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EXECUTIVE SUMMARY

U.S. SUBNATIONAL STATE SALES TAX REFORM:

THE STREAMLINED SALES TAX PROJECT

By

WALTER HELLERSTEIN

Francis Shackelford Professor of Taxation

University of Georgia

Athens, GA, USA

This paper describes recent and continuing efforts by the subnational states of the United States to reform and harmonize their retail sales taxes under the auspices of the Streamlined Sales Tax Project (SSTP). It focuses on the particular aspects of the SSTP that are likely to have relevance to other consumption tax regimes, namely, the development of general principles for assigning or “sourcing” the sales tax base in connection with cross-border transactions and the SSTP’s enlistment of third-party intermediaries to facilitate tax collection.


The first part of the paper provides an overview of the U.S. subnational retail sales tax in order place the SSTP into appropriate context. There is no broad-based national consumption tax in the United States, but 45 of the 50 states, as well as thousands of local jurisdictions, impose general retail sales taxes, which are the leading source of state tax revenue. Although the overall structure of the states’ retail sales tax regimes displays many common features, there is extraordinary diversity in the details of the individual state tax regimes. Diversity abounds in the states’ tax bases, in their rates, and in their administrative provisions. The U.S. Supreme Court has reacted to this quagmire of different and often-conflicting state and local tax rules by articulating and reaffirming a jurisdictional principle that relieves out-of-state vendors of tax collection responsibilities in states in which they lack a physical presence. As a consequence, interstate business-to-consumer sales by remote vendors enjoy a de facto immunity from taxation. 


The SSTP was organized in March 2000 to develop a simplified sales and use tax system to ease the burden of sales tax compliance for all types of retailers, particularly those operating on a multistate basis. The states were motivated to take such action by (1) their awareness of the complexity of the present system and the burden it imposed on vendors and state tax administrators; (2) the threat that the growth of remote commerce posed to the future of the sales tax, particularly if steps were not taken to simplify the system to permit (or require) remote vendors to collect taxes on interstate sales; (3) the belief that the increased availability of modern technology would permit them to assist retail merchants in administering a simplified sales tax, leading to expanded voluntary compliance and, perhaps, to congressional or judicial relaxation of the constitutional rules that now prohibit states from requiring remote sellers to collect taxes on interstate sales. To implement its goals, the SSTP adopted the Streamlined Sales and Use Tax Agreement, which is expected to become operational in October 2005 when 10 or more states with at least 20 percent of the population subject to sales tax have adopted it.

The provision of uniform sourcing rules for all taxable transactions is one of the essential features of the streamlined system. The Agreement adopts a set of general sourcing rules for most transactions. These rules broadly embrace the destination principle, and they apply in a hierarchical sequence depending on the circumstances surrounding the particular transaction (e.g., where the product is received) and the availability of information regarding the destination or the constructive destination of the sale (e.g., the purchaser’s address). Recognizing that there may well be situations in which one cannot reasonably determine the destination of a sale on the basis of available information regarding physical flows or the seller’s address, the Agreement adopts an origin-based sourcing principle as a default rule. In addition, the Agreement provides a special sourcing rule for business purchases of products that are available for concurrent use in more than one jurisdiction. The rule requires the business purchaser to apportion the receipts from the sale of such products among the jurisdictions in which the product will be used and to remit the tax to the proper jurisdictions on a direct-pay (reverse charge) basis. The Agreement’s sourcing provisions apply in principle regardless of the characterization of a product as tangible personal property, a digital good, or a service. 

One of the SSTP’s most innovative features designed to remove or minimize sales tax collection burdens on registered vendors is the creation of a mechanism under which third-party tax collection agents, certified by the states under the Agreement, literally assume all of the vendor’s sales tax collection functions and do so at no cost to the vendor. A somewhat less radical but nonetheless innovative variation on this theme is the Agreement’s provision for certifying tax collection software, whose proper use by the seller effectively insulates the seller from liability for any errors in determining the proper tax due to the appropriate jurisdiction. Under the Agreement, the certified third-party collection agent, not the seller, is liable to the state for sales taxes on the transactions that they process, unless the seller engages in misrepresentation or fraud in dealing with the agent. Moreover, in the absence of probable cause to believe that the seller has committed fraud or made a material misrepresentation, the seller is not even subject to audit on the transactions processed by the agent. Although not subject to “audit” on transactions that the collection agent processes, the seller is subject to “system checks” by the states to make sure that the collection agent’s system is functioning properly. The third-party tax collection agent’s compensation is to be funded entirely from their tax collections, thus relieving the seller of any financial obligation in connection with the collection agent’s tax administration functions.

INTRODUCTION

This paper describes recent and continuing efforts by the subnational states of the United States to reform and harmonize their retail sales taxes under the auspices of the Streamlined Sales Tax Project (SSTP). Although there are many aspects of the SSTP that are of only marginal interest outside of the United States, there are some aspects of the Project that address issues of broader concern. This paper focuses on those issues, and, in particular on the development of general principles for assigning or “sourcing” the retail sales tax base in connection with cross-border transactions and on the SSTP’s enlistment of third-party intermediaries to facilitate tax collection. 

I.
OVERVIEW OF U.S. SUBNATIONAL RETAIL SALES TAX


In order to put the SSTP into appropriate context, it is necessary to have at least a rudimentary understanding of the subnational retail sales tax regime in the United States.
 Although there is no broad-based federal
 consumption tax in the United States,
 45 of the 50 states
 and the District of Columbia, as well as thousands of local jurisdictions,
 impose general retail sales taxes. The American retail sales tax was spawned by the Great Depression. With traditional sources of state revenue, such as income and property taxes, providing lower and lower yields, the states turned to a new form of financing basic governmental functions — the sales tax — as a “desperation measure.”
 Today the sales tax is the leading source of state tax revenue, yielding $194.2 billion, or 33.4 percent of the total.


A.
General Nature of U.S. Subnational Retail Sales Tax


In principle, a retail sales tax is a single-stage levy on consumer expenditures, i.e., it applies to final sales of goods and services for personal use and consumption. Accordingly, a theoretically ideal retail sales tax (like an ideal VAT) would apply to all consumer purchases of goods and services, and it would exclude business inputs from the tax base. The retail sales tax in force in most of the American states, however, deviates from this theoretical norm in two fundamental respects. First, the state retail sales tax is confined largely to sales of tangible personal property and applies only selectively (and unevenly) to the sale of services. Second, the state retail sales tax includes substantial business purchases within the tax base. 



1.
Overall Structure of Sales Tax


While no state has adopted a theoretically pure retail sales tax, all states have provisions that are designed to achieve its underlying theoretical purposes. Every state excludes sales for resale from the retail sales tax base. Similarly, states commonly exclude sales of ingredients or components of property produced for sale from the sales tax. These types of exclusions typically require that the business input retain its physical form as it moves through the production process. Other provisions reflect the broader view that all business inputs should be excluded from the sales tax base, even though such costs cannot be tied directly to the item ultimately sold or some component part of that item. Exclusions or exemptions for purchases of machinery and equipment used to produce tangible personal property for sale illustrate these sorts of provisions.


State retail sales taxes share a number of administrative features that reflect, and in some cases are intended to further, the underlying philosophy of the tax as a levy imposed on the purchaser’s use or consumption of the item sold, with the tax burden resting on the consumer. To make it more likely that the economic incidence of the tax is borne by the consumer, state sales taxes usually are separately stated, and most states prohibit vendors from advertising that they will absorb the tax. Furthermore, the tax itself is excluded from the base of the tax. In addition, sales taxes are collected by the vendor from the purchaser and are imposed on a transaction-by-transaction basis. These features effectuate the understanding that the sales tax is a discrete charge, apart from the price of an item, that is paid by the consumer and collected by the vendor. 



2.
The Exclusion of Services from the Sales Tax Base

When state legislatures first enacted general sales taxes during the 1930s, they restricted the tax base largely to sales of tangible personal property. Although most states traditionally taxed some services (e.g., public utility services and hotel services), and a few states always taxed a broad range of services, the states historically limited the sales tax base to tangible personal property and selected services. The original explanation for the limited scope of the sales tax base lies partly in the desire to create a simple and easily administrable tax and partly in the perception that a tax on services would have constituted a tax on labor. Once so limited, however, political resistance to additional taxes helped confine the sales tax principally to sales of tangible personal property, at least until relatively recently.

Despite the states’ historical reluctance to extend the sales tax to services, they are under economic and fiscal pressures to move in that direction. The significant shift in economic activity toward the service sector has had the effect of eroding the sales tax base relative to total consumption expenditures. In response to these developments in the American economy, there has been a gradual but piecemeal expansion of the sales tax base to selected services. These include (in addition to utility, admissions, and hotel and motel services that most states tax), services such as repair of tangible personal property; repair of real property; data processing services; information services; and computer services. In general, however, the states have not extended the sales tax base to the services that would generate the greatest revenues — such as construction, professional services, and health care — and what expansion has occurred has been extremely uneven. 



3.
The Inclusion of Business Purchases in the Sales Tax Base

By reference to normative consumption tax principles, the state retail sales tax is not only underinclusive by failing to tax purchases of many services sold to households, it is also overinclusive by taxing a wide range of business purchases. Although the state sales taxes contain provisions designed to eliminate business purchases from the tax base and to avoid “pyramiding” of the tax, the fact is that roughly 40 percent of state sales tax revenues are attributable to business purchases.
 One may reasonably inquire how business purchases can constitute such a large proportion of the sales tax base when all states have provisions designed to remove such purchases from the tax base. There are three causes of this characteristic of the state sales tax base.


First, the sales tax exemptions that are designed to exclude business purchases from the tax base, such as the sale-for-resale exemption, generally apply only when the business purchaser’s resales will themselves be taxable. Since the sales tax base does not extend to a large number of services, the resale and related anti-pyramiding provisions of the sales tax have no application to providers of nontaxable services. Consequently, when a business that sells nontaxable services (such as a Big Four consulting firm, a health care provider, or a financial institution) purchases tangible personal property for use in its business (such as computers or office furniture), it will pay a sales tax on such items. The treatment is analogous to the treatment of “exempt” purchasers under a VAT.


Second, the resale and related anti-pyramiding provisions of the sales tax tend to be drawn and interpreted in physical rather than economic terms. In other words, the provisions excluding the purchase of tangible personal property for resale from the sales tax base usually require that the property be resold as tangible personal property. Accordingly, when a manufacturer purchases trucks to transport its products, or when a wholesaler purchases forklift equipment to move merchandise in its warehouses, or when a retailer purchases advertising catalogues to market its goods, the manufacturer, wholesaler, and retailer will pay a sales tax on such purchases. Because the manufacturer is not reselling trucks, and the wholesaler is not reselling forklifts, and the retailer is not reselling advertising catalogues, the sale-for-resale exemption will not apply to its purchases. The business purchaser therefore pays a tax on its “consumption” of these items even though, as an economic matter, their costs will be reflected in the final sales price of the product, thus in substance subjecting them to a second sales tax.


Third, although the states tax services only selectively, many of the services they do tax, such as such as telecommunications services, computer services, information services, and data processing services, are purchased heavily or disproportionately by businesses. The resale exemptions apply to these purchases only if the business purchaser is deemed to be reselling them as such and is not deemed to be “consuming” them in the course of carrying out its own business activities. Because business purchasers of such services typically use them in their own business rather than act as resellers of such services, the resale provisions applicable to the purchase of taxable services usually do not apply to business purchases of such services, and they are subjected to sales tax.



4.
Cross-Border Sales and the Complementary “Use” Tax



a. 
The states’ incompetence to tax interstate sales and the





 development of complementary use taxes

Under the U.S. Supreme Court’s interpretation of the Commerce Clause of the Federal Constitution,
 the states lack the constitutional power to impose a sales tax on goods or services purchased in other states or in interstate commerce because “to impose a tax on such a such transaction would be to project its powers beyond its boundaries and to tax an interstate transaction.”
 The constitutional prohibition on the states’ taxation of sales consummated outside their borders or in interstate commerce created a troublesome gap in their consumption tax structures. The gap created two concerns. First, states feared the loss of business that local merchants would suffer when prospective customers made out-of-state or interstate purchases to avoid in-state sales tax liability. Second, states feared the loss of revenue they would incur as a result of the diversion of sales tax to nontax states. To deal with this potential loss of business and revenue, states enacted “complementary” or “compensating” use taxes on the use of goods purchased outside the state and brought into the state for use. 


Compensating use taxes are functionally equivalent to sales taxes. They are typically levied upon the use, storage, or other consumption in the state of tangible personal property that has not been subjected to a sales tax. The use tax imposes an exaction equal in amount to the sales tax that would have been imposed on the sale of the property in question if the sale had occurred within the state’s taxing jurisdiction. The state overcomes the constitutional hurdle of taxing an out‑of‑state or interstate sale by imposing the tax on a subject within its taxing power — the use, storage, or consumption of property within the state.
 In principle, then, the in-state purchaser stands to gain nothing by making an out-of-state or interstate purchase free of sales tax because it will ultimately be saddled with an identical use tax when the property is brought into the taxing state. Taken together, the sales and use tax provides a uniform scheme of taxation on goods purchased within the state and goods purchased outside the state for “storage, use, or consumption” within the state. Every one of the 45 states (and the District of Columbia) that imposes a sales tax also imposes a compensating use tax. 


Because the use tax is complementary to the sales tax, it generally applies only to the use of goods and, in some states, to services that have not already been subjected to sales tax. Consequently, the use tax applies principally to goods and services purchased outside the state. In order to avoid double taxation of multistate transactions, every state imposing a use tax allows a credit against its use taxes for sales or use tax paid to other states. The use tax also applies to purchases by businesses, especially larger businesses, who will register with states under “direct pay” permits under which they agree to “self-assess” a use tax on all taxable goods and services they purchase. This is analogous to the “reverse charge” under a VAT  

b.
Constitutional restraints on the states’ power to require out-of-state vendors to collect use taxes on interstate sales


State sales taxes generally are collected by the vendor from the purchaser, and all states have some system for registering vendors as collection agents. Once a vendor registers with the state, it is authorized to make sales at retail, and it is required to collect and remit taxes on taxable sales. Accordingly, when a registered vendor within the state delivers taxable goods or services to a purchaser within the state, it must collect the sales tax due, unless the purchaser presents it with a certificate establishing that the sale is exempt (e.g., a resale certificate) or that the purchaser has a “direct pay” (reverse charge) permit allowing it to self-assess the tax and pay it directly to the taxing authority. A vendor is ordinarily liable (either primarily or secondarily) for tax on any taxable transaction, whether or not it collects it from the purchaser. There are no constitutional difficulties in requiring the registered vendor to collect the sales tax. 

When interstate sales of taxable goods or services are involved, the use tax rather than the sales tax is applicable.
 Because the use tax generally applies to transactions involving interstate sales, and the vendor often has little or no presence in the state, it raises the constitutional question whether the state has the jurisdictional power to require the vendor to register and collect the tax. On two separate occasions, the U.S. Supreme Court ruled that a state could not require a remote vendor with no physical presence in the state to collect the state’s use tax on goods sold to in-state purchasers through mail-order sales.
 The Court reasoned that imposition of such a collection obligation on a remote vendor would impose an unreasonable burden on interstate commerce in light of the lack of harmonization of state and local tax regimes (described in more detail below
). It is clear that the U.S. Congress has the power to change this judicially articulated rule should it see fit to do so, perhaps in conjunction with a requirement that the states harmonize their sales tax regimes to remove the burden that the existing patchwork of state and local sales tax laws impose on remote sellers.


B.
Harmonization of the U.S. State Sales Tax



1.
Existing Diversity in State Tax Regimes


Although the overall structure of the states’ retail sales tax regimes displays the common features described above, there is extraordinary diversity in the details of the individual state tax regimes.
 Diversity abounds in the states’ tax bases, in their rates, and in their administrative provisions. It may be worth observing that, from an American perspective at least, there is nothing unusual about this state of affairs. In the absence of federal legislation requiring the states to conform to some national norm, the American constitutional structure not only tolerates diversity among the states, it tends to celebrate it. As the distinguished U.S. Supreme Court Justice Louis Brandeis once declared: “It is one of the happy incidents of the federal system that a single courageous State may, if its citizens choose, serve as a laboratory; and try novel social and economic experiments without risk to the rest of the country.”
 To be sure, there are constitutional restraints on the states’ fiscal powers when they burden the national common market. But these restraints are limited and, in contrast to state corporate and personal income taxes that conform closely to the national model, there is no national consumption tax that serves as a similar model for the states. 

There are seemingly infinite variations among the individual state sales tax bases. Even though all states impose their levies on the sale of tangible personal property, every state provides for exemptions, and these exemptions invariably reflect the views of individual state legislatures responding to a myriad of different local political and economic concerns. For example,
 eight states (Connecticut, Massachusetts, Minnesota, New Jersey, New York, Pennsylvania, Rhode Island, and Vermont) provide an exemption for the sale of clothing. Yet if a vendor sold a pair of gloves with fur trim priced at $120 with the fur having a value of 55 percent of the total, the gloves would be (1) taxable in New Jersey based on the fur content; (2) exempt in Minnesota and Pennsylvania because the fur content is below their exclusion threshold; (3) taxable in Connecticut, because the price exceeds $50; (4) taxable in New York and Vermont, because the price exceeds $110; (5) exempt in Massachusetts because the price falls beneath the exclusion threshold of $175; and (6) exempt in Rhode Island, which has no exclusion threshold.

Similar variations among the states can be found in their treatment of such items as computer software (depending, for example, on whether the software is canned, modified, or customized or whether it is transmitted in tangible or digital form); the graphics arts (depending, for example, on courts’ and tax administrators’ perception of whether the purchaser’s “true object” of the transaction is the tangible product or the graphic artists’ services); food (depending, for example, on whether the food is classified as “candy,” “dietary supplements,” “soft drinks,” or “prepared” food); services (depending, for example, on the extent to which they tax services, and, if they do tax them, how they define the taxable service in question); and countless other items.
 

Sales tax rates vary from state to state and sometimes among product or service categories within states. General state-level rates vary from a high of 7 percent to a low of 2.9 percent, with the vast majority falling within the 4.5 percent to 6.5 percent range.
 Some states have higher or lower rates for such items as automobiles, farm equipment, food, prescription drugs, and rentals. Because of the widespread adoption of local sales taxes, which range from a fraction of a percent to 5 percent, total state and local sales tax rates range from 5 percent to more than 10 percent.
 Moreover, there are considerable variations within individual states regarding the adoption of local-option sales taxes and the rates at which they apply. The existence of these local levies contributes substantially to the lack of harmonization in the overall state and local sales tax rate structure.

Administration of the sales tax also varies considerably from state to state. Each vendor with responsibility for collecting sales tax on behalf of a state must register individually in each state in which it has a physical presence, and the registration requirements often differ for particular states. Each vendor must file returns and remittances in each individual state in which it is registered, typically on a monthly basis, and these returns differ from state to state. Each state has its own requirements for administering its exemptions for specified goods and services, for specified types of transactions, and for exempt entities. Satisfying the documentation requirements of multiple states with multiple exemption forms can create enormous compliance burdens for multistate sellers. Furthermore, the states’ rules often vary with respect to the inclusion in the tax base of such incidental items as transportation and delivery charges, installation charges, interest and finance charges, trade-ins, and bad debts.

The lack of harmonization at the state level is exacerbated by the existence of — and the lack of harmonization among — sales taxes at the local level. Although most local sales taxes are administered by the state, and the local sales tax base conforms to the state sales tax base, in some states local sales taxes are locally administered alongside the state-administered state-level sales tax. In states that grant their localities authority to administer sales taxes, there is no requirement that the local base conform to the state base, and, not surprisingly, such local administration “has created substantial problems in virtually every application.”
 In short, the states have managed to transform what in principle should be a very simple levy into a tax of Byzantine complexity with virtually no interstate harmonization.

As noted above,
 the U.S. Supreme Court has reacted to this quagmire of different and often-conflicting state and local tax rules by articulating and reaffirming a nexus rule that relieves out-of-state vendors of tax collection responsibilities in states in which they lack a physical presence.
 As a consequence, interstate business-to-consumer sales by remote vendors enjoy a de facto immunity from taxation, even though such purchases are legally subject to sales or use tax, because nonbusiness purchasers rarely remit the tax for which they are liable. The failure to tax such sales provides out-of-state merchants with a competitive advantage over local merchants.

2.
Efforts to Harmonize State and Local Sales Tax Regimes
Throughout most of its 70-year history, there has never been a concerted movement to harmonize the U.S. subnational sales tax on a multistate basis. Yet for the reasons suggested above, the tax in its current form is a complex, uncertain, and profoundly flawed mechanism that is peculiarly unsuited to an increasingly service-oriented, digital, and borderless economy. How might one resolve these problems short of abandoning the sales tax or abolishing the federal system? The most fundamental solution would require an attack upon the problems at their root — namely, by eradicating the distinctions that tend to create the system’s complexity. If the states were to transform their sales taxes into true consumption taxes in which all business purchases were exempt and all household purchases for personal consumption (whether of goods or services) were taxable, they would have gone a long way toward creating a simple and uniform sales tax that could be administered in a multistate environment with minimal burdens for interstate vendors.  To determine whether a transaction was taxable, a vendor would need to know only whether the purchase was for personal consumption or for business purposes. To be sure, there still could be issues with respect to identifying purchases for business use as distinguished from personal use and determining the proper “destination” state in connection with the sale of digital products for personal consumption. Nevertheless, these problems would pale by comparison to those that vendors confront under the existing sales and use tax system. Moreover, states could deal with these issues by adopting standard conventions for identifying business purchasers and for sourcing sales of digital products. Under such a simplified system, one could reasonably demand that mail order and other remote vendors, at least those who exceeded a de minimis threshold of interstate sales, collect use taxes on such sales, thereby resolving one of the most contentious issues under the existing system.

Although the states may be unready to embrace the radical reform of their retail sales taxes along the lines described above, they have nevertheless launched an unprecedented cooperative effort, under the auspices of the Streamlined Sales Tax Project, to simplify and harmonize their sales and use tax regimes. The SSTP was organized in March 2000 to develop a simplified sales and use tax system to ease the burden of sales and use tax compliance for all types of retailers, particularly those operating on a multistate basis. There were a number of factors that motivated the states to take such action. First, the states were acutely aware of the complexity of the present system and the burden that the system imposed on vendors and state tax administrators. Second, the states were no less aware of the threat that the growth of remote commerce posed to the future of the sales tax, particularly if steps were not taken to simplify the system to permit (or require) remote vendors to collect use taxes on interstate sales. Third, the states believed that the increased availability of modern technology would permit them to assist or cooperate with retail merchants in administering a simplified sales tax, leading to expanded voluntary compliance and, perhaps, to congressional or judicial relaxation of the constitutional rules that now prohibit them from requiring remote sellers to collect use taxes on interstate sales. As of early 2005, forty-two states and the District of Columbia — all but three of the states with sales taxes — were participating in the SSTP.

II.
OVERVIEW OF STREAMLINED SALES TAX PROJECT

A.
The Adoption of the Streamlined Sales and Use Tax Agreement

(SSUTA)

According to its organizing document,
 the SSTP’s mission was to “develop measures to design, test and implement a sales and use tax system that radically simplifies sales and use taxes.”
 The initial task of the SSTP was to draft a fundamental “constitutional” document — the Streamlined Sales and Use Tax Agreement (SSUTA or the Agreement) — containing the substantive, administrative, and governance rules to which states that are parties to SSUTA must adhere. In November 2002, the states participating in the SSTP adopted the Agreement that SSTP representatives had been drafting over the previous two years. Despite the significance of the Agreement, it is critical to keep in mind that SSUTA is in significant part no more than a blueprint whose basic requirements need to be implemented by more detailed legislation. As of early 2005, some states have adopted legislation conforming to all or part of the Agreement, and others are considering such legislation. The SSTP leadership has identified October 2005 as the target date for the Agreement to become operational. As presently designed, taxpayer participation in the SSTP system is entirely voluntary, but Congress has the power to make taxpayer participation mandatory.

B.
Overview of the Streamlined Sales and Use Tax Agreement

1.
Purpose and Scope

The fundamental purpose of SSUTA is “to simplify and modernize sales and use tax administration in the member states in order to substantially reduce the burden of tax compliance.”
 To accomplish this purpose, SSUTA “focuses on improving sales and use tax administration for all sellers and for all types of commerce”
 in the following areas:

· State level administration of sales and use tax collections

· Uniformity in the state and local tax bases

· Uniformity of major tax base definitions

· Central electronic registration system for all member states

· Simplification of state and local tax rates

· Uniform sourcing rules for all taxable transactions

· Simplified administration of exemptions

· Simplified tax returns

· Simplification of tax remittances

· Protection of consumer privacy


It is important to recognize in broad outline what SSUTA does and what it does not do. First, at the most fundamental level of analysis, it is fair to say that SSUTA does nothing. Despite its sweeping provisions for reform of state sales and use tax systems, standing by itself SSUTA is nothing more than the agreement of representatives of states that have committed themselves to “to simplify and modernize sales and use tax administration and to recommend the same to the states for implementation.”
 By approving SSUTA, the participating states did not effect any change in the states’ sales and use tax regimes. Unless and until individual state legislatures act to conform their statutes to SSUTA requirements, the Agreement, viewed as a freestanding document, is little more than an expression of intent.


Second, notwithstanding SSUTA’s lack of independent force, it is also fair to say that the Agreement already has had a significant albeit indirect impact on some states’ tax regimes. In conforming, in whole or in part, to the requirements of SSUTA, a number of states have made important changes in their sales and use tax provisions. The legal status of many of these changes (e.g., to definitions, sourcing rules, administrative requirements) does not depend on the effective date of SSUTA. Such changes are (or will become) part of a state’s sales and use tax law whether or not SSUTA ever takes effect. 


Third, when and if at least ten states comprising at least 20 percent of the total population of states that impose a sales tax have been found to be in compliance with the Agreement and the Agreement becomes effective, which is expected to occur later in 2005, it is important recognize that, apart from the underlying changes in state law that do not depend on SSUTA’s entry into force, the streamlined tax regime created by SSUTA is voluntary. No seller is required to register under the Agreement and collect sales or use taxes in states in which it is not constitutionally required to do so under current law. However, a number of incentives provided by the Agreement to sellers, including the assumption of their tax collection and compliance obligations by third parties the states’ expense relief from certain liabilities, amnesty for certain uncollected or unpaid taxes,  and enhanced compensation for tax collection obligations.




Finally, whatever SSUTA does or does not accomplish directly or indirectly before or after its effective date, it is clear that Congress possesses ample power to make SSUTA mandatory, though subject to whatever modifications to SSUTA that Congress may deem appropriate before requiring sellers to participate in such a system.




2.
Structure 


SSUTA addresses a wide variety of issues ranging from the definition of particular products to the appropriate place of taxation to tax administration and consumer privacy. Nevertheless, these issues fall within several broad categories.  Without suggesting that these categories are airtight or comprehensive, because clearly they are neither, one may usefully view SSUTA’s provisions as falling within one of the following categories: tax base simplification; tax rate simplification; sourcing rules; administrative simplifications; consumer privacy; and governance. The ensuing discussion summarizes these very briefly here before considering in more detail the two aspects of SSUTA that are likely to be of greatest interest to those participating in the International Tax Dialogue VAT Conference.




a.
Tax base simplification


SSUTA requires the states to simplify their tax bases in two principal respects. First, it requires intrastate base simplification.  With limited exceptions, SSUTA requires that all state and local jurisdictions within a particular state have an identical tax base. SSUTA’s second tax base simplification requirement addresses interstate simplification. It provides that all member states must use “common definitions”
 as prescribed by SSUTA.  The definitional uniformity includes both generic administrative terms (e.g., “retail sale,” “sales price,” and “lease or rental”) and product definitions (e.g., “clothing” and “candy”).   The existence of uniform definitions among all member states should significantly ease a multistate vendor’s compliance burden compared with the existing burden such vendors confront in dealing with idiosyncratic definitions that vary from state to state. By prescribing common definitions, however, SSUTA does not require that particular items be taxed or exempted (or zero-rated). The choice to tax or not to tax particular goods or services is left to the individual states.





b.
Tax rate simplification


Tax rate simplification is entirely an intrastate matter. As was the case with base simplification, SSUTA makes no attempt at interstate harmonization in the sense of requiring the states to adopt identical bases or rates. SSUTA’s rate simplification restricts each state to a single rate (with a limited exception for zero-rating food and drugs) and each locality within a state to a single rate. SSUTA provides for additional rate-related simplifications by generally eliminating caps or thresholds on rates, and by requiring the states to provide data bases that correlate rates to zip codes to relieve sellers and tax-collecting intermediaries of liability if they charge and collect taxes on the basis of such data bases. 





c. 
Sourcing rules



Apart from a handful of exceptions and special sets of sourcing rules for telecommunications and direct mail, SSUTA provides a hierarchical set of sourcing rules for all sales. In principle, the rules “apply regardless of the characterization of a product as tangible property, a digital good, or a service.”
 As a practical matter, however, some of the sourcing rules are more relevant to one type of transaction than to another. Moreover, there is a discrete set of rules, even though falling under the rubric of “general sourcing rules,” for leasing and rental of various forms of tangible personal property.





d.
Administrative simplifications


Administrative simplification is an umbrella category that covers a wide variety of SSUTA’s provisions other than those described above and those addressed to governance and consumer privacy, described below.  These “administrative simplification” provisions embrace what may be regarded as SSUTA’s most innovative feature: the creation of a system whereby state-subsidized and certified third-party intermediaries act as a seller’s “agent to perform all the seller’s sales and use tax functions.”
 They also include provisions that range from the establishment of an online registration system with a single point of registration to the prescription of common or uniform rules for such matters as exemption administration, tax returns, and remittances to specific problem areas, such as sales tax holidays, rounding, and recovery of bad debts.





e.
Consumer privacy


Although consumer privacy concerns clearly extend far beyond the state tax arena, and privacy concerns are typically tangential to discussions of state sales and use tax reform, consumer privacy has become an increasingly important issue in sales and use tax reform efforts. The interest in consumer privacy in this context is due in large part to the increased attention devoted to taxation of electronic commerce and the privacy implications of establishing an effective regime for collecting taxes on business-to-consumer sales in an electronic environment. There is an additional reason for SSUTA’s concern with privacy, namely, the introduction of the concept of a Certified Service Provider that acts as a seller’s “agent to perform all the seller’s sales and use tax functions.”
 The privacy implications of turning over one’s tax compliance functions to an intermediary are self-evident, and SSUTA prescribes protective rules designed to assure that (1) personally identifiable information is limited to what is essential for tax administration; (2) any information so gathered remains confidential; (3) such information is discarded when no longer needed; and (4) notice is provided to consumers regarding privacy policies. 





f.
Governance


Six of SSUTA’s twelve articles relate to governance issues. These include SSUTA’s initial approval and effective date; subsequent state entry into and withdrawal from SSUTA; administration of SSUTA; SSUTA procedures; amendments and interpretation of SSUTA; issue resolution; relationship of SSUTA to member states and persons; and review of SSUTA’s costs and benefits.


III.
THE STREAMLINED AGREEMENT’S SOURCING PROVISIONS

A.
Overview

SSUTA identifies the provision of “[u]niform sourcing rules for all taxable transactions”
 as one of the essential features of the streamlined system designed to “simplify and modernize sales and use tax administration.”
 In implementing this requirement, SSUTA adopts a set of “general” sourcing rules for most transactions. These rules broadly embrace the destination principle, and they apply in a hierarchical sequence depending on the circumstances surrounding the particular transaction (e.g., where the product is received) and the availability of information regarding the destination or the constructive destination of the sale (e.g., the purchaser’s address). These general provisions apply in principle “regardless of the characterization of a product as tangible personal property, a digital good, or a service.”
 Although it may be linguistically awkward to speak about digital downloads or services as “products,” the decision to treat the sale of all products according to a single set of sourcing rules will tend to avoid disputes over the classification of a sale to achieve a particular sourcing result. In practice, however, specific sourcing rules are more likely to apply to some types of products than to others.

In addition to the general sourcing rules, SSUTA adopts a few individualized sourcing rules for specific industries or classes of transactions for which the general sourcing rules may not be appropriate. These include direct mail, telecommunications, and leasing or rental. Finally, SSUTA excludes from its scope sales of certain high ticket items that traditionally have been subject to a variety of different state rules (such as dollar ceilings and exemptions) and that tend not to involve cross-border trade, including the retail sale of watercraft and modular, manufactured, and mobile homes. 

B.
General Sourcing Rules

SSUTA provides a hierarchical or prioritized series of five general sourcing rules for the sale of all products except those specifically sourced under other provisions or excluded from SSUTA’s scope altogether. Before examining each of these rules in some detail, the ensuing discussion first describes them in broad and somewhat oversimplified terms to present the “big picture.”

1. When a purchaser receives a product in an over-the-counter transaction at the seller’s business location, the sale is sourced to that business location.

2. When (1) does not apply, the sale is sourced to the location where the purchaser receives the product — typically, the purchaser’s “ship to” or delivery address — if the seller knows the location.

3. When (1) and (2) do not apply, the sale is sourced to the purchaser’s address if it is available from the seller’s business records.

4. When (1), (2), and (3) do not apply, the sale is sourced to the purchaser’s address obtained during the consummation of the sale (including the address of the purchaser’s payment instrument).

5. When none of the foregoing rules applies, then the source of the sale is its origin (i.e., the point from which property was shipped, from which digital products were transmitted, or from which services were provided).
 

These rules are designed to implement the underlying principle that a sale should be sourced on a destination basis. In so doing, they take into account the information about the destination that a seller could reasonably be expected to possess at the time of the sale. In the case of an over-the-counter sale or a sale with a geographically determinate “ship to” or delivery address, the sourcing rules follow the physical flow of the product. When physical product flows cannot be determined, the sourcing rules rely on the purchaser’s address, when the seller is in a position to know that address. Finally, recognizing that there may well be situations in which one cannot reasonably determine the destination of a sale on the basis of available information regarding physical flows or the seller’s address, SSUTA adopts an origin-based sourcing principle as a default rule. 

1.
Product Received by Purchaser at Seller’s Business Location (Over-the-Counter Sales) 


The first sourcing rule — and the one that takes priority over all others when it is applicable — applies essentially to over-the-counter sales, i.e., sales occurring at the purchaser’s business location. “When the product is received by the purchaser at business location of the seller, the sale is sourced to that business location.”




a.
Tangible personal property

This provision needs little explication with regard to sales of tangible personal property. It reflects current practice in every jurisdiction, where the seller charges tax at its location for tangible property transferred over the counter to the purchaser. Because SSUTA defines “receive” and “receipt” as “[t]aking possession of tangible personal property,”
 there can be no ambiguity about the place of sale based on transfer of “title” as distinguished from “possession.”
 One might argue that the sourcing rule is inconsistent with the destination principle, and the fundamental principle that consumption should be taxed where it occurs,
 insofar as purchasers engage in cross-border shopping, e.g., New Jersey residents who come to New York to purchase goods that they consume largely in New Jersey. However, there are practical limits to the implementation of the destination principle. The use of place of physical delivery as a proxy for the “destination” of the sale is a sensible and (as just noted) widely accepted accommodation to administrative considerations.
 

b.
Services

The initial sourcing rule (like all the sourcing rules) applies to all “products,” and it applies “regardless of the characterization of a product as tangible personal property, a digital good, or a service.”
 Because the applicability of the initial sourcing rule depends on whether the product is “received” by the purchaser at the seller’s business location, one must know where services are received to determine how the rule applies to services. SSUTA defines the term “receive” and “receipt” for services as “[m]aking the first use of services.”
  Accordingly, when the purchaser makes the first use of services at the seller’s business location, the services are sourced to that location.

When does a purchaser “[m]ak[e] the first use of services” at a seller’s business location? Presumably whenever the services are performed for the purchaser at the seller’s location (e.g., hairdressing, pet grooming, car washing). The sourcing issue paper also takes the position that when a service is performed on tangible personal property, and the serviced product is received by the purchaser at the seller’s business location, the sale is sourced to that location.
 Hence a tax on automobile repair services or on dry cleaning services would be taxed where the serviced product is delivered, regardless of where those services may have been performed or where the services may ultimately be consumed. One may quarrel with this reading of SSUTA, since there is a case to be made for the proposition that one does not use services performed on products until one derives beneficial enjoyment from those services.
 Nevertheless the rule tends to reflect current practice, and is a sensible rule for sourcing services, even if it does not always result in taxation of consumption where consumption occurs. 

c.
Digital goods

For digital goods, SSUTA defines the term “receive” and “receipt” as “[t]aking possession or making first use of digital goods, whichever comes first.”
 The initial sourcing rule would appear to have little application to the sale of digital goods, since it is the rare that “takes possession” or “makes the first use of” digital goods at the seller’s business location.

2.
Sales with Known Destination (Shipping Address)

When the first sourcing does not apply because the product is not received by the purchaser at the seller’s business location, the sale is sourced to the location where the purchaser receives the product, when the seller knows that location. Specifically,

the sale is sourced to the location where receipt by the purchaser (or the purchaser’s donee, designated as such by the purchaser) occurs, including the location indicated by instructions for delivery to the purchaser (or donee), known to the seller.

This provision states the familiar destination principle for sales that do not involve receipt of the product by the purchaser at the seller’s business location, with the destination defined as the location where the product is received by the purchaser, subject to the important condition that the location be known to the seller. 




a.
Tangible personal property

As with the first sourcing rule, the second sourcing rule needs little explication with regard to sales of tangible personal property. The “ship to” address will ordinarily identify the place where the purchaser “[t]ak[es] possession of tangible personal property”
 and hence the place where the purchaser “receives” the property within the meaning of SSUTA. The seller’s knowledge of this address is an essential element of the applicability of this rule.

In addition, SSUTA explicitly provides that “[t]he terms ‘receive’ and ‘receipt’ do not include possession by a shipping company on behalf of the purchaser.”
 This rule is designed to avoid attribution of a disproportionate number of sales to the offices or retail outlets of commercial shippers. Rather the sale is sourced to the purchaser’s address to which the shipper delivers the product, assuming the seller knows that address. If the seller has no knowledge of the purchaser’s ship-to address, then the subsequent sourcing rules apply rather than a rule that would source the sale to the shipper’s location.

When a purchaser buys a gift in State A and instructs the retailer to deliver the gift directly to the donee in State B, it can create a number of thorny theoretical questions about the proper application of the sales and use tax to the transaction.
 SSUTA provides a practical solution to these questions by sourcing the sale to State B, when the seller knows both that a gift is occurring (because the purchaser has designated the donee) and the donee’s address.
 The sourcing issue paper takes the position that SSUTA is thereby applying “a destination rule to gifts involving shipment.”
 Whatever questions one may raise about the theoretical accuracy of this characterization,
 it is nevertheless a sensible solution to a problem that often results in “drop shipment” gifts escaping sales tax altogether under current law and practice in many states. 

b.
Services

When a purchaser does not make “first use of services” at the seller’s business location, the services are sourced to the location where the purchaser makes such “first use” if such location is known to the seller.
  The application of this rule is simple enough with respect to many commonly taxed services relating to tangible personal property, such as repairs and cleaning. If the seller provides a service to a purchaser at some location other than the seller’s business location, the sale is sourced to that location. “So, for example, a car repair performed in the shop would be sourced to the shop while a repair performed on the side of the road would be sourced to that location on the road.”
 

The rule also applies when the service is performed at the seller’s business location (or at some other location), but the property on which the service is performed is then shipped to the purchaser at some other location. For example, consider the not uncommon situation in which a computer owner in State A returns a computer to the seller in State B for repairs and the seller charges for the repairs because they are not covered by the initial warranty. The “first use” of the service is made in State A at a location known to the seller. Similarly, to return to the example of the automobile repair considered in the preceding paragraph, while the sale of car repairs performed at a seller’s shop is sourced to the shop when picked up at the shop by the purchaser, it is sourced to the purchaser’s address if the repaired car is delivered to the purchaser at that address.
 Economically similar transactions may be treated differently, but the treatment is reasonable and practical.

c.
Digital goods

 When a purchaser of digital goods “takes possession” or “makes first use” of such goods at a location known to the seller, the sale of the goods is sourced to that location under the second sourcing rule.
 Except in the case of “load and leave” transactions,
 in which the seller will know where the purchaser makes first use of the digital product, it is doubtful that this rule will have much practical application to the sale of digital goods, which are likely to be transferred electronically.
 In such cases, there is no reason to believe that a seller will ordinarily know the location at which the purchaser “takes possession” or “makes first use” of digital goods, because the purchaser’s Internet Protocol (IP) address does not provide a basis for determining such information. 

3.
Sales Where Seller Does Not Know Location of Purchaser’s Receipt, I: Purchaser’s Address Available From Seller’s Business Records 

The first two sourcing rules generally look to the location at which the purchaser first physically possesses or uses the purchased goods or services under circumstances in which the seller knows that location, whether at the seller’s business location or at some other location. While these rules should cover most sales of tangible personal property, whether over-the-counter or shipped to an identifiable address, and many sales of taxable services, particularly those relating to tangible personal property, there may be some circumstances in which the seller will not know the location at which the purchaser receives the purchased goods or services.  For example, a seller may deliver a product to a shipper without knowing where the purchaser will receive the product if the purchaser has assumed responsibility for transportation. More importantly, however, when the sale involves digital products or services delivered electronically, there is a much higher probability the seller will not know the location at which the purchaser receives (i.e., “takes possession” or “first uses”) the goods or services. In those circumstances, SSUTA adopts three additional sourcing rules that look to factors other than the location of the purchaser’s receipt of services to determine the place of sale. 

The first of these rules — the third in order of overall priority — sources a sale to “the location indicated by an address for the purchaser that is available from the business records of the seller that are maintained in the ordinary course of the seller’s business when use of this address does not constitute bad faith.”
 This rule will apply in the common situation, especially in the business-to-business context, when the seller has a billing address in its business records for the purchaser, presumably from prior dealings with the purchaser. Although not stated explicitly in the language of SSUTA, the provision does not require the seller to take heroic measures to scour its records to determine whether it has the purchaser’s address in its records. Rather, “any use of a prior address is dependent upon the address being reasonably available to the seller at the time of sale.”
 The “bad faith” language is designed simply to prevent the seller from knowingly relying on a fraudulent address of the purchaser to avoid tax. The burden would be on the taxing authority to demonstrate that the seller knew, or acted with utter disregard of the truth, that the address to which it sourced the transaction was not the purchaser’s address.

4.
Sales Where Seller Does Not Know Location of Purchaser’s Receipt, II: Purchaser’s Address Obtained During Consummation of Sale

When the seller does not know the location of the purchaser’s receipt of the product, and it does not maintain the purchaser’s address in its business records, SSUTA sources the sale to an address of the purchaser that the seller may have obtained during the consummation of the sale. The typical circumstances to which this provision is addressed involve sales of digital products (where the location of the purchaser’s receipt of the product is likely to be unknown to the seller) during the course of which the seller requests, and the purchaser provides, address information, usually for follow-up or marketing purposes. Specifically, under these circumstances, 

the sale is sourced to the location indicated by the address for the purchaser obtained during the consummation of the sale, including the address of the purchaser’s payment instrument, if no other address is available, when use of this address does not constitute bad faith.

SSUTA’s drafters recognized that the quality of address information obtained during the course of sale may be not be wholly reliable — or at least not as reliable as an address employed over a course of prior transactions, which is why the latter address information is given priority over the former as a sourcing principle. Moreover, further recognizing that some fraud may be expected when a seller obtains purchaser address information that is not essential to the delivery of the product (e.g., when the product is delivered electronically), the sourcing issue paper states that “States have agreed to bear the burden of detecting fraud, so long as sellers are not either active, knowing or collaborative participants in, or utterly indifferent to, that fraud.”

5.
Default Rule: Origin

The first four sourcing rules implement the destination principle, either by reference to the location of the purchaser’s physical receipt of the product (as in the first two rules, which look to the “taking possession” or “first use” of the product) or by a proxy for such location when information regarding such location is unknown (as in the second two rules, which look to the purchaser’s address). However, when the seller has no information regarding the location of the actual or presumed receipt of the product by the purchaser, SSUTA adopts a default rule that sources the sale based on the origin rather than the destination of the transactions. Hence SSUTA provides:

When none of the previous rules … apply, including circumstances in which the seller is without sufficient information to apply the previous rules, then the location will be determined by the address from which tangible personal property was shipped, from which the digital good or the computer software delivered electronically was first available for transmission by the seller, or from which the service was provided (disregarding for these purposes any location that merely provided the digital transfer of the product sold).

Despite SSUTA’s general position that all “products” (whether tangible or digital and whether goods or services) are subject to the same sourcing principles,
 in implementing the origin default rule SSUTA’s drafters sensibly recognized that a one-size-fits-all approach to the notion of origin for tangible personal property, services, and digital products would blink reality. Accordingly, for purposes of applying the origin rule, SSUTA provides three different concepts of origin depending on the nature of the product in question. 

For sales of tangible personal property, origin is based on the “shipped from” address. For sales of services, origin is based on the place of performance (i.e., the address from which the services were provided). For sales of digital products, where the concept of origin is the most problematic and manipulable, SSUTA looks to the location from which the good “was first available for transmission by the seller.”
 Earlier or later transmissions are disregarded, as are so-called “ghost servers,” i.e., servers that are passive or inactive and do no more than mirror the actual transmission.

C.
Digital Products Available for Concurrent Use in More Than One 

Jurisdiction: Apportioned Sourcing to Multiple Points of Use (MPU) 

By Business Purchaser on Direct Pay (Reverse Charge) Basis 
The general sourcing rules adopted by SSUTA identify a single jurisdiction to which the sale of a product is sourced, whether based on the destination or origin of the sale or the seller’s or purchaser’s location. These rules all relate to the seller’s obligation to remit the tax to the jurisdiction so identified. SSUTA recognizes, however, that there are circumstances in which products are available for concurrent use in more than one jurisdiction and, consequently, sourcing the sale to a single jurisdiction would be inappropriate, at least from a policy standpoint.
  SSUTA also recognizes that, under these circumstances, the purchaser rather than the seller is the party that is likely to be in possession of the information bearing on the jurisdictions in which the product will be used. SSUTA therefore provides a special sourcing rule for business purchases of products that are available for concurrent use in more than one jurisdiction. The rule requires the business purchaser to apportion the receipts from the sale of such products among the jurisdictions in which the product will be used and to remit the tax to the proper jurisdictions on a direct-pay (reverse charge) basis.

Under the “multiple points of use” (MPU) rule, if a “business purchaser” knows at the time of its purchase of (1) “a digital good,” (2) “computer software delivered electronically,” or (3) “a service” that such product “will be concurrently available for use in more than one jurisdiction,” it must deliver an “MPU Exemption Form” to the seller disclosing this fact at the time of the purchase.
 The delivery of the MPU Form has a number of consequences. First, it relieves the seller of any obligation to collect, pay, or remit the applicable tax. Second, it imposes that obligation upon the business purchaser. Third, it requires the business purchaser to source the sales receipts “by any reasonable, but consistent and uniform, method of apportionment that is supported by the purchaser’s business records as they exist at the time of the consummation of the sale.”
 Although holders of direct pay (reverse charge) permits are technically relieved of the requirement to file an MPU form, they are in substance subject to the foregoing requirement because (1) their direct pay permits already require them to deliver the equivalent of an MPU form with respect to their purchases and to self-assess any applicable sales or use taxes imposed on the purchase,
 and (2) the apportionment provisions of the MPU rule are specifically made applicable to direct pay permit holders.

The MPU provision is a conceptually sound and imaginative response to the problem of taxing goods and services that can be consumed in more than one jurisdiction simultaneously. The conceptual soundness of the rule is indisputable — consumption should be taxed where consumption occurs,
 and if consumption occurs in more than one jurisdiction it should be taxed in more than one jurisdiction. Moreover, in a world that is becoming increasingly digital — and in which there will be an increasing number of products that will be concurrently available for use in more than one jurisdiction — the adoption of a rule that properly addresses this class of transactions is highly appropriate. 

Indeed, the only objections that one could reasonably raise to this rule, other than the point that it proves too much,
 is that the difficulties of its administration outweigh its theoretical merits. These practical concerns no doubt explain why the rule is limited to “business purchasers.”
 After all, application of the rule to nonbusiness purchasers makes as good theoretical sense as does its application to business purchasers. If an individual subscribes to AOL for Internet access and consumes that service in whatever location she happens to be (where AOL dial-up service is available), the theoretically proper “consumption” tax on the monthly charge to AOL would be apportioned by reference to the individual’s actual use of the AOL service. But mere statement of the theoretically correct result demonstrates its impracticality. The distinction SSUTA draws between business-to-business (B2B) and business-to-consumer  (B2C) transactions in this context therefore makes good practical sense and is analogous to distinctions that both the European Union and the Organisation for Economic Cooperation Development have drawn between B2B and B2C transactions in addressing the issues raised by consumption taxation of cross-border trade in digital products.
 

IV.
THE STREAMLINED AGREEMENT’S PROVISIONS REGARDING


CERTIFIED TAX COLLECTION INTERMEDIARIES AND SOFTWARE

A.
Certified Service Providers, Certified Automated Systems, and Model 1, 2, and 3 Sellers

One of the recurring leitmotifs — if not the overarching theme — of the SSTP is the removal or minimization of the sales and use tax collection burdens on registered vendors. The SSTP pursues this goal in a number of ways that already have been discussed in some detail, including base and rate simplification, uniform sourcing rules, and a variety of administrative simplifications. Perhaps the most innovative aspect of the SSTP’s effort to remove the tax collection burden from vendors is the creation of a mechanism under which third-party tax collection agents, certified by the states under SSUTA, literally assume all of the vendor’s sales and use tax collection functions and do so at no cost to the vendor. A somewhat less radical but nonetheless innovative variation on this theme is SSUTA’s provision for certifying tax collection software, whose proper use by the seller effectively insulates the seller from liability for any errors in determining the proper tax due to the appropriate jurisdiction. 

1.
Certified Service Providers and Model 1 Sellers

SSUTA defines a Certified Service Provider (CSP) as “[a]n agent certified under the Agreement to perform all the seller’s sales and use tax functions, other than the seller’s obligation to remit tax on its own purchases.”
 A seller that selects a CSP as its agent to perform all its sales and use tax functions (other than its obligation to remit tax on its own purchases) is a Model 1 seller.
 In substance, SSUTA provides a mechanism by which a seller may outsource all of it sales and use tax collection functions
 to a third-party CSP, at no out-of-pocket cost
 to the seller,
 and insulate itself from liability from erroneous tax collection except in cases of misrepresentation or fraud.

SSUTA’s governing board is charged with the responsibility of certifying CSPs. A person may be certified as a CSP if the person (1) uses a Certified Automated System (CAS),
 i.e., software certified under the Agreement to calculate the tax imposed by each member state (and localities within the state), determine the amount to remit to each state, and maintain a record of the transaction; (2) integrates the CAS with the sales processing system of the seller for whom it collects the tax so that tax is determined at the time of sale; (3) agrees to remit the taxes it collects in the manner specified by the member states; (4) agrees to file returns on behalf of the sellers for whom it collects tax; (5) agrees to protect the privacy of the tax information in accord with the Agreement; and (6) enters into a contract with the member states and agrees to comply with the contract.
 At this juncture, the SSTP is working on the development of procedures and criteria governing the certification process.

2.
Certified Automated Software and Model 2 Sellers


SSUTA defines a Certified Automated System (CAS) as “[s]oftware certified under the Agreement to calculate the tax imposed by each jurisdiction on a transaction, determine the amount of the tax to remit to the appropriate state, and maintain a record of the transaction.”
 A seller that selects a CAS to calculate its tax is Model 2 seller. A Model 2 seller, unlike a Model 1 seller, does not outsource its tax-collection functions to a third party and retains responsibility for remitting the tax. However, a Model 2 seller is relieved of the burden of (and liability for
) determining whether it has correctly determined the tax and remitted it to the appropriate jurisdiction, as long as it properly uses the CAS. 


SSUTA’s governing board is charged with the responsibility of certifying a CAS. The board may certify a software program as a CAS if the program (1) determines the applicable state and local sales and use tax rate for a transaction in accordance with SSUTA’s sourcing provisions; (2) determines whether or not an item is exempt from tax; (3) determines the amount of tax to be remitted for each taxpayer for a reporting period; (4) generates reports and returns as required by the governing board; and (5) meets other requirements established by the governing board. At this juncture, the SSTP is working on the development of procedures and criteria governing the certification process.

3.
Proprietary Software and Model 3 Sellers


The SSTP was aware that there would be some sellers — in particular, the nation’s largest retailers — who already have sales and use tax collection systems in place that meet or exceed whatever standards SSUTA might impose for certifying tax calculation software and who would prefer to continue to handle their own sales and use tax collection obligations. It therefore recognized a third category of sellers — Model 3 sellers — that would be treated as operating under the Agreement but without the necessity of using a CSP or CAS. Specifically, SSUTA defined a Model 3 seller as

[a] seller that has sales in at least five member states, has total annual sales of least five hundred million dollars, has a proprietary system that calculates the amount of tax due each jurisdiction, and has entered into a performance agreement with the member states that establishes a tax performance standard for the seller.

SSUTA provides that the governing board may establish one or more sales tax performance standards for Model 3 sellers who have developed a proprietary system for properly determining the amount of sales and use tax due on transactions and that meets the board’s eligibility criteria.

4.
Liability


A central feature of the CSP/CAS regime — and one that no doubt makes it particularly attractive to sellers — is its insulation of sellers from liability for failure to properly collect sales or use tax if they rely on a CSP or CAS. SSUTA itself says relatively little about liability, specifying only that member states must relieve sellers and CSPs from liability to state and local jurisdictions for charging and collecting the incorrect amount of tax based on erroneous data provided by a member state on tax rates, boundaries, or taxing jurisdiction assignments. Even without such provisions, one would have thought that elementary principles of fairness would require no less. Although SSUTA provides little guidance regarding the implications for the seller’s tax liability when it employs a CSP or CAS, the “enabling” legislation (the Acts) authorizing the states’ participation in the SSTP explicitly addresses these issues.




a.
Certified Service Providers and Model 1 sellers

Because of the significance of the Acts’ provisions bearing on seller and third-party liability, they are quoted below in full. With respect to CSPs and Model 1 sellers, the Acts provide:

A Certified Service Provider is the agent of a seller, with whom the Certified Service Provider has contracted, for the collection and remittance of sales and use taxes. As the seller’s agent, the Certified Service Provider is liable for sales and use tax due each member state on all sales transactions it processes for the seller except as set out in this section. A seller that contracts with a Certified Service Provider is not liable to the state for sales or use tax due on transactions processed by the Certified Service Provider unless the seller misrepresented the type of items it sells or committed fraud. In the absence of probable cause to believe that the seller has committed fraud or made a material misrepresentation, the seller is not subject to audit on the transactions processed by the Certified Service Provider. A seller is subject to audit for transactions not processed by the Certified Service Provider. The member states acting jointly may perform a system check of the seller and review the seller’s procedures to determine if the Certified Service Provider’s system is functioning properly and the extent to which the seller’s transactions are being processed by the Certified Service Provider.

In substance, then, the Acts provide the following general rules governing liability with respect to CSPs and Model 1 sellers.  The CSPs, not the Model 1 sellers, are liable to the state for sales and use taxes on the transactions that they process, unless the Model 1 seller engages in misrepresentation or fraud in dealing with the CSP. Moreover, in the absence of probable cause to believe that the Model 1 seller has committed fraud or made a material misrepresentation, the Model 1 seller is not even subject to audit on the transactions processed by the CSP. The Model 1 seller remains liable and subject to audit for transactions that the CSP does not process. Finally, although not subject to “audit” on transactions that the CSP processes, the Model 1 seller is subject to “system checks” by the states to make sure that the CSP’s system is functioning properly.

b.
Certified Automated Systems and Model 2 sellers

With respect to CASs and Model 2 sellers, the Acts provide:

A person that provides a Certified Automated System is responsible for the proper functioning of that system and is liable to the state for underpayments of tax attributable to errors in the functioning of the Certified Automated System. A seller that uses a Certified Automated System remains responsible and is liable to the state for reporting and remitting tax.

The Acts are less explicit about relieving Model 2 sellers than they are about relieving Model 1 sellers of liability for participating in the streamlined system. Nevertheless, the plain implication of the Acts’ liability provision bearing on those who use a CAS is that the CAS provider, not the Model 2 seller, will be liable to the state for any errors attributable to the CAS. Of course, because the Model 2 seller has not outsourced the tax-collection function to a third party CSP, it remains liable to the state for reporting and remitting the tax. Although the Acts do not say so explicitly, one would think that the same “misrepresentation” and “fraud” exceptions applicable to Model 1 sellers
 are likewise applicable to Model 2 sellers.

c. 
Proprietary software and Model 3 sellers

With respect to proprietary software and Model 3 sellers, the Acts provide:

A seller that has a proprietary system for determining the amount of tax due on transactions and has signed an agreement establishing a performance standard for that system is liable for the failure of the system to meet the performance standard.

For Model 3 sellers there does not appear to be any shift in liability, because such sellers are in effect acting as self-providers of a CAS, and any “shift” in liability from the CAS provider to the seller would be meaningless, especially in light of SSUTA’s definition of a Model 3 seller as including “an affiliated group of sellers using the same proprietary system.”

d.
Questions raised by liability provisions

Although the Acts’ provisions provide some guidance regarding the respective liabilities to the state of sellers, on the one hand, and CSPs and CAS providers, on the other, they leave a number of questions unanswered, particularly with regard to the liability of the CSP and the sellers to each other (as distinguished from the liability of either of them to the state).
 For example, the Acts explicitly provide that the CSP is liable to the state for taxes due, unless the Model 1 seller misrepresented the type of items it sells or committed fraud. Suppose, however, that the seller provided faulty or incomplete information that led the CSP to undercollect the taxes due but did not engage in conduct amounting to misrepresentation or fraud. Would the CSP have a cause of action against the seller for the taxes the CSP was required to pay? The answer would seem to lie somewhere in the law of agency and the circumstances under which an agent may sue a principal for an accounting. It might also be governed by the terms of the contract between the CSP and the seller. It is, however, an issue on which the Acts are silent and one that could be the source of some controversy.

The Acts also leave open the question of what is meant by “fraud” or “misrepresentation.” Are the standards those applied to criminal fraud or misrepresentation, to claims sounding in tort (e.g., “tortious misrepresentation”), or to contracts? These standards are markedly different,
 and those differences could determine the circumstances under which the CSP rather than the seller is liable for the taxes due. Although the Acts’ drafters cannot be faulted for failing to address every possible detail of the relationship between CSPs or sellers, it is nevertheless important to identify areas in which conflict could arise with regard to the respective liability of CSPs and sellers to the state and to each other.

 The Acts also fail to consider several other issues. Can CSPs audit sellers to determine whether there is probable cause to believe that a seller has committed fraud or made a material misrepresentation? By the same token, what can sellers do to protect themselves against unscrupulous or incompetent CSPs who pay over more tax to the member state than is legally due? Although these issues would appear to be a matter of private contract between the CSP and the seller, or in some instances a matter warranting criminal action, the Acts’ rules governing the relationship between sellers and intermediaries might usefully have provided some guidance on these questions. Presumably these questions will be taken into account by CSPs when negotiating fees for their services.

5.
Collection Allowances
SSUTA contemplates compensation for Certified Service Providers (CSPs), for vendors using a Certified Automated System (CAS), for vendors using proprietary software that meets the board’s performance standards, and for other vendors.

With respect to CSPs, SSUTA requires that the member state provide a monetary allowance in accord with the terms of the contract between the CSP and the governing board. The details of the monetary allowance will be provided through the contract process. The allowance will be funded entirely from money collected by the CSP.
 The contract may base the monetary allowance on one or more of the following: (1) a base rate that applies to taxable transactions that the CSP processes; (2) for a period not to exceed twenty-four months following a voluntary seller’s registration through SSUTA’s central registration process, a  percentage of tax revenue generated for a member state by the voluntary seller for each member state for which the seller does not have a requirement to register to collect the tax.

SSUTA initially contemplates a monetary allowance to Model 2 sellers using a CAS predicated on a base rate (after the base rate described in the previous paragraph has been established) for not more than twenty-four months, in addition to any discount afforded by each member state.
  The rate will be based on a percentage of tax revenue generated for a member state by the voluntary seller for each member state for which the seller does not have a requirement to register to collect the tax.
 After the twenty-four-month period, a seller will be entitled only to the vendor discount authorized under each state’s tax law.
 SSUTA contemplates a similar allowance for vendors using proprietary software and for other vendors that voluntarily register under the Agreement.
 

CONCLUSION


As Charles E. McLure, Jr., and I have noted elsewhere, contextual considerations often render the U.S. experience of subnational cross-border taxation of little relevance in evaluating analogous issues in the international cross-border context.
 As the first part of this paper demonstrated, that point certainly must be borne in mine in considering the relevance of U.S. state retail sales tax issues to international VAT issues. Nevertheless, the unprecedented efforts of the U.S. states to harmonize and modernize their retail sales regimes under the auspices of the SSTP, and, in particular, their effort to develop uniform rules for the sourcing of transactions and the innovative use of third-party intermediaries to facilitate cross-border tax collection, may well prove to be a useful source of information and, perhaps, guidance as the international tax community addresses the question of VAT policy and administration in the international context. 
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