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New rules will likely be driven by reaction to the natural evolution of doing business in cyberspace, but for the time being "tax neutrality" is the watchword.
    *46 Existing tax rules--however inadequate--must be used as sieves through which e-commerce fact scenarios are put. This is the approach for the discussion below, which proposes a foundation on which e-commerce taxation can be built.
Physical Presence
    "Physical presence" is and probably will remain the key concept in determining whether source-based tax liability is triggered in the context of e-commerce--with or without the protection of a bilateral double tax treaty. Therefore, what constitutes physical presence and the resultant fiscal effects of such determination are examined below. Physical presence is not so much a category heading as it is a theme that is revisited again and again as pertinent international tax rules are juxtaposed with the state of e-commerce today.
    The discussion below is divided into two major areas--internationally related e-commerce taxation with double-tax treaties (OECD model treaty, independent and dependent agents) and without tax treaties (U.S. tax rules, including sourcing, "U.S. trade or business," "effectively connected income," and "fixed or determinable annual or periodical" income). The concluding part of the article will cover the rules in Australia, Canada, Germany, and the U.K., and propose what new rules should look like.
OECD Model Treaty
    The Organization for Economic Cooperation and Development (OECD) model treaty is the commonly accepted standard for double tax treaties throughout the world. It uses the permanent establishment (PE) concept to define the contact required to support source taxation of foreign goods and "business profits" in general. It "requires a definitive, organized contact or presence so that casual business connections or even a steady stream of exports without a 'business presence' of the foreign exporter will not trigger source taxation." [FN1]
    Under the OECD model treaty, business profits of a nonresident company may be taxed only if they are attributed to a PE that the company maintains in the taxing country. The treaty provides for two circumstances in which business operations of the company will constitute a PE in the local country: 

1 When the company has a fixed place of business through which the business of an enterprise is wholly or partly undertaken (see Article 5(1) and (2)). 

2 When a person--other than an agent of an independent status--is acting on behalf of an enterprise and has, and habitually exercises, in a contracting state an authority to conclude contracts that are binding on the enterprise. [FN2]
    Although there are quite a few exceptions to a finding of PE, most relevant for purposes of this article is that the OECD model treaty explicitly excludes from the definition of a PE a facility maintained "solely for the purpose of storage, display or delivery of goods or merchandise." [FN3]
Fixed-place-of-business test.
    The OECD commentary ("Commentary") concerning PEs states that "fixed place of business" contains the following three conditions: 

1 There must be a distinct place, such as premises, or in certain instances, machinery or equipment ("place-of-business test"). 

2 It must be established with a certain degree of permanence ("permanence test"). 

3 Business must be carried on through the place, usually by personnel of the enterprise ("business-activities test").
    Each of these tests must be satisfied before activity of a business enterprise can be deemed to result in a PE, and together they are often referred to as the "fixed-place-of-business test." The place of business is usually the location where the business activity of the foreign company occurs, but the necessity of satisfying all three requirements sometimes leads to different results. Applying these conditions to transactions on the Internet, to qualify as having a PE, a company engaged in international e-commerce must be found to have equipment (or some sort of presence) at a fixed location in the foreign jurisdiction through which it conducts its business activities.
    "Place of business."  For most companies, finding a "place of business" is the least controversial part of the test. Most have some sort of physical location where management activities are conducted, goods are manufactured or sold, or personnel perform daily functions. The Commentary states that even businesses without conventional locations are intended to be covered. For example, a place of business may "be constituted by a pitch in a market place, or by a certain permanently used area in a customs depot (e.g., for the storage of dutiable goods)." Also, gaming and vending machines, when operated and maintained by the company or its agent for its own benefit, are specifically held to be a PE. [FN4]  Under such a broad interpretation, a server through which an enterprise transacts its business would appear to qualify easily as a place of business. However, something as amorphous as a web page, which does not even appear unless the user calls it up on the computer screen, is unlikely to lead to a PE.
    *48 Although human beings can be a "place of business" for tax purposes, customers would qualify only if they could be classified as agents. However, because they are not representatives of the company in any way, they cannot be agents. In addition, unless the company laid its own cables and set up its own computers for customers to use in the foreign country, these would not qualify as a place of business. [FN5]
    "Fixed." Finding that a place of business is "fixed" is more difficult. While the OECD model treaty does not require that the enterprise be "actually fixed to the soil on which it stands," it does mandate that it be situated at a distinct place with a certain measure of permanence. [FN6] Applying these provisions to e-commerce, it appears unlikely that transactions on the Internet would satisfy the "fixed" requirement. Although less dispositive than the "place of business" determination, it would seem that a server might meet the "fixed" requirement so long as it remained relatively stationary within a given territory. Computers and telecommunications devices may also satisfy this requirement provided they are more than temporary.
    However, a web page that may transfer from a server in one tax jurisdiction to a server in another tax jurisdiction within an hour is more questionable and would depend on the intent of the company at the time of its creation. In most instances, it probably would not be considered a fixed place of business. Also, a  web page can be saved to different locations on a server, arguably making it even less "fixed." [FN7]
    "Connection." The third and last condition in the PE definition requires that commercial activity be carried on and that it be done through some type of connection with the fixed place of business. [FN8]  The Commentary expressly states that "[t]he connection between the place of business and the business activity of the enterprise does not have to involve human beings, or any decision-making activity, as long as an activity is performed there. Thus, fully automatic machinery, computers, etc., may comply with the 'business connection test."' [FN9]  However, there is one condition: the enterprise must carry on genuine business activity, such as maintenance and actual operation.  A web page may satisfy this part of the analysis if the actual purchase and sale were considered to have taken place through the web site. For the same reasons that the web page likely fails the place-of-business test above, it also fails here. Since it might meet the first and second tests, the server is probably the best contender for a finding of PE. However, since it is dependent on the existence of the company's web page for any electronic transactions to occur, on its own it likely would fail this third requirement. [FN10]
    An argument might be advanced that both the web page and server in conjunction satisfy all three conditions and therefore constitute a PE. Practically applied, there are two probable reasons why such an argument would fail. Because web pages are sometimes located and accessible on several servers (possibly in different tax jurisdictions), the "fixed" requirement would be avoided altogether. Also, since many web sites exist on multiple servers, there would be no way to tell through which one the business activity took place. Thus, such a theory would severely compromise the concept of PE, as defined in the OECD model treaty. [FN11]
OECD exceptions.
    Other portions of Article 5 of the OECD model treaty list activities that specifically do and do not create a PE, and that are highly analogous to e-commerce. First, Article 5 excludes from PE determination the "use of facilities solely for the purpose of storage, display or delivery of goods." [FN12]   For non-Internet companies, this means that the existence of a warehouse in the source country does not lead to finding a PE. Similarly, through servers that store information, or on-line businesses that simply provide information, advertise, or make shareware or other software products available for downloading over the Internet, no PE should be created. [FN13]
    Article 5 also exempts auxiliary or preparatory activities from giving rise to a PE. Under this provision, it is not likely that mere solicitation of orders through a web page would lead to a finding of PE. The analysis here rests on whether the activity is "preparatory or auxiliary" when viewed in relation to the overall business of the enterprise.  If a fixed place of business that appears to conduct preparatory or auxiliary activities has a general purpose identical to that of the enterprise as a whole, the activities of the fixed place of business are not considered preparatory or auxiliary. [FN14]  In other words, if the nature of the web business is marketing and not the eventual actual sale of products, advertisements would be integral and not preparatory.
    Put slightly differently, because activity of a "preparatory or auxiliary" character "would normally include the supply of information," [FN15] a PE should not arise in this instance. Significantly, considering the extensive presence of advertisers in e-commerce, the Commentary also lists advertising as an activity of a preparatory and auxiliary nature. [FN16]  In these situations, where the foreign web site owner "simply post[s] *49 information on an Internet Web site which is accessible to users in foreign jurisdictions," an analogy can be made to personal jurisdiction cases involving Internet activity (see sidebar). In one such case, the court reasoned that "[a] passive Web site that does little more than make information available to those who are interested in it is not grounds for the exercise [of] personal jurisdiction." [FN17]  This rationale is consistent with the apparent conclusion, under existing interpretations of international tax treaties, that merely supplying information (or advertising) over the Internet does not constitute taxable presence. [FN18]
    According to an interpretation of Article 5 of the OECD model treaty, mail- order activities per se do not constitute a PE. [FN19]   Thus, to the extent that a web page acts as a type of electronic catalog, it most likely will not be a PE.
PE by agency.
    Generally, under all treaties, when an enterprise carries on business dealings through a broker, general commission agent, or any other independent agent in a treaty country, it cannot be taxed by that country with respect to those dealings if the agent is acting in the ordinary course of his business. An agent will not constitute a PE for the enterprise on whose behalf it is acting, provided that the agent (1) is both legally and economically independent of the enterprise, [FN20] and (2) acts in the ordinary course of business when acting on behalf of the enterprise.
    Whether an agent is independent of the enterprise represented depends on the extent of the obligations that the agent has vis-a-vis the enterprise. When the agent's commercial activities are subject to detailed instructions or comprehensive control by the enterprise on whose behalf it is acting, the agent cannot be regarded as independent of the enterprise. Another important criterion is whether the entrepreneurial risk must be borne by the agent or by the enterprise that the agent represents. Agents cannot be said to act in the ordinary course of business if, on behalf of the enterprise, they perform activities that economically belong to the enterprise rather than to their own business operations.
    It is generally accepted that the existence of a subsidiary company does not, of itself, constitute a PE of its parent company. This follows from the principle that, for tax purposes, such a subsidiary company constitutes an independent legal entity. Even if the trade or business carried on by the subsidiary company is managed by the parent company, this will not render the subsidiary company a PE of the parent company.
    However, a subsidiary company will constitute a PE of its parent company, under the same conditions as set out above, if it cannot be regarded as an independent agent, and if it habitually exercises an authority to conclude contracts in the name of the parent company. The same rules apply to activities performed by one subsidiary on behalf of another subsidiary in the same group.
    Dependent agents. Agents with authority to conclude contracts may constitute a PE for the enterprise maintaining them if the agent has sufficient authority to bind the enterprise's participation *50 in business activities in the country in question. The use of "permanent establishment" in this context presupposes that the agent makes use of this authority repeatedly and not merely in isolated instances.
    The authority to conclude contracts is not always decisive in determining whether a person is a dependent agent. The Commentary [FN21] states: 

The authority to conclude contracts must cover contracts relating to operations that constitute the business proper of the enterprise. It would be irrelevant, for instance, if the person had authority to engage employees for the enterprise to assist that person's activity for the enterprise or if the person were authorized to conclude, in the name of the enterprise, similar contracts relating to internal operations only. Moreover the authority has to be habitually exercised in the other State; whether or not this is the case should be determined on the basis of the commercial realities of the situation. A person who is authorized to negotiate all elements and details of a contract in a way binding on the enterprise can be said to exercise this authority "in that State," even if the contract is signed by another person in the State in which the enterprise is situated.
    The requisite authority need not be only the authorized conclusion of written contracts; the agent can orally bind an enterprise. The relevant issue is how much representatives may advertise a product and services to potential customers without "negotiating all elements and details" of the sale, licensing, or consulting contract.
    Article 5.5, the agency PE provision in the OECD model treaty, describes situations in which an enterprise will be deemed to have a PE regardless of whether it has a physical presence in the source state. [FN22]   Under Article 5.5: Notwithstanding the provisions of paragraphs 1 and 2, [FN23]  [a permanent establishment exists] where (1) a person--other than an agent of an independent status to whom paragraph 6 [FN24] applies--(2) is acting on behalf of an enterprise and has, and (3) habitually exercises, in a Contracting State (4) an authority to conclude contracts in the name of the enterprise, that enterprise shall be deemed to have a permanent establishment in that State in respect of any activities which that person undertakes for the enterprise. [FN25]
    Thus, companies that have salespersons making trips in and out of the source country are not considered to have a PE under the OECD model treaty agency provision unless the salespersons meet these four requirements. The first requirement, that the person (agent) be dependent, is usually satisfied when the person is an employee of the company, but not when the person is self- employed and performs similar activities for more than one principal. Determining whether the person is acting on behalf of an enterprise can be difficult; however, the third and fourth requirements (habitually exercising the authority to conclude contracts that bind the principal) are good indicators of such status. But, as in the "fixed place of business" discussion above, even an agent who acts on behalf of an enterprise, has the authority to conclude contracts, and habitually exercises that authority, will not constitute a PE of the company if the agent's activities are preparatory or auxiliary as defined in Article 5.4. [FN26]
    It could be argued that a web page or server acts as an agent by entering a country and acting on behalf of the company, but this theory is flawed for two reasons. First, if a server (especially one that contains web sites of various companies) were held to be an agent, more than likely it would be considered an independent agent, and therefore not a PE of the company. Second, even when the server is dedicated to one enterprise, it is improbable that it could be found to have authority to conclude contracts on behalf of the company. A web page is probably a closer agent analogy since it is usually dedicated to one enterprise, and thus arguably more "dependent" on the company. However, there would still be problems as to whether the web page had authority to, or actually did, conclude contracts. The web page itself, while perhaps an asset, cannot itself accept orders. Order acceptance would be done by an executive in some other location, albeit over the Internet. [FN27] As a result, it is unlikely that either a server or a web page would rise to the level of a PE.
    Developments in modern technology, however, raise new agency imputation issues. Some "intelligent-agent software" is capable of interacting with an Internet user on behalf of an Internet vendor, and may even accept and process orders. According to a literal reading of the U.S. or OECD model tax treaties, a dependent agent must be "a person." Therefore, software, regardless of how "intelligent," seemingly could not qualify as a dependent agent. [FN28]  However, tax authorities may place less emphasis on actual human presence and argue that a "virtual" human presence is enough to invoke a PE based on a dependent-agency relationship.
    A possible problem with the preceding agency analysis is that the "smart" software may reside on a server (or servers) outside the jurisdiction of the Internet user. In such an instance, the agency activity--for example, the acceptance and processing *51 of orders--will not occur on the local server. When the intelligent-agent activity takes place on a server outside the local jurisdiction, no PE should materialize.
    If the intelligent-agent software resides on a server in the local jurisdiction, the existence of a PE should not depend on the location of the server on which the web site owner stores its software. The ease with which a vendor can relocate its software to servers in other jurisdictions mandates that conclusion. Therefore, even if the agency functions are performed on a local server, PE classification based on the server's location, though arguably appropriate in theory, does not make sense from a policy standpoint. [FN29]
U.S. Taxation
    U.S. domestic tax law does not use the PE concept. Instead, foreign companies are subject to U.S. taxation for activities in the U.S. that are "effectively connected" with a U.S. "trade or business." [FN30]  The relationship between the treaty's "permanent establishment" and the statute's "engaged in a trade or business" has been recognized by the courts and commentators. The court in Simenon [FN31] stated that the "significant analogue in our revenue statutes and Treasury regulations of 'permanent establishment' is the category of 'not engaged in a trade business within the United States.' " Treasury itself echoed this thinking in its 1984 statement regarding the U.S. tax treaty with Sweden: "[T]he concept of [PE] ... is substituted for the statutory concept of *52 being engaged in a trade or business, thus requiring a more stable or permanent business connection with the United States before a foreign enterprise is subject to U.S. tax with respect to income from U.S. sources." [FN32]
    As in Amodio, [FN33] a foreign entity may be carrying on a U.S. trade or business without ever having established a PE under the typical treaty formulation. The converse situation is more difficult to imagine.  From the discussion above, it is not hard to see that the circumstances giving rise to a PE would almost certainly lead to engaging in a "trade or business."
    Absent a double tax treaty, the U.S. taxes foreign corporations if their income falls into either one of the following two basic categories: (1) U.S.-source income, or (2) income effectively connected with a U.S. trade or business (ECI). The source tax rate is 30%. Income from a U.S. source is generally subject to 30% withholding tax (on the gross income accruing to the foreign corporation; see Reg. 1.881-2(a)(2)).
    The ECI effective rate, however, is approximately 54.5%. ECI is taxed on a net basis (income less corresponding deductions) at the same graduated tax rates that apply to U.S. corporations (15%-35%). The after-tax ECI that is distributed to the head office is generally subject to withholding tax (branch profits tax) of 30%, which is similar to the withholding tax treatment of dividends. The total federal tax effect may be 54.5% (35% [image: image1.png]


 [(100%-35%) x 30%]), which can be pushed a few points higher by state taxes.
U.S.-source income.
    U.S.-source income is divided between (1) fixed or determinable annual or periodical (FDAP) income, such as royalties, dividends, and interest income (e.g., licensing fees); and (2) non-FDAP income, which catches all other types of income (see further FDAP discussion below).
Sale of inventory.
    For goods, namely inventory acquired by purchase, the general ("title- passage") rule is that the source is where title passes. Reg. 1.861-7(c) states: 

Sale of personal property is consummated at the time when, and the place where, the rights, title, and interest of the seller in the property are transferred to the buyer. Where bare legal title is retained by the seller, the sale shall be deemed to have occurred at the time and place of passage to the buyer of beneficial ownership and the risk of loss. However, in any case in which the sales transaction is arranged in a particular manner for the primary purpose of tax avoidance [anti-abuse rule], the foregoing rules will not be applied. In such situations, all factors of the transaction, such as negotiations, execution of the agreement, location of the property, and place of payment, will be considered, and the sale will be treated as having been consummated where the substance of the sale occurred. For example, going from Detroit to Windsor, Canada, and negotiating a sale would not trigger the anti-abuse rules above since the substance occurred in Canada.
    Exceptions. If a nonresident sells inventory outside the U.S. but maintains a U.S. fixed place of business, income attributable to that office will have a U.S. source (Section 865(e)(2)(A). Reg. 1.863-3 allocates income from the sale of property manufactured in one country and sold in another country, between domestic-source and foreign-source income. Under the default "50/50 method," one half of the taxpayer's gross income is considered attributable to production activity and the source of that income is determined under paragraph (c)(1) of the regulation. The other half is treated as income attributable to sales activity and its source is determined under paragraph (c)(2) of the regulation with reference to the title-passage rule discussed above.
    Thus, if title passes outside the U.S., without a U.S. office or fixed place of business being operated, the corresponding sales income will not be taxable in the U.S.
U.S. trade or business.
    For income to be ECI, and thus attract double U.S. taxation, the foreign corporation must be engaged in a U.S. trade or business and the income must be effectively connected with that trade or business. ECI may pull foreign-sourced income into the U.S. tax net, such as from royalties for the use of intangible assets derived in the active conduct of a U.S. trade or business or from the sale of inventory from a U.S. office or fixed place of business.
    Neither the Codenor regulations explicitly define "U.S. trade or business."  A review of U.S. jurisprudence makes it clear that a trade or business represents more than passive investment of capital. Courts have held that business must be "considerable, continuous and regular." [FN34]  Thus, casual or incidental transactions do not create a U.S. trade or business.
    E-commerce creates the opportunity for foreign persons to limit or eliminate their presence in the U.S. and still transact a significant amount of business with U.S. customers. [FN35]   This aspect of e-commerce will make it more difficult for the U.S. to invoke tax jurisdiction over foreign persons applying the current U.S. trade-or-business standard. The U.S. response to this potential loss in tax revenue remains to be seen.
    One possibility is for the U.S. to expand the meaning of U.S. trade or *53 business, thereby lowering the taxing threshold to embrace some forms of e-commerce. For example, a foreign person who uses a computer server in the U.S. could be viewed as engaged in a trade or business within the U.S. However, Treasury suggests the possibility that the use of a server "is not a sufficiently significant element in the creation of certain types of income to be taken into account for purposes of determining whether a U.S. trade or business exists." [FN36]   The ability of foreign persons to use servers in other jurisdictions is an even stronger reason not to pursue a tax rule based on server location. As stated above regarding PEs, basing tax jurisdiction on the location of a server would be an ineffective way of retaining a tax revenue base.  This suggests that U.S. tax authorities should not aggressively try to expand the reach of  "U.S. trade or business" to adapt to e-commerce. [FN37]
    Existing U.S. case law, specifically the venerable case of Piedras Negras Broadcasting Co., 43 BTA 297 (1941), aff'd 127 F.2d 260, 29 AFTR 243 (CA-5, 1942), [FN38] also supports a narrower construction of the U.S.- trade-or-business concept in the context of e-commerce. Piedras Negras, although decided in the early 1940s, continues to be relevant to the U.S.- trade-or-business issue in the context of e-commerce. The court held that a Mexican radio station's income earned from broadcasting advertisements (directed largely toward U.S. audiences and paid for predominantly by U.S. advertisers) did not have a U.S. source and therefore was not subject to U.S. tax. The Board of Tax Appeals also found that the radio station was not engaged in a U.S. trade or business by virtue of its broadcasting activities. Significantly, this finding would seem to indicate that a foreign person with no physical presence in the U.S. could engage in substantial business activity with U.S. customers over the Internet without attracting the fiscal consequences of the U.S.-trade-or-business taxing threshold.
    Treasury cites Piedras Negras in stating that "a foreign person not physically present in the U.S. who merely solicits orders from within the U.S. only through advertising and then sends tangible goods to the U.S. in satisfaction of the orders is unlikely to be engaged in a trade or business in the U.S. even though such a person is clearly engaged in a trade or business." [FN39]  Under such a solicitation exception, for example, foreign persons who operate on-line sales catalogs over the Internet and sell to U.S. customers would be precluded from "engaged in a U.S. trade or business" classification. Drawing strength from Rev. Rul. 56-165, 1956-1 CB 849, [FN40] some have speculated that if the revenue-loss potential from this exception is great enough, the U.S. may target certain foreign persons whose solicitation of U.S. customers is substantial, regular, or continuous. [FN41]  However, the facts in this Ruling may be distinguished from Internet situations since the former involved actual physical presence of individuals, albeit temporarily. In addition, Treasury itself has questioned "whether it is appropriate or practical to treat foreign persons engaged in electronic commerce with U.S. customers as *54 being engaged in a U.S. trade or business if they are physically located outside the United States." [FN42]
    For a principal to be engaged in a U.S. trade or business through activities of an agent, the agent's activities must be "considerable, continuous, and regular." [FN43]  To the extent that a software agent so performs duties, its principal company should be deemed to be doing business in the U.S.; however, the requirement that the agent be a human or company would probably pose a problem. Use of an Internet service-provider by an enterprise to display its Web page, without more (such as authorizing it to act on behalf of the enterprise), should not qualify the company as doing business under an agency theory. However, if an Internet service-provider locates servers, routers, or other equipment, and provides connections to local customers in the U.S., the service-provider itself is likely to be treated as engaged in U.S. trade or business. [FN44]
Application of ECI.
    Recapping the discussion above, when a foreign person is engaged in a U.S. trade or business, the Code provides for the taxation of the net income effectively connected with the conduct of that U.S. trade or business. ECI generally includes most income "from sources within the United States." In addition, ECI includes some types of income earned by a foreign person, "if such person has an office or other fixed place of business within the U.S. to which such income, gain, or loss is attributable." (See Section 871(b), 882(a), 864(c)(3), 864(c)(4)(B).) [FN45]  Already addressed in the context of PEs is whether certain activity conducted over the Internet could be viewed as occurring at a fixed place of business in the U.S. Reiterating earlier comments, any interpretation of "fixed place of business" that encompasses equipment, such as computer servers, which merely provide access to a foreign person's web site, should be rejected as unjustifiably broad. Even if a fixed place of business could be established, difficulties would arise in determining the income "attributable to" such a fixed place. Deepening the analysis: 

[U]nder Section 864(c), effectively connected income includes income derived from a sale or exchange of inventory that takes place outside of the U.S. if it is attributable to an office or other fixed place of business within the U.S. The income will be attributable to a U.S. office or other fixed place of business only if that office or fixed place of business (1) is a material factor in the production of such income and (2) regularly carries on activities of the type from which that income is derived. For this purpose, a store or sales outlet of an independent agent (i.e., a general commission agent, broker, or other agent of an independent status acting in the ordinary course of his business in that capacity), is not considered an office or other fixed place of business of a foreign seller, irrespective of whether such agent has authority to negotiate and conclude contracts in the name of the foreign seller, and regularly exercises that authority, or maintains a stock of goods from which he regularly fills orders on behalf of his principal. Reg. 1.864-7(d) provides that the office or other fixed place of business of an agent who is not an independent agent is disregarded only if such agent (1) does not have or does not regularly exercise the authority to negotiate and conclude contracts in the name of the nonresident alien or (2) does not have a stock of merchandise belonging to the nonresident alien from which orders are regularly filled on behalf of such alien. Under these standards, it should be possible to make a strong argument that a properly structured foreign-source sale over the Internet does not give rise to effectively connected income. [FN46]
    ECI also might be avoided by engaging "in the digital equivalent of consignment sales" or, ultimately and simply, by positioning all of the software sales on servers located outside the U.S. [FN47]
    According to current commentary, if such schemes were effective for foreign sellers, income from these sales would not be taxable under existing U.S. law. Likewise, a foreign seller's use of a mirror server located outside the U.S. may make such international sales difficult or impossible for the U.S. to reach for tax purposes. It goes without saying that if a buyer cannot tell where the seller's server is located, the tax authorities may be prevented from effectively auditing international Internet sales activities. The immediately foregoing is certainly not meant to advocate a position with respect to taxpayers' compliance--just to point out practical compliance hurdles for revenue authorities, which then affect tax policy.
Internet-generated FDAP income.
    Foreign persons engaged in e-commerce, but not engaged in a U.S. trade or business, still might be subject to tax in the U.S. Even absent a U.S. trade or business, the U.S. asserts the right to tax U.S.-source FDAP income. U.S. payors of FDAP income must collect this flat-rate withholding tax (usually 30% of gross income subject to the tax, unless a lower treaty-designated rate applies) by deducting it from foreign persons  (see Sections 871, 881, 1441).
    Though the Code does not specifically designate income from royalties as FDAP income, the relevant regulations make clear that FDAP income includes such income (see Reg. 1.871-7(b)). This has significant implications for e-commerce, since many transactions involving the electronic transfer of digitized information arguably generate royalty income (see Section 861(a)(4)). However, the recently implemented "computer program" regulations (see Reg. 1.861-18(h) Examples 1-18) would remove certain royalty payments from FDAP classification. Specifically, royalty payments made with respect to certain licensing arrangements that commonly occur over the Internet would not constitute *55 FDAP income. [FN48]  Therefore, common licensing agreements that grant the purchaser a right to copy for internal use only will likely be classified under the regulations as sales of copyrighted articles (resulting in the production of non-FDAP income). Without these new regulations, the same arrangements likely would be classified as licenses resulting in the generation of royalty (FDAP) income. [FN49]
    The regulations, by narrowing the class of FDAP income, would appear at first blush to deprive the U.S. of a material source of tax revenue. This assumes, however, a substantial rate of compliance with the withholding provisions tied to FDAP income. [FN50] In reality, compliance with these provisions, even if they applied to such licensing arrangements, doubtless would be quite low. [FN51] In most instances, U.S. purchasers of software over the Internet would have no indication that they were dealing with a foreign party. Even when the seller's foreign identity is known, the average American buyer of software would probably be unaware of his withholding obligations, and the IRS would likely be unaware of any violations. [FN52] Consequently, the effect of the regulations to narrow the class of FDAP income would not appear to threaten significantly the existing U.S. tax revenue base. [FN53]
State tax relevance.
    In Dept. of Rev., State of Florida v. Quotron Systems, Inc., 615 So.2d 774 (DC Fla., 1993), the court held that "tangible personal property," as applied in the sales tax area, did not include images on a video screen. [FN54]  In  Orvis Co., Inc. v. Tax Appeals Tribunal, 86 N.Y.2d 165 (N.Y. Ct. App., 1995), New York's highest court held that an out-of-state vendor, which sold computer software and hardware to distributors throughout the U.S., was sufficiently present in New York--and thus subject to the compensating use tax--when its sales personnel visited retailers in New York several times a year, and when it agreed to provide a free visit of a computer software installer at the customer's site if problems arose within the first two months after installation. [FN55]
    In New Jersey, proposed regulations attempt to subject to New Jersey franchise tax the apportioned income attributable to fees received by a foreign corporation represented in the state by a foreign independent contractor licensing software to local businesses. The proposed regulations also would reach the out-of-state corporation's annual maintenance fees and training fees (for training conducted outside New Jersey) from its New Jersey customers. [FN56]
    It appears from these developments that state tax authorities have been attempting to reach activity similar to commercial sales over the Internet for  quite a while. There has been substantial resistance from taxpayers, and the  states have had only limited success when physical presence of the seller was de minimis. The state authorities, of course, are dealing with different legal questions. Nevertheless, the state tax experience could be germane to national governments considering new rules in this area.
*51 INTERNET LITIGATION--ONE COURT'S VIEW
    In Weber v. Jolly Hotels, Civil Action No. 96-2582, DC N.J., September 12, 1997, the court stated:
    "The Supreme Court has long recognized that personal jurisdiction must adapt to progress in technology. See Hanson, 357 U.S. at 250-51, 78 S.Ct. at 1237-38. Litigation involving the Internet has increased as the Internet has developed and expanded. Although the Internet is a new medium that raises new issues for the courts, district courts have successfully applied the principles established by  International Shoe [326 U.S. 310 (1945)] and its progeny to cases involving the Internet. See, e.g., CompuServe, Inc. v. Patterson, 89 F.3d 1257 (6th Cir. 1996). The cases that have addressed the relationship between the Internet and personal jurisdiction "reveal that the likelihood that personal jurisdiction can be constitutionally exercised is directly proportionate to the nature and quality of commercial activity that an entity conducts over the Internet."   Zippo Manuf. Co. v. Zippo Dot Com, Inc., 952 F. Supp. 1119, 1124 (W.D.Pa. 1996).
    The cases dealing with this issue can be divided into three categories.... The first category includes cases where defendants actively do business on the Internet. See e.g., CompuServe [citation omitted]. In those instances, personal jurisdiction is found because defendants "enter into contracts with residents of a foreign jurisdiction that involve the knowing and repeated transmission of computer files over the Internet."  See  Zippo, citing CompuServe [citations omitted]. The second category deals with situations "where a user can exchange information with the host computer. In these cases, the exercise of jurisdiction is determined by examining the level of interactivity and commercial nature of the exchange of information that occurs on the Web site."  Zippo [citation omitted] (citing Maritz, Inc. v. Cybergold, Inc., 947 F. Supp. 1328 (E.D.Mo. 1996)). The third category involves passive Web sites;  i.e., sites that merely provide information or advertisements to users. See  Bensusan Restaurant Corp. v. King, 937 F. Supp. 295 (S.D.N.Y. 1996). Districts courts do not exercise jurisdiction in the latter cases because "a finding of jurisdiction  . . . based on an Internet Web site would mean that there would be nationwide (indeed, worldwide) personal jurisdiction over anyone and everyone who establishes an Internet Web site. Such nationwide jurisdiction is not consistent with traditional personal jurisdiction case law. . . ."   Hearst Corp. v. Goldberger, 1997 WL 97097, at 1 (S.D.N.Y. Feb. 27, 1997).
    Despite plaintiff's attempts to the contrary, this case clearly belongs in category three. Defendant placed information about its hotels on the Internet as an advertisement, not as a means of conducting business. In the past year, two district courts have refused to exercise jurisdiction over defendants who have a passive connection to the Internet. In  Smith v. Hobby Lobby Stores, Inc., 968 F. Supp. 1356 (W.D.Ark. 1997), the Court found that an advertisement in a trade publication was an insufficient contact with the forum state because the defendant "did not contract to sell any goods or services to any citizens of Arkansas over the Internet site."  Id. at 1365. In Hearst, supra, the Court concluded that advertising services on the Internet was equivalent to advertising in a national magazine, and that under New York law, such advertisements do not provide the requisite contacts to provide personal jurisdiction.  1997 WL 97097 at 10; see also  Bensusan, 937 F. Supp. at 301 (finding that creation of Web site is not sufficient to find that defendant purposefully availed himself of forum).
    This Court agrees with the finding in  Hearst that advertising on the Internet falls under the same rubric as advertising in a national magazine. This Circuit has consistently held that advertising in national publications "does not constitute 'continuous and substantial' contacts with the forum state."  See, e.g., Gehling v. St. George's School of Medicine, 773 F.2d 539, 542 (3d Cir. 1985);  see also Giangola v. Walt Disney World Co., 753 F. Supp. 148, 156 (D.N.J. 1990)  ("In an age of modern advertising and national media publications and markets, plaintiffs' argument that such conduct would make a defendant amenable to suit wherever the advertisements were aired would substantially undermine the law of personal jurisdiction."). In addition, advertising on the Internet is not tantamount to directing activity at or to purposefully availing oneself of a particular forum.
    Thus, the Court finds that exercising jurisdiction over a defendant who merely advertises its services or product on the Internet would violate the Due Process Clause of the Fourteenth Amendment. Exercising jurisdiction in such a case would be unjust and would disrespect the principles established by International Shoe and its progeny."
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