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I.  Preface

The existing state sales and use taxes are a product of their time — a time when local merchants sold primarily tangible products almost exclusively to local customers.  They are not suited to the 21st century, when services and intangible products will be much more important than tangible products and remote sales of tangible products and digitized content, especially via electronic commerce, will be increasingly important.  The most obvious problem is complexity:

· Each of 46 states (including DC) chooses its own tax base, with no requirement that the base — or even what might be in the base — be uniform across the nation.

· Each state decides what should be exempt when bought by business.

· Each state sets its own administrative requirements and procedures, including registration, filing of tax returns, payment, audit, and appeals.

· Roughly 7,000 local jurisdictions also levy sales and use taxes.

· 

Most local jurisdictions levying sales taxes choose their own tax rates.

· 

Local jurisdictions in some states do not follow the state definition of the tax base.

· 

Boundaries of local jurisdictions do not correspond to postal ZIP codes.

· 

Local governments change their tax rates from time-to-time, making it difficult for taxpayers
 to know the current rate.

Because of this complexity, the U.S. Supreme Court, in 1967 (National Belas Hess) and again in 1992 (Quill), ruled that a remote vendor could not be required to collect use tax on sales to customers in a state where it lacks a physical presence (nexus).  The result is loss of state and local tax revenue, unfair competition for Main Street merchants, and discrimination against those who patronize those merchants, instead of remote vendors — problems that the growth of electronic commerce will aggravate.  Sound public policy demands that remote vendors, including those engaged in electronic commerce, collect use tax on their sales, if those sales exceed a de minimis amount.  (As Ronald Reagan said in 1981, “The taxing power of government must be used to provide revenues for legitimate government purposes.  It must not be used to regulate the economy or bring about social change.”)  But an expanded duty to collect makes sense only if there is radical simplification of the state sales and use tax “system.”  This proposal describes a system that would meet this objective and (in the Annex) indicates how the proposed system meets the criteria proposed by the Advisory Commission on Electronic Commerce (ACEC).  The proposal is intended to be revenue neutral in each state and locality; tax rates would be raised or lowered, as required to maintain revenues, but not increase revenues.

II.  The Proposal: Summary Statement

This section summarizes the proposals, which are described in detail and justified in the next section.




There would be a single uniform nation-wide base for sales and use tax.

· 

The base would consist of all consumption spending by households.

· 

Tangible products, services, and intangibles would pay the same tax.

· 

Local merchants and remote vendors would collect the same tax.

· 

All business purchases would be exempt in all states.

· 

There would be a nationally uniform exemption certificate.




Compliance would be simplified and made less costly for vendors (two options): 

· 

1.  Forms and payments would be filed with one state (base-state approach).

· 

De minimis rule would eliminate the duty of some to collect use tax.

· 

Realistic vendors’ discounts would facilitate “zero-cost” compliance.

· 

2.  Trusted third parties (TTPs) would calculate/remit tax (TTP approach).

· 

Taxpayers would be subject to joint audits on behalf of all states.




Software would be used to determine the situs of sales and state and local tax rates.

· 

States would certify software and provide it without charge to vendors or TTPs.

· 

A “hold-harmless” clause would protect vendors who rely on the software.


In addition to these “primary proposals” there are several “fallback positions” that some may find more politically realistic.  The primary proposals provide a benchmark against which to judge other proposals the ACEC may receive, as well as the fallback positions.  Because the proposed system is vastly simpler than conceptually defensible alternatives, the need for simplification may drive decision-makers toward it, despite the conventional wisdom that it is politically unrealistic.

III.  The Proposals: Detailed Description and Analysis
A. The Tax Base: General

Proposal A.  All states would define the tax base identically.  All sales to households in a state would be subject to tax, whether sold by local merchants or remote vendors, unless there were agreement among all states to exempt certain items (e.g., prescription drugs).  Services and intangible products would be subject to tax, when bought by households.  Special taxes on telecommunications would be eliminated.


Rationale. The tax base would be defined uniformly in all states to simplify compliance and administration.  Remote vendors would need to deal with only one definition of the tax base, instead of 46 (or more, considering local taxes).  All sales to households would be taxed to prevent erosion of the tax base, simplify the system (e.g., no need to distinguish taxable and exempt food or clothing), avoid distortion of consumer choices, and treat those who buy from local merchants like those who buy from remote vendors.  The enormous difficulty in gaining agreement on what should be in the uniform tax base suggests acceptance of the conceptually correct solution: taxing all consumption spending.  Worth special note is the avoidance of “indistinct distinctions,” such as those between certain tangible products (e.g., shrink-wrapped software, music CDs, and video cassettes) and virtually identical intangible products (software, music, and videos) downloaded from the Internet.  Such distinctions complicate compliance and administration and have no economic justification.  Including services and intangible products in the tax base would allow reduction of tax rates.  There is no justification for special taxes on telecommunications.


Discussion.  Problems with the proposal are primarily political.   In addition to the loss of state fiscal sovereignty implied by a uniform tax base, there would be serious opposition to taxation of services and intangible products, even in a revenue-neutral context.


Fallback A1.  States might be allowed to choose their own tax bases, but be required to define what is or is not be subject to tax identically.  (Conceptually there would be a “menu” of commonly defined products, beside which each state writes “taxable” or “exempt.”)  Computerized “look-up tables” would indicate whether each product is taxed in each state.  Bar codes could indicate the product category into which most tangible products fall.  To be practical, there should be only a few well-defined product categories — perhaps no more than a dozen.  Local jurisdictions should not be allowed to deviate from the state tax base.


Rationale.  The primary proposal involves a radical departure from present practice, in which states choose their own tax bases.  The fallback combines greater uniformity than current law with greater state fiscal sovereignty than the primary proposal.


Discussion.  A menu of potentially taxed products might contain about 10,000 products — more or fewer, depending on the degree of aggregation of products.  Look-up tables with 460,000 cells (one for each  of 10,000 items in 46 states) are conceptually feasible, but perhaps impractical; they would certainly be impractical for catalog sales if the purchaser desires to know the tax due when placing an order.  Unless categories were chosen extremely carefully, “indistinct distinctions” and attendant problems would remain.


Fallback A2.  It may be politically expedient to provide an exemption for Internet access purchased by households.  (Purchases of Internet access by businesses would be exempt under the conceptually correct tax treatment of business purchases, considered below.)


Discussion.  There is little justification for exempting Internet access by households.  An exemption would complicate compliance and administration, because Internet access is commonly bundled with other (presumably taxable) products, and have adverse distributional implications.

B.  The Tax Base: Exemption of Business Purchases

Proposal B.  The conceptually correct way to treat business purchases is for all states to treat them identically, by exempting them.  (Exemption achieves the same result as under the value added taxes used in the European Union, where businesses receive a credit for tax paid on purchases.)  A uniform exemption certificate should be used throughout the nation.


Rationale.  Uniform treatment of business purchases would simplify compliance and administration; remote sellers would need to know only one set of rules, not 46.  (The “uniform” exemption certificate drafted by the Multistate Tax Commission is not uniform, because state laws are not uniform.)  Sellers would not need to judge the eligibility of their customers to make tax-free purchases, depending on the use of the product, as now.  Exemption of business purchases would eliminate defects of the present system: discrimination among products, distortion of production decisions, incentives for vertical integration, and a tax cost that cannot be recovered on exports.  While exemptions for business purchases (initially available only for resale) have been expanded over time, they remain far from comprehensive.  Thus the purchases of some sectors are taxed, while those of others are exempt.  The proposal would eliminate all such discrimination.


Discussion.  Problems with the proposal are primarily political.  In addition to the loss of state fiscal sovereignty, elimination of all business purchases from the tax base would necessitate increasing tax rates to maintain revenue in a revenue-neutral context.


Fallback B.  States could continue to decide whether or not to exempt various types of business purchases, but be required to define the various types of business purchases that might be exempt identically.  (Conceptually there would be a menu of commonly defined types of business purchases, beside which each state writes “taxable” or “exempt.”)  Computerized “look-up tables” would indicate tax treatment in each state.  To be practical, there should be only a few well-defined categories — perhaps no more than a half-dozen.  Use of “direct pay” by business customers should be expanded.


Rationale/discussion.  This alternative achieves much — but not all — of the simplification of the conceptually ideal proposal, without as much loss of state sovereignty or reduction of tax bases.  The adverse economic effects of the present system would remain, but each state would have the option of exempting all categories of business purchases to attract business.  Direct pay, which would not be needed under the primary proposal, would reduce the need for vendors to determine whether sales to businesses are for exempt uses.

C.  Sourcing/Situsing of Sales and Local Tax Rates

The situs of remote sales determines the local tax rate to be applied and the jurisdiction that receives tax revenue from a sale.  It is thus convenient to consider local tax rates together with the situs of remote sales.


Prefatory discussion.  State sales taxes are based on the destination of sales — or would be, if remote sales were taxed and business inputs were exempt.  Unlike origin-based taxation, destination-based taxation avoids distortion of the location of economic activity.  Moreover, private consumption is generally a reasonable proxy for the consumption of public services.  The conceptually correct way to determine the situs of remote sales is thus to attribute them to the state and locality of destination of the sale.


Proposal C.  Software would be used a) to determine the state and local tax rates that should be applied to remote sales of particular products and b) to prepare the reports containing the information needed by states to channel revenues to the appropriate local jurisdictions.  Such software would contain rules -- to be applied uniformly across the nation — needed to determine the situs of sales not involving tangible products (e.g., for services and telecommunications).


Discussion.  The proposal implements destination-based taxation and provides local governments with autonomy over the tax rate, which would be applied to both sales by local merchants and remote sales.  Several qualifications are appropriate.  First, states should certify software and enact “hold harmless” rules to protect remote vendors from relatively minor and unintentional errors resulting from good-faith reliance on such software, including those that result from the software vendor’s failure to update rate tables.  (Local governments should bear the burden of informing providers of software of changes in rates.)  Second, such software can be used only for sales to customers that are willing to allow the vendor to calculate the tax and add it to the bill.  A special regime may be needed for those who remit by check or money order when placing an order.  It might be based on the “one-rate-per-state” fallback position discussed below.


Fallback C.   Business representatives argue that remote sales should be attributed (“sourced”) only to the state level, claiming that it is impossible to determine accurately the local situs of remote sales.  Local governments could set sales tax rates, but there would be only one use tax rate per state, and states would be responsible for allocating revenue from use tax among their local jurisdictions.


Discussion.  The fallback would retain local autonomy over local sales tax rates, but eliminate autonomy over local use tax rates.  Local jurisdictions would receive revenues from taxes on sales by local merchants, but depend on sharing of revenues from the statewide local use tax.  This arrangement would allow local jurisdictions to meet their obligations under debt covenants that dedicate revenues from local sales tax to debt service.  Local governments imposing sales tax rates well below the statewide local use tax rate might compensate local residents for excess use tax on remote purchases.  Where local sales tax rates exceed the statewide use tax rate, discrimination against local merchants would remain.

D.  Unallocable Sales

Proposal D.  Remote sales that cannot be allocated to a state (because remote vendors do not know the location of a buyer of digitized content) and remote sales that fall below the de minimis threshold (see below) would be subject to a national “substitute” use tax, revenues from which would be shared with the states, perhaps on the basis of estimated consumer spending in the state.


Rationale/discussion.  It is not satisfactory to attribute unallocable sales to the state of origin of remote commerce; doing so creates an incentive to locate operations in states with no sales tax.  Billing addresses can be used to determine the location of some customers, but not all.  The need for the national substitute use tax is one advantage of having a nationally uniform state sales tax base, which would be used as the base of that tax.  States that have no sales tax (or rates well below the national tax) could refund the national tax (or the difference in rates) to their residents.  Technological developments may make this provision unnecessary.

E.  Administrative Aspects

Administration of state sales and use taxes should be simpler and more uniform throughout the nation.  Two options deserve attention.

    
Proposal E1: the Base State Approach.  Taxpayers would collect use tax in all states where sales exceed de minimis amounts.   But they would file a single form to register in all states and another to pay tax due in all states.  Forms might be filed in the state in which the firm has its commercial domicile (the “base state”) or with a multistate agency.  The base state or multistate agency would forward revenues to states where sales occur, which would divide revenues among local jurisdictions, on the basis of information provided by taxpayers.  There would be joint audits on behalf of all states and a common appeals process.


Discussion.   Tax authorities in each state would need to know the tax laws of all other states. This system would thus work best if there were a common definition of the tax base.  It would not work in the absence of a common menu of potentially taxable products.


Proposal E2: Use of Trusted Third Parties.   This approach would shift compliance from the vendor to a trusted third party (TTP).  The TTP would calculate tax and remit it to states where sales are made, with an indication of the division of revenues among local jurisdictions.


Discussion.  Further analysis is needed to determine whether the base-state approach or the TTP approach is more promising. 

F.  Zero-cost Compliance

Proposal F.   Implementation of a destination-based sales tax requires remote vendors or TTPs to use sophisticated and expensive software.  State governments should provide the software at no cost.  (There is precedent.  When Canada introduced the VAT it subsidized purchase of new cash registers.) Under the base-state approach vendors’ discounts should be set to defray costs of compliance.  (They might not be needed under the TTPs approach.)  These costs can be quite high, as a percentage of revenues, for small vendors.

G.  De Minimis Rule

Proposal G.  It may be desirable to have a de minimis rule; vendors with total remote sales below a certain level would be relieved of the need to participate in the base-state system or utilize a TTP


Discussion.   From an economic point of view, making sales in a state, rather than physical presence, should be the test of nexus.  Yet it may be unreasonable or uneconomical to require firms with small remote sales to participate in the regular system. (There might be relatively little need for a de minimis rule if all the primary proposals made here were adopted.)

IV.  Concluding Remarks

Because the proposals made here form a package, comments on the entire package are appropriate.

A.  The Integrity of the Proposals

Taken together the primary proposals would radically simplify state sales and use taxes and make it reasonable to impose an expanded duty to collect use tax.  If proposed changes are omitted or replaced by the fallback positions, there would be substantially less simplification — so much less that an expanded duty to collect might become questionable.


If there were a menu of taxable products, instead of a uniform and comprehensive base, the software needed to implement use taxes would be more complicated and expensive, classification of products would be more controversial and onerous, state certification of software and a “hold-harmless” provision would be problematical, the base-state approach and use of TTPs might be infeasible, and the de minimis threshold would need to be higher.  The severity of problems would depend on the level of aggregation of the menu.  Moreover, it is unlikely that technological neutrality would be maintained in constructing the menu.  If there were not even a uniform menu from which states would choose their tax base, it seems unlikely that enough simplification could be achieved to justify an expanded duty to collect.

B.  The Question of State Sovereignty and Local Autonomy

Some will attack some of these proposals (e.g.,  the proposal for a uniform tax base) as an unwelcome intrusion on state fiscal sovereignty.  That view loses sight of the larger picture.  The state sovereignty that was possible when local merchants sold primarily tangible products almost exclusively to local customers is no longer possible, or at least not a realistic alternative, as it implies enormous complexity for remote vendors and thus the legal inability to tax remote sales, including those in electronic commerce.  The proposals represent an attempt to craft a compromise between the need for revenue and the power to set state tax rates — arguably higher orders of state sovereignty — and control over the tax base, arguably a less important aspect of sovereignty.  They also attempt to retain local autonomy over local sales and use tax rates.

C.  The Need for Federal Legislation

In theory it might be possible for the states to act cooperatively to implement a system such as that proposed here, without federal legislation.  If they did, the Supreme Court might eliminate the physical presence test of nexus.  In fact, history does not inspire confidence that the states would act in this way, and the Court might not respond as predicted, even if they did.  In any event, there would be unacceptable uncertainty.  Thus it seems almost certain that federal legislation would be required to implement the proposals made here.  Rather than requiring that states adopt the proposals (the “stick” approach), legislation could allow an expanded duty to collect only for states that adopt the proposals (the “carrot” approach).

ANNEX

Conformity with ACEC Criteria


Each of the 18 criteria of the ACEC is stated as a question that is answered below. 

Simplification

1. 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)?


A.  The proposals would provide a uniform and comprehensive definition of the tax base, uniform and comprehensive exemption of business purchases, a nationally uniform exemption certificate for business purchases, use of certified software with a hold-harmless clause, joint audit on behalf of all states, clear standards for nexus, and perhaps a de minimis rule.  Administrative procedures (registration, filing of returns, and payment) would allow the taxpayer to deal with a single state or agency or with a trusted third party, not 46 states.


2. How does this proposal define, distinguish, and propose to tax information, digital goods, and services provided electronically over the Internet?


A. The proposals would tax  tax information, digital goods, and services provided electronically over the Internet like all other goods and services.  They would not define or distinguish such products from other products.


3. How does this proposal protect against onerous and/or multiple audits? 


A. The proposal provides for the conduct of joint audits on behalf of all states.

Taxation

4. Does this proposal impose any taxes on Internet access or new taxes on Internet sales?


A. The conceptually ideal proposal would not distinguish between Internet access or Internet sales and sales of other goods and services.  It would not impose any new taxes on Internet sales.


5. 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?)


A. The proposals are intended to be revenue neutral.  They are intended to increase collection of use taxes on remote sales, which are legally due, but widely evaded.  They would increase taxes on services and intangible products that are now exempt and reduce them on sales to business and on telecommunications.  The proposal would end the present moratorium on taxes and similar charges related to use of the Internet and tax Internet access like other products.  Rates on products that are now subject to tax would be reduced or increased, depending on whether total taxable sales were increased or reduced.


6. 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? 


A.  The proposals impose reporting and collection obligations on remote vendors with remote sales in excess of a de minimis amount, without regard to physical presence.  They impose taxes on those with no physical presence only to the extent that they broaden the tax base (e.g., by taxing services), if they exceed the de minimis standard.


7. What features of the proposal will impact the revenue base of federal, state, and local governments?   


A. The proposals would not affect the revenue base of the federal government.  They would protect the revenue base of state and local governments from erosion by the growth of electronic and other remote commerce.  They are intended to be revenue neutral on a state-by-state basis, but could entail realignment of tax burdens, by increasing taxation of services and intangible products, reducing taxation of business inputs, and imposing a duty to collect use tax.

Burden on Sellers

8. 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? 


A. The proposal to simplify the sales and use tax system (via a uniform and comprehensive definition of the tax base; uniform and comprehensive exemption of business purchases; a nationally uniform exemption certificate for business purchases; registration, filing of returns, and payment of tax with a single state or agency or use of TTPs; use of certified software with a hold-harmless clause; joint audit on behalf of all states; clear standards for nexus; and a de minimis rule) would reduce compliance burdens significantly, especially for small businesses.  Realistic vendor’s discounts would further relieve the financial burden of compliance. 

Discrimination

9. 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? 


A. The proposals eliminate all such discrimination.

10. Does the proposal discriminate against out-of-state or remote vendors or among different categories of such vendors?  A. The proposals would not discriminate against out-of-state vendors or among such vendors.

International

11. How does this proposal affect U.S. global competitiveness and the ability of U.S. businesses to compete in a global marketplace?  


A. By eliminating all tax on business purchases, which cannot be recovered when products are exported, the proposal would increase U.S. competitiveness.


12. Can this proposal be scaled to the international level? 


A. Except for some of the provinces of Canada, no other advanced country has a system of retail sales taxes; all other advanced countries employ the value added tax (VAT).  The Canadian system suffers from many of the same defects as the U.S. system.  The VAT employed in the European Union (EU) is already structured to achieve most of the objectives of these proposals, or is being modified to do so (e.g. by taxing services where they are consumed). 


13. 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? 


A. By taxing household consumption on a destination basis and exempting tax on all business purchases, the proposed system is totally consistent with the value added taxes imposed in the European Union.  The only sales tax in the world that is imposed on the basis of source or origin, instead of destination, the Brazilian state VAT, has been the subject of criticism and controversy since its inception in 1968; the Brazilian congress is currently debating a possible destination-based replacement.  Assertions that the EU is shifting to source-based taxation are groundless.

Technology

14. 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?


A. The proposal utilizes extant software that could be made widely available at no cost to vendors (software attributing locations to particular jurisdictions and applying the appropriate tax rates) or software that could easily be written (software needed to implement the base-state allocation of revenues, which could be patterned after that used to implement the International Fuels Agreement).

Privacy

15. Does the proposal protect the privacy of purchasers? 


A. The proposal utilizes existing procedures or TTPs to calculate tax liabilities.  TTPs would be controlled by confidentiality agreements.

Sovereignty/Local Government Autonomy

16. Does this proposal respect the sovereignty of states and Native Americans?


A. In order to protect the revenues of state and local governments, the proposals impinge on the sovereignty of the states, by requiring adherence to a common definition of the tax base and common rules for the exemption of purchases by business.  In exchange, it eliminates discrimination between types of products and against business purchases.  It also requires common administrative procedures (registration, filing, payment of tax, etc. or reliance on TTPs) and joint audits.  To the extent Native Americans have the same taxing powers as states, the above answers apply.  Otherwise the proposals do not affect the sovereignty of Native Americans.


17. 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? 


A. The proposals protect the fiscal autonomy of local governments and thus their ability to raise more or less revenue, by raising or lowering sales tax rates.

Constitutional

18. Is the proposal constitutional? 

A. The proposals are constitutional.  Under the Constitution the Congress has the express power to regulate interstate commerce.  The Supreme Court has repeatedly invited the Congress to change the tax rules, if it does not like the results of its decisions.  While parts of the proposal affect intrastate taxation, it can be argued that these effects are a necessary concomitant of the exercise of the Interstate Commerce Clause.

�	The author, a Senior Fellow at the Hoover Institution, was Deputy Assistant Secretary of the U.S. Treasury from 1983 to 1985. He responsible for developing the Treasury Department’s 1984 tax reform proposals to President Ronald Reagan, which formed the basis for the Tax Reform act of 1986, the most far-reaching reform of the U.S. income tax since its inception in 1913.  The opinions expressed here are solely his own.


�	 The term “taxpayer” is used (somewhat inaccurately) for both vendors who are legally liable for sales taxes and vendors who (actually or potentially) collect use taxes that legally are due from their customers.





