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ITH MOST STATE lawmakers
facing large budget deficits, they
have become more aggressive about
collecting online sales taxes. And
now, Congress is considering blessing
a multistate compact that would permit states to impose
such taxes on interstate commerce, ending a 15-year long
debate. To that end, Senator Dick Durbin (D-IL) recently
introduced S. 1452, “The Main Street Fairness Act,” which
would force retailers to collect sales tax for states that join
a formal tax compact.!

Apart from getting chronic state overspending under control,?
abetter solution to the states’ fiscal problems than a tax cartel
that imposes burdensome tax collection obligations on out-
of-state vendors would be tax competition.? Congress should
adopt an “origin-based” sourcing rule for any states seeking to
impose sales tax collection obligations on interstate vendors.
This rule would be in line with Constitutional protections for
interstate commerce, allow for the continued growth of the
digital economy, and ensure excessive, inefficient taxes do not
burden companies and consumers.

BACKGROUND

While the United States does not have a national sales tax,
45 states and approximately 7400 local jurisdictions impose
sales taxes. State and local governments have the power to
require retailers within their borders to collect these con-
sumption taxes at the point of sale in the government’s name,
but they do not have the authority to require businesses out-
side of their jurisdictions to collect taxes for them.

Starting in the 1960s, a string of Supreme Court decisions
restricted state efforts to impose tax collection requirements
on interstate, or “remote,” mail order and catalog vendors.*
The Court held that states could only require firms with a
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FIGURE 1: SALES TAX RATE CHANGES, 2003-2010
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physical presence—or “nexus”—in their jurisdictions to
collect sales taxes on their behalf. Applying the timeless prin-
ciple of “no taxation without representation,” these rulings
extended sensible Commerce Clause protections to interstate
activities. In addition, the Court has ruled that the complexity
of state sales tax laws represents an undue burden on inter-
state commerce because it would be too difficult for out-of-
state vendors to comply with those 7400 local tax systems.’

Though the Court will not let the states collect taxes from
out-of-state sellers, it will let them tax in-state buyers through
“use taxes.” But, because few people voluntarily compute and
pay use taxes,’ states want online retailers to collect the taxes.
States then have turned to counting in-state “affiliates” of
online retailers as a sufficient nexus to impose sales-tax col-
lection obligations, arguing that the presence of an affiliate in
a state is sufficient cause for an Internet company to collect
the sales taxes for that state.”

Companies, however, are as eager to avoid taxes as states are to
impose them. In states that have imposed affiliate taxes, online
vendors have canceled commission arrangements, destroying
in-state jobs and tax revenues. Amazon.com and Overstock.
com recently cancelled affiliate contracts in Connecticut
and California, for example, and Amazon has threatened to
cut ties with other states. Amazon is also negotiating with
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states where it has a nexus, such as Texas and South Caro-
lina, for tax-exempt status in exchange for the promise of
jobs and investment in those states.® If Amazon succeeds in
its negotiation, the resulting agreements would not only give
the company special treatment compared to other businesses,
but it would also would create a vicious cycle in which large
companies could get “tax-free” treatment in exchange for
promises of jobs, while medium-sized to smaller companies
would bear the heavy burden of tax compliance.

COMPLICATED “SIMPLIFICATION"

States are now attempting to circumvent Supreme Court
rulings through the “Streamlined Sales and Use Tax Agree-
ment” (SSUTA).° The SSUTA seeks to minimize the burden
associated with multiple sales tax rates and definitions and,
in the process, overcome the constitutional prohibition on the
taxation of remote vendors.

Different definitions and exemptions greatly complicate the
sales tax codes, as do constant revisions to the sales tax rates
(see Figure 1). For example, is a cookie a “candy,” which is taxed
in most jurisdictions, or a “baked good,” which is typically tax-
exempt? What type of clothing is “essential” and, therefore,
untaxed? When should sales tax holidays be allowed and for
what goods? The SSUTA is a good-faith effort to answer such
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questions. However, the latest incarnation of this constantly
changing “simplification” effort runs over 200 pages. Even if
states adopted SSUTA, the sales tax base would remain rid-
dled with definitional loopholes and complexities that could
burden vendors, especially mom-and-pop operators.*°

A 2006 PricewaterhouseCoopers study found that sales tax
compliance costs for small retailers (with less than $1 mil-
lion in sales) equaled almost 17 cents of every dollar they col-
lected for states." Expanded tax collection obligations could
increase that economic burden and discourage marketplace
innovation and new entry. To remedy that, states have con-
sidered a “small seller” exemption, but piling exemption on
exemption would undermine the goal of simplifying the sales
tax system.

Nonetheless, 24 states already have signed on to the SSUTA. It
isunclear whether all states will join the effort, meaning com-
plexity will persist if multiple tax rules remain in place. If all
states did join the effort, however, it would be the equivalent
of a de facto national sales tax system, led by the states. It
would discourage beneficial tax competition among govern-
ments and likely lead to increased taxes for consumers.

ON "“FAIRNESS"

States insist the SSUTA is needed to “level the playing field”
between online and main street retailers. “Main Street”
vendors—whether the mom-and-pop retailers or larger com-
panies, such as Walmart or Target—are clearly burdened with
significant tax collection responsibilities. The difference in
tax treatment is what animates Senator Durbin’s “Main Street
Fairness Act.”

But fairness cuts many ways. Requiring out-of-state vendors
to collect sales taxes on behalf of jurisdictions where they
have no physical presence remains unfair and unconstitutional,
especially when there are other ways states could promote
fairness. One way to level the playing field would be to cut
or eliminate sales taxes on in-state vendors. Another alterna-
tive would be a national Internet sales tax that would avoid
the complexity problem by imposing a single rate and set of
definitions on all vendors. But that solution opens the door to
a new federal tax base, which would grow to be burdensome
in other ways at a time when American consumers and com-
panies are already over-taxed.

The third and best option might be to clarify tax sourcing
rules by implementing an “origin-based” tax system. In
this system, states would tax all sales inside their borders
equally, regardless of the buyer’s residence or the ultimate
location of consumption. Under that model, all sales would
be “sourced” to the seller’s principal place of business and
taxed accordingly.

This is, after all, how sales taxes have traditionally worked. A
Washington, DC, resident who buys a televison in Virginia, for
instance, is taxed at the origin of sale in Virginia regardless of
whether he brings the television back into the District. Each
day in America, there are millions of cross-border transac-
tions that are taxed only at the origin of the sale; no ques-
tions are asked about where the buyer will consume the good.
Policy makers should extend the same principle to cross-
border sales involving mail order and the Internet. Under this
approach, Internet shoppers would pay the sales tax of the
state where the online retailer is based.

An origin-based sourcing rule would have many advantages
over the “destination-based” sourcing rule that state offi-
cials are pushing. It would eliminate constitutional concerns
because only companies within a state or local government’s
borders would be taxed. An origin-based system would do

Apart from getting chronic state

overspending under control,
a better solution to the states’

fiscal problems than a tax cartel

that imposes burdensome tax
collection obligations on out-
of-state vendors would be
tax competition.

away with the need for prohibitively complex multistate
collection arrangements such as the SSUTA because states
would tax transactions at the source, not at the final point
of consumption.

An origin-based system also would protect buyers’ privacy
rights, eliminating the need to collect any special or unique
information about a buyer and to use third-party tax
collectors to gather such information. Additionally, it would
also preserve local jurisdictional tax authority whereas a
harmonization proposal like the SSUTA plans would create
a de facto national sales tax system that would exclude
local governments.
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Finally, because it is more politically and constitutionally fea-
sible, an origin tax may actually maximize the amount of tax
collected for states by making compliance easier and incor-
porating currently untaxed activities.

CONCLUSION

If Congress feels the need to take action on this front, it should
implement an origin-based sourcing rule for the taxation of
interstate commerce and make it clear to the states that they
are free to impose sales tax on vendors whose principle place
of business is within their borders, but not on imports from
other states. State officials might protest the vigorous tax
competition such a sourcing rule would spawn since some
companies might locate their business in more hospitable tax
environments. But that is real federalism at work. Federal law-
makers should favor it over tax cartels.
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