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I. INTRODUCTION

That which has been is what will be,
That which is done is what will be done,

t Associate Professor of Law, Creighton University School of Law. J.D., 1988,
University of Michigan; B.S.B.A., 1985, Drake University. The author wishes to thank
Heidi Guttau-Fox, David Gale, and Sean O'Connell for their assistance in the prepara-
tion of this Article.
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And there is nothing new under the sun.1

Technological changes affecting the commercial landscape would
appear to cast doubt upon these ancient observations. Business
transactions are becoming increasingly indifferent to geographical
boundaries. Electronic communication networks, such as telecom-
munications, broadcast media, and cable distribution systems allow
the dissemination of commercial information and communication with
customers far beyond local trade areas. Transportation and delivery
networks permit tangible products to reach customers quickly and ef-
ficiently, crumbling the distance barrier that had previously separated
vendors and their customers. The growth of direct marketing through
mail, home shopping, and telemarketing channels provides ample evi-
dence in support of the diminishing significance of physical proximity
in relations between vendors and their customers. 2

Moreover, the objects of trade are changing. Intangible products,
information, and services have become increasingly important, as the
industrial age has given way to the information age. 3 Bits and bytes
of electronic commerce are displacing the atoms of tangible physical
property as objects of trade.4 Electronic payment mechanisms have
further displaced currency and other paper-based systems as a me-
dium for payment as well.5

The emergence of the Internet as a channel for electronic com-
merce is another step in this trend away from geographical bounda-
ries and physical goods. Through harnessing computer power with
communications networks, new commercial opportunities await in
"cyberspace," a nongeographical realm where information, goods, and
services are traded with increasing frequency.

Governments seeking to adapt their tax systems to transactions
in cyberspace face considerable challenges. The Federal Government

1. Ecclesiastes 1:9 (New King James).
2. See, e.g., Hebe R. Smythe, Note, Fighting Telemarketing Scams, 17 HASTINGS

COMM. & ENT. L.J. 347, 350 (1994) ("[Technology has helped] telemarketing to flourish
into a five hundred billion dollar per year business that employs as many as four million
people. By the turn of the century, telemarketing revenues are estimated to reach one
trillion dollars." (footnotes omitted)).

3. See, e.g., Leslie M. Bock, Sales in the Information Age: Reconsidering the Scope
of [UCCi Article 2, 27 IDAHo L. REV. 463, 463 (.1990/1991) (IInformation technology...
has become an influential, if not dominant, force in our lives moving us rapidly from the
industrial age to the information age." (citation omitted)).

4. See Karl A. Frieden & Michael E. Porter, The Taxation of Cyberspace: State
Tax Issues Related to the Internet and Electronic Commerce, 11 STATE TAX NOTES 1363,
1364 (Nov. 11, 1996) ("'[T]he information superhighway is about the global movement of
... bits at the speed of light'" (citation omitted)) [hereinafter Frieden & Porter].

5. See generally Henry H. Perritt, Jr., Legal and Technological Infrastructures for
Electronic Payment Systems, 22 RUTGERS COMPUTER & TECH. L.J. 1 (1996) (discussing
payment through electronic means).
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is currently wrestling with transactional problems of income taxation
of electronic commerce, including jurisdiction to tax, classification of
income, and tax administration issues presented by electronic pay-
ment systems.6 State governments are facing similar issues in sales
and use taxation, which are the focus of this Article. 7

State governments administering sales and use tax systems (col-
lectively, "sales tax systems") face challenges in three principal areas.
First, to the extent that state tax systems are oriented toward tangi-
ble property, many transactions involving services and intangible
property escape taxation entirely. Without changes in the scope of
tax, shifts in transactional content undoubtedly cost the states poten-
tial revenue.8 Second, the diminishing significance of geographical
boundaries calls into question a state's authority to impose taxes.
Conflicting nexus claims create uncertainty for taxpayers and raise
the specter of multiple taxation, or no taxation at all. Third, collection
and administration burdens, which affect multistate businesses and
governments, have a significant impact on the equity and efficiency of
a state's taxing policy. 9 To the extent that those burdens can be
eased, whether by technology itself or by changes in state tax prac-
tices, government, business, and consumers should benefit.

These challenges are, in many respects, quite familiar. Theoreti-
cal and practical challenges affecting taxability, nexus, apportion-
ment, and collection burdens have existed long before "cyberspace"
entered our vocabulary. In many respects, cyberspace merely focuses
attention on existing problems in state taxation that arise out of mul-
tijurisdictional commerce - and in this sense "there is nothing new
under the sun."10

This Article does not purport to identify, and certainly does not
solve, all of these issues. However, it attempts to provide an overview
of the Internet and its environs, and to consider some approaches for
adapting state tax systems to electronic commerce that may facilitate
more equitable taxation and collection practices. Part II provides an

6. See generally Department of Treasury Office of Tax Policy, Selected Tax Policy
Implications of Global Electronic Commerce (Nov. 1996), reprinted in Daily Tax Rep.
(BNA), 1996 DTR 226 d35 (Nov. 22, 1996) [hereinafter Global Electronic Commerce].

7. Local governments are also affected. However, for convenience, this Article fo-
cuses on the states, which generally control the allocation of power to local govern-
ments. See generally DANIEL L. MANDELKER, ET. AL., STATE AND LocAL GOVERNMENT IN

A FEDERAL SYSTEM 37 (4th ed. 1996).
8. Cf. David C. Blum, Comment, State and Local Taxing Authorities: Taking

More Than Their Fair Share of the Electronic Information Age, 14 J. COMPUTER & INFO.
L. 493, 512-13 (1996) (criticizing imposition of state and local taxes on electronic com-
merce without statutory authority).

9. See, e.g., Quill Corp. v. North Dakota, 504 U.S. 298 (1992).
10. Ecclesiastes 1:9 (New King James).
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overview of the Internet and the transactions occurring there.1 ' Part
III discusses administrative problems of assessing and collecting sales
and use taxes 12 along with problems of nexus and apportionment af-
fecting Internet commerce. 13 Finally, Part IV provides some conclud-
ing observations. 14

II. WHAT IS THE INTERNET?

The Internet is becoming an important channel for the exchange
of information, communications, and other resources via computer
networks. 15 An examination of the development of the Internet, its
architecture, and its usage is helpful in understanding the nature of
the challenges in taxing transactions that occur there.

A. THE ROOTS OF THE INTERNET: INTERNETWORKING CONCEPTS

The Internet is rooted in the concept of "internetworking" - con-
necting disparate computer networks together to make them function
as a coordinated and unified network.16 The Internet shares many
characteristics with its less technologically complex predecessors,
such as the postal and telephone systems.' 7 By providing open access
and facilitating connections between localized networks, the postal
and telephone systems have ensured their widespread usage and sig-
nificance in the economic and social fabric.' 8 The Internet also seems
headed in this direction.

1. Common Internetworking Examples: The Postal and Telephone
Systems

The United States Postal Service provides point-to-point collec-
tion and delivery services through a physical network of personnel,
equipment, and transportation systems. It collects mail from a
sender's address, sorts it, and then routes it to a collection point near

11. See infra notes 15-105 and accompanying text.
12. See infra notes 106-96 and accompanying text.
13. See infra notes 197-336 and accompanying text.
14. See infra notes 337-40 and accompanying text.
15. See R. Scot Grierson, State Taxation of the Information Superhighway: A Pro-

posal For Taxation of Information Services, 16 Loy. L.A. ENT. L.J. 603, 604 (1996) ('The
information superhighway is quite simply the next generation of telecommunications
services.").

16. See DOUGLAS E. COMER, INTERNETWORKING wrrH TCP/IP 1 (3d ed. 1995) [here-
inafter COMER, TCP/IP].

17. Aspects of these networks can be traced back to ancient origins. See KATIE
HAFNER & MATTHEW LYON, WHERE WIZARDS STAY Up LATE: THE ORIGINS OF THE IN-
TERNET 51-52 (1996) [hereinafter HAFNER & LYON] (briefly tracing the systematic con-
veyance of messages from ancient Egyptian messengers through modem devices such
as the telephone).

18. See infra notes 19-23 and accompanying text.
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the destination, where it is further sorted and delivered to a particular
address. This network extends between addresses anywhere in the
United States, reflecting a concept known as "universal service." 19

Through connections to the postal networks in other countries, deliv-
ery of communications and other goods is possible throughout the
world.

The domestic telephone network also reflects the universal ser-
vice concept.20 A network of circuits is accessible from service ad-
dresses throughout the United States, permitting communication
between users anywhere in the country. Some of these circuits are
purely local, while others extend across great distances. For example,
a local call may travel from the caller's telephone to a local switching
office to be routed back to a next-door neighbor. A long-distance call
may travel from the caller's telephone to a local switching office, then
to a remote switching office in another city through "trunk" lines
before being routed to the destination telephone. 21 Like the postal
network, worldwide communication or transmission is possible
through connections to similar networks in other countries.

In both of these networks, transmission is possible because of
common technical standards that are applied throughout the net-
work. 22 For example, without common standards, local telecommuni-

19. See DOUGLAS E. COMER, THE INTERNET 9-13 (1995) (hereinafter COMER,
INTERNET].

20. Id.
21. See COMER, TCP/IP, supra note 16, at 18. The telephone network also involves

complexity far beyond this simple example, as the Supreme Court has noted:
Years ago, all interstate telephone calls were relayed through electric wires
and transferred by human operators working switchboards. Those days are
past. Today, a computerized network of electronic paths transmits thousands
of electronic signals per minute through a complex system of microwave radios,
fiber optics, satellites, and cables. DOJ Report 1.2-1.6, 1.8; Brief for MCI Tele-
communications Corporation as Amicus Curiae 2. When fully connected, this
network offers billions of paths from one point to another. DOJ Report 1.18.
When a direct path is full or not working efficiently, the computer system in-
stantly activates another path. Signals may even change paths in the middle
of a telephone call without perceptible interruption. Brief for National Confer-
ence of State Legislatures et al. as amici curiae 6. Thus, the path taken by the
electronic signals is often indirect and typically bears no relation to state
boundaries. The number of possible paths, the nature of the electronic signals,
and the system of computerized switching make it virtually impossible to trace
and record the actual paths taken by the electronic signals which create an
individual telephone call.

Goldberg v. Sweet, 488 U.S. 252, 254-55 (1989) (footnotes omitted).
22. See generally COMER, INTERNET, supra note 19, at 12 (stating that standards

set by a monopoly "made it easy to deploy new technology"). The original telecommuni-
cations standards applied by local telephone networks were prescribed by AT&T, which
held a Government-granted monopoly. After deregulation of telecommunications, these
common standards provided the basis for compatible participation by other vendors.
Similarly, the United States Postal Service governs postal regulations and standards,
such as zip codes, that apply throughout the system.



CREIGHTON LAW REVIEW

cations networks spanning a single city or community could be
isolated, thus limiting their usefulness and value. By allowing "ubiq-
uitous access" to the telecommunications network and interconnection
among networks, telephone service has been transformed from a curi-
osity to a virtual necessity in modem life. 2 3

2. Internetworking with Computers: Origins of the Internet

These concepts of interconnection between networks and open ac-
cessibility are also important to the Internet. Like the telephone sys-
tem before it, the Internet also appears to be well on its way toward
transformation from a curiosity to a necessity.

Early origins of the Internet can be traced to attempts to facilitate
network communications between computer centers pursuing Govern-
ment-funded research. The Defense Department's Advanced Re-
search Projects Agency ("ARPA") was heavily involved in funding
leading-edge computing research at academic and research centers lo-
cated across the country. 24 Competition in the development of digital
computers drove manufacturers to develop their own proprietary oper-
ating systems, so that programming was not interchangeable. 25 Com-
puters were also very costly, ranging from $500,000 to more than $1
million each. 26 The demand for costly computer resources, coupled
with duplication of effort caused by independent operating systems,
required some means to permit a sharing of resources and research. 27

Network connections among these computers emerged as a creative
response to these needs. 28

23. COMER, INTERNET, supra note 19, at 12.
24. See HAFNER & LYON, supra note 17, at 11-13. This research was controlled

from the Information Processing Techniques Office ("IPTO") within the agency. Id. at
12.

25. To illustrate, in 1965 the IPTO director's office contained terminals attached to
computers from three different manufacturers, each having different log-on procedures,
operating systems, and programming languages that precluded communication be-
tween them. Id. at 12-13. The authors explain:

If the scientists doing graphics in Salt Lake City wanted to use the programs
developed by the people at Lincoln Lab, they had to fly to Boston. Still more
frustrating, after a trip to Boston people in Utah wanted to start a similar pro-
ject on their own machine, they would need to spend considerable time and
money duplicating what they had just seen. In those days, software programs
were one of a kind, like original works of art, and not easily transferred from
one machine to another.

Id. at 44.
26. See COMER, TCP/IP, supra note 16, at 1-2.
27. See generally HAFNER & LYON, supra note 17, at 41-44 (describing the problems

associated with independent systems).
28. Despite its roots in the Defense Department, the genesis of this initial com-

puter network was apparently based on peaceful purposes. However, a rumor persists
that the network concept originated as an attempt to protect the Nation's computer
capabilities during a nuclear attack. Id. at 10. The director of the IPTO denies this
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The first network, known as ARPANET, connected computers at
UCLA and the Stanford Research Institute ("SRI") in 1969.29 By the
end of that year, this network expanded to include the University of
Utah and the University of California at Santa Barbara.30 For the
next couple of years, the network grew at a rate of about one node per
month. 31 By August of 1972, it included twenty-nine different nodes
and was being referred to as "the Net."32

ARPANET was designed to be an independent network to support
research, and little attention was given to expansion to support other
users.33 Other networks developed to support other particular user
needs. 34 For example, local area networks (LANs) provided high-
speed connections between relatively short distances, linking com-
puters within the same building or on the same campus.35 Wide area
networks (WANs) provided communications over long distances, but
typically required the sacrifice of lower speeds.3 6

The desire to provide communication between computers in differ-
ent networks - internetwork communication or internetworking - is
essential to understanding the Internet as it is known today.3 7 By
developing standard protocols for communication and adding com-
puters called "gateways" or "routers" to provide dedicated links be-
tween these networks, different computers can communicate through
different networks in a common "language," providing the illusion that
all users are on the same "virtual" network.38

Despite its expanding size, the network functions of ARPANET
were largely experimental. Apart from diagnostic traffic generated to

purpose. Id. As discussed in this Article, the concept of packet switching, which per-
mits digital transmission of information, was originated by an employee of the RAND
Corporation, which was working on that concept in order to protect communications in
the event of nuclear war. See id. at 77. Perhaps this work contributed to the confusion
about the origins of the Internet.

29. See HAFNER & LYON, supra note 17, at 154.
30. See id. at 155.
31. See generally id. at 166 (describing additions to the network).
32. Id. at 178.
33. COMER, TCP/IP, supra note 16, at 39.
34. Id. For example, some experimental networks utilized satellite and radio

transmission technology, which necessarily involved satellite and radio communication,
and therefore was slower than the speeds utilized in ARPANET. See HAFNER & LYON,
supra note 17, at 220-23.

35. COMER, TCP/IP, supra note 16, at 19.
36. Id.
37. Id. at 50-51.
38. See COMER, INTERNET, supra note 19, at 109; HAFNER & LYON, supra note 17, at

246-54. A protocol is "a formal description of message formats and the rules two or more
machines must follow to exchange those messages .... Most protocols include both
intuitive descriptions of the expected interactions as well as more formal specifications
using finite state machine models." COMER, TCP/IP, supra note 16, at 579.
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test the system, its usage was at less than two percent of capacity.39

ARPANET was "virtually unknown everywhere but in the inner
sancta of the computer research community."40 Nevertheless, it had
validated the network communication concept, and particularly the
digital technology of "packet-switching" on which Internet communi-
cations are based. 4 1

B. DATAPACKETS AND THE MECHANICS OF INTERNET ADDRESSING

Electronic communication networks can be divided into two prin-
cipal categories: circuit-switched and packet-switched.42 Circuit-
switched networks, such as found in telephone systems, are based on
forming dedicated connections, or "circuits," between the two users.4 3

The dedicated circuit ensures a data path that will not be interrupted
by other communications, a feature that is well-suited for voice com-
munication.4 4 The second category, packet-switching, forms the basis
of most computer networks. Instead of dedicating a separate circuit
for each communication link, a packet-switched system utilizes com-
mon circuits throughout the network. Packet-switching involves a
process of breaking down electronic files into separate parts, encasing
these parts in electronic envelopes or "packets" that are routed
through the network, and then reassembling the packets into a coher-
ent whole at the destination. 4 5 This permits multiple machines to use
the same circuits, thus saving the cost and delays of dedicated circuits
between each user.46

A common set of protocols for forming and transmitting packets is
essential to ensure that the packets can be transferred between differ-
ent networks, as each network could have different computer systems

39. HAFNER & LYON, supra note 17, at 175.
40. Id. at 176.
41. See id. at 185-86. For a description of packet switching, see infra notes 42-46

and accompanying text.
42. COMER, TCP/IP, supra note 16, at 18.
43. Id.
44. It should be noted that although the Internet does not use circuit-switched net-

works, software facilitating voice communication over the Internet is available. How-
ever, communication on "slow" networks may be limited. See PRESTON GRALLA, How
THE INTERNET WORKS 65-67 (1996).

45. COMER, TCP/IP, supra note 16, at 18.
46. Id. To illustrate the time-saving aspects of packet-switching, consider a con-

veyor belt delivering products from a warehouse to consumers waiting in a retail store.
If circuit-switching principles are followed, Consumer A, who ordered one product,
would have to wait while the conveyor belt delivered 50 products to Consumer B, who
ordered ahead of her. However, with packet-switching, the conveyor belt can accept
both orders, so that A's product is slipped in among B's products. Although B may have
to endure a slight delay, it should be considerably less than the delay A otherwise would
experience. See id.
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and different speeds of operation.4 7 The software implementing these
protocols is presently known as TCP/IP. IP (internet protocol) pro-
vides the rules for computer communication by specifying how the
packet must be formed and providing the process for forwarding pack-
ets to the intended destination.48 TCP (transmission control protocol)
provides additional support to solve problems that may occur in trans-
mission, such as lost or duplicate packets, or packets that may be re-
ceived out of order. 49 Together, these protocols ensure that data
reaches its destination.50

A unique addressing system makes that delivery possible. Each
computer with an Internet connection has an "IP address" which func-
tions much like a specific telephone number.51 The IP addresses are
generally unknown to most Internet users, but they are essential for
IP routing to function properly. 52 Each packet sent using TCP/IP pro-
tocols contains a "header" with the destination IP address. Special-
ized computers called "routers," which are positioned between
networks, use those addresses to send the packet to its destination. 53

IP addresses contain four fields, with each field containing a value
between 0 and 255.5 4 The numeric format of IP addresses is well-
suited for computer hardware responsible for sending, routing, and re-
ceiving datagrams, but it is difficult for human beings to remember.55

A parallel domain name system utilizes names, instead of numbers,
thus providing a mnemonic advantage over the numeric IP addresses.
Through a system of mapping domain names to IP addresses, human

47. See generally COMER, TCP/IP, supra note 16, at 50-51 (discussing network level
connection).

48. COMER, INTERNET, supra note 19, at 108. Packets following IP protocol are also
known as "datagrams." Id.

49. Id. at 115-19.
50. Id. at 119-20.
51. Id. at 112-13.
52. See id.
53. COMER, TCP/IP, supra note 16, at 52.
54. See RicHARD WIGGINS, INTERNET FOR EVERYONE, 75-79 (1995) [hereinafter WIG-

GINS, EVERYONE]. The leftmost field in the IP address determines the identity of the
network. Id. at 79. Computers in class A networks, which are the largest networks,
have IP addresses that begin with numbers from 0 through 127. Id. These networks
each can theoretically include 16,777,216 (256*256*256) different host computers, to
which different values are assigned in the rightmost three fields. Id. Class B networks
have IP addresses beginning with 128 through 191, and further use the next data field
as part of their network address. Id. Accordingly, these networks can have up to 65,536
(256*256) hosts. Id. Class C networks begin with 192 through 223, and they use the
next two data fields as part of their address. Id. at 78-79. These networks can each
theoretically support up to 256 hosts. Id. at 78. Under the current IP address system,
the Internet could theoretically accommodate a total of nearly 4.3 billion different users
(256*256*256*256 =4,294,967,296).

55. WIGGINS, EVERYONE, supra note 54, at 74. For example, my computer's IP ad-
dress on Creighton University's network is 147.134.169.56 - a figure I did not know
about until I began working on this Article.
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users can input names that are more user-friendly, which are then
converted to IP addresses for use in Internet transmission.5 6

Domain names reflect a hierarchical structure with each part sep-
arated by a period.5 7 These parts are organized so that the highest
level domain name appears last, and the lowest level name appears
first. By contrast, ten-digit telephone numbers include the highest
level domain first (i.e., three-digit area codes), followed by the lower
level domains (i.e., three digit exchange codes and four-digit sub-
scriber codes).5 8 Unlike IP addresses, domain names do not necessar-
ily have four parts, but they may contain up to 255 characters, with no
more than 63 characters in any part of the name.59

Although the number of parts and the content may vary, domain
names must follow an organized system to ensure functionality within
the Internet. In order to prevent chaos, users (or their service provid-
ers) must register their high level domain names with a centralized
authority. The Internet Assigned Numbers Authority (IANA) has
overall authority governing IP addresses, domain names, and other
parameters used in the Internet, although some of the actual naming
authority is delegated to lower-level groups.60 Currently, there are
two different structures for assigning the top-level names: geographi-
cal and organizational. 6 '

Geographical names are based on political geography, which may
be broken down to include country, state, and locality, such as city or
county.6 2 For example, a county fire department in Ventura, Califor-
nia might have a name like this: Fire-Dept.CI.Ventura.CA.US. 63

Thus, geographic domain name systems generally permit the user's
location to be identified. However, there may be large enterprises
with network connections in more than one locality or state, which
would require registration in a centralized location, such as the com-
pany headquarters. 6 4 Thus, location names are not foolproof.

56. See generally COMER, TCP/IP, supra note 16, at 391-94 (describing mapping
domain names to addresses and domain name resolution).

57. See id. at 387.
58. Id. at 386-87.
59. WiGwns, EvERYoNE, supra note 54, at 76.
60. Jon Postel, Domain Name System Structure and Delegation (visited March

1997) <ftp'//ftp.isi.edu/in-notes/rfcl591.txt> [hereinafter Postell.
61. COMER, TCP/IP, supra note 16, at 389.
62. Information Sciences Institute of the Univ. of Southern Cal., The U.S. Domain

Overview (last modified Jan. 6, 1997) <http'//www.isi.edu/in-notes/usdnr/usdom-over-
view.html> [hereinafter Overview].

63. Id. Here, the CI field represents a city government agency. Id. A county gov-
ernment agency would have a CO field in lieu of a CI field. Id. For nongovernmental
entities, the CI or CO fields are omitted. Id.

64. Id.
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Currently, the geographical system is administered by the US Do-
main Registry at the Information Services Institute of the University
of Southern California in Marina del Rey, California.6 5 The US Do-
main currently registers host computers of "federal government agen-
cies, state government agencies, K-12 schools, community colleges,
technical/vocational schools, private schools, libraries, museums, city
and county government agencies, as well as [computers] in businesses
and home computers."6 6 However, authority for naming lower-level
domains, such as localities or special purpose domains for certain
schools and government agencies within particular states, may be fur-
ther delegated to other managers. 6 7

Although any computer in the United States can be registered
under the geographic system, many users are registered under the al-
ternative organizational system, which does not reflect a geographical
identity.68 The organizational system divides top-level domains into
the following categories: COM (commercial organizations), EDU (edu-
cational institutions, typically 4-year colleges and universities), GOV
(government institutions), MIL (military groups), NET (major net-
work support centers), and ORG (other organizations) and INT (orga-
nizations established by international treaties, or international
databases). 69 Registration under the first six of these top-level do-
mains is governed by the InterNIC, which is a collaborative project
between AT&T and Network Solutions, Inc., funded by the National
Science Foundation.70 However, as a practical matter, users must
check first with their Internet service providers, as addresses obtained
directly from the InternNIC currently "are not guaranteed to be
routable on the Internet."7 1

65. See The US Domain Registration Services (last modified May 9, 1996) <http'/
www.isi.edu:80/in-notes/usdnr/> [hereinafter US Domain Registration].

66. Overview, supra note 62.
67. Id. A list of delegated contacts is maintained by US Domain. Id.
68. Id.
69. COMER, TCP/IP, supra note 16, at 388.
70. See About the InterNIC (last modified April 1, 1996) <http://www.internic.net/

ds/about.html>. General Atomics was included in the original InterNIC project, but
was terminated in 1995. Id. For an explanation of the registration process, see New
Domain Name Registration: Frequently Asked Questions (visited May 14, 1996) <http:/#
rs.internic.net/domain-info/registration-FAQ.html> [hereinafter New Domain Name Re-
gistration]. The INT category is not listed within the registration authority of the
InterNIC.

71. Internet Number Allocation: FAQ (visited Dec. 16, 1996) <http'//rs.internic.net/
domain-info/numbers-faq.html>. This apparently happened in 1995, when the volume
of Internet addresses forced a change in the way messages were routed. See Jack Rick-
ard, Internet Architecture, BOARDWATCH MAGAZINE DIRECTORY OF INTERNET SERVICE
PROVMERS, Fall 1996, at 8, 16 [hereinafter Rickard, Architecture]. Instead of looking up
thousands of addresses at each stage of routing a datagram, the datagram was routed
according to the "backbone" service provider, such as Sprint. Id. The "backbone" con-
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Much of the commercial activity on the Internet appears to be
taking place in the "COM" domain. As was noted in 1994,

[the COM] domain is intended for commercial entities, that
is, companies. This domain has grown very large and there is
concern about the administrative load and system perform-
ance if the current growth pattern is continued. Considera-
tion is being taken [sic] to subdivide the COM domain and
only allow future commercial registrations in the
subdomains.

7 2

One commentator has suggested that geographic names have been
avoided for two reasons:

[flirst, geographic names are longer and therefore more diffi-
cult to type. Second, geographic names are much more diffi-
cult to discover or guess. For example, Purdue University is
located in West Lafayette, Indiana. While a user could easily
guess an organizational name, like purdue.edu, a geographic
name is often difficult to guess because it is usually an abbre-
viation, like laf in. us. 73

But shunning geographical designations is also a part of Internet cul-
ture, which seems to dismiss geography in favor of the realm of
cyberspace.

C. INTERNET ARCHITECTURE AND GOVERNANCE

Internetwork connectivity raises some important practical ques-
tions, including: who provides connections between networks, and
who pays for those connections? Computer networks, whether of a lo-
cal, regional, or national scope, generally depend on connections via
land-based lines of copper or fiber. 74 These lines can be privately
owned by the entity or entities forming the network, or they can be
leased from various telecommunications providers.7 5

The ARPANET, discussed above, relied on telephone lines leased
from AT&T to connect the computers at the various sites on that net-
work. However, as noted above, other local, regional, and national
networks developed after ARPANET, and a means of connecting these

cept and service providers are discussed later in this Article. See infra notes 76-95 and
accompanying text.

72. Postel, supra note 60.
73. COMER, TCP/IP, supra note 16, at 389. However, recent materials at US Do-

main's web page indicate that the complete city name should be used to avoid confusion.
See US Domain Registration, supra note 65. Thus, the abbreviation concern may be
resolved, but the location concern is probably valid.

74. Rickard, Architecture, supra note 71, at 11. As satellite and cellular transmis-
sion becomes common, the hard-wired foundations for network communications may
change. However, the ownership and access issues will remain.

75. Id. at 11-12.
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networks had to be developed before the Internet, as we know it, could
be formed.

Government funding played an important role in getting this in-
terconnectivity started. In 1985, the National Science Foundation
("NSF") funded a network linking five academic supercomputing cen-
ters, and offered to let any other regional and university computer
centers physically connect to that network, which would become a
"backbone" for network interconnection. 76 In response to growing
traffic on this network, the NSF contracted with a partnership of pri-
vate companies and the State of Michigan to provide a faster backbone
connection for these networks, which was placed into service in
1988. 7 7 This backbone network became increasingly popular, so that
connectivity to this network effectively became the Internet. 78

In 1993, in response to concerns about the Government-funded
backbone competing with private telecommunications providers such
as Sprint, AT&T, and MCI, the NSF announced a change in the struc-
ture of the Internet.79 Instead of Government funding for backbone
services, it would designate a series of four Network Access Points
("NAPs"), which would allow any private commercial backbone opera-
tor to interconnect with other providers on a voluntary basis.80 Cur-
rently, there are four official NAPs, located in Chicago, San Francisco,
Washington, D.C., and Pennsauken (New Jersey).81 However, other
NAP's have developed to meet the needs of private or government
backbone operators, so that the total NAP's in late 1996 was approxi-
mately eleven. 82

As of April 30, 1995, the NSF backbone was essentially shut down
and the NAP system became the foundation for the Internet as we
know it today.83 The NAP system opened up the opportunity for pri-
vate development of backbone services, and the imposition of private
charges for the services of interconnecting private networks with
other networks. At the NAP, private telecommunications providers,

76. See id. at 8-9. A "backbone" is "[ulsed to refer to a central network to which
many routers connect." COMER, INTERNET, supra note 19, at 285.

77. Rickard, Architecture, supra note 71, at 8. These private companies were Merit
Network, Inc., IBM, and MCI. Id.

78. Id. That is, access to the "Internet" was defined by reference to whether a user
had access to this backbone network. Id.

79. Id.
80. Id. at 9-10.
81. Id. at 10.
82. See id. These NAPs are located in California (5), Illinois (2), Texas (2), Wash-

ington, D.C. (2) Maryland (1), and New Jersey (1). Id.
83. Id. at 10.
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including Sprint, MCI, and AT&T, are free to agree to carry traffic
from other networks.8 4

These national backbone operators may lease access to lower level
networks, such as regional networks established by universities,
which in turn provide Internet access to their users.8 5 Those not
served by regional networks may obtain access from Internet Service
Providers ("ISPs"), who lease lines to access the national backbone op-
erators.8 6 Thus, at the lowest level of the Internet, which includes
most of the consumer and business markets, users are connected to
ISPs via modems with lines used for "Plain Old Telephone Service"
("POTS"), which in turn connect to national backbone operators
through leased telephone lines dedicated to providing higher capacity
network connections. 8 7 Thus, while the packets sent through a
modem may travel on POTS lines for a portion of their journey, once
they reach the ISP they are probably travelling on lines dedicated to
packet-switched transmissions. Routers interposed between the ISP
and other network connections transport the packets from each trans-
mission throughout the weblike structure of the network, potentially
passing over lines owned or leased by several different service provid-
ers, before ultimately reaching their destination.

A 1996 survey lists a total of 3068 ISPs offering services in the
United States.88 Although some of these ISPs offer services nation-
wide, they typically operate an equipment room in a single area code,
offering dial-up connections to customers in that general area.8 9 This
equipment room is known as a "point of presence" (POP).90

84. See id. 10-11. They are also free to disagree, i.e., to not allow those providers to
interconnect. Id. at 10. However, there generally is an economic incentive to intercon-
nect with other providers to the extent that more interconnections tend to increase the
efficiency and speed of connections throughout the country. Id.

85. However, in some cases the regional network may interconnect with the na-
tional backbone at a NAP. Id. at 12.

86. See Jack Rickard, Introduction to the Boardwatch Directory of Internet Service
Providers, BOARDWATCH MAGAZINE DIRECTORY OF INTERNET SERVICE PROVIDERS, Fall
1996, at 4, 5-7 [hereinafter Rickrad, Introduction to Boardwatch Directory]. Some ISPs
may lease access from other ISPs, but this survey indicates that only 39.35% of ISPs do
not directly access a national backbone, and less than .5% are more than one step re-
moved from a national backbone. Id. at 7. MCI, Sprint, and UUNET provide the back-
bone connections for nearly 80% of these ISPs. Id.

87. Rickard, Architecture, supra note 71, at 11.
88. Rickard, Introduction to Boardwatch Directory, supra note 86, at 4. These

figures exclude national networks such as America Online, CompuServe, and Prodigy
which also provide Internet access to their users. See id. at 5.

89. Rickard, Architecture, supra note 71, at 12. Half of the 3068 ISPs surveyed had
a presence in only 1 area code, while the average was present in 1.9. Id.

90. Interactive Services Association Task Force, White Paper: Logging On to
Cyberspace Tax Policy, 12 STATE TAX NoTEs 209, 212 (Jan. 20, 1997) [hereinafter ISA
Task Force, White Paper]. According to the ISA Task Force, there are generally no em-
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When the top 10% and bottom 10% of ISP's are excluded, the av-
erage ISP has been in business 22.2 months; has 12.98 employees, and
serves an average of 1843.53 customers. 91 However, this "average"
ISP adds 143.23 new customers per month, suggesting an annual
growth rate of 93%.92 On average, customers pay $19.95 per month
for these services. 93 One source estimates that approximately 25 mil-
lion people in North America have Internet access,94 and other
sources estimate worldwide Internet access at more than 103 million
people. 95

D. INTERNET COMMERCE

The Internet reflects a transformation of closed, isolated networks
composed primarily of researchers and academics into an open, inter-
connected system of networks accessible to all, including consumers
and businesses. Further, a system dependent on Government funding
has become user-funded through commercial providers. This emerg-
ing commercial orientation presents significant potential for taxable
commerce, which can be categorized as coming from two principal
sources: sales of access, and sales of goods and services provided (di-
rectly or indirectly) through the Internet. 96

1. Internet Access

Industry studies estimate that 1995 revenues for access to the In-
ternet and consumer online services ranged from $1.6 to $2.2 billion. 97

However, these figures include not only charges from ISPs to Internet
users, but also charges for "online content packaging" and advertising
revenues which can be categorized separately.98 Although these
amounts represent only a small portion (0.8%) of the $265 billion esti-

ployees at any POP location; the ISP would generally try to correct any technical diffi-
culties by remote access. Id.

91. Rickard, Introduction to the Boardwatch Directory, supra note 86, at 5.
92. Id.
93. Id.
94. Id. This includes e-mail. Id.
95. Internet Statistics - Estimated (visited Jan. 24, 1997) <http//www.netree.com/

netbin/internetstat>. This site is updated constantly by applying estimated growth
rates. Thus, these figures will soon be out of date. As one group of commentators has
noted, "[piresenting a clear picture of the rapidly growing, dynamic [Internet and online
services] Industry is, in some ways, like trying to change a tire while driving down the
street." ISA Task Force, White Paper, supra note 90, at 209.

96. See Frieden & Porter, supra note 4, at 1363-64 (breaking down revenues into
"transmission and linkage," content, and electronic marketing and advertising).

97. ISA Task Force, White Paper, supra note 90, at 213. Online services include
networks such as AOL, Prodigy, or Compuserve, which provide their own content and
connectivity among members within their network, as well as access to the Internet.

98. Id. "Online content packaging" apparently refers to the provision of host com-
puters and related services in providing a dedicated "web site".
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mated revenues for the entire communications industry (including tel-
ephone, radio braodcasting, television, cable and other pay-television
services), they are nevertheless large dollar values that are expected
to increase significantly in the near future.99

The close relationship between Internet transmissions and other
services provided by the telecommunications industry has generated
some controversy over whether ISPs should be required to collect ex-
cise taxes typically applied to telephone services. 100 These excise tax
issues shall (mercifully) remain beyond the scope of this Article. How-
ever, the application of sales taxes to goods and services provided
through the Internet are discussed below.

2. Sales of goods and services

The Internet provides a channel for sales of intangible goods and
services to users, as well as a means to facilitate the sale of tangible
goods that are physically delivered by other means. These commercial
transactions generally occur on the World Wide Web, a network of
graphical servers within the Internet offering text, graphics, and
sometimes audio/video capabilities, making it particularly user
friendly.101

The total amount of goods and services traded through the In-
ternet is difficult to determine. As of the end of 1994, one study indi-
cated that more than 2.5 million people have bought products or
services over the Internet. 10 2 Another study estimated that over ten
thousand companies offered services and information for sale over the
Internet. 103 Significant growth is expected in both of these categories,
particularly as secure payment systems, faster access, and greater fa-
miliarity with the Internet develop.10 4

Products and services currently available directly over the In-
ternet, or likely to be available soon, include: videos, cable television,

99. Id. For example, Frieden and Porter cite studies predicting Web-related reve-
nues of $150 billion to more than $600 billion by the year 2000. Frieden & Porter, supra
note 4, at 1364.

100. See generally ISA Task Force, White Paper, supra note 90, at 209-10 (describing
the tax controversy with respect to the Internet); Tax Study Group, Supporting the In-
formation Highway: A Framework for State and Local Taxation of Telecommunications
and Information Services, 95 STATE TAX NoTEs 133-22 (July 12, 1995) (making recom-
mendations for tax policy makers). The "Tax Study Group" includes many regional tele-
phone and cellular service providers.

101. See COMER, TCP/IP, supra note 16, at 589.
102. John Sharp, Virtual Taxation: Electronic Commerce Poses Problems for State

Tax Collection, 11 STATE TAX NoTEs 779, 779 (Sept. 9, 1996) (citing a 1995 survey by
CommerceNet and Nielsen Media Research).

103. Id. (citing a study from the Information Sciences Institute at the University of
Southern California).

104. Frieden & Porter, supra note 4, at 1366-67.
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recorded music, books, newspapers and magazines, information
databases, education, banking and brokerage services, electronic bill
payment, bulletin boards and chat rooms, electronic mail, and
software.' 0 5 Sales of these products and services present many tax
issues, some of which are discussed below.

III. SALES AND USE TAXES ON INTERNET COMMERCE

Sales taxes are currently the principal revenue source for state
governments, and a significant revenue source for many local govern-
ments. Forty-five of the fifty states, plus the District of Columbia, cur-
rently impose a general sales tax.10 6 In 1992, states collected more
than $107 billion in sales taxes, representing 32.8% of the total state
tax revenues.' 0 7

Sales taxes are typically imposed on retail sales transactions com-
pleted within the state, with the seller responsible for collecting and
remitting the tax.10 8 To reach the value of property purchased outside
the state, a use tax is imposed in lieu of the sales tax, based on the use
or maintenance of property within the state. 10 9 Most states allow an
offsetting credit for sales taxes paid in another state, so that the use
tax ideally serves a compensatory purpose of protecting the sales
tax. 110

As a practical matter, sales and use taxes are often avoided unless
a collection burden is imposed on the seller."' Constitutional limita-
tions for imposing collection burdens have created the potential for
significant tax avoidance, and a corresponding drain on state treasur-
ies. 112 As discussed below, the Internet presents an opportunity for
further exploitation of nexus limitations affecting tax collection. To
make matters worse, the intangible and service-oriented characteris-
tics of many items traded through the Internet creates uncertainty as

105. Id. at 1365-66. With respect to Software, in ProCD, Inc. v. Zeidenberg, 86 F.3d
1447, 1451 (7th Cir. 1996), the United States Court of Appeals for the Seventh Circuit
stated that "[miuch software is ordered over the Internet by purchasers who have never
seen a box. Increasingly software arrives by wire. There is . . . only a stream of
electrons. .. "

106. Alaska, Delaware, Montana, New Hampshire and Oregon do not impose sales
or use taxes. However, sales and use taxes may be imposed by city governments in
Alaska.

107. U.S. BUREAU op THE CENSUS, SERIES GF/92-1, STATE GoVERNMENT TAx COLLEC-
TIONs: 1992 ix, 1 (1994).

108. See generally JEROME R. HELLERSTEIN & WALTER HELLERSTEIN, STATE TAXA-
TION 9 12.03 (1992) (giving an overview of sales and use tax) [hereinafter HELLERTE'
& HELLERSTENI.

109. I-ILLESTEiN & HELLERSTEIN, supra note 108, 1 16.01.
110. Id. at 9 18.08[1].
111. Id. at 9 16.01.
112. See id.
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to their taxability, magnifying tax administration problems for multi-
state sellers.

A. DEFINING AND CLASSIFYING TAXABLE SALES

Sales tax has traditionally been applied primarily to sales of tan-
gible personal property, but only on selected services.113 Thus, the
difference between a good (presumptively taxed) and a service (pre-
sumptively not taxed unless enumerated in the taxing statute)
presents a longstanding controversy which is not uniformly resolved
among the states.114 Further, intangible property has traditionally
been exempted from sales tax, creating another distinction with dispa-
rate results among the states.11 5 As discussed below, these distinc-
tions appear increasingly difficult to make and defend, and they make
tax administration for Internet transactions more difficult. Despite
potential erosion of the tax base, state legislatures have been slow to
eliminate these distinctions.

1. Goods vs. Services

The sales tax emerged as a significant element in state and local
government finance in the early 1930's.116 However, only two states
- Hawaii and New Mexico - applied the sales tax generally to in-
clude services, as well as goods.11 7 Although there is a trend toward
selectively taxing more services, state practices are far from
consistent. 118

The limited scope of sales taxation has been criticized as inconsis-
tent with sound fiscal policy.'1 9 The case for applying sales taxation

113. Id. at 12.03.
114. Id.
115. See id.
116. See JoHN F. DUE & JOHN L. MIKESELL, SALEs TAXATION, STATE AND LOCAL

STRUCTURE AND ADMINISTRATION 1 (2d ed. 1994) [hereinafter DUE & MIKESELL]. Due
and Mikesell note that "[the only predecessors in the United States were business occu-
pation taxes based on sales or purchases in several states during the previous century."
Id.

117. DUE & MiKESELL, supra note 116, at 89. As of 1993, even these states excluded
services rendered by employees to their employers and certain financial intermediation
services. Id.

118. Id. at 90. See Walter Hellerstein, et al., Commerce Clause Restraints on State
Taxation After Jefferson Lines, 51 TAX L. REv. 47, 103 (1995) (stating that "[diespite the
states' historical reluctance to extend the sales tax to services, economic and fiscal pres-
sures are pushing them strongly in that direction."). See generally Federation of Tax
Administrators, State Taxation of Services: An Update, 6 STATE TAX NoTEs 1649, 1650
(1994) (summarizing survey results for state tax policies affecting services as of July 1,
1992).

119. Hellerstein, et al., supra note 118, at 103 (stating that [t]he explanation of the
limited scope of the sales tax base lies partly in history and partly politics. It does not
lie in the dictates of sound fiscal policy, which, in the eyes of most observers, would

1130 [Vol. 30



INTERNET TAXATION

to services has typically included the following arguments. First, as a
practical matter, taxing services would expand the tax base to match
the growing economic base of the service sector. 120 To illustrate the
shift toward services, in 1965, 67% of the gross domestic product came
from the sale of goods, but by 1992 this figure had fallen to 52%.121
The potential for delivery of services via the Internet would appear to
contribute further to this shift.122

Second, to the extent that the sales tax is rooted in consumption,
commentators have argued that it is illogical to tax consumption ex-
penditures relating to goods, and not those relating to services.123

The practice of taxing goods discriminates against consumers who
prefer goods over services, and correspondingly favors those who pre-
fer services. 124 This discrimination has been characterized as "highly
arbitrary," due in part to the fact that services are "an integral part of
any good, without regard to form," and, in the case of consumers, "both
[goods and services] satisfy personal wants."12 5

Third, some commentators have argued that including services in
the tax base makes the sales tax less regressive.' 26 However, this
may well depend on the scope of services being taxed.12 7 Current data
suggest that the Internet has a relatively affluent user base, which
would tend to support this trend away from regressivity. A 1996 sur-
vey of Internet users indicates that the average household income of
users was $48,200, which is above the general population's average of
$44,400.128 However, this figure was significantly less than the prior
year's average for on-line users of $58,100.129 Although this income
gap may continue to narrow, some commentators doubt that such nar-

justify the extension of sales tax to many services, at least if they represent personal
consumption (for example, personal automobile repair, residential landscaping,
hairdressing.")).

120. See DuE & MIKESELL, supra note 116, at 90.
121. John L. Mikesell, Sales Taxation of Services: Economic Logic v. Fiscal Politics,

5 STATE TAX NoTEs 361 (1993). See Hellerstein, et al., supra note 118, at 103 (compar-
ing growth of personal consumption expenditures for goods with growth for services
during the period 1960-91).

122. See R. Scot Grierson, State Taxation of the Information Superhighway: A Pro-
posal for Taxation of Information Services, 16 Loy. L.A. ENT. L.J. 603, 615-16 (stating
that "[tihe revenue-producing potential of information services industry is one of the
primary reasons supporting the [sales] tax [on services].").

123. DuE & MIKESELL, supra note 116, at 90-91; HELLERSTEiN & HELLERSTEIN,
supra note 108, at 12.05.

124. DuE & MIKESELL, supra note 116, at 90-91.
125. HELLERSTEiN & HELLERSTEIN, supra note 108, at $ 12.05. As discussed below, a

similar argument suggests abolishing a tangible/intangible property distinction.
126. DuE & MIKESELL, supra note 116, at 91.
127. Id.
128. Thomas E. Weber, Who Uses the Internet, WALL ST. J., Dec. 9, 1996, at R6 (cit-

ing a survey by Yankelovich Partners).
129. Id.
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rowing will continue at this rapid pace; in the words of one commenta-
tor: "[W]ith Internet access dependent upon ownership of a $3,000
personal computer and a $20-a-month subscription to an on-line ser-
vice provider, mainstreaming in the area of household income will al-
most certainly run into limits."1 30 It should also be noted that
Internet usage and Internet purchasing are not coextensive - pur-
chasers may well reflect different demographic traits than users. Ulti-
mately, an empirical study of purchasers may be required to
determine the true effect on regressivity.

Fourth, taxing services would appear to reduce the administra-
tive difficulties associated with distinguishing goods and services. 131

As noted above, services are involved in producing or selling nearly
any product; conversely, products are also frequently included in the
provision of services. As a consequence of excluding services from the
tax base, numerous cases have wrestled with the problem of distin-
guishing goods and services for sales tax purposes.1 32 The results
have been far from consistent, and the difficulties inherent in the de-
termination have increased the administrative burden of this tax.133

On the other hand, a troubling argument against expanding a
sales tax to services is the potential for multiple taxation, to the extent
that services may be production inputs for other items that are in-
cluded in the sales tax base.134 However, it should be noted that the
same problem exists with goods, and it is dealt with through exemp-
tion provisions.135 Some commentators have characterized this dis-
tinction as "virtually impossible" to administer, which has perhaps
contributed to the states' approach to make incremental changes af-
fecting specified categories of services, instead of a broad-based tax on
services. 136

For example, approximately half the states now have specific stat-
utory or regulatory language dealing with the concept of 'information
services" for sales tax purposes.' 37 The other half do not, leaving the

130. Id. On the other hand, as markets in used computers proliferate, the $3,000
cost cited by this author is subject to challenge. Moreover, to the extent that access is
expanded through the workplace, libraries, and schools, these barriers to entry may
crumble.

131. DuE & MIKESELL, supra note 116, at 91.
132. For an excellent summary of these cases, see HELLERSTEIN & HELLERSTEIN,

supra note 108, at 9 12.07.
133. See generally id. at 12.07; Bialczak, The True Object Test Applied to States'

Sales Tax on Information Services, 10 J. OF TAX'N 46 (Winter 1991).
134. See DUE & MIKESELL, supra note 116, at 91.
135. HELLERSTEIN & HELLERSTEIN, supra note 108, at T 13.01-13.10.
136. DuE & MIKESELL, supra note 116, at 91.
137. See Sales and Use Tax: Services, 1320 Tax Mgmt. Multistate Tax Portfolio

(BNA) S-17.
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resolution of this issue to the courts and state tax administrators. 1 38

Unfortunately, political pressures against "new taxes" may affect the
willingness of state legislatures to face this issue head on, leaving
them instead to the relatively inefficient processes of litigation or ad-
ministrative practices.139 This tendency is also evident in the tangi-
ble/intangible distinction, discussed below.

2. Tangible vs. Intangible

The distinction between tangible and intangible property is also
probably the product of historical practice, rather than conscious legis-
lative choice. For reasons similar to those discussed above in connec-
tion with services, the significance of tangibility is highly
questionable. Here, too, inconsistency is evident, and legislatures ap-
pear slow to intervene with definitive solutions. A few examples are
discussed below.

a. Mailing Lists

Mailing lists used by a direct-mail merchandiser receive disparate
treatment depending on their manifested form. For example, the
Supreme Court of Minnesota held that typed mailing lists were to be
treated differently than lists that were provided on Cheshire tapes,
gummed labels, and heat transfers for the purposes of the Minnesota
use tax. 140 Although the tapes, labels, and transfers provided the
same information as the typed lists, the court held that the tapes, la-
bels, and transfers presented a tangible manifestation of the lists that
brought their use within the meaning of the use tax statute.141 The
typed lists, however, were used only for the information contained
therein, and were not subject to the use tax.142

New Jersey has also ruled on the taxability of mailing lists, and
has also found that the lists may be either taxable tangible property or
nontaxable intangible personal property. 143 The New Jersey Tax

138. See id.
139. See, e.g., DuE & MIKESELL, supra note 116, at 13 (stating in part:

[I]n recent years resistance to sales taxes and to increases in [tax] rates has
been aggravated by the nearly universal antitax attitude - reflected partly in
opposition to the increased role of government, and partly in the widespread
belief that other persons should pay for activities benefitting them. Some of
this antagonism has a rational basis, whereas some has become almost
psychotic, as persons fight urgently needed tax changes because they may
cause minor increases in tax burdens.)

140. Fingerhut Prod. Co. v. Commissioner of Revenue, 258 N.W.2d 606, 610 (Minn.
1977).

141. Id. at 610.
142. Id.
143. See, e.g., Hoffman-LaRoche Inc. v. Director, Div. of Taxation, 471 A.2d 786, 787

(N.J. Super. Ct. App. Div. 1983) (holding that mailing labels purchased in connection
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Court held mailing lists provided on magnetic tapes were not taxable
because the information contained on the tapes was the truly valuable
part of the transaction. 144 The tapes, on the other hand, amounted to
an inconsequential part of the transaction. 145 However, in a later
case, the Appellate Division of the New Jersey Superior Court reached
a slightly different conclusion in holding that mailing labels provided
by a direct mailing service were taxable. 146 The court ruled that the
labels were "advertising services," subject to taxation in New
Jersey.147

Should the different forms have made a difference here? The use
or consumption of the mailing list appears nearly identical regardless
of the form. Whether labels are applied to envelopes, or the list-is
electronically used to print addresses on envelopes, the end result is
the same. When, as in these cases, no resale exemption is claimed,
the basis for attaching significance to tangible form appears
questionable. 148

b. Films and Video Tapes

A tangible medium for communication has been held significant
in several cases involving the intangible rights to entertainment in
films and videotapes. For example, in Mount Mansfield Television,
Inc. v. Vermont Commissioner of Taxes,149 a television station was
taxed on the use of fims and video tapes it received from out-of-state
distributors.15 0 The television company claimed it had purchased
only the intangible reproduction rights and not the tangible property
rights.151 Vermont's Department of Taxes, on the other hand, claimed
that the transaction really involved the tangible finished product. 152

The Department essentially claimed that the intangible reproduction
rights claimed by the television company would be useless without the
tangible finished product.1 53 In adopting the view of the Department,

with a mailing service were taxable); Spencer Gifts v. Director, Div. of Taxation, 440
A.2d 104, 117-18 (N.J. Tax Ct. 1981) (holding that the lease of mailing lists contained on
magnetic tapes were not the lease or sale of tangible personal property and therefore
not taxable under New Jersey law).

144. Spencer Gifts, 440 A.2d at 116.
145. Id.
146. Hoffman-LaRoche, 471 A.2d at 787.
147. Id.
148. New Jersey subsequently exempted all receipts from sales of direct-mail adver-

tising services. See N.J. STAT. ANN. § 54:32B-8.39 (West 1986).
149. 336 A.2d 193 (Vt. 1975).
150. Id. at 194.
151. Id.
152. Id.
153. Id.

1134 [Vol. 30



INTERNET TAXATION

the Supreme Court of Vermont concluded that "the right to use prop-
erty cannot be separated from the property itself."154

Similarly, when satellite technology was used to transmit pro-
gramming, which was subsequently reduced to a tangible form
through videotape storage, the Supreme Court of Nebraska ruled that
the state's use tax applied.' 5 5 In that case, May Broadcasting owned
a television station that purchased the rights to televise various syndi-
cated programs. 156 May Broadcasting received some of the programs
on video tape while others were transmitted via satellite to its station
where a tape copy was made. 157 May Broadcasting claimed it should
not be subject to Nebraska's use tax because it purchased the intangi-
ble property right to broadcast the shows and no tangible property
was transferred.158 The state tax commissioner argued that the pro-
grams were tangible items manifested in the form of the video tapes
and subject to the use tax. 159

The Supreme Court of Nebraska adopted the tax commissioner's
view and ruled the transactions to be transfers of tangible personal
property. In so deciding, the court stated:

It would seem anomalous to separate the right to broadcast
copies of these syndicated programs from the necessary phys-
ical possession of them .... Although there is a purchase or
rental in these cases of an intangible right to use, the value of
the agreements between television stations and distributors
is based on the physical possession by the stations of a copy of
the original film or videotape. In the cases before us, the tele-
vision stations usually operate from a videotape for film
transferred to them or from a videotape which the television
station had made and stored.' 60

The court also dismissed May Broadcasting's contention that ad-
vances in technology (here, satellite transmissions) eliminated the
need for a television station to maintain any tapes at all.' 6 1 This ar-
gument centered on the station's ability to receive a direct transmis-
sion of a syndicated program and to broadcast that program to its
viewers without reducing it to tangible form. 162 However, the court

154. Id. at 194-95 (quoting American Television Co. v. Hervey, 490 S.W.2d 796, 799
(Ark. 1973)).

155. May Broad. Co. v. Boehm, 490 N.W.2d 203, 210 (Neb. 1992). In 1989, Ne-
braska amended its statutes to include in the definition of taxable gross receipts items
at issue in May Broadcasting. See NEB. REv. STAT. § 77-2702.07(3)(b) (Reissue 1996).

156. May Broad., 490 N.W.2d at 205.
157. Id.
158. Id. at 206, 207.
159. Id. at 206.
160. Id. at 209.
161. Id. at 207.
162. Id.
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seemingly stretched the definition of tangibility of the satellite trans-
mission, concluding that an electronic signal must be tangible, as evi-
denced by the fact that it could be stored on a video tape. 163

c. Software

The tangible/intangible distinction often arises in transactions in-
volving computer software. An early case treating software as intan-
gible property, despite transmission in tangible form, was District of
Columbia v. Universal Computer Associates, Inc.16 4 The court con-
cluded that software transmitted on punched cards was nontaxable
intangible property, as the transaction focused on the information on
the cards, rather than their tangible form. 16 5 The court analogized
computer software to cartoon mats sold by comic strip artists to news-
papers, concluding that both situations involved the transfer of intel-
lectual property. 16 6 The court reasoned that for tax purposes,
software is really intangible knowledge passed on a tangible me-
dium. 16 7  Thus, the computer uses the intangible knowledge
(software) and the tangible medium is only incidental to the
transaction. 168

Universal Computer Associates became a springboard for the
analysis in many state courts dealing with the taxation of computer
software.' 6 9 However, the results were inconsistent. Some courts
concluded that the "true object" of the purchase was the information,
which was intangible and exempt, but other courts focused instead on
the tangible or movable aspects of software as the deciding factor. 170

163. Id. Although the court may have stretched to reach that result, the result
seems consistent with the purpose of taxing a purchase for consumption. A television
broadcaster is typically a consumer of the programming rights. The rights are not
resold, but instead they are used to facilitate the sale of advertising. Although a resale
exemption might well apply to intangible rights that form the basis of resale, the
pyramiding effect of taxing resale transactions is not at issue here.

164. 465 F.2d 615 (D.C. Cir. 1972).
165. District of Columbia v. Universal Computer Assocs., Inc., 465 F.2d 615, 617

(D.C. Cir. 1972).
166. Universal Computer Assocs., 465 F.2d at 618-19 (drawing a comparison to

Washington Times-Herald v. District of Columbia, 213 F.2d 23 (D.C. Cir. 1954)).
167. See id. at 618.
168. Id.
169. Ruhama Dankner Goldman, Comment, From Gaius to Gates: Can Civilian

Concepts Survive the Age of Technology?, 42 Loy. L. REV. 147 (1996).
170. For an example of a case holding that the information was the true object and

not the medium upon which the medium was transferred, see Commerce Union Bank v.
Tidwell, 538 S.W.2d 405 (Tenn. 1976). Tidwell involved software transmitted on punch
cards, magnetic tapes, or disks which was used to prepare the payroll and loan amorti-
zation schedules for a bank. Id. at 406-07. Manuals, services, and consultations were
also provided to help the bank's employees with the programs. Id. at 406 n.1. The bank
argued that it had purchased the logic or intelligence embodied in the program, and as
intangible property, it was not taxable. Id. at 407. The Tennessee Supreme Court
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Although some legislatures have acted to resolve software contro-
versies in some states, differences in treatment still exist.17 1 Here,
too, the intersection between the product and service treatment is evi-
dent, to the extent that software represents programming efforts re-
duced to tangible form. 172 Making a taxing decision based on the
reduction of an item to tangible form makes no sense, as the end re-
sult for both purchasers is the same - both have functional software
regardless of the form of delivery. 173

agreed with the bank and held the sale of computer software not taxable. Id. at 408.
The court held that the real object of the sale was the information on the tapes and
disks. Id. Therefore, the tangible media used to transmit the information were only
incidental to the sale, especially because the tapes and disks were not even retained by
the user. Id. Here, too, we see a potential implication of the goods vs. service distinc-
tion, as discussed above.

For an example of a case focusing on the tangible aspects of software as a basis for
taxation, see Comptroller of the Treasury v. Equitable Trust Co., 464 A.2d 248, 261 (Md.
1983) (analogizing software transmitted on magnetic tapes to phonograph records, stat-
ing in part: "[iun the case of the phonograph record, the sales tax statute in Maryland
has never been viewed as conceptually severing the copy of the performance from the
tangible carrier. We conclude that the statute does not sever copies of computer pro-
grams from the tangible carriers employed in the subject sales."). See also Suzanne
Bagert, Note South Central Bell v. Barthelemy: The Louisiana Supreme Court Deter-
mines That Computer Software Is Tangible Personal Property, 69 TuL. L. REv. 1367,
1372 (1995) (discussing Louisiana Supreme Court's analysis of software as "corporeal
movable" and subject to sales tax, regardless of the fact that it included information);
Michael W. McLoughlin, [Louisiana] Makes All Software Sales Subject to Tax - But Is
It All the Same?, 9 STATE TAX NoTEs 1237, 1238 (1995) (challenging Louisiana Supreme
Court's analysis in light of regulations eliminating exclusion of computer software from
the definition of tangible personal property); Bruce P. Ely & Blake A. Madison, State
Supreme Court Reclassifies 'Canned' Software as Tangible Property, 11 STATE TAX
NOTES 852 (1996) (discussing recent case of Wal-Mart Stores, Inc. v. City of Mobile, No.
1941890, 1996 WL 682385 (Ala. 1996) holding that software qualifies as tangible per-
sonal property subject to a local gross receipts tax).

171. See, e.g., L. J. Kutten, Software Taxation - The Current Picture, 11 STATE TAX
NOTES 45 (July 1, 1996) (discussing disparate treatment of software by the states).

172. Nancy S. Rendleman & Charles B. Neely, Jr., States Seek to Broaden Sales and
Use Taxation of Computer Software, 2 J. MULTISTATE TAX'N 196, 197 (Nov./Dec. 1992).
Legislatures often distinguish "canned" software from "custom" software in defining the
scope of taxable sales. Typically, the purchase of custom software also includes train-
ing, maintenance, and other non-development services, which are deemed sufficient to
exempt custom software from sales taxes. Id. For canned software, these services are
negligible. Id. For a discussion of why custom-made articles should not be excluded,
see Jerome R. Hellerstein, Significant Sales and Use Tax Developments During the Past
Half Century, 39 VAND. L. REV. 961, 971 (1986). For a discussion of the narrow interpre-
tation of a statutory exemption for custom software, see Steve Hornberger, Survey, The
Sale of Documents Containing Trade Secrets is a Transfer of Tangible Personal Property
Subject to Sales Tax, As Are Custom Computer Programs Existing for the Exclusive Use
of the Seller: Navistar International Transportation Corporation v. State Board of
Equalization, 23 PEPP. L. REV. 766 (1996).

173. See Bonna Lynn Horovitz, Note, Computer Software as a Good Under the Uni-
form Commercial Code: Taking a Byte Out of the Intangibility Myth, 65 B.U. L. REv.
129, 133 (1985) (stating that "[tihe same computer program can be transferred from
vendor to purchaser in numerous ways, many of which involve the transfer of physical,
tangible media and some of which do not. Regardless of how the program is conveyed to

1997] 1137



CREIGHTON LAW REVIEW

d. Digitized images

Digitized images present another area of uncertainty, as one com-
mentator has noted in connection with federal tax treatment of In-
ternet transactions:

[T]he purchaser of a digitized image arguably is purchasing
the services of the enterprise that purveyed the image over
the Internet. Alternatively, the transaction might be charac-
terized as the license to use an intangible - namely, the digi-
tized image that is transmitted over the Internet. Finally,
one might view the true nature of the transaction as a
purchase of a photograph, economically identical to the
purchase of an item of inventory. Obviously, the proper char-
acterization of the transaction will depend upon its particular
facts. The point is simply that the characterization of trans-
actions in electronic commerce . . . is a task fraught with
difficulties that we have scarcely begun to think about
seriously. 1

7 4

3. Classification Controversies and the Internet Tax Base

Many of the items traded or potentially traded on the Internet
seem to fall squarely within these two classification controversies. 175

Software, books, music, and video all have the potential to be trans-
formed from tangible forms purchased at retail outlets to intangible
datagrams transmitted via the Internet. As discussed above, informa-
tion and other consumer-oriented services are also expected to prolif-
erate through the Internet.

Maintaining the tangible/intangible distinction in this context po-
tentially induces distortions in purchasing practices, 176 which as a
matter of tax policy should be avoided.177 In addition, states may be
needlessly losing revenue as the tax base shifts toward nontaxable
items. 178 Although it may be politically popular to stump for "no new

the customer, he receives the same functional end product: a program in a form his
machine can understand and execute." (footnotes omitted)).

174. Walter Hellerstein, Telecommunications and Electronic Commerce: Overview
and Appraisal, 12 STATE TAX NoTEs 519, 522 (Feb. 17, 1997).

175. See supra notes 101-05 and accompanying text.
176. See Walter Hellerstein, Telecommunications and Electronic Commerce: Over-

view and Appraisal, 12 STATE TAX NoTEs 519, 523 (Feb. 17, 1997) (stating that
"[i]nsofar as economically identical transactions can be effectuated through both con-
ventional and electronic means, e.g., purchasing software in a store and downloading
software acquired over the Internet - the states confront neutrality issues .... ).

177. See, e.g., Global Electronic Commerce, supra note 6 (citing neutrality as funda-
mental principle of tax policy).

178. Nathan Newman, Proposition 13 Meets the Internet: How State and Local gov-
ernment Finances Are Becoming Roadkill on the Information Superhighway, 9 STATE
TAX NoTEs 927 (1995).
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taxes" on Internet commerce, 179 the conceptual newness of taxes on
these transactions which have merely shifted in form is doubtful.
Clear legislative action to tax property traded over the Internet would
avoid legal skirmishes based on the "tangible" limitation existing in
many state statutes, paving the way toward more efficient and equita-
ble taxation.

With regard to services, the fact that many states do not provide
broad-based taxation of services would appear to create the potential
for new taxes. Expanding the tax base here requires careful consider-
ation of the potential for multiple taxation on production inputs. How-
ever, in light of the consumer-oriented nature of many of the items
traded over the Internet, the multiple taxation risk is likely to be
small. That risk can also be mitigated through systems providing ex-
emptions for certain taxpayers, or even providing withholding and
permitting periodic refund claims. Nevertheless, expanding the tax
base to include services will, as a practical matter, be much more diffi-
cult from a political and policy perspective.

B. TAx ADMINISTRATION PROBLEMS OF MULTISTATE INTERNET

SELLERS

Tax administration problems created by uncertainties in the
scope of the sales or use tax base, such as described in part A above,
are compounded for multistate sellers. Internet sellers face many of
the same challenges as their mail-order competitors, but they may
also face additional challenges due to the nongeographical nature of
the Internet.

Like their mail-order counterparts, Internet sellers must under-
stand and apply sales and use tax provisions in different jurisdictions.
Putting aside nexus limitations for the moment, 180 multistate sellers
potentially face classification and rate determinations for each juris-
diction in which a sale is completed. With more than 6,500 different
tax jurisdictions in the United States, such a task would be potentially
burdensome for any multistate seller.181

179. See, e.g., California Governor Opposes Internet Taxes; Urges Support for Corpo-
rate Tax Cut, 97 STATE TAX NoTEs 32-H (Feb. 18, 1997) available in LEXIS Taxana
Library, Stn File (quoting California Governor Pete Wilson in part:

My basic reaction is I am not eager to see any new taxes of any kind, and I don't
see exactly what the necessity is .... By not taxing, we will stimulate more
activity and produce more revenues than if we artificially constrain (emerging
industries) by taxation. I don't see why every new form of economic activity
must be subject to a new tax.).

180. See infra part III.C.
181. See Amy Hamilton & Katia Luedtke, MTC Dialogue Highlights Breakthrough

in Taxation of Online Sales, 9 STATE TAX NoTEs 1397 (1995) [hereinafter Hamilton &
Luedtke] (discussing TAXWARE, a software package capable of tracking and calculat-
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However, disuniformity in the sales and use tax base probably
creates more difficulty for the Internet seller than its mail-order coun-
terpart. As discussed above, 182 Internet commerce seems to fall
within the realm of controversy in defining the tax base. The concept
of a uniform act defining taxable Internet commerce has been dis-
cussed favorably by representatives of industry and state govern-
ments. Walter Hellerstein, a prominent academic and practitioner,
has offered to draft such an Act. 183 If states could agree on a uniform
approach to defining taxable Internet commerce, Internet sellers could
avoid the interpretational problems affecting the scope of sales or use
taxes in each jurisdiction.

However, even if a uniform tax base could be established, varying
tax rates create another aspect of a multistate seller's compliance bur-
den. Software has been developed to compute applicable rates based
on the zip codes for buyers located anywhere in the United States. 184

Unfortunately, this software is not inexpensive. 185 Moreover, key
data required for this software to work - zip codes - are irrelevant
for pure Internet transactions. In order to use this software effec-
tively, Internet sellers would have to obtain zip codes or other infor-
mation about the geographical location of their customers, which is
currently irrelevant.

The Internet seller is at a disadvantage to its mail-order counter-
part in the collection of relevant information. Unlike the mail-order
purchaser, who needs to provide accurate information to ensure deliv-
ery, the Internet purchaser has no similar incentive to provide accu-
rate information. Thus, as a practical matter, Internet sellers will be
forced to depend on voluntary information reporting by purchasers.18 6

ing sales taxes based on the zip codes of each customer). Note that, in reality, the actual
number of jurisdictions imposing a sales tax is likely to be far less, but nevertheless
even a few hundred would still be burdensome. The Supreme Court has recognized this
burden. See National Bellas Hess, Inc. v. Department of Revenue of Ill., 386 U.S. 753,
759-60 (1967), overruled in part by Quill Corp. v. North Dakota, 504 U.S. 298 (1992)
(noting that the "many variations in rates of tax, in allowable exemptions, and in ad-
ministrative and record-keeping requirements could entangle [a mail-order seller] in a
virtual welter of complicated obligations." (citations omitted)).

182. See supra notes 113-79 and accompanying text.
183. An Electronic Commerce Initiative: The White House Tackles the Beast, 12

STATE TAX NOTEs 347, 348 (Feb. 3, 1997) (discussing Hellersteim's offer to draft a uni-
form act). This would appear to require a Herculean effort, given the disparate state
and industry interests involved here.

184. Hamilton & Luedtke, supra note 181, at 1397; Zipsales Laser Librarian <httpj/
www.salestax.com/cd.htm>.

185. See, e.g., Zipsales Laser Librarian <http'J/www.salestax.com/cd.htm>.
186. For example, purchasers seeking to avoid tax may report the zip code of a juris-

diction without a use tax. However, many users will honestly report this information
because it is convenient to do so. Such point-of-sale information reporting requires far
less effort than keeping track of one's out-of-state purchases and remitting a tax on a
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The nongeographical nature of the Internet provides further am-
biguity for the Internet seller in terms of determining the scope of its
compliance burdens. Mail-order sellers can generally target their
communications to potential customers in particular locations,
thereby limiting the geographical scope of their potential sales or use
tax collection burdens.18 7 In contrast, an Internet seller who markets
goods or services through a site on the World Wide Web does not nec-
essarily know where it will be seen. Access to that site is not coordi-
nated by geographic location. As explained above, anyone, anywhere,
with access to the Internet could potentially reach that site and make
a purchase.188 Similarly, those targeting customers by e-mail will
generally not know customers' geographical location based solely on
their e-mail addresses, unless the address is based on the geographi-
cal domain-name system.18 9

The seller's compliance burdens in this context deserve careful
consideration. Although the sales and use tax is imposed on the con-
sumer, the state imposes costs on sellers, too, by conscripting them as
collection agents. Some states "compensate" sellers for their services,
but this compensation is generally insufficient to cover all costs. 190

Thus, sellers become subject to a hidden tax in the form of their unre-
covered collection costs.

If a significant investment is required to comply with the tax col-
lection rules of multiple jurisdictions, small-scale Internet sellers may
be deterred from entering the Internet market. Alternatively, In-
ternet sellers may be particularly tempted to flout collection laws.

periodic basis, which appears to be the raison d'etre for imposing use tax collection bur-
dens on sellers.

This approach is likely to be far more effective than adopting a system of voluntary
reporting and payment by consumers, as urged by the software industry. See generally
Software Industry Issues: Pending State Laws Affecting Electronic Commerce and the
Internet, <http//www.webcom.com/software/issues/lec-pstlaw.html>. Moreover, audit
efforts to confirm purchaser identities by ISP or credit card billing addresses could po-
tentially enhance compliance.

187. Christina R. Edson, Quill's Constitutional Jurisprudence and Tax Nexus Stan-
dards in an Age of Electronic Commerce, 49 TAX LAWYER 893, 905 n.56 (1996) ("[A] busi-
ness that does not purposefully make contacts with a state may neglect to plan for
potential use tax collection obligations .... Businesses that purposefully direct their
contacts toward a state, thereby evidencing an awareness of potential tax liability, have
the opportunity to plan for their tax collection and compliance responsibilities resulting
in cost-effective business operations within a state.").

188. See supra notes 68-73 and accompanying text.
189. Id.
190. According to one study, "it costs out-of-state vendors six times more to collect

use taxes for the state than it costs local vendors to collect sales taxes." See Anna M.
Hoti, Note, Finishing What Quill Started: The Transactional Nexus Test for State Use
Tax Collection, 59 ALB. L. REv. 1449, 1470 (1996).
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Compliance is more than mere tracking, as returns must be filed and
funds disbursed. 191

Nexus limitations currently protect multistate sellers from com-
pliance costs in many jurisdictions. Nevertheless, reforms to reduce
burdens in states in which a seller has nexus deserve consideration.
Efforts to reduce collection compliance costs should benefit sellers,
buyers, and the government.1 92 The following reforms should be
considered:

Simplified rate structures. Applying a single rate for every trans-
action in the state, thus ignoring local differences, would simplify the
rate determination burden.193 This rate may be lower than some local
sales tax rates due to Commerce Clause constraints, 94 but potential
revenue gains from increased compliance must be considered along
with the revenue loss caused by lower rates. This approach admit-
tedly sacrifices interests of local governments, leaving them more de-
pendent on revenue sharing from the states. However, this impact
must be considered in light of the consequences of marketplace shifts
toward electronic commerce, which will inevitably result in untaxed
transactions.

Simplified filing and payment procedures. Filing returns at a sin-
gle address for each state, thus avoiding local filing requirements,
would also decrease compliance burdens. Compared with filing hun-
dreds or thousands of returns, filing one return for each state is com-
paratively manageable. The possibility of cooperative efforts allowing
unified filing and payment of use taxes, with disbursements allocated
to each participating state, may provide further opportunity for cost
reductions. Technology may provide further relief from these burdens
if electronic filing and payment systems could be developed. 195

191. Thus, commentators who suggest that software solves the problems of the
mail-order seller underestimate the true burdens imposed. See, e.g., Shane D. Bun-
trock, Quill Corporation v. North Dakota: Spawning the Physical Presence "Nexus" Re-
quirement Under the Commerce Clause, 38 S.D. L. REv. 130, 145 (1993); Edson, 49 TAX
LAWYER at 928.

192. See Edson, 49 TAx LAWYER at 905 (both the state and taxpayers share an eco-
nomic interest in ensuring appropriate business and tax planning to ensure cost-effec-
tive operations).

193. The Consumer and Main Street Protection Act of 1995, which was not enacted
by the Congress, contained provisions to this effect. For a discussion of this legislation,
see Michael J. Williams, Note, An Encroaching Exercise in State Taxation: Orris Com-
pany v. Tax Appeals Tribunal, ROGER WILLIS U. L. REv. 123, 144-46.

194. See Associated Indus. v. Lohman, 511 U.S. 641 (1994).
195. The Internal Revenue Service currently permits electronic filing for federal tax

purposes. See, e.g., Rev. Proc. 96-61, 1996-53 I.R.B. 27 (describing the 1997 electronic
filing program); Alison Bennett, Tax Legislation: Treasury Announces Administration's
Package of Tax Simplication Initiatives, 1997 Daily Tax Report (BNA) 72d16 (Apr. 15,
1997) (discussing the Treasury's effort to explore tax payments by credit card). The
potential for making payment through the Internet is also developing. See Russel B.
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Adopt (or increase) de minimis filing amounts. Fixed costs in-
curred for collection and filing may be excessive when the amounts at
issue in each jurisdiction are quite small. By setting adequate de
minimis amounts for paying these taxes and allowing filing and pay-
ment obligations to be deferred until a stated amount of tax accumu-
lates, tax collection costs could be reduced for both taxpayers and state
governments. 1

96

C. NEXUS IN CYBERSPACE

Jurisdictional limitations on the state taxing power provide a sig-
nificant source of controversy under existing law, as evidenced by
volumes of recent commentary on this subject.197 Constitutional limi-
tations circumscribing a state's authority to impose a sales or use tax
on a purchaser and a collection burden on a seller emanate primarily
from the Due Process Clause and the Commerce Clause. As one com-
mentator recently observed:

The Due Process Clause tax jurisdiction analysis involves
personal jurisdiction principles. Generally, the power of a
state to subject someone to personal jurisdiction turns on
"traditional notions of fair play and substantial justice." Typ-
ically, this has been interpreted to mean that a defendant in a
lawsuit must receive notice and fair warning of the likelihood
of being hailed into court. The Commerce Clause tax jurisdic-
tion analysis involves federal government concerns for main-
taining a stable and healthy national economy by promoting

Stevenson, Jr., Internet Payment Systems and the Cybercash Approach, in DOING Busi-
NESS ON THE INTERNET: THE LAW OF ELEcTRONic COMMERCE 123, 125 (PLI Patents,
Copyrights, Trademarks & Literary Course Handbook Series No. G4-3987, 1997) ("Like
Internet commerce itself, electronic payment systems are still at an early stage of devel-
opment .... These new payment systems can be expected to evolve and mature over
time with exposure to and development of the new medium and marketplace.").

196. This approach differs markedly from the Consumer and Main Street Protection
Act of 1995, which imposes a gross receipts test of $3 million in the United States or
$100,000 in the taxing state during a one year period. See generally Williams, 2 ROGER
WauL*Ms U. L. REV. at 144-47.

197. For example, consider these articles discussing the impact of the Quill decision:
Anna M. Hoti, Comment, Finishing What Quill Started: The Transactional Nexus Test
for State Use Tax Collection, 59 ALB. L. REv. 1449 (1996); Christina R. Edson, Quill's
Constitutional Jurisprudence and Tax Nexus Standards in an Age of Electronic Com-
merce, 49 TAx. LAWYER at 893 (1996); Emily Sneddon, Note, Constitutional Law - State
Taxation of Interstate Commerce - Use Taxes on Mail-Order Business With No Physical
Presence in the Taxing State. Quill Corp. v. North Dakota, 112 S. Ct. 1904 (1992), 15 U.
ARK. LITTLE ROCK L.J. 299 (1993); Catherine V. Lane, National Bellas Hess, Inc.: Obso-
lescent Precedent or Good Law After Quill Corp. v. North Dakota?, 49 WASH. & LEE L.
REv. 1183 (1992); Michael W. McLoughlin, The Mighty Quill Strikes Out: Why the Issue
of Taxing Mail Order Sellers Will Not Go Away, 1 STATE & LOCAL TAX LAWYER 67
(1996).
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interstate commerce while balancing the needs of state reve-
nue agencies with the needs of business.198

Recent cases providing jurisdictional analysis for sales and use taxes,
along with particular issues raised by Internet transactions, are dis-
cussed below.

1. Substantial Nexus and Physical Presence

Jurisdictional analysis under the Due Process Clause has evolved
away from a requirement of physical presence in the taxing state, re-
flecting the technological reality that such a presence is no longer re-
quired to conduct economic activity. 199 As the Supreme Court
recently clarified in Quill Corp. v. North Dakota,200 physical presence
is no longer required in order to satisfy due process requirements:

[I]f a foreign corporation purposefully avails itself of the bene-
fits of an economic market in the forum State, it may subject
itself to the State's in personam jurisdiction even if it has no
physical presence in the State. As we explained in Burger
King Corp. v. Rudzewicz, 471 U.S. 462, 105 S. Ct. 2174, 85 L.
Ed. 2d 528 (1985): "Jurisdiction in these circumstances may
not be avoided merely because the defendant did not physi-
cally enter the forum State. Although territorial presence
frequently will enhance a potential defendant's affiliation
with a State and reinforce the reasonable foreseeability of
suit there, it is an inescapable fact of modem commercial life
that a substantial amount of business is transacted solely by
mail and wire communications across state lines, thus obviat-
ing the need for physical presence within a State in which
business is conducted. So long as a commercial actor's efforts
are 'purposefully directed' toward residents of another State,
we have consistently rejected the notion that an absence of
physical contacts can defeat personal jurisdiction there." Id.
at 4716, 105 S. Ct. at 2184 (emphasis in original).

Comparable reasoning justifies the imposition of the col-
lection duty on a mail-order house that is engaged in continu-
ous and widespread solicitation of business within a State.
Such a corporation clearly has "fair warning that [its] activity

198. Edson, 49 TAx LAWYER at 895 (citation omitted).
199. See id. at 905 ("[It appears the Supreme Court has become increasingly liberal

when evaluating the fairness of hailing a non-resident individual or business entity
without physical presence into a state's courts. Specifically, the Court has moved to-
ward a subjective standard which examines the individual's purposefulness and eco-
nomic activity in a state and has moved away from the objective physical presence
standard outlined in Pennoyer v. Neff, 95 U.S. 714 (1877)."). See also id. at 916-17 ("It
seems the bright-line physical presence test has been slowly eroded, causing taxing ju-
risdictions as well as taxpayers to question the obsolescence of the physical presence
nexus standard .... ").

200. 504 U.S. 298 (1992).
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may subject [it] to the jurisdiction of a foreign sovereign."
Shaffer v. Heitner, 433 U.S., at 218, 97 S. Ct. at 2587 (STE-
VENS, J., concurring in judgment). In "modern commercial
life" it matters little that such solicitation is accomplished by
a deluge of catalogs rather than a phalanx of drummers: The
requirements of due process are met irrespective of a corpora-
tion's lack of physical presence in the taxing State. Thus, to
the extent that our decisions have indicated that the Due Pro-
cess Clause requires physical presence in a State for the im-
position of duty to collect a use tax, we overrule those
holdings as superseded by developments in the law of due
process.

20 1

However, the Quill Court characterized Commerce Clause analy-
sis differently from Due Process Clause analysis, since these clauses
are animated by different purposes:

Due process centrally concerns the fundamental fairness of
governmental activity. Thus, at the most general level, the
due process nexus analysis requires that we ask whether an
individual's connections with a State are substantial enough
to legitimate the State's exercise of power over him. We have,
therefore, often identified "notice" or "fair warning" as the an-
alytic touchstone of due process nexus analysis. In contrast,
the Commerce Clause and its nexus requirement are in-
formed not so much by concerns about fairness for the indi-
vidual defendant as by structural concerns about the effects
of state regulation on the national economy. 20 2

The "substantial nexus" requirement under the Commerce Clause
therefore functions primarily as a means of limiting state burdens im-
posed on interstate commerce, rather than merely ensuring fairness
through providing notice that conduct may subject the actor to the
state's authority. 20 3

The Quill Court held to a physical presence standard as a "bright-
line" rule for determining whether "substantial nexus" under the
Commerce Clause had been satisfied, thus following its prior decision
in National Bellas Hess.20 4 According to the Court,

the bright-line rule of Bellas Hess furthers the ends of the
dormant Commerce Clause. Undue burdens on interstate
commerce may be avoided not only by a case-by-case evalua-

201. Quill Corp. v. North Dakota, 504 U.S. 298, 307-08 (1992).
202. Id. at 312.
203. Id. at 313 ("[Tlhe 'substantial nexus' requirement is not, like due process' "min-

imum contacts" requirement, a proxy for notice, but rather a means for limiting state
burdens on interstate commerce.").

204. 386 U.S. 753 (1967). See Quill, 504 U.S. at 314-18. There are numerous arti-
cles discussing Quill and its significance, and a detailed analysis of Quill will not be
repeated here. See supra note 197.
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tion of the actual burdens imposed by particular regulations
or taxes, but also, in some situations, by the demarcation of a
discrete realm of commercial activity that is free from inter-
state taxation. Bellas Hess followed the latter approach and
created a safe harbor for vendors "whose only connection with
customers in the [taxing] State is by common carrier or the
United States mail." Under Bellas Hess, such vendors are
free from state-imposed duties to collect sales and use
taxes. 20 5

The court found that "the Bellas Hess rule has engendered substantial
reliance and has become part of the basic framework of a sizable in-
dustry."20 6 Thus, principles of stare decisis supported its continued
adherence to Bellas Hess, despite the recognition of technological
changes affecting the court's Due Process jurisprudence. 20 7 Moreover,
by basing its analysis on Commerce Clause principles, Congress was
free to change the result.208

Unfortunately, the Quill Court's retention of the "bright-line" rule
of Bellas Hess leaves more uncertainty than is desirable.20 9 Quill con-
firms that Bellas Hess "stands for the proposition that a vendor whose
only contacts with the taxing State are by mail or common carrier"
lacks a substantial nexus.210 However, it also suggests that certain
other contacts may also be insufficient. For example, the mail-order
seller in Quill had also licensed software to some of its clients, which
was used to place orders and check inventory. 211 The state conceded
that this "seem[ed] a slender thread upon which to base nexus,"212

and the Court agreed:

205. Quill, 504 U.S. at 314-15.
206. Id. at 317. The Court also noted concerns about potential retroactive liability

affecting vendors if a physical presence was not required. Id. at 318 n.10.
207. See id. at 307 & 317.
208. See id. at 318 ("[I]n recent years Congress has considered legislation that

would "overrule" the Bellas Hess rule. Its decision not to take action in this direction
may, of course, have been dictated by respect for our holding in Bellas Hess that the Due
Process Clause prohibits States from imposing such taxes, but today we have put that
problem to rest. Accordingly, 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."). For a discussion of pre-Quill legislation, see Timothy H. Gillis, Note, Col-
lecting the Use Tax on Mail Order Sales, 79 GEO. L.J. 535, 558-61 (1991).

209. See, e.g., Quill, 504 U.S. at 330 (White, J., concurring & dissenting in part)
(stating that "[clertainly our cases now demonstrate two "bright-line" rules for mail-
order sellers to follow .. ."). See also Adam L. Schwartz, Note, Nexus or Not? Orris v.
New York, SFA Folio v. Tracy and the Persistent Confusion Over Quill, 29 CoNN. L. REv.
485, 495-96 (1996).

210. Quill, 504 U.S. at 311.
211. Id. at 302 n.1 & 315 n.8.
212. Id. at 315 n.8 (quoting Brief for Respondent at 46, Quill Corp. v. North Dakota,

504 U.S. 298 (1992) (No. 91-194)).
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Although title to "a few floppy diskettes" present in a State
might constitute some minimal nexus, in National Geo-
graphic Society v. California Bd. of Equalization, 430 U.S.
551, 556 (1977), we expressly rejected a "'slightest presence'
standard of constitutional nexus." We therefore conclude
that Quill's licensing of software in this case does not meet
the "substantial nexus" requirement of the Commerce
Clause.

2 13

Although a few diskettes apparently fail the "slightest presence"
requirement, the parameters of that standard are far from clear. The
Quill court recognized that "a small sales force, plant, or office" could
satisfy the substantial nexus requirement, thus rendering the "bright
line" test subject to criticism as "artificial."2 14 The substantial nexus
requirement apparently does not require a correlation between bene-
fits received in the state and the burdens of collecting the tax - even
small benefits, in the form of a single employee or office within the
state, could result in large burdens.2 15 For example, in Standard
Pressed Steel Company v. Department of Revenue,2 16 the Court upheld
the imposition of a use tax collection burden based on the presence of a
single resident engineer-employee operating out of his home.21 7 This

213. Id. at 315 n.8.
214. Id. at 315.
215. Of course, this problem is inherent in a bright line rule. Similar issues can be

raised with income taxes under the safe harbor rules of P.L. 86-272. See Peter D. En-
rich, Saving the States from Themselves: Commerce Clause Constraints on State Tax
Incentives for Business, 110 HARv. L. REV. 377, 468 n.315 (1996); John McGown, When
Is It Appropriate to Tax Out.of-State Businesses, 39 ADVOCATE 19 (July 1996). See also
Wisconsin Dep't of Revenue v. Wrigley, 505 U.S. 214 (1992). The Court recently con-
firmed that no specific tracing of tax benefits is required to satisfy nexus requirements:

The fair relation prong of Complete Auto requires no detailed accounting of the
services provided to the taxpayer on account of the activity being taxed, nor,
indeed, is a State limited to offsetting the public costs created by the taxed
activity. If the event is taxable, the proceeds from the tax may ordinarily be
used for purposes unrelated to the taxable event. Interstate commerce may
thus be made to pay its fair share of state expenses and "'contribute to the cost
of providing all governmental services, including those services from which it
arguably receives no direct "benefit."' Goldberg, supra, 488 U.S., at 267, 109 S.
Ct., at 592, quoting Commonwealth Edison, supra, 453 U.S., at 627, n.16, 101
S.Ct., at 2958, n. 16 (emphasis in original). The bus terminal may not catch
fire during the sale, and no robbery there may be foiled while the buyer is get-
ting his ticket, but police and fire protection, along with the usual and usually
forgotten advantages conferred by the State's maintenance of a civilized soci-
ety, are justifications enough for the imposition of a tax.

Oklahoma Tax Comm'n v. Jefferson Lines, Inc., 115 S. Ct. 1331, 1345-46 (1995).
216. 419 U.S. 560 (1975).
217. Standard Pressed Steel Co. v. Washington Department of Revenue, 419 U.S.

560, 561, 564 (1975). In Scripto, Inc. v. Carson, 362 U.S. 207, 211 (1960), the Court also
made it clear that independent contractors acting on behalf of sellers might also be
sufficient to impose a use tax collection burden; employee status was not constitution-
ally significant. See also Felt & Tarrant Mfg. Co. v. Gallagher, 306 U.S. 62, 64-66, 68
(1939) (two nonemployee commissioned salespersons sufficient for tax collection
burden).
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is consistent with traditional analysis, which imposes no requirement
that tax liability correlate to benefits received in the forum state.2 18

The Quill Court also imposes no requirement that contacts with
the state be related to the specific tax involved. For example, in Na-
tional Geographic Society v. California Board of Equalization,2 19 the
Court held that offices and personnel within the state, which were
used to solicit magazine advertising and were otherwise unrelated to
its mail-order sales business, were nevertheless sufficient to establish
substantial nexus for use tax collection. 220

State courts interpreting parameters of physical presence in Quill
appear willing to interpret physical presence restrictively, thereby
minimizing the distinctions between nexus for Due Process Clause
and Commerce Clause purposes. For example, in Orvis Company v.
Tax Appeals Tribunal,22 1 the New York Court of Appeals held that
Quill did not require a "substantial physical presence" before impos-
ing a use tax collection burden:

While a physical presence of the vendor is required, it need
not be substantial. Rather, it must be demonstrably more
than a "slightest presence" [citation omitted]. And it may be
manifested by the presence in the taxing State of the vendor's
property or the conduct of economic activities in the taxing
State performed by the vendor's personnel or on its behalf.22 2

Orvis involved two different out-of-state vendors who sold prod-
ucts to retail customers in New York via mail and common carrier.22 3

Orvis Company sold camping and other outdoor products to retail cus-
tomers through a catalog. 22 4 It also sold its products on a wholesale
basis to retail outlets located in New York.2 25 Sales to New York to-
taled approximately $1 million to $1.5 million annually, with fifteen
percent of that amount attributable to its wholesale customers. 22 6

Physical presence contacts with New York were limited to visits to
New York retail stores to solicit wholesale orders - completely unre-

218. See Chris M. Amantea, Comment, Use Tax Collection Jurisdiction: Retail
Stores on a State Border Held Hostage, 64 CHI-KNT L. REV. 747 (1987).

219. 430 U.S. 551 (1977).
220. National Geographic Society v. California Bd. of Equalization, 430 U.S. 551,

552, 556 (1977). Justice White's concurrence in Quill was critical of this distinction.
See Quill, 504 U.S. at 323-24 (White, J., concurring & dissenting in part). For an argu-
ment favoring the imposition of a transactional nexus standard, see Anna M. Hoti, Com-
ment, 59 ALB. L. REV. 1449 (1996).

221. 654 N.E.2d 954 (N.Y. 1995). For a casenote discussing Orvis, see Michael J.
Williams, Note, An Encroaching Exercise in State Taxation: Orvis Company v. Tax Ap-
peals Tribunal, 2 ROGER WILLIAMS U. L. REV. 123 (1996).

222. Orvis, 654 N.E.2d at 961.
223. Id. at 955.
224. Id.
225. Id.
226. Id. at 961.
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lated to its retail catalog sale operation. 22 7 Nevertheless, the court
found that this activity was sufficient to establish nexus for use-tax
collection purposes. 22 8

The other taxpayer, Vermont Information Processing ("VIP"), sold
computer hardware and software to beverage distributors in New
York, which "[in most instances" was delivered via mail or common
carrier.2 29 VIP's contacts with New York were limited to visits by its
employees "to resolve problems and give additional instructions in
connection with the use of VIP software programs, and occasionally
for installing software." 23 0 Again, this activity was held to be suffi-
cient under Quill.

Significantly, the Orvis court viewed Quill as accepting the ra-
tionale that

under the more "flexible" approach of current Commerce
Clause jurisprudence [citation omitted], the quid pro quo for
State taxation could be found in the benefits and protections
the State confers in providing for a stable and secure legal-
economic environment for a mail-order vendor's substantial
marketing efforts aimed at the taxing State.23 1

Thus, it viewed the Quill Court's retention of a physical presence stan-
dard as narrowly as possible, consistent with the expanded scope of
Due Process jurisprudence. Accordingly, the ability to impose a "fair
share" of government costs apparently depends not upon protection of
property or employees, but by the provision of a market - which is
consistent with an expanded view of nexus adopted in other tax
cases.

23 2

The Illinois Supreme Court essentially followed Orvis in its deci-
sion in Brown's Furniture, Inc. v. Wagner.2 33 Brown's Furniture, a
retail furniture store located in Missouri, was frequently patronized
by customers from Illinois. 2 34 It made regular deliveries to Illinois

227. Id. at 961-92. Orvis personnel averaged four visits per year to as many as 19
wholesale customers, which the court characterized as suggesting "systematic visita-
tion." Id. at 962.

228. Id. at 961.
229. Id. at 955.
230. Id. at 956. During a three-year period, VIP employees made 41 trouble-shoot-

ing visits to New York customers, and made 154 taxable transactions in New York. Id.
at 962.

231. Id. at 959.
232. See generally Edson, 49 TAX LAWYER at 931-36 (discussing the probability that

Supreme Court will reject physical presence aspects outside of use tax, which are
viewed as resting on stare decisis rather than current technological and societal values).

233. 665 N.E.2d 795 (Ill. 1996). See also Harriet Hanlon, Cost Sales Tax Conferees
Discuss "Nexus Aplenty", 11 STATE TAX NoTEs 559 (Aug. 19, 1996).

234. Brown's Furniture, Inc. v. Wagner, 665 N.E.2d 795, 798 (Ill. 1996). Brown's
Furniture was located in Palmyra, Missouri, which is "approximately 15 miles south-
west of Quincy, Illinois." Id.
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customers, unloading furniture, occasionally making minor repairs,
and infrequently receiving payment from customers while in Illi-
nois. 2 35 During a ten-month audit period, Brown's Furniture had
made 942 deliveries valued at approximately $675,000 in Illinois, and
it did not collect Missouri sales tax or Illinois use tax on these sales. 23 6

Brown's Furniture advertised extensively in Illinois, including televi-
sion, radio, and newspaper media, but it had no property, offices, or
employees there. 23 7

The Brown court substantially adopted the Orvis analysis in re-
jecting a "substantial physical presence" requirement under Quill.2 38

Under these circumstances, the Illinois Supreme Court had no trouble
in concluding that Illinois had substantial nexus with Brown:

We believe that by physically sending its representatives into
Illinois on this regular and frequent basis, Brown's Furniture
has established more than a slight physical presence within
the State.

Indeed, it is apparent that Brown's Furniture has trav-
elled well beyond the "safe harbor [created] for vendors
'whose only connection with customers in the [taxing] State is
by common carrier or the United States mail."' Quill, 504
U.S. at 315. Through its deliveries, Brown's Furniture is
physically present in Illinois on an almost continuous basis,
directly competing with in-state retailers in establishing and
maintaining a market for its furniture sales in Illinois. We
conclude that Brown's Furniture has met the Complete Auto
substantial nexus requirement.2 39

However, the court was careful to distinguish Brown's Furniture's ac-
tivities from "occasional" or "sporadic" activities that were deemed in-
sufficient in other cases.2 40 It also emphasized that the extensive
advertising in Illinois media outlets was not merely "incidental".24 1

Thus, the Brown court still left room for vendors with less significant
contacts to meet the "slightest presence" safe harbor.24 2

235. Brown's Furniture, 665 N.E.2d at 798.
236. Id. It would be fair to say that Brown's Furniture had an "on-again, off-again"

relationship with use tax collection in Illinois. During some periods, it collected use
taxes, in part due to complaints from its Illinois competitors, and then it terminated
those collections, in response to complaints from customers. Id. at 798-99.

237. Id. at 798.
238. See id. at 802-03.
239. Id. at 803.
240. See id. at 803-04 (citing Florida Department of Revenue v. Share Intl, Inc., 667

So. 2d 226 (Fla. Dist. Ct. App. 1995), aft'd, 676 So. 2d 1362 (Fla. 1996), cert. denied, 117
S. Ct. 685 (1997); In re Laptops Etc. Corp., 164 B.R. 506 (D. Md. 1993)).

241. Id. at 804.
242. Of course, Brown's Furniture is not the end of the Quill saga. For a discussion

of several other cases applying nexus standards under Quill, see Harriet Hanlon, COST
Sales Tax Conferees Discuss 'Nexus Aplenty', 11 STATE TAX NOTEs 559 (Aug. 19, 1996).
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In addition to Quill and its progeny dealing with the physical
presence requirement for substantial nexus under the Commerce
Clause, two other United States Supreme Court decisions merit atten-
tion in evaluating the role of nexus in sales and use tax collection:
Goldberg v. Sweet 24 3 and Oklahoma Tax Commission v. Jefferson
Lines.244 While both of these cases dealt primarily with apportion-
ment and discrimination issues under the Commerce Clause, the
Court's treatment of the substantial nexus issue is also potentially
significant.

Goldberg v. Sweet involved a Commerce Clause challenge to an
excise tax on interstate telephone calls, which was essentially
equivalent to a sales tax.245 The tax applied to any interstate or intra-
state telephone calls that "(1) originated or terminated in Illinois and
(2) [were] charged to an Illinois service address."246 All parties con-
ceded that Illinois had a substantial nexus with the interstate tele-
communications reached by this tax.2 4 7 However, the taxpayers
contended that the tax was not fairly apportioned, since many other
states could also tax the same call. 248 However, the court dismissed
the multiple taxation contention, stating in part:

We doubt that States through which the telephone call's elec-
tronic signals merely pass have a sufficient nexus to tax that
call. See United Air Lines, Inc. v. Mahin, 410 U.S. 623, 631
(1973) (State has no nexus to tax an airplane based solely on
its flight over the State); Northwest Airlines, Inc. v. Minne-
sota, 322 U.S. 292, 302-04 (1944) (Jackson, J., concurring)
(same). We also doubt that termination of an interstate tele-
phone call, by itself, provides a substantial enough nexus for
a State to tax a call. See National Bellas Hess, Inc. v. Depart-
ment of Revenue of Illinois, 386 U.S. 753 (1967) (receipt of
mail provides insufficient nexus).

We believe that only two States have a nexus substantial
enough to tax a consumer's purchase of an interstate tele-
phone call. The first is a State like Illinois which taxes the
origination or termination of an interstate telephone call
charged to a service address within that State. The second is

243. 488 U.S. 252 (1989).
244. 115 S. Ct. 1331 (1995). See also Martin I. Eisenstein, The Constitutional Lim-

its on Sales Taxation of Cyberspace, 12 STATE TAX NoTEs 601, 601 (Feb. 24, 1997) (dis-
cussing the application of the Goldberg-Jefferson Lines test to cyberspace).

245. Goldberg v. Sweet, 488 U.S. 252, 256-57, 262 (1989). The Supreme Court noted
that "[the tax at issue has many of the characteristics of a sales tax. It is assessed on
the individual consumer, collected by the retailer, and accompanies the purchase of an
interstate telephone call." Id. at 262.

246. Goldberg, 488 U.S. at 262.
247. Id. at 260.
248. Id. at 262-63.
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a State which taxes the origination or termination of an inter-
state telephone call billed or paid within that State.249

The apportionment issue raised by the taxpayers was dismissed as
impractical in these circumstances:

In previous cases we have endorsed apportionment formulas
based upon the miles a bus, train, or truck traveled within
the taxing State. But those cases all dealt with the move-
ment of large physical objects over identifiable routes, where
it was practicable to keep track of the distance actually trav-
eled within the taxing State. See, e.g., Central Greyhound,
334 U.S., at 663 ("There is no dispute as to feasibility in ap-
portioning this tax"); see also Western Live Stock, 303 U.S. at
257. These cases, by contrast, involve the more intangible
movement of electronic impulses through computerized net-
works. An apportionment formula based on mileage or some
other geographic division of individual telephone calls would
produce insurmountable administrative and technological
barriers. See Scheiner, 483 U.S. at 296 (apportionment does
not require State to adopt a tax which would "pose genuine
administrative burdens"). We thus find it significant that Illi-
nois' method of taxation is a realistic legislative solution to
the technology of the present-day telecommunications
industry.250

The Court's reliance on administrative feasibility for apportion-
ment of the sales tax in this context was subsequently challenged in
Jefferson Lines, which involved a Commerce Clause challenge to a
sales tax imposed on the purchase of tickets in Oklahoma for bus
transportation commencing in Oklahoma.251 Once again, the issue of
substantial nexus was not disputed with respect to the in-state por-
tion of the service:

It has long been settled that a sale of tangible goods has a
sufficient nexus to the State in which the sale is consum-
mated to be treated as a local transaction taxable by that
State [citation omitted]. So, too, in addressing the interstate
provision of services, we recently held that a State in which
an interstate telephone call originates or terminates has the
requisite Commerce Clause nexus to tax a customer's

249. Id. at 263. Although calls from a particular service address in Illinois could be
billed to an address out-of-state, such a limited possibility of multiple taxation was
deemed constitutionally insufficient to invalidate the Illinois statute. Goldberg, 488
U.S. at 263-64.

250. Id. at 264-65 (footnotes omitted).
251. See Oklahoma Tax Comm'n v. Jefferson Lines, Inc., 115 S. Ct. 1331, 1335

(1995). The Court expressly noted that "[t]he [Oklahoma Tax] Commission does not
seek to recover any taxes for tickets sold in Oklahoma for travel wholly outside the
State or for travel on routes originating in other States and terminating in Oklahoma.
Accordingly, the validity of such taxes is not before us." Id. at 1335 n.2.
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purchase of that call as long as the call is billed or charged to
a service address, or paid by an addressee, within the taxing
State [citation omitted]. Oklahoma's tax falls comfortably
within these rules. Oklahoma is where the ticket is
purchased, and the service originates there. These facts are
enough for concluding that "[tihere is 'nexus' aplenty
here."

25 2

However, Jefferson Lines contended that Oklahoma lacked a substan-
tial nexus to tax the portion of the ticket which extended outside its
borders, which the Court characterized as more appropriately ana-
lyzed as an apportionment issue.253

In considering the apportionment issue, the Court first reviewed
the nature of sales taxes. Looking first to sales of goods, the Court
recognized that a sale transaction was a "discrete event, facilitated by
the laws and amenities of the place of sale."2 54 Focusing on the sales
event avoided multiple taxation because a sale could be "consum-
mated in only one state."25 5 Thus, "the very conception of the common
sales tax on goods, operating on the transfer of ownership and posses-
sion at a particular time and place, insulated the buyer from any
threat of further taxation of the transaction."256

With regard to services, the Court concluded that there was effec-
tively no difference for purposes of administering the sales tax, as long
as the sale was accompanied by partial delivery of the service:

A sale of services can ordinarily be treated as a local
state event just as readily as a sale of tangible goods can be
located solely within the State of delivery. Although our deci-
sional 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. Thus we have
held that the entire gross receipts derived from sales of serv-
ices to be performed wholly in one State are taxable by that
State, notwithstanding that the contract for performance of
the services has been entered into across state lines with cus-
tomers who reside outside the taxing State. So, too, as we
have already noted, even where interstate circulation contrib-
utes to the value of magazine advertising purchased by the
customer, we have held that the Commerce Clause does not
preclude a tax on its full value by the State of publication.
And where the services are performed upon tangible items re-

252. Jefferson Lines, 115 S. Ct. at 1337-38.
253. Id. at 1338.
254. Id. at 1339.
255. Id.
256. Id.

1997] 1153



CREIGHTON LAW REVIEW

trieved from and delivered to out-of-state customers, the busi-
ness performing the services may be taxed on the full gross
receipts from the services, because they were performed
wholly within the taxing State. Interstate activity may be es-
sential to a substantial portion of the value of the services in
the first case and essential to performance of the services in
the second, but sales with at least partial performance in the
taxing State justify that State's taxation of the transaction's
entire gross receipts in the hands of the seller.2-

7

Because the incidence of the sales tax falls on the buyer of the services
and "[t]he taxable event comprises agreement, payment, and delivery
of some of the services in the taxing State,"25s the Court concluded
that only one state can tax this event in these circumstances. 259

The Court took a practical view of the nature of the sale in this
case, rejecting the analysis that the sale could occur over a period of
time as delivery occurs:

[N]othing in our case law supports the view that when deliv-
ery 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 com-
plete. The analysis should not lose touch with the common
understanding of a sale; 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.260

The Court also examined whether there was "a possibility of suc-
cessive taxation so closely related to the transaction as to indicate p0-

257. Id. at 1340 (emphasis added) (citations omitted).
258. Id. at 1341.
259. See id. It should be noted that not all sales transactions may involve a single

situs, as Hellerstein, McIntyre, and Pomp have pointed out:
For example, a bank based in North Carolina may agree with a data processing
firm in Texas to provide data processing services for the bank's branches all
over the country. Assuming the "agreement" is reached in a law office in At-
lanta, "payment" is made to the data processing firm's account in New York for
services performed in Texas and 'delivered" to the bank's branches across the
country, where does the 'sale" take place? And what is to prevent Georgia from
taxing sales of data processing services based on where the agreement for the
sale of such services is consummated, while Texas taxes the sale of services
performed in the state, at the same time that New York taxes services where
payment for the services is made, and the states where the services are deliv-
ered all tax the services based on delivery? Questions like these obviously were
not resolved by the Court in Jefferson Lines.

Hellerstein, et al., supra note 118, at 104-05. However, these authors also doubt that it
would be proper to define the locus of a sale solely by reference to payment. See id.

260. Jefferson Lines, 115 S. Ct. at 1341 (citation omitted). The Court was careful to
distinguish the sales tax on the buyer from a gross receipts tax on the seller, which
would be subject to apportionment. Id. at 1340-41. In Central Greyhoud Lines, Inc. v.
Mealey, 334 U.S. 653, 662-63 (1948), the Court struck down a gross receipts tax on
transportation services that were not apportioned based on miles traveled in various
states.
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tential unfairness of Oklahoma's tax on the full amount of sale."26 1

However, Jefferson Lines had shown no such possibility.262 Gross re-
ceipts taxes could be imposed on the seller, but that would be a differ-
ent tax, which does not run afoul of the Commerce Clause.263 As for a
use tax imposed by another state in which travel occurred, Oklahoma
could rely on such other states to provide credits for its sales taxes,
thus avoiding the risk of multiple taxation.26 4

The Court also rejected the argument that just because apportion-
ment was feasible in this case, the State must follow it:

Although Goldberg indeed noted that "[a]n apportionment
formula based on mileage or some other geographic division
of individual telephone calls would produce insurmountable
administrative and technological barriers," and although we
agree that no comparable barriers exist here, we nonetheless
reject the idea that a particular apportionment formula must
be used simply because it would be possible to use it. We
have never required that any particular apportionment
formula or method be used, and when a State has chosen one,
an objecting taxpayer has the burden to demonstrate by
"'clear and cogent evidence,'" that "'the income attributed to
the State is in fact out of all appropriate proportions to the
business transacted ... in that State, or has led to a grossly
distorted result."' That is too much for Jefferson to bear in
this case. It fails to show that Oklahoma's tax on the sale of
transportation imputes economic activity to the State of sale
in any way substantially different from that imputed by the
garden-variety sales tax, which we have perennially sus-
tained, even though levied on goods that have traveled in in-
terstate commerce to the point of sale or that will move across
state lines thereafter.26 5

Thus, in this case, the Court upheld the sales tax on services;
Oklahoma indeed had "nexus aplenty" to tax the sale of the ticket,
despite the fact that a portion of the services would not be delivered in
the taxing state.

2. Nexus Considerations for Internet Sellers

As of March, 1997, no courts had specifically applied the above
precedents to sales or use tax collection cases involving products or

261. Jefferson Lines, 115 S. Ct. at 1341.
262. Id. at 1341-42.
263. See id. at 1342.
264. Id. at 1343.
265. Id. at 1343-44 (citations omitted).
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services ordered and delivered solely through the Internet. 26 6 The
scope of substantial nexus is sufficiently unclear to create some doubt
as to the assumption of tax collection burdens in many circumstances
involving Internet transactions.

To illustrate, consider the following Internet transaction. Assume
that Seller operates a Web site on a server located in its offices in
State A, from which Seller offers to sell computer software. Buyer
submits credit-card information to Seller, which allows Buyer to
download the software through the Internet directly to the hard drive
in Buyer's computer, where it is available for Buyer's future use.
Buyer does not technically "own" the software, but acquires a license
to use it. Assuming that State A's sales tax statute covers this
software, does State A have sufficient nexus to impose a sales tax on
this transaction?

If Buyer lives in State A, or if Buyer is within State A when Buyer
actually downloads the software, then arguably Jefferson Lines would
support State A's imposition of a sales tax. Here, payment and deliv-
ery occur within State A, which is consistent with the traditional
scope of events necessary for sales taxation. 26 7 Situsing the sale in
the destination state, where the good or service is acquired, is a practi-
chl treatment for such transactions. 268 As the Supreme Court has
noted, practical needs of tax administration deserve consideration in
these circumstances. 2 69 The Seller's contacts with State A would
clearly satisfy Quill as well, thus ensuring "nexus aplenty" for this
transaction.

2 70

Suppose instead that Buyer lives in State B. Assuming that
Seller's sole contacts with State B are limited to delivery of products
via the Internet, could Seller satisfy the substantial nexus require-
ment for purposes of collecting use tax? Quill indicates a negative an-
swer, as nexus is lacking when the Seller's contacts are limited to
telephone, mail, or common carrier.2 7 1 Although Seller does have
property in State B - the software being licensed that is the subject of
this transaction - the Quill Court observed that a few copies of

266. Note that this discussion pertains only to nexus for sellers, not users. But see
Press-Kap, Inc. v. System I, Direct Access, Inc., 636 So. 2d 1351 (Fla. Dist. Ct. App.
1994) (addressing nexus for users).

267. See Jefferson Lines, 115 S. Ct. at 1341; supra note 260 and accompanying text.
268. See Matthew N. Murray, Telecommunication Services and Electronic Com-

merce: Will Technology Break the Back of the Sales Tax?, 12 STATE TAX NoTEs 273, 276
(Jan. 27, 1997) (noting that the locus of consumption is potentially important to the
extent that sales taxes ideally are consumption taxes, but generally "it is simply not
practical to apportion or allocate sales tax burdens across the various jurisdictions
where final consumption takes place.").

269. See Goldberg, 488 U.S. at 264-65, Jefferson Lines, 115 S. Ct. at 1343.
270. See Jefferson Lines, 115 S. Ct. at 1341.
271. See supra notes 204-06 and accompanying text.
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software would not, on its own, be sufficient to create substantial
nexus.272

Would the fact that Seller had sold ("licensed") software to
thousands of purchasers in State B change this result? Probably not.
Although Quill seeks to distinguish "the slightest presence" from
something more substantial, the quality of contacts, not just the quan-
tity, is relevant in these circumstances. 273 The mail-order seller in
Quill was not selling the software that was present in the state, but
instead allowed customers to use the software to order other products.
Thus, Quill did not consider the circumstance in which software was a
product. If software licensed in the state can be treated as a relevant
contact, the "bright line" justification of Quill just got even more am-
biguous. Treating software as property for Quill purposes creates the
potential for expansive nexus treatment as compared with other prop-
erty that is sold outright. It is doubtful that such contacts should be
relevant in considering whether to assess a use tax collection burden
under the current regime of Quill.

The absence of a transactional nexus limitation further clouds the
nexus status of the destination state.274 Sellers engaged in other ac-
tivities in the destination state may be surprised to find that those
activities can satisfy the substantial nexus prong as interpreted by
Quill. As discussed in Orris, employees visiting Buyer's state for busi-
ness purposes unrelated to Internet sales could be sufficient to justify
a use tax collection burden. 275 Further, the presence of other property
in that state, even though unrelated to Internet sales, could also be
deemed sufficient. Thus, Internet sellers engaged in other business
activities may not be as insulated from use tax collection burdens as it
might otherwise appear.

Sellers could conduct Internet selling activities through a sepa-
rate corporation to avoid acquiring nexus from activities of related cor-
porations in the destination state.276 Thus far, courts have refused to

272. Quill, 504 U.S. at 315 n.8.
273. The quality of contacts, not the quantity, is typically cited as controlling the

substantial connection analysis for due process cases. See, e.g., CompuServe, Inc. v.
Patterson, 89 F.3d 1257, 1264 (6th Cir. 1996) (stating that the quality, not quantity, of
contacts "determines whether they amount to purposeful availment."); LAK, Inc. v.
Dee's Creek Enters., 885 F.2d 1293, 1301 (6th Cir. 1989). However, as a practical mat-
ter, the quantity is also important in that context, since it is arguably an aspect of the
notice requirement. Edson, 49 TAX LAWYER at 944-45.

274. See generally Anna M. Hoti, Comment, Finishing What Quill Started: The
Transactional Nexus Test for State Use Tax Collection, 59 ALB. L. REv. 1449 (1996).

275. See Orvis, 654 N.E.2d at 961. However, the court was careful to note that these
visits were not random or infrequent. Id. at 962 (suggesting that the trips amounted to
"systematic visitation").

276. See generally David W. Bertoni & Martin I. Eisenstein, Defending Against Af.
filiate Nexus in Sales and Use Tax Collection Liability Cases, 6 J. MULTISTATE TAX'N 24,
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apply a rule that treats related corporations as a single enterprise for
use tax nexus purposes.2 7 7 This approach apparently provides some
relief from the absence of a transactional nexus limitation under
Quill. However, nexus may still be attributed when a related or unre-
lated party acts as an agent for the Seller in the destination state.2 7 8

Courts have not directly faced the scope of nexus based on agency
principles for an Internet seller, although the Sixth Circuit recently
touched on the issue in analyzing personal jurisdictional principles
under the Due Process clause. In CompuServe, Inc. v. Patterson,2 79

CompuServe sought a declaratory judgment against Patterson, a
software developer who had marketed software through Com-
puServe's proprietary network. 28 0 Patterson supplied "shareware" to
CompuServe, which then made it available to its subscribers. 28 '

"Shareware" is software that is provided without an immediate charge
to users, with the hope that users will voluntarily pay a licensing fee
after a specified trial period.2 82 Pursuant to an agreement with Pat-
terson, CompuServe collected licensing fees from users who obtained
software through its network, and then remitted the balance, less a
fifteen percent fee, to him.2 8 3 CompuServe had its headquarters in
Ohio, and the agreement specifically provided that Ohio law would be
applied.

28 4

During the period 1991-94, Patterson transmitted 32 software
files to CompuServe, which were stored on the CompuServe system in
Ohio. 28 5 He advertised the software on the CompuServe system, and
he claimed to have sold only $650 worth of software to twelve Ohio
residents. 28 6 Patterson had no other physical contacts with Ohio dur-
ing the years at issue. 28 7

24-29 (1996) (reviewing and analyzing cases dealing with state attempts to attribute
nexus to sellers based on activities of related corporations in the destination state).

277. See Bertoni & Eisenstein, 6 J. MULTISTATE TAX'N at 24.
278. See generally Scripto, Inc. v. Carson, 362 U.S. 207 (1960); Standard Pressed

Steel Co. v. Washington Dep't of Revenue, 419 U.S. 560 (1975); Orvis Co. v. Tax Appeals
Tribunal, 654 N.E.2d 954 (1995); National Geographic Society v. California Bd. of
Equalization, 430 U.S. 551 (1977). See also Bertoni & Eisenstein, 6 J. MULTISTATE
TAX'N at 28, 29 (noting potential for nexus when sellers use trademarks, tradenames, or
goodwill of the related party in soliciting sales).

279. 89 F.3d 1257 (6th Cir. 1996).
280. CompuServe, Inc. v. Patterson, 89 F.3d 1257, 1261 (6th Cir. 1996). Com-

puServe is an OSP (online service provider) that provides Internet access as well as its
own content within a proprietary network system. See CompuServe, 89 F.3d at 1260 &
n.3. See also supra notes 85-95.

281. CompuServe, 89 F.3d at 1260.
282. Id.
283. Id.
284. Id.
285. Id. at 1261.
286. Id.
287. See id.
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In reviewing the jurisdictional issue, the court considered three
factors: (1) whether the defendant had "'purposely avail[ed]'" himself
of the privilege of doing business in the forum state; (2) whether the
cause of action arose from the defendant's activities in the forum
state; and (3) whether the acts or consequences there were substantial
enough "'to make the exercise of jurisdiction over the defendant rea-
sonable." 288 The court found that Patterson had easily satisfied the
first two standards. By subscribing to CompuServe, entering into an
agreement with CompuServe, and marketing his software through
Compuserve, "[t]here was no question that Patterson himself took ac-
tions that created a connection with Ohio .... ,289

According to the court, the "real question" was whether his con-
tacts were "'substantial' enough that Patterson should reasonably
have anticipated being haled into an Ohio court."290 In these circum-
stances, the court had no problem finding that Patterson's contacts
were sufficient: "Patterson deliberately set in motion an ongoing mar-
keting relationship with CompuServe, and he should have reasonably
foreseen that doing so would have consequences in Ohio."291 Signifi-
cantly, the court noted that "merely entering into a contract with
CompuServe would not, without more, establish that Patterson had
minimum contacts with Ohio."2 9 2 Further, "Patterson's injection of
his software product into the stream of commerce, without more,
would be at best a dubious ground for jurisdiction."293 However, the
deliberate and repeated contacts with the forum state through Com-
puServe were together deemed sufficient, despite the small amount of
software that was actually sold.2 94

Significantly, the court analogized Patterson's relationship with
CompuServe to that of an out-of-state seller with a local distributor,
which the Ohio Supreme Court had recently found to be subject to
personal jurisdiction. 295 The Sixth Circuit stated in part: "Patterson
frequently contacted Ohio to sell his computer software over Com-
puServe's Ohio-based system. Patterson repeatedly sent his 'goods' to
CompuServe in Ohio for their ultimate sale. CompuServe, in effect,

288. Id. at 1263 (quoting Reynolds v. International Amateur Athletic Fed'n, 23 F.3d
1110, 1116 (6th Cir. 1994)).

289. Id. at 1264.
290. Id.
291. Id. at 1265.
292. Id. (citation omitted).
293. Id. (citation omitted).
294. See id. at 1264-65.
295. Id. at 1265 (citing U.S. Sprint Communications Co. v. Mr. K's Foods, Inc., 624

N.E.2d 1048, 1052-54 (Ohio 1994)).
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acted as Patterson's distributor, albeit electronically and not
physically."

296

CompuServe suggests that agency-based nexus is possible when a
seller uses a proprietary network to market and distribute its prod-
ucts. However, whether nexus could extend beyond the headquarters
state of the proprietary network owner is questionable, particularly
given the court's own limitations on the scope of its opinion:

[B]ecause of the unique nature of this case, we deem it impor-
tant to note what we do not hold. We need not and do NOT
hold that Patterson would be subject to suit in ANY state
where his software was purchased or used; that is not the
case before us. We also do not have before us an attempt by
another party from a third state to sue Patterson in Ohio for,
say, a "computer virus" caused by his software, and thus we
need not address whether personal jurisdiction could be
found on those facts. Finally, we need not and do not hold
that CompuServe may... sue any regular subscriber to its
service for nonpayment in Ohio, even if the subscriber is a
native Alaskan who has never left home. Each of those cases
may well arise someday, but they are not before us now.2 97

Agency-based nexus for use tax purposes could arguably include
any states in which a proprietary network owns or leases equipment
or transmission lines.2 98 Some commentators have suggested that
agency nexus could be expanded even by attribution of the activities of
local telecommunications companies providing dial-up access to an on-
line information provider such as CompuServe. 29 9 However, several
factors cast doubt on the appropriateness of extending nexus in this
manner.

Extending nexus is particularly inappropriate when the telecom-
munications companies providing dial-up access are effectively func-
tioning as common carriers, whose activities should be ignored for
nexus purposes. These companies are acting in a capacity that is dis-
tinguishable from other in-state actors providing post-sale services,
which the Multistate Tax Commission has interpreted as creating
nexus for the out-of-state seller.300 To characterize agency relation-

296. Id. at 1265.
297. Id. at 1268 (citation omitted).
298. However, merely passing a signal through a state is not constitutionally suffi-

cient to create nexus. See Goldberg, 488 U.S. at 263.
299. See Frieden & Porter, supra note 4, at 1386.
300. See MTC Bulletin 95-1, which takes the controversial position that nexus with

a mail-order computer seller can be achieved through activities of independent contrac-
tors who provide services to the purchaser. For commentary on this Bulletin, see, e.g.,
Matthew N. Murray, Telecommunication Services and Electronic Commerce: Will Tech-
nology Break the Back of the Sales Tax, 12 STATE TAX NoTEs 272, 278 (Jan. 27, 1997)
("This bulletin has created a storm of controversy and many argue it is inconsistent
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ships between telecommunications providers and proprietary net-
works as sufficient for nexus purposes would effectively obliterate the
safe harbor of Quill.30 1

The agency relationship created by using a proprietary network
as a marketing channel raises a more difficult question than the tele-
communications provider. The proprietary network arguably offers a
broader set of services than a common carrier, to the extent that it
provides advertising space and may actually make sales on behalf of
the electronic marketers.30 2 However, to the extent that only adver-
tising is involved, and the proprietary network does not act as a collec-
tion agent, attributing nexus here is also inappropriate. 30 3 If this
expansive nexus approach were followed, sellers who market through
proprietary networks would be placed at a competitive disadvantage
to those marketing only through the Internet. The Internet marketer
often does not own extensive network property, but instead relies on
diffused ownership and shared access to electronic pathways. Thus,
extending nexus through relationships with proprietary networks
could distort marketing decisions based on the ffimsy distinction of
who owns the marketing and delivery channel.30 4

Whether a seller has fair notice of potential multistate nexus by
advertising and delivering products and services over a proprietary
network is questionable. Unlike the distributor or marketing repre-
sentative with offices or employees in the destination state, the tenta-

with existing law."); Richard D. Pomp & Michael J. McIntyre, State Taxation of Mail-
Order Sales of Computers after Quill: An Evaluation of MTC Bulletin 95-1, 11 STATE

TAX NoTEs 177, 184 (July 15, 1996) (generally supporting Bulletin 95-1); Eric J.
Miethke, Man the Pumps! A Respose to Pomp and McIntyre's Analysis of Bulletin 95-1,
11 STATE TA NoTEs 307 (July 29, 1996) (disagreeing with Pomp and McIntyre).

301. See supra notes 199-215 and accompanying text.
302. See Murray, 12 STATE TAX NoTEs at 278.
303. It should be noted that ambiguities in formal legal relationship of the network,

i.e., agent or seller, may raise questions as to whom is responsible for remitting sales or
use taxes. See Murray, 12 STATE TAX NoTEs at 279 ("There is simply no precedent for
[requiring a third party to collect tax for the first and second parties to a sale] under the
sales tax, an exception being the current treatment of 900 calls under which the trans-
mission -provider may be required to collect and remit tax."). However, it does not seem
inappropriate to impose tax collection responsibility on a network that is physically
present and receives the proceeds of the sale.

304. Current nexus rules may also distort marketing decisions by creating an incen-
tive to choose mail order over other modes of operation which may involve physical con-
tacts. However, the key difference is that the mode of operation through an electronic
network will often be essentially the same regardless of whether that network is part of
the Internet.

Once again, this issue is not entirely new, as states are currently wrestling with the
significance of ownership in connection with delivery. For example, using one's own
trucks for delivery versus using a common carrier may achieve different nexus results.
See Emily Sneddon, Constitutional Law - State Taxation of Interstate Commerce -
Use Taxes on Mail-Order Business With No Physical Presence in Taxing State, 15 U.
ARK. L.J. 299 (1993).
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cles of the network are invisible to the seller. The extent of a
network's contacts could be disclosed to sellers engaged in marketing
relationships.30 5 However, such disclosures add an additional layer of
complexity that might be considered burdensome. In addition, such
disclosures would potentially require frequent updates as networks
grow to include new customers.30 6 Although sellers presumably bene-
fit from the increased exposure of growing networks, that also means
that the scope of nexus is, as a practical matter, beyond the seller's
control.30 7 Such burdens could inhibit network marketing efforts, or
at least those efforts that seek to comply with the laws affecting tax
collection burdens. 308

This notice aspect of Internet marketing has been considered by
several courts dealing with personal jurisdiction issues governed by
the Due Process Clause.30 9 An interesting synthesis of these cases
appeared recently in Zippo Manufacturing Co. v. Zippo Dot Corn, Inc.
("Zippo").3 10 Zippo involved a trademark dispute between a lighter
manufacturing company (Zippo Manufacturing or "Zippo") and an In-
ternet news service provider (Zippo Dot Coin or "Dot Com") over the
use of Internet domain names.3 1' Dot Corn provided access to In-
ternet news groups to subscribers on an Internet Web site.312 Dot
Com's headquarters, employees, and Internet servers were located en-
tirely in California, and its contacts with Pennsylvania, the forum
state for this litigation, were "almost exclusively over the Internet."3 13

Dot Corn had some 140,000 subscribers, approximately two percent of
which are Pennsylvania residents.314 Those subscribers contracted

305. As a practical matter, sellers would presumably want to know the extent of the
network to gauge its marketing effectiveness. However, the details of connections in
each state, which may be important for nexus considerations, would not necessarily be
disclosed.

306. A proprietary network with a collection burden would stand in a different posi-
tion than the seller of the property, since it would presumably be aware of the extent of
its own activities.

307. However, in theory, a seller can always refuse to sell in a jurisdiction in which
it does not want to do business. See Zippo Mfg. Co. v. Zippo Dot Coin, Inc., 952 F. Supp.
1119, 1126 (W.D. Pa. 1997).

308. See supra notes 190-92.
309. See Zippo, 952 F. Supp. at 1124-25 (citing CompuServe, Inc. v. Patterson, 89

F.3d 1257 (6th Cir. 1996); Inset Sys., Inc. v. Instruction Set, Inc., 937 F. Supp. 161 (D.
Conn. 1996), Maritz, Inc. v. Cybergold, Inc., 947 F. Supp. 1328 (E.D. Mo. 1996); Ben-
susan Restaurant Corp. v. King, 937 F. Supp. 295 (S.D.N.Y. 1996); Pres-Kap, Inc. v.
System One Direct Access, Inc., 636 So. 2d 1351 (Fla. App. 1994).

310. 952 F. Supp. 1119 (W.D. Pa. 1997).
311. Zippo, 952 F. Supp. at 1121. These names included "zippo.com", "zippo.net",

and "zipponews.com." Id.
312. Id.
313. Id.
314. Id.
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with Dot Corn through its Web page.3 15 Each newsgroup message
contained the word "Zippo", which Zippo sought to restrain. 316 In ad-
dition to the Web site, Dot Corn had also contracted with seven In-
ternet access providers in Pennsylvania so that subscribers could
access Dot Corn's news service.3 17

In considering whether Zippo could maintain its suit in Penn-
sylvania, the court considered whether Dot Com's actions created a
"substantial connection" in the forum state.318 Significantly, the court
did not reject the Internet as a basis for such contacts, but instead
required an analysis of the nature and extent of those contacts:

[T]the development of the law concerning the permissible
scope of personal jurisdiction based on Internet use is in its
infant stages. The cases are scant. Nevertheless, our review
of the available cases and materials reveals that the likeli-
hood that personal jurisdiction can be constitutionally exer-
cised is directly proportionate to the nature and quality of
commercial activity that an entity conducts over the Internet.
This sliding scale is consistent with well developed personal
jurisdiction principles. At one end of the spectrum are situa-
tions where a defendant clearly does business over the In-
ternet. If the defendant enters into contracts with residents
of a foreign jurisdiction that involve the knowing and re-
peated transmission of computer files over the Internet, per-
sonal jurisdiction is proper. . . . At the opposite end are
situations where a defendant has simply posted information
on an Internet Web site which is accessible to users in foreign
jurisdictions. A passive Web site that does little more than
make information available to those who are interested in it
is not grounds for the exercise of personal jurisdiction....
The middle ground is occupied by interactive Web sites where
a user can exchange information with the host computer. In
these cases, the exercise of jurisdiction is determined by ex-
amining the level of interactivity and commercial nature of
the exchange of information that occurs on the Web
site .... 3 19

Thus, the court viewed Compuserve as an easy case for jurisdic-
tion, which included "knowing and repeated" contacts of a clearly com-

315. Id.
316. Id. at 1121-22. As the court noted, Zippo pointed out that some of the

newsgroup messages contained "adult oriented, sexually explicit subject matter." Id. at
1122.

317. Zippo, 952 F. Supp. at 1121.
318. Id. at 1122-23.
319. Id. at 1123-29 (citations omitted).
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mercial nature.320 At the other end of the spectrum are Internet sites
which only provide information, and do not seek direct commercial
contact through the Internet. In Bensusan Restaurant Corporation v.
King,321 an operator of a New York jazz club could not maintain a
trademark infringement suit against a Missouri club in New York
based solely on the Missouri club's Internet Web site containing the
alleged infringing marks. 322 This site was accessible to New York res-
idents, but it only contained information about the club's events.323

Potential customers could not obtain tickets through the Internet. 324

In these circumstances, the court held that the Missouri club owner
who maintained the site did not "purposefully avail" himself of the
laws of New York, and therefore jurisdiction was improper.3 25

In between these two cases is Maritz, Inc. v. Cybergold, Inc.
("Maritz").326 Maritz involved the use of a Web site to provide infor-
mation about an upcoming Internet service.327 However, this Web
site allowed customers to provide address information, which could
then be used to compile a mailing list for the purpose of providing
updates about the service.328 This interactive usage was deemed ac-
tive solicitation that was sufficient for personal jurisdiction. 329 Even
though the actual service was not yet operational, the activity of col-
lecting information from customers via the Internet, with the appar-
ent intention to use it for further commercial activities, was sufficient
to give notice to these commercial actors of the potential jurisdictional
claims. 330

320. Id. at 1124. However, it should be noted that this court viewed CompuServe as
an Internet case, apparently failing to recognize the potential significance of its status
as a proprietary network. See id.

321. 937 F. Supp. 295 (S.D.N.Y.1996).
322. Bensusan Restaurant Corp. v. King, 937 F. Supp. 295, 297 (S.D.N.Y. 1996).
323. Bensusan, 937 F. Supp. at 297.
324. Id.
325. Id. at 300-01. But see Inset Sys., Inc. v. Instruction Set, Inc., 937 F. Supp. 161

(D. Conn. 1996). Advertising on a Web site accessible to 10,000 Connecticut residents,
which also included a toll free number, was held sufficient for personal jurisdiction.
Inset, 937 F. Supp. at 164-65. The court characterized this activity as purposefully do-
ing business in Connecticut, distinguishing this activity from television and radio ad-
vertising because "the [Internet] advertisement is available continuously to any
Internet user." Id. at 165. Of course, under this reasoning, a yellow pages ad, which is
also continuously available, could also support personal jurisdiction when television and
radio would not-a seemingly absurd result.

326. 947 F. Supp. 1328 (E.D. Mo. 1996).
327. Maritz, Inc. v. CyberGold, Inc., 947 F. Supp. 1328, 1330 (E.D. Mo. 1996).
328. Maritz, 947 F. Supp. at 1330.
329. Id. at 1332-34.
330. Id. at 1333-34. See also Zippo, 952 F. Supp. at 1125-26 (characterizing activity

in Maritz as "exchang[ing] information with [customers] in hopes of using that informa-
tion for commercial gain later").
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In light of these precedents, the Zippo court found that Dot Corn's
activities were purposely directed toward doing business in Penn-
sylvania.3 31 It was not merely operating a "passive" Web site, but in-
stead it was actively soliciting business from Pennsylvania
customers. 332 Based on information processed from those customers,
it knew that its electronic messages were going into Pennsylvania. 333

Even though only a small percentage of its customers were in Penn-
sylvania, the "nature and quality" of these contacts was sufficient for
jurisdiction under due process principles.33 4

Unless agency principles can be used to establish a physical pres-
ence, Zippo and these related cases do not threaten use tax collection
burdens for Internet sellers.335 However, Zippo demonstrates that
selling through the Internet can be purposefully directed toward a
specific state and thus satisfy a due process analysis under Quill.
This is a significant point, as even Congressional intervention couldn't
allow state taxation without satisfying the Due Process Clause. 336

IV. CONCLUDING THOUGHTS

States and industry groups wrestling with state taxation of In-
ternet commerce have generally sought to avoid Federal Government
intrusion into these matters.33 7 That is understandable for political

331. Zippo, 952 F. Supp. at 1125-26.
332. Id.
333. See id. The court rejected any argument that the contacts in Pennsylvania

were "fortuitous":
Dot Corn's contacts with Pennsylvania would be fortuitous within the meaning
of World Wide Volkswagen if it had no Pennsylvania subscribers and an Ohio
subscriber forwarded a copy of a file he obtained from Dot Corn to a friend in
Pennsylvania or an Ohio subscriber brought his computer along on a trip to
Pennsylvania and used it to access Dot Coin's service. That is not the situation
here. Dot Corn repeatedly and consciously chose to process Pennsylvania resi-
dents' applications and to assign them passwords. Dot Corn knew that the re-
sult of these contracts would be the transmission of electronic messages into
Pennsylvania. The transmission of these files was entirely within its control.

Id. at 1126.
334. Id. at 1127.
335. It should be noted that the Zippo court found that Dot Corn had established

relationships with Internet Service Providers located in Pennsylvania, but it failed to
mention these relationships as the basis for its analysis. Compare Zippo, 952 F. Supp.
at 1121 with id. at 1122-27. It is unclear whether the court considered an agency nexus
argument in these circumstances.

336. See R. Scot Grierson, Telecommunications Taxation in the Information Age, 12
STATE TAX NOTES 363, 365 (Feb. 3, 1997) (pointing out that "if an Internet or World
Wide Web seller's contacts with a state do not at least rise to a 'purposeful availment' of
the jurisdiction sufficient to justify less stringent jurisdictional Due Process Clause
standards, the more exacting Commerce Clause standards will also not be met.").

337. See ISA Task Force, White Paper, supra note 90, at 221; Tax Study Group,
Supporting the Information Highway: A Framework for State and Local Taxation of
Telecommunications and Information Services, 98 STATE TAX NoTEs 157 (1995).
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and prudential reasons. Given the emerging status of the technology
and the developing realization of its commercial applications, those
considering expansion of the tax base to include the Internet should
follow a Hippocratic approach to legislation: "First do no harm."338

The risk of imposing unduly burdensome collection responsibili-
ties on Internet sellers is a genuine concern that deserves careful at-
tention. Ironically, although technology has the potential to provide
relief from some aspects of collection burdens (e.g., as electronic pay-
ment and filing systems are developed), the expansive reach of the In-
ternet has the simultaneous capacity to expand those burdens. By
focusing on the costs of collection, the total economic impact of sales
and use taxes and their particular impact on Internet sellers may be
better understood.

States would appear to have considerable control over collection
burdens and their attendant costs. Efforts toward streamlining the
filing process, establishing uniform rates, and perhaps even toward
cooperative filing systems, would be a positive step. However, local
governments are likely to object to simplification measures that sacri-
fice their autonomy in taxing Internet transactions. Enhanced reve-
nues from expanding the tax base to include Internet transactions,
coupled with revenue sharing from centrally collected taxes, may ad-
dress their concerns. Dealing with the inter-governmental issues
would appear essential to a political solution at the state level.

States can also work toward a more consistent definition of the
sales and use tax base.3 39 Tangible property that shifts to an intangi-
ble form due to technological changes should not escape taxation.
Moreover, to the extent that many services are personal consumption
expenditures that are effectively indistinguishable from taxable goods,
expanding the tax base in this direction also may be desirable. As the
form of commerce shifts, the tax base must shift with it in order to
move toward the goal of an equitable, neutral tax system.

Even under the most optimistic scenarios of state efforts to coop-
erate to resolve these issue, the states will probably be unable to re-
solve the Commerce Clause nexus issues. The physical presence
standard announced by Quill stands as a barrier to effective taxation
of many Internet transactions, and unfortunately, that standard does
not achieve a "bright-line" status of simplicity. The significance of the

338. David L. Katy, Perry v. Louisiana: Medical Ethics on Death Row - Is Judicial
Intervention Warranted?, 4 GEo. J. LEGAL ETmcs 707, 707 (1991) (citing the Hippocratic
Oath). A moratorium on state taxation of the Internet has been discussed and legisla-
tion has been introduced. See Congress to Consider Curbs on State Taxation of Internet
Commerce, WEsT's LEGAL NEws, Jan. 14, 1997, at 14378, available at 1997 WL 9339.

339. See Harriet Hanlon, Cost Sales Tax Conferees Discuss "Nexus Aplenty", 11
STATE TAX NoTEs 559, 565-65 (Aug. 19, 1996).
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physical presence requirement is likely to erode as courts seek to rec-
tify perceived inequities through aggressive judicial extension of
nexus, such as through using agency theories.

Unless state and local governments take steps to reduce collection
burdens, the Supreme Court is unlikely to merge the Commerce
Clause and Due Process nexus standards. Any Congressional inter-
vention to clarify nexus standards under the Commerce Clause must
also take into account the collection burden problem. Nexus clarifica-
tion needs, and the related problems of imposing collection burdens on
sellers, are certainly not new here, as Congress is well aware of these
problems for mail-order transactions. 3 40 Thus, if the states want to
stop the erosion of their sales and use tax base by expanding nexus,
efforts toward reducing collection burdens would be a step in the right
direction.

340. As Yogi Berra might say, this looks like another instance of "deja vu all over
again." See, e.g., John Dodge, Regulating the Baseball Monopoly: One Suggestion for
Governing the Game, 5 SETON HALL J. SPORT. L. 35, 35 (1995).
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