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The e-Freedom Coalition’s Proposal to the 

Advisory Commission on Electronic Commerce

November 15, 1999

Electronic commerce has grown rapidly over the past several years and the Internet is changing the way the world does business.  From the perspective of the online consumer, it does not matter if a purchase is made from a Web site in San Francisco, Boston, or Beijing — it only matters who offers the best product at the best price.  Everyone — including government — gains from such increasing economic integration.


Unfortunately, the benefits of electronic commerce are threatened by the impulses of some elected officials to regulate and tax.  Electronic commerce is changing daily in scope and scale: in the way the industry is structured, the ways information is formatted and transmitted, the ways in which exchanges are created and financed, and the ways in which privacy is protected.  Every aspect of electronic commerce is in flux.  We believe any effort to assert political control is an assault on this emerging medium.  We believe new tax schemes on remote sales will inevitably entail vast and invasive monitoring – Who would levy the tax; what level of tax and of record-keeping would be imposed; how would compliance and sales be monitored.  Furthermore, tax proposals pose severe threats to the evolving privacy protections on the Internet such as encryption and anonymous digital money. 


Those are reasons enough for caution.  But the problems with e-commerce taxation go far beyond its invasiveness.  Indeed, allowing state and local governments to tax across borders is fundamentally unjust.  Remote taxation is Taxation without Representation on an unprecedented scale; a practice that cannot be tolerated in democratic society.  The proper role of taxation is to support those functions carried out within a governing jurisdiction.  Such taxes cannot be levied on or collected from people who have no say in how the funds are used.   Imposing tax collection responsibilities on remote firms violates those important principles by staking claim on economic activity largely unrelated to the benefits provided by the taxing jurisdiction. 

The advocates of new tax collection schemes rely on an increasingly irrelevant distinction between so-called “Main Street” businesses and online business.  But the Internet is open to everyone.  Even as the Commission deliberates, Main Street businesses are embracing the Internet in droves, through individual Web sites, online auctions, and such emerging forums as Amazon’s zShops and Iconomy.com’s automated storefronts.  In the name of the small number of Main Street businesses that would stifle rather than embrace the opportunities presented by the Internet, the proponents of new tax collection schemes are willing to sacrifice the ability of future Main Streeters to reach the world via the information highway.  If the advocates of expanded taxation prevail, many main Street businesses will stay precisely that – never reaching their full potential in the increasingly global marketplace.  

Proposals to apply “efficient” or “uniform” taxes to remote sales are especially distressing.  A uniform tax is easily raised and high tax rates, even when administered on a neutral basis, are detrimental to economic growth and development.  Electronic commerce empowers consumers to take advantage of competitive tax rates in other jurisdictions and thus serves as a necessary constraint on excessive government.  The flexibility in moving capital and economic activities around the globe offered by the Internet at last makes it possible to sharpen those disciplining influences, to the benefit of taxpayers and consumers.  

For those officials concerned about “leakage” from state and local taxes due to Internet commerce, the solution is a re-examination of their own tax-and-spending policies.  The first priority should be to cut unnecessary expenditures and streamline tax collection systems.  Indeed, it is abundantly clear in this time of unprecedented federal, state and local budget surpluses that the last thing politicians need are new revenues.  

Rather than impose new and onerous tax collection schemes, we take a more open approach that respects the sovereignty of taxpayers and local jurisdictions.

Recognizing that a citizen’s ability to take advantage of all the Internet offers, including e-commerce, completely depends on the Internet’s accessibility, this proposal contains five recommendations to tear down and prevent the re-emergence of government-imposed taxes and regulations that serve only to drive up costs for consumers and retard the investments needed to strengthen and maintain the national information infrastructure.   Specifically, we have identified five tax-related barriers to Internet access:

· Barrier #1: The federal 3% excise tax on telecommunications.  The tax is an anachronism and should be repealed immediately.

· Barrier #2: Discriminatory ad valorem taxation of interstate telecommunications.  Fifteen states tax telecommunications business property at rates higher than other property, driving up costs for consumers.  Federal protections against such taxes – already in effect for railroads, airlines and trucking – should be extended to telecommunications.  

· Barrier #3: Internet tolls – new taxes and fees levied on telecommunications providers and their customers when cable is installed along highways and roads.  These new taxes, which can run up to 5% of gross receipts, drive up costs for consumers, and should be abolished.  Congress should make clear that the 1996 Telecommunications Act intended only for state and local governments to be reimbursed for actual costs incurred for managing the public right of ways.

· Barrier #4: High state and local telecommunications taxes, complicated auditing and filing procedures.  Many governments are using consumer telephone bills as cash cows, imposing multiple and high taxes on services.  Such taxes should be slashed to a single tax per state and locality, and filing/auditing procedures streamlined.

· Barrier #5: Internet access taxes.  The temporary federal ban on Internet access taxes should be made permanent.  States and localities that imposed such taxes before the ban took effect should repeal any taxes on access to keep costs down for consumers.

Next, we propose that if sales taxes are to continue to be collected online, a pro-growth system for the collection of sales and use taxes by companies with a substantial physical presence within the taxing jurisdiction is appropriate.  The system would affirm, update and clarify existing constitutional law by setting clear jurisdictional standards that are relevant and easily understood in “new economy.”  Originally proposed by Commissioner Dean Andal, this proposal will encourage tax collection by minimizing the compliance burden while at the same time encourage expansion of e-commerce by improving the certainty of state and local tax responsibilities. 

In short, our proposal hinges on many of the principles that have prevailed in fostering the Internet’s own phenomenal growth: openness, fairness, accessibility, freedom, and the minimal involvement of political institutions.  We now propose taking the Internet into the next century by increasing its accessibility, encouraging the growth of e-commerce, and enabling tax collection within proper constitutional guidelines.

A Clear, Constitutional Approach to e-Commerce Taxation

The E-Freedom Coalition recommends that the temporary tax-free zone arrangement created by the Internet Tax Freedom Act (ITFA) be made permanent for both access taxes and sales or use taxes on electronic commerce. Moreover, the Advisory Commission should recommend that any existing state or local taxes that were grandfathered under the ITFA be phased out or repealed outright.

The economic arguments against taxing electronic commerce are strong.  First, such taxation is inefficient.  Imposing multiple, overlapping or discriminatory access or sales taxes on the Internet or electronic commerce in general would be extremely difficult and inefficient in practice. Having 30,000 or even just 50 tax jurisdictions and policies would create a confusing and counter-productive domestic tax regime.  Imposing such a tax regime on the Internet or electronic commerce would also have an extremely deleterious effect on the Internet sector just as it is beginning to grow and expand. Industry output and entrepreneurship would likely be greatly curtailed as a result.


The negative effects of a new Internet tax regime would reverberate throughout the national economy.  Almost every American industry is now engaged in some form of electronic commerce or has initiated Internet-based services. Imposing burdensome taxes on Internet access or sales would discourage further efforts in this regard and likely retard innovation, job creation, and economic growth in general.


The creation of such a tax regime or regimes would likely require a significant increase in government tax oversight and enforcement efforts. Tax collection agencies and/or their surrogates at all levels of government would grow larger and more intrusive as efforts to tax electronic commerce proliferated. The resulting expansion in the overall size of government would likely lead to more government meddling in the private sector in general and the high-tech sector in particular. 

Just as the economic arguments against Internet taxation are strong, so are the legal and constitutional arguments.   The Supreme Court has long held that attempts by a state or local government to tax or regulate out-of-state activity or “remote commerce” are unconstitutional. State and local governments can only tax those parties that have a “nexus” or “substantial physical presence” within their jurisdictions. Establishing a tax system that grants state and local governments the right to impose multiple and over-lapping taxes would reverse two centuries worth of sound Supreme Court case law and create a disturbing precedent for the taxation of other forms of interstate commerce.


Beyond upsetting legal precedent, taxing electronic commerce represents a direct affront to constitutional first principles and a threat to America’s federalist structure of government in general. The Founding Fathers included language in Article 1, Section 8 of the Constitution to allow Congress to “regulate interstate commerce” in an attempt to remedy the problems the colonies experienced when they operated under the Articles of Confederation. Excessive parochialism and perpetual interference with the free flow interstate commerce forced the Founders to abandon the Articles and instead adopt our modern Constitution to alleviate these ills. The federal republic they created allowed for extensive state and local experimentation and autonomy, but also placed firm limits on the ability of state and local governments when interstate commerce was at stake. An important part of America’s federalist system of government, therefore, is an understanding and appreciation of the limits of state sovereignty. In order for each state to preserve an autonomous sphere for itself, there must necessarily be limits on its jurisdictional authority. Simply put, a state’s jurisdictional authority ends at its own borders. Allowing state or local taxation of the Internet would betray this constitutional first principle by allowing governments to impose their will on consumers and companies outside their jurisdictional boundaries. 


For these economic and legal reasons, it is vital that the Advisory Commission propose a permanent ban on access taxes or any form of discriminatory sales or use taxes on electronic commerce.

Addressing and Debunking the “Fairness” Arguments 


Despite these arguments, some may still resist the adoption of a permanent ban on Internet access and sales taxes because of certain “fairness” arguments they have heard repeatedly voiced by critics of the Internet Tax Freedom Act. These fairness arguments typically come in two varieties:

· Fairness Argument #1: It is not fair to exempt remote Internet vendors from access or sales taxes when “bricks and mortar” or “Main Street” businesses within a state are required to collect them.

· Fairness Argument #2: It is not fair to deprive state and local governments of the revenues that could be collected by taxing Internet access or electronic sales.


These arguments represent legitimate concerns that are being raised by a host of state and local government officials and some businesses. Therefore, it is important that the members of the Advisory Commission address and debunk these fairness arguments to ensure that new tax schemes are not imposed on electronic commerce.


The first argument regarding the fairness of exempting remote vendors from access or sales taxes misses an important point: remote vendors do not use or deplete state or local resources which state or local taxes support. In fact, it would be patently unfair to force out-of-state companies to pay taxes for government services or programs they do not use or benefit from. State and local businesses pay or collect such taxes because they can take advantage of the programs or services provided with those funds. Remote vendors engaging in interstate electronic transactions do not benefit in a similar way from these taxes, and shipping companies already pay taxes to cover their use of public goods and services.


Moreover, Internet vendors are tangible “bricks and mortar” businesses that will continue to pay routine income taxes where they reside. A permanent Internet tax moratorium would only exclude states and localities from taxing remote vendors of electronic commerce. 


The second fairness argument regarding the threat a Net tax moratorium poses for future state and local tax revenues is equally flawed. The remarkable and explosive rise of the Internet and electronic commerce is creating a virtually unprecedented level of entrepreneurship and innovation in America. Moreover, this remarkable technological renaissance has been the driving engine behind America’s recent strong and sustained economic growth.


This has presented policymakers with a paradoxical situation. The rise of this new unregulated and, for the most part, low tax sector, has helped fuel the sustained growth of not only economic activity, but government tax revenues as well. For the first time in decades, Americans now live in an “Age of Surplus,” where federal, state, and local governments are taking in record tax revenues. How can this be if critics are correct in their contention that a tax-free Internet represents a serious drain on governmental tax collections?


Simple economics explains the apparent paradox. First, the rise of the Internet and the Information Economy has created new jobs and new business opportunities that did not exist previously. In turn, this increased economic activity and output increased individual income and business profits, which, consequently, provided new tax sources and higher revenues overall for all governments. And, again, it is important to reiterate that simply because interstate Internet transactions have been exempted from taxes, that does not mean companies engaging in electronic commerce are completely tax-free. Electronic vendors are still responsible for paying routine corporate income taxes and are treated like any other business within their home states. A permanent moratorium on Net taxes would not upset this balance in any way. 

Setting a Uniform Jurisdictional Standard for Sales Tax Collection

Next, the expansion of economic activity and opportunity through electronic commerce does not require abandoning state and local taxing authority, only better defining it.  By placing clear parameters on state and local authority to tax interstate commerce, Congress can reduce the threat of taxation in jurisdictions in which vendors do not have a substantial physical presence.  The U.S. Supreme Court has long recognized that the Commerce Clause requires a physical connection between the taxing jurisdiction and the taxpayer.  See Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977).  A substantial physical presence provides an identifiable standard that ensures a state’s power to tax is limited to taxpayers within its borders.  Nothing will do more harm to the growth of electronic commerce, and to taxpayers and consumers directly, than expanding state and local taxing authority beyond their borders.

The threat of taxation is as much an issue as the obligation of taxation itself.  The Supreme Court’s decisions in National Bellas Hess, Inc. v. Department of Revenue of Illinois, 386 U.S. 753 (1967), and Quill Corp. v. North Dakota, 504 U.S. 298 (1992), have not been uniformly adhered to or interpreted.  States continually litigate new theories in the hope of expanding their jurisdiction beyond their borders, not just for use taxes but other excise and business activity taxes.  The cost to taxpayers and consumers in money and time is substantial.  All the while, predictable jurisdictional standards are being eroded.  This lack of certainty is the biggest threat to business on the Internet. One of the biggest hurdles facing businesses engaged in interstate commerce is simply knowing which tax agencies are involved.  For the on-line business, the uncertainty is positively mind-boggling because the technology itself poses new questions in jurisdictional standards.  Can an ISP that facilitates the processing of data cause its customers to have tax obligations in the state, county and city of the ISP?  Does the mere fact that a customer can order via your web page subject your company to taxation in the state of the consumer?  What about the in-state use of a license or copyrighted material?  


With the exception of PL 86-272, which relates strictly to state income taxes and to sellers of tangible personal property, Congress has left the question of the limits of state taxing authority to the courts.  The courts, however, have failed to solve the problem.  Each decision is the subject of subsequent dispute and argument over its proper application.  New theories are developed and more time and energy spent litigating for certainty and predictability.

The definition of "substantial nexus" is most often the subject of dispute.  Some decisions suggest that it applies differently depending on the type of tax.  While the Supreme Court in Quill reiterated the standard of a "substantial physical presence" articulated in the 1967 decision of National Bellas Hess, 386 U.S. 753, some states argue their standard only applies to the collection obligation under the use tax, and not, for example, to income taxes. See Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 (S.C. 1993), cert. den., 510 U.S. 992 (1993) (foreign corporation’s licensing of its Toys ‘R Us trademark in the taxing state and the royalties generated from it established nexus even without a physical presence).


The indirect establishment of a substantial presence on the part of the out-of-state person is another fruitful ground of controversy.  Over the last decade, the states have attempted to expand the theory of "attributional nexus," which attributes the substantial physical presence of one person to that of another either by way of agency or corporate affiliation.  Does advertising by an out-of-state company on a web page that happens to be on a server located in the taxing state suffice?  What about a logo on a web page "hot-linked" to an out-of-state vendor?  What about the in-state presence of a telecommunications service provider’s equipment used by an in-state resident to order from an out-of-state vendor with whom the telecommunications company contracts for services?  For example, Texas has asserted that a web site on a Texas server creates nexus for an ISP’s out-of-state customer.


Even if one assumes that jurisdiction to tax exists, the next layer of uncertainty is what is subject to tax (tax base) and the appropriate rate to apply.  Computing the proper tax liability is the most intrusive aspect of taxation and in many cases the most burdensome aspect of taxation.  The more tax agencies involved, the more burdensome compliance becomes.  


Unlike the bricks and mortar business that state and local governments so often argue are being discriminated against, the out-of-state retailer is asked to do that which the in-state retailer is not: determine the place of use for each of its customers.  For example, the brick and mortar retailer doesn’t ask if I’m taking my purchase and going back to my home which is in a different taxing jurisdiction.  They don’t care.  The sales tax treats the place of purchase as the place of consumption.  However, if the same transaction occurred online via the company’s web page, different standards would apply.  If the store is in my home state, most likely the sales tax would once again apply but the seller would first have to determine the destination of the sale.  If the seller was in a different state, the use tax applies and the seller would have to identify the destination of the sale and collect and remit based on the rules and rates for that local jurisdiction assuming the company has nexus (reliance on zip codes is not legally sufficient as many zip codes cross taxing jurisdictions).  In the purely digital world, where both the consummation of the agreement and the exchange of the product or service occur on-line, location is not just irrelevant; it can be impossible to determine.  The use tax is not a surrogate consumption tax, as some would suggest.  It was a device conceived to protect in-state merchants.


The physical presence standard properly respects state borders.  The basic purpose of taxation is to raise money for government services and programs.  Why should a business, having no physical presence in a state, be obligated to contribute to the programs and services in that state?  The argument of a "maintenance of a market" for the out-of-state business mistakes the nature of that market.  The market exists because of the people, not the government (while such might be true in a centrally planned economy, it is not the case in America).  And clearly, out of their own self-interest, the people who live in the jurisdiction properly pay the taxes necessary to support the roads, education and other infrastructure to meet the needs of that market.


Subjecting taxpayers to the intricacies of the tax codes of the jurisdiction in which they are physically present is not an insignificant burden, but subjecting taxpayers to all the tax codes in all the jurisdictions of their customers would create an insurmountable burden to all but the largest businesses, or alternatively require the vast expansion of government tax collection agencies and/or their surrogates.  Neither suggestion is friendly to taxpayers and consumers.

Tear down the barriers to Internet access:

Repeal the federal excise tax on telecommunications


The federal 3% excise tax on telecommunications is an anachronism that should be repealed immediately and in its entirety.


The FET was first established in 1898 as a temporary tax to help finance the Spanish-American War, and then continued as a "luxury" tax to help pay for World War I.    Today, the FET is third behind alcohol and tobacco as the largest general fund excise tax in the Federal budget, raising nearly $5 billion in FY 1998.  When state and local taxes are taken into account, the average tax rate on telecommunications services in the U.S. is over 18 percent.


Taxes on telecommunications are, inevitably, taxes on the Internet.  Whether through dial-up access or Digital Subscriber Lines (DSL), over cable modems or wireless ones, access to the Internet takes place over the telecommunications network. Indeed, over 50 percent of the traffic on the public switched telephone network is now comprised of data rather than voice.  Thus, high telecommunications taxes slow the spread of Internet access and discourage deployment of the broadband networks needed for the next generation of Internet growth.  They raise the costs of electronic commerce for every business, big or small, and raise the price of Internet access for every household, rich or poor.   


Studies by the Joint Committee on Taxation, the Congressional Budget Office and the Treasury Department's Office of Tax Analysis have all concluded that the FET is the most regressive of all federal taxes.  A recent study by The Progress & Freedom Foundation estimates that at least 165,000 U.S. households are priced out of the market for fast Internet access due to high telecom taxes, with the impact falling disproportionately on low-income and rural households.


The FET also discriminates against the very sector of the U.S. economy that is driving economic growth.  While the information technology sector of the economy accounts for less than 10 percent of Gross Domestic Product, it has produced over 40 percent of GDP growth in recent years.  Jobs created by the IT sector are among the highest paying jobs in the U.S. economy, with average annual wages in excess of $52,000, as compared with an economy-wide average of less than $37,000.

Prohibit the discriminatory taxation of interstate telecommunications


As discussed above, excessive taxes on telecommunications ultimately restricts access to the Internet, either through higher costs to users or under-investment telecommunications infrastructure.  Available and affordable Internet access requires a nondiscriminatory tax burden on telecommunications service providers.


Discriminatory property taxation usually takes two forms.  First, as part of the concept of unit valuation, many states tax the intangible assets of public utilities while not taxing the same assets held by other businesses.  These intangible assets, which include assets as diverse as federal operating licenses to an assembled work force, are often the most valuable portion of the utility’s business.  Second, states often apply a higher tax rate to the tangible personal property held by utility companies than that held by other business taxpayers generally.  A recent study by the Committee On State Taxation (COST) illustrates this fact.
  The study found 15 states tax telecommunications’ tangible personal property at a higher rate than other business property, and 14 states levy an ad valorem tax on telecommunications intangible property at a higher rate than other business intangibles.  


The impact of discriminatory property taxation victimizes customers in several ways.  Costs are exported to non-resident customers, driving up nationionally-set long distance rates.  As discriminatory taxes are eventually passed to the consumer, they constitute a regressive tax aimed at the nation’s less fortunate citizens, who tend to spend a higher portion of their incomes on utilities than wealthier Americans.

Even if a strong case against a discriminatory property tax could be made, current federal law severely curtails such challenges being heard in federal court unless an extremely high showing is made that the taxpayer has no "plain, speedy and efficient remedy" available. As a result, these taxpayers must file an appeal in the state court system and perhaps multiple local administrative agencies often composed of the same people who assess the property, thus making it more difficult to gain a fair hearing.  Without federal protections, telecommunications companies are forced to pay the discriminatory taxes before seeking judicial review.

The net result of all of these factors is a danger that telecommunications companies will make inadequate investment in the infrastructure backbone that is essential to the development of the Internet.  Discriminatory taxation of telecommunications property reduces return on such property and investment in the Internet backbone is diminished as a result.  Improved customer access to the Internet, the World Wide Web and electronic commerce will only come through lower costs associated with increased competition and adequate investment. Discriminatory property taxation of telecommunications companies stands squarely in the way. 


A legislative proposal to extend federal protections against discriminatory property tax treatment to telecommunications carriers engaged in interstate commerce is sorely needed to protect investment in the Internet backbone, and to protect consumers from the higher costs that result from such practices.  This proposal affords telecommunications companies the same tax treatment as their competitors for property tax purposes.  Tax discrimination will be eliminated and increased investment encouraged.  Ultimately, this policy will result in expansion of the Internet and improved access for all Americans.

Scrap Internet tolls: No above-cost fees for the installation of telecommunications cable along rights-of-way.


State and local governments are using strained interpretations of the 1996 Telecommunications Act to impose “Internet tolls” in the form of new “franchise taxes” of up to 5% on  business and consumer telecommunications use.   With an average 18.2% transaction tax burden already being paid by consumers,2 these new taxes and related special “fees” could easily make telecommunications the most highly taxed product or service in the United States.  Consumers need these services to access the Internet, making such new taxes a true impediment to widespread access to the Internet.  The Advisory Commission on Electronic Commerce should urge Congress to take remedial action immediately to clarify the Telecommunications Act of 1996 and to ensure state and local government tax policy is not a major contributor to the digital divide evident today.

Section 253(c) of the Telecommunications Act of 1996 states that: “[n]othing in this section affects the authority of a State or local government to manage the public rights-of-way or to require fair and reasonable compensation from telecommunications providers, on a competitively neutral and nondiscriminatory basis, for use of public rights-of-way on a nondiscriminatory basis, if the compensation required is publicly disclosed by such government.”  Unfortunately, state and local governments are routinely interpreting this language as granting them authority to impose a whole new regime of taxation on telecommunications providers and ultimately, consumers.  

Clearly, as found in a number of recent federal district court cases,2 Congress intended this term “compensation” to bear a direct relationship to the actual costs incurred by state and local jurisdictions in managing telecommunications facilities located in the public rights-of-way.  Clarification by Congress of what is meant by “fair and reasonable compensation” is critical lest providers will continue to incur years of costly litigation as state and local governments repeatedly attempt to impose new taxes never intended by Congress in adopting Section 253(c).  

Specifically, Section 253(c) should be amended to make clear that state and local governments should be reimbursed only for their actual and direct incremental expenses incurred in managing the telecommunications providers’ presence in the public rights-of-way.  Clearly, telecommunications providers and their customers should be responsible for those expenses state and local governments incur in managing the placement of facilities in the public rights-of-way.  And, just as clearly, Congress never intended state and local government to create a new tax regime that creates barriers to entry, discourages the development of facilities-based competitors and makes it much more expensive for both businesses and consumers to enjoy the benefits of advanced telecommunications services and access to the Internet.  Accordingly, this new and detrimental form of taxation must be halted – this type of costly taxation can only have the effect of slowing the growth of high-speed access to the Internet.

Local governments have also misinterpreted Section 253(c)’s language regarding “authority . . . to manage the public rights-of-way” as providing them with authority to introduce a third tier of regulatory oversight.  These attempts at local level regulatory oversight of telecommunications services always result in the telecommunications provider bearing significant and unnecessary costs.  Local governments have repeatedly attempted to impose regulatory/management requirements on telecommunications providers that translate into increased costs of doing business in the local jurisdictions.  Of course, these increased costs are passed along to business and consumer users of telecommunications in the form of increased rates – a hidden tax.  These new local regulatory/management requirements, e.g. mapping requirements, facilities planning reports, provision of in-kind services, undergrounding of facilities, do not constitute “manag[ing]. . . the public rights-of-way” as envisioned by Section 253(c).  Instead, as with new “franchise” taxes, these new local regulatory/management requirements have the effect of creating additional barriers to entry, discouraging the development of facilities-based competitors and making telecommunications services more expensive for consumers.  Congress should clarify Section 253(c) to bar this third tier of regulation.

Section 253(c) of the Telecommunications Act was never intended to be the vehicle for erecting tolls on the information superhighway.  The Commission should urge Congress to clarify the law to ensure that this abuse of telecommunications consumers is ended.

Simplify state and local telecommunications taxes, filing and auditing procedures.


State and local telecommunications taxes are too high, too complicated, and too numerous.  Consumers are burdened by multiple and often regressive taxes on telecommunications while providers must cope with complex filing and auditing procedures and in turn pass compliance costs along to consumers.


The Commission should consider several ideas to reduce and simplify state and local taxes on telecommunications.  States and localities that choose to tax telecommunications should impose only a single tax (one for state, one for localities), with one low rate and base applying across the state using uniform definitions representing the components of taxable and exempt transactions and customers.  Providers should be required to file only a single return to the state, representing funds collected for state and local taxes, after which the state should distribute funds back to localities.  To further reduce compliance costs, only one audit per state should be permitted for any taxable period.

Additional means of simplifying state and local telecommunications taxes should be considered, but only when such simplification will not ultimately increase the net tax burden, or rates, for consumers.

Protect privacy:  Restrict government from collecting data on individual consumer transactions.  


Protecting consumer privacy is absolutely critical, and the best way to protect consumer privacy is to make permanent the federal ban on discriminatory e-commerce taxes as described above, or as separately proposed by Chairman Gilmore and Rep. John Kasich.  Any new, expansive tax collection scheme is undesirable, regardless of whether “trusted third parties” or some other “farming out” tax collection scheme is utilized.

Under the proposal we outline above, absolutely no personal information beyond the home state of the consumer need ever be collected by a merchant, and only then when the consumer resides in a state where the merchant meets the clarified nexus standard.  We do find, however, that to the extent taxes are collected within the constitutional framework discussed above, the privacy of the consumer must be protected as well as or better than in the analog world, which currently protects consumer privacy by allowing for anonymous cash transactions. Developments in privacy protection in the digital world, such as encryption, should not be stifled by elaborate new tax schemes.


Any sales tax regime that requires personally identifiable information to be collected or transmitted to any government agency or surrogate should be summarily rejected.  Proponents of new tax collection regimes limply shield themselves from criticism by claiming that compliance with their plan will be “voluntary.”  Yet a thorough understanding of such proposals, combined with a dose of realism, make clear that their systems will not remain “voluntary” for long.  We view claims that their sales tax schemes will permanently protect consumer privacy with equal skepticism.

In addition, we recognize a fundamental difference between government collecting information on its citizens and two private parties entering into a voluntary agreement.  Clearly, a merchant knowing a shopper’s purchasing behavior for the purpose of making sales recommendations stands distinct from the government building a profile, for whatever reason, of a shopper’s purchases and activities.   Consequently, government should not interfere with the freedom of merchants and shoppers to voluntarily exchange information.

Appendix

e-Freedom Coalition Proposal: Responses to Commission Questions/Criteria

1. This proposal brings clarity and certainty to the collection of sales taxes by creating a uniform jurisdictional standard.  

2. Under this proposal merchants may be required to collect sales taxes only by those states where they have a substantial physical presence, consistent with the established tax base and definitions of those states.

3. This proposal protects businesses in one state from being subject to the auditing and reporting requirements of those states in which it has no substantial physical presence.

4. This proposal permanently bans taxes on Internet access, and suggests no new taxes or collection schemes for e-commerce.

5. This proposal does not leave the net tax burden on consumers unchanged.  Rather, it reduces the net tax burden on consumers by repealing the 3% federal excise tax on telecommunications, ending the discriminatory ad valorem taxation of interstate telecommunications, and ending above-cost fees for telecommunications infrastructure installed along right-of-ways.

6. The proposal does not 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.

7. By prohibiting discriminatory taxes on electronic commerce, the proposal would help spur the continued growth of the Internet sector which, in turn, should provide continued tax revenues for governments and more than offset any losses from the proposed prohibition of sales taxes. 

8. This proposal guarantees no collection burdens for sellers where they lack nexus, a provision that would especially benefit small and start-up businesses. The proposal also recommends that states simplify tax collection procedures for businesses with nexus in multiple jurisdictions.
9. This proposal does not change current tax liability of consumers and ensures that sales will be taxed only by a single jurisdiction.

10. To ensure private parties are protected from governments that exist where the parties have no representation, this system maintains the constitutional principle that only merchants with a substantial physical presence in a state may be subject to its tax collection schemes.

11. This proposal would help sustain and further America's position as a global leader in the Internet
sector and boost the overall competitiveness of all U.S. companies by ensuring they are not subjected to burdensome and discriminatory taxes on electronic commerce.

12. This proposal can be scaled to the international level.

13. Many of America’s trading partners have extremely burdensome, anti-consumer tax imposition and collection regimes.  This proposal in no way seeks to imitate those systems.  This proposal seeks to “conform” to the United States Constitution, and its guidelines concerning interstate commerce.

14. The proposal is technologically feasible, and no new technology is required.

15. The proposal permanently protects the privacy of purchasers.

16. The proposal respects the sovereignty of states and Native Americans.

17. Local government autonomy is protected to the maximum extent possible while ensuring that taxes do not substantially interfere with interstate commerce.

18. Finally, the proposal is constitutional. 
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�   Committee On State Taxation, 50-State Study and Report on Telecommunications Taxation, September 7, 1999.


2 Committee on State Taxation, 50-State Study and Report on Telecommunications Taxation, Testimony before the Advisory Commission on Electronic Commerce, September 14, 1999.
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