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Grasping the Big Picture: What is“Internet Business’ - Why Do Tax
Concerns Exist?

E-business includes transactions and ways of doing business that were not
contemplated when most tax rules of today were written. Tax systems and rules are
outdated in many ways in their lack of guidance regarding intangibles and mobile
property, emphasis on physical borders, and taxation of tangible consumption
(rather than also intangibles and services - wrt sales and use tax).

§

“Internet Business”

While“Internet Business’ might make most people think of Internet retailing and companies like
Amazon.com, it really should be viewed as much broader than that. * Internet business’ would
include businesses in the following areas that enable companies like Amazon.com to exist and
function:
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Hardware

Software

Telecommunications infrastructure

Transaction facilitation (such as EBay, security, advertisers, eectronic payment)
Search engines

Web hosting

Internet service providers

Retailers and wholesalers of tangible and intangible items

Service providers

All of the companies in the above categories might be facing new tax issues with the advent of
e-business (which is alarger set of transactions than e-commerce). These issues are listed later in
this outline.

Sdl ected Business Redlities of the Internet

The Internet has changed sales and operations of many businesses, and created new business
models, such as those used by Amazon.com. Internet technology—
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Makes borders unimportant (although businesses must still often consider laws and
customs in the countries in which their products and services are available).

Enables businesses of all sizesto more easily and cost-efficiently reach a global
marketplace.

Allows for new types of deliveriesfor services, aswell as for products that can be
digitized, such as books and videos. As technology advances to provide greater
bandwidth at low cost, digitized products will likely become more prevalent.

Manufacturing and delivery methods will likely change for some industries due to cost
efficiencies and improved customer satisfaction available via use of e-commerce. For
example, some manufacturers could use custom goods created via customer specs
received online. Reduced costs of maintaining an inventory will also affect land use.

Changes business practices and decisions. Many businesses provide customer support via
the Internet. Some businesses have also created intranets to allow for improved internal
communications and data sharing. Some decisions have been quite significant, such as
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Egghead's decision of several years ago to get rid of its bricks and mortar stores and just
sell software viathe Internet. The ability to reach large markets from a single location can
lead businesses, particularly new ones, to consider tax rulesin their location decisions.
For example, it was reported in a story about Amazon.com that one of the reasons for not
locating the company in California was that there are too many customers there and they
would have to pay sales tax when buying books from an in-state company.*

§ The E-Commerce Model Can Change Tax Results For Governments

Example: Andy, who lives in San Jose, wants to purchase a book for personal use. His options for
purchasing this book and the resulting tax consequences follow.

Purchase Technique Sales Tax for California | Sales Tax for San Jose
a. Buys the book at a bookstore located 6% 1%
in San Jose
b. Buys the book at a bookstorein 6% 0% (1% goesto
Cupertino Cupertino)
c. Buys the book from San Jose 6% 1%
bookstore s web site mailed to him.
d. Buys the book over the Internet from a 0% 0%
store not physically located in CA (Andy owes 6% use (Andy owes 1% use
tax) tax)
e. Buysthe book in digitized form and it 0% 0%
is delivered to him over the Internet (no tax owed on (no tax owed on
intangibles) intangibles)

Note: Regulation 1802 provides that for retailers with one place of business, the sale is deemed to
occur at that place of business. For retailers with more than one place of businessin California, the
saleis sourced to the place of business where the principal negotiations are carried on. The place of
title passage is not important to the Reg 1802 sourcing rule. In contrast, district taxes (those
imposed by special districts) are sourced to the place of ddivery.?

! David Streitfeld, "Booking the Future; Does Amazon.com Show That Publishing Clicks on the Internet?," The
Washington Post, July 10, 1998, page A1. Also see Chip Bayers, "The Inner Bezos," Wired, March 1999, page
115, 174. The Wired article notes that Amazon.com also has a warehouse in Delaware that has no state sales tax,
and will open athird in Nevadato help serveitslarge California customer base (without having a presence in
California). Of course, the California customers must self-assess and pay use tax, but compliance and awareness

of thistax isvery low.
2 For further information on local sales and use taxes and district taxes, see SBE publications 28, 44 and 105,

available at http://www.boe.ca.gov/sutax/staxpubsa.htm.
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§ Traitsof the E-=Commerce Business Model and the Tax and Fiscal Issues They Raise — The chart on the next few pages summarizes some of
the tax issues facing businesses, as well as tax and fiscal issues for state and local governments posed by the e-commerce business mode.

E-Commer ce Traits

Tax & Fiscal Considerations for
Businesses

Tax & Fiscal Considerationsfor Gover nment

Examples

Location:

= Ability to interact with
customers is not dependent on
location.

= Can reach customersin many
different states and countries
without the need for many
physical locations.

= Some physical assets needed to
conduct business (such as
servers) are not necessarily tied
to asingle physical location,
but can easily be relocated
without any interruption to
business.

= Mobile equipment (servers
through which web pages are
accessed and orders processed)
can easily be moved to amore
favorable tax location.

= More custom inventories so less
storage needs.

= Less vertical integration, more
outsourcing.

» Reduced operating costs.

= Fewer physical facilities needed, so
companies have a physical presencein
very few states and countries in which
they have customers.

= Sdlestax issue of distinguishing between
taxable goods and non-taxabl e services.
= Improved tax-planning opportunities due

to lower costs of moving serversrather
than physical structures.

= Land-use decisions.

= Increased competition among local jurisdictions
as they work to encourage e-commerce
companies to locate their physical facility in
their jurisdiction.

= Onerous tax systems can more easly be avoided
by busi nesses because may be easy to rel ocate.
Competition among taxing jurisdictions may
increase.

= Greater likelihood that residents purchase from
foreign (out-of-state) vendors—use tax
collection issue; dealing with a global economy.

= May need to reconsider tax rules that base
jurisdiction to tax on location. A server isnot
like a vending machine because the server's
location isnot tied to the ability to serve
particular customers. Also, servers can be
moved.

= Amazon.com (8 physical
locationsin U.S. and at
least 3 in Europe, but
customersin over 150
countries)

= Egghead.com (sdlls
software only via the
Internet)

= Purchase of carsviathe
Internet

Transaction details.

= Possibility of anonymous
transactions where products are
delivered electronically and
payment is made with
electronic money.

= Streamlined operations that in many
cases can be completed by a computer
that can be located anywherein the
world.

= Difficulty of verifying that atransaction
occurred and whereit occurred; loss of an audit
trail.

= Sdle of software and
other information
electronically.
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E-Commer ce Traits

Tax & Fiscal Considerations for
Businesses

Tax & Fiscal Considerationsfor Gover nment

Examples

Nature of products:

= Digitized products, rather than
physical products.

= Reduced costs of storage and delivery.

= Isthe digitized product subject to sales
and use tax? Laws vary from state to
state.

= Shift from selling tangible products to
digitized ones may cause shiftsin state
income tax liability and increased filing
obligations because of different sourcing
rules for tangible versusintangible sales
and the fact that P.L. 86-272 does not
apply to the sale of intangible items.

* Lesstangible personal property - thus, smaller
sales tax base.

= Fewer physical business |ocations are needed, so
businesses are more likely to have customersin
the state, but no physical presence (nexus). At
the international level, countries will find that
businesses have a permanent establishment
(taxing presence for income taxes) in fewer
countries.

= Should P.L. 86-272 be updated to also address
nexus for state income tax purposes for sales of
intangible items and services?

= Should souring of revenues be standardized
among the states to avoid multiple taxation of
income and to simplify multistate taxation rules?
Today, for income tax purposes, most states
source sales of tangible products to the
destination state (in most states, if the seller is
not subject to tax in that state, the saleis
“thrown back” to the gtate of origin). Sales of
intangibles are typically sourced to the state
where the greatest income-producing activity
occurs. However, afew states, such as
Minnesota, source revenue from services and
intangibles to the state where service is received
or theintangible is used by the purchaser.

= Should sales and use taxes bases be broadened
beyond tangible personal property?

= Music, books, videos,
and software transferred
viathe Internet




E-Commer ce Traits

Tax & Fiscal Considerations for
Businesses

Tax & Fiscal Considerationsfor Gover nment

Examples

Nature of transactions:

= Increased use of bartering (such
as for advertising on web
pages).

= Improved ability to reach a
larger customer base by
advertisng on the Internet.

= Improved ability to match
willing buyers and sellers.

= Improved use of technology to
Set prices.

= Challenges of valuing the transaction for
financial and tax reporting purposes.

= Ability to reach a broad market across
many states and countries without the
need for aphysical presence, thus
reducing multistate and international tax
obligations.

» Reduced costs.

= Fewer intermediaries who may have previoudy
served as atax collection point.

= VValuation and reporting issues (bartering
transactions are generally required to be reported
to the government and the other party for tax
purposes).

= Ease of selling by anyone, such as on E-Bay,
challenges the “occasional sale’ rule for sales
tax purposes which exempts sales from sales tax
if there are only a few per year or below a
specified dollar amount (in California,
occasional means 1 or 2in 12 months; R& T
86019; rules vary among the states).

= E-Bay and other auction
sites

= http://www.usbid.com/

http://www.tradeout.co
m

http://www.priceline.co
m/

= Sept. 2000 report that
Amazon.com was
tracking data about
customer buying habits
and using variable
pricing to retain
customers. Thisis
certainly easier to do
on-line than in person at
astore

% David Coursey, “Behind Amazon's preferential pricing,” Yahoo! News, 9/11/00.
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Distribution methods:

» Reduced (or sometimes
changed) need for
intermediaries
(disintermediation).

= Reduced costs to customers.

= Possible quicker service and closer tieto
customers.

= New types of intermediaries created, such
as |1SPs, virtual malls, repair services and
various portals.

= May reduce number of places where
vendor has nexus. For example, in some
states, a vendor that has arrangements
with a company to provide warranty
services may be found to have nexusin
the state where the repair company is
located. An alternative today isto just sell
(resell) customers a service contract
between the customer and warranty repair
company. For example, see
WarrantyNow.com.

= Fewer tax collection points.

= May need to attempt to collect tax (such as some

excise taxes) from consumers or use new
intermediaries.

= Sdles of clothes from
manufacturer to final
consumey.

= Purchase of airline
tickets directly form
arline's web site.

= Consumer purchase of
fishing equi pment from
outside of the U.S.
where no excisetax is
collected.

= Vendors arranging for
sale of services directly
between customer and
third parties who will
provide services (rather
than the vendor being
directly involved with
the third party which
may create nexus for the
vendor).




E-Commer ce Traits

Tax & Fiscal Considerations for
Businesses

Tax & Fiscal Considerationsfor Gover nment

Examples

Greater Outsourcing:

= Use of companiesto create web
sites and to store information
on servers

= Use of service companiesto
assist with technol ogy
deployment

= Less vertical integration —
greater focus on key business
activity

= Does the relationship with the third party
(outsourcing company) create nexus for
the business in the locations where the
third party is located?

= Existing rules and guidance on nexus may not
be sufficient to address new transactions, such as
web hosting.

= Guidance on how much and what type of
physical presence creates nexus varies among
the states and court decisions have not always
been consistent.

Companies providing
outsourcing Services:

» Exodus
Communications, Inc.

= Digital Idand, Inc.

Glaobal Marketplace:

* The Internet makes it easer and
cheaper for even small
businesses to sell goods and
services in the global
marketplace.

= Some small businesses may get involved
in complex internationa and multistate
tax issues.

= Tax agencies may find increased non-
compliance due to lack of global tax expertise
within small businesses.

= \/arious companies
exist that provide
assistance to small
businesses engaging in
e-commerce. For
example:

http://smal | busi ness.yahoo.
com/

http://Bigstep.com/

Workforce:

= Remote workforce that may be
scattered throughout a sate or
country, rather than working in
asingle work location
together.*

= |ssues asto whether the presence of
employees in the state or country creates
tax obligations for sales, income and
other tax purposes.

= Reduced infrastructure costs as more people
work closer to their homes.

= Which home workers are subject to business
license taxes? Do business license tax rules need
to be updated?

= Customer support
provided viathe Internet
with workers working
out of their homes,
rather than the
company's physical
location.

* The GartnerGroup predicts that by 2003, one-third of the U.S. workforce will be working remotely at |east one day per week. Jack Lessinger, author of Penturbia, predicts that more of the
workforce will move from urban and suburban settings to tel ecommute from remote areas including resort areas and farms. "For Bettor or Worse, IT's Influence Over Our Daily Lives
Will Only Grow," Executive Edge, June/July 1999, page 15.
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E-Commer ce Traits

Tax & Fiscal Considerations for
Businesses

Tax & Fiscal Considerationsfor Gover nment

Examples

Technology:

= Businesses using technol ogy to
track customer buying habits,
adjust prices, track orders, etc.

= Improved customer service at lower
cogts.

= Can the software/data tracking be broadened to
assist in tax determinations and collections?

= Amazon.com keeps
track of all ordersa
customer has made
(customer can access),
makes book
recommendation based
on prior orders.

More Power to Customers:

= More information on products
and pricesiseadly available to
consumers from the Internet.

= [t iseasy to shop for the “best
deal” without leaving your
computer.

= Supplier exchanges can be
formed to reduce inventory,
improve availability of
information and to speed up
orders.

= Increased price competition and need to
get information to consumersin atimely
manner.

= Need to identify new waysto serve
customers and suppliers.

= Increased competition may reduce number of
companies and reduce profits.

= Opportunity to benefit from new ways of
purchasing goods and services.

= Business-to-business
supplier exchange
formed in February
2000 by General
Motors, Ford, and
Daimler-Chrydler.

= Web sites that help
consumers find the best
deal on a particular
product on the Internet.




* Various features of Internet transactions do not fit well within the rules and theories underlying
current tax rules that were created in a world involving tangible property and the ability to physically
observe transactions. A brief overview of some of the features of today's sales and use tax is sufficient
to highlight various "disconnects” between various features of our current tax systems and features of

the Internet.

Sales and Use Taxes

Tax System Feature

Conflicting | nter net Feature

Is aDepression-eratax designed to
broaden state revenue sources. Itis
also an industrial-age tax dependent
on physical items that mostly stayed
within state borders.

We are now in the information-age where borders are not very
important, and intangibles and services are abigger part of GDP than
they were years ago. Also, taxes tend to be dependent on location
and under the e-commerce model, a company can reach alarge
customer base with very few locations.

Collection is best assured if the
seller/transferor has a physical
connection in thetaxing jurisdiction
(nexus per Quill). While gtates can
still collect use tax from resident
buyers, such collection is difficult.

Internet-based businesses may just need one physical location, yet
sellers can deal with buyers throughout the world (from the single
physical location). Thus, the quantity of remote sales (where non-
present vendors are not required to collect use tax from customers)
will increase and tax collections will decrease.

Usually, need to know if the
transferred item istangible or
intangible.

With some of today's transactions, it isnot always easy to tell. For
example, cases have gone both ways in classifying software. Also,
some tangible items can be converted into intangible forms (such as
digitized music transferred via a modem). Should such transactions
be taxed similarly to tangible goods—does the principle of neutrality
warrant that Smilar items be taxed smilarly regardless of form, or
does the fact that an item isintangible override to make it non-
taxable?

Usually, need to know the type of
buyer and seller because some sellers
may be exempt (such asthose making
an “occasional sale’) and some
buyers may be exempt (such asa
business making a purchase for
resale).

With some types of e-commerce transactions, it might not be easy to
determine the type of buyer or seller. For example, some sellers at
auction sites are businesses and others are individual s making an
occasional sale. Also, exchange sites may have customers buying
both for self-use and for resale and it may not be easy to track
different types of purchases.

Typically structured as a destination-
based tax where buyer'slocation is
important.

For some transactions, the physical location of the buyer is not
important (such asthetransfer of software or other digitized items
via amodem).

Isjurisdiction dependent. That is,
most of the 6,000+ jurisdictionsin the
U.S. that assess a sales tax have
differencesin terms of rates,
exemptions, due dates, forms,
definitions, etc.

Isnot jurisdiction dependent. An Internet user can access the Internet
from any location using a portable computer and access to
telecommunications. Cyberspace is a seamless environment that
does not need to recognize borders or physical locations. Asstated in
AB 1614, "Addresses on the Internet are designed to be
geographicaly indifferent. Internet transmissions are insensitive to
physical distance and can have multiple geographical addresses.”

© 2004 Annette Nellen




Inter net Business Today — Trends and Stats

E-commerce sales are growing. The vast majority of online transactions continue to
be B-to-B ones that have high tax compliance rates. The future of e-commerce
retails transactions is likely to be through “multi-channelers” with both bricks-and-
mortar and online operations working together to serve customer needs and wants.
Ongoing high software piracy means not only loss of revenue for software
companies, but loss of tax revenues for all levels of government. As broadband
access and usage increases, the likely results will be increased economic activity,
increased downloads of information and music even at the “micropayment” level and
a declining sales tax base for CA.

§ InMay 2004, the Department of Commerce reported that U.S. retail e-commerce sales for the
first quarter of 2004 were estimated to be $15.5 billion which is 28% higher than in thefirst
quarter of 2003. During these quarters, e-commerce sales were 1.9% of total retail sales for 2004
and 1.6% in 2003.°

In 2001, “Non-Store Retailers’” accounted for 75% of retail e-commerce. Most of the activity was
for electronic retailers and catalog houses. The largest category of productsin this category is
computer hardware, followed by clothing.®

8 A report by Forrester for the National Governor’s Association and the National Conference of
State L egislators noted the following:”

0 B-to-C online sales were about $104 billion in 2003, which was a 39% increase over
2002 online sales. Forrester notes that its data indicates larger volume than does the
Department of Commerce data because Forrester includes online travel and gross sales
from online auction sites that the DOC omits.

0 B-to-C online sales are projected to increase to $229 billion by 2008.

0 Some of the growth will be theresult of greater use of broadband as competition has
brought the price down.

0 1n 2003, 52% of online buyers were women.

0 For the weekend following Thanksgiving 2003, more people shopped onlinethanin
department stores, although some of that may have been due to bad weather.

o0 For the key remote shopping categories, online has become the largest followed by mail
order and then television sales.

0 Online sales are primarily from multichannel retailers, rather than pure online operations,
such as Amazon.com. In 2003, 75% of online sales were from multichanndl retailers
(such as Target, Sears and Wal-Mart). The top demand of cross-channel shoppers was to
be able to buy online and return at the brick-and-mortar store. Of the top 100 retailers,
Forrester reported that 66 sl online. Of those selling online, 94% collect sales tax, 23%
allow customers to buy online and pick up at the physical store and 83% allow online
buyers to return items to the physical store.

0 Note: This consumer desire to have a connection between the online and physical
stores will resolve many of the nexus concerns of state and local governments

> Data can be found at http://www.census.gov/eos'www/ebusiness614.htm.

® Dept. of Commerce, E Sats, 3/19/03; see http://www.census.gov/eos/'wwwi/papers/2001/2001 estatstext. pdf.

" Forrester Research, Inc., “The Growth of Multichannel Retailing,” released by the NCSL in July 2004; available at
http://www.ncd.org/print/press/forrester. pdf.
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where bricks-and-mortar operations were forming separate entities for online
salesin order to avoid having to collect usetax (by ensuring that the online entity
had a physical presencein very few states).

In 2001, 93% of e-commerce was B-to-B.2

A survey by the Ipsos-Reid and Jupiter Research in 2003 found the following top reasons why
consumer's shop online: save time, shop when stores are closed, find better prices, find a product
more easily, find products not available in stores, compare prices easily and have the product
shipped directly to recipient.’

The Tower Group estimates 23% growth in micropayment revenue from 2003 to 2009. They
define micropayments as being under $5 per transaction. They estimate that growth will occur not
so much because the technology for handling small payments has advanced, but that the number
of opportunities for low-cost transactions, such as music or information, will grow.™

Software Trends

0 TheBusiness Software Alliance reports that 36% of software in use worldwideis pirated
—arevenue loss of about $29 billion worldwide. The piracy rate for the U.S. was 22% -
about a $6 billion annual loss. An April 2003 study found that lowering piracy by 10
percentage points over 4 years would result in an increase of 1 million jobs and $400
billion in economic growth worldwide.™ Piracy also means a significant loss of income,
sales and value-added tax revenues.

0 Thegrowth of broadband and internet usage will increase the number of transactions
where software is transferred via telecommunications (not subject to sales tax) rather than
on adiskette or CD (taxable).

0 For aninteresting report on the future of software innovation and its expected impact on
the economy and society, see a white paper — Enabling Tomorrow’ s Innovations by the
Business Software Alliance (10/03) available at http://www.bsa.org/usa/researchy/.

An August 2002 report of the CA Public Utilities Commission (CPUC) found that 73% of
Californians had high-speed Internet access available to them, yet only 13 — 17% subscribe to
such access.”

In testimony submitted to the CPUC in June 2003 in response to a CPUC study called for by SB
1563 (R.03-04-003, discussed later), Verizon summarized the benefits of broadband as follows:

“The widespread availability and use of an advanced broadband communications
infrastructure can transform our economy. Widespread broadband will allow consumers
to benefit from new and improved modes of shopping, entertainment, telecommuting,
and communications, while businesses will benefit from increased productivity and
greater demand for el ectronic equipment, computers, networking equipment and
household entertainment. Government gains from the corresponding increased tax base.
Society as awhole will benefit in ways still unforeseen from improved education,
healthcare, commerce and government. The estimated benefit of widespread deployment
of broadband in the United States is in the range of $500 billion annually. As the leader
in the information technology and entertainment industries and representing 14% of the

8 Dept. of Commerce, E Sats, 3/19/03; see http://www.census.gov/eos/'wwwi/papers/2001/2001 estatstext. pdf.

° Asreported by Emarketer, 8/5/04 at http://www.emarketer.com/Article.aspx?1002977.

19 Asreported by Emarketer, 8/4/04 at http://www.emarketer.com/Article.aspx?1002971.

11 See full report at http://www. bsa.org/global study/.

12 CPUC, Broadband report; available at http://www.cpuc.ca.gov/Published/Report/18279.htm. The report was
issued in response to SB 1712 which queried whether all universal service should be redefined to include high-
speed Internet access. The CPUC concluded that such access was not an essential service.
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U.S. economy, California stands to benefit enormously from the economic stimulus and
the increased consumer choices that will result from greater broadband deployment.”*®

8 ThePew Internet & American Life Project’s data on “who isonling’ indicated (at August
2004):*

0 61% of women

0 66% of men

0 78% of 18 — 29 year olds

0 25% of those 65 or older

0 44% of those with incomes bd ow $30,000

0 89% of those with incomes over $75,000

0 32% of those who attained less than a high school degree
0 88% of those who attained a college degree or higher

8 ThePew Internet & American Life Project reports that 27% of Internet users, representing 17% of
Americans have heard of VolP (Voice over Internet Protocol) and 3% of Internet users have
considered adopting the technology in their homes.™

8§ A Pew Internet & American Life Project survey in 2003 found that “97 million adult Americans,
or 77% of Internet users, took advantage of e-gov in 2003, whether that meant going to
government Web sites or emailing government officials. This represented a growth of 50% from
2002."%

§ Chaska, Minnesota became one of few cities to offer residents Wi-Fi as amunicipal service. The
monthly cost for users is $16 making it very competitive with commercial providers.”’

L ocal Gover nment Concer ns and Constr aints

Estimated sales and use tax losses from e-commerce vary widely because of
assumptions in compliance rates, what constitutes e-commerce sales, future trends
in e—commerce and various ways to measure e-commerce sales. However, the data

all indicate uncollected sales and use tax.

Local governments face a variety of constitutional and statutory constraints at the
federal and state levels that limit their ability to change revenue.

§ Uncollected Sales and Use Tax (private studies): A June 1999 study concluded that 63% of
business-to-consumer online sales were non-taxable (such as airline tickets, gambling, and
interactive games). Of the remaining 37% of business-to-consumer sales, sales tax was paid on
4% (4% of the 100% of business-to-consumer sales), and 20% was a subgtitute for other remote
sales for which no tax was collected, leaving 13% of total business-consumer sales untaxed. The
study applied an average state and local salestax rate of 6.5% to determine that the estimated

'3 Testimony available at http:/www.cpuc.ca.gov/static/industry/tel co/sh1563/commentsinr0304003.htm.
14 Datareported at http://www.pewinternet.org/trends/Demographi csofI nternetUsers htm. Similar datareports

available at http://www.pewinternet.org/trends.asp.

15 June 2004 report available at http://www.pewinternet.org/pdfs/PIP_VOIP_DataMemo.pdf.
16 See 2004 report at http://www.pewinternet.org/pdfs/PIP_E-Gov_Report_0504.pdf.
" Findlaw, “Minn. City to Become Internet ‘Hot Spot,’” 5/26/04, http://news.findlaw.com.
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sales tax loss was $170 million for 1998, representing one-tenth of 1% of total state and local
sales tax collections.™

8 Uncollected Sales and Use Tax (government studies): A June 2000 General Accounting Office
(GAO) study estimated that the state and local sales and use tax losses for all Internet sales for
2000 was between $0.3 and $3.8 billion (about 2% of projected sales tax revenue). This included
both business-to-business and business-to-consumer Internet sales. The projected loss for 2003
was between $1.0 and $12.4 billion (5% of projected sales tax revenue). The differences between
the high and low figures are due to varying assumptions as to business-to-business compliance
rates and the estimated amount of e-commerce sales.”

§ InMarch 1999, the California Board of Equalization estimated that California's annual loss of
sales and use tax from e-commerce was about $18.5 million.” The June 2000 GAO study
projected sales and use tax losses in California from all Internet sales for 2000 as between $23
and $53§1 million. The GAO's projection of lost revenue for 2003 was between $86 and $1,720
million.

8 The June 2000 report from the GAO indicated a wide range of estimates on what consumer and
business compliance rates was with respect to paying use tax. Inits estimates, GAO used a
consumer compliance rate of between 0% and 5% and 50% to 90% for business purchases with
the exception of auto purchases.  Because cars must be registered, the use tax can be collected
and use tax compliance is about 100%.

§ InJuly 2004, Drs. Bruce and Fox of the University of Tennessee updated earlier estimates of
state and local tax revenue losses from e-commerce. The new estimates are reduced dueto the
reality that “e-commerce has been aless robust channel for transacting goods and services than
was anticipated” earlier. The new estimate for 2008 indicates state and local tax revenue loss of
between $21.5 and $33.7 billion depending on the growth assumption used. The 2003 estimate
for losses in Californiais between $2.1 and $2.2 billion, and between $2.95 and $4.62 billion for
2008. For the 2008 estimate, between $637 and $996 million represents losses for local
governments.*

8 A 2003 report by the Direct Marketing Association has questioned the data from the University
of Tennessee for 2000 and 2001. The DM A suggests that for 2001, uncollected sales tax on
e-commerce was only $1.9 billion and will likely be $4.5 billion by 2011 which is 10% of the
University of Tennessee estimate (the UT estimate was $54.8 billion®™). Some of the differences
between the UT and DMA estimates are dueto DMA using a higher tax compliance rate for

'8 Erngt & Young, The Sky isNot Falling: Why State and Local Revenues Were Not Significantly Impacted by The
Internet in 1998, June 18, 1999.

9 GAO, Sales Taxes— Electronic Commerce Growth Presents Challenges; Revenue Losses Are Uncertain,
GAO/GGD/OCE-00-165, June 2000.

2 California Senate, E-Commerce - Taxing Internet Sales and Access, Pub. #99-1, September 1999.

% GAO, Sales Taxes — Electronic Commerce Growth Presents Challenges; Revenue Losses Are Uncertain,
GAO/GGD/OCE-00-165, June 2000, Table V.1 and Table V.2,

2 GAO, Electronic Commerce Growth Presents Challenges; Revenue Losses Are Uncertain, GAO/GGD/OCE-00-
165, June 2000, pages 34 - 35.

% Some states, including California, have begun to collect excise and use taxes from consumers on on-line
purchases of tobacco products with the help of a’50 year old federal law that requires reporting of purchaser
names. David Streitfeld, “Online Tobacco Sales Ignite Fight Over Taxes,” The Washington Post, August 29,
2000, page A1.

2 Dr. Donald Bruce and Dr. William F. Fox, “State and Local Sales Tax Revenue Losses from E-Commerce:
Estimates as of July 2004,” July 2004, available at http://www.ncsl.org/print/press/Ecommer ceupdates.pdf,

% Bruce and Fox, “State and Local Sales Tax Revenue Losses from E-Commerce: Updated Estimates,” 9/01,
available at http://cber.bus.utk.edu/ecomm/ecom0901.pdf. Also see additional reports at
http://cber.bus.utk.edu/ecomm.htm.
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businesses and recognizing the likely growth of multi-channel, clicks and bricks commerce
where consumers want to be able to buy online but return at a physical store which will lead
retailers to have nexus in the state for their online operations and be required to collect sales tax
(rather than the consumer having to self-report use tax). Another difference is that DMA suggests
that billions of dollars of EDI (Electronic Data Interchange) activity among businesses should
have been excluded as not being Internet sales.®

8 TheBOE notes that the loss of usetax from retail e-commerce may not be as large as might be
expected when one looks solely at online sales. This is because some of the online sales are
substitutions for what would have otherwise been a mail order sale with the same use tax
problem.”

8 Lack of Taxpayer Respect for the Tax System? The 2004 annual report of the IRS Oversight
Board noted that tax cheating is up from 1999. In 1999, 11% of Americans believed it was
acceptable to cheat at least alittle on their tax return. That amount increased to 13% in 2002 and
was 17% in 2003 —almost 1 in 5 people.

8 Congtraints and Limitations on L ocal Government Taxing Authority

Briefly summarized below is alist of some of the legal restrictions on the ability of local
government in California to assess certain taxes or make certain revenue changes.

1. Federal nexus restrictions as dictated by the Commerce and Due Process Clauses.

2. Tdecommunications Act of 1996 (P.L. 104-104) — (a) Section 602 of the Act preempts |ocal
governments from collecting any tax or fee on direct-to-home satellite (Direct Broadcast
Satellite or DBS) service. The prohibition only applies to local jurisdictions, not to states. It
is permissible for the state to collect a tax on DBS services and distribute it to local
jurisdictions. (b) Section 253, Removal of Barriersto Entry prevents state and local
governments from imposing rules that have the effect of limiting or prohibiting a company
from providing telecommunications services. “No State or local statute or regulation, or other
State or local legal requirement, may prohibit or have the effect of prohibiting the ability of
any entity to provide any interstate or intrastate telecommunications service. ... Nothingin
this section shall affect the ability of a State to impose, on a competitively neutral basis and
consistent with section 254, requirements necessary to preserve and advance universal
service, protect the public safety and welfare, ensure the continued quality of
telecommuni cations services, and safeguard therights of consumers. ... Nothing in this
section affects the authority of a State or local government to manage the public rights-of-
way or to require fair and reasonable compensation from telecommunications providers, on a
competitively neutral and nondiscriminatory basis, for use of public rights-of-way on a
nondiscriminatory basis, if the compensation required is publicly disclosed by such
government.”

3. Internet Tax Moratorium — the federal moratorium expired in November 2003, but could be
renewed (see discussion later in this outling). The California moratorium expired in January
2004.

4. Salesand Use Tax — California Revenue and Taxation Code exempts intangibles, including
software transferred via telecommunications and most services from the sales and use tax.
The Bradley-Burns Uniform Local Sales Tax Act enacted in 1955 allows counties and cities

% Dr. Peter A. Johnson, Direct Marketing Association, “A Current Calculation of Uncollected of Uncollected Sales
Tax Arising from Internet Growth,” March 2003; available at http://www.the-
dma.org/taxation/CurrentCal cul ationof Uncol l ectedSal esT ax.pdf.

" SBE, Economic Perspective, August 2004, page 3; available at http://www.boe.ca.gov/news/pdf/EP804.pdf.
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to impose a sales tax with a base similar to that of the state and administered at the state level.
Thus, local jurisdictions have their sales tax base defined at the state level.

5. CA Congtitution as Modified by Various Propositions — CA Constitution Article XII1A,
Section 3 provides: "any changes in state taxes enacted for the purpose of increasing
revenues collected pursuant thereto whether by increased rates or changes in methods of
computation must be imposed by an Act passed by not less than two-thirds of all members
elected to each of the two houses of the L egislature, except that no new ad valorem taxes on
real property, or sales or transaction taxes on the sales of real property may be imposed.” The
legislature does not need to have a 2/3 majority vote to impaose or increase afee; asimple
majority will suffice.

Also, Article X111A, Section 4 provides that cities, counties and special districts may only
impose special taxes (except for taxes on real property) if thereis a 2/3 majority vote of
qualified dectorsin the jurisdiction. A mgjority vote of the electorate is required to impose a
general tax. Article XI11C, Section 1(a) of the California Constitution defines a general tax as
"any tax imposed for general governmental purposes.” Section 1(d) defines a special tax as
"any tax imposed for specific purposes, including a tax imposed for specific purposes, which
is placed into a general fund." The significance of these termsiis that alocal government may
not impose, extend, or increase a general tax unless approved by a majority of the electorate.
A special tax may not be imposed, extended, or increased unless approved by a 2/3 majority
of the electorate (Article X111C, Section 2; Proposition 218). These restrictions do not apply
to fees, although local jurisdictions may be required to hold public hearings and notify the
public prior to instituting or increasing certain fees.

Local jurisdictions may not change the voting restrictions to conflict with the CA
Constitution. In arecent decision, Howard Jarvis Taxpayers Association v. City of San Diego
(D042801, 7/1/04, CA Ct of Appeal 4™ Appellate District), the court invalidated a local
proposition that would amend the city charter to require a2/3 majority vote for general tax
increases. The court found that provision to conflict with Article X111C, Section 2(b) of the
CA Constitution which calls for only a majority vote (which the court ruled does not include
a2/3 vote).

6. November 2004 Local Government Ballot Initiative — passage of one of the ballot initiatives on
thefiscal relationship of the state and local governments in November will add or modify
restrictions on how local governments can legally change or design their tax streams. The Prop
1A website (1A is the agreement reached by the governor and local governments) indicates that
the origizg]al proposition advocated by the California League of Cities — Prop 65, is no longer
needed.

2 For information on Prop 1A, see http://www.cacities.org/and http://www.yesonpropla.com/1A.php.
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Selected Rulings and Events of the Past Year — Getting a Per spective on
What’s At | ssue

Nexus refers to the connection between a jurisdiction and an entity such that it is
permissible for the government to impose its laws on the entity. The Due Process
and Commerce Clauses of the U.S. Constitution are relevant in determining if nexus
exists. States also have laws and guidelines to help define the level of activity
necessary to create nexus in a state for tax purposes. The rules differ from state
to state and whether or not a business has nexus in a state is a frequently litigated
matter. A 1959 federal law - P.L. 86-272, that defines nexus for state income tax
purposes, is outdated because it only applies to sales of tangible personal property
and only to income taxes. There are a variety of proposals to provide a single
definition of nexus for all taxes.

An additional state and local tax issue involves defining the tax base, particularly for
items that were not contemplated when rules were originally written.

There is a lot of discussion and analysis occurring with respect to telecom at the
federal (FCC and Congress) and state levels. Issues include determining whether a
new service, such as VolP, should be regulated and taxed.

While the federal Internet tax moratorium expired almost one year ago, it is possible
that it will be renewed and perhaps made permanent. There is much discussion and
confusion as to the effect of and need for such a moratorium.

a Nexus101

Sufficient nexus must exist in order for a state to subject avendor to sales and use tax collection
obligations. Nexus may be thought of as a connection between the vendor and state such that
subjecting the vendor to the state's sales tax rules is neither unfair to the vendor nor harmful to
interstate commerce. These two requirements of fairness to the vendor and no impediment to
interstate commerce stem from the U.S. Constitution—respectively, from the Due Process Clause
and the Commerce Clause. Both of these requirements must be satisfied before a state may
impose sales and use tax collection responsibilities on a vendor. These constitutional provisions
are explained below, along with an overview of the Quill case which provides the current state of
the law as to how these rules apply in determining whether a state may impose sales and use tax
collection obligations on a remote (non-physically present) vendor.

Due Process Clause

"No State shall make or enforce any law which shall abridge the privileges or immunities of
citizens of the United States; nor shall any State deprive any person of life, liberty, or property,
without due process of law; nor deny to any person within its jurisdiction the equal protection of
the laws." [14th Amendment, clause 1]

"[D]ue process requires some definite link, some minimum connection, between a state and the
person, property or transaction it seeks to tax." Miller Brothers Co. v. Maryland, 347 U.S. 340,
345 (1954).

"The simple but controlling question is whether the state has given anything for which it can ask
return.” [National Bellas Hess, Inc. v. Dept. of Rev., 386 U.S. 756 (1967)]

Unlike the Commerce Clause (discussed next), the Due Process Clause does not give Congress
any power to enact alaw that would modify or violate the due process standard.
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Commerce Clause

"The Congress shall have power ... to regulate commerce with foreign nations, and among the
several States, and with the Indian tribes.” [Article |, Section 8, clause 3]

Courts often refer to the "dormant Commerce Clause" because the Commerce Clause does not
specifically limit state activities—it just grants power to Congress to regulate commerce. In
applying the dormant Commerce Clause, the courts consider the purpose served by the Commerce
Clause and "whether action taken by state or local authorities unduly threatens the values the
Commerce Clause was intended to serve." [Wardair Canada v. Florida Dept. of Revenue, 477
U.S. 1 (1986)]

Key Sales and Use Tax Nexus Case - Quill Corporation v. North Dakota®

The Quill caseinvolved a sdler of office equipment and supplies (Quill), a Delaware corporation,
with offices and warehouses in Illinois, California, and Georgia. Quill did not have any property
or employeesin North Dakota. Quill sold office supplies and equipment to customersin North
Dakota. Quill mailed catalogs to these customers and advertised in national magazines. Under
North Dakota law, Quill was required to collect usetax on its sales made to North Dakota
customers because Quill was engaged in regular solicitation of customers in the state. Quill
challenged the North Dakota law as violating both the Due Process Clause and the Commerce
Clause of the U.S. Constitution.

The U.S. Supreme Court had previously addressed the " minimum connection” requirement of the
Due Process Clause back in 1967 in National Bellas Hess v. Department of Revenue of 11linois.®
Inthat case, the Court ruled that some type of minimum contact was necessary for a state to tax
an out-of-state business. The necessary minimum contact existed if the out-of-state company had
a sales office or sales personnel in the state.

In Quill, North Dakota challenged the 1967 ruling as being out of date with today's ways of
conducting business. Today, a company doesn't need a salesperson in a state to obtain a sale.
Instead, a catalog and a mail-order sales system can be just as successful for a company. The
taxing authority in North Dakota pointed out that $1 million of Quill's $200 million of sales were
to 3,000 customers in North Dakota. Quill was also the sixth largest supplier of office suppliesin
the state. North Dakota also argued that it had created an economic climate that helped Quill's
sales, that it maintained alegal infrastructure to protect the market, and that it had to dispose of 24
tons of catalogs and other mail that Quill sent into the state each year. Per North Dakota, all of
this created the requisite minimum connection to enable it to collect use tax from Quill without
violating the due process clause of the U.S. Constitution.

North Dakota was partially successful in its argument that the Bellas Hess nexus standards for
sales and use tax purposes were outdated. The Court stated that its earlier tests were too
formalistic and that for Due Process purposes, it would be more appropriate to not focus on
physical presence, but to instead look at whether the company's contacts with the state make it
reasonable for the state to require the company to collect use tax. In Quill, the Court stated that if
an out-of -state business purposefully avails itself of the benefits of an economic market in the
state, it need not have a physical presence in the state to be subject to tax collection requirements
in the state.

Despite the Court's relaxation of the due process physical presence requirement, the Court stated
that North Dakota's enforcement of the tax against Quill was an unconstitutional burden on
interstate commercein violation of the Commerce Clause. However, the Court pointed out that
because the Constitution gives Congress theright to regulate interstate commerce, Congress could
provide a mechanism to allow states to collect sales and use tax from an interstate mail-order
business that was not physically present in the state, without violating the Commerce Clause.

2 Quill Corporation v. North Dakota, 504 U.S. 298 (1992).
% National Bella Hess .v Department of Revenue of Illinois, 386 U.S. 753 (1967).
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How Much Physical Presence is Needed? The answer to this question also depends on the law of
each state because some states have specifically excluded some types of presence from creating
tax obligations. For example, some states exclude presence at trade shows for alimited number of
days from creating tax obligations.

* Less than a physical presence—In Goldberg v. Sneet, 488 U.S. 252 (1989), the Court stated:
“We doubt that States through which the telephone call's e ectronic 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. Minnesota, 322 U.S. 292, 302-304 (1944) (Jackson, J.,
concurring) (same). We also doubt that termination of an interstate telephone call, by itself,
provides a substantial enough nexus for a State to tax acall.”

* Inthe Quill case, the Court noted that despite the fact that Quill licensed software to some of
its customers in North Dakota to aid in placing orders, Quill's interests in the software did not
affect the analysis under the due process clauseissue nor did it constitute substantial nexus as
required by the commerce clause.®

* A 2000 ruling by the Virginia Department of Taxation (P.D. 00-53; 4/14/00), held that under
Virginialaw, ataxpayer did not have nexusin the state if its only presence is the use of
computer serversto host web sites. The taxpayer, a dealer of car parts, has aweb page that
allows customers to view and order products. The taxpayer had no physical presence in
Virginia, but was contemplating using a “ managed hosting” service or a*“ co-location
hosting” service that would give the taxpayer server access in Virginia. Under both
arrangements, servers would be exclusively dedicated to the taxpayer’ s web site. The Tax
Department held that the taxpayer met the definition of a*dealer,” but did not find that nexus
(physical presence) existed where the only presence was use of a server to create or maintain
aweb site. The Department also noted that this holding conformed to the Internet Tax
Freedom Act prohibition against discriminatory taxes. Finally, the ruling noted that Virginia
buyers of car parts are subject to usetax, unlessit is an exempt purchase.

* In National Geographic Society v. Cal. Bd. of Equalization, 430 U.S. 555 (1977), the Court
held that the presence of two advertising offices in California was sufficient to create nexus
for National Geographic in California, even though the California offices were not involved
with the product sales activity. The Court found the offices constituted a substantial presence
in the taxing state.

* Scripto, Inc. v. Carson, 362 U.S. 207 (1960), involved a taxpayer located in Georgia that had
no property or operations in Florida. Taxpayer did, though, have ten commissioned
salespeople (contractors) in Florida. The court held that such continuous solicitationin
Florida was sufficient to constitute "substantial nexus" such that Scripto was obligated to
collect Florida usetax onits sales in that state. Also, the court did not find that the legal
distinction between an employee and an independent contractor affected its conclusion. "To
permit such formal ‘contractual shifts' to make a constitutional difference would open the
gates to a stampede of tax avoidance. ... Thetest is simply the nature and extent of the
activities of [Scripto] in Florida." [Also see Tyler Pipe Industries v. Dept. of Revenue, 483
U.S. 232 (1987).]

California Enforcement Activities

In the past few years, booksellers who believed they had no physical presencein California
discovered that the State Board of Equalization viewed the situation differently. In Matter of
Barnes & Noble.com (SC OHB 97-732835; 9/02), the Board found that the retail store' s
distribution of discount coupons to its customers for credit when they buy books online created an
agency and nexus. BN.com also paid to have its logo printed on shopping bags used in the retail

3L Quill Corp. v. North Dakota, 504 U.S. 298, fn. 1 (1992).
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store. Theretail store’ s distribution of the shopping bag with the discount coupon inside “ served
as a public statement that Booksellers had the authority to distribute the coupons on petitioner’s
behalf. Such distribution was found to be beyond mere advertising.

In the Matter of the Petition for Redeter mination under the Sales and Use Tax Law of Borders
Onlineg, Inc. (SC OHA 97-638364; 9/01) — the Board found that because Borders accepted returns
of purchases from Borders.com, nexus existed. The statement was found on-line in July 1999, but
was removed in August 1999. The Board found such activities to be part of the selling process
and that Borders.com had a physical presencein California.

Starting in 2003, a line was added to the CA individual income tax forms so that individuals could
easily submit their California use tax. Many states have had similar lines for years.®

b. Salesand Use Tax — Recent Rulings and Developments

§ Sales/Use Tax Nexus and Third Party Service Providers: Dell Catalog Sales was found not to
have nexus in Connecticut from its relationship with BancT ec which provided servicesto
Dell’s customers. Dell Catalog has not presence in the state. Its customers may purchase a
service contract from BancTec. Ddll typically sold the service contract at the time it sold the
computer and contracts could not be purchased from Dell without also buying a computer.
About 75% of customers also purchased a service contract. Dell collected sales tax on the
service contract, but not on the computer and remitted the tax to the state. The “the terms of
the Service Contract Sales Brokerage Agreements provided that Dell Catalog Sales would act
as BancTec's agent and broker in marketing BancTec's service contracts, and Ddll entities
would provide certain technical assistance to BancTec in connection with BancTec's service
contracts, in exchange for the contract commission.” Dell received about 90% of the service
contract revenue because it provided the bulk of the services via the phone through Dell Tech
Support outside of the state. The court noted that this situation indicated that “BancTec's
effort in going on-site in Connecticut to service the consumer's computer had to be minimal.”

Dell Catalog was registered to do businessin Texas, Florida, Kentucky and Nevada, but the
Connecticut Tax Commissioner registered Dell (involuntarily) to do business in Connecticut.
The Commissioner argued, based on Scripto (362 US 207 (1960)), that Dell owes use tax on
computer sales in the state because BancTec is its representative in the state. The court noted
that the Commissioner’s position was also supported by the Multistate Tax Commission’s
(MTC) Nexus Program Bulletin 95-1.%

% gate Legislatures (magazine of the NCSL) reported that 20 states have a use tax line on their income tax forms:
Alabama, California, Connecticut, Idaho, Indiana, Kentucky, Louisiana, Maine, Massachusetts, Michigan, New
Jersey, New Y ork, North Carolina, Ohio, Rhode Island, South Carolina, Utah, Vermont, Virginia, and Wisconsin;
May 2004, page 7.

# The Multistate Tax Commission’s (MTC) Bulletin 95-1 holds that a computer company’s provision of in-state
repair services by athird party creates nexus for the computer company for both sales and income tax purposes.
Per the MTC, therepair services are not de minimis activity, but instead represent “regular or systematic activities
in furtherance of the seller’ s business, such as solicitation of sales or provision of services.” “The provision of in-
Staterepair services provided by a direct marketing computer company as part of the company’s standard
warranty or as an option that can be separately purchased and as an advertised part of the company’s sales
contributes significantly to the company’ s ahility to establish and maintain its market for computer hardware sales
in the State. Asin Tyler Pipe, these in-gate activities, which develop goodwill and increased market share, are no
lessimportant or beneficial to the out-of-state direct marketing computer company because they are performed by
an independent third party repair service.”

In 1996, both the California Franchise Tax Board and Board of Equalization withdrew their support of Bulletin
95-1. [“California FTB Pulls Out of MTC Bulletin 95-1,” 96 STN 180-2] Reasons for the withdrawal appeared to
include faulty legal analysis regarding nexusin 95-1 and failure to follow the Administrative Procedures Act. CA
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The court noted: “Although it appears that BancT ec was operating in Connecticut on Ddll's
behalf, in fact the parties have stipulated that BancTec was an independent computer service
provider throughout the United States, and that on-site service was performed solely by
BancTec or its subcontractors. (Joint Stipulation of Facts, 1135-36.) his stipulation of the
parties negates the claim of the Commissioner that BancTec was the agent of the plaintiff in
Connecticut. By stipulating that BancTec was an independent service provider, the
Commissioner acknowledged that Ddl had no right to direct and control the work of
BancTec. Beckensteinv. Potter & Carrier, Inc., 191 Conn. 120, 132-33, 464 A.2d 6 (1983).
We also find credible the testimony of Michael Burns, vice president of sales and marketing
of BancTec that servicing computers was their expertise and that Dell did not control or
interferein BancTec's dealings with the customer. Thislack of control by Dell substantiates
the stipulation of the parties that BancTec was not an agent for Dell.”

Further, “We note that Dell provides service to the consumer under the terms of the service
contract only by telephone in Texas, and BancTec, for its part, performs only on-site service
to the consumer in Connecticut. We further note that Dell markets and sdlls the service
contract to its own customer at the time that it sells the customer a computer; that Dl sets
the price of the contract to the consumer; that Dell earns a substantial portion of the cost of
the contract; and that Dell performs a substantial part of the service required under the terms
of the service contract. Although Dell's name does not appear on the service contract asa
contracting party, Dell isan integral part and a major ingredient in the performance of the
contract. Cases dealing with the issue of whether the use of independent service
representatives provides the in-state physical contacts required to establish nexus by an out-of
state sdller focus on the extent of the activities of the in-state independent service
representative. In Scripto, ten independent service representatives conducting continuous
local solicitation in Florida and forwarding the orders to the out-of-state seller for acceptance
of the orders was sufficient nexus for the state of Florida to require the out-of- state seller to
collect a state use tax upon the sale of the goods shipped to customersin Florida. Scripto v.
Carson, supra, 362 U.S. 211- 212. In Tyler Pipe Industries v. Dept. of Revenue, 483 U.S.
232, 251, 107 S.Ct. 2810 (1987) , the U.S. Supreme Court held that having resident sales
representatives in the taxing jurisdiction to establish and maintain the seller's market
constituted physical contacts that established a nexus sufficient to impaose a business and
occupation tax on sales upon the out-of -state seller. The Tyler court stated: “[T]he crucial
factor governing nexus is whether the activities performed [in Washington] on behalf of the
taxpayer are significantly associated with the taxpayer's ability to establish and maintain a
market in this state for the sales.” 1d., 250-251. The Tyler case was a direct tax case, not a
sales and use tax case, but we see the principle of nexus associated with the extent of the in-
state activity to apply with equal force to cases involving sales and usetaxes.” The court also
discussed In re the Appeal of Intercard, 270 Kan. 346, 14 P.3d 1111 (2000), where the court
found 11 visits to the state to not create a substantial nexus in the state.

Thus, the court found that Dell Catalog had no sales tax nexus in the state. “ The missing
ingredient in determining whether BancT ec's on-site service established nexus in Connecticut
as arepresentative of Dell would be the frequency, if any, of the number of on-site service
cals. [Dell Catalog Sales v. Commissioner, Department of Revenue Services, 834 A2d 812
48 Conn Supp 170 (July 2003)]

R& T Regulation 1684 now specifically states that a vendor “is not ‘engaged in businessin this state’ based solely
on its use of arepresentative or independent contractor in this state for purposes of performing warranty or repair
services with respect to tangible personal property sold by the retailer, provided that the ultimate ownership of the
representative or independent contractor so used and the retailer isnot substantially similar.”
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Similarly, see Statev. Dell Catalog Sales, L.P., La. District Ct., No. 456,807 (May 2004),
wherethe court did not find that an agency relationship existed between Dell and BancTec
and that BancTec's services were provided on behalf of customer who purchased a contract
and not on behalf of Dell Catalog.

Defining the Tax Base

Thetax base subject to sales and use taxes varies among the states. For example, California
exempts software that is custom (services) or transferred e ectronically (intangible).
However, other states either tax all software or have special definitions of custom software
and it may or may not be taxable. The rules defining the tax base are not always clear, as
evidenced by the following May 2004 private letter ruling in Kansas and court case from
Tennessee on ISP services.

1. PLR No. P-2004-006 involved a question as to which of the following items were subject
to sales tax in Kansas, with the results indicated for each:

Web site consulting — taxable custom software

0 Waeb site design using purchased software such as Adobe GoLineand HTML —
taxable custom software

0 Waeb sitehosting - exempt
0 Resdling domain names - exempt
0 Statistics and search engine services - exempt

However, law changes related to the state’' s changes in its sales tax to adopt the
Streamlined Sales Tax Modd Act, make custom software exempt starting 1/1/05.

2. Under Tennessee law, sales tax applies to the “furnishing, for consideration, of either
intrastate or interstate tel ecommunication services.” Teecommunications is defined
broadly under the law to include communication by e ectric or e ectronic transmission of
impulses, and all types of telecom transmission including paging service and cable TV
service. At issuein Prodigy Services Corp v. Johnson, Comm'r. of Revenue, Sate of
Tennessee, No. M2002-00918-COA-R3-CV (8/12/03) was services offered by Prodigy that
involved software distributed to customers that allowed subscribers “to access information
and to perform certain functions through theinternet.” 1n 1991, the Dept of Revenue told
Prodigy that its online services were not taxable, but changed that position in 1996 on the
argument that Prodigy’ s services had changed and had become taxable. Prodigy argued
that what the Department was trying to tax did not exist when the statute was written, it
was not the intent of the legislature to tax the services.

The court found the statute to have “ expansive language,” such as “transmission by or
through any media.” However, the court also found evidence that the legislature did not
intend to include online services because in 1993 it removed “valued added network” from
the definition of telecom services for tax purposes. The court also noted that Prodigy’s
services were considered to be “enhanced” rather than “basic” under the FCC rules and
unregulated since Prodigy is not a telecom service provider. Finally, the court stated that
telecom services are not the “ true object” of the sale* even if some of the services fit that
definition.” Prodigy customers need to provide their own telecom services to use the
Prodigy services.

In January 2004, the Tennessee Dept. of Revenue issued Notice 04-03 to advise | SPs and
telecom companies that “ effective immediately, | SPs should stop collecting sales tax from
consumers on the sale of Internet access.” The notice also explained how to file claims for
refund.
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§ SalesTax Holidays

Many states use sales tax holidays — days when no sales and use tax will be charged as
stimulus measures or to encourage certain types of purchases. For example, Vermont had 6
days of no sales tax in August and Octaober for personal computersin order to encourage
more of its residents to obtain this technology. Printers and handheld devices were not
exempt. The holiday applied to purchases of $4,000 or less.

[http://www.state.vt.us/tax/legal /thb/tb30.htm]

Cc. Observations on Sales and Use Tax Nexus

1. Due Process Issues May Remain—While the Quill decision would seem to indicate that
only Commerce Clause issues remain with respect to whether states may impose sales
tax collection obligations on remote vendors, differences between e-commerce and mail
order likely makethis afalseillusion. In the past few years, there have been several
cases regarding whether it was "fair" to subject certain persons to the laws of particular
jurisdictions where they had no physical presence. Several of these cases involved
trademark infringement. These cases indicate that just having a web siteis not enough to
find jurisdiction within due process constraints. Instead, "something more" is required to
show that a person purposefully directed its activities to the jurisdiction.® In situations
where the person made no deliberate or repeated contact with the state, jurisdiction will
likely not be found. Consider an example where a vendor's web siteis selling
regionalized merchandise (such as something related to a college or sportsteam in the
aren) yet anyone could order a product from the site. Has the vendor purposefully
directed its activities to residents of every state? How many sales outside of the region
would be necessary for a state not located in the region to make the vendor comply with
statetax laws? Or, is setting up a web site that does not prohibit customers in any
particular state constitute purposefully directing activities to Internet usersin all states?
These are some of the questions that remain in the e-commerce environment and for
which Congress cannot address under the Due Process Clause.

2. Commerce Clause and Congressional Action—While the Court in Quill reminded
everyone that Congress could address the Commerce Clause issue that prohibits states
from making remote vendors collect sales taxes, it isunlikely that Congress will do so
without significant changes first being made to ssimplify state sales tax systems.
Subjecting multistate vendors to sales tax collection in potentially over 6,000 taxing
jurisdictions would certainly impede interstate commerce. See later discussion on some
of the objections raised by businesses regarding the Streamlined Sales Tax Project —
objections that were presented to Congressional committees in the past few years.

3. Will Nexus Guiddines Hdp?—P.L. 86-272 has provided certainty to many multistate
businesses with respect to whether they are subject to income taxes in states in which
they have sales of tangible personal property. A similar approach could be applied with
respect to sales tax nexus which could address issues of how much physical presence is
needed to create nexus and when a third party relationship constitutes nexus. While
guidelines will be helpful to vendors by providing certainty, they will not address the
concern of state and local governments in collecting use taxes given the difficulty of
collecting it directly from consumers.

4. Global considerations—At theinternational level, the tax equivalent of nexusis
permanent establishment (PE). That is, generally, aforeign country may not subject a
vendor to income taxation unless it has a physical presence in the country. The OECD

34 See Cybersdll, Inc. v. Cybersdll, Inc., 130 F.3d 414 (9th Cir. 1997), and Millennium Enterprises v. Millennium Music, Civ. No.
98-1058-AA (DC Or 1999).
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continues to study whether changes or clarifications are needed on what constitute a PE
in the e.commerce realm.

d. Tedecom Regulation and Taxes
§ Digital Divide- California Legisature

In 9/02, SB 1563 was enacted (Chapter 674). It calls upon the CA Public Utilities
Commission (CPUC) to investigate and report on a plan to encourage widespread availability
and use of advanced communications so that more people had access to state-of-the-art
technologies. A report is due to the Governor and L egislature by the end of 2004.

Points made in comments submitted to the PUC in June 2003 include:®

(0]

The dominant broadband providers are unregulated cable providers, not regulated
telcos. Thereareavariety of ways for broadband capabilities to achieve high-speed
Internet access including cable modem, DSL, satellite, wireless, and el ectric power
lines. Consumers mostly see these technologies as equivalents in terms of
capabilities.

The California Teleconnect Fund (CTF) isa good vehiclefor greater broadband
access. [Note: Funding for the CTF was ended with the 04/05 state budget;
http://www.cpuc.ca.gov/static/industry/tel co/public+programs/ctf.htm.]

Theinfrastructure should be both competitively and technologically neutral. Thisis
necessary in order that technology advance as it should and to enable companies to
have an incentive to innovate and provide services — that they will be ableto get a
market return on their investment. The CPUC should be sure not to regulatein a
manner that will defeat this goal. *In order to be neutral, broadband policy must treat
al providers alike.”*

Competition should be encouraged as it leads to technol ogical improvements, better
service, and pricereductions.

“Since broadband competition is already robust, direct government intervention is
unnecessary and would impede market growth.”* However, TURN did not view the
market as having robust competition because in some markets, such as DSL, there are
few providers.®

“Widespread broadband availability will require the investment of staggering
amounts of capital into California’ s telecommunications infrastructure. Investors can
be encouraged to risk billions of dollarsto build a broadband network if they are
confident that future regulation will not limit the rewards by giving their gains to
competitors.”*

Tax incentives can be helpful in encouraging broadband deployment.

“Inits report to the L egislature, the Commission can and should include a
recommendation that municipalities not be permitted to impose unreasonable fees for
providers to enter the market, for example, by imposing non-cost based licensing,

% See http://www.cpuc.ca.gov/static/industry/tel co/sb1563/commentsinr0304003.htm.
% Opening comments of Verizon to the CPUC hearings related to SB 1563, June 2003, page 10; available at

http://www.cpuc.ca.gov/stati ¢/industry/tel co/sb1563/commentsinr0304003.htm.

37 Opening comments of Verizon to the CPUC hearings related to SB 1563, June 2003, page 15; available at
http://www.cpuc.ca.gov/stati ¢/industry/tel co/sb1563/commentsinr0304003.htm.

% Opening comments of TURN (The Utility Reform Network) to the CPUC hearings related to SB 1563, June 2003;
available at http://www.cpuc.ca.gov/stati c/indugtry/tel co/sh1563/commentsinr0304003.htm.

%9 Opening comments of Verizon to the CPUC hearings related to SB 1563, June 2003, page 18; available at
http://www.cpuc.ca.gov/stati ¢/industry/tel co/sb1563/commentsinr0304003.htm.
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permitting, and application fees; or unreasonable right-of-way access requirements,
tower siting restrictions, and zoning requirements. All such fees and requirements
raise the cost of providing service, hinder investment in broadband infrastructure, and
are at odds with the Commission’s vision of widespread broadband availability.” *°

o “[T]heissue of bridging the digital divide is far more complex than deploying more
telecommuni cations infrastructure and therefore, the Commission should endeavor to
create partnerships with other rdevant organizations and state agencies rather than
spending its scarce resources trying to solve the issues by itself.”** For example,
issues of illiteracy and training to use hardware and software exist.

Local governments will want to read the CPUC report when it is released later this year to
seeif there are any implications for local regulation, Utility User Tax (UUT) application
or other opportunities for revenue and economic devel opment.

§ VolP* - Federal

Congress: H.R. 4129 (108" Congress) would provide that the federal government has sole
regulatory jurisdiction over VolP. It directs the “Federal Communications Commission
(FCC) to: (1) establish rules and standards for appropriate arrangements to compensate
providers of facilities and equipment used to transmit communications employing a
connected Vol P application; and (2) maximize participation in the support of universal
service among the greatest number of providers of connected Vol P applications. Requires
such providers to assist the Federal Government in enforcement actions.

Requires the FCC to appoint an appropriate representative industry organization to develop
guidelines, protocols, or performance requirements pertaining to the offering or provision of
connected Vol P applications for: (1) providing comparable capabilities to 911 services; (2)
improving use by the disabled community; (3) improving reliability of Vol P applications;
and (4) ensuring appropriate security for the application and voice communications.

Prohibits a State or palitical subdivision from imposing atax or other charge on the offering
or provision of a VolP application.” [CRS summary at http://thomas.|oc.gov]

H.R. 4129 was introduced in April 2004 and referred to both the House Committee on
Energy and Commerce the Committee on the Judiciary.

Similarly, see S. 2281 passed by the Senate’ s Commerce, Science, and Transportation
Committee on 7/22/04. S. 2281 also includes a provision prohibiting any state or local
government from imposing “any tax, fee, surcharge, or other charge for the purpose of
generating revenues for governmental purposes on the offering or provision of a VOIP
application.” With respect to universal service, S. 2281 provides that the FCC “shall ensure
that all providers of a connected VOIP application contribute, directly or indirectly, to the
preservation and advancement of Federal universal service programs based on aflat fee,
which could include a collection methodol ogy based on the assignment of telephone numbers
to end users.”

At the Senate committee hearing, government and industry representatives testifying noted
privacy, law enforcement needs (such as for surveillance) and security concerns with some
new technologies, as well as the need to be able to continue to fund services such as 911 calls

“2 Opening comments of Verizon to the CPUC hearings related to SB 1563, June 2003, page 5; available at
http://www.cpuc.ca.gov/stati ¢/industry/tel co/sb1563/commentsinr0304003.htm.

> Opening comments of TURN (The Utility Reform Network) to the CPUC hearings related to SB 1563, June 2003,
page 2, available at http://www.cpuc.ca.gov/stati ¢/industry/tel co/sh1563/commentsinr0304003.htm.

“2 For adescription on how Vol P works, see the FCC website at http://ftp.fcc.gov/cgb/consumerfacts/voip.html. This
site aso lists concerns consumers should be aware of in using Vol P including that they may not have access to
911 or directory assistance. Also, the service may not work during a power outage.
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and universal service. Industry reps indicated the importance of deregulation of the new
technologies to promote their growth and continued technological development.
Commissioner Stan Wise of the Georgia Public Service Commission noted that he and his
colleagues had “ come to the conclusion that writing broad new policies around specific
technologies will always leave us one step behind and may even hurt the devel opment of
technology by sending distorted signals to the marketplace.” *®

FCC: “On February 12, 2004, the FCC found that an entirely Internet-based Vol P service
was an unregulated information service. On the same day, the FCC began a broader
proceeding to examine what its role should be in this new environment of increased
consumer choice and what it can best do to meet itsrole of safeguarding the public
interest.”* On 12/1/03, the FCC formed an I nternet Policy Working Group to advise the FCC
on policy issues related to the movement of more types of teecommunications services to
Internet-based platforms. [http://hraunfoss.fcc.gov/edocs public/attachmatch/DOC-
241761A1.pdf]

§ VolP-Cdifornia Public Utilities Commission

On 2/11/04, the CPUC issued an order® that it would begin to investigate what the
“appropriate regulatory framework” is that “should govern the provision of Voice over
Internet Protocol telephony.” The order notes that even traditional voice telephony providers
are using Vol P and that there are few barriers to entry for Vol P providers. Advantages of
VolP include lower rates and the ahility to make and receive a phone call from any high-
speed Internet connection globally. The CPUC notes public policy issues in this movement,
particularly the fact that traditional phone charges lead to fees for “critical universal service
programs designed to ensure accessible and aff ordabl e telephone service to low-income
customers, customersin high-cost and rural areas, and to disabled customers.” Additional
concerns include the ability to address public safety and reliability concerns. Finally, the
order notes: “we are mindful of the need to minimize regulation so as not to stifle the
continued devel opment of Vol P service while simultaneously fulfilling our responsibilities
under state law to realize state-mandated policies and objectives on behalf of all California
customers.”

The CPUC projects that by 2008, Vol P will represent 40 — 43% of total intrastate telecom
revenues in California. If universal service programs continueto rely on regulated revenues,
the expansion of Vol P will result in between $183 and $407 million in lost revenue for the 5
mandated programs by 2008. The CPUC aso notes that Vol P providers do not pay access
chargesto ILECs for the origination and/or termination of calls on the PSTN.

In explaining Vol P, the CPUC order states: “Viewing Vol P functionally from the end-user’s
perspective, and consistent with definitions in the Public Utilities Code, we tentatively
conclude that those who provide Vol P service interconnected with the PSTN [Public
Switched Telephone Network] are public utilities offering a tel ephone service subject to our
regulatory authority.”

The CPUC order was released the day before the FCC ruled that Free World Dial-Up was an
unregulated information service subject to federal jurisdiction (see above;
http://hraunf oss.fcc.gov/edocs public/attachmatch/FCC-04-27A1.pdf).

“3 Testimony of 6/16/04 available at http://commerce.senate.gov/hearings/testimony.cfm?d=1230& wit_id=3541.
4 ECC at http://ftp.fcc.gov/cgb/consumerfacts/voip.html and

http://hraunfoss.fcc.gov/edocs public/attachmatch/FCC-04-27A1.pdf.
5 CPUC order available at http://www.cpuc.ca.gov/Published/Final_decision/34221.htm.
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§ National Conference of State L egislatures Resolution on Telecom Tax Reform

In July 2004, the NCSL adopted a resolution to encourage states to work with local
governments and telecom providers to simplify and modernize state and local telecom taxes
based on 7 principles. Principle 5 calls upon states to “include provisions to mitigate potential
local government revenue impacts associated with telecommunications tax reform.” Principle
6 on economic development provides: “ States need to simplify, reform and modernize state
and local telecommunications tax systems to encourage economic development, reduce
impediments to entry, and ensure access to advanced telecommunications infrastructure and
services throughout the states.”*

§ Federal Excise Tax

0 IRSandthe 3% Excise Tax —On 7/2/04, the IRS issued an advance notice of
proposed rulemaking (REG-137076-02) seeking comments and suggestions
“describing the various technol ogies, services, and methods of transmission currently
availablefor transmitting data and voice communications and how they should be
treated under [Internal Revenue Code] section 4251.” The IRS is considering
updating very old regulations to “reflect changes in technology.” The excise taxes
apply to local and toll phone service. “Toll telephone service” includes “telephonic
quality communication for which thereis atoll charge that varies in amount with the
distance and dapsed transmission time of each individual communication.”

Soon after the release of the advance notice, some people thought the IRS was
planning on taxing Vol P. The IRS subsequently stated that it was not considering
applying the 3% excise tax on VolP.

Does the 3% excisetax still exist? Yes. Whilethere were recent efforts in Congress
to repeal this 100+ year old tax, including H.R. 3916 (106™ Congress, 2000) that
passed in the house 420-2, nothing was ever enacted. The tax remains and given
current budget deficits and probably no serious bdief that the tax impedes the growth
of theInternet, it islikely to bewith us for sometime.

0 Some VolP providers may be collecting the 3% federal excisetax on VoIP. Ina
8/4/04 interview, 8X8, Inc.’s CEO noted that it collects the federal excise tax from
customers even though it views its services as information services rather than
telecom services.”

0 Courts Conflicted over What is Taxable under IRC 84251 and 4252

Office Max, Inc. v. U.S, 93 AFTR 2d 2004-1190, 309 F.Supp2d 984 (ND Ohio) — the
court held that the 3% federal excise tax did not apply to long-distance phone services
provided by MCI WorldCom and MCI because they did not fall within Section 4251
or 4252. Section 4252(b)(1) defines atoll phone service as a telephonic quality
communication for which thereis atoll charge which varies in amount with the
distance and dapsed transmission time of each individual communication. Office
Max argued that the amount it was charged by providers for phone service was never
based on the distance. Thetax at issue totaled almost $400,000 over 3 years. The
court did not agree with the IRS that the statute was ambiguous so held that there was
no need to review the legidlative history. The court hed that distance and time both
had to be met for the service to be subject to the 3% excise tax.

** NCSL Resolution, available at http://www.ncd .org/programs/fiscal /tel taxreform.htm.

*" See http://www.viodi.com/newsl etter/040800/article2.ntm. Per 8X8 Inc.’s 10-K report for 2002, its business isto
“devel op and market telecommunication technology for Internet Protocol, or I1P, telephony and video
applications.”
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A contrary result was reached in American Bankers Insurance Group, Inc., 93
AFTR2d 2004-1435, 308 F.Supp2d 1360 (SD Fl). In this case, the court did find the
statute ambiguous so reviewed the legislative history which the court viewed as
Congress intending to tax all long distance commercial services.

In FortisInc. v. U.S,, 94 AFTR2d 2004-6005 (SD NY 9/16/04), the court ruled
similar to the Office Max case that for 84252 to apply, the charges must be based on
both time and distance. Similarly, see National Railroad Passenger Corpv. U.S, 94
AFTR 2d 2004-___ (DC DC). In this case, the judge begins the opinion with: “When
adefined termin the Internal Revenue Code (* Code’), 26 U.S.C. 81 et seq., failsto
keep pace with technological advances and other changes in the commercial world,
may the Internal Revenue Service (“IRS”) nonetheless construe the Codeto levy a
tax arguably envisioned by Congress? This case concerns the proper interpretation
and implementation of a federal excise tax on communications services. Finding that
Congress meant what it plainly said in 1965, the Court concludes that only Congress,
and not the IRS on its own, may update the statutory text. The motion for summary
judgment filed by the United States (“IRS”) will be denied and the National Railroad
Passenger Corporation's (* Amtrak”) motion for summary judgment will be granted.”

Some state or local jurisdictions use the IRC excise tax definitions in applying
telecom taxes. For example, the utility user tax (UUT) imposed by many California
cities on telephone services is based on the IRC definitions of 84251 and 84252.

In August 2004, the IRS issued Notice 2004-57 indicating that despite the conflicting
decisions of the District Courts, the excise tax remains payable on all taxable
communication services (as identified as taxable by the IRS). The IRS and Treasury
also issued temporary and proposed regulations on the service provider’s obligation
to collect the excise tax when the customer refuses to pay it (TD 9149 and REG
163909; 8/10/04). “The temporary regulations provide that the collector must report
therefusal to pay the tax to the IRS by the due date of the return on which the tax
would have been reported but for the refusal to pay. In addition, the temporary
regulations provide that, for a person using the alternative method, the separate
account cannot be adjusted to reflect arefusal to pay tax for the month unless such
refusal has been reported.”

8§ Local UUT and Franchise Fee Considerations Regarding Telecom Changes

0 Local governments may find themselves out of the loop with the ability of the federal
and state governments to discuss and potentially regulate telecom and classification
of services can have an impact on whether something is taxed. Local governments
will want to keep tabs on the federal and state projects, submit testimony as
appropriate and consider what the revenue impact might be of possible changes.

0 For an overview of thetelecom industry, taxation of telecom at the state and local
levels, policy implications and recommendations for reform, see Prieger, Sexton, and
Nellen, “The Taxation of Tdecommunications in California,” July 2002, available at
http://www.ucop.edu/cprc/tel ecomtaxrpt. pdf.

0 Leagueof Cdlifornia Cities activities: The Revenue and Taxation Policy Committee
of the League noted at a June 2004 meeting that there are two issues facing local
governments due to the expansion of VolP: “maintain the current application of
utility users tax on telephonic services and the compatibility with current 911
services’ as explained in awhite paper of the UUT Technical Task Force. The white
paper notes: “ Internet telecommunication services should be subject to local UUT,
Federal Excise Tax (FET), and to 9-1-1 taxes and fees in the same manner as their
functional equivalent, traditional telephone service. Legislators and regulators should
base their decisions on the functional nature of the service and not on the technol ogy
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it employs. This assures equal tax treatment, administrative ease, and competitive
fairness.”*

0 Query: Has technology outpaced the ability to tax teecommunications in an efficient
and neutral manner? Arethere more efficient alternatives that might also be simpler
for payors and providers?

e. Expiration of the Internet Tax Moratoriums

8 Federal Internet Tax Moratorium: The Internet Tax Freedom Act moratorium expired on
November 1, 2003. Several bills have been introduced to extend it, expand it or tighten it.

Moratorium Review: The Internet Tax Freedom Act® (ITFA, P.L. 105-277, 10/21/98)
imposed a 3-year moratorium (from 10/1/98 through 10/21/2001) on state and local taxes on
Internet access, unless such tax was generally imposed and actually enforced before October
1, 1998, and multiple or discriminatory taxes on e-commerce. This moratorium was extended
to November 1, 2003 (P.L. 107-75; 11/28/01). The ITFA preserved state and local taxing
authority to the extent a particular tax was not covered under the moratorium. Thus, sales and
use taxes still applied to sales of taxable items made via e-commerce.

0 ITFA defined “Internet” as “collectively the myriad of computer and
telecommunications facilities, including equipment and operating software,
which comprise the interconnected world-wide network of networks that employ
the Transmission Control Protocol/Internet Protocol, or any predecessor or
successor protocols to such protocol, to communicate information of all kinds by
wireor radio.”

0 |ITFA defined “Internet access service” as“aservice that enables users to access
content, information, electronic mail, or other services offered over the Internet
and may also include access to proprietary content, information, and other
services as part of a package of services offered to consumers. Such term does
not include telecommunications services.”

0 ITFA defined ““telecommunications service' as having the meaning given such
term in section 3(46) of the Communications Act of 1934 (47 U”.S.C. 153(46))
and includes communications services (as defined in section 4251 of the Internal
Revenue Code of 1986).”

§ S 150 extends the moratorium and grandfather provision retroactively until 11/1/07. Other
provisions include (also see Appendix A):

§ Adding aprovision that theterm “Internet access service' “does not include
telecommuni cations services, except to the extent such services are purchased, used,
or sold by a provider of Internet access to provide I nternet access.”

This change is due to confusion over whether DSL services are covered by the
original moratorium language. Some states tax DSL on the basis that it consists of
both Internet access services and telecom services. DSL providers argue that such
treatment puts them at competitive disadvantage with cable modem and direct
satdlite providers.

8 VolP—thehill adds: “Nothing in this Act shall be construed to affect the imposition
of tax on a charge for voice or similar service utilizing Internet Protocol or any

“8 |eague of California Cities, materials for 6/4/04 meeting of the Revenue and Taxation Policy Committee;
available at http://www.cacities.org/resource files/22370.RT%20A genda%20Packet.6-04.pdf.
* Full text of ITFA available at http://www.ecommercecommission.org/I| TFA.htm.
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successor protocol. This section shall not apply to any services that areincidental to
Internet access, such as voice-capable e-mail or instant messaging.”

§ Callsfor the GAO to conduct a study due 11/1/05 of the impact of the moratorium on
state and local governments and broadband deployment.

S. 150 passed in the Senate (93-3) on 4/29/04, with 4 senators not voting, including Senator
Kerry (he appears to support a moratorium and voted yes on the original legislation S. 442 in
1998). See Appendix A for how S. 150 would change the language of the ITFA, asamended
by P.L. 107-75.

The CBO did a cost estimate™ under the Unfunded Mandates Reform Act on S. 150 in
September 2003. At that time, S. 150 preserved the grandfather provision until 10/1/06 and
modified the definition of Internet access. The modification was to expand the statement on
telecommunication services to read: “ Such term does not include telecommunications
services except to the extent such services are used to provide Internet access.” CBO
estimated that beginning in 10/06, state and local governments would begin to lose revenue
beyond the UMRA threshold by 2007 ($64 million in 2007). Loss of the grandfather clause
would result in revenue loss in 10 states™ of between $80 and $120 million per year
beginning in 2007. CBO stated that it could not estimate the impact of the change in the
definition of Internet access.

H.R. 49, calling for a permanent moratorium and repeal of the grandfather provision passed
in the House on 9/17/03. The CBO cost estimate on this bill is similar to that for S. 150 only
the effect would start earlier because H.R. 49 would eiminate the grandfather clause
immediately. See Appendix B for how H.R. 49 would change the language of the ITFA, as
amended by P.L. 107-75.

S. 2084 calls for (1) a 2-year extension; (2) adding: “Theterm “Internet access service' does
not include telecommunications services, except to the extent such services are purchased,
used, or sold by an Internet access provider to connect a purchaser of Internet access to the
Internet access provider;” (3) modifying the grandfather clause; (4) adding an accounting rule
—“If charges for Internet access are aggregated with and not separatdy stated from charges
for telecommunications services or other charges that are subject to taxation, then the charges
for Internet access may be subject to taxation unless the Internet access provider can
reasonably identify the charges for Internet access from its books and records kept in the
regular course of business;” and (5) providing that nothing in the Act is to prevent the
collection of universal access and 911 fees. Senator Feinstein is a co-sponsor.

S. 2348 would extend the current moratorium until June 1, 2005. Senator Feinsteinis a co-
sponsor.

Arguments in Favor of Extending and Modifying the Moratorium

o0 “Abolishing the federal prohibition would force the Internet superhighway to
navigate the same labyrinthine maze of overlapping and disparate state and local tax
regulations and burdens that currently strangles the Nation’ s telecommunications
services.” “It should be the National Policy of the United States to promote freedom
and ubiquitous Internet access and connectivity in America.” Additional arguments
include closing the digital divide, states are not dependent on Internet access taxes,
and it prevents double taxation because the telecom aspect of the access is already

%0 CBO cogt estimates are available at http://www.cbo.gov/CESearch.htm.

*1 “CBO believes that as many as 10 states (Hawaii, New Hampshire, New Mexico, North Dakota, Ohio, South
Dakota, Tennessee, Texas, Washington, Wisconsin) and several local jurisdictionsin Colorado, Ohio, South
Dakota, Texas, Washington, and Wisconsin are currently collecting such taxes and that these taxes total between
$80 million and $120 million annually.” CBO did not increase this amount for inflation to derive the revenue loss
for 2006 because it assumed that change in technology and cost reductions would offset the inflation amount.
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subject to tax. Former Governor James Gilmore (Virginia), 4/1/03 testimony before
the House Judiciary Committee.
[http://www.house.gov/judiciary/gilmore040103.htm]

0 The moratorium * promotes across the board fairness, not special advantages for one
group over another.” Harris Miller of ITAA, 4/1/03 testimony before the House
Judiciary Committee. [http://www.house.gov/judiciary/miller040103.htm]

0 “We estimate that taxes on the full amount of the basic monthly dial-up subscription
servicefor typical members would increase its cost by approximately $2 to $3 per
month on basic dial-up service. For higher cost broadband service, the cost could be
an additional $5 to $10 per month.” Joseph Ripp of AOL, 7/16/03 testimony before
the Senate Committee on Commerce, Science and Transportation.
[http://commerce.senate.gov/hearings/witnesslist.cfm? d=861]

0 Congressman Cox in a 3/10/04 speech to the League of CA Cities: “unfortunately
Senator Feinstein has not yet supported us because she's under the impression that
our bill could cost cities and counties revenue by preventing taxes on VOIP services.
But VOIP services are taxed now and will continue to be, under the moratorium. It is
only Internet access that is not taxed now, and it still won't be. DSL is not taxed now,
and it won't be. No change. If every town in America begins taxing the Internet, and
taxing authorities around the world begin setting up new tollbooths on the Internet,
make no mistake, Californiawill be the biggest loser of all.”
[http://cox.house.gov/html/speeches.cfm?id=721]

0 TheNational Taxpayers Union refersto S. 2084 as a stealth tax hike that will hinder
the continued advancement of the Internet and provide uncertainty that will lead to
reduced investment in Internet technol ogies.

0 TheBush administration supports S. 150 per a 11/5/03 press rel ease from the
Treasury and Commerce secretaries: “"We believe that government should support
the widespread availability and use of the Internet, including the use of broadband
technology, and not discourage the Internet’ s growth through new access taxes.
Keeping the Internet free of multiple or discriminatory taxes will help create an
environment for innovation and will help ensure that € ectronic commerceremains a
vital, and growing, part of our economy. A permanent moratorium means a
permanent victory for American consumers and businesses. We urge the Senate to
pass S. 150 as soon as possible so President Bush can sign a permanent Internet tax
moratorium.” [JS-971 at http://www.treas.gov/press/]

Arguments Against Extending and M odifying the M oratorium

0 S. 2084 was supported by the National Governor’s Association and the National
League of Cities. The NGA noted that S. 150 would lead to a revenue loss for
Cdlifornia and its local governments of $836 million, while H.R. 49 would lead to a
loss of $1,495 million. The H.R. 49 estimateis based on an assumption that
governments lose all state and local telecom transaction taxes and business taxes “ as
companies migrate their telecommunications services to the Internet.” The S. 150
estimateis based on the fact that the proposal “includes all ted ecommunications taxes
except for 911 fees and business taxes such as property taxes, capital stock taxes on
net worth, or sales and use taxes on business inputs.” [Cong. Rec. 4/29/04, S4639 et

seq]

2 NTU press release of 2/11/04; http://www.ntu.org.
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0 TheNGA recommended that Congress adhere to three principles: [Cong. Rec.
4/29/04, $4640]

1) “Donoharm” — be surethat any legislation preserves existing state and local
revenues.

2) “Beclear — definitions matter” —the original legislation specifically excluded
telecom services from the definition of Internet access. This “allowed some
jurisdictions to tax the telecommunications component of certain broadband
technologies like DSL while others remained tax-free. This perceived
inequity led to a push to alter the definition of Internet accessin H.R. 49 and
S. 150 to make tax free telecommunications services ‘used to provide | nternet
access,’” as a means to making the ITFA technology neutral. This change,
however, istoo broad. Not only would it prohibit taxes states and localities
arecollecting on DSL, it would also exempt all telecommunications services
used anywhere along the Internet — from the end-user all the way to the
‘backbone.” Compared to the original moratorium, which specifically
expressly telecommunications services from it scope, H.R. 49 and S. 150
could ultimately put at risk most, if not all, state and local telecommunication
tax revenue.” The NGA is also concerned that the growth of Vol P usage that
is bundled with Internet access will further hurt revenues.

3) “Stay flexible— atemporary solution is better than permanent confusion” —
the rapid pace of innovation surrounding the Internet makes it difficult to
define terms and ongoing work of the FCC and others calls for the exercise of
caution in governing in this area.

0 TheNLC noted that it has no goal to tax email or create new taxes for the Internet,
but only wants to preserve current telecom tax and franchise fee authority at the state
and local level. [Cong. Rec. 4/29/04, S4641]

0 The Center on Budget and Policy Priorities raised several concerns with S. 150 and
H.R. 49in a 10/03 report. These concerns include:™

8§ Loss of revenues to states that had fallen under the grandfather provision.

§ Loss of revenueto many states if DSL services are also protected by the
moratorium.> In October 2003, the 9" Circuit overturned an FCC ruling that
cable modem was solely an information service. The court found it to be both
atdecom service and an information service.™ Thus, the CBPP questions why
Congress should apply the moratorium to DSL services rather than require
cable modem operators to break down their bills between telecom and
information services.

8§ Loss of revenue on the use of telecommunications services by 1SPs. S. 150
modifies the definition of Internet access services by adding that it excludes
telecom services except to the extent those services are purchased, used, or
sold by an Internet service provider in providing Internet access. The CBPP
notes that this is an area where the CBO was unable to project the revenue loss
because telecom service providers do not report how much of their services

%3 Center on Budget and Policy Priorities report —“Making the Internet Tax Freedom Act Permanent in the Form
Currently Proposed Would Lead to a Substantial Revenue Loss for States and Localities, 10/03; at
http://www.cbpp.org/10-20-03sfp.pdf.

> The CBPP notes that at least 27 states and the District of Columbia current receive sales and excise taxes fro=m
DSL services. Caiforniaisnot one of those states. CBPP estimates the revenue loss at $70 million per year.

% Brand X Internet Servicesv. FCC, 345 F.3d 1120 (9th Cir. 10/6/03); available at
http://caselaw.| p.findlaw.com/data2/circs/9th/0270518p. pdf.
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were provided to ISPs. The CBPP also notes the irony of this change because
an argument made by 1SPs for the original moratorium was that it would avoid
double taxation on the telecom services that are built-in to the access charges
to customers.

8§ Loss of revenue from the expected growth of usage of Vol P since such
services will likely qualify as Internet access.

8§ Loss of revenue as more Internet access providers bundle proprietary content
(such as music, movies, games and software) with the access services.

8 Possible loss of revenue beyond sales and excise with the removal of the
grandfather provision. “Internet access providers (including
telecommuni cations companies providing Vol P and other Internet-related
telecommuni cations services such as DSL) could seek to establish in the
courts that state and local taxes on their property and profits are prohibited
indirect taxes on access service. Opening the door to such claims clearly is
unintended, but to date the relevant Senate committees have been unwilling to
add languageto S. 150 ... to eliminate any possibility of such litigation.”
[page 16 of the CBPP report at http://www.cbpp.org/10-20-03sfp. pdf]

8 Why should state and local governments be forced to subsidize the growth of
Internet access? Why shouldn’'t the federal government also bear some of the
financial burden?

§ CA Internet Tax Moratorium: The moratorium expired January 1, 2004. AB 1791 would
extend it to January 1, 2010.

CA Moratorium Review: The CA-ITFA imposed a moratorium to prevent any city, or county,
or city and county from assessing taxes on Internet access, on-line computer services, or the
use of Internet access or any on-line computer service; a bit tax or bandwidth tax;> or any
discriminatory tax on Internet access or on-line computer services. The prohibition did not
apply to any new or existing tax of general application imposed or assessed in a uniform and
nondiscriminatory manner without regard to whether the activities or transactions taxed are
conducted through the use of the Internet, Internet access, or Online Computer Services.
Thus, sales and use taxes, business license taxes, utility user taxes generally continued to
apply. If the FCC wereto find that Online Computer Services or Internet access delivered
over acabletelevision system are not cable services, a cable television franchise fee may not
beimposed on such services.

"It istheintent of this Legislature that no existing or future state taxes or state fees be
imposed by the state in a discriminatory manner upon Internet access or Online Computer
Services. This statement of legislative intent is meant to place the greatest possible barrier to
the creation of discriminatory taxes or fees upon this Legislature and all future L egislatures.”
[from AB 1614, Chapter 351, 8/24/98]

% A bandwidth tax is defined as "any transactional tax impaosed on or measured by the physical capacity of an available signal to
transmit information electronically or by fiber optics.”
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V. Active Proposals and Projects

There are a variety of proposals and projects underway to clarify and improve the
application of existing taxes to both new and old transactions. These include the
Streamlined Sales Tax Project, nexus proposals, and efforts to accelerate the
deployment of certain technologies in the hopes of stimulating the economy and use
of technology.

a.  Streamlined Sales Tax Project (SSTP)
§ Background

This project, begun in 2000, is designed to simplify and modernize state sales and use tax
systems in order to reduce the burden on companies of collecting the taxes. There are 42
states and the District of Columbia participating in the project. The model tax agreement of
the SSTP contains uniform definitions, allowance of one state rate per state and a second
stateratein limited circumstances for food and drugs, one local rate for each local
jurisdiction, state level tax administration for the state and local taxes, uniform sourcing
rules, uniform audit procedures and state funding of the technological models provided for in
the agreement.

Per an April 2004 project summary: “ Sellers who do not have a physical presence or ‘ nexus
are not required to collect sales and use taxes unless Congress chooses to require collection
from all sellersfor all types of commerce. Sellers without a physical presence can volunteer
to collect under the proposed simplifications. Registration by sdlersto voluntarily collect
sales and use taxes will not infer that the business must pay business activity taxes, such as
the corporate franchise or income tax.”

[http://www.streamlinedsal estax.org/execsum0404%620.pdf]

To be amember state must conform its sales/use tax rules to that called for in the model
agreement and have a “ certificate of compliance” to be part of the interstate Agreement.
There will be a Governing Board made up of arepresentative from each member state. The
board will interpret the Agreement, amend it and issue resolutions.

As of 11/12/02, 30 states plus DC approved the interstate Agreement. As of 4/04, 20 states
have enacted all or part of the conforming legislation — the Streamlined Sales and Use Tax
Agreement (SSUTA). For moreinformation, see http://www.streamlinedsal estax.org.

States may need to make significant changes in their existing sales tax rules to be part of the
Agreement. Also, it is not clear whether Congress will act to, in effect, repeal the Quill
decision for adopting states so that the states may enforce collection of usetax by remote
vendors. The SSTP'slist of states and their role/status in the SSTP is at
http://www.streamlinedsal estax.org/statestatus.pdf. 1t notes that the Agreement becomes
effective once at least 10 states representing 20% of the population of states imposing a sales
tax have enacted appropriate legislation. It also notes that compliance by remote vendorsis
voluntary under the agreement until Congress or the U.S. Supreme Court indicates otherwise.

Thereisalso alist of states and the status of their SSTP legislation at the Equipment Leasing
Association (ELA) website at http://www.elaonline.convgovtrelations/state/streamometer/.
Most of the states that have enacted appropriate legislation (although no legislation has been
certified yet) are small, such as Nevada, Utah, North Dakota, West Virginia and Vermont
which each have |ess than 1% of the US population (less the 4 states without a sales tax —
Delaware, Montana, New Hampshire and Oregon). However, if all of the states indicated as
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having enacted complete SSTP legislation were certified, it would be about 23% of the
population and thus, a Governing Board would come into existence.

8  Will Congress Help the SSTP Efforts? A few bills have been introduced to enable states that
adopt the SSTP legislation and once the number of states meets the level for a Governing
Board to exist, to allow such states to also collect use tax from remote vendors. H.R. 3184 is
such a hill that also includes an exemption for small remote vendors — those with gross
remote taxable sales under $5 million in the preceding year. The ability to collect from
remote vendors also requires that the state provide reasonable compensation to sellers for
collecting the sales and use tax for the state. H.R. 3184 also lists the minimum simplification
provisions that must be included in the SSTP Agreement. H.R. 3184 also provides that
nothing in the proposal isintended to add or expand a state' s ability to assess other tax
obligations on vendors. S. 1736 is the companion bill in the Senate. The bills are still in
committee and have few sponsors.

§ “Prdiminary Analysis of California lssues’’

The“Board of Governance,” created by SB 157 in 2003, represents CA in the SSTP meetings
and must report quarterly to the legislative tax-writing committees. The BG's April 2004
report listed the following issues for CA under the SSTP:

0 The Governing Board created by the model act may draft rules and procedures. It may
also resolve issues. Thiswould conflict with the role of the CA legislature and BOE
becauseif they wavered from the Agreement, they could be expelled from membership.

0 CA’s compliance with the model act “may require significant revisions” to its sales and
usetax law. Analysisis needed to determine if such changes would result in revenue
increases or decreases.

0 The model act requires destination-based sourcing. Thisis not the case today for property
that is not delivered to the customer at the seller’ s business location. There could be
negative impacts to some local taxing jurisdictions.

0 Under the modedl act, the tax baseis to be the same at the state and local levels. Thisis not
truetoday for retail transfers of motor vehicles, aircraft, watercraft, modular homes,
manufactured homes and mobile homes.

0 The model act requires a state to provide compensation to certified service providers and
sellersfor collecting and reporting sales and usetax. CA does not currently do this.

§ Selected State Activity Related to the SSTP

o Utah delayed its implementation of the model act one year — until 7/1/05 so that there
could be a study on the effects to taxpayers and recommendations made on how to
mitigate adverse impacts of the changes.

0 Thelowa Revenue Department issued a noticeto all sales tax permit holders letting them
know that there would be relaxed enforcement of the new sourcing rules from the
effective date of 7/1/04 to the end of the year. No penalties will be assessed for errors
during the 6-month period provided honest efforts were made to comply.

*" Board of Governance (created by SB 157), “ Streamlined Sales Tax Project — A Report to the Legislature on the
Streamlined Sales Tax Project,” April 30, 2004; available at
http://www.boe.ca.gov/pdf/1Q04SST PL egRptFinal 42204.pdf.
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§ Argumentsin Favor of the SSTP®

0 TheNational Retail Federation has stated that the SSTP provides certainty and
simplification to retailers. It also provides equal collection equal collection responsibility
for sellersand is a*“ careful balance of both sovereignty and simplification.” Uniform
definitions and administration procedures provide simplification for retailers.™

0 It providesfor compensation to vendors to partially compensate them for collecting the

tax.

0 It provides technological solutions to simplify the assessment and collection process.
§ Arguments Against the SSTP®

0 Uncollected usetax is not as high as some estimates have indicated. States can do more
to collect use tax and more online retailers are establishing a physical presencein more
states because consumers want this.

0 “Congress should not grant states the right to tax Internet sales unless they havefirst
eliminated protectionist laws and regulations that discriminate against e.commerce, or
unless they can make a clear and compelling argument that discriminatory laws or
regulations are required for consumer protection.” Examples of protectionist laws
include not letting patients have a copy of their lens prescription so they cannot get
glasses online, prohibitions against marketing used cars on the web, and rules prohibiting
shipping of wineinto a state. The Progressive Policy Institute estimates that these
protectionist rules result in consumers paying $22 billion more per year on goods and
services than otherwise required.®

o0 Problems with the Moded Act, such as:

§

Each member state gets just one vote, so California, with its large population and
market, will have a small voice in interpreting and changing the model act.

A major simplification — onerate per state, is missing because local jurisdictions
are alowed to set their own rate.

It does not address the problem that led to the Quill decision — states wanting
remote vendors to collect sales tax. The SSTP hopes that Congress will step in
and solve this problem for adopting states, but thereis no guarantee of this.
However, if Congress steps in, such as with H.R. 3184 (discussed above),that
exempts retailers with $5 million or less of remote taxable sales, states will likely
have a reduced incentive to adopt the SSUTA. Also, it is arguable that Congress
suggesting such an exemption indicates that the SSUTA is not simple enough.

Many states, including California, will need to change their sourcing rules which
for many retailers will be a more complicated system. For example, in California,
if aretailer has only one business location, it only has to apply the rate of the city
in which it resides. Under the model act, it would have to apply the rates of the
cities where goods were delivered (destination approach rather than origin
approach). If only asingle rate were allowed in a sate though, this problem
would be lessened, although the retailers would still be required to note where

%8 For materials submitted for a 10/1/03 hearing on the SSTP before the House Judiciary Committee, see
http://www.house.gov/judiciary/89635.PDF.

¥ Maureen B. Riehl, National Retail Federation, testimony before the 10/1/03 House judiciary Committee, pages 12
- 17, at http://www.house.gov/judiciary/89635.PDF.

€ For materials submitted for a 10/1/03 hearing on the SSTP before the House Judiciary Committee, see
http://www.house.gov/judiciary/89635.PDF.

¢ Robert D. Atkinson, “Leveling the E-Commerce Playing Field,” 6/30/03; available at http://www.ppionline.org/.
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goods were delivered so the state could be sure the collected tax went to the
correct local jurisdiction. However, there would be winners and losers among
local jurisdictions under the new tax sourcing/allocation scheme, with no
transition rule provided.

§ Exemptionsarestill allowed if it is a separately defined category under the Act
SSUTA 8316). Thus, retailers will still need to track exemptions by state.

§ Governor Bill Owens of Colorado has spoken out against the SSTP and the
NCSL has argued that his arguments are “filled with misstatements and
misconceptions.” The arguments and counterarguments raised by Governor
Owens and the NCSL provide a good illustration of some of the challenges of a
model act to replace 46 diverse sets of tax rules and items that need to be debated
by legislatures. For example, Governor Owens states that the SSTP is not
revenue neutral whilethe NCSL states that each state has the authority to make
their participation revenue neutral. That is, a state can adjust its sales tax rate or
other taxes to maintain revenue neutrality and it could help cover the cost of
required vendor compensation through other taxes or collections from remote
sdllers (however, the SSTP does not require remote sellers to collect use tax).”

b. Proposalsto Clarify When Nexus Exists

§ Cadlifornia Attempt to Clarify Nexus: AB 2061 would “enact the Business Activity Tax
Simplification Act pursuant to which no person, as defined, would be subject to a business
activity tax, as defined, imposed by this state unless that person has a physical presence in
this state during the taxable period with respect to which the tax isimposed.”

See FTB analysis at http://www.ftb.ca.gov/law/legis/03_04bills’AB2061_021704.pdf and
http://www.ftb.ca.gov/law/legis/03_04bills’AB2061 042104.pdf.

§ 1n 2002, the Multistate Tax Commission (MTC) issued a draft proposal to determine when a
company has nexus for business activity taxes. The proposal —referred to as a “ factor
presence nexus standard” states that a company that is organized or commercially domiciled
in a sate has substantial nexus in that state. In addition, if during a tax period, a company has
either (a) $50,000 of property, (b) $50,000 of payroll, (c) $500,000 of sales or (d) 25% of
total property, payroll or salesin the state, it has substantial nexus in the state. The dollar
amounts would be adjusted for inflation.® The MTC approved the draft on October 17, 2002
with California abstaining.

§ TheMTC has a draft affiliate nexus proposal dated 7/13/04.** Under the proposal, aremote
vendor has substantial nexus in a State for collection of usetax if (1) the vendor isrelated to
an in-state business that maintains one or more locations within the state, and (2) the vendor
and the in-state business “ use an identical or substantially similar name, tradename, trademark
or goodwill to develop, promote, or maintain sales, or the in-state business and the out-of -
state vendor share a common business plan or substantially coordinate their business plans, or
the in-state business provides services to, or that inure to the benefit of, the out-of-state
business related to devel oping, promoting, or maintaining the in-state market.” The proposal
also includes a definition for “related.”

62 Governor Owens arguments can be found at pages 4 to 12 of the 10/1/03 House Judiciary Committee hearing on
the SSTP at http://www.house.gov/judiciary/89635.PDF, and the NCSL counterarguments can be found at
http://www.ncdl .org/standcomm/sctech/tax_Misconceptions.htm.

% Proposal available at http://www.mtc.gov/UNIFORM/Factor%20Presence. pdf.

% Available at http://www.mtc.gov/MEETINGS/Uniformity%20M aterial /Affili ateNexusPropos07-13-04.pdf.
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This proposal is similar to a California proposal of afew years ago - AB 2412 (Migden and
Aroner). AB 2412 proposed to clarify the sales and use tax rules to provide that aretailer is
responsible to collect salestax if engaged in business in the state who processes orders
electronically (by fax, via Internet, etc.). AB 2412 would also “ prospectively clarify” that “a
retailer is presumed to have an agent within the state,” if it meets both of the following
conditions. “(A) Theretailer holds a substantial ownership interest, directly or through a
subsidiary, in aretailer maintaining sales locations in California or is owned in whole or in
substantial part by such aretailer, or by a parent or subsidiary thereof; and (B) Theretailer
sells the same or substantially similar line of products as the retailer maintaining sales
locations in California under the same or substantially similar business name, or facilities or
employees of the related retailer located in this state are used to advertise or promote sales by
the retailer to California purchasers’. Thus, a company with an affiliate, subsidiary or related
entity in the state would have the same nexus as the related entity if they sdl the same type of
products and there is a substantial ownership interest. A substantial ownership interest was
defined by reference to federal law under Title 15, 878p (federal securities law) which refers
to an ownership level in excess of 10%.

The apparent goal was to address the sponsor’ s concern that some bricks and mortar stores
established separate legal entities for their e.commerce activities which did not have a
physical presencein California and were therefore not required to collect sales tax from
customers. However, case law supports the view that a separate legal entity does not have
nexus of ardated entity attributed to it. For example, in Current, Inc. v. SBE, 24 Cal. App
4th 382, 29 Cal Rptr.2d 407 (Ct. Appeal 1994), the court held that a remote seller could not
be treated as having nexus due to the physical presence of a parent corporation where the
corporations were separate and distinct entities, did not have integrated operations and did
not act asthe alter ego or agent of the other for any purpose. The court noted that in similar
cases, courts have "relied upon the fundamental principle of corporate law that the parent
corporation and its subsidiary areto be treated as separate and distinct legal personsin the
absence of a showing that corporate assets have been intermingled, that the formalities of
separate corporate procedure have been ignored, or where the corporation is inadequately
financed."

In the Current case, the court found that R& T 86203(g) (asit existed then) was
unconstitutional under the commerce clause. This provision imposed a tax collection
responsibility upon “any retailer owned or controlled by the same interests which own or
control any retailer engaged in business in the same or similar line of business in this state.”
The language found to be unconstitutional in the Current caseis quite similar to the proposed
language of AB 2412.

Similarly, see SFA Folio Collections, Inc. v. Bannon, 585 A.2d 666 (Conn. 1991), cert.
denied, 501 U.S. 1223 (1991), SFA Folio Collections v. Tracy, 652 N.E.2d 693 (SCt Ohio
1995), and Bloomingdal€e's v. Dept. of Revenue, 567 A.2d 773 (1989), aff'd without opinion
591 A.2d 1047 (Penn. 1991), cert. denied, 504 U.S. 955 (1992).

In contrast, in The Reader’s Digest Association, Inc. v. Mahin, 255 N.E.2d 458 (S Ct Il
1970), cert denied 399 U.S. 919 (1970), the presence of subsidiariesin Illinois was attributed
to the parent corporation. One of the subsidiaries solicited advertising for the parent
corporation’ s magazine, thus acting as the parent’ s agent.

The difference between the approach of AB 2412 and existing law is that AB 2412 would
label two corporations as being in an agency relationship without looking at what the one
does for the other to indicate an agency rdationship. Ownership and similar business
activities do not create an agency relationship. In the Reader’s Digest case, the subsidiary
solicited advertising on behalf of the parent corporation, creating an agency relationship. In
the other cases cited above, the situation was similar to that laid out in AB 2412 and
attribution of one corporation’s presence to another corporation was found to be
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unconstitutional. Rather than describing an agency relationship, AB 2412 seemed to take the
approach that two legal entities are deemed to bejust one entity if a substantial ownership
relationship exists and they sell the same products or assist in advertising. This ignored many
years of case law that treat separate legal entities as separate taxpayers unless thereis a basis
for piercing the corporate veil dueto insufficient financing or independence.

AB 2412 was reintroduced as AB 81 in 2001, but subsequently changed to address energy
issues. Similar legislation was introduced in 2003 (SB 103).

In 2001, Arkansas passed legislation similar in effect to AB 2412. [Act 922 (HB 1440), see
http://www.arkleg.state.ar.us/ftproot/bills/2001/htm/hb1440.pdf.] In 2003, similar legislation
passed in Alabama (H.B. 650).

As noted earlier, some businesses that established separate entities for online operations have
modified their plansin order to satisfy customer wishes to be able to buy online and return to
a store. When an online operations arranges for returnsto a physical store, that storeis likely

its agent causing the online vendor to have nexus in the state and required to collect sales tax.

H.R. 3220 (108" Congress), the Business Activity Tax Simplification Act, would modify P.L.
86-272 by removing the provision that the prohibition on state taxation only appliesto
tangible personal property and by having the prohibition apply to more than just income
taxes. The revised rule would apply to net income taxes and “ other business activity taxes.”
“Other business activity tax” means “ (i) a tax imposed on or measured by gross receipts,
grossincome, or gross profits; (i) a business licensetax; (iii) a business and occupation tax;
(iv) afranchisetax; (v) asingle business tax or a capital stock tax; or (vi) any other tax
imposed by a State on a business for the right to do business in that State or measured by the
amount of, or economic results of, business or related activity conducted in that State.”

Thejurisdictional standard to be satisfied for entities not incorporated or commercially
domiciled in a statein order for a state to impose, assess or collect a net incometax or other
business activity tax isa physical presence.
“A person has a physical presence in a State only if such person's business activities within
such State include any of the following during the person's taxable year:

(1) Being an individual physically within the State, or assigning one or more employees to
bein such State, on more than 21 days. However, the following shall be disregarded in
determining whether such 21-day limit has been exceeded:

(A) Activities in connection with a possible purchase of goods or services for the
business.

(B) Gathering news and covering events for print, broadcast, or other distribution
through the media.

(C) Meseting government officials for purposes other than selling goods or services.

(D) Participation in educational or training conferences, seminars or other similar
functions.

(E) Participating in charitable activities.

(2) Using the services of another person, except an employee, in such State, on more than 21
days to establish or maintain the market in that State, unless that other person performs
similar functions on behalf of at least one additional business entity during the taxable
year.

(3) Theleasing or owning of tangible personal property or real property in such State on
more than 21 days. However, the following shall be disregarded in determining whether
such 21-day limit has been exceeded:

(A) Tangible property located in the State for purposes of being assembled,
manufactured, processed, or tested by another person for the benefit of the owner
or lessee, or used to furnish a service to the owner or lessee by another person.
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(B) Marketing or promotional materials distributed in a State using mail or a
common carrier, or asinsertsin or components of publications.
(C) Any property to the extent used ancillary to an activity excluded from the
computation of the 21-day period under paragraph (1) or (2).”
Exceptions exist, such as for performers and professional athletes, where the 21-day limit
is changed to a 1-day limit.

Arguments in Favor of H.R. 3220%®

8 A federal definition of nexus for the states will provide simplicity to businesses and
reduce the likelihood of businesses being subject to tax on the same income or
transaction in more than one state. It should also reduce the amount of litigation and its
associated costs for businesses and governments in determining if a business has nexus
in astate.

8 The physical presence standard * ensures that state tax impositions are appropriately
borne only by those businesses that receive such benefits and protections [education,
roads, police, fire, etc.] from the taxing state.”®

8 The states will not lose revenue from H.R. 3220. “H.R. 3220 does not depart to any
significant degree from what is now being donein the states.” 1t should not reduce the
tax burden of businesses, but better ensure that it is paid to the “ correct jurisdiction.”®’

8 The physical presence standard ties to the permanent establishment approach used in
international taxation and a similar approach by the states will be beneficial to the
international standard. ®

8 H.R. 3220 “is consistent with the constitutional separation of powers between the federal
and state governments; ... it would contribute to state economic growth and job
creation, and; ... it will maintain the principle of tax competition among the states.

Arguments Against H.R. 3220

8 The National League of Cities suggests that the H.R. 3220 approach could result in
annual revenue losses to local governments of $60 billion.”*

n 69

8 “HR 3220 would have a profound impact on the principles of federalism and the delicate
balance in the federal/state relationship. For over 225 years, Congress had recognized
the sovereign authority of statesto raise revenue. HR 3220 would destroy this core
principle and supplant the authority and judgment of state and local elected officials
with the judgment of Congress.” [MTC, 5/13/04 testimony before the House Judiciary
Committee; available at http://www.mtc.gov.]

8 A focus only on physical presence ignores long-standing law and the concept of taxing
income-producing activities sourced to a state. “HR 3220 establishes a system of

% For materials submitted for a’5/13/04 hearing on H.R. 3220 before the House Judiciary Committee, see
http://www.house.gov/judiciary/93657.PDF.

% Art Rosen, testimony on H.R. 3220 before the House Judiciary Committee on 5/13/04, page 3; available at
http://www.house.gov/judiciary/rosen051304.pdf.

67 Art Rosen, testimony on H.R. 3220 before the House Judiciary Committee on 5/13/04, page 12 - 13; available at
http://www.house.gov/judici ary/rosen051304.pdf.

% Art Rosen, testimony on H.R. 3220 before the House Judiciary Committee on 5/13/04, page 14; available at
http://www.house.gov/judiciary/rosen051304.pdf.

% Testimony of State Rep Jamie Van Fossen, before the House Judiciary Committee on 5/13/04; available at
http://www.house.gov/judici ary/vanfossen051304.htm.

" For materials submitted for a’5/13/04 hearing on H.R. 3220 before the House Judiciary Committee, see
http://www.house.gov/judiciary/93657.PDF.

™ NLC press release 5/12/04, http://www.nlc.org/nlc_org/site/newsroom/.
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‘headquarters only’ taxation that is directly counter to the system of sharing the tax base
among the states wherereal economic activity is occurring. A ‘headquarters only’
system is a colonial concept of taxation that allows companies to earn income and
benefit from the services of other jurisdictions, but does not ask them to make a fair
payment for the use of those public services.” [MTC, 5/13/04 testimony before the
House Judiciary Committee; available at http://www.mtc.gov.]

§ “Market states’ do provide benefits to businesses. For example, “an educated, financially
prosperous, secure market is essential for a business to prosper.” State spending on
education benefits a non-present business with customers in the state. Non-present
vendors also benefit from police and fire protection and the court system. [MTC,
5/13/04 testimony before the House Judiciary Committee; available at
http://www.mtc.gov.]

8§ Physical presenceis not necessarily a simple concept, as evidenced by the litigation
following the Quill decision.

8 It would be almost impossible for states to track the 21 day type activities of companies
to seeif they have become present in the state. The exceptions to the 21 day rules will

likely lead to planning solely to avoid taxation and attempts to generate income not
taxed in any state.

8 HR 3220 is contrary to the laws of all states.

c. Promotion of Technology (particularly broadband and Vol P)

8 What is Broadband? There are a variety of definitions. An August 2002 CPUC report used the
following FCC definition: *’ broadband’ or ‘ broadband services means any transmission
service that supportsa minimum of 200 kbpsin either direction (either downstream from the
Internet to the user, or upstream from the user to the Internet) more than four times the speed
attainable with a regular telephone line and a computer modem -->200 kbps versus 56 kbps.
Consumer oriented broadband services can be provided by cable modem, digital subscriber

lines (DSL) over traditional telephone lines, satdlites, and terrestrial fixed wireless
sarvices.”

The FCC broadband initiative defines “ broadband technologies” as those that “ encompass all
evolving high-speed digital technologies that provide consumers integrated access to voice,
high-speed data, video-on-demand, and interactive delivery services, are a fundamental
component of the communications revolution. Fully-evolved broadband will:

§Virtually eliminate geographic distance as an obstacle to acquiring information, and
§Dramatically reduce thetime it takes to access information.”

8 Does Broadband Need to be Promoted? A 2/19/04 CBO report —“Isthe United States Falling
Behind in Adopting Broadband?’ included the following points: ™

0 Most U.S. users of Internet access services reach the Internet via dial-up services,
which is Slower than DSL or cable modem. Thereis concern that such users cannot
access some of the new and emerging Internet applications and services which will
lessen the economic and other benefits potentially to be derived.

o Whilethe U.S. has more broadband subscribers than other OECD countries, it ranks
6™ based on number of subscribers per 100 people.

2 CPUC, August 2002 Broadband Report; available at http://www.cpuc.ca.gov/Published/Report/18279.htm.

3 FCC at http://www.fcc.gov/broadband/Wel come.html.

™ CBO, “Isthe United States Falling Behind in Adopting Broadband?’ 2/19/04; available at
http://www.cbo.gov/ftpdocs/50xx/doc5082/02-19-Broadband. pdf.
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o Statistics of usage likely don't tell the full story. Broadband in a household likely
serves more than one member of that household. Many workers have access to
broadband at work. Also, broadband access at schools and universities serve many
individuals.

0 Thelarge number of subscribersinthe U.S. isimportant because content and services
will develop in response to numbers of subscribers — there needs to be a critical mass
that can create economies of scale. The U.S. market also has advantages of wealth,
fast growth rate, secure servers, large number of websites, and  unity” (asingle
language and a single set of laws and customs).

0 Thesizeof the U.S. market has led to some providers and retailers offering new
services, such asa“major U.S. online bookseller” (probably refers to Amazon)
digitizing about 33 million pages from about 120,000 books to enable customers to
browse books online.

0 TheCBO paper —“Does the Residential Broadband Market Need Fixing?’ ™
concluded that “the domestic market for broadband subscriptions was growing at
such afast rate that federal subsidies intended to boost that rate were unlikely to
produce additional economic gains large enough to offset the potential costs that
subsidies might impose in other parts of the economy. In contrast, an increase in the
number of broadband connections in other nations provides an incentiveto U.S.
businesses and consumers to purchase high-speed access without giving riseto such
costs.”

8 Broadband Deployment: Various bills in Congress propose some incentive to encourage the
development and/or purchase of broadband. Incentives include immediate expensing of
equipment (rather than capitalization) and tax credits. Seefor example H.R. 4520, S. 1637,
and H.R. 267.

d. International Proposals and Activities

§ Congressional Proposal to Encourage Companies to Bring Foreign Earning Back to the U.S.
for Investment

Significant tax legislation (in terms of number of provisions and cost of them) passed in
the House and Senate prior to the August recess — S. 1637 and H.R. 4520. As of August
25, 2004, it was unclear whether the House would appoint conferees so one bill could be
taken back to both houses for avote. These billsinclude a variety of international tax
reforms and simplification measures. One of interest to state and local governmentsis a
temporary lowering of the tax rate on repatriated foreign earning. The purposeisto
encourage companies with earning from a foreign subsidiary to bring the funds back to
the U.S. by having a rate lower than 35% applied to the funds, such as perhaps a 5.25%
rate.

Query: Will states enact any measures to incentivize companies to invest such earning in
their states?

8§ OECD Deve opments:

(1) Tax Treaties: In November 2003, the Technical Advisory Group (TAG) established in
1999 on Monitoring the Application of Existing Treaty Norms for Taxing Business Profits
issued its draft report. The draft covers the emergence of new business models, current

" CBO report available at http://www.cbo.gov/ftpdocs/48xx/doc4868/12-03-Broadband.pdf.
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treaty rules for taxing business profits, relevant tax principles, alternatives to the current
rules, conclusions and examples. The TAG concluded that major modifications were not
appropriate (at least at thistime) particularly in light of the fact that e-commerce does not
seem to have resulted in “any significant decrease to the tax revenues of capital importing
countries.” The TAG also notes that fundamental changes “ should only be undertaken if
there was a broad agreement that a particular alternative was clearly superior to the existing
rules and none of the alternatives that have been suggested so far appears to meet that
condition.” Such a change would “ create difficult transition rules.” Finally, the TAG noted
that the effect of the new business models on direct tax revenues should continue to be
monitored and further recommendations could be made after the TAG reviews comments
received on the draft. See http://www.oecd.org/dataoecd/2/38/20655083.pdf .

(2) Further work by OECD: Additional reports are likely to be issued in 2004 on possible
changes or recommendations for change to treaty provisions on permanent establishment
(PE), effective place of management, business profits, consumption tax matters and tax
administration. See http://www.oecd.org/taxation and
http://www.oecd.org/dataoecd/45/19/20499630.pdf .

VI. Parametersfor the Big Picture— Good Tax Policy and Internet Taxation
Consideration of the Guiding Principles of Good Tax Policy:™
Should Internet Commerce Be Subject To Sales & Use Tax?

Background

A state may only require a vendor to collect sales tax from customers if the vendor has a physical
presence in the state. The e-commerce business model makes it relatively easy for vendors to have
customersin all states, but only have physical presencein afew states. Thus, the vendor is only required
to collect tax from a subset of customers. Customers in states where the vendor is not required to collect
the sales tax arerequired to self-assess the use tax, but compliance is very low because most consumers
do not know about the tax or do not maintain sufficient records to calculate the tax. In fact, many
consumers who are not charged sales tax on a purchase from an Internet company, such as Amazon.com,
likely assume either that the goods are not taxable or are exempt by the Internet Tax Freedom Act
moratorium.

Some people and groups have suggested that e-commerce should not be subject to sales and use tax in
order to help this form of commerce grow. Others may believe that sales tax from e-commerce sales
should be subject to a different set of rules, such as having the vendor collect the tax based on its location
(origin) rather than the customer’ s location (destination).

State and local governments are very interested in the issues of how sales and use tax isimposed and
collected on e-commerce transactions because as this form of commerce grows, so will the amount of
uncollected sales and use tax.

Analysis

Thefollowing ratings were derived by asking the question — Is the tax policy principle met if
e-commerce transactions that are equivalent to traditional commerce transactions are not subject to sales
and use tax?

® The analysis uses the tax principlesidentified in AICPA, Tax Policy Statement No. 1 — Guiding Principles of
Good Tax Policy: A Framework for Evaluating Tax Proposals,
http://ftp.ai cpa.org/public/downl oad/member s/div/tax/3-01.pdf.
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The key to therating system:

+ This principle is satisfied for the item being evaluated
— This principle is not satisfied for the item being evaluated
na This principleis not affected by the item being evaluated
+— Some aspects of the item being evaluated meet the principle and other aspects do not

Principle

Application and Analysis

Rating

Fair ness

Equity and Fairness
Similarly situated
taxpayers should be
taxed amilarly.

Vendors selling goods and services online should be treated similarly to
“Main Street” vendors selling the same goods and services and vice
versa. While the cost of the sales and use tax is actually imposed on the
buyer, rather than the seller, the compliance burden and price
competition presented by the sales tax makes this a significant tax to
vendors. Certainly, the compliance costs of the salestax is greater for
vendors with customers and taxabl e presence (nexus) in many states
because of the varying salestax rules among states and even some cities.
But, isamultistate vendor similarly situated to a“Main Street” vendor
with asingle location? For example, assume vendors arerequired to
collect sales tax from all customers, even in states where the vendor has
no physical presence. A Main Street retailer with astorein San Jose
would have much lower compliance costs than an online vendor also
located only in San Jose, but who sellsto customersin all states. The
online vendor would need to determine where al of its customerslive
and charge the applicable sales tax (in contrast, under today’ s sales tax
law, the Main Street vendor isallowed to just charge the San Jose rate to
all customersthat comeinto the store).

Thus, arguments of “leveling the playing field” must consider the added
compliance burden placed upon vendors required to collect tax based on
the location of their buyers. While the prices charged by the multistate
vendor and Main Street retailer would be the sameif both are required to
collect salestax, the playing field isnot level if the online vendor has
greater compliance costs. *

Transparency and
Visibility
Taxpayers should know
that atax exists and how
and when it isimposed
upon them and others.

Sales and use taxes are visible because they are shown on the customer’s
invoice. Even invoices prepared at Internet sites will show any sales tax
charged. However, many consumers may not know that a sales tax exists
on particular transactions. For example, many consumers who are not
charged salestax on online sales likely believeit is due to the Internet
Tax Freedom Act when it ismost likely due to the Quill decision. Also,
customers likely don’t know all that the sales tax applies to — for
example, will it apply to “freg’ items obtained from online vendors?
Does it apply to shipping charges?

+/—

Operability

Certainty
The tax rules should
clearly specify when the
tax isto be paid, how it
isto be paid, and how the
amount to be paidisto
be determined.

Lack of certainty in the tax system reduces the confidence taxpayers have
that they have computed their tax liability correctly. Today, with over
6,000 jurisdictions able to assess sales tax and alack of uniformity in the
rules of these jurisdictions, aswell as frequent changes to therules,
uncertainty exists for multistate vendors. In addition, vendors with
customers in many states face uncertainty as to where they have tax filing
obligations because the rules are not clear asto how much physical
presence isneeded to cause a vendor to have nexus (taxable presence) in
a state. If e-commerce transactions were not subject to sales and use tax,
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certainty would exist.

Convenience of

Convenience of payment could exist in taxing e-commerce because a n/a
A tax ;gjg‘ggt duedt a customer’s credit card could be charged by the state taxing agency for the
. . salestax at the same time the vendor is paid.
timeor in amanner that
ismost likely to be
convenient for the
taxpayer.
Economy in Collection | The costs to taxpayers of complying with the salestax rules of many +
The coststo collect atax | statesare quite significant for multistate vendors due to the large number
should be kept to a of taxing jurisdictions and lack of uniformity in therules.
minimum for both the
government and
taxpayers.
Simplicity For multistate vendors, sales and use taxes fail to satisfy the simplicity n/a
Thetax law should be | principle. The multiple definitions, rules, registration procedures,
simple so that taxpayers | exemptions, rates, filing and audit proceduresresult in agreat deal of
can understand therules | complexity. While not subjecting e-commerce transactions to sales and
and comply with them | usetax would provide simplicity to e-commerce vendors, the system is
correctly and inacost- | still complex for other types of transactions.*
efficient manner.
Minimum Tax Gap If e-commerce transactions were exempt from sales and use tax, no tax +

A tax should be
structured to minimize
non-compliance.”

would be owed and current non-compliance would no longer exist.

Appropriate
Gover nment Revenues
The tax system should
enabl e the government to
determine how much tax
revenue will likely be
collected and when.

Today, lessthan 1% of retail salesare online sales. Thus, lost usetax is
gtill small. Itisreally the potential growth of e-commerce that poses the
greatest usetax loss for state and local governments. This growth will
adversely affect the predictability and rdiability of governmentsto
determine their expected tax revenues. Also, for the few states, such as
California, that do not tax products transferred electronically, asmore
and more items are transferred in digitized form, there will beadrop in
the tax base. To improve the predictability and reliability (aswell as
stahility) of sales tax revenues, improvements are needed to the system
now while therevenue losses are relatively small.

If e-commerce transactions were exempt from sales and use tax, state and
local governments would lose an important source of revenue.

Appropriate Purpose and Goals

Neutr ality
The effect of thetax law
on ataxpayer’s decisions
asto how to carry out a
particular transaction or
whether to engagein a
transaction should be
kept to a minimum.

As evidenced by the earlier statements, the sales tax law is not neutral
with respect to e-commerce for either vendors or customers. Sales tax
has played a part in location and form of operation decisionsfor some
vendors. For example, the founder of Amazon.com has stated that he
purposdly did not locate the company in California because he expected
to have many customers there and did not want to have to charge sales
tax.”” Also, asnoted in the testimony of Peter Lowy for the e-Fairness
Coalition, some brick-and-mortar vendors established separate
subsidiaries for their online salesin order to reduce the number of states

" David Streitfld, "Booki ng the Future; Does Amazon.com Show That Publishing Clicks on the Internet?' The Washington

Post, July 10, 1998, page A1. Also see Chip Bayers, "The Inner Bezos," Wired, March 1999, page 115, 174. The Wired article
notes that Amazon.com also has a warehouse in Delaware that has no state sales tax, and will open athird in Nevadato help
serveitslarge California customer base (without having a presencein California).
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where the online entity would have a physical presence, and thus, a sales
tax collection obligation.” Thus, sales tax has played a significant rolein
taxpayer location and form of operation decisionsand isnot neutral.

Also, the current situation where remote (non-present) vendors are not
required to collect salestax can cause salestax to play apartin a
customer’ s decision as to how and where to purchase goods and services.
For example, a customer may decide to purchase a computer onlineto
avoid salestax rather than purchase the computer from a Main Street
vendor. Also, in afew states, such as California, software (and other
digitized goods) transferred online are not subject to salestax, while
their tangible counterpart (that is, a boxed music CD or software) is
subject to sales tax. Thus, the sales tax law isnot neutral in that it will
play arolein acustomer’s decision asto how and where to purchase
certain products.*

Economic Growth and
Efficiency
The tax system should
not impede or reduce the
productive capacity of
the economy.

Thisisthe argument to support not taxing online sales —that doing so +—
will impede growth of the Internet. However, the Internet seemsto be
growing without any indication that it is dueto the current tax rules. For
example, the Department of Commerce reported that e-commerce sales
increased 33.5% in first quarter 2001 over first quarter 2000.” In early
1998, prior to the enactment of the Internet Tax Freedom Act, it was
reported that the number of Internet hosts was growing at arate of 40%
to 50% annually.®® While some studies have found that taxation of online
shopping will reduce online shopping, theissueisn’t really so simple as
to argue that taxes should be avoided. Today, online purchases are
subject to sales and use tax in all states that impose a sales tax. However,
the ability of statesto collect use tax on remote online salesis quite low.
Also, will imposition of taxes eliminate the sale, or just move it from the
Internet to Main Street? Or, will Internet vendors find some way to
reduce costs to help “compensate” for the added costs of both shipping
and sales tax?

* Examples of further analysisto identify how a minus might be addressed:

Equity and fairness: Equity and fairness between Main Street and online vendors requires some consideration of
the compliance costs each faces. This principle could be achieved by 1) requiring the Main Street retailer to
charge salestax based on where its customerslive, 2) allowing the online vendor to charge San Jose/California
salestax to all customersregardless of where they live (origin approach), 3) providing compensation to the
online vendor for the extra compliance costs, or 4) providing a mechanism, such asathird party collector
funded by the government, to handle the online vendor’ s compliance activities.

Simplicity: Improvementsto simplify the sales tax system include uniformity of rules and procedures, better use
of technology to compute and collect the tax, use of a third party to compute and remit the tax, or perhaps a
federal level tax to replace the sate salestax. An example of efforts to simplify sales and use tax complianceis
the Streamlined Sales Tax Project (http://www.streamlinedsal estax.org).

Neutrality: Example of further analysis to identify how a minus might be addressed: The sales tax could be
made more neutral by requiring sales tax to be charged by remote vendors, enforcing use tax rules (customers
making taxabl e purchases from remote vendors would be required to remit use tax on their own), exempting all
digitized items from sales tax along with their tangible counterpart, or taxing all products regardless of how they
are transferred.

"8 Hearing on Internet taxation (107" Congress) at http://www.senate.gov/~commerce/hearings/0314| ow. pdf.

I Department of Commerce, press release of May 16, 2001, http://www.census.gov/mrts/wwwi/current.html.

80 James Glave, “ Dramatic Internet Growth Continues,” Wired News, February 16, 1998,
http://www.wired.com/news/topstories/0,1287,10323,00.html
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Appendix A
Internet Tax Moratorium Statutory Provisions — As Proposed to be Amended by S. 150

Only Sections 1101 and 1004 of the statute are provided below because these are therelevant partsin any extension
of the moratorium.

SEC. 1101. MORATORIUM.

(a) Moratorium.--No State or political subdivision thereof shalt may impose any of the following taxes during the
period beginning on Oeteber November 1, 19982003, and ending en November 1, 2003 2007:

(1) Taxes on Internet. aceess,-untess-sueh-tax-was-generally-impeosed-and-actualty-enfo
1998:-and
(2) Multiple or discriminatory taxes on e ectronic commerce.
(b) Preservation of State and Local Taxing Authority.-- Except as provided in this section, nothing in thistitle shall
be construed to modify, impair, or supersede, or authorize the modification, impairment, or superseding of, any

State or local law pertaining to taxation that is otherwise permissible by or under the Congtitution of the United
States or other Federal law and in effect on the date of enactment of this Act.

(c) Liabilities and Pending Cases.--Nothing in thistitle affects liability for taxes accrued and enforced before the
date of enactment of this Act, nor does thistitle affect ongoing litigation relating to such taxes.

(ed) Exception to Moratorium.--

(2) In general .--Subsection (a) shall also not apply in the case of any person or entity who knowingly and with
knowledge of the character of the material, in interstate or foreign commerce by means of the World Wide
Web, makes any communication for commercial purposes that is available to any minor and that includes
any material that is harmful to minors unless such person or entity has restricted access by minorsto
material that is harmful to minors--

(A) by requiring use of a credit card, debit account, adult access code, or adult personal identification
number;

(B) by accepting adigital certificate that verifies age; or
(C) by any other reasonable measures that are feasible under available technol ogy.

(2) Scope of exception.--For purposes of paragraph (1), a person shal not be considered to making a
communication for commercia purposes of material to the extent that the person is--

(A) atelecommunications carrier engaged in the provision of atelecommunications service;
(B) a person engaged in the business of providing an Internet access service;
(C) aperson engaged in the business of providing an Internet information location tool; or

(D) similarly engaged in the transmission, storage, retrieval, hosting, formatting, or translation (or
any combination thereof) of a communication made by another person, without selection or
alteration of the communication.

(3) Definitions.--In this subsection:

(A) By means of the world wide web.--The term *“by means of the World Wide Web" means by
placement of material in acomputer server-based file archive so that it is publicly accessible, over
the Internet, usng hypertext transfer protocal, file transfer protocol, or other similar protocols.

(B) Commercia purposes; engaged in the business.--
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(i) Commercial purposes.--A person shall be considered to make a communication for
commercial purposes only if such person isengaged in the business of making such
communications.

(i) Engaged in the business.--The term ““engaged in the business' means that the person who
makes a communication, or offers to make a communication, by means of the World Wide
Web, that includes any material that isharmful to minors, devotes time, attention, or labor
to such activities, asaregular course of such person'strade or business, with the objective
of earning a profit asaresult of such activities (although it is not necessary that the person
make a profit or that the making or offering to make such communications be the person's
sole or principal business or source of income). A person may be considered to be engaged
in the business of making, by means of the World Wide Web, communi cations for
commercial purposes that include material that is harmful to minors, only if the person
knowingly causes the material that is harmful to minorsto be posted on the World Wide
Web or knowingly solicits such material to be posted on the World Wide Web.

(C) Internet.--Theterm ““Internet" means collectively the myriad of computer and
telecommuni cations facilities, including equi pment and operating software, which comprise the
interconnected world-wide network of networks that employ the Transmission Control
Protocol/Internet Protocol, or any predecessor or successor protocols to such protocol, to
communicate information of all kinds by wire or radio.

(D) Internet access service.--The term ““Internet access service' means a service that enables users
to access content, information, e ectronic mail, or other services offered over the Internet and may
also include access to proprietary content, mformatlon and other servm% as part of a package of
services offered to consumers. 2! vices. Theterm
‘Internet access service' does not include tel ecommuni cations Services, except to the extent such
services are purchased, used, or sold by a provider of Internet access to provide Internet access.

(E) Internet information location tool .--The term ™" Internet information location tool" meansa
service that refers or links users to an online location on the World Wide Web. Such term
includes directories, indices, references, pointers, and hypertext links.

(F) Materia that is harmful to minors.--The term “"materia that is harmful to minors' means any
communication, picture, image, graphic imagefile, article, recording, writing, or other matter of
any kind that is obscene or that--

(i) the average person, applying contemporary community standards, would find, taking the
material asawhole and with respect to minors, is designed to appeal to, or is designed to
pander to, the prurient interest;

(ii) depicts, describes, or represents, in a manner patently offensive with respect to minors, an
actual or smulated sexual act or sexual contact, an actual or simulated normal or perverted
sexual act, or alewd exhibition of the genitals or post-pubescent femal e breast; and

(iii) taken asawhole, lacks serious literary, artistic, palitical, or scientific value for minors.
(G) Minor.--Theterm ““minor" means any person under 17 years of age.

(H) Telecommunications carrier; telecommunications service.--The terms ™" tel ecommunications
carrier” and " telecommunications service' have the meanings given such termsin section 3 of the
Communications Act of 1934 (47 U.S.C. 153).

(fe) Additional Exception to Moratorium.--

(1) In general .--Subsection (a) shall also not apply with respect to an Internet access provider, unless, at the
time of entering into an agreement with a customer for the provision of Internet access services, such
provider offers such customer (either for afee or at no charge) screening software that is designed to permit
the customer to limit access to material on the Internet that is harmful to minors.

(2) Definitions.--In this subsection:

(A) Internet access provider.--Theterm ™ Internet access provider" means a person engaged in the
business of providing a computer and communications facility through which a customer may
obtain access to the Internet, but does not include a common carrier to the extent that it provides
only telecommuni cations services.
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(B) Internet access services.--The term ™ Internet access services' means the provision of computer
and communi cations services through which a customer using a computer and a modem or other
communi cations device may obtain access to the Internet, but does not include
telecommuni cations services provided by a common carrier.

(C) Screening software.--Theterm ™ screening software" means software that is designed to permit a
person to limit access to material on the Internet that is harmful to minors.

(3) Applicability.--Paragraph (1) shall apply to agreements for the provision of Internet access services
entered into on or after the date that is 6 months after the date of enactment of this Act.

SEC. 1104. GRANDFATHERING OF STATESTHAT TAX INTERNET ACCESS.

(a) Pre-October 1998 Taxes

(1) IN GENERAL- Section 1101(a) does not apply to atax on Internet access that was generaly imposed and
actually enforced prior to October 1, 1998, if, before that date, the tax was authorized by statute and either--

“(A) aprovider of Internet access services had a reasonabl e opportunity to know, by virtue of arule
or other public proclamation made by the appropriate administrative agency of the State or
political subdivision thereof, that such agency has interpreted and applied such tax to Internet
aCcCeSs SErVices; or

“(B) aSate or political subdivision thereof generally collected such tax on charges for Internet
access.

“(2) TERMINATION- This subsection shall not apply after November 1, 2007.
“(b) Pre-November 2003 Taxes-

(1) IN GENERAL- Section 1101(a) does not apply to atax on Internet access that was generaly imposed and
actually enforced as of November 1, 2003, if, as of that date, the tax was authorized by statute and--

“(A) aprovider of Internet access services had a reasonable opportunity to know by virtue of a public
rule or other public proclamation made by the appropriate administrative agency of the State or
political subdivision thereof, that such agency has interpreted and applied such tax to Internet
access services, and

“(B) aSate or political subdivision thereof generally collected such tax on charges for Internet
access.

“(2) TERMINATION- This subsection shall not apply after November 1, 2005.

SEC. 11041105. DEFINITIONS.

For the purposes of thistitle:

(1) Bit tax.--Theterm “"hit tax" means any tax on e ectronic commerce expressly imposed on or measured by the
volume of digital information transmitted electronically, or the volume of digital information per unit of time
transmitted electronically, but does not include taxes imposed on the provision of telecommunications services.

(2) Discriminatory tax.--Theterm ““discriminatory tax" means--
(A) any tax imposed by a State or political subdivision thereof on electronic commerce that--
(i) isnot generally imposed and legally collectible by such State or such political subdivision on

transactions involving smilar property, goods, services, or information accomplished through other
means,

(i) isnot generally imposed and legally collectible at the samerate by such State or such political
subdivision on transactions involving similar property, goods, services, or information accomplished
through other means, unlesstherateislower as part of a phase-out of the tax over not more than a 5-
year period;

(iii) imposes an obligation to collect or pay the tax on a different person or entity than in the case of
transactions involving smilar property, goods, services, or information accomplished through other
means,
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(iv) establishes a classification of Internet access service providers or online service providers for
purposes of establishing a higher tax rate to be imposed on such providers than the tax rate generally
applied to providers of similar information services delivered through other means, or

(B) any tax imposed by a State or political subdivision thereof, if--
(i '

priorto-October-1,-1998; the sole ablllty to access aste on aremoteseller S out of State computer
server isconsidered afactor in determining aremote seller'stax collection obligation; or

(ii) aprovider of Internet access service or online services is deemed to be the agent of aremote seller
for determining tax collection obligations solely as aresult of--

(I) thedisplay of aremote seller'sinformation or content on the out-of-State computer
server of a provider of Internet access service or online services; or

(1) the processing of orders through the out-of-State computer server of a provider of
Internet access service or online services.

(3) Electronic commerce.--Theterm " electronic commerce" means any transaction conducted over the Internet or
through Internet access, comprising the sale, lease, license, offer, or delivery of property, goods, services, or
information, whether or not for consideration, and includes the provision of Internet access.

(4) Internet.--Theterm “Internet” means collectively the myriad of computer and telecommunications facilities,
including equipment and operating software, which comprise the interconnected world-wide network of networks
that employ the Transmission Control Protocol/Internet Protocol, or any predecessor or successor protocolsto
such protocol, to communicate information of all kinds by wire or radio.

(5) Internet access.--Theterm “Internet access' means a service that enables usersto access content, information,
electronic mail, or other services offered over the Internet, and may also include access to proprietary content,
information, and other services as part of a package of services offered to users. Sueh-term-does-hot-inctude
telecommunications-services: Theterm ‘Internet access service' does not include tel ecommunications services,
except to the extent such services are purchased, used, or sold by a provider of Internet accessto provide Internet
access.

(6) Multiple tax.--

(A) In general.--Theterm ““multiple tax" means any tax that is imposed by one State or political subdivision
thereof on the same or essentially the same el ectronic commerce that is aso subject to another tax imposed
by another State or political subdivision thereof (whether or not at the samerate or on the same basis),
without a credit (for example, aresale exemption certificate) for taxes paid in other jurisdictions.

(B) Exception.--Such term shall not include a sales or use tax imposed by a State and 1 or more political
subdivisions thereof on the same el ectronic commerce or atax on persons engaged in electronic commerce
which also may have been subject to a sales or use tax thereon.

(C) Sdales or use tax.--For purposes of subparagraph (B), theterm ““sales or usetax" meansatax that is
imposed on or incident to the sale, purchase, storage, consumption, distribution, or other use of tangible
personal property or services as may be defined by laws imposing such tax and which is measured by the
amount of the sales price or other charge for such property or service.

(7) State.--Theterm ~"State" means any of the several States, the District of Columbia, or any commonweal th,
territory, or possession of the United States.

(8) Tax.--
(A) In generd.--Theterm “tax" means--

(i) any charge imposed by any governmental entity for the purpose of generating revenues for
governmental purposes, and isnot afee imposed for a specific privilege, service, or benefit
conferred; or

(i) theimposition on a seller of an obligation to collect and to remit to a governmenta entity any sales
or use tax imposed on a buyer by a governmental entity.

(B) Exception.--Such term does not include any franchise fee or smilar fee imposed by a State or local
franchising authority, pursuant to section 622 or 653 of the Communications Act of 1934 (47 U.S.C. 542,
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573), or any other fee related to obligations or telecommunications carriers under the Communications Act
of 1934 (47 U.S.C. 151 et seq.).

(9) Telecommunications service.--The term ™ "tel ecommunications service" has the meaning given such termin
section 3(46) of the Communications Act of 1934 (47 U.S.C. 153(46)) and includes communi cations services (as
defined in section 4251 of the Internal Revenue Code of 1986).

(A) In General — Theterm ‘tax on Internet access means atax on Internet access, regardl ess of whether such
tax isimposed on aprovider of Internet access or a buyer of Internet access and regardless of the
terminology used to describe the tax.

(B) General Exception — The term ‘tax on Internet access' does not include atax levied upon or measured by
net income, capital stock, net worth, or property value.’

SEC. 1106. ACCOUNTING RULE.

(a) IN GENERAL- If charges for Internet access are aggregated with and not separately stated from charges for
tel ecommuni cations services or other charges that are subject to taxation, then the charges for Internet access may
be subject to taxation unless the Internet access provider can reasonably identify the charges for Internet access
from its books and records kept in the reqular course of business.

(b) DEFINITIONS- In this section:

“(1) CHARGES FOR INTERNET ACCESS- The term “charges for Internet access means all charges for
Internet access as defined in section 1105(5).

“(2) CHARGES FOR TELECOMMUNICATIONS SERVICES- Theterm “charges for telecommunications
services means all charges for tel ecommuni cations services, except to the extent such services are
purchased, used, or sold by a provider of Internet access to provide I nternet access.

SEC. 1107. EFFECT ONOTHER LAWS.

(a) UNIVERSAL SERVICE- Nothing in this Act shall prevent the imposition or collection of any fees or charges
used to preserve and advance Federal universal service or Similar State programs--

(1) authorized by section 254 of the Communications Act of 1934 (47 U.S.C. 254); or
(2) in effect on February 8, 1996.

(b) 911 and E-911 Services- Nothing in this Act shall prevent the imposition or collection, on a service used for
access to 911 or E-911 services, of any fee or charge specifically designated or presented as dedicated by a State
or political subdivision thereof for the support of 911 or E-911 services if no portion of the revenue derived from
such fee or chargeis obligated or expended for any purpose other than support of 911 or E-911 services.

(c) NON-TAX REGULATORY PROCEEDINGS- Nothing in this Act shall be construed to affect any Federal or
State regulatory proceeding that is not rel ated to taxation.

SEC. 1108. EXCEPTION FOR VOICE SERVICESOVER THE INTERNET.

Nothing in this Act shall be construed to affect the imposition of tax on a charge for voice or similar service
utilizing Internet Protocol or any successor protocol. This section shall not apply to any services that are
incidental to Internet access, such as voice-capable e-mail or instant messaging.

Non-Code Provisions:

SEC. 7. GAO STUDY OF EFFECTSOF INTERNET TAX MORATORIUM ON STATE AND LOCAL
GOVERNMENTSAND ON BROADBAND DEPLOYMENT.

The Comptroller General shall conduct a study of the impact of the Internet tax moratorium, including its
effects on the revenues of State and local governments and on the deployment and adoption of broadband
technologies for Internet access throughout the United States, including the impact of the Internet Tax Freedom
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Act (47 U.S.C. 151 note) on build-out of broadband technology resourcesin rural under served areas of the
country. The study shall compare deployment and adoption rates in States that tax broadband Internet access
service with States that do not tax such service, and take into account other factors to determine whether the
Internet Tax Freedom Act has had an impact on the deployment or adoption of broadband Internet access
services. The Comptroller General shall report the findings, conclusions, and any recommendations from the
study to the Senate Committee on Commerce, Science, and Transportation and the House of Representatives
Committee on Energy and Commerce no later than November 1, 2005.

SEC. 8. EFFECTIVE DATE.
The amendments made by this Act take effect on November 1, 2003.
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Appendix B
Internet Tax Moratorium Statutory Provisions— As Proposed to be Amended by H.R. 49

Only Sections 1101 and 1004 of the statute are provided below because these are therelevant partsin any extension
of the moratorium.

SEC. 1101. MORATORIUM.
€) Moratorlum --No State or political SubleISIOﬂ thereof shaH may |mpose any of the following taxes: duringthe

1998:-and
(2) Multiple or discriminatory taxes on e ectronic commerce.
(b) Preservation of State and Local Taxing Authority.-- Except as provided in this section, nothing in thistitle shall
be construed to modify, impair, or supersede, or authorize the modification, impairment, or superseding of, any

State or local law pertaining to taxation that is otherwise permissible by or under the Congtitution of the United
States or other Federal law and in effect on the date of enactment of this Act.

(c) Liabilities and Pending Cases.--Nothing in thistitle affects liability for taxes accrued and enforced before the
date of enactment of this Act, nor does thistitle affect ongoing litigation relating to such taxes.

(e) Exception to Moratorium.--

(2) In general .--Subsection (a) shall also not apply in the case of any person or entity who knowingly and with
knowledge of the character of the material, in interstate or foreign commerce by means of the World Wide
Web, makes any communication for commercial purposes that is available to any minor and that includes
any material that is harmful to minors unless such person or entity has restricted access by minorsto
material that is harmful to minors--

(A) by requiring use of a credit card, debit account, adult access code, or adult personal identification
number;

(B) by accepting adigital certificate that verifies age; or
(C) by any other reasonable measures that are feasible under available technol ogy.

(2) Scope of exception.--For purposes of paragraph (1), a person shal not be considered to making a
communication for commercia purposes of material to the extent that the person is--

(A) atelecommunications carrier engaged in the provision of atelecommunications service;
(B) a person engaged in the business of providing an Internet access service;
(C) aperson engaged in the business of providing an Internet information location tool; or

(D) similarly engaged in the transmission, storage, retrieval, hosting, formatting, or translation (or
any combination thereof) of a communication made by another person, without selection or
alteration of the communication.

(3) Definitions.--In this subsection:

(A) By means of the world wide web.--The term *“by means of the World Wide Web" means by
placement of material in acomputer server-based file archive so that it is publicly accessible, over
the Internet, usng hypertext transfer protocal, file transfer protocol, or other similar protocols.

(B) Commercia purposes; engaged in the business.--
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(i) Commercial purposes.--A person shall be considered to make a communication for
commercial purposes only if such person isengaged in the business of making such
communications.

(i) Engaged in the business.--The term ““engaged in the business' means that the person who
makes a communication, or offers to make a communication, by means of the World Wide
Web, that includes any material that isharmful to minors, devotes time, attention, or labor
to such activities, asaregular course of such person'strade or business, with the objective
of earning a profit asaresult of such activities (although it is not necessary that the person
make a profit or that the making or offering to make such communications be the person's
sole or principal business or source of income). A person may be considered to be engaged
in the business of making, by means of the World Wide Web, communi cations for
commercial purposes that include material that is harmful to minors, only if the person
knowingly causes the material that is harmful to minorsto be posted on the World Wide
Web or knowingly solicits such material to be posted on the World Wide Web.

(C) Internet.--Theterm ““Internet" means collectively the myriad of computer and
telecommuni cations facilities, including equi pment and operating software, which comprise the
interconnected world-wide network of networks that employ the Transmission Control
Protocol/Internet Protocol, or any predecessor or successor protocols to such protocol, to
communicate information of all kinds by wire or radio.

(D) Internet access service.--The term ““Internet access service' means a service that enables users
to access content, information, e ectronic mail, or other services offered over the Internet and may
also include access to proprietary content, information, and other services as part of a package of
services offered to consumers. Such term does not include telecommuni cations services except to
the extent such services are used to provide Internet access.

(E) Internet information location tool .--The term ™" Internet information location tool" meansa
service that refers or links users to an online location on the World Wide Web. Such term
includes directories, indices, references, pointers, and hypertext links.

(F) Materia that is harmful to minors.--The term “"materia that is harmful to minors' means any
communication, picture, image, graphic imagefile, article, recording, writing, or other matter of
any kind that is obscene or that--

(i) the average person, applying contemporary community standards, would find, taking the
material asawhole and with respect to minors, is designed to appeal to, or is designed to
pander to, the prurient interest;

(ii) depicts, describes, or represents, in a manner patently offensive with respect to minors, an
actual or smulated sexual act or sexual contact, an actual or simulated normal or perverted
sexual act, or alewd exhibition of the genitals or post-pubescent female breast; and

(iii) taken asawhole, lacks serious literary, artistic, palitical, or scientific value for minors.
(G) Minor.--Theterm ““minor" means any person under 17 years of age.

(H) Telecommunications carrier; telecommunications service.--The terms ™" telecommunications
carrier” and " telecommunications service' have the meanings given such termsin section 3 of the
Communications Act of 1934 (47 U.S.C. 153).

(f) Additional Exception to Moratorium.--

(1) In general .--Subsection (a) shall also not apply with respect to an Internet access provider, unless, at the
time of entering into an agreement with a customer for the provision of Internet access services, such
provider offers such customer (either for afee or at no charge) screening software that is designed to permit
the customer to limit access to material on the Internet that is harmful to minors.

(2) Definitions.--In this subsection:

(A) Internet access provider.--Theterm ™ Internet access provider" means a person engaged in the
business of providing a computer and communications facility through which a customer may
obtain access to the Internet, but does not include a common carrier to the extent that it provides
only telecommuni cations services.



(B) Internet access services.--The term ™ Internet access services' means the provision of computer
and communi cations services through which a customer using a computer and a modem or other
communi cations device may obtain access to the Internet, but does not include
telecommuni cations services provided by a common carrier.

(C) Screening software.--Theterm ™ screening software" means software that is designed to permit a
person to limit access to material on the Internet that is harmful to minors.

(3) Applicability.--Paragraph (1) shall apply to agreements for the provision of Internet access services
entered into on or after the date that is 6 months after the date of enactment of this Act.

SEC. 1104. DEFINITIONS.
For the purposes of thistitle:

(1) Bit tax.--Theterm “"hit tax" means any tax on e ectronic commerce expressly imposed on or measured by the
volume of digital information transmitted electronically, or the volume of digital information per unit of time
transmitted electronically, but does not include taxes imposed on the provision of telecommunications services.

(2) Discriminatory tax.--Theterm ““discriminatory tax" means--
(A) any tax imposed by a State or political subdivision thereof on electronic commerce that--

(i) isnot generally imposed and legally collectible by such State or such political subdivision on
transactions involving smilar property, goods, services, or information accomplished through other
means,

(i) isnot generally imposed and legally collectible at the samerate by such State or such political
subdivision on transactions involving similar property, goods, services, or information accomplished
through other means, unlesstherateislower as part of a phase-out of the tax over not more than a 5-
year period;

(iii) imposes an obligation to collect or pay the tax on a different person or entity than in the case of
transactions involving smilar property, goods, services, or information accomplished through other
means,

(iv) establishes aclassification of Internet access service providers or online service providers for
purposes of establishing a higher tax rate to be imposed on such providers than the tax rate generally
applied to providers of similar information services delivered through other means, or

(B) any tax |mposed by a State or palitical subdivision thereof, if--

pner—t&@eteber—l—lrgger the sole ablllty to access aste on aremoteseller S out of State computer
server isconsidered afactor in determining aremote seller'stax collection obligation; or

(ii) aprovider of Internet access service or online services is deemed to be the agent of aremote seller for
determining tax collection obligations solely as aresult of--

(I) the display of aremote seller'sinformation or content on the out-of-State computer server of a
provider of Internet access service or online services; or

(1) the processing of orders through the out-of-State computer server of a provider of Internet access
service or online services.

(3) Electronic commerce.--Theterm " electronic commerce" means any transaction conducted over the Internet or
through Internet access, comprising the sale, lease, license, offer, or delivery of property, goods, services, or
information, whether or not for consideration, and includes the provision of Internet access.

(4) Internet.--Theterm “Internet” means collectively the myriad of computer and telecommunications facilities,
including equipment and operating software, which comprise the interconnected world-wide network of networks
that employ the Transmission Control Protocol/Internet Protocol, or any predecessor or successor protocolsto
such protocol, to communicate information of all kinds by wire or radio.

(5) Internet access.--Theterm “Internet access' means a service that enables usersto access content, information,
electronic mail, or other services offered over the Internet, and may also include access to proprietary content,
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information, and other services as part of a package of services offered to users. Such term does not include
telecommuni cations services except to the extent such services are used to provide Internet access.

(6) Multiple tax.--

(A) In general .--Theterm ““multiple tax" means any tax that is imposed by one State or political subdivision
thereof on the same or essentially the same el ectronic commerce that is aso subject to another tax imposed
by another State or political subdivision thereof (whether or not at the samerate or on the same basis),
without a credit (for example, aresale exemption certificate) for taxes paid in other jurisdictions.

(B) Exception.--Such term shall not include a sales or use tax imposed by a State and 1 or more political
subdivisions thereof on the same el ectronic commerce or atax on persons engaged in el ectronic commerce
which also may have been subject to a sales or use tax thereon.

(C) Sales or use tax.--For purposes of subparagraph (B), theterm ““sales or usetax" meansatax that is
imposed on or incident to the sale, purchase, storage, consumption, distribution, or other use of tangible
personal property or services as may be defined by laws imposing such tax and which is measured by the
amount of the sales price or other charge for such property or service.

(7) State.--Theterm ~"State" means any of the several States, the District of Columbia, or any commonweal th,
territory, or possession of the United States.

(8) Tax.--
(A) In genera.--Theterm “tax" means--

(i) any charge imposed by any governmental entity for the purpose of generating revenues for
governmental purposes, and isnot a fee imposed for a specific privilege, service, or benefit conferred;
or

(i) theimposition on aseller of an obligation to collect and to remit to a governmenta entity any sales or
use tax imposed on a buyer by a governmenta entity.

(B) Exception.--Such term does not include any franchise fee or smilar fee imposed by a State or local
franchising authority, pursuant to section 622 or 653 of the Communications Act of 1934 (47 U.S.C. 542,
573), or any other fee related to obligations or telecommunications carriers under the Communications Act
of 1934 (47 U.S.C. 151 et seq.).

(9) Telecommunications service.--The term ™ "tel ecommuni cations service" has the meaning given such termin
section 3(46) of the Communications Act of 1934 (47 U.S.C. 153(46)) and includes communi cations services (as
defined in section 4251 of the Internal Revenue Code of 1986).

(10) Tax on Internet access.--Theterm ““tax on Internet access' means atax on Internet access, including the
enforcement or application of any new or preexisting tax on the sale or use of Internet services. unless sueh-tax
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