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The ongoing impasse that the accounting profession
faces in resolving its transgressions from the late 1990s to
the early 2000s is highlighted with the ongoing KPMG
tax shelter crisis. With the ‘‘Big Five’’ accounting firm
group having already been reduced to the ‘‘Big Four’’
after the Andersen demise, another major accounting
firm is facing a significant threat to its existence as a
result of prior actions.1 While many within the profession
would contend that KPMG’s or any accounting firm’s
existence should not be in jeopardy because of the actions
of individual members, this overlooks the fact that many
individuals within those firms who directly approved
those tax shelter products still have not been held ac-
countable. Any further regulatory action (class-action
settlements or deferred prosecution agreements) should
expressly require immediate termination of those directly
involved. Specifically, this article focuses on tax return
signers who have an indisputable preparer responsibility
for approving tax returns that were prepared for abusive
tax shelters.2

Fortunately, there is a workable solution to identifying
and holding accountable those who have been involved
in blatantly egregious actions. When a tax return is
professionally prepared, the preparer must sign the re-
turn. That allows specific identification of the individual
ultimately responsible for the approval of the final return.
If a tax preparer signed a return using an abusive tax
shelter, he/she should be dismissed from the firm and
prohibited from practicing before the IRS. Importantly,
this individual accountability should occur on a
profession-wide basis, not just for the Big Four.

When preparing and signing returns, accountants,
attorneys, and enrolled agents are held to standards of
ethical behavior under Circular 230.3 Tax professionals
are specifically prohibited from giving ‘‘misleading infor-
mation to the Department of the Treasury’’ in this core
document on tax preparers’ responsibilities.

This article strongly asserts that those engaged in the
son-of-BOSS and linked schemes violated this duty in a
fundamental fashion and should be held strictly account-
able by both the individual firms and regulators. By
examining central tax issues and the actions of the major
marketers and producers of those schemes, many trou-
bling professional issues and obligations are readily
apparent. This article recommends strong individual
accountability measures on the part of those firms en-
gaged in these activities (accounting firms, law firms, and
investment banking firms).

Tax Schemes Without Merit

A prima facie claim as to the inappropriate nature of
those various schemes is clear when one examines the
bottom line of those tax shelter schemes. For example, the
following hypothetical scenario (first bullet) or issues
(second and third bullets) were part of those highly
aggressive tax shelter schemes that were forcefully mar-
keted to taxpayers by accounting firms.

• The OPIS shelter takes full advantage of a tax shelter
strategy of using complexity as a defensive camou-
flage to preclude meaningful review of the transac-
tion. Complexity has a tendency to intimidate and
deter any outside review. Still, the core of the deal,
ignoring the complexities and fluctuations, is very
simple: Taxpayers bought $100 million worth of
artificial accounting losses at a price of $7 million in

1John R. Wilke, ‘‘KPMG Faces Indictment Risk on Tax
Shelters,’’ http://www.wsj.com, June 16, 2005, and Albert B.
Crenshaw and Carrie Johnson, ‘‘Regretful KPMG Asks for a
Break,’’ http://www.washingtonpost.com, June 17, 2005.

2This article does not directly address the responsibility of
senior management of accounting firms that engage in these
activities. They should be held strictly accountable and termi-
nated if involved. Merely avoiding the issue should not be a
defense.

3Circular 230 is titled, ‘‘Regulations Governing the Practice
of Attorneys, Certified Public Accountants, Enrolled Agents,
Enrolled Actuaries, and Appraisers before the Internal Revenue
Service.’’

William M. VanDenburgh, Ph.D., is an assistant
professor of accounting at the University of New
Orleans (wvandenb@uno.edu). Philip J. Harmelink,
Ph.D., CPA, is a professor of accounting at the Univer-
sity of New Orleans (pharmeli@uno.edu).

Prof. VanDenburgh has also authored numerous
tax and accounting journal articles. Prof. Harmelink
has authored numerous articles in tax, law, and ac-
counting journals and is a continuing coauthor of the
annual editions of the CCH Federal Taxation: Basic
Principles and Comprehensive Topics textbooks (since
1984).

TAX NOTES, August 22, 2005 933

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



fees. At the 20 percent capital gains tax rate, the
losses would have been worth $20 million.4

• KPMG’s internal documents showed that KPMG
accountants believed that the step transaction doc-
trine destroyed the FLIP. In an e-mail to his sales
team, Gregg Ritchie reminded them that they were
not to leave FLIP promotional materials with clients
because it would ‘‘DESTROY any chance the client
may have to avoid the step transaction doctrine.’’5

• Yet even before Congress took final action, tax
experts were devising alternatives. PwC’s was
BOSS, a dizzying whirl of partnership formations,
loans, distributions and corporate conversions, fill-
ing 45 pages with legal hair-splitting in one early
version of its marketing materials.6

Pervasive Tax Schemes

Unfortunately, it appears that all the major accounting
firms have participated in tax sheltering schemes to some
degree or another. While tax shelters per se are not illegal,
the culture of the 1990s and 2000s led to a proliferation of
highly questionable tax shelters. For example, as early as
2000 The New York Times observed that corporate tax
sheltering schemes were pervasive:7

All of the Big Five accounting firms — Pricewater-
houseCoopers, Ernst & Young, Deloitte & Touche,
KPMG and Arthur Andersen — now charge corpo-
rations a fee based on the savings from tax shelters
they design and sell. So do big investment houses,
notably Merrill Lynch, Goldman, Sachs and Bear,
Stearns.

It is important to recognize that the deliberate disre-
gard of basic tax conduct was practiced not just by
accountants, but by attorneys and investment bankers.
As IRS Commissioner Mark Everson observed in May
2004:

These transactions were developed and marketed
by an interlocking network of commercial interests,
including leading law firms, accounting firms and
investment banks. ‘‘Son of Boss’’ deals had only one
purpose — the elimination of tax. We encourage
investors in these transactions to settle these dis-
putes now to avoid more severe consequences later.
. . . We are taking this unusual step because of the
severity of the abuse. Anyone who doesn’t come
forward can still take the IRS to court. In such an

instance, the government will vigorously pursue
the full tax due, applicable interest and the maxi-
mum penalty.8

The accounting and legal professions, in general,
failed in their public mission of not willfully engaging in
fraud. The consequences should be severe and not just
token steps. Identification and dismissal of those signing
returns and those playing a central role is likely one of
the very few alternatives that accounting firms, legal
firms, and investment bankers have to effectively handle
this issue. In the final analysis, individuals freely signed
the returns (and other linked documents) for son-of-
BOSS and similar schemes. Simply stated, they should be
held strictly accountable.

Circular 230
The ramifications of signing a tax return that is filed

with the IRS should not be understated. Circular 230 is of
fundamental importance when a tax return is prepared
and signed. This document spells out obligations when a
professional ‘‘practices before the IRS.’’ Circular 230
contains specific rules that call for ‘‘disbarment or sus-
pension’’ from practice before the IRS for inappropriate
behavior.

Section 10.51 titled ‘‘Incompetence and Disreputable
Conduct,’’ describes behavior that can lead to disbarment
or suspension from practice before the IRS. Two highly
relevant portions state:

• Giving false or misleading information, or participat-
ing in any way in the giving of false or misleading
information to the Department of the Treasury. . . .
Facts or other matters contained in testimony, Federal
tax returns, financial statements, applications for en-
rollment, affidavits, declarations, or any other docu-
ment or statement, written or oral, are included in the
term information.

• Giving a false opinion, knowingly, recklessly, or
through gross incompetence, including an opinion
which is intentionally or recklessly misleading, or
engaging in a pattern of providing incompetent
opinions on questions arising under the Federal tax
laws. False opinions described in this paragraph (l)
include those which reflect or result from a knowing
misstatement of fact or law, from an assertion of a
position known to be unwarranted under existing
law, from counseling or assisting in conduct known
to be illegal or fraudulent, from concealing matters
required by law to be revealed, or from consciously
disregarding information indicating that material
facts expressed in the tax opinion or offering mate-
rial are false or misleading. For purposes of this
paragraph (l), reckless conduct is a highly unreason-
able omission or misrepresentation involving an
extreme departure from the standards of ordinary
care that a practitioner should observe under the
circumstances. A pattern of conduct is a factor that
will be taken into account in determining whether a
practitioner acted knowingly, recklessly, or through

4Calvin H. Johnson, ‘‘Tales From the KPMG Skunk Works:
The Basis-Shift or Defective-Redemption Shelter,’’ Tax Notes,
July 25, 2005, p. 431.

5Id. at 440.
6John D. McKinnon, ‘‘PricewaterhouseCoopers’ Complex

Plan Ultimately Caused Embarrassment,’’ http://www.wsj.com,
Aug. 21, 2000.

7David Cay Johnston, ‘‘Tax Shelters for Businesses Flourish
as IRS Scrutiny Fades,’’ http://www.nytimes.com, Dec. 19,
2000.

8IR-2004-64, ‘‘IRS Offers Settlement for Son of Boss Tax
Shelter,’’ May 5, 2004, Doc 2004-9623, 2004 TNT 88-11.
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gross incompetence. Gross incompetence includes
conduct that reflects gross indifference, preparation
which is grossly inadequate under the circum-
stances, and a consistent failure to perform obliga-
tions to the client.

Adding to the gravity of these highly questionable
schemes, they were of a ‘‘boilerplate nature,’’ thus regu-
lators can claim that there was a ‘‘pattern of conduct’’
present in these abusive tax shelters. These statements of
professional conduct have applied for many years (at
least as far back as 1966). In 1986, for example, section
10.52 of Circular 230 was simply titled ‘‘Disreputable
Conduct,’’ but it contains essentially identical language
to that quoted above.

After the 1998 IRS reform act, the significant shift of
IRS resources from taxpayer compliance to tax service
increased the likelihood of ‘‘widespread tax evasion.’’
The risks of taxpayers and tax professionals pushing the
boundaries were highlighted by Phillips and Tatum in
2001. They specifically stated that tax preparers need to
remember that:9

Continued association with clients that adopt tax
positions without merit or realistic possibility of
being sustained may subject tax practitioners to
sanctions under Circular 230 and preparer penalties
under IRC section 6694, in addition to increased
malpractice exposure. CPAs should continually
evaluate their quality-control procedures as they
relate to the acceptance of new clients and retention
of existing clients.

As Prof. Calvin Johnson stated, Circular 230 require a
‘‘one-in-three realistic possibility of success.’’ The ‘‘audit
lottery’’ factor and ‘‘dumb agent’’ are not acceptable
defenses for tax professionals.10

That essential and elementary advice went unheeded
at KPMG and other leading accounting firms. Not only
did firms not guide their clients to ethical tax positions,
they went so far as to aggressively market son-of-BOSS
tax schemes. The tax professionals who signed those
fraudulent returns should be systematically identified by
accounting firms and promptly dismissed. Further, the
Treasury should identify signers of those returns and
prohibit them from practice before the IRS.

The KPMG Saga
KPMG, in a belated public apology over its role in the

tax shelters, observed that internal actions included ‘‘a
process to ensure that those responsible for wrongdoing
have been separated from the firm.’’11 This may be a case
of ‘‘too little too late.’’ While many contend that the
curtailment of this firm’s or any firm’s existence is too
drastic an action, any and all individuals who signed off
on those returns need to be identified and dismissed from
the firm. While KPMG has started the process of holding
some accountable, this must be a complete and immedi-
ate process to have an impact on the perceptions of the
public. As The Wall Street Journal reported, KPMG
‘‘pushed out many of the partners notified by the Justice
Department last year as being subjects or targets of the
investigation.’’12 Also, high-level executives were re-
leased as well. However, what is unclear is the extent to
which all those in KPMG who signed off on those
questionable returns have been held accountable.13

That accountability process should occur in a public
and expeditious fashion. Importantly, if KPMG chooses
not to take our individual accountability proposal, this
recommendation should be part of any potential
‘‘deferred-prosecution agreement.’’ KPMG should con-
sider itself fortunate if it is given a second chance by the
Justice Department. As reflected in Table 1, KPMG raised
significant amounts of revenue from the schemes that
went under different names and cost the U.S. govern-
ment $1.4 billion in lost revenue.14 Now is the time for
KPMG to own up to its mistakes and dismiss all those
directly responsible (that is, those signing applicable tax
returns).

When the original BOSS was anonymously disclosed
in 1999, Prof. Johnson observed that it was a ‘‘willful
misinterpretation of the law,’’ and reflected ‘‘a masters-
of-the-universe attitude that ‘I can do anything, because
I’m so bright and quick-footed.’ It’s really [like] putting a
red-light district across from the Capitol.’’15 Those words
would prove to be prophetic as blatant tax preparer
abuses seem to become part of everyday business. In

9Lawrence C. Phillips and Kay W. Tatum, ‘‘Ethical Issues in
Tax Practice: Recent Changes in IRS Enforcement Activity,’’ The
CPA Journal, http://www.nysscpa.org/cpajournal/2001/0100/
features/f012201a.htm, January 2001.

10Supra note 4, at 440.

11See http://www.us.kpmg.com/RutUS_prod/Documents/
8/KPMGStatement_DOJ_06_16_05.pdf.

12Wilke, supra note 1.
13From The Wall Street Journal and The Washington Post

reports (supra note 1), it would appear that some but not all of
the return signers of abusive tax schemes have left KPMG. If
KPMG has in fact dismissed all return signers, this should
unequivocally be stated and immediately publicized.

14Wilke, supra note 1.
15Supra note 6.

Table 1: Profiting From Tax Games
Shelter KPMG’s Revenues (in millions)

Bonds Linked Premium Structure (BLIPS) $59 to $80
Foreign Leveraged Investment Program (FLIP) $17
Offshore Portfolio Investment Strategy (OPIS) $28 to 50
S-Corp. Charitable Contribution Strategy (SC2) $26 to 30
Source: The Wall Street Journal, June 16, 2005 (Data from Senate Permanent Subcommittee on Investigations).
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Johnson’s recent 2005 article,16 he described a 1999 inter-
nal KPMG e-mail from the chief of the KPMG National
Tax Office to multiple KPMG Tax Office professionals,
which bluntly stated:

I do believe the time has come to s**t and get off the
pot. The business decisions to me are primarily
two: (1) Have we drafted the opinion with the
appropriate limiting bells and whistles . . . and (2)
Are we being paid enough to offset the risks of
potential litigation resulting from the transaction?
My own recommendation is that we should be paid
a lot of money here for our opinion since the
transaction is clearly one that the IRS would view
as falling squarely within the tax shelter.

It was further stated that ‘‘our reputation will be used
to market the transaction.’’ In general, all firms that were
engaged in this type of activity need to take this termi-
nation step voluntarily with full and complete disclosure.

It should be noted that there are likely those within the
accounting firms who refused, based on professional
standings and obligations, to sign or approve abusive tax
shelters and who consequently suffered because of it
(such as reduced income, advancement opportunities, or
even dismissal). That prior ethical stance should or
would place those individuals in much more favorable
positions within the firms if prior participants in those
schemes were identified and were no longer part of the
firm. In fact, those ethical individuals should be identi-
fied and recognized as having acted in the firm’s best
interest.

Tax Obligations
The U.S. system of taxation is based to a high degree

on voluntary compliance. Within this framework, taxpay-
ers and tax professionals are guided by well-established
foundations of acceptable behavior. In fact, annual edi-
tions of the CCH Federal Taxation textbook17 have histori-
cally included basic tax compliance parameters (other tax
textbooks typically include similar fundamental points).
The following issues in this section are specifically ad-
dressed in chapter 1.

Tax avoidance is encouraged while tax evasion is
outright illegal. As Judge Learned Hand observed many
years ago:

Over and over again courts have said that there is
nothing sinister in so arranging one’s affairs as to
keep taxes as low as possible. Everybody does so,
rich or poor; and all do right, for nobody owes any
public duty to pay more than the law demands:
taxes are enforced extractions, not voluntary con-
tributions. To demand more in the name of morals
is mere cant.18

Regarding tax evasion, section 7201, ‘‘Attempt to
Evade or Defeat Tax’’ states:

Any person who willfully attempts in any manner
to evade or defeat any tax imposed by this title or
the payment thereof shall, in addition to other
penalties provided by law, be guilty of a felony and,
upon conviction thereof, shall be fined not more
than $100,000 ($500,000 in the case of a corpora-
tion), or imprisoned not more than five years, or
both, together with the costs of prosecution.19

In making the distinction between tax evasion and tax
avoidance, the ‘‘badges of fraud’’ offer guidance. They
are:20

• Understatement of income. . . . indications include
the unexplained failure to report substantial
amounts of income determined by the IRS to have
been received, the concealment of bank accounts or
other property, and the failure to deposit receipts to
a business account contrary to normal practices.

• Claiming of fictitious or improper deductions. To
the IRS, a substantial overstatement of deductions is
a badge of fraud. . . . Other indications of improper
deductions are the inclusion of obviously unallow-
able items in unrelated accounts and the claiming of
fictitious deductions. . . .

• Accounting irregularities. . . . the keeping of two
sets of books or no books, false entries, backdated or
postdated documents, inadequate records, and dis-
crepancies between book and return amounts.

• Allocation of income. The distribution of profits to
fictitious partners and the inclusion of income or
deductions in the return of a related taxpayer with a
lower tax rate than that of the taxpayer are indica-
tions of an intentional misstatement of taxable in-
come.

• Acts and conduct of the taxpayer. . . . false state-
ments, attempts to hinder an examination of a
return, the destruction of books or records, the
transfer of assets for purposes of concealment, or the
consistent underreporting of income over a period
of years are badges of fraud.

Under the section titled ‘‘Basic Tax Concepts,’’ the
principles of assignment of income, business purpose,
claim of right, conduits, constructive receipt doctrine,
realized vs. recognized gain or loss, and substance versus
form are individually addressed (among others). In 1930
the Supreme Court ruled that a ‘‘tax could not be escaped
by anticipatory arrangements and contracts however
skillfully devised.’’21 The constructive receipt doctrine is
to prevent taxpayers from choosing the year in which
they recognize income. Once an individual has a right to
the income, it is recognized for tax purposes. Also, a
transaction is invalid if it is solely to avoid taxes and if
there is no business purpose.22

Clearly, even without hindsight, the son-of-BOSS and
similar schemes failed these basic standards of taxation
and contain a glaring number of badges of fraud. As the
Johnson article attests to, this was well-recognized by tax

16Supra note 4, at 432.
17Smith, Harmelink, and Hasselback, 2006 CCH Federal Taxa-

tion.
18Comm’r v. Newman, 159 F.2d 848 (2d Cir. 1947).

19See Smith et al., supra note 17, at 1-8.
20Id., 1-9 and 10.
21Lucas v. Earl, 281 U.S. 111 (1930).
22Supra note 17, at 1-29.
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professionals at KPMG.23 As Nobel Prize winner Myron
S. Scholes stated in cross-examination in the Long Term
Capital Holdings tax shelter case, ‘‘I’m being trapped
here,’’ when the government questioned the business
purpose.24

The Son-of-BOSS Schemes

As of March 2005, more than $3.2 billion in son-of-
BOSS settlements have occurred (expected to rise to more
than $3.5 billion).25 Earlier, on July 1, 2004, the IRS
announced the initial results of its settlement offer. IRS
Commissioner Mark Everson stated, ‘‘By any measure,
this is a strong response from taxpayers entangled in ‘Son
of Boss’ transactions. Those who elected to settle did the
right thing. We have already begun to contact the tax-
payers who didn’t take us up on the offer and expect to
begin enforcement action soon.’’ It was observed that
1,500 taxpayers elected to participate in the settlement
agreement and that the IRS had identified approximately
500 additional cases. The following points were ob-
served:26

• About 85 percent of the taxpayers known to the IRS
filed elections to settle.

• Many of those taxpayers had transactions generat-
ing tax losses of between $10 million and $50
million. In several cases, the tax losses claimed were
greater than $500 million.

• About two-thirds of those electing (to settle) face
either a 10 or 20 percent penalty — depending on
whether they had been involved in other abusive
shelters.

• More than 300 taxpayers who were previously un-
known have come forward. The IRS believes these
elections will help lead to additional promoters and
investors in son-of-BOSS-type shelters and addi-
tional taxpayers that participated in these and other
abusive transactions.

The degree to which these types of tax schemes
inundated the U.S. system of taxation cannot be under-
stated. As the IRS stated, the ‘‘Son of Boss was aggres-
sively marketed in the late 1990s and 2000 to companies
and wealthy individuals by a network of law firms,
accounting firms and investment banks.’’27

This noteworthy settlement began in 1999 when a
PricewaterhouseCoopers (PwC) lobbyist in congressional
testimony denied PwC involvement in those tax shelter-
ing schemes. Then Treasury received a copy of PwC’s
Bonds and Options Sales Strategy (BOSS) scheme from
an anonymous source. While PwC subsequently with-

drew from the scheme, the other large accounting firms
copied the strategy; thus, the son-of-BOSS was born.28

That anonymous individual who forwarded the plan
to Treasury is likely an example of a tax professional who
was disheartened by the degree to which basic tax
concepts were being disregarded by the accounting pro-
fession. The action by that person may well have been
one of the first steps to giving professional ethics the
emphasis it should have in tax and accounting matters.

Lawyers
This article does not address the legality of these

transactions; however, from a professional standpoint,
those lawyers directly involved in these schemes should
also be held accountable either from within their firms or
through regulatory action. These individuals can be
identified as those who signed ‘‘more likely than not’’
letters from the law firms. For a discussion of the legal
issues relative to these schemes, one can reference the
somewhat conflicting Tax Notes articles by Jacob L. Todres
(who states that there are ‘‘several defenses’’ to malprac-
tice claims) and Prof. Johnson (who states that the
shelters ‘‘did not meet professional standards’’).29

Investment Bankers
Boards of directors of investment banking institutions

that marketed and/or directly facilitated tax shelter
schemes of the son-of-BOSS nature should systematically
determine the individuals who are directly responsible
for those firms’ involvement in such schemes. That
should not be a token effort but should actively and
comprehensively identify all individuals who actively
marketed those dubious schemes. As with the other
professionals who were engaged in this practice, they
should be dismissed. One UBS (an investment banking
firm) e-mail ‘‘candidly’’ stated that ‘‘the losses are not real
but only tax relevant. The [FLIP/OPIS] uses provisions in
the U.S. Tax Code to create a synthetic loss.’’30

Barring active board of directors action in this area, the
Securities and Exchange Commission should pursue this
action. Some could contend that inaction in this area
would be a violation of the board of directors’ fiduciary
duties.

Conclusion

If the accounting firms are unwilling or unable to hold
those individuals who signed returns employing son-of-
BOSS tax shelters and similar schemes responsible, then
regulators should hold them accountable (for example, as
part of any settlement agreements, deferred prosecution
agreements, or by IRS enforcement action). Importantly,
the recommendation is equally applicable for lawyers
and investment bankers. Those who signed the abusive

23Supra note 4, at 432.
24David Cay Johnston, ‘‘A Tax Shelter, Deconstructed,’’

http://www.nytimes.com, July 13, 2003.
25Warren Rojas, ‘‘Son-of-BOSS Nets $3.2 Billion for IRS,’’ Tax

Notes, Mar. 28, 2005, p. 1493.
26IR-2004-87, ‘‘Strong Response to ‘Son of Boss’ Settlement

Initiative,’’ July 1, 2004, Doc 2004-13681, 2004 TNT 128-10.
27Id.

28Supra note 6, and Philip J. Harmelink and William M.
VanDenburgh, ‘‘An Appeal for Individual Tax Simplification,’’
Tax Notes, Jan. 7, 2002, 107.

29Jacob L. Todres, ‘‘Investment in a Bad Tax Shelter: Malprac-
tice Recovery From the Tax Adviser Is No Slam-Dunk,’’ Tax
Notes, Apr. 11, 2005, p. 217, and Johnson, supra note 4.

30Supra note 4, at 434.
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tax shelter returns need to be held individually account-
able. Preferably, accountability will occur from internal
forces, rather than through external forces.

Already the accounting profession has seen honorable
persons step forth. For example, the original source of
PwC’s BOSS greatly facilitated the government’s re-
sponse that led to son-of-BOSS agreements. There are tax
professionals who refused to participate in those
schemes. Now is the time for the accounting profession to
dismiss those who did not act honorably. This is one of
many steps needed to restore the public’s confidence in
the profession.

Importantly, employing that individual accountability
strategy would allow the remaining members of those
firms to make a clean and highly public break from past
practices and to avoid the fate of Arthur Andersen,
Enron, WorldCom, and so on. Unless accountants admit
and effectively handle their past mistakes of pushing the
bounds of acceptable behavior, the public will not have
the confidence in the accounting profession that is so
critical in our society.

A Digital VAT (D-VAT) for the U.S.?
By Richard T. Ainsworth

Summary

This proposal is for a low rate (5 percent to 10 percent)
digital value added tax (D-VAT). Revenue neutrality is
achieved by linking D-VAT revenues with an adjustable
standard deduction on individual income tax returns.

The D-VAT is a technology-intensive credit-invoice
VAT with a base set as broad as possible. It adopts
electronic and third-party tax collection provisions from
the two EU Council Directives1 and a U.S. multistate
harmonization effort.2

The D-VAT encourages states to piggyback on a fed-
eral database of transaction records. It facilitates fiscal
federalism without requiring harmonization of state-
federal tax bases or source rules.3 State access to that
database resolves the problem posed by Quill v. North
Dakota, 504 U.S. 298 (1992), concerning tax collection by
nonnexus remote sellers.

The D-VAT will authorize certified service providers
(CSPs) to act as third-party collecting agents, at no cost to
the taxpayer. Software variations on that theme, certified
automated systems (CASs) and certified proprietary sys-
tems (CPSs), will further facilitate administration and
compliance. A limited small-business exemption will
allow certain small businesses to comply with the D-VAT
through traditional paper means.

1Council Directive 2001/115/EC of Dec. 20, 2001, available at
http://www.europa.eu.int/eur-lex/pri/en/oj/dat/2002/l_015/
l_01520020117en00240028.pdf. Council Directive 2002/38/EC of
May 7, 2002, available at http://www.europa.eu.int/eur-lex/
pri/en/oj/dat/2002/l_128/l_12820020515en00410044.pdf.

2Streamlined Sales and Use Tax Agreement, available at
http://www.streamlinedsalestax.org/Final%20Agreement%20
As%20Amended%2011-16-04.pdf.

3Harmonization is required under both the national sales tax
and Fair Tax proposals.

Richard T. Ainsworth is senior tax counsel at Tax-
ware, LP and an adjunct professor of law at Boston
University School of Law, specializing in value added
taxation.

The author would like to thank his VAT class at the
Boston University School of Law’s LLM program for
their helpful contributions to this article. They were the
first to respond to this digital VAT proposal, question 4
ontheirfinalexam.Thosestudentsare:PatrickCallahan,
Antonio DiBenedetto, Kristofor Erickson, Richard
Fonte, Charles Maniace, Mikael Nacim, Chris Potter,
Andrew Shact, Roberto Silva, and Keith Woodman.

For a related article by the author, see ‘‘Digital VAT
and Development: D-VAT and D-Velopment,’’ Tax Notes
Int’l, Aug. 15, 2005, p. 625.
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