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Taxation of Internet Sales:  A Path Through the Nexus Quandary

ABSTRACT

Sales over the internet are a rapidly growing segment of U.S. retail operations.  Current U.S. law was intended originally to ensure that internet sales were not discriminated against in the imposition of state-level sales and use taxes.  The original statute, the 1998 Internet Tax Freedom Act, was more or less patterned after the method used to tax mail-order sales.  However, this model has proven inadequate in light of the difficulty of assigning nexus—the significant physical presence required for a taxing jurisdiction to exercise its authority—in internet transactions.  To cut through this difficulty, a uniform national tax on such sales is proposed.  

INTRODUCTION

Governments at all levels in the United States cannot forever afford the continuing revenue hemorrhage caused by sales tax loss on internet sales.  In the U.S. alone, thousands of jurisdictions tax thousands of goods and services at hundreds of rates, subject to change whenever the cognizant legislative body is in session—except for internet sales, currently under a federally legislated tax moratorium under the Internet Tax Freedom Act of 1998, originally scheduled to expire in November 2007, but most recently renewed for seven more years.  State and local governments estimate current total annual revenue losses well into the tens of billions of dollars.  According to the National Conference of State Legislatures (NCSL, 2006), this figure will reach almost $18 billion by 2008, up from an estimated $8.5 billion in 2003.   
When sales taxes were first introduced in the U.S. in the 1930’s, virtually all household commercial transactions were local and straightforward, involving tangible goods rather than services.  Mail order introduced some complexity, but as a percentage of sales and revenues remained relatively manageable.  By the 1980’s, considerable household spending had shifted to services, so a smaller proportion of sales became subject to tax.  Now, as internet sales continue to increase at a rapid pace, the revenue loss and related problems will only become more critical.  With no good way to estimate tax levels or the effects of taxation on internet-sales demand, financial planning will become increasingly difficult for firms in e-commerce, either as buyers or seller, as will revenue estimating for governments.  

THE LAW
The Internet Tax Freedom Act (originally H.R. 4328, 1998) established “a national policy against State and local government interference with interstate commerce on the Internet or interactive computer services, and a three-year moratorium on the imposition of exactions that would interfere with the free flow of commerce via the Internet.”  (Conference, p 1545)  The Act contemplates that the president should seek bilateral, regional and multilateral agreements to establish the internet as a global free trade zone. 
The federal law bars separate taxation of internet access and discriminatory or multiple taxation of internet sales.  In effect, it requires that internet sales be treated the same as mail-order sales.  This turned to be easier to say than to implement, owing to the difficulties addressed below as to which taxing jurisdiction will be the primary one.

As a result, many states began working fairly urgently to standardize their sales tax processes, if not bases or rates, through the Streamlined Sales Tax Project, commenced in 2000 as a cooperative effort of government and retailers.  By 2002, 35 states had adopted legislation committing them to the concepts of the resulting Streamlined Sales and Use Tax Agreement, which include inter alia uniformity in product definitions, privacy protections, rounding rules, and audit requirements, as well as state assumption of the costs of collection for remote sellers.  By January 2008, 19 states are expected to be in full compliance with the Agreement.  However, only a few hundred sellers have agreed to begin collecting taxes under its terms (NCSL, 2006).

Tax rates, bases and exemptions are not affected by the Agreement, nor is this contemplated.  State are concerned about abstract principles of federalism and states’ rights, of course, but also wish to retain the potential for tax policy competition.

Even if federal, state and local authorities can agree how to proceed—an event for which history does not provide hopeful precedent—perverse economic incentives and inequities in tax incidence remain real possibilities.  For one example, persons without effective internet access may end up paying more in sales tax for the same goods than those who do have access.  Because internet access is more likely to be found among the relatively well-off, this will exacerbate the already regressive incidence of the sales tax.  

The problem operates at a global level, as most international tax treaties are bilateral and most deal only or primarily with income taxation.  Negotiating or renegotiating these agreements to sort out consumption taxes will be expensive, time-consuming and astonishingly complex.

Fairly early on, some consensus emerged on a few principles, although of course this does not automatically translate into legislation.  Policymakers and academics (see for example Bennett, 1998; Fox and Murray, 1997; Hellerstein, 1997) have long agreed on the need to consider:

· tax neutrality among similar transactions, no matter how conducted;

· multiple taxation, or new and discriminatory taxes on e-commerce;

· certainty and simplicity for taxpayers;

· flexibility to adapt to new technologies or new markets;

· the need for common definitions of transactions and products; and

· maximum feasible cooperation across sectors and governments.

In October 1998, a meeting of OECD ministers in Ottawa agreed, among other things, that:

1. New forms of taxation should not discriminate against e-commerce compared to other avenues of commerce.

2. Consumption taxes should be assessed only in the “place of consumption,” the definition of which will require international agreement.

3. Digitized products should not be treated as “goods.”

It does not require special futurist training to predict that e-commerce will continue to grow, supplanting as well as supplementing physical and mail-order transactions.  The issue of who gets to tax what, and what rate, will only become more important.

ISSUES 

The key problem is simply stated.  If I go to a department store (in a state that has a sales tax) and buy a backscratcher, the store collects state and perhaps local sales tax, and by the way also pays federal and perhaps state or even local income tax on its profit from the sale.  The store may also be paying franchise or excise taxes as well as property taxes, and its delivery vans are paying motor fuel taxes.  The store’s workers are of course also paying income tax on their wages, from which they spend liberally and mostly locally.  


If I order my backscratcher on line, no aspect of the seller’s business—not the computer, nor the warehouse nor any employee—is necessarily located anywhere near me; perhaps none of these are even in the same country as me or as each other.   I don’t pay any sales tax because of the federal moratorium, but the state and local economic impact goes well beyond that fact.  

In the latter case, who owes how much tax to whom, and how shall we see that it gets collected?  Might taxing jurisdictions try to define as parties to the transaction not just the seller, but the ISP and the electronic banking service that collected my money?  

By and large, U.S. tax law depends on where an activity takes place.  So the issue revolves around the question of where the sale took place.  Was it in my house (or at the railway station, if I used a laptop)? At my ISP?  At the seller’s computer?  At the seller’s warehouse?  Everybody will wish to tax this transaction, and a 1996 U.S. Treasury “white paper” predicted that residence-based taxation would have to replace principles based upon the source of the taxed economic activity.  (U.S. Treasury, 1996) 

The U.S. Constitution under its due process and interstate commerce provisions restricts the right of states to interfere in interstate commerce or to tax out-of-state persons.  The traditional test for who gets to collect a consumption tax is “nexus”—broadly, a legally sufficient connection with a taxing jurisdiction that allows that jurisdiction to collect taxes and impose reporting requirements.  How much connection is “legally sufficient” generally varies with the type of tax.

For mail-order sales, nexus for the purpose of state sales and use taxes requires some sort of physical presence within the state.  (Quill Corp. v. North Dakota, 504 US 298, 1992; reaffirming National Bellas Hess, Inc. v. Department of Revenue, 386 US 752, 1967).  However, these cases concerned mail-order sales, and neither my backscratcher nor its seller was necessarily ever in any store or warehouse in any U.S. taxing jurisdiction at all.  The Quill decision affirmed Congressional authority to decide whether and how to sort this all out under the interstate commerce clause.  

PROPOSAL

Luckily there is a solution which is simple, straightforward, and meets or moves in the direction of meeting most criteria.  It is therefore completely infeasible, but these are its key elements:

1. All goods shipped within or into the U.S. as a result of e-commerce are subject to a use tax levied and collected  by the federal government at a uniform, presumably low rate.  There would be no exemptions or exclusions, but only physical goods would be taxed.  As permitted by Quill, this federal tax would pre-empt state levies.

2. The purchaser specifies which government will receive the resulting tax revenue.  Designated recipients can be the U.S. government, or any state, territory or commonwealth, or the District of Columbia, although there is no inherent reason why the system could not be extended to other national governments.

3. The seller (or whoever collects the money on the seller’s behalf) remits the tax receipts to the U.S. Treasury, which then forwards it to the designated recipient, presumably peeling off a small percentage for its trouble.

4. The recipient government distributes the revenue according to its own laws.

Administration is simplicity itself.  I live in New York and buy a backscratcher over the internet.  The purchase is taxed at, say, three percent.  When ordering, I specify which 

state government should receive the revenue.  Presumably I will specify New York State, but if I am unhappy with New York I can specify Alabama (or in the extended version, Guyana), but this does not increase or reduce the amount of tax I pay.

The seller—that is, the entity who collects the money from me, if it is Paypal or someone other than the actual merchant—remits tax receipts to the Treasury quarterly or so, along with a schedule of which governments are to receive how much.  The Treasury forwards the money, doubtless taking a quarter- or half-percent off the top for its trouble.   Whichever government receives the money then decides how to distribute or expend it.  

The paying agent should probably also be allowed a small slice, as seller’s expenses of sales tax collection are estimated at between about two percent of the tax amount for large retailers and above ten percent for small ones (NCSL, 2006). 

CONCLUSION
Under this proposal, all shipments are taxed at a uniform. low rate, so the tax does not discriminate against internet sales of goods.  It does continue to existing discrimination against on-site or mail-order sales, but lessens the margin.  It also recovers some of the revenue now lost completely to state and local governments.

It adds a small disincentive for governments and tax-exempt organizations to buy over the internet, since no exemptions are granted.  States may, of course, handle this through rebates if they choose to.  Or they could just keep the money.  The same is true for states with no general sales tax, such as New Hampshire, if they feel strongly about it.

It does not tax any services or digitized products—for ease of administration and definition, something must be placed into a container and shipped someplace—but it doesn’t matter where it is shipped to or from.  Nexus is irrelevant.

It honours the principle that the tax should be levied where the goods will be used, unless I designate a jurisdiction where I don’t live, out of spite or pity or some other motive.

It completely cuts through the problems of who pays the tax, who collects the tax, and who gets the money.  I pay the tax, the seller collects it, and I say who gets it.  

Of course, this proposal will not be enacted in this straightforward form.  The tax policy industry in the United States is not disposed toward simplicity, nor is the tax administration industry equipped to deal with it.  Pleas for unique treatments, exemptions, and distributions will arise from every quarter, and many of these boons will be granted.  For instance, cities and counties will wish to get their money directly from the Treasury, on account of their longstanding mistrust of the states.  The legislation resulting from these negotiations will be so burdened with special provisions that any wise president will be compelled to veto it.  
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