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Work Group Report
Exemption Administration
Introduction
This white paper addresses the administration of tax exemptions claimed by
purchasers-who purchase taxable products and services, e.g., for resale or
industrial production, etc. This paper does not address the administration of tax
exemptions provided to all purchasers of certain products and services, e.g.,

food, ciothing, and medicines.

Background

Exnstlng safes and use tax systems require purchasers who ciazm a tax
exempt;on on purchases because of who they are or how they wnli use the
product or service to provrde seliers with a state approved” cemf;cate (or -
_substitute qurn}a};lon)._.}’:r_)e stat_e approved” certificate (or substitute: o

infdrmation) provides the reason for the ciaimed exemption from tax.

Sellers currently must .coite.ct a éenlttcate (or subststute mformatton) from any
purchaser who clafms a tax exempt;on because of who the purchaser is or how
the purchaser will use the product or service. In most states, sellers must
determine if the certificates received from purchasers are offered in good faith. .
To justify not collecting sales tax sellers must maintain and make available
records of all claimed exemptions. Sellers are held liable for the tax if they are

not able to produce the required exemption certificates or when a state
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datermfnes cemf;cates do not. meet the gcnd faith requirement necessary to

justify an exemption when s-el;i-’a_zfs- -Qetgznﬁin.eq otherwise.

Havmg 1o co!ieci and reiam exempt;on cert;fscates ptacas a substantiai
admansstratwe burdeﬂ an seilers in addltzon the ourrent sys?em creates an
economm rzsk for sei ers who receave no: benem from the exempticns ‘Sellers
_also i sk aixenatmg customers when they act ona siate s behatf to determine the

appropnate use of an exemptm camf cate

The current exemptson cemficate admzmstration process also piaces a ssgnn‘tcant
admansstratwe burden on taxmg auihorztles to determme if seiters are 1ustzfsed in
not coiiectmg saies tax The aud;t process for exemptson certaf;cates is tame

cansumtng‘ o

As our economy sh;ﬁ‘s more from a locai econcmy to a globai economy and from
a tradst:cna% commerce to eiectromc c:cmmeme the admamstratsve burdens for

both sei!ers and taxmg authontaes wai grow uniess changes are made to s;mpE:fy

the exemptzon cert;flcate adm mstratfon process

Issues -
in streamlining the sales and use tax system-and:simplifying the exemption

certificate administration process, the following issues must be addressed:
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1. Should purchasers be allowed to-claim exemption from tax at the time of

purchase of products and services?

2. What information should be required from a purchaser who claims a tax

exemption?.. .

3. Should ithqpu_{ghg__seﬁs signature be requi red to claim-a tax.exemption?:

4 _ Shou!d the :iﬁf.g_nnati_o:n;.féq_pired_ from .._a"p'ui_'chasei' to claim a tax .éxem-piicﬁn'be

standardized for all taxing jurisdictions or does it need to be customized to

meet a particular taxing jurisdiction’s needs?
5. How should tax exemptions be documented on multiple item orders?-
B,. .__Shoui.q.;_purcha_seﬁsj be allowed to claim blanket exemptions as they do now or

should they be _:e_q_{gired-_ to file-an: exemptj_an_bé ﬁiﬁ-_:;aie for every purchase for-

which they claim a tax exemption? ... e

7. Who shouid be responsible for determining if a claimed. exemption is

appropriate?

8. How should eligibility to claim an exemption be verified?
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9. When should eligibility to claim an exemption be'verified?

10.What records on claimed exemptions should be required to be maintained?
11.Who should be required to maintain records on claimed exemptions?
12. How long should records on claimed tax exemptions be retained?

13.Who should assume the economic risks if the validity of a claimed éxe‘m'piion

is chalienged?

14. How should taxing authorities discourage misuse and abuse of the exemption
certificate: administration process?

Raéeérch | - ..

As first steps toward resolving the issues identified in the previous section of this

white paper, the Tax Base and Exemption Administration Work Group:

» Reviewed the exemption certificate administration processes and practices of
the participating states;

¢ Reviewed recommendations proposed by the NTA Project and the Aévisbry
Commission on Electronic Commerce and the Northwest Regional Sales Tax
Pilot Project;

« Interviewed software vendors; and

e Gathered input from retailers.
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The work group !eame_d that states differ in how they administer their exemption
certificate processes. Some states issue taxpayer identification numbers to all
persons that are eligible to claim a tax exemption. Other states issue taxpayer
identification numbers only to those businesses that are required to collect and
remit sales tax. One state issues numbers only to those businesses that are
eligible to buy for resale. Many states do not issue taxpayer identification

numbers to farmers and exempt entities like charitable organizations.

The work group learned from the recommendations proposed by the NTA
Project, the Advisory Commission on Electronic Commerce and the Northwest . .
Project that simplifying and standardizing the exemption certificate administration.

process is important to overall simplification of the sales and use tax system.

The work group learned from software vendors that a good exemption..
administration process requires good rules. The software can be designed to
calculate tax online; a variety of numbers can be used to identify purchasers;
numbers can be validated if desired; and some currently used software programs

have exemption processing functionality.

The work group learned from retailers who use electronic certificate processing
that electronic exemption certificates make their life easier. Those retailers stated

that:
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+ Paper certiﬁéates are fairly costly;

« Al states should accept other states’ exemption certificates;

e Their software 3¢an.e'x?r'ad- information by type of exemption claimed;

» Compliance may be increased because the exemption certificate is linked to -
‘the spe’i;iﬁc tra.ns.ac'ti:a.n;: IR |

e They dont allow blanket certificates due 1o the added costs don't justify the
beneftsiand -

. They 'w_cidid-.;if{éial‘a- :ﬁ'ﬁrgﬁé§é'ré'fé";héifé"idé'rﬁ'iﬁc'at_ién numbers to claim an

“exemption.

Alternatives -
The following are the alternatives the Work Group has considered to address the

issues mentioned previously.

1. Should purchasers be allowed to claim a tax exemption at the time of

purchase of products and services?

We considered two altematives to address this issue. The first alternative is to
continue aliowing purchasers to claim a tax exemption at the time of 'puré'h'aée, |
as they are now able to do. The second alternative is to not allow purchasers to
claim a'tax exemption at the time of purchase. The second alternative would
simplify the seller's exemption certificate administrative process and reduce the

sellers’ burden. However, denying a purchaser the opportunity to buy tax exempi
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could negatively impact many businesses’ operations, growth and success. The

second option'would shift the exemption-administrative burden taxing authorities -
and purchasers. Purchasers:making exempt purchases would be required to file

a refund-claim with the tax-authority.

2. What information should be required from a purchaser who claims a tax -

exemption?

We é;oniside'réd*'a number of alternatives for addressing this'issue. The =

alternatives ranged from minimal information 'such as-an identification number to
detailed information requiring purchasers to explain how they qualify for the

exemptions claimed.

* 3. Should the purchaser's signature be required to claim a tax exemption?
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We discussed the purpose for requiring signatures and considered two
alternatives for addressing this-issue. -One-was to require an electronic signature -
and the other was to eliminate the signature requirement.. it was mentioned that
signatures are currently required to protect seliers.-If we shift the responsibility .
for the tax from the selier to the purchaser, there is less need to require

signatures in the future.

4. Should the information required'from a purchaser to claim a tax exemption be
standardized for all taxing jurisdictions.or does it need to be customized to meet -

a particular taxing jurisdiction’s needs?

We considered three alternatives for addressing this issue. The firstwas 1o allow -
states to continue to define their own infgrmation requirements for exemption
certificates: The secondwasio standard:zealimformataon an exemptton L
certificates. The third was to standardize the form and basic information on the
exemption certificate but to allow for some customization to meet a particular

taxing jurisdiction’s needs.

We also discussed if a universal identification numbering system was necessary
for exemption processing and whether or not PIN numbers should be issued to

those eligible to claim exemptions.
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5. How should tax exemptions be documented on multiple item orders?

We felt the only viable option for addressing this issue was to allow purchasers to
claim exemptions on.an.item by item basis. ‘Otherwise, the purchaser could end

up paying too much or too little tax on a multiple item order.

6. Should. purchasers be aiiowed to cfalm btankei exemptsons as they do now or
shouid they be required to f;ie an exemption certlficate for: every purchase for.

which they claim .__a_..tax--exempt;on? e

We felt purchasers should be allowed to claim blanket exemptions as they now

are ailowed to do.

7. How should eligibility to claim exemption be verified?

We considered two alternatives for addressing this issue.  The first was to -
continue to require the seller to perform this function on behalf of taxing
authorities and the second was to shift this responsibility to taxing authorities,

8. . How should eligibility to.claim an exemption be verified?. -

We considered verifying eligibility through electronic means. The streamiined

system’s software could be programmed to verify the identification numbers.and
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reasons forthe exemption against a database of information provided by taxing

authorities. We also considered manually verifying eligibility to claim exemptions.
9. -When should-eligibility to claim'an exemption be verified?
We considered two alternatives for addressing this issue — at the time of
purchase and at some pointin time after the time of purchase. The primary issue
surrounding verifying eligibility at the time of purchase is how it can be
accdmpiishéd without slowing down commerce. A secondary issue is whether
this would place unrealistic expectations on taxing authorities to continuously
update their databases with information on eligible purchasers. -

10. What records on claimed exemptions should be required to be maintained?

We discussed requiring identifying information from the purchasers and their

purchases at-either the transaction level or at a summary level.
11. Who should be required to maintain records on claimed exemptions?

We considered two alternatives for addressing this issue - the sellers and/or the

tax calculation service providers.

12. How long should records on claimed tax exemptions be retained?
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We considered two alternatives for addressing this issue.  First, we considered -
establishing a standard.statute of iimitations and record retention periods that all

participating taxing authorities would adopt. Second, we considered allowing - -

taxing authorities to maintain the same statute of limitations and record retention

policies they currently have in place. . .-

13. 'Wh';ﬁa sh-t;i;ji_d:assu'_r_ne'the economic risks if the validity of a claimed tax:

exemption is challenged? -

We considered relaxing the good faith requirement and shifting the economic
risks for ensuring the validity of an exemption from the seller to the purchaser

that claimed the exemption.

14. How should taxing authorities discourage misuse and abuse of the _exe_tn_ption _

administration process?

We considered requiring an annual eligibility renewal to claim an exemption like

expiration the state of Florida’s new program. We also considered waming. |
purchasers of the consequences of claiming exemption when not entitled to do

0.




Streamlined Sales Tax System/Public Hearing
September 28, 2000
Page 62 of 82

Suggested Recommendations

After considering the research findings and discussing the alternatives, the Tax®
Base and-Exemption Administration Work Group feels the following suggested:
recommendations:-adequately address exemption certificate-administration:

+ Purchasers should continue to be allowed to claim exemption from tax at the

time of sale.

+ Purchasers should be required to provide identifying information and the

reason for claiming a tax exemption at the time of purchase. "

¢ ltisn'tnecessary to develop a universal number system to identify purchasers

+ Purchasers should not be required to provide their signature {o claim an

“exemption from tax unléss a paper certificate is used.;” "~

+ The form used to claim an exemption electronically should have a standard

format but can include customized information needed by taxing authorities.

The customized information would bé limited to the number of exemptions
allowed by a taxing jurisdiction and whether or not'an identification humber
would be required. Although some customization would be allowed, the order

in which the information is requested would be the same for all taxing
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jurisdictions. Specific information that is common:on exemption forms, i.e.,
-purchaser name and address, product description and seller name will come
from information aiready in the new system if-the exemption is claimed

electronically.

+ The good faith requirement for sellers should be relaxed. A seller will be held
harmiess for the tax if they obtain all information required for a purchaser to
claim -e_xempﬁén- for tax. - Hmw_évef; .-ré%t_é.iiers may be asked to provide:
additional information on a--traraéa(:tioﬁ in the rare event that the purchaser

denies claiming exemption or receiving the goods or services purchased to

proceed in collecting the tax from the purchaser.

+ Purchasers should be able to claim bianket exemptions as they néw are

aliowedto do.

+ Blanket exemptions must be tied to the retailer and be retailer specific.

+ Purchasers claiming exemption from tax would need to provide the same

information whether the sale was made over the Internet, by phone orin

person.
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+ Eligibility to claim exemption from tax may be verified by taxing authorities at
some point in time after the time of purchase. The new system’s software will

not verify:eligibility at the time:of purchase.

+ Records on claimed exemptions should be retained for the same period of

time: as paper records. -

+ The tax calculation service provider -s‘hodld be required to maintain the

- records on claimed exemptions or transmit them electronically to states.

Simplification/Uniformity Benefits of Suggested Recommendations
All sellers regardiess of which business and technology model they select will
g 'beneﬁf.f?dﬁ*i-hayingE.i_--' relaxed géod-féith requifeinenf for accéptihg e'xer'npﬁo'.n

claims from purchasers.

All sellers régafdiesé of which business and technoiogy model they select will
benefit from not having to verify a purchaser’s eligibility to claim exemption from

tax.

All sellers regardless of which business and technology model they select will

benefit from having standardized exemption claim forms that are accepted by all

participating states.
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- Work Group Report
Bad Debts, Rounding -and Sourcing

Principles for a Uniform Bad Debt Deduction

One of the features of a Streamlined Sales and Use Tax System is a uniform

provss;on for compensattng vendors for ‘taxss rem:tted when the purchaser does

not pay for the goods or services purchased The Work Group rev:ewed the Bad

Debt statutes of Arkansas F§onda Mlchfgan aneso‘ta Oh:o Psnnsyfvania

Texas, Virginia, Washington and Wyoming, and noted that most had a number of

slmiiar charactensttcs As a result of the review, the Work Group agreed on a

number of crztena a uniform bad debt statute should have

1.

Th’e.-statute nesds' to define a bad debt In accordancs w;th the geﬂerat

prows:ons of most state statutes the defmttlon of a bad debt shoutd be taed to

| the prowsxons in the !ntsrnal Revenue Code (26 U.S.C. 166) that aitow a

deducﬂon for bad dsb’:s Generaily, the statute shou!d spemfy that the debt
has become worthtess and uncotiectibie in order for the vendor to claam a
crecf;t The deftnttton shouid a!so specsfy amounts excluded from the
defm}tion of a bad debt Generaffy thess mciude tnterest and fsnance
charges, sales and use taxes paid on the purchase price, uncoiiect:bie
amounts on property that remains in the possessuon cf the vendor unttl the
pncs is pasd (Iayaway safes) dsbt coiiect;sn expenses dsbts sold or

assegneci to th;rd parties, and the vaius of repossessed property



Streamlined Sales Tax System/Public Hearing
September 28, 2000
Page 66 of 82

2. There should be a statute:of limitations for claiming a bad debt. We
recommend that any bad debt deduction-or credit'be taken within one year of
the month in-which the taxpayer recognizes: the bad:debt for federal tax

purposes.

3._' The statute shouid provade that a vendor wouid 9we tax on any amounts
' coliected on bad debt for wh;ch the vendcr has taken a bad debt

ai!owance._ :

4, The statute wouid provude for a refund of bad debt cred:t in cases where the

credit exceeds the vendors tax !;ablhty

B .:5.'.':-"Thzs statute would provzde. for a deductlcn fram. éross saies m. the penod.the b
debt iS deducted Thts may not prowde an exaci match between the tax
co!lected and the aiiowance gwen due to possrbie rate changes However

'..the oiher chosce of aliowmg the amount of tax paad cm bad deb‘t sales ‘to be
credztad agamst the tax due in the pened when the bad debt iS clasmed was

| ..rejected Wh:le thls glves a more preczse credit of the tax pand by the vendor

| it wouid be more dlﬁacuit o adm mster and maantam records

mfcnnatscn suppkzed by busmess represema?wes at the Juiy 13 m&etmg

tndlcated a preference for the deducﬁon mcdei as opposed to the credzt moda!
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One other issue involving bad debt deductions or credits is the mechanics of
claiming bad debts in a model where the vendor does not file returns. In such a
case, the:Certified Service Provider:would be filing:the return on'behalf of the
vendor. Preéum'aﬁ.fy, bad debts wt_it;_ztd ‘not-occur on remote sales that ‘are paid
for by credit ”<:ar.d. The credit card company that authorizes the sale would pay
the przce and the tax. !n a cash saEe scenar;o the system will have a mechan;sm
for the vendar to process saies and submzt the tax to be remli:ted through the
service -proxf.;c_ie_r*- .-.:Fsr..ba_d ..debts-,-- the_' service -prowder wouldneed --ta credit the
bad -debt.-a-iloﬁvénce back-through the system to the vendor.
Rounding Proposal

The Work Group has deter'mira'ed:.t‘hefre--ié-'a-'néed-fbr uniform application by states
= for. rounding 'ethe-tax- :due ona r-s-'aﬁe This: was suppmed by commants we
| recewed from seilers who make sales in muitfpie states havmg daﬁerent round:ng -
statut_as or rules.- Sellers:did not -_s:pfeci_fy. until _-o;;r-'.l_ast mg:ating which statute or

rule théy ;;referred a.niy-._-_tha_t we develop a uniform abpliéaticn. S

States use three different methods for sellers to determine the tax due on a sale’
when involving-a-fraction of a'cent. ‘Some use a bracket system to determine the -
tax-owed. Others round-up to the nearest the cent. Others round up for anything
5 and over and round down for anything .4 and ‘below. Our group is"
recommending that states adopt the latter method because we feel it is the most

acceptable method for consumers who might otherwise feel that the state is
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being enriched at their expense. We understand for those states that have a

round up rule or statute, this change would have some revenue impact.

States employ different rules for how far sellers -are required to carry out the
decimal places in-determining the tax due: We recommend that it be carried out

to three decimal places.

A few states allow taxpaye_rs to round up to the nearest dollar on their tax returns:
when:they report the tax owed. Some seilers have stated this creates a problem
because they have to reprogram their computers: for a limited- amount of states

that allow this. Our group recommends that states be allowed to do this.

Sourcing Proposal -

This pmposa suggasts @ method to determine: th{:h of the jurzsd;ctaons
tnvofved ina sale (Jncludang rentats and i:c:e@».nsas)‘t may imposea safes and use
(consumption)-tax on orwith respect to the sale. The document addresses the
concemns of the seller by informing the seller to which jurisdiction.the sale.
pertains and therefore what tax rate(s) and tax base are applicable. The
proposal, with one exception for a sale of a product that will be concurrently used
in-more than one jurisdiction, does not focus on the obligation of a purchaserto -
self-assess a usetax. This is a destination approach to consumption taxation of

remote and other commerce.

* The Sourcing Work Group is developing a definition of a sale. This definition will deal w;r.h the i issue.
of whether rentals are sales at the inception of the rental or as each rental payment is made.
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- The sourcing principle described here presupposes computer processing of

information captured by the seller.in the ordinary course of its business. The

seller’s ordinary entries of information in pre-designated fields are captured for

determining the appropriate sourcing result mechanically.

Sourcing Principles . Assuming consummation of a sale of a product

(regardiess of whether the product is characterized as tangible personal property,

digital goods or services}, a seller will source the sale as follows:; * * +

aj

b)

Over-the-Counter Rule. When the product is received® by the purchaser at

-a business location of the seller, the sale is sourced to that business

location. -
Ship-to-Customer Rule. When the product is not received by the

purchasef ata bus iness location. of the seller, the sale is sourced to the

iocatlon where recelpt by the purchaser {or the purchasers donee)

actually occurs, including the location indicated by delivery instructions,

knownto the seller. -

Established Address Rule. When a) and b) do not.apply, the sale is

sourced to the location indicated by an address for the purchaser (or the

purchaser's donee) that is available from the:business records of the seller

- that-are maintained in-the ordinary course of the seller's business.

d)

Supplied Address Rule. When a), b), and ¢y do not apply, the sale is

sourced to the location indicated by the address for the-purchaser (or the
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~purchaser’s donee) obtained duringthe consummation of the sale, -
-including the address of a purchaser’s payment instrurnent, if no other
| address is available.

e} [The Working Group-is studying the two altemnative approaches stated in
this principle.] Substitute Address Rule. Where none of the previous rules
of a), b}, ¢), or d} apply, including the circumstance where the seller is -

- without sufficient information to apply the previous rules, then the location -
will be determined byfe_itne'f e
woee 1) -ihe:'-_addres_s from which the Eﬁtangible'-wés first shipped or the
- service was primarily provided (disregarding for these purposes
any location that merely provided the digital transfer of the
< --proguct sold,-or
- (2) - by the-address of the’commercial domicile of the seller. -
the-seller that would be treated as a single employer under
section 52(a) or (b) of the Internal Revenue Code of 1986, -
(y Multiple Points of Use Rule. Notwithstanding the previously stated
rules, a business:purchaser knowing at the time of its purchase of an
intangible or a service that the intangible or service will be concurrently
available for-use in more than one jurisdiction shall deliver to the seller
in-conjunction with its purchase a form disclosing this fact (“Multiple

.- Points of Use or MPU” Exemption Form). .

3 The terms “receive” and “receipt” appearing in this statement of principles contemplates actual
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N

iii.

Upon receipt of the MPU Exemption Form, the seller is relieved of

all obligation to collect, pay and/or remit the applicable tax and the

- purchaser shall-be obligated to collect, pay, and/or remit the

- applicable tax on a_dir_ect_ pay basis.:
... A-purchaser delivering the MPU Exemnption Form may use any -
~.Teasonable, but consistent and uniform,.method of apportionment

- that'is supported by the purchaser’s business records-as they exist

at the time cf 1hé.’b;}n_5ummaﬁén_of-'-the sale. - . . .

_The_:MPU'Exerﬁptic‘h .Farm will reméin in effect for all future sales
‘by the seller t0.the purchaser (except as to specific apportionment
that is:governed by the facts existing at the time of the sale) until it

I8 revoked inwriting. - .-

" Exceptions: (The sourcing of & consummated sale as provided by these

principles is subject {o the following special rules:) -

a) A sale of :édv'ertiéii‘tg' services is éourced to the location where the advertising

i8N ﬁna_l published form for distribution (disregarding for these purposes any -

location that merely provides a digital fransfer of advertising services).

b) -[Reserved for special rule(s) affecting telecommunications.] = .

receipt of tangible personal property and first use of serviges,
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Work Group Report -
- Business and Technology Models -
This document describes the business and technology models envisioned by the
states under the Streamlined Sales Tax System. Under that System, the
simplification of state and-local sales tax laws is combined with the integration of
advanced-technology into the sales tax ‘collection process to make the selier's
sales tax coiiectaon burden as fow as poss:ble The System will be available to

all sellers, regarciless of whether they ‘have nexus with:a state

Under the System, the states assurme a large share of the responsibility for sales
tax-administration.  They do this by establishing joint certification standards for
both a certified service provider (CSP) and a certified automated system (CAS},
by des;gnatmg quailfled enimes and systems asa CSP and a CAS and by
prowdmg mceniwes far the use of a CSP ora CAS The lncentwes can be ;

monetary compensation or reductions in liability and audit scope.

A seller can choose to use a CSP or a CAS or can continue its current practices
concerning sales tax collection and remittance. Use of a CSP ora CAS is
entirely at the discretion of the seller. Use of a CSP or a CAS, however, benefits
a seller through reduced liability and audit scope. in general, a seller is not liable
for errors resulting from proper use of a CAS and is subject to only a systems

check, rather than a traditional audit, on transactions processed with a CAS.
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Four business and technology models are envisioned under the Streamlined
-Sales Tax System. These models are evolving with the development of the - -

Systern. The vision of the models to date is as follows:

Model 1:: Certified Service Provider (CSP} as Agent

Description: Under this model, a seller selects a-C8P as an agent to perform all
the seller’s saies:tax functions. The agent --then determines the amount of tax
due, pays the tax to the states, and files returns with the states using a CAS.
Under the certification process the states are developing, any person that meets
the certification standards can be a CSP. The states anticipate that several
entities will be able to meet the requirements for a CSP. Consequently, the
states expect that a seller that wants 1o use a CSP will have several from which -

to make a selection.. -

The states will compensate a CSFP agent on a per transaction basis, a
percentage basis, the “float” allowed on-amounts collected, or some combination
of these methods. The amount is currently unknown because the states do not-
have enough information on this topic. The value of a significant reduction in

liability and audit scope for the seller is also unknown at this time but needs to be

considered.

This model is designed for use by sellers that make remote sales and contract -

with a third party, such as a web hosting service, to perform their order
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processing and payment functions. - It will work for e-commerce transactions as
well as other remote transactions. . {t-will also work for sellers that outsource all of
their sales tax administration functions but do not-outsource their order
processing and payment functions. The automated system of the CSP will be
seamlessly integrated into tﬁe-ardering'process. The CSP will integrate its
system in the customer ordering process so that the-CSP.can calculate the tax
due, remit the. tax tothe apprp‘p;‘i_atg ’gtate,__ﬂle a return with the appropriate state,

and 'ﬂ’ia-inta'iﬁ a record of the transaction. -

Liability: The CSP agentiin-this mode! is liable for tax due with three exceptions.
The exceptions are for properly functioning-aspects of the certified autornated
system, errors by the:state, and fraud by the seller. ‘For.example, if the states
) _certzfy an automated system thai at the tame of cemfzcatiorz tncorrectiy caiculates
the amount of tax due onc ommg, the agent is not habfe for any tax not coilected |
as a result of this'miscalculation because the states made an error inthe
certification .bréée’ss. Updn discovery of the:error, the CSP would have an *
agreed-upon.amount of time o fix the problem so that the correct amount of tax

is calculated in the future. . - -

The following items are not included in the three exceptions and the CSP agent
is liable for them: failure to remit the amount of tax collected, failure to remit tax

on time, failure of the automated system to perform as it was certified to perform,
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and failure to correct discovered-errors within the time allowed. This is not an

exhaustive list-of items for.which the CSP agent is liable. -

The seller inthis:model is liable for tax due only if the seller commits fraud. The
seller must provide the CSP agent with accurate information about the products it
sells so that the CSP can accurately determine the tax due on the proeducts. -
Failure of the seller'to provide ac_c-ura‘te'-infonna‘iion to'the CSP that results in
liability of the CSP for tax is an issue to be worked out between the CSP and the
seller. Thé.:étates wi:ii-.foék to-the CSP for the tax due. For example, if a seller. -
gives an inaccurate description of its products to the CSP so that an item thatis

taxable is considered exempt, the CSP is liabie for tax due on the item.

Audit: “The CSP agent in this-modelis subjectto audit by the states and to =

- periodic systems checks. Any audit of the sefler will be a joint audit performed on

behalf of all the states participating in the Streamlined System. The seller in this
model is not subject fo-audit by the states unless the states have reasonito .- -
believe thatthe seller.is engaged.in fraud. ‘A seller remains subject to audit on

purchases for its own use by a state in which it has nexus.
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Model 2: Seller Uses Certified Automated System -

Description: Under this model, a seller selects a certified automated system
(CAS) to perform only one part of its sales tax administration functions. That part
is the calculation of the:amount of fax due on-a transaction. This entails a
determination of whether an item is:taxable, at what rate, and whether the
purchaser is exempt from tax. A sellerthat wants to use a CAS selects among
those that are available, establishes an interface with-the CAS, and then relies on
the CAS io’ éaic'uléte=-'t-hé.'tax due. -An-example of this model-s the use'of a CAS
thatis on a-sewe-r-'ahd is ‘available for use by numerous sellers. An{)ther

example is'a CAS that resides on the seller's system. -

Use of a CAS benefits both the states and sellers by encouraging a standardized
system. The issue-of monetary compensation for use of a CAS has not yet been

determined. Other incentives, such as a reduced audit scope are envisioned.

Liability: The person who obtained state certification for the CAS used by a seller
in this model is liable for failure of the automated system to perform as it was:.
certified to perform and for-failure to correct discovered errors within the time
allowed. This liability will be set out as a condition of certification. The personis
not liable for properly functioning aspects of the centified automated system and

errors by the state.
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The seller in-this model is fiable for tax due with two exceptions. The exceptions .
are failures attributable to the CAS:and errorsby the state. . Thus, the seller is not
liable for errors and omissions arising from features of the CAS that the states

had certified as being correct. The seller is liable for the accuracy of retums and-

paymemnts. -

Audit: The CAS in this model is subject to a periodic systems check. Ifthe: ...
s}'si&ms-bhéck-revéals ‘a 'probfem,- the CAS 'witi bé. révi-éwed and tested further.
The seller in this model is -nbt subject to:audit on'the transactions processed by -
the CAS unless the states have reason to believe the seller is engaged in fraud.
The seller is subject to audit on:its tax remittance and return filing functions: The
states can-check to ensure that all-taxes collected have been paid and reporied. -
A selier remains subject to-audit-on purchases for its own use by a statein which

it has nexus.

Model 3: Proprietary System as a Certified Automated -System - -

Description: This-model is intended to accommodate large seliers with
nationwide sales that have developed their own sophisticated proprietary
automated sales tax systems. Under this model, a proprietary system can be -
certified as a CAS if the system meets the general standards set under Model 1
for tax calculation software, the seiler agrees to certain conditions, and the seller-

meets activily thresholds for multistate sales. ' The thresholds envisioned are
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sales in-at least a specified number of states participating in the Streamlined

Systern and sales volume:in these states above a specified amount.

A seller that-has a proprietary system must ‘agree to several conditions 10 obtain
certification of its system. The seller must agree 1o process all its sales using the
system, to meet a performance standard set by the states for the system, to
a_grgg'e_;q a _methc_do}o:g_yz'_for-.cfe_’f_emiﬁi_ng .w_heiher the s_yst_em_ is' meeting the E
éétaé.ii#he-d;_standérci, and to a:_liow.'.tﬁé states to periédicatly éxamine- the system -

to deie'miiﬂe if 'the-'s?stem;'is-mee’ti-ng?-the established standard. - -

When the states review a proprietary system for the purpose of certifying the -
proprietary - system-as a CAS; the states.will establish a performance standard-for
t_h_'at“_s_y_ste;n;-frffhe _perfar_mance stan_dard_-set'for'a. p_rcpr:_ietary-'syster_n{m__ay. be

| ra;sed fmhefuiurebasedon a decrease ;n 'tl:w dlffacuity of tax compisanceor
another factor. The performance standard will include a statistical confidence
level and aﬁ.aéceptabl'e"mairgin-'-of error. The states mustbe X% confidentthat . -

the true error rate of the system is less than X% on all tax collected. -

After a seller agrees to the conditions, the seller and the states will agree to a:
start datefor entry into the Streamlined Project. The seller's system will then be
periodically measured against the standard.  If the system falls short of the

standard, the seller is liable for tax attributable to the shortfall.
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The states or a seller can measure the seller's system before the start date, but it
is not:necessary, The selleris agreeing to perform at a specified level and a
subsequent test will determine if the seller is meeting that standard. Entry into
the Project will therefore not be impeded by any lack of state resources to

performthe measurements;.

Liability:. l_n;h,is model, the seller is acting as its own CSP and is therefore
accountable-.for-ail the sales tax functions. ‘The seller is liable for tax due with
two exceptions. The exceptions are for proper functioning of the seller's'system
within the performance standard set for the system and errors by the siate. The
seller is liable to the extent the system does not meet the performance standard
and is liable for.taxes collected butnot remitted; the failure to pay tax on time,”
and the failure to correct discovered errors within a time agreed upon by the -
statesandthe seller. The seller is -}i.a'bi.é,'bf course, for-ﬁs’éztéﬁ('dae o state'in

which it has nexus. .

As stated, a selier in this Model is liable to the extent its proprietary system does
not meet the performance standard established for the system. Toillustrate this,
assume the:standard for-the proprietary system is 95% confidence that the true

error rate of the system is less than 2% on all tax collected and that the true error

rate of the system was determined to be 2.2%. Assume further that all 46 sales

tax states:were participating in the Streamlined System during the tax period, that

the Seller had sales in the 46 states for that period of $500 million, and that the
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‘overall-rate for that period was 6%. The seller in this example is liable for a total
underpayment of taxto.all the states of $60,000 {$500 million x .002 x .08). It is
envisioned that the states will adopt a tiered penalty structure for these
underpayments so that.no penalties are imposed for slight failures to meet the

established standard and increasing penalties are imposed for larger failures:

Audit: The sel lerin th:s Mode ES subject toa perfodlc check of its propr;etary
system. h‘ the system check reveais a problem ‘the system may be reviewed and

tested fu nher. _

The seller in this Model is subject to audit to ensure that all taxes collected have
been remitted and that ali use taxes owed on purchases have been paid. ‘A
setier is: a%so sub;ect to audit when the s’sates have a reasonabie susp:cncﬂ that -
: the seiier has commiﬂeci fraud or. otherw:se engaged in’ un!awfui conduct Any
audit of the seller will be a joint audit performed on behalf of all the states

participating in the Streamlined System.

Model 4:- Current Practice . -

This model.is the current practice of sellers. As stated earlier, the decision of -
whether to use a CSP or a CAS:is entirely up to the seller. Sellers that do not
find the use of a CSP or.a CAS relevant or beneficial to their circumstances can

continue to.calculate, pay, and report sales tax under their current procedures.
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These sellers will nevertheless benefit from uniform legistation achieved by the

Streamlined Sales Tax System and other simplification efforts.
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Administration of Streamlined Sales Tax System

States will implement the Streamlined Sales Tax System through enactment of
uniform provisions. These uniform provisions will include selected features of
galés tax Iéw and joint operational authority specifically necessary to accomplish
ihe purposes of the Streamlined System. Those provisions Witi not include those

features of sales tax law that will continue to vary among the States.

To participate in the Streamlined System, States must enact the uniform

provisécns in identical or “substantially similar” form. if a State’s enactment is not

e zdentfcai then ail caf the other- States must-agree that the ianguage used by that

S’zate is substant:a!ty similar” to the prov;s;ons enacted by the other Staies One
-of fhe uniform provisions will provide for the designation of representatives of

each State to exercise decision-making with respect to these issues.

One of the uniform provisions will delegate authority and responsibility to an
appropriate executive branch official to enter into joint administrative agreements
with other participating States. Those joint administrative agreements will
implement those features of the Streamlined System that require joint

administrative operations among the States.



