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Abstract: It is a principle of international tax law thatcauntry may not tax the business
profits of a non-resident enterprise unless thaosétp are attributed to a “permanent establishthent
located in the source country. A “permanent esthblient” is defined as a fixed place of business
through which the enterprise is wholly or partlyreed on. The “business establishment” concept is
however based on the world where there had togig/sical presence of the business in order for its
profits to be taxed. The requirement of a fixedcplaf business faces challenges when trade is
conducted electronically as e-commerce makes ficdif to identifying a taxable presence in the
source country. This article analyses the challentpat e-commerce poses to the “permanent
establishment” concept.

1. Introduction

Before any country can levy a tax on income, a egtian or tax nexus must be established betweelfi #sd that
income. For example, the residence nexus, by wieisidents are taxed on their world wide incometaedsource
nexus, by which persons are taxed on income thginates within the geographical confines of therdoy! If a
multinational company incorporates a subsidiary gany in another jurisdiction, the subsidiary is sidered a
separate legal entity that is liable to tax assédemnt of that jurisdiction. But if a business gnis not considered a
resident of the jurisdiction in which it is situated, thatrisdiction may not levy taxes on its income usléise
business profits of the entity can be attributed fermanent establishment (PE) located in thisdiation® The
significance of a PE is that, it gives the couritrywhich it is situated (the source country) thghtito tax its
income, notwithstanding the fact that the PE haseparate legal existente.

The PE is concept is based on the premise that tiees to be a physical presence of the businessehibie
source country can tax its profiti¢lowever, the advent of electronic commerce (e-censg) makes it difficult to
identify a taxable presence in a particular couftihis article analyses the meaning of the PE cdnaep
discusses the challenges that e-commerce poskes RE concept. The article also provides a recordatam for
the effective taxation of e-commerce transactions source country.

2. Defining the “PE” Concept

For South African income tax purposes a “permamstablishment” is defined in section 1 of the Ineofrax
Act,” with reference to the definition of the concepaiticle 5 of the Organisation for Economic Coopieraand
Development’s (OECD Model Tax Convention. Sectid8(l) of South Africa’s Income Tax Attead with

" This article was originally published in Kierkegd, S. (2008) Synergies and Conflicts in CyberleMTL.
pp.221-235

David MeyerowitzMeyerowitz on Income T42008) in par 7.1.

In South Africa, s 1 of the Income Tax Act 581862, defines a resident entity as one that isrparated, established or
formed, or has a place of effective managemenbirttSAfrica.

3 Article 7(1) of the OECD Model Tax Convention ondnee and on Capital (2005 Condensed Version). Sed aBlivier

& M Honiball International Tax: A South African Perspectiy2008) at 420; Brian J Arnold & Michael Mcintyre
International Tax Prime@™ ed (2002) at 73.

Article 5(1) of the OECD Model Convention. See Aamy Skaar “Permanent Establishment: Erosion of a Tieaty
Principle” (1999)Series of International TaxatiofL-101.

5 See Judd A Sher “A Band-Aid or Surgery: It Is Eino Evaluate the Health of the Permanent Estahbsit Concept”
(1999) 28Tax Management International Journ&l5

The South African Revenue Service (SARB3$cussion Document: Electronic Commerce and Sédtitan Taxation
(2000) 5-6.

Op cit note 2.

8  Act 58 of 1952.
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section 231 of the Constitutidprovideinter alia that as soon as the double tax agreement isechtifid has been
published in th&sovernment Gazettés provisions are effective as if they had bewworporated into the Income
Tax Act!® In interpreting the term “permanent establishmemthich is a treaty term, it was held ®IR v
Dowing ™ that South Africa is bound to take cognisancehefdguidelines for interpretation issued by the OBED
its commentaries on the concepts used in the OEQEeMTax Convention. Constitutionally, South Aftica
courts are also bound to apply customary internatiaw’? This includes the OECD Model Tax Convention and
its Commentary® Article 5(1) of the OECD Model Tax Convention defs a PE as “a fixed place of business
through which the business of an enterprise is ltwl partly carried on™* From this definition, three elements
can be identified, namely: a place of business,paee of business must be “fixed”, and the busingsthe
enterprise must be carried on through this fixed@lof business. These elements are analysed below.

2.1 Place of business

A PE will only exist if the enterprise has a phgsipresence in the source statélnder article 5(2) of the OECD
Model Tax Convention, the following constitute ag# of business: a place of management; a branaiffiee; a
factory; a workshop; and a mine, an oil or gas waeljuarry or any place of extraction of naturabrgces. The
size of the premises and the equipment requirecbtwstitute a place of business depends on theenafuthe
business and it is irrelevant whether the premisesrented or owneld.In the German “pipeliné” case, it was
held that it is not a requirement that the placbusiness be attached to the surface of the eatttabit is visible
above the ground. Article 5(3) of the OECD Modeln@ention further provides that a contraction sitean
installation project constitutes a PE providedagts for more than 12 months. It should be notatlttre above
mentioned activities in themselves are not conetusividence of the existence of a PE. The OECD milaear
that these have to be viewed against all the odwrirements discussed below.

2.2 The place of business must be “fixed”

For a place of business to be fixed, two componbate to be met, namely: a specific geographicat e
location test); and there must be a certain degf@ermanence at each geographical spot (the dortdst). The
location test requires that there must be a lirtkvben the place of business and a specific geomaptoint but
the place of business does not necessarily neled pdysically connected to the ground. In applyhig test, the
context of the business has to be understood. €gadquirement is that the business should comuaibrand
geographically consist of a coherent whtle.

Under the duration test, a certain degree of peemeais required in order for a PE to exist. Theifmss
should not be temporary in natdfeln South Africa, the courts hold the view that therd “permanent” in
“permanent establishment” does not refer to memgpterary use of premises for purposes of tradd.rémsvaal
Associated Hide and Skin Merchants v Collector akeB, Botswarfa it was decided on the facts that the
taxpayer’s regular occupation of the shed at aruanrental showed that its occupation of the premiwas
permanent and not temporary. It should also bednibtat the word “fixed” does not mean that no iniption of
operations may occur, but operations must at lemstrried out at a regular baSis.

®  The Constitution of the Republic of South Africal®o6.

10 Meyerowitz op cit note 1 in par 30.11; K HuxhanP&HauptNotes on South African Income T@008) at 356.

111975 (4) SA 518 (A) at 524.

12" section 233 of the Constitution op cit note 9.

13 QOlivier & Honiball op cit note 3 at 395.

14 Par 2 of the Commentary to article 5 of the OECDIMdConvention.

15 L Olivier “The ‘Permanent Establishment’ Requirerni an International and Domestic Taxation Contéxt Overview”

(2002) SALJ871.

Par 14 of the Commentary on article 5 of the OECa# Convention.

7 Bundesfinanzhof vorn 30.10.1996, IIR 12.92, BStRIg97, S12.

18 Qlivier & Honiball op cit note 3 at 97.

19 Cristian Gérate “The Fixed Place of Business in@oatext of Electronic Commerce” in Hans-Jérgen & Magliger
Permanent Establishments in International Tax (@@03) at 46.

%0 29 SATC 97 at 115.

2L Qlivier & Honiball op cit note 3 at 99. Richard LoBrnberg, Luc Hinnekens, Walter Hellerstein & Jimya Electronic
Commerce and Multijurisdictional Taxatig@001) at 206.
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2.3 Through which business is carried on

The business of the enterprise has to be carriedttwily or partly through the fixed place of busisé The
phrase “carried on through” infers that the businastivities are carried on at a particular logatioat is at the
disposal of the enterprise for that purp&sa.distinction has to be made between a PE “sehangenterprise and
one through which the businesses of the entergisarried on. To “serve” an enterprise, the atiésiof the PE
may be the main activities of the enterprise oy they be auxiliary, substantial or insignificdhtAlthough the
business of the enterprise needs to be carriethrondh the PE, this does not mean that a PE will erist if
individuals are present. Although the presencendividuals may be required for the setting up d?E&, their
ongoing presence is not requirédThe presence of fully automatic equipment operaed maintained by the
enterprise in the host country may constitute aHREvever, if the enterprise merely sets up the nmashand then
leases them to other enterprises, a PE does rsif®xi

2.4 Exclusions to the PE Concept

The OECD Model Convention sets out certain actsitihat are excluded from the PE definittéthe common
feature with these activities is that they aregeémeral, preparatory or auxiliary activities. Altlyh it is difficult to
distinguish between activities that are of a prafmy or auxiliary nature and those that are i@, ®ECD is of
the view that the decisive criterion is whethemot the activity of a fixed place of business igelf forms an
essential and significant part of the activity loé ienterprise as a whdfeA fixed place of business which has the
function of managing an enterprise or even onlad pf an enterprise cannot be regarded as dowggpatory or
auxiliary activity, for such a managerial activéixceeds this levéf.

2.5 Deemed PEs (dependent agents)

Although an enterprise may not have a fixed placbusiness in a host state, a PE is deemed to wkiste a
dependent agent has authority to conclude cont@ttbehalf of the enterprise and habitually exesithis
authority in the source count’yyThe person making use of the authority must deepeatedly and not merely in
isolated case¥. Persons (whether individuals or juristic persombpse activities may create a PE should not be
independent agents. According to the OECD, theofactvhich play an important role in deciding whetlhe
person is a dependent or independent agent arentbent of freedom the person has to enter intdracts on
behalf of the enterprise. Where the person openateer detailed instructions and control, this ¢aties a
dependent status; and, if the risk is born by treng then that person acts independefitly.

From the above, it can be concluded that theredag a physical presence at a “fixed place ofrfiass”
or “agency presence” in a given jurisdiction toaédish a PE. The rationale for the PE concept listsrically
rested on two main grounds. Firstly, the preserica ®E was evidence that a foreign company conducte
significant business within the source couritrzecondly, the PE concept permitted source cosntoieshare in
tax revenues from the profits created by commersfgiortunities presented by their mark&td.he concept
represented a form of international equity in thaprovided a reasonable compromise between ttezeists of
net-exporting nations and net-importing nationsaose the exporting nations derived revenues fraimdavalue
added at the production stage while the importiatjons derived revenues from taxing the income gead by
sales activitied® This sharing of tax revenues also provided anritice for residence and source countries to

22
23

Par 5 of the commentary on article 5(1) of the OB@@lel Convention.

Doernberg et al op cit note 21 at 206; See alsnige] Levouchkina “Relevance of Permanent Estahésih for Taxation

of Business Profits and Business Property” in Hamgelo& Mario ZugePermanent Establishments in International Tax

Law (2003) at 20-21.

Skaar op cit note 4 at 112.

v Par 1(10) of the commentary on article 5 of tieOD Model Convention
Ibid.

27 Article 5(4) of the OECD Model Convention.

22 Par 24 of the Commentary on article 5 of the Mdded Convention.

Ibid.

30 Article 5(5) of the OECD Model Convention; R RohaBgisic International Taxatio(2002) at 77.

31 Olivier & Honiball op cit note 3 at 105.

%2 Par 37-38 of the Commentary on art 5 of the OECBI&I&onvention.

33 Skaar op cit note 4 at 78-79.

34 Nancy H Kaufman “Fairness and the Taxation cimational Income” 2@aw & Pol'y Int| Bus (1998) at 145; Charles E
McLure “Taxation of Electronic Commerce: Economicj€itives, Technological Constraints, and Tax LaB@Tax Law
Review(1997)269, 361-62; David R Tillinghast “The Impact of ttidernet on the Taxation of International Transats!
50 (1996)Bulletin forInternational Fiscal Documentatioat 524 — 525.

% Skaar op cit note 4 at 88-95.
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cooperate in reducing international double taxatimence promoting international trade. The emergesfce-
commerce, however, upset this balance becausecphyscations are no longer required in foreign kas in
order to engage in significant commercial actigitiBelow follows a discussion on the impact of eanterce on
PE concept.

3. What is E-commerce?

E-commerce is a term used to describe the widg afraommercial activities carried out by electnieans that
enable trade without the confines of geographicaindaries?® This technology enables the transmission of voice,
data, images and video information to take placeyimerspace by using the Interi€The Internet provides an
environment in which automated functions can uradersignificant business with little or no physieativity.>®
Global computer-based communications cut acrosisatéal borders, creating a new realm of humarivégtand
undermining the feasibility and legitimacy of lalvased on geographic boundaries. Because the lhigrnoes
international boundaries, “place” has little meanin the networked worl?f This makes it difficult to establish
international norms for identifying the source loé¢ taxpayers’ income. It is feared that e-commenag; change
the distribution of taxable activities, alter theldnce of taxing authority and result in the ersib countries’ tax
base$® E-commerce creates difficulties; in the identifioa and location of taxpayers, the identificatiand
verification of taxable transactions and the apilib establish a link between taxpayers and thexalle
transactions, thus creating opportunities for tebiteage? As a result, governments throughout the world are
concerned that they will not receive their fair ighaf the revenues associated with taxing e-comenerafits.

4. Challenges E-commerce Poses to the “PE” Concept: Fixed Place of
Business

Multinational corporations have traditionally reced some type of physical presence within foreigarkats in
order to engage in significant business activitidsth the development of the Internet, online detai can
accomplish much of their sales and advertisingtesfias via a website that transfers transactionsctus
customers. An Internet website allows an enterpsmteract directly with its customéfshus eliminating the
necessity for having the presence of intermediaigis/en jurisdictiot? Customers do not have to visit physical
places to buy certain commodities or gain acces®ttain services. By logging onto the website @usrs can
select products for purchase from an online cateognd buy them by filling out a form and chargihg
purchase on their credit caftiMultinational companies can centralise many ofrtoperations including sales,
marketing and customer support that previouslyiregiemployees or fixed bases within source coesiti

The Internet also encourages the re-intermedigirocess, which is essentially the development @f ne
intermediaries (online companies) that do not neqtixed places of business within source countridsese
intermediaries link buyers and sellers on the hwegr thereby reducing transaction costs.46 Withhsuc
developments multinational firms with existing Pfaay begin to shift part of their business operatifrom the

R Doernberg & L Hinnekenglectronic Commerce and International Taxati(@®99) at 3; RA Westirinternational

Taxation of Electronic Commer¢2000) at 2; H Suddards-commerce: A Guide to the Law of Electronic Busiri£899)

at 257.

C Sher “Taxation of E-commerce” (2000) 39come Tax Reportefi72; SP MelvinCyber Law and E-commerce

Regulation: An Entrepreneurial Approaq2005) at 52; C Chen “United States and EuropearorJdipproaches to

Internet Jurisdiction and their Impact on E-Comre&(2004)University of Pennsylvania J of International Ecamio Law

423 at 426-427.

% Suddards op cit note 36 at 27; Westin op cit rRfieat 2; CW Pappas “Comparative US and EU Approathes-
Commerce Regulation” (2003) enver J of International Law & Polic$25 at 326-327.

% DR Johnson & D Post “Law and Borders: The Rise af imCyberspace” (1996) 48tanford Law Reviewat 1367 and at

1370-1371; Melvin op cit note 9 at 52.

Doernberg & Hinnekens op cit note 36 at 341-348; Hickey, R Mathew & C RosE-commerce: Law Business and Tax

Planning(2000) at 261.

41 Suddards op cit note 36 at 255; R Buys R & F Cron&y/Ber law: The Law of the Internet in South Africad (2004) at

307; See also Garate op cit note 19 at 48.

Arnold & Mclintyre op cit note 3 at 153; AW Ogut& B Van der Merwe "Electronic Commerce: Challenging thcome

Tax Base” (2005) 1BA Mercantile Law Journadt 85-86.

Andrew L Shapird'Digital Middlemen and the Architecture of ElectianCommerce”24 Ohio North University Law

Review(1998) at 795.

Arnold & Mclntyre op cit note 3 at 153.

4 Arthur Cockfield, “Transforming the Internet intoTaxable Forum: A Case Study in E-Commerce Taxa(@d01) 85
Minnesota Law Revie{2001) at 1179.

% Ipid.
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PE in the source country to the Internet in orderconsolidate their operations and outsource neartisl
functions to foreign affiliates. This has the pdi@nof reducing the amount of income that is htitable to a PE
in the source countr/.

5. Challenges E-commerce Poses to Dependent AgentP  Es

Multinational companies often employ dependent &gen source countries to perform functions such as
finalising complex contracts or exploring new b@sis opportunities. With the Internet, the needHoman
intermediaries such as brokers, distributors oresgntatives is irrelevant as Internet technologias fully
automate the order filling, contract negotiatingd gpayment processing that was traditionally penfmt by
dependent agent8.This makes it difficult to find a PE based on titaditional formulation under the OECD
Model* It is indeed illogical to conclude that individaadre necessary to have a PE when no individualinar
fact necessary to generate the income for e-conereansactions.’ Furthermore, independent agents can be
hired if necessary at a fraction of the cost taagalish many dependent agent functidhs.

6. How the OECD Deals with the Challenges E-commerc e Poses to the PE
Concept

In order to protect source countries tax basesQR€D came up with certain guidelines with regardtte
application of the PE concept in context of e-comameThe guidelines apply traditional principlesdigtermining
whether a website or a server qualifies as a Pfix¢a places of business through which the busirdsthe
enterprise is carried on or a dependent agencgpcey.

6.1 Can a Website Constitute a PE?

A website is essentially a location on the Worldd@/Web. It contains a home page, which is the ficstument
users see when a web address is accéSskdebsites consist of the software and electroaia cgtored on the
server that allows an enterprise to interact diyewith its customers® According to the OECD; “an Internet
website, which is a combination of software and:tetmic data, does not in itself constitute targiptoperty. It
therefore does not have a location that can cosstét ‘place of business’ as there is no ‘fac#itich as premises
or, in certain instances machinery or equipmenfaasas the software and data constituting that wehs
concerned™ Arnold and Mclintyré® also note that a website is a “virtual office”s Atangible property, it does
not provide a regular link between the place ofifess and a specific physical geographical poidtsmit cannot
qualify as a PE®

6.2 Can a Server Constitute a PE?

A server, on the other hand, is automated equipmenthich an Internet web site is stored and thihowgich the
website is accessibféParagraph 42.2 of the OECD Commentary on artigheoSides that, since the server is a
piece of equipment that has a physical locatioat thcation may constitute a fixed place of bussnes the
enterprise that operates that server. Further that, server is used regularly for enterprise besamit may
constitute a PE if it is at the disposal of theeemtise for that purpos& When an enterprise conducts its business
through a website that is host&dn the server of an Internet Service Provider }IS&ch hosting arrangements do
not result in the server and its location contebliyy and at the disposal of the enterprise eveadindhe website

47 |bid.

8 |bid.

4 Dale Pinot “The Need to Reconceptualise the PeemtaBstablishment Threshold” @ulletin for International Fiscal
Documentatior(2006) at 266.

%0 bid.

51 Olivier & Honiball op cit note 3 at 104-105.

2 |bid.

%3 Buys & Cronje op cit note 41 at 303.

5 Par 42.2 of the OECD Commentary on article 5

55 Arnold & Mclntyre op cit note 41 at 153-154.

56 Buys & Cronje op cit note 41 at 303; Garate op oteril9 at 54.

57 Buys & Cronje op cit note 41 at 303.

%8 Ppar 42.3 of the Commentary on article 5 of the OBMiilel Convention; see also Buys & Cronje op cite rktat 303;
Arnold & Mclintyre op cit note 3 at 153.

% Par 42.3 of the Commentary on article 5 of the OB@idlel Convention.
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of the enterprise is hosted on a specific servarsgtecific locatiofi’ This is because the enterprise does not have a
physical presence at the location of the servetesime website through which it operates is nogitda®
However if the enterprise owns (or leases) andaipsrthe server on which the web site is storeduard, then
the place where that server is located could comsta permanent establishment as the server sitatétion is at
the enterprise’s disposal. Even if the enterprae d server at its disposal, the server must Bedfiat a certain
place for a sufficient periotf. What is relevant is not the possibility of theverbeing moved, but whether it is in
fact moved. In order to constitute a fixed placdows$iness, a server will need to be located attaineplace for a
sufficient period of time so as to become fixed hivit the meaning of article 5(1) of the OECD Model
Conventior?®

Even if the enterprise has control over the seatea fixed place of business, the meaning of HE st
requires that the business of the enterprise shmlgholly or partly carried on through the pladeeve the server
is located. This requires a case by case anafysisnstance, the fact that the enterprise doesauptire personnel
at the location for the operation of the equipndmes not mean there is no PEhe presence of the personnel is
not necessary to consider that an enterprise wiolpartly carries on its business at a locatioenvho personnel
are in fact required to carry on business actisitiethat locatiof

Paragraph 42.7 of the OECD Commentary on articleurher provides that a server will only be
considered a PE of the enterprise if the specKatusions stated in article 5(4) do not apply. Gangently where
the activities carried on through a server areicdstl to preparatory or auxiliary activities, itiwot constitute a
PE. Such activities would include the provision afcommunication link between supplier and customer,
advertising of goods or services (e.g. a displag oatalogue of certain products), relaying ofiinfation through
a mirror server for security and efficiency purpgsgathering market dates for the enterprise apglgimg such
information®® However if such functions go beyond preparatorguxiliary activities in that they form the main
or core function of the enterprise and they ar@rgortant and significant part of its business\atiéis, then a PE
will be deemed to exft.

From the above it can be concluded that a PE baised"“fixed place of business” will only be deented

be present when the enterprise is carrying on basithrough a web site that has a server at itsdisposal at a
fixed location and the business of the enterpigsaat of a preparatory or auxiliary nature. Howewary few
enterprises carry on business through their oweseiand consequently they would not be taxable.

6.3 Can an Internet Service Provider (ISP) constitu  te a Dependent Agent PE?

An ISP is a company that supplies connectionsédriternet, usually for a monthly fé2lt is common for ISP’s
to provide the service of hosting the websiteshefénterprises on their own servers. The quedtiem is whether
an ISP constitutes a dependent agent PE of thepeistss that carries on e-commerce through thesiteb hosted
on servers owned and operated by these ISP. Acptdithe OECD Commentary,the ISP does not constitute a
dependent agent of the enterprise to which the ieebglongs, because it does not normally haveoaiyhto
conclude contracts in the name of these enterpriS&ss are normally independent agents actindpénardinary
course of their own business which entails hostirg sites of many different enterprisés.

7. Other Countries’ Responses to the OECD’s Guideli  nes

In response to the OECD guidelines on the taxaifdPEs, the Australian Tax Office noted that a viteblecated
on a server that is fixed in time and location, #mdugh which business is carried on may constitupermanent
establishment:

60
61

Ibid; see also Garate op cit note 19 at 54.

Par 42.3 of the Commentary on article 5 of theCOBModel Convention; Buys & Cronje op cit note 41 @83Suddards

op cit note 36 at 262; Doernberg et al op cit ridtet 210.

Par 42.4 of the Commentary on article 5 of the OB@idlel Convention; see also Arnold & Mcintyre opritte 3 at 153.

5 Par 42.4 of the Commentary on 5 of the OECD Modelv@ntion.

5 par 42.6 of the Commentary on article 5 of the OB@idlel Convention; see also Buys & Cronje op cit ndta#303.

% par 42.5 and 42.6 of the OECD Commentary on arficl

% par 42.7 of the Commentary on article 5 of the OB@idlel Convention.

Z; Par 42.8 of the Commentary on article 5 of the OB@idlel Convention; See also Buys & Cronje op cit riiteat 303.
Ibid.

% par 42.10 of the Commentary on article 5 of tfCO Model Convention.

0 Arnold & Mclntyre op cit note 3 at 153.

" Australian Tax OfficéTax and the Internet: Discussion Report of the Adl€xtronic Commerce Proje¢t997) at 7.2.1.5.

Available at >http:// www.ato.au/indexlist. asp@ment=AS/TS+k=internet+d=internet+1=1< last ace#s$6 July

2008.
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Canada's Tax Administration noted that "whetherila $erver fits the definition of a permanent
establishment will depend on the facts and circanws of the particular case. This issue will batdeith on a
case-by;gase basis in a manner that is consistghttie Department's current published interpreteti and
rulings."

It is however worth noting that the German tax atittes are of view that "for the time being" asarwill
not be considered a permanent establishment uhdedéfinition in the OECD model tax treaty becatlse
activities associated with the server are prepgyatonature’®

The United Kingdom’s Observation to article 5 iattit “takes the view that a server used by anilerta
either alone or together with websites, could netsach constitute a PE*. The United Kingdom’s Inland
Revenue has also indicated that servers will nostituite a permanent establishment for United Kamgdax
purposes?®

Spain and Portugal have expressed a number ofvetsers on the OECD Report “Clarification of
Permanent Establishments definition in E-commerddiere Observation to article 5 of the OECD Model
Convention is that “since the OECD continues theltof e-commerce taxation, these states will maegsarily
take into consideration the OECD’s guidelines uhiél OECD has come to a final conclusion on theen&t

As stated above, although South Africa is not arCOBMember country, it has been awarded observer
status’’ Non-OECD member countries, like Sofitkan also indicate a reservation to any article§inOECD
Model Conventiori? Since South Africa has not indicated such a resien, it can be assumed that South African
courts are bound to follow the OECD interpretatiditaxing servers as PEs in the e-commerce context.

8. The Challenges E-commerce Poses to the Taxation  of Servers as PEs

The OECD seems to be of the view that existingrimattonal tax rules and principles are sufficiemthandle
emerging issues relating to the taxation of e-commeusiness profifS. And as pointed out above, some
countries have issued their own reports that emrdthrs OECD’s because they are trying to ensure whkyot
lose out on tax revenues as a result of e-comméréehowever important to note that the OECD’sdglines
that focus on the preservation of traditional ingional tax principles such as the requirementafgrhysical
presence (a server) in source countries, have figtevance to the world of e-commeftat first glance, a server
seems to fall within the traditional definition BEs. However e-commerce developments are fruggrdimability
of countries to tax the profits from e-commerceaassult of traditional PE principles that emphadlze need for
a physical presence within source countries.

8.1 The Challenge of Locating Servers

Tax authorities will find it difficult to tax therpfits generated by servers located within theirdieos because the
location of the servers and the functions perforimgdoftware code within the servers are highlyleadlle® The
OECD has also acknowledged that servers are higblyile and flexible in natur€ The United States Treasury
Department has noted that, “Computer servers cdoda¢ed anywhere in the world and their usersratéferent
to their location. It is possible that such a seree similar equipment, is not a sufficiently sifjigant element in

Herb Dhaliwal “Electronic Commerce and Canada's Administration, A Response by the Minister of NatbRevenue
to His Advisory Committee's Report on Electronic Comeak (1998) at 6.3.2.4. Available at >http://wwwae
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the creation of certain types of inconfé The location of a server can also be easily mqwéithout affecting the
underlying transaction) between different countri@srvers can transfer their programs almost iteteously to
a server in a different jurisdiction if necess&tirror sites can for instance be established tedlicustomers to
different servers depending on the level of tradfi@ny time. Actions such as these could frustfaettempts of
tax authorities to find a stable physical presemtavhich to base taxation under the PE conf&phe finding of
the existence of a PE may also be avoided by moujpmgrations to a server in another country befbee t
conditions of being “fixed” under the PE test aatisfied®’

With technological developments, central serverslma completely taken out of the transactional Ibgp
peer-to-peer networking where users trade digitadpcts without resorting to any centralized setveation® In
these circumstances, it may be difficult to asgext business is being conducted through a sewred or leased
by the resident-based e-commerce business. Thegene&r of such networking techniques may ultimately
frustrate the focus on physical aspects of the oidw It has also been noted that the location sélver often
bears little relationship to the location of thesesstial economic activity that e-commerce comprisethe
production and consumption of informatifhE-commerce makes it possible for functions to Entkgrated
between servers, which practically makes it diffido determine whether activities are core or prefory in
nature?® These possibilities expose the vulnerabilitiestrging to apply the PE principle to tax e-commerce
transactions.

8.2 The Possibility of Increased Tax Arbitrage

Tax-planning strategies can be effected by basiognapany’s main server in a tax haven or low taisgliction
that imposes nil or minimum taxes on business fdfiThis server can then perform the company’s coséness
activities and then the source country serversuaszl to perform mere auxiliary or preparatory dintis (for
instance, advertising on a web page) that do nouatrto a PE. The Australian Taxation Offfthas noted that e-
commerce transactions can be separated into difféwactions which, by themselves, can be consilariliary
or preparatory in nature, but when linked via thieinet, create "a viable business that is notestithp tax in any
jurisdiction." An e-commerce company could also awtax haven-based server and simply host its vagle pn
servers located in source countries. The e-commewogpany will not attract source country incomeatan
because merely hosting a web page on a foreignaweever does not place the server at the dispdsie
resident company’

If servers constitute PEs, multinational companigh be encouraged to engage in transfer pricing
strategie¥' by allocating related party profits to serversal@el in low tax jurisdictions. This can be done by
ensuring that programs within the server that éated in a low tax jurisdiction enable the completof virtually
all aspects of the business transaction from aidiregt order-taking, and conclusion of the contract

8 United States Department of the Treasury, Offitdax Policy “Selected Tax Policy Implications Gfobal Electronic

Commerce” (22 November 1996) at 7.2.3.1. Availablevaww.ustrea.gov/taxpolicy/internet.html> Last assed 30 June
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www.articlexplosion.com/articledetail.php?artid=@2@aitid=30&title=Internet+Telephony+over+Peer+t. last accessed
3 July 2008.
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Review(1999) at 133.
For example, Bermuda, markets itself as an e-canareentre for businesses. See “Globalization and The Economist
(Jan 29 2000) at 16. See also Linda Ng “Singapdfer©Tax Incentives and Advantages to E-Businesg&§ax Notes
International (2000) at 16.
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Second Report” (1999) at 5.3.31-5.3.72 (1999). Add at >http://www.ato.gov.au/content. asp?doc=/
content/Businesses/ecommerce_tati2.htm< last astess9 July 2008.
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Transfer pricing describes the process by whithted entities set prices at which they transferdg or services between
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8.4 Administrative Challenges

Tax authorities will face many difficulties in targ profits attributable to the software functionfs servers.
Calculating the income attributable to the servewebsite would require tax authorities to go tlylowcase by
case and thousands of lines of computer ¢Bdeis is not administratively feasible, as tax auities would
somehow have to determine the amount of added yataded through server functions. An OECD Elegito
Commerce Tax Study Grotfpnoted that taxing servers "would present insurrtahle tax compliance and
administration issues." The highly intangible, fld&, and mobile nature of computer code would al&ke tax
administration difficult. Multinational businessesy have to incur significant compliance costsgeithey would
have to file tax returns and fulfil other reportiagligations in every jurisdiction where their serw are located’.
As national tax authorities’ attempt to extend thaking jurisdictions over alleged server profttis may lead to
international double taxation.

9. The Need for a New Threshold for Taxing E-comme  rce

From the above, commentators argue that the PEiplenneeds to be reconceptualised in light of thanges
brought about by e-commer&eThe current definition of PE in the OECD Model kg in a context where
international business activities are carried ot fixed place or by representatives in a jurigdic In traditional
commerce, reliance on the PE principle can be egpliith relative coherence and certainty. Howewer,
commerce allows substantial business activitieke place in a source state without either physicdhuman
intermediaries, making it difficult to find a PEd#al on its traditional formulation under the OECDd¢I*°

A number of commentators have pointed out the daa® of applying traditional concepts to brave the
new world of cyberspace. Johnson and Bbsbte that the regulation of cyberspace must berdifit from the
regulation of real space because cyberspace ddebane territorial boundaries, but exists simultarsy in
multiple jurisdictions. Regulators should not oribcus on physicality - in this case, a physicaleaspof the
network - while ignoring the more ethereal aspeasftscyberspacé” The current methods of amending or
“patching” the old legislation to deal with the neslectronic developments should be changed, and new
international principles adopted that take the miewelopments into consideratidi. Skaat® notes that “rather
than protecting the tax base in the source st&ie, permanent establishment principle today has rbeco
instrumental in ensuring avoidance of source dtatation for some economically important busingssrations
... The future is likely to prove that the Permanesiablishment principle has lost its force for reavd mobile
industries ... . An enterprise’s economic connectthe soll, its permanent establishment, is ngdora reliable
evidence of economic allegiance”. SK&aargues that since a PE is merely a piece of eg&er economic
allegiance, and not the reason for source basedidax it has to be changed. In support of thiswiBoernburg
and other¥® also argue that the PE concept is merely a “tinlesthat business activities in the source country
must have reached in order to entitle that coutdryax the pertinent income. It is not unreasondblethis
threshold to be adjusted for changes in the natbibaisiness and in the way business is carried on”.

Writers on this issue have suggested some posajipleoaches to resolving these probléfidn this
authors’ view the most visible way for resolvingstiproblem is by levying a withholding tax on e-aomerce
transactions. Citing the challenges in the charities of e-commerce, Avi-Yona¥ has also proposed that, the
best way to tax e-commerce would be to introducsithholding tax at the corporate tax rate for therse
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source country.
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taxation of e-commerce transactions. Doernt3rgas also advocated for the introduction of a l@te rof
withholding tax on e-commerce. Pifitbsuggests that a withholding tax should be apgiedource countries on
active income at a uniform rate to all internatior&ectronic commerce transactions generating \wiitihg
income, which would be refundable if the total greales of a business in a source country forelesant period
remain below ale minimisthreshold. The advantages of this approach atehtbaystem is operationally possible
with the use of new technologies to assist withdbkection, distribution and refund of the taxehheld. The
system also avoids issues regarding the charaatierisof income that could become more complicatethe e-
commerce context.

It is however worth noting that withholding tax syms have been criticised for not being tax neutral
they apply only to cross-border sales of goodssamdices that involve foreign sellers and not |smlerst*? It is
also worth noting that withholding taxes based ovsg receipts could be distorted where it is realsiyncertain
that the substantial part of the gross receiptssisbrof net income. Furthermore, taxpayers wouluinthe
compliance costs associated with filing returnldain a refund of the amounts withheld, and tatherities
would incur administrative costs to ensure that siystem is enforceablé® Although the withholding tax
approach may be criticised, from both from a cohespand a practical perspective, withholding teechmanisms
appear to be the most feasible approaches thatr@sinould resort to in order to accommodate #ixation of e-
commerce transactioni¥’ A classic example is India. In 1999, Indian’s Aarity for Advance Rulings relied on
withholding taxes in taxing e-commerce under Uni@@tes/India tax treafy® It is submitted that using a
withholding tax approach provides a more stable apgropriate basis for the source-based taxation of
international electronic commerce transactions tharcurrent international tax system.

10. Is the Withholding Tax Approach Feasible in Sou  th Africa?

In South Africa, the levying of withholding taxes applied where there are difficulties in taxingame derived
by non-residents from South Africa. For instancéhwespect to active income, the Income Tax Agbases a
withholding tax on all amount received by or accriy foreign entertainers and sportsmen from Sédtica.'*
The Act also imposes a withholding tax on any @pjains derived by a non-resident from the aliemabf
property that is situated in South Afrit4. With regard to passive income, the Income Tax ksies a
withholding tax on royaltie§' It could thus be said that the workings of thest@lolding taxes could be referred
to in coming up with a withholding tax on e-comneréhe anonymous nature of e-commerce can howeake m
it difficult to levy a withholding tax on e-commexrcThe levying of this tax requires the identifioat of the
resident taxpayer who must withhold the tax, frdma purchase price paid to the non-resident andtpayer to
the tax authorities®® Indeed the South African Green Paper on E-comrif@rcecommended that since e-
commerce blurs the actual trading capabilities lefcteonic enterprises, it was necessary to comewiip
mechanisms of identifying parties on websites. Ageault of the Green Paper, in 2002, the Electronic
Communications and Transactions Atwas enacted. This Aaiontains certain provisions which, if complied
with and effectively enforced, may alleviate sonfetite identification problems posed by e-commereet
instance, section 23 requires a disclosure of itme @and place of communication, despatch, and peaHi
information. Sections 24 and 25 deal with the latition of data messages to the originator. Se@®provides
that the authentication of the products or servigkeservice providers. Sections 27 and 30 contaavipions
relating to cryptography so as to ensure the atitign integrity and reliability of Internet dat&ections 42 and
43 require the display of information about thesigy of electronic goods and services on the web8§ections
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80 and 81 deal with the appointment of cyber insgsowho have the power to inspect any websiteviicind
information.

If a withholding tax on e-commerce is introducadSouth Africa, a provision could be inserted ie th
Income Tax Act provided that the provisions of EBETA would be relied on to identify the parities tle
transaction and in order to ensure the collecticth@ withholding tax.

11. Conclusion

From the above, it can be concluded that the OE@Didelines that tax business profits on the baklscation
of servers as PEs in a source country are unsatisjaand unsuitable basis for attributing a taxusefor e-
commerce purposes. In this authors’ view the mdsible way for resolving this problem is by levyirggy
withholding tax on e-commerce transactions.
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