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EXECUTIVE SUMMARY

In fulfillment of the requirements of Engrossed Substitute Senate Bill 6108, this study identifies and measures the costs that retailers face in collecting and remitting Washington state and local sales tax.  The study also estimates the costs of implementing a sales tax rate and/or base change and measures both direct and indirect compensation that retailers currently receive.  The study measures these costs and benefits for large, medium, and small taxpayers.  The study also examines regulatory procedures that impose costs and burdens on retailers.  Finally, the study reviews how many other states provide compensation to retailers.  

The total cost of collecting and remitting sales tax is 6.47 percent of total state and local sales tax collections for small retailers, 3.35 percent for medium retailers and 0.97 percent for large retailers.  Small retailers are defined as retailers with gross retail sales between $150,000 and $400,000.  Medium-sized retailers are defined as those with annual gross retail sales between $400,000 and $1,500,000 and large taxpayers are those with annual gross sales over $1,500,000.  

For all retailers the total cost is 4.23 percent of total state and local sales tax collections when weighted by number of taxpayers.  The estimate weighted by number of taxpayers best describes the cost of sales tax collection for a typical Washington retailer.  The total cost is 1.42 percent when weighted by dollar amount.  The estimate weighted by dollar amount is best to use for any type of fiscal analysis.  These estimates are costs only; they do not include the benefits listed in Table 2.  Note that the estimates do not take into consideration the fact that retailers can deduct these costs from their federal income taxes.  

The average annual state and local sales tax collections for the survey respondents are $18,352 for small retailers, $51,662 for medium retailers and $68,765 for large retailers.  

Table 1

Total Cost of Collecting and Remitting State and Local Sales Tax

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Total Costs
6.47%
3.35%
0.97%
4.23%
1.42%

The above costs can be offset by direct and indirect benefits that retailers derive from the collection of sales tax.  One benefit is the float (the value of the sales tax collections for the period of time that the retailers retain the money; the period of time is adjusted for the lag in payment for credit and debit card purchases).  To the degree that it is regarded as compensation to retailers for sales tax collection, the lower B&O tax rate is the second possible benefit.  The following table shows these benefits for all taxpayers and for small, medium, and large taxpayers.  

Table 2

Benefits of Retaining Sales Tax

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Float
0.51%
0.40%
0.40%
0.45%
0.40%

Lower B&O 
0.18%
0.20%
0.23%
0.20%
0.22%

Table 3 on the next page breaks down the costs by type.  For most retailers, the greatest costs related to sales tax collection and remittance are the costs associated with filing the Washington State combined excise tax return.  For large retailers the greatest cost is the fee on credit card sales.  

The results show that the cost of collecting and remitting sales tax is not equal across the three size groups of retailers.  Small taxpayers face the largest burden, 6.47 percent of sales tax collections, large taxpayers the smallest, 0.97 percent of sales tax collections.  The average sales tax cost as a percentage of sales tax collections is over six and one-half times greater for small retailers than for large retailers.  To the extent that small Washington retailers compete with large Washington retailers, the cost of collecting and remitting sales tax puts small retailers at a competitive disadvantage.  

Not only are there differences in cost between the size categories, there is also considerable cost variation among individual taxpayers within a size category.  Individual retailers who are either audited, appeal an audit assessment or make honest mistakes in collecting and remitting sales tax can face a much larger cost.  Similarly, retailers who are not audited or do not make honest mistakes face a somewhat smaller cost.  

Data on the costs were collected via a detailed survey which was combined with Department of Revenue data.  The survey was sent to 3,000 Washington retailers.  A survey was also sent to 400 Oregon retailers.  The Oregon retailers served as a control group for some of the costs.  The response rate was 51 percent for the Washington survey and 36 percent for the Oregon survey.  Industry data and Employment Security data were also used.  

In addition to estimating the costs, focus groups were conducted to examine particular problem areas that retailers have with collecting and remitting sales tax and to look for administrative solutions to those problems.  

As of January 1, 1998, 26 of the 45 states that have a retail sales tax allow vendors to keep a portion of the sales tax collections.  

Table 3

Summary of All Costs

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Additional clerk/cashier hours
--
--
--
--
--

Additional/ more complex POS equipment
1.59%
--
--
0.69%
0.06%

Additional customer service
0.15%
0.18%
0.006%
0.13%
0.03%

Additional training
--
--
--
--
--

POS rate and base changes
0.32%
0.72%
0.07%
0.42%
0.14%

Credit and debit card fees
0.89%
0.74%
0.76%
0.81%
0.76%

Total audit costs
0.012%
0.041%
0.001%
0.021%
0.006%

Storage cost
0.03%
0.02%
0.003%
0.02%
0.006%

Appeals cost
--
0.001%
0.0001%
0.0004%
0.0002%

Total cost of filing tax return
3.27%
1.35%
0.08%
1.94%
0.34%

Cost of mistakes
0.17%
0.30%
0.05%
0.20%
0.08%

Total Costs
6.47%
3.35%
0.97%
4.23%
1.42%

Float
0.51%
0.40%
0.40%
0.45%
0.40%

Lower B&O 
0.18%
0.20%
0.23%
0.20%
0.22%

Total Benefits
0.69%
0.60%
0.63%
0.65%
0.62%

Table entries with no cost indicate that costs are less than 1/1,000th of a percent.

Table 4

Summary of All Costs

Average annual cost per size group and total for retailers (SIC 52-59) with incomes over $150,000


Average Small
Average Medium
Average Large
Total dollars (all retailers $150 K and over)*

Additional clerk/cashier hours
--
--
--
--

Additional/ more complex POS equipment
$291
--
--
$2,256,000

Additional customer service
$27
$93
$41
$980,000

Additional training
--
--
--
--

POS rate and base changes
$59
$372
$478
$4,579,000

Credit and debit card fees
$163
$382
$5,189
$21,299,000

Total audit costs
$2
$21
$1
$163,000

Storage cost
$6
$10
$21
$181,000

Appeals cost
--
$1
$1
$10,000

Total cost of filing tax return
$600
$697
$546
$11,206,000

Cost of mistakes
$31
$155
$341
$2,438,000

Total Costs
$1,187
$1,731
$6,623
$43,178,000

Float
$94
$207
$2,731
$11,306,000

Lower B&O 
$33
$103
$1,570
$6,235,000

Total dollar amounts represent only retailers classified under SIC 52-59 with over 50 percent of B&O activity classified as retailing and with at least $150,000 annual Washington sales.  

Chapter 1

SCOPE OF THE STUDY

In the 1998 legislative session, the supplemental operating budget bill (Engrossed Substitute Senate Bill 6108) required the Department of Revenue to conduct a study to measure the costs to retailers of collecting and remitting state and local retail sales tax.  The legislation states that:  

“…the department shall, a) identify and estimate the costs for small, medium, and large retailers, b) estimate the cost to retailers of implementing changes in tax rates and/or the tax base, c) identify current statutory and regulatory procedures that impose costs and burdens on retailers, as well as alternatives that would lessen these costs and burdens, d) estimate any direct or indirect compensation retailers currently receive, if any, and e) review how many other states provide compensation to retailers and the nature of the compensation…”

This study is fact-finding in nature and addresses the question posed by the Legislature without making recommendations regarding compensation for retailers.  

The legislation refers to “retailing.”  Retail sales tax in this state is also collected on activities such as construction, repair, maintenance, installation, lodging, and some personal services.  In discussions with the bill sponsor and drafter, their intent was to focus on sales made by traditional retail firms, i.e. those assigned to retail categories with Standard Industrial Classification (SIC) codes of 52-59.  Therefore the analysis is limited to taxpayers classified under SIC codes 52-59 with more than 50 percent of their B&O activity in retailing.  

There are benefits to limiting the focus of the study to retail trade activities.  Although the other activities incur costs of collecting sales tax, their costs are not as considerable as those of other retailers.  The sales tax issues for these other retail activities are diverse; their inclusion in the study could cloud the results of the main focus of the study.  Therefore, this study is limited to the costs that retailers in the retail trade sector and restaurants incur in collecting and remitting the retail sales tax.  

Members of the study team are:

Mary Welsh, Study sponsor, Research Division

Lorrie Jo Brown, Ph.D., Study lead, Research Division

Nicole Stewart, Legislation and Policy Division

John Pittman, Audit Division

Sue Graham, Legislation and Policy Division

Steve Smith, Ph.D., Research Division

Diane Mielke, Research Division

The team had considerable assistance and advice from the following Department of Revenue employees:

Dianne Fisher, Research Division

Nonnie Phan, Taxpayer Account Administration

Janetta Taylor, Taxpayer Account Administration

Don Taylor, Research Division

Stan Woodwell, Research Division

Chapter 2

OVERVIEW OF WASHINGTON’S RETAIL SALES TAX

Importance and Incidence of Retail Sales Tax
Retail trade is the third largest industrial sector in the state (after wholesaling and manufacturing) as measured by gross business income.  The retail sales tax is the largest revenue source for the state of Washington.  In Fiscal Year 1998 retail sales tax collections were $4.7 billion for the state, plus $1.3 billion for local governments.  

Washington retail sales tax is levied on the sales price of any tangible personal property (unless exempted) and certain services purchased at retail.  When the sale occurs in Washington State, the tax is paid by the consumer and is collected by the seller.  (When the sale occurs outside Washington State, use tax is paid by a Washington consumer directly to the state.)  The basic definition of items and transactions subject to retail sales tax is in Revised Code of Washington (RCW) 82.04.050.  The retailer’s obligation to collect and remit the tax is in RCW 82.08.050.  

The tax consists of both a state rate of 6.5 percent and a local rate generally ranging from 0.5 percent to 2.1 percent (2.6 percent in King County restaurants).  Currently, there are eleven different types of local sales taxes.  These are:  a 0.5 percent “basic” tax for cities and counties; an “optional” tax for cities and counties up to 0.5 percent, a tax that ranges from 0.1 to the maximum 0.6 percent for transit purposes, a tax of up to 1 percent to fund high capacity transportation, and taxes of 0.1 percent for criminal justice, public facilities, and county correctional facilities.  In addition, there is a unique sales tax of 0.5 percent which only applies to prepared food and beverages in King County and three types of local sales taxes which are credited against the state sales tax.  

Retailers collect the appropriate local rate based on where the transaction occurs.  The sale occurs at the retail outlet at which or from which delivery is made to the consumer (unless installation is involved).  Retailers must keep track of their sales in each jurisdiction where they do business and report the sales tax collected from each jurisdiction.  After the retailers remit the sales tax to the state, the state distributes the local tax to jurisdictions based on the information on sales locations that is provided by the retailers.  The state retains 1 percent of the local collections as a fee for administering their distributions.  Administration of local sales tax includes other activities, for example, supplying information and returns, auditing and enforcing collections.  (Note:  the law allows the state to retain 2 percent of collections.  All of the administration fee revenues are deposited into the state general fund.  None of these funds are retained by the Department of Revenue.)  

History of Washington’s Sales Tax
The retail sales tax was enacted in 1935 as an integral part of the Revenue Act, which established many of the current state taxes.  The initial rate was 2 percent effective May 1, 1935, and it was limited to sales of tangible personal property.  Most food items, except dairy products, eggs, unprocessed fruit and vegetables, and bread, were taxable.  Subsequently, many changes have been made to the base of the tax.  Major changes include broadening the base to include services related to tangible personal property (1941), exemption for nonresidents (1965), authorization of local sales tax (1967), exemption of food for off-premises consumption, and many other exemptions.  Each of these changes increased the complexity and therefore the cost to retailers of collecting the tax.  

The Legislature has considered compensating retailers for the cost of collection and remittance of sales tax.  Legislation to compensate retailers by allowing them to keep a percentage of the tax was first introduced in the early 1980s.  Throughout the 1990s legislation to compensate retailers has been introduced almost every year.  Legislation to compensate retailers was passed and vetoed in 1981 and in 1997.  So far, no legislation to compensate retailers has been signed into law.  

Reporting Requirements

All taxpayers are required to report and pay their excise tax liabilities to the Department of Revenue on either an annual, quarterly, or monthly basis (except non-retailers with annual gross income of less than $24,000).  Filing frequency is based on the amount of tax liability.  Generally, taxpayers with a tax liability of less than $1,051 are annual reporters, those with tax liability between $1,051 and $4,800 are quarterly, and those with tax liability over $4,800 are monthly.  Since the retail sales tax is counted in determining frequency and because the sales tax rate is many times higher than any of the B&O tax rates, retailers have a higher probability of reporting taxes quarterly or monthly.  

For taxpayers reporting monthly, taxes are due on the 25th of the month after the reporting period.  Taxes are due at the end of the month following the reporting period for taxpayers reporting annually and quarterly.  From the time the retailer collects the sales tax from the customer until the time the retailer files his/her tax return, the retailer retains the tax.  (On credit and debit card sales, there is a lag between when the sale is made and when the retailer receives the money.)  During this time the money either can earn interest in an interest-bearing account or can become part of the retailer’s income stream.  

Part of the burden of collecting retail sales tax is determining when tax is due and when it is not.  There are presently 84 different sales tax exemptions.  The most common exemptions that retailers deal with are:  food, prescription drugs, nonresident sales, food stamps, resale certificates, exempt nonprofits, freight forwarder sales, sales delivered to Indian reservations, sales to U.S. government agencies, machinery and equipment certificates, trade-ins and refunds.  There are essentially three types of exemptions--those where the item is exempt, those where the customer is exempt, and those where the item is exempt only for certain uses.  All three types of exemptions provide challenges to retailers.  In the case of exempt items, the retailer must determine whether an item qualifies for exemption.  Although the exempt status of many items is very clear, there are some gray areas.  Determining the tax status of a customer is difficult.  Retailers must first judge whether a customer is eligible for a particular exemption or not.  If the customer is eligible, the retailer must document the taxpayer’s eligibility.  The documentation required depends upon the type of exemption.  For nonresident sales, the retailer must record the customer’s out-of-state address and other information from the customer’s picture identification.  For sales for resale, the retailer must keep on file an active resale certificate for each customer who is eligible.  The retailer must also document what was sold, since not all purchases made by the holder of a resale certificate are sales for resale.  Out-of-state deliveries require the retailer to retain records on where the goods were shipped.  

Department of Revenue audits can cover a period of four years plus the current year.  Therefore, retailers must retain the above documentation for five years.  When auditing, Department of Revenue auditors can either look at all of the documents from the audit period, or they can sample the documents.  Generally, auditors only sample documents, especially with larger taxpayers who have large amounts of transactions and/or documentation.  When an auditor samples documents, the taxpayer must be able to retrieve the requested sample.  An example of this would be that a retailer might be asked to retrieve all nonresident sale documentation for a particular month.  

Chapter 3

COSTS AND BENEFITS INVOLVED IN

COLLECTING AND REMITTING SALES TAX

This chapter describes the costs and benefits that retailers incur in collecting and remitting sales tax. The chapter contains a complete list of costs that the study committee identified through discussions with retailers or other research.  Each of the costs listed in this chapter is estimated in Chapter 6.  Note that some of the costs outlined in this chapter are actually estimated to be close to zero when measured as a percentage of tax collected for the average retailer (see Chapter 6 for more details).  

Costs Associated with Collecting and Remitting Sales Tax

For purposes of this study, a cost is defined as anything a retailer has to do that is related to sales tax collection and remittance that they would not have to do if they were not obligated to collect and remit sales tax.  Retailers incur costs in several ways:  at the point-of-sale, through extra training costs, on credit card sales, through special record-keeping requirements and increased likelihood of audits, and costs associated with honest mistakes dealing with sales tax collection.  

Point-of-sale (POS) Transactions.  In many cases, retail employees spend extra time dealing with sales tax issues during the actual retail transaction.  Retailers could spend extra time determining tax status and calculating the sales tax due.  Some types of transactions require the clerk to do extra paperwork.  For exempt nonresident sales, clerks must record information from the purchaser’s identification.  (Note that it is voluntary for retailers to make nonresident sales exempt.  Most retailers choose to make these sales exempt, otherwise they may lose these sales.)  For exempt sales for resale, the retailer must keep a copy of the purchaser’s resale certificate on file and match it to the purchaser’s identification at the time of the sale.  Other exempt sales can also take extra time.  Transactions involving the return or exchange of goods that were purchased at a different store with a different local rate can be confusing and therefore time consuming.  Although the extra time that is related to sales tax collection is usually minimal on a per transaction basis, when aggregated for all transactions, they can be significant.  

Businesses may also need more cash registers and scanners if transactions take longer.  Because of the added complications in charging and keeping track of sales tax, businesses may need more sophisticated cash registers or scanners.  

Training.  Employees that deal with customers need to have adequate knowledge of the intricacies of the law regarding what and who should be taxed, as well as what paperwork needs to be retained.  Retail clerks have an important job in judging taxability status; their company is responsible for any uncollected tax that should have been collected.  

Programming POS Equipment.  Extra time is spent programming POS equipment whenever there is a change in the sales tax base or the state or local sales tax rate.  (Note that the state sales tax rate has not changed since 1983; however, local sales tax rates are continually changing.)  Extra programming is also needed to distinguish between taxable and exempt sales.  There may be costs in the programming associated with determining whether or not new products are subject to retail sales tax.  

These costs are only borne by businesses with automated POS systems.  In general, higher levels of automation will lead to some higher programming costs associated with the sales tax.  (However, higher levels of automation will save on sales tax collection costs in other areas such as employee time.)  Some savings occur with centrally automated systems.  In these cases, a base or rate change that is programmed at the central location will update all the registers in all store locations.  

Credit Card Sales.  Retailers pay credit card companies a fee for each credit card sale.  Since the fee is a percentage of the total amount charged on the credit card, the retailer must pay a fee on the amount of sales tax collected.  Fees vary considerably depending on the type of credit card and the deal that is negotiated between the credit card company and the retailer.  Most fees range from 1.5 percent to 2 percent.  Generally, the larger the retailer (in terms of sales volume), the smaller the fee.  

Audits and Audit-related Recordkeeping.  Because of the high volume of retail sales tax dollars that retailers remit, they are subject to a higher probability of being audited.  For the additional audits associated with the higher audit probability, the entire cost of the audit can be attributable to collecting and remitting sales tax.  

In all audits, a significant amount of time can be spent regarding sales tax collection issues.  This part of all retailers’ audits is a cost of collecting and remitting sales tax.  

One of the costs related to the audit is that retailers must retain sales tax exempt records in case of an audit.  During an audit, the retailer must be able retrieve particular documents for a particular period.  Records supporting an exemption or deduction from retail sales tax must be kept for a period of five years.  Resale certificates must be renewed at least every four years.  A retailer would be required to keep at least two resale certificates when they have had the customer for over four years.  

Cost of Appealing.  In the case when a taxpayer appeals an audit decision concerning the collection of sales tax, the costs in terms of time and legal assistance can be considered a legitimate cost of collecting sales tax.  

Reporting of State Excise Taxes.  Most Washington State businesses are obligated to file a combined state excise tax return either annually, quarterly or monthly.  The exceptions are those retailers with annual incomes under $24,000.  These retailers file a sales tax remittance form.  Reporting frequency is based on the amount of tax due.  Because of sales tax remittance, some retailers are reporting more frequently than they would be based on their other excise taxes.  For these businesses, the extra time involved in filing the return more frequently can be considered a cost of remitting sales tax.  The cost of filing the excise tax return includes costs associated with any recordkeeping that is needed as well as the costs associated with filling out the return.  

Large businesses are also obligated to pay their taxes electronically.  As in the case of reporting frequency, some retailers are obligated to pay taxes electronically because of the sales tax remittance.  For these businesses, the extra cost of paying electronically can also be a cost of remitting sales tax.  For taxpayers who are both obligated to pay electronically because of sales tax and do not use electronic funds transmission for any other purpose, the cost of equipment that is needed to transfer funds electronically, as well as the training needed to use the equipment, can be considered a cost of remitting sales tax.  In cases where taxpayers use electronic transmission of funds for other reasons, only the cost of completing individual transmissions to the state is included.  

For all retailers, any costs associated with the local tax portion of the Washington State combined excise tax return are also included as a cost of remitting sales tax.  

Mistakes, Penalties.  Some retailers may make honest mistakes in collecting and remitting sales tax.  The retailer is responsible for any tax that should have been paid.  The cost of paying uncollected sales tax out of pocket for any honest mistake is a cost of collecting and remitting sales tax.  In the aggregate, however, this cost may be netted out by sales tax collections made in the retailer’s favor, e.g. cases where sales tax is collected and fraudulently not remitted.  Note that because taxpayers are expected to know and execute the law correctly, not everyone considers costs involving deviations from tax law to be legitimate costs related to collecting sales tax.  

Benefits to Retailers of Collecting and Remitting Sales Tax

Float on Sales Tax Held by Retailers.  Retailers accumulate the sales tax throughout the month.  (Note that for credit and debit card sales there is a lag between when the sale is made and when the retailer receives the money.)  Monthly taxpayers then remit the tax on the 25th of the following month.  Quarterly and annual taxpayers remit the tax at the end of the month following the tax period.  During this time the retailers are holding the collected retail sales tax in trust for the state.  However, the retailers can presumably gain some value from the holdings by earning interest in either a separate account for sales tax, or the taxpayer’s general account, or by co-mingling the sales tax with the rest of their cash flow.  

Lower B&O Rate.  From 1935 until 1983 retailing and wholesaling activities shared the same B&O tax rate.  In 1983 the Legislature raised the permanent B&O tax rates to 0.484 percent for wholesaling and most major business activities.  The retailing B&O rate was left at 0.471 percent.  From 1993 to 1997 a surcharge was added to the wholesaling B&O rate as well as to many other B&O rates.  Currently, the B&O tax is 0.484 percent for wholesaling and 0.471 percent for retailing.  

Chapter 4

OTHER STUDIES CONCERNING RETAILERS’ COSTS OF COLLECTING SALES TAX

Other Studies.  Over the past ten years, at least three distinct studies have been conducted on the costs to retailers of collecting and remitting sales tax.  Two of these studies are the 1990 Price Waterhouse study and the 1989 University of Arkansas study.  Both of these basic studies have been redone for specific states.  The third study was conducted by Battelle in 1990, but the study is not available to the public.  

The Price Waterhouse Study.  Price Waterhouse conducted a base study in 1990, then followed it with several studies for individual states.  Most of the data for the individual state studies came from the 1990 base study.  In 1992 the Washington Retail Association commissioned Price Waterhouse to conduct a study of Washington retailers.  

The Price Waterhouse national study is based on a survey sent to 2,000 retailers nationwide.  About 300 retailers (15 percent) returned the survey.  Price Waterhouse also interviewed retailers.  The Washington study included additional interviews of Washington retailers.  The site visits included detailed interviews and time-and-motion studies.  The study collected cost data for all inputs that are directly or indirectly involved in collecting sales tax.  The study then estimated the percent of each input that was involved in sales tax collection.  The study itself does not detail how these percentages were determined, and numerous inquiries by the Department of Revenue to Price Waterhouse were not satisfactorily answered.  Presumably the percentages were somehow derived from the interviews in the site visits.  In determining the percentages of some inputs, such as POS equipment and “other equipment,” there seems to be no consideration that these may be fixed costs that would occur whether sales tax is collected or not.  

The result of the 1990 national study was that the average cost of collecting and remitting sales tax nationwide was 3.10 percent of sales tax collections.  The estimated cost for Washington retailers was 3.18 percent.  

The University of Arkansas Study.  This study is based on a model developed by Peat Marwick.  Peat Marwick did a number of studies for various states in the mid-1980s.  The methodology is similar to the Price Waterhouse methodology.  A detailed survey was sent to 300 businesses; 80 responded.  The survey was followed by site visits to 18 firms.  Instead of time-and-motion studies at the site visits, Peat Marwick used a measure called Modular Arrangement of Predetermined Time Standards (MODAPTS).  MODAPTS breaks an activity into the smallest possible components and assigns a predetermined time value to each.  The predetermined time value is based on a basic MOD unit of 0.129 seconds.  According to the report, MODAPTS is much more accurate than time-and-motion studies.  Otherwise the methodology is similar to the Price Waterhouse study.  

The Peat Marwick study estimated that the cost of collecting and remitting sales tax was 2.5 percent of sales tax collections in Arkansas and 2.83 percent of sales tax collections in Alabama.  

Chapter 5

STUDY METHODOLOGY

The study involved collection of two different types of information for two different aspects of the study.  The first part of the study deals with measuring the cost to retailers of collecting and remitting the sales tax.  The second part of the study involves finding particular problem areas for retailers and possibly finding administrative solutions that would lessen the burden of sales tax collection.  

Identification of Costs

The first step in the study was to identify all of the costs that retailers face in the collection and remittance of sales tax.  For purposes of this study, a cost is defined as anything a retailer has to do that is related to sales tax collection and remittance that they would not have to do if they were not obligated to collect and remit sales tax.  In brief the costs are:  additional costs related to point-of-sale, point-of-sale equipment programming for rate and base changes, credit and debit card fees, sales tax related costs of audits, costs of storing sales tax documentation, costs of sales tax related appeals, sales tax related costs of filing taxes, and costs of honest mistakes.  Possible benefits are the float (adjusted for the lag in receiving money for credit/debit card sales) on the sales tax retained by retailers and the B&O tax rate differential.  (See Chapter 3 for more complete descriptions of the costs.)  

Department of Revenue staff asked the Washington Retail Association (WRA) for assistance in gathering information from its members.  The WRA helped put together a committee of retailers to assist DOR staff members (see Chapter 1 for a list of committee members).  The committee met with DOR staff in May 1998 to discuss the elements of the collection and remittance costs.  The DOR study committee collected more information on the costs via site visits to large, medium, and small retailers and to accountants that have retailers as customers.  (A list of businesses that were visited is included in Appendix 6.)  The final list of costs was agreed upon by the committee of retailers.  (The committee agreed on the costs; however, there was disagreement as to whether the float and B&O tax differential should be included as a benefit.)  

Measuring the Costs

The main instrument for measuring the costs is a survey that was sent to 3,000 Washington retailers.  A subset of survey questions was sent to 400 Oregon retailers to serve as a control group for some of the costs that are difficult to measure directly.  The response rates for the surveys were 51 percent for the Washington survey and 36 percent for the Oregon survey.  

Development of the Survey Questions.  After detailing all of the elements of the costs of collecting and remitting sales tax, DOR staff decided what survey data needed to be gathered in order to calculate the cost of each element for large, medium, and small businesses.  Data that were not available through other means, such as DOR taxpayer records, were collected through the survey.  DOR staff worked with the Washington State University Social and Economic Sciences Research Center to write the survey questions.  Washington State University administered the survey.  Administration included sending out the survey, receiving the completed surveys and keying the data.  Responses were kept confidential from the Department of Revenue.  Both the Washington and Oregon surveys are in Appendix 1.  

Survey Sampling.  The Washington sample was derived from the universe of Washington State retailers.  Retailers were defined as those businesses in SICs 52-59 (retail trade), which had over 50 percent of their business activity reported on the B&O retailing line.  Retailers with annual sales less than $150,000 per year were excluded, since most of these are assumed to be individuals making sales from their homes who do not face the same costs of sales tax collection and remittance as retailers with storefronts.  

The universe of retailers is divided into three strata representing small, medium, and large retailers.  The thresholds for small, medium, and large are $150,000, $400,000 and $1,500,000 in annual gross sales.  Thresholds are based on statistical distribution and advice from the Washington Retail Association.  The dollar thresholds are meant to serve as a proxy for the level of automation of POS equipment, since a great deal of variation in collection and remittance costs is caused by the level of automation.  Generally, large businesses are those that have fully automated POS systems, medium businesses have partially automated systems, and small business have manual systems.  

Appendix 3 contains the formulae that were used to calculate each of the costs.  These equations contain details on how the survey data and other data were used.  

How This Study Improves on Previous Studies

This study is based on information collected in 1998.  Since 1990, when the baseline data were collected for the Price Waterhouse study, there have been many changes in the nature of retailing (e.g. more sophisticated point-of-sale equipment) and more complications added to the sales tax.  

This study captures the marginal costs to retailers of collecting and remitting the sales tax.  In other words, the costs that are included are those that would not be incurred if there was no sales tax.  By measuring only marginal costs, the costs are in some ways higher and in some ways lower than in the approach taken by the two other studies.  For example, the marginal cost approach includes the total cost for POS equipment that is purchased because of the complexities of the sales tax.  The other two studies include a portion of the cost of all POS equipment regardless of the reason for which it was purchased.  

Some costs are included in this study that were completely left out of both of the previous studies.  These costs are the greater probability of being audited, the greater probability of higher reporting frequencies, the costs of making mistakes regarding sales tax collection, and the cost of appealing sales tax audit assessments.  

This study is based on Washington data.  The Peat Marwick study was done for other states.  Although the Price Waterhouse study is specific to Washington, the sample of Washington retailers is very small and most of the results are based on national data.  

The survey response rates (51 percent for the Washington survey, 36 percent for the Oregon survey) are quite good and lend credibility to the results.  The survey response rate is very low in the Price Waterhouse study (15 percent).  Although the Price Waterhouse national survey yielded enough data for the analysis, sample data that results from a low response rate should not be generalized to the entire population.  

Finding Particular Problem Areas and Possible Solutions

In order to find particular problem areas and possible solutions, the study conducted a series of focus groups for retailers.  The Department conducted ten focus groups around the state of Washington.  Participants were invited by the Washington Retail Association, local Chambers of Commerce and the Department of Revenue.  Each focus group session consisted of a two-hour meeting facilitated by a trained facilitator from the Department of Revenue.  Two to twelve retailers participated in each focus group.  Participants in the focus groups were anonymous to Department of Revenue personnel; they were not asked to reveal last names or company names.  

The format was generally an open discussion forum.  However, a set of fixed questions was asked in each focus group.  The DOR study group developed this set of fixed questions based on issues that were raised either at the May meeting of the retailer-advisors or at the site visits.  The focus group questions are listed below.

Questions for the Retailers’ Focus Groups

(1)  Exempt sales

What aspects of exempt sales are burdensome (including determination of taxability, training, collection, storing, and retrieving of paperwork)

Do you have any suggestions for change?

Exempt sales include:


Food, prescription drugs


Nonresident sales


Food stamps


Resale certificates


Exempt nonprofits


Freight forwarder sales


Sales to Indian reservations


Sales to U.S. government agencies


Machinery and equipment sales to manufacturers


Trade-ins and refunds

(3)  Audits

What do you see as the challenges in participating in a DOR audit regarding sales tax issues?  

Is there anything that the DOR or the Legislature can do to make your job easier?

(3)  Do you lose business because competitors are not collecting and remitting sales tax properly?  

(4)  If you could change one thing regarding sales tax collection and remittance, what would it be?

(5)  (For companies with sales in other states) If you have operations in any other state, what do those states do that make collecting and remitting sales tax easier?  

If your company has mail order sales to other states, what has been your experience in collecting sales tax in those states?

Chapter 6

MEASUREMENT OF THE COSTS OF COLLECTING AND REMITTING STATE AND LOCAL SALES TAX

This chapter reports estimates for the costs to retailers of collecting and remitting sales tax that were outlined in Chapter 3.  The estimates are calculated using data from the survey to 3,000 Washington and 400 Oregon retailers.  Other data sources used in these estimates come from the Washington State Department of Revenue and Employment Security Department and from industry data sources.  (Detailed equations for the estimates are in Appendix 3.)  Survey results are in Appendix 2.  Econometric results are in Appendix 4 for Washington-Oregon comparison.  

The total cost of collecting and remitting sales tax is 6.47 percent of total state and local sales tax collections for small retailers, 3.35 percent for medium retailers and 0.97 percent for large retailers.  On average the annual costs are $1,187 for small retailers, $1,731 for medium retailers and $6,623 for large retailers.  Small retailers are defined as retailers (taxpayers in SICs 52-59 with over 50 percent of their B&O activity as retailing) with annual gross retail sales between $150,000 and 400,000.  Medium retailers are defined as those with gross retail sales between $400,000 and $1,500,000 and large retailers are those with gross incomes over $1,500,000.  In 1997 there were 9,363 small retailers, 8,222 medium retailers and 4,042 large retailers as defined above.  

For all retailers the total cost is 4.23 percent of total state and local sales tax collections when weighted by number of taxpayers.  The estimate weighted by number of taxpayers best describes the cost of sales tax collection for a typical Washington retailer.  The total cost is 1.42 percent when weighted by dollar amount.  The estimate weighted by dollar amount is best to use for any type of fiscal analysis.  These estimates are costs only; they do not include the benefits listed in Table 6-2.  Note that these estimates do not take into consideration the fact that retailers can deduct these costs from their federal income taxes.  

The average annual state and local sales tax collections for the survey respondents are $18,352 for small retailers, $51,662 for medium retailers and $68,765 for large retailers.  

Table 6-1

Total Cost of Collecting and Remitting State and Local Sales Tax

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Total Costs
6.47%
3.35%
0.97%
4.23%
1.42%

The above costs can be offset by direct and indirect benefits that retailers derive from the collection of sales tax.  One benefit is the float (the value of the sales tax collections for the period of time that the retailers retain the money).  To the degree that it is regarded as compensation to retailers for sales tax collection, the lower B&O tax rate is the second possible benefit.  Table 6-2 shows these benefits for all taxpayers and for small, medium, and large taxpayers.  

Table 6-2

Benefits Related to Collection of Sales Tax

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Float
0.51%
0.40%
0.40%
0.45%
0.40%

Lower B&O
0.18%
0.20%
0.23%
0.20%
0.22%

Total possible benefits
0.69%
0.60%
0.63%
0.65%
0.62%

Small taxpayers derive relatively more benefit from the float because they are more likely to be quarterly or annual taxpayers and thus retain collected tax for a longer period of time.  The average number of float days (days that they retain the average sales tax dollar) is 53 for small retailers, 44 for medium retailers and 41 for large retailers.  (Small and medium retailers have a greater number of float days because 21.5 percent of small retailers file quarterly or less frequently and 11 percent of medium retailers file quarterly.)  The number of days has been adjusted for the time lag in receiving reimbursement for credit card sales.  The interest rate is equal to the interest rate reported on the survey for that percentage that is kept in an interest-bearing account.  For the percentage which, according to the survey respondents, had become part of their income stream, the one-month certificate of deposit rate as of December 7, 1998  (4.7 percent) was used.  

To the degree that the lower B&O rate is regarded as compensation to retailers for collecting sales tax, the value of the lower B&O rate is approximately 0.2 percent of total sales tax collections for all retailers.  

BREAKDOWN OF THE COSTS

Point-of-sale (POS) Costs

Table 6-3 shows POS-related costs.  The costs are:  additional clerk/cashier hours that are needed because of the extra time added to transactions by activities related to sales tax collection, more sophisticated POS equipment that is used to keep track of sales tax, additional customer service personnel needed to assist with sales tax issues, and additional personnel training time.  

Table 6-3

Point-of-sale Costs

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Additional clerk/cashier hours
--
--
--
--
--

Additional/ more Complex POS Equipment
1.59%
--
--
0.69%
0.06%

Additional customer service personnel
0.15%
0.18%
0.006%
0.13%
0.03%

Additional training
--
--
--
--
--

Table entries with no cost indicates that costs are less than 1/1,000th of a percent.

The Washington-Oregon comparison showed that there were no significant differences in the level of staffing of cashiers/clerks on the floor for retailers with the same gross income and SIC.  This result was tested in another way to verify the result.  According to information from site visits and focus groups, the most time consuming aspect of collecting sales tax at the point-of-sale is related to collecting information on exempt sales.  Therefore, the second analysis tested whether there was a relationship between the percentage of exempt sales and floor employee staffing levels.  This analysis showed that there was no relationship between the two.  The fact that there was no relationship between exempt sales and staffing levels supports the conclusion that there is no systematic relationship between sales tax collection and staffing levels.  

These results hold for all three sizes of firms.  The analyses did show that there was significant variation in staffing levels.  Therefore, although there is no significant cost related to point-of-sale staffing on average across all retailers, some individual retailers may face costs.  

There are two possible reasons why this result differs from the Price Waterhouse and Peat Marwick results.  The first reason is that the Price Waterhouse and Peat Marwick studies assume that the extra time spent in determining taxability, calculating the tax, and collecting the tax reduces the efficiency of the clerk/cashier.  This would only be the case if the clerks/cashiers had a steady stream of customers and if the sales tax related time was so great that more clerks/cashiers were needed to account for the lost time.  Neither the Price Waterhouse study nor Peat Marwick study tried to address these assumptions.  

The second reason is that the greater use of more sophisticated POS equipment reduces or eliminates the extra personnel time to calculate and collect sales tax.  

It seems that retailers have shifted their point-of-sale retail sales tax collection costs from labor costs to equipment costs.  The results of the Washington-Oregon comparison show that small Washington retailers are more likely to have cash registers and that they have more sophisticated cash registers than their counterparts.  The costs associated both with the additional probability of having a cash register and having a more sophisticated cash register, plus the costs of programming these additional cash registers add up to 1.59 percent for small retailers.  It should be noted that although the requirements for collecting and keeping track of sales tax cause some small retailers to spend more money on cash registers, this investment in POS equipment gives other benefits to these taxpayers such as inventory control.  For medium and large retailers, there was no significant difference between Oregon and Washington with regards to number and type of cash register.  

About 7 percent of small retailers, 14 percent of medium retailers, and 27 percent of large retailers have special customer service personnel that spend part of their time dealing with sales tax issues.  

The Washington-Oregon comparison showed that there was no significant difference between the two states in either one-on-one or formal training.  

Sales Tax Rate and Base Changes

Table 6-4 shows the annual costs of programming point-of-sale equipment for both rate and base changes.  

Table 6-4

Costs of Programming Rate and Base Changes for POS Equipment

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Rate changes
0.23%
0.57%
0.06%
0.33%
0.12%

Base changes
0.09%
0.15%
0.01%
0.09%
0.02%

The cost falls heaviest on medium-sized taxpayers because they have a higher percentage of automated POS equipment than small taxpayers and probably have less centralized programming capabilities than the large taxpayers.  

The cost of rate changes is based on a five-year history of local sales tax rate changes (there were no state rate changes during this time).  Local jurisdictions changed rates an average of 0.24 times over the last year.  The sales tax base changed an average of 0.2 times over the last year.  (Only changes that affected the taxable status of a product or service for all taxpayers was considered.)  

The one-time cost given a single rate or base change is $174 or 0.95 percent of sales tax collections for the average small retailer, $1,243 or 2.41 percent of sales tax collections for the average medium retailer, and $1,538 or 0.23 percent for the average large retailer.  

Outside of the extra programming costs associated with the extra POS equipment for small retailers, and outside of the costs related to rate and base changes, the Washington-Oregon comparison showed no significant extra ongoing programming costs related to sales tax collection.  

Credit Card Sales

The cost of paying the credit and debit card fees on sales tax is displayed in the following table.  

Table 6-5

Cost of Credit and Debit Card Fees Paid on Sales Tax

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Rate changes
0.89%
0.74%
0.76%
0.81%
0.76%

The above costs only include variable fees (fees that are a percentage of sales).  Fixed fees (any fee that does not vary with sales) are not included since they would be paid regardless of sales tax collection.  

As retailers increase in size, the average fee they pay as a percentage of sales decreases.  The average fees (including debit cards, in-house and other credit cards) paid by small, medium, and large retailers on credit card purchases are 2.5 percent, 2.4 percent and 2.1 percent respectively.  

Large retailers have a greater percentage of credit card sales; therefore, their sales tax related costs are greater than the credit card costs for medium retailers.  The average percentage of credit or debit card sales for small, medium, and large retailers are 36 percent, 31 percent and 37 percent respectively.  Note that the percentage of credit and debit card sales varies considerably from business to business.  Businesses that have a higher percentage of credit and debit card sales will face higher costs related to the fees paid on the sales tax.  

Audits and Audit-related Recordkeeping

The costs related to audits and audit-related recordkeeping that can be attributed to sales tax collection are in Table 6-6.  Audit costs include the higher probability of being audited given the larger amount of tax dollars paid by retailers because of the sales tax.  (Econometric results to calculate the higher probability are in Appendix 4.)  Audit costs also include the portion of any state audit that is related to sales tax issues.  The total of the two costs is adjusted for the overlap.  (The overlap is adjusted because the sales tax portion of audits would otherwise be counted twice:  first with the measurement of the entire audits that occur because of the higher probability, and second with the measurement of the sales tax portion of all audits.)  All figures include both the costs related to preparing for the audit and the cost of participating in the actual audit.  

Table 6-6

Costs of Audits and Audit Related Recordkeeping

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Higher probability of being audited
0.003%
0.041%
0.001%
0.03%
0.01%

Sales tax related portion of all audits
0.010%
0.012%
0.001%
0.009%
0.003%

Total (without overlap)
0.012%
0.041%
0.001%
0.021%
0.006%

Medium-sized retailers have the highest cost due to the extra probability of being audited because of sales tax.  This is because small retailers face a small overall probability and large retailers face a large overall probability of being audited regardless of sales tax.  

According to the survey data, for those retailers that had been audited, the average cost of an audit in terms of employee time and costs of outside bookkeepers/accountants is approximately $340 for small retailers, $417 for medium retailers, and $722 for large retailers.  These costs include both preparation time and actual audit time.  It should be noted that there was some variation in the audit costs among taxpayers; some taxpayers (especially large taxpayers) faced considerably higher audit costs.  Only a portion of this audit time is related to sales tax; 26 percent for small retailers, 31 percent for medium retailers, and 29 percent for large retailers.  (It is not clear why the sales tax portion of audits varies across size groups.)  

Storage Costs

Table 6-7 shows the costs related to the storage of documents.  The storage costs related to sales tax are based on the number of documents that relate to exempt sales.  Costs are based on retailers storing the information for five years, which is the number of years taxpayers are required to retain these types of documents.  The costs include storage of paper, microfilmed and electronic information.  For all retailers, over 82 percent of documents are retained on paper.  

Table 6-7

Cost of Storing Sales Tax Related Documents

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Storage cost
0.03%
0.02%
0.003%
0.02%
0.006%

Appealing Audit Assessments

The cost of appealing an audit assessment is included in Table 6-8.  Costs include both employee time and legal assistance.  

Table 6-8

Cost of Sales Tax Related Appeals

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Appeals cost
--
0.001%
0.0001%
0.0004%
0.0002%

Table entries with no cost indicates that costs are less than 1/1,000th of a percent.  

The cost for small taxpayers was insignificant, because small taxpayers are less likely to be audited and are less likely to appeal an audit assessment.  Medium-sized taxpayers are more likely to have appeals related to sales tax because they face a higher probability of being audited.  

The cost of appealing a sales tax related audit assessment is very small when spread out among all taxpayers, because few taxpayers appeal audit assessments.  However, when a retailer does appeal an audit assessment, the cost can be very high.  According to the survey data, the average cost of appealing an audit assessment was $1,100 for small retailers, $1,746 for medium retailers, and $4,011 for large retailers.  

Reporting of State Excise Taxes (Including Local Sales Tax)

Costs that are related to sales tax remittance of filing the Washington State combined excise tax return are shown in Table 6-9.  There are two types of costs.  The first is the additional filing frequency of tax returns that is required given the addition of sales tax to the retailer’s total tax due.  (Reporting frequency is based upon tax due.)  For this part, all costs related to filing the extra tax returns are counted.  The second part is the local sales tax portion of all tax returns.  The estimates for total reporting costs are adjusted for the overlap of these two costs.  (The overlap is adjusted because the sales tax portion of filing tax returns would otherwise be counted twice:  first with the measurement of the additional filing that occurs because of the higher probability, and second with the measurement of the sales tax portion of all tax returns filed.)  

Sales tax costs related to the excise return are the largest cost of all the costs measured in this study for small and medium taxpayers.  This matches retailers’ perceptions of what their highest costs are.  Question 1 on the survey asked:  “What would you consider to be your greatest cost in collecting and remitting Washington state sales tax?”  Almost 46 percent checked “preparing tax forms.”  

Table 6-9

Costs of Filing the Combined Excise Tax Return

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

More frequent filing
2.2%
0.77%
No cost
1.25%
0.17%

Local tax portion of all tax returns
2.85%
1.10%
0.08%
1.67%
0.30%

Total (without overlap)
3.27%
1.35%
0.08%
1.94%
0.34%

Since all large retailers would be monthly taxpayers even if they did not collect state and local sales tax, there is no additional cost to them for more frequent filing.  About 86 percent of small retailers file more frequently because of sales tax.  On average, small retailers file seven more times a year because of sales tax.  About 65 percent of medium-sized retailers file more frequently.  Medium-sized retailers file an average of five more times per year.  

As the retailers get bigger, their accounting costs related to filing tax returns decrease as a percentage of their retail sales.  The smaller the taxpayer, the less likely they are to have in-house accountants/bookkeepers.  The average cost of filing a single Washington State excise tax return is $60 for small retailers, $76 for medium retailers, and $63 for large retailers.  

Electronic Funds Transfer (EFT) Filing

Sales tax related costs of electronic funds transfer filing are insignificantly small.  About 29 percent of large retailers are EFT filers because of sales tax.  (No small or medium retailers are EFT filers.)  All of the large retailers who file by EFT indicated that they use EFT types of transmissions for purposes other than state and local taxes.  Therefore, only the variable cost of EFT (in this case the transmission fee) was considered a cost.  The cost was insignificant as a percentage of sales.  

Mistakes, Penalties

Table 6-10 shows the costs of making honest mistakes in collecting sales tax.  The costs represent sales tax that the retailer mistakenly did not collect netted by sales tax collected but fraudulently not remitted.  It should be noted that these numbers are averages.  Not all retailers make mistakes, and even fewer retailers collect sales tax that is fraudulently not remitted.  

Table 6-10

Net Cost of Honest Mistakes

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Cost of mistakes
0.17%
0.30%
0.05%
0.20%
0.08%

The differences in costs are presumably due to the level of complication in the mix of taxable and exempt sales.  Generally the survey results show that as firms get larger, both the percentage of sales that are exempt and number of different types of exemptions grow larger.  Large retailers are more likely to have in-house accountants and bookkeepers to give tax advice.  

Costs Associated Only With Local Sales Tax

Costs associated with only the local sales tax are included in Table 6-11.  These costs are:  21 percent of the credit card fees (21 percent is the average percentage of local tax to all sales tax), POS programming changes for sales tax rate changes, costs associated with filling out the local tax portion of the tax return, and 21 percent of the honest mistakes.  The benefit related to local sales tax is 21 percent of the float.  These costs and the float benefit are included in the above tables.  

The total costs associated with local sales tax as a percentage of local tax collections alone are 15.9 percent for small retailers, 9.1 percent for medium retailers and 1.5 percent for large retailers.  

Table 6-11

Costs Associated Only With Local Sales Tax

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Credit card fees on local sales tax
0.19%
0.16%
0.16%
0.17%
0.16%

POS rate changes
0.23%
0.57%
0.06%
0.33%
0.12%

Local tax portion of all tax returns
2.85%
1.10%
0.08%
1.67%
0.30%

Local tax portion of mistakes
0.04%
0.06%
0.01%
0.02%
0.04%

Total local costs
3.30%
1.89%
0.31%
2.21%
0.60%

Float benefit (local portion)
0.11%
0.08%
0.08%
0.09%
0.08%

General Results

The results show that the cost of collecting and remitting sales tax is not equal across the three size groups of retailers.  Small retailers face the largest burden, 6.47 percent of sales tax collections, large retailers the smallest, 0.97 percent of sales tax collections.  The average sales tax cost as a percentage of sales tax collections is over six and a half times greater for small retailers than for large retailers.  To the extent that small Washington retailers compete with large Washington retailers, the cost of collecting and remitting sales tax puts small retailers at a competitive disadvantage.  

Not only are there differences in cost between the size categories, there is also considerable cost variation among individual taxpayers within a size category.  Individual retailers who are either audited, appeal an audit assessment or make honest mistakes in collecting and remitting sales tax can face a much larger cost.  Similarly, retailers who are not audited and do not make honest mistakes face a somewhat smaller cost.  

The greatest costs related to sales tax collection and remittance are the costs associated with filing the Washington State combined excise tax return.  For large retailers the greatest cost is the fee on credit card sales.  

Table 6-12

Summary of All Costs of Collecting and Remitting State and Local Sales Tax

As a percent of total state and local sales tax collections


Small
Medium
Large
Total, weighted by number
Total, weighted by dollars

Additional clerk/cashier hours
--
--
--
--
--

Additional/ more complex POS equipment
1.59%
--
--
0.69%
0.06%

Additional customer service
0.15%
0.18%
0.006%
0.13%
0.03%

Additional training
--
--
--
--
--

POS rate and base changes
0.32%
0.72%
0.07%
0.42%
0.14%

Credit and debit card fees
0.89%
0.74%
0.76%
0.81%
0.76%

Total audit costs
0.012%
0.041%
0.001%
0.021%
0.006%

Storage cost
0.03%
0.02%
0.003%
0.02%
0.006%

Appeals cost
--
0.001%
0.0001%
0.0004%
0.0002%

Total cost of filing tax return
3.27%
1.35%
0.08%
1.94%
0.34%

Cost of mistakes
0.17%
0.30%
0.05%
0.20%
0.08%

Total Costs
6.47%
3.35%
0.97%
4.23%
1.42%

Float
0.51%
0.40%
0.40%
0.45%
0.40%

B&O rate difference
0.18%
0.20%
0.23%
0.20%
0.22%

Total Possible Benefits
0.69%
0.60%
0.63%
0.65%
0.62%

Table entries with no cost indicates that costs are less than 1/1,000th of a percent.

Chapter 7

FOCUS GROUP DISCUSSIONS

The methodology for finding more about particular problem areas and to hear ideas about possible solutions was to conduct a series of focus groups for retailers.  The Department conducted ten focus groups around the state of Washington.  The meetings were held in Vancouver, SeaTac, Kennewick, and Spokane in an effort to ensure involvement from retailers in varying geographical areas.  In addition, one conference call was held to incorporate information from very large retailers with out-of-state headquarters.

The participants were invited by the Washington Retail Association, local Chambers of Commerce, the Washington Food Industry, the Independent Business Association, the National Federation of Independent Businesses, and the Department of Revenue.  The groups included retailers of varying types, as well as representatives from large and small businesses, single-location, multi-location, and multi-state stores.  At the request of the participating retailers, those attending remained anonymous; no last names or company names were used or recorded.  Attendance at each focus group ranged from two to twelve participants.  

Each focus group consisted of a two-hour meeting facilitated by the Department of Revenue.  The format was primarily an open forum for discussion.  However, a set of fixed questions was asked in each focus group in order to provide a starting place for comments.  (The questions are listed in the following section.)  The Department recorded the meetings in order to ensure accurate reporting of the suggestions and comments.  The remarks that are reported in this chapter are presented as received from the focus group participants, without editing or comments by the Department.  

Questions

The Department created a list of starter questions for the focus groups.  The questions were based on issues that were raised by the retailer study group and also by retailers during the site visits.  The questions were purposefully broad in order to facilitate discussion without limiting the flow of ideas.  Also, since the purpose of the focus groups was to provide a forum to raise issues and concerns rather than to gather specific data on costs, the Department tried to keep the questions general.  

Exempt Sales

What aspects of exempt sales are burdensome (including determination of taxability, training, collection, storing, and retrieving of paperwork)?  

Do you have any suggestions for change?

Exempt sales include:

Food, prescription drugs

Nonresident sales

Food stamps

Resale certificates

Exempt nonprofits

Freight-forwarder sales

Sales to Indian reservations

Sales to U.S. government agencies

Machinery and equipment sales to manufacturers

Trade-ins and refunds

Audits

What do you see as the challenges in participating in a DOR audit regarding sales tax issues?

Is there anything DOR or the Legislature can do to make your job easier?

Competition

Do you lose business because competitors are not collecting and remitting sales tax properly?

Magic Wand

If you could change one thing regarding sales tax collection and remittance, what would it be?

All of the suggestions from the focus groups for this question are listed in Appendix 5.  These suggestions are presented as received from the participants, without editing or comments by the Department.  

Other states

If you have operations in any other states, what do those states do that makes collecting and remitting sales tax easier?  

If your company has mail order sales to other states, what has your experience been in collecting sales tax in those states?  

Exempt sales were discussed since retailers indicated that part of the burden of collecting sales tax arises from the requirement that retailers retain documentation of all exempt sales.  Retailers selling various products also mentioned the difficulty of determining taxability of specific items.  Examples of some common exempt sales were given.  

The sales tax portion of audits was also brought forward as a discussion topic.  Due to the high volume of business in most retail stores, large amounts of sales tax are collected and remitted to the state even from relatively small stores.  The study group posited that retail businesses are audited more frequently as a result of this high business volume and the large dollar amounts.  Issues of audit frequency, documentation of exempt sales, and timing of the audits were discussed.  

Competition from non-complying businesses was mentioned because many retailers in the study group and on the site visits felt that they were losing sales to businesses that do not adequately follow sales tax collection and remittance laws.  

The Department also extended an opportunity to brainstorm ideas for improvement in the collection and remittance of sales tax.  Suggestions were offered for legislative and administrative changes to make the process of collecting and remitting sales tax easier for retailers.  These suggestions are listed in Appendix 5.

The questions regarding other states were intended to solicit further suggestions for improvements in sales tax administration.  Larger retailers with operations outside Washington were able to provide information and ideas about sales tax programs currently in place in other states.  

Findings
In all of the focus groups, retailers were very forthcoming with concerns and issues regarding the collection and remittance of retail sales tax, as well as with suggestions for improving the administration of the tax.  Listed below are the most common concerns that were voiced throughout the state.  A full list of comments and suggestions can be found in Appendix 5.  These comments and concerns are presented as received in the focus groups, without editing or critiquing by the Department.  

Exempt sales:
Comments related to costs:

· Participants stated that it is a large time commitment to obtain, store, update, and retrieve necessary paperwork to document exempt sales.  Participants felt that the manufacturing machinery and equipment exemptions are particularly time consuming to administer.

· Attendees mentioned that they feel obligated to provide adequate training in sales tax laws so that their clerks are competent to administer exemptions.  High employee turnover makes adequate training difficult.  

· The time spent by clerks to obtain and file exemption documentation is time that participants feel should have been spent making sales.  

· Retailers at the focus groups stated that it is time consuming to update resale certificates.  The four-year expiration date creates a large administrative burden.  

· Participants also felt that it is labor-intensive to differentiate between taxable and exempt items and bill customers appropriately.  Many sales are split between taxable and exempt.  

Comments related to other aspects of exempt sales:

· Customers occasionally refuse to provide identification to document exempt sales.  Participants stated that retailers are reluctant to insist on the paperwork and cause a scene at the register.  These businesses felt that they are forced to choose between losing a potential sale or paying the tax themselves.  

· Retailers at the focus groups in the interior of the state felt that the nonresident exemptions are difficult and time consuming because they are infrequently claimed.  Retailers at the focus groups in border areas were vocal in support of the nonresident exemption and felt they would lose sales if it were discontinued.  

· Attendees also felt that the paperwork requirements for documentation of exempt sales are a burden.  According to participants, the burden is especially heavy for construction supply businesses that carry out high volumes of resale business.  

· Participating retailers felt that there is widespread confusion about sales tax laws and requirements among businesses and customers.  It is time consuming to verify requirements and costly to make mistakes if retailers are unsure about the sales tax laws.  

Audits:
Comments related to costs:

· Retrieving documents for an audit, which are stored off-site, is time consuming and difficult.  One business mentioned that it chose to pay a disputed tax assessment rather than spend a large amount of time searching for the relevant documentation.  

Comments related to other concerns with sales tax audits:

· In a number of the focus groups attendees felt that the audit process, while generally efficient, still created a large time commitment away from the regular business of making sales.  

· Several small businesses were concerned that random scheduling could require businesses to undergo audits during peak business periods when it is least convenient for retailers.  

· Participants also felt that it is a substantial burden to retrieve all sales tax-related documents in the event of an audit.  

· Many attendees stated that a four-year repetition of audits was too infrequent, as mistakes could be continued over the whole period.  Several retailers suggested more frequent audits.  

Competition:

Comments related to costs:

· Participating retailers felt that when a customer demands tax exempt treatment and insists that competitors do not charge sales tax, they must give in or lose the sale.  In these situations, these retailers feel obligated to pay the tax out of their own pocket in order to make the sale.  

Comments related to other concerns about competition:

· There was considerable concern among participating retailers about lost business due to competitors not collecting and remitting sales tax.  Most often cited were losses due to mail order businesses, Internet commerce, and also out-of-state businesses improperly not charging sales tax.  This was an especially large concern in the Vancouver focus groups.  

· Attendees also mentioned some concerns with some Washington businesses that do not always collect sales tax when they should.  These retailers cited instances where customers demand tax exempt treatment and insist that other retailers do not charge sales tax or require proof of identification for nonresident sales.  

Chapter 8

RETAILERS’ COMPENSATION IN OTHER STATES

Compensation in Other States.  As of January 1, 1998, 26 of the 45 states that have a retail sales tax allow vendors to keep a portion of the sales tax collections.  Of the 26, nine have a cap on the dollar amount that each retailer can retain; eight have graduated rates. The following table shows the state tax rates, the vendor discount, and examples of vendor compensation for small, medium, and large retailers.  












State



Annual Vendor Discount, in $



Sales

Vendor

on annual taxable sales of:


State
Tax Rate

 Discount (%)

$150,000
$400,000
$1,500,000
(1)

AL
4.0%

2% & 5%

123
323
1,203


AK
None

NA

--
--
--


AZ
5.0%

None

--         
--         
--         


AR
4.625%

2.0%

139
370
1,388


CA
6.0%

None

--         
--         
--         


CO
3.0%

3.3%

150
400
1,499
(5)

CT
6.0%

None

--         
--         
--         


DE
None

NA

--         
--         
--         


FL
6.0%

2.5%

225
372
372


GA
4.0%

3% & 5%

240
540
1,860
(1)

HI
4.0%

None

--         
--         
--         


ID
5.0%

None

keep excess collections under bracket system
(6)

IL
6.25%

1.75%

164
438
1,641
(4)

IN
5.0%

1.0%

75
200
750


IA
5.0%

None

--         
--         
--         


KS
4.9%

None

--         
--         
--         


KY
6.0%

1% & 1.75%

98
248
908
(1)

LA
4.0%

1.5%

90
240
900


ME
6.0%

None

keep excess collections under bracket system
(6)

MD
5.0%

0.9% & 1.2%

86
198
693
(1)

MA
5.0%

None

--         
--         
--         


MI
6.0%

0.5%

72
120
450
(2)

MN
6.5%

None

--         
--         
--         
(4)

MS
7.0%

2.0%

210
560
600


MO
4.225%

2.0%

127
338
1,268


MT
None

NA

--         
--         
--         


NE
5.0%

0.5% & 2.5%

98
160
435
(1)

NV
6.5%

1.25%

122
325
1,219


NH
None

NA

--         
--         
--         


NJ
6.0%

None

--         
--         
--         


NM
5.0%

None

--         
--         
--         


NY
4.0%

3.5%

90
240
400


NC
4.0%

None

--         
--         
--         


ND
5.0%

1.5%

113
300
1,020


OH
5.0%

0.75%

56
150
563



State



Annual Vendor Discount, in $



Sales

Vendor

on annual taxable sales of:


State
Tax Rate

 Discount (%)

$150,000
$400,000
$1,500,000


OK
4.5%

2.25%

152
405
1,519


OR
None

NA

--         
--         
--         


PA
6.0%

1.0%

90
240
900


RI
7.0%

None

--         
--         
--         


SC
5.0%

2% & 3%

151
401
1,501
(1)

SD
4.0%

None

--         
--         
--         


TN
6.0%

1.15% & 2.0%

125
297
600
(1)

TX
6.25%

0.5%

47
125
469
(2)

UT
4.75%

1.5%

107
285
1,069


VT
5.0%

None

keep excess collections under bracket system
(6) 

VA
3.5%

2%, 3%, & 4%

210
560
2,100
(3)

WA
6.5%

None

--         
--         
--         


WV
6.0%

None

--         
--         
--         


WI
5.0%

0.5%

38
100
375


WY
4.0%

None

--         
--         
--         


DC
5.75%

1.0%

86
230
863
(2)

Source:  Compiled by the Federation of Tax Administrators from various sources.

(1) In some states, the vendors’ discount varies by the amount paid.  In Alabama and South Carolina, the larger discounts apply to the first $100.  In Georgia and Nevada, the larger discount applies to the first $3,000.  In Tennessee and Kentucky, the larger discounts apply to the first $2,500 and $1,000, while Maryland applies the larger discount to annual collections of $6,000.  The lower discounts apply to the remaining collections above these amounts.  

(2) An additional discount of 1.25 percent in Texas and 0.25 percent in Michigan is given for early payments.  

(3) Discount varies; 4 percent of the first $62,500, 3 percent of the amount to $208,000, and 2 percent of the remainder.  

(4) 1.25 percent of the tax in Illinois and 0.5 percent in Minnesota is distributed to local governments.  

(5) Vendor discount applies to the state taxes collected.  Discount for local option sales tax varies from 0 percent to 3.33 percent.

(6) Vendors are allowed to keep any excess collections prescribed under the bracket system (the excess collections are generally minor differences caused by rounding when using sales tax tables have brackets). 

The caps for the nine states with capped compensation are:  Arizona, $1,000 per month; Delaware, $30 per reporting period; Massachusetts, $15,000 per year; Minnesota, $50 per month; North Carolina, $255 per quarter; Ohio, $3,000 per month; Rhode Island, $3,000/ year; South Dakota, $50 per reporting period; and Wyoming, $5,000 per month.  

Retailers in most states file monthly (small retailers file less frequently).  Retailers in Arkansas file twice monthly.  Retailers in Georgia and California pre-pay estimated sales tax collections at the beginning of the month.  
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