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Abstract
This essay offers a technical analysis on the impact of electronic commerce on cross-
border taxation. The jurisdiction, the characterization of income, transfer pricing and tax
administration are said to raise the potential problems on taxation of electronic commerce
for both tax authorities and taxpayers at international level. The OECD (Organization for
Economic Cooperation and Development) sources will be used to discuss those problems.
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A. Introduction

Using the Internet as a tool for gaining
a range of information has recently become
popular around the world. It can be said that
the Internet affects people how to commu-
nicate with others across the world. In the
context of business, the Internet offers new
model of transactions in which people can
buy or sell goods and services online. In
other words, people can choose, order and
pay certain goods or services without leav-
ing their seats or a company can operate 1its
business without face-to-face meeting with
its employees or clients around the world.!
Clearly, the Intemet brings a worthwhile
development in economic and business ac-

tivities by “changing a classic model of busi-
ness”™ which usually needs a physical pres-
ence of person to make certain transactions.

However, the new type of commer-
cial transaction using the Internet also raises
some significant issues. One of those 1ssues
1s the impact of Internet commerce on taxa-
tion. This issue has become a major concern
among countries in the world since the on-
line transaction may occur not only within
a single jurisdiction but also in many juris-
dictions throughout the world. The fact that
people can conduct their business from one
jurisdiction to another junisdiction has raised
difficulties for tax authorities to identify the
jurisdiction in which the transaction has .
In this case, the possibility of tax avoidance
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and evasion in cross-border transactions via
the Internet is much greater than in the clas-
sic model of business.” As a consequence, it
will lead to a significant loss of tax revenues
in countries in which the online transaction
occurred.

Further, the problem of double taxa-
tion may also occur in relation to the cross-
border transaction via the Internet since the
existing tax system is said to be inadequate
to apply as stated by Daniel Tunkel and Ste-
phen York in the following statement:

The traditional methods of taxation
rely on being able to verify location.
This may be the location of the seller,
the buyer or the good sold. Most coun-
tries only seek 1o tax the people in that
country or goods and services in or
transferred to that country. However,
where people, goods and services move
across international borders, there may
be competing claims to tax by the vari-
ous countries involved.®

From that point of view, it is clear that the
existing tax system cannot keep up with the
improvement of technology. The transaction
via the Internet requires no physical presence
of people, whereas the traditional tax meth-
od is based on the physical presence within
a jurisdiction.® Therefore, the traditional tax
method cannot be applied effectively to the
electronic transaction. If tax authorities in
such jurisdictions insisted on applying the
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traditional tax method, it would trigger con
flicts among countries in order to be able
impose tax on such income. '

As has been mentioned above,
cross-border transaction via the Internet
raise potential problems for tax authori
and taxpayers. On one side, tax authori ies
have difficulties in verifying where a trz
action has occurred and on the other s
taxpayers may pay double taxes in diff
ent jurisdictions. It seems that in the
of electronic transactions, the problem
jurisdiction has raised tax issues for b
tax authorities and taxpayers at the intel
tional level.” In this case, it is important to
identify the location where electronic tra j
actions has occurred in order to estab
which country has a taxing authority on the
income derived by a non-resident from the
electronic transactions. The requirement to
tax a non-resident in such jurisdictions is the
existence of taxable presence. )

Based on the above explanation,
paper is intended to provide technical anal
sis on various issues which are related to th
impact of electronic commerce on taxation:
First, this paper explains a global concept of
permanent establishment which is used in the
OECD (Organization for Economic Coopera-.
tion and Development) Model Tax Conven-
tion to determine the existence of taxable
presence. Then, this paper attempts to discuss
this concept in connection with a web site and
an ISP (Internet Service Provider).

The paper also attempts to discuss the

characterization of income by using OECD

sources. This characterization of income
is important to be discussed since differ-
ent types of income will have different tax

. treatment. This issue is also related to the tax

treatment of electronic payments.
On transfer pricing issues, this paper

- provides a brief explanation on the issues

raised by e-commerce for transfer pricing.
Finally, the paper attempts to explain and
discuss the benefit and the problem raised by
e-commerce in connection with tax adminis-
tration and collection.

B. The Concept of Permanent Estab-

lishment

Having a taxable presence in certain
jurisdiction is the most important require-
ment for tax authorities to impose tax on
certain electronic transactions. The OECD
Model Tax Convention provides a Perma-
nent Establishment (PE) concept to deter-
mine the existence of a taxable presence in
certain jurisdictions. A general principle of
permanent establishment which is adopted
by some countries in their legislation is that
a government in one country can impose
tax on the profit derived by a non-resident
if the profit is attributable to the permanent
establishment in that country®. In the case of
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electronic transactions, there are two issues
about PE in the following”: (1) Whether a
website or a web server can be considered
to be a PE; (2) Whether an Internet Service
Provider (ISP) or telecom company can cre-
ate a PE for businesses utilizing their servic-
es to engage in electronic commerce.

Before discussing those issues more
depth, 1t 1s important to understand the con-
cept of PE based on the OECD Model Tax
Convention. The term PE can be found in
Article 5 (1) of the Model. It defines PE as
“a fixed place of business through which the
business of an enterprise is wholly or partly
carried on™'°. Further, Article 5 (2) govems
a list of examples which may constitute a PE
as follows : (a) A place of management; (b)
A branch; (c) An office; (d) A factory; (e) A
workshop, and (5) A mine, an oil or gas well,
a quarry or any other place of extraction of
natural resources."'

Based on Article 5 (1) and Article 5 (2)
of the Model, it can be reasonable to assume
that the concept of PE requires the existence
of premises which are used for carrying on
the business. However, the Commentaries of
the OECD Model provide that even though
there are no premises for carrying on the
business, the PE may exist if facilities such
as machinery or equipment are available.'*
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In the context of electronic commerce, the
existence of facilities such as “automated
equipment™'” in certain jurisdictions may be
regarded as a PE.

However, there are exclusions from
definition of permanent establishment under
Article 5 (4) of the OECD Model Tax Con-
vention as follows : (a) The use of facilities
solely for the purpose of storage, display or
delivery of goods or merchandise belonging
to the enterprise; (b) The maintenance of a

stock of goods or merchandise belonging to -

the enterprise solely for the purpose of stor-
age, display or delivery; (¢) The maintenance
of a stock of goods or merchandise belong-
ing to the enterprise solely for the purpose
of processing by another enterprise; (d) The
maintenance of a fixed place of business
solely for the purpose of purchasing goods
or merchandise or of collecting information,
for the enterprise; (e) The maintenance of a
fix place of business solely for the purpose
of carrying on, for the enterprise, any other
activity of a preparatory or auxiliary char-
acter; (f) The maintenance of a fixed place
of business solely for any combination of
activity mentioned in sub-paragraphs (a) to
(e), provided that the overall activity of the
fixed place of business resulting from this
combination is of a preparatory or auxiliary
character.
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A number of business activities m,
tioned in Article 5 (4) of the Model have pr
paratory or auxiliary character.'® Therefi
if a non-resident conducted a business actj
ity in such jurisdictions which had a prep
ratory or auxiliary feature, it would not
treated as a permanent establishment eve
though the activity 1s carried on wholly ¢
partly at a fixed place of business.

Regarding the first issue whether
website or a web server constitutes a pe
nent establishment, the concept of perme
nent establishment in the OECD Model Ta
Convention can be used. Basically, a we
site or a web server 1s treated as a permane;
establishment if it satisfies the definition ¢
permanent establishment in Article 5 (1)
the Model. In this case, ‘a fixed place
business’ has become a key feature of a pe
manent establishment.'® The Commentarie
on Article 5 (1) of the Model Tax Conver
tion provide further conditions to be a pe
manent establishment in the following”:_ﬁ
The existence of a “place of business”, i.
facilities such as premises or, in certain
stances, machinery or equipment; (2) This
place of business must be “fixed”, i.e. it musg
be established at a distinct place with certal
degree of permanence; (3) The carrying 0

that the person who, in one way or another,
are dependent on the enterprise (personnel)
conduct the business of the enterprise in the

* gtate in which the fixed place is situated.

Based on the Commentaries, a perma-
nent establishment exists not only because
of the location of a site but also because of
the activity. In this context, the location of a
site alone is unlikely to give rise 10 a perma-
nent establishment'®. To be a permanent es-
tablishment, the website or web server needs
to have such business activities which are
conducted in the State in which the website
or the web server is located.'” However, the
exception in Article 5 (4) of the Model limits
the activity which can create a permanent es-
tablishment. As has been mentioned above,
the activity 1s deemed not to be a permanent
establishment if it has a preparatory or aux-
iliary character®’. In this case, it is necessary
to identify whether the business activity in
certain jurisdictions has a preparatory or
auxiliary characteristic. Even though it is
a difficult task, the Commentaries provide
various examples of activities which can
be used to differentiate between the activity
which has a preparatory or auxiliary charac-
ter and that which has not?'. Following are
some examples of business activities which
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have preparatory or auxiliary characters:??
(a) Advertising or information purposes; (b)
Storing, displaying or delivering; (c) Solely
for the purpose of purchasing; (d) Servicing
of patents or know-how contract. Therefore,
if the business activity conducted through a
website or web server has functions solely
for advertising or information purposes, the
website is unlikely to be a permanent estab-
lishment.

In the context of having automated
equipment or machinery in certain jurisdic-
tions, it may constitute a permanent estab-
lishment if the enterprise which sets up the
machines also operates and maintains them
for its own account®*. However, a permanent
establishment does not exist if the enter-
prise merely sets up the machines and then
leases them to other enterprise®®. Thus, it is
clear that the sitting equipment is regarded
as a permanent establishment depending on
other business activities conducted by the
enterprise such as operating and maintaining
the equipment.

A permanent establishment concept
also recognizes the existence of agents in
relation to the electronic transaction via the
Internet. In this context, an agent is needed
to negotiate a contract or an arrangement
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for the delivery of the electronic goods and
services in certain jurisdictions®. This may
make a non-resident who sells electronic
goods and services and then enters into an
arrangement, subjects to tax in the jurisdic-
tion concerned?®. However, to attract tax
charges on the non-resident, it is important
{o determine whether an agent constitutes a
permanent establishment or not.

Article 5 (5) of the OECD Model Tax
Convention governs the concept of agency
as follows:

..., where a person — other than an
agent of an independent status to whom
paragraph 6 applies — is acting on
behalf of an enterprise and has, and
habitually exercises, in a Contracting
State an authority to conclude contracts
in the name of the enterprise, that the
enterprise shall be deemed to have a
permanent establishment in that State
in respect any activities which that
person undertakes for the enterprise,
unless the activities of such person are
limited to those mentioned in paragraph
4 which, if exercised through a fixed
place of business, would not make this
fixed place of business a permanent
establishment under the provisions of
that paragraph. 3?

From the above Article, it is clear that
the dependent agent may give rise a perma-

25 Ibid.
26 Ibid, p.218

27 A ricle 5 (5) of The OECD Model Tax Convention. 2000, p. 26
28 \ fichacl Chissick and Alistair Kelman, Electronic Commerce: Law and Practice, 2002, p. 291

29 Ibid.

301he revised PE Commentary on Article 5 (OECD 2000)

nent establishment if he/she acts on behalf of
the enterprise and has the authority to con-
clude contracts in the name of the enterprise,
whereas an independent agent is unlikely to
give rise a permanent establishment.

The concept of agency is generally
related to the second tax issues about perma-
nent establishment. The use of the concept
is relevant to determine whether an ISP or
a telecommunication’s company can be con-
sidered to have a permanent establishment in
a country concerned. In the context of elec-
tronic commerce, the common contractual
arrangement is that an ISP hosts a web site of

an enterprise in the country where the server

is located?®. If this is the case, a general rule
of agency applies in which the ISP will not
constitute a permanent establishment in that
country®’. This is because the ISP does not
have the a right to conclude contracts with
the costumer in the name of the enterprise or
the ISP usually acts as an independent agent
both legally or economically in the ordinary
course of business as stated in the revised
commentary in the following®":
ISPs will not constitute an agent of the
enterprise to which the web sites belong,
because they will not have the authority
to conclude contracts in the name of
these enterprises and will not regularly
conclude such contracts or because
they will constitute independent agents
acting in the ordinary course of their

business, as evidenced by the fact that
they host the web sites of many different
enterprises.

Similar treatment applies in determin-
ing whether a telecommunication company
can create a permanent establishment. In this
case, the telecommunication company which
provides a communication’s link is deemed
not to have a permanent establishment in a
foreign jurisdiction’'. This is on the basis
that the telecommunication company con-
ducted an activity for the purpose of passing
information only through its infrastructure™.
The main activity conducted by the telecom-
munication company 1s regarded as having
a preparatory or auxiliary characteristic in
which 1t is excluded from creating a per-
manent establishment in that jurisdiction as
governed 1n Article 5 (4) of the Model.

Regarding the existence of a software
agent, it has become an interesting discussion
among the authors of electronic commerce
whether 1t may give rise to a permanent es-
tablishment or not*>. In the circumstance,
the capability of software to negotiate and to
conclude contracts for the business is a key
point to determine the existence of perma-
nent establishment in a country concerned*,
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If soft ware can perform the function of an
actual agent for the business, it may be suffi-
cient to create a permanent establishment.**

However, some authors do not agree
with the opinion that the soft ware agent has
the same ability as an actual agent to negoti-
ate and to conclude contracts on the behalf of
the enterprise*®. This is because “a soft ware
agent is not a legal person and has no legal
capacity™’. It orders to create a permanent
establishment in a certain country, it requires
that an agent must be a person as defined in
the Article 3 of the OECD Model Tax Con-
vention in the following: “the term “person”
includes an individual, a company and any
other body of person™*. Based on Article
3 of the Model, it is clear that the software
agent 1s not a “person”. Therefore, it cannot
give rise a permanent establishment in the
country where the software is located.

In International Taxation, the concept
of permanent establishment is regarded as an
accepted principle to determine which coun-
try has a right to impose tax on electronic
transactions®®. Despite the fact that most
double tax treaties based on the OECD Mod-
el, each country can interpret the concept of
permanent establishment differently*’. This
is because the concept of permanent estab-

31 »
Daniel Tunkel and Stephen York, E-Commerce: A Guide to The Law of Electronic Business, 2000, p299

32 Ibid.

Bn:
Bjorn Westberg, Cross-Border Taxation of E-Commerce, 2002, p.118-120
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lishment is said to be incompatible with elec-
tronic transactions®'. In this case, the critical
point is on the requirement of physical pres-
ence in the country concerned. As has been
mentioned before, electronic transactions
require less physical presence or activity
whereas the OECD Model Tax Convention
still requires a physical presence in the coun-
try where the transaction occur. This brings
such suggestion that it is necessary to amend
the tax treaty commentary in relation to the
permanent establishment concept in order to
be able to catch electronic transactions.*?

In fact, the OECD has already revised
the commentary on Article 5 of the OECD
Model Tax Convention in respect of perma-
nent establishment. The Revised Commen-
tary makes the wording in Article 5 of the
Model clear and unambiguous especially in
determining whether a website or a server
constitutes a permanent establishment. The
same view has been taken that a website
and an ISP are unlikely to give rise to a per-
manent establishment. Clearly, there is no
significant change on the permanent estab-
lishment concept which can be used to cope
with the increasing of electronic transactions
in recent days.

There is an interesting suggestion in
relation to the permanent establishment con-
cept. The suggestion tends to keep the per-
manent establishment concept but to extend

“ Ibid.
2 Ibid, p. 299

2 Bjom Westberg, Cross-Border Taxation of E-Commerce. 2002, p.115

o
45 Ibid,

46 Daniel Tunkel and Stephen York, E-Commerce: A Guide to The Law of Electronic Business, 2000, p.301

the criteria for tax liability®. In this case, g
use of the supplied goods or services with

teria to impose income taxes on a non-
dent who supplies digital products in th
jurisdictions*. However, this suggestion
objected by another author who believe
it will have the same effect as changing ¢
permanent establishment concept because
will be “income taxation of all cross-bo
supplies via the Internet™’.

C. Characterization Of Income L

Characterization of income has be-
come one of the main tax issues of electronic
commerce. This issue arises because differ-
ent types of income will have different tz
treatment. Therefore, it is important to make
distinction of income which is generated
from the electronic transactions. Basically, a
traditional tax law has classified the follow-
ing three types of income (a) Income from
the sale of goods; (b) Income from the provi-
sion of services; (c¢) Income from the use of
assets (which may be tangible, such as land
or intangible, such as software).*® '

In the context of electronic transac-
tions, a payment from electronic commerce
falls within the classification of the income
above. An electronic payment which is clas-
sified as a payment for the sale of goods rep-
resents business profit under Article 7 of the

OECD Model Tax Convention. This Article
governs the right of such country to impose
tax on business profits as illustrated in the

following:

The profits of an enterprise of a Con-
rracting States shall be taxable only in
that state unless the enterprise carries
on business in the other Contracting
States through a permanent establish-
ment situated therein. If the enterprise
carries on business aforesaid, the profits
of the enterprise may be taxed in the
other State but only so much of them
as is attributable to that permanent
establishment"”.

From the article, it is clear that the per-
manent establishment concept 1s a key point
for the purpose of determining the tax right
on the profits derived by an enterprise from
the sale of goods in another jurisdiction.
Therefore, if a tax authority of another juris-
diction found that a permanent establishment
exists, the income of a non-resident from the
sale of goods can be taxed but only so much
of them as is attributable to the permanent
establishment.

Another type of income in relation to
electronic commerce is income from the
provision of services. Previously, the OECD
Model Tax Convention governed this type of
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income under Article 14 concerning income
from the independent services. That article
provides similar tax treatment to income
from the sale of goods in which the income
from independent services may be taxed in
the other jurisdiction if a non-resident who
performs his / her activity has such a fixed
base regularly 1n that jurisdiction. In this
case, a tax authority of other jurisdiction
may only tax the income which is attribut-
able to that fixed base.

However, no clear distinction between
the concept of a fixed base and the concept
of a permanent establishment raises a ques-
tion whether the income of a non-resident
may fall within Article 14 or within Article
7%, This is because a domestic tax laws or
some double tax treaties require a distinc-
tion to be made since they contain special
rules of either income from the sale of goods
or income from the provision of services*’.
On 29 April 2000, the OECD made a deci-
sion to delete Article 14 from the Model Tax
Convention on the basis that “there were no
intended differences between the concept of
permanent establishment, as used in Article
7, and fixed base, as used 1n Article 14, or
between how profits were computed and tax
was calculated according to which of Ar-
ticle 7 or Article 14 applied™’. As a result,
the income derived from the provisions of
services especially from the activities of an

47 Article 7 (1) of The OECD Model Tax Convention. 2000, p.29

& Michacl Chissick and Alistair Kelman, Electronic Commerce: Law and Practice, 2002, p. 293 and Bjon
Westberg, Cross-Border Tavation of E-Commerce, 2002, p.123

i Michael St J R Butler, Victor T. Chew, et al, Taxation of Global E-Commerce available at Asian Compara-
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50 The OECD Model Tax Convention, 2000, p.174
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independent character falls within Article 7
concerning Business Profits’!.
The last type of income is income from
the use of assets which falls within Article 12
of the Model concerning the taxation of roy-
alties. Article 12 (2) of the Model provides
the definition of royalties as follows®?:
Payment of any kind received as a con-
sideration for the use of, or the right to
use, any copyright of literary, artistic
or scientific work including cinemato-
graph films, any patent, trademart,
design or model, plan, secret formula
or process, or for information concern-
ing industrial, commercial or scientific
experience.

In relation to taxing right on royalty
payment, Article 12 (1) states that “royalties
arising in a Contracting State and beneficial-
ly owned by a resident of the other Contract-
ing State shall be taxable only in that other
state™>. From that Atrticle, it is clear that a
primary right to impose tax on royalties is
on the hand of the country residence. How-
ever, in fact, many countries such as Austra-
lia, Japan and New Zealand tax royalties at
source with specified rates®*. Normally, the
source country will impose withholding tax
in which the country of residence is required

31 Ibid,

to provide any relief for the tax paid to the
source country55

In the concept of electronic commerce,
there is a significant problem which has to be
discussed in relation to the tax treatment of
royalties. The problem concerned is whether
payments received as a consideration for the
computer software may produce royalty in-
come or business income®®. Going back to
the definition of royalties under Article 12
(2) of the Model, the Article does not pro-
vide a specific description about computer
software in connection with electronic com-
merce. However, a discussion on that matter
can be found in the OECD Commentary on
Article 12 concerning the taxation royal-
ties. According to the OECD Commentary,
software is describe as “a program, or series
of programs, containing instructions for the
computer required either for the operational
processes of the computer itself (operational
software) or for the accomplishment of other
tasks (application software)”.%’

The character of payments as either
royalties or business profits in connection
with the transfer of software depends on the
nature of the rights acquired by the transfer-

%%, Regarding the transferee’s rights, they
consist of partial or complete rights in the
underlying copyright, or they may be partial

2 Article 12 (2) of The OECD Model Tax Convention, 2000, p.33
>3 Article 12 (1) of The OECD Model Tax Convention. 2000, p.33
o Commentary on Article 12 of The OECD Model Tax Convention, Para. 33-37, 2000, p. 161-162

55
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* Zak Muscovitch, Taxation of Internet Commerce available at http: // w

10/muscovitch, p.9

>7 Commentary on Article 12 of The OECD Model Tax Convention, Para. 12. 1, 2000, p. 156

58 Ibid. Para 12.2

or complete rights in a copy of the program™
In this case of electronic payments made to
acquire partial rights in the copyright, the
payments are classified as royalties where
the consideration is for granting rights in
the program in a manner that would, without
such license, constitute copyright infringe-
ments®’. Examples are licenses to reproduce
and distribute to the public software incorpo-
rating the copyrighted program, or to modify
and publicly display the program®’

Electronic payments are treated as
business profits under Article 7 of the OECD
Model Tax Convention where payments are
made to acquire a limited right in relation to
the copyright to enable the users to operate
the program®. In this case, the user is al-
lowed to copy the program to his / her own
hard drive or for the archival purpose. In
some countries, that action would constitute
a breach of copyright if it were done with-
out a license, whereas the copyright laws in
other countries grant this right to the owner
of the software®. For the purpose of taxa-
tion, how the right of copying the program
1s given should be disregarded as long as it
only makes possible the effective operation
of the program by the user.*
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Another electronic payment which has
the same character as the above payment is a
payment under distribution arrangements in
which the transferee obtains rights to make
multiple copies of the program for operation
only within its own business. Examples of
such distribution arrangements are license
for site, license for an enterprise or for a
network®. Further, such ri ghts to make mul-
tiple copies are limited only for computers
or networks®. In other words, it is not per-
mitted to make multiple copies for any other
purposes.

Such payments are characterized as
royalties where a software house or com-
puter programimer agrees to supply informa-
tion about the ideas and principles underly-
ing the program such as logic, algorithms or
programming language or techniques®’. This
character of payments represents consider-
ation for the use or the right to use knowl-
edge which cannot be copyrighted®®.

In relation to the transfer of full own-
ership of the copyright, such payments are
not considered as royalties under Article 12
of the OECD Model Tax Convention. In this
case, difficulties arise where there are ex-
tensive but partial alienation of rights. This

involves:
o i
% Ibid. p. 157
! Ibid.
62 Commentary on Article 12 of The OECD Model Tax Convention, p. 157
63 Ibid.
A Bbid
% Ibid, p. 122 e
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%7 Ibia. tSMVERSITAS GADJAH |
68 YJ{JYAKﬁsit:.
Ibid, be
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- Exclusive right of the use during a spe-
cific period or in a limited geographical
area;

- Additional
usage;

= Consideration in the form of substantial

consideration related to

lump sum payment®’.

However, it depends on its particular facts
of each case but such electronic payments
may fall within Article 7 concerning Busi-
ness Profits or within Article 13 concerning
Capital Gains.

The OECD Commentary also provides
the tax treatment where electronic payments
are made under mixed contracts. Example
of such mixed contracts is sales of computer
hardware with built in software”. If this is
the case, the mixed contracts should in prin-
ciple be broken down based on the informa-
tion contained in the contract or the pay-
ments should be apportioned on reasonable
basis with the appropriate tax treatment ap-
plied to each part’'. However, the treatment
of the principal part of the contract must pre-
vail where some of the parts are only ancil-
lary to the principal part as governed in the
OECD Commentary in the following:

If one part of what is being provided
constitutes by far the principal purpose
of the contract and the other parts
stipulated therein are only of an ancil-
lary and largely unimportant character,
then it seems possible to apply to the

% Ibid.
T0

72 Para, 11 of The OECD Commentary on Article- 12, 2000, p. 155

PR R ———

Para. 17 of The OECD Commentary on Article 12. 2000, p. 158
! Para. 11 and 17 of The OECD Commentary on Article 12, 2000, p. 155 and p. 158

T

whole amount of the consideration the
treatment applicable to the principal
part”?

Based on the discussion provided by
the OECD Commentary in respect of the
computer software, it can be concluded that -
most electronic payments are treated as ej-
ther business profits under Article 7 or capi-
tal gains under Article 13 rather than royal- -
ties under Article 12. This means that rn0§:_.__
electronic payments involving computer
software are subject to full taxation insteéd'._
of a withholding tax. As mentioned in the
other paragraph, most double tax treaties are
based on the OECD Model Tax Convention
which generally adopts the same basic rules
for taxation. In theory, many countries whic'h'.
have the same principles as the OECD Mod-
el Tax Convention will be bound to apply
those principles in such matters. However,
in practice, many countries may have differ-
ent interpretation on such principles.

Canada i1s an example of a country
which does not adhere to the interpretation
in Paragraph 14 of the OECD Commentary.
In this case, electronic payments with certain.
characteristics in connection with computer '_
software are classified as business as busi-
ness income under Article 7 of the Model
Tax Convention. In contrast, Canada takes a
different position in which “payments made
by the users of computer software pursuant
to a contract that requires that the source -

code or program be kept confidential, are
payments for the use of a secret formula or
process and are thus royalties™”. In respect
of the use of software via the Internet, that
position 1s said to be untenable. The reason
of this opinion is that “software may be used
while online, instead of actually download-
ing the program™.”* Therefore. it cannot be
considered as the use of *“a secret process or
formula™™.

Singapore is also a country which gen-
erally considers such principles in the OECD
Commentary in relation to software transac-
tions. In the case of license fees, Singapore
holds the view that those kinds of payments
are classified as rovalties’®. Thus, it will be
subject to royalty withholding tax at appli-
cable rate. However, in practice, a royalty
withholding tax seems not to be imposed on
electronic transactions even though the tax
authonties in Singapore appear to adhere to
the principles in the OECD Commentary’ .

Based on the two examples above, it
can be reasonable to assume that the prin-
ciples in the OECD Model Tax Convention
in respect of electronic transactions are basi-
cally used as a guideline to set out basic prin-
ciples in tax treaties. The interpretation and
the application such principle in the OECD
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Model Tax Convention are in the hands of
tax authorities 1n such jurisdictions. There-
fore, each jurisdiction may take its own posi-
tion regarding the tax treatment of software
payments.

Regarding electronic payments to ac-
quire digital goods, a similar issue to elec-
tronic payments in connection with computer
software has been raised. The 1ssue concerns
the characterization of income an either roy-
alty income or income from the sale of goods
or the provision of services. As discussed
previously, if a distinction between royalty
income and income from the sale of goods
or the provision of services has been made, it
would lead to different income tax treatment.
An example of such transactions involving
digitized goods is buying a book or music by
downloading it to a consumer’s computer’®.
If this kind of transaction is regarded as the
transfer of copyright. it will give nise to roy-
alty income’®. As a conseguence, the income
will be subject to withholding tax. If this is
the case, the applicable rate of withholding
tax may be reduced depending on the provi-
sion of a tax treaty®’. However, if a payment
received from the above transactions is clas-
sified as payment for services or for the sale
of goods (it will generate business profits),

73 Para. 27 of The OECD Commentary on Article 12. 2000, p. 160
74 Zak Muscovitch, Taxation of Internet Commerce available at http: // www firstmonday.dk/issues/issue2-

10/muscovitch, p.9
” Ibid.

o Michael St J R Batler. Victor T. Chew. et al. Taxation of Global E-Commerce availablc at Asian Compara-

tve Tax Law System Course Matcnial 2004,p.502
77 Ibid
™8 Ibid, p. 503

9 Daniel Tunkel and Stephen York. E-Commerce: A Guide to The Law of Electronic Business, 2000, p.301

80 Jbid, p. 302
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the income will be subject to full taxation of
the profits.

In this context, it is arguable that
“transactions involving digitized informa-
tion could involve considerable differences
in substance that could justify a different
tax treatment, for example, a consumer pur-
chasing physical copy of a book is usually
unable to manipulate the data in the book.
while consumer downloading a digital ver-
sion of the book may be able to alter its
format, manipulate the data, etc.® Further,
The Treaty Characterization TAG empha-
sized on neutrality principle of taxation in
which tax treatments should be neutral and
equitable between traditional and electronic
forms of commerce®?. It means the tax treat-
ment should be no difference between buy-
ing a physical book and buying a digitized
book. In addition, the OECD Commentary
provides that the tax treatment of computer
software should be extended to apply to dig-
ital supplies®’.

It might be necessary to examine
whether the treatment of income in connec-
tion with the transfer of computer software
may really apply to digitized goods. In this
case, the principles in the OECD Commen-
tary which are applied in various transac-
tions involving the transfer of computer soft-
ware can be used to determine the character
of payment to acquire digitized goods. Buy-
ing a digital version of a book or music by
downloading it may be considered as having

*! Electronic Commerce: A Discussion Paper on Taxation Issues (OECD 1998)

82 1ax Treaty Characterization Issues Arising from E-Commerce (OECD 2001), Para. 16
%3 The OECD Model Tax Convention, Commentary on Article 12, Para. 1217

8 Daniel Tunkel and Stephen York, E-Commerce: A Guide 1o The Law of Electronic Business, 2000, p.302

a similar situation to acquiring of a prog
copy. The OECD Commentary governs the
treatment for the payments to acquire a cop
of computer software. In this context, the
right to reproduce the program is limi
As discussed previously, the user is only
lowed to copy the program into his or
own hard drive or to make an archive copy.
It is not permitted to reproduce the progran
for any other purposes. :

The acquisition of a program copy o
computer software with having only limi
rights to reproduce the program could be
plied to the transaction for the acquisition
digital goods. It might be reasonable to
sume that the consumer only has a limited
right in the acquisition of digital goods. He
or she may only have a right to download the
content of books or music and a right to u
it for his or her own business. If this is
case, income from buying digitized
may be regarded as business profits und
Article 7 of the OECD Model Tax Conven-
tion. As a consequence, this kind of income
is subject to full taxation. '

D. Transfer Pricing

Basically, transfer pricing is described
as “the mechanism by which a multinational
business allocates benefit and reward, set
the prices at which goods, services and assets
are transferred between international parts
of the business and consequently affecting
their taxable profits”®. From the above de-

scription, it might be reasonable to assume
that associated enterprises which enter into
such transactions in different junisdictions
may be able to shift profits from the higher
tax jurisdiction to the lower tax jurisdiction
to reduce overall tax liabilities. The ability
to move profits from a high tax country to
a low tax country is due to the disparity of
tax system among countries in the world®.
Many national tax authorities are concerned
with a potential loss of tax revenue because
of the manipulation of prices by associated
enterprises™®. The risk of double taxation
may also arise when there is disagreement in
making adjustment to the transfer pricing in
certain jurisdictions.

In order to avoid the potential loss of
tax revenue and the risk of double taxation,
the OECD sets up principles and guidelines
for transfer pricing which 1s generally adopt-
ed by many countries in their legislations.
The OECD Transfer Pricing Guidelines are
based on the arm‘s length principle in which
“profits should be allocated for tax purposes
between affiliated business on the same basis
as would arise on transactions between inde-
pendent enterprises™’. In this case, taxpay-
€rs must consider the application of various

85

86 1bid, p. 110
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transfer pricing methods to determine the ap-
propriate arm’s length price for such transac-
tions. In other words, they should choose a
method which provides a higher degree of
comparability and a more direct and closer
relationship to the transactions®®. The use
of comparable data and auditing procedures
are necessary to meet the standard of reli-
ability*®. However, this raised a significant
probiem for either tax administrations or
taxpayers. It is said that a heavy administra-
tive burden and uncertainty may arise where
the application of transfer pricing requires a
substantial amount of data to collect and to
be analyzed.*

In relation to electronic commerce,
there are no particular difficulties to apply
transfer pricing to electronic commerce”’
since electronic transaction recognize to
concept of permanent establishment.”> How-
ever, electronic commerce may create more
complex business networks which may lead
to transfer pricing issues®. It is said, “elec-
tronic commerce is more collaborative and
dispersed that traditional forms of com-
merce, and its supply chain is intrinsically
connected. It facilitates connectivity both
intra-group and inter-group”®*. From that

Julian JB Hickey. E-Commerce: Law, Business and Tax Planning, 2000, p.109

87 Daniel Tunkel and Stephen York, E-Commerce: A Guide to The Law of Electronic Business, 2000, p.303
%8 The OECD Transfer Pricing Guidelines (1995), Para. 1.70

* Daniel Tunkel and Stephen York, E-Commerce: A Guide to The Law of Electronic Business, 2000, p.303
» The OECD Transfer Pricing Guidelines (1995), Para. 4.99

- Julian JB Hickey. E-Commerce: Law, Business and Tax Planning. 2000, p.118

%2 Daniel Tunkel and Stephen York, E-Commerce: A Guide 1o The Law of Electronic Business, 2000, p-302

%3 Ibid, p. 302

9% Coliin Lau and Andrew Halkyard, From E-Commerce to E-Business Taxation available at Asian Compara-

tive Tax Law System, 2004, p. 515
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point of views, it can be reasonable to as-
sume that the improvement of technology
may increase the integration of businesses
which may raise difficulties in the alloca-
tion of profits between affiliated business for
the purpose of taxation. In fact, the OECD
Transfer Pricing Guidelines provides trans-
fer-pricing methods, which can be used to al-
locate profits between associated enterprises
to determine an accurate arm’s length price.
The methods are divided into two categories:
traditional method consist of comparable un-
controlled price method, resale method and
cost plus method; and other methods consist
of profit-split method and transactional net
margin method.

As has been mentioned above, a meth-
od with a higher degree of comparability
and a more direct relationship to the transac-
tions is necessary to establish arm’s length
prices in electronic commerce. However, it
is difficult to find comparable transactions in
electronic commerce since “ electronic com-
merce transactions may not be directly com-
pared with similar trade in physical prod-
ucts. The cost structure and risk involved in
the supply of digital music or software are
not comparable to deliveries of CDs, etc™®.
Furthermore, the increasing integration of
businesses makes comparable data more dif-
ficult to find. In this case, traditional meth-
ods of transfer pricing may not be sufficient

to apply to electronic transaction since those
methods require comparable data to deter-
mine an accurate arm'’s length price. Where

traditional methods is unable to apply be-

cause of the difficulties in obtaining compa-
rable data. other methods which are profits
split and transactional net margin methods

may be used as a means to establish arm’s

length price appropriately.

Another transfer pricing issue raised by
electronic commerce 1s related to compliance
and enforcement.®® It is said “compliance

problems will increase, while 1t may become

significantly more difficult for tax adminis-
trations to identify, trace, quantify and verify
cross-border transactions as a result of the
nearly instantaneous transmission of infor-
mation and the effective removal of physical
boundaries™.*” Clearly, electronic commerce
has accelerated the growth of global busi-
nesses which would lead to more complex
problems for tax authorities in many coun-
tries to control tax compliance and to en-
force the existing tax system. Furthermore,
different interpretation as to transfer pricing
rules and regulations in different countries
may lead to conflicts between taxpayers and
tax authorities”. Consistent interpretation of
the OECD guidelines® and the use of Ad-
vance Pricing Agreements (APAs)'® are
practical solutions to reduce the conflicts.
The advantage of applying those solutions is

% Bjorn Westberg, Cross-Border Taxation of E-Commerce, 2002, p.130
9 Daniel Tunkel and Stephen York, E-Commerce: A Guide to The Law of Electronic Business. 2000, p.303
97 Bjomn Westberg, Cross-Border Taxation of E-Commerce, 2002, p.128

98 Ibid, p. 130-133

% Daniel Tunkel and Stephen York, E-Commerce. A Guide to The Law of Electronic Business, 2000, p.303
109 Bjom Westberg, Cross-Border Taxation of E-Commerce, 2002, p.133

" .

that there will be less negotiations with each
{ax authorities in respect of pricing arrange-

E. Tax Administration and Collection

It is no doubt that the improvement
of technology brings such benefits in the
administration and collection of tax. In this
case, tax authorities can use the information
technology to make taxpayers have an easy
access to information in connection with
taxation. Examples of this are “by estab-
lishing web sites where tax legislation and
forms can accessed, minimizing business
compliance costs by promotion of norms for
acceptance of electronic material, and pro-
mote electronic assessment”'%”. From these
examples, it may be reasonable to expect
that the tax compliance will increase sig-
nificantly. In relation to cross-border trans-
actions, the use of electronic services as
indicated by the above examples for the pur-
pose of taxation is essential for cross-border
taxpayers. In this context, the procedure and
the information should be as simple as pos-
sible to improve tax compliance in relation
to electronic commerce. As a general rule,
“taxpayers are more likely to obey laws that

are simple and easy to understand™'®.
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Despite the benefits of information
technology, tax authorities also face many
significant problems on the taxation of elec-
tronic commerce. The difficulty to identify
the actual taxpayers has raised a concemn
among tax authorities in many countries.
This is because the sophistication of technol-
ogy provides an environment in which indi-
vidual or business may easily move from one
location to another. It makes the identifica-
tion on a particular transaction become more
problematic for tax authorities. The use of
Tax Identification Number on databases'® is
one of practical solutions to make the iden-
tification much easier. Another practical so-
lution is the use of qualified techniques for
determining who the actual taxpayer is'®.
By using a qualified search engine, tax au-
thorities may easily find names, trademarks,
or other words or strings of words'®. As a
consequence, the actual taxpayer cannot es-
cape from their liabilities to pay tax.

Another significant problem on ‘Ele
taxation of electronic commerce is related
to ‘audit trails’. In traditional commerce, tax
authorities do not have difficulties to verify
the information provided by taxpayers. This
is because traditional commerce requires
paper-based information, for example, by

19 Jylian JB Hickey, E-Commerce: Law, Business and Tax Planning, 2000, p.116; Daniel Tunkel and Stephen
York, E-Commerce: A Guide to The Law of Eleetronic Business, 2000, p.303

192 jujian JB Hickey. E-Commerce: Law, Business and Tax Planning. 2000, p.260

105 Neil Brooks, Key Issues in Income Tax: Challenges of Tax Administration and Compliance available in the
course material for Asian Comparative Tax Law System, 2001, p.143

104, Bjorn Westberg, Cross-Border Taxation of E-Commerce, 2002, p.232

195 1bid.

196 rpid,
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providing invoices, cheques or bank trans-
fers'?’. In the case of electronic transactions,
tax authorities have the difficulties to follow
and to check back the information provided
by taxpayers. This is due to the structure by
the Internet which makes such transactions
Jeave without trail'®, Examples of this are
transferring electronic cash or the existence
of bank secrecy in most tax haven jurisdic-
tions'%.

Regarding tax collection of electronic
transactions, it has become a major challenge
for tax authorities to collect tax effectively
and efficiently. The involvement of interme-
diaries such as banks or credit card opera-
tors''? is seen to be a good option to solve
the problems in relation to the collection of
tax. In traditional commerce, the intermedi-
aries assist tax authorities in collection and
record keeping.'"! The function of interme-
diaries in traditional commerce can be used
in electronic commerce to assist in the col-
lection of the tax. However, there is possi-
bility to remove the intermediaries from the
commerce chain since electronic commerce
offers manufacturers to supply directly to
consumers''?. Another possible solution is
“to allow assistance by one state in the col-
lection of the tax for another state™'*. This
solution, in my opinion is a better solution in

107

198 1bid, p. 315

109 7ie
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which the risk for tax evasion can be mj
mized.
F. Conclusion e
The rapid development of electronje
transactions has raised significant tax 1Ssues "_
for both tax authorities and taxpayers. Asg
businesses may easily move from one juris-
diction to another, tax authorities may have
difficulties to identify the location where
electronic transactions occurred, while tax-
payers may face the risk of double taxation,
The identification of location where elec-
tronic transactions occurred is important to -
establish which country has the authority to I'
impose tax on a transaction. For this purpose,
a non-resident must have taxable presence in i
the jurisdiction concerned. In determining

the existence of taxable presence, the con-

cept of permanent establishment is used.
In relation to electronic commerce,

there are two issues about permanent estab-

lishment: whether a website or a web server
constitute a permanent establishment and
whether ISPs or telecommunication com-
pany can create a permanent establishment.
As has been discussed above, a web site will
never be considered as a permanent estab-
lishment. In the case of ISPs, the concept of
agency in Article 5 (5) of the OECD Model
Tax Convention should be taken into consid-

Daniel Tunkel and Stephen York, E-Commerce: A Guide to The Law of Electronic Business, 2000, p.314

Bjom Westberg, Cross-Border Taxation of E-Commerce, 2002, p.49

" Daniel Tunkel and Stephen York, E-Commerce: A Guide to The Law of Electronic Business. 2000, p.315

e Daniel Tunkel and Stephen York, E-Commerce: A Guide to The Law of Electronic Business, 2000, p.315:

Julian JB Hickey. E-Commerce: Law, Business and Tax Planning, 2000, p.118

2 Bjom Westberg, Cross-Border Taxation of E-Commerce, 2002, p.50

mmon An ISP does not create a permanent

establishment because the ISP does not have
a right to conclude contracts with the cus-
tomers on behalf of the website’s owner, or
the ISP usually acts as an independent agent
poth legally or economically in the ordinary
course of business. Similarly, the telecom-
munication company-does not constitute a
permanent establishment since providing a
communication link is regarded as having a
preparatory or auxiliary characteristic.
Regarding characterization of income,
the issue concemned is whether electronic
payment received as consideration for com-
puter software may produce either royalty
income or business income. In the follow-
ing 1s a brief summary of the discussion on
the above issue : (1) Electronic payments are
treated as business profits under Article 7
of the Model where the payments are made
to acquire a limited right in relation to the
copyright to enable the user to operate the
program; (2) Electronic payment made to
acquire partial rights in the copyright are
treated as royalties where consideration is
for granting rights in the program in a man-
ner that would, without such license, consti-
tute copyright infringements; (3) Electronic
payments under distribution arrangements in
which the transferee obtains rights to make
multiple copies of the program for operation
only within its own business are treated as
business profits under Article 7; (4) Electron-
ic payments are characterized as royalties
where software house or computer program-
mer agrees to supply information about the
ideas and principles underlying the program;
(5) Electronic payments for the transfer of
full ownership of the copyright are not con-
sidered as royalties. As can be seen above,
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most electronic payments for software are
treated as business profits under Article 7 of
the OECD Model rather than royalties under
Article 12 of the OECD Model. This means
most electronic payments for software will
be subject to full taxation basis instead of
withholding tax.

A similar issue has been raised for
electronic payments to acquire digital
goods: whether the payments are treated as
either royalties or business profits. In this
particular issue, the tax treatment for com-
puter software may apply to digital goods.
The transaction to acquire digital goods may
have the same characteristic as the transac-
tion to acquire a program copy of computer
program in which the user only has a limited
right to produce the program. Therefore, in-
come from buying digitized goods may be
treated as business profits which will be sub-
ject to full taxation basis.

In relation to transfer pricing, there
are two fundamental issues raised by e-
commerce. The first issue 1s related to com-
parable data which is used to justify the
accurate transfer pricing method for alloca-
tion of profits. In fact, it is difficult to find
comparable data because of the increasing
integration of businesses. Thus, traditional
methods of transfer pricing cannot be used
to establish an accurate arm’s length price.
The second issue is related to compliance
and enforcement. In this case, the increas-
ing compliance problems are triggered by
the growth of global business in which tax
authorities in many countries are unable to
control tax compliance and to enforce the
existing tax system.

In the case of tax administration and
collection, the information technology brings
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both benefits and problems for the taxation
of e-commerce. Regarding the benefit of the
information technology, the use of electronic
services for the purpose of taxation may in-
crease tax compliance. However, simplicity
of the procedure and the information pro-
vided on the Internet is needed to encourage
taxpayers. especially cross-border taxpayers,
to obey the law. Despite the fact that the in-
formation technology provides the benefit, it
also brings some significant problem in rela-
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