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EXECUTIVE SUMMARY

More than thirty years ago, the U.S. Supreme Court in National Bellas Hess v. Department of Revenue
 imposed the physical presence requirement on the duty to collect sales and use taxes after recognizing the complexity in local sales and use tax structures as manifested by the “many variations in rates of taxes, in allowable exemptions, and in administrative and record keeping requirements.”
  After National Bellas Hess, mail order sellers who had no physical presence within a taxing jurisdiction had a safe harbor from sales and use taxes imposed by that jurisdiction.

In Quill Corp. v. North Dakota,
 the Supreme Court analyzed the Bellas Hess holding under the Due Process and Commerce Clauses of the U.S. Constitution.  The Court specifically held that imposing a North Dakota tax collection obligation on an out-of-state vendor with no physical presence in the state would violate the Commerce Clause of the U.S. Constitution as an undue burden on interstate commerce.  The Court declined to reduce the physical presence requirement to the level of the Due Process Clause “minimum contacts” requirement, even though they recognized that “the tremendous social, economic, commercial and legal innovations of the past quarter-century” may have surmounted the rationale upon which the National Bellas Hess holding was decided.  Indeed, the Court’s refusal to overrule the Commerce Clause physical presence bright-line test was heavily influenced by stare decisis concerns.

Because Internet marketers benefit from the Quill decision as much if not more than mail order sellers, the explosion of businesses selling products and services over the Internet has energized the public and private debate on simplifying state and local sales and use taxes.  The creation of software programs that automate the calculation and reporting of sales and use taxes has developed alongside the expansion of the Internet into the marketing environment.  In the seven years since the Quill decision, technology providers have focused on automating the very burdens that caused the Supreme Court to impose the physical presence requirement in National Bellas Hess.  Technology has evolved to the point where the burdens identified by the Supreme Court in National Bellas Hess and Quill have been minimized to the point of manageability.

Although software providers have come a long way in simplifying the sales and use tax compliance burden, federal and state lawmakers could enact legislation and promulgate regulations that would facilitate the automated calculation and reporting of  sales and use taxes.  This submission focuses upon the means through which existing technology has effectively applied sales and use tax statutes and regulations to:

(the need to identify taxing jurisdictions electronically

(the need to define the location of a sale electronically 

(the need to comply with thousands of different local tax rates and rules

(the need for a universal coding scheme for exemptions

(the need to file hundreds of state and local tax forms in hardcopy

(the need for a “real time” taxing system

In conclusion, the balance of this submission will demonstrate that the same golden age of information technology that is heralded as intensifying the complexities of the state and local sales and use tax structures, is ushering in applications that will surmount such complexities and render needless the strained rules that were formulated to minimize their harm.
Electronically Associating the Location of a Taxable Event to a Taxing District

A fundamental need of any attempt to automate sales and use tax calculations is the attachment of a “Location Code,” which electronically identifies a taxing jurisdiction.  To obtain an accurate transaction tax calculation, an electronic Location Code must be attached to every physical location involved in a sale or purchase transaction (customer location, sales office, warehouse, plant, etc.).

Although different Location Codes exist in Departments of Revenue and in the third party tax calculation industry, Location Codes based upon mailing address are the most preferable.  That preference is based upon the existing use of mailing addresses to identify locations electronically within taxpayers’ billing or purchasing systems.  It is easier by far to implement a third party transaction tax system that recognizes a business’ electronically identified geographic location without need for a conversion into some other method of electronic Location Code.

The most critical data element required in mailing address-based Location Code structures is the zip code.  It is an unfortunate truth, however, that zip code boundaries do not always correspond to the boundaries of a taxing jurisdiction.  Although zip+4-based Location Codes increase accuracy, complete accuracy cannot be achieved unless zip code boundaries are restructured to follow taxing jurisdiction boundaries.

Defining the Location of an Electronic Sale


It is impossible to achieve an accurate tax calculation unless the location of the purchaser is known.  In sales of tangible personal property, Internet sales included, the ship-to (customer) location is always known.  But downloads of digital products and services over the Internet may be achieved without the disclosure of the purchaser’s address.  It is the anonymous digital transaction that causes the most debate in the eCommerce taxation debate;  it is an issue which state or federal legislators must resolve.


There are many possible solutions which, when implemented, could solve the anonymous transaction problem.  First, Congress could through legislation deem the tax situs to be the location of the server from which a download retrieves the digital product.  This “origin based” system is the easiest to implement, but has two drawbacks:  sellers of digital goods could move their servers away from all U.S. taxing jurisdictions, and digital and standard purchases of the same product (i.e., canned software) would be taxed differently.


Second, Congress could enact legislation that requires the insertion of the purchaser’s mailing address on every Internet transaction.  The source of this information could be the purchaser, the seller or a third party payment mechanism (i.e., a credit card company).  The use of a purchaser’s billing address could achieve the same goal, if Congress defined through legislation that the tax situs of an Internet transaction is the location of the purchaser’s billing address.  The IP address of the server used by the purchaser is a similar option.  The drawback to this solution is the infringement on the privacy of the purchaser;  vendors and credit card companies are hesitant, if not legally barred, from invading the privacy of their clients.


Other methods of determining the tax situs in anonymous Internet transactions have been frequently discussed.  The “throw-back” rule, for example, would locate the tax situs at the purchaser’s location when that location is known, and at the location of the vendor’s server if the purchaser’s location is not known.  Most alternative proposals, however, will result in the application of different tax rules to Internet transactions.


Regardless of the situs-determining method ultimately applied, transaction tax technology providers are prepared.  This issue has been under debate long enough for tax software providers to develop and plan for any legal resolution.  Although which method is ultimately implemented is irrelevant for electronic application of that method, it is an unavoidable fact that no accurate calculation can be achieved until that rule is implemented.

Complying With the Applicable Local Tax Rates and Rules

Many small merchants do not have the capacity to keep up with thousands of local tax rates and rules without the assistance of third party tax software.  The use of that software, however, renders such compliance achievable by even the smallest merchant.  Third party software and service providers have long maintained extensive databases that include the tax rates and rules in effect for every taxing jurisdiction across the country.  Many software providers charge Internet merchants based upon their extent of use of the software.  Small merchants that need tax calculation and reporting capability in only two states may be charged $20.00 per state per month.  Affordable transaction-based pricing is also available, allowing access to tax software to even the smallest Internet merchant.


Although maintaining thousands of different local tax rates and rules is a manageable task for tax software providers, access to state and local tax data can be greatly improved.  Requiring taxing jurisdictions to notify tax software providers (and in turn their taxpayers) of tax law changes in a timely manner would substantially ease compliance.  Implementing a national transaction tax database accessible by everyone through the Internet would also facilitate compliance.

Creating a Uniform Definitions of Goods and Services


Another problem faced by taxpayers is the expansive list of exemptions in effect in the many different taxing jurisdictions across the United States.  Obtaining accurate exemption information is even more difficult that obtaining tax rate information.  The problem is compounded in sales of digital products and services over the Internet, which are specifically exempt in many jurisdictions.  Small Internet merchants cannot hope to keep up with the taxable status of their digital products across thousands of jurisdictions.


Some tax software providers have researched jurisdictional exemptions, and have created databases containing exemptions for hundreds of different products and services.  These databases codify each product exemption with a unique “commodity code.”  Use of such databases renders compliance possible, but not simple.  Whether a product or service qualifies for a broad or ambiguous exemption is sometimes difficult to ascertain.


The creation of a database containing all exemptions is achievable, but not without assistance from state or federal legislators.  A greater level of simplification would exist if state and local tax jurisdictions, in determining their tax bases, selected from a Uniform Exemption Code enacted through state or federal legislation.  All Internet sellers (indeed all sellers) would associate their products or services with the corresponding UEC identifying number.  As long as the appropriate UEC number was applied, the merchant would always implement potential exemptions correctly.

Filing Hundreds of State and Local Transaction Tax Returns


Another problem faced by Internet sellers is the burden they face when remitting their tax liability to the appropriate taxing jurisdiction.  In addition to the hundreds of different state transaction tax forms, there are hundreds if not thousands of local transaction tax forms.  The difficulty in compliance is compounded by the refusal or inability of taxing authorities to receive tax forms other than the form specifically designed by that authority.  Currently, electronic filing of transaction tax liability is not possible in most taxing jurisdictions.


Taxing authorities should be encouraged to adapt their internal computer systems to allow for the electronic receipt of tax data.  Many tax software providers have continuously offered their assistance to state and local taxing jurisdictions, and will continue to do so throughout any nationwide implementation of an electronic transaction tax remittance system.

The Need for a “Real Time” Transaction Tax System


Currently, transaction taxes are remitted directly from the vendor or the purchaser.  A “real time” tax system would remove that obligation from both.  A real time tax system could work in the eCommerce environment as follows:


A purchaser accesses a vendor’s website, and selects the products or service that that purchaser wishes to obtain.  The purchaser will thereafter enter the method of payment (typically a credit card).  Once the data entry is complete, the tax liability on the transaction would be calculated, and the entire transaction cost (gross amount plus tax amount, separately stated) would be displayed on the screen.  After the purchaser approves the transaction, the gross amount of the purchase would be transmitted directly to the vendor, and the tax amount would be transmitted directly to the appropriate taxing authority.  This transmission could originate from a credit card processor, or from a third party tax data warehouse.


The use of a real time system would remove the administrative costs of tax compliance from the vendor, and would automate the remittance of the use tax that the purchaser is liable to pay as a purchaser.  Such a system cannot function for sales of digital products, however, unless the purchaser’s location is known before tax is calculated.  Such information could be obtained by requiring a purchaser to enter their location when purchasing digital products.  If legislation defined the taxing location for digital sales over the Internet as the billing address, then the purchaser could be required to enter their billing address when purchasing digital products (most Internet merchants already impose this requirement on their purchasers as part of the credit card validation process).  Defining the IP address of the Internet access service provider’s server as the taxing locations is also a possible solution.

Summary


The time has come to remove the physical presence bright-line rule imposed by the Supreme Court in National Bellas Hess and Quill.  The burdens recognized by the Court have largely been overcome by the transaction tax software industry.  The protections afforded by the Due Process Clause of the United States Constitution would remain to protect internet sellers who do not purposefully avail themselves of the market of a given taxing jurisdiction.  The tax automation industry is ready and willing to work with federal, state and local governments to implement a universal coding scheme for exemptions, electronic tax filing systems and real time tax calculation and remittance systems.
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