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TRAC Sales and Use Tax Exemptions - Draft Legislation

A new section is added to Chapter 35 of Title 11 to read:

SECTION 11-35-XXX. State contractors required to be licensed with the Department of Revenue

(A) A governmental body or political subdivision shall not contract to purchase tangible personal
property, and a person may not contract to sell tangible personal property to a governmental body
or political subdivision unless, prior to or upon entering into the contract, and during the term of the
contract, the person contracting to sell such tangible personal property is licensed with the SC
Department of Revenue and agrees to remit sales and use tax pursuant to Chapter 36 of Title 12.
The provisions of this section apply to all sellers, including nonresident sellers who may not be
legally obligated to collect and remit the sales and use tax.

(B) The licensing requirement of subsection (A) does not apply:

(1) if all sales of tangible personal property by the person to governmental bodies, political
subdivisions, or residents or businesses in this state are exempt from the sales and use tax
pursuant to Code Section 12-36-2120: or,

(2) to an affiliate of the person contracting with a governmental body or political
subdivision if that affiliate is not selling tangible personal property to a governmental body,
political subdivision, or any resident or business in this state.

(C) As used in this section:

(1) the term “person" has the same meaning as in Code Section 12-36-30 and includes every
affiliate of the person contracting with governmental body or political subdivision;

(2) the term "affiliate” includes any person that bears a relationship, as set forth in Section
267 of the Internal Revenue Code, to the person entering into a contract, or under contract,
with the governmental body or political subdivision; and,

(3) the term “tangible personal property” has the same meaning as in Code Section 12-36-
60.

(D) The South Carolina Budget and Control Board shall enforce the provisions of this section and
may require governmental bodies and political subdivisions to incorporate within all contracts to
purchase tangible personal property penalties that must be imposed upon the person contracting
with the governmental body or political subdivision for failure to comply with this section.

(E) Failure of the person contracting with a governmental body or political subdivision to comply
with the provisions of this section allows the governmental body or political subdivision, at its
discretion, to immediately void the contract, and impose any penalties established under the
procurement code or by contract for failure of the person to comply with the law. Any penalties
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imposed pursuant to this code section may not be passed on to the governmental body or political
subdivision.

SECTION 12-36-60. “Tangible personal property”.

“Tangible personal property” means personal property which may be seen, weighed, measured, felt,
touched, or which is in any other manner perceptible to the senses. It also includes services
including and intangibles, including data processing, computer software, digital
products, communications, laundry and related services, furnishing of accommodations and sales of
electricity, the sale or use of which is subject to tax under this chapter and does not include stocks,
notes, bonds, mortgages, or other evidences of debt. Fangible-personalproperty-does-notinclude

Comment: The TRAC has studied which services are subject to sales taxes throughout in the

United States (see TRAC recommendations regarding taxation of services).

ADD NEW CODE SECTION 12-36-71.

(A) Notwithstanding any other provision of law, a retailer is presumed to be liable for the sales tax
or responsible for collecting and remitting the use tax if the retailer enters into an agreement with a
resident of this State under which the resident, for a commission or other consideration, directly or
indirectly refers potential customers, whether by a link on an Internet Web site or otherwise, to the
retailer.

This presumption applies only if the cumulative gross receipts from sales by the retailer to
purchasers in this State who are referred to the retailer by all residents with this type of agreement
with the retailer is in excess of ten thousand dollars ($10,000) during the preceding twelve calendar
months. This presumption may be rebutted by proof that the resident with whom the retailer has an
agreement did not engage in any solicitation in the State on behalf of the retailer that would satisfy
the nexus requirement of the United States Constitution during the twelve calendar months in

question.

(B) A retailer liable for the sales tax or responsible for collecting and remitting the use tax under
the provisions of this section must obtain a retail license and remit sales and use taxes in
accordance with the provisions of this chapter on all retail sales of tangible personal property not
otherwise exempt.

SECTION 12-36-80.

(A) Retailer maintaining a place of business in this State, or any similar term, includes any retailer
having or maintaining within this State, directly, indirectly or by a subsidiary or other affiliated
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entity, an office, distribution house, sales house, warehouse, real or personal property, or other
place of business, or any agent, independent contractor, or representative operating within this State
under the authority of the retailer or its subsidiary or its affiliated entity, regardless of whether the
business or agent, independent contractor, or representative is located here permanently or
temporarily or whether the retailer or subsidiary or affiliated entity is admitted to do business
within this State.

(B) The term also includes, but is not limited to, an out-of-state retailer if: (1) the out-of-state
retailer and an in-state company maintaining one or more locations within this State are related
parties; and (2) the out-of-state retailer and the in-state company use an identical or substantially
similar name, tradename, trademark, or goodwill, to develop, promote, or maintain sales; or the in-
state company and the out-of-state retailer pay for each other’s services in whole or in part; or the
in-state company and the out-of-state retailer share a common business plan or substantially
coordinate their business plans; or the in-state company provides services to or on behalf of, or that
inure to the benefit of, the out-of-state retailer.

Two persons are affiliated entities or related parties under this section if they bear a relationship
such that a deduction for a loss would be disallowed from the sale of property between them
pursuant to Internal Revenue Code section 267. For purposes of this section Internal Revenue Code
means the Internal Revenue Code as defined in Section 12-6-40(A).

SECTION 12-36-90. “Gross proceeds of sales”.

Gross proceeds of sales, or any similar term, means the value proceeding or accruing from the sale,
lease, or rental of tangible personal property.

(1) The term includes:

(a) the proceeds from the sale of property sold on consignment by the taxpayer;

(b) the proceeds from the sale of tangible personal property without any deduction for:

(1) the cost of goods sold;

(i1) the cost of materials, labor, or service;

(1i1) interest paid,

(iv) losses;

(v) transportation costs;

(vi) manufacturers or importers excise taxes imposed by the United States; ef

(vii) installation charges

Gvit) (viii) any other expenses.

(c) the fair market value of tangible personal property previously purchased at wholesale which is
withdrawn from the business or stock and used or consumed in connection with the business or
used or consumed by any person withdrawing it, except for:

(1) withdrawal of tangible personal property previously withdrawn and taxed by such business or
person;

(i1) tangible personal property which becomes an ingredient or component part of tangible personal
property manufactured or compounded for sale;

(ii1) tangible personal property replacing defective parts under written warranty contracts if:
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(A) the warranty, maintenance, service, or similar contract is given without charge, at the time of
original purchase of the defective property, or the tax was paid on the sale or renewal of warranty,
maintenance, or similar service contract for tangible personal property of which the defective part
was a component, whether or not such contract was purchased in conjunction with the sale of
tangible personal property,

(B) in the case of a warranty, maintenance, service, or similar contract that is given without charge
at the time of original purchase of the defective property, the tax was paid on the sale of the
defective part or on the sale of the property of which the defective part was a component, and

(C) the warrantee is not charged for any labor or materials,

(iv) an automobile furnished without charge to a high school for use solely in student driver
training programs;

fanewmoetorvehicle-used-by a-dealer-as-a-demonstrator

(2) The term does not include:

(a) a cash discount allowed and taken on sales;

(b) the sales price of property returned by customers when the full sales price is refunded in cash or
by credit;

(c) the value allowed for secondhand property transferred to the vendor as a trade-in;

(d) the amount of any tax imposed by the United States with respect to retail sales, whether
imposed upon the retailer or the consumer, except for manufacturers or importers excise taxes.

aVatda 2 a_anaratad h. o . dasle notia 0 13 2 = A a > on—hHecancamnlnata
v t Al cl - l ] wyne » i

(f) that portion of a charge taxed under Section 12-36-910(B)(3
to the cost set by statute for a governmental license or permit.
(g) fees imposed on the sale of motor oil, new tires, lead-acid batteries, and white goods pursuant to
Article 1, Chapter 96 of Title 44, including the refundable deposit when a lead-acid battery core is
not returned to a retailer.

(h) the sales price, not including sales tax, of property on sales which are actually charged oft as
bad debts or uncollectible accounts for state income tax purposes. A taxpayer who pays the tax on
the unpaid balance of an account which has been found to be worthless and is actually charged off
for state income tax purposes may take a deduction for the sales price charged off as a bad debt or
uncollectible account on a return filed pursuant to this chapter, except that if an amount charged off
is later paid in whole or in part to the taxpayer, the amount paid must be included in the first return
filed after the collection and the tax paid. The deduction allowed by this provision must be taken
within one year of the month the amount was determined to be a bad debt or uncollectible account.
(i) interest, fees, or charges however described, imposed on a customer for late payment of a bill for
electricity or natural gas, or both, whether or not sales tax is required to be paid on the underlying
electricity or natural gas bill.

(j) the environmental surcharge imposed pursuant to Section 44-56-430.

(k) the alcoholic liquor by the drink excise tax imposed by Section 12-33-245.

(1) tangible personal property purchased by a person engaged in the business of servicing a
warranty, maintenance, or similar service contract for use in replacing a defective part under the
contract if tax was paid on the sale or the renewal of the contract and the customer is not charged
for labor or material when the part is replaced.

) or 12-36-1310(B)(3) attributable
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SECTION 12-36-110. Sale at retail; retail sale.

Sale at retail and retail sale mean all sales of tangible personal property except those defined as
wholesale sales. The quantity or sales price of goods sold is immaterial in determining if a sale is
at retail.

(O The terms include:

(a) sales of building materials to construction contractors, builders, or
landowners for resale or use in the form of real estate;

(b) sales of tangible personal property to manufacturers, processors,
compounders, quarry operators, or mine operators, which are used or
consumed by them, and do not become an ingredient or component part of
the tangible personal property manufactured, processed, or compounded
for sale;

(©) the withdrawal, use, or consumption of tangible personal property by
anyone who purchases it at wholesale, except:

(1) withdrawal of tangible personal property previously withdrawn and
taxed by such business or person,

(il)  tangible personal property which becomes an ingredient or
component part of tangible personal property manufactured or
compounded for sale,

(iii)  tangible personal property used directly in manufacturing,
compounding, or processing tangible personal property for sale,

(iv)

v)

(d) the use within this State of tangible personal property by its manufacturer
as building materials in the performance of a construction contract. The
manufacturer must pay the sales tax based on the fair market value at the
time and place where used or consumed;

(e) sales to contractors for use in the performance of construction contracts;
) [Reserved];
(2) sales of tangible personal property, other than cigarettes and soft drinks in

closed containers, to vendors who sell the property through vending
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(h)

(1)

®

(k)

D

machines. The vendors are deemed to be the users or consumers of the
property;

sales of prepared meals, or unprepared food products used to prepare
meals, to hospitals, infirmaries, sanitariums, nursing homes, and similar
institutions, educational institutions, boarding houses, and transportation
companies, if furnished as part of the service rendered. These institutions
and companies are deemed to be the users or consumers of the property;

sales of drugs, prosthetic devices, and other supplies to hospitals,
infirmaries, sanitariums, nursing homes, and similar institutions, medical
doctors, dentists, optometrists, and veterinarians, if furnished to their
patients as a part of the service rendered. These institutions, companies,
and professionals are deemed to be the users or consumers of the property;

sales, not otherwise exempted, when reimbursed or paid in whole or in
part by Medicare or Medicaid. However, only the net amount reimbursed
by Medicare and Medicaid is subject to the tax, if the vendor is prohibited
by law from charging the purchaser the difference between the retail sale
and the amount reimbursed.

sales of all local telecommunications services by local exchange
companies (LECs) to customer owned coin-operated telephone (COCOT)
providers, as those terms are defined by the South Carolina Public Service
department. The COCOT providers that purchase these services in order
to provide payphone services to their customers are considered to be the
users and consumers of the services, and are not subject to sales tax for
their subsequent sale of local telecommunications services to their
COCOT customers.

sales of tangible personal property to veterinarians. The veterinarians are
deemed to be the users or consumers of the property whether used in the
rendering of professional services or sold outright as part of the
veterinarian practice and not furnished as a part of professional services
rendered.

The terms do not include sales of tangible personal property to a manufacturer or construction
contractor when the tangible personal property is subsequently processed, partially or completely
fabricated, or manufactured in this State by the manufacturer or contractor, for use in the
performance of a construction contract if the property is transported to, assembled, installed, or
erected at a job site outside the State and thereafter used solely outside the State.

SECTION 12-36-130. "Sales price".
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"Sales price" means the total amount for which tangible personal property is sold, without any
deduction for the cost of the property sold, the cost of the materials used, labor, installation, or
service cost, interest paid, losses, or any other expenses.

(1) The term includes:

(a) any services or transportation costs that are a part of the sale, whether paid in money or
otherwise;

(b) any manufacturers or importers excise tax imposed by the United States.
(2) The term does not include:
(a) a cash discount allowed and taken on the sale;

(b) an amount charged for property, which is returned by the purchaser, and the full amount is
refunded in cash or by credit;

(c) the value allowed for secondhand property transferred to the vendor in partial payment; and

(d) the amount of any tax imposed by the United States with respect to retail sales, whether
imposed upon the retailer or consumer, except for manufacturers or importers excise taxes.

For purposes of the sale of an "audiovisual master" as defined in Section 12-36-2120(55), sales
price is the total amount for which the audiovisual master is sold, including charges for any
services that go into its fabrication, manufacture, or delivery that are a part of the sale valued in
money whether paid in money, or otherwise, and includes any amount for which credit is given to
the purchaser by the seller without any deduction from it on account of the cost of the property
sold, the cost of materials used, labor or service costs, interest charged, losses, or any other
expenses whatsoever.

The term "sales price" as defined in this section, also does not include the sales price, not including
tax, of property on sales which are actually charged off as bad debts or uncollectible accounts for
state income tax purposes. A taxpayer who pays the tax on the unpaid balance of an account which
has been found to be worthless and is actually charged off for state income tax purposes may take a
deduction for the sales price charged off as a bad debt or uncollectible account on a return filed
pursuant to this chapter, except that if an amount charged off is later paid in whole or in part to the
taxpayer, the amount paid must be included in the first return filed after the collection and the tax
paid. The deduction allowed by this paragraph must be taken within one year of the month the
amount was determined to be a bad debt or uncollectible account.

SECTION 12-36-140. “Storage” and “Use”.
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(A) “Storage” includes any keeping or retaining in this State, for any purpose except sale in the
regular course of business or subsequent use solely outside this State, of tangible personal property
purchased at retail.

(B) “Use” includes the exercise of any right or power over tangible personal property incident to
the ownership of that property, or by any transaction in which possession is given; but it does not
include the sale of that property in the regular course of business.

(C) “Storage” and “use” do not include the keeping, retaining, or exercising of any right or power
over tangible personal property:

(1) for the exclusive purpose of subsequently transporting it outside the State for first use;

(2) for the purpose of first being manufactured, processed, or compounded into other tangible
personal property to be transported and used solely outside the State; or

(3) for the purpose of being distributed as {H-cooperative-direct-mail-promeotional-advertising
matertalsor-(i)-promotional maps, brochures, pamphlets, or discount coupons by nonprofit
chambers of commerce or convention and visitor bureaus who are exempt from income taxation
pursuant to Internal Revenue Code Section 501(c) by means of interstate carrier, a mailing house,
or a United States Post Ofﬁce to residents of thls State from locat1ons both 1n51de and out51de the

ADD NEW CODE SECTION 12-36-160. “Computer software”.

“Computer software” means a set of coded instructions designed to cause a “computer” or
automatic data processing equipment to perform a task. It includes software either delivered
electronically or by tangible storage media and includes load and leave, meaning delivery to the
purchaser by use of tangible storage media where the tangible storage media is not physically
transferred to the purchaser. It also includes custom software.

ADD NEW CODE SECTION 12-36-170. “Digital products”.

“Digital products” means electronically transferred goods obtained by the purchaser by means other
than tangible storage media.

(a) “Digital Audio-Visual Works” which means a series of related images which, when shown in
succession, impart an impression of motion, together with accompanving sounds, if any

(b) “Digital Audio Works™ which means works that result from the fixation of a series of musical,
spoken, or other sounds, including ringtones; for purposes of the definition of “digital audio
works”, “ringtones” means digitized sound files that are downloaded onto a device and that may be
used to alert the customer with respect to a communication, and
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(¢) “Digital Books” which means works that are generally recognized in the ordinary and usual
sense as “books”.

ADD NEW CODE SECTION 12-36-180. ““Data processing”. |

"Data processing" means the manipulation of information furnished by a customer through all or
part of a series of operations involving an interaction of procedures, processes, methods, personnel,
and computers. It also means the electronic transfer of or access to that information. Examples of
the processing include, without limitation, summarizing, computing, extracting, storing, retrieving,
sorting, sequencing, and the use of computers.

SECTION 12-36-910. Five percent tax on tangible personal property; laundry services, electricity,
communication services, and manufacturer-consumed goods.

(A) A sales tax, equal to five percent*® of the gross proceeds of sales, is imposed upon
every person engaged or continuing within this State in the business of selling tangible personal
property at retail.

*Note, rate will be 17% or more lower than current rate displayed based on initial (and
unofficial) staff estimates.

(B) The sales tax imposed by this article also applies to the:

(1) gross proceeds accruing or proceeding from the business of providing or furnishing any
laundering, dry cleaning, dyeing, or pressing service, but does not apply to the gross proceeds
derived from coin-operated laundromats and dry cleaning machines;

(2) gross proceeds accruing or proceeding from the sale of electricity;

(3)(a) gross proceeds accruing or proceeding from the charges for the ways or means for the
transmission of the voice or messages, including the charges for use of equipment furnished by the
seller or supplier of the ways or means for the transmission of the voice or messages. Gross
proceeds from the sale of prepaid wireless calling arrangements subject to tax at retail pursuant to
item (5) of this subsection are not subject to tax pursuant to this item. Effective for bills rendered
after August 1, 2002, charges for mobile telecommunications services subject to the tax under this
item must be sourced in accordance with the Mobile Telecommunications Sourcing Act as
provided in Title 4 of the United States Code. The term "charges for mobile telecommunications
services" is defined for purposes of this section the same as it is defined in the Mobile
Telecommunications Sourcing Act. All other definitions and provisions of the Mobile
Telecommunications Sourcing Act as provided in Title 4 of the United States Code are adopted.
Telecommunications services are sourced in accordance with Section 12-36-1920;

(b)(1) for purposes of this item, a "bundled transaction" means a transaction consisting of distinct
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and identifiable properties or services, which are sold for one nonitemized price but which are
treated differently for tax purposes;

(i1) for bills rendered on or after January 1, 2004, that include telecommunications services in a
bundled transaction, if the nonitemized price is attributable to properties or services that are taxable
and nontaxable, the portion of the price attributable to any nontaxable property or service is subject
to tax unless the provider can reasonably identify that portion from its books and records kept in the
regular course of business for purposes other than sales taxes.

(4) fair market value of tangible personal property manufactured within this State, and used or
consumed within this State by the manufacturer.

(5) gross proceeds accruing or proceeding from the sale or recharge at retail for prepaid wireless
calling arrangements.

(a) "Prepaid wireless calling arrangements" means communication services that:
(1) are used exclusively to purchase wireless telecommunications;
(i1) are purchased in advance;

(ii1) allow the purchaser to originate telephone calls by using an access number, authorization code,
or other means entered manually or electronically; and

(iv) are sold in units or dollars which decline with use in a known amount.

(b) All charges for prepaid wireless calling arrangements must be sourced to the:

(1) location in this State where the over-the-counter sale took place;

(i1) shipping address if the sale did not take place at the seller's location and an item is shipped; or

(iii) either the billing address or location associated with the mobile telephone number if the sale
did not take place at the seller's location and no item is shipped.

€A gross proceeds accruing or proceeding from the sale or renewal of warranty, maintenance, or
similar service contracts for tangible personal property, whether or not the contracts are purchased
in conjunction with the sale of tangible personal property.

(7) gross proceeds accruing or proceeding from the charges for computer software.

(8) gross proceeds accruing or proceeding from the charges for digital products.
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14.

(9) gross proceeds accruing or proceeding from the charges for data processing.

Sales Tax Rate: Repeals 5 cent sales tax rate (new lower rate to be inserted in final report based on
BEA estimates).

SECTION 12-36-1110. Additional sales, use and casual excise tax imposed on certain items;
exceptions.

Beginning June 1, 2007, an additional sales, use, and casual excise tax equal to one percent is
imposed on amounts taxable pursuant to this chapter, except that this additional one percent tax
does not apply to amounts taxed pursuant to Section 12-36-920(A), the tax on accommodations for

SECTION 12-36-1310. Imposition of tax; rate; applicability; credit for tax paid in another state.

(A) A use tax is imposed on the storage, use, or other consumption in this State of tangible
personal property purchased at retail for storage, use, or other consumption in this State, at the rate
of five percent™ of the sales price of the property, regardless of whether the retailer is or is
not engaged in business in this State.

*Note, rate will be 17% or more lower than current rate displayed based on initial (and
unofficial) staff estimates.

(B) The use tax imposed by this article also applies to the:

(1) gross proceeds accruing or proceeding from the business of providing or furnishing a
laundering, dry cleaning, dyeing, or pressing service, but does not apply to the gross proceeds
derived from coin operated laundromats and dry cleaning machines;

(2) gross proceeds accruing or proceeding from the sale of electricity;

(3)(a) gross proceeds accruing or proceeding from the charges for the ways or means for the
transmission of the voice or messages, including the charges for use of equipment furnished by the
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seller or supplier of the ways or means for the transmission of the voice or messages. Gross
proceeds from the sale of prepaid wireless calling arrangements subject to tax at retail pursuant to
item (5) of this subsection are not subject to tax pursuant to this item. Effective for bills rendered
after August 1, 2002, charges for mobile telecommunications services subject to the tax under this
item must be sourced in accordance with the Mobile Telecommunications Sourcing Act as
provided in Title 4 of the United States Code. The term "charges for mobile telecommunications
services" is defined for purposes of this section the same as it is defined in the Mobile
Telecommunications Sourcing Act. All definitions and provisions of the Mobile
Telecommunications Sourcing Act as provided in Title 4 of the United States Code are adopted.
Telecommunications services are sourced in accordance with Section 12-36-1920.

(b)(1) For purposes of this item, a "bundled transaction" means a transaction consisting of distinct
and identifiable properties or services, which are sold for one nonitemized price but which are
treated differently for tax purposes.

(i1) For bills rendered on or after January 1, 2004, that include telecommunications services in a
bundled transaction, if the nonitemized price is attributable to properties or services that are taxable
and nontaxable, the portion of the price attributable to any nontaxable property or service is subject
to tax unless the provider can reasonably identify that portion from its books and records kept in the
regular course of business for purposes other than sales taxes;

(4) fair market value of tangible personal property brought into this State, by the manufacturer
thereof, for storage, use, or consumption in this State by the manufacturer.

(5) gross proceeds accruing or proceeding from the sale or recharge at retail for prepaid wireless
calling arrangements.

(a) "Prepaid wireless calling arrangements" means communication services that:
(i) are used exclusively to purchase wireless telecommunications;
(i) are purchased in advance;

(iii) allow the purchaser to originate telephone calls by using an access number, authorization code,
or other means entered manually or electronically; and

(iv) are sold in units or dollars which decline with use in a known amount.

(b) All charges for prepaid wireless calling arrangements must be sourced to the:

(1) location in this State where the over-the-counter sale took place;

(ii) shipping address if the sale did not take place at the seller's location and an item is shipped; or

(iii) either the billing address or location associated with the mobile telephone number if the sale
did not take place at the seller's location and no item is shipped.
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15.

16.

(6) gross proceeds accruing or proceeding from the sale or renewal of warranty, maintenance, or
similar service contracts for tangible personal property, whether or not such contracts are purchased
in conjunction with the sale of tangible personal property.

(7) gross proceeds accruing or proceeding from the charges for computer software.

(8) gross proceeds accruing or proceeding from the charges for digital products.

(9) gross proceeds accruing or proceeding from the charges for data processing.

(C) When a taxpayer is liable for the use tax imposed by this section on tangible personal property
purchased in another state, upon which a sales or use tax was due and paid in the other state, the
amount of the sales or use tax due and paid in the other state is allowed as a credit against the use
tax due this State, upon proof that the sales or use tax was due and paid in the other state. If the
amount of the sales or use tax paid in the other state is less than the amount of use tax imposed by
this article, the user shall pay the difference to the department.

SECTION 12-36-1340.

Each seller making retail sales of tangible personal property for storage, use, or other consumption
in this State shall collect and remit the tax in accordance with this chapter and shall obtain from the
department a retail license as provided in this chapter, if the retail seller:

(1) maintains a place of business;
(2) qualifies to do business;

(3) solicits and receives purchases or orders by an agent, independent contractor, or representative
or-salesman; or

(4) distributes catalogs, or other advertising matter, and by reason of that distribution receives and
accepts orders from residents within the State.

SECTION 12-36-2110. Maximum tax on sale or lease of certain items; calculation of tax on
manufactured homes; maximum tax on purchase of certain property by religious organizations;
maximum tax on sale or use of machinery for research and development.

Section 1:

(A) The maximum tax imposed by this chapter is three six hundred dollars in 2011; one thousand
dollars in 2012 and one thousand two hundred dollars in 2013 for each sale made afterJune30;

1984; or lease executed after July 1, 201 [-August-34-1985 of each:

(1) atrcraft, including unassembled aircraft which is to be assembled by the purchaser, but not items
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to be added to the unassembled aircraft;

(2) motor vehicle;

(3) motorcycle;

(4) boat;

(5) trailer or semitrailer, pulled by a truck tractor, as defined in Section 56-3-20, and horse trailers,
but not including house trailers or campers as defined in Section 56-3-710 or a fire safety education

trailer;

(6) recreational vehicle, including tent campers, travel trailer, park model, park trailer, motor home,
and fifth wheel; or

(7) railroad car, monorail car and locomotive; or

(8) vessel or barge.

¢ one hundred sl el '
In the case of a lease, the total tax rate required by law applies on each payment until the total tax
paid equals three-hundred-deHars the capped amount. Nothing in this section prohibits a taxpayer

from paying the total tax due at the time of execution of the lease, or with any payment under the

lease. To qualify for the tax limitation provided by this section, a lease must be in writing and

specifically state the term of, and remain in force for, a period in excess of ninety continuous days.
" ha Q a-173-319 > ne n aotinn () () he 1 atad
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17.

(9) Forthe-sale-efeach musical instrument; or each-piece-of office equipment; purchased by a
religious organization exempt under Internal Revenue Code Section 501©(3);, the-maximum-tax
tmpesed-by-this-chapteris-three-hundred-deHars: The musical instrument or office equipment must
be located on church property and used exclusively for the organizations exempt purpose. The
religious organization must furnish to the seller an affidavit on forms prescribed by the department.
The affidavit must be retained by the seller.

Section 2: Subsections (A)(2) and (A)(3) are repealed in 2014.

Comment: The TRAC Committee took testimony on the amount of the sales tax cap in
southeastern states and what items (boats, planes, mobile homes, trailers, light construction
equipment, equipment installed after the sale on firefighting equipment) are covered by caps; the
caps above are similar to the sales tax caps and highways fees in North Carolina.

SECTION 12-36-2120. Exemptions from sales tax.

(A) The major sales and use tax exemptions are found in sections 12-36-2120. The amendment
does as follows.
Exempted from the taxes imposed by this chapter are the gross proceeds of sales, or sales price of:

(1) tangible personal property or receipts of any business which the State is prohibited
from taxing by the Constitution or laws of the United States of America or by the
Constitution or laws of this State;

2

3) (a) textbooks, books, magazines, periodicals, newspapers, and access to on-line
information systems used in a course of study in primary and secondary schools and
institutions of higher learning or for students' use in the school library of these
schools and institutions;

(b) books, magazines, periodicals, newspapers, and access to on-line
information systems sold to publicly supported state, county, or regional
libraries;
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4) livestock. "Livestock" is defined as domesticated animals eustomarily raised on
South Carolina farms for use primarily as beasts of burden, er-feed-for-resale-or

breeding purposes, or for sale and certain mammals when raised for their pelts or
fur. Animals such as dogs, cats, reptiles, fowls (except baby chicks and poults), and
animals of a wild nature, are not considered livestock;

Comment: recodified in (6).

(6) (a) insecticides, chemicals, fertilizers, soil conditioners, seeds, er-seedlings, er

nursery stock, or fuel (including natural gas and liquefied petroleum gas)
used solely in the-preduetion—producing, curing or irrigating-fer-sale-of
farm, dairy, grove, vineyard, or garden products;-et for sale in the cultivation
of poultry or livestock feed; and

(b) feed used in the production and maintenance of poultry and livestock; and

(c) fuel used by cotton gins to manufacture tangible personal property for sale.

(8) newsprint paper, rewspapers; and religious publications, including the Holy Bible
and the South Carolina Department of Agriculture's The Market Bulletin;

) coal, or coke or other fuel sold to manufacturers, electric power companies, and
transportation companies for:

(a) use or consumption in the production of by-products;

(b) the generation of heat or power used in manufacturing or recycling,
tangible personal property for sale. For purposes of this item,
"manufacturer” or "manufacturing” includes the activities of-a processors
and recyclers. As used in this subitem, “recyclers" means persons
operating an industrial facility where materials that otherwise would
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(10)

(In

(12)

(c)

(d)

(a)

(b)

(©)

(d

(a)

(b)
(©)

(d)

become solid waste are collected, separated, or processed for use in the
form of raw materials or products for sale. A recycler does not include a
person operating a facility whose purpose is retailing, wholesaling,
distributing, or some other non-manufacturing purpose;

the generation of electric power or energy for use in manufacturing
tangible personal property for sale; or

the generation of motive power for transportation. For the purposes of
this exemption, "manufacturer”" or "manufacturing” includes the activities
of mining and quarrying;

meals or foodstuffs used in furnishing meals to school children, if the sales
use are within school buildings and are not for profit;

meals or foodstuffs provided to elderly or disabled persons at home by
nonprofit organizations that receive only charitable contributions in
addition to sale proceeds from the meals;

food stufts, either prepared or packaged for the homeless or needy that are
sold to nonprofit organizations, or food stuffs that are subsequently sold
or donated by a nonprofit organization to another nonprofit organization.
This subitem is only applicable to food stuffs which are eligible for
purchase under the USDA food stamp program;

meals or foodstuffs prepared or packaged that are sold to public or
nonprofit organizations for congregate or in-home service to the homeless
or needy or disabled adults over eighteen years of age or individuals over
sixty years of age. This subitem only applies to meals and foodstuffs
eligible for purchase under the USDA food stamp program.

toll charges for the transmission of voice or messages between telephone
exchanges for call centers with two hundred and fifty or more employees at a

single location

electronic transactions involving automatic teller machines

seventy five percent of the gross proceeds of the sales of water sold by public

utilities, if rates and charges are of the kind determined by the Public Service
Commission, or water sold by nonprofit corporations organized pursuant to Chapter
36 of Title 33;
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(13)

(14)

(15)

(16)

(17)

fuel, lubricants, and supplies for use or consumption aboard ships in intercoastal
trade or foreign commerce. This exemption does not exempt or exclude from the tax
the sale of materials and supplies used in fulfilling a contract for the painting, repair,
or reconditioning of ships and other watercraft;

(a) motor fuel, blended fuel, and alternative fuel subject to tax under Chapter 28
of Title 12; however, gasoline used in aircraft is not exempt from the sales use tax;

(b) If the fuel tax is subsequently refunded under Section 12-28-710, the sales
or use tax is due unless otherwise exempt, and the person receiving the
refund is liable for the sales or use tax;

(c) fuels used in farm machinery and farm tractors used for farming
purposes; and

(d) fuels used in commercial fishing vessels.

farm machinery and their replacement parts and attachments, used in planting,
cultivating or harvesting farm crops, including bulk coolers (farm dairy tanks) used
in the production and preservation of milk on dairy farms, and machines used in the
production of poultry and poultry products on poultry farms, when such products are
sold in the original state of production or preparation for sale. This exemption does
not include automobiles or trucks;

machines used in manufacturing, processing, recycling, compounding, mining, or
quarrying tangible personal property for sale. "Machines" include the parts of
machines, attachments, and replacements used, or manufactured for use, on or in the
operation of the machines and which (a) are necessary to the operation of the
machines and are customarily so used, or (b) are necessary to comply with the order
of an agency of the United States or of this State for the prevention or abatement of
pollution of air, water, or noise that is caused or threatened by any machine used as
provided in this section. This exemption does not include automobiles or trucks.

s = a am 'ra .g.- Y

: As used in this sub-
item, “recycling” means and industrial process in which materials that otherwise
would become solid waste are collected, separated, or processed for use in the form
of raw materials or products for sale. Recycling under this item does not include any
process at a facility whose purpose is retailing, wholesaling, distributing, or some
other non-manufacturing purpose;

Fiscal-Yearof-Sale——o————— Percentage
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(18)

Fisealyear 199798 fifiv-pereent
AfterJune 304998 ———one-hundred-pereent
el used exelusivel ieultural produets:

COMMENT: This is recodified in (6).

(19)

COMMENT:

electricity used by eettengins; manufacturers, miners, or quarriers to manufacture,
recycle, mine, or quarry tangible personal property for sale. For purposes of this
item, "manufacture" or "manufacture” includes the activities of processors and
recyclers. As used in this item, “recyclers" means persons operating an industrial
facility where materials that otherwise would become solid waste are collected,
separated, or processed for use in the form of raw materials or products for sale. A
recycler does not include a person operating a facility whose purpose is retailing
wholesaling, distributing, or some other non-manufacturing purpose;

Cotton gins are recodified in (6)

(20)

COMMENT: Railroad cars, etc. subject to sales tax caps contained in Section 12-36-2110.

1)

vessels-and-barges-of meore-than-fifty-tons-burden;-

COMMENT: Subject to sales tax caps contained in Section 12-36-2110.

(22)

(23)

(24)

(25)

Materials necessary to assemble missiles to be used by the Armed Forces of the
United States;

supplies and machinery used by laundries, cleaning, dyeing, pressing, or garment or
other textile rental establishments in the direct performance of their primary
tunction, but not sales of supplies and machinery used by coin-operated
laundromats;
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(d

seventy five percent of the gross proceeds of the sales of medicine and
prosthetic devices sold by prescription.* However, sales of medicine and
prosthetic devices (including dental devices) sold by a prescription, and
specifically written to Medicare and/or Medicaid beneficiaries, are exempt.

Eiese}iptlaﬂ HlEEhE}ﬂES HSEE] te ﬁfa Eﬂtiesﬁﬂﬂtslﬁ 53 HE§ H“l 1{“5’
e . . . . . .
Q nac an Aranea > o ®
.n d » cl (i d H

*Capped at 3100 maximum liability annually (fully refundable income tax

credit).

prescription medicines used to prevent respiratory syncytial virus,
prescription medicines and therapeutic radiopharmeceuticals used in the
treatment of rheumatoid arthritis, cancer, lymphoma, leukemia, or related
diseases, including prescription medicines used to relieve the efforts of any
such treatment, free samples of prescription medicine distributed by its
manufacturer and any use of these free samples

seventy five percent of the gross proceeds of the sales of hypodermic
needles, insulin, alcohol swabs, blood sugar testing strips, monolet lancets,
dextrometer supplies, blood glucose meters, and other similar diabetic
supplies sold to diabetics under the authorization and direction of a
physician; However, sales of hypodermic needles, insulin, alcohol swabs,
blood sugar testing strips, monolet lancets, dextrometer supplies, blood
glucose meters, and other similar diabetic supplies sold to diabetics that are
Medicare and/or Medicaid beneficiaries under the authorization and direction
of a physician are exempt;

seventy five percent of the gross proceeds of the sales of disposable
medical supplies such as bags, tubing, needles, and syringes, which are
dispensed by a licensed pharmacist in accordance with an individual
prescription written for the use of a human being by a licensed health care
provider, which are used for the intravenous administration of a
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(29)

(30)

prescription drug or medicine, and which come into direct contact with the
prescription drug or medicine. This exemption applies only to supplies
used in the treatment of a patient outside of a hospital, skilled nursing
facility, or ambulatory surgical treatment center

(e) medicine donated by its manufacturer to a public institution of higher
education for research or for the treatment of indigent patients; and

® seventy five percent of the gross proceeds of the sales of dental prosthetic
devices;

(2) prescription drugs dispensed to Medicare Part A patients residing in a
nursing home are not considered sales to the nursing home and are not
subject to the sales tax.

office supplies, or other commodities, and services resold by the Division of
General Services of the State Budget and Control Board to departments and
agencies of the state government, if the tax was paid on the divisions original
purchase;

(32)

Comment: recodified in (6).

(33)

Seventy five percent of the gross proceeds of the sales of electricity, natural gas,
fuel oil, kerosene, LP gas, coal, or any other combustible heating material or
substance used for residential purposes. Individual sales of kerosene or LP gas of
twenty gallons or less by retailers are considered used for residential heating
purposes;
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(34)

(35)

(36)

(37)

fifty percent of the gross proceeds of the sale of a manufactured home, as defined in
Section 40-29-20, or a modular home regulated pursuant to Chapter 43 of Title 23,

both on—trame and off- frame Faﬁpaﬁpesesei—{h*s%ﬂ—emy;”gfess—pfeeeed%f

motion picture film sold or rented to or by theaters;

tangible personal property where the seller, by contract of sale, is obligated to
deliver to the buyer, or to an agent or donee of the buyer, at a point outside this State
or to deliver it to a carrier or to the mails for transportation to the buyer, or to an
agent or donee of the buyer, at a point outside this State;

petroleum asphalt products, commonly used in paving, purchased in this State,
which are transported and consumed out of this State;

(42)

depreciable assets, used in the operation of a business, pursuant to the sale of the
business. This exemption only applies when the entire business is sold by the owner
of it, pursuant to a written contract and the purchaser continues operation of the
business;
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Comment: Duplicative of Film Commission Section

(44)  eleetrieity-used-to-irrigate-erops:

COMMENT: This is recodified in (6)

(45)

(46)  War memorials or monuments honoring units or contingents of the Armed Forces of
the United States or of the National Guard, including United States military vessels,
which memorials or monuments are affixed to public property;

(47)

COMMENT: Recodified in (63)

(48)
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COMMENT: Recyclers are treated as manufacturers in (9)

61y

(52)

(33)

(54

(35)

material handling systems and material handling equipment used in the operation of
a distribution facility or a manufacturing facility including, but not limited to, racks
used in the operation of a distribution facility or a manufacturing facility and either
used or not used to support a facility structure or part of it. To quality for this
exemption, the taxpayer shall notify the department before the first month it uses the
exemption and shall invest at least thirty-five million dollars at a single site in real
or personal property in this State over the five-year period beginning on the date
provided by the taxpayer to the department in its notices. The taxpayer shall notify
the department in writing that it has met the thirty-five million dollar investment
requirement or, after the expiration of the five years, that it has not met the thirty-
five million dollar investment requirement. The department may assess any tax due
on material handling systems and material handling equipment purchased tax-free
pursuant to this item but due the State as a result of the taxpayer's failure to meet the
thirty-tfive million dollar investment requirement. The running of the periods of
limitations for assessment of taxes provided in Section 12-54-85 is suspended for
the time period beginning with notice to the department before the taxpayer uses the
exemption and ending with notice to the department that the taxpayer either has met
or has not met the thirty-five million dollar investment requirement.

Parts and supplies used by persons engaged in the business of repairing or
reconditioning aircratt owned by or leased to the federal government or commercial
air carriers. This exemption does not extend to tools and other equipment not
attached to or that do not become a part of the aircraft.

(b)
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(56)

(37)

Machines used in research and development. "Machines" includes machines and
parts of machines, attachments, and replacements which are used or manufactured
for use on or in the operation of the machines, which are necessary to the operation
of the machines, and which are customarily used in that way. "Machines used in
research and development” means machines used directly and primarily in research
and development, in the experimental or laboratory sense, of new products, new
uses for existing products, or improvement of existing products.

Sales taking place during a period beginning 12:01 a.m. on the first Friday in
August and ending at twelve midnight the following Sunday of the following school
supplies or clothes for children in grades K-12 to be used or worn in the classroom
or at home with respect to school assignments:

(1) Clothing strictly limited to outwear garments such as shirts, shorts,
pants (this excludes clothing items such as, but not limited to,
wedding and formal wear dresses, tuxedos, shoes and footwear):

(i) . .. ine. .. , , ,
hesiery;and-handbags;
(iti))  foetware;

(1) )-schoel supplies-including-but not-limited-to; pens, pencils,
paper, binders, notebooks, books, bookbags, lunchboxes, and

calculators and similar school supplies; and

(i) &9 computers, printers and printer supplies, and computer software;

(b) The exemption allowed by this item does not apply to:
(i) sales of jewelry, cosmetics, eyewear, wallets, watches;

(ii) sales or rentals of furniture, appliances, toiletries, bicycles, bath
wash clothes, blankets, bed spreads, bed linens, sheet sets, comforter
sets, bath towels, shower curtains, bath rugs and mats, pillows,
pillow cases or similar items;

(iii)  asale of an item placed on layaway or similar deferred payment and
delivery plan however described;

(iv)  sales or rental of clothing, clothing accessories or footwear;

(1) (v) a sale or lease of an item for use in a trade or business.
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(39)

(60)
(61)

(62)
(63)

(64)

(65)

(©) Before July tenth at each year, the department shall publish and make
available to the public and retailers a list of those artieles school supplies
qualifying for the exemption allowed by this item.

a lottery ticket sold pursuant to Chapter 150 of Title 59;

copies of or access to legislation or other informational documents provided to the
general public or any other person by a legislative agency when a charge for these
copies is made reflecting the agency's cost of the copies. Funds received as revenue
from the sale of materials or as reimbursements for the cost of providing certain
supplies or services or refunds must be remitted to the State Treasurer as collected,
but in no event later than twelve working days from the date of the receipt of any
such funds.

fifty percent of the gross proceeds of the rental or lease of portable toilets.

prescription and over-the-counter medicines and medical supplies, including
diabetic supplies, diabetic diagnostic equipment, and diabetic testing equipment,
sold to a health care clinic that provides medical or dental care without charge to all
of its patients or sold to a charitable hospital exempt under Section 12-37-220 that
provides medical and or dental care without charge to all of its patients.

(a) computer equipment, as defined in subitem (c¢) of this item, used in connection
with a technology intensive facility as defined in Section 12-6-3360(M)(14)(b),
where
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(1) the taxpayer invests at least three hundred million dollars in real or
personal property or both comprising or located at the facility over a
five-year period;

(i)  the taxpayer creates at least one hundred new full-time jobs at the
facility during that five-year period, and the average cash
compensation of at least one hundred of the new full-time jobs is one
hundred fifty percent of the per capita income of the State according
to the most recently published data available at the time the facility's
construction starts; and

(iii)  at least sixty percent of the three hundred million dollars minimum
investment consists of computer equipment;

(b) computer equipment, as defined in subitem (c) of this item, used in connection
with a manufacturing facility, where:

(1) the taxpayer invests at least seven hundred fifty million dollars in real
or personal property or both comprising or located at the facility over
a seven-year period; and

(i)  the taxpayer creates at least three thousand eight hundred full-time
new jobs at the facility during that seven-year period.

As used in this subitem, "taxpayer" includes a person who bears a relationship to the
taxpayer as described in Section 267(b) of the Internal Revenue Code.

(¢) For the purposes of this item, "computer equipment" means original or
replacement servers, routers, switches, power units, network devices, hard drives,
processors, memory modules, motherboards, racks, other computer hardware and
components, cabling, cooling apparatus, and related or ancillary equipment,
machinery, and components, the primary purpose of which is to store, retrieve,
aggregate, search, organize, process, analyze, or transfer data or any combination of
these, or to support related computer engineering or computer science research.

(d) These exemptions apply from the start of the investment in or construction of the
technology intensive facility or the manufacturing facility. The taxpayer shall notify
the Department of Revenue of its use of the exemption provided in this item on or
before the first sales tax return filed with the department after the first such use.
Upon receipt of the notification, the department shall issue an appropriate exemption
certificate to the taxpayer to be used for qualifying purposes under this item. Within
six months after the fifth anniversary of the taxpayer's first use of this exemption,
the taxpayer shall notify the department in writing that it has or has not met the
investment and job requirements of this item by the end of that five-year period.
Once the department certifies that the taxpayer has met the investment and job
requirements, all subsequent purchases of or investments in computer equipment,
including to replace originally deployed computer equipment or to implement future
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(66)

(67)

expansions, likewise shall qualify for the exemption described above, regardless of
when the taxpayer makes the investments.

(e) The department may assess any tax due on property purchased tax free pursuant
to this item but due the State if the taxpayer subsequently fails timely to meet the
investment and job requirements of this item after being granted the exemption; for
purposes of determining whether the taxpayer has timely satisfied the investment
requirement, replacement computer equipment counts toward the investment
requirement to the extent that the value of the replacement computer equipment
exceeds the cost of the computer equipment so replaced, but, provided the taxpayer
otherwise qualifies for the exemption, the full value of the replacement computer
equipment is exempt from sales and use tax. The running of the periods of limitation
within which the department may assess taxes provided pursuant to Section 12-54-
85 is suspended during the time period beginning with the taxpayer's first use of this
exemption and ending with the later of the fifth anniversary of first use or notice to
the department that the taxpayer either has met or has not met the investment and
job requirements of this item;

electricity used by a technology intensive facility as defined in Section 12-6-
3360(M)(14)(b) and qualitying for the sales tax exemption provided pursuant to item
(65) of this section, and the equipment and raw materials including, without
limitation, fuel used by such qualifying facility to generate, transform, transmit,
distribute, or manage electricity for use in such a facility. The running of the
periods of limitation within which the department may assess taxes pursuant to
Section 12-54-85 is suspended during the same time period it 1s suspended in item
(65)(d) of this section.

effective July 1, 2011, construction materials used in the construction of a new or
expanded single manufacturing or distribution facility, or one that serves both
purposes, with a capital investment of at least one hundred million dollars in real
and personal property at a single site in the State over an eighteen-month period, or
effective November 1, 2009, construction materials used in the construction of a
new or expanded single manufacturing facility where:

(1) the taxpayer invests at least seven hundred fifty million dollars in real or
personal property or both comprising or located at the facility over a seven-
year period; and

(i)  the taxpayer creates at least three thousand eight hundred full-time new jobs
at the facility during that seven-year period.

To quality for this exemption, the taxpayer shall notify the department before the
first month it uses the exemption and shall make the required investment over the
applicable time period beginning on the date provided by the taxpayer to the
department in its notices. The taxpayer shall notify the department in writing that it
has met the investment requirement or, after the expiration of the applicable time
period, that it has not met the investment requirement. The department may assess
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any tax due on construction materials purchased tax free pursuant to this subitem but
due the State as a result of the taxpayer's failure to meet the investment requirement.
The running of the periods of limitations for assessment of taxes provided in Section
12-54-85 is suspended for the time period beginning with notice to the department
before the taxpayer uses the exemption and ending with notice to the department
that the taxpayer either has met or has not met the investment requirement.

As used in this subitem, "taxpayer" includes a person who bears a relationship to the
taxpayer as described in Section 267(b) of the Internal Revenue Code.

(68)

(69) the sale or renewal of a warranty, maintenance, or similar service contract for
tangible personal property if the sale or purchase of the tangible personal property
covered by the contract is exempt or excluded from the tax imposed by this chapter.

(72)
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(73)  an amusement park ride and any parts, machinery, and equipment used to assemble,
operate, and make up an amusement park ride or performance venue facility located
in a qualifying amusement park or theme park and any related or required
machinery, equipment, and fixtures located in the same qualifying amusement park
or theme park.

() To qualify for the exemption, the taxpayer shall meet the investment and
job requirements provided in subsubitem (i) of subitem (b) over a five-
year period beginning on the date of the taxpayer's first use of this
exemption. The taxpayer shall notify the Department of Revenue of its
intent to qualify and use this exemption and upon receipt of the
notification, the department shall issue an appropriate exemption
certificate to the taxpayer to be used for qualifying purposes under this
item. Within six months after the fifth anniversary of the taxpayer's first
use of this exemption, the taxpayer shall notify the department, in writing,
that it has or has not met the investment and job requirements of this item.
If the taxpayer fails to meet the investment and job requirements, the
taxpayer shall pay to the State the amount of the tax that would have been
paid but for this exemption. The running of the periods of limitations for
assessment of taxes provided in Section 12-54-85 is suspended for this
time period beginning with the taxpayer's first use of this exemption and
ending with notice to the department that the taxpayer has or has not met
the investment and job requirements of this item.

(b) For purposes of this item:

(1) "Qualifying amusement park or theme park" means a park that is
constructed and operated by a taxpayer who makes a capital
investment of at least two hundred fifty million dollars at a single
site and creates at least two hundred fifty full-time jobs and five
hundred part-time or seasonal jobs.

(i1) "Related or required machinery, equipment, and fixtures" means an
ancillary apparatus used for or in conjunction with an amusement
park ride or performance venue facility, or both, including, but not
limited to, any foundation, safety fencing and equipment, ticketing,
monitoring device, computer equipment, lighting, music equipment,
stage, queue area, housing for a ride, electrical equipment, power
transformers, and signage.
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(ili))  “Performance venue facility means a facility for a live performance,
nonlive performance, including any animatronics and computer-
generated performance, and firework, laser, or other pyrotechnic
show.

(iv)  “Taxpayer” means a single taxpayer or, collectively, a group of one
or more affiliated taxpayers. An “affiliated taxpayer” means a
person or entity related to the taxpayer that is subject to common
operating control and that is operated as part of the same system or
enterprise. The taxpayer is not required to own a majority of the
voting stock of the affiliate.

fifty percent of the gross proceeds of the sales of durable medical equipment and
related supplies:

(a) as defined under federal and state Medicaid and Medicare laws;

(b) which is paid directly by funds of this State or the United States under the
Medicaid or Medicare programs, where state or federal law or regulation
authorizing the payment prohibits the payment of the sale or use tax; and

Fifty nine percent of the proceeds of the sales of unprepared food that lawfully may
be purchased with United States Department of Agriculture food coupons.
However, the exemption allowed by this item applies only to the state sales and use
tax imposed pursuant to this chapter. In addition, all sales purchased under the
United States Department of Agriculture’s “Supplemental Nutrition Assistance
Program (SNAP) will not be subject to any sales tax.
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(c)

(d) Eaeh—ye&%u&ﬂ%@%ae—&a%e—&ae*gy—@ﬁﬁe&sh&ﬂp;epamﬂaﬂamaai

(e)

Comment: The Supreme Court struck down the bill which provided the exemption for energy

efficient products.

SECTION 12-36-2610. Discount for timely payment of tax (for retailers).

When a sales or use tax return required by Section 12-36-2570 and a local sales and use tax law
administered and collected by the department on behalf of a local jurisdiction is filed and the taxes
due on it are paid in full on or before the final due date, including any date to which the time for
making the return and paying the tax has been extended pursuant to the provisions of Section
12-54-70, the taxpayer is allowed a discount as follows:

(1) on taxes shown to be due by the return of less than one hundred dollars, three percent;

(2) on taxes shown to be due by the return of one hundred dollars or more, twe one percent.

In no case is a discount allowed if the return, or the tax on it is received after the due date, pursuant
to Section 12-36-2570, or after the expiration of any extension granted by the department. The
discount permitted a taxpayer under this section may not exceed three-theusand one thousand
dollars during any one state fiscal year. However, for taxpayers filing electronically, the discount
may not exceed three-theusand-ene-hundred one thousand five hundred dollars. A person making
sales into this State who cannot be required to register for sales and use tax under applicable law
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but who nevertheless voluntarily registers to collect and remit use tax on items of tangible personal
property sold to customers in this State is entitled to a discount on returns filed as otherwise
provided in this section not to exceed ten thousand dollars during any one state fiscal year.

SECTION 12-36-2620. Sales and use taxes composed of two components.

The taxes imposed by Sections 12-36-910, 12-36-920(B), 12-36-1310, and 12-36-1320 are
composed of two taxes as follows:

(1) a four percent tax, which must be credited as provided in Section 59-21-1010(A), and

(2) a one percent tax, which must be credited as provided in Section 59-21-1010(B).

-,

~
&
»

SECTION 12-36-2630. Seven percent sales tax on accommodations for transients composed of
three components.

The tax imposed by Section 12-36-920(A) is composed of three taxes as follows:
(1) a four percent tax which must be credited as provided in Section 59-21-1010(A); and
(2) a one percent tax, which must be credited as provided in Section 59-21-1010(B). The-one

and
(3) a two percent local accommodations tax, which must be credited to the political subdivisions of
the State in accordance with Chapter 4 of Title 6. The proceeds of this tax, less the department’s
actual increase in the cost of administration and the expenses of the Tourism Expenditure Review
Committee established pursuant to Section 6-4-35, must be remitted quarterly to the municipality or
the county in which it is collected. The two percent tax provided by this item may not be increased
except upon approval of two-thirds of the membership of each House of the General Assembly.
However, the tax may be decreased or repealed by a simple majority of the membership of each
House of the General Assembly.

The tax imposed by Section 12-36-920 must be billed and paid in a single item listed as tax,
without itemizing the taxes referred to in this section.

SECTION 12-36-2640. Casual excise tax composed of two components.
The tax imposed by Section 12-36-1710 is composed of two taxes as follows:
(1) a four percent tax which must be credited to the general fund of the State; and

(2) a one percent tax which must be credited as provided in Section 59-21-1010(B). The-one
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SECTION 12-11-30. Income tax to be instead of other taxes; exceptions.

The income tax provided for in this chapter is instead of all other taxes on banks, except the sales
and use tax, the deed recording fee, and taxes on real property. The real property of a bank is taxed
in the place where it is located.

SECTION 12-13-50. Tax shall be in lieu of other taxes; exceptions.

The income tax provided in this chapter shall be in lieu of any and all other taxes on such
associations, except sales and use taxes, deed recording fees, and taxes on real property. The real
property of any such association shall be taxed in the place where it may be located, the same as the
real property of individuals.

SECTION 13-17-90. Exemption from taxation.

It is found and declared that the project authorized by this chapter is in all respects for the benefit of
all the people of the State, for the improvement of their welfare and material prosperity, and is a
public purpose and a corporation owned completely by the people of the State. The authority shall
pay no taxes or assessments including, but not limited to, income tax, sales-and-use-tax, and
property tax upon any of the property acquired by it or upon any of its activities-—exeept-that-the

o
ot
-
v

o
» v, wiw -
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deing-business-in-Seuth-Carelina- The securities and other obligations issued by the authority, their
transfer, and the income is free from taxation. After payment of necessary operating expenses and
all annual debt requirements, the authority shall reinvest net earnings furthering the purposes of this
chapter.

Comment: This relates to the South Carolina Research Authority.

SECTION 38-29-150. Exemption of Association from fees and taxes.

Life and Accident Health Insurance Guaranty Fund: Repeals the sales tax exemption for the Life
and Accident Health Insurance Guaranty Fund.

SECTION 38-31-130. Exemption of Association from fees and taxes.

The association is exempt from payment of all fees and all taxes levied by this State or any of its
political subdivisions, except taxes levied on real or personal property, and sales and use taxes.

Comment: This relates to the South Carolina Property and Casualty Insurance Guaranty
Association.

SECTION 44-7-2120. Exemption of districts from State and local taxes.

All properties owned by a district, whether real, personal, or mixed, and the income from the
properties, all securities issued by a district and the indentures and other instruments executed as
security therefor, all leases made pursuant to the provisions of this article, and all revenues derived
from these leases, and all deeds and other documents executed by or delivered to a district, are
exempt from any and all taxation by the State or by any county, municipality, or other political
subdivision of the State, including, but without limitation, license excise taxes imposed in respect
of the privilege of engaging in any of the activities in which a district may engage. A district is not
obligated to pay or allow any fees, taxes, or costs to the clerk of court, the Secretary of State, or the
register of deeds in any county in respect of its incorporation, the amendment of its certificate of

1ncorp0rat10n or the recordmg of any document lihe—gfess—pfeeeeds—efﬂae—sale—etlmay-pfepefgz
é*sH&eHs—e*empt—ﬁrea%aH—e&keFaﬂd—s&mﬂ&Pexe*se—eHa}eswes- It is the express intent of th1s

section that any district authorized under this article incurs no tax liability to the State or any of its

political subdivisions except to-the-extent-that sales and use taxes may-be-payable-on-the purchases
| . b the district

Comment: Regional Health Services Districts
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TEMPORARY PROVISOS

House Bill 4567, Part IB, Section 89, Proviso 89.107

Sales Tax Holiday for 2009 — Handguns, Rifles, and Shotguns

Note: On May 4, 2009, the South Carolina Supreme Court ruled in The American Petroleum
Institute and BP Products North America Inc v. South Carolina Department of Revenue, et al.
(Opinion No. 26645) that Act 338 of 2008 violated the one subject rule of the South Carolina
Constitution and was unconstitutional. The Act concerned motor fuel products offered by a
terminal (Code Section 12-28-340), a sales tax holiday for handguns, rifles, and shotguns (Code
Section 12-36-2120(76)) and a sales tax holiday for energy efficient products (Code Section 12-36-
2120(77)). As a result, the sales tax holiday for handguns, rifles, and shotguns, and the sales tax
holiday for energy efficient products in Code Sections 12-36-2120(76) and (77), respectively, were
eliminated.

House Bill 4657, Part IB. Section 89, Proviso 89.47

Private Schools - Use Tax Exemption
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1) Personal Care:

(1)Salons, Hair Care, and Nail Care Services:

(1) "Beauty salon” or salon means a building or any place, or part of a place or
building including, but not limited to, a rental booth, in which cosmetology is
performed on the general public for compensation.

(2) "Cosmetology" means engaging in any of these practices or a combination
of these practices when done for compensation either directly or indirectly:
(a) arranging, styling, thermal curling, chemical waving, pressing,
shampooing, cutting, shaping, chemical bleaching, chemical coloring,
chemical relaxing, or similar work, upon the hair, wig, or hairpiece of any
person, by any means, with hands or mechanical or electrical apparatus or
appliances;

(b) using cosmetic preparations, make-up, antiseptics, lotions, creams,
chemical preparations on, or otherwise, or waxing, tweezing, cleansing,
stimulating, manipulating, beautifying, or similar work including hair
removal, on the scalp, legs, feet, face, neck, arms, hands; or

(¢) manicuring or pedicuring the nails of a person or similar work.

(3) "Cosmetologist" means a person including, but not limited to, an
independent contractor, not a student, who is licensed to practice

cosmetology.

(2)Day Spa Services — Facials, Makeovers, etc
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Definition of Facials and Makeovers: The subject of manual, electrical and

chemical facials shall include, but is not limited to the following techniques
and procedures: Manual Facials including cleansing, scientific manipulations,
packs, and masks. Electrical Facials include the use of electrical modalities,
dermal lights and electrical apparatus, for facials and skin care purposes;
however, machines capable of producing an electrical current shall not be
used to stimulate so as to contract, or for the purpose of contracting, the
muscles of the body or face. Chemical Facials include chemical skin peels,

packs, masks and scrubs.

(3)Exercise Facility Providers

"Physical fitness services" means access to facilities or services for a fee for
the development of physical fitness through exercise or weight control. The
term includes the facilities and services of health or exercise centers, clubs,
studios, or classes; health spas; weight control centers, clinics, or studios;
figure salons; tanning centers; and athletic or sport clubs. It does not include
rehabilitative therapy administered by a licensed physical therapist.
(4)Massage
(1) "Massage/bodywork therapist" means a person who administers
massage/bodywork therapy for compensation.
(2) "Massage/bodywork therapy" means the application of a system of
structured touch of the superficial tissues of the human body with the hand,

foot, arm, or elbow whether or not the structured touch is aided by
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hydrotherapy, thermal therapy, a massage device, human hands, or the
application to the human body of an herbal preparation.

(3) "Massage device" means a mechanical device which mimics or enhances
the actions possible by the hands by means of vibration.

(4) "Thermal therapy" means the use of ice or a heat lamp or moist heat on
superficial tissues.
(5) Tanning Facilities

(1) “Tanning facility” means a location, place, area, structure, or business or a
part of a location, place, area, structure, or business which provides consumers
access to tanning equipment for a fee.

(2) “Tanning Equipment” includes ultraviolet or other lamps and equipment
containing these lamps, or equipment which disperses of skin coloring
chemicals, either of which is intended to induce skin tanning through the
irradiation of any part of the living human body with ultraviolet radiation or
skin coloring chemicals.

(6) Weight Loss Salons and Weight Counselors

Any facility, independent contractor, or individual who charges a fee for
individual or group support meetings, the development of personalized weight
loss goals and weight loss plans, or manages and supports lifelong life style
changes related to a person’s body weight.

(7)Piercing:
(1) "Piercing" means the creation of an opening in the body of a human being

for a fee by a “facility” or “technician” as defined below so as to create a
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permanent hole for the purpose of inserting jewelry or other decoration. This
includes, but is not limited to, piercing of an ear, lip, tongue, nose, or
eyebrow. "Body piercing" for the purpose of this chapter does include
piercing an ear lobe with a disposable, single-use stud or solid needle that is
applied using a mechanical device to force the needle or stud through the ear
lobe.
(2) "Body piercing facility” means any room, space, location, area, structure,
or business, or any part of any of these places, where body piercing is
practiced or where the business of body piercing is conducted.
(3) "Body piercing technician" means a person who practices body piercing
and who meets the requirements of this chapter.

(8) Tattooing
(1) Any “facility” or “artist” as defined below that charges a fee for "Tattoo or
tattooing" which means indelibly marking or coloring the skin by
subcutaneous introduction of nontoxic dyes or pigments.
(2) "Tattoo or piercing facility or parlor" means any room, space, location,
area, structure, or business, or any part of any of these places, where tattooing
is practiced or where the business of tattooing is conducted.
(3) "Tattoo artist" means a person who practices body tattooing and who
meets the requirements of this chapter.

ii) Photo Finishing
Any person, independent contractor or retail establishment engaged in any of the

following acts for a fee; developing camera film of any type, printing photographs
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(including photographs in electronic or digital form), recording video or photos
(e.g. videographers and photographers) or converting between any of these or
similar types of media.

iii) Residential and Commercial Cleaning, Maintenance, and Repairs

(1)Carpets and Floors

(1) The term “carpet” or “floor” includes but is not limited to: cloth from
synthetic or natural substances, carpets, rugs, mats, wood paneling, and
matting; linoleum, other materials for covering existing floors and wall
hangings.
(2) Cleaning of “carpets” or any other type of flooring includes, but is not
limited to, the preparation or application manually or by machine for a fee to
re-finish, polish, scour, cause abrasive preparations, soap, dye, perfume,
lacquer, preserve, resin, or remove soil and or stains or colorings. This
provision applies to in home or out of home services.

(2) Windows
(1) The term window includes, but is not limited to an opening constructed in
a wall, roof or any other manmade structure that functions to admit light or air
to or through an enclosure, and is often framed and spanned with glass
mounted to permit opening and closing, or a framework enclosing or encasing
a pane of glass (e.g. French or sliding glass doors) for such an opening, or a
pane of glass or similar material enclosed in such a framework.
(2) Cleaning ot “windows” includes, but is not limited to, the preparation or

application manually or by machine for a fee to polish, scour, cause abrasive
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preparations, soap, dye, lacquer, preserve, resin, or remove soil, stains,

colorings or any other substance.
(3) Commercial Janitorial Services

“Commercial janitorial services” include business entities, individuals, or
private contractors who for a fee attend to the maintenance or cleaning of any
part of a commercial or industrial building, or any fixture or equipment used
or housed by such places.

(4)Furniture and Upholstery Cleaning, Repair and Refinishing

(1) Furniture includes, but is not limited to, the movable articles in a room or
an establishment that make it fit for living or working, lighting fixtures,
mirrors, picture frames; and other similar articles made of wood, cork, reeds,
cane, wicker, horn, bone, ivory, whalebone, shell, amber, mother-of-pearl,
meerschaum, celluloid, substitutes for all these materials, or of plastics

(2) Cleaning, refinishing and reupholstering includes, but is not limited to, the
application either manually or by machine for a fee of paints, varnishes,
lacquers, preservatives against rust and against deterioration of wood, coloring
matters, dyestuffs, resins, metals in foil and powder form for painters and
decorators, cloth, stuffing, leather, or other substances commonly used in

“furniture” as defined above.
(5)Swimming Pool and Hot Tub Cleaning and Repair

(1) "Swimming Pool" means an artificial structure used to impound water to
provide for such recreational uses as bathing, swimming, diving, wading,

spraying, sliding, floating, rafting, or other similar usage.
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(2) “Hot Tub” means a tub or pool made of ceramic, acrylic, wood, or another
substance and filled with hot or cool water in which one or more bathers may
soak, often having jets of warm water that can be directed toward a body part
as for therapeutic purposes (e.g. spas, saunas, whirlpools).

(3) Cleaning or maintenance of “swimming pools™ and “hot tubs™ includes,
but is not limited to, the preparation or application manually or by machine for
a fee to polish, scour, cause abrasive preparations, soap, dye, lacquer,
preserve, resin, seal, sanitize, sustain a desire water quality, or remove soil,
stains, colorings or any other substance.

iv) Climate Control System or Infrastructure Maintenance and Repair

“Climate Control Systems and Infrastructure” include any machine, boiler, pump,
furnace, or duct system used to heat or cool water, steam, or air, used for heating, ventilating,
air conditioning, climate control, thermal comfort, acceptable indoor air quality, humidity
control or the maintain pressure relationships between spaces.

“Repair,” “labor,” cleaning and maintenance mean to charge a fee for planning

changes or improvements, inspection costs, connection or hookup charges,

installation or physical improvements, upgrading, updating, expanding, or
replacing existing capital improvements to provide better service or improve the
functionality of a tangible good; and costs incurred for construction,
reconstruction, system improvements, restoration to original form including

design, acquisition, engineering or similar actions applied to a tangible good.

v) Residential and Commercial Property Pest Control and Exterminating
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“Pest Control” includes, but is not limited to, charging any fees for the services or

labor involved in eliminating or controlling the presence, growth, or spread of
ants, crickets, spiders, cockroaches, rodents, carpet beetles, flies of any type,
mosquitoes, stinging and biting pests such as bees, hornets, fleas, ticks, beetles,
weevils, or other similar pests. This provision does not apply to property that has

been statutorily classified as “agricultural™ or “timberland” for property taxation

purposes.

vi) Professional Security Systems—consulting, installation, and monitoring

“Professional Security System” includes a physical or virtual method provided for
a fee for providing security for physical property and individuals, information,
computing systems, financial, human, food, etc. in commercial or residential
settings. Examples include burglar alarms, human security or body guards,
monitoring equipment or personnel. Any charges other than those collected for
sale of equipment for such services will be considered a sale of services.

vii) Commercial Art, Graphic Design, Document Preparation

“Commercial Art, Graphic Design, and Document Preparation” includes the
service for a fee of designing print or electronic forms of visual information, as
for an advertisement, publication, or website, or preparing similar items in
tangible form.

viii) Miscellaneous Repair, Installation, Labor, and Fabrication

“Repair” or “labor” means to charge a fee for planning changes or improvements,
inspection costs, connection or hookup charges, installation or physical

improvements, upgrading, updating, expanding, or replacing existing capital
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improvements to provide better service or improve the functionality of a tangible
good; and costs incurred for construction, reconstruction, system improvements,
restoration to original form including design, acquisition, engineering or similar
actions applied to a tangible good. This definition applies to all items listed in this
section.

ix) Home Appliance Repair
“Home appliances” are electrical/mechanical appliances which accomplish some
household function, such as cooking or cleaning. Examples include, but are not
limited to, refrigerators, stoves and ovens, vacuums, water softeners, water
heaters, water pumps, dish washers, clothing dryers, washing machines, air or
water filtration systems, humidifiers, and mechanical garage door opening
mechanisms.

(I)Home and commercial entertainment equipment and electronic goods

repair

“Electronic” means relating to technology having electrical, digital, magnetic,
wireless, optical, electromagnetic, or similar capabilities. Examples of these items

include, but are not limited to, televisions, computers, stereos, or radio equipment

of any type, cameras, video cameras.
(2) Computer repair, hardware upgrading, maintenance

“Repair and Maintanence” in this section also includes the building or configuring
new hardware, installing and updating software packages, and creating and

maintaining computer networks. These activities include, but are not limited to,
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physical and investigative processes, including trouble shooting procedures,
technical support, data recovery, system administration, or information systems.
“Repair and maintenance” can range from correcting a minor setting that is
incorrect, removal of spyware, viruses, and tasks such as replacing hardware or an
entire software operating system, installing, uninstalling, or reinstalling various
software packages.

“Hardware” refers to units limited to a location (desktops, mainframes and
supercomputers) and more portable (laptop and handheld) devices, as well as a
range of peripherals, including input devices like keyboards, mice, and scanners,
output devices like displays, printers, and speakers, and data storage devices
ranging from external hard drives to specialized high-storage desktop computers
called servers, networking hardware, including routers, switches, fiber optics, and
wireless networks.

“Software” in this section refers to a user's data and settings, data, adjusting one
or several settings or preference, or programs designed to execute commands or

process data.

(2)Office Equipment

A “photocopier or copier” is a machine that makes paper copies of documents and
other visual images quickly and cheaply using heat, Verifax, Photostat, carbon
paper, mimeograph machines, and other duplicating machines.

“Communication Equipment” includes communication systems or equipment
used for internal or external communication, and examples include intercoms,

intercommunication system (a communication system linking different rooms
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within a building or ship, etc) P.A. systems, radio, wireless (a communication
system based on broadcasting electromagnetic waves), two-way radio
communication system (usually microwave); part of a more extensive
telecommunication network, telecom equipment, telecom systems,
telecommunication equipment, telecommunication systems (a communication
system for communicating at a distance), phone system, communication systems
(facility consisting of the physical plants and equipment for disseminating
information,” communication equipment, booster amplifiers, booster stations,
relay links, relay stations, relay transmitters, boosters (an amplifier for restoring
the strength of a transmitted signal), fiber-optic transmission system
(communication system using fiber optic cables) infrastructure, a communication
system consisting of a group of broadcasting stations that all transmit the same
programs, any electronic equipment that receives or transmits radio or tv signals.
(3)Musical Instrument Repair, Tuning, Refinishing, or Refurbishing
“Musical Instrument” means any of various devices or contrivances that can
be used to produce musical tones or sounds including wind, string, brass,

percussion instruments, or any type of electronic musical device (e.g.

keyboards).

(4) Sporting Goods Repair, Maintenance, or Custom Fitting and
Design (e.g., racket re-stringing, bike, gun repair)
“Sporting Goods” includes activity specific equipment or clothing needed to

participate in a particular sport and includes but is not limited to mean

racquets, hunting weapons or firearms of any type, bikes, golf clubs, balls,
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field or environment set-up equipment or transportation for facilitating
participation such as manufactured goals, fencing or boundary setting
equipment, or golf carts.

ix) Garment, Jewelry, or Watch Repairs or Changes

Any adjustment, change, modification, restoration, coloring, cleaning, or custom
fitting or design of previously made clothing, shoes, jewelry, watches.

X) Storage
(1) Mini-storage
“Storage” means space, or defined “units,” leased or temporarily rented to
individuals for a fee, usually used for storing household goods, or to small
businesses, usually storing excess inventory or archived records. The rented
spaces, commonly known as "units", are commonly, but not necessarily, secured
by the tenant's own lock and key.
(2) Climate Controlled Storage

“Climate controlled storage” includes storage facilities as defined above, but also
equipment designed to house or store tangible items with the purpose that the
facility will control humidity or temperature levels. Similarly, facilities intended
to prevent mold or mildew and other moisture problems through other means fall
into this category, and other specially tailored facilities for perishable goods such
as vegetables, meats, tobacco products, wines, medical products or other

chemicals are included.

(3) Marina, Aircraft, and Vehicle Storage and Towing
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“Marina” means a facility which provides mooring or dry storage for
watercraft for a fee, or someone commercially engaged in the business of towing
or pulling another boat by request for a fee.

“Aircraft Storage” includes the temporary, short-term or long-term housing of
aircraft in a traditional aircraft hangar or any other type of man made structure.
“Watercraft” includes any thing used or capable of being used as a means of
transportation on the water but does not include: a seaplane regulated by the
federal government, water skis, aquaplanes, surfboards, windsurfers, tubes, rafts,
and similar devices or any thing that does not meet construction or operational
requirements of the state or federal government for watercraft.

“Aircraft” includes any structure, vehicle, or machine designed to travel through
air supported by its own buoyancy or by the action of air on its surfaces. It
includes airplanes, gliders, helicopters, and balloons.

xi) Transportation or Transport Vehicle Maintenance, Repair, and Towing
“Repair” or “labor” means to charge a fee for waxing, washing, planning changes or
improvements, inspection costs, connection or hookup charges, installation or physical
improvements, upgrading, updating, expanding, or replacing existing capital or physical
improvements to provide better service or improve the functionality of a tangible good;
and costs incurred for construction, reconstruction, system improvements, restoration to
original form including design, acquisition, engineering or similar actions applied to a
tangible good. This definition applies to all items listed in this section.

“Transportation or transport vehicle” includes, automobiles, motorcycles, trucks,

limousines, commercial transport trucks, recreational vehicles, watercraft as defined
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above, commercial or military vessels and barges, commercial fishing vessels, railroad

cars, locomotives, monorail cars, and the engines or motors that propel them, aircraft as
defined above, and their parts.
“Towing” and “ancillary auto services” includes someone commercially engaged in the
business of towing, pulling, or loading a vehicle for a fee, and ancillary auto road services
such as refueling, battery charging and locksmith services.
x1) Pet Grooming and Pet Care
“Pet Grooming” includes, but is not limiting to activities including preening, hygienic
activities (caring for physical appearance), hair or fur trimming.
“Pet Care” involves the kenneling or leaving of an animal in the care of another for a fee.
xii) Publishing and Distribution (newspapers and magazines)
xiil) Taxidermy
“Taxidermy” includes the preparation, stuffing, or mounting the skin of any fish, reptile,
amphibian, bird, or mammal for another person for a fee.’

xiv.) Intra-State Transportation

“Intra-State Transportation” includes fees paid directly to a provider or transportation or
for a similar voucher (e.g. tickets, tokens, etc) in order to gain transportation by a public

or private taxi, bus, limousine, aircraft, or other “transport vehicle” as defined above.
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Intangibles:

1) Digital Goods

The major changes in this area regard taxing digital products and downloadable software.

Examples of digital products that would be taxed under this proposal include digital

books, music and ringtones. The convenience of purchasing and storing digital media will

likely continue to grow at an accelerated pace. This growth will also cannibalize

traditional sales of tangible books, music media, and off the shelf software. The taxation

of digital forms of these goods will ensure that tax revenues keep pace with changes in

the mix of sales of digital and tangible media.

i) Software
Legislation traditionally limited taxable software on to items that were delivered in
tangible form. For instance, computer programs or games bought off of shelves at a
brick and mortar retailer would have been one of the few forms of taxable software.
Software now comes in an array of different forms, including downloadable software
directly off of the internet. In addition to taxing downloadable software, sales of custom
programmed software would be taxable under this proposal.

iii) Data Processing

Data processing formally means, “the manipulation of information furnished by a

customer through all or part of a series of operations involving an interaction of

procedures, processes, methods, personnel, and computers.” It also means the electronic

transfer of or access to that information. Examples of data processing include, without

limitation, summarizing, computing, extracting, storing, retrieving, sorting and
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sequencing data, and the use of computers to accomplish these tasks. Many of these
services have traditionally been exempt. TRAC’s proposal seeks to update current
legislation to capture revenue from growth in these service areas.

iv) Electricity

Electricity, heating oil and natural gas, as well as other fuels for residential use such as
currently receive a full exemption for residential use in South Carolina. TRAC proposes a
sales tax rate on electricity, heating oil, natural gas and other energy and heating sources
equal to fifty percent of the full sales tax rate imposed by South Carolina. This reduced
rate mimics the reduced sales tax rate residents pay in North Carolina (Georgia applies

the standard full sales and use tax rate to electricity).
v) Interstate Telephone

Interstate long distance telephone use is currently exempt from sales tax. This proposal
seeks to eliminate this sales tax exemption—except for commercial “call centers” with

more than two hundred and fifty employees.
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Updated State and Local Option Sales Tax
By Kail Padgitt

Introduction

Sales taxes are paradoxically transparent and non-transparent. A taxpayer can easily see how high the
tax is by looking at the receipt for any purchase. It’s hard to imagine a more transparent tax.

Sales Tax: Combined State and Average Local Rates
As of September 29, 2009
http://www.TaxFoundation.org

CA
9.06%
2

? 46 — 18
LEGEND i 5
%—V\ B Hignest 5 States M
TAX

|
g Next Highest 5 ; Select Cities:
o o States | New York City: 8.875%
5 Los Angeles:  9.75% e
Hr O {0 towest 5 States ‘ Ch«cagg: 10.25% T
2% FOUNDATION
Source: Tax Foundatsan, U.S. Census Bureau,
Sakes Tax Cleannghause.

Kail Padgitt, Ph.D, is a staff economist at the Tax Foundation.



However, due to the wide variety of local option sales taxes among municipalities, a taxpayer can be
puzzled by the many different tax rates his receipts show in various parts of the state.

Making use of newly available data sources, we are now able to update information on average local
sales taxes more regularly. Table | and the accompanying map show current state sales taxes, average
local sales taxes, and the combined rate and state rank.

Table 1
State and Local Sales Tax Rates
As of September 29, 2009
Rank of

State Average Combined

Rate Local Rate' Combined Rate
Alabama 4.00% 2.15% 6.15% 31
Alaska none 1.13% 1.13% 46
Arizona 5.60% 2.32% 7.92% 9
Arkansas 6.00% 1.79% 7.79% 10
California” 8.25% 0.81% 9.06% 2
Colorado 2.90% 4.34% 7.24% 13
Connecticut 6.00% none 6.00% 32
Delaware none none none 47
Florida 6.00% 1.01% 7.01% 18
Georgia 4.00% 3.02% 7.02% 17
Hawaii 4.00% 0.38% 4.38% 45
Idaho 6.00% none 6.00% 32
[linois 6.25% 2.15% 8.40% 6
Indiana 7.00% none 7.00% 19
lowa 6.00% 0.94% 6.94% 24
Kansas 5.30% 1.65% 6.95% 23
Kentucky 6.00% none 6.00% 32
Louisiana 4.00% 4.43% 8.43% 5
Maine 5.00% none 5.00% 43
Maryland 6.00% none 6.00% 32
Massachusetts 6.25% none 6.25% 29
Michigan 6.00% none 6.00% 32
Minnesota 6.88% 0.34% 7.22% 14
Mississippi 7.00% none 7.00% 19
Missouri 4.23% 2.95% 7.18% 15
Montana none none none 47
Nebraska 5.50% 1.01% 6.51% 27
Nevada 6.85% 0.74% 7.59% 11
New Hampshire none none none 47
New Jersey 7.00% none 7.00% 19
New Mexico 5.00% 1.40% 6.40% 28
New York 4.00% 4.30% 8.30% 7
North Carolina 5.75% 2.32% 8.07% 8




North Dakota 5.00% 1.00% 6.00% 32
Ohio 5.50% 1.33% 6.83% 25
Oklahoma 4.50% 3.94% 8.44% 4
Oregon none none none 47
Pennsylvania 6.00% 0.22% 6.22% 30
Rhode Island 7.00% none 7.00% 19
South Carolina 6.00% 1.04% 7.04% 16
South Dakota 4.00% 1.52% 5.52% 40
Tennessee 7.00% 2.41% 9.41% 1
Texas 6.25% 1.14% 7.39% 12
Utah® 5.95% 0.66% 6.61% 26
Vermont 6.00% none 6.00% 32
Virginia' 5.00% none 5.00% 43
Washington 6.50% 2.28% 8.78% 3
West Virginia 6.00% none 6.00% 32
Wisconsin 5.00% 0.42% 5.42% 41
Wyoming 4.00% 1.38% 5.38% 42
District of

Columbia 6.00% n/a% 6.00% n/a
Source: Sales Tax Clearinghouse; Census Bureau; Departments of
Revenue.

Combined Rates

There are five states that do without a general statewide sales tax: Alaska, Delaware, Montana, New
Hampshire and Oregon. Alaska is the only state on this list that allows municipalities to charge a local
sales tax, and these can be quite high in some cases. For example, Juneau, the capital, has a city sales
tax rate of 5 percent.

Delaware, Montana, New Hampshire and Oregon rank lowest with no state or local sales taxes. Alaska
comes next with a combined local and state rate of 1.61 percent, followed by Hawaii (4.38 percent),
Maine (5 percent), Virginia (5 percent), Wisconsin (5.42 percent) and Wyoming (5.42 percent). The
states with highest combined state-local rates are Tennessee (9.41 percent), California (9.06 percent),
Washington (8.78 percent), Oklahoma (8.44 percent) and Louisiana (8.43 percent).

The dubious distinction of having the highest combined sales tax goes to four localities in central
Alabama. Brookwood, Coaling, Coker and Vance have a total sales tax of 11 percent. Individuals
making purchases in any of these municipalities owe 4 percent to the State of Alabama, 5 percent to
Tuscaloosa County, and finally 2 percent to the city.

State Rates

California has the highest statewide rate of 8.25 percent, including a mandatory 1 percent tax collected
by the state but distributed to local governments. (Some sources describe California's statewide sales
tax as one percentage point lower for this reason.) Six states tie for the second highest rate of 7 percent:
Indiana, North Carolina, Mississippi, New Jersey, Rhode Island, and Tennessee.




The lowest non-zero rate goes to Colorado with a rate of 2.90 percent. There are seven states that are
next in line with a 4 percent rate: Alabama, Georgia, Hawaii, Louisiana, New York, South Dakota, and
Wyoming.

Local Rates

As one can see from the table, local rates can make up a large percentage of the overall sales rate. For
example, in Colorado the local rate makes up 60 percent of the overall sales tax rate. In Alaska, the
local rate is 100 percent of the total sales tax rate. 16 states have no local option general sales tax.

The states with the highest average local sales tax rates are Louisiana (4.43 percent), Colorado (4.34
percent), New York (4.30 percent), Oklahoma (3.94 percent) and Georgia (3.02 percent). The states
with the lowest non-zero local rate are Pennsylvania (0.22 percent), Hawaii (0.34 percent), Minnesota
(0.34 percent), Wisconsin (0.42 percent) and Utah (0.66 percent).

Methodology

This report compiles the widely available state sales tax rates from the Facts and Figures Mid-Year
Update’ with local sales tax rate data for counties and cities. The city data are reported at the five-digit
zip code level.

For example, the table below represents two zip codes in Louisiana that correspond to two different
cities in Allen Parish: 70658 is Reeves, LA and 70638 is Elizabeth, LA. Louisiana has a state-wide rate
of 4 percent and Allen Parish has a local rate of 4.7 percent. Reeves does not charge a city-level sales
tax, but Elizabeth does have a rate of 1.3 percent. The total combined state and local rates for Reeves is
8.7 percent and Elizabeth is an even 10 percent.

Table 2
Example of Local Sales Tax Data by Zip Code
State County City
Zip County6 | State | County City Rate Rate Rate
70658 | 03 LA Allen Reeves 0.04 0.047 0
70638 | 03 LA Allen Elizabeth | 0.04 0.047 0.013

Source: Sales Tax Clearinghouse.

Since the rates are reported by zip code, and localities may contain all or part of many zip code areas,
some inexactitude creeps in during the conversion from zip code to locality. There are at least 40,000
five-digit zip code areas overlapping the more than 8,000 localities in the U.S. We average the zip code
rates within each locality. An improvement would be to weight those zip codes by volume of sales or
personal income or population, but we are unable to do so for this study. Within each state, however,
we average the local rates and weight them by personal income as reported by the Bureau of Economic
Analysis within the Department of Commerce.

Notes
1. Average of all local rates, weighted by personal income.




2. California and Virginia both mandate and collect a I percent "local rate" that we list here as part of
the state rate because localities do not have the authority to change it.

3. In Utah, the state mandates a 1.25 percent "local" add-on rate. Because localities do not have the
authority to amend it, we list it here as part of the state rate.

4. California and Virginia both mandate and collect a 1 percent "local" add-on rate. Because localities
do not have the authority to amend it, we list them here as part of the state rate.

5. http://www .taxfoundation.org/publications/show/2 181 .html.

6. Louisiana calls its counties parishes.

© 2009 Tax Foundation
529 14w St. NW, Suite 420
Washington, DC 20045
Ph: (202) 464-6200

www.taxfoundation.org
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Local Option Taxes in South Carolina ~
A Review

A Presentation to:
The SC Taxation Realignment Commission

Craig H. Parks, MPA
Sr. Research Analyst
Senate Finance Committee

January 6, 2010

Sales Tax in SC — How We Compare

(from 30K Ft.)
Avg. State Rate (US): 5.16%
Avg. Local Rate (US): 1.13%
Tot.: 6.29%
SC State Rate: 6.00%
Rank = 13 (top quartile)
SC Avg. Local Rate: 1.04%
Rank = 215t
SC Avg. Qverall 7.04%
Rank = 16th

Sales Tax in SC — How We Compare (cont.)

A Closer Look...

Of the 50 states...
45 impose at least a “state” sales tax; of those...
18 don’t impose a “local” tax, but those typically have...
Higher “state” rates {12 of 18)

31 impose BOTH “state” and “local” - SC’s “Peers”

Sales Tax in SC ~ How We Compare (cont.)

So How Does SC Stack Up Against its Peers?

State Rate (SC):  8th/31 (top quartile)

Local Rate {SC):  20/31 {bottom 1/3)
1.04% vs. 1.13% (All states)

1.04% vs. 1.79% (Peer Group)
42% less

Note: 18 spots (bottom 1/3) at 5% (All states) + 6 more spots at 4%
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Local Taxes in SC — The Menu

“Local Options” — 9 varieties
State Accommodations*
Local Accommodations

Local Hospitality (almost identical to Local “A”)

*Not “local”

“Local Option” Taxes in SC

An Overview

Today, there are 9 different “types” of Local Option taxes/fees that locals
{governments, via voters) may impose. Excludes focal “A” and “H” taxes (later)

Centrally administered (DOR})

Specific Purposes / Not General Fund*
7 of 9 (2 not imposed)

First was in 1991 (True “LOST")

$548 Million in 2008%

“Local Option” Taxes in SC (cont.)

Rate(s):  From 0.5% to 2% (typically 1%)

Base: Same as State (typically)
Max Taxes
Exemptions
Groceries? (current vs. future)
Check your receipt

“Local Option” Taxes in SC (cont.)

9 Taxes and still a (be)low average?
Statutory Limits and Voter Control

“Stacking” limits
Voter Referendum#*

*“Exceptional” exception
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“Local Option” Taxes in SC (cont.)

Local Qption
1% / Referendum / Prop. Tax Credit (all classes)
71% / 29%
Robin Hood
Permanent/ Repeat
31 Counties
| Proj

1% / Referendum / Specific Statutory List (last update ‘09) — Debt Service
Upto Byrs,
12 Countles
Can't stack Transport. & Schoal District

Trapsportation
Up to 1% / Referendum / Ala “Capital” — Transportation specific
25 yrs.
4 Counties
Can't stack Capital & School District

“Local Option” Taxes in SC (cont.)

Schy rict
Typically 1% / Typically Referendum
Debt service of GO Bonds or specific cost of capital improvements
Initiated by Local Delegation
Currently 8 Counties/Districts
“In addition to” / Some groceries, some not
“Personal” Property Tax Relief - NOT BEING IMPOSED
Up to 2% / Referendum
Purpose: REPLACE car, boat, plane, etc, tax
Stackable
Local Property Tax ~ NOT BEING IMPOSED {Act 388)
Up to 1% / Referendum
All Classes (except FILOT) and Jurisdictions / Operating “alf other”
Stackable

“Local Option” Taxes in SC (cont.)

Catawba indian Triba) Tax (Lancaster and York only)
Sales and Deliveries on the Reservation
Rate depends on state and local rate in thoss 2 counties
Education Capital Improvement {2008)
1% / Referendum
Eligibifity: $7 Million in State Accommodations Tax
Schoot District / Technical / 4-year colleges
Band 8ill / Funding
1 County {Horry)
Tourisin Development Tax/Fee (2009)
1% / Grdinance OR Referendum
Efigibility: 514 Milillon in State Accommodations Tax
City or County
Qut of State Tourists, yrs. 1 and 2 / Property Tax rollbacks and Cap. Proj. Yrs. 3 and out
“Save the Season”
1 City {Myrtle Beach)

“State” Accommodations Tax

* Statute calls it “Local”, but it's STATE (and statewide)
*» Centralized Collection / Distributed™* to Locals
*Robin Hood
* Rate: 2%
Added t0 5% ST {Act 388)
=7% “sales tax” (+ any true Local A Tax + local options)

* Base: Hotel, Motel, Campgrounds, etc. “Stays”

~ Excludes:
* 6 rooms or less & used as home (B&B})
* Stays of 90 consecutive days or more
Timeshare stays
“Additional” guest charges taxed at only 5% rate (movies, meeting rcoms, room-
service, etc.)
Note: Serves as “tax base” for Local A Tax
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“State” Accommodations Tax (cont.)

So how can the money be spent?

Tourism ~ Bottom Line*
1) First $25,000 to locals GENERAL FUND (used for ANY purpose)*
2} 5% of the balance to locals GENERAL FUND {used for ANY purpose)*
3} 30% of the balance to a SPECIAL FUND for Touristn Promotion

4} 65% to a second SPECIAL FUND for “Tourism Related Expenditures” including:

4} advertising and promotion of tourksm 5o as o develop 30d Increate tourist attendanca through the generation of
publicity;

promotion of the arts and coltural aventy;

construction, muintenance, and operation of fackities for civic and cultwral sctivithes including construction and

malotanance of access and other nesrby roads and utlities for the Goiities*;

d)  the crminel Justice system, faw enforement, fire protection, solid waste colection, and health fucilities when
requiced to serve tourists and tourist facilites, This s based on the extimated percentage of costs directly attributed
to touststs;

o) public taciities such s restrooms, dresing fooms, parks, and parking lots;

0 tourkt shotthe transportation;

&) controt anid repan of waterfront erosion;

h)  oparatng vidtor lnformabon centsry.

Tz

Dbt Sorvice (il other "cash’)

“State” Accommodations Tax (cont.)

Oversight - Local and State

LOCAL LEVEL - Steps before AT revenue can be spent
{1) Local Govt receives requests from various groups wanting money
These are usuaily NON-PROFITS, but can be from within the GOVT itself
(2) Local Govt forwards redquests to a Local Advisory Committee {LAC, aka “A” Tax
Committees) for review
LAC makes recommendations to the Local Govt that are NON-BINDING
{3} Local Govt makes final determination and disperses the money to recipients

STATE LEVEL - The "Tourism Expenditure Review Committea” (TERC)
~TERC is 4 11 member committes made up of various officials (2 local govt} and hospitality
leaders (8 + PRT ex officio)
-ANNUALLY, focal govts submit REQUIRED reports to TERC for review
TERC either:
{A) Determines an expenditure COMPLIANT or
{B) NON-COMPLIANT {withheld and redistributed)

“State” Accommodations Tax (cont.)

The Money

FYO5: $36.8M
FY08: $45.5M (7%/yr. b/w 05 and 08)
FYQ9: S$41.9M (-8%)
FY10: $44.5M (BEA estimate*)
*July-Nov “flat” {vs. need 6.1%)

Local Accommodations Tax

* Aka Local “A” Tax

* 1997 — Brown vs. Horry Co.

* Truly “local” — No Columbia / No
Redistribution

* Tax Base? Same as State “A” Tax

* Tax Rate? “May not exceed 3%*”

*In Co./Unincorporated areas; 1.5% max without
city consent

* Can’t “piggyback”
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Local Accommodations Tax (cont.)

* Bottom line to Transient?

5% State Sales Tax* (Act 388)
2% State "A” Tax

1% Local Option (avg.)

3% Local “A” Tax (max.)

11%

.

i

* Broaden /Lower?

Local Accommodations Tax (cont.)

The Revenue

* FY03: $25.6 Million
* FY08: $42.9 Million

* The Players
* FYO3: 22 Counties / 66 Cities
* FY08: 22 Counties /97 Cities

Local Accommodations Tax (cont.)

* How is the Tax Imposed?
- Ordinance
* Positive Majority Vote

¢ How Can the Money be Spent?

~ TOURISM ~ Bottom Line*

* Revenue NOT Placed in GENERAL FUND, rather...

* (1) tourism-related buildings including, but not limited to, civic centers,

*  (2) tourlsm-related cuftural, recreational, or historic facilities;
*  {3) beach access, renourishment, or other tourism-refated lands and

*  (4) highways, roads, streets, and bridges providing access to tourlst

*  (S)advertisements and promotions related to tourism development; or
« {6) water and sewer infrastructure to serve tourism-related demand.

Local Accommodations Tax (cont.)

* Local “A” Tax Fund, for 6 TOURIST related
functions:

coliseums, and aquariums;

water access;

destinations;
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Local Accommodations Tax (cont.)

* Note: 5 of 6 “uses” relate to “capital projects”
* So law allows “construction” of tourism
related facilities, but can the funds be used to
“operate and maintain” them?
* YES ... with conditions*
*Big (6) vs. Small Counties (40)
— <> $900K

Local Accommodations Tax (cont.)

* Big Counties
— Operate and maintain those facilities AND use the

funds to provide police, fire protection,
emergency medical services, and
emergency-preparedness operations directly
attendant to those facilities.

* No Limit

* Essentially same as “State” A-Tax

- Small Counties
* Same, but limited to 20% of revenue raised

Local Accommodations Tax (cont.)

* QOversight
— TERC / No — This is Local Tax, not State
— Local Budgetary Process
— Local Interest and Advocacy Groups
— AG Opinions
-~ Home Rule Act / Annual Financial Audits

Local Accommodations Tax (cont.)

* Statutory Changes — A Brief History

~ 1% enacted in 1997

~ 1999 - Amends 6-1-530(A)(2) by inserting "tourism-related” before
“cuitural, recreational, or historic facilities”

~— 2002- Expanded definition of beach access and renourishment to
include other “tourism-related” tands and water access (lake and/or
river).

~ 2006 - Operation and Maintenance provision for smaller counties.

- 2010-S. 3047
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Local Accommodations Tax (cont.)

*  Our “A” {state and local) Taxes — How we Compare to our Peer
Destinations —~ A snapshot...

— Nashville = 14.25%
— Virginia Beach = 14.00%
— Orlando = 13.50%
— Savannah = 13.00%
-~ SC(Avg. Max.} = 11.00%

Local Hospitality Tax

* Aka Local “H” Tax

* 1997 — Brown vs. Horry Co.

* Truly “local” — No Columbia / No
Redistribution

* No “State” version / rate

» Tax Rate? “May not exceed 2%*”

*In Co./Unincorporated areas; 1.0% max without
city consent

» Can’t “piggyback”

Local Hospitality Tax (cont.)

* Tax Base? What's Taxed?
— “Prepared” Meals* and Beverages**
— *Full meals, not “components”
- **Includes both alcoholic and non-alcoholic drinks

— Note: Statute gives locals flexibility to: 1) tax sales
in all restaurants, or 2) isolate only bars and/or
restaurants serving alcohol

Local Hospitality Tax (cont.)

Bottom line to Patron?
6% State Sales Tax

0% State “H” Tax

1% Local Option (avg.)
2% Local “H” Tax {max.)
9%

Broaden / Lower?
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Local Hospitality Tax (cont.)

The Revenue

* FY03:  $74.0 Million
* FY08:  $143.0 Million

* The Players
FY03: 6 Counties / 37 Cities
FYO8: 12 Counties / 82 Cities

Local Hospitality Tax (cont.)

* How is the Tax Imposed?

- Ordinance
* Positive Majority Vote

* How Can the Money be Spent?
* TOURISM - Bottom Line*

« Revenue NOT Placed in GENERAL FUND, rather...

Local Hospitality Tax (cont.)

* Local “A” Tax Fund, for 6 TOURIST related
functions:

* (1) tourlsm-related buildings including, but not limited to, civic centers,
coliseums, and aguariums;

*  (2) tourism-related cuitural, recreational, or historic facilities;

« {3) beach access and renourishment* (2002)

*  {4) highways, roads, streets, and bridges providing access to tourist
destinations;

* (5) advertisernents and promotions related to tourism development; or

= {6) water and sewer infrastructure to serve tourism-related demand.

Local Hospitality Tax (cont.)

* Note: 5 of 6 “uses” relate to “capital projects”
* So law allows “construction” of tourism
related facilities, but can the funds be used to
“operate and maintain” them?
* YES... with conditions*
*Big (6) vs. Small Counties (40)
— <> $900K (Blue Laws)
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Local Hospitality Tax (cont.)

* Big Counties
— Operate and maintain those facilities AND use the
funds to provide police, fire protection,
emergency medical services, and
emergency-preparedness operations directly
attendant to those facilities.
* No Limit

- Small Counties
* Same, but limited to 20% of revenue raised

Local Hospitality Tax (cont.)

* Oversight
— TERC/ No — This is Local Tax, not State
— Local Budgetary Process
— Local interest and Advocacy Groups
— AG Opinions
— Home Rule Act / Annual Financial Audits

Local Hospitality Tax (cont.)

* Statutory Changes — A Brief History
~ 1*enacted in 1897
~ 1999 - Amends 6-1-730({A)(2) by inserting “tourism-related” before
“cultural, recreational, or historic facifities”
— 2006 - Operation and Maintenance provision for smaller counties.
— 2010-S. 3047

Local Hospitality Tax (cont.)

*  Qur “H” Taxes — How we Compare to our Peer Destinations

~ Willlamsburg = 10.00%
— Gatlinburg = 9.50%
— Daytona Beach = 8.50%
~ Richmond = 8.00%
— SC{Avg. Max) = 9.00%

Broaden / Lower?




QUESTIONS?

Craig Parks
(803) 212-6672
craigparks@scsenate.gov
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DRAFT State Sales Tax Aplicability to Certain Purchases

State Residential ~ Residential Residential Residential Inter-State  Prescription
Food Electricity Natural Gas Heating Oil Water Long Distance Drugs
AL Yes Yes Yes Yes Yes Yes No
AK No No No No No No No
AR Yes Yes Yes Yes Yes Yes No
AZ No Yes Yes Yes Yes No No
CA No No No Yes No No No
CcO No No No No No No No
CT No No No No No Yes No
DE No No No Yes No No No
FL No No No No No No No
GA No Yes Yes Yes No No No
HI Yes Yes Yes Yes Yes Yes No
1A No Yes Yes Yes Yes No No
1D Yes No No No No No No
IL Yes Yes Yes Yes No Yes Yes
IN No Yes Yes Yes Yes No No
KS Yes No No No No Yes No
KY No No No No No Yes No
LA No No No No No Yes No
ME No Yes No No No No No
MD No No No No No No No
MA No No No No No Yes No
MI No Yes Yes Yes No Yes No
MN No Yes Yes Yes No Yes No
MS Yes No No No No Yes No
MO Yes No No No No No No
MT No Yes Yes No Yes No No
NE No Yes Yes Yes Yes No No
NV No No No No No No No
NH No No No No No Yes No
NJ No Yes Yes No No Yes No
NM No Yes Yes Yes Yes Yes No
NY No No No No No No No
NC No Yes No Yes No Yes No
ND No No Yes No No No No
OH No No No Yes No Yes No
OK Yes No No No No Yes No
OR No No No No No No No
PA No No No No No Yes No
RI No No No No No Yes No
SC No No No No No No No
SD Yes Yes Yes Yes No Yes No
TN Yes No No No Yes Yes No
X No No No Yes No Yes No
uT Yes Yes Yes Yes No No No
VT No No No No No Yes No
VA Yes No No No No No No
WA No Yes Yes Yes Yes Yes No
LAY Yes Yes Yes Yes Yes No No
Wi No Yes Yes No No Yes No
wY No Yes Yes Yes No No No
DC No Yes Yes Yes No Yes No
Total Taxing 14 23 22 23 12 27 1

Source: Various Federation of Tax Adminsitrators documents and publications.

CHParks
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WHICH STATES TAXTHE SALE OF FOOD FOR
HOME CONSUMPTION IN 2009?

Forty-five states and the District of Columbia levy general sales taxes. Most of those states have
eliminated, reduced, or offset the tax as applied to food for home consumption. The relief strategies
include full or partial exemptions from the sales tax for food purchased for home consumption and
credits or rebates to offset the food tax. Of the states with sales taxes:

« Thirty-one states and the District of Columbia exempt most food purchased for consumption
at home from the state sales tax. South Carolina is the state that most recently eliminated its
sales tax on food (effective November 1, 2007).

+ Seven states tax groceries at lower rates than other goods; they are Arkansas, Illinois, Missouri,
Tennessee, Utah, Virginia, and West Virginia.'

» Five states — Hawnaii, Idaho, Kansas, Oklahoma, and South Dakota— tax groceries fully but
offer credits or rebates offsetting some of the taxes paid on food by some portions of the
population. These credits or rebates usually are set at a flat amount per family member. The
amounts and eligibility rules vary, but may be too narrow and/or insufficient to give eligible
households full relief from sales taxes paid on food purchases.

« Two states continue to apply their sales tax fully to food purchased for home consumption
without providing any offsetting relief for low- and moderate-income families. They are
Alabama and Mississippi.

Local governments, which in many states levy their own sales taxes, usually exempt food if food is
fully exempt at the state level. Major exceptions include localities in Arizona, Colorado, Georgia,
Louisiana, North Carolina, and South Carolina. Grocery food purchases in those states are tully or
partially exempt at the state level, but typically taxed at the local level.

For more details on food tax exemptions and credits, see Nicholas Johnson and Iris ]. Lav, Shox/d
States Tax Food? Excamining the Policy Issues and Options, Center on Budget and Policy Priorities, May
1998,

! Food sales tax rates in these states are as follows: Arkansas — 2 percent, Illinois — 1 percent, Missouri — 1.225
. - . p p . . .
percent, Tennessee — 5.5 percent, Utah — 3 percent, Virginia — 2.5 percent, and West Virginia — 3 percent.



State Grocery Tax Provisions

! StatesTaxing Groceries ] States Providing M States Taxing Groceries |
‘ at Lower Rate Offsetting Credit at Regular Rate g
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Motor Vehicle Sales Tax

Summary

Statute: 12-36-2110

Date Enacted: 1984

Date of last changes: 1984 (capped at $300)

Rate: the lesser of 5% of sale or $300

Current Distribution: General Fund

Fiscal Year Estimated Collections 1/

FY10 $ 85,800,000

FY10 Fiscal Impacts as a Result of Change in Current Law

Revenue Generated From Incremental Increases in Sales Tax Cap on Motor Vehicles
With the Sales Tax Rate at 5 Percent

Sales Tax Cap Estimated Tax Additional Tax Collections
(Dollars) Collections (Millions) (Millions)
$400 $103.5 $17.7
$600 $132.0 $46.2
$800 $152.7 $66.9
$1,000 $166.3 $80.5
$1,200 $175.0 $89.2
$1,400 $180.6 $94.8
$1,600 $184.1 $98.3
$1,800 $186.3 $100.5
$2,000 $187.6 $101.8

Revenue Generated From Replacing the Sales Tax Cap on Motor Vehicles With a Sales
Tax on Total Value of Vehicle

Sales Tax Estimated Tax Additional Tax Collections
{Percent) Collections (Millions) (Millions)

1% $38.1 ($47.7)

2% $76.3 ($9.5)

3% $114.4 $28.6

4% $152.5 $66.7

5% $190.7 $104.9

6% $228.8 $143.0

Note: The $300 sales tax cap is revenue neutral at 2.3% sales tax rate.

1/ Sales tax revenue on motor vehicles is not kept by Department of Revenue.
Sources of data: South Carolina Dept. of Motor Vehicles; North Carolina Dept. of Motor Vehicles.
Note: All calculations made by the Board of Economic Advisors.
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Table 5

Additional Revenue Generated From Removing the Sales Tax Cap on Motor Vehicles
and Replace With Exempting Specific Value of the Motor Vehicle and Applying a
5 Percent Sales Tax to Any Remaining Value of the Motor Vehicle

(Figures are in Millions)

Change in
Exemption Current Sales
Value Tax Revenue
(Dollars) (Millions)
$1,000 $103.1
$2,000 $98.8
$3,000 $94.4
$4,000 $89.6
$5,000 $84.9
$6,000 $76.2
$7,000 $71.5
$8,000 $66.9
$9,000 $62.1
$10,000 $57.0
$11,000 $51.8
$12,000 $46.3
$13,000 $40.4
$14,000 $34.0
$15,000 $27.0
$16,000 $19.6
$17,000 $12.2
$18,000 $5.1
$19,000 ($1.5)
$20,000 ($7.6)
$21,000 ($13.2)
$22,000 ($18.9)
$23,000 ($24.0)
$24,000 ($28.9)
$25,000 ($33.4)

Note: All calculations made by the Board of Economic Advisors.
The $300 sales tax cap currently amounts to an estimated $85.8 million.

Sources: S.C. Division of Motor Vehicles: N.C. Division of Motor Vehicles;
S.C. Code of Laws, 1976.

" BEA/RWM/03/08/09
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Sales Tax Holidays

Page [ of 2

Colune Lo FT A Ho e Page >
2010 State Sales Tax Holidays
[2009 State Sales Tax Holidays]
Items 1% 2010%
State Days Included Maximum Cost Year Dates Information Links *
Alabama 3 clothing - $100 2006 August 6-8 http:/ /www.revenue.alabama.gov/
computers - $750
school supplies - $50
books - $30
Conaecticut 7 clothing and footwear - $300 2001 August 15- hitp://www.ct.gov/
21
Florida 3 clothing & Books- $50 2010+  August 13- http://der.myfiorida.com/
school supplies - $10 15
Illinois 10 clothing, footwear & school 2010  August 6-15 http://www.revenue.state.il.us
supplies - $100
Iowa 2 clothing - $100 2000  August 6-7 http://www.iowaccess.org /tax/
Louisiana 2 all TPP - $2,500 2007  August 6-7 http:/ /www.revenue.louisiana.gov/
Louisiana 2 hurricane preparedness items - 2008 hitp:/ /www.revenue.louisiana.gov/
$1,500 May 29-30
Louisiana 3 firearms, ammunition and 2009 September hitpr/ /wwwerevenpe.louisiana.gov/
hunting supplies 3-5
Maryland 7 clothing & footwear - $100 2010  August 8-14 hip:/ /www.comp.state.md.us/
Maryland 3 energy star products 2011  Feb. 19-21, http:/ /www.comp.state.md.us/
2011
Massachussets 2 TPP - $2,500 2008 August 14- -has not been signed by governor.
15
Mississippi 2 clothing & footwear - $100 2009 July 30-31 http:// www.dor.ms.gov/
Missouri 7 energy star products - $1,500 2009  April 19-25 http:/ /www.dorano.gov/tax/
Missouri 3 clothing - $100 2004 August 6-8 http://www.dor.mo.gov/tax/
computers - $3,500
school supplies - $50
New Mexico 3 clothing - $100 2005 August 6-8 http:/ /www.tax.newmexico.gov/
computers - $1,000
school supplies - $15
North Carolina 3 clothing - $100 2001 August 6-8 http://www.dornc.com/
school supplies - $100
instructional material - $300
computers - $3,500
other comp. - $250
sports equip - $50
North Carolina 3 energy star products 2009 November 5 http://www.darnc.com/
-7
Oklahoma 3 clothing - $100 2007 August 6-8 Bttp: // www.tax.ok.gov/

altp:/www.taxadmin.org/fta/rate/sales_holiday.html

11/19/2010



Sales Tix Holicays

Page 2 of 2

South Carolina 3 clothing 2000 August 6-8 http://www.sctax.org/
school supplies -list of qualifying products
computers -FAQ
other
South Carolina 2 guns, rifles & handguns 2008 November http://www.sctax.org/
26-27
Tennessee 3 clothing - $100 2006 August 6-8 bttpr//tn.gov/revenue/
school supplies - $100
computers - $1,500
Texas 3 clothing, backpacks and schoot 1999 August 20- httpr/ /veww. window. state.tx.us/
supplies- $100 22
Texas 3 energy star products 2008 May 29-31 http:/ /www.window.state.tx.us/
air conditioners - $6,000; other -
$2,000
Vermont 1 Personal Purchase - $2,000 2008 March 6 http://www.state.vt.us/tax/
Virginia 7 hurricane preparedness items - 2008 May 25-31
$60 http:/ /www.tax.virginia.gov/
generators - $1,000
Virginia 3 clothing - $100 2006 August 6-8
school supplies - $20 http:/ /www. tax.virginia.gov/
Virginia 4 energy star products - $2,500 2006  October 8- http://www.tax.virginia.gov/
11
West Virginia 7 energy star products - $5,000 2008 September http:/ /www. wvtax.gov/
1 -
November
30

(updated August 3, 2010)

* dates are for calendar year 2010, as of August 3, 2010. Some state h

information may be provided in the links for these states.

** Holiday will only be allowed in years where the South Carolina Board of Econ

growth.

ave not published 2010 information on their website; old

omic Advisors certifies sufficient revenue

+ Florida first held a sales tax holiday for school supplies in 2007. This was not re-enacted in 2008-09.

If you have any questions, please direct your inquiry to Ronald alt.

http://www.taxadmin.org/fta/rate/sales_holiday.html

11/19/2010



State of South Carolina
Department of Revenue
301 Gervais Street, P.O. Box 125, Columbia, South Carolina 29214
Website Address: http://www.sctax.org

SC REVENUE RULING 10-7
SUBIJECT: Sales Tax Holiday — List
(Sales and Use Tax)

EFFECTIVE DATE:  Beginning 12:01 a.m. on the first Friday in August and ending at
twelve midnight the following Sunday

SUPERSEDES: All previous advisory opinions and any oral directives in conflict
herewith.

REFERENCES: S. C. Code Ann. Section 12-36-2120(57) (Supp. 2008)

AUTHORITY: S. C. Code Ann. Section 12-4-320 (2000)

S. C. Code Ann. Section 1-23-10(4) (Supp. 2005)
SC Revenue Procedure #09-3

SCOPE: The purpose of a Revenue Ruling is to provide guidance to the
public and to Department personnel. It is an advisory opinion
issued to apply principles of tax law to a set of facts or general
category of taxpayers. It is the Department’s position until
superseded or modified by a change in statute, regulation, court
decision, or another Departmental advisory opinion.

LAW
Code Section 12-36-2120(57) exempts from the sales and use tax:

(a) sales taking place during a period beginning 12:01 a.m. on the first Friday in
August and ending at twelve midnight the following Sunday of:

(i) clothing;

(if) clothing accessories including, but not limited to, hats, scarves, hosiery, and
handbags;

(i1i) footwear;

(iv) school supplies including, but not limited to, pens, pencils, paper, binders,
notebooks, books, bookbags, lunchboxes, and calculators;

(v) computers, printers and printer supplies, and computer software;

(vi) bath wash clothes, blankets, bed spreads, bed linens, sheet sets, comforter
sets, bath towels, shower curtains, bath rugs and mats, pillows, and pillow
cases.



(b) The exemption allowed by this item does not apply to:

(i) sales of jewelry, cosmetics, eyewear, wallets, watches:

(i1) sales of furniture;

(iti) asale of an item placed on layaway or similar deferred payment and
delivery plan however described;

(iv) rental of clothing or footwear;

(v) asale or lease of an item for use in a trade or business.

(¢) Before July tenth of each year, the department shall publish and make available to
the public and retailers a list of those articles qualifying for the exemption

allowed by this item.

EXAMPLES OF EXEMPT AND NON-EXEMPT ITEMS

Pursuant to Code Section 12-36-2120(57) cited above, the department publishes the
following list as examples of items it believes to be exempt and non-exempt:

Exempt items (Provided the item (1) is not used in a trade or business or (2) is not
placed on layaway or similar deferred payment and delivery plan or (3) is not
clothing or footwear that is rented) include:

Adult diapers

Aerobic clothing

Antique clothing

Aprons

Athletic or sport uniforms or clothing (but not equipment such as mitts, helmets and
pads)

Baby bibs

Baby clothes

Baby diapers (cloth or disposable)
Baby shoes

Bandanas

Barrettes

Bath mats

Bath rugs

Bath towels (all sizes, including beach towels)
Bath wash cloths

Bathing caps

Bathing suits

Bathing trunks

Beach capes and coats

Bed comforters and bed comforter sets
Bed duvets and covers



Bed linens, including baby bumper pads, canopies, baby crib padding, bed skirts, box
spring covers, dust ruffles, mattress pads, mattress toppers, pillow covers, and shams
(box springs, drapes, mattresses, table cloths, and window curtains and other window
treatments are taxable)

Bed pillow cases

Bed pillows (e.g. baby pillows, body pillows, husband pillows, throw pillows)

Bed sheets and bed sheet sets

Bed spreads

Belt buckles

Belts/suspenders

Blankets (e.g. afghan, baby, electric, and throw)

Blouses

Bobby pins

Bonnets

Boots (climbing, hiking, riding, ski, waders, fishing, cowboy)

Bow ties

Bras

Bridal gowns and veils (must be sold; rentals are taxable)

Capri pants

Caps

Coats, capes and wraps

Computer hardware service contracts sold in conjunction with computers

Computer software

Computer software service contracts sold in conjunction with computer software
Computer software service contracts when the true object of the contract is to obtain
computer software updates during the contract period

Computers' (computer parts, such as computer monitors, keyboards and scanners, when
not sold in conjunction with a central processing unit (CPU) and accessories are taxablez)
Corset laces

Corsets

Costumes (must be sold; rentals are taxable)

"The following are examples of devices that are not considered computers for purposes of the sales tax
holiday exemption: (1) cell phones, smartphones or any other handheld devices that allow users to make
telephone calls; (2) handheld devices that are primarily used to download and listen to music; (3) handheld
devices that are primarily used to download and watch videos; and (4) devices that are primarily used to
download and read books (e-books). However, portable devices that have computing and media functions,
allow users to access the Internet and have a multitude of software applications (or the capability to
download a multitude of software applications) are considered computers for purposes of the sales tax
holiday exemption, provided such devices do not allow users to make telephone calls.

* Since sales tax is a "transaction tax," and since the law did not exempt computer parts (only computers),
then the sale of a computer monitor, keyboard, or scanner by itself would not be exempt during the sales
tax holiday. If a monitor, keyboard or scanner is purchased as part of a package which included the
computer processing unit (CPU), then that is one transaction to purchase a computer and the sale of the
packaged unit (CPU, monitor, keyboard, scanner) is exempt. The sale of a digital music player, digital
camera, cell phone or a smartphone, whether or not purchased in conjunction with a computer processing
unit (CPU), is not exempt during the sales tax holiday.



Coveralls

Daily planners or organizers when used by school children as a school supply
Dress shields

Dresses

Earmuffs

Elastic ponytail holders

Fishing boots

Formal clothing (must be sold; rentals are taxable)

Furs

Galoshes

Garters/garter belts

Girdles

Gloves (batting, bicycle, dress, garden, golf, ski, tennis)
Gowns

Graduation caps and gowns (must be sold: rentals are taxable)
Gym suits

Hair bows

Hair clips

Hand muffs

Handbags

Handkerchiefs

Hats

Headbands

Hosiery

Hunting vests

Ice skates (rentals are taxable)

In-line skates (rentals are taxable)

Jackets

Jeans

Jogging suits

Jumpers

Leg warmers

Leotards and tights

Lingerie

Mittens

Nightgowns

Overshoes

Pajamas

Pants

Pantsuits

Pantyhose

Personal Digital Assistants or PDAs (PDAs are hand-held computers used as daily
planners. Please note that the exemption does not apply to cell phones with a PDA,
computer applications or similar components.)

Pillow cases

Pillows (all types)



Ponchos

Printer supplies (replaceable ink cartridges used in printers are exempt from tax as
"printer supplies")

Printers (replacement parts are taxable)

Prom dress (must be sold; rentals are taxable)

Purses

Raincoats

Rainwear

Riding pants

Robes

Roller skates (provided the skates are permanently attached to the boots) (rentals are
taxable)

Sandals

Scarves

School supplies3 including, but not limited to, pens, pencils, paper, binders, notebooks,
books*, blue books’ , bookbags, lunchboxes, musical instruments® and calculators
(school office and janitorial supplies are taxable)

School uniforms

Scout uniforms

Shawls and wraps

Shirts

Shoes (ballet, baseball, bicycle, boat, boots, bowling (taxed if rented), cleated, cross
trainers, flip-flops, football, golf, jazz/dance, soccer, track, in-line skates, ice skates,
running, etc.) (rentals are taxable)

Shorts

3 1tis the opinion of the department that “school supplies” are items used in the classroom or at home with
respect to school assignments and include, but are not limited to, pens, pencils, paper, binders, notebooks,
books, bookbags, lunchboxes, and calculators.

Items such as refrigerators, toiletries, bicycles and food purchased by college students are not school
supplies and not exempt from the tax.

Attached as Exhibit “A” is a statement that a retailer may use to determine if a customer is purchasing an
item as a school supply. The form should be attached to the bill of sales for record keeping purposes. Please
note that this statement is not required and is merely provided by the department to assist retailers during
the sales tax holiday.

* Code Section 12-36-2120(2)(a) already exempts from the tax books used as part of a course of study in
elementary schools, high schools and institutions of higher learning. The exemption for books during the
“sales tax holiday" applies to other books (e.g. dictionaries, thesauruses, encyclopedias, and books used for
science projects, book reports, extra credit, and other reading requirements) used for school purposes.

3 "Blue books" are blank notebooks with blue covers which are typically used to write college
examinations.

% Musical instruments are exempt as school supplies if used in the classroom or at home with respect to
school assignments.



Shoulder pads for dresses, jackets, etc. (but not athletic or sport protective pads)
Shower curtains and liners (shower curtain hooks and rings and shower curtain rods are
taxable)

Ski boots (snow) (rentals are taxable)

Ski masks

Ski suits (snow)

Skin diving suits

Skirts

Sleepwear

Slippers

Slips

Sneakers

Socks

Sport clothing and uniforms (but not equipment such as mitts, helmets, and pads)
Sport jacket

Stockings

Suits

Support hosiery

Suspenders

Sweat pants

Sweat shirts

Sweat suits

Sweatbands

Sweaters

Ties/neckwear

Tights

Towels of all types and sizes, including bath, beach, kitchen, and sport towels (paper
towels are taxable)

T-shirts

Tuxedo (must be sold; rentals are taxable)

Umbrellas

Underwear

Waders

Wet and dry suits

Note: Fabric, thread, yarn, buttons, snaps, hooks, zippers and like items which become a
physical component part of clothing or bed linens, blankets, comforters, and other exempt
items listed above are exempt from tax.



The following items are not exempt:

Any clothing or footwear that is rented

Any item (whether sold or leased) used in a trade or business

Any item placed on layaway or similar deferred payment and delivery plan
Backpacks for hiking and camping (bookbags for school are exempt)

Bathroom accessories or supplies (soap, shower curtain hooks and rings, shower curtain
rods, toothbrush holders, towel holders, tissue box covers, toilet paper, wastebaskets)
Box springs

Briefcases

Cameras

Cell phones

Change purse

Clocks (alarms clocks, wall clocks, etc.)

Clothing that is rented

Computer parts (such as computer monitors, keyboards and scanners when not sold in
conjunction with a central processing unit (CPU)) and accessories other than printers and
printer supplies (computers, computer software, printers, and printer supplies are
exempt)

Cookware

Cosmetics

Costume rentals (rentals are taxable; must be sold to be exempt)

Daily planners or organizers (whether or not such include a calculator) when not used by
school children as a school supply

Digital cameras

Digital music players

Drapes

Employee uniforms

Eyewear

Footwear that is rented

Formal clothing that is rented

Furniture

Gift wrapping paper

Glasses

Goggles

Golf clubs

Greeting cards

Hardware (hand tools, power tools, etc.)

Health food supplements

Helmets (sport, motorcycle, bicycle, etc.)

Hobby equipment, supplies and toys

Housewares

Jewelry

Key cases

Mattresses

Mitts (baseball fielder’s, hockey, etc.) (batting, bicycle, dress, garden, golf, ski, tennis,
work gloves are exempt)

Music players

’ See footnotes #1 and #2.



Music tapes, records and compact discs

Paper products that are not school supplies (greeting cards, gift wrapping paper, etc.)
Paper towels

Personal flotation devices

Printer replacement parts (printers are exempt)

Protective masks and goggles (athletic, sport, or occupational)
Roller skates not permanently attached to the boot

Safety clothing for use in a trade or business

Safety glasses and goggles

Safety shoes for use in a trade or business

School office and janitorial supplies

Sewing accessories

Sheet stretchers

Shin guards and padding

Shoulder pads (football, hockey, etc.)

Shower curtain hooks and rings

Shower curtain rods

Sleeping bags

Smartphones

Sporting equipment (baseball mitts, golf clubs, helmets, hockey mitts, life jackets and
vests, masks, pads, swim fins, swimming masks and goggles)
Stereo equipment

Sunglasses

Table cloths

Table placemats and other table supplies (napkins, napkin holders)
Tissue box covers

Toilet paper

Toothbrush holders

Towel holders

Toys

Vitamins

Wallets

Wastebaskets

Watch bands

Watches

Wigs

Window curtains

Window treatments (curtains, drapes, shades, valances)

If you have any questions, you may call the Department of Revenue at (803) 898-5788 or
e-mail the Department at salestax@sctax.org.

SOUTH CAROLINA DEPARTMENT OF REVENUE

s/Ray N. Stevens
Ray N. Stevens, Director

May 18 ,2010
Columbia, South Carolina




EXHIBIT “A”

School Supplies - Information and Purchaser’s Statement

It is the opinion of the department that “school supplies™ are items used in the classroom
or at home with respect to school assignments and include, but are not limited to, pens,
pencils, paper, binders, notebooks, books, bookbags, lunchboxes, and calculators.

Items such as refrigerators, toiletries, bicycles and food purchased by college students are
not school supplies and not exempt from the tax.

The following is a statement that a retailer may use to determine if a customer is
purchasing an item as a school supply. The form should be attached to the bill of sale for
record keeping purposes. Please note that this statement is not required and is merely
provided by the department to assist retailers during the sales tax holiday.

************************************************************************

I'state that the below-listed item will be used as a school supply and therefore is exempt
from the sales tax. I further understand that if it is later determined that it is not used as a
school supply and the tax is due, I will reimburse the retailer for the tax.

[tem purchased

Signature of purchaser

August ,



State of South Carolina
Department of Revenue

301 Gervais Street, P.O. Box 125, Columbia, South Carolina 29214

Website Address: http://www.sctax.org

SUBJECT:

EFFECTIVE DATE:

SUPERSEDES:

REFERENCES:

AUTHORITY:

SCOPE:

LAW:

SC REVENUE RULING #10-9

Second Amendment Sales Tax Holiday for 2010
(Sales and Use Tax)

Beginning 12:01 a.m. on the Friday after Thanksgiving 2010 and
ending at twelve midnight the following Saturday.

SC Revenue Ruling #09-14 and all previous advisory opinions
and any oral directives in conflict herewith.

Act 291 of 2010, Part 1B, Section 89, Proviso 89.107 (Enacted
June 2010)

S. C. Code Ann. Section 12-4-320 (2000)
S. C. Code Ann. Section 1-23-10(4) (Supp. 2009)
SC Revenue Procedure #09-3

The purpose of a Revenue Ruling is to provide guidance to the
public and to Department personnel. It is an advisory opinion
issued to apply principles of tax law to a set of facts or general
category of taxpayers. It is the Department’s position until
superseded or modified by a change in statute, regulation, court
decision, or another Departmental advisory opinion.

The General Assembly enacted a Second Amendment Sales Tax Holiday for 2010 in the
2010-2011 State Appropriations Act, Act 291 of 2010, Part 1B, Section 89, Proviso

89.107, which states:

The gross proceeds of sales or sales price of handguns as defined pursuant
to Section 16-23-10(1) of the 1976 Code, rifles, and shot guns is exempt
from the taxes imposed pursuant to Chapter 36, Title 12 of the 1976 Code
and Chapter 10, Title 4 of the 1976 Code for sales occurring from 12:01
a.m., Friday, November 26, 2010, through twelve midnight, Saturday,
November 27, 2010.

Note: This Second Amendment Sales Tax Holiday is uncodified and will only take place
in 2010, unless the General Assembly re-enacts the temporary proviso or codifies this
sales tax holiday exemption.



In addition, although the above provision expressly includes only those local sales and
use taxes imposed under Chapter 10, Title 4 of the 1976 Code, the Second Amendment
Sales Tax Holiday for 2010 will also apply to other local sales and use taxes administered
and collected by the SC Department of Revenue since all laws enacting local sales and
use taxes require that such local taxes be administered and collected in the same manner
as the state sales and use tax.

EXEMPT ITEMS

The items listed below are the only items stated in the law to be exempt during the
“Second Amendment Sales Tax Holiday.”

The following items are exempt:

handguns as defined pursuant to Code Section 16-23-10(1)"
rifles
shotguns

EXAMPLES OF NON-EXEMPT ITEMS

Any item that is not a handgun (as defined in Code Section 16-23-10(1)), rifle or shotgun
is subject to the tax, unless it is a part or attachment that is pre-packaged with a handgun,
rifle or shotgun.?> The following are examples of items the Department considers to be
non-exempt during the “Second Amendment Sales Tax Holiday.” This list is not all-
inclusive.

Non-exempt items include the following:

ammunition
archery supplies
black powder
books

' Code Section 16-23-10(1) defines a “handgun” as “any firearm designed to expel a projectile and
designed to be fired from the hand, but shall not include any firearm generally recognized or classified as
an antique, curiosity, or collector's item, or any that does not fire fixed cartridges.”

* Some of the items in the non-exempt list are parts and attachments to handguns, rifles or shotguns (e.g.,
gun barrels, magazines, sights, stocks) and others are not (e.g., ammunition, black powder, carrying cases,
holsters, locks, clothing). Since sales tax is a "transaction tax," and since the law did not exempt parts or
attachments (e.g., gun barrels, magazines, sights, stocks) or supplies and accessories (e.g., ammunition,
black powder, carrying cases, holsters, locks, clothes), then the sale of a part or attachment, by itself, or the
sale of a supply or accessory, by itself, would not be exempt during the “Second Amendment Sales Tax
Holiday.” However, if a part or attachment to a handgun, rifle or shotgun (e.g., a sight) is pre-packaged
with a handgun, rifle or shotgun, then that is one transaction to purchase a handgun, rifle or shotgun and the
sale of the pre-packaged unit would be exempt, provided the transaction meets all the requirements of the
exemption as set forth in the law.



carrying cases
cleaning supplies

gun barrels

gun safes

handguns generally recognized or classified as antique, curiosity, or collector's items
handguns that do not fire fixed cartridges
holsters

hunting clothes

knives

lasers

lights

locks

magazines

range gear

reloading supplies

safety vests

sights

sporting clays

stocks

targets

toy handguns

toy rifles

toy shotguns

videos

QUESTIONS AND ANSWERS:

The following answers represent the department's opinion with respect to various issues
concerning the "Second Amendment Sales Tax Holiday:" ‘

(1) When is the "Second Amendment Sales Tax Holiday?”

The two-day “Second Amendment Sales Tax Holiday” for 2010 will be held beginning at
12:01 a.m., Friday, November 26, 2010, through twelve midnight, Saturday, November
27, 2010.

(2) Must the eligible item being sold be delivered to the customer during the two-day
“Second Amendment Sales Tax Holiday” in order for the exemption to apply?

An item qualifying for the “Second Amendment Sales Tax Holiday” will be exempt if:

(a) the eligible item is both delivered to and paid for by the customer during the
two days of the “Second Amendment Sales Tax Holiday™; or

(b) the eligible item is ordered and paid for by the customer and the order is
accepted by the retailer during the “Second Amendment Sales Tax Holiday” for
immediate shipment or delivery, even if delivery is made after the “Second
Amendment Sales Tax Holiday.” An order is accepted by the retailer when it has
taken an action to fill the order for immediate shipment or delivery.

3



Actions to fill an order include placing an "in date” stamp on a mail order or
assigning an order number to a telephone order. An order is for immediate
shipment or delivery when delayed shipment or delivery is not requested by the
customer and is for immediate shipment or delivery, notwithstanding that the
shipment or delivery may be delayed because of a backlog of orders or because
stock is currently unavailable to, or on back order by, the retailer.

(3) Does the “*Second Amendment Sales Tax Holiday” apply to sales made by mail order,
Internet or similar retailers?

Yes, provided the item sold is one qualifying for the exemption and the sale occurs
during the two days of the “*Second Amendment Sales Tax Holiday” as discussed in
Question #2.

(4) Does the “Second Amendment Sales Tax Holiday” apply to custom or special orders?

Yes, provided the item sold is one qualifying for the exemption and the sale occurs
during the two days of the “Second Amendment Sales Tax Holiday™ as discussed in
Question #2.

(5) Does the “Second Amendment Sales Tax Holiday™ apply to sales made to a trade or
business (e.g., security firm, etc.) or to a government agency (e.g., police department,
sheriff’s office, etc.)?

Yes, provided the item sold is one qualifying for the exemption and the sale occurs
during the two days of the “Second Amendment Sales Tax Holiday” as discussed in
Question #2.

(6) Does the “Second Amendment Sales Tax Holiday” apply to rentals?

Yes, provided the item rented is one qualifying for the exemption, the rental agreement is
signed during the two days of the “Second Amendment Sales Tax Holiday” whereby the
customer is bound by the rental agreement (creating an obligation to pay the periodic
rental payments), and the rental transaction meets all the requirements discussed in
Question #2.

Note: If the rental agreement is later renewed, then the renewal, and all periodic
payments under the renewal, are subject to the sales and use tax.

(7) Are delivery charges subject to the tax during the “Second Amendment Sales Tax
Holiday?”

Most delivery charges are included in the tax base for the sales tax and the use tax. If an
item qualifies for the exemption under the “Second Amendment Sales Tax Holiday,” then
all delivery charges associated with that sale are exempt. For example, if a retailer sells a
rifle during the sales tax holiday for $2,000 and also charges $55 to deliver the rifle, then
the entire charge of $2,055 is exempt from the sales or use tax.

4



(8) Are engraving charges for handguns, rifles, and shotguns sold during the “Second
Amendment Sales Tax Holiday™ subject to the tax?

If an item qualifies for the exemption under the “Second Amendment Sales Tax
Holiday,” then all engraving charges associated with that sale are exempt. For example, if
a retailer sells a rifle during the “Second Amendment Sales Tax Holiday” for $2,000 and
also charges $50 to engrave a name on the stock, then the entire charge of $2,050 is
exempt from the sales or use tax.

(9) How are exchanges of items purchased during the "sales tax holiday" handled when
returned after the “Second Amendment Sales Tax Holiday?”

If a customer purchases an exempt item during the “Second Amendment Sales Tax
Holiday™ and later exchanges the item for the same item (different caliber, different
brand, etc.) with no additional payment due as a result of the exchange, then no additional
tax will be due even if the exchange is made after the “Second Amendment Sales Tax
Holiday.”

For example: If the customer purchased a $500 handgun during the “Second
Amendment Sales Tax Holiday™ and later exchanges it for another handgun ($500
or less) but one of a different caliber, then no additional tax will be due even if the
exchange is made after the “Second Amendment Sales Tax Holiday.”

However, if the customer returns the item after the “Second Amendment Sales Tax
Holiday™ and is allowed a credit for the sales price of the item that can be used to
purchase of a different item, the sales or use tax will apply to the sale of the newly
purchased item.

For example: If the customer purchased a $500 handgun during the “Second
Amendment Sales Tax Holiday™ and later returns it after the “Second Amendment
Sales Tax Holiday” and receives a credit for $500 that is used to purchase a rifle,
shotgun or other item, then the sales or use tax will apply to the sale of the newly
purchased rifle, shotgun or other item.

(10) How are exchanges of items purchased before the “Second Amendment Sales Tax
Holiday handled when returned during the “Second Amendment Sales Tax Holiday?”

If a customer purchases an item before the “Second Amendment Sales Tax Holiday” and
later exchanges the item during the “Second Amendment Sales Tax Holiday” for the
handgun, rifle or shotgun that qualifies for the exemption, no additional tax will be due
since the item received in the exchange is one that qualifies for the exemption.

(1T) How will the “Second Amendment Sales Tax Holiday” apply to rain checks?
The issuance of a rain check during the “Second Amendment Sales Tax Holiday” will not

qualify an item for the exemption if the item is actually purchased after the “Second
Amendment Sales Tax Holiday.”



[tems that qualify for the exemption which are purchased during the “Second
Amendment Sales Tax Holiday™ using a rain check will be exempt from sales or use tax
regardless of when the rain check was issued.

(12) Does an item placed on lay-away during the “Second Amendment Sales Tax
Holiday” qualify for the exemption?

Yes, provided the item sold is one qualifying for the exemption, the sale occurs during
the two days of the “Second Amendment Sales Tax Holiday, ” the terms of the lay away
agreement create an absolute obligation to pay for the customer, and the sale meets the
requirements discussed in Question #2.

Note: If the terms of the lay away agreement do not create an absolute obligation to pay
for the customer, then the sale is subject to the sales and use tax even if it occurs during
the “Second Amendment Sales Tax Holiday” since the sale has not met the requirements
of the exemption as discussed in Question #2.

(13) Does the “Second Amendment Sales Tax Holiday” apply to local sales and use taxes
collected by the department on behalf of counties that have imposed such local sales and
use taxes?

Yes, provided the item sold is one qualifying for the exemption and the sale occurs
during the two days of the “Second Amendment Sales Tax Holiday” as discussed in
Question #2.3

(14) How should retailers report sales exempt during the “Second Amendment Sales Tax
Holiday?”

With respect to the return filed for November, all sales, whether or not exempt from the
tax, should be reported on Line 1 of the Worksheet on the back of the sales and use tax
return. Sales of items exempt from the tax during the “Second Amendment Sales Tax
Holiday” should be listed as one of the deductions in the space provided for allowable
deductions (i.e., Line 4 of the ST-3 Worksheet) on the sales and use tax return and listed
as “Second Amendment Sales Tax Holiday Exemption."

(15) Can retailers elect not to participate in the “Second Amendment Sales Tax Holiday”
and collect the sales tax from their customers on eligible items during the two days of the

“Second Amendment Sales Tax Holiday?”

No. Retailers may only "pass on" to their customers sales taxes that are legally due.

? Although the temporary proviso for the “Second Amendment Sales Tax Holiday” expressly includes only
those local sales and use taxes imposed under Chapter 10, Title 4 of the 1976 Code, the Second
Amendment Sales Tax Holiday for 2010 will also apply to all other local sales and use taxes administered
and collected by the SC Department of Revenue since all laws enacting local sales and use taxes require
that such local taxes be administered and collected in the same manner as the state sales and use tax.



The department may revoke any and all licenses issued by the department and held bya
retailer, and impose any applicable penalties, if the retailer passes on sales taxes that are
not legally due.

(16) Is the sale of an exempt item on a "90 days same as cash" basis exempt from tax if
purchased during the “Second Amendment Sales Tax Holiday?”

Yes, provided the contract obligating the buyer to pay is signed during the “Second
Amendment Sales Tax Holiday” and delivery of the item is made during the “Second
Amendment Sales Tax Holiday™ or the retailer accepts the order during the “Second
Amendment Sales Tax Holiday™ for immediate shipment, even if delivery is made after
“Second Amendment Sales Tax Holiday.” See Question #2 for what is meant by
"immediate shipment or delivery."

[f you have any questions, you may call the Department of Revenue at (803) 898-5788 or
e-mail the Department at salestax@sctax.org.

Note: The advisory opinion only concerns the application of the “Second
Amendment Sales Tax Holiday” exemption for certain handguns, rifles and
shotguns and does not concern the laws and regulations for the sale, delivery or
shipment of such handguns, rifles, or shotguns by retailers. Retailers or other
persons with non-tax questions concerning federal, state or local laws or regulations
regarding the sale, or method of shipment or delivery, of a handgun, rifle or shotgun
should research such laws or regulations, contact the applicable federal, state or
local authorities or obtain professional advice concerning such non-tax matters.

SOUTH CAROLINA DEPARTMENT OF REVENUE

s/Ray N. Stevens
Ray N. Stevens, Director

October 27 2010
Columbia, South Carolina




STATE SALES TAX RATES AND VENDOR DISCOUNTS
(January t, 2010)

STATE SALES VENDOR
STATE TAX RATE BANK DISCOUNT MAX/MIN
ALABAMA 4.0% 38 5.0%-2.0% (1) $400/month (max)
ALASKA N/A
ARIZONA 5.6% 27 1.0% $10,000/year {max)
ARKANSAS 6.0% 13 2.0% $1,000/month (max)
CALIFORNIA 8.25% 1 None
COLORADO 2.9% 46 None (4)
CONNECTICUT 6.0% 13 None
DELAWARE N/A
FLORIDA 6.0% 13 2.5% $30/report (max)
GEORGIA 4.0% 38 3.0%-0.5% (1)
HAWAII 4.0% 38 None
IDAHO 6.0% 13 None (5)
ILLINOIS 6.25% 10 1.75% $5/year (min)
INDIANA (2) 7.0% 2 0.83%
IOWA 6.0% 13 None
KANSAS 5.3% 30 None
KENTUCKY 6.0% 13 1.75%-1.0% (1)
LOUISIANA 4.0% 38 1.1%
MAINE 5.0% 31 None (5)
MARYLAND 6.0% 13 1.2%-0.90% (1)
MASSACHUSETTS 6.25% 10 None
MICHIGAN 6.0% 13 0.5% (6) $6/monh (min)
MINNESQTA 6.875% 7 None
MISSISSIPPI 7.0% 2 2.0% $50/month (max)
MISSQURI 4.225% 37 2.0%
MONTANA N/A
NEBRASKA 5.5% 28 2.5% $75/month (max)
NEVADA 6.85% 7 0.25%
NEW HAMPSHIRE N/A
NEW JERSEY 7.0% 2 None
NEW MEXICO 5.0% 31 None
NEW YORK 4.0% 38 5.0% $200/quarter (max)
NORTH CAROLINA 5.75% 26 None
NORTH DAKOTA 5.0% 31 1.5% $85/month (max)
OHIO 5.5% 28 0.75%
OKLAHOMA 4.5% 36 1.25% (9) $3,300/month (max)
OREGON N/A
PENNSYLVANIA 6.0% 13 1.0%
RHODE ISLAND 7.0% 2 None
SOUTH CAROLINA 6.0% 13 3.0%-2.0% {1) $3,100/year (max)
SOUTH DAKOTA 4.0% 38 None
TENNESSEE 7.0% 2 None (10)
TEXAS 6.25% 10 0.5% (7)
UTAH 4.7% 35 1.31%
VERMONT 6.0% 13 None (5)
VIRGINIA (3) 4.0% 38 3.0%-1.5% (8)
WASHINGTON 6.5% 9 None
WEST VIRGINIA 6.0% 13 None
WISCONSIN 5.0% 31 0.5% $10/period (min)
WYOMING 4.0% 38 None
DIST. OF COLUMBIA 6.0% 13 None
U. S. MEDIAN 5.75% 25 states allow vendor discounts

(1) In some states, the vendors' discount varies by the amount paid. In AL and SC, the larger discounts apply to the first

$100. In GA, the larger discount applies to the first $3,000. In KY, the larger discounts apply to the first

$1,000, while MD applies the larger discount to annual collections of $6,000. The lower discounts apply

to the remaining collections above these amounts.

(2) Utilities are not permitted to take discount. Collection allowances are 0.73% if total sales tax collected is less than
$60,000; 0.53% if total taxes is between $60,000 and $600,000; 0.26% if total sales tax collected is more than $600,000

(3) Rate does not include a statewide local rate of 1.0% in VA.

(4) State discount of 3.33% has been suspended through 1/1/11. Local option sales tax discount varies from 0% to 3.33%.

(5) Vendors are allowed to keep any excess collections prescribed under the bracket system.

(6) Vendor discount only applies to the first 4.0% of the tax. A 0.75% discount if paid by the 7th of the month.

(7) An additional discount of 1.25% applies for early payment.

(8) Discount varies; 3% (4% for food) of the first $62,500, 2.75% (3%) of the amount to $208,000, and 1.5% (2%) of the
remainder. Applies to the state tax oniy.

(9) Vendors are allowed a 2.25% discount if they file and pay electronically.

(10) Out-of-state venders are allowed discounts of 2% for first $2,500 and 1.15% of the rest.

FEDERATION OF TAX ADMINISTRATORS -- FEBRUARY 20610
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Department of Revenue Unofficial Analysis of:

Services Taxed in South Carolina if SC Tax Realignment Committee
Recommendations are Enacted (Services and Intangibles Subcommittee Draft
Report of August 10, 2010 and Draft Legislation of June 28, 2010)

The following is a modified version of the FTA Survey on services. It is intended to more
tully explain the services that would be taxed if the proposed draft recommendations of
the SC Tax Realignment Committee were adopted. This chart will only provide general
guidance and is not intended to be the Department of Revenue’s official opinion on the
application of the sales and use tax to the committee’s recommendations if they are
adopted by the General Assembly. The following provides a brief explanation of the
chart:

6: Items with a tax rate of 6% are transactions currently subject to the 6% state sales
and use tax.

3: Items with a tax rate of 5% are transactions currently subject to the 5% state
admissions tax.

TRAC: Items with “TRAC” listed under the tax rate are transactions that would be
subject to the state sales and use tax under the proposed draft recommendations of
the SC Tax Realignment Committee.

TRAC((*): Items with “TRAC(*)” listed under the tax rate are transactions that are
partially taxed under the current sales and use tax law and would be subject to the
state sales and use tax more fully under the proposed draft recommendations of the
SC Tax Realignment Committee. For example, the sale of a new part for an
automobile is currently subject to the tax; the applicable separately stated installation
charges are not. The proposed draft would tax the installation charges.

Tax

Service Rate Notes
000 - Retail Sales Tax Rate A
Agricultural Services = G

001 - Soil prep., custom baling, other ag. E
SeEVICES - - T ARG

002 - Veterinary services (both large and small B
animal)

003 - Horse bqardmg and traunng (nqt race  qpac
horses) kAT O e At

004 - Pet grooming TRAC

005 - Landscaping services (including lawn E
care) '

' The present state rate is 6%.



Industrial and Mining Services

006 - Metal, non-metal and coal mining serv1ces - E
007 - Seismograph & Geophysical Services S e
008 - Oil Field Services E
009 - Typesetting service:; platemakmg for the i E :
print trade et i
Construction

010 - Gross Income of Construction Contractors

011 - Carpentry, painting, plumbing and sxmllar l:
trades.

012 - Construction service (grading, excavating,

etc) o = ;

013 - Water well drilling : e B
Transpertation Services

014 - Income from intrastate transportation of TRAC
[ . N _ "

015 - Local transit (intra-city) buses ~ TRAC
016 - Income from taxi operatlons TRAC
017 - Intrastate courier service BTN v Too
018 Interstate air courler (bllled in- state) E
Storage

019 - Automotive storage s TRAC
020 - Food storage - ‘ TRAC
021 - Fur storage R T TRACE?
022 - Household goods storage TRAC
023 - Mini -storage =~ = TRAC
024 - Cold storage TRAC
025 - Marina Service (docking, storage, cleaning, TRAC
repair) : ‘ ,
026 - Marine towmg service (incl. tugboats) TRAC
027 - Travel agentservices -~~~ E.
028 - Packing and crating E
Utility Service — Industrial Use o ) g
029 - Intrastate telephone & telegraph - TRAC(*)
030 - Interstate telephone & telegraph TRAC

? It is unclear as to whether the imposition of the tax on “intra-state transportation” in the committee’s
recommendation applies to transportation of property as well as persons. The committee may ant to review
this issue.

* Charges for cleaning, glazing or dying furs are taxable. [f charges for storing a fur is separate from the
cleaning, glazing or dyeing charges, then such storage charges are not taxable



031 - Cellular telephone services
032 - Electricity ‘
0335 Water 8.0 R R LS ETRAE

T o
N

034 - Natural gas - - E
035 - Other fuel (including heatingoil) =~  E 8
036 - Sewer and refuse, industrial E
Utility Service — Residential Use =~ '

037 - Intrastate telephone & telegraph 6
038 - Interstate telephone & telegraph ‘ - TRAC
039 - Cellular telephone services PR IR 5
040 - Electricity , ‘ ~ TRAC
RS Wateli o A T TR G
042 - Natural gas TRAC
043 - Other fuel (including heating 0il) TRAC
044 - Sewer and refuse, residential E
Finance, Insurance and Real Estate

045 - Service charges of banking institutions E

046 - Insurance services E

047 - Investment counseling E

048 - Loan broker fees E

049 - Property sales agents (real estate or ‘ E
personal) L e ey s LR e

050 - Real estate management fees (rental agents) E

051 - Real estate title abstract services Bi3
052 - Tickertape reporting (financial reporting) E '
Personal Services

053 - Barber shops and beauty parlors TRAC
054 - Carpet and upholstery cleaning ~ TRAC
055 - Dating services s K

056 - Debt counseling - ‘ E
05%7% Diaper setvice: F s s N ST s
058 - Income from funeral services TRAC(*)*

* Electricity, natural gas, and other fuels used in manufacturing, processing, mining and quarrying tangible
personal property for sale are exempt. Electricity used by radio and TV stations to produce, broadcast or
distribute programs exempt. See SC Regulation 117-302 and 117-328 for more details. Fuel used by
transportation companies for motive power exempt, Fuel used in farm machinery and farm tractors exempt.
Fuel used in commercial fishing vessels exempt. Fuel used to cure agricultural products or to irrigate crops
exempt.

* See Footnote #4.

° See Footnote #4.

7 Taxable if it is a charge to access or use an online database. Charges to access or use an online
database/information service are taxable. For examples of taxable and non-taxable communication services,
see SC Revenue Ruling #06-8.

¥ Presently, charges for tangible personal property are taxable (caskets, etc.). Charges for services are not
taxable. See SC Regulation 117-309.8. Under the TRAC recommendations, some services will be taxed.



059 - Fishing and hunting guide services ~ ~ E

060 - Garment services (altering & repairing) ~ TRAC
061 - Gift and package wrapping service: ~ E %
062 - Health clubs, tanning parlors, reducing TRAC(*)"
063 - Laundry and dry cleaning services, coin-op TRAC
224 - Laundry and dry cleaning services, non-coin TRAC(*)"!
065 - Massage services S REITRAC
066 - 900 Numbersetvices . 11

067 - Personal instruction (dance, golf, tennis, ' E

068 - Shoe repair ~ TRaC
069 - Swimming pool cleaning & maintenance ~ TRAC
070 - Tax return preparation E

071 - Tuxedo rental | 6
072 - Water softening and conditioning E
Business Services

073 - Billboards e | E
074 - R‘adiho & television, nationalr advertising -~ E
075 - Radio & television, local advertising ~~ E
076 - Newspaper ,’ TRAC

07Z=-Magaainé; "HEESE T SEEIRREE
078 - Advertising agency fees (not ad placement)
079 - Armored car services R
080 - Bail bond fees )

081 - Check & debt collection

082 - Commercial art and graphic design.

083 - Commercial linen supply

084 - Credit information, credit bureaus

085 - Employment agencies

086 - Interior design and decorating

087 - Maintenance and janitorial services

088 - Lobbying and consulting

t ?mm o o ommmm o
=

’ Taxable if associated with the sale of tangible property.

' Presently, health clubs are subject to the state admissions tax; however, many fall within an exemption in
the state admissions tax law. Under the TRAC recommendation, health clubs would be subject to the sales
tax and in some cases both the sales tax and the admissions tax. The committee may want to review this
issue.

"' Presently, garment cleaning services are taxed under the law. This would expand the tax to adjustments,
changes, restoration, coloring and custom fitting and design of garments. Also, some drycleaning facilities
are required to remit an additional 1% environmental surcharge.

" Taxable if true object of the transaction is the sale of tangible personal property.

" Taxable if it is a charge to access or use an online database. Charges to access or use an online
database/information service are taxable. For examples of taxable and non-taxable communication services,
see SC Revenue Ruling #06-8.



089 - Marketing s B

090 - Packing and cratmg E

091 - Exterminating (includes termite services) =~ TRAC
092 - Photocopying servxces 6 ‘
093 -Photo finishing ~~ TRAC
094 - Printing 6 ks
095 - Private investigation (detective) services =~ E
096 - Process server fees , B P
097 - Public relations, management cOnsulti'ng"\” 0 B
098 - Secretarial and court reportmg serv1ces E
099 - Security services LS TRAG
100 - Sign construction and 1nstallat10n ; 6 o
101 - Telemarketing services on contract E

102 - Telephone answering service 6

103 - Temporary help agencies B B
104 - Test laboratories (excluding medlcal)  E
105 - Tire recapping and repairing ; ~ TRAC
1‘06 Wlndow cleaning ‘ , TRAC
Comgute

107 - Software - package or (.dnncd program TRAC(*)
108 - Software - modifications to canned program TRAC(*)
109 - Software - custom programs - material TRAC(*)
110 - Software - custom programs - profess1onal

TRAC(*)
serv.
111 - Internet Service Providers-Dialup E
112 - Internet Service Providers-DSL or other

E
broadband
113 - Information services =~ g
114 - Data processmg services TRAC
115 - Mainframe COmpUte(,,aCCESS and processmg 6 17
serv. i
Computer Online Services
116 - Online Data processing services New TRAC
117 - Software - Downloaded New - TRAC
118 - Books - Downloaded New TRAC
119 - Music - Downloaded New - TRAC

120 - Movies/Digital Video - Downloaded New TRAC
121 - Other Electronic Goods - Downloaded New TRAC

" Taxable if printer produces such items as brochures, letterheads, envelopes, circulars, etc.

"* Taxable if itis a charge to access or use an online database. Charges to access or use an online
database/information service are taxable. For examples of taxable and non-taxable communication services,
see SC Revenue Ruling #06-8.

* Installation not taxed if separately billed

& Presently, SC taxes charges to access or use a website. If computer mainframe access is the same as
accessing and using a website, this charge is subject to the tax.



Automotive Services

122 - Automotive washing and waxing. TRAC
Slzrii lceASutomotivc road :.t.rvu;e and towing "[RAC
11 ngle Auto service. except repairs, incl. palntmg & TRAC
125 - Parking lots & garages 9 ol

126 Automotlve rustprooﬁng & undercoatlng - TRAC

&mssmmnd Amusements

127 - Pari-mutuel racing events.

128 - Amusement park admission & rldes

129 - Billiard parlors

130 - Bowling alleys

131 - Cable TV services

132 - Direct Satellite TV , .
133 - Circuses and fairs -- admission and games
134 - Coin operated video games

135 - Admission to school and college sports
events

136 - Membershlp ”fees in private clubs.

137 - Admission to cultural events

138 - Pinball and other mechanical amusements
139 - Admission to professional sports events
140 - Rental of films and tapes by theaters

141 - Rental of video tapes for home viewing

a\mmm:u.tu] » mw oo G

Professional Services

142 - Accounting and bookkeeping

143 - Architects

144 - Attorneys

145 - Dentists

146 - Engineers

147 - Land surveying 53]

148 - Medical test laboratories -
149 - Nursing services out-of-hospital
150 - Physicians

Chelcielelolol T

"® If charges for using a parking garage are considered “vehicle storage,” then such charges would be
subject to the sales tax under the TRAC recommendations.



Lease and Rentals , '
151 - Personal property, short term (generally)
152 - Personal property, long term (generally)
153 - Bulldozers, drag,lmes and const. mach., short
term
154 - Bulldozers, draghnes and const. mach., long 6
term ; o
155 - Rental of hand tools to licensed contractors. 6
156 - Short term automobile rental 6
157 - Long term automobile lease ' 6
158 - Limousine service (with driver) ~ TRA
159 - Aircraft rental to individual pilots, short 6
term
160 - Aircraft rental to individual p1lots long term 6
161 - Chartered flights (with pilot) TRAC
7
7

S O™

162 - Hotels, motels, lodging houses
163 - Trailer parks - overnight

Fabrication, Installation, and Repair Services
164 - Custom fabrication labor E %
165 - Repair material, generally 6

166 - Repair labor, generally ~ TRAC
167 - Labor charges on repair of aircraft = TRAG
168 - Labor charges - repa1rs to interstate vessels TRAC
169 - Labor charges - repairs to intrastate vessels TRAC
170 - Labor - repairs to commercial fishing

TRAC
vessels , ;
171 - Labor charges on repairs to railroad rolling TRAC
stock :

172 - Labor charges on repa1rs to motor vehicles ~ TRAC
173 - Labor on radio/TV repairs; other electronic

TRAC
equip. = Ao = e
174 - Labor charges - repairs other tangible TRAC
property U
175 - Labor repaxrs or remodelmg of real . TRAC O
property : ’ :
176 - Labor charges on repalrs dehvered under TRAC
warranty - ;
177 - Service contracts sold at the time of saleof =~ 6

' A maximum tax is established for sales or long term (90 + days) rentals of aircraft, motor vehicles, boats,
motorcycles trailers, RV's, and light construction equipment. See Section 12-36-2110
 Taxable if part of the charge (sale) of tangible personal property. Exempt if not part of the charge (sale)
of tangible personal property.

*! Only certain limited repairs to real property would be taxable under the TRAC recommendations.



TPP.

178 - Installation charges by persons selling

TRAC
property o ; S e
179 - Installation charges -;c’)rther th.’tmk seller of TRAC
goods AL e e
180 - Custom processing (on customers property) E
181 - Custom meat slaughtering, cutting and = WE =
WA D AR i s v s :
182 - Taxidermy ‘ o - TRAC
183 - Welding labor (fabrication and repair) ~ TRAC

Other Taxed Services
184 - Other Services-not listed 6 7
185 - Other Services-not listed (2)

** Charges for certain communication services (see SC Revenue Ruling #06-8); Charges for laundering ,
dry cleaning and pressing services (see SC Regulation 117-303); Charges for the sale or renewal of
warranty, maintenance and similar contracts for tangible personal property; Charges for furnishing
accommodations; and Charges for additional guest services at a place furnishing accommodations. Also,
services sold in conjunction with the sale of tangible personal property are subject to the tax as part of the
gross proceeds of sales of the tangible personal property, unless otherwise exempted or excluded.
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Should Sales Taxes Apply to Services?

eneral sales taxes are an important revenue source for state governments,

accounting for close to a quarter of state tax collections nationwide. But these

taxes have a potentially damaging structural flaw: the tax typically applies to
most sales of goods, such as books and computers, but exempts services such as hair-
cuts and car repairs. This omission is not the result of conscious policy choices, but a
historical accident: when most state sales taxes were enacted in the 1930s, services
were a relatively small part of consumer spending. In recent years, however, spending
on services has skyrocketed: in 2007, services represented almost 60 percent of per-
sonal consumption nationally. Few states have successfully adapted to this change in
consumption: only Hawaii, New Mexico, and South Dakota tax services comprehensively,
and the Federation of Tax Administrators estimates that only nine states tax more than
half of the services that are potentially taxable. This policy brief surveys arguments
in favor of taxing services—and assesses potential pitfalls in attempts to tax services.

Taxing Services = A Fairer Tax
Sales taxes generally create two types of unfairness in the tax code—and taxing ser-
vices can help eliminate each of them. First, sales taxes are regressive, requiring
low-income taxpayers to pay more of their income in sales tax than wealthier taxpay-
ers. Second, sales taxes generally include a wide variety of special exemptions, which
often discriminate between similar taxpayers in ways that are not defensible from a tax
fairness standpoint. Exemptions for services are a good example of this sort of unfair-
ness: exempting services discriminates against individuals who consume more goods
than services. The first type of unfairness is called vertical equity because it compares
the treatment of taxpayers at different income levels; the second type is called hori-
zontal equity because it compares the treatment of taxpayers at the same income level.
Taxing services can help to reduce each of these problems. Expanding the base to
include personal services results is a slightly less regressive sales tax compared to a goods
based tax because many of these services are consumed disproportionately by wealthier
taxpayers. And treating consumer services the same way as consumer goods will eliminate
discrimination in the tax code between goods-consuming and service-consuming taxpayers.

Taxing Services Will Not Eliminate Unfairness
However, the fairness gains from taxing services are likely to be limited in practice.
First, low-income taxpayers spend more of their income than do wealthier taxpay-
ers, who are more likely to be able to save some income. No expansion of the tax base
is likely to change this basic relationship between consumption and income. Second,
the impact of taxing services on tax fairness can vary depending on which services
are taxed. Taxing services such as housing, utilities, and other necessities can actually
make the sales tax more regressive because these services are basic staples of consumer
. spending, not high-end luxuries. And it may be politically more difficult to tax services
' consumed by the wealthy than to tax services consumed by low-income taxpayers.
Taxing services can also have a negative impact on fairness if the services taxed
include services consumed by businesses. Economists agree that items purchased by




wholesalers for resale, and items purchased by businesses for use in producing other
products, should not be taxed. Legal and accounting services are examples of “business
to business” transactions. Taxing these services will make sales taxes more unfair because
“business to business” sales taxes are ultimately passed through to consumers in the
form of higher prices. These passed-through taxes are invisible to the consumer, and have
unpredictable effects on tax fairness (since the amount passed through depends on the
number of stages of production that were taxed). For this reason, sales tax base expansion
efforts should focus on services that are consumed by individuals rather than businesses.

Taxing Services = Higher Revenue and Faster Growth
As a practical matter, state policymakers see taxing services as a desirable policy option
because it allows states to increase tax revenues in the short run without increas-
ing tax rates. Expanding the tax base to include more services will increase the amount
of taxes collected for each percentage point of the sales tax rate—a critical consider-
ation in states where increasing tax rates is politically difficult. But taxing services will
also pay long-term dividends: as consumers spend more of their income on services,
states taxing these services will see faster growth in sales tax revenues. And broaden-
ing the tax base makes sales tax revenues more stable in the long run, because declines
in one area of consumption will be offset by gains in another area. In other words,
adding services to the tax base helps achieve adequate revenues in both the short run
and the long run— and will be satisfactory to both political leaders and economists.

Approaches to Taxing Services
Lawmakers seeking to expand the sales tax base face three policy choices: which ser-
vices to tax, whether or not to couple any base expansion with a cut in the tax rate,
and whether to provide targeted tax relief to partially offset this regressive tax hike.
Expanding the sales tax base will increase tax revenues if no other changes are made.
However, if raising new revenue is not an immediate goal, combining a sales tax base
expansion with a tax rate reduction can be an appropriate step. A “revenue-neutral” tax
change of this kind, which expands the tax base and reduces the sales tax rate to leave
total sales tax collections unchanged, will likely result in higher tax revenues over the long
run, since consumption of services generally grows faster than consumption of goods.
One way to reduce the regressive impact of taxing services is a targeted tax credit.
Twenty-three states and the District of Columbia now allow an Earned Income Tax
Credit, designed to reduce taxes on low-income working families, and a few states allow
sales tax credits, designed to offset part of the sales rax liability on low-income taxpay-
ers. Either approach will provide targeted tax relief to those most affected by regres-
sive sales taxes, at a relatively low cost to the state. (ITEP Policy Brief #14 discusses
options for sales tax relief, and Policy Brief #15 discusses the Earned Income Tax Credit.)

Conclusion

Taxing servicesisattractive to policy makers because it allows revenue-raising without high-
ly-visible increases in tax rates, and is attractive for consumers because it avoids discrimi-

nating between taxpayers. When properly done, expanding the tax base is simply good policy:

taxing services can make sales taxes less regressive, less discriminatory and more responsive

to economic growth. But sales taxes remain regressive—which means that provisions for low-

income tax relief through an Earned Income Tax Credit or sales tax credit may be appropriate.
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Summary

Sales of tangible goods dominate most states’ sales tax bases; only a few states impose their sales
taxes on a broad array of services. Sales of “non-durable goods” like clothing and light bulbs and
“durable goods” like cars and computers generate the vast majority of state sales tax receipts.
According to the Federation of Tax Administrators, a majority of states apply their sales tax to less
than one-third of 168 potentially-taxable services. Five of the 45 states with sales taxes impose them
on fewer than 20 services.'

Most states could improve their sales taxes and their tax systems in general with some expansion
of the tax base to include services. Levying sales taxes on services makes state tax systems fairer,
more stable, more economically neutral, and easier to administer. Moreover, because state sales
taxes are a major source of funding for schools, universities, health care, public safety, and other
functions of state and local government, adding services to state sales tax bases can help states
maintain their support for those functions, for instance during an economic downturn when state
revenues are declining. Broadening the sales tax base can also avert other, less sound tax increases
that otherwise might be enacted when a state needs new revenue. There are significant econornic,
administrative, and legal issues that must be addressed in expanding the sales taxation of services.
The barriers are not insurmountable, however, and the benefits from a broader sales tax base
outweigh the challenges.

Why Tax Services?

Public finance economists and other tax experts have been urging states for decades to include
more services in the sales tax base.” Levying a sales tax on services satisfies all the criteria by which
state fax policy options are normally evaluated.

« Taxing additional services can generate substantial new sales tax revenue. Table 1 (see
page 5 in the body of the report) indicates that the annual, nationwide revenue yield from taxing
all services purchased by households except health care, education, housing, and a few others
would be on the order of $87 billion. The new revenue from taxing household services would
be less than this, since most states do tax services to some extent. Table 1 suggests, however,
that states that do not tax services to any significant degree at present — such as California,
Illinois, Massachusetts, and Virginia — probably could increase their sales tax revenue by more
than one-third if they taxed services purchased by households comprehensively.

Some states have prepared their own estimates of the revenue gained by expanding the sales
taxation of services. In June 2009, Maine became the most recent state to broaden its sales tax
base significantly; it expects to generate $41 million in annual revenue by levying its sales tax on

! Federation of Tax Administrators, Saks Taxation of Services: 2007 Update, October 2008;
www.taxadmin.org/fta/pub/services/services.html. See report for extensive footnotes that affect classification as
taxable or exempt.

* In a majority of states with sales taxes, some local governments are also authorized to impose them. In most instances,
the local sales tax base — the group of items subject to tax — is substantially similar or identical to the state sales tax
base. In the interest of readability, this report will refer to “state” sales taxes, but nearly all of the discussion applies to

local sales taxes as well (including the sales tax of the District of Columbia).




Sales and Use Taxes: An Introduction

Most people are familiar with the sales tax, the charge that is added to the cost of goods and
some services purchased in retail stores. The tax is calculated as a percentage of the sales price,
collected from the purchaser at the time of sale, and remitted weekly or monthly by the retailer to
the state tax agency. Forty-five states and thousands of local governments use sales tax revenue
to pay for K-12 education, higher education, public health, public safety, transportation, parks,
and a range of other services.

How much revenue is generated by the sales tax depends on both the percentage tax rate and
the “tax base” — the goods and services that are subject to taxation. Besides omitting most
services from the tax base, many states exempt from taxation categories of goods viewed as
necessities of life, such as food and medicine.

In addition to taxing goods and a few services purchased by houscholds at retail stores, sales
taxes often apply to purchases by businesses from other businesses. A retailer’s purchases from a
manufacturer or wholesaler of items for resale usually are not subject to sales taxation, nor are a
manufacturer’s purchases of items that are directly incorporated into its output. Nonetheless,
goods and services purchased by businesses that do not fall into either of these categories —
such as manufacturing equipment, electricity, and office furniture — are often subject to sales
taxation. The policy issues raised by the taxation of such “business-to-business” sales will be

discussed at length in the body of this report.

Sales taxes are charged when the seller and buyer are in the same state. States levy
“compensating use taxes” on purchases of goods when the seller and buyer are in different states.
The use tax is almost always identical to the sales tax with respect to both rate and base. The
purpose of the use tax is to eliminate the possibility of avoiding sales tax by purchasing from an
out-of-state vendor — and thereby eliminate the incentive to do so. In some cases, the out-of-
state seller charges the use tax to the buyer just as if the tax were a sales tax, and the buyer is
unaware of the distinction. Even if the seller does not charge the use tax, the buyer is legally
obligated to pay the use tax directly to the state in which the purchase will be used. (This
obligation is largely ignored by individual consumers but frequently fulfilled by businesses that
buy from out-of-state vendors.) Use taxes are imposed only rarely on interstate purchases of
segvices; as will be discussed elsewhere in this report, one consequence of expanding sales
taxation of services may be a need to reconsider that policy.

Some states levy special taxes on particular services in lieu of or in addition to the sales tax.
For example, some states impose special taxes on car and hotel rentals, admission charges for
entertainment and cultural events, and utility services like telephone and electricity. Where such
taxes are not imposed in lieu of some other business tax (such as the corporate income tax), and
where they legally may be passed on to purchasers like the sales tax through itemization on the
bill or invoice, these special taxes may be thought of as sales taxes for purposes of much of the
analysis contained in this report.

The District of Columbia and forty-five states — all except Alaska, Delaware, Montana, New
Hampshire, and Oregon — levy sales taxes. They are a critical revenue source for state
governments, supplying $236 billion in state tax revenue in 2007 — 31 percent of total state
taxes. In many states, local governments also levy sales taxes.
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entertainment admissions, auto and equipment repairs, and such other services as laundry and
car washes. This $41 million represents a 4.4 percent boost in its sales tax collections. In 2006,
New Jersey added roughly one dozen services to its sales tax base. The state said this would
yield more than $400 million in new revenue each year, a 5 percent increase in sales tax receipts.
Note that the Maine and New Jersey expansions covered some but not all potentially taxable
services. Other states have estimated the revenue that could be gained by expanding the
taxation of services much more extensively than did Maine or N ew Jersey; these estimates (a
sampling of which is shown in Table 4 of this report) confirm that states are losing billions of
dollars a year due to the tax-exempt status of most services.

+ Taxing services broadly is essential if the long-run revenue adequacy of the sales tax is
to be maintained. Houschold spending has been shifting from goods to services for decades.
The traditional sales tax base, purchases of durable goods plus non-durable goods except
groceries (which the majority of states exempt), fell from 39 percent of household consumption
in 1970 to 32 percent in 2007. Over the same interval, consumption of services rose from 31
percent to 45 percent of total household purchases.” (See Figure 1, p. 12)) Largely to
compensate for this trend, states have increased sales tax rates sharply over this period. The
ability of states to continue raising rates is constrained, however, by such factors as the ease
with which consumers can shift their purchases to the Internet — where sales taxes often are
not charged. If consumption continues to shift toward services, including services in the tax
base will be essential to maintaining sales tax revenues over the long term.

« Bringing services into the sales tax base may reduce the year-to-year volatility of sales
tax collections. Sales tax bases are dominated by purchases of “big-ticket” durable goods
(such as cars, appliances, and furniture), which often decline sharply during economic
downturns. Limited research finds that purchases of some services do not fall as precipitously
as durable goods purchases do when the economy slows nor rise as rapidly when the economy
is booming. The research suggests that including more services in the sales tax base could
moderate slightly the volatility of sales tax revenues over the course of the business cycle.

+ Expanding the taxation of services will make the sales tax fairer. The sales tax is intended
to be a general tax on consumption. There is little reason to distinguish between consumption
of goods and consumption of services, which in fact can be substitutes for one another. For
example, it is not equitable — it violates the principle of “horizontal equity” — to tax the
person who rents a videotape but not the person who watches a pay-pet-view movie on cable

TV.

Moreover, sales taxes are regressive; that is, they absorb a greater share of the income of lower-
income taxpayers than of higher-income taxpayers. This is largely because higher-income
persons do not consume their entire incomes; the portion of their incomes that they save is not
subject to sales or other consumption taxes. Ideally, states could consider reducing the
regressivity of sales taxes by expanding the sales tax to services purchased primarily by the
affluent. While worth doing, the revenue gain would not be substantial. To broadly tax
services, states must include services purchased by low-, moderate- and middle-income

? The remaining household consumption not accounted for in these figures is composed of housing and food for use at
home. The source of the dara is the personal consumption expenditures component of the Gross Domestic Product
Accounts published by the Commerce Department.



houscholds as well as those purchased by high-income people. In general, a broad expansion of
the sales tax to services will not change relative tax burdens.”

There is one circumstance, however, in which expansion of the sales tax to services could make
a state’s overall tax system somewhat less equitable. That can occur if taxing services raises the
proportion of total state revenue that is derived from the sales tax and thereby lowers the
proportion that is derived from more progressive sources such as personal and corporate
income taxes. There are a number of ways this potential to increase the regressivity of the tax
system as a whole can be avoided. The sales tax base expansion can be balanced with other
changes in the tax code, such as a reduction in the sales tax rate or an increase in the personal
income tax. Alternatively, targeted credits administered through the income tax or rebates of
sales taxes paid can be used to mitigate the increased sales tax burden low-income families
could experience when a sales tax is broadly expanded to include services.

+ Imposing a sales tax on setvices can improve the allocation of economic resources. The
failure to tax services while most goods are taxed subtly distorts resource allocation throughout
the economy by creating an artificial incentive to purchase services rather than goods. For
example, some consumers may be encouraged to repair older cars and appliances rather than
replace them with more energy-efficient and less polluting alternatives — although the effect is
probably modest. The failure to tax services has also contributed to steady increases in sales tax
rates, which create their own economic distortions. Unnecessarily high tax rates on goods
resulting from under-taxation of services stimulate such wasteful activities as tax-motivated
interstate shopping.

+ Expanding the taxation of services can simplify the process of administering and
complying with the sales tax. Expanding the taxation of services can reduce the effort and
costs entailed in enforcing and complying with the sales tax. When retailers sell taxable goods
as well as tax-exempt services, it can be difficult and costly for tax administrators and merchants
alike to ensure that the proper amount of tax has been collected and remitted. If all of a
retailer’s sales are subject to tax, many accounting burdens and disputes diminish or disappear.

Expanded sales taxation of services can contribute to the realization of all of these arguably
desirable tax policy objectives. There are tradeoffs involved, however. For example, moving toward
very comprehensive taxation of services with less than 12-18 months of lead-time could strain the
administrative capabilities of state tax departments since many businesses that previously did not
collect sales tax would need to be brought into the sales tax system. Thus, achieving an optimal
balancing of these goals requires an understanding of all of the potential effects of expanding
taxation of services and careful choices about which services to tax.

Which Services Could States Tax? Which Services Should They Tax?

As policymakers contemplate which currently-exempt services they might bring into the sales tax
base, it can be useful to think of services as falling into three categories:

' Such generalized taxation of services would have to exempt health care services for this statement to be fully accurate,
however. Research suggests that imposing sales taxes on health care services in addition to most other household
services would increase the regressivity of the sales tax.
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+ services primarily purchased by businesses, such as payroll processing and television advertising;
« services primarily purchased by households, such as diaper service and cable TV; and

+ services frequently purchased by both households and businesses, such as landscaping and pest
control.

Economists generally counsel states to forgo taxing the first category of services, so-called
“business-to-business” sales. They point out that taxing the goods and services businesses buy to
use as inputs into the production of other goods and services often leads to “tax pyramiding.” Tax
pyramiding refers to the situation in which an input is taxed when purchased and then effectively
taxed again when its cost is passed through into the price of a taxable good or service into which it
has been incorporated. Tax pyramiding results in the actual sales tax imposed on a particular good
or service bought by a household being higher than what is added at the cash register. Because the
sales taxes imposed on inputs are hidden in the selling price of the item, states may tend to rely on
this revenue source more than they otherwise would. Moreover, some research suggests that the
hidden sales taxes are even more burdensome for low-income families than the visible sales tax that
is imposed on the final sale, because necessities like food and utilities that often are tax-exempt
nonetheless can have substantial sales taxes hidden in their prices.

Taxation of business inputs also tends to complicate sales tax administration. For example, rules
need to be developed for taxing services like accounting that are purchased by businesses for
company-wide use in multiple states.

The greatest concern of economists regarding sales taxation of services purchased by businesses is
that it can distort the allocation of economic resources. Since services provided to an employer by
an employee are rarely subject to sales tax, taxation of business-to-business sales of services can
encourage businesses to provide services using their own employees even if they could be produced
more efficiently by an independent firm. In addition, if purchases of services subject to sales tax are
major cost items for a business (for example, data processing services for a financial institution), a
more cfficient business that tries to pass those taxes into its prices could lose business to a less
efficient competitor located in another state that exempts those inputs from sales taxation.
Alternatively, a business that makes substantial purchases of taxable services might choose to
expand in a state that is sub-optimal from an economic efficiency standpoint but that exempts those
services from sales tax.

While these arguments against taxing business purchases of services have merit, there are at least
two countervailing considerations:

» State sales taxes already apply to numerous purchases of goods by businesses. Assuming that
the concerns of economists about the distorting effect on resource allocation of taxing business
inputs are valid, economic theory implies that the distortion grows as the tax rate increases. If
the choice is between increasing the tax rate at which business-to-business sales of goods are
taxed and taxing some business-to-business sales of services in order to hold down the tax rate,
the latter could actually have a less adverse impact on the efficient allocation of resources.

* Inan economy in which a growing number of people run their own businesses, exempting all
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purchases of goods and services by businesses would open the door to substantial tax evasion.
Business owners could claim that purchases of many services — such as telecommunications,
hotel rentals, and auto and computer repair — were for business use when they were actually
for personal use. Preventing this abuse would require that substantial additional resources for
tax enforcement be provided to state tax departments. The costs of preventing tax evasion
could exceed the economic benefits of exempting business inputs from taxation.

In broadening their states’ taxation of services, policymakers generally have struck what arguably
is a reasonable balance among the resource allocation issues raised by economists, their states’
revenue needs, and practical tax enforcement considerations. States largely have avoided taxing
services purchased almost exclusively by businesses (like advertising and accounting); instead, to the
extent they have taxed services, states have targeted household services (like haircuts) or mixed
household/business services (like landscaping). Where a particular industry has made a credible case
that taxation of a service in the latter category has an adverse economic impact (for example,
telecommunications purchased by a bank’s “call center”), elected officials also have been willing to
enact industry-specific exemptions. Such an approach may make more sense than an across-the-
board exemption for all services that happen to be purchased by both businesses and households.

Even if states forgo taxing services that are predominantly purchased by businesses, there is a
wide array of services to which the sales tax can be applied. Appendix I of this report lists over 200
types of services purchased by households or by both households and businesses, organized into 20
broad categoties including personal care, home cleaning and maintenance, recreation and travel, and
lawn and garden. As entrepreneurs perceive new profit-making opportunities, new services will
continue to be invented. States can either implement taxation of services in a way that will
incorporate newly emerging services or can monitor the evolution of the service sector and update
their tax policies accordingly.

The Legal Mechanics of Imposing a Sales Tax on Services

Legislators can expand the taxation of services in two different ways. The comprehensive
approach is to apply to services the typical language used to tax goods. Under most state sales tax
laws, all sales of goods are taxable unless they are explicitly identified as exempt. Hawaii, New
Mexico, and South Dakota apply this same treatment to sales of services. Hawaii and New Mexico
adopted this approach from the inception of their sales taxes; South Dakota did so to expand the
taxation of services well after the sales tax had been enacted.

The remaining states that tax services do so by specifically enumerating taxable services. The
enumeration often can be found in the definition of a taxable “retail sale.”

Each approach to taxing services has its own advantages and disadvantages. A key advantage of
the comprehensive approach, for example, is that newly-developed services are immediately taxable
without legislative action. This is appropriate given the role of the sales tax as a general tax on
consumption. Italso ensures that the revenue yield of the sales tax is maintained as new services
displace old goods and services (for example, as downloading an update for a GPS device substitutes
for buying a new road atlas).
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The major disadvantage of the comprehensive approach to expanding the sales taxation of
services is that it is likely to bring a large number of services into the sales tax base in one fell swoop.
The services subjected to taxation are likely to include many business-to-business services that
policymakers might not wish to tax because of the potentially adverse economic effects discussed
previously. Moreover, state revenue departments may not be equipped to integrate numerous new
services and the merchants selling them into their sales tax administration systems in a short period
of time. These factors likely explain why all the states that have expanded their taxation of services
in recent years did so incrementally, a few services at a time.

The greatest challenge facing legislators who choose to extend their state’s sales tax to specifically-
enumerated services is defining unambiguously the services they intend to tax. Many services are
technologically complex and industry-specific, and legislators and their staffs cannot be expected to
be business experts. Clear definitions are essential, however, because providers of a newly-taxed
service often will look for every legal opportunity to avoid having to add a 4-10 percent sales tax to
their prices. In a 2009 case, for example, a bank disputed New York’s claim that an online credit
scoring service to which it subscribed constituted a taxable information service rather than a tax-
exempt consulting service. An explicit reference to credit-scoring services as taxable would have
made it less likely that the bank would have brought the case.

A question often arises as to whether it is preferable to write the law to identify taxable services in
broad terms (such as “fees for participant sports”) or specifically (such as “admissions, equipment
rental, and other fees for bowling, batting cages, skiing . . .”). The answer is that states would be
well-advised to do both. (“Taxable sales include admission, equipment rental, and other fees for
participant sports, which include but are not limited to bowling, batting cages, skiing. . . .”) Broad
definitions can serve as a good “backstop” for more specific listings that may inadvertently omit a
particular service. A broad definition can also provide a basis for taxing a newly-invented service
until such time as the legislature has an opportunity to identify it explicitly. Nonetheless, broad
definitions are not sufficient to ensure taxability in the face of a taxpayer determined not to charge
sales tax.

One promising approach to enumerating taxable services is to piggyback on standardized lists and
definitions developed for other purposes. The North American Industry Classification System
(successor to the well-known SIC system) and the North American Product Classification System
(under development) could be referenced for sales taxation purposes.” South Dakota’s sales tax
statute already references SIC definitions, for example. In addition to taking advantage of careful
definitional work, using NAICs or NAPCS to establish the state sales tax base could make it easier
to gauge the revenue impact of taxing services; state-by-state data on the dollar volume of sales of
services are already categorized by NAICS and will be further categorized by NAPCS beginning with

the upcoming release of data from the 2007 economic census.

> Information about NAICS is available at WWW.census.gov/eos /www,/ naics/. Information about NAPCS is available
ar WWw.Census.gov/eos /wrerw/napcs /napes.htm.
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Table 1: Estimated State Sales Tax Revenue Yield from Taxing All “Feasibly-Taxable”* Services

($ millions)

Share of Estimated Maximum Revenue from

2007 Nt Purchases of Jan. 12007 Revenue from FY07 State  Services as

Personal “Feasibly-taxable” State Sales Taxing General Sales  Percent of Current

Income Services Tax Rate Services Tax Revenue Revenue

Q) @ 3 4 (5) ©)

United States 100.00% 1,621,600 5.387% 87,358 239,560 36%
Alabama 1.29% 20,906 4.000% 836 2,349 36%
Arizona 1.79% 29,075 5.600% 1,628 5,640 29%
Arkansas 0.73% 11,906 6.000% 714 2,904 25%
California 13.07% 211,964 6.250% 13,248 32,669 41%
Colorado 1.71% 27,804 2.900% 806 2,219 36%
Connecticut 1.65% 26,744 6.000% 1,605 3,030 53%
D. of Columbia 0.32% 5,120 5.750% 294 960 31%
Florida 6.01% 97,452 6.000% 5,847 21,749 27%
Georgia 2.74% 44,465 4.000% 1,779 6,382 28%
Hawaii 0.43% 6,987 4.000% 279 2,446 11%
i{daho 0.41% 6,632 6.000% 398 1,278 31%
lllinois 4.52% 73,315 6.250% 4,582 7.817 59%
Indiana 1.81% 29,332 6.000% 1,760 5,424 32%
fowa 0.90% 14,519 5.000% 726 1,833 40%
Kansas 0.87% 14,139 5.300% 749 2,242 33%
Kentucky 1.12% 18,200 6.000% 1,092 3,229 34%
Louisiana 1.32% 21,395 4.000% 856 3,481 25%
Maine 0.38% 6,232 5.000% 312 1,055 30%
Maryland 2.24% 36,394 5.000% 1,820 4,248 43%
Massachusetts 2.72% 44,169 5.000% 2,208 4,233 52%
Michigan 2.97% 48,217 6.000% 2,893 7,983 36%
Minnesota 1.83% 29,691 6.500% 1,930 5,003 39%
Mississippi 0.72% 11,620 7.000% 813 3,162 26%
Missouri 1.72% 27,828 4.225% 1,176 3,273 36%
Nebraska 0.55% 8,971 5.500% 493 1,484 33%
Nevada 0.87% 14,189 6.500% 922 3,213 29%
New Jersey 3.68% 59,714 7.000% 4,180 8,346 50%
New Mexico 0.52% 8,407 5.000% 420 1,979 21%
New York 7.74% 125,557 4.000% 5,022 10,194 49%
North Carolina 2.62% 42,514 4.250% 1,807 5,202 35%
North Dakota 0.20% 3,208 5.000% 160 564 28%
Ohio 3.40% 55,141 5.500% 3,033 7,781 39%
Oklahoma 1.09% 17.600 4.500% 792 1,964 40%
Pennsylvania 4.14% 67,154 6.000% 4,029 8,662 47%
Rhode Island 0.36% 5,846 7.000% 409 876 47%
South Carolina 1.18% 19,096 5.000% 955 3,256 29%
South Dakota 0.24% 3,966 4.000% 159 767 21%
Tennessee 1.77% 28,622 7.000% 2,004 6,764 30%
Texas 7.60% 123,239 6.250% 7,702 23,760 32%
Utah 0.68% 11,097 4.750% 527 1,954 27%
Vermont 0.20% 3,243 6.000% 195 530 37%
Virginia 2.76% 44775 4.000% 1,791 3,539 51%
Washington 2.28% 37,039 6.500% 2,408 7,951 30%
West Virginia 0.46% 7412 6.000% 445 1,303 34%
Wisconsin 1.75% 28,306 5.000% 1,415 4,159 34%
Wyoming 0.21% 3,431 4.000% 137 698 20%

* “Feasibly-taxable” services consist of all services consumed by households except: housing, heaith care, education, transit, legal,
funeral, and certain banking and insurance services. See text for description of data sources.
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State and Local Government Sales Tax Revenue Losses
from Electronic Commerce

EXECUTIVE SUMMARY

The development of new technologies and digital processes has had a
profound effect on the U.S economy as e-commerce sales have grown from
$995.0 billion in 1999 to $2,385 billion by 2006. The rapid growth in e-commerce
affects state and local economies in several important ways. First, state and local
governments continue to lose sales and use tax revenues because of the inability
to collect taxes that are due. Second, firms change their best business practices
to avoid creating a collection responsibility in certain states. Firms choose to
locate their selling or warehousing activities to avoid creating nexus rather than
locating where they can operate most efficiently. Also, local vendors face a
competitive disadvantage to e-commerce competitors as consumers browse in
shops on Main Street but then make their purchases online to evade the tax.
Finally, there may be distributional consequences if lower-income consumers are
more likely to make purchases in local stores where the tax is collected.

We estimate state and local sales tax losses arising from e-commerce for
46 states and the District of Columbia using both a baseline forecast and an
optimistic forecast for e-commerce growth. B2B (business-to-business) sales
account for approximately 93 percent of total e-commerce. In the baseline case,
we estimate that annual national state and local sales tax losses on e-commerce
will grow to $11.4 billion by 2012 for a six-year total loss of $52 billion. The more
optimistic growth case estimates losses to reach $12.65 billion by 2012 and an
aggregate loss of $56.3 billion.

We view our estimates as lower bounds on the expected sales tax
revenue losses. First, we use a conservative methodology for forecasting e-
commerce. Second, we did not seek to account for the additional losses
associated with non-registered vendors operating in the states. Third, we
assume that the taxability of e-commerce transactions is the same as for overall
commerce, even though we suspect that the ability to evade the tax should shift
the mix of e-commerce more towards taxable sales.

Changing the law to require remote vendors to collect sales and use taxes
would recover a significant portion of the estimated losses, although we
acknowledge that some noncompliance would remain  More importantly, our
estimates are revenue losses associated with e-commerce and not all remote
sales, and yet the proposed legislation covers other types of remote commerce,
such as mail order, telephone orders, and deliveries made across state lines by
unregistered businesses. Estimating the sales tax revenue losses associated
with all remote commerce is beyond the scope of this study, but we believe the
revenue implications are much larger than for e-commerce alone. For example,



applying the methodology we used to estimate e-commerce losses, we estimate
losses relating only to the B2C (business-to-consumer) component of mail orders
sales to be $6.8 billion by 2012. As a result, total revenue gains from requiring
various forms of remote vendors to collect sales and use tax will be significantly
larger than what we estimate in this report for e-commerce.
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Table 3: Total State and Local Sales and Use Taxes Due on
E-Commerce ($millions)

Baseline Scenario

2007 2008 2009 2010 2011 2012 Total

Alabama 429.7 458.2 4123 511.2 601.1 675.7 3,088.2
Alaska 3.8 4.0 38 4.5 53 6.0 27.3
Arizona 928.2 989.8 890.5 1,104.3 1,298.5 1,459.5 6,670.8
Arkansas 285.5 304.4 2739 339.7 3994 448.9 2,051.7
California 4,898.3 52233 4,699.5 5,827.8 6,852.3 7,702.0  35,203.2
Colorado 438.0 467.0 420.2 521.1 612.7 688.6 3,147.5
Connecticut 161.3 172.0 154.7 1919 2256 253.6 1,159.0
District of Columbia 90.1 96.0 86.4 107.2 126.0 141.6 647.3
Florida 2,056.0 2,192.4 1,972.5 2,446.1 2,876.1 32327 14,7757
Georgia 1,043.5 1,112.8 1,001.2 12415 1,459.8 1,640.8 7,499.6
Hawaii 149.5 159.4 1434 177.9 209.2 235.1 1,074.5
{daho 117.1 124.9 112.4 139.3 163.8 184.2 841.7
lllinois 1,299.9 1,388.1 1,247 1 1,546.5 1,818.4 2,043.9 9,341.8
Indiana 497.2 530.2 477.0 591.5 695.5 781.8 3,673.3
lowa 223.0 237.8 214.0 265.3 312.0 360.7 1,602.7
Kansas 380.0 405.2 364.6 452.1 531.6 597.5 2,731.2
Kentucky 291.5 310.9 279.7 346.9 407.8 458.4 2,095.3
Louisiana 989.1 1,054.7 948.9 1,176.8 1,383.6 1,555.2 7,108.4
Maine 80.6 859 773 959 1127 126.7 579.1
Maryland 467.3 498.3 448.3 556.0 653.7 7347 3,358.3
Massachusetts 331.7 353.7 318.3 394.7 464.0 521.6 2,384.0
Michigan 360.0 383.9 3454 428.3 503.6 566.1 2,587.3
Minnesota 590.1 629.3 566.2 702.1 825.5 927.9 42411
Mississippl 338.4 360.9 3247 402.7 473.4 532.2 2,432.3
Missouri 534.9 5704 513.2 636.4 748.3 841.1 3,844 4
Nebraska 153.9 164.1 147.6 183.1 2153 242.0 1,105.9
Nevada 431.3 460.0 413.8 513.2 603.4 678.2 3,099.9
New Jersey 513.4 547.5 492.6 610.9 718.3 807.3 3,690.0
New Mexico 304.0 324 1 29186 361.6 4252 4779 2,184.4
New York 2,334.3 2,489.1 2,239.5 2,777.2 3,265.4 3,670.3 16,775.8
North Carolina 545.7 581.9 523.6 649.3 763.4 858.1 3,921.9
North Dakota 39.9 426 38.3 47.5 55.9 62.8 287.1
Ohio 783.0 834.9 751.2 9316 1,095.3 1,231.2 5,627.2
Oklahoma 354.6 378.2 340.2 421.9 496.1 557.8 2,548.7
Pennsylvania 871.2 929.0 835.8 1,036.5 1,218.7 1,369.9 6,261.2
Rhode Island 72.0 76.7 69.0 85.6 100.7 113.1 5171
South Carolina 315.0 335.9 302.2 3747 440.6 4952 2,263.5
South Dakota 722 77.0 69.3 85.9 101.0 113.5 519.0
Tennessee 1,047.7 1,117.2 1,005.1 1,246.5 1,465.6 1,647.3 7,529.3
Texas 2,230.4 2,378.3 2,139.8 2,653.6 3,120.0 3,506.9 16,029.1
Utah 224.8 239.7 2157 267.4 314.5 353.4 16155
Vermont 60.7 64.7 582 72.2 849 95.4 436.1
Virginia 528.1 563.1 506.7 628.3 738.8 830.4 3,7954
Washington 753.3 803.2 722.7 896.2 1,053.7 1,184.4 54136
West Virginia 126.0 134.3 120.9 149.9 176.2 198.1 9054
Wisconsin 360.1 384.0 3455 428.5 503.8 566.2 2,588.1
Wyoming 70.5 75.2 67.7 83.9 98.7 110.9 506.9
TOTAL 29,176.8 31,112.6 279923 34,7132 40,8152 45876.6 209686.7
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Table 4: Total State and Local Sales and Use Tax Collections on
E-Commerce Sales ($millions)

Baseline Scenario

2007 2008 2009 2010 2011 2012 Total
Alabama 321.4 342.7 308.3 382.3 449 6 505.3 2,3096
Alaska 2.8 3.0 2.7 3.4 40 45 204
Arizona 693.0 739.0 664.9 8245 969.5 1,089.7 4,980.5
Arkansas 213.1 2272 204.4 2535 298.1 335.0 1,531.2
California 3,687.1 3,931.7 3,537.4 4,388.7 5,157.9 5,7975 26,498.4
Colorado 328.1 349.9 3148 390.4 459.0 515.9 2,358.0
Connecticut 120.7 128.7 115.8 143.6 168.9 189.8 8675
District of Columbia 67.5 71.9 64.7 80.3 94 .4 106.1 484.8
Florida 1,544.8 1,647.3 1,482.0 1,837.9 2,161.0 24289 11,101.8
Georgia 782.6 834.5 750.8 931.1 1,094.8 1,230.5 56244
Hawaii 111.4 118.7 108.8 132.5 155.8 175.1 800.3
Idaho 87.6 93.5 841 104.3 122.6 137.8 62938
Ilinois 977.5 1,042 4 937.8 1,163.0 1,367 .4 1,537.0 7,025.2
Indiana 373.0 397.7 357.8 443.8 521.8 586.5 2,680.5
lowa 166.8 177.7 159.9 198.2 2331 262.0 11975
Kansas 289.1 308.3 277.4 344.0 404 .5 4546 20779
Kentucky 2218 238.3 212.6 263.7 310.0 348.5 1,592.7
Louisiana 737.3 786.2 707 .4 877.2 1,031.4 1,159.3 5,298.9
Maine 60.2 64.2 57.7 71.8 84.2 94.8 4326
Maryland 350.2 373.4 336.0 416.8 489.9 550.6 2,516.7
Massachusetts 248.2 264.7 238.2 295.3 347.3 390.3 1,784.0
Michigan 270.0 2879 259.1 321.3 377.7 4248 1,940.68
Minnesota 440.5 469.7 4228 524.1 618.2 692.8 3,185.7
Mississippi 252.7 269.4 242 4 300.8 353.4 397.3 1,815.8
Missouri 400.9 427.5 3848 477.0 560.9 630.4 2,881.4
Nebraska 114.9 122.5 110.2 138.7 160.7 180.6 825.8
Nevada 323.9 345.4 310.8 385.4 453.1 509.3 2,327.8
New Jersey 384.7 410.2 369.1 457.7 538.1 604.8 2,7645
New Mexico 2273 242 4 218.1 270.5 318.0 3575 1,633.9
New York 1,783.8 1,902.2 1,711.4 2,122.3 2,495.4 2,804.9 12,820.1
North Carolina 409.8 438.9 393.1 487.5 573.2 644.3 2,944 8
North Dakota 30.2 32.2 29.0 35.9 42.2 47.5 217.0
Ohio 587.2 628.1 563.3 698.8 821.4 923.2 4,219.7
Oklahoma 265.1 282.7 2543 3154 370.8 416.8 1,905.2
Pennsylvania 651.2 694.4 624 .8 774.8 911.0 1,024.0 4,680.3
Rhode Isiand 583.5 57.0 51.3 63.68 748 84.1 384 .4
South Carolina 235.7 251.4 226.2 280.5 329.8 370.7 1,694.3
South Dakota 53.3 56.8 51.1 63.4 74.5 83.8 3829
Tennessee 786.4 838.6 7545 935.8 1,100.1 1,238.5 5,651.6
Texas 1,676.8 1,788.1 1,608.7 1,995.0 2,345.7 2,638.5 12,050.8
Utah 168.5 179.7 161.7 200.5 2358 265.0 1.211.2
Vermont 447 47.7 429 53.2 62.5 70.3 321.3
Virginia 396.5 422.8 380.4 471.7 554.6 623.4 2,849.3
Washington 574.0 612.0 550.7 682.9 802.9 902.5 41249
West Virginia 93.8 100.0 90.0 111.6 131.2 147.5 674.0
Wisconsin 269.7 2876 258.8 320.9 3773 424.1 1,938.4
Wyoming 52.3 55.8 50.2 62.3 732 82.3 376.1
TOTAL 21,931.2 23,386.3 21,040.8 26,092.7 30,679.5 344839 1576144
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Table 5: Total State and Local Sales and Use Tax Revenue Losses from
E-Commerce Sales ($millions)

Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
District of Columbia
Florida
Georgia
Hawaii

Idaho

llinois
Indiana

lowa

Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Nebraska
Nevada

New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas

Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming
TOTAL

Baseline Scenario

2007 2008 2009 2010 2011 2012 Total
108.3 115.5 103.9 128.9 151.8 170.4 778.6
1.0 1.0 0.9 1.1 1.3 1.5 6.8
235.2 250.8 225.6 279.8 329.0 369.8 1,690.3
72.4 772 69.5 86.2 101.3 113.9 520.4
11,2112 12916 1,1621 1,4411 1,694.4 1,904.5 8,704.8
109.9 1171 105.4 130.7 153.7 172.7 789.5
40.6 432 38.9 48.3 56.7 63.8 2915
22.6 241 217 26.9 31.6 35.5 162.5
511.2 545.1 490.4 608.2 7151 803.8 3,673.9
260.9 278.2 250.3 3104 365.0 410.3 1,875.2
38.2 40.7 36.8 454 53.4 60.0 274.2
29.5 31.4 28.3 35.1 41.2 46.4 211.9
322.3 343.7 309.3 3835 450.9 506.8 2,316.6
124.2 132.5 119.2 147.8 173.8 195.3 892.8
56.4 60.1 54.1 67.1 78.9 88.7 405.3
90.9 96.9 87.2 108.1 1271 142.9 653.2
69.9 746 67.1 83.2 97.8 109.9 502.5
251.8 268.5 2416 299.6 352.2 395.9 1,809.5
20.4 217 19.6 24.3 285 32.1 146.6
117.1 124.9 1124 139.3 163.8 184.1 841.6
83.5 89.0 80.1 99.3 116.8 131.3 600.0
90.0 96.0 86.3 107.1 125.9 141.5 646.7
149.6 159.6 143.6 178.0 209.3 235.3 1,075.3
85.8 91.5 82.3 102.1 120.0 134.9 616.5
134.0 142.9 128.6 159.4 187.5 210.7 963.0
39.0 4186 37.4 46.4 54.8 61.3 2804
107.4 114.6 103.1 127.8 150.3 168.9 7721
128.8 137.3 123.5 153.2 180.1 202.5 925.5
76.8 81.7 73.5 91.1 107.2 120.5 550.5
550.4 586.9 528.1 654.9 770.0 865.5 3,955.7
136.0 145.0 130.4 161.8 190.2 213.8 9771
9.8 10.4 9.4 11.8 13.8 15.3 70.1
195.8 208.8 187.9 233.0 274.0 307.9 1,407.5
89.5 95.5 85.9 108.5 125.3 140.8 643.5
220.0 2346 211.0 261.7 307.7 3459 1,580.9
18.5 19.7 17.7 220 258 29.0 132.7
79.2 84.5 76.0 94.2 110.8 124.5 569.3
18.9 202 18.2 22.5 26.5 29.8 136.1
261.3 2786 250.7 310.9 365.5 410.8 1,877.7
553.6 590.3 531.1 658.6 774.4 870.4 3,978.3
56.3 60.0 54.0 66.9 78.7 88.5 404.3
16.0 17.0 15.3 19.0 22.3 25.1 114.8
131.6 140.4 126.3 156.6 184.1 207.0 946.0
179.3 191.2 172.0 213.3 250.8 281.9 1,288.7
32.2 343 30.9 38.3 45.0 50.6 231.4
90.4 96.4 86.7 107.6 126.5 142.1 649.7
18.2 19.4 17.5 21.6 25.4 28.6 130.7
72456 77263 69514 86204 101358 1 1,392.7 520722
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Table 6: Total State and Local Sales and Use Tax Revenue Losses from
E-Commerce Sales as a Percentage of 2007 Sales and Use Tax Collections

Baseline Scenario
2007 2008 2009 2010 2011 2012

Alabama 2,67 2.84 2.56 3.17 373 4.19
Alaska 0.56 0.59 0.53 0.66 0.78 0.87
Arizona 3.00 3.20 2.88 3.57 4.19 4.71
Arkansas 1.92 2.05 1.84 2.29 2.69 3.02
California 2.96 3.16 2.84 3.52 4.14 4.65
Colorado 225 2.39 2.15 2,67 3.14 3.53
Connecticut 1.34 143 1.28 1.59 1.87 2.10
District of Columbia 277 2.95 2.65 3.29 3.87 4.35
Florida 222 2.37 213 2,65 3.11 3.50
Georgia 2.50 2.67 2,40 297 3.50 3.93
Hawaii 1.56 1.66 1.50 1.86 2.18 2.45
Idaho 231 2.46 2.21 2,75 3.23 3.63
Winois 3.53 376 3.39 4.20 4.94 5.55
Indiana 2.29 244 2.20 273 3.20 3.60
lowa 2.44 2.60 2.34 2.90 3.41 3.83
Kansas 3.05 3.25 293 3.63 4.27 479
Kentucky 2.16 2.30 2.07 2.57 3.02 3.39
Louisiana 3.76 4.01 3.60 4.47 5.26 5.91
Maine 1.93 2.06 1.85 2.30 270 3.04
Maryiand 2.30 2.45 2.20 2.73 3.21 3.61
Massachusetts 1.97 2.10 1.89 2,35 2,76 3.10
Michigan 1.13 1.20 1.08 1.34 1.58 1.77
Minnesota 295 3.14 2,83 3.50 412 4.63
Mississippi 2.7 2.89 2,60 323 379 4.26
Missouri 2.57 2.74 2.47 3.06 3.60 4.05
Nebraska 225 2.40 2.16 2.67 3.14 3.53
Nevada 3.19 3.40 3.08 3.79 4.46 5.01
New Jersay 1.54 1.65 1.48 1.84 2.16 2.43
New Mexico 273 2.91 262 3.25 3.82 4.29
New York 2,79 2.97 2.68 3.32 3.90 4.39
North Carolina 1.83 1.95 1.75 217 2.56 2.87
North Dakota 1.45 1.54 1.39 1.72 2.03 2.28
Ohio 2,12 2.26 2.03 2.52 2.96 3.33
Oklahoma 2.59 2,78 2.48 3.08 3.62 407
Pennsyltvania 2.48 2.64 2.38 2.95 3.47 3.90
Rhode Island 2.1 2.25 2.02 2.51 2.95 3.32
South Carolina 2,37 2.53 2.28 2,82 3.32 3.73
South Dakota 1.84 1.98 1.76 2.18 2.57 2.89
Tennessee 3.04 3.24 2.91 3.61 4,25 4,78
Texas 1.89 2.02 1.81 225 264 2.97
Utah 2.29 244 2.19 272 3.20 3.60
Vermont 2.56 273 2,45 3.04 3.58 4.02
Virginia 2.38 2.54 2.28 2.83 3.33 3.74
Washington 1.92 2.05 1.84 2.28 268 3.02
West Virginia 2.47 2.64 237 2.94 3.46 3.89
Wisconsin 2.04 2.18 1.96 2.43 2.86 3.21
Wyoming 2.03 2.16 1.94 2.41 2.83 3.19
TOTAL 2.43 2.60 2,33 2.90 3.40 3.83

Note: 2007 Collections are actually the adjusted 2007 state base muitiplied by the sum of the state
and local sales and use tax rates. The lone exception is Alaska, for which actual 2007 collections are used.
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NEWYORK'S “AMAZON LAW”: AN IMPORTANT TOOL FOR COLLECTING
TAXES OWED ON INTERNET PURCHASES

By Michael Mazerov
Summary

The inability to collect all sales taxes that are legally due on purchases made over the Internet
costs states billions of dollars a year in lost revenue. In 2008, New York State enacted an innovative
law that helps to address this problem. Rhode Island adopted a similar measure this year. All states
with sales taxes should give serious consideration to doing so as well.

New York and Rhode Island’s new laws are directed toward online retailers that are located
outside the state and do not collect the sales tax that is due on sales to in-state customers. The laws
rely on the fact that many such out-of-state retailers enlist independent in-state websites known as
“affiliates” to promote sales. Affiliates place links on their websites to the retailer’s site and receive a
commission when someone follows the link and buys something from the retailer. The states
determined that this relationship with affiliates satisfies the requirement set down by the U.S.
Supreme Court that states can requite sales tax collections only from retailers with in-state property,
employees, or independent sales representatives. A New York court has already upheld the law, and
the Tennessee attorney general has issued a formal opinion that a version introduced there was
constitutional.

New York’s measure — an amendment to the state’s sales tax code — has been dubbed the
“Amazon law” because Amazon.com is the nation’s largest Internet retailer and until passage of
New York’s law did not collect sales taxes from any New York customers. In addition to Amazon,
scores of other online retailers are potentially affected. New York’s law is already raising tens of
millions of dollars a year — enough to pay the salaries of hundreds of schoolteachers, firefighters
and police officers.

Legislators in at least seven other states introduced similar bills this year. The California and
Hawaii legislatures approved them but did not override their governors’ vetoes. A similar bill is still
pending in North Carolina, and press reports indicate the legislature is likely to approve it.

Sales taxes are already legally due on Internet sales if the item is taxable in a local store. The
consumer is supposed to pay the tax directly to the state, but by far the most effective way to obtain
the revenue is to require the seller to charge the tax. Because the measure enacted in New York and



Rhode Island extends such responsibility to the large number of Internet merchants with affiliate
programs, it represents a valuable tool to begin to chip away at the problem of untaxed Internet
sales. The law:

« Mitigates states’ loss of much-needed revenue;

* Reduces the competitive disadvantage faced by local merchants and those Internet sellers (like
Amazon competitors Barnes & Noble and Best Buy) that do collect sales taxes; and

« Reduces the disproportionate impact of sales taxes on low-income persons arising from their
frequent inability to buy online and thus avoid the taxes.

Because most of the largest Internet retailers operate affiliate programs, a significant portion of
the revenue loss arising from untaxed Internet sales could be avoided if numerous states enacted and
enforced similar laws. Those online retailers that choose to drop their in-state affiliates rather than
collect taxes seem likely to lose market share to local merchants and to online sellers that do collect
taxes. [fa significant number of the largest states enact these laws, it seems likely that many Internet
retailers will eventually reinstate their affiliate programs and begin collecting the sales tax.

Not every Internet retailer operates an affiliate program, so emulating New York’s law is only a
partial response to the Internet sales tax problem. A comprehensive solution will require a federal
law empowering states and localities that have simplified and harmonized their sales taxes to require
all large remote sellers to collect sales taxes, whether or not they are physically present in their
customers’ states. Bills to do this have been introduced in Congress for many years, but they have
not advanced.! In the meantime, the action taken by New York and Rhode Island is an important
strategy for states to adopt on their own behalf,

Failure to Tax Internet Sales Is Harmful and Inequitable

The current state of affairs, where some Internet retailers collect sales tax and some do not, has
prevailed for far too long. The failure to collect taxes owed on Internet sales costs states and local
governments billions of dollars a year in lost revenue, making it harder to fund critical public
services like education and health care.® Tt forces lower-income households to shoulder an unfairly
large share of sales tax obligations as more affluent consumers avoid sales taxes by shopping online.’

! The most recent such bill was H.R. 3396, introduced in 2007. Reintroduction of similar legislation is expected in the
current session of Congress in the next few months.

2 A recent study by economists at the University of Tennessee estimated that state and local governments lost a
minimum of $7.2 billion in uncollected sales taxes on e-commerce in 2007, and that this will rise to $11.4 billion by 2012,
See: Donald Bruce, William F. Fox, and LeAnn Luna, “State and Local Government Sales Tax Revenue Losses from
Electronic Commerce,” April 13, 2009;

www.streamlinedsalestax.org/Execitive%20Committee /Previous meetings/4 13 09/SSTP%20e-
commerce”0202009%20REV041309.pdf. These estimates do not include lost revenue from catalog, TV home
shopping, and other forms of interstate or “remote” sales.

> The most recent data available from the U.S. Census Bureau indicate that in 2005, only 33 percent of people with
incomes in the lowest 20 percent of the income distribution used the Internet for any purpose (including shopping),
compared to 80 percent of people in the highest-income 20 percent.
Www.census.gov/population/socdemo/computer/2007 /tab04.xls.
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It also undermines local businesses. Remote sellers geta 5 percent to 10 percent price advantage
over “Main Street” businesses when they do not charge sales tax. Given the inherently narrow
profit margins in retailing, the loss of sales to remote sellers resulting from this price advantage can
make it much harder for some local businesses to survive.*

Adding to the inequity of the current situation is the fact that remote sellers benefit extensively
from the public services their customers’ home states provide. States and localities play a critical
role in providing the range of safeguards and services that permit interstate commerce to flourish.
For example, they furnish the roads that enable goods to travel between remote sellers and their
customers, as well as the police and fire protection for the goods in transit. Buyers and sellers
thousands of miles apart are willing to do business because they know that consumer protection
agencies and courts of the purchaser’s state can adjudicate disputes over product quality and
payment obligations.

Perhaps unsurprisingly, not every online retailer shares this view. The CEO of Overstock.com, an
outspoken opponent of the new law, claims it would be “patently unfair” to have to collect
California sales taxes under a proposed law in that state because “[Wle don't impose the same
burdens on local state infrastructure that locally based business do.”® Yet Overstock.com does, in
fact, benefit from California tax-funded services — as one example, it is using the tax-funded

salifornia court system to pursue a litigation campaign against hedge funds and brokerage firms it

alleges are attempting to drive down the value of jts stock.®

It can be argued that booksellers in particular benefit heavily from the public services their
customers’ states provide: tax-supported public schools are where most Americans learn to read. In
light of the benefits remote sellers receive from public services in their customers’ states, at least
large remote sellers should collect sales tax from their customers on behalf of the states. And if
there is a legal means of achieving this, states are justified in pursuing it.

How New York's Law Works

The New York law requires many Internet retailers operating “affiliate programs” in the state to
charge sales tax on the retailer’s sales to New York residents. These affiliates — which can be local
bloggers, newspapers, nonprofit organizations, and other types of businesses — post on their
websites links to online retailers and receive a commission when purchases are made through those

* Numerous studies have confirmed that the possibility of avoiding sales taxes motivates some people to make purchases
from online sellers. See, for example, Glenn Ellison and Sara Fisher Ellison, “Tax Sensitivity and Home State
Preferences in Internet Purchasing,” August 2008 (unpublished, http://econ-www.mit.edu/files /3201).

5 “Overstock.com Drops Internet Affiliate Advertisers in California, Hawaii, North Carolina, and Rhode Island,”
Overstock.com press release, July 1, 2009. Overstock.com CEO Patrick Byrne also stated: “[Ploliticians have to
remember that a tax is the price that government charges for a service, and when they raise their prices, we’re going to
buy less of their services.” “Buy” implies payment, but Overstock.com pays these states nothing for the services it
recetves; it does not have to pay a corporate income tax in states in which it has customers because of federal Public Law
86-272, nor does it collect sales and use taxes on behalf of such states.

© Overstock.com, Inc. et al. v. Gradient Analytics, Ine. er. af, California Court of Appeal Case A113397. Overstock.com, Ine. et al
v. Morgan Stanley & Co., Incorporated et al,, Superior Court of California, County of San Francisco, Case Number: CGC-07-
460147.



connections. New York’s law requires retailers making more than $10,000 in annual sales in the
state through New York affiliates to charge New York sales tax on // sales in the state, not just
those resulting from the affiliate program. The retailer can avoid this obligation, however, if it can
demonstrate that its New York-based affiliates do nothing to encourage such sales other than place a
link to the retailer on their websites.

The law is a response to the difficulty states have in compelling many out-of-state Internet (and
catalog) retailers to collect and remit their sales taxes. Two U.S. Supreme Court decisions have held
that states can impose such an obligation only on a retailer with some type of “physical presence” in
the state.” While that would seem to bar states from requiring retailers with no presence in the state
to collect sales taxes, two other Supreme Court decisions cleatly establish that an out-of-state seller
#s deemed to have a physical presence in a state if it uses in-state third parties to help “establish and
maintain a market” for its goods within the state.® New York’s law is grounded in these latter
decisions.

Many retailers are complying with New York’s law. Among them is Amazon.com, but Amazon
also has challenged the law in court. The initial trial court upheld the constitutionality of the law in
January 2009; Amazon has appealed.

The Law Helps States Collect Taxes Already Due

Though states lack the legal authority to require se/fers who do not have a physical presence in the
state to charge sales tax, every state requires prrchasers to remit the tax directly to their state
department of revenue. (Technically, the tax is an equivalent “use tax” rather than a sales tax.) A
state use tax is always due on an item purchased from an out-of-state Internet or catalog merchant if
state sales tax is due on the same item when purchased in a local store.

However, very few consumers fulfill this obligation to self-remit use taxes, and states cannot
collect this revenue from individual households cost-effectively unless they can compel the seller to
collect it from the purchaser at the time of sale. Courts have long recognized the legitimacy and
practical necessity of imposing the collection obligation on sellers if they have a connection or
“nexus” with the state. That is what the new law does. It does not impose a new tax. Rather, it
simply helps states collect taxes that are already legally due.

7 The more recent of the two decisions is Quill Corporation vs. North Dakota, 1992,

? Seripto (1960) and Tyler Pipe (1987) establish, respectively, that in-state solicitation of sales by independent contractors
and other in-state activities conducted by third parties that are “significantly associated with the [out-of-state] taxpayer’s
ability to establish and maintain a market in this state for fits] sales” create a rax collection or payment obligation for the
out-of-state company. Both decisions were explicitly cited in the 1992 Qw// decision as examples of the “physical
presence” required under the Commerce Clause of the Constitution to obligate an out-of-state company to collect a use
tax on behalf of its customers’ states. For example, the Court wrote: “Like other bright-line tests, the [physical presence]
rule appears artificial at its edges; whether or not a State may compel a vendor to collect a sales or use tax may turn on

the presence in the raxing State of a small sales force, plant, or office. Cf.. ... Seripto, Ine. ~. Carson. ..

7 At least 22 states now include a line on the state personal income tax form to permit the simultaneous payment of the
income tax and use taxes.



For large Internet retailers, at least, a nationwide responsibility to collect and remit sales taxes is
not unreasonably burdensome. Many large online merchants already collect sales taxes on behalf of
nearly all states; indeed, Amazon calculates and collects sales tax in every state except Vermont on
behalf of Target, which sells on Amazon’s website." Several companies sell software that
substantially automates the process, and other companies enable retailers to outsource the collection

process — just as many Internet retailers outsource operation of their affiliate programs."!

Courts Likely to Uphold Law, and States Face Little Risk if They Do Not

Considerable evidence suggests that courts will continue to uphold these affiliate nexus laws as a
legal solution to part of the Internet sales tax problem:

+ It has long been established that states can require out-of-state sellers to collect sales taxes if
they use independent in-state representatives paid on commission to solicit business."> While
the courts will have to decide whether New York’s law as applied is consistent with these
decisions — and there is certainly room for debate — the initial trial court decision in New
York dismissed Amazon’s claim that the law is inherently unconstitutional.

+ The New York Department of Taxation and Finance is interpreting and enforcing the law in a
nartow way that makes it even more likely that higher courts will uphold it. New York is #or
taking the position that the mere presence of 2 member of an affiliate program in the state
obligates the out-of-state retailer to collect and remit New York sales taxes. Rather, the New
York affiliates must engage in additional in-state activities aimed at encouraging their readers to
buy through the affiliates’ links to the retailer (such as targeted mailings)."”

« The attorney general of Tennessee issued a formal letter opining that Tennessee’s proposed
(but ultimately not enacted) version of the New York’s law, H.B. 1947, was constitutional.™*

+ Pinally, two prominent legal scholars have written that courts seem likely to uphold the law as
constitutional as applied to at least some factual circumstances. Walter Hellerstein and John

1 http:/ /www.amazon.com/gp/help /customer display. hrmPie:UTFS&nodeId:%SS12&qid:124586515()&sr:l-1.

' Examples of some of these companies may be found at
hitp:/ /www streamlinedsalestax.org/certified%s20service%20provider. htm.

12 See Note 8.

" See: New York State Department of Taxation and Finance, Office of Tax Policy Analysis, Taxpayer Guidance
Division, “New Presumption Applicable to Definition of Sales Tax Vendor,” May 8, 2008, and “Additional Information
on How Sellers May Rebur the New Presumption Applicable to the Definition of Sales Tax Vendor as Described in
TSB-M-08(3)S,” June 30, 2008.

" Opinion No. 09-101, May 28, 2009.



Swain wrote that there are “plausible factual scenarios under which substantial nexus will exist”
in the states in which Internet retailers operate affiliate programs. "

The fact that Amazon.com, the nation’s largest Internet retailer, decided to comply with New
York’s law is further evidence of its likely legality. So are the decisions of some retailers to end their
affiliate programs in New York, Rhode Island, and other states rather than flout the law (see below).

Even were a state court or the U.S. Supreme Court to overturn a state’s law, it is unlikely the state
would have to refund any revenue collected in the interim. The decision would only address the
issue of whether the companies were obligated to collect the tax. Since any tax that had been
collected was, in fact, legally payable by consumers, it is unlikely that courts would order refunds. In
fact, in its New York litigation, Amazon.com is not seeking a refund of the taxes it is collecting in
the state.

If Widely Adopted, Law Could Close Significant Part of Internet Sales Tax Gap

Should a large number of states enact and achieve broad compliance with laws dealing with in-
state affiliates of Internet retailers, the sales tax revenues collected could make a meaningful dent in
the Internet sales tax gap. Affiliate programs are a widespread and critical mechanism by which
Internet merchants promote sales. At least 210 of the 250 largest Internet retailers operate affiliate
programs.'® Many of these retailers at present collect sales tax in only a handful of states, Amazon
reported having 500,000 affiliates in its “Associates” program in 2000"" and likely has many more
today; accordingly, it likely has many affiliates in every state levying a sales tax.

" Hellerstein and Swain g0 on to predict that if 2 court were to overturn the Amazon law, it would likely do so because
of the burden of proof the law places on Internet retailers to demonstrate that their affiliates are not engaged in
additional in-state activities beyond placing links on their websites (in which case the law would not apply to them), not
because the court determined that the New York affiliate did not effectively constitute physical presence of the retailer in
the state.

Notwithstanding their assessment that courts are likely to uphold the legality of the Amazon law as applied in at least
some circumstances, Hellerstein and Swain appear to believe personally that the mere presence of an affiliate in a state
should not create nexus for the retailer:

Because we doubt that an out-of-state vendor has substantial nexus in New York from posting advertisements on a
New York resident’s property, resulting in $10,000 of sales to New York customers, we doubt that the digital
analogue to such an arrangement show/d create nexus, {Emphasis added ]

As noted in the body of the report, however, New York is not taking the position that the mere presence of the affiliates
in the state creates a “substantial nexus” for the retailer. Hellerstein and Swain do not say whether or not they believe
that New York’s application of the law (as set forth in the two statements of formal guidance it has issued) is
constitutional.

See: Walter Hellerstein and John A. Swain, “Challenge to New York Statute Establishing Presumption of Nexus with
Online Retailers Who Pay Commissions to State Residents Who Post Links on Their Web Sites,” Thomson Reuters
State and Local Tax Commentary, March 2009; http: rig.thomsonreurers.com/taxresearch statelocal/Hellerstein pdf

1 Internet Retailer Top 500 Guide, 2008 Edition.

17 “ Amazon.com Associates Program Celebrates 500,000 Member Milestone with New-Customer Referral Bonuses,”
AAmazon.com press release, August 3, 2000. Amazon did not disclose how many of those Associates were located in the
United States.



New York tax officials believe that approximately 30 retailers have begun collecting its sales tax
because of the new law. The state estimates that these retailers generated $25 million in new state
sales tax collections in fiscal year 2009 and predicts that they will generate $33 million in new state
revenue in 2010. Local sales tax collections for each year are approximately equivalent to the state
collections, meaning that the tax law change is raising well over $100 million over two years.'
Should New York appellate courts uphold the law, these figures will likely rise. A proposed
California version of the law would have generated $150 million annually in combined state and
local sales taxes.”

Retailers’ Threats to Eliminate Affiliate Programs Are No Reason to Reject Law

A number of Internet retailers responded to the enactment of New York’s law by eliminating their
relationships with New York affiliates. More recently, Overstock.com (one of the companies that
terminated its New York affiliates) and Amazon.com publicly threatened to eliminate their affiliate
programs in any other state that enacts such a law. Press reports indicate that one or both
companies carried out this threat when similar legislation approached enactment in California,
Hawaii, North Carolina, and Rhode Island, and that these terminations remain in place in the latter
two states.

While large companies like Amazon and Overstock can eliminate their affiliate programs in a few
states to garner publicity and make their threats credible without doing too much damage to their
nationwide sales, the ability to do so in a large number of states for a long period of time seems
questionable. Amazon pays its Associates sales commissions totaling “hundreds of millions of
dollars per year.”™ For the Internet retailing industry as a whole, such commissions totaled $2.1
billion in 2008, according to the Jupiter Research consulting firm.”' The ubiquity of affiliate
programs and the amount of money that retailers spend on them suggest that they are highly
valuable to retailers, presumably because they are effective. (The fact that some of these retailers are
household names does not mean they don’t need strong marketing campaigns; even well-established
non-Internet brands like Coke and McDonalds must engage in constant marketing to counter their
competitors.) It could be quite costly for Amazon and Overstock to replicate with conventional
advertising and other marketing tools the impact of having hundreds of thousands of websites
constantly displaying their products and funneling customers to their online stores. Smaller retailers
with fewer financial resources would find it even more difficult.

% Personal communication, New York State Department of Taxation and Finance.

" California State Board of Equalization Staff Legislative Bill Analysis for AB 178, 2009.

20 <«

Attention Amazon Associates Web Service Developers,” post on Amazon.com’s in-house blog for Associates, May
8, 2009. Amazon’s annual report to the Securities and Exchange Commission for 2008 indicates that the company spent
$482 million worldwide on macketing, Assuming that commissions to affiliates are included in that figure, Amazon’s
statement that it pays “hundreds of millions of dollars” to affiliates implies that such commissions represent a very
significant share of its overall marketing expenditures.

21 “Sales Tax Woe and Social N etworking on Affiliate Marketers’ Minds,” Inferner Retaifer web site, July 2008,
www.internetretailer.com/print Article.asprid=26904.




Some industry analysts argue that it could be unwise for Internet retailers to carty out their threats
to end affiliate programs. Bruce Cundiff of Javelin Strategy and Research told E-Commerce Times:
“Strategically, Amazon is farming more and more of its business to those affiliates. . .. This is very
important to Amazon’s present and future. . . . For Amazon, at the end of the day, it’s cutting off
your nose to spite your face.”™ Tom Barlow of the widely read BloggingStocks website wrote: I
suspect Amazon is swimming against an insurmountable dde. If it drops all its marketing affiliates
in each state that proposes this tax, it threatens to compromise one of the cornerstones of its
marketing program.”* Rich Duprey of Motley Fool wrote: “Losing affiliates and, therefore, one
more avenue to sell its wares was the last thing Overstock nceded, because it has had virtually no
sales growth over the past three years.”™ Shawn Collins, who writes a well-known blog aimed at
members of affiliate programs, warned online retailers:

' would recommend that you not boot out affiliates living in New York, as some companies have
done. This sort of kneejerk reaction may or many not impact purchases from New York
customers, but it will definitely have a negative impact on your reputation among affiliates. After
all, even if T am not in a state that currently has such a tax, there is always a chance the same sort
of legislation could come in the near future. So, if I see you removing affiliates due to this sort of
law, T am going to be less inclined to promote you, since I figure I could be kicked out after doing
a lot of work to make sales for you. Also, if the New York law catches on elsewhere, as it seems
to be doing, we may well be in a situation where most states have a nexus law. In that case, you’'ll
cither have a shallow pool of affiliates to partner with or you’ll try to re-recruit the same affiliates
you alienated in the affected states.”

The affiliates and retailers have argued that the new laws are self-defeating: retailers that cancel
their affiliate programs will not collect the sales tax anyway, and affiliates’ loss of income due to
those cancellations has a negative “multiplier effect” on local economic activity, reducing income
and sales tax revenue. But Internet retailers that suspend their affiliate programs likely will make
fewer sales in those states, and some of the sales they lose will shift back to in-state stores (thereby

2 Mike Pearson, “Amazon Turns Gears of Internet Tax Wars,” E-Commerce Times, July 1, 2009;
www.ecommercetimes.com/story Amazon-Turns-Gears-of-Internet-Tax-Wars-67489 html,

2 Tom Barlow, “Amazon Warns California Against Internet Sales Tax,” June 24, 2009;
www.bloggingstocks.com/2009/06/24 amazon-warpns-california-against-internet-sales-rax/.

Conversely, some analysts argue that since affiliate programs are directly responsible for only a fraction of Internet
retailers’ sales, their elimination would have no significant adverse financial consequences:

Dropping affiliates doesn’t cause significant financial damage to e-commerce companies. Forrester Research analyst
Sucharita Mulpuru estimates affiliates drive between 8% and 20% of the sales for e-commerce sites. But many of
those buyers would find their way to online retailers anyway. (Geoffrey A. Fowler and Erica Alini, “States Plot New
Path to Tax Online Retailers, Wall Street Journal, July 3, 2009.)

This argument, however, ignores the fact that in an industry with high fixed costs (for example, for marketing, operating
warehouses and server farms, and maintaining a website) and relatively low margins on merchandise sales, the
incremental 8 percent to 20 percent of sales attributable to an affiliate program may well represent the difference

between profitability and unprofitability for certain companies.

* Rich Duprey, “These 5 Underdogs Are No Dogs,” Motley Fool website, July 16, 2009;
http:/ /www.fool.com/investing/general /2009 07/16 these—5—underdogs—arc‘no-dogq.asg.

% Shawn Collins, “Affiliate Programs and the New York Nexus Law,” March 16, 2009;
hrtp://affiliaterip.com news/article002541.php.




boosting the local economy) or shift to other Internet retailers that have always collected the state’s
sales tax or begin doing so under the new law.

Furthermore, state economic development departments in states enacting laws like New York’s
could help affiliates who are cut off by their retailers to identify compatible affiliate programs run by
Tnternet retailers that do collect tax in their states. For example, an affiliate cut off by Amazon could
join the affiliate program of IndieBound™ (a network of the websites of independent local
bookstores) or Barnes & Noble (a national Internet bookseller that competes with Amazon and
collects sales tax in nearly cvery state). A website providing links to Amazon’s home electronics
products could join the affiliate program of Best Buy, which collects sales tax in every state in which
it has a store.

As in most conflicts, there is strength in numbers. If a significant number of states enacts and
enforces these laws despite threats from Internet retailets, eventually many retailers will likely begin
collecting the states’ taxes. One way to facilitate such interstate cooperation would be to enact the
law as an interstate compact that would not g0 into effect in any state until a threshold number of

states joined.

Conclusion

In its 1992 Owill decision reaffirming a “physical presence requirement” for the collection of sales
and use taxes by remote sellers, the Supreme Court essentially invited Congress to intervene in the
issue and set reasonable ground rules under which at least some sellers could be tequired to collect
these taxes. Representatives of state and local governments have been petitioning Congress for such
action ever since, even as their revenue losses have continued to mount.

Until Congress acts, states should not allow their tax bases to be eroded and the competitiveness
ot their local businesses harmed if they can effectively and legally address part of the problem
themselves. They now have an important self-help strategy for that effort,

“ See: Kristen McLean, “An Alrernative for Ex-Amazon Affiliates,” June 30, 2009; hrtp: news.shelf-
awareness.com/msgget.jspPmid=2935145.
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L Executive Summary'

The determination as to whether or not South Carolina should participate in the
nationwide sales tax streamlining effort is an important State fiscal policy issue. The goal
of this report is to inform the Department’s policy makers of the key elements of the
Streamlined Sales and Use Tax Agreement.

The Streamlined Sales Tax Project was founded in March 2000. Its purpose was to
simplify and unity state and local sales taxes. While such an effort would be beneficial
for both the governments that impose the taxes and the businesses required to collect
them, sales tax streamlining is also an effort by states to enhance sales and use tax
collections on mail order, catalog, Internet and other remote sales. Increasing collections
from remote sellers would allow the State to provide additional services and/or tax relief
to its taxpayers, and decrease the competitive disadvantage of Main Street stores that
must collect the tax.” The expectation of the states is that many out-of-state businesses
without a requirement to collect sales and use taxes will voluntarily collect tax when the
states adequately streamline and simplify their sales taxes. There is also the possibility
that Congress will require out-of-state businesses to collect sales and use taxes for states
that adopt the Streamlined Sales and Use Tax Agreement.

Background

The simplification measures crafted by the Streamlined Sales Tax Project are contained
in a multi-state compact called the “Streamlined Sales and Use Tax Agreement”
(Agreement™). The provisions in the Agreement address nearly every aspect of sales
taxation. Some of the requirements relate to how a member state may structure its tax.
These include: single state and local tax base; uniform definitions; tax rate
simplifications; uniform sourcing rules; simplified exemption administration; elimination
of “caps” and “thresholds;” and, simplified sales tax holidays.

Other requirements in the Agreement are related to sales tax administration. These
include: centralized registration; new tax collection technology models; monetary
compensation for certain retailers; uniform rules for tax rounding; uniform tax returns;
uniform rules for the use of direct pay permits; uniform rules for recovery of bad debt;
customer refund procedures; and, tax amnesty.

States must enact legislation to comply with the Agreement. To date, 15 states have been
accepted as full members and seven as associate members.*

" In order to avoid the extensive use of footnotes, it should be noted that most of the information that is not South
Carolina specific comes from three excellent sources, Streamlining New York's Sales Tax: Examining Requirements
Jor Compliance with the Streamlined Sales and Use Tax Agreement, Office of Tax Policy Analysis, New York State
Department of Taxation and Finance (October 2006); Streamlined Stales and Use Tax 2006/2007, Walter Hellerstein
and John A. Swain (Warren, Gorham & Lamont of RIA 2007); and the Streamlined Sales Tax Governing Board,
Ine.’s web site, www.streaml| inedsalestax.org.

* See Exhibit E-2, “Do Internet Tax Policies Place Local Retailers at a Competitive Disadvantage?”

* The number of full member states will increase in the near future. Associate member state Washington will

become a full member effective January 1, 2008. Associate member states Arkansas and Wyoming have filed
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Streamlining South Carolina’s State and Local Sales Tax

South Carolina adopted legislation in 2002 (Act No. 334 of 2002, Section 6) that allowed
the state to participate in the Streamlined Sales Tax Project. Since then, South Carolina
has participated; however, for the most part the focus has been to monitor the progress of
the streamlining effort.

South Carolina’s state and local sales tax does not comply with a large number of the
Agreement’s provisions. The sales and use tax laws, both state and local, would need to
be amended to comply with the Agreement and join the Governing Board that
administers the Agreement. For example, sales tax exemptions would need to incorporate
the Agreement’s uniform product definitions. This may change the taxability of certain
food, telecommunication services, and medicines. Maximum tax provisions for certain
items and additional tax rates would no longer be permitted.

Some changes that would be required would affect local jurisdictions that impose sales
and use taxes. For example, all local jurisdictions would be required to impose sales and
use taxes on an identical base.

Another class of conforming changes would require that South Carolina incorporate new
administrative features into the sales tax. These provisions include offering a sales and
use tax amnesty, allowing businesses to use a state-certified software system to perform
their sales tax collection responsibilities, and permitting sellers to collect tax on based on
the ZIP code of the purchaser.

Examples of some of the changes that would be required to comply with the Agreement
include, but are not limited to:

ISSUE EXAMPLES OF THE REQUIRED CHANGES
Uniform Tax [n order to comply with the requirement for a uniform state and
Base local tax base, the following changes must be made:

®* Anamendment to various statutes (state and local) so that
the state tax and all local taxes either (1) exempt unprepared
food in accordance with the definitions and provisions of the
Agreement, (2) tax unprepared food in accordance with the
definitions and provisions of the Agreement, or (3) exempt such
unprepared food from the state tax, but tax such unprepared
food under all local sales and use taxes.* Presently, some local

petitions for full member state status effective January 1, 2008. However, Utah and Ohio may lose associate member
status January 1, 2008 and Tennessee has enacted conforming legislation effective July 1, 2009.

* Section 308 of the Agreement provides a limited exception to uniformity that would allow a member state to
exempt “food” or “drugs,” as defined by the Agreement, from the state tax by applying a 0% state tax rate, but to tax
such “food” or “drugs™ at the local level. However, all local jurisdictions must tax these items under this alternative.
Some local jurisdictions may not exempt these items while others tax them as is presently the case in South Carolina
with respect to ‘food.”



taxes exempt food eligible to be purchased with USDA food
stamps.

®  Anamendment to various statutes (state and local) so that
the state tax and all local taxes either exempt certain casual
excise tax items or tax these casual excise tax items.

The casual excise tax is a tax, separate from the sales and use
tax, imposed on the issuance of a certificate of title or other
proof of ownership for motor vehicles, motorcycles, boats,
motors, and airplanes when they are sold by non-retailers. If a
retailer sells these items, then the sales tax or use tax would
apply and not the casual excise tax.

Presently, all local taxes exempt maximum tax items, while
some local taxes also exempt casual excise tax items. The local
taxes that do not exempt casual tax items are therefore imposing
the tax on trailers that can be pulled by a vehicle other than a
truck tractor, pole trailers, and boat motor not attached to the
boat at the time of the sale. These items are exempt from the
local taxes which specifically exempt both maximum tax items
and casual tax items.

[n order to comply with the Agreement, this discrepancy must
be resolved so that trailers that can be pulled by a vehicle other
than a truck tractor, pole trailers, and boat motor not attached to
the boat at the time of the sale are either exempt from both state
and all local sales and use taxes or subject to tax under state and
all local sales and use taxes.

®*  Anamendment to various statutes (state and local) so that
the state tax and all local taxes either exempt certain maximum
tax items® or tax certain maximum tax items. Maximum tax
items are those items for which the General Assembly has
established a maximum sales tax or use tax due with respect to
the sale or purchase of certain items. In most cases, the
maximum tax due is $300.00

The items subject to the maximum tax, as listed in Code Section
12-36-2110, are aircraft (including unassembled aircraft kits),
motor vehicles, motorcycles, boats, trailers and semitrailers that
can only be pulled by truck tractors, horse trailers, recreational

* If South Carolina participates in the Agreement, it must use the definitions and provisions established in the
Agreement; therefore, the South Carolina could no longer use of the USDA food stamp program in determining the
taxation of unprepared food for sales tax purposes. See also Section A.2. of this report concerning “Definitions.”

® See also discussion on “Caps and Thresholds™ in Section B - “Tax Rates.”



vehicles (tent campers, travel trailers, park models, park trailers,
motor homes, and fifth wheels), self-propelled light
construction equipment limited to a maximum 160 net engine
horsepower, manufactured homes, certain musical instruments
and office equipment purchased by religious organization, and
fire safety education trailers.

Since the Agreement does not apply to motor vehicles,
watercraft, aircraft, and modular and manufactured homes, the
maximum tax items in question are trailers and semitrailers
pulled by a truck tractor, horse trailers, non-motorized
recreational vehicles, and musical instruments and office
equipment purchased by a reli gious organization. Therefore, in
order to comply with the tax base uniformity provisions of the
Agreement, South Carolina must either exempt these items from
the state tax and all local taxes or tax these items under state tax
and local taxes.

Definitions A state, in order to comply with the definitions set forth in the
agreement, may need to:

* Eliminate an exemption or exclusion” and tax the sale of the
item and increase revenue; or

¢ Comply with the Agreement’s definition and either increase
revenue or lose revenue; or

* If complying with the Agreement’s definition will cause a
loss in revenue, the state may be able to create a new
“replacement” tax outside of its sales and use tax so that the
change is revenue neutral. However, the Governing Board is
considering restrictions on a state’s ability to create replacement
taxes. See the discussion of “Replacement Taxes™ in Section
XII - Current Issues.

Since product definitions affect exemptions, see the next section
on “Exemptions” for similar changes that may be necessary in
order to comply with the Agreement.

" An exemption concerns a sale at retail, and as a retail sale, the transaction would be taxable except for the
exemption provided by the General Assembly.

An exclusion is typically a transaction that the General Assembly has removed from taxation so as to not include it
as a “retail sale” or a part of a “retail sale.” Therefore, since it is not a retail sale, or part of one, it is not taxable since
the sales and use tax only applies to retail sales.



Exemptions

The requirement to use the Agreement’s product definition will

most likely affect revenue. As such, the General Assembly will

need to decide for each affected exemption one of the following
options:

* Continue to exempt the product using the required definition
and accept the gain or loss in revenue as applicable;

* Continue to exempt the product using the required
definition, but, to the extent possible, reword the exemption in a
manner that will offset increases in revenue as a result of the
definition or that will offset revenue loss as a result of the
definition, whichever is applicable;

* Adopt some or all of the optional restrictions, if any,
allowed in a definition so as to reduce any possible revenue
loss; or,

* Eliminate the exemption to reduce any possible revenue
loss.

Note: In Act No. 388 of 2006, Part V, Section 1, the General
Assembly enacted legislation requiring it to review the sales tax
exemptions in Code Section 12-36-2120 no later than its 2010
session. After the initial review, the General Assembly must
review these exemptions as it deems appropriate but not later
than its session every 10 years after the first review. In addition,
a seven member Joint Sales Tax Exemptions Review
Committee has been authorized to assist the General Assembly
in reviewing the sales tax exemptions. The committee must
make a detailed and careful study of the exemptions, comparing
South Carolina laws to other states; publish a comparison of the
exemptions to other states’ laws; recommend changes,
recommend the introduction of legislation when appropriate;
and submit reports and recommendations annually to the
Governor and the General Assembly regarding the exemptions.

Single Tax Rate

The following changes must be made in order to establish a
single state tax rate (with exceptions noted above) in South
Carolina:

* Anamendment to the state law to do one of the following:
(1) lower the 7% state tax rate for the sales tax on
accommodation to 6%, (2) raise the 6% state tax rate on all
other items and services to 7%, or (3) repeal the 7% sales tax on
accommodations and create a new separate 7% “lodging™ tax.




A separate “lodging” tax would likely require hotels and others
providing sleeping accommodations to file several returns — a
sales tax return, a lodging tax return, and possibly a local
accommodations tax return. (Note: A separate lodging tax
appears to be the norm among the states since taxes on
accommodations are typically imposed at a higher rate than the
general sales and use tax rate.) See the discussion of
“Replacement Taxes” in Section X[ — Current Issues.

* Anamendment to the state law to do one of the following:
(1) lower the 11% rate on 900 and 976 telephone numbers to
6%, (2) repeal the 11% tax on 900 and 976 telephone numbers,
or (3) repeal the 11% tax on 900 and 976 telephone numbers
and create a new separate 11% “900 and 976 service” tax. A
separate “900 and 976 service” tax would require some
communications companies providing 900 and 976 telephone
services as well as other communications services (“ways or
means for the transmission of the voice or messages”) to file
these returns — a sales tax return for communication services
and a “900 and 976 service” return,

* Anamendment to the state law so that sales of trailers and
semitrailers to nonresidents would no longer be taxed at the rate
charged in the purchaser’s state of residence. Such sales must be
taxed at the South Carolina rate. (The exception in the
Agreement for motor vehicles would not require this change for
motor vehicles.)

* Anamendment to state law so that sales to persons eighty-
five years of age and older are taxed at the full tax rate or are
completely exempt. Presently, sales to persons eighty-five years
and older are taxed a rate 1% less than the full tax rate.

Caps and
Thresholds

In order to comply with the Agreement’s provisions concerning
caps and threshold, the General Assembly would need to make
the following changes to the law:

* Anamendment of the $300 maximum tax provisions to
either eliminate the maximum tax for, or to completely exempt
from the tax, the following items:

(1) unassembled aircraft,

(2) trailers and semitrailers pulled by a truck tractor,

(3) horse trailers,

(4) non-motorized recreational vehicles, such as tent campers,
travel trailers, park models, park trailers, and fifth wheels, and




(5) musical instruments and office equipment sold to religious
organizations.

The General Assembly may be able to exempt these and other
maximum tax items by exempting them from the sales and use
tax and imposing a new replacement tax on such items. See the
discussion of “Replacement Taxes™ in Section XII - Current
Issues.

* Anamendment to the fifty percent exemption for sale of a
modular home and the seventy percent exemption for the rental
or lease of portable toilets to fully tax such transactions or to
fully exempt such transactions. Or, with respect to modular
homes, the General Assembly could tax the purchase, or the
cost of, the material incorporated into the modular home.

* Anamendment to fully tax or to fully exempt immediately
“construction materials used in the construction of a single
manufacturing and distribution facility with a capital investment
of at least one hundred million in real and personal property in
the State over an eighteen-month period” — if the exemption is
not fully implemented when (and if) the Agreement is adopted
in South Carolina.

* Anamendment to fully tax or to fully exempt immediately
“durable medical equipment” if the exemption is not fully
implemented when (and if) the Agreement is adopted in South
Carolina

As can be seen from the above examples, it is up to each state to determine how it will to
achieve compliance with the Agreement. Complying with the Agreement’s requirements
will require policy choices regarding how South Carolina should conform to the
Agreement.

These choices could be based on a specific tax policy objective. For example, decisions
that strictly align the State and local sales taxes with the Agreement’s provisions limiting
the number of tax rates, eliminating local options, and repealing thresholds would
advance the goal of simplification of the South Carolina sales tax base. Conversely,
decisions intended to work around the Agreement’s limitations on the structure of the
state’s tax base and rates by enacting “replacement taxes” to maintain revenue would
make tax compliance for local businesses more complex.

Once conformed to the Agreement, a member state must annually re-certify to the
Governing Board that it has maintained compliance with the Agreement’s provisions. To
maintain compliance, South Carolina would need to ensure that any sales tax legislation




enacted while it is a member does not violate the terms of the Agreement. South Carolina
would also be required to make statutory changes to maintain compliance with respect to
new provisions added to the Agreement and new interpretations of the Agreement by the
Governing Board. If South Carolina were to fail to maintain compliance with the
Agreement it could be expelled from the Agreement.

Any changes to comply, or maintain compliance, would not only affect large multi-state
retailers, but would affect all types of local businesses, including ones not involved in

making sales through catalogs, web sites, or other remote means.

Revenue Implications for South Carolina

One of the major purposes of the Agreement is to ensure the state receives the proper tax
revenue from sales involving out-of-state retailers such as Internet and mail order retailers
and to promote a level playing field for South Carolina brick and mortar sellers who must
compete with Internet and mail order retailers.® Having out-of-state retailers collecting and
remitting the tax voluntarily by participating in the Agreement, or being required to
participate pursuant to federal legislation (if enacted), will increase sales and use tax
revenues.

The issue is how much of an impact would participating in the Agreement have on sales
and use tax revenues.

In addressing this issue of the revenue impact of participating in the Agreement, there are
several important points to consider:

* Unless federal legislation is enacted, the participation in the Agreement of
retailers that do not have nexus with South Carolina is voluntary.

The fact that a state is a member state in the Agreement does not require a retailer
to participate under the Agreement. The system created by the Agreement is
voluntary. On the other hand, if a seller registers in one state, the seller must
register in all states participating in the Agreement. However, as is the case now,
if a seller has nexus with a state, the seller must collect and remit the tax to that
state. As such, revenue will not be certain since there is no way to determine how
many retailers and which retailers will participate.

* Retailers who voluntarily participate in the Agreement are eligible for amnesty.

If South Carolina were to adopt and come into compliance with the Agreement,
amnesty would be available for 12 months for all sellers not presently registered
for collecting and remitting the sales and use tax in South Carolina (provided the
seller has not been notified of an audit and does not have an ongoing, unresolved
audit). As such, prior liabilities of any seller who had nexus but was not registered
with South Carolina will be lost. The seller is required to be registered and

% See Exhibit E-2, “Do Internet Tax Policies Place Local Retailers at a Competitive Disadvantage?”



collecting and remitting the tax for 36 months in order for the amnesty to be fully
effective.

* Retailers who have nexus with South Carolina at this time are already required to
collect and remit the tax regardless of South Carolina’s participation in the
Agreement.

These retailers, if they are not registered with the Department, are liable for sales
and use taxes with respect to past sales into South Carolina for the time period in
which they had nexus. The Department has, and continues to, bring into
compliance out-of-state taxpayers who are doing business in South Carolina and
who have the requisite nexus with South Carolina. See next bullet concerning the
Department’s “Nexus/Discovery Team.”

¢ The Department has had, and continues to have, significant success in registering
Internet companies and other out-of-state taxpayers for collecting and remittance
of the tax.

The Department’s “Nexus/Discovery Team” was established to bring into
compliance out-of-state taxpayers who are doing business in South Carolina and
who have the requisite nexus with South Carolina.

Information concerning these non-filers is obtained through various methods,
including but not limited to, Department database crosschecks, regional and
national exchange programs, Internet research, and referrals by Department
auditors.

The Nexus/Discovery Team also manages the Department’s “Voluntary
Disclosure Program” that allows taxpayers who have sufficient South Carolina
"nexus," and have not registered with the Department, to collect or remit South
Carolina taxes. This voluntary disclosure program is designed to (1) encourage
nonfilers to come forward voluntarily and begin paying taxes without incurring
penalties and (2) allow the Department to maximize compliance with limited
resources.

As a result of these programs, 20 of the top 25 e-retailers are registered with the
Department and collecting and remitting sales and use taxes.

For fiscal years ending June 30, 2002 through June 30, 2006, this team averaged
202 new registrants per year (all taxes, but primarily income and sales and use
taxes) and $7,300,000.00° in collections each year from these new registrants.

’ Collection revenue as shown in this average includes all back taxes collected from new registrants plus revenue
generated in the first year by previous registrants.



For the most recent fiscal year ending on June 30, 2007, the Nexus/Discovery
Team registered 315 new taxpayers and collected $14,526.,596.00.'°

* The change in how traditional brick and mortar retailers operate their Internet
sales operations.

At one time, many “brick and mortar” retailers established “barriers™ between
their retail store operations and their Internet sales operations. This reduced the
chances of nexus being established with the Internet operation. However, over the
last several years, many of these businesses have eliminated these barriers (e.g.,
customers can return Internet purchases to a related “brick and mortar” store).
Therefore, nexus is established with the Internet operation and more of these
operations are registering and remitting taxes. As such, loss of revenue to Internet
sales may not be as high as previously estimated.

This position is supported by a 2004 report by Forrester Research Inc. for the
National Governor’s Association and the National Conference of State
Legislatures (Attached as Exhibit E-1). The report, entitled The Growth of
Multichannel Retailing, states that this method of business, whereby a “brick and
mortar” taxpayer located in a state also sells via an Internet website, establishes
the requirement for the collection and remittance of sales and use taxes for such
sales made via the Internet. It also reports that multichannel retailing accounts for
75% of Internet sales.

The report states with respect to the collection of sales tax:

A site-by-site review of the top 100 retail sites reveals that the
majority of retailers now also collect sales tax: Of those that sell
online, 94% of the top retailers collect sales tax online in states in
which they have nexus.

Finally, in the July 2004 update of one of the most widely quoted reports
concerning the revenue loss from e-commerce, ' the loss estimates were lowered
with one explanation being the growth of multichannel retailing, 2

* The uncertainty of revenue loss estimates by published studies on revenue lost by
states because of Internet sales.

See State and Local Sales Tax Revenue Losses from E-Commerce: Estimates as of
July 2004 by Dr. Donald Bruce and Dr., William F. Fox of the Center for Business

" Collection revenue as shown includes all back taxes collected from new registrants plus revenue generated in the
first year by previous registrants.

" State and Local Sales Tax Revenue Losses from E-Commerce: Estimates as of July 2004 by Dr. Donald Bruce and
Dr. William F. Fox of the Center for Business and Economic Research at the University of Tennessee.

" The report, in a footnote, cites the example of firms merging their online and offline channels after initially
seeking to separate the activities and references the report - The Growth of Multichannel Retailing.
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and Economic Research at the University of Tennessee (“Bruce and Fox Report™)
and 4 Current Calculation of Uncollected Sales Tax Arising from Internet Growth
by Peter A. Johnson, Senior Economist for The Direct Marketing Association
(“DMA Report™).

The following is information from the “Bruce and Fox Report” as to the authors’
estimated revenue losses from e-commerce as it relates to South Carolina:

Estimated State and Local Revenue Loss for 2003
$179.4 million (low growth scenario)
$186.9 million (high growth scenario)

Estimated State and Local Revenue Loss for 2008
$252.3 million (low growth scenario)
$394.5 million (high growth scenario)

Estimated State-Local Split of Revenue Loss for 2008
$243.0 million state; $9.3 million local (low growth scenario)
$380.0 million state; $14.5 million local (high growth scenario)

Estimated State Revenue Loss for 2008 as a Percentage of 2003 State Total
Tax Collections

3.8% (low growth scenario)

6.0% (high growth scenario)

The “DMA Report,” while it does not give a state by state breakdown of
estimated revenue losses due to e-commerce, concludes the following:

Nationwide Estimate for Uncollected Sales Tax from the Internet
$1.9 billion for 2001
$4.5 billion for 2011

The author of the “DAA4 Report” notes in his executive summary that the $4.5
billion revenue loss for 2011 is less than 10% of the amount projected by the 2001
“Bruce and Fox Report.”"?

Finally, using the “Bruce and Fox Report” to determine South Carolina’s
percentage of the nationwide revenue loss (based on the 2008 estimated numbers)
and applying that South Carolina percentage to the nationwide estimate for
uncollected sales tax from the Internet from the “DMA Report, " the South
Carolina’s estimate for uncollected sales tax for 2011 from the Internet using the
"DMA Report” as the basis for revenue loss would be $52.65 million calculated
as follows:

South Carolina: $394.5 million (high growth scenario) for 2008

" The “Bruce and Fox Report” cited in this document and provided as an exhibit is the report from 2004.
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Nationwide: $33,667.8 million (high growth scenario) for 2008

SC Percentage of Nationwide Loss: 1.17% ($394.5/$33,667.8)

SC Estimated Loss for 2011 Based on the DMA Report: $52.65 million
($4.5 billion x 1.17% = $52.65 million)

See Exhibits “F” and “G.”
® The uncertainty of the revenue in conforming to the Agreement.

Hundreds of decisions, both large and small, will have to be made by the General
Assembly if it decides to conform the sales and use tax laws to the Agreement. As
mentioned previously in this document, decisions will have to be made as to
certain impositions, tax rates (raise, lower, or the creation of replacement taxes),
exemptions (eliminate, expand or modify in some manner), and administrative
provisions. The General Assembly may also have to balance changes that increase
revenue against those that decrease revenue — an approach that may create
“winners” and “losers” among taxpayers. While these changes can be designed in
such a way to minimize the impact on revenue, the significant number of changes
necessary will significantly increase the uncertainty of the ultimate revenue
estimate,

¢ The costs associated with conforming to the Agreement.

There will be new costs to the state if it conforms to the sales and use tax law to
the Agreement. The Agreement requires the adoption of new technologies (e.g.,
participating in the central registration system, accepting the simplified electronic
return, developing the rate and address databases), extensive systems
programming and processing changes by the Department, compensation member
states provide Certified Service Providers (this compensation ranges from 2 to 8
percent of tax collected from sellers that do not have nexus with the state), and the
annual membership fees for membership in the Governing Board. '*

® While one of the goals of the Agreement is simplification, the changes will not be
simple for local businesses.

While the Agreement simplifies collecting and reporting of the tax by establishing
the same rules for many states, the rules themselves are not simple. The many
product definitions and the possibilities of replacement taxes to replace lost
revenue create complexity that may affect compliance and therefore revenue.
There will be a significant “learning curve” for local retailers.

"* See Section IV, F.1 - “Collection and Service Providers.”
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Governance

If South Carolina were to enact legislation to comply with the Agreement and the
Governing Board were to accept our petition for membership, then South Carolina would
be required to abide by the Agreement and all legal interpretations involving the
Agreement (e.g., definition of food, certain tax terms, sourcing rules, etc.) and could only
enact sales tax legislation and regulations that are in compliance with the Agreement and
Governing Board interpretations. Compliance must be maintained and is reviewed each
year and any state that is not in compliance is subject to expulsion from the Board and
would therefore no longer be a participant in the Agreement.

The Agreement is not a static document. Since adopted in November 2002, the
Agreement has been amended 9 times (4 times in 2006 alone). Additional amendments
are likely. Seventeen proposed amendments to the Agreement will be considered at the
September 19-20, 2007, Governing Board meeting. Changes in the Agreement could
force South Carolina to either adopt provisions that the General Assembly does not
consider to be in the best interest of South Carolina or to remove itself from the
Agreement.

Guidance as to the interpretation of the Agreement rests with the Governing Board and
not with the Department. Taxpayers may have to wait longer to receive guidance from
the Governing Board.

With respect to the governing provisions of the Agreement, South Carolina will need to
consider the following:

* The interpretations by the Governing Board would, as a practical matter, serve as
regulations and that would not comply with the regulation approval process
presently established by the General Assembly.

* How to deal with the Administrative Law Court and the appellate courts in South
Carolina issuing a finding that is contradicted by an interpretation of the
Governing Board at a later date or the Administrative Law Court and the appellate
courts in South Carolina issuing a finding that contradicts a previously issued
interpretation of the Governing Board.

* A provision in proposed federal legislation allows persons who petition the
Governing Board on an issue regarding the Agreement to appeal the decision of
the Governing Board to the United States Court of Federal Claims or bring an
action in the Court if the Governing Board fails to act on the petition. The Court
may remand the matter to the Governing Board for action consistent with the
Court’s decision.
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Conclusion

Simplification is one of the major purposes of the Agreement. There are aspects of the
Agreement that provide simplification — for example the provisions concerning identical
state and local tax bases and a single state tax rate. Such changes, of course, would be
helpful whether or not they are done as part of any agreement. However, there are aspects
of the Agreement that are complex. Most of these complex provisions concern definitions
and the interpretation of such definitions. Of course, the current South Carolina sales and
use tax law contains some complexities, but the taxpayers of our state are experienced in
dealing with these provisions. In addition, some states have complicated the process for
in-state taxpayers and other taxpayers with nexus by creating replacement taxes — a
choice that South Carolina may also have to make if it decides to participate.

Also, if South Carolina decides to adopt the Agreement, transforming the state and local
sales and use tax laws of South Carolina will not be a simple task — whether that task is in
the technical drafting of the law, the policy and political decisions that will have to be
made, the possible creation of new “replacement” taxes, the education of Department of
Revenue employees and taxpayers and their employees, or the technical changes and
associated costs to computer systems and software.

The changes in the industry toward multichannel retailing, the efforts of the Department’s
Nexus/Discovery Team and auditors, and the Department’s participation in regional and
national information exchange agreements have all assisted in registering more and more
out-of-state retailers. While large Internet-only retailers cannot be compelled to register
in South Carolina due to a lack of nexus, participation in the Agreement may not change
that since it is voluntary. Only Congressional action can require such retailers to register
in states with which they do not have nexus.

The General Assembly would also lose a significant amount of legislative autonomy and
flexibility as a trade-off for enacting the law changes that would be required under the
Agreement.

Finally, most states participated in the Streamlined Sales Tax Project, but only 15" have
adopted the provisions required to become full members under the Agreement and some
states that were moving toward full membership (e.g., Ohio and Utah) are reconsidering
their commitment to amend their laws to adopt all of the required provisions of the
Agreement.

Ultimately, the General Assembly must weigh the potential for increased revenue that
may be used to provide services or additional tax relief against the complexities of the
Agreement and the effective loss of sovereignty to the Governing Board. Regardless,
simplification of the South Carolina sales and use tax is a worthy goal and may be an

'* The number of full member states will increase in the near future. Associate member state Washington will
become a full member effective January 1, 2008. Associate member states Arkansas and Wyoming have filed
petitions for full member state status effective January 1, 2008. However, Utah and Ohio may lose associate member
status January 1, 2008 and Tennessee has enacted conforming legislation effective July 1, 2009.

-14-



effort that the General Assembly may want to consider even if South Carolina does not
adopt the Agreement.

If the decision is made not to join at this time, but to consider joining at some time in the
future (perhaps if the federal legislation is enacted that allows member states to collect
sales and use taxes from retailers without physical presence), then the General Assembly
may wish to consider:

* Reviewing the Agreement to determine if any of its provisions should be adopted
to improve South Carolina’s sales and use tax law without any consideration of
joining the Agreement, '®

* Requiring sponsors of future amendments to South Carolina’s sales and use tax
law to inform the House Ways and Means Committee and the Senate Finance
Committee how the proposed legislation would bring South Carolina law closer
to, or farther from, the Agreement’s model. This information would not be to
prevent the adoption of legislation that moves South Carolina farther from the
Agreement’s model; it would be merely intended to inform the members of the
General Assembly of the consequences of the legislation if the General Assembly
were to decide, at sometime in the future, to join the Agreement.

' For example, South Carolina presently taxes software (prewritten and custom) when delivered in tangible form
and does not tax software (prewritten and custom) when delivered electronically. See SC Revenue Ruling #05-13.
The Agreement includes prewritten software within the definition of “tangible personal property;” therefore,
prewritten software, whether delivered in tangible form or electronically, would be subject to the tax unless the
General Assembly exempts it (the Agreement allows the exemption of all prewritten software or a limited

this example, the Agreement treats prewritten software as a product and custom software as a service and taxes
prewritten software regardless of how it is transferred (tangible form or electronically). The General Assembly may
decide (1) that the Agreement’s perspective is the proper policy perspective for South Carolina, (2) that both
prewritten and custom software are products and should be taxed regardless of how they are transferred, or (3) that it
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Americans
For Fair Taxation

www.SCFairTax.org

The Impact of Taxes

s OUR PRESENT TAX SYSTEM..EXERTS TOO HEAVY
A DRAG ON GROWTH..IT REDUCES THE
FINANCIAL INCENTIVES FOR PERSONAL EFFORT,
INVESTMENT, AND RISK-TAKING.. THE PRESENT
TAX LOAD... DISTORTS ECONOMIC JUDMENTS
AND CHANNELS AN UNDUE AMOUNT OF ENERGY
INTO EFFORTS TO AVOID TAX LIABILITIES,

. -JOHN F. KENNEDY,NOV.20,1962

The current federal income tax code:

Why Change?

- Significantly increases compliance costs and
enforcement challenges due to complexity

~Is subject to abuse by taxpayers, politicians,
lobbyists and the IRS

~ Is widely considered unfair and inefficient

Why Change?

The current federal income tax code:

> Cannot sustain Social Security and
Medicaid

> Puts US producers at a disadvantage in an
increasingly global economy




WHAT IS THE FAIR TAX ?

LEGISLATION TO ELIMINATE :
INCOME TAXES
CORPORATE TAXES
SOCIAL SECURITY TAXES
MEDICARE TAXES
CAPITAL GAINS TAXES
ALTERNATIVE MINIMUM TAXES
SELF-EMPLOYMENT TAXES
INHERITANCE TAXES
GIFT TAXES

WHAT IS THE FAIRTAX

» ALL THESE TAXES WILL BE
REPLACED WITH A SINGLE-RATE
PERSONAL CONSUMPTION TAX- A
SIMPLE SALES TAX- ON NEW GOODS
AND SERVICES

» THE FAIRTAX IS A REPLACEMENT
FOR-NOT AN ADDITION TO-OUR
CURRENT FEDERAL TAXES.

FAIRTA Xe-
The FairTax Plan %

The ONLY tax proposal created and tested using
modern marketing techniques to find out what the
American people, across the political spectrum,
wanted in a tax system.

v Polling

v Focus Groups

v Economic Analysis from major Universities
v Over $20 million in private funds




For Business

v Eliminates payroll and corporate income taxes
v No tax on Business to Business production costs.

v Taxes Business and Government consumption

PREBATES T,

schnitinn. 4vy

The Prebate makes The FairTax progressive when measured against
consumption,

The Prebate assures no one pays federal tax
up to the poverty levef

PREBATES RETURN THE SALES TAX ON ESSENTIALS UP TO THE NATIONAL
POVERTY LEVEL.

2008 FairTax Prebate AIRTAX

Single Adult Household Two Adelt Household

Family Annoal Annual | Montkly Famaly Aramial Anngal Mouthly
Size Conrumpion Rebate Rebate Size Conwamplion Rebate Rebate
ljowance 1 towarce !

1 e $10,210 52238 | s196 | wa A NiA NA
and I child $13.6%0 33,149 85262 r couplo 20,420 54,697 $391
nd 2 children $H17) 33,949 $329 I and | ohild $23.900 55,497 S458
amd 3 children 320650 $4,750 $39%6 } and 2 culdren $27.380 36,297 $528
and 4 chaldren $24.130 $5,550 5462 and 3 childrem §30.860 $7,098 5591
and 3 ldeen $27.610 36,350 S519 ’ and 4 chuldren S33380 §7.898 S658
andl 6 chuldren S0 37,151 $596 ’ and 5 chitdren $37.820 58,699 8728
and 7 children $34.570 57,951 8663 ] anud 6 cnldren 541,200 59,499 §792

Source: Federal Register, Vob. 72. No. 15, January 24,2007, pp 3147-314R

FAIRTA Xe-
How does it work? %

All new consumer
goods and services
are
taxed once

at 23¢ per dollar spent at the cash register




FAIRTA Xe-
How does it work? %

No taxes are collected on used items
No taxes on investments or interest

Educational expenses are not taxed

How is the Fair Tax
Collected?

~ 45 states currently collect sales tax
- Only one state sales tax form to file

~ States and retailers are paid 0.25% for
collection of the national sales tax.

Benefits of the Fair Tax
Jor Business & Trade

~ Price shifts will substantially increase demand for
U.S. goods and services in all markets

» Manufacturing comes home to the U.S.

~ Foreign corporations contribute to U.S. economy
by locating offices and facilities here

Good jobs return to our economy

A}

- U.S. assets parked offshore are repatriated

Benefits of the Fair Tax %"

Jor the Nation

» A more efficient and fair way to collect taxes

~ Provide same revenue to Federal Government

+ Broadens the tax base for funding Social
Security and Medicare, reducing the looming
problem of insolvency

»~ Substantially improves trade deficit, budget
deficit and U.S. status as a debtor nation




Benefits of the Fair Tax %"

Jor You

~ Take home entire paycheck or retirement payment
+ Removes penalties for personal effort and initiative

+ Encourages savings for home ownership, education,
and dignified retirement

+ No need to maintain tax records or file income tax
returns

~ Never make another personal decision based on federal
income tax implications

The FairTax 2EEX

> Fair

» Simple

> Transparent

> Individual Control

> Keep your entire paycheck

The SC FairTax Act

Repeal Existing SC Taxes

= Income Tax Act

» Income Tax Withhoiding

» Income Tax on Banks

« Income Tax on Savings and Loans
» Estate Tax Act

= Sales Tax Act.

= Taxpayer Bill of Rights

SC FairTax State Objectives

= Revenue neutral for the state in year one

= Tax all consumption of goods and services
without exception, but only once

= Prevent double, multiple, or cascading
taxation

= Remove disincentives for business growth
= Minimize and equalize tax burdens for all




Taxpayer Benefits

» Simplify the tax law to reduce compliance costs
= Presumption of innocence in criminal
proceedings

Presumption of lawful behavior in civil
proceedings.

More Jobs means more opportunities

More opportunities means higher wages

Untaxes the Poor

= Provide for a Prebate payment to all lawful
households of the taxes on all necessary
goods and services up to the poverty level
based on household size, consistent with
the proposed national FairTax Act, HR 25.

Tennessee/Kentucky Experience

= 1980 Per Capita Income $16 apart

» Kentucky taxes income

= Tennessee has no Personal Income Tax
= 1980 Tax Burden 30 % higher in KY

= 1998 Per Capita Income $2,064 more in
TN

10 State Comparison 1997-2007

Low CIT States High CIT Rates
= Top CIT Rate 281% 10.92%

» Personal Income 82.04% s 57.96%

» Population 13.48% s 571%




Income Indicators for Quality of Life

= Higher Health Care Quality Ranking
= Higher Life Expectancy

= Lower Divorce rates

= Lower Violent crime rates

= Higher HS Graduation rates

Taxes Have Consequences
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= “Rich States, Poor States” by Aurthur B, Laffler,
Stephen Moore & Jonathan Williams

» “Unleashing Capitalism” by Russell S. Sobel,
Joshua C. Hall and Matt E. Ryan

= www.fairtax.org various white papers
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“FAIRTAX” PROPOSALS TO REPLACE STATE INCOME AND
BUSINESS TAXES WITH EXPANDED SALES TAX WOULD CREATE
SERIOUS PROBLEMS

By Elizabeth C. McNichol and Nicholas Johnson

Proposals in several states to eliminate income and business taxes and substitute higher, broader
sales taxes would threaten a state’s ability to maintain necessary services over time and sharply
increase the taxes that many low- and middle-income households pay.

Such proposals, which supporters often call “FairTax” proposals, are under consideration in
Missouri, South Carolina, and Arkansas; a petition to adopt an expanded sales tax was circulated in
Michigan in 2008 but failed to obtain enough signatures to be placed on the ballot. (See box on
page 12 for more details on these proposals.) Similar proposals are likely to emerge in other states.

The stated goal of these proposals — which appear to be an outgrowth of efforts to promote a
flat consumption tax at the federal level in place of personal and corporate income taxes — is to
make state tax systems simpler, fairer, and more hospitable to business development, with no net
revenue loss for the state, by replacing all other tax sources with a greatly expanded sales tax.
Specifically, the proposals would repeal the personal and corporate income tax and the sales tax on
business purchases while significantly expanding the types of purchases subject to sales tax and
increasing the sales tax rate in order to recover the lost revenue. In addition, “FairTax” plans
include a rebate designed to offset the increase in sales taxes for low-income taxpayers.

But the proposals that have actually been submitted would not achieve those goals. This report
uses information from states where expanded sales tax proposals have been considered and language
contained in legislation and proposed ballot measures; it also draws on a number of analyses of these
measures in Missouri and Michigan, the two states where the proposals advanced far enough to
draw close scrutiny. This examination reveals that, in every case, “FairTax” proposals would:

* Require huge, and probably unworkable, sales tax rate hikes. “F airTax” proposals would
do away with revenue sources that now provide 42 percent of the average state’s tax revenue —
funds that are essential for K-12 education, health care, public safety, social services, and other
functions. To fully replace revenue lost from eliminating other taxes, sales tax rates would have
to be markedly higher than they are now, and often higher than “FairTax proponents claim
would be needed.



» Levy those new, higher rates on transactions that no state has ever attempted to tax.
The goods and services that are now untaxed in most states but that would be subject to the
new tax include health care services such as nursing home care, prescription drugs and medical
devices, child care (including babysitting), school tuition, private lessons, and new home sales,
to name just a few. Bringing all these goods and services into the tax base at the new,
significantly higher rates would cause a number of technical, economic, and political problems.
For instance, taxing sales of new homes at rates as high as 10 percent or more would seriously

disrupt the housing market.

« Create an unsustainable spiral of rising rates and widening exemptions. The problems
with the new, broader tax base would spark furious efforts to exempt many of those purchases
from tax. Butif a state granted such exemptions, or if taxpayers took advantage of the
opportunities to evade the tax that the proposals would create, the state would have to
compensate by raising the sales tax rate even higher. The ultimate result, most likely, is that the
new tax would fail to meet its revenue-neutral promise — resulting in deep cuts in education,
transportation, health coverage, and other essential services.

» Fail to boost state economies. A “FairTax” would do little or nothing to Improve a state’s
business climate or economic performance. On the contraty, the resulting high sales tax could
hurt in-state businesses as residents shift purchases to neighboring states or the Internet. And if
a state had to curtail public services because the expanded sales tax failed to make up the lost
revenue from the eliminated taxes, economic development would be hampered.

+ Undermine long-term revenue adequacy. Income tax revenue, in most states, has fallen
faster than other forms of revenue as a result of the recession, but it is also likely to bounce
back more quickly. Abandoning income tax revenue would lock the state into its current,
depressed levels of revenue, further undermining long-term revenue adequacy. Moreover, by
making a single tax the sole source of revenue for a state — rather than the mix of sources
presently utilized — “FairTax” proposals would deprive a state of a balanced revenue portfolio
and jeopardize its ability to collect adequate revenue for future needs.

 Raise taxes on the middle class. Eliminating income taxes would, in most states, mean the
wealthiest households would see the biggest tax reductions. The net result would be an overall
tax increase for everyone else. “FairTax” proposals would include a rebate to shield low-
income taxpayers from this tax increase, but the rebate would not be large enough to shield
middle-income families from bearing the brunt.

Radical “FairTax” Experiment Is Unlikely to Fulfill Its Goals

The dangers of “FairTax” proposals derive from the enormity of the changes they envision.
“FairTax” proposals are radical. They would repeal state personal income taxes, corporate income
taxes, and other key sources of revenue. Income taxes alone raise 42 percent of states’ tax revenue,
o average — an amount equal to total state spending on highways, prisons, state police, public
hospitals, public health, and parks. This extraordinary loss of funds would be replaced, according to
proponents, by a higher-rate sales tax that also covers many more goods and services than any
current state sales tax.
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Given the sweeping nature of the proposals, it is worth considering very carefully whether they
would work. Would they, in fact, raise enough revenue? For the reasons described here, there’s
significant reason to question whether the new tax would function as promised. It would be a
massive experiment in taxation with very great risks.

Extending Sales Tax to All Goods and Services Would Be Difficult

A wide range of tax policy experts have long argued that states should broaden their sales tax
bases and, in particular, should include a wider range of services as well as goods. But because the
amount of money that the “FairTax” needs to generate is so large, the proposed base expansion
goes well beyond what would likely be optimal for states.

Most “FairTax” proposals submitted to date define the sales tax base as a// final purchases of goods
and services. This far exceeds any state’s current base. Under the “FairTax,” the new, high sales tax
rate would be levied on consumer purchases of all food, all prescription drugs and other health care
products and services (such as doctor’s visits and laboratory tests), purchases of new homes, utility
bills, private school tuition, and many other services and goods now exempt from the sales tax in
most or all states.'

Extending sales tax to some of these transactions would be extremely difficult, both politically and
in terms of implementadon.

For example, states exempt most health care purchases from sales taxes, and given the legitimate
public concern about high health care costs, lawmakers would likely face considerable pressure to
maintain that exemption. But prescriptions, medical supplies, doctors fees, and other health care-
related purchases make up roughly 19 percent of spending on goods and services for personal
consumption. Hxempting these purchases from the sales tax would shrink the tax base by nearly
one-fifth and thus require an even higher sales tax rate to maintain revenue neutrality.

In addition, the vast majority of health care costs are paid for by third parties: most notably
Medicare, Medicaid, and private health insurance. There are 2 number of barriers — legal and
practical as well as political — to applying the sales tax to these expenses. For example, federal law
bars surcharges over and above the prices the federal government sets for Medicaid services, and the
sales tax could be considered such a surcharge. And in Medicare, it seems unlikely that states would
be willing to increase the already high costs of health care for seniors by adding a 10 percent charge
that would most likely fall on patients.

Complications would exist for taxing health care costs financed by private insurance as well, such
as how to define the price to be taxed. States would have to decide whether to apply the tax to the
provider’s price, the discounted amount that the insurance company pays the provider, or the
individual patient’s co-payment. The implications of this choice for the amount of revenue collected
would obviously be huge.

Taxing new home purchases could prove problematic as well. Although many states levy taxes on
real estate transfers, these taxes are typically less than 1 percent. A new tax of 5 percent, 10 percent,

' The proposals in Arkansas and Missouri exempt some tuition payments, but nothing else.



or more on residential real estate transactions would have a major, disruptive impact on the real
estate market. For example, the purchase of a $200,000 house, if taxed at 10 percent, would cost
the buyer an additional $20,000 — and this sum would have to be paid at closing, because in the
current real estate market, few lenders would be willing to roll that extra sum into the mortgage. As
a result, fewer families would be able to afford a house, which would depress home sales and real
estate values. Among other consequences, this would further reduce property tax collections and
create another hit on local governments already reeling from the decline in the housing market.

Tax Rate Would Be Considerably Higher Than Proponents Acknowledge

All analysts — including “FairTax” proponents — agree that the “FairTax base-broadeners, by
themselves, would not raise enough revenue to make up for the income tax repeal. To raise the
additional revenue needed, “FairTax” proposals typically call for increasing the state sales tax rate by
about 2 to 3 percentage points. These sales tax rates would be higher still when /oca/ sales taxes
(which cities, counties, or school districts in 36 states levy) are added on.

But even those significant tax hikes may not be enough. In several cases, independent analyses of
these proposals find that even these substantial rate increases would not replace the revenue lost
from the taxes that would be repealed. In Missouri, for example, one version of the “FairTax”
would raise the state’s general sales tax rate from 3.0 percent to an unspecified rate that cannot
exceed 7 percent.” But Missouri would actually have to raise its sales tax rate to 77 percent or more to
replace the lost revenue, according to a recent analysis by the Missouri Budget Project and the
Institute of Taxation and Economic Policy.” This would be well above the country’s highest state
sales tax rate (California’s 8.25 percent) and almost twice the national average. Similarly, in Michigan
the “FairTax” proposal to raise the sales tax rate from 6 percent to 9.75 percent on a greatly
expanded base would fall $2.5 billion a year short of the amount needed to maintain revenue
neutrality, according to the state Department of Treasury.

The new rates would have to be so high not only to replace a great deal of revenue but also to pay
for a new tax credit designed to shield low- and moderate-income families from the impact of the
expanded sales tax. There is a spiraling effect hete — raising the tax rate requires a larger tax credit,
whose cost requires raising the rate even further.

* Currently, Missouri levies both a general state sales tax rate of 3 percent and additional dedicated statewide sales taxes
that total 1.225 percent. Under the original Fair Tax proposal the dedicared sales taxes would be eliminated. The
resulting lost revenue is part of what the expanded sales tax would have to raise.

} “Determining the Statewide Sales Tax Rate Under SJR 29 & HJR 56,” the Missouri Budget Project and the Institute on
Taxation and Economic Policy, February 11, 2010, http:// www.mobudget.org/ category/3/article /80-
Determining_the_Statewide_Sales_Tax_Rate_Under_SjR_29_H]R__56.



Basic Elements of “FairTax” Proposals
Detatls differ by state, but the proposals generally share the following features:
* Personal and corporate income taxes would be eliminated.

* Business-to-business sales would not be taxed. In some cases, other state taxes on businesses would
also be eliminated.

+ With very few exemptions, all purchases of goods and services by households would be subject to
the sales tax.

¢ 'The sales tax rate would be increased, supposedly to a level that would both replace all revenues lost
from eliminating existing state taxes and pay for the cost of the rebate (see below).

* A rebate — usually equal to the new sales tax rate times the federal poverty line — would be
provided to all households.

+ The new system would be written into the state’s constitution, making future changes difficult.

For example, under current law, Missouri collects $9.9 billion a year from the personal and
corporate income tax, sales tax, and other taxes that the “FairTax’ proposal would eliminate. In
addition, the new sales tax would have to generate enough additional revenue to pay for the
proposed low-income tax credit; the original Missouri proposal specified that each taxpayer would
receive a payment equal to the new sales tax rate times the federal poverty line. This would cost
approximately $4.4 billion.* That brings to $13.4 billion a year the revenue the new sales tax would
have to take in,” requiring both a much broader base and an 11 percent rate to achieve revenue
neutrality, as noted above.®

And the rates could easily go higher still. As noted above, “FairTax” proposals probably are
unrealistic and unsustainable in their taxation of health care, real estate, and other types of services.
A state that tried to maintain revenue neutrality, exempt health care and real estate transactions,
create an effective low-income tax rebate, and sustain local sales taxes easily could find the tax
reaching a rate of 15 percent or higher.

In addition to these technical challenges, there would be enormous political problems in enacting
and sustaining the broad “FairTax” tax base. Pressure for sales tax exemptions is already affecting
proposals under consideration in various states. For example, Missouri lawmakers amended their
state’s “FairTax” proposal soon after its introduction to exempt private school tuition; lobbyists for
many other products and services are seeking exemptions as well.

* Revised proposals in Missouri are less specific and instead direct the legislature to design a low-income offset. If this
were available only to low-income taxpayers it would likely be less expensive than the original proposal.

> Missouri’s current 3.0 percent general sales tax rate raises approximately $1.9 billion a year — only15 percent of the
needed revenue. Additional statewide dedicated sales taxes of 1.225 percent raise approximately $1 billion per year.

® Missoui Budget Project and Institute on Taxation and Economic Policy.



Another potential complication is the interaction of “FairT: ax” proposals with local sales taxes.
Many states permit cities, counties, and other local jurisdictions to levy sales taxes. Changes to a
state’s sale tax base could result in some goods and services facing state but not local taxes, which
would cause confusion for retailers and consumers, Alternatively, the base expansion could be
adopted by local governments — further increasing the rate paid by consumers on the newly taxed
items. Some of the “FairTax” proposals fail to address this issue despite the administrative
ditficulties or higher taxes that would result.

Sales Tax Avoidance Could Push Sales Tax Rate Even Higher

An additional factor casts further doubt on the feasibility of a revenue-neutral “FairTax.” As
noted above, “FairTax” rates would be much highet than any existing state sales tax rate. Such a
high sales tax rate, combined with the inevitable implementation challenges of significantly
extending the tax’s reach, would spur new and creative strategies by individuals to avoid the tax.

Since businesses would be exempt from the sales tax, individuals could avoid the tax by making
purchases through their employers or by incorporating as small businesses. (For example, a
testaurant owner could buy food and supplies for home consumpton using the restaurant’s sales tax
exemption.) Moreover, the higher sales tax rate would increase the incentive for individuals with
patt-time businesses who provide services such as computer repair from their homes to incorporate
in order to avoid the sales tax on their business supplies.

In addition, the high tax rate would significantly increase incentives for individuals to buy from
out-of-state merchants, either by traveling to a neighboring state or by buying through the Internet
or mail order. Individuals are legally required to report these sales and pay a use tax on them, but
few actually do, and states find the law extremely difficult to enforce.

Finally, out-and-out illegal sales tax evasion would likely rise under a higher tax rate because the
payott for such evasion would be much higher.

Expanded Sales Tax as Likely to Harm State Economies as Help Them

The major argument for replacing a state’s taxes with a much larger sales tax is that it would boost
economic growth. This conclusion appears to be based largely on three mistaken beliefs: that
progressive taxes such as income taxes impede state economic growth compared to consumption
taxes; that eliminating business taxes would cause large numbers of companies to move their
operations to a state and would have no negative effects; and that the proposed tax shift could be
accomplished without hurting a state’s ability to fund services that promote a strong economy.

The belief that higher reliance on consumption taxes such as a sales tax will boost economic
growth by encouraging investment in place of consumption — seems to come from econormic
studies that simulate the effect of different types of tax systems on the economic growth of
countries, but it has little support in the real world. The past few decades have seen substantial
cconomic growth in states that rely relatively little on sales taxes, such as North Carolina and
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Oregon. And numerous countries, including the United States for most of the 20* century, have
grown impressively with an income tax.

While replacing a “pure” income tax (that is, one with no exemptions) with a “pure” consumption
tax might indeed promote investment by eliminating most or all taxes on savings and investments,
pure taxes do not exist in the real world. Existing income taxes already give preferential treatment
to saving and investment income, and the proposed consumption taxes in “FairTax” proposals
include significant exemptions, starting with the rebate for low-income households (other
exemptions will likely follow). As a result, the theoretical increase in investment and resulting
economic growth would be unlikely to materialize. Policymakers could achieve the other benefits of
a consumption tax — a broader base that treats different types of income and assets more equally
and results in lower tax rates and a simpler tax system — through reforms to the existing tax
structure, without wholesale restructuring of a state’s tax system.

Moreover, an analysis of actual state tax systems by Professor Howard Chernick of Hunter College
found that the progressivity of a state’s tax structure had no impact on its economic growth when
other factors are controlled for.” Personal and corporate income taxes are the primary progressive
elements of most state tax systems.

The second belief is that businesses (or wealthy business owners) will flock to a state that has
climinated its corporate income tax and sales tax on business purchases and cut taxes deeply for the
wealthy more generally. Research on the impact of tax levels on state economic development has
produced mixed results. Many studies conclude that, if all other factors are held constant, the level
of taxes has little if any impact on the decisions businesses or individuals make about whether to
locate in a state. Factors other than taxation, such as the education of the workforce, transportation
systems, and the natural environment, play a very significant role.®

Moreover, implementing the “FairTax” would likely have some less-than-beneficial consequences
for businesses. For example, 2 number of businesses could see an immediate drop in sales —
particularly retail establishments located close to state borders, which would suffer as residents shop
in neighboring states to take advantage of what likely would be considerably lower sales taxes. Also,
firms’ wage costs may increase as workers demand higher wages in order to be able to afford the
higher cost of goods and services in the state.

The third belief — that the “FairTax” would not weaken public services and thus economic
growth — is flawed as well. Studies have found that the quality of a state’s education, infrastructure,
highways, and public health matters at least as much as the level of its taxes in determining

" Howard Chernick, “Redistribution at the State and Local Levels; Consequences for Economic Growth,” State Tax
Notes, Vol. 36, No. 4, April 25, 2005.

¥ See, for example, Cristobal Young, Charles Varner, and Douglas S. Massey, “Trends in New Jersey Migration: Housing,
Employment, and Taxation,” Princeton University, Woodrow Wilson School of Public and International Affairs, Policy
Research Institute for the Region, September, 2008; available at www.princeton.edu/prior/. See also California Budget
Project, “The Number of High-Income Taxpayers Increased Significantly During a Period With 10 Percent and 11
Percent Tax Rates on High-Income Earners,” August 2008, http:// www.chp.org/pdfs/2008/ 0808_DP_High-
IncomeTaxpayers.pdf; Andrew Leigh, “Do Redistributive Taxes Reduce Inequality?” National Tax Journal, Vol. LXI 1,
March 2008; and Richard J. Cebula, “Internal Migration Determinants: Recent Evidence,” International Advances in
Economic Research, 11:267-274, 2005.




economic growth rates. For the reasons described in this report, “FairTax” proposals are likely to
reduce revenues if exemptions are granted or the rate is set too low. The resulting cuts in spending
on services that businesses and residents rely on could be an obstacle to economic growth.’

Revenues Under “FairTax” Likely to Fall Short of Needs Over Time

As described above, there is considerable reason to doubt that, even in the short term, “FairTax”
proposals would raise enough revenue to compensate for revenue lost due to repeal of the income
tax and other taxes. But policymakers should also consider the effects of “FairTax” proposals
beyond the short term. The switch to almost total reliance on the sales tax would endanger a state’s
long-term fiscal health by reducing the diversity of the tax base and slowing revenue growth.

Overreliance on Single Revenue Source Would Increase Risk of Fiscal Instability

Replacing a state’s current mix of income and sales taxes and individual and business taxes with a
greatly expanded sales tax on individuals goes against the established principle of diversifying state
revenue sources.

Diversification is a prudent approach: a mix of taxes provides greater revenue stability in
situations where revenue from one tax declines because of economic circumstances. For example,
sales tax collections declined significantly at the start of the recession. Later, income tax collections
dropped sharply but sales tax collections began to rebound as consumers started spending again. In
better times, growth in income tax revenues allows states to build up reserves if they choose. A state
that depends almost exclusively on the sales tax would not have the benefit of this balance.

Growth in Revenues Would Slow

The experience of recent recessions has been that income tax revenues grow rapidly once
employment growth returns to normal, allowing states to restore services to pre-recession levels.
Sales tax revenues, in contrast, have generally grown more slowly than income tax revenues during
expansions.

If implemented under cutrent state fiscal conditions, the “FairTax” approach of expanding the
sales tax as a replacement for personal and corporate income taxes could reduce a state’s ability to

? A review of the literature by Northwestern University Economist Therese McGuire finds that the results of research
on interregional differences in taxes is mixed; depending on the decade studied and the measures used, one can find
significant effects of taxes on economic growth or not. Timothy Bartik, Senior Economist at the W.E. Upjoha Institute
for Employment Research, finds that “Equally competent research projects may get widely divergent estimates of the
economic development effects of fiscal variable.” Literature that shows public services matter includes a well-regarded
early study by Jay Helms, and a later review by Ronald Fisher. Economist Robert Lynch reviews the literature and finds
that increases in taxes, when used to expand the quantity and quality of public services, may promote economic
development and economic growth. Therese J. McGuire, “Do Taxes Matter? Yes, no, maybe so, ” Szate Tax Notes. Vol.
28 No. 10, June 9, 2003; Timothy Bartik, New England Economic Review, March/April 1997; Jay L. Helms, “The Effect of
State and Local Taxes on Economic Growth: A Time Series-Cross Section Approach,” The Review of Economics and
Statisties, Vol. 67, No. 4, November 1985; Ronald C. Fisher, “The Effects of State and Local Public Services on
Economic Development, New England Economic Review, March/Apsil 1997; Robert Lynch, Rethinking Growth Strategies: How
State and Local Taxes and Services Affect Economic Development, Economic Policy Institute, 2004.



meet future needs. The national recession has driven down state revenues by historic amounts.
Even if an expanded sales tax were propetly constructed to replace every dollar of lost revenue,
revenues would start at a lower-than-normal level because of the recession, and the state would need
many additional years to restore services to pre-recession levels.

Slow revenue growth would be a problem even if a state adopted the “FairTax” during more
normal times. The typical “FairTax” proposal sets a base period to determine the amount of
revenue that the expanded sales tax must replace; the base period is often a few years in the past so
that actual revenue collections are known. But even if a state’s revenue level during the base period
were sufficient to meet the state’s needs a/ fhe time, it would fall short of the amount needed to cover
cirrent needs because of increases in the intervening years in costs and populations to be served.

In addition, many “FairTax” proposals include provisions that make it difficult for states to adjust
their tax rates if the level of taxes proves inadequate. For example, “FairTax” proposals in Michigan
would cap future revenue growth, and Missouri’s plan allows only one adjustment to the sales tax
rate if revenues fall short of needs in the future. As the Missouri Committee on Legislative Research
noted:

Assuming [revenue] neutrality is achieved, current projections call for revenues in FY 11 to
be well below the levels collected in FY 08, an extraordinaty decline which would not have
happened except for the recession which began in 2007. This [“FairTax”] proposal would
not allow for state revenues to recover from the unprecedented declines of FYs 09-10. This
proposal would make it difficult for the state to provide the level of services currently
demanded and those demanded in the future.

Taxes of Middle-income Residents Would Rise

“FairTax” proposals would significantly change the distribution of state taxes: middle-income
families would pay more, while businesses and high-income houscholds would pay less.

Sales taxes are regressive — that is, lower- and middle-income families pay a larger share of their
income in sales taxes than do high-income families. For income taxes, the opposite is true: higher-
income families pay a larger share of their income in income taxes because of a graduated rate
structure in many states and because personal exemptions and standard deductions exempt a smaller
share of their income.

Thus, repealing the state income tax would benefit high-income families disproportionately, while
low- and middle-income families would bear the largest burden of an increase in the sales tax.

“Prebate” Would Not Help Middle Class

In response to this concern, all “FairTax” proposals include a “prebate” intended to shield low-
income families from the effect of the shift from income to consumption taxes. The prebate,
generally equal to the new sales tax rate times the federal poverty level, would be provided annually
or monthly to all state taxpayers. For a family of four in a state with a “FairTax” rate of 10 percent,
for example, the prebate would be $2.205 (using 2008 poverty guidelines).



But there is a serious flaw in this approach. Since the prebate would presumably protect the
poorest families from paying more in taxes under the “FairTax” than they do now, and the very
wealthy are unlikely to spend so much that their sales tax payments equal what they formetly paid in
income tax, only those in the middle would be left to make up the difference. In fact, 95 percent of
Missouri taxpayers would pay more in taxes under a “FairTax” proposal for that state, according to
an analysis by the Institute on Taxation and Economic Policy, and middle-income families would
face the largest tax increase.

In-State Taxpayers Could Pay Larger Share of Total Taxes

Though state taxes are levied on in-state economic activity, they also affect residents of other
states. For example, corporate income taxes are “paid” by company shareholders regardless of
where they live, in the form of reduced profits. Similarly, the sales taxes that businesses pay on their
purchases are “paid” in part by those businesses’ out-of state customers in the form of higher prices.
Tourists and other visitors also pay a portion of state taxes.

Although the specifics will vary from state to state, a “FairTax” could, on the whole, reduce the
share of overall state taxes that out-of-state residents pay and increase the share that in-state
residents pay. Eliminating the corporate income tax would largely profit out-of-state shareholders,
for example, and exempting businesses from taxes on their purchases would benefit many out-of-
state consumets. [n contrast, in-state residents would pay the greatest share of the newly expanded

sales tax. (A state with a very large tourism industry might fare better under a “FairTax,” however.)"

Conclusion

Replacing the diversified tax structure that most states have now with a dramatically expanded
sales tax would jeopardize states’ ability to fund public services and likely raise taxes on the middle
class. It also would be unlikely to produce any benefits for a state’s economy.

" Proponents of this tax shift have argued that the increased sales tax on residents would be offset because businesses
that save money from elimination of corporate taxes would lower their prices. But even if these price cuts happened —
and there is no particular reason to think this is likely — they would apply equally to in-state and out-of-state sales, so
only a portion of the savings would be passed along to in-state consumers.
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TABLE 1:

Summary of Recent State Proposals

govermnment

Taxes Eliminated Change in State | What Is Included | Other Features Notes
Sales Tax Rate in New Sales Tax
Base

Michigan Personal income tax, 16 9.75 percent All goods and Rebate of 9.75% of | 2008 proposal,
Michigan Business 1ax, | from 6 percent services purchased the federal poverty petitions circulated
school education tax by houscholds line; revenue growth | but not enough
(which is levied on including food, in excess of signatures to make
businesses only), sales prescription drugs, population plus it to ballot; ballot
tax on business out-of-pocket health | inflation would goin | language unclear
purchases care costs, new home | Rainy Day lund to about many details

purchases be used if revenues
drop below 95% of
prior year

Missouri Personal and corporate | 1o 5.11 percent All goods and Rebate equal to new | Bill introduced
income taxes; corporate | from 3.0 percent services purchased tax rate times the that would put
and bank franchises tax, according to original | by houscholds except | federal poverty line question on ballot
sales tax on business bill language. A higher education
purchases; dedicated subscquent bill tuition. Includes
sales taxes states that the new purchases of nursing
(conservation and rate can be no home and in-home
roads); St. Louis and higher than 7 medical care,

Kansas City carnings percent. The doctor’s visits, child
taxcs proposals also say care, education, rent,
the change must be housing, home
revenue neutral, repairs, new home
which has led to rate | purchases, utilities,
estimates ranging msurance, funcrals,
from about 6 food, prescription
percent to over 11 drugs, legal services,
percent (Note: financial scrvices,
Missouri’s current transportation, club
statewide sales rax dues, auto repairs
rate consists of 2 3.0
percent general tax
plus an additional
1.225 percent
dedicated tax.)

South Personal and corporate | T'o about 6 to 7 All goods and Bill introduced

Carolina income tax, income tax | percent from 5 scrvices purchased
on banks, estate tax, pereent, according by houscholds
sales tax on business to proponents’
purchases. (The cstimates
language of the
proposal also climinates
the estate tax but South
Carolina docs not
currently levy an estate
tax.)

Arskansas All taxes levied by the To be determined All goods and Monthly rebate equal | Petition for ballot
General Assembly, by legistature services purchased to rate of tax times mceasures
including personal and by houscholds except | federal poverty line
corporate mcome taxes, cducation tuition at divided by 12
capital gains taxes, all levels and job
payroll taxes, real estate training courses and
transfer taxes services mandated by

tederal, state, or local
L

11
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State Individual Income Tax
Comparisons for Tax Year 2007 and
Computed Tax Liabilities for Tax Year
2009

Presented to the

South Carolina Taxation Realignment
Commission

February 19, 2010



= South Carolina taxpayers filed 2.15 Million
returns in FY 09

= Generated $2.8 Billion for the General Fund

= Major Components include:
* Employee Withholding -- $3.5 Billion
» |ndividual Declarations -- $367 Million
* |Individual Paid with Returns -- $399 Million
= Refunds -- $1.5 Billion for 1.5 Million taxpayers

" |ndividual Income Tax accounted for 47% of
General Fund Revenue in FY 09

2/19/2009 SC Board of Economic Advisors



* 4] states impose an individual income tax

* 2 states, NH and TN, tax only dividends and
interest income

* 7/ states, AK, FL, NV, SD, TX, WA, and WY, do
not impose an individual income tax

2/19/2009 SC Board of Economic Advisors



Table 1: Federal Income Tax Comparisons for the 2007 Tax Year

. Money amounts, except for South North
3 . . . .
@ averages, are in thousands. Carolina Georgia Carolina
1 Number of Federal Returns 2,256,719 4,560,422 4,601,888
2 Federal Adjusted Gross Income | 98,961,892| 230,079,128 219,982 102
3 Average Adjusted Gross Income 43,852 50,451 47,803
4 Total Federal Taxable Income | 64,124,869| 151,944,144 143,840,131
5 Average Federal Taxable Income 28,415 33,318 31,257
6 ltemized Deductions| 15430,381| 41,256,992 35,697,046
7 Returns with ltemized Deductions 674,265 1,680,569 1,553,622
8 Average Deduction per Return 22,885 24,549 22,977
% Distribution of Returns by AGI
20 % under $50,000 73.8% 70.9% 71.4%
21 % $50,000 to $75,000 11.1% 11.6% 11.7%
22 % $75,000 to $100,000 6.6% 6.8% 7.0%
23 % $100,000 to $200,000 6.5% 8.0% 7.5%
24 % $200,000 and over 1.9% 2.7% 2.4%
Rank (1 is poorest State with the
highest percentage of taxpayers in the
lowest income group, defined as under
25 $50,000 AG)) 5 16 14

2/19/2009

SC Board of Economic Advisors



Table 2: State Income Tax as a Percentage of Federal AGI

fout Money amounts, except for South North
e averages, are in thousands. Carolina Georgia Carolina
Federal Taxable Federal Federal Taxable
1 State Tax Base Income AGI Income
State Income Tax Collections (from
State and Local Government Finances,
2 U.S. Census Bureau, FY 05-06) 2,727,251 8,040,366 9,467 .278
Average State Income Tax Per
Return
3 (Nnumber of federal returns per SOl data) $1,209 $1,763 $2.057
4 Rank (1 is highest tax per return) 36 20 13
5| State Income Tax as a % of Fed AGI 2.8% 3.5% 4.3%
6| Rank (1 is highest tax as % of AGH 34 21 10
7 Local Income Tax No No No
TAX YEAR 2009 COMPARISONS
8
Standard Deductions
13 Single 5,700 2,300 3,000
14 Married Filing Single 5,700 1,500 3,000
15 Married Filing Jointly 11,400 3,000 6,000
16 Head of Household 8,350 2,300 4,400
17 Personal Exemptions
18 Per Person 3,650 2,700 $2,500/ $2,000
19 Married Filing Jointly
20 Dependent 3,000 $100 credit
Single
1%>0
2%>$750
3%>$2,250
4%>$3,750
5%>%$5,250
6%>$7.,000 Single
Married 6%>0
0%<$2,740 1%>0 7T%>$12,750
3%>%2,740 2%>%1,000 7.75%>$60,000
4%>%$5,480 3%>%$3,000 Marrioed
5%>$8,220 4%>$5,000 8%>0
6%>%$10,960 5%>$7,000 7%>$21,250
21 Tax Brackets|[7%>%$13,700 6%>%$10,000 |7.75%>%100,000

2/19/2009

SC Board of Economic Advisors




States With Highest Marginal Tax Rate At or Above South Carolina's 7%

2/19/2009

Highest Average

Marginal Effective
State Tax Rate Tax Rate Rank
Oregon 11.00% 5.7% 1
New York 8.97% 5.7% 2
California 10.55% 4.6% 5
Maine 8.50% 4.4% 7
Minnesota 7.85% 4.4% 8
Hawaii 11.00% 4.4% 9
North Carolina 71.75% 4.3% 10
Wisconsin 7.75% 4.0% 13
Arkansas 7.00% 3.7% 16
Idaho 7.80% 3.6% 18
lowa 8.98% 3.5% 22
Montana 7.00% 3.4% 24
Rhode Island 9.90% 3.4% 25
Vermont 9.40% 3.2% 30
New Jersey 10.75% 3.2% 31
South Carolina 7.00% 2.8% 34

SC Board of Economic Advisors




States With Highest Marginal Tax Rate Below South Carolina's 7%

Average
Highest Marginal |[Effective

State Tax Rate Tax Rate Rank

Maryland 6.25% 5.1% 3
Ohio 5.92% 4.9% 4
Kentucky 6.00% 4.4% 6
Massachusetts 5.30% 4.3% 11
Delaware 6.95% 4.2% 12
West Virginia 6.50% 3.8% 14
Virginia 5.75% 3.7% 15
Connecticut 5.00% 3.6% 17
Utah 5.00% 3.6% 19
Pennsylvania 3.07% 3.6% 20
Georgia 6.00% 3.5% 21
Nebraska 6.84% 3.4% 23
Missouri 6.00% 3.4% 26
Oklahoma 5.50% 3.3% 27
Kansas 6.45% 3.3% 28
Indiana 3.40% 3.3% 29
Colorado 4.63% 2.8% 32
Alabama 5.00% 2.8% 33
South Carolina 7.00% 2.8% 34
Michigan 4.35% 2.7% 35
Louisiana 6.00% 2.7% 36
New Mexico 4.90% 2.6% 37
Mississippi 5.00% 2.4% 38
lilinois 3.00% 2.2% 39
Arizona 4.54% 2.1% 40
North Dakota 5.55% 1.8% 41

2/19/2009 SC Board of Economic Advisors



States With Flat Tax Rates and South Carolina

Highest Average

Marginal Effective
State Tax Rate Tax Rate Rank
Massachusetts 5.30% 4.3% 11
Utah 5.00% 3.6% 19
Pennsylvania 3.07% 3.6% 20
Indiana 3.40% 3.3% 29
Colorado 4.63% 2.8% 32
South Carolina 7.00% 2.8% 34
Michigan 4.35% 2.7% 35
lllinois 3.00% 2.2% 39

2/19/2009

SC Board of Economic Advisors



Table 3: State Income Taxes Computed by AGI for the 2009 Tax Year

r South North
3 Adjusted Gross Income Levels Carolina Georgia Carolina
1] Married Filing Jointly with 2 Children
2 $10,000{ No Tax No Tax No Tax
3 $20,000{ No Tax 129 40
4 $30,000 8 676 640
5 $40,000 374 1,276 1,268
6 $50,000 1,039 1,876 1,968
7 $60,000 1,704 2,476 2,668
8 $70,000 2,404 3,076 3,368
9 $80,000 3,104 3,676 4,068
10 $90,000 3,804 4,276 4,768
11 $100,000 4,504 4,876 5,808
12 $150,000 8,004 7,876 9,578
13 $200,000 11,504 10,876 13,453
14 $500,000 32,504 28,876 36,703
15 $1,000,000 67,504 58,876 75,453

The box indicates where the comparison State's individual income tax is lower than SC's at the same AGI
level. If no box is shown in the column, then the state's individual income tax is always higher than SC's.

2/19/2009 SC Board of Economic Advisors
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State Individual Income Tax Comparisons for Tax Year
2007 and Computed Tax Liabilities for Tax Year 2009

South Carolina and 40 other states impose an individual income tax. Most states use
federal adjusted gross income as their base for calculating taxes. Many states, like South
Carolina, allow taxpayers to subtract itemized or standard deductions and personal
exemptions to determine taxable income. The amount of the exemptions and deductions, if
allowed, vary greatly and are documented for each state in this analysis. Two states, New
Hampshire and Tennessee, tax only dividend and interest income. Seven states, AK, FL,
NV, SD, TX, WA, and WY, do not impose an individual income tax.

This report analyzes the amount of individual income tax revenue collected by the
federal and state govemments and the characteristics of the states’ tax policies that
determine the magnitude of their revenue collections. Table 1 contains comparisons of
average taxable incomes and income distributions among states for 2007, as reported by
the Internal Revenue Service. Table 2 contains comparisons of individual income tax
collections for South Carolina taxpayers relative to the other states. Table 3 indicates the
amount of state individual income tax liability owed by a single taxpayer and a married
couple filing jointly with two children for adjusted gross incomes of $10,000 to $1,000,000
for each state using the latest available tax rates for tax year 2009.

State tax forms used by taxpayers to determine estimated quarterly income tax
declarations for 2009, or the actual income tax returns for 2009, when available, were the
source for the deductions, exemptions, and tax brackets for each state. In the state
summary pages, the report lists the standard deductions, personal exemptions, tax
brackets, and other deductions and credits allowed by the states. Since tax returns for
2009 are generally not available at this time, we are unable to determine if any of the other
deductions or credits were modified after 2008.

e Table 1, on pages 1 through 5, compares distributions of filers according to various
levels of federal adjusted gross income for all 50 states. Details on taxable income,
itemized deductions, state and federal taxes paid, and the distribution of returns by
amount of AGI are also presented. The distribution of income reported on federal tax
retumns indicates that South Carolina ranks 5th in the percentage of taxpayers reporting
less than $50,000 of AGI. Only four other states reported a higher percentage of
returns in this income category.

» Table 2, on pages 6 through 10, reports state income tax collections from FY 2005-06
and compares these collections to the total amount of federal adjusted gross income
from Table 1, line 2. This percentage reported in Table 2 on line 5 is the average
effective tax rate by state. This average effective rate is calculated as the amount of



state income tax paid as a percentage of federal adjusted gross income. South
Carolina’s individual income tax collections of $2,727,251,000 in FY 2005-06 (Table 2,
line 2 on page 6) divided by the $98,961,892,000 in total federal adjusted gross income
(Table 1, line 2 on page 1) results in a 2.8% average effective tax rate. Ranking from
the highest average effective tax rate, South Carolina ranks 34" out of the 41 states
imposing an individual income tax. The highest average effective tax rate was 5.7% in
Oregon and the lowest was North Dakota at 1.8%.

These calculations indicate that of the 41 states imposing an individual income tax, only
7 states’ tax collections are a smaller percentage of adjusted gross income than South
Carolina’s 2.8% effective tax rate.

South Carolina’s average effective tax rate is lower than some states that impose flat
taxes at rates well below South Carolina’s highest marginal rate of 7%. CO imposes a
4.64% flat tax on taxable income, but its average effective tax rate is also 2.8%, which
ranks them 32", IN, with a flat tax of 3.4%, MA at 5.3%, PA at 3.07%, and UT at 5%
all have average effective tax rates higher than South Carolina, while imposing a flat
rate well below South Carolina’s highest marginal rate of 7%.

Hawaii and Oregon impose the highest marginal tax rate among the 41 states at 11%,
Hawaii’s rate kicks in at $200,000 in taxable income for singles and $400,000 for joint
filers. OR’s top rate applies to income above $250,000 for singles and $500,000 for
married taxpayers. A total of thirteen states impose a maximum marginal rate that
exceeds South Carolina’s 7% top marginal rate. These are NC, CA, HL, ID, IA, ME, NM,
NJ, NY, OR, RI, VT, and WI. Two states, Arkansas and Montana, have the same top
rate as South Carolina. Twenty-five s<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>