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Foreword

This VAT Digital Toolkit for Latin America and the Caribbean (LAC) provides detailed guidance to assist
LAC tax authorities in the design and implementation of robust policies for the application of Value Added
Taxes (VAT) to digital trade. This Toolkit covers the core components of a comprehensive VAT strategy
directed at the main types of digital trade and e-commerce, particularly online sales of services, intangibles
and goods to private consumers by foreign businesses and digital platforms that often have no physical
presence in their consumers’ respective jurisdictions. It provides policy advice to support tax authorities’
decision-making and detailed practical guidance and manuals for the legislative design, the administrative
implementation and operation, and the enforcement, of VAT digital policies in light of jurisdictions’ specific
needs and circumstances.

This Toolkit builds on the internationally agreed standards and guidance delivered by the Organisation for
Economic Co-operation and Development (OECD), resulting from intense inclusive global policy dialogue
with OECD member countries and non-member economies worldwide, and with international organisations
and other relevant stakeholders, including the global business community and academia. It incorporates
the experience and best practices from tax authorities in jurisdictions that have already successfully
implemented these standards. This Toolkit has been developed through an inclusive and collaborative
process with the active involvement of LAC tax authorities and regional organisations, to ensure that it
takes due account of the specific circumstances, needs and capacities of tax authorities in the LAC region
and to ensure that the identified solutions are properly tailored and capable of being implemented.

The development of this VAT Digital Toolkit for the LAC region was led by the OECD in close co-operation
with the World Bank Group (WBG). This co-operation is part of a comprehensive partnership between both
organisations in the area of VAT, which also includes the development of VAT Digital Toolkits for the Asia-
Pacific region and for Africa. The OECD and WBG have a long history of working together in delivering
capacity building programmes in the area of taxation and decided to expand this partnership to VAT design
and administration, in particular to assist developing countries in addressing the VAT challenges of the
digital economy. The Inter-American Center of Tax Administrations (CIAT) and the Inter-American
Development Bank (IDB) have contributed considerably as key regional partners in the development of
this VAT Digital Toolkit for the LAC region. The partnerships with CIAT and IDB have been crucial in
ensuring the active involvement of tax authorities in the LAC region in the development of this work and in
ensuring that proper account is taken of the specific regional needs and circumstances.

The purpose of this Toolkit is to provide practical guidance for addressing the VAT challenges of digital
trade that can quickly and effectively be implemented at national level by tax authorities within the LAC
region. It is not prescriptive, but rather provides advice and guidance on the possible approaches, based
on the internationally agreed standards and best practice approaches. The opinions expressed and
arguments employed in this Toolkit do not necessarily reflect the official views of the OECD member
countries. The Toolkit will be updated as appropriate to reflect the continuously changing digital trade
landscape and the evolution of available VAT policy and administration tools and strategies.

This Toolkit is aimed at assisting tax authorities and at supporting capacity building on VAT design and
administration, supplementing other initiatives in this field. It is not an end in itself. The OECD, WBG, CIAT
and IDB secretariats are available to complement the guidance presented in this Toolkit with tailored
assistance to interested jurisdictions.
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Executive Summary

Value added tax (VAT) is the largest source of tax revenue on average in Latin America and the
Caribbean (LAC), at 27.7% of total tax revenues in 2019. Revenue from VAT as a percentage of GDP
more than doubled for LAC countries on average between 1990 and 2019, from 2.2% of GDP in 1990 to
6.0% in 2019.

Safeguarding these crucially important VAT revenues in an economy that is being transformed by
digitalisation and globalisation is a priority for many governments in the LAC region. Most
jurisdictions that employ a VAT in other regions around the world confront similar challenges. The need for
reform, however, may be more urgent in the LAC region, as it is one of the fastest growing e-commerce
regions in the world and VAT reform in response to this new economic reality has remained relatively
limited.

The main VAT challenges related to e-commerce are:

e The strong growth in online sales of services and digital products (applications and “in-app”
purchases, streaming of music and on-demand television, gaming, ride-hailing, accommodation
rental, etc.), particularly to private consumers, on which no or an inappropriately low amount of
VAT is levied in the absence of effective provisions to impose VAT on such supplies under
traditional VAT rules; and

e The strong growth in the volume of imports of low-value goods from online sales, on which VAT is
not collected effectively under traditional customs procedures and which therefore often enter
jurisdictions untaxed. This causes rapidly growing VAT revenue losses and unfair competitive
pressure on domestic businesses that cannot compete against the continuously rising volumes of
VAT-free online retail sales.

The LAC region is one of the fastest-growing regions for e-commerce worldwide. The outbreak of
the COVID-19 pandemic has been a key driver in a stronger than expected e-commerce growth in the LAC
region. Millions of people opened a bank account, or an online alternative, for the first time in their lives to
receive government emergency aid. At the same time, mobile phone ownership and mobile Internet access
continued to increase with growing possibilities to shop and to pay online via mobile devices, while
consumers in the LAC region have been encouraged to shop online in light of COVID-19 “stay-at-home”
restrictions. As a result, it has been estimated that e-commerce will reach 63% penetration of the total
population in Latin America in 2022, compared to the 45% penetration at the beginning of 2020, attracting
84 million new consumers. Online trade in goods and in digital products and services are estimated to
have grown in the LAC region at the respective rates of 21% and 20%-t0-30% year-on-year in 2020. At
the same time, however, VAT receipts declined considerably in 2020, particularly during the first half of the
year. Although they improved throughout the second half of the year, VAT receipts for the year declined
sharply on average compared to 2019.

The need for action to ensure that VAT is collected efficiently and effectively on the fast- growing
volumes of e-commerce sales is high. Action is required not only to generate the revenues necessary
to finance sustainable development and to strengthen the redistributive power of tax policy in the LAC
region post-crisis, but also to avoid competitive distortion between online sellers and local “bricks-and-
mortar” stores.
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Governments worldwide have recognised that the VAT challenges of the digital economy require
a globally coordinated response. Only such a response will maximise compliance levels at minimal cost,
support effective international co-operation in tax administration and enforcement and minimise risks of
trade distortion.

In response, the OECD has delivered a comprehensive internationally agreed policy framework for
addressing the VAT challenges of the digital economy, reflecting broad consensus on effective
and efficient solutions among tax authorities worldwide. It results from an intense and inclusive policy
dialogue among tax authorities from OECD member countries and non-member economies and key
international and regional organisations over the course of several years. The core standards and
principles are included in the International VAT/GST Guidelines and in the 2015 Final Report on BEPS
Action 1 “Addressing the Tax Challenges of the Digital Economy”. These standards have been
complemented with detailed technical guidance on: the design and implementation of mechanisms for the
collection of VAT from non-resident online vendors; the VAT treatment of online marketplaces and other
digital platforms; the collection of VAT on imports of low-value goods from online sales; and the VAT
treatment of the sharing and gig economy. These OECD standards and recommendations have already
been implemented in over 70 countries worldwide, including in the Bahamas, Barbados, Chile, Colombia,
Costa Rica and Mexico. Results are very positive in terms of VAT revenue collection, compliance levels
and reduction of competitive distortions between traditional “bricks-and-mortar” stores and online vendors.

The OECD policy framework for addressing the VAT challenges of digital trade is based on four
main pillars:

i.  Creating the legal basis for jurisdictions to assert the right to impose VAT on international digital
trade. This includes internationally agreed standards for determining the “place of taxation” for
online sales of services and digital products by reference to the location of the customer.

ii. Ensuring the efficient collection of VAT on online sales of goods, services and digital products from
foreign vendors through simplified VAT registration and collection mechanisms.

iii. Boosting the efficiency of VAT collection by requiring digital platform operators, which dominate
global digital trade, to collect and remit the VAT on sales carried out through their platforms.

iv. Enhancing VAT compliance by foreign online vendors through a modern risk-based compliance
strategy and robust administrative co-operation.

This Toolkit provides comprehensive and detailed guidance for the policy design, implementation
and operation of a comprehensive VAT strategy targeted at digital trade in the LAC region. It is
based on the internationally agreed OECD policy framework and draws on expertise and best practices
from jurisdictions that have already successfully implemented these standards:

e Section 3 of the Toolkit provides detailed analysis of the various components of the recommended
policy framework for the application of VAT to digital trade and of the available options for
implementing these recommendations into a jurisdiction’s VAT system in the LAC context. It
focuses respectively on internationally traded services and intangibles (including digital services
and products); on imports of low-value goods from online sales; and on the sharing and gig
economy.

e Section 4 of the Toolkit presents detailed guidance on the key issues associated with the
administrative and operational implementation of the OECD policy framework for the collection of
VAT on international digital trade. This includes the implementation of a simplified compliance
regime for foreign online suppliers, the development of an online portal for registration and payment
of the VAT and their integration into a tax administration’s existing administrative and IT framework.

e Section 5 of the Toolkit advises policymakers and administrators on the development of audit and
risk management strategies to strengthen compliance with measures for the application of VAT to
digital trade.
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The core recommendations of the policy framework for the application of VAT to digital trade
presented in Section 3 of this Toolkit include in particular:

To introduce VAT rules that determine the place of taxation for supplies of services and intangibles
to private consumers by reference to the jurisdiction of the consumer’s usual residence. This allows
a jurisdiction to impose VAT on these supplies, including sales of digital services and digital
products, to private consumers in its territory irrespective of whether or not the supplier is located
in that jurisdiction.

To identify clear criteria and indicia for determining and evidencing a consumer’s usual residence,
by reference to data that are normally available to online suppliers in the normal course of their
business (including bank card and/or other payment data, billing address, and IP address).

To introduce a requirement, for non-resident suppliers of services and intangibles to private
consumers, to register and account for the VAT on these supplies in the taxing jurisdiction.

To enhance and facilitate compliance for these non-resident suppliers by introducing a simplified
registration and collection regime that limits obligations to what is strictly necessary for the effective
collection of the VAT, supported by online processes.

To implement a requirement for digital platform operators to collect and remit the VAT on the sales
made through their platform by non-resident suppliers. This can be complemented with reporting
requirements, including in respect of sharing and gig economy activities, thus creating considerable
opportunities for greater visibility of activity in the informal economy.

To extend this regime to low-value imported goods, requiring non-resident suppliers and/or digital
platforms to collect the VAT on these goods when they are sold to private consumers and to remit
VAT to the tax authorities in the jurisdiction to which they are imported. This significantly enhances
the efficiency of VAT collection by relieving customs authorities of the task of collecting tax at the
border and by considerably reducing opportunities for fraud from undervaluation of imports.

To consider implementing a withholding obligation for financial intermediaries specifically on
payments to non-compliant, non-resident suppliers, as a backstop solution and disincentive to non-
compliance. This is particularly relevant for LAC jurisdictions, given the widespread use of such
VAT withholding regimes.

To strive for international consistency in designing and administering the above measures to
impose and collect VAT on international digital trade. Greater consistency will facilitate compliance
for foreign businesses and digital platforms with multi-jurisdictional obligations by greatly reducing
the financial costs and administrative burdens of compliance, thus ultimately safeguarding and
enhancing revenues for governments.

The recommendations in Section 4 of this Toolkit, for the design and implementation of the
administrative and IT infrastructure to support the VAT policy framework targeted at digital trade,
include the following:

To sequence the implementation of the reform, focusing first on the collection of VAT on services
and intangibles from non-resident online suppliers (including digital services and digital products)
and subsequently extending these obligations to VAT on low-value imported goods. VAT reform
for imports of goods from online sales is more complex, particularly due to the connection with
customs processes.

To adopt a project-based approach for the development of the operational and IT infrastructure
that is necessary to support the implementation of the reform, with an appropriate governance
structure to ensure effective project management and project delivery. Section 4 includes a detailed
roadmap for project design and implementation.

To implement an online portal through which non-resident suppliers carry out their key VAT
compliance obligations, particularly registration, returns filing and payment of the VAT due. Section
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4 provides detailed technical guidance on the design and operation of each of the components of
such an online portal, including integration into tax administrations’ existing IT infrastructure. It also
includes a detailed discussion of the interaction with customs processes, including the approach
to ascertaining the “VAT paid” status of low-value goods from online sales at the time of importation.

To limit the operation of this regime to the collection of VAT, without the availability of input VAT
recovery for non-resident suppliers under the simplified compliance regime (“pay-only” regime).

To consider utilising the open-source software for the implementation of a simplified compliance
regime for non-resident suppliers in line with OECD guidance, which the Inter-American Center of
Tax Administrations (CIAT) has developed.

To consult with the international business community from the outset and throughout a jurisdiction’s
reforms to implement the recommended policy framework for the application of VAT to digital trade.

To provide appropriate lead-time for implementation to tax administrations and non-resident online
suppliers. A lead-time of 6-12 months between adoption of the reform and entry into force is
considered appropriate for VAT reform directed at online sales of services and intangibles. A lead-
time of 12-18 months is generally considered appropriate for VAT reform targeted at low-value
imported goods. Close alignment with the recommended OECD framework can considerably
shorten these lead-times, as online businesses and tax administrations can leverage solutions and
technology already implemented in jurisdictions that have adopted a similar approach.

Section 5 of the Toolkit provides in-depth analysis of the main components of a comprehensive
risk management strategy to support the effective collection of VAT on digital trade along with
recommendations for its implementation. These recommendations include the following:

To maximise compliance levels by providing clear instructions to non-resident suppliers on their
VAT obligations in the taxing jurisdiction and by communicating them in English and in the
language(s) of the jurisdiction’s main trading partners in addition to the jurisdiction’s local
language(s). Online trade is dominated by a relatively limited number of large online vendors and
digital platforms that have been found to be largely compliant with obligations under VAT regimes
for non-resident suppliers based on OECD guidance. Close alignment with OECD guidance
facilitates compliance for online vendors that typically face obligations in multiple jurisdictions, and
thus maximises compliance levels and VAT revenues.

To provide clear guidance in particular on the scope of the VAT regime for non-resident suppliers
(including types of services and intangibles in scope; low-value imported goods; business-to-
business and/or business-to-consumer specifics); on the determination of the customer’s status
where this is relevant for the operation of the regime; on indicia and criteria for determining and
evidencing the customer’s location; and on applicable VAT rate(s) and exemptions.

To make extensive use of third-party data for identifying the taxpayer population and detecting non-
registration, to monitor compliance and to support a risk-based compliance management strategy.
This includes data from banks and financial intermediaries; from stakeholders in the goods trade
(including postal operators and express couriers); and from the use of “e-discovery solutions” and
“Internet scraping” tools (web harvesting and web data extraction).

To enhance tax administrations’ enforcement capacity in respect of VAT compliance by non-
resident suppliers by making effective use of the available opportunities for international
administrative co-operation. In particular, the Multilateral Convention on Mutual Administrative
Assistance in Tax Matters is the most comprehensive multilateral instrument available for all forms
of administrative co-operation between jurisdictions in the assessment and collection of taxes,
including VAT. This co-operation encompasses exchange of information, including automatic
information exchanges, and assistance in the recovery of foreign tax claims.
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1 Background

Section 1 of the VAT Digital Toolkit for Latin America and the Caribbean
provides an overview of the challenges created by the digital economy for
the imposition and collection of VAT on international trade in services,
intangibles, and low-value goods, and it summarises the OECD’s existing
guidance addressed to these questions.
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The Toolkit will utilise short-form names for the main OECD publications that provide standards and
guidance for the collection of VAT on international trade. This is primarily to aid brevity of expression
when referring to these publications throughout the text. Therefore, reference to:

e “The Guidelines” means the OECD’s International VAT/GST Guidelines (OECD, 20171).

e “The Collection Mechanisms Report” means the report on Mechanisms for the Effective
Collection of VAT/GST Where the Supplier Is Not Located in the Jurisdiction of Taxation
(OECD, 20172).

e “The Platforms Report” means the report on The Role of Digital Platforms in the Collection
of VAT/GST on Online Sales (OECD, 20193)).

e “BEPS Action 1 Report” means OECD/G20 Base Erosion and Profit Shifting Project:
Addressing the Tax Challenges of the Digital Economy, Action 1 - 2015 Final Report (OECD,
2015p4)).

e “BEPS Interim Report” means OECD/G20 Base Erosion and Profit Shifting Project: Tax
Challenges Arising from Digitalisation — Interim Report 2018 (OECD, 20185)).

e “The Sharing/Gig Economy Report” means the report on The Impact of the Growth of the
Sharing and Gig Economy on VAT/GST Policy and Administration (OECD, 2021).

1.1. Introduction: the VAT challenges of digital trade

The international tax challenges of the digital economy are widely recognised. Indeed, these challenges
dominate the contemporary global dialogue over sound tax policy and its implementation. The growth of
the digital economy, which increasingly informs (if it does not define) the broader economy, raises
fundamental questions for both direct and indirect tax design and administration. The common theme
underlying many of these questions is the ability to conduct economic activity within a jurisdiction without
conducting physical activity or having a physical establishment in that jurisdiction.

The international tax challenges of the digital economy comprise questions regarding both the assignment
of taxing rights to a jurisdiction and the effective enforcement of those taxing rights in the jurisdiction to
which such rights have been assigned. In the indirect tax context, to which this Toolkit is addressed, the
principal questions have involved the appropriate design of Value Added Tax (“VAT”) regimes to facilitate
the enforcement of taxing rights associated with the widely accepted destination principle for assignment
of such rights. The discussion of these questions typically focuses on the enforcement of taxing rights with
respect to non-resident suppliers. At the same time, however, level playing field issues vis-a-vis domestic
suppliers and deterring their flight to avoid tax may be of equal importance to the enforcement issues
associated with non-resident suppliers.

VAT is the largest source of tax revenue on average in Latin America and the Caribbean (LAC), at 27.7%
of total tax revenues in 2019. Revenue from VAT as a percentage of GDP more than doubled for LAC
countries on average between 1990 and 2019, from 2.2% of GDP in 1990 to 6.0% in 2019. South America
had the highest share of VAT revenue within the LAC region at 30.5% on average in 2019, compared with
27.9% in the Caribbean and 24.8% in Central America and Mexico (OECD et al., 20217).

Safeguarding these crucially important VAT revenues in an economy that is rapidly being transformed by
digitalisation and globalisation, is a priority for many governments in the LAC region. This is not different
from most jurisdictions that operate a VAT in other regions around the world. The need for reform may,
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however, be more urgent in the LAC region, as it is one of the fastest growing e-commerce regions in the
world and VAT reform in response to this new economic reality has remained relatively limited.

Although the responses to the questions that the digital economy poses for VAT regimes with regard to
international trade should generally be guided by fundamental principles underlying these regimes,
discrete issues concerning implementation of these principles arise in different contexts. These contextual
differences include such factors as whether the issue concerns international trade in services and
intangibles as distinguished from international trade in goods; whether the issue concerns business-to-
consumer (B2C) or business-to-business (B2B) supplies; and whether the issue arises in connection with
supplies facilitated by digital platforms.

The balance of this section elaborates upon the issues identified in the preceding paragraphs and presents
an overview of the guidance that the OECD has provided in recent years to address these concerns.

1.2. The growth of global digital trade

Economic activity across the globe is increasingly being conducted through and transformed by digital
technology. The digitalisation of the economy has significantly influenced the way that businesses interact
with one another and with individuals in both domestic and international trade. It also creates new business
models. The various aspects of these developments are well known and well documented, and for present
purposes, we simply highlight some of their key features and implications.

The evolution of information and communications technology (ICT) lies at the heart of the digital economy.
It is now easier for businesses to communicate with suppliers, customers, and employees using Internet-
based tools, and developments in ICT are also leading to the emergence of new and transformed business
models. Ubiquitous (and often increasingly inexpensive) digital devices, connectivity and “smart”
technology are bringing significant changes that are profoundly affecting relationships and markets. ICT
has become part of the foundational infrastructure for business and society, evidenced in a heavy reliance
on efficient and widely accessible online communication networks and services, data, software, and
hardware.

Businesses throughout the world are increasingly using the Internet to provide and acquire goods,
services, and intangibles and for consumers correspondingly to purchase goods, services, and intangibles
through online channels. Indeed, in 2019, 93% of businesses in OECD countries utilised a broadband
Internet connection and 70% to 95% of adults had Internet access. These are percentages that in 2021
are no doubt even closer to 100% (OECD, 2020js;). Among the ICT developments that have contributed to
the growth of the digital economy are the increasingly universal use of personal computing devices in many
societies, along with the advent of innovative integrated packages of hardware and software, such as
smartphones, tablets, and connected televisions. These developments have been facilitated by the parallel
innovation in telecommunications networks, software applications, uses of data, and the availability of
cloud-based services. The rapid evolution of the digital economy has increased the scope, scale, and
speed of domestic and international trade, resulting in the substantial growth in the connection of
businesses and consumers globally.

1.3. Major opportunities for non-resident businesses to make supplies in
jurisdictions worldwide without being physically present there

As suggested above, perhaps the single most significant feature of the growth of the global digital economy
for VAT design is that it provides an opportunity for foreign businesses to engage in economic activity in a

VAT DIGITAL TOOLKIT FOR LATIN AMERICA AND THE CARIBBEAN © OECD/WBG/CIAT/IDB 2021



| 21

jurisdiction without engaging in physical activity in that jurisdiction. This feature of the digital economy is
virtually definitional. If the digital economy is defined by the ability of businesses to provide value to their
customers through ICT, there may be no necessity for the supplier to have a physical presence in the
jurisdiction of the customer. Moreover, in addition to wholly digital transactions involving services or
intangibles, the increase in online purchases of low-value goods by private consumers from non-resident
suppliers with no physical presence in consumers’ jurisdictions creates challenges analogous to those
involving digitally provided services and intangibles.

In addressing the VAT challenges raised by the possibility for businesses to supply online to customers in
a jurisdiction without being physically present there, guidance has distinguished between business-to-
consumer (B2C) supplies of services and intangibles (subsection 1.4); B2C supplies of goods
(subsection1.5); and business-to-business (B2B) supplies (subsection 1.6).

1.4. Challenges for the application of VAT to B2C supplies of services and
intangibles made by non-resident suppliers

International trade in B2C supplies of services and intangibles potentially gives rise to all of the key
challenges that the digital economy creates for VAT design and administration, and it creates additional
challenges of its own. First, although jurisdictions embrace the widely accepted destination principle that
allocates taxing rights to the jurisdiction of consumption for VAT purposes, determining the jurisdiction of
consumption can raise complex issues and is less straightforward than with respect to international trade
in goods, where the destination usually can be identified on the basis of physical flows of tangible products.
Second, there is the challenge of collecting the VAT on supplies made by non-resident suppliers to private
consumers in a jurisdiction. Tax administrations cannot realistically look to the private consumer to remit
VAT on its purchases from non-resident suppliers, even though the private consumer is located in the
jurisdiction of taxation. By contrast, tax administrations can generally rely on customer collection and
remittance in the B2B context, where the purchaser is a business. Third, because the transaction involves
services and intangibles rather than goods, physical border controls are not available as an alternative
means for enforcing VAT collection, as they do, at least in some circumstances, with respect to imported
goods.

Determining the jurisdiction that has the right to impose VAT on internationally traded B2C supplies of
services and intangibles can create practical questions. The generally accepted principle is that the
jurisdiction of consumption has the right to impose VAT on internationally traded services and intangibles.
This raises the question where a consumer can be presumed to consume a service or intangibles
purchased from a non-resident supplier. Before the advent of the global digital economy, the VAT place of
taxation for B2C supplies of services was often determined, explicitly or implicitly, by reference to the place
where these services were performed and/or the place where the supplier was located. This was
appropriate as B2C services were indeed generally consumed where they were performed before
technology made the remote delivery of services to private consumers possible via broadcasting,
telecommunications, and an ever-growing range of electronic and Internet-based services. Place-of-
taxation rules for supplies of services and intangibles that exclusively utilise place of performance and/or
supplier location are however ill-suited to a world in which, for example, the service warranty on an
individual's personal computer may be fulfilled by a technician who takes digital control of the laptop and
resolves the problem through keystrokes performed in another country. Consequently, rules allocating
taxing rights associated with international B2C supplies of services and intangibles may need to be adapted
to reflect the place of consumption in the digital economy. Such rules should also be designed to assure
consistency in related contexts and to facilitate compliance.

Because tax administrations face challenges to enforce VAT collection obligations upon non-resident
suppliers or local consumers under existing VAT frameworks, and border controls do not provide an

VAT DIGITAL TOOLKIT FOR LATIN AMERICA AND THE CARIBBEAN © OECD/WBG/CIAT/IDB 2021



22 |

alternative means for enforcing collection of international trade in services and intangibles, tax
administrations must consider other approaches for effective collection. In recognition of this need, a
considerable amount of attention has been devoted to this question, resulting in guidance for the effective
collection of VAT in this context. This concrete guidance includes the design of mechanisms for the
collection of VAT from non-resident suppliers as well as guidance directed specifically at digital platforms,
which are playing an increasingly important role in international B2C sales (see subsection 1.8).

1.5. Challenges for the collection of VAT on imports of low-value goods
purchased online by private consumers from non-resident suppliers

In theory, the key VAT challenges that the digital economy creates for international trade in B2C supplies
of services and intangibles should not arise in connection with the international trade in B2C supplies of
goods. However, VAT collection on goods purchased by private consumers from non-resident suppliers
poses a number of similar challenges to the collection of VAT on online purchase of services or intangibles
by private consumers from non-resident suppliers. First, in both cases, the supplier is often not located in
— and therefore is not subject to effective tax enforcement obligations in — the consumer’s jurisdiction.
Second, in both cases the tax administration cannot realistically look to the private consumer to comply
with the jurisdiction’s VAT remittance obligations. On the other hand, there are significant differences. First,
in contrast to international trade in services and intangibles, physical border controls are in principle
available as an alternative means for enforcing collection obligations with regard to inbound supplies of
goods. The goods may be stopped at the border and assessed for VAT along with customs duties and
other taxes. Second, in contrast to the difficulties that may be encountered in determining the place of
consumption under the destination principle with respect to the B2C supplies of services and intangibles,
there should be no such difficulty in connection with the supply of goods, because the physical destination
of the goods clearly identifies that jurisdiction.

Jurisdictions nevertheless confront significant practical challenges in effectively collecting VAT under their
traditional collection models with respect to international B2C supplies of low-value goods. These
challenges are attributable not only to the enormous growth in domestic consumers’ online purchases of
low-value goods from non-resident suppliers, which results in equally enormous quantities of small parcels
crossing borders on a daily basis creating considerable pressure for VAT collection by customs authorities
under normal customs processes. They are also attributable to the long-standing laws and practices in
many countries that for practical reasons relieve imports of low-value goods from VAT. These low-value
consignment relief regimes not only require a sufficient level of monitoring to ensure that they are not
abused but also lead to increasingly important revenue losses and competitive distortions between taxed
domestic supplies and VAT-free imports from online sales.

1.6. VAT challenges in international B2B trade

The challenges of the digital economy for VAT as applied to international B2B supplies sometimes receive
less attention than those associated with international B2C digital trade. The explanation may lie in part in
the availability of a solution in the B2B context to address the fundamental problem that jurisdictions
confront in the B2C context in ensuring the effective collection of the VAT on sales by non-resident
suppliers. The solution to this problem in the B2B context is the so-called “reverse charge” (or self-
assessment) mechanism, which shifts the liability to pay the VAT from the supplier to the business
customer. While this solution is not effective in the B2C context (see subsection 1.4), in the B2B context
resident businesses generally can be expected to comply with tax reporting and collection obligations.
Accordingly, when the reverse-charge mechanism is consistent with the overall design of the national tax
system, it offers an effective approach to enforcement of VAT on international B2B supplies and relieves
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non-resident suppliers of the requirement to be identified for VAT or to account for tax in the jurisdictions
to which they sell to business customers. Even if the customer in an international B2B supply is the person
primarily liable for VAT, jurisdictions may consider imposing joint and several liability on the supplier and
the customer, an option that may also be considered in the B2C context.

1.7. OECD guidance and recommendations on the VAT challenges of the digital
economy: outline of prior OECD work

The OECD has been engaged in addressing the VAT challenges of the digital economy for more than two
decades. The first tangible output of the OECD’s work in this area originated in the 1998 Ottawa
Conference on electronic commerce with the endorsement of the Ottawa Taxation Framework Conditions,
which set out broad policy principles for the application of VAT to electronic commerce. In this connection,
the OECD’s Committee on Fiscal Affairs (“CFA”) embraced in its post-Ottawa agenda specific goals with
respect to consumption taxes, including agreement on international standards for the consistent
determination of the place of taxation for VAT purposes and the development of options for ensuring the
effective administration and collection of VAT as electronic commerce continued to evolve.

In the years following the Ottawa Conference, the CFA, working through its subsidiary bodies, notably
Working Party No. 9 on Consumption Taxes (WP9), in close consultation with the business community
through the Technical Advisory Group to WP9 (TAG), has developed a substantial body of guidance
directed at the VAT challenges of the digital economy. In addition, in connection with the OECD’s 2013
Action Plan on Base Erosion and Profit Shifting (BEPS), the OECD/G20 inclusive framework on BEPS has
produced substantial guidance in recent years with respect to Action 1, “Addressing the Tax Challenges
of the Digital Economy”. This includes the question of “how to ensure the effective collection of VAT/GST
with respect to the cross-border supply of digital goods and services”.

The balance of Section 1 very briefly summarises the standards and guidance reflected in the principal
OECD publications addressed in whole or in part to the VAT challenges of the digital economy. Section 3
explores this guidance through more comprehensive summaries and analysis. These publications are:

e OECD (2015), Addressing the Tax Challenges of the Digital Economy, Action 1 — 2015 Final
Report, OECD/G20 Base Erosion and Profit Shifting Project (“The BEPS Action 1 Report”) (OECD,
2015(4)).

e OECD (2017), International VAT/GST Guidelines (“The Guidelines”) (OECD, 2017p1)).

o OECD (2017), Mechanisms for the Effective Collection of VAT/GST Where the Supplier Is
Not Located in the Jurisdiction of Taxation (“The Collection Mechanisms Report”) (OECD,
201712)).

e OECD (2018), OECD/G20 Base Erosion and Profit Shifting Project: Tax Challenges Arising
from Digitalisation — Interim Report 2018: Inclusive Framework on BEPS (“The BEPS Interim
Report”) (OECD, 20185)).

o OECD (2019), The Role of Digital Platforms in the Collection of VAT/GST on Online Sales
(“The Platforms Report”) (OECD, 20193)).

e OECD (2020), The Impact of the Growth of the Sharing and Gig Economy on VAT/GST Policy
and Administration (“The Sharing/Gig Economy Report”) (OECD, 2021).

In considering the ensuing summaries both here in Section 1 and in Section 3, one should keep in mind
that the publications do not constitute airtight and mutually exclusive examinations of the issues they
address. To the contrary, there is a considerable amount of overlap, much of it explicit, in the cited
publications in their analysis of, and recommendations, regarding these issues. This is attributable not only
to the fact that the publications are addressing common or related issues, but also to the evolution in the
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thinking with regard to the specific issues addressed. Indeed, in many respects, all of the publications may
be viewed holistically as addressing a common “moving target,” although often with a focus on a particular
issue (e.g. services and intangibles, low-value goods, simplified tax compliance mechanisms, digital
platforms, etc.). The ensuing summary attempts to avoid unnecessary repetition by omitting descriptions
of issues that are addressed in the publication under consideration but that have already been described
or that will be described in connection with the discussion of another publication that considers the same
issues.

1.8. Recapping the fundamental recommendations of OECD guidance

1.8.1. The Guidelines

The Guidelines provide specific recommendations for legislation to ensure the consistent determination of
the place of taxation of internationally traded services and intangibles and to effectuate the effective
collection of VAT on these supplies. The Toolkit summarises the key features of the Guidelines in greater
detail at subsection 3A.2 and Annex A. The recommendations are designed to implement the destination
principle by assigning taxing rights to the jurisdiction of consumption and to reflect principles of VAT
neutrality. For B2C supplies, the Guidelines recommend a place-of-performance rule for determining the
place of taxation for “on the spot” supplies and a rule based on the customer’s usual residence as the
place of taxation for other B2C supplies of services and intangibles. For B2B supplies, the Guidelines
recommend a customer location rule for determining the place of taxation, and they provide detailed
guidance on application of this rule in circumstances in which the customer has establishments in more
than one jurisdiction. The Guidelines also provide a specific rule for international supplies of services and
intangibles directly connected with immovable property, namely, the jurisdiction in which the property is
located.

In addition, the Guidelines provide guidance with respect to the collection of VAT in the international B2C
context (explicated in more detail in the Collection Mechanisms Report described below) and in the
international B2B context, where the “reverse charge” or self-assessment mechanism is recommended
when it is consistent with the design of the national consumption tax system. The Guidelines offer additional
guidance on the adoption of mechanisms to support the Guidelines in practice, including utilisation of
existing mechanisms for mutual co-operation and assistance, and information exchange, between
jurisdictions.

1.8.2. The Collection Mechanisms Report

The Collection Mechanisms Report provides guidance for jurisdictions in addressing the effective collection
of VAT on supplies of services and intangibles when the supplier is not located in the jurisdiction of taxation,
i.e. foreign suppliers upon whom the jurisdiction of taxation may have limited authority to enforce a
collection obligation. The Toolkit summarises the key features of the Collection Mechanisms Report in
greater detail at subsection 3A.3. While the Guidelines generally recommend the “reverse charge”
mechanism, which imposes the VAT collection and remittance obligation upon the customer in the B2B
context, it is recognised that this is not usually a viable option in the B2C context. Accordingly, in accord
with the Guidelines and related OECD guidance, the Collection Mechanisms Report generally
recommends the implementation of a requirement for non-resident suppliers to register in the taxing
jurisdiction and remit the VAT on supplies of services and intangibles to consumers there. It recommends
the adoption of a simplified registration and collection regime (“simplified compliance” regime in short) to
facilitate compliance with VAT obligations for non-resident suppliers in the B2C context.

While acknowledging that there is no one-size-fits-all approach to simplified compliance regimes for
collecting VAT from non-resident suppliers, the Collection Mechanisms Report reiterates and elaborates
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upon the guidance in the Guidelines, providing a detailed examination of the policy considerations
informing the design of such a simplified compliance regime and a description of the main features of such
a regime. The policy considerations include the scope of the simplified compliance regime (broad or
targeted) as well as questions bearing on all registration-based collection regimes (such as thresholds and
the role of third-party service providers). The Guidelines and Collection Mechanisms Report identify (and
explore in detail) the following features of a simplified compliance regime: registration procedures; input
tax recovery procedures; return procedures; payments; record-keeping; communications strategy;
regularisation of suppliers; and adequate lead-time. A key objective of a simplified compliance regime is
to encourage compliance by reducing the level of administrative burden for businesses associated with
these different features as compared to the corresponding burden of full registration under a traditional
VAT regime.

1.8.3. The Platforms Report

The Platforms Report provides guidance for the implementation of robust measures to enlist digital
platforms in the collection of VAT on online sales of both services/intangibles and goods. The Toolkit
summarises the key features of the Platforms Report in greater detail at subsection 3A.4.

In particular, the Platforms Report focuses on the designation of the digital platform as the legal supplier
for VAT liability purposes (full VAT liability regime) and the implications of such a regime for other
participants in the supply and the VAT collection process. The report considers the functional criteria and
other factors relevant to determining whether digital platforms could be subject to a full liability regime;
relevant information needs for platforms operating under such a regime; and VAT collection and payment
processes under such a regime. In connection with online sales involving the importation of low-value
goods, the report addresses the additional design considerations raised by the operation of the full VAT
liability regime for such sales. The report also considers other roles for digital platforms to support collection
of VAT on online sales (information sharing, education of suppliers, etc.) and supporting measures for
efficient and effective collection of VAT on online sales.

1.8.4. The BEPS Action 1 and Interim Reports in relation to imports of low-value goods

Although the Guidelines and the Collection Mechanisms Report focused on the tax challenges of the digital
economy associated with international supplies of services and intangibles, OECD guidance has also
recognised the VAT challenges of the digital economy associated with the international supply of low-value
goods. The Toolkit outlines the OECD recommended policy framework for imposing and collecting VAT on
these supplies in Section 3B. In particular, the BEPS Action 1 Report (2015) considers these challenges
and jurisdictions’ potential responses to such challenges. As noted above, the Platforms Report provides
detailed guidance on measures to enlist digital platforms in the effective collection of VAT on imported low-
value goods that are supplied by foreign businesses to private consumers in the jurisdiction of importation.

1.8.5. The Sharing/Gig Economy Report

The Sharing/Gig Economy Report provides comprehensive analysis and guidance to assist tax authorities
in designing and implementing an effective VAT policy response to the growth of the sharing and gig
economy (also known as “collaborative economy”). It analyses the key features of the sharing and gig
economy, its main business models; identifies the associated VAT challenges and opportunities; and
presents a range of possible measures and approaches to support an effective policy response in this
area. The report is complemented with an in-depth analysis of the business models in the currently
dominant sharing and gig economy sectors of accommodation and transportation.

Building on the analysis and guidance provided by the report, Section 3C of the Toolkit provides an
overview of the core components of a comprehensive VAT policy strategy for tax authorities in the LAC
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region to consider in response to the growth of the sharing and gig economy, taking into account their own
national circumstances and policy priorities. It notably highlights the considerable role that digital platforms
can play in facilitating and enhancing VAT compliance in the sharing and gig economy, including in
formalising informal economy activity, through data-sharing and/or VAT collection in respect of the sharing
and gig economy activities that they facilitate.
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Z Key trends in digital trade that are
relevant for VAT policy and
administration

Section 2 of the VAT Digital Toolkit for Latin America and the Caribbean
provides general insights into the strong growth of international digital trade
in recent years. This growth has created challenges as well as opportunities
for VAT policy and administration.

VAT DIGITAL TOOLKIT FOR LATIN AMERICA AND THE CARIBBEAN © OECD/WBG/CIAT/IDB 2021



28 |

2.1. Introduction

Increasing digitalisation has changed, and continues to change, the commercial dynamics of international
trade, including through the emergence of new business models. This section presents a high-level
overview of the different dynamics of international digital trade that present not only VAT challenges but
also opportunities for enhanced revenue mobilisation.

For the purposes of this analysis, the term “digital trade” is used to encompass a broad range of digitally
enabled supplies of services, intangibles and physical goods that can be either digitally or physically
delivered, involving both private individuals and businesses.

2.2. The rapid advancement of information and communication technology (ICT)
in the last three decades has created the foundation for digital trade growth

2.2.1. Increased Internet connectivity worldwide, including in Latin America and the
Caribbean (LAC)

Over the past three decades, the increasingly widespread availability of Internet access has fuelled the
digital transformation of the economy and society. Today, more than half of the world’s population is
connected to the Internet, compared to only 4% in 1995 (OECD, 20199)). In 2019, in OECD countries, 70%
to 95% of adults used the Internet and 93% of enterprises had a broadband connection (OECD, 2020jg)).

Fixed broadband penetration has steadily increased over the 2009-2019 period both in the OECD member
countries and worldwide (see Figure 2.1). In terms of trends in connection paths, fibre subscriptions
continue to rise, catching up with the number of standard fixed telephone lines. Mobile connections are
also growing fast as smartphones become the favoured device for Internet access, with the share of mobile
broadband connections increasing from 31% to almost 85% over 2009-2018 in OECD member countries
(see Figure 2.2).

Figure 2.1. Fixed broadband evolution, OECD member countries and world, 2009-19
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Source: OECD Digital Economy Outlook 2020, (OECD, 2020s)).
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Figure 2.2. Trends in communications access paths in OECD member countries, 1996-2018
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Source: OECD (2020), Digital Economy Outlook 2020 (OECD, 20205)).

The growth of mobile broadband penetration is high in OECD partner economies? as mobile broadband
fills a connectivity gap due to relatively low levels of fixed broadband infrastructure (OECD, 2020js)).

A similar trend of increasing Internet connectivity is apparent in Latin America and the Caribbean (LAC)3
although a relatively significant coverage gap still exists in certain countries (see Figure 2.3). Consistent
with developments in OECD and partner economies, mobile broadband plays an important role in
facilitating digital inclusion in the LAC region with unique subscriber penetration (mobile usage on a per-
person basis) reaching 68% in 2019 (GSMA Intelligence, 20191q)).

Mobile penetration levels also vary across the LAC region, with Argentina, Chile and Uruguay reaching
mobile penetration above 90% while the Dominican Republic, Guatemala, Honduras and Nicaragua and
currently sit below the regional average of 70% and Brazil, Colombia, Mexico and Paraguay having rates
near the regional average (GSMA Intelligence, 201910). As mobile device ownership increases
(particularly, smartphones), however, the countries that have not yet reached a saturation level are
expected to witness further substantial growth, with a unique mobile subscriber level projected to reach
73% of the region’s total population by 2025 (GSMA Intelligence, 201910)).

2 These include the OECD’s partner economies that responded to the 2019 OECD Digital Economy Policy
questionnaire on national digital strategies and policies. They are Brazil, Costa Rica, the Russian Federation,
Singapore and Thailand.

3 LAC in this context refers to a large and diverse geographical region with a more than 600 million population as of
2019. The jurisdictions of the LAC region include the 26 LAC members of the IDB (Argentina, Bahamas, Barbados,
Belize, Bolivia, Brazil, Chile, Colombia, Costa Rica, the Dominican Republic, Ecuador, El Salvador, Guatemala,
Guyana, Haiti, Honduras, Jamaica, Mexico, Nicaragua, Panama, Paraguay, Peru, Suriname, Trinidad and Tobago,
Uruguay and Venezuela).
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Figure 2.3. Fixed-line broadband penetration rate in selected countries in LAC (2019)
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Source: Statista (2020), Fixed-line broadband penetration rate in selected countries in Latin America in 2019 (Statista, 2020(11)).

2.2.2. Increased Internet connectivity changing the landscape of international trade

The widespread access to and use of the Internet has changed, and continues to change, various aspects
of our daily lives: the way people communicate and interact; how products and services are developed,
delivered and consumed; and how businesses operate and interact with each other. Increased
connectivity, combined with advancement of technology (ICT) has made it easier for individuals and
businesses, particularly small and medium-sized enterprises (SMEs) to reach global markets with lower
costs, improving flexibility and efficiency and opening up new opportunities for international trade.
Consumers have also improved access to wider product and service choice with more convenient channels
for product and service delivery.

As the costs of ICT continue to fall, technology has become central to the operating models of businesses
from small start-ups to multinational enterprises (MNEs) across different sectors of the economy. This has
given rise to the emergence of new digital business models and the development of new products and
services (see Section 2.5 below for a description of prominent business models in the digital economy). In
order to better understand the transformative effects of digitalisation on business operations and processes
in general, Box 2.1 below provides a summary of relevant features that have been identified as “vectors”
of digital transformation. These features have been identified as key criteria in the context of establishing
a framework to test the efficacy of existing public policy design in the digital era (OECD, 201912)).
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Box 2.1. Key features of the digital economy that are transforming the economy and society

e Scale without mass: the low marginal cost of many digital products allows firms to scale quickly and globally, more
easily than with physical products.

e Panoramic scope: the digitalisation of functions enables firms to gain a very wide scope through the ability to
combine, process and integrate digital resources within and across different products and at a global level (e.g. a
large digital platform offering a wide range of products, far beyond the ability of most traditional retailers).

e Intangible capital and new forms of value creation: data flows, algorithms and digital platforms facilitate the
development of the service potential of capital goods and enable value creation that is increasingly decoupled from
any specific location.

o Transformation of space: the possibility to move intangible digital value across the global Internet undermines
conventional constraints of location, distance, and jurisdiction and changes the role that location used to play for
production, trade and consumption. Products and services can be consumed on various devices or location at any
point in time while businesses can influence a particular jurisdiction’s economic life without having a physical
presence.

e Platforms and ecosystems: digital intermediation, for example in social networks, content distribution, or search and
storage, leads often to the centralisation of flows, access to, and control of data, which in turn can become a strategic
asset and competitive advantage, consolidating dominant position of certain large platforms in a given sector of the
economy.

Source: OECD (2019), Vectors of digital transformation, OECD Digital Economy Papers, No. 273 (OECD, 201912)).

2.2.3. Further innovation and transformation expected over the coming decade

The rapid technological progress is further changing the business ecosystem as businesses are adopting
and integrating new technologies for more efficient management of production and delivery processes and
for responding to changes in consumer preferences. While acknowledging that it is difficult to predict future
developments with any degree of certainty, Box 2.2 below lists some of the potentially relevant digital
developments during the years to come.
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Box 2.2. Emerging trends and potential developments in digital transformation

Internet of Things (loT): Internet of Things (loT) refers to a network of Internet-connected devices or objects such as
sensors, meters, radio frequency identification (RFID) chips and other tools that collect, send and receive information.
Machine-to-machine (M2M) communication enables the collection of vast amounts of data (a key source of big data)
that are stored in remote data servers in the cloud. It has wide applications, including automated inventory
management using sensors, RFID tagging of goods and improved tracking of goods. The global loT market is
projected to grow significantly, generating approximately USD 1.5 trillion by 2025. It is also estimated that by 2025,
an average connected person will interact with loT devices nearly 4 900 times a day, which is equivalent to one
interaction every 18 seconds.

3D printing: 3D printing can potentially transform the manufacturing processes, moving it closer to consumers, with
consumers impacting the design of product features. It could also shift the focus from mass production of
standardised products to a shorter product lifecycle for more bespoke output. As 3D printing reduces the steps
involved in the traditional manufacturing process (production, transportation, assembly, and distribution), it offers
new business opportunities for developing economies as well. With further advancement of 3D printing technology
and widespread use across industries, it is conceivable that instead of assembling products themselves, some
manufacturers could license plans and specifications to retailers or third parties to “print” the products on demand.
Consumers may also be able to assemble products by themselves using 3D printing, opening up the possibility of
locating business operations to places that are physically remote from the final consumer.

Advanced robotics: advanced robotics technology is increasingly used in manufacturing, making factories less labour
intensive. Increased use of robots also offers opportunities for some multinational enterprises (MNEs) that had
previously moved manufacturing offshore to take advantage of lower labour costs to “reshore” manufacturing
activities back to where most of their consumers are located. In the future, combined with artificial intelligence and
cognitive computing developments, robots may be widely used across broader sectors of the economy, beyond
manufacturing, potentially improving productivity, helping lower prices for consumers, and contributing to scaling up
operations at a global level.

Artificial intelligence (Al) and data analytics: Al technologies are widely applied across different sectors of the
economy. Al, including machine learning, uses algorithms to analyse large amounts of data and generates insights
and predicts behaviour (e.g., Al used to provide product recommendation to a specific consumer based on the
consumer’s online search history and past purchases). Developments in Al are also closely related to another key
technology - data analytics (often called “big data”) that refers to the increased capacity to analyse and process
massive amounts of data. Increasingly, cloud service providers are integrating Al and data analytics capabilities —
large amounts of data stored in cloud data centres could be used to improve Al outputs and data analytics — to
extend their cloud computing capabilities beyond traditional fields.

Blockchain: blockchains are digital ledgers that use decentralised networks to allow two or more parties to engage
in reliable transactions without any intermediaries or central authority. The best-known application of this technology
is cryptocurrencies but it is relevant for many other domains, including its potential for streamlining supply chains in
online trade in the physical goods context (e.g., use of blockchains to track shipments, to record virtual signatures
by customs authorities on international shipments, etc.) and its potential application in the tax administration such as
VAT management and payment.

Source: OECD (2015), The BEPS Action 1 Report (OECD, 2015(47); UNCTAD (2019), Digital Economy Report 2019 (UNCTAD, 201913));
CIAT, BLOCKCHAIN: Concepts and potential applications in the tax area (Seco, n.d.j14)) and other publicly available information.
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2.3. The economic geography of digital trade, worldwide and in the LAC region

2.3.1. Global overview

Digital trade includes a wide range of activities, products and services. It is therefore difficult to delineate
its scope to measure its exact size. Despite inherent limitations and challenges, the available data from
public as well as private sector sources provide useful estimates of the continuously growing importance
of digital trade. Global e-commerce sales have recently been estimated at USD 26.7 trillion in 2019, up 4%
from 2018 (UNCTAD, 2021p15). This includes business-to-business (B2B) and business-to-consumer
(B2C) sales and is equivalent to 30% of global gross domestic product (GDP) that year. The value of global
B2B e-commerce in 2019 has been estimated at USD 21.8 trillion, representing 82% of all e-commerce
(UNCTAD, 2021p15)). B2C e-commerce sales were estimated at USD 4.9 trillion in 2019, up 11% over 2018
(UNCTAD, 202115)). International B2C e-commerce amounted to some USD 440 billion in 2019, an
increase of 9% over 2018 (UNCTAD, 2021p15)). The share of online shoppers making international cross-
border purchases has been estimated to rise from 20% in 2017 to 25% in 2019 (UNCTAD, 202115)). In
2019, 1.48 billion people, or a little over one quarter of the world’s population aged 15 and older, made
purchases online (UNCTAD, 202115)). This is 7% higher than in 2018. This has been estimated to grow to
2.14 billion online consumers by 2021 (Statista, 2020;1¢)).

The volume of digital trade is likely to continue to grow rapidly in the near and long term. Increasing Internet
penetration worldwide through the rising use of personal digital devices (smartphones and tablets) is an
important driver to the strong future growth of digital trade. In 2020, approximately half of the world’'s
population is using mobile Internet (4 billion mobile Internet subscribers) and smartphone adoption is
expected to reach 75% of the world’s population by 2022 (GSMA Intelligence, 202017)).

In the context of online trade in physical goods, both online and traditional “bricks-and-mortar” retailers are
increasingly offering hybrid online/offline services such as in-store pickup and returns for online purchases,
further blurring the distinction between the online and the traditional economies. Online and offline retailers
are also investing heavily in their supply and delivery chain infrastructure to reduce delivery times and
improve customer services, which makes it easier and more convenient for customers to shop online. In
addition, particularly in light of the COVID-19 pandemic, customers are becoming more accustomed to and
comfortable with purchasing items online, including large items that they traditionally preferred to purchase
in-store. It has been estimated that online retail sales as a share of total retail sales increased by three
percentage points in 2020 (from 16% to 19%) compared to a two-percentage point rise between 2018 and
2019 (UNCTAD, 202115). Notably, COVID-19 generated an increase in demand for online ordering of
physical goods due to quarantine restrictions imposed in many countries (UNCTAD, 2021(15)).

Combined with improved logistics and changing social trends, the wider availability of technology-enabled
payment solutions (including mobile payments) is further driving the growth of global digital trade. Notably,
innovations in financial technologies and the emergence of different payment solutions are expanding the
financial inclusion of those who have not previously had access to the traditional financial system, opening
up more opportunities for them to engage in digital trade.

2.3.2. Strong e-commerce growth in the LAC region

LAC is one of the fastest-growing digital trade regions worldwide. In 2019, more than one third of the
region’s population was estimated to have shopped online and sales were projected to grow 21.3% to
reach USD 71.34 billion (eMarketer, 201911). The online trade in physical goods in the region is expected
to reach approximately USD 116 billion by 2023 (Statista, 2020;19)).

On a regional level, Brazil is the largest single commercial market, accounting for approximately 32.5% of
B2C digital trade in the region, followed by Mexico (28.8%), Argentina (8.5%), Colombia (8.3%), Chile (8%)
and Peru (4.5%) in 2020 (eMarketer, 2021120)). The outbreak of the COVID-19 pandemic has boosted

VAT DIGITAL TOOLKIT FOR LATIN AMERICA AND THE CARIBBEAN © OECD/WBG/CIAT/IDB 2021



34|

digital trade in the region, since more consumers have turned to online channels as a potentially more
sanitary means to make purchases and payments (see Figure 2.4). For instance, Peru has recently seen
900% growth of online sales, 500% in Mexico and 230% growth on average across the region (Statista,
2020p21). Although the international share of digital trade, particularly online trade in physical goods, has
decreased in 2020 due to the impact of COVID-19, full recovery is expected by 2023 (see Figure 2.5).

Another change that the COVID-19 pandemic has brought to the region is the increased digitalisation and
financial inclusion of people who have gained access to their first bank account to receive the government
aid that has been distributed to mitigate the effects of the pandemic. For example, in Brazil, one third to
40% of the beneficiaries of the emergency aid did not have a bank account before the pandemic (EBANX,
2020p22)).

The growth of digital trade, driven by greater digital and financial inclusion in the region is likely to continue
even after the pandemic, with 63% of the region’s population expected to engage in digital trade by 2022,
compared to 45% at the beginning of 2020 adding 84 million new digital consumers (EBANX, 202022)).

In addition to increased connectivity and access to financial services, another driving factor relates to the
enthusiasm of consumers in LAC for social media and other online engagement. According to a report
based on data for the first quarter of 2020, the region’s rate of engagement with regular digital applications
is the highest in the world, which could potentially lead to an increasingly high consumption of digital
products and services (GSMA Intelligence, 202023)).

On a sectoral basis, trade in both physical goods and in digital products and services is growing fast in the
LAC region at respectively 21% and 20%-t0-30% year-on-year in 2020 (EBANX, 202022;). Key segments
that are likely to drive the growth of digital trade after COVID-19 include delivery apps (including grocery
delivery), music/video streaming, consumption of online content and online gaming. Other emerging
categories include online education, telemedicine and Software-as-a-Service (SaaS) (EBANX, 202022)).

Figure 2.4. LAC region digital trade newcomers (in millions of consumers)
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Source: EBANX/AMI data (2020), A study on the state of cross-border e-commerce in Latin America (EBANX, 2020122y).
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Figure 2.5. LAC International vs. domestic digital trade spending (in billions USD)
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*forecasts.

Source: EBANX (2020), A study on the state of cross-border e-commerce in Latin America (EBANX, 202022).

Payment landscape in LAC

The high level of informality and limited access to credit card and other financial services in the region
have traditionally challenged the further expansion of digital trade. This situation has improved in recent
years, and as of 2018, data show that about half of adults (54.4%) in LAC have accounts for storing funds
electronically with a financial institution or through a mobile money service (World Bank, 201824;). Today,
credit cards are the most used payment method for online purchases although other alternative payment
methods (including cash-based) are still used frequently (EBANX, 202022)).

As cultural habits, the degree of card penetration, and availability of different payment methods vary across
the region, also the most frequently used payment means differ country by country. For example, in some
of the region’s biggest digital trade markets, the majority share of online purchases is paid for through
credit cards and debit cards (credit card payments accounting for 84% of online purchase in Chile where
the level of card penetration is the highest in the region, while debit card payments account for 30% in
Brazil) (EBANX, 202022;). Meanwhile, cash-based payment methods including through the use of payment
vouchers are still being used for up to 20% of online purchases in Mexico (EBANX, 2020p22)). Typically,
these payment vouchers allow consumers to pay in cash for their online purchases at physical stores
located across the country. Other payment methods include e-wallets (including mobile and digital wallets),
bank transfers through mobile banking and others that often account for a small percentage such as direct
carrier billing, cash on delivery, prepaid cards and miscellaneous payment methods. For recurring
payments (e.g. subscription services), debit card and prepaid cards are the most used payment method
(EBANX, 2020;22)).

As new payment solutions emerge with innovative financial technologies, the payments landscape in the
region may also change but at least in the short term, local payment methods are likely to remain very
relevant. In particular, cash-based payments may continue to represent a large portion during the
pandemic and even afterwards as past experience suggests that cash circulation tends to increase during
times of crisis due to rising informality and unemployment, and consumers turning to alternative, cash-
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based payment methods. This may be the case even for consumers with a bank account or a credit card
that do not have available balances because of credit limits (EBANX, 202022)).

Box 2.3. Online payment systems

Secure online payment systems are a core component of digital trade. Internet- and technology-based payment systems are
challenging traditional payment methods not only in digital trade but also in offline “brick-and-mortar” sales. Some of the
leading types of online payment solutions include the following:

e Credit cards/debit cards: a large portion of transactions conducted over the Internet is paid for through credit and
debit cards. These payments typically involve banks and credit/debit card companies and networks.

e Non-bank financial intermediary payment systems: in response to the need for efficient, reliable and secure solutions
for transferring payments over large distances between parties in Internet transactions, new kinds of payment
intermediaries have emerged. These payment intermediaries allow individuals to send and receive payments
directly, bypassing traditional card payment networks and bank transfer mechanisms.

o Digital wallets: these are software-based systems that store users’ financial data online — often in the cloud where
the data can be accessed using mobile devices. Digital wallets do not require a traditional bank account and thus
facilitate online transactions for consumers who do not have access to the traditional banking system. Digital
currencies (cryptocurrencies) also rely on digital wallets to maintain balances and make transactions.

Source: OECD (2015), The BEPS Action 1 Report (OECD, 20154)).

Specific digital trade challenges and opportunities for the LAC region

A number of specific challenges and opportunities can be identified that characterise the economic
landscape and digital economy in LAC jurisdictions. These specific factors not only influence the growth
potential of digital trade in the LAC region but may also impact VAT policy design in response to digital
trade growth in LAC jurisdictions.

o Payment methods: as mentioned above, limited access to secure, credit-card-based online
payment methods and widespread use of cash-based payment methods in LAC present challenges
for further development of international digital trade. Particularly, in goods trade, the practice of
paying for purchases “cash-on-delivery” may cause obstacles for online retail growth. The growing
level of mobile device ownership in the region, along with the increasing availability of mobile-
based payment solutions such as mobile wallets and of other alternative technology-based
payment solutions, are likely to help overcome these challenges in the medium and long term.

e Logistics, traffic and infrastructure present other major challenges, including the quality of road
infrastructure outside major cities, inconsistent postal codes and address systems, etc. (DHL,
201925)). Evidence suggests that this contributes to the reason why trade in digital content services
is growing up to two times faster than trade in physical goods (DHL, 201925).
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e Complicated customs procedures also present challenges. According to a Doing Business
report by the World Bank (World Bank, 2020p6))*, an import shipment® entering a LAC country
takes approximately 55.6 hours in border compliance,® compared to 8.5 hours in OECD countries.”
Some of the procedural obstacles include (DHL, 201925)):

o Import regulations and customs auditing systems generally focused on bulk freight imports,
shipped in containers or pallets rather than for hundreds of thousands of small packages from
online sales.

o Absence of customs regulations specifically for shipments from online sales, creating delays
and discrepancies in the interpretation and application of customs rules.

o Absence of specific customs regulations for the refunding of tariffs that customers paid upon
importation when they later return imported goods to the country of origin or intermediary. This
can make it close to impossible for consumer and merchant to recover the taxes paid on a
returned item.

o Treatment of shipments varies depending on the logistics channel used (postal services,
express carriers or other third-party shipment services) resulting in differences (often delays)
in the delivery time and fees and taxes.

e Large informal economies in LAC: the region’s high levels of informality with respect to economic
activity create challenges for tax authorities. Close to 60% of the workers in the LAC region are
considered informal workers (OECD, 202027;). However, digitalisation and especially the rise of
the sharing and gig economy may present promising avenues for the formalisation of this activity
and enhanced enforcement capabilities for jurisdictions.

2.4. An overview of the main types and categories of digital trade that are
relevant from a VAT perspective

Three main types of digital trade can be broadly distinguished for VAT purposes based on the type of
supply: (1) the provision of digital products and content,® (2) online sales of physical goods, and (3) sharing
and gig economy services.

4 For the purposes of the report, it is assumed that a shipment is in a warehouse in the largest business city of the
exporting economy and travels to a warehouse in the largest business city of the importing economy. The mode of
transport is the one most widely used for the chosen export or import product and the trading partner, as is the seaport
or land border crossing.

5 For the purposes of the report, it is assumed that each economy imports 15 metric tons of containerised auto parts
(HS 8708) from its natural import partner. Shipment value is assumed to be USD 50 000.

6 For the purposes of the report, border compliance includes customs clearance and inspections, inspections by other
agencies (if applied to more than 20% of shipments) and handling and inspections that take place at the economy’s
port or border.

7 OECD member countries refer to 36 member countries as of 2019 that include Australia, Austria, Belgium, Canada,
Chile, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Israel, Italy,
Japan, Korea, Latvia, Lithuania, Luxembourg, Mexico, Netherlands, New Zealand, Norway, Poland, Portugal, Slovak
Republic, Slovenia, Spain, Sweden, Switzerland, Turkey, United Kingdom, and United States.

8 An expansive view of this term would encompass online sales of all services and intangibles that a non-resident
supplier can deliver remotely to a consumer in another jurisdiction. This would include “traditional” services that are
not of a strictly digital nature such as accountancy, legal and management consulting services that businesses can
now supply via the Internet without being physically present in the same location as their customer.
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2.4.1. The provision of digital products and content

Digital products and content generally refer to intangible property (i.e. products capable of being delivered
in an electronic format) as opposed to tangible property. Digitisation of information, including text, sound
and visual images has greatly increased the number of products and services that can be delivered
digitally, including Internet-delivered music, games, movies, TV, radio and books. The increased
availability of digitally delivered content has also shortened the supply chains by eliminating the need for
traditional agents such as wholesalers, distributors, retailers and other intermediaries, which were often
involved in the physical delivery of the traditional tangible content (OECD, 20154).

The most common digital content delivery mechanisms may include downloading (e.g. e-books, software,
permanent offline storage and access rights to music and video content, etc.) and streaming (e.g.
temporary online access rights to music and video, etc.) (United States International Trade Commission,
201331)). Cloud storage solutions are increasingly used whereby users can purchase digital content and
store it online and/or upload existing content for storage and access across multiple devices. A combination
of different delivery mechanisms can also be used. Earning models in this area may include charge-per-
use, subscription and advertisement or variations/combination of all three models (United States
International Trade Commission, 201331)).

e Charge-per-use: a fee is charged per download (for example, a single music track or a single TV
episode) or per “view” of video content. The distributor and/or the intermediary facilitating the
purchase of the digital content may retain a fee-percentage. This is commonly used for e-book
providers.

e  Subscription model: this model is commonly associated with content streaming whereby users pay
a monthly or annual fee for access to a variety of content options. The main advantage for
consumers is that a fixed payment gives them access to more content than a single purchase can
provide. Subscription streaming services generally require Internet connectivity while viewing and
listening, while certain subscription services may allow downloads for a specific period of time so
that users can store the content and view/listen to it offline.

e Advertisement model: access to the digital content is free to the user while the revenue generated
through advertisements supports the supply of the content. Online video-sharing platforms are
such an example where users have free access to unlimited video content that other users have
uploaded to the platform. Music/video-streaming services may also use this model by offering both
a free version with advertisements and subscription versions uninterrupted by advertisements.

In the LAC region, some of the most popular categories of digital content include music, videos, games
and increasingly online education (EBANX, 2020;22).

e Music: demand for digital delivery of music has increased as it offers more flexibility and a wider
range of choice of music. The rise of online platforms and social media platforms has further
boosted the market growth providing more opportunities for artists to reach the global audience
(Mordor Intelligence, 202129)). In terms of delivery mechanism, streaming services represent the
largest revenue share (Mordor Intelligence, 202129;). This change has been largely driven by the
widespread use of smartphones and advancement in cloud technologies that enable large-scale
data storage and transfer (Deloitte, 2015(30)). Streaming services may include paid interactive
subscription services, non-interactive services (e.g. Internet radio) and non-subscription sites (e.g.
social media/network platform) (United States International Trade Commission, 2013311). In
addition to the existing players (platforms) that specialise in the music industry, other large
platforms including mobile application stores, online marketplaces and search engines have also
entered the market with their own streaming services.

e Games: digital delivery of game content can include downloads of game software that otherwise
can be purchased in “brick-and-mortar” stores but increasingly refers to pure Internet-based games
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such as mobile app games, social network games and cloud-based games. Cloud gaming and
smartphone gaming are driving the market growth and the trend is likely to continue particularly in
light of the release of 5G and increased Internet access through unlimited data plans on mobile
devices (Mordor Intelligence, 2020;32;). E-sports is also a fast-growing segment.

e Videos: digital video content includes TV shows (broadcast and cable), movies, music videos,
sporting events, and user-generated short-form videos (United States International Trade
Commission, 20172g1)). The video content industry has experienced rapid changes driven by
advances in cloud technologies and availability of new distribution channels (e.g., social media
platforms). Streaming services are becoming increasingly popular and allow consumers to watch
the content at any location where Internet connection is available via multiple devices including
mobile products (smartphone and tablets). Revenue models include (i) subscription-based
(streaming); (ii) transaction-based (pay-per-view); (iii) paid downloads and (iv) advertising-
supported (e.g., user-generated live content) (United States International Trade Commission,
201728)). Major platforms in this context are further expanding the market with a wider range of
available content (certain platforms are making significant investment to create/produce their own
content) and services to meet the increasing demand of their consumers worldwide.

Examples of digital products/content and remote services as defined in
jurisdictions’ VAT legislation

Example of digital products and services listed in j