Masters of Complexity and Bearers of Great Burden: The Sales Tax System and Compliance Costs for Multistate Retailers

Electronic commerce, the purchase of goods and services over the Internet, is raising a fundamental tax policy question: Does the current state and local sales and use tax collection system still work in an increasingly national consumer market?  While the increased flow of cross-border retail sales will provide consumers with increased choices and reduced distribution costs, it will also expose both consumers and retailers, particularly small retailers, to the complexities and high compliance costs built into state and local sales and use tax systems.

This report discusses the features of the current sales and use tax system that create high compliance costs and presents estimates of the magnitude of these costs.  It also identifies the additional compliance costs that face remote sellers, including ecommerce retailers.
Key Findings

State and local sales and use taxes are expensive to administer and the costs are borne primarily by retailers. 
The major finding in this study is that the complex system of unique sales and use taxes  in 46 different states and almost 7,500 local governments imposes a significant compliance cost burden on retailers.  Although the consumer is legally obligated to pay the sales or use tax in most states, the tax is collected almost exclusively from retailers with nexus in the taxing jurisdictions. 

Many of the results in this study are based on the most recent detailed retail study by the State of Washington Department of Revenue and indicate that:

· Small in-state retailers ($250,000 of annual taxable sales in Washington) bear unacceptably high compliance costs – 7 percent of sales taxes collected – that put them at a competitive disadvantage to larger firms in the state.  This high level of compliance costs suggests that, for smaller firms, the sales tax may be reaching the point where it cannot be collected at a reasonable cost.

· Medium ($750,000 of sales) and large retailers ($10 million in sales) have lower compliance cost burdens because fixed compliance costs are spread over larger sales tax collections and they generally use automated collection and reporting systems.  The compliance cost for the medium-size retailer is still very high at almost 4 percent of sales taxes collected, or one-quarter of its profits.

· These high compliance costs result directly from complexities built into each component of the sales tax system: definitions of what is taxable, multiplicity of tax rates, numerous exemptions for specific buyers or uses, overlapping jurisdictions, filing  requirements and audit procedures.

Multistate retailers with collection responsibilities in a number of states bear significantly higher compliance burdens than single-state sellers.
State and local governments have proven to be masters of complexity in designing their sales tax systems, which impose great burdens on multistate retailers. 

· As set forth in the study, we estimate that a large remote seller with collection responsibility and sales in 15 different states incurs compliance costs equal to 8.3 percent of taxes collected, a burden that exceeds that for a small, single-state retailer. 

· For firms selling nationally with collection responsibilities in all 46 states, the compliance costs range from 14 percent of sales taxes collected for large retailers, to 48 percent for medium retailers, and 87 percent for small retailers.

· Compliance cost drivers affecting multistate retailers include wide variations in what is taxable across states, significant differences in which consumers and what uses are exempt, and many tax base and rate changes passed each year.  

In addition to the sales tax compliance costs borne by traditional multistate retailers, ecommerce firms selling over the Internet face additional costs that reflect unique aspects of  electronic  commerce.

· The uncertainty of the tax status of new products and services, such as electronic copies of computer software and other digital products that are downloaded from the Internet, is a major sales tax problem for ecommerce.  

· The Internet has the potential to deliver taxable products to customers without the retailer knowing their location.  The current sales and use tax system, in contrast, is a destination-based tax where the location of consumption determines if it is taxable and at what rate.  Collecting this information will add compliance costs.

· Ecommerce can deliver bundled products that combine both taxable and non-taxable components, such as telephone service, Internet access and information content.  Retailers may incur significant compliance costs in separately identifying the taxable value of the combined transaction.
The key tax policy implication of the results in this report is that fundamental changes in the sales and use tax system are needed to simplify the tax system and reduce the unacceptably high costs of collecting state and local sales taxes in the more competitive, integrated national economy of the 21st Century.  State and local governments must become masters of simplification to reduce the great burdens currently borne by multistate retailers.
