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Taxation and Payment Issues:  

The Implications of Electronic Commerce for Domestic Taxation

1.  Background to the issue

An important issue for governments and businesses is how new telecommunications technologies will influence the collection of sales, value-added and other indirect taxes.  New technologies for secure electronic payments present an opportunity for governments to enhance their tax services to consumers.  They also present a challenge to tax authorities with respect to (a) how a good or a service that is delivered electronically is to be classified for tax purposes, and (b) how to determine the party to a transaction from whom taxes, such as consumption or sales taxes, shall be collected. For example, in developed countries, the vast majority of services are normally taxable at a positive rate of value-added tax when supplied for domestic consumption and at a zero rate when qualifying as exported services.  

A question of classification: What is to be taxed?

New technologies are challenging the traditional boundaries between goods and services, and between tangible and intangible (digital) goods.  For example, computer software can be viewed as either a good, a service, or intellectual property, thereby creating a characterization problem when attempting to determine the type of tax to be applied to its sale over the Internet.

A question of jurisdiction: Where is the transaction to be taxed?

The concept of place of supply is generally used to determine where a transaction is chargeable. This is usually defined as the location of the establishment providing the good or service, or the place of performance or enjoyment irrespective of where the supplier or consumer belong. It has been suggested that in order to improve sales or consumption tax administration for electronic transactions, the place of supply might be better defined as the place where the customer is established. Companies engaging in cross-border transactions over the Internet could be required to conduct self-assessment for tax payment purposes.  However, as the WTO notes in a study, such a requirement might raise the administration costs for small suppliers who may refuse to do business in some countries, and small countries might find themselves excluded from much Internet activity.

The Internet has created a situation where many services can be supplied to customers without the supplier having a recognizable establishment in the country where the supplies are consumed. Cross-country service suppliers over the Internet have no need for staff, premises, or even equipment in the consumers' country, and maintenance as well as service obligations can be discharged by contracting companies, raising a serious  jurisdictional issue for tax liability. The concepts of place of supply and place of enjoyment as the basis for sales, consumption, value-added or other type of taxation (depending on a country's domestic tax administration) are thus being strongly undermined by telecommunications technology.

The growth of usage of electronic technologies in business transactions therefore presents both an opportunity for improving the efficiency of tax administrations and a challenge with respect to collecting sales or value-added tax revenue from electronic commerce.  On one hand, electronic tax filing and data processing makes tax administration cheaper and more efficient. Enforcement and control can benefit from cross-checking of information between tax departments and between countries. On the other hand, in the jurisdictions where some form of a value-added tax is applied to the sale of goods and services, Internet-based commerce may make the collection of such taxes more costly for inter-jurisdictional transactions. It becomes more difficult to assert tax obligation, determine amounts owed, and collect them, both in the case of services and in the case of cross-jurisdictional shipments of small quantities compared to bulk shipments. Governments may improve the cross-jurisdictional reporting and sharing of information through bilateral and multilateral treaties.

As the number of low-value cross-border electronic transactions is expected to grow, governments need to assess the consequences of this phenomenon for their tax base, while businesses and consumers need to know whether and where they are required to pay taxes on goods and services that they acquire electronically.  

What tax treatment for electronic transactions?

Governments must decide whether electronic transactions are to be subject to the same tax treatment as the buying and selling of goods and services by non-electronic means.  In the United States, for example, there have been calls for maintaining the Internet as a tax-free medium of exchange indefinitely.  A law currently exists whereby a moratorium on domestic taxes applies to Internet transactions for a period of three years.  Other countries have decided to treat electronic commerce as any other form of commerce, thus maintaining the neutrality of the tax system with respect to the Internet.  The debate over what taxes, if any, should apply to electronic transactions is far from settled for the time being.

2.  Questions for discussion

Legal instruments
· What legal instruments exist or could be developed in the Western Hemisphere to deal with issues of cross-jurisdictional tax reporting, and how can they be adapted to  electronic transactions, without creating an additional tax burden for businesses and consumers?

· What taxes (such as sales, value-added, or other indirect taxes) should apply to electronic transactions?

Use of technology

· To what extent are the tax administrations of the countries in the Western Hemisphere equipped to deal with the challenges and opportunities presented by electronic commerce? To what extent are governments in the Western Hemisphere making use of new technologies for electronic sales tax filing and accounting?

Classification of electronic goods and services for tax purposes
· Since most tax systems require a distinction between goods and services, how is it possible to deal with the distinction of goods and services delivered over the Internet since goods are losing their physical identity? Are they to be treated as goods, services, intellectual property, intangible property, or some other category?

· Is digital content taxable in the same way as their physical good homologues (e.g. books, magazines, CDs)?

· Who is entitled to tax revenues generated by electronic transactions? Where should electronic transactions be taxable: (a) at the location of the consumer? (b) at the physical location of the seller? or (c) at the location where the seller is resident?

Compliance

· In what ways can businesses, consumers, and other stakeholders be involved in complying with self-reporting of electronic-based commercial activities that are normally taxable if carried out by other (non-electronic) means?

3.  Work in international bodies:

OECD:  The OECD has an active Consumption Tax Group which is part of the Committee of Fiscal Affairs.  The Group was mandated to examine and address the impact of electronic commerce on consumption tax regimes internationally.

More generally, 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 cover the governing 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. 

