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On June 30, 2010, Rep. Rick Boucher (D-VA) and Rep. Smith (R-TX) introduced HR 5649, the Digital
Goods and Services Tax Fairness Act of 2010 (the Act). The legislation, when enacted, will create a
framework for state and local taxation of digital goods and services, and will prohibit multiple and
discriminatory taxation of such goods and services. The purpose of the bill is to foster consistency in
state sales and use taxation of electronically delivered goods, such as software, music, movies and
books, and services such as cloud computing.

The bill does not seek to prohibit taxation of digital goods and services. Rather it would set guidelines for
any state or local jurisdiction that sought to impose such tax providing certainty to the consumers of digital
goods and services. By doing so, the bill would prevent multiple jurisdictions from each claiming the
ability to tax the same transaction and would ensure that tax rates applicable to such transactions are not
higher than the rate generally imposed on sales of goods.

The following is a summary of the bill's main provisions that are central to achieving its stated goal of
creating “a consistent framework for taxation,” preventing “multiple taxation,” and providing “greater
certainty and simplicity” so as to avoid impeding electronic commerce and the sale of digital goods and
services.

Prohibition Against Multiple or Discriminatory Taxes

Similar to the Internet Tax Freedom Act (ITFA), which places a moratorium on multiple or discriminatory
taxes on electronic commerce, the Act provides that “[n]o State or local jurisdiction shall impose multiple
or discriminatory taxes on or with respect to the sale or use of digital goods or services.” While ITFA
expires in 2014, the Act would impose a permanent prohibition on multiple or discriminatory taxes
imposed upon digital goods and digital services.

Under the Act, “multiple tax” means any tax imposed on the transaction where no credit is given for
comparable taxes paid to other states for the same transaction.® A “discriminatory tax” is one which is
imposed by a State or local jurisdiction “on or with respect to the sale or use of any digital good or service
at a higher rate than is generally imposed on or with respect to the sale or use of other tangible personal
property or involving similar services that are not delivered or transferred electronically.” The bill also
includes as discriminatory a tax on any seller of digital goods or services at a higher rate or “by
incorporating a broader tax base” than that generally imposed on sellers of similar services or

! Digital Goods and Services Tax Fairness Act, H.R. 5649, 111th Cong. § 2(2). (2010).
? Digital Goods and Services Tax Fairness Act, H.R. 5649, 111th Cong. § 3 (2010).
*1d. at § 6(9).

*1d. at § 8(a),(b).
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transactions involving tangible personal property, but only “to the extent that the higher rate or broader tax
base is attributable to the fact that such person sells digital goods or digital services.”

Sutherland Observation: Since 2007, 12 states have moved legislation to impose taxes on digital
goods and services. Of these, no two approaches have been the same. Complicating matters further
are state efforts to tax digital goods and services under historic communications tax provisions — often
at rates significantly higher than the rate imposed on the sale of tangible goods. Local jurisdictions
are also moving to impose taxes on the digital world. Mounting budget pressure has and will continue
to lead these jurisdictions to tax digital goods and services at rates greater than those imposed on
tangible goods.

Single Sourcing Regime

The Act provides a single set of rules regarding which state or local jurisdiction may impose a tax on the
sale of a digital good or service. This set of rules is based on determining the customer’s “tax address”
and limiting any imposition of tax to the state or locality that encompasses that tax address. “Tax
address” is defined in a series of default rules tied to the sourcing provisions of the Mobile
Telecommunications Sourcing Act and the Streamlined Sales and Use Tax Agreement. These rules
protect vendors of digital goods and services from claims that a single transaction is subject to tax in
more than one jurisdiction.

Clarified Treatment of Bundled Goods and Services

Section 5 of the proposed bill establishes a bundling rule for tax treatment of bundled digital goods or
digital services. Where charges for digital goods or services are aggregated with charges for other goods
and services, and are not separately stated, the tax on the digital goods and services may be applied at
the same rate and basis as the other goods and services unless the seller can reasonably identify a
separate charge for the digital goods or services from its books and records kept in the regular course of
business.

Eliminates Retroactive Imposition by Regulation or Administrative Ruling

An important feature of this bill is section 4(c), which limits administrative interpretation of tax laws as a
means of taxing digital goods and services. This provision is aimed at limiting states’ the ability of states
to rely on administrative proclamations to declare that digital goods and services are taxable as tangible
personal property where there is no statutory authority for that position. The protection does not apply
with respect to judicial determinations made prior to June 30, 2010, the date of introduction of this bill in
the House. Thus, state and local tax agencies will be prohibited from declaring that digital goods are
taxable as tangible personal property without specific legislative authority.

Sutherland Observation: Atleast 11 states currently take the position that digital content is taxable
as tangible personal property even though their statutes provide no authority for this position. These
states have surprised vendors on audit or have coerced companies to collect tax in an effort to avoid
out-of-pocket liability. The legislation would prohibit taxation by administrative determination —I
instead requiring that a state’s digital tax policy be set by the state legislature.
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Prohibits Taxes on Digital Medical, Educational, or Energy Management Services

In recognition of the critical role that medical, educational, and energy management digital services will
play in future economic growth, these products are exempt from all state and local taxes. The bill
includes a definition of each of these services and exempts them from state and local tax.

Taxation Limited to End Users

Taxes may only be imposed upon the sale, use, or provision of digital goods made directly to a customer,
which is defined as a person purchases a digital good or service for a purpose other than resale. This
provision is intended to eliminate the “pyramiding” of taxes on a digital good at various points in its
commerce stream. Without this protection, digital business inputs are subject to tax in some states,

resulting in the same digital good being taxed more than once.

Federal Jurisdiction Expressly Granted

The proposed legislation grants jurisdiction to federal district courts, regardless of the citizenship of the
parties or the amount in controversy, to hear any claim of violation of any provision of the proposed

statute.

Sutherland Observation: As states struggle to address growing budget shortfalls, there will be
continued pressure to expand the transaction tax base to digital goods and digital services.
Establishing a national framework for taxation of digital goods and services will facilitate rational
taxation and prevent such goods and services from being subject to discriminatory taxation.

If you have any questions about this development, please feel free to contact any of the attorneys listed

below or the Sutherland attorney with whom you regularly work.
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