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Taxation and Payment Issues:  

Practical Aspects of Collecting Tax Revenue

1. Background to the issue 

With the advent and recent growth of electronic transactions complementing and in some cases replacing the traditional ways of delivering or exchanging goods and services, governments are faced with a new challenge to their tax administrations.  Unlike conventional bricks-and-mortar commerce, the Internet has no physical location, users do not control it and, generally, no one knows the path along which information travels. 

This changing business environment is posing new challenges to governments with respect to tax collection and to businesses with respect to their tax liabilities.  Many tax concepts that were designed for a world of trade in tangible products are no longer adequate for a world of commerce in information transmitted in digital form.  This is especially true of rules requiring a physical presence in the taxing jurisdiction, geographic sourcing rules, distinctions between goods and services, and rules for transfer pricing. 

The challenges facing governments with respect to domestic taxation in the electronic age are complex, and involve such issues as: (i) what taxes (if any) should apply to Internet transactions; (ii) the determination of identity of users and of residency (for individuals and corporations); (iii) the implications for tax collection of the loss of intermediaries in transactions (the process of disintermediation that takes place in electronic transactions); and (iv) the growing specter of tax avoidance as secure technologies and the very nature of the Internet make it more difficult to link transactional information to a taxpayer.  This paper covers the issues of identity and residency, disintermediation, and tax avoidance.

(i) Identity and Residency

International transactions are usually taxed on the basis of a business' residency status in the jurisdiction in which profits from the transaction arise. Traditional residence concepts are based on criteria such as physical presence, incorporation, and place of central mind and management.  

The notion of "permanent establishment" has been particularly diluted in an electronic trading environment. Tax treaties use the concept of "permanent establishment" to determine whether the person (individual or corporation) has a significant presence in the country for tax purposes.  Tax treaties define "permanent establishment" as a fixed place of business, which requires that there be a physical place of business.  Where does a website fit into the definitional structure of "permanent establishment" as it is used in tax treaties?  Is a website a fixed place of business? If so, where is it located?  

Income tax treaties between governments, as they now exist, do not address any of these questions because they were developed in a non-digital era when transactions and commercial law dealt primarily with tangible property.  If a business is considered to be located where its website is connected to a server, the propensity for businesses to "shop around" for a low tax jurisdiction is likely to increase. The mobility and potential anonymity of Internet based businesses gives them geographical independence, thus undermining the validity of the concept of "permanent establishment" which is basic to most tax administrations. The ease with which a web site can be moved from one location to another would therefore make it more difficult for tax authorities to enforce tax liabilities.  

To date there exists no internationally agreed approach on how attribution of income to a website should be done, and no agreed means to determine the ownership of existing websites.  Such a situation raises the question of whether it is possible for governments to monitor, detect or determine the activities of electronic businesses without some form of regulation, and without international cooperation in the absence of a global tax framework.  In such an environment, business enterprises run the danger of being subject to double taxation, while governments may be the victims of electronic tax avoidance.

(ii) Disintermediation

Although a great commercial advantage of electronic commerce is considered to be the elimination of intermediating institutions, this poses real problems for tax administration.  Middlemen such as importers/ distributors have traditionally served as collection points. Disintermediation refers to the direct connection between producers and consumers, which eliminates the middlemen such as wholesalers, distributors and retailers. Internet buyers are now able to browse on screen through a virtually unlimited range of goods and buy directly from the producer. 

(iii) Record-keeping and Information: Tax avoidance and Evasion

In the physical world, the information to support the existing tax base is found in the financial records of a taxpayer or other entities like banks and asset registries, and source documents such as receipts and invoices. However, electronic records can be altered without trace so that the reliability of these records may be more questionable. The "audit trails" needed for tax administration may no longer exist (for example, where "electronic cash" or "smart cards" are used for payment). Encrypted records can make it virtually impossible to determine the nature or value of transactions.  The ability to link transactional information to a taxpayer is also challenged, as is the presumption that records of taxpayers of any nationality will be created and held within a specific tax jurisdiction.

The incidence of non-compliance with the tax system is thus likely to increase as the volume and the value of Internet transactions that are not taxed grow and as businesses move their "residence" to Internet servers located in low tax jurisdictions or "tax havens."  On the other hand, businesses may find themselves subject to double taxation if some of the questions regarding residency and applicable jurisdiction are not settled.

2. Questions for discussion:

· Residency:

· How can governments determine what is the applicable jurisdiction for tax purposes: where the retailer is physically present, or on the electronic server that serves the website?

· Does a web page have a physical presence of some permanence?  Can the residence of a company that operates from a web site be determined from the location of the web page? Are there alternatives to the concept of permanent establishment?

· Disintermediation:

· What are the compliance difficulties created by disintermediation? 

· Tax evasion:

· How can tax administrations deal with the problems of tax evasion raised by electronic cash (lack of traceability, easier access to tax havens, etc.)?

· Principles:

· What principles, if any, should governments apply to the taxation of electronic commerce in the Western Hemisphere?

· How can governments best cooperate with industry on solutions to protect revenue without creating undue burdens for business or consumers?

3. Work in international bodies:

OECD:  In June 1996, the OECD began an examination of taxation issues as they relate to electronic commerce.  The Committee on Fiscal Affairs has been actively engaged in analyzing taxation issues related to electronic commerce.  The Committee has most recently developed Taxation Framework Conditions (adopted in June 1998), which contain principles in taxation in four areas: international taxation norms, consumption taxes, tax administration and taxpayer service.  The Framework Conditions offer guidelines for ways in which the OECD Model Tax Convention of 1996 could be applied to electronic commerce, in particular to determine taxing rights, such as the concepts of "permanent establishment" and the attribution of income and to classify income for purposes of taxation, such as the concepts of intangible property, royalties and services, and in particular as regards digitized information.  The OECD is placing particular emphasis on working with business and countries outside of the OECD in order to ensure truly global solutions.

In the Western Hemisphere, the Inter-American Center for Tax Administration (CIAT) is the international, public, nonprofit organization which gathers the authorities responsible for tax administration in 33 member countries in the hemisphere.  CIAT staff provide technical assistance in tax administration to the organization's members, in close cooperation and coordination with the IDB, the World Bank, and the International Monetary Fund (IMF).

It is to be noted that the issues covered by the OECD and discussed in general terms in this paper are treated from the point of view of developed countries.  There is little or no information available as to the impact that electronic commerce is having to date on the tax administrations of developing countries, or whether any international efforts exist among them to cooperate in these areas.
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