promoting the growth of commerce

Summary of comments

To Be presented to
the federal advisory commission on electronic commerce

State and local taxation sub-committee

New York, New York

sEPTEMBER 15, 1997

Wm. Gregory Turner

General Counsel and Legislative Director

California Taxpayers’ Association

921 11th Street, Suite 800

Sacramento, CA 95814

Phone 916.930.3108 ( Fax 916.

greg@caltax.org

Expanding the National Economy

The benefits to our economy and that of the nation of encouraging the growth of electronic commerce will be substantial.  Because so much benefit has already been realized we have sometimes approached the issue of taxation of e-commerce with a view towards avoiding damage.  Don’t do anything that damages the prospect of growth for electronic commerce.  E-commerce is making our businesses substantially more efficient.  It is facilitating the expansion of the available market for the sale of our goods and services.  Perhaps most importantly, at least from the California perspective, it frees the individual to pursue information, goods and services, entrepreneurial adventure, or simply free expression.  But the driving force behind the expansion of the Internet is commerce.

Being the optimist that I am I wanted to shed the negative message in favor of a more positive affirmation of what I think the goal of this Commission should be, promoting the expansion of electronic commerce and the national economy.  Something can be done to actively promote this expansion:  make clear that a taxpayer must have a substantial presence in a state before that State has the authority to impose a tax obligation on them.

California frankly shouldn’t care if Texas or New York places excessive burdens on its taxpayers.  The uniqueness and sovereignty of the States is what has made this nation strong.  It is, however, of great concern if Texas or New York chooses to expand their reach to California taxpayers.  It is time that Congress addresses the question of what degree of presence is necessary for a State to impose the burden of taxation?  That obligation should be considered from the view of the small taxpayer, not the large, and in the context of our federalist system.  If the goal is to promote commerce, the answer will be to establish a standard of physical presence that must be met before a State has the authority to impose an obligation of taxation.

Federalism Is Undermined By Extraterritorial Taxation

The purpose of the Constitution’s division of power, a power surrendered by the people, among two distinct governments was a compromise between competing systems (the nationalists and the State’s) but sharing a single objective; protecting the rights of the individual, not as some suggest, the rights of the States. Consequently, the division of power among the States and the Federal governments was intended to provide a system of check and balances to the overreaching powers of both.

While one can certainly argue that the protection of the rights of the individual are better placed in the hands of the States, the presumption is that the individual’s rights that need protecting resides within that State. History sheds a somewhat unflattering view of the States’ willingness to protect those outside their borders. This is particularly true in the area of commerce where the State’s have historically discriminated against interstate and international commerce as a way to protect in-state business.  Such extraterritorial taxation of out-of-state business has the added benefit of little political consequence because the out-of-state taxpayer has no voice in the political process for challenging the excessive imposition of taxation if their only connection with the state is engaging in commerce.  This basic fact illustrates the attraction to the notion of no nexus requirements by some States.  It permits an increased level of tax collection without the pain of going to the electorate and justifying both current expenditures and additional needs.  It can actually be the basis for wonderful political rhetoric about taxing “out-of-state” business.   Ask how many states tax goods sold in state for export.  

Certainly, much has changed since the founders argued the merits of the Constitution in the Federalist Papers.  The national government has become much stronger with the addition of the 14th, 16th, and 17th Amendments, not to mention the necessities of two world wars and the great depression.  Congress’s role as a check on the overreaching powers of the states, however, remains.  The Founding Fathers recognized that the sovereign states would pursue their own interests to the detriment of their brethren States and to the detriment of the national economy if left unto themselves.  This was the basic flaw of the Articles of Confederation.  To gain economic advantage preferential treatment would be given to in-state economic activity and burdens would be imposed on interstate commerce.  Congress’ role through the Commerce Clause, in the interests of the national economy, is to check that exercise of power, not expand it.

The Impacts on Extraterritorial Taxation are Borne Most Heavily by the small and mid-size taxpayers.

The larger multi-state taxpayers could benefit substantially by state efforts to simplify administration and collection obligations as well as improve uniformity.  Uniformity, however, does not need a Congressional act and can be achieved without expanding taxing authority that would reap great benefits for both taxpayers and government.  Taxpayers, wishing to establish some presence in a state would be more readily willing to do so, if the implications on tax administration were not so sever nor compounded by multi-jurisdictional obligations.  The power to impose extraterritorial tax obligations, however, is particularly burdensome to the small and medium sized taxpayers.

The backbone of the U.S. economy has always been small business. Even our largest of taxpayers, began small.  The beauty of electronic commerce is that it essentially avails small business to a wider market (whether to sell their goods or acquire them) without the costs of having to physically be in the same place with whomever they transact business.  

If the states are left free to impose tax obligations merely for the conduct of commerce, the small and medium sized businesses will be left with substantial and excessive compliance costs.  The use tax is the best example, although not alone.  The use tax is intended to compensate for sales to in-state customers by out-of-state business (whether that sale occurred over the phone, over the internet, or during the vacation of the customer to the place of the retailer).  However, the target for compliance is not the in-state consumer, but the out-of-state business.  Not all, out-of-state sales, just those occurring via telephone or other remote device (i.e., electronic commerce).  No one, for examples has suggested that every retailer identify a “walk-in” customer’s place of residence for purpose of use tax collection (even intra-jurisdictionally).  For the out-of-state business, the obligation for collection requires the identification of the place of intended consumption of the consumer.  The business then must also evaluate the applicable tax rates, determine wither the product sold is even subject to tax in the jurisdiction of the consumer, and be prepared for an audit of their compliance.  If the out-of-state business engages customers in more than one state, this burden compounds itself.  

This system is certainly a burden on large and small businesses alike.  But it discourages particularly the growth of small business because the costs of compliance are so high as a factor of their overall business activity.  Because electronic commerce facilitates the smallest of businesses attracting customers from areas around the globe the implications of the state’s extraterritorial reach will have a decidedly negative effect on their ability and willingness to engage the customers out-of-state.  That consequence hurts the national economy, a consequence that Congressional authority over interstate commerce was intended to prevent and that a clear standard for substantial presence would resolve.

