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n the discussion that follows, the primary focus is on the income generated by R

gorp- HOWEVEL the tax implications of ZISP Corp.’s activities in country S are also
a .
cm'lsidefed'I

Problems Presented

(B]

1] Where Is Income Generated
R Corp. 18 generating income from country $ customers - income made possible
erhaps by the political, economic and social environment of country S but R Corp.
may have very little or no physical presence in coulntry 5. If country S .15 to asser.t the
authority to tax R Corp. on the income generated in country .ST wh.at B the basm. for
exercising such taxing jurisdiction? Possible bases for exercising jurisdiction might
include: (a) the location of the customer base; (b) where the contract between R Corp.
and country S custoriers is concluded; (c) the transmission of bits from the R Corp.
server to a custonies's browser in response to a customer’s request; (d) the use of the
phone lines anc. telecommunications infrastructure; (e) the presence of R Corp.’s ISP
(RISP Corp 3¢ or(f) the activities of agents at the telecommunications company or RISP
Corp.
4, discussed in the previous chapter (and assuming that country R and country
¢ o> (reaty partners), in order for country $ to assert taxing authority, it would
Lomally be necessary for R Corp. to have a physical presence in country § (e.g., an
office, retail outlet) and for the income to be attributable to that physical presence
(although, as subsequently explored, the OECD BEPS initiative modified the OECD
model tax treaty to expand the definition of a permanent establishment (PE) to, in some
cases, reduce the need for a physical presence). In the absence of a tax treaty requiring
a physical presence, country $ might assert taxing authority on the basis of the
activities of agents operating in that country on behalf of R Corp. Under these
principles, the location of the customer base would normally be irrelevant for estab-
lishing authority to impose an income tax. If the only presence of R Corp. in country 5
were the presence of customers, under generally shared international income taxing
principles country § would not have authority to tax R Corp. on its income generated
by those customer purchases.”

Similarly, no physical presence is established merely by the fact that the contracts
are concluded in country S. Furthermore, it may be difficult to determine where a
contract is concluded in an online digital transaction, and the place of contract in any
event may be subject to easy manipulation. The transmission of bits (e.g., sending an
electronic image of an HTML page from the server in country R to the customer’s client

L. The digital commerce hypothetical also raises tax issues with respect to other taxpayers, sut_:h_ as
the telecommunications companies, banks, and software companies (providing for secure digital
cash transactions). The tax issues involving these taxpayers are touched on where relevant

throughout this chapter.
2. The imposition of a consumption tax (e.g., a VAT) might be determined based on where

Customers are located. See Chapter 5.
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There is another interesting agency issue arising from digital commerce. Histori-
ents have been individuals or firms, which are collections of individuals, who
half of their principals. As discussed in the last chapter, tax treaties typically
Jeem certain dependent agent laCl'JVIL'I.ES to consnltute PEs, subjecting the cross-border
income fO source country taxe_m.o_n. ¥t is npw possible for R Corp. tq (?perate a software

at (perhaps assisted by artificial intelligence) that can make decisions and conclude
aB‘et racts with a digital signature in the name of its principal. Like a human agent or a
zﬁection of human agents in a firm, a software agent can be given a set of parameters
within which it can make decisions without contacting its principal. To the e.xtent that
(he software agent operates in country R on R Corp.’s server, no agency issues are
raised concerning country S's taxing authority.

But suppose that R Corp.’s software agent functions on a customer’s computer in
country S (i.e.. the agent software is downloaded by the customer or is streamed from
a cloud of servers). The agent might be able to help the customer search for
merchandise, answerany questions about the use of the merchandise, negotiate any
appropriate discourits, conclude a purchase order, process the payment details and
arrange for shipping (and even complete shipping in the case of digital goods and
services). If these activities done on a regular basis by a human agent in the United
glates are stiiicient to permit the United States to exercise taxing authority over R
Corp. porhaps the same result is required in the case of a software agent.

S far the discussion has focused on whether R Corp. might be subject to tax in
«awitry S by virtue of its physical contact or through the activities in country S of an
sgent, Aside from R Corp.’s tax liability in country S as a content provider, questions
arise concerning the tax liability in country S of the ISPs - ZISP Corp. and RISP Corp.
Conceptually, it may be easier to determine that ZISP Corp., as opposed to R Corp.,
should be subject to country S’s taxing authority. For R Corp., Internet access is a
means for delivering what R Corp. produces. For ZISP Corp., local Internet access is
what ZISP Corp. produces. ZISP Corp. is conducting its business in those countries
where local Internet access is made available. In the absence of a tax treaty, under most
national facts and circumstances tests (e.g., ‘effectively connected to a trade or
business” or ‘carrying on business’), S country should be able to tax the income
generated by ZISP Corp. through dealings with S country consumers.

However, more difficult problems are posed if ZISP Corp. provides service to
state S customers in a situation where no land-based equipment is used (e.g., using low
altitude satellites). In this situation, there may be no physical presence in state S to
Justify state S taxation of ZISP Corp. RISP Corp. should not be subject to tax in country
5 if its only connection with country § is that it allows persons outside of country S,
such as R Corp., to post home pages and other data on the Internet which then can be

accessed worldwide, including in country S.

cally, 38
acton be

2] What Costs Are Attributable to Includible Income

To determine accurately the tax base that may be subject to a country’s tax jurisdiction,
it 1s necessary to determine hoth the income produced within the jurisdiction and the
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deductible expenses incurred in producing that income, Just ag digital commereg o
ing where income is produced, digital commerce rais

strategy, etc. The costs of tomputer hardware and software
costs of overhead must be allocate

Internet and intranets® make it easier than ever for joint p

fransnational boundaries, making cost allocation a centra] issue, and promoﬁns;
transfer pricing headaches (see section §4.06).

Enforcement Concerns

Iy S have a means of enforcing lta
authority? Normally, when 2 non-resident has a physical presence in another country,

the taxing authorities of that country: (a) are aware of that presence (e.g., there js 2
store or factory): and (b) can enforce any failure to pay the taxes owed by encumbering
Or seizing assets within the taxing authority's jurisdiction. These enforcement issues:

by the OECD as well as national tax authorities (ges

[ndeed, country § may not be awar
is no practical way for taxing au

thorities of Country § to be aware of every cen.nany
worldwide that Imaintains a website accessible by residents of country S. Morenver, the

laxing authorities of country S have no way of ascertaining how much business R Corp,
is doing in country S. This problem is enhanced by the ability of country § consumers
10 use anonymous digital cash methods to pay for their purchases ffem R Corp. (see
Chapter 2 for a discussion of online payment systems).

IfR Corp. is subject to the
due, the country § taxing auth
assets to satisfy the tax oblig
Internet and those goods are

taxing authority of country S but does not Day the taxes
orities may have no bractical way of seizing R Corp.’s
ation. If goods are purchased from R Corp. over the
delivered to Customers in country S by conventional

6. Anintranetis a private network within dnorganization (e.g., a business) that is cordoned off from
the public network (i.e., the Internet) through software programs known as “firewalls’: insiders
can venture out onto the Internet, but unauthorized outsiders cannot come in,

7. See OECD, Tax Administration Aspects of Electronic Commerce: Responding to the Challenges and
Opportunities (OECD February 2001). See also Discussion Report of the Australian Tax Office
Electronic Commerce Project, Tax and the Internet (Second Report) (ATO December 1999)
(hereinafter referred o as the 'ATO Second Report’). For discussion of enforcement and

compliance issues for US-based multinationals, see Arthur J. Cockfield, Tax Compliance Issues for

US Companies with International Electronic Commerce Transactions, 20 Tax Notes Int’] 223
[2000).
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[A] Problems Presented

The growth of digital commerce should not pose any major problems with regard o

which corporations are classified as CFCs, or which jurisdictions qualify as tax havens,
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corporation legislation. It may be feasible for R Corp. to

Corp. develops or substantially modifies the software it |
this can be accomplishe

if the software is createq
I to the licence thereof) by Cre
ncome that cannot be ¢ '

icenses. The ease with Which
d may cause some countries to rethink whether income from g,
active licensing business perhaps should constitute income that is taxed by the Counfy
of the parent corporation.** |t Inay cause some countries like Canada to Tething
whether the existing test for active versus passive income is adequate. Undey the
existing test, if a CFC and its related entities have more than five full-time employeg
engaged in the licensing business throughout the year, the royalties earned by the CFC
are considered to be income from an active business. Because digital commerce hag the
potential to make many employee positions redundant, many businesses may find j|
difficult and nonsensical, from a business perspective, to engage the required numbgy
of employees. Therefore, start-up situations and technology businesses may not meg
the five-employee test and may find themselves caught by the Canadian anti-tax-hayep
rules, 3
Suppose that instead of selling or licensin,
a server that advertises and electronically sells t
R Corp. in country R, are shipped from R Corp.
to CFC Corp. commensurate with its function. This fact pattern does not pose any
unusual problems under most controlled foreign corporation regimes. Where CFC
Corp. is performing services on behalf of a related party for cusi

QLTS In country §,
generally the income produced by CFC Corp. would be considered base company
income.** It does not matter whether the services are rendered tnrough a web page or
by employees located in the tax haven.

g intangible goods, CFC Corp. operates
angible goods. The goods, prodi.ced by
directly to the customers, peying a fee

—_—— =

342. See the discussion above in §4.04 on characterization of income,

343. Under the US CFC legislation, CFC’s rayalties could
they are derived in the active conduct of a trade or business and are received from unrelated
persons. Royalties are derived in the active conduct of a trade or business when the CFC has
“developed, created, or produced, or has acquired and added substantial value to the software’,
or if the CFC is ‘regularly engaged in the development, creation or production of, or in the
dcquisition of and addition of substantial value to' the software. Reg. § 1.954-2(d).

344. See, e.g., US Treasury CFC Report (n. 335 above), Ch. 6.

345. Electronic Commerce and Canada’s Tax Adminislration, A Report to the Minister of National

Revenuze from the Minister's Advisory Committee (“Canadian Advisory Committee Report’]
4.2.5 (1998).

346. See, e.g., IRC § 954(d).

be considered base company income unless
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axed by
€ purpose of controlled forgj |
drrange its affairs sg thg CRe IT

igi §4.07[B]
Applying Income Taxes Rules to Digital Commerce
4:

el | ‘
= instead of providing services for a re}ated party in connecno: f:!;tsht;l
Suppose ° aintains an investment information databas.e._lt t::har.gef i
e, e Carpﬁlfelis for access to this database. Emplqyees providing the 11;11-(;1 Sering
country § custo base are located in country R. In this case_, CFC Corp. e
i on the 0210 5 he tax haven.** The first determination that must be ma f
pes for R SO ;Ielctei\eied is for the right to access the information dat\abasfe (1.6;.(;]‘ 0;
ghetber o mcogl)e or for the information contained on the database (l-e-"g e
S L; e only income received by CFC Corp. from .the customer 1 Lo
foence): e 1'ces rendered. Because the payments received are fordsfer -
access fees fml.:geé‘;p on its own behalf, it is unlikely that most controlled foreig
rmdﬂﬁd- bYlC islation would permit country R to tax them. 1 the licensing
gorporation 1eB1%-4. ay not be happy with this result becausg, as 11.1 the e
Some. Sy linvi R Corp. can easily arrange its affairs to 1solatewsennclc
sitation discussed 0‘th’out making any physical commitment (e-g-, _the PTEE'EHCE_(;)
jpcome in a taxl?;t‘;in< :‘;11 ction. Similar possibilities for isolating service income outside
Tisd :

e aditi merce, but are made more
- istrur raditional methods of commerce,
of country R exisi(u ider more t eth

licely by the p.O:ta}f) o Zf Srfl:g]sicl);nrllil;:iczid information and services electror.];':;1 Ily
The. RO ta}'(r?a:yion of controlled foreign corporation provisions to se]S i ‘t fz
may reqaEt = [.e-eﬁamlcurrent form to achieve their intended purposes. 1f CFCs Cor
P Stff}hlenteiitveegigital commerce in information and services through websites

ge 11 ex

(¢~ networks located in a tax haven, it may lbecpme .1nc1*eai1ri)gelza§;ifl%1;ltﬂtlz

Lh}?{;?:e:eznsting controlled foreign corporation legislation, in par

33 . 349

. de?eczlmsltlétes new legislation was introduced in 2017 - known as 21;108 ?;}ec
In the Unite to ;eform part of its CFC regime (see alsc? Chap‘Eer 7). e

. ﬂi}d J")bs ﬁCt . new tax on ‘global intangible low-taxed income’ ot G;I ).On

e rate of at least 13.125% (until 2026 then 16.4% thereafter s

E CUTDOTatE tae)l{mlder’s net CFC income over an ordinary re_turn. —Under'bles

e Csureturn can be identified by methods such as look?n.g.to mt_aﬁig;l .

apgmi:ihs’;i?tfrfgc eosutside of the United States to determine if the activities wit

and risk-

E C\?\?];Ji:lib?;idé&‘;l::r'ves as a ‘stick’ that tries to punish the shiftiﬁgdotf }::t‘é‘lfélf;});ﬁ

income to Tow tax jurisdictions, the same Act provided for a ((;,agmctt;:;n eUS S oo

derived intangible income’ (FDII) deduction. Unde;r the Ij‘DH_ edu : wﬂ,l i e

tions that export goods and services that generat_e intangible m(t:or;)f e e

a tax deduction that, effectively, subjects such income to a rate i

here: (1)
i behalf of a related person w !
: i i services to be performed on : i o T
i 'géeg;gl?s sg?ctief)rarnelisrln‘ﬁffsed e o, fperfo-r(r)rrnég) tlftllee Csliglljceﬁor(rgs services
5 i lated person is obligated to perform; ; L S
Pef:%)rln;ciieorr‘il\ire;fhﬂzﬁé i;fezf pr%perty by a related person when the performance
in conn
is a condition of the sale. IRC § 954(e). Ch 6
348. US Treasury CFC Report (n. 335 above), e 1. ]. cection 8.
349. US Treasury E-commerce Report (n. 3‘2 above), o2 above), para, 268,
350. OECD, Tax Challenges Arising from Digitilisation (n. 5
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§6.01[B) Arthur Cockfield, Walter Hellerstein & Marie |,
dMegg.,

the item the state is taxin i

_ 8 § or exempting (e.g., ‘candy’) b i i i )
way in all Member Stateg, 50 v Y hedetinedin e thesan
Tax Rate Simplification ‘W‘

[ii]

re(t;[_uulrilg the states to adopt identical bases or rates. Desp
cation ‘one State’ i
admimt ;t a rule of ‘one ra.te per state” would bring to state and local saleg and
Concen;s a‘;]c_m, SSUTA dld not adopt such a rygle because of intrastate us.el_ ‘
s ds f nhm;t the ability to establish their own rates localities woulq h. .
rived of significant fiscal (and henc iti inde e
1 e, political) independence. Iy Ji ]
concerns, SSUTA's rate simplificati i s
plification restricts each state to a sj
b ki ingle rate (with g fi:
eption for zero rating food and drugs) and each locality within a stgte tr(l)a lm'm
as

81 qq; :
rate.™ SSUTA provides for additional rate-related sim

: iplifications by pep ot
nating caps or thresholds op rates,** and by requiring the states tg prfvidzr?jmt] ;htm.
atabages

that :
Seueéorrzlate rates tq zip codes or street addresses 3 States are required to relj
an tax-collectmg Intermediaries of lia bility if they charge and collect teu;mwe
on the

as1 OI EITOHE‘OUS ]_nfol t ) v [. e such |] yase re
)] Sl S dtlon pro d d l
: ata dses. PUTChaSEIS d Sj-m] a}‘y

ite the self-evideny Sjmp' e

[iii] ‘Place of Taxation’ or ‘Sourcing’ Rules \
\

)

It is not so clear, however, at least as a matter of

need to prescribe mutually agreed e o A

upon rules for determining the place of taxation,

80. In contrast, the EU VAT Directive only all
specifically grants discretion to tax/not tax
been granted a derogation from particular

ows such diversity when either the Directive jtself
Particular goods or services or the Member State has
requirements of the Directive,

81. SSUTA § 308,
82. Ibid. ing i
N;;nf] %ji).s;i]gogaexalgpﬁle, before amendmg 1ts sales and use tax code to conform to SSUTA
s equipmentpa[:EUS E)e éﬂx on f_arm equipment, telecommunications services, and manufac:
e o ok i {l)]t.h?lzlml{l)ai}]y,_fbefore Vermant adopted SSUTA-confo,rming amend-
5, T g only if the purchage price exceeded a USD 110 threshold.
84. Ibid., § 306.
85. Ibid., § 331(A).
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- gSUTA refers to as ‘sourcing rules’.® After all, a good consumption_ tax should
: in taxation in the jurisdiction in which consunllptu.m te?kes place. TaX}ng tbe ;ale
f goods that cross state lines at their des‘ﬂnat_lon implements thlS. principle
~ause goods are typically consumed at their destination. Moreover, ta_xatlon by tl?e
w?:f destination promoles neutrality by treating all goods consumed in the state in

"#ame way, regardless of the location from which they were shipped. Although the

E an retail sales tax is hardly a model of a good consumption tax, by and large it
o a{ées the destination principle in its application to the sale of goods: ‘Im.ports’
- oed from outside the state to purchasers within the state are generglly subject to
por use tax in the state of destination, and ‘exports’ shipped from w1th.1n the state
wpurchasers outside the state are generally exempt from sales or use tax in the state

b 87

dm‘gfllr]]é problem, of course, is that the destination principle, though accepted in
{heory and generally respected in practice - at least with respect to the saise of goods -
s fraught with excentians and variations that differ.frorn state to sta_te. _Molreover,
with respect to set vices and digital products, there is even. gr?ater dn.rersny in sta.te

actice.®” Final'y, it is important to recognize that the sourcing 1s_su_e arises not only in
Jhe interstate context but also in the intrastate context in determlmng the appropriate
Jocal rate 0 apply when transactions, though occurring wholly within a state, have.a
conneetzon with more than one locality. Whatever may be the level of COHSEIISI:JS in
#ac1y o1 practice as to the proper sourcing rule for interstate cros_)s—border transactions,
e is considerably less for intrastate cross-border transacﬂons (e.g., the proper
gglﬁcing rule for a tax on a pizza prepared at a pizza parlour in one count;_/ but
delivered to a customer in another). In short, there is an acute need for umfo_rm
sourcing rules if sales and use taxes are to be simplified, and the SSUTA sourcing
provisions address that need. _ .

Apart from a handful of exceptions and special sets of sourcing rules .for
lelecommunications and direct mail, SSUTA provides a hierarchical set of sourcing
miles for all sales.® In principle, the rules ‘apply regardless of the character.ization ofa
product as tangible property, a digital good, or a service’.”" As a practmal. matter,
however, some of the sourcing rules are more relevant to one type of transaction ltl}an
i another (e.g., the rule sourcing a transaction to the location ‘from which the dlgnal
good ... was first available for transmission by the seller’®”). Moreover, there is a
discrete set of rules, even though falling under the rubric of ‘general sourcing rules’, for
leasing and rental of various forms of tangible personal property.”

86. Ibid., §§ 309-315.

87. See 2 Hellerstein, Hellerstein & Swain (n. 14 above), § 18.02[1].
8. Ibid., €9 18.02-18.05.

8. Ibid.. § 18.05.

90. SSUTA §§ 309-310.

9. Ihid., § 309(A).

92. hid., § 310(A)(5).

93. Ibid., §§ 310(B)-310(D).
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Administrative simplification is an u
SSUTA'’s provisions other than those
nance and consumer Privacy, described below. These
provisions embrace what may be regarded as SSUTA’
creation of a system whereby state-subsidized and certifj
act as a seller’s ‘agent to perform all the seller’s sales and

[iv] Administrative Simplifications

Arthur Cockfield, Walter Hellerstein & Marie 15,
ey

mbrella category that covers
described above and thos

include provisions that range from the est

with a single point of registration®s to the
atters as exemption administration
problem areas, such as sales tax holidays,®

such m

to the increased attention devote
implications of establishing an eff
electronic environment, There i
privacy - namely, the introd uctio
which acts as a seller’g ‘agent to perform all the seller’s sales and

[v]

Consumer Privacy

. Ibid., § 203: see also thid., §§ 501, 601.
. Ihid., §§ 303, 401, 404.

. Ihid., § 317.

. Ibid., § 318.

. Ibid., § 319.

. Ibid., § 322.

. Ibid., § 324,

. 1bid., § 320.

. Ibid., § 203
. Ibid., § 321.

; see also ibid., §§ 501, 601,

]

consumer privacy in this context
d to taxation of digital commer
ective regime for collecting taxes
§ an additional reason for SSU
n of the concept of a Certified Ser
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a4 Wide va;

‘administratiye simplif,
most innovatiye feat

ed third~par1y inter,
use tax functions’ %
ablishment of an online registratj
prescription of common
tax returns,® and Temittanceg?
? rounding,'® and recovery of b

Th

F!t(?n;

ad demk J

926

is due in large
ce and the pyj Pdehy
on B2C sales jp 4y
TA’s concern Wil
vice Provider (Csm )
use tax functiong,

e .01[C
lying the US RST to Cross-Border Digital Commerce §6.01(C]
I er 6: APD

Governance

i 108 include SSUTA's
i ance issues.””* These inc ¢
i elve articles relate to govern : . S on
[ SSUTA'S rgrsequent state entry into and withdrawal frqm SSUTA; airlniil aen
4 dat?{j'}lA procedures; amendments and interpretation of SSUTA; 1
A; S *

H[) Shlp Of SSUIJL fo hienleI Stateb alld DEFS()HS, and review Uf SSUIIL S
]el'a

edia gnd benefits.

Application of Sales Tax to Multijurisdictional Transactions

) féﬂ Place of Taxable Transactions

r Jy  Taxation of Goods

ﬂe h e o - O < p on
taxa he tra Sfer ()f tlde Or pOSssessl
eve UNGERT nost state Ietall qales taxesist n
e per LDpEIty . y 3_11 states t th s trans
tu
SOIL 1l ). fOI‘ a C()IlS](le ation. V d l Tea 15 ‘ﬂe]

- i i ich i ractical proxy for a destination-basis
ggcmmng oy pmn;ecci ‘ii;‘“;;ﬁrf ,c‘:ot;lsc—llir;i;ef shoppinpg.ms For exam[:’)’l’e, the Nevsi
ke E; p'erns rovide that ‘the sales tax is a “destination tax™. Th? poin
sk regu atlo hicph possession is transferred by the vendor to the pur,dll‘?ﬁs;r,

K. (l)lrage(z)rl’[;t;es‘ivgnee controls both the tax incidence and the tax rate’. 0
‘@12 puIc s

mpt from tax
e the destination-basis character of the sales tax, most states exemp

« yanforc : =

mes for delivery outside the state.”

[b] Taxation of Services

; , ly generally to
cvtal for fay § we have already observed, the state retail sales taxes ldo fﬂ?ihag’gécgof cagation
B m!m :‘:v‘ices g Ve thie:states do tax senwices, however:btll']ehrl:i eai tUhey are with regard to
»and (4) notice is provided to consumery T[afsuch services are not as consistent or as well establishe

ing the same
{he place of taxation of sales of tangible personal lprop.erty.h Fo}latlxglor;gtaxaﬂon ne
.&:sﬁiation—basis principle that they employ in connection with the p

: i travels
‘104. Ibid., Arts Vll-?n- vasion through cross-border shopping - when a _ret;ld?n;lc:efsi‘;taa;ee;ly L
e tat? - oods - is minimized by the widespread e_idopﬂon ols e Sy es
Lo State B to purc aSexgce tion, however, exists on the Washmgton/()regdon1 disprobonion—
e %ﬂe h?n t]ojn a ,state with a relatively high s_a]es tax (6.5933,11 cc)) (s ol i g
gy FfDIl]f ]aS_ s%o f)ing in Oregon, one of the five states V\]n o it WAL,
e Helil'" tor[lJ loses hundreds of millions of dollars of sales E‘]g o oo
;:1[1) ntzzqgtesgbg;iugfnt of Revenue, Cross Border Stufy:BAndA;Lgyj;ivtﬁi £ % e
2 i i 5 ing Across the Borde: b
Losses From Washington Re.szdents. .Shopp.mg o ogacy /Docs/reports/2014/Cross. Borde
Tgtxue; [22031431 hdt}piﬁjedglrc.)ﬁa-s%(r)i\:)/j;tepsrgﬁgﬁl;ér \‘hé s%ates isztjhe problem of revenue losses
from gi_stan(;epselling, which we address below. See §63.,()n(£\()‘.:f!e[stlaw o
106. N.Y. Code Comp. Codes R. & Regs. tit. 20, §‘525.2(a)( N ot (1. 14 above), € 18.02(1],
107. Due & Mikesell (n. 4 above), 271, 2 Hellerstein, Hellerstein

108, See 56.01[A][2].
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sales of tangible personal property, s
be taxed in the state in which they ar
‘if the beneficial use of the service o¢
York State tax administration, draw

personal property, issued an advisory opinion, which reasoned that be
tax is a consumption-based ‘destination’ tax, the sale of information ser
by electronic means should be attributed to the purchasers’ offices.'® Thie p
would be implemented by allocating a proportion of the consideration for such se
equal to the number of the purchasers’ offices in New York having access tq ele
reports over the number of all of the purchasers’ offices having access tg such rep
Moreover, a number of states, by statute, regulation, or admi '
- analogous to the rule Prevailing with regard tg sales of (a
bersonal property - that information, computer, and other electronically dE]iVe
services are taxable where the purchaser is located, with exemptions for SE.I’Viie; w
delivered to out-of-state purchasers.''! ‘
Other states, however, take the position that a sale of services takes place i - and
is taxable by - the state in which the services are performed, even though the Serviges
are in effect ‘delivered’ and consumed outside the state.''> While a performance-ba_ged:j
rule may be inconsistent with a consumption tax applied on a destination basis, ' this
position may recommend itself from an administrative perspective because the i
authorities of the state in which services are performed will always have jurisdicﬁ@t

over the service provider and will thus be in a position to enforce collection of the sales
tax.

ome states take the position th
e delivered or enjoyed, and the
curs entirely outside the state’,
ing on the analogy to the retail g

at SeIVicag o
Y exempt gor
109 Thus’ the

ale of 1,
Cause th&
vices da

3

109. Inre State and Municipal Sales and Use Tax Liability of K.0. Lee Co., 489 N.W.2d 60 By
1992) (quoting the statute)
110. Advisory Opinion, N.Y. Commissioner of Taxation & Fin., TSB-A-90(43)S,
available at www.checkpoint.thomsonreuters.com.
See, e.g., D.C. Mun. Regs. tit. 16, §§ 475.8, 475.9 (Westl
for use or consumption within the District and exempting informatian services “sold and
delivered by the vendor to locations outside the District’); Tex. Tax Coae Ann. §§ 151010,
151.051, 151.101 (Westlaw 2019) (imposing tax on each ‘taxabi= 1em’, defined to include
taxable services, sold or used in this state); ibid, § 151.330(e) (exempting “[s]ervices
performed for use outside this state’).
See, e.g., Airwork Service Division v. Director, Division of Taxation, 2 N.J. Tax 329
-J. Tax 532 (Super Ct,A
1127 (1985) (sustai ning
to customer outside the state);

<1080,
20 August 1990,

i I aw 2019) (taxing information Services

112,

Matter of Airlift International, Inc. v. State Tax Commission, 382
N.Y.5.2d 572 (App. Div., 3d Dep’t 1976) (sustaining tax on repairs of airplanes used in
interstate and international commerce). See 2 Hellerstein, Hellerstein & Swain (n. 14 above), §
18.05. The careful reader will note that the Airlift International case is a New York decision and
thus, as a matter of principle at least, incon sistent with the advisory apinion of the New York
tax administration descri ing paragraph, because its place of taxation rule
looks to where ather than to where it was delivered. In fact, that
dividual states often have different (and arguably
inconsistent) place of taxation rules with respect to services depending on the type of service

invalved. Similar inconsistencies, of course, arise under VATs and GSTs with regard 10
Particular types of services.

In many instances, of course, there is no in
the same state in which they are consumed

113. consistency because the services are performed in
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6 Applying the
: ; ices. States
third variation on the rule of the place of taxation fc‘)r secrlwce e the
- yEt?e position that a sale of services may be appOI'IlOn: aj:;mpl o if
e )
an th;y are used depending on the extent of use. In Tf};:a:,isocronducted o
whic ; ort a customer’s business tha .
. n service is used to supp . Iy to the extent that 1t
ormation S ) the service is taxable only :
. without the state, E allocation
ions W1ﬂ1m and and the taxpayer ‘may use any reasonable method for "
e Texag’ by business records’."* The District of COhl[lelanfs g
3 orte - : i rvices.
ich 15 sup_laes for proration of the District tax on mformatlo.n S;‘I;;Ies  USETHE
Wi Proo\ilth noting that states that have adopted tfsllej ‘FSFLA;‘?HH;E[; of taxation rules,
- Itisw fore incorporated S s
TA), and thereiore Pe . les, rules that
geerer: (StSIUe hi:ararchical set of ‘sourcing’ rules applicable to all sa
1d follow th '

s i silells
' the destination princip
srally adopt
{ a

[2l

- Ther
es take t

[ ion o
Federal Constitutional Restraints on State Sales Taxation of
e s
Multijurisdictional Transactions

2 SR s Incompeterice Lo Inter e T ev ypment o

b Complementary Use Taxes
e Federal
US Supreme Court’s interpretation of the Commerce Clause of th

] ESIateS CO llt.() 1d. l]“we] to 11 ]!()Seasales tax on gOOdS
17 «

laCk (] nsti 1 .
orin inter S[atE commerce because to 1{11[)056 a tax

Upde” e .
[ountution, _ '
i "hased in other states : : L
e tion would be to project its powers beyond its bot
_ gnsuch a such transac

l-lt 34 Tex. Admin. Code § 3.342(g)(2) (Westlaw 2019).

sing i ion services for the benefit of poth m-s_tale
| pultistare cusmme.r L;:ll;zhribsli;fr:sl;;{)?;r?:rt li(z:guing to the informatio.n serv;] ceapri(r):éli;e;
“a DUI“ijSiHTE 10%("“?1‘ aa%erting a multistate benefit, and for rep(.lrtmg and p gcmon_
| Ct_’l'tl Cfﬂt;e ;:‘harge for information which will benefit th.e T_cxar %C “evred -
}:1]( c'mfclx}rlzltaﬁt)gflwglrcc))vider that accepts such a certiﬁcatefigﬂgc;gdwfﬁiléﬁ :.;sm Ce&iﬁcam
o0 i itiing tax on transactions
responsibility for collecting and remitting

relates.

3 fPub. Acc’ts, 18
i ing 2017010121L, Tex. Comp. 0_ :
; e.g., Private Letter Ruling B e s
{Iblld 2§01383§;\Zr£1%%£}e ii%vw%v.checkpoint.thomsonreuters.coxf]': L(;xa;cg?ggra lsasgmcessmg R e
o : loud-related services are a e
website on the cloud and other ¢ o orated I Teuas, butthe oo
i ihenls g i ificate asserting the multistate
e i i n exemption cermica _ 't
e o g ithi as or that its
EVEH;OIHE - t_DIESlillél pts]gl{lvigzs perfgrmed for use both within and outside Tex
enefit exemption, i.e., ; ey
i tirely outside
services are performed for use en
See D.C. Mun. Regs. tit. 9, § 475.9 (Westlaw 2019). i -
. i i r to Congr
R [lzl]l[mi.e by its terms is simply an affirmative granst;togeg)ozf\[!]f[zj to SAL
:[he %:t?rél;err;;er;uwith foreign Nations, and a[}aorll}gstéle sri\ﬁrealc ouE;t h;s oy onstosd the
Iribe 1 the up ¢
ibes’ 1. 3. Nevertheless, ST e
Tribes’. US Const. art. ], § 8, cl. 3. | et b S | :
i ing implicit restraints on state a Vs oy St
Unter as'lmpo?nﬁﬁc;nglggative Commerce Clause docmne,_ﬂwe CO;tIl'tlerwise e
ey in the Court's judgment, discriminate ag_amst 02 S gy
L g‘lXES ;122 lg,ellrllerally 1 Hellerstein, Hellerstein & Swain (n. 14 al >
commerce,

115,
116,
17,
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Arthur Cockfield, Walter Hellerstein & Marie Lamenm-

(1) the cumulative gross receipts from sales of tangible
purchasers in Illinois by the marketplace facilit
are USD 100,000 or more; or

(2) the marketplace facilitator and marketplace sellers cumulativel

200 or more separate transactions for the sale of tan
purchasers in Illinois,

personal Properg
ator and by marketplace Sellg

Y enter §
gible personal DrOpertyh:

The marketplace facilitator ‘is required to comply with the same requiremgy
and procedures, as all other retailers maintaining a place of business in this State yy
are registered or who are required to be registered to collect and remit the tax’ 360

A ‘marketplace facilitator’ is ‘a person who, pursuant to an agreement with 5
marketplace seller, facilitates sales of tangible personal property by that mal‘kelplaq;

seller’, A person facilitates a sale of tangible personal property by, “directly or indirem}y
through one or more affiliates, doing both of the following’:

(i) listing or otherwise making available for sale the tan
of the marketplace seller through a market
marketplace facilitator; and

(ii) processing sales or payments for marketplace sellers. 5!

gible personal Propery
place owned or operated by the

[k]

Indiana

Effective 1 July 2019, Indiana considers a ‘market facilitator’ to be ‘the retail merch
of each retail transaction ... that is facilitated for sellers on its mark
any of the following on behalf of the seller:

N\

etplace when it a, =

(1) Collects the sales price or purchase price of the seller’s producis

(2) Provides access to payment processing services, either direcily or indirectly,
(3) Charges, collects, or otherwise receives fees or othei consideration for

transactions made on its electronic marketplace. ¢

As a deemed ‘retail merchant’, when the marketplace facilitator has no physical
presence in the state, it must comply with all applicable tax collection requirements ‘as
if" it had a physical presence in the state, when its gross revenue from the combination
of ‘(A) the sale of tangible personal property that is delivered into Indiana; (B) a
product transferred electronically into Indiana; or (C) a service delivered in Indiana’
exceeds USD 100,000 or more than 200 transactions.>** In determining whether it has

359.
360.
361.

35 1. Comp. Stat. § 105/2d(b) (Westlaw 2019).
Ibid., § 105/2d(c)

1bid., § 105/2d(d). For an analysis of Tllinois’s marketplace platform legislation, see Paul
Bogdanski, et al., lllinois’s Online

Retailer Legislation Offers Simplicity at a Price, 93 Tax Notes
State 587 (August 2019).

Ind. Code § 6-2.5-4-18(a) (Westlaw 2019).
Ibid., § 6-2.5-2-1(c) (emphasis supplied).

362.
363.
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‘must include both

ded the prescribed thresholds, the marketplace facilitator o

tions made on its own behalf and transactions facilitated for sellers’. S
ansac ‘marketplace facilitator’ is a person that ‘(1) OWi.IS, Joalizsarates, or odoes e
};5 2 marketplace; and (2) facilitates a retail transaction’.”® The term
0

i ment
‘a payment processor’ that is appointed by a merchant to handle pay

‘whose sole activity with respect to market-
366

e
iﬂcn"‘;gcﬁons from various channels and

ales is 10 handle payment transactions’ between two parties.
glace 5

l

Towa

e 1 January 2019, marketplace facilitators th.at make or facilitate USD 100,022
P lowa sales in the immediately preceding or current calendar year a
i mpre - jlect ;llld remit tax on all taxable sales that they either make on their own

' th C'?itate 367 A “marketplace facilitator’ is broadly defined to include a person
e i alvarﬂ' ew of facilitation activities, and would include, for example, a
E engﬂges(ilﬂ s the ﬁroducts of a ‘marketplace seller®® in its mark.etplace and

E Wbﬂ i - fe :s regardless of whether the person is involved 1p pay.meTlt
N hs?ng‘ 'erg fLilfilrnent 389 [owever, the statute does provide liabihty relief in
pro[c E;s ngv\:‘;“g—&le marketpla(;e facilitator can ‘demonstrate[] to ﬂlelsatifsffatitlton o;ttalils
A ili has made a reasonable elfort o 0
jeparimcnt that the marketplace facilitator e o e

i i iplace seller about a retail sale ‘
%‘{;Eelitlgig[?:;?tn ﬂffs Izlotrlrl:ci:l?ari(zvis due to incorrect information provided to the
)V

marketplace facilitator ...”*"

[m]  Kentucky
£ ider’ or
fifective 1 July 2019, Kentucky requires every rnarketplac_e .pr]cmder Tll(:rs:nzg?reri
ili i i al property or digital property
facilitated Tetail sales of tangible person : gl By B i
i i tucky exceed, in combination, A
dectronically to a purchaser in Ken sp oo er
i i [ t calendar year must register fo
iransactions during the preceding or curren : rlorandeolea
i ions.*”! The marketplace provider must co
laxes imposed on such transactions. L : e e
i i it makes or facilitates regardless
the sales price of every retail sale i ; the
marketplace retailer would have been required to collect the tax had the sale not b

facilitated by the marketplace provider.*”*

364,
365,
366.
367.
368,

Ibid., § 6-2.5-2-1(d).
Ibid., § 6-2.5-1-21.9(a).
Ibid., § 6-2.5-1-21.9(b). 4 (Westlass 2015)

J14A(3 estlaw : ace. Ihid.,
fW;g?kdeilflaﬁ:zea selle[r’](is a person who makes sales through a marketplace. Ibid., §
423.14A(1) (c).
ibid., § 423.14A(1)(b) (1).
thid., § 423.14A(3)(d) (3).

Ky. Rev. Stat. § 139.450(2) (Westlaw 2019).
Ibid.

369,
370.
71,
3,
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indirectly” engaging in any of the following activities:

A ‘marketplace’ is

gg‘):(!]r)tllls):lacg(lj (llleiectrpbr]nc means through which one (1) or more retailers m
% Sell tangible personal property, digital pr ¥ i :
tangible personal propert igi : S idtealinl
y or digital property, such as a catal b
or television or radio broadc ; ot the tamble
ast, regardless of whether the tangi =
‘ n , Tey ible
property, digital property, or retailer is physically present in this stite 373per80nal

A U
marketplace provider’ is any person that facilitates 2 retail by “diregy
Cly o

a. Lists, makes available, or advertises tangible personal propert
erty, or services for sale by a marketplace retailer in a marke‘{,
opelrated, or controlled by the person: 5

b. Facﬂitates_th.e sale of a marketplace retailer’s product through a mark
l:::z] IFa];SII]IIU‘Hg or otherwise communicating an offer or acceptancea;f :Tlam
n;;kztptlzzgl::fai[;;r:iga; p;s;)lerty, .digita] pro_perty, OT services betwsgaj:
catalog, Internet site, or silrjnilzrl éfl(jfi;?;a P agashny -

i ans, rents, licenses, makes available, or operates any electronic or physi
;rin:;ttrtuhc:r; [;);eigy Hgofir?’ process, method, copyright, traderr’ia:}:m;:

. rketplace retailers to pur '
making retail sales of tangible personal prc)perts, ;igﬁif?r;;re;tl;e c?ru;gr?;ie:[
? i

digital prog.
lace owpgg

collects the sales price or purchase price of a retail sale of tangible personal

/ property; digital property, or services;

_ provides payment processing services for a retail sale of tangible personal
property, digital property, or services;
_ Charges, collects, or otherwise receives selling fees, listing fees, referral fees,
closing fees, fees for inserting or making available tangible personal property,
digital property, or services on a marketplace, or receives other consideration
from the facilitation of a retail sale of tangible personal property, digital
property, or services, regardless of owmnership or control of the tangible
personal property, digital property, or services that are the subject of the retail
sale;
Through terms and conditions, agreements, or arrangements with a third
collects payment in connection with a retail sale of tangible personal
property, digital property, or services from a purchaser and transmits that
payment to the marketplace retailer, regardless of whether the person collect-
ing and tranimitting the payment receives compensation or other consider-
ation in exchange for the service; or
Provides a virtual currency that purchasers are allowed or required to use to
purcliase tangible personal property, digital property, ot services.*™

party,

d. Provi i i
d;"oi\t/;(lies a marketplace fpr making retail sales of tangible personal properyy o  Maine
eio liTODETW, or services, or otherwise facilitates retail sales of tangib'-l |
Eomrcl,l]a fp;loperty,bcihgual property, or services, regardless of ownership u
ol the tangible personal property, digi )
! y, digital propert i
the subject of the retail sale; Sppe e

e. Provi
rovides software development or research and development aciivities related

fffective 1 October 2019, Maine requires every ‘marketplace facilitator’ whose own or
ficilitated retail sales of tangible personal property or taxable services delivered into
\aine exceed, in the aggregate, USD 100,000 or 200 transactions during the preceding
ot current calendar to register for and collect taxes imposed on such transactions.>”®

to any activity described in this subparagraph, if the software devel
research. and development activities are directly related o+ the Epn?emor
eIect‘romc marketplace provided by a marketplace prorider; P
f. Provrdgs or offers fulfillment or storage services for & mariq‘at lace retailer;
g. Sf_et:s prices for a marketplace retailer’s sale of tangible eri 1 o
digital property, or services: s
h. Pro‘\:r[des or offers customer service to a marketplace retailer or a marketpl
retailer’s customers, or accepts or assists with taking orders, returnl; atc:‘

EXChangeS ”f la_[lglble pE‘I‘SOHa] 1 y igi 1 y Vv (6 bY d
proper 3 dl 1t 1 i
) g d plﬂper , OT S€TvICES S ld

A ‘marketplace facilitator” is ‘any person that facilitates a retail sale by providing

a marketplace that lists, advertises, stores, Or PrOCesses orders for tangible

personal property or taxable services for sale by marketplace sellers’ and, directly

or indirectly, does any of the following:

A. Transmits or otherwise communicates an offer by the marketplace seller or an
acceptance between the customer and marketplace seller;

B. Collects payment from the customer and transmits that payment to the
marketplace seller; or

C. Engages in any of the following activities wi
seller’s preducts or taxable services:
(1) Fulfillment or storage services;

th respect to the marketplace

(2) Customer service; or

i e S
Brands or otherwise identifies sales as those of the marketplace provider.””
(3) Accepting or assisting with returns or exchanges.*””

In iti : ider”
o D?f}?lt}o?{ asa mar.ke_'r prOV{der » the person must, directly or indirectly, engage
¢ lollowing activities with respect to the marketplace retailer’s products:

375, Ihid., § 139.010(22)(a)(2).
376. Me. Rev. Stat. Ann, tit. 36, § 1754-B(1-B) (L) (Westlaw 2019).

377. Ibid., § 1762(6-F).

373. Ibid., § 139.010(21).
374. Ibid., § 139.010(22)(a)(1).
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A ‘marketplace’ is ‘a physical or electronic location, including, but not limj
s store, a booth,.an Internet website, a catalog or a dedicated sales software a[mh'
lon, where tangible personal property or taxable services are offered for sale’ 3

[o] Maryland

Effec?tive 1 October 2019, Maryland requires a ‘marketplace facilitator’ to
applicable sales and use tax due on a retail sale or sale for use by a market Cloﬂem
to a_ bLIVEl.‘ %n this State’ ** The marketplace facilitator shall must report ani:lp .
on its facilitated sales separately from the sales and use tax collected by [hCUliem s
place on sales made directly by the marketplace facilitatar to in-state purcii;?;:ski

Although the marketplace legislation does not specifically prescribe a thregj, I
ol

?;;p[icgble to marketplace facilitators, following the US Supreme Court’s decis
ﬁyfazr, the Maryl_and taxing authority promulgated regulations requiring rem
sellers to co.mply with the state’s sales and use tax law if their gross revenue frg .
slale of tangible p'.erson;il] property or taxable services exceeded USD 100,000 mf;ﬂle
than 200 transactions,*®! and these thresholds presumably will also apply t .
place facilitators. oY

A 'marketplace facilitator’ is a person that

6] .facih'tates a retail sale by a marketplace seller by listing or advertising f

_ina marketplace tangible personal property; and s

(i) re_gard-less of whether the person receives compensation or other congigs
ation In exchange for the person’s services, directly or indirectly throy f
agreements with third parties, collects payment from a buyer and tra 1\ gh
the payment to the marketplace seller.*® "

The term does not include

(i) a platfprm or forum that exclusively provides Internet adv artising services
including listing products for sale, if the platform ¢« ff);‘uﬁl does not alsor
engage, directly or indirectly, in collecting pavisnt from a buyer and

) transmitting that payment to the vendor:; /

(ii) a payment processor business appointed by a vendor to handle paymen
transactions from clients, including credit cards and debit cards, whose only

activity With respect to marketplace sales is to handle transactions between
two parties;

(iii) a peer-to-peer car sharing program, ... or

378, Ibid., § 1762(6-E).
379. Md. Code Ann. - Tax Gen. § 11-403.1
380. Ibid., § 11-403.1(d). LB iesilaw s

381. Code of Maryland Regulations § 03.06.01.33 [
I .06.01. Westlaw 2019).
382. Md. Code Ann. - Tax Gen. § 11-101(a)(c-2) (1) (Westlaw 20]19].
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1 delivery service company that delivers tangible personal property on behalf
of a marketplace seller that is engaged in the business of a retail vendor and
holds a license [under Maryland law].*®

(iv)

o] Massachusetts

om 1 October 2019, Massachuselis requires a ‘marketplace facilitator’
ghose combined direct and facilitated sales of tangible personal property or taxable
ervices within the state exceed USD 100,000 during the current or prior taxable year
lect and remit tax on all taxable sales both direct and facilitated.*®*

A ‘marketplace facilitator’ is a person that contracts with marketplace sellers to
jeilitate the sale of the seller’s tangible personal property or services through its
narketplace by, directly or indirectly, engaging in any of the following activities:

ffective 1T

10 COI

(i) transmitting or otherwise communicating the offer or acceptance between
the buyet aad the seller;

(i) owning ot operating the infrastructure, electronic or physical, or technology
that brings buyers and sellers together;

(i) prowviding a virtual currency that buyers are allowed or required to use to
purchase tangible personal property or services from the seller; or

i) software development or research and development activities related to any
of the activities described in subsection (b), if such activities are directly

related to a physical or electronic marketplace operated by the person or a

related person.”®

In addition, to qualify as a ‘marketplace facilitator’, the person must engage in
ane of the following activities with respect to the marketplace seller’s tangible personal

property or services:

(i) payment processing services;

(i) fulfillment or storage services;

(iii) listing tangible personal property or services for sale;
(iv) setting prices;

(v) branding sales as those of the marketplace facilitator;
(vi) order taking;
(vii) advertising or promotion;

(viii) or providing customer service or accepting or assisting with returns or

exchanges.*®®

383, Ihid., § 11-101(a) (c-2)(2).

384, Mass. Gen. Laws ch. 64H, §§ 1, 34 (Westlaw 2019).
385, Ibid., § 1.

386, Ibid.
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The base erosion approach maintains the use of gross basis withholding taxeg and i
some situations may expand their use. However, in order to minimize the likelihggg
imposing a gross base withholding tax when there is no net income, the s
withholding tax rate would be set very low. To illustrate how the bas
approach might work, consider the following hypothetical. Suppose tha
maintains servers in state R that contain a database, R Corp. has no presen
3, except that unrelated customers in state S use the R Corp. database for
example, assume that S Corp., a state § corporation, earns 1,000 in state S. |
earn that income, it incurs a 300 expense for accessing the R Corp. database, Assume
also that a state S individual resident, S, earns 1,000 in wage income. S accesses the p
Corp. database for personal purposes (e.g., to download personal reading Materj|)
paying 300.

From the perspective of state S, the 1,000 of income earned by S Corp. is taxable,
but that 1,000 of gross income is reduced by the 300 paid to R Corp., resulting in 700
of net income. If the 300 paid to R Corp. constitutes business profits, then state S will
not have taxing authority over the 300 as R Corp. has no PE in state S. On the contrary,
if the 300 payment is deemed to be a royalty and if the R-S treaty permits source stale
taxation of royalties, then state S can withhold on the payment to R Corp.

Because countries in the position of state S fear an erosion of their tax base, jt is
possible that this will result in expansive (and arguably questionable) views of wha
constitutes a royalty. For example, the Indian tax authorities toak a broad view of the
term ‘royalty” in the advance ruling request discussed in Chapter 4 in section §4.04,
which is a living example of the R Corp.-S Corp. fact pattern. The Indian tax authoritics
were concerned that US Card (i.e., R Corp.) was doing extensive business in India ie,
state 5), generating large fees from IC (i.e., § Corp.), but claiming to be free of ngiag
taxation. Note that the concern over base erosion arises in connection with 5 Corp,'s
deduction of the 300. When individual S pays 300 to R Corp. for personal ¢or:sumption,

no deduction is permitted (i.e., S is taxable on 1,000 of wage income); and so there i
no base erosion in state S.

Uggestag
€ erogipy
tR Corp,
ce ]_ﬂ Sla:ﬁ
a fee. 'FDf
I ordey

Rather than focus on whether a particular payment is & 1avalty or constitutes
business profits, the base erosion approach renders labelling unimportant. Instead, the
focus would be on whether the payment erodes the tax base of state S. The tax base of
state S is eroded if the payment is deductible. If it does erode the tax base, then state §
would be entitled to require withholding; if the tax base is not eroded (i.e., if the
payment is non-deductible), no withholding would be permitted. So in the example
above, state S could require withholding on the payment by § Corp. to R Corp. but
would not require withholding on the payment from individual S to R Corp., which is
a consumer transaction. Whether a payment is labelled a royalty makes no difference
under this approach; the issue is base erosion. Note that this approach would permit
state S to tax R Corp.’s business profits even if they are not attributable to a state § PE,
so leng as the payor could deduct the payment.

The key to the base erosion approach, should it be able to generate a consensus,
would be the tax rate to apply to base eroding payments. The higher the tax rate on
gross income, the more likely that the tax may be imposed even in the absence of net
income (or that will result in a very high effective rate of tax on net income). For

446

§7.03[D]

fhapter 7 Policy Approaches

le, a 20% withholding tax on 300 of gross income is a 100% tax g the ei[;e;sa?:
Jfearning the 300 of income are 240. If th.e expenses e?gfceedei(;; tél;:aii Oer Se(:{l:Ie R,
cts a tax in excess of 100% of the net income, and if exp
plt llects a tax even though no net income has been generated. .

- ClDat ta;c rate is ‘appropriate’? In large part, this is a political question. From an
o\ani]c perspective, any gross base tax is problematic because_it may produce a tE.Lﬁ
; eds net income. Obviously, the lower the tax the more llkelly that the tax wi
- EKceed net income. The political issue focuses on how the residence anc_] source
» exc‘il divide tax revenue. As long as any change in that division does not mcregse
L Wlb -den on a taxpayer and does not result in additional inefficient tax plan.mng
- dulllced behaviour, then which government ends up with the tax revenue 1s.an
Ur‘lai:zqting question from a global economic perspective, albeit a very interesting

E ‘on‘ from the economic perspective of each country involved. .
ﬂuem]3 cause the base erosion approach would permit source state taxation of _many
:;ts tliat are notcurrently subject to source state taxation, it would be sgns1ble to
R te low. This 13 particularly important because the proposed reallocation qf tax
E rabitwef- i1 residence and source countries is not intended to increase taxation —
rwe:luio realloﬁaté tax proceeds. If residence countries are to fully rellieve taxp_ayers of
Ezrbu);deq vl any new source state taxation (e.g., t__hrough a tax crele) d ﬂle w1thhorl:tii;
jng rate should be set very low. A low tax rate applied to many base eroding paym::_
a0 woik a reasonable reallocation of tax proceeds._ ]?ut 1_11t1mate1y, thehdet.ermu{[atﬁ);
A 1he appropriate rate would be an empirical dec1smnl informed py tdei 1m;1)1eéce -
fifferent rates would have on tax revenues. The OEC-D is well eqlllppe 1do ﬁ\ll 0o
suich an empirical study. Armed with that informtatlolz, countries cou en try
nsensus on what would be an appropriate rate.
reElChFao':r:Opurchasm:s, the base erosion approach may_not pro\_fe burdenso_r?he}.losl(éj;g
state residents making deductible payments to ﬂOH-ISgSldB[HS will have to wi e
submit the amount withheld to the taxing authority. Bepause gross base withho 1EX§
is a feature of current international tax rules, the sysiem 1ntrodqces few new comp =
fies, Because withholding would be imposed only on base erod}ng paym.ents, I(im:)s e
ers would not be required to withhold on payments to non-residents. GIYEH the br '
definition some countries have of the term ‘royalty’ under. current law, in some]j cast,) 2
tonsumers would be responsible for collecting a withholdmg tax where andapv];;n;:;ads
lreaty permits source state taxation of royalties. _For example, .1f a consumefl n?ﬂes i
a computer program or makes use of an online auction site, some co e
consider the consumer payment a royalty for the use of software. It is unreah %
#xpect consumers to withhold on Toyalty payments in these cases. Under the bas

i i i 1d be required.
grosion proposal, no withholding wou .
With respect to recent developments, the OECD Inclusive Framework on BEPS

#0

Ieport notes:

; ) : =
1, Presumably, if R Corp. has a permanent establishment in state § a_nd incurs a clgdfultftll;le rf:gr)jsn?o
. for the purpbse of the permanent establishment, withholding will be required for pay

non-residents if a deduction is claimed.
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Recent global developments show an increasing use of such exceptions in domes.
tic law and double tax treaties for specific categories of digital products and
services, generally asserting taxing rights when the non-resident enterprise has 1o
physical presence. Further, digitalisation has blurred the distinctions between
business profits, royalties and technical services in some cases (e.g.. cloud
computing), increasing the potential significance of these exceptions to the
traditional PE threshold, and exacerbating the risk of characterization issues.*®

More specifically, the report notes three trends in this area.”’

First, the report notes the trend toward broadening of the withholding tax for
royalties. As detailed in the report, some countries have expanded their domesje
definition of royalties subject to withholding on a gross basis by incorporating into fhy
category items of income traditionally classified as business profits in double tax
treaties. Such expansion includes, for instance, payments for the use or right to lse
software (prevalent in Greece and the Philippines), and payments for “visual images or
sounds’ transmitted through information and communication technology (Malaysia)
The definitions generally bring certain Software as a Service (SaaS) type of transactinn;
within the scope of the withholding tax. Some corresponding changes have also begp
introduced in recently negotiated double tax treaties (e.g., Cyprus-Luxembourg treaty,
Azerbaijan-Malta treaty and the UN is discussing possible amendments to the Article
12 commentary regarding software-related payments). Separately, instead of just
broadening the definition of royalties, the United Kingdom recently proposed legisla-
tion that would breaden the source definition in certain limited circumstances g
enable the taxation of foreign-to-foreign related party payments connected to local
sales. The proposal is targeted at intra-group arrangements that achieve low effectivo
tax rates through holding intellectual property in low or no tax jurisdictions an. i
implemented, is expected to impact predominantly on more digitalised businesses,
Ukraine has also developed a withholding tax for B2C transactions althougn it is
reportedly ‘hardly enforced’

Second, the report discusses the adoption of withholding tases on fees for
technical services. An increasing number of countries create an exception to the PE
threshold for certain service fees in their domestic law and/or double tax treaties,
allowing a withholding tax on a gross basis in the source ¢aiuniy when the payer is
resident in that country. The OECD Model does not contain this exception although it
was recently added to the UN Model as part of its 2017 update in response to the fact
that substantial services are now supplied without any physical presence in the source
state. The scope of this exception is typically limited to fees for technical services,
generally defined as payments in consideration for the services of managerial, technical
(i.e., requiring expertise in a technology), or of a consultancy nature. While this

30. OECD, Tax Challenges Arising frorn Digitalisation (note 21 above) at paras 355-356. See also
Chang Hee Lee and Ji-Hyun Yoon, General Report Subject 2: Withholding Tax in the Era of BEPS,
CIVS and the Digital Economy, Cahiers de Droit Fiscal International 215, 260 (2018) (noting thal
specific withholding taxes targeting business income generated by digital commerce have yet 0
become part ‘of most, if indeed at this stage, any’ tax system).

31. Ibid.

32. Lee and Yoon (n. 30 above) at 250.
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Jefinition is not specifically targeted at digital products and services, it generally
jcludes 2 broad range of cloud computing services. As mentioned, some countries
quch as Canada already impose withholding taxes on cross-border services under their
jomestic law although this approach normally requires the physical possession of a
juman being within the source country in contrast to the more recent withholding
axes (see Chapter 4).

Finally, the report notes the introduction of new withholding taxes on other
gpeciﬁC categories of income, such as income from online advertising.

The report additionally notes that these withholding taxes may be constrained by
yeaty obligations. Where applicable, the withholding taxes will be easier to administer
o B2B transactions, with relatively limited administrative and compliance costs for
poth taxpayers and the tax authorities. Collection issues become more difficult for B2C

gansactions, as private consumers have little incentive to declare and pay the tax due,

and little experience performing tax withholding.

§7.04 TAXATION BASED ON RESIDENCE

yuch of the-attention lavished on the international tax consequences of the rise of
figital cominerce has focused on the challenge to source-based taxation. That chal-
lenge 2:ises from the ability to carry on commerce in a country electronically without
1uhsical presence. The same technology that makes it possible to carry on commer-
Jal activities electronically from a remote location also makes it possible to manage an
.aterprise from a remote (or more than one remote) location. Indeed, the challenge of
echnological change to traditional methods of determining residence-based taxation
may well be as profound or more profound as the challenge to historical approaches to
source-based taxation.

It is the ability of management to run an enterprise without a permanent physical
presence in any single jurisdiction that will test traditional notions of corporate
rsidence. The use of videoconferencing and the overall improvements in communi-
wtions technology allow managers to reside in different jurisdictions and still coordi-
nate management decision-making. The result is that determining the residence of a
jiridical entity such as a company becomes an even more artificial exercise than it has
been historically.>® We describe below different approaches to company residence that
may be worthy of consideration in light of ongoing technological changes in commu-
lications.

#. The Report of the Minister’s Advisory Committee on Electronic Commerce has recommended
that the Canadian tax administration issue an interpretation bulletin addressing the significance
of modern telecommunications technology on the concept of residence. See Canada, A Report to
the Minister of National Revenue from the Minister’s Advisory Cornmittee on Electronic Com-
merce, Electronic Commerce and Canada’s Tax Administration (May 1998), at §4.08,
§4.02[B][1]. The Canadian Revenue Agency did prepare draft interpretation bulletins in this
area, but ultimately decided to abandon the effort and did not publish these administrative
guidance documents.
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[A] Status Quo

It has always been possible for managers in different countries to manage a compay
in a coordinated fashion by using the telephone and by conducting meetings Where
managers would assemble. Electronic networking makes remote management easjg
but some may argue that it does not enable a new form of management. Viewed ip thi;
manner, lmprovements in communications do not necessitate a change in historicany
proven residence tests such as the ‘place of effective management’ (see the discussjg,
in Chapter 4).

[B] Enhanced Residence-Based Taxation

As early as 1819 the Netherlands exempted from the business tax (patentrecht) foreigy
ships of countries that made reciprocal allowances. The first shipping treaty in 1843
between France and Belgium also exempted shipping from source-based taxatiop ®
World War 1 led to similar legislation, with the United States abandoning source-basgg
taxation of shipping enterprises from foreign countries with reciprocal provisions
The exclusive residence-based taxation of shipping profits found favour in the early
League of Nations efforts that ultimately resulted in Article 8 of the current QECp
Model treaty. Air navigation was added to shipping in 1928.%"

Article 8, which denies taxing authority to a source state with respect to shipping
or air transport profits, was born out of a recognition that the peripatetic nature of
shipping and air transport would mean that enterprises conducting such busings;
might be subject to tax in multiple jurisdictions with the attendant likelihood of de' b
taxation. Accordingly, under the OECD Model, taxing authority is limited o the
Contracting State in which the place of effective management of the ent=iprise is
situated.

Some may look to Article 8 as an analogue for the concept that prefits generated
by digital commerce should be taxable only in the residence stats. Once a company
establishes an Internet presence (e.g., a website), customers throughiout the world thal
are connected to the Internet can access that site. Like shipping ur air transport, digital
commerce has the potential of causing multiple taxation because of the number of
countries that may be involved. Article 8 principles could apply to income generated by
both ISPs and content providers. Alternatively, the principles of Article 8 might be
extended solely to ISPs, which, like shipping and air transport companies, may provide
Internet communications globally.

Article 8 deals specifically with shipping and air transport and may be based on
specific jurisdictional conventions (i.e., that a ship/aircraft constitutes territory). The

34. Edwin R.A. Seligman, Double Taxation and International Fiscal Cooperation 52 (Macmillan
1928).

35. Ibid.

36. Ibid.

37. The Joint Committee on Internal Revenue Taxation, 4 Legislative History of United States Tax
Conventions 4170 (1962).
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lication of analogous principles to digital commerce would probably warrant a
gparate treaty provision. Such a provision would carve out business income arising
jom digital commerce from the scope of Articles 7 and 5 dealing with conventional
s of doing business and generating profits.

of course, such a rule, applied in an ordinary international context, would be a
dical shift of taxing authority as we now know it. Taxing authority would move from
Surce countries to residence countries. Placing all taxing authority in the residence
quntry would eliminate conflicting claims.”® Aside from problems relating to the
distribution of tax revenue, this exclusive residence-based possibility places great
smphasis - which may not be warranted - on the definition of residence. The same
orces that question the PE concept, and other source-based taxation concepts, also call
fie adequacy of the residence concept into question - particularly the residence of a
gmpany. If the definition of residence is artificial and easily manipulated, granting
sclusive taxing authority to residence countries is not a good solution. Moreover, for
a exclusive residence-based system to function smoothly, there would have to be
jternational consensus concerning the definition of residence. This may not be easy to
wcomplish. Finally,)anti-abuse rules would be required to prevent the deferral of
wsidence country-iaxation through the use of tax-haven entities.

way:

[c] Company Residence Based on Other Criteria

«spinpany that is incorporated in one country may have directors and managers that
-side in a different country (or countries), and they may meet and take action in one
armore locations. The company is owned by its shareholders who may reside in many
fifferent countries. The company carries on business through its employees who may
work in different countries. Corporate books must be kept. Dividends may be paid to
the shareholders. Where these factors involve more than one country, determining
wsidence can be complicated.® In determining residence, some countries, like the
Inited States, use ‘a place of incorporation’ test. Other countries use a test based on the
flace of effective management (or central management and control). Different coun-
fies use different formulations of this test. Essentially, however, the test focuses on
where decisions concerning the operation of the business take place.

The ease with which the place of effective management and the place of
ficorporation tests for company residence can be manipulated without necessarily
whstantively altering the way a company conducts its business raises the possibility of
wing or emphasizing different criteria. If it were deemed desirable to change the
lefinition of residence in light of technological advances, one possibility would be to
base a company’s residence on the residence of its directors or managers, or perhaps

3. This statement assumes that countries share a definition of ‘residence’.
9. Jean-Marc Rivier, General Report — The Fiscal Residence of Companies, 72a Cahiers de Droit
Fiscal Int’1 47 (1988).
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Arthur Cockfield, Walter Hellerstein & Marie Lamengy,

the residence of a specified number or percentage of its shareholders or employeps 1
For e?cample, the OECD Commentaries contain suggested treaty language that{vee&

permlt_ national tax authorities to scrutinize factors such as where the day.{{:; it
operations of a business take place to determine residency status (see Chapter 4) i
. While, of course, these individuals can also move to a fax haven or ]0“;‘.

]ur1§d1ction, any such move will have real consequences in terms of personal con t.ax
erations. It would require a much greater commitment for a director to physically msuj.
than simply to arrange directors’ meetings in a low tax jurisdiction. By basmove
company’s residence on the residence of directors, shareholders, managers, or othg :
whlo participate in the entity’s operations, some of the artificiality of the emgrs
residence definition is eliminated. The ‘place of effective management’ test tries tg g

that, but still focuses on where decisions are made rather than where the d

. ecisian.
makers actually reside. i

[D] Full Integration: Taxing Shareholders on Income Earned Through
Corporations

Of course, if the concept of company residence is called into question by advances in
cennpunications technology, a direct, albeit radical, approach would be to eliminate
taxation at the entity level. Instead, income earned by an entity would in some manne
be taxable directly to the shareholders in whatever jurisdictions they reside.*! For tay
Purposes, the difference between a partnership and a corporation would become
insignificant. This approach substitutes the residence of natural persons for the
residence of artificial persons (e.g., corporations).

§7.05 CHARACTERIZATION OF INCOME

[A] Categories of Income
As International tax principles have developed, different tax rulds. ave been fashioned

to apply to different categories of income. For example, the OECD Model treaty
contains different taxing provisions for business profits, income from real property,

40. A publicly traded corporation might be deemed to be resident where it is traded. However
global trading may mean that a company’s shares are listed and traded on more than oné
exchange,

41. Further consideration of different methods of corporate tax integration may be found in the
following: Reuven S. Avi-Yonah, The Treatment of Corporate Preference Iterns Under an
J{LH’SF{HE‘d Tax System: A Comparative Analysis, 44 Tax L. 195 (1990); Ricrhard M. Bird
Comorate-Personal Tax Integration, in Tax Coordinagion in the European (j‘ommunit‘y (éiibrer;
(EHOSSEII ec_l., 1987); J_Ohn K. McNulty, Corporate Iricome Tax Reform in the United States:
Proposals for Integration of the Corporate and Individizal Income Taxes, and International
Aspeczs,' 12 Ipt’] Tax & Bus. L. 161 (1994); US Department of the Treasury, Report on the
Integration of the Individual and Corporate Tax Systems — Taxing Business Inmr;uz Once (1992);
Kees‘van Raad, Observations on Integration of Corporation and Individual Incorne Taxes Within
the European Community, 9 Conn. J. Int’l L, 763 (1994); and George K. Yin (‘orpémre Tax
Integration and the Search for the Pragmatic Deal, 47 Tax L. Rev. 431 (195-12). T
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jicome from shipping and air transport, dividends, interest, royalties, capital gains,
jgcome from dependent personal services, income from independent personal ser-
ps, directors’ fees, pensions, etc. Creating separate categories of income with
ientially different tax consequences places a premium on income categorization. In
n cconomic sense, income is income. Vendors rarely concern themselves with the
aategorization of income before transferring their wares or services for compensation.
pistinctions between different types of income can be artificial, particularly at the
pargins between closely related categories (e.g., the ‘sale’ of a digital good, the
pwvision of “services’, and the ‘licensing’ of an intangible). As potentially artificial
{istinctions are created, it is inevitable that creative entrepreneurs and tax planners
will seek to structure their (and their clients’) business arrangements to take advantage
ofthe differences. For example, the growth of derivative financial instruments is due in
part t0 the ability of those structuring the arrangements to transform one form of
income (e.g., dividends) into another type of income (e.g., interest) that may be taxed
ina more favourable way.
Transactions invzoiving digital commerce raise categorization issues and there are
several approachies to addressing these issues:

— Oneapproach is to apply existing rules to digital commerce and to characterize
income from digital commerce according to traditional categories, such as
husiness profits, royalties, or service fees. This was the approach recom-
mended by the OECD TAG in the late 1990s, which the OECD Commentaries
ultimately adopted (see Chapter 4).

- Another approach is to create a new category of income for digital commerce.
Defining this new category of income would require international consensus.

— A third approach is to create additional distinctions to accommodate income
generated by digital commerce. For example, it has been suggested that service
income should be divided into two subcategories with different source rules
applying to each category.”* Services involving human action might be
sourced under traditional principles (e.g., under US law, where the services
are performed). Services that are purely mechanical (e.g., a database located
on a server that accessed by a client) would not be sourced under the
place-of-performance principle. Instead, these “Type 2’ services would be
sourced according to the rules governing the exploitation of tangible or
intangible personal property.

- Another suggestion is to categorize income from digital commerce into “digital
income’ (income from digital transactions) and non-digital income (income
from digital commerce transactions involving physical delivery of goods or
services).*

2. Peter Glichlich, et al., Electronic Services: Suggesting a Man-Machine Distinction, 87 J. Tax. 69
(1997).

4. Jinyan Li, Rethinking Canada’s Source Rules in the Age of Electronic Comunerce: Part 2, 47 Can.
Tax J. 1411 (1999).

453




