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Good afternoon. My name is Adam Thierer, and I am the Alex C. Walker Fellow in Economic Policy at The Heritage Foundation in Washington, D.C., where for the past 8 years, I have researched and written extensively on issues pertaining to industry regulation, with a particular focus on the communications sector and Internet policy. I have also written numerous studies on the interplay of our nation’s federalist structure of government and high-technology sectors of the economy that our Founding Fathers could not have ever possibly envisioned. Early this year, in fact, I authored a book for The Heritage Foundation entitled The Delicate Balance: Federalism, Interstate Commerce, and Economic Freedom in the Technological Age in which I discuss how to resolve difficult jurisdictional problems related to the taxation and regulation of modern industries and technologies such as the Internet. 


Today I am here to discuss with you the conclusions of my own research regarding the taxation of the Internet, and also to summarize the proposal constructed by the “E-Freedom Coalition,” to which I have contributed. The E-Freedom Coalition is an informal coalition of over 25 public policy research organizations, or “think tanks,” including both national and state-based organizations. I should stress, however, that my testimony before you today reflects my own views and does not necessarily reflect the views of The Heritage Foundation or the E-Freedom Coalition.


I will begin by attempting to faithfully summarize the findings of the E-Freedom Coalition’s proposal and I will then conclude with a few brief independent thoughts of my own regarding the plan the National Governors’ Association has put forward, which I am currently authoring a comprehensive study of.

The E-Freedom Coalition Proposal – Part I: Communications Taxes


 On November 10th, the E-Freedom Coalition unveiled its proposal to the Advisory Commission at the National Press Club in Washington, D.C. The E-Freedom proposal [which can be found in its entirety at “www.e-freedom.org”] can be essentially divided into two sections: (1) general communications industry tax issues, and (2) sales tax issues related to electronic commerce. 


Regarding general communications sector tax issues, the E-Freedom Coalition’s message is simple: the telecommunications industry is no longer being treated as a regulated monopoly, so we should stop taxing it as though it was. That is, as competition comes to communications in our country, tax policies based upon the regulated monopoly model of the past must be radically reformed. Specifically, the E-Freedom Coalition proposal outlined 5 specific types of communications industry taxes which should be reformed or abolished immediately:

(1) The 100-year old 3% federal excise tax on telecommunications, which was put in place during the time of the Spanish-American War of 1898. The tax is an anachronism and should be repealed immediately.

(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. 

(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 companies and consumers. The Advisory Commission should make clear that the 1996 Telecommunications Act intended that governments be reimbursed for only the actual costs incurred for managing the public right of ways.

(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.

(5) Internet access taxes.  The temporary federal ban on Internet access taxes under the Internet Tax Freedom Act 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.

The combined effect of these taxes is not only higher costs for companies and consumers, but perhaps more importantly, a roadblock to innovation and investment. As Progress and Freedom Foundation President Jeffrey A. Eisenach has appropriately asks, “[I]n a world in which building out the telecommunications infrastructure is policy goal Number One – why would we place discriminatory taxes on telecommunications?” 


In other words, if we want companies to offer innovative new communications services and develop and deploy high-speed broadband networks, which the public and policymakers alike are clamoring for, then the Advisory Commission will need to adopt these tax reforms.

The E-Freedom Coalition Proposal – Part II: Internet Sales Taxes


Moving on to the sales tax portion of the E-Freedom Coalition submission, the E-Freedom plan essentially proposes two simple things: 

(A) Extend and make permanent the Internet Tax Freedom Act’s prohibition on multiple and discriminatory taxation of electronic commerce; and,

(B) Establish a clear nexus standard and set of definitions to determine when companies have sufficient physical presence such that they can be required by a state or locality to collect sales taxes. In this regard, the E-Freedom Proposal is similar to that put forward by Commission member Dean Andal.


It is vital the Advisory Commission endorse these two steps for a simple reason: it is the only plan that rests on sound legal and economic foundations. Economically speaking, a permanent moratorium and firm nexus standard would remove the uncertainty which currently exists in this market regarding tax collection responsibilities. It would do so by prohibiting multiple and discriminatory taxes and making it clear that vendors of electronic commerce are required to collect sales taxes only in those states or localities where they have a substantial physical presence.  


Moreover, only by keeping the lanes of Interstate electronic commerce free of cumbersome taxes will America be able remain a global leader in the Information Age and sustain our record level of overall economic growth, which has been fueled in large part by dynamic developments within the high-tech sector. I should also add that it is the Internet’s explosive growth which, in turn, has helped raise state and local budget surpluses to record levels. Imposing burdensome tax collection responsibilities on the Internet will “shoot the goose that laid the golden egg” by retarding commercial activity in this sector and discouraging the job creation and business growth necessary to continue to reap higher and higher tax revenues.


Legally speaking, this proposal is appropriate because it is consistent with the constitutional framework put in place by the Founding Fathers and then bolstered by the Supreme Court in a number of important decisions. Multiple and discriminatory taxes on electronic commerce must be permanently prohibited to ensure the commercial union the Founders enshrined in the Constitution remains free of unwarranted parochial interference. And sales tax collection responsibilities must continue to conform to constitutional nexus standards so that remote commerce is not burdened by extraterritorial taxation, and, more importantly, so that vigorous jurisdictional tax competition remains alive and well throughout the United States. 

The Impossibility of the NGA Plan and the Origin-Based Alternative 


Let me conclude with just a few brief thoughts of my own about the proposal submitted to the Commission by the National Governors’ Association, which is receiving a lot of attention in the press currently. In a lengthy study that The Heritage Foundation will publish shortly, I have outlined the many problems I find inherent in the NGA plan. I believe these problems make its implementation doubtful, if not impossible, in the prevailing legal and political climate. Specifically, in the forthcoming Heritage study, I will discuss how the NGA plan:

· creates a de facto national sales tax cartel;

· violates sacred Constitutional first principles regarding tax fairness and commerce union;
· upsets existing Supreme Court commercial jurisprudence;
· threatens America’s federalist structure of government by discouraging jurisdictional tax competition;

· creates an untrustworthy “Trusted Third Party” tax collection system which could compromise individual and corporate privacy;

· is quite complex and could be extremely costly to implement; 

· is not “voluntary” as the NGA claims; and

· is fundamentally at odds with emerging global norms as well as the Clinton Administration’s proposed “Global Free Trade Zone” for international commerce.

While I must again stress that these conclusions are my own, I believe that with time, as the NGA proposal is more closely examined by other researchers, policymakers and members of general public, these flaws will become evident and the NGA will be forced to revise their proposal significantly. 


This is largely due to the fact that there is simply no logical reason to expect Congress to take the politically unpalatable step of altering existing nexus standards to give state and local governments the authority to impose sales tax collection duties on interstate commercial transactions. And while the NGA apparently believes it can simply evade the will of Congress, ignore existing Supreme Court precedents, and unilaterally impose a new system on remote vendors, I believe they will be in for a bitter wake up call when they are forced to fight a lengthy and losing court battle on this issue once again. 


This may lead those who support the NGA plan, or proposals like it, to fear that no alternative plan is available and that the Internet will escape all tax schemes or systems. This is not necessarily the case. In fact, state and local officials have the power right now – even with current Supreme Court nexus standards in place – to tax sales of goods and services over the Internet which originate within their own state. That is, state and local governments could immediately move to an uniform origin-based system of tax collection and abandon their current destination-based proposals and systems, which create so many legal and political headaches.


Under an origin-based system, sales taxes would be levied at the source, or point of sale, instead of at the destination, or point of consumption. This would truly “level the playing field” by extending to all retailers the de facto origin-based sales tax system that currently applies to bricks-and-mortar retailers, who are only required to collect taxes for their home state regardless of where their customers reside. By contrast, the NGA plan discriminates against remote sellers by placing unique requirements on them that do not apply to traditional retailers. In other words, the NGA’s playing field is anything but level. By contrast, an origin-based system would solve virtually all the problems this Commission is addressing since it would: 

1. eliminate any threat of multiple or discriminatory taxation;

2. minimize collection burdens by requiring that sellers merely know and abide by the tax rates and regulations within their principal place of business;

3. conform to emerging global norms since other countries are moving toward origin-based structures;

4. preserve local jurisdictional tax rights by allowing governments to craft unique tax systems instead of requiring a movement toward a uniform system that would become a de facto national sales tax;

5. “level the playing field” between Main Street and on-line merchants by allowing states to impose the same tax rate for both when they are physically located within their borders;

6. respect buyer’s privacy rights by not requiring any special information be collected about a buyer and by not empowering a third party tax collector to collect information about buyers either;

7. be constitutionally permissible since only companies with a physical presence within a state or local government’s boarders would be taxed; and,

8. respect federalism principles and preserve jurisdictional tax competition by permitting each state to determine its own tax policies and encouraging healthy state-by-state tax rivalry in the process;


Finally, and perhaps most importantly, an origin-based system is probably the only politically feasible option available to state and local officials since neither Congress nor the Courts is likely to take steps to alter existing nexus standards or allow taxes to be imposed on this popular new medium. 


To the extent a compromise position is available to the Commission, therefore, I personally believe it involves a move toward an origin-based system of sales tax collection. The only other alternative is a move away from sales tax collection mechanisms altogether, a solution I doubt many governors or mayors would be willing to opt for this at this time. I should again stress, however, that these views regarding the NGA plan and the origin-based alternative to it are my own, and not those of the entire E-Freedom Coalition. 


Thank you for the opportunity to make my views and the recommendations of the E-Freedom Coalition proposal known, and I would be happy to take any questions when the time is appropriate.
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