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Executive summary

· There are serious difficulties in applying consumption taxes to sales of digitised products over the Internet to consumers abroad. Any practical taxing system must perform seven key functions.

· Tax authorities cannot assume that they will enjoy the support of businesses in their efforts to level the playing field between domestic businesses (who will apply consumption taxes) and foreign businesses (who may not do so). Business support will have to be earned, by introducing the simplest possible systems.

· The process of getting businesses to register as taxpayers could well be improved by the delegation of tax authorities’ functions to trusted third parties.

· There must be no fine distinctions between different types of product. Existing quirks of product classification must be removed.

· It is likely that a new burden will be imposed, the burden of identifying whether customers are businesses or consumers. This will not be as easy as one might expect.

· Businesses will have to establish their customers’ jurisdictions. They must be allowed to rely on information which is quick and easy to obtain, even if it sometimes indicates the wrong jurisdiction.

· The calculation of tax must be based on simple inputs. Tax authorities must all make information on tax rates readily available in a standard form, and must give notice of changes.

· There are several ways to collect tax. Trusted third parties and technology will both have important roles to play.

· Verification by tax authorities that the correct tax has been paid must proceed in a business-friendly way. Tax authorities must recognise the potential of technology to ensure that records are kept correctly, and must not impose the burden of keeping paper records.

· It is important for tax authorities to move forward quickly, but to devise solutions which will last. The decision-making model used in the streamlined sales tax initiative in the United States may well prove to be useful. 

1
Introduction

1.1
The problem of applying taxes

This paper focuses on one problem: how, if at all, should consumption taxes such as value added tax (VAT) be applied to sales of digitised products and of services delivered electronically, where the supplier and the customer are in different states? Digitised products include software, information and music delivered as computer files directly over the Internet, rather than as physical disks. Services delivered electronically include on-line completion of tax returns by accountants who might be anywhere in the world, on-line website design services and even on-line psychotherapy. The tax issues raised by digitised products and by online services are largely the same. This paper therefore refers only to digitised products, to cover services as well.

The tax problem springs from the fact that any one state’s consumption tax should in principle apply to sales to customers within that state. But digitised products can be delivered into a state without that state’s authorities noticing. The normal approach for goods, of applying consumption taxes at the point of physical import, therefore breaks down. There are several alternative approaches to solving the problem, but they all suffer from difficulties.

This problem is just part of a more general challenge that e-commerce presents to tax systems. Tax systems relate to individual states. Both their coverage and their enforcement depend on the physical location of persons and of the objects being bought and sold. But while persons engaged in e-commerce can still, by and large, be located, those locations do not matter very much to the commercial reality of transactions. And the objects which are being bought and sold can be files of data, which are too nebulous to be located at all.

The specific problems to which these factors give rise vary greatly from one tax to another. In particular, the problems for taxes on profits differ greatly from the problems for consumption taxes. Taxes on profits find their fundamental concepts under threat. Consumption taxes, in contrast, are conceptually robust. They are simply exposed to some serious practical difficulties.

1.2
The specific problems of VAT

There are several different types of consumption tax. This paper will speak of consumption taxes generally where appropriate, but when the details of a tax matter the focus will be on VAT.

VAT is the most conceptually robust tax. It is also the consumption tax of choice for states introducing such taxes. In theory, VAT can cope with e-commerce just as well as it copes with traditional commerce, and the results that the rules give for e-commerce are entirely consistent with the results that the rules give for traditional commerce. That consistency is very valuable. It should allow us to keep one tax for all types of commerce, rather than two different taxes. That would mean one administrative system rather than two, and a level playing field between different types of commerce. Whatever changes we make to VAT, in order to help it to cope with practical difficulties, we should strive to retain that consistency.

The practical difficulties in the application of VAT to sales of digitised products derive from two basic principles of the tax:

1
Apply VAT in full to the sale to the consumer. While VAT is collected in stages along a supply chain, it builds up in such a way that a full VAT charge on the final price (17.5% of that price in the UK) is supposed to be added to the bill to the final consumer.

VAT paid by businesses earlier in the supply chain effectively gets refunded to the business which sells to the final consumer, when it charges the VAT on the final price. But if that business is in a different state from the consumer, then that business gets a full refund of VAT accumulated along the supply chain and, under current law, has no obligation to impose any VAT on the consumer. Given that the tax authorities cannot control imports of digitised products (unlike imports of physical goods), and cannot therefore impose VAT at the time of import into the consumer’s state, the effect is that digitised products from other states reach consumers without having borne any VAT.

The authorities could ask consumers to pay VAT, just as they can ask consumers to pay VAT on goods delivered by post before the goods are handed over. But the digitised products will already be in the hands of the consumers, and their purchase will be untraceable. So asking consumers to pay VAT on their purchases is not a practical option at the moment. Analogously, it would be wholly impractical to ask people to pay VAT on their everyday shopping after the event: it is only practical to make shops charge the VAT as part of the sale price of goods and services, and to get the shops to pass the money on to the authorities.

2
Apply the VAT of the consumer’s state.


VAT is supposed to be a tax on consumption, which is paid to the Government of the consumer’s state. That is why, when a sale is made to a consumer in a state other than the supplier’s state, the supplier does not charge any VAT at all. If the supplier collected VAT on the sale, it would go to the wrong Government unless there were systems to transfer the money. Such systems have been proposed, but they do not exist at the moment.

The difficulty of collecting VAT on international sales of digitised products is already tacitly admitted within the European Community. There is a relaxation of the principle that the VAT of the consumer’s state ought to apply. If digitised products are, for example, supplied by a French company to a UK consumer, French VAT applies rather than UK VAT. The rule that the consumer’s state’s VAT applies has been modified to a rule that the VAT of the consumer’s state or the VAT of another state in the Community applies. It is felt that there is enough common interest in the European Community that the VAT of the supplier’s state, which is the only VAT collectable in practice, is an adequate substitute for the VAT of the consumer’s state.

It is only difficult to collect VAT on sales to consumers and to businesses which are not registered for VAT. Registered businesses already account for VAT. This makes it easy to collect VAT from them, as customers. The system, which is known as the reverse charge, makes them pay the VAT on their purchases of imported services and digitised products. States do not necessarily collect VAT on all imports of services and digitised products by businesses in this way: sometimes the reverse charge is limited to specified items. But there would be no difficulty in widening the scope of the charge if that were needed to defend VAT revenue.

1.3
What a solution must do

Given that a business selling digitised products to a consumer in another state should apply the VAT of the consumer’s state, but that it should leave business customers to apply VAT to themselves under the reverse charge, a practical system for collecting VAT (or indeed any other consumption tax) should do all of the following:

1. Get the taxpaying business registered so that it will account for tax.

2. Identify the type of product that is being sold, so that the correct tax rate and other tax rules can be applied.

3. Establish the status of the customer as a business or a consumer.

4. Identify the jurisdiction which is entitled to tax a sale: this will be the state which has the appropriate connection with the customer, probably the state where the customer resides but possibly the state where consumption takes place.

5. Calculate the tax.

6. Collect the tax and remit it to the tax authority of the jurisdiction which is entitled to tax the sale.

7. Allow tax authorities to verify that taxes have been applied correctly.

This list of requirements turns out to be challenging. The remainder of this paper will consider whether the challenge is worth meeting, go though the list and indicate possible ways forward. The list, apart from item 3, is set out in the OECD’s Technology TAG paper (see below).

1.4
Recent papers

There has been much recent debate on the application of consumption taxes to digitised products. Papers have been published by the Organisation for Economic Co-Operation and Development (the OECD) and by the European Commission. The following papers will be referred to in this paper, using the short titles shown.

OECD paper

Short title: WP9 paper

Consumption Tax Aspects of Electronic Commerce. A Report From Working Party No. 9 On Consumption Taxes To The Committee On Fiscal Affairs. February 2001.

This paper is available at:

www.oecd.org/daf/fa/e_com/ec_6_wp9_report_eng.pdf
OECD paper

Short title: CT TAG paper

Report By The Consumption Tax Technical Advisory Group (TAG). December 2000.

This paper is available at:

www.oecd.org/daf/fa/e_com/ec_7_ct_tag_eng.pdf
OECD paper

Short title: Technology TAG paper

Report By The Technology Technical Advisory Group (TAG). December 2000.

This paper is available at:

www.oecd.org/daf/fa/e_com/ec_8_tech_tag_eng.pdf
European Commission paper

Short title: COM(2000) 349

COM(2000) 349 final: Proposal for a regulation of the European Parliament and of the Council amending Regulation (EEC) No 218/92 on administrative co-operation in the field of indirect taxation (VAT). Proposal for a Council Directive amending Directive 77/388/EEC as regards the value added tax arrangements applicable to certain services supplied by electronic means. June 2000.

This paper is available at:

www.europa.eu.int/comm/taxation_customs/proposals/taxation/com349_2000/com2000_349en.pdf
2
Is the challenge worth meeting?

2.1
The extent of business support for governments

It might seem that the challenge of applying consumption taxes to sales of digitised products to consumers will be too difficult to be worth it, certainly while the level of such sales remains insignificant. But there is a counter-argument, to the effect that businesses should want consumption taxes to be applied.

The basis of this argument is that businesses within the same jurisdictions as their customers, who do account for tax on those sales, do not want to be undercut by businesses in different jurisdictions who can sell without the burden of tax. Businesses should therefore wish their own tax authorities every success in trying to collect consumption taxes on sales by foreigners. This would level the playing field as between domestic and foreign businesses.

There is merit in this argument. But we should look at it critically, because it is unusual for businesses to support extensions to the tax base. Certainly a business would like to see its competitors, selling to customers in its home jurisdiction, lose any cost advantage. But on the other hand, a business would love to have a cost advantage over its competitors selling to customers in other jurisdictions. So a business might want its own tax authorities to succeed in taxing e-commerce, but it might also want foreign tax authorities to fail.

Such an attitude would of course disregard questions about the morality of paying one’s dues to society through taxation. Those questions are very important, and proper consideration of them could well lead to the conclusion that businesses should want all tax authorities to succeed. But such questions go too wide for this paper.

Pursuing the same line, a multi-national group selling digitised products might want all tax authorities to fail. It could then avoid consumption taxes by selling to consumers in each jurisdiction from a group company that was outside that jurisdiction. The immediate reaction of tax authorities to such a strategy might be that it would be easily countered by changing the rules on the place from which a supply was made, so that the supplier member of the group would be treated as the group member which was in the same jurisdiction as the consumer. But if tax authorities had the power to make that defensive measure effective, they would also have the power to  deal with the more basic problem of collecting consumption taxes on sales by foreign companies. So we should still focus on that basic problem.

We cannot therefore assume that businesses will necessarily support tax authorities in their endeavours. Anyone at the downhill end of an unlevel playing field will want the field levelled, but some people at the uphill end will oppose levelling.

Given that businesses’ support for tax authorities’ goals may be ambiguous, tax authorities will have to do everything they can to bring businesses on board. Every proposal must be as simple as possible. Existing complexities in consumption tax laws must be eliminated out as part of the package. And the solutions adopted by different jurisdictions must cohere with one another, so that there is no risk of double taxation of the same sale. To put it bluntly, business co-operation will need to be earned.

2.2
An alternative approach

There is another way of levelling the playing field between domestic and foreign businesses which would have far more appeal to businesses engaged solely in selling digitised products. This would be for the tax authorities to accept that they cannot levy consumption taxes on sales from abroad, and therefore to stop levying them on domestic sales. In terms of VAT, all sales of digitised products would be zero-rated. This solution has actually been proposed by the UK Government, as a short-term measure, in order to get the European Community out of its difficulty in finding a way to impose VAT on sales of digitised products. Others have advocated it as a long-term solution. But of course tax authorities would not welcome this approach. It could lead to the loss of significant amounts of tax revenue.

It would also tilt a different playing field, the one on which digitised products compete with their more traditional equivalents. Why, for example, should music be subject to tax when sold on a CD but not when downloaded? If tilting the playing field between domestic and foreign sellers of digitised products is unacceptable, tilting the playing field between comparable products is just as unacceptable. (However, we should note that in a few areas not levying consumption taxes on digitised products would level the field. For example, in the UK there is VAT on digitised books but not on printed books. Zero-rating digitised products would bring the two types of book into line.) 

One must have serious doubts about not levying consumption taxes on digitised products as a long-term solution. The way forward for taxation is low tax rates on a broad base, and cutting swathes of consumption out from the base does not help. Not levying consumption taxes would also be a dangerous short-term fix because it would be tempting to let the short term slide quietly into the long term: withdrawing a tax exemption is always politically difficult, and is therefore likely to be put off indefinitely. So the problem of taxing the consumption of digitised products is still worth addressing.

3
Getting businesses registered

The first stage in getting any business to account for consumption taxes is to get the business to register, either with the relevant tax authorities or with trusted third parties. We will return to registration in connection with the collection of tax, because tax will probably be paid to the body with which a taxpayer is registered (although the steps could be separated). But it is worth considering the simple act of registration now, because it is a key test of how business-friendly tax authorities are prepared to be.

Simplicity for businesses which wish to comply with their obligations must start with registration. Businesses should be able to register quickly, easily and with as few bodies as possible. This point is well-understood within the European Community. Both in COM(2000) 349 and in the discussions among member states which followed the rejection of that paper’s proposals, it was clearly recognised that non-Community businesses could only realistically be asked to register once, rather than registering separately with all 15 member states. The point was also made in the CT TAG paper: see Annex III, paragraphs 63 and 64.

Registration with trusted third parties, rather than directly with tax authorities, must be worth serious consideration. These third parties would be commercial organisations that would be approved by tax authorities to do tax business, not only registration but also tax collection and other administrative tasks. Tax authorities would effectively contract out a large part of their work. Each businesses could choose which one of a range of third parties to use.

Third parties might be more approachable than foreign tax authorities. While businesses may come to trust their own tax authorities, there is always a psychological barrier to an acceptance that other countries’ authorities deserve the same level of trust. As commercial organisations, third parties should have a better focus on customer care than some tax authorities do. And if a trusted third party could act for a large number of tax authorities, a business might find that registration with a few third parties would cover every jurisdiction in which it had customers.

If a tax authority handed over registration to a trusted third party, it would have to accept some loss of control over its processes. Indeed, to get the maximum benefit from the hand-over, it should accept a considerable loss of control. There should be a well-defined statement of the third party’s responsibilities to the tax authority, but that statement should not prescribe how the third party interacted with businesses. If the third party could think of efficient and business-friendly ways of registering businesses and of collecting tax, it should be allowed to go ahead and do so, even if its methods presented a very different face to the business world from the face which the tax authority itself presents.

Finally on registration, we should consider whether consumers could ever  be registered payers of consumption taxes. Some proposed methods of taxing sales of digitised products to consumers involve taxing consumers directly. There are serious doubts about whether such methods would be practical at all. If they wee practical, then there would be a choice between taxing each transaction separately, and registering individuals so that each one could build up a tax history and account for tax monthly or annually. It might well not be practical to register consumers by home address, e-mail address or credit card number: all of these things change too often. It would probably be necessary to incorporate the individual’s existing tax registration number (as used for income tax and social security) into a digital certificate, which the consumer would have to use on each purchase.

4
Identifying the product

Different products suffer different tax rates within the same jurisdiction. The boundaries between types of product have always created difficulties for businesses: in the UK, we have been treated to the spectacle of a legal case to decide whether a cereal bar should suffer VAT at 0% or at 17.5%. But if a tax authority is going to ask a foreign business to volunteer to comply with consumption tax law, then it will be too much to ask it to understand the subtleties of product classification. The business will simply say: “We cannot be bothered with all that, and you cannot stop us selling our digitised products tax-free anyway”.

So product classifications must be kept simple. This might not appear to be a serious issue for digitised products. After all, most of the subtle distinctions in consumption tax law apply to physical goods, and they often apply for social reasons, for example low tax rates on food or on children’s clothing. But in fact we are already seeing strange distinctions being made, distinctions which make no sense in business terms.

The European Commission’s proposals on digitised products, for example, would not have applied to all supplies of digitised products. Instead, COM(2000) 349 gave a list of supplies which would have been caught. These were:

· The supply of cultural, artistic, sporting, scientific, educational, entertainment and similar activities, including the activities of their organisers and also ancillary services, where any of these are made by electronic means including broadcasting.

· The supply of software, of data processing, of computer services including web hosting, web design and similar services, and of information, where any of these are made by electronic means including broadcasting.

Lists like these are a bad idea. They get out of date very quickly, as technology advances and services converge. For example, data transmission and content supply are converging rapidly, and new systems to allow payment through mobile telephones will increasingly bring banking services into the same mix of services. Lists also lead to difficult boundary questions for businesses.

To be fair, the above list in COM(2000) 349 did not come out of the blue. It reflected existing European law on VAT, as contained in Article 9(2)(c) and (e) of the Sixth VAT Directive. The existing law deems certain services to be supplied where the recipient is, rather than where the supplier is. It is not surprising that the new proposals took over this law, given that the point of COM(2000) 349 was to create a VAT liability when the recipient was a consumer within the European Community, and the way to create a VAT liability is to have a supply treated as made within the Community. But it is not the way to go. Instead, inherited complexities in existing law should be eliminated.

Even existing law on digitised products can create difficulties. Consider, for example, a digitised book. If it is basically factual, then it falls within Article 9(2)(e) and is treated as supplied where the customer is (so long as that customer is outside the European Community or is a business). If, however, the book is basically fiction, it is outside Article 9(2)(e) and is treated as supplied where the supplier is. So a sale of a factual digitised book, by a UK company to a United States customer, would not bear any VAT, but a sale of a fictional digitised book by the same company, to the same customer, would bear VAT at 17.5%.

There is no good reason for this difference. And it is not hard to think of borderline cases. What, for example, is to be done about books which, like spoofs and some autobiographies, purport to be fact but contain a generous dose of fiction? Legal distinctions like this one need to be eliminated if the project of taxing sales of digitised products is to have any prospect of success.

5
Establishing the status of customers

5.1
The new burden

Most proposals to apply VAT to sales of digitised products to consumers across borders threaten to create a new administrative burden on suppliers. They would need to find out whether their customers were consumers or businesses. This is because VAT would need to be applied by suppliers to sales to consumers but not to sales to businesses. Business customers would operate the reverse charge, as they do now. Under the reverse charge system, a business buying certain services and digitised products from abroad pretends that it is selling these items as well as buying them. It then charges VAT on those notional sales, accounts for that VAT and pretends that it had suffered the same VAT on its purchases. The overall effect is the same as if the business had paid VAT on the purchases in the first place.

The burden of establishing customers’ status would be new because currently, in most cases, a seller does not need to know whether the buyer is a business or a consumer. There are cases where it matters, for example some sales within the European Community, but at least in that case, everyone is working within a single block of countries which all apply much the same VAT system, and the administration is not particularly foreign to any of the participants.

The new burden would have to be imposed, under most proposals, because those proposals do not trust consumers to work out the VAT on their purchases and pay it to the authorities. That is, consumers cannot be relied upon to apply anything like the reverse charge to themselves. They must still have VAT imposed upon them by suppliers. Business customers, on the other hand, can be relied upon to apply the reverse charge because they already understand and operate the VAT system, and they are known to the VAT authorities. In addition, because most businesses can recover the VAT that they suffer on purchases, it does not matter greatly if they make mistakes in operating the reverse charge. It makes no difference to the total VAT collected, except where a business customer makes some supplies which are exempt from VAT and therefore cannot recover all the VAT that it suffers on purchases.

5.2
Ways to establish status

It might seem straightforward for suppliers to tell the difference between business customers and consumers, but in fact it is not. So long as business customers are left to apply VAT to their own purchases, consumers will have a financial incentive to pretend that they are businesses so that suppliers do not impose VAT on them. It is therefore no use including a question on an order form, “Are you a business?”: many consumers will answer “Yes”, simply so as to evade VAT. And more subtle questions designed to check the answer are likely to put consumers off: people are not used to being quizzed when they go into shops, and they resent being quizzed when shopping on the Internet. This was recognised in the CT TAG paper, annex II, paragraph 11. Nor can one work out status from names (an individual can be in business under his or her own name), postal addresses or e-mail addresses.

One option might be to use credit card details. After all, credit cards are the normal method of payment for Internet transactions and card issuers are likely to be interested in whether cards are held for business or personal use, because they can use that information for marketing purposes. However, this may not be a practical option for three reasons.

· Only minimal information about cardholders is passed to suppliers, both in order to reduce the scope for fraud by learning enough about cardholders to impersonate them and because of cardholders’ concerns about privacy.

· The status of a cardholder is not computable from the card number. Thus an additional stage of looking up the status and transmitting it to the supplier would be necessary. In the long term this could be changed: for example, all personal card numbers could end with one of the digits from 0 to 4 and all business card numbers could end with one of the digits from 5 to 9. But that would take a long time to implement (longer than the two-year life of a typical card because of the system changes needed), and might run counter to card issuers’ business requirements.

· The determined evader of VAT would simply apply for a new card, telling the card issuer that it was for business use, even if it was in fact for personal use.

Another option would be to ask or require customers to use digital certificates, both to indicate their status as businesses or consumers and to indicate the states in which they resided (see chapter 6). Such a certificate is only issued after the person wanting it has supplied evidence to the issuer of his or her name, address and other details indicated in the certificate. In the long term, this is a solution well worth pursuing. However, digital certificates are not yet widely held. There might also be privacy concerns: not everyone would be happy that the information in their digital certificate was sent to everyone from whom they bought anything over the Internet.

If digital certificates were to become a standard method of showing status, they would have to be made available to all types of legal entity. At the moment, they are issued to individuals rather than to companies. And the solution would not be watertight against VAT evasion. The same person can both be in business and be a private consumer, and could use a business certificate for purchases made in both capacities. For additional comments on the use of digital certificates to establish the status of customers, see the Technology TAG paper, Annex IV, paragraphs 59 to 71.

5.3
Online verification of registration numbers

COM(2000) 349 offered what looked like a practical solution to the problem of establishing status. Any customer which claimed to be a business, and therefore claimed the right to buy digitised products from outside the European Community without paying VAT to the supplier, would have to give its VAT registration number. The supplier would then check that number against a database of all genuine numbers. The database already exists, and allows online verification of registration numbers. It would merely have to be made more widely available.

That would be a reasonable approach, so long as the system were always guaranteed to supply instant answers: people buying online expect everything to be approved on the spot and a complete invoice to appear on-screen immediately, showing the correct amount of tax. Systems would have to be developed to accommodate the verification stage. The European Community would also have to ensure that the service was always able to deliver the required results, regardless of Internet traffic levels. If non-Community suppliers found that verification of registration numbers was impeding sales, even to the extent of imposing a one-minute delay (which is plenty to induce a customer to give up and take his or her business elsewhere), then suppliers would soon stop bothering with verification.

An alternative to on-line verification of registration numbers would be a computation which could be done on registration numbers, which would only yield a certain answer if the number were genuine but which could not practically be used in reverse, to generate fictitious registration numbers which would pass the test. This would be an extension of the check digit technique, which is already used for some registration number systems. However, something more sophisticated than normal check digit algorithms would need to be used because they can easily be used to generate fictitious registration numbers which pass the test.

One approach would be for the VAT authority issuing each registration number to encrypt the main part of the number into some extra digits using a private key. Those extra digits would be shown on the end of the number. They could be decrypted using the corresponding public key, and the registration number would only be accepted if the decrypted result matched the main part of the number. One would have to introduce longer registration numbers, to allow room to include the extra digits. That would involve system changes and would also involve changing the registration numbers of existing businesses. This would therefore not be a short-term solution.

Using a dual-key system like this to prevent false registration numbers from being created would of course not stop people from copying real registration numbers and pretending to be businesses. One counter-measure would be for information about the real business to be encoded into the registration number, so that this too could be checked. In order to avoid having to change registration numbers frequently, the information should be something that would be unlikely to change often. This would rule out e-mail addresses or codes embedded in the processors of the computers being used to make purchases. Information based on a business’s digital signature would be more likely to serve the purpose.
Since it will not always be easy to tell whether a customer is a business or a consumer, it will be very important not to impose undue burdens on suppliers. If they make reasonable efforts to determine the status of their customers, and apply tax (or do not apply it) accordingly, then tax authorities should accept the outcome. In this context, it was unfortunate that COM(2000) 349 did not state that a supplier’s obligation to verify a customer’s status would be limited to checking the genuineness of any registration number that a purported business offered. The draft directive stated that a supplier must “act with all possible diligence normally used in the commercial practice of a given sector”. The words “all possible diligence” suggest a frightening willingness to impose burdens of careful checking on suppliers who simply want to make sales. To be fair, however, the French text was slightly milder. It referred to “toute la diligence normalement de mise”.
5.4
The future of the reverse charge

Given that it is the reverse charge which threatens to create this new burden, requiring suppliers to distinguish between business customers and consumers, it is tempting to consider changing the rules so that that distinction would not have to be made. One could ask suppliers to charge VAT to all types of customer, and then say that the reverse charge applied to business customers only when, for whatever reason, this had not been done. There would be a cost for business customers: their systems would have to distinguish between supplies which had been subject to VAT and those which had not been, whereas all supplies of a given type from abroad can now be automatically subject to the reverse charge. It would also be essential for the VAT collected by suppliers to be remitted to the customers’ states promptly, so that those states could afford to refund VAT suffered to business customers. (Those business customers would in general be entitled to recover the VAT suffered, just like the VAT they suffer on other purchases.)

No such change is in immediate prospect. The reverse charge works well, so there is a natural inclination to retain it even though it is likely to create a need for suppliers to distinguish between business customers and consumers. Both the WP9 paper and the CT TAG paper clearly indicate that the reverse charge remains the favoured option for taxing supplies to business customers.

The likely future position of the European Community is less clear. On the one hand, COM(2000) 349 was based on an assumption that the reverse charge would be retained. On the other hand, the European Commission is not in general likely to favour the reverse charge mechanism, because it runs counter to the ultimate ambition of an origin-based system under which all supplies from one Community state to another are simply subjected to VAT in the supplier’s state. That is already the position for digitised products where either the customer is a consumer, or the supply is outside Article 9(2)(e) of the Sixth VAT Directive. But where the customer is a business and the supply is within Article 9(2)(e), the reverse charge applies. One cannot expect the Commission to be in favour of any extension of the reverse charge if that can be avoided. The Commission does accept that an origin-based system is not likely to be achieved in the near future: see COM (2001) 260 final: Tax Policy in the European Union – Priorities for the years ahead, section 3.1.1 (available at www.europa.eu.int/comm/taxation_customs/publications/official_doc/com/taxation/com2001260/com2001260_en.pdf). However, it remains a long-term goal.

There is a balance for governments to strike here. The reverse charge is a very effective way to bring in revenue from businesses that cannot recover all of their VAT suffered, and the amounts of VAT involved are considerable. Given that fact, the current low level of supplies of digitised products to consumers and the risks involved in allowing businesses to recover VAT which has been paid abroad and may not be passed on to the tax authority quickly, the balance of advantage for governments is clearly in favour of retaining the reverse charge as the main mechanism for collecting VAT on supplies to businesses. However, if supplies to consumers were to become much more significant, and if removing the need for suppliers to distinguish between business customers and consumers were a large enough simplification greatly to increase the efficiency of VAT collection on supplies to consumers, the balance might come to tilt the other way. 

6
Identifying the customer’s jurisdiction

6.1
Why identification is difficult

As well as finding out whether a customer is a business or a consumer, it will be important to find out which jurisdiction the customer should be linked to. That will determine which consumption tax applies. The natural tendency is to identify the state in which the customer resides, but there is a case for using the state in which the consumption actually takes place.

When selling physical goods, identifying the jurisdiction is easy. A delivery address will have to be supplied, and that address will nearly always be in the jurisdiction entitled to levy a consumption tax. But when selling digitised products, no delivery address need be supplied. Many Internet Protocol and e-mail addresses give no clue as to physical location. Even the new IPv6 (Internet Protocol version 6) addresses, which have space for much more information than the old IPv4 addresses, will not carry geographical information, although they could be made to do so. But even then, customers could use anonymising services to hide the geographical information. If a customer is asked to state a jurisdiction as part of the buying process, he or she can easily lie and there will often be no way to check. Credit card systems as currently designed are not much help in identifying jurisdiction. Finally, digital certificates could incorporate jurisdictional information, but they are not yet in common use among consumers.

6.2
Changing systems

All of these difficulties are set out in the Technology TAG paper. But the paper also recognises that existing systems could be changed (at a cost), and that while no indicator of jurisdiction is wholly reliable, several indicators are reasonably reliable. The paper also makes the very important point that although it is natural to think that the applicable jurisdiction for sales to consumers should be the consumer’s place of residence, because it is fixed, the place of residence is not necessarily the easiest thing to determine. It may be easier to determine where the consumer is at the time of purchase, for example if the consumer is using a mobile device which can be located by looking at which base stations it is communicating with.

The possibilities for systems change, and for using actual place of consumption, are clearly there. Whether it is worth taking advantage of these possibilities is a moot point. At the moment, the tax at stake in sales of digitised products to consumers is not great, but it could grow rapidly. If it is thought likely to grow, then tax authorities should be working now to get the necessary changes made because they will take a while to implement.

Tax authorities should also be prepared to pay for the work that will need to be done in the private sector. Normally, tax authorities expect the private sector to bear the cost of compliance with new laws, and they can use the force of the law to make companies comply. But here, authorities will have to deal with companies which are outside their jurisdictions. They are in the position of asking for help, rather than being able to impose their will. It is therefore not unreasonable to expect authorities to pay for the work that they want doing. Without at least some offer, there would be a risk of non-co-operation by the private sector, leading to a loss of tax revenue. A contribution from authorities could more than repay itself in increased revenue.

Tax authorities should also not expect to have any right to drive technology in a particular direction. If the Internet is twisted into a particular shape just to suit the authorities, then the efficiency losses and the brake on innovation will cost us all far more than the benefit of transferring a bit more money from the private sector to the public sector. In weighing up the costs and benefits of technological changes to suit tax authorities, we must also not forget that the gain from collecting an extra pound of tax is nowhere near a pound, because no extra wealth is created. Wealth is transferred so that it can be used for public purposes rather than private purposes, which may represent very little gain, if any. If e-commerce is taxed successfully, there will of course be the additional gain of levelling the playing field between different types of commerce, but again the benefit is likely to be a lot less than the amount of tax collected.

6.3
Imperfect information

In the short term, businesses and tax authorities will have to make do with imperfect information on the location of customers. The options include the following:

· Asking customers where they are.

· Using software to work out a customer’s location. There are several providers of such software: see, for example, www.infosplit.com, www.quova.com and www.digitalenvoy.com. The software is getting more sophisticated all the time. It may combine several techniques, such as tracing the route that a customer’s order has taken through the Internet, using databases which show who has been allocated the Internet Protocol addresses involved, and using databases which show who owns any given domain name. Another type of software which is not specifically intended to work out location, but which might come to be very useful in this role, is software which discovers how a network is being used: see for example, www.xacct.com. 

Often software determines origin, but sometimes it does not. It may fail because addresses may be allocated without regard to geography. It may also fail because customers may use anonymising software, which hides their identity. If software to determine location does come to be able to penetrate existing anonymising software, we can be sure that more effective anonymising software will be created within a few weeks.

· Seeing which site has been accessed. For example, if a company operates sites xyz.co.uk and xyz.ca, and advertises each site only in the appropriate country, it is likely that customers using xyz.ca are in Canada rather than in the UK. However, this will not always work. Many companies only use one site, and even that site may end in a generic top-level domain like .com or .biz, which gives no geographical information. In addition, some country top-level domains are used by companies which simply like the domain, without having any connection with the country. For example, .at is popular with non-Austrian companies which want domain names that appear to end in the English word “at”.

· Going by the language of the site which a customer uses. However, this will not be very reliable because a lot of languages, including English, French, German and Spanish, are each spoken in several countries.

None of these methods is perfect, but several of them could be used together to provide a reasonable level of assurance. The starting-point should be tests which can be applied automatically, because customers do not want to be troubled with unnecessary questions. Businesses could, for example, apply two tests and check that they gave the same jurisdiction, or apply three tests and accept the jurisdiction given by two of them. If the tests used all gave different jurisdictions, then the business could either ask the customer or apply a “throwback rule” under which some consumption tax administered by the business’s own jurisdiction would be charged.

Tax authorities would need to bear two points in mind in order to make this approach practical:

· Businesses should only be required to make limited efforts to establish jurisdiction. Once the two or three tests had been laid down, any business which applied them should be treated as having fulfilled its obligations. And businesses which had to ask customers for their jurisdictions would have to be allowed to accept declarations at face value, without making further enquiries, even if the declarations did not match the result of any of the automatic tests.

· A rule that the jurisdiction given by two tests out of three should be accepted could clearly be modified to “three out of five”, or any other rule of the form “x out of y”, if enough tests were available. A high value of y, expecting lots of tests to be used, would put businesses to a lot of trouble in designing systems and would increase Internet traffic levels. And the closer x got to y, the more often the automatic tests would fail to be decisive, forcing businesses to irritate customers by asking them to state their jurisdictions. The rule for tax authorities must therefore be, keep y low and keep x much lower than y. On balance, not irritating customers is likely to be more important than keeping the number of automatic tests down. “2 out of 4” might therefore be better than “2 out of 3”, because it would increase the chances of establishing a jurisdiction automatically. It would be best if businesses were allowed to resolve cases where two tests agreed on jurisdiction A and the other two agreed on jurisdiction B at random (perhaps with the probabilities being weighted by the populations of A and B).

6.4
Residence or place of receipt of products?

As well as finding practical solutions, tax authorities should consider the more fundamental question of what they are after in trying to identify a jurisdiction. The general tendency is to base taxation on a consumer’s place of residence, or on a business customer’s place of business. The place where the products are actually received could also be used. Indeed, this last option must look tempting in view of the fact that the actual place of receipt of digitised products may be easier to determine than the place of residence or of business.

Whatever definition of “jurisdiction” is chosen, it should be a single definition for all types of digitised product. It should also ideally be the same for business customers and consumers. This would simplify processes by allowing type of customer and jurisdiction to be determined independently. It would mean that any errors in identifying the type of customer would not risk leading to errors in jurisdiction. And if both business customers and consumers were ever to be taxed in the same way, for example by abolition of the reverse charge procedure, it would ensure that the jurisdiction rules did not generate an ongoing need to distinguish between types of customer.

Having made the point that a single definition would be helpful, this paper will not prescribe the right answer. Instead, here are a few thoughts:

· If one definition would be a lot easier to operate in practice than the others, that easy one should be used. Even if the harder ones produced a fairer or otherwise better result in theory, it would not be worth imposing the extra burden on businesses. Customers would end up bearing the additional cost.

· International agreement would be essential to prevent double taxation and unintentional non-taxation. If one jurisdiction operated a residence basis, and another operated a “place where received” basis, the same sale could easily be taxed in both jurisdictions or in neither. Of course in practice there would be some tie-breaker rule to resolve such cases in favour of one jurisdiction or the other, but businesses should not be forced to operate that rule on each sale (especially if they were not allowed simply to pick a jurisdiction at random but had to make further enquiries). Nor should they be exposed to complaints from the tax authority which lost under the tie-breaker rule that the rule had not been operated properly.

· It may be worth considering what the rationale of a consumption tax is, to help to choose between definitions of “jurisdiction”. It is tempting to think that the ideal is to find the actual place of consumption, and that residence and place of business are mere proxies for the place of consumption. The rationale of the tax might however make residence or place of business not just a proxy, but the right place. An income tax with a full deduction for amounts saved and full taxation of amounts spent is a consumption tax, but one would naturally expect it to be linked to residence because that is the norm for taxes on income. So perhaps a tax levied on individual sales should also be linked to residence. Having said that, if we did take residence or place of business as reflecting the rationale of a consumption tax, we would run the risk of needing residence tie-breakers (to deal with cases where someone appeared to be resident in two jurisdictions) and rules on what constituted a permanent establishment (a business establishment which should be taxed where it exists). These issues arise in the context of taxes on income and profits, where they are a source of substantial difficulties. It would be understandable to want to keep consumption taxes free of these issues if at all possible.

7
Calculating the tax

The key to getting tax calculated correctly is not to make the calculations simple, but to make the required inputs simple. If human beings have to make decisions and input those decisions, or if the inputs of current tax rates are out of date because someone working for a tax authority has been slow to update an online database, then the answers will be wrong.

This matters much more than simple calculations. Simple calculations are a good thing because they make the taxing process more transparent, and therefore make business and political decisions easier. But if we focus on purely administrative concerns, it would be acceptable to have a tax calculation formula which adjusted for the time value of money between making a sale and paying the tax authority, which applied rates varying with the time of year for seasonal goods, and which did any number of other things: where e-commerce is involved, computers will already be in place to handle the calculations.

Human fallibility is the problem that we must address. People do make wrong decisions, and they do forget to update databases. Here are a few suggestions to minimise the risks:

· Each jurisdiction should use one tax computation formula and one set of parameters, applicable to all sales of digitised products. There should be no need for businesses to consider whether their products fall into one category or another. Different classifications for different digitised products must be eliminated, because otherwise each product would need to be coded as “category 1 if sold to jurisdiction A, category 4 if sold to jurisdiction B, category 2 if sold to jurisdiction C” and so on. People categorising products would make mistakes, and changes in categories would be overlooked or mis-interpreted.

· All the information for all jurisdictions should be kept on one easily accessible website, in the same format for all, and that format should allow easy downloading into tax computation programs.

· Tax rates will of course change, but all changes, for all jurisdictions, should take effect from the same day each year (for example 1 January), and the database of new rates should be made available at least two months in advance. This would allow businesses to get their updates at a regular time each year, and it would reduce the risk of businesses using out-of-date rates. Prescribing a day on which rates would change might seem to be an unacceptable interference in the budgetary processes of states. But if states want businesses to co-operate, they must be prepared to put themselves to some inconvenience in order to help businesses. Similar concerns about the need to help businesses are reflected in the streamlined sales tax proposals in the United States (see www.streamlinedsalestax.org). Those proposals, which are aimed at making sales taxes simpler for businesses, require participating states to give advance notice of changes in tax rates and only allow new rates to take effect from the first day of a calendar quarter (Streamlined Sales And Use Tax Agreement, approved 22 December 2000 and amended 24 January 2001, article 308).

8
Collecting and remitting the tax

8.1
Ways to collect and remit tax

So far, this paper has focused on establishing that there is a tax liability, and computing it. But in the end, tax authorities want to see money collected from businesses and remitted to themselves. Likewise, businesses which do pay taxes are interested in seeing that their competitors also pay taxes.

Five main methods are set out in the WP9 paper. They are as follows:

· Self-assessment/reverse charge. Customers account for tax on their purchases. This works well for business customers who are already registered for consumption taxes in respect of their own sales, and are therefore monitored by the authorities, but it is hard to see it working for consumers. Having said that, states of the United States still believe that it is worth asking consumers to account for tax on their purchases made outside their home states. Some of those states require an account of purchases to be given on the consumer’s personal tax return, in the hope that the solemnity of declaring that a tax return is correct will encourage consumers to be honest. This approach is unlikely to work well. It might work for e-commerce if consumers thought that the authorities had effective ways of monitoring all Internet traffic: that is, if consumers all feared that Big Brother was watching them. But it would not be long before consumers realised that even governments did not have the resources to police the Internet’s vast volume of basically innocent traffic.

· Registration of non-residents. Each business would register with the tax authorities of the jurisdictions in which it had customers, and would account for tax to those authorities. This method fits smoothly with the existing arrangements for administering consumption taxes. It also has a parallel in some existing arrangements. For example, within the European Community, a business in member state A which makes substantial sales of goods by mail order to consumers in member state B must register with the tax authorities of B and account for VAT, at B’s rate, on the sales, under the distance selling rules. The main concerns about the registration of non-residents are that businesses may have to deal with a wide range of tax authorities, and that a tax authority will have no way of forcing a business with no assets in the authority’s jurisdiction to register, unless other authorities will co-operate to force registration. Furthermore, the distance selling rules are not generally thought to work perfectly, so they may not be the best example to follow.

· Tax at source and transfer. This method addresses the two main concerns with registration of non-residents, by making businesses register with their own tax authorities and account for overseas tax to those authorities. The authorities collecting the tax would then transfer it to the overseas authorities. Each authority can force registration on businesses within its own jurisdiction, and most businesses would rather deal with one authority (especially their own authority) than with several authorities. The biggest obstacle to this approach is likely to be the difficulty  of getting tax authorities to be enthusiastic about applying foreign tax laws, for the benefit of other jurisdictions. It would be tempting to allow each authority to keep a percentage of the revenue it collected on behalf of others, but that would lead to the danger of authorities bearing down too harshly on businesses, in order to extract the maximum possible tax.

· Collection by trusted third parties. This is like tax at source and transfer, except that a commercial organisation rather than a tax authority would deal with businesses. One organisation could offer to act on behalf of the tax authorities of a large number of countries, so that a business, which might be established in many countries, would only need to deal with one, or a few, trusted third parties to cover sales from any of its establishments to customers anywhere in the world.

· Technology-based solutions. Technology can, and should, be used whatever approach is chosen. The term “technology-based solutions” is applied primarily to solutions which make computing and paying tax completely automatic: software ensures that there is no escape from paying. For example, a consumer’s computer could contain software which would automatically compute tax on every purchase and send it from the consumer’s bank or credit card account to the tax authority’s bank account. Businesses’ computers would check that the software was present and functioning before agreeing to a sale. Businesses’ tax authorities would force businesses to make these checks. This approach is, from the point of view of tax authorities, ideal. It is probably the only way to make self-assessment by consumers practical. But it raises serious questions about the interference of tax authorities in consumers’ computers and transactions. And of course the tamper-proof software which the WP9 paper optimistically refers to (in paragraph 52) would not really be tamper-proof.  Hackers would relish the challenge, and would quickly find ways to disable the software on consumers’ computers while leaving businesses under the impression that it was still functioning.

The best method in the short term may not be the best method in the long term: new technology may change our preferences. But we can be sure that the guiding principles must be, keep it simple and make it automatic. Complexity puts businesses off, and will lead to their withdrawing co-operation. And human beings are too precious a resource to spend on the routine administration of amounts of tax which are individually small.

When we test each method against these principles, we find that each principle answers a different question. The need for simplicity gives us some guidance on who should be registered for tax, and with which authorities. The need for automation makes it clear that any feasible solution must be technological to a high degree. The WP9 paper says (in paragraph 53) that technology could support any part of the overall compliance model. But one could go further and say that technology-based solutions should not be seen as a separate class of solutions at all. They are simply ways to make it easy for taxpayers to account for tax and ways to give tax authorities confidence that they are collecting the right amounts of tax, given the legal relationships between taxpayers and authorities which have been selected.

8.2
The choice of legal relationships

If simplicity is the guiding criterion, as it should be, there must be a strong case for trusted third parties. A business really wants to deal with as few external bodies as possible, and also wants to deal with bodies which have a good commercial reason to be helpful. If a business only needs to deal with one third party, but can choose between several competing third parties on the basis of quality of service, that is likely to produce the best outcome all round.

It is worth looking at the paper given by Terry Hawes of the UK Inland Revenue at a conference in Montreal in June 2001. Its title is Tax information on the web: the road to maturity, and the slides are available at www.ae-tax.ca. The paper is not specifically concerned with consumption taxes, but the approach it suggests is both relevant and commendable. The paper encourages tax authorities to allow third parties to keep tax data (in a secure form) rather than submitting all the detailed information to the authorities. It points out that the authorities only need the tax due and the right to inspect the detailed information where there is a risk that the final figure of tax due is wrong. The author is right to call this the road to maturity. Tax authorities should accept that they do not need direct control of everything, and that third parties really can be trusted.

The legal relationships between businesses, third parties and tax authorities would need to be correctly structured. The CT TAG paper, Annex III, paragraph 40, envisages that they would take over businesses’ liability to pay tax. In the authorities’ eyes, the third parties would stand in the shoes of businesses. A business would discharge its liabilities by reporting transactions to the third party and passing on the money to pay the tax. The third party would then deal with the tax authorities, and businesses would be completely isolated from those authorities. That sort of chain of separate relationships, one relationship between each business and its chosen third party and another relationship between the third party and each tax authority, would be best. It would keep the lines of responsibility clear, and it would ensure that each business only had to deal with one external body. Adding direct relationships between businesses and tax authorities would not be helpful.

Tax authorities would need to resist trying to turn third parties into surrogate fiscal representatives. Fiscal representatives are required by some states, for foreign businesses trading in those states. The representatives deal with the tax authorities, and are fully responsible for the foreign businesses’ tax debts. The business view is that a requirement to appoint fiscal representatives is a real impediment. No-one wants to take on tax liabilities for businesses over which they have no control unless a large fee is offered. Businesses do not want to pay such fees, nor do they want to be liable for the actions of their representatives. In the European Community, obligations to appoint fiscal representatives are being removed. That is the right direction to go, and e-commerce must not be made an excuse for reversing the trend.

Likewise, companies should not normally be required to give security against future tax liabilities in return for the right to make supplies. The power to require businesses to give such security, which may take the form of bank guarantees or cash deposits with tax authorities, does exist in many jurisdictions. But it is a real impediment to commerce to require businesses to pay consumption taxes, or to pay for guarantees, before they have even made sales.

8.3
Sharing work between businesses and third parties

Finally, third parties are unlikely to take over all the tax compliance work of the businesses which use them, although they might do so. The reason is that when a customer places an order, he or she wants to see an on-screen tax-inclusive price immediately. A third party could be brought in here, with the order being transmitted from the business to its third party and a value for the tax being returned instantaneously. But given the fact that every link in a communications chain increases the risk of the chain breaking, it would probably be more practical for businesses to use their own software to compute the tax on each transaction. Systems to do this are already available: see for example www.taxware.com and www.esalestax.com.

Different businesses would want to keep different proportions of the work in-house. If most of the work was kept in-house, then third parties would be significant primarily as providing single points for world-wide registration, and as forming legal liability buffers between businesses and tax authorities. (Third parties would form buffers in the sense that businesses would have obligations only to the third parties, and only the third parties would have obligations to the tax authorities.) Indeed some of the computer systems on offer will do everything that a third party could do, except act as the legal buffer. If most of the computational work were handed over to third parties, then they would become of greater practical significance in addition to their legal significance. The choice of how to use third parties should be left up to the market: each business should decide what it wants, and what it is prepared to pay for. Tax authorities should not impose a decision, because that would lead to something other than the most efficient outcome.

9
Verification

Tax authorities naturally do not trust every business they have to deal with. They need to verify that the correct tax has been paid, and a leading way of doing so is to conduct tax audits: full inspections of businesses’ systems and transactions. However, the basic principles of good tax audits do not change just because e-commerce is involved. There are three classes of business, and the impact of audit on each class should be very different:

· An honest business which gets practically everything right should be troubled as little as possible. Businesses which are not positively identified as risky should not suffer audits at all in most years. When such a business is audited, the methods used should allow the tax authority to establish as quickly as possible that the business is unlikely to have made significant errors, whenever that is the case. If that is established, the audit should stop.

· An honest business which makes an above-average number of mistakes should have the cause of the mistakes identified, and should be offered advice on removing the cause. A reasonable financial settlement should be agreed in respect of past mistakes, but heavy penalties should not be imposed.

· A dishonest business deserves a very hard audit, and no sympathy. But businesses should not be presumed to be dishonest without good reason.

In the context of e-commerce, the main change needed is for authorities to come to have complete confidence in electronic records. Most officials accept this, but some do not. Indeed, there are still tax authorities which have so little confidence in electronic records that they insist on paper copies of invoices. Some also insist on a single sequence of serially numbered invoices, even though several computers may be issuing invoices at high speed, so that the only practical approach is to allocate each computer a block of invoice numbers to work through and that makes a single sequence in time order impossible to maintain.

Official requirements like these must be ended. It is totally unacceptable for tax authorities to have so little grasp of the available technology that they feel the need to impose huge administrative burdens on businesses. Most tax authorities are not like that, but some are. Even within the European Community a directive is having to be prepared to require all tax authorities to accept electronic invoices. (To be fair, the directive is not just about that. It also seeks to standardise the contents of invoices.)

To give an idea of the available technology, it is perfectly straightforward to time-stamp records of transactions in such a way that they cannot be altered later without the alteration being detectable. This is far more secure than paper records, which can easily be altered after the event.

It is also important for tax authorities to respect the concerns of businesses about their computer systems. If a tax authority taps into a business’s computer, the authority can accidentally corrupt records, introduce viruses or create security loopholes. These concerns are not new, of course: they arise for any computerised business. But when the computer holds the only record that has ever existed of transactions, and when it holds a large quantity of customers’ credit card numbers which must be kept secret, concerns are likely to be heightened. Tax authorities might also, in working through businesses’ computers, come across information to which they were not entitled.

So the main message to tax authorities on audit is to ensure that all audit staff fully understand the technology and what it can and cannot do. That way, staff will know when to trust electronic records, and when they should respect businesses’ requests not to go into their computer systems in particular ways. It does mean recruiting staff who are highly skilled, and therefore expensive. But that will pay off, both for authorities and for businesses, in audits that are more efficient.

10
The way forward

While e-commerce has had its ups and downs, it is not going to go away. Once the major companies with established reputations and deep pockets get involved, it really is going to change the way the economy works. And sales of digitised products to consumers, while they may be only a trivial part of the world economy today, could grow very quickly.

Tax authorities therefore need to work out their approaches now. And what is more, their chosen approaches should be ones which will last. Businesses never really like to spend money on tax compliance. They certainly do not want to spend money on installing compliance systems which will become redundant within a few years because tax authorities change their minds. With consumption taxes on e-commerce, the cost of such changes could be very high. This is because the nature of the problem means that solutions are likely to involve software changes deep inside e-commerce systems. Tax compliance software will not be a separate module that can be bolted on to the outside of a company’s system and changed quickly and easily.

It is important for tax authorities to move forward together. Businesses need to be brought on board, not dragooned into changing their systems. And businesses are far more likely to co-operate if they can see that most tax authorities are approaching the issue in the same way. If authorities can manage that, then what a business does to satisfy one authority will be good enough to satisfy others too. In addition, the risk of double taxation will be reduced.

Both the European Community and the OECD need to build a consensus in order to make progress. That is good: tax is too important to national sovereignty to make it acceptable for some states to impose their will on others. But it does mean that progress can be slow. Different states have different interests, and it is all too easy for state A to believe that state B’s proposals are intended to give B a competitive advantage over A.

In seeking to build a consensus, we should give serious consideration to the approach being used to implement the streamlined sales tax initiative in the United States. The United States constitution is very clear: neither the Federal Government nor a majority of states can impose sales tax rules on individual states. But getting full agreement between 50 states and a federal district would take a long time. So a model proposal has been put on the table. (In fact there are two model proposals, which is unfortunate, but that does not affect the principle of the decision-making process.) Each state can decide individually whether to adopt the proposal. So far, 16 states have passed legislation and another 16 are involved in the project. We can expect a snowball effect: once a large number of states sign up, others will do the same because they will not wish to be seen as unfriendly to business.

This kind of approach, avoiding compulsion but allowing some states to move faster than others if they wish to do so, may well be the best way forward for the OECD. It does require a clear, specific and high-quality proposal to be put on the table, otherwise states will want to wait until something better comes along. But that is a condition for progress whatever the decision-making process.

The streamlined sales tax approach would however be difficult to apply within the European Community, because VAT is pretty much the same in all member states, governed by a single set of rules, the Sixth VAT Directive. This makes it very difficult for some states to move forward ahead of others.

But we should not be gloomy. There are plenty of good ideas around. If tax authorities can keep in mind the need to find solutions that are business-friendly, they will be able to find ways forward.

PAGE  
1

