
November 8, 1999

Via Federal Express

Commission Members



Advisory Commission on Electronic Commerce

3401 North Fairfax Drive

Arlington, VA  22201-4498

Re:  
Proposal of an Origin Based Tax Solution

For the possible taxation of digitized products sold over the Internet

Dear Commission Members:

At the September meeting in New York, the Commission invited proposals offering a solution to the legal and practical sales tax difficulties, presented by the advent of transactions placed over the Internet.   We offer the following origin based tax proposal which favorably address most, if not all, of the concerns/criteria recently listed by the Commission.   The origin based alternative, coupled with a Multistate Revenue Sharing Compact Agreement among participating states, has been presented to government and industry representatives at recent conferences of the Multistate State Tax Commission and the Western States Association of Tax Administrators and met with some degree of intellectual curiosity. 

Sales over the internet continue to comprise only a small, albeit, growing percentage of all sales.  As a result, we are concerned that any Aradical overhaul@ of the entire sales tax system to accommodate a small piece of the sales tax revenue pie might  result in the tail wagging the dog and create complications and uncertainties well in excess of any benefits of an Aoverhaul.@   The existing sales tax system for tangible personal property has worked well for the last 60 years.   It is only the sale of digitized products over the internet that present new issues, accordingly, this solution is intended to address only sales of digitized products over the internet.  At some later date, if favored, the origin based system could be expanded in an orderly fashion to other remote sales.  But for now, we suggest one small step which would not place state and local jurisdiction=s tax revenues in jeopardy.  With that introduction, we now turn to the proposal in light of the 18 criteria established by the Commission:

SIMPLIFICATION

1)
Fundamental simplification.  Sales tax would be collected by the seller only at the point of origin of the internet sale which would be defined to be the seller=s physical location.  The seller would collect the tax from all purchasers at the applicable rate in that state and local jurisdiction.

2)
Definition of digitized products.  The taxable object of the tax extends only to those items electronically transmitted over the internet and which can be downloaded from the internet.  The proposal does not attempt to target remote sales of tangible property as addressed in the Quill and National Bellas Hess decisions. 

3)
Protection against Multiple Audit.   Only the Seller=s State would audit the single digitized product return filed by the seller.   The sales would be subject to the rates and exemptions of that particular state and local jurisdiction.  The seller would continue to be audited by each of several states for its sales of tangible personal property.  However those audits procedures are well in place and understood. Sellers of digitized products with nexus in non-compact states would be subject to audit.

TAXATION

4)
No new tax.  The proposal does not impose a new tax.  It merely redefines the sales tax in the case of digitized products to be located at the point of origin of the sale.  If the particular state does not currently tax or exempts such products, it is not required begin taxing them under this proposal.  Also, this proposal concerns the taxability of the digitized products sold, it does not cover internet access charges.  We view access charges as an independent issue to be treated however the particular state currently treats such charges.

5)
Net tax burden on the consumer remains unchanged.   Under this proposal, the consumer is not charged for using or accessing the internet.  Depending on the seller=s state, there might be a tax only if they make a purchase of digitized product on the internet.  As with Abrick and mortar@ retailers, the buyer is viewed as visiting the seller=s location, rather than the seller visiting the buyer=s location.  Whether or not the digitized sale is taxable is to be determined by the seller=s state just as today when a buyer physically enters a state to make a purchase.   

6)
No new physical presence standards.   The seller has presence in its selling state, and the transaction itself has presence in the state as it is defined to occur at the point of origin prior to entering the stream of internet flow.  Accordingly, the seller collects the tax where the sale occurs.  In other words, the focus of the tax is on the location of the sale and not on the ultimate location of the buyer as in the case of the use tax.  State=s are given wide latitude to define the nature and point of sale.

7)
Revenue impact determined by each state.  As for the state and local jurisdictions, the state and local governments of the origin of the sale are entitled to the revenue from the sales tax.  The state might elect to join a Multistate Revenue Sharing Compact Agreement under which it would share its revenue with destination states that also could otherwise tax the transaction.   Multistate Compacts are currently in use with regard to sales of motor fuel (IFTA) to the trucking industry.  A state may or may not choose to participate in such a compact. The sale of taxable digitized products remains a very small component of e-commerce.  Many such sales are not taxed even if the buyers could be located.  The revenue impact in the foreseeable future is negligible; but, even so, it could be largely eliminated if the various jurisdictions participated in a Multistate Revenue Sharing Compact.

BURDEN ON SELLERS

8)
One new return to be filed by the Seller.  The proposal would require the seller to file one new digitized products return in the state from which it sells  reflecting only sales of digitized products.  If the seller sells digitized products from other locations, then other similar returns would be filed in the respective states.  It should be noted that this information is readily available as almost all business track sales by outlet.   This proposal does not eliminate the existing sales tax filings for tradition sales of tangible personal property and on digitized products sold into a non-compact state in which the seller has nexus. This proposal treats all sellers, big and small, equally.   If you sell, you collect the tax if your home state imposes the tax.  This is particularly important because it treats small businesses and large businesses equally, but, it is easy for the small business to comply B one return using one rate and one set of rules.  It is important to recognize that the advent of e-commerce opens the doors to many small entrepreneurs who have no tax expertise.  It is one thing to ask the small entrepreneur to file a single return.  It is wholly another to ask them to attempt to identify the location of the buyer, the state and local rate in the buyer=s distant jurisdiction, to determine whether any exemptions apply in the buyer=s state, and to file and be audited by multiple jurisdictions.

DISCRIMINATION

9)
Purchasers and products are treated alike.   Purchasers are treated alike regardless of where they reside.   As with brick and mortar retailers, whoever enters the store is subject to the tax law of that location irrespective of the buyer=s residence.   Likewise, whoever contacts the internet seller for the purchase of digitized products is subject to tax based on the seller=s location.   The fact that products are treated equally requires explanation.   Under the proposal, sales of digitized products would be defined to encompass any sale and download via transmission B whether over the internet or by satellite.  Further, it is not the use of the communication line that is taxed but only the digitized and downloaded product.  We would point out that a digitized product is NOT equal to a tangible product.  For example, a digitized CD downloaded onto your home stereo system is not, under this proposal, viewed the same as a hard copy CD.   This is because the digitized CD requires different equipment to transmit and use, it has different quality ratings, it has different copying and modification capabilities and restrictions, it has different properties for damage sources, and differences in time for delivery (immediate if over the internet as opposed to several days if the hard copy is sent by mail).  Therefore, the digitized product is not the same as the hard copy.  The digitized CD would be subject to the origin based tax rules.  The hard copy would continue to be subject to the traditional sales tax rule for sales of tangible personal property.

10)
 No Discrimination against out of state vendors.    Remote sellers of digitized products are treated the same as brick and mortar retailers.   A buyer can walk into a store in New York and the sale might be subject to sales tax.  In contrast, the buyer can walk into a store in New Jersey where there might not be a sales tax.  The scenario is the same under this proposal with sales of digitized products.  If the seller were located in a taxing state then the sale would be taxable.  

INTERNATIONAL

11)
  Proposal does not harm global competitiveness.   Under this proposal sales of digitized products for export would be exempt.  The purchaser would either give an exemption certificate and/or have the digitized product transmitted through international communication devices.

12)
This proposal can be scaled to the international level.  However, it is our understanding that many countries already use or are working toward an origin based VAT tax system with exemptions for items sold outside the country.

13)
This proposal can be harmonized with international tax schemes.  We are not international tax experts, but, if the foreign country has a destination based tax, then sales into the U.S. would not be taxed.  Likewise, U.S. sales into foreign countries of digitized products would be exempt.  The burden to show export would be on the buyer.

TECHNOLOGY

14)
No new technology needed.   Most businesses already capture the amount of sales sold from its retail locations.  The origin based method merely requires the seller to keep track of the dollar amount of digitized sales and report them to the state of the retail location.  The seller need only be familiar with the rate of its state and local jurisdiction. 

PRIVACY
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15)
No privacy issues raised.  The seller simply collects tax at the point of sale defined to be the location of the seller.   The seller need not ask the name or location of the buyer.  However, the buyer would have to disclose the nature of any exemption it might claim under the laws of the seller=s state.

SOVEREIGNTY / LOCAL GOVERNMENT AUTONOMY

16)
 State, Local, and Indian Territory Sovereignty retained.   Because the tax is imposed at the point of origin, the rates and laws at the point of origin control.  Further, there is no requirement that the jurisdiction join a Multistate Revenue Sharing Compact nor adopt a uniform federal or state rate.  However, any company going to a non-Compact state would have its sales subject to the uncertainties of the traditional destination state rules.

17)
States continue to control their own revenue needs.   States which impose an original based tax on digital products remain free to determine their own tax bases and rates and whether to join a Multistate Sharing Compact. 

CONSTITUTIONAL

18)
 The origin based sales tax is constitutional.     Most states already have an origin based sales tax (taxed at the point of transfer of title or possession), but, by exemption, do not tax sales shipped out of state.  Indeed, the use taxes in most states specifically provide a credit for sales taxes already paid.  While unclear in the past, the recent cases of  Jefferson Lines v. Oklahoma and Goldberg v. Sweet lend strong argument that a sales tax levied at the point of sale defined to be prior to interstate shipment is constitutional.  Finally, it might be necessary for Congress to grant permission for the states to enter into a Multistate Compact Agreement governing sales of digitized products, but, there is precedent for such compacts, for example, the IFTA (International Fuel Tax Agreement).

It should also be pointed out that no federal intervention is necessary to implement an origin based system although Congressional permission might be required to establish a Multistate Compact to share revenue from sales of digitized products.   

There are questions on how to minimize efforts by companies to structure their retail sales to be made at locations in no tax or low tax jurisdictions.   We believe there are several natural and legal ways to minimize such relocation efforts.   The first is that the realties are such that it is unlikely a total plant shift to a non-taxing state makes economic sense.    Second, the state could exclude the resale exemption from applying to digitized sales to affiliates.  This would limit the ability to shift a marketing subsidiary into a non-taxing state.  Third, the point of sale definition could incorporate some minimal cost of performance test to limit the ability to shift the webserver to a non-taxing state.  Finally, the use of the Compact and the consequences of locating in a non-Compact state can discourage such movement.

By combining the concept of a Multistate Revenue Sharing Compact with an origin based tax on digital products, both the fears of governments regarding lost revenue can be reduced and the burden on sellers made relatively lighter.  There would also be pressure for states to joint such a compact because sellers would see substantial advantages in not having to be concerned about collecting tax on their digitized product sales in destination states.

We do not have all the answers, but, do believe the concept meets the Commission=s criteria.  We note an origin based system could later be expanded to other types of remote sales if it is found to work for digital products. 

This origin based alternative was submitted to the Commission immediately prior to the last meeting by letter dated August 31, 1999, (copy attached) and, at the Commission=s New York meeting, was briefly addressed in the presentation of Terry Ryan, Director of State and Local Taxes at Apple Computer as well as suggested for further consideration by panelist Kay Caldwell.  We encourage you to consider the origin based alternative (sometimes referred to as the ASeller State Option@) in further detail and recommend that some panel discussion time be given to it at your next meeting in order to respond to questions arising from the attached.   At a minimum, it represents a bottom- up approach to the problem rather than a top-down approach.  It is practical and certainly worthy of further consideration.   

Please call us (or e-mail) if you have any questions or would like us to make a brief presentation before the Commission on an origin based alternative.

Sincerely,

____________________


______________________

Andrew Wagner, individually


Wade Anderson, individually

Staff Director B Tax Law


Of Counsel

FDX Corporation



Vinson & Elkins L.L.P. 
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Vinson & Elkins L.L.P. 942 South Shady Grove


600 Congress Avenue, Suite 2700

Memphis, TN  38120



Austin, TX 78701

901-818-7410




512-495-8587

awagner@fdxcorp.com


wanderson@velaw.com
Attachment:   Copy of letter to the Commission dated 8/31/99

Wagner and Anderson, AAn Origin Based Sales Tax for Digitized Products@   State Tax Notes, 7/19/99, page 187
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