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PREFACE

State tax administrators have been unable to collect sales taxes from out-
of-state mail order firms since the Supreme Court's 1967 National Bellas Hess
decision. In that ruling, the Court held that out-of-state mail order houses
could not be required to collect state and local sales and use taxes for states
in which their only business presence consists of distributing catalogs and
other advertising materials.

State tax authorities are now asking the United States Congress to negate
the National Bellas Hess decision. This strategy is strongly opposed by many
mail order firms on the grounds that they receive no direct benefits from the
taxes which would be collected, and that they will be confronted with extraor-
dinary compliance burdens.

What appears to be a falrly narrow conflict between tax administrators and
mail order merchants is, in reality, another manifestation of the conflicts in-
herent in our federal system of government-—a classic conflict between the na-
tional interest in protecting the free flow of interstate commerce from unreason-
able imposition of state and local taxes, and the rights of individual states
to protect the integrity of their taxing authority and their revenue system.

Members of the Advisory Commission on Intergovernmental Relations have
long been aware of the festering nature of this conflict, and the philosophical
and Constitutional issues involved. Before voting on its recommendation, the
Commission held two public hearings, soliciting views from persons representing
all sides of the question, and placed discussion of the matter on 1ts docket
for three meetings. On September 20, 1985 a majority of the Commission voted to
recommend to Congress that legislation be enacted negating the National Bellas
Hess decision by requiring mail order vendors to collect a state's use tax on
interstate sales delivered in that state if the mail order vendor engaged in
regular or systematic sales solicitation in the state. Because the Commission
was keenly aware of the compliance costs which the recommendation would impose
upon mail order vendors, particularly the small companies, it recommended that
Congress ease these problems by incorporating a substantial de minimis provision
and a single state/local tax rate provision in the legislation.

In making its recomendation, the Commission sought to strike a balance be-
tween the need to shield out-of-state mall order firms from undue compliance
costs imposed by state/local sales tax authorities, and the need to prevent the
erosion of the state/local revenue systems. Although the majority of the Com-
mission members believed that the recommendation had achieved this end, five
members of the Commission voted against it. Their strong dissent is set forth
in this document.

Robert B. Hawkins, Jr.
Chairman
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Chapter 1

OVERVIEW AND POLICY RECOMMENDATIONS

Is it possible to shield interstate commerce from undue state tax burdens
without causing serious tax losses for state governments? This tough balancing
question confronted the Advisory Commission on Intergovernmental Relations as
it sought to resolve a long-standing conflict over the taxation of out-of-state
mail order sales.

The managers of the mail order houses contend that they should not be re-
quired to collect taxes on goods and services sold in those states where their
only business presence consists of the distribution of sales catalogs or other
advertising materials because they receive little or no benefit from programs
financed by state aand local sales taxes. Moreover, they argue that a Congres-
sional directive that would force out-of-state mail order houses to collect the
sales/use tax for all of the states and for thousands of local sales tax juris-
dictions would impose heavy collection costs on them——an undue burden on in-
terstate commerce.

In 1967, the Supreme Court, in the National Bellas Hess v. Illinois De-

partment of Revenue decision,l/ supported thelr contention by ruling that

states could not require out-of-state mail order firms to collect state sales/
use taxes 1if their business presence in the state was limited to the sending of
sales catalogs or other forms of advertising.

On the other hand, state tax administrators claim that the mail order in-
dustry has not cooperated with states by either collecting the tax or provid-
ing the state with the transaction data needed to bill customers for the tax.
Thus, they argue that this situation provides out-of-state vendors with an ap-
parent competitive advantage (4.5% average nationwide) over the millions of in-
state merchants throughout the United States who can not legally avoid the col-
lection of state and local sales and use taxes--a situation that undermines
the fairness and equity of state-local tax systems.

State tax administrators also emphasize that this out-of-state mail order
problem is bound to get worse because many factors are now contributing to the
substantial growth in mail order sales--the use of television advertising,
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"800" telephone numbers for placing sales orders, and other technological in-
novations such as the use of home computers for shopping and purchasing.
Most state tax administrators favor Congressional legislation that would

negate National Bellas Hess by requiring out-of-state vendors to collect the

use tax from their customers and remit it to the state revenue department.

BACKGROUND ISSUES

The Problem: Enforcement of the Sales/Use Tax Law

State tax authorities are becoming increasingly concerned about their in-
ability to collect the sales/use tax in a growing number of cases in which
their residents purchase goods from out-of-state mail order firms. Their en-
forcement concern 1is illustrated by the following hypothetical example in which

three Wisconsin consumers purchased camping equipment for $1,000.

Consumer A buys at a local retail store where the firm collects $50 in
Wisconsin sales tax and remits it to Madison.

Consumer B orders from the Sears catalog headquarters in Chicago. Because
Sears also has outlets in Wisconsin (and hence a business presence), that
firm collects and remits $50 in use tax.

Consumer C buys from a catalog seller in Maine which has no business loca-
tion or facilities in Wisconsin. He pays neither sales nor use tax.
The point must be emphasized that Consumer C is legally liable for the pay-
ment of the Wisconsin use tax on the equipment he purchased and had sent into

the state. The only issue 1s how to best collect the sales/use tax.

Vendor Collection

Sales and use taxes are levied on the final purchaser but collected primar-
ily through the vendor.g/ For in-state sales, the fact that the sales tax nor-
mally rests on the purchaser but is collected by the vendor presents no serious
problems. For many interstate sales, the state is also able to collect use tax

through one of following methods:

1) If the vendor has an adequate "nexus,” i.e., business location or other
identifiable linkage which meets the nexus test—--warehouses, retail
outlets, salesmen, offices, service facilities, etc.--in the state,
the state is able to require that the firm collect either sales or use
tax, usually the latter.
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2) Out-of-state purchases of automobiles are usually subject to collection
of sales or use taxes because the purchaser must pay it in order to
register the vehicle in the state.3/

3) At least part of the use tax on business purchases from out-of-state
vendors can be collected from the business purchaser through normal
channels (monthly or quarterly sales tax returns) or on audit by state
tax authorities 1if the purchaser is registered for sales tax purposes.

4) State reciprocal cooperative collection agreements provide for some
use tax collection, although this is the least common method, partic-
ularly since the National Bellas Hess decisionm.

Purchases on which the use tax is most likely not collected include mail
order and direct marketing interstate sales, border sales, and some part of
taxable business—to-business sales. It is the first of these categories, and
some parts of the third category, which are treated here.

Recognizing that the obligation to collect sales and use taxes 1is not
costless to the vendor, 25 sales tax states now offer some kind of collection
cost allowance to firms collecting the tax. While Michigan provides only a
flat $50, Kentucky allows only 1.25% of tax collections up to $1,000, and Utah
gives only a breakage allowance,4/ the other 22 offer a percentage of tax
collected, ranging from 1% in five states to 3.3% in Colorado. A small number

of states have a sliding scale percentage with a larger allowance for small

fitms.z/

The Size of the Mail Order Industry and
Its Potential for Growth

The amount of revenue lost by states and the competitive effects on in-
state firms from these nontaxed interstate purchases depend on the size of the
mail order and direct marketing industry. It is very difficult to determine
precisely how large sales volumes are. Mail order and direct marketing are not
a separate "industry” but a branch of retail trade; there are many small firms
and high levels of entry and exit from the field, a general characteristic of
retail trade. Estimates of sales by mail order firms range from the Census'
very conservative $11.1 billion in 1982 6/ to the industry's own figures of
sales well in excess of $100 billion in 1984.7/ Census data only includes those
firms for which mail order is the primary industry (SIC 5961); the Small
Business Administration data base suggests that at least half of mail order
sales is attributable to firms with a primary classification other than mail
order sales, mostly retail firms with a "sideline” in mail order. The "big
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three"--Sears, Penney, and Ward-—-would be found, for example, in a different
SIC category since operation of general merchandise stores 1is thelr primary
business and genérates far more volume than mail order.

One rather careful 1983 estimate (by Arnold Fishman) sets consumer mail
order product purchases at $30.8 billion and business mail purchases of prod-
ucts and services at $28 billion.§/ A portion of business purchases is subject
to use tax, much of which goes uncollected; ACIR uses an estimate of 25%Z or $7
billion. The highest sales figures for the industry (those in the $100-billion-
plus range) are often based on multiples of advertising or other shortcut meth-~
ods, and usually include such nontaxable categories as services and charitable
fund-raising by direct mail. Thus, the intermediate estimate of $37.8 billion
in potentially taxable mail order sales for 1983, or about $44.9 billion in
1985, based on recent average growth rates of mail order sales, is used as the
starting point for the ACIR revenue estimates. This figure 1is close to the
range suggested by Census when account is taken of industries with a secondary
business in mail ovder, business mail order purchases, and a three-year pro-
jection from 1982 to 1985, all of which would give an ad justed Census figure for
1985 of $36 biliiom.

Mail order sales have been growing somewhat more rapidly than GNP or total
retail sales--at a rate of 9% a year in the Census estimates for 1972-82, and
currently at a rate of 8-12%7 a year according to intermediate estimates. As a
result of recent technological chaunges in communications, some observers expect
sales by this method to grow rapidly in the near future. These technologies
include the growing use of toll-free "800" telephone sales through newspaper,
magazine, and television ads; the infant computer marketing via home computer
linkup; and new developments such as computer terminal “catalogs"” for direct
sales placed in factory cafeterias, supermarkets, and other strategic locations.
Other observers are less sanguine about industry prospects; they point out that
a number of catalog sellers failed during the 1982 recession. Because of the
difficulty of forecasting the industry's future, we are limiting tax rvevenue

estimates to the near term.

Effects of Industry Growth on Competition and Tax Revenue

The side effects of past and prospective growth in mail order sales are
twofold; the impact of tax-free mail order competition on in-state retailers,
and the potential state and local tax revenue loss.
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Competitive Effects. The consumer's decision to purchase from an out-of-

state firm may be motivated by many factors. Avoidance or evasion of the sales
or use tax is frequently not the primary or even a major reason for choosing
mail order rather than a local retailer.gj However, price differentials re-
sulting from the lack of sales taxes can sometimes create a marginal advantage
for an out-of-state supplier who does not have sufficient business presence in
the state to be required to collect use taxes. This tax advantage is particu-
larly important for "big ticket” items--furniture, recreational equipment,
computers, and audio equipment.

Consider the simple example cited above. The purchaser of $1,000 worth of
camping equipment, who resides in a state with a 5% sales and use tax, might
consider three suppliers. The in-state firm must collect 5% ($50) in sales
tax. The large mail order firm, such as Sears, meets the linkage requirement
and must collect $50 in use tax. Firm C is a mail order firm in another state
with no business presence in the customer's state. By purchasing from Firm C,
the buyer can avoid the sales tax and evade the use tax. Other things being
equal, the knowledgable purchaser will lean toward Firm C.

An out-of-state seller's tax-based competitive advantage has both efficien-
cy and equity aspects. Economic efficiency implies that consumers should be
choosing suppliers on the basis of total cost and benefits, taking into account
transaction costs, service, price, etc., but should not be induced to select a
supplier by tax differences. Tax advantages for out-of-state vendors distort
consumer decisions and encourage expansion of the mail order industry relative
to other types of retail suppliers. In equity terms, the amount of sales and
use tax paid by a particular consumer should not depend on his or her choice

between an in-state retailer and an out—of-state mail order supplier.

State and Local Government Revenue Losses. Even if evading the use tax is

not always the primary motive for preferring out-of-state mail order to local
retail outlets, the effect on the state and local tax base and sales tax revenue
is the same--a loss of revenue because of inability to collect the use tax.
Chapter 2 develops 1985 estimates of revenue losses in the $1.4 to $1.5 billion
range by state governments and by those county or municipal governments with
local sales and use taxes. These estimates are based on the Fishman sales data
with careful adjustments for exempt items and other corrections. If corrective
legislation were enacted even after allowing for vendors that meet the linkage
-5—



test in multiple states, or exclusion of some sellers by a de minimis rule ex-

empting firms below a specified sales threshold, total state and local sales and

use tax revenues gains in excess of $§1 billion seem well within the realm of

probability.10/

Growing Dependence on Sales Taxes

Growing state reliance on sales and use taxes has compounded the amount of
revenue loss from interstate mail order sales. Sales and use taxes counstitute
247 of all tax revenues for state and local governments in 1982, up from 197%

in 1967 (the year of the National Bellas Hess decision). From 1979-85, the

number of local jurisdictions levying sales taxes grew by 22Z, from 5,448 to
6,668. 1In addition, 26 states had higher sales tax rates in 1985 than they had
in 1980, while only one state had a lower rate.ll/

Compliance Costs—-The Business Side of the Story

Firms not now obligated to collect the tax rest their economic arguments
against collection requirements primarily on compliance costs. If local as well
as state use taxes are to be collected (both are collected by mail order firms
meeting current nexus standards), there are nearly 6,500 jurisdictions to deal
with; even for state taxes alone, or a combined state-local tax, there are 46
jurisdictions. In addition to rate differences, exempt items and buyers vary
greatly from sgtate to state——a particular problem for sales into states ex-
empting purchase of food and clothing, or to potentially exempt buyers (e.g.,
charitable organizations in many states), or to business firms.

Mail order firms argue that an adequate determination of the sales tax is
more difficult in mail order purchases without the physical presence of the
customer to resolve borderline cases of exemptions. The mail order customer
who pays cash must determine the amount of tax and add it to his payment. The
growing volume of credit purchases eliminates this problem, because the mail
order house determines the tax owed.

Compliance costs appear to be a particularly serious problem for the nu-
merous small firms who do not account for the bulk of the sales 1n mail order
and direct marketing. The definition of "small” is a critical component of any
proposed legislation. A Philadelphia firm which sells sales and use tax com-
puter software estimates that annual sales of $5 million would be a threshold
level for use of thelr product, a measure which ties size to use of cost-saving
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tax compliance technology.l2/ The Small Business Administration develops size
standards for various industries which define maximum sales levels below which
firms are eligible for the services of the SBA. For mail order firms (SIC
5961) the 1984 threshold sales volume was set at $12.5 million.

Large firms are more likely to meet the business presence test in more
than one jurisdiction and therefore have greater familiarity with complying
with multiple sales and use tax requirements than smaller firms. Few firms,
however, are presently involved in collecting taxes for a large number of
states. A rough measure of those who meet the nexus requirement in more than
one state is the number of multi-establishment firms. Census data indicates
that in 1982, only 18 of 5,858 firms which list mail order as their primary
classification operated five or more establishments.l13/ (No comparable firm/
establishment data are available for firms whose secondary industrial classi-
fication is mail order.)

Several possible solutions to the compliance cost problem have been pro-
posed. These include a national mail order tax on interstate mail order sales
at a single uniform rate, to be remitted to the states; limiting collection to
state sales and use taxes only, thus reducing the number of rates to 46; uni-
versal collection cost allowances; taxation of mail order sales by state of
origin rather than state of destination; or exemption of small firms through a
de minimis rule. No action on taxation of interstate mail order sales should

be undertaken without addressing the issue of compliance costs for small firms.

Congressional Inaction--
The Corporate Income Tax Linkage Problem

For 25 years, states have sought to broaden the array of firms liable to
collect state sales and use taxes. These actions have been effectively countered
by business efforts to restrict the jurisdictional reach of the state corporate
income tax with respect to multistate and multinational corporations. 1In a
series of hearings on these two interrelated but separable 1ssues, the early
discussions focused on the sales and use tax. Recent hearings have given more
time and attention to worldwide unitary corporate income taxation. During the
same period, the jurisdictional reach of the use tax has actually been narrowed

by several Supreme Court decisions, of which National Bellas Hess in 1967 was

the most significant.
As the national government attempts to devolve some of its responsibilities
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to the states, and as federal aid becomes a smaller fraction of state and local
resources, it is particularly appropriate to reexamine the restrictions on the
ability of states to raise revenue from the sales and use tax——a traditional

mainstay of the state government tax structure in 46 of 51 jurisdictionms.

Previous Commission Action

Although this analysis is the first thorough study that ACIR has done of
the interstate mail order use tax issue, the Commission did adopt a recommenda-

tion on the topic 1in 1974 as a part of the Local Revenue Diversification

study.lﬁ/ That recommendation called for federal legislation to ease compliance
problems for out—of-state vendors and to protect in-state businesses from tax-—
free competitors by authorizing states to collect sales taxes on firms making
sales in states in which they have no place of business. The broad 1974 recom-
mendation, unlike the one in this study, would imply that border firms and mail
order firms both would have a collection obligation. (The text of thils previous
recommendation is reproduced in Appendix A of this study.) The current study
and recommendation are 1limited to malil order and direct marketing sales.

In 1981, the Commission considered the issue of unitary state taxation of
corporate income.l5/ Recommendations pertaining to the jurisdictional reach of
the sales and use tax were presented to the Commission for consideration in
conjunction with that study. However, no Commission action was taken on this

issue. (That proposed recommendation is also included in Appendix A.)

FINDINGS AND POLICY CONCLUSIONS

In addressing the problem of how best to collect sales and use taxes owed
by a purchaser of goods from an out-of-state mail order house, the following

major findings and policy conclusions were reached.

1. Minimum Linkage--the "Nexus"” Test

The requirement that a tax collection obligation could be imposed only on
out-of-state firms which meet some test of some minimum linkage (business pre-
sence test) with the taxing state was established in the majority opinion in

the 1967 National Bellas Hess decision. Because the decision was made in an

era of more traditional sales methods, the definition of nexus should be re-

viewed in the light of the increased use of sophisticated means of communication

requiring no physical presence, such as direct computer access, specialty cata-
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logs, and computerized selection of mailing lists, toll-free "800" telephone
aumbers and television advertising of direct marketing sales. Ordering by mail

from catalogs, the issue in National Bellas Hess, is now only one of a number

of sales methods not requiring a physical presence or direct face-to-face

contact with the buyer.

2. Available Remedies

Past Supreme Court decisions limit the ability of states to resolve this
issue solely by means of voluntary compliance or interstate cooperation in
enforcement. Using state courts to seek judgments against noncomplying firms,
as the State of Illinois attempted to do in the 1967 case, at best, would bring
only a very limited additional portion of interstate mail order sales into the
taxable domain, given the existing Court decisions which 1limit the reach of
interstate cooperation to firms meeting current nexus standards. Litigation by
states in federal courts to broaden nexus and to consider new forms of communi-
cation and new sales methods as a basis for reconsideration and redefinition of
nexus is a possible remedy. However, it also may cover ounly a portion of mail
order sales. Federal legislation restoring the pre-1967 situation, or alter-
natively, imposing a national tax on currently untaxed interstate mail order
sales, is a more inclusive but also more intrusive potential remedy than either
cooperative or judicial approaches. All of these remedies were considered by

the Commission in the 1985 hearings and deliberations on this issue.

3. The Interstate Commerce and NDue Process Clauses

Legal opinion shows some division on whether Congress is Constitutionally
able to overrule the Supreme Court and modify or discard the narrow nexus stan-

standard in National Bellas Hess. Attorneys for mail order interests contend

that Congress 1s powerless to act; they argue that, because the majority deci-
sion rested on the Due Process Clause of the Constitution, the clearly delineated
authority of Congress to regulate interstate commerce does not extend to over-
turning a due process decision. Lawyers representing state interests do not
feel that due process considerations constitute an insurmountable barrier to

Congressional action. They point out that the National Bellas Hess decision was

based primarily on Commerce Clause concerns and that the Due Process Clause has

been described by the Court as “"an elastic concept.” In addition, they point

out that the jurisdictional standards presently governing state corporate income
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taxes came about as the result of Congressional action in 1959 to overrule a

Supreme Court decision that same year (Northwestern States Portland Cement Co.

v. Minnesota, 358 U.S. 450). Finally, they suggest that Congress' power in due
process, spelled out in the l4th Amendment, has often been used to expand due
process; it is not clear why Congress could not also restrict due process,

especially in the context of federalism rather than civil rights.

4. Methods of Enforcement

If federal legislation extended the linkage standards so that a substantial
number of nonresident mail order firms could be required to comply with use tax
collection requirements, several methods of enforcement would be feasible. The
weakest but also least intrusive method is to return to the method of enforcement

attempted in National Bellas Hess—--voluntary cooperation between the vendor's

state and the purchaser's state. A stronger method is for Congress to authorize
multistate reciprocal agreements to enforce collection of the use tax. A third,
far more effective method, but one that would also substantially increase feder-
al participation, is to authorize enforcement through the federal court system.
Finally, some industry sources have suggested that compliance costs might be
nminimized with a federal mail order sales tax on all sales outside the state(s)
in which the firm meets current linkage standards. The funds could then be dis-
tributed among the states on the basis of a criterion such as population size,
share of total retail sales, or personal income. While this last solution in-
volves the greatest federal intrusion, it is also the eanforcement method with

the lowest collection/compliance costs for firms.

5. Economic Effects:
Competitive Aspects and Tax Revenue Losses
Economic theory predicts that failure to impose sales and use taxes on
nonresident mail order firms would affect sales of competing in-state firms,
whose sales are subject to sales tax, as well as sales of competing mail order

firms which meet the linkage test and must collect use tax. The National Bellas

Hess decision may in fact be partly responsible for stimulating the growth of
the mail order industry by creating tax incentives to expand interstate mail
order selling.
The large volume and rapid growth of interstate mail order sales, much of
which escapes state and local use taxes, have generated substantial losses of
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state and local sales and use tax revenue. Estimated revenue losses from the
inability to collect sales and use tax on most mail order and direct marketing

sales in 1985 range from $1.4 billion to $1.5 billion.

6. Compliance Costs and Double Taxation

Because of the high compliance costs associated with collecting taxes for
multiple jurisdictions, business firms engaged in interstate mail order sales
object to proposals to require them to collect and remit the use tax. Differen-
ces in rates and exemptions as well as about 6,5000 state and local jurisdictions
imposing sales and use taxes contribute to high compliance costs.

Mail order firms also argue that nonuniform state credits and refunds for
taxes paid to other states can lead to double taxation. Although coverage and
other aspects still vary greatly from state to state, in the last two decades
states have made progress in making their sales and use taxes more uniform with
respect to providing credit and/or refunds for sales and use taxes paid to
other states.

Possible approaches to addressing compliance costs include: (1) a de minimis
rule (exempting firms with sales below a certain threshold), (2) a uniform com-
bined state and local rate for each state, (3) allowing collection of state use
taxes only (not local), or (4) wider state use of percentage allowances to cover
collection costs. Empirical evidence suggests that compliance costs are parti-
cularly a concern for small firms. If a de minimis rule is adopted, the choice
of an appropriate threshold would have to be based on carefully weighing the
revenue and competitive considerations against the compliance costs. Data from

the 1982 Census of Retail Trade suggests that the industry is dominated in num-

bers by small firms but in sales by a few large firms. Using Census data on
the size distribution of firms listing mail order as their primary industrial
classification in 1982, a threshold of $5 million 1n gross sales would have
exempted 96% of the firms but would still have covered 767% of the sales. A
similar size distribution appears to hold for firms with mail order as a secon-
dary industry, based on employment data; of the 1,670 firms in this category,
1,417 (85%) had fewer than 20 employees and would in most cases fall below a $5
million threshold. Of course, other thresholds can also be considered. For ex-
ample, a $10 million threshold in gross sales would have exempted about 97.5%
of the firms in the primary classification and still have covered 707 of the
sales. 1In the absence of other standards, a reasonable suggested standard for
-11-



protection of small firms is the sales level below which firms in the mail order
industry are eligible for the services of the Small Business Administration. In
1984, that figure was $12.5 million in sales for mail order firms. Census data
on size of firms are not available for that threshold; obviously, the number of

firms that it would exempt would be even larger than for a lower threshold.

7. "De~Linking"” Sales and Income Taxes

The long period during which Congress has linked the jurisdictiomal reach
of state and local sales and use taxes to that of the state corporate income tax
has been a handicap to bringing about any kind of change in either. This link-

age, which antedates National Bellas Hess, has frustrated remedial action in the

past; any legislation aimed at modifying the nexus standards of National Bellas

Hess should not be dependent on the fate of efforts to impose Congressiomnal

restrictions on how states tax the incomes of multijurisdictional firms.

8. Timeliness

Several factors suggest that the time is appropriate for Congressional ac-
tion. The issue of worldwide unitary corporate income taxation, to which the
jurisdictional reach of the state sales and use tax has been linked in the past,
shows signs of approaching resolution. Recent reductions in federal grants to
state and local governments, as well as countinulng efforts to devolve responsi-
bilities to states, place additional fiscal pressures on state and local finan-
cial resources. Congress could mitigate some of the fiscal impact of cutbacks
and devolution by relaxing court—-imposed restrictions on the ability of states

to collect sales and use tax revenues.

COMMISSION RECOMMENDATION

At its September 1985, meeting, the Commission considered four alternative
recommendations relating to collection of sales and use taxes on out-of-state
mail order sales. The Commission recommended enactment of federal legislation
to enable states to require the collection of use taxes on interstate mail
order sales without reference to nexus requirements. It favored enabling federal
legislation because of the serious drawbacks to be found in each of the three

other alternative approaches:

o to affirm the status quo;
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0 to encourage state-initiated 1litigation to overturn National Bellas
Hess; and

o to recommend Congressional legislation providing for a direct federal

tax on mail order sales across state lines.

The Commission found affirmation of the status quo unsatisfactory because
the problems caused by the existing situation are too serious to be ignored.
Compliance problems plague state tax administrators, who have no way of assess-
ing or collecting use taxes on many mail order purchases coming into their state.
Because of the problems in collecting sales and use taxes on mail order sales,
state tax administrators find that the integrity of their tax base is being un-
dermined, and that severe damage has been done to the perceived equity of their
tax system. In-state merchants feel that they are placed in an unfair competi-
tive position compared to many out—of-state mail order houses who do not collect
sales/use taxes.

The Commission rejected the alternative recommendation that states active-
ly pursue litigation intended to modify or overturn the nexus standards estab-

lished in the National Bellas Hess case, and, if successful, then implement col-

lection of use taxes on interstate mail order sales through multistate coopera-
tive agreements. This alternative was found to be unsatisfactory because liti-
gation addresses the problems in a piecemeal fashion, requiring a long series
of court decisions to resolve the issues involved; the litigation process has
no possibility of addressing the political-administrative problems involved in
taxing mail order sales, such as compliance costs or the multiplicity of state-
local tax rates; and even successful litigation cannot resolve most enforcement
problems.

The Commission was also presented with a third alternative~—to recommend
enactment of federal legislation imposing a federal mail order sales tax at a
single rate on all sales to customers outside the state in which the mail order
firm is located. Although the relative simplicity and minimal compliance costs
for the seller are attractive, the Commission could not endorse a direct feder-
al tax because it would represent a major federal intrustion into state taxing
authority. It would impose sales and use taxes on mall order sales in states
which do not presently levy such taxes on in-state sales, putting mail order
houses at a competitive disadvantage in those states.

The Commission chose to recommend corrective federal legislation negating
the National Bellas Hess decision and thereby enabling states which have sales
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and use taxes to enforce use tax collection. This solution offers the most di-
rect and comprehensive resolution of the issues of couwpetitive fairness, tax
revenue, and compliance costs without requiring drastic federal interventionm.
Federal legislation would define nexus standards (the degree of business pres-
ence needed to require collection of use tax) clearly and uniformly in all si-
tuations at the same time.

In sharp coutrast to a judicial solution of the problem, Congressional ac-
tion could weigh a broader business presence standard against legitimate busi-
ness concerns about compliance costs and protection for small firms. Business
interest in a de minimis rule, uniform state-local rates, and amnesty for prior
taxes could be addressed in legislation. All of the economic issues--tax reve-
nues, competition, and compliance costs~-could be resolved through appropriate
legislation.

Legislation could also address the curreant problem of enforcement. State
officials feel that a central issue is the uniform enforcement of a clearly es-
tablished use tax 1liability in order to promote tax fairness as well as to pre-
vent further erosion of the sales and use tax revenue base. The sales and use
tax is the only broad-based tax which 1s primarily 1f not exclusively available
for state goverumeut since property taxes are primarily local, and the federal
government makes intensive use of the individual income tax. Thus, its perceived
fairness and the integrity of its base should be safeguarded.

Critics may argue that corrective federal legislation would involve action
by Congress to reverse a long-standing decision of the Supreme Court. They point
to legal disagreement as to whether it is possible for Congress to overrule the

National Bellas Hess decision. However, the Supreme Court decision in National

Bellas Hess invited Congressional action. If the action taken by Congress is
felt by some to be inappropriate, it can be tested through subsequent litiga-
tion.

Both proponents and critics of federal legislation overturuning the National
Bellas Hess decision recognize that resorting to a federal legislative solution
involves a risk of restoring the linkage in Congressional action between state
corporate income taxes and sales and use taxes. The legislative process may
not be costless to state reveunue officials. To put the issue more bluntly, the
price that states may have to pay for Congressional help in extending the reach
of their sales/use taxes may be some real counstriction on state jurisdictional
reach in the corporate iuncome tax area. However, the sales and use tax is a

-14-



much more significant revenue source for most states than the corporate income
tax, and the prospective tax revenue losses frqm proposed changes in the latter
are far outweighed by the potential revenue gains from being able to collect
use tax on interstate mail order sales.

With these considerations in mind, the Commission adopted a recommendation
for corrective federal legislation to enable states to enforce use tax collec-
tions on out-of-state mail order sales:

The Commission recognizes that significant changes have occurred in the
composition and technology of the retail sales market in the 18 years since

National Bellas Hess. It is also keenly aware of the need to equalize the com-
petitive position of in-state and out-of-state vendors and to safeguard state
sales and use tax bases and revenues. To achieve these aims, the Commission re-
commends that Congress enact legislation that would negate the National Bellas
Hess decision by requiring mail order vendors to collect a state's use tax on
interstate sales delivered in that state, if the mail order vendor engages in

regular or systematic solicitation of sales in that state through catalogs,

advertising, or other means.

To relieve the compliance cost burden on small businesses, the legislation
should contain a de minimis rule, exempting vendors with national sales and/or

sales 1in the destination state below a specified threshold dollar amount. The
de minimis figure(s) should be determined by Congress, but should be no less
than $12.5 million in gross sales, indexed annually to the Consumer Price Index
to account for inflation.

To minimize compliance costs for firms operating in multiple jurisdic-
tions, states in which there are local sales and use taxes should determine a
nondiscriminatory single rate, either (a) the state rate only or (b) a combined
state and local rate that the out-of-state seller may elect to charge in lieu
of applying the combined state and local rates for all jurisdictions which are
the destinations of the sales.

To protect firms from indeterminate tax liabilities for past sales, no
state should be allowed to collect any additional taxes based solely on retro-
active application of any Congressionally authorized modification of nexus
standards.

Exemption of Small Mail Order Firms from
Use Tax Collection Requirements
Empirical evidence indicates that the cost of complying with the require-
ment that use taxes be collected on out-of-state mail order sales is highest for
small firms which have great difficulty in keeping abreast of the rates and
exemptions applying to the 45 states and about 6,500 local governments which im-
pose sales/use taxes. These firms are frequently too small to be able to afford
the computerized equipment which would make the task feasible. Even from the
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stand-point of the state tax administrator, it is cost effective to exempt small
firms and thereby reduce the state's collection costs in collecting small sums
through a large number of out-of-state vendors. While there are a large number
of firms in the mail order segment of retail sales, a small number of large
firms generate most of the sales volume. Thus, tax revenue could be collected
on a large proportion of mail order sales by having tax collectors deal with a
relatively small number of registered sellers. The Commission recommends that
legislation should contain a de minimis rule, exempting vendors whose national
sales and/or sales in the destination state are below a specified threshold
amount.

While the Commission recommends that the de minimis exemption should be
determined by Congress, it suggests that the national level should not be less
than $12.5 million indexed annually to the Consumer Price Index to account for
inflation. The Commission chose the figure of $12.5 million because the Small
Business Administration considers firms in the mail order industry eligible for
assistance if their 1984 gross sales are below that level; thus, this level is
the accepted government standard for defining a small business in the mail
order industry. Although figures are not available to indicate the number of
firms which would be exempt at the $12.5 million level, information indicates
that only 3.8% of the firms with mail order as their primary or secondary in-
dustry classification would be required to collect the tax if the de minimis
exemption were set at $10 million. At the $12.5 million level, the percentage
of firms subject to collection requirements would be somewhat lower.

While objections have been raised to the exemption of small firms on the
grounds that small in-state firms enjoy no such sales tax exemption, in many of
the states imposing sales and use taxes, the compliance cost burdens for small
in-state firms are eased by collection cost allowances which cover some part of
the collection cost. A useful supplement or alternative to a de minimis rule
could be to require all states to provide a collection cost allowance for col-

lection of interstate sales and use taxes.

Single Rate Provision

The Commission recommendation also provides another way of easing the cost
of compliance for mail order firms--a single tax rate for each state. It is
time-consuming and costly for a mail order house to be required to determine
tax rates for purchases in every sales tax jurisdiction in the United States—-as
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many as 45 state rates and about 6,500 local rates are potentially involved.

The Commission recommendation attempts to ease this compliance burden by
providing that in states in which there are local sales and use taxes, the
state should determine a nondiscriminatory single rate, either the state rate
only, or a combined state and local rate, which the out-of-state seller may
elect to charge in lieu of charging the combined state and local rates for each
involved jurisdiction. This provision would reduce the number of rates facing
a multistate firm to a maximum of 46.

Admittedly, the process of determining a combined state-local rate is
difficult in those states where local rates are nonuniform and the use of local
sales taxes is limited to certain jurisdictions. It might be preferable to
limit use tax collection to the state tax. There is strong precedent for ex-
cluding local use taxes from federal legislation because they are not currently
enforced on in-state purchases--a purchase made in City A in Ohio with no lo-
cal sales tax would not be assessed for a local use tax in the purchaser's home
City B when the item is brought home. On the other hand, much potential tax
revenue may be lost by excluding local taxes. For example, New York City has a
local rate which is higher than the state rate, and a significant volume of

mail order sales can be presumed to be made to the residents of that city.

Amnesty

The Commission's recommendation for an amnesty provision is designed to
protect firms from indeterminate liabilities for back taxes. It would be partic-
ularly important for small firms if the proprietor wished to sell the firm or
issue stock or debt. The provision would free mail order firms from the spectre
of an indeterminate contingent liability for sale or use taxes on past sales.

In summary, the Commission's recommendation for dealing with the problems
posed by the mail order issue seeks to strike a balance between two conflicting
and perennial concerns of the federal system—--the maintenance of a free flow of
interstate commerce and the retention of strong state revenue systems. In re-
sponse to interstate commerce concerns, the Commission required safeguards de-
signed to minimize the compliance burdens on out-of-state mail order firms. In
protecting the integrity of state revenue systems, the recommendation enables
the states to collect more than 707 of the estimated $1.5 billion which current-
ly escapes sales taxation, while exempting some 6,000 mail order firms nation-
wide.

-17-



In the judgement of the majority of the Coumission, only carefully crafted

Congressional action can both negate the National Bellas Hess decision and ac-

heive a delicate--but essential--balance.
DISSENT FROM MAIL ORDER SALES RECOMMENDATION

Chairman Robert B. Hawkins, Jr.,
Attorney General Edwin Meese, III, Secretary William E. Brock, III,
Governor John H. Sununu,
James S. Dwight, Jr., and Kathleen Rothschild
The Commission's recommendation in this report is one of short-sighted ex-
pedience for state governments. Regrettably, it harbors long-term erosion of
state taxing authority, and is devoid of circumspection, consistency, and Con-
stitutional soundness. We therefore dissent from this recommendation, and

strongly believe that enactment of such legislation would violate the basic

precepts of American federalism.

Lack of Circumspection. States should be acutely aware of the potential

consequences of asking Congress for help in tax collection. The price of leg-
islation to extend the reach of the state sales tax collector way turn into
constraints on the ability of the states to collect corporate income tax.

For years, representatives of business firms have been urging Congress to
place a variety of restrictions on state use of corporate taxes. Perhaps the
most notable example is the proposal to prohibit unitary taxation--a method by
which all corporate profits are computed in determining taxes owed a state. 1In
opposing a ban on this taxing method, state officials, particularly tax admin-
istrators, have quite properly defended the inherent right of states to use
whatever method they belieQe fair in assessing the tax liabilities of corpora-
tions. The claim of business that unitary taxation is inefficient is regarded
as secondary by those opposed to federal remedial legislation--a position sup-
ported by this Commission in a 1983 recommendation.

Yet in the Commission's deliberations on the recommendation in this report,
many tax administrators informed us that they did not favor an alternative rec-
ommendation that would allow states to form compacts to collect sales taxes be-
cause it would not be efficient. Such a scheme, they said, would not work in
all states and would be more costly to administer.

Have state officials——and the Commission majority who would normally de-
fend state autonomy--transformed their thinking? 1Is efficiency now the most
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important consideration in tax policy? If so, then business has a point it may
well make to Congress: If one applies the standards of efficiency sought by tax
administrators in interstate mail order sales, then one would think that the
most cost efficient means of taxing corporations would be uniform standards en-

forceable in federal court.

Lack of Consistency. We are in fundamental agreement with one of the phil-

osophical arguments underpinning the Commission's recommendation: that regard-
less of the merits of sales/use taxes 1n general, if a state or locality enacts
such a tax through the democratic process then citizens of that Jjurisdiction
should not be able to evade it through mail order purchases. Yet, in its own
recommendation, the majority ends up violating this principle.

By adopting a $12.5 million de minimis rule (only firms with annual sales
over that amount would be forced to comply) the majority "solved” the pragmatic
problem of prohibitive compliance costs for small firms. Thereby did the ma-
jority also acknowledge that its recommendation is philosophically empty. If
a citizen--who presumably derives the benefits of the revenues collected by his
jurisdiction-—-should not be able to evade a sales tax by purchasing from a large
mail order firm rather than from the local merchant, then neither should he be
able to evade the tax by buying from a small mail order firm rather than a large
one.

In a subtle but undeniable way, this recommendation would transform the
sales tax from one levied on consumers to one also levied on out-of-state ven-
dors-—businessmen/cifizens who have no vote in that jurisdiction and derive no
benefit from its spending. If it is true, as this recommendation implies, that
local retail merchants are competitively disadvantaged because out-of-state ven-
dors do not have to collect sales taxes, then the de minimis rule would place
large mail order firms at a disadvantage to small firms. To remain competitive
while still collecting the tax, large firms would have to lower thelr prices. In
effect, they would be paying the tax out of their profits, not collecting it
from the citizen/consumer who derives the benefits of his jurisdiction's spend-

ing.

Lack of Constitutional Soundness. By design, the U.S. Constitution gives

states the widest possible latitude in taxing its own citizens, subject only to
the restriction on the imposition of tariffs and the requirement that taxes not
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burden interstate commerce. Yet this recommendation asks Congress to determine
the scope and authority of states with regard to their power to tax nonstate
sources of sales tax. If Congress can set standards for the collection of sales
taxes in other states, using federal courts to settle disputes, then Congress
may, at a later point, set uniform sales tax rates for the states,

Particularly objectionable in this recommendation is the provision for a
single-rate tax for those states with local jurisdictions which also impose a
sales tax. Mandatiang this, even for a limited purpose, represents an unprece-
dented intrusion into state-local fiscal relations. The national goverament has

no authority under the U.S. Constitution to interfere with the taxing authority

of localities. That is prescribed by each state, either through legislation or
by the state's constitution. If Congress can dictate a single state-local sales
tax rate, what is to prevent it from mandating other uniform rates on the ground
that such uniformity removes impediments to the free flow of interstate commerce?

In the 1985 case of Garcia v. San Antonio Metropolitan Tranmsit Authority,

the Supreme Court held that the Congress of the United States had the right to
determine the scope of state authority--in effect ruling that the political pro-
cess protected the rights of the statés, not the Constitution. Most of the mem-
bers of this Commission, including the majority in this recommendation, are ex-
tremely adverse to that decision. Yet, defining the scope of state authority is
precisely what this recommendation asks the Congress to do. Those of us opposed
to this recommendation believe that federalism is more than mere efficiency and
administration. At its core it is about diversity while still maintaining unity.
Our Constitution reserves a broad range of powers for states to undertake govern-
mental activities of their own choosing, and at the same time provides mechanisms
for states to solve problems jointly.

If states find that problems involved in taxation of out-of-state mail order
sales escape solution by individual state action, we suggest that the appropriate
remedy, consistent with federalist principles, would be to ask Congress for leg-
islation authorizing state compacts to facilitate the collection of sales taxes.
Such a remedy would encourage state problem solving, could facilitate speedy rem-
edies in state courts, and would bypass the dangerous precedents involved in
federal legislation which intrudes upon state taxing authority.

It is a Faustian bargain the Commission has struck. The new revenues look
attractive today, especially to tax administrators and politicians who will not
be around when payment-—in the coin of authority--is demanded. To paraphrase
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a great American who understood Faustian bargains only too well, "those state
and local officials who would give up a little authority to the national govern-

ment in exchange for a little revenue, deserve neither revenue nor authority.”

NOTES

1/ National Bellas Hess v. Illinois Department of Revenue, 386 U.S. 753.

g/ Most states that enacted sales taxes (taxes on purchases) followed thenm
shortly thereafter with a use tax, the main purpose of which was to tax
purchases made in other jurisdictions by residents of the state. Typically,
the use tax is a tax on "the enjoyment of that which is purchased.” When
the purchase would, in the absence of jurisdictional problems, be subject
to the sales tax. While there is no meaningful economic distinction between
sales and use taxes as commonly defined, the courts have held them to be
different in terms of the vendor's collection obligation.

2/ In ten states and Washington, DC, a newly purchased motor vehicle is sub-
ject to a special levy in lieu of a sales or use tax. This levy is some-
times at the same rate, higher in one state, and lower in a few others.

4/ Breakage results from the fact that the amount of tax which the vendor is
required to remit is based on total taxable sales; this amount will be less
than the aggregate taxes collected on individual sales.

5/ Due, John F. and John L. Mikesell, "State Sales Tax Structure and Operation
in the Last Decade--A Sample Study,” National Tax Journal, Vol. XXXIII,
March 1980, No. 1, p.42.

6/ U.S. Department of Commerce, Bureau of the Census, 1982 Census of Retail
Trade. This Census 1s done at five-year intervals.

7/ Advertising Age, January 17, 1983, reports 1981 direct marketing sales es-
timated by the Direct Marketing Association of $125 billion, including $45
billion in mail order catalog sales. At a 9% average growth rate from 1972
to 1982 (Census of Retail Trade), projected 1985 sales would exceed $200
billion. However, this includes a large volume of sales that is already
taxed (direct marketing in households, e.g., Avon, Mary Kay, Tupperware, or
firms with instate business presence) or not be taxable in any case (sales
of industrial consumables, charitable sales). Marketing News, December 9,
1983, reported 1982 mail order sales of $90.3 billion, based on the 1982
edition of The Guide to U.S. Mail Order Sales, of which $41.4 billion was
to consumers, with a growth rate of 87%-12%.

8/ Fishman, Arnold, The Guide to U.S. Mail Order Sales, 1983, Deerfield, IL,
1984, Marketing Logisties Inc.

9/ There is some evidence that tax avoidance is a motive for mail order and
border state purchases; see, for example, "You Can't Hide in Your Mail-
Forbes, July 16, 1984, p.86-87; and "Evading of Sales Tax by New York Stores
Under Investigation,” New York Times, July 30, 1984, p. Al/Al7.
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10/

11/

12/

13/

14/

15/

Detailed state-by-state estimates are presented in Chapter 2.

Calculated from Advisory Commission on Intergovernmental Relations, Signi-
ficant Features of Fiscal Federalism, 1985-86 Edition, M-146, U.S. Govern-
ment Printing Office, Washington, DC, February 1986.

Reported in private conversation by a representative of Vertex, Inc., a
Philadelphia software firm.

U.S. Department of Commerce, Bureau of the Census, 1982 Census of Retail
Trade: Establishment and Firm Size, U.S. Government Printing Office, Wash-

ington, DC, February 1985.

Advisory Commission on Intergovernmental Relations, Local Revenue Diversi-
fication: Income, Sales Taxes and User Charges, A-47, U.S. Government

Printing Office, Washington DC, 1974.

ACIR Docket Book, 73rd Meeting, April 22-23, 1981, Washington, DC, Tab B,
p. 16.
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Chapter 2

ECONOMIC CONSIDERATIONS

Debate over the taxation of interstate mail order sales has brought out
three economic concerns; revenue losses, competitive effects, and compliance

costs. Each of these important concerns is examined in this chapter.

GROWING DEPENDENCE UPON SALES TAXES

The importance of examining these economic concerns rests, first, upon the
growing use of sales taxes by state and local governments, and upon the erosion
of this tax base caused by interstate mail order sales.

As Table 2-1 shows, in 1983, 45 states and Washington, DC, levied sales and
and use or gross receipts taxes, with rates ranging from 2% to 7.5%. An addi-
tional 6,397 local governments-—counties, municipalities, and special districts
—-le?ied sales and use taxes at rates ranging up to 4.25% in New York City, giv-
ing residents of the Big Apple a combined rate of 8.25%.1/

Dependence on the sales tax has continued to expand as rates have risen and
more local jurisdictions have adopted the tax. From 1973-4 to 1983, the median
state sales tax rate rose from 3.8% to 4.4%. During this period, 29 states raised
their sales tax rate while only one lowered the rate. As shown in Table 2-1,
total state revenues from general sales, use and gross receipts taxes in 1983
were $53.6 billion. This amount represented 31% of all state tax revenues, and
the percentage in individual states ranged from 16% to 59%. On a national basis,
this source of state revenue is second only to combined corporate and individual
income taxes which yield $62.9 billion.2/ The number of local governments using
the tax increased from 4,462 to 6,397 during the same period. A detailed sum-
mary of the features of sales and use taxes can be found in Due and Mikesell's

Sales Taxation.3/

Sales Versus Use Taxes

Most states that enacted sales taxes (taxes on purchases) followed them
shortly thereafter with a use tax, the main purpose of which was to tax pur-
chases made in other jurisdictions by residents of the state. Typically, the
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Table 2-~1

1983 State Sales Tax
(percent of

(reverues in state tax

State Rate Local Tax?t millions) revernues)
Alabama 4 yes $660 28%
Arizona : S5* yes 845 41
Arkausas 4 yes 438 33
California 4,75% yes 7,767 35
Colorado 3% yes 623 36
Connecticut 7.5% no 1,104 43
Washingtou, DC 6* yes 272 20
Florida 5% nuo 3,334 54
Georgia 3 yes 1,173 33
Hawaii 4 nuo 601 52
Idaho 4 uo 165 27
Illinois 5% yes 2,394 32
Indiana 5% uo 1,523 48
Iowa 4% no 571 28
Kansas 3 yes 499 32
Kentucky 5% no 700 27
Louisiana 4% yes 847 28
Maine 5% no 271 35
Maryland 5% no 865 25
Massachusetts 5% 10 1,052 20
Michigan 4% no : 1,969 28
Minnesota 6% yes 992 23
Mississippi 6 no 762 49
Missouri 4,125 yes 985 36

*NOTE: Alaska, Delaware, Montana, New Hampshire, aud Oregon have no state
sales tax.
tOuly in states where local taxes are used as well as authorized.
*Food is exempt.

use tax is a tax on "the enjoyment of that which is purchased” when the purchase
would, in the absence of veundor collection problems, be subject to the sales
tax. While there is no meaningful economic distiunctiou between sales and use
taxes as commonly defimed, the courts have held them to be different in terms
of the vendor's collection obligation.4/

Use taxes basically cover goods purchased outside the state and brought
into the state for use. Most states allow a credit for sales tax paid in other
states, some on a universal basis and others oun a reciprocal basis. The number
of states offering a credit or refund for sales or use tax paid to another
state has increased im the "last 15 years, so that the "double taxatiou”
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MAJOR FEATURES OF STATE SALES TAX SYSTEMS

State

Nebraska
Nevada
New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tenuessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming
U.S. Total
U.S. Average

Source: Revenue figures from U.S.
Census, State Govermment Finauces, 1982-83,

Rate

3,5%
5.75%
6%
3.75
4%

4%
5%

6%
6%

5.5
4,125%
4.625
4%

6.5%
5%
5%

Local Tax?t

yes
yes
no
yes
yes
yes
no
yes
yes
no
no
no
yes
yes
yes
yes
uo
yes
yes
o
no
yes

1983 State Sales Tax

(percent of

(revenues in state tax
millions) revenues)

357 37

368 47
1,660 27
480 41
3,532 22
826 21

146 28
2,005 30
409 16
2,365 28
212 29

692 33

174 54
1,177 50
3,320 59
391 40

67 19

722 20
2,454 59
745 51
1,209 28
190 26

$53,639

312

Department of Commerce,

Bureau of the

Rates /features from

ACIR's Significant Features of Fiscal Pederalism, 1984 Editiomn.

argument against taxation of iuterstate mail order and direct marketing sales

uo longer carries much weight.

Acceptability of the Sales Tax

Sales and use taxes are not only a major state and local revenue source,

but they also are among the more generally accepted forms of taxation. The

sales tax consistently scores as one of the fairest taxes in ACIR's annual sur-—

vey of public opinion on taxes ramking third out of four in annual polls since

1973,
In 1983, in response to a set of ACIR questions
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state, or local government must raise taxes, which way would be a better way to
do 1it?", most respondents at each level of government chose the sales tax. (At
the federal level, a sales tax was described as a "new national sales tax on

all purchases other than food."5/) The responses are shown in Table 2-2.

Table 2-2

PREFERRED TAX TO BE RAISED
(in percent)

Sales Income Property
Federal 522 242 na
State 57 23 na
Local 45 12 192

Source: U.S. Advisory Commission on Intergovernmental Relations,
Changing Public Attitudes on Government and Taxes, 1983,
S-12, p. 2.

EROSION OF THE SALES AND USE TAX BASE

A truly universal sales and use tax would have as {ts base all final pur-
chagses of goods and services. In practice, however, the base is considerably
narrower, and there is considerable variation in the actual base from state to
state. A narrower base requires higher rates to achieve the same revenue, may
reduce the acceptability of the tax (depending on what is excluded), and will
introduce distortions in spending patterns as buyers shift to nontaxed items or
nontaxed suppliers. On the other hand, some exclusions from the base, such as
food and medicine, may be justified in order to reduce the regressivity of the
tax and/or to encourage the consumption of merit goods (goods which society feels
everyone should consume as a matter of right, regardless of ability to pay).

Actions by the states have led to some narrowing of the sales and use tax
base in the last decade with widespread adoption of exemptions for food, house-
hold utilities, and prescription drugs in response to sharp price increases in
these necessities. Eleven states added food exemptions between 1971 and 1981;
13 added exemptions for medicines, and 21 for residential fuel, natural gas, and
electricity. As an incentive to economic development, 14 states added exemp-
tions for industrial machinery.6/

Other major factors contributing to narrowing the base are interstate sales
either by mail order or by border sellers, and nonreporting, especially of the
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use tax.7/ Border sales can potentially be addressed in cooperative agreements
between neighboring states, and, in any case, these sales present complex legal
problems which are quite different from those presented by mail order and direct
marketing sales.

As a result of a 1967 Supreme Court decision in the National Bellas Hess

case that exempted out—of-state businesses from the obligation to collect taxes
for states where they are not located, tax base erosion and tax revenue loss
from mail order and direct marketing sales cannot be controlled now. In both
border and mail order sales, there 1is a use tax liability, but the administra-
tive difficulties of collecting from the large number of individual buyers
rather than from a smaller number of sellers means that most of the use tax on
interstate sales goes uncollected.

These mall order and direct marketing sales include not only purchases by
consumers, but also a substantial amount of sales to businesses. Use tax due
on purchases by business firms may be collected from the buying firm in cases
where the out-of-state veundor cannot be required to collect if the buyer is a
registered seller who reports the use tax on a sales tax return. The use tax
liability may also be uncovered in the course of a sales tax audit, but Due and
Mikesell find evidence of widespread nonreporting. Failure by business firms to
report their use tax obligation for out-of-state purchases is the largest single
source of "lost" revenue recovered in sales and use tax audits.8/

A 1984 ACIR survey of state revenue commissioners confirmed that finding.
Unreported use taxes (primarily on interstate business purchases) were listed as
a major source of recovery through audits, ranging from 4% to 75% of audit-
generated revenues, with a mean of 527 and a median of 592. (These figures are
based on responses from 14 states.) An average of 1.4% of total state sales and
use tax revenues 1s recovered as a result of auditors detecting unreported use
tax on interstate business purchases.gj

Total receipts from use taxes—--which consist mainly of taxes on interstate
sales to both consumers and business, with automobile purchases excluded--
averaged 6.6% of sales and use tax revenue in the 13 states which provided that
information in the ACIR survey. The range was from 0.5Z to 14.5%. Thus, the
actual and potential revenue from the use portion (primarily interstate) of the
sales and use tax appears to be quite substantial.

The ACIR survey instrument and a summary of replies are given in Appendix
B.
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Evidence of Sales and Use Tax Erosion

Evidence of tax base erosion is extremely difficult to track because of
the problems of measuring the base. In 1974, Due made an attempt to examine the
gap between retail sales reported to state tax collectors and those reported by
the five~year Census of Retail Trade. Sales based on data from state tax col-
lectors for 1967 ranged from 492 of the Census figure in Massachusetts to 1712
in New Mexico, with 23 of the 41 sales tax states in excess of 100Z. Clearly,
taxable sales by wholesalers and differences in collection and definition of
data more than offset the combined slippage from exempt buyers, exempt commodi-
ties, and interstate sales in most cases.l0/

More recent attempts to construct a state-by-state measure of the size of
the sales and use tax base by ACIR staff also have been unsuccessful in pro-
jecting state sales and use tax revenues on the basis of retail sales, tax rates,

and exempt items. This method underpredicts revenues for many states--often by

a wide margin. Much of this shortfall is probably accounted for by the exclu-
sion of taxable sales to business, but there are no reliable estimates of tax-
able business purchases (or even of the fraction of sales and use tax paid
by business purchasers) on either a national or a state-by-state basis. Fryman
attempted to measure the proportion of the Illinois sales and use tax borne by
business in 1969,11/ and ACIR staff made a similar attempt for all states in
1977.12/ The most recent attempt to assess the total state and local tax bur-
dens on business, by Wheaton, deliberately omitted the sales and use tax from
those computations because of the difficulties involved.lgj

Despite these difficulties in measuring erosion in an absolute sense, it
should be possible to measure some relative erosion of the sales tax base—-—
assuming that the sales and use tax base has shrunk (or failed to keep pace
with income or total sales) in recent years due to rising mail order sales.
That is, adjusting for changes in rates and exclusions, it should be possible
to predict changes in tax collections from changes in retail sales.

An attempt to measure relative erosion in the last decade is described in
Appendix C. Once again, revenue predictions underestimated increases in sales
and use tax collections in about half the states. In 19 states, however, it was
found that after correcting for changes in rates and exemptions, sales and use
tax revenues relative to retail sales are substantially lower--ranging from 242%
in Alabama to 50% in Missouri--than would have been expected on the basis of ex-
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perience ten years earlier. Thus, some limited evidence exists for recent base
erosion, although it i1s not possible to assign the base shrinkage to a specific

source.

Survey Results

One qualitative source of information on base erosion comes from state rev-
enue officials. Two ACIR surveys in the fall of 1984 addressed, among other is-
sues, the problem of erosion of the sales and use tax base (Appendix B). 1In the
first survey, on mail order sales, state revenue commissioners in 35 of the 46
sales and use tax state states (including Washington, DC) replied. 1In answer
to the question, "Does your state lose a significant amount of sales tax revenue
due to the increase in sales made by mail order houses?”, 30 said "yes,” one
state answered "no", and four did not know. Among the "yes" states, one ranked
this as the most important source of sales tax revenue loss; two ranked it
second (one after border sales; one after underground activity); and one ranked
it among the top five. Seven other respondents replied by ranking mail order
among sales takx revenue losses as high, very high, major, or one of the most
significant.

Of the 20 usable replies to the second questionnaire, which dealt with busi-
ness use taxes, five ranked revenue losses on interstate sales to business as
"extremely significant” or "very significant”, four as "significant” or "sub-
stantial,” and only two as "not significant” or "insignificant.” Nine did not

reply directly or gave dollar figures only.

Need to Estimate Losses

Although it is certain that the erosion of the use tax stemming from mail
order sales is causing losses of revenues to states and localities, the extent
of these losses is very uncertain. It is necessary, therefore, to take a mea-

sure of the problem by estimating these losses.

TAX REVENUE POTENTIAL: A STATE-BY-STATE ESTIMATE

Tax revenue estimation is at best, an inexact branch of economic forecast-
ing. Since the base of sales and income taxes is closely correlated with the
behavior of output, employment and prices, projecting tax revenues suffers from
all the handicaps of macroeconomic forecasts. In addition, a change in the tax
rate, or in coverage and exemptions, interacts with the base as taxpayers are
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Table 2-3

STATE TAX REVENUE POTENTIAL FROM
(in thousands of dollars

Percent of

Allocated by Sears, Allocated by State Sales Tax
State Ward, and Penney Sales Personal Income Revenue**
Alabama : $ 4,358 $ 18,838 0.6~2.4%
Arizona 16,544 19,990 1.6-2.0
Arkansas 41,612 10,825 7.9-2.1
California 104,576 209,495 1.1-2.3
Colorado 8,903 15,012 1.2-2.0
Connecticut 10,342 34,472 0.8-2.6
Washington, DC 1,443 7,625 0.4-2.3
Florida 39,931 63,247 1.0-1.6
Georgia 35,934 22,896 2.6-1.6
Hawaii 421 6,316 0.1-0.9
Idaho 11,654 4,774 5.9-2.4
I1linois 61,022 89,263 2.1-3.1
Indiana 30,321 36,732 1.7-2.0
Iowa 20,785 16,243 3.0-2.4
Kansas 23,051 11,585 3.9-1.9
Kentucky 52,677 21,346 6.3-2.5
Louisiana 38,685 23,266 3.8-2.3
Maine 13,025 5,542 4.0-1.7
Maryland 23,836 35,408 2.3-3.4
Massachusetts 8,962 34,354 0.7-2.7
Michigan 39,783 42,792 1.7-1.8
Minnesota 33,241 30,173 2.8-2.5
Mississippi 44,715 16,241 4.9-1.8
Missouri 44,060 28,596 3.7-2.4

*Includes local sales and use taxes where the local tax is used by all local
jurisdictions of given type, e.g., all counties.
**Percent of projected 1985 state sales and use tax revenue.

confronted by different sets of after-tax prices and adjust their behavior. All
of these caveats apply to the two estimates presented in Table 2-3 of potential
1985 sales and use tax revenues that would result from taxing presently untaxed
interstate mail order sales. Of course, the aggregate revenue to be derived
from a state sales tax must be developed first state by state and then totalled,
since the aggregate is dependent on its distribution among states with different
rates, coverage, and exemptions. The two estimates in Table 2-3 are based on
two different patterns of the state-by-state distribution of sales, and should
be interpreted with considerable caution.

The sales base for both potential tax revenue estimates was derived from
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MAIL ORDER AND DIRECT MARKETING SALES, 1985*
and percent)

Percent of

Allocated by Sears, Allocated by State Sales Tax
State Ward, and Penney Sales Personal Income Revenue**
Nebraska 12,126 6,208 2.8~1.5
Nevada 10,517 6,533 2.4-1.5
New Jersey 16,944 58,095 0.9-2.9
New Mexico 22,527 8,176 3.9-1.4
New York 47,439 122,937 1.1-2.9
North Carolina 62,735 30,378 8.4-4.1
North Dakota 10,307 3,848 5.9-2.2
Ohio 38,183 61,960 1.6-2.6
Oklahoma 27,531 14,240 5.6-2.9
Pennsylvania 50,158 76,613 1.8-2.7
Rhode Island 886 6,053 0.3-2.4
South Carolina 29,709 18,810 3.6-2.3
South Dakota 7,867 3,512 3.8-1.7
Tennessee 72,583 36,864 5.1-2.6
Texas 101,020 97,407 2.5-2.5
Utah 10,045 10,238 2.1-2.2
Vermont 7,983 2,615 10.0-3.3
Virginia 36,842 27,660 4.3-3.2
Washington 61,027 49,132 2.1-1.7
West Virginia 38,161 11,001 4.3-1.2
Wisconsin 29,862 27,326 2.6-2.4
Wyoming 4,862 1,962 2.1-0.9

Total Estimated
U.S. Revenue Loss (in thousands) $1,413,166 to 1,486,539

Source: ACIR Staff computations.

the Guide to U.S. Mail Order Sales, 1983 by using consumer purchases of products

(but not services) and a portion of business purchases, and by projecting them

to 1985, based upon the rate of growth from the Census of Retail Trade.l4/

Corrections were made for major nontaxed items, for retailers with multistate
nexus, and for in-state purchases. The estimates reflect only state sales and
use taxes and those local sales taxes which apply statewide.

The first estimate allocates all U.S. mail order aund direct marketing
sales among the states on the basis of actual combined state-by-state distri-
butions of 1982 sales of the big three mall order firms--Sears, Ward, and Pen-
ney.15/ This method picks up a propensity to use mail order more intensively in
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rural states, as the table clearly indicates. It also has the advantage of bas-
ing distribution of sales among states on taxable sales, because mail order sales
from those three firms are taxable. All three firms have a physical presence in
virtually every state. Thus, the first distribution suggests the amount of mail
order shopping that residents of each state might undertake in the absence of tax
incentives.

The use of combined Sears, Penney, and Ward data, however, has drawbacks.
To the extent that residents of urban states with high sales tax rates use mail
order to avoid sales taxes, the combined figures from Sears, Penney, and Ward
would understate the shares of current mail order sales in those states. The pro-
portion of mail order sales in such high tax, urbanized states as Pennsylvania,
New Jersey, Washington, and Connecticut as well as in New York City (8.25%
combined rate) and Washington, DC (6%), may be higher than is reflected in the
first column of Table 2-3. 1In addition, the industry's own analysis suggests
that much recent growth has been through specialty catalogs "upscale” merchan-
dise-like gourmet food or higher priced clothing——aimed at young, prosperous,
urban markets, rather than the more traditional rural-suburban/lower-to-middle-
income market served by the Big Three. For this reason, an alternative estimate
is given in the third column, based on distributing mail order sales among
states in proportion to personal income.

The national totals of tax revenue potential arrived at by these two meth-
ods of distributing sales differ for two reasons. First, the 46 sales tax jur-
isdictions account for 93% of the sales of Sears, Ward, and Penney, but include
almost 97% of U.S. personal income. Second, the different distribution among
states with the personal income criterion reflects a shift of estimated sales
into some high income, high tax rate states such as New York and Connecticut.
These two different state-by-state distributions of revenue potential, then,
offer a range of estimates for each state rather than a single figure.

The estimates take into account only state taxes (although interstate mail
order purchases from firms meeting nexus standards are currently subject to both
state and local taxes), but theéy do adjust for applicable exemptions of food,
clothing, and magazines—-the three most frequent exemptions of items widely pur-
chased by mail. An adjustment is also made for in-state purchases by mail order.
Detailed explanations of the procedure by which these estimates were made are
given in Appendix C.

Estimated 1985 sales and use tax revenue losses are $1.4 to $1.5 billion
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or approximately 2.47% of current state sales and use tax collections.

When sales are allocated on the basis of Sears, Ward, and Penney data, the
states where the revenue loss appeared to be a particularly high percentage of
revenues include Arkansas, Georgia, Idaho, Iowa, Kansas, Kentucky, Louisiana,
Maine, Minnesota, Mississippi, Missouri, Nebraska, Nevada, New Mexico, North
Carolina, North Dakota, Oklahoma, South Carolina, South Dakota, Tennessee,
Vermont, Virginia, West Virginia, Wisconsin, and Wyoming. This list indicates
the rural pattern in taxable mail order sales from the Big Three that we had
anticipated. In nine states, the revenue loss estimates are at least in the
2-5% range of estimated 1985 sales and use tax revenues, and are much higher in
some cases.

Allocation by personal income, on the other hand, shows large (or larger)
tax revenue losses in the more prosperous and populous states and/or those with
the highest sales and use tax rates, including California, Counnecticut, Florida,
Illinois, Michigan, Missouri, New Jersey, New York, Ohio, Pennsylvania, Tennes-
see, Texas, and Washington. Because personal income and sales tax revenue are
related, the pattern of revenue losses in percentage terms 1is much more evenly
distributed when mail order sales are allocated on a basis of personal income.

Still another consideration in the state-by-state distribution of revenue
losses, which cannot be quantified in Table 2-3, is the fact that mail order
firms may be more likely to have a business presence--a retail outlet, a ware-
house, or a catalog or sales office--in larger and more populous states where
they already collect taxes on sales. Thus, the concentration of tax revenue

losses in smaller or more rural states may be even larger than the first esti-

mate suggests.

Are the Estimates Too Low?

Tax administrators feel that these estimates of lost revenue may be some-
what conservative. That view is supported by the industry claim that sales are

much higher than those reported by the Census of Retail Trade. While the fig-

ures quoted from The Guide to U.S. Mail Order Sales, 1983, may be more credible

than those of the Census, because the latter is limited to retail sellers with
mail order as their primary business, even the Guide figures are lower than
those quoted in other trade publications cited in Chapter 1.
In addition to the industry's claims to higher sales estimates, there is
considerable “"casual” evidence of rapid growth in mall order and direct market-
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ing sales. Such market factors as the use of new communications technology,
and the opportunity to cater to working women and affluent consumers through
specialty catalogs and computerized marketing, provide the basis for relative
expangsion in the mail order component of retail sales.

American Express, for example, has developed a direct marketing program
(American Express Merchandise Sales), which is growing at 25Z-30% a year and
has an annual sales volume of $220 million.lﬁ/ At least ome innovative compu-
ter marketer has placed computer terminal "catalogs” in such high traffic areas
as factory cafeterias aud reports high volume and rapid expansion.l17/ Comp-U-
Store offers a direct marketing line through retail stores (which would be sub-
ject to vendor-collected taxes) as well as direct home services (which would be
subject to buyer-remitted use tax and, therefore, are likely to escape the use
tax). This firm has expanded and diversified from its original role as a dis-
count buying service.18/ Both Comp-U-Store and other services now have computer
kiosks in supermarkets and other conveunient locations to make mail order sales.

The Direct Marketing Association reports a number of factors contributing
to recent and potential growth in mail order and direct marketing sales, includ-
ing credit cards, syndication, a higher percentage of women who work, and the
proliferation of specialty catalogs.l9/

Still in the early stages of development are services which are linked di-
rectly to the customer's home computer, often as part of a package of banking,
news, data base, and other services. If this becomes successful, it will give
major impetus to direct marketing salesﬂggj Direct marketing is of sufficient
lmportance to receive regular and special attention in the trade tabloid Ad-
vertising Age. A special section in early 1983 reported on such developing
trends as upscale and specialty catalogs, the growth of sales using toll-free
"800" telephone numbers, continued growth of conventional direct mail selling,
plaus for linking direct marketing to cable television, and automatic dialiug
as a direct marketing telephone sales techunique.2l/

Thus, while firm sales figures are hard to come by, it appears that this
form of retailing is experiencing growth that is at least as rapid and perhaps
congsiderably more rapid than that of more traditiomnal retail outlets. This
treud implies that tax revenue losses will climb rapidly as well.

Are the Estimates Too High?

Industry sources argue that the ACIR estimates of revenue loss are too high.
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They support a figure closer to §$500 million, for the following reasons:

1. Small businesses are likely to be exempt.from collecting these taxes
for purely administrative reasons.

2. There are additional mail order sales (besides Sears, Ward, and Penney)
that are currently taxed because firms meet business presence require-
ments in more than one state. (A correction has been made in Table 2-3
for in-state sales in the state where the mail-order firm is located.
See Appendix C for details.)

3. Recent poor performance in the mail order industry suggests slowed fu-
ture growth.

4. Taxation may have dynamic effects reducing industry sales and thus the
tax revenue potential.

The De Minimis Rule 22/

A de minimis rule would exempt small businesses from collecting taxes on
their out-of-state mail order sales. Most proposals for such a rule establish
a gross sales dollar figure, with amounts ranging from sales of $20,000 to sales
of §5-10 million. Some proposals would establish a threshold at a state level,
others at a national sales level.

Data from the 1982 Census of Retail Trade provide some insight into the

size distribution of firms in the mail order business, at least those for which
mail order is the primary activity. While there may have been some changes in

the last three years, the Census of Retail Trade (which is issued at five-year

intervals) is the only available source of data on the number of firms in an

industry by volume of sales. For 1982, the Census of Retail Trade, in Table 4,

Sales Size of Firms, identified 5,437 firms in SIC (Standard Industrial Classi-
fication) code 5961, mail order houses (i.e., firms which identified mail order
as their primary industry) which were operating for the entire year. (These data
exclude 421 firms which entered or left the industry during the year; their av-
erage sales volume was just under $1 million.)

On the basis of Census figures for active firms with mail order sales as
their primary industry, the effects of various de minimis sales levels on the
number and percentage of firms required to collect the tax and the volume of
sales subject to the tax for 1982 are shown in Table 2-4.

It is clear from these figures that the mail order industry encompasses
many small firms but that most sales come from a few of the larger firms. 1In
addition, 1,670 firms have mail order as a secondary business or sideline to a
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Table 2-4

PRIMARY MAIL ORDER FIRMS FALLING UNDER
VARIOUS DE MINIMIS THRESHOLDS AND PERCENT OF SALES COVERED

De Minimis Primary Mail Order Firms* Percent of
Sales Threshold Number Percent Sales Covered
$ 250,000 3,022 56.02 97.9%

500,000 1,722 32.0 93.6
1,000,000 854 15.7 87.9
2,500,000 388 7.1 81.6
5,000,000 221 4.1 76.2
10,000,000 131 2.4 70.2

*Primary business is mail order sales.

main business in another branch of retailing or.even in an entirely nonretail
classification. While these firms are not included in the revenue estimates,
they can be included in de minimis calculations. The effect is to reduce the
percent of firms required to collect the tax under various illustrative de
minimis thresholds. Their inclusion is show in Table 2-5. ‘
The effects of such a rule on revenues depends on the threshold estab-
lished. For example, applying the same percentages of sales covered to the 1985
revenue estimates, a national sales threshold of $250,000 would reduce the 1985
total sales and use tax revenue by abount $30 million, or 2Z. Obviously, there
is a tradeoff to be made between the number of firms exempt (lowering compliance

costs for smaller firms) and the revenue to be generated. A $5-million thresh-

Table 2-5

TOTAL MAIL ORDER FIRMS FALLING UNDER
VARIOUS DE MINIMIS THRESHOLDS

Firms with
Mail Orders as Total
De Minimis Secondary Business Mail Order Firmg*
Sales Threshold Number Percent Number Percent
$ 1,000,000 695 41.6% 1,549 21.9%
2,500,000 325 19.5 713 10.1
5,000,000 181 10.8 512 7.2
10,000,000 139 8.3 270 3.8

*Both primary and secondary mail order businesses.
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old, for example, would reduce auticipated tax revemnues by $336 to $354 million
(23.8%), yieldiug adjusted revemues of $1.077 to $1.133 billion. Data are mnot
available to illustrate the effects of de minimis thresholds above $10 million.

Taxes Already Being Collected

The secoud issue raised by the industry, mnamely that firms other than the
Big Three may currently meet business presence requiremeunts in more than one
state, can also be taken into account to some extent using Census data on size
distribution. While data are not available omn all the possible ways in which
"nexus” can be established, the existence of "establishments™ should be a rea-
sounable proxy. A firm with only one establishment is not likely to meet the
nexus test in more thanm one state. Ninety-seven percent of the firms listed
with mail order as their primary industry operate only one establishment. Of
the remaining firms, 104 have two establishments, 30 have three or four estab-
lishments, 11 have five to nine establishments, aud ouly seven have ten or more
establishments. Even under the very generous assumption that every additiomnal
establishment is in a differeut state (e.g., a firm with teu establishments op-
erates in ten states), the taxes curreuntly being paid by these firms and mnot
reflected in the tables would amount to less than $14 million in 1982 use tax
revenue, or not quite $18 million in 1985. (Firm/establishment data are not

available for firms with a secondary mail order industrial classification.)

Slower Mail Order Growth

The third issue, recent poor performance in the industry, cannot be vali-
dated or disproved on the basis of curremntly available data. To offset year-
to-year fluctuations a ten-year average (1972-82) was used to project mail or-
der sales to the current year. While some observers forecast a rosy future for
the industry, others anticipate a major shakeout. For this reason revenue pro-

jectious were restricted to the immediate future.

Dampening Effect of Tax Collection

Finally, what would be the effect of expaunded tax collection on the indus-
try's sales and growth? Sales and use tax revenue losses are a product of the
volume and distribution of mail order sales, aud the tax rate aud exemptiomns.
These factors are interdependent. Higher rates may discourage spending, in
general, or discourage spending on taxable purchases as opposed to nontaxable
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purchases. Thus, the estimates of revenue loss presented above must be regarded
with some caution because requiring that the tax be collected will indeed have an
effect on sales. Some purchases will be shifted to local suppliers and still
pay the tax, while others may be foregone altogether.

A tax has an income and a price effect. The income effect reduces spending
in general because there are fewer dollars left after the tax is paid. The max-
imum income effect of a tax on income or a totally general sales tax is given
by the rate, e.g., the income effect of a general sales tax of 4% would not re-
duce spending by more than 4%. However, since large amounts of spending current-
ly are not taxable, total spending net of taxes should fall by less.

The shift of some buyers from taxable to nontaxable spending is the effect
that in-state retailers presently find so objectionable, since they are required
to collect a tax which their out-of-state competitors are able to avoid. The
mail order industry 1s correct in stating that if it were required to collect
use taxes, some customers would probably shift purchases to in-state retailers.
Thus, the amount of added state and local tax revenue attributable to mail or-
der sales would be less than projected above, because some of the tax revenue

would be derived from in-state sales gained at the expense of mail order sales.

The Industry's Estimate

Industry representatives presented an alternative estimate at ACIR's June
1985 hearing. That estimate projected only $500 million in additional tax col-
lections, in contrast to ACIR's estimates in the $1.4-$1.5 billion range. Ba-
sically, the industry estimate differs from the ACIR work in assuming that the
patterns of exemption (magazines, food, and services) of the ten most populous
states apply to all states, and that many suppliers already meet the nexus test
in most states. The process of determining the proportion of sales excluded
under a de minimis rule is also quite different and involves making assumptions
about size distributions for which no statistical support is given by the indus-
try. Finally, this alternative estimate provides no projection to 1985 of sales
and tax revenues; such a pfojection would increase the industry's figure for ad-

ditional tax collections by approximately 20Z.

COMPETITIVE EFFECTS

While state revenue officers are primarily and fairly uniforumly concerned

about revenue losses and base erosion, firms that compete in the retail market-
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place are divided in their concerns about price competition and its effect on
sales and profitability. Both in-state businesses and out-of-state businesses
with sufficient physical presence In a state to create a tax liability feel
that their prices would reflect a more neutral tax treatment if other out-of-
state mail order competitors were required to collect use taxes. Those out-of-
state mail order firms not currently having enough presence to require them to
collect the tax feel that they are sufficiently handicapped by distance, that
they receive no services from the destination state, and that they, therefore,
should not be required to collect use taxes.

The competitive problem is a concern both in border sales and interstate
mail order sales, but this study addresses only the latter issue. The price
differential between states 1s not just the difference between one state's
sales tax rate and the rate in the other state, but the differenée between the
tax rate in the buyer's state and zero—-no tax. This price difference can range
as high as 8.25% (combined state and city sales tax in New York City), putting
the local retailer at a competitive disadvantage relative to mail order sellers
who have no local business location and therefore no obligation to collect and
remit sales or use taxes.

Although it is very difficult to measure the revenue loss resulting from
interstate mail order sales beyond the reach of the sales and use tax collection
obligation, it is even more difficult to measure the competitive effect--sales
made by out-of-state sellers that would have been made by in-state sellers that
can be attributed to the tax differential. In addition, the two effects--compet-
itive and tax revenue loss—-are interdependent. Customers who switch to an out-
of-state supplier for tax reasons create both a loss of sales to in-state
firms and a loss of sales tax revenue to the state.

These two problems are particularly serious for jurisdictions with high
rates of tax, such as the States of Connecticut (7.5%) and Washington (6.5%) and
the City of New York (with a combined state and local tax rate of 8.25%7). 1In-
creased reliance of state and local governments on sales and use taxes—-both
rate increases and wider local use—-has exacerbated both the state and local

tax revenue problem and the competitive problem.

Price Elasticity of Demand

The response of consumers to price differentials is called "price elasti-

city of demand.” This measure of the amount by which purchases are reduced or
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shifted in response to a particular price change or price differential is great-
er when there are close substitutes, or when the price is large relative to
one's income. It is also greater over long time periods. Economists estimate
price elasticities for various commodities.zg/ And, taxes, of course, add to
the prices of these commodities.

However, there are two important qualifiers that should be considered in
using this traditional economic approach. First, a specific product, e.g.,
Wrangler boy's jeans, 1is identical from either an in-state or out-of-state
seller, which would make price elasticities of demand in comparing these two
suppliers very high. Second, there is a problem of time and/or distance, so
that while the product may be a perfect substitute, the seller is not. Direct
out-of-state purchases are only convenient for those who live near the border;
direct marketing and mail order purchases usually involve some delays and other
inconveniences (e.g., examining or trying on the merchandise, service, or in-
stallation problems.) While the catalog price quoted may be lower (partly as the
result of lack of store overhead, partly in compensation for the inconveniences),
freight charges and other transaction costs may eliminate some of the advantage.
The more inconvenience, transaction costs, or other problems associated with
buying out-of-state, the lower the elasticity of demand (i.e., shift of purchas-
es to the nontaxed out-of-state supplier) will be in response to a state tax
hike or other rise in the price differential.

If demand is highly inelastic, more of the tax burden falls on the consumer,
but the consumer is also less sensitive to price differentials between competing
suppliers, making the issue of uniform tax treatment less critical. Where de-
mand is more elastic, the tax differential is more critical.

Mail order firms argue that they have other disadvantages in both price
and nonprice competition with local retailers that more than offset any tax
advantage. These 1include reliance on catalogs rather than displays and
salespersons, high shipping costs, and high advertising expense, and other
handicaps. Thus, they do not see a tax advantage in price as a significant
determinant of the use of mail order suppliers. In fact, some direct marketers
minimize the importance of price as a determinant of the decision to buy by
direct mail rather than from a retail outlet. In two surveys cited in the Direct

Marketing Fact Book, price was fairly low on the list of reasons for purchasing

through mail order (cited by only 5% of the customers in one survey and 14% in
another) .24/
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Attempts at Measurement

The problem of measuring the competitive effect of state-to-state price
differences, including price differentials created by sales and use taxes, has
received relatively little atteution. An early (1968) study by Wales examined
the effect of liquor price differemntials ou in-state and out-of-state sales.
He estimated that 53%Z of all liquor tax reveuue in New Hampshire and 26% of
that in Vermout derived from sale of liquor to out-of-state customers, while
six other states derived more than 5% of liquor sales tax revenue from nouresi-
dent sales and three states lost significant sales and revenue (Massachusetts
14%, Kentucky 9%, aund Maryland 6%).25/

A more recent and more thorough study of the effect of tax differentials
on sales was undertaken by Fisher, based on experieuce in the Washiugton, DC,
metropolitau area. Fisher reviews several earlier studies which suggest that a
1% rise (or, by iuferemce, differemtial) in a local (metropolitau) sales tax
rate will lower sales by about 6%. Fisher took into consideration trausportation
costs for the buyer, and disaggregated purchases into broad commodity categor-
ies. Apparel cousumption showed the highest price elasticity. This result is
important for mail order sales, since apparel is a much higher percentage of
mail order sales (about 24%) than of retail purchases in gemeral (about 10%).26/

Additional insight into the effect of state-to-state price differences on
sales comes from a 1985 ACIR study of cigarette bootlegging.27/ In this study,
each one cent price differemtial reduced a state's cigarette sales by almost
oue-half pack per capita (.469). In New Hampshire, where the tax rate is nimne
cents lower thanm in neighboring Massachusetts, cigarette sales per capita are
the highest in the nation—-—80.8% above the national average in fiscal 1983--
while Magsachusetts' sales were 7% below the uational average. While cligarette
data should be used with caution, siuce users frequently use large quautities
and can buy "in bulk” at intervals, this study does suggest that consumers are
aware of, and responsive to tax—induced price differentials between states.

Since local firms and mail order firms stock similar commodities, their
products are close substitutes, differing maiuly in convenience of purchase.
Over time, a substantial price differential created by sales and use taxes
could induce significant shifts to mail order sellers, particularly ou big tick-
et items where the saviugs from avoiding sales and use taxes is large relative
to the cost or incounvenience of shopping in this fashion.
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This competitive effect was not adequately reflected in the revenue loss
estimates in Table 2-3, because sales were apportioned among states on the basis
of the available "destination"” data from Sears, Ward, and Penney, all of which
were taxable sales.28/ Thus, some sales which now are being shifted to mail
order would become taxable in-state sales in the highest tax states. For this
reason, tax revenue loss estimates in Table 2-3 are probably most understated
for those states—-Connecticut, New York (City), Pennsylvania, New Jersey, Wash-
ington, Minnesota, and Washington, DC.29/

Justice Fortas, in his dissent in the Supreme Court's National Bellas Hess

decision, saw the competitive issue as a critical one:

While this advantage to out-of-state sellers is tolerable
and a necessary Constitutional consequence where the sales
are occasional, minor, and sporadic and not the result of
a calculated, systematic exploitation of the market, it
certainly should not be extended to instances where the
out-of-state company 1is engaged in exploiting the 1local
market on a regular, systematic, large-scale basis. In
such cases the difference between the nature of the busi-
ness conducted by the mail order house and by the local
enterprise is not entitled to Constitutional significance
.«sthe volume which, under the present decision, will be
placed in a favorable position and exempted from bearing
its fair burden of the collection of state taxes certain-
ly will be substantial.30/

In 1980 hearings in Congress on several bills which addressed the juris-
dictional limits of the sales and use tax, the testimony of the New York State

Board of Taxation on the competitive issue was typical of the views of tax ad-

ministrators:

Aside from the loss of revenues involved, such tax free
competition places the small business, which this bill
purports to protect, at a competitive disadvantage. This
bill favors out-of-state mail order and border vendors
over small 1local businesses selling competitive prod-
ucts.31/

COMPLIANCE COSTS

The final economic effect considered in this chapter is the cost of com—
pliance with the sales and use tax laws of multiple jurisdictions. Compliance
costs have been the major source of business complaints about extending the
reach of the sales and use taxes.
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Vendor Collection

Sales and use taxes are with some important exceptions, collected by the
seller. This is primarily a matter of administrative convenience; it is much
less costly to collect from a relatively small number of vendors than a large

number of individual buyers. Major exceptions to vendor collection include:

1) taxable business purchases for which the business buyer remits the tax
along with its collections on behalf of its customers' taxable pur-
chases; and

2) interstate sales of motor vehicles, where the tax is collected from the
purchaser when the vehicle is registered.32/

Collection Cost Provisions

The fact that the tax is, in most states, considered a tax on the buyer but
collected and remitted by the seller poses some problems. In some states, the
costs of collection are at least partly defrayed by allowing the vendor/collector
to keep a percentage of the tax.33/ In other states, the costs of collection
are borne entirely by the seller.

Due and Mikesell identify 19 states which provide no compensation to ven-
dors at all; other states either provide a uniform percentage of the tax as a
rebate to cover collection costs (ranging from 1% to 3.6% in 1980), a flat dol-
lar amount, or a discount that diminishes with the amount of tax due.34/ (See
Table 2-6 for a summary of collection cost allowances.)

Multistate sellers find compliance problems to be more severe than those
faced by single state sellers. One multistate vendor with a substantial secon-
dary business in mail order sales identified exempt items as the most difficult
single problem; of the 46 sales tax states (including DC), he indicated that nine
had a large number of exemptions and four states in particular created very
high compliance costs for that reason. However, the same vendor indicated that
his firm and others had worked out a partial resclution of this problem. The
firm, together with the auditor of the taxing state, had reviewed the makeup of
the firm's line of products by sales volume in those lines where some items
were taxable and others were not, and determined an average rate for that line.
For example, if the state's tax rate was 4%, and 40Z2 of the firm's clothirng
line sales were taxable and 60% were not, based on the product mix and past ex-—
perience, that part of sales would call for an effective tax rate of 1.62 paid
to the state. Other approaches also might be developed to simplify compliance.
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State

Alabama
Arizomna
Arkaunsas
Califoruia
Colorado
Connecticut
Washington, DC
Florida
Georgia
Hawail
Idaho
I1liuois
Indiana
Iowa
Rausas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Miunesota
Mississippi

*S1liding scale,

sales.

Table 2-6

Collection Cost Allowamnce

(percent of collectious)

Cost Allowance

2%
noune
27
none
3.3%
aoue
none
1%%
3%
none
breakage**
22
1%
3%
uoune
1.25%
1.5%
none
1.2%
noue
$50
aone
2%t

larger percentage allowance for smaller sales levels,
**The veudor is required to remit amouuts based on total taxable sales;
this amount is less than the aggregate taxes collected on individual

State

Missouri
Nebraska
Nevada

New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio

Oklahoma
Peunsylvaula
Rhode Island
South Carolina
South Dakota
Tenuessee
Texas

Utah

Vermont
Virgiunia
Washingtou
West Virgiunia
Wiscousin
Wyoning

Cost Allowance

2%
3%
1.5%
none
none
none
3%
none
1%
3%
1%
12
17%%
none
1.5%%
1%
none
none
3z
none
none
2%2tt
noue

tMississippi limits the allowance to a maximum of $50 per mouth.

ttWiscousiu's

rate 1is
states' rates are

$1,000 or $2,000.

Source: Due, John F., and Johu

$10,000,
with higher

on the first
for most sales,

L. Mikesell,

lower thereafter;
allowances ou first

Sales Taxation:

Local Structure and Administration, 1983, p. 328.

tax).

The primary difficulty iu having veudors collect a tax which is the liabil-

Interjurisdictional Sales

ity of the purchaser arises wheu sales are made between taxing jurisdictiouns. If
the seller has a busiuess presence iu the destimatiou state, that seller is usu-
ally liable for collecting aud remitting sales or use tax (almost always use

Many court decisions ou interstate sales aud use taxation are based on

other

State and



situations where there is difficulty iu determining the mature of business pre-
sence, or nexus, required to create a use tax collection obligation. (See Chap-
ter 3.)

In the absence of adequate nexus, the state of destination cannot require an
out-of-state vendor to collect and remit the tax. While purchasers are legally
liable for the tax, the cost of collection from all but the largest and most
frequent buyers from out of state would far exceed the reveunue recovered. Thus,
when the jurisdictional reach of the state's usual method of collection is re-
stricted by the nexus requirement, the use tax is far more likely to escape col-
lection. The more demanding the nexus standard is, the larger will be the volume
of sales escaping sales or use tax.

Three aspects of the sales and use tax are of particular relevance to the
taxation of interstate sales. These are: (1) the gemeral reliance on the des-
tination principle rather than the origin principle, (2) the actual burden of the
tax borne by the buyer vs. the seller, and (3) the issue of who beuefits from the

uge of the revenues collected.

Destination Versus Origin Principle. The sales aud use tax is usually regarded

as due to the state of destiunation rather thau origin, i.e., the relevaut rate is
that of the destination state aud the revenue accrues to that jurisdiction. This
generally accepted principle, which is of considerable importauce in the tax
treatment of interstate sales, reflects a desire to treat sellers equally with
respect to the tax burden in the final price of the product, so that consumers do
not prefer out-of-state to in-state veundors (or vice versa) on tax grouuds alone.
Taxation based upon this principle--when complemented by a satisfactory system
of rebates and credits for interjurisdictional sales--could achieve competitive
neutrality. However, compliance costs for firms and administrative costs for
governments would be higher.

The gemeral application of the destinmatiou priuciple also reflects the
belief that most, if mot all, of the burden of the sales and use tax falls on

the consumer, and therefore the consumer's state of residence has the stronger

claim to the tax revenue.

Incidence of the Tax Burden. Because of the enormous diversity in state sales

and use taxes, it is difficult to gemeralize about their incidence. Due and
Mikesell examined the legal incidence of these taxes in their summary of the
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features of sales and use taxes. They classified 17 states as having consumer
taxes (legal incidence on the buyer), 13 states as having vendor taxes (legal
incidence on the seller), and 15 states and Washington, DC, as having hybrid
taxes.35/

Regardless of who is considered legally liable for a tax, the distribution
of the economic burden is determined by wmarket forces. When a tax is imposed
on a product or service, the product price may rise, or the after-tax price re-
ceived by the seller may fall, or some combination of the two. To the extent
that the price rises as a result of the tax, the consumer bears that part of the
tax. To the extent that the after-tax price received by the seller falls as a
result of the tax, the seller bears that part of the tax. Thus, economic inci-
dence focuses on who actually bears the tax in the form of higher prices or low-
er net rvrevenues, rather than who 1s legally responsible for collecting and re-
mitting the tax.

Depending on the relative elasticities of supply.and demand, the incidence
or burden of the tax will be shared in varying combinations between the buyer
and the seller. However, when the tax is imposed on all sales regardless of
source, for a particular seller demand will be less elastic than it would be 1if
the tax was less universal in coverage. 1In that case, much more of the tax bur-
den will fall on the consumer. Thus, the more universal a sales tax is in its
coverage, the more likely it 1s that the bulk of the burden of the tax will fall
on the buyer, not the seller. This economic observation reinforces the appro-

priateness of applying the destination principle to the sales and use tax.

Benefit to Whom? The sales and use tax 1is often justified 1in economic

terms primarily on an ability-to-pay principle, with either purchases or sales
as the measure of ability to pay taxes. Like any tax, however, it is also eval-
uated on a general benefit principle, that the tax should be paid primarily by
those who benefit from the services offered by the state. The benefit 1ssue
was clited as a relevant consideration in the majority opinion of the landmark

case, National Bellas Hess, for example. It is argued by mail order sellers

that their exclusion from collecting the tax when they have no business presence
in the state 1s justified because they do not receive any substantial benefits
from the destination (taxing) state.
Even 1f the sales and use tax is considered on a benefit basis, the bene-
fits to the buyer would be the primary basis of benefit justification, since
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most of the incidence falls on the buyer. Furthermore, some observers argue
that, indeed, there are benefits created by the state to the out-of-state sel-
ler in that the state has a substantial role in creating, developing, and sus-
taining the consumer market in which these sales are possible. The burden

on the seller consists primarily of collection or compliance costs, an issue

addressed below.

Administrative Complexity

Beyond different sales and use tax rates in 45 states and Washington, DC,
are other distinctions. Largely, this concerns which items are subject to tax
and which purchasers (such as local government agencies and charitable organi-
zations) are tax exempt.

Out-of-state retailers point out that compliance with multiple state regu-
lations is much more costly than the compliance burden on competing in-state
sellers, who deal mainly with a single tax agency and a single set of rules.
If the out-of-state seller must also collect and remit local sales taxes, as
Sears, Ward, and Penney presently do, the number of jurisdictions rises to
about 6,700! (This number may overstate the difficulty of compliance with lo-
cal taxes, because a uniform rate is collected in all or nearly all of a par-

ticular kind of local jurisdiction--town, county, parish, or school district--in

a number of states.)

Measuring Compliance Costs

Compliance Costs in the Willis Report. The most detailed treatment of the prob-

lem of sales tax compliance costs is found in the 1965 Willis Report, which de-

votes two chapters to the subject-éﬁ/ Estimates of compliance costs from a
survey of a cross-section of interstate sellers are compared with data from a
local retailer study which had been conducted in Ohio.

In general, the study found that compliance costs of interstate sellers were
not significantly higher than those of in-state firms. The compliance costs,
which are all costs of charging, collecting, recording, and remitting the tax
both as buyer and seller ranged from negligible up to 2% of gross receipts for
the interstate firms, with a mean of 0.05%.

The study also found, as expected, that the compliance cost was larger rela-
tive to gross receipts for small firms, with a median of 0.02%-0.05%, compared to
larger firms where it ranged from 0.005% to 0.01%. Higher dollar costs of multi-
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state filings fell mainly on those larger firms with lower median costs (econo-
mies of scale). The median compliance cost for local retailers in Ohio in the
comparison study was substantially larger than that of interstate sellers

(0.0977% versus 0.018%).

Compliance Costs Since the Willis Report. It should be noted that technological

progress in data processing and electronic devices (cash registers, calculators,
microcomputers, etc.) have probably reduced compliance costs in the last two
decades. At least one firm was able to provide use with detailed information on
computer software and other assistance provided commercially by his firm to
businesses with multistate sales and use tax obligation. That firm indicated
that the cost of staying current with sales and use tax rates and exemptions
was relatively low for all but the smallest firms.él/ In addition, a state re-
bate in the form of either breakage or a percentage allowance (described earlier
in this chapter) covers some part of compliance costs in 27 of the sales tax
states.

A study by the accounting firm of Peat, Marwick, Mitchell, and Company for
the American Retail Federation provides a recent (1982) look at compliance
costs. The study measured compliance costs in seven states-—-Arizona, New York,
California, Maryland, Pennsylvania, Illinois, and Missouri.ggj Unlike the ear-

lier Willis Report, this study measured costs as a percentage of sales and use

tax collected. It found gross costs ranging from 2.03% of taxes collected in
Misgouri to 3.75%Z in Arizona, less credits for collection costs ranging from
none to 2%. At the curreant sales tax rates Iin those states, these collection
cost figures are equivalent to 0.083% to 0.197%7 of gross receipts, comparable to

the results in the Willis Report. Ironically, the highest collection costs were

in those states that allowed no credits for collection costs. The study was
limited to nonmail order retailers so that it could be focused on the rela-
tive compliance cost of a particular state sales and use tax structure. It was

also found, as in the Willis Report, that there were significant variatiouns by

firm size, with higher compliance costs for smaller firms than for larger
ones.
Finally, a study by the same firm for the Small Business Administration in
1984 confirms that there is a significant compliance cost differential between
small and large firms (defining small as sales uander $1 million, medium as
$1-10 million, and large as sales over $10 million).39/ This 1984 study found
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that a number of cost elements, including office equipment expense, register
collections, drawer balance and reconciliatioms, bank deposits, filing and re-
mitting returns, and theft insurance exhibited significant economies of scale.
Using a "base case” (a 4% tax with no exempt items or users, no local tax, and
monthly filing), compliance costs were found to range from 1.023% of taxes col-
lected for large firms to 3.345% for small firms. The cost to small firms
could be cut almost in half with less frequent filing (quarterly rather than
monthly). Adjusting for exempt users and exempt items yields a compliance cost
estimate of 1.256% of taxes collected for large firms, 2.095% for medium firms,
and 4.025% for small firms. More than half the additional cost for a represen-
tative state rather than for the simple system in the "base case™ is accounted
for by exempt items. As suggested earlier, at least some states and some re-
tailers have worked out processes for simplifying this problem where the re-
tailer has multiple lines and the state has a complex pattern of exempt items.

The issue of costs of compliance has played an important role in the hear-
ings on proposed legislation. Despite the limited availability of hard data on
the magnitude of compliance costs, testimony from mail order firms emphasized
their position that the diversity of state and local taxes and the cost of
learning the rules--a significant part of total compliance costs—-were imposing
excessive burdens on mail order firms. From the opposite perspective, the

California State Board of Equalization argued that "...those compliance prob-

lems are generally no greater than the compliance problems faced by local
merchants."40/

Duriné_;§73 hearings, two possible solutions to small business compliance
costs emerged. Jerome Hellerstein proposed a de minimis rule, which was sub-
sequently incorporated in several of the proposed bills ﬂl/; and the "Traigle
plan,” named for the Louisiana Commissioner of Revenue, provided for a uniform
combined state-local rate to reduce the number of jurisdictions from about 6,700
to 46 (45 sales and use tax states and Washington, DC).42/

Since the 1973 hearings, other suggestions have been made for addressing
the issue of compliance costs generally. One proposal would limit the extension
of use collection obligations to state sales and use taxes only. (This proposal,
plus local taxes only where they apply to all cities or counties in a state,
was reflected in the sales tax rate assumptions underlying Table 2-3 estimates.)
Like the Traigle plan, this method would reduce the number of rates to 46, with-
out the complexities involved in determining the appropriate single combined
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state and local rate. Another suggestion is to extend the practice of a collec~-

tion cost allowance from the present 27 states to all sales and use tax states.
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Chapter 3

JUDICIAL AND LEGISLATIVE BACKGROUND

Efforts to address the interstate commerce aspects of the sales and use tax
have a long and involved history in the courts and in Congress. Much of that
history deals with the guidelines that determine which vendors can be required
by a state to collect and remit use taxes when sending goods into that state.

Most of the Supreme Court cases are based on the Interstate Commerce Clause
of the Counstitution, reflecting a concern for preservation of an integrated na-

tional market. From the earliest cases in the 1930s to National Bellas Hess in

1967, the Court tried to guard against the possibility of double taxation and
preserve the American common market that had been so carefully crafted in the
Constitution. At the same time, the Court persisted in trylng to meet the
requirement of the Due Process Clause by ensuring that ian each case the out-of-
state vendor who was being taxed (or asked to collect a tax from consumers) had
"adequate nexus,"” i.e., a sufficient business presence in the taxing state to
meet the Court's interpretation of the requirements of the Due Process Clause.

Congress has frequently been the battle ground for mail order firms and
state revenue officers, with the latter stressing tax revenue losses aund com-
petitive considerations and the former emphasizing business compliance costs.

One observer, writing in 1978, characterized the legislative history as follows:

Legislation seeking to provide federal standards for the
imposition of sales and use taxes on transactions in in-
terstate commerce has been before the Congress almost
continually for the last 15 or so years. The bills which
have been introduced can be generally categorized as ei-
ther taxpayers' legislation, principally aimed at revers-
ing the decisions of the Supreme Court in General Trading
Co. v. State Tax Commission (322 U.S. 335 (1944)) and
Scripto, Inc. v. Carson (362 U.S. 207 (1960)), or as tax
collectors' legislation, principally aimed at reversing
the decisions of the Supreme Court in Miller Bros. Co. v.
State of Maryland...and National Bellas Hess, Inc. v. I1l-
1inois Department of Revenue (386 U.S. 753 (1967)).1/

Efforts to bring about Congressional action have been complicated by the
linkage between the jurisdictional reach of the state corporate income tax and
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the nexus standard for state sales and use tax, and particularly by the thorny

issue of unitary taxation.

JUDICIAL HISTORY
Early Decisions: Validity and Reach of the Use Tax

The use tax was developed primarily to deal with purchases made in other
states. Since the sales tax was charged on the transaction, it only applied 1if
the transaction took place within the state. The use tax covered a rather large
loophole by providing a companion tax to cover purchases made in other states.
The validity of the use tax was upheld in 1937 in Henneford v. Silas Mason Co.
(300 US 577). Early decisions also upheld a fairly broad reach for the use tax.
In Felt and Tarrant Manufacturing Co. v. Gallagher in 1939 (306 US 62), commis-

sion agents working out of a company office in the taxing state were held to
constitute a nexus sufficient to require collecting and remitting the tax.

The first case specifically addressing use tax on mail order sales was
decided in 1941, when the case of Nelson v. Sears, Roebuck (327 US 359) estab-

lished that sellers with retail outlets in a state were required to remit use

tax even on mail order sales delivered by common carrier rather than through the
retail outlet. 1In this case, as well as in each earlier case cited, the basis
of the decision was primarily the Interstate Commerce Clause of the Constitution
and the protection of a single national market. In none of these cases did the
Court find the limited connection between the firm and the taxing state to be
an impediment to the state's requirement that the firm collect and remit the
use tax.

In a group of decisions in 1944 (McLeod v. J.E. Dilworth Co., 322 US 327;
General Trading Co. v. State Tax Commission, 322 US 335; and International Har-

vester v. Department of Treasury, 322 US 340), the Court distinguished between

sales tax (on purchase) and use tax (on "enjoyment of that which 1is purchased”).
In the first two cases, the Court indicated that the standards for collecting

sales and use taxes from vendors were different, although in International Har-

vester the two taxes were treated alike. The first two cases espoused the view
that a sales tax could not be collected in most cases from out-of-state vendors,
but a use tax might be acceptable in some cases. This legal distinction was
observed in most subsequent cases; later decisions revolved around the linkage

issue for the use tax.2/
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The linkage issue--nexus—-is a legal one, not an economic matter. 1In
economics it 1is the transaction that is taxed. A mail order sale is considered
a transaction at delivery, which takes place in the consumer's state of resi-
dence, or the destination state. Thus, the economic argument 1is that there

should be a "level playing field,"” i.e., all transactions in the same state or
"market” should be treated alike in order to minimize the distortion of consumer
choice.

The process of collecting the sales or use tax through the vendor, however,
requires (under several Supreme Court pronouncements about due process) that the
taxing state have some link with the vendor firm, even though the collection
process is enforced in state and not federal courts. The definition of the
threshold degree of linkage, business presence, or nexus has played a central
role in decisions since 1944. States may pursue collection from firms selling

in their states only within the limits set by such nexus standards.

More Recent Decisions

Five subsequent cases are of particular importance for the determination of

a nexus standard. In 1954, in the case of Miller Brothers v. Maryland, sporadic

deliveries by company truck to another state were not considered an adequate

business presence. In 1960, in Scripto, Inc. v. Carson (362 US 207), the presence

of ten independent jobbers in the taxing state (no offices, property, or full-

time employees) met the requirement.
In National Bellas Hess v. Illinois Department of Revenue, the landmark

1967 decision (386 US 753), the Court found that a firm that was mailing cata-
logs and flyers and filling orders by mail, with no other link to the taxing
state, did not have adequate nexus to justify Illinois' demand that the firm
collect and remit Illinois use tax. Thig decision overruled the finding of the
Illinois Supreme Court. Twelve states at that time specifically identified mail
order sales from out-of-state as subject to collection of the use tax. The

National Bellas Hess decision, based primarily on interstate commerce concerns,

restricted the states' ability to collect that use tax through the vendor. Be-
cause of its importance the decision is reproduced in Appendix D.

One more recent case in which the Court held for a broader reach was in
its decision to vacate a district court injunction and remand for further ac-

tion in the matter of Griffin Inc. v. Tully in 1976 (429 US 68). In this case,

a furniture seller in Vermont was making sales and deliveries to New York cus-
_55_



tomers, but unlike Miller Brothers, the firm advertised through New York media.

Finally, in National Geographic Society v. California Board of Equaliza-~

tion in 1977 (430 US 551), the Court ruled that the existence of two small of-
fices which solicited advertising but provided no assistance in mail order op-
erations was an adequate basis for a use tax liability on mail order sales.

The cumulative effect of these cases was a lack of clear definition of the
criteria by which a state could determine whether an out—-of-state seller can be
required to collect and remit use tax, although it was established that national

catalog advertising alone (National Bellas Hess) or sporadic own—truck delivery

(Miller Brothers) by themselves did not meet this elusive set of criteria.gj

Thus, National Bellas Hess effectively excludes out-of-state mail order firms

from the obligation to collect and remit use taxes if their only link to the
taxing state is the mailing of national catalogs. This overturned the statutory

provisions of the 12 states that had, prior to National Bellas Hess, con-

sidered advertising (including catalogs) a sufficient nexus.4/

THE COURT'S PERCEPTION OF THE ISSUES IN NATIONAL BELLAS HESS

The majority opinion in National Bellas Hess relied on three intercounected

arguments to support the finding that the tax collection obligation would violate
the spirit and intent of the Interstate Commerce and Due Process Clauses of the

Constitution:

1) protection of the national market ("...if the power of Illinois to im-

. pose use tax on National were upheld, the resulting impediments upon
the free conduct of interstate business would be neither imaginary nor
remote. For 1f Illinols can impose such a burden, so can every other
state,...municipality,...school district.... The very purpose of the
Commerce Clause was to ensure a national economy free from such unjusti-
fiable local entanglements.”);5/

2) insistence on the need for some minimum linkage between the firm and the
state, as evidence of benefit provided by the taxing state to the tax
remitting firm (the majority opinion saw this linkage and benefit as
the justification for taxing under the Due Process Clause);é/ and

3) the high cost of complying with the tax in multiple jurisdictions (in-
voking the Interstate Commerce Clause).
All of these arguments have strong economic underpinnings (see Chapter 2).
Most of those who cite compliance costs as an important concern for multistate
sellers stress that they are a significant burden primarily for small sellers,
or in connection with multiple local sales taxes. Both the compliance problems
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of small firms and the complexity of dealing with multiple jurisdictions are in-
deed serious concerus. Those multistate sellers (such as Sears, Ward, and Pen-
ney) who currently meet the linkage requirement in most or all sales tax states
can attest to the latter problem. Every Congressional attempt to address the
taxation of interstate sales has tried to provide some mechanism to simplify
compliance. These legislative approaches to the compliance cost problem are
described later in this chapter.

The benefit issue is also addressed in the previous chapter as an economic
issue. In an economic framework, most of the relevant benefits accrue to the pur-
chaser, on whom most (sometimes all) of the direct burden of the tax falls aud
whose state of residence is attempting to collect the use tax. Difficulties
arise when the sales and use tax is linked to bemefits which firms derive from
states. Since the tax is on a destimation principle, the origin state does not
collect the tax on sales delivered out-of-state, even if the origin state pro-
vides benefits to the firm. Thus, application of the bemefit test to the firm
rather than the buyer has developed an unbreakable zone of nountaxability for a
large proportion of interstate mail order sales.

Does the out—-of-state mail order vendor receive any benefits from the des-
tination state to justify incurring the costs of collection? Observers disa-
gree. Industry representatives argue that any benefits of state services they
enjoy are from states in which they own establishments--i.e., the current nexus
test is indeed firmly aud correctly benefit-based. On the other hand, benefits
from the destination state were identified by Justice Fortas in his dissent in

National Bellas Hess as “exploitation of the consumer market” in that state.

Fortas observed that the firm could not carry out business in Illinois without
utilizing Illinois bauking and credit facilities and adds "Bellas Hess enjoys
the benefits of, and profits from the facilities murtured by the State of Illi-
nois as fully as if it were a retail store or maintained salesmen thereiu."7/

Fortas, Black, and Douglas disseunted in Natiomal Bellas Hess, citing the

Commerce Clause, arguing that "exploitation of the consumer market” in itself
constituted adequate mnexus, a broad definition which would cover virtually all
interstate sales. They also pointed to the adverse competitive consequemnces

for in-state competitors of the failure to collect taxes on mail order sales.

LEGISLATIVE HISTORY

The judicial history of state taxation of interstate mail order sales is
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paralleled by a series of unsuccessful Congressional efforts to provide defini-
tion and guidance on the nexus standards for the sales and use tax. Between
1962 and 1980, four sets of Congressional hearings were held. The legal uncer-
tainties implicit in the Supreme Court decisions led to periodic proposals for
federal legislation, some merely to clarify linkage and others to broaden it.

The possibility that Congress might try to define nexus standards for the
gsales and use tax in a fashion that would narrow the tax base was one of the
first coucerns addressed by the National Association of Tax Administrators when
it was organized in 1934. One of their most immediate objectives was federal
legislation authorizing the imposition of sales or use taxes on shipments into
a state.8/ However, although several bills were introduced in the 1930s, no
action was taken, and the earliest Supreme Court decisions appeared to resolve

any Constitutional reservations about the validity of a use tax.

PL 86-272

Legislation enacted in 1959 has played an important role in the legislative
history of interstate sales and use taxes even though it deals only with the
jurisdictional standards for state corporate income taxes. Several related
Supreme Court decisions about the jurisdictional reach of state corporate income
taxes in June 1959, led to hasty enactment that year of supposedly interim
legislation, PL 86-272, which established conditions under which a state could
impose a corporate income tax on a firm not incorporated in that state. These
conditions were more restrictive than those approved by the Court. Specifically,
a state could not levy a tax on the net income of such a business firm if its

only activity within a state was

1) the solicitation of orders for tangible personal property, to be ap-

proved and filled from outside the state, or

2) the solicitation of orders from a client or customer if the orders

were to be approved and filled from outside the state.9/

Congress also called in 1959 for a study of income taxes on business in
interstate commerce, which was later extended to include all matters pertaining
to taxation of interstate commerce by the states. As a result, the nexus stan-
dards for sales and use taxes became linked to the jurisdictional standards for
corporate income taxes for the next 25 years, although the issues are not only
separable but in fact conceptually different in important respects—--particularly
the legal 1liability for, and economic incidence of the two taxes.
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The Willis Committee

The Special Subcommittee of the House Judiciary Committee on State Taxation
of Interstate Commerce, kuown as the Willis Committee, reported in mid-1965.9/
In the hearings, the issues ideuntified were widespread noncompliaunce, over and
under-taxation, and the diversity and complexity of state and local rates, cov-
erage, and admiuistrative procedures. The recommendations were embodied in HR
11798, iutroduced in 1965, and in several successor bills which were modifica-
tious of HR 11798 and which were each in turn known as the Willis bill.

The priuncipal provisions of the original Willis bill were as follows:

1. Sales were to be taxable only by the state in which the buyer received
physical delivery. (This embodies the destination principle, except for
some border sales, and generally reflected current practice for most

sales.)

2. Use taxes were legal, but only if there was a provision for a credit
for prior taxes, so that the state of residence of the purchaser would
be authorized to collect only the difference between its tax and that
of the state of origin on previously taxed sales.

3. All taxes were to be collected by the seller. A state could require
an out-of-state firm to collect and remit use taxes only if the vendor
owned or leased realty in that state, had an employee whose services
were performed entirely in the state, or regularly used its own vehicles
or a private parcel service to make deliveries to private residences

in the state.

4, Prepaid mail order sales were specifically exempt. The jurisdictional
standards for sales and use taxes were the same as those established in
PL 86-272 for corporate income taxes, except for the addition of regular

household deliveries.

5. Gross receipts taxes were collectible only iu the state of origin.

6. The IRS was given a role in the audit of out-of-state sellers ou a
reimbursement basis. This provision was particularly controversial,
and was dropped in later versiomns.

The Willis bill was opposed by the Natiomnal Association of Tax Administra-
tors and the Council of State Governments, which contended that it would re-
strict states' rights and cost the states revemue. The bill was supported in
the hearings by the Natiomal Association of Manufacturers, the U.S. Chamber of
Commerce, and other business groups.10/

In respouse to criticisms, the role of the IRS in audit was dropped in the
1966 and 1967 versionus of the bill; even with this modification neither bill
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was enacted. The 1967 National Bellas Hess decision led to the introduction of

additional bills, but Congress took no further action and held no further hear-

ings during the remainder of the decade.

The Mathias Bill and the 1973 Hearings

In 1973, a bill introduced by Senator Mathias (MD) and several similar
bills were the subject of another set of hearings. The Mathias bill (S 1245)
applied to both corporate income and sales and use taxes, applying a uniform
jurisdictional standard to both. Because revisions of the Mathias bill were
reintroduced in every subsequent Congress and were the subject of three sets of
hearings, its provisions are worth considering in detail. The business location

standards set forth in that bill are as follows:

No state or political subdivision thereof shall have the
power—-—

1) to impose a net income tax or capital stock tax on a
corporation other than an excluded corporation un-
less the corporation has a business location in the
state or political subdivision during the taxable
year;

2) to impose a gross receipts tax with respect to a
sale of tangible personal property unless the seller
has a business location 1in the state or political
subdivision;

3) to require a person to collect and remit a sales tax
with respect to an interstate sale of tangible per-
sonal property unless the person—-

A) has a business location in the state or poli-
tical subdivision;

B) regularly makes household deliveries 1in the
state or political subdivision other than by
common carrier or United States Postal Ser-
vice; or

C) regularly engages 1in the state or political
subdivision in solicitation of orders for the
sale of tangible personal property by means
of salesmen, solicitors, or representatives
(unless such solicitation of orders 1is car-
ried on solely by direct mall or advertising
by means of printed periodicals, radio, or
television).

4) to require a seller without a business location in
the state to collect or pay a sales or use tax when
such seller has obtained in writing the buyer's reg-
istration number in accordance with Section 304.11/
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Section 304 provides that

A person with a business location in a state and purchasing
goods in interstate commerce wist obtain a registration
number from that state. Persous without a business location
in the state may rely upon such registration, as evidenced
by receiving the registration mnumber from the buyer, in
writing, as conclusive authority for not charging and col-

lecting a sales or use tax.12/

The terms in which business location are defined in the Mathias bill are
quite similar to those of the Willis bill., Like the Willis bill, mail order
and direct marketing interstate sales are specifically excluded. The primary
difference is a registration procedure whereby much of the respomnsibility for
collection of the tax on interstate business-to-business sales is shifted from
the seller to the buyer. This provision raised strong objections from state
revemue officials, who saw it as raising collectiou costs and reducing the rev-
enue raised. It is much more difficult and costly for revemue officers to track
down purchasers than to deal with a much smaller number of sellers.

At least one witness strongly suggested that compliance costs could be
best addressed with a quantitative rather than a qualitative rule, i.e., to
require collecting aud remitting tax on all sales with an in-state destination
with an exemption for sellers below some minimum dollar figure.lé/

To address the problem of border sales, the Mathias bill allowed for re-
ciprocal collection agreements amoug coutiguous states as an exception to the
business location test. The problem of local sales taxes was addressed in two
ways, Where there were nonuniform local sales taxes, the business location/
delivery tests applied at the local level. Uuniform and universal local taxes,
however, would be treated as a part of the state tax for purposes of interstate
sales.

The Mathias bill, which was introduced regularly in subsequent years, cod-
ified the Scripto, Natiomal Geographic, and Natiomal Bellas Hess decisions, ex-

cluding mail order aud direct marketing sales from taxatiom in the destination

state. The delivery issue raised in Miller Brothers was addressed in the regu-

lar household deliveries provisiomn.

This bill, 1like the Willis bill, enjoyed stroug support from much of the
business community, but was opposed by state tax administrators and others who
complained that it was unfair to in-state businessmen and would generate tax
revenue losses. The registration provision came under particularly heavy fire.
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Two other bills were also considered in these hearings. S 282 introduced
by Senators Cranston (CA) and Tunney (CA) dealt with sales and use taxes only.lﬁj
Jurisdictional standards were similar to those in the Mathias bill, including
the reciprocal agreements provision for contiguous states and the treatment of
local taxes, but the registration requirement was deleted. S 2092 introduced
by Senator Magnuson (WA) sought Congressional authorization for the already
existing Multistate Tax Compact.lé/ At that time, the Multistate Tax Commission
was primarily concerned about reaching some accord on state taxation of corporate
income, so the sales and use tax provisions of the Magnuson bill differed little
from the other bills under consideration, except that the controversial regis-

tration requirement of the Mathias bill was not included.

The Mondale Bill

Lengthy hearings in 1973, chaired by Senator Mondale (MN), saw much repeti-
tion of earlier testimony about complexity and compliance costs, competition
and tax revenue losses that received extensive attention in the Willis committee.
At the conclusion of the hearings, Senator Mondale drafted still another bill
(reproduced in Appendix E) which also dealt only with the interstate sales and
use tax issue and attempted to address the issues raised at the hearings.

The definition of linkage was broader in this bill. The complex set of
tests for business presence quoted above had, among other effects, excluded
interstate mail order and direct marketing sales from the obligation to collect
and remit the tax unless there was some in-state business presence. Those
rules were replaced in Mondale's bill by a de minimis provision, exempting only
sellers whose aggregate sales during a calendar year in a particular state were
$10,000 or less. This provision took care of the problems of small sellers
while allowing states to tax interstate direct marketing and mail order sales
without any "nexus” test.

While the Mondale bill included the registration procedure from the Mathias
bill, it deleted the list of exceptions provided in other bills for no business
location, mail/advertising solicitations, and other qualitative standards.

Detailed provisions on a uniform combined state and local tax rate in
the Mondale bill incorporated the basis elements of the Traigle plan. This
plan, developed by the Louisiana Commissioner of Revenue, addressed the prob-
lem of nonuniform and/or nonuniversal local taxes within a state by defining
and registering a single uniform combined rate for each state to apply to
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interstate sales. It 1is described in some detail in the 1973 Hearings.lé/

None of the 1973 bills were enacted. At least some interests suggested
that legislation was not needed, particularly since some problems of duplicate
taxation which had been raised earlier had been resolved.l7/ While the Mondale
bill resolved many of the objections to the Mathias bill raised by state revenue

officers, it was less acceptable to many business interests.

The 1977-78 and 1980 Hearings

Hearings were held again in 1977-78 and 1980. 1In 1977-78, a slightly modi-
fied version of the Mathias bill (S 2173) was the main subject of the hearings.
Since mail order sales were still specifically excluded, and the registration
provision was still included, state revenue officers were no more enthusiastic
about the modified bill than they had been about any of its precursors. They
were particularly critical of the registration proposal, which shifted the re-
sponsibility for payment for sales to business from out-of-state seller to in-
state buyer. Tax administrators argued that enactment of such a provision would
lead to a large increase in the number of registered buyers, especially in ser-
vice industries, who might not find it necessary to register as seller under
existing statutes. This large number of registered buyers would place a strain
on state audit resources and increase total compliance and administrative costs.

Other points of dispute raised in the hearings included the narrow defini-
tion of business presence and the protection of interstate businesses, many of
which are large, at the expense of local in-state firms, many of which are small
and yet also incur compliance costs. The bill's definition of business presence
was supported by the Committee on State Taxation (COST) of the Council of State
Chambers of Commerce.

Hearings were held again in 1980 on the next version of the Mathias bill,
S 983, which incorporated two provisions responding to the 1970s debate over
the relative handicaps of large versus small businesses in interstate commerce.
This bill contained a $20,000 de minimis rule and allowed the use of the regis-
tration provision as an exemption from liability to collect and remit taxes on
interstate sales only for firms with sales of less than $100,000 per year.

Eugene Corrigan, executive director of the Multistate Tax Commission, ar-
gued that, in this bill, small businesses were being used as an excuse to create
benefits for large firms.18/ Other state representatives suggested that relief
for small business should be provided in a context of expanded jurisdiction--the
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reasoning behind the Mondale bill introduced in 1973 but never given serious
consideration. (Much of the testimony at that héaring is summarized in Chapter
4 which identifies the positions of the various constituencies.)

The registration provision, even in modified form, still drew criticism.
Opponents of the registration option estimated that current compliance on pay-
ment of use tax on business purchases might be as.low as 10%, a problem which
could only be exacerbated by the registration provision. Proponents pointed
out that business purchases, unlike those of consumers, are taxable or not,
depending 1n many cases on the use to which the purchased item is put—--infor-

mation which only the buyer can really determine.

SUMMARY

While issues involving the use tax on interstate sales have been before the
courts since the 1930s, the critical decision for mail order sales was National
Bellas Hess. That decision, resting like most of the earlier decisions primar-
ily on the Interstate Commerce Clause, restricted the ability of states to re-
quire firms to collect and remit taxes on mail order sales 1if the out—-of-state
seller did not meet a "nexus” test, variously defined in a series of court

decisions, including Miller Brothers and Scripto.

During the period that the Court was narrowing the reach of the customary
collection method of the use tax, Congress began grappling with the consequences
of some 1959 decisions on the jurisdictional reach of the state corporate in-
come tax, beginning with the enactment of PL 86-272 in 1959 which established
the minimum jurisdictional standards for state corporate income tax. A series
of hearings, from the Willis Committee (1962-65) through the 1970s considered
both sales and use tax and corporate income tax under the broad umbrella of
taxation of interstate commerce. The inability of tax administrators and
business interests to come to an agreement, and the unfortunate linkage of the
two issues~—sales and use tax and income taxation of multijurisdictional cor-
porations——~has resulted in 25 years of Congressional inaction. During the same

time the Supreme Court has further narrowed the reach of the sales and use tax.

NOTES

1/ Cordi, Stephen M., "Sales and Use Taxation of Interstate Transactioms,”
Revenue Administration--1978, National Association of Tax Administrators,
p' 2070

—64~



12/
13/
14/
15/
16/
17/

18/

Note, "State Use Taxes After National Geographic Society v. California
Board of Equalization,” Virginia Law Review, Vol. 64, 1978, p. 144-67, pro-
vides an excellent summary and interpretation of the relevant cases.

Ibid., p. 157.

State Taxation of Interstate Commerce, Report of the Special Subcommittee
on State Taxation of Interstate Commerce of the Committee on the Judiciary,
House of Representatives, 89th Cong., lst Sess., June 30, 1965 (hereinafter

referred to as Willis Report) p. 631.

National Bellas Hess v. Illinois Department of Revenue, 386 U.S. 759.

Ibid., pp. 754-60.
Ibid., p. 762.

Willis Report, pp. 213-l4.

Ibid.

Congressional Quarterly Almanac, 1965, p. 843.

S. 1245, Sec. 101, as reprinted in State Taxation of Interstate Commerce,
Hearings before the Subcommittee on State Taxation of Interestate Coumerce
of the Committee on Finance, U.S. Senate, 93rd Cong., lst Sess., September
1973 (hereafter referred to as 1973 Hearings), p. 6.

Ibid., p. 19.

“Statement of Jerome R. Hellerstein, ibid., pp. 150-53.
Ibid., pp. 5a-31.

Ibid., pp. 36-65.

Ibid., pp. 142-50.

Ibido > ppo 120_220

State Taxation of Interstate Commerce, Hearings before the Subcommittee on
Taxation and Debt Management Generally of the Committee on Finance, U.S.
Senate, 96th Cong., 2nd Sess., Jume 1980, p. 373.

-65-






Chapter 4

INTERESTED PARTIES AND THEIR VIEWS

State tax administrators and mail order business interests are the two
principal vocal parties to the prolonged struggle over whether and how to re-
define the nexus standards for collection of the state and local sales and use
tax. These are not the only interested parties. Consumers and competing in-
state businesses tend to be underrepresented in testimony and the press. Both
multistate businesses and some groups of consumers may be numbered among those
with an interest in promoting unfettered trade within a U.S. "common market."”

As is true of most issues, those most intensely affected by any proposal
for change make their voices heard, while others who may be more numerous but
who are each individually less affected are less likely to add their view to
the discussion. In addition, while the state tax administrators and the mail
order businesses each speak with a single voice on their respective sides of
the issue, nonmail order businesses and consumers are more fragmented. 1In
particular, groups of consumers who are heavy users of mail order, such as the
elderly, may have strong opposition to expanding the tax collection obligation.
On the other hand, as a general consumer issue, broadening the base by including
interstate mail order sales may represent a tradeoff for a less desirable alter-
native, such as a higher rate, or fewer exemptions for such items as food, util-
ities, and prescription drugs, or the more remote but nevertheless viable alter-
natives of increases in other kinds of taxes or reduced state and local services.

Most of the positions identified here are based on testimony given in the
1980 Congressional hearings which covered both corporate income and sales and
use taxes in two proposed bills, S 983 and S 1688, both introduced by Senator
S 1688 dealt only with corporate income taxes; S 983, which addressed

Mathias.
both corporate income and sales and use tax, wvas discussed in the preceding

section and is reproduced in Appendix E. That bill had undergone some modifica-
tions since the original version was introduced in 1973, but still did not re-
verse the exclusion of out-of-state mail order sellers from the tax collection

obligation, a situation created by the National Bellas Hess decision. This bill,

the last on which any hearings have been held, provides a useful focal point for
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identifying major coustituencies and their positions. Where possible, recent
changes or updates in those positious since the 1980 hearings have been included
in our discussion.

The state camp includes the National Association of Tax Administrators
(NATA), the Multistate Tax Commission (MTC), the National Couference of State
Legislatures (NCSL), and individual state revenue officers, particularly in New
York, California, and Washington. Business interests are represeuted by the
Committee on State Taxation (COST) of the Council of State Chambers of Commerce
and the U.S., Chamber of Commerce, the Direct Mail Marketing Association (DMMA),
the National Retail Merchants' Association, the National Assoclatiou of Whole-
salers Distributors, the National Association of Manufacturers, aud other as-
soclations, as well as by representatives of iundividual firms who have spoken
or written about the issue.

The position of revenue officers and organizations representing states is
that, uuder current Court—imposed restrictious, tax revemue losses are too high
and the competitive position of iun-state firms is iu jeopardy. Business posi-

tious stress compliance costs and the argument (made in the Natiomal Bellas

Hess decision) that the destinatiou state is justified in asking the out-of-
state firm to collect the tax only when the firm is receiving some benefits
from the destination state. Adequate nexus, or in-state business locatiou, is
presumptive evidence of such bemnefits; thus, by inference, lack of such liukage
to the state is a basis for exemption from collecting and remitting the tax.

Other specific 1ssues raised by omne or both sides include exteunding the
collection requirement to border sales in contiguous states; the nexus require-
ments for local taxes; the use of a uniform state aud local rate; the degree of
progress toward uniformity among state sales and use taxes; and the desirabili-

ty and appropriate threshold level of a de minimis rule.

BUSINESS POSITIONS

S 983, the most receut version of the Mathias bill dealing specifically with
sales and use taxes, was described in the 1980 hearings as a business~sponsored
bill.l/ Certainly the strong support of the business community for S 983 in the
hearings would lend credence to that view. That bill codified the Supreme Court
decisions relatiug to nexus for sales and use taxes and provided a certification
procedure designed to simplify compliance problems for small firms. The certi-
fication provision of S 983 exempted firms with less than $20,000 in sales in a
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state from the obligation to collect that state's sales and use taxes. Fur-
thermore, firms with less than $100,000 in sales in a state could collect and
remit a combined state and local sales or use tax at a rate certified by the

purchaser instead of determining the applicable state and local rate.

Council of State Chambers of Commerce and
U.S. Chamber of Commerce

COST (Committee on State Taxation, Council of State Chambers of Commerce),
supported the uniform standards for establishing nexus and the uniformity in
defining terms for sales and use taxes. Charles Wheeler, representing the U.S.
Chamber, argued that the Mathias bill provided much needed relief for small

business and would overcome the difficulties created by vague and varied state
rules.2/
National Association of Manufacturers

The National Association of Manufacturers, represented by Thomas McHugh,

described the present system as unworkable and supported the bill in general

and the certification procedure in particular.3/

National Association of Wholesalers/Distributors

S 983 was also supported by the National Association of Wholesalers/Distri-

butors, represented by William McCamant.4/ He cited data from the 1972 Census of

Wholesale Trade to support his contention that the typical wholesale firm was

small in both sales volume and employment and therefore needed some relief in
the difficult compliance task, relief that would be supplied by this bill.

Two specific cases of disproportionate compliance costs were cited, one in-
volving a large number of small sales of seeds by Park Seed Company of Greenwood,
SC, and the other concerning compliance with local sales taxes by Alden's, a mail
order firm. McCamant indicated that current compliance may be as low as 10%,
which he attributed to uncertainty and complexity. He also argued that the bill

properly used a clear business location test for requiring a firm to collect and

remit the sales and use tax.

Direct Mail Marketing Association

The Direct Mail Marketing Association, which represents a large.number of
mail order firms, generally supported the nexus standards of S 983, which spe-
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cifically excluded mail order and direct marketing firms without an in-state
business presence (strictly defined in physical terms in the bill). In arguing
for the exclusion of the majority of mail order firms, DMMA stressed the high
compliance costs for multiple jurisdictions with different filing requirements
and coverage, as well as the need to demonstrate benefits to the firm as the
basis for requiring them to collect taxes. The association argued that

...the cost and accuracy burden upon the interstate direct

majl marketer 1is wholly disproportionate to (that of) the

local retailer as are the benefits, if any, or lack of same

received.... Neither our customers nor our firms impose any

burden or costs on foreign states in which we sell by mail.

We also receive no benefit from the services of the foreign
state.5/

Other Business Views

Other businesses testifying in support of the sales and use tax provisions
of the bill included the National Retail Merchants Association, representing
33,000 retail firms; two textile associations; and several individual firms with
a substantial proportion of their sales in interstate commerce.

Much of the attention in business testimony at this particular set of hear-
ings was focused on the issue of unitary taxation of corporate income. While
the sales and use tax issue was the focus of the Willis hearings in the 1960s,
in more recent years--particularly at the 1980 hearings--this 1issue has played
second fiddle to the corporate income tax issue. Nevertheless, the positions
taken on the sales and use tax provisions and the interests represented did not
differ substantially from those of the 1977 and 1973 hearings, although some
modifications had been made to the bill in an attempt to meet objections raised
by both business firms and tax administrators. Specifically, the controversial
registration provision (described in Chapter 3) which had been includied in
earlier versions of the Mathias bill had been deleted. The registration provi-
sion was replaced in the 1980 version of the Mathias bill with the certification
procedures described above, including a $20,000 de minimis rule.6/ However, the

essence of the bill's nexus standards remained unchanged.

STATE OFFICIALS' VIEWS

Two organizations represented the views of state tax administrators and
other state and local officials at the hearings. One was the National Associa-~
tion of Tax Administrators (NATA); the other was the Multistate Tax Commission.
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The former represents all 50 states and Washington, DC, while the latter was

speaking for 19 member states and 12 associate member states.

National Association of Tax Administrators

NATA's president, Arthur Roemer, testified in opposition to the sales and

use tax provisions of the Mathias bill on the grounds that:

1) it would limit state authority and reduce state revenues;
2) 1t would fail to correct existing federal limitations on state sales
and use taxes which had adverse competitive and revenue effects; and
3) it would fail to take account of substantial progress which had been
made toward uniformity in state sales and use taxes.Z/
The prepared NATA testimony reviewed in detail the areas in which states
had made progress toward uniformity in sales and use taxes since they had come
under heavy criticism in the 1965 Willis Report. These areas of progress

included more widespread provision for credit for sales and use tax paid in

other states, more frequent state collection of local sales tax, and greater

uniformity in state exemption and resale certificates.
Citing revenue needs and competitive fairness, the NATA statement argued

that

S 983...would limit state taxation without recognition of
the uniformity in tax law achieved by the states, the ju-
dicial protection provided multistate and multinational
taxpayers under existing federal and state law, and with-
out consideration of the need to expand state taxing jur-
isdiction in certain sales and income tax areas in order
to protect local business against discrimination and state
and local governments agalnst the loss of much needed rev-

enue.8/
Roemer also argued that any legislation should directly address (and, in

fact, overturn) National Bellas Hess, because of the unfair competitive advan-

tage which that ruling created for out-of-state mail order firms.
NATA had adopted a "Policy Statement on the Taxation of Interstate Business”

at its 1979 annual meeting, prior to these hearings, which addressed both cor-

porate income and sales and use taxes. The position on sales and use taxes read
in part
If Congress desires to address this area, it should be di-

rected to:
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1) codification of existing jurisdictional standards
reflected 1in court decisions such as General
Trading and Scripto; and

2) providing power to the states to tax out-of-state
vendors which otherwise escape state and local
sales and use taxes, thus protecting small local
businesses from tax free competition. If it is
found necessary to provide for geographic ac-
counting, then it should be on the basis of one
rate per state, applicable to out-of-state ven-
dors not included in the jurisdiction of (1),
above.9/

At that time, NATA did not wish to separate sales and use tax from state
corporate income tax issues. Point (2) is an endorsement for the Traigle plan
in some form as a way of addressing business concerns about the compliance

costs of dealing with multiple jurisdictions.

Multistate Tax Commission

The Multistate Tax Commission (MTC), which had been formed with one of its
ma jor specific goals of preventing the enactment of restrictive legislation,
also testified in opposition to S 983. The MTC argued that states had made
considerable progress in promoting uniformity in providing credits and refunds
for prior payment of both income and sales and use tax on interstate sales, thus
defusing an issue which received so much attention during the Willis subcommittee
hearings in the early 1960s. The MTC was particularly critical of the nexus
standards of the proposed bill:

All of these jurisdictional restrictions would undermine
the ability of the states and their political subdivisions
to enforce their sales and use tax laws.l10/

While the MTC criticized proposed certification thresholds of $20,000 and
$100,000 in sales as too high, the MTC indicated that it did not object in
principle to a de minimis concept if such a concept were developed in conjunc-
tion with reasonable nexus standards.ll/

In 1984 the MTC, in the light of recent developments in unitary corporate
income taxation, modified its position to take an even stronger stand on taxa-
tion of interstate sales. The MTC withdrew its proposed sales and use tax nexus
standards, which excluded orders solicited solely by advertising or direct mail,
in order to create a more favorable environment for possible state and U.S.
Supreme Court decisions.lg/ The withdrawal also paved the way for states to
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pursue a standard based on a lower de minimis threshold. Instead, the MTC called
on Congress to enact legislation which would authorize states to require a sel-
ler to collect and remit wuse tax if 1t met any of the following tests:
1) has a place of business within a state;
2) makes regular deliveries into the state; and
3) solicits business from customers within the state in any manner whatso-
ever, including advertising via mail, radio, television, computers, and
other electronic means.l13/
A novel part of the proposal called on Congress to authorize states to im—
pose the sales tax on any sales (taxable under its sales and use tax statute)
shipped from within its borders to states not imposing such a collection liabil-

ity on the vendor.l4/ This proposal is essentially a "backup,” which incorpor-
ates a mixed origin-destination principle. Destination 1is still the primary
principle, but origin taxation as a backup would ensure that taxes could be
collected on all sales, either in the destination or origin state.

While the intent of the new proposal was to ensure that the tax would be
collected somewhere, thus safeguarding both revenues and competitive fairness,
it also addressed the benefit issue raised by a number or business groups (for
example, the testimony quoted in this section from the Direct Mail Marketing
Assoclation). These business representatives argue that the out-of-state
vendor with no in-state business location has no tax collection liability to
the destination state since the vendor receives no benefit from that state.
Under the MTC proposal, tax would be paid either to the state of the purchaser
(who presumably does benefit and also bears a substantial share of the burden

of the tax) or to the state of the seller, who presumably derives benefits from

that state if not from the state of destination.lé/
INDIVIDUAL STATES' VIEWS

Three individual state tax agencles testified in oppostion to the sales
and use tax nexus provisions. The New York State Department of Taxation was
particularly concerned about the competitive issue and about the treatment of
local sales and use taxes. Their position echoed that of the MTC as well as
other states who testified in this and earlier hearings:

The problems of tax-free competition across state borders,
safeguarding local revenues, and relief to the small busi-
ness from such unfair competition and the burden of multi-

ple reporting requirements, might be resolved 1if cousid-
ered in the context of expanded sales and use tax juris-
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diction, rather than as a limitation on such jurisdiction
as in this bill.16/

Specifically, the New York State Department of Taxation called for Con-

gressional action to overrule National Bellas Hess and also recommended that

border state vendors who regularly solicit sales by radio, television, or
printed advertising in a state be required to collect sales or use tax. 1In
exchange, the department expressed its willingness to limit the expansion of
Jurisdiction to mail order and delivery to contiguous states only, and at a
threshold higher than $20,000 in sales.l7/

The California State Board of Equalization testified in opposition to S
983 as well. The prepared statement of the board's executive secretary, Douglas
Bell, stressed that the jurisdictional issue 18 one of collection method, not
tax liability. Tax liability was clear for all sales with a destination in the
taxing state. The issue, then, is whether states could require the vendor to
play a role in the collection task or whether for some kinds of sales the state
would be faced with the much more difficult and costly task of collecting from
the purchaser. Bell saw no need for federal legislation, since he argued that

most of the problems identified in the Willis Report had been resolved, and the

compliance issue was, in any case, generally overstated. He reiterated that

the California State Board of Equalization

..+8trongly opposes any federal legislation affecting
sales and use tax, with the possible exception of extend-
ing the use tax collection jurisdiction to include mail
order business.18/

Repregsentatives of the State of New Mexico expressed opposition to the
bill on somewhat different grounds. Because New Mexico has a broad-based gross
receipts tax which includes services more than most states, some of the provi-
sions of the 1980 Mathias bill would restrict that state's ability to collect

taxes even more than in states with more traditional sales and use taxes.lgj
National Conference of State Legislatures

The National Conference of State Legislatures did not testify at the
hearings, but did adopt a position on taxation of interstate sales in 1984.
The policy statement supports federal legislation authorizing states to require
the collection of use taxes by out-of-state mail order firms.gg/
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ACIR Survey

Another source of information about the attitudes of states and state rev-
enue officers comes from the ACIR survey on the sales and use tax conducted in
September 1984. That survey and the replies are reproduced in Appendix B, but
several concerns are worth underscoring. The State of Washington mentioned its
concern about revenue losses from both border sales and interstate sales to
business firms, particularly service firms, on which use tax was difficult to
detect and assess. Thirty—-two of the 37 respondents regarded revenue losses from
mail order sales as significant. Most saw federal legislation as the best path
to resolution.

While their concerns focus on different aspects of the issue, the states,
like the business community, speak with a relatively uniform voice, calling for
either broader nexus standards in general or else a tradeoff between broader
standards and such mitigating provisions as a threshold exemption, an optional
combined state~local rate for states with local sales taxes, collection of
state taxes only, and other possible modifications to minimize compliance costs.
The concerns expressed by state revenue officers include not only erosion of
the sales and use tax base but also competitive effects and equity between in-
state and out-of-state purchasers. While discounting business claims of high
compliance costs, state tax administrators pointed In turn to the cost and
inconvenience of attempting to extract the use tax (for which the 1liability is
clearly established) from many individual purchasers rather than a smaller

number of vendors.

NOTES

l/ This view was expressed by William D. Dexter, general counsel of the Multi-
state Tax Commission, in State Taxation of Interstate Commerce and World-
wide Corporate Income, Hearings before the Subcommittee on Taxation and
Debt Management Generally, Committee on Finance, U.S. Senate, 96th Cong.,
2nd Sess., June 1980, p. 403 (hereafter referred to as 1980 Hearings).

2/ 1980 Hearings, p. 255 and p. 299ff.
3/ 1bid., p. 257.

4/ 1Ibid., pp. 259-72.

5 Ibid., p. 294.

6/ Senator Mathias, the author of S 983, summarized the changes to the bill
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Chapter 5

PATHS TO RESOLUTION

The issues surrounding Court-imposed limits on the state and local sales
and use tax collection liability for interstate sales have been on the Congress-
ional agenda for 25 years. Since the issue was first raised in 1959, four ma-
jor Supreme Court decisions have redefined those limits in a fashion not always
clear to either taxpayers or tax collectors, while four sets of hearings have
produced no legislation. During that period, the fate of the sales and use tax
was tied to the fate of the state corporate income tax by both sides—-business
and state tax administrators. Now the time appears ripe for some action because:

1) the related issue of state taxation of worldwide corporate income on a
unitary basis shows signs of approaching resolution;

2) state and local governments are finding that their federal aid dollars
are shrinking while the prospects for further devolution of responsi-
bilities are mounting;

3) in meeting those expanded financial responsibilities, state and local
governments have increased their reliance on the sales and use tax; and

4) we are seeing rapid growth of interstate sales not subject to sales or
use tax, by electronic and other novel means not anticipated in 1959
(PL 86-272) or even 1967 (National Bellas Hess).

Thus, this is an opportune time to reexamine the nexus standards for the
sales and use tax, the mainstay of most state governments and an important
revenue source for many local governments as well. The need to maintain the
integrity of the base and to provide equitable treatment of both in-state and
out-of-state sellers, as well as the importance of the tax as a revenue source,

all suggest that the nexus standards of National Bellas Hess should be carefully

reviewed. In this chapter, we will consider the various avenues of resolution

that are available and evaluate each method.

Option 1
A COOPERATIVE SOLUTION
Cooperation was the primary means of collecting sales or use (usually use)
taxes from nonresident firms prior to National Bellas Hess, although with a few
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exceptions, it took the form of reciprocal arrangements among states. Court
judgments of one state must be enforced in another if they do not violate due
process. Administrative judgments, which are wore common in tax matters, are
usually enforced only if there are reciprocal agreements to do so and if the
state supreme court has ruled that it is counstitutional to assert jurisdiction.
While state cooperation takes many forms and works through many groups, formal
and informal, we want to examine two particular approaches to cooperation in
the sales and use tax area. One involves the Multistate Tax Compact, or by
extension, any multistate formal cooperative agreement. The other method is
reciprocal collection statutes providing for enforcement of other states' tax

judgments for states that reciprocate.

The Multistate Tax Compact and the Multistate Tax Commission

Fear of restrictive federal legislation in the 60s led to a cooperative
effort in the area of state taxation--the Multistate Tax Compact and the Multi-
state Tax Commission (MTC), which came into being immediately following the
Willis Report. By 1980 the MTC had 19 member states and 12 associate members.

The 1965 Willis Report, cited in Chapter 3, was highly critical of the

lack of uniformity and cooperation among states in both income and sales/use

taxes, which the report blamed for confusion, uncertainty, and over and under-
taxation. The MTC set out to remedy as many of these flaws as possible in order
to forestall federal legislation which member states expected would place even
narrower limits on their ability to collect taxes from nonresident firms doing
business in their states and cost them tax revenue-—particularly in corporate
iacome taxation.

Another concern that led to the formation of the MTC was a proposed feder-
al model sales and use tax law in the 1965 version of the Willis bill, to which
the states strongly objected. Voluntary cooperation was suddenly more attractive
when seen as an alternative to imposed cooperation.

In 1973, one of the bills (S 2092) considered at the hearings authorized the
Multistate Tax Compact and empowered it to serve as an administrative vehicle for
any future federal legislation in this area.l/ A number of witnesses represent-

ing state government offered support for this bill, but it was not adopted.2/

Reciprocal Agreements

One cooperative approach which has been incorporated in several proposed
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bills g/ is reciprocal agreements among contiguous states. Under such authorized
formal reciprocal agreements, states would be allowed to collect use tax on
sales, especially border and mail order sales, that were made to buyers in
another state and remit the tax to the destination state. The limitation of re-
ciprocal agreements to contiguous states brought forth some strong criticism,
particularly from Alaska, which has local sales taxes and does not wish to in-
flict restrictions on any future state level sales and use tax if one should
later be adopted.4/ Although the 1980 version of the Mathias bill deleted the
limitation of reciprocal agreements to contiguous states, it also considerably
reduced the effectiveness of such reciprocal agreements by limiting its applica-
tion to firms with a specifically defined business location in the destination
state and also by adding a $20,000 de minimis provision.

Reciprocal agreements are not new. Currently 41 states and Washington, DC,
have reciprocal tax collection statutes which require their courts to recognize
and enforce the liability for taxes imposed in other states. Several other states
have less formal arrangements or court decisions which permit reciprocity.é/
However, the ability to collect based on a tax administrator's assessment rather
than a court judgment in the destination state is less clear. In addition to a
reciprocity statute, it would require that the state courts rule that it is con-
stitutional to assert the jurisdiction to tax, and it is likely that the ruling

would not be the same in all states.

Limitations of Cooperative Approaches

While bilateral cooperative agreements have some potential usefulness in
addressing border sales and in reducing auditing costs, they do little to ad-
dress the problem of mall order sales by firms not meeting the current nexus
standard. 1In general, the cooperative approach can be fruitful in many ways but,
because it cannot modify nexus standards directly, cooperation cannot resolve
the problem of taxation of interstate mail order sales. The MTC has proved to be
a useful vehicle for promoting uniformity, and reciprocal agreements have some
limited usefulness in border sales, collection, and audit. However, neither ap-

proach can by itself return states to the nexus standards before National Bellas

Hess; that can only be overturned by federal judicial or legislative action.

Survey Results on Cooperative approaches

The ACIR 1984 survey results generally supported the view that cooperative
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agreements have very limited value in addressing the problems created by National

Bellas Hess. The question was asked:

Do you believe that interstate cooperative agreements
would be effective in substantially reducing the amount of
revenue loss due to mail order sales into the state?

The replies were: .
Yes 14 (two qualified) No 15 (four qualified)
Maybe 7

Comments included:

Cooperative agreements could not resolve the nexus or jur-
isdictional issue (four responses); .

They would work only with all states participating, which
the MTC has been unable to attain in 19 years (two re-
spoundents);

Concerns by several respoundents about administrative costs
and difficulties.

Even those who reacted positively to the idea often ex-
pressed a need for federal legislation as well.5/

Option 2
A JUDICIAL SOLUTION
The second possible path to a resolution of the problem of untaxed mail
order sales 1s a court challenge to the existing nexus standards. It is possible
to combine a judicial solution with interstate cooperation to devise an approach
to the issue which bypasses Congress entirely. In order to evaluate the feasi-
bility of a challenge the existing standard, the standards for adequate linkage

or minimal connection in National Bellas Hess must be reexamined carefully.

Changing Sales Methods and Nexus

James Nelligan, Pennsylvania deputy secretary for taxation, suggests one

basis on which tax administrators might challenge National Bellas Hess. One of

the ways to meet the minimum linkage requirement establishing liability to col-
lect the tax was advertising merchandise for sale in newspapers, on billboards,
or by radio or television in the destination state of Illinois (a criterion
which the National Bellas Hess Company did not meet since its advertising in
Illinois was by catalog and mailed flyers only.) One of the major changes
since 1967 is the much wider use of electronic advertising media, which respect
no state borders. Nelligan observes that the Court might be asked to reconsider
the criteria in the light of changed circumstances:
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It is highly doubtful that any agent, any salesman, any
canvasser, or any other type of representative, working
out of any office, any distribution house, any warehouse
or any other place of business within a state can be as
persuasive and effective as the great electronic super-
salesman--the television. With its color, 1its graphics,
its gimmicks, its tunes, its nostalgia, and yes, even its
sex, it invades the privacy of millions of homes every
hour of every day of every week of every year with a sales
pitch that reaches male and female, young and old, rich
and poor, thin and fat, without discrimination. If this
does not constitute that definite link or minimum connec-
tion 1in the Supreme Court's criteria, then I will probably
never understand what does.6/

Similarly, the Court has not yet been asked to rule the nexus implications
of such novel forms of "business presence” as computer terminals in factory
cafeterias or linkage to home computers. Such changes in sales methods, espe-
cially mail order sales, could conceivably provide a basis for challenging

current nexus standards based on National Bellas Hess.

Several states are currently considering state legislation fimposing re-
strictions on the right of nonresident firms to sue for collection of payment
from customers in their state courts when the firm is not registered with the
state's tax commission. If any of these bills are enacted, they would also
provide a court test in a somewhat different context from the challenge to
nexus standards just described.

If the nexus standard of National Bellas Hess were reversed or modified by

a court decision, implementation of the collection requirement could be feasible
through a combination of state court actions and interstate cooperation, either
formally or informally, bilaterally or through multistate arrangements.

The primary advantage of a judicial approach is that it does not involve
Congressional action on a state tax issue. This avoids "re-linking" the use
tax to corporate income tax or other issues on which business would like to

seek a quid pro quo in the political process. It also has considerable appeal

from a federalism standpoint; Congress would not be placed in a position of
deciding such issues as a de minimis threshhold, a collection cost allowance, a
uniform state-local rate, or other issues which require changes 1in existing

diverse state and local sales and use tax statutes.

Survey Results on a Judicial Solution

Some of the drawbacks to a judicial solution emerged in the ACIR survey in
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the fall, 1984. In response to the question

Does your state have any plans to take legal action to
overturn National Bellas Hess?

Only one state responded with an unqualified yes. One oth-
er state sald that it would consider such action 1f the
right case came along, and several others volunteered to
file an amicus curiae brief or support a sister state in
such action. 1In reply to the final question, asking which
of the three approaches (federal legislation, judicial so-
lution, or cooperative solution), only two states listed a
judicial solution as their first choice. One respondent
suggested that both judicial and legislative solutions
should be pursued, but ventured a legal opinion that it
was unlikely that National Bellas Hess could be overturned
through 1litigation. Another suggested that 1litigation
might publicize the importance of the issue, but was not
optimistic about resolving the matter in that fashion.

In general, the survey results seemed to suggest that litigation would be
a slow and costly process in which many possible criteria for nexus would have
to be tested, perhaps one at a time, in order to establish a clear definition

of the standard.
The Court is Reluctant

In the 1980 hearings, one business representative argued that the state
corporate income and sales/use tax issues were unlikely to be resolved in court,
pointing out that the U.S. Supreme Court had refused to hear some important cas-
es, and even when it did hear those cases little was done to bring order out of
chaos.9/ The Court itself has suggested in both Moorman Manufacturing Company
v. Bair in 1977 and again in Mobil 01l v. Vermont in 1980 dealing with corporate
income taxes, that the task of establishing jurisdictional standards belongs

more appropriately to Congress.
In the Moorman case, the Court framed its reluctance to deal with such mat-

ters in Commerce Clause terms:

It 18 clear that the legislative power granted Congress by
the Commerce Clause of the Constitution would amply justi-
fy the enactment of legislation requiring all states to
adhere to uniform rules for the division of income. It is
to that body, and not this Court, that the Constitution
has committed such policy decisions.l0/

The same point was made in National Bellas Hess, this time specifically in

the sales and use tax area, in the majority opinion:
-82-~



Under the Constitution, this is a domain where Congress
alone has the power of regulation and control.ll/

Thus, while a judicial solution is possible, such an approach has some
inherent weaknesses from the practical standpoint. First, the Supreme Court is
reluctant to address this issue further. The Court has extended a clear invita-
tion for Congress to carry out its Constitutional responsibilities in interstate
coumerce in several cases. Second, the states are concerned about the cost of
litigation as well as the problem that litigation is more likely to "nibble at
the edges” with gradual but specific expansions of jurisdictions rather than
fully overturning National Bellas Hess.

One of the advantages of a Jjudicial approach 1s also a drawback from a
different perspective. A judiclal approach is inherently silent on such issues
as collection cost allowances, de minimis rules, and uniform state-local rates.
These issues would not arise in a court case and are unlikely to be successfully
addressed by simultaneous modification of statutes in 46 states and Washington,
DC. 1f mail order businesses are concerned about protecting the interests of
small firms and minimizing net compliance costs, those interests uight be

better served by a legislative approach.

Option 3
FEDERAL LEGISLATION

A legislative solution to the problem of the limited jurisdictional reach
of the state sales and use tax has been on the Congressional agenda for 25
years with no result. Two roadblocks, closely related, have stood in the way
of progress. First, it has been virtually impossible to devise a bill on which
tax administrators and business Iinterests could agree. Second, and representing
one of the major areas of business/tax administrator dispute, in almost every
proposed bill the nexus standards for sales and use tax were linked to the
equally intractable issue of state corporate income taxes on multijurisdictional

corporations.

Separating Sales and Use from Corporate Income Tax

State tax administrators generally preferred to have no legislation rather
than break the link between the two issues, because they hoped to get broader
nexus standards for the sales and use tax as a tradeoff for expected new limita-
tions on state use of the unitary method of apportionment for the corporate in-
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come tax. Within the sales and usetax area, there was potential for compromise,
with a much broader definition of nexus offset by a de minimis rule; but as long
as the two issues were linked, legislative relief was impossible.

When Senator Mondale introduced his bill, S 2811, in 1973, he argued per-

suasively in favor of separating the two issues, stating

...with the introduction of this bill, T propose to sepa-
rate the legislative consideration of these wholly unre-
lated issues. My intention is to direct complete and un-
divided attention toward solution of the most compelling
aspect of state and local taxation of interstate busi-
nesses, which our hearings have indicated 1is capable of
quick resolution. Indeed, a review of the developments
since 1961, when Congress first directed that a study be
made of interstate sales and use taxes, shows that inclu-
sion of remedial provisions on this issue 1in an omnibus
state taxation bill has merely resulted in this particular
issue being shelved rather than receiving the prompt at-
tention that it deserves....There are some problems in the
sales and use tax field that are different from those
found in the income tax field and consequently require
different solutions.10/

As it appears that the issue of unitary taxation of corporate income is
approaching resolution, the opportune moment for reconsidering Senator Mondale's
argument may have arrived. That is, the first requirement of a satisfactory
legislative solution is to limit legislation to correcting problems in inter-
state sales and use taxation only. That separation of issues still may prove a

ma jor stumbling block to legislation, as it has in the past 20 years.

Two Approaches to Federal Legislation

We will be examining two alternative approaches to federal legislation.
One legislative approach would offer modified nexus standards which negate Na-

tional Bellas Hess and consider mail order catalogs, regular advertising in

media, and other attempts to regularly penetrate a state's market by mail order
firms who deliver in the destination state as adequate nexus. Such legislation
would have to address the de minimis and single state rate issues, and might con-
ceivably address the practice of a collection cost allowance to firms or other
collection cost issues as well. The other approach is a national mail order tax
on all interstate mail order sales not presently liable to collect the tax.

Still a third approach, taxing interstate mail order sales by state of
origin rather than state of destination, was not considered because it meets
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neither the competitive nor the compliance cost councerns very effectively.
Consumers would be faced with out-of-state suppliers with different sales tax
rates, and the burden of compliance costs, while lower oh the seller--who has
only one state's rate and exemptions to deal with—--is much higher on the buyer,
who must comply with different sales taxes in various states of origin. Thus,
this solution would not satisfy consumers, nor competing retailers, nor mail
order firms. In addition, it would encourage migration of mail order firms to
no-sales-tax or low-sales—tax states for tax reasons only.

The first approach, legislation to modify nexus standards, is capable of
addressing all the economic issues raised in Chapter 2--tax revenue, competi-
tion, and compliance costs. It suffers from two drawbacks that were identified
in the discussion of a judicial solution. First, it involves Congress in mod-
ifying not only a Supreme Court decision—--a not uncommon practice--but also in
imposing some uniformity on state sales and use tax statutes. Thus, the prover-
bial federal camel is intruding a perhaps unwelcome nose into the carefully
guarded tent of state autonomy in the sales and use tax area. Second, it is
likely that other, peripheral issues will be drawn into the discussion and find
their way into any legislation—-always a risk in resorting to the legislative
process.

The second alternative, a national mail order tax, was suggested by an in-
dustry source primarily concerned with miniwmizing compliance costs. This method
would create a national tax (at a single uniform rate) on interstate mall order
sales delivered to purchasers in states where the vendor does not meet nexus
standards, however defined. The revenues from such a natfonal tax would be dis-
tributed among the states on a basis of their estimated share of such sales.

A national mail order tax raises some issues not previously encountered.
First, unlike the first legislative approach we described, it does not require
a redefinition of nexus, which simplifies legal concerns. Second, it would be
a first federal step into a traditiomal state and local tax area, which would
raise strong objections in many quarters. Third, as we recognized in Chapter
2, there is no simple and accurate way of apportioning mail order sales among
states. Any proxy 1s imperfect, and different proxies--population, personal
income, retail sales, urban-rural mix--correct for the errors of other measures
but introduce their own 1inaccuracies. Finally, a uniform national rate ounly
partially corrects the competitive inequities identified in Chapter 2, since
the rate will be higher than in some states and lower than in others. 1In the
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case of the five states with no state sales tax, a genuinely uniform interstate
mail order tax would require that it be imposed on sales to their residents as
well, creating a competitive disadvantage for mail order firms relative to
in-state sellers. The issue of how to address taxation of mail order sales to
residents of nonsales tax states is not an insurmountable barrier, but it does

raise difficulties for what is otherwise a relatively simple tax.

Survey Results: Federal Legislation

The ACIR survey of September 1984 showed overwhelming support among state

tax administrators for federal legislation as a way of addressing the jurisdic-
tional reach of the sales and use tax. Of 37 respondents to the question, "Would

your state support federal legislation designed to negate National Bellas Hess?"

34 said yes, two offered a qualified yes, and only one said no. Comments of-
fered some qualifiers. One state respondent urged that the legislation go beyond
just requiring information and impose the collection liability on out-of-state
mail order firms. Another wanted to be sure that the Constitutional rights of
taxpayers, including mail order houses, were protected in any legislation. A
third respondent wanted to be sure that any such legislation was limited to the
sales and use tax issue with no restrictions on the states' taxing authority in

other areas.

ISSUES IN FEDERAL LEGISLATION

If federal legislation is enacted to permit states to require out-of-state
mail order firms to collect and remit sales or use taxes to states in which they
have a more limited business presence than the standard as established by Na-

tional Bellas Hess, there are several subsidiary issues to be considered. The

first issue is the method of enforcement. The methods of enforcement lie along
a continuum from state courts and voluntary bilateral cooperation between
states, to multistate agreements, to federal court enforcement, to a federal tax
on interstate mail order sales remitted to states on a formula basis.

Another major concern has been minimizing compliance costs, particularly
for small businesses. Either a national mail order tax or an origin principle
tax for interstate mail order sales would address the compliance cost 1issue,
but raise some other difficulties which have been considered above. 1In the
context of legislation to modify nexus standards, four possible techniques to
address compliance cost concerns are (1) a de minimis rule; (2) a single rate for
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each state, either the state rate only or a uniform combined state/local rate
within a state; (3) requiring all states to provide a collection cost allowance;
and/or (4) requiring greater uniformity in the schedule of exempt items, the list
of exempt buyers, or both. Any or all of these would reduce compliance costs
for multistate sellers.

Other matters to be addressed in devising legislation include MIC's sugges-

tion of an origin collection “"backup,” and amnesty for prior taxes.

Methods of Enforcement

Prior to National Bellas Hess, any state which attempted to collect use tax

through a nonresident seller would have recourse to state courts, serving a
judgment on the nonresident firm through the taxing state's secretary of state.
This was the procedure followed by Illinois in attempting to recover use taxes
on purchases made by Illinois residents from Bellas Hess. Its success would be
dependent on the voluntary cooperation of the sister State of Missouri in which
the firm was domiciled.

Several levels of enforcement provision can be considered. We have iden-
tified four along a continuum of increasiang certainty and ease of collection
but also of increasing federal intrusion into the administration of a state and

local tax. The first 1s to return to the status quo ante, relying on state

courts and voluntary cooperation. The second, only slightly more certain and
involving more federal control, is Congressionally authorized multistate cooper-
ative arrangements to collect use tax on a reciprocal basis. One variant of such
an approach was described in Chapter 3; one of several bills considered in the
1973 hearings was to authorize a multistate tax compact. The third enforcement
method is the use of federal courts, which presumably would require only one
test case to guarantee future enforcement. The final approach, a national mail
order tax, was discussed above. The first three types of enforcement methods
represent a continuum of increasing certainty on the one hand and increasing

federal intrusion on the other.

De Minimis Rule

A de minimis rule was suggested at various times by a number of participants
and was incorporated in the Mondale bill and in the most recent version of the
Mathias bill. Such a resolution of the small business compliance problem was
suggested at the 1973 hearings. One observer argued in that hearing.that a
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sales test to relieve small business, instead of the business location test
currently in use, would also be helpful to smaller states, who more often lose
revenues on the business location tests.13/ The witness felt that sellers are
more likely to meet the business location test in larger states with an office,
stock of goods, and/or employees located in those states.

The concept of a de minimis exemption generates little opposition, although
some firms who do meet current nexus tests argue that discrimination on the ba-
sis of size is inappropriate, since no such discrimfnation is made in the case of
in-state firms. Such a rule does seem to be well suited to addressing small
business compliance costs, although there is little agreement on the size of the
threshold. Some suggest that a combined test--meeting either a national thresh-
old or a state threshold rather than a single test--would better safeguard the
revenues of less populous states. A proposal of $20,000 in the Mondale bill in
1973 met cries of both “Too low!" and "Too high!"13/ More recent suggested fig-
ures for a state sales threshold range from $10,000 in a bill proposed by the
California State Board of Equalization to $250,000 in a proposal drafted by the
State of Washington Department of Reveunue,l4/ while natfonal thresholds as high
as $5-$10 wmillion in sales have been discussed. In 1980 testimony, the Direct
Mail Marketing Association suggested a scale which would vary with the destina-
tion state's income and population.l15/

Two guidelines from neither tax collector uor mail order industry sources
give some measure of what is considered "small” in terms of sales level. The
Small Business Adminlstration uses sales of $12.5 million as a cutoff point in
defining small business. The Peat, Marwick 1985 study uses three classes of
firm size; small (sales under $1 million a year), medium ($1-10 million) and
large (sales > $10 million).16/

In general, most of the testimony and proposed legislation uses a dollar
figure to define a de minimis threshold, but the possibility of indexing or
providing other methods of periodic reassessment needs to be considered.

The choice of an appropriate threshold for a de minimis rule may be the
most difficult issue to resolve. Both compliance costs and collection costs
for states would be minimized by a high threshold, which excludes a large num-
ber of small firms yet covers the bulk of iunterstate mail order sales. Chapter
2 identified the numbers of firms exempt and percentages of sales covered for
various national sales thresholds. The pattern of size distribution in the in-~
dustry, with most of the volume of taxable sales being made by a fairly small
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number of sellers is not unique to the mail order segment of retail trade, but
rather is typical of state revenue administration experience. Due cites data
from Kentucky indicating that the top 1%Z of retail sellers in that state (482
firms) account for 452 of sales tax revenue, while the smallest 81% of vendors
only produce 11Z of revenue. 1In Utah, 1% of accounts generate 40%Z of the
revenue.l17/

Thus, from the compliance cost standpoint, a high threshold 1s desirable.
From the revenue standpoint, a more moderate threshold would represent a com=-
promise position, since there 1s additional collection cost in dealing with
many small vendors and most revenue comes from larger vendors. Finally, from
the standpoint of competitive equity, a lower threshold would put more firms on
an equal tax footing, but too low a threshold would unduly burden small inter-
state mail order firms and tip the competitive playing field in the opposite
direction. It would be very desirable to have a current and independent ac-
counting estimate of compliance costs relative to sales volume specifically for
interstate mail order sales (since the two Peat Marwick studies cited in this

report both deal with in-state firms) before establishing a legislated de mini-

mis threshold level that attempts to balance competitive, revenue, and com

pliance cost concerns.

Combined Uniform Rate

The notion of a combined uniform state/local rate has been incorporated in
most proposed legislation since 1970. The most popular variant is that developed
in Louisiana and known as the Traigle Plan, which was discussed in Chapter 3.
Such a combined rate simplifies compliance for the out-of-state firm, which would
only have to apply 46 rates (or at most 51, if the five remaining states adopt
a sales tax) instead of more than 7,000.

The complexity of devising such a rate--weighted average, a minimum com-
bined rate, or other methods—--should not be treated lightly. There is no simple
panacea. An average would over—tax in some local jurisdictions and under-tax in
others. Imposing on states the requirement to develop such a combined rate could
be considered coercive. The failure to apply use tax to intrastate sales (for
example, a New York City resident with a 4.25% local tax escaping local use taxes
on purchases made elsewhere in New York State) would raise some questions about
equitable treatment of in-state and out-of-state sellers, particularly since
large interstate mail order firms who meet current nexus standards collect lo-
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cal use tax in areas where they meet local nexus standards. If some plan for
single rates for each sales tax rate were adopted, these difficult issues would
have to be worked out in legislation, weighing the costs and benefits of each
alternative.

An alternative would be to limit such collections to either the state tax
only or to combined state-local taxes only when the local tax is universal
within the state and at a uniform rate. While there are some difficulties in
dealing with the single rate issue, the concept of reducing the number. of rates
to 46 does not appear to be a major source of conflict between business and
state tax administrators, although there is certainly concern about protecting

local interests in sales and use tax revenue.

Collection Cost Allowance/More Uniform Exemption Lists

Yet another approach to compliance or collection costs is more direct--to
require states to provide an adequate allowance to firms to cover the cost of
compliance in exchange for broadening the collection requirement. At present
26 states provide some such allowance at varying rates, usually a percentage of
tax collected in the 1-37 range. (See Chapter 2 for more detailed information
on collection cost allowances.) If such a requirement were part of federal leg-
islation, it would wipe out the revenue gains for those jurisdictions not pre-
sently offering such allowances, as well as those allowing only minimal allow-
ances, since equity would require that these states extend such a collection
cost allowance to instate firms who do not currently receive such a rebate, or
receive a much smaller allowance.

The Peat Marwick 1985 study found that keeping track of exempt items and
exempt buyers was a major element in compliance costs, particularly burden-
some for small sellers. Thus, an alternative (or additional) way to address
compliance costs 1is to simplify or make more uniform the exemption 1lists.
States, of course, would not be enthusiastic about sacrificing any prerogative
in this area; the schedule of exempt items such as food and prescription drugs,
and exempt buyers such as charitable institutions, reflects a state consensus
both on the desired degree of progressivity and on other desired social goals,
such as encouraging home ownership or subsidizing charitable activities. Like
other elements of proposed federal legislation, both these suggestions are
vulnerable to criticism as excessive federal intrusion into the design of a
state tax.
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Mixed Origin/Destination Principle

The Multistate Tax Commission has recently put forth an alternative propos-
al for an "origin backup” concept, designed to ensure that sales are taxable in
either the origin or destination state. Under this proposal, states which enacted
such a modification to their sales and use taxes would only apply it to sales
not subject to a collection 1liability in the destination state. Thus, the origin-
as-fallback approach would ensure that the sale would be taxable primarily in
destination states, and only in origin states as a residual. A gsimilar suggestion

was made by Hellerstein at the 1973 Hearings,18/ and the "either destination or

origin” approach to interprovincial sales taxes in Canada was suggested in a
1971 presentation at NATA's annual conference in Vancouver, BC.19/

This proposal mixes origin and destination principles. The consumer would
still be subject to some distortion in choice as well as much confusion about
how much tax to include on the order; at present the consumer only needs to know
the sales tax laws of his state of residence. There would be a tendency for mail
order firms to migrate to no-sales—tax states, or low-sales—tax states, to mini-
mize the tax and compliance cost burden. Thus, while the proposal offers some
attractiveness of simplicity, and does generate some sales and use tax revenue,
reduce competitive inequity, and lower compliance costs, it also introduces some
distortions in consumer choice and location and adds to the consumer's cost of

compliance.

Amnesty

Most of the bills proposed during the last two decades which extended the
jurisdictional reach of the sales and use tax in any way incorporated an "amnes-
ty"” provision. Such a provision exempts sellers from the liability for collec-
ting and remitting prior sales and use tax if they had not met the business lo-
cation test prior to that bill. An ammnesty clause would be necessary for the
protection of business firms who might otherwise be exposed to large and inde-

terminate tax liabilities.

SUMMARY

There are three paths to resolving the issue of equitable taxation of mail
order sales; cooperative agreements among states, litigation leading to the re-
versal or qualification of the nexus standards of National Bellas Hess, or fed-
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eral legislation. While a cooperative approach has much to commend it, cooper-
ation cannot resolve problems of defining nexus standards without either 1iti-
gation or legislation. Litigation may resolve nexus questions on a plecemeal
basis or without addressing important concerns in the area of compliance costs.
Federal legislation can provide a more general solution to all the issues
raised, but potentially at a cost in terms of federal involvement in the design
of state tax systems. If such legislation is enacted, it should modify the
current business presence or nexus test to take account of changes in the in-

dustry since National Bellas Hess, supplementing such a broader business pres-

ence test with a sales test or de minimis rule that exempts vendors with sales
below a certain minimum figure. Legislation should also simplify compliance by
providing for some variant of a single uniform state/local rate in each state,
or by 1imposing a required collection cost allowance on all jurisdictions.

Enforcement can be provided at various levels of intensity, ranging from
state courts and voluntary cooperation through multistate compacts or federal
court enforcement to a federal tax on interstate mail order sales remitted to
Ehe states. This array of enforcement techniques reflects a tradeoff between
certainty of collection and degree of federal intervention.

An origin principle for residual tax liability is a possible but not es-
sential alternative. Protection from retroactive assessment of newly created

tax collection liabilities must be provided to sellers.

NOTES

1/ S 2092 (introduced by Senator Magnuson) is reprinted on pages 36-65 of the
1973 Hearings.

2/ Among the states with officials testifying in support of S 2092 at the
1973 Hearings were Washington, Florida, Alaska, Idaho, and Oregon.

3/ All of the bills in both 1973 and 1980 had some type of reciprocal col~
lection agreement provision.

4/ 1973 Hearings, p. 128.

5/ Commerce Clearing House, State Tax Guide, Volume 1, p. 69 (September 1984
update).

6/ Questionnaires and replies are given in Appendix B.

7/ Nelligan, James, "The States' Need to Address Interstate Sales Tax Eva-
sion--A Federal Proposal,” paper presented at the 52nd Annual Meeting of the
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Appendix A
ACIR RECOMMENDATIONS ON TAXATION OF MAIL ORDER SALES

Recommendation 2 from
Local Revenue Diversification:
Income, Sales Taxes, and User Charges,
A-47, October 1974.

Simplifying interstate sales tax liability for firms doing business in a
state where no place of business is maintained.

The Commission concludes that the more prevalent use of local sales taxes,
coupled with variations in local sales tax rates, necessitates Congressional
action to ease compliance problems for vendors in interstate commerce and to
protect in-state business from the potential inroads of tax free competitors
whose place of business 1s out-of-state.

The Commission therefore recommends that Congress explicitly authorize the
state government to impose a sales tax on firms making sales 1in states where
they maintain no place of business and that the sales tax be equal to the state
rate plus a single local rate. The Commission further recommends that the
states adopt a formula to distribute the local sales tax portion among local

governments .

The continued spread of local sales taxes coupled with variations in local
tax rates raises the issue of excessive compliance costs for firms transacting
business in states where they maintain no place of business. To comply with
existing law, each firm would have to subdivide its business activity by locality
and then apply the applicable rate to this share of its total activity. Quite
clearly, this requirement can become cumbersome at best as the mere collection
of applicable local sales tax rates can be a considerable chore--particularly
as the number of jurisdictions and rate variations is increased. It 1is seemingly
impossible for all save the largest of enterprises.

Much of the difficulty arises in determining where the sale occurs--that
is, who is entitled to the tax. The "pooling” approach is the simplest arrange-
ment; under {it, all sales made other than iun jurisdictions where the firm has
an actual place of business are taxed by the state at a supplementary local
rate, and this amount returned to all local uanits on the basis of some formula.

The approach outlined here is based on the "Louisiana Plan” which has been
incorporated in the Mondale Bill (S 28l11). The principle of a uaiform state-
local sales and use tax rate has generated falrly widespread support. This
would, in effect, overturn the Supreme Court decision rendered in the National
Bellas Hess case and extend the states' sales tax reach to those firms doing
bugsiness in states where they do not maintain a place of business.

This recommendation parallels the Mondale b11ll in calling for a uniform and
simplified procedure to enable vendors to more easily comply with state and lo-
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cal sales taxes. For the purposes of this study, then, it resolves the diffi-
culties created by increasing the number of local sales tax jurisdictions, each
with some, albeir constrained, rate setting authority. This recommendation dif-
fers from the Mondale approach in that the latter would shrink the sales tax
reach of those states that do not elect the "uniform state and local tax” as de-
fined in the bill.

Recommendation 6 from
The ACIR Docket Book, 73rd Meeting, April 21-23, 1981,
Tab B, p. 16 (not adopted).

The Sales Tax Issue

The Commission reiterates its earlier recommendation that Congress require
out-of-state vendors, with no establishment in the taxing jurisdictions, to
collect a nondiscriminatory sales tax on sales made into the state. A non-
discriminatory state rate for this purpose should include a standardized local
rate not greater than the average of existing local rates. This proposal would
not be retroactive in its application. Furthermore, the states may provide for
certification of sales made by out-of-state vendors into the taxingﬁstate.l/

This provision would remove the constraints imposed on states by the Na-
tional Bellas Hess decision.2/

Pro. The additional state revenues gained by the closure of this gap
would he. help to offset the loss of revenue that could result from a decision of
the Congress to restrict state taxation of foreign source income.

This proposal would require out-of~state vendors to collect sales taxes
just as "main street” merchants presently do. Due both to the very limited
scope for state reciprocity and to the negative U.S. Supreme Court ruling in
National Bellas Hess, the states have no effective means for eliminating the
unfair tax advantage enjoyed by out~of-state vendors.

Con. This sales tax proposal would provide at best only a partial offset
for the loss of income that could result from Congressional curtailment of state
income tax authority over foreign source income. The sales tax proposal should
stand or fall on its own merits--not as a political trade~off for state income
tax reforms.

1/ ACIR, Local Revenue Diversification: Income, Sales Taxes and User Charges,
A-47, Washington, DC, U.S. Government Printing Office, October 1974.

g/ National Bellas Hess, Inc. v. 1Illinois Department of Revenue, 386, U.S.
753, 1967.
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Appendix B
MAIL ORDER SURVEY OF STATE REVENUE COMMISSIONERS
Initial Questionnaire
August 31, 1984
TO: State Revenue Commissioners:

In June, you passed a resolution at the Des Moines meeting of NATA commen-
ding a study of the loss of sales and use tax revenue from mail-order sales. As
we embark on this study, we need your input. Your response to the enclosed
questionnaire will be most helpful to us as we tackle this issue.

The purpose of this questionnaire is to elicit opinions and informed ob-
servations from state officials most directly concerned with the collection of
sales and use taxes. Your cooperation will be extremely important to the suc-
cessful completion of this study.

Please indicate in the space provided whether you would like your response
to be kept confidential. Please return the questionnaire by September 20th if
possible.

Thank you for your assistance.

SURVEY ON MAIL ORDER SALES/LOSS OF SALES AND USE TAX REVENUE

State Name
Telephone Title
Please keep my responses confidential. Yes No

Number of Respondents: 37

1. Does your state lose a significant amount of sales tax revenue due to the
increase in sales made by mail order houses? Yes 32, No _1, Don't know 3 .
How do mail order sales rank in significance relative to other forms of
sales tax evasion or revenue loss in your state?

"Major, very high, high, significant, top three, second only to border
sales” 18 responses; "Not significant” 1 response; "No reply, don't know,
or dollar figure"” remaining responses.

2. Have you made an estimate of that revenue loss for any recent year? Yes 7,
No 30. What is that revenue loss estimate $9-$123 million.

3. VWhat was the basis for that revenue loss estimate?

Generally, used state share of various national estimates of mail order for
direct marketing sales; determined state shares by share of per capita in-

come .
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How many firms with mail order sales into your state file a sales/use tax
return? 10 responses (average 468). Do you keep a record of the number of
mail order houses selling into your state which do not pay sales or use
taxes? Yes » No . If yes, how many such firms have you identified?
. Has this latter number increased over the last several years?
. If yes, how much? (Most respondents could not determine.)

Do you believe that interstate cooperative agreements would be effective in
substantially reducing the amount of revenue loss due to mail order sales
into the state?

12 unqualified yes 7 maybe with comments 11 unqualified no

2 qualified yes fg qualified no
Comments

Interstate cooperative agreements cannot address the nexus issue.

«+.would depend on the language of the agreement...the problem has not been
establishing the taxable nature of mail order sales (such sales are taxable
under the use tax). The problem has been identifying the occurrence of
such sales and collecting the tax. If states were willing to identify in-
terstate sales deduction by state and user and forward that information to
the consuming state, the identification problem would be solved. However,
the collection problem of a large number of user-taxpayers owing small a-
mounts would still exist. The only acceptable solution would be 1if com-

puterized lists of taxpapers and computerized billing were possible. Field
collection would be impossible.

...the problem is one of the jurisdiction over the mail order firm making
the sales.

.+..Not unless cooperative agreements were instituted in all states inclu-
ding those which have no sales tax.

+++1f everyone participated.
++.too cumbersome and unwieldy to administer.

Unless federal legislation is enacted, administrative costs would offset a
large amount of revenue gains.

...not as effective as federal legislation.

Possibly, but the firms involved, absent legislation, would have to cooper-—
ate fully for such an approach to be successful.

++.+.1f 1t can be accomplished legally.
Such agreements would be helpful but not a major solution to the problem.

We believe that any cooperation would be helpful, however, the answer to
the question "substantially” would have to be no.
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It is likely that such efforts may be beneficial 1f an exchange of informa-
tion or perhaps even an exchange of audit resources 1s all that is expected.
It is unlikely that such efforts alone could substantially reduce revenue
loss due to mail order sales.

There is 1little doubt that cooperative agreements between the states, if
pursued vigorously, would be an effective tool in reducing revenue losses
due to mail order sales. However, this is a very labor intensive endeavor
and on a long-term basis would not prove to be productive.

No, not with restriction placed on states' activities by the U.S. Supreme
Court. Should be noted that this state does receive tax on mail order
sales from those organizations which have established a jurisdictional
presence here, e.g., national retailers with local stores.

Possibly, however, due to the variances in each state's individual statutes,
such cooperative agreements would be extremely difficult to create.

Yes, if such agreements could be reached with most other states. However,
I do not favor this approach because I think it will be very difficult to

reach an agremeent with enough states.

I believe that interstate cooperative agreements would be significantly ef-
fective in reducing...revenue loss due to mail order sales into this state.

The problem is one of jurisdiction over the mail order firm making the sales.

Does your state have any plans to take legal action to overturn National
Bellas Hess?

1 qualified yes _2 qualified no 34 unqualified no

Comments _

If appropriate case can be developed, such action would be taken. We would
also support and join any such effort by other states.

The State of does not have any plans at this time to take le-
gal action to overturn National Bellas Hess; however we will certainly file
an amicus brief if a sister state takes legal action.

Yes, we are considering the assessment of tax against some out of state
mail order firms, alleging that they have become subject to the
tax because of the TV advertising they are buying.

Not at the current time. If we identify the right cases we would certainly
pursue. First, we certainly would go all the way if the taxpayer had nexus
in . We are analyzing the potential use of the "unitary”
concept and its application in this area.

is currently participating in joint efforts with other
northeastern states to limit the impact of National Bellas Hess in the col-
lection of sales tax from mail order houses.
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Would your state support federal legislation designed to negate National
Bellas Hess?

34 yes _2 qualified yes 1 No

Comments

would actively support such federal legislation and is
currently working with other states in developing a coordinated position....

Yes, very definitely. We would lobby our Congressmen and believe that we
could get most of them to support legislation, because there are no large
mall order firms headquartered in . We could get

retailers to lobby in favor of such legislation.

Absolutely. It is 's opinion that federal legislation is
mandated to negate the effect of the National Bellas Hess decision.

We believe that federal legislation is necessary to establish Congressional
intent in an effort to influence the court to alter its opinion on the is-
sues in National Bellas Hess. There is some risk that federal legislation
may stop short of ilmposing tax liability or collection responsibility omn
retailers and only provide states with the right to require retailers to
provide information on the taxpayers (consumers) in question. Due to the
collection problems mentioned above, merely imposing reporting requirements
would be an unacceptable solution.

Our position, therefore, 1is supportive of federal legislation, assuming
that such legislation places sufficient reporting and collecting responsi-
bilities on mail order retailers.

«++1f such legislation addressed only this issue with no restrictions upon
the states' taxing authority.

Of the three approaches, which do you consider the best way to address this
problem?

34 Federal legislation 1 Cooperative Solution
_2 Judicial solution (plus one as second choice)
Comments

Federal legislation (should respect) the Constitutional rights of the
taxpayers, including mail order houses.

I do not think cooperative agreements are apt to work. I think we should
pursue both judicial solutions as well as federal legislation. As a lawyer,
I am not optimistic that National Bellas Hess can be overturned, therefore,
I favor federal legislation.

The importance of the 1issue may be brought to light through 1litigation.
However, it is likely that the only way in which National Bellas Hess will
be negated will be through federal legislation.
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Number
Respond-
ing

Follow-Up Questionnaire
(19 Usable Replies)

Question and Response

13

How much did your state collect in use taxes on interstate sales
in 19827 $4-$123 million. As a percentage of sales and use tax
revenue, the range of responses was 0.5%-to 14.57, with a mean of
6.6% (after collection for automobiles).

Of that amount, how much was on purchases of automobiles? $3-§147
million (eight states) (Please indicate 1if the automobile figure
includes in-state as well as out-of-state automobile purchases in
the use tax figures, and if so, how much of the automobile figure
is iIn-state and how much out-of-state.) Autos not included in
three states.

Does your state maintain records on sales which would be taxable,
but are exempt because the purchaser resides out-of-state? No, in
all but one state. If yes, how much were those sales in 19827

If not, can you supply an estimate of the percentage of total
sales that are not taxed solely because the purchaser resides out-
of-state?

What percentage of sales and use tax returns were audited in 19827
The range was 0.5%-10%, averaging 3.21%, with a median of 2.37%.
How much revenue was recovered in audit? The responses ranged from
$3.5-6146 million. As percent of state revenues, recovery ranges
were 0.98%-5.2% with a mean of 2.47 (18 states). How much of that
revenue was use tax rather than sales tax? As percent of recovery,
it ranged from 3.8% to 75%, with a mean of 52%, and a median of
58%-60%Z (14 states). Based on audit experience, how significant a

source of revenue loss do you consider use taxes on interstate
sales to business? "Major, very significant, extremely signifi-
cant” 5 responses; “"significant, substantial” 4 responses; "not
significant, insignificant” 2 responses; "did not reply, gave dol-
lar figure only”™ 9 responses.
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Appendix C

METHODS FOR ESTIMATING REVENUE LOSSES AND BASE EROSION

REVENUE LOSS ESTIMATES

The tax revenue loss estimates of Chapter 2 were arrived at in the follow-
ing manner. First a measure of the aggregate taxable mail order sales base was
constructed, based on the sales reported in Fishman's Guide to U.S. Mail Order
Sales, 1983. 1Included in this base were sales by consumer product specialty
vendors less newspapers ($19.0l billion); sales of general merchandise vendors,
excluding Sears, Ward, and Penney, and oil company and airline syndication
($4.062 billion); and 25% of business supplies, trade publication subscriptions,
and generalized mall order marketers sales to business ($6.455 billion), “or a
total base of $29.527 billion. This figure was then projected to 1985 by multi-
plying by 1.1881 f{average rate of growth of 97 compounded for two years).

Second, this base was distributed among the states on two alternative pat-
terns, one based on the distribution of sales of Sears, Ward, and Penney, and
the other on the basis of personal income.

Third, the base was adjusted in each state for exemptions of food, clothing,
and magazines, and for in-state mail order purchases.

Finally, the state tax rate (or a combined state-local use tax rate in
states where all counties or all municipalities use the sales and use tax) was
applied to that base to derive estimated tax revenue potential in each state.

These state estimates were then aggregated to give two estimates of total
potential tax revenue. The procedure for a hypothetical state is given in
Table C-1. A detailed description of each step follows.

The Aggregate Majil-Order Sales Base

The base figure derived above contains some adjustment for taxable business
mall order purchases. We estimated that 25% of business purchases by mail order
would be taxable that are not currently taxed. The addition for business purchas-
es was based on figures in two Iindustry sources. The figure of 25% is admittedly
arbitrary, based primarily on some early studies which suggest that this is about
the fraction of state sales and use tax currently horne hy business. Certainly
the fraction is well under 100% for two reasons. Firs*, some portion of business
purchases is not taxable. Purchase of industrial consumables and industrial ma-
chinery, for example, are exempt from the sales and use tax in most states. Sec-
ond, some of these sales are being taxed either by voluntary compliance or hy
audit, because they are in-state sales, or because the out-of-state vendor meets
the business location test and must collect and remit the tax.

State-by-State Distribution of the Base
State~by-state data from the Census were not useful €or allocating mail or-
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Table C-1

ESTIMATING PROCEDURE FOR A HYPOTHETICAL (AVERAGE) STATE

1982 Sales Base (U.S.) $ 29.527
TIMES State Share of Mail Order Sales x .02
EQUALS 1982 State Sales Base 591,000,000
TIMES Correction for Exemption l/ x (1-.024)
TIMES Correction for In-State Purchases 2/ x (1-.03)
EQUALS 1982 Corrected State Sales Base 560,000,000
TIMES Projection Factor to 1985 3/ x 1.1881
EQUALS 1985 Corrected State Sales Base 644,000,000
TIMES State/Local Combined Tax Rate x .05
EQUALS 1985 Potential Tax Revenue $ 33,000,000

Note: National estimated revenue potential in Table 2-3 of text is sum of es-

3/

timates for individual states with sales and use taxes. Figures used in
this hypothetical example are approximate actual values, rounded for con-
venience; figures for state share in mail order sales, in-state purchase
correction, and state and local combined rate are hypothetical. Exemp-
tion correction assumes that food but not clothing or magazines is exempt.
No correction was made in this example for effects of a de minimis pro-
vision; that issue is addressed in the chapter.

Corrections for exemption of food, clothing, and magazines where applicable,
based on the share of those products in total mail order sales as reported
in the 1982 Census of Retail Trade or in Fishman's Guide to U.S. Mail Order

Sales, 1983.

The correction for in-state purchases is based on the share of mail order
sales originating in that state as reported in the 1982 Census of Retail
Trade. Thus, a state that accounted for 5% of all mail order sales origina-
ting would have 5% of its mail order purchases (in addition to Sears, Ward,
and Penney, and other corrections already made for taxed mail order sales)
excluded from the estimating process as already subject to tax.

Projections made on the basis of average annual rate of growth of mail or-
der sales between 1972 and 1982 in the Census of Retail Trade.
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der and direct marketing sales among states, because those data are collected and
reported by state of origin, not destination. The ACIR estimate distributed tax-
able sales among the states on the basis of the proportion of the combined sales
of the three largest mail order houses (Sears, Ward, and Penney) in each state.

This procedure assumes that a state's mail order and direct marketing pur-
chases cannot be projected simply on the basis of population or per capita in-
come, because urbanization and other factors will also affect mail order and
direct marketing purchases. Since the purchases from Sears, Ward, and Penney
are subject to sales and use tax, the state-by-state distribution of their
sales seems a suitable proxy for a "propensity to purchase by mail order.” The
resulting pattern differs from what oune would predict on a basis of income and
population alone, with the less densely populated states of the south and west
accounting for a higher fraction of mail order sales while the more urban
states of the northeast were less likely to purchase in this fashion.

Since most other studies have allocated mall order sales on the basis of
personal income, we developed an alternative distribution measure which allo-
cated sales on the basis of the state's share of U.S. personal income. The
base used was the same, but because of the omission of states with no sales tax,
and because the different distribution of sales subjected the sales to different
mixes of tax rates, the resulting revenue estimates are somewhat different.

Two other adjustments were made to the potential mail order and direct
marketing tax base for individual states.

1. Corrections were made for the proportion of mail order sales consist-—
ing of clothing for the five clothing exemption states, magazines in
the 18 states where magazines are exempt, and sales of food in food
exemption states. (Direct marketing sales of clothing were negligi-
ble.) The downward adjustment of the base was based on the reported
percentage distribution of sales by category in the 1982 Census of
Retall Trade for food and clothing and on the share of magazines in
mail order sales from the Guide to U.S. Mail Order Sales, 1983.

2. An estimate of purchases from in-state mall order houses and direct
marketing firms was subtracted, since these sales would be taxable.
This correction was made using the percentage of national mail order
sales calculated in the original base. For example, if Texas had 77%
of national mail order purchases, we assumed that 77 of the mail or-
der sales originating in Texas (as reported in the 1982 Census of
Retail Trade and projected to 1985) were sold to Texans and therefore
that fraction of sales was excluded from the sales tax base.

This assumption may err in either direction. A consumer may be more aware
of, and therefore more likely to shop from an in-state mail order firm.. On the
other hand, if tax avoidance 1is a motive, or if access to an associated retail
outlet is not available in-state, then the out-of-state mail order firm may be

a more likely supplier.

The State and Local Sales and Use Tax Rate
The tax rate used to estimate revenue loss is a combined state and local
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rate for 1985 for states with both state and local sales and use taxes only where
the local tax is used by all jurisdictions of a given type (e.g., counties).

Problems with the Business Use Tax Portion of the Estimate

There is no way to determine how large a share of business purchases
is taxable. Business purchases that are taxable in many states include furnish-
ings, equipment, and office supplies purchased by such service suppliers as
dentists, beauticians, and motels. As we pointed out earlier, some of this tax
1iability may be voluntarily reported by the purchaser or the vendor, and some
may be discovered through audit. In states with limited taxation of services,
however, most service suppliers such as those cited do not need to register as
vendors and therefore are much less likely to be assessed for use tax. This
source of revenue loss may well be either understated or overstated in our
estimates.

The 252 of business sales included in the tax base was arbitrary and in
any case would vary greatly from state to state, since coverage of business
purchases 1is much more diverse than coverage of consumer purchases. Thus, this
component of the estimate must be viewed with some caution, but it could as
easily err on the conservative as on the high side.

The final column of Table 2-3 calculates revenue potential as a fraction
of projected 1985 sales and use tax revenues. These revenue projections to
1985 are based on the average rate of growth of sales and use tax revenue in
each state between 1979 and 1983.

MEASUREMENT OF BASE EROSION

One way to measure erosion of the base is to apply the state tax rate to a
base of state retail sales, adjusted to include major taxable services and cor-
rected state by state for exemptions of food, clothing, and prescription drugs.
The revenue estimate from this base then can be compared to actual revenues.
In most states, actual revenues are higher rather than lower—-an indication of
the importance of revenues derived from sales not classed as retail, primarily
business purchases. This method is used in the ACIR staff effort to measure
absolute base erosion mentioned in Chapter 2.

An alternative way of measuring erosion is to examine relative change in
the revenue/base relationship from 1972 to 1982--years for which the Census
of Retail Trade is available. This relative change is the approach taken in
this appendix. The procedure for this estimate is as follows.

l. A correction factor (cf) is developed for each state that reflects rate
changes and coverage changes (exemptions of food, utilities, drugs, and
industrial machinery) between 1972 and 1982. (For example, adding a
food exemption would reduce the base by approximately 19Z--the fraction
of food in total retail sales--giving a correction factor of 0.81 if
no other important changes in the rate and coverage sgtructure had oc-
curred. Projected 1982 revenues would be multiplied by 0.81 to reflect
this change.)

2. 1982 revenues were projected for each state as:
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1982 Retail Sales x 1972 Sales/Use Tax Revenue X c¢f = 1982 Revenue.
1972 Retail Sales

This projection assumes that the ratio of other taxable sales and of non-
taxable sales to total retail sales did not change significantly during the ten-
year period, nor did audit recovery change substantially. Thus, any slippage
identified between actual and projected revenue 1is assumed to reflect increases
in untaxed interstate sales and other forms of avoidance and evasion.

The results are presented in Table C-2. Once again, this method under-pre-
dicts revenue changes for 26 of the states and Washington, DC, with the extent
of under-prediction ranging from only 0.3%2 in California to 36%-37% in Wyoming

and New Mexico.

In the other 19 jurisdictions there is at least some suggestion of base
erosion from sources other than additional exemptions.

The problems of measuring erosion of the base are complex and virtually in-
surmountable. Data from different sources—-—in this case, state revenue officers
versus the Census of Retail Trade--are wildly inconsistent. A substantial but
unmeasurable fraction of the sales and use tax falls on business users rather
than consumers, but it is virtually impossible to determine how much. Sales
which the Census classifies as wholesale are often in fact made to retail consum-

ers and subject to sales or use tax.
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ACTUAL AND PROJECTED SALES AND USE TAX REVENUES, 1982, BY STATE

Table C-~2

1982 1982 Percent

Projected Actual Differ-
State Correction Factors Revenues Revenues ence

(percent) (in millions)

Alabama -.011 (drugs) 777 629 =24
Arizona -.17 (food) 614 801 +31
Arkansas -.011 (drugs) 367 417 +12

California +.1875 (rate change) 7,701 7,721 +0.3
Colorado -.17 (food) 587 613 +4
Connecticut +.098 (rate, fuel, machinery) 848 1,004 +16
Washington, DC +.404 (rate, food, drugs) 176 248 +17
Florida +.215 (rate, fuel, machinery) 2,984 2,784 -7
Georgia .011 (drugs) 1,001 1,088 +9
Hawaii none 502 577 +13

Idaho none 144 146 +1.4
Illinois ~-.181 (food, drugs) 2,250 2,343 +4
Indiana +1.972 (rate, food, drugs) 1,902 1,570 =21
Iowa -.181 (food, drugs) 430 523 +16
Kansas -.044 (drugs, fuel) 414 471 +12
Kentucky -.01 (fuel) 850 682 =25
Louisiana -.122 (food, drugs) 967 927 -4
Maine none 258 249 -4
Maryland , -.015 (wmachinery) 812 797 -2
Massachusetts +.667 (rate) 765 917 +17
Michigan -.181 (food, drugs) 1,744 1,844 +5
Minnesota +.487 (rate, fuel) 1,001 875 -14
Mississippi -.033 (fuel, drugs) 634 767 +17
Missouri +.335 (rate, fuel) 1,257 839 =50
Nebraska +.40 (rate) 384 289 -33
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Table C-2 (cont.)

ACTUAL AND PROJECTED SALES AND USE TAX REVENUES, 1982, BY STATE

1982 1982 Percent
Projected Actual Differ-
State Correction Factors Revenues Revenues ence
(percent) (in millions)
Nevada +.6225 (rate, food) 394 376 -5
New Jersey ~.015 (machinery) 1,219 1,379 +12
New Mexico -.125 (rate) 337 534 +37
New York -.026 (fuel) 4,643 3,197 =45
North Carolina none 855 780 -10
North Dakota -.489 (rate, food, machinery*) 98 147 +33
Ohio +.25 (rate) 1,904 1,819 -5
Oklahoma -.011 (drugs) 444 482 +7
Pennsylvania none 2,001 2,229 +10
Rhode Island +.182 (rate, machinery) 217 200 -9
South Carolina -.021 (fuel, drugs) 594 647 +8
South Dakota -.011 (drugs) 164 179 +8
Tennessee +.284 (rate, fuel) 1,118 1,358 -1
Texas -.023 (fuel, machinery) 3,063 3,481 +12
Utah -.011 (drugs) 347 389 +11
Vermont +.313 (rate, machinery) 66 48 -38
Virginia -.039 (fuel) 897 671 ~34
Washington +.017 (rate, food, drugs) 1,853 1,892 +2
West Virginia +.384 (rate, food) 875 781 -12
Wisconsin +.152 (rate, fuel) 959 961 +0.2
Wyoming -.011 (drugs) 145 228 +36

*Direct Marketing Association, Direct Marketing Fact Book, Washington, DC,
1983, p. 11.
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Appendix D

NATIONAL BELLAS HESS, INCORPORATED, APPELLANT v.
DEPARTMENT OF REVENUE OF THE STATE OF ILLINOIS

386 US 753, 18 L ed 2d 505, 87 S Cr 1389 [No. 241)
Argued February 23, 1967. Decided May 8, 1967.
SUMMARY

The Illinois Department of Revenue, acting pursuant to the Illinois statute
requiring retailers to collect and pay use taxes, brought an action against the
defendant in the Circuit Court of Cook County, IL, to recover use taxes and
penalties with respect to merchandise which the defendant had sold to Illinois
customers. The defendant, a mail order house, was incorporated in Delaware,
had its principal place of business in Missouri, and was licensed to do business
only in Delaware and Missouri. It did not maintain any places of business in
I1linois; did not have in 1llinois any agents or representatives to sell or
take orders, to deliver merchandise, to accept payments, or to service merchan-
dise it sold; did not own any tangible property, real or personal, in Illinois;
had no telephone listing in Illinois; and did not advertise its merchandise for
sale in newspapers, on billboards, or by radio or television in Illinois. Orders
for its merchandise were mailed to, and accepted at its Missouri plant, and its
merchandise was sent to customers either by mail or by common carrier. Its
catalogues were mailed to its Illinois customers twice a year, its occasional
advertising flyers were mailed to past and potential customers in Illinois, and
its sales to Illinois customers amounted to $2,174,744 during the approximately
15 months for which the taxes in issue were assessed. The Circuit Court entered
a summary judgment in favor of the Department of Revenue, and the Illinois Su-
preme Court affirmed, rejecting the defendant's contention that the application
of the use tax statute to it violated the Due Process and Commerce Clauses of the

federal Constitution. (34 I11 2d 164, 214 NE2d 755).

On appeal, the United States Supreme Court reversed. In an opinion by
Stewart, J., expressing the views of six members of the court, it was held that
since the defendants did no more than communicate with customers in Illinois by
mail or common carrier as part of a general interstate business, the requirement
that the defeadant collect and pay the use tax violated the Due Process and

Commerce Clauses.

Fortas, J., joined by Black and Douglas, JJ., dissented on the ground that
since the defendant engaged in the business of regularly, systematically, and
on a large scale offering merchandise for sale in Illinois in competition with
local retailers, and soliciting deferred payment—credit accounts from Illinois
residents, the application of the use tax statute was not unconstitutional.

HEADNOTES
Clagsified to U.S. Supreme Court Digest, Annotated
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Commerce § 237; Constitutional Law; § 583--state taxes

1. The test whether a particular state exaction is such as to invade the
exclusive authority of Congress to regulate trade between the states and the test
for a state's compliance with the requirements of due process in this area are
similar.

Commerce § 246--state taxes

2. State taxation falling on interstate commerce can only be justified as
designed to make such commerce bear a fair share of the cost of the local gov-
ernment whose protection it enjoys.

Constitutional Law § 583~-due process—-state taxes

3. The test of whether a state tax law violates the Due Process Clause
is whether the state has given anything for which it can ask return.

4. Due process requires some definite link, some minimum connection, be-
tween a state and the person, property, or transaction it seeks to tax.

Commerce § 267; Constitutional Law; § 615--use tax—-out-of-state mail order
house

5. An out-of-state mall order house which has no places of business,
salesmen, or other representatives, local advertising, or property in a state,
and which communicates with, and makes sales to customers in the state only by
mail or common carrier as part of a general interstate business, cannot, under
the Commerce Clause and NDue Process Clause of the federal Constitution, be re-
quired to collect and pay the state's use tax on sales to such customers.

Commerce § 4-—commerce clause--purpose

6. The purpose of the Commerce Clause of the federal Constitution is to in-
sure a national economy free from unjustifiable local entanglements.

Commerce § 237--interstate business--regulation

7. Congress alone has the power of regulation and control over taxation
of interstate businesses which communicate with and make sales to customers in
certain states only by mail or common carrier, without having any places of bus-

iness, salesmen, or other representatives, local advertising, or property in
such states.

APPEARANCES OF COUNSEL
Archibald Cox argued the cause for appellant.
Terence F. MacCarthy argued the cause for appellee.
. Briefs of Counsel, p. 1512, infra.
OPINION OF THE COURT

Mr. Justice Stewart delivered the opinion of the Court.
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The appellant, National Bellas Hess, 1is a mail order house with its prin-
cipal place of business in North Kansas City [386 US 754]), MO. It is licensed
to do business in only that state and in Delaware, where it is incorporated.
Although the company has neither outlets nor sales representatives in Illinois,
the appellee, Department of Revenue, obtained a judgment from the Illinois
Supreme Court that National is required to collect and pay the state the use
taxes imposed by I1l Rev Stat ¢ 120, § 439.3 (1965).1/ Since National's consti-
tutional objections to the imposition of this 1liability present a substantial
federal question, we noted probable jurisdiction of its appeal.2/

The facts bearing upon National's relationship with Illinois are accurate-
ly set forth in the opinion of the State Supreme Court:

[National] does not maintain in Illinois any office,
distribution house, sales house, warehouse, or any other
place of business; it does not have in Illinois any agent,
salesman, canvasser, solicitor, or other type of represen-
tative to sell or take orders, to deliver merchandise, to
accept payments, or to service merchandise it sells; it
does not own any tangible property, real or personal, in
Illinois; 1t has no telephone 1listing in Illinois and it
has not advertised its merchandise for sale in newspapers
papers, on billboards, or by radio or television in

Illinois.i/

All of the contacts which National does have with the state are via the
United States mail or common carrier. Twice a year catalogues are mailed
to the company's active or recent customers throughout the nation, including
I1linois. This mailing is supplemented by advertising "flyers"” which are oc-
casionally mailed to past and potential customers. Orders for merchandise are
then mailed by the customers (386 US 755] to National and are accepted at its
Missouri plant. The ordered goods are then sent to the customers either by

mail or by common carrier.

This manner of doing business 1s sufficient under the Illinois statute to
classify National as a "[r]etailer maintaining a place of business in this

state,” since that term includes any retailer:

Engaging in soliciting orders within this state from users
by means of catalogues or other advertising, whether such
orders are received or accepted within or without this
state. I1ll Rev Stat c.120 § 439.2 (1965).

Accordingly, the statute requires National to collect and pay to the ap-
pellee department the tax imposed by Illinois upon consumers who purchase the
company's goods for use within the state.é/ When collecting this tax, National
must give the Illinois purchaser "a receipt therefore in the manner and form pre-
scribed by the [appellee],” if one is demanded.5/ It must also “keep records,
receipts, invoices, and other pertinent books, documents, memoranda, and papers
-ag the [appellee] shall require, in such form as the [appellee] shall require,”
and must submit to such investigation, hearings, and examinations as are needed
by the appellee to administer and enforce the use tax law.6/ Failure to keep

such records or to gilve required receipts 1is punishable by a fine of up to
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$5,000 and imprisonment of up to six months.7/ Finally, to allow service of
process on an out-of-state company like National, the statute designates the
I1llinois Secretary of State as National's appointed agent, and jurisdiction in
tax collection suits attaches [386 US 756] when process is served on him and
the company is notified by registered mail.8/

[1-4] National argues that the liabilities which Illinois has thus im-—
posed violate the Due Process Clause of the l4th Amendment and create an uncon-
stitutional burden upon interstate commerce. These two claims are closely
related. For the test whether a particular state exaction is such as to invade
the exclusive authority of Congress to regulate trade between the states, and
the test for a state's compliance with the requirements of due process in this
area are similar. See Central R. Co. v. Pennsylvania, 370 US 607, 621-622, 8 L
ed 2d 720, 730, 731, 82 S Ct 1297 (concurring opinion of Mr. Justice Black).
As to the former, the Court has held that “"state taxation falling on interstate
commerce...can only be justified as designed to make such commerce bear a fair
share of the cost of the local government whose protection it enjoys.”™ Freeman
v. Hewit, 329 US 249, 253, 91 L ed 249, 272, 67 S Ct 274. See also Greyhound
Lines v. Mealey, 334 US 653, 663, 92 L ed 1633, 1641, 68 S Ct 1263; Northwestern
Cement Co. v. Minnesota, 358 US 450, 462, 3 L ed 2d 421, 429, 79 s Ct 357, 67
ALR2d 1292. And in determining whether a state tax falls within the confines
of the Due Process Clause, the Court has said that the "simple but controlling
question is whether the state has given anything for which it can ask return.”
Wisconsin v. J.C. Penney Co., 311 US 435, 444, 85 L ed 267, 270, 61 S Ct 246, 130
ALR 1229. See Also Standard 01l Co. v. Peck, 342 US 382, 96 L ed 427, 72 S Ct
309, 26 ALR2d 1371; Ott v. Mississippi Barge Line, 336 US 169, 174, 93 L ed 585,
589, 69 S Ct 432. The same principles have been held applicable in determining
the power of a state to impose the burdens of collecting use tax upon inter-
state sales. Here, too, the Constitution requires "some definite link, some
winimum connection, between a state and the person, property, or transaction it
seeks to tax.” Miller Bros. Co. v. Maryland, 347 US 340, 344-345, 98 L ed 744,
748, 74 s Ct 535; [386 US 757] Scripto, Inc. v. Carson, 362 US 207, 210-211, 4 L
ed 2d 660, 663, 80 S Ct 629.9/ See also American 0il Co. v. Neill, 380 US 451,
458, 14 L ed 2d 1, 6, 85 S Ct 1130.

In applying these principles the Court has upheld the power of a state to
impose 1liability upon an out-of-state seller to collect a local use tax in a
variety of circumstances. Where the sales were arranged by local agents in the
taxing state, we have upheld such power. Felt & Tarrant Co. v. Gallagher 306,
US 62, 83 L ed 488, 59 S Ct 376; General Trading Co. v. Tax Commission, 322 US
335, 88 L ed 1309, 64 S Ct 1028. We have reached the same result where the mail
order seller maintained local retail stores. Nelson v. Sears, Roebuck & Co.,
312 US 359, 85 L ed 888, 61 S Ct 586, 132 ALR 475; Nelson v. Montgomery Ward,
312 US 373, 85 L ed 897, 61 S Ct 593.10/ 1In those situations the out-of-state
seller was plainly accorded the protection and services of the taxing state.
The case 1in this Court which represents the furthest Constitutional reach to
date of a state's power to deputize an out-of-state retaller as its collection
agent for a use tax is Scripto, Inc. v. Carson, 362 US 207, 4 L ed 2d 660, 80 S
Ct 619. There we held that Florida could Constitutionally impose upon a Georgia
seller the duty of collecting a state use tax upon the sale of goods shipped to
customers in Florida. In that case, the seller had “"ten wholesalers, jobbers,
or 'salesmen' conducting continuous local solicitation in Florida and forwarding
the resulting orders {386 US 758] from that state to Atlanta for shipment of
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the ordered goods.” 362 US at 211, 4 L ed 24 at 664.

But the Court has never held that a state may impose the duty of use tax
collection and payment upon a seller whose ounly connection with customers in the
state 1s by common carrier or the United States mail. 1Indeed, in the Sears
Roebuck case the Court sharply differentiated such a situation from one where
the seller had local retail outlets, pointing out that "those other concerns...
are not receiving benefits from Iowa for which it has the power to exact a
price.” 312 US at 365, 85 L ed at 892, 132 ALR 475. And in Miller Bros. Co.
v. Maryland, 347 US 340, 98 L ed 744, 74 S Ct 535, the Court held that Maryland
could not Comnstitutionally impose a use tax obligation upon a Delaware seller
who had no retail outlets or sales solicitors in Maryland. There the seller ad-
vertised its wares to Maryland residents through newspaper and radio adver-
tising, in addition to mailing circulars four times a year. As a result, it
made substantial sales to Maryland customers, and made deliveries to them by

its own trucks and drivers.

[5] In order to uphold the power of Illinoils to impose use tax burdens on
National in this case, we would have to repudiate totally the sharp distinction
which these and other decisions have drawn between mail order sellers with re-
tail outlets, solicitors, or property within a state, and those who do no more
than communicate with customers in the state by mail or common carrier as part
of a general interstate business. But this basic distinction, which until now
has been generally recognized by the state taxing authorities,ll/ is a valid

one, and we decline to obliterate it.

[386 US 759] We need not rest on the broad foundation of all that was said
in the Miller Bros. opinion, for here there was neither local advertising nor
local household deliveries, upon which the dissenters in Miller Bros. so largely
relied. 347 US at 358, 98 L ed at 756. 1Indeed, it is difficult to conceive
of commercial transactions more exclusively interstate 1in character than the
mail order transactions here involved. And 1f the power of Illinois to impose
use tax burdens upon National were upheld, the resulting impediments upon the
free conduct of its interstate business would be neither imaginary nor remote.
For 1f Illinois can impose such burdens, so can every other state, and so, in-
deed, can every municipality, every school district, and every other political
subdivision throughout the nation with power to impose sales and use taxes.l12/
The many variations in rates of tax,lé/ in allowable exemptions, and in admin-
istrative and recordkeeping requirements lﬁ/ could entangle National's inter—
state business [386 US 760] in a virtual welter of complicated obligations to
local jurisdictions with no legitimate claim to impose "a fair share of the

cost of the local government.”

[6, 7] The very purpose of the Commerce Clause was to ensure a national
economy free from such unjustifiable local entanglements. Under the Constitu-~
tion, this 1s a domain where Congress alone has the power of regulation and

control.15/

SEPARATE OPINION

Mr. Justice Fortas, with whom Mr. Justice Black and Mr. Justice Douglas
Join, dissenting.
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In my opinion, this Court's decision in Scripto, Inc. v. Carson, 362 US
207, 4 L ed 2d 660, 80 S Ct 619 (1960), as well as a realistic approach to the
facts of appellant’s business, dictates affirmance of the judgment of the Su-
preme Court of Illinois.

National Bellas Hess is a large retail establishment specializing in wear-
ing apparel. Directly and through subsidiaries, it operates a national retail
mail order business with headquarters in North Kansas City, MO, and its wholly
owned subsidiaries operate a large number of retail stores in various states.
In 1961, appellant's net sales were in the neighborhood of $60,000,000, [386 US
761] and its accounts receivable amounted to about $15,500,000.16/

Its sales in Illinois amounted to $2,174,744 for the approximately 15
months for which the taxes in 1ssue in this case were assessed. This substantial
volume is obtained by twice-a-year catalogue mailings, supplemented by “"inter-
mediate smaller 'sales books' or 'flyers,'” as the court below styled them.
The catalogue contains about 4,000 items of merchandise. The company's mailing
1list includes over 5,000,000 names. The "flyers” are sent to an even larger
1ist than the catalogues and are occasionally mailed in bulk addressed to "oc-
cupant.”

A substantial part of Bellas Hess' sales is on credit. 1Its catalogue
features "NBH Budget Aid Credit”"--which requires no money down but requires
the purchaser to make monthly payments which include a service fee or interest
charge, and which also incorporates an agreement, unless expressly rejected by
the purchaser, for "Budget Aid Family Insurance.”™ The company also offers
"charge account” services--payable monthly 1ncluding a "service charge"” if
the account is not fully paid within 30 days. The form to be filled in for
credit purchase contains the usual type of information, including place of
employment, name of bank, marital status, home ownership or rental. Merchan-
dise can also be bought c.o.d. or by sending a check or money order with the
order for goods.l17/

There should be no doubt that this large-scale, systematic, continuous
solicitation and exploitation of the Illinois consumer market is a sufficient
"nexus” to require Bellas Hess to collect from Illinois customers and to remit
[386 US 762] the use tax, especially when coupled with the use of the credit
resources of residents of Illinois, dependent as that mechanism is upon the
state's banking and credit institutions. Bellas Hess 1is not simply using the
facilities of interstate commerce to service customers in Illinois. It is reg-
ularly and continuously engaged in "exploitation of the consumer market” of
Illinois (Miller Bros. Co. v. Maryland, 347 US 340, 347 98 L ed 744, 749, 74 S
Ct 535 (1954)) by soliciting residents of Illinois who live and work there and
have homes and banking connections there, and who, absent the solicitation of
Bellas Hess, might buy locally and pay the sales tax to support their state.
Bellas Hess could not carry on its business in Illinois, and particularly its
substantial credit business, without utilizing Illinols banking and credit fa-
cilities. Since the case was tried on affidavits, we are not informed as to
the details of the company's credit operations in Illinois. We do not know
whether it utilizes credit information or collection agencies, or similar in-~
stitutions. The company states that it has "brought no suits in the state of
Illinois.”™ Accepting this as true, it would nevertheless be unreasonable to
assume that the company does not either sell or assign its accounts or otherwise
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take measure to collect 1its delinquent accounts, or that collection does not
include local activities by the company or its assignees or representatives.

Bellas Hess enjoys the benefits of, and profits from the facilities nur-
tured by the State of Illinois as fully as if it were a retail store or main-
tained salesmen therein. Indeed, if it did either, the benefit that it received
from the State of Illinois would be no more than it now has—--the ability to
make sales of its merchandise, to utilize credit facilities, and to realize a
profit; and, at the same time, it would be required to pay additional taxes.
Under the present arrangement, it conducts its substantial, regular, and syste-
matic business in Illinois and the state demands [386 US 763] only that it col-
lect from its customer users—-—and remit to the state--the use tax which is
merely equal to the sales tax which resident merchants mist collect and remit.
To excuse Bellas Hess from this obligation is to burden and penalize retailers
located in Illinols who must collect the sales tax from their customers. 1In
Illinois the rate is 3.5%, and when it is realized that in some communities the
sales tax requires, in effect, that as much as 5% be added to the amount that
customers of local, taxpaying stores must pay,lgj the importance of the competi-
tive discrimination becomes apparent. While this advantage to out-of-state
sellers is tolerable and a necessary Constitutional consequence where the sales
are occasional, minor, and sporadic and not the result of a calculated, system-
atic exploitation of the market, it certainly should not be extended to instances
where the out-of-state company is engaged in exploiting the local market on a
regular, systematic, large-scale basis. 1In such cases, the difference between
the nature of the business conducted by the mail order house and by the local
enterprise is not entitled to Constitutional significance. The national mail
order business amounts to over $2,400,000,000 a year.19/ Some of this is un-
doubtedly subject to the full range of taxes because of the location of stores
in the various states,20/ and some of it is and should be exempt from state use
tax because of its spo?Zaic or minor nature. See Report of the Special Subcom-
mittee on State Taxation of Interstate Commerce, of the House Judiciary Commit-
tee, H.R. Rep. No. 565, 89th Cong., lst Sess., [386 US 764] Vol. 3 (1965), at
770-777. But the volume which, under the present decision, will be placed in a
favored position and exempted from bearing its fair burden of the collectlion of
state taxes certainly will be substantial, and as state sales taxes increase,
this haven of immunity may well increase in size and importance.

In Scripto, supra, this Court applied a sensible, practical conception of
the Commerce Clause. The interstate seller which, in that case, claimed Con-
stitutional immunity from the collection of the Florida use tax had, like appel-
lant here, no office or place of business in the state, and had no property or
employees there. It solicited orders ian Florida through local "independent
contractors” or brokers paid on a commission basis. These brokers were fur-
nished catalogues and samples, and forwarded orders to Scripto, out of state.
The Court noted that the seller was "charged with no tax--save when...he fails
or refuses to collect it” (362 US, at 211 4 L ed 2d at 664)21/ and that the
state "reimbursed[ed the seller]...for its service” as tax collector (362 US,
at 212, 4 L ed 2d at 664). The same 1s true in the present case.gg/ I do not
see how Scripto is [386 US 765] meaningfully distinguishable from this case.
In fact, Scripto involved the sale of a single article of commerce. The "ex-
ploitation™ of the state's market was by no means as pervasive or comprehensive
as it here involved, nor was there any reference to the company's use of the

state's credit institutions.
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The present case is, of course, not at all controlled by Miller Bros. Co. v.
Maryland, 347 US 340, 98 L ed 744, 74 S Ct 535 (1954). 1In that case, as this
Court said, the company sold its merchandise at its store in Delaware; there was
"no solicitation other than the incidental effects of general advertising...no
invasion or exploitation of the consumer market....” 347 US, at 347, 98 L ed at
749. As the Court noted in Scripto, supra, Miller Bros. was a case in which
there was "no regular, systematic displaying of its products by catalogs, sam—
ples or the 1like."” 362 US, at 212, 4 L ed 2d at 664. On contrary, in the
preseat case, appellant regularly sends not only its catalogue, but even bulk
mailings soliciting business addressed to "occupant,” and it offers and extends
credit to residents of Illinois based on their local financial references.

As the Court says, the test whether an out-of-state business must comply
with a state levy is variously formulated: “whether the state has given any-
thing for which it can ask return;"23/ whether the out-of-state business enjoys
the protection or benefits of the state;24/ whether there is a sufficient nexus;
"some definite link, some minimum connection, between a state and the person,
property, or transaction it seeks to tax."25/ However this is formulated, it
seems to me entirely clear that a mail order house engaged in the business of
regularly, systematically, and on a large scale offering merchandise for sale
in a state in competition with local retailers, and [386 US 766] soliciting
deferred-payment credit accounts from the state's residents, 1is not excused
from compliance with the state's use tax obligations by the Commerce Clause or
the Due Process Clause of the Constitution.

It is hardly worth remarking that appellant's expressions of consternation
and alarm at the burden which the mechanics of compliance with use tax obliga-
tions would place upon it and others similarly situated should aot give us
pause. The burden is no greater than that placed upon local retailers by com-
parable sales tax obligations; and the Court's response that these administra-
tive and recordkeeping requirements could "entangle” appellant's interstate
business in a welter of complicated obligations vastly underestimates the skill
of contemporary man and his machines. There is no doubt that the collect of
taxes from consumers is a burden; but it is no more of a burden on a mail order
house such as appellant located in another state than on an enterprise in the
same state which accepts orders by mail; and it is, indeed hardly more of a bur-
den than it is on any ordinary retail store in the taxing state.

1 would affirm.

NOTES

1/ 34 Il1 2d 164, 214 NE2d 755.

2/ 385 Us 809, 17 L ed 2d 50, 87 S Ct 58.
3/ 34 111 2d, at 166-167, 214 NE2d, at 757.
4/ 111 Rev Stat c 120, § 439.3 (1965).

5/ 1Ibid., § 439.5.
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10/

12/

14/

Ibid., § 439.11.
Ibid., § 439.14.

Ibid., § 439.12a.

Strictly speaking, there 1is no question of the connection or 1link be-
tween the state and “"the person...it seeks to tax.” For that person in
Miller Bros. Co. v. Maryland, 347 US 340, 98 L ed 744, 74 S Ct 535, in
Scripto Inc. v. Carson, 362 US 207, 4 L ed 2d 660, 80 S Ct 619, and in the
present case is the user of the goods to whom the out-of-state retailer
sells. National is not the person being directly taxed, but rather it is
asked to collect the tax from the user. It ig, however, made directly
liable for the payment of the tax whether collected or not. Ill Rev Stat

c 120, § 439.8 (1965).

National acknowledges 1its obligation to collect a use tax in Alabama,
Kansas, and Mississippl, since 1t has retail outlets in those states.

As of 1965, 11 states besides Illinois had use tax statutes which required
a seller like National to participate in the tax collection system. How-
ever, state taxing administrators appear to have generally considered an
advertising nexus insufficient. For they have testified that doubts as to
the Constitutionality of such statutes underlay their failure to take full
advantage of their statutory authority. Report of the Special Subcommittee
on State Taxation of Interstate Commerce of the House Committee on the Ju-
diciary, H.R. Rep. No. 565, 89th Cong., 1lst Sess., 631-635 (1965). These
doubts were substantiated by the only other state supreme court that has
considered the issue now before us. The Alabama Supreme Court, dealing
with a situation very much like the present one, found that this applica-
tion of the use tax statute would be invalid under the federal Constitution.
State v. Lane Bryant, Inc., 277 Ala 385, 171 So 24 91.

"Local sales taxes are imposed today [1965] by over 2,300 1localities
+...In most states, the local sales tax is complemented by a use tax." H.R.

Rep. No. 565, supra, at 872.

In 1964, there were seven different rates of sales and use taxes: 2, 2.25,
2.5, 3, 3.5, 4, and 5%Z. H.R. Rep. No. 565, supra, at 611-13, 607-08. The
State of Washington has recently added an eighth, 4.2%. Wash Rev Code §

82.12.020 (Supp 1965).

"The prevailing system requires [the seller] to administer rules which dif-
fer from one state to another and whose application--especially for the in-
dustrial retailer--turns on facts which are often too remote and uncertain
for the level of accuracy demanded by the prescribed system.” H.R. Rep.

No. 565, supra, at 673.

“"Given the broad spread of sales of even small and moderate sized com-
panies, it is clear that if just the localities which now impose the tax
were to realize anything like their potential of out-of-state registrants
the recordkeeping task of multistate sellers would be clearly intolerable.”

Ibid., at 882.
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15/

16/

17/

18/
19/

20/

21/

22/

23/
24/

25/

Congress has in fact recently evidenced an active interest in this area.
See Tit II, PL 86-272, 73 Stat 556, as amended by PL 87-17, 75 Stat 41,
which authorized the detailed congressional study of state taxation of in-
terstate commerce that resulted in H.R. Rep. No. 565, supra. See also H.R.
Rep. No. 2013, 89th Cong., 2d Sess. (1966).

Moody's Industrial Manual (1962).

Because thls case was tried on affidavits, reference has also been made to
the National Bellas Hess Catalogue, Spring and Summer 1967, to supplement
the picture of appellant's business afforded by the record.

This is the current rate in Pennsylvania. Pa Stat Ann, Tit 72, § 3403-201
(1964). See The World Almanac (1967, Newspaper Enterprise Assn.) 136-137.

U.S. Bureau of the Census, 1963 Census of Business, Retail Trade-Area
Statistics, pt 1, table 2, p. 1-8 (1966).

See Nelson v. Sears, Roebuck & Co., 312 US 359, 85 L ed 888, 61 S Ct 586,
132 ALR 475 (1941); Nelson v. Montgomery Ward, 312 US 373, 85 L ed 897, 61
S Ct 593 (1941).

Our observation in Nelson v. Sears, Roebuck & Co., 312 US 359, 365-366, 85
L ed 888, 892, 893, 61 S Ct 586, 132 ALR 475 (1941), is an apt response to
appellant's claim that it will not be able to collect all of the tax from
its purchasers: "[S]o far as assumed losses on tax collections are con-
cerned, respondent is in no position to found a Constitutional right on the
practical opportunities for tax avoidance which its method of doing busi-
ness affords Iowa residents, or to claim a Constitutional immunity because
it may elect to deliver the goods before the tax is paid.” Actually, 1t
appears that appellant's method of doing business is such as to minimize
the noncollection of the tax.

The Illinois statute provides for a "discount of 2% or $5 per calendar year,
whichever is greater...to reimburse the retailer for expenses incurred in
collecting the tax, keeping records, preparing and filing returns, remit-
ting the tax and supplying data...."” 111 Rev Stat c 120, § 439.9 (1965).
Appellant does not claim that this amount is inadequate to reimburse it
for its expenses in collecting the tax for the state.

Wisconsin v. J.C. Penney Co., 311 US 435, 444, 85 L ed 267, 270, 61 S

Ct 246, 130 ALR 1229 (1940).

Nelson v. Sears, Roebuck & Co., 312 US 359, 364, 85 L ed 888, 892, 61 S
Ct 586, 132 ALR 475 (1941).

Miller Bros. Co. v. Maryland, 347 US 340, 344-345, 98 L ed 744, 748, 74
L ed 535 (1954).
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Appendix E

U.S. Senate Bill 2811
TO PROVIDE A SIMPLIFIED AND UNIFORM PROCEDURE FOR
THE IMPOSITION, COLLECTION, AND ADMINISTRATION OF
STATE AND LOCAL SALES AND USE TAXES WITH
RESPECT TO INTERSTATE COMMERCE,....

In the Senate of the United States on December 13, 1973, Mr. Mondale intro-
duced the following bill: which was read twice and referred to the Committee on

Finance.

A Bill

To provide a simplified and uniform procedure for the imposition, collec-
tion, and administration of state and local sales and use taxes with respect to
interstate commerce, to reduce significantly the burden of tax compliance for
persons engaged in making sales in interstate commerce, and to eliminate re-
strictions on the taxing power of the states which now prevent them from se-
curing collection and remittance of such taxes on certain interstate sales.

Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled. That this act may be cited as the
"State Taxation of Interstate Commerce Act.”

Title I--Taxing Power

Sec. 101. Power of a State to Tax.

a) In General--Each state shall have power to require persons subject to
a uniform state and local tax (as defined in Section 303) to collect and remit

that tax on sales made by that person within that state.

b) Limitations--No state or political subdivision of a state may impose a
gsales tax or a use tax other than a uniform state and local tax described in
Section 303 imposed and administered in accordance with the provisions of this
Act with respect to the sale within that state or political subdivision of tan-

gible personal property by a person who:

1) does not have a business location in that state; or
2) does not regularly make household deliveries in that state (other
than by common carrier or the United States Postal Service).

Sec. 102. Voluntary Submission to Tax.

Notwithstanding the provisions of Section 101, a person who does not have a
business location in a state or political subdivision of that state, or who does
not regularly make household deliveries in that state or political subdivision,
may elect to become subject to the sales and use tax laws of that state or po-
1itical subdivision in lieu of being subject to the uniform state and local tax
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imposed by that state. A state or political subdivision of a state may require
such a person to collect and remit the sales or use tax imposed by that state
or political subdivision (instead of the uniform state and local tax imposed by
that state), but no state or political subdivision may require any person to
make such an election as a condition of doing business in that state or political
subdivision.

Sec. 103. Application of Tax.

A tax imposed by a state or political subdivision of a state in accordance
with the provisions of this act may apply to sales the destination of which is
in that state or political subdivision without regard to the location of the
place at which, or the method by which that sales was solicited, the location
of the place at which the order for the sale was accepted, the location of the
place from which the property which is the subject of the sales was shipped or
the method by which the property was shipped.

Sec. 104. Savings Provision for Certain Methods of Collection.

Nothing in this act prohibits any state or a political subdivision of a
state from requiring an advance payment of a sale or use tax to a seller as
agent for a state or political subdivision by a purchaser of tangible personal
property for resale and nothing in this act prevents a state or a political sub-
division of a state from requiring a seller to collect and remit such advance
payments as an agent for the state or political subdivision if credit for the
advance payment is allowed in determining sales tax liability of the purchaser
under statutory provisions in effect in that state or political subdivision on
December 31, 1973.

Title II--Rules for Application of Taxes

Sec. 201. Reduction of Multiple Taxation.

a) Taxation of Out-of-State Sales--No state or political subdivision of a
state may impose a sale or use tax or a uniform state and local tax with respect
to the sale of tangible personal property unless the destination of the sale is:

1) 1in that state; or

2) 1in a state or political subdivision of a state for which the tax
is required to be collected under a reciprocal collection agree-
ment authorized under Section 405.

b) Credit for Taxes Paid--No state or political subdivision of a state may
impose a sales tax, use tax or uniform state and local tax with respect to the
sale of tangible personal property on which such a tax, imposed by another state
or a political subdivision of that other state, has been paid unless the state
or political subdivision imposing the tax allows a credit against its tax for
the amount of the tax paid with respect to the property to the other state or
political subdivision. For purposes of determining the credit allowable under
a tax imposed in accordance with the provision of the preceding sentence:

1) a state is not required to permit a credit against a tax imposed
by it for any tax imposed by a political subdivision of another
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state; and
2) a political subdivision of a state is not required to permit a
credit against a tax imposed by it for any tax imposed by another

gtate.

c¢) Refund of Taxes—-No state or political subdivision of a state may im-
pose a sales tax, use tax or uniform state amnd local tax with respect to the
sale of tangible personal property unless that state or political subdivision
provides for the payment of a refund of that tax if such a tax is paid subse-
quently to another state or political subdivision with respect to that property
on account of a 1liability for the payment of the tax which arose before the 1i-
ability for the payment of the tax to that state or political subdivision arose.
The amount of the refund payable by the state or political subdivision under a
tax imposed in accordance with the provisions of the preceding sentence:

1) shall not, in the case of a state government, exceed the amount
of the tax imposed by the government of another state; and

2) shall not, in the case of a political subdivision of a state, ex-
ceed the amount of the tax imposed by the political subdivision
of another state which imposed the tax.

No state or political subdivision shall be required under this subsection to pay
a refund of tax if the application for that refund is filed with that state or
political subdivision more than one year after the date on which the tax on

which the refund is based was paid.

d) Limitation on Credit or Refund for Taxes Paid--No state or political
subdivision of a state shall be required to allow a credit under subsection (b)
or to pay a refund under subsection (c) with respect to a tax imposed by another
state or political subdivision of another state if that tax was measured by per-
iodic payments made under a lease prior to the sale, possession, storage, use, or
other consumption of the property with respect to which the tax is imposed in
that state or political subdivision imposing the tax. Nothing contained in this
act shall be construed to extend the period within which a refund of tax may be
made under the laws of any state or political subdivision of a state.

e) Vehicles and Fuels--Nothing in subsection (a) shall be construed to af-
fect the power of a state or a political subdivision of a state to impose or re-
quire the collection of a sales or use tax with respect to motor vehicles reg-
istered in that state. Nothing in this section shall be construed to affect the
power of a state or political subdivision of a state to impose or require the
collection of a sales or use tax with respect to motor vehicle fuels sold or

consumed in that state.

Section 202. Transportation Charges.

No state or political subdivision of a state shall have power to impose a
sales tax, use tax, or uniform state and local tax under which freight charges
or other charges for transporting the tangible personal property to which the
tax relates are used in determining the tax payable with respect to the sale or
use of that property 1f the freight charges or other charges are separately
stated in writing by the seller to the purchaser, and if such charges do not
exceed a reasonable charge for transportation by facilities of the seller or
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the charge for transportation by the carrier when the transportation 1is by
other than the seller's facilities.

Section 203. Exempt Sales.

a) In General--No state or political subdivision of a state shall have
power to impose a sales tax, use tax, or uniform state and local tax unless the
law under which that tax is imposed provides for the exemption from tax of sales
described in subsections (b), (c), (d), (e) and (f) in accordance with the pro-
visions of those subsections.

b) Sales for Resale——No Seller shall be liable for the collection or pay-
ment of a sales tax, use tax, or uniform state and local tax with respect to an
interstate sale of tangible personal property i1f the purchaser of such property
furnishes or has furnished to the seller a certificate or other written form of
evidence attesting to the fact that the property is being purchased for resale.
Any such certificate or other written form of evidence shall give the name and
address of the purchaser, his registration number, the citation for the exemp-
tion under the respective state and political subdivision law, and shall be
signed by the purchaser or his representative. Nothing in this subsection shall
relieve a seller of the liability for collecting and remitting an advance pay-
ment of a sales or use tax required to be made by a purchaser for which the
purchaser will receive a credit in determining liability of the purchaser under
statutory provisions in effect on December 31, 1973.

¢) Sales to the United States Government--No state or political subdivi-
sion thereof may impose a sales or use tax on tangible personal property sold
directly to the United States Government and no seller shall be required to
collect or remit a sales or use tax on such sales.

d) Sales for Transshipment--No seller shall be liable for the collection
or payment of a sales or use tax with respect to an interstate sale of tangible
personal property if the purchaser furnishes or has furnished to the seller a
statement in writing that the property will be transshipped from the destination
within the United States to a point outside the United States for use or con-
sumption outside the United States. Nothing in this subsection shall prevent
the imposition of a sales or use tax by a state or political subdivision on
property initially covered by this exemption upon its subsequent return to a
state or political subdivision for use or consumption.

e) Elective Exemptions--No seller shall be liable for the collection or
payment of a sales or use tax with respect to an interstate sale of tangible

personal property if the purchaser of such property furnishes or has furnished
to the seller:

1) a registration number or other form of identification indicating
that the purchaser is registered with the state or the political
subdivision thereof imposing the sales or use tax which is the
destination at which the property will be delivered to the pur-
chaser; and

2) a certificate from the state or political subdivision having jur-
isdiction to require seller collection of the tax setting forth a
legal citation under the laws of that state or political subdivi-
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sion which specifically exempts the property or transaction from
the tax imposed by that state or political subdivision.

f) Retention of Certificates-—Any certificate required under subsections
(b) through (e) shall be retained by the seller and made available by him to any
taxing authority for inspection for 36 months after the date of the sale to which
it relates. No sale shall be treated as a sale described in any of those subsec—
tions unless the seller can make the certificate relating to that sale available
to the taxing authority requesting inspection of it during that 36-month period.

Sec. 204. Accounting Requirements.

Any state which imposes a uniform state and local tax in accordance with
the provisions of this act may require any person engaged in the business of
selling property to which that tax applies to collect that tax and remit it to
the state and to maintain such records and information as may be necessary for
the proper administration of that tax, but no state shall have power to require
that person to account for sales on the basis of any geographic or political

subdivision of the state.

Title ITI--Definitions and Rules

Sec. 301. Sales Tax.

The term "sales tax™ means any tax imposed with respect to retail sales, and
measured by the sales price of tangible personal property or services with re-
spect thereto, which is required by state Jaw to be stated separately from the
sale price by the seller, or which is customarily stated separately from the

sales price.

Sec. 302. Use Tax.

The term "use tax"” means a tax imposed only once with respect to the exer-
cise or enjoyment of any right of ownership or use of, or of any power over,
tangible personal property incident to the ownership or possession of that prop-
erty under lease or otherwise (including the consumption, holding, retention, or
other use of that property) which 1s measured by the purchase price or value of

the property.
Sec. 303. Uniform State and Local Tax.

a) In General--The term "uniform state and local tax” means a sales or use
tax, or a combined sales and use tax, certified to the Secretary of Commerce of
the United States by the chief executive officer of a state as the single sales,
use, or combined sales and use tax imposed by that state on:

1) sales with a destination in that state of tangible personal prop-
erty by a person who does not maintain a place of business in the
state or make regular household deliveries 1in the state; or

2) the use of tangible personal property in that state acquired by
purchase, by a resident of that state, from such a person.

b) Rate of Tax—-
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1) Sales Tax--If the uniform state and local tax is a sales tax, it
shall be a percentage of the amount of any sale to which it ap-
plies. That percentage shall not exceed the sum of:

A) the percentage rate applicable under any sales tax im-
posed by the government of the state to sales of such prop-
erty sold within the state by residents of that state;
and

B) a percentage rate equal to a fraction, the numerator of
which is the sum of the revenues of each political subdivi-
sion within that state from sales taxes imposed by such po-
litical subdivisions on sales of such property during the
most recent fiscal year for which data 1is available (ad-
justed for any change in the rate of such sales taxes),
and the denominator of which is the sum of the amounts of
the sales to which such sales taxes applied.

2) Use Tax--If the uniform state and local tax is a use tax, it shall
be a percentage of the value of the property to which it applies.
That percentage shall not exceed the sum of:

A) the percentage rate applicable under any use tax imposed by
the government of the state on the use of such property by
residents of that state which is acquired by purchase from
other residents of that state; and

B) a percentage rate equal to a fraction, the numerator of
which is the sum of the revenues of each political subdivi-
sion within that state from use taxes imposed by such po-
litical subdivisions on the use of such property for the
most recent fiscal year for which data 1is available (ad-
justed for any change in the rate of such use taxes), and
the denominator of which is the sum of the values of the
property to which such use taxes applied.

3) Combined Sales and Use Tax—-If the uniform state and local tax
is a combined sales and use tax, the sales tax portion shall be
determined under paragraph (1) and the use tax portion shall be
determined under paragraph (2).

Sec. 304. Sale, Sales Prices, Purchase Price.

The terms "sale," "sales price,” and "purchase price” include (but are not
limited meaning to) amounts paid under leases and rental payments for the use
of property and amounts paid for services which are defined as taxable services
under the laws of a state or political subdivision thereof.

Sec. 305. Interstate Sale.

The term "interstate sale” means a sale in which tangible personal property

sold is shipped or delivered to the purchaser in a state from a point outside
that state.

Sec. 306. Destination.
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The term "destination of a sale” means the state or political subdivision
in which possession of the property 1s physically transferred to the purchaser
or to which the property is shipped to the purchaser regardless of the free on
board point or other conditions of the sale.

Sec. 307. Business Location.

A person shall not be considered to have a business location within a
state or political subdivision unless he:

1) owns or leases real property within that state or political subdivision;

2) has an employee located within that state or political subdivision;

3) regularly maintains a stock of tangible personal property in that
state or political subdivision for sale in the ordinary course of his
business; or

4) 1is engaged in the business of leasing tangible personal property to
other persons for use in that state or political subdivision.

For purposes of paragraph (3), property held by a consignee under consignment
and offered for sale by him on his own account shall not be considered as stock
maintained by the consignor, and property held by a purchaser under a sale or
return arrangement shall not be considered a stock maintained by the person who
furnished the stock to the purchaser under that arrangement. If a person has a
business location in a state or a political subdivision solely on account of
paragraph (4), he shall be considered to have a business location in that state

or political subdivision only with respect to such property.

Sec. 308. Location of Employee.

a) In General-—-An employer shall be considered to have any employee lo-
cated within a state or political subdivision if the employee's service for the
employer is performed entirely or primarily in that state or political subdivi-
sion. An employer shall not be considered to have an employee located 1in a
state or political subdivision 1if the employee's activities on behalf of his
employer within that state or political subdivision consists entirely of:

1) the solicitation of orders for sales of tangible personal prop-
erty which are sent outside the state or political subdivision for
approval and which are filled by shipment or delivery from outside
that state or political subdivision; or

2) the solicitation of orders in the names of, or for the benefit of,
a prospective customer of the employer if those orders are orders

described in paragraph (1).

b) Employees of Contractors and Extractors--If the employer 1is engaged in
the performance of a contract for the construction of improvements on, or to
real property in a state or political subdivision or of a contract for the ex-
traction of natural resources located in a state or political subdivision, an
employee whose services are related primarily to the performance of the contract
shall be considered to be located in that state or political subdivision. This
subsection shall not apply with respect to services performed in installing or
repairing tangible personal property which is the subject of interstate sale by
the employer, 1if such installing or repairing is incidental to the sale.
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c) The term "employee"” has the same meaning as it has for purposes of fed-
eral income tax withholding under Chapter 24 of the Internal Revenue Code of
1954.

Sec. 309. State.

The term “"state” means the several states of the United States and the
District of Columbia.

Sec. 310. State Law.

References in this act to "state law” and "laws of the state,” include the
constitution, statutes and other legislative acts, judicial decisions, and ad-

ministrative regulations and rulings of a state and of any political subdivision.

Title IV--Miscellaneous Provisions

Sec. 401. Prohibition Against Discrimination Based on Out—-of-State Occurrences.

No state or political subdivision of a state may impose a sales tax, use
tax, or uniform state and local tax under which a person liable for the payment
or collection of that tax is liable for the payment or collection of a higher
rate of tax than any other person subject to that sales, use, or uniform state
and local tax because:

1) he is incorporated or qualified to do business in another state
or political subdivision, or because he engages in any activity
in another state or political subdivision;

2) he 1is taxable under the laws of another state or political sub-
division of that state; or

3) other persons (including any agency of a state or political sub-
division of a state) are engaged in activities in another state
or political subdivision of that state which affect him.

The application of a uniform state and local tax to a person at a higher rate
of tax than the combined state and local sales or use tax might otherwise be
applicable to such person (if he made an election under Section 102) is not a
violation of the provisions of the preceding sentence.

Sec. 402. Permissible Audits.

a) Audits by State and Political Subdivisions--Any state or political sub-
division of a state which imposes a sales tax or use tax (but not a uniform state
and local tax) shall have power, independently or in combination with any other
state or political subdivision or group of states or political subdivisions, to
conduct audits of the records of any person who is liable for the payment or
collection of that tax.

b) Audits by State Only--If any state imposes a uniform state and local
tax, only the state shall have the power, independently or in combination with
any other state or group of states who have also imposed such a tax, to conduct
audits of the records of any person who is liable for the payment or collection
of that tax.
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Sec. 403. Limitation on Audits.

No state or political subdivision shall conduct an audit in combination
with any other state or political subdivision of a state unless it certifies to
the person subject to the audit that any information obtained as a result of
the audit will remain confidential between parties to the joint audit and will
be used to establish tax liability with respect to the period covered by the
audit only. If a state or political subdivision of a state audits a person in
accordance with the provisions of this section it may not subsequently conduct
an audit of that person for a prior taxable period, unless the person and the
state or political subdivision shall have previously entered into an agreement,
binding upon both parties under the laws of the state or political subdivision,
under which liability for such prior period may be determined. The preceding
sentence does not apply to any audit of such a prior taxable period if the state
or political subdivision is permitted, under Section 406(b), to make an assess-

ment with respect to that period.

Section 404. Prohibition Against Audit Charges.

No charge may be imposed upon a person audited by a state or political sub-
division thereof to cover any part of the cost of conducting that audit outside

that state or political subdivision, respectively.

Sec. 405. Reciprocal Collection Agreements.

The Congress hereby gives its consent to agreements between and among states
under which one state will undertake to collect a sales tax, use tax, or uniform
state and local tax imposed by another state whenever the person liable for the
payment or collection of such tax has a business location in the state which un-
dertakes the collection but not in the state which imposes the tax, but such
agreements shall not provide for the collection of tax with respect to a sale or
use of tangible personal property which is not taxable under the laws of the

state which imposes the tax.
Sec. 406. Liability with Respect to Unassessed Taxes.

a) Limitation on Assessment Period-—~Except as provided in subsection (b),
no state or political subdivision thereof shall have the power, after the date
of enactment of this act, to assess against any person for any period ending on
or before such date a sales or use tax with respect to tangible personal prop-

erty, if during such period that person:

1) was not registered in the state or political subdivision for the

purpose of collecting tax;

2) had no business location in the state or political subdivision;

3) did not regularly engage in the household delivery of property in
the state or political subdivision (other than by common carrier
or United States Postal Service); or

4) did not regularly solicit orders for the sale of tangible personal
property by salesmen, solicitors, or other representatives in the

state or political subdivision.
b) Extension Where Required by Law--A state or political subdivision may
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make an assessment covering a period prior to enactment of this act if the state
or political subdivision and the person subject to the tax where legally bound
by agreement contract decision of any court having jurisdiction or statutory or
Constitutional provision to determine liability after enactment of this act.

Title V--Administrative Provisions

Sec. 501. Return Forms.

a) In General--

1)

2)

3

4)

Sales or Use Tax Returns—-—A state or a political subdivision of a
state may require the filing of returns by persons liable for the
payment of any sales tax or use tax imposed by that state or po-—
litical subdivision (other than a uniform state and local tax).

Uniform State and Local Tax Returns——A state which imposes a uni-
form state and local tax applicable only to persons who d6 not have
a business location within that state or who do not regularly make
parcel deliveries in that state, may not require such a person to
file a return containing information other than:

A) the name and address of such person;

B) the federal employer identification number of such person;

C) the type of report;

D) the period covered by the report;

E) the gross sales of that person within the state or political
subdivision;

F) the total amount of sales by that person within the state
which are exempt from such tax;

G) the sales of such person within that state or political sub-
division which are subject to tax; and

H) the 1liability of that person for the payment or collection
of tax.

Standard Form—-The Secretary of Commerce shall make available to
the states a standard form for the return of the uniform state
and local tax which shall be used by any state which imposes such
a tax.

Time for Filing--A state or political subdivision of that state may
require returns described in paragraph (2) to be filed with it no
later than 30 days after the end of each calendar quarter with re-
spect to taxes for that quarter but shall permit any taxpayer re-
quired to file such a return to elect at such time and in such
manner as that state or political subdivision may by law prescribe
to file such return not later than the last day of each month with
respect to taxes for the preceding month.

b) Annual Summary--Any person liable for the payment or collection of any
tax to which this act applies shall file annually with his federal income tax re-
turn a schedule showing gross receipts from the sale of tangible personal prop-
erty within each state. The Secretary of the Treasury shall provide the infor-
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mation shown on such schedules to the appropriate officers within each state
engaged in the administration of the tax laws of that state. Failure to file
such a schedule is punishable by a fine of not to exceed $1,000, imprisonment for

one year, or both.

Sec. 502. Exemption for Minimum Sales of Tangible Personal Property in Inter-
state Commerce.

No state or political subdivision of a state shall have power to impose a
uniform state and local tax on the sale of tangible personal property within that
state or political subdivision as the case may be with respect to any person who
does not sell tangible personal property for a price in the aggregate in excess
of $10,000 within that state during the calendar year.

Title VI--Remedy, Effective Date

Sec. 601. Remedy.

Any person who is liable for the payment of a tax imposed by a state or po-
litical subdivision with respect to the sale of tangible personal property with-
in that state may notwithstanding any other provision of law, bring an action in
any district court of the United States for a district located within that state
for a declaratory judgment with respect to whether the law under which that tax

is imposed meets the requirements of this act.

Sec. 602. Effective Date.

Except as provided in Sections 403 and 406, this act shall apply to the sale
or use of a tangible personal property occurring after January 1, 1976.

Sec. 603. Nonseparability.

It is the intention of the Congress in enacting this act to provide a single
integrated statutory framework for the state taxation of interstate commerce.
If any provision of this act, or the application thereof to any person or circum-
stance 1s held invalid under the Constitution by any court of the United States,
then if such holding is not appealed, the remainder of this act shall cease to
be effective on the day after the last date on which an appeal could have been

timely filed with respect to such holding.

-131-



U.S. Senate Bill 983
TO REGULATE AND FOSTER COMMERCE AMONG THE STATES BY
PROVIDING A SYSTEM FOR THE TAXATION OF INTERSTATE COMMERCE

April 23 (legislative day, April 9) 1979

Mr. Mathias introduced the following bill; which was read twice and refer-
red to the Committee on Finance.

A Bill
Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled, that this act may be cited as the “In-
terstate Taxation Act of 1979."

Title I-—-Sales and Use Taxes

Part A--Jurisdiction and Administration
Sec. 10l. Uniform Jurisdictional Standards.

a) State Standard--No state shall have power to require a person to col-
lect a sales or use tax with respect to a sale or use of tangible personal
property unless that person:

1) has a business location in that state;

2) regularly solicits orders for the sale of tangible personal pro-
perty by means of salesmen, solicitors, or representatives in that
state, unless his activity in that state consists solely of soli-
citation by direct mail or advertising by means of printed peri-
odicals, radio, or television; or

3) regularly engages in the delivery of tangible personal property
in that state other than by common carrier or United State Postal
Service.

b) Political Subdivision Standard--No Political subdivision of a state
shall have power to require a person to collect a sales or use tax with respect
to a sale or use of tangible personal property unless that person:

1) has a business location in that political subdivision;

2) regularly solicits orders for the sale of tangible personal prop-
erty by means of salesmen, solicitors, or representatives in that
political subdivision, unless his activity in that political sub-
division consists solely of solicitation by direct mail or adver-
tising by means of printed periodicals, radio, or television; or

3) regularly engages in the delivery of tangible personal property
in that political subdivision other than by common carrier or
United States Postal Service.

c) Freight Charges Incident to Interstate Sales—-Where the freight and
other charges for transporting tangible personal property to a purchaser inci-
dent to an interstate sale are not included in the purchase price but are stated
separately by the seller, no state or political subdivision thereof shall have
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power to include such charges in the measure of a sales or use tax imposed with
respect to the sale or use of such property.

Sec. 102. Reduction of Multiple Taxation.

a) Destination in State; Cooperative Agreements Between States--A state
may impose a sales tax or require a seller to collect a sales or use tax with
respect to an interstate sale of tangible personal property only if the destina-

tion of the sales is:

1) 1in that state; or
2) 1in a state or political subdivision for which the tax is required

to be collected by an agreement between the state of destination
and the state requiring such collection, and the seller has a
business location in the state requiring such collection.

b) Destination in Political Subdivision—-A political subdivision of a
state may impose a sales tax or require a seller to collect a sales or use tax
with respect to an interstate sale of tangible personal property only if the
destination of the sale is in that political subdivision.

¢) Limitation--Notwithstanding Section 101 and subsections (a) and (b) of
this section, no state or political subdivision thereof shall have power to re-
quire an out~of-state seller to collect a sales or use tax with respect to an
interstate sale of tangible personal property with a destination in that state
if such seller's annual receipts from taxable retail sales of tangible personal
property with a destination in that state are less than $20,000, except that
this limitation shall not be effective to the extent that such seller has, in
fact, collected a separately stated sales or use tax from the purchaser. 1In
determining whether the foregoing limitation applies, an out-of-state seller
shall be deemed to have less than $20,000 in annual receipts from taxable re-
tail sales of tangible personal property with a destination in a state if such
seller's receipts from such sales during the preceding calendar year did not

exceed $20,000.

d) Credit for Prior Taxes—-The amount of any use tax imposed by a state
or political subdivision thereof with respect to tangible personal property
shall be reduced by the amount of any sales or use tax previously paid by the
taxpayer with respect to the same property on account of liability to another

state or political subdivision thereof.

e) Refunds-—A person who pays a use tax imposed with respect to tangible
personal property shall be entitled to a refund from the state or political
subdivison thereof imposing the tax, up to the amount of the tax so paid, for
any sales or use tax subsequently paid to the seller with respect to the same
property on account of prior liability to another state or political subdivi-

sion thereof.
f) Vehicles, Boats, and Motor Fuels--

1) Vehicles and Boats--Nothing in subsection (a) or (b) shall affect
the power of a state or political subdivision thereof to impose
or require the collection of a sales or use tax with respect to
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motor vehicles and boats registered in that state.

2) Fuels——-Nothing in this section shall affect the power of a state
or political subdivision thereof to impose or require the collec-
tion of a sales or use tax with respect to motor fuels consumed
in that state.

Sec. 103. Sales to Registered Business Purchase; Exempt Sales Certifies as Such
by Purchaser.

No seller shall be liable for the collection or payment of a sales or use
tax with respect to an interstate sale of tangible personal property if the pur-
chaser of such property furnishes or has furnished to the seller:

1) a statement indicating that the purchaser is registered with the
jurisdiction imposing the tax to collect or pay such tax; or

2) a certificate or other form of evidence indicating the basis for
exemption or other reason the seller is not required to collect
or pay such tax.

Any statement, certificate, or other form of evidence furnished for purpose of
paragraph (1) or (2) shall be in writing, shall give the name and address of the
purchaser and his registration number, if any, and shall be signed by the pur-
chaser or his representative. Nothing in this section shall 1limit the liability
of a seller who, at the time of receipt of a statement, certificate, or other
form of evidence furnished by a purchaser for purposes of paragraph (1) or (2),
has actual knowledge that such document is false or inaccurate.

Sec. 104. Sales by Certain Out-Of-State Sellers.

a) Election to Collect Tax Certified by Purchaser--With respect to any
calendar year, an out-of-state seller who has less thamn $100,000 annually in
taxable sales of tangible personable property with a destination in a state may,
in lieu of collecting any sales or use tax which that state or a political sub-
division thereof may require to be collected under Sections 101 and 102, elect
to collect and remit to that state a combined state and local sales or use tax
at a rate or in an amount which shall be certified to such seller by the pur-
chaser as being the correct rate or amount applicable to the sale. Any such
certification shall be in writing, shall give the name and address of the pur-
chaser and his registration number, if any, and shall be signed by the purchaser
or his representative. Nothing in this section shall 1limit the liability of an
out-of-state seller who has made an election under this subsection and who, at
the time of receipt of a purchaser's certification of the correct rate or amount
of tax applicable to an interstate sale with a destination in a state to which

such election applies, has actual knowledge that such certification is false or
inaccurate.

b) Fallure of Purchaser to Certify Correct Rate or Amount of Tax—-If an
election under subsgsection (a) is in effect with respect to a state, and a pur-
chaser in that state who purchases tangible personal property from the electing
out-of-state seller fails or refuses to certify to such seller the correct rate
or amount of sales or use tax applicable to the sale, such seller shall collect
and remit the highest combined state and local sales or use tax which could be
imposed with respect to any interstate sale having a destination in that state
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and shall in no way be liable to such purchaser for any excess of the tax so
collected over the correct amount of tax applicable to the sale.

c) Determination of Annual Taxable Sales in a State--For purposes of de-
termining whether an out—-of-state seller is eligible to make an election under
subsection (a) with respect to any calendar year, such seller shall be deemed
to have less than $100,000 annually in taxable sales of tangible personal prop-
erty with a destination in a state if such seller's receipts from such sales
during the preceding calendar year did not exceed $100,000.

d) Administration--No state may require an out-of-state seller who elects
under subsection (a) to collect combined state and local sales and use taxes
pursuant to purchasers' certifications of the correct rates or amounts of such
taxes to remit the taxes so collected more frequently than once each calendar
quarter. A state may require such a seller to maintain such records, certifica-
tions and other information as may be necessary for the proper administration
of such taxes, but may not require such a seller to classify or otherwise account
for the sales to which such taxes relate according to geographic areas of that
state in any manner whatsoever, including classification by political subdivi-

sion.

e) Standard Form or Return—--The Secretary of Commerce of the United States
shall prescribe a standard form of return for the combined state and local sales
and use taxes collected by an out-of-state seller who has made an election under
subsection (a), and no state or political subdivision thereof may require such
seller to file, with respect to such taxes, a form of return other than such
standard form. The filing of a certified duplicate copy of such standard form
incorporating the information required for all states with respect to which such
seller has made an election under subsection (a) shall be accepted in lieu of

the filing of a separate return for each such state.

Sec. 105. Accounting for Local Taxes.

No seller shall be required by a state or political subdivision thereof to
classify interstate sales for sales or use tax accounting purposes according to
geographic areas of that state in any manner other than to account for interstate
sales with destinations in political subdivisions in which the seller has a

business location or regularly makes household deliveries.

Sec. 106. Savings Provisidns.

a) Use Taxes—-Nothing in this Act shall prohibit a state or political sub-

division thereof from imposing and collecting a use tax from a purchaser or user
with respect to use in that state or political subdivision of tangible personal

property:
1) acquired in an interstate sale from an out-of-state seller who is
not required to collect such a tax with respect to such sale; or

2) acquired outside that state or political subdivision and brought
into that state or political subdivision by such purchaser or

user.

b) Correct Tax Not Collected--Nothing in this Act shall prohibit a state
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or political subdivision thereof from collecting a sales or use tax from a per-
son who purchases tangible personal property in an Interstate sale if for any
reason, including an incorrect or invalid certification or representation made
by such purchaser with respect to the tax-exempt status of such sale or, in the
case of a purchase from an out-of-state seller having made an election under
Section 104(a), with respect to the correct rate or amount of tax applicable to
such sale, the seller has not collected the correct amount of sales or use tax
from such purchaser. This subsection shall not apply if the seller has collec~
ted the correct amount of tax from the purchaser but has failed to remit such
tax to the state.

c) Certain Advance Payments--Nothing in this act shall prohibit a state
or political subdivision thereof from requiring a purchaser of tangible per-
sonal property for resale to make an advance payment of a sales or use tax to
the seller of such property, or from requiring such seller to act as agent
for such state or political subdivision and in that capacity to collect and
remit such advance payment: Provided, that credit for such advance payment
is allowed in determining the sales or use tax liability of the purchaser and
provided that all the foregoing requirements are imposed pursuant to laws of
such state or political subdivison which were in effect on December 31, 1974.

Sec. 107. Liability with Respect to Unassessed Taxes.

a) Periods Ending Prior to Enactment Date--No state or political subdivi-
sion thereof shall have the power, after the date of the enactment of this act,
to assess against any person for any period ending on or before such date in or
for which that person became liable for the tax involved, a sales or use tax with
respect to tangible personal property, unless during such period that person:

1) had a business location in that state;

2) regularly solicited orders for the sale of tangible personal prop-
erty by means of employees present in that state, unless his acti-
vity in that state consisted solely of solicitation by direct mail
or advertising by means of printed periodicals, radio or televi-
sion; or

3) regularly engaged in the delivery of tangible personal property
in that state other than by common carrier or United States Pos-
tal Service.

b) Certain Prior Assessments and Collections—-The provisions of subsec-
tion (a) shall not be construed:

1) to invalidate the collection of a tax prior to the time assess-
ment became barred under subsection (a); or

2) to prohibit the collection of a tax at or after the time assess-
ment became barred under subsection (a), if the tax was assessed
prior to such time.

Part B--Definition and Rules

Sec. 151. Sales Tax, Sale, Sales Price.

A "sales tax” 1is any tax 1imposed with respect to, and measured by the
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sales price of, the sale of tangible personal property or services with respect
to such a sale, and which tax is required by state law to be stated separately
from the sales price by the seller or is customarily stated separately from the
sales price. The term "sale” includes any lease or rental of tangible personal
property and the term “sales price” includes receipts from any such lease or

rental.

Sec. 152. Use Tax.

A "use tax" is any nonrecurring tax, other than a sales tax, which is im-
posed on, or with respect to the exercise or enjoyment of any right or power ov-
er tangible personal property incident to the ownership of that property or the
leasing of that property from another, including any consumption, keeping, re-
tention, or other use of tangible personal property.

Sec. 153. Interstate Sale.

An "interstate sale” means a sale in which the tangible personal property
sold is shipped or delivered to the purchaser in a state from a point outside

that state.

Sec. 154. State.

The term “"state” wherever used in this act means the District of Columbia
or any of the 50 states of the United States.

Sec. 155. Desgstination.

The “destination” of a sale is in the state or political subdivision in
which possession of the property is physically transferred to the purchaser, or
to which the property is shipped to the purchaser regardless of the free on

board point or other conditions of the sale.

Sec. 156. Out-of-State Seller.

An "out-of-state seller” with respect to any state is a seller who does not
have a business location in that state.

Sec. 157. Business Location.

A person shall be considered to have a "business location” within a state
only if that person:

1) owns or leases real property within that state;

2) has one or more employees located in that state; or

3) regularly maintains a stock of tangible personal property in that
gtate for sale in the ordinary course of his business.

For purposes of paragraph (3), property which is on consignment in the hands of
a consignee and is offered for sale by such consignee shall not be considered
as stock maintained by the consignor, and property which is in the hands of a
purchaser under a sale or return arrangement shall not be considered as stock

maintained by the seller.
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Sec. 158. Location of Property.

Property shall be considered to be located in a state if it is physically
present in that state.

Sec. 159. Location of Employee.

a) General Rule--An employee shall be considered to be located in a state
if:

1) the service of such employee is localized in that state; or

2) the service of such employee is not localized in any state but
some of such service is performed in that state and such employee's
base of operations is in that state.

b) Localization of Service--An employee's service shall be considered to
be localized in a state if:

1) such service is performed entirely within that state; or

2) such service is performed both within and without the state, but
the service performed without that state 1is incidental to the
service performed within that state.

c¢) Base of Operations--An employee's base of operations 1s that single
place of business, having a permanent location, which is maintained by his em-
ployer, and from which he regularly commences his activities and to which he
regularly returns in order to perform the functions necessary to the exercise
of his trade or profession.

d) Continuation of Minimum Jurisdictional Standard-—An employee shall not
be considered to be located in a state if his business activities within that
state on behalf of his employer are limited to any one or more of the following:

1) The solicitation of orders for sales of tangible personal prop-
erty, which orders are sent outside that state for approval or
rejection and (if approved) are filled by shipment or delivery
from a point outside the state.

2) The solicitation of orders for sales of, or for the benefit of a
prospective customer of his employer, if orders by such customer
to such employer to enable such customers to fill orders result-
ing from such solicitation are orders described in paragraph (1).

3) The installing or repairing of tangible personal property which
is the subject of an interstate sale by the employer, if such in-
stallation or repair is incidental to the sale.

This subsection shall not apply with respect to business activities carried on
by one or more employees within a state if the employer (without regard to those
employees) has a business location in that state.

e) Employees of Contractors and Extractors--1f the employer is engaged in
the performance of a contract for the construction of improvements on, or to
real property in a state or of a contract for the extraction of natural re-
sources located in a state, an employee whose services in that state are re-
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lated primarily to the performance of such contract shall be presumed to be lo-
cated in that state. This subsection shall not apply with respect to services
performed in installing or repairing tangible property which is the subject of
an interstate sale by the employer, 1if such installation or repair is incidental

to the sale.

f) Employee--No person shall be considered an employee of an employer un-
less such person is an employee of such employer for purposes of federal income
tax withholding under Chapter 24 of the Internal Revenue Code of 1954, as

amended.

Sec. 160. Household Deliveries.

A seller makes household deliveries in a state or political subdivision 1if
he delivers goods, otherwise than by common carrier or United States Postal Ser-
vice, to the dwelling place of his purchasers located in that state or politi-

cal subdivision.

Sec. 161. Limitation on Applicability.

Except as otherwise expressly provided in this act, the definitions and
rules set forth in this part shall apply only for purposes of this title.

Title II--Gross Receipts Taxes

Part A--Jurisdiction

Sec. 201. Uniform Jurisdiction Standard.

No state or political subdivision thereof shall have power to impose a gross
receipts tax with respect to the interstate sale of tangible personal property
unless the sale is solicited directly through a business office of the seller in

the state or political subdivision.

Sec. 202. Savings Provision.

Nothing in this act shall prohibit a state or political subdivision thereof
from imposing and collecting a gross receipts tax om activities occurring entire-
ly within that state or political subdivision, including any tax imposed with re-
spect to the extraction of oil, coal, minerals, or other natural resources lo-

cated within that state or political subdivision.

Part B—-Definitions

Sec. 251. Gross Recelpts Tax.

For purposes of this title, a "gross receipts tax” is any tax, other than
a sales tax, which is imposed on or measured by the gross volume of business
(whether in terms of gross receipts or in other terms), which is applicable to
commercial or manufacturing business in general, and in the determination of
which no deduction 1is allowed which would constitute the tax a net income tax.

Sec. 252. Business Office.
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For purposes of this title, a seller shall be considered to have a "busi-
ness office” in a state or political subdivision only if that seller:

1) owns or leases real property within the state or political sub-
division; or

2) regularly maintains a stock of tangible personal property in
that state or political subdivison for sale in the ordinary
course of his business.

For purposes of paragraph (1), a seller shall not be considered as owning or
leasing real property which 1s owned or leased by that seller's employee, un-—
less that seller pays the costs of owning or leasing such property. For pur-
poses of paragraph (2), property which is on consignment in the hands of a con-
signee and is offered for sale by such consignee on his own account shall not
be considered as stock maintained by the consignor, and property which is in
the hands of a purchaser under a sale or return arrangement shall not be con-
gidered as stock maintained by the seller.

Sec. 253. Other Definitions.

For purposes of this title, the terms "sales tax,” “state”™ and "interstate
sale” have the same meaning as such terms have for purposes of Title I of this
act, and the term "net 1uncome tax” has the same meaning as such term has for
purposes of Title III of this act.

Title III--Net Income Taxes

Part A--Apportionable and Allocable Income
Sec. 301. Optional Three-Factor Formula.

A state or political subdivision thereof may not impose for any taxable year
on a corporation taxable in more than one state, other than an excluded corpora-
tion, a net income tax measured by an amount of net income in excess of the
amount determined by (1) multiplying the corporation's base by an apportionment
fraction which is the average of the corporation's equally weighted property,
payroll and sales factors for that state for the taxable year and (2) adding to
the amount determined under clause (1) the amount of income allocable to that
state for the taxable year. For this purpose, the base to which the apportion-
ment fraction is applied shall be the corporation's apportionable income as de-
fined in this title for that taxable year. WNo state shall, by reason of not
including dividends or foreign source income in apportionable income, make any
offsetting adjustment of an otherwise allowable deduction which is unrelated to
such excluded dividend or foreign source income.

Sec. 302. 1Income Allocable to a State; Exclusions from Apportionable and Al-
locable Income.

Dividends received from corporations in which the taxpaying corporation
owns less than 507 of the voting stock, other than dividends which constitute
foreign source income, are income allocable to the state of commercial domicile
of such taxpaying corporation and are not apportionable or allocable to any
other state. No dividends received from corporations in which the taxpaying
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corporation owns 50% or more of the voting stock and no foreign source income of
such taxpaying corporation shall be apportionable or allocable to any state.

Sec. 303. Combined or Consolidated Reporting.

a) Except as otherwise provided in subsection (b), a state may require,
or a corporation may elect, that the taxable income of the corporation be de-
termined by reference to the combined or consolidated net income and the com-
bined or consolidated apportionment factors of all affiliated corporations in
the affiliated group of which the corporation is a member.

b) For purposes of subsection (a), no state may require, and no corpora-
tion may elect, that a combination or consolidation of an affiliated group in-

clude:

1) any excluded corporation; or
2) any corporation, substantially all the income of which is derived

from sources without the United States.

For purposes of paragraph (2), substantially all the income of a corporation
(whether a domestic or a foreign corporation) shall be deemed to be derived from
sources without the United States 1f 807 or more of its gross income is derived
from sources without the United States in the current taxable year and in each
of the two preceding taxable years (excluding any period during which such

corporation was not in existence).

c) Nothing in this title shall preclude the determination of combined or
consolidated income on a basis acceptable to both the state and the taxpaying

corporation.

Part B—-Definitions and Rules

Sec. 351. Net Income Tax.

A "net income tax" is a tax which is imposed on or measured by net income.

Sec. 352. Excluded Corporation.
An "excluded corporation” is any of the following:

1) Any bank, trust company, savings bank, industrial bank, land bank,
safe deposit company, private banker, small loan association,
credit union, cooperative bank, small loan company, sales finance
company, or investment company, or any type of insurance company,
or any corporation which derives 90% or more of its gross income
from interest (including discount).

2) Any corporation more than 50% of the ordinary gross income of
which for the taxable year 1s derived from regularly carrying on
any one or more of the following business activities:

A) the transportation for hire of property or passengers, in-
cluding the rendering by the transporter of services inci-

dental to such transportation;
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B) the sale of electrical energy or water; or
C) the furnishing of public telegraph or intrastate telephone
services.

Sec. 353. Affiliated Corporations.

Two or more corporations are "affiliated” if they are members of the same
group comprised of one or more corporate members connected through stock owner-
ship with a common owner, which may be either corporate or noncorporate, in the
following manner:

1) more than 50% of the voting stock of each member other than the
common owner is owned directly by one or more of the other mem-—
bers; and

2) more than 50% of the voting stock of at least one of the members
other than the common owner is owned directly by the common owner.

Sec. 354. Apportionable Income.

Except to the extent otherwise provided in Section 301 or Section 302, the
"apportionable income” of a corporation means its net income subject to appor-
tionment as determined under the laws of the taxing state.

Sec. 355. Property Factor.

a) In General--A corporation's property factor for any state is a fraction,
the numerator of which is the average value of the corporation's real and tan-
gible personal property owned and used or rented and used during the taxable year
and located in that state and the denominator of which is the average value of
all corporation's real and tangible personal property owned and used or rented
and used during the taxable year and located everywhere, except that such denom-
inator shall not include any property which the state or the corporation deter-
mines to exclude pursuant to Section 358(c).

b) Standards for Valuing Property in Property Factor--

1) Owned Property—--Property owned by the corporation shall be val-
ued at its original cost.

2) Rented Property--Property rented to the corporation shall be
valued at eight times the net rents payable by the corporation
during the taxable year. Net rent is the gross rent payable by
the corporation less rent received by the corporation from sub-
rentals.

Sec. 356. Payroll Factor.

a) In General--A corporation's payroll factor for a state is a fraction,
the numerator of which is the amount of wages paid or accrued during the taxable
year by the corporation to employees located in that state and the denominator
of which is the total amount of wages paid or accrued during the taxable year by
the corporation to all employees located everywhere, except that such denominat-
or shall not include any wages which the state or the corporation determines to
exclude pursuant to Section 358(c).
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b) Definition of Wages--The term "wages” means wages as defined for pur-
poses of the Federal Unemployment Tax Act in Section 3306(b) of the Internal
Revenue Code of 1954, as amended, determined without regard to the limitation

of Section 3306(b)(1) on the amount of wages.

Sec. 357. Sales Factor.

a) In General--A corporation's sales factor for a state is a fraction, the
numerator of which is the total sales of the corporation in that state during
the taxable year and the denominator of which 1s the total sales of the corpora-
tion everywhere during the taxable year, except that such denominator shall not
include any sales which the state or the corporation determines to exclude pur-

suant to Section 358(c).

b) Sales Included--

1) Sales of tangible personal property are in a state if such prop-
erty is received in that state by the purchaser. 1In the case of
delivery by common carrier or by other means of transportation,
the place at which such property is ultimately received after all
transportation has been completed shall be considered as the place
at which such property is received by the purchaser. Direct de-
livery in a state, other than for purposes of transportation, to
a person or firm designated by a purchaser constitutes delivery to
the purchaser in that state and direct delivery outside a state to
a person or firm designated by a purchaser does not constitute de-
livery to the purchaser in that state, regardless of where title
passes or other conditions of sale.

2) Sales, other than sales of tangible property, are in a state if:

A) the income-producing activity 1s performed in that state; or

B) the income-producing activity is performed both in and out-
side that state and a greater proportion of the income-pro-
ducing activity is performed in that state than in any other
state, based on costs of performance.

¢) Location of Certain Other Sales--

1) Sales of services shall be included in the numerator of the sales
factor for the state in which the service is performed. Sales of
services rendered in two or more states shall, for the purpose of
the numerator of the sales factor, be divided between those states
in proportion to the direct costs of performance incurred in each
such state by the corporation in rendering the services.

2) Sales of real property, if the corporation is engaged primarily in
the business of selling real property, are included in the numer-
ator of the sales factor for the state in which the property is
located.

3) Sales which consists of receipts from the rental of tangible
personal property shall be included in the numerator of the sales,
factor for the state in which the property is located.

d) All Other Sales--All gross receipts from sales, other than from sales
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described in subsection (b) and (c), shall be excluded from both the numerator
and the denominator of the sales factor.

Sec. 358. Foreign Source Income.
a) Definition--The term "foreign source income"” means:

1) interest other than interest derived from sources within the
United States;

2) dividends other than dividends derived from sources within the
United States;

3) rents, royalties, license, and technical fees from property locat-
ed, or services performed without the United States or from any in-
terest in such property, including rents, royalties, or fees for
the use of, or the privilege of using without the United States any
patents, copyrights, secret processes and formulas, goodwill,
trademarks, trade brands, franchises and other like properties;
and

4) gains, profits, or other income from the sale of intangible or
real property located without the United States.

b) Determination of Source of Income by Reference to Provisions of the
Internal Revenue Code of 1954--~In determining the source of income for pur-
poses of this Section and Section 303(b), the provisions of Sections 861,
862, and 863 of the Internal Revenue Code of 1954, as amended, shall be ap-
plied.

¢) Adjustment of Property, Payroll, or Sales Factors—-If foreign source
income as defined for purposes of this title is derived from property, wages
or sales which are otherwise includable in the denominator of a factor des-
cribed in Sections 355, 356, or 357, either the state or the corporation may
determine that the property, wages, or sales from which such foreign source
income is derived shall be excluded from such denominator.

Sec. 359. Dividends.

The term "dividends” shall have the same meaning as that term has under
the Internal Revenue Code of 1954, as amended, including any sum treated as a
dividend under Section 78 of such Code.
Sec. 360. United States.

The term "United States” wherever used in this act shall include only the
50 states and the District of Columbia.

Sec. 361. Limitation on Applicability.

Except as otherwise expressly provided in this act, the definitiomns and
rules set forth in this part shall apply only for purposes of this title.

Title IV--Jurisdiction of Federal Courts

Sec. 401. Judicial Review.
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Notwithstanding, Section 1251 (a) of Title 28, United States Code, the
United States Court of Claims shall have jurisdiction to review de novo any is-
sues relating to a dispute arising under this act or under the provisions of PL
86-272, as amended. Within 90 days of the decision of state administrative body
from which the only appeal is to a court, any party to the determination may
petition the Court of Claims for a review de novo of any such issues for purpos-
es of such review, the findings of fact by the state administrative body shall
be considered with other evidence of the facts. The judgment of the Court of
Claims shall be subject to review by the Supreme Court of the United States as
provided in Section 1255 of Title 28, United States Code, as amended.

Sec. 402. Effect of Federal Determination.

Any judicial determination made pursuant to Section 401 shall be binding
for the taxable years involved on any state given notice thereof or appearing
as as party thereto, notwithstanding any prior determinations of the courts or
administrative bodies of that state completed after notice to that state. No
statute of limitations shall bar the right of a state or a taxpayer to an
amount of tax increagsed or decreased in accordance with such determination,

provided action to recover such amount is instituted within one year after such
determination has become final.

Sec. 403. Conforming Amendment to Title 28, United States Code.

Title 28, United States Code, is hereby amended by adding after Section
1507 the following new section:

§ 1508. Jurisdiction to review certain disputes involving state taxation of in-
terstate commerce.

"The Court of Claims shall have jurisdiction to render judgment upon any
petition for review under Section 401 of the Interstate Taxation Act of 1979."

Title V--Miscellaneous Provisions

Sec. 501. Prohibition Against Out-of-State Audit Charges.

No charge may be imposed by a state or political subdivision thereof to
cover any part of the cost of conducting outside that state an audit for a tax

to which this act applies.
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What is ACIR?

The Advisory Commission on Intergovernmen-
tal Relations |ACIR| was created by the Con-
gress in 1959 to monitor the operation of the
American federal system and to recommend
improvements. ACIR is a permanent national
bipartisan body representing the executive and
legislative branches of Federal, state, and local
government and the public.

The Commission is composed of 26 members
— nine representing the Federal government,
14 representing state and local government,
and three representing the public. The Presi-
dent appoints 20 — three private citizens and
three Federal executive officials directly and
four governors, three state legislators, four
mayors, and three elected county officials from
slates nominated by the National Governors’
Conference, the Council of State Governments,
the National League of Cities/U.S. Conference
of Mayors, and the National Association of
Counties. The three Senators are chosen by the
President of the Senate and the three Con-
gressmen by the Speaker of the House.

Each Commission member serves a two year
term and may be reappointed.

As a continuing body, the Commission ap-
proaches its work by addressing itself to spe-
cific issues and problems, the resolution of
which would produce improved cooperation
among the levels of government and more ef-
fective functioning of the federal system. In
addition to dealing with the all important func-
tional and structural relationships among the

various governments, the Commission has also
extensively studied critical stresses currently
being placed on traditional governmental tax-
ing practices. One of the long range efforts of
the Commission has been to seek ways to
improve Federal, state, and local governmental
taxing practices and policies to achieve equita-
ble allocation of resources, increased efficiency
in collection and administration, and reduced
compliance burdens upon the taxpayers.

Studies undertaken by the Commission have
dealt with subjects as diverse as transportation
and as specific as state taxation of out-of-state
depositories; as wide ranging as substate re-
gionalism to the more specialized issue of local
revenue diversification. In selecting items for
the work program, the Commission considers
the relative importance and urgency of the
problem, its manageability from the point of
view of finances and staff available to ACIR and
the extent to which the Commission can make
a fruitful contribution toward the solution of
the problem.

After selecting specific intergovernmental
issues for investigation, ACIR follows a multi-
step procedure that assures review and com-
ment by representatives of all points of view,
all affected levels of government, technical ex-
perts, and interested groups. The Commission
then debates each issue and formulates its
policy position. Commission findings and rec-
ommendations are published and draft bills
and executive orders developed to assist in
implementing ACIR policies.
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