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NARROWING THE GAP: OPTIONS FOR BOOSTING CALIFORNIA'S SALES TAX
COLLECTIONS FROM ONLINE RETAILERS

c alifornia loses more than $1 billion each year in uncollected taxes on Internet sales because out-of-state online retailers

budget hriel

refuse to collect the taxes owed on consumers’ purchases.! While consumers are legally obligated to pay these taxes, few

do, largely because few are aware that they owe any tax. Compelling more businesses to collect taxes that are already legally

owed is the most practical means of reducing the significant gap attributable to untaxed Internet sales. California should follow

the lead of other states and enact legislation aimed at increasing sales tax collections from out-of-state online retailers. By doing

s0, California stands to boost sales tax revenues by as much as hundreds of millions of dollars each year. These much-needed

dollars could help close California’s budget gap and provide funding for the state’s core public structures, including schools,

health care, and public safety, as well as other priorities that are essential to California’s future prosperity. The case has never

been stronger for California to address the problem of untaxed Internet sales: With growth in online sales far outpacing that of

traditional “brick-and-mortar” stores, failure to act will result in even more severe erosion of state sales tax collections, which

are already low as a result of the recent recession. This Brief describes several approaches California could take to help boost

sales tax collections from online retailers.

What Is California’s Sales and Use Tax?

The sales and use tax, which is California’s second-largest
revenue source, is actually two separate taxes: A tax on the
sale of tangible goods occurring in California and a tax on
goods purchased outside of the state for use in California. The
use tax was established in 1935, less than two years after the
creation of the state’s sales tax. Individuals and businesses
that purchase taxable goods from out-of-state retailers online
owe use tax to the state in an amount equal to what they
would have paid in sales tax had the purchase been made
from retailers in California. As such, the use tax is designed to
help level the playing field for in-state businesses by ensuring
that goods purchased within and outside of the state are taxed
at the same rate.?

California Loses More Than $1 Billion Each Year
From Untaxed Internet Sales

California loses an estimated $1.1 billion each year in uncollected
taxes on purchases of taxable goods made online from out-of-
state retailers.3 This substantial loss of revenues reflects the fact
that most out-of-state retailers — unlike their in-state counterparts
— do not collect the tax on purchases made by California
consumers that are delivered into the state.# While consumers are
legally obligated to pay the tax, few do, largely because few are
aware that they owe any tax. The Board of Equalization estimates
that less than 1 percent of Californians who owe tax on out-of-
state purchases actually pay it.% In fact, just 61,000 taxpayers
paid the tax when they filed California personal income tax returns
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in 2010, representing less than half of 1 percent of all California
residents who filed personal income tax returns.8

The significant increase in online sales for which the sales

tax goes uncollected has contributed to the declining “yield”

of California’s sales tax. In 2009-10, the revenue raised by

a 1 percent state sales tax rate was less than 60 percent of

the amount raised in 1966-67.7 In fact, if taxable purchases
accounted for the same share of California personal income in
2009-10 as they did in 1966-67, the state would have collected
an additional $26.2 billion in sales tax revenues — nearly twice the
amount actually collected (Figure 1).8

Tax Preference Undermines California
Businesses to the Detriment of Local
Economies

Since many online retailers do not collect the sales tax on
purchases made by California consumers — tax that is legally
owed — these businesses have a significant advantage over
traditional retailers, which do collect the tax. Failure to charge
state and local sales tax means that the price of goods sold by
out-of-state retailers appears to be as much as 10.75 percent
less than the after-tax price of the identical goods sold in brick-

and-mortar stores.® For example, residents of Los Angeles, where
the combined state and local sales tax rate is currently 9.75
percent, appear to save $9.75 for every $100 spent on taxable
goods purchased through the online retailer Amazon rather than
at local retail stores.'0 Numerous studies have confirmed that this
perceived price advantage draws customers away from traditional
stores, which typically are unable to match the artificially low
prices offered by their online competitors that appear to sell
goods sales tax free.!

Failure to compel online retailers to collect the sales tax gives
preferential treatment to businesses that do not employ a single
Californian or invest in state, at the expense of local businesses
that create jobs for California workers and boost local economies.
As discussed below, companies that avoid collecting sales tax
are, by definition, businesses with no property or employees

in the state, which means that these companies not only fail

to collect sales taxes, but also pay no property taxes to local
governments or wages to California workers. Consequently,
when consumers make purchases from out-of-state retailers,
the dollars they spend leave the state, with no direct benefit to
California. In contrast, purchases from local stores keep dollars in
local communities. They directly support the wages of California
workers who, in turn, spend most of their incomes locally,

which gives a boost to other local businesses. Moreover, these
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Figure 1: State Sales Tax Revenues Would Be $26 Billion Higher if
Taxable Sales Had Remained at 1966-67 Levels as a Share of the Economy
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cost-conscious and sought out lower prices online.

Online Sales Have Far Outpaced Other Retail Sales Over the Past Decade

Online sales have skyrocketed over the past decade, far outpacing sales at brick-and-mortar stores. Online retail sales nationwide
increased sixfold between 2000 and 2010, rising by 496.1 percent — 18 times the increase in other retail sales during the same
period.'2 Consequently, Internet purchases as a share of all retail purchases increased nearly fivefold, from 0.9 percent in 2000 to
4.2 percent in 2010.'3 One of the most remarkable trends in recent years is the fact that online sales held up during much of the
Great Recession, while sales at brick-and-mortar stores declined throughout most of the downturn. In fact, as of the fourth quarter
of 2010 — the most recent period for which data are available — online sales were up by 22.3 percent compared to the fourth
quarter of 2007, when the recession began, while all other sales were still down by 1.3 percent.'* Online retailers may have fared
better during the recession than traditional stores as many families, struggling with job loss and reduced incomes, became more
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businesses and the workers they employ pay state and local
taxes, which help support the public structures, such as schools,
that enable California’s communities to thrive.

As consumers have increasingly gone online to do their shopping,
drawn in large part by the low prices they can find there,
purchases made at local stores have declined, to the detriment of
local communities. California businesses lost an estimated $4.1
billion in sales to online retailers in 2010, costing jobs and pulling
dollars out of local communities.' The rise of major online book
sellers, in particular, has made it difficult for brick-and-mortar
bookstores to compete on an uneven playing field, and some have
gone out of business.® Sales that local businesses lose to online

retailers are projected to more than triple this decade, according
to one estimate, reaching $14.3 billion by 2020, making it
increasingly hard for many more local stores to survive.!”

How Can States Compel Out-of-State Retailers
To Collect the Sales Tax?

A comprehensive solution to increase sales tax collections by
out-of-state retailers requires Congressional action. Congress
can overturn the “physical presence” requirement established
by US Supreme Court decisions (see box) by developing new
standards under which states can require out-of-state retailers




Why Don't Dut-of-State Online Retailers Collect the Sales Tax?

A series of US Supreme Court rulings has limited states’ ability to require out-of-state retailers to collect the sales tax owed on
purchases of taxable goods by consumers that in-state retailers are legally obligated to collect. The grounds for these decisions
rest on the Court’s interpretation of a provision of the US Constitution commonly referred to as the Commerce Clause.8 This
provision explicitly reserves to Congress the power to regulate interstate commerce and has been interpreted by the Court to also
prohibit certain state actions that interfere with interstate commerce. Court decisions have determined that states can levy taxes
on businesses without violating the Commerce Clause as long as certain conditions are met, including that that the tax applies to
businesses with a significant connection to the state — referred to as “substantial nexus.”1?

The Supreme Court has established that companies without a “physical presence” in a given state do not have substantial nexus
in that state and cannot be required to collect the sales tax. In its 1967 ruling in National Bellas Hess, Inc. v. lllinois, the Court
determined that a mail-order company whose only contact with lllinois involved mailing catalogues and goods sold to consumers
in that state could not be compelled to collect the sales tax.20 While this ruling did not explicitly define what kind of contact is
sufficient for a company to have nexus in a state, it made clear that contact via mail alone was not sufficient.?! The Bellas Hess
ruling was reaffirmed by the Supreme Court 25 years later in Quill Corporation v. North Dakota, which also involved an out-of-
state mail-order company.?? In that case, the Court maintained a “bright-line” distinction between companies with a physical
presence in a state, which could be required to collect sales taxes in that state, and companies without a physical presence in

a state, which could not. While the Quill decision specifically pertained to a mail-order businesses, courts have interpreted it to
apply to online retailers as well.23

The physical presence requirement affirmed by the Quill decision continues to be the most significant obstacle preventing states
from requiring many online companies to collect sales taxes that are legally owed. In effect, the Quill decision means that a state
cannot require a business to collect sales taxes if it has no property, workers, or sales representatives in a state. The Supreme
Court acknowledged in Quill that the strict physical presence requirement it had established “appears artificial” and that no such
distinction exists for other types of taxes. However, the Court stated that its decision to uphold the requirement “is made easier by
the fact that the underlying issue is not only one that Congress may be better qualified to resolve, but also one that Congress has

the ultimate power to resolve.”?*

to collect sales taxes. Efforts to persuade Congress to do this
have been under way for nearly two decades. In 1999, the
National Governors Association and National Conference of State
Legislatures created the Streamlined Sales Tax Project, an effort
to simplify and align states’ sales tax policies to make it easier for
national retailers to collect the tax across multiple states.?> State
officials involved in the project hope that if a sufficient number of
states streamline their policies, thereby reducing the supposed
burden retailers face in complying with various sales tax laws,
they will convince Congress to pass legislation requiring online
retailers to collect the sales tax in those states — whether the
companies are physically present or not. Legislation to do this
has been introduced in Congress for many years, but has never
passed.26

Actions Taken by Several States Could Help Narrow
Their Sales Tax Gaps

Until Congress acts, states’ ability to close their sales tax gaps
is somewhat limited. However, several states have enacted

laws in recent years aimed at boosting sales tax collections by
out-of-state retailers. Further state action could spur Congress

to implement a comprehensive solution to the problem. New
York led the way in 2008 with an innovative law that requires
out-of-state retailers to collect the sales tax on all purchases
made by the state’s consumers if those retailers use “affiliates”
in the state to promote their sales.?” Affiliates are individuals or
businesses located in New York, including bloggers, newspapers,
and nonprofit organizations, who post on their websites links to
the sites of online retailers, such as Amazon. Each time someone
follows a link on an affiliate’s website and makes a purchase,
the affiliate receives a commission from the retailer who made
the sale. The law assumes that online retailers’ relationship with
affiliates constitutes a “physical presence” in New York that
entitles the state to require those companies to collect the sales
tax. The Appellate Division of the New York Supreme Court has
upheld the law.28 New York officials estimate that approximately
30 retailers began collecting state and local sales tax as a

result of the legislation, boosting collections by more than $100
million in two years.2® Encouraged by the success of New York’s
approach, several other states, including Arkansas, lllinois, North
Carolina, and Rhode Island have enacted legislation modeled
after New York’s law, and at least 10 additional states, including
California, are considering similar measures.30 A bill currently




before California’s Legislature, AB 153 (Skinner), is modeled after
New York’s law.

Colorado tried a different approach to narrowing its sales tax

gap. In 2010, the state passed a law requiring any retailer that
does not collect the sales tax to notify Colorado consumers of the
amount of sales tax they owe each time they make a purchase.
The law also requires these retailers to provide annual reports to
consumers summarizing the total amount of sales tax they owe as

a result of purchases made during the year.3' In addition, copies
of these reports, along with consumers’ names and addresses,
must be sent to the state’s Department of Revenue. This law is
currently being challenged in court, and a federal district court
recently blocked the Department of Revenue from enforcing the
law. After Colorado’s law passed, Oklahoma and South Dakota
enacted similar legislation requiring certain online retailers to
notify consumers of their obligation to pay sales tax on taxable
goods.32

retailers and otherwise harm our business.”3®

of that first.”38

of the company’s subsidiaries.*°

Avoiding Nexus s the Name of the Game: The Case of Amazon

Amazon.com is the largest online retailer in the world, accounting for nearly one-fifth of all Internet sales made by the 500 largest
online retailers.3® Amazon’s business model is explicitly based on the significant price advantage it gains over brick-and-mortar
stores by avoiding collecting state and local sales taxes in most states.3* In the company’s 2008 report to the Securities and
Exchange Commission, Amazon made clear that selling goods “sales-tax free” is essential to the company’s competitive strategy:
Requiring it to collect state and local sales taxes, the company wrote, would diminish its “ability to compete with traditional

Since avoiding sales tax collection is critical to Amazon’s business model, the company has made numerous strategic business
decisions to deliberately avoid such obligations in as many states as possible. For example, Amazon’s founder, Jeff Bezos, chose
to base the company’s office in Seattle, Washington — a state with a relatively small customer base — because “in the mail-order
business, you have to charge sales tax to customers who live in any state where you have a business presence. It made no sense
for us to be in California or New York.”3¢ Although he considered locating in the San Francisco Bay Area because it is the nation’s
“single best source for technical talent,” doing so would have meant losing the ability to sell products to customers in California
— the largest market in the US — “sales-tax free.”3” His decision to base Amazon in Washington demonstrates his expectation that
the company would gain a greater competitive advantage by selling products “tax-free” in the most populous state in the US than
by having direct access to California’s world-renowned high-tech workforce. In fact, Bezos added:

“I even investigated whether we could set up Amazon.com on an Indian reservation near San Francisco. This
way we could have access to talent without all the tax consequences. Unfortunately, the government thought

Amazon has also avoided collecting the sales tax in many states by engaging in a strategy called “entity isolation.” Essentially,
Amazon has placed different components of its business, such as warehouses, research and development offices, and customer
service facilities, into individually incorporated entities that the company claims are unrelated to its retail business and, as such,
do not constitute Amazon’s physical presence in the states in which they are located. In fact, Amazon claims that it faces no
obligation to collect sales taxes in at least 17 states, including California, where it currently maintains facilities that support its
business.3? For example, when Texas officials recently tried to compel the company to pay the state millions of dollars in sales
taxes that Amazon failed to collect — taxes that the state argued Amazon was obligated to collect since it maintains a distribution
center in Texas — Amazon refused to pay, claiming that it had no physical presence in Texas because the center was owned by one

In recent years, Amazon has become increasingly aggressive in its attempts to avoid collecting state sales tax, particularly in
response to states that have tried to compel the company to comply with the law. For example, Amazon sued the state of New
York and canceled all contracts with small business partners — known as “affiliates” — that had been promoting the company’s
sales in return for a commission in five other states after those states enacted legislation aimed at boosting sales tax collections
on Internet purchases.*' Amazon threatened to close its distribution center in Texas after the state tried to bill the company for
sales taxes that it claimed the company was obligated to collect. In other states where Amazon currently maintains or wants

to establish warehouses, the company has reportedly tried to convince state officials to explicitly exempt the company from
collecting the state sales tax.*2 As The New York Times has pointed out, these efforts demonstrate just “how far Amazon is willing
to go to protect a business model that relies on not collecting sales tax.”43




California Should Follow the Lead of Other
States and Boost Sales Tax Collections From
Out-of-State Retailers

Compelling more retailers to collect sales taxes that are legally
owed by consumers is the most practical means of reducing the
significant gap attributable to untaxed online sales.** California
should follow the lead of other states and enact legislation aimed
at increasing sales tax collections by out-of-state retailers. By
doing so, California stands to boost sales tax revenues by as
much as hundreds of millions of dollars each year. These much-
needed dollars could help close California’s budget gap and
provide funding for the state’s core priorities, including schools,
health care, and public safety, as well as other public structures
that are essential to California’s future prosperity. Several
complementary approaches that policymakers should consider
are described below.

Ensure That California Can Enforce Sales Tax Collection
to the Full Extent Allowed Under Federal Law

Policymakers should ensure that California has the authority to
enforce out-of-state retailers’ collection of the sales tax to the
full extent allowed under federal law. Currently, California law
defines the conditions under which retailers are “engaged in
business” in the state for the purposes of determining whether
they are obligated to collect the sales tax.4> Policymakers could
clarify the breadth of the state’s reach by including a “catch-all”
provision in state law explicitly stating that retailers are obligated
to collect the sales tax to the extent permissible by the US
Constitution.#6 This provision — commonly referred to as the “long
arm” provision — would provide California with an important tool
to increase retailers’ compliance with current federal law and give
the state flexibility over the long-term to respond to a changing
federal policy climate and enforce the law as it evolves. Two bills
currently before the Legislature, SB 234 (Hancock) and SB 655
(Steinberg), include this provision.

work online retailers like Amazon do every day.5?

its foreign sales.

Technology Greatly Facilitates National Retailers’
Compliance With Viarious State Tax Laws

Technological advances should dispel any concerns that requiring national retailers to collect sales taxes presents a significant
burden for retailers.4” Many companies have developed software in recent years that greatly facilitates compliance with various
state and local sales tax laws.48 One such company, for example, advertises that its software “can consider a virtually unlimited
number of transaction elements to correctly determine, calculate, and report taxes on all sales and purchase transactions. ...
Sales and use tax can be quickly and accurately determined for 13,253 tax authorities without any manual intervention.”4°
Moreover, online retailers are, by definition, technology savvy companies that should have no difficulty using such software to
facilitate sales tax collection across multiple jurisdictions.?® Amazon, for example, is one of the most technologically sophisticated
companies in the world. It employs thousands of software development engineers who design and maintain the company’s search
engine, which enables consumers to search its website for tens of millions of unique products and provides consumers with
recommendations on which products to buy.> Complying with various sales tax laws is a relatively easy task compared to the

Online Retailers Already Collect Sales Taxes in Many States, Demonstrating That It's Not a Significant Burden

Many large online retailers currently collect the sales tax in most states, which demonstrates that they have the capacity to
comply with diverse sales tax laws. Major retailers including Wal-Mart, Barnes and Noble, and Best Buy collect sales taxes for
purchases made through their websites in every state in which they have brick-and-mortar stores.>3 Even Amazon, which is one
of the most vocal opponents of state efforts to require online retailers to collect sales taxes, currently collects the tax in nearly
every state in the nation on behalf of retailers like Target, which sells products through Amazon and charges sales tax for online
purchases made in states where it maintains physical stores.5* In fact, Amazon reportedly collects state sales taxes on behalf of
approximately 5,000 independent vendors that sell products through the company’s website.>> Amazon also collects the taxes
levied by other countries where the company sells products. If collecting taxes in multiple states and nations did indeed present
an excessive burden to the company, it would have terminated agreements with independent vendors in the US and discontinued




While the “long arm” provision could potentially allow state tax
administrators to broadly enforce the law, it would not necessarily
compel them to do so. Therefore, policymakers may also wish

to provide specific policy direction regarding what constitutes
substantial nexus under current federal law, thereby enabling
California’s tax administrators to immediately begin enforcing
sales tax collections by out-of-state retailers to the fullest extent
possible. Two policy options that could be adopted on their

own or together merit consideration. First, policymakers could
specify that out-of-state retailers establish nexus in California
“horizontally” through members of their corporate family —

called a combined reporting group in tax terminology. Second,
policymakers could adopt New York’s strategy and specify that
out-of-state retailers establish nexus “vertically” through their
relationship with in-state business partners. Each of these options
is described below.

Specify That Retailers Establish Physical Presence in
California Through Members of Their Corporate Family

Policymakers could specify that retailers are engaged in business
in the state, and therefore obligated to collect the sales tax, if
any member of their corporate family is located in California and
performs services related to goods sold by those retailers. A bill
currently before the Legislature, AB 155 (Calderon), would make
this change to state law and help California counter a strategy
called “entity isolation” that certain retailers have employed to
avoid collecting the sales tax. Specifically, some corporations have
placed different components of their business, such as research
and development offices, into individually incorporated entities
that they claim do not establish the company’s physical presence
in the states in which they are located (see box). For example,
Amazon refuses to collect the sales tax on purchases made by
California consumers even though several of its subsidiaries are
based in California. Two in Silicon Valley are of critical importance
to Amazon’s retail sales: Lab 126 developed the Kindle and
A9.com maintains the company’s online search engine that
enables customers to search for products to buy. California has
made progress countering entity isolation in the past and should
expand this effort by targeting retailers, like Amazon, that not only
share common ownership and an integrated business operation
with other companies based in the state, but whose sales are
directly supported by the services those companies provide.5”

Specify That Retailers Establish Physical Presence in
California Through Their In-State Affiliates

Policymakers could also adopt legislation modeled after New
York’s law, which specified that corporations using in-state
affiliates to promote their sales have a physical presence that
obligates them to collect the sales tax. As mentioned earlier,
AB 153 (Skinner), would make this change. While many

experts believe this approach to boosting sales tax collections

is constitutional and will continue to be upheld in court, one
drawback is that it is relatively narrow in scope: Out-of-state
retailers with no California affiliates could continue to avoid
collecting the sales tax. In addition, the effectiveness of this
approach depends on retailers’ willingness to maintain their
affiliate programs — a questionable prospect given that some
retailers terminated their contracts with affiliates in states that
have enacted legislation modeled after New York’s law. If many
retailers were to cancel their contracts with California affiliates
to avoid collecting the sales tax, the state may only see a modest
increase in sales tax revenues. However, some experts argue
that retailers’ threats to cancel their affiliate programs should
not dissuade California from trying New York’s approach because
its success requires that more states get on board. Evidence
suggests that retailers highly value the service provided by
affiliates and would be unlikely to terminate their programs in a
large number of states.58

Conclusion

California has several options for boosting out-of-state retailers’
collection of sales taxes that are legally owed by consumers.
The most promising approach over the long-term requires
policymakers to broaden state law so that California has the
authority to enforce sales tax collections to the fullest extent
allowed under federal law as it stands today and evolves in

the future. However, this approach alone may not immediately
compel broad enforcement of the law unless policymakers
provide specific policy direction to the state’s tax administrators.
Therefore, policymakers should also consider specifying that
out-of-state retailers establish nexus in California — and thus

are legally obligated to collect sales taxes owed by consumers

— both “horizontally” through members of their corporate family
and “vertically” through their relationship with in-state business
partners. Together, these efforts could make meaningful progress
in narrowing California’s sales tax gap and provide additional
resources to support core public structures that are essential to
California’s future prosperity. Moreover, action taken in California,
the largest market in the US, could pave the way to a solution to a
national problem.
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