
A heated debate is once again under way in
Congress over the tax treatment of electronic com-
merce and the Internet Tax Freedom Act of 1997.
The ITFA imposed a moratorium on state and
local taxes on Internet access and banned “multi-
ple or discriminatory” taxes on electronic com-
merce. That moratorium was intended to last only
three years but was extended by Congress in 2001
for another two years. It will lapse on November 1,
2003. 

The ITFA has been a remarkably misunderstood
or misinterpreted statute and has very little to do
with what really lies at the heart of this debate—the
effort by state and local governments to collect sales
and use taxes on remote vendors in interstate com-
merce (mail order, catalog, and e-commerce compa-
nies). Contrary to press reports and statements
made by some members of Congress, the ITFA
moratorium does not directly affect the ability of
states and localities to impose sales and use taxes on
purchases made over the Internet.

What state and local officials are really at war
with is not the ITFA but 30 years of Supreme
Court jurisprudence that has not come down in
their favor. Their ultimate goal is to overturn
those precedents, which held that states could

require only firms with a physical presence—or
“nexus”—in their jurisdictions to collect taxes on
their behalf. State and local tax officials have
worked to eliminate or water down these restric-
tions on their tax reach but thus far have not
been able to get around them or convince
Congress to authorize the imposition of collec-
tion obligations on interstate vendors.

Although extending the existing ITFA mora-
torium and continuing to uphold the Supreme
Court’s nexus jurisprudence makes good sense,
Congress must also take an affirmative stand
against efforts by state and local governments to
create a collusive multistate tax compact to tax
interstate sales. Other options exist that state
and local governments can pursue before look-
ing to impose unconstitutional tax burdens on
interstate commerce. Of course, getting runaway
state spending under control would go a long
way toward solving many of their supposed
problems. Merely extending sales tax collection
responsibilities to electronic commerce—which
constitutes less than 2 percent of all retail activi-
ty in the United States—will not solve the fiscal
crisis that state and local governments have cre-
ated through their profligate spending habits.
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Introduction

Many policymakers, journalists, and oth-
ers view the debate over Internet taxation in
fairly narrow terms. They believe the debate is
really about whether or not federal, state, or
local legislators should “tax the Net.”
Consequently, the war of words has focused
on competing bumper-sticker slogans such
as “Don’t Tax the Net” and “Level the Tax
Playing Field.” 

Framing the debate in this manner grossly
underestimates the complexity and impor-
tance of the issue. For instance, the don’t-tax-
the-net side chooses to ignore the fact that the
Internet is not really a “tax-free zone.”
Although states cannot force remote vendors
of interstate commerce to collect and remit
sales taxes, states have a corresponding “use
tax” that requires consumers in their jurisdic-
tion to remit the tax owed on out-of-state pur-
chases. However, those levies are difficult to
enforce. In other words, the absence of use tax
collection is what makes the Internet (e.g.,
mail order and catalog sales) appear to be tax
free. Anti-tax activists ought to ask themselves
whether this is really the best way to achieve
lower tax rates and smaller government. It is
possible that states simply offset tax losses on
remote sales by raising taxes on other classes
of goods or vendors. Finally, there are legiti-
mate tax fairness issues at stake. All other
things being equal, similar goods and services
should be taxed in similar ways.

The arguments offered by those people
who would like to extend the sales tax to
Internet purchases seldom prove valid. In
particular, the level-playing-field argument—
the notion that interstate vendors have a sig-
nificant tax advantage over Main Street ven-
dors—does not hold water. Indeed, to the
extent that there is a genuine level-playing-
field problem with regard to the sales tax, it is
often one of the states’ own making, because
the current system is riddled with exemp-
tions and special rules.

Attempts to blame the rise of the Internet
for a decline in the sales tax base or state and

local revenues are completely without merit.
Internet business represents a minuscule
portion of aggregate retail activity in the
United States and can hardly be fingered as
the culprit for recent state and local govern-
ment budget shortfalls. In fact, according to
the U.S. Department of Commerce, e-com-
merce activity accounted for just 1.3 percent
of all aggregate retail sales in 2002.1

Regardless, as policymakers debate this
contentious issue, three themes or principles
should guide the discussion. 

Federalism: A Two-Sided Coin
Although state and local governments

must lead reform efforts, Congress has an
important role to play. Although the sales tax
is a state and local system, efforts to impose
collection responsibilities on out-of-state
vendors automatically warrants some degree
of federal oversight by Congress. Because the
debate is infused with endless talk of protect-
ing federalism and states’ rights, it is impor-
tant to understand what is meant by those
terms. Many state and local officials and tax
administrators seem to believe that states’
rights means that state and local govern-
ments should be free to impose any type of
tax or regulatory regime on commercial
activities, even if interstate activities are
involved. Such an argument shows a misun-
derstanding of the federal system that the
Founding Fathers set forth in the U.S.
Constitution. 

Federalism is a two-sided coin: one side is
states’ rights and the other is interstate com-
merce. The vast majority of tasks undertaken
by the federal government since the New
Deal have been an unjustifiable usurpation
of the powers that the Constitution granted
to the states or the citizenry. But the
Constitution was also an explicit rejection of
the Articles of Confederation: the disadvan-
tages of untrammeled states’ rights were
trade disputes, protectionism, and interfer-
ence with the flow of interstate commerce.
Consequently, the Founders granted Con-
gress the authority to take steps to regulate
commerce among the states—that is, to keep
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open the channels of interstate commerce to
ensure that free trade would win out over
state protectionism. 

Applying the Founders’ vision to high-
tech markets they could not have foreseen is
tricky but not impossible. In the debate over
the taxation of e-commerce it means that
Congress will need to oversee state-led
reform efforts to ensure that states do not
impose unconstitutional tax collection bur-
dens on remote vendors in interstate com-
merce. In addition to extending the current
ITFA moratorium on “multiple and discrim-
inatory” taxes as well as Internet access taxes,
Congress will consider whether to put its
stamp of approval on a multistate tax com-
pact or collection agreement called the
Streamlined Sales Tax Project. 

The SSTP is presented as an effort to sim-
plify and harmonize sales tax administration
among the states in order to get around con-
stitutional hurdles to taxing remote vendors.
Although simplification is a laudable goal,
tax harmonization can also have a downside.
In particular, even though advocates of the
SSTP talk only about harmonizing tax-base
definitions and collection systems, the next
logical step may be the harmonization of tax
rates. Indeed, many retailers may demand
that Congress force the states to adopt one
rate per state to achieve the ultimate form of
sales tax simplification.

Congress should reject such proposals
and be wary of collusive tax compacts that
would in the long run grant the states open-
ended tax authority over the channels of
interstate commerce, not only because of the
potential constitutional issues they raise, but
because tax competition between and among
the states might be negatively affected.
Preserving or enhancing tax competition
should be a guiding theme in this debate.

“Fairness” and “Neutrality” Aren’t
Neutral Terms

Although fairness and neutrality animate
efforts to extend sales tax collection obliga-
tions to Internet vendors, the current sales
tax system is hardly perfectly fair or neutral,

and efforts to extend it to the Internet would
raise different fairness and neutrality issues.
Although state and local officials are rushing
to devise a mechanism to tax interstate sales,
and e-commerce in particular, they have paid
much less attention to the fact that constant
political meddling and special-interest favor-
itism have turned the sales tax base into
Swiss cheese. Countless special rules, exemp-
tions, and loopholes have been devised for
favored industries or products. 

Of course, for those people who desire
fewer taxes in general, the fact that many
goods and services are exempt offers a cer-
tain kind of tax relief. But the downside of
such exemptions is that politicians might
use them as an excuse to raise the rates on
other activities or certain groups of taxpay-
ers. In fact, as states engaged in a spending
frenzy in the 1990s, many legislators in-
creased sales tax rates. Moreover, the average
state sales tax rate has increased from 1.2
percent in 1950 to almost 5 percent today.
The combined state, city, and county rate is
now closer to 6 percent. Despite steady tax
rate increases, however, spending has often
outpaced revenues and led to claims of bud-
get shortfalls.

Is the Internet somehow to blame for the
current situation? Will taxing e-commerce
make up for the perceived tax shortfalls
many governments fear? Unlikely on both
counts. Even if state and local officials suc-
ceeded in devising a sales tax collection
scheme to capture the minuscule portion of
retail economic activity generated by the elec-
tronic commerce sector, it would likely be a
Pyrrhic victory, especially if states kept
increasing spending. 

Extending current sales tax collection
schemes to the Internet in the name of fair-
ness seems particularly hypocritical given
the many games politicians have played
with the current sales tax system. Moreover,
it would hardly be fair to demand that
interstate vendors collect and remit sales
taxes in jurisdictions where they have no
physical presence and consume no govern-
ment services. 
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More Than One Way to Skin This Cat 
The leading solution favored by the states—

a multistate compact on “simplified” and har-
monized sales and use tax collection—is not
the only solution available. State and local law-
makers have several options. They can main-
tain the status quo. They can reduce their
reliance on sales and use taxes or perhaps even
eliminate them entirely. Or they can search for
an alternative method of taxing consumption.
But those options are not very likely to gain
much political support given the popularity of
the sales tax with state and local legislators. 

That means policymakers will ultimately
be forced to choose between two systems of
sales tax reform. The first option, which has
strong support from state and local politi-
cians, is a “destination-based” sales tax
regime organized by a multistate compact,
which would give states the power to impose
tax collection duties on vendors outside their
jurisdictions after tax rates and product defi-
nitions had been sufficiently “simplified” to
get around Supreme Court or congressional
protections of interstate commerce. That is
the SSTP model.

The second option, which has received
much less attention, is an “origin-based” tax
regime, under which states would exercise
their right to tax equally all sales inside their
borders, regardless of the buyer’s residence or
the ultimate location of consumption. Under
that model, all sales would be “sourced” to
the principal place of business for the seller
and taxed accordingly. In fact, in many
instances we already find ourselves in an ori-
gin-based tax regime. For example, someone
who lives in Washington, D.C., but buys a
good across the Potomac River in Virginia is
taxed at the origin of sale in Virginia regard-
less of whether he brings the good back into
the District. Each day in America, millions of
cross-border transactions take place that are
taxed only at the origin of the sale; no ques-
tions are asked about where the good will be
consumed. So why not extend the same prin-
ciple to cross-border transactions involving
Internet, mail order, or other interstate sales?
Although such an origin-based, or “seller-

state,” sourcing methodology has a growing
number of proponents, it remains controver-
sial and unpopular within political circles
since many policymakers fear a “race to the
bottom” in terms of intense tax competition. 

In the end, the debate over Internet taxa-
tion comes down to a question of which over-
arching tax philosophy will prevail in the
future: tax competition or tax collusion?
States can choose to remain truly indepen-
dent governmental entities that respect each
other’s sovereignty by avoiding extraterritori-
al tax schemes and abiding by the protections
for interstate commerce that were established
in the Constitution and upheld in later
Supreme Court cases. Alternatively, the states
could choose to enter into a collusive multi-
state compact for interstate sales and use tax
collection, such as the SSTP, which would
require that they surrender a large degree of
their sovereignty (and the sovereignty of their
subordinate local government units in partic-
ular) in an effort to extract a small amount of
revenue from interstate commercial activities. 

The states would be wise to reject the latter
position and the cumbersome and potential-
ly unconstitutional regime that it entails.
Instead, they should embrace tax competition
and search for solutions that are consistent
with it, such as an origin-based tax system.
Congress must continue to monitor these
developments and stand firm against any
effort by the states to supercede its authority
over the channels of interstate commerce. Of
course, in the end, maintaining the current
Supreme Court nexus jurisprudence is a per-
fectly acceptable solution, especially in light
of some of the other alternatives being con-
sidered. 

The Complexities of Sales
Tax Administration

Although there is little agreement about
how to address the issue of Internet taxation,
the antagonists in this contentious debate
appear to agree on at least one point: the cur-
rent system of state and local sales taxation in
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the United States is threatened by the realities
of the modern, service-based, Information Age
economy. For example, during the heated
1999–2000 debates of the Advisory Commis-
sion on Electronic Commerce, or Internet Tax
Commission as it was commonly known,
Republican governors James Gilmore of
Virginia and Mike Leavitt of Utah were fre-
quently at odds on whether and how to tax e-
commerce. Nonetheless, they agreed that the
current sales tax system would have to be
reformed in light of the changing nature of the
economy. As Governor Gilmore, who also
served as chairman of the ACEC, noted: 

The Internet changes everything. More to
the point, the Internet changes every-
thing including government. Old rules do
not work well in this new borderless
economy. Sometimes they do not work
at all. Regardless, change is everywhere,
and government has to change as well.2

Likewise, Governor Leavitt, who generally
supports the application of some type of tax
regime to the Internet, agreed with Governor
Gilmore, arguing: “The existing system of
sales tax will not work in the 21st century. It
is unthinkably complex and incompatible
with the direction of commerce in the world.
So we [must] modernize it.”3

These statements raise three questions
that policymakers have yet to fully confront: 

• What is it about the current state and
local sales tax system in the United
States that is so troubling that it would
force intellectual combatants such as
Governors Gilmore and Leavitt to joint-
ly denounce it?

• If Gilmore and Leavitt are correct in
their belief that the current system of
sales and use taxation in America is at
odds with modern economic realities,
how can it be altered to ensure that it
does not unjustly burden buyers or sell-
ers?

• If the sales tax cannot be fixed, what, if
anything, will replace it?

To answer those questions, a bit of histor-
ical background is necessary.

The Sales Tax, Theory and Reality
The sales tax dates back to the Great

Depression, when politicians thought that
declining revenues, from property taxes in
particular, necessitated temporary alterna-
tive sources of revenues.4 The sales tax is one
of many “temporary” taxes that never went
away, however. Today, all but five states have
a sales tax.5 Most states rely on a sales tax for
the bulk of their general fund revenues, and
general sales tax receipts make up roughly
one-third of overall state revenues.6

Most economists agree that an efficient
tax should have the following properties: 

• Simplicity. The tax should be easy to
understand and inexpensive to adminis-
ter.

• Neutrality. The tax should not divert
economic resources from more produc-
tive to less productive uses or create
biases in favor of particular taxpayers,
activities, or industries.

• Equity. The tax should not impose bur-
dens on taxpayers without offering
them corresponding gains or propor-
tional benefits in return.

• Transparency. The tax should not be
imposed in ways that obscure its bur-
den; that is, it should not be a hidden
tax. 

• Low Rates. Lower tax rates reduce gener-
al collection and administration burdens
for taxpayers and minimize distortions
in the base since higher rates create pres-
sures for carve-outs.

In theory, sales taxes have many of those
properties. The sales tax is a tax on all indi-
vidual consumption. Consumption taxes can
be fair and efficient if the system treats all
taxpayers equally and does not have a dis-
criminatory structure. The sales tax could
achieve this goal and was probably even
meant to do so. In addition, unlike income
taxes, sales taxes do not create a destructive
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bias against savings and investment that
reduces capital formation. So, a sales tax
could be viewed as a relatively fair and eco-
nomically efficient way of raising revenue. 

Thanks to special-interest rent seekers
and politicians, however, the theoretically
simple sales tax regime has become very com-
plex and sometimes quite burdensome.
Vendors, for instance, have to keep up with a
wide variety of unique product definitions,
product and service exemptions, and sales
tax holidays, as well as the many intricacies of
local sales tax systems. Things are even more
complicated for vendors operating in more
than one state (i.e., remote vendors in inter-
state commerce). If those vendors must col-
lect and remit the sales or use taxes for state
and local governments, the complexities can
become overwhelming and impose an expen-
sive compliance burden on retailers. That can
present a substantial challenge and econom-
ic burden, given that 46 states and approxi-
mately 7,500 local governments impose dif-
ferent sales tax rates and product definitions,
according to Robert J. Cline and Thomas S.
Neubig of Ernst & Young.7

The concern is also that remote vendors
might be forced to collect and remit sales and
use taxes to jurisdictions in which they have
no physical presence and therefore receive no
corresponding benefits for their tax collec-
tion efforts. Of course, the flip side is that if
remote vendors do not collect any taxes,
Main Street vendors will claim they are being
unfairly burdened because they do have to
collect taxes on comparable products. 

To summarize, in the debate over the tax-
ation of remote sales and e-commerce, many
state and local officials have chosen to focus
primarily on one of the principles associated
with an optimal tax system (neutrality) and
argue that the central focus of ongoing sales
tax reform talks should be rectifying the sup-
posed preferential treatment of remote sell-
ers relative to Main Street businesses.

Main Street vendors and tax officials
argue that the current sales tax regime dis-
torts economic activity, causing a shift in
sales and resources from conventional store

sales to e-commerce and mail order compa-
nies by taxing the former and not the latter.8

The argument that the sales tax regime
should not artificially favor some goods and
some channels over others possesses some
force. “It is a standard principle of both legal
systems and economics that similarly situat-
ed goods and services should be treated alike
or discriminatory rules or price distortions
will occur,” argues Karl Frieden, author of
Cybertaxation: The Taxation of E-Commerce.9

However, adding an extra layer of tax in the
name of neutrality does not seem like a good
idea either.

Further Economic and Legal Principles
It seems reasonable to ask whether perfect

tax neutrality—to the extent it is even possi-
ble—should be achieved at any and all costs.
What should happen when other important
goals or values come in conflict with tax neu-
trality? In particular, in the case of e-com-
merce and remote sales, should constitution-
al principles such as the right to due process
and the free flow of interstate commerce be
set aside in an attempt to achieve perfect tax
parity? And what about the principle of tax
competition between and among the states?

At least with regard to due process and
interstate commerce concerns, Supreme
Court decisions have made it clear that such
principles are worthy of consideration and
may need to trump efforts to create perfect
tax parity. For example, in three important
cases—National Bellas Hess, Inc. v. Department of
Revenue of State of Illinois (1967),10 Complete
Auto Transit, Inc. v. Brady (1977),11 and Quill
Corporation v. North Dakota (1992)12—the
Court said that various equity and efficiency
concerns need to be taken into consideration
when state and local governments attempt to
impose collection burdens on remote sellers
of interstate goods. 

The Court’s 1967 decision in Bellas Hess
built on the foundation of its earlier 1954
decision in Miller Bros. Co. v. State of Maryland,13

which held that the state of Maryland could
not constitutionally impose a use tax obliga-
tion on a Delaware seller who had no physical
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retail outlets or sales persons in Maryland.
Although the Court had upheld the power of
states to impose tax collection liabilities on
out-of-state sellers in some earlier cases,14 in
each of those cases the Court had found that
the presence of local agents or retail stores in
the taxing state was sufficient for the state to
demand the businesses to collect taxes since,
“in those situations the out-of-state seller was
plainly accorded the protection and services
of the taxing State.”15

In Bellas Hess the Court noted that it had
“never held that a State may impose the duty of
use tax collection and payment upon a seller
whose only connection with customers in the
State is by common carrier or the United States
mail.”16 And reiterating what it had said in the
earlier case of State of Wisconsin v. J.C. Penney Co.
(1941),17 the Court declared, “The simple but
controlling question is whether the state has
given anything for which it can ask return.”18

In other words, state and local businesses
collect sales (and other) taxes for a given juris-
diction because they can expect to take
advantage of the government programs or
public services made possible by those funds,
such as roads, schools, parks, police, and fire
protection. Remote vendors engaging in
interstate transactions, however, typically do
not benefit from the programs or services
those taxes fund. Therefore, on Due Process
Clause grounds, the Court found that to
impose such collection obligations would be
tantamount to taxation without representa-
tion, or taxation without any corresponding
benefit. Similarly, on Commerce Clause
grounds the Court found that if a company
did not have certain “minimal contacts” with
a particular taxing jurisdiction, it would be
unfair to impose collection burdens on out-
of-state vendors.19 The threshold of physical
presence or minimal contacts necessary to
trigger tax collection duties is known as “tax-
able nexus,” and it is the central animating
principle—and most widely debated con-
cept—in the debate over the taxation of
remote commerce. 

The Bellas Hess nexus framework was
refined in the Court’s 1977 Complete Auto

Transit decision, which established a formal
four-part test to determine whether a state
sales tax would be considered constitutional.
Although the Complete Auto Transit case dealt
specifically with income tax apportionment
among the states, it clearly has some rele-
vance to the debate over the imposition of
transaction taxes such as the use tax. Under
the four-part test, for a sales tax to pass con-
stitutional muster it must

• Be applied to an activity with a substan-
tial nexus within the taxing state.

• Be fairly apportioned.
• Not discriminate against interstate com-

merce.
• Be fairly related to the services provided

by the state.

The logic behind the Court’s framework
in Complete Auto Transit flowed directly from
the Commerce Clause even though Congress
has not passed any specific statute governing
this particular controversy. As the Court
noted in Bellas Hess, “The very purpose of the
Commerce Clause was to ensure a national
economy free from . . . unjustifiable local
entanglements.” This is an example of the
Court applying what is know as “dormant
Commerce Clause” analysis to a controversy
on which Congress has failed to act or pro-
vide guidance.20

However, with regard to sales and use tax
nexus, no decision has been more important,
or created more controversy, than the Court’s
1992 decision in Quill Corp. v. North Dakota.
The Quill ruling is particularly important
because it was the Court’s last major state-
ment on nexus matters related to the sales
and use tax obligations that states can
impose on remote vendors. Therefore, it still
governs taxation of mail order and catalog
sales and, by extension, electronic commerce.

In Quill, the Court ruled that the Commerce
Clause prevented North Dakota from com-
pelling the Quill Corporation, an out-of-state
mail order company, to collect and pay use
taxes on products sold to customers located in
North Dakota because the company had no
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outlets, sales people, or property in the state.
This reinforced the earlier nexus precedents
found in Bellas Hess and Complete Auto Transit. It
is important to note, however, that although
the Court reaffirmed the physical presence
nexus test in Quill, it did so exclusively on
Commerce Clause grounds and largely dis-
posed of Due Process nexus protections for
remote vendors. The Court argued that “due
process jurisprudence has evolved substantially
since Bellas Hess,” to the point that the Court
would now abandon “formalistic tests focused
on a defendant’s presence within a State in
favor of a more flexible inquiry into whether a
defendant’s contacts with the forum made it
reasonable” for the state to demand collection
of sales and use taxes.21

The Court stressed that because the Quill
Corporation had “purposefully directed” its
retail activities at North Dakota residents, “the
magnitude of those contacts are more than
sufficient for due process purposes, and the tax
is related to the benefits Quill receives from
access to the State.”22 Some scholars argue that
the facts in Quill are not entirely analogous to
Internet sales, however, and it remains an open
question whether the Court would overturn
state-based efforts to tax remote Internet com-
merce on Due Process Clause grounds. 23 It
could be the case that more traditional due
process analysis, such as the logic employed in
the J.C. Penney and the Bellas Hess cases, would
prevail if Internet vendors pushed a constitu-
tional challenge on these grounds. But resolv-
ing that question through the courts would be
a long and costly process.

As the law currently stands, therefore, Due
Process Clause protections have been largely
eliminated, but Commerce Clause–related
nexus standards still protect interstate ven-
dors from state and local tax collection
schemes. Understanding that their hands are
tied by the Constitution, the courts (in the
Quill decision in particular) and state and
local legislators and tax collectors have
worked for many years to evade the nexus
restrictions while simultaneously pushing
Congress and the courts to abandon those
protections for interstate vendors. Thus far,

Congress and the courts have refused to
oblige, although legislation was introduced
in Congress following the Quill decision that
would have overturned the remaining
Commerce Clause restraints on taxation of
remote vendors.24 Although the legislation
was the subject of intense debate (and did not
pass), one fact that is undisputed is the role
of Congress in resolving this matter so long
as Commerce Clause considerations are on
the table. As the Court noted in Bellas Hess,
“Under the Constitution, this is a domain
where Congress alone has the power of regu-
lation and control.”25 And in Quill, the Court
concluded, “the underlying issue is not only
one that Congress may be better qualified to
resolve, but also one that Congress has the
ultimate power to resolve. . . . Congress is now
free to decide whether, when, and to what
extent the States may burden interstate mail-
order concerns with a duty to collect use
taxes.”26 As discussed below, it remains to be
seen whether Congress will act at all to
resolve these nexus controversies or whether
it will continue to rely on the courts to han-
dle nexus disputes under existing but dor-
mant Commerce Clause precedents.

Tax Competition as a Guiding Principle
One of the many benefits of a federalist sys-

tem of government is that it encourages juris-
dictions to compete for the allegiance of the cit-
izenry. As the pioneering work of Charles
Tiebout and many other economists and polit-
ical scientists has illustrated,27 tax competition
provides governments with powerful incentives
to keep their tax rates low, improve government
efficiency, and attract businesses and individu-
als. Some governments offer citizens or busi-
nesses a veritable capitalist paradise, free of sig-
nificant tax or regulatory burdens, while others
offer a more activist government that appeals to
a different part of the populace. This encour-
ages citizens and companies to “vote with their
feet” and find jurisdictions that suit their tastes. 

Of course, whether a reduction in tax rates
is a desirable outcome depends on one’s per-
spective. Those who want lower tax rates and
tax reform favor competition between coun-
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tries and between state and local govern-
ments. We should not overlook the fact that
sales tax competition may give state govern-
ments an added incentive to rationalize and
simplify their tax systems. In particular, if tax
rates fall because of cross-border competi-
tion, it is likely that loopholes will disappear
and the tax base will be simplified.

Regardless, cross-border tax competition
often raises neutrality and fairness questions
when the impact on the national market-
place is considered. For example, is it “fair”
that Massachusetts consumers drive into
New Hampshire each weekend to take advan-
tage of sales tax–free shopping opportunities
and then return home to consume those
goods? One way to view this phenomenon is
that Massachusetts is being unfairly deprived
of tax revenues because of such cross-border
shopping. At the same time, similar activities
occur frequently in many jurisdictions and
can be viewed as an important check on the
taxing power of any single government enti-
ty. If Massachusetts officials attempt to
impose too great a burden on their citizens or
companies, those entities may shop else-
where or relocate. That is a healthy part of a
federalist system of government. Without a
“release valve,” or some sort of escape mecha-
nism, federalism would be an empty vessel.
“So long as states and localities are allowed to
set sales tax rates and define what is taxable,
there will be cross-border competition for
consumers. It will be no different in cyber-
space,” notes Doug Lathrop, director of the
Tax and Fiscal Policy Task Force for the
ALEC.28

Even though cross-border commercial
activity will sometimes raise tax neutrality
concerns, a good case can be made that the
principle of tax competition should receive
equal consideration in discussions about the
future of sales tax policy in America. There
are good reasons to challenge the assertion
that tax parity or neutrality should be
achieved by any means necessary. That is
especially true given the increasing complexi-
ty and compliance burdens associated with
the sales tax. 

Sales Tax Complications

The current sales tax system is complicated
by (1) endless political meddling with the sales
tax code to create special rules and exemptions
for a variety of goods and industries; (2) a gen-
eral exemption for the service sector; and (3)
the rise of interstate commerce, or “remote
sales” activity (e-commerce, mail order, catalog
sales), which poses unique tax collection prob-
lems for state and local governments. 

The Exemptions Game
Politicians have long used the tax code as

a method of favoring special interests or
advancing various sociopolitical objectives.
With the sales tax, state and local officials
have created a substantial number of exemp-
tions or special rules for politically favored
causes, products, or entire industries. 

Take agriculture, for example. Farmers
produce crops that are sold in the same way as
countless other commodities in the market-
place. Yet numerous agricultural inputs,
products, machinery, and final outputs are
exempted from sales taxes in most jurisdic-
tions.29 Other significant goods-based exemp-
tions seen in most jurisdictions include food
and groceries, clothing and textiles, and phar-
maceuticals (especially prescription drugs).
The rationale for such exemptions is rather
straightforward: such products are “special”
or “too important” to be included within the
sales tax base because they are considered
necessities for many individuals. In addition,
sales tax “holidays” (for example back-to-
school week or Christmas shopping season)30

are increasingly frequent and popular in
many taxing jurisdictions. 

Regardless of the sociopolitical rationales
behind such exemptions, some critics argue
that those exemptions and holidays put pres-
sure on legislators to raise rates on other
products or producers to make up for “short-
falls.” More important for the purposes of
this paper, efforts to carve out special exemp-
tions for entire industries or classes of goods
have created complicated and sometimes
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quite bizarre product classification regula-
tions. Exemptions for food are notoriously
ambiguous and confusing. As a recent USA
Today column asked, “Is a Twix bar candy or
a cookie? Is dandruff shampoo a beauty aid
or medical supply?”31 If granola bars are
“candy” they would likely be taxed in many
states, but if they are “food” they would not.
Marshmallows present a similar challenge:
taxable candy or tax-exempt food additive?
And should “fruit juice” be taxed as a “soft
drink” or exempted like the fruits from
which it comes? What if it’s not 100 percent
pure fruit juice? The tax treatment of some
goods, such as shoes, varies widely. Some
states exempt shoes as clothing, while others
have created unique tax treatments for ath-
letic shoes or boots. 

Definitional disputes have added even
greater complexity to the sales tax system in the
United States, especially for interstate vendors,
who often have to contend with dozens, if not
hundreds, of conflicting product classification
schemes. Again, because state and local gov-
ernments rely on business vendors to calculate
and collect the sales tax at the time of sale,
compliance costs are a serious matter for busi-
nesses. Vendors must accurately determine the
proper tax treatment of individual goods or
run the risk of repercussions—namely expen-
sive and time-consuming audits—from state
and local tax administrators. In theory the sales
tax is considered a pass-through expense to the
consumer and is not supposed to impose sig-
nificant burdens on vendors in terms of collec-
tion and compliance costs, but clearly it can
pose costly burdens. Large vendors may have
little difficulty making such determinations
and calculations, but smaller businesses or
remote vendors with less support staff may
encounter difficulties in handling tax compli-
ance burdens. And with the threat of audits
always lurking overhead, companies must take
great pains to try to understand and comply
with this increasingly complex system.  

The Rise of the Service Sector 
When the sales tax was first being formu-

lated during the 1930s, tracing and taxing the

sale of commodities was a far more rudimen-
tary undertaking because the industrial econ-
omy of the time was primarily goods based. In
other words, most commodities were tangible
goods, typically sold over the counter at a
retail commercial establishment. Moreover, as
discussed in more detail below, interstate com-
merce was a much smaller proportion of eco-
nomic activity than it is today. That made sales
tax collection a fairly routine matter. 

But as the United States began a gradual
shift to a service-based economy in subse-
quent decades, questions arose about how
and whether to incorporate service-sector
activity into the sales tax. The increasingly
service-oriented economy challenged the tra-
ditional state and local sales tax system
because it had historically concerned itself
with collecting taxes on tangible goods, not
intangible services. Taxing the sale of law
books at a local bookstore was easy enough,
but how should the legal services be taxed?
Likewise, a sales tax can easily be imposed on
the sale of building materials, but what about
architectural, contractor, or construction ser-
vices? The sales tax was not designed to cap-
ture these activities and thus, they were de
facto exempted. 

Although some people decry this general
service sector exemption—arguing that it is
“unfair” to other taxpayers or has raised the
tax burden on others—that argument goes
both ways. The exemption has been a boon
for companies and taxpayers who have been
relieved of the burden of paying additional
taxes. Taxing services would probably prove
impossible in practice anyway. Given the
fluid, intangible nature of service-sector activ-
ity, imposing taxes on such activities would be
far more complicated than taxing goods. In
particular, taxing digital services that can
move across the planet at the click of a button
would entail enforcement efforts that could
prove burdensome and intrusive. Finally,
practically speaking, taxing services is consid-
ered by many people to be political suicide.
Limited efforts have been made by some
states to expand the coverage of their sales
taxes to include services, but those efforts
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have been met with staunch political opposi-
tion and have largely failed.32 Taxing services
has never really been a tenable option.

Remote Sales, Interstate Activity, and E-
Commerce

The rise of national markets and “remote
sellers” (mail order, catalog, and e-commerce
vendors) has posed a different sort of prob-
lem for the sales tax system. Even though
remote sales typically involve the sale of
goods, which have always been subjected to
the sales tax, interstate sales create a variety of
jurisdictional tax collection problems. That
is because the sales tax is a state and local
tax—not a national tax—which relies on col-
lection by vendors “at the counter” within a
particular taxing jurisdiction. 

To understand how problems arise when
interstate vendors and commerce enter the
picture, it is important to recall how the sales
tax is administered. Again, because the sales
tax system in the United States was intended
to be commodity based, it is typically imposed
on consumers as they make purchases of
goods over the counter at a commercial estab-
lishment. Consequently, state and local gov-
ernments rely on business vendors to collect
the sales tax at the time of sale. Theoretically,
the sales tax is considered a pass-through
expense to the consumer and is not supposed
to impose significant burdens on vendors in
terms of collection and compliance costs.

When the sales tax is collected at the
counter, it is assumed that the tax will serve
as a rough proxy for where the actual con-
sumption of that good will take place. For
example, a book purchased in Newark, New
Jersey, will be taxed under the sales tax rate
and definitions of the city of Newark and the
state of New Jersey on the assumption that
consumers will “consume” that book in
those jurisdictions. More specifically, it
assumes that the individuals who purchase
that book live within the confines of those
taxing jurisdictions and that a tax at the
counter will be paid predominately by those
individuals who will benefit from the public
services provided with those revenues. 

Of course, neither of those assumptions is
necessarily true. Buyers who live in New
Jersey may plan to take the book to New York
City and “consume” it there. Alternatively,
some book buyers may be from adjoining
states, such as New York or Pennsylvania,
and take the book back to their home states
to “consume” it. At the moment of sale, how-
ever, no questions are asked of the consumer
about where the ultimate consumption will
take place. While this tax sourcing distinc-
tion seems like an esoteric and perhaps even
irrelevant matter, it is not. 

Tax administrators refer to the current sys-
tem as a “destination-based” sourcing meth-
odology, but that is a misnomer; it is really an
“origin-based” sourcing rule, at least for in-
state sales. “In fact, it can be strongly argued
that the state sales taxes in most states already
begin with a point-of-origin sales tax, then
default to the destination state in the case of
interstate sales,” note sales tax experts Andrew
Wagner and Wade Anderson.33 In other
words, sales taxes are imposed at the origin of
sale, not the final point of destination or con-
sumption. Although this will usually produce
results that tax collectors desire, since most
goods will be purchased and consumed in the
same taxing jurisdiction, there will be many
exceptions to the rule. And, given the increas-
ing mobility of both commercial goods and
consumers themselves, the assumption
underlying the destination-based sourcing
methodology breaks down under closer
inspection, especially when the rise of inter-
state sales is factored into the equation. 

Hoover Institution senior fellow Charles
McLure Jr., a proponent of the destination-
based sourcing methodology, nonetheless
points out: “Sales taxes function best when
local merchants sell primarily tangible products
to local customers, as was once the case.
However, the italicized words in the previous
sentence no longer describe the way the
world actually functions. As a result, it is
inherently difficult to implement a destina-
tion-based sales tax.”34

So although this origin–destination dis-
tinction is largely irrelevant for intrastate
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sales, it is vitally important when interstate
activity is brought into the picture. Because
state and local tax collectors have traditional-
ly relied on commercial vendors to calculate
and collect the sales tax on purchases at the
point of sale, there have always been logistical
questions and legal concerns about applying
the same collection duties to out-of-state
vendors. The decision to apply a destination-
based sourcing methodology to interstate
activity necessitates the adoption of a use tax
as a means of collecting taxes on retail sales
activities that originate out of state. Use taxes
are owed by customers to their home states
(and local jurisdictions) on purchases from
out-of-state companies that do not have
nexus in that state or locality.35 Every time an
individual purchases taxable tangible goods,
whether in person, over the phone, or on the
Internet, the purchase is subject to a use tax
in the state where the merchandise is used. 

In theory, that means that the customer in
Virginia who buys a book from Amazon.com
is obligated to file use tax forms and remit a
use tax based on the prevailing Virginia state
and local rate. Compliance with this require-
ment by individual consumers is extremely
low for business-to-customer (B2C) transac-
tions. Much e-commerce is business-to-busi-
ness (B2B), wherein compliance is much
higher. The low compliance rate for B2C
transactions is often due to ignorance on the
part of taxpayers and should not be consid-
ered explicit tax evasion. Also, for practical
and political reasons, governments find it
very inconvenient and unpopular to collect
and enforce use taxes on individual citizens,
except for those items that are easily trace-
able, such as automobiles or boats that must
be registered in the state of use. At the end of
the day, therefore, the purchase of a book
from a bookstore in Virginia is subject to the
state sales tax, while the same purchase from
Amazon—though technically subject to an
equivalent use tax—is effectively “tax free”
because of the unenforceability of the use tax.

The unenforceability of the use tax explains
why state and local governments have gone to
great lengths to evade legal nexus protections

and demand direct collection of the sales tax by
out-of-state vendors. But, given the practical
problems associated with collecting the use tax
and the nexus constraints placed on state and
local officials by the courts, it is worth asking
why those officials persist in their quest to
retain and extend a destination-based method-
ology for sourcing remote sales activities. Why
not adopt a pure origin-based standard instead
and avoid enforcement and legal hassles alto-
gether? In other words, allow the taxation of
interstate vendors only at the origin of a trans-
action where they have their primary place of
business. 

The answer, not surprisingly, has more to
do with politics than sound economics. “The
true premise behind a use tax in the destina-
tion state actually has very little to do with
consumption. Rather, the purpose is to pro-
tect in-state vendors,” argue Wagner and
Anderson.36 Indeed, in 1964, Congress con-
vened a Special Subcommittee on State
Taxation of Interstate Commerce that subse-
quently became known as the Willis
Commission after its chairman, Rep. Edwin
E. Willis (D-La.). Volume 3, Part 3 of the mas-
sive Willis Commission report noted:

As a practical matter . . . outshipments
and inshipments present very different
problems. So long as there were States
which did not impose a sales tax or
which imposed it at a lower rate, the
States had no interest in taxing out-
shipments. To do so would produce
protests by their own businessmen that
they were being placed at a competitive
disadvantage to other businessmen
located in sales-tax free States or States
with lower rates. Accordingly, the States
have made very little attempt to tax
sales of goods shipped to the buyer in
another State.37

So the application of a destination-based
sourcing rule to interstate transactions was
done not to satisfy any particular economic
objective, but to avoid the uncomfortable
business of imposing taxes on a state’s own
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exports. Better to attempt to impose a tax on
another state’s imports and avoid burdening
domestic vendors with tax collection duties
for the goods they send out of state. Even
today that largely remains the rationale for a
destination-based sourcing methodology for
remote sales taxation—even though a switch
to a pure origin-based methodology would
immediately level the proverbial tax playing
field by demanding that all sellers (remote
interstate vendors and Main Street business-
es alike) collect sales taxes only at the point of
sale. The origin-based alternative to destina-
tion-based tax collection schemes is dis-
cussed in greater detail later in this paper.

The decision to stick with a destination-
based sourcing methodology has necessitat-
ed a “by any means necessary” crusade by
state and local tax administrators to devise a
system to get around current nexus con-
straints in order to collect the use tax owed
on interstate transactions. In recent years,
state and local tax administrators have
worked to devise a multistate solution to the
problem of use tax enforcement that will get
around the nexus protections required by the
courts. The key to this effort—called the
SSTP—is the simplification and harmoniza-
tion of sales tax rates and definitions.

But this system, which will be critiqued
more thoroughly below, is still plagued by the
same fundamental problem the current system
faces—an adamant refusal to abandon the des-
tination-based sourcing rule for interstate
transactions. So long as tax officials seek to
trace and tax sales based on the final destina-
tion or place of consumption, they will always
have to deal with legal and logistical difficulties. 

Many scholars have pointed out that the
advent of widespread e-commerce poses addi-
tional problems for a destination-based
methodology and the use tax because the
Internet makes geography largely irrelevant.
“Traditional concepts of tax jurisdiction, such
as residency, source, and permanent establish-
ment, cannot be relied on,”38 note sales tax
experts Terry Ryan and Eric Miethke. “In the
purely digital world, where both the consum-
mation of the agreement and the exchange of

the product or service occurs on-line, location
is not just irrelevant; it can be impossible to
determine,” argues Dean Andal, former chair-
man of the California Board of Equalization.39

Bearing such considerations in mind, Frieden
appropriately concludes: “It is clear that cre-
ation of sourcing rules for a digital economy
will be an arduous and frustrating task. No
one set of rules is likely to prove ideal, and
therefore, a considerable amount of experi-
mentation can be expected.”40

As an aside, it should be noted that if the
sales tax were a uniform national tax on con-
sumption, many of these problems would
disappear; there would be a single rate and
single definition or classification for each
commodity. And every interstate vendor
would be required to collect and remit that
tax because they resided within the confines
of the United States. In legal terms, every
American corporation has “nexus” or physi-
cal presence within the confines of the
United States, so they could all be taxed by
the federal government regardless of where
they where headquartered in the country.41

But the United States does not have a
national sales tax system at present.42 Instead,
the sales tax is exclusively a state and local tax
system. Jurisdictional tax sourcing controver-
sies were bound to arise as interstate commer-
cial activities proliferated. Very little federal
guidance exists regarding how to resolve such
disputes. To make matters more complicated,
state and local taxing jurisdictions often have
overlapping boundaries and contradictory tax
rules and rates. In the case of the sales tax, each
state and local government jurisdiction has
formulated its own unique sales tax system.
This greatly complicates the sales tax treat-
ment of interstate commerce and makes it
very expensive for remote vendors of interstate
commerce to administer the system.43

According to Cline and Neubig, “high
compliance costs result directly from com-
plexities built into each component of the
sales tax system: definitions of what is taxable,
multiplicity of tax rates, numerous exemp-
tions for specific buyers or uses, overlapping
jurisdictions, filing requirements and audit
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procedures.”44 They estimate that “for firms
selling nationally with collection responsibili-
ties in all 46 states, the compliance costs range
from 14 percent of sales tax collected for large
retailers, to 48 percent for medium retailers,
and 87 percent for small retailers.”45

This remarkable complexity and the costs
associated with it explain why the Supreme
Court ruled in the Quill decision that it would
unduly burden interstate commerce if remote
vendors were required to collect sales and use
taxes for jurisdictions where they have no
physical presence. And it also explains why
some state and local officials have attempted
to create a multi-state compact such as the
SSTP to get around Quill’s restrictions and
begin taxing interstate activity. 

Myths about the Internet
Tax Freedom Act 

Before summarizing the spectrum of sales
tax reform options available to state and local
legislators, it is important to clarify some com-
monly held misperceptions in the debate over
Internet taxation, in particular about the ITFA
and the role of Congress in this process. Many
policymakers, members of the media, and the
general public continue to harbor the illusion
that an extension of the existing ITFA mora-
torium will (1) keep the Internet “tax free,” (2)
increase the disparate treatment of Internet
sales and retail states, further eroding the tax
base of states and local governments, and (3)
allow Congress to impose an unwarranted fed-
eral solution on state and local governments.
In reality, the ITFA has not and will not do any
of these things.

The Moratorium Has Nothing to Do
with the Internet “Tax Free Zone”

The ITFA imposed a moratorium on state
and local Internet access taxes and banned
“multiple” and “discriminatory” taxes on elec-
tronic commerce. The moratorium lasted only
three years but was extended by Congress in
2001 for another two years and will lapse once
again on November 1, 2003. Contrary to press

reports and even press releases and speeches
issued by members of Congress, the moratori-
um does not directly affect the ability of states
and localities to impose sales taxes on pur-
chases made over the Internet. 

As mentioned earlier, state taxing activi-
ties are constrained by the Quill decision,
which prevents states from collecting sales
taxes from vendors who lack a physical pres-
ence, or nexus, in that state. The ITFA merely
imposed a moratorium on state and local
taxes on Internet access and banned “multi-
ple or discriminatory” taxes on e-commerce.
Even if the moratorium were never renewed,
state and local tax collectors could not cur-
rently tax interstate purchases made over the
Internet. Claiming that the ITFA created a
“tax-free zone” is only correct with regard to
Internet access, which is specifically protect-
ed from parochial tax efforts.

The Net Does Not Pose a Serious Threat
to Retail Stores or State and Local
Governments

Those who support broadening the ability
of states to collect sales taxes on remote retail-
ers suggest that the inability of state govern-
ments to collect taxes on e-commerce sales
has deprived states of billions of dollars in
needed revenue and that essential govern-
ment services will be imperiled.46 But this
argument doesn’t hold water. The U.S.
Department of Commerce has been collect-
ing quarterly data on e-commerce retail sales
since late 1999.47 Since that time, e-commerce
activity has grown from roughly $5.5 billion
in the fourth quarter of 1999 to $14.3 billion
as of the fourth quarter of 2002. But as Figure
1 illustrates, despite steady growth, e-com-
merce activity continues to be a minuscule
component of overall consumer spending,
accounting for just 1.3 percent of aggregate
retail sales in 2002. For the three-year period
during which the Department of Commerce
has been collecting data, e-commerce has
averaged just 1.1 percent of total retail sales.
Figure 2 documents e-commerce sales as a
percentage of retail activity for each quarter of
the past three years.
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Given these data, it is hard to make a cred-
ible case that the Internet has caused a fiscal
crisis in the states. Indeed, to the extent there
is a state and local budgetary “crisis” today, it
has much more to do with the massive
spending spree by states in recent years. 

In fact, just a few years ago, many state
and local officials were bragging about their
strong fiscal situation. “Money is just pour-
ing in over the transom,” noted California

governor Gray Davis in March 2000.48

Similarly, in February 2001 a National
Conference of State Legislatures press release
quoted NCSL president Jim Costa, a state
senator from California, boasting that “most
state budgets in recent years have purred like
the engine of a luxury car.”49 That same
NCSL press release noted that 33 states said
revenue growth was on or above target in
early 2001 and that 31 states reported that
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budget cuts would not be necessary to bal-
ance FY 2001 budgets. 

Various reports and surveys backed up
these claims with hard data. Office of
Management and Budget surveys note that
state and local government tax receipts grew
by more than 30 percent between 1994 and
1999, controlling for inflation and the
growth in population.50 Similarly, a recent
Cato Institute survey of the fiscal situation in
the states revealed that between fiscal years
1990 and 2001, state tax revenue grew 86 per-
cent—more than the 55 percent of inflation
plus population growth.51 Likewise, in
December 1998, Michael Flynn of the ALEC
published a report on surplus revenue in the
states, which noted that states are “in their
best financial health in over a decade” with
$74 billion in windfall surplus tax revenues
over the past four years.52 Finally, a Nelson A.
Rockefeller Institute of Government report
showed that as recently as fiscal year 2000,
state tax revenues grew by 8.7 percent.
Adjusted for inflation, this increase repre-
sented the second largest in the last decade.53

Today’s headlines tell a very different
story. “States in Fiscal Crisis,” notes the
Washington Post;54 “For Struggling States, All
Solutions Point to Washington,” says the
New York Times;55 and “States Want Federal
Bailout, But Financial Help Unlikely,” reads
an Investors’ Business Daily headline.56 These
headlines reflect the sobering reality many
states are facing today: the good times are
gone as revenues have dried up and budget
surpluses have disappeared. 

Exactly what happened in the past few
years that led to this reversal of fiscal for-
tunes for the states? Is the Internet somehow
to blame for these budget shortfalls? Given
the data presented above regarding the very
limited slice held by e-commerce in the much
larger economic retailing pie, that’s unlikely. 

The real cause of the states’ fiscal policy
woes emanates from their insatiable appetite
for spending. Despite the record surpluses of
the 1990s, most states continued to spend far
more than they take in. According to the
National Association of State Budget

Officers, state general fund spending grew at
an average rate of 5.7 percent from FY90 to
FY01 while inflation averaged just 2.8 per-
cent over that same period.57 The pace accel-
erated in the late 90s with growth of 7.0 per-
cent in FY99, 6.6 percent in FY2000, and 8.0
percent in FY01.58 Glenn Hubbard, former
chairman of the Bush administration’s
Council of Economic Advisers, recently told
Investors’ Business Daily, “I don’t mean to
sound harsh, but the states that are in the
worst trouble did, frankly, increase spending
substantially during periods in which most
economists would have said the (revenue)
gains were transitory.”59

Instead of facing up to their spending
habits, state and local officials have attempt-
ed to pin the blame on a variety of other fac-
tors: the limited tax cuts that some states put
in place in the 90s; the lack of increased aid
from the federal government; and, of course,
the Internet.

But although profligate spending is clearly
the real cause of the states’ current fiscal poli-
cy woes, many officials still claim that e-com-
merce is a significant drag on revenue genera-
tion and that taxing the Internet will help
make up at least some of the current budget
shortfall. Many state and local groups and
officials point to a study conducted by Donald
Bruce and William F. Fox, economists with the
University of Tennessee’s Center for Business
& Economic Research. Bruce and Fox’s study
estimates the potential lost revenue for state
and local governments at $13.3 billion in 2001
and suggests that this amount will more than
triple to $45.2 billion by 2006.60

But these numbers have been disputed by
other economists and by the Direct Marketing
Association in particular, which produced its
own study showing losses totaling only $1.9
billion in 2001.61 The numbers differ radically
because of disputes about the tax treatment
B2B e-commerce sales and the definition of
what should count as “e-commerce sales” to
begin with.62

Regardless of how much e-commerce
retailing activity grows in future, it is highly
unlikely that it will subsume all traditional
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retailing activity or displace a substantial
portion of Main Street retail sales. But this
debate should not be resolved solely on the
basis of economic projections in one direc-
tion or the other; sound economic policy and
constitutional jurisprudence should govern
the final outcome. 

Congress Does Have a Role in This
Debate

Despite what some state and local groups
or officials claim, Congress does have a very
important role to play in the debate over the
taxation of e-commerce. The Founding
Founders included several provisions in the
Constitution dealing with federal oversight
of the states in order to end factionalism and
protectionism among the states. These pow-
ers, which were granted to the federal govern-
ment to protect the economic liberties of the
citizenry and to aid in the promotion of a
more integrated national economy, have a
bearing on the modern debate over e-com-
merce taxation. They include the following:

• Article I, Section 8, Clause 3 (the
“Commerce Clause”): [The Congress
shall have power] “To regulate commerce
with foreign nations, and among the sev-
eral states, and with the Indian tribes.” 

• Article I, Section 9, Clauses 5 and 6
(nondiscrimination in shipping/ trad-
ing): “No tax or duty shall be laid on arti-
cles exported from any state. No prefer-
ence shall be given by any regulation of
commerce or revenue to the ports of one
state over those of another: nor shall ves-
sels bound to, or from, one state, be
obliged to enter, clear, or pay duties in
another.”

• Article I, Section 10, Clauses 2 and 3
(additional shipping/trading protec-
tions): “No state shall, without the con-
sent of Congress, lay any imposts or
duties on imports or exports . . . [or] lay
any duty of tonnage. . . . ”

• Article I, Section 10, Clause 3 (the
“Compact Clause”): “No state shall,
without the consent of Congress . . .

enter into any agreement or compact
with another state, or with a foreign
power. . . . ”

• Article IV, Section 2, Clause 1 (the
“Privileges and Immunities Clause”):
“The citizens of each State are entitled
to all the Privileges and Immunities of
Citizens in the several States.” (Intended
to prevent states from discriminating
against constitutional rights of out-of-
state citizens.)

• Article VI, Clause 2 (the “Supremacy
Clause”): “This Constitution . . . shall
be the supreme law of the land.” (Made
it clear that when state laws came into
conflict with each other or national
laws, federal law was to prevail.)

The combined effect of these enumerated
constitutional provisions was a clear declara-
tion that state-based protectionism would not
be tolerated; the rights of individual con-
sumers and companies would be protected by
Congress and the courts when threatened by
oppressive and unjustifiable state actions
which adversely affected interstate commerce.
The passage of the Fourteenth Amendment in
1868 enshrined important due process and
equal protection rights in the Constitution,
providing greater protections for citizens from
oppressive state actions.63

In subsequent decades, these constitu-
tional provisions have been cited by the
courts on numerous occasions in controver-
sies related to the regulation of interstate
commerce by state and local governments.
Congress has often drawn on these powers to
justify its oversight of numerous types of
interstate activities and multistate disputes. 

As debates over the tax treatment of remote
vendors came to the fore with the rise of mail
order and catalog sales 30 years ago, some
state and local officials immediately attempt-
ed to impose sales and use taxes on out-of-
state vendors. Although the Court wisely for-
bade such unjust taxation without representa-
tion in cases such as Bellas Hess and Quill, the
Court also noted that the ultimate decision
regarding the tax treatment of interstate ven-
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dors fell to Congress. In Bellas Hess the Court
noted, “Under the Constitution, this is a
domain where Congress alone has the power
of regulation and control.”64 And in Quill, the
Court concluded that, “the underlying issue is
not only one that Congress may be better
qualified to resolve, but also one that
Congress has the ultimate power to resolve.”65

The famous 1965 Willis Commission report
on state taxation of interstate commerce also
concluded: “The [Commission’s] study of
sales taxation shows that the present system is
exceedingly troublesome to business and falls
short of accomplishing the purposes for
which it was adopted. As a national problem,
the task of making the sales tax effective and
workable for interstate sales inevitably falls
upon Congress.”66

Clearly then, the question of whether
Congress has a role to play in this debate can
be laid to rest with those statements. But
what should it do?

The 1999 ITFA moratorium was a fairly
sensible first step since it put state and local
governments on notice that “multiple or
discriminatory” levies on the Internet, as
well as taxes on Internet access, would not
be tolerated. This action is important
because it prevents state and local govern-
ments from automatically looking toward
the Internet as the latest communications
or utility industry “cash cow” that can be
milked for billions of tax dollars. Although
state and local governments certainly have
the right to impose taxes on corporations
within the confines of their jurisdictions,
all too often they have viewed telecom com-
panies as unique, captive businesses that
can be used as a disproportionately large
revenue-generating sector.67 The risk now is
that the same mentality will be applied to
Internet businesses and that state and local
governments will impose a host of levies on
Internet services or access in general.

For these reasons, Congress is considering
an extension of the existing ITFA moratori-
um. Rep. Christopher Cox (R-Cal.) and well
over 100 co-sponsors have proposed H.R. 49,
Internet Tax Nondiscrimination Act, which

would make the existing moratorium perma-
nent. Sen. Ron Wyden (D-Ore.) has intro-
duced a companion bill on the Senate side (S.
52).68 And Sen. George Allen (R-Va.) has intro-
duced legislation in the Senate (S. 150) that is
identical to the Wyden measure except that it
also eliminates any Internet access taxes that
existed prior to October 1, 1998, which were
grandfathered into law by the ITFA.

Although extending the existing morato-
rium and making it permanent is the sensible
next step for Congress to take, federal law-
makers could go further and deal with the
underlying nexus or sales tax collection
issues in one of two decidedly different ways.
On one hand, Congress could consider nexus
clarification legislation that would largely
codify the Supreme Court’s Quill decision
and update it to deal with e-commerce ques-
tions. On the other hand, federal lawmakers
could take up the question of current state
efforts to simplify sales and use tax collection
and determine whether to place their stamp
of approval on an official multistate compact
such as the SSTP. 

Each of these proposals was floated in the
previous session of Congress and may be
entertained once again this session. For rea-
sons outlined in the following section, it
would be far more sensible for Congress to
undertake nexus clarification and codifica-
tion than to get involved in the effort to sim-
plify and harmonize state and local tax rates
and definitions. Congress should stay out of
the latter fight and not approve any formal
multi-state compact for the taxation of inter-
state commerce. Congress certainly has it
within its power to authorize either of these
efforts. But better alternatives may be worthy
of consideration. 

Ten Sales Tax Reform
Options

Many misperceptions or misstatements
have clouded the debate over the taxation of
e-commerce as state and local governments
persist in their attempts to rework their sales
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tax systems and design a system to capture
remote sales activity. Whether or not their
fears regarding increased e-commerce activity
are warranted, there are certainly good rea-
sons for state and local officials to investigate
long-term sales and use tax reform alterna-
tives. The 10 sales tax reform options listed
below outline a broad spectrum of alterna-
tives for state and local officials to consider.
Some of these reform alternatives will be
given more extensive treatment than others,
based on their importance or practicality. 

Although Congress can and should exer-
cise an oversight role when these sales tax
reforms affect interstate commercial activity,
it would be preferable if most of these
reforms sprang from the bottom up. To the
maximum extent possible, federal authorities
should not dictate the direction state and
local governments take except to protect the
channels of interstate commerce from
unconstitutional tax or regulatory burdens. 

Option 1: Enact a Multistate “Tax
Simplification” Compact

The goal here would be to harmonize tax
bases and rates in order to impose use tax col-
lection responsibilities on remote vendors of
interstate commerce. Variations of this first
reform option have been widely touted by
state and local organizations such as the
National Governors Association and the
National Conference of State Legislatures as
the ultimate solution to the current sales tax
predicament. These groups have worked with
state and local tax administrators to craft a
plan known as the SSTP or the “zero burden”
sales tax proposal. In a meeting last
November, 31 state delegates agreed to move
forward with the SSTP plan—now formally
known as the Streamlined Sales and Use Tax
Agreement—and enact legislation in each of
their member states to bring their state and
local sales tax laws into conformity with the
agreement.69

From the outset, the project focused on a
possible compromise or quid pro quo involving
greater simplification of the sales and use tax
system in return for the blessing of Congress or

the Courts on a multistate tax collection com-
pact for remote sales. State officials believe this
would allow them to get around Quill and begin
taxing remote sales activity by minimizing the
burdens placed on remote vendors. 

There are two core elements to the
SSUTA.70 First, the proposal aims to address
the lack of uniformity within the existing
sales tax system for both rates and product
definitions by requiring that participating
states enter into a tax compact and abide by
the rules laid out under the SSUTA. Sales
and use taxes would be administered at the
state level and all units of government within
a state would need to adopt a common tax
base to simplify and harmonize tax adminis-
tration.71 Among other things, the SSUTA
requires uniformity of major tax base defini-
tions, uniformity of state and local tax bases,
and simplification of state and local tax
rates.72 A “governing board,” composed of
four representatives from each member state,
would oversee administration of the com-
pact. The agreement notes that the governing
board would have the power to, “employ
staff, advisors, consultants or agents”; “pro-
mulgate rules and procedures it deems neces-
sary to carry out its responsibilities”; “take
any action that is necessary and proper to ful-
fill the purposes of the Agreement”; and
“allocate the cost of administration of the
[SSUTA] among the member states.”73 The
SSUTA would take effect in a voluntary man-
ner when at least 10 states, representing at
least 20 percent of the U.S. population, agree
to bring their sales and use tax regimes in line
with the agreement. (To gain the force of law
and move beyond the voluntary compliance
stage, some sort of congressional authoriza-
tion would likely be necessary.) 

Second, the SSUTA plan would use several
versions of what John Mikesell calls a “tech-
nofix”74 to achieve greater sales and use tax
simplification and get around the legal hur-
dles preventing states from imposing collec-
tion responsibilities on interstate vendors. In
order to administer the sales tax and minimize
collection costs and other vendor burdens,
participating states and local governments
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could pay Certified Service Providers to han-
dle compliance for vendors that opt to use a
CSP as their tax collection agent. Vendors
would transmit necessary customer order
information to the CSP so that the CSP could
calculate the tax owed. These independent
third-party organizations would be responsi-
ble for remitting the taxes to the states, to
removing collection burdens on remote ven-
dors. Alternatively, vendors could opt to use
computer tax collection software and systems
known as Certified Automated Systems,
preapproved by the states to help calculate the
taxes due from purchases based on the tax rate
of the state where the item is to be sent. A third
option would be for vendors to use their own
proprietary systems to calculate, collect, and
remit the tax owed. In each case the basis for
determining the appropriate tax rates would
be the zip codes of the buyers. 

The SSTP/SSUTA scheme raises a host of
troubling questions. To begin, harmonization,
uniformity, and simplification—the corner-
stones of the SSUTA—have many downsides.
“While simplicity sounds nice, the devil will be
in the details,” argue Wagner and Anderson.
“Centralized uniformity for sales tax also
invites additional pondering such as the desir-
ability of uniformity and centralization of
property tax administration. At what point
does state and local revenue sovereignty and
autonomy disappear?”75 For now, the SSUTA
will be limited to the harmonization of tax
bases between states and some state and local
tax rates.76 This system would entail some loss
of state sovereignty and local autonomy over
tax policy, especially if “harmonization” was
taken to the extreme under the SSUTA. As
Charles McLure, a leading simplification pro-
ponent, explains, “The SSTP has made amaz-
ing progress in achieving simplification. Yet it
would not achieve elegant simplicity or eco-
nomic neutrality until it goes the full nine
yards with harmonization.”77 Indeed, as a con-
dition of its approval of the SSUTA, Congress
may actually require more harmonization—
especially of tax rates—before giving its formal
blessing to the compact. In the name of truly
simplifying tax administration for vendors,

Congress could require the ultimate in sales
tax harmonization—one rate per state with no
local variations.

But as Fred L. Smith Jr. of the Competitive
Enterprise Institute has aptly noted: “Har-
monization of tax policy is not necessarily
good policy. Competition is useful in the mar-
ketplace, but it is perhaps even more valuable
in the political world.”78 Bringing greater uni-
formity to the current system may have some
positive benefits, such as more straightfor-
ward tax administration, but it would come at
the expense of tax competition between the
states and localities. Moreover, when support-
ers of the SSUTA argue for greater uniformity
in the sales tax system, they may just be mak-
ing a covert effort to sustain higher tax rates
and expand the current system to incorporate
remote vendors on interstate goods and ser-
vices. But at what cost? The states are essen-
tially proposing to abandon true federalism
and jurisdictional tax competition in
exchange for the power to potentially recoup a
small amount of tax revenue from interstate
sales through a uniform system of third-party
tax collection. Sadly, it appears that state and
local officials would prefer to create a cozy tax
cartel instead of relying on a “laboratories of
democracy” model of competition between
the states.  

Many analysts have labeled the SSTP/
SSUTA proposal “collusive federalism”79 or
“cartel federalism,”80 because it runs counter
to America’s true federalist structure of gov-
ernment and has very little to do with protect-
ing states’ rights. In fact, if a state wants to
simplify its sales tax base, it can do so and does
not need to reach an agreement with other
states. Federalism is about state indepen-
dence, not state collusion. “It is unfortunate
that supporters of the SSTP cloak their argu-
ments in federalism. Their arguments rend
the concept to the point of meaninglessness,”
argues Michael Flynn of ALEC.81 And
Empower America co-director Jack Kemp has
argued that the proposal “does not appear to
conform to its proponents’ stated admiration
for states’ rights. . . . [It] turns over some of the
most important state power—the power to
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formulate tax policy among them—to an ill-
defined board or commission empanelled
with representatives of unknown origin. . . . [It]
would create a sub-national, supra-state, extra-
constitutional (and possibly unconstitution-
al) governance body that is inconsistent with
the principles of federalism and state sover-
eignty.” Kemp concludes that the plan “is the
very antithesis of American Federalism.”82

Supporters of the SSUTA strongly dispute
the claim that the proposed compact repre-
sents a tax cartel, yet there seems to be little
doubt that the system would require a signifi-
cant degree of collusion among the states to
work. Participating states would have to agree
on tax collection responsibilities and work
together to enforce taxes on each other’s com-
panies and foreclose the opportunity for com-
panies or consumers to escape taxes. Under
this system, when an individual in New York
buys a book on Amazon.com, he would be
taxed at the New York rate, and Amazon.com
would be required to collect that tax on the
basis of the buyer’s home zip code. It means
that the buyer in New York will have no choice
but to pay the New York tax rate on his pur-
chases unless he decides to take his car and
drive across the state lines to shop outside of
New York. In other words, the individual
would no longer be able to shop online in
order to enjoy a lower tax rate or no tax,
because he would systematically be charged
the New York rate for every transaction. The
State of New York would not be able to place
its taxpayers in a situation where they are
forced to pay New York’s high tax rate without
the help of other states that impose the collec-
tion responsibility on retailers. The handful of
states that did not initially go along with the
plan would likely join in very short order once
they realized that their companies were being
required to collect taxes from and remit them
to far-off jurisdictions while they were not col-
lecting taxes on out-of-state companies. This
likelihood reinforces the collusive nature of
the agreement. 

Also, the harmonization and simplifica-
tion envisioned by SSTP supporters would
need to be strictly enforced by a multistate

governance body to ensure that the system
was truly simple enough to satisfy the Quill
requirement that undue burdens not be
placed on interstate commerce. Some remote
vendors have argued that nothing short of one
tax rate per state will satisfy that objective. But
to go that far would require the SSTP govern-
ing board to demand that member states (and
especially local governments) surrender an
even bigger portion of their autonomy in the
name of harmonization and simplification.
(Again, Congress may require that anyway as a
condition of SSUTA approval.) In fact, the
SSUTA currently contains numerous provi-
sions specifying how and when jurisdictions
can change their tax rates or rules as well as
sanctions for noncompliance.83 So efforts to
break from the pack or break the rules of the
compact would be penalized by the governing
board. This also reinforces the collusive nature
of the SSUTA. 

For these reasons, many scholars have
expressed concerns about the SSUTA and
have even gone so far as to label it a tax cartel.
Semantics aside, at a minimum, what is cer-
tain is that the SSUTA (or any destination-
based tax system that calls for the collection
of taxes from out-of-state vendors) will
require the blessing of Congress given its
ramifications for interstate commerce and
the language of Article I, Section 10, Clause 3
of the U.S. Constitution. An attempt by the
states to implement the SSUTA compact
without the formal permission of Congress
would likely raise a court challenge. (Until
such formal recognition of the compact by
Congress was received the SSUTA would
remain voluntary for both states and partici-
pating companies.) 

Hopefully, Congress will carefully consider
any plans to extend the power of the states to
collect taxes on out-of-state purchases and to
reduce tax competition. Writing for the
Claremont Institute, Kent Lassman and Anna
Duff note: “Congress must bear in mind the
important point that the Constitution seeks
primarily to protect interstate commerce, not
interstate tax collection. One of the funda-
mental purposes of the Commerce Clause was
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to promote healthy tax competition among
states in terms of taxation and regulation.”84 If
Congress were to allow states to engage in
their tax harmonization plans, a key element
of limited government—jurisdictional compe-
tition between states—might suffer. 

Second, it bears repeating that the reason
the states are going to such lengths to over-
haul the current sales and use tax system is
that they remain wedded to a destination-
based tax-sourcing scheme for interstate sales.
A destination tax is levied on the full retail
value of imports into a state. Interstate exports
are exempt, and any tax collected before the
export is refunded. Again, advocates of a desti-
nation-based tax on interstate imports claim it
has several advantages.85 Most notably, it is
supposed to ensure equality of treatment
between vendors in order not to distort the
location of economic activity and to serve rel-
atively well as a surrogate for user charges for
the consumption of public services. 

As discussed earlier, however, a destina-
tion-based sourcing methodology has many
deficiencies. First, many destination-based
advocates seem to assume that individuals
and society would be better off with a higher
tax burden. They reason that, under a desti-
nation-based system, the consumer in New
York will face the same tax rate whether he
buys a book at his local bookstore or over the
Internet. The lack of distortion is supposedly
consistent with economic efficiency. In other
words, adding a tax to the good purchased
though the Internet restores economic effi-
ciency because it gets rid of the distortion.
Advocates argue correctly that the con-
sumer’s decision about where to buy the
good is distorted by differences in tax treat-
ments. However, they forget that the tax
introduces distortions of its own, causing
substantial waste that economists call the
deadweight loss of taxes. Then, they improp-
erly assume that the efficiency loss from the
distortion (the difference in tax treatment) is
bigger than the deadweight loss of the added
tax. Such a conclusion seems arbitrary. At the
very least, it is an empirical issue that desti-
nation-based tax advocates have yet to prove.

People shop online because they want to
pay fewer taxes and use the money they did
not pay in taxes to buy something else that
they really value. According to a study by
Austan Goolsbee, “the people living in high
sales tax locations are significantly more like-
ly to buy online.”86 We can probably conclude
that for those people getting rid of the dis-
tortion by forcing them to pay the tax will be
less efficient and lessen tax competition. 

More important, if tax neutrality is the
absolute standard by which we should address
all policy problems, then destination-based
tax advocates may find themselves on a slip-
pery slope. After all, the destination-based sys-
tem found in the SSTP does not address the
fact that an individual in Washington, D.C.,
can still, at almost no cost, shop in Virginia
where the sales tax rate is lower. Cross-border
shopping is still an option that induces a lot of
distortions (in fact much more than the
Internet considering how widespread cross-
border shopping is).87 So logically—if they real-
ly hold tax neutrality to be a sacrosanct princi-
ple—advocates of a destination-based tax
should be in favor of equalizing or harmoniz-
ing sales tax rates across state lines so con-
sumers do not have an incentive to drive to
other states to shop and benefit from lower
tax rates. In fact, to ensure a strict application
of the SSTP or any other destination-based tax
system, a taxpayer should face their home-
state tax rate regardless of where or how they
shop. To achieve perfect “fairness” or “neutral-
ity,” Main Street vendors would need to ask
every consumer where he or she resides or
plans to consume the good.

Kaye Caldwell, public policy director for
CommerceNet, says that as a legal matter this
may have to be the case for states to comply
with constitutional jurisprudence on equal
protection. “If states are allowed to impose
use tax collection obligations on out-of-state
eCommerce and mail order merchants then
in order to comply with the Equal Protection
clause they will have to impose those obliga-
tions on Main Street merchants also.”88 The
practical enforcement costs and difficulties of
such a requirement are obvious.89 “Imagine
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the administrative nightmare for local stores
when a convention comes to town!” notes
Caldwell. Merchants would need to deter-
mine the proper tax jurisdiction, rates, and
definitions for every out-of-state visitor.90

While the SSUTA does not mandate a desti-
nation-based methodology so sweeping that
all vendors will be required to collect such
information about consumers, it remains an
open question whether Caldwell is correct in
thinking that eventual legal challenges
brought under the Equal Protection Clause
might force such a requirement.

Beside the significant enforcement costs,
such a strict application of the destination-
based tax principle would essentially elimi-
nate most vestiges of legitimate tax competi-
tion and thereby the downward pressure such
competition places on overall sales tax rates.
Protected from the threat of seeing taxpayers
shop in other states because taxes may be
lower, tax authorities would have no incentive
to keep their own tax rates low. In fact, the
most fervent advocates of a destination-based
tax explain how its alternative—an origin-
based tax system—“while simpler to imple-
ment would induce a race to the bottom, as
states compete to attract footloose industry
by lowering taxes.”91

A final concern related to the SSTP pro-
posal involves the use of CSPs as tax collectors
on behalf of the states. Deputizing third par-
ties to collect taxes on behalf of the govern-
ment is an idea with an unsettling history. In
the study of economics, third-party tax collec-
tion systems are more commonly known as
“tax farming” systems. Tax farming  is the con-
tracting-out of tax collection duties to private
parties. Third-party agents typically bid for the
right to collect taxes on behalf of the govern-
ment and then take a certain share of the taxes
collected to make it a profitable endeavor.
Since antiquity, tax farming was viewed by
many governments as a more efficient way to
collect taxes. In practice, however, tax farming
rarely worked as well as promised, and when it
did, citizens came to despise it.92

This is because third-party tax collection
systems create a perverse incentive for the dep-

utized private-sector tax collectors to engage
in overzealous enforcement activities in an
effort to increase their own profits. To raise
more revenues, tax farmers often engaged in
disturbing practices. Consequently, citizens
have rebelled against tax farming schemes or
at least protested their existence. And with
good reason. Third-party tax collection
schemes pose a serious threat to citizens’ prop-
erty and privacy. Furthermore, the possibility
of rampant fraud is always present in such
schemes. Simply stated, there are many gov-
ernment functions that should be privatized,
but tax collection is not one of them. 

Despite claims to the contrary and a
handful of safeguards included in the
SSUTA, the CSP tax collection system being
proposed under the compact could pose an
equally serious threat to individual and cor-
porate privacy, especially if certain CSPs
become overzealous tax collectors or divulge
personal data. Under the SSUTA, the CSPs
would need to collect a variety of informa-
tion to successfully collect taxes on interstate
commercial transactions. This is quite unlike
current intrastate, origin-based sales tax
transactions, which do not require the disclo-
sure of similar information as part of the
transaction. 

In a typical transaction in a retail store,
the buyer and seller exchange little more than
money. Occasionally a vendor will ask for the
zip code of the buyer, but such information is
typically not required to be given by the buyer
in order to complete the transaction. Under
the SSUTA, there would have to be some way
to track the location of the buyer at all times
in order to remit money to the appropriate
tax collectors. Other forms of consumer
information would also be collected by the
CSPs to facilitate the sale, including personal
information about the consumer and the
goods or services purchased. These things
could compromise online confidentiality or
anonymity and, in turn, discourage e-com-
merce. “Since most online consumers value
their privacy, knowledge that a government
contractor’s software is embedded in the
merchant’s software and is recording the
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name and address of each purchaser, along
with the substance of each purchase—includ-
ing book selection, the purchase of on-line
content and entertainment, and procure-
ment of drugs and other personal items—
could inhibit online shopping,” concludes
attorney Lee Goodman.93

To summarize, the tax collection scheme
the SSUTA envisions is neither as adminis-
tratively simple as supporters claim, nor is it
free of potential privacy violations. The
SSUTA system would place substantial new
tax collection obligations on vendors (includ-
ing, possibly, Main Street merchants)94 and
require consumers to divulge more personal
information than is currently required to
complete a sale. 

In terms of the practical question of
improved sales tax administration, one won-
ders whether the benefits of the SSUTA sys-
tem would outweigh the costs and complexi-
ties associated with its creation. The current
effort to “simplify” the sales tax system looks
awfully complex. As Andrew Wagner and
Wade Anderson summarize: “Efforts to over-
ly complicate our existing destination-based
tax system simply to capture one potentially
small area of revenue escaping taxation is tan-
tamount to shooting a mouse with an ele-
phant gun. That is to say, is a radical overhaul
of the entire destination-state sales tax really
needed?”95

Option 2: Expand Efforts to Enforce Use
Tax Collection 

As previously discussed, every state that
has a sales tax also has a use tax on its books,
but use taxes remain difficult to collect and
are seldom enforced. The level-playing-field
concern that has animated state and local
efforts to create a harmonized collection
scheme for remote commerce such as the
SSTP stems from the inability of states and
localities to enforce existing use taxes. In the-
ory, therefore, it seems that expanding efforts
to collect use tax would address the collec-
tion problem and end level-playing-field con-
cerns. It would also get around many of the
constitutional concerns raised by state and

local attempts to impose collection burdens
on remote vendors of interstate commerce.
Because use taxes instead impose the collec-
tion burden on the individual citizens within
a jurisdictions, state and local governments
can justly claim they have a right to take steps
to collect those taxes.

In recent years some states have taken
steps to increase compliance with use tax by
stepping up oversight efforts by tax agencies
employing new enforcement techniques and
educating their citizenry about use tax
responsibilities in general. For example, tax
authorities in both Michigan and North
Carolina have taken steps to make their use
tax easier to apply to purchases made over the
Internet.96 They join states such as Connect-
icut, Idaho, Indiana, Kentucky, Maine, and
Wisconsin, which have been trying for years
to improve their collection mechanisms for
use taxes. 

Unfortunately, although this option
addresses some of the concerns about neu-
trality and fairness, it raises other practical
questions. To begin, despite stepped-up edu-
cation and enforcement efforts, experience
suggests that the use tax will remain very dif-
ficult to enforce. As Saba Ashraf noted in the
Florida State University Law Review in 1997:
“Collecting the use tax from the purchaser,
particularly where the purchaser is an individ-
ual, is often inefficient and not cost-effective.
This is especially so because many consumers
do not realize they are subject to the tax.”97

Also, if enforcement efforts are stepped
up, what will happen to taxpayers who have
not purchased any goods on the Internet? If
a taxpayer reports “zero” in the new line on
the income tax form for out-of-state pur-
chases, will he be systematically subjected to
an audit? Who will bear the burden of the
proof? Will taxpayers have to prove that they
did not buy anything on the Internet? How
would one challenge the estimate of out-of-
state purchases made by tax authorities? 

Just how far are state and local officials
willing to go to collect the use tax? The
eagerness of some officials to capture this
revenue was evidenced dramatically during a
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December 1999 meeting of the ACEC, when
Gov. William Janklow (R-S.D.), now a mem-
ber of the U.S. House of Representatives, tes-
tified on behalf of the National Governors’
Association, warning that, ultimately, “we’re
going to start stopping little brown trucks
and going to start examining these pack-
ages,” to determine whether taxes were paid
on each purchase.98 Although it is unclear
whether America’s governors and mayors will
begin taking such drastic steps to monitor
commercial transactions, Rep. Janklow’s
fears and frustrations regarding e-commerce
illustrate the prevailing mood among state
and local officials.

Finally, expanded enforcement of use
taxes raises serious privacy concerns, because
it would require a considerable increase in
individual audits and the collection of per-
sonal data by state revenue officials. As Dana
Mayton, a Kentucky state revenue official,
told USA Today in 2000, “People really feel
that use tax compliance is Big Brother at its
finest.”99 In fact, history teaches that we have
reason to be concerned about personal data
collection by governments. Moreover, there
seems to be little sense in going to such
extremes to save a tax that is fundamentally
unenforceable. “From the average con-
sumer’s standpoint, the use tax is probably
the most ludicrous and patently unenforce-
able tax on the books,” argues Doug
Lathrop.100 “It requires the citizen to become,
in effect, a state tax collector. From what we
know of human behavior, it defies logic to
expect people to save all their sales receipts
from trips to other states, calculate the sales
tax of their home state, and then write a
check for the amount.” 

This explains why, in order to effectively
levy and collect use taxes on their citizens,
states have sought to impose a collection
obligation on out-of-state vendors requiring
them to calculate, collect, and remit the taxes
owed by in-state consumers. But under exist-
ing Supreme Court precedent, the states are
forbidden to impose such a collection bur-
den on remote vendors unless those vendors
have a “nexus,” such as a store or shipping

center, in the taxing jurisdiction. States and
local governments would need Congress to
relax or lift the Supreme Court Quill restric-
tion that forbids them to impose collection
responsibilities for use taxes in such an
extraterritorial fashion. 

Option 3: Maintain the Status Quo
A third option is to maintain the status

quo. If nothing were to change at the state or
the federal level, Supreme Court nexus prece-
dents would continue to provide the general
guidelines for how sales and use taxes are
applied to interstate commercial activity,
including mail order, catalog sales, and 800-
number sales, as well as e-commerce. 

Clearly, maintaining the status quo is a
very appealing option, and policymakers
would be wise not to abandon it hastily if the
alternatives result in higher tax burdens.
More specifically, the status quo would clear-
ly be preferable to the other reform options
currently being given serious consideration,
such as the SSUTA. For one thing, the current
legal arrangement has enabled the interstate
market for mail order, catalog, and e-com-
merce activity to thrive, free of burdensome
tax collection duties. Although it would be
wrong to make an “infant industry” argu-
ment for special treatment for these sectors, it
seems logical that an increase in the tax bur-
den would have a debilitating effect, especial-
ly on the struggling “dot-com” sector. An
empirical study by Austin Goolsbee shows
that local taxation plays an influential role in
online commerce and that “applying existing
sales taxes to the Internet might reduce the
number of online buyers by 24 percent or
more.”101

Although maintaining the status quo for
the interstate market and remote sales tax
collection remains an appealing option, state
and local officials will continue to bemoan
the supposed un-level playing field between
remote sellers and Main Street vendors. Even
though remote commerce does not pose a
serious threat to Main Street businesses or
the sales tax base, the argument that the sales
tax regime should not artificially favor some
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sales channels over others possesses consider-
able force. As discussed below, however, there
are better ways to address this problem than
by adopting a multistate tax compact such as
the SSUTA. 

Option 4: Reinforce Current Nexus
Guidelines

A better option than merely maintaining
the status quo would be to reinforce and clar-
ify nexus standards in light of the rise of e-
commerce and the many confusing tax nexus
questions that have resulted. Building on the
Supreme Court’s Quill decision, the idea
would be for federal policymakers to flesh
out and clarify situations and activities in
which the use of the Internet (as a means of
communications and sales solicitation)
would not be considered evidence of physical
presence and therefore would not establish a
business’s nexus in a state for tax purposes.
This is commonly referred to as establishing
“bright-line” nexus tests or standards,
because it would provide safe harbors for cer-
tain types of commercial transactions while
making clear which activities would cross the
nexus threshold and establish physical pres-
ence so that a tax jurisdiction could impose
duties to collect sales or use taxes. 

This option was outlined in a bill (S.
2401)102 introduced in the 106th Congress by
Sens. Judd Gregg (R-N.H.) and Herb Kohl (D-
Wis.) based on a plan created by Dean Andal
of the California State Board of Equalization,
a former member of the Advisory Commis-
sion on Electronic Commerce.103 The Gregg-
Kohl bill and the Andal plan would have
broadened the protections provided by Quill
by specifically enumerating the types of
Internet transactions or activities that could
and could not be taxed. Gregg-Kohl would
have substituted a “substantial physical pres-
ence” standard for the less inclusive “physical
presence” test outlined in Quill, so it would
become clear that without a significant pres-
ence in a particular state, companies would
not be forced to collect taxes for that taxing
jurisdiction. In particular, under the Gregg-
Kohl proposal, the following activities would

not, in and of themselves, establish tax nexus
for interstate vendors of e-commerce:104

• The solicitation of orders or contracts
for tangible or intangible property or
services that are approved outside a
state and are fulfilled from a point out-
side the state.

• The presence or use of intangible prop-
erty in a state, such as patents, copy-
rights, trademarks, logos, securities con-
tracts, money, deposits, electronic or
digital signals, and Web pages.

• The use of the Internet to maintain a
Web site accessible by customers in a
state.

• The use of an Internet service provider,
online service provider, or other types of
Internet access providers, or World
Wide Web hosting services to maintain,
take, or process orders via a Web page
site or server located in a state.

• The use of any service producer for
transmission or communication by
cable, satellite, radio, telecommunica-
tion, or similar systems.

• The affiliation with a person located in
a state, unless the person is an “agent”
of the business entity who meets the
substantial physical presence standard. 

• The use of independent contractors or
representatives for warranty or repair
services.

Nexus clarification along those lines
would certainly benefit consumers and busi-
nesses by answering many complicated ques-
tions surrounding the tax treatment of
remote sales and e-commerce. As Supreme
Court precedents have shown, determining
nexus is a messy business, an imprecise sci-
ence to say the least. Although the courts
have struck a reasonable balance when con-
fronted with complicated disputes, there
remains a substantial degree of ambiguity in
modern nexus jurisprudence. Efforts such as
the Andal proposal and the Gregg-Kohl bill
clearly cannot anticipate all the possible dis-
putes or future developments involving
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remote commercial tax disputes, but they
can at least attempt to bring nexus law into
the 21st century by clarifying the application
of Supreme Court and constitutional princi-
ples to the more complicated technical issues
of the day.

Even though many remote vendors would
endorse such a proposal, most state and local
officials and tax groups continue to oppose
any effort to clarify or refine the Quill deci-
sion or expand nexus guidelines in general.
According to a CRS Report for Congress on
Internet tax legislation, “state and local gov-
ernments generally oppose federal efforts to
codify nexus standards, which they view as
unduly restricting states’ ability to levy busi-
ness activity (income) taxes as well as sales
and use taxes.”105 This is highly unfortunate
because a nexus clarification proposal would
provide exactly the sort of certainty the cur-
rent system lacks and  offer remote sellers the
protection they deserve from unwarranted
extraterritorial tax schemes.

Option 5: Specifically Exempt All
Internet Sales/E-Commerce from Sales
and Use Taxes

Some federal legislators have suggested
that the easiest way to solve the problems
raised by the imposition of sales and use taxes
on the Internet is simply to prohibit the taxa-
tion of e-commerce altogether. For example,
in the 106th Congress, such outright prohibi-
tions of state and local sales taxation of e-com-
merce were proposed by Rep. John Kasich
(H.R. 3252) and Sen. John McCain (S. 1104).
Such reform alternatives were defended on the
grounds that e-commerce is the source of
increased productivity and as such should be
exempted to provide a chance for this impor-
tant new sector to flourish. 

Even though this option might sound
appealing to some, it is highly improbable
that it would be proposed by many state or
local level officials; only federal legislators
would be ever be likely to consider seriously
such an outright ban on all such taxes. And
state and local leaders would certainly chal-
lenge the constitutionality of such a move

since it would prohibit them from collecting
taxes on sales made within their own borders.
And, once again, fundamental tax fairness
concerns would be left undressed by such a
proposal. In fact, a federal ban on all e-com-
merce taxes would obviously exacerbate exist-
ing tax exemptions and asymmetries. 

Option 6: Provide Sales Tax Exemptions
for Tangible Products with Digital
Equivalents

Main Street retailers continue to claim
that they suffer a competitive disadvantage
relative to their Internet counterparts who do
not face the same tax collection burdens. One
potential partial solution would be to
exempt those items sold by traditional ven-
dors that cyber-retailers sell in digital format,
such as musical compact discs, digital videos,
books and magazines, and other forms of
entertainment. In other words, exempt the
sale of all digitized goods, and also exempt
their non-digitized counterparts that are sold
by traditional vendors.

This was an option debated by the Advisory
Commission on Electronic Commerce and
subsequently embodied in a legislative propos-
al (H.R. 4267) put forward by Reps. Henry Hyde
(R-Ill.) and John Conyers (D-Mich.) in the 106th
Congress.106

The problem with this solution is that the
concern about a level playing field would
remain since many goods not sold through
the Internet would still be subjected to a tax.
In fact, those goods, and the providers of
those goods, would then face a dispropor-
tionate sales tax burden as the list of exempt-
ed goods expanded. Moreover, even if state
and local officials were to consider such a
reform option, which seems highly unlikely,
it would be extremely difficult for them to
decide where to draw the line to determine
which goods would be exempted and which
would not. Finally, as the universe of goods
offered online continues to grow, providing
matching online and offline exemptions in
the name of tax fairness would place another
serious strain on the already diminished sales
tax base. For these reasons, this option is not
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likely to be considered seriously by most state
or local officials or Congress. 

Option 7: Reform Sales Tax Policies or
End Exemptions to Broaden the Base

The current sales and use tax base is rid-
dled with holes largely because state and
local officials have spent decades playing pol-
itics with the tax code to favor certain indus-
tries or interests. In one sense, therefore, if
state and local officials wanted to get really
serious about tax neutrality and create a per-
fectly level tax playing field, they would need
to end all exemptions for favored products
and industries (e.g., food, groceries, prescrip-
tion drugs, and clothing), and all service
industry activities. 

This reform option is highly improbable,
however, simply because it is such a political-
ly sensitive solution. There is a reason why
the sales tax base ended up the way it did,
replete with loopholes and exemptions.
Politicians love to tinker with the tax code in
order to grant special treatment to interest
groups and businesses in exchange for votes.
Those interest groups and businesses have
little incentive to stop lobbying politicians
for such exemptions. In fact, on the rare occa-
sions that state and local officials have
attempted to end certain goods- or service-
based exemptions, the affected interests
fought back with a vengeance and in almost
every case killed the proposals or forced the
repeal of the reform efforts shortly after they
went into effect.107

The more serious problem from a con-
sumer perspective is that it would lead to tax
increases on a wide variety of popular goods
and services. If the affected industries did not
lead the revolt against such proposals, con-
sumers likely would. And practically speaking,
taxing services would create significant
enforcement burdens and potentially raise pri-
vacy questions, especially for digital services.

Option 8: Adopt a Uniform Origin-Based
System of Sales Tax Collection 

The existing sales and use tax regimes—
and most proposals to reform Internet taxa-

tion—are based on sourcing interstate sales
transactions to the destination of sale (the
customer’s shipping or billing address).108 As
mentioned previously, relying on a destina-
tion-based sourcing methodology raises a
variety of problems, especially when the
changing nature of the economy is taken
into account. “All the seemingly intractable
problems of the e-tax debate—in particular,
the differential treatment of ‘Main Street’
and ‘remote’ sales, as well as the extravagant
compliance and administrative costs—stem
from the choice of destination as the regula-
tory principle,” notes Michael Greve.109

By comparison, under an origin-based
sourcing rule—also referred to as a “seller-
state,” “vendor-state,” or “source-based” rule
by some scholars—all interstate sales through
all channels (traditional stores or cyber-retail-
ers) would be taxed at the point of sale
(meaning the company’s “principal place of
business”) instead of at the point of destina-
tion, if the state or locality chooses to impose
a tax. All goods within a given state or locali-
ty would be taxed at the locally applicable
rate no matter how they were purchased and
no matter where they were consumed. 

This option would take care of most of
the problems posed by the destination-based
methodology that is favored by most state
and local policymakers today. Terry Ryan and
Eric Miethke, and many other sales tax schol-
ars, have detailed the many advantages of an
origin-based system.110 According to its pro-
ponents, an origin-based or seller-state sys-
tem would do the following:

• Minimize the burden on sellers by
requiring sellers to know and abide by
the tax rates and regulations within their
principal place of business instead of the
rates and definitions of 7,500 different
taxing jurisdictions. This is “an especially
important advantage for smaller firms
with relatively high compliance costs.”111

• Ensure tax parity between Main
Street vendors and remote sellers:
“An origin-based sales tax is not dis-
criminatory because it can be applied to
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all sales within a state in a uniform and
nondiscriminatory manner. By its very
nature it tends to level the playing field,”
argue Andrew Wagner and Wade
Anderson.112 This would eliminate con-
cerns about neutrality and fairness
because no difference in tax treatment
would occur; in-state Internet vendors
would be taxed on the same terms as in-
state bricks-and-mortar merchants. For
instance, if a consumer purchases a
book from Amazon.com, whose princi-
pal place of business is Seattle, the sales
tax rate for the city of Seattle and the
state of Washington would apply, just as
if the consumer walked into a tradition-
al store in Seattle and purchased a book
while visiting the city. 

• Do away with the need for a multi-
state collection arrangement such as
the SSTP by eliminating any need to
trace interstate transactions to the final
point of consumption. Frieden notes
that “if sales are sourced to the vendor
state, there is no Quill Corp. v. North
Dakota or constitutional nexus problem.
The vendor state already has the consti-
tutional authority to require the seller to
collect sales or use tax in the state of ori-
gin.”113

• Remove nexus uncertainties and con-
stitutional concerns, because only com-
panies within a state or local government’s
borders would be taxed. “An origin-based
system wipes away all the questions about
nexus and liability for multiple tax juris-
dictions,” notes Doug Lathrop.114 Indeed,
Paul Gessing of the National Taxpayers
Union writes, “This would in essence be
the ultimate form of nexus simplifica-
tion.”115 Although he is not a proponent
of an origin-based rule, Karl Frieden
nonetheless notes: “If the state-of-origin
rule is used, then there need be no bur-
densome administrative rules on how to
identify the state of consumption or, as an
alternative, the location of the consumer’s
billing address. Likewise, there is no need
to develop rules for sourcing sales that

involve multiple users because these sales
are all sourced back to the state of ori-
gin.”116 Indeed, opting for an origin-based
sourcing rule would likely be a superior
alternative to nexus clarification because
nexus clarification schemes will always fail
to conceive of all the ways in which cre-
ative tax collectors might attempt to
impose collection duties on remote sellers.
By contrast, an origin-based sourcing rule
would simply need to define the “principal
place of business” for sourcing purposes,
and then no additional tax obligations
could be imposed. Finally, the constitu-
tionality of an origin-based system should
certainly not be a problem, especially in
light of the Supreme Court’s 1995 deci-
sion in Oklahoma Tax Commission v. Jefferson
Lines,117 which held that a state could
impose a tax on the full value of a bus tick-
et purchased in Oklahoma even though
part of the trip took place out of state. In
essence, the Court reasoned that the sales
tax should be an unapportioned tax on
the full value of a good or service that is
affixed at the point where the service is
performed or the good is sold.118 This is
basically an endorsement of an origin-
based sourcing methodology.119

• Largely remove any need for continued
reliance on the use tax because all trans-
actions would henceforth be sourced to
the origin of sale and collected immedi-
ately by the vendor at that point. Even
proponents of a destination-based system
like William Fox and Matthew Murray are
forced to admit that origin-based taxes
“have clear compliance and administra-
tive cost advantages over their destina-
tion-based counterparts through the
elimination of the use tax problem.”120

• Respect buyers’ privacy rights by elim-
inating the need to collect any special or
unique information about a buyer, and
by not using third-party tax collectors to
gather information about buyers. Under
an origin-based scheme, vendors need
only know the tax rates and rules of
their principal place of business.121
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• Respect federalism principles and
enhance jurisdictional tax competi-
tion by permitting each state to deter-
mine its own tax policies and encourag-
ing healthy state-by-state tax rivalry.
Under an origin-based tax system, tax
jurisdictions have an incentive to lower
tax rates to attract businesses and hence
consumer purchases.  Such tax competi-
tion between jurisdictions lowers overall
tax rates and reduces the inefficiency of
the tax system as a whole. In economic
terms, origin-based tax systems lead to
lower marginal tax rates and to smaller
deadweight losses from taxes. In addi-
tion: “An origin-based system is fully
consistent with sound federalism prin-
ciples. Each state would be free to tax
and regulate its own businesses and cit-
izens as it saw fit. Each state’s regulato-
ry autonomy and authority, however,
would stop at the border—which is
where the state ought to stop,” argues
Greve.122 An origin-based system would
not require the extensive harmonization
or centralized, collusive multistate tax
administration efforts envisioned in a
destination-based plan like the SSTP.

• Preserve local jurisdictional tax
authority where a harmonization pro-
posal like the SSTP plans would create a
de facto national sales tax system and
run roughshod over local governments.
Under an origin-based plan, local gov-
ernments could retain whatever tax rate
and tax base schemes they want; no har-
monization or centralization would be
required.

• May be more politically feasible
because it remains unclear whether
Congress or the courts will alter existing
nexus standards and allow extraterritor-
ial taxation by state and local govern-
ments according to a destination-based
scheme.

• May maximize the amount of tax col-
lected for states by making compliance
easier and incorporating activities that
are currently untaxed. Simply stated, an

origin-based methodology would at
least offer state and local governments
the ability to collect taxes on remote
sales activities that originate within
their jurisdictional boundaries rather
than continue a potentially futile effort
to concoct multistate harmonization
schemes to enforce use taxes.

Given the many advantages of an origin-
based scheme over destination-based alterna-
tives, why haven’t many state or local officials
considered it as a serious alternative in this
debate? State and local officials remain wed-
ded to a destination-based system mostly
because they believe that an origin-based sys-
tem of sales taxation would constrain their
ability to tax out-of-state vendors and force
them to make tough political decisions with-
in their own jurisdictions regarding how the
tax burden is to be assessed. Governors, may-
ors, and other local tax officials fear the
prospect of dealing with the vigorous juris-
dictional tax competition that would exist
under an origin-based system, because com-
panies could “shop around” for the more hos-
pitable tax environments. Some critics posit
that increased tax competition would lead to
a “race to the bottom” in terms of tax rates, as
state and local governments attempt to
attract new companies by lowering rates.123

But tax competition is a healthy part of a
federalist system of government, and it
should be viewed as a benefit, not a draw-
back, of an origin-based system. Competition
between governments serves the same func-
tion as competition between private busi-
nesses and can help protect taxpayers against
abuses or excessive tax burdens. Moreover,
the “race to the bottom” fear is probably
overblown. Tax policy is only one of many
factors consumers or corporations consider
when determining where to live or locate
their businesses. Proximity to consumers or
suppliers, quality of local educational system
or worker base, loyalty to local employees and
communities, and other general issues relat-
ed to standard of living are values or consid-
erations that also bear on the minds of busi-
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nesspeople and consumers when deciding
where to reside. Some companies may choose
to “pick up shop” and move to more hos-
pitable jurisdictions if tax rates become
excessive under an origin-based system, but it
is unlikely that there will be a mass exodus of
firms from one state to another, or offshore.

A more sophisticated critique of an ori-
gin-based methodology for remote sales is
that it fails to achieve the primary goal of the
sales tax—to assess the tax on those users
who benefit from the consumption of public
services. Again, in theory, the sales tax is a levy
on the consumption or use of goods within a
given jurisdiction in return for which  the
consumer of those goods receives some bene-
fit. An origin-based tax methodology for
remote commerce actually better honors this
“benefit principle” than does a destination-
based system. After all, who is really benefit-
ing more from the taxes that are being paid
in the case of an interstate transaction—the
seller or the buyer? For the most part, the
public services used to facilitate an interstate
transaction are primarily “depleted” or con-
sumed in the seller’s state, not the buyer’s. If
remote sellers are forced to collect taxes on
behalf of far-off jurisdictions, as the SSTP
envisions, the benefit principle is violated,
because a remote vendor is in no way benefit-
ing from the public services paid for by those
taxes. Moreover, this supposed drawback of
the origin-based system has to be measured
against the many downsides associated with
the current destination-based system, which
doesn’t work very well in practice and raises a
number of constitutional concerns because
of the extraterritorial character of remote col-
lection of sales and taxes. An origin-based
system, by contrast, raises no such problems. 

Of course, an origin-based tax system does
raise some technical issues that will need to
be worked out. For instance, how do we
define the point of origin? In the case of
goods purchased over the Internet, is the
point of origin the place where the company
is headquartered, or the place where the
goods are produced? Is it the place from
which the good is shipped or the place where

the good is received? The origin-based
methodology could be worked out among
the states or outlined by Congress. Indeed,
there already are a few examples of such ori-
gin-based systems in place for interstate
flower orders,124 the sale of prepaid long dis-
tance calling cards,125 and the taxation of
mobile cell phones.126 A “principal place of
business” rule would likely be the result,
determining the origin of sale by calculating
where a seller had the bulk of its employees
and generated most of its profits. 

As long as state and local policymakers
remain committed to preserving the sales tax
system as their primary tax base, the pure ori-
gin-based rule outlined here offers them an
economically sensible and constitutionally
permissible method of taxing e-commerce
sales. And an origin-based system would also
be a better alternative for taxpayers and ven-
dors of interstate commerce because it offers
them a straightforward tax rule that they can
understand and comply with. Regrettably,
however, it is not clear where the political sup-
port will come from to transform this concept
into law. The support is not likely to come
from the state governments supporting the
SSTP, nor will it come from states that have a
limited base of technology companies within
their borders. Such states would fear they
would be on the losing end of the battle to
attract a greater high-tech base, or that an ori-
gin-based approach would produce ruinous
levels of tax competition. Although such fears
are greatly overblown, perception sometimes
drives reality in the debate over tax policy and
will make it difficult for an origin-based pro-
posal to gain much support.

Option 9: Abolish All Sales and Use
Taxes

Because many economists agree that the
sales and use tax system seems seriously threat-
ened by its eroding base and potentially
intractable compliance problems regarding
interstate sales, one radical option to resolve
this debate would be for states and localities
simply to abolish sales and use taxation alto-
gether. This option could be achieved by find-
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ing alternative revenue mechanisms to provide
needed government revenues. Correspond-
ingly, of course, government budgets could be
trimmed to bring spending down to more rea-
sonable and limited levels.

But although total repeal of the sales tax
system is theoretically appealing, practically
speaking it is highly improbable. Even in the
midst of a general erosion of the sales tax
base, most state and local governments
remain committed to preserving the sales tax
as a revenue mechanism, given their histori-
cal reliance on it. Moreover, abolishing the
sales tax would pose special problems for
states such as Tennessee, Washington, or
Florida that do not have an income tax.
Abolishing the sales tax in those states would
almost certainly lead to calls for the adoption
of an income tax, which would not be opti-
mal. However, if states were to entertain the
idea of eliminating their sales tax system and
moving to an income tax system, there are
ways to structure the income tax code to cap-
ture consumption activity more efficiently
and effectively, as the final option reveals.

Option 10: Adopt a Savings-Exempt
Income Tax to Tax Individual
Consumption 

“If indeed the administrative problems of
imposing sales and use taxes through the
Internet are insurmountable, exempting elec-
tronic commerce from transaction taxes and
developing another method of reaching the
wealth added by such commerce may be
appropriate,” argue Ryan and Miethke.127

Moreover, if the sales tax base continues to
experience steady erosion and average sales
tax rates continue to rise over time, the sales
tax system may become increasingly unwork-
able and an unfair burden on taxpayers and
businesses. If this proves to be the case and
no reforms are undertaken in the near term
to address the issue, state and local officials
may eventually have to consider abolishing
product-based (or transaction-based) con-
sumption taxation altogether.

But alternative methods of taxing con-
sumption exist. As Varian has noted, “If you

want a consumption tax, there is a much eas-
ier way to do it than to track and tax each and
every purchase.”128 Like many other econo-
mists, Varian endorsed some variation of a
savings-exempt income tax (SEIT) or “con-
sumed income tax” as a superior method of
levying taxes on individual consumption. As
any Economics 101 textbook makes clear,
consumption is simply income minus sav-
ings. Consequently, taxing consumption
through the income tax code presents an
alternative way to achieve the same end the
sales tax attempts to accomplish. Under a
SEIT, after all savings activity was exempted
from taxation, the remainder would be con-
sider an individual’s consumption activity
and taxed by governments at rates of their
own choosing. Varian continues: 

Since many forms of savings, like Keogh
plans, I.R.A.’s and pension contributions,
are deducted from income before the tax
is computed, our current federal and
state “income” taxes are effectively con-
sumption taxes, at least for many taxpay-
ers. Making savings tax-deductible is bet-
ter than direct taxation of consumption
since it has much lower administrative
costs. And the definition of savings can
be adjusted so that only saving that leads
to real capital formation qualifies for a
deduction.129

The real advantage of a SEIT is that by
shifting consumption taxes to the income
code, a greater proportion of actual individ-
ual consumption would likely be captured
since there would be fewer exemptions for
politically favored goods or industries. And
all individual consumption of services and
interstate goods (including e-commerce)
would be captured by a SEIT. So any “level
playing field” concerns associated with the
current system would disappear. As a result,
whereas the current sales tax system in
America captures less than 50 percent of real
individual consumption by some measures, a
SEIT would likely capture most consump-
tion that took place within the economy.
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And supporters also claim it would accom-
plish this without entailing the administra-
tive complexity associated with the current
sales and use tax system. For these reasons, a
SEIT is certainly a feasible alternative to the
current sales tax system and has been
endorsed by a number of economists.130

As with the other options discussed here,
however, there are some serious drawbacks to
this reform option. Most notably, abolishing
the sales tax outright remains very unpopu-
lar among politicians and would present spe-
cial problems for states that rely exclusively
on sales taxes as a revenue-generating
method. Until the situation grows more
grave for them, many state and local govern-
ments will reject any suggestion that the sales
tax system should be abandoned. Of course,
if they already have an income tax system to
fall back on, they may be able to make a tran-
sition work over time without much pain.
But for states without an income tax, such a
transition would be much more difficult and
potentially very unpopular with the citizenry.
There may also be some difficulty in how
“savings” is defined from one taxing jurisdic-
tion to another when creating a SEIT,
although this would not likely prevent such a
system from being effective. Finally, like
other income tax systems and proposals, a
SEIT would continue to require the presence
of the IRS at the federal level and equivalent
bodies at the state level. Supporters of sales
tax systems, including a national retail sales
tax, point out that sales tax systems would
not necessarily require as much bureaucracy,
and would therefore pose less of a threat to
privacy or civil liberties. 

Conclusion

The goal of current sales tax reform efforts
should not be to rework America’s sales tax
system only to create a more Byzantine, intru-
sive, or anti-competitive system of taxation.
The goal should be to move toward a system
of consumption taxation that is both eco-
nomically efficient and constitutionally per-

missible. And tax competition should be
regarded as a virtue, not a drawback, within
any new system.

The debate over the taxation of remote
sales and e-commerce in particular has
brought these issues to the fore. It would be
wrong, however, for state and local officials
to pin the blame for their sales tax woes on
the Internet, which has only recently began
posing any sort of threat to the sales tax sys-
tem, and only a marginal one at that. Most of
the issues that state and local officials are
being forced to deal with today are long-
standing problems largely created by years of
meddling with the sales tax code and an
unwillingness to adapt to changing econom-
ic realities. More specifically, states’ fiscal
problems have been brought on by their
profligate spending habits.

Although all the solutions on the table
have a serious downside, a pure origin-based
sourcing rule for all sales taxes presents an eco-
nomically efficient and constitutionally sensi-
ble solution to the nagging tax “fairness” and
“neutrality” concerns expressed by many poli-
cymakers and Main Street vendors. Moreover,
an origin-based sourcing rule is vastly superior
to a collusive multistate tax compact such as
the SSUTA. Preserving the Supreme Court
nexus jurisprudence would be a better option
than moving forward with the SSUTA plan.
Clarifying and codifying those nexus stan-
dards would be an even better option.
Alternatively, if some states or localities seek to
move away from transaction-based consump-
tion taxation, then a savings-exempt income
tax might present an alternative method of
levying taxes on individual consumption. The
important point to recognize is that alterna-
tives exist to the SSUTA plan. But each of
them has advantages and disadvantages. 

In the end, states and localities may con-
tinue to experiment with varying systems of
enforcing collection of sales and use taxes
and try to make the current system work. But
if they choose to do so, they must abide by
the constitutional protections and nexus
guidelines that have protected the channels
of interstate commerce in previous decades.
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It would be wrong for members of Congress
to abdicate their responsibility to safeguard
the national marketplace by giving the states
carte blanche to tax interstate commercial
activities through a tax compact. The guid-
ing ethic of this debate must remain tax
competition, not tax collusion. 
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