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Why this Workbook?
This workbook contains a tool to help policymakers and others analyze existing tax
and fiscal structures and proposals to determine how well they satisfy the basic
principles of good tax policy. The analysis requires the user to consider the purpose
of the tax or proposal, how it works, its degree of fairness, and whether it will
operate efficiently. The analysis will point out where there are plusses and minuses
(areas for improvement) in the item being analyzed.

The analysis should also help to stimulate debate and discussion on the finer points
of tax proposals and alternatives. This should lead to a deeper understanding of tax
and fiscal systems and issues.

The worksheet needed to do the analysis is included in this workbook (along with a
brief explanation of the tax principles and four case studies of analyzed items). A
blank worksheet can also be obtained at the Joint Venture Tax Policy Group website.
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PRINCIPLES OF GOOD TAX POLICY

Joint Venture extends its gratitude

to the AICPA for granting Joint Venture

permission to use Tax Policy State-

ment No.1 in this workbook. AICPA

Tax Policy Statement No.1 - Guiding

Principles of Good Tax Policy: A

Framework for Evaluating Tax Propos-

als, 2001; available at

http://ftp.aicpa.org/public/down-

load/members/div/tax/3-01.pdf. 

Principles of Good Tax Policy
Joint Venture’s Tax Policy Group has used the American Institute of Certified
Public Accountants’ (AICPA) tax policy statement to create a tool to help policy-
makers and others interested in improving California’s tax and fiscal structure.
The tool is described and demonstrated in this workbook. The AICPA’s
statement—Guiding Principles of Good Tax Policy: A Framework for Evaluating Tax
Proposals, provides ten principles for determining if an existing tax or a proposal
to modify a tax rule follows good tax policy. The framework recognizes that it is
not always possible to incorporate all ten principles into tax systems – that some
balancing is needed.

The workbook was created by Joint Venture to help policymakers and others
evaluate plusses and minuses in either existing taxes or proposals to change existing
tax rules. The tool regroups the AICPA’s principles within three broad categories:

1 Fairness
2 Operability
3 Appropriate Purpose and Goals 

The ten principles, as grouped by Joint Venture’s Tax Policy Group, are
explained next. Following this section are four case studies of how the principles
can be used to evaluate tax and fiscal structures and proposals.
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PRINCIPLES OF GOOD TAX POLICY

FAIRNESS

1. Equity and Fairness
Similarly situated taxpayers should be taxed similarly.
Equity refers to both horizontal and vertical equity.
Horizontal equity describes the concept that taxpayers
with equal abilities to pay should pay the same
amount of tax. Vertical equity means that taxpayers
with a greater ability to pay should pay more tax.
The question of how much more tax people with
higher income should pay is not an issue for the
framework to resolve. Instead, the framework serves
to note the importance of the principle, rather than
to state how equity is achieved. How equity is to be
defined and achieved for a tax system is a matter of
political, social and economic debate.

The presence of both horizontal and vertical
equity in a tax system is thought to make the system
fair. However, the term fair has different meanings to
people owing to differing opinions on what “similarly
situated” means and how progressive a tax should be.
For example, some would view an income tax system
as “fair,” if there were deductions for basic items
such as medical expenditures and child care. Others
would view the system as “fair” if there were almost
no deductions. In addition, some view an income tax
as “fair” if it represents a higher percentage of a high-
income taxpayer’s income relative to a lower income
taxpayer (that is, the system is progressive). On the
other hand, some view an income tax system as “fair” 
if everyone pays at the same rate (the tax is the same

percentage of every taxpayer’s income yet high-income
taxpayers pay more because they have more income).

Because taxpayers usually pay a range of different
types of taxes, equity is best measured by considering
the range of taxes people pay, rather than looking at
only a single tax.

2. Transparency and Visibility
Taxpayers should know that a tax exists and how and when
it is imposed upon them and others.
Transparency and visibility in a tax system enable
taxpayers to know the true cost of transactions.
These features enable taxpayers to know when a tax
is being assessed or paid and to whom. This principle
relates to fairness because taxpayers should be able to
know what type of taxes they are paying and how
much. For example, the California sales tax is visible
because it is separately charged by retailers rather
than being included in the price marked on the goods.
On the other hand, consumers indirectly pay various
excise taxes when they buy gasoline, but they typically
do not know how much of the total amount paid
represents excise taxes. If the federal or California
gasoline excise tax were increased, consumers would
most likely perceive that the price of gas had increased
rather than realizing that the manufacturer’s excise
tax had increased.

Progressive vs. Regressive
Progressive means that the tax repre-

sents a higher percentage of a high

income taxpayer’s income relative to

a lower income taxpayer. In contrast,

regressive means that the tax repre-

sents a higher percentage of a low

income taxpayer’s income relative to

a higher income taxpayer.

OPERABILITY

3. Certainty
The tax rules should clearly specify when the tax is to be
paid, how it is to be paid, and how the amount to be paid
is to be determined.
If taxpayers have difficulty measuring the tax base or
determining the applicable tax rate or the tax conse-
quences of a transaction, then certainty doesn’t exist.
Certainty might also be viewed as the level of confi-
dence a person has that the tax is being calculated
correctly. For example, if a taxpayer cannot determine
whether an expenditure should be capitalized or
expensed or whether a particular transaction is subject
to sales tax, then certainty does not exist for that tax.

4. Convenience of Payment
A tax should be due at a time or in a manner that is most
likely to be convenient for the taxpayer.
Convenience in paying a tax helps ensure compliance.
The appropriate payment mechanism depends on
the amount of the liability and the how easy or diffi-
cult it is to collect. Discussion of this principle in
designing a particular rule or tax system would focus
on whether it is best to collect the tax from the
manufacturer, wholesaler, retailer or customer, as well
as the frequency of collection.
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1  General Accounting Office (GAO), Reducing the Tax Gap – Results of a GAO-Sponsored Symposium, June 1995, GAO/GGD-95-157, page 13.

Economic Effect of Depreciation

Today, the federal income tax system

allows semiconductor manufacturing

equipment to be depreciated over 5

years which many firms view as too

long relative to the economic life of

the equipment and what is allowed

by other countries.

APPROPRIATE PURPOSE AND GOALS

9. Neutrality
The effect of the tax law on a taxpayer’s decisions as to how
to carry out a particular transaction or whether to engage
in a transaction should be kept to a minimum.
The principle of neutrality stands for the proposition
that taxpayers should not be unduly encouraged or
discouraged from engaging in certain activities due to
the tax law. The primary purpose of the tax system
is to raise revenue, not to change behavior. Of course,
a completely neutral tax system isn’t really possible.
For example, an income tax could be said to discour-
age earning income. However, within the system,
the neutrality principle would come into play in deter-
mining how to measure income or ability to pay.

10. Economic Growth and Efficiency
The tax system should not impede or reduce the productive
capacity of the economy.
A tax system should be aligned with the economic
goals of the jurisdiction imposing the tax. For exam-
ple, the system should consider the jurisdiction’s 

goals for economic growth, capital formation and
international competitiveness. Generally, the system
should not favor one industry or type of investment
at the expense of others. For example, a jurisdiction
would probably not want to design an income tax
that imposes a 90% rate on the top 25 percent of
income earners because such a system would harm
the jurisdiction’s economic growth.

The principle of economic growth and efficiency
might seem to be in conflict with the principle of
neutrality. This is not necessarily the case though.
This principle just recognizes that rules to calculate
the tax base and tax rate have economic effects. For
example, if the income tax system calls for a 30-year
depreciable life for semiconductor manufacturing
equipment, the jurisdiction must recognize that such
a rule will have an effect (here, an adverse one) on
the cost of semiconductors and site location decisions
of semiconductor manufacturing companies.

5. Economy in Collection
The costs to collect a tax should be kept to a minimum for
both the government and taxpayers.
This principle considers the number of revenue
officers needed to administer a tax. Compliance costs
for taxpayers should also be considered. This principle
is closely related to the following principle of simplicity.

6. Simplicity
The tax law should be simple so that taxpayers can under-
stand the rules and comply with them correctly and in a
cost-efficient manner.
Simplicity in a tax system reduces the number of
errors. Simplicity increases respect for the system and
therefore improves compliance. A simple tax system
better enables taxpayers to understand the tax conse-
quences of their actual and planned transactions. 

7. Minimum Tax Gap
A tax should be structured to minimize non-compliance.
The tax gap is the amount of tax owed less the amount
collected. To minimize the tax gap, procedural rules 

are needed to attain compliance. Generally, there is
a need to strike a balance between (a) the desired
level of compliance, and (b) the costs of enforcement
and the level of intrusiveness of the tax system.1

8. Appropriate Government Revenues
The tax system should enable the government to determine
how much tax revenue will likely be collected and when.
A tax system should have some level of predictability
and reliability to enable governments to know how
much revenue will be collected and when. Generally,
a government realizes better stability with a mix of
taxes. For example, in an economic downturn, unem-
ployment and a declining stock market would lead
to reduced income tax collections. If the jurisdiction
also had other taxes, such as a property tax or sales
tax that was less affected by employment or stock
values (or not affected as quickly), government rev-
enues in total would be less adversely affected than if
the government relied solely on an income tax.



8



HOW TO USE THIS WORKBOOK

7

How to Use This Workbook
The ten tax principles can be applied to identify and evaluate the plusses and
minuses of any existing tax or any proposal to change a tax rule or tax system. The
evaluation will point out the strengths and weaknesses of the tax or proposal and
help identify ways to reduce or eliminate the weaknesses. Before beginning any
analysis, it is helpful to know the background of the tax or proposal to be evaluated.
An understanding of the proposal’s purpose, how it works, who it applies to, recent
reforms, and even what other jurisdictions do, will make it easier to perform the
analysis and make the analysis more complete.

A rating system is used in the four case studies
included in the workbook. However, you might find
that a different rating system or even no rating system
is preferable. The rating system chosen for the work-
book is designed to be objective (relative to a 1–10
scale, for example). The key to the rating system is:

None of the examples includes a conclusion. The 
rationale for this is that each evaluator needs to apply 
his or her moral and political viewpoints to identify
which principles are most important for the item being
evaluated. In addition, each evaluator needs to deter-

mine if minuses need to be or can be improved or
whether the plusses outweigh such efforts.

The case studies included in this workbook to help
explain the meaning and application of the ten princi-
ples include a current tax, a tax question and tax
proposals. These different types of items were chosen
to help demonstrate the versatility of the evaluation
tool. The case studies are:

I. Existing Tax: California’s sales & use tax.
II. Tax Question: Should Internet commerce be

subject to sales and use tax?
III. Tax Proposal: California AB 680 (2002) proposal

to reallocate local sales & use tax in the Sacra-
mento region.

IV. Tax Proposal: Measure F on the City of San
Jose’s November 2002 ballot - to increase the
transient occupancy tax for a special purpose.

A blank score sheet is provided after the case studies
to allow the now-experienced reader/analyzer to provide
his or her own tax example and score it.

RATING FOR THE ITEM BEING EVALUATED

+ this principle is satisfied

– this principle is not satisfied

n/a this principle is not affected

+/– some aspects meet the principle and
other aspects do not

? unknown (for some proposals, it might be

unknown whether an intended result, such as job

growth, will really occur)



CASE STUDY I: CALIFORNIA SALES & USE TAX (SUT)

Additional historical information can

be found in David R. Doerr’s

book, California’s Tax Machine,

2000; information available at

http://www.caltax.org.

Case Study I:
California Sales & Use Tax (SUT)
The California sales tax was created by the legislature when it enacted the Retail
Sales Act of 1933. It was imposed on retailers for the privilege of selling tangible
personal property. The impetus behind the new tax was the need to raise revenue
to cover a budget deficit. The rate was 2.5% and the base was most tangible
personal property. The use tax was enacted in 1935 to complement the sales tax.
It was imposed on the storage, use or other consumption in California of tangible
personal property purchased from any retailer on or after July 1, 1935. The rate was
3%, dropping to 2.5% after June 30, 1943. The sales tax rate followed the use tax
rate changes.

8

A 1963 California Appellate Court decision provided
the following explanation of the use tax: “One of the
chief purposes of the use tax is to help retailers in this
state, who are subject to sales tax, to compete on an
equal footing with their out of state competitors who
are exempt from the sales tax. Thus it is intended to
reach property purchased for use and storage in this
state from retailers who, being outside of the territo-
rial boundaries of California, are not subject to its
laws at all. It also seeks to reach such property where
the taxable event of a sales tax, i.e., the sale, occurs
outside of this state or where such property is
immune from the sales tax because of the commerce
clause.… The use tax is complemental to the sales
tax, and as such is intended to supplement the latter
by imposing upon those subject to it a tax burden
equivalent to the sales tax in order that tangible per-

sonal property sold or utilized in this state would be
taxable once for the support of the state govern-
ment.… It is not intended to apply to property subject
to the sales tax.… This does not mean, however, that
all property which is subject to the sales tax is exempt
from the use tax, ‘but, rather, that all property not
actually covered by the sales tax is subject to the use
tax.’ … ‘The use tax applies to property purchased for
use in this state wherever purchased, unless the gross
receipts from the sale have been included in the
measure of the California sales tax (Rev. & Tax. Code,
sec. 6401), or unless the transaction is otherwise
exempted by the statute or by the state or federal
Constitution.…’ The use tax is imposed upon the
purchaser rather than seller and the former is primarily
liable therefor.…



CASE STUDY I: CALIFORNIA SALES & USE TAX (SUT)

2 Quill Corporation v. North Dakota, 504 U.S. 298 (1992).

Commerce Clause

“The Congress shall have power...

to regulate commerce with foreign

nations, and among the several

States, and with the Indian tribes.”

[Article I, Section 8, clause 3] Courts

often refer to the “dormant Commerce

Clause” because the Commerce

Clause does not specifically limit

state activities—it just grants power

to Congress to regulate commerce.

In applying the dormant Commerce

Clause, the courts consider the pur-

pose served by the Commerce Clause

and “whether action taken by state

or local authorities unduly threatens

the values the Commerce Clause

was intended to serve.” Wardair

Canada v. Florida Dept. of Revenue,

477 U.S. 1 (1986).

Nexus

Nexus may be thought of as a con-

nection between the vendor and

state such that subjecting the vendor

to the state’s sales tax rules is nei-

ther unfair to the vendor nor harmful

to interstate commerce. These two

requirements of fairness to the ven-

dor and no impediment to interstate

commerce stem from the U.S. Con-

stitution—respectively, from the

Due Process Clause and the Com-

merce Clause. Both of these require-

ments must be satisfied before a

state may impose sales and use tax

collection responsibilities on a vendor.

It should be pointed out, moreover, that while the
California sales tax and use tax are complemental
to each other, they are not interdependent. Each is
a separate tax. The sales tax is imposed upon the
retailer for the privilege of selling tangible personal
property (§6051), while the use tax … is upon the
purchaser who stores, uses or consumes property in
this state.… The definitions contained in the ‘Sales
and Use Tax Law’ (§§6002 to 6019 incl.), however,
apply to both taxes, except where the contract
specifically limits the particular definition to one and
not the other. (§6002.)” [Bank of America National
Trust and Savings Association v. State Board of Equal-
ization, 209 Cal App 2d 780, 26 Cal Rptr 348 (First
App Dist 1963).]

As noted above, there are constitutional limitations
on a state imposing the sales tax on vendors outside
of the territorial boundaries of the state. This position
was reaffirmed by the U.S. Supreme Court in 1992
in the Quill decision.2 In that decision, the Court ruled
that to be within the Commerce Clause, a vendor
must have a physical presence in the state before the
state can impose sales tax collection obligations
upon the vendor. Litigation continues in the states
as to how much physical presence is required for a
vendor to have nexus (taxable presence) in the state.
For example, would ten hours of employee time be
sufficient or a leased computer or use of a trademark?
These questions are not always resolved similarly
among state courts.

In the 1940’s, some cities began to also assess a sales
tax. By 1954, about half of California cities were
imposing a sales tax which was producing significant
revenue for them. Each city administered its sales
tax on its own. In response to complexity concerns
raised by businesses, the legislature enacted the
Bradley-Burns Uniform Local Sales Tax Act in 1955.
The Act allowed counties and cities to impose a
sales tax with a base similar to that of the state and
administered at the state level. Regulation 1802
provides that for retailers with one place of business,
the sale is deemed to occur at that place of busi-
ness. Thus, cities are incentivized to get businesses
to locate a sales office or large retail outlets within
the city borders.

Not all tangible personal property is subject to the
sales and use tax. There are many exemptions, such
as for food and bottled water. Other states also tend
to have a variety of exemptions. About half of the
states exempt food from sales tax. Some states
exempt equipment purchased by manufacturers.

The state and local level sales tax rate in California
is 7.25% (at January 2003). Some areas also impose
a sales tax with the result that the rate varies among
counties from 7.25% to 8.50%. The 7.25% California
sales tax rate is composed of the following elements:

The combined state and local sales tax rates in the
other 45 states that impose such a tax range from 4
to 9%.

In 2000/2001, $35.4 billion of sales and use taxes
were collected in California. The sales tax represents
about 10% of a city’s total revenues.

9

RATE JURISDICTION

5.00% State (General Fund)

.50% State (Local Revenue Fund)

.50% State (Local Public Safety Fund)

1.25% Local (County/City)
(City & County Operations + County Transportation)

7.25% Total Statewide Base Sales/Use Tax

“
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All California taxpayers pay SUT at the same rate
(with slight variations by county), making it appear
“fair.” However, the tax is regressive because
consumption of tangible personal property (and thus
the amount of SUT paid) represents a higher per-
centage of a low-income person’s income relative to
a higher income person.

The California SUT was originally intended to
do what it still does today – tax purchases of tangi-
ble personal property. It was not created decades
ago to tax all consumption. However, over the past
several years, consumption of services has increased
while consumption of goods has declined. For
taxpayers who consume a lot of services, they will
not proportionately pay as much SUT on their
consumption as would someone who has a high con-
sumption of goods.

The California SUT does not apply to intangible
goods, such as software delivered via the Internet,
but does apply to the tangible equivalent, such as
off-the-shelf software purchased at an electronics
store. Thus, where one person downloads the soft-
ware and manuals, while another person purchases
the same software on a diskette or CD, the first
person pays no sales tax and the second one does
even though each ends up with the same software.

A use tax complements a state’s sales tax and is
imposed at the same rate. A use tax generally
applies when a taxpayer buys a taxable item outside
of the state for use inside the state. For example,
when a resident buys a book from a remote (non-
present) vendor, the resident is responsible for
submitting the use tax to the state taxing agency.
California makes no meaningful effort to collect
the use tax from individuals (note, most businesses
are use tax compliant). The tax is mentioned in

the instructions to Form 540, but not where peo-
ple would likely see it and many people today don’t
get the instructions because they use a software
package to prepare their return. The State Board
of Equalization released Publication 79B a few
years ago that explains the use tax and includes a
form for calculating and remitting it. However,
this publication is not sent to individuals. Several
states try to collect the use tax by including a line
item on the state income tax form (such as Maine,
Michigan and North Carolina). Failure or inability
to collect use tax from consumers on mail or Internet
ordered tangible goods raises two equity issues:

1 A consumer purchasing a tangible item, such as
a computer, via the vendor’s web site where the
vendor has no physical presence in California,
will not be charged sales tax, but owes use tax.
If the tax is not paid, the consumer has not
been treated similarly to a consumer who pur-
chases a computer from a vendor located in
California.

2 Main street vendors are concerned that because
they must charge sales tax to customers who
purchase goods within their stores, while remote
vendors selling the same items online or by
mail order do not have to charge the tax, the
vendors are not being treated similarly.

The California SUT is also flawed in that businesses
also pay the tax. SUT paid by businesses is then
built into the cost of the goods they sell and con-
sumers, in essence, pay a tax on a tax. This is
referred to as a cascading effect. Cascading affects
industries differently depending on the amount of
taxable purchases a business makes, thereby violat-
ing the equity principle.

Analysis

FAIRNESS: Equity and Fairness

Similarly situated taxpayers should be taxed similarly.
1 —

The Quill Decision

The 1992 U.S. Supreme Court decision

in Quill Corporation v. North Dakota,

504 U.S. 298 (1992), held that a state

may not impose sales and use tax

collection obligations on sellers who

do not have a physical presence in

the state. The Court modified its earlier

ruling in National Bellas Hess, Inc. v.

Dept. of Rev., 386 U.S. 756 (1967), by

ruling that a physical presence was no

longer needed under the Due Process

Clause. North Dakota had challenged

the 1967 ruling as being out of date

with today’s ways of conducting busi-

ness. Today, a company doesn’t need

a salesperson in a state to obtain a

sale. Instead, a catalog and a mail-order

sales system can be just as successful

for a company. The Court agreed that

conducting business in the state

was sufficient to satisfy the Due Process

Clause to allow a state to subject the

vendor to taxation. However, the Court

ruled that physical presence is still

necessary under the Commerce Clause

in order for a state to impose sales

tax collection obligations on a remote

(non-present) vendor.
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Sales and use taxes are visible because they are
shown on the customer’s invoice. Even invoices
prepared at Internet sites will show any sales tax
charged. However, many consumers may not know
that a use tax exists on particular transactions. For
example, many consumers who are not charged
sales tax on online sales likely believe it is due to

the Internet Tax Freedom Act moratorium when
it is most likely due to the Quill decision. Also,
customers likely don’t know all that the sales and
use tax applies to – for example, will it apply to
“free” items obtained from online vendors? Does
it apply to shipping charges?

FAIRNESS: Transparency and Visibility

Taxpayers should know that a tax exists and how and when it is imposed upon them and others.
2 +/–

Internet Tax Freedom Act

Enacted in 1998, the Internet Tax

Freedom Act prohibits certain state

and local taxes on Internet access,

unless the tax was generally imposed

and actually enforced before October

1, 1998. The moratorium also pro-

hibits state and local governments

from imposing multiple or discrimi-

natory taxes on e-commerce. The

moratorium was originally created

by the Internet Tax Freedom Act

which imposed a 3-year moratorium

(from 10/1/98 through 10/21/2001)

[Public Law 105-277, 10/21/98] This

moratorium was extended to Novem-

ber 1, 2003 by Public Law No. 107-75

(enacted 11/28/01).
For the most part, the rules and tax forms are
fairly clear. Issues can arise as to whether a vendor
has nexus (physical presence) in California and
thus obligated to collect SUT. 

OPERABILITY: Certainty

The tax rules should clearly specify when the tax is to be paid, how it is to be paid, and how the amount
to be paid is to be determined.

3 +/–

Vendors selling taxable items should collect the
SUT at time of payment which is convenient for
the buyer. Where a use tax is owed, to be paid by
the buyer, payment is due at a later date, and as
mentioned above, is usually not paid by individual

consumers (and some businesses). Payment of use
tax by individual consumers requires that they
maintain a list of purchases for which SUT was not
collected and which items and charges are subject
to SUT.

OPERABILITY: Convenience of Payment

A tax should be due at a time or in a manner that is most likely to be convenient for the taxpayer.
4 +

Because the SUT is for the most part, collected by
vendors (use tax is paid by buyers), there is econ-
omy of collection relative to collecting SUT from

customers because there are far fewer vendors
than customers. However, costs of collecting use
tax, particularly from consumers, can be high.

OPERABILITY: Economy in Collection

The costs to collect a tax should be kept to a minimum for both the government and taxpayers.
5 +/–
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Generally, within a single state, the SUT is fairly
simple in that efforts have been made through
legislation, regulations and rulings to identify the
tax base. In many states, including California, the
tax rate can vary from county to county and it may
not always be clear in which county a taxpayer is
located. From a multistate perspective, vendors
face a myriad of tax bases and rates. In a few
states, such as Colorado, the state and local SUT

bases may vary. In the 1992 Quill decision (dis-
cussed earlier), the Court noted that there are over
6000 jurisdictions in the U.S. imposing an SUT with
varying bases, rates and filing procedures which
poses complications for vendors. Thus, vendors
dealing only with California rules have a fairly
simple system. In contrast, multistate vendors face
additional complexities.

OPERABILITY: Simplicity

The tax law should be simple so that taxpayers can understand the rules and comply with them correctly
and in a cost-efficient manner.

6 +/–

A June 2000 General Accounting

Office (GAO) study estimated that

the state and local sales and use tax

losses for all Internet sales for

2000 was between $0.3 and $3.8

billion (about 2% of projected sales

tax revenue). This included both

business-to-business and business-

to-consumer Internet sales. The

projected loss for 2003 was between

$1.0 and $12.4 billion (5% of pro-

jected sales tax revenue). The differ-

ences between the high and low

figures is due to varying assumptions

as to business-to-business compli-

ance rates and the estimated

amount of e-commerce sales. GAO,

Sales Taxes – Electronic Commerce

Growth Presents Challenges; Revenue

Losses Are Uncertain,

GAO/GGD/OCE-00-165, June 2000.

The use tax causes a tax gap because so few
consumers (and even some businesses) know what
a use tax is or that it exists to complement the
sales tax. While some states have made efforts to
inform residents about the use tax, such as by
adding a line on the state personal income tax form
for it, as evidenced by the GAO data, compliance
is very low. Improvement could be made by states
educating consumers about the use tax and sim-
plifying compliance, simplifying sales tax systems
such that Congress might exercise its authority
under the Commerce Clause and allow states to
collect use tax from remote vendors, or replacing
the sales tax with another type of consumption tax.
The Internet not only makes it easier to purchase

items from a vendor in another state, but also in
another country. While Congress could require a
remote vendor to collect a state’s sales and use
taxes, it will be far more difficult, to get a vendor
in a foreign country to collect a state’s sales tax.
Thus, if the tax is to be collected, states will need
to get consumers to voluntarily comply or to
exempt foreign sales, which violates the neutrality
principle. An alternative consumption tax to the
sales tax would be for consumers to measure their
consumption as Income less Savings. Of course,
this would also involve extra recordkeeping and it
would broaden the tax base over what it is today
(it would tax all consumption rather than just tan-
gible personal property).

OPERABILITY: Minimum Tax Gap

A tax should be structured to minimize non-compliance.
7 —

Tax agencies should be able to derive reasonable
estimates of sales and use tax collections based on
prior years’ data and consumption data. However,
declines due to increased on-line purchases from

remote vendors (for which use tax may not get
collected), and a shrinking base of consumption
subject to California sales tax may lead to less
reliability of the sales tax for California jurisdictions.

OPERABILITY: Appropriate Government Revenues

The tax system should enable the government to determine how much tax revenue will likely be collected and when.
8 —
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The current situation where remote (non-present)
vendors are not required to collect sales tax can
cause sales tax to play a part in a customer’s deci-
sion as to how and where to purchase goods and
services. For example, a customer may decide to
purchase a computer online to avoid sales tax
rather than purchase the computer from a Main
Street vendor. Also, in a few states, such as Califor-
nia, software (and other digitized goods) transferred

online are not subject to sales tax, while their tan-
gible counterpart (that is, a boxed music CD or
software) is subject to sales tax. Thus, the sales tax
law is not neutral in that it will play a role in a
customer’s decision as to how and where to purchase
certain products.

See later case study on e-commerce for further
discussion.

APPROPRIATE PURPOSE AND GOALS: Neutrality

The effect of the tax law on a taxpayer’s decisions as to how to carry out a particular transaction or whether
to engage in a transaction should be kept to a minimum.

9 —

Cities in California have become more and more
dependent on the sales tax for revenues over the
past several years. This is due to restrictions upon
local governments to raise revenues (such as
Proposition 218). This has led to a phenomenon
referred to as fiscalization of land use. This means
that the focus of decisions on how to best use land
is driven more by the tax revenues to be generated
than by how the land can best serve the needs of the
community. While a city needs a majority vote of
its citizens to raise the sales tax (or other tax) rate, it
could instead have a large retailer or industrial
sales office locate within its borders to generate
sales tax revenues.

Regulation 1802 encourages cities to entice manu-
facturers to locate a sales office within its borders
particularly where customers are located outside of
the borders. 

Because the sales tax base does not include
digitized items (intangibles), when software vendors
switch from selling software on CDs or diskettes
to transferring the software electronically, the cities
that house the sales offices for such vendors are
seeing a drop in sales tax revenues.

Finally, due to the increase in consumption of
services, rather than tangible goods, cities continue
to see a drop in sales tax and a base that becomes
more regressive, which adversely impacts lower
income residents.

APPROPRIATE PURPOSE AND GOALS: Economic Growth and Efficiency

The tax system should not impede or reduce the productive capacity of the economy.
10 —



CASE STUDY II:  SHOULD INTERNET COMMERCE BE SUBJECT TO SALES & USE TAX?

See page 11 for an explanation of the

Internet Tax Freedom Act moratorium.

Case Study II:
Should Internet Commerce be
Subject to Sales & Use Tax?
As noted in the earlier case study, a state may only require a vendor to collect sales
tax from customers if the vendor has a physical presence in the state. The e-commerce
business model makes it relatively easy for vendors to have customers in all states,
but only have physical presence in a few states. Thus, the vendor is only required
to collect tax from a subset of customers. Customers in states where the vendor is
not required to collect the sales tax are required to self-assess the use tax, but
compliance is very low because most consumers do not know about the tax or do not
maintain sufficient records to calculate the tax. In fact, many consumers who are
not charged sales tax on a purchase from an Internet company, such as Amazon.com,
likely assume either that the goods are not taxable or are exempt by the Internet
Tax Freedom Act moratorium. 

Some people have suggested that e-commerce should not be subject to sales and use
tax in order to help this form of commerce grow. Others may believe that sales tax
from e-commerce sales should be subject to a different set of rules, such as having
the vendor collect the tax based on its location (origin) rather than the customer’s
location (destination). 

State and local governments are very interested in the issues of how sales and use
tax is imposed and collected on e-commerce transactions because as this form of
commerce grows, so will the amount of uncollected sales and use tax.

14
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Vendors selling goods and services online should
be treated similarly to “Main Street” vendors sell-
ing the same goods and services and vice versa.
While the cost of the sales and use tax is actually
imposed on the buyer, rather than the seller, the
compliance burden and price competition presented
by the sales tax makes this a significant tax to
vendors. Certainly, the compliance costs of the sales
tax is greater for vendors with customers and tax-
able presence (nexus) in many states because of the
varying sales tax rules among states and even
some cities. But, is a multistate vendor similarly
situated to a “Main Street” vendor with a single
location? For example, assume vendors are required
to collect sales tax from all customers, even in
states where the vendor has no physical presence.
A Main Street retailer with a store in San Jose

would have much lower compliance costs than an
online vendor also located only in San Jose, but
who sells to customers in all states. The online
vendor would need to determine where all of its
customers live and charge the applicable sales tax
(in contrast, under today’s sales tax law, the Main
Street vendor is allowed to just charge the San Jose
rate to all customers that come into the store). 

Thus, arguments of “leveling the playing field”
must consider the added compliance burden
placed upon vendors required to collect tax based
on the location of their buyers. While the prices
charged by the multistate vendor and Main Street
retailer would be the same if both are required to
collect sales tax, the playing field is not level if the
online vendor has greater compliance costs. 

1 —

Addressing Fairness

Equity and fairness between Main

Street and online vendors requires

some consideration of the compli-

ance costs each faces. This principle

could be achieved by 1) requiring

the Main Street retailer to charge

sales tax based on where its cus-

tomers live, 2) allowing the online

vendor to charge San Jose/California

sales tax to all customers regardless

of where they live (origin approach),

3) providing compensation to the

online vendor for the extra compliance

costs, or 4) providing a mechanism,

such as a third party collector funded

by the government, to handle the

online vendor’s compliance activities.

Sales and use taxes are visible because they are
shown on the customer’s invoice. Even invoices
prepared at Internet sites will show any sales tax
charged. However, many consumers may not know
that a sales tax exists on particular transactions.
For example, many consumers who are not charged

sales tax on online sales likely believe it is due to
the Internet Tax Freedom Act when it is most likely
due to the Quill decision. Also, customers likely
don’t know all that the sales tax applies to – for
example, will it apply to “free” items obtained from
online vendors? Does it apply to shipping charges?

FAIRNESS: Transparency and Visibility

Taxpayers should know that a tax exists and how and when it is imposed upon them and others.
2 +/–

Analysis
Note: The following ratings were derived by asking the question – Is the principle met if e-commerce transactions
that are equivalent to traditional commerce transactions are not subject to sales and use tax?

FAIRNESS: Equity and Fariness

Similarly situated taxpayers should be taxed similarly.

Lack of certainty in the tax system reduces the
confidence taxpayers have that they have computed
their tax liability correctly. Today, with over 6,000
jurisdictions able to assess sales tax and a lack of
uniformity in the rules of these jurisdictions, as
well as frequent changes to the rules, uncertainty
exists for multistate vendors. In addition, vendors

with customers in many states face uncertainty as
to where they have tax filing obligations because
the rules are not clear as to how much physical
presence is needed to cause a vendor to have nexus
(taxable presence) in a state. If e-commerce trans-
actions were not subject to sales and use tax, cer-
tainty would exist.

OPERABILITY: Certainty

The tax rules should clearly specify when the tax is to be paid, how it is to be paid, and how the amount
to be paid is to be determined.

3 +
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Simplifying Sales Tax

Improvements to simplify the sales

tax system include uniformity of

rules and procedures, better use of

technology to compute and collect

the tax, use of a third party to compute

and remit the tax, or perhaps a federal

level tax to replace the state sales

tax. An example of efforts to simplify

sales and use tax compliance is the

Streamlined Sales Tax Project

(http://www.streamlinedsalestax.com).

For multistate vendors, sales and use taxes fail to
satisfy the simplicity principle. The multiple defi-
nitions, rules, registration procedures, exemptions,
rates, filing and audit procedures result in a great

deal of complexity. While not subjecting e-com-
merce transactions to sales and use tax would pro-
vide simplicity to e-commerce vendors, the system
is still complex for other types of transactions.

OPERABILITY: Simplicity

The tax law should be simple so that taxpayers can understand the rules and comply with them correctly
and in a cost-efficient manner.

6 n/a

Convenience of payment could exist in taxing
e-commerce because a customer’s credit card could
be charged by the state taxing agency for the
sales tax at the same time the vendor is paid. 

OPERABILITY: Convenience of Payment

A tax should be due at a time or in a manner that is most likely to be convenient for the taxpayer.
4 n/a

The costs to taxpayers of complying with the sales
tax rules of many states are quite significant for
multistate vendors due to the large number of taxing
jurisdictions and lack of uniformity in the rules.

OPERABILITY: Economy in Collection

The costs to collect a tax should be kept to a minimum for both the government and taxpayers.
5 +

If e-commerce transactions were exempt from
sales and use tax, no tax would be owed and current
non-compliance would no longer exist.

OPERABILITY: Minimum Tax Gap

A tax should be structured to minimize non-compliance.
7 +
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3  David Streitfeld, “Booking the Future; Does Amazon.com Show That Publishing Clicks on the Internet?” The Washington Post, July 10, 1998, page A1.

4  Hearing on Internet taxation (107th Congress) at http://www.senate.gov/~commerce/hearings/0314low.pdf.
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Addressing Neutrality

Example of further analysis to identify

how a minus might be addressed:

The sales tax could be made more

neutral by requiring sales tax to be

charged by remote vendors, enforcing

use tax rules (customers making

taxable purchases from remote ven-

dors would be required to remit

use tax on their own), exempting all

digitized items from sales tax along

with their tangible counterpart, or

taxing all products regardless of how

they are transferred.

As evidenced by the earlier statements, the sales
tax law is not neutral with respect to e-commerce
for either vendors or customers. Sales tax has played
a part in location and form of operation decisions
for some vendors. For example, the founder of
Amazon.com has stated that he purposely did not
locate the company in California because he
expected to have many customers there and did
not want to have to charge sales tax.3 Also, as noted
in the testimony of Peter Lowy for the e-Fairness
Coalition, some brick-and-mortar vendors estab-
lished separate subsidiaries for their online sales in
order to reduce the number of states where the
online entity would have a physical presence, and
thus, a sales tax collection obligation.4 Thus, sales
tax has played a significant role in taxpayer location
and form of operation decisions and is not neutral.

Also, the current situation where remote (non-pres-
ent) vendors are not required to collect sales tax
can cause sales tax to play a part in a customer’s
decision as to how and where to purchase goods
and services. For example, a customer may decide
to purchase a computer online to avoid sales tax
rather than purchase the computer from a Main
Street vendor. Also, in a few states, such as Califor-
nia, software (and other digitized goods) transferred
online are not subject to sales tax, while their
tangible counterpart (that is, a boxed music CD
or software) is subject to sales tax. Thus, the sales
tax law is not neutral in that it will play a role in a
customer’s decision as to how and where to purchase
certain products.

APPROPRIATE PURPOSE AND GOALS: Neutrality

The effect of the tax law on a taxpayer’s decisions as to how to carry out a particular transaction or whether
to engage in a transaction should be kept to a minimum.

9 —

Today, less than 1% of retail sales are online sales.
Thus, lost use tax is still small. It is really the
potential growth of e-commerce that poses the great-
est use tax loss for state and local governments.
This growth will adversely affect the predictability
and reliability of governments to determine their
expected tax revenues. Also, for the few states, such
as California, that do not tax products transferred
electronically, as more and more items are trans-

ferred in digitized form, there will be a drop in the
tax base. To improve the predictability and reliabil-
ity (as well as stability) of sales tax revenues,
improvements are needed to the system now while
the revenue losses are relatively small.

If e-commerce transactions were exempt from
sales and use tax, state and local governments would
lose an important source of revenue.

OPERABILITY: Appropriate Government Revenues

The tax system should enable the government to determine how much tax revenue will likely be collected and when.
8 —
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5  Department of Commerce, press release of May 16, 2001, http://www.census.gov/mrts/www/current.html.

6  James Glave, “Dramatic Internet Growth Continues,” Wired News, February 16, 1998, http://www.wired.com/news/topstories/0,1287,10323,00.html
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This is the argument to support not taxing online
sales – that doing so will impede growth of the
Internet. However, the Internet seems to be grow-
ing without any indication that it is due to the
current tax rules. For example, the Department of
Commerce reported that e-commerce sales
increased 33.5% in first quarter 2001 over first quar-
ter 2000.5 In early 1998, prior to the enactment of
the Internet Tax Freedom Act, it was reported that
the number of Internet hosts was growing at a rate
of 40% to 50% annually.6 While some studies have

found that taxation of online shopping will reduce
online shopping, the issue isn’t really so simple as
to argue that taxes should be avoided. Today,
online purchases are subject to sales and use tax in
all states that impose a sales tax. However, the
ability of states to collect use tax on remote online
sales is quite low. Also, will imposition of taxes
eliminate the sale, or just move it from the Internet
to Main Street? Or, will Internet vendors find some
way to reduce costs to help “compensate” for the
added costs of both shipping and sales tax?

APPROPRIATE PURPOSE AND GOALS: Economic Growth and Efficiency

The tax system should not impede or reduce the productive capacity of the economy.
10 +/–



CASE STUDY III:  AB 680 (2002) PROPOSAL TO REALLOCATE LOCAL SALES & USE TAX IN THE SACRAMENTO REGION
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Case Study III:
AB 680 (2002) Proposal to
Reallocate Local Sales & Use Tax
in the Sacramento Region
“This bill would, pursuant to specified definitions and procedures, require the
board to distribute sales and use tax revenue, derived from the application of a 1%
tax rate by a qualified or electing county or city in the greater Sacramento region,
among those same counties and cities on the basis of (1) the amount of sales and use
tax revenue that those counties and cities received in the 2003 calendar year, as
annually adjusted for inflation, as provided, and (2) the relative populations of those
counties and cities, as determined by the board and the population research unit
of the Department of Finance. The bill would provide that up to 1/3 of the sales
and use tax revenue growth be shifted away from those counties and cities in the
region that fail to become housing eligible, as defined, and require those revenues
to instead be allocated to the Sacramento Area Council of Governments (SACOG)
for the funding of regional projects, as defined, unless certain revenue targets are
not met, in which case this bill would provide that all of these revenues be allocated
in the manner prescribed by existing law. By imposing allocation duties upon
SACOG, this bill would create a state-mandated local program.” [AB 680, as amended
by the Senate on 8/21/02]
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Payors of sales tax would still pay the same amount
of sales and use tax on their purchases. AB 680
proposes only to change the allocation of where all
of the sales tax goes once collected.

1 n/a

Taxpayers would still know when they have paid
sales and use taxes. They would not easily know
where the 1.25% went – all to their city or shared
with other cities.

FAIRNESS: Transparency and Visibility

Taxpayers should know that a tax exists and how and when it is imposed upon them and others.
2 n/a

Analysis

FAIRNESS: Equity and Fariness

Similarly situated taxpayers should be taxed similarly.

The payor would know the amount to pay, but
would not necessarily know where the tax would
eventually be allocated. However, payors would
not be concerned with this from a payment per-

spective, but from the perspective of whether
their SUT payment was benefiting the jurisdiction
in which they reside.

OPERABILITY: Certainty

The tax rules should clearly specify when the tax is to be paid, how it is to be paid, and how the amount
to be paid is to be determined.

3 n/a

No change from existing SUT rules.

OPERABILITY: Convenience of Payment

A tax should be due at a time or in a manner that is most likely to be convenient for the taxpayer.
4 n/a

No change from existing SUT rules.

OPERABILITY: Economy in Collection

The costs to collect a tax should be kept to a minimum for both the government and taxpayers.
5 n/a
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For consumers, there would be no change. They
would still pay the same amount of sales and use
tax and in the same manner. The collected tax
(the 1.25% Bradley Burns amount) would just be
allocated to local governments differently. 

OPERABILITY: Simplicity

The tax law should be simple so that taxpayers can understand the rules and comply with them correctly
and in a cost-efficient manner.

6 n/a

No effect.

OPERABILITY: Minimum Tax Gap

A tax should be structured to minimize non-compliance.
7 n/a

Local governments would likely be less able to
determine how much of new sales taxes would be
allocated to them since they do not know the
details of what other locals in the Sacramento
region are doing or how the mix of all sales tax
growth activities and housing projects would affect
the allocation of certain sales and use tax amounts.

It would likely become more difficult for locals to
make decisions regarding economic and housing
development because they would not readily know
what the sales and use tax revenue generating
results would be and locals are very dependent on
such revenues.

OPERABILITY: Appropriate Government Revenues

The tax system should enable the government to determine how much tax revenue will likely be collected and when.
8 —

While AB 680 would not likely change the deci-
sions of buyers as to where to buy a taxable item,
AB 680 could change the decision-making of local

governments as to how to use land (industrial or
housing or something else), which is the intent of
AB 680.

APPROPRIATE PURPOSE AND GOALS: Neutrality

The effect of the tax law on a taxpayer’s decisions as to how to carry out a particular transaction or whether
to engage in a transaction should be kept to a minimum.

9 n/a

Local governments have been making land use and
investment decisions for many years based on the
current sales and use tax sharing structure. A city
that has invested in industrial and retail growth

may find it difficult to change that to increase
population and housing in order to retain or gain
revenue growth.

APPROPRIATE PURPOSE AND GOALS: Economic Growth and Efficiency

The tax system should not impede or reduce the productive capacity of the economy.
10 —



CASE STUDY IV: MEASURE F ON THE CITY OF SAN JOSE’S NOVEMBER 2002 BALLOT

Case Study IV:
Measure F on the City of San Jose’s
November 2002 Ballot
Measure F proposed to increase the City of San Jose’s transient occupancy tax
(TOT) from 10% to 14%. A two-thirds majority vote was required because the
revenues would be earmarked for improvement and expansion of the San Jose
McEnery Convention Center. The measure lost narrowly with just 65% of voters
supporting the Measure.

22
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The increased TOT would apply similarly to all
hotel guests staying in San Jose. While the tax may
not be the same as in a neighboring city, that is
also the case without the tax increase and generally,
people have a choice of staying at another hotel
(and some hotels are near public transportation to
get them to the San Jose Convention Center).

While the TOT (or hotel tax) is often described
as a tax on out-of-towners, “in-town” residents
also pay it. A local resident deciding to stay at a

local hotel for a weekend or a business having
employees from out-of-town stay in a San Jose
hotel would pay the tax. 

Basically, this principle is met because all hotel
guests are treated the same – they all pay the same
percentage of TOT on their hotel bills. Arguably,
there is also some vertical equity because lower-
income individuals would likely stay in a lower
cost hotel than a high-income individual and so
would pay less TOT.

1 n/a

The TOT is shown on a customer’s hotel bill and
so at that point, is very visible. The TOT is used
by many cities in the U.S. so short-term visitors to
a city should know that it may have a TOT and
could inquire ahead of time as to the TOT rate.

FAIRNESS: Transparency and Visibility

Taxpayers should know that a tax exists and how and when it is imposed upon them and others.
2 n/a

Analysis
Note: The ratings indicated below are based on the proposed tax increase rather than on the TOT itself.

FAIRNESS: Equity and Fariness

Similarly situated taxpayers should be taxed similarly.

Both the hotel guest and hotel can easily deter-
mine when the tax is owed and the amount owed.
The rules are not complex.

OPERABILITY: Certainty

The tax rules should clearly specify when the tax is to be paid, how it is to be paid, and how the amount
to be paid is to be determined.

3 n/a

The hotel guest pays the TOT along with the
balance of his or her hotel bill (typically at check-
out). The hotel remits the tax periodically.

OPERABILITY: Convenience of Payment

A tax should be due at a time or in a manner that is most likely to be convenient for the taxpayer.
4 n/a
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This is a single rate tax applicable to short term
stays. The tax meets the simplicity principle even
with a higher rate.

OPERABILITY: Simplicity

The tax law should be simple so that taxpayers can understand the rules and comply with them correctly
and in a cost-efficient manner.

6 n/a

Because hotels (and other places for short-term
stays) remit the tax, rather than each guest filing a
form on their own, economy of collection is
achieved for the government. Also, given the sim-
ple nature of the tax, economy of collection is

achieved for the majority of hotels. Also, since the
proposal calls for increasing the rate only, little
additional guidance from the city would be needed
in order for taxpayers to comply.

OPERABILITY: Economy in Collection

The costs to collect a tax should be kept to a minimum for both the government and taxpayers.
5 n/a

Hotels are likely to have a high compliance rate.
Landlords renting out rooms in homes or less
visible locations might not be as compliant, but
hotels are likely to be the key source of this tax
and compliance is likely very high.

OPERABILITY: Minimum Tax Gap

A tax should be structured to minimize non-compliance.
7 n/a

The City should be able to reasonably project
how much revenue will be generated based on
statistical data and bookings at the Convention
Center and elsewhere in the City.

OPERABILITY: Appropriate Government Revenues

The tax system should enable the government to determine how much tax revenue will likely be collected and when.
8 n/a
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A TOT is a technique to have visitors – who do use
city services, pay for some of those services. It is
difficult to precisely measure how much visitors
“cost” a city in terms of use of the roads, police
and fire protection and use of city-owned facilities.
This is fine given that the TOT is a general rev-
enue tax rather than a special purpose one. Also, it
is unlikely that many travelers would forego stay-

ing at a hotel due to a TOT since many major
cities have them and visitors can understand that
they are using city services while visiting. 

The rate of the tax, if significantly different from
a neighboring city, may lead visitors to stay in a
city with a lower TOT. However, the rate differen-
tial among cities is not significant and other factors
affect a traveler’s choice of hotel.

APPROPRIATE PURPOSE AND GOALS: Neutrality

The effect of the tax law on a taxpayer’s decisions as to how to carry out a particular transaction or whether
to engage in a transaction should be kept to a minimum.

9 n/a

It is difficult to know whether the tax increase
would reduce tourism in the city or would increase
it once the expanded Convention Center was
built. This is an “educated guess” that the city
must make. It is assumed that the sponsors of
Measure F had data based on current convention
sizes, the experience of other cities, etc. in advo-

cating for the 4 percentage point tax increase.
The proposed additional TOT represents a spe-

cial tax because it would be used for a specific pur-
pose. Consideration should be given to alternative
funding sources and whether an increased TOT
would better serve as a general revenue source for
the city.

APPROPRIATE PURPOSE AND GOALS: Economic Growth and Efficiency

The tax system should not impede or reduce the productive capacity of the economy.
10 ?
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Background
[what, where, when, who, why, what other jurisdictions do]This blank worksheet is also avail-

able online at http://www.jointven-

ture.org/taxpolicyworkbook.

Analysis

FAIRNESS: Equity and Fariness

Similarly situated taxpayers should be taxed similarly.
1
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FAIRNESS: Transparency and Visibility

Taxpayers should know that a tax exists and how and when it is imposed upon them and others.
2

OPERABILITY: Certainty

The tax rules should clearly specify when the tax is to be paid, how it is to be paid, and how the amount
to be paid is to be determined.

3

OPERABILITY: Convenience of Payment

A tax should be due at a time or in a manner that is most likely to be convenient for the taxpayer.
4
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OPERABILITY: Minimum Tax Gap

A tax should be structured to minimize non-compliance.
7

OPERABILITY: Economy in Collection

The costs to collect a tax should be kept to a minimum for both the government and taxpayers.
5

OPERABILITY: Simplicity

The tax law should be simple so that taxpayers can understand the rules and comply with them correctly and
in a cost-efficient manner.

6

Rating
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OPERABILITY: Appropriate Government Revenues

The tax system should enable the government to determine how much tax revenue will likely be collected and when.
8

APPROPRIATE PURPOSE AND GOALS: Neutrality

The effect of the tax law on a taxpayer’s decisions as to how to carry out a particular transaction or whether
to engage in a transaction should be kept to a minimum.

9

APPROPRIATE PURPOSE AND GOALS: Economic Growth and Efficiency

The tax system should not impede or reduce the productive capacity of the economy.
10

Rating



TAX VS. FEE: WHAT DIFFERENCE DOES IT MAKE?

7  Revenue Ruling 79-201, 1979-1 C.B. 97.

8  Thomas v. Network Solutions, Inc. and National Science Foundation, 2 F. Supp. 2d 22 (DC DC 1998). At the federal level, the primary relevance as to

whether an item is a tax or fee is that only Congress has power to lay taxes.

The terms “tax” and “fee” are not the same. Each
term has a legal significance in California as well as
in many states and localities outside of California. 

WHAT IS A TAX?
A tax is paid by individuals, businesses and organiza-
tions to fund government operations. There is no
correlation between the amount of tax individuals
and entities pay and the amount of government
services they receive. Instead, tax revenues are used
to benefit the public, as broadly defined. The Internal
Revenue Service (IRS) has defined a tax as “an
enforced contribution, exacted pursuant to legislative
authority in the exercise of the taxing power, and
imposed and collected for the purpose of raising rev-
enue to be used for public or governmental purposes,
and not as a payment for some special privilege
granted or service rendered.”7

WHAT IS A FEE?
A fee is something charged to individuals, businesses
and organizations for the cost of services they directly
receive. Examples of fees include building permit
fees and park entrance fees.

Article XIIID, Section 2(e) of the California Consti-
tution provides: “‘Fee’ or ‘charge’ means any levy
other than an ad valorem tax, a special tax, or an
assessment, imposed by an agency upon a parcel or
upon a person as an incident of property ownership,
including a user fee or charge for a property related
service.”

TAX VERSUS FEE
Significance: The significance of a government
“charge” being a tax or a fee is the type of majority
required to enact the tax or fee. Article XIIIA, Section
3 of the California constitution provides: “any
changes in state taxes enacted for the purpose of
increasing revenues collected pursuant thereto
whether by increased rates or changes in methods of
computation must be imposed by an Act passed by
not less than two-thirds of all members elected to each
of the two houses of the Legislature, except that no

new ad valorem taxes on real property, or sales or
transaction taxes on the sales of real property may be
imposed.” The legislature does not need to have a
2/3 majority vote to impose or increase a fee; a simple
majority will suffice.

Also, Article XIIIA, Section 4 provides that cities,
counties and special districts may only impose special
taxes (except for taxes on real property) if there is a
2/3 majority vote of qualified electors in the jurisdiction.

Local jurisdictions may be required to hold public
hearings and notify the public prior to instituting or
increasing certain fees.

Definitions: The approaches used by federal courts
to distinguish a tax from a fee include the following.

• A tax is arbitrarily imposed for some public purpose,
while a fee is a payment for a voluntary act with
the fee used to defray regulatory expenses.

• “A payment is a tax when it confers no special ben-
efit on the payee, or when the assessment is
intended to raise general revenue; in contrast, a fee
gives the payee value for payment, in the form of
defraying the regulatory expenses necessary to keep
certain services active.”

• “An assessment may be a tax if it is not fairly tied
to both the value received by the payee and to the
cost of the service to the agency.”8

Several decades ago, the U.S. Supreme Court pro-
vided guidance on the fee versus tax issue with regard
to the possible regulatory effect of both. The Court
stated: “Every tax is in some measure regulatory. To
some extent it interposes an economic impediment
to the activity taxed as compared with others not
taxed. But a tax is not any the less a tax because it has
a regulatory effect, … and it has long been established
that an Act of Congress which on its face purports to
be an exercise of the taxing  power is not any the less
so because the tax is burdensome or tends to restrict
or suppress the thing taxed.”9 Also, just because a fee
raises revenue does not make it a tax. “[A]ll regula-
tory fees are necessarily aimed at raising ‘revenue’ to
defray the cost of the regulatory program in question,
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9 Sonzinsky v. U.S., 300 U.S. 506, 37-1 USTC ¶9195; 18 AFTR 1171; 1937-1 C.B. 351.

10  Sinclair Paint Co. v. State Board of Equalization, 15 Cal. 4th 866 (1997).

11  Sinclair Paint, supra, and Calif. Assoc. of Professional Scientists v. Dept. of Fish & Game, 79 Cal. App. 4th 935, 94 Cal. Rptr. 2d 535 (3rd App. Dist. 2000).

but that fact does not automatically render those
fees ‘taxes.’ As stated in United Business, if regulation
is the primary purpose of the fee measure, the mere
fact that the measure also generates revenue does
not make the imposition a tax. (United Business, supra,
[91 Cal. App. 3d 156, 154 Cal. Rptr. 263 (1979)] 91
Cal. App. 3d at p. 165; see also Mills v. County of Trin-
ity, supra, 108 Cal. App. 3d at p. 660 [rejecting broad
definition of ‘tax’ as including all fees and charges
that exact money for public purposes].)”10

California court decisions have held that a
“charge” is a fee rather than a tax if:11

• The fee does not exceed the reasonable costs of
providing the services for which the fee is charged.
It is permissible for the fee to be a fixed amount
without it being a tax where the cumulative fees
collected do not exceed the costs of administering
the associated regulatory program and there is a
reasonable basis for distributing the costs among
the payors of the fee.

• The fee relates to the purpose for which it is
charged (it is not being used for some other
purpose).

• There is a connection or relationship between the
payor and the purpose of the fee assessed.

More on fees: There are three key types of fees: (1)
special assessments, (2) development fees, and (3)
regulatory fees. As explained in Sinclair Paint Co. v.
State Board of Equalization, 15 Cal. 4th 866 (1997),
special assessments are “based on the value of bene-
fits conferred on property.” Development fees are
“exacted in return for permits or other government
privileges. Regulatory fees are “imposed under the
police powers.” Various cases have held that these
types of fees are not taxes – more specifically, are not
“special taxes” (see later explanation).

GENERAL TAX VERSUS SPECIAL TAX
Article XIIIC, Section 1(a) of the California Consti-
tution defines a general tax as “any tax imposed for
general governmental purposes.” Section 1(d)
defines a special tax as “any tax imposed for specific
purposes, including a tax imposed for specific pur-
poses, which is placed into a general fund.” The sig-
nificance of these terms is that a local government
may not impose, extend, or increase a general tax
unless approved by a majority of the electorate. A
special tax may not be imposed, extended, or
increased unless approved by a 2/3 majority of the
electorate (Article XIIIC, Section 2; Proposition 218).

SUMMARY
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STATE IMPOSED

not an ad valorem tax on

real property or a sales

or transaction tax on the

sale of real property

LOCAL IMPOSED

not an ad valorem tax on

real property or a sales

or transaction tax on the

sale of real property

AD VALOREM

tax on real property or a

sales or transaction tax on

the sale of real property

GENERAL TAX

Need 2/3 vote of
both the California
Assembly and
Senate.

Need majority vote
of electorate.

Need constitu-
tional amendment.

SPECIAL TAX

Same

Need 2/3 majority
vote of electorate.

Need constitu-
tional amendment.

FEE

Simple majority

No vote of elec-
torate required, but
may need public
hearing and other
documentation.

If based on value,
likely a tax, rather
than a fee.



BACKGROUND ON THE TAX PRINCIPLES WORKBOOK

Joint Venture has been sponsoring educational
forums on tax issues for many years. On September
26, 2002, Joint Venture, with the generous support
of the California Policy Forum, held a forum entitled
Taxes & Our Communities – Is Our System Sustainable?
Over 120 individuals from state and local govern-
ments, industry, education, and non-profit organiza-
tions attended. The forum was held in Mountain
View. Further information about the Forum, including
copies of presentation materials, can be found at:
http://www.jointventure.org/news/press/taxforum02.html

The forum was designed to bring together a diverse
group of leaders from the greater Silicon Valley area to
broaden the understanding of California’s tax and
fiscal structure within the state and its 5,000+ taxing
jurisdictions. 

The goals for the forum were to: 
• Provide concise information on the basics of Califor-

nia’s myriad of taxes, fees, limitations and jurisdic-
tions in order to provide a better understanding of
how our system impacts quality of life matters, such
as housing, land use, education, transportation and
the pursuit of economic development that represents
the new economy.

• Help participants become informed advocates for
improvements to California’s tax and fiscal struc-
ture, which is necessary if we want to ensure a
strong economy and healthy and educated society.

• Explore new ideas for improvements to our tax and
fiscal structure using the broad and diverse expertise
of our speakers and participants.

• Bring many sectors of the greater Silicon Valley
area together to discuss issues that are of importance
to everyone and to share information and ideas.

• Stress the importance of working together to solve
issues, and identify and act upon opportunities col-
laboratively as a region.

• Begin a process to create the necessary tools to
more effectively analyze and understand legislative
proposals and our current tax and fiscal structures;
tools that will encourage and enable each level of
government to work together, rather than at cross
purposes, and ensure that principles of good tax
policy are followed when designing or redesigning
tax systems.

This workbook is part of the final goal listed above.
Joint Venture plans to help people continue to better
understand the state’s fiscal structure and engage in
dialog on issues and opportunities presented by that
structure. Please visit the Joint Venture web site for
additional output from the September 2002 Forum:
http://www.jointventure.org/.

32

Background on the Tax Principles Workbook



SOURCES OF INFORMATION ON CALIFORNIA’S TAX & FISCAL STRUCTURE

AND POLICIES

History of California Taxes

Doerr, David R., California’s Tax Machine, California Taxpayers’ Association, 2000.

Government Information on California Taxes

California Department of Finance, http://www.dof.ca.gov/.

California State Controller, http://www.sco.ca.gov/.

Franchise Tax Board, http://www.ftb.ca.gov/.

Legislative Analyst’s Office, http://www.lao.ca.gov/.
• Primer on California taxes:

http://www.lao.ca.gov/2001/tax%5Fprimer/0101_taxprimer_Chapter1.html
• Cal Facts: http://www.lao.ca.gov/2000%5Freports/calfacts/2000%5Fcalfacts%5Ftoc.html

Senate Office of Research, http://www.sen.ca.gov/sor.

State Board of Equalization, http://www.boe.ca.gov/index.htm.

Non-Government Information on California Tax & Fiscal Matters

California Budget Project, http://www.cbp.org/.

CalTax, http://www.caltax.org/.

Center on Budget & Policy Priorities, http://www.cbpp.org/.

Center for State and Local Taxation at UC Davis, http://www.iga.ucdavis.edu/csltax.html.

Michael Coleman’s California Local Finance Site: http://CaliforniaCityFinance.com/.

Public Policy Institute of California, http://www.ppic.org/.

Tax Policy Group of Joint Venture: Silicon Valley Network, http://www.jointventure.org/ini-

tiatives/tax/tax.html.

State by State Comparisons

Federation of Tax Administrators, http://www.taxadmin.org/.

Tax Policy Literature

California Budget Project, “Six Questions To Ask When Evaluating Tax Policy Proposals,”

May 2001; available at http://www.cbp.org/2001/qh010510.pdf.

The Office of Tax Policy Research at the University of Michigan, http://www.otpr.org/.

National Conference of State Legislatures, “Principles of a High-Quality State Revenue

System,” http://www.ncsl.org/programs/fiscal/fpphqsrs.htm.

Tax Analysts, http://www.tax.org/.

ACKNOWLEDGEMENT OF CONTRIBUTORS

TO THIS WORKBOOK

September 2002 Forum Steering Committee

Rebecca Elliot, League of California Cities; David

Ginsborg, County of Santa Clara; Tom Jones,

California Futures Network; Keith Kennedy, Chair-

man of Joint Venture Board; Dan Kostenbauder,

Hewlett Packard; Bob Locke, City of Mountain

View; Seth Miller, California Center for Regional

Leadership; Brian Moura, City of San Carlos;

Annette Nellen, San Jose State University (Com-

mittee Chair); Roger Pickler, City of San Jose;

Charlotte Powers, Consultant

Tax Principles Subcommittee

Rebecca Elliot, League of California Cities;

Annette Nellen, San Jose State University; Roger

Pickler, City of San Jose; Charlotte Powers,

Consultant; Pete Rincon, Philips Electronics; Ellen

Wheeler, Attorney, Mountain View-Whisman

School Board

Design and Production

Threestory Studio, www.threestory.com

Joint Venture Staff

Lisa Bruner, Linda Holroyd, Marguerite Wilbur

Principles Framework

Joint Venture acknowledges and thanks the Ameri-

can Institute of Certified Public Accountants

(AICPA) for allowing it to use Tax Policy Statement

No.1 - Guiding Principles of Good Tax Policy: A

Framework for Evaluating Tax Proposals, 2001.

The full text of the AICPA’s statement is available

at http://ftp.aicpa.org/public/download/mem-

bers/div/tax/3-01.pdf.



©2003, Joint Venture Silicon Valley Network, Inc. All Rights Reserved. Printed in the U.S.A.

JOINT VENTURE: SILICON VALLEY NETWORK

84 W. Santa Clara Street, Suite 440, San Jose, CA 95113-1820

Phone 408 271-7213   Fax 408 271-7214

E-Mail info@jointventure.org   Internet www. jointventure.org

Chair

W. Keith Kennedy, Retired CEO,

Watkins-Johnson

Vice-Chair

Martha Kanter, De Anza College

President and CEO

Marguerite Wilbur

Directors

Frank Benest, City of Palo Alto; Crawford

Beveridge, Sun Microsystems; Robert Caret,

San Jose State University; Jim Cunneen, San

Jose Silicon Valley Chamber of Commerce;

Ann DeBusk, Founder, American Leadership

Forum; Magda Escobar, Plugged In; Victor

Garza, La Raza Roundtable; Hon. Rose

Jacobs Gibson, San Mateo County; Peter 

Giles, The Tech Museum of Innovation; Hon.

Ron Gonzales, City of San Jose; Rebecca

Guerra, Riverstone Networks; Deirdre Hanford,

Synopsys; Kevin Healy, Pricewaterhouse-

Coopers; Gary Hooper, Genencor International;

Paul Locatelli, Santa Clara University;

Joseph Parisi, Therma; Neil Struthers, Building

& Construction Trades Council; Hon. John

Vasconcellos, California State Senate;

Colleen Wilcox, Santa Clara County Office of

Education; Linda Williams, Planned Parent-

hood Mar Monte

Directors Emereti

Hon. Susan Hammer, Jay Harris, J. Michael

Patterson, Lew Platt

SPONSORS

Visionary Leaders

The David and Lucile Packard Foundation

Sun Microsystems, Inc.

Therma

Community Builders

Aspect Communications

Rudolph and Sletten, Inc.

Joint Venture Partners

CNF Inc.

eBay Foundation

Rosendin Electric, Inc.

Skoll Foundation

Synopsys, Inc.

Webcor Builders

JOINT VENTURE BOARD OF DIRECTORS


