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European Commission Releases E-Commerce, VAT Working Paper

     The European Commission directorate general for indirect taxation released a working paper dated June 8 on how to apply existing community tax law to safeguard VAT revenues and to encourage the development of e-commerce.



HARMONISATION OF TURNOVER TAXES





====== SUMMARY ======

     The European Commission directorate general for indirect taxation released a working paper dated June 8 on how to apply existing community tax law to safeguard VAT revenues and to encourage the development of e-commerce. (For prior coverage, see Tax Notes Int'l, July 5, 1999, p. 38, or 1999 WTD 124-1, or Doc 1999-22301 (3 original pages).)

General VAT

     The importance of VAT revenues in the European Union is shown by these figures: member states earn 20 percent of their revenues from VAT, while the European Union relies on VAT for 44 percent of its own budget. The Commission's working paper tries to guarantee these revenues will not disappear in the e-commerce age.

     The European Union has a long-term goal of removing tax barriers between and among member states. The Commission studied VAT system proposals to achieve this goal in 1987, and the goal is still vital in 1999 with e-commerce on the scene. The EU Taxation Policy Group began in-depth work on VAT and e-commerce issues after the Fall 1998 OECD e- commerce conference in Ottawa. The Commission is already working with business groups to study the impact the EU VAT system may have for businesses.

E-Commerce and Business

     The Commission's discussions include the possibility of setting up a system for business-to-business VAT charge authentication and payments. In other words, EU businesses would keep track of who provided what services and goods to whom. This approach suggests EU businesses would have available a new online VAT status verification procedure.

     The new EU approach to VAT may include new requirements for member states' tax administrations, including that they have up-to- the-minute information on the status of their national traders and that they are able to share this information electronically.

     It may be that the European Union will set up a threshold, below which businesses would not need to register for the VAT. This idea presents problems for e-commerce businesses, however, which could subdivide into many different units, all doing business profitably on the Internet, but none of which grosses enough to make the threshold.

     The question exists whether article 9.1 of the Sixth VAT Directive will continue in effect. Article 9.1 excludes traders outside the European Union, who are supplying EU customers, from imposing EU VAT. In the age of e-commerce, this exclusion would give a big incentive to Europeans to shop outside Europe.

     The working paper includes suggestions for changing article 9.1. If there are obligations on non-E.U. traders, those rules will need to be as straightforward and simple as possible so that the European Union will not be accused of extraterritorial reach in the administration of its tax laws.

E-Commerce and Private Consumers

     EU VAT law relies on assessing the tax on the consumer who walks in the store and makes the purchase. Now, the definition of consumption may become key, because in the electronic marketplace it may not be straightforward who is the consumer of a product or service.

     The proposed VAT and e-commerce policy would require EU traders to know these items about the final customer: the customer's tax status and jurisdiction, the rate of tax to charge, and to whom a trader is responsible for the tax. Banks and credit card companies may need to get more information on customers to learn the customers' tax jurisdiction.

     Asking consumers to calculate their own VAT will probably not be feasible because of the complexity of VAT and the number of consumers (in comparison to the smaller number of businesses).

Conclusion

     The working paper points out that while the Commission does not want to impose new taxes on e-commerce business, it does plan to impose on e-commerce those taxes already in the books.





====== FULL TEXT ======

                         EUROPEAN COMMISSION

                       DIRECTORATE-GENERAL XXI

                        Brussels, 8 June 1999

                         WORKING PARTY No 1

                   Harmonisation of turnover taxes

                      -------------------------

                            Working paper

ORIGIN: Commission

SUBJECT Indirect Taxes and e-commerce

1. INTRODUCTION

     1.1. Guiding principles

     The Commission's approach to the question of taxation of e- commerce has been motivated by two factors - protection of tax revenue and ensuring that the development of e-commerce in the E.U. was not hindered by a distortive or disadvantageous tax regime. VAT accounts for nearly a fifth of Member States' tax receipts and, as an own resource, for 44% of the Community budget. It is understandable that the Commission would wish to protect the integrity of that revenue, particularly given its responsibility for the VAT system. It would be wrong however to address e-commerce solely in the context of a downside risk. The level of taxable activity is probably modest at the moment but the Internet has the capacity to become a major economic thoroughfare and wealth generating engine. It is essential that European business is at the front of this process and is not hampered either by uncertainty about the future tax regime or by tax rules which fail to give a level playing field.

     On the basis of the analysis contained in the working paper "Interim Report on the implications of e-commerce for VAT and Customs" /1/ which was prepared for a previous meeting of Working Party No1, the Commission set out broad guidelines for the taxation of e-commerce in June of 1998. /2/ Finance ministers in ECOFIN agreed on the underlying principles and that these should form the basis of a consistent Community input to the OECD conference in Ottawa.

     These guidelines continue to form the basis of the Commission's work on taxation of e-commerce. The key points (for the purposes of this note) provide that:

     * no new or additional taxes need to be considered at this stage

       and that, in the field of indirect taxes, all efforts should

       be concentrated on adapting existing taxes - specifically VAT

       - to cope with the developments of e-commerce;

     * a supply that results in a product being placed at the

       disposal of the recipient in digital form via an electronic

       network is to be treated, for VAT purposes, as a supply of

       services;

     * services supplied for consumption within the E.U. should be

       taxed within the E.U. and those supplied for consumption

       outside the E.U. should not be subject to E.U. VAT but

       deduction should be allowed on related inputs.

     The tax system should also provide legal certainty, simplicity and neutrality. This latter objective was defined as follows:

     - the consequence of taxation should be the same for

       transactions in goods and services regardless of the mode of

       commerce used or whether delivery is effected on-line or off-

       line.

     - the consequences of taxation should be the same for services

       or goods whether they are purchased from within or from

       outside the E.U.

     In the aftermath of the Ottawa conference (where the agreement reached on consumption tax issues followed the aforementioned guidelines), the Commission asked the E.U.'s Taxation Policy Group (composed of ministers or their senior personal representatives) to consider how the Community should make progress. The response from participants was to agree that the most effective contribution which Europe can make to the international process would be to develop a coherent methodology to make VAT function in the world of electronic business. This should involve a common position based on practical solutions, developed in close contact with the European business community and that the Commission and the Member States should work closely together towards this objective.

     In December 1998, the Commission put a programme to the Directors General of Customs and Taxation whereby the Commission would work together with the national administrations with the objective of preparing a report on the options for making progress to the VAT No 1 Working Party in mid 1999.

     As part of this programme, the Commission is also committed to removing administrative barriers to the growth of e-commerce caused by existing tax regulations. This has led to a comprehensive study of all invoicing requirements (whether generated or transmitted by traditional or by electronic means) to evaluate the possibilities of removing administrative barriers in this field. Autumn 1999 will see the completion of this stage of the work and the Commission will then consider the measures needed.

     Although the key fundamentals for policy on applying VAT to e- commerce are clear, there remains the need to agree upon the tools needed (by both tax administrations and taxpayers) to put this policy in place. The purpose in this working paper is to put forward, as a basis for consultation and debate, some options on how this gap might be bridged. The Commission does not believe that any useful end will be served by deferring this process or by leaving e-commerce outside the coverage of the VAT system until answers can be found to all the questions. In particular, it is difficult to see any merit in the argument that e-commerce requires a period of relief from taxation in order to develop to its full potential. The best contribution which tax administrations can give to the development of this new paradigm in business is to set out clear, precise and predictable rules about the future tax regime so that operators know exactly what is required from them.

     The changes needed to achieve these objectives involve addressing questions to tax administrations and to business. Both parties have an interest as stakeholders in e-commerce and this working paper addresses matters which have implications for each of them. The Commission is committed to continued dialogue on how these should be resolved and comment on its contents is therefore invited.

     1.2. Consultation with business

     To facilitate the process of consultation with business, DG XXI brought together over 100 key business representatives for a Round Table on the options for the E.U. VAT system on January 13th, 1999. The basis for discussion was a "non-paper" setting out some possible approaches to charging VAT on e-commerce (and indeed international services in general). /3/ Reaction from business was positive with general acceptance of the need for the E.U. to spell out its priorities and to bring them to the international debate. The message from business was that they need a clear, simple and predictable tax environment which provides a level playing field for all operators. A priority must be to resolve concerns that uncertainty about tax obligations might prove a major impediment to the development of e- commerce.

     A direct and significant outcome of the exercise was the establishment of a number of business led groups with the aim of focussing discussion on the future tax system. The Commission will continue to meet with these groups to hear their reactions to the various options which have been identified and to consider and debate the contributions from the private sector.

     1.3. Objective

     The intention of this paper is to set out the options for a compliance model and the associated legislative changes as well as the questions to be addressed by stakeholders. It is intended as a contribution to a dialogue on the future tax regime with all parties being offered the opportunity to help in reaching a common objective.

     For businesses involved in e-commerce, and for their advisors, the message from tax administrations is that existing taxes can and will be applied. The only question is how. It is inconceivable that today's tax environment - which both favours non-E.U. e-commerce and threatens E.U. tax revenues - will remain forever. The potential for tax loss is too great and the distortive effect will deflect the benefits which might otherwise accrue to European economies.

2. BACKGROUND

     The taxation rules currently in force do not take account of technological progress in the delivery of services and changes are necessary in order to prevent loss of tax revenue and distortion of competition resulting from the current legislation. The current rules of the 6th VAT Directive will not guarantee the objective of taxing services supplied for consumption within the E.U. and of supplying services for consumption outside the E.U. free of E.U. taxes.

     The Commission is committed to continue working with the Member States and to co-operate with business representatives in identifying and implementing solutions to the taxation of e-commerce. There is a recognition that these raise questions which concern not simply the external interface of the common VAT system but will also involve legislative and operational changes in the existing VAT system which will have fundamental implications for the way in which this system functions in the future. Any change in the rules concerning the place of supply for services may well have to address all services which can be delivered electronically, recognising at the same time that the taxation consequences should be the same whether delivery of the service is effected on-line or by traditional means.

     The proposals for an E.U. VAT system put forward by the Commission in 1987 were predicated on the removal of fiscal barriers resulting in intra-Community transactions being dealt with in the same way as domestic transactions and this long-term objective remains. The destination rule introduced as part of the transitional arrangements applied only to intra-Community transactions of a commercial nature between persons identified for VAT purposes and private individuals, except for certain clearly defined exceptions /4/, have complete freedom to purchase tax-paid anywhere in the Community without any further tax liability being incurred when they move the goods from one Member State to another. This is one of the landmark achievements of the Single Market and it is inconceivable that the development of new ways of acquiring consumer merchandise should detract from this.

3. OPTIONS FOR COMPLIANCE

     3.1. Overall approach

     The "non-paper" referred to earlier set out three possible ways in which the application of the 6th VAT Directive /5/ might be modernised.

     The first of these was to develop an import/export scheme for e- commerce services similar to the existing rules for goods. The main drawback of such an approach is that it carries virtually no possibility to exercise control over a private consumer or where a non-E.U. operator opts for non-compliance. Moreover, as such services cannot be readily detected when crossing the Community's external border, it would be necessary to define when they are deemed to be imported or exported for consumption. Linking the taxation of services to the supply of goods would also risk giving rise to a perception that another internal distance selling regime (this time for services) was being considered. The distance selling regime for goods already gives rise to control concerns (not least because of the possibility of on-line ordering) and the Commission can countenance no diminution of the Single Market principle that private individuals can purchase (tax paid) in the Member State of their choice.

     A combination of the second and third options using the reverse charge as the basis for business to business transactions and imposing a registration obligation on operators supplying to E.U. private consumers would seem to offer a more realistic approach. Neither would represent a radical departure in terms of tax administration and would be in line with the policy of making existing taxes work before considering more radical alternatives. It would also have the advantage of using existing mechanisms which would be accessible to businesses who wish to operate within a compliant framework. Neutrality considerations would seem to indicate that any registration scheme would have to include all suppliers of services irrespective of the means by which it is delivered.

     3.2. Business to business

     There has been a working acceptance in the debate so far that the basic principles mean that a reverse charge type mechanism will apply to business to business transactions whilst suppliers will charge and account for tax on supplies to private consumers. To achieve this, the first requirement will be the availability of a dependable mechanism which will enable a supplier to distinguish between VAT registered businesses and private customers.

     Although this is not a feature of current e-commerce models, there are reasonable expectations that this can be resolved. This is likely to involve dialogue between e-commerce businesses, tax administrations, infrastructure providers and authentication bodies. The proposed Directive on a Common Framework for Electronic Signatures /6/ allows for an independent certification process which can include details of VAT registration. Implementing such a system - effectively an electronic VAT status verification procedure - would in effect involve an extension of the existing VIES /7/ system and the way in which tax administrations make details of VAT registrations available to include transactions involving services. Authentication is generally accepted as a key to generating the trust needed for e- commerce to flourish and there is no technical reason why this should not extend to tax status. It will not happen however of its own accord and tax administrations need to be clear that this will be an element in the compliance system and that they will take the necessary steps to facilitate it. This question should be central to the next stage of the dialogue between business and tax administrations.

     In order for business-to-business e-commerce transactions to continue to attract zero rating, the tax status of the customer needs to be ascertained. The supplier must therefore be able to satisfy two main conditions:

     * the supply must be made to an eligible person with the

       necessary VAT status in another Member State, and

     * some form of auditable and independent evidence must exist to

       prove that the service has been supplied for consumption in

       another Member State.

     Effectively, this means that the supplier must have confirmation that his customer holds a valid VAT identification number in another Member State and the electronic record of the transaction must hold sufficient evidence to prove that the recipient is established in the country identified as the destination for electronically transmitted service.

     The acquirer of the service will then, on the basis of the supplier's (electronic) invoice be required to account for the acquisition by declaring the VAT on their next periodic VAT return, simultaneously claiming deduction if so entitled. The rules on the rate of VAT applied and the value for tax purposes would be the same as those applied to similar domestic acquisitions of services.

     Currently, traders access to the VAT identification number verification system is for the most part via national administrations who will give only an affirmative or negative response to an enquiry as to whether a particular VAT number is valid or is correctly associated with a specified name and/or address for a given date.

     These obligations are set out in Article 6 of Regulation 92/218/EEC. It provides that such information should be provided "without delay" between tax administrations. The intent is that Member States must ensure that their traders have access to a facility to confirm the VAT status of their intra-Community customers (and this will now need to encompass services). In addition, tax administrations may themselves check on the accuracy and integrity of their traders procedure who have made intra-Community supplies at a zero rate.

     E-commerce transactions generally take place in the context of an on-line real-time interface between the buyer and the seller. Imposing administrative requirement or obligations which do not respect this reality can only be construed as an obstacle to the growth of e-commerce. The Commission and the national tax administrations will therefore have to consider the measures necessary to ensure that the means necessary to verify the authenticity of the VAT status of their customer is made available at the point of an e-commerce transaction.

     This could be achieved through either of two paths. In the first instance, tax administrations may consider facilitating a more open and direct form of confirmation of VAT status which would permit a trader, no matter where located, to obtain immediate electronic verification from the administration in question of the information supplied by a customer. /8/ This could be either from the tax administration which has issued the number or from a centralised data base operated jointly by, or on behalf of, all 15 administrations. If the transaction is to proceed in an unhindered fashion, this confirmation should be available within the same time span as the processing of the transaction would otherwise require.

     An alternative approach would be to delegate the VAT status confirmation procedure to a trusted third party acting as a provider of authentication services for e-commerce generally. This effectively transfers the responsibility to business and the methodology, conditions and obligations would all need careful consideration. The uses of digital signatures and their underlying certification procedures continue to evolve but it seems clear that independent authentication will be a central element in e-commerce. Harnessing this procedure for tax administration purposes could be seen as creating a link with sound business practice. Encouraging the general inclusion of details of tax status as part of an authenticated information profile which is exchanged in an e-commerce transaction would achieve fiscal control objectives without imposing additional burdens on business.

     In seeking to reinforce a tax system such as VAT, where the tax status and location of the parties to a transaction are key elements in the taxing decision, tax administrations must recognise the changing patterns of business and reassess their approach accordingly. The convergence of technologies and the explosive growth in Internet based commerce means that business transactions are taking place much more rapidly today than in the recent past. Heretofore, tax administrations have approached the question of validating VAT numbers in a manner which reflected a wish to retain maximum control over the system and to avoid the questions concerning confidentiality which a more centralised system might pose. There is an inevitable source of tension between continuing with this approach and facilitating the unhindered development of electronic business. Tax administrations must accept that they have a role to play in facilitating the availability of the information which is needed to achieve compliance.

     In the longer run, if secure and reliable systems for electronic authentication are developed for electronic communication between businesses that guarantee the integrity and reliability of both the contents and the parties to a transaction, the continued usefulness of depending on the reverse charge mechanism, at least in so far as intra-Community transactions are concerned, may be called into question.

     3.3. Private consumers

     In respect of sales to private consumers (or in effect all customers who are unable to establish that they are businesses registered for VAT), the technical questions outstanding remain problematical even if the objectives are clear. In order to ensure taxation in the jurisdiction of consumption, some means of identifying the non-registered purchaser with a fiscal jurisdiction for taxation purposes will be required. Although some might argue that the starting point for resolving this is to try to arrive at an acceptable international definition of consumption, it may be ultimately more realistic to consider measures which are currently attainable (if not exactly available) and which might give an acceptably dependable approximation of consumption for purposes of tax administration.

     In comparison with business-to-business transactions, sales to final consumers are more likely to be "ad hoc" in their nature with only the minimum exchange of information needed to complete the transaction. The supplier and customer are less likely to be directly known to each other or have a permanent business relationship. It would of course be open to tax administrations to simply place an obligation on taxable persons to require their customers to supply their names and addresses. In practice, the nature of trading on the Internet would mean that this would be equivalent to asking the customer to opt on to whether or not he wishes to be charged tax unless there is some other proof of location. It is essential therefore that the information on which a taxing decision is based can be independently sourced or verified. Businesses operating in e- commerce must recognise from the outset that they will need to include in the development of their sales protocols, the ability to compute and collect taxes on the basis of the customer's location. This inescapable fact needs to be taken on board by their professional advisors and by those involved in the development of the operational systems which enable e-commerce to function. Subscribing to the fundamental working objectives for VAT on e-commerce - existing taxes to apply with electronic deliveries to be treated as services and taxation in the jurisdiction of consumption - carries an implication that the methodologies and business practices within which business functions will develop in a way which allows for the achievement of these objectives.

     This may be possible by using one or more of a number of intermediaries to the transaction who will in most cases have access to more details about the participants. As things now stand, however, these intermediaries do not need to reveal or release this information in order to facilitate a transaction.

     These intermediaries fall into three main groups - those concerned with the Internet names and addresses (DNS and IP systems), those who provide and operate the networks and finally those involved in providing banking and payment systems. The DNS and IP systems would seem to offer limited possibilities in terms of securely identifying a consumer with a taxing jurisdiction at the time a transaction takes place. /9/ The information held or handled by service providers generally varies considerably and it is currently difficult to identify specific opportunities for tax administration purposes. This may however change and it is possible to envisage a situation where a system which provides lists of e-mail address holders segregated geographically intended as, say, a marketing tool could also serve as an approximation of the jurisdiction of consumption for tax purposes.

     Payment system providers (banks, credit card companies, electronic cash systems etc.) are central to any commercial electronic transaction. At the moment, their information and value flow systems are geared towards enabling a supplier to identify a potential customer with a source of funds and, as part of a transaction to effect the necessary transfer of these funds. In order to secure the integrity and confidentiality of their systems, the flow of data is restricted to the minimum needed for the process. (For instance, the supplier may not necessarily have access to the customers' full credit card details but simply receive confirmation that the card is valid and good for the amount needed for payment.) What might be needed therefore is that suppliers make it known to their payment system providers that they will need some additional information about their customers in order that they can comply with their own tax obligations and to assign the customer to a tax jurisdiction so that the correct tax can be charged.

     This could be resolved by simply transmitting an indication of a "jurisdiction of origin" based on information held on the customer and which would operate as an approximation for determining where consumption is deemed to take place. It could be any one, or combination of the following:

     * billing address for the card or other payment mechanism;

     * jurisdiction of location of the bank where the account is held

       or which has issued the card;

     * in the case of a smart card incorporating a digital

       certificate, an attribute such as the address of residence;

     * in the case of payment by un-accounted electronic cash, the

       currency in which the payment is denominated or the operating

       jurisdiction of the bank which has issued it.

     None of the foregoing is going to deal with every conceivable scenario and they are possibly capable of some manipulation. What they do have going for them is that they are (potentially) readily accessible - the question is how to make sure the information is available at the point where it is required. Whatever method is adopted, it must be with the clear understanding that the responsibility lies with business to develop tax compatible operating systems for e-commerce.

     The approach to applying VAT to e-commerce outlined here is dependent on traders having sufficient information at their disposal at the point of a transaction. As a minimum, they must know:

     * what rate of tax should be charged and to whom are they

       accountable for this tax?

     * what is the tax status of their customer and what jurisdiction

       applies?

     Some of this information is the responsibility of tax administrations who must ensure that it is available when required and with a sufficient degree of clarity to give legal certainty. Identifying the customer's relevant tax jurisdiction is fundamental to the application of existing taxes under the model outlined here and business should consider how and where this should be obtained.

     Any scheme for voluntary compliance will however have to be underwritten by control and enforcement provisions. These would need to balance or redress the difficulties in gaining access to the assets and records of non-E.U. suppliers. The systems and protocols within which e-commerce functions are still developing and more work requires to be done in identifying pressure points for enforcing compliance. Equally, tax administrations will need to critically consider the level and complexity of existing requirements with the intention of seeing how these can be reduced or rationalised so as to make voluntary compliance more attractive.

     3.4. Other options for achieving compliance

     This outline of a possible approach to compliance is largely founded on transposing the classic approach to VAT collection to e- commerce. In examining the options available to tax administrations, it is necessary to consider other mechanisms in terms of their suitability and effectiveness.

     3.4.1. Withholding tax

     A fundamental difficulty with the classic approach is that, in the case of supplies by a foreign operator, the supplier is outside the taxing jurisdiction, making it extremely difficult for a tax administration to exercise a direct control. One suggestion to overcome this would be to shift the liability by placing an obligation on an intermediary to collect and remit the tax. As in most cases, the purchaser will be effecting payment from funds located in the jurisdiction of taxation, this would seem to indicate that the bank or other financial institution handling the funds transfer should assume this responsibility.

     Apart from the unenthusiastic reaction from the financial sector, a number of fundamental problems present themselves. In the first instance, although a bank may be well placed to make a decision on the residence (or taxing jurisdiction) of a customer, it would not normally have access to any of the other information needed for a taxing decision. Not all business to consumer transactions would be liable to VAT and it would be necessary to find a mechanism to establish taxability.

     As an entirely new method for collection of VAT, a withholding system would entail considerable development costs for both banks and tax administrations. It is also not clear how it could deal with the control implications of e-cash or of de-localisation of banking ties.

     There is however some indication of the emergence of a business sector devoted to handling and processing e-commerce transaction through providing a link between supplier and customer. Some early proto-versions of software make provision for a tax calculation function. It is conceivable that this may evolve into a business model which sees tax collection as a saleable service rather than an imposed burden. This may however take time to emerge and would have to develop as a business-driven proposition. Dealing with a relatively small number of intermediaries would be likely to be attractive to tax administrations.

     3.4.2. Self-assessment for consumers

     This would involve extending the approach for business-to- business to private consumers. It is a relatively untried approach (at least for E.U. VAT) and it is difficult to see how it would work in practice. It would transfer the burden of compliance from a finite number of (identifiable) business operators to an almost infinite number of final consumers.

     It is difficult to see how enforcement could be developed without resorting to a fundamental change in the relationship between the administration and the individual involving intrusive and draconian measures which would be hard to justify.

     Both of these two alternatives would seem to be significant departures from existing systems and the changes involved would present serious problems. They are of course not the only alternatives and others meriting serious study may emerge. One such alternative might be a system based on taxation by the supplier at source which is eventually accounted for to the authorities in the jurisdiction of consumption. This could be envisaged as similar to the E.U.'s plans for the common VAT system but operating internationally. It would require a complex series of international agreements and checking procedures and must be regarded purely as a long-term possibility.

4. Tax administration

     In the course of the Commission's consultations with business representatives, the complexity of the existing VAT system and its very real practical difficulties have been raised repeatedly. This complexity is a direct barrier to making e-commerce amenable to VAT. It gives rise to a perception on the part of traders that it may be easier to opt for non-compliance than to navigate through an arduous series of rules. A simplified and streamlined set of obligations for e-commerce will have to address these issues.

     4.1. Registration of operators

     For E.U. operators, services supplied by electronic networks to E.U. consumers would be subject to VAT in the Member State where the operator is established and registered for VAT purposes. Where supplies are made to customers whose VAT status in another Member State can be verified or where consumption can be deemed to be outside the fiscal territory of the E.U., tax would not be charged.

     At the same time, it would be necessary to impose a requirement on non-E.U. suppliers to register for VAT purposes and to comply with the associated obligations. Charging, collecting and accounting for VAT on sales to private consumers within the fiscal territory of the Community would be an integral part of their business activity if they wish to sell to E.U. consumers. Enforcing tax collection obligations on non-E.U. operators may pose significant challenges for tax authorities. Excessive administrative burdens eventually contribute to a climate where non-compliance develops as a conscious option. This is particularly likely to be the case where physical presence within a jurisdiction is tenuous.

     Careful consideration will have to be given to the question of thresholds for registration. Requiring registration from traders whose sales in the E.U. are of a once-off or occasional nature or are minimal in value is not necessarily attractive in terms of revenue. On the other hand, the Internet makes it very easy to create a series of micro-businesses which can manipulate their turnover to stay below a threshold. Moreover, for certain circumstances, it can be envisaged that tax neutrality between foreign and domestic suppliers would be compromised.

     Registration could be approached in one of three ways:

     - requiring that such operators establish themselves in the E.U.

       (and then effectively operate in the same way as any other

       E.U. operator),

     - requiring registration for VAT in each jurisdiction in which

       they plan to transact business (subject perhaps to a

       threshold), or

     - accepting that registration is effected in one Member State

       (possibly the first to which a supply attracting VAT is made)

       and that the operator accounts to a single administration

       there for all electronic services supplied within the

       Community.

     It may be perceived that similarities exist between the supply of telecoms and the wider context of the electronic delivery of services. The supply of telecom services, particularly to end consumers, is however generally linked to an active decision on the part of the supplier to create a commercial profile in a particular market. The activities involved in establishing a customer base are likely to bring the supplier to the attention of the local tax administration who will then be in a position to appraise them of their obligations. With a relatively small number of operators, relatively high compliance standards can reasonably be expected. Control and enforcement are also more straightforward where the supplier/customer relationship is based simply on the provision of connectivity rather than the value of what is transmitted through the connection (which for e-commerce may, in any event, be supplied by another party who has no knowledge of the content).

     It is not clear at this stage, what the dominant business model is likely to be in e-commerce. If the market, particularly in the case of supplies to private consumers, is dominated by a small number of high profile operators, this is likely to give a high level of compliance. Businesses which actively seek out customers in a particular jurisdiction are more likely to come to the attention of tax authorities than those who adopt a more passive approach. There are some indications that the tendency towards disintermediation /10/ and the need to establish trust will favour the emergence of large dominant players who will be aware of their obligations and will wish to be accepted as tax-compliant in any jurisdiction in which they operate. Systematic non-compliance always carries the risk of eventual discovery and may force the maintenance of a low profile which might not always be conducive to generating increased business. The associated contingent liabilities, if allowed to accumulate on the balance sheet, will hinder any legitimate attempt to raise capital or to dispose of the business.

     The concept of taxation accruing to the jurisdiction of consumption carries notions of extraterritoriality (in placing obligations on remote suppliers) which would represent a new departure for most tax systems. This, linked to all the foregoing factors, would seem to argue in favour of an approach which makes the obligations on non-E.U. operators as light and as straightforward as possible. The preferred option would therefore be that based on a single place of registration within the Community and accounting to a single tax administration.

     4.2. Barriers to the spread of e-commerce.

     Electronically delivered services should be considered as a single and homogeneous category for VAT purposes and a single rate of tax should apply. Complex rules about categorisation will have to be avoided. The type and nature of the services which can be supplied by e-commerce will continue to grow and a single clear rule is to be desired.

     The wide range of rates - currently from 0% to 25% - when combined with differing interpretations of what falls into the various rate categories do not facilitate compliance for on-line traders.

     Differences in definition and interpretation of what constitutes a service need to be eliminated. As an example, the treatment of "bundled" services is not clear and inconsistencies continue in the way that tax administrations approach them. On-line vendors will need to identify a single set of rules for all their activities in the E.U.

     Tax administrations have, wherever possible, used or adapted commercial developments for taxation purposes so as to avoid the creation of a separate and burdensome tax regime. Modifying systems after they are operational is however costly and should be avoided where possible. Business should therefore develop a dialogue with tax administrations to put in place business systems which facilitate electronic selling, delivery, payment and record keeping in a manner which is compatible with stated tax policy objectives.

5. LEGISLATIVE FRAMEWORK

     5.1. Existing provisions

     At the outset, it is necessary to consider what is the effect of the current provisions contained in the existing Community legislation.

     The basic rule is set out in Article 9.1 of the 6th VAT Directive and applies where no other provisions are made elsewhere in Article 9. It was enacted at a time when there was a natural supposition of direct personal contact between the supplier of the service and the customer. Accordingly, it establishes the place of supply as the place where the supplier is located.

     If this measure is taken in isolation, the result would be that, unless otherwise provided, where the supplier is based outside the E.U., no VAT is payable on services supplied to customers within the E.U. Operators registered for VAT within the E.U. are however required by Article 9.1 to charge VAT at the effective rate in their Member State to customers outside the E.U. In the absence of other provisions, this would have the potential to constitute a major distortion of competition and place E.U. service providers at a competitive disadvantage in relation to non-E.U. suppliers.

     This is currently the case with arbitration services, subscriptions to broadcasting services and Internet related services such as website design and website hosting (more generally, any services not referred to in Article 9.2 or in Article 28b, (C), (D), (E) and (F). The results is that VAT registered operators established in another Member State or outside the E.U. must claim this tax back under the terms of the 8th or 13th Directive.

(There is at the very least some anecdotal evidence that this has

been a contributory factor in the location of web hosting facilities

outside the fiscal territory of the Community.)

     The main group of specific exceptions to Article 9.1 (which continues to apply where no other rule is specified) are contained in Articles 9.2 and 9.3 and provide that such services are taxed where they are actually consumed. As such, they go some way towards achieving the underlying objectives (particularly as regards taxation in the jurisdiction of consumption) and should not be changed unless the developments associated with e-commerce warrant it.

     For most of the services listed in 9.2.a, b and c, electronic transmission either does not arise or can be considered as simply a method of delivery which does not change their essential nature. Certain of the activities which are listed in the first indent of 9.2.c need however to be reconsidered in the light of their capacity to be delivered to paying customers electronically. This may result in both the time and place of actual consumption being different from the time and place of performance.

     Although in many instances they will be aimed at private consumers (and could continue to be taxed at the place where they are physically carried out), it will be necessary to ensure that their increased possibility of electronic delivery - whether to taxable persons or otherwise - does not give rise to the concerns listed at the outset. The traditional interpretation of the terms used - "cultural", "educational" or "entertainment" may need to be reconsidered. What for instance is the difference between "education" and "the supply of information" when these are provided electronically?

     The aim of Article 9.2.e is to tax the services listed at the place where the service is received - using the (consecutive) test(s) of where a business is established or has a fixed establishment or permanent establishment or usual residence. As such, it offers a checklist to establish a place of consumption and a list of activities to be taxed on the basis that they are consumed at that place. Although extending this list may appear to be one simple and direct method of ensuring that it covers what we wish to see taxed at the place of consumption, this approach carries the risk of needing to be revised every time a new type of service is presented or every time technology yields a new way of delivering or presenting services. Furthermore, the continued phenomenon of convergence in both technologies and services is likely to mean that the terms and definitions valid today will become increasingly questionable. There are sound reasons therefore for saying that the "list" approach is fundamentally flawed and should be replaced by some more general measure.

     Any changes needed in Article 9 to achieve the underlying objectives should entail both a simplification in the overall approach and be sufficiently robust to meet the possibility of new forms of international services emerging or of technological advances which effect the delivery and accessibility of existing services.

     5.2. Options for changing Article 9

     The wording of Article 9.1 should continue to be retained as the basic rule for taxation of services.

     No change would be required in respect of the tangible services listed under Article 9.2.a, b or c, except in respect of the activities referred to in the first indent of 9.2.c. Where these are capable of electronic delivery and are in fact so delivered, the underlying guidelines require that if supplied for consumption within the E.U., they are taxed within the E.U. and where supplied by an E.U. operator for consumption outside the E.U., that they are not taxed. Where supplied by electronic delivery for consumption within the E.U., the similar general rules as applied to other services should prevail:

     - if to a non-taxable customer within the E.U., or a taxable

       customer in the same Member State, Article 9.1,

     - if to a customer outside the E.U. or a taxable person in

       another Member State, Article 9.2.e.

     Article 9.2.e could be reshaped to become a general rule for services, however delivered, - other than those for which specific provisions exist elsewhere - supplied for consumption outside the E.U. or supplied to a taxable person established in another Member State. Logically, the existing list in 9.2.e should be removed - moreover, this would have the benefit of eliminating any need to revisit the basic principle as new forms of international services emerge or technology advances.

     This would obviate the need to charge VAT to business customers established in another Member State or to a customer outside the E.U. and will also ensure the taxation of services delivered by a third country operator to an E.U. business.

     Article 9.2.e might then become a general provision (subject to specific exceptions) establishing the place where the customer's business is located as the place of taxation in respect of supplies to taxable persons established in the Community or for customers outside the Community.

     A consequential change would then be required in Article 9.3 as well as a measure to provide a legal basis for taxation of private customers receiving supplies from suppliers who are not established within the E.U.

     The overall objective of such changes would be to determine the place of supply in respect of electronically delivered services as being the place where the customer is located if either the customer or supplier are based outside the E.U. Where the supplier is based in an E.U. Member State, the place of supply will be the location of the supplier when the customer is either in the same Member State or a private or non-business entity in another Member State.

6. CONCLUSIONS

     Almost from the outset of this debate, tax administrations have been clear that no new or additional taxes were being considered for e-commerce. This message was understandably greeted by the business sector but it must also be accepted as voicing a clear determination that existing taxes apply and will be levied and collected. Any long- term business strategy which assumes that on-line sales can be made into the Community without regard to E.U. VAT would be most injudicious.

     The only alternative would be to consider new forms of taxation which might in the long run prove unpalatable. The Commission believes that the options set out in this working paper are a realistic basis of dialogue. Much remains to be done however in order to take all the measures necessary for changing and updating the VAT system. Nevertheless, it is of the view that the legislative measures needed to remove any uncertainty about taxing objectives should be put forward at the earliest possible date.

                     --------------------------

                              FOOTNOTES

     /1/ DG XXI working paper XXI/98/0359 of 3 April, 1998

     /2/ COM (98) 374 final

     /3/ Directive 77/388/EEC of 13 June 1977 (OJ No. L 145) as amended, most recently by Council Directive 1999/59/EC of 17 June 1999

     /4/ These include the purchase of new means of transport and mail order transactions in general.

     /5/ DG XXI working paper reference XXI/C/3/AW/aaw, dated 4 January 1999

     /6/ Amended proposal for a European Parliament and Council Directive on a common framework for electronic signatures - COM/99/0195 final

     /7/ VAT Information Exchange Scheme - Regulation (EEC) No.218/92 OJ L 24 of 1 December 1992, page 1

     /8/ Overall security and data privacy considerations would indicate that there should be no change in the current approach whereby national administrations would not supply a name and address in response to a valid number.

     /9/ They will however be of concern to tax administrations in other areas of taxpayer identification in e-commerce and in the detection and tracing of taxable activities.

     /10/ The effects of disintermediation may not however be so predictable. Individual musicians may bypass large record companies and sell their products direct to customers via the Internet using systems such as MP3. This may offer attractive early revenue but they may lose out on protection of their intellectual property rights where a large company would be more effective.

                          END OF FOOTNOTES
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