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This study is the fourth in a series prepared for the eCommerce Coalition, a broad-based, national coalition dedicated to providing sound policy information on electronic commerce taxation. 

14. The Coalition members include America Online, Inc., Andersen Consulting LLP, Bank One, Cisco Systems, Inc., Citigroup, First Data Corporation, The Gap, Inc., Intuit, Inc., Microsoft Corporation, Sears Roebuck and Co., and Wal-Mart Stores, Inc. Time Warner, Inc. is also a member of the Coalition, but has abstained from participation in this paper due to its role on the Advisory Commission on Electronic Commerce. Inquiries concerning the Coalition should be made to Joseph R. Crosby, Ernst & Young’s National Director of State and Local Tax Legislative Services. Mr. Crosby’s phone number is 202/327-5817 and his email address is joseph.crosby@ey.com.

15. The first study in the series is The Sky Is Not Falling: Why State and Local Revenues Were Not Significantly Impacted by the Internet in 1998.  The second study is Tariffs and Consumption Taxes: Understanding the Differences.  The third study is Masters of Complexity and Bearers of Great Burden: The Sales Tax System and Compliance Costs for Multistate Retailers. All three studies can be found at www.ey.com.
Executive Summary

The current sales and use tax system is a burden on interstate commerce for all sellers. The complexities surrounding sales tax compliance in almost 7,500 individual taxing jurisdictions result in significant compliance expense for companies both large and small. In recognition of this burden, as well as for other related reasons, the Supreme Court has prohibited any jurisdiction from forcing vendors with no substantial nexus with that jurisdiction to collect the jurisdiction’s use tax.

Simplification of this complex system is crucial if any meaningful progress is to be made towards addressing the issues surrounding the taxation of remote commerce, including leveling the playing field for all forms of commerce. Due to the impact of taxation on the emerging competitive realities of electronic commerce, it is important that these issues be settled sooner rather than later. However, it is worth noting that the present situation is not a significant drain on state revenues—states and localities have overestimated their current revenue losses due to Internet sales, and the economy is thriving in large part as a result of electronic commerce. Thus, rather than trying to make a complex and broken system fit into a new economic environment, now is the time for states and localities to make the sales and use tax system less complex by enacting appropriate simplification measures and to level the playing field for all forms of commerce.

Preface

This proposal is submitted to the Advisory Commission on Electronic Commerce (the “Commission”) on behalf of the eCommerce Coalition (the “Coalition”) in response to the Commission’s invitation. We thank you in advance for granting the Coalition the opportunity to present its views.

As the Commission has indicated, it will soon begin the process of drafting a report to the Congress after reviewing this and other submissions. The Coalition offers the following proposal for consideration during the report drafting process. This proposal is based on the goals of simplification of the state and local sales and use tax system and of establishing a level playing field for collection of this tax for all forms of commerce, whether electronic or otherwise. These goals are mutually dependent.

While the full extent of simplification necessary within the current system is the subject of continued debate, to which we contribute with this proposal, the Coalition recognizes that cooperation will be necessary at all levels of government: international, national, state, and local. As electronic commerce is truly a global medium, any policies adopted in the United States must be informed by international actions in this area.
 A comprehensive solution will require that some degree of sovereignty be relinquished by governments at all levels.

Simplification of the State and Local Sales and Use Tax System

The current sales and use tax system is a burden on interstate commerce for all sellers. The complexities surrounding sales tax compliance in almost 7,500 individual taxing jurisdictions result in significant compliance expense for companies both large and small.
 In recognition of this burden, as well as for other related reasons, the Supreme Court has prohibited any jurisdiction from forcing vendors with no substantial nexus with that jurisdiction to collect the jurisdiction’s use tax.

The sales and use tax is a major component of state and local revenue systems, comprising approximately one-third of total state and local revenues. States are anxious about the potential future diminishment of sales tax collections that will result if taxable sales shift from vendors who have physical presence in their states to those without the requisite nexus necessary to require the collection of use taxes on behalf of those states (“remote sellers”). 

Because of the complexity of the current sales and use tax system, the burden that it would impose on remote sellers, and the government’s concern over reduced revenues, the only viable avenue for protecting this revenue source, without unduly burdening business, is significant simplification of the current sales and use tax system.

Use Tax Collection

Perhaps, the most logical method to collect the use tax that goes currently uncollected would be for states to enforce their existing use tax laws. However, for a variety of reasons, including the difficulty of collecting this tax from non-business consumers and an apparent lack of the political will necessary to create a credible enforcement mechanism, such enforcement of the use tax on consumers seems unlikely. At the very least, and certainly during the period that any simplified system is under development, state and local governments should undertake a process of educating consumers of their sales and use tax obligations, as well as other potential collection avenues.

Technology

Many have suggested that technology is a “solution” to the problem created by government’s inability to collect the use tax on remote purchases.
 They claim that technology can easily relieve the burden that business currently bears as a result of their sales or use tax collection responsibilities. Although it is true that technology provides meaningful assistance to many vendors under today’s system, that technology is neither inexpensive nor able to address the entirety of vendors’ collection responsibilities. Furthermore, this software is complex and requires significant resources to administer. Because it is not cost effective to completely automate the ambiguity inherent in the current sales and use tax system, technology is not a viable solution for the vast majority of Internet vendors without dramatic simplification of the existing system.

Those outside the arena of tax professionals seem to believe that the only difficulty with the sales and use tax system results from the calculation of many different tax rates, which actually is an area in which technology already provides assistance. Although the large number of taxing jurisdictions is indeed a cause of complexity in the current system, it is by no means the most pernicious; dissimilar definitions of taxable goods and services, widely varying tax registration and filing requirements, and a multiplicity of sales and use tax exemptions are but a few of the other causes of complexity. In other words, non-uniformity is the technology obstacle, not the number of taxing jurisdictions. If you solve the first, technology exists or can be developed to handle the second.

It is also critical to understand that the technology solutions currently offered are primarily (if not exclusively) directed at tangible personal property, and at situations where the vendor has some opportunity to capture relevant tax information about the consumer. As a result, these “solutions” are not viable where digital goods and services are involved. Vendors of digital goods and services do not have the ability to accurately obtain the information necessary to enable any technological solution currently proposed. Indeed, even in the area of tangible personal property, it is not always possible to obtain information necessary to make a real-time tax determination.

The Coalition commends the efforts currently being undertaken by several representatives of state and local government officials to address technology-enabled sales and use tax collection. However, the Coalition cautions that many businesses and functionalities apart from the vendor and consumer participate in most transactions, and that few, if any, of them would volunteer to participate in an unproved system. In the absence of more developed empirical data proving its value, we cannot conclude that technology enablement of the current system is an appropriate solution. In any such discussion, it is important to recognize that merely shifting the burden for collection from the vendor to any other party to the transaction is not a viable solution.

Simplification First

As it is the states and localities who have created a system that, when taken collectively, places an objectionable burden on remote sellers, it follows that these governments should be the ones to eliminate this burden. Indeed, in support of the principles of tax neutrality, fairness and efficiency, it is imperative that the states and localities aggressively and mutually pursue simplification. It is simplification, and simplification alone, that can provide the solution that both state and local government and the business community seek. Even given this, if there is any chance of success, the states and localities must agree to work together on crafting a simplification solution.

Simplification must be accomplished before there can be any substantive consideration of a future collection on the part of those not currently required to collect. This simplification must apply to all parties and all transactions. It is imperative that states and localities engage in simplification to ensure that similar transactions are treated similarly, regardless of the medium of that transaction, and that the reliability of this revenue source not be diminished. By modifying the current sales and use tax systems for remote sales only, or for sales made over the Internet only, as some have already suggested, there is a significant risk of actually making the current tax system more complex and less reliable as a revenue source. Additionally, limiting the benefits of simplification to catalogue and Internet sellers will not achieve the goal of tax neutrality.

Level Playing Field

Providing special treatment to one sector of the economy, to the detriment of other competing sectors, does not make for rational economic or tax policy. Government should not distort the market by trying to pick winners and losers, but should instead provide uniform treatment to all. Requiring that sales and use taxes be collected on all like transactions (and compensating vendors for any collection costs) is an equitable approach to tax policy.

To offset costs associated with collecting use taxes on purchases, sellers should be allowed to keep a percentage of the taxes collected. Important in determining that percentage would be accurate information on the actual costs (e.g., software, staffing, etc.) that collection imposes on businesses. One option that could be considered for this collection allowance would be the adoption of a sliding scale on which the collection allowance increases as the complexity of the system (and thus cost to administer) increases and vice versa. A second option, which is an extension of proposals currently being developed by several groups representing state and local government officials, would be for the states bear the full costs of an independent collection system (e.g., software and certified sales tax service providers) for all vendors.

Congressional Direction

States may be unwilling to embark on such a radical change to any major component of their revenue systems without a clear idea of the exact level of change needed to ensure elimination of the current burden. Thus, we suggest that the Commission recommend that Congress enact legislation to set such a threshold. The following section outlines our suggestions for simplification criteria that would comprise such a threshold.

Simplification Criteria

The Coalition’s goals with regard to simplification closely follow the goals of the National Tax Association (NTA) Communications and Electronic Commerce Tax Project. As noted in the NTA Project’s Final Report, a part of the Project’s effort was to improve “…the current system by making substantive and procedural improvements to the current basic structure in which an interstate seller interacts with each state in which it collects tax and each state is responsible for administration of its own tax.”
 Towards this end, the Coalition proposes that state and local governments focus on, at a minimum, the following sales and use tax simplifications applicable to all forms of commerce:

· A destination based, state administered, one tax rate per state system that would apply to goods or services that are taxable in that state;

· Uniform definitions or classifications of goods and services among the states for determining the tax base;

· Uniform tax registration requirements and forms;

· Harmonization among the states of tax return forms, filing dates, exemptions, and remittance options, including consolidated returns for parents and subsidiaries;

· Uniform treatment of bad debts, bad checks, returns, and charge-backs related to sales and use taxes;

· A uniform provision for direct payment of use tax;

· Uniform refund claim forms and procedures;

· Uniform resale certificate forms and administration;

· Uniform and meaningful compensation to vendors for their costs of collecting sales and use tax;

· Uniform provisions as to the time lag between the date sales and use tax law changes are enacted and the date such changes become effective; and,

· Protection from liability for vendors using government-approved processes and procedures.

Uniformity

Not surprisingly, most of these criteria include the term “uniform.” This uniformity is the key facet of any proposal to simplify the current sales and use tax system. While sensitive to the issue of federal preemption of state sovereignty, this proposal realizes that uniformity, and thus simplification, is not possible without cooperation between the states and the federal government. This concept underlies our call for a federally encouraged, state led effort.

Thus, this proposal recommends Congressional enactment of legislation setting a “threshold” for simplification that encompasses the criteria set forth previously, coupled with input from business representatives and oversight by the National Conference of Commissioners on Uniform State Laws or some other appropriate group to ensure the implementation of a uniform, simplified system. 

Conclusion

Simplification of the current sales and use tax system is crucial if any meaningful progress is to be made towards addressing the issues surrounding the taxation of remote commerce, including leveling the playing field for all forms of commerce. Without simplification it is impractical to begin addressing technological solutions. In fact, the lack of uniformity and simplicity is the problem, and once that problem is resolved, then, and only then, could technological “solutions” be implemented.

Due to the impact of taxation on the emerging competitive realities of electronic commerce, it is important that these issues be settled sooner rather than later. However, it is worth noting that the present situation is not a significant drain on state revenues—states and localities have overestimated their current revenue losses due to Internet sales, and the economy is thriving in large part as a result of electronic commerce.
 Thus, rather than trying to make a complex and broken system fit into a new economic environment, now is the time for states and localities to make the sales and use tax system less complex by enacting appropriate simplification measures and to level the playing field for all forms of commerce.

Appendix I: Supplemental Recommendations

The Coalition was hesitant to limit this proposal exclusively to consideration of potential components of a simplified state and local sales and use tax system. Consequently, the following list comprises the Coalition’s recommendations in this and other areas in which the Congress has asked the Commission for its guidance. Should the Commission be interested in further detail on any of these recommendations, please contact the Coalition’s representatives.

1.  Federal encouragement, through Congressional legislation, of state led efforts to simplify the current state and local sales and use tax system and to establish a level playing field for all forms of commerce.

2.  Congressional enactment of a permanent moratorium on state and local taxation of Internet access and on the imposition of any other tax that is directed exclusively at, or unique to, electronic commerce.

3.  Congressional enactment of a jurisdictional nexus standard requiring physical presence for the imposition of any state or local income, franchise, net worth, capital, or other business activity tax whether income-based or otherwise.

4.  Establishment of a permanent moratorium on international taxes or tariffs that are directed exclusively at, or unique to, electronic commerce.

5.  Establishment of a permanent moratorium on federal taxes that are directed exclusively at, or unique to, electronic commerce.

Appendix II: Compliance With ACEC Criteria

16. 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)? This proposal’s main element is dramatic simplification of the existing system through uniformity.

17. How does this proposal define, distinguish, and propose to tax information, digital goods, and services provided electronically over the Internet? This proposal does not differentiate digital information, services and goods from tangible goods other than to note that such transactions pose unique challenges to technology-focused “solutions.”

18. How does this proposal protect against onerous and/or multiple audits? Simplification will significantly reduce the likelihood of onerous audits. A state administered system also limits the number of potential audits.

19. Does this proposal impose any taxes on Internet access or new taxes on Internet sales? No; our supplementary recommendations argue against such taxes.

20. 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?) Yes; the proposal only addresses the collection of current sales and use taxes.

21. 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? No.

22. What features of the proposal will impact the revenue base of federal, state, and local governments? Simplification of the current sales and use tax system is likely to lead increased participation by vendors, and thus increased tax revenue.

23. Does this proposal remove the financial, logistical, and administrative compliance burdens of sales and use tax collections from sellers? Does the proposal include any special provisions with respect to small, medium-sized, or start-up businesses? Yes; vendor allowances are provided to account for any burden placed upon vendors. This proposal does not include special provisions for small businesses as all businesses will benefit from the proposal in proportion to their sales.

24. 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? Yes; this proposal calls explicitly for the establishment of a level playing field for all forms of commerce.

25. Does the proposal discriminate against out-of-state or remote vendors or among different categories of such vendors? No.

26. How does this proposal affect U.S. global competitiveness and the ability of U.S. businesses to compete in a global marketplace? Dramatic simplification of the existing system benefits all business, whether foreign or domestic.

27. Can this proposal be scaled to the international level? Yes; this proposal does not contain elements which inherently limit its international applicability. 

28. 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? As this proposal suggests simplification of the current tax system, its conformance to international tax systems and harmonization with America’s trading partners is substantively similar to that of the current system.

29. 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 does not require the development or use of any particular piece of technology.

30. Does the proposal protect the privacy of purchasers? A simplified system requires less, rather than more, information than does the current system.

31. Does this proposal respect the sovereignty of states and Native Americans? Yes; however, in implementing a simplified, uniform system, states and other levels of government would legislatively relinquish some degree of sovereignty.

32. 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? This proposal eliminates the use of local option taxes. However, it does not limit the ability of state and local governments to enter into agreements with one another, as most currently do, to ensure sufficient funding of government services.

33. Is the proposal constitutional? This proposal does not violate any aspects of the U.S. Constitution. However, some state constitutions will likely require modification in order to establish a uniform system.

� The European Union (EU) and the Organization for Economic Cooperation and Development (OECD) have recognized the importance of applying tax principles to electronic commerce in a rational, non-discriminatory manner: “[The European Union shares] the view of other OECD members—a view echoed by business representatives—that the development of a fair and predictable system for applying consumption taxes to e-commerce must be a priority.” Outline of intervention by Stephen Bill to the OECD Forum on Electronic Commerce in Paris on 12-13 October, 1999.





� For a complete evaluation of the burden place upon interstate commerce by the current state and local sales and use tax system, please see “Masters of Complexity and Bearers of Great Burden: The Sales Tax System and Compliance Costs for Multistate Retailers,” available at http://www.ey.com/publicate/ecommerce/pdf/ complexity.pdf.





� Quill v. North Dakota, 504 U.S. 298 (1992).


� Technology can be considered in several different sales and use taxes “scenarios.” These scenarios include businesses engaging in traditional retail sales, catalogue sales, Internet sales, and combinations of these three (e.g., a business that engages in both traditional retail sales and Internet sales). The technology required for each scenario is likely to vary considerably. This discussion considers technology generally and is not specific to any particular scenario.





� Ambiguity is evident throughout the sales and use tax system. For example, oil sold for use in automobiles may be taxable, while that same oil for use in a manufacturing process may not be taxable. The vendor often does not know to which end such a good is going to be put, and thus whether or not it should be taxed upon sale.


� This option causes great concern to the business community for a host of reasons. One such concern is that government’s commitment to continually fund the system will last only as long as there are no strains on state and local government budgets.


� National Tax Association Communications and Electronic Commerce Tax Project Final Report, pp. vi-vii, September 7, 1999.


� “The Sky is Not Falling: Why State and Local Revenues Were Not Significantly Impacted by the Internet in 1998”, available at http://www.ey.com/publicate/ecommerce/pdf/sky.pdf.
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