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Sales and Use Taxes

INSIGHT: How to Solve the ‘Wayfair’ Dilemma

BY ANNABELLE CANNING

‘‘When I read the [Petitioner’s (South Dakota)]
briefs, I thought absolutely right. And then I read
through the other briefs (Respondents, such as Way-
fair, Inc.), and I thought absolutely right. And you can-
not both be absolutely right.’’ (Justice Breyer in South
Dakota v Wayfair, Inc. et al, 901 N.W.2d 754 (S.D.
2017), cert. granted (U.S. 1/12/18)(No. 17-494), Tran-
script of Oral Argument at p15, ln 5-9).

All eyes are awaiting the Supreme Court’s upcoming
ruling in the ‘‘tax case of the millennium,’’ which is
likely to be released in late June (Max Behlke, Director
of budget and tax at the National Conference of State
Legislatures, has referred to South Dakota v. Wayfair
as the ‘‘tax case of the millennium.’’ Tax Case of the
Millenium’ Hits High Court: A Primer, Ryan Prete,
Bloomberg Law (4/13/18)). More than two decades ago,
in Quill Corp. v. North Dakota, 504 U.S. 298 (1992), the
Supreme Court upheld the physical presence standard,
stating that catalog and other remote sellers must have
a physical presence in the customer’s state in order to
be required to collect sales taxes. The Quill case pre-
dated the explosive growth of Internet sales by online
retailers. Recently, the Supreme Court agreed to revisit
the Quill decision when it granted certiorari in South
Dakota v. Wayfair, Inc.

The Challenge Facing the Supreme
Court in the ‘Wayfair’ Case

The case involves a challenge by online retailers
against South Dakota’s newly enacted ‘‘economic pres-

ence’’ nexus standard, which replaced the state’s previ-
ous ‘‘physical presence’’ nexus standard. The economic
nexus standard enacted by the South Dakota legislature
in 2016 (S.B. 106) provides that a ‘‘remote seller’’ will
be required to collect and remit sales and use tax on
sales if the retailer makes in-state sales exceeding
$100,000 or makes 200 or more separate sales transac-
tions into South Dakota in the previous or current year
(2016 Legislative Assemb., Reg. Sess. (S.C. 2016), as
codified under S.D. Codified Laws Sections 10-64-1
through 10-64-8).

While predicting the outcome of the case is the sub-
ject of much debate among experts, most commenta-
tors agree that Congress will be under pressure to take
action regardless of who wins. If the Court rules in fa-
vor of South Dakota and reverses its prior decision in
Quill, small and medium size companies (without a
physical presence) may be required to collect and remit
sales tax, file returns, and be subject to audit after a
single sale to a customer in another state. On the other
hand, if the Court upholds the Quill decision, substan-
tial uncertainty will remain regarding compliance obli-
gations under an array of recently enacted state statutes
containing a variety of other untested ‘‘nexus’’ stan-
dards and onerous reporting requirements: Over the
last few years, a number of states enacted legislation
with new nexus standards, including click-through
nexus, economic nexus, cookie nexus, marketplace
provider nexus, as well as Colorado-style reporting re-
quirements.
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Congress Previously Crafted a
Solution to State Tax Uncertainty

Triggered by New Wireless
Technology

For a point of reference in determining how to ad-
dress these issues, Congress should look at how it suc-
cessfully worked with industry groups and other stake-
holders to resolve similar uncertainties related to state
and local taxation of wireless service precipitated by
tremendous changes in wireless technology over the
past few decades:

A businesswoman who lives in New Jersey and
works in New York makes a phone call to a colleague
in California while traveling from an airport in Virginia
through D.C. to a meeting in Maryland. Who gets to tax
the call? Prior to 2000, the law was unclear as to which
state(s) had authority to tax such a call. In fact, prob-
ably no state had clear authority to tax the call, even
though multiple states might claim authority to tax the
call.

In 1984, when the Federal Communications Commis-
sion gave Motorola approval to sell the first cell phones
for commercial use, no one imagined the role that they
would play in all of our lives. In the three decades since,
cell phones have replaced car phones, and we have wit-
nessed the increasing tendency of millennials to ‘‘cut
the cord’’ and rely exclusively on their mobile phones.
A recent study by the CDC found that by 2016 more
than half of U.S. homes and apartments had shifted to
cell phone service only (Centers for Disease Control
and Prevention’s National Health Interview Survey
(May 2017)). The tremendous growth of the industry
was accompanied by changes in how communications
services were billed to consumers and the ‘‘packaging’’
of wireless calling plans. Amidst all these changes, state
and local governments sought to protect tax revenues
collected from telecommunication services. These
changes created significant uncertainty and pressure as
to how wireless services would be taxed under outdated
state and local tax statutes drafted for the Ma Bell state-
regulated phone system.

At first, the courts were asked to provide answers.
The Supreme Court in Goldberg v. Sweet, 488 U.S. 252
(1989) approved a ‘‘two-out-of-three’’ test for the taxa-
tion of interstate (fixed-line) telephone calls. Under
Goldberg, the Court found an Illinois excise tax im-
posed on interstate calls to be constitutional under the
Commerce Clause because only a state where the call
originated or terminated and was charged to a ‘‘service
address’’ could tax the call (regardless of where it was
billed or paid). The service address was commonly un-
derstood to be the home or office location of the phone.
However, the test didn’t work for wireless service, be-
cause the ‘‘service address’’ is not a single, fixed
location—the location may shift during the course of a
call and may differ from the location where the call
originates and terminates. However, when it became
clear that the courts’ solutions did not work well for
wireless service, Congress stepped in to work with in-
dustry groups, state and local government groups and
other stakeholders to develop a clear and comprehen-
sive solution to uncertainty created by the mobility of
this new technology—the Mobile Telecommunications
Sourcing Act, P.L. 106-252, 4 U.S.C. Sections 116-126
note (2000) (the ‘‘MTSA’’).

The MTSA addressed the thorny question of how to
‘‘source’’—or which state or locality gets to tax—sales
of wireless service when the consumer is mobile and a
single call is handed off between various communica-
tions providers as it passes through numerous states.
The MTSA provides a uniform nationwide rule for
sourcing wireless tax revenues based on the customer’s
‘‘place of primary use’’ address (‘‘destination’’ sourcing
approach), including requirements for businesses to se-
cure a customer’s ‘‘tax address,’’ while also providing
companies with ‘‘hold harmless’’ protection. MTSA’s
uniform rule provided substantial certainty, signifi-
cantly reduced administrative costs, and minimized tax
controversies for wireless companies providing and
selling interstate wireless services over nationwide
communications networks to customers in tax jurisdic-
tions throughout the country.

This MTSA process, where stakeholders worked to-
gether to develop solutions to tough issues, could serve
as a model for a Congressional solution to the Internet
sales tax controversy.

Although the Court has jurisdiction under the Consti-
tution to decide the issue, as a judicial body it is unlikely
to resolve a number of lingering issues. Congress, on
the other hand, has authority under the Commerce
Clause as well as the tools to establish a framework that
resolves ambiguities related to uncertain nexus stan-
dards, inconsistent tax base definitions, the risk of ret-
roactive application, and confusing compliance require-
ments applicable to sales and use taxes across 45 states
and thousands of localities. These tools make Congress
the best forum to provide clear prospective guidance
and uniform rules that address valid concerns raised by
both parties in the oral argument, as highlighted by Jus-
tice Kagan (Transcript of Oral Argument at p23, ln 20-
23).

Key Elements of a Solution
Both sides agree that substantial simplification is ap-

propriate if businesses are going to be required to col-
lect sales and use taxes across state lines. The states,
working with the business community, developed a
number of simplification recommendations through the
Streamlined Sales Tax Project (SSTP), many of which
were included in federal legislation introduced in prior
Congresses. Some of the common features in these pro-
posals include: uniform state and local tax base defini-
tions, uniform and simple sourcing rules, one sales and
use tax rate and base per state (as well as uniform limi-
tations on rate and base changes), uniform rules for tax
returns/forms, uniform exemption administration rules,
uniform electronic filing and remittance methods, cen-
tralized state-level audit and administration rules.

The wireless sourcing issue resolved by MTSA—how
tax revenues should be ‘‘sourced’’ or which jurisdiction
is entitled to the revenue from taxing interstate sales
transactions—is an area of conflict between bills intro-
duced by Senator Enzi (R-Wyo.) (the ‘‘Marketplace
Fairness Act’’) and Representative Kristi Noem (R-S.D.)
(the ‘‘Remote Transactions Parity Act’’ (RTPA)), which
both propose using a ‘‘destination’’ sourcing approach,
and a draft proposal circulated by House Judiciary
Chairman Bob Goodlatte (R-Va.) (the ‘‘Online Sales
Simplification Act’’), which proposes using an ‘‘origin’’
sourcing approach. There are a number of consider-
ations to work through, such as what approach will be
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least burdensome for various businesses (e.g., online
retailers, brick and click retailers), what method will
ensure tax equity between competitors, and how to sim-
plify tax administration.

If businesses are to become subject to a duty to col-
lect sales taxes on behalf of state and local govern-
ments, Congress should provide businesses with
greater certainty. Similar to the SSTP process, clear
and uniform state and local tax base definitions could
be agreed to and adopted by the states to achieve useful
simplification. The following are a few additional rec-
ommendations:

s Clear Guidance Regarding Nexus—Expansion of
the duty to collect tax to remote sellers that have not
been required to collect taxes in the past should be de-
fined by clear rules regarding what will constitute suffi-
cient nexus for sales tax purposes. As described earlier,
various states recently enacted legislation with new
sales tax nexus standards. The inclusion of clear and
consistent nexus standards by states that simplify their
sales tax systems would substantially increase certainty
for businesses. Businesses may also want clarity re-
garding what will constitute nexus for business activity
tax purposes.

s Vendor Compensation—Rep. Noem’s bill (RTPA)
endorses a system of certified software providers that
would be paid by the states to file returns and represent
remote sellers during audits. However, some retailers
may have systems already in place and prefer to file
their own returns and handle their own audits, particu-
larly brick and click retailers who are already required
to comply with tax collection, filing, and audit require-
ments in states where they have a physical presence. If
states are willing to pay certified software providers to
remit and administer sales tax collection obligations on
behalf of retailers, then they should be willing to pay
vendor compensation, commensurate with the compli-
ance burden, to the sellers themselves to administer the
collection, remittance and filing of such taxes.

s Simplified Filing, Remittance, and Audit Proce-
dures for Online Sellers—As was highlighted in the oral
argument before the Supreme Court in April, if the

physical presence standard is eliminated, businesses
may be required to collect tax upon their first taxable
sale into a state (Transcript of Oral Argument at p6, ln
10-13). Rules and procedures related to tax compliance
and administration of state and local sales tax systems
will need to be simplified substantially to avoid busi-
nesses being subject to compliance requirements in
thousands of taxing jurisdictions. The European Com-
mission faces similar challenges and developed solu-
tions related to filing, remittance and audit procedures
with respect to the taxation of sales transactions be-
tween a purchaser in one member country and a cus-
tomer in another.

s Federal Court Jurisdiction—Businesses need cer-
tainty and consistency if they are to be expected to col-
lect taxes on behalf of state and local tax authorities.
Businesses should be able to resolve disputes in federal
court that arise under federal legislation related to the
taxation of interstate commerce. Congress previously
granted such authority to railroads (4R Act) and more
recently to certain wireless providers (Omnibus Spend-
ing Bill, Section 620, enacted in March 2018) to ensure
greater consistency across the states and reduce the
risk of bias attributable to state budget pressures in
state courts.

Conclusion
The enactment of the MTSA by Congress provided

states, businesses and consumers with a win-win solu-
tion. The same is possible for states, businesses and
consumers with respect to the online sales tax issue.
The process used to negotiate and pass MTSA serves as
a model to resolve the Wayfair dilemma.

Annabelle Canning is a partner at Capitol Tax Part-
ners in Washington, D.C., where she specializes in fed-
eral legislative solutions to interstate (state and local)
tax issues. Ms. Canning was involved in wireless indus-
try efforts to develop and enact the Mobile Telecommu-
nications Sourcing Act. Ms. Canning was also involved
in industry efforts to introduce and enact Federal legis-
lation making the Internet Tax Freedom Act (ITFA) per-
manent.
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