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TaxPolicy 

The AICPA's 10 
Guiding Principles 

Any proposed 

changes to our tax 

system will require 

analysis to determine 

whether they conform 

to good tax policy. The 

AICPA has defined 

"good" tax policy in a 

Tax Policy Concept 

Statement that con

tains 1 0 guiding prin

ciples. This article 

applies the principles 

to actual examples of 

proposed tax-system 

modifications. 

Editor's note: Prof Nellen chaired the AICPA Ta.x Divi
sion's Fundamental Tax Reform Task Force, which 
produced the Tax Policy Concept Statement discussed 
in this article. 
1 Tax Policy Concept Statement No. 1-Guiding Prinri· 
ples of Good Tax Policy: A Framf1HJrk for Evaluating Tax 
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Proposals (AICPA, March 2001), available at 
ftp.aicpa. org/ public/ download/ members/ div I tax/ 
3-0l.pdf 

2Smith, An Inquiry into the Nature and Causes of the 
Wealth of Natiom (1776) (see Cannan, ed., The Mod
ern Library, 1994), Book 5, Chapter 2, pp. 887-890. 

The AICPA's 10 guiding principles 
Nellen, Annette 
The Tax Adviser; Feb 2002; 33, 2; ProQuest 
pg. 100 

Should the Federal income tax be 
replaced with a consumption tax or addi
tional savings incentives added to the 
income tax system? How should e-com
merce be taxed? Should equipment 
depreciable lives be shortened to help 
stimulate investment? These and similar 
questions are often asked by legislators, 
economists, tax practitioners and taxpay
ers. 

How should proposed changes be ana
lyzed? The AICPA Tax Division's Tax 
Legislation and Policy Committee 
(Committee) sought to answer this ques
tion. The Committee focused on analyz
ing fundamental tax-reform proposals 
(such as a flat tax and a national sales tax); 
it determined that the proposal debate 
was missing an analytical framework to 
determine whether the proposals incor
porated principles of "good" tax policy. 
The Committee created a tramework to 
present the principles of a good tax sys
tem; it can be used both to analyze pro
posals and to modifY them (if necessary), 
so that any changes will strengthen the tax 
system, rather than weaken it. It can also 
serve to identifY and design improve
ments to the tax system (to better incor
porate good tax policy principles). The 
framework can be used to analyze tax 
proposals of any size, degree and at any 
government level. 

The framework outlined in AICPA 
Tax Policy Concept Statement No. 11 

helps analyze proposed changes to exist-

ing tax rules. This article explains the 
framework's 10 guiding principles of 
good tax policy, followed by examples 
applying the principles to analyze (1) the 
Armey flat tax, (2) a proposal to allow 
nonitemizing individuals a charitable 
deduction and (3) the application of sales 
and use taxes to e-commerce. 

Ten Guiding Principles 
··································· 
Discussed below are the 10 principles of 
good tax policy (see Exhibit 1 on pg. 
101). They are of equal importance and 
presented in no particular order (although 
the first four stem from Adam Smith's tax 
policy maxims2). 

One: Equity and Fairness 
This precept commands that similarly 

situated taxpayers be taxed similarly. 
"Equity" refers to both horizontal and 
vertical equity. Horizontal equity means 
that taxpayers with equal ability to pay 
should pay the san1e amount of tax; verti
cal equity means that taxpayers with a 
greater ability to pay should pay more tax. 
The framework does not resolve how 
much more tax people with higher 
incomes should pay; it merely serves to 
note the importance of the principle, not 
state how to achieve it. The definition 
and achievement of equity for a tax sys
tem is a matter of political, social and eco
nomic debate. 

The presence of both horizontal and 
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vertical equity in a tax system is 
thought to create fairness. However, 
"fair" means different things to differ
ent people. For example, some would 
view an income tax system as "fair" if 
there were few exclusions and deduc
tions; others might view an income tax 
as fair if there were only one tax rate. 

Equity is likely best measured by 
considering the range of taxes paid, not 
just by looking at a single tax. 

Two: Certainty 
Under this principle, tax rules 

should clearly specifY when and how a 
tax is to be paid and how the amount 
to be paid will be determined. There is 
no certainty if taxpayers have difficulty 
measuring the tax base or determining 
a transaction's applicable tax rate or tax 
consequences. Certainty may be 
viewed as the level of confidence a per
son has that a tax is being calculated 
correctly. For example, if a taxpayer 
cannot determine whether (1) an 
expenditure should be capitalized or 
expensed or (2) a particular transaction 
will be subject to sales tax, certainty 
does not exist. 

Three: Convenience ofPayment 
According to this principle, a tax 

should be due at a time or in a manner 
most likely to be convenient for the 
taxpayer. Convenience helps ensure 
compliance. The appropriate payment 
mechanism depends on the amount of 
the liability and ease or difficulty of 

Exhibit I : 11le I 0 principles 
of good tax policy 

1. Equity and fairness 
2. Certainty 
3. Convenience of payment 
4. Ec0110111y of collection 
5. Simplicity 
6. Neutrality 
1. Ec0110111k growth and eHiciency 
8. Transparency and visibility 
9. Minimum tax gap 
1 0. Appropriate government revenues 

collection. Discussion of this principle 
in designing a particular rule or tax sys
tem should focus on whether it is best 
to collect the tax from a manufacturer, 
wholesaler, retailer or customer, as well 
as collection frequency 

Four: Economy of Collection 
This notion dictates that the costs to 

collect a tax should be kept to a mini
mum for both the government and 
taxpayers. It considers the number of 
revenue officers needed to administer a 
tax and taxpayer compliance costs. This 
principle is closely related to the next. 

Five: Simplicity 
According to this principle, the tax 

law should be simple, so that taxpayers 
can understand the rules and comply 
with them correctly and cost efficient
ly. Simplicity in a tax system reduces 
errors and increases respect for the sys
tem, thereby improving compliance. A 
simple tax system better enables tax
payers to understand the tax conse
quences of their actual and planned 
transactions. 

Six: Neutrality 
This precept mandates that the tax 

law's effect on a taxpayer's decision as to 
whether or how to carry out a particu
lar transaction be kept to a minimum. 
Neutrality stands for the proposition 
that taxpayers should not be unduly 
encouraged or discouraged from 
engaging in certain activities due to the 
tax law. The tax system's primary pur
pose is to raise revenue, not change 
behavior. Of course, a completely neu
tral tax system is not really possible. For 
example, an income tax could be said 
to discourage earning income. Howev
er, within the system, the neutrality 
principle would come into play in 
determining how to measure income 
or ability to pay. 

Seven: Economic Growth 
and Efficiency 

A tax system should not impede or 
reduce the economy's productive 
capacity, but be aligned with the taxing 
jurisdiction's economic goals (e.g., eco-

ciples )lelp dt~tertt:t:W.e 
how PM•l)C)l 
change 
rules should be 
analyzed. 

• Incorporating the 
principles into the 
analysis and debate 
on tax law changes 
should better ensure 

.tettl based on 
tax policy. 

For more information about 
this article, contact Professor 
Nellen at (408) 924-3508 or 
nellen_a@cob.sjsu.edu. 
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nomic growth, capital formation and 
international competitiveness). The 
system should not favor one industry 
or type of investment at the expense of 
others. For example, a jurisdiction 
would probably not design an income 
tax that imposes a 90% rate on the top 
25% of income earners, as this would 
harm its economic growth. 

The principle of economic growth 
and efficiency might seem to conflict 
with the neutrality principle, but this 
is not necessarily the case. The former 
principle just recognizes that rules to 
calculate the tax base and rate have 
economic effects. For example, if an 
income tax system calls for a 30-year 
depreciable life for semiconductor 
manufacturing equipment, the juris
diction must recognize that such a 
rule would have an adverse effect on 
the cost of semiconductors and the 
location of semiconductor manufac
turing companies. 

Eight: Transparency and Visibility 
Under this principle, taxpayers 

should know that a tax exists and how 
and when it is imposed on them and 
others. 

Transparency and visibility in a tax 
system enable taxpayers to know (1) 
the true cost of transactions and (2) 
when a tax is being assessed or paid and 
on whom. 

Nine: Minimum Tax Gap 
This precept states that a tax should 

be structured to minimize noncompli
ance. The tax gap is the amount of tax 
owed less the amount collected. To 
minimize the tax gap, procedural rules 
are needed to attain compliance. Gen
erally, a balance must exist between (1) 
the desired level of compliance and (2) 
the tax system's costs of enforcement 
and level of intrusiveness. 3 

Ten: Appropriate Government 
Revenues 

Under this tenet, a tax system should 
enable the government to determine 

how much tax revenue will likely be 
collected and when. A tax system 
should have some level of predictability 
and reliability. Generally, a government 
realizes better stability with a mix of 
taxes. For example, in an economic 
downturn, unemployment would lead 
to reduced income tax collections. If 
the jurisdiction also imposed other taxes 
(e.g., property and/or sales tax less 
affected (or unaffected) by decreased 
employment), total government rev
enues would be less adversely affected 
than if the government relied solely on 
an income tax. 

There are various challenges to incor
porating the principles of good tax 
policy into current tax systems. The 
simplicity and neutrality principles are 
frequently challenged at both the Fed
eral and state levels, as new rules are 
added to create special deductions, 
exemptions and tax credits. The fre
quency of changes also challenges the 
certainty and simplicity principles. 

Realistically, not all 10 principles can 
be achieved to the same degree for all 
proposed changes; instead, a balance 
needs to be struck to achieve an optimal 
system. Consideration and discussion of 
how the guiding principles shape the tax 
system (and whether a particular pro
posal incorporates the principles and can 
be modified to better reflect them) 
should help in ensuring that the tax sys
tem reflect~ good tax policy. 

Following are three examples of 
how the principles can be used to ana
lyze proposals. The examples represent 
varying degrees of change at the Fed
eral, state or local levels. The following 
analysis illustrates operation of each 
principle and how improvement 
might be warranted or issues further 
investigated. 

Example 1: The Armey Flat Tax 

Facts: In each of the past several Con

gresses, Congressman Dick Armey (R-

TX) introduced a "flat tax" to replace the 

Federal income, estate and gift taxes. The 

current version of his proposal is HR 

1040.4 The flat tax is designed as a con

sumption tax (with an interesting twist on 

the subtraction-method valued-added ta.x 

(VAT) to address the perceived regressivity 

of a consumption tax). Under a subtrac

tion-method VAT, businesses calculate 

VAT using a formula much like the cur

rent formula for taxable income. However, 

no deduction is allowed for the value 

added by the business in the form of

wages. Interest expense is nondeductible 

and interest income is nontaxable. The 

Armey flat tax allows businesses to deduct 

wages (but not fringe benefits or payroll 

taxes), then taxes the wages to individuals 

in a system calling for large personal and 

dependency exemptions. 

HR 1 040 provides that the tax base for 

individuals includes cash wages for services 

performed in the U.S., retirement distribu

tions, unemployment compensation and 

taxable income of each dependent child 

under age 14 (such child would have no fil
ing obligation). Investment income and 

Social Security benefits are not taxable. 

This tax base would be reduced by a stan

dard deduction based on filing status and 

number of dependents. All tax credits 

(including the earned income and child 

credits) would be eliminated; the alternative 

minimum tax (AMT) would be repealed. 

For the first two years, the tax rate would be 

1 Y%, later dropping to 17%. 

HR 1040 calls for all businesses (corpo

rations, partnerships, etc.) to be taxed in the 

same manner. The tax base would equal 

gross active income less deductions for cash 

wages for services performed in the U.S., 

retirement plan contributions, amounts 

paid for property sold or used in a business, 

amounts paid for nonemployee services 

and excise, sales and customs taxes imposed 

on deductible purchases. "Gross active 

income" refers to gross receipts from the 

sale or exchange of property or services in 
the U.S., plus gross receipts from the export 

of property or services from the U.S. Thus, 

the Armey flat tax is an origin-based tax 

(goods and services are taxed where the 

 

3See General Accounting Office (GAO), Redruhw the Tax Gap-Results of a GAO- 4 Freedom and Fairness Restoration Act of2001. 107th Cong .. 1st Sess. (2001). 
Sponsored Symposium (GAO/GGD-95-157.June 1995). p. 13. 
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value is produced). No deductions are 

allowed for fringe benefits, interest expense, 

state and local taxes or payments to owners. 

Sales proceeds of previously expensed assets 

would be included in gross active income. 

As with individuals, the tax rate is 19% for 

the first two years, dropping to 17% there

afTer. All tax credits (such as the research tax 

credit) would be eliminated and the AMT 

repealed. A business with a loss would con

vert it into the equivalent of a credit to be 

used in future tax years. The excess loss 

would be increased by an interest factor 

before conversion. 

Applying the Guiding Principles 
Equity and fairness: 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, hor
izontal equity would be better 
achieved. While economically, all 
income is taxed, it will be difficult to 
convince most individuals that invest
ment income is taxed the same as 
earned income when only earned 
income is reported on a tax return. 
Thus, it will generally not be apparent 
that horizontal equity is achieved. 

Certainty: The tax on individuals is 
quite clear, as only three types of 
income are subject to tax (and a Form 
W-2 or 1099 would likely be issued for 
each). For businesses (including sole 
proprietors and landlords), the calcula
tion probably will not be any more 
uncertain than under the current 
income tax rules. 

Convenience of payment: Assuming 
wage and pension withholding 
remains, the flat tax should satisfY this 
principle (at least for most individuals). 

Economy of collection: The simpler 
personal tax calculations involved with 
the flat tax should reduce costs for both 
the government and individuals. Busi
nesses (including landlords and sole 
proprietors) will still have recordkeep
ing requirements, but overall, the tax 
calculations will be simpler than under 
the current income tax system. 

Simplicity: For nonbusiness individ
uals, 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 receive Forms 
W-2 and 1099 with the necessary infor
mation. Businesses will no longer have 
inventory or depreciation calculations. 
Some complexity would exist, in that 
wage earners who also have business 
income would need to file multiple 
returns. In addition, it may be difficult 
to distinguish nontaxable investment 
activity from taxable business activity 
(for example, when does an art collector 
become an art dealer?). 

Convenience in 
paying a tax 
helps ensure 
compliance. 

Neutrality: With most deductions 
and credits eliminated, neutrality is 
likely better achieved than under our 
current Federal income tax system. 
However, the system's structure may 
affect some business decisions. For 
example, independent contractors will 
appear to be a more optimal tax deduc
tion than employees, because payroll 
taxes and employee benefits are not 
deductible by a business. Also, financing 
decisions will likely be affected by the 
nondeductibility of interest expense. 

Economic growth and efficiency: 
The flat tax is a consumption tax; pro
ponents suggest that it will improve 
savings rates. A zero direct-capital-gain 
tax and an exclusion for interest 
income should improve capital invest
ment. However, taxpayers with high 
levels of debt at the transition date and 
significant assets will suffer a decline in 
asset value and increased financing 
costs. Application of generally accepted 
accounting principles to the new tax 
may affect stock values. As for interna-

5Charitable Giving Tax Relief Act, 107th Cong., 1st Sess. (2001). 
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tiona! taxation, the flat tax is origin
based, not border-adjustable. The eco
nomic effects (if any) of this approach 
need to be considered. 

Transparency and visibility: Propo
nents argue that the flat tax is more 
transparent than the current income 
tax, because there are fewer deductions 
and no credits. However, it will likely 
be difficult for taxpayers to understand 
indirect taxes (such as corporate tax 
paid on earnings before distributions to 
shareholders). 

Minimum tax gap: Proponents sug
gest that a lower rate will improve 
compliance. 

Appropriate government revenues: 
Meeting this principle depends on sev
eral factors, which will likely be difficult 
to determine due to the significance of 
the proposed change. For example, 
what should the tax rate be for HR 
1040 to be revenue-neutral? How will 
expected changes in savings and con
sumption affect the determination of a 
revenue-neutral rate? Today, many states 
base their income tax system on the 
Federal one. If the Federal income tax 
were replaced with a consumption tax, 
many states would also likely change to 
conform. Most states would then have 
two consumption taxes (the flat tax and 
state sales tax), which might not be a 
good mix for the state's revenue stability 
and predictability 

Example 2: Charitable Deduction for 

Nonitemizers 

Facts: HR 777 s would allow individu

als who do not itemize deductions to claim 
a charitable deduction that does not exceed 

the standard deduction. 

Applying the Guiding Principles 
Equity and fairness: The analysis 

should consider how to measure ability 
to pay in determining whether taxpay
ers are similarly situated. Is a person 
who makes a $500 contribution and 
claims the standard deduction similarly 
situated to one who makes the same 
contribution and has other itemized 
deductions? Arguably, the answer is 
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"no" if the standard deduction is 
intended to be a substitute for claiming 
itemized deductions. 

The fairness aspect also leads to a 
question: should an extra deduction for 
interest (or some other expense) be 
allowed for individuals claiming the 
standard deduction? Would equity and 
fairness be better met by just increasing 
the standard deduction? 

Certainty: The proposal would 
increase taxpayers' recordkeeping bur
den and require individuals who do 
not itemize to familiarize themselves 
with the charitable deduction rules. 

Convenience of payment: The pro
posal raises no issue. 

Economy of collection: The proposal 
could lead to increased audit work but, 
given the current low audit rates, that is 
unlikely. There will be some additional 
compliance costs for individuals who 
do not itemize, but it is unlikely to be 
significant. 

Simplicity: This proposal is not as 
simple as the standard deduction alone. 
Individuals who do not itemize will 
have additional recordkeeping burdens 
and need to know the basic charitable
deduction rules. 

Neutrality: The proposal may affect 
a person's decision as to how to spend, 
with an added incentive to donate to a 
charitable organization. Thus, the pro
posal is not neutral, because it may 
affect decisionmaking. 

Economic growth and t;[ficiency: 
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 donat
ed funds would otherwise have been 
spent for other purposes. 

Transparency and visibility: The 
proposal raises no issue. 

Minimum tax gap: The proposal 
could lead to some taxpayers claiming 
deductions for donations not actually 
made because there is no substantiation 
requirement for donations under $250 
or rule that donations must be made by 
check or credit card. 

"Quill Cotp. v. North Dakota, 504 US 298 (1992). 

Appropriate government revenues: 
The proposal raises no issue, because 
the revenue effect can be reasonably 
estimated. 

Example 3: Applying Sales and Use Taxes 

to E-Commerce 

Facts: Much of the discussion about e

commerce taxation has focused on sales 

and use taxes. The debate ranges from 

exempting all e-commcrce transactions 

from sales and use taxes to having Congress, 

in effect, reverse Quill Corp.6 to allow states 

to collect sales and use taxes from remote 

vendors. The following analysis uses the 

guiding principles of good tax policy to 

help identity the significant issues involved 

in determining how to apply sales and use 

taxes to e-commerce. 

Applying the Guiding Principles 
Equity and fairness: Vendors selling 

goods and services online should be 
treated similarly to "Main Street" ven
dors selling the same goods and ser
vices and vice versa. While the sales and 
use tax is imposed on the buyer, rather 
than the seller, the compliance burden 
and price competition make this a sig
nificant tax for vendors. Certainly, the 
compliance costs are greater for ven
dors with customers and taxable pres
ence (nexus) in many states, because of 
the varying sales tax rules among the 
states (and even some cities). 

Equity dictates that similarly situated 
taxpayers be taxed similarly. This prin
ciple could be interpreted to mean that 
all vendors have to collect sales tax 
(assuming the customer resides in a 
jurisdiction that imposes sales tax). 
However, is a multistate vendor similar
ly 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 in which a vendor has no physical 
presence. A Main Street retailer \vith a 
store in San Jose, California, 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 cus
tomers live and charge applicable sales 
tax. (In contrast, under current sales tax 
laws, a Main Street vendor can charge 
the San Jose rate only to all customers 
who come into the store, on the pre
sumption that consumption occurs at 
the sale site). 

Thus, arguments of "leveling the 
playing field" for Main Street and 
Internet vendors must consider the 
added compliance burden for vendors 
required to collect tax based on their 
customers' location. While the prices 
charged by multistate and Main Street 
retailers 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. Arguably, 
equity and fairness between Main 
Street and online vendors require bal
ancing of these costs, as well as the sales 
tax charged. The equity and fairness 
principle might be achieved by, for 
example, (1) requiring a Main Street 
retailer to charge sales tax based on 
where customers live (increasing com
plexity); (2) allowing an online vendor 
to charge sales tax for the vendor's 
jurisdiction to all customers, regardless 
of where they live (origin approach); 
(3) providing compensation to an 
online vendor for the extra compli
ance costs; or (4) providing a mecha
nism (such as a government-funded 
third-party collector) to handle the 
online vendor's compliance activities. 
Each potential remedy presents addi
tional issues. 

Certainty: Today, with over 6,000 
jurisdictions able to assess sales tax and a 
lack of uniformity in (and frequent 
changes to) the rules, multistate ven
dors face uncertainty. Improvement is 
needed, such as by streamlining the 
rules among jurisdictions or replacing 
the individual state and local sales taxes 
with a Federal tax to be distributed 
back to the states. Again, consideration 
of the guiding principle helps to iden
tifY areas of further analysis and discus-
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The framework outlined in the AICPA's 
Tax Policy Concept Statement helps 
analyze proposed changes to existing 
tax rules. 

sion, to design an effective system for 
applying a consumption tax to e-com
merce transactions. 

Convenience tif payment: This prin
ciple is mostly met by current sales tax 
rules, which tend to require periodic 
filing and payment after a sale. 

Economy of collection: The costs of 
complying with sales taxes are quite 
significant for multistate vendors, due 
to the large number of taxing jurisdic
tions and lack of uniformity in the 
rules. 

Simplidty: For multistate vendors, 
sales taxes fail to satisfY the simplicity 
principle. The multiple definitions, 
rules, registration procedures, exemp
tions, rates and filing and audit proce
dures are complex. Some of the 
improvements suggested 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 ta.x or use of a Federal tax to 
replace state sales taxes. 

Neutrality: The sales tax law is not 
neutral as to e-commerce for either 
vendors or customers. Sales tax has 
played a part in location and torm-of
operation decisions for some vendors. 
For example, one reason Amazon. com 
did not locate in California is because it 
expected to have many customers there 
and did not want to have to charge sales 
tax. 7 Also, as noted in Peter Lowy's tes
timonys for the E-Fairness Coalition 
before a congressional committee on 
Internet taxation, some brick-and-

mortar vendors established separate 
subsidiaries for their online sales to 
reduce the number of states in which 
the online entity would have a physical 
presence (and thus, a sales-tax-collec
tion obligation). The sales tax has played 
a role in tax-payer location and form-of
operation decisions and i~ not neutral. 

Because remote (i.e., nonpresent) 
vendors are not required currently to 
collect sales and use taxes, a customer's 
decision as to how and where to pur
chase goods and services may be 
affected. For example, a customer may 
decide to purchase a computer online 
to avoid sales tax from a Main Street 
vendor. Also, in a few states (e.g., Cali
fornia), software transferred online is 
not subject to sales ta.x, while its tangi
ble counterpart (i.e., software sold on 
a tangible medium) is. Thus, the sales 
tax law is not neutraL in that it can 
play a role in a customer's decision of 
how and where to purchase certain 
products. 

Some suggestions as to how to 
make the system more neutral include: 
require sales tax to be charged by 
remote vendors; enforce use tax rules 
(customers making taxable purchases 
from remote vendors are required to 
remit use tax, although state enforce
ment and educational efforts are weak); 
exempt all digitized items from sales tax 
(along with their tangible counter
parts); or tax all products, regardless of 
how transferred. 

Economic growth and qficiency: 
Proponents of not taxing online sales 

may use the principle of economic 
growth and efficiency by arguing that 
taxation will impede Internet growth 
and be detrimental to the taxing juris
diction's economy. However, many 
people believe that the Internet is 
growing regardless of current tax rules. 
The Commerce Department reported 
that e-commerce sales increased 33.5% 
in first-quarter 2001 over first-quarter 
2000.9 In early 1998, prior to the 
enactment of the Internet Tax Free
dom Act, the number of Internet hosts 
was growing at a rate of 40% to 50% 
annually. 10 While some studies have 
found that taxation of online shopping 
will reduce such activity, the issue is not 
as simple as arguing 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 
states' ability to collect use tax on 
remote online sales is quite low. 

Transparency and visibility: Sales 
and use ta.xes are visible because they 
are shown on a customer's invoice. 
Even invoices prepared at Internet 
sites will show any sales tax charged. 
However, many consumers may not 
know that sales tax exists in particular 
transactions. For example, many con
sumers not charged sales tax on online 
sales may believe the sale is exempt; in 
reality, the consumer likely needs to 
self-access use tax. Also, customers 
likely do not know alJ items to which 
sales tax applies. For example, does it 
apply to "free" items obtained from 
online vendors or to shipping charges? 
Simplification and some uniformity in 
the state sales tax systems should help 
meet this principle. 

Minimum tax gap: Use ta.x gener
ates a ta.x gap, because few consumers 
(and even some businesses) are aware 
of its existence or relationship to sales 
tax. While some states have made 
efforts to inform residents about such 
tax (such as by adding a line on the 

7See Streitfeld, "Booking the Future; Does Amazon. com Show That Publishing 
Clicks on the Internet?" Washington Post (7/10/98), p. A1; see allo Bayers, "The 
Inner Bezos," Wired (March 1999), at www.wired.com/wired/archive/ 
7.03/bezos.html. 

YSee Dep't of Commerce. "Retail E-Commerce Sales in Second Quarter 2001 
were $7.5 Billion, Up 24.7 Percent" (5/16/01), at www.census.gov/mrts/ 
www/current.html. 

~See Testimony of Peter Lowy (3/14/01), at www.senate.gov/-commerce/ 
hearings/0314low.pd£ 
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personal income tax form), compli
ance rates are very low; many such tax 
dollars go uncollected. This issue 
becomes more widespread under the 
e-commerce model, because it enables 
vendors to make rnultistate sales 
despite having few physical locations 
(and thus, having fewer sales-tax-col
lection obligations). 

Possible improvement~ include hav
ing state tax agencies educate con
sumers about the use tax and simplifY
ing compliance, simplifYing sales tax 
systems so that states could collect use 
tax from remote vendors or replacing 
sales tax with another type of con
sumption 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 con
sumers to voluntarily comply or 
exempt foreign sales, violating neutrali
ty. Discussion of the minimum-tax-gap 
principle might also lead to considera
tion of alternative consumption taxes 
to the sales tax. For example, a con
sumption tax could be based on the 
formula income minus savings. Of 
course, this would also involve extra 
recordkeeping and broaden the current 
tax base (as it would tax all consump
tion, rather than just tangible personal 
property). 

Appropriate government revenues: 
Less than one percent of retail sales 
today are online sales; thus, the amount 
of lost use tax is still small. The poten
tial growth of e-commerce poses the 

greatest use tax loss for state and local 
governments. This growth will 
adversely affect governments' pre
dictability and reliability in determin
ing expected tax revenues. Also, the 
states that do not tax products trans
ferred electronically will experience a 
decline in tax base as more and more 
items are transferred digitally. 

Conclusion 

The AICPA Tax Division has distrib
uted its report on the 10 Guiding Prin
ciples to Federal and state legislators, to 
encourage policymakers to consider 
them for any tax law change, whether 
major or minor. Incorporating the 
principles into analysis and debate 
about any tax law change should better 
ensure an effective tax system based on 
good tax policy. TTA 
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