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                            Introduction

     [1] How can a bus ticket take us to cyberspace? In Oklahoma Tax Commission

v. Jefferson Lines, 514 U.S. 175 (1995), the Supreme Court upheld a sales tax on

the full purchase price of a bus ticket purchased in Oklahoma for travel to

other states. Facially, the case would appear to have little to add to the

current policy debate over the sales and use taxation of electronic commerce.

But on further analysis, the case provides much to consider as a foundation for

an origin-based tax policy for the sales taxation of services delivered over the

Internet that is relatively simple to administer and consistent with existing

constitutional standards, federal tax policy and European tax policy

developments, namely, the transformation of the value added tax (VAT) system to

an origin-based tax. The proposal set forth below specifically focuses on the

sales tax issues on Internet-delivered services and does not address issues

relating to income or franchise taxes. (For the full text of the High Court's

ruling in Jefferson Lines, see 95 STN 64-218.)

                         The Facts Revisited

     [2] The facts in Jefferson Lines are relatively straightforward. The

taxpayer provided bus service in Oklahoma and other states. Oklahoma imposes a

sales tax on transportation services. The taxpayer collected and remitted the

sales tax for tickets sold in Oklahoma for travel that originated and terminated

in the state (wholly intrastate travel) but not for tickets sold in Oklahoma for

bus travel from Oklahoma to other states. Oklahoma asserted that the tax was due

on all tickets sold in Oklahoma for travel to other states. The taxpayer argued

that the tax imposed an undue burden on interstate commerce "by permitting

Oklahoma to collect a percentage of the full purchase price of all tickets for

interstate bus travel, even though some of that value derives from bus travel

through other states." 514 U.S. at 178. Apportionment was rejected despite the

recognition that a portion of the performed services (bus transportation) was

consumed in states other than Oklahoma.

                      Commerce Clause Standards

     [3] Under Complete Auto Transit v. Brady, 430 U.S. 274 (1977), a tax will

survive a Commerce Clause challenge only if it: (1) is applied to an activity

with substantial nexus with the taxing state; (2) is fairly apportioned; (3)

does not discriminate against interstate commerce; and (4) is fairly related to

the services provided by the taxing state. The Court applied the four-prong

Complete Auto Transit test in Jefferson Lines. Three of the four prongs were

relatively easy to satisfy. The taxpayer conceded substantial nexus with respect

to the in-state portion of the travel. 514 U.S. at 184. Discrimination against

interstate commerce was not established because the same tax applies to

purchases for both interstate and intrastate travel. 514 U.S. at 199. The fair

relation prong did not require a detailed accounting of the services provided to

the taxpayer but was satisfied by "police and fire protection, along with the

usual and usually forgotten advantages conferred by the State's maintenance of a

civilized society, are justifications enough for the imposition of a tax." 514

U.S. at 200.

     [4] The "difficult question" in Jefferson Lines was the application of the

fair apportionment prong: "the central purpose [of which] is to ensure that each

State taxes only its fair share of an interstate transaction." 514 U.S. at 184.

Under Container Corp. of America v. Franchise Tax Board, 463 U.S. 159 (1983), a

tax is fairly apportioned only if it passes both the internal and external

consistency tests. The internal consistency test examines the consequences of

every state adopting the same tax and whether multiple taxation would occur. The

tax passed this test in Jefferson Lines because "if every State were to impose a

tax identical to Oklahoma's, that is, a tax on ticket sales within the State for

travel originating there, no sale would be subject to more than one State's

tax." 514 U.S. at 185. The external consistency test looks "to the economic

justification for the State's claim upon the value taxed, to discover whether a

State's tax reaches beyond the portion of value that is fairly attributable to

economic activity within the taxing State." 514 U.S. at 185. In concluding that

the Oklahoma tax satisfied the external consistency test, the Court identified

two broad-reaching general rules regarding sales taxation of interstate

services.

(1) A Sales Tax Should Be

    An Unapportioned Tax

     [5] The Court was clear that a sales tax should be an unapportioned tax. In

distinguishing sales tax from income and gross receipts taxes, the Court stated:

     In reviewing sales taxes for fair share, however, we have had to

     set a different course. A sale of goods is most readily viewed

     as a discrete event facilitated by the laws and amenities of the

     place of sale, and the transaction itself does not readily

     reveal the extent to which completed or anticipated interstate

     activity affects the value on which a buyer is taxed. We have

     therefore consistently approved taxation of sales without any

     division of the tax base among different States, and have

     instead held such taxes properly measurable by the gross charge

     for the purchase, regardless of any activity outside the taxing

     jurisdiction that might have preceded the sale or might occur in

     the future. 514 U.S. at 186.

     [6] The Court rejected the imposition of an apportionment formula based on

mileage even though it may be administratively feasible because the taxpayer was

unable to prove that the tax resulted in a grossly distorted result out of all

proportion to the business transacted in Oklahoma. The Court determined that

there is "no reason to leave the line of long-standing precedent and lose the

simplicity of our general rule sustaining sales taxes measured by full value,

simply to carve out an exception for the subcategory of sales of interstate

transportation services." 514 U.S. at 196 (emphasis added).

(2) A Sale of Services, Like a Sale of Goods,

    Should be Treated as a Local State Event

     [7] The Court noted that "a sale of services can ordinarily be treated as a

local state event just as readily as a sale of goods can be located solely

within the state of delivery. Cf. Goldberg v. Sweet, 488 U.S. 252 (1989).

Although our decisional law on sales of services is less developed than on sales

of goods, one category of cases dealing with taxation of gross sales receipts in

the hands of a seller of services supports the view that the taxable event is

wholly local." 514 U.S. at 188 (citing Western Live Stock v. Bureau of Tax

Revenue, 303 U.S. 250 (1938)). In Western Live Stock, a New Mexico gross

receipts tax imposed on advertising revenues for a magazine distributed within

and without the state was upheld. The magazine was wholly prepared, edited, and

published within New Mexico. The taxpayer's only office and place of business

was located in New Mexico. Advertisements were solicited outside New Mexico.

Payments were made to the taxpayer's offices in New Mexico. The Court noted the

following local event: "All the events upon which the tax is conditioned -- the

preparation, printing and publication of the advertising matter, and the receipt

of the sums paid for it -- occur in New Mexico and not elsewhere." 303 U.S. at

260. In Jefferson Lines, the Court echoed the language in Western Live Stock in

identifying the local state event as "agreement, payment, and delivery of some

of the services in the taxing State; no other State can claim to be the site of

the same combination." 514 U.S. at 190. The local state event exceeded the

minimum requirements in the case law on services, which requires "at least

partial performance in the taxing State" to justify an unapportioned tax. 514

U.S. at 189.

     [8] Moreover, the Court rejected the taxpayer's argument that the provision

of services consisted of a series of separate sales and noted that "nothing in

our case law supports the view that when delivery is made by services provided

over time and through space a separate sale occurs at each moment of delivery,

or when each State's segment of transportation state-by-state is complete." 514

U.S. at 191. The Court stated that the "analysis should not lose touch with the

common understanding of a sale" and the "combined events of payment for a ticket

and its delivery for present commencement of a trip are commonly understood to

suffice for a sale." 514 U.S. at 191.

                     Jefferson Lines Contrasted

                       With Goldberg v. Sweet

     [9] The focus in Jefferson Lines on services as a local state event

represents a significant shift in the Court's prior opinion in Goldberg v.

Sweet, 488 U.S. 252 (1989). In Goldberg, the Supreme Court determined that an

Illinois excise tax on telecommunications did not violate the Commerce Clause.

The Illinois tax was imposed on interstate telecommunications (1) originating or

terminating in Illinois and (2) charged to an Illinois service address (where

the telephone equipment is located and telephone number is assigned), regardless

of where the telephone call is billed or paid. Absent in the Goldberg opinion

was the detailed scrutiny of the local state event; instead, the Court merely

noted that the retail purchase of telecommunications services "is not a purely

local event since it triggers simultaneous activity in several States, cf.

McGoldrick, supra, at 58, the Tax Act reasonably reflects the way that consumers

purchase interstate telephone calls." 488 U.S. at 262.

     [10] In addition, Jefferson Lines departed from Goldberg on the

appropriateness of apportionment in multistate transactions by establishing a

clear and simple standard. In Goldberg, an apportionment formula based on

mileage or some other geographical division was rejected because it would

"produce insurmountable administrative and technological barriers." 488 US at

264-65. In Jefferson Lines, "we reject the idea that a particular apportionment

formula must be used simply because it would be possible to use it" and refuse

to "lose the simplicity of our general rule sustaining sales taxes measured by

full value." 514 U.S. at 196.

                 From the Bus Station to Cyberspace

     [11] When we move from the bus station to cyberspace, by far the most

difficult determination is which state has the "local state event" that

justifies the imposition of an unapportioned sales tax on services. In Jefferson

Lines, the local state event was "agreement, payment and delivery of some of the

services in the taxing State; no other State can claim to be the site of the

same combination." 514 U.S. at 190 (emphasis added). In the Court's view, the

forerunner of the "local state event" was the activity of the taxpayer in

Western Live Stock, in which the Court focused on the activities of the taxpayer

(preparation, printing, publication and receipt of payments) and where the

activities were performed (all in the taxing state).

     [12] When we leave the bus station on a trip, we know in advance the

general route and specific destination. When we log on to cyberspace, we may

start with a local telephone call to connect with our Internet service provider

but our destination may be anywhere. For both the provider and user of Internet

services, it is not necessary to know the specific location of either. The

difficulty the technology presents for tax administration is summarized in the

Interactive Services Association Task Force White Paper, "Logging On to

Cyberspace Tax Policy," at http://www.isa.net/policy/whitepapers.html (this

report also appeared in State Tax Notes, Jan 20, 1997, p. 209):

     Internet and online services, by their nature, are not designed

     with geographical boundaries in mind. This severely limits the

     Industry's ability to comply with tax administration

     requirements based upon locating either the source or the

     destination of electronic transactions. When a sale is delivered

     electronically, . . . Content Provider often cannot determine the

     physical location of the sale's destination.

     [13] In cyberspace, we are in a world that respects no geographic

boundaries. Vendors of services and their customers may not know nor need to

know the location of each other. A sales tax generally requires the vendor to

collect the tax from the customer (or risk liability for any uncollected tax).

Without knowing the location of the customer, a vendor is not certain whether

the services are taxable in the destination state or what rate to apply to the

transaction. One of the uncertainties the taxation of Internet services provides

is the potential application of the use tax. A use tax is generally imposed on

the customer to compensate a state for its incapacity to tax the underlying

sale. Under existing law, if a vendor has physical presence in the destination

state, the vendor has the obligation to collect use tax on the sale. See Quill

Corp. v. North Dakota, 504 U.S. 298 (1992). The mere passage of electronic

signals through a state does not rise to the level of nexus substantial enough

to impose a tax. See Goldberg v. Sweet, 488 US at 263. As a matter of tax

policy, considerations of simplicity and administrative ease may lead to a rule

that imposes a tax collection obligation on Internet services only in the states

where the services are performed by the vendor.

                        A Cyberspace Example

     [14] In Jefferson Lines, the Court identified Western Live Stock as a case

that stands for the proposition that the sale of services may be viewed as a

local state event in the context of the analysis of the sales tax rules. The

facts of Western Live Stock projected onto a cyberspace fact pattern would look

something like this:

     Electronic Publisher wholly prepares, edits, and publishes its

     electronic magazine in State X, where its only place of business

     is located. Electronic Publisher receives revenues from sales of

     advertising space in the magazine from advertisers throughout

     the United States. All payments are made to its place of

     business in State X. The magazine is distributed solely through

     the Internet via a server located in State X. State X imposes a

     sales tax on advertising services.

     [15] The critical question is whether State X could impose an unapportioned

sales tax on the advertising services under the Commerce Clause analysis set

forth in Jefferson Lines. The answer is clearly "yes" under the Complete Auto

Transit four-prong test. First, Electronic Publisher's office and activities in

State X would certainly rise to the level of substantial nexus. Second, no

interstate discrimination would exist because instate and out-of- state

advertisers would be charged the same rates. Third, State X provides police and

fire protection to Electronic Publisher to satisfy the minimal requirements of

the fair relationship prong. Fourth, under the fair apportionment prong, the

internal consistency test would be satisfied because if every state imposed a

tax on advertising services performed in that state, then only the state in

which the services were performed could subject the service to tax. The external

consistency test would be satisfied because a "local state event" occurred in

New Mexico consisting of preparation, publishing, and collection of receipts. No

other state could claim to be the site of the same combination. State X clearly

should be the only state with the right to collect the tax on the advertising

services.

                           Policy Proposal

     [16] Jefferson Lines may provide our ticket to cyberspace with respect to

the sales taxation of services over the Internet. The case when read in

conjunction with the Western Live Stock cyberspace example discussed above leads

to the following proposal: a sales tax on services provided over the Internet

(or other means of electronic commerce) should be an unapportioned tax based on

where the service provider performs its services. In determining where the

services are performed the focus should be on the vendor's activities and not

where the services are consumed. Consider the following example:

     Cyber Corp. provides content to its subscribers for a fixed fee

     each month. Cyber Corp.'s customers are located throughout the

     United States and access Cyber Corp.'s Web site through their

     own Internet service provider. Substantially all of Cyber

     Corp.'s employees and equipment are located in State X.

     [17] Under the Jefferson Lines approach, State X would be the state where

the services were provided by Cyber Corp. for its subscribers, and State X would

have the right to tax the monthly subscriber fee. In Jefferson Lines, the Court

noted that one of the requirements for a fully apportioned tax is at least

partial performance in the taxing state. Under this example, Cyber Corp.'s

service are performed in State X.

                     Advantages of the Proposal

     [18] This origin-based proposal for the taxation of services delivered over

the Internet (or other means of electronic commerce) has numerous advantages

over a destination-based approach:

(1) Administrative Simplicity

     [19] The provider of services over the Internet would have to collect tax

only where the services are performed. In the event that the services are

performed in a number of states, a reasonable approach would be to attribute the

entire sale to the state with the highest cost of performance. This approach is

consistent with Jefferson Lines. Other possible alternatives to consider,

assuming that some of the services are performed in that state include the

state, of commercial domicile or the state of the principal place of business.

Administrative simplicity results: one tax base; one tax rate; one tax return;

and one state tax department to perform an audit.

(2) Consistent With Existing Constitutional Standards

     [20] The proposal is consistent with existing Commerce Clause standards and

would satisfy the Complete Auto Transit test. No federal legislation is required

for the adoption of this policy.

(3) Nexus Uncertainty Eliminated

     [21] The service provider has nexus in the state where it performs its

services. The vexing question of the imposition of a sales tax collection

obligation on a remote seller of services is avoided. The rule overcomes the

inherent limits of the Internet that often restrict vendors and customers from

knowing where the other party is located. The vendor knows where the services

are performed and would collect and remit tax based on the laws of that state.

(4) Eliminate Possibility of Locally Imposed Internet Taxes

     [22] The tax would only be collected by Internet service providers where

the services are provided, not where they are consumed. There is no threat posed

by the proliferation of locally imposed taxes.

(5) State's Rights

     [23] States are free to determine what transactions are taxable, what rate

of tax to apply for sales of services performed within its borders, or whether

to tax Internet service transactions at all.

(6) Treasury Policy Compatibility

     [24] Of the various proposals set forth to date, this proposal is the most

consistent with Treasury Department policy as set forth in the department's

"Selected Tax Policy Implications of Global Electronic Commerce" (November

1996), which recognizes the borderless nature of cyberspace and the difficulty

of trying "to apply traditional source concepts to link an item of income with a

specific geographical location." (For the full text of Treasury's policy paper,

see Doc 96- 30614 (50 pages).)

(7) Compatibility With Proposed Changes to the European VAT

     [25] The proposal is also consistent with the proposed revision to the

value added tax (VAT) system for the sale of both goods and services to an

origin-based system. Under the origin-based system, sales of goods and services

within the European Union would be charged at the local VAT rate, irrespective

of the destination of the goods or services (known as the "definitive" system).

(See C. Sanderson, P. Merril and C. Dunahoo, "Consumption Tax Treatment of

Electronic Commerce: Issues and Policy Recommendations," Tax Notes

International, Doc 98-11435 (5 pages).) The definitive system represents a move

to simplicity and administrative ease over the current VAT system. (See Computer

Systems Policy Project, "Indirect Taxation of Electronic Commerce Option Paper,"

Tax Notes International, Doc 98-12289 (13 pages).)

                             Conclusion

     [26] A tax policy that imposes a sales tax on services on a destination

basis fails to take into account the borderless nature of cyberspace and the

difficulty of knowing where services are delivered. The logical solution is to

adopt an origin-based rule that is supported by the Supreme Court's analysis in

Jefferson Lines. The bus ticket may very well serve as the ticket to cyberspace.
