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Foreword

Economists have reached a broad consensus concerning the
appearance of an optimal tax system. Such a system would 
have a very broad base—perhaps limited to consumption—and
marginal tax rates as low as revenue demands will allow. While
there is general agreement concerning those basic features of an
optimal tax system, significant disagreement remains concerning
the size of the benefits to be gained from a fundamental reform
that would replace the current system of high marginal tax 
rates with one that conformed closely to the prescriptions of the-
ory. Disagreement also abounds concerning the distributional
impact of fundamental tax reforms. The lack of professional con-
sensus undoubtedly discourages would-be reformers, who for
more than a decade have shied away from fundamental fixes 
and instead tinkered endlessly with a system that has increased
steadily in complexity.

With this state of affairs in mind, we at AEI have organized
a tax reform seminar series since January 1996. At each seminar,
an economist presents original research designed to bring con-
sensus concerning the costs and benefits of fundamental tax
reform one step closer. Recent topics include transition problems
in moving to a consumption tax, the effects of consumption tax-
ation on housing and the stock market, the distributional impact
of tax reforms, the effect of privatizing Social Security on the long-
term budget outlook, and the international tax implications of
fundamental reform.

The goal of this pamphlet series is to distribute the best
research on economic issues in tax reform to as broad an audience
as possible. Each publication reflects not only the insights of the
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authors, but also the helpful comments and criticisms of seminar
participants—economists, attorneys, accountants, and journalists
in the tax policy community.

KEVIN A. HASSETT

American Enterprise Institute
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1

Introduction

The tax treatment of cross-border sales, both in the United States
and abroad, is uniformly decried as terribly complex, burden-
some, and inefficient. Administrative and enforcement problems
are particularly acute in the rapidly growing area of electronic
commerce. Those problems are compounded by inequities and
economic distortions. As currently constructed, the system effec-
tively allows many Internet sales and other remote transactions
(such as catalogue sales) to escape taxation, depriving govern-
ments of revenues and giving Internet sellers an unwarranted
advantage over competing, more traditional industries. 

Reform proposals, advanced principally by governments
and intergovernmental institutions and supported by industries
that feel threatened by the growing e-commerce sector, run
toward intergovernmental tax harmonization and simplification.
The political economy in the e-tax arena will likely produce some
tax harmonization. For reasons discussed in this paper, however,
those mechanisms will not be nearly as efficient or equitable 
as their supporters hope (nor, candidly, quite as oppressive as
their opponents fear). For reasons explained in this paper, they
will likely make sales taxation even more burdensome, complex,
and expensive, to little or no offsetting benefit. That expectation,
coupled with the fact that the existing tax regime is uniformly
considered an absurd imposition on national and international
commerce, creates both reasons and room to consider alternatives

The author wishes to thank Kate Crawford for helpful comments and
research assistance, and Jonathan Klick, Kevin Hassett, Peter R. Merrill,
and Daniel Shaviro for exceptionally helpful comments.
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2 SELL GLOBALLY, TAX LOCALLY

to the status quo and its “harmonization.” This paper presents 
one such reform proposal: origin-based sales taxation. Such a
system, it is argued, may well increase beneficial competition
between jurisdictions.

From Destination to Origin

Cross-border sales—through the Internet or any other channel—
can be taxed either on the basis of their destination (the buyer’s
domicile) or their origin (the seller’s home state or country). The
e-commerce debate has unfolded against the background of an
international and national consumption tax system that is largely
based on the destination principle. That system is unworkable. 

Under any destination-based regime, governments typically
find it impossible to collect consumption taxes from purchasers.
Hence, they must use the sellers of goods and services as a
chokepoint and collection agent. That imperative entails two
consequences:

• Because destination-based taxation compels sellers to cal-
culate, report, and remit consumption taxes for each juris-
diction in which sales occur, it generates extravagant
compliance costs, especially for smaller and medium-sized
firms.1 Even with the best intentions (and the best tax soft-
ware), companies find it inordinately difficult to determine
their tax remittance obligations in thousands of jurisdictions
with different and constantly changing tax rates, definitions,
and reporting requirements. Tax authorities, for their part,
confront a regime of daunting administrative complexity. An
origin-based system in principle can reduce these costs.

• Destination-based taxation requires a high degree of inter-
governmental cooperation, since the imposition and enforce-
ment of tax collection obligations on sellers who conduct
their business abroad often require their home government’s
cooperation. The only equilibria under a destination-based
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3INTRODUCTION    3

regime, moreover, are perfect collusion among all govern-
ments or competition that drives each government to the
same set of policies. A government that withholds its consent
effectively places its domestic firms beyond the reach of for-
eign tax collectors and, in that manner, hands them a com-
petitive advantage vis-à-vis others that have joined a
cooperative. Both in the United States and internationally, this
free rider problem has bedeviled attempts to generate govern-
ment consensus on destination-based taxation.

It is universally acknowledged that destination-based taxation
poses particularly serious practical problems in an e-commerce
context. One sign of how serious these problems are is the absence
of any resolution of the problem after many years of increasing
Internet traffic.  Government authorities and traditional retail
industries argue, however, that a selective departure from the desti-
nation principle in that context would create unjustifiable distor-
tions between e-commerce and sales through conventional
channels. (Conventional retailers would have to collect sales taxes.
Internet sellers would not, thus handing them a pricing advantage.)
Thus, those constituencies argue, we should make destination-
based taxation “work” for e-commerce, principally through tax
simplification and technological innovation (so as to reduce com-
pliance and administrative costs) and, foremost, through enhanced
intergovernmental cooperation and harmonization. 

While this problem may have been foisted upon tax econo-
mists by the Internet, the general framework is one that legal
scholars concerned with federalism have studied in different con-
texts for many years. Drawing on that work, this paper argues that
the quest for a workable destination-based sales tax system is
futile at best, and possibly destructive. Most importantly, the pro-
posed solution relies upon the existence of a benevolent and
rational super-governmental body for which there is no prece-
dent. Its proponents profess allegiance to widely accepted princi-
ples of taxation—simplicity, neutrality among industries, and ease
of administration. Destination-based taxation, however, cannot
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4 SELL GLOBALLY, TAX LOCALLY

satisfy those principles, and in fact brings them into conflict.
Although that tendency does not arise from the peculiar charac-
teristics of e-commerce, it is particularly acute in that context. As
shown below, extant harmonization proposals may well exacer-
bate the difficulties. 

Instead of further extending the already unworkable desti-
nation approach to e-commerce, I explore the alternative of mov-
ing  to an origin-based taxation for all sales, through all channels,
here and abroad. Under an origin-based regime, each sale would
be taxed once, at the same rate, by a single authority—the seller’s
home state or country. Origin-based taxation may well be prefer-
able on the grounds of the very principles to which proponents of
destination-based taxation profess allegiance: It is neutral among
industries and more easily administered in part because it mini-
mizes the need for government coordination and cooperation.
Thus, a workable origin-based system would not depend upon
unprecedented political accomplishments.

The Salience of Institutional Considerations 

The nature and scope of this argument deserve clarification. 
First, the proposal is not intended as a contribution to, or step
toward, a more comprehensive tax reform scheme. For example,
advocates of a national sales tax—as a substitute for the existing
tax code—may conclude that this paper misses the true point (or
perhaps provides yet more fodder for radical reform canons).
Arguments about the basic tax structure, however, are beyond the
scope of this paper. For better or worse, the national and interna-
tional debate over sales taxation has moved within more limited
parameters. This paper accepts those confines and argues within
them.

Second, I do not argue that origin-based sales taxation is
more “efficient” than destination-based taxation, in the technical
senses in which tax economists use that term. To anticipate a
point discussed below, I recognize that origin-based sales taxes
are viewed with great suspicion by tax economists who place a
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INTRODUCTION    5

high premium on “locational neutrality”—that is, the notion that
the tax system should not unduly distort private economic deci-
sions.2 I am inclined to think that this argument owes its force
chiefly to its high level of theoretical abstraction. The central
point of this paper, however, is not to argue with tax economists
and their models but rather to persuade readers of the salience of
institutional considerations that have been underestimated in the
debate. Those arguments can be summarized as follows:

• Suppose that origin-based sales taxation can be shown to be
inefficient in a strict economic sense: No economist would
defend the existing destination-based system as efficient in
that same strict sense. For institutional reasons, it is unlikely
that extant harmonization proposals will create or even
approximate a (technically) efficient destination-based sys-
tem. If that is right, a sensible choice is to pick a system that
promises to reduce enforcement and compliance costs.
Origin-based taxation, relative to its rival, holds that promise.

• As a general rule, tax competition is preferable to an inter-
governmental tax cartel. Origin-based taxation enhances 
the former, whereas destination-based taxation produces the
latter.

• Origin-based taxation limits the coercive reach of each juris-
diction to its own citizens and businesses. Destination-based
taxation, in contrast, systematically reaches across borders
and, moreover, requires intergovernmental agreement to facil-
itate such mutual transgressions. We should be loath to pay
that price—the direct and unavoidable cost of destination-
based taxation—even if destination-based taxes could other-
wise be shown to be efficient in some technical sense. 

• Even if the origin principle were somehow wrong in the
context of transaction taxes, it is unquestionably right for
many issues of multi-jurisdictional Internet regulation.3
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6 SELL GLOBALLY, TAX LOCALLY

Setting a good precedent for those debates—where the des-
tination principle would let the most restrictive or spiteful
jurisdiction dictate the terms of regulation for the entire
world—is another pragmatic reason for championing origin-
based taxation.

Jointly and severally, these considerations do not clinch the
case for origin-based sales taxation. They do, however, create a
powerful presumption in its favor.

Presumptions, to be sure, usually come straight from the
lawyer’s trick bag. In fact, though, the sales tax debate already
abounds with the poison. Origin-based sales taxation has been
proposed in the tax literature,4 by think tanks,5 and in some polit-
ical venues.6 The response to those advances has been distinctly
hostile. The reasons, however, have little to do with tax theory.
They all converge on a single point—a fear that origin-based tax-
ation might reduce state and local (and, in an international con-
text, national) revenues. But the notion that origin-based taxation
should be off the table for no other reason than that it is not revenue-
neutral or -enhancing also is a presumption. In the end, the force
of a presumption depends on the force of the arguments behind
it. That test, not the suggestion of a presumption per se, should
be the test of the case presented in this paper.

Brief Outline

The first part of this paper describes the status of the debate over
the taxation of cross-border sales and explains why harmonization
efforts in both international and domestic arenas are unlikely to
produce a sensible regime. The second part of the paper makes a
tentative case for origin-based sales taxation, with particular
emphasis on the institutional considerations just outlined. The
paper concludes with a discussion of the political context and
suggests that a limited experiment with origin-based sales taxa-
tion is both viable and advisable.  
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2

The Elusive Quest for Harmonization

The domestic e-tax debate will by now strike many readers 
as familiar to the point of ennui. The inherent difficulties and
dilemmas of destination-based taxation may thus appear in 
sharper relief in the less-familiar international context. The e-tax
debate in the Organisation for Economic Co-operation and
Development (OECD), the European Union (EU), and other
international bodies differs in some respects from the domestic
debate. Its structure and political economy, however, are substan-
tially identical.

International organizations have devoted considerable atten-
tion to the problems of taxing electronic commerce. As in the
American debate, government institutions have emphasized the
need for tax harmonization and international cooperation in
enforcement. The EU has been the leading advocate of that posi-
tion, although individual member-countries have differed in their
degree of enthusiasm. As in the United States, a few governments
have resisted that clarion call. In international negotiations, the
United States has often—though not consistently—opposed the
push for harmonization and cooperation. 

In contrast to the U.S. debate, which concerns the taxation 
of tangible goods, the international debate has concentrated 
almost entirely on the taxation of intangible goods and services.
Such exchanges constitute only a tiny fraction of international 
e-commerce, let alone all commerce. A single reason explains 
the international preoccupation with this unlikely sector:
Governments have found it exceedingly difficult to identify a 
reliable tax collector for electronic services.
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8 SELL GLOBALLY, TAX LOCALLY

The OECD and the Problem of the Remote Haircut

The OECD has discussed Internet commerce under the so-called
Ottawa principles, agreed upon in 1998. The OECD’s averred
principles are tax neutrality between e-commerce and conven-
tional commerce, administrative efficiency, certainty and simplic-
ity, effectiveness and fairness, and flexibility in adjusting tax
regimes to novel technologies and market conditions.7 Crucially,
the OECD also insists that consumption taxes should be levied at
the place of consumption, as distinct from the place of origin of
the good or service.8 In other words, the OECD officially insists
on destination-based taxation.

The application of these principles to electronic commerce
poses great difficulties. The most vexing problems arise from the
already-mentioned fact that while governments can tax consump-
tion, they are rarely able to collect the tax from consumers. Thus,
collection obligations must be imposed on the seller of a particu-
lar product or service. Such collection is possible—typically with-
out extensive intergovernmental cooperation—so long as the
taxing jurisdiction has a controllable chokepoint. Tangible goods
provide that convenience: they can be intercepted and taxed at
the border, regardless of whether the good was purchased
through the Internet or some other channel. Intangible goods or
services, in contrast, escape physical border controls. 

A consulting or other such service provided through the
Internet (or other means of remote communication) differs from
a taxable haircut, for example, in two ways. First, the place of
consumption is not necessarily the place where the customer
receives the service or derives value from it. The seller, for his
part, may have no easy way of verifying the customer’s physical
location. The OECD has acknowledged that a pure place of con-
sumption test would impose “a significant, and in some instances
an impossible, compliance burden” on remote service providers.9

For the time being, the OECD has recommended a rough proxy:
the place of consumption should be the country of the recipient’s
business presence or, for individual consumers, their “usual 

Sell Globally Final Text  10/1/03  4:16 PM  Page 8



THE ELUSIVE QUEST FOR HARMONIZATION    9

jurisdiction of residence.” Even that determination, of course,
becomes problematic when the buyer resides principally in cyber-
space. Thus, the OECD has acknowledged that “further work 
is required on appropriate means of verifying” the customer’s 
residence.10

Second, the hairdresser typically lives—or at any rate deliv-
ers the service—in the taxing jurisdiction. This enables the gov-
ernment to turn him into a collection agent. In cross-border
transactions, in contrast, the service provider resides and operates
in a different country. The attendant difficulties are typically man-
ageable with respect to so-called B2B services—that is, services
sold by one business to another. Under the Value Added Tax
(VAT) systems administered by European countries, a firm’s
receipt of taxable services is a business expense that reduces
reportable income. Since firms have an incentive to report B2B
services, self-assessment and “reverse charges” will ensure rela-
tively reliable tax reporting and collection.11 The ultimate con-
sumers, of course, have no such incentive. Thus, with respect to
B2C commerce (that is, services sold to consumers), taxation at
the place of consumption means that collection, reporting, and
remittance obligations will fall on parties in foreign jurisdictions.
Hence, the question that has driven the entire international e-tax
debate: How can tax authorities reach the foreign sellers of
Internet consumer services? 

Foreign sellers—almost by definition—have some linkage 
to the jurisdiction where their services are consumed, which
might in some instances permit an imposition of tax collection
obligations. Along those lines, the EU at one point considered 
the option of refusing to enforce intellectual property rights for 
e-commerce products sold inside the EU by non-complying, non-
EU firms. Such strategies, however, pose serious legal obstacles
and diplomatic dangers. (The EU abandoned this plan, recogniz-
ing that the taxable firm might not actually own the intellectual
property rights.)12

The only plausible (and permissible) chokepoint is the foreign
seller’s physical presence—through an office or a subsidiary—in 
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10 SELL GLOBALLY, TAX LOCALLY

the taxing jurisdiction. Foreign firms presumably attach some eco-
nomic value to that presence, and they may tolerate an expropria-
tion of that value and submit to tax collection obligations—up to a
point. That point, though, is hard to identify. In any event, for 
sellers without any in-country presence, the imposition of collec-
tion and remittance obligations requires the cooperation of the
service provider’s jurisdiction. 

The OECD has committed itself to a post-Ottawa agenda of
“developing options for ensuring the continued effective adminis-
tration and collection of consumption taxes.”13 While that
endeavor is to be undertaken in a spirit of cooperation and con-
sultation among governments and affected industries, the actual
agenda is the construction of intergovernmental mechanisms 
for the collection of consumption taxes on international B2C serv-
ices. The OECD has entrusted that process to its Committee on
Financial Affairs (CFA). 

Post-Ottawa, the CFA and its subcommittees have examined
several options. In particular, in an effort to reduce industry
resistance to destination-based taxation, the OECD committees
studied technological options to decrease the compliance costs
that sellers would confront under a destination-based system—
but found that such technologies are currently unavailable.14 For
the time being, the OECD favors “some form of registration-based
mechanism for B2C transactions,” meaning that foreign sellers
should voluntarily register for tax reporting and payment obliga-
tions in the country where their services were purchased. The
OECD acknowledges that this system “has its shortcomings”—for
the affected industries, inordinate compliance costs; for govern-
ments, substantial underreporting and enforcement problems.15

Even so, the OECD remains confident of its general direc-
tion. Some business sectors have argued for a zero tax rate,
observing that B2C commerce—and especially B2C commerce
carried on from wholly remote locations—constitutes only a tiny
fraction of international commerce and of OECD countries’ rev-
enues. OECD bodies have rejected those proposals with unchar-
acteristic clarity. The no-tax option, the OECD has proclaimed,
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THE ELUSIVE QUEST FOR HARMONIZATION    11

would generate an intolerable preference for e-commerce, while
the alternative of zero taxation for all transborder services
(through whatever channel) would produce an “unacceptable ero-
sion of the tax base.”16 The OECD’s insistence on tax neutrality
between electronic and conventional commerce, coupled with its
insistence on protecting each country’s local tax base, dictates the
organization’s agenda—a single-minded search for viable B2C 
tax collection mechanisms. Those, in turn, will “necessitate a 
very strong level of administrative cooperation” among member-
countries’ tax authorities.17 The OECD is committed to generat-
ing that cooperation.

Destination Taxes for Thee: The European Union

The EU’s thinking about e-commerce taxation has developed in
tandem with the OECD’s. More precisely, the OECD has served as
a quasi-global stage for the EU and its member-states’ e-commerce
ambitions. The EU formulated its e-commerce position in antici-
pation of the Ottawa Conference, where the OECD adopted the
EU’s principles without major change or qualification. But while
the OECD and its various committees have since kept talking, the
EU has put its policies into practice—unilaterally, as it were, and
in a rather dramatic form.

In May 2002, the EU’s Council of Ministers adopted amend-
ments to the so-called Sixth VAT Directive.18 The new rules,
which took effect on July 1, 2003, address “electronically sup-
plied services” (not goods) provided by non-EU firms to parties
inside the EU. The amendments subject such services to the VAT.
At the same time, the new rules exempt from the VAT services that
are supplied by EU businesses to parties outside the EU. 

The directive reiterates the EU’s long-standing position that
items of value provided through the Internet should be consid-
ered services, rather than goods. It adopts a broad understanding
of “services,” including (among other things) website supply and
maintenance; software and upgrades; the supply of images, text,
and information; provision of database access; and distance
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12 SELL GLOBALLY, TAX LOCALLY

teaching—anything transmitted through the Internet for consid-
eration. (The directive helpfully clarifies that the exchange of 
e-mails per se does not constitute an “electronically supplied serv-
ice.”) Unlike proposals floated earlier by the EU, the directive
contains no de minimis exemption for small firms or low-volume
sales. Every service and firm is subject to the tax scheme. This
may include, for example, individual e-Bay sellers.

For business-to-business commerce, the VAT on electronic
services is administered through self-assessment by the European
business receiving the service (whether from inside or outside 
the EU). The rules for B2C services—that is, services provided 
to individual customers inside the EU—are considerably more
complicated:

• If the seller has a permanent establishment in an EU coun-
try and supplies consumers from outside the EU, it must
register and account for the VAT in each EU country where
it supplies services. If such a firm supplies services from its
European establishment, it will owe VAT in the country
where its establishment is located. 

• Firms without a fixed European establishment may choose
to register with a single country inside the EU for VAT
reporting and payment purposes. The country of registra-
tion will distribute the proceeds to each member country.
Registered firms must file VAT returns each quarter. They
must report their total sales and VAT due for each EU coun-
try where sales have been made, and they must retain their
records for ten years. Evasion of tax and reporting obligation
may entail deregistration of the business as well as civil and
criminal prosecution by the country of registration or the
country where the VAT has been or should have been paid. 

The EU shouts its commitment to tax neutrality—among 
e-commerce and conventional sales, and among sellers from differ-
ent countries—from the rooftops. The e-commerce amendments
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THE ELUSIVE QUEST FOR HARMONIZATION    13

to the VAT Directive, however, conspicuously fail to accomplish
that objective. The point bears emphasis: Internally, with respect to
services supplied from EU countries to EU consumers, the EU generally
administers an origin-based tax regime. Each firm must report and
pay the VAT only once—in its home country. The applicable rate
is that of the origin country (except for services rendered to non-
EU customers, where the applicable rate is zero). Non-EU firms
with a physical presence inside the EU will enjoy the same 
treatment. Not so, however, with entirely foreign firms: they will
be subject to the rules of the destination country. Thus, a
Luxembourg firm, or a U.S. firm with an office in that country,
will pay a 15 percent VAT for services rendered anywhere in 
the EU, including Sweden. A U.S. firm without a European 
presence—even one that chooses Luxembourg as its country of
registration—will, for the same service to the same Swedish 
customer, owe Sweden’s VAT of 25 percent. 

Leading e-commerce firms outside the EU—U.S. firms, 
specifically—have complained vociferously about the EU’s directive.
They have found an open ear at the U.S. Treasury Department,
which protested the EU policy prior to its enactment and is now
warily monitoring the implementation.19 The department has 
complained both about the inordinate compliance costs that the EU
has chosen to inflict and about the infringement on tax neutrality
between EU and non-EU firms.20 As a matter of economics, the
American complaints seem overwrought: The volume of B2C 
e-commerce is small; the disadvantages suffered by U.S. firms vis-à-
vis low-VAT firms in the European market may be compensated by
competitive advantages vis-à-vis Swedish firms; U.S. firms sell elec-
tronic services that cannot be obtained from European firms at any
price; and the establishment of a parity-ensuring European presence
(for American firms that do significant business in Europe) is a rela-
tively low-cost proposition. The point of the American objections 
is that, in the end, the EU is perfectly willing to betray the very 
principles—tax neutrality and destination-based taxation—that
purportedly command the awkward and inefficient tax regime that
it has chosen to inflict on non-EU firms. 
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14 SELL GLOBALLY, TAX LOCALLY

The U.S. Debate: “Simplification”?

The question of taxing remote services, which has preoccupied
the OECD and the EU, has played no role in the United States, for
the simple reason that intangible goods and services are generally
not subject to sales or other consumption taxes in the United
States.21 The vast majority of states (as well as over 7,500 local
jurisdictions), however, tax the sale of tangible goods; unlike 
actual countries, U.S. jurisdictions cannot intercept and tax those
goods at their borders. Thus, the fear that e-commerce might
evade local taxation by substituting “remote” Internet purchases
for local transactions—a very minor concern in the international
arena—has dominated the e-commerce debate in the United
States. In all other structural respects, however, the American
debate has run parallel to the international debate—and, in drear-
ily predictable ways, to earlier U.S. debates over the taxation of
interstate commerce in general and catalogue sales in particular.22

In the 1930s, the Supreme Court permitted states (and local
jurisdictions) to levy a “use tax” on out-of-state goods. While such
taxes patently discriminate against out-of-state producers and
sellers, the Court justified them as “offsets” for equivalent sales
taxes imposed on domestic sellers. Ever since, the problem has
been how and from whom state and local jurisdictions may col-
lect use taxes. Consumers, as noted, are unlikely to report their
use tax obligations (except for purchases that are subject to inde-
pendent registration requirements, such as boats and automo-
biles). Here, as in the international context, the seller emerges as
the only plausible collection agent. 

In the 1992 Quill decision, a case arising over the taxability
of interstate catalogue sales, the Supreme Court ruled that states
may impose use tax collection obligations only if the seller has a
“nexus” (such as a physical presence) in the taxing jurisdiction.23

State tax authorities and courts have interpreted this requirement
in widely varying ways, some of which are very expansive inter-
pretations.24 It has remained clear, however, that the routine use
of the postal service or local roads for service delivery does not
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constitute a sufficient “nexus” for purposes of taxation. The acces-
sibility of a webserver for customers in a given state does not sat-
isfy that requirement, either. Thus, the Quill regime creates a de
facto taxation difference between local sales and “remote” sales—
that is, sales by companies without a nexus to the taxing jurisdic-
tion. A book sale through the local store—and usually even
through Barnes&Noble.com—will be taxable at the local sales tax
rate and be collected from the seller. The equivalent sale from
Amazon.com (outside the company’s home state) will be subject
to the local use tax. But since that tax can be collected neither
from the buyer nor from the company—which has no nexus to
the taxing jurisdiction—the sale will in effect be “tax free.”  

State and local governments have implored Congress to lift
the Quill restriction on taxing remote sales. That proposal enjoys
the support of “bricks and mortar” firms and industries, which
suffer a competitive disadvantage under the extant tax regime.
Congress has so far resisted those entreaties. In the (misleadingly
named) Internet Tax Freedom Act of 1998, Congress enacted a
three-year moratorium on “special and discriminatory” taxes on
Internet commerce, while leaving the Quill regime intact.25 That
arrangement was extended in 2001 for another two years.

Unable to have their way in Congress, states and intergov-
ernmental organizations—the Multistate Tax Commission, the
Federation of Tax Administrators, and the National Council of
State Legislatures—initiated the so-called Streamlined Sales Tax
Project (SSTP). The SSTP rests on the same formula as the OECD’s
Ottawa principles: tax all sales (including remote sales) at the
place of consumption, enhance intergovernmental cooperation
and policy coordination, and facilitate tax administration and
reduce compliance costs. The SSTP hopes to achieve the latter
objectives through a combination of centralization, harmoniza-
tion, and technological innovation. Sellers, who currently have to
calculate, charge, and remit use taxes in every jurisdiction where
they have a “nexus” and make a sale, would report sales and the
customer’s location to a single entity. States would “simplify” the
sales and use tax regime by harmonizing the tax base (though not
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necessarily the tax rates) both internally, among local jurisdic-
tions, and across states. Sophisticated computer software, it is
hoped, will permit a prompt, accurate, and inexpensive calcula-
tion of tax obligations. 

In November 2002, over thirty states and the District of
Columbia presented the so-called Streamlined Sales and Use Tax
Agreement (SSUTA), a proposed interstate agreement that con-
tains, in addition to its operative provisions, a seventy-page 
compendium of common definitions for tangible goods.26 The
SSUTA will take effect when at least ten states, representing at
least 20 percent of the population, come into full compliance with
the agreement and successfully apply for SSTP membership. At
this writing, twenty states have adopted the SSUTA through leg-
islation, and the SSTP states plan to meet in November 2003 to
discuss the next steps toward formalization of the agreement.27

For the time being, the SSUTA is voluntary for both states and
participating industries. (States may not unilaterally violate the
Quill restrictions on taxation of remote interstate sales, nor may
they do so by mutual agreement.) After ratification by the requi-
site number of states, however, the states plan to request federal
legislation authorizing mandatory sales and use tax collection on
all sales among participating states. 

The SSTP states may have shown sufficient commitment to
“simplification”—and may have attracted sufficient industry sup-
port for their project—to cram such an override of the Quill
regime through Congress, over the objections of e-commerce and
catalogue sellers and their (low-tax) home states. Even in that
event, however, the SSTP will continue to face intractable obsta-
cles on all fronts—technology, simplification, and harmonization.
Participating industries may well find that the expected bargain
never materializes.

The SSTP has sponsored experiments with centralized data
collection systems to facilitate an accurate, low-cost calculation of
sales tax obligations. The first such test run, involving four states,
three technology vendors, and one online seller, provided little
reason to believe that such projects are technically feasible: Only
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one vendor managed to create a working system, and even that
“successful” model provides no clues concerning the viability of a
vastly larger system involving thousands of firms and millions of
customers.28 More recently, several of the largest retailers in the
country, including Wal-Mart, Target, and Toys “R” Us, have vol-
unteered to participate in the SSUTA and to collect taxes on their
online sales.29 These behemoths possess the resources to integrate
their internal accounting systems with the SSUTA system. (In any
event, they already have to report and remit sales taxes in multi-
ple states.) For the vast majority of online retailers, though, exist-
ing technology cannot cope with the maze of definitions,
exemptions, and reporting and remittance requirements.30

In the end, then, operability and general industry accept-
ance of a centralized collection system depend on comprehensive
sales tax simplification and harmonization. Those objectives have
proven elusive for decades, and not for lack of trying.31 The SSTP
will suffer the same fate, notwithstanding its modest progress to
date. 

Simplification presupposes universal state participation—
which is not going to happen. Some states have no sales tax and
therefore have no incentive to join the SSUTA. Other states (such
as Colorado) aspire to becoming “high-tech havens” and will 
for that (or some comparable) reason refuse to join.  Sales-tax
states may join the SSUTA—provided that they may still protect
their export industries and locale jurisdictions. Texas, for exam-
ple, has joined the agreement with the proviso that the SSUTA
sourcing rules shall apply everywhere in Texas except in Round
Rock, home to Dell Computers. There, origin-based taxation shall
prevail.32

From a tax efficiency standpoint (and from the perspective
of affected industries), what really needs simplification is not the
tax rate but the tax base.33 Coupled with a single-rate regime,
however, a common-base regime would effectively wipe out the
tax autonomy of local jurisdictions.34 The SSTP thus confronts a
dilemma. Either it preserves local (and state) tax autonomy or it
must make binding decisions for member states, on an ongoing
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basis. If it does the former, harmonization and simplification will
prove elusive. (Even if the tax base could be harmonized and 
simplified once, political pressures at the local level would soon
produce new divergences.) If it chooses the latter, few states will
wish to join.

This dilemma bedevils all interstate tax cartels, and it has no
technocratic solution.35 Political pressures and intense lobbying
efforts will probably induce additional states to adopt the sales tax
agreement. In the end, however, the SSUTA can hope to attract a
majority of states (much less all states) only by compromising 
its ostensible aspirations to simplification and harmonization. 

“Principles”?

The OECD and the EU, as noted, profess allegiance to established
tax principles: taxation at the place of consumption, neutrality,
simplicity and fairness, and ease of administration. The SSTP and
its supporters have pledged allegiance to the same principles.
Those proclamations are typically followed by an observation that
the principles may—and, in taxation of Internet commerce, often
do—conflict.36 Consequently, the principles must be harmonized
and reconciled as much as possible. This thinking, though, is one
part confusion and nine parts snake oil. The perceived conflicts
derive from the commitment to destination-based taxation; they
would dissolve in a world of origin-based taxation. Among all the
principles, moreover, only the destination principle conflicts with
every other principle.

Consider the perceived conflict between neutrality and sim-
plicity. All admit that the taxation of remote B2C services and, in
the United States, of remote sales of goods, poses unique and
daunting difficulties. Sellers must calculate tax collection obliga-
tions for thousands of jurisdictions, and may have no practical
way of ascertaining each customer’s tax jurisdiction. Similarly, tax
authorities will have a hard time proving and enforcing tax col-
lection obligations. Exempting e-commerce from such obligations
would keep the system relatively simple, but that would violate
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neutrality—since comparable conventional sales are subject to
taxation. Neutrality vis-à-vis different industries and sales chan-
nels, on the other hand, will compromise simplicity and ease of
administration. Contrast this conflict with an origin-based
regime: All sales, through whatever channel, are taxed by only
one jurisdiction, on the same base and at the same rate—that of
the seller’s home state or country. 

Destination-based taxes cannot be simple or neutral. The
simplicity point is clear: Since a destination-based regime involves
tax obligations in multiple jurisdictions, it will always be more
complicated than an origin-based regime. The marginally more
complicated neutrality point emerges from practical considera-
tions.

Tax neutrality, the SSTP states insist, commands an exten-
sion of destination-based taxation to remote sales. Otherwise, 
e-commerce and catalogue retailers will possess an unfair advantage
over local sellers. The tax regime, however, will not be neutral—
regardless of its scope—unless it covers goods and services. The
SSTP states and their allies have understandably sidestepped that
problem: in their uphill struggle to extend sales tax obligations,
they do not need the added weight of a proposal that would draw
fierce opposition from heretofore uncovered industries. That said,
a selective commitment to neutrality seems politically convenient,
rather than principled.

Professor Charles E. McLure of the Hoover Institution, the
most relentless advocate of neutral and destination-based taxa-
tion, has recognized this point and argued for the introduction of
a retail sales tax covering all goods and services, from all states
and through all channels (while exempting all business pur-
chases).37 In view of the monumental political obstacles,
Professor Walter Hellerstein, the nation’s leading authority on
state taxation and a defender of destination-based taxation, has
described McLure’s proposal as belonging to the “assume a can
opener” school of economics, a characterization to which McLure
has objected only mildly.38 Even McLure, however, must ultimately
surrender the purity of his theoretical commitments. Insistent on
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neutrality, he proposes an extension of tax collection obligations
to remote sellers—and then acknowledges the need for a de min-
imis exemption “to eliminate the burden of collecting use tax on
small amounts of remote sales.”39 That rule may preserve neu-
trality between electronic and non-electronic commerce—but
only at the price of violating tax neutrality in other respects. If the
de minimis exemption is based on each firm’s total sales volume, it
will favor small firms over large ones. If the exemption is based on
a firm’s sales volume in a given state (as McLure advocates), it will
favor large states over small ones.40 (Even small firms may exceed
the threshold in New York State, whereas even Land’s End or
Amazon.com may remain below it in Wyoming.) Neither of these
implicit advantages is more rational than an implicit preference
for one sales channel over another.

Similarly, McLure admits (as he must) that the “troubling
problem” of cross-border shopping introduces an unavoid-
able element of origin-based taxation.41 New York consumers 
will board Delaware-bound buses and avail themselves of that
state’s zero sales tax in utter disregard of Professor McLure’s ele-
gant scheme. Their conduct presents a serious problem for all
neutrality-minded tax economists: the option of cross-border
shopping is a function of income and location. (It is more avail-
able to rich people than to the poor; more available to New
Yorkers than to residents of Salt Lake City.) Origin-based taxation
over remote sales—when the good rather than the buyer crosses
the border—would extend and democratize that option.
Resistance to that policy choice must be based on rationales 
outside the theory of neutral and efficient taxation.

Real-world experience provides further evidence that 
destination-based taxation is ultimately unsustainable. In the
United States, local sales taxes are based on the point of sale, not
the customer’s residence or the place of consumption—a fact that
the SSTP and its cheerleaders conveniently ignore.42 And even the
EU has, as noted, betrayed its purported commitments to neu-
trality and destination-based taxation: inside the EU, cross-border
B2C services are generally taxed at the place of origin. That 

Sell Globally Final Text  10/1/03  4:16 PM  Page 20



THE ELUSIVE QUEST FOR HARMONIZATION    21

policy reflects a grudging concession to reality; the EU’s refusal to
extend the policy to non-EU vendors suggests a discriminatory
“Fortress Europe” mindset. Either way, the corruption of purport-
edly sacrosanct principles is palpable.
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The Case for Origin-Based Taxation

Simplicity 

If the SSTP states, the EU, and the OECD were seriously commit-
ted to their averred principles, they would long ago have aban-
doned destination-based taxation. That approach, as just shown,
puts all other sensible taxation principles in conflict, and conflicts
with all other principles. Origin-based taxation, in contrast, largely
eliminates those conflicts and—except for locational neutrality,
which is unsustainable in any event—conflicts with no other
principle. Amazon.com’s sales would be taxed in the same fash-
ion, at the same rate, by the same entity, as would the sales of the
local book store—that is, by the state of Washington. No dis-
criminatory tax treatment would occur unless a particular state or
local jurisdiction decided, for the sorts of industrial policy reasons
that often induce jurisdictions to favor some industries over oth-
ers, to extend tax advantages (or disadvantages) to some sales
channel or other. 

Local sales in a given state or country would be taxed, as
they are now, at the locally applicable rate, even if the seller main-
tains its principal place of business in another state or country.
(An origin-based system is the equivalent of a destination-based
system with a very tight “nexus” requirement—that is, a perma-
nent physical sales location.) Thus, a company with stores in all
fifty states would continue to collect, report, and remit sales taxes
in all states. Those obligations, however, are identical to those
imposed on local establishments, and they are in any event easily
manageable. The administrative headaches, compliance costs,
inequities, and political problems all arise over interstate sales,
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and origin-based taxation would go a long way to addressing
those problems. Regardless of how and where a company’s prod-
ucts are sold, each company will be subject to reporting and
remittance obligations for interstate sales only in its domicile juris-
diction, and nowhere else.

While the “place of origin” for purposes of interstate sales
can be defined in a number of ways (for example, the seller’s state
of incorporation or the physical location of its webservers), the
most natural choice is the seller’s principal place of business.
Among other advantages (briefly described below), a company’s
principal place of business is unambiguous and easily identifiable.
It is, moreover, already defined for other tax and regulatory 
purposes—in the United States, by the Uniform Commercial
Code; internationally, by the OECD’s model treaty and related
guidelines.

Like all tax schemes, origin-based sales taxation looks more
elegant on paper than it will prove in actual operation. In an inter-
connected world, and especially in an e-commerce environment,
origin-based taxation will present technical problems and hard
cases. The tax treatment of Internet sales initiated at a local store
is an example; the need to provide credits or exemptions for inter-
state business-to-business sales (to prevent a “cascading” of sales
taxes) is another. State revenue flows depend on what, precisely,
constitutes a “home state” and a sufficient nexus for sales tax pur-
poses, and states are bound to disagree on that issue. Such ques-
tions merit careful examination prior to the implementation of an
origin-based system. 

Comparable problems, however, arise under any imaginable
tax regime, including the existing system and, for that matter, a
fully harmonized destination-based system. As just noted, the
United States follows an origin-based sales tax system for local
sales. The easiest explanation for that anomaly is the ease of
administration and compliance, relative to a destination-based
system. Similarly, even the most ambitious blueprints for full des-
tination-based taxation of all consumption, such as the EU VAT
Directive and the SSUTA, contain some origin-based sourcing
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rules—again, due to the practical difficulties of sustaining desti-
nation-based taxation.43 In short, origin-based taxation promises
to minimize enforcement and compliance difficulties. Even its
opponents have conceded its theoretical elegance and practical
advantages.44

Objections: Complementariness, Neutrality,
and Competition

Defenders of destination-based taxation argue that the principle is
essential to the purpose of taxing consumption. An origin princi-
ple, they say, would “conceptually” transform a consumption tax
into a tax on production.45 That argument, though, will not bear
scrutiny. Its proponents think of a destination-based consumption
tax as a “complementary” tax: citizen-consumers may impose
local costs, or benefit from public services, for which the local
government cannot tax them directly. A destination-based con-
sumption tax supposedly serves as a rough offset. Professor
McLure has explicitly based the case for a destination-based retail
sales tax on the assumption that public services are provided prin-
cipally to households and, moreover, are complementary to pri-
vate consumption. 

It is strange that McLure should not care to defend these
assumptions, for they are fundamental to his case—and implau-
sible. They may hold with respect to tangible, big-ticket items
such as cars or boats (although those items are often subject to
two use taxes—on their sale, and a tax or fee for their actual local
use). But the assumption of complementariness seems untenable
with respect to local consumption of books, intangible products,
or “remote” services. True, an Internet book sale depends on a
stream of public services (such as roads) that are not easily cap-
tured. But why should one assume that all those transaction-
facilitating services are being provided by the customer’s home
state, rather than the seller’s? Viewed as a complementary tax, an
origin-based sales tax is every bit as sensible as a destination tax,
and quite probably more so.46
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Nor is it true that a shift to origin-based taxation would
imply a move from taxing consumption to taxing production.
First, the place of sale has nothing to do with production. The sale
of a diamond ring by, for instance, a Delaware company may be
taxed at the seller’s point or the customer’s state (say, Texas); either
way, the diamond was probably produced in South Africa.
Second, and more important, the collection obligation has noth-
ing to do with the economic incidence of the tax. One way or the
other, it is the transaction that is taxed. Whether the seller or the
buyer ends up paying the tax has to do with demand elasticities,
not with collection mechanisms. In addition, the consumption
tax relies upon tax treatments of savings and investment that are
fully possible within the context of either tax system. The ques-
tion, in other words, is not what is being taxed—in principle at
least, destination- and origin-based taxes cover the same set of
transactions. The question is which government winds up with
the proceeds—the seller’s, or the buyer’s.

A more serious objection to origin-based taxation arises
from the principle of locational neutrality. Under a perfectly oper-
ating destination-based sales tax regime, sellers will be indifferent
to the local tax rate. The tax depends on the customer’s home
state, and it is identical regardless of whether the sale originated
in a high-tax or low-tax jurisdiction. Under an origin-based tax
regime, in contrast, the local tax rate is part of the seller’s cost
structure. In economic parlance, it operates like a kind of factor
endowment, akin to the local transportation system or the avail-
ability of qualified labor. Sellers in low-tax jurisdictions enjoy a
pricing advantage over sellers in high-tax jurisdictions, thus dis-
torting private investment and purchasing decisions.

The response has already been suggested: Any destination-
based system will contain some origin-based elements and, hence
some locational distortions. Moreover, destination-based taxation
generates enormous enforcement and compliance costs, which
can be reduced (if at all) only through central government inter-
vention or intensive intergovernmental cooperation. Those condi-
tions are not attainable even in the United States, let alone
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globally. (As I argue below, that is all to the good.) The point is not
that destination-based sales tax systems are imperfect; all systems
are. But an administratively simple—though theoretically ineffi-
cient—origin-based system may, for practical purposes, be supe-
rior to a destination-based system that either imposes extravagant
administrative costs or requires highly unattractive institutional
choices (such as transfers of decision-making authority to central
or intergovernmental institutions). Considerations of efficiency,
administrative costs, and institutional design all come in a bun-
dle. The choice cannot be merely an academic exercise; it must
involve theoretical, empirical, and normative considerations.  

Perhaps because of its highly theoretical nature, the loca-
tional neutrality argument has played only a marginal role in the
e-tax debate. The argument that has proven politically potent is a
variation on the neutrality theme: By rendering sellers indifferent
to the local tax, destination-based taxation minimizes tax compe-
tition. Under an origin-based regime, in contrast, sellers in a 
low-tax jurisdiction enjoy a competitive advantage. States and
countries will seek to attract firms by offering a low tax rate. As
jurisdictions attempt to stem the flight of business firms into low-
tax jurisdictions, sales taxes will spiral downward. If sellers are
perfectly mobile and transaction costs (such as shipping cost) are
negligible, the equilibrium tax rate—all else equal—is zero. This
“race to the bottom” argument is the sum and substance of the
case for destination-based taxation and the true reason why gov-
ernments consistently and vociferously oppose origin-based taxa-
tion.  But the argument is unpersuasive.

First of all, all else is not in fact equal. We would probably
see the zero-tax equilibrium if sellers were entirely free to desig-
nate their home state, or to designate their place of incorporation
as their home state. The principal-place-of-business rule, in con-
trast, disciplines the sellers’ choices. As already suggested, sales
taxes are one element in a bundle of services and obligations that
are offered by each jurisdiction. A jurisdiction that provides an
educated labor force, an excellent infrastructure, a favorable reg-
ulatory environment, a sensible and efficient judicial system, or
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sufficient “quality of life” benefits may be able to exact a sales tax
or its economic equivalent (for example, in the form of an income
tax). An unattractive jurisdiction that drives up the cost of doing
business, meanwhile, will be unable to compensate those self-
inflicted disadvantages by becoming a “sales tax haven.”

More fundamentally, one cannot assume that the downward
pressure on tax competition necessarily translates into a race to
the bottom. Under certain (heroic) assumptions, tax competition
may compromise local governments’ ability to finance public
goods; in that event, the race is to the bottom. But one cannot sim-
ply assume that governments act as benevolent despots. It is
equally plausible (to my mind, more plausible) to welcome tax
competition as a much-needed discipline and countervailing
force to local rent-seeking and interest group exploitation. Under
these more realistic assumptions, tax competition reduces the
“political residuum” that is available to local politicians for pur-
poses of redistribution—without, at the same time, compromis-
ing local governments’ abilities to levy taxes, akin to user fees, to
finance public goods.47

It is true that destination-based systems also curtail some tax
competition. The local tax mix, including the sales tax, will be a
factor in the citizens’ (though not firms’) locational decisions.
That argument, though, rests on questionable assumptions about
citizens’ and firms’ mobility. The general assumption is that indi-
viduals can move with great ease, whereas firms cannot. In many
cases, though, firms may be more responsive to changes in the
local tax structure—and to advantageous changes in “foreign”
jurisdictions—than are individual citizens. A 2-percent local sales
tax hike may not induce an individual to move (least of all if the
tax increase were to rattle through the housing market, in which
case an individual homeowner could not avoid the cost even if he
were to move). That same increase, though, may have a rather
dramatic effect on firms’ locational decisions. 

To put the point somewhat differently: States compete for
citizens and firms on any number of margins—environmental reg-
ulation, labor regulation, business and income taxes. All elements
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of the regulatory and tax environment operate as factors for local
firms. Countless government decisions provide firms with com-
petitive advantages or disadvantages and, at the margin, shape
business decisions to locate in a given state or locality. While some
forms of competition (such as targeted subsidies for professional
sports teams) seem quite clearly inefficient, we generally presume
that those costs are lower than those of a wholly centralized gov-
ernment. One would have to explain, then, why the presumption
in favor of government competition should not extend to sales
taxes. Or, one could argue against the presumption. Respectable
arguments exist for either position. But they cannot be derived
from efficient tax theory; they implicate messy empirical ques-
tions and, in the end, normative views about the proper scope of
government. 

Sovereignty

An endorsement of destination-based taxation implies normative
and empirical assumptions about the desirability—rather, the
undesirability—of tax competition. That, to be sure, is also true
of the case for origin-based taxation. But the case for origin-based
taxation need not rest upon (although it does of course imply) a
general preference for tax competition. It can be justified on inde-
pendent, institutional grounds.

The central question in the domestic and international e-tax
debate is not whether states or countries may levy sales or use
taxes on their own citizens—of course they may. The question is
whether governments may impose the obligations to calculate,
collect, and remit those taxes on out-of-state sellers. An origin-
based tax regime permits each state or country to tax and regulate
its own businesses and citizens as it sees fit. Each jurisdiction’s
regulatory autonomy and authority, however, would stop at the
border—precisely where they ought to stop. A destination-based
tax regime, in contrast, imposes tax collection, reporting, and
remittance obligations on out-of-state parties. That imposition
does not necessarily amount to extraterritorial taxation. (Whether
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or not that is the case depends on the economic incidence of the
tax—which, as noted, depends not on the characterization of the
tax or its private collection agent but on demand elasticities.) In
any case, however, a destination-based regime entails an extrater-
ritorial imposition of a coercive regime that can be enforced
through civil and criminal sanctions. Such a projection of gov-
ernment authority into another jurisdiction is profoundly trou-
blesome, in both the American and the international context. 

Federalism. The United States Constitution rests on the principle
of equal, territorial states. How does one structure the horizontal
relations among those entities? One possible solution is to permit
mutual discrimination, aggression, and exploitation. That answer
is coherent, but it is not an option for a single country. The only
other available principle is mutual non-discrimination and non-
aggression: One state’s rights must end where the next state’s
rights begin. Those federalist principles are enshrined in the
Constitution.48

If it has proven difficult to make the constitutional bargain
stick, it is because federalism’s principles subject the states to bru-
tal competition for their citizens’ assets, talents, and business.
Citizens choose their state. States, of course, would rather have it
the other way around—just as every private company would love
to have monopolistic access to its customers. State competition,
however, is not a flaw in the system; it is the genius of American
federalism.49

Constitutional, competitive federalism does not bar all
forms of extraterritorial taxation. State taxes on hotels and accom-
modations, for example, are largely extraterritorial, in the sense
that they are paid mostly by out-of-state visitors. Those effects,
however, flow from the citizens’ deliberate choice of their desti-
nation, under conditions of competition. Tourists who detest
Florida’s taxes, for instance, can vacation in Alabama. One can
have a long and difficult debate about the precise point at which
a retail business can similarly be said to have “chosen” (or, in the
legal language of a bygone era, to have “purposely availed” itself
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of) a particular state jurisdiction (for example, by soliciting cus-
tomers in that state). The constitutional line is plainly crossed,
however, when one state asserts jurisdiction over a company in
another state solely because the company has established a web-
site accessible to consumers in other states.

Against this backdrop, the Supreme Court’s Quill decision—
the focal point of the e-commerce debate in the United States and
the target of the SSTP—is in fact rather scandalous, although not
for the reasons proffered by its critics. The decision, as noted, bars
states from imposing tax collection obligations on out-of-state
sellers unless the seller has a “nexus” (such as a warehouse) in the
taxing jurisdiction. Tax lawyers and economists have harshly crit-
icized Quill as a source of economic distortions between local
retailers and “remote” (catalogue or Internet) sellers. In Professor
McLure’s scheme, the decision certainly looks like an artificial
obstacle to neutral taxation. The true scandal, though, is consti-
tutional: Quill mowed down every constitutional principle that
would bar extraterritorial state taxation.50 The only bar to such
taxation, the Court maintained, is the commerce clause:  The
inordinate complexity of state and local tax rules, in thousands of
jurisdictions, would impose an intolerable burden on interstate
commerce. In that so-called “dormant” application, the commerce
clause is not a constitutional bar but merely a judge-made default
rule, which Congress (under its authority to regulate interstate
commerce) may change as it wishes. 

Such an override, as noted, is the purpose of the SSTP. The
logic of that demand is quite distressing. Congress possesses the
authority to create a sales tax system that approximates the objec-
tive of destination-based taxation: tax all consumption. The most
direct way of doing so is to nationalize sales taxes and distribute
the proceeds to the states. Such proposals surfaced early in the 
e-commerce debate but they have mercifully died a well-deserved
death. Any form of joint state-federal taxation would eventually
transform the states from autonomous actors into supplicants and
administrators of federal largesse. That result is fundamentally at
odds with our system of federalism. In any event, the states
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oppose such schemes. They wish to expand their tax authority,
not to surrender it.

The next most direct path is to create a cartel among the
states—something like the SSTP. If that body is to create a 
destination-based regime that captures all consumption and
avoids distortions, it must encompass all states, which in turn
means that at least some states will have to be forced into the car-
tel. That option is politically unacceptable and quite probably
barred by the Constitution.51 So the cartel will be capable of
rationalizing sales taxation only for cross-border transactions
among its members. Even in that domain, the cartel will be able
to prevent free-riding and defection only if it is capable of making
binding decisions, on an on-going basis, for its members.

For some purposes, we want to suppress state competition
and to cartelize political decision making. But we already have a
constitutional body for that purpose—Congress, which is elected
and which operates in broad daylight under established proce-
dures. We should be extremely suspicious of government by an
extra-constitutional, unelected governmental organization that
falls somewhere between a state and a nation.52

Global Governance. The power to tax is a quintessential exercise
of sovereign state power. While “sovereignty” may sound like a
metaphysical abstraction or an obsession among people who fan-
tasize about black helicopters, it is neither. Rather, it is an essen-
tial principle of a liberal order.53 Taxation is coercion, and liberal,
democratic government requires that citizens know where the
coercion comes from. It requires, moreover, that citizens suffer
coercion only at their own government’s hands—not some foreign
government. A government that fails to defend its citizens against
foreign impositions has surrendered its sovereignty—and, in so
doing, has failed to perform its most elementary obligation.

Destination-based taxation need not compromise national
sovereignty. In the case of tangible goods, a destination-based
sales tax operates—like a tariff or customs duty—on items that
cross a border. The taxation of intangibles and services, however,
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often requires extraterritorial exertions of authority—collection
and reporting obligations, independent verification of record-
keeping and remittance obligations, and penalties for non-
compliance. Such practices reach deep into another country’s 
governance. They presuppose consent among governments and,
in a multinational context, supranational institutions with author-
ity to make intergovernmental agreements stick. 

So, when an international tax inspector shows up at an
American bank, for example, to verify its sales tax obligations on
services rendered in Europe—pursuant to the inspector’s author-
ity under some OECD protocol and codicil—whose fault is that?
Should we blame the OECD or the U.S. administration that con-
sented to those agreements? We should do neither. We should
refuse our consent to any agreement that entails such intrusion
and diffusion of authority. 

Recall, moreover, that destination-based taxation requires an
authority to corral potential free-riders and to prohibit defec-
tions—in the international context, something like a United
Nations or OECD with teeth. That project is already on the UN’s
agenda, and it enjoys a measure of academic support.54 Insistence
on the destination-based taxation of Internet services pushes in
the same direction. The policy demand and the institutional 
agenda go hand in hand.

In fact, the OECD’s and the EU’s inordinate preoccupation
with the marginal B2C service sector raises serious questions
about the relationship between means and ends. The central insti-
tutions of the EU have deliberately used policy arenas that pose
seemingly intractable cross-border problems as vehicles for inter-
national integration and centralization. (Antitrust policy is a
prominent example.)55 In the same vein, the OECD’s post-Ottawa
agenda looks very much like an attempt to instrumentalize a
grossly exaggerated economic “problem” for the sake of building
international institutions and to establish a precedent to press
American corporations into service as tax collectors for the
European welfare states. Among all the arguments for destination-
based taxation, this is the absolute worst.  
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Is Reform Possible?

Proposals for origin-based taxation confront daunting political
obstacles—foremost, the opposition of revenue-hungry govern-
ments and intergovernmental organizations whose institutional
interests lie in harmonization and cartelization rather than com-
petition. Also, a transition from destination- to origin-based taxa-
tion would likely produce substantial revenue shifts. The “import”
states that are always the chief champions for destination-based
taxation and expansive nexus tests would stand to lose from 
the transition. Exporting states would stand to gain, but even 
they would face domestic interest group opposition. These forces
explain why destination-based sales taxation is the rule, and 
origin-based taxation a rare exception.  

Still, the cause may not be entirely hopeless. The govern-
ments’ massive collective action problems, coupled with sharply
divergent interests among the affected industries, leave room for
sober second thoughts and principled reform proposals.
Insistence on the origin principle, moreover, would bring useful
dividends even if origin-based sales taxation itself remained 
stillborn.

In the international context, the United States should take
an unambiguous position in favor of origin-based taxation of B2C
services. (Most emphatically, we should never consent to anything
resembling the EU’s VAT Directive.) Of course, the OECD has
already swatted down industry suggestions to that effect, and it
will continue to reject similar advances—both because the organ-
ization is dominated by the EU and its member-states, and
because it has an independent institutional interest in promoting
tax harmonization. Adoption of the proposal as the United States’
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official position, however, would probably slow down the
already-cumbersome OECD process. In the interim, it may be
possible to negotiate bilateral treaties for the origin-based taxation
of cross-border consumer services with countries that recognize
the virtues of that approach.

The greater advantage lies in adopting the principle of origin-
based treatment as a general default rule for global Internet 
governance. On matters such as the protection of consumer infor-
mation, for example—a question that has caused considerable
friction between the United States and Europe—origin-based
treatment is the only alternative to regulatory balkanization or,
more likely, wholesale centralization. The regulation of Internet
privacy by the customer’s jurisdiction compels service providers
to tailor their products to each jurisdiction’s specifications or, if
tailoring is impossible or excessively expensive, to comply with
the most restrictive jurisdiction, which will by definition reflect
nobody else’s preference. Since either result is intolerable to busi-
ness, customers, and most countries, the destination principle
will prompt centralized intervention and regulation. That, too, is
unacceptable. Under an origin-based regime, in contrast, buyers
and sellers will sort themselves into jurisdictions that match their
privacy preferences.56 (If European consumers are as fearful of
data sharing as their governments proclaim, they will refuse to
deal with American firms.) Origin-based regulation, in other
words, is a kind of contractual default rule—an eminently plausi-
ble option, and the only plausible alternative to an international
information economy designed by political diktat. The case for
the origin principle is strong in the tax area; it is still more pow-
erful in regulatory contexts. Principled insistence on the origin
rule in every applicable context would help to advance it in each,
or at least some.

America’s international position would be strengthened if
our domestic arrangements conformed to it. On Internet taxation
(as on other questions), we can in some sense afford to suppress
tax competition here at home and yet champion it in the interna-
tional arena, simply by throwing our considerable weight around.
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We do so, however, at the risk of international resentment and
recrimination. It is much better to practice at home the competi-
tion that we preach abroad.

Constituencies in support of that agenda should advance it
in future debates over federal legislation. Pending proposals to
codify—and tighten—interstate “nexus” requirements might pro-
vide the most suitable vehicle. (A very stringent test, providing
that nothing except an actual sales operation shall constitute a
“nexus” for sales tax purposes, is the functional equivalent of 
origin-based taxation.) Harmonization opponents should harbor
no illusions about their ability to persuade Congress or their polit-
ical opponents to accept the proposal. The state and local govern-
ment lobby’s insistence on establishing a sales tax cartel ensures
the swift rejection of proposals to institutionalize tax competition.

The most likely scenario for the future e-tax debate is a
series of short-term extensions of the Internet Tax Freedom Act,
including an implicit reaffirmation of the Quill regime. (The cur-
rent enactment is set to expire this year.) That scenario is optimal
for Congress, since it forces evenly matched coalitions to lobby—
and to make political contributions—on a virtually permanent
basis. It is preferable to a congressional endorsement or enact-
ment of the SSTP’s agenda. 

Even that scenario may be unduly optimistic: one cannot
rely on legislative inertia and rent optimization as a defense
against tax harmonization. Transient political circumstances—the
fiscal crisis of the states, continued rapid growth of e-commerce
and predictions of exorbitant revenue “losses,” and cosmetic
progress on the states’ simplification efforts—may prompt
Congress to enact the SSTP model.57 At the same time, the busi-
ness coalition for tax harmonization has grown, and will contin-
ue to grow. Put simply, the bricks-and-mortar industries’ demand
for equal tax treatment has two possible solutions: tax both con-
ventional and e-commerce sales, or tax neither. The “tax neither”
option has no independent constituency support. The “tax both”
option, in contrast, enjoys the firm support of state and local gov-
ernments, which might be sufficient to obtain federal legislation.
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That being so, the industry calculus is straightforward: At what
point does the promised reduction of transaction costs (that is, tax
simplification) justify the risk of collecting taxes from heretofore
untaxed customers? Since the no-tax option seems a lost cause,
even elusive promises of tax simplification and harmonization
will tend to attract increased industry support.

The anti-harmonization forces’ central weakness, though, is
their fallback position—a status quo that they themselves cannot
and will not defend. The harmonization horse will never reach the
finish line—but may yet beat the anti-harmonization no-horse. To
avert that outcome, SSTP opponents need a horse—a successful
practical experiment.

Fortunately, experiments with origin-based taxation already
exist. We follow the origin principle in interstate transactions with
respect to flowers and, since 2001, mobile telephone calls.58 It
may be possible to learn from and to extend those experiments.

One reason why the origin principle has proven readily
acceptable for interstate commerce in flowers and phone calls is
an expected reciprocity of advantage.59 A few jurisdictions (such
as college towns) may experience a net export of flowers, thus
reaping a benefit from origin taxation; a few other areas (such as
those with lots of retirement communities) may experience size-
able net imports. By and large, though, states are content to
ignore the question (“Where Have All the Flowers Gone?”)
because the flows will average out.

It may be possible for at least some of the non-SSTP states
(such as Colorado, Georgia, and Idaho) to launch an experiment
with origin-based taxation of all tangible goods. Through mutual
reciprocity agreements, the states could refrain from imposing use
tax collection obligations on each other’s interstate businesses.
Colorado would abolish such obligations for sellers in any state
that does the same for Colorado-based firms.60 To be sure, the
economic benefits for interstate sellers in each state might be 
fairly small as long as only a few states participate, but the costs
to “Main Street” merchants and local governments would also be
low. The small scale of the experiment, therefore, would facilitate
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its adoption. The demonstration value of an origin-based sales tax
project might be attractive to politicians in states that aspire to be
high-tech havens. 

At a minimum, a limited experiment, conducted by willing
participants, would enrich the rather sterile sales tax debate. The
experiment could be tracked, and its results could be ascertained,
through an accompanying econometric study. We may find that
origin-based taxation presents unforeseen administrative difficul-
ties or undesirable economic effects. But we may also find that the
system works quite well, and that the sky does not cave in on 
state revenues and local merchants. That evidence and argument
would add a new dimension to the e-tax debate.

America’s ornery states are often viewed as relics and as
obstacles to a new world without borders. Contrary to that repu-
tation, the best of them might yet make a contribution to a more
modern and competitive world. 
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2003), http://www.ecommercetax.com/doc/033003.htm, visited May 7,
2003.

58. Terry Ryan and Eric Miethke, “The Seller State Option: Solving the
Electronic Commerce Dilemma,” State Tax Notes (October 5, 1998):
883. The Mobile Telecommunications Sourcing Act, P.L. 106–252, 114
Stat. 626, 628–29 (2000), codified at 4 U.S.C. paragraph 119(a)(2)(C),
120(b)(1). The act provided for taxation of mobile telecommunications
services at the customer’s address, regardless of the actual origin or 
destination of a call. 

59. The expectation that such average reciprocity would not prevail is
a central reason for the existing, destination-based sales and use tax 
system. In the 1930s, when that system came into being, “consumer”
states feared that “producer” states would reap all the advantages from
an origin-based system, thus leaving stranded the states that were most
in need of revenues. Ryan and Miethke, “Seller State Option,” 888. That
concern, however, is misplaced in a modern economy where few 
goods are sold at their place of production.

60. The proposal may seem constitutionally problematic, since the
participating states would in some sense “discriminate” among their 
sister-states. (They would in effect abolish their domestic use tax for
goods from some states but not all states.) The Supreme Court has held
that reciprocity agreements among states—unlike true state compacts of
the SSTP variety, which require the transfer of state authority to a per-
manent interstate body—do not require congressional consent under
the compact clause of Article I, Section 10 of the Constitution. The cor-
rect reason for this doctrine, although not the reason articulated by the
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Court, is that reciprocity agreements eliminate obstacles to interstate
commerce, whereas compacts impede or restrict it. See Michael S.
Greve, “Compacts, Cartels, and Congressional Consent,” 68 Missouri
Law Review 285 (2003). See also General Express Ways, Inc. v. Iowa
Reciprocity Bd., 163 N.W.  2nd 413, 420 (Iowa 1968), (so holding). The
question of whether selective reciprocity agreements pass constitutional
muster is more difficult. The Court has struck down one such agreement
under the commerce clause—see Sporhase v. Nebraska, 458 U.S. 941
(1982). For reasons beyond the scope of this paper, I am inclined to
think that Sporhase is both wrong and distinguishable. In any event, it is
undisputed that Congress may permit states to conclude such agree-
ments: Northeast Bancorp v. Bd. of Gov. of the Fed. Reserve Sys., 472 U.S.
159 (1985).  
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