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Abstract: The Zip Code Tax

The Zip Code Tax proposal outlines a nationwide system of state and local sales taxes that makes it easy for vendors to calculate and collect sales taxes without restricting the right of states and localities to set individual sales tax rates.

This proposal has three core elements.  First, every seller must withhold sales tax based on the purchaser's zip code.  Second, Congress will authorize states to collect this tax, if, and only if, states comply with a registration procedure and accept minor procedural limitations on their authority to impose a sales .  Third, a new federal "Zip Code Tax Agency" will administer the registration process for state and local sales taxes and make all tax rates available on-line, on CD-ROM and in print to sellers and the public at no cost.

The result will be a fair sales tax that treats purchases from traditional brick and mortar stores, mail-order houses, and on-line vendors equally.  Due to the increased tax base, states should be able to lower the sales tax rate.

This proposal fulfills all twelve criteria established by the federal Advisory Commission on Electronic Commerce at its September 15, 1999 meeting.

1.
Simplicity: The Zip Code Tax

1 Application of the current sales and use tax system to nationwide sales would place an unreasonable burden on vendors.  The current system is already rather complex. 

1 The zip code tax is very simple.  Vendors can calculate the exact tax by using information they necessarily already have: the zip code of the buyer and the classification of the product they are selling.  If the goods are delivered electronically, the vendor can either use the zip code of buyer's credit card billing address or, alternatively, rely on representations made by the buyer.

1 With these two pieces of information, the vendor can access a database made publicly available at no cost (see under 2.) and will retrieve the applicable rate.  Most vendors will be able to integrate the database into their currently used accounting software.  Very small vendors will have to access the information on-line or by looking it up in a printed directory.

1 Then, the vendor withholds the tax and transfers the total amount accompanied by a list of zip codes and respective sales to each state on a monthly basis.  It is the responsibility of each individual state to distribute to local entities their respective shares.  Vendors with net sales of less than $100,000 per month have the option of transfering all interstate sales taxes accompanied by a list of zip codes and respective sales to the Zip Code Tax Agency for further distribution.  This option will protect small and medium sized vendors from burdensome filling requirement with multiple states.

2 Administration: The Zip Code Tax Agency
2 The Zip Code Tax Agency has a very narrow and limited administrative function. 

2  First, the Agency must create a list with different categories of products, such as "clothes", "fuel", "food", etc.  This list should be based on categories currently used by states to set differential sales taxes.  If necessary, the list can include very detailed categories, e.g. "computer hardware", "computer software" or "shoes under $100", "shoes above $100", etc.  It is critical, however, that there be only one list of categories applica​ble to all states.


2 Second, the Agency must collect all local sales taxes for the respective categories.  States will be required to report the sales taxes zip code by zip code.

2 Third, the Agency generates a simple data base that shows  the sales tax for each category for each zip code.


Example
14850
14853
14854
14855
14856

computer hardware
8.25%
8.25%
8.25%
5.75%
5.75%

computer software
8.25%
8.25%
8.25%
5.75%
5.75%

apparels
6.0%
8.25%
8.25%
5.75%
5.75%

2 Finally, the Agency publishes this database in print, on CD-ROM and on-line at no charge to vendors and the public.

2 Vendors can easily determine the applicable sales tax by looking up the buyer's zip code.  It should be easy to integrate the data base with commonly used accounting programs so that the determination of the sales tax is automated.  Very small vendors, however, can access the information on-line or by using a print version of the database.

3 Constitutionality: Trade-Off of Local and Federal Powers
3 The zip code tax proposal is based on a trade-off of federal and local powers.

3 Congress must authorize states to collect sales taxes from vendors that otherwise would have insufficient contact to the state.  In Quill Corp. v. North Dakota, 504 U.S. 298 (1992), the Supreme Court expressly held that Congress is free to decide "whether, when, and to what extent" the states may tax interstate sales.  So authorized, the zip code sales tax would not unconstitutionally burden interstate commerce.  Congress has the power to regulate interstate commerce, including the authority to delegate this authority to the states.

3 In return, the states agree to certain procedural restrictions.  While states are free to set sales taxes at any rate and distinguish between various categories of items, they must comply with simple registration requirements.

3 First, states must report all sales tax rates for each category of goods to the Zip Code Tax Agency.  Once this Agency has compiled a list of categories used by various states, states cannot create additional categories of goods.  However, a yearly amendment of this list is optional.

3 Second, states must assure that any variations in local sales taxes follow the five digit zip code areas.  Thus, in the unlikely event that two independent localities with the same five digit zip code have different sales tax rates, they must either reassign their zip codes or agree to impose similar tax rates.

3 Third, states can only amend their sales tax on a yearly basis and must report any changes to the Zip Code Tax Authority no less than three months in advance.  A new database will be published every December 1, effective January 1 of the following year.  Interim changes are not possible.

3 In order to implement the zip code tax, Congress will authorize only those states that comply with the above requirements to impose a sales tax on out-of-state vendors.  This conditional authorization has the additional function of guaranteeing compliance by the states.  States that violate the registration requirements will lose the privilege of collecting the sales tax.  A loss of such substantial revenue will assure compliance.  On the other hand, states are free not to participate and continue the current system of not taxing out-of-state vendors.  Congress will not, and constitutionally could not, force any state to participate in the zip code tax system.  However, vendors located in non-participating states will be subject to sales taxes imposed by participating states.

3 The federal government should offer its help in enforcing this system of interstate sales taxes, by making a federal offense (i) the interstate sale of goods without withholding of the proper sales taxes and (ii) the failure to pay withheld sales taxes to state tax authori​ties a federal offense.  States should enact statutes penalizing the willful misrepresenta​tion of the purchaser’s zip code with tax avoidance purpose.

4 Fairness: Equal Tax for Equal Purchases
4 The result of implementing the zip code tax proposal will be that all purchases of equal goods will be taxed equally regardless of whether the seller is a traditional brick and mortar store, a mail-order house or an on-line business.

5 The Advisory Commission Criteria

The zip code tax fulfills all twelve criteria established by the federal Advisory commis​sion on Electronic commerce at their September 15, 1999 meeting in New York City.

5 (1) Radically simplified tax system.  Vendors no longer have to be concerned with variations in local sales tax.  After entering the buyer's five digit zip code and the product category, their accounting software can easily access the applicable sales tax rate from a CD-ROM or on-line database.  Small vendors can easily access the same information in a print version.  As under the current system, withheld sales tax must be transferred to the appropriate authorities on a periodic basis.  Buyers need not be concerned with sales or use tax issues.  All goods purchased will be subject to the same sales tax and all sales taxes will be withheld by the vendors.

5 (2) No new taxes.  The zip code tax proposal does not create any new taxes.  It is simply a procedural mechanism to guarantee easy access to relevant information by all vendors nationwide.  In fact, the overall effect will likely be a reduction in state sales taxes.  Due to the broadened tax base, states should be able to reduce the sales tax rate accordingly.  Thus, the total amount of sales tax paid by purchasers should not change.

5 (3) Remove reporting burden from seller.  Under the zip code tax proposal sellers have no reporting burdens.  While they must collect the tax for any taxable sale, there is no additional reporting burden.  Thus, there is only one procedure to follow for all states.

5 (4) Not compromise privacy of individuals.  The zip code tax proposal does not compro​mise the privacy of individuals.  Since the tax is computed based on the zip code, no additional information need be revealed to taxing authorities.

5 (5) Acknowledge states' taxing authority.  Under the zip code tax proposal, states retain full authority to impose any sales tax and differentiate rates locally as well as by various category of goods.  States are free to change their sales tax on a yearly basis.  All limita​tions on the states are procedural in nature.  

5 (6) Treat purchases as equal as possible.   The zip code tax treats goods equally by not differentiating between traditional brick and mortar vendors, mail-order houses and on-line sellers.

5 (7) Avoid discrimination against out-of-state purchases.  The zip code tax is based solely on the residency of the buyer.  There is no discrimination against out-of-state purchases.  All sales, whether in-state or out-of-state are subject to the same tax.

5 (8) Establish safe haven from "oppressive" auditors.  The zip code tax allows vendors to prove compliance with any state tax requirements without much effort.  Each sales receipt contains all relevant information: product category, zip code and tax rate. A sale without withholding the proper sales tax would be obvious from the receipt itself.  Thus, audits are limited to assuring that vendors have periodically transferred the withheld sales tax to the states.

5 (9) Contain common definition.  The zip code tax proposal does not rely on any new and complicated definitions, terms or categories.

5 (10) Establish a time frame for delivery.  While the time frame of implementation is unrelated to this proposal, the effective date of the new system could be as early as January 1, 2001.  Congress could enact the required legislation and states can decide whether to participate in the new system at a later point.  Based on the economic incen​tives for states to participate, full participation by all states is likely.

5 (11) Not undermine Indian sovereignty.  The zip code tax proposal does not undermine Indian sovereignty.  Like the states, sovereign Indian entities are free to participate in the system or not.

5 (12) Constitutionality.  The zip code tax system is constitutional.  The current limits on the states' right to impose taxes on out-of-state vendors are rooted in Congress' power to regulate interstate commerce.  With proper authorization by Congress, it is constitution​ally permissible for states to impose a sales tax.

[Thomas A. McGuire is a recent graduate of Cornell Law School and currently an associate in the tax department of a large law firm.  This proposal reflects the author's personal views and is neither related to his employment nor prepared on behalf of a client.]
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