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Introduction

These materials provide examples of application of the 10 principles of good tax policy. The 10 principles are provided in the AICPA’s Tax Policy Concept Statement 1 – Guiding Principles of Good Tax Policy: A Framework for Evaluating Tax Proposals, released in March 2001 (included in the meeting materials). The attached charts apply the principles to the following tax proposals:

▪ The Armey Flat Tax (H.R. 1040).

▪ H.R. 777 (107th Congress) allowing non-itemizers a deduction for charitable donations, limited to the amount of the standard deduction.

▪ Application of sales and use taxes to Internet commerce.

These 3 proposals are used to illustrate use of the 10 principles for major tax reform, narrow proposals, and a tax other than the federal income tax.

In addition to use in analyzing existing tax proposals, the policy framework can be used to help craft proposals that will best meet the overall framework.

Application of the Guiding Principles of Good Tax Policy:
The Armey Flat Tax (H.R. 1040)

Principle
Application and Analysis

Equity and Fairness:
Similarly situated taxpayers should be taxed similarly.
With a large personal and dependency exemption, vertical equity is achieved, but not to the same extent as with a progressive rate structure. Also, with almost all deductions and credits eliminated, horizontal equity is better achieved.

While economically, all income is taxed, it will be difficult to convince most individuals that investment income is taxed the same as earned income when only earned income is reported on an individuals tax return. Thus, it will generally not be apparent that horizontal equity is achieved.

Certainty 
The tax rules should clearly specify when the tax is to be paid, how it is to be paid, and how the amount to be paid is to be determined.
The tax as directly applied to individuals is quite clear as only three types of income are subject to tax and a Form 1099 would likely be issued for each.

For businesses (including sole proprietors and landlords) the calculation is unlikely to be any more uncertain than under the current income tax.

Convenience of Payment 
A tax should be due at a time or in a manner that is most likely to be convenient for the taxpayer.
Assuming wage and pension withholding remains, the tax should satisfy this principle, at least for most individuals.

Economy in Collection 
The costs to collect a tax should be kept to a minimum for both the government and taxpayers.
The simpler personal tax calculations should reduce costs for both the government and individuals. Businesses, including landlords and sole proprietors will still have recordkeeping, but the tax calculations will be simpler than under the current income tax system.

Simplicity 
The tax law should be simple so that taxpayers can understand the rules and comply with them correctly and in a cost-efficient manner.
For non-business individuals, the flat tax will be easier than the current income tax because all credits are eliminated, as are most deductions. Also, only three types of income are reportable and taxpayers should receive Forms 1099 with the necessary information.  Businesses will no longer have inventory or depreciation calculations. For wage earners with Schedule C, E, and/or F income, multiple returns are needed; it may be difficult to distinguish non-taxable investment activity from taxable business activity (for example, when does a personal collection of art become a business of a dealer?).

Neutrality – The effect of the tax law on a taxpayer’s decisions as to how to carry out a particular transaction or whether to engage in a transaction should be kept to a minimum.
For businesses, contractors may be a "better" tax deduction than are employees because payroll taxes and employee benefits are not deductible to a business. Financing decisions will be impacted by the non-deductibility of interest expense.

Economic Growth and Efficiency 
The tax system should not impede or reduce the productive capacity of the economy.
The flat tax is a consumption tax and proponents suggest that it will improve savings rates. Zero direct capital gains tax and an exclusion for interest income should improve capital investment. However, taxpayers with high levels of debt at the transition date and significant assets will suffer decline in value of assets and increased financing costs. GAAP treatment of the new tax may have an impact on stock values. With respect to international taxation, the flat tax is an origin-based tax and is not GATT-compatible. The economic impacts, if any, of this approach need to be considered.

Principle
Application and Analysis

Transparency and Visibility 
Taxpayers should know that a tax exists and how and when it is imposed upon them and others.
Proponents argue that the flat tax is more transparent than the current income tax because there are fewer deductions and no tax credits. However, it will likely be difficult for taxpayers to understand what they also pay "indirectly," such as what a stockholder pays through the corporation.

Minimum Tax Gap 
A tax should be structured to minimize non-compliance.”
Proponents suggest that a lower rate will improve compliance.

Appropriate Government Revenues 
The tax system should enable the government to determine how much tax revenue will likely be collected and when.
Depends on the actual tax rate. The rate will likely be set to raise as much revenue as our current income tax. However, it will be difficult to determine this rate.

Application of the Guiding Principles of Good Tax Policy:
 H.R. 777 (107th Congress) Allowing Non-Itemizers a Deduction for Charitable Donations

Principle
Application and Analysis

Equity and Fairness:
Similarly situated taxpayers should be taxed similarly.
What causes taxpayers to be considered similarly situated? Is a person who makes a $500 contribution and claims the standard deduction similarly situated to a person who also makes a $500 contribution but has other itemized deductions? Arguably, the answer is “no” if the standard deduction is intended to be a substitute for claiming itemized deductions.

This type of new deduction raises the issue of how to measure taxable income and ability to pay. Why not instead allow an extra deduction for interest expense for individuals claiming the standard deduction? Why not increase the amount of the standard deduction instead?

The proposal doesn’t meet the equity and fairness principle, which makes sense because this proposal is intended to provide an incentive for charitable deductions.

Certainty 
The tax rules should clearly specify when the tax is to be paid, how it is to be paid, and how the amount to be paid is to be determined.
This proposal would add to the recordkeeping needs of more taxpayers and it would require that non-itemizers know the rules for what qualifies as a charitable organization and a charitable deduction.

Convenience of Payment 
A tax should be due at a time or in a manner that is most likely to be convenient for the taxpayer.
No issue.

Economy in Collection 
The costs to collect a tax should be kept to a minimum for both the government and taxpayers.
This proposal could lead to increased audit work, but given the low audit rates today, it is unlikely to be an issue. There will be some additional compliance costs for non-itemizers, but it is unlikely to be significant.

Simplicity 
The tax law should be simple so that taxpayers can understand the rules and comply with them correctly and in a cost-efficient manner.
This proposal is not as simple as the standard deduction alone. Non-itemizers will have additional recordkeeping burdens and will need to know the basic rules of charitable deductions. It would be simpler to just increase the amount of the standard deduction (or to not pursue the proposal).

Neutrality – The effect of the tax law on a taxpayer’s decisions as to how to carry out a particular transaction or whether to engage in a transaction should be kept to a minimum.
The proposal may affect a person’s decision as to how to spend their money with an added incentive to donate money to a charitable organization. Therefore, it is not a neutral proposal.

Economic Growth and Efficiency 
The tax system should not impede or reduce the productive capacity of the economy.
The proposal may lead to an increase in donations to charitable organizations. The effect on the economy is difficult to measure because some of the donated funds would have been spent for other purposes.

Transparency and Visibility 
Taxpayers should know that a tax exists and how and when it is imposed upon them and others.
No issue.

Minimum Tax Gap 
A tax should be structured to minimize non-compliance.”
The proposal could lead to some taxpayers claiming deductions that were not actually made because there is no substantiation requirement for donations under $250 or that donations be made by check or credit card.

Appropriate Government Revenues 
The tax system should enable the government to determine how much tax revenue will likely be collected and when.
No issue – the revenue effect can be reasonably estimated.

Application of the Guiding Principles of Good Tax Policy:
Application of Sales and Use Taxes to Internet Commerce

Principle
Application and Analysis

Equity and Fairness:
Similarly situated taxpayers should be taxed similarly.
Vendors selling goods and services online should be treated similarly to “Main Street” vendors selling the same goods and services and vice versa. While the cost of the sales and use tax is actually imposed on the buyer, rather than the seller, the compliance burden and price competition presented by the sales tax makes this a significant tax to vendors. Certainly, the compliance costs of the sales tax is greater for vendors with customers and taxable presence (nexus) in many states because of the varying sales tax rules among states and even some cities. But, is a multistate vendor similarly situated to a “Main Street” vendor with a single location? For example, assume vendors are required to collect sales tax from all customers, even in states where the vendor has no physical presence. A Main Street retailer with a store in San Jose would have much lower compliance costs than an online vendor also located only in San Jose, but who sells to customers in all states. The online vendor would need to determine where all of its customers live and charge the applicable sales tax (in contrast, under today’s sales tax law, the Main Street vendor is allowed to just charge the San Jose rate to all customers that come into the store). 

Thus, arguments of “leveling the playing field” must consider the added compliance burden placed upon vendors required to collect tax based on the location of their buyers. While the prices charged by the multistate vendor and Main Street retailer would be the same if both are required to collect sales tax, the playing field is not level if the online vendor has greater compliance costs. Equity and fairness between Main Street and online vendors require some balancing of the compliance costs, as well as the sales tax charged. The equity and fairness principle could be achieved by, for example, 1) requiring the Main Street retailer to charge sales tax based on where its customers live, 
2) allowing the online vendor to charge San Jose/California sales tax to all customers regardless of where they live (origin approach), 3) providing compensation to the online vendor for the extra compliance costs, or 
4) providing a mechanism, such as a third party collector funded by the government, to handle the online vendor’s compliance activities.

Certainty 
The tax rules should clearly specify when the tax is to be paid, how it is to be paid, and how the amount to be paid is to be determined.
Lack of certainty in the tax system reduces the confidence taxpayers have that they have computed their tax liability correctly. Today, with over 6,000 jurisdictions able to assess sales tax and a lack of uniformity in the rules of these jurisdictions, as well as frequent changes to the rules, uncertainty exists for multistate vendors. 

Improvement is needed such as by streamlining the rules among jurisdictions or replacing the individual state and local sales tax with a federal level tax to be distributed back to the states.

Convenience of Payment 
A tax should be due at a time or in a manner that is most likely to be convenient for the taxpayer.
This principle is mostly met with today’s sales tax rules, which tend to require periodic filing and payment at a time subsequent to the sale.

Economy in Collection 
The costs to collect a tax should be kept to a minimum for both the government and taxpayers.
The costs to taxpayers of complying with sales taxes are quite significant for multistate vendors due to the large number of taxing jurisdictions and lack of uniformity in the rules.

Improvements noted in this column should also help address this principle.

Principle
Application and Analysis

Simplicity 
The tax law should be simple so that taxpayers can understand the rules and comply with them correctly and in a cost-efficient manner.
For multistate vendors, sales taxes fail to satisfy the simplicity principle. The multiple definitions, rules, registration procedures, exemptions, rates, filing and audit procedures result in a great deal of complexity. 

Improvements to simplify the sales tax system include uniformity of rules and procedures, better use of technology to compute and collect the tax, use of a third party to compute and remit the tax, or perhaps a federal level tax to replace the state sales tax.

Neutrality – The effect of the tax law on a taxpayer’s decisions as to how to carry out a particular transaction or whether to engage in a transaction should be kept to a minimum.
The sales tax law is not neutral with respect to e-commerce for either vendors or customers. Sales tax has played a part in location and form of operation decisions for some vendors. For example, the founder of Amazon.com has stated that he purposely did not locate the company in California because he expected to have many customers there and did not want to have to charge sales tax.
 Also, as noted in testimony of Peter Lowy for the e-Fairness Coalition, before a congressional committee on Internet taxation,
 some brick-and-mortar vendors established separate subsidiaries for their online sales in order to reduce the number of states where the online entity would have a physical presence, and thus, a sales tax collection obligation. Thus, sales tax has played a significant role in taxpayer location and form of operation decisions and is not neutral.

Also, the current situation where remote (non-present) vendors are not required to collect sales tax can cause sales tax to play a part in a customer’s decision as to how and where to purchase goods and services. For example, a customer may decide to purchase a computer online to avoid sales tax rather than purchase the computer from a Main Street vendor. Also, in a few states, such as California, software (and other digitized goods) transferred online are not subject to sales tax, while their tangible counterpart (that is, a boxed music CD or software) is subject to sales tax. Thus, the sales tax law is not neutral in that it will play a role in a customer’s decision as to how and where to purchase certain products.

The sales tax could be made more neutral by requiring sales tax to be charged by remote vendors, enforcing use tax rules (customers making taxable purchases from remote vendors are required to remit use tax on their own, although state enforcement and educational efforts are weak), exempting all digitized items from sales tax along with their tangible counterpart, or taxing all products regardless of how they are transferred.

Principle
Application and Analysis

Economic Growth and Efficiency 
The tax system should not impede or reduce the productive capacity of the economy.
This is the argument to support not taxing online sales – that doing so will impede growth of the Internet. However, the Internet seems to be growing without any indication that it is due to the current tax rules. For example, the Department of Commerce reported that e-commerce sales increased 33.5% in first quarter 2001 over the first quarter of 2000.
 In early 1998, prior to the enactment of the ITFA, it was reported that the number of Internet hosts was growing at a rate of 40% to 50% annually.
 While some studies have found that taxation of online shopping will reduce online shopping, the issue isn’t really so simple as to argue that taxes should be avoided. Today, online purchases are subject to sales and use tax in all states that impose a sales tax. However, the ability of states to collect use tax on remote online sales is quite low. Also, will imposition of taxes eliminate the sale, or just more it from the Internet to Main Street? Or, will Internet vendors find some way to reduce costs to help “compensate” for the added costs of both shipping and sales tax?

Transparency and Visibility 
Taxpayers should know that a tax exists and how and when it is imposed upon them and others.
Sales and use taxes are visible because they are shown on the customer’s invoice. Even invoices prepared at Internet sites will show any sales tax charged. However, many consumers may not know that a sales tax exists on particular transactions. For example, many consumers who are not charged sales tax on online sales likely believe it is due to the ITFA when it is most likely due to the Quill decision (504 U.S. 298 (1992)). Also, customers likely don’t know all that the sales tax applies to – for example, will it apply to “free” items obtained from online vendors? Does it apply to shipping charges?

Simplification and some uniformity should help to better satisfy this principle.

Minimum Tax Gap 
A tax should be structured to minimize non-compliance.”
The use tax causes a tax gap because so few consumers (and even some businesses) know what a use tax is or that it exists to complement the sales tax. While some states have made efforts to inform residents about the use tax, such as by adding a line on the state personal income tax form for it compliance is very low and many dollars of taxes go uncollected. 

Improvement could be made by state tax agencies educating consumers about the use tax and simplifying compliance, simplifying sales tax systems such that Congress might exercise its authority under the Commerce Clause and allow states to collect use tax from remote vendors, or replacing the sales tax with another type of consumption tax. The Internet not only makes it easier to purchase items from a vendor in another state, but also in another country. While Congress could require a remote vendor to collect a state’s sales and use taxes, it will be far more difficult, if not impossible, to get a vendor in a foreign country to collect a state’s sales tax. Thus, if the tax is to be collected, states will need to get consumers to voluntarily comply or to exempt foreign sales, which then violates the neutrality principle. An alternative consumption tax to the sales tax would be for consumers to measure their consumption as Income less Savings. Of course, this would also involve extra recordkeeping and it would broaden the tax base over what it is today (it would tax all consumption rather than just tangible personal property).

Appropriate Government Revenues 
The tax system should enable the government to determine how much tax revenue will likely be collected and when.
Today, less than 1% of retail sales are online sales. Thus, lost use tax is still small. It is really the potential growth of e-commerce that poses the greatest use tax loss for state and local governments. This growth will adversely affect the predictability and reliability of governments to determine their expected tax revenues. Also, for the few states, such as California, that do not tax products transferred electronically, as more and more items are transferred in digitized form, there will be a drop in the tax base. 

To improve the predictability and reliability (as well as stability) of sales tax revenues, improvements are needed to the system now while the revenue losses are relatively small.

� David Streitfeld, "Booking the Future; Does Amazon.com Show That Publishing Clicks on the Internet?" The Washington Post, July 10, 1998, page A1. Also see Chip Bayers, "The Inner Bezos," Wired, March 1999, page 115, 174. The Wired article notes that Amazon.com also has a warehouse in Delaware that has no state sales tax, and will open a third in Nevada to help serve its large California customer base (without having a presence in California).
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