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Introduction.

Good afternoon, Chairwoman Sánchez, Ranking Member Cannon, and distinguished members of the Subcommittee.  My name is Roger J. Cochetti.  I am submitting testimony on behalf of the Computing Technology Industry Association (CompTIA) representing our over 10,000 member companies.
I want to thank Chairwoman Sánchez and Members of this Subcommittee for holding this important hearing concerning the effects of business activity taxes.  We are especially concerned about the ramification of some recent developments for small businesses.  This is a real issue affecting the economic survival of small businesses, and this issue is in urgent need of an immediate response.  We believe your efforts to focus both Congressional and public attention on this issue are most important.  

Small businesses are the backbone of the American economy.  Some 23 million small businesses employ over half of the private sector workforce.  Small businesses are a vital source of the entrepreneurship, creativity, and innovation that keeps our economy globally competitive.  As a nation, we are dependent upon the health of the small business sector, and this is why we are concerned with an ever-expanding palate of taxation and tax compliance issues. 

CompTIA Overview.

The typical small business does not have an IT department but relies upon the services of an important segment of the computer industry referred to as “Value Added Resellers” or VARs.  VARs are small system integrators that design, install, and maintain computer systems and networks for other small businesses.  An estimated 32,000 VARs, most of which are small businesses themselves, sell approximately $43 billion dollars worth of computer hardware, software, and services annually.  This means that over one third of the computer hardware sold in the United States today is sold by VARs.  
Madame Chairwoman and members of the Subcommittee, the Computing Technology Industry Association represents the business interests of these VARs.  For 25 years, CompTIA has provided research, networking, and partnering opportunities to its over 10,000 member companies.  And while we represent nearly every major computer hardware manufacturer and software publisher, nearly 75% of our membership is comprised of American VARs – the small business component of the tech industry.  So, we particularly appreciate the opportunity to provide this testimony to this Subcommittee. 

As further background, in addition to representing the interests of VARs, CompTIA also works to provide global policy leadership for the IT industry through our headquarters in Chicago and our public policy offices in Washington, Brussels, Hong Kong, and Sao Paulo.  For most people in the computer industry, however, CompTIA is well known for the non-policy-related services that it provides to advance industry growth:  Standards, industry education, business solutions and our very well known professional IT certifications, such as A+. 

The Issue.

As states seek to maintain or expand both their tax bases and collections, we note ever-increasing attempts by some state taxing authorities to tax interstate transactions.  As established by the U.S. Supreme Court, the principle requirement allowing a state to require a non-resident business to collect and pay over sales and use taxes is “physical nexus.”  In Quill Corp. v. North Dakota, 504 U.S. 298 (1992), the Court ruled that a state is not permitted to require a non-resident seller to collect and remit sales and use taxes – unless that seller has a physical presence in the state.  Therefore, a business that resides in State A cannot be required by State B to collect and remit sales taxes on sales made to customers in State B, unless that business has a real physical presence in State B.  Commonly, physical presence has been interpreted as having an office or place of business in the state, or employing workers that operate within the state.   

One of the basic principles of the Quill decision is fairness.  That is, it is principally unfair and burdensome for a state to require a business to collect sales and use taxes – when that business has no physical presence in the taxing state.  The fairness of Quill is made all the more evident by the fact that most states permit local jurisdictions to impose separate transactions taxes, which can have varying requirements within a single state or jurisdiction.  Clearly, for the typical small business, collecting and remitting taxes from states other than their own would impose a massive administrative burden.  In addition to monitoring, collecting and remitting sales taxes to multiple jurisdictions, the business would also be burdened with a multiplicity of compliance requirements.  So, under the Quill decision, the physical nexus standard has served to bring both certainty and simplicity to the complicated patchwork of interstate taxation.  

However, while the Quill decision requires a physical nexus in situations involving sales and use taxes, this decision did not specifically address other forms of taxation.  Therefore, while physical nexus continues to control sales and use tax collections, some states are now seeking to ignore this requirement for other forms of taxation – asserting that an “economic nexus” is sufficient.  Under this theory, some states have attempted to tax any transaction that has an economic nexus to that state.  This is bad tax policy which will result in unmanageable tax and compliance problems for all businesses.  

Imposition of business activity taxes under the economic nexus theory imposes a particularly burdensome regime on the IT industry.  For example, a VAR located in State A is engaged by a customer in State B to solve a software issue.  The VAR has no place of business in State B and has never visited State B.  But, without ever entering State B, the VAR connects to the customer’s computer via the Internet; the computer is repaired and the customer is billed for this service.  Under the economic nexus theory, State B could assert that income earned by the VAR is subject to income and franchise taxes in State B.  Also, because the VAR is a resident and is physically present in State A, State A would likewise seek to tax these earnings.  

From this example, it is easy to see how adoption of the economic nexus will usher in a burdensome and complex new multiplicity of tax regimes for all businesses.  This would be most devastating for small businesses which have neither (i) the expertise to learn the taxing requirements of all states, nor (ii) the money to pay a professional to monitor and comply with dozens, hundreds or thousands of taxing authorities.

Recently, one of our VAR members, a small IT business, recounted a situation in which the taxing authority for the state of Maine demanded that this business – which is located in New Hampshire – file a Maine tax return.  The Maine tax authority noted that the VAR had a few customers in Maine and that two of the VAR’s employees lived in Maine.  After substantial time and expense on the part of our small business VAR member, the Maine tax authority eventually withdrew their demand.  However, this was only after our member was required to prove that the employees only lived in Maine – and were not stationed there as employees.  This CompTIA member company also had to prove to the Maine tax authorities that its business dealings within Maine were de minimis and did not warrant a tax return.  Of course, we agree with this outcome, but we do not agree with the process that required this small business to spend enormous and needless time, effort, and expense in order to contest this overreaching approach to interstate taxation.  To avoid this in the future, clear and consistent criteria must be established to determine whether a business has a sufficient physical presence in a state to allow that state to impose business activity taxes.

Madame Chairwoman, it now seems apparent that the tax authorities of some states are seeking to exploit a loophole in the Supreme Court’s decision in Quill.  Because Quill prohibited the imposition of unfair sales taxes, some states are now seeking to bypass this by imposing unfair transaction taxes.  The emphasis must be placed on the term “unfair” – without respect to the type of tax a state seeks to impose on out of state businesses.  This loophole needs to be closed before the nation’s small businesses suffer any further. 

Before any more states move to collect unfair taxes from small out of state businesses, we urge the Congress to require distinct physical presence requirements to the taxation of interstate business activities.  The emergence of a duplicative and overlapping patchwork of state and local tax filing and payment requirements will seriously damage America’s small business community.  It would inflict substantial burden and cost on all businesses – with a disproportionate impact on small businesses, especially those engaging in electronic commerce.

Legislation

We call on Congress to pass legislation that will prohibit a state from taxing out-of-state transactions and non-resident businesses unless that business has an actual physical presence in the taxing state.  We also call on Congress to set forth specific criteria to determine whether a business has a sufficient physical presence to allow taxation.  Accordingly, we specifically support the passage of S. 1726, the “Business Activity Tax Simplification Act of 2007” and its companion bill, H.R. 5267, the “Business Activity Tax Simplification Act of 2008.”

Conclusion.

Increasingly, businesses are being burdened by the both the variety and amount of taxes that must be paid, as well as the costs of compliance.  While we fully support the notion that all businesses should pay their rightful share of taxes, we believe this goal can and should be accomplished in the most orderly and least burdensome method.  Accordingly, we ask this Subcommittee to support efforts to clarify and simplify the increasing tax and tax compliance burdens for businesses.  If not, small businesses – especially small technology businesses – cannot continue to drive the American economy.  

We thank this Subcommittee for the opportunity to present this testimony in support of our membership – especially, our over 10,000 member companies, many of which as small technology companies rely more heavily on income from the remote provision of interstate services. 
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