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There’s a flaw inherent in the sales and use tax system: When 
it comes to electronic and catalog sales, the practicality of collect-
ing use taxes on retail sales to individual consumers simply doesn’t
exist. 

In theory, sales taxes are straightforward. A merchant sells a tax-
able item at retail, collects a sales tax from the purchaser and remits
the tax to the state. If the merchant fails to collect the tax, he or she
is obligated to pay the tax out-of-pocket. If, however, the merchant
ships the item out-of-state, the U.S. Constitution does not allow a sales
tax to be imposed on the out-of-state purchaser. 

In order to level the playing field, each state that imposes a sales
tax also imposes a use tax on taxable items purchased by its resi-
dents. The use tax is imposed directly on the purchaser, as long as a
sales tax hasn’t already been exacted. The combination of the sales
tax and the use tax means that every retail sale is taxed exactly once. 

Unfortunately for local merchants, sales taxes are far easier to col-
lect than use taxes. States are generally able to find retailers located
within their borders and to require them to collect and remit sales tax.
In order to collect use taxes, however, a state must either require each
individual purchaser to prepare and file a use tax return, or it must
require out-of-state merchants to collect the use tax on its behalf.

In a series of what are called ”duty-to-collect” cases, the federal
courts have held that mailing catalogs or making telephone calls into
a state does not mean that the state has the power to impose a duty-
to-collect use tax. In addition, merely running a Website does not
allow a purchaser’s home state to impose a duty to collect. If, on the
other hand, an out-of-state merchant has a warehouse, distribution
center or other significant activity in the resident’s home state, the mer-
chant can be compelled to collect use taxes. 

Until Congress crafts a long-term remedy for the collection of use
taxes, businesses must develop and implement strategies that keep
them competitive without taking undue risks for future tax audits. 

Impact on eCommerce Businesses can be divided into three
main categories: ”pure-plays,” ”brick-and-mortars,” and companies
with parallel, but separate, Internet and brick-and-mortar arms. 

Pure-plays are businesses that have an Internet presence and no

retail stores (e.g., Amazon.com). They are analogous to mail
order companies, like L.L. Bean, that have distribution centers in
one or two states, but few, if any, retail outlets. Pure-plays only
collect use taxes from buyers that reside in the states in which
they have significant contacts.

Businesses that sell only through retail stores, or brick-and-mor-
tars, must collect sales taxes from their customers. Their primary
competitive strategy is to focus on amenities that the pure-plays
cannot provide (skilled on-premises sales staff, returns, installa-
tion, etc.). They also are lobbying for statutory changes that will
require their pure-play competitors to collect use taxes. Some are
even considering Websites and other strategies, not to extend
their reach to new customers, but rather to give existing customers
the option of buying the same items without having to pay sales
or use taxes.

A number of Internet successes are, in fact, established brick-
and-mortar companies that have established Internet branches.
Some, like Borders and Wal-Mart, separate their brick-and-mor-
tar ventures from their Internet ventures and treat them as inde-
pendent businesses. The Internet arm collects use tax only in the
states with which it has significant contacts, ignoring the issue of
whether retail stores exist in those states. Others, like Kmart and
Victoria’s Secret, collect use taxes in every state in which the
brick-and-mortar arm has a retail store. Still others, like
ZanyBrainy.com and LetsTalk.com, do not collect use taxes on
their Internet sales, but pay it to the states out of their own pock-
ets in order to build and maintain market share.

Recently, some companies have attempted to combine the ben-
efits of tax-free sales with some level of integration between their
Internet and brick-and-mortar branches. Wal-Mart’s Internet arm
does not generally collect use taxes, but it allows items purchased
over the Internet to be returned to a Wal-Mart retail store, and pro-
motes its Website in its brick-and-mortar locations. Both the returns
and the in-store promotions are done in accordance with the terms
of a carefully written contract, therefore avoiding the claim that the
two arms are acting as a single business.

The legal arena Legally, states are considering actions
against businesses that have split their organizations into two
”independent” operations. Although many state and local tax
practitioners are confident that organizations with truly separate
operations will be able to convince the courts that they have no
duty-to-collect use taxes from out-of-state purchasers, once organi-
zations start mixing the two operations, the tax result becomes
murkier. Allowing returns to be taken to retail stores, conducting in-
store promotions for the Website, and integrating loyalty programs
could all affect a court’s decision over whether an organization’s
Internet and brick-and-mortar operations are sufficiently separate to
avoid a challenge.8



States also are beginning to use a sec-
ond technique to collect use taxes.
North Carolina, for example, has
added a new line 16 to its state income
tax return, requiring residents to check
their receipts for taxable purchases on
which no sales tax has been paid, and
to assess themselves with a use tax. In a
single year, the state’s use tax collections
jumped to $4.3 million from a base of
less than $400 thousand. If the current
economic climate worsens, more states
may attempt to eliminate their shortfalls
by implementing similar collection
efforts.

On the legislative side, the duty-to-col-
lect issue is beginning to look like an all-
out war between two powerful coali-
tions. Given the amount of clout that

each coalition carries, it is almost impossible to predict the final out-
come. Meanwhile, merchants with retail stores must somehow chart a
course between being competitive and avoiding expensive and time-
consuming use tax audits.

What to do:
If you are an Internet-only company:
• Lobby for an extension to the moratorium on new Internet taxes.
• Lobby against legislative actions that increase use tax collections.
• Place warehouses and distribution centers in states that do not col-

lect sales and use taxes.
If you are a ”brick-and-mortar” company:
• Lobby against any extension of the moratorium.
• Support the Streamline Sales Tax Project.
• Lobby for parity between online and brick-and-mortar 

companies.
• Consider formation of an Internet arm. 
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