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A BILL

To promote neutrality, simplicity, and fairness in the
taxation of digital goods and digital SCPVICeS.

Be it enacted by the Senade and 1 Touse of Representa-
tives of the United States of /A merica in Congress assembled,
SECTION 1. SHORT TITLE.

This Act may be cited as the “Pigital Goods and
Services Tax Wairness Act of 20117,

SEC. 2. FINDING.,

The Congress finds that it is appropriate to exereise

congressional enforeement anthority under seetion 5 of the

14h amendment to the Constitution of the United States
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and Congress’ plenary power ander article 1, seetion 8,
clause 3 of the Constitution of the United States (com-
monly kinown as the “aommeree clause”) i order to en-
sure that States and political cuhdivisions thereof do not
diseriminate against providers and consumers of digital
goods and digital serviees by imposing multiple, exeessive
and diseriminatory taxes and other burdens on such pro-
viders and consumers.

SEC. 3. MULTIPLE AND DISCRIMINATORY TAXES PROHIB-

1TED.

No State ov local jurisdietion shall impose multiple
or diseriminatory taxes on ov with respeet to the sale or
use of digital goods or digital services.

SEC. 4. RETAIL, SOURCING, AND OTHER LIMITATIONS AND
RULES.

(a) RETAIL LizviraroN.—Taxes on or with respect
to the sale of digital voods or digital services may only
he imposed on or with respecet o a sale to a customer.

(h) TAXPAYER LIMIPATION — Taxes on OF with re-
speet to the sale of digital goods or digital services may
only he imposed on and collected only from @ customer
or a sceller.

{¢) SOURCING [AMITATION. —

(1) Ix GIENERAL— Taxes on or with respeet to

the sale of digital goods or digital serviees may he

284 .xmi (49535512)
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imposed only by the State and local jurisdictions
whose tervitorial limits encompass the customer’s tax
address.

(2) MULPIPLE LOUATIONS.—If the sale of dig-
ital coods or digital serviees is made to multiple lo-
eations of a customer, whether simultancously or
over a period of time, the seller may determine the
customer’s tax address or addresses using the ad-
dress or addresses of wse as provided Dy the eus-
tomer,

(3) SELLER IELD ARMLIESS.—A seller that
relies in good faith on information provided by a
customer to determine the customer’s tax address or
addresses shall not he held liable for any additional
tax hased on a ditferent determination of the cus-
tomoer’s tax address or addresses.

(d) TAMITATION ON [INPANSIVE INTERPRETATION.—
No tax on or with vespeet to the sale or use of tangible
personal property, telecommunications serviee, Internet
aceess serviee, or audio or video progranuning serviee may
he eonstrued by any regulation, administrative ruling, or
otherwise, to be imposed on or with respeet to the sale
or use of a digital good or a digital sorvice. For purposes
of this Act, a transaction involving a digital good shall

he characterized solely as a transaction involving the pro-

284.xml {49535512)
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vision of a digital service unless the transaction results
i the transfer or delivery of a complete copy, with the
right to use permanently or for a specified period, of the
digital good that is the subject of the transaction. No fax
on or with respect to the sale or use of a digital good may
be construed hy any regulation, administrative ruling, or
otherwise, to be imposed on or with respeet o the sale
or use of a digital service, The limitations provided by this
subseetion shall not apply to any construction of a statute
that was approved by a judicial interpretation of that stat-
wte on or hefore the date of the enactment of this Act.

{¢) TREATMENT OF DBUNDLED GOODS AND SERV-
[CT8S—

(1) IN GENERAL—Subject to paragraph (2), if
charges for digital goods or digital SCIViCes are ag-
gregated with, and  not separately  stated  from,
charges forr other goods or serviees, then the charges
for digital goods or digital serviees may be taxed for
purposes of this Aet at the same rate and on the
same basis as eharges for the other goods or services
unless the seller can reasonably identify the charges
for the digital goods or digital services from its
hooks and records kept in the regular conrse of husi-

1HESS.

.284.xml (49535512)
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I (2) CHARGES FOR DELIVERY AND  TRANS-
2 PORT.—If the charge for a digital good or digital
3 serviee is ageregated with, and not separately stated
4 from, a charge for clectronically delivering or trans-
5 porting the digital good, or providing the digital
6 serviee, to the customer, then the seller may either
7 apply paragraph (1) or treat the service of eleetronie
3 delivery or transport as a non-severable and inei-
9 dental component of the digital good or digital serv-
10 iee.
11 (1) TriamENT o1 Dicrran Cope.—The tax treat-
12 ment of the sale of a digital code shall be the same as
13 the tax treatment of the sale of the digital good or digital
14 service 1o which the digital code relates. The sale of the
15 digital code shall he considered the sale transaction for
16 purposes of this Act.
17 SEC. 5. DEFINITIONS.
18 In this Act:
19 (1) CUSTOMER.—
20 (A) IN GENERAL—Subject to subpara-
21 agraph (13), the term “eustomer” means a per-
22 son that purchases a digital good or digital
23 serviee, for a purpose other than rvesale.
24 (B3) END UsER—or the purpose of deter-
25 mining a place of primary use under paragraph
fWHLCO5021 1105021 1.284.xmi {49535512)

May 2, 2011 (3:562 P}



FAMI2ASMITTXASMITTX _021 XML

\OOO\]GNUI-ILL»)N

10
1]
12
13
14

16
17
18
19
20
21
22
23
24

FAWVHLC\0502111050211.284.xml
May 2, 2011 (3:52 p.m}

6
(2HA), the term “eustomer” means the “end
user” {as sueh term is used in section 124 of
title 4, United States C'ode) of the purchased
digital good or digital serviee.

(2) CUSTOMER’S  TAX ADDRESS.—The  term

“enstomer’s tax address” means—

(A} with respeet to digital goods or digital
services that are sold to a customer hy a pro-
vider of mobile tolecommunications service that
is subject to being conrecd under seetion 117 of
gitle 4, United States Code, or for whieh the
charges ave billed to the customer by such pro-
vider, and delivered or transferred clectronically
by means  of such  provider’s mobile  tele-
communications service, the customer’s place of
primary use, as dofined in seetion 124 of such
title;

(13) if subparagraph (A} does not apply,
and if the digital good or digital sevviee 18 1e-
ceived hy the customer at a business location of
the seller, such business focation;

(1) if neither subparagraph (A) nor sub-
paragraph (13) applies, and if the location where

the digital good or digital service 1s peceived by

{49535512)
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1 the customer is known to the seller, such loca-
2 tlon;

3 (D} if none of subparagraphs (A) through
4 () applies, the customer’s address that is el-
5 ther known to the seller or, if not known, ob-
6 tained by the seller during the consummation of
7 the transaction, including the address of the
8 customer’s payment. instrument it no other ad-
9 dress is available;

10 (1) if an address is neither known not ob-
L1 tained as provided in subparagraph (1), the ad-
12 dress of the seller from which the digital good
13 or digital service was sold; and

i4 (1) notwithstanding subparagraphs (A
15 through (18), for digital goods that are delivered
16 or transferved, or digital serviees that are pro-
17 vided, to a person other than the customer, in-
18 cluding advertising services, the location of de-
19 livery, transter, or provision if known or, other-
20 wise, the customer’s address determined under
21 subparagraph (D) or (18},
22 (3) DELIVERED OR TRANSFERRED ELECTRONI-
23 CALLY; PROVIDED BLECTRONICALLY. —The  term
24 “lelivered or transferred clectronically” means deliv-
25 ored or transferred by means other than tangible

FAVHLCI05021 11050211.284.xm!
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1 storage media, and the term “provided cleetrom-
2 cally’” means provided remotely via electronie means.
3 (4) Digrran copi—"The term “digital code”
4 means a4 code that conveys only the right to obtain
5 a single type of digital good or digital service,

6 (5) Dicrral doop.—The term “digital good”
7 means any good or produet that is delivered or
8 transforred cleetronically, including softaware, nfor-
9 mation maintained in digital format, digital audio-
10 visual works, digital audio works, and digital hooks,
11 (6} DIGITAL SERVIUCE,

12 (A) In denerAL—The term “digital serv-
13 jee” means any serviee that s provided elee-
14 tronically, including the provision of remote ac-
15 coss to or use of a digital good.

16 (I3) BXCEPTION —

17 () In guNBraL-—The term Hdigital
18 serviee”  does not include telecommuni-
19 cations service, Infernet aceess serviee, or
20 audio or video programming serviee,
21 (ii) AUDIO  OR  VIDEO PROGRAM-
22 AING——The  term “audio or video pro-
23 gramming’”’ means programming provided
24 by, or generally considered comparable to

FAVHLC\05021 h050211.284xmi (49535512)
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| programming provided by, a radio or tele-
2 vision hroadeast station.
3 (i11) VIDEO PROGRAMAMING.—The term
4 yideo  programming”  shall not melude
5 iteractive on-demand services (as defined
6 seetion 602(12) of the Communications
7 Act of 1934 (47 U.S.C. 522(12)), pay-per-
8 view sorviees, or serviees generally consid-
9 ored comparable to such serviees regardless
10 of the techmology used to provide such
11 serviees.
12 (T) DISCRIMINATORY TAN.—
3 (A) IN GBEXERAL—The term “diserimina-
14 tory tax” means any tax imposed by a State or
15 local jurisdiction—
16 (i) on or with respeet to the sale or
17 nse of any digital good or digital serviee at
18 a higher rate than is generally imposed on
19 or with respeet to the sale or use of tan-
20 aible personal property ov of similar serv-
21 icos that are not provided eleetromeally;
22 (i) on or with respeet to any saller of
23 digital goods or digital serviees at a higher
24 rate or hy incorporating a broader tax hase
25 than is generally imposed on or with re-
{WHLC\050211050211,284.xml (49535512}
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{ speet. to sellers in transactions involving
2 tangible personal  property  or mvolving
3 similar services that are not provided clec-
4 tronically, exeept that this clause shall
5 apply only to the extent that the higher
6 rate or broader tax base is attributable to
7 the fact that such person sells digital goods
8 or digital serviees;

9 (i) that is required to he collected
10 with respeet to the sale or use of digital
11 ooads or digital services by different sellers
12 or under other terms that are disadvanta-
13 aeous to those applied in taxing the sale or
14 use of tangible personal property or of
I5 similar serviees that ave not provided elee-
16 tronically; or

17 (iv) on or with respeet to any sepa-
18 rately staied amount that is charged by
19 the seller of a specifie digital good or dig-
20 ital serviee, and is direetly related to elee-
21 tr(mi.call,\’ delivering or transferring  that
22 wood or service, at a higher rate than is
23 generally imposed on or with respeet to de-
24 fivery charges, or shipping and handling
25 ¢harges, on tangible personal property.

(AVHLC\05021 11050211284 xml  {49535512)
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1 (13) APPLICATION.—Ifor purposes of this
2 paragraph, all taxes, tax vates, exemptions, de-
3 ductions, credits, incentives, exclusions, and
4 other similar factors shall be taken into account
5 in determining whether a tax is a diserimina-
6 tory tax.

7 (8) GENERALLY RIPOSED.—A tax shall not he
8 considered “gencrally imposed” if it is imposed only
9 on speeifie services, specific industries or business
10 segients, or specifie types of property.

11 (9) MurrieLE tax.—The term “multiple tax”
12 means any tax that is imposed on or with respeet to
13 the sale or use of a digital good or a digital service
14 hy a State or local jurisdiction, for which sueh State
15 or loeal jurisdiction gives no eredit with vespeet to
16 a tax that was previously paid on or with respeet to
17 the sale or use of sueh digital good or digital service
18 to another State or local jurisdietion, wnless the ter-
19 vitovial limits of the jurisdietion imposing the carher
20 tax and the jurisdiction imposing the later tax hoth
21 encompass the same tax address of the customer.
22 (10) PURCILASE 1POR RESALE—A digital good
23 or digital service is purchased for the purpose of ve-
24 sale it sueh good or service is purehased for the pur-
25 pose of reselling it, or for using it as a component

FAVHLC\05021 N050211.284xml  (49535512)
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1 part of or integration into another digital good or
2 digital service that is to be sold to another person,
3 and includes the purchase of a digital good or digital
4 sorvice for further commereial broadeast, rebroad-
5 east, streaming, restreaming, transmission, retrans-
6 mission, licensing, relicensing, reproduction, copying,
7 distribution, redistribution, or exhibition of the dig-
3 ital good or digital service, in whole or in part, to
9 another person,

10 (11) SALE AND PURCHASE—The terms “sale”’
11 and “purchase’”, and all variations thereof, shall in-
12 elude lease, rent, and license, and corresponding
13 variations thereof.

14 (12) SeLLER—The term “seller” means a per-
15 son making sales of tangible personal property, dig-
16 ital goods, digital services, or other services, and
17 does not inelude a person that provides, on hehalf of
18 another person, order taking, order fultillment, bill-
19 ing, or clectronie delivery or transfer service with re-
20 speet to the sale of a digital good or a digital serv-
21 iee,
22 (13) STATE OR LOCAL JURISDICTION.—The
23 torm “State or local jurisdiction” means auy of the
24 soveral States, the Distriet of Columbia, any terri-
25 tory ot possession of the United States, a political

FWHLC\050211\050211.284 xmt  (49535512)

May 2, 2011 {3:52 p.am)



FAMIZASMITTXASMITTX 021 XML

]

| T N T N R N T N S L T S S e g G G
L R~ S = =R o B [ o (SR O S « S S T G T N o BN = T o TR, [ N & TR U S T

13
subdivision of any State, territory, or possession, or
any governmental entity or person acting on behalf
of sueh State, territory, possession, or subdivision
and with the authority to assess, impose, levy, or
colleet taxes.

(1d) Tax.—~—The term “tax” means any charge
imposed by any State or local jurisdiction for the
purpose  of generating revenues for  governmental
purposes, imcluding any tax, charge, or fee levied as
a fixed charge or measured by gross amounts
charged, regardless of whethoer sueh tax, charge, or
fee is imposed on the seller or the eustomer and re-
gardless of the terminology used to deseribe the tax,
charge, or fee. Such term does not include a tax on

or measured by net income or an ad valorem tax.

SEC. 6. FEDERAL JURISDICTION.

Notwithstanding section 1341 of title 28, United

States Code, and without regard to the amount in con-
troversy or citizenship of the parties, a distriet court of
the United States has Jurisdietion, concurrent with other
Jurisdietion of courts of the United States and the States,
to prevent a violation of this Act.

SEC. 7. EFFECTIVE DATE; APPLICATION,

(a) GENERrAL Rune.—This Aect shall take effeet on

the date of the enactment of this Act.

PAVHLCWO5021 1050211.284.xmi {49535512)
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(b} APPLICATION TO LIABILIPIES AND  PENDING
Castas.—Nothing in this Act shall affect liability tfor taxes
acerued and enforeed before the date of the enactment of
this Act, o1 affeet ongoing litigation relating to such taxes,
exeept as provided in seetion 4(d) of this Aet.

SEC. 8. SENSE OF CONGRESS.

It is the sense of Congress that cach State shall take
reasonable steps necessary to prevent multiple taxation of
digital goods and digital services i situations where a for-
elgn ecountry has imposed a tax on sueh goods or services.
SEC, 9. SAVINGS PROVISION.,

I[f any provision o1 part of this Act is held to he in-
valid or unenforeeable by a court of competent jurisdiction
for any reason, such holding shall not affect the validity

o enforecability of any other provision or part of this Act.

.284.xml {49535512)



Resolution 2011 - 1
Digital Goods and Service Tax Prohibition

Background

The taxation of digital goods and services (or goods and services delivered clectronically)
is an emerging issuc. The Digital Goods and Services Tax Fairness Act of 2011 (H.R.
1860 and S. 971) have been introduced in Congress; these bills would preempt state and
local taxation of numcrous transactions.

The rules in the bills differ from rules alrcady cstablished for these transactions in the
Srreamlined Sales Tax Agreemcnt. The legislation grants advantages to large businesses
over small in-state businesses. Further, the bills contain numerous technical deficiencies
that include:
+ Sourcing rules have many terms that are either not defincd or are insufficiently
defined,
«  No nexus rules are provided to establish state tax jurisdiction; and
¢ Rules exempting “intermediaries” from having to collect taxes open tax avoidance
oppottunitics.
+ This legislation is particularly objcctionable in that it resiricts a state’s ability to
impose tax on its owil citizens on activity within its own borders.

As cstablished through other resolutions, FTA strongly opposcs action by Congress and
federal agencics that would abrogate, disrupt or othenwise restrict states from imposing
taxes that are otherwisc jawful under the U.S. Constitution or from effectively
adiministering those taxcs. FTA belicves Congress should undertake an active program of
consultation with states as i considers measures that would preempt statc tax authority.
Finally, states should actively pursue such uniformity and simplification measures as are
necessary and effective to address concerns of administrative burden in complying with

~ the tax laws of multiple statcs.

While federal preemption is generally to be resisted, preemptive legislation can, at times,
promote simplification, uniformity, and taxpaycr compliance, albeit at some cost to state
sovereignty. FTA will cvaluate proposed federal legislation that preempts state taxing
authority against several criteria:

(1) Recognizing that the benefits of federalism will impose administrative burdens on
commerce, is there disintercsted evidence that the administrative burden and complexity
posed by cutrent state and local practices is impeding the growth of commerce? (2) Does
the proposed preemption address issucs of simplification and complexity? (3) Can
meaningful simplifications and uniformity be achicved through statc action without
preemption? (4) Would preemption distupt statc and local revenue flows and tax
systems? (5) Would precemption cause similarly situated taxpayets 10 be taxed differently;
specifically, does the proposal crcate advantages for multistate and multinational
businesscs over local business? (6) Does the preemption suppott sound tax policy? (7)
Does the preemption create unknown or potential unintended consequences? (8) Have

2011-1



state tax authorities and taxpayer representatives together agreed to a beneficial change in
federal faw?

The Digital Goods and Services Tax Fairness Act of 2011 fails all eight of these
principles.

Policy

The FTA opposes The Digital Goods and Services Tax Fairness Act of 201!. Any
discussions of desired uniformity or model rules or definitions should take place either
through cxisting channels such as the Multistate Tax Commission’s uniformity projects
or through cooperative and inclusive meetings of representatives of both state
governments and all affected taxpayers.

This resolution shall automatically terminate three years afler the Annual Business
Meeting at which it is adopted, unless reaffirmed in the normal policy process. Passed by
the membership during the mmual business meeting on June 15, 2011.
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Chairman Coble, Ranking Member Cohen and members of the subcommittee, | appreciate the
opporiunity to discuss the importance of creating a fair tax system that climinates multiple and
discriminatory taxes on digital goods and services. I commend you for addressing this important
issue, and 1 want to applaud Chairiman Smith and Ranking Member Cohen for bringing this
measure forward.

I am the president and founder of the Information Technology and Innovation Foundation (ITIF).
ITIF is a nonpartisan rescarch and educational institutc whose mission is to formulate and
promote public policics to advance technological innovation and productivity. Recognizing the
vital role of technology in ensuring American prospetity, ITIF focuses on innovation,
productivity, and digital economy issues.

Across the nation, state and local governments arc increasingly imposing taxcs on the sale of
digital goods and services. Unless Congress creates a national framework to ensure consistency
and fairness in the tax code, there is a risk that digital goods purchased and downloaded in one
state will be taxed at higher rates than related physical goods or that digital goods will be taxed
multiple times by different tax jurisdictions, such as the state government of the buyer, the state
government of the seller, and the local government tax authorities. With thousands of different
tax jurisdictions in the United States—cach with their own definitions and tax rates—buyers and
scllers face an increasingly complex and unfair tax system.



While states and localities may look to discriminatory or duplicative laxes on digital content as a
way to create shori-term gains in tax revenue, these policies discourage investment in the digital
cconomy, increase the cost of doing business online, lower national productivity, and ultimately
hurt businesses and consumers. Congress is wise to consider legislation such as the Digital
Goods and Services Tax Fairness Act of 2011 that would eliminate unfair and discriminatory
regulations that would tax digital goods differently than physical goods. Such legislation would
recognize the importance of digital goods and services fo the national economy and help ensure a
fair, consistent and non-discriminatory tax systent.

Government Should Encourage, Not Discourage, the Sale of Digital Goods and Services

Digital goods and services account for an important, and growing, role in the U.S. economy.
Digital goods are goods that are dclivered clectronically; digital services are services provided
elcctronically, including access to digital goods. This testimony is about taxation of digital goods
and services, such as music tracks downloaded off of iTuncs, not physical goods and services
purchased online, such as CDs ordered off of Amazon,.com.

The sale of digital goods, such as downloadable software, music, movies, games, and books,
continucs to increase. In 2010, for cxample, U.S. online retailers sold 1.17 billion digital music
tracks totaling $1.5 billion in revenue. Similarly, c-book sales in the United States reached 51
billion and are expected to almost triple by 2015.' Amazon carries almost 1 million titles
available for download on its Kindle c-book reader and has found that when it carries both a
physical and digital edition of a book, it sells six Kindle books for cvery ten physical books.” On
mobile devices, U.S. consumets downloaded almost 1.6 billion free and paid apps in 2010
generating approximately $1.6 billion in paid app revenue.”

The growing digital goods and scrvices cconomy has significant benefits for the United States.
Dematerialization—using bits instead of atoms—allows digital activities to be much less energy-
infensive and have a smaller impact on the environment than creating, moving, and storing
physical goods. For example, the CO2 emissions associated with purchasing a CD from a retail
store is approximately 3200g, compared to only 400g for an album purchased and downloaded
online.! Downloading music or movies instead or purchasing them at a store climinates many
encrgy consuming activities such as driving to a store, shipping from the wholesaler to the
retailer, and producing the physical media and media cases.

In addition, workers and consumers are benefiting from the increasingly digital U.S. cconomy.
Among the 100 most popular websites in 2009, online-only companies comprised the
overwhelming majority: 94 percent of the top web sites were for online-only companics versus
only 6 percent were for “rick-and-clicks”.’ Most of these websites were for search, social
networking, and entertainment sites. These sitcs reccive billions of dollars in online advertising
revenue and employ hundreds of thousands of employces. For example, in 2007, the top five
scarch cngines (Google, Yahoo!, AOL, Microsoft, and Ask.com) together employed close to



40,000 individuals and gencrated roughly $30 biltion in revenuc.® Yet cmployment figures do
not fully capture the full value of non-retail Internet-only companies to the economy. These
firms tend to have high revenue-to-cmployec ratios, meaning that they are able to create a
disproportionatc amount of valuc from their employecs. For example, in 2007, the top five
scarch cngines gencrated $790,000 worth of revenue per cmployec, far exceeding the revenuc
per cmployec ratios of the average firm.’

Digital content and services also cost less for consumers. Producing and distributing digital
content can costs fess for sellers, and thesc savings arc passed on to consumers. For example, for
books produced in digital form rather than in print, publishers can save by eliminating printing,
storage, and shipping costs and reducing their design and marketing costs. Consumers have seen
big savings: the average price of a hardback book is approximately $26 compared to around $13
for an e-book on the iPad or Kindle,* Similarly consumers save on the purchase of digital music:
the average price for a digital album is $9.99 for a digital album on iTunes versus around $14 for
a CD.? Since digital content costs less than the physical cquivalent, some state and local
governments may be tempted to impose higher taxcs on these items.

Congress Should Not Let the Narrow Interests of States Outweigh the Broad Interests of
the Nation

Across the nation, most states arc facing a budget crisis as the recession has caused a steep
decline in state revenue. Forty-eight of the fifty states faced a budget shortfall cumulatively
totaling $196 billion in 2010, or approximately 29 percent of overall state budgets.'® Not
surprisingly, in the face of such fiscal wocs, states are searching for new opportunities to
increase statc revenue and many have set their sights on the taxation of digital goods and
SCIVICCS.

As shown in Figure 1, more than 20 states currently collect taxcs on digital goods. These states
have created these taxes either by statute or administrative changes to the tax code. Of these, 13
states have enacted sales tax statutes speeifically to tax digital goods or services, including:
Indiana, Kentucky, Mississippi, Nebraska, New Jersey, North Carolina, South Dakota,
Tennessee, Utah, Vermont, Washington, Wisconsin, and Wyoming.” At least four states—
Minnesota, North Dakota, Ohio and Oklahoma—have made it clear that they do not subject
intangible items, such as digital goods and services, to sales tax in their tax codes.'?



Digital Goods Taxcd

Pipae T ik Parine Pt by, HHHE

States and local governments that choose to tax digital content should not see this as a potential
windfall for their tax bases. Tax ratcs on digital content should be cqual to taxes on physical
goods sales. State and local governments may arpuc that tax rates should be higher than on non-
digital goods because digital goods cost less. Or they might arguc that without a higher tax ratc
states might lose revenuc. But this logic is fundamentally flawed. As agricultural productivity
soared over the last fifty ycars and food prices have declined, states did not assess higher taxcs
on food in order to make up for lower tax revenues on food. 1f tax policy penalizes high-
productivity industries, overall productivity and U.S. standards of living will increase more
slowly.

Indeed, taxing digital goods increases the cost of online commerce and decreases the vatue of the
Internct cconomy in the United States. The Internet economy is currently estimated to contribute
approximately $300 billion annually, or around 2 percent of GDP." States could impose
discriminatory taxes becausc there is an asymmetrical distribution between the costs and benefits
of taxes on digital goods. When states tax digital goods, they receive all of the financial benefit
of the tax, but, because of network externalities, the nation as a whole suffers the net social cost
of more cxpensive digital content and services.



Network extcrnalities are the effects on a user of a product or service of others using the same or
compatible products or services. Positive network externalities exist if the benefits arc an
increasing function of the number of other users. The classic example is telephone service, which
becomes morc valuable to a user if more people arc conneeted. Indeed, telephone network
externalitics have long been rccognized and have been a major rationale behind universal service
policics. Similar network exteralities exist with digital goods and scrvices. In this case, as taxes
increase the cost of digital goods and services, these price increases will fower demand and thus
lower the supply of digital goods available to consumers and raise the price. 1t lowers the supply
of digital goods becausc higher prices lower consumption which in furn jowers digital goods
industry revenucs, It raises prices because digital goods are characterized by extremely low
marginal costs (¢.8-» the costs of providing onc additional copy to a consumer), With fewer
CONSUMETS, average costs must be higher to cover fixed costs of producing the product.

It is important to enact this legislation now while these state tax statuies arc relatively nascent, as
once states begin to create discriminatory or multiple tax laws for digital goods, Congress will
find the situation mcreasingly difficult to remedy. For example, states may {ry o game the
system by creating discriminatory of multiple tax laws that wili be grandfathered in, giving them '
special tax advantages. We have scen similar problems in the past with state tax faws on Internet
access.™?

Policymakers Should Promete a Fair and Non-Discriminatory Tax System

Policymakers should avoid erecting unfair or unreasonable barricrs to the growth of the Internet
and the digital cconomy. The Digital Goods and Scrvices Tax Fairess Act of 2011 would
prevent states and local governments from jeopardizing our national interests in promoting a
healthy digital economy io create a short-term boost in state and local tax revenue, The
legistation does not CoOmpronmise gtates’ rights. States are otill free to tax digital goods under the
proposcd jegisiation; however, state and local tax jurisdictions would adhere to a cominon
framework which would prevent them from imposing multiple or discriminatory taxes on digital
goods.

First, the proposed fegislation would clarify which jurisdiction has the right to tax digital goods
and services. Without clear guidelines, multiple tax authoritics can impose taxes ona single
(ransaction. Imagine the following scenario: a traveler from Houston downloads a movie in the
Denver airport from Amazon.com, a company headquartered in Seattle. In this cxample, at least
{hree states— L€Xas Colorado and Washington—all could claim that they have the right to tax
this transaction. Resolving this dilemma fairly and consistently requires a national framework for
«gourcing” the sale of digital goods and services (i.c. determining wherc the sale is taxable). The
proposed legislation would clarify thata particular transaction is attributable only to a single
physical address (and corresponding tax authority).



The Digital Goods and Services Tax Fairmess Act does not address whether an out-of-statc seller
is required to collect sales tax. In 1992, the U.S. Supreme Court ruled in Quill Corp. v. North
Dakota that states cannot require a retailer to colleet sales and use taxes for in-statc customers
unless the retailer has “nexus”, ¢.g., @ physical presence in their state.'” The Supreme Court
reasoned that with over 6,000 different tax jurisdictions in the United States, taxcs on out-of-staie
businesses “might unduly burden interstate commerce.”'® State and local governments would
like to require out-of-state sellers to collect and remit sales taxes on c-COMINEICe transactions (of
both physical and digital goods). In an effort to gain Congressional approval for taxing out-of-
state e-commerce sales, states have made a concerted effort to develop a streamlined taxing
system. In 1998, the National Governors Association adopted a policy that cxpresses the
willingness of states to simplify (heir sales taxcs with the cxpectation that, in exchange, the
federal government would provide these states with the authority to require larger out-of-staic
sellers, including Internet vendors, to collect sales taxes for the states. In November 2002, 44
states and the District of Columbia approved the Streamlined Sales and Use Tax Agicement
(SSUTA), a framework for a simplified statc sales and use tax sysieim. The SSUTA includes
uniform tax definitions, uniform and simpler exemption administration, rate simplification, state-
level administration of all sales taxcs, and uniform sourcing (c.g., where the sale is taxable).” As
of May 10, 2010, twenty-three statcs—comprising 33 percent of the country’s population—have
passcd SSUTA legislation and legislation was pending in at least 10 other statcs.'® Congtess is
correct to address the issue of nexus in scparate legislation.'g

Second, the proposed lcgislation would prohibit states from imposing discriminatory taxcs on
digital goods and scrvices. This provision is necded to ensure that states do not impose
protectionist taxes that limit e-commerce by unfairly raising the price of digital goods and
services. Imposing higher taxes on digital goods—which are often consumed from out-of-state
sellers—distorts the market by encouraging consumers to purchase physical goods (which are
often consumed from in-state setlers and normally costs more than digital goods) instead of
digital goods. This fear is not unwarranted. All statcs ai one point or another have given in to
pressure from brick-and-mortar businesses and have passed legislative or regulatory provisions
that limit the right of consumers {o purchasc certain products and services online. For cxample, it
is illegal in all 50 statcs for a consumer to purchase a car directly from the manufacturer,
including over the Internet. States have also imposed restrictions on the ability of consumers to
purchase contact lenses online. Such laws have been put in places in many states in response {0
the pressures from many in-statc industries. The goal of public policy should not be to protect or
insulatc any business or industry from changes in the marketplace. Public policy should certainly
focus on ensuring that individuals who losc their jobs have access o skills training and other
assistance to transition into new jobs, but it should not try to ercct barriers o protect existing
businesses that may lose out to digital competition.



Conclusion

The Digital Goods and Services Tax Fairness Act of 2011 would set a national framework to
ensure fair and cquitable taxation of digital content by creating consistent rules for determining
which jurisdiction has taxation authority, disallowing multipic and discriminatory taxes, creating
consistent definitions, and ensuring that other taxes, such as those applied to telecommunications
services, cannot be inappropriately extended to cover digital goods and services. By creating a
fairer and more consistent tax system for digital goods, this legisiation will help promote and
sustain our growing digital economy.
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