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Good morning.  My name is Frank Julian.  I am Operating Vice President and Tax Counsel of Federated Department Stores, Inc. in Cincinnati, Ohio.  Federated is one of the nation’s leading department store retailers.  We operate more than 400 department stores in 33 states under the names of Bloomingdale’s, Macy’s, The Bon Marché and others.  Federated also has a significant direct mail catalog and electronic commerce business with its Fingerhut, Bloomingdale’s By Mail, Macy’s By Mail and Macys.com subsidiaries.





Although Bloomingdale’s By Mail, Macy’s By Mail and Macys.com are each separate subsidiaries, they collect sales tax on sales into any state where Bloomingdale’s and Macy’s, respectively, have department stores.





I am here today to discuss the “Streamlined Sales Tax System for the 21st Century,” also known as the “Zero Burden Proposal,” that has been presented to the Commission by Governor Leavitt on behalf of the National Governor’s Association and other groups.





Let me begin by saying that the Commission hearings have raised an awareness, in an unprecedented manner, of the level of complexity burdening the current sales tax system.  Regardless of where one stands on the nexus issue, I think there is now universal agreement that the 46 different state sales tax systems are in dire need of substantial simplification.  As a result, I believe that we will see states passing legislation and taking other action to simplify their sales tax systems.  





Federated collects and remits over $1 billion per year in sales tax for the state and local governments where we do business.  We incur substantial costs in collecting and remitting these taxes, and in administering the many audits that follow.  The simplification that I believe will result from these proceedings will make it much easier for the states to administer and enforce the tax, and will make it much easier for sellers to comply with the tax.  If this occurs, your work will have been a success.





The Zero Burden Proposal goes beyond simplification; it calls for a system that actually removes tax collection obligations from e-commerce vendors.  We are in the business of selling goods and services to our customers.  Nothing would please us more than to be able to get out of the costly “side” business of collecting and remitting sales tax.  Accordingly, we encourage the sponsors to expand the Proposal so that it not only removes the collection burdens from electronic commerce vendors, but removes the burden from all sellers, regardless of the manner in which they sell their goods.





We embrace the concept of a sales tax system that removes collection obligations from sellers.  We also applaud the sponsors for devising a proposal that does not call for Federal legislation overturning Quill.  However, I want to express to you some concerns that we have about certain aspects of the Zero Burden Proposal, and some issues that we believe should be considered as the sponsors develop the details of the Proposal:





Determination of Taxable Items. Determining the taxability of certain categories of products, such as clothing, food and medicine, is extremely complicated for a multi-state business.  Several states exempt these items, in whole or in part, but the states all have different definitions and/or interpretations for the same general exemption.  As a leader in the apparel industry, Federated is most familiar with the challenges imposed by the clothing exemptions.  There are nine states with permanent or temporary clothing exemptions.  Handkerchiefs, for example, are considered clothing, and thus exempt, in five of these states, but are not considered “clothing,” and thus taxable, in the remaining four.  The software that is available today cannot accurately determine the taxability of all articles of clothing in these nine states, because each state has its own set of peculiar rules.  To accurately tax an article of clothing in a multi-state environment, the retailer must assign one of dozens of  “clothing product codes” to each and every item, or SKU, which that retailer sells.  Whether you are an e-commerce retailer with 30,000 SKU’s, or a department store with 3 million SKU’s, the Zero Burden Proposal is unlikely to attract voluntary participants unless the states adopt single, uniform definitions of food, clothing and medicine, so that the “product code” decision is a simple choice.  Although development of new software is important, the key to success lies in simplification and uniformity.





Compatibility of Software. Different industries use different methods (such as a “department and class” designation, SKU number, etc.) to identify which of their products are and are not subject to tax in those jurisdictions where they have collection obligations.  The system developed by the states must take these varying industry standards into account, and must be compatible with all of them, for the Zero Burden Proposal to properly function.  The Proposal will not be attractive to business if it requires every industry to change their business practices to accommodate the Proposal.





Protection of Proprietary Data.  As vendors develop new products, they will presumably be required to provide information about these products to the Trusted Third Parties in advance of advertising them for sale, so the taxability can be inputted into the system.  Due to the competitive nature of the business, however, most vendors will have legitimate concerns about prematurely disclosing their product mix to a third party, particularly in the case of unique items which the seller has developed itself.  (In our business, for example, we develop a significant amount of private label merchandise which we do not want our competitors to know about before it hits our shelves.) States will choose their respective Trusted Third Parties based on a competitive bidding process.  Since retailers have some level of expertise in tax collection, I anticipate that some retailers might actually submit bids to become a Trusted Third Party.  I can assure you that no retailer would participate in a system that requires it to turn over proprietary product information to a competitor.





Exempt Customers.  The Zero Burden Proposal must be able to accommodate purchases by customers that are entitled to various types of exemptions in a manner that does not impose burdens on either the seller or the customer.  A non-exhaustive list of these exemptions includes:  purchasers with resale certificates, purchasers with direct pay permits, sales to charitable organizations, sales to religious organizations,  sales to foreign diplomats, certain sales to Native Americans, sales to governmental agencies, etc.  





Returns and Adjustments.  The Zero Burden Proposal must efficiently and timely return sales tax to customers when they return merchandise, or when the seller makes a price adjustment after the initial sale (for example, to accommodate a customer’s complaint).  Bear in mind that many e-commerce vendors also have related brick and mortar stores, and that many customers who purchase from a web site return the merchandise to a store. For example, an item purchased through Macys.com may be returned to any Macy’s department store.  When this occurs, the customer rightfully expects a refund of the purchase price and the sales tax at the time he or she returns the merchandise.  In these instances, the system must provide for tax credits to the retailer.





Privacy of Customers.  Maintaining customer privacy will be critical to the Proposal’s success.  Under no circumstances should a retailer ever be required to disclose the name and/or address of its customers to the states or to any agent of the states such as a Trusted Third Party.  It will be very important to keep these privacy concerns in mind when developing the procedures for refunding sales tax to customers when they return merchandise on which tax was paid.





Customer Complaints.  This is one of the biggest concerns that we, along with most other retailers, have about the Zero Burden Proposal.  No matter how good the system is, there undoubtedly will be errors and customer complaints, due to over-collection of tax, customer confusion and other causes.  When this occurs, it is only logical for the customer to complain to the retailer from which he or she made their purchase.  It will be difficult, if not impossible, for the retailer to convince their customer that the retailer did not cause the error and cannot do anything to fix the problem.  This puts the retailer in an untenable position.   Retailers will not participate in a system where there is a significant risk they will loose customers by doing so. 





Third Party Gift Sends.  Under current law, if a person who lives in California, for example, orders a gift to be sent directly to a third party in New York, neither state may impose a sales or use tax on the transaction.  California has no authority to tax the transaction because neither title nor possession of the merchandise was transferred to the buyer in California.  New York cannot impose its tax on the buyer because the buyer lacks nexus in that state, and it cannot impose its tax on the recipient of the gift since the recipient did not pay any consideration for the merchandise.  The Zero Burden Proposal will be constitutionally flawed if it is unable to  recognize this type of transaction.





Applicability to Mail Order and Check Sales.  The use of a Trusted Third Party presumes that all payments are by credit card, which, in fact, is not the case.  A substantial portion of direct marketing customers pay by check, and for certain market segments, checks and money orders remain the preferred method of payment for a majority of customers.  The Zero Burden Proposal leaves these sales unaddressed.  If there is no tax collection on these sales, then the method of payment will determine tax treatment.  This could be confusing to customers.  On the other hand, if remote sellers who volunteer to participate in the program will have an obligation to collect use tax directly from their check-paying customers, then they will encounter all of the problems associated with use tax collection for multiple jurisdictions. 





Credit Card Fees.  Credit card companies typically charge vendors a fee in the form of a  percentage of the amount charged.  The Zero Burden Proposal should prohibit credit card companies from passing on to vendors any fees for sales taxes that are added to the customers’ charge accounts.  These fees should be borne entirely by the states, either directly or through the Trusted Third Parties.





Proprietary Charge Cards.  Many customers make purchases using a vendor’s proprietary charge card rather than a universally accepted card such as VISA, Mastercard or American Express.  It is unclear whether charges made on proprietary charge cards will be covered under the Zero Burden Proposal.  To the extent that a vendor must remit the sales tax directly to the state on purchases paid for with a proprietary charge card, the program is no longer “zero burden.”  The vendor will incur the cost of integrating its systems with the Trusted Third Party and increased internal costs for servicing and maintaining the charge account.  Moreover, if the vendor will be required to remit the tax to the Trusted Third Party before the customer pays his or her bill, the vendor will have an obvious loss of cash flow.  To what degree will the states compensate vendors for these costs?





Bad Debts.  Under the Zero Burden Proposal, applicable sales tax will be added to the customer’s charge account when the customer orders the merchandise.  If the customer fails to pay all or any portion of his or her account balance, the Proposal must have a mechanism to promptly and efficiently reimburse the credit card issuer (whether it is a widely accepted card or a proprietary charge card) for the sales tax that was previously remitted with respect to that customer.





Is This An Appropriate Substitute for Vendor’s Collection Allowance?  The states appear willing to bear the entire cost of this proposed system, including paying for the software to be used by all vendors and compensating the Trusted Third Parties. I would like to know if the authors of the Zero Burden Proposal ever considered offering a meaningful collection allowance to all retailers, rather than creating a complicated Trusted Third Party system for e-commerce retailers only.  Of the 45 states with a sales tax, only seven provide for an uncapped collection allowance of over 1%, and studies have shown that the cost to collect sales tax is typically greater than 3%.  I believe the presence of a permanent, meaningful collection allowance, along with significant simplifications in the sales tax laws, would be enough for some remote sellers to begin voluntarily collecting tax.





As I stated earlier, the concept of being entirely removed from the tax collection process is certainly appealing.  Perhaps the best mousetrap is built with input from the mouse.  As the sponsors develop the details of the Zero Burden Proposal, I would encourage them to solicit significant input from those who will be most impacted by it:  the business community and the tax-paying public.





Governor Gilmore, I want to thank you and the members of the Commission for the opportunity to testify before you today.  I will be happy to answer any questions that you have.
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