Sales and Use Tax Plan

Creation of the Multistate Tax Service

November 11,1999

Submitted by:

David E. Hardesty
Markle Stuckey Hardesty & Bott
101 Larkspur Landing Circle, Suite 200
Larkspur, CA  94939

415-925-1120 Ext 104 ~ FAX 415-925-1140

david@ecommercetax.com

About David Hardesty:

David Hardesty is a CPA, and a vice president of Markle Stuckey Hardesty & Bott, CPAs. He is a specialist in the taxation of electronic commerce, and the author of  Electronic Commerce: Taxation and Planning (Warren Gorham & Lamont, 1999), which is the only comprehensive authority on the taxation of e-commerce. He also writes the weekly email newsletter, E-Commerce Tax News. He is an adjunct professor at Golden Gate University's Graduate School of Taxation, where he teaches a course on the taxation of e-commerce. David received his BA in accounting and MBA in taxation from Golden Gate University. Prior to joining Markle Stuckey Hardesty & Bott David worked for Grant Thornton International and Deloitte and Touche.

Contents:

I. Executive Summary

II. Detailed explanation of plan

III. Application of 18 criteria set by the Advisory Commission on Electronic Commerce

Executive Summary

Currently, vendors without physical presence in a state are not required to collect use tax on sales to customers in that state. However, the ability of remote vendors to avoid collection of tax cannot last forever. The current system, where a significant amount of use tax on remote sales goes uncollected, is untenable. State and local governments are losing tax revenues to which they have legitimate claim; and bricks and mortar vendors, which must collect sales tax, are at a competitive disadvantage to remote vendors that do not. The Supreme Court upheld the physical presence rule in 1992, but also held that Congress has the power to create a legislative solution in this area. If Congress does not act, the Court may revisit this issue. A court-ordered plan, rather than a well thought out legislative solution, could subject remote sellers to the crippling burden of dealing with as many as 7,500 different tax jurisdictions. 

This plan creates a separate system for collection of sales and use tax on interstate sales. Under this plan, tax on interstate sales is collected without regard to physical presence in a state. Tax will be collected by a single tax agency, the Multistate Tax Service (MTS), which will be charged with collection and administration of the tax. Tax collected by the MTS will be remitted directly to the states to which the tax applies. The collection of tax on interstate sales by a single agency will remove from vendors a substantial part of the burden of multistate tax compliance.

Not all sales and use tax on interstate sales will be collected by the MTS. Companies with nexus in a state will continue to be subject in full to collection of tax based on that state’s rules. However, the current nexus rules will be replaced by a rule that provides both certainty and a relatively high threshold for nexus in a state. This is accomplished by adopting as the test for nexus the “permanent establishment” standard used in the tax treaties of the United States and other OECD countries. This plan leaves in place the state sales and use tax systems, as they relate to local vendors and to multistate vendors that have significant physical presence in a state. In other words, the plan does not disturb the sovereign right of states to tax transactions taking place wholly within their own borders. 

Tax is collected from both U.S. and foreign vendors, so no vendor has a competitive advantage by virtue of not having to collect tax. Sales to customers outside the United States are free of all sales and use tax, making rules in the United States the same as those followed in other countries.

There are several provisions aimed at minimizing the tax collection burden. These include single tax rates for states, where the MTS collects the tax; small vendors and startup companies with sales below a certain amount will not be required to collect tax on interstate sales; the rate at which tax is collected on interstate sales is phased-in over three years; the MTS will make available free tax software; and, the MTS will allow a discount against tax collected to help defray the cost of collecting the tax.

Detailed Explanation of Plan

Scope of plan. This plan applies only to sales and use tax. 

Two types of sellers. This plan has separate provisions for two types of sellers and transactions. One provision deals with a seller with nexus in a state, which sells physically delivered products, and sells services that are not electronically delivered. The other provision covers sellers without nexus in a state. It also deals with all transactions involving electronically delivered products and services.

Sellers with nexus selling physically delivered products, and selling services that are not electronically delivered
This part of the proposal covers only sellers that have nexus in a state. In addition, this part covers only transactions involving products that are physically delivered, and services that are not electronically delivered. Sellers covered by this part of the proposal are subject to the complete taxing authority of the states in which they have nexus. Nothing in this proposal preempts state ability to impose tax on companies and persons present and doing business in a state, except where sales of electronically delivered products and services are involved. Note, however, the threshold for nexus (i.e., whether a company is present and doing business in a state) is higher than the current standard.

Nexus. Under this proposal, nexus is defined as having a permanent establishment in a state. Permanent establishment has the same meaning as that found in U.S. international tax treaties. This creates a new standard for nexus, which mirrors the international standard used to determine whether a company is subject to tax in a country. Nexus under this standard would generally exist only for a company physically present and doing business in a state. This would generally require, for instance, employees working at a fixed location. This standard eliminates the current uncertainty regarding whether nexus exists. 

Transactions covered. This part of the proposal covers only physically delivered products and services that are not electronically delivered. Sales of electronically delivered products and services are not covered by this part of the proposal. Generally, individual states will not have the power to collect sales and use tax on electronically delivered products and services.

Sellers without nexus, and sales of electronically delivered products and services
This part of the proposal applies to sales by companies without nexus in a state, and to transactions involving electronically delivered products and services. It applies both to Internet-based sales and to traditional mail-order sales. The goal of this part is to (1) tax remote sales that would otherwise escape tax because of lack of nexus, and (2) tax sales of electronically delivered products and services from all vendors, where the determination of the locations of customers is inherently difficult. 

For companies and transactions subject to this part of the plan, all tax will be collected by a new agency, the Multistate Tax Service (MTS). The MTS will derive its power from the federal government, but will not be part of the federal government. It will be organized and operated by the states.

This part of the proposal applies to foreign as well as U.S.  vendors. Consistent with the practices of other countries, sales tax will be collected on all taxable imports into the United States. This scheme is the same as that used in most countries that employ a value added tax (VAT), where “import VAT” is imposed on all taxable imports into a country.

Sellers without nexus. This part of the proposal applies to all sellers that do not have nexus in the buyer’s state. The determination of nexus is discussed in the first part of this proposal.

Transactions covered. This part applies to all transactions of sellers without nexus. In addition, this part applies to all transactions involving electronically delivered products and services, even where a seller has nexus in a state. Electronic products and services are those products and services delivered primarily through electronic means. Note that a company with nexus in a state selling both electronically delivered products and services and other products or services would be subject to the complete tax authority of the state in which it has nexus, as regards non-electronically delivered products and services.

Multistate Tax Service. A new agency, the Multistate Tax Service (MTS), will be set up to collect and administer taxes on sales subject to this part of the proposal. The MTS will be an organization of the states, but will be authorized by federal law. Its authority to collect sales in interstate commerce will be granted by Congress. Congress’ authority to grant power to the MTS is authorized by the Commerce Clause of the U.S. Constitution. While authorized by Congress, the MTS will not be part of the federal government. Its budget will be supported by the states. Congress will have the power, however, of limited oversight, since the power of the MTS comes from Congress.

Tax collection – tax rates. There will be one tax rate per state, which will be equal to an average of the state and local consumption taxes in that state. The average rate will be a weighted-average rate, using as its base both tax collected and total taxable sales. For instance, a simple weighted-average might be calculated by dividing all tax collected in the last year by all taxable sales in that year.

There will be one national tax rate, which will be equal to the weighted-average of all state and local consumption tax rates. 

Tax collection - by sellers. For a domestic sale, where the seller knows the destination state at the time of the transaction, the seller will collect tax based on the rate for the destination state. Collection is based on one tax per state, as discussed above. 

For domestic sales, where the seller does not know the destination state at the time of the transaction, the seller will collect tax based on the national rate.

Consistent with the practices of other countries, export sales will not be subject to tax. It is expected that these sales will be taxed by the buyers’ countries. In Europe, for instance, any import into the country is subject to “import VAT.”

Tax collection - tax base. The tax base (i.e., what is taxable) used by the MTS will be a composite, based on the tax bases used in a majority of the states. The tax base of the MTS will be determined with reference to the various state tax bases. For instance, if a certain product or service is taxable in a majority of the states it will be part of the MTS tax base.

Tax collection - exempt buyers. Tax exempt buyers will be a composite of the buyers that are exempt under a majority of the states. Different states exempt different types of buyers. For instance, certain educational institutions are exempt in some states but not in others. Exempt buyers under the MTS system will be based on the practices of a majority of the states.

Remittance of tax to states. Tax collected will not be handled by the federal government, will not be part of the federal budget, and will not in any way be subject to the control of the federal government. While Congress will exercise limited oversight of the MTS, it will have no authority to control the budget of the MTS.

Tax collected will be distributed back to the states by the MTS as follows: 

- Where the vendor knows the state in which the buyer is located, the vendor will collect tax based on that state’s rate. In addition, the money collected will be allocated specifically to that state. 

- Where the state is not known, tax collected will be remitted back to the states, based on a formula, the numerator of which is the sales and use tax collected by each state, plus the tax allocated directly to each state by the MTS; and the denominator of which is the total sales and use tax collected in all states, plus the total tax allocated directly to the states by the MTS.

This part of the plan is best illustrated by example. Assume State A collects $1,000 in sales and use taxes. In addition, the MTS collects $100 on behalf of State A, where the vendor was able to identify the state in which the buyer was located. Accordingly, the total tax specifically identified to State A is $1,100. Assume further that the tax collected by all states is $50,000, and that the tax collected by the MTS on behalf of all states (where the buyers’ locations where known) totals $5,000. State A’s percentage of tax collected (where the locations were known) to all tax collected (where the locations were known) is 1 percent. Assume the total tax collected, where the locations of buyers were not known, is $2,000. State A’s share is 1 percent, or $20.
Shipments from outside the United States. Shipments from outside the United States will be subject to tax. Vendors can prepay the tax and receive a tax stamp. The stamp will allow shipments to go directly to buyers. When vendors prepay tax they receive a stamp that can be affixed to packages. Shipments into this country not accompanied by a tax stamp will be held by the U.S. Post Office, U.S. Customs, or by common carriers until the tax is paid by the buyer. The U.S. Post Office, U.S. Customs and common carriers, such as Federal Express and UPS, will enforce collection of parcels unaccompanied by tax stamps. Parcels will be held until customers pay the tax. 

Phase-in rules and exemptions. Tax rates calculated under this part of the plan will be phased-in over 3 years.

Sellers are subject to this part of the plan only when their gross receipts in the previous three months exceed $50,000. Note, however, that sellers with nexus in a state remain subject to that state’s taxing power regardless of their sales. 

Digital tax stamps. Electronically delivered products and services must be accompanied by digital tax stamps, which will be created at the time the product or service is sold. A digital tax stamp will be affixed to each taxable digital product or service. This stamp will be issued by the MTS. Each stamp will be unique and unalterable. Because each stamp will be unique there will be no possibility of duplication or counterfeiting.

Technology will be developed that will enable detection of digital products that are not accompanied by stamps. While communications on the Internet are anonymous, the government should be able to track the sales of products and services by known providers to determine if tax stamps accompany their transmittals. This should be possible without compromising the privacy of the communications.

The US. Government will develop technology to prevent its citizens and residents from accessing Web sites that habitually transmit digital products without the required stamps. The federal government should have the authority to shut down access to Web sites that consistently flout U.S. tax laws. It is expected that technology can be developed that will accomplish this.

Tax compliance software. The MTS will make available to vendors, without charge, sales and use tax collection software, and software to be used to prepare required MTS tax forms. This software can be downloaded by vendors, and integrated into their own order-entry systems. For Web-based sales, at the vendor’s option, sales tax calculations can be done remotely on the MTS Web site. This allows vendors to plug tax calculation into their Web sites, without having to download software. Note, however, that vendors may still need software to deal with tax collection in the states in which they have nexus. The MTS will not provide software to deal with specific state tax collection requirements.

Reimbursement of collection cost. The MTS will allow to vendors a discount against sales and use tax collected equal to 2% of the tax collected, to help defray the cost of collection. While the credit is initially set at 2%, the credit may be changed in the future, based on studies of actual collection costs. The MTS will conduct ongoing studies of the actual cost to collect the tax, and will adjust the credit to equal that cost.

Other issues

Tax is based on the location of the buyer. For physically delivered products this means the “shipped-to” address; for services and for electronically delivered products the location of the buyer is the “billed-to” address.

Advisory Commission on Electronic Commerce Criteria

(1) How does this proposal fundamentally simplify the existing system of sales tax collection (Some examples may be: common definitions, single rate per state, clarification of nexus standards, and so forth)?

Currently, all remote sellers are potentially subject to tax collection in almost 7,500 jurisdictions. In addition, companies must deal with different tax rates, different tax forms, and different tax bases in those jurisdictions. This plan radically reduces the number of separate jurisdictions in which a company may be required to collect tax. The permanent establishment criteria limits taxable nexus to those jurisdictions in which a company operates a business establishment. Most companies will be subject to tax collection only by their home states, and by the Multistate Tax Service (MTS). The single tax rate per state and common tax base used by the MTS vastly simplifies tax compliance. 

(2) How does this proposal define, distinguish, and propose to tax information, digital goods, and services provided electronically over the Internet?

As discussed above, digital products and services are those products and services delivered primarily through electronic means. Where a company is subject to tax collection by the MTS, that company will be dealing with a single set of rules and definitions, regardless of the state to which products or services are delivered. Tax on these products and services will be determined only by the MTS, and will be collected only by the MTS. Where the locations of the buyers are not known (as will often be the case) tax will be collected at a single rate, and apportioned to the states. Where the locations of buyers are known, tax will be collected by the MTS using a single rate per state, and the tax will be remitted directly to the states.

(3) How does this proposal protect against onerous and/or multiple audits?

Companies without nexus in other states will be subject to sales and use tax audit only by their home states and by the MTS. The MTS will maintain local offices in each state, and any suit by or against the MTS can be pursued in federal court. Because of a higher standard for nexus, most companies engaged in interstate commerce will be required to report only to the tax authorities of their homes states and the MTS. Accordingly, these companies will, at most, be subject to sales tax audit by two tax authorities. 

(4) Does this proposal impose any taxes on Internet access or new taxes on Internet sales?

This proposal creates no new taxes. The system is designed merely to easily and efficiently collect existing taxes. However, the system will likely increase overall consumer taxes which are currently going uncollected. Currently, use taxes are due by consumers on out-of-state purchases where the seller is not required to collect the tax. By all accounts there is a high level of non-compliance on the part of consumers. This system insures the collection of the use tax that is due under existing tax laws.

(5) Does this proposal leave the net tax burden on consumers unchanged? (Does it impose an obligation to pay taxes where such an obligation does not exist today? Does it reduce or increase state and local telecommunication taxes? Does it reduce or increase taxes, licensing fees, or other charges on services designed or used for access to or use of the Internet?)

The tax obligations of consumers are unchanged by this proposal. At most, this proposal changes how taxes are collected, but does not change either the tax bases or the tax rates. 

(6) Does the proposal impose any tax, licensing or reporting requirement, collection obligation or other obligation or fee on parties other than those with a physical presence in a particular state or political subdivision?

Where a company does not have physical presence in a state the company has no requirement to submit to that state’s taxing authority, insofar as sales and use tax is concerned. In addition, the proposal raises the nexus standard so that, not only must a company have physical presence in a state to be taxable, it must operate a business from fixed premises in the state.

(7) What features of the proposal will impact the revenue base of federal, state, and local governments? Any estimates or opinions must be substantiated.

The proposal will likely increase the tax revenues of state and local governments. There will be no effect on the federal government. No estimates are available.

(8) Does this proposal remove the financial, logistical, and administrative compliance burdens of sales and use tax collections from sellers? Does the proposal include any special provisions with respect to small, medium-sized, or start-up businesses? 

No system of tax collection can entirely remove the burden of tax collection from sellers. Sellers are the only ones in possession of enough transactional information to collect the tax. This system, while it does not completely remove the burden, reduces it substantially. The provision of free tax compliance software, plus discounts against tax collected will help vendors defray the cost of having to collect the tax.

Many remote sellers that are currently taxable in multiple states will find tax compliance much easier, where they have nexus only in their home states under the new nexus provisions. These companies will deal only with their homes states and with the MTS. Small vendors will be exempt from collecting tax on remote sales. The cost of collecting tax on remote sales will be at least partly covered by discounts against tax collected.

(9) Does the proposal treat purchasers of like products or services in as like a manner as possible through the implementation of a policy or system that does not discriminate on the basis of how people buy?

Under this system, the tax rate imposed on an item in an online or mail-order transaction would be similar to that imposed on the item purchased in a store. The rate would not be so different as to favor one form of commerce over the other. Under this system, the sales tax paid will be similar regardless of whether a buyer purchases products or services on Main Street or through the Internet. 

(10) Does the proposal discriminate against out-of-state or remote vendors or among different categories of such vendors?

The system is designed to be tax neutral. Neither local vendors nor out-of-state vendors have a tax advantage. In addition, the tax compliance burden of out-of-state vendors is no more than that of local vendors. Out-of-state vendors are subject to a rate that is close enough to the rate paid by in-state vendors as to not make a difference to consumers. For instance, a buyer in a state that does not impose a sales tax would not pay tax on a purchase from a remote vendor, as long as the vendor knew the state in which the buyer resided. Where there is no knowledge of the buyer’s state, the seller will collect tax at a national rate, even if the buyer is in a no-tax state. This later situation discriminates against remote sellers, but such instances are likely to be few.

(11) How does this proposal affect U.S. global competitiveness and the ability of U.S. businesses to compete in a global marketplace?

This system places foreign vendors on the same footing as U.S. vendors. In addition, because exports are zero-taxed, U.S. vendors are on the same footing as foreign vendors (in VAT countries exports are generally zero-taxed).

(12) Can this proposal be scaled to the international level?

The system takes into account the international nature of e-commerce. Use of permanent establishment as a threshold for nexus creates a standard that is known and accepted internationally, and which has a substantial history of jurisprudence to which both U.S. and foreign vendors can look for definitions. The use of  tax stamps and collection of tax at borders represents a practice similar to that used in Europe and other OECD countries in the administration of the Value Added Tax.

(13) How does this proposal conform to international tax systems, including those that are based on source rather than destination? Is this proposal harmonized with the tax systems of America’s trading partners?

This proposal moves the United States closer to the consumption tax practices used in other countries. Generally, other countries collect tax on imports, regardless of whether the vendor is subject to tax in the country. This proposal conforms the United States to this practice.

(14) Is the proposal technologically feasible utilizing widely available software to enable tax collection? If so, what are the initial costs and the costs for required updates, and who is to bear those costs?

Most of the provisions can be implemented cheaply with existing technology and software. Vendors will incur relatively minor costs in implementing compliance systems. This assumes that software is provided by the MTS to vendors.  The only areas of difficulty are those relating to the detection of tax stamps on digital products, and the prevention of access to Web sites that do not comply with U.S. tax laws. 

(15) Does the proposal protect the privacy of purchasers?

This system does not require consumers to provide to vendors any information beyond a name, address, and credit card where goods are physically delivered. For electronically delivered goods and services no information need be provided beyond credit card information. If unaccounted electronic money comes into common usage vendors will require no consumer information at all in digital product and services transactions.

By leaving the collection responsibility with the seller any consumer information gathered can be kept confidential by the seller. Some have suggested bringing other entities into the tax collection process, thus relieving the seller of this burden. However, in many cases, this will require the seller to pass along to other parties sensitive consumer information.

(16) Does this proposal respect the sovereignty of states and Native Americans?

Under this system, the states retain most of their sovereign rights to tax transactions taking place in their jurisdictions. They lose jurisdiction over sales of electronically delivered services and sales of electronically delivered products. However, given the expected difficulty in enforcing tax collection (e.g., determining destination states) it seems states are giving up a little, and gaining a lot. In addition, with regard to services, most states do not tax these transactions anyway. It may be that the number of taxable services included in the MTS tax base will be limited.

This proposal contains no provisions specific to Native Americans, only because I have not studied their specific requirements. It will have to be modified to account for any exemptions and exclusions from sales tax that are applicable to Native Americans.

(17) How does this proposal treat local governments’ autonomy and their ability to raise a greater or lesser amount of revenues depending on the needs and desires of their citizens?

Local governments retain their autonomy related to most transactions (see answer to 16).

(18) Is the proposal constitutional?

Congress has the power to regulate interstate commerce. Under this power, Congress may grant to the MTS authority to administer interstate taxation. 
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