CALIFORNIA
STATE LIBRARY

FOUNDED 18350

California Research Bureau

900 N Street, Suite 300
P.O. Box 942837

Sacramento, CA 94237-0001

(916) 653-7843 phone

(916) 654-5829 fax

The Streamlined Sales and
Use Tax Agreement:
A California Perspective

By Martha Jones, Ph.D.

Requested by Senator Dede Alpert
And Senator Debra Bowen

February 2005

CRB 05-001




The Streamlined Sales and
Use Tax Agreement:
A California Perspective

By Martha Jones, Ph.D.

ISBN.1-58703-198-1



“The use tax remains the weak link in state sales tax administration, though total revenue
loss is probably not great.”

--- John F. Due and John L. Mikesell, Sales Taxation, 1994, p. 275.

“This isn’t about ‘taxing the Internet.” It’s about fairness, because people should be taxed
on what they buy, not on how they buy it. There’s no reason why you should have to pay
sales taxes when you buy something at the mall, while your neighbor who shops from a
catalog or over the Internet from the comfort of her living room can buy the exact same
thing without having to pay the same taxes.”

--- State Senator Debra Bowen, Sacramento Bee, October 11, 2003

“They are not interested in tax equity. They are interested in more revenue.”

--- Jonathan Coupal, President of the Howard Jarvis Taxpayers Association,
Sacramento Bee, October 11, 2003

“Republicans and some Democrats oppose raising taxes, but [Governor Davis] and |
agree that collecting taxes that are already owed is the right thing to do. Buying from
catalogs or over the Internet has never been tax-free. This bill will make it easier for
Californians to do the right thing and pay the taxes they owe.”

--- State Senator Dede Alpert, Press Release, October 10, 2003

“It seems inevitable that there will be more regulation coming to the Internet. It’s only a
matter of time before e-commerce will be taxed with more predictability.”

--- Kate Delhagen, Forrester Research, CFO Magazine, February 2004.

“On the books since 1935, the California use tax is one of the least enforced and silliest
of all taxes. It is atax on consumers who use things.”

--- Bill Leonard, California Board of Equalization Member, The Leonard Letter,
April 21, 2003.

“It is hardly worth remarking that appellant’s expressions of consternation and alarm at
the burden which the mechanics of compliance with use tax obligations would place upon
it and others similarly situated should not give use pause. The burden is no greater than
that placed upon local retailers by comparable sales tax obligations; and the Court’s
response that these administrative and record keeping requirements could ‘entangle’
appellant’s interstate business in a welter of complicated obligations vastly
underestimates the skill of contemporary man and his machines.”

--- Justice Abe Fortas, in his dissenting opinion, National Bellas Hess, Inc. v.
Department of Revenue of the State of Illinois, May 8, 1967.
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EXECUTIVE SUMMARY

A general sales tax is currently imposed by 45 states plus the District of Columbia. In
fiscal 2003, sales taxes returned to their position as the largest single source of state tax
revenue. Despite their importance to states’ tax structures and despite the rise in rates
over the past decade, sales taxes as a proportion of total state revenues have been flat
since 1990. Generally, state sales tax systems have not been updated to keep pace with
changes in the modern economy. Designed in the 1930s, sales tax bases were largely
limited to tangible personal property. Today, economies are increasingly dominated by
untaxed services and intangibles, which are in many cases not subject to sales tax. States
have also chosen to exempt much tangible personal property from their tax bases. In
addition, the growth of remote commerce (via catalog, telephone and the Internet) has
created numerous opportunities to avoid paying or collecting tax on taxable transactions.

Efforts to comply with state sales and use taxes are complicated by administrative
burdens due to the lack of uniformity among the states regarding definitions of taxable
items, determination of the sale location, and many other administrative requirements.
Additional complexities arise from the administration of sales and use taxes by numerous
local governments. There are currently more than 7,500 sales tax jurisdictions across the
United States. With the purpose of modernizing sales tax systems and in response to a
U.S. Supreme Court decision that bars individual states from requiring remote retailers to
collect state sales taxes, states created a coalition committed to simplifying and
improving sales tax administration. The effort that has gained the most momentum is the
Streamlined Sales Tax Project (SSTP), which is attempting to develop a standardized
sales tax system.

By November 2002, 38 states were voting participants in the SSTP process and 30 states
(plus the District of Columbia) ratified the Streamlined Sales and Use Tax Agreement
(SSUTA or the “Agreement”), but had not necessarily adopted their sales tax systems to
conform to the Agreement’s requirements. California and New York were among a
handful of states that had not joined the effort. The states most involved in the SSUTA
tended to be smaller and/or highly reliant on sales tax revenues. Two of the large states
that ratified the Agreement, Texas and Florida, do not have an income tax and depend
heavily on sales tax revenue. Illinois also ratified the SSUTA, but only after insisting on
modifications of at least one key portion of the Agreement.

In 2000, Governor Gray Davis vetoed legislation that would have allowed California to
actively participate in the SSTP. During 2002 and early 2003, the California
Commission on Tax Policy in the New Economy held hearings concerning the SSTP and
California’s lack of participation in the effort. Many speakers, but not all, felt that
California should be actively participating in the process. Some of the reasons for
participating were:

1. The current sales and use tax system is in need of reform. It is increasingly
complex and a burden on multi-state business.

California Research Bureau, California State Library 1



2. States need to create a level playing field among businesses that charge sales tax
(those with a physical presence in the state, or “nexus”) and that do not. It’s an
issue of tax fairness to Main Street (i.e. brick-and-mortar) businesses.

3. The structure of the sales tax needs to reflect the structure of the new economy.
Moreover, increased remote sales are causing a loss of revenue. Estimates for
these revenue losses vary widely.

4. California should participate in the SSTP effort so that the Agreement will be on
terms favorable to the state. Since the SSTP is the multi-state effort that almost
all states with sales taxes are working on, California should be at the table.

5. Other solutions to the problem of the non-collection of use tax on remote sales
have not worked well.

Arguments against California’s participation in the SSTP ranged from theoretical
criticism of the Agreement itself, to disagreement about the extent to which the SSTP
would result in increased revenues, to practical considerations about how the Agreement
would affect sales and use tax collection in California. As it has evolved, the Agreement
is clearly not as “streamlined” and simplified as originally intended, and skeptics worried
that the costs of participation to California would not be worth the benefits. The
Agreement is also not as comprehensive as many would have liked. It does not cover, or
even define, services, for example.

On October 8, 2003, Governor Davis approved legislation that enabled California to join
the SSTP effort as a voting participant.” The California legislation creates a Board of
Governance to represent the state in all meetings concerning the new tax system. The
Board is authorized to vote on behalf of California and to represent the state in all matters
pertaining to the Agreement. The Board of Governance is to report to the California
legislature quarterly on progress in negotiating the Agreement. Now that California is a
voting participant, the next step will be for California to decide whether to conform
its sales and use tax laws to those of the Agreement. California will also have a voice
in the final shape of the Agreement, which is still under discussion and modification.

The current target date for implementation of the Agreement is October 2005. Once a
state has amended its statutes to conform to the terms of the Agreement, the state is to
send a petition to the Streamlined Sales Tax Implementing States (SSTIS) with proof of
compliance. As of November 2004, 41 states, including California, were members of the
SSTIS. Nineteen states had enacted substantial compliance legislation and made up the
Conforming States Committee of the SSTIS. When a sufficient number of states are
found to be in compliance with the Agreement, the SSTIS will dissolve, the interstate
Agreement will become effective, and a permanent Governing Board will be established.

Preliminary analysis by the California Board of Equalization indicates that
conforming would require a major overhaul of the state’s sales and use tax system.
Sales throughout the state would be affected, not just sales made over the Internet.
This report describes major provisions of the SSUTA Agreement and preliminary

" SB157, author: Senator Bowen. This legislation became effective January 1, 2004.

2 California Research Bureau, California State Library



estimates of the impact of joining the Agreement on the California sales and use tax
system. California law already conforms to several major provisions of the Agreement,
but would require major revisions to conform to most of the Agreement’s provisions.”

Examples of changes to California’s laws, regulations and databases that would be
required are:

e Under the Agreement, California would still be able to choose which goods to tax
or not tax, but it would not be able to deviate from the Agreement’s definitions of
categories of goods. For example, currently California law generally applies sales
tax to carbonated beverages (soda) but does not apply sales tax to non-carbonated
beverages such as fruit or vegetable juices. Under the Agreement, this would not
be possible: sodas would be defined under “soft drinks” with most non-
carbonated beverages. If California chooses to continue to tax sodas under the
“soft drink” definition, it would have to tax non-carbonated beverages that are
currently exempt from tax. Or California could exempt all “soft drinks,”
including sodas.

e For most transactions, California currently imposes the sales tax at the origin of
sale (the location of the seller). The Agreement requires destination-based
sourcing, which means sales tax revenue generally goes to the location where the
purchaser receives the item sold. Retailers who ship or deliver sold items to their
customers’ locations are required under the SSUTA to collect the local sales tax
in effect where the delivery is made. The Agreement’s sourcing rules would
result in a reallocation of California’s local sales tax revenues.

e Numerous new systems and databases would be required. For example, the state
would have to provide and maintain a database of sales and use tax rates for all
taxing jurisdictions and a taxability matrix, showing whether specific goods are
taxable or exempt. The taxability matrix will list the defined terms in the
Agreement and then whether a state taxes or exempts the defined term.

e The SSUTA governance rules would give only one vote to California, which
would shift some aspects of control of the state’s sales tax out of the hands of the
legislature and the State Board of Equalization to the SSUTA.

e California would have to put in place provisions to compensate certain vendors
(for example, retail stores) for sales and use tax collection, which the state
currently does not do. Under the SSUTA system, there is no requirement for
compensation unless one of the technology models is used or the vendor has
voluntarily registered with the SSUTA.

“ California law currently complies with the following SSUTA provisions: State Administration of State
and Local Sales and Use Taxes, Notification of Rate Changes, Reduction of Multiple Tax Rates, Direct Pay
Permits, Rounding Rule, Customer Refund Procedures, Audit Procedures, and Confidentiality and Privacy
Protections. Other SSUTA provisions would require extensive amendments of California law: Taxing
Authority Preserved, Single Tax Base, Seller Registration, Uniform Sourcing Rule, Exemptions, Uniform
Tax Returns, Uniform Rules for Remittances, Bad Debt Recovery, Caps and Thresholds, Uniform
Definitions of Goods and Services, Registration and Amnesty, Vendor Compensation and Technology
Models for Remittance, Relief of Liability, Taxability Matrix, and Governance.

California Research Bureau, California State Library 3



e The Agreement’s amnesty provisions are different from, and more generous than,
current California law.

e By 12-31-05, no partial sales tax exemptions would be allowed, except for
transfers of motor vehicles, aircraft, watercraft, modular homes, manufactured
homes, mobile homes or items where the burden of administration has been
shifted from the retailer.” In California, examples of goods currently partially
exempt from the state general fund portion of the sales tax rate (5.25 percent) are
farm equipment and machinery, timber harvesting equipment and machinery, and
racehorse breeding stock.

For each state, moving towards compliance with the SSUTA can be thought of as a
two-step process: First, sales and use tax laws need to be changed to conform with
SSUTA definitions, rules and regulations. Second, using the SSUTA definitions,
each state legislature decides whether a category of items is taxed or not. States
cannot not deviate from the SSUTA’s definitions, but they have many choices as to how
to comply. There is nothing in the Agreement itself that dictates whether, at the end of
the process, the tax base will increase or decrease. The fiscal impact of the SSUTA
depends largely on legislative choices. Complying with SSUTA definitions could result
in some products currently not subject to sales tax to become taxable, and also some
products that are taxable to no longer be taxed. If the net result is an expansion of the tax
base, the legislature could lower the sales tax rate to make the changes revenue neutral.

Even if states were to conform their laws to the SSUTA, the system is still voluntary
for businesses. The use tax is not a new tax — in most cases, it is already owed, but the
SSUTA system will change who collects and pays it. Compliance with the SSUTA
wouldn’t increase the tax imposed; it just allows collection by a seller rather than
remittance by the customer. Currently, in cases where consumers owe use tax, they
usually do not remit the tax. The courts have argued that requiring businesses to remit
this tax for consumers would be too costly and cumbersome. Under the SSUTA,
procedures for remitting use taxes by businesses are designed to become streamlined and
less cumbersome. States hope that businesses will voluntarily register with the SSUTA
and remit the use taxes that are already due. The SSUTA system, however, will not
become mandatory, including collection from Internet and catalog sales, until Congress
overturns or the Supreme Court overrides the Court’s decision forbidding sales or use tax
collection from remote sellers. It is not obvious that California or any state would get
significant additional sales tax revenue without an act of Congress and it is by no
means clear that Congress is anxious to authorize sales tax collection on interstate
and Internet transactions. Two bipartisan bills have been introduced in Congress (HR
3184, S 1736) to deal with the streamlined sales tax issue.

Over time, the business community has become split on support for the streamlining
process. On the one hand, large, established retailers tend to favor the SSUTA. They

“ As a result of removing partial exemptions, a state has to choose to entirely exempt the item or entirely
tax it. If a state chooses to tax what had previously qualified for a partial exemption, it could keep the
status quo fiscally by allowing the purchaser to claim a refund. A refund process would burden the
purchaser and the state administratively.

4 California Research Bureau, California State Library



already collect sales/use tax because they have nexus in most states. One pure e-tailer,
Amazon.com, has been involved in the SSTP from the beginning and appears to be
supportive of the project. On the other hand, smaller, specialty retailers are more likely
to oppose the SSTP. Some retailers have structured their online operations as separate
legal entities in order to avoid paying California sales and use tax: an example is
BarnesandNoble.com. In general, however, the trend seems to be for more online
businesses to voluntarily collect sales/use tax, regardless of the streamlining effort,
as businesses adopt an increasingly popular business model that integrates physical
store locations with Internet sales. Customers want a ‘consistent shopping experience:’
they want to be able to purchase goods online and then return/exchange the items at local
brick-and-mortar stores. The acceptance of returns or exchanges, however, creates
sufficient nexus between the remote seller and the state to allow the state to compel tax
collection by the remote seller.” According to Forrester Research, these multi-channel
retailers constituted 75 percent of total on-line sales in 2003, up from 67 percent in 2001."

Rapid growth in e-commerce in the past five years has caused concern among state and
local governments. Census data show, however, that while retail e-commerce receipts
have grown rapidly, they have to a large degree been replacing other types of remote
sales (for example, mail order catalog). Growth in total retail remote sales has been
much slower. In addition, the vast majority of e-commerce transactions are not taxable
because California taxes only retail sales of tangible personal property. California does
not tax the sale of most services or intangible goods. It also does not tax business
transactions in which goods are sold for the purpose of resale. According to 2002 figures
from the U.S. Census Bureau, only four percent of e-commerce is retail trade. Most
business-to-business (B-to-B) e-commerce is handled by the Electronic Data Interchange
(EDI) system over a network of mainframe computers. Wholesale transactions on EDI
constitute the vast majority of B-to-B e-commerce transactions, although there are many
B-to-B transactions where the business purchaser is the consumer of property used in its
business.

If state and local governments were able to tax remote sales, how much revenue would
they gain? Recent studies have focused on the e-commerce portion of remote sales and
revenue loss estimates due to e-commerce sales vary widely. A 2004 national study
with individual state estimates done by Professors Donald Bruce and William Fox at the
University of Tennessee produced estimated revenue losses for the nation of between
$15.5 and $16.1 billion in 2003, and for California of $2.1 to $2.2 billion. Loss estimates
by the Direct Marketing Association for the entire nation were only $2.5 billion in 2003.
California’s share of these losses would be on the order of $350 million. As these losses
are projected forward in time, the difference between the DMA and the Tennessee
estimates becomes even more pronounced. In many respects, these studies use a similar
methodology, but assumptions differ, especially concerning B-to-B e-commerce. Unlike
the Bruce/Fox study, the DMA excludes most transactions occurring over the EDI
network from the loss calculations because it assumes these transactions are wholesale in
nature and not taxable. For B-to-B transactions that are taxable, the DMA also assumes a

“ Annotations, Business Taxes Law Guides: 220.0002 Accepting Returned Products on Behalf of Out-of-
State Retailer. 6/22/99. (2000-1).

California Research Bureau, California State Library 5



high use tax compliance rate, arguing that these companies are subject to audit. As a
result, a substantially smaller percentage of B-to-B transactions result in revenue loss in
the DMA study.

In 2003, losses to California state and local governments from all remote sales as
estimated by the Board of Equalization (BOE) were $1.345 billion. This represented
losses of $282 million in mail order, $208 million in B-to-C e-commerce, and $855
million in B-to-B e-commerce. This report compares the BOE methodology with that of
other studies and shows the BOE estimates to be fairly conservative, but solidly between
the high and low estimates from other studies.

Further research is necessary to estimate the effects of California modifying its sales and
use tax laws to comply with the SSUTA. The BOE is currently undertaking a detailed
review of the effect that conforming to the SSUTA would have on California’s sales and
use tax system.

The legislature may want to request the following estimates from the BOE:

1. The annual amount of use tax collected from the out-of-state sales line on the
personal income tax form. The BOE projected that this line would raise $13
million in 2003, but the state had collected only about $2 million as of October
2004.2

2. An annual estimate of California revenue losses from remote sales. These losses
were estimated by the BOE at $1.239 billion (2001) and $1.345 billion (2003).

3. A current estimate of the percentage of California’s business-to-consumer remote
sales that are from firms with California nexus. The most recent estimate (50
percent) is from a 1985 BOE study for mail order sales. This percentage is used
in the calculation of revenue losses from remote sales.

4. Estimates of the revenue gain/loss to the state of California from conforming to
specific SSUTA provisions:

a. Cost of introducing vendor compensation.
b. Effect of introducing an expanded sales-and-use-tax amnesty program.

c. Distributional impact across California cities and other taxing jurisdictions
of changing sourcing from the current origin-based system to the
SSUTA’s destination-based system. An estimate of the value of sales
currently delivered or shipped to an address within the state would be part
of the larger distributional impact calculation.

d. The BOE should identify items where compliance with SSUTA
definitions would result in changes in the taxability status of items.
Legislative choices concerning changes in taxability status should be
clearly identified. The implications with respect to sales tax revenue
should also be calculated.

6 California Research Bureau, California State Library



SALES AND USE TAX (SUT) INTRODUCTION

The sales tax is an important component in the tax systems of most states. More than
7,500 state and local taxing jurisdictions, including 45 states and the District of
Columbia, levy a sales tax on most tangible retail sales. Nationally, sales and use taxes
generate over one-third of total state and local government revenue. In fiscal 2003,
general sales taxes returned to their position as the largest single source of state tax
revenue, yielding $189.02 billion, compared with $181.93 billion from individual income
taxes. Sales taxes had been the largest source from fiscal 1947 through 1997, when they
were overtaken by individual income taxes. For fiscal 2003, 23 states collected more
from the income tax than from the sales tax.® In California, the sales tax is the second
largest state revenue source and is assessed at both the state and local levels. In 2002-03,
California sales tax revenues totaled about $35.7 billion, with $22.6 billion going to the
state’s General Fund and $13.1 billion to local governments.*

The California sales tax is a tax on final sales of tangible personal property, such as
clothing, household furnishings, appliances and motor vehicles. Sales of goods for resale
are not taxed and certain individual items are specifically exempted. The largest of these
exemptions (also called tax expenditure programs) involve utilities and home-consumed
foods. Compared with other states, California taxes only a few services. In its 1996
survey of sales taxation of services, the Federation of Tax Administrators found that
California taxed only 13 of the 164 services surveyed. Other large states taxed more:
Texas (78), New York (74), and Florida (64).°

Figure 1

Share of U.S. Personal Consumer Expenditures Spent for Manufactured
Goods or Services: 1960 to 2002
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Source: Economic Report of the President, 2004. Council of Economic Advisors. Table B-1

Over the past 40 years, there has been a fundamental shift in how consumers spend their
money away from manufactured products and towards services, which are in many cases
not subject to sales tax. In 1960, U.S. consumers devoted about 60 percent of income to
manufactured goods and 40 percent to services (see Figure 1). By the early 1980s,
services and manufactured goods had reversed their standings and in 2002 consumers
devoted 60 percent of their spending to services.® As the U.S. population ages over the
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coming decades, consumer expenditure patterns are likely to continue to change,
resulting in a further increase in the consumption of goods that are largely untaxed such
as general services, medical services, prescription drugs, and medical products. A shift
from taxable to untaxed consumption items could have important sales tax revenue
implications for the states in the future.’

What is commonly termed “the sales tax” includes both sales and use taxes (SUT). Sales
taxes apply to retail transactions that occur within a state, while use taxes must be paid by
buyers who use, consume or store in-state items that were purchased out of state. States
require sellers to collect and remit sales tax levied on taxable sales transacted within an
individual state’s borders. If products are shipped outside the state, the seller is not
required to collect sales tax, but purchasers are supposed to pay the use tax where the
product is stored, used or consumed. A seller making a sale in another state is required to
collect the use tax on behalf of the buyer if that seller has “nexus” in that state. Although
generally referred to as a “sales tax” because it is on the retail transaction, technically, it
is a “use tax.”

The sales tax and use tax are generally imposed at the same rate and on the same items.
However, they differ in their allocation at the local level. Regulation 1802 states that
local sales tax is allocated to the place where the sale is deemed to take place. Local use
tax collected by out-of-state retailers is allocated to the use tax pool in the county in
which a purchaser resides. Money in each county pool is allocated on a quarterly basis to
all jurisdictions in the county on a pro rate basis, based on that jurisdiction's share of non-
pooled sales and use tax in that county.

The bulk of SUT revenues are earned from the sales tax levied on in-state transactions.
Use tax remittances generally are not paid by individual purchasers, except on
transactions involving products that must be registered with the state, such as a car or a
boat. If a California resident buys a car in Nevada, for example, he or she must pay the
use tax on the purchase price when registering the vehicle in California. For goods that
are not registered, the state does not collect use tax unless it is voluntarily remitted by the
purchaser, voluntarily collected and remitted by the remote seller, or collected and
remitted by an out-of-state seller with nexus.” Historically, voluntary compliance with
the use tax by individuals or by remote sellers has been rare.

Attempts by various states to require remote sellers with no physical presence to collect
and remit use tax on merchandise sold to a state’s residents have been restricted by U.S.
Supreme Court decisions. In 1967, the Court ruled that collecting use tax on remote sales
would place an unconstitutional burden on businesses lacking a physical presence in the
state because of the complexity of the tax system." In 1992, states were again denied the
power to enforce collection of the use tax from sellers, unless Congress decides to give
them the power to do so.* Until recently, most remote transactions were from mail order
(catalog) sales. Although states lost revenue due to their inability to collect use tax, the

“ A remote seller refers to an out-of-state seller without nexus making sales in a state.
" U.S. Supreme Court, National Bellas Hess, Inc. v. lllinois (386 U.S. 753, 1967).
* U.S. Supreme Court, Quill vs. North Dakota (504 U.S. 298, 1992).
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amounts were small and were not critical to state budgets. The growth of Internet
transactions, coupled with an economic shift from production of goods towards services,
has many states worried about future sales tax revenues. Internet transactions have
grown rapidly in the past few years, but to a large extent they have been replacing catalog
sales. Total remote sales are projected to grow in the near future, but estimates vary as to
how quickly. As remote sales grow, the percentage of transactions subject to the sales
tax (and mandatory tax collection) decreases, while the percentage of transactions subject
to the use tax (dependent on voluntary remittance) increases.

The states are not alone in their concerns: brick-and-mortar businesses are also
clamoring for a level playing field. While the Main Street or shopping mall seller with a
physical presence in the state must collect sales tax on transactions, an Internet business
with no physical presence in a state does not have to collect sales tax, and many do not.
Despite shipping costs, the Internet seller gains a price advantage because customers
generally do not voluntarily remit the use tax. In fact, most consumers are unaware of
this obligation. The phrase “bricks vs. clicks” describes the tension between “Main
Street” merchants and Internet businesses.

In 1998, Congress passed the Internet Tax Freedom Act (ITFA), which established a
three-year moratorium on the levying of state taxes on Internet access and of multiple
taxes on Internet transactions. Contrary to popular belief, the ITFA does not prohibit
states from attempting to collect sales and use taxes on Internet purchases. The
moratorium was reportedly adopted to encourage the development and accessibility of
the Internet and Internet-related businesses, and was extended through November 2003.
Members of Congress then introduced legislation to further extend the moratorium, either
temporarily or permanently. In 2003, members of the House of Representatives passed
HR 49, known as the Internet Tax Non-discrimination Act, to permanently extend the
ITFA moratorium. In the Senate, S 150 was passed in late April 2004 and would restore
a moratorium on taxing Internet services for four more years. The Senate bill expands
coverage from the federal moratorium that expired in November to include high-speed, or
broadband, access and does not apply to sales taxes on goods purchased online.? In
November 2004, a compromise was reached between the houses that would extend the
ban on all Internet access and service provider taxes until November 1, 2007. States
already taxing dial-up service would continue to be grandfathered in.°

Federal intervention will be required to address the problem of remote sales taxation.

The U.S. Supreme Court has stated that, while states cannot begin to tax remote sales on
their own, Congress has the power to legislate a nationwide solution because it has the
authority to regulate interstate commerce. To date, Congress has not done so. In
September 2003, bipartisan bills seeking to give states power to collect taxes on remote
sales were introduced by U.S. Representatives Ernest Istook (R-OK) and William
Delahunt (D-MA) and U.S. Senators Michael Enzi (R-WY) and Byron Dorgan (D-ND) in
their respective chambers (HR 3184, S 1736)." The measures, which are called the
Simplified Sales and Use Tax Act, did not make it out of committee. Senator Enzi has

“ The link to October 1, 2003 testimony before the House subcommittee that reviewed HR 3184 is:
http://judiciary.house.gov/schedule.aspx.
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said that to convince Congress, states must stress that, “we are not going to raise
anybody’s taxes.” States should also emphasize that if they are not allowed to fix their
sales tax systems, they will be coming to Congress for help if an antiquated system leads
to a lack of funding for essential services, such as public safety and education.*

A key impediment to a solution is the complexity of the 7,500 state and local sales tax
jurisdictions. Another is Congress’ unwillingness to “expand” taxation. Proponents of
the streamlined sales tax approach argue that if sales and use tax systems can be
simplified so that remote sellers do not view collection of the use tax as a burden,
businesses might cooperate with the states and start collecting the use tax. In turn,
Congress might look more favorably on taxation of remote sales.

Following this reasoning, several multi-state organizations™ and state revenue officials, in
cooperation with business leaders, began in 2000 to encourage states to develop and
implement a uniform agreement. There are a number of multi-state compacts that
establish uniform laws and procedures, without the need for Federal legislation. The U.S.
Supreme Court has recognized the validity of agreements to streamline and simplify the
administration of sales and use taxes. Several parallel efforts were undertaken, but the
Streamlined Sales Tax Project emerged as the effort backed by the major groups. The
Streamlined Sales and Use Tax Agreement (SSUTA) was ratified by 30 states and the
District of Columbia in November 2002."* Participating states have begun implementing
legislation to conform their laws to the Agreement but opposition to the taxation of
remote sales remains strong from e-commerce businesses as well as from those
philosophically opposed, on the grounds that efforts to collect use tax amounts to new or
additional taxation. Other proposals, such as a national sales tax or value-added tax, have
also been discussed.

Due to the increasingly heated debate over expanded Internet sales taxes, e-commerce
merchants are no longer “one big, happy family.”*? Most large retailers already have
locations in almost all the states and must collect sales tax. Staples Inc., for example, is
pressing for federal legislation to end what it considers an unfair system in which pure
Internet retailers (those without nexus) have an edge. In testimony to the U.S. House
Judiciary Committee urging adoption of the Simplified Sales and Use Tax Act of 2003
(J.R. 3184), a Staples executive testified that Internet retailers currently enjoy the benefits
of public services without the burden of collecting taxes to pay for them.” The National
Association of Counties pointed out that the bill would help them raise revenue in ways
other than taxing property.** In addition to cash-strapped state governments, the
following businesses and organizations have been lobbying for federal legislation
allowing states to collect sales taxes on goods from retailers with no physical presence or
nexus (no stores or warehouses in the state):

e The National Retail Federation and the Jewelers of America.**

“ The National Conference of State Legislators (NCSL), the National Governors Association (NGA), the
Multistate Tax Commission (MTC), the Federation of Tax Administrators (FTA).
" An irony of this story is that Staples now owns the Quill Corporation.
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e Many of the largest retailers and online merchants in the country, for example,
Staples Inc., Target, WalMart and Sears.®

e International Assn. of Fire Fighters, an AFL-CIO member, lobbied Capitol Hill for
the first time on March 15, 2004 for online sales taxation, arguing that lost revenue
due to uncollected remote sales tax deprives firefighters of government funding.*

For merchants that conduct all or most sales online, on the other hand, the SSUTA is seen
as creating new burdens that will chill the growth of e-commerce. Smaller businesses
have voiced concerns about the cost on business of complying with the Agreement. The
Direct Marketing Association maintains that foreign companies would be favored if the
SSUTA were implemented. Examples of business concerns with the SSUTA are:*

e States might attempt to use sales tax simplification legislation to expand the tax
base.

e States might shift complexity to other taxes (i.e. attempt to move existing sales and
use tax provisions that do not comply with the SSUTA into other areas of the tax
code.)

e The technological solutions proposed under the Agreement might not be as readily
available and cost-effective as claimed by SSUTA proponents. Using technology to
pinpoint a single sales tax rate per zip-code-plus-four might be possible, but
determining taxability (which goods are taxed) at each location is more difficult.
The U.S. Post Office designs zip code boundaries as postal routes and not as tax
jurisdictions. Overlapping jurisdictions and frequent changes in zip code
boundaries are examples of complications with the SSUTA.

e Federal legislation on Quill may affect nexus determination by states for other types
of taxes (i.e. business activity taxes, including income and franchise taxes). A bill
(HR 3220) to set up a “bright-line” test for state business activity tax nexus had a
House Judiciary subcommittee hearing last session before it died.” Congressional
legislation in the sales tax arena may become linked to an attempt to codify a
physical presence nexus standard for business activity taxes. According to the
Delaware State News, this prospect has the governor of Delaware, a state without a
sales tax, concerned. If Congress were to impose restrictions on taxing corporations
that lack physical nexus, and as a result, Delaware could not tax corporations
without a physical presence in the state, Delaware could lose $20 million.*®

e Business groups represented by the Council on State Taxation (COST) have pointed
out a possible conflict of interest if the Multistate Tax Commission, a government
organization with audit powers over multistate businesses, gathers businesses’
financial information during the SSUTA registration process. COST
representatives have warned that MTC involvement in running the SSUTA
electronic registration system could undercut potential business participation in the
Agreement.

e Businesses are concerned about the level of oversight the SSTP’s governing board
would have in the decisions and membership of the Business and Taxpayers
Advisory Council. This Council will be established to advise the governing board.*

* Testimony: May 23, 2004 hearing: http://judiciary.house.gov/media/pdfs/printers/108th/93657.PDF.
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STREAMLINED SALES TAX PROJECT: THE BASICS

The Streamlined Sales Tax Project targets the problematic complexity of diverse state
administrative tax code structure by bringing a broad coalition of players to the table and
bundling policy reform with new technology solutions (such as Internet-based tax
collection software). Sales tax complexity has two principal components:

1. State and local sales tax laws with more than 7,500 jurisdictions date back to the
1930s. Increasingly they impede a borderless national economy. Furthermore, as
the economy has tilted toward services, which are largely untaxed, state tax bases
have been narrowed. This base erosion will accelerate as online buying increases.

2. Ina 1992 decision, Quill vs. North Dakota, the Supreme Court ruled that it was an
undue burden on interstate commerce for individual states to require remote
sellers to collect taxes, maintain records and remit taxes to multiple jurisdictions.”
The decision left open the possibility that Congress could authorize collection of
use taxes on remote sales. If the states simplify the sales tax system and Congress
fails to act, the states could also go back through the court system to show that
collection requirements no longer impose an undue burden on sellers. The Quill
decision is summarized in Appendix N.

The SSTP effort attempts to address this challenge by:

1. Crafting model uniform legislation to be adopted by each state that would
modernize sales tax systems by simplifying state and local sales and use tax codes
and administrative processes uniformly across the U.S.

2. Reducing the collection burden placed on remote sellers sufficiently to convince
Congress and/or the Supreme Court not to preempt state authority to require
remote sellers to collect and remit use taxes to states on the same basis as brick-
and-mortar stores.

A history of the National Conference of State Legislators task force that, in 1999,
established a set of principles that led to the drafting of model legislation for the SSTP is
available online at: http://www.ncsl.org/programs/fiscal/history.htm.

SSUTA PROVISIONS

The goal of the Agreement is to provide states with a streamlined, standardized sales tax
system. California already follows some of the major provisions including:

e Rate simplification. States are allowed one uniform state rate, and a second
statewide rate in limited circumstances. For example, a few states such as Illinois
have a second, reduced state rate for food and drugs. Local jurisdictions are
allowed only one local rate per jurisdiction.

" U.S. Supreme Court, Quill vs. North Dakota (504 U.S. 298, 1992).
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States are responsible for administrating all state and local taxes as well as
distributing local taxes to local governments.” A state and its local
governments use common tax bases.” Exceptions are provided for motor vehicles,
aircraft, trailers, semi-trailers, watercraft, modular homes, manufactured homes
and mobile homes.”

Conforming to many of the SSUTA provisions would require changes in California law:

Uniform definitions within tax laws. Legislatures choose what goods and
services are taxable or exempt in their states. However, participating states agree
to use common definitions for key items in the tax base. Conforming to the
SSUTA definitions would require numerous changes to California law.

Uniform sourcing rules for transactions. The Agreement contains destination-
based rules for sourcing retail sales: if a product is received by the purchaser at
the seller’s business location, the sale is “sourced” to that location, which means
the tax rate at the seller’s business location is used and the revenue goes to that
jurisdiction. If the product is shipped and received at another location, the sale is
sourced to the location of receipt of the good. For most local tax transactions,
California currently uses an origin-based system, which means sales are sourced
to the seller’s business location, even sales that are shipped elsewhere within the
state.

Simplified administration for exemptions. The Agreement provides for
uniform standards for the administration of exemptions, including a standard
electronic exemption form. Sellers following the Agreement’s exemption
requirements are relieved of liability when the purchaser improperly claims an
exemption (thus, no “good-faith” standard is applied).

In addition, key SSUTA provisions would require states to:

Provide for an online, one-stop registration system for sellers who volunteer to
participate.

Provide sellers as much advance notice of state rate and boundary changes as
possible. Local rate and boundary changes can only take place at the start of a
calendar quarter with at least 60 days notice, and 120 days for catalog notices.

Offer retailers a uniform sales tax form.

Provide amnesty to sellers that register under the Agreement (within 12 months of
a state’s participation) for uncollected or unpaid sales or use tax (plus penalty or
interest) for sales made during the period the seller was not registered in the state.

Have uniform audit procedures.

“ The Agreement states that administration must be at the state level but that administration may be done
by a person other than the state as long as provided for by state law.

™" An example of potential legislative action that could put California out of compliance with this provision
if the state were to join the SSUTA is AB 2546 (Author: Lowenthal, 2004). This bill would authorize
local audits for use tax liability.
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e Allow participating retailers to use a technology model to collect and remit sales
tax revenues to the state. Example of technology models are: (1) a certified
service provider performs the seller’s sales and use tax functions; (2) a certified
automated system calculates the tax imposed by each jurisdiction on a transaction,
determines the tax and maintains a record of the transaction; or (3) a proprietary
system, in which the seller has entered into a performance agreement with the
member states and has total annual sales revenue of at least $500 million.

e Assume responsibility for funding some of the technology models. This will
reduce the financial burden on sellers. States are also participating in a joint
business-government study of the impact of collection costs on sellers.

e Submit a “taxability matrix,” intended to guide sellers and third-party “certified
services providers” in deciding whether to charge tax on selected products (see
Appendix G).”

e Provide monetary allowances (vendor compensation) to certified service
providers and certain sellers in the system.

Other issue areas addressed include: privacy policies, uniform rounding rules and
uniform rules for bad debts.

STATE PARTICIPATION IN THE SSTP

There are three levels of state participation in the SSTP effort: public participant,
observer, and voting member (see Table 1). Until March 2003, California was a public
participant. California had not been sending a representative to actively participate in
SSTP meetings, although Board of Equalization (BOE) staff periodically monitored tele-
conferences and kept generally aware of the group’s activities. On March 26, 2003, the
BOE voted for California to become an observer state and began sending a BOE staff
member to attend SSTP meetings. Although Governor Davis vetoed similar legislation in
2000, in October 2003 he signed legislation committing California to voting status as part
of the SSTP group and creating the California Board of Governance (SB 157, author:
Senator Debra Bowen). Members of the Board include two Senators, two Assembly
members, and representatives from the BOE, the Franchise Tax Board and the
Department of Finance.” Information on the quarterly meetings of this California Board
is available online: http://www.boe.ca.gov/info/senatebill157.htm.

“ The taxability matrix is available at: http://www.streamlinedsalestax.org/Taxability%20matrixFinall.pdf.
" “There is created in state government a [California] Board of Governance consisting of two Members of
the Senate chosen by the Senate Committee on Rules, one of whom shall belong to the majority party and
one of whom shall belong to the minority party, two Members of the Assembly chosen by the Speaker of
the Assembly, one of whom shall belong to the majority party and one of whom shall belong to the
minority party, one member of the State Board of Equalization, one member of the Franchise Tax Board,
and one member of the Governor’s Department of Finance.” (Revenue and Taxation Code, § 6027 (a)).
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Table 1

Three Basic Levels of State Participation in the Streamlined Sales Tax Effort

Level Conditions Rights and Responsibilities
Publ_ic_ _ e Project meetings open | e  Opportunity to address the project meeting.
Participation to the public. e Cannot attend closed session.

e Work group committee meetings are not
required to be open to the public.

Observer o Letter from e May send representatives to project
State Governor, the meetings.

presiding officer of a | ¢  May participate in project discussions.
legislative body, or e Has no right to vote in project meetings.

the head of the tax  Not eligible to serve as Project Co-Chairs or
agency. on Project Steering Committee.

e Informed of current | ¢ May participate and serve in leadership
work. positions within workgroups or

e Cannot commit to subcommittees.

working with the
other states.

Voting e Requires authorizing | e Authority to vote on behalf of the State.
Participant legislation or e Dedicate staff to project.
Governor’s executive | ¢  Regular participation in meetings.
order.

Source: California State Board of Equalization. Informal Issue Paper, SSTP. March 14, 2003.

Within the voting participant category, there are three levels of increasingly active
participation and engagement:

1. SSTP Group — States may adopt enabling legislation, referred to as the Uniform Sales
and Use Tax Administration Act (the “Act”). The Act allows the state to enter into an
agreement with one or more states to simplify and modernize sales and use tax
administration. The Act does not require any specific amendments to a state’s sales and
use tax laws.

2. Implementing States (SSTIS) — The SSTIS group is composed of states that have agreed
to participate in the streamlining process, but have not necessarily passed conforming
legislation. These states became voting participants through legislative enactment of the
Act. On November 12, 2002, the Implementing States voted 31-0 (with Maryland
abstaining and three states absent) to adopt the SSUTA (the “Agreement”). In 2003, five
states (California, Hawaii, New York, Massachusetts and Mississippi) joined the original
35 Implementing States; Georgia joined in 2004.*

The 41 states of the Streamlined Sales Tax Implementing States (SSTIS), November 2004

Alabama, Arizona, Arkansas, California, District of Columbia (counted as a state), Florida,
Georgia, Hawaii, Illinois, Indiana, lowa, Kansas, Kentucky, Louisiana, Maine, Maryland,
Massachusetts, Michigan, Minnesota, Mississippi, Missouri, Nebraska, Nevada, New Jersey,
New York, North Carolina, North Dakota, Ohio, Oklahoma, Rhode Island, South Carolina, South
Dakota, Tennessee, Texas, Utah, Vermont, Virginia, Washington, West Virginia, Wisconsin and
Wyoming.
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3. Conforming States Committee — Implementing states that pass legislation to
substantially conform their laws to the SSUTA. With adoption of the Agreement,
states amend or modify their sales and use tax laws to achieve simplifications and
uniformity. Some states require minor changes, others significant ones. Figure 2
shows the 21 states that enacted legislation as of July 2004 to reform their sales
tax administration in accordance with the SSUTA. To date, Michigan is the
largest state to enact substantial conforming legislation.” New Jersey is reportedly
the next large population state well on the way to enacting conforming
legislation.?? Appendix A describes legislative efforts in all states. Although
Texas and Washington have enacted some compliance legislation, other
provisions of the SSUTA have not been enacted, including sourcing.

The 19 States of the Conforming States Committee of the SSTIS: November 2004

Arkansas, Indiana, lowa, Kansas, Kentucky, Michigan, Minnesota, Nebraska, Nevada,
North Carolina, North Dakota, Ohio, Oklahoma, South Dakota, Tennessee, Utah,
Vermont, West Virginia and Wyoming

Figure 2

Streamlined Sales Tax Implementing States
States that have Enacted Compliance Legislation as of July 2004

States that have enacted compliance legislation (21)
AR, TA, IN, K8, KY, MI, MN, NE, NV, NC, ND, OH, OK, 8D, TN, TX, UT, VT, WA, WV, WY

Once a state has amended its statutes to conform to the terms of the Agreement, the state
IS to send a petition to the Co-Chairs of the Streamlined Sales Tax Implementing States
with proof of substantial compliance.” After the Co-Chairs receive petitions from at least
10 states representing no less than 20 percent of the population of the 45 states with a
sales tax and Washington, D.C. [counted as a state in the Agreement], they will convene

“ On 6/28/04, Governor Granholm signed four bills that made up the state’s streamlined sales tax initiative:
HB5502 (now Public Act 172 of 2004), HB 5503 (P.A. 173), HB 5504 (P.A. 174) and HB 5505 (P.A. 175).
" In October 2004, the SSTP Co-Chairs are Diane Hardt (Wisconsin) and Scott Peterson (South Dakota).
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a meeting of these initial states. At the initial meeting, each petitioning state will be
judged in substantial compliance with the Agreement by a three-fourths vote of the
delegates from the other initial states. A certificate of compliance will document each
state’s substantial compliance.” Public notice and opportunity for comment will be
provided before a state becomes part of the Interstate Agreement. As of January 2004, no
state had applied for certification.

When sufficient states are found to be in substantial compliance with the Agreement, the
Implementing States organization will dissolve, the interstate Agreement will become
effective, and a permanent Governing Board will be established. The Governing Board
will be comprised of a representative from each member state (which is entitled to one
vote on the board). The Governing Board will be responsible for interpretations of the
Agreement, amendments and issue resolution. A State and Local Government Advisory
Council and a private sector Business and Taxpayer Advisory Council will advise the
Board. The ongoing Streamlined Sales Tax Project will also become an advisory body to
the Board. The Governing Board is expected to sign contracts with Certified Service
Providers (CSPs) to provide technology assistance to sellers and lessors. The system at
that point will still remain voluntary for businesses. It will not become a mandatory
system, including collection from Internet and catalog sales, until Congress overturns or
the Supreme Court overrides the Court’s decision forbidding sales tax collection from
remote sellers.

By letter dated April 7, 2004, the Co-chairs of the Implementing States, Senator Angela
Monson and Commissioner Bruce Johnson, named 18 states to the Conforming States
Committee of the SSTIS (see box on previous page). The 19" state, Michigan, was
added to the Committee in Fall 2004. Senator Richard Finan of Ohio and Loren
Chumley, Commissioner of the Tennessee Department of Revenue, are co-chairs of this
Committee. The purpose of the Conforming States Committee is to “create the
administrative mechanisms and staffing necessary to implement the Agreement” and to
“lay the groundwork for operational implementation of the Agreement.” On September
7, 2004, Scott Peterson was appointed Interim Executive Director of this committee. Mr.
Peterson will be on loan for six to nine months from his job as Director of the South
Dakota Department of Revenue’s Business Tax Division. He is also SSTP Co-chair.

If a sufficient number of states pass the additional conforming legislation in early 2005,
the SSUTA population thresholds could be met on July 1, 2005 and the Agr