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I am honored by the Commission's invitation to testify here today, and I welcome the opportunity to describe the legal framework within which the Commission will be undertaking its work.


In discussing the "Law of Sales Taxes in a Cyber Economy," I would like to make it clear from the outset that my charge here today is not to discuss some of the more tantalizing and provocative legal issues raised by state sales taxation in cyberspace. Over the coming months, you will no doubt be focusing on many of these issues, namely, how the states’ sales tax regimes can be modified to accommodate massive amounts of economic activity conducted through electronic commerce by remote service providers engaged in nontraceable transactions from unidentifiable locations. You will also be asked, I am certain, to consider various forms of federal legislation to restrain, expand, or otherwise prescribe the way in which states may or may not tax electronic commerce. These are important questions, and my thinking on the possible answers to some of them is contained in the longer paper that I have provided for the Commission. 


Today, however, I have the narrower---but not unimportant---task of describing the existing legal framework as it relates to sales taxation of electronic commerce. Specifically, I would like to focus on three questions: 


(1)
What is the basic structure of the states' sales tax laws and how do these laws apply to electronic commerce?


(2)
What are the existing federal constitutional restraints on the states' power to impose sales taxes and how do those restraints limit the states' ability to apply their laws to electronic commerce.


(3)
What are the restraints on Congress---to whom this Commission's recommendations will be directed---in legislating to limit or expand state taxing power, or otherwise to enact rules governing taxation of electronic commerce?


I.
THE STRUCTURE OF STATE SALES TAX LAWS 


Probably the most significant feature of existing state sales tax laws insofar as they apply to electronic commerce is that state sales taxes generally apply only to sales of tangible personal property and not to sales of services or of intangible property. While a few states tax a wide range of services (including information and data processing services), and most states tax some services (e.g., public utility services and hotel and motel services), most state sales taxes are limited to sales of tangible personal property. 


   It is important to recognize that the reasons for the restriction of sales taxes to transfers of tangible personal property are largely historical and are not supported by principles of sound tax policy.  But I am here to discuss law, not policy; I will leave it to others to address the merits of the unwarranted distinction that state sales taxes draw between goods and services. The immediate matter I wish to consider is simply this: What impact does the limitation of most states' sales taxes to transfers of tangible personal property have on the application of the current sales tax law to electronic commerce? Essentially, what  it means is that most states currently seek to tax a very small portion of the universe of transactions that we regard as constituting electronic commerce.


Accordingly, if one divides the universe of electronic commerce into two broad categories---transactions involving sales of tangible personal property acquired over the Internet and transactions involving sales of digital products, it is only the first category of transactions that generally falls within the scope of the states' sales taxes. Thus, if one buys a book from Amazon.com by clicking on its Web site or a refrigerator from Sears by clicking on its Web site, it is clear that most states will seek to tax that transaction, just as if one walked into a store to buy a book or a refrigerator. On the other hand, if one buys software over the Internet, or orders plane tickets over the Internet, or trades stocks over the Internet, or enrolls in distance learning courses over the Internet, or enjoys so-called adult entertainment over the Internet, none of those transactions would be subject to tax in the overwhelming majority of states. 


This is not to suggest that tomorrow the states could not change their sales tax laws to include such transactions in the tax base. Nor do I mean to imply that there will not be pressures on states to expand their sales tax bases to include digital transactions, in light of the enormous shift towards, and increase in, commerce in digital form. It is only to make the simple point that right now the states generally seek to tax only a small portion of the universe that we regard as electronic commerce. Accordingly, insofar as this Commission views its charge under the Internet Tax Freedom Act as liberating the Internet from state sales taxes, it may be worth keeping in mind that the states---for the moment at least---have established little more than a beachhead in cyberspace. 


II.
FEDERAL CONSTITUTIONAL LIMITATIONS ON STATE TAXATION OF ELECTRONIC COMMERCE


The second question I would like to address is the following: Insofar as the states do seek to impose sales taxes on electronic commerce, what are the existing federal constitutional restraints on their ability to do so?


To appreciate fully my somewhat extended answer to this question, we must start with an understanding of the constitutional structure governing the power of states to tax interstate sales.  To do this we must begin with an explanation of a use tax. When states first enacted sales taxes during the Depression, they faced the problem that they would lose revenue and their merchants would lose business, if their residents shopped in neighboring states without sales taxes (or with sales taxes with lower rates). Under the Commerce and Due Process Clauses, it has always been clear that one state may not impose a sales tax on a sale that occurs in another state. To address this problem, states enacted use taxes.


A use tax is imposed on the use, storage, or consumption of tangible personal property and selected services in the state. It is functionally equivalent to a sales tax. It is imposed with respect to the same transactions and at the same rates as the sales tax that would have been imposed on the transaction had it occurred within the state's taxing jurisdiction. However, because the use, storage, or consumption of property or services within the state are subjects within the state's taxing power, there is no constitutional objection to the imposition of such a tax
---as there would be with regard to a tax on an out-of-state sale.


In principle, then, an in-state consumer stands nothing to gain by making an out-of-state or interstate purchase free of sales tax, because he will ultimately be saddled with an identical use tax when he uses, stores, or consumes the property or services in his home state. If, for example, a Washington resident were to go to Oregon to purchase a car, he would pay no sales tax in Oregon, which does not tax sales, but he would pay use tax in Washington, when he went to register his car, equal to the sales tax that he would have paid had he bought the car in Washington. Every one of the 45 states and the District of Columbia that have sales taxes also impose complementary use taxes. 


In theory, the basic sales/use tax regime that I have just described applies to transactions in electronic commerce in the same manner that it applies to transactions involving automobiles.  Thus, if I buy a book from Amazon.com, and it is shipped to me in Athens, Georgia, there is no question that I will owe a Georgia use tax equal to the sales tax that I would have paid had I bought the book in a book store in Athens.


There is, however, one significant difference between the purchase from Amazon.com and the purchase of the automobile I described above. With respect to the purchase of the automobile, the state has a practical means of requiring the purchaser to pay the use tax---namely, collecting it upon registration of the vehicle. But states do not require that consumers register books they purchase (and presumably will not be able to do so long as we have a First Amendment). Consequently, unless the consumer voluntarily remits the use tax on the purchase from the out-of-state vendor, which consumers rarely do notwithstanding their legal obligation to do so, the state has no practical means for collecting the use tax unless it can require the out-of-state vendor to collect the use tax in the same way that it relies on the in-state vendor the collect the sales tax.


It is at this point of the legal analysis that we confront the principal constitutional constraint the states face in connection with sales and use taxation of electronic commerce---and, I may add, with regard to all remote commerce including mail order sales---namely, that unless the out-of-state vendor has a substantial connection or "nexus" with the state, the states lack the constitutional power to require the vendor to collect the use tax that the consumer owes with respect to the purchased item.


In National Bellas Hess, Inc. v. Department of Revenue,
 decided in 1967, the U.S. Supreme Court held that the Commerce and Due Process Clauses of the Federal Constitution prohibited a state from imposing a use tax collection obligation on a mail-order seller with no physical presence in the state. Twenty-five years later in 1992, the Court in Quill Corp. v. North Dakota
 reaffirmed the essential holding of Bellas Hess---namely, that states may not require a mail-order seller without physical presence in the state to collect the use tax due on goods sold to in-state purchasers. But the Court in Quill added a doctrinal twist to its earlier holding in Bellas Hess that is quite relevant to the Commission's work. 


In Bellas Hess, as I have mentioned, the Court held that both the Due Process and Commerce Clauses prohibited a state from requiring a non-physically present seller from collecting a use tax on sales to in-state consumers. In Quill, by contrast, the Court held that the Due Process Clause was no bar to the imposition of a use tax collection obligation on an out-of-state seller with no physical presence in the state as long as the out-of-state seller was purposefully directing its efforts towards residents of the taxing state. Instead, the Court in Quill rested the physical-presence requirement of nexus for use tax collection purposes entirely on the Commerce Clause.


The significance of the precise constitutional basis for the physical-presence requirement, which may seem like a technical debating point, is that Congress is clearly free to change the rules that the Court articulates under the Commerce Clause, whereas there is serious question whether Congress can change rules the Court articulates under the Due Process Clause. In a moment, I will turn to implications of this distinction in more detail.


To conclude this discussion of the federal constitutional restraints on state sales and use taxation of electronic commerce, it is clear under existing law that states possess the constitutional power to impose a tax on the in-state the use, storage, or consumption of digital or nondigital products sold over the Internet (subject to the limited temporary restraints imposed on state tax power by the Internet Tax Freedom Act). It is equally clear, however, that states lack the constitutional power to require a non-physically present, out-of-state vendor of digital or nondigital products to collect use taxes that a state may seek to impose on the in-state use of such products. As a consequence, any use taxes that a state may impose on Internet-related transactions involving non-physically present vendors are likely to go uncollected, just as use taxes that are legally due on many interstate mail-order sales currently go uncollected.


III.
FEDERAL CONSTITUTIONAL LIMITATIONS ON CONGRESSIONAL POWER TO RESTRICT, EXPAND, OR OTHERWISE PRESCRIBE THE RULES GOVERNING STATE TAXATION OF ELECTRONIC COMMERCE


The final question I would like to address is what are the restraints on Congress---to whom this Commission's recommendations will be directed---in legislating to limit or expand state taxing power or otherwise to enact rules governing taxation of electronic commerce. Although Congress is not wholly unrestrained in its ability to prescribe the rules governing state taxation of electronic commerce, Congress possesses ample constitutional authority to enact comprehensive legislation regulating state taxation of electronic commerce.


   First, it is critical to understand that the judicially-developed restraints on state taxing power that the Court has articulated under the Commerce Clause are simply irrelevant in determining the scope of congressional authority to exercise its affirmative "Power . . . [t]o regulate commerce among the several States . . . ."
 Those judicially-developed restraints on state taxing power, which the Court has delineated under the so-called "dormant" or "negative" Commerce Clause, are controlling only when Congress itself has not exercised the constitutional authority that it enjoys under the Commerce Clause. When Congress exercises its own power under the Commerce Clause, it may consent to state legislation affecting interstate commerce that would be unconstitutional under the  "dormant" Commerce Clause in the absence of such consent, and it may preempt state legislation that would be constitutional under the dormant Commerce Clause in the absence of such preemption.


As the U.S. Supreme Court has declared, the "plenary scope" of the congressional commerce power


enables Congress not only to promote but also to prohibit interstate commerce, as it has done frequently and for a great variety of reasons. That power does not run down a one-way street or one of narrowly fixed dimensions. Congress may keep the way open, confine it broadly or closely, or close it entirely, subject only to the restrictions placed upon its authority by other constitutional provisions and the requirement that it shall not invade the domains of actions reserved exclusively for the states.


Second, in light of Congress' broad power to legislate under the Commerce Clause, we can now appreciate the significance for the Commission's work of the Court's having rested its holding in Quill entirely on the Commerce Clause. Because the Court based the physical-presence requirement for collection of use taxes exclusively on the Commerce Clause, Congress clearly retains ample power to modify that rule (as well as any other rule the Court has articulated under the Commerce Clause) in forging a legislative solution to the problems raised by state taxation of electronic commerce. Indeed, the Court explicitly declared in Quill that "Congress is . . . free to decide whether, when, and to what extent the States may burden interstate mail-order sales with a duty to collect use taxes."
 The Court has also declared that "[i]t is clear that the legislative power granted by the Commerce Clause of the Constitution to Congress would amply justify the enactment of legislation requiring all States to adhere to uniform rules for the division of income."
 The Court would presumably take the same view with regard to uniform rules for sales taxation of electronic commerce.


Finally, let me briefly address the limitations on Congress' power to enact legislating expanding, restricting, or otherwise prescribing rules governing state taxation of electronic commerce. It is true that some of the Court's more recent decisions construing Congress' affirmative power under the Commerce Clause have taken a narrower view of that power than the Court articulated during the New Deal era,
 when it sustained the broad exercise of congressional power to regulate even local activities that may affect interstate commerce.
 But these decisions do not seriously inhibit the extensive power that Congress plainly possesses to deal with the broad range of problems raised by state taxation of electronic commerce.


Nor, in my judgment, does the possible inability of Congress to override due process restraints on state taxation create a significant impediment to Congress' power to forge a comprehensive solution to the problems raised by state taxation of electronic commerce and other remote sales.
 First, the due process restraints on state taxation are considerably more relaxed than existing Commerce Clause restraints. As I have already noted, the Court in Quill has already ruled that due process nexus need not be physical: "The requirements of due process are met irrespective of a corporation's lack of physical presence in a State."
 What is required is that the out-of-state taxpayer "purposefully direct" its activities towards residents of the taxing state.
 Second, it seems unlikely that the U.S. Supreme Court would hold that the framers of the Constitution and the Fourteenth Amendment left the nation powerless, short of a constitutional amendment, to legislate an administratively workable solution to the problem of state taxation of electronic commerce, despite the joint exercise by Congress and the states of their respective powers under the Constitution.
 

 
IV.
CONCLUSION


In conclusion, I can summarize the gist of my remarks regarding "The Law of Sales Taxes in a Cyber Economy" in four brief sentences. First, states possess the power to enact sales and use taxes on electronic commerce subject to the limited restraints now temporarily imposed by the Internet Tax Freedom Act). Second, states generally have exercised that power under their sales and use taxes only with respect to tangible (as distinguished from digital) products. Third, states lack the constitutional power to require a non-physically present seller who sells tangible or digital products over the Internet to collect any use tax that a state may seek to impose with respect to such products, even though the consumer has a legal obligation to pay such use tax. Finally, Congress possesses broad constitutional authority to expand, restrain, or otherwise prescribe the rules governing state taxation of electronic commerce. 
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