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On October 15, 1999, the Advisory Commission on Electronic Commerce issued an invitation to the public to submit proposals related to State and local taxation of Internet transactions and electronic commerce.  The Commission set forth 18 criteria that will be used to evaluate these proposals.  The authors suggest that “revenue neutrality” should be one of the ground rules for debating taxation of electronic commerce.  While expressing no view on how this debate should be resolved, the authors describe an enforcement mechanism that could be used should Congress legislate in this area.

Introduction

On October 15, 1999, the Advisory Commission on Electronic Commerce (hereinafter, “Commission”) issued an invitation to the public to submit proposals related to State and local taxation of Internet transactions and electronic commerce.  The Commission set forth 18 criteria that will be used to evaluate these proposals and to judge whether any should be incorporated in the Drafting Subcommittee’s “Issues and Policy Options” paper, to be presented at the Commission’s December 1999 meeting in San Francisco.

The 18 criteria cover many admirable and certain prerequisite principles, including simplicity, low compliance burden, nondiscrimination, international harmonization, privacy, and constitutionality.
  Among the criteria set forth by the Commission is the following query:  “Does this proposal leave the net tax burden on consumers unchanged?”
  This criterion, referred to as “revenue neutrality” in the tax policy community, is key to advancing the debate over the appropriate sales tax treatment of cross-border e-commerce transactions. 

In this paper we endorse imposition of the discipline of revenue neutrality in the Commission’s consideration of new tax proposals.  This will allow the Commission to focus on the fundamental technical and policy issues regarding the taxation of cross-border sales, without getting bogged down in politically charged allegations of  “tax increase” by some, and “tax erosion” by others.  In addition, the article sets forth a mechanism for enforcing revenue neutrality should Congress enact legislation in this area.

Lack of Consensus

One need look no further than recently published articles to find that there is a lack of consensus regarding the effect of e-commerce on State tax revenues.
  Some State officials allege that the current sales tax system (all references to “sales tax” include the complementary use tax, unless specifically noted) is antiquated, and that exponential growth in untaxed remote sales will “cripple the sales tax [system].”
  In their view, proposals to ban Internet sales taxation would mean fewer teachers and less law enforcement.
  By contrast, remote sellers and fiscal conservatives view the States’ desire to impose use tax collection responsibilities on remote sellers as a thinly veiled attempt to increase State revenues.

Meanwhile, the majority of American taxpayers view proposals to collect taxes on remote sales as new taxes, even though consumers are legally obliged to pay the virtually unenforced use tax on their remote purchases.
  Echoing this view, House Majority Leader Dick Armey (R-TX) and 34 other Members of Congress, recently sent a letter to the members of the Advisory Commission on Electronic Commerce, stating that any suggestion to collect sales taxes on Internet transactions would not be well received by the U.S. Congress.

We do not offer a recommendation regarding whether Congress should enact legislation allowing states to impose use tax collection responsibilities on remote sellers.  Rather, our point is that an agreement to hold sales tax revenue constant would allow the debate to focus on more fundamental questions such as:  the high costs of collecting and remitting tax in thousands of U.S. sales tax jurisdictions and the legitimate privacy concerns of consumers.

As a practical matter, revenue neutrality means that any effective expansion of the tax base should be accompanied by an offsetting reduction in the tax rate.  This is precisely the principle that President Reagan insisted upon in drafting the tax reform proposal that he sent to Congress in 1985. This was the precursor for the landmark Tax Reform Act of 1986 that broadened the base and lowered the rate of the corporate and individual income taxes.
  The principle of revenue neutrality was embraced by the Democrat leadership in the House of Representatives and was key to the bipartisan development and enactment of this legislation.

Enforcement Mechanism

If Congress were to enact legislation authorizing States to impose use tax collection responsibilities on nonresident vendors, how could legislators ensure that the States would not use this expanded duty to collect as an opportunity to increase their overall level of sales tax revenues?  A satisfactory answer to this question would be crucial to obtaining the support of many Members of Congress.  Absent a credible enforcement mechanism, Congressional proponents would be vulnerable to potentially career-limiting charges of aiding and abetting a tax increase on their constituents.  Moreover, a jump in State sales tax collections could adversely affect federal income tax receipts.

While further economic and legal research would be required, we believe that enforcement mechanisms could be drafted that would provide an adequate comfort level for Members of Congress and their constituents regarding the revenue neutrality issue, should Congress choose to legislate.

One approach for assuring revenue neutrality would be for Congress to condition a State’s authority to impose an expanded duty to collect on remote sellers to an agreement by the State to limit the growth in sales tax revenues to the growth in State personal income.
  Under this approach, any increase in tax revenues attributable to an expanded duty to collect would be recycled back to consumers, preferably in the form of tax rate reductions.
  The sales tax cap should apply for a reasonably long period of time, say 10 years, to allow consumers to fully benefit from the sales tax rate reductions that would flow from a rapid growth in e-commerce.  After this period, the voters could discipline politicians who increased sales tax rates.  States that failed to comply with the sales tax cap could be sanctioned through a reduction in federal grants equal to 100 percent of the excess sales tax collections.

States that objected to a sales tax cap could elect to use a Tax Rate Adjustment (TRA) formula designed to more precisely adjust sales tax rates in a revenue neutral manner.  Under this approach, State sales tax rates would be reduced according to a simple, objective formula to offset any new revenues collected from remote sellers.
  For this purpose, State tax forms designed for use by vendors without physical presence would identify, with reasonable accuracy, the portion of sales tax receipts attributable to remote sales.  If elected, the TRA formula would remain in effect over a fixed period, such as 10 years.
 As under the sales tax cap proposal, States that failed to comply could be sanctioned through a reduction in federal grants.

For example, suppose that a State’s sales tax revenues were $100 million, collected at a 5-percent rate in 2000.  In 2001, the State imposes a duty to collect on remote sellers.  As a result of the expanded duty to collect use tax, the State in 2001 receives $5 million out of $110 million in total sales tax revenues from remote sellers (4.55 percent).  Under the TRA formula, in 2002, the State would reduce its sales tax rate by 4.55 percent, from 5.00 percent to 4.77 percent.  If the percentage of use tax receipts from nonresident vendors rises in 2002, a further rate reduction would be required in 2003.  For example, if the State collects $10 million out of $120 million in total use tax revenues from remote sellers (8.33 percent) in 2002, the State would reduce its original 5.00 percent sales tax rate by 8.33 percent to 4.58 percent in 2003 (see Table below).

Example of Tax Rate Adjustment Mechanism

[Federal legislation effective in 2001]

Item
2000
2001
2002
2003

Sales tax rate
5.00%
5.00%
4.77%
4.58%

Sales tax revenue ($million)
$100
$110
$120
$130

   From vendors without nexus
NA
$5
$10
$15

   From all other sources
$100
$105
$110
$115

Percent revenues from vendors 

 without nexus
0.00%
4.55%
8.33%
11.54%

The TRA mechanism would have a number of desirable features.  First, it is an objective and transparent method for ensuring revenue neutrality with a reasonable degree of accuracy.  Second, if remote sales rise as percentage of total sales, as many analysts believe, the formula would result in regular reductions in the generally applicable sales tax rate.  This automatic adjustment is similar to the automatic indexing of federal income tax brackets for inflation, which ensures that taxpayers are not pushed into higher income tax brackets solely as a result of inflation.  Lower sales tax rates would encourage economic activity and reduce incentives for tax evasion and avoidance.

State officials may object to either the sales tax cap or the TRA mechanism for a variety of reasons.  Our response is simple—advance your own revenue neutral mechanism that provides assurance to Congress and the American people that an expanded duty to collect use tax would not be used as a money machine.  The private sector also may object to these enforcement mechanisms.  One criticism is the administrative and compliance costs associated with tax rates that may change annually.  This concern could be addressed by allowing States to elect, on a revenue neutral basis, to adjust rates every three to five years, rather than annually.  Another possible criticism is that State governments could turn around and boost sales tax rates at the end of the enforcement period, after remote sellers were swept into the base.  This is indeed a risk, but ultimately State legislators who vote for tax increases are accountable to the voters.

Conclusion

This paper does not take a position in the debate over whether States should be able to impose use tax collection responsibilities on remote sellers.  Rather, our point is that the discipline of revenue neutrality would lead to a more productive debate.  President Reagan’s adoption of the revenue neutrality principle was critical to obtaining bipartisan support for the Tax Reform Act of 1986, and for convincing a skeptical public that “tax reform” was not a code word for “tax increase.”  Linking base broadening to tax rate reduction is good economics as well as good politics—low tax rates encourage economic growth and reduce any incentive for tax evasion and avoidance.  While Congress can enforce revenue neutrality in the federal tax system, ensuring revenue neutrality in State taxation requires a new approach.  This paper offers a relatively simple and workable mechanism that Congress could use, if States were granted the authority to impose use tax collection responsibilities on remote sellers, to ensure that this change would not be used to increase taxes on consumers.
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� Advisory Commission on Electronic Commerce, press release (October 15, 1999).  





� Criterion number 5 states:





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?)





As presented, criterion number 5 may not contemplate a broad application of the “revenue neutrality” principle as proposed by the authors.





�See Gov. James S. Gilmore (R-VA), “No Internet Tax” (A Proposal Submitted to the "Policies & Options" Paper of the Advisory Commission on Electronic Commerce) (November 8, 1999): 





All of this economic activity and increased productivity is creating new wealth and increasing tax collections by governments.  Indeed, the Internet economy has local, state and federal tax coffers fuller and growing faster than ever through the massive job creation and capital investment occurring in every state in the Nation.  The tax collector’s glass is not half-empty.  It is full.  In fact, the National Governor’s Association reports that the states collectively took in $11 billion in tax surpluses in 1998 despite tax cuts totaling $5.3 billion in 1998 and $4.9 billion in 1997.  And end-of-year balances for all states totaled $36 billion by the end of 1998.





Compare Judis, “Taxing Issue,” New Republic (“[b]y  2003, states and cities could lose as much as $15 billion in sales tax revenues because of a shift from old-fashioned retail shopping to catalog and Internet sales, according to the Center on Budget and Policy Priorities.”) (November 10, 1999).





� See Brunori, Interview with Harley Duncan, Executive Director of the Federation of Tax Administrators, State Tax Today, 1999 STT 200-19 (October 12, 1999).





� Paul A. Gigot, “The Net Changes Everything, Except Politicians,” Wall Street Journal, p. A-18 (November 12, 1999).





� Id. (“Blocked by voters from raising income taxes, they’d [Governor Leavitt and his allies] love to tap an indirect revenue source that would grow without much public attention.”).  See also Wall Street Journal, Review & Outlook (Opinion section), “Easy on the E-Tax,” p. A-14 (October 1, 1999).





� Present law is clear:  retailers with a physical presence in a State are required to collect and remit sales tax on all taxable purchases by consumers in that State.  Generally, consumers must remit use tax on any taxable purchases for which the retailer charged no tax.  The sales tax, including the complementary use tax, applies regardless of the method by or through which a taxable purchase is consummated.  See Committee On State Taxation, “Proposal Related to Simplification of State and Local Sales and Use Taxes to the Advisory Commission on Electronic Commerce” (draft November 11, 1999).





� See Armey, Letter to Chairman James Gilmore, Advisory Commission on Electronic Commerce (September 14, 1999).





� See The President’s Tax Proposals to the Congress for Fairness, Growth and Simplicity (May 1985).





� The 1986 Tax Reform Act was also drafted under an agreement that the bill should not shift the tax burden from wealth individuals to lower and middle class taxpayers.  We believe that the criterion of revenue neutrality—in the context of the sales tax—would very likely ensure this distributional principle.  The reason is that any expansion of the duty to collect sales tax to e-commerce transactions would primarily affect more affluent households that presently have greater access to the Internet.  A reduction in sales tax rates, however, would benefit all households, including those at the bottom end of the income distribution.  Thus, the net result of a revenue-neutral proposal to collect sales tax on e-commerce transactions would likely be a tax cut for lower-income households without Internet access.





� Under a longstanding convention, Federal income tax receipts are estimated to decline by 25 cents for every $1 increase in excise taxes.  The reason is that, under the fixed GDP assumption used by federal revenue estimators, an increase in indirect business taxes reduces national income, and thus the base of the income tax system.  See Emil M. Sunley and Randall D. Weiss, “The Revenue Estimating Process,” in Andrew J. Hoerner (ed.), The Capital Gains Controversy:  A Tax Analysts Reader, Tax Analysts: Arlington, VA, 1992, p. 461.





� Since 1980, the Hancock amendment has limited Missouri tax revenues in any fiscal year to no higher a percentage of Missouri personal income in the prior calendar year (or average of the prior three years, if greater) than the ratio of Missouri tax revenues in fiscal year 1980-1981 to Missouri personal income in calendar 1979.  Exceptions exist for when voters approve an increase or an emergency is declared by the Governor.  Art. X, Secs. 16 – 24 MO Const. (as added by Constitutional Amendment No. 5, approved by the voters November 4, 1980, effective December 4, 1980). 





� Most economists would favor returning extra sales tax revenues to consumers through rate cuts, rather than expanded exemptions.  Broad-base, low-rate taxes minimize  “excess burden” (i.e., the excess of the economic costs imposed by a tax over the revenues collected) because excess burden rises with the square of the tax rate.  For example, doubling the tax rate increases the excess burden of a tax by a factor of four.





� A number of existing federal grant programs have funding levels that are contingent upon State actions (e.g., federal highway funding and Title IX education funding).  Sales tax increases approved by the voters presumably would be excluded from calculation of the tax cap.





� Sales tax rate increases approved by the voters presumably would be excluded from calculation of the rate adjustment.





� If State officials believe that, under present law, sales tax revenues will drop relative to personal income due to e-commerce growth, then they might prefer the option of a sales tax cap linked to personal income growth.
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