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Re: Invitation for Proposals Related to Electronic Commerce Taxes 

Gentlemen;


My proposal is based on the clarification of one definition and carrying it to its logical conclusion. The only way that a consumer can initiate electronic commerce is for that consumer to search the Internet for a specific product or domain. If he “surfs” the World Wide Web for a specific product, he will be directed to a specific domain to find his product. Ergo, electronic commerce can only be initiated by the accessing of a domain, which has the product the consumer wants. What is a domain? A commercial entity (“ company”) creates a “unique signature” to be used on the Internet. This is what is defined as a domain. A domain, which was developed, purchased and registered by the company. A company which protects and defends its unique Internet signature (domain) at considerable cost to itself.  A Company which, expects to and does, receive economic benefit from the use of its unique signature. Therefore, a domain must be considered an intangible asset. The principles of taxing intangible assets already exist on the international, federal, state and local levels.


The following is my proposal that relates to state and local taxation of Internet transactions and electronic commerce.

PROPOSAL
I. Proposed Definitions:

A. “Domain” is an intangible asset which the owner of the domain utilizes in a given state or locality to derive economic benefit. 

B. The following constitutes a permanent establishment

a. Tangible Property

1.Having a server that is used to facilitate transactions which are conducted via the internet that comprises the sale, lease, license, offer, or any other delivery of property, goods, services or information, whether or not for consideration. A service shall be defined that enables users to access content, information, electronic mail or any other services offered over the Internet.

2. The requirement of “fixed permanent establishment” will be met if the server is continuously operational within a fixed location for a period of thirty days.

b. Intangible Property

1. A fileserver which is accessed either directly or indirectly by a consumer logging onto   a domain, and

2. The fileserver has the capacity to conduct transactions by recording credit card numbers, providing technical assistance and performing other functions that would cause it to have established an adequate presence in a particular jurisdiction if these activities were done at a physical location.

C. Electronic delivery is to be treated as the equivalent of a transfer of tangible property.

II. Taxes

D. A domain is an intangible asset.

E. The fileserver where the domain is being accessed is to be considered a permanent establishment of the company owning the domain.

F. There already exist laws and regulations within the states and localities (“State”) which determine the method and amount of taxation of an intangible asset used in their jurisdiction.

G. Those same laws and regulations will be applied to electronic commerce.

H. If the only activity in a state for a company is a website, and the website does not have the capability to conduct transactions by recording credit card numbers, providing technical assistance and performing other functions that would cause it to have established an adequate presence. The company owning the website is not liable for either income or sales/use/consumption tax in the state where the server is located.

I.  If a company has other activities in a State beside a website, and the website does not have the capability to conduct transactions by recording credit card numbers, providing technical assistance and performing other functions that would cause it to have established an adequate presence. The website and the other activities will be evaluated together to determine if the company has establish a physical presence and is subject to taxation within that State.

III Compliance

J. Within fifteen days prior to the activation of a fileserver, meeting the above definition, the owner of the domain name (“web company”) would be required to notify the server, the entity handling any “cybercash transactions”, the States where the server/servers are physically located.

K. Within thirty days after activating a website, that has the capacity to conduct transactions by recording credit card numbers, the owner of the fileserver will notify all States where the owner is physically located.

L. Notification shall include:

1.  The name of the web company owning the domain name, its federal identification number, address, phone number and contact person, and 

2. The name of the entity renting\leasing the server, its federal identification number, address, phone number and contact person, and 

3. The name of the entity owning the server, its federal identification number, address, phone number, all physical locations, and contact person, and

4.  The name of the entity handling the cybercash facilities, its federal identification number, address, phone number and contact person

M. Penalties will be assessed for noncompliance of notification requirements.

III. Audits

N. Within thirty days of a State notifying a web company that the State will be initiating an audit (“Auditing State”), the auditing state will also notify, by certified mail, all other states (“interested parties”) that an audit has begun.

O. Any interested party within thirty days of receipt of a notice by the auditing state of a web company will inform the auditing state and the web company the following:

1. Request the auditing state to collect certain specific data and forward it to the interested party, or

2. Request the auditing state to perform an audit and assess deficiencies, if owed by the web company, on its behalf using the criteria of the auditing state, or

3. The interested party will be sending its own agent to audit the web company at the same time as the auditing state, or 

4. The interested party is going to take no action on its behalf for the period under audit.

P. Upon receipt by the interested party of the specific data from the auditing state, the interested party has thirty days to assess the web company for any deficiencies or issue a “no change” letter.

Q. If the interested party decides to take no action for the period under audit, it will have waived its right to audit as it pertains to that web company at a later time.

R. The web company, which has been assessed a deficiency by either the auditing state or an interested party shall have all rights and remedies allowed to it by law or statute.   

Criteria for Evaluation


Simplification

1. This proposal would fundamentally simplify the existing system of sales and income tax collection by having parties using a common definition of what would constitute jurisdiction for a State to impose taxes on electronic commerce.

2.  This proposal accepts and agrees with the definition of information, digital goods and services provided electronically over the internet as outlined in the Internal Revenue Service Regulation 1.861-18. Electronic delivery is just another method of delivery of information, services and goods.

3. This proposal creates a single audit mechanism in regards to any entity utilizing e commerce. It effectively eliminates multiple audits during different times. In regards to the issue of an onerous audit, an audit is always onerous to anyone under audit. The degree of how onerous an audit is relies more on the documentation and records of the entity under audit then the entity doing the audit.

Taxation

4. This proposal does not create any new taxes to be imposed on Internet access or sales. This proposal instead utilizes already existing law and taxes and applies it to Internet commerce.

5. This proposal leaves the net tax burden on consumers unchanged.

a. It does not impose an obligation to pay taxes where such an obligation does not exist today. A Company is currently obligated to charge sales/use tax on an Internet commerce sale if the goods are delivered to a consumer located in a state that the company has a permanent establishment in. The company would also pay an income tax to the state on the profit of that sale.

b. This proposal does not increase or decrease state and local telecommunication taxes. States and localities are already determining how to tax telecommunications access. This proposal allows the private sector to choose which states will tax their sales and profits. A component of what state a private sector entity will choose would be taxes on telecommunications. This proposal would allow economics to dictate the rate, if any, that a state or locality would tax telecommunications.

c. This proposal does not increase or reduce taxes, licensing fees or other charges on services designed or used for access to or use of the Internet. This proposal allows the private sector to choose which tax structure it would be operating in.

6. This proposal defines a physical presence to include the location where certain cyberspace information can be accessed. Based on that definition, this proposal does not impose any tax, licensing, collection or other obligation or fee on parties other than those with a physical presence in a particular state or political subdivision. 

7. By defining a permanent establishment as a location where certain information stored in cyberspace can be accessed will broaden the existing revenue base of federal, state and local governments.

 
Burden on Sellers

8. This proposal does not remove the financial, logistical and administrative compliance burden of sales and use tax collections from sellers. THIS PROPOSAL FAVORS SMALL, MEDIUM-SIZED AND START-UP BUSINESSES. The means to remove small business from electronic commerce is to impose uncertainty and liability in not conforming to local, state or international compliance requirements. This proposal insures that every small, medium and start-up business knows its compliance requirements, allows these businesses to choose what state laws will govern its operations, and can calculate the actual cost of compliance. This proposal creates a level playing field between the multinational companies and small business.

Discrimination

9. This proposal does treat purchasers of like product or services in as like a manner as possible through the utilization of a preexisting system. A system that has been tested in the international, federal and states courts. A system of imposing taxation upon an entity whom uses an intangible asset for economic benefit.

10. This proposal does not discriminate against out-of-state or remote vendors or among different categories of such vendors. This proposal does clarify and define who is an out-of state vendor.


International

11. This proposal would support small, medium and start-up businesses located in the United States to compete more effectively in the global market place. This proposal results in the ability of small business to sell overseas and not be burdened with the legal as well as tax liability of having, or being assessed, with a permanent establishment overseas. This reduces the compliance requirements of selling overseas. This reduction would preserve capital and help small business expand.

12. This proposal could be scaled to the international level by modifying article 5 of the OCED model treaty to include the definition of a fileserver that has the capacity to conduct transactions by recording credit card numbers, providing technical assistance and performing other functions would cause it to have established a permanent establishment in that country. The very definition of what a permanent establishment for electronic commerce is now being discussed by the OCED. They have requested comments on their proposed new definition by December 31, 1999. This proposal would allow the United States to lead the world community in defining electronic commerce.

13. This proposal is based on source rules and not destination. Destination rules are harmful to small business and due to the high cost of compliance and unknown liability would help to effectively eliminate small business from electronic commerce. Therefore, this proposal already conforms to international tax systems. This proposal relies on existing tax systems so it must be harmonized with the tax systems of America’s trading partners.

Technology

14. The technology proposed already exists. To establish a fileserver, which uses cybercash, the web master must be informed. State and local tax programs already exist, and are used in electronic commerce today. The initial cost of a sales and use tax program is $ 175. Integrating it with a file server would initially cost $ 500. Updates and modifications of the file server could cost on an annual basis $ 2,000. The entity that owns the domain name would bare these costs.

Privacy

15. The privacy of the purchaser would be protected as much as it is currently protected during a current sales or use tax audit.

Sovereignty/Local Government Autonomy

16. This proposal respects and honors the sovereignty of states and Native Americans. This proposal clarifies what is a permanent establishment in a locale. The common definition is the issue here. States and Native Americans have already determined how they will tax intangible assets being utilized in their jurisdiction. The revised audit procedure is putting into words, what many states already do on behalf of their fellow states.


17. This proposal does not impinge on local governments’ autonomy and their ability to raise a greater or lesser amount of revenues depending on the needs and desires of their citizens. This proposal clarifies who is doing business in the state. The state still sets the rate of tax it will charge. If the state requires greater revenue, let it raise its tax rate. If it wants to decrease revenue, let it lower its tax rate. Economics will dictate if the states’ policy will achieve its desire of raising or lowering revenues.    

Constitutional

18. States already have a constitutional right to tax an entity that utilizes an intangible asset in the state for economic benefit. My proposal clarifies when a State has jurisdiction over a web company, which uses an intangible asset to generate electronic commerce. Therefore, this proposal is constitutional. 


Upon the Commission’s request, I will be prepared to formally present my proposal at the Commission's meeting that is going to be held in San Francisco, California on December 14 and 15, 1999.

Respectfully submitted,

Peter H. Friedman CPA
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