www.irbas.academyirmbr.com April 2022
International Review of Basic and Applied Sciences Vol. 10 Issue.2

Legal Structuring of Web Based Trading and Tax
Complexities in Pakistan: A Comparative Study

SHAN ALI
LL.M (Gold Medalist)
Bahria University Islamabad, Pakistan.
Email: sakambohadv@gmail.com

ASAD ULLAH TAIMUR MUHMAND
Bahria University Islamabad, Pakistan.
Email: asadiiui@gmail.com

FAHEEM RAZA KHUHRO
Boston University, Boston, MA, United States.
Email: frkhuhro@bu.edu

Abstract

The information technology has brought revolution in everything and the cyber world makes it possible to
have access any information by one click. It has changed the entire structure of the commerce. The world
trade now mostly comprises on services industry. The concept of permanent establishment has changed.
The revenue is now generating in virtual word without having physical presence. The principle of taxation
linked revenue generation, but existing tax laws has no provision for digital revenue. The OECD realized
this problem and gave a framework of digital taxation under the project of BEPS. The BEPS give
proposition about the amendment of double taxation treaties after ratification of multilateral treaties. Many
OECD countries changed their tax laws and levied taxes on web-based trading companies. The principle of
significant digital presence provides bases of these taxes on digital services. Pakistan as sovereign state
faces many difficulties in tax collection. The double tax treaties(DTT) are also big hurdle in collection of
taxes from foreign digital companies. There are no proper legal provisions exist in Pakistan tax law about
in order to levy taxes on web- based trading entities. Pakistan has become the signatory of the multilateral
treaties in 2017 and in 2020 it has been ratified. This article will discuss the legal structure of the Web
Based Entities(WBE) and high light the tax complexities in Pakistan. This article will also discuss about the
proposed framework and tax structure of the Web Based trading entities. It will give way forward for tax
legislation that how to bring these WBE in tax circle in Pakistan keeping in view the best practices of
developed countries.

Keywords: Based Erosion Profit Shifting, Significant Digital Presence, Digital Tax Regime, Tax
Complicities, Web-Based Trading, Digital Market Challenges, Technology-based Transactions and
Business.

Introduction

The digital age has awarded us numerous evolutions in 21% century. The connectivity and the sharing
techniques have almost brought unique systems to effect businesses across the world. The access to the
whole globe is just on one click. Anything can be bought and sold by sitting in front of personal computers
or by using smart phones. The digitalization of global economy had turned the world into a global
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supermarket. Just a few decades ago major chunk of the world economy was depending upon the trading of
the goods, but now very recently it has been replaced with service industry. The service industry has
achieved a major share of the international trade in the current era. The trends of the trades have changed
enormously. The economies had transformed from real world to virtual world.

The above cited facts and practices have posed a daunting challenge to the scholars, policy makers and the
international institutions in the shape of technological developments and rapid growth of Information
Communication and Technology (ICT) Sector. The developments of this sector have given this world a
century of the innovations and developments in all sectors depending on the ICT sector. These
developments have given such a great response in positive manner; but these also pose a number of
challenges to the global actors visa vis the policy makers at national level. (G20summit 21-22).

The recent issues faced by states are of the global in nature which are technology-based transactions and
businesses (OECD, 2015). These business transactions have totally changed the nature of the basic
principals of traditional businesses. The current economical and structural framework of the states as well
as the global bodies was designed parallel to the financial reporting standards called as International
Financial Reporting System [“IFRS”]. In this prospective earlier basic principles and frameworks are
unable to address the issue posed by the technology-based business. The complex nature of the transitions
in monetary values are parallel to the allocation of profits and expenses, where one transaction is
concluding in four or five states with different software and algorithms (Fuchs, 2018). Interestingly, as per
the previous practices and procedures the revenue collection and economic activities were the domain of
only sovereign states but now due to the global nature of the technology-based transactions (TBT), also the
universal nature of Cyberspace, the economic activity in the states in context of ICT sector challenged the
states traditional practices and procedures.

Surprisingly, the above cited acts have brought numerous challenges for taxation mechanism and taxation
laws. In this context, globally meetings of major countries were continually observing this on annual basis
in Agenda of G20 every year since 2015 (Lips, 2020). In same context, the web-based trade tax has
emerged as an international concern for all the countries. The user participation in the web-based trading
justifies the internet-based activity to earn revenue, where it gives new dimension to profit attribution,
unique model of apportionment factor in an upcoming system specifically at the web-based trading
(Grinberg, 2018).

The development of digitalization has completely changed the globe. The organizations globally are a stark
model of this change. The, “digital giants” base their business model on the maximum utilization of ICT
sector. There are more than 2.4 billion users of Face book which cover 27 % of world population. When we
talk about the taxation of these web-based entities, it is understood that the existing law of taxation does not
sufficient for fulfilling the requirements of digital economy. The existing global tax rules were designed in
the 20th century, considering the conventional “brick and mortar” businesses, where actual physical
presence in the market jurisdictions was necessary. Thus, taxation authorities worldwide are puzzled by the
fact that the digitalization of the economy has eliminated the need for physical presence, i.e. permanent
establishment (PE) in the market jurisdictions. The average tax rate is 9.5% on digital companies whereas
as it is 23.2% (Argyropoulou, 2019) on other conventional companies.

In the context of global digital tax regime, this research is related to the tax reforms in Pakistan particularly
when we take the case of web-based trading. The web-based trading activities generate revenue from
general public of Pakistan, but collection of taxes from such business transaction has either remained
minimal or nothing at all in numerous cases. These entities are earning in billions from our local market
and that money is going outside the country without benefiting the country. These entities are registered in
USA, UK and other countries, without having brick and mortar offices in Pakistan; hence it is difficult to
check on their financial positioning. This research will suggest legal structure for web-based trading and
proposed new tax collection procedures based on modern concept as discussed above. The new trend of
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business makes it indispensable to sell their products and services through web based trading. These
business structure have incorporated a number of companies with different names and have scattered their
business models in between those registered companies. These are providing their products and services in
such a complicated manner that experts and scholars failed to apply the existing tax laws on it. Resultantly
the present structure for levying tax has become obsolete and unable to determine the digital tax
jurisdiction (Gibson, 1982). The current tax legal structure is unable to cover the revenue generated through
web based business activities in an adequate way.

Pakistan with approximately 220 million populations is also facing same complexities. Income tax
Ordinance for charging the tax on revenue of these entities lacks the ability for bringing web-based entities
in the tax net, due to Section No. 44 sub section 1 stated that “Any Pakistan source income which Pakistan
is not permitted to tax under a tax treaty shall be exempt from tax under this Ordinance (Srinivasan &
Kwon, 2012).”

Research Objective

The primary objective of the research is to establish the legal structure for web-based trading entities and
determination of its tax jurisdiction. The tax jurisdiction of the permanent establishment would be main
focused area. It will address the legal complexities of taxation in Pakistan. It will also design the
mechanism for FBR in order to bring these web-based trading entities in tax circle.

Research Methodology

The research methodology use in this research is comparative and doctrinal. In this research we also
analyze the previous work done regarding tax and will elaborate the legal aspects of such businesses. The
work will be totally base on qualitative methodology. The research is purely focused on the institutional
and legal framework concerning web-based businesses and will recommend lessons for Pakistan after
studying the developed practices. Also, other developed countries have done some work and done
legislation to charge these entities.

Web Based Entities: Conceptual Framework
Introduction to Digital Era

Digital era of web based trading has changed the world dramatically. Digital web based entities work in
wholly new strategic manner to counter the tax schemes of national jurisdiction as well as globally
(European Commission, 2017). Methodological changing in institutional framework regarding revenue
generation and transaction management has challenged the tax department collection system in surprising
manner. Online working entities do not sell their services to users instead sell users attention to advertises
as commodities. These entities are capable to trade virtually in the country without having legal presence.

Ultimately, Cloud Computing is inherently flexible. Cloud computing allows global market place in reach.
As a result, cloud-computing infrastructure can be located anywhere in the world and one can easily access
to any markets. Combined with the rise of BEPS, cloud computing is the most recent innovation of this
practice. With the ability of firms to locate cloud-computing infrastructure in a software development and
artificial intelligence, it helps in establishing the electronic labs and architectural fields. The secure online
payment methods including web-based trading shift a portion of its income internationally into tax free
zones at the expense of stranding these profits offshore. MNEs and Taxing Sovereigns are currently
interested, if albeit, contrary parties in this unfolding saga.

This stability in feature of the technology most of the time give advantage to the competitor. The
popularity of the technology compels the producer to move toward standardization across the globe. They
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cannot make their product very different from other existing product. The fundamental feature of any new
product would similar to the existing product but they can differentiate their product from the copies which
give them a leading edge in price determination. This standardization and innovation of the technologies
lead the commodities to available at low price. The producer always thinks about the innovation of their
product and tries to distinguish it by adding some feature which are compatible to existing technology and
also give competitive advantage over other competitors.

The basic aspect of across the border enterprises in taxation is how to tax in the state where the value has
created. The web based entities (WBE) have changed the world into a global theater in a true sense where
distances and boundaries do not matter for small and medium enterprises or multinational corporations
anymore. These Web-based businesses have changed the nation’s economy into “Digital economy” which
totally depends upon the internet. The domain registration companies, web hosting companies and internet
service providers are the direct beneficiary of the web-based trading and digital economy and today 60%
of the world population is using the Internet. This digital and internet industry is mostly owned by major
web-based trading organization.

The key components of the web-based organizations are E-commerce, Digital currencies, Online
Payments, (Bandi, C, Moreno A, Ngwe D & Xu, Z, 2019) the online advertisements, Mobile software’s,
Mobile apps, online games, and other number of websites. Currently various modes and mediums are
available in the markets to make online transactions across the border to perform business activities. The
most important medium for online payment in Pakistan is the banking system, the mobile applications also
using currently for online banking transactions. The mobile payment options (Klapper, Leora &
Dorothe, 2017) are getting familiar in Pakistan trading environment. The biggest challenge for the world
trade regulatory institution is the regulation of peer to peer economy, specifically when it come into action
in international trade and across border trade.

The term “p2p economy” encompasses p2p participants globally; where the buyer seller and the digital
platform working collectively in almost all industries/sectors, from more than two or more different
locations even three different countries or continents to perform p2p activity. Today technological
developments and advancements have made people eligible to get people engaged in p2p economic
activity in absence of global taxation system for this area. Web-based trade organizations act as hybrids
between conventional firms and p2p action by providing liaison services which such as “network to
connect buyers and seller”, Process Payments from third party to customer directly (Chappelow, 2020).
The issues with this area are that, states are unable to design the legal system for bringing this area under
taxation due to complex digital business models formed through number of computers irrespective of
borders generating activities in cyber space with the help of Algorithms and computer language.

Globally, to some extent states are now aware of the technological advancements and challenges raised by
the WBE’s for global and domestic tax laws and statutes. In this prospective few states have taken
unilateral actions as UK, India, Australia, Many EU states (Diverted profit Tax). On the other side, a
collective measure by OECD, UN and other international bodies working collectively for sustainable
development in this context through developing the Task Force Without Borders (TFWB) to help
developing countries to overcome the challenges brought by the digital businesses and paying of taxes in
the states where the value has been created under new rules (NETHERLANDS, 2019). The major issue for
states is to do legislation for taxing digital business due to its complex and challenging business models.
These businesses do not need physical presence in states but still present in almost all states of the world.
The other issue is to identify how and where the value of the digital services is being created. This whole
situation needs a complete legal framework to counter the aggressive tax planning’s of these entities. The
other issue under the same umbrella is the Double non-taxation where these businesses are involved in base
erosion and profit shifting. This research will provide the collective measure adopted by states for
collecting taxes form digital businesses as minimum tax.
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As European parliament (2015) worked on to redefine the ‘Permanent Establishment’ to counter those
organization having economical activities in countries where they pay no tax and it should include a
‘significant digital presence’. The EU commission printed a report on just tax of web-based companies:

“The current tax rules no longer fit the modern context where businesses rely heavily on the hard-to-value
intangible assets, data and automation, which facilitate online trading across borders with no physical
presence.”

The “tax avoidance inquiry” revealed tax avoidance strategies of web-based working entities worldwide.
Google as online working entity has come to an agreement with HMRC United Kingdom, that it will give
one hundred thirty million pounds’ previous tax that covered period from 2005 to 2015.

Digital Activities

We must understand the technology before taxation on web-based trading, from which they arise or
becomes prominent within no time. Thus, it is necessary to start this debate with some initial thoughts on
the development of web-based trading and the basic issues that these developments create for tax
authorities in order to place in context in more technical and complex taxation issues (Hellerstein, 2002).

Digital Transactions with no Jurisdiction

There are many definitions that have been explained the phenomenon of electronic commerce, e-
commerce, e-business or internet commerce. Broadly speaking, it encompasses “transactions that involve
the exchange of goods and services by electronic means.” Thus, commercial transactions occurring via the
telephone, telex, fax, Automated Transaction Machine (ATM), credit card, debit card, television shopping
including business transactions and the delivery of government services over the internet; all fall within the
scope of web-based trade. However, popular conception of web-based trade is much restricted. In other
words, web-based trade involves the use of digital systems like the Internet and other hardware to smooth
the progress of the sales, production and distribution of services and goods (McLure, Jr, 2009).

The web-based trading plays it role in advertisement, marketing, distributing goods and provides services
using internet. The OECD however describes web based trading activities as transactions related to trade
that individuals or organization perform through use of digital information over open or closed networks.
The UN-CEFACT defines web-based trading as the sharing of business information, structured or
unstructured, in order to conduct business, management, and consumption activities, between producers,
consumers, public bodies, and other organizations, over electronic instruments (e-mail, instant messages,
and electronic bulletin boards), World Wide Web technology, smart cards, electronic funds transfer, and
electronic data interchange. United Nations Commission on International Trade Law (UNCITRAL)
elaborates web-based trade as exchange of data for business activities. It based on transfer of text, voices,
and video data by digital medium. In this way the web-based includes digital payment of goods and
services as well (Mavioglu, 2010).

Global Digital Market

The web based marketing is the place where different people from different jurisdiction offer their goods
and services using internet technology. It is multichannel market place which may describe simple and
convenient portal. The transaction is processed by marketplace operator and delivered by the participator as
wholesalers or retailers. The selection on web based market is wider in context of product availability. The
prices are also competitive. Currently there are no proper regulations exist in digital market. The traditional
international trade law is not able to control the digital global market. The general public tends to log on to
web-based markets that are organized and the products are much more accessible to them.
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There are no restrictions on WBE’s and can enter in any jurisdiction. The eBay’s model has evolved to the
point where it represents an important distribution channel for businesses. The small and big businesses are
no more required to restrict to tangible items. The Amazon, Buy.com, Newegg, Ebay, Ariba are some other
market places for sellers. The Facebook also coming in this category. Best Buy and Sears the traditional
retailers are now part of the web-based market. There is no limit of web-based market. The Alibaba makes
it easier for consumers and enterprises to find appropriate source of manufacturer, distributors and supplier.
The digital market is best for the small businesses growth and development as they find can their
consumers and clients just on one click.

Global Digital Business

Numerous of big organizations are involved in web-based trading. The revenue of these organizations is in
billions of dollars. The web based business entities are working across the globe without showing any
physical presence in term of permanent establishment. Some of major organizations are explained here
below:

Amazon is the biggest web-based retailer in the world. There are different parts of Amazon model. It sells
the products directly to general public. It manages big warehouses at different places for quick delivery
with minimum logistic cost. The products of Amazon assume to be less costly and ready to available. The
Amazon also provide platform to other retailers in order to sell their products directly to the consumers.
The retailers sell the products as a partner of the Amazon. Mostly they sell less common items or expensive
goods in order to avoid hoarding of slow moving items. There is no fee for retailer partner. It only keeps
the part of sale price The Amazon also provide subscription opportunities particularly on electronic
products. They charge annual subscription fee and provide free delivery on some special days. The Amazon
also receives revenue through selling of electronic books. The example of electron book is Kindle.

The Alibaba is another business giant in web-based trading market. The Alibaba is controlling the China
market. It is playing role of middleman. The Taobao which is largest website provide free facilities to seller
and purchaser, owned by Alibaba. The tacbao is generating revenue for Alibaba through advertisement in
same way as Google does. The taobao is providing services to mostly small traders whereas the Alibaba
keep space for big traders. In the same way Tmall is another website of web-based trading dealing known
brands like Apple, Nike and Gap etc. Unlike Alibaba and Taobao, Tmall charging some small amount of
annual fee from its users. The Alibaba also give opportunity of secure payment through Alipay. The Alipay
protect the buyer in every aspect.

The parent company of Google is Alphabet. The Google earned $162 billion in 2019 through advertisement
services. How the Google earn money? Whereas it is famous for its search engine, web browser, email
services and some other tools use for work at home. The Google ads are big source of earning. When we
search on Google, it gives most relevant information along with some other suggested sites from Google
advertisement. The advertiser pays to Google for every click on these ads. The rate of each click is starting
from cent to more than 50 US Dollars. The Google earn mostly from its advertisement. The Google also
make investments in some other projects but major source is the online advertisement (Martin, 2016).

The YouTube is the best example of Platform Shift. It gives opportunity to users to come with your own
creativity. Most of the contents on YouTube are user’s contents. The YouTube share part of it revenue with
its users who are coming with novel contents. The YouTube also use advertisement as source of income.
The Google brought big revolution in business industry through YouTube. There are almost 2 billion
internet user where 79% user have YouTube account. The Google purchased the youtube in 2006 in order
to build advertisement business structure. The YouTube also revolutionized the world of entertainment
along with digital marketing (Wang, 2020).
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The Facebook is a social media network which connects people with their family and friends. The
Facebook also provide facilities of video streaming, sharing information through its different applications
like Instagram, Whatsapp etc. The major source of Facebook income is advertisement. The major
competitors of Facebook are Apple, Alphabet, Amazon, Google and YouTube, Tencent Music, and twitter.
The revenue of face book for the financial year 2020 is $86 billion with net profit is $29.1 billion. Major
portion of this revenue is from Canada and USA which is about 45% and 55% from the rest of the world.
Due to Covid-19, the annual income in financial year 2020 increased up to 57.7%. The 98% revenue is
generated from advertisement which about $84.2 billion.

Development of Digital Tax Regime and Internet Jurisdiction
Digital Tax Law

The most amazing innovation came in front of the world named the “internet”, that provided the medium
for communication and data sharing. Internet usage was prevailing in the society but it got more
importance when businesses started recognizing the importance of E-commerce, and “dependency of E-
Commerce on World Wide Web” (Vladimir, Zwass, 1996). The www normally considered as the
information and communication networks. These networking system works as a tool to connect different
machines (Mobiles/computers). The integration of internet with the businesses made it possible to develop
the concept of “E-commerce “(Crossley. M, 1997).

Through the evolutionary process the internet has made this world a global village and today the physical
boundaries of states have no importance in the digital economy. People interact through the internet with
each other and do not even think of the distances anymore. While considering the ‘man is a social animal
and cannot live individually’ was the preposition in the late 20™ century, and today the internet has
changed it and rapidly keeps on changing. If we take a look at developments that came after 1990 (in the
last 30 years), there is a very shocking image of the world. That image becomes possible for just one
reason and that is the “Information Communication and Technology (ICT)” sector. It is because the
advancement of computer system engineering, the lifestyle of people started changing through different
means to connect with the world and information sharing (Audio, Video, Image, Documents, Data). When
Internet service spread worldwide in late 90’s, it was presumed that the internet traffic grew by 100%
annually, whereas main annual increased in Internet users was thought to be between 20% and 50%
(Coffman, Kerry, & Odlyzko, 1998). The business including the corporations and banks started relying on
the web-based transaction. The financial institution which first time offered web-based banking to its
members was STANFORD Federal Credit Union in October 1994.

The second online bank was OP-Financial which operated globally. The National Science Foundation-Net
(NSFN) was privatized, it allowed internet for commercial traffic ((Harris, S.R & Gerich. E,1996).
Commercialization of the net boosted the number of users in jurisdiction (USA). It was forecasted that
such data will be carried through two- way telecommunication. The percentage reached to more than fifty
percent in the early twenty first century. It became massive of telecom data that was carried over the
Internet. In Pakistan all cellular companies (jazz, Ufone, Telenor etc.) are based on the internet where
different levels have been defined, same as the other jurisdiction have; the 1G, 2G, 3G, 4G and 5G which
show the advanced internet and related services.

The numbers of users of internet as per the World Bank were 49.7% of the world population which is
approximately half of seven billion people. This indicator clearly shows that the introduction of a
scientific innovation through Science and Technology has influenced more than fifty percent of the world
population in just two decades because of its importance in human life. It means a lot to the individuals
today because education, communication, learning, businesses, management etc are on a fast track because
of simple reach to the internet. Today distance is not a question anymore for business and borders have no
role in internet related activities.
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A few years back, British physicist invented the World Wide Web (WWW), and today a number of
multinational companies that are working worldwide would have been unable to even exist if web was not
invented. Today ways of doing things rapidly changing due to advancement in Information Communication
and Technology (ICT), the foundation for such advancements become possible due to reliance of
businesses on the Internet and related objects.

Internet Law and Tax Digitalization

The digitalization brought innovation, created competence, and refined the services. It increased economic
growth and development. On the other hand, the rapid change brought new issues in policy areas, together
with taxation. It has brought lot of developments in front for supporting the human kind but with that it also
has affected the way of living and dealing with each other and created different tools, so today it is also
developed enough to earn and to suck the global revenue by some tech giants.

Law and Tax Digitalization in OECD

The focus area of OECD-G20 BEPS is the transformation of economy into digitalization, leading to the
2015 Report. This Report found that though it is not impossible but it might be difficult to bring web-based
economy under traditional tax laws. As there are two main streams of taxes either direct or indirect, for
indirect taxes, the report recognized new issues related to the collection of sales taxes. The online purchase
of goods and services from overseas supplier is not easy to tax. It is proposed that implementing the
destination principle contained (OECD 2017), together with the structure for effective collection of sales
tax on supplies of services. It is therefore, necessary to develop legal connection with data and make
characterization relevant to global economy.

There were other issues which were similar as nexus and data characterization. These issues described the
question that how the revenue arise from other countries through digitalization and bring it in tax ambit and
determined it jurisdictions. The development of connection or nexus with data is indispensable and in the
same way the data characterization is also very crucial. This question posed numerous challenges in front
of global actors and international institutions in this regard. In order to develop the global consensus and
harmonized the tax structure internationally, there are some propositions which have been established by
OECD through BEPS project.

Digital Taxation laws in United Kingdom

The UK has introduced the digital service tax (DST) in 2020. The rate of the tax is two percent on revenue.
It includes these big organizations which are providing services of social media, online marketing and
search engine. The tax will be charge from all organizations which are providing these services irrespective
where these organizations are located and whether they have physical presence or not. The taxes are not
online sale of goods and services. These are the taxes which applied on the online advertisement and data
of the users collecting from search engine, social media and online market places. The estimated revenue
generated by these organizations across the globe is £500 million. The UK excludes the revenue from tax
of first £25 million. As soon they cross the limit of 500M threshold, they will DST. It excludes the taxes on
online financial payment services as it helpful in development of trade. If the DST is applied in any other
country then only fifty percent revenue will be taxes in order to ease double taxation. The UK consider it as
an appropriate global solution, it already introduce the DPT taxes. The DPT is diverted profit taxes. The
DPT is for multinational companies who devolved structure which avoid England tax

Digital Tax Laws of European Union

The EU also proposed taxes Jan 2021 on services which cover the digital services. It includes web-based
market place, social media and other such type of digital services. In 2018 European commission also
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proposed that profit will be taxed there where the digital business activity performed. The digital presence
will be considered as virtual permanent establishment. In 2018 three percent tax proposed on digital
services. Many European countries agreed upon this.

Enforcement through Task Force

The issues of web-based trading and it tax related matters in the current era of digitalization have been
discussed by the concern authorities of different states. In their meeting, they gave an interim report of
2018. In the month of March, 2018 the task force on the digital economy (TFDE) issued inclusive
framework report. The report gave analyze the changing models of business and identify the characteristic
that are mostly used in web-based business models.

Operate with minimum interference of human.
Depend on intangibles,

Data play most important role,

Participation of user with intangibles.

The big challenge of BEPS is that “how taxing rights on income generated from cross-border activities in
the digital age”.

Global Legal Practices

It was suggested by stakeholders that charge tax on “profit allocation and nexus” rule and the unsettled
BEPS problems must be focused more. In the Policy Note Addressing the Tax Challenges of the
Digitalization of the Economy, approved and agreed to examine and develop these proposals on a principle
of “without prejudice”.

There are two major pillars which provide bases for consensus:

1. It focuses on the allocation of taxing rights, and seeks to undertake a coherent and concurrent
review of the profit allocation and nexus rules;

2. It focuses on the remaining BEPS issues and seeks to develop rules that would provide jurisdictions
with a right to “tax back” where other jurisdictions have not exercised their primary taxing rights or
the payment is otherwise subject to low levels of effective taxation.

While the two issues of the ongoing work on remaining BEPS challenges and a concurrent review of the
profit allocation and nexus rules are distinct, they intersect and a solution that seeks to address them both
could have a mutually reinforcing effect. Therefore, the Inclusive Framework agreed that both issues
should be discussed and explored in parallel. Inclusive Framework has continued to examine input of
different actors that “how the gaps between the different positions of jurisdictions could be bridged”
through digitalization. The conference of all Stakeholders participated in the summit that was held at
OECD Center. Input received from different stakeholders who highlighted others areas like Inclusive
Framework on the tax challenges of digitalization has discovered some other basic problems of the current
structure of global tax, which are still even after the BEPS package.

Revenue Collection in Internet Jurisdiction

Digital Economy has evolved since internet usage and global networking has increased. Corporations are
operating in states with no physical presence due to the heavy reliance of transnational online entities on
Intangible Assets. These entities working in wholly new manner and strategically doing “aggressive tax
planning” to avoid paying tax or to pay it in low tax jurisdiction. Geographical boundaries are no more
question for these entities for doing business internationally, resultantly for tax purposes, state jurisdiction
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is no more question for these transnational entities. The Global Economic crises in’ 2008, revealed the
death of “off shore” tax evasions. International taxation is allowing profit shifting to tax free jurisdiction.
The G-20 countries took two inclusive and impactful projects: “The Forum on Transparency and Exchange
of Information for Tax Purposes” and “OECD G-20 BEPS Project.”

The Forum on Transparency and Exchange of Information for Tax Purposes established in 2009 but
originally its foundation was rooted in 2000s by OECD for tax compliance risk of non-member states or
non-cooperative states. There are 154 members of global forum, in order to implement the mutually agreed
standards. The compliance of standards approved by states through its monitoring peer review and two
globally agreed standards on information exchange for tax purpose. It is Exchange of Information on
Request (EDIR) and Automatic Exchange of Information (AEOI).

The BEPS Project has direct impact on the work carried out in this article and this project has been initiated
by the OECD in November 2012, when finance ministers of G-20 were gathered and shown their trust on
OECD as under,

“We also welcome the work that OECD is undertaking into issue of base erosion and profit shifting and
look forward to a report about progress of the work at our next meeting.”

The first report published by the OECD regarding BEPS- Project was published on 12 February, 2013.
Afterwards 26 Reports by the OECD have been submitted till date where last report published with name
and title as: “OECD/G-20 Inclusive Framework BEPS: Progress Report July, 2018, May 2019.” The
concept of permanent establishment in corporate law is constantly a clashing point and number of cases has
been decided in different states in context of Transnational entities. A resolution was also passed by the EU
Parliament in 2015, about to ‘adjust the definition of the “permanent establishment” so organization do not
synthetically avoid having taxable presence in the member countries in which they have business activity.

Number of Cases regarding the royalties/fee for technical services paid to Transnational corporation also
been questioned by the different courts and in different tax tribunals in states numbers of cases instituted.
The courts while addressing such legal question, interpret the law already made. So, resultantly question of
Permanent Establishment is still there in context of online entities having ‘significant digital presence’.

The European Commission recognized the issue, that is, the “value-production” on the web has the global
character, policies need to define and determine “what share of value to be taxed where”. There are also
corporations who are generating “Big Data” and their business model is so complicated that, paid
employees are creating value that is nominal, but unpaid users have major role (case of “Google and Face
book™). The key assets of these corporations are the algorithms, web platforms and software code instead of
farms, offices, buildings etc. Hong Kong is on the front foot and Swedish Government agencies shifting
towards the digitalization system. Many countries participating in OECD conventions for tax matters and
finalize the future goals.

The developments came under the projects of the OECD also helpful for Pakistan. Pakistan is signatory of
the OECD-BEPS project. Also, agreed to Tax inspectors without Borders (TIWB) program, where sending
of expert tax auditors to assistance-requesting host administration will be carried out to build audit capacity
around the world. Pakistan is active member the OECD program “Inclusive framework on BEPS” and “The
Global Forum on Transparency and exchange of information for tax purposes.Pakistan is the signatory to
the “Multilateral Convention to Implement Tax Treaty Related Measures to Prevent BEPS” and
“Convention on Mutual Administrative Assistance in Tax Matters”.

Besides all above policy dimensions and legal framework drawn by the states with mutual consent (at

OECD), Pakistan is still far from the policy measures need to be adopted and legislation required to earn
benefit/tax from the foreign companies either digital or having Permanent establishment in Pakistan under
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the provision of the Double Taxation Treaty, instead the OECD/BEPS project is endorsing double non-
taxation.

The lessons from the above all discussed policy measures, frame works and conventions are in all aspects
important for Pakistan when we consider them under the umbrella “Final BEPS Package for Reform of the
International Tax System to Tackle Tax Avoidance.” All the International Tax avoidance and evasion could
be tackled in Pakistan with certain recommendations under OECD/BEPS Project.

Taxation and ICT

The ICT advancement and developments brought forward in the shape of advanced mobile, smart TV,
Laptops, Artificial intelligence (Al). While sending post, money, any item in hard form or soft form, the
technology has also been so advanced that we can track the details of things and its status through online
tracking. It can also verify through online verification. The recruitment procedures have been changed as
well where; online interviews and online jobs, are on place today. The education sector also been
influenced where online study course, online admission, online lectures and online exams are being
conducted online after verification of the student through online services. The financial sector of the world
has also been influenced through other advancements brought by WBE’s like, cross border Online
payments, Digital currencies. The professional services sector also been influenced where the online
consultation services, online visa application processes are available in the, markets today. The very
advanced services like, digital taxis in Dubai (without human driver) are the working through ICT
advancements. These developments have almost affected all sectors of the world either directly or
indirectly. All industries are being affected by digitalization. It opens borders due to such advancements
because two decades before it was not possible for businesses to purchase shares in businesses in other
countries. Digitalization has influenced all businesses globally irrespective of small, medium or big
multinational companies. These OWE’s developments have impact on other businesses because of its
uniqueness and new methods of revenue generation.

“The evolution of Information and communication technology (ICT), took place through ‘Personal
computing devices’, ‘Telecommunication networks’, ‘Software’, ‘Content’, ‘Use of Data’, and Cloud-
Based Processes. While the use of the internet as a digital platform has enabled the creation of the sharing
economy through “Autonomous machines” and “Intelligent Systems”. The future developments are
‘Internet of Things’, ‘Digital Currencies’ (Bitcoins),” Advance Robotics’, ‘3D Printing’, ‘The Sharing
economy and collaborative production’, ‘Access to government Data, Reinforced protection of personnel
data. The Information in ICT is based on Users, user interface, applications, accessibility, software
resources and infrastructure”

The above advancements are available globally. The beauty of this sector is that its services quality has
nothing to do with the developed country, developing country or the under develop country. All internet
users have the accessibility to use all services subject to the internet speed.

Online Tax Collection Model

“Information communication and Technology” (ICT) sector evolved by WBE’s research and development
departments, where the life of these entities is based on the existence of the internet and time user spend
online. These entities have influenced the ways in which people interact with each other through social
media sites and other websites, also mobile apps through Play store/ app store. These entities have
advanced their tools and networking systems in such research-oriented manners that it now facilitates the
users by reducing the cost, time and improving quality day by day. It is also providing online data storage
free of cost. As the business are mainly concerned with marketing and promotion in the local market at
community level, whereas big companies at national and international level for increasing their sales by
introducing them to maximum people. So, here these WBE’s have provided the platform to the businesses
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for doing so by giving identification to local small businesses to the international market globally. The
business models of these WBE’s have core features almost present in all internet-based entities, which are
the following:

(1) These digital businesses have mobility with respect to

e The intangibles assets for example; the system of WBT’s online services and their value
generation systems online in cyberspace on which digital businesses are based

e  The users like the website user’s/ internet user’s/ application users and

e Business functions are working on automated system and very less human being involvement
also, the business models are flexible to choose the different location and resources for business
transaction.

(2) Relying on the data generated by the user at the time of profile making as “BIG DATA.”

(3) Complex system of networks which effects and collects kind of the user responses, their input and
digital labor when users do certain activities while being online. For example, playing videos, search
something, its location history and playing online games. These all activities collectively disclose the
user likes, dis-likes, interests, hobbies, community links and lot more. That data is then collectively
used by WBE’s as commodity to convert it into money by providing to businesses globally.

(4) The WBE’s are able to complete one transaction to generate revenue with the contribution of its user
and at the same time the contribution of company’s software’s or algorithms, then at the end its user
who consume to complete the transaction by downloading the file, application, clicking on the
advertisement etc.

(5) The ICT developments normally have monopoly due to unique ideas involved behind and big cost of
research and development;

(6) It is also easy for WBE’s to carry business due to less hurdles to enter into other states and getting
involved in rapidly evolving technology.

These features could be present almost in all WBE’s entities with some exceptions. So legally these
features have not been legally analyzed because the taxation is a domestic subject and work under the
sovereignty of the state and domestic legislations to cover the state revenue collection system through
taxes. Previously evolved corporate taxation principals of Value creation with physical presence of the
business in the states are the biggest hurdle for charging tax from these WBE’s because these businesses do
not need physical presence to provide services to internet users but have ‘significant digital presence’
(Brussels, COM 2018).

Permanent Establishment (PE) and Web Revenues

The profit of a foreign companies can only be taxable when they perform any economic activity within the
jurisdiction of that country and the companies have permanent establishment in that particular country. The
permanent establishment also includes the tax treaties which will determine that the company is liable to
pay tax or not. The BEPS action plans talk about the definition of permanent establishment. It would not be
allowed to misuse the concept of permanent establishment as it is use for tax avoidance. The permanent
establishment consist is often for the shift of profit from one jurisdiction to another jurisdiction. There are
different strategies used that may cause the avoidance of taxes. The income generated in any particular
jurisdiction is either untaxed or levied very low taxes. The action seven of the BEPS targeting misuse of tax
treaties and permanent establishment.

The action 7 suggested many changes related to Permanent establishment. That the tax will levy on the
company in that jurisdiction where it presence has shown unless the agent is performing these activities in
the course of an independent business. That it is not possible to take advantage of these exceptions by the
division of a interconnected operating business into several small operations. The changes to address
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situations where the exception applicable to construction sites is circumvented through the splitting-up
contracts between closely related enterprises.

In order to promote these changes, the concept of multilateral instrument (MLI) has been introduced. The
objective MLIs is to amend the existing tax treaties. The change of definitions of Permanent establishment
has introduced in 2017 by OECD. The MLI is very flexible and any country can adopt and make necessary
changes in it. Almost 90 countries have adopted the MLIs and intended to implement the changes in
Permanent establishment. The definition of permanent establishes prevent the abuses of tax avoid tax
abuses. The multinational companies mostly misuse the concept of permanent establishment. They divide
their activities in small groups and avail the opportunity of exemption from taxes in an appropriate way.
They appoint their commission agents who are working on their behalf without showing their physical
presence. In this way they shift the profit from one country to another country. The BEPS action plans
address this global issue and give alternate approach in order to bring it in tax circle.

Cyberspace and Jurisdiction Determination

It is the general principle that the tax levied on the profit from where the income has generated. So in the
international context, the tax would be charge from any organization in that particular country from where
it earns its income. As per the OECD, the jurisdiction in which value has created is the source of income.
The determination of place is cyberspace is very difficult. The company located in one place and the
business activities are performing in another place. The specific economic presence is very difficult to
determine. The BEPS is working this point that how to establish the jurisdiction of web-based entities. The
discussion draft of BEPS introduces concept of significant virtual presence. They established three testing
options for virtual permanent establishment (Adonis, 2020).

o Virtual fixed place of business permanent establishment.
e Virtual Agency PE
e On site business presence PE

Web-Based Market and Tax Policy

The value creation is major question in web-based economy. The international community is trying to
develop the consensus that the multinational will be taxed in the country where they have created the value.
The user participation is the big source of value creation. The banks are playing major player in virtual
economy as most of transaction are taking place through online banking. So the banks are required to make
major structural changes in order operate in web-based economy. However, the banks cannot be treated
similar as other web-based companies. The international coordination is indispensable in this regard as the
danger of double taxation is always there. The EC proposes the digital service tax in Europe on the revenue
generated through web-based activities. The aim of this tax is to address the problem of web-based
economy in EU. The proposal was submitted to the council of EU. The EU say that current tax law is
inadequate to meet the requirement of current technological boon across the globe. Therefore, there is
mismatch the value creation jurisdiction and tax payment.

The proposal that has been put forward by the European Commission is about a reform to corporate tax
rules (long-term solution) so that profits are taxed where businesses have significant interaction with users
through digital channels, even if a company does not have a physical presence) in the jurisdiction in
question. The digital services tax (interim solution) covers the digital activities that escape tax altogether in
the EU. The tax will apply to revenues created from activities where users play a major role in value
creation and which are the hardest to capture with current tax rules.

The European Commission proposes that clients create value for banks by the data they give. It is therefore
not clear that how this can be divided from the profit generated by specific client transactions. There is an
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enormous growth in the web-based economy in last few years. It has changed the whole scenario of
business particularly when we talk about the multinational organizations. The taxation system of many
countries cannot handle the issues arise from digitalization of the economies. The digitalization has
somehow disturbed the balance of the revenue generation and taxation.

Global Consensus on Profit Allocation

It was suggested by stakeholders that charge tax on “profit allocation and nexus” rule and the unsettled
BEPS problems must be focused more. In the Policy Note Addressing the Tax Challenges of the
Digitalization of the Economy, approved and agreed to examine and develop these proposals on a principle
of “without prejudice”. There are two major pillars which provide bases for consensus:

1. It focuses on the allocation of taxing rights, and seeks to undertake a coherent and concurrent
review of the profit allocation and nexus rules;

2. It focuses on the remaining BEPS issues and seeks to develop rules that would provide jurisdictions
with a right to “tax back” where other jurisdictions have not exercised their primary taxing rights or
the payment is otherwise subject to low levels of effective taxation.

While the two issues of the ongoing work on remaining BEPS challenges and a concurrent review of the
profit allocation and nexus rules are distinct, they intersect and a solution that seeks to address them both
could have a mutually reinforcing effect. Therefore, the Inclusive Framework agreed that both issues
should be discussed and explored in parallel.

Inclusive Framework has continued to examine input of different actors that “how the gaps between the
different positions of jurisdictions could be bridged” through digitalization. The conference of all
Stakeholders participated in the summit that was held at OECD Center. Input received from different
stakeholders who highlighted others areas like Inclusive Framework on the tax challenges of digitalization
has discovered some other basic problems of the current structure of global tax, which are still even after
the BEPS package.

BEPS; Way Forward

The OECD has published some actions plan on base erosion and profit shifting (BEPS). These are fifteen
actions plans as discussed above. The BEPS plan will change the entire scenario of the international
taxation. The multinational entities which are avoiding tax across the globe will no one be able to do so.
The BEPS is the international taxation system and no corporation will hide any tax related information. The
BEPS and G20 countries intended to include some further plans through inclusive framework. The BEPS is
basically concern about the web-based economy. They are developing different business model according
to the continuously changing environment for superior understanding of digital business environment.

Digital Market and Tax Complexities in Pakistan

Complexities in Tax Laws

The issues in tax laws in Pakistan is very severe and that is the reason which make the budget consistently
deficit over the past. The high compliance price, tax evasion and incompetent staff are some of major issues
which do not let the FBR to achieve the targeted collection. The lack of trust on government tax policies is
also one of another issue. The government is not spending on new projects particularly on the development
of social sector which lower the taxpayer confidence. The tax structure of Pakistan does not meet the
international standard. There are different types of taxes in Pakistan and most of these taxes are charging
indirectly from general public. The major divisions of taxes direct taxes and indirect taxes. The big part of
tax revenue is indirect taxes. The nature of indirect taxes is regressive so it normally targeted the
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consumption. Whereas the direct is mostly levied on dividend, profit and salaries and it is progressive in
nature (Zulfigar, Jalil & Mahmood, 2018).

Pakistan with population of 220 million people is also facing complexities of similar nature of OECD
countries. Income tax Ordinance lack the ability to bring web based entities in the tax net, the reason is
misinterpretation of “Double Taxation Treaty”. Federal Board of Revenue (FBR) failed in 2015 and 2018
while giving proposal for charging tax on these online working entities due to refusal by parliamentary
committee no legislation been done. The rapid development of information technology makes it possible to
apply it application in almost all the field of life. The world can use the latest technology at very low price.
The continuous advancement and innovation in technologies affected the world economy and lead it to the
paperless economy in a very speedy way. The popularity, uniformity and easy use of technology make it
very difficult for technology producer to change the basic feature (Express tribune,2018).

Taxes in Pakistan

The information about tax revenue in Pakistan is compiled by finance ministry and presented every year in
the budget. The credibility of these figures is also debatable. Right now, some of the available data reduced
in writing here. Each sector treated differently in context of taxation. The major portion of GDP cover the
service sector which is approximately 50% but it contribute just 35% in tax revenue where the agriculture is
20% share and it contribute just 1% in tax revenue.

Digital Revenues and Pakistan Prospective

The web-based business is new in Pakistan. The proportion of revenue generated through internet in
Pakistan is very low as compare to the other countries in the world. The percentage of web-based business
revenue in Pakistan is far below even if we compare it with our neighbor country India. Though Pakistan is
the smaller then India, but India collect $20.059 billion in 2017, whereas Pakistan is stuck to $600 million.
The Pakistan market potential in 2017 was more than $4 billion. Obviously the market has enhanced further
over the years. In 2020 the Pakistan market has crossed the barrier of $1 billion revenue generation through
web-based trading. The local sale was Rs. 9.58 billion in the year 2020. This sale does not include the
international web-based trade revenue.

Pakistan’s E-commerce Stores

The Pakistani market has great potential in web-based trading. Before discussing the big web-based store, it
is worth mentioning here to discuss the types of web-based entities that operated in cyber space. Big Shot
Multi-Retailers: These are big web-based stores have big variety. It includes Kaymu, Yavo, Daraz etc.
Medium-Size Multi Retailers: These are medium size web-based retailer. It includes GoTo and Well.PK
Small-Size Multi Retailers: These are small size web-based retailers. These stores focused on one specialty.
It includes higher.com.pk, Babynestboutique.com etc. Facebook Retailers: This type of retailer is present
on face retail stores and groups. Its examples are pages on Facebook, Hania kids, Islamabad buy and sell
etc. The Pakistan Big web-based giants are as following:

Shophive.com
Homeshopping.pk
Daraz.pk
Yayvo.com
Symbios.pk
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Pakistan Double Taxation Treaties

The web-based trade is the emerging area of business in Pakistan. Pakistan is the 5" largest country in
population world worldwide. The number of active users on internet is more the seventy million. In this
context the revenue of the web-based trade should be in billions of dollars, but unluckily the available tax
structure does allow it to make it fruitful. The issue of double taxation is the big hurdle. The treaties played
very important role to avoid double taxation. More than 2600 treaties are related to the taxation. There are
66 countries in the world, where Pakistan formally entered in with double tax treaty. The aim of these
treaties is avoid double taxation and allow foreign direct investment. It means that the country will charge
tax from their resident and in case of non-resident they cannot charge tax in foreigner country. The tax
treaties are mostly based on OECD Tax model. DTTs play an integral role in attracting overseas investment
through making the country’s commercial enterprise and funding surroundings better. Countries signed
DTTs even when there was no proof of their positive impact on FDI flows. DTTs preclude double taxation
in one of two methods (i) allocating taxation rights exclusively to one signatory United States or (ii)
supplying mechanisms where each signatory international location is granted taxation rights. In case where
both signatory countries are granted taxation rights, DTT supply some exemptions as a mechanism to
sidestep double taxation. Neumayer for the very first time provided statistical evidence that signing DTTs
with US or other highly developed countries can boost FDI inflows to developing countries. It is argued
that DTTs are effective for middle income but not for low income developing countries. The policy makers,
in order to attract more FDI, are busy in making policies for increasing technological advancement,
providing capital advantages, and improving competition in the host states. The study considered DTTSs to
be one of the most essential policy tools. They took 50 sources of non-resident countries as a sample.
Among the source of 28 non-resident countries based on active income; and among 22 nonresident
countries based on non-active income reported in Pakistan. Their results showed that DTTs decrease FDI
outflows in the Pakistan. FDI is no longer affected through new treaties but as the treaties get old, they
come to be greater significant. Their consequences confirmed that DTTs have fine relation with FDI and
these treaties amplify FDI active.

The concept of double tax treaties are changing now. After BEPS actions plans the new discussion has
started about permanent establishment. Where there is need of FDI in the country, in the same way there is
also intense need of the mechanism through which the tax could be levied on digital companies. The
digitalization of economies gives new concept of significant virtual presence. In order to bring digital
companies in tax ambit Pakistan would have to reconsider the tax treaties. This is the time for Pakistan to
amend all 66 tax treaties under the guidelines of BEPS (Braun & Zagler, 2014).

3.6 MLIs and Pakistan Status

In 2015, encouraged by the G20, the OECD finalized the BEPS plan, which includes the fifteen actions.
This alert focuses on Action 15 on multilateral instrument(MLI) which is a medium for updating bilateral
double tax avoidance agreements (‘DTAAs’) swiftly (currently covering nearlyl,500 of them). It was
devised under BEPS project of the OECD commissioned to assist governments to reduce opportunities for
tax avoidance by big corporations. The measures specifically target:

Hybrid mismatches (A-2)

Treaty abuse (A-6)

Avoidance of permanent establishment (‘PE’) status (A-7)
Improving dispute resolution (A-14)

Each of the MLI signatories will provide DTAAs list wished to be covered and its positions and
reservations in respect of each provision covered under the MLI. The signatories can amend their MLI
positions until ratification through their domestic legislations. Even after ratification, countries can chose
optional provision. The modified DTAA comprises the original DTAA provisions and the modified/newly
added provisions i.e. the commonly accepted features of the MLI by both the contracting parties.
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Pakistan signed the” Multilateral Convention on Mutual Administrative Assistance in Tax Matters” on 07
June 2017 becoming the 104‘hjurisdicti0n to join the Convention. Thereafter, some of the section points
were addressed by the insertion of relevant section/rules in the domestic direct tax statute in the following
sections/rule and more actions are likely to follow:

Section/Rule Reference Section/RuleHeading
101(3)e Cohesive business arrangement inserted

Vide Finance Act, 2018.

101A Gain on disposal of assets outside Pakistan inserted vide Finance
Act, 2018.

106 Thin capitalization.
Restriction on deduction of profit on debt payable to associated

106A enterprise inserted Vide FinanceAct,2020.

108 Transaction between associates.
Documentation and country by country reporting requirements

Chapter VIA inserted vide S.R.0.1191(1)/2017 dated16 November 2017.
109A Controlled foreign company inserted vide Finance Act, 2018.

In addition to the domestic law changes, the MLI has also changed the application of tax in many countries.
From 1 April 2021, Pakistan’s tax treaties have been impacted due to MLI coming into force vide S.R.O.
405(1)/2021 dated 01 April2021. Some key provisions of the tax treaties which have undergone change as
a result of the MLI are provided below: To really understand the impact of the MLI to one’s business and
tax charge, the transaction type will need to be considered. The following section sets out the typical
transactions that will be most impacted by the MLI changes for Pakistani Groups.

e  Preamble amendment of the tax treaties.
e  Principle Purpose Test incorporation
e Anti-treaty abuse measurement that cover tax of:

Capital Gain

Dividends.

Expansion of PE scope

Restrictions PE exceptions scope
Restrictions on split of contracts artificially.

VVYVYVYVYYV

Digitalization of Pakistan Tax Laws

As a developing country Pakistan is facing a lot of challenges like economic issues, administrative issues
and managerial issues. Economic stability had very rarely been seen in Pakistan in the last 4 decades. The
political atmosphere seemed a bit stable in the last 11 years approximately, and on 17 august, 2018 the
current government formed the third democratic government in continuity of democratic governments.

In manifesto of current government, 2018 the first priority or top order heading was the “Reform FBR”.
The Federal Board of Revenue (FBR) is a tax collection department in Pakistan and collecting the Income
tax and VAT/GST on the goods, custom duties and federal excise duties. This institution as a statutory
body under the section - 4 of the Federal board of Revenue Act, 2007have been given certain powers to
make by laws and to adopt the modern effective tax administration method and the matters ancillary thereto
under the powers given. There are currently four offices of Large taxpayer unit (LTU) and nineteen RTO
offices in Pakistan in big cities of Pakistan of FBR.
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There are numerous changes which have been introduced in the current tenure of the current government.
The most important is regarding the generation of the GST number online under the sales tax regime,
where the taxpayers can know registered themselves for sales tax and generation of the GST online from
his personnel mobile through the Mobile application could be downloaded from the Mobile app store,
Google play store. The other important development was regarding the improvement were FBR has
introduced online portal for “maloomat” for taxpayers’ credentials, where person need to registered with
the FBR by providing the personnel Mobile number, and CNIC details and receive password through sms
on his mobile number regarding the login credentials online. This “maloomat portal” is for providing the
data access to the taxpayers which has been gathered by the FBR through different sources and procedures
from all over the Pakistan. There are a lot of other initiatives which have been introduced for reducing the
cost of administration, improving procedures and maximizing the number of “tax returns” and “filers”.

These initiatives are very clearly indicating the government concerns regarding the improvements in the
taxation system of Pakistan. This was a short picture of the FBR as a statutory body and administrative
body for the tax collection system in Pakistan. The developments are also showing the digitalization
divergence in the current government policies. This is the positive aspect of digitalization where the
government agencies relying on the WBE’s developments for reducing cost and increasing efficiency
considering the ICT positive aspects.

Digital Tax Law Provision in Pakistan

The Income Tax Ordinance (ITO) 2001, section 2 (22B) defines ‘fee for offshore digital services’ in the
following words:

“Means any consideration for providing or rendering services by a nonresident person for online
advertising including digital advertising space, designing, creating, hosting or maintenance of websites,
digital or cyber space for websites, advertising, e-mails, online computing, blogs, online content and online
data, providing any facility or service for uploading, storing or distribution of digital content including
digital text, digital audio or digital video, online collection or processing of data related to users in
Pakistan, any facility for online sale of goods or services or any other online facility.”

This fee is also taxable under section 152 of ITO 2001 which allows the withholding agent to withhold 5%
of the gross amount of fee for offshore digital services. The major difference between the tax introduced by
Pakistan and the digital tax imposed by other countries is that these countries take into account the global
turnover and domestic turnover of digital giants. Eighteenth Amendment of Constitution of Pakistan
1973 granted authorities to the provincial government to collect taxes on services within their jurisdiction.
Whereas the income tax and sales tax on goods come in the ambit of the federal government. It is difficult
to determine the jurisdiction of services in case of digital services. No proper structure exists in tax laws of
Pakistan that restrict the provinces to single transaction while levying sale taxes. Multiple taxes on one
digital service transaction may increase the price of digital services.

Pakistan is ready to impose digital tax. In case of payment foreign companies, the tax will withhold at
source. The withholding agent must deduct the tax from offshore companies at the time of payment. The
nonresident companies are normally not paying taxes where as they are providing their services in Pakistan
and also generating revenue. The tax burden is shifted to the local buyer resultantly the cost of the services
has increased. Due this reason the multiple taxes impose on one single service. Pakistan needs to make
necessary legislation about digital taxation and adopt the BEPS guidelines.

In this way the heavy revenue which has been generated from these digital services would come in the
ambit of taxes. There is need of drastic reforms in Pakistan’s tax laws, reconsider the tax treaties with
countries and the make effective legislations in order to handle the issue of permanent establishment of
digital companies and resolve the matter of non-resident companies showing significant virtual presence in
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local jurisdictions. It must be mandatory for web-based companies to file their annual and monthly tax
return according to the income tax ordinance 2001. This may be the better way to assess the revenue of
these companies and computation of tax liabilities. This would make it possible to increase the tax
collection and FBR would be able to achieve the tax targets.

Startups and Tax Law
The startup has been defined in section 2 sub section 62A of the income ordinance 2001, as following:

i. Abusiness of a resident individual, AOP or a company that commenced on or after first day
of July, 2012 and the personis engaged inor intends to offer technology driven products or
services to any sector of the economy provided that the personis registered with and duly
certified by the Pakistan Software Export Board (PSEB) and has turnover of less than one hundred
million in each of the last five tax years; or

ii. Any business of a person or class of persons, subject to the conditions as the 1[Board with the
approval of Federal Minister-in-charge] may, by notification in the official Gazette, specify.;]

The startup is normally the newly establish companies which are in the phase for its survival. These
companies come up with new and innovative ideas. It focuses on any one particular service or product.
Most of the startups business models are unable to establish their place in the market. The insufficient fund,
inexperience staff, unfamiliar products or services and new entrance in already saturated market make it
very difficult to survive. Most of the startups failed in few years of its start. That’s why the beginning of
any startup is very important. The initial capital is provided by founders from their own source. The
startups are new business plans that provide seed capitals for research and development (Salamzadeh &
Kesim 2015).

In the present age of information technology, most of the startups are linked with digitalization. The
software and IT companies are mostly coming in the circle of startups. Dotcom are more famous startups in
1990s. The Amazon also provides opportunity in Pakistan to sell products and services. The startup is
mostly providing services to foreign clients so it is becoming big source of foreign reserve. In order to
encourage the young entrepreneurs who are coming up with innovative ideas, the tax authorities intending
to facilitate them. The Government of Pakistan give opportunity in shape of tax credit to startups.

Section 65F of Income Tax Ordinance 2001 describes tax credit to certain person as:

[65F. Tax redit for certain persons.— (1) Following persons or incomes shall be allowed a tax credit
equal to one hundred per cent of the tax payable under any provisions of this Ordinance including
minimum, alternate corporate tax and final taxes for the period, to the extent, upon fulfillment of
conditions and subject to limitations detailed as under:-

(b) astartup as defined in clause (62A) of section 2 for the tax year in which the startup is certified
by the Pakistan Software Export Board and the next following two tax years;

The startup has opportunity to get hundred percent tax credit provided that the turnover of these startup
entities are less one hundred million. This tax credit is available to the startup. The WBE’s maybe the
major stakeholder to avail this tax credit opportunity.

Sales Tax Act, 1990 and WBE’s

This act was imposed in 1948 as a “federal tax” through the general sales tax act in 1948. Previously it
was a provincial tax and Punjab and Sind was charging it. In 1951, sales tax act 1951 introduced license
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for manufactures and wholesalers. The sales tax act had been administered by the Central excise
department as FBR today.

The finance Act, 1990 introduced big changes in sales tax law in Pakistan. It has replaced the whole
system of previous sales tax provisions. The sales tax act, 1990 has been effective in Pakistan since 1990.
It has 75 sections, twelve schedules. The sales tax system is also working under the FBR. The fiscal
changes of the 18th constitutional amendment have impacted serious challenges after it was imposed. In
which the federal based institutional system in shape of FBR was scattered in way of Provincial Tax
authorities like the Sind sales tax on services Act, 2011, Sind sales tax on services rules, 2011 etc.) for
collection of GST on services.

The final report of OECD, action 1, 2015 the biggest challenges of digitalization is “Allocate Taxing
rights” to the states according to the nexus rule or value creation as discussed in 2nd chapter. If in the
same context we take look on the international developments regarding the allocation of the profits to
states through the consolidated international taxation system under BEPS project to charge “GST” on the
basis of user/ subscription, then would the provinces be dealing with the OECD-BEPS or the Federal
government. The main reason for the arguments is, in future maximum things are diverting towards the E-
commerce, digital currency and digital apps etc, these all comes under the services. So, in the same
context the revenue collection institution of GST on services are provincial based and this thing will be the
biggest hurdle for levy of the GST on digital services in Pakistan as discussed in detail in the 2nd chapter
regarding the international developments (Bukhari, Hag & Bukhari 2020).

Digital Tax and 18" Amendment

The sale tax on goods and services was the Federal matter. The Federal government collects all the taxes
including sale tax on goods and services. After the 18"™ amendment in the Constitution of Pakistan, the
provinces have been empowered to collect the service tax in their respective jurisdictions. It strengthening
institutions of intergovernmental coordination and conflict resolution through the revival of the Council of
Common Interest (CCI) and making the National Economic Council (NEC) more responsive to the
provincial interests. The aim of this amendment was to build trust and harmony between Federal and
provinces.

The 18™ amendment has brought deep changes at governance. The most important change is empowerment
of province to collect service taxes. This amendment also opened door for greater access to capital finance
by permitting both internal and external borrowing by the provinces subject to limitations imposed by the
National Economic Council. Provincial powers to tax agricultural income, capital gains and services
present a significant roadblock to tax reform. Finance does not follow function and provinces have the
luxury of spending taxpayer monies without any accountability. Previously the sale tax on goods and
service were collected by Federal government. The federal government enjoyed these powers as the
provinces had voluntarily surrendered their right to sales taxation in interest of efficiency of tax
administration. The federal government has also been asked to vacate taxes on immovable property, estate
and inheritance taxes, VAT (Value Added Tax) on services and Zakat and Usher (religious taxes)
reverting these tax handles to the provinces.

The Eighteenth Amendment determined the rights of the provinces to collect tax of services from the
federal domain but it remained silent on its allocation amongst the provinces. The amendment on one hand
empowered the provinces but it also left many loop holes particularly when we talk about tax matters.
There are two problems, the first of which is that certain subjects may be considered both a good and a
service. There is no clear distinction which leaves this a spectrum with grey areas. There is much
confusion which need to be properly addressed. If we take the example of the software that a person buys
on a hard disk. It will be considering as a good. Now if we download any software, it would not be
considered as a good. In the same way, when any company provides customized digital services, it will
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definitely not come in the definition of goods. Similarly, the toll manufacturing that just providing
manufacturing services to other companies.

Another issue is when one service starts from one province and end it another province, where the tax will
be levied? The present legislation is empowering the provinces to exercise all these executive powers
which are not predetermined of Federal domain. So in this regards, there is an ambiguity in the tax
procedure for provinces about charging services taxes. The business entities might receive different tax
notices of the same matter. The double tax may charge on same service.

In the same way when any foreign company provides their digital services in different provinces of
Pakistan, the question may arise that who will charge the digital service taxes. As the eighteenth
amendment provide the power of charging service taxes. In case all the provinces charge the service tax
from the same company, the cost of the service will increase in multiple times and ultimately the end user
will bear the cost of services, which in most case would be unbearable by the general public. The eighteen
amendments in this regards did not clarify the law. It is very important issue about which the legislature
must think about it and need elaborate the law in a very comprehensive way.

In addition, the 18th Amendment to the Constitution has explicitly transferred the sales tax on services and
capital value taxation of immovable properties to the provinces. This aspect of the recent structural changes
have not received due attention. The implication is that the potentially optimistic tax bases services;
agricultural income and immovable property are now in the exclusive fiscal domain of provincial
governments. The federal government cannot share revenues from these sectors. Since these are sectors
which are currently under taxed, the responsibility of taxation reforms and improved tax administration to
enhance the overall consolidated tax-to-GDP ratio is now incrementally more on the provincial
governments then before.

Redresseal of Tax Chalenges and Propose Framework For Pakistan
Taxes on Web-Based Trading

There is big difference between the old and new tax policy. The digitization developed an interactive
structure at the UN & OECD level. The advantages and disadvantages of web based taxes conceptualized
in digital market. The conventional tax system resolved the issues of trade, tariff and entities having
permanent residence or physical presence. However, the digital taxation is focusing on user data and value
creation. The taxing on digital value is important issue which needs to be address effectively. The digital
tax is biggest challenge for Pakistan taxation law. The Pakistan tax system does not able to capture the user
data and value creation. Consequently, the present tax structure of Pakistan finds it difficult to tax on web-
based trading. However, the income tax ordinance section 2 and sub section 38B define web-based market
tax to some extent. In order to redress the web-based trading challenges some of proposed solutions are
discussed in the following sections.

Creation of Value

The web-based trading provides new approach of value creation of product just by clicking on the mouse.
The cyber space provides different platform to businesses without having physical presence. The revenue is
connected with value creation and it need to be taxed. The determination of value creation is very difficult.
The capturing of data determined the value creation and there is no law in Pakistan for this data capturing.
The tax can only be levied when the law is able to capturing the data. The legislature must first review the
jurisdiction of data before making any policy.

The tax regulatory body creates connection of data capturing and value creation. The user participation
creates value of data and this generates revenue. The jurisdiction of this data must need to address in order
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to levy taxes. The data have different roles in web-based economy. It is the data that creates value. The
mechanism which the Pakistan authorities need to establish is the determination of data which create
revenue either through user participation or user data. In order to tax web-based activities, it is necessary to
analyze the data correctly and find out the value which has been created through this data (Lorraine
Morgan, 2013).

Profit System and Creation of Value

The Government required making connection of profit with value creation. There is no principle being
delivered by the existing international tax framework. There is need to develop such digital business model
which ascertain the use of data that generate value. The web-based business model has the ability to
integrate the activities operating across the globe and administered the price transferring from a centralized
place. The integration of profit system with value creation is challenging task but this is the only way that
Pakistan can bring all web-based activities in tax circle.

Taxation on Web-Based Business in Pakistan

It is indispensable to identify these web-based models that generating revenue in Pakistan. The Facebook
which is no doubt generating revenue in Pakistan but we have no mechanism to bring it in tax circle. It
generates revenue from user participation and user data. The collection of this data is for sale and source of
revenue for these web-based entities. In the same way there are many other organizations which are
generating revenue from the general public of Pakistan. The user participation and user data are just like
goldmines for these web-based business entities. So it is the need of the time make proper legislation inside
the country and also raise the voice at the international forum and levied taxes on such entities.

Determination of Internet Jurisdiction

The determination permanent establishment is very important to overcome the tax issue of web-based
organization. The biggest challenge is levying taxes on intangible goods and services. The existing tax law
is one-hundred-year-old and unable to handle contemporary digital tax matters. The old law deals with
business having physical presence only. The definition of permanent establishment does not cover the
virtual presence. In modern era most of the business transaction and business activities are perform in
virtual world. The Pakistan laws need to update and there is need re-definition of the concept of permanent
establishment. The virtual presence must also be part of the permanent residence concept. The new concept
of permanent establishes will automatically bring these web-based entities in tax circle (Lachapelle &
Fehlinger, 2016).

Tax Treatment as Service Provider Platforms

There is need of proper tax regulation for those who are providing services. The Uber, Kareem, Food
Panda. They are providing services but most of them are not in the tax ambit. The service is now expanding
to cross border. The freelancers are providing their services to other countries, similarly the people of
Pakistan also rendering services from other countries. There is need of proper mechanism to bring all these
activities in tax circle. There is need to enhance the ability of tax authorities. The technology expert must
be the part of the tax authorities. The convention system is now obsolete. No doubt the expansion of
technology in business creates very complex issue but there is need to focus on tax policy and make it
frequently updated

Gaps in Tax Laws

The sale and purchase of services on web-based make it difficult to ascertain its territorial jurisdiction. The
determination of jurisdiction is the big problem in digital market. In this regards the existing Pakistan Law
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does cover the web-based trading and unable to bring such activities in tax circle. The sale of any services
is taxable under Pakistan tax law. When these transactions take place in digital market, there is must be
adequate measurement which can prevent these transactions from tax avoidance. There is ho mechanism in
Pakistan law which can handle such online activities. In the same way, the single transaction cannot be
taxed in multiple times, as it would increase the price of the services or products. It is also big gap in tax
law of Pakistan that it does not tax web-based trading activities. The multiple taxes on same transactions
also create issues. The double taxation treaties also big issue which need to resolved with relevant
countries. Due the double taxation treaty Pakistan tax law does not allow it to deduct tax from no resident
companies. Most of the companies engaged in web-based trading are non- resident but they are generated
huge amount of revenue from Pakistan. Due to legal constraint of double Pakistan can charge tax from
these companies that cause another big gap of Pakistan tax law. Though the law restricted the domestic
companies to deduct the tax while making payment to web-based companies but this burden of taxes has
shifted to the end user of these services.

Proposed Framework of Tax for Digital Market

The proposed framework of tax for digital market will give an overview about taxation on web-based
trading. It will explain elements of digital tax in context of digitalization of trading and overcome the issues
raises due to current transformation of economy. This framework will help the tax authorities to bring all
web-based trading activities in tax circle.

Technology Hub and Data Center

The tax is always big issue in Pakistan particularly when we talk about the taxation on web-based trading
activities. The web-based tax is very closely related to the technological development. In order to cater this
problem there is need to develop proper technology hub and data center. The data center will monitor all
the users’ participation in the digital market that creates value. The value creation is in fact generation of
revenue. So these technological hubs will monitor and control user data. It is also proposed that we need to
develop the specialized internet tax agency (SITS). The SITS would monitor all the data and also would
have check on the jurisdiction the data. The web-based transaction is taking place all over the world. The
prime responsibilities of this data center and SITS is having access to this data and administer the digital
transactions that come under the jurisdiction of Pakistan. The SITS would give proper assistance to FBR
authorities and enforce these web-based entities to pay respective taxes levied on the service they provide
or rendering in the jurisdiction. The major sources of web-based entities are the data of the user. The web-
based companies know the preferences of the users and then they sell this data to other companies. The
SITS would make check on these companies and restricted them that they would only take the data after
making payment of the taxes. The data center must develop the strong monitoring system. There is need to
develop the digital data tax (DDT) at national level. The SITS will provide technical support and monitor
the traffic of the data and the DDT will levy taxes on these data. The DDT will be applied on all the web-
based organization and show it digital presence in the jurisdiction of Pakistan. The data center will capture
both the data either its domestic or international.

The data center and SITS would be responsible in the following manner:

That it will monitor web-based activity globally.

That all web-based tax related data would be compiled in a single database.

That the tax registration of all digital entities in a single unique online portal.

That identification of income of web-based entities.

That the tax assessed on jurisdiction bases

There must be proper coordination of FBR and ISPs regarding the tax collection from WBE.
That allocation of tax jurisdiction and revenue.

That the FBR would be assisted to resolve any DDT dispute.
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e  That there must be proper audit of tax transaction that involved the DDT.

The FBR will administer the digital data tax according to the jurisdiction and its connection with resident
taxpayers as per the information provided by the SITS. In this regards the FBR would be responsible as
following:

To collect digital data tax and withholding on payments.
To process all tax claims which are refundable

To conduct audit of tax payers.

To enforce the obligation of digital tax.

The FBR will be responsible to look after all above mentioned activities. It would also give support to the
global tax enforcement organizations. In this way the system would not only develop in the country but it
harmonized the economy with international standards.

Digital Data Tax System

The digital tax is a global issue. The international communities, OECD and BEPS have been working on it
for many years. Pakistan is also facing the same issue. The unavailability of proper structure makes it
difficult to capture the web-based entities transactions and bring them in tax circle. So in these
circumstances, there is need of proper digital tax system. The digital data tax system will record all
business activities performed in virtual world. In order run it smoothly we need to install strong system
which does not slow down the internet traffic and digital activity. It requires system of bandwidth. The
bandwidth is the system which can transfer maximum data at specified time. It is in fact the speed of the
internet. The data is travelling in bit and in optical fiber so the speed is very high. So in order to record the
digital activities that create value and generate revenue, the system installed must be extremely powerful so
at any stage it does not slowdown or stop

Compulsory Registration Digital Presence

In order to redress the digital issue in Pakistan, the registration of the digital entities is compulsory. The
registration is not limited to the business entities but the user must also be bringing in registration particular
those who are engaged in business transaction either as purchaser or seller. In this way the authority may
know the jurisdiction of users where such businesses take place. Though its sometime very difficult to
register each single user, but this could be solved with simply registration and monitoring of ISPs. This
registration process would provide very valuable information about business activities. It also tells us about
the interaction of user with internet and the participation in digital economy. This data would also be very
useful to educate the user about their tax obligations as well as let them know about the digital social
responsibilities. This would also be very helpful in the administration of tax practices at very advance level.
The successful applications of the digital presence registration make every user as tax agent which would
ultimately helpful for tax authorities

Digital Tax Collection Mechanism

The most challenging thing for tax authorities is the collection of new taxes and enforcement of tax law.
The FBR must have to develop such system through which the tax collection of digital activities is taking
place effectively. The web-based entities would assist FBR authorities and the SITS in the enforcement of
tax laws. There is need of development of facilitation center for clients for smooth operations within the
territory. There is need of restriction of access of noncompliant users to regional or local internet networks
and prevent them further to do any online business, until pending tax liabilities are paid, which would apply
to both global tax and national tax liabilities (B.K, Yudah, 2017).
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Conclusions and Recommendations
Conclusion

The technology has revolutionized everything and developed every sector of life in unexpected manners.
The ICT sector has globally affected the businesses regardless of the boundaries of the states. The new era
of digitalization brings transparency and centralized system because of technological developments. Due to
this development the corporate businesses developments have come up with the “Significant Digital
Presence” in ICT sector particularly. This ICT sector is essential because it has connected the local
businesses with Global market with minimum price or even priceless. So, this development has even
affected the traditional corporate and business practices to reach customers.

The ICT sector is based in the digital transactions taking place in cyber space, the corporate sector is
basically running this model. The legal aspect is more challenging as the ICT based entities are operating in
the States without having their physical Offices in that state. The corporations have direct interaction with
the individuals in cyberspace. The use of digital data is the main source of this cross jurisdictional
interactions. These virtual interactions in the virtual world discover the preference of individual. These
individual preferences set the best business practices and let the manufacturer and service provider to
develop such products that attract consumer attention. The input data generated by the users of the internet
(Facebook users, Google, Whatsappetc) is used for targeted advertisement, business promotions locally as
well as globally and also helpful to study markets statistics. The major task of the ICT sector is the
designing of the algorithms and formulas that run on different operating systems and software. The web-
based entities design the data collection system for internet users and collect their data. It is worth
mentioning here that 58% of global population is user of internet now.

The complexities and jurisdiction problem come on the front when it comes towards the revenue generation
system of ICT sector companies. There comes also the issue of jurisdiction and Permanent Establishment.
In this regard the EU have concluded to amend the definition of corporate law and also introducing the
concept of Significant Digital Presence (SDP). It means that the company having number of users of one
million in particular country, they will be bound by statutory provisions to pay tax in that jurisdiction.

The Pakistan as a state signed the convention in 2017 and also became the member of the Inclusive Frame
work (Minimum standards) of OECD -BEPS Project. Then in December, 2020 Pakistan signed the
Multilateral Instrument (MLI) included in the BEPS -Project as Action 15 and this action is to amend all
Double Taxation Treaties (DTT) in the state which is ratifying it.

That other Actions in the BEPS -Project and the acts like Digital Service Tax (DST) and the formula of tax
as the minimum tax (total revenue globally /Total number of users * users in the country) is the agreed
formula to charge tax from the companies like Google, Facebook etc. But unfortunately no development in
this context has been made in Pakistani prospective and we are losing states revenue in billions of dollars as
the internet user is Pakistan is seventy million.

Recommendations

It is indispensable for Pakistan to make complete legislation about digital taxation keeping in view the
BEPS-Project. The comprehensive legal tax provision for web-based entities is need of the time in order to
prevent the heavy leakage of revenue from the Pakistan. Many other states in the world already did it. The
developed countries like UK, USA, France, Russia etc. have started charging the minimum tax from these
technology companies from day first and passed their self-legislated acts, like the UK did Digital Service
Tax (DST). UK also took back date taxes of 10 years’ form Google after Passing Google tax Act, 2015, and
recovered the estimated revenue being a tax for previous years and since then managing to collect taxes
form such big companies.
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Further Recommendations:

e There is need of absolute restructuring of domestic tax regime as per international digital tax
standards.

e There is need of legal and technological expertise in the modern era of digitalization and Internet
jurisdiction.

e The tax revenue authority need to design such awareness program in which the tax payer gets aware
about digital taxation and their national obligations.

e The digital taxation is specialized field and it required information technology experts, so the tax
authorities required to develop the team of these IT experts.

e There is need of development of technology hub and data center. These data center will monitor the
data identification which generates value creation.

e The government authorities make it compulsory to register all companies, individual and user who
are using digital platform for any business purpose.

e The most important recommendation is digitalizing of the tax collection mechanism.

Future Research Scope:

The digital taxation is a navel concept in the area of tax law. It has a wider scope of research, because it is
the need of the time to restructure the whole system of taxation. In this regards the following areas need to
be further exploration;

IRIS system linkage with digital companies.

Federal and provincial taxation consolidation.

Collaboration of tax bodies with international institutions.

Linkage of local tax law with international law

How to synchronize the services of Lawyer, Accountant and IT Expert.
o Digitalization of tax collection mechanism.
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