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I.
INTRODUCTION

In the Internet Tax Freedom Act (the “Act”), Congress created the Advisory Commission on Electronic Commerce (the “Commission”) and directed it to conduct a comprehensive study of the current systems of taxation as they relate to the Internet and electronic commerce.  Among the issues to be examined by the Commission are “ways to simplify Federal and State and local taxes imposed on the provision of telecommunications services.”  Act §1102(g)(2)(F).  The Commission is required to submit a report to Congress reflecting the results of this study, including legislative recommendations.  At its meeting in New York on September 14-15, 1999, the Commission invited interested parties to submit specific proposals with respect to the areas under study by the Commission.

This Proposal, which relates to the state and local taxation of the telecommunications industry, is divided into two substantive parts.  The first part offers two options for simplifying the complex structure of state and local transaction taxes
 currently applicable to telecommunications services.  The second part suggests a phase-out of those aspects of the current tax structure that discriminate against the telecommunications industry, such that telecommunications providers and telecommunications services ultimately will be subject to an overall state and local tax burden that is no greater than other competitive industries and services.
  The Proposal then recommends that the Commission endorse the tax reform measures set forth in the Proposal and seeks Congressional action to encourage and facilitate implementation of those reform measures by the states.  Finally, section III demonstrates that this Proposal satisfies, and in some respects exceeds, virtually all of the applicable criteria and standards that were set by the Commission.

II.
PROPOSAL TO REFORM TELECOMMUNICATIONS TAXES

A.
Simplification

The companies submitting this Proposal recognize that a single plan for simplification may not be suitable for all states and local governments or for the consumers of telecommunications services in those states and localities.  Accordingly, this Proposal includes two simplification options, depending in part on the existing tax structure of each state.  The first option incorporates a single, statewide transaction tax on telecommunications, a portion of which could, at the state’s option, be distributed to local governments.  The second option allows for the continued imposition of local taxes in those states where local taxes are currently imposed on telecommunications services, but requires certain additional provisions to insure that there is substantial simplification in the administration of those taxes.

OPTION A

· One Transaction Tax Per State.  Telecommunications services would be subject to no more than one state-level transaction tax.  The same tax rate would apply regardless of the particular local jurisdiction in which the services were provided and there would be no need to determine the local situs of the transaction.  It is contemplated that the state would, in many instances, distribute a portion of the revenues from such tax to local governments in accordance with an appropriate distribution formula.  It is also contemplated that the telecommunications industry would cooperate with the state and local governments in providing information necessary to design the distribution formula.

· One Return Per State.  Under this option, each telecommunications provider would be required to file only one tax return per reporting period with the state tax administrative agency, as opposed to the many separate returns that are sometimes required to be filed with various local jurisdictions that currently administer their own taxes.

· One Audit Administered at the State Level.  Because there would be only one tax and one return, this option would also eliminate the need for multiple audits by local taxing jurisdictions.  A single audit would increase the efficiency of the audit process, thereby reducing governmental costs.

· Nationwide Uniform Sourcing.  All states would adopt a single, uniform method of determining the situs of telecommunications transactions.  It is anticipated that specialized rules would be developed for particular types of transactions.  This will eliminate the possibility of more than one state asserting a claim for tax on a particular transaction.  Moreover, uniform rules for sourcing transactions will greatly simplify the compliance burden of telecommunications providers and, as a result, reduce the current exposure faced by carriers on audit.

· Nationwide Uniform Definitions.  All states would adopt uniform definitions of terms relevant to the taxation of telecommunications services, such as local telephone service, mobile service, etc.  This will greatly simplify the compliance burden of telecommunications providers by making it much easier to determine which of their services are subject to tax in a particular state.

· 120 Days Lead Time for Implementing Tax Base and Rate Changes.  Telecommunications providers would be given a minimum of 120 days in order to comply with any changes in the tax base or tax rate on telecommunications services.  This will allow such companies sufficient time to make the necessary changes to their billing and accounting systems to assure collection and remittance of the correct amount of tax.

OPTION B

· One State Transaction Tax Per State.  Under this option, there would be no more than one state transaction tax on telecommunications services, but local governments would continue to be authorized to impose local taxes under the conditions set forth below.

· Optional Local Tax.  In addition to the state-level tax, local jurisdictions in the state that are currently authorized to impose tax on telecommunications services provided within their jurisdictions would continue to be authorized to do so.  It is contemplated that, subject to any limitations under state law, each authorized local jurisdiction would have the ability to choose (i) whether to impose a tax on telecommunications services, and (ii) the rate at which to impose the tax.  However, each such local jurisdiction would be permitted to impose only one transaction tax on telecommunications services, such that any multiple taxes currently imposed would have to be consolidated.

· Uniform State and Local Tax Base.  Although each authorized local government would determine whether and at what rate to impose a tax on telecommunications, the tax base for all local taxes would be the same.  Further, if the state also imposes a tax on telecommunications, the base for local taxes would be the same as the base for the state-level tax.

· Uniform State and Local Exemptions.  Exempt customers and transactions would also be the same for the state and all local taxes.

· Single Tax Return and State Distribution of Revenues. Taxes would be reported separately for the state and each local jurisdiction but would be combined on a single return filed with the state tax administrative agency.  Telecommunications providers would make a single payment of all taxes to the state and tax revenues would be distributed by the state to the respective local taxing jurisdictions.  It is contemplated that local governments would be afforded some form of review to verify the proper distribution of tax revenues.

· Unified State Level Audits.  The state tax administrative agency would conduct a single audit of the state and all local taxes.  It is contemplated that local governments would be afforded some form of review over the selection of companies for audit and the conduct of such audits.

· State-Administered Uniform Address Database.  Selection of this option would require the state to compile and administer a database, in a nationwide uniform format, that would assign each street address to the appropriate local jurisdiction in a manner that would allow telecommunications providers to determine the correct jurisdiction for which to report any tax attributable to each such address.

· State Administered Jurisdictional and Rate Database.  The state would also maintain a database of the state and all local taxes and tax rates applicable to telecommunications services and would be responsible for updating that database for any changes in such rates or jurisdictions.  It is contemplated that the database would be updated on a fixed periodic basis not to exceed four times per year and that telecommunications providers would only be responsible for implementing rate changes 120 days after each such periodic update.

· Telecommunications Providers Held Harmless.  Telecommunications providers would be entitled to rely on the address database for sourcing telecommunications transactions and on the rate database, and would be held harmless from claims by either customers or the local taxing jurisdictions for situsing or rate errors attributable to the information contained in the databases.

· Vendors’ Compensation.  In order to offset the additional costs incurred as a result of administering local taxes under this option, telecommunications providers would be allowed an adequate level of vendors’ compensation that would be taken as a credit against taxes due when filing returns.

· Nationwide Uniform Sourcing.  (Same as Option A.)

· Nationwide Uniform Definitions.  (Same as Option A.)

B.
Elimination of Discriminatory Taxation
Because of their importance to the Internet and electronic commerce, the telecommunications industry and telecommunications services should not continue to bear a greater burden of state and local taxes than other competitive industries.
  In addition, elimination of the disparity in taxation between telecommunications and other competitive industries will minimize the relevance of how “telecommunications” services should be defined.  The companies submitting this Proposal recognize, however, that the current tax structure applicable to telecommunications evolved over a long period of time during which telecommunications played an entirely different role in the economy.  It is further recognized that immediate, radical change may not be practical because of the disruption it may cause to state and local government budgets that have come to depend on the taxes paid by telecommunications providers and their customers.  Therefore, the following points offer gradual but meaningful change that ultimately will result in telecommunications being taxed at the same level as other competitive businesses.

· Phase-Out of Industry-Specific and Higher Transaction Tax Rates.  To the extent that telecommunications services are subject to transaction taxes not applicable to general businesses and/or to the extent that the tax rates applicable to telecommunications services exceed those applicable to general business, these inconsistencies should be eliminated over a reasonable period of time.  Given the different fiscal situations and budgetary concerns of both state and local governments, it is recognized that no single formula for achieving this objective will be suitable for every state.  However, because many states are currently experiencing substantial revenue growth and because the telecommunications industry is expected to continue growing rapidly, a speedier transition to a fully nondiscriminatory tax structure may be possible in many instances.

· Property Tax Reform.  The assessment ratios and tax rates applicable to telecommunications property should be no higher than those generally applied to commercial and industrial property.  In addition, the property of telecommunications companies subject to tax should be consistent with that subject to tax in the hands of commercial and industrial taxpayers.  Similarly, the methodologies used to value telecommunications property for tax purposes should result in valuations no higher than the methodologies generally used to value commercial and industrial property.

· Equal Treatment for Business Inputs.  Most states currently exempt or partially exempt purchases of certain types of business equipment from sales and use taxes.  Telecommunications equipment purchases should be afforded the same tax treatment, in order to increase the capital available for build-out of the telecommunications infrastructure and to avoid the pyramiding of taxes.  Any such exemption or other provision should be broad enough to account for the rapid changes in technology experienced with respect to telecommunications equipment.

C.
Recommended Commission Action
The companies submitting this Proposal believe that the best way to effect the tax reform measures sought by this Proposal is through cooperation among representatives of the industry and state and local governments to change the laws at the state and local level.  Therefore, the companies are not at this time seeking federal legislation that would mandate these changes.
  Rather, it is hoped that the Commission will (1) endorse the specific tax reform measures set forth in this Proposal; (2) ask Congress to adopt a resolution which strongly encourages the states to work with the telecommunications industry to implement such measures and offers the resources of appropriate federal agencies to assist in the process; and (3) recommend that Congress enact a law establishing a Congressional Review Commission which, after a period of three years, would review the progress of the states in achieving the objectives of this Proposal.  Based on its findings, the Review Commission would recommend whether Congress should take some form of affirmative action.

III.  CRITERIA FOR EVALUATION

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)?


The proposal will greatly simplify the tax collection and remittance of state and local taxes on telecommunications services by substantially reducing the number of taxes, definitions and exemptions that telecommunications providers currently must account for.  For example, even assuming all states were to adopt Option B, the number of annual transaction tax returns required to be filed by a nationwide telecommunications provider would be reduced from as many as 55,000 to approximately 600, and the number of tax bases the provider would be responsible for maintaining would be reduced from over 650 to a maximum of 51.  The number of taxes the customers see on their telecommunications bill also would be reduced in most states.  Obviously, the simplification would be even more dramatic depending on the number of states that adopt Option A.

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

Because this Proposal focuses solely on telecommunications, it does not propose to tax information, digital goods and services provided electronically over the Internet.

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

Under both Options A and B, the Proposal contemplates that a single audit would be conducted at the state level.

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

No.

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?)

By calling for reductions in state and local taxes on telecommunications to be phased in over time, the Proposal ultimately will reduce the overall tax burden on consumers, which should also reduce the overall cost of accessing the Internet .

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?

The Proposal would not change current physical presence nexus standards.

7.
What features of the proposal will impact the revenue base of federal, state, and local governments?  Any estimates or opinions must be substantiated.

The impact that the Proposal will have on the revenue base of state and local governments will depend on the growth of the industry during the period in which discriminatory taxes on telecommunications are phased out.  It is generally accepted that revenues from telecommunications services will continue to increase rapidly over the next several years, and such rapid growth rates would minimize the impact on state and local government revenues.
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?

By streamlining taxes, simplifying the reporting and audit processes, and by providing for the payment of vendors’ compensation, the Proposal significantly reduces the administrative, compliance and financial burdens currently borne by telecommunications companies.  Moreover, because the ability to obtain accurate jurisdictional and rate information is one of the greatest challenges typically faced by newer and smaller firms, the simplification offered by this Proposal clearly will make it easier for start-up and small businesses to enter and compete in the markets for telecommunications services.

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?

Yes.  This Proposal does not distinguish among either consumers or providers of telecommunications services based on the manner in which they are purchased.

10.
Does the proposal discriminate against out-of-state or remote vendors or among different categories of such vendors?

No.

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

The proposal is neutral with respect to the ability of U.S. businesses to compete globally.

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

Yes.

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?

With respect to telecommunications services, the value added tax systems of European Union countries discriminate against non European Union countries and are not source-based.  The concepts reflected in this Proposal, however, could be used as an international model to avoid discriminatory and multiple taxation.

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? 

Due to the complexity of existing state and local taxes on telecommunications, there is no software currently available that the industry can use today to collect and report all of the many different taxes applied to telecommunications.  Option B of the Proposal would require that states provide and maintain a database with jurisdictional data, which would enable the industry to rely on currently available software to collect and remit state and local taxes.

15.
Does the proposal protect the privacy of purchasers?

Yes.

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

Yes.

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?

By providing an alternative simplification option under which local governments would continue to have the authority to impose local taxes on telecommunications, the Proposal preserves local government autonomy.

18.
Is the proposal constitutional?

Yes.  The Proposal is clearly constitutional.  However, certain aspects of the proposal that contemplate nationwide uniform standards, such as uniform sourcing, may require federal legislation in order to implemented.

IV.  CONCLUSION

In considering this Proposal and in formulating its recommendation to Congress, the Commission should be guided by the fact that telecommunications is one of the most, if not the most, critical factor in the continued growth of the Internet and electronic commerce.  The telecommunications infrastructure is truly the backbone of the Internet.  Neither the Internet nor electronic commerce could exist, and access to the Internet would be impossible, without telecommunications.  Given the importance of telecommunications, it is indefensible that this industry should bear a greater tax and tax compliance burden than other industries.  Without comprehensive reform of the tax structure applicable to telecommunications, the Internet and electronic commerce will not develop to their full potential.  Moreover, telecommunications providers will inevitably find new ways to reduce their tax and administrative burden through structural and other changes, which may not be as efficient and which would likely result in decreased tax revenues for state and local governments over time.  By beginning the process of simplifying taxes and eliminating discrimination, however, the Commission can encourage the telecommunications industry to increase and accelerate the deployment of capital for the nation’s infrastructure, resulting in both continued rapid growth of the Internet and electronic commerce, as well as increased stability in the tax revenues received by state and local governments from the telecommunications industry.

� For purposes of this Proposal, the term “transaction tax” means a tax imposed upon or measured by the amounts paid for products and services, regardless of whether the legal obligation to pay the tax is placed on the vendor or the customer.  This is the same definition used for purposes of the Committee on State Taxation 50-State Study and Report on Telecommunications Taxation (“COST Study”), which was presented to the Commission at its September meeting in New York.  Although state and local per-line charges and flat fees are also in need of simplification and could benefit from the options outlined here, the Proposal does not cover these items, as they are beyond the scope of the Commission’s charge.


� This purpose of this Proposal is not to document the complexity and disproportionate tax burden faced by the telecommunications industry in the area of state and local taxes, but rather to suggest solutions to these problems.  The Commission is referred to the COST Study, which dramatically demonstrates the need for comprehensive reform of the tax systems applicable to the telecommunications industry.


� This address database would be similar in many respects to the address database contemplated by Section 804 of the proposed Mobile Telecommunications Sourcing Act, s.1755, as introduced by Senators Brownback and Dorgan on October 20, 1999.


� Although repeal of the federal excise tax on communications should be a part of any effort to eliminate industry-specific taxes on telecommunications services, this Proposal emphasizes state and local taxes in accordance with the Commission’s invitation for proposals.


� It is recognized, however, that certain elements of the Proposal which call for nationwide uniform standards, such as uniform sourcing and definitions, may require federal legislation in order to be implemented.
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