The Current System of U.S. State and Local Sales/Use Taxation

The current U.S. state and local sales/use tax system is governed by the nexus standard most recently clarified by the Supreme Court in Quill.
  In Quill, the Supreme Court held that the Commerce Clause of the Constitution bars a state from burdening interstate commerce by imposing a sales or use tax collection responsibility on a vendor unless that vendor has a physical presence within the state.  Accordingly, out-of-state vendors who do not have a physical presence within a state may make sales to an in-state consumer without incurring a responsibility to collect and remit sales or use taxes to the taxing jurisdiction.  It is, in this circumstance, the responsibility of the consumer to self-assess and remit use tax with the appropriate jurisdiction. 

The current sales tax system hinges on the simple assumption that purchases for consumption occur in a store or other fixed establishment, i.e., the buyer and the seller are in the same physical location.  This paradigm worked efficiently for a few hundred years, but the foundation of this system is eroding due to the increasing number of sales that occur between remote buyers and sellers, e.g., Internet, phone orders, etc.  While it is the responsibility of the consumer to self-assess and remit use tax on these sales, as demonstrated by the current system, there is virtually no compliance or enforcement of this system.  This may be in part due to the complexity that is inherent in today’s sales and use tax system.

Today, there are more than 6,000 overlapping state and local jurisdictions, which may impose sales/use taxes.  Each jurisdiction is constitutionally empowered to determine both the sales/use tax rate that will apply within its borders, and which transactions it will tax.  As noted by the Supreme Court in Quill, this has led to an increasingly complicated “quagmire” of multiple sales/use tax rates, multiple characterizations of the same transaction, and multiple audits of the same transaction by multiple authorities.
  It is the responsibility of vendors to comply with the sales/use tax regulations of every jurisdictions in which they have a physical presence, and it is the responsibility of the consumer to self-assess and remit a use tax to the appropriate tax authority (ies) for every transaction in which they are involved if the vendor does not have a physical presence in that state and is therefore, not obligated to collect and remit sales tax.  This administrative burden on vendors and consumers has fostered both their witting and unwitting non-compliance, and this, in its turn, has increased the administrative burden on states for enforcement.

The creation of Advisory Commission on Electronic Commerce (ACEC) has challenged the nation to begin a discussion of how, and whether, to radically simplify or transform the current U.S. system of state and local sales/use taxation.  On the basis of this discussion, the ACEC is to make legislative recommendations to Congress regarding possible changes to the current U.S. sales/use tax system.

Overview of Proposal

The American Institute of Certified Public Accountants (AICPA) believes that the current system of sales/use taxation must be radically simplified if the current nexus standard is to be altered.  The AICPA, therefore, has attempted to develop a maximally simple and effective solution to the complexity of the current sales/use tax system.  The AICPA has attempted to balance the interests of business and government in this proposal; however, the AICPA has not attempted to address every conceivable issue involved in reformation of our current system of sales/use taxation.  Rather, the intention is to galvanize the debate around the choices that must be made to resolve the issues of the current sales tax system.

The discussion set forth below outlines radical simplification to the current sales and use tax system.  A system, which is radically simplified, will potentially lead to better compliance and an increased revenue flow to state and local government as a result.  Additionally, a radically simplified system will reduce the cost to state and local governments of administration and enforcement.  Further, a simplified system will benefit all vendors because it will reduce their cost of compliance.

Radical simplification is, however, only the beginning to dealing with all of the issues regarding the sales and use tax system.  If radical simplification can be achieved then there can be standardization and clarification of the nexus rules, i.e.; all taxable transactions can be treated equally regardless of the medium used for purchase.

The AICPA believes the following describes the optimally simple corrective to the current sales/use tax system while balancing the interests of business and government:

1) Vendor remains responsible for collecting and remitting sales/use taxes

2) One harmonized sales/use tax rate per state

3) Rationalization and standardization of nexus rules

4) Uniform, multistate definitions of tangible or digitized products and services

5) Each state continues to determine the taxability of particular tangible or digitized products and taxable services within its borders
6) Uniform, multistate sourcing rules for tangible or digitized products and taxable services 
7) Uniform, multistate reporting requirements

8) One sales/use tax return per state (i.e., no separate local returns)

9) Uniform, multistate audit procedures, including uniform record-keeping and retention requirements and a uniform statute of limitations and appeals process
ACEC Criteria for the Evaluation of Alternative Proposals

In the interest of maximum clarity and to avoid unnecessary repetition, this proposal will address the ramifications of the above system within the context of the criteria established by the ACEC for the evaluation of alternative proposals.

Simplification

1.
How does this proposal fundamentally simplify the existing system of sales tax collection (Some examples may be: common definitions, single rate per state, clarification of nexus standards, and so forth)?

The impact of this proposal on local government autonomy and state sovereignty needs to be carefully considered (see Sovereignty/Local Government Autonomy below).  This proposal fundamentally simplifies the existing system of sales/use tax collection in the following ways: 

· Elimination of multiple tax rates within a state—It is widely recognized that compliance with the current system of multiple rates is almost unmanageable even for large multi-state businesses, and that such compliance may be, in fact, an unreasonable burden for small businesses, which are incorporating web-based sales into their traditional revenue streams.  In the proposed system, each state will establish a single harmonized rate for all sales/use taxes.  This would significantly ease the compliance burden of both traditional and web-related multi-state businesses.
This corrective would presumably entail the development not only of a single rate, but also of an apportionment methodology according to which sales/use tax revenues will be distributed to the local jurisdictions within a state’s borders.  The AICPA would anticipate that each state would collaborate with its local jurisdictions to develop a rate and apportionment methodology that reflects the interests and needs of the state and local governments’ constituents.  Currently, some states have one use tax rate for the state and the revenues are shared with the local governments, e.g., Illinois.  The economic model used by these states could be used as a basis for other states to develop their own economic model for apportioning the revenue.

·    Standardization of Nexus Rules-Currently the nexus standard, as upheld by the Supreme Court, requires that a vendor have “substantial nexus” with a state before the state can impose the obligation of the collection of sales tax.  The definition of substantial nexus and what level of activity within a state rises to the level of substantial nexus is the subject of much controversy and has been widely litigated.  The nexus rules should be rationalized into a standardized set of rules where all taxable transactions would be treated equally, i.e., there would be a mechanism for all vendors to collect taxes that are assessed and due (note: the AICPA is not suggesting a new tax, but rather the ability to administer and enforce an existing tax).  Vendors would also have certainty with regard to their responsibilities in all states and the litigation over nexus would cease.   A bright-line definition would create a mechanism to administer and enforce the current use tax system, allowing the states to adjust their rates to reflect the increased revenues due to the increase in compliance.
The AICPA acknowledges that this is a very politically sensitive area.  However, as a matter of good tax policy, taxes that exist should be able to be administered efficiently and enforced consistently.
· Elimination of multiple definitions of the of same product or service—As in the case of multiple tax rates, it is widely recognized that the current system, which allows for multiple characterizations of the same product or service when delivered to different jurisdictions, makes the task of compliance for multi-state businesses extremely cumbersome and unwieldy.  This burden is correspondingly greater for small web-related businesses who do not have the financial or human resources to track changes in these characterizations on a nation-wide basis.  

In the proposed system, all states will utilize the same definitions of tangible and digital products and services.  In the same manner as a single sales/use tax rate per state, uniform product and service definitions would significantly ease the compliance burden of both traditional and web-related multi-state businesses, and could result, therefore, in an increase in sales/use tax-related revenue to state and local governments. 

This corrective would require that states work together with their constituent local jurisdictions and with other states to develop the required uniform definitions.  The AICPA wishes to call upon the states to recognize and avoid the tendency in this cooperative process for a “regression to the mean.” What is called for, to the extent possible, is concise, well-formulated definitions that will not spawn further litigation over the application of particular terms.  On the other hand, collaboration to develop uniform definitions would motivate certain definitional clarifications, e.g. “services” vs. “digitized products,” that will simplify the task of compliance and administration on the parts of both the states and businesses.  The AICPA recognizes that developing uniform definitions, e.g., “food,” “drug,” or “manufacturing process,” will be difficult.

· Elimination of multiple reporting requirements—Under the current system, there are several reporting requirements that various states impose, including 1) reporting of the county and city sales, 2) the reporting of various types of sales, e.g., wholesale, retail, and for resale, and 3) calculation of several tax rates according to the type of sale.  This only exacerbates the burden of multi-state businesses attempting to comply with the sales/use tax regulations of all the jurisdictions in which they have nexus.  Under this proposal, all states would establish uniform reporting requirements, which will dramatically simplify compliance burden and administrative costs for both businesses and governments.  However, individual states would retain the ability to establish their own payment system, e.g., weekly, monthly, etc.

· Elimination of multiple sales/use tax returns within a state—Currently, several states allow certain of their local jurisdictions, e.g., home-rule cities, to issue separate sales/use tax returns, increasing the administrative burden of compliance for companies.  Under the proposed system, each state will have a single sales/use tax return for taxes due on transactions involving parties within its jurisdiction.  As noted above, it will be the responsibility of each state to distribute its sales/use tax revenues to the local jurisdictions within its borders according to the methodology it develops in consultation with them.
· Elimination of multiple audit procedures and administrative requirements—Currently, there exists several different audit- and tax administration-related requirements among the various states, and multi-state audits are, as a result, notoriously onerous for both businesses and government.  Under this proposal, all states would adopt uniform audit procedures and administrative requirements, including common record-keeping and retention requirements, and a uniform statute of limitations and appeals process. 

As in the case of uniform definitions, the formulation and establishment of uniform audit procedures and requirements that meet the needs of all states may result in the regression of the streamlined and user-friendly administrative procedures in some states to a mean, rather than in an improvement of all state procedures to the highest standard.  

2.
How does this proposal define, distinguish, and propose to tax information, digital goods, and services provided electronically over the Internet?

This proposal favors a uniform definition of tangible and digitized products and services to be determined on an interstate basis by the states themselves, as it does for tangible products.  This proposal, however, does not address whether information, digital product, or services provided electronically should be taxed.  

This proposal does suggest that sourcing of revenue for tangible products, digital products, and services should be uniform across states.

3.
How does this proposal protect against onerous and/or multiple audits? 

This proposal favors uniform, multistate audit procedures, including uniform record-keeping and retention requirements and a uniform statute of limitations and appeals process.  This improvement would ease the burden on companies by clarifying and simplifying their audit-related responsibilities.  The possibility of multiple state-level audits, however, would still exist under the proposed system.
Taxation

4.
Does this proposal impose any taxes on Internet access or new taxes on Internet sales?

This proposal does not impose any new taxes on Internet access or Internet sales.  As discussed above, all taxable sales made over the Internet are currently subject to either a sales or use tax in the state into which the sale was made.  Currently, if a vendor sells into a state in which it does not have a physical presence, but in which the product or service is taxable, it is the responsibility of the consumer to remit the applicable use tax to the appropriate taxing authority or authorities.  This proposal suggests that there should be a standardization of the nexus rules so that all taxable transactions are treated equally. 

5.
Does this proposal leave the net tax burden on consumers unchanged? (Does it impose an obligation to pay taxes where such an obligation does not exist today? Does it reduce or increase state and local telecommunication taxes? Does it reduce or increase taxes, licensing fees, or other charges on services designed or used for access to or use of the Internet?)

This proposal does not alter the current net tax burden on consumers, nor, as discussed above, does it impose an obligation to pay taxes where such an obligation does not exist today.  This proposal does not address state and local telecommunication taxes to the extent they are independent of sales/use tax.  To the extent that telecommunications taxes are currently or prospectively imposed under a state sales tax system, they would remain within those jurisdictions’ power to tax at the single state rate.

6.
Does the proposal impose any tax, licensing or reporting requirement, collection obligation or other obligation or fee on parties other than those with a physical presence in a particular state or political subdivision?

This proposal suggests harmonization of obligations so that all taxable transactions are treated equally. The collection of the use tax through standardization of nexus rules could impose additional collection responsibilities on sellers.  This proposal does not address the specific licensing and/or fee requirements that a state or political subdivision may impose.

 7.
What features of the proposal will impact the revenue base of federal, state, and local governments? 

The respective revenue bases of the state governments may be altered under the proposed system due to the fact that there will be uniform definitions for all states and a standardization of the nexus. Due to the anticipated increase in compliance and the better collection of the taxes, the revenues for the states should increase.  States will retain the right to determine the taxability of the particular products and services they deem appropriate in accordance with their needs and policy priorities.  By collecting a greater percentage of the actual tax due, each state can decided whether to reduce its rates or increase local spending.

The revenue bases of local jurisdictions will be impacted by this proposal insofar as the requirement for one sales/use tax rate per state would preclude local jurisdictions from imposing their own sales/use tax rate.  As indicated above, each state, presumably in consultation with the local jurisdictions within its borders, would establish a mutually acceptable method of distributing sales/use tax revenues to those jurisdictions. 

Burden on Sellers

8.
Does this proposal remove the financial, logistical, and administrative compliance burdens of sales/use tax collections from sellers? Does the proposal include any special provisions with respect to small, medium-sized, or start-up businesses? 

The proposed system does not completely remove the financial, logistical or administrative burden of compliance burdens of sales/use tax collections from vendors.  However, because the system is significantly simpler, the burden of the vendor will be considerably reduced.

This proposal does not include any special provisions with respect to small, medium-sized, or start-up businesses, since the basic system will significantly lower the compliance barrier for all businesses.

Discrimination

9.
Does the proposal treat purchasers of like products or services in as like a manner as possible through the implementation of a policy or system that does not discriminate on the basis of how people buy?

This proposal suggests that the nexus rules be standardized so that all taxable transactions are treated equally.  In this regard, the proposal would not discriminate on the basis of how people buy.

10.
Does the proposal discriminate against out-of-state or remote vendors or among different categories of such vendors? 

The intention of the standardization of the nexus rules to treat all vendors equally.

International

11.
How does this proposal affect U.S. global competitiveness and the ability of U.S.  businesses to compete in a global marketplace?

This proposal does not affect U.S. global competitiveness.  Under this proposal, states will retain the right to determine the taxability of products and services in accordance with their fiscal and public policy goals. Moreover, this proposal in no way precludes a vendor from relocating from a state whose sales/use tax laws prevent it from effectively competing in the international marketplace to a state in which this is possible. 

12.
Can this proposal be scaled to the international level?

There is nothing recommended above which would prevent a sales and use tax system from being scaled to the international level.

13.
How does this proposal conform to international tax systems, including those that are based on source rather than destination? Is this proposal harmonized with the tax systems of America’s trading partners?

While the AICPA is cognizant of the current and proposed systems for taxing electronic commerce that exist elsewhere in the world, we chose to focus our remarks to the United States at this point in time.
Technology

14.
Is the proposal technologically feasible utilizing widely available software to enable tax collection? If so, what are the initial costs and the costs for required updates, and who is to bear those costs? 

This proposal radically simplifies the technology requirements for vendor compliance with various states’ sales/use tax laws and regulations.  As discussed above, a single sales/use tax rate would be imposed on a transaction, and it would be the state’s responsibility in conjunction with the localities to develop an equitable method for distributing that revenue to the jurisdictions within its borders.  This proposal would also eliminate the multiple definitions of taxable products and services that must be tracked by a vendor’s software, and it would replace it with a uniform set of definitions that would either be taxable or non-taxable depending on the state.  Additionally, uniform sourcing rules would also reduce the complexity of the current system.  Finally, this proposal would encourage uniform reporting requirements across states, and thereby simplify the sales information that must be captured, tracked, and reported to each state.  Together, these features would place the technology issues entailed by this proposal well within the capabilities of current technology. 

The AICPA believes that technological “solutions” should not be utilized to perpetuate a system that is clearly too complex.  While technology will be a significant enabler in any new system, it should not be regarded as a panacea.  Any technological approach, which focuses on identification of the taxpayer, would require significant investments of capital to fund the cost of the technology, and this cost would ultimately have to be borne by the taxpayers.
Privacy

15.
Does the proposal protect the privacy of purchasers? 

The privacy of the purchasers remains unchanged under this proposal. 

Sovereignty/Local Government Autonomy

16. Does this proposal respect the sovereignty of states and Native Americans?

As noted above, this proposal attempts to balance the interests of business and government.  However, in the interests of simplicity and administrability, this proposal would impact the current level of state sovereignty in the following ways.  The AICPA recognizes in each case that individual state’s sales/use tax laws are the outcome of internal debate, consensus, and policy priorities, and that the tasks posed by this proposal are challenging: 

· States would impose a single sale/use tax rate on all taxable transactions—States would no longer impose different rates on different taxable transactions.  This would constitute an infringement on the state’s ability to use different rates to influence public policy, i.e., to encourage or discourage an industry or activity.  Each state would, however, retain the right to determine which tangible or digital products and services will be taxable within its borders.  As noted above, each state will presumably collaborate with its local jurisdictions to develop a single sales/use tax rate and apportionment methodology that reflects the interests and needs of the state’s constituents. 

· States would establish uniform definitions for tangible and digital products and services— States would no longer independently determine separate definitions of products and services, whether delivered electronically or otherwise.  This would constitute an infringement on the current level of state sovereignty.  States would be encouraged to work with their respective local jurisdictions and with the other states to develop a list of definitions that serves the interests of all parties.  

· States would establish uniform reporting requirements—States would no longer require different types of information from vendors transacting business with consumers located within their respective borders.  This would constitute an infringement on the current level of state sovereignty, and would require collaboration and cooperation on an intra- and interstate basis.  

· States would establish uniform audit procedures and administrative requirements—States would no longer establish audit procedures and administrative requirements that differ from those imposed by all states. This would constitute an infringement on the current level of state sovereignty, and would require collaboration and cooperation on an intra- and interstate basis. 
Pending the expiration of the current moratorium on Internet access taxes, and in the absence of Federal legislation to the contrary, each state would retain the right to enact Internet access taxes under the proposed system.

This proposal respects the sovereignty of Native American nations, and it leaves to the proper jurisdiction of Congress the power to negotiate any sales/use tax-related treaties with Native American nations.
17.
How does this proposal treat local governments’ autonomy and their ability to raise a greater or lesser amount of revenues depending on the needs and desires of their citizens? 

As in the case of state sovereignty, this proposal would significantly impact the current level of local government autonomy in the interests of simplicity and a more effective tax administration.  The requirement for one sales/use tax per state would preclude local jurisdictions from establishing their own sales/use tax rates for the purpose of raising a greater or lesser amount of revenues depending on the needs and desires of their citizens.  To the extent that they are currently empowered to do so under their respective state constitutions, uniform, multi-state definitions of products and services would infringe upon local jurisdictions’ right to establish their own definitions.  Local jurisdictions which are currently empowered to establish their own reporting requirements and sales/use tax return forms under their respective state constitutions would, under the proposed system, utilize the multi-state sales/use tax reporting requirements and the single return form established for their state.  Local jurisdictions’ ability to establish their own audit procedures and administrative requirements would be similarly affected by this proposal.

The AICPA recognizes that its proposal impinges on the autonomy of local governments.  However, the above discussion reflects the reality of the changes being brought about by e-business.  As noted above, however, local government would be able to participate in the process of: 1) developing the sales/use tax rate that will apply within their state; 2) the methodology whereby sales/use tax revenue will be apportioned among the various jurisdictions in a state; 3) the uniform, multistate definitions of products; 4) the sales/use tax reporting requirements and return form for their state; and 5) the multi-state audit procedures and administrative requirements.  These opportunities would make it possible for local governments to represent their constituents’ interests and for individual citizens to represent their own interests at a state and national level.  

This proposal does not address the possibility that local governments could raise additional revenue through increases in other non-sales/use taxes, fees, or new taxes.

Constitutional

18.
Is the proposal constitutional? 

  This proposal assumes that all states enact a common set of rules for their mutual benefit.

Conclusion

The current sales tax system is based the buyer and the seller being in the same physical location.  The current system has a mechanism to capture sales that take place between remote parties (i.e., the use tax), however; this system has proven to be virtually unenforceable with regard to sales to individuals.  Due to the increasing number of sales that occur between remote buyers and sellers, the current collectibility of tax revenues is threatened.  Further, the noncompliance with the use tax threatens to undermine not only the current sales tax system, but taxpayers' confidence in the underpinning of all of our tax system … self assessment. 

The above discussion outlines a radically simplified sales and use tax system and suggests that there be a standardization of the nexus rules.  If these elements are incorporated in the sales and use tax system, there will be simplicity and certainty, which will lead to, increased revenues via improved compliance and a reduction of costs associated with administering the current system.  The AICPA recognizes that there is an infringement on the sovereignty of state and local governments and that the above suggestions will be a challenge to develop and implement.  However, in order to achieve maximum simplicity and compliance, some sovereignty must be traded for a more effective, fair and just tax system. 
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