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I
Introduction


From a historical perspective, the invention of the Internet, and its birth of e-commerce, is the modern-day equivalent of Christopher Columbus’s discovery of a ”new trade route to the East.”  Each revolutionized business on a global scale and changed the balance of powers.
  In short, the stakes are high for all players involved.  Thus, any proposal should be carefully evaluated for, inter alia, equity; neutrality; and efficiency considerations. For simplicity’s sake, I will briefly discuss the economics of e-commerce in Part II, set forth my proposal in Part III, followed by an evaluation in Part IV, and then summarize in Part V.

II     
E-Commerce Economics


 Microeconomic theory predicts,
 ceteris paribus, that consumers will purchase widgets, and any other goods online up until the marginal cost
 of a widget equals its marginal benefit.  If e- commerce transactions are subject to multiple taxation,
 then any potential price reductions achieved from trading on-line will be more than offset by the taxes imposed, and thereby rendering e-commerce as  a fad of the 1990s.  Accordingly, in order to keep the goose that lays the golden eggs alive (e.g., promote e-commerce as a beneficial way of transacting business), the total amount of tax applied to e-commerce transactions must be less than or equal to the same amount of tax that the consumers would otherwise face if the consumers purchased the identical goods or services from traditional brick and mortar retail establishments in their home-state.  The inevitable conclusion is that in order to satisfy both the legal and economic constraints, sales and use tax rates applied to e-commerce transactions must be apportioned (without throwback rules) among the taxing authorities with nexus. 

III
Proposal
(1)
Nexus According To Economic Realities

Congress should provide that a remote-commerce transaction creates nexus with any nation, state, local government or political subdivision thereof that has facilitated the creation of value from trading online.  In other words, the bright-line, easy to meet test
 for determining whether nexus exists for any taxing authority should depend on whether the transaction would have transpired in the absence of some more-than-arbitrary attribute within the physical border of that taxing authority.  


For example, suppose Al, who resides in City A, in County B, in State C, in Nation D, and his brother, Bob, who resides in City E, in Providence F, in State G, in Nation H, decide to purchase a gift basket of flowers and wine to send to their Mother on Mother’s Day.  Al agrees to pay for 60% of the cost with his American Express credit card and Bob agrees to pay 40% of the cost with his Visa credit card.  Mother resides in City I, in County J, in State K, in Nation L.  Al and Bob use Netscape to browse the web and to purchase the gift basket from Dealer, an Internet vendor who is a corporation with its principal place of business is in City M, County N, in State O, in Nation P, and is incorporated in State Q, in Nation R.  Dealer warehouses the wine in City S, in County T, in State U, in Nation V and warehouses the flowers in City W, in County X, in State Y, in Nation Z.  Dealer’s web site is maintained on a computer server in City A1, in County B1, in State C1, in Nation D1.  Further, suppose that when Al and Bob purchased the gift basket on-line their Internet connection was being maintained through a telecommunication infrastructure (including land-based and satellite-based equipment) that ran through taxing authorities E1 through Z1. 


Which taxing authorities have nexus?  Under the proposed standard above, all of the taxing authorities have nexus except for: Q and R (place of incorporation of Internet vendor); A1, B1, C1 and D1 (physical location of the computer server where Dealer’s web site is maintained); and E1 through Z1 (the arbitrary route through which the Internet connection was maintained at the time the purchase was being made).  Also, the states where Netscape, American Express, and Visa (as well as any common carrier involved) are incorporated or have their respective principal place of business should also not be given nexus since their use in facilitating the transaction was, although helpful, more arbitrary that necessary since other web browsers and credit cards could have been utilized.


In light of the foregoing, the real question becomes whether Al and Bob will still purchase the gift basket over the Internet if all those taxing authorities with nexus apply their sales and use tax rates to the transaction?  Obviously, the answer, as stated above, is probably no unless the sales and use taxes are apportioned among the taxing authorities with nexus.

(2)
Formula Apportionment Of Sales And Use Tax Applied To Tangible Personal Property.

) =
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Where: (1) ) is the total price of purchasing a widget (e.g. tangible personal property) inclusive of all tax and shipping and handling charges; (2) " is purchase price of the widget exclusive of all tax and shipping and handling charges; (3) 
 is the shipping and handling charges imposed by the vendor; (4) R1A, R1B, R1C ... R1Z are the sales/use tax rates (or alternatively total excise or VAT) applied by each Nation (e.g., USA and Japan); (5) R2A, R2B, R2C .... R1Z are the respective total sales/use tax rates (e.g., if a purchaser resides in City Z, which is located in County Y, which is located in State X; and City Z, County Y and State X have respective sales/use tax rates of 2%; 3% and 4%; then the total sales/use tax rate for State A would be 9%) applied by States A, B, C ...Z, etc.; (6) %1 is the total of Nations with nexus; and (7) %2 is the total number of States (including the District of Columbia, Virgin Islands, Puerto Rico, etc.) with nexus. 


For example, suppose Al, who resides in State A, and his brother, Bob, who resides in State B, decide to purchase a $100 gift basket of flowers and wine to send to their Mother on Mother’s Day.  Al agrees to pay 60% of the cost with his American Express credit card and Bob agrees to pay 40% of the cost with his Visa credit card.  Mother resides in a rest-home for the elderly in State C and Al and Bob shop online for the gift basket from Dealer, who is a corporation with its principal place of business is in Italy.  Dealer grows the wine in Italy and the flowers in South Africa and maintains its web site on a computer server in State D. 

Further assume, that State A has no sales/use tax but Al lives in a city and a county of State A that have a 1% and 2%  respective sales/use tax rates; State B has no sales/use tax and State C has no (or 0%) sale/use tax rate; State D has a 4% sales/use tax rate, Italy has a VAT that is the equivalent of $8.00 USD, South Africa has a 5% export tax on the flowers which is the equivalent to $7.00 USD, shipping and handling charges are $3.00 USD, and there is a Federal import excise tax of $2.50 USD on the gift basket.  


What would be the tax consequences under the formula?  To answer this question, we must first decide which taxing authorities have nexus with this transaction under the Commerce Clause and the Due Process Clause.  Under the proposed nexus standard above, USA, Italy, Spain and States A, B and C (but not D) all have jurisdiction to tax this transaction.  Plugging in the numbers and solving for ), the formula looks like this:

) = 
$100 + $3.00 + [($2.50/3) + ($8.00/3) + ($7.00/3) + [($100 * 2%/5) + ($100 * 6%/5) + ($100 * 0%/5)] =  $110.43


Accordingly, the total cost to Al and Bob would be $110.43 and Al would pay 60% or $66.26 and Bob would pay 40% or $44.17.  Dealer would collect $7.43 in taxes, of which $.83 is for US Federal Government; $2.67 USD for Italy; $2.33 USD for South Africa; $.40 USD for State A; $1.20 USD for State B and $0 for State C.  It is important to note that unless State C’s 0% sales/use tax rate is weighted equally with the other states’ sale/use tax rate (i.e., no throwback rules are allowed) the transaction would be more expensive, and thus, it might not have transpired.  This underscores the need to assign nexus to State C because its participation is more than an arbitrary ingredient.  

(3)
Equal Apportionment Among Nation And Among States With Nexus

The apportionment formula above gives equal weight among Nations and equal weight among States with nexus regardless of the degree of economic incidence.  This is achieved by dividing the total tax amount of each Nation by the total number of Nations with nexus and by dividing the total sales/use tax of each State (e.g., summing up State A’s sales/use tax + State A’s county’s sales tax + State A’s city use tax) by the number of States with nexus.  There are 3 reasons to justify equal weights: (1) administrative simplicity for vendors; (2) avoidance of wasting  resources in determining the precise degree of economic incidence (e.g., should Italy be entitled to more tax because the wine was grown in Italy which is more expensive than the flowers grown in South Africa — should State A’s sales/use tax rate be weighted greater than 1/5 because Al resides in State A and pays 60% of the purchase price while his brother Bob who lives in State B only pays 40% of the purchase price); and (3) recognition of the synergistic multi jurisdiction transaction aspect (e.g., some multijurisdiction transactions would not take place unless there is an overall economic gain (e.g. tax savings) to be achieved by purchasing online).

(4)
Exemption For Wholesales And Business Inputs

            Businesses that buy online should be exempted from taxation if the goods purchased are for resale.  This can be achieved by requiring business to show proof of a business license and/or taxpayer identification numbers.

(5)
$100 Annual De Minims Sales/Use Tax Exception Per Taxing Jurisdiction 


Internet vendors should be exempted from collecting sales/use taxes for other taxing jurisdictions unless the total amount of tax collected exceeds $100.00 USD.  Also Internet vendors should be able to immediately expense the purchase price of any software needed to comply with this proposal. 

(6)
Elimination Of Sales And Use Taxes Applied To Digital Goods And Services 

            Although distinguishing for tax purposes between tangible goods and digital goods (digital goods or services are those that can be purchased (e.g. down-loaded or up-loaded) electronically over the Internet) may appear at first blush not to make any sense, there are a few good policy reasons for eliminating any tax applied to information, digital goods and services : (1) taxing information has an inimical effect on the free flow of information which is the spirit underlying the First Amendment of the U.S. Constitution, democracies  and peaceful relations; (2) determining the physical location of a mobile consumer who purchases information, digital goods and services electronically comes at the cost of privacy (as stated below, consumers should be able to purchase electronically over the Internet goods and services with anonymity — just like any individual purchasing with cash at a traditional brick and mortar retail establishments) (3) there is an inherent administrative nightmare in assigning UPC numbers to services, especially specialized services; (4) taxing authorities have created horizontal inequity in allowing non-business consumers to capitalize (inclusive of tax) the cost basis of tangible property but not the cost basis of services (e.g., a consumer who buys a $100 book on sailing has a $100 cost basis in that book — if the consumer resells the book  for $150, he has a $50 gain — but a consumer who buys a $100 sailing lesson is not able to recover the $100 when the consumer subsequently teaches a class in sailing for $150 ($150 gain) unless the consumer was previously in the business of being a sailing instructor prior to purchasing the lesson); and (5) the author’s hostility towards the United Nation’s “bit tax” proposal, which would finance UN activities by taxing e-mail and other sharing of information electronically. 

 (7)
Universal Product Code (UPC) Requirement 



Internet vendors should not be required to comply with making a determination of what constitutes a taxable good or service among the taxing jurisdictions and then collecting and remitting  taxes to those jurisdictions until those jurisdiction have made such determination commercially reasonable.  For example, if New York wants to exempt small marshmallows from taxation but not big marshmallows, then New York should specify which UPC numbers are tax exempt and which are not.  Accordingly, this will allow software makers, like AVP Systems, Inc.,
 to develop software so that Internet vendors will not only be able to determine the correct amount of tax to be collected but also make that information available to the potential consumers before purchasing. 

 (8)
Zip Code Coterminous Requirement With Taxing Jurisdictions

Zip codes need to be co-terminus with taxing jurisdictions in order to make taxing determinations commercially reasonable for Internet vendors.

(9)
Privacy Rights:   Prohibitation of Taxpayer Identification Requirement


E-commerce consumers should not be required to provide Social Security or other Taxpayer  Identification Numbers, unless, as mentioned above, the consumer claims to be purchasing a good for resell.  Otherwise, if taxpayers provides a billing or shipping address then the vendor should be entitled to a statutory presumption that the billing and/or shipping addresses are also the consumer’s residence where the goods will be consumed. In short e-commerce consumers should be able to pay with electronic, untraceable cash in order to retain their privacy.

(10)
Taxing Supervision Reciprocity Or Comity Requirement

E-commerce vendors should not have to comply with multiple audits by various taxing authorities.  The state in which the vendor has its principal place of business should be given jurisdiction to oversee compliance with multi jurisdiction e-commerce compliance requirements.  The legal determinations by that taxing authority should be entitled to comity by other taxing jurisdictions.  For example, if State Court A or State A’s Dept of Taxation has determined that Internet Vendor has complied with any e-commerce multijurisdiction taxation laws, then that determination should be accepted by the other relevant taxing authorities.  

(11)
Long-Arm Tax Statutes

Taxing authorities should be able to have flexibility in creating, repealing and  and modifying their sales/use tax rates in accordance with the political process.  Therefore no unification or standardization of sales/use tax rates should be mandated.  For purposes of apportionment, however, taxing authorities should specify in their taxing statutes’s that their sales/use tax rates apply to any transaction that can be permissibly reached under the U.S. Constitution and treaties thereto. 

IV
Evaluation 

(1)    
This proposal simplifies the existing system of sale/uses tax collection by requiring taxing  authorities to (1) identify what goods or services constitute taxable items according to Universal Product Code numbers; (2) creating taxing jurisdiction coterminous with zip code numbers; (3) $100 annual sales/use tax collection exemption for Internet vendors and immediate deduction of software needed for tax collection purposes; (4) clarification of nexus standards according to economic realities; and (5) publication to potential consumers of the total taxes that would be applied to an Internet transaction before consummation so that consumers can comparison shop.  

(2)
This proposal segregates tangible personal goods from all other goods.  The proposal eliminates the taxation of information, digital goods and services and permits only the taxation of tangible personal goods.  The definition of a tangible personal good is a any good that cannot be down-loaded or up-loaded electronically over the Internet.

(3)
This proposal protects gains onerous and/or multiple audits by requiring reciprocity between taxing authorities who have jurisdiction to conduct audits.

(4)
This proposal presumes that States and local governments will apply their existing sales and use taxes to Internet sales or modify their sales and use tax statutes so that they will apply to Internet sales.  This proposal doesn’t propose any new taxes on Internet sales.  On the contrary, this proposal recognizes the inherent gains created from the current ITFA.

(5).
If adopted, this proposal would overrule Quill Corp v. North Dakota (USSC 1992), 504 U.S. 298, 112 S.Ct. 1904, 119 L.Ed. 2d. 91, by allowing remote commerce vendors to be subject to tax but only on an apportioned basis with other taxing authorities with nexus.  The net tax burden would be changed depending upon where the consumer was residing and where the principal place of business of the Internet vendor is residing.  This proposal eliminates state and local telecommunications taxes and all other charges on services designed or used for access to or use of the Internet.

(6)
The proposal imposes a collection obligation and reporting requirement on Internet vendors.  Taxes should be assessed, collected and remitted under the apportionment formula based on the mailing or shipping addresses (e.g., zip codes) provided by consumers regardless of the consumers actual identify or place of residence.   
(7)
Depending upon the number of other taxing authorities involved in the Internet transaction and their respective sales/use tax rates, this proposal potentially discriminates in favor of interstate commerce at the expense of intrastate commerce   However, this is not necessary such a bad thing for two reasons (1) it puts pressure on states and local governments to reduce their sales and use tax rates to increase both intrastate sales and interstate-Internet sales; (2) the potential decrease in state and local government revenues from tax apportionment may be more than offset by the increase in the volume of Internet sales (e.g., Hicks-Kaldor criterion).

(8)
This proposal removes many of the financial, logistical and administrative compliance burdens of sales and use tax collection from sellers.  See Part IV (1) above.

(9)
This proposal discriminates on the basis of how purchases buy (i.e, if they buy at home or if they buy on the Internet).  As stated in Part II and Part IV (7) this is not necessarily a bad thing.  However, this is a problem if not all consumers have equal access to the Internet.  The purchasers living below the poverty line are most likely not to have access to the Internet.  This is unfortunate because this demographic group is probably composed of mostly ethnic and religious minorities.  The elimination of sales and use taxes applied to ISP and the provision of public Internet access locations (e.g., public schools and libraries) would help ameliorate this problem.

(10)
The proposal does not discrimination against remote vendors or among different vendors.

(11)
This overall effect of this proposal is to stimulate commerce by apportioned taxes among taxing jurisdictions. See Part III (3) and (6)

(12) 
This proposal can be scaled to the international level if foreign countries adopt the American UPC system instead of devising their own.  See Part III (1) thru (3) and (7).

(13)
This proposal apportions sales taxes among destination/source nations rather than completely assigning 100% of the sales tax to the destination or source nation.  See Part III (1) thru (3). 

(14)
The proposal is technologically feasible.  See Part III (5) and (7).

(15)
This proposal protects the privacy of purchasers.  See Part III (6) and (9).

(16)
This proposal respects the sovereignty of states and Native Americans.  See Part III (11).

(17)
This proposal leaves unchanged local government autonomy and their ability to raise a greater or lesser amount of revenues depending upon the political process.  See Part III (11).

(18)
The proposal is constitutional even if it results in discrimination in favor of interstate commerce at the expense of intrastate commerce: “It is not the purpose of the Commerce Clause to protect state residents from their own state taxes.” Goldberg et al. v. Sweet and GTE Sprint Communications Corp v. Sweet 488 US 252, 109 S.Ct. 582, 102 L.Ed.2d. 607 (1989)

V
Summary

This proposal aims to strike a fair compromise between the revenue needs of taxing authorities and the economic needs of competitive businesses by apportioning sales and use taxes among taxing authorities with nexus in the hopes of keeping the e-commerce revolution alive.
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