

Excise taxes are typically justified by economic principles or as revenue-raising measures. From 

an economic perspective, there are four common types of excise taxes: (1) sumptuary (or “sin”) 

taxes, (2) regulatory or environmental taxes, (3) benefit-based taxes (or user charges), and (4) 

luxury taxes.54 The first two categories of excise taxes attempt to correct for a perceived “market 

failure” in which the actions of individuals in the market have negative spillover effects to 

society. The third category is typically used to limit the burden of funding a government program 

that tends to benefit a relatively defined or narrow set of beneficiaries. The fourth category, 

largely repealed in the United States, uses specific taxes as a means to raise revenue in a more 

progressive manner.  

Based on these classifications of excise taxes, it appears that a DST primarily serves as a revenue 

raising measure. The use of digital platforms does not appear to create negative spillovers to 

society, creating the economic justification for use of excise taxes to raise the price of individual 

transactions as a means to reduce the burden on society. DSTs do not appear to be a benefit-based 

tax, as proponents have not called for dedicating the revenue to specific government programs 

that benefit digital economy MNCs subject to tax. DSTs also do not appear to be clearly a more 

progressive method of financing government activities compared to income taxes or broad-based 

consumption taxes (e.g., value-added taxes) that are common in Europe. As discussed below in 

the “Vertical Equity (Progressivity)” section of this report, DSTs could be a regressive method of 

financing government spending in the countries that impose them. 

Economic Analysis 
This section analyzes DST proposals under the standard tax evaluation criteria used by 

economists. These criteria are used to understand how a tax affects consumer demand and 

producer supply, whether a tax aligns with common notions of fairness, and administrative issues 

that could increase tax compliance costs for taxpayers or affect the ability of governments to 

collect revenue from a tax. 

Economic Efficiency 

Economic efficiency is typically defined as optimal production and distribution of resources in a 

market. Taxes typically impede, or distort, that optimal allocation of resources by raising the price 

of the taxed activity. Central to estimating the magnitude of these distortions is determining who 

bears the economic burden, or incidence, of the tax. The economic incidence of a tax can differ 

                                                 
54 For more background, see CRS Report R43189, Federal Excise Taxes: An Introduction and General Analysis, by 

Sean Lowry; and CRS Report R45463, Economics of Federal User Fees, by D. Andrew Austin.  
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from the statutory incidence (i.e., who is obligated by law to pay the tax) depending on conditions 

in the affected market. Once the economic incidence of a tax is established, the exact distortions 

to consumers and producers can be determined as well as any other economic activity that is 

typically discouraged by a tax. 

The statutory incidence of the DST is borne by firms that provide covered services. For example, 

under the Spanish DST, companies that sell online advertising services, provide platforms for 

online marketplaces and intermediation services, and data transfer services—all to users with IP 

addresses within Spain’s jurisdiction—will be subject to the DST (providing that they meet the 

threshold requirements). The economic incidence of such a tax could vary depending on the 

structure and characteristics of those individual markets, as explained in more technical detail in 

the Appendix.  

Under one scenario, digital economy firms providing services subject to the DST are perfectly 

competitive, and the economic burden is borne by the consumers of the digital services in the 

form of higher prices over the long term. For example, Spain levies its DST on firms that place 

digital advertisements, based on the revenue earned from showing advertisements on the search 

results and web pages of users with Spanish IP addresses. In a perfectly competitive market, firms 

providing digital advertisements earn zero economic profit in that they could not earn a higher 

rate of return via alternative investments. When faced with the DST, these advertising firms can 

either (a) exit the industry and pursue higher returns in other industries that are not subject to tax 

or (b) pass along the tax in the form of higher prices to businesses that purchase the advertising 

services. The firms purchasing digital advertising could be Spanish companies, but they could 

also be foreign firms purchasing advertisements that are ultimately targeted to Spanish users.55 In 

this case, the imposition of a DST in a competitive market will increase the price of taxable 

services and lead to a decline in the quantity demanded. The exact magnitude of these changes 

will depend on the responsiveness, or “elasticity,” of the companies purchasing the internet 

advertising to changes in price.  

Assuming that companies purchasing the advertising services are also operating in a perfectly 

competitive market, they are faced with the same options as the firms that sell internet 

advertising: exit the industry or pass the tax along to consumers of their goods. Higher prices 

could result in lower consumer demand for the advertised product. The magnitude of this reduced 

demand depends on the responsiveness of consumer demand to changes in price (i.e., the price 

elasticity of demand). Thus, a DST imposed on intermediary services can have ripple effects 

downstream within markets. Under perfect competition, the economic incidence of an upstream 

DST is ultimately borne by the final consumers of those advertised products.  

Under an alternative scenario, sellers of digital services (e.g., Google, Facebook, Amazon) could 

be monopolies, or a small number of firms could have “market power” (the ability to influence 

the price for their services prevailing in the market), and at least part of the tax is borne by these 

firms in the form of reduced economic profits. Firms can derive market power from a number of 

factors. For example, lack of competition could enable one firm to have a significant effect on the 

prevailing rate of digital advertising services. Also, the presence of complements and substitutes 

could affect market power.56 In contrast to firms in perfectly competitive markets, firms that have 

                                                 
55 MNCs could choose to pass along these higher costs only to consumers in the affected jurisdictions. For example, if a 

Spanish clothing company with international sales pays Google a higher price for advertising placements because of the 

DST, then that Spanish clothing company might only increase prices to its consumers in Spain.  

56 For example, complements could be present in digital advertising services if most consumers buy phones or 

computers that use Google as their default search engine. Increased sales of the phones increases the amount of users 

that see advertisements placed by Google. Substitutes could weaken market power if companies looking to advertise 
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market power are able to earn positive economic profits, also known as “supernormal profits,” 

because they are able to set a price above their marginal cost of production.57  

Some have argued that digital economy firms are more likely to generate supernormal profits 

because the marginal cost of scaling production of their business model is relatively low, if not 

costless. For example, the marginal cost for Facebook to display an advertisement to a user is 

basically zero. Others argue that some firms generate supernormal profits because they are 

operating in an oligopoly or near-monopoly. For example, most search results are conducted 

through Google, and Facebook has the most users among social media platforms. These 

arguments, though, may not provide clear indication of supernormal profits. A variation of the 

first argument could have been made during the rise of the retail catalog industry, where the 

marginal cost of producing a single magazine and mailing it to a consumer was relatively small. 

However, the presence of competing catalog retailers should have driven the prices of firms down 

close to their marginal costs (which encompass more than just the cost of printing one additional 

catalog). The second argument could be seen to misidentify the structure of “two-sided markets” 

in which many digital economy firms provide services to individual users as well as businesses. 

For example, Google provides search engine results to individual users (at no cost) and sells 

advertising space on those search results to businesses. Even if Google dominates the search 

engine market, it still competes against other firms, such as Facebook, for digital advertising. 

Digital economy firms also compete with nondigital economy methods of providing advertising 

services (e.g., television, print, and radio), which could constrain their ability to set prices well 

above their marginal cost of production.  

When faced with the DST, a monopolist or firms with market power bear at least some of the tax 

in the form of lower profit.58 This analysis is explained in more detail in the Appendix. How 

much of the tax is passed along to companies buying the advertising placement (and their 

customers) depends on the elasticities of supply and demand in those markets. Like the analysis 

in the competitive market, consumers in the affected industries reduce their demand in response 

to higher prices.  

The ultimate implication of the analyses above is that DSTs introduce distortions in various 

markets by reducing the financial return to capital in digital economy industries or by raising the 

cost of goods and services intermediated through digital platforms. Investment in affected 

markets would be expected to decrease. An example of the former would shift investment out of 

digital economy firms (e.g., as retailers purchase more print, television, or radio advertisement 

instead of internet advertisement or increased sales via brick-and-mortar or catalog outlets instead 

of digital), while an example of the latter would involve a reduction in demand of the final goods. 

The exact magnitude of these changes will vary based on the responsiveness of supply and 

demand in those various markets.59 Distortions can also arise in different ways depending on how 

                                                 
their products find internet advertising just as effective as television, radio, or print. 

57 Supernormal profits are also referred to as economic rents or monopoly/oligopoly profits, not accounting profits. 

This is in contrast to “normal” profits or “zero economic profit” situations, where a firm earns sufficient revenue to 

recover its costs and has no opportunity cost of investment (i.e., an economic venture in which they can earn a higher 

rate of return).  

58 For a more explanation, see Harvey S. Rosen, Public Finance, 7th ed. (Boston, MA: McGraw-Irwin, 2005), pp. 287-

290. 

59 For more discussion of the empirical literature on the pass-through of excise taxes to consumers see PwC, Economic 

and Policy Aspects of Digital Services Turnover Taxes: A Literature Review, December 2018, p. 11, 

https://www.pwc.com/us/en/services/tax/library/insights/economic-and-policy-aspects-of-digital-services-turnover-

taxes.html; and J. Fred Giertz, “Excise Taxes,” in Encyclopedia of Taxation and Tax Policy, ed. Joseph J. Cordes et al., 

2nd ed. (Washington, DC: Urban Institute Press, 2002). 
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a particular country’s DST is applied to different firms. These issues are described more in the 

“Differential Treatment of Firms” section below. 

Equity 

Vertical Equity (Progressivity) 

The principle of vertical equity generally implies that taxpayers with a greater ability to pay the 

tax should generally pay a greater share of their household income in taxes compared to 

households with a lesser ability. A tax is “progressive” if higher income households pay a greater 

share of their income in tax than lower-income households, whereas the opposite is true in a 

regressive tax system. 

If the economic incidence of DSTs resemble that of an excise tax rather than a tax on corporate 

profits, as discussed in the “Economic Efficiency” section, this finding also has an impact on the 

vertical equity analysis of DSTs. A review of the economic literature shows that the majority of 

the corporate income tax is borne by capital (i.e., the corporation’s shareholders) with the residual 

being borne by labor, or workers.60 Capital, here in the form of stock ownership, tends to be 

disproportionately concentrated in higher-income households.61 In contrast, excise taxes are 

commonly borne by consumers in the form of higher prices. Excise taxes are often regressive, as 

lower-income households bear a higher share of their pre-tax income on consuming goods and 

services than higher-income households.62  

The exact equity effects of DSTs could vary based on different abilities for intermediate firms to 

pass the tax along to consumers, the nature of the goods and services that they sell, and the 

responsiveness of consumers in those relative markets. For example, assume that Facebook 

charges higher prices for advertising on the social media platform to companies, and companies 

are able to pass those higher advertising costs in full to their customers in the form of higher 

prices. If one of those companies sells luxury cars and another sells consumer household goods, 

the DST has more progressive effects in the former case and more regressive effects in the latter. 

In the aggregate, though, there is little reason to assume that final consumers of goods and 

services sold through taxable activities in digitized business models are disproportionately higher-

income. Thus, it can be expected that a DST affecting a broad range of goods and services is more 

likely to be regressive than not, especially when compared to a tax on corporate profits.  

                                                 
60 For a discussion of the economic incidence of the corporate income tax, see CRS In Focus IF10742, Who Pays the 

Corporate Tax?, by Jane G. Gravelle. A review of the economic literature shows that the majority of the burden of the 

corporate tax falls on capital, such as the return to corporate shareholders. 

61 For example, see Edward N. Wolff, Household Wealth Trends in the United States, 1962 to 2016: Has Middle Class 

Wealth Recovered?, National Bureau of Economic Research, Working Paper No. 24085, November 2017, 

https://www.nber.org/papers/w24085. Wolff finds that, as of 2016, “[D]espite the fact that almost half of all households 

owned stock shares either directly or indirectly through mutual funds, trusts, or various pension accounts, the richest 

10% of households controlled 84% of the total value of these stocks, though less than its 93% share of directly owned 

stocks and mutual funds.” Wolff’s analysis is primarily based on the Federal Reserve Board of Washington’s Survey of 

Consumer Finances. 

62 The Congressional Budget Office estimates that in 2013, average federal excise tax rates were 1.7% for households 

in the lowest income quintile, 0.9% for households in the middle income quintile, and 0.4% for households in the 

highest income quintile. This calculation includes all federal excise taxes (e.g., gas tax, taxes on alcohol and tobacco, 

taxes on aviation fuel and airline tickets). Congressional Budget Office, The Distribution of Household Income and 

Federal Taxes, 2013, June 8, 2016, p. 12, https://www.cbo.gov/publication/51361. 
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Differential Treatment of Firms 

DSTs create unequal economic treatment between similarly situated firms inside and outside of 

the digital economy. Firms outside of the digital economy can earn just as much global or local 

revenue as firms taxed under DSTs without being subject to an additional layer of tax on their 

revenue. Firms outside or inside the digital economy can also engage in profit shifting and 

“aggressive” transfer pricing to reduce their taxes owed in a country.  

DSTs, as they have been presented thus far, also create inequalities for firms of similar size based 

on certain exemptions and thresholds. For example, each of the specific European DST proposals 

use different or multiple thresholds based on total cross-border profits, revenue generated from 

covered business activities, “clicks” or interaction based from local users, etc. While proponents 

of these DSTs with minimum thresholds might have other policy goals in mind (e.g., exempting 

smaller businesses from potentially costly tax compliance burdens), the exact levels at which 

these thresholds are drawn among larger MNCs are arbitrary from a policy perspective. Critics of 

DSTs would argue that the thresholds are drawn to exclude domestic MNCs or to target the taxes 

to a narrow set of foreign MNCs.  

Regardless of their rationale, these thresholds create concerns of inequitable treatment between 

different sectors. In the situation where the tax is fully passed along to consumers, digital firms 

either charge a higher price (reducing demand) or exit the industry. Where the MNCs subject to 

the statutory incidence of the tax bear at least a portion of the economic incidence of the DST, 

then they face a lower return to business investment in that country compared to firms not subject 

to the DST. 

Additionally, the UK DST’s proposed exemption or “safe harbor” for “low profit” firms could 

create another layer of equity concerns.63 If the exemption is based on low profits as calculated by 

UK tax rules, then firms that are not subject to the UK corporate income tax (because they do not 

have a permanent establishment in the UK) will not be eligible for the exemption. In other words, 

if a firm must be subject to the UK corporate income tax to be eligible for exemption then, by 

definition, the exemption is not available to foreign MNCs. MNCs with similar amounts of global 

revenue would be subject to different effective tax rates on their worldwide consolidated earnings 

(across all related entities) based on whether they were subject to UK income taxes or not. An 

alternative exemption being considered by the UK, based on global consolidated profits, could 

have some administrative issues, as discussed in the next section of this report. 

Administration 

DSTs present several administrative challenges to both the public and private sectors. With regard 

to the public sector, lawmakers and revenue-collecting agencies will have to clarify exactly what 

types of activities are subject to tax and which parties bear the statutory burden of paying tax. 

These decisions affect the costs of administering the tax or the gross revenue collected by the tax. 

With regard to the private sector, the decisions made by lawmakers and agencies could affect the 

costs of complying with DST regimes. 

Technology could present administrative challenges to the implementation of DST proposal. First, 

some digital economy platforms allow users to opt out of having their data tracked or resold to 

third parties. Without this information a digital service provider may be able to fulfill a user’s 

desire for privacy, but the absence of the information limits the provider’s ability to apply proper 

                                                 
63 See HM Revenue and Customs and HM Treasury, “Digital Services Tax: Consultation,” November 2018, pp. 24-26, 

https://www.gov.uk/government/consultations/digital-services-tax-consultation. It appears the UK is considering both 

of the options of calculating profits discussed above (UK-source and worldwide). 
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taxes based on the customer’s jurisdiction. “Do not track” or internet browser plugins that make it 

more difficult for companies to track users’ activities could affect the measurement of data 

collected from local users. Second, users could reroute their internet traffic to servers outside of 

the country imposing the DST and mask their physical location. 

Virtual private network services (VPNs) allow users to access websites while making it appear 

that their IP addresses are from locations other than their actual locations. VPNs connect users to 

servers located in different parts of the world. Websites will see that a user’s web traffic is 

originating from the VPN server, which could or could not be in the same jurisdiction as the user. 

Typically, VPNs are used for anonymity reasons or to bypass firewalls and website censors 

imposed in certain jurisdictions.64 VPNs are not sufficient to protecting a user’s IP address, as 

other unmasking techniques (some requiring more effort) can be used. Still, users could use VPNs 

located outside of the taxing jurisdiction to reduce the flow of user activity attributed to IPs 

within the taxing jurisdiction, thereby reducing revenue collected from “local” user activity. Even 

if this does not completely eliminate the revenue base for a DST, VPN use still results in 

mismeasurement of the amount of revenue attributed to local users.  

Overall, lawmakers writing DSTs would likely need to consider specifying what level of 

enforcement would be sufficient for companies to make good faith efforts to source their 

revenues to local users. More due diligence required by companies to determine the source of 

their users or unmask user efforts designed to preserve their privacy will impose higher costs to 

the companies. A lower standard might require fewer resources from firms and be less intrusive 

on user privacy but reduce the amount of tax raised from local users. Thus, DSTs could present 

policy tradeoffs between individual privacy concerns and tax revenue collection. 

Two features of the UK’s proposed DST create additional administrative challenges. An 

exemption based on low UK-source profits could also have unintended consequences for 

proponents of the DST in the form of reduced revenue. Some digital economy MNCs do have 

subsidiaries physically located in Europe. For example, these firms might have the purpose of 

providing customer service or call centers that speak the local language or market the company’s 

lines of business. Generally, these types of business activities are low profit margin. If a digital 

economy MNC does have a permanent establishment in the UK that earns close to zero profits, 

thereby owing little to no income tax in the UK, does the tax situation of this local subsidiary 

justify an exemption for the entire MNC controlled group? If so, the MNC could still be 

technically generating millions of British pounds in revenue from sales to UK customers over the 

internet. In contrast, an MNC that does not have a UK subsidiary but also has millions in revenue 

from sales to UK customers would not be eligible for the low-profit exemption. The clear tax 

planning implication of such an interpretation of the low-profit exemption is that MNCs should 

establish a low-profit subsidiary in the UK as a means to claim the low-profit margin exemption. 

If allowed, then the UK DST would likely raise little to no revenue.  

Alternatively, the UK could base its low-profit exemption based on worldwide profits of the 

MNC. In the United States, corporations are required to report a number of tax-related 

calculations and information on their annual Securities and Exchange Commission filings for 

shareholders. Among these tax-related data are their effective tax rate and tax paid across all 

jurisdictions where the firm is subject to tax. However, the tax data reported under financial 

accounting rules typically varies from actual tax paid. This phenomenon is described as “book-tax 

                                                 
64 For example, see Josephine Wolff, “The Internet Censor’s Dilemma,” Slate, March 5, 2018, https://slate.com/

technology/2018/03/virtual-private-networks-become-more-popular-as-countries-restrict-their-use.html.  
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differences.”65 For example, different rules for depreciation are typically used for accounting 

purposes compared to actual tax policy in a jurisdiction (e.g., if the lawmakers in that country 

decided to speed up cost recovery with the intent of increasing business investment). Thus, an 

exemption based on financial disclosure forms may not accurately reflect taxable income. 

DSTs and Implications for U.S. Tax Policy 

U.S. Foreign Tax Credits and Bilateral Tax Treaties 

U.S. corporations are allowed to claim a tax credit against U.S. corporate income tax liability for 

income taxes paid to foreign jurisdictions.66 The rationale is to prevent double taxation of foreign-

source income.  

DSTs are taxes on revenue earned from specific business activities and should not be eligible for 

U.S. foreign tax credit treatment for several reasons. First, such taxes are not income taxes under 

common bilateral tax treaty language. Statements from some countries imposing DSTs, such as 

the UK, indicate that they do not intend DST payments to be creditable against taxes that an 

MNC might owe in its home country. Nor are DSTs “in lieu of income taxes,” as the countries 

imposing DSTs do have a corporate income tax system.67  

The Internal Revenue Service (IRS) could clarify that U.S. bilateral income tax treaties do not 

provide for a foreign tax credit against U.S. tax for U.S. corporations that make DST payments to 

foreign jurisdictions. If the IRS does not do so, then Congress could enact legislation denying a 

U.S. foreign tax credit for such payments. Denying a foreign tax credit could increase the total 

taxes paid by U.S. MNCs in jurisdictions around the world, but allowing DST payments to be 

creditable would effectively force the U.S. Treasury (and U.S. taxpayers) to subsidize tax rates 

imposed by foreign jurisdictions.  

GILTI 

Policymakers who sympathize with the premise that MNCs in the digital economy are unfairly 

able to shift profits to low-tax jurisdictions could still disagree with the unilateral response of 

foreign countries to impose DSTs. The tax on GILTI serves as an alternative policy tool intended 

to impose higher effective tax rates on U.S. firms in the digital economy. For example, in the 

115th Congress, the No Tax Break for Outsourcing Act (H.R. 5108; S. 2459) would have 

increased the GILTI tax rate to 21% and eliminated the deduction for the return on tangible assets 

derived by domestic corporations from serving foreign markets in computing GILTI tax liability, 

among other provisions.68 

                                                 
65 For a brief summary of book-tax differences, see Fabio B. Gaertner et al., “Trends in the Sources of Permanent and 

Temporary Book-Tax Differences During the Schedule M-3 Era,” National Tax Journal, vol. 69, no. 4 (December 

2014), pp. 788-789, https://www.ntanet.org/NTJ/69/4/ntj-v69n04p785-808-book-tax-differences-schedule-M-3.pdf.  

66 For more background, see JCT, Background on Selected Policy Issues on International Tax Reform, JCX-45-17, 

September 28, 2017, pp. 8-9, https://www.jct.gov/publications.html?func=startdown&id=5025.  

67 For more information, see Internal Revenue Service, “What Foreign Taxes Qualify for the Foreign Tax Credit?,” 

https://www.irs.gov/individuals/international-taxpayers/what-foreign-taxes-qualify-for-the-foreign-tax-

credit#taxmustbeanincome.  

68 CRS Report R45186, Issues in International Corporate Taxation: The 2017 Revision (P.L. 115-97), by Jane G. 

Gravelle and Donald J. Marples. 
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Possible Challenges at the World Trade Organization 

As discussed, above, DSTs have the same economic effects as an excise tax. It is not controversial 

for countries to levy excise taxes on imported as well as domestically consumed goods or 

services. Such taxes are considered to not distort trade. However, some DST proponents have not 

explicitly labeled them as “excise taxes,” making it unclear how these taxes should be viewed in 

terms of international agreements.  

Regardless of the label attached to them, some commentators argued that DSTs violate 

restrictions on tariffs under the rules of the World Trade Organization. For example, some 

scholars argue that the high-revenue thresholds for taxation and the exclusion of certain revenues 

earned by European firms effectively discriminate against the digital exports of U.S. firms.69 

Multilateral Tax Reform Negotiations and U.S. Economic Policy 

Many proponents of DSTs argue that they are “interim measures” until the international 

community adopts broader reforms in international tax rules. As mentioned in the discussion of 

the European Commission’s DST proposal, the commission prefers changes, both inside and 

outside of the EU, in the permanent establishment rules to incorporate some measure of “digital 

presence.” This goal aligns with the EU’s goal of a consolidated tax base among its members and 

formulary apportionment of corporate tax revenue based on a set of factors (e.g., sales, assets, 

employment), which would result in a shift away from tax allocation based on assets. The form 

and rationale of DSTs appear to better comport with a formulary apportionment tax being pursued 

in the EU than a traditional national corporate income tax.70 

The inability for consensus to impose a DST at the European Commission level could lead more 

individual member states to unilaterally impose their own DSTs. Even if the United States objects 

to unilateral DSTs, these sovereign countries are generally able to impose their own tax systems 

(within the boundaries of any other international agreements, such as EU membership). 

Congress could consider creating “carrots” or “sticks” affecting the policy choices of DST 

proponents. Tax policy and legal scholars have debated the merits of “potential compromises” 

that would not require fundamental rewrites of international tax rules.71 Some of these options 

would rely on the executive branch for day-to-day negotiations at a bilateral or multilateral level 

(e.g., at the OECD). Any modification to existing or new tax treaties, though, would require 

                                                 
69 See Gary Clyde Hufbauer and Zhiyao (Lucy) Lu, The European Union’s Proposed Digital Services Tax: A De Facto 

Tariff, Peterson Institute for International Economics, June 2018, https://piie.com/system/files/documents/pb18-15.pdf; 

and “UK Money Grab: Proposed Digital Tax,” Peterson Institute, November 1, 2018, https://piie.com/blogs/realtime-

economic-issues-watch/uk-money-grab-proposed-digital-tax.  

70 The EU has tried to create a more centralized fiscal union between its member states. A major feature of this effort is 

the Common Corporate Consolidated Tax Base (CCCTB). The CCCTB proposal aims to simplify the taxation of EU-

source, cross-border corporate income by having covered MNCs pay income tax to a single EU taxing authority. That 

authority would then apportion tax collected among various members states according to a formula based on the 

sources of that MNC’s sales, payroll, employees, and assets and at tax rates that would still be determined by each 

member state. See European Commission, Proposal for a Council Directive on a Common Consolidated Corporate 

Tax Base (CCCTB), October 2016, p. 28, https://ec.europa.eu/taxation_customs/sites/taxation/files/

com_2016_683_en.pdf. The proposed “digital presence” factors would modify the standard, proposed CCCTB 

apportionment formula for applicable firms. 

71 For example, see Part III of Itai Grinberg, International Taxation in an Era of Digital Disruption, Georgetown 

University Law Center, working paper, October 29, 2018, https://papers.ssrn.com/sol3/papers.cfm?abstract_id=

3275737. For other potential options, see the comments of Treasury Deputy Assistant Secretary for International 

Affairs Chip Harter reported in Andrew Velarde, “Harter Has Sobering Warning If Allocation Consensus Breaks 

Down,” Tax Notes International, December 4, 2018.  
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Senate approval. Congress could also direct the executive branch to impose incentives (and 

disincentives) that would affect key sectors of the EU economy. An evaluation of these emerging 

ideas and concepts is, however, beyond the scope of this report.  
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Appendix. Technical Appendix 

DSTs Are Not Structured as Taxes on Profits 

Corporate profit is generally defined as: 

(1) 𝜋 = 𝑇𝑅 − 𝑇𝐶 

Where π is profit, TR is total revenue, and TC is total cost. This is before taxes. 

After tax corporate profit, πt, for a firm after imposition of a percentage tax (t) on corporate profit, 

is defined as: 

(2) 𝜋𝑡 = (1 − 𝑡)(𝑇𝑅 − 𝑇𝐶) 

In contrast, a DST (dst) is levied as a percent of total, gross revenue yielding an after tax profit, 

πdst, of: 

(3) 𝜋𝑑𝑠𝑡 = (1 − 𝑑𝑠𝑡)𝑇𝑅 − 𝑇𝐶 

Algebraically, equations (2) and (3) are not equivalent. To further illustrate, the following 

amounts can be substituted: TR = $1,000, TC = $500, and t = 0.03 (or a 3% tax rate). Using these 

parameters, 𝜋𝑡 based on a 3% profit tax would be: 

(4) 𝜋𝑡 = (1 − 0.03)($1,000 − $500) 

(5) 𝜋𝑡 = $485 

Using these parameters, 𝜋𝑑𝑠𝑡 based on a 3% DST revenue tax would be: 

(6) 𝜋𝑑𝑠𝑡 = (1 − 0.03)$1,000 − $500 

(7) 𝜋𝑑𝑠𝑡 = $470 

As shown above, after-tax profit for a corporation subject to a 3% income tax rate (equation 5) is 

greater than after-tax profit for a corporation subject to a 3% DST (equation 7) in lieu of an 

income tax. The two taxes are not the same.  

Effects of a DST on Supply-Demand Conditions in Digital Markets 

To analyze the economic effects of a DST, the different markets in which digital economy firms 

operate must be conceptualized. In a general sense, the consumers or buyers in these markets are 

those that pay money to the supplier or seller for the provision of a service. Many firms in digital 

economies operate in “two-sided markets” in which they provide services to two different 

consumers: individual users and businesses. While both sides of these markets could be relevant 

for calculating DST liability, the markets for the latter group of services are the starting point for 

analyzing the economic effects of a DST, because these business-to-business transactions are 

where the statutory incidence of a DST is typically first imposed. For example, in the market for 

internet advertisements, a clothing company could be the consumer and Google or Facebook 

could be the seller or supplier. In the market for marketplace sales, a vendor could be the 

consumer and Amazon could be the seller or supplier. In the market for user data sales, a data 

transfer firm could be the consumer and Facebook, Google, or Fitbit could the supplier.  

From an economic perspective, there are two extremes of market structure: perfect competition 

and monopoly. Most market structures lie somewhere in between. Monopolies rarely exist, and 

they are typically regulated. For reasons explained below, there are specific reasons why 
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monopolies are likely not to exist in the markets in which DSTs apply. However, firms could have 

market power if there are barriers to entry.  

The following analyses examine how a DST would apply, over the long run, in the two extremes 

of market structure for a digital economy firm facing a downward sloping demand curve.  

Analysis of a DST in a Competitive Market 

In perfect competition, firms face a downward-sloping demand curve, and the supply curve is 

perfectly elastic (horizontal) as increases in output are achieved by new firms entering the 

industry over the long run. Each firm earns no economic profit, meaning that the opportunity cost 

of investing in alternative ventures is zero, and each is a price taker in the market (i.e., an 

individual firm cannot influence the price prevailing in the market). In this scenario, when the 

government imposes an excise tax, firms must ultimately pass on the cost of the tax to their 

consumers or exit the market. 

The market for services provided by firms in the digital economy could be depicted as “perfectly 

competitive.” Under this scenario, many firms are willing to provide a relatively similar service. 

These markets can be outlined more narrowly to encompass only activities by other digital 

economy firms (e.g., internet advertising, marketplace sales, data transfer), or they can be 

outlined more broadly (e.g., consumer advertising, retail outlets, consumer marketing research). 

In other words, although users typically associate Facebook as primarily a social network and 

Google as primarily a search engine, both firms may operate and compete in the same market for 

internet advertising. Additionally, both firms compete in the larger market for consumer 

advertising alongside television, print, and radio advertisers. If a clothing seller is deciding where 

to spend his advertising budget, that seller can purchase advertising placements on Facebook, 

Google, etc. (not to mention television, print, and radio). Similarly, a data transfer company 

looking to purchase and analyze user data then selling marketing services for another good or 

service not only has the choice to purchase data from Facebook, Google, etc.; it can also collect 

data from other companies that collect data and surveys on consumer preferences.  

Figure A-1 and Figure A-2 illustrate the long-run effects of a DST in a perfect competition 

scenario with demand curves of different slopes. The demand curves are downward-sloping 

because consumers demand less of the taxed service as price increases. The different slopes 

represent scenarios where consumer demand is more responsive, or elastic, to changes in price 

(Figure A-1) and less responsive, or inelastic (Figure A-2). The supply curves in both figures are 

flat, or “infinitely elastic” because suppliers, in the aggregate, are able to adjust their capacity to 

meet whatever level of consumer demand prevails in the market. In both figures, the initial 

equilibrium (E), before the tax, between the prevailing market price (P) and quantity (Q) is 

denoted by an asterisk superscript (*). After the tax is applied, the change in equilibrium between 

price and quantity is denoted by a subscript (t). In both figures, the tax is also passed forward to 

consumers in the form of higher prices. Firms reduce output or some firms exit the market 

because participants earn zero economic profit. If the DST rate is 3%, for example, then suppliers 

in a competitive market are assumed to increase price by 3% minus any tax savings (i.e., 

deductions for excise tax payments from any income tax owed to the jurisdiction imposing the 

DST).72  

In Figure A-1, imposition of a DST causes prices to rise and quantity demanded to fall in the 

market. The magnitude of the change in quantity is roughly similar to the change in price in the 

                                                 
72 For some companies, there will not be such a tax savings because they do not pay income tax to the country 

imposing the DST.  
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illustration below, but in a market with relatively elastic demand, the change in quantity can 

exceed the change in price. One cause for this phenomenon is the availability of near-substitutes. 

For example, if television advertisement is equally as effective as internet advertising, then a tax 

increasing prices of the latter will lead to a larger decline in demand as more companies purchase 

advertisements on television instead of the internet.  

Figure A-1. Effects of a DST on Long-Run Equilibrium in a Competitive Market with 

a Relatively Elastic Demand Curve 

(The “market” can be defined as internet advertising, marketplace sales, data transfer, etc.) 

 
Source: CRS. 

In Figure A-2, imposition of a DST also causes prices to rise and quantity demanded to fall in the 

market. With a relatively inelastic demand curve, though, the magnitude of the change in price 

exceeds the change in quantity. This could be caused, for example, by a lack of substitutes (e.g., a 

strong preference for internet advertising or lack of alternative outlets to online marketplaces to 

sell goods and services). In this case, the change in price is greater than the change in quantity 

demanded. 
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Figure A-2. Effects of a DST on Long-Run Equilibrium in a Competitive Market with 

a Relatively Inelastic Demand Curve 

(The “market” can be defined as internet advertising, marketplace sales, data transfer, etc.)  

 
Source: CRS. 

Many of the services subject to a DST are intermediate inputs to the final sales of other goods and 

services. This means that the method of analyzing the effects of the DST would be replicated for 

each stage in the supply chain. For example, if a DST increases the price of advertising a clothing 

company’s products over the internet, then that clothing company will likely increase the cost of 

the clothing that it charges its customers (the retail consumer in the country levying the tax). The 

exact magnitude of the effects will vary depending on elasticities of supply and demand in that 

downstream market for retail clothing sales. In a perfectly competitive retail clothing market, 

though, it is anticipated that prices will increase and quantity demanded will decrease. 

In addition to effects on price and quantity prevailing within a market, DSTs can also have 

“welfare effects.” Under this method of analysis, economists consider changes to consumer 

surplus, producer surplus, and deadweight loss. Consumer surplus is the total benefit of value of a 

good or service that consumers receive beyond what they actually pay in the market. It is depicted 

on a supply-demand graph as the area below the demand curve and above the price. Producer 

surplus is the benefit to producers from selling a good or service at a price higher than their 

marginal cost of producing one additional unit. It is depicted on a supply-demand graph as the 

area above the supply curve and below the price. Deadweight loss is an inefficiency in the market 

that is typically introduced by government intervention, such as a tax, that results in a loss in 

economic activity and potential losses to consumer or producer surpluses. In a supply-demand 
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graph of a competitive market, like the ones above, deadweight loss is depicted as the center 

triangle created after the imposition of a tax.  

Welfare analyses of the DSTs depicted in Figure A-1 and Figure A-2 indicate that they reduce 

consumer surplus, have no effect on producer surplus, and create deadweight loss inefficiencies. 

Before the imposition of a DST, consumer welfare is measured as the areas a + b + c in both 

figures. This area indicates that consumers are receiving benefits from consuming goods or 

services subject to DSTs in excess of the price they actually pay for them. This could be in part 

because social media platforms, shopping on online marketplaces, or using search engines are 

free to consumers. After the imposition of a DST, though, consumer welfare is reduced to the area 

a. As producers increase the cost of goods and services subject to a DST, consumer welfare 

decreases due to higher costs. The area b becomes revenue collected by the government and the 

area c becomes deadweight loss in economic activity discouraged by the DST. There is no effect 

on producer surplus, because it does not exist in a perfectly competitive market. In a perfectly 

competitive market, producers are price takers and earn no economic profit. 

The main differences in Figure A-1 and Figure A-2 are due to the slope of the demand curve. 

The relatively inelastic demand in Figure A-2 leads to greater reductions in consumer welfare, 

more tax revenue collected, and smaller deadweight losses. This is because a relatively inelastic 

demand curve indicates that consumers are less responsive to changes in price. If consumers are 

unable to substitute away from goods or services subject to DSTs toward nontaxed activities, then 

they pay higher prices for taxed activities, and the government collects more revenue.  

Analysis of a DST in a Monopoly Market 

Some argue that major firms in the digital economy have “monopoly power.” Proponents of this 

assertion could point out that Facebook is the largest social media platform or that Google is the 

predominant search engine. Others may say that digital economy platforms create network effects 

that prevent competition. For example, Facebook is able to maintain its status as the most popular 

social media platform because the value of interacting on a network with billions of users exceeds 

a new platform with only a few users. Similarly, Amazon might be characterized as a monopoly 

because many customers shop and provide reviews on its website, so a vendor looking for 

exposure to the largest customer base will choose to pay for the service of listing its products on 

that site compared to a smaller internet marketplace. 

These views may be seen, by others, as misguided because they are viewing the opposite side of 

the two-sided markets in the digital economy or defining the “market” too narrowly. As explained 

in the perfect competition analysis, above, Google and Facebook can be viewed as competitors in 

the market for selling digital advertising space or data transfer services even if they have some 

degree of market power on the other side of the market (e.g., search engines and social networks). 

Additionally, digital economy firms also compete against “non-digital” competitors. For example, 

in the larger markets for consumer product advertising, internet companies compete with 

advertising via television, print, and radio. 

Whether firms have supernormal profits or economic rents in an industry is often difficult to 

determine. In general, the presence of high accounting profits (total revenue minus total costs) is 

not indicative of whether a firm has profits in an economic sense. Economic profits take into 

consideration the opportunity costs of investing in a different income-producing activity. There is 

typically a risk-free portion of the return to any investment. For example, in the corporate sector 
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this could be the average rate of return of the stock market.73 However, riskier investments 

generally require a higher potential return in order to attract capital (also known as the “risk 

premium”). The point of this distinction is that high accounting profits can be an indication of a 

higher risk premium.  

For the sake of argument, Figure A-3 illustrates the effects of a DST in a hypothetical monopoly 

market where there is one producer. An example of this phenomenon in the digital economy could 

be a single firm that sells internet advertising, marketplace sales, or data transfers to a potential 

buyer.  

Figure A-3. Illustrated Long-Run Equilibrium in a Monopoly Market (Before Tax) 

(The “market” can be defined as internet advertising, marketplace sales, data transfer, etc.)  

 
Source: CRS, adopted, in part, from Harvey S. Rosen, Public Finance, 7th ed. (Boston, MA: McGraw-Irwin, 2005), 

pp. 287-289. 

                                                 
73 The Office of Management and Budget uses a 7% annual, inflation-adjusted (real) discount rate as part of its analysis 

of the costs and benefits of a major regulatory action: “The 7% rate is an estimate of the average before-tax rate of 

return to private capital in the U.S. economy, based on historical data. It is a broad measure that reflects the returns to 

real estate and small business capital as well as corporate capital. It approximates the opportunity cost of capital, and it 

is the appropriate discount rate whenever the main effect of a regulation is to displace or alter the use of capital in the 

private sector.” See Office of Information and Regulatory Affairs, Regulatory Impact Analysis: A Primer, p. 11, 

https://www.reginfo.gov/public/jsp/Utilities/circular-a-4_regulatory-impact-analysis-a-primer.pdf.  
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Figure A-3 illustrates a monopoly market before the imposition of a tax.74 In a monopoly market, 

the seller still faces a downward-sloping demand curve. However, the monopolist does not have a 

supply curve because it does not accept the price prevailing in the market (like individual sellers 

in a competitive market). Instead, it sets price (PM) and output (QM) at the intersection of marginal 

revenue (MR) and marginal cost (MC) to arrive at a profit-maximizing equilibrium (EM) along the 

demand curve. The upward-sloping MC represents the fact that the monopolist firm faces 

increasing marginal costs as it increases the quantity supplied in the market. The monopolist also 

has an upward-sloping average total cost (ATC) curve, which includes the upward-sloping 

function of the MC curve plus added fixed costs of production. Unlike producers in the 

competitive markets in Figure A-1 and Figure A-2, the monopolist in Figure A-3 earns 

economic profits, or rents. Economic profit per unit sold is the difference between the price 

charged by the monopolist (PM) and the ATC curve, or the distance bc. That average profit per 

unit times the total number of units sold (dc) equals the total economic profit earned by the 

monopolist, as shown in the gray shaded box (abcd).  

The effects of a DST on a monopoly market are illustrated in Figure A-4.75 A DST shifts the 

demand curve in as consumers of taxed services respond to higher after-tax prices.76 As a result of 

the reduced demand, the marginal revenue earned by the monopolist declines, and the MR curve 

shifts from MRM to MRt. The equilibrium in the market shifts from EM to Et. Quantity decreases 

from QM to Qt. The price faced by the consumer in the market increases from PM to Pt. The price 

received by the monopolist, though, decreases from PM to PMt. The economic profit earned by the 

monopolist under the new post-tax demand and MRt curves is represented by the gray shaded box 

(fghi). The revenue collected by the government is represented by the dashed-line area just above 

the monopolist’s profit. Changes to deadweight loss is not illustrated on Figure A-4, but they can 

be explained in qualitative terms. The presence of a monopoly market creates deadweight loss 

relative to a competitive market because PM is set higher than the price where supply and demand 

intersect in the competitive market (e.g., in Figure A-1 and Figure A-2). When a tax is 

introduced on top of the distortions caused by the monopolist, the size of the deadweight loss in 

the market is further increased.

                                                 
74 The illustrations and accompanying analyses in Figure A-3 and Figure A-4 are adopted, in part, from Rosen, Public 

Finance, pp. 287-289. 

75 Figure A-4 shows the effects of a per-unit tax imposed on a monopolist. In contrast, DSTs are typically imposed like 

ad valorem taxes (percentage of the dollar value of revenue earned from taxable activities). While the exact graphical 

depiction of an ad valorem versus per unit tax would differ, the economic effects, for the purposes of analysis in this 

report, are basically the same.  

76 Alternatively, the imposition of a DST could be modeled as increasing the MC curve. The final economic effect 

would be the same. 
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Figure A-4. Illustrated Long-Run Equilibrium in a Monopoly Market (After Tax) 

(The “market” can be defined as internet advertising, marketplace sales, data transfer, etc.)  

 
Source: CRS, adopted, in part, from Harvey S. Rosen, Public Finance, 7th ed. (Boston, MA: McGraw-Irwin, 2005), 

pp. 287-289. 
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