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                              I. INTRODUCTION

     [3] As with trains racing toward each other on the same track, a collision

is imminent in the debate on the state taxation of electronic commerce. In one

direction is charging the current "destination-state" model of state taxation of

interstate commerce -- that is, a system in which electronic sellers of "digital

products" /1/ and tangible personal property are required to collect and remit

taxes of the jurisdiction where the customer is located or the property is

consumed. /2/ In the other direction steams the chosen system of transactional

taxes of America's European trading partners, based on imposition of tax where

the seller of goods and services is located. In a June 17, 1998, press release,

the Commission to the Council of Ministers of the European Parliament reaffirmed

its commitment to "clarify, adapt and simplify the existing tax system," and was

explicit in a Draft Communication that will be the basis of the European Union's

contribution to the OECD's Ministerial Conference, to be held in Ottawa in

October:

     Simplicity is necessary to keep the burdens of compliance to a

     minimum. In that respect, the Commission continues to be fully

     committed to the introduction of the future common VAT system

     based on taxation at origin and providing for a single country

     of registration where an operator would both account for and

     deduct tax in respect of all his EU VAT transactions. /3/

     [4] The power of the Internet allows a vendor to begin trading globally

overnight, but at the same time threatens its own established "local" market.

The Internet also causes disintermediation, i.e., the loss of middlemen such as

wholesalers, brokers, and agents. Disintermediation creates problems in

collecting taxes from end users who have ordered goods or services from overseas

Web sites. The Internet allows businesses the opportunity to market their

products in any jurisdiction worldwide without a physical presence in that

jurisdiction. Traditional concepts of tax jurisdiction, such as residency,

source, and permanent establishment, cannot be relied on.

     [5] For this and other reasons the focus of the e-commerce debate needs to

be global in scope. Unfortunately, U.S. state and local governments have taken a

myopic view when proposing e-commerce solutions. Their insistence that the

current destination-based system applied to conventional sales also be applied

to electronic commerce threatens to infect electronic commerce with the same

plague of problems that has confounded tax theorists and administrators for over

a half-century -- disagreements over taxable nexus in the destination state, the

threat of multiple tax rates, multiple reporting jurisdictions, the inability to

determine the place of delivery of electronically delivered products, and

compromises of customer privacy.

     [6] Until recently, there has been little discussion of an alternative to

the current system -- an alternative based on taxation by the jurisdiction in

which the seller is located. This approach has been reviewed and approved by the

United States Supreme Court in Oklahoma Tax Commission v. Jefferson Lines, 514

U.S. 175 (1995), and its application to sales of electronically delivered

services was recently discussed in State Tax Notes. /4/

     [7] This report proposes a similar seller-state/Jefferson Lines approach

for sales of tangible personal property and digital products over the Internet.

Such a system is legally sound and simple to administer, and would be consistent

with the manner in which electronic commerce operates. A seller-based system

would limit the major issues currently in dispute to one -- whether policymakers

should be concerned about businesses operating in no-tax or low-tax

jurisdictions. While it is far from certain that such a concern in valid in the

1990s, several options are available for addressing the problem; they are

detailed in section III.

     [8] A seller-state system would recognize that the unique character of

electronic commerce -- a character that has been misunderstood and misconstrued

to date -- is fundamentally different than the type of retail selling on which

destination-based tax systems are based. In the early days of retailing, sales

were made by a "Main Street" store to local customers, or by a salesman who made

calls on prospective customers on behalf of businesses located primarily out of

state. Through the 1960s, when Public Law 86-272 was passed to create safe

harbors for such solicitation, and even through National Bellas Hess v.

Department of Revenue of Illinois /5/ and Quill Co. v. North Dakota Department

of Revenue, /6/ the premise for attempting to impose tax collection

responsibility has not changed. It is based on the theory that the remote seller

is undertaking some form of active solicitation of sales in the customer's state

akin to the original salesman knocking on doors and calling on customers. It is

held out by the states as a justification for imposing tax collection duties on

the remote seller because it is viewed as having physically entered the state in

which the customer is located.

     [9] Where electronic commerce is concerned, however, nothing could be

further from reality. To the contrary, the Internet vendor is merely using new

tools to invite customers to visit a virtual storefront in the vendor's home

state to view and purchase merchandise. In essence, the remote seller has made

it possible for the purchaser to electronically leave its home state and travel

to the seller's place of business, look through the merchandise at the store,

and bring it to the electronic cash register for purchase. For this reason, an

Internet vendor should be burdened with no more tax responsibilities than a

traditional local store owner. For example, when a customer shops at a local

bookstore, the vendor is billing only one tax rate and is subject to only one

set of tax laws. The bookstore owner is not required to ascertain the name or

address of their customer, nor the location where the customer intends to use

the products purchased. The Internet vendor should be treated in the same

manner.

     [10] This view of electronic commerce requires a completely new set of

principles and assumptions for the taxation of digital products and tangible

goods sold via the Internet. It represents a shift in thinking about the nature

of Internet transactions, and is distinctly different from the proposals being

currently considered by groups studying the problem of electronic commerce. It

advances a set of viable tax rules that enhance the future of electronic

commerce while providing for appropriate state tax revenues to be collected.

     [11] Any proposed system for taxing the Internet should be evaluated in

terms of whether it promotes or discourages global harmonization with other

taxing systems. Harmonization promotes the generally accepted tax "values" of

voluntary compliance, ease of administration, and minimization of multiple

taxation. At the same time, policymakers need to recognize that the effort to

design an ideal system for the taxation of electronic commerce is greatly

complicated by the inability of Internet sellers to ascertain the location of

the buyer or where consumption of the goods or services purchased takes place.

     [12] The majority of Internet vendors currently function comfortably

outside traditional nexus rules, which require active sales solicitation of some

sort before the obligation to collect the transaction taxes can arise. Under

these rules, most Internet vendors now have nexus in only one state. Even

radical "economic nexus" principles (rather than traditional "physical nexus")

are not broad enough to require Internet vendors to collect and report sales tax

to multiple state and local jurisdictions in which their customers are located.

This is because the typical Internet vendor often received little or no direct

or indirect benefit from the out-of-state local jurisdictions (e.g., police,

fire, roads), a threshold requirement. Therefore, current efforts to try and

fashion a workable system for taxing electronic commerce are doomed to fail,

because they are based on trying to hyperextend nexus principles organized

around the customer rather than around the seller.

     [13] This report will examine the following specific points:

     o If indeed electronic commerce is to be subjected to

       transaction taxes at all, adoption of a seller-state option

       eliminates most, if not all, of the problems described above

       that are associated with the state and local taxation of

       electronic commerce;

     o The need to conform state and local tax policy in this area to

       established European tax systems and proposed federal tax

       policy suggested by the Treasury Department can only be met

       with a seller-state system;

     o A seller-state option may be the only option that meets the

       requirements of substantive due process;

     o The historical reasons for the destination-state model no

       longer exist; and

     o The drive for a destination-state system to be applied to

       electronic commerce is predominantly motivated by political

       forces rather than good tax administration or tax policy.

                II. SHOULD ELECTRONIC COMMERCE BE SUBJECTED

                    TO STATE TRANSACTIONAL TAXES AT ALL?

     [14] The most vexing question is really the threshold one: should

electronic commerce be wholly or partially subject to state transaction taxes at

all, or should it be, as the Clinton administration articulated, a "duty-free"

zone? This issue lies at the intersection of trade policy, economic policy, and

tax policy, and it is not always possible to reconcile the three. In past

circumstances, state tax policy has had to give way to other considerations,

such as foreign commerce. /7/ Electronic commerce may prove to be one of those

situations in which state transactional taxation may prove to be undesirable or

politically unacceptable. /8/

     [15] But it is also true that state tax policy has changed when

administrative problems have made taxation either infeasible or economically

impractical. A good example of this situation is California's shift in policy of

taxation of intangible property. In the early part of the century, California

subjected intangible property, such as bonds and mortgages, to the property tax.

/9/ This proved to be infeasible over time, both because accurate valuation was

almost impossible and because intangible property was easily moved to avoid

taxation on the lien date. California eventually exempted intangibles /10/ from

the property tax, and instead substituted an income tax, which, it was felt,

would be a surrogate revenue source for taxing the value of intangible property

in the economy. Similar considerations were in mind when California exempted

business inventories from the property tax, and replaced the revenue lost to

local governments by raising the bank and corporation tax rate. Finally, in

1968, California also exempted household goods from the property tax because it

was administratively impractical to impose it.

     [16] Electronic commerce may fall into the same set of circumstances. If

indeed the administrative problems of imposing sales and use taxes through the

Internet are insurmountable, exempting electronic commerce from transaction

taxes and developing another method of reaching the wealth added by such

commerce may be appropriate.

   III. ASSUMING STATE TRANSACTIONAL TAXES ON ELECTRONIC COMMERCE

   ARE ALLOWED, SALES OF INTANGIBLE AND TANGIBLE PERSONAL PROPERTY

     SHOULD BE TAXED BY THE STATE IN WHICH THE SELLER IS LOCATED

     [17] The seller-state option is superior to others under consideration

because it is easily applied to the following scenario:

     [18] Ben, a business traveler, is in Kansas City when he remembers tomorrow

is Valentine's Day and he has not purchased a gift for his wife in San Jose,

Calif., or his daughter in Louisville, Ky. He asks the Kansas City hotel to

handle the order and bill it to his hotel room. The hotel concierge logs onto

her laptop and orders two diamond tennis bracelets from an Internet vendor with

its place of business in Minnesota. One bracelet will be sent to Ben's wife, who

is visiting her sister in Portland, Ore., and one to his daughter in Kentucky.

She also instructs the Minnesota vendor to send an E-Mail Valentine to each of

them at their personal e-mail addresses. The vendor has a store in Oregon, but

no place of business or sales activities in Kentucky. So, the Oregon bracelet

order is routed by the vendor to its Portland office. The Kentucky order is

shipped via Federal Express from the Oregon warehouse.

     [19] Under a seller-state system, the entire transaction would be subject

to Minnesota tax laws despite the fact that intangible property was delivered

electronically to residents of California and Kentucky and the tangible goods

were delivered to Oregon and Kentucky. Although sales of intangible property are

exempt from tax in California and the bracelets were from an Oregon store to an

Oregon customer address (a state without a sales tax), the Minnesota tax law

applies because the bracelet vendor's Internet principal place of business is in

Minnesota. The hypothetical hotel guest is treated the same as if he walked into

the vendor's place of business in Minnesota and purchased the goods and services

there directly.

     [20] Such a system would be applied to the above example in the following

manner:

Oregon Bracelet,                   $1,125.00

Kentucky Bracelet,                  1,125.00

Two e-mail valentines,                  7.00

($3.50 per e-mail anywhere in the world),

_____________________________________________

Subtotal,                          $2,257.00

Minnesota sales tax,                  157.99

(7% of $2,257),

_____________________________________________

Total charge on hotel bill,        $2,414.99

     [21] Under a seller-state system, a federal statute would be passed

granting solely to the state of the Internet vendor's principal place of

business the option of whether to impose state and local transaction taxes

(i.e., sales and use taxes, business and occupation taxes, general excise taxes,

etc.) on the sale. This would include all taxes measured on gross receipts from

transactions, physical and digital, charged to consumers over the Internet.

     [22] Under this proposal, only the Internet seller's state would have the

right to require the seller to collect and remit the sales tax. The use tax

liability of the buyer would be statutorily extinguished even if the customer's

state imposed tax at a higher rate.

     [23] Moreover, the Internet vendor would be required to collect all the

state and local taxes in the jurisdiction where the principal place of business

of the Internet is located, regardless of where the product is shipped or the

service performed. The vendor's sales would be subject to one tax rate and one

jurisdiction's tax laws and regulations. The tax revenue thus generated would be

allocated according to the laws of the state where the vendor's principal place

of business is located. /11/

1. PROBLEMS RESOLVED BY THE SELLER-STATE OPTION

     a. IT MINIMIZES THE BURDEN ON THE SELLER.

     [24] Under a seller-state system, an Internet seller would have to collect

at only one rate of tax, on only one tax base (i.e., one set of tax laws and

regulations -- that of the state of their principal place of business).

     b. IT MAXIMIZES THE AMOUNT OF TAX COLLECTED FOR THE

        STATES/COUNTRIES.

     [25] Because nexus considerations would be eliminated, it is reasonable to

assume that many transactions that currently escape taxation would now be taxed.

Also, because it is easy to administer and enforce by the taxing officials of

the state in which the seller is located, noncompliance is greatly reduced over

other proposals. Moreover, it is contemplated that states would be able to also

tax sales for foreign export, bringing an additional revenue stream on line.

Finally, because the sales would be taking place in one location, local taxes

imposed in that jurisdiction would also be collected, eliminating the need for a

uniform state tax rate, which many states are legally or politically precluded

from providing.

     c. IT REMOVES NEXUS UNCERTAINTY.

     [26] Because the Internet vendor is physically located in the state

asserting taxing jurisdiction, there is no question that nexus exists. Actual

physical presence would satisfy due process nexus concerns (see section VII

below) as well as the "substantial" nexus requirements of Complete Auto Transit.

     d. IT CREATES WORLDWIDE TAX HARMONIZATION AND ELIMINATES THREAT

        OF DOUBLE TAXATION.

     [27] The European Union is transforming the common VAT system to a tax

scheme based on taxation at origin. A seller-state tax system in the United

States would harmonize perfectly with this scheme, and the threat of double

taxation would be eliminated. Under a destination- based-tax system, a

U.S.-based purchaser of digital services or software from a EU-based vendor

could be required to pay the VAT to the EU vendor and a use tax in the state

where the service or software is consumed.

     e. IT PRESERVES LOCAL TAX JURISDICTION RIGHTS.

     [28] Cities, counties, and other local taxing jurisdictions are strongly

opposed to the current one-tax-rate-per-state idea being proposed by the

National Tax Association's Comminucations and Electronic Commerce Tax Project.

One tax rate per state will cause many cities to lose tax revenue. An

origin-based system preserves the right of local governments to charge whatever

local sales tax on e- commerce they deem necessary.

     f. IT RESPECTS THE BUYER'S PRIVACY RIGHTS.

     [29] Current proposals contemplated by the National Tax Association Study

Group would require the seller to obtain information from the purchaser and

perhaps even deliver that information directly to tax officials. This is a

serious and completely unwarranted invasion of the purchaser's privacy and is

currently illegal in many states. Moreover, it is an intrusion that would be

unique to electronic purchasers, because such information is not taken from

"over the counter" Main Street buyers.

     [30] Because under a seller-state proposal the purchaser would be treated

the same for tax purposes as a customer who walked into the vendor's store,

there would be no need for intrusive inquiry into the identity or location of

the buyer.

     g. IT IS POLITICALLY FEASIBLE AND RESPECTS PRINCIPLES OF

        FEDERALISM.

     [31] Under a seller-state proposal, federal implementation legislation

would merely permit each state to decide on its own whether to tax the Internet

sales of its own domestic businesses. There would be no federally mandated state

tax created. This both is politically realistic and respects the notion of

federalism -- that is, that the federal government should not overly intervene

in the taxing prerogatives of the states.

     [32] Politically, it is unrealistic for the states to ask Congress to

federally impose what will be perceived as a "new" tax on mail-order and

electronic commerce, particularly when the states and local governments, and not

Congress, will get to spend the revenue. There is no political reason why a

conservative Republican Congress would be in the mood to accept a potential

popular revolt on behalf of state and local governments, many of whom have

multibillion-dollar budget surpluses. They are likely to recognize that there is

a second corollary to federalism -- that if states want to "tax the Internet,"

they and not Congress are going to have to take the political heat to do it.

/12/

     [33] In prior similar circumstances (for example, the mail- order sales

legislation in the '80s and '90s), the states brought Congress destination-state

based proposals, under which the collection burden is imposed on businesses

located in other states. Congress is aware that the vast majority of states

imposing sales taxes also have an exemption from that tax for their own

businesses who are making sales in interstate commerce. Congress could

justifiably take the position: "If you want to impose a tax collection

responsibility on business, don't look to us to do it. Federalism means taking

the responsibility and political heat to tax your own businesses, and not the

businesses of other states."

     [34] By structuring a seller-state proposal such that each state would have

to vote to tax the electronic sales of its own businesses, Congress would be

allowing each state to decide whether or not to exercise its taxing prerogative

in a manner completely consistent with federalism.

2. A PROBLEM CRITICS CONSIDER UNRESOLVED BY THE SELLER-STATE OPTION

     [35] The current attempt to impose a destination-state concept on

electronic commerce is causing the number of seemingly intractable problems to

multiply almost geometrically. Under a seller-state proposal, however, the

number of major policy issue seemingly drops to one -- the understandable

concern that Internet vendors will locate their principal place of business in a

low-tax or tax-free jurisdiction. A number of possibilities exist for resolution

of this concern within the framework of a seller-state system:

     Maintain the status quo because varying tax burdens already

     exist between states; it is consistent with federalism, and has

     not negatively affected 'Main Street' businesses.

     [36] With few exceptions, the states are free to fashion their own tax

policies. Many have chosen to do so in a manner that encourages business

expansion, and this generally has been heralded as a positive development. Why

should there be a radical departure from that policy where transactional

taxation of the Internet is concerned? For example, has there been an uproar

from state policymakers because of South Dakota's tax policy towards the

financial services industry? Have the states gone to Congress to limit their

ability to double- or triple-weight their sales factors in their income tax

apportionment formulas? There is no reason to depart from the current policy in

this area, particularly at the expense of development of electronic commerce.

     [37] Next, despite the explosive growth of electronic commerce, there has

also been incredible growth in traditional Main Street sales reported by many

states. California, for example, a state that probably has more Internet

purchasers than any other state, has seen sales tax revenue climb steadily from

1993 to 1997. /13/ Moreover, even during the severe recession in California, the

number of retail establishments with sales tax permits climbed from 319,342 in

the third quarter of 1992 to 342,228 by the third quarter of 1997. /14/ Main

Street seems to be doing just fine at a time of explosive growth of Internet

commerce. This may also suggest that some goods and services are simply

ill-suited to electronic purchases and will continue to be purchased from a Main

Street retailer and calls into questions whether electronic commerce will become

economically significant from a public finance standpoint.

     [38] Third, it is unclear whether electronic commerce will replace or

merely transform Main Street commerce. For every story about the threat to a

local bookstore posed by Amazon.com, there is a story about a local bookseller

whose sagging business was saved by expanding his customer base over the

Internet. /15/

     [39] Moreover, how exactly does one determine if a state is a "tax haven?"

If tax administrators are worried that Internet sellers would move to a

particular jurisdiction, the appropriate inquiry in not limited to how they tax

electronic commerce, but how they tax business generally, and on other factors

unrelated to tax. For example, a state with no sales tax may have a high

property tax and high corporate income tax, both of which would have to be

passed along to customers in the form of higher prices, and which make the state

undesirable for relocation of a business. It is naive and overly simplistic for

state tax administrators to claim that Internet sellers would relocate in low-

or no-sales-tax jurisdictions solely for that reason.

     [40] Finally, many commentators (usually state administrators and their

supporters) have argued that tax differences (i.e., tax incentives) do not

influence business locational decisions, and characterize such incentives as

"corporate welfare." Many of these same critics are now wringing their hands and

claiming that a seller- state option would cause a parade of business locations

to Oregon. One cannot have it both ways. From the standpoint of federalism, it

is an improper role for Congress to dictate that a state must impose a tax on

commerce within its boundaries. Unfounded fears about a stampede out of states

with a sales tax should change that.

     [41] If, however, policymakers are absolutely convinced that uniformity

issues between jurisdictions in this particular context need to be addressed,

several options exist:

     (1) Vendor bills tax at a uniform default tax rate.

     [42] If the Internet vendor is located in a low- or no-sales- tax state,

the vendor could be required to collect tax based on a default uniform tax rate

and default uniform set of tax rules. The tax revenue would go to the state

where the vendor is located.

     (2) Vendor bills tax at purchaser's tax rate.

     [43] If the vendor is located in a low- or no-sales-tax state, the vendor

could be required to collect tax based on the purchaser's tax rate. When the

vendor sells digital products and does not know the buyer's address, a uniform

default tax rate is utilized. Under this option, the vendor would be subject to

the tax laws in the buyer's state and would be required to file tax returns.

     (3) Buyer subject to tax -- Notify buyer of use tax liability.

     [44] If a person purchases goods or services via the Internet from a vendor

located in a low- or no-sales-tax jurisdiction, the purchaser's use tax

liability could be preserved. The Internet seller would be required to notify

the buyer that a use tax liability exists. The purchaser's state of domicile

would be able to require the buyer to self-accrue the use tax, or the state

could collect the use tax from the buyer under audit or other means currently

available.

     [45] (4) Link the Determination of the State in Which Internet Seller is

'Located' to A Nonmanipulable Corporate Attribute.

     [46] The concern about location of Internet sellers in tax havens can also

be addressed by linking the choice of "sales tax home" to another corporate

attribute or choice that is not easily manipulable.

     [47] Once the issue of low- or no-tax jurisdictions is addressed (if it

needs to be at all), however, the seller-state proposal directly addresses all

the aforementioned problems currently stalling the discussion of the state and

local taxation of electronic commerce.

     IV. THE NEED TO CONFORM STATE AND LOCAL TAX POLICY IN THIS

  AREA TO ESTABLISHED EUROPEAN TAX SYSTEMS AND PROPOSED FEDERAL TAX

     POLICY SUGGESTED BY THE TREASURY DEPARTMENT CAN ONLY BE MET

                     WITH A SELLER-STATE SYSTEM

     [48] The growth of the Internet as a international system of communication

and commerce once again underscores the need for the United States to develop

its tax policy not in isolation, but in harmony with the rest of the world. Do

state tax administrators wish a political rematch with the United States'

trading partners, still looking to even the score after worldwide combined

reporting and unitary apportionment?

     [49] Simply stated, because they were not subject to the constraints of the

United States in the 1930s, the rest of the world advocates some form of a

seller-state option in transnational taxation of sales of goods. As noted above,

the Organization for Economic Cooperation and Development (OECD) advocates

moving toward a VAT system based primarily on a seller-state model. /16/

     [50] The seller-state proposal also is conceptually the most consistent

with the Clinton administration's White Paper on the federal taxation of

electronic commerce, because it suggests changing the federal taxing regime from

one of "source of income" to that of "commercial domicile of the seller or

service provider." /17/ The Treasury White Paper also took a dim view of

creating a "permanent establishment" under international tax norms through

attributional, or agency nexus with U.S. telecommunications providers, a concept

some state tax agencies have tried to use in the United States to create nexus

for sales tax purposes. /18/

     [51] Both the OECD and Treasury White Paper proposals have greatly

concerned the Multistate Tax Commission (MTC), an organization made up largely

of market states that could conceivably see revenues drop if the sourcing rules

were abandoned in favor of domicile (because few Internet businesses are

domiciled in MTC member states). Indeed, it only took a matter of days for MTC

Executive Director Dan Bucks to publicly attack the Treasury report. /19/ One

can easily see why. The current destination-state model, essential for the state

and local coalition to hold together, is 180 degrees out of sync with the tax

policy enunciated by Treasury, albeit for income taxes, based on the residence

of the seller or service provider, not the customer. If the Treasury position

becomes generally accepted, the logical consequence for transaction taxes is a

seller-state model.

     [52] It is also interesting that at their upcoming Annual Meeting

Conference, the MTC is presenting a program titled "Cross Border Consumption

Taxation: Can State Sales Tax Systems Survive?" in which the "apparent friction

between the States' traditional sales and use tax systems and the European VAT

system" will be discussed. The problem is, of course, not the sales tax at all,

but the use tax. It remains to be seen how active a role the MTC and the

Federation of Tax Administrators will take in trying to convince the rest of the

world to change their systems to the United States' problem-ridden

destination-state system.

                   V. THE HISTORICAL REASONS FOR A

              DESTINATION-STATE SYSTEM NO LONGER EXIST

     [53] Up until the 1930s, the primary source of revenue for state and local

government was the property tax. As property values plummeted and defaults

soared during the Depression, however, another answer had to be found. During

the early 1930s, several states enacted sales taxes imposed either as a

privilege tax on the retailer, or on the customer with the retailer serving as

an agent for collection. Much of the 1934 meeting of the National Association of

Tax Administrators in French Lick, Ind., /20/ concerned discussion of the sales

tax, but the administrators in attendance were confronted with several problems.

     [54] First, property taxes were imposed on virtually all property, whatever

purpose that property was put to, and were paid to the jurisdiction in which the

property were located on the lien date. Politically, this meant that property

used in interstate commerce was taxed roughly on par with property used in

intrastate commerce.

     [55] As the emphasis changed from the property tax to the newly conceived

transaction-based taxes, however, problems arose with the status of Commerce

Clause jurisprudence at the time. The Supreme Court had generally interpreted

the federal Commerce Clause (Article 1, section 8) as prohibiting any state

taxes from being levied on interstate commerce:

     Interstate commerce cannot be taxed at all, even though the same

     amount of tax should be laid on domestic commerce, or that which

     is carried on within a state. (Robbins v. Shelby County Taxing

     District (1886) 120 U.S. 489.)

     [56] Thus, at the inception of the sales tax, there was a complete

prohibition of state taxation of interstate sales. Neither the state in which

the seller was located nor the state in which the purchaser was located could

tax an interstate transaction. Indeed, Roger Traynor, later the Chief Justice of

the California Supreme Court, complained at the 1935 NATA Conference:

     All losses of local business to outside competitors result in

     losses not recouped by other states, for the corresponding gains

     to interstate business escape taxation altogether. /21/

     [57] At that time, therefore, the transition from the property tax to the

sales tax clearly allowed the states to complain that "interstate business did

not pay its fair share." But is important to place that criticism in historical

context. The complaint was leveled at interstate business because of the de

facto tax reduction it received in the transition from the property tax to sales

tax. Only as a secondary factor were the states concerned about any competitive

advantage interstate commerce enjoyed over domestic commerce.

     [58] Second, the NATA delegates' concern with the unfair competition issue

was based more on political fears than economic ones. The states were concerned

about their ability to convince the business community to support imposition and

retention of sales taxes. /22/ By 1934, only some 25 states had sales taxes, and

the opportunity to import untaxed goods was more extensive than it is today. The

use tax was only just being conceived, and its constitutional viability was very

much in question. Finally, sellers of products were much more "single store"

based than they are today, and there were few sellers having physical nexus (and

use tax collection responsibility) in multiple states once the use tax did come

on line.

     [59] But what was perhaps the most interesting discussion that emerged in

1934 was on the situs of interstate sales. From a review of the 1934

Proceedings, the delegates were fairly sanguine in their belief that the situs

of a classic sale in interstate commerce was the state in which the property

purchased was consumed. /23/

     [60] This distinction was critical in the development of the

destination-based system of taxing interstate commerce. Once the NATA had

decided to seek congressional legislation to remove the Commerce Clause bar to

the sales taxation of interstate commerce, the form that legislation took was

controlled by the notion that the "sale" actually took place in the destination

state. Because the sale was deemed to take place in the destination state, the

state in which the seller was located would not have the ability to reach the

sale with its sales tax, even if a sales tax on interstate sales were permitted

by Congress.

     [61] Thus, in a resolution emanating from the NATA Conference, and later

embodied in S. 2897 by Sen. Harrison of Mississippi in 1934, /24/ the states

asked for the following:

     Be it enacted by the Senate and House of Representatives of the

     United States of America in Congress assembled, That all taxes

     and excises levied by any State upon sales of tangible personal

     property, or measured by sales of tangible personal property,

     may be levied upon, or measured by, sales of like property in

     interstate commerce, by the State into which the property is

     moved for use or consumption therein in the same manner, and to

     the same extent, that said taxes or excises are levied upon or

     measured by sales of like property not in interstate commerce.

     /25/ (Emphasis added.)

     [62] The same resolution also asked Congress to include provisions that

prohibited states from discriminating against interstate commerce or the

products of other states, and from imposing local taxes on the sale. Finally,

the NATA resolution also called for the federal legislation to exempt sales for

resale as well as make a conclusive finding that, for the purposes of the act,

that a sale in interstate commerce is made within the state "into which such

property is transported for use or consumption therein, whenever such sale is

made, solicited or negotiated in whole or in part within that State." /26/

     [63] As significant as what was discussed is what was not discussed. There

was virtually no discussion of seeking authorization for the state in which the

seller was located to be the taxing jurisdiction. In fact, the only discussion

of the possibility arose in the context of a federal tax on interstate commerce,

the proceeds of which would be distributed back to the states by formula, which

the delegates seemed to universally oppose. /27/ In a letter read into the

record by California Board of Equalization member Fred Stewart, the president of

the Los Angeles Chamber of Commerce wrote:

     If the interstate sales tax were collected by the federal

     government and then allocated to states of origin of the

     property, it would work unfairly against those states which are

     primarily consumers rather than producers and shippers of

     manufactured goods, as it would largely be passed on to the

     consumer in any event. . . . It would be manifestly unjust to

     permit the tax from interstate sales of manufactured goods to be

     allocated to the state of origin, because of the concentration

     of manufacturing industry in certain states with national

     distribution. . . . The fairest application of an interstate

     sales tax, in our opinion, would be to award its proceeds to the

     states of destination. This would localize and carry out 100 per

     cent the principle of state taxes by confining the benefits

     where the main burden is borne, namely, domicile of the consumer

     or user of the property taxed. /28/ (Emphasis added.)

     [64] One can deduce from the Los Angeles Chamber of Commerce letter that

the United States economy was still at a relatively early point in development.

The letter refers to manufacturers rather than retailers or sellers, implying

that sellers sold only what they made. Certainly, to the degree a retailer sold

a myriad of products that it did not manufacture, and was therefore free to

locate its place of business anywhere in the United States, the concerns

expressed by the Los Angeles Chamber about inequitable distributions to

manufacturing states seem somewhat unique to that time. But it is critical to

recognize that opposition to a seller-state-based system was not based on

uniformity concerns, but rather that some states were producers, while some only

consumers. The reference to destination states as being "where the main burden

is borne," seems completely arbitrary and result-oriented, as it would be just

as easy to take the position that the state where goods are produced bear the

majority of the burden associated with the production of that property, and

should be the chief beneficiary of its sale.

     [65] Because the discussion of seller-state versus destination- state

occurred only during the discussion of a federal sales tax on interstate

commerce, and because the NATA-sponsored federal legislation was structured as a

sales tax imposed by the consumer state, it seems to suggest that the Founding

Tax Fathers truly believed that they did not have the ability to have a

seller-state- based system of taxation, short of a federally administered

system, which the NATA delegates strenuously rejected. Therefore, there is no

evidence that a seller-state option was even contemplated by state tax

administrators in the 1930s when transactions taxes were first developed.

Instead, the focus was always on the destination state as the only option

available.

     [66] As is well known, Congress never enacted legislation empowering the

destination state to impose its sales tax on a seller located in another state.

Instead, the states developed the "use tax" concept, imposed on the purchaser by

the state in which the property was consumed, which was embraced by the United

States Supreme Court in a number of decisions. /29/ There is, however, a direct

path from the state of the Commerce Clause and the law of sales in the early

part of the century, through the refusal of Congress to enact the NATA

legislation, through the fateful 1935 enactment of the first use tax to the

problems of the taxation of electronic commerce today. Then, as now, it was

recognized that unless there were a method for the destination state to impose

use tax collection responsibility on the out-of-state seller, there would be a

great deal of noncompliance and revenue leakage from a destination-state-based

system of taxation.

   VI. THE CONDITIONS PRESENT IN THE 1930S ARE NOT PRESENT TODAY,

        AND RELIANCE ON OLD TRUISMS THAT AREN'T TRUE ANYMORE

              ARE AN IMPEDIMENT TO SOLVING THE PROBLEM

     [67] Virtually none of the historical factors that gave rise to the current

destination-state system of taxation of interstate commerce are present today.

First and foremost, Commerce Clause jurisprudence has changed in at least two

fundamental ways: states can levy a tax on interstate commerce under certain

circumstances, and the situs of the sale under modern law is deemed to have

occurred in the seller's state. As discussed in Jefferson Lines, a sale of goods

is a discrete event occurring completely within the seller state's jurisdiction

/30/ and there is no constitutional impediment to the seller state imposing its

tax on the sale if that's the system the states chose to employ. /31/

     [68] Next, the "discrimination" and "unfair advantage" of interstate

commerce over domestic commerce is of a completely different type than it was in

the 1930s. Then, the discrimination was caused by a complete legal bar to taxing

interstate commerce. Today, it exists because states are seeking a competitive

advantage against one another by exempting exports from their states from sales

taxes they impose on sales to their own citizens. /32/ If all of the states that

imposed a sales tax applied their sales tax to export sales in interstate

commerce, the vast majority of the competitive problems would be eliminated.

     [69] Finally, vendors today have traditional physical nexus in a great many

more places than sellers in the 1930s. Retailers of today mostly sell products

that they don't produce, and are distributed more uniformly throughout the

United States. It is unclear that only manufacturing states would benefit if a

destination-state-based system were abandoned.

     [70] In short, virtually none of the legal or economic reasons that formed

the underpinnings of the development of the current destination-state-based

system in the 1930s exist today. A fundamental obstruction to solving the

problem of state taxation of electronic commerce, however, is caused by

continuing to pretend that the situation is the same.

 VII. A SELLER-BASED SYSTEM RESTS ON FIRM LEGAL AUTHORITY AND MAY BE

THE ONLY OPTION THAT CAN OPERATE WITHOUT LINGERING QUESTIONS THAT IT

          MEETS THE REQUIREMENTS OF SUBSTANTIVE DUE PROCESS

     [71] A seller-state option may be the only option that meets the

requirements of substantive due process.

     [72] Since Quill, states have breathed easier in the belief that the U.S.

Supreme Court had finally removed the cloud of the Due Process Clause from the

debate over state taxation of interstate sales. This was because, as the Supreme

Court noted:

     . . . while Congress has plenary power to regulate commerce

     among the States, and thus may authorize state actions that

     burden interstate commerce [citations omitted], it does not

     similarly have the power to authorize violations of the Due

     Process Clause. /33/

     [73] In short, if imposition of a use tax collection responsibility by a

destination state would violate the Due Process Clause, there is nothing

Congress could do to save a destination- based system. When one examines both

Quill and the recent flurry of cases concerning in personam jurisdiction and the

Internet, no one should assume that the destination-state model would

automatically meet the requirements of the Due Process Clause.

     [74] In Quill, the Supreme Court noted that Due Process Clause

jurisprudence had evolved substantially since National Bellas Hess and had

abandoned formalistic tests of "presence" within the forum state in favor of a

"flexible" inquiry. This flexible approach inquired into whether the nature and

quality of a defendant's contacts with the forum made it reasonable to require

the defendant to defend a suit in that state. /34/ The Quill Court, citing

Burger King v. Rudzewicz, /35/ noted that if a corporation "purposefully avails

itself of the benefits of an economic market" in that forum state, it is subject

to that state's in personam jurisdiction, even if it is not physically present

in that state.

     [75] With surprisingly little analysis, the Supreme Court had no problem

finding that a mail-order seller "engaged in continuous and widespread

solicitation of business within a state" had fair warning that its activity may

subject it to tax collection responsibility. With virtually no analysis, the

Court found that Quill /36/ had:

     . . . purposefully directed its activities at North Dakota

     residents, that the magnitude of those contacts are more than

     sufficient for due process purposes and that the use tax is

     related to the benefits Quill receives from access to the State.

     /37/

     [76] But is the same conclusory factual analysis appropriate to electronic

commerce? Over the past few years numerous federal trial courts and a few

circuit courts have dealt with the issue of due process and electronic commerce

(albeit in contexts other than taxation), with decidedly mixed results. /38/

     [77] All of these cases concerned whether the forum state in a lawsuit

somehow related to electronic commerce had "specific personal jurisdiction" over

a nonresident defendant for forum-related activities, where those activities met

the "minimum contacts" framework of International Shoe Co. v. Washington. /39/ A

three- pronged analysis has emerged for determining whether specific

jurisdiction exists: (1) the defendant must have sufficient "minimum contacts";

(2) the claim asserted against the defendant must arise out of those contacts;

and (3) the exercise of jurisdiction must be reasonable. /40/

     [78] The first prong, referred to in Burger King as the "Constitutional

touchstone" of minimum-contacts analysis, is sometimes also referred to as the

"purposeful availment" requirement because it is an inquiry into "whether the

defendant purposefully established" contacts with the state seeking

jurisdiction. As far as the Internet is concerned, this prong is where the

action is. An excellent analysis of the key cases involving "purposeful

availment" on the Internet was made by the Zippo court:

     . . . Our review of the available cases and materials reveals

     that the likelihood that personal jurisdiction can be

     constitutionally exercised is directly proportionate to the

     nature and quality of commercial activity that an entity

     conducts over the Internet. . . . At one end of the spectrum are

     situations where a defendant clearly does business over the

     Internet. If the defendant enters into contracts with residents

     of a foreign jurisdiction that involve the knowing and repeated

     transmission of computer files over the Internet, personal

     jurisdiction is proper. [Citations omitted.] At the other end

     are situations where a defendant has simply posted information

     on an Internet Web site which is accessible to users in foreign

     jurisdictions. A passive Web site that does little more than

     make information available to those who are interested in it is

     not grounds for the exercise of personal jurisdiction.

     [Citations omitted.] The middle ground is occupied by

     Interactive Web sites where a user can exchange information with

     the host computer. In these cases, the exercise of jurisdiction

     is determined by examining the level of interactivity and

     commercial nature of the exchange of information that occurs on

     the Web site. [Citations omitted.]

     [79] But even this framework does not completely answer the question of

whether a state would be able to exercise personal jurisdiction over a remote

Internet seller and compel that seller to collect use tax due in the customer's

home state. First, almost all of the cases to date have involved some form of

copyright or trademark infringement, considered to be tortious behavior by the

court. As one court observed:

     Where the case involves torts that create causes of action in a

     forum state (even torts caused by acts done elsewhere), however,

     the threshold of purposeful availment is lower. /41/ (Emphasis

     added.)

     [80] Thus, a higher standard would be applied to a state seeking to impose

use tax collection responsibility on an Internet seller and there is no clue

from the courts what activities an Internet seller would have to engage in to

have "purposefully availed" itself of the protection of the destination state.

/42/

     [81] There is some indication of what would not be enough. Several courts

have acknowledged that in cases arising from contract disputes, mere contracting

with a resident of the forum state is insufficient to confer specific

jurisdiction. /43/ One court discussing the CompuServe opinion noted that "the

defendant, in meeting the purposeful availment requirement, did much more than

advertise, contract to sell, and send a product into the stream of commerce."

Even the CompuServe court itself conceded that ". . . the injection of his

[defendant's] software product into the steam of commerce, without more, would

be at best a dubious ground for jurisdiction." /44/ This sounds pretty much like

what an electronic seller does, suggesting that use tax collection

responsibility might be constitutionally suspect.

     [82] Second, the cases have always looked to contacts that were "ongoing,"

"continuous," or "substantial" and distinguished these from contacts that were

isolated and fleeting or a "one-shot affair." In CompuServe, the court was moved

by the fact that the relationship between CompuServe and the defendant (a

shareware provider) resembled that of a distributor-independent contractor

jointly marketing and selling a product. Would a court take the same view of a

remote seller, whose Web site was "visited" only once by a customer who did make

a purchase but did not become an ongoing customer? The insistence of many courts

on a "continuing obligation" to a resident of the state seeking to impose

personal jurisdiction throws such sales into a great deal of doubt. /45/ On the

other hand, some courts have given weight to the number of "hits" received by a

Web page and other related evidence to find "sustained contact" with a forum

state. /46/ Would the court not examine the nature of each transaction with each

customer, and instead rely on the cumulative effect within each state?

     [83] Finally, it is clear that the courts are wrestling with numerous

difficult policy issues in the cases to date. First and foremost, these cases

acknowledge that the hallmark of the minimum- contacts analysis is

predictability -- that a defendant should be able to predict that its actions

will make it amenable to suit in a particular state. /47/ The purpose of giving

such clear notice is so that defendants can act to alleviate the risk of

burdensome litigation by procuring insurance, passing the expected costs on to

consumers, or severing its ties to the state. /48/ Can these ends of due process

by served in cyberspace, however? Particularly where electronic sales of

services and digital products are concerned, the physical location of the

purchaser may be completely unknown to the seller. There is no way for the risk

of tax exposure to be mitigated, other than ceasing operations as an Internet

seller. /49/ How are the ends of justice served by giving all destination states

jurisdiction over the seller?

     [84] Indeed, the possibility of chilling of the growth of the Internet due

to such legal exposure is clearly troubling the courts. As one court noted:

     To impose traditional territorial concepts on the commercial use

     of the Internet has dramatic implications, opening the Web user

     up to inconsistent regulations throughout fifty states, indeed,

     throughout the globe. It also raises the possibility of

     dramatically chilling what may well be "the most participatory

     marketplace of mass speech that this country -- and indeed the

     world -- has yet seen." /50/

     [85] Certainly, the risk of multiple and unpredictable tax compliance

requirements is the very nightmare the courts are worried about. By the same

token, no one seems anxious to grant Internet businesses immunity from suit

(except in their home state) simply because they are doing business

electronically. /51/ One gets the feeling that the courts are searching for as

many contacts as possible, no matter how flimsy, to justify reaching the result

of exerting personal jurisdiction in the home state of a plaintiff injured by a

tort of the defendant.

     [86] Are sellers of goods on the Internet actively "soliciting" in states

in which persons accessing their Web sites are located, or is it more akin to

our notion of a store in the seller's state which is visited by out-of-town

"electronic tourists"? Again, the cases to date are mixed. Some take the

position that Web site activities take place where the Web site is posted on the

server. /52/ Such a view includes the notion that "creating a site, like placing

a product into the stream of commerce, may be felt nationwide -- or even

worldwide -- but, without more, it is not an act purposefully directed towards

the forum state." /53/ Other courts have taken a harder line, finding that a Web

site is in fact soliciting sales from residents of other states, and that "Using

the Internet . . . is as much knowingly 'sending' into Massachusetts . . . as is

a telex, mail or telephonic transmission." /54/ The furthest extreme seems to be

Inset Systems Inc. v. Instruction Set Inc., /55/ in which the court reasoned

that personal jurisdiction over the owner of a Web site that contained a

toll-free number for orders was proper because "unlike television and radio

advertising, the advertisement is available continuously to any Internet user."

/56/ While it is difficult to discern a pattern to the cases at this time, if

indeed the "electronic store" in the home state view prevails, it may prove

constitutionally impossible for states to pursue a destination-state system in

any regard.

     [87] Like a child dipping its toe into the water to see how cold it is, the

courts thus far have gingerly approached cyberspace when applying a due process

analysis. The transition from the facts of Quill, where the company sent

catalogs and other solicitations to specific recipients in North Dakota, to

cyberspace, where a Web site is posted and may be visited by thousands of users

of unknown origin to the site owner, makes it difficult to predict how, and even

if, the Quill result on due process might change. But it is by no means certain

that the Quill due process analysis would stay the same, and tax administrators

insisting on a destination-state option could conceivably end up with their

worst nightmare -- Congress removing the Commerce Clause obstacles to state

taxation of electronic sales, but the Due Process Clause barring states from

imposing use tax collection responsibility on remote sellers.

     [88] Thus, while the application of in personam jurisdictional issues

(itself a function of substantive due process concerns) is still the early

stages of being applied to the Internet and electronic commerce, it may give a

clue as to viewing electronic sellers for tax purposes as well. The far more

accurate view is the Internet seller as offering a place for out-of-state

customers to come to visit and shop, the same way buses of out-of-state tourists

stop at outlet stores in Freeport, Maine. To view electronic commerce as

something different than this is inaccurate, and contributes to the inability to

solve the state tax dilemma.

   VIII. THE DRIVE FOR A DESTINATION-STATE SYSTEM TO BE APPLIED TO

 ELECTRONIC COMMERCE IS PREDOMINANTLY MOTIVATED BY POLITICAL FORCES

          RATHER THAN GOOD TAX ADMINISTRATION OR TAX POLICY

     [89] The current debate on the taxation of electronic commerce is a fight

over who gets the goodies: seller states or market states. The debate over the

technical tax problems inherent in taxing electronic commerce largely stem from

the states' insistence on a program that forces Internet sellers to impose,

collect, and remit use taxes levied by states in which the customer is located.

All of the problems of lack of a uniform base, the imposition of 30,000

different rates, the hyperextension of nexus beyond Quill, the creation of

multiple reporting requirements, the invasion of customer privacy and so on is

directly related to the political need for the states to meet the "least common

denominator" first determined in 1934 -- to make the destination state the

taxing entity. As discussed above, in those days, it was the only choice, but

the legal and policy reasons for that choice are not present today, and the

slavish adherence to that premise prevents the whole issue from being resolved.

     [90] But if one thinks of the political constraints the states are

operating under, one can see the reason why. As was noted in 1934, if the seller

state becomes the taxing entity, there are "winners and losers" amongst the

states, whether one is primarily a producing state or a market state. If the

focus is on the destination state, all states get a little something in the

revenue department, and everyone's businesses have the same compliance

nightmare. Thus, in order for the states to hold their coalition together, they

have no choice but to stick to their guns on a destination-state based system,

even if it means losing a few states that would benefit from a seller-state

system, like California.

     [91] If objective proof is needed of this political theory, just notice

which states are supporting Cox-Wyden: California, Massachusetts, and New York

to name a few. These are all states that either do not tax electronic commerce

currently or are encouraging the expansion of the Internet industry within their

borders, or both. These states are already benefitting from electronic commerce

through increased employment and increased income tax and property tax revenues,

and they see little advantage in imposing huge new compliance burdens on these

companies for the benefit of states like North Dakota.

     [92] And so, the current drive to subject electronic commerce to

destination-state taxation has not only been premised on a faulty business

model, and on conditions dating back a half-century that no longer exist, but

also is being driven by political considerations amongst the states that have

little if anything to do with tax policy. The consequence of this is the

possibility of the Internet being plagued with tax uncertainties, fights over

nexus, and the threat of an administrative burden that is simply unrealistic.

                           IX. CONCLUSION

     [93] The current legal and administrative structure for taxing goods and

services through electronic commerce proposed by state and local government, the

destination-state system, is not workable. Moreover, the proposals emanating

from the National Tax Association's Communications and Electronic Commerce Tax

Project thus far propose to continue the current system of uncertainty and

unreasonable administration burden for Internet sellers of services, digital

products, and tangible personal property. The NTA ideas are outdated and could

easily become an impediment to the growth of the Internet.

     [94] It is critical that any new tax system applied to the Internet

encourages the expansion of, and does not impede, electronic commerce. The

seller-state proposal presents a new approach to taxation in this area; an

approach that taxes Internet transactions in a fair and equitable manner.

Hopefully, the development of tax policy concerning electronic commerce will not

be driven by short- term political goals of state and local government. It would

be a great tragedy if tax policy for the 21st century were made by building on

the mistakes of the 1930s, when there is an opportunity to write on a clean

computer screen.

     [95] There may already be a tacit acknowledgment that a seller- state

option is the best option. In the version of the Internet tax bill passed by the

House, the study commission authorized by the bill may include in its report ".

. . an examination of collection of sales and use tax by small volume remote

sellers only in the State of origin." /57/ Hopefully, this will open the door

wide enough for good policy to enter the room.
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