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DIGITAL VAT (D-VAT)

Executive Summary:


This proposal is for a low rate (5 to 10%) Digital VAT (D-VAT).  Revenue neutrality is achieved by linking D-VAT revenues with an adjustable standard deduction on individual income tax returns.  

The D-VAT is a technology-intensive credit-invoice VAT with a base set as broad as possible.  It adopts electronic and third-party tax collection provisions from the two EU Council Directives
 and a multi-state harmonization effort of the US States.
   

The D-VAT encourages states to piggy-back on a federal database of transaction records.  It facilitates fiscal federalism without requiring harmonization of State-Federal tax bases or source rules.
   State access to this database resolves Quill v. North Dakota 504 US 298 (1992) concerning tax collection by non-nexus remote sellers. 

The D-VAT will authorize certified service providers (CSPs) to act as third-party collecting agents, at no cost to the taxpayer.  Software variations of this theme, certified automated systems (CASs) and certified proprietary systems (CPSs) will further facilitate administration and compliance.  A limited small business exception will allow certain small businesses to comply with the D-VAT through traditional paper means. 

Through the use of a D-VAT Card provided to individuals in need, the D-VAT will surgically target point-of-sale tax relief to certain individuals, for the limited category of purchases for which tax relief has been determined to be appropriate.  

I. Description of Proposal. 


This proposal is for a Digital VAT (D-VAT).  The D-VAT is a destination based, credit-invoice VAT following the EU pattern.  For ease of reference, this discussion follows the ABA Model VAT.
  If based on the ABA Model, the D-VAT would make significant changes in the administration provisions, but would adopt most other provisions.  


The D-VAT is a technology-intensive, fully automated VAT.
  All invoices, statements, reports, returns, and notices are required to be electronic,
 with limited exceptions for small businesses and other groups that will be permitted to comply through paper processes.
  The Digital VAT requires uniform digital identification of each good or service transaction in the US economy.  Federally defined codes will be similar, if not identical to, the EU’s CN8 codes
 used to identify movements of goods or the UN CPC
 codes used to identify goods and services.  

The D-VAT will certify service providers (CSPs)
 whose automated invoicing, tax calculation, collection and return preparation systems conform to the highest standards of accuracy.  CSPs will allow outsourcing of VAT compliance obligations to trusted third parties, thereby improving accuracy and efficiency.  As under the Streamlined Sales and Use Tax Agreement (SSUTA), use of a CSP will be at no cost to the taxpayer,
 and except for fraud, will immunize users from liability for calculation or reporting errors.
  The D-VAT will also certify third-party software systems (CAS),
 and proprietary systems (CPS).
     

A. Workability: Theoretically, Practically, and Politically 

Theoretically, this is a truly modern taxing scheme.  Recent studies indicate that 99.993% of the three billion gigabytes of data generated worldwide (in 1999) was computer generated,
 and of the 5 exabytes of new information created in 2002, 95% was stored on magnetic media, mostly hard disks.
  It may be presumed therefore that almost all enterprise source data content for operations, accounting, audit, as well as tax filing, financial reporting, regulatory submissions, and almost all other purposes is digitized both in generation and in storage.  If tax data has no paper and ink parentage, why should paper-based tax reporting be required?  In particular, why should a transaction tax be other than fully automated?  

Practically, all the essential elements of the D-VAT already are or soon will be in operation.  As of May 7, 2002 exclusive use of digital documentation, reporting, and returns technology was used for certain digital sales transactions in the EU under a special scheme.
  This EU scheme is elective.  Under the D-VAT however, electronic filing is mandatory.  The CSP/ CAS/ CPS automated calculation, collection, and reporting function is in the process of being implemented this year in 10 of the 45 states that have a retail sales tax under the SSUTA.
  This system could easily be extended to a federal transaction tax.

Politically, the D-VAT federal consumption tax proposal “fits,” rather than disrupts, state tax regimes.  The Digital VAT does not abolish the federal income tax,
 although a large standard deduction will eliminate the need for many to file.  State income taxes can continue to “piggy-back” on the federal system.  The D-VAT does not pressure state and local sales tax regimes to adopt the federal VAT.  The currently effective retail sales taxes (RSTs) can operate side-by-side with the D-VAT.  The RSTs do not need to adopt the federal tax base,
 nor do they need to adopt federal sourcing conventions.
  

The D-VAT will nevertheless encourage the 7,588
 state and local retail sales taxes to “piggy-back” on the D-VAT database.   States with an origin-based sales tax will be able to access invoice records in the D-VAT database to confirm total sales of goods and services from a particular business location.  State auditors will be able to sort data by product codes to identify state or locally taxable items.  The same would occur in states with destination-based systems.  In this instance, state auditors would access the D-VAT database on the purchasing side to conduct use tax audits.

State access to the federal database can be national in scope, and will allow states to identify sales to consumers within their state by out-of-state retailers, particularly those with insufficient nexus.  Digital invoices would contain names, and the address of the ship-to location.  The same information would be available for the bill-to location, if different.  This would obviate the need for the US Congress to overturn the US Supreme Court’s decision in Quill v. North Dakota 504 US 298 (1992) which blocks states from requiring non-nexus retailers from collecting tax sales. 

B. Exceptions to Digital Requirements. 
The D-VAT has two exemptions to the mandatory digital recordkeeping rules; one for small businesses, and another for invoices issued to final consumers.  The small business exemption will allow certain businesses to submit paper returns, statements and reports, in lieu of the digital documentation that is generally required.
  What constitutes a “small business” is to be defined in regulations.  Authority to exclude taxpayers from digital filing will also be allowed based on religious
 or other hardship principles.  

The D-VAT also provides an exemption to dispense with digital invoices (sales receipts) issued to final consumers (supermarket receipts, department store sales slips).  These invoices are generally permitted in paper.  The retailers’ records of final sales transactions are still required to be kept digitally for return and reporting purposes.  This exception is needed to make the transition to the D-VAT as smooth as possible.  Final consumers are not taxpayers in a VAT system.  They file no returns, reports or statements with the taxing authority, and would have no need for a digital record of purchases.  

C. Regressivity: The D-VAT Card. 
The D-VAT has the ability to surgically target tax relief.  The digital core of the D-VAT allows use of procurement card technology to selectively remove the tax from specified transaction types, and it will do so on an individual-by-individual basis.    

With the D-VAT it will be possible for a low income individual to qualify for exemption from the D-VAT on purchases of necessities (food, clothing and medical services, for example).  A D-VAT Card issued to this individual would be scanned at the point of sale to remove the Digital VAT from the appropriate items.  In effect, these purchases would be selectively zero-rated.  Other individuals purchasing the same items would be subject to tax.  Thus, the D-VAT Card would function like a preferred customer card at most supermarkets.  Universal product codes would allow the exemption to be tailored to the specific circumstances of the qualifying individual.  

Digital VAT Cards would be valid nationally, and issued monthly.  Certified service providers (CSP’s) or the software employed in certified automated systems (CAS’s) or certified proprietary systems (CPS’s) would be required to recognize D-VAT Cards, and zero-rate appropriate transactions.  Dollar limitations could be included so that an individual in a particular income bracket would qualify for D-VAT exemptions up to, but not exceeding, certain limits.  

The technology to support D-VAT Cards is readily available commercially.
  Variations of this technology are used by all international businesses that have VAT reporting obligations, as well as any commercial enterprise in the US that uses automated systems to determine domestic sales and use tax obligations.  These software packages are designed to integrate with industry standard ERP systems (SAP, PeopleSoft, Oracle, etc.) to determine multi-jurisdictional tax obligations.      

II. Specifically Required Descriptions.
A. Tax Base.


The tax base of the D-VAT is consumption.  Tax is imposed on the sale of all goods and services in the US economy.  Credit is allowed for all business inputs.  An immediate credit is allowed for capital purchases.
  


B.  Exemptions, deductions, credits and exclusions.

The D-VAT is destination-based.  Tax is imposed on the importation of goods and services.  Exports are exempt.
  Casual sales are included in the base, but all transactions in intangible property are excluded.
  Financial services rendered for a fee are taxable, but financial intermediation services are not.


C. Tax Rate(s).

The rate of tax under the D-VAT is intended to be low (5 to 10%).  The D-VAT imposes a single rate of tax.
    However, because of the tax-neutrality linkage of the D-VAT with the standard deduction on the individual income tax return, adjusting the D-VAT rate becomes a policy level decision whereby the federal tax system can become more consumption-based with a higher D-VAT rate, or more income-based, with a lower D-VAT rate.  Policy makers could use this linkage as a tool to adjust the relative burdens of consumption or income tax annually, responding to economic goals and objectives.    

D. Treatment of charitable giving.

Under D-VAT, gifts and gratuitous transfers are not subject to VAT because they are excluded from the definition of taxable activity.
 
E. Collection methods.

The D-VAT is collected at each stage of production through automated systems (CSP/ CAS/ CPS) in a manner similar to that developed under the SSUTA.  All invoices, records, returns, reports, and statements maintained or filed by taxpayers are required to be automated.  All transactions are identified through uniform good and service codes.      

F. Treatment of home ownership. 

The sale of real estate is subject to tax under the D-VAT.
  

G. Treatment of businesses.

Under the D-VAT, businesses will collect VAT on amounts sold, and take a credit for taxes paid on business inputs.  Returns, invoices and all other records will be maintained and reported electronically.  Small businesses may, subject to regulation, be allowed to maintain paper recordkeeping and reporting systems.  

III. Impact of Proposal Relative to Current System. 

A.  Simplicity (including transparency and stability)

The D-VAT’s simplicity is in its automation.  Tax amounts are determined, assessed, collected and reported through a digitized process that removes apparent complexity from the system.  The D-VAT’s database will be an engine that drives the further automation of state and local retail sales taxes.  States will define tax bases in a manner that reflects federal definitions, thus further simplifying national transaction tax reporting and collection mechanisms.  

The D-VAT will be fully transparent, on both transactional and aggregate levels.  An invoice will accompany each final purchase for consumption.  The D-VAT will be separately stated.  In addition, because national D-VAT revenues will be used to determine the size of the standard deduction permitted on individual tax returns, aggregate D-VAT revenues will be notable as well as visible.  

Because the D-VAT is a direct assessment of national consumption, it will be a very stable revenue source.

B. Fairness.

The D-VAT enhances both horizontal and vertical equity elements of the federal tax system.  Horizontal equity is enhanced because everyone, except those in most need, is subject to the same measure of tax on all consumption, broadly defined to include all goods and services.

Vertical equity is enhanced in two ways: (1) through the D-VAT Card, and (2) through the D-VAT/ Standard deduction linkage.  Individuals in greatest need are able to get immediate relief from the D-VAT through use of the D-VAT Card.  Relief is targeted to individuals in need, and for items where the need is determined to be appropriate.  

In addition, horizontal equity is enhanced because D-VAT revenues are directly linked to the size of the standard deduction allowed on individual income tax returns.  For example, annual D-VAT revenue could be determined as of November 30th.  This amount will then be placed in a formula to directly calculate the standard deduction on the annual income tax return for the same calendar year.  The D-VAT tax burden on high consumption will be directly passed to individuals in the lowest income brackets.  In times of greatest economic growth and consumption, income tax relief will be greatest.  In times of economic difficulty and low consumption, the tax burdens will be more widely shared through the income tax regime.  The D-VAT would be a publicly visible representation of how the country was sharing most in the best of times, and collectively pulling together when times were not as good.   

C. Economic growth and competitiveness.

Consumption-type VAT’s are generally acknowledged to increase growth and competitiveness because they tax consumption, and relieve saved income and investment. 

D. Compliance and administrative costs.

A D-VAT that contains provisions for certified software systems (CSP/ CAS/ CPS) will significantly reduce taxpayer compliance costs.  This is particularly the case when CSPs provide tax determination and reporting services at no cost to the taxpayer, as under the SSUTA.  In addition, because software certification means that taxpayers will be relieved of audit liability, thus barring fraud, additional taxpayer resources will be freed for income producing activities. 

The D-VAT also reduces administrative costs.  The appropriate administrative cost comparison is between collecting “X” amount of income through the D-VAT, as opposed to collecting that same “X” amount of income from taxpayers in the lowest income brackets.  This cost comparison is an efficiency assessment of the D-VAT/Standard Deduction linkage.  Most low-income individuals file tax returns on paper, whereas all D-VAT returns are automated.  It is unlikely that hundreds of thousands of annual paper returns could ever be processed more effectively than harmonized, universally coded, automated returns and reports from retail establishments.  In addition, if state auditors, as expected, take advantage of access to the federal database, the administrative costs of verifying state and local returns will also be reduced.  

� The author would like to thank his VAT class at the Boston University School of Law’s LLM program for their helpful contribution to this paper.  They were the first to respond to this Digital VAT proposal, question #4 on their final exam.  Those students are: Patrick Callihan, Antonio DiBenedetto, Kristofor Erickson, Richard Fonte, Charles Maniace, Mikael Nacim, Chris Potter, Andrew Shact, Roberto Silva, and Keith Woodman.       


� Council Directive 2001/115/EC of December 20, 2001.  At: � HYPERLINK "http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/l_015/l_01520020117en00240028.pdf" ��http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/l_015/l_01520020117en00240028.pdf�.  Council Directive 2002/38/EC of May 7, 2002.  At: � HYPERLINK "http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/l_128/l_12820020515en00410044.pdf" ��http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/l_128/l_12820020515en00410044.pdf�.


� Streamlined Sales and Use Tax Agreement   At: � HYPERLINK "http://www.streamlinedsalestax.org/Final%20Agreement%20As%20Amended%2011-16-04.pdf" ��http://www.streamlinedsalestax.org/Final%20Agreement%20As%20Amended%2011-16-04.pdf�


� Harmonization is required under both National Sales Tax and Fair Tax proposals.


� Alan Schenk, reporter, Value Added Tax – A Model Statute and Commentary, Washington, DC: Tax Management Education Institute, 1989.  There are many model VATs to choose from.  A more recent, detailed and comprehensive Model VAT, drafted by the same principal author, called Vatopia, is available on the IMF web site at: � HYPERLINK "http://www.imf.org/external/np/leg/tlaw/2003/eng/vvat.pdf" ��http://www.imf.org/external/np/leg/tlaw/2003/eng/vvat.pdf�   When statutory references are needed, this proposal will reference both the ABA Model and Vatopia.


� Adapting tax systems to automation is not a new idea.  At the dawn of the computer age the noted economist, William Vickrey asked, in a US context: “Does EDP open up possibilities for reforming the way in which tax liability is defined?”  Vickrey answered, “What is required is a re-thinking of the problems of tax policy in terms of socially desirable goals.  Once the problem has been defined and alternative choices explored, then the machines can be adapted to fit the requirements of the solution.  As automation increases, the whole social structure of our environment will be subject to revolutionary change; tax administration must keep abreast of this change.”  “Electronic Data Processing and Tax Policy,” National Tax Journal 271 at 271 and 285 (September 1961).  Benjamin Higgins, Director of the MIT Center for International Studies made similar observations.  The context this time was a tax advisory mission to Indonesia.  “It became apparent that conceptually simple extensions of existing statistical operations would permit the government to follow the flow of goods through every stage of the economy, providing the base for a completely efficient system of income, sales and excess inventory taxes. … With these materials an appropriate system of coding and [IBM computer] cards, it would be technically possible to compute for any period after the starting date, the average stocks, sales, and incomes of every firm.”  “Self-Enforcing Incentive Tax System for Underdeveloped Countries,” in Economic Development: Principles, Problems and Policies (New York: W.W. Norton & Co., 1959) pages 531-532.         


� Tax compliance technology is available today to fulfill all requirements.  Some aspects are operational and in use in the EU.  Other aspects are in the final stages of adoption in the retail sales taxes at the state level in the US.  See: � HYPERLINK "http://www.taxware.com" ��www.taxware.com�


� These rules should be provided by regulation, and can include paper filing exceptions based on religious or other objections or based on other impediments to technology usage. 


� The EU CN8 (Combined Nomenclature in 8 digits) can be found at: � HYPERLINK "http://europa.eu.int/comm/eurostat/ramon/nomenclatures/index.cfm?TargetUrl=LST_NOM_DTL&StrNom=CN_2005&StrLanguageCode=EN&IntPcKey" ��http://europa.eu.int/comm/eurostat/ramon/nomenclatures/index.cfm?TargetUrl=LST_NOM_DTL&StrNom=CN_2005&StrLanguageCode=EN&IntPcKey�  


� UN CPC (Central Product Classification, Version 1.0) can be found at: � HYPERLINK "http://unstats.un.org/unsd/cr/registry/regcst.asp?Cl=3" ��http://unstats.un.org/unsd/cr/registry/regcst.asp?Cl=3� 


� Streamlined Sales and Use Tax Agreement, § 501(B).


� Streamlined Sales and Use Tax Agreement, § 601-3 provides the terms under which the States will compensate the CSPs.  


� Streamlined Sales and Use Tax Agreement, § 306 provides for this relief of liability.


� Streamlined Sales and Use Tax Agreement, § 501(C).


� Streamlined Sales and Use Tax Agreement, § 501(D).


� School of Information Management and Systems at the University of California at Berkeley study titled “How Much Information?”  Available at �HYPERLINK "http://www.cni.org/tfms/2000b.fall/handout/How-KSwearingen2000Ftf.pdf"��http://www.cni.org/tfms/2000b.fall/handout/How-KSwearingen2000Ftf.pdf� (last visited 12 April 2004).


� Peter Lyman and Hal R. Varian, How Much Information? 2003 (School of Information Management and Systems at the University of California at Berkeley, release date October 27, 2003) in the Executive Summary.  Available at: � HYPERLINK "http://www.sims.berkeley.edu/research/projects/how-much-info-2003/printable_report.pdf" ��http://www.sims.berkeley.edu/research/projects/how-much-info-2003/printable_report.pdf�  


� Sixth Directive, Article 26c.


� These states must represent 20% of the US population for the SSUTA to be effective.  SSUTA § 701.


� In one important respect the D-VAT is superior to the SSUTA – system errors; accuracy.  The RST has one reporting point (the retailer), the VAT has dual reporting points (buyer and seller).  In the SSUTA the states assure the accuracy of the CSP, CAS, or CPS.  In the D-VAT both buyer and seller will be attentive to CSP, CAS or CPS errors.  Business will be anxious to report and correct erroneous tax determinations.  Thus, in the D-VAT it will not be the federal government alone that will oversee the system.  Business self-interest will oversee and reinforce the accuracy of the system.    


� This is one of the primary difficulties with each of the hybrid models.  The impact from these proposals is felt in both corporate and individual state income tax schemes.  Corporate Tax Impact: Each of the hybrid, two-tiered consumption taxes derived from the Hall-Rabushka Flat Tax proposal (Armey’s Freedom and Fairness Restoration Act; Smith and Shelby’s Tax Simplification Act; Spector’s Flat Tax Act; Bradford’s X-Tax; Nunn and Domenici’s USA Tax Act; English’s Simplified USA Tax Act) replace the federal corporate income tax with a subtraction VAT.  Most states currently base their corporate taxes on the federal.  39 of the 45 states imposing corporate net income taxes directly incorporate federal law, and start their income calculations with federal income determinations.  Thus, federal corporate changes/elimination will require parallel state changes/eliminations.  Individual Income Tax:  Most states also impose an income tax on individuals.  This tax too commonly piggy-backs the federal tax.  There are a number of different ways that this piggy-backing occurs: 27 states adopt the federal adjusted gross income as their tax base, 10 states base their tax on federal taxable income, and 2 states impose a tax only on federally defined interest and dividends.  Only 5 states do not conform to the federal income tax.  As a result, state and local income tax structures will inevitably need to change if the current system of piggy-backing the federal tax were to continue.  The alternative, of course, is for the states to “go it alone” at a significant cost in resources.      


� A comprehensive federal VAT base would reach 84% of GDP, whereas the average state and local base covers 36% of GDP.  The most notable differences are in the exclusion of services from the state tax bases.


� Of the 7,588 retail sales taxing jurisdictions in the US, based on a recent count with the best available information, 46.2% source by origin, and 53.8% source by destination.  In one limited category all states adopt uniform sourcing rules.  All states are required to base inter-state sales of tangible personal property on destination.  Evco v. Jones, 409 US 91 (1972).  In-state sales, and services are not impacted by Evco.


� This figure is based on a recent count with the best available information, and represents 47 state level jurisdictions (including Washington, D.C.), 1,732 counties, 5,571 cities, and 229 districts.


� The ABA Model differs from many VATs by not having a de minimus or small business exemption.  The Commentary observes that states are successful in collecting retail sales taxes, even from small retailers.  Under the D-VAT exempting small businesses would impact state “piggy-backing” on the federal database.  Alan Schenk, reporter, Value Added Tax – A Model Statute and Commentary, page 90.  Vatopia provides a small business exception with a gross sales threshold at §11; Schedule V.  


� See for example the difficulties that Ohio is encountering with the Amish community and requirements in the SSUTA.  Steven S. Woo, “Ohio Lawmaker Calls for Sourcing Amendment to Streamlined Agreement,” State Tax Notes (November 1, 2004) [Doc. 2004-20829; 2004 STT 211-1].  


� At: � HYPERLINK "http://www.expandyourbusiness.com/about.htm" ��http://www.expandyourbusiness.com/about.htm� 


� ABA Model §4016(a)(1); Vatopia §24(4)(a).


� ABA Model §4003; Vatopia §17 and Schedule I. 


� ABA Model §4031(a) defines taxable property as tangible property.  Services are taxed, but intangible property is omitted §4001; Vatopia §9(1).


� ABA Model §§4035(a) and 4011.  The taxation of financial intermediation services is an open question under ABA Model §4035(b).  Vatopia provides for the exemption of financial services under regulatory authority, Schedule II(2).


� ABA Model §4001(b); Vatopia §9(1).


� ABA Model §4031(b-d); Vatopia §2 (a gift is not consideration).


� ABA Model §4003(a) and the ABA Model provides for a deferred input credit for residential real estate §4019; Vatopia § 86(6).  Business real estate purchases are creditable.
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