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A MODEL FOR ELECTRONIC TAX COLLECTION
Duncan Bentley, Bond University, Australia
1. INTRODUCTION
1997 saw the release of numerous detailed reports on the Internet and how transactions
taking place over the Internet should be taxed. 1998 was the year of great debate over the
effectiveness of existing tax rules and how, if at all, they should be adapted to deal with
the Internet. Within the tax community, the general level of understanding of the Internet
and its effect on taxation has grown to the extent that any debate on the topic is
increasingly sophisticated.
The International Fiscal Association focus and the
Organisation for Economic Cooperation and Development (OECD) Ministerial
Conference in Ottawa in October 1998 assisted this process. Since then, the tax
community has attempted to take the most promising ideas and explore the effect of their
implementation on national revenue bases and international trade. This has occurred, for
example, at the international level through the OECD working groups1 and at the
domestic level with the US Advisory Commission on Electronic Commerce.2 Ultimately,
the result should provide the basis for international consensus on the development and
implementation of principles that satisfy a broad majority of nations.
Inevitably, where multilateral discussions are involved, it is important to provide a
realistic framework for progress. It is unlikely that we shall see agreement on long-term
goals in these early days of Internet commerce. However, progress may be possible if
proposals that are discussed represent small incremental steps in dealing with the major
issues facing the international community. That does not mean that the means to
implement progress need be backward or take no account of new technologies. The
opposite is true. Proposals should exploit the new technologies to the full to make the
most of old concepts, so that as we discuss the new, we shall have a fuller understanding
of how the old rules can indeed deal with the new technologies, and where the gaps are
that require urgent action. This certainly seems to be the approach of the OECD Working
Groups.
It was with this approach in mind that Professor Patrick Quirk and I developed a proposal
for the Australian Banking Law Association in 1998.3 Proposals based on similar
concepts were put forward elsewhere and I shall discuss these briefly below. Most of the
recent proposals, although ambitious, are nowhere near as revolutionary as those put
forward earlier. Part 2 of this paper looks at the context in which proposals for the
taxation of electronic transactions are made. Part 3 presents a model for Electronic Tax
1

[http://www.oecd.org/daf/fa/e_com/e_com.htm].
[http://www.ecommercecommission.org].
3
“A Proposal For Electronic Transactions Tax Collection In The Context Of Tax-Driven Reform Of
Banking Laws” (1999) 10 JBFLP 125 and (1999) 14 Journal of International Banking Law. I change the
name of the proposal in this paper to ETC, as the term “transactions” more closely relates, in recent
discussion, to a transactions tax.
2
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Collection (“ETC”). Part 4 provides some analysis and conclusions on the main elements
of ETC.
2. TAXATION PROPOSALS IN CONTEXT
Arthur Cordell first mooted the bit tax in 1994.4 It was taken up by Professor Luc Soete,
who chaired the European Commission High Level Group of Experts.5 The bit tax has
been the subject of intensive discussion and debate.6 Its general rejection is probably
because it is seen as “radical or even revolutionary because it does not fit in the
framework of income or consumption-based taxation”.7 A similar fate will probably meet
proposals for a “packet tax”, which uses the packet identification numbers on each packet
of information electronically transmitted to identify the relevant taxpayer. Taxes on
transmission of information run contrary to current international taxing principles. They
are also strongly opposed by the United States (US). However attractive the concept of a
tax on information, attempts to change the basis for taxation in this way seem doomed to
failure, at least in the short term.
The idea of a flat tax on Internet transactions is appealing in its simplicity. The two main
ideas put forward are that of a transaction tax on money flows and a tax on
telecommunications services.8 The proposals act to combat disintermediation by
targeting as tax collectors large financial institutions or telecommunications providers.
Objections to a transaction tax arise from the scope that it provides for the transfer of
funds offshore and, in particular, to tax havens.9 A transaction tax also does not relate to
current methods of taxation of income and consumption. As such it is not neutral and
could seriously affect business efficiency. A tax on telecommunications services is less
objectionable in that it relates to the supply of goods and/or services. However, it falls
outside the existing scope of consumption taxes. Again, the potential result is economic
distortion and double and cumulative taxation.

4

A Cordell and T Ide, “The New Wealth of Nations”, a paper prepared for the annual meeting of the Club
of Rome, Buenos Aires, Argentina, 30 November - 2 December 1994, now published in AJ Cordell, T Ran
Ide, L Soete and K Kamp, The New Wealth of Nations: Taxing Cyberspace (Between the Lines Toronto
1997).
5
Commission Report, Building the European Information Society For Us All, January 1996.
6
See generally, The International Tax Program and The Society for Law and Tax Policy, “Harvard Law
School 1997 Spring Symposium on Multi-Jurisdictional Taxation of Electronic Commerce”, Harvard, 5
April 1997 (referred to as “Harvard Symposium”) See, specifically, L Soete, “Taxing consumption in the
electronic age: the European bit tax proposal”, Harvard Symposium.
7
The International Fiscal Association Report by R Doernberg and L Hinnekens, Electronic Commerce and
International Taxation (Kluwer The Hague 1999) at 360.
8
These are usefully summarised and discussed in Doernberg and Hinnekens, ibid, at 362.
9
For a discussion in the US context and basic principles needed for the proper operation of interstate
taxation, see W Hellerstein, “Transaction Taxes and Electronic Commerce: Designing State Taxes That
Work in an Interstate Environment” (1997) L (3) National Tax Journal 593.
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Unitary taxation has also been revisited in the context of the taxation of electronic
commerce.10 Proponents suggest that the antagonism towards formulary apportionment in
the context of transfer pricing may become less strong when it is applied to electronic
commerce, given that it provides a relatively simple and realistic method for apportioning
tax revenues. The predicted exponential growth of electronic transactions raises concerns
over the ability of traditional transactional taxation to cope. Nonetheless, general
acceptance of unitary taxation is a long way off and negotiation of fundamental issues
such as the formula to be used will inevitably delay it even further. However, in the
context of consumption taxes, some argue that there could be a multilateral agreement to
impose consumption tax at the point of sale. Importing nations could then receive
compensation for loss of revenue. This would only really work domestically, say within
the US, or within a tight regional grouping such as the European Union.11
In an effort to move the debate forward, recent proposals have usually been less
ambitious. Nonetheless, they still tend to need some modification of existing rules for
their implementation. Their attraction is in the modest nature of this tweaking of current
rules and the advantages that they appear to generate as a result. Professor Doernberg has
suggested an approach that may allow equitable international tax sharing using an
extension of the withholding tax system.12 Where a cross-border transaction erodes the
tax base of a state it will be permitted to withhold tax at a single rate. The approach “is
premised on the idea of finding an overall compromise between electronic commerce
exporting and importing states that is simple, equitable, and enforceable”.13 Withholding
taxes are never popular because of their distorting effect. It remains to be seen whether a
withholding tax will gain general support. In this context, Doernberg also addresses the
problem of double non-taxation by focusing on human residence.14 There are significant
issues of scope and definition yet to be addressed.
F Dittmar and H-J Selling, of the German Ministry of Finance suggest a turnover tax.15
What is of particular interest in their proposal is that banks will withhold tax at a standard
rate whenever payments are made. Again, this is an attempt to overcome the effects of
disintermediation and to use a withholding approach, which has worked so well in
collecting a wide range of taxes. M Geurts has strongly criticised this proposal.16 The
main criticism is aimed at the concept of a turnover tax collected in this fashion. Geurts
10

See, Doernberg and Hinnekens, above n 7 at 323. Also discussed in a useful summary of recent
developments and international perspectives, in P McNab, “International Reaction to Electronic Commerce
Developments” (1998) 27 AT Rev 219 at 222.
11
Discussed in I Lejeune, J-M Cambien and M Joostens, “E-Commerce – The European Commission”
(1999) 10 VAT Monitor 156.
12
RL Doernberg, “Electronic Commerce and International Tax Sharing” (March 30, 1998) Tax Notes
International 1013. Most of this article is included in the text of Doernberg and Hinnekens, above n 7, at
315.
13
Doernberg, ibid at 1018.
14
See further, Doernberg and Hinnekens, above n 7 at 338.
15
“How to Control Internet Transactions? – A Contribution from the Point of View of German Tax
Inspectors” (1998) 26 Intertax 88.
16
“How to Tax Electronic Commerce Transactions?” (1998) 26 Intertax 301.
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also identifies problems involved in the introduction of a withholding tax implemented in
payment systems. I shall revisit these problems later in this paper.
The upshot of the extensive discussion and debate over taxation of Internet transactions is
that certain principles have emerged that are likely to govern future developments. They
can be found in various forms in the reports of individual nations. They are also reflected
in the discussion papers and other documents put out by international institutions.17 I
summarise them here so that they can act as a benchmark against which the ETC model
can be judged.
A 1998 OECD discussion paper sets out a number of principles that it believes should be
used in developing the taxation framework conditions for the taxation of electronic
commerce.18 An underlying premise of the paper is that progress will be based on
international co-operation and agreement. The paper reiterates the traditional principles
of neutrality, efficiency, certainty and simplicity, effectiveness and fairness, and
flexibility. It also states that, “at this stage of development in the technological and
commercial environment, existing taxation rules can implement these principles. This
approach does not preclude new administrative or legislative measures, or changes to
existing measures, relating to electronic commerce, provided that those measures are
intended to assist in the application of the existing taxation principles, and are not
intended to impose a discriminatory tax treatment of electronic commerce transactions”.19
There is a further caveat that any arrangements adopted should maintain national fiscal
sovereignty, provide a fair sharing of the tax base between countries, and avoid double
taxation and unintentional non-taxation.20
The European Commission has set out similar principles.21 It stresses particularly, the
importance of international co-operation and “where appropriate, co-ordination in order
to avoid distortion of competition”.22 There are working groups within most of the
international organisations, such as the World Trade Organisation, operating on a similar
basis.

17

A reasonably extensive list is set out in Doernberg and Hinnekens, above n 7 at 297.
OECD Committee on Fiscal Affairs, Electronic Commerce: A Discussion Paper on Taxation Issues
presented at the OECD Government/Business Dialogue on Taxation and Electronic Commerce held in
conjunction with the OECD Ministerial level meeting, A Borderless World – Realising the Potential of
Global Electronic Commerce in Ottawa, Canada, on 7-9 October 1998 (Ottawa).
19
Ibid, at paragraphs 7 and 8. This approach is debated by a number of commentators. See, for example,
D Pinto, “Taxation Issues in a World of Electronic Commerce” (1999) 4 Journal of Australian Taxation
227; HA Kogels, “VAT @ e-commerce” (1999-2) 8 EC Tax Review 117; P McNab, above n 11; P Postma,
“Netherlands Discussion Paper” (1998) 26 Intertax 303; L Hinnekens, “The Challenges of Applying VAT
and Income Tax Territoriality Concepts and Rules to International Electronic Commerce” (1998) 26
Intertax 52; and WF Fox and MN Murray, “The Sales Tax and Electronic Commerce: So What’s New?”
(1997) L(3) National Tax Journal 573.
20
Ottawa, above n 18 at paragraph 9.
21
In its 1998 Communication, E-Commerce and Indirect Taxation Com(98) 374 Final, 17 June 1998.
22
Ibid at 2. See further the general discussion on the need for international co-operation and the ways to
achieve it in Doernberg and Hinnekens, above n 7 at 363.
18
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The European Commission outlines a number of general guidelines that it will follow in
adapting the European Union VAT system to deal with the needs of electronic commerce.
Four are of general application and are endorsed by many countries and bodies. One is
that there should be no new or additional taxes on electronic commerce. A second
guideline is that compliance should be made easy to avoid unnecessary burdens on
business. A third is that there is appropriate control and enforcement. A fourth is that the
European Union should facilitate tax administration.
The first principle is reflected in the US Internet Tax Freedom Act,23 which effectively
bars discriminatory taxation of Internet commerce in the US for three years from 1
October 1998 and actively promotes the Internet as a “Global Free Trade Zone”.24 This
law is important in that it governs the reaction of the US, as the major force in electronic
commerce.
The Internet Tax Freedom Act specifically bars state and local governments from
imposing taxes on Internet access.25 It also prohibits multiple taxation of electronic
commerce and is aimed at preventing different states levying taxes on the same
transaction without providing for tax credits.26 The Act prohibits discriminatory taxation
where electronic commerce is treated differently from other forms of commerce.27 The
anti-discrimination provision extends to prevent the imposition of new taxes on
transactions that are exclusive to the Internet. It also prevents taxing authorities from
imposing new tax collection or tax reporting duties on Internet transactions. The idea is
to protect organisations such as Internet service providers, financial institutions and
telephone companies from being subject to such duties only for electronic commerce
transactions. States are also restricted in expanding their definitions of nexus to bring
electronic commerce conducted by out-of-state business within their jurisdiction.28 The
Act created the Advisory Commission on Electronic Commerce, which studied the
taxation implications of the growth of electronic commerce without reaching substantive
conclusions.29
The Act has potential international effect through US foreign and trade policy. Congress
is now to receive annual reports on the existence and removal of foreign barriers to US
electronic commerce.30 The President is to pursue bilateral, regional and multilateral
23

Included as Titles XI and XII of the Omnibus Appropriations Act of 1998, approved as HR 4328 by
Congress on 20 October 1998 and signed as Public Law 105-277 on 21 October 1998. For the text and an
analysis of the law by one of its introducers, Rep. Christopher Cox, see http://cox.house.gov/nettax/. See
also, J Ross, “The Internet Tax Freedom Act Finalised” (1999) 1 Tax Planning International E-Commerce
19.
24
Section 1201 extends the prohibition to Federal taxes.
25
Section 1101(a).
26
Section 1101(a)(2).
27
Section 1104(2).
28
Sections 1104(2)(B) and 1204.
29
Section 1102. See its URL above n 2. The Commission has set out criteria for evaluation of proposals
for a new sales tax system, which are largely in line with other guidelines referred to here.
30
Section 1202.
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agreements to remove tariffs and discriminatory foreign taxes from electronic
commerce.31
The principles that have emerged from recent research and debate suggest that
participants will not countenance new taxes or significant variation to existing rules.
However, there is a general consensus that there should be international co-operation to
ensure that new technologies are used to make the current rules work more effectively so
as to protect the revenue bases of nations.
The next section sets out a model for electronic collection of existing taxes. I return to
the principles outlined in this section in Part 4, where I analyse the model.
3. A MODEL FOR ETC
This part first defines the main terms used in describing ETC. Second, it describes the
model in detail. Third, it looks at the regulation of the model and the basis for its
application.
Definitions
To ensure a common understanding it is worth identifying terms that I shall use that have
a particular meaning. I use “Electronic commerce” in a narrow sense to cover
commercial transactions on the Internet.
I give “Electronic money” a fairly broad meaning. It refers to electronic funds transfers
within the existing payment systems as well as money that moves electronically outside
the normal payment systems. It does not cover debit or credit cards, but includes E-Cash,
Network money and digital cash or coins.32 The latter are not a recognised form of
currency but allow the secure transfer of stored value over the Internet. Their attraction
lies in their security, that they can be converted easily into money, and that they are
recognised by an increasing number of merchants and service providers on the Internet.33

31

Section 1203.
The definition can extend to smart cards, but the proposal in this paper is restricted to their use in
conjunction with the Internet. The definition could also apply to credit cards. However, it is arguable that
existing rules satisfactorily cover the use of credit cards even where they are used to make purchases over
the Internet. There would therefore be no need for credit cards to fall within this proposal, unless to
exclude them would be to discriminate against their use.
33
There are numerous discussions of Internet payment systems. The most accessible summary for readers
may be in Doernberg and Hinnekens, above n 5 at 92. See also the national reports on the Internet and
taxation, for example, A Tyree et al, INNET 97/2 Report, “Electronic Commerce, Banking and Finance
Issues” prepared for the Australian Taxation Office Report, Tax and the Internet, released in August 1997
(ATO Report). For the legal status of electronic money see for example: in Canada B. Crawford QC, ‘Is
Electronic Money Really Money?’ 12 BFLR 399; in Australia - M Sneddon, ‘Cyberbanking - The
Emerging Technology and Legal Issues’, paper prepared for the 14th Annual Banking Law and Practice
Conference, Sydney, 22 May 1997; see also A Beatty, ‘Internet Banking, Digital Cash and Stored Value
Smart Cards’ in A Fitzgerald et al (eds) Going Digital - Legal Issues for Electronic Commerce, Multimedia
and the Internet (Prospect Sydney 1998) 90; in New Zealand - K Daly, ‘Electronic Cash Products: Legal
32
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I refer to an issuer or provider of electronic money as an “electronic money provider”
under the acronym “EMP”.
It may be that ETC could be extended to cover credit card transactions and similar credit
arrangements. However, I have specifically excluded such methods from my analysis, as
their sophistication requires adaptation of existing, active systems, rather than the
formulation of a new model to cope with the transactions involved.
An important distinction for this paper is between accounted and unaccounted systems.
“Accounted systems” allow the provider of the electronic money to track its use and
identify the customer to whom it was issued or transferred. “Unaccounted systems” allow
the electronic money to circulate freely, for example using a “blind” digital signature,
without the provider knowing where the money is or who the customer is who is using it.
The model
This section first sets out the parameters for ETC. Second, it identifies the types of taxes
for which it could be used. Third, explains the model and gives examples of how it might
operate for different types of taxes.
The parameters for ETC
The model put forward by Professor Quirk and myself develops existing ideas in the light
of recent trends and new technologies. The model is deliberately kept as simple as
possible. This is to allow its adaptation to cope with a framework of domestic and
international rules that tend to develop very slowly in the context of technologies that are
constantly changing. In broad terms, our aim is to engender discussion of how we can
use the existing rules in new ways to protect both taxpayers and the tax base, without
hindering the development of electronic commerce.
The model works within a number of specific parameters that reflect the international
consensus to date (discussed in Part 1). First and foremost, it is not a new tax and is not
premised on amending existing substantive tax rules.34 Rather, it is an arrangement for
the automated collection of some existing taxes taking advantage of new technologies.
The model does envisage some changes to the process of administration and collection of
existing taxes.35 However, that is inevitable if tax administrations are to apply tax rules to
electronic commerce. Also important is that the model can be adopted incrementally,
first at a domestic level and then at an international level. Where gaps are identified in
the existing rules the model is sufficiently flexible and adaptable to cope with subsequent
changes.
and Regulatory Issues’, paper prepared for the 15th Annual Banking Law and Practice Conference, Gold
Coast, June 1998.
34
For a discussion of the substantive problems in international and domestic taxation and a number of
proposed solutions, see Doernberg and Hinnekens above n 7, particularly chapters 4 and 5.
35
This should not contravene the spirit of the US Internet Tax Freedom Act, as it substitutes for existing
collection procedures new and more efficient collection mechanisms that will reduce long-term compliance
costs.
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The model is constructed specifically to assist with efficient tax administration, while
protecting the rights of taxpayers, particularly their right to privacy. Taxpayers should
find it easier to comply with complex tax rules leading to reduced compliance costs. Tax
authorities will be able to exercise more efficient control and enforcement of revenue
assessment and collection from electronic transactions. Tax administration costs should
fall over time, after the initial investment in training and resources.
Because ETC focuses on collecting existing taxes, there is no threat to national
sovereignty. The efficient electronic collection of tax will make it easier to provide
evidence for and to monitor the incidence of double taxation under existing rules. The
same applies to incidences of unintentional non-taxation.
A major threat to current tax collection methods stems from disintermediation (where
electronic commerce takes place without an intermediary). Traditionally tax is collected
through an intermediary that can be held accountable by the tax authority. Examples
include employers, wholesalers, retailers and financial institutions. Most are registered
and easily traceable. Where electronic commerce takes place directly between a large
number of final consumers and a large number of small businesses, the accountability is
no longer so easily traceable or enforceable. However, there is always an element of
intermediation in any transaction involving the transfer of electronic money. It is the
electronic money itself. This is the focus of ETC.
Currently most jurisdictions require the licensing of financial institutions. ETC seeks to
emulate the existing framework for electronic money. ETC requires that all electronic
money providers be licensed. Electronic money is sourced from EMPs. As ETC operates
through the electronic money provided by an EMP, licensing carries with it the burden of
ETC and administration. The burden should not be dissimilar to that of many similar
reporting obligations already found in almost every jurisdiction.36 It also fits well with
electronic data interchange (EDI), which is the largely automated electronic transfer
between computers of information in a standard format.37

36

In many developing countries, all foreign exchange dealings are reported to a central authority. In many
developed countries any financial transactions above a certain set limit are reported to allow monitoring for
money laundering and tax evasion. Financial institutions are commonly used as intermediaries. In
Australia, the Australian Prudential Regulation Authority Act 1998 (Cth) and associated legislation brings
about fundamental reforms in the regulation of the Australian financial sector. The new regulations bring
about a shift from institutional based supervision to functional based supervision by controlling those
institutions which operate a ‘payment system’. ‘Payment system’ is defined as a ‘funds transfer system that
facilitates the circulation of money, and includes any instruments and procedures that relate to the system’
in the Payment Systems (Regulation) Act 1998 (Cth) s 7. Control is further refined by permitting only
‘authorised deposit taking institutions’ (ADIs) to operate a payment system. All EMPs are effectively
brought under Reserve Bank control. See further on this topic, A Beatty ‘Internet Banking, Digital Cash
and Stored Value Smart Cards’ in Fitzgerald et al, above n 33 at 90, 108-111.
37
For a useful summary description of the operation of EDI, see Doernberg and Hinnekens, above n 7 at
78.
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Taxes for which ETC could be used
If ETC is to work it has to be able to apply existing rules for each of the taxes it is
supposed to collect. ETC is likely to be used for three main types of tax. These are tax
instalment deductions from salary or wages, taxes withheld at source from dividends,
interest and royalties, and consumption type taxes such as the value-added-tax (VAT) and
sales tax. The following basic description of the key features of each type of tax is
subsequently used to explore the operation of ETC. It is sufficient for preliminary
analysis if ETC can provide for each of the main features of a tax.38
The employer makes tax instalment deductions from salary or wages before the employee
receives payment of the net salary or wage. The tax authorities normally advise
employers of the rate at which tax should be deducted from the relevant payment, or how
to calculate that payment. It is largely done through self-assessment, often using codes to
classify employees taxed at a particular rate, with a different code for each rate. The
employer is required by law to deduct the relevant tax instalments and remit them to the
tax authorities. Automated systems are used to some degree in most businesses in most
jurisdictions. The system must be able to provide both the employer and the tax
authorities with comprehensive information about payments made and tax deducted.
Taxes withheld at source from dividends, interest, and royalties are usually deducted at a
standard rate or rates. To avoid the deduction a taxpayer usually has to make some form
of declaration to the deducting company or institution. Deductions are largely automated
and are remitted to the tax authorities. There are usually comprehensive information
requirements as to payments made and tax deducted.
Consumption type taxes are more complex and have given most cause for concern at
potential loss of revenue in an electronic environment. The problem is not so much in the
automation, which is largely in place in many jurisdictions. It is found in the combination
of the application of consumption taxes to most businesses, their increasing crossjurisdictional incidence, and the difficulties in applying current rules to complex
electronic transactions.
Most consumption taxes place the burden of the tax on the consumer. Value-added-taxes
collect the tax on the value added at each stage of the production or supply of a good or
service. The tax is relatively neutral for businesses as they can claim credits for tax paid
on inputs into the production or supply process. Sales taxes usually impose the taxing
point at a single point in time at or immediately prior to the point of consumption.
Consumption taxes are not normally payable on exports. However, they are payable on
imports, either as a tax or as an excise. Administration and payment of consumption
taxes is increasingly automated both within businesses and the tax authorities.
Consumption tax systems normally impose strict documentation requirements;
particularly where businesses are claiming input tax credits.
38

Note that most tax authorities are trying to automate the collection of these taxes. It was one of the
implementation options put forward at Ottawa, above n 18 at 13.
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Description of the model
ETC uses the tried and successful concept of tax collection by an intermediary in a
transaction. Disintermediation means that traditional intermediaries may not exist. So
ETC focuses on the EMP as transferor of electronic money. ETC applies at the time that
one party transfers funds electronically to another party. Where this transfer of funds
requires the payment of tax of any kind, the EMP collects the appropriate amount of tax
at the time of transfer.
Under ETC, before an EMP can allow a transfer of electronic funds, the parties must
advise the EMP of the type of transaction. This is done through a code, which will
identify the type of transaction and enable the EMP to work out the tax that it must
collect. The EMP has an automated computer program that can calculate the amount of
tax that is due, if any, based on the code identifying the transaction. At the end of a
specified period, say each week, the program at the EMP automatically remits to the tax
collection authority any taxes due together with a report of electronic money transfers that
took place in the period. The report lists the transactions by code, and provides the
identifying code of the parties transferring electronic money. The requirement to instal
the appropriate program and make the necessary deductions is a term of the EMP’s
licence.
Where do the relevant codes come from? The transaction code is notified to taxpayers by
the revenue authorities. ETC is simply a method of collecting existing taxes when
electronic money is used. Taxpayers already have to self-assess payment of taxes and
have to differentiate between different types of transaction. For example, taxpayers
registered for VAT know that VAT may be charged on most items, but some items, such
as financial services, may be taxed at a different rate, if at all. Under ETC, the revenue
authorities will simply ascribe a code to each class of transaction that requires different
tax treatment. The taxpayer will use that code to identify the type of transaction when
transferring electronic money. For taxpayers that are not registered for tax, the EMP will
request a description of the transaction from a specified list. Listed items will have a
classification code that will enable the deduction of tax as appropriate. For example, a
gift of electronic money will have a code signifying that the EMP need not deduct tax.
Revenue or other government authorities will also probably provide the code identifying
the taxpayer. Most jurisdictions already register taxpayers by a particular number. The
ETC identifying code is likely to be the same number.
The advantage of ETC is that it is not restricted to electronic commerce transactions, but
applies to any transaction where funds are transferred electronically. The funds may
transfer simultaneously with the transaction or arrangement or subsequently, perhaps in
instalments. The timing is not important, it is the fact of the transfer that elicits the
deduction of tax, as is the case with any arrangement for the deduction of tax at source.
Software will be developed to enable licensed EMPs to deduct tax. The program will
contain the relevant tax rates of all participating jurisdictions and any variations within
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each jurisdiction. It is not necessary for administration and compliance for there to be a
standard rate of tax, though that is always simpler. Fewer rates reduce the requirement to
have multiple classifications of transactions.
Assume, however, that different rates apply to different transactions. The classification
acts as an identifier to trigger the deduction of the right amount of tax. The party
authorising the EMP to transfer the electronic money classifies the transaction and the
EMP’s ETC program automatically deducts tax at the appropriate rate for that
classification. It does not matter whether transactions are exempt from tax altogether, or
subject to different rates of tax. The process relies on self-classification by the party
authorising transfer of funds, but there is an audit trail for the tax authorities, and the
procedure is no different to current self-assessment requirements for most taxes. For
consumption taxes on domestic transactions, the vendor will usually provide the party
purchasing the good or service with the relevant classification for the EMP via an
electronic “tax invoice”.
Each tax covered by ETC would have rules that would determine the liability for ensuring
that tax is deducted. The liability would depend in part upon the type of tax and this is
discussed in more detail below. However, using a self-assessment system, the rules
would place the liability on either the transferor or the transferee of the electronic money
to ensure that the correct amount of tax is deducted and paid. The EMP would not have
any liability to pay the tax itself, but would have an obligation to make deductions in
accordance with the information given by the parties, and to remit the tax to the
appropriate revenue authorities. The EMP would be prohibited from transferring
electronic money without knowing the tax identification of the transferor and the
transaction classification code. In circumstances where the transferor is not able to, the
EMP would have the obligation to determine the appropriate classification code from a
description that the transferor gives of the transaction. The ETC program would effect the
deduction. EMP’s would have an obligation to obtain the appropriate licence and to
ensure that they correctly implement and operate the program. Users of electronic money
would have an obligation under a self-assessment regime to use a licensed EMP.
The process of quoting the classification code will be very efficient for businesses. Most
standard transactions, such as transfers of salaries or interest payments, will automatically
generate a code. For consumption taxes, the vendor of any digital or physical trading
stock will encode the classification into the stock number or service code. The vendor’s
system will automatically transmit the classification code. Transmission will be to the
EMP when requesting transfer of the electronic funds authorised by the purchaser directly
from the EMP. Otherwise transmission will be to the purchaser, who will provide the
classification code to the EMP when authorising the EMP to transfer the electronic funds.
The vendor and EMP would automatically retain records of the transaction to ensure an
audit trail. The EMP would also automatically remit a list of transactions with the
appropriate transaction code to the tax authorities, say each week.
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Tax authority programs would perform a statistical analysis of the transactions listed and
produce exception reports and other analytical data to assist with enforcement. For
example, if a purchaser and vendor were colluding to use exemption codes fraudulently
on transactions, it is likely that there would be a greater incidence of exemptions from
that vendor which would generate an exception report for investigation. In any event,
exemptions would be investigated periodically as part of the audit program of the tax
authority.
A particular advantage of self-assessment is that it protects taxpayers’ privacy. Taxpayers
do not have to disclose details of the underlying transaction to a third party. The EMP
deducting any tax due is unaware of the particular transaction to which it relates. The
most it can do is to identify the general type of transaction from the transaction code and
the parties involved in the transfer of electronic money related to the transaction. This
does not go as far as most credit card transactions, where the EMP has full details of the
transaction. However, it does emphasise the need to protect the privacy of EMPs’
customers by imposing strict licensing requirements similar to the current rules governing
financial institutions in most jurisdictions. The tax authorities may subsequently request
details of the transaction. But that is a usual element in any tax system and does not
encroach further on taxpayers’ privacy.
How does ETC cope with the difference between accounted and unaccounted payment
systems? In an accounted system the party transferring funds may contact its EMP
electronically and request the EMP to make the transfer. It is at this point that the
transferor notifies its EMP of the classification code for the transaction.39 The EMP
already knows the transferor’s taxpayer identification code, which the transferor will have
given to the EMP when opening an account. Alternatively, the transferee may
electronically request the transferor’s EMP to transfer the funds. The transferor would
authorise the transaction through some form of electronic identification. To allow ETC,
either the transferee will provide the transaction classification code, or the transferor will
include it in the electronic authorisation for the transfer. The transferee may contact the
transferor’s EMP directly or through the transferee’s own EMP. Once the transfer is
made, usually the EMP will notify the transferor that the transfer has taken place.
In an unaccounted system the EMP provides electronic money but has no further
involvement in its use until it is fully expended. The EMP simply guarantees payment on
presentation of the electronic money. The electronic money is encrypted with vital
identification characteristics. ETC requires the EMP to include within the encrypted data
a mini-ETC program. This protects the EMP’s ability to issue unaccounted electronic
money.
There are two possibilities here. The electronic cash could contain the whole ETC
program, so that the electronic cash could itself identify the code of origin of the party
requesting payment, and deduct the appropriate percentage of tax at the time of payment.
39
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It would remit the tax directly to the relevant tax authority. Alternatively, if the program
to effect this were too complex to include in each unit of electronic cash, the program
could simply effect a notification of the transaction. At the time of payment, the fact of
its transfer would initiate the unit of electronic cash to notify the EMP. The potential for
avoidance or jurisdiction shopping would be greater in this last scenario.40
Notification may be preferable, given that electronic cash is designed, so far, for small
transactions. With disintermediation it is likely that many transactions between parties
will not include a party with access to classification codes. However, there are other
alternatives if tax avoidance is a problem where transactions use electronic cash. On
transfer, as well as notifying the EMP, the program in the electronic cash could
automatically deduct tax at a standard rate. Or, the program could simply prompt the
transferor to choose to deduct or not deduct tax before it will execute payment. This
would extend the concept of self-assessment but would provide a transaction record for
analysis by the tax authorities. Different options to collect tax or notify the tax authorities
are available under ETC, where the parties to a transaction use electronic cash. It is
simply a question of choosing the most appropriate option to suit the use of electronic
cash. At this stage it is too early to say how its use will develop.
Some commentators suggest that electronic cash should be restricted to small
transactions.41 This is partly because it is an unaccounted system and lends itself to illegal
activities. If electronic cash includes an ETC micro-program it effectively becomes an
accounted system. Many of the concerns about electronic cash then disappear and it
makes it feasible to allow much wider use for larger denominations. This would be a
major advantage. Attempts to regulate electronic cash and limit its use to a set amount to
try to limit illegal transfers are fraught with difficulty.
ETC is best illustrated by a number of representative transactions. The transactions show
the operation of ETC for the different types of tax, in accounted and unaccounted
systems, and for domestic and international transactions.
Purchase of a good or service in the same jurisdiction, using electronic money under
an accounted system, assuming the application of a consumption tax
A typical purchase involves one vendor “V” and one purchaser “P”. They may negotiate
over the terms of the contract. More often in an ordinary transaction over the Internet, P
may visit V’s web page. Once there, P may browse the virtual shelves and will then
choose to purchase one or more items displayed, or described as being offered for sale. P
may do this, for example, by clicking on an icon which reads “add to shopping basket”.
To complete the purchase P will then have to enter her or his payment details.
40
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Assume P wishes to pay using electronic money under an accounted system. P will
already have set up an account with an EMP. P may make an electronic withdrawal and
send the electronic funds to V, instruct P’s EMP to transmit the funds directly to V, or
authorise V to approach P’s EMP and request a transfer of funds. In each case, P’s EMP
requires electronic verification of P’s identity. Under ETC, P’s identity code or signature
will include a tax and jurisdiction identification code. To effect transfer of the funds P
(or V) will also have to provide a code for the transaction so that the EMP’s ETC
program can deduct the correct amount of consumption tax.
How can this be done in a simple way? In most cases, P would have to obtain the code
from V. Each item offered for sale will have an identification code in any event. When P
completes a transaction, V supplies an electronic “summary tax invoice” for P to send to
her or his EMP with the authorisation to transfer funds to V. The “summary tax invoice”
simply provides the identification code and total price of each category of goods or
services. All goods or services subject to the same rate of tax could be pooled. In most
cases that would mean that only one code and amount would be sent to the EMP. If V
did not know the relevant code, the EMP’s authorisation program would prompt P to selfclassify the transaction based on a simple question and answer decision-tree process.
Once P’s EMP receives authorisation and identification, its ETC program deducts tax at
the appropriate rate and transfers the balance to V. The EMP subsequently remits the tax
to the revenue authority electronically, together with an electronic transaction report.
Meanwhile, V provides the good or service to P.
Purchase of a good or service in another jurisdiction, using electronic money under an
accounted system, assuming the application of a consumption tax
This scenario is similar to the last one. The difference is that the transaction takes place
across jurisdictions. The problem here is to ensure that the EMP deducts the correct
amount of tax and that the tax is remitted to the appropriate tax authority. The ETC
program will identify the type of transaction from its identification code. Where the
transaction is an export from one jurisdiction and an import into another, V’s “tax
invoice” will identify it as such.
Usually exports are not subject to consumption taxes, while imports are. The ETC
program will deduct tax at the rate required for an import into P’s jurisdiction. P’s
identification code will include an element identifying the jurisdiction with which P is
most closely connected. The tax authorities will assign jurisdiction identification codes
in accordance with the existing tax rules in that jurisdiction. ETC simply implements
those rules. P’s EMP will remit the tax paid to the tax authority in P’s jurisdiction. This
means that it does not matter if V’s EMP is not subject to ETC.
A problem will arise where V does not know how much tax will be deducted from the
purchase price as an import into P’s jurisdiction. V will not be able to set a gross price
inclusive of the appropriate consumption tax. In such cases P will simply authorise her or
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his EMP to transfer the full purchase price to V. The EMP will then automatically
deduct, in addition, the appropriate taxes from P’s account much as already occurs in
some jurisdictions with government taxes on debit or credit transactions.
Purchase of a good or service using electronic money under an unaccounted system,
assuming the application of a consumption tax
The same principles would apply in an unaccounted system. However, it would depend
on the rules adopted as to whether the micro-program in the electronic cash allows the
EMP simply to notify the appropriate tax authority of P’s purchase or to remit the
appropriate amount of tax where the micro-program has deducted it. If notification were
used, it would provide further evidence of the transaction under the normal tax rules that
apply to all transactions not covered by ETC. Automatic collection and remittance of the
tax would simplify the assessment and collection process.
Payment of salary or wages using electronic money assuming an obligation on the
employer to deduct tax instalments
The employer usually pays salary or wages on a regular basis, but may also do so
irregularly or only once. Most jurisdictions require employers to deduct tax instalments
when making such payments. Employers are required to register and are given
identification numbers. Tax authorities usually have a list of codes to determine the
appropriate deduction. Employers determine the appropriate code for the employee based
on the amount paid in the current period and in the year to date.
Where the employer pays the employee using electronic money the same principles apply.
The employer authorises the EMP to make the payment. The authorisation includes the
employer identification code, the transaction classification (a deduction from salary or
wages), and the appropriate code for the EMP to deduct the correct amount of tax. The
EMP’s ETC program automatically deducts the tax and remits it to the appropriate tax
authority. At the end of each period (say monthly) the ETC program provides an
automatic report to the customer (the employer) of payments made to the employee and
amounts deducted and remitted to the tax authority.
Assume that the employer pays the salary or wages using electronic cash. If the
electronic cash contains a micro-program that can effect the tax instalment deductions,
the process is the same as for an accounted system. If the electronic cash only contains a
notification program then the employer would have to remit the tax instalments separately
and the electronic cash would be in payment of the net salary or wages. The ETC
program would still notify the EMP, which would in turn notify the tax authorities of the
payment. The notification would provide the tax authorities with the information to
check the employer returns of wages paid and tax deducted.
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Payment of interest, dividends or royalties using electronic money assuming an
obligation on the payer to deduct tax at source
Under withholding tax provisions usually the payer is required to deduct tax before
making the payment. The payer remits the tax to the tax authority. The tax authority may
give the payer a special identification code.
Where the payer uses electronic money, the payer authorises its EMP to make the
payment. The authorisation includes the taxpayer identification number and the
transaction classification code. The latter code will determine the tax rate the EMP uses
to calculate the tax to deduct. There are usually very few rates of withholding tax and
they depend upon the nature of the payment. The EMP’s ETC program will
automatically deduct the appropriate tax and remit it to the relevant tax authority. The
ETC program will provide an automatic periodic report to the payer for its tax records.
Where the payer uses electronic cash to make the payment, if the electronic cash includes
a micro-ETC program, the payer will have to provide a classification code for the
transaction. The ETC program will deduct and remit the tax and provide a report, in the
same way as in an accounted system. Where the electronic cash contains only an ETC
notification program the payer will have to deduct and remit the tax, but the ETC
program will automatically notify the EMP, which will in turn notify the relevant tax
authority of the transaction. This provides the tax authority with a check on the
transaction for subsequent audit purposes.
Transfer of funds between persons using electronic money in connection with a
transaction or arrangement that does not require deduction of tax
ETC depends largely on self-classification of transactions. Assume a company simply
wants to transfer funds electronically between branches. There is no taxable transaction.
However, the EMP requires the company to classify the transaction when authorising the
payment. The transaction will have a classification signifying that no tax is deductible.
The EMP will report the transaction and the relevant tax authority will have a record for
audit purposes.
The same principles will apply where there is a transfer of electronic cash. Where the
transferor uses electronic cash it is more likely that the transferor will not know the
classification code. The ETC program will prompt the transferor to self-classify the
transaction based on a simple question and answer decision-tree process, much the same
as occurs before a customer can withdraw cash from an automatic teller machine.
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Licensing
ETC is based for its operation and effectiveness on EMPs. It is likely that most EMPs
will be financial institutions already in existence. Financial institutions are heavily
regulated, usually through a licensing process. A major strength of ETC regulation is that
it simply builds on the existing regulation of financial institutions, particularly banks.
There are concerns that disintermediation will produce a large number of issuers of
electronic cash.42 The barriers of entry to the market, in the form of the significant capital
and technological investment that is required, suggest that the concerns are overstated.
Nonetheless, there will be new players in the market. For the most part they will operate
within trading jurisdictions and it is likely that they will fall within banking regulations.
Some will operate from tax havens and will trade on taxpayers wishing to have a secret
account generating undeclared income. ETC could overcome this problem, as discussed
below under “International Implications”.
However, it would require general
international agreement. In the meantime, tax authorities will have to rely on tracing
transfers of funds offshore to find such accounts. ETC helps the tracing process.
To operate, EMPs will usually have to apply for a banking licence. This facilitates the
implementation of ETC. EMPs will receive a code to identify them as licensed issuers of
or dealers in electronic money. They will use this code as part of the authentication of
electronic money transfers. Licensed EMPs will have legal obligations. These will
include a requirement to collect and remit tax withheld on electronic transactions.
Collection will be through the ETC program, which EMPs will incorporate into their
systems. Where banks issue electronic cash, they will incorporate into it the ETC microprogram.
For the system to work all account holders will have to provide identification for tax
purposes. This is already a requirement in many countries. For example, in Australia,
taxpayers provide their tax file number as identification when opening a bank account.
Stringent privacy rules govern banks’ use of tax identification numbers.43 The same rules
would apply to EMPs, protecting taxpayers’ privacy.
The ETC program will use tax identification numbers in combination with the EMP
identification code and the transaction classification. The tax identification number will
identify the jurisdiction to which the account holder is most closely connected under the
relevant tax rules.44 This is as relevant to domestic transactions involving different tax
jurisdictions within the one country as it is to international transactions. When combined
with the classification code for a transaction the ETC program can then deduct the right
amount of tax based on the type of transaction and the tax rates applicable to the
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transaction in that jurisdiction. The duty to collect and remit tax under ETC is similar to
banks’ existing duty to collect and remit other forms of withholding tax.
The ETC program incorporates a reporting function. It automatically deducts the
appropriate tax and sends it to the correct tax authority based on the account holder’s tax
identification code. At the end of each designated period, the program also automatically
sends a transaction report to each tax authority with which it has dealt in the period. The
report lists the transactions for account holders connected with that jurisdiction. It
includes transactions classified as exempt or concessionally taxed. The reports provide
the tax authority with sufficient information to analyse transactions according to taxpayer
type, industry sector and other relevant risk indicators. It makes it easier for tax
authorities to monitor taxpayer compliance, whether it is by using exception reporting or
other audit techniques.45
The reporting function provides EMPs with sufficient information to meet their reporting
requirements under the licensing provisions. It also provides transaction reports to
account holders. They can ascertain from the reports that the transfer has taken place as
authorised and the amount of tax deducted on each transaction. Banks already provide
reports of this kind to their customers and to the tax authorities. The ETC streamlines the
reporting function by making it automatic and electronic.
International implications
ETC is effective for most transactions that flow in or out of a jurisdiction. The
representative transactions described above demonstrate several important points. ETC
covers most aspects of a consumption type tax. If ETC only operates in the jurisdiction
of the purchaser, the purchaser’s EMP is responsible for ensuring that the appropriate tax
is withheld from the transfer of funds to the vendor. This covers payment of consumption
tax on importation. Most importantly, it covers the purchase of electronic goods that the
purchaser simply downloads electronically. It also covers transfers of funds in payment
of services. The tax is self-assessed, but each transaction is reported. Tax authorities can
then use advanced audit techniques to monitor anomalies.
Where there is payment of salary, wages, dividends, interest or royalties, ETC operates
automatically through the EMP. Even where there is a transfer of funds where tax is not
payable, there is a reporting function so that the tax authority is aware of the transfer.
Reporting the import and export of funds is common in many jurisdictions. For example,
there is a requirement for financial institutions to report transfers of all amounts in and
out of Australia over a very low threshold.46
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This means that under ETC the traditional avoidance methods are covered by reporting
requirements. It is then up to the tax authority to develop efficient data matching and
audit techniques to identify and monitor areas of risk to the revenue. However, at the
international level, the development of electronic commerce has raised other areas of
concern, particularly for tax authorities.
The OECD is co-ordinating international research into how existing rules of international
tax can cope with electronic commerce. The Committee on Fiscal Affairs first identified
its main areas of focus at the Turku business-government round table in November
1997.47 These were taken up at the Ottawa conference in 1998 and have formed the basis
for several OECD working and discussion groups.48 The key areas are “improved
taxpayer service, reduced administration costs and reduced compliance burdens; effective
tax administration and issues surrounding consumption taxes and international taxation
norms like those found in the OECD Model Tax Convention and the OECD Transfer
Pricing Guidelines”.49
I have shown how ETC provides a useful contribution in many of these areas. However,
it does not attempt to solve substantive problems. ETC can add little to the discussion
about the fair allocation of income between jurisdictions and review of such concepts as
residence, permanent establishment, royalties and the valuation of intangibles. As a
collection mechanism ETC can simply assist with the implementation of those rules.
Where ETC may add a new dimension to current debate beyond the collection of tax, is in
the areas of tax avoidance and harmful tax competition.
Consider the OECD Report on Harmful Tax Competition (the Report), from which three
trends can be drawn.50 It aims to reach agreement on the elimination of harmful tax
practices, particularly through international cooperation, it proposes the tightening of
domestic and treaty anti-avoidance provisions and it seeks to protect the rights of
taxpayers through compliance with OECD recommended standards of conduct by tax
administrations. ETC could advance all three.
Harmful tax practices include tax havens and harmful preferential tax regimes.51 The
OECD has set up a review committee to identify those jurisdictions engaged in harmful
tax practices. The process has been strongly criticised.52 ETC could assist in the purpose
of the Report and ameliorate some of the criticism. “Harmful jurisdictions” are usually
not a concern to tax administrators in other countries simply because of their lower tax
rates or incentives. They are a concern primarily because of the secrecy provisions that
47
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they employ to prevent tax administrators tracing and verifying the activities of their own
residents.
The Report recommends that all OECD countries implement CFC and FIF legislation. If
it is implemented, this legislation goes a long way towards preventing undesirable
revenue leakage. However, such legislation’s efficacy depends upon tax administrators
being able to monitor the activities of their residents abroad. A concern about electronic
commerce is that the monitoring will become difficult.53 Tax administrators fear that
encryption and widespread electronic access to “harmful jurisdictions” will make it
difficult to trace tax evasion.54 Many ordinary citizens who take advantage of such
facilities will not even be aware that they are breaking the law and not paying tax that is
legally due.
Let us assume that OECD members enter into a voluntary agreement to use ETC. EMPs
in each jurisdiction must have a licence to deal in or issue electronic money. The EMP
will have a country code, as will the individual taxpayer transferring funds. Each transfer
will also have a classification code. All transfers are reported electronically to the
relevant tax authority and tax is remitted under the ETC program as appropriate. There is
a clear audit trail identifying electronic transfers from residents of a participating
jurisdiction.
Implementation of ETC would require international agreement between participating
jurisdictions so as to permit the transfer of information by an EMP in one jurisdiction to
another jurisdiction’s tax authority.55 This could be done by multilateral agreement,
perhaps by adding a protocol to the Convention on Mutual Administrative Assistance in
Tax Matters. Adding a protocol to existing double tax conventions may also effect it.56
The agreement or protocol would require, among other things, that where funds are
transferred from the other jurisdiction an EMP would only accept a transfer from a
licensed EMP. The EMP in the other jurisdiction would require an identification code for
any account and would therefore be aware of who was resident in a participating
jurisdiction. The EMP’s ETC program would automatically report all fund transfers by
the residents of the other jurisdiction to the tax authorities in that jurisdiction.
This last requirement would have a similar effect to treaty shopping provisions, but aimed
at domestic anti-avoidance. It would prevent residents of one participating state using
another participating state as a conduit for the secret transfer of funds from a nonparticipating jurisdiction unless they acted illegally. Assume countries A and B signed a
protocol to their double tax convention as outlined. A resident of A wishes to lodge some
funds in a secret bank account in a tax haven. Assume small amounts of cash were not
53
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queried by the tax authority in A as they were transferred to country C over a long period
and then transferred from C to the tax haven. Eventually, assume that the resident of A
wishes to use the money. How does the resident repatriate the funds without drawing
attention to them?
The resident could smuggle in large amounts of cash, which is illegal in country A.
Electronic transfer of the funds from C or from the tax haven to A would immediately
raise a report on the transfer by the receiving EMP in A. The resident could simply
repatriate small amounts over a long period and hope they are not caught by data
matching programs. A safer alternative could have been to transfer the amount from the
tax haven to a licensed EMP in country B and then to a licensed EMP in country A.
However, the protocol to the double tax convention between A and B, would oblige the
EMP in B to report to the tax authority in country A all funds transfers to and from the
country A resident’s account. This would include the transfer of funds from the tax
haven to country B.
The result is that if residents of participating countries wish to minimise taxes by keeping
money in secret accounts, they have to act illegally at every step and it is difficult to
repatriate the funds. Of course, when opening an account in country B the resident of
country A could give an address in the tax haven. No report from country B would then
ever go back to country A’s tax authority under the ETC program. But the action would
be illegal in country A and B. Also, data matching using information transferred under
the ETC program would have a reasonable chance of identifying these types of accounts
and non-commercial transfers of large amounts or of large numbers of small amounts
between B and A. ETC will not eliminate tax evasion. It will make it more difficult by
providing standard information on the transfers of funds by residents when they operate
through another ETC jurisdiction.
ETC would be most effective in this context if it were widely adopted by the major
trading nations. If that were to occur a more formal arrangement could take place to
reduce the illegal use of third jurisdictions to evade tax. Assume that a large number of
trading nations entered into a multilateral agreement to introduce ETC. There could be a
requirement that EMPs would only accept funds transferred from licensed EMPs as a
standard practice. Funds transferred from unlicensed EMPs (ie those in non-participating
states) could be subject to detailed scrutiny with an increased reporting requirement. Or,
there could be a withholding tax on transfer, which would be credited in the resident’s tax
return.
If a resident of a participating jurisdiction wished to trade with a resident of a nonparticipant the transfer of funds would require more onerous reporting and compliance
costs and possibly a creditable withholding tax on transfer. This would act as an
incentive to non-participants to join the multilateral agreement, to reduce the cost of
foreign investment. The additional requirements would not be a tariff designed to inhibit
free trade. Agreements to facilitate free trade through the introduction of standard
monitoring functions are common to most trading blocs. There is nothing illegitimate in
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participants safeguarding their revenue bases by placing more onerous requirements on
transfers of funds from non-participants.
A multilateral agreement would not prevent tax evasion. However, it would inhibit it and
provide a much broader and more effective reporting arrangement than is currently in
place. Participants would have much greater opportunity to trace transactions to ensure
compliance with CFC and FIF information. The information would assist tax authorities
in monitoring and auditing transactions. An agreement would also assist legitimate
taxpayers. There would be clear international standards on the transfer of information.
Internationally agreed safeguards would ensure security of transactions, privacy of
information and limits on the use of information. An international agreement would
provide an opportunity to put in place a high level of protection for taxpayers that is
simply not available under most current information exchange agreements.57

4. Analysis and conclusions
Use of EMPs
Why use EMPs to administer ETC? Disintermediation means that EMPs are ideally
placed, as one of the few remaining intermediaries, to carry out an administrative role.
Furthermore, financial institutions are already widely used to carry out similar functions.
In many countries they are required to deduct tax at source from interest payments and to
remit the tax to the tax authorities together with relevant reports.58 They have elaborate
identification requirements already in place when a person opens an account. Financial
institutions are often required to monitor and report on transfers of funds in and out of a
jurisdiction and are vital to the implementation of exchange control regulations in those
countries that have them.59 Accordingly, they administer and regulate tax and reporting
systems already, using systems that maintain the highest levels of security and
confidentiality. ETC may well streamline their existing functions and the automation
would be more efficient than under many of their current reporting obligations. EMPs are
familiar with payments systems and their operation. They would be well placed to
introduce ETC as they continue to upgrade their own internal systems.
Who will bear the cost of the new technology? EMPs should bear some of the cost as
licensing necessarily provides a barrier to full market competition. EMPs should reap
higher profits as a result. They should also face lower compliance costs once the system
is implemented. Governments should also invest resources in a system that will provide
higher returns by improving compliance, protecting the revenue base and reducing
administration costs.
Before ETC is implemented there would need to be clear regulation of the relationship
between EMPs and taxpayers. Not all elements of ETC are under the control of the EMP
57
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so EMPs cannot be liable for incorrect deduction where incorrect information is provided.
That would put EMPs in the same position as a financial institution currently required to
withhold tax on interest. In that case, there is a liability to deduct tax. But the deduction
is based on information provided. The liability for providing false information rests with
the taxpayer.
There may also be need for a defence of reasonable error where any of the automatic
processing goes wrong and incorrect amounts of tax are deducted. The EMP’s duties of
confidentiality would need articulation, as would taxpayers’ rights to enforce those
obligations.
Technology
Is the technology available to develop and implement ETC? The technology exists and
several commercial providers have stated that they have the capacity to develop such a
program.60 The most recent example, which bears the closest resemblance to ETC is a
“point of sale tax reporting and automatic collection system including a smart tax register
located at a retailer location”.61 The OECD technical working group has reviewed many
systems with similar potential capability.
An important technical issue is that ETC software must be able to connect with the
systems of different tax authorities and financial institutions. Again, this problem is not
insurmountable and has been solved successfully for EDI. As another example, tax
authorities are moving towards automated systems that require tax agents, accountants
and similar intermediaries to provide tax information electronically. Many are
successfully in operation despite the wide variety of platforms in use.62
ETC fits well within the existing structures for operating EDI. EDI has shown that it is
possible to automate a payments system that involves a huge volume of transactions. The
use of automatic clearing houses is similar to the ETC concept and has been shown to
work effectively at an international level.
ETC is based on current and currently proposed payment systems. These are likely to
change rapidly, but probably in the medium rather than short-term, given the high
development costs and the difficulties in implementation. As ETC is based on taxing
principles and is not tied to a particular software program, it can be readily adapted to suit
new technologies.
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International principles
ETC represents a mechanism for collection and enforcement that leaves to each
jurisdiction the basis for collection according to its own tax rules. It is unlikely that there
will be early resolution of the arguments about the effectiveness of existing tax rules.
However, the work of the OECD and individual tax authorities suggests that there will be
a continued focus on enforcement of tax rules in an electronic commerce environment.
Mutual self-interest suggests that international consensus will see a congruence in general
approach, even if an international agreement is slower in coming.63 Having said that,
there is no reason why there should not be international agreement on discrete elements
affecting taxation of electronic commerce. An agreement on ETC would be similar to the
agreements on EDI. Although there are two competing standards for EDI, they provide
an effective framework in an area experiencing explosive growth.64
Because ETC does not introduce a new tax or type of tax, but simply collects tax under
existing rules, it fits neatly within the US Internet Tax Freedom Act. It uses familiar
methods of implementation adapted to new technologies, thereby overcoming the
difficulties of proposals such as the bit tax.65 ETC also complies with the requirements of
the various international prohibitions on special tariffs on electronic commerce.
It is important to note that ETC complies with the principles-based approach set out by
the OECD in its Ottawa document.66 That document identifies, in particular, the
principles of neutrality, efficiency, certainty and simplicity, effectiveness and fairness,
and flexibility.67
ETC should be tax neutral. It does not discriminate between forms of electronic
commerce. Neither does it favour electronic commerce over other forms of commerce.68
It simply effects collection and reporting of existing rules that apply to all forms of
commerce. The only complaint of discrimination that could be levelled against it is that
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its automation provides a higher standard of reporting and compliance than is possible in
manual compliance. However, this is a feature of technological development and is
hardly a disadvantage, except for tax evaders.
Electronic compliance is becoming a feature of most tax systems and is integral to the
OECD and EU goals of improving both taxpayer service and tax administration.69 It
engenders efficiency by reducing compliance and administration costs.70 ETC is an
efficient tool for improving electronic compliance.
ETC cannot influence the drafting of tax rules. However its operation is clear and simple.
Taxpayers would be able to “anticipate the tax consequences in advance of a transaction,
including knowing when, where and how tax is to be accounted.”71 The only caveat
would be that taxpayers would need education in the operation of ETC as they do with
any tax collection method. The implementation needs to be transparent, with
dissemination of information to all users. The system should be simpler for most users.
They will no longer have to account to the tax authorities themselves for tax collected and
much of the reporting will be automated. The compliance function once ETC is
implemented should be relatively simple for EMPs as well. Again, that is because of the
automation of most processes.
One of the major benefits of ETC is that it is effective and fair.72 Automated collection
using a program that deducts tax at source, at the appropriate rate, and in accordance with
self or vendor classification, is one of the most effective methods of tax collection.73
Source collection by a third party reduces opportunities for avoidance and is one of the
reasons why value-added taxes are so popular.74 Although ETC is based, to a certain
extent, on self-assessment, this increases rather than reduces the capacity of the tax
authority to undertake effective risk management.75 ETC enhances fairness by
eliminating the need for double taxation.76 ETC should prevent electronic and nonelectronic taxation of the same transaction, particularly by different jurisdictions. Where
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a withholding tax is applied when funds are transferred to a licensed EMP from an
unlicensed EMP outside the participating jurisdiction, the tax should be creditable.77 That
does not mean that double taxation will not occur, but it is not necessary.
As a method of collecting tax, ETC is not tied to a particular technology and should
therefore have the capacity to adapt to technological and commercial developments.78
The flexibility of ETC is a major strength in that it provides different jurisdictions with
the continued capacity to provide incentives or disincentives to different types of
electronic transaction. That capacity is an essential tool in national economic
management.79
ETC complies with the basic principles set out by the OECD, EU and the US, as
discussed in Part 1. It also goes some way towards making the existing substantive rules
more workable in an electronic commerce environment. It can give effect to a wide range
of rules. It does not matter whether a system taxes transactions on the basis of the
location of the vendor, the place of supply, the location of the purchaser, the place of
delivery, or use of an EMP.80
ETC also provides the opportunity for jurisdictions to work towards applying uniform
general rules to govern the taxation of electronic transactions in the context of financial
sector regulation. These concepts are not anti-competitive. Rather, they make tax
collection simple and efficient, minimising transaction costs.
Administration
A major advantage of automated information systems is that they produce standard
information where the form, content and scope is pre-determined. ETC does this and
goes a step further. The ETC program allows collection of the appropriate amount of tax
across jurisdictional borders. It provides all relevant information to allow both taxpayers
and the tax authority to monitor compliance. Automation also allows safeguards to be
built into the system and reduces the likelihood of human error. Information exchange of
this kind is much more likely to gain international acceptance than individual requests for
information, which face legal, language, technical and other barriers.81
The European Commission has responsibility for the administration and operation of the
VAT systems of the EU. It is a highly complex task and the EU example highlights the
importance of a number of key administrative requirements for any international
arrangement to collect taxes. It is vital that any collection arrangement is not overly
resource intensive. Audit and verification should concentrate on high-risk areas. ETC’s
automated approach allows the use of computerised audit, data matching and risk
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assessment techniques. The EU provides an example of the need for tax collection to be
streamlined and capable of dealing with small transactions. Customs agencies now assess
manifests provided by international carriers to determine what should be taxed. It would
be simpler to use self-assessment and run automated checks to identify anomalies. This
would be possible under ETC. ETC also helps to overcome the micro-transaction
problem facing customs authorities, which are often supposed to assess all imports, but
cannot physically do so. Self-assessment and subsequent monitoring is a superior method
for encouraging compliance.82
Use of a taxpayer identification number may help to overcome some of the substantive
issues facing tax administrators.83 Currently, the mingled definitional issue of
establishing location, residence, nexus, permanent establishment and other such factors is
a problem. To obtain a taxpayer identification number, there would have to be a nexus
with some jurisdiction and, arguably, where that nexus is established, taxing rights would
follow for ETC.84 There would still be issues of transfer pricing. Taxpayers would still
seek to avoid tax by migrating, even if only contractually, and establishing a nexus in a
low taxing jurisdiction (albeit a participating ETC jurisdiction). But at least the
jurisdictions involved would be able to establish rules to deal with such migration and the
taxpayer would be traceable.
Tax avoidance is always a problem.85 However, the provision of services electronically is
more difficult to hide than the traditional cash transaction, simply by virtue of the
electronic transfer of information.86 This leaves a trail and electronic audit techniques and
programs are usually able to find evidence of hidden transactions: erasing a trail
completely is costly and time consuming, even where it is possible. Although the
professional tax evader and criminal will always have the time and money to attempt to
do so under any system, the barriers of time, expertise and cost provide greater
impediments than is the case with the cash economy. Tax evasion is less likely where
there are strong disincentives. If all electronic transactions are subject to ETC, then there
will be strong commercial imperatives for taxpayers to work within the system.
Businesses could avoid ETC by engaging in barter. That would not avoid the liability to
tax. ETC only gives effect to the normal tax rules if there is an electronic transfer of
funds. Barter would not involve electronic funds transfers. Accordingly, the rules for
non-electronic transactions would apply and the barter transactions should be caught by
the relevant anti-avoidance rules. For example, consumption taxes usually apply a market
value rule to the property bartered to calculate the tax payable.
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In most jurisdictions ETC would be self-assessed with subsequent monitoring by the tax
authorities through monitoring and audit processes. The normal rules governing selfassessment could apply. The form of regulation implementing ETC would be very
similar to existing regimes that deduct tax at source in nearly all jurisdictions.
Conclusion
ETC is based on the successful approach used both domestically and internationally of
deducting tax at source. Criticisms of the model tend to focus on the operation of the
substantive rules that lead to double taxation. There is little criticism of the model itself.
A deduction at source model is widely acceptable and capable of adoption by all
jurisdictions. As shown above, it can apply to the wide range of transactions that can
occur electronically. Substantive rules and rates of taxes are unaffected by ETC, which is
simply a mechanism that gives effect to those rules.
The analysis suggests that ETC would fit within the financial regulation proposed for
electronic commerce. Although the particular applications may not yet have been
developed, the technology is in place to develop the appropriate programs. From a
revenue perspective, ETC offers a model that meets the criteria required for such a
system. It also offers opportunities for participating jurisdictions to prevent the flow of
electronic funds into low-tax jurisdictions. A system that protects the revenue base is
immediately attractive.
Most important, ETC is a model that fits within the principles that should apply to
collection of taxes on electronic commerce. As with any new idea, ETC needs further
discussion to determine its acceptability. However, on its face it appears to offer
significant advantages.
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