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Mr. Chairman and distinguished Members of the Commission:

My name is Peter Merrill.  I direct the National Economic Consulting Group in the Washington National Tax Services office of PricewaterhouseCoopers LLP.  I appreciate the opportunity to testify a second time before this Commission.  At the Williamsburg meeting, I addressed international aspects of e-commerce.  Today, I will be discussing a paper we submitted to the Commission regarding State and local tax aspects of e-commerce.  I am accompanied by my co-author, William McArthur, who is partner-in-charge of the Knowledge Management Group for PricewaterhouseCoopers’ State Tax Consulting practice.  We are appearing before the Commission today in our own capacity, and not as representatives of the firm or its clients.

Background

On October 15, 1999, the Commission issued an invitation to the public to submit proposals related to State and local taxation of Internet transactions and electronic commerce.  The Commission set forth 18 criteria that would be used to evaluate these proposals.

The 18 criteria cover many admirable and certain prerequisite principles, including neutrality, low compliance burden, nondiscrimination, international harmonization, privacy, and constitutionality.  Among the criteria set forth by the Commission is the following query:  “Does this proposal leave the net tax burden on consumers unchanged?” This criterion, referred to as “revenue neutrality,” is in our view key to advancing the debate over the appropriate sales tax treatment of cross-border e-commerce transactions. 

We endorse imposition of the discipline of revenue neutrality in the Commission’s consideration of new tax proposals.  This will allow the Commission to focus on the fundamental technical and policy issues regarding the taxation of cross-border sales, without getting bogged down in politically charged allegations of  “tax increase” by some, and “tax erosion” by others.  In addition, we discuss a mechanism for enforcing revenue neutrality should Congress enact legislation in this area.

Lack of Consensus

The effect of e-commerce on States’ current and future tax revenues is a very contentious issue.  Some State officials allege that the current sales tax system
 is antiquated, and that exponential growth in untaxed remote sales will “cripple the sales tax [system].”  In their view, proposals to ban Internet sales taxation would mean fewer teachers and less law enforcement.  By contrast, remote sellers and fiscal conservatives view the States’ desire to impose use tax collection responsibilities on remote sellers as a thinly veiled attempt to increase State revenues.

Meanwhile, the majority of American taxpayers view proposals to collect taxes on remote sales as new taxes, even though consumers are legally obliged to pay the virtually unenforced use tax on their remote purchases.  Echoing this view, House Majority Leader Dick Armey (R-TX) and 34 other Members of Congress, recently sent a letter to the members of the Commission, stating that any suggestion to collect sales taxes on Internet transactions would not be well received by the U.S. Congress.

We do not offer a legislative proposal regarding imposition of use tax collection responsibilities on remote sellers.  Rather, our point is that an agreement to hold sales tax revenue constant would allow the debate to focus on more fundamental questions such as:  the high costs of collecting and remitting tax in thousands of U.S. sales tax jurisdictions, and the legitimate privacy concerns of consumers.

What Does Revenue Neutrality Mean?

As a practical matter, revenue neutrality means that any effective expansion of the tax base should be accompanied by an offsetting reduction in the tax rate.  This is precisely the principle that President Reagan insisted upon in drafting the tax reform proposal that he sent to Congress in 1985. This was the precursor for the landmark Tax Reform Act of 1986 that broadened the base and lowered the rate of the corporate and individual income taxes. The principle of revenue neutrality was embraced by the Democrat leadership in the House of Representatives and was key to the bipartisan development and enactment of this legislation.

The 1986 Tax Reform Act also was drafted under an agreement that the bill should not shift the tax burden to lower-income taxpayers.  We believe that the criterion of revenue neutrality—in the context of the sales tax—would ensure this distributional principle.  The reason is that any expansion of the duty to collect use tax to remote sales would have relatively little effect on low-income households.  A reduction in sales tax rates, however, would benefit all households, including those at the bottom-end of the income distribution.  Thus, the net result of a revenue-neutral proposal to expand use tax collection on remote sales would likely be a tax cut for lower-income households with relatively few remote purchases.

Enforcement Mechanism

If Congress were to enact legislation authorizing States to impose use tax collection responsibilities on nonresident vendors, how could legislators ensure that the States would not use this expanded duty to collect as an opportunity to increase their overall level of sales tax revenues?  A satisfactory answer to this question would be crucial to obtaining the support of many Members of Congress.  Absent a credible enforcement mechanism, Congressional proponents would be vulnerable to potentially career-limiting charges of aiding and abetting a tax increase on their constituents.

While further economic and legal research would be required, we believe that enforcement mechanisms could be drafted that would provide an adequate comfort level for Members of Congress regarding revenue neutrality, should Congress choose to legislate.

One approach for assuring revenue neutrality would be for Congress to condition a State’s authority to impose an expanded duty to collect on remote sellers to an agreement by the State to limit the growth in sales tax revenues to the growth in State personal income.  A similar approach was adopted in Missouri where, since 1980, the Hancock amendment has limited the growth in tax revenues to the growth in personal income.  Exceptions exist when voters approve a tax increase or an emergency is declared by the Governor.

Under this approach to revenue neutrality, any increase in sales and use tax revenues attributable to an expanded duty to collect would be recycled back to consumers, in the form of sales and use tax rate reductions.  The sales tax cap should apply for a reasonably long period of time, say 10 years, to allow consumers to fully benefit from the sales and use tax rate reductions that would flow from rapid growth in the tax base.  After this period, the voters could discipline politicians who support increased sales tax rates.  States that failed to comply with the sales tax cap could be sanctioned through a reduction in federal grants equal to 100 percent of the excess sales tax collections.  Precedents exist for reducing federal grants to jurisdictions that do not meet Congressional goals. 

Possible Objections

Government officials may object to these enforcement mechanisms.  These are our suggestions.  There are a myriad of alternatives Government officials may advance for assuring Congress that an expanded duty to collect use tax would not become a “money machine.”

The private sector also may object to these enforcement mechanisms.  One criticism is the administrative and compliance costs associated with annually changing tax rates.  This concern could be addressed by allowing States to elect, on a revenue neutral basis, to adjust rates every two or three years rather than annually.

Another possible criticism is that State governments might boost sales tax rates at the end of the enforcement period.  This is indeed a risk, but State legislators who vote for tax increases ultimately are accountable to the voters.

Conclusion

In conclusion, we believe the discipline of revenue neutrality would lead to a more productive dialogue about improving the sales tax system to achieve neutrality, low compliance costs, and protection of consumer privacy.  President Reagan’s endorsement of the revenue neutrality principle was critical to obtaining bipartisan support for tax reform, and for convincing a skeptical public that “tax reform” was not a code word for “tax increase.”

Linking base broadening to tax rate reduction is good economics as well as good politics—low tax rates encourage economic growth and reduce possible incentives for tax evasion and avoidance.  While Congress can enforce revenue neutrality in the federal tax system, a new approach is required for State taxes.  This paper offers a simple mechanism that Congress could use to reduce the risk that providing States authority to impose use tax collection on remote sellers would lead to a net tax increase on consumers.

Thus, we have subtitled our paper, “no net net tax.” While it may be difficult for the Commission to find a consensus for any specific legislative proposal, we hope that “revenue neutrality” is one of the principles that the Commission can broadly support and recommend to Congress.

�  All references to “sales tax” include the complementary use tax, unless specifically noted.
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