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Taxation


I.  Introduction
	This outline covers a number of significant issues that arise for practitioners and policy-makers concerned about how the rise of electronic will affect and be affected by various tax systems.  Some of those concerns are “jurisdictional” in nature but many are not.  Our intent here is to focus on those that do have a strong jurisdictional flavor, recognizing that there are many significant issues that will be left out.  Thus, the principal emphasis throughout the outline will be on the issue of whether and to what extent a particular taxpayer or potential taxpayer can be brought into a particular tax system.  The substantive issues of how tax liabilities should be computed with respect to electronic commerce will, generally, not be addressed except when necessary to shed light on the jurisdictional issues that are the primary focus.
	The body of the outline is in Sections III - VII below which discuss jurisdictional aspects of four generically different tax systems  (III)  US State and Local Sales and Use Taxes, (IV)  Value-Added Taxes,  (V)  US State and Local Income Taxes, (VI)  International Income Taxes, and (VII) a separate section on compliance issues, particularly those involving the assertion of jurisdiction over third parties for purposes of withholding and information reporting. Each section describes current relevant law and how it is affected by the rise of electronic commerce, and the resulting pragmatic and policy issues.  Finally, each section describes and critiques possible approaches to deal with identified problems.In order to aid the policy-based discussion, the outline begins with a very broad outline of the fundamental pragmatic and policy concerns that arise in any thoughtful consideration of changes in a system of taxation.
II.  Fundamental policy concerns. 
	In order to understand the issues that are of particular importance to the taxation of electronic commerce, one has to start by examining the purposes and problems of our tax systems more generally. No tax system has ever been popular or perceived as fair by all of those subject to its burdens.  But each constituency – the state In this outline, all references to the “state” are to be read generally to refer to the taxing jurisdiction, be it a sovereign country or a political subdivision thereof.  When the intended reference is to one of 50 United States, the term will be capitalized. itself, the taxpayers who will both bear the economic burden of the tax and receive the benefits of the concomitant government spending, and the businesses that will be operating within the taxing state’s economic sphere – have legitimate expectations as to how their particular tax regime will operate.  
A.   The governmental view.     
1. 	Tax Policy Concerns.  As a matter of pure tax policy, the state has a legitimate interest in administering a tax system that 
¨	is fair to those who are subject to it;
¨	minimizes any distortion of economic decision making within the economy;
¨	does not require undue effort by either the tax collector or the taxpayer to interpret and administer; and
¨	raises a sufficient amount of revenue to carry out the legitimate functions of government.   
Generally, all four of these goals are best met through a tax system that has as broad a base as possible and that has effective, but societally acceptable, methods of enforcement.  A well-run tax system has been likened to the feather industry:  you want to get as many feathers as you can off each goose with the least amount of squawking.
2. 	Tax expenditures.  Not infrequently, (and to the dismay of tax policy purists) government will make use of the tax system to pursue policy goals unrelated to taxation.  For example, the use of enterprise zones or investment tax credits foster economic development; goods and services that are viewed as basic needs may be exempt from VAT or from sales and use tax .  Such positive uses of a tax system to foster non-tax policy ends are frequently referred to as “tax expenditures.”  Tax expenditures can be a source of great complexity in any tax system, as the state attempts to draw them narrowly and limit their use to their true policy objectives and taxpayers seek to interpret their scope and purpose as broadly as possible.  Inevitably, tax expenditures create discontinuities within the tax system that can exploited by well-advised taxpayers and abused by an overzealous fisc.
3. 	Tax Penalties.  Taxation can also be used by the state as a regulatory tool for controlling or discouraging activity of which it disapproves: thus, the ancient adage that “the power to tax is the power to destroy”.  Not only can the state impose a special tax burden on activities or goods that it disfavors – like tobacco, alcohol or cars that consume too much gasoline – but it can deny generally available tax benefits, deliberately distorting the normative rules of a tax system, to discourage or penalize disfavored activity.  Examples include recent US federal income tax legislation that limits, for policy reasons having nothing to do with taxation, the deductibility of lobbying expenses and excessive executive compensation.
4. 	Reporting and collection.  Finally, the state has a strong interest in requiring businesses to assist it in determining and collecting the taxes borne by others.
¨	In many states, the imposition of the sales tax on vendors – in-state or out – can be thought of as simply making the vendor a collection agent for the use tax that is to be borne economically by the consumer.
¨	In most income tax systems, information reporting by financial institutions and wage reporting and withholding by employers is the central support of the audit and enforcement process.
B. 	The Taxpayer View.  At the most simplistic level, the primary interest of each taxpayer is obviously to pay the least amount of tax it can.  However, there are subtler taxpayer interests as well, including the following:
1. 	Proportionality.  The total amount of taxes paid to the state should have some reasonable relationship to the services that the state provides to the taxpayer.
¨	For resident taxpayers – individual and business – it is a fairly straightforward exercise in civics to describe those services, although in practice there will be wildly different views of their value.
¨	For nonresidents subject to the tax regime the search for the quid pro quo can be subtler.  For example, in one leading case upholding the right of a state to impose sales and use tax obligations on an out-of-state mail order vendor, the court found as significant that the state had expended significant resources to create and nurture an economic climate supporting a demand for the vendor’s products, provided a legal infrastructure that protected and secured the vendor’s financial interests, and disposed of as waste many tons of the vendor’s catalogs and promotional materials.  The Supreme Court of North Dakota in Quill v. North Dakota, affirmed by the US Supreme Court and cited with approval by New York’s highest court in another recent landmark case (see In the Matter of Orvis Co., 86 N.Y.2d 165 (1995)).  
2. 	Neutrality.  The tax regime should not favor one business over another where both are in natural competition.  Thus, a major source of the pressure on state taxing authorities to extend the reach of their sales and use tax regime to out-of-state retailers comes from in-state retailers who feel legitimately disadvantaged by having to collect the tax when their competitor across the state line does not.
3. 	Minimization of administrative burden.  Where the tax rules are unnecessarily complex, or if the taxpayer operates a business in a large number of different jurisdictions, each with its own particular rules, the task of complying with all of the different systems may be unreasonably burdensome.
III.  US State and Local Sales and Use Tax. 
A.	Background and Context.
All but four of states in the US levy a sales and use tax on sales of goods and (to a lesser extent) services for consumption within the state. At the end of 1998, all of the states except Alaska, Delaware, New Hampshire and Oregon had a statewide sales and use tax.  Thirty-four of the states permit local governments to levy additional sales and use taxes. According to the Final Report of the National Tax Association’s Communications and Electronic Commerce Tax Report (the “NTA Report”), there are “about 7600 jurisdictions across the country that have chosen to impose a local sales tax”.    

In theory, the burden of the sales and use tax is passed on to the consumer.  In practice, whether it is will depend on the particular good or service that is sold.  If demand is highly inelastic or if the reach of the tax is sufficiently broad to apply to the consumer’s alternative choices, it will be passed on.  On the other hand, where the consumer can purchase the same good or service through other means that avoid the tax, then the seller who is subject to the tax will almost certainly have to absorb the cost.  The assumption that the tax will or should be passed on to the consumer, however, is critical to understanding the jurisdictional issues that arise from sales into a state from a remote source and, in particular, to understanding why they may differ from those that arise in assessing the ability of a state or locality to impose an income tax on a geographically remote business. 

The threshold issues in deciding whether a particular seller of goods or services is subject to sales tax in State A are, first, does State A have the authority to require the seller to pay the tax, Note that even if the seller is not required to pay the tax, the transaction may still be, at least in theory, taxable.   If the product purchased is consumed in the state levying the tax, the consumer may be required to pay a use tax on the value or cost of that product.   Most states and localities make no effort to enforce their use tax laws on consumer purchases of this type.    and (2) is the sale one that is subject to tax under the particular regime.  This paper focuses primarily on how electronic commerce affects the first issue, but it must be recognized that some of the changes in the marketplace can have profound effects on the latter question as well.  For example, in areas like the sale of information or music, electronic commerce has blurred the line between goods and services.  The delivery of digitized information or music over the Internet is generally categorized as a service rather than a good, while the delivery of that same information or music in a book, magazine or CD will be treated as the sale of a good.  Most state sales and use taxes are levied broadly on goods, that is, the sale of a good is taxable unless the law specifically excepts it from the tax.  Services, on the other hand, are generally not taxable in most states, except where specifically enumerated in the statute.  The implications of this development, and many like it, are significant to the future of these tax regimes but will not be dealt with at any length here.

B.	The current state of the law.   
1.	Constitutional requirements.  In the United States, the principal limitations on the states' ability to tax derive from the Commerce Clause and Due Process Clause of the Federal Constitution. Over the past several decades, a substantial body of law has developed defining the constitutional limits on a state's ability to tax remote vendors, principally in the mail order context, and the case law in that area is described below.
	In the current political debate over taxing the internet, the distinction between Commerce Clause limitations and due process limitations is important in that Congress has the power to overrule the first, but not the second.
	The United States Supreme Court articulated an overall approach to analyzing whether a state tax system that affects interstate commerce runs afoul of the Commerce Clause in 1977 in the Complete Auto case.  Under the Commerce Clause, a state tax on interstate commerce must meet four criteria in order to be upheld as valid:
(1)	the tax must be applied to an activity that has substantial nexus with the state;
(2)	the tax must be fairly apportioned to activities carried on by the taxpayer in the state;
(3)	the tax must not discriminate against interstate commerce; and
(4)	the tax must be fairly related to services provided by the state. Complete Auto Transit v. Brady, 430 U.S. 274 (1977).
	As the law has developed in the Commerce Clause area, the core issue has been what constitutes “substantial nexus” for purposes of the first criterion in Complete Auto.  In sales tax, physical presence is required for nexus.
(1)	In National Bellas Hess, 386 U.S. 753 (1967). the U.S. Supreme Court held that a vendor must have physical presence in the taxing state in order for the state to be able to require vendors to collect sales tax.
(2)	In Quill v. North Dakota, 504 U.S. 298 (1992). the U.S. Supreme Court ruled that physical presence is not required for Due Process Clause "minimum contacts" analysis, but retained the Bellas Hess bright-line rule requiring physical presence for Commerce Clause purposes based on the value of certainty and stare decisis in fostering business investment.  The Quill court implicitly questioned whether the physical presence test is in fact the right test, and explicitly invited Congress to overrule its holding if it deemed it desirable.
	The recent trend in lower courts has been erosion of the physical presence requirement.
(1)	The highest courts of New York and Illinois have found, also in a sales tax context, that physical presence itself need not be substantial, but "demonstrably more than a 'slightest presence'," to meet the requirements of the Commerce Clause.  Factually, this requirement can be satisfied by the presence in the taxing state of a vendor's property or by the conduct of economic activities by personnel or on its behalf. In the Matter of Orvis Co., 86 N.Y.2d 165 (1995), and Brown’s Furniture Inc. v. Wagner, 171 Ill.2d 410 (1996).
(2)	A decision in the income tax context, Geoffrey v. S. Carolina Tax Commission, 313 S.C. 15 (1993). may have implications for the physical presence requirement in sales tax jurisprudence.  In Geoffrey, the Supreme Court of South Carolina ruled that substantial nexus does not require a tangible, physical presence, use of a taxpayer's intangible property (trademarks and trade names) within the state pursuant to a license was sufficient.  The Geoffrey court gave little attention to Quill, simply noting that the Quill ruling does not apply to taxes other than sales and use taxes.  
	Under the Due Process Clause, the requisite standard for an assertion of personal jurisdiction is "minimum contacts".
(1)	Physical presence is not required; mere purposeful activity directed toward a state is sufficient to constitute "minimum contacts". Quill, 504 U.S. 298 at 308.
(2)	The requirements under the Due Process Clause may take on added significance as the new outer limit on the jurisdiction to tax if Congress acts to lower the standard to establish nexus for Commerce Clause purposes (it would also serve as a limit on how much Congress could lower the bar for jurisdiction). 
(3)	The rationale for different standards under the Due Process and Commerce Clauses is that different purposes underlie each Clause.  The main concept of due process is “fair notice", while in Commerce Clause theory, the main concern is "burdens on interstate commerce."
C.	Changes caused by e-commerce and the resulting policy concerns.  
1.	Erosion of tax base.  Growth in internet sales, and the potential for continued growth, is causing concern among states and localities that rely significantly on sales tax revenue that their tax bases will erode.   
	Under current law, as discussed above, a state cannot require an out-of state seller to collect sales tax on sales into the state if the seller does not have a substantial nexus with the state, and some level of physical presence in the state is a prerequisite for such substantial nexus.  Under the cases dealing with mail order sales, the mailing of catalogs and delivery of goods by common carrier into a state has been clearly found not to constitute a physical presence within the meaning of Bellas Hess and Quill.  It is clear, therefore, that an internet vendor whose contacts with in-state buyers are limited to electronic communications and delivery by common carrier or electronic means cannot be compelled to collect sales tax on sales into that state.
	If there is a shift by in-state consumers away from sellers who do collect the tax to those who do not, the sales tax base will be reduced.   This is not a new problem.  A similar concern on the part of the states with respect to mail order sales is responsible for the substantial case law, discussed above, on the limits of the ability of states to collect sales tax on those sales.  But the concern is much greater today, given the increasing popularity, ease of use, and low barriers to entry of internet businesses.
	The shift by consumers away from in-state sellers is likely to be exacerbated by the price advantage inherent in the tax-free sale.  Although in most states the buyer in such  transactions is required to pay a self-assessed use tax equivalent to the unpaid sales tax, which would in theory eliminate the price advantage of the remote seller, in practice the use tax is almost universally ignored by consumers.  State and local tax authorities devote essentially no resources its enforcement. On the other hand, businesses that are registered as collectors of sales tax show a much higher rate of compliance with the use tax rules, and some compliance efforts take place in this area as well. 
	There is currently some dispute as to what the actual effect on the tax base will be.  Although internet sales in the United States are projected to grow from $51 billion in 1998 to $551 billion in 2001,See Boyle, et al, “The Emerging International Tax Environment for Electronic Commerce,” Tax Management International Journal, 1999. there is no way of knowing how much of this volume will actually be business that goes untaxed.  A study by Ernst & Young, entitled “The Sky is Not Falling,” by Robert J. Cline and Thomas S. Neubig concluded  that electronic commerce had very little actual impact on state and local sales tax revenues in 1998.   Many business that will sell products on the internet will have operations in many states and will in fact collect the tax. 
2.	Administrative and financial burden on internet business.   Because an internet business, no matter how small, automatically and instantly has global reach, the potential for being subject to sales tax registration and collection in as many as 7600 different taxing jurisdictions in the United States (not to mention other countries) is daunting.  Although the Quill doctrine obviously provides something of a shield, it is also burdensome to try to keep track of those jurisdictions in which your business does have an occasional or ongoing physical presence.
¨	Furthermore, the Quill standard does not provide clear guidance in many cases.  For example, concern has been raised that if an out-of-state business uses an Internet Service Provider (ISP) that  has physical presence in the state, the state will use that presence as a basis for tax jurisdiction.  As a further example, California law provides that an out-of-state retailer that solicits orders over an electronic medium and uses a toll-free operator located in the state to accept orders is engaged in business in the state and, therefore, liable for the collection of California sales tax.
3.	Unfair competition for in-state business.  In-state retailers are forced to operate at a competitive disadvantage:they must collect sales tax but their remote internet competitors need not.
¨	This is a concern, not only of the specific businesses affected but also of the revenue authorities, because it could lead to a shrinking of the state’s economic base (and hence the tax base as well) if there is a general migration of business to “tax-friendlier” places.
4.	Blurring of distinctions.  The advent of digital goods may render the distinctions between traditionally distinct tax categories less useful.   
¨	For example, while music CDs are treated as goods, digital delivery of music might be treated as a service.  Is the difference between the products meaningful enough to warrant different tax treatment?  The categories of products that may be offered in both tangible and intangible forms also include books, videos, and other sizable industries.  
¨	Another example is the emerging array of different methods of providing two-way telecommunications service.  Some of these forms may be taxed differently from traditional telephones, which are subject to special telecommunications taxes.
5.	Economic Distortion.  A number of the changes wrought by the internet will have a tendency to undermine the economic neutrality of the sales and use tax system.  A purchaser’s ability to avoid or reduce the sales tax distorts the choice between:
¨	purchasing through e-commerce or more traditional channels;
¨	purchasing from a remote rather than a local vendor; and
¨	purchasing a digitized product as opposed to a more traditional form.

6.	Compliance and Enforcement Issues.  These are discussed separately in section VII, below.
D.  Possible approaches to deal with e-commerce.
1. 	Leave things as they are.  Unless Congress acts, the Quill decision may mean that states simply cannot constitutionally obtain jurisdiction over remote internet vendors.
	The principal benefit of not making any significant changes in the current system is the stability and certainty of planning that arises generally from having a fairly well-defined body of law governing an area.  The Supreme Court gave great weight to this benefit in reaching its decision in Quill to affirm the physical presence standard of prior cases, despite its clear intimations that it might well not be the best approach if one were writing on clean slate.
	There is also a benefit of the status quo to internet businesses, in that any of the changes that have been considered will undoubtedly increase the likelihood that the sales they make will be subject to tax, whether collected by them or not.   Thus, they arguably retain some competitive edge through a sales tax driven price advantage.  However, unless a conscious policy decision is made to give internet business a deliberate tax-driven competitive advantage, this may be perceived as a systematic disadvantage.
	On the other hand, it is likely that the “stability” referred to above will be illusory.  The increased viability of electronic commerce will continue to put pressure on the system. Concerns about base erosion and unfair competition will not go away,  there will be continuing pressure to consider a change, and no decision to not make a change will be final.  Under those circumstances, the virtue of stability, that it creates a predictability of treatment that allows for rational long range planning, disappears.
2. 	Modification of the Quill rule.  Congress could recognize the special nature of Internet sales by reversing Quill and eliminating the requirement for physical presence to establish substantial nexus under the Commerce Clause.  The question would then be how to articulate and interpret the new standard.  The most obvious “fix” would be to preserve the overall Complete Auto  analysis described above, but to declare that the substantial nexus prong of that analysis will be satisfied if the Due Process Clause is satisfied, i.e., that for purposes of requiring a remote vendor to collect sales tax on a sale into a state, there is substantial nexus if the vendor purposefully directed its activity toward that state.
¨	That approach, although appealing in its simplicity, has significant problems:
¨	From the state’s point of view, this would give them the right to require a much larger category of remote sellers to collect their sales tax, but in the absence of other tools, it gives them no practical way to actually enforce that right.
¨	From the internet vendor’s point of view, this is a nightmare. He now, arguably, has an obligation to collect sales tax from almost any purchaser, but has to determine how much to collect and whom to send it to among thousands of different taxing authorities.
¨	The in-state vendor will look at this new setup and assume that many of his out-of-state competitors will still not be collecting the tax and that his local tax authority will be unable to force them to. 
3. 	Increased collaboration and cooperation among the affected parties to articulate a new approach.  It is clear that, in reality, any effort to give the state and local tax authorities the power to require more remote sellers to join their tax system must be coupled with  efforts to significantly simplify the process and lighten the compliance burden on those sellers.  This will require the cooperation of Congress, the state and local tax authorities and industry groups representing the various business interests involved, electronic and otherwise.  A number of groups have made or are making a serious effort to do this.  These include:
¨	The Advisory Committee on Taxation of the Internet, established by Congress in the Internet Tax Freedom Act of 1998, in large part in response to concerns that over-zealous taxation of internet-related businesses would have discouraged the emergence of an increasingly vital and important part of our economy.  At the time of this writing, the group is still in the early stages of its deliberations.
¨	The National Tax Association’s Communication and Electronic Commerce Tax Project.  This group has recently produced its final report which contains a number of important suggestions that are discussed below, but ultimately was not able to reach agreement on a recommended course of action.
¨	The National Conference of State Legislature Electronic Commerce Task Force.  The Conference  has proposed a cooperative effort by states to require remote sellers to collect and remit sales and use taxes to a purchaser's state, with a multi-state registration system to reduce administrative burdens on remote seller.  
4. 	Combine an expanded duty to collect sales tax with other simplification measures.  As noted above, a number of groups who have been working on the problems in this area believe that a multifaceted cooperative approach is necessary. Many of the ideas described below were considered at length by the NTA Project described above.   
	Expanded duty to collect  There appears to be a general consensus that it is necessary to give the states the ability to require a broader group of remote sellers to participate in the collection and/or enforcement of the existing system of sales and use taxes if we are to deal effectively with the issues of base erosion and discrimination.  Those who unconditionally oppose doing this appear to base their opposition  either on a view that electronic commerce is important and fragile and needs a tax-favored status to survive and thrive, or on a general view that taxation is not a good thing and should never be encouraged or expanded in any way.  However, some business leaders and commentators are wary that an agreement to expand the duty to collect sales taxes could be seized upon by states eager to see  nexus requirements also lowered in other tax areas such as income tax. See Caldwell, Federalism:  Should Congress Take a More Active Role in Restraining the States from Interfering in Interstate Commerce?,  Commerce Net Newsletter, Vol. 1, No. 6, June 1999.
	One state, one rate There has been general agreement that one precondition of an expanded duty to collect should be a simplification of the dizzying complexity of the current system, in which more than 7500 different local jurisdictions levying a sales tax with a variety of rates and a variety of rules for what is taxable and what is not.  The leading suggestion in this regard is to condition a broader reach for a particular state on that state having a single rate of tax apply in all jurisdictions, either generally or with respect to remote sellers. It should be noted that in the NTA discussions state officials were willing to consider "one tax rate per state" proposals but only where they would be part of an overall arrangement that would include an expanded duty to collect on the part of vendors.  Such an approach would be a great simplification but would obviously present a variety of difficulties, political and economic, for those many local governmental units that rely on their own sales and use tax revenue.  If the one rate only applies to internet sales, there will be a variety of new complexities dealing with the various boundary issues of having two slightly different systems operating in parallel.
	Free calculation software As an alternative to having only one tax rate per state, some business leaders have suggested that compliance could be improved if e-businesses were supplied with free software that automatically calculates sales tax, perhaps based on zip codes.Vendors who used approved software would not be liable for any calculation mistakes that occur.
	Uniform registration procedures Having uniform registration procedures would allow vendors to register in multiple states in a single registration process, thus easing the administrative burdens of researching and meeting the disparate requirements of many jurisdictions.
	Conformity in classification  At present, there is a great disparity from jurisdiction to jurisdiction as to which goods and services are in the tax base and which are not.  In fact, there is not now in use  an agreed upon system of categorizing goods and services that could facilitate a process of coordination.  The NTA project “considered the United Nations Centralized Product Classification Scheme to be the most likely starting point for developing uniform tax base definitions.” See the NTA final report at page 13.
	Collection duty based on sales volume An expanded duty to collect could be imposed only on larger businesses, which presumably would have the resources and the capacity to take on the administrative burden of compliance.  This could be done by pegging the obligation to participate in a coordinated collection system on having sales over a certain threshold, either on a global, national, or perhaps even statewide basis.   
5. 	Involving financial intermediaries in collection and reporting in online and mail order transactions.  One of the significant, but frequently overlooked, side effects of the rise of remote selling has been the increasingly important role played by financial intermediaries.  It is clearly worth considering whether these institutions can be cajoled or drafted into a more prominent role in the debate over taxation.   There are advantages to involving these intermediaries into the debate.
¨	Over the long run, at least, one can expect that most of the financial intermediation on the internet will be in the hands of institutions that are of sufficient size and sophistication to handle the complexities of offering credit/debit services in what must be the most complex marketplace in history.  Administering a system for the collection of sales tax could fit fairly naturally into their systems. 
¨	Reliability, respectability and creditworthiness will be a sine qua non for any successful  participant in financial intermediation on the internet.  Thus, a system in which they played a leading role would be more stable and predictable, with much lower compliance costs for the tax authorities.
¨	Financial intermediaries need to know their customers and, therefore, are much more likely than other participants in electronic commerce to possess or to be able to obtain with relatively little trouble the necessary data with respect to which jurisdiction’s tax is to be applicable to a particular transaction.   
¨	There is likely to be sufficient nexus between such institutions and the states whose tax they assist in collecting; an institution that extends credit to residents of a state will undoubtedly use the resources, including the courts, of that state as part of its own collection and dispute resolution processes.
However, there are also disadvantages. 
¨	Although the financial intermediary may be in a better position than the vendor to know the place of consumption or purchase data that is relevant to collecting the tax on a particular transaction, they are in an inferior position with respect to knowing what taxable category the product being sold falls into.  They would have to be in a position to rely on data given them by either the buyer or seller in determining whether a particular sale is entitled to exemption or a lower rate of tax in the relevant jurisdiction.
¨	Putting the financial intermediary in the position of tax collector in a credit extension context increases their credit risk with respect to the taxes collected.  Compensating them for that risk will be another cost of such a system.
¨	Financial intermediaries will resist taking on a role that casts them as an agent of the taxman.    
¨	Although the intermediaries are in a better position than others to have the necessary residence information to operate the system, they will be dependent on their customers to give them that information.  Working out a system that works well from a compliance point of view while not giving the intermediary an overly burdensome duty of inquiry into the bona fides of the information provided them will be complex and delicate task.
6. 	Refocus compliance efforts on the use tax.  Every state that has a sales tax also has a companion use tax. As matter of economic theory, the use tax is actually the fundamental tax – a consumption tax on purchase paid by the presumptive consumer of the item purchased, and the sales tax is, in effect, a collection mechanism for that tax.  As a matter of history, it evolved the other way.  The modern sales tax was introduced in the 1930s as a tax on retail sales to be paid by the vendor, without any corresponding tax obligation on the buyer.  Once the US Supreme Court started limiting the states’ ability to impose a sales tax on interstate commerce, the use tax was introduced as a relatively successful device for dealing with that issue.  By the end of World War II, the use tax was an integral part of every new general sales tax act.  See Hellerstein and Hellerstein, State Taxation, Ch. 16, for a thorough discussion of use taxes.  Currently, little or no effort is made by any state or locality to enforce use tax obligations against resident consumers except in the context of certain large purchases like cars, boats and airplanes. See Hellerstein and Hellerstein, p. 16-4:  “The only feasible method of collecting a sales or use tax is through the seller, except with respect to a few articles, such as automobiles, boats, and airplanes, that must be licensed when stationed in a state.”  It may be worth considering whether the rise of new technology makes it possible to put some teeth into a self-assessment use tax regime for at least some class of consumer purchasers.
¨	For example, in the context of the discussion of financial intermediaries in the prior section, if it is impracticable for the intermediaries to play an actual collection role with respect to internet sales where they provide the credit or payment mechanism, they might nevertheless be drawn into an information reporting mode, similar to the one they play with respect to interest and dividend reporting in the federal income tax arena, that would provide the compliance backbone of a self-assessment system of use tax.
7.	Alternative taxes.  Fears that electronic commerce will lead to base erosion and therefore loss of revenue have led some commentators to suggest that the lost revenue could be made up by levying some other type of tax that is borne in some way or other by electronic commerce.  These suggestion have been highly unpopular in the industry and have engendered a political response that is in some measure responsible for the passage of the Internet Tax Freedom Act by Congress in the 1998 and similar measures by some state legislatures. See, for example, the California Internet Tax Freedom Act, which became effective for three years starting on January 1, 1999 and which forbids any city or county within the state from imposing discriminatory taxes on internet access, online computer services or the use thereof.  The legislation singles out the bit tax and bandwidth tax as being specifically forbidden.   The proposals have included:
	a "bit tax''—generally, a tax on electronic commerce expressly based on or measured by the volume of digital information transmitted electronically, or the volume of digital information per unit of time transmitted electronically.   
	a “bandwidth tax” – a tax on electronic commerce based on or measured by the physical capacity of an electronic system  to transmit information.
These proposals, at best, provide a “rough justice” solution to the base erosion issues and risk aggravating the neutrality and fairness problems of the current system.  Thus, given their extreme unpopularity, it is undoubtedly a waste of time to spend any significant effort developing them further on a conceptual basis.
IV. 	Value Added Taxes.
A.	Background and Context.
Of the 29 OECD countries, 27 currently use a value-added tax (VAT) or its equivalent, the GST.   One of the other two, Australia, has enacted a GST that will come into effect from July 1, 2000, leaving the United States as the sole exception.  VAT is similar to sales tax in the US (see Part III above) in the sense that it is usually collected on the gross amount of sales, at the point of sale.  However, this is where the similarity ends.  VAT is collected throughout the chain of supply of goods and servicess and the tax sticks with the final consumer, whether this is a private individual or a taxable person.  Thus, VAT is charged by the supplier of raw materials to the manufacturer, by the manufacturer to the distributor, by the distributor to the retailer and, finally, by the retailer to the customer.  It follows that business-to-business transactions are generally subject to VAT.   

Because the use of electronic commerce in the business-to-business context has grown quite rapidly in recent years (much more than in the business-to-consumer context), there has been great concern about e-commerce in jurisdictions that rely heavily on a VAT as a source of revenue.  In the pre-e-commerce environment, a vendor based in a non-VAT country such as the United States who supplied goods to a VAT country would not ordinarily be liable for the VAT.

	B.	The current state of the law

The following description of the VAT is generic in nature and intended for those readers, particularly in the United States, who are generally unfamiliar with how a VAT works.  It does not pretend to describe the VAT system of any particular jurisdiction or to get into many of the nuances that may distinguish one system from another.  Some useful texts on the subject include, inter alia, International Bureau of Fiscal Documentation, Value Added Taxation in Europe; Kluwer Law International, A Guide to VAT in the EU: 1998-1999 Update (1999); N. Brooks, The Canadian Goods and Services Tax: History, Policy and Politics, (1992), Lawrence S. Seidman, The USA Tax:  A Progressive Consumption Tax (1997); Ben J.M. Terra, Julie Kajis, Introduction to Value Added Tax in the EC after 1992 (1995); BJM Terra, The Place of Supply in European VAT (1998); Adrian Ogley, Principles of VAT - A European Perspective (1998); Alan A. Tait, The Value Added Tax:  International Practice and Problems (1988); A.Q. Yoingco & M.M. Guevara, The VAT Experience in Asia (1988); G. Spenke, Taxation in the Netherlands (1995); Sijbren Cnossen, Value - Added Taxes in Central and Eastern European Countries;  A Comparative Survey and Evaluation (1998); Ernst, VAT & Sales Taxes Worldwide:  A Guide to Practice and Procedures in 61 Countries (1996); CCH, Canadian Good & Services Tax Reporter, Price Waterhouse, Guide to VAT in Europe, Alastair McKenzie, GST, A Practical Guide and Godfrey Golzen, Introducing VAT:  The Simplified Guide to Value Added Tax.

1.	Credit invoice method.  VAT is ordinarily calculated using the “credit invoice method.”  This method essentially provides that persons subject to the tax (generally businesses operating within the jurisdiction) are required to register with the tax authorities.  VAT paid by any registered taxpayer on “inputs” (broadly meaning goods or services purchased) may be offset against VAT charged on “outputs” (broadly meaning goods or services sold).  The difference between input and output VAT is either payable to or refundable by the government concerned. 
2.	“Place of supply” rule generally.  The decision of whether and to which jurisdiction a VAT is payable on a particular sale of goods is usually governed by where the “place of supply” is located (as that concept is defined by the system).  Typically, if the place of supply is a country that imposes a VAT, then the vendor is subject to that country’s VAT on the sale.  If the place of supply is outside a VAT country, then the vendor is not subject to tax.  
a. 	Place of supply rule for “goods.”  The place of supply of goods is generally the physical location of the goods when allocated to a customer’s order.  If goods are to be transported, the place of supply is the location of the goods when the transport begins.

¨	Imported goods.  Generally, the importation of goods into a VAT country is a taxable event. Since the completion of the single European market on  January 1, 1993, the concept of importation of goods in the European Union (“EU”) has only concerned goods coming from outside the EU. VAT is generally chargeable on importation (normally requiring actual payment but usually deductible as input VAT to an ordinary VAT registered trader) [Articles 8(2) and 17(2)(b) of the Sixth EU VAT Directive, as amended].  VAT is also chargeable on an intra-community “acquisition” of goods (which broadly means the purchase of goods by a business from a trader in another Member State), with such VAT usually being a deductible item in the VAT return of a registered trader [Articles 28A(1)(a) and (3) and 17(2)(d)].  The country of supply is the Member State of import for sales by someone who acts as an importer of goods into the EU [ Article 8(2)].  For example, an inbound sale of non-EU goods shipped from, say, the US which is supplied through an offshore company to a customer in an EU Member State, such as Sweden,  does not require the offshore company to have an EU VAT registration unless it acts as importer by paying the import VAT (i.e., instead of having its customer do so).  Then the offshore company registers for VAT in the Member State of import and recovers the import VAT by claiming set-off against the VAT it has to charge its customer there on the sale.  Although the end customer could act as an importer and pay the import VAT, so that no local place of supply in the customer’s Member State attaches to the sale by the offshore company, this would mean that the customer pays import duty on his/her purchase price from the offshore intermediary company rather than he/she only being charged on the US manufacturer’s selling price.
	 VAT liability on importation arises irrespective of the status of the importer (i.e., whether the importer is a private individual or a business) or of the nature of the transaction.  The person submitting the goods for customs clearance is the person who incurs the tax liability, and the amount of VAT is determined and collected by the relevant customs office.  However, if the goods are imported by a VAT-registered person, the VAT paid to the customs office is creditable by that person when reporting VAT. There is often a small range of goods that are not subject to VAT on importation (for example, some goods under a certain value or certain specified foodstuffs).  
Furthermore, at least in some jurisdictions, nonresidents who are not VAT-registrants and who import goods into these jurisdictions for delivery to customers in these countries and who pay VAT at the time of importation may transfer the entitlement to claim corresponding input tax credit to their customers in the relevant country.
¨	Example:  Place of supply rule for “goods”.  A US-based corporation (“USCo”) is a “virtual” company (meaning it has no retail space, no inventory etc).  USCo sells computer equipment worldwide including to customers in country X, which has a VAT that fits the general description above.  Some of those customers are VAT registrants and some are not.  All communications with those customers are made exclusively via the internet.  Any equipment acquired by its customers is shipped directly to its customers by common carriers from unrelated manufacturers and distributors in the United States.   In this case, USCo will not be required to register in country X and will have no liability to country X for VAT.  However, USCo’s customers in country X will have a VAT liability unless some other exception applies. Under the place of supply rules for goods, a vendor of goods is not subject to VAT in respect of goods sold if the place of supply is outside the country imposing VAT.  Because in the example the equipment is shipped directly to customers in the UK from the US, the place of supply is the US, where USCo allocates the goods to its customers’ accounts and where shipment of the goods begins.
Now, however, assume that a large number of USCo’s equipment sales are satisfied by delivering from unrelated manufacturers or distributors located in country X (referred to as a “drop shipment”).  Then, under the place of supply rules for goods, USCo will be required to register as VAT taxpayer in country X and will  be required to collect VAT on the sales, file a VAT return, and remit the VAT to country X.  USCo will get an input credit for VAT paid by its country X suppliers and be liable for a net tax equal to the difference between the VAT paid by it on the purchase of the products and the VAT it charged to its customers.

b. 	Place of supply rule for “services”.  Many services are exempt from VAT, and the rules vary from country to country.  The following rules generally apply when or to the extent the type of service listed is taxable.

¨	General rule.  The place of supply for services is generally the place where the vendor is located, which will ordinarily be where the supplier’s business establishment or other fixed establishment (it may include an office, showroom, factory, etc.) is situated.  If there is no fixed place of business and the business is run by a corporation, this will be the jurisdiction where the corporation is legally constituted.  For an individual without a fixed place of business, the place of supply will be the individual’s usual place of residence.  

¨	Exceptions.   There are many exceptions to the general rule.   They generally include the following: 
(1) 	services related to land are deemed to be supplied where the land is located;
(2) 	certain services that are in the nature of “performance” (e.g., cultural, entertainment and artistic services) are supplied where they are performed;
(3) 	transport services are generally taxed where they take place; and
(4) 	intangible or intellectual services (such as transfers and assignments of copyrights, patents, licenses, trademarks and similar rights, advertising services, services of consultants, engineers, lawyers, accountants and other similar services, data services and the provision of information, banking, financial and insurance services and telecommunication services)  are taxed where the purchaser is located or consumes the services. 
Suppliers of the services in categories (1), (2) and (3) will ordinarily register for and pay  VAT before performing the relevant services.  Suppliers of services in category (4) who belong in the relevant VAT country will also usually invoice and pay VAT on the services performed.  However, where suppliers of services in category (4) are outside  the VAT country concerned, customers may have to self-assess the tax under the “reverse charge” procedure described below.
¨	Reverse charge procedure.  Business customers who receive services in category (4) from suppliers outside the country are required to account for VAT under the reverse charge (or self-assessment) procedure, i.e., to declare the transaction and pay the tax voluntarily.  However, recipients of service in category (4) who are private individuals are generally not required to self-assess the tax, and the place of supply reverts back to the supplier.   
¨	The “use and enjoyment” rules.  Some countries with a VAT have a rule that where services are provided to non-registrants within the country by a person outside the country, the normal source of supply rule for services will be reversed and the services will be deemed to be supplied within the country.  The consequence of this rule for the foreign service provider is that it they will be required to register as a VAT business if its business in that country otherwise meets whatever threshold requirements there are for registering. Under Article 9.3.b of the Sixth EU VAT directive, any Member State may, but is not required to, adopt this “use and enjoyment” rule with respect to service vendors located outside the European Community.   France, Sweden, Italy, and the Netherlands have all adopted some form of this rule.
¨	Example - place of supply rule for “services”.  Assume now that the USCo, of our prior example, sells computer support services provided by personnel located in the United States and that these services are taxable in country X and fall under category (4) above.  Then USCo’s business customers in country X will be required to self-assess an input VAT on the purchase of those services under the reverse charge rule described above.   USCo’s individual customers will be, on the other hand, not be subject to tax on the transaction.   If country X has a “use and enjoyment” rule as discussed in the prior paragraph, then USCo might be required to register as a VAT taxpayer in country X, if the amount of business that it does with unregistered country X consumers is large enough to meet whatever country X’s business threshold is.
c. 	Treatment of telecommunication services.  In the context of e-commerce, the current treatment of telecommunication services is of particular relevance.  Historically, telecommunications services have been taxed under the general source of supply rule for services discussed above.  The EU changed that rule in 1997 in response to the increasing ease with which telecommunication services are being provided to residents of the EU from outside the EU.  Under the new rules, telecommunication services provided by non-internet suppliers are charged at the place of consumption.  Businesses are required to self-assess for such services if received from a remote supplier, but a foreign supplier of such services to private individuals generally is required to be a VAT registrant in the EU countries where such consumption takes place.
¨	Example: A US-based telecommunications provider that has customers who are businesses and private individuals throughout the EU will be required to register for VAT in each of the EU countries where it has customers who are private individuals and pay the VAT based on charges to those customers accordingly.  The business customers will be required to self-assess the VAT. 

d.   Zero rating and exemption.  One very important distinction in any credit-invoice system of VAT is that between a sale being exempt from tax and being “zero-rated”.  If a sale is exempt, it in effect avoids the tax by being outside the system, while zero-rating keeps the sale within the system with a zero rate of tax.  In either case, the immediate sale gives rise to no VAT liability, but unlike exemption, zero-rating permits the vendor to claim a refund of any taxes paid on its inputs.  Thus, an exempt seller bears the cost of the VAT on its inputs, while a zero-rated one does not.

¨	The main categories of zero-rated sales are exports, sales made outside  the country, sales to nonresidents of goods for use outside the relevant VAT country  (such as those made in duty-free airport shops), and certain categories such as basic groceries and prescription drugs.

¨	Many service businesses, on the other hand, are exempt from the VAT.  These include banking, insurance and some other financial services, as well as medical and many educational services.  The inability of such businesses to obtain a refund of input tax, or to pass the right to such a refund on to their business customers, can result in what is called a cascading of the tax, that is, an effective tax rate on final sales that exceeds the nominal rate of the tax.
C. 	Changes caused by e-commerce and the resulting policy concerns.

1. 	Increase in remote sales may decrease tax revenue and increase the difficulty of administration.  It is anticipated that the growth of electronic sales will see an increase in the incidence of supply transactions between unregistered foreign businesses and consumers within  a particular VAT jurisdiction.  This is the VAT analog of the base erosion concern discussed in section III.C.1 of the paper.

¨	Most VAT regimes have a mechanism for assessing VAT on the consumer when goods are imported from outside the jurisdiction and the seller is not a VAT registrant, but these mechanisms are cumbersome at best.  They rely on the customs system to intercept the goods at the point of importation and will, therefore, be extremely difficult to apply to the delivery of supplies in digitized form. 

¨	Furthermore, these import mechanisms generally do not apply to services.  Thus, to the extent that residents of a particular VAT jurisdiction take advantage of the opportunity afforded by the internet to substitute the consumption of services and other digitized products delivered electronically from an unregistered vendor outside the jurisdiction for goods or services that in the past would have been acquired from a registered vendor, tax revenue will be lost.   

¨	Efforts to extend the reach of the system to collect the tax from either the vendor or the consumer in these circumstances are likely to be difficult to implement effectively.

2. 	Impact on taxation of cross-border trade resulting from the blurring of distinctions between goods and services and among various types of services.   Most of the current VAT rules were developed at a time when the ability to digitize and deliver many types of goods and services cross-border was limited.   In order to have an effective international system of VAT in the context of cross-border trade, those rules must be capable of answering three questions with respect a particular cross-border supply transaction:
(i) 	   is the transaction subject to tax?;
(ii) 	   who is required to pay the tax?; and
(iii) 	  to whom should the tax be paid?

These questions will frequently be answered quite differently depending on whether the supply at issue is classified as a good or a service and, if as a service, which category of service it falls into.   
¨	Example:   Consider the example discussed in the previous section on the source of supply rules.   Suppose USCo sells computers, computer services and computer software.   As a general rule, if the software is delivered to the customer installed on a computer or recorded on a physical medium like a CD-ROM, it will be treated as a sale of goods for VAT purposes.  On the other hand, if it is delivered over the internet directly to the customer’s computer in digitized form, it may be treated as a service, in which case the VAT treatment may be quite different.
3.	Risks of double or unintentional nontaxation.  The OECD and others have expressed concern that, because of the increase in cross-border transactions generally and the blurring of tax categories that arises from the types of new products that electronic commerce has spawned, the effects of discontinuities and differences between the tax systems of different countries will be exacerbated.  Clever taxpayers may be able to structure the form of their transactions in such a way as to avoid tax altogether and unwitting taxpayers may find that they must pay the same tax to more than one jurisdiction. 
4.	Unfair competition for domestic suppliers.  This is fundamentally the same concern that was discussed in section III above but may be even greater here in light of the much higher rate of tax.  Where consumers in a VAT country are able to acquire goods or services from a foreign supplier without paying VAT, the domestic competitors of that foreign vendor will be at a significant competitive disadvantage.
5.	Compliance and Enforcement Issues.  These are discussed separately in section VII, below.
D. 	Possible approaches to deal with e-commerce.
1. 	The OECD approach.  The Committee on Fiscal Affairs of the OECD (the “CFA”) has directed a great deal of attention to the interaction of electronic commerce and taxation.  In October, 1998, it released a discussion paper setting forth a number of “Implementation Options”, some of which attempt to deal with a variety of issues that it has identified with respect to VAT. These include:
a. 	Taxation at the place of consumption.  The existing source of supply rules should be made uniform in all jurisdiction based on the principle that, in any cross-border supply transaction, the jurisdiction where the supply is consumed is the jurisdiction to which the tax should be paid.
¨	This is viewed as a necessary step to avoid the problem of double taxation or unintentional nontaxation discussed in the prior section.
¨	The theory of the approach is, of course, quite consistent with the notion that the VAT is a consumption tax, to be borne economically by the final consumer of the supply.
¨	Adoption of this principle will give rise to the need to reach consensus among all of the revenue authorities as to where consumption is deemed to take place in a variety of complex situations.
b. 	Digitized products are services.  In order to ensure certainty and consistency of treatment, the CFA suggests that in all circumstances the supply of a product in digitized form should be taxed as a supply of services, rather than as a supply of goods.
¨	This is consistent with past practice generally to consider goods to be limited to tangible property.
¨	Elsewhere in its report, the CFA reaffirms its support for the five fundamental principles of tax policy:  (i) neutrality, (ii) efficiency, (iii) certainty and simplicity, (iv) effectiveness and fairness, and (v) flexibility.  This particular recommendation is an example of a very clear decision that neutrality must give way to certainty and simplicity.  
c. 	Increased use of self-assessment and reverse charge mechanisms.  The CFA encourages VAT authorities to consider increasing the use of self-assessment mechanisms for businesses that purchase supplies from unregistered foreign suppliers.
¨	Self-assessment is a deviation from the credit-invoice system, since the payment of input VAT is not based on an invoice and there is, therefore, no paper trail to support the purchaser’s claim for input VAT credits.

2. 	Involving financial intermediaries in collection and reporting in online and mail order transactions.   The German Ministry of Finance has suggested that banks, credit card companies or other financial intermediaries be used to collect VAT on consumer digital purchases from non-EU businesses. 
¨	The credit or payment aspects of such transactions are likely to involve a responsible financial intermediary with sufficient contacts, with the relevant jurisdiction could, and sufficient administrative capacity to taken on the collection burden.
¨	Assuming that role might require the intermediary to have transaction data, e.g., the nature of the item delivered, that it would not need to collect today.  However, to the extent this is part of a uniformization of the taxation of digital products, that problem could be minimized.
¨	This suggestion has been said to be too expensive to implement and potentially disruptive to cross-border trade.  It was also suggested that, by the time the proposals were put into place, unaccounted digital cash would be used to circumvent these collection procedures. See Grame Ross & James Selby "Beyond Ottawa:  How Should Indirect Tax Evolve to Meet the Challenge of E-Commerce?"  Tax Planning International - E-Commerce (October, 1998) at 21-24.
V. 	State and Local Income Taxes
A.	Background and Context.  
1. 	Direct versus indirect taxes.  Unlike indirect taxes such as the sales and use taxes and the VAT discussed above, the income taxes levied by state and local governments on businesses are direct taxes, of which the burden can be assumed to be shared by the various stakeholders of the business.  Thus, to the extent that jurisdictional issues are grounded in fairness, the inquiry as to whether a particular out-of-state business should be subject to income tax should be grounded in the issue of whether that business sufficiently avails itself of the services financed by those taxes.  That is a slightly different inquiry from the one in the sales tax area, where the question is merely whether a business that sells a product into the state should help collect a tax that is presumed to finances state services enjoyed by the purchaser of the product.
2. 	Apportionment versus source-based credit.  State and local income taxes  are discussed here as a separate category from national income taxes, i.e., those levied by the US federal government and its trading partners in the OECD and elsewhere, which are the subject of the next section.  The two systems are very much alike in most of their characteristics but differ in one fundamental aspect: their totally distinct approaches to coordinating taxation across jurisdictional lines.  In an ideal system (assuming that any system that has an income tax can be ideal) every item of income of a multi-jurisdictional business will be taxed once, but only once. 
	As discussed in section VI below, the tax systems and bilateral treaties developed by the United States and most of its trading partners impose a tax  based on both the source of the income and the residence of the taxpayer, but avoid double taxation by giving a credit against residence-based tax for income taxed on the basis of source by another country.  The states of the United States, however, generally use an apportionment system rather than a credit system to avoid double taxation.  Under the most common type of  apportionment system, the business taxpayer’s income is apportioned among the various states in which it is potentially taxable, based on a three-factor formula that computes an apportioned percentage for a particular state depending on the percentages of property, payroll and receipts properly attributable to that state.
B. 	Current State of the Law.    
	As with sales and use taxes, the principal constitutional limitations on the ability of a state to tax the income of an out-of-state business are to be found in the Commerce Clause and the Due Process Clause.
1. 	The Due Process Clause.  As discussed in part III of this paper above, the United States Supreme Court’s most recent definitive statement of how the Due Process Clause applies to state taxation of out-of-state businesses is in the Quill case.  In Quill, the Supreme Court noted that the standard applied in other, non-tax related, jurisdictional contexts for “minimum contacts” does not require physical presence in the state but rather merely that the person have had purposefully directed its activities at the state regardless of its actual presence within the state.  It found no reason to require a stronger standard for tax cases.
2. 	The Commerce Clause.  Twenty years ago, the Supreme Court laid out the basic framework for determining the validity of a state tax on interstate commerce by articulating four criteria that must be met:
(1) 	the tax must be applied to an activity that has substantial nexus with the state;
(2) 	the tax must be fairly apportioned to activities carried on by the taxpayer in the state;
(3) 	the tax must not discriminate against interstate commerce; and 
(4) 	the tax must be fairly related to services provided by the state. Complete Auto Transit v. Brady, 430 US 274 (1977).
In the case of foreign commerce, there are two additional criteria that must be met:
(5) 	the tax must not create a substantial risk of international multiple taxation; and
(6) 	the tax must not prevent the Federal government from speaking with one voice when regulating commercial relations with foreign governments. Japan Lines Ltd. v. County of Los Angeles, 441 US 434 (1979).
3.	Substantial Nexus.  As the law has evolved in the past two decades, the core issue has been what constitutes a “substantial nexus” for purposes of the first of the Complete Auto criteria.  Quill made it clear that at least in the sales tax area, some physical presence is required.  The New York Court of Appeals in Orvis, however, has told us, again in a sales tax context,  that the physical presence need not be “substantial” for it to meet the substantial nexus test.
It is not clear whether the physical presence test of Quill applies in the income tax area.   The opinion itself notes that the bright-line rule that it is affirming in this context grows out of case law (Bellas Hess) that has not necessarily been applied to other cases in the past.  The strongest statement in this direction has been made by the South Carolina Supreme Court in Geoffrey,Geoffrey, Inc. v. South Carolina Tax Commission, 313 SC15 (S.C. 1993). where it held that a Delaware corporation, with no physical presence in South Carolina, but which had licensed intangible assets to a related company within the state, could be subject to income tax there.  
C.	Impact of electronic commerce.  
1. 	Effect on the state.  The principal impact of electronic commerce in this area is to increase the amount of commerce between residents of a state and nonresident businesses with relatively little direct contact with that state.  This phenomenon should not lead, by itself, to the same type of base erosion that is of such concern to the tax authorities in the sales tax area.  In the sales tax area, the concern is that residents of the state, whose actual level of consumption and demand for state services will remain constant, will contribute fewer sales tax dollars to pay for those services because of an ability to avoid the tax by buying over the internet.   But in the income tax area, we can presume that a nonresident business with little contact with the state is making relatively small demands on the state for services.  It is then not a matter of great policy concern if the state cannot, or chooses not to, levy an income tax on that business. 
2. 	Effect on the e-business.  The principal concern of e-business raised by the current state of the law is the potential burden of having to file income tax returns and pay an apportioned tax in many different jurisdictions.  If physical presence is not required, there does not appear to be any bright-line rule to provide clarity in this area.  There has been a clear concern of some of the business representatives involved the preparation of the NTA Report that steps that might be taken to facilitate a longer reach by the state tax authorities for the collection of sales taxes will result in those states extending their income tax reach at the same time, using information gathered through the sales tax process.
D. 	Possible steps to be taken.
1. 	Do nothing other than show restraint.   It can be argued that in the income tax area, electronic commerce should not have a significant impact on the system from the state’s point of view, and that business concerns can be alleviated by having the states adopt, voluntarily, a policy of not being overly aggressive in asserting income nexus for electronic businesses with no significant nonelectronic contacts with the state.
2. 	Clarify the nexus issue.   Through model legislation or, alternatively, by act of Congress, some bright-line rule for income tax nexus could be adopted.  Criteria could include:
a. 	a threshold of sales by dollar amount or percentage of the company’s overall revenue or receipts;
b. 	the degree to which the business has purposefully directed its marketing efforts to residents of the state;
c. 	others.
VI. 	International Income Tax.  
A. 	Background and Context .   In the international arena, the most difficult issues with respect to income taxes tend to arise out of one fundamental fact:  the rules are defined, administered and enforced by a large number of independent sovereign states with no effective mechanism for resolving the differences that may arise.   To oversimplify somewhat, we can draw a contrast with the state and local income tax systems discussed in Section V, above, and say that although there are some analogs of the Due Process Clause in the international context, there are no real analogs of the Commerce Clause.  The former goes to fairness, which presumably plays some role in the jurisprudence of tax nexus in most countries. But the role of the  Commerce Clause - to assert that there is an overriding interest in the coordination of actions by the States to preserve the undue burdening of commerce that extends beyond the borders of any particular state – has no counterpart in the relationship among sovereign nations.   Thus, each nation is free to assert a tax on whomever it wishes with respect to a tax base that it is free to define in its own way, constrained only by the political demands of its residents and a general desire to avoid economic disruption.
In the case of VAT and similar taxes which, as discussed in Section IV above, also must cope with transactions that cross sovereign boundaries, there is available a fairly simple paradigm for deciding which country should collect the tax on a particular transaction.  Thus, if every VAT  jurisdiction adopts the destination-based approach, it will be the country in which the ultimate consumption of a particular product takes place that is entitled to the tax collected. “Revenue authorities have concluded that rules for the consumption taxation of cross-border trade should result in taxation in the jurisdiction where consumption takes place...”  Implementation Option 17 in “Electronic Commerce:  A Discussion Paper on Taxation Issues”, prepared by the Committee on Fiscal Affairs of the OECD, (the “OECD Ottawa Paper”) October 7, 1998, page 19.     But when one examines the income tax on an international level there is no such easily-applied paradigm, particularly in the case of income earned by multinational enterprises.   
This section will focus on the issues raised by electronic commerce for the international income taxation of enterprises (including the business income of sole proprietorships).  Taxation of the labor and investment income of individuals does not raise the same conceptual issues.   E-commerce could have a significant impact on the compliance and enforcement aspects of the individual income tax, but those are discussed in the next section.   
There are really only three choices facing an international community with respect to the taxation of enterprise income  in a global economy:  (1) to strive for greater cooperation among sovereign nations in defining and administering their tax system;  (2) to unilaterally shift the focus of substantive law and compliance efforts on that portion of the tax base which is more stable in a global economy, or (3)  to focus their revenue raising efforts on other forms of tax that are more easily administered in a global economy.  The latter could include taxes on the consumption, wealth and labor of individual residents as well as taxes on real property.
	
B. 	The current state of the law.      
1. 	Residence and Source principles.  Generally speaking, a well-developed national income tax system will base its right to tax a particular item of income on one of two distinct bases:  that the taxpayer is a resident of that country or the particular item of income has its source in that country.  The central problems of international taxation are the need to have consistent definitions of central concepts like “income,” “residence,” and “source,” and the need to resolve which country should take precedence when a taxpayer resident in one county has income with its source in another.  If nations do not approach these problems in a consistent and coordinated manner, then some income will be taxed twice and other income not taxed at all.  
a. 	Residence.  A taxpayer’s country of residence, is broadly speaking the country with which that taxpayer has the closest direct links.  In the case of an individual, that will generally be his or her country of domicile, or, where that is ambiguous, the country where she or he spends the most time.  An entity treated as a person for tax purposes will generally be viewed as resident in the country under whose laws it is organized or in the country in which its management or principal operations are located.
b. 	Source.  The source of income is generally the subject of complex rules that look to the particular type of income.  For example,  income from the sale of services is generally sourced where the services are performed, income from the sale of goods where the seller is located or where title to the goods passed to the buyer, and royalty income where the intangible giving rise to the income is used.
c. 	Net taxation and gross taxation.  As a general rule, residence-based taxation is based on a self-assessment system that taxes on a net basis, that is, permits the taxpayer to reduce the amount of income subject to tax by the expenses incurred in producing that income.  By contrast, source-based taxation of non-residents is in many instances accomplished through a withholding tax and is computed on a gross basis.
2. 	Relief from double taxation.  There are three basic approaches that a multi-jurisdictional tax system can take to avoid the imposition of a multiple tax burden on income derived from cross-border commerce:  (1) exemptions, which give residence priority over source,  (2) credits,  which give source precedence over residence, and (3) apportionment, which divides the income on some formulaic basis between the competing jurisdiction on some agreed upon basis.  Most countries use a combination of the first two;  apportionment, discussed in Section V above, has been relatively successful in the United States on the state and local level, but has not played a significant role on the national and international level.   
a. 	Exemptions.  An exemption is merely a declaration by the taxing authority, either as a matter of generally applicable substantive law or by treaty with another country, that it will not seek to tax a non-resident on a particular type of income which it could tax on a source basis.  For example, the United States has a specific exemption for United States source portfolio investment interest earned by non-residents. See section 871(h) (nonresident aliens) and section 881(c) (foreign corporations) of the Internal Revenue Code of 1986.  As another example, the United States generally imposes a 30% tax on United States source royalty income earned by a non-resident who is not engaged in business in the United States See sections 1.871-7(b)(1) and 1.881-2(b)(1) of the United States Treasury Regulations., but under the tax treaties entered into with some countries, residents of those countries will not be taxed by the United States on that income.
b. 	The credit system.  Under a credit system, the country of residence will require a taxpayer to compute its tax based on its world-wide income, but will then a grant a credit against that liability for taxes paid to other countries on foreign source income.  Thus, if the tax systems of two countries work in a consistent manner, a resident of one country who has income with its source in the other will pay a total tax on that particular item of income at a rate which is the higher of the rates imposed by the two countries.
c. 	The need for definitional consistency.  Any system of international tax that has a goal of taxing every item of income once, but only once, must have substantial consistency, from system to system in how the key concepts are defined. If two countries have different definitions of residence and source, not to mention what constitutes income and when it is deemed earned,  then unwary taxpayers will be trapped by those inconsistencies into multiple taxation and clever ones will be able to avoid tax altogether.
3. 	Tax Treaties.  There is a substantial network of treaties, negotiated generally on a bilateral rather than a multi-lateral basis, Although international tax treaties are negotiated separately on a bilateral basis, there is a substantial amount of consistency in approach and content.  In the recent past, this tendency toward uniformity has been enhanced by the efforts of the United States, the OECD and others to develop Model Treaties that form at least the starting point for the negotiation or renegotiation of specific treaties. among the developed countries of the world in particular, that are intended to augment and facilitate the various signatories’ efforts to combat the twin evils of tax evasion and double taxation.  Typical provisions include clarification of rules defining residence and source, additional exemptions and partial exemptions of certain types of income, procedures for the exchange of information and the resolution of disputes, and rules designed to prevent residents of other, non-treaty third countries from inappropriately attempting to take advantage of the treaty.
a. 	The concept of “permanent establishment.”  Most  tax treaties limit the ability of each country to tax, on the basis of source, the business profits of residents of the other country that is party to the treaty.    Such business profits are not taxable in the source country unless they are attributable to a “permanent establishment” located in that country. A “permanent establishment” is typically defined as a "fixed place of business through which the business of an enterprise is wholly or partly carried on".  Where a place of business is used exclusively for the performance of certain types of activities, which are generally of a preparatory or auxiliary nature, that place will not normally constitute a permanent establishment.
4. 	Unilateral provisions of national tax laws that protect the integrity of national taxation of international commerce.  Multinational enterprises have a tremendous capacity to structure their affairs so as to take advantage of the differences in the various jurisdictions in which they operate, thereby minimizing their tax burden.  Some of the more significant approaches to dealing with these efforts are described below:
a. 	Controlled foreign corporation (“CFC”) rules.  Generally speaking, a controlled foreign corporation (“CFC”) is an entity organized and/or resident in  one country that is owned and controlled by taxpayers – corporate or individual – who are resident in another country.  Many countries have rules which permit them to “look through” the separate entity status of a CFC that is owned and controlled by its residents and treat some or all of its income as earned by and taxable to those residents. These rules ordinarily apply to CFCs that do not have income effectively connected with the conduct of a resident trade or business and are, therefore, not directly subject to tax, in the resident-controller's country under the usual rules.  Generally, a credit is granted for tax paid to the CFC’s resident country, so the principal effect is provide for effective additional taxation of the income of CFC’s that are organized in tax havens, i.e., countries with low or  zero tax on the type of income involved.
b. 	Transfer pricing.  The transfer pricing regimes of most countries possess two fundamental characteristics-  to require a transactional approach (i.e., to consider each transaction separately) and to establish comparability (taking into account functions performed, assets used and risks assumed) between the controlled and the uncontrolled transactions.  Comparability is broadly the link between the arm's length principle and the operation of arm's length pricing methodologies.
c. 	Substance over form doctrines.  Because of the complexity and inconsistency of international income tax rules, if a commercial or financial transaction is structured as a sequence of arguably separate transactions, the tax effect of applying the relevant tax rules to each transaction separately may be radically different (and with good advice, radically better) than if the overall transaction were taxed as a single event.  In most jurisdictions, the tax authorities have some ability to apply “form-over-substance” rules that permit them to assert tax liability based on the overall substance of the transaction or series of related transactions.  Application of these rules becomes much more complicated when multiple jurisdictions are involved. 
d. 	Withholding taxes.  Many countries impose a withholding tax on certain types of payment made by domestic taxpayers to foreign payees  who are not engaged in business in the taxing country.  The imposition of such a tax generally depends on the character and source of the payment.  
¨	For example, if the payment is in the nature of a royalty for the use of intellectual property within the host country and no treaty applies to override the general rule, some percentage of the gross payment must be withheld and paid over by the payor. 
¨	Other types of payments, such as interest, dividends and rents, face a similar rule, generally based on some concept that the income associated with the payments has the host country as its source.
¨	The rate is typically 30% or more.
¨	This is generally a source-based tax on gross income and may be creditable against the residence-based tax imposed by the payee’s home country.
¨	Because this is a tax on gross income, a payee who incurs significant expenses in connection with such income may actually reduce its tax burden by volunteering to be treated as engaged in business which will then permit it to file a tax return and be taxed on its net income.
C. 	Changes caused by e-commerce and the resulting policy concerns.

1. 	Risk of increased burden on small business.  As businesses are able to use the tools of e-commerce to extend their customer base into other jurisdictions, they run the risk of being subject to multiple tax burdens, both substantive and administrative.    
a. 	“Doing Business” and Permanent establishment issues.  There has been a great deal of discussion in the last several years of whether some of the more common attributes of a remote e-commerce business will give rise to tax nexus.  Where a tax treaty applies, the issue is whether the activities of the remote business constitute a permanent establishment.  In the absence of an applicable treaty, the issue will generally be framed as whether the e-business is “doing business in” the country or has a “fixed base” there.  This discussion has generally focussed on the following questions:
¨	Can the presence of the e-business’s website on its customer’s computer screen by itself give rise to tax nexus?  Generally, the answer to this question is a clear “no.”Piedras Negras Broadcasting Co. v. United States, 43 B.T.A. 297 (1941) aff’d 127 F.2d 260 (5th Cir. 1942) (sourcing broadcasting revenue by looking to where radio station’s studio and power plant were located and where its personnel performed services); Le Beau Tours Inter-America, Inc. v. U.S., 415 F.Supp. 48 (S.D.N.Y.), aff’d, 547 F.2d 9 (2d Cir. 1976); Helvering v. Boekman, 107 F.2d 388 (2d Cir. 1939); Perkins v. Commissioner, 40 T.C. 330 (1963), acq. 1964-1 (part I) C.B. 5 and Tipton  and Kalmbach, Inc. v. U.S., 480 F.2d 1118 (10th Cir. 1973). 
¨	Can the presence in the taxing jurisdiction of the web server on which the relevant information is stored constitute a permanent establishment or otherwise give rise to tax nexus?  Does it matter whether the owner of the server is the e-business itself or an independent Internet Service Provider?  There is some disagreement over whether the physical presence within the jurisdiction of a web server is sufficient to find a fixed base or a permanent establishment, but there is appears to be a general consensus that it should not do so.  M.P. Boyle, J.M. Peterson, W.J. Sample, T.L. Schottenstein and L.D. Sprague, “The Emerging International Tax Environment for Electronic Commerce”, Tax Management International Journal, 1999, at pp. 367-368; Treasury White Paper at 22-23; Reuven S. Avi-Yonah, “International Taxation of Electronic Commerce”, Tax Law Review, Vol; 52, No. 3, at p. 507; R. Portner, “The Internet Server as a Permanent Establishment – Some Further Thoughts”, Tax Planning International e-commerce, September 1999 at 20-27; A Ross and J. Selby, “Beyond Ottawa:  How Should Indirect Tax Evolve to Meet the Challenge of E-Commerce”, Tax Planning International e-commerce, Introductory issue; Hinnekens, “The Uneasy Application of the Current Concepts of Permanent Establishment and Corporate Residence to Cross-Border Electronic Commerce,” Tax Planning International e-commerce, 1999, 3ff; Derselbe “Looking for an Appropriate Jurisdictional Framework for Source – State Taxation of International Electronic Commerce in the Twenty-First Century,” Intertax, 1998, 192ff; and Lee, “Impact of E-Commerce on Allocation of Tax Revenue Between Developed and Developing Commerce,” Tax Notes International, 1999, 2569ff.  
¨	Can an agency relationship between the e-business and another business that is providing internet or other services within the jurisdiction give rise to any of these forms of tax nexus? 
b. 	Increased risk of double taxation.  Even for a large business that can handle the administrative burdens of filing tax returns in multiple jurisdictions, it is true that the more jurisdictions are involved, the greater is the likelihood that definitional inconsistencies as to the source and character of income will result in more than one jurisdiction claiming priority in taxing a particular item of income.
2. 	Base Erosion.  There is significant concern on the part of the fiscal authorities in various countries that electronic commerce has the potential for significantly eroding their income tax base.  It should be kept in mind that many of these concerns are about the effects of the globalization of markets generally.  E-commerce is an increasingly important part of that story but by no means the whole story.  The potential sources for this erosion include:
a. 	Foreign businesses that in the past needed to have a permanent establishment to do business with their customer base within the taxing jurisdiction will no longer need to have one.
b. 	It will be easier for domestic businesses to migrate to tax havens.  This could be aggravated by tax competition from less developed nations seeking to attract capital by offering lower tax rates to businesses that migrate there.
c. 	The general increase in cross-border trade will create increased opportunities for business to exploit the discontinuities between various national tax systems. 
d. 	The ability of financial institutions to create derivatives that can arbitrage tax discontinuities has been facilitated by the speed and flexibility supplied by the new technologies.
e. 	The overall increase in global business that is the result of e-commerce as well as other recent developments puts greater pressure on transfer pricing and other expense and revenue allocation issues.
f. 	The geographic flexibility of e-business may make it difficult to identify the residence of a particular business, particularly in those jurisdictions that base the residency of a business entity not on where it is formally organized, but where its “seat of management” or “principal place of business” is located.  The cliché is that the global business may be resident everywhere and nowhere. After having raised concerns about this issue in an earlier paper, the Committee on Fiscal Affairs of the OECD has more recently expressed the view that this is not a “significant practical problem.”  See the OECD Ottawa Paper, ¶ 52.
g. 	To the extent the internet permits business transactions to go forward without the intermediation of significant financial and commercial institutions, a major source of compliance and enforcement related information reporting may be lost.
h. 	There are a variety of other ways in which e-commerce complicates and exacerbates compliance problems.  Some of these are discussed in more detail in Section VII below.
3. 	Neutrality and economic distortion.  
a. 	The unprecedented nature of some forms of e-commerce and e-products creates definitional ambiguity.  By blurring the distinctions between categories - tangible versus intangible, goods versus services, license versus sale – that have different tax rules, tax authorities feel compelled to draw finer and finer bright-line distinctions separating those categories.  The end result of this process is the creation of discontinuities in the system whereby transactions that differ in only minor details of form and not at all in substance have dramatically different tax consequences.   Such discontinuities lead to uneconomic tax-motivated behavior on the part of some taxpayers and a strong perception of general unfairness and arbitrariness in the system among the rest.
b. 	The attenuated nature of the contacts between e-businesses and jurisdictions with which they do business may lead some tax authorities to assert source-based income tax nexus over some businesses based on those relatively insignificant contacts.  That will  result in the creation of additional areas of discontinuity.  
¨	Small differences in business structure (e.g., on which side of a border do you locate your internet server ) will have major tax consequences. In particular, such an approach may substantially disadvantage local e-commerce service providers  by driving businesses that can create tax nexus for their customers to locate their operations in tax havens or at least in countries that do not take that approach.
¨	More aggressive application of withholding at source See discussion at B.4.d above. by, for example, recharacterizing transactions as sales of services rather than goods, or as licensing rather than sales, in order to force withholding, will influence the form of those transactions in noneconomic ways.
D. 	Possible approaches to deal with e-commerce.  The suggestions for dealing with the issues discussed above all fall into two general categories:  Either we all have to cooperate or we can all find our own ways of working around the problem.
1. 	International cooperation.  Many of the participants in the ongoing debates over international taxation of e-commerce have strongly urged the importance of having  a higher degree of international cooperation in this area. “[I]t may be necessary to reach an international consensus on certain issues.  Treasury will be involved with the work of groups such the Organization for Economic Cooperation and Development and with our treaty partners, to establish international standards to deal with these emerging issues.”  Treasury White Paper, p.3.  “In order to respond fully to the global reach of electronic commerce, Revenue authorities will need to work co-operatively,”   OECD Ottawa Paper, ¶ 57. 
	  Suggestions for how such cooperation should proceed and what it could most usefully focus on have been manifold:
a. 	Formation of an international organization.  During the second half of the twentieth century there have been a variety of attempts to create international organizations with sufficient authority to propose, though seldom to impose, solutions to problems with substantial international dimensions.  The United Nations is the most obvious example, but the International Monetary Fund and the World Trade Organization are perhaps more apposite in this context.  There is no such organization dealing with issues of taxation.  The Committee on Fiscal Affairs of the OECD (the “CFA”) is perhaps the closest approximation, but there are many countries who are not members of the OECD and, therefore, cannot participate.  
¨	Vito Tanzi of the International Monetary Fund has suggested the formation of a World Tax Organization, which would not have actual authority to impose or collect any taxes but which would be a forum for the collection and reportage of tax data and trends on a world-wide basis, the formulation of basic norms for tax policy and tax administration, and which would provide technical assistance and arbitration services to countries that request it. Tanzi paper given at the 32nd General Assembly of the Inter-American Center of Tax Administration, Bahia Brazil, in May 1998.
¨	Some of the substantive suggestions for coping with the global income-taxation of e-commerce would appear to require some form of international organization to make them work.  For example, some commentators have suggested that ultimately some type of apportionment approach, similar to that used by the states of the United States, will be the only effective way of taxing global enterprise income.  One would expect that some international analog of the Multi-State Tax Commission would be a necessary part of any such system.
b. 	International Agreements.  The traditional avenue for coordination of international tax issues has been through bilateral or, in some limited situations, multilateral agreements.   
¨	These agreements are clearly appropriate vehicles for attacking those problems that are the result of differences in approach, definition or administration with respect to transactions that cross the border of the specific countries that are parties to the agreement.   
¨	Issues that might be fruitfully approached in a such a piecemeal fashion could include clarification of the application of the permanent establishment doctrine to some of the specific parameters of e-business, i.e., two countries could agree that neither will assert tax nexus over an e-business resident in the other country based on the presence of a server or similar ancillary equipment. It might be reasonable to except from such a rule a business that is actually in the business of providing internet services to others through the server or equipment in question.  The value of proceeding on a bilateral rather than a unilateral basis with respect to such an issue is that a country can bargain for protection for  its resident businesses from inappropriate foreign tax burdens by holding out the promise of reciprocity.
¨	Recently, attempts have been made to coordinate efforts to deal with transfer-pricing on a bilateral basis through multi-jurisdiction Advanced Pricing Agreements under which multinational enterprises reach prospective agreements with several of the jurisdictions in which they do business with respect to the allocation of their profits among those jurisdictions.
¨	Bilateral tax treaties have generally been difficult agreements to negotiate multi-lateral agreements even more so. For example, the EU has had tax harmonization as a goal for many years.  Significant progress has been made in the VAT area, but very little in the income tax area.  
¨	To the extent the problems are driven by a fear of tax competition from tax haven nations, those countries will simply not enter into these agreements, rendering them ineffective.
¨	If the goal is a significant change in  approach, such as a strong move away from source-based taxation toward residence-based taxation, doing so on a piece-meal basis may be impractical and in any case will introduce additional distortion in the system.
2. 	Unilateral change to the income tax system.    A country that is concerned about the problems raised above need not try to reach agreement with other nations about the solutions but can proceed unilaterally.
a. 	To the extent a particular country is concerned about the impact of burdensome foreign tax regimes that affect its own resident businesses, the only unilateral action it can take that is helpful is make its own foreign tax credit system sufficiently generous to counteract that burden.
¨	Such an approach will increase the revenue loss of the host country.
¨	Such an approach will not alleviate the administrative burden  created by the foreign tax regimes.
b. 	To the extent its concern is about base erosion through the migration of business to offshore locations, a country can seek to strengthen its rules for taxing such businesses by:
¨	more aggressive assertion of nexus, particularly with respect to businesses located in non-treaty-partner countries, where the  permanent establishment rules will not apply and the more general “doing business” rules are quite flexible.  Such rules may be difficult to enforce.
¨	strengthening the residence-based taxation rules by the use of CFC rules  in order to increase the ability to tax the profits of domestically-owned businesses that relocate to tax haven countries but sell back into the domestic economy.
¨	imposing or extending a withholding regime on outbound payments in business-to-business cross-border electronic commerce.  Such a tax would generally have to be on the gross payments, resulting in significant over-taxation of the related income.  The effect would be to force foreign vendors to file tax returns  in order to obtain refunds of the overpayments or to reach agreement with the tax authorities as to an appropriate method of making payments based on net rather than gross. See article “International Taxation of Electronic Commerce,” by Reuven Avi-Yonah, Tax Law Review, Spring 1997, Vol. 50, No. 3, p. 507.  But see Stanley Katz’s paper “International Taxation of Electronic Commerce:  Evolution Not Revolution”) Tax Law Review, Summer 1997, Vol. 52, No. 4, p. 655.    Such a system would appear to abandon the permanent establishment concept altogether and tax any foreign business selling into the taxing jurisdiction.
3. 	Focus on other sources of revenue altogether.  A reasonable argument can be made that trying to tax the income of multinational enterprises is just too difficult and that it is better to forgo that particular source of revenue and focus on other sources that are more efficient.  
a. 	Although electronic commerce raises some issues, particularly in the compliance and enforcement area, for systems that tax the income of resident individuals, by and large the problems discussed above are not terribly material.  If enterprise taxation is abandoned (or more likely, just neglected), some of the untaxed enterprise income can be captured nevertheless by strengthening and broadening the taxation of resident individuals to include indirect accretions to wealth, through CFC type rules or mark-to-market rules for taxing investments.
b. 	There could be a shift away from taxing income, particularly income from capital, and increasing the tax burden on labor income and/or on consumption. As Tanzi points out, this is a more likely approach in the United States than in most of the other developed countries where the level of consumption taxation and employment taxation is already quite high relative to the income tax.     
c. 	Any change of this type will be highly political. A shift toward a consumption tax or higher taxes on labor will be perceived as regressive and unfair.   
d. 	Some thought could be given to whether the new technologies can provide taxing authorities and tax payers with tools to apply entirely new tax regimes such as a self-assessed progressive consumption tax. Discussion of this idea is far beyond the scope of this paper.  For a general discussion of a progressive consumption tax, see David F. Bradford and Leslie B. Samuels, “Tax Reform” 13 St. John’s Journal of Legal Commentary, Fall 1998, pp. 111-127; Bradford D.F., “What’s in a Name?  Income, Consumption and the Sources of Tax Complexity”, 76 North Carolina Law Review, November 1997, pp. 223-238 and Bradford D.F. (1996) Fundamental Issues in Consumption Taxation, AEI Press.   
VII.   Compliance and Enforcement.
A. 	Background and Context.     The previous sections of this paper have dealt with a variety of substantive tax rules in various types of systems and how e-commerce effects and is effected by those rules.   Those rules define who is subject to the tax and how much tax is due.   This section deals with issues of compliance, i.e., granted that a certain taxpayer should pay a certain amount of tax, how do the tax authorities know who that taxpayer is and enforce their right to collect the tax. 
Most modern tax systems have a strong element of voluntary compliance.   The degree of actual compliance is often, at least in part, a function of cultural factors, but every modern system is also reinforced by an enforcement authority with the power to impose strong sanctions  and, most importantly, an extensive system of withholding and information reporting by third parties.    
The principal focus of this section of the paper is on third party withholding and information reporting systems and how they are affected by electronic commerce. The issues and possible solutions transcend any particular type of tax and, therefore, this discussion in intended to be generally applicable to both direct and indirect taxes at all levels of government. The new technology is clearly a two-edged sword in this context.  On the one hand, it can provide the tools not only to increase the amount of information available to the revenue authorities but also to make more effective use of that information when obtained.   On the other hand, electronic commerce has the potential substantially to undermine the accuracy and completeness of the information collected, which could have a highly deleterious effect on compliance and enforcement efforts.
B. 	Current state of the law
1. 	Information reporting by taxpayers.   Virtually every significant tax system requires some form of registration and periodic return filing by those who have significant payment or reporting obligations.   
a. 	Registration requirements in the United States.   
¨	Every tax-payer must obtain a  federally issued nine-digit taxpayer identification number (TIN) which serves as the central reference for all federal and many state tax and information returns.  
¨	In the case of an individual, his or her social security number doubles as a TIN.   
¨	Any person who employs others, must also obtain an Employer Identification Number (EID).   In the case of an entity, this number will also serve as that entity’s TIN.
¨	Most states that impose a sales tax require any business that sells products in that state to register with the state.
b. 	Registration requirements in other countries.  [to be supplied]
2. 	Information reporting.   Income tax systems in particular rely on a substantial variety of information reporting requirements.
a. 	Taxpayers.    In any self-assessed tax system, the primary information returns are those that are filed by the taxpayer itself.
b. 	Pass-through entities.   Entities such as partnerships, trusts and special investment vehicles For example, entities that qualify as Real Estate Investment Trusts, Regulated Investment Companies or Real Estate Mortgage Investment Conduits are not subject to United States federal income tax, but each equity investor in such an entity is subject to federal income tax on its appropriate share of the entity’s income. that have income that is not taxable to them but rather to the partners, beneficiaries or investors are required to register with the relevant tax authorities and file information returns with respect the amount, characterization and allocation of their income.
c. 	Employers and contractors.   Those who pay individuals for their labor, whether as employees or as independent contractors, generally are required to report those payments to the authorities who have a right to tax the income of those individuals.
¨	There may be withholding requirements as well. Under the federal income tax system of the United States, for example, there is withholding required with respect to wages of an employee in a business context but not for payments to an independent contractor or to a domestic employee.
¨	There may be de minimis exceptions. Under the federal income tax system of the United States, there is a $600 annual threshold for reporting payments to an independent contractor

d. 	Financial intermediaries.    Business entities that make payments to taxpayers are frequently required to report those payments to the income tax authorities.   Thus banks will report the payment of interest, corporations the payment of dividends, investment managers not only the payment of dividend and interest but also proceeds from the sale of securities.
¨	In the United States, there is a  ”back-up” withholding regime that requires the reporting institution to withhold 20% of the reported amount if the payee has not given them sufficient information to make the appropriate report. 
¨	The institutions that are subject to these requirements tend to be large enough and sophisticated enough to be able to handle the administrative chores of complying with the requirements without undue difficulty.

3. 	Withholding Regimes.  In many situations, a withholding obligation is placed on the entity who is making a payment as a way of ensuring the payment of a tax that in fact (or at least in theory) is to be borne by the payee.    In some cases the payment of the tax by the withholding agent is the definitive payment of the tax; in others it is in effect an advance payment to be credited and perhaps refunded upon the filing of a return by the payee and nominal taxpayer.
a. 	Consumption taxes.  In the case of VAT and the state and local sales taxes of the United States,  the entire structure of the tax is premised on the difficulty of collecting the tax directly from the consumer.    Ignoring some of the anomalies of cross-border transactions for the moment, it is not difficult to characterize each payment of tax in such a system as a form of withholding by the payer of a tax that would otherwise by due from the  payee. This characterization breaks down in cross-border situations where the tax is collected and retained by a country that is other than the place of actual consumption.   But note that the OECD has recently adopted as a clear policy  that the country of consumption should be the country to which VAT is paid.   See the discussion at  paragraph IV.D.1.a above.
b. 	Employment taxes.   Taxes on labor are generally collected through a withholding regime.  This can include employment taxes such as social security taxes as well as withholding against the self-assessed income tax liability of the employee.
c. 	Payments to foreign entities.   As discussed in the prior section, See discussion at paragraph VI.B.4.d above. most countries have a well-developed system of withholding tax at source of certain types of income of a foreign taxpayer where that income is not derived from doing business in the taxing jurisdiction.   
d. 	Backup Withholding.   As discussed above, See discussion at paragraph 2.d above. a withholding regime can be used to back up requirements that payees give payers sufficient information to file required information returns. 

4. 	Books and records.   In addition to the information required to be given directly to the revenue authorities, most tax systems have a requirement that each taxpayer maintain books and records sufficiently detailed to substantiate return information, if the authorities exercise their right to audit the accuracy of a return.
These requirements apply to employers and financial  institutions with respect to their information reporting obligations as well as to all taxpayers with respect to their own returns.
5. 	Large cash transaction reporting.   Most developed countries have stringent laws on the importation and exportation of large amounts In the United States, $10,000 seems to be the usual definition of a large amount. of cash.   They also require financial institutions to report transactions involving a large amount of cash.   These rules go far beyond tax in their scope and purpose, but they do form a part of the reporting system on which the tax authorities rely to police the underground economy.

6. 	Jurisdictional aspects.  There appears to be very little independent law on the question of what the jurisdictional limits are on the ability of tax authorities of a sovereign country (or a political subdivision thereof) to require those outside its borders to comply with its information reporting, withholding or record-keeping regimes. 
a. 	There appears to be a generally unarticulated understanding that the power to require the payment of a withholding tax is no different from the power to impose a direct tax obligation.
b. 	Many of the rules and regulations governing the information and withholding requirements of the United States income tax law have no explicit exception for  individuals located abroad with no United States nexus other than the fact that they are making a payment to a United States citizen or resident of the type that requires a return or withholding. 
¨	For example, the provisions requiring an employer to withhold from the wages of a US citizen employee appear to apply by their terms to a foreign business with no contacts whatsoever with the United States who hires a United States citizen to work for it in its home country.  However, it appears that as a matter of administrative convenience, at least, the IRS will make no attempt to enforce such a rule. One commentator suggests that the rules are written broadly to make it clear that the IRS does have a right to enforce its withholding and information return regime against a foreign business’s agents, particularly it paying agents, that do have US contacts.

C. 	Changes caused by e-commerce and the resulting policy concerns.
1. 	Facilitation of remote transactions.  Cross-border payments clearly create more compliance issues of various types. 
a. 	In particular, if the payor of funds is off-shore and the payee a domestic taxpayer, there is a greater risk that withholding and information return rules  will either not be applicable or, even if applicable, not be complied with.   Since e-commerce will undoubtedly increases the number and size of cross-border transactions, these problems will increase. 
b. 	Those who wish to avoid taxes will use the internet to structure cross border transactions that either legally or illegally bypass the normal compliance mechanisms.

2. 	Identifying parties made more difficult or impossible.  The anonymous nature of e-transactions makes identification of parties more difficult or impossible.
a. 	A party to an e-commerce transaction, who may be subject to various tax requirements based on the identity of its counterparty, will not have sufficient information to know which such laws to comply with or to comply fully.   It may have no method for verifying the accuracy of the information that it is given.
b. 	Revenue enforcement agents will have more troubling finding a “paper trail” in reconstructing the actual tax liability of a person who has used the internet to conduct transactions anonymously.
3. 	The evolution of new  payment systems.   The development of electronic payment system, known as e-cash,  will challenge the ability of tax authorities to trace cash flows.    Several kinds of electronic payment systems are currently being discussed, which would raise somewhat different problems.   All of them allow the instantaneous transfer of funds from one person to another, without regard to the actual physical location of either party and without the need for any physical documentation.
a. 	Accounted systems.   These systems, which are the ones generally favored by governmental and regulatory commentators, rely on a central recordkeeping system that is maintained by a financial institution that is the “issuer” of the e-cash.    They are the electronic equivalent of registered securities.
¨	The records maintained by the financial institution will become the equivalent of the “paper trail” for transactions that make use of the system.  Thus, the revenue authorities’ problem will be to get access to those records, particularly if the institution does all of its electronic business from some off-shore tax haven.
b. 	Unaccounted systems.    These systems, sometimes called electronic coins, are the electronic equivalent of bearer securities.  They exist today on a relatively small scale in the form of phone cards and mass transit cards that can be “filled” electronically with a certain amount and then have their balance reduced as they are used.   There is no central electronic record of the inflow and outflow of funds. 
¨	There is a very strong but not perfect analogy between unaccounted e-money and physical cash, which has led many to believe that such systems will have a strong role to play in the underground economy. 
¨	Unaccounted e-money is also more transportable and concealable than traditional cash.
¨	However, it may also be more subject to counterfeiting than cash, particularly if the issuer is a private institution.
¨	It is not yet clear the extent to which unaccounted e-money will be suitable, in terms of security and reliability, for large transactions.

4. 	Traditional areas of evasion aided by technology.   There have historically been certain ways in which taxpayers seeking to evade their legal obligations to pay taxes to their home country have used offshore facilities for that purpose.    Offshore banking, securities trading and gambling were always fertile areas for tax evasion by resident taxpayers, but generally, these were only available to those who were in a position actually to travel abroad regularly.   The internet brings those possibilities to everyone.

a. 	Low transactions costs.  Consumers will be able to establish, maintain and access such accounts with relatively low transaction costs.

b. 	Need for some form of financial intermediation.   Some form of electronic money will have to be used in these transactions.    The ability to police this type of activity will, therefore, depend in large part on the ability to bring the financial institutions that support this kind of activity into the information reporting network of the various revenue authorities.
		
5. 	New tools available to the taxman.   There are a variety of ways in which the new technology should increase the efficiency of tax collection efforts.    Most of those are only tangentially related to jurisdictional issues, but it should be noted that to the extent jurisdictional problems are resolved by either increased cooperation and information sharing among nations or increased involvement of financial intermediaries in the process generally, the speed and sophistication of new electronic methods of transmitting and processing massive amounts of data will be highly useful.

6. 	Other effects.   There are other effects of e-commerce on compliance that have less of a connection with pure jurisdictional issues, including the following.

a. 	Digital records facilitate fraud.    Detecting fraudulent recordkeeping is made more difficult by the fact that digital records can be altered without any trace of alteration.

b. 	Increase in small business.    If, as many believe, the internet opens up new possibilities for small businesses to operate on a global scale, these small businesses will generally be less prepared and less well-equipped to meet all the record-keeping and return filing requirements of the jurisdictions in which they operate.

D. 	Possible approaches to deal with e-commerce.   Generally, all of the compliance problems arising out of e-commerce that are jurisdictional in nature will only be effectively dealt with through increased international cooperation on the part of governments and financial institutions.   Among the subjects for such cooperation are:

1. 	Regulate the use of unaccounted e-money systems.   Although it is not yet clear whether it will ever be practicable to develop large scale unaccounted electronic money systems, such a development would undermine many current tax compliance and money-laundering prevention efforts.   Presumably, the tax authorities will work with the financial regulatory authorities in their respective countries to keep such systems under some type of control.

2. 	Improve the regular and useful exchange of information among revenue authorities that relates to compliance.   Although many existing bilateral tax treaties call for the exchange of information relative to compliance, there are many barriers to the usefulness of this process.    Many issues have been identified that might benefit from increased international cooperation, It might very well take a supranational organization such as the one proposed by Vito Tanzi (see paragraph VI.D.1.a above) to accomplish anything meaningful in this area. including those described below.

a. 	Uniform registration norms – in the extreme, every person would have a single form of identification (such as the taxpayer identification number used in the US) that would be used in every jurisdiction with which that person was required to deal.

b. 	Uniform approaches to definitional issues and accounting norms – information generated for use in one reporting system could be easily used in other systems without the need for conceptual translation. 

c. 	Developing software and other tools for the efficient but confidential transmission of information that will mutually improve compliance.

d. 	Identification of countries and institutions that are not cooperating with such compliance efforts and identifying steps to minimize their impact and influence.

3. 	Involve the financial intermediaries.     The rise of the internet has created much discussion of “disintermediation,” because more businesses can more easily deal directly with each other or with their ultimate customers and dispense with many middlepeople along the way.  But financial intermediaries still appear to have an essential role to play.   Every substantial internet transaction involves some sort of payment mechanism and some method of insuring commercial “trust.”    In almost every case, the logical supplier of that mechanism and that trust is a major financial institution. There are exceptions, of course.   Barter transactions don’t need the payment mechanism, although a financial institution may still be useful as far as trust is concerned.   The most primitive internet transactions today are those that involve delivery of physical goods against funds in escrow or on a C.O.D. basis, where the supplier of transport is also the financial intermediary.   Some would argue that the bigger and more globally sophisticated the financial institution, the more likely it is that it will be asked to play the intermediary role. Alternatively, we could see the development of new financial institutions specifically because they are well-positioned already to play this role.   Thus, AOL or AT&T could take on this role, but then they would still have the characteristics described above. Getting these institutions to take on a greater role in aid of the revenue authorities will not raise issues of jurisdiction, because they will already be present in the country that needs jurisdiction.   It will raise political, commercial and technological issues of the highest order.  But there are strong arguments in favor of increasing the amount of information reporting that these institutions are required to make in aid of a more efficient tax collection system.

