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STATE DIGITAL SERVICES TAXES:
A GOOD AND PERMISSIBLE IDEA
(DESPITE WHAT YOU MIGHT HAVE HEARD)

Young Ran (Christine) Kim* & Darien Shanske**

Tax systems have been struggling to adapt to the digitalization of the economy.
At the center of the struggles is taxing digital platforms, such as Google or Facebook.
These immensely profitable firms have a business model that gives away “free” services,
such as searching the web. The service is not really free; it is paid for by having the
users watch ads and tender data. Traditional tax systems are not designed to tax such
barter transactions, leaving a gap in taxation.

One response, pioneered in Europe, has been the creation of a wholly new tax to
target digital platforms: the Digital Services Tax (DST). Though controversial, ten
states have entertained imposing a DST, and Maryland actually did so. Maryland’s
tax was immediately challenged, with the strongest argument against the tax being that
it is preempted by the Internet Tax Freedom Act. There is considerable consensus that
Maryland’s tax is in serious trouble, and a judge in Maryland recently found it
preempted and unconstitutional. We contend that this decision and this consensus is
wrong and that states should not abandon a promising solution to a set of pressing
problems.
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institutions may reproduce and distribute copies of this Article in any format at or below
cost, for educational purposes, so long as each copy identifies the authors, provides a cita-
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A DST is a tax on consumption from the barter side of platforms that is not cur-
rently taxed. With this policy goal in mind, the main legal objections to DSTs appear
much weaker because those claims rely on the notion that the tax is discriminatory
against internet activity. In fact, there is no discrimination; DSTs are just a different
tax used to capture untaxed digital purchases in response to different business models.
We further offer other normative arguments for DSTs, including that they tax digital
platforms that enjoy supranormal returns. Finally, we respond to policy objections as
to potential tax pyramiding, regressive tax incidence, administrative difficulties, and
the use of sales tax and corporate income tax instead of imposing DSTs.
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INTRODUCTION

How to tax the digital economy is a topic that has set the world’s
tax community aflutter.! This makes sense. Not only is the digital
economy big? and growing,® but it operates differently than the tradi-
tional brick and mortar economy, putting a strain on international and
national tax systems that were designed a century ago.* Accordingly,
the Organization for Economic Co-operation and Development
(OECD) /G20’s global tax deal, joined by almost 140 countries in Oc-
tober 2021, proposes to reform the outdated tax rules for the digital
economy.’

One challenge posed by the digital economy relates to which ju-
risdiction has the power to impose a tax on e-commerce transactions.
A state or a country needs to establish sufficient nexus to a business in
order to tax business activities associated with the state. Such a nexus
traditionally required a physical presence, like an office within the tax-
ing state, and thus a state could not tax income or consumption

1 SeeRuth Mason, The Transformation of International Tax, 114 AM. J. INT'L L. 353, 386
(2020); Lilian V. Faulhaber, Taxing Tech: The Future of Digital Taxation, 39 VA. TAX REV. 145
(2019); Young Ran (Christine) Kim, Digital Services Tax: A Cross-Border Variation of the Con-
sumption Tax Debate, 72 ALA. L. REV. 131 (2020).

2 A recent—but prepandemic—study shows that the digital economy accounted for
nine percent ($1,849.3 billion) of the U.S. gross domestic product (GDP) ($20,580 billion)
in 2018, supporting 8.8 million jobs in the United States. JESSICA R. NICHOLSON, U.S. BU-
REAU OF ECON. ANALYSIS, NEW DIGITAL ECONOMY ESTIMATES 2-3 (2020).

3 Seeid. at 3.

4 Action 1 Tax Challenges Arising from Digitalisation, ORG. FOR ECON. COOP. DEV.,
https://www.oecd.org/tax/beps/beps-actions/actionl/ [https://perma.cc/W4E]J-FCYZ].

5 See ORG. FOR ECON. COOP. DEV., STATEMENT ON A TWO-PILLAR SOLUTION TO AD-
DRESS THE TAX CHALLENGES ARISING FROM THE DIGITALISATION OF THE ECONOMY (2021)
[hereinafter OECD, STATEMENT].
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generated from remote sales by out-of-state businesses. This was not a
big problem when a remote sale meant placing an order by phone.
However, the rise of e-commerce has increased the magnitude of re-
mote sales exponentially, punching a big hole in sales (consumption)
tax bases around the world. What is needed is a shift to nexus based
on significant economic presence. The recent OECD/G20’s global tax
deal provides for such a change of rules at the international level.®
Within the United Sates, the states have generally already adopted sub-
stantial economic presence standards because the U.S. Supreme Court
removed the main obstacle to them doing so in 2018 in a case called
South Dakota v. Wayfair, Inc.”

However, updating the nexus rules is not all that is necessary to
update tax systems for the modern economy. Expanding the nexus
rules allows states to tax traditional brick and mortar transactions (say
buying a book) that have migrated to the internet. However, these
rules do not help states tax new kinds of transactions made possible by
the internet—and that should be subject to tax. We are particularly
referring to transactions made possible by the digital platform econ-
omy, such as Google, Amazon, Facebook, and Apple. Digital platforms
operate in a multisided market that connects multiple distinct user
groups,® such as user-consumers and user-advertisers in Google (digital
advertising platforms) or user-sellers and user-buyers in Amazon
(online marketplace platforms).® Digital platforms provide the users
with certain network benefits, meaning that the value of a product or
service provided by a platform increases according to the number of
others using it.! The platforms have proprietary technology that al-
lows them to offer improved services as more users participate.

To illustrate the new tax problems in the platform economy, con-
sider the hypothetical example of Mary. Mary, a single millennial law-
yer living in Maryland, wants to purchase new business attire online.
Mary is particularly interested in basic business casual, not too

6  See ORG. FOR ECON. COOP. DEV., TAX CHALLENGES ARISING FROM DIGITALISA-
TION—REPORT ON PILLAR ONE BLUEPRINT: INCLUSIVE FRAMEWORK ON BEPS 19 (2020).

7 See138 S. Ct. 2080, 2099 (2018).

8 ORG. FOR ECON. CooP. DEV., TAX CHALLENGES ARISING FROM DIGITALISATION—
INTERIM REPORT 2018: INCLUSIVE FRAMEWORK ON BEPS 30 (2018) [hereinafter OECD, 2018
REPORT].

9 Digital advertising platforms differ from online marketplace platforms because in
the former, there is no cash flow on one side of the market, whereas, in the latter, there can
be cash flow on both sides. Although tax problems associated with untaxed barter transac-
tions are common in both platforms, the challenge of taxing these transactions is more
pressing in digital advertising platforms. Accordingly, this Article focuses on digital adver-
tising platforms. See infra subsection 1.B.2.

10 See CARL SHAPIRO & HAL R. VARIAN, INFORMATION RULES: A STRATEGIC GUIDE TO
THE NETWORK ECONOMY 13 (1999).
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luxurious, and she begins “googling” key words like “business casual
for women.” For no explicit charge, Google shows search results, such
as suits by J. Crew, Banana Republic, and H&M. Mary clicks only on J.
Crew and skips other brands. For Google, the data it collects from
Mary about “business casual for women” is information that it can, and
does, monetize in order to provide its “free” service. So, it is not sur-
prising that when Mary visits her favorite YouTube channel to watch a
new video clip, YouTube shows an advertisement for J. Crew, which
Mary is now more likely to click on or at least not to skip.

In sum, digital platforms (Google) sell user-advertisers (J. Crew)
precisely targeted, individualized, and verifiable access to user-consum-
ers (Mary). Their business practice relies on two-sided, mutually reen-
forcing transactions. On one side, user-advertisers pay digital advertis-
ing platforms to place their ads in front of user-consumers. On the
other, the platforms engage in a barter with user-consumers: exchang-
ing services (e.g., social networking, search, maps, etc.) for the right to
place targeted advertising in front of them and to collect enormous
amounts of user data (e.g., where those users browse the web, how they
use the platforms’ services, or whether they click on an ad) including
by installing small bits of tracking code on user-consumers’ comput-
ers.!! These transactions are often conducted simultaneously, and the
success of the first side of the transaction depends at every step on the
barter exchange (e.g., platforms simultaneously show a user-consumer
a targeted ad, collect data about that users’ activities, adapt ads in real
time to increase chance of affecting user behavior, and get paid by the
advertiser based on the user’s activities).

Digital platforms create the same tax challenges regarding physi-
cal presence as more traditional e-commerce does (think buying a
book through Amazon) because digital platforms are not bound by ge-
ographical location of service delivery. However, there is an additional
tax problem created by digital platforms due to the features associated
with operating in a two-sided market. First, unlike the traditional tax
problems that involve two competing tax jurisdictions, digital plat-
forms can involve three competing tax jurisdictions where platforms
(Google in California), user-advertisers (J. Crew in New York), and
user-consumers (Mary in Maryland) are located. Neither international
nor multistate tax rules were designed with this structure in mind.!?
Second, the provision of data from Mary in Maryland in the barter
transaction side of the platform generates extraordinary profits for

11 See Adam B. Thimmesch, Transacting in Data: Tax, Privacy, and the New Economy, 94
DENV. L. REV. 145 (2016).
12 See OECD, STATEMENT, supra note 5.
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platforms on the advertising side.! But the barter transactions are not
recognized or taxed in any state, resulting in a large and growing gap
in the sales (consumption) tax.

Digital advertising platforms collect an enormous amount of data
about their user-customers—everything from a user’s demographics
and her friend network to her web history and geolocation relative to
another user."* And this data is immensely valuable. Digital advertis-
ing platforms feed it all into sophisticated algorithms that allow them
to precisely target users and command higher bids from advertisers.!5
So, user data is analogized as the new “oil” in the twenty-first century,!®
and it is reasonable for market states (Maryland) to expect to collect
tax revenue from the platforms, especially from the barter transaction
between platforms and its resident user-consumers (Mary).

In response to the perceived failure to tax the profits of very prof-
itable providers of digital services,!” several big market nations, in par-
ticular the United Kingdom, France, and other European countries,

13 See, e.g., Edward Fox & Zachary Liscow, A Case for Higher Corporate Tax Rates, 167
TAX NOTES FED. 2021, 2028 (2020) (“Evidence increasingly suggests that the U.S. economy
suffers from growing rents, whether because of larger network effects and other returns to
scale, increasing industry concentration, increases in common ownership, reduced antitrust
enforcement, or other factors.” (footnotes omitted)); Laura Power & Austin Frerick, Have
Excess Returns to Corporations Been Increasing over Time?, 69 NAT'L TAX J. 831, 837 (2016)
(“The calculations therefore suggest that industries that hold intangible assets seem to earn
higher than average excess returns.”); Wei Cui, The Digital Services Tax: A Conceptual Defense,
73 TAX L. REV. 69, 70-73, 85 (2019).

14  Facebook collects users’ location, demographics, interests and hobbies, behavior
such as purchases and device usage, and “connections.” See Ad Targeting, META, https://
www.facebook.com/business/ads/ad-targeting [https://perma.cc/E6RP-RLLB]. Google
has information on, at least, its users’ ages, genders, parental statuses, search histories, in-
terests, and affinities. See Reach a Larger or New Audience with Google Display Network Targeting,
GOOGLE ADS, https://ads.google.com/intl/en_id/home/resources/reach-larger-new-au-
diences/ [https://perma.cc/A5HZ-HEDC].

15 See Spandana Singh, Special Delivery: How Internet Platforms Use Artificial Intelligence
to Target and Deliver Ads, NEW AM. (Feb. 18, 2020, 8:44 AM), https://www.newamerica.org
/oti/reports/special-delivery/ [https://perma.cc/V6PU-ZXKC]; How to Be Successful with
Google Ads, GOOGLE, https://support.google.com/google-ads/answer/60809492hl=en/
[https://perma.cc/6FZ3-YY4Z] (“Through Google Ads, you can create online ads to reach
people exactly when they’re interested in the products and services that you offer.” (emphasis
added)).

16  Kiran Bhageshpur, Data Is the New Oil—and That’s a Good Thing, FORBES (Nov. 15,
2019, 8:15 AM), https://www.forbes.com/sites/forbestechcouncil/2019/11/15/data-is-
the-new-oil-and-thats-a-good-thing/?sh=1e43cb3f7304  [https://perma.cc/4Z9U-97THW];
Amol Mavuduru, Is Data Really the New Oil in the 21st Century?, TOWARDS DATA ScCI. (Dec. 11,
2020), https://towardsdatascience.com/is-data-really-the-new-oil-in-the-21st-century-
17d014811b88 [https://perma.cc/TJG8-B2RY].

17  Daniel Shaviro, Mobile Intellectual Property and the Shift in International Tax Policy from
Determining the Source of Income to Taxing Location-Specific Rents: Part One, 2020 SING. J. LEGAL
STUD. 681, 681-82.
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have imposed a special tax on digital services, called Digital Services
Taxes (DSTs)."® Heated debate and pushback from the United States
ensued because the U.S. and the big tech firms argue that DSTs in ef-
fect target U.S. tech giants, and are thus discriminatory.’ There is now
a tentative agreement as part of the OECD /G20 global tax deal to ad-
dress the digital economy, a framework that is meant to supersede in-
dividual national DSTs. The United States supports the new global tax
deal, and in return, it successfully included a provision that participat-
ing countries are required to repeal their DSTs.2 At the time of writ-
ing, however, the future of this tax deal, known as Pillar One, is very
much in doubt.?!

Meanwhile, in the United States, at least ten states have consid-
ered imposing DSTs,?? and Maryland actually did so—over the Gover-
nor’s veto.?> Maryland’s DST is modeled on European DSTs in that
taxes are based on the platform’s global annual gross revenue.?* But

18 Elke Asen & Daniel Bunn, What European OECD Countries Are Doing About Digital
Services Taxes, TAX FOUND. (Nov. 22, 2021), https://taxfoundation.org/digital-tax-europe-
2020/ [https://perma.cc/5TTT-LRPK] (“Austria, France, Hungary, Italy, Poland, Portu-
gal, Spain, Turkey, and the United Kingdom have implemented a DST. Belgium, the Czech
Republic, and Slovakia have published proposals to enact a DST, and Latvia, Norway, and
Slovenia have either officially announced or shown intentions to implement such a tax.”).

19  See Diane Bartz, Big Tech Supports Global Tax, but Wants Digital Services Levies Axed,
REUTERS (June 8, 2021, 5:28 PM), https://www.reuters.com/world/middle-east/big-tech-
supports-global-tax-wants-digital-services-levies-axed-2021-06-07 / [https://perma.cc
/T7M9-76SD?type=image]; David Lawder, USTR Says Austria, Spain, UK Digital Taxes Dis-
criminate Against U.S. Firms, REUTERS (Jan. 14, 2021, 11:51 AM), https://www.reuters.com
/article /us-usa-trade-digital-tax /ustr-says-austria-spain-uk-digital-taxes-discriminate-against-
u-s-firms-idUSKBN29J2AZ [https://perma.cc/533P-YRY4].

20  Press Release, U.S. Dep’t of the Treasury, Joint Statement from the United States,
Austria, France, Italy, Spain, and the United Kingdom, Regarding a Compromise on a Tran-
sitional Approach to Existing Unilateral Measures During the Interim Period Before Pillar
1 Is in Effect (Oct. 21, 2021), https://home.treasury.gov/news/press-releases/jy0419
[https://perma.cc/B3VD-RPSC]; see OECD, STATEMENT, supra note 5, at 3.

21  See, e.g., Mindy Herzfeld, Who Killed Pillar 12,107 TAX NOTES INT’L 389 (2022); Jeff
VanderWolk, Pillars One and Two: Does the OECD Have a Tiger by the Tail?, BLOOMBERG TAX
(Nov. 18, 2021, 4:45 AM), https://news.bloombergtax.com/tax-insights-and-commentary
/pillars-one-and-two-does-the-oecd-have-a-tiger-by-the-tail / [https://perma.cc/CQRY-
QVCF].

22 JARED WALCZAK, TAX FOUND., STATES CONSIDER DIGITAL TAXES AMIDST CONFLICT-
ING RATIONALES 3 (2021) (indicating that Arkansas, Connecticut, Indiana, Massachusetts,
Montana, New York, Texas, Washington, and West Virginia have all introduced some type
of digital tax bill in 2021); see also infra Appendix.

23  TIMOTHY VERMEER & SAVANNA FUNKHOUSER, TAX FOUND., STATE TAX CHANGES EF-
FECTIVE JANUARY 1, 2022, at 7 (2022).

24 David McCabe, Maryland Approves Country’s First Tax on Big Tech’s Ad Revenue, N.Y.
TIMES (Feb. 12, 2021), https://www.nytimes.com/2021/02/12/technology/maryland-dig-
ital-ads-tax.html [https://perma.cc/VP2V-74RQ)]. For the details of Maryland’s DST, see
infra Section 1.D.
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the tax rate varies from 2.5% to 10% and narrows the scope to digital
advertising platforms only.?> To meet the tax threshold, a taxpayer
must have $100 million of global annual gross revenue from all sources
and at least $1 million annual gross revenues derived from digital ad-
vertising services in Maryland.2

However, before the tax became effective on January 1, 2022, Mar-
yland immediately had its tax challenged in both federal and state
court.?’” The plaintiffs in both cases make many arguments, but their
strongest arguments rely on the claim that Maryland’s DST discrimi-
nates against the digital economy, which makes prima facie sense be-
cause it is a tax on digital advertising. And a state judge in Maryland
sided with the plaintiffs and agreed that the DST did discriminate
against electronic commerce and failed scrutiny under the Dormant
Commerce Clause.?

Even leading commentators sympathetic to some kind of in-
creased digital taxation were worried that Maryland’s DST would be
vulnerable to these legal attacks.?” Accordingly, several of these same
commentators have proposed different structures that they believe are
more likely to survive the inevitable legal onslaught.?* We think that
many of these alternatives are appealing both as a matter of law and
policy. Nevertheless, we argue that it is too soon to abandon the Mar-
yland model, that the prima facie case against the tax is weaker than it
seems. There are primarily two interrelated reasons for this. First, as
a policy matter, the Maryland model®! is designed to advance the tax
policy goal of taxing otherwise untaxed consumption in the barter
transactions of the platforms. Second, as a legal matter, once it is un-
derstood that Maryland’s DST is designed to tax consumption that is

25  MD. CODE ANN., TAX—GEN. § 7.5-103 (West 2022).

26 See id.

27  Complaint for Injunctive and Declaratory Relief, Chamber of Com. of the U.S. v.
Franchot, No. 21-cv-00410 (D. Md. Feb. 18, 2021); Complaint for Declaratory Judgment,
Comcast of Calif./Md./Pa./Va./W. Va. v. Comptroller of the Treasury, No. C-02-CV-21-
000509 (Md. Cir. Ct. Apr. 15, 2021).

28  As of the date of this draft, the authors only have press reports about the hearing
in which the judge ruled from the bench, so we cannot evaluate her reasoning in any detail.
Andrea Muse, Judge Strikes Down Maryland Digital Ad Tax, 106 TAX NOTES STATE 311, 312
(2022) (“[The Judge] agreed with the plaintiffs that there were no relevant facts in dispute
and the product or service at issue in this case was advertising, and ‘advertising is advertis-
ing.””). Given the speed with which the judge sided with the plaintiffs, we suspect that the
final opinion, if there is one, will track their reasoning, which we address in this Article.

29 See, e.g., Robert D. Plattner, Taxing Big Data: The Severance Tax Model, 99 TAX NOTES
STATE 1227 (2021); Andrew Appleby, Subnational Digital Services Taxation, 81 MD. L. REV. 1,
26-40 (2021).

30 See, e.g., Appleby, supra note 29; Plattner, supra note 29; S. 4959, 2021-2022 Leg.,
Reg. Sess. (N.Y. 2021); ¢f. Omri Marian, Taxing Data, 47 BYU L. REV. 511, 551-60 (2022).

31 MD. CODE ANN., TAX—GEN. § 7.5-103 (West 2022).
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currently untaxed but is similar to transactions that are currently taxed,
then the tax is much easier to defend from the claim that it is a dis-
criminatory tax.

Despite the merits of Maryland’s DST, we are among the few schol-
ars defending Maryland’s tax doctrinally and normatively.?> However,
many state tax policymakers understand an important tangible benefit
of DSTs—they can effectively generate substantial amounts of revenue
from digital platforms.? Digital platforms, once successful, can reach
monopolistic, or near-monopolistic positions because of the distinctive
features of the platforms, such as network effects and low marginal
costs.?* Revenues collected from those thriving platforms can serve var-
ious public policy goals, such as social safety net programs and restor-
ing economies harmed by the pandemic.®** Therefore, it is important
to understand the reason why DSTs are a strong policy choice for ad-
dressing the platform economy and thus worth defending, which is the
goal of this Article.

This Article provides various contributions to the scholarship on
tax, technology, and federalism. First, it offers a comprehensive case
for DSTs, building on arguments already in the literature. We think
that whatever might happen with the international tax negotiations,
DSTs represent sound tax policy and are not simply a negotiating tool
of foreign countries. In particular, we explain that DSTs can function
as a tax on currently untaxed consumption that should be subject to
tax. Relatedly, we also argue that despite the traditional public finance
critique of gross receipts taxes like DSTs, a gross receipt tax in this con-
text is appropriate because it is the gross receipts that roughly measure
the size of the untaxed consumption.

32 We filed an amicus brief in the federal case in collaboration with a think tank. See
Brief of Amici Curiae Tax Law Professors in Support of Defendant’s Opposition to Plaintiffs’
Motion for Summary Judgment, Chamber of Com. of the U.S. v. Franchot, No. 21-cv-00410
(D. Md. Sept. 20, 2021); ¢f. David D. Stewart, Lauren Loricchio & Richard D. Pomp, The
Fight over Maryland’s Digital Advertising Tax, Part 2, TAX NOTES TALK (Nov. 18, 2021),
https://www.taxnotes.com/tax-notes-talk/podcast/fight-over-marylands-digital-advertis-
ing-tax-part-2/7cm9w/ [https://perma.cc/7QCP-LK36]; Michael J. Bologna & Sam
McQuillan, Big Tech Challenges Maryland’s Pioneering Digital Ad Tax (1), BLOOMBERG TAX
(Feb. 18, 2021, 6:14 PM), https://news.bloombergtax.com/daily-tax-report-state /big-tech-
challenges-marylands-digital-advertising-law/ [https://perma.cc/8NLL-9L2X] (quoting
Stephen P. Kranz, stating his view that Maryland’s DST is an unconstitutional violation of
the Internet Tax Freedom Act).

33 Michael J. Bologna, States Eye Amazon, Facebook, Google for Untapped Digital Ad Tax,
BLOOMBERG TAX (Dec. 14, 2020, 4:46 AM), https://news.bloombergtax.com/daily-tax-re-
port-state /states-eye-amazon-facebook-google-for-untapped-digital-ad-tax / [https://
perma.cc/U97T-EB6Q].

34 Kim, supranote 1, at 142, 178-79.

35  See Bologna, supra note 33.
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Second, and building on the fact that DSTs are on solid policy
ground, we further explain why they are appropriate for states. In the
United States, it is the states, such as Maryland, and not the federal
government, which levy consumption taxes and so it is state tax bases
that are being eroded by the rise of digital barter transactions.

Finally, we connect these policy arguments to the legal arguments
made against Maryland’s tax. As far as we know, no one has made these
connections before and we argue they should be dispositive of the chal-
lenges against the tax (in Maryland’s favor) or, failing that, these argu-
ments illustrate how a slightly different version of a state-level DST
could pass muster.

The remainder of this Article proceeds as follows. Part I offers a
brief overview of the platform economy and discusses the unique tax
problems of the digital platforms. Part II provides normative policy
arguments in support of DSTs as a solution to the new tax problems
identified in PartI. Part III analyzes the legal issues that the Maryland’s
DST faces. Part IV responds to various policy objections as to potential
tax pyramiding, regressive tax incidence, administrative difficulties,
and the use of existing sales tax and corporate income tax. The Article
concludes that a better approach for taxing digital platforms is not to
dismiss DSTs as a potential solution but rather to improve DSTs.

I. UNPACKING THE PLATFORM ECONOMY

As a general matter, we are assuming our readers do not need to
be introduced to the size and importance of the digital economy, nor
the major economic players that dominate it. Nevertheless, in this Part
we will provide a primer on digital platforms, with a special emphasis
on the unique tax challenges they pose. This Part will then summarize
events at the international, federal, and state level to respond to the
new tax challenges in the platform economy.

A. Defining Platforms

Many businesses are making money online. If you are an artist
selling handicrafts on your personal homepage, then, in a sense, you
are an online business. Yet selling tangible personal property over the
internet is in many ways just shifting a traditional economic activity
onto the internet. This shift has had its complicated implications for
tax, but such businesses are not our focus—and are not what are giving
the tax community such heartburn at the moment.

Our focus is on firms that have a business model that has less of a
traditional economy analogue. In particular, certain digital firms op-
erate within the new digital economy through connecting various



2022] STATE DIGITAL SERVICE TAXES 751

groups using online platforms.?® Prominent examples are Google, Ap-
ple, Facebook, and Amazon, collectively called GAFA.?” Thus, for ex-
ample, Facebook connects you to a social network you choose while
also connecting you to ads that you only sort of chose. You don’t pay
money to Facebook for access to the network, but Facebook is making
money through selling you ads (and likely selling your information
too).

In the context of tax, the OECD defines digital platforms by de-
lineating various features.®® Those include (1) network effects that
generate market power, (2) two- or multisided business models involv-
ing complex pricing mechanisms for profit maximization, (3) zero or
negligible marginal cost, and (4) geographic mobility in profit recog-
nition and location of service delivery.?® We will further explain each
of the OECD features below.

B. Distinctive Features of Multisided Platforms

1. Different User Groups and Network Effects

Typically, digital platforms conduct two-sided, mutually reinforc-
ing transactions with two sets of participants.* The first exchange is a
cash exchange between the platform and advertisers. An advertiser
(e.g., a shoe store) pays the platform (e.g., Google or Facebook) to
place an ad in front of targeted users, either directly to the platform’s
own users (e.g., inserting ads into a user’s Facebook feed) or in digital
space on third-party websites or mobile apps (like the Baltimore Sun)
for a cut of the platform’s fee. The second related transaction involves
a barter exchange between the platform and a user (e.g., a Google
user). The user allows the platform to show them advertisements and
collect massive amounts of personal data in exchange for services (like
web browsing, videos, or a constant stream of kitten photographs).*

These two sides of the transaction are deeply intertwined in both
a business and technical sense. The collection of data allows the plat-
form to target users, which is the very service being sold to advertisers:

36 Kim, supranote 1, at 133-34; Erik Hovenkamp, Platform Antitrust, 44J. CORP. L. 713,
720 (2019) (defining two-sided platform as a firm with two distinct customer groups where
the demand for services depends on the price and the extent of the other group’s partici-
pation).

37  Sarah Paez, Companies, NGOs Want CCCTB in EU Corporate Tax Plan, 102 TAX NOTES
INT’L 235, 236 (2021).

38  See Cui, supranote 13, at 73; OECD, 2018 REPORT, supra note 8, at 20-27.

39 OECD, 2018 REPORT, supra note 8, at 26-27.

40 Kim, supranote 1, at 141-45.

41 Data collection techniques fall into four general categories: web tracking, location
tracking, cross-device tracking, and browser fingerprinting. Singh, supra note 15, at 11-12.
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targeted and individualized access to users.*? It is thus not surprising
that there is evidence that digital advertising is more effective than tra-
ditional advertising.*® Note that the very act of displaying an ad is both
(1) an ad impression for which the user-advertiser pays and (2) a data
collection tool for the platforms, allowing them to further refine future
ad placement.** In other words, the behavior of users, even while view-
ing an ad, allows the platform to more precisely target them, and hence
make money.

By connecting various distinct user groups, digital platforms pro-
vide network effects.*> A network effect exists when the value of a prod-
uct or service provided by a business to one group of users increases
according to the number of another group of users on the other mar-
ket side.* Put another way, network effects create “positive feedback
loops.”” Value increases as more users join networks and the increase
in value incentivizes other individuals to become users continuing the
cycle.® For example, the more user-customers use Google rather than
Yahoo for searching information online, the more attractive Google
becomes to the user-advertisers.

These reinforcing network effects work to increase value, and the
necessity of balancing different sides of the market often results in dif-
fering pricing mechanisms,* discussed in the next section.

2. Two-Sided Market and Differing Pricing Mechanisms

Many highly digitalized businesses have developed pricing mech-
anisms that increase users on one side in order to increase value and
users on the other side.” For example, a social media platform like
Facebook offers services to user-customers at no cost. This decision
increases the number of individuals who will use Facebook initially,
and the popularity also drives increased use among peers. Conversely,
on another side of their platform, more social media users also attract
more digital advertising users who pay Facebook to advertise to social

42 Singh, supra note 15, at 15.

43 Amanda Parsons, Tax’s Digital Labor Dilemma, 71 DUKE L.J. 1781, 1823-25 (2022).

44 See, e.g., How Google Uses Cookies, GOOGLE PRIV. & TERMS, https://poli-
cies.google.com/technologies/cookies?hl=en-US#types-of-cookies/ [https://perma.cc
/9JGM-JHB9].

45 Kim, supranote 1, at 142.

46 Id.

47 KAIWU, THE PLATFORM ECONOMY 8 (2020).

48  Id.; see also Thomas Fetzer & Bianka Dinger, The Digital Platform Economy and Its
Challenges to Taxation, 12 TSINGHUA CHINA L. REV. 29, 34 (2019).

49 Hovenkamp, supra note 36, at 722.

50  See Herbert Hovenkamp, Antitrust and Information Technologies, 68 FLA. L. REV. 419,
432-34 (2016).
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media users. Also, many platforms that offer news magazines, music
servers, and games are free to user-customers and supported by user-
advertisers, although some platforms, such as Spotify or YouTube,
come in both a free service that user-customers must see advertising
and a premium service where the user-customers pay fees to enjoy ad-
free service.?!

Amazon’s pricing mechanism can be compared to that of Face-
book or Google in terms of the service being offered to customers at
no cost (excluding prime services), rather than attracting users for dig-
ital advertising revenue.® However, an increase in Amazon’s users is
still valuable to producers/sellers and thus beneficial for Amazon. As
more producers and sellers join in response to large numbers of user-
consumers on the other end, Amazon receives portions of profit from
a greater number of transactions.®

Despite the differing price mechanisms, all digital platforms rely
on the mobilization of user data to produce value.>* For digital adver-
tising platforms, the user data contribution occurs in barter transac-
tions. For example, Google provides search engine services to users
for free in exchange for the ability to show them ads and collect user
information. The user is not receiving the service at no expense; ra-
ther, the value offered by the user-customers’ contribution is collected

51 Id.; Kim, supranote 1, at 183-84.

52 Cf Danielle Kaye, Amazon Trots out YouTube-Sized Advertising Business, REUTERS (Feb.
3, 2022, 8:09 PM), https://www.reuters.com/business/media-telecom/amazon-trots-out-
youtube-sized-advertising-business-2022-02-04/ [https://perma.cc/XTQ8-X2EX] (indicat-
ing that Amazon reported ad revenue of $9.7 billion for Q4 and $31 billion for 2021, out-
pacing YouTube).

53 Digital platforms categorized as online marketplace platforms employ different
pricing mechanisms. For example, Uber and Airbnb charge the customer for the applica-
ble service and pay the individual providing the ride or rental accommodation after taking
a fee. Pricing, UBER, https://www.uber.com/us/en/marketplace/pricing/service-fee/
[https://perma.cc/PIQ2-SQHB]; Airbnb Service Fees, AIRBNB, https://www.airbnb.com
/help/article/1857 [https://perma.cc/T6RA-TV3N].

54  Martin Kenney & John Zysman, The Rise of the Platform Economy, ISSUES SCI. & TECH.,
Spring 2016, at 61, 62.

55  Parsons, supra note 43, at 1812 (indicating some scholars recognize the value cre-
ated by user activities as a transactional relationship outside the firm where users are con-
sumers but exchange data for services instead of money and consider it a barter exchange).
Parson argues that treating digital laborers as producers goes a considerable way in provid-
ing appropriate taxing rights to market jurisdictions without novel and controversial re-
forms like Pillar One or DSTs. Id. at 1808-10. But Parsons also recognizes that there is a
separate and potentially complementary argument to taxing the value created by users as
consumers. Id. at 1810 n.115. However, Parsons argues that there is no barter transaction
to be taxed in online marketplace platforms. See id. at 1812.
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in lieu of traditional payment.®® Though far from perfect, tax regimes
know how to tax payments in cash. Taxing a barter is another matter,
and, thus, as economic activity conducted through digital platforms
has grown, so has the problem of how to tax transactions that are in
part a barter.

For online marketplace platforms like Amazon, user-buyers offer
data in the form of search history and consumer ratings,’” and Amazon
then uses their contribution to promote popular products generating
more users, and, through network effects, more producers. Again, alt-
hough the cash flow exists on both sides of the market for Amazon, an
untaxed portion of the transaction exists because the users are, in part,
bartering with Amazon. That is the value of user data contribution,
just as described in the Google example.

Thus, though there is an untaxed portion of transactions both in
the case of Google and Amazon, it would be reasonable to differentiate
them. Digital advertising platforms like Google often facilitate trans-
actions with cash flow on the advertising side of the market and not on
the other services. On the other hand, online marketplaces consist of
digital interfaces and intermediation like Amazon, Uber, and Airbnb,
and typically involve cash flow between all user groups on multiple
sides of the market.

For digital advertising platforms where there is no cash flow on
one side of the market, the challenge of how to tax these transactions
is more pressing because the consumption they are facilitating is not
taxed at all. We thus think it is no surprise that the first generation of
digital platform taxes focus on this kind of platform. Accordingly, this
Article focuses on digital advertising platforms. We hope to move on
to online marketplace platforms in future work.*

3. Low Marginal Costs and Monopolies

In the current, highly digitalized platform economy, several large
multinational enterprises enjoy monopolistic, or near-monopolistic
positions.” Once a platform is operational, various processes are au-
tomated.® This automation means that placing ads, facilitating online

56 Herbert Hovenkamp, Antitrust and Platform Monopoly, 130 YALE L.J. 1952, 1961-62
(2021) (“[I]t would be incorrect to conclude that Google provides search services below
cost because the price to users is zero. Google obtains all its revenue from advertisers or
paid search-engine placement.”).

57  Parsons, supra note 43, at 1819-20; Cui, supra note 13, at 92.

58 However, when considering that Amazon’s advertising business is larger than
YouTube (Google), the distinction between digital advertising platforms and online mar-
ketplace platforms is likely blurred. See Kaye, supra note 52.

59  Kim, supranote 1, at 178.

60  Cui, supra note 13, at 103.
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transactions, and providing digital services to each customer no longer
require much additional labor from the platform company, resulting
in the low or negligible marginal costs for supplying one additional
unit.®’ On the other hand, setting up a network can incur large start-
up costs, from physical infrastructure (servers) to software engineers
to advertising the platform.

The negligible marginal cost in the supply side on top of the net-
work effects in the demand side tend to make the size of platform com-
panies big, raising their status as being monopolistic not only in do-
mestic market but also in the global market.®> Google has dominated
the search engine market worldwide, maintaining a 91.86% market
share as of January 2021.%® Facebook has dominated the social media
worldwide, maintaining a 69.8% market share as of January 2021.%
Theoretically, other companies could benefit from low or no marginal
cost, but incumbent digital platforms are uniquely positioned—
through early entry in the market and barriers to entry for competitors
such as high fixed costs—to expand production without sacrificing ad-
ditional profit.%> Thus, these firms employ “mutually reinforcing pro-
cesses,” such as indirect network effects, to facilitate rapid growth while
these processes make it more difficult for competitors to enter the mar-
ket.%

Scholars have drawn parallels between the monopolistic nature of
the digital economy and the rise of railroads in the late nineteenth

61 Id. at 103-04. Marginal cost is the increased cost of supplying one additional unit.
DAVID S. EVANS & RICHARD SCHMALENSEE, MATCHMAKERS: THE NEW ECONOMICS OF MULTI-
SIDED PLATFORMS 93 (2016).

62  See WU, supra note 47, at 9; Cui, supra note 13, at 73 (“[M]any digital platforms
generate revenue at zero or negligible marginal cost.”); Nikolas Guggenberger, Essential
Platforms, 24 STAN. TECH. L. REV. 237, 284-86 (2021) (describing how extreme network ef-
fects based on the difficulty of attracting customers without vendors and the difficulty of
attracting vendors without customers create enormous barriers to entry for competitors and
reduces competition); Hovenkamp, supra note 56, at 1962 (“Both high fixed costs and net-
work effects operate to give larger firms a big advantage over small ones.”).

63 Search Engine Market Share Worldwide: Jan. 2021-Dec. 2022, STATCOUNTER, https://
gs.statcounter.com/search-engine-market-share /all/worldwide/2021/ [https://perma.cc
/DAG6N-ZEGA].

64  Social Media Stats Worldwide: ~ Jan.—Dec. 2022, STATCOUNTER, https://
gs.statcounter.com/social-media-stats/all /worldwide /2021 / [https://perma.cc/F4V8-
LYRK].

65  See Guggenberger, supranote 62, at 285-86 (considering characteristics of infinitely
scalable algorithms, resulting in high fixed but low marginal costs to collect and aggregate
data).

66  Seeid. at 286 (“Data collection on the one hand and product improvements as well
as rent extraction on the other hand are mutually reinforcing processes.”).
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century.’ The network of railroads in the United States was founda-
tional to commerce, and thus control over this network allowed for the
gatekeeping of crucial markets.®® The digital platforms like Google,
Amazon, Apple, and Facebook resembles the monopolistic rise of rail-
roads due to the construction of “vast and efficient ecosystems.”® Ac-
cess to the ecosystems created by these digital platforms is necessary
for survival in the digital economy, much like access to railroad infra-
structure was requisite to success in commerce in the early twentieth
century.”’ In addition to the power that accompanies controlling ac-
cess, digital platforms, like railroads, are thought by many to abuse
gatekeeping power to promote their own services.”

The features of digital firms discussed in this section—low mar-
ginal costs, high barriers to entry, and resulting large size of the firms—
will be revisited several times throughout this Article, especially in
Part IV.

4. Ease of Profit Shifting

Digital platform companies are not the only large businesses that
engage in profit shifting, but the interaction of their business model
with the traditional rules of income taxation has made shifting profits
particularly easy for them.

Traditionally, profits have been allocated to source jurisdictions
where a business generates income only if the business had a physical
presence there. However, highly digitalized business models can now
generate profits in foreign jurisdictions without ever having a physical
presence there—thus avoiding taxation of those profits in those coun-
tries, or so-called market jurisdictions.”?

Furthermore, firms that derive significant revenue from intangi-
ble property, such as the large digital platforms, are better able to shift
profits to low-tax jurisdictions and there is significant evidence that
they do so.” Thus digital platforms are part of a small class of firms
that for structural reasons are well situated to earn high profits and not
to pay tax on those profits.

67 Id. at 239-44 (noting that like railroads, digital platforms benefited from unregu-
lated expansion into unmarked territory); Lina M. Khan, The Separation of Platforms and
Commerce, 119 COLUM. L. REV. 973, 1037-41 (2019).

68 Guggenberger, supra note 62, at 239.

69  Id. at 240-41.

70 Id.

71 Id. at 241-42 (indicating that digital platforms, like railroads, act as both creators
and umpires of the market, increasing their power).

72 SeeKim, supra note 1, at 133.

73 See Power & Frerick, supranote 13.
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C. What Has Happened at the International (and Federal) Level

Unable to rely on the traditional tax system, certain market coun-
tries have started imposing a new tax on the large digital platforms uni-
laterally, the DST.” Maryland’s DST is modeled in part on these for-
eign DSTs.”

DSTs are designed as a turnover style consumption tax, levied on
the gross revenue of a firm.”® DSTs are typically applied to in-scope
digital businesses providing the following digital services: (1) digital
advertising, (2) transmission of user data, and (3) intermediation al-
lowing users to find and interact with other users.”” DSTs exclude the
provision of digital content, payment services, online sales of goods or
services, and certain regulated financial and crowdfunding services.”
Also, DSTs target globally successful platforms, so that a firm’s global
revenue and local revenue from in-scope business models must exceed
a specified threshold amount to trigger the DST.”

Several of the DST’s design features, such as being a gross receipts
tax and its limited scope, have ignited heated policy debate across the

74 See Giuliana Polacco, Annarita De Carne, Simon Gough, Montserrat Turrado, Lara
de la Rosa, Sophie Dorin & Willem Bongaerts, Digital Services Tax: Unilateral Initiatives on the
Move, BLOOMBERG TAX (Feb. 15, 2021, 3:00 AM) https://news.bloombergtax.com/daily-
tax-report-international /digital-services-tax-unilateral-initiatives-on-the-move/  [https://
perma.cc/7YC8-RCGWT; see also Kim, supra note 1, at 173 (discussing whether DSTs could
be a new path toward a consumption tax in the international tax regime, and offering ways
to overcome certain challenges DSTs face).

75 See Assaf Harpaz, Taxation of the Digital Economy: Adapting a Twentieth-Century Tax
System to a Twenty-First-Century Economy, 46 YALE . INT'L L. 57, 79-82 (2021); Kim, supra note
1, at 131-45, 179-84.

76 SEAN LOWRY, CONG. RSCH. SERV., R45532, DIGITAL SERVICES TAXES (DSTS): POLICY
AND ECONOMIC ANALYSIS 9, 24 (2019) (noting DSTs are not structured as taxes on corporate
profits); Kim, supranote 1, at 159-60 (discussing DSTs as turnover taxes); see also The Differ-
ence Between Turnover and Profit, ACCOUNTINGTOOLS (May 23, 2022), https://www.ac-
countingtools.com/articles/what-is-the-difference-between-turnover-and-profit.html
[https://perma.cc/59S3-H486] (noting turnover is a business’s net sales and profit is resid-
ual earnings after all expenses are charged against net sales).

77 See Proposal for a Council Directive on the Common System of a Digital Services Tax on
Revenues Resulting from the Provision of Certain Digital Services, at 24, COM (2018) 148 final
(Mar. 21, 2018) [hereinafter European Commission].

78  Seeid. at 24-25.

79  Kim, supra note 1, at 161; France: Digital Services Tax (3%) Is Enacted, KPMG (May 7,
2021),  https://home.kpmg/us/en/home/insights/2019,/07/tnf-france-digital-services-
tax-enacted.html [https://perma.cc/5MSH-WKZP]; HM TREASURY & HM REVENUE & CUS-
TOMS, DIGITAL SERVICES TAX: CONSULTATION 22 (2018) (“The thresholds are also based
on an expectation that the value derived from users will be more material for large digital
businesses . . . .”); European Commission, supranote 77, at 10 (supporting a global revenue
threshold to limit application of tax to “companies of a certain scale, which are those which
have established strong market positions that allow them to benefit relatively more from
network effects and exploitation of big data”).
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globe.® Furthermore, the United States has opposed DSTs, arguing
that they are discriminatory against U.S. tech giants, and it has even
threatened to start a trade war in response.®! Hence, it was and is un-
likely that the United States will introduce a federal-level DST in its
own tax law.

As a compromise, almost 140 countries have recently agreed to
the global tax deal in October 2021.82 One of the important agenda
items of the deal, called Pillar One, aims to reward market countries
by (1) eliminating physical presence requirement and (2) revising
profit allocation rules.®

However, note that the global tax deal is an international corpo-
rate income tax reform, taxing profits from the advertising transaction
of the platforms, and thus does not address the novel consumption tax
problem—the untaxed barter transactions—that this paper discusses.
The need for a consumption tax capable of capturing the barter trans-
action in the tax base still exists under the OECD’s proposed reform.

Furthermore, a successful implementation of the OECD’s global
deal, especially Pillar One that addresses the digital economy, is rather
uncertain because it is expected to be implemented by a multilateral
treaty.® The implementation of a multilateral treaty invites many lo-
gistical challenges as almost 140 countries in the world are expected to
join it. Furthermore, the United States, the United Kingdom, Ger-
many, and other countries may resort to an executive agreement to
circumvent treaty ratification processes.®

The United States successfully lobbied for the inclusion of a pro-
vision specifying that countries joining the global tax deal are required
to repeal any unilateral tax measures, such as DSTs.%¢ Further, the
United States later made individual agreements with the United King-
dom, France, Italy, Spain, and Austria that resulted in the retention of

80 See GARRETT WATSON, TAX FOUND., RESISTING THE ALLURE OF GROSS RECEIPTS
TAXES: AN ASSESSMENT OF THEIR COSTS AND CONSEQUENCES (2019); Ulrik Boesen & Jared
Walczak, Three Issues with Proposed Regulations for Maryland’s Digital Advertising Tax, TAX
FOUND. (Sept. 9, 2021), https://taxfoundation.org/maryland-digital-advertising-tax-regu-
lations/ [https://perma.cc/PLQ5-VSZG].

81  See Ana Swanson & Alan Rappeport, U.S. and France Race to Conclude Digital Tax
Talks as Tariff Threat Looms, N.Y. TIMES (Jan. 7, 2020), https://www.nytimes.com/2020,/01
/07/business/economy/us-france-digital-tax.html [https://perma.cc/VP56-HV7H].

82  See OECD, STATEMENT, supra note 5, at 1.

83  Seeid. at 2-3.

84  Seeltai Grinberg, Stabilizing “Pillar One”: Corporate Profit Reallocation in an Uncertain
Environment, 23 FLA. TAX REV. 130 (2019).

85  See Reuven Avi-Yonah, Young Ran (Christine) Kim & Karen Sam, A New Framework
for Digital Taxation, 63 HARV. INT’L L J. (forthcoming 2022) (manuscript at 39-43), https://
papers.ssrn.com/sol3/papers.cfm?abstract_id=4068928.

86  See, e.g., OECD, STATEMENT, supra note 5, at 3.
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their digital taxes for now.8” If the OECD-brokered global overhaul is
implemented by 2023, the countries will offer a credit to refund any
taxes collected in excess of what corporations would pay under the
global tax deal.® This means that at least five major advanced econo-
mies will preserve DSTs if the global tax deal eventually fails, and that
taxpayers have to deal with DSTs for the time being.

Even if the global tax deal is broadly implemented, including by
the United States, the United States is likely to implement the deal by
an executive agreement to bypass official treaty ratification in Senate.®
Such irregular implementation of the global deal via executive agree-
ment would raise questions both of international law and constitu-
tional law.? Crucial for our purposes is that such an irregular process
weakens the case for whether there is implicit preemption of state
DSTs, which will be further discussed in Section III.C.

D. What Has Happened at the State Level

Though there are some important differences that we will discuss
in Section IV.E, taxing the digital economy poses similar issues at the
state level. And, not surprisingly, the states have responded similarly.
Most importantly, Maryland enacted its digital advertising tax, effective
on January 1, 2022.9' The tax is imposed on global annual gross reve-
nues from digital advertising services within the state.”? The tax

87  See Press Release, U.S. Dep’t of the Treasury, Joint Statement from the United
States, Austria, France, Italy, Spain, and the United Kingdom, Regarding a Compromise on
a Transitional Approach to Existing Unilateral Measures During the Interim Period Before
Pillar 1 Is in Effect (Oct. 21, 2021), https://home.treasury.gov/news/ press-releases/jy0419
[https://perma.cc/2G56-YAVU] (indicating DSTs will be removed once Pillar One is in
effect).

88  Seeid.

89  See, e.g., Letter from Mike Crapo, Ranking Member, U.S. Senate Fin. Comm., James
E. Risch, Ranking Member, U.S. Senate Foreign Rels. Comm. & Pat Toomey, Ranking Mem-
ber, U.S. Senate Banking Comm,, to Janet Yellen, Sec’y, U.S. Dep’t of the Treasury (Oct. 8,
2021).

90 Avi-Yonah et al., supra note 85, at 5.

91 See Maryland Comptroller Proposes Regulations for Digital Advertising Tax, EY (Sept. 2,
2021), https://taxnews.ey.com/news/2021-1609-maryland-comptroller-proposes-regula-
tions-for-digital-advertising-tax/ [https://perma.cc/44VA-YOAM].

92 H.D. 732, 441st Gen. Assemb., 2020 Reg. Sess. (Md. 2021). The Governor vetoed
this bill, saying that it was “misguided” and “unconscionable to raise taxes and fees” amid
the COVID-19 pandemic. See Letter from Lawrence J. Hogan Jr., Governor, State of Md.,
to Bill Ferguson, President of the Senate, State of Md. & Adrienne A. Jones, Speaker of the
House of Delegates, State of Md. (May 7, 2020). However, the Maryland General Assembly
overrode the Governor’s veto. Sam McQuillan, Maryland to Impose First of Its Kind Digital
Advertising Tax (3), BLOOMBERG L. (Feb. 16, 2021, 2:36 PM), https://www.bloomber-
glaw.com/bloomberglawnews/tech-and-telecom-law/XFTNF6C000000/ [https://
perma.cc/24ZU-MGHY].
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consists of a progressive rate varying from 2.5% to 10% based on the
taxpayer’s global annual gross revenues from all sources, not just ad-
vertising.”” To meet the tax threshold, a taxpayer must have $100 mil-
lion of global annual gross revenue from all sources and at least $1
million annual gross revenues derived from digital advertising services
in Maryland.”* It is estimated to generate $250 million in annual reve-
nue, which will be dedicated to education programs.?> Maryland’s dig-
ital tax applies only to digital advertising platforms, whereas European
DSTs apply to both digital advertising platforms and online market-
place platforms.®® However, as this Article focuses on the advertising
platforms, we will refer to Maryland’s tax as a DST as well.

There have been several other proposed DSTs at the state level,
mostly similar to Maryland’s DST.?” There is also an important pro-
posal for a data mining tax in New York, further discussed in subsec-
tion III.LA.2.% The table in the Appendix summarizes some notable
subnational state tax proposals on digital taxation.

As noted in the introduction and explained in depth in Part III,
Maryland is defending its DST in court and has already lost in a state
trial court. We will defend the tax’s legality in Part III, but first will
explain why it is worth defending in Part II. As we will see, DSTs are
not just a strategic gambit in the context of OECD negotiations, but a
reasoned response to the challenges posed by digital platforms. There
is thus a good reason for Maryland to have adopted the European
model and for many states to be considering following Maryland.

II. POLICY ARGUMENTS IN FAVOR OF DIGITAL SERVICES TAXES (DSTS)

This Part will collect and consider some of the policy arguments
made in favor of DSTs and apply them to the state context. As we
noted as the outset, the first policy goal, achieving taxation of currently
untaxed portions of the barter transactions between users and digital

93 Jeffrey Friedman, Charles Kearns & Dennis Jansen, If Md. s Digital Ad Tax Is Passed,
Court Challenges Will Follow, LAW360 (Apr. 29, 2020, 1:09 PM), https://www.law360.com/ar-
ticles /1267620 /if-md-s-digital-ad-tax-is-passed-court-challenges-will-follow [https://
perma.cc/P7QJ-E8BR].

94 S.787,442d Gen. Assemb., 2021 Reg. Sess. (Md. 2021).

95 Appleby, supra note 29, at 7 (citing DEP'T OF LEGIS. SERVS., FISCAL AND POLICY
NOTE, H.D. 441, 2020 Reg. Sess., at 6, 9 (Md. 2020)).

96  See MD. CODE ANN., TAX—GEN. § 7.5-101 (West 2022) (stating that “[d]igital adver-
tising services include[] advertisement services on a digital interface, including advertise-
ments in the form of banner advertising, search engine advertising, interstitial advertising,
and other comparable advertising services”); Asen & Bunn, supra note 18 (indicating that
the DSTs of the United Kingdom and Italy include online marketplaces).

97 H.D. 732, 441st Gen. Assemb., 2020 Reg. Sess. (Md. 2021).

98 S.1124, 204th Leg., Reg. Sess. (N.Y. 2021).
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platforms (the first argument we review), can be best advanced with a
DST like that of Maryland in contrast to some of the other models.
And, to foreshadow once again, it is this first rationale, that DSTs op-
erate as consumption taxes, that we think is particularly important to
defang the legal attacks against Maryland’s DST that we will analyze in
Part III.

Some further points of context. States, including Maryland, are
bound by balanced budget rules.” Further, states (and localities) pro-
vide most frontline governmental services, such as education, includ-
ing partially paying for some services, like medical care for the poor,
that get more expensive during economic downturns.!® Finally, states
are in actual and perceived competition with one another and thus
certain options, such as raising personal income tax rates, can be par-
ticularly challenging politically.!®® Thus, when considering how to
raise revenue for funding a major educational initiative (the “Blue-
print for Maryland’s Future”) that, among other things, expands Pre-
K,12 Maryland has to identify new revenue sources for the long term.

In a somewhat analogous situation, Oregon imposed a broad
gross receipts tax to finance an education initiative!® and so did

99 MARYLAND CONST. art. III, § 52(5a); see generally Jonathan Rodden, Gunnar S. Es-
keland & Jennie Litvack, Introduction and Overview, in FISCAL DECENTRALIZATION AND THE
CHALLENGE OF HARD BUDGET CONSTRAINTS 23 (Jonathan A. Rodden, Gunnar S. Eskeland
& Jennie Litvack eds., 2003) (noting ubiquity of the rule and defending it).

100 See generally Darien Shanske, Getting Beyond Ad Hoc Fiscal Federalism: A Proposal for a
Default Federal Liquidity Facility for the States, 31 YALE L.J.F. 587, 589-92 (2021).

101  The highest marginal tax rate for the personal income tax is 5.75% in both Mary-
land and Virginia, with Maryland’s rate higher for most taxpayers because of an additional
county level income tax. Timothy Vermeer & Katherine Loughead, State Individual Income
Tax Rates and Brackets for 2022, TAX FOUND. (Feb. 15, 2022), https://taxfoundation.org
/publications/state-individual-income-tax-rates-and-brackets/  [https://perma.cc/DLH5-
TA4U]. The Tax Foundation gave Maryland an overall tax climate index of forty-sixth in
2022, ranking forty-fifth for income taxes, thirtieth for sales taxes, thirty-third for corporate
taxes, and forty-second for property taxes. Janelle Fritts & Jared Walczak, 2023 State Business
Tax Climate Index, TAX FOUND. (Oct. 25, 2022), https://taxfoundation.org/2022-state-busi-
ness-tax-climate-index/ [https://perma.cc/2H]J9-ZVDW]. To be clear, we don’t agree with
the methodology behind the Tax Foundation’s rankings nor (most of) its policy prescrip-
tions. We offer its analysis to demonstrate, in part, why Maryland legislators were likely
drawn to a different tax base and why other states are likely to as well.

102 Early Childhood Education, MD. STATE DEP’T OF EDUC., https://mary-
landpublicschools.org/Blueprint/Pages/ECE.aspx [https://perma.cc/9YHX-N287]. This
applies in particular to all three- and four-year-olds below a certain income threshold. Id.
The blueprint has been passed into law. H.D. 1300, 441st Gen. Assemb., 2020 Reg. Sess.
(Md. 2021); H.D. 1372, 442d Gen. Assembl., 2021 Reg. Sess. (Md. 2021).

103 Legis. Revenue Off., Corporate Activity Tax: Frequently Asked Questions (2020),
https://www.oregonlegislature.gov/Iro/Documents/CAT%20FAQ%20Report%20Fi-
nal.pdf [https://perma.cc/E3L6-VNC8] (describing Oregon imposing gross receipts tax
dedicated to education).
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Texas.!®* In California, new initiatives are often funded with a small
increase of the sales tax or personal income tax.!'®> In 2018, New Jersey
substantially increased the rate and broadened the base of its corpo-
rate income tax.! Maryland had all of these options (and more). Mar-
yland has thus far opted to fund its education program with a slice of
its sales tax, the sales tax revenue from sales of digital goods and the
DST.17 The entire initiative is estimated to cost $4 billion over 10
years, with the state contributing $2.8 billion.!”® Thus the $250 million
in annual revenue projected to be raised by the DST is a major con-
tributor,'” but the state is still going to have to find revenue from some
other source to fund its commitment to this initiative.

It is beyond our scope to compare the DST to all other options,
especially their political economy, but we want to emphasize here that
the policy arguments in favor of the DST are comparative. For exam-
ple, one might think that a DST is not a great tool for reaching eco-
nomic rents, or even doubt that there are significant rents or that they
will last. But does that mean an increase of the state corporate tax
would be a more efficient way to raise revenue?!' Or, perhaps one
thinks that the DST is not a close enough proxy for untaxed consump-
tion, but would it then be preferable to raise taxes on already taxed
consumption (say by raising sales tax rates) instead?

Ultimately, one might be concerned that all state revenue tools
are rather inefficient as currently designed, but then how is a state like
Maryland going to fund a program like an extension of Pre-K? To be
sure, one could reject the need for such a program or could contend

104  Josh Haney & Bruce Wright, The History of the Texas Franchise Tax: The Complex Evo-
lution of Our Main Business Tax, FISCALNOTES, May 2015, at 1 (describing Texas imposing
modified gross receipts tax to equalize education funding after Texas Supreme Court found
the previous system unconstitutional).

105 For example, in 2004, Proposition 63 imposed a 1% surcharge on incomes over $1
million to fund mental health initiatives. See CAL. SEC’Y OF STATE, OFFICIAL VOTER INFOR-
MATION GUIDE: CALIFORNIA GENERAL ELECTION 6 (2004); CAL. WELF. & INST. CODE § 5820
(West 2022); CAL. REV. & TAX. CODE § 19602.5 (West 2022).

106 S. 2746, 218th Leg., Reg. Sess. (N.J. 2018).

107 H.D. 732, 441st Gen. Assemb., 2020 Reg. Sess. (Md. 2021).

108  DEP’T OF LEGIS. SERVS., FISCAL AND POLICY NOTE, H.D. 441, 2020 Reg. Sess., at 6, 9
(Md. 2020))

109 Id.

110 To be clear, it might well be, as there are ways to broaden the state corporate tax
base rather than simply raise rates. See, e.g., Darien Shanske, How the States Can Tax Shifted
Corporate Profits: An Application of Strategic Conformity, 94 S. CAL. L. REV. 251 (2021). New
Jersey’s base broadening and rate raising led to dramatic increases in corporate tax revenue.
STATE OF N.J., SUMMARY OF BUDGET RECOMMENDATIONS FOR THE FISCAL YEAR 2021:
BUDGET IN BRIEF 42—-44 (2020). However, such reforms have run into fierce political oppo-
sition and, as we argue infrain Section IV.E, there is a strong argument for broadening state
corporate income taxes and imposing DSTs.
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that the state could wring out the revenue from other programs, but
responding to these arguments would take us far afield. In general, we
follow what we take to be the conventional view that the United States
funds fewer safety net programs relative to similarly wealthy nations,!!!
including some of which the effectiveness is fairly well-documented
(like Pre-K),'? and that this is in part because the United States gener-
ally raises less revenue than these other countries. Further, though
there is a compelling argument for the federal government to provide
more aid to the states in funding procyclical or generally essential pro-
grams, such expansion does not appear imminent and so progress in
many of these areas will depend on the states.

In sum, we think the precise state tax policy question should be
whether or not a state-level DST would be a reasonable addition to the
current mix of state revenue instruments given the limitations of other
instruments and the significant needs of the states.

A.  Fill out the Consumption Tax''3

The economy has changed, with more and more transactions oc-
curring through an online medium. The basic structure of state sales
taxes can be traced back to the Great Depression.!!'* Most sales taxes
apply to transactions on tangible personal property and only expand
to digital products or services if a state has provided explicit authoriza-
tion or a state court decision or state-level regulation treats certain dig-
ital products as tangible personal property.!’® It is neither fair nor

111 See, e.g., ORG. FOR ECON. COOP. DEV., SOCIETY AT A GLANCE 2019, at 105 (2019); see
alsoJONATHAN GRUBER, PUBLIC FINANCE AND PUBLIC POLICY 11 (7th ed. 2022); EDWARD D.
KLEINBARD, WE ARE BETTER THAN THIS: HOW GOVERNMENT SHOULD SPEND OUR MONEY
63-100 (2015).

112 For a recent study, and one surveying prior literature, see Jordan S. Berne, The
Long-Run Impacts of Universal Pre-K: Evidence from the First Statewide Program 2—-3 (Annenberg
Brown Univ., Working Paper No. 22-626) (“My findings indicate that Georgia [universal
Pre-K’s (UPK)] long-run impacts are comparable to estimates from other preschool pro-
grams in the literature. ... Overall, this suggests that large-scale UPK programs can have
meaningful long-run impacts, even amidst relatively modern counterfactual environ-
ments.”).

113 See generally Kim, supranote 1; David R. Agrawal & William F. Fox, Taxing Goods and
Services in a Digital Era, 74 NAT'L TAX ]. 257 (2021).

114 Vivien Lee & David Wessel, The History and Future of the Retail Sales Tax, BROOKINGS:
UP FRONT (July 16, 2018), https://www.brookings.edu/blog/up-front/2018,/07/16/the-
history-and-future-of-the-retail-sales-tax/ [https://perma.cc/2D2C-6FF7].

115 The Internet Sales Tax: Headaches Ahead for Small Business?: Hearing Before the Subcomm.
On Regul. Reform & Oversight of the H. Comm. on Small Bus., 109th Cong. 29 (2006) (statement
of Walter Hellerstein, Francis Shackelford Professor of Taxation, Univeristy Of Georgia
School Of Law).
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efficient to tax some but not all consumption. Why should the pur-
chasers of physical books pay a tax that downloaders of e-books do not?

Now, if this were the only gap, then the solution would be for
states to tax the purchases of digital products or services—and they
should.!’® But let’s consider instead a different gap. Not so long ago,
one might go into a store and purchase a map if they want geograph-
ical information. And that consumption of purchasing a map would
be subject to the sales tax. Now it is much more likely that one simply
searches for the geographical information by googling in Google
Maps. If Google charged for that search service, then that would be
the consumption of a digital product or service that should be subject
to the sales tax as itself the final object of consumption.!'” But Google,
like many other digital platforms, does not charge for its search service,
such as Google Maps. Building and maintaining these maps for geo-
graphical information search are expensive, so how does Google do it?
Simplifying a bit, Google is making its money by selling advertising to
its users or selling its users’ data (presumably to the same advertisers
in many cases) or both. In effect then, we might say that if Google is
to retain its current business model, then the money it is earning
through advertising or selling data must approximate the cost of the
service it is providing.

Thus, if one wanted to protect the consumption tax base by taxing
my consumption of Google Maps, a reasonable proxy would be the
money Google makes through the bartering of its apps to users for

116  See Orly Mazur & Adam Thimmesch, Closing the Digital Divide in State Taxation: A
Consumption Tax Agenda, 98 TAX NOTES STATE 961, 961-63 (2020); Gladriel Shobe, Grace
Stephenson Nielsen, Darien Shanske & David Gamage, Why States Should Consider Expanding
Sales Taxes to Services, Part 1,98 TAX NOTES STATE 1349 (2020).

117 Itshould be noted that not all digital services and products are currently taxed, but,
importantly, Maryland also expanded its sales and use tax to (many) digital goods or ser-
vices. See MD. CODE ANN., Tax—Gen. §§ 11-101(h) (1) (iii)—(iv) (West 2022). Thus the DST
helps put a platform like Google, which barters, on a level playing field with a platform that
generates cash flow, such as Netflix, as well as with a bookstore that just sells maps or ency-
clopedias.

What if a state imposed a DST and did not tax non-bartered digital goods and services?
As a policy matter, we think a state should expand the base in both ways, and if political
economy dictates the DST comes first then that is alright, if not ideal. As a legal matter,
what is key is that a state imposes a sales tax on some substantial portion of analogous non-
digital purchases. For instance, Maryland would tax the provision of physical maps, and it
would also tax subscription lists (physical or digital), a reasonable analogue to the data go-
ing from the user to the platform. See MD. CODE ANN., Tax-Gen. § 11-109 (West 2022)
(delegating the Comptroller power to maintain a list of products subject to tax); THE COMP-
TROLLER OF MD., LIST OF TANGIBLE PERSONAL PROPERTY AND SERVICES SUBJECT TO SALES
AND Use TAX 10 (2022), https://www.marylandtaxes.gov/forms/Tax_Publications
/Sales_and_Use_Tax-List_of_TPP_and_Services.pdf [https://perma.cc/8CYD-AGNP] (in-
cluding subscription lists).
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“free.”!® In Maryland’s case, gross receipts on digital advertising rev-
enue for companies that make more than $100 million in global an-
nual gross revenues'!? are taxed as proxy for the untaxed portion of
the transaction described above.!'? Once one understands that a state
might reasonably wish to tax the missing consumption, then it is also
understandable why a state would use the gross receipts of the business
providing the free services as a proxy for the value of the consumption.

One might generally think it odd that we are taxing a proxy at all.
We want to emphasize that taxing proxies is so endemic to taxation
that two prominent tax economists have recently distilled one of the
pillars of tax wisdom as “Taxation Is About Finding Good Proxies.”!?!
Personal income taxes are conventionally justified as a proxy for “abil-
ity to pay”!?? and corporate income taxes are justified as a proxy for the
personal income tax.!'?® Going back to Hobbes, consumption taxes
have been justified because “every man payeth Equally for what he
useth.”!?*  The local property tax can be justified as a tax on the

118  See Agrawal & Fox, supra note 113, at 294 (indicating advertising revenue can oper-
ate as a surrogate for the implicit value of consumer services).

119 MD. CODE ANN., TAX-GEN. § 7.5-103 (West 2022); see also Jason R. Brown, The Mar-
yland Digital Advertising Services Tax and the Expanding Map for Digital Taxes, ABA TAX TIMES,
June 2021, at 6, 8 (describing a progressive tax rate increasing based on global gross reve-
nues, 2.5% for $100 million and 10% for global annual gross revenue of more than $15
billion with two tiers in between).

120  This understanding of what the DST can accomplish is not limited to economists
and tax professors; practitioners see it too. For example, one attorney at a prominent sales
tax compliance firm (Avalara) has recently noted:

If free and reduced-cost streaming does take a bite out of retail receipts—and by
extension, tax collections—state and local legislators may already have a model
solution in front of them: tax the ads themselves. In February 2021, Maryland
enacted a first-of-its-kind “digital ads tax” targeting the revenue of technology
platforms that generate a substantial amount of receipts from advertising in the
state.
Toby Bargar, Changes to Streaming Media Monetization Could Affect State Taxes, BLOOMBERG
TAX (Oct. 13, 2022, 4:45 AM), https://news.bloombergtax.com/tax-insights-and-commen-
tary/changes-to-streaming-media-monetization-could-affect-state-taxes/ [https://perma.cc
/5CZB-8RMD].

121  MICHAEL KFEN & JOEL SLEMROD, REBELLION, RASCALS, AND REVENUE 380 (2021).

122 See, e.g., LOUIS KAPLOW, THE THEORY OF TAXATION AND PUBLIC ECONOMICS 96—
100 (2008) (acknowledging the consensus and noting how imperfect income serves as a
proxy).

123 Reuven S. Avi-Yonah, Corporations, Society, and the State: A Defense of the Corporate Tax,
90 VA. L. REV. 1193, 1197-1212, 1231-49 (2004) (summarizing and critiquing standard jus-
tifications, including that corporate taxes serve as a proxy for personal income taxes).

124 THOMAS HOBBES, LEVIATHAN 239 (Richard Tuck ed., Cambridge Univ. Press rev.
student ed. 1996) (1651). John Rawls makes a similar argument. JOHN RAWLS, A THEORY
OF JUSTICE 278 (1971).
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imputed income enjoyed by homeowners that is otherwise not taxed.!?
In none of these cases is the tax base a perfect proxy. The question is
whether it is a good enough proxy. In terms of the basic business
model of the digital platforms, we think it is because these digital ser-
vices are expensive to provide and would not be if they did not gener-
ate substantial revenue on the other side of the transaction. That said,
we observe that many of the most familiar proxies are supported by
more than one type of (sound) argument. For example, the corporate
income tax can independently be justified as progressive!?® and as im-
portant to the regulation of corporations.!?” The property tax can be
justified as easy to administer at the local level, progressive and effi-
cientin that it funds local public goods.!?® We thus think it is important
that there are other strong mutually supporting arguments in favor of
DSTs, especially at the state level.

Up to this point, the argument for DSTs as a proxy has been ge-
nerically based on efficiency and fairness. If you tax some transactions
and not their equivalents, then one distorts economic activity and
hurts the segments of the economy subject to the tax. But there is also
a different efficiency and fairness argument in favor of base broaden-
ing at the state level. This is because the broader the base, the more
stable it will be, and stability in revenue is a particular virtue for gov-
ernments bound by hard budget constraints, as state and local govern-
ments are bound.!'* The recent pandemic/recession illustrates this
point. At the beginning of the crisis, states and local governments were
forced to cut services and jobs because they anticipated steep drops in
tax revenue.'® The steep drops did not generally materialize, includ-
ing in the sales tax and despite the fact that a lot of ordinary consump-
tion had ceased. A big part of the reason for this is that the sales tax
was being imposed on much of the consumption that had shifted to

125 See, e.g., George R. Zodrow, Property Tax Incidence and the Mix of State and Local Fi-
nance of Local Expenditures, 48 STATE TAX NOTES 567, 577-78 (2008) (“[A] primary distor-
tion of the property tax is that it tends to reduce housing consumption. However, that
feature of the tax may offset the tax bias favoring the consumption of housing because the
federal income tax does not tax the imputed rent on owner-occupied housing although it
allows deductions for home mortgage interest (and for property taxes).”).

126  See, e.g., WILLIAM G. GALE & SAMUEL 1. THORPE, TAX POL’Y CTR., RETHINKING THE
CORPORATE INCOME TAX: THE ROLE OF RENT SHARING (2022), https://www.taxpoli-
cycenter.org/publications/rethinking-corporate-income-tax-role-rent-sharing/full /
[https://perma.cc/SRZ9-KEF6].

127  See Avi-Yonah, supra note 123, at 1244—49.

128 See gemerally JOAN YOUNGMAN, A GOOD TAX: LEGAL AND POLICY ISSUES FOR THE
PROPERTY TAX IN THE UNITED STATES (2016).

129  See Shobe et al., supra note 116, at 1350-51.

130  See id. at 1350.
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the internet.’® If the sales tax did not reach ordinary retail consump-
tion online, then the revenue impact would have been enormous.!3?
Note that the legal power of states to require many remote vendors to
collect the use tax was relatively recent, dating to the Supreme Court’s
decision in Wayfairin 2018.13% Prior to Wayfair, states could not require
remote online sellers to collect sales tax from customers in states where
the business did not have a physical presence.!* The Court overturned
the physical presence rule in Wayfair and adopted the economic pres-
ence rule.!® If the Court had not decided Wayfair in 2018—or the
decision had gone differently—much of the shift to online consump-
tion would not have been taxed, resulting in steep revenue losses.!%

One can go a step further and apply this analysis to untaxed bar-
ters. Thanks to Wayfair (and other state actions), states (and localities)
did not suffer huge sales tax revenues losses at the height of the pan-
demic because the sales tax base had been broadened. But this base
had not been broadened to include the barter transactions we are dis-
cussing, which, as explained above, are also a significant part of the
online economy and also likely increased during the pandemic. Thus,
if states had implemented DSTs before the pandemic, then they would
have been better situated to tax not only 2019-level online bartering,
but also 2020-level, which would clearly have been a useful supple-
ment, especially early in the pandemic when, among other things, it
was not certain whether adequate federal support would be forthcom-
ing'l?ﬁ

B. Tax Economic Rents

One might object that, in fact, the DST base is larger than the
bartered consumption.!® Indeed, this might be so. But this raises

131 See Ulrik Boesen, States Should Be Allowed to Levy Sales Taxes on Internet Access, TAX
FOUND. (Apr. 17, 2020), https://taxfoundation.org/state-sales-tax-on-internet-access,/
[https://perma.cc/YL]6-F4FG].

132 Note that states had imposed workarounds before Wayfair overturned the physical
presence rule and these workarounds, such as attributing nexus through affiliates, did have
some impact pre-Wayfair. But this doesn’t change the analytic point as to the importance
of the breadth of the tax base. See, e.g., South Dakota v. Wayfair, Inc., 138 S. Ct. 2080, 2103
(2018) (Roberts, C.J., dissenting) (noting the problem seemed already to be receding).

133 Id. at 2080.

134 Id. at 2088.

135 See id. at 2099.

136 See, e.g., CDTFA Interactive Data Visualizations, CAL. DEP'T OF TAX & FEE ADMIN.,
https://www.cdtfa.ca.gov/dataportal /visual.htm [https://perma.cc/F6ERM-NZWW] (show-
ing on slides 14 and 15 that California sales tax revenue did not drop precipitously during
recession, though there were dramatic drops for certain industries, such as restaurants).

137  See Shanske, supra note 100.

138  We further discuss this issue in Section IV.B infra.
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another sound and complementary reason to impose a tax like the
DST: these businesses, because of various factors, are earning eco-
nomic rents and it is efficient to tax rents.’ As discussed in subsection
I.B.3, supra, the combination of negligible marginal cost on the supply-
side and mutually reinforcing network effects on the demand-side pro-
vides the foundation for digital platforms to grow into monopolies and
monopolies can earn economic rents or supranormal returns.

A normal return should compensate an investor for the level of
risk that she has taken on; a supranormal or excess return or economic
rent is compensation beyond what would be required to make a certain
investment given a certain amount of risk.!4

To flesh out the point here, consider a thumbnail sketch of the
market for pizza as contrasted to the market for smart phones. No one
is going to sell pizza if they do not make a reasonable return on their
investment. However, if a particular pizzeria is making an extremely
high return because of its location or style of pizza, then it can expect
some other pizzeria to come to the neighborhood and/or copy its style
so that the first pizzeria has its returns reduced. Now consider iPhones.
Naturally, Apple needs to make a profit and, given the upfront costs it
incurs in developing the phones, a higher profit margin than a pizze-
ria. Yet Apple is probably making much more than enough to com-
pensate it for its greater risk. To see this, consider how hard it would
be for a competitor to drive down Apple’s prices. After all, because of
Apple’s ownership of its intellectual property, a competitor’s phone
cannot be too similar. On top of that, Apple benefits from its brand
and the network effect of having millions of phones already out in the
market.

Taxing economic rents is desirable for many reasons, including
that such a tax generates no deadweight loss. No deadweight loss re-
sults from a tax on supranormal return because, by definition, a firm
cannot switch and get better returns from engaging in an untaxed ac-
tivity.'!  To return to our example, Apple is, by hypothesis, already

139  Note that, at a higher level of abstraction, the notions that DSTs are consumption
taxes and taxes on economic rents overlap. This is because a consumption tax should only
tax supranormal returns. David A. Weisbach, A Guide to the GOP Tax Plan—the Way to a
Better Way, 8 COLUM. J. TAX L. 171, 182-84 (2017). Thus, if DSTs are reaching either un-
taxed consumption or untaxed supranormal returns, they are, in effect, properly expanding
the sales tax base.

140  SeeJoseph Bankman, Mitchell A. Kane & Alan O. Sykes, Collecting the Rent: The Global
Battle to Capture MNE Profits, 72 TAX L. REV. 197, 201 (2019).

141  See id. at 209-12 (indicating that relaxing the physical establishment requirement
reduces the need to structure certain activities in subsidiaries to avoid tax).
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charging as much as it can and, even after paying taxes, is earning more
than it would from engaging in other, more competitive, businesses.!*?

Note that because a state might plausibly connect economic rents
with the size of the network, choosing to tax only large businesses, as
the Maryland tax does, makes sense. Furthermore, because a state can
reasonably believe that these businesses are characterized by high
startup costs, but then low marginal costs and high returns, using a
gross receipts base as an approximation of the rent also makes sense.!*

As noted above in subsection 1.B.3, sometimes policymakers dis-
cuss the justification for DSTs by analogizing these firms to utilities.
We think this analogy is another useful way to understand why a tax on
this sector would be appropriate. If these firms are utilities because of
their size, network effects, and the huge (and wasteful) fixed costs that
would be required to duplicate their network—all plausible claims—
then the traditional approach is to regulate them to prevent abuse and
also to ensure access. As Richard Posner pointed out decades ago, such
regulation amounts to a kind of taxation.!** To take a simple example,
by limiting the returns of investors and keeping rates down, utility reg-
ulators are, in essence, engaging in redistributive taxation. They are
taking income that might have been earned by investors and using it
to subsidize power for those who might not otherwise be able to afford
it. Taxing digital quasi utilities on their excess returns and using that
revenue for programs for the less fortunate can thus be seen as render-
ing explicit what is implicit in most utility regulation.

Further, a tax, such as a DST, is arguably superior to regulation
because of its ability to generate revenue—>by taxing economic rents—
that can directly contribute to the social safety net. Further, antitrust
remedies, another kind of regulatory remedy require policy decisions
to be made by judges and regulators refracted through complex doc-
trine and years of litigation, whereas a tax more directly follows from
policy decisions being made by legislatures.!%

Using a tax tool is also, arguably, less risky than addressing plat-
form rents through other regulatory tools. Suppose, for instance, one
does not believe there are true rents here or worries that an antitrust

142 To be sure, measuring economic rents is not a science, and a tax that did seek to
tax all rents could well not be efficient because it might overshoot, but we do not think
DSTs as currently structured pose such a threat. Also, plenty of other taxes have distortion-
ary effects, and so the resulting distortions would need to be compared with the alternatives.

143 See Agrawal & Fox, supranote 113, at 294.

144 Richard A. Posner, Taxation by Regulation, 2 BELL J. ECON. & MGMT. SCI. 22, 23
(1971).

145 This is not to say that antitrust remedies might not be appropriate as well. See, e.g.,
Hovenkamp, supra note 56; Paul Romer, Opinion, A Tax That Could Fix Big Tech, N.Y. TIMES
(May 6, 2019), https://www.nytimes.com/2019/05/06/opinion/tax-facebook-google.html
[https://perma.cc/3P]J-XVVT].
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response would generate huge losses because of destroyed network ef-
fects.'® Quasi rents “represent[] an ordinary return on investment,
such as a competitive, risk-adjusted return to capital investment.”!*?
Taxing such rent does create an efficiency loss because it would dis-
courage certain big investments. It is difficult to distinguish the two
kinds of rents and, from the perspective of a government, both are rel-
atively efficient to tax relative to other economic activity.!*® From this
perspective, a small tax on gross receipts is a preferable middle ground.
Such a tax is not likely to be a large drag on quasi rents and is much
less disruptive than (most) antitrust remedies.

C. Reduce an Externality/Other Regulatory Goals

To be sure, it might be the case that not all of the base of DSTs
represents rents of any kind and/or untaxed consumption. In that
case, at least one result could be that there is less of the taxed activity.!*
Depending on the circumstances and the tax, a reduction in the activ-
ity is what we want a tax to achieve. All things being equal, we do not
want the income tax to reduce income, but it is just fine if a tobacco
tax or carbon tax reduces production/consumption of those goods.
And this brings us to the famous New York Times op-ed by the Nobel
laureate Paul Romer promoting a tax on platform companies to en-
courage them “to shift toward a healthier, more traditional model.”150
At least as currently designed, many of these social media platforms
make their money through ads in ways that arguably supercharge soci-
etal harms. For example, ads for programmer jobs are only shown to
young white males.’” Another example and one beyond invidious ste-
reotypes: the big digital platforms make money from placing ads on
sites spreading disinformation.!?

146  Cf Fox & Liscow, supra note 13, at 2029 (“If the returns to scale or network effects
are large enough, breaking up the company can make consumers worse, rather than better,
off.”).

147 Bankman et al., supra note 140, at 200.

148  Id. at 202 (reaching similar conclusion).

149  Note that given the relative scale of state taxes versus the returns, we think this is
unlikely.

150 Romer, supra note 145 (indicating that digital platforms profiting from eroding
shared norms and values that democracy depends on should be taxed).

151  See Tolga Bolukbasi, Kai-Wei Chang, James Zou, Venkatesh Saligrama & Adam
Kalai, Man Is to Computer Programmer as Woman Is to Homemaker? Debiasing Word Embeddings,
7 ADVANCES NEURAL INFO. PROCESSING SYS. 4349 (2016).

152  Craig Silverman, Ruth Talbot, Jeff Kao & Anna Klithspies, How Google’s Ad Business
Funds Disinformation Around the World, PROPUBLICA (Oct. 29, 2022, 5:00 AM), https://
www.propublica.org/article/google-alphabet-ads-fund-disinformation-covid-elections /
[https://perma.cc/98FR-6YA4] (“ProPublica’s examination showed that ads from Google
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A related critique of the business model is that it is essentially tak-
ing advantage of consumers through complicated terms and condi-
tions.!>® At this point, we rely on Google Maps and do not really have
a choice to accept its adhesive contract terms. Despite negative exter-
nalities, consumers have no choice to avoid these digital platforms be-
cause of their position as natural monopolies. Some commentators
suggest taxation as solution to this problem.!** Thus, a state could rea-
sonably take the position that a tax on the gross receipts of certain
large-networked firms can serve two related public ends beyond tax
policy. First, it serves to discourage a deleterious business model, and
second, it serves to give consumers as a group a better deal.!®

ADST is one (crude) tool to address other policy issues.!>® Instead
of identifying the cost of comprehending complicated contract terms
or targeted ads, DSTs charge a special tax on platforms that target con-
sumers and reap the benefits of contracts of adhesion, reinforcing net-
work effects, and the untaxed revenue resulting from the barter trans-
action.

As with the antitrust goals noted earlier, the DST should be seen
as likely a lighter touch as to these other goals, which might well be
appropriate. There is, after all, a compelling and intuitive argument
that in many cases these platforms are creating value through their

are more likely to appear on misleading articles and websites that are in languages other
than English, and that Google profits from advertising that appears next to false stories on
subjects not explicitly addressed in its policy, including crime, politics, and such conspiracy
theories as chemtrails.”).

153  Michael Simkovic & Meirav Furth-Matzkin, Pigouvian Contracts 4 (Apr. 4, 2022)
(unpublished manuscript), https://papers.ssrn.com/sol3/papers.cfmrab-
stract_id=4019686 (indicating that platform companies “generate negative externalities by
over-exploiting consumers’ limited attention through long and complex standardized
agreements” preventing consumers from understanding or searching for more favorable
terms).

154 Id.

155 The states might be wrong about this. Some have argued that these taxes could
hurt consumer welfare by forcing platforms to charge for what is now “free.” See, e.g., Joe
Crosby, Kendall L. Houghton, Stephen P. Kranz & Diann L. Smith, Served up on a Plattner:
A Response to Big Data Tax Proposals, 100 TAX NOTES STATE 817, 818-19 (2021). Given the
profitability of the current model, we are skeptical, but this is an empirical question best
resolved by allowing experimentation in tax structures. Further, though there is some logic
(and precedent) for allowing customers to pay a fee for more privacy, allowing privacy to
become a luxury poses its own distributive questions. Stacy-Ann Elvy, Paying for Privacy and
the Personal Data Economy, 117 COLUM. L. REV. 1369, 1400-04 (2017).

156 Butitis not the only one and not the best one if one frames the problem differently.
For instance, the base of the Maryland DST relies on gross receipts from advertising, which
we think is a good proxy for consumption and an ok proxy for the value of user data. If
one’s focus were on compensation for the mining of user data first of all, then one might
use the extracted data as the base, as in the proposed New York data mining tax. See Platt-
ner, supra note 29.
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mobilization of data to subsidize the production of services and prod-
ucts that consumers want.!”” A tax on digital ads is arguably taking this
into account. It is unlikely that DSTs that are anything like the ones
we are considering would eliminate ads or free services, and so the DST
only reduces these ads at the margins, while raising revenues for other
goals.

It could be objected that even if this were so the reduction in ads
would not really correlate in any clear way with the externalities we are
concerned about. Yet an effective tax could aid regulatory responses
that are more specific.!® That is, presupposing the tax has some
teeth,!™ then taxpayers will respond to incentives to reduce the tax.
One kind of incentive to reduce a DST could be a reduction in tax “for
taxpayers that implemented best practices published by the govern-
ment or who provided more consumer control over their data.”!® It
could be very useful to know how much some of these large platforms
would be willing to pay in tax as opposed to implementing certain re-
forms.

D. Tax Base Diversity

Given balanced budget requirements, we have already explained
how useful it is for states to have broad tax bases. To the extent DSTs
broaden the consumption tax base, a relatively stable base to begin
with, this is a significant benefit for state public finance. But there is
also strength in structural diversity, in having taxes that are collected
in different ways and thus can be evaded (or not) in different ways.
This advantage is most clear in comparing the DSTs to income taxes.

Large, profitable taxpayers have strong incentive to shift income
out of the United States to reduce tax liability. Doing so avoids the
U.S. corporate income tax (21%)'%' and state corporate income taxes
(which average about 5%).!%> The classic ways for taxpayers to do this

157  See Seth G. Benzell & Avinash Collis, Regulating Digital Platform Monopolies: The
Case of Facebook (Sept. 16, 2022) (unpublished manuscript), https://ssrn.com/ab-
stract=3619535.

158  See Avi-yonah, supra note 123, at 1244-45.

159  That is, firms and individuals will only respond to incentives provided by a tax sys-
tem if they can’t relatively easily just evade the tax.

160 Thimmesch, supranote 11, at 188.

161  Garrett Watson, Combined Federal and State Corporate Income Tax Rates in 2022, TAX
FOUND. (Sept. 27, 2022), https://taxfoundation.org/combined-federal-state-corporate-tax-
rates-2022/ [https://perma.cc/MSX7-TD9Z].

162  Janelle Fritts, State Corporate Income Tax Rates and Brackets for 2022, TAX FOUND. (Jan.
18, 2022), https://taxfoundation.org/state-corporate-income-tax-rates-brackets-2022/
[https://perma.cc/8NUG-ZEEZ]; see also David Gamage & Darien Shanske, Tax Cannibali-
zation and Fiscal Federalism in the United States, 111 Nw U. L. REV. 295, 309-316 (2017).
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involve the use of foreign affiliates in low-tax jurisdictions. For exam-
ple, a foreign affiliate in a low-tax jurisdiction that holds a taxpayer’s
intellectual property will charge a profitable domestic corporation in
a high-tax jurisdiction royalties for use of the intellectual property.
The domestic corporation takes deductions for the royalty payments,
thus reducing tax amounts in the high-tax jurisdiction. Also, the for-
eign affiliate’s royalty income is taxed at low tax rate. Given that the
consolidated group’s total profits remain the same, the group reduces
the total income tax amounts by shifting income from a high- to a low-
tax jurisdiction.

However, gross receipts tax like the DST do not permit deduc-
tions, and so most of the tax planning techniques used by major tax-
payers to avoid income taxes would not work for gross receipts taxes.
Consistent with this analysis, a recent study found that the market pe-
nalized digital firms that engaged in more tax avoidance more heavily
than other firms in response to the imposition of DSTs in Europe, sug-
gesting that “investors do not anticipate that firms are able to easily
avoid the additional tax.”!63

The top rate of Maryland’s DST is 10%'** and Maryland’s share of
GDP is about 2%,'% so an additional question is how much it is worth
it for a taxpayer to come up with a bespoke strategy to avoid Maryland’s
DST.166 Obviously, the incentive would increase as more states adopted
similar DSTs, though, again, because of their simpler structure it is in-
herently more difficult to avoid DSTs.

E. Apportionment Diversity

Apportionment is a practice by which the value or income of a
multijurisdictional enterprise is divided. The origins of apportion-
ment started in the nineteenth century when states confronted the
question of how to tax the value of railroad for purposes of the prop-
erty tax. The Supreme Court permitted the states to look at the value
of a whole railroad network and not the individual pieces within a

163  Daniel Klein, Christopher A. Ludwig & Christoph Spendgel, Taxing the Digital Econ-
omy: Investor Reaction to the European Commission’s Digital Tax Proposals, 75 NAT'L TAX J. 61,
86 (2022).

164 MD. CODE ANN., Tax-Gen. § 7.5-103(4) (West 2022).

165  Maryland vs. United States Comparative Trends Analysis: Gross Domestic Product Growth
and Change, 1997-2021, U.S. REA PROJECT, https://united-states.reaproject.org/analysis
/comparative-trends-analysis/gross_domestic_product/tools/240000/0/ [https://
perma.cc/7BEK-BEJY].

166  See David Gamage, How Should Governments Promote Distributive Justice?: A Framework
for Analyzing the Optimal Choice of Tax Instruments, 68 TAX L. REV. 1, 56-63 (2014); David
Gamage, The Case for Taxing (All of) Labor Income, Consumption, Capital Income, and Wealth,
68 TAX L. REV. 355, 375-82 (2015).
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state.'” Once the Court accepted the proposition that the entire rail-
road had a unitary value as a business, the next question became how
could any one state impose a tax on its share of such a whole. Here
again, the Court was pragmatic and accepted approximate formulas,
such as using the ratio of track miles within a state.'®® The burden on
the taxpayer challenging the formula is heavy, as the taxpayer must
“prove ‘by “clear and cogent evidence” that the income attributed to
the State is in fact “out of all appropriate proportions to the business
transacted . . . in that State.”’”!% Today, for purposes of the state cor-
porate income tax, the states use several different formulas for appor-
tionment, with the ratio of sales made within a state the most com-
mon.!'7

The Maryland DST is apportioned, as it must be, so that it taxes
only the gross receipts arising from transactions in Maryland.'” The
regulations implementing apportionment state that digital advertising
revenues are derived in Maryland “when any portion of those services
are accessed through a device located within the State.”!”? The choice
to focus on devices, rather than users, is controversial,!”? as are other
parts of the regulations.!”*

Now, as a matter of law, we think the Maryland approach is rea-
sonable and passes constitutional muster. As a policy matter, we
acknowledge that there might be better ways to apportion the tax,
which raises a final important, if somewhat esoteric, set of reasons to

167  See, e.g., Adams Express Co. v. Ohio State Auditor, 165 U.S. 194, 220-29 (1897);
State R.R. Tax Cases, 92 U.S. 575, 608-11 (1876); Del. R.R. Tax, 85 U.S. (18 Wall.) 206, 231—
32 (1874).

168  See Adams Express Co., 165 U.S. at 221; State R.R. Tax Cases, 92 U.S. at 611; Del. R.R.
Tax, 85 U.S. (18 Wall.) at 231.

169 Container Corp. of Am. v. Franchise Tax Bd., 463 U.S. 159, 170 (1983) (quoting
Moorman Mfg. Co. v. Blair, 437 U.S. 267, 274 (1978)).

170 WALTER HELLERSTEIN, KIRK J. STARK, JOHN A. SWAIN & JOAN M. YOUNGMAN, STATE
AND LOCAL TAXATION: CASES AND MATERIALS 447 (11th ed. 2020).

171 MD. CODE ANN., TAX-GEN. § 7.5-102 (West 2022).

172 MD. CODE REGS. 03.12.01.02(A) (2022); see also Maryland Comptroller Proposes Digital
Advertising Tax Regs, TAX NOTES (Aug. 30, 2021), https://www.taxnotes.com/research
/state/state-regulations-and-guidance /maryland-comptroller-adopts-digital-advertising-
tax-regs/7cnp0/ [https://perma.cc/TN39-NLQ7].

173 Joe Crosby, Kendall L. Houghton, Stephen P. Kranz & Diann L. Smith, NFTs and
Maryland’s Disastrous Digital Ad Tax Regulations, 102 TAX NOTES STATE 135, 135-37 (2021);
see also_Just when You Thought You Were out: The Maryland Comptroller Drops Proposed Sourcing
Reg for the Digital Ad Tax, EVERSHEDS SUTHERLAND (Aug. 31, 2021), https://us.eversheds-
sutherland.com/NewsCommentary/Legal-Alerts /244642 /Just-when-you-thought-you-
were-out-The-Maryland-Comptroller-drops-proposed-sourcing-reg-for-the-digital-ad-tax /
[https://perma.cc/KW38-S2QL].

174  Stewart et al., supra note 32.
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have a DST. The reason is that having a DST allows one to have a set
of apportionment rules tailored for the DST.

As critics of Maryland’s DST point out, state corporate income
taxes often look to the end users of an online service just like the Mar-
yland DST attempts to do.'”> Thus, according to this critique, there is
no need for the DST if we are looking to apportion the profits of these
businesses to the locale of final users because the state corporate in-
come tax already does this. This objection misses the mark for many
reasons, including that there are policy reasons to have a DST base
rather than just a corporate income tax base. For example, in Sec-
tion IILA we explained why a DST can serve as a backup to retail sales
taxes. But there is an additional point: it makes sense for the corporate
income tax’s apportionment rule to be different from the DST appor-
tionment rule.

As noted above, states have apportioned the income of multistate
corporations for a long time. The formula that became standard was
a blended ratio of property, payroll and sales within a state.!” The
model formula promulgated by the Multistate Tax Commission (MTC)
still is a blended ratio of property, payroll, and sales, but the sales factor
is double-weighted.!”” The policy intuition behind the different factors
is that the location of the business’s workers, assets, and customers are
reasonable proxies for where its income is generated.!” A justification
deeper in the weeds is that using property and payroll is more difficult
to game than the sales factor.!”

So let us suppose a state reasonably believes that some kind of for-
mula using property and payroll is appropriate for their corporate in-
come tax. If a state makes that reasonable choice, then the income
generated by these barter transactions will only be partially sourced to
the consumers’ jurisdiction. This is a reasonable result as to sourcing
income, but an improper result relating to sourcing consumption.
Therefore, one additional reason to have a DST that specifically targets
lost consumption is that it allows the state to have a different formula

175  SeeUlrik Boesen, Tax Foundation Comments on Maryland’s Digital Advertising Tax Reg-
ulations, TAX FOUND. (Nov. 10, 2021), https://taxfoundation.org/775aryland-digital-adver-
tising-tax-regulations-comments/ [https://perma.cc/9HZ3-4LYK]; Karl A. Frieden &
Stephanie T. Do, State Adoption of European DSTs: Misguided and Unnecessary, 100 TAX NOTES
STATE 577, 578 (2021).

176  See generally HELLERSTEIN ET AL., supra note 170, at 447.

177  See MULTISTATE TAX COMPACT art. IV.9 (MULTISTATE TAX COMM’N 2017).

178  See RICHARD POMP, MULTISTATE TAX COMM’N, REPORT OF THE HEARING OFFICER:
MULTISTATE TAX COMPACT ARTICLE IV [UDITPA] PROPOSED AMENDMENTS 66 (2013).

179  See, e.g., HR. REP. NO. 89-952, pt. 6, at 1135, 1144-50 (1965); Darien Shanske, Ex-
panding State Fiscal Capacity, Part I: Combining an Entity-Level Consumption Tax, Improved Sales
Factor Apportionment, and a Tax on a Federal Windfall (the QBI Deduction), 22 FLA. TAX REV.
448, 476-80 (2019).
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for that tax (the DST), namely apportion according to the location of
the final consumer. Given the goal of the tax, using the destination of
consumers makes sense and, atleast in principle, apportionment based
on sales is less likely to generate real (and wasteful) responses by tax-
payers because it is hard to move one’s customers (relative to one’s
payroll) .18

However, it could be countered that the trend among the states
for their corporate taxes is for single sales factor apportionment using
market-based sourcing and so, in fact, there is no apportionment for-
mula benefit. Leaving aside that this trend is not universal,'®! could
change, and is imperfect,'®? there are reasons to suppose that states
might still want to have slightly different formulas for corporate in-
come taxes and DSTs. As for DSTs, leaving aside the technical issues
for the moment, we think it is clear that they should aim to tax final
consumption.

But matters might not be so simple for a corporate income tax.
Consider this scenario. A New York business (J. Crew) pays a California
platform (Facebook) to advertise its services nationally, including, for
example, in Maryland. Again, a DST looks to tax the consumers who
are getting a free service from Facebook and so looking through to the
consumers makes sense. For corporate income tax purposes though,
looking through New York to the ultimate consumers is arguably not
entirely right. One might take the position that the purchaser of the
ads is a consumer that is also contributing to Facebook’s income. If
one takes that position, then perhaps, for corporate income tax

180  Cf. Daniel Shaviro, Mobile Intellectual Property and the Shift in International Tax Policy
Jfrom Determining the Sowrce of Income to Taxing Location-Specific Rents: Part Two, 2021 SING. J.
LEGAL STUD. 154 (2021) (“DSTs in particular, whether they prove permanent or merely
transitional, look like harbingers of a new era in which entity-level corporate taxation rightly
focuses more on consumers’ relative immobility and on locational rents, and less on dec-
ades-old doctrinal and semantic debates concerning the supposedly ’true’ source of eco-
nomic income and value creation.”).

181  See SHEELAGH BFAULIEU, MARIA EBERLE & LIZ JANKOWSKI, LIVING WITH MARKET-
BASED  SOURCING-CALCULATING  TODAY’S  SALES FACTOR  (2020), https://
www2.deloitte.com/content/dam/Deloitte /us/Documents/Tax/living-with-market-
based-sourcing-calculating-todays-sales-factor-12.pdf [https://perma.cc/P4Q5-JNTU].
States with market-based sales sourcing include Alabama, Arizona, California, Colorado,
Connecticut, District of Columbia, Georgia, Hawaii, Illinois, Indiana, Iowa, Kentucky, Lou-
isiana, Maine, Maryland, Massachusetts, Michigan, Minnesota, Missouri, Montana, Ne-
braska, Nevada, New Hampshire, New Jersey, New Mexico, New York, North Carolina,
Ohio, Oklahoma, Oregon, Pennsylvania, Rhode Island, Tennessee, Utah, Vermont, Wash-
ington, and Wisconsin. Id. at 12.

182  The DST should be apportioned by end user. Current market-based sourcing reg-
ulations are not necessarily so sourced, at least as interpreted by the courts. See Stephen P.
Kranz & Lauren A. Ferrante, Market Sourcing: State’s Look-Through Approach Rejected Again,
98 TAX NOTES STATE 341, 341-42 (2020).
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purposes, these sales should be sourced to New York. And, in fact,
many states with market-based sourcing would still source these sales
to New York.!82 We do not think that would be the best result, but we
do not think it wholly unreasonable, especially if a state also has a DST.

The point of this Section is not to devise the one true apportion-
ment formula for corporate income taxation or DSTs. Rather the
point is to note that states could quite reasonably choose to have a dif-
ferent apportionment for each. A DST is an additional tool to tax the
digital economy that creates more room to diversify apportionment
rules. When DSTs are combined with corporate income tax with dif-
ferent apportionment rules, all relevant jurisdictions can be reasonably
assigned a share of these tax bases.

III. LEGAL ANALYSIS OF DSTS: THE CASE OF MARYLAND’S DST

As we indicated in the Introduction, Maryland’s DST is currently
being challenged in both state and federal court.!®* Furthermore, even
friends of DSTs in theory are wary of Maryland’s DST as a matter of
law. In this Part, we will argue that the Maryland DST is on fairly strong
legal ground despite a setback in Maryland state court. This is not to
say that this novel tax, under attack from some of the best state and
local tax lawyers in the country, might not be struck down in the end
anyway. Rather, we think that the better argument is that the tax
should be sustained and that the ultimate disposition of the issue, per-
haps before the Supreme Court, is by no means a sure thing. Further-
more, we think it likely that any decision that struck down Maryland’s
tax would also leave the door open for state-level DSTs of slightly dif-
ferent design. This means that the many states considering DSTs
should not be intimidated by the current lawsuits, though this is not to
say that the states should not consider ways to fortify their taxes from
the inevitable legal assault.

We think that there are two primary errors that run through the
attacks on Maryland’s DST. First, the attacks misunderstand what the
tax is, and this is why we started with a discussion of the policy argu-
ments in favor of the tax. Crucially, because the DST is trying to tax

183 The MTC rules seem to source these sales to the ultimate consumer, like proposed
California rules. See MODEL GEN. ALLOCATION & APPORTIONMENT REGULS. regul.
IV.17.(d) (3) (B)3.a., 3.d (example (iii)) (MULTISTATE TAX COMM'N 2017); Cal. Franchise
Tax Bd., Draft Language Amending California Code of Regulations, Title 18, § 25136-2
(June 4, 2021). Many states’ sourcing rules effectively locate these sales in New York. See,
e.g., Kranz & Ferrante, supra note 182.

184 Chamber of Com. of the U.S. v. Franchot, No. 21-cv-00410, 2022 WL 971010, at *1
(D. Md. Mar. 31, 2022); Complaint for Declaratory Judgment at 2-3, Comcast of Cal./Md.
/Pa./Va./W. Va. v. Comptroller of the Treasury, No. C-02-CV-21-000509 (Md. Cir. Ct. Apr.
15, 2021).
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currently untaxed consumption, then the selection of a tax base that is
a proxy for this consumption is not a discrimination against digital ad-
vertising, but filling a gap that does not exist to the same extent as with
traditional print advertising.

Second, the attacks on the DST suggest that courts should be in
the business of interpreting preemptive statutes or Dormant Com-
merce Clause jurisprudence in a manner that leans toward displacing
state revenue authority. We think the rule is—and should be—that,
on separation of powers and federalism grounds, courts do not look
for ways to displace state revenue authority.

So many legal arguments have been made against Maryland’s DST
that we can hardly go through them all. We do not think most of these
arguments are particularly strong, but rather go to the “throw every-
thing at the tax in every court possible” strategy of the plaintiffs. We
are surprised there is notyet a complaint against the tax in traffic court.

We will focus on what we see as the three primary objections to
Maryland’s DST: preemption under the Internet Tax Freedom Act
(ITFA), discrimination under the Dormant Commerce Clause, and
preemption under a doctrine relating to foreign affairs.

A. Basic Objection Based on the Internet Tax Freedom Act (ITFA)

1. Discrimination

The ITFA prohibits “discriminatory taxes on electronic com-
merce.”'® Discrimination under the ITFA requires that a tax be im-
posed on internet activities but not on “similar property, goods, ser-
vices, or information accomplished through other means.” %

The Maryland DST taxes only digital ads and, therefore, say its
many critics, it is discriminating against electronic commerce.'” But
matters are not so simple because digital ads are not altogether similar
with print ads. Crucially, and as we discussed in Section ILA, supra,
only digital ad revenue is a proxy for large and growing area of untaxed
consumption. On the other side, there are many similar transactions
that are currently taxed under Maryland law. For instance, digital

185 Internet Tax Freedom Act, Pub. L. No. 105-277, div. C, tit. XI, § 1101(a)(2), 112
Stat. 2719, 2719 (1998) (codified as amended at 47 U.S.C. § 151 (2018)).

186 Id. §§ 1105(2) (A) (i), (ii), (iii).

187  See, e.g., Complaint for Injunctive & Declaratory Relief at 17, Chamber of Com. of
the U.S. v. Franchot, No. 21-cv-00410 (D. Md. Feb. 18, 2021).
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goods, such as e-books, are taxed!®® and information on customers,
such as subscription lists, are also taxed.!®?

Before proceeding with the further analysis as to the question of
discrimination, we think that many of the characteristics of digital ads
are relevant to the legal analysis. Digital ads, unlike other ads, can rea-
sonably be taxed because a state may reasonably believe that they gen-
erate economic rents through extracting user data at a steep discount.
Further, we think digital ads are different because of the significant
evidence that the business model in which they are embedded causes
externalities. These are big differences, individually and collectively.
In any analysis of similarity, one must tally similarities and differences
and apply judgment. To use a loose biological metaphor, one looks to
the features of animals to decide how closely they are related. In some
cases, a prominent feature (eating bamboo) and naming convention
(use of the same word) can lead to mistakes. For instance, it turns out
that giant pandas are not closely related to red pandas.!®® We think
that relationship between digital ads and traditional ads is like the re-
lationship between giant pandas and red pandas.

In the end, though, this is more than about tallying differences.
A functional analysis focused on the use of DSTs to tax consumption
should, we think, be dispositive. The ITFA’s purpose is to protect in-
ternet-based business from discriminatory taxation; understanding
DSTs as backup consumption taxes illustrates why DSTs do not impli-
cate this purpose. To take a classic example of what the ITFA sought
to prevent, one can well imagine how it would have been tempting for
states to tax internet purchases of books and shoes more heavily in or-
der to protect their brick-and-mortar main street businesses. And so it
was, and is, appropriate for Congress to protect an interstate industry
from such protectionism.!”! Note the underlying assumption is that if
a similar transaction is taxed at a higher rate, then consumers will move
toward the less taxed alternative.

Yet in the case of so-called digital ads, this analysis breaks down.
Because the goal of the tax is to tax consumption that is currently un-
taxed, it is actually only aiming to restore parity between transactions.
Put another way, because the DST is imposing a tax on digital ads, ads

188 MD. CODE ANN., Tax—Gen. § 11-101 (h) (1) (iii), (iv) (West 2022).

189  SeeMD. CODE ANN., Tax—Gen. § 11-109 (delegating the Comptroller power to main-
tain a list of products subject to tax); THE COMPTROLLER OF MD., supra note 118, at 13
(subscription lists included).

190 Is a Red Panda a Bear? And More Red Panda Facts, SMITHSONIAN’S NAT’L ZOO &
CONSERVATION BIOLOGY INST. (Sept. 18, 2020), https://nationalzoo.si.edu/animals/news
/red-panda-bear-and-more-red-panda-facts/ [https://perma.cc/YC5Y-4MX3].

191  And the legislative history resonates with this fear. See, e.g., H.R. REP. NO. 105-808,
pt. 1,at9 (1998); H.R. REP. NO. 110-372, at 21 (2007).
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that are embedded in an entirely different business model, a business
model that, on the consumer facing side, represents a barter paid for
completely in data.!'”? Because digital ads are embedded in the market
in data, it does not do a competitive harm to digital ads relative to print
ads to take away their tax advantage.

It could be objected that broadcast ads are also a kind of barter;
the television is “free” in return for watching.!®® This objection helps
illustrate our argument. We think a state might reasonably have opted
not to tax such ads because they do not represent economic rents. Fur-
ther, because they must be addressed to the general public, these ads
do not generate the same externalities. There is also less untaxed con-
sumption in relation to broadcast media because the viewers are giving
less (eyeballs, not user data) and the broadcasters are getting less (no
data); the broadcasters are also giving less (ready-made, one-way enter-
tainment, not real-time interactive maps).'* In fact, to get something
approximating the information digital advertisers get for “free” as a
matter of course, the broadcast industry relies on services like Nielsen.
Crucially, Nielsen pays its families to participate, and these payments
are subject to tax.! As a policy matter, these reasons, along with the
relative size of the missed consumption, is enough to justify states only
taxing some barters, treating any untaxed consumption generated by
broadcast media as de minimis relative to the administrative burden of
imposing such a tax.!9

192 SeeThimmesch, supranote 11, at 161 (“The actual functioning of the personal-data
market supports the adoption of a market-exchange model under which we recognize that
firms acquire data by providing consumers with access to desirable digital products and that
consumers use their data to acquire access to those products.”).

193 We should not discount the possibility that states simply apply a gross receipts tax
on these barters too so as to nullify the issue completely. Cf. Mark J. Cowan, Joshua Cutler
& Ryan J. Baxter, Strategic Surrogates or Sad Sinners: U.S. Taxation of Bartering in Digital Ser-
vices, 58 AM. BUS. L.J. 849, 874 (2021) (“We have no problems taxing nondigital companies
using the advertising-pricing model.”).

194 Cowan et al. reach a similar conclusion. Id. at 875 (“The time and attention of the
online user is thus worth much more, and is more easily identified, than that of newspaper
readers, radio listeners, or television viewers. When there is a vast amount of barter result-
ing from a business model orchestrated by sophisticated enterprises and that barter is anal-
ogous to taxable cash transactions, there will be significant tax base erosion—and signifi-
cant unfairness if the situation is not addressed.” (footnote omitted)).

195  About Us, NIELSEN, https://markets.nielsen.com/us/en/about-us/panels/ratings-
and-families/ [https://perma.cc/KSHW-8RUF]. Nielsen characterizes the payment as
“gifts,” but such gifts are subject to income tax and, if these types of services are subject to
sales tax, should be taxed as sales as well.

196  Cf. Leigh Osofsky & Kathleen DeLaney Thomas, The Surprising Significance of De
Minimis Tax Rules, 78 WASH. & LEE L. REV. 773, 832 (2021) (“As a broader design point,
when considering de minimis exceptions, policymakers should look for a clearly favorable
tradeoff between compliance and administrative savings from the rule, relative to the re-
sulting revenue loss.”).
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But is it enough of a difference to justify the legal conclusion that
there is no discrimination? We think so. In particular, digital ads ex-
tract precise user data in return for services that are in many cases (e.g.,
maps, email) never subject to tax. Because of the difference as to the
value of the data, a digital ad, which could reasonably just be called a
data-barter surcharge and not a tax on ads, is not easily substituted by
an ad on broadcast television or a free newspaper.!¥’” Electronic com-
merce is thus not discriminated against if we use the touchstone of
competitive harm.

We do not need to speculate on whether courts are likely to ad-
dress the plain meaning of discrimination in this more nuanced way
because the lead Supreme Court cases on discrimination in the con-
text of the Dormant Commerce Clause already do so,'%® as does the
lead Supreme Court case interpreting Congress’ use of “discrimina-
tion” in the 4R Act.' In connection with the Dormant Commerce
Clause, the Court has explained that “discrimination ... assumes a
comparison of substantially similar entities. ... [because] the differ-
ence in products may mean that the different entities serve different
markets, and would continue to do so even if the supposedly discrimi-
natory burden were removed.”® Furthermore, the Court has ex-
plained in interpreting the word “discrimination” in a federal law
preempting state tax law (the 4R Act) that “[w]e think that an alterna-
tive, roughly equivalent tax is one possible justification that renders a
tax disparity nondiscriminatory.” 2!

Appropriately, several state courts have interpreted the reach of
the ITFA along the lines we suggest. For example, in Labell v. City of
Chicago, an Illinois appellate court declined to find that the ITFA’s
nondiscrimination provision preempted a city “amusement” tax that
applied to “television shows, movies, or videos,” as well as music and

197 What about ads in newspapers one pays for? It is surely the case that these ads
subsidize the production of the paper for consumers, but a state in that case has reason to
accept the retail price of the paper as a close enough proxy for the value of the consump-
tion. In the digital ad context we are considering, there is no market transaction to serve
as a proxy—other than the purchase of the ad on the other side of the platform.

198  Gen. Motors Corp. v. Tracy, 519 U.S. 278, 297-300 (1997); see also United Haulers
Ass’n v. Oneida-Herkimer Solid Waste Mgmt. Auth., 550 U.S. 330, 338 (2007).

199  See Ala. Dep’t of Revenue v. CSX Transp., Inc., 575 U.S. 21, 26-27 (2015).

200  Gen. Motors Corp., 519 U.S. at 298-99 (footnote omitted).

201  CSX Transp., Inc., 575 U.S. at 30-31 (2015); see also CSX Transp., Inc. v. Ala. Dep’t
of Revenue, 888 F.3d 1163, 1179 (11th Cir. 2018) (“Considering only state taxes, over a
recent nine-year period, rail carriers paid $0.0985 per gallon for dyed diesel while motor
carriers paid $0.19 per gallon for clear diesel. Accounting for both state and local taxes,
rail carriers paid $0.2348 per gallon while motor carriers paid between $0.20 and $0.23 per
gallon. During that same period, rail carriers and motor carriers each had a higher state
plus local tax burden than the other one did an equal number of times (fifty-seven).” (in-
ternal citations omitted)).
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games, that are “electronically delivered” to customers.?*? The court
compared streaming entertainment services (such as Netflix or
Spotify) subject to the tax with other products and services not subject
to the tax (such as physical entertainment devices like video machines,
jukeboxes, or pinball machines).?”® The court found substantive dif-
ferences between streaming services and physical entertainment de-
vices and concluded that the tax on streaming services was not
preempted because streaming entertainment services are not “similar”
to the most analogous noninternet-based products.?* Other courts
have likewise rejected a finding of similarity under the ITFA when
there were substantive differences between allegedly analogous prod-
ucts and services.?%

2. Should the DST Be Preempted Because of a Concern with
Stability?

At least one prominent commentator, Richard Pomp, has sug-
gested that all this parsing of what is truly similar undermines the value
of “stability.”?? The plausible presupposition here is that parsing “sim-
ilar” tax by tax will, at least for a while, make it uncertain which state
digital taxes are permissible and which are not. The less plausible
claim that follows from this observation is that it would be better for
courts to eschew this work in favor of a bright-line advertising is adver-
tising rule, to the detriment of Maryland’s tax because it is a tax on
advertising. Again, the Maryland tax could be reasonably called a data

202 147 N.E.3d 732, 736 (Ill. App. Ct. 2019).

203 Id. at 743.

204  Id. at 747-48. The court noted that the Illinois Supreme Court did not reach the
issue of sufficient similarity for purposes of discrimination in its ITFA decision in Perfor-
mance Marketing Association, Inc. v. Hamer, 998 N.E.2d 54 (Ill. 2013). See Labell, 147 N.E.3d
at 749.

205  SeeVillage of Rosemont v. Priceline.com Inc., No. 09 C 4438, 2011 WL 4913262, at
*4 (N.D. Ill. Oct. 14, 2011) (holding that a tax resulting in higher fees for online travel
companies than their brick-and-mortar counterparts did not violate the ITFA because the
disparate tax rates were the result of differences in business models and fee structures rather
than the fact that online travel companies conducted their business via internet); Mayor of
Baltimore v. Priceline.com Inc., No. 08-3319, 2012 WL 3043062, at *7-8 (D. Md. July 24,
2012) (similar to Rosemont); Gartner, Inc. v. Dep’t of Revenue, 455 P.3d 1179, 1192-93
(Wash. Ct. App. 2020) (holding that taxing internet research database sales at a different
rate than the physical transmittal of research was not discriminatory under ITFA because
the research database was an automated digital service using software applications that
would not be used in an analogous physical setting).

206 The Fight over Maryland’s Digital Advertising Tax, Part 2, FORBES (Nov. 23, 2021, 1:15
PM), https://www.forbes.com/sites/taxnotes/2021/11/23/the-fight-over-marylands-digi-
tal-advertising-tax-part-2/?sh=1248c56d745f [https://perma.cc/PD4H-L3L9] (providing a
transcript of an interview with Richard Pomp who argued for a broad interpretation of “of-
fline advertising” and indicated that the law should be stable to avoid litigation).
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barter surcharge because we are seeking to tax the untaxed barter. If
it were so renamed, no doubt the industry would still object to it, and
we would end up having the same argument and in that case the in-
dustry would insist (correctly) that substance is what should matter.

And thus, though stability is an important rule of law value, it is
not the only one and simply erecting a bright line rule as to a tax on
advertising won’t do. We think that getting the law right as a matter of
text and congressional purpose is also important for the rule of law,
and Congress used the notion of discrimination, legislating against a
background of how the Court parses this notion. Indeed, Justice Scalia
himself rejected calls to simplify discrimination in the name of stability
in the context of the 4R Act.?”

And, in any event, stability is going to have to be earned through
a common-law process here regardless. For example, many observers,
including Pomp,?*® think that a state tax structured as a tax on data
would pass muster under the ITFA.2* We are also intrigued by such
alternative structures and see the appeal as a matter of policy and law,
but we do not think that such a tax will not be met with an ITFA chal-
lenge.?!® Indeed, we already have some hints of what that challenge
might look like based on the challenges to Maryland’s tax. After all,
brick-and-mortar businesses also collect data on consumers, the base
of New York’s proposed data severance tax. These businesses are also
subject to the New York tax, beyond a certain threshold—one million
New York users per month,?!! so there is no facial discrimination. Yet,
opponents can argue that brick-and-mortar retailers are much less
likely to exceed the threshold. Further, the New York levy is progres-
sive,?'? and it is surely the case as a practical matter that larger data
collectors will be digital and hence face higher rates. Finally, pragmat-
ically, taxing brick-and-mortar data collection is going to be difficult
and will likely require a different set of rules. The difference in rules
is likely to be attacked as discriminatory against digital data. (The mer-
its and demerits of New York’s data tax are further discussed in Section
IV.B.)

We are not suggesting that such attacks are persuasive—to the
contrary. Butwe are suggesting that a court, in deciding an ITFA chal-
lenge against a data severance tax, is going to have to consider whether
difference in treatment of digital as opposed to traditional data is jus-
tified by their underlying differences. This is the command of

207  See Ala. Dep’t of Revenue v. CSX Transp., Inc., 575 U.S. 21, 30-31 (2015).
208  See FORBES, supra note 206.

209  See, e.g., S. 4959, 204th Leg., Reg. Sess. (N.Y. 2021).

210  See Crosby et al., supra note 155, at 817-18.

211 S. 4959, 204th Leg., Reg. Sess. sec. 1, § 186-h(2) (a) (N.Y. 2021).

212 Seeid.sec. 1, § 186-h(3).
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Congress when it bars discrimination, as Justice Scalia observed in CSX
and it should not, and cannot, be avoided by placing Maryland’s DST
on one side of the line, without analysis.

3. Does the Presumption Against Preemption Apply to the ITFA?

A related attack on our perspective on the I'TFA is that ours is too
narrow a view of discrimination, that careful parsing of “discrimina-
tion” and “similar” is not required, that any (perceived)?? disad-
vantage suffered by electronic commerce is sufficient for a state tax to
be preempted.

But this is not how one is supposed to read federal statutes that
preempt state authority,?'* particularly state revenue authority.?’> Both
separation of powers and federalism concerns indicate that such stat-
utes are to be read narrowly. Itis a separation of powers issue because
broad preemption empowers courts over legislators. Itis a federalism
problem because such an approach empowers federal legislators (and
ultimately the Federal Supreme Court) to preempt state tax policy.

The opponents of Maryland’s DST have no choice but to
acknowledge the presumption against preemption, but argue that this
presumption applies only to the question of preemption itself.?! That
is, the argument goes, if a court is trying to decide an implicit preemp-
tion case, then it should presume no preemption per the presumption
against preemption, but, once there is preemption, as everyone agrees
there is with the ITFA, then there is no such presumption and the

213  We say “perceived” because there is a strong case that DSTs level the playing field
with other consumption.

214  See, e.g., Rice v. Santa Fe Elevator Corp., 331 U.S. 218, 230 (1947) (first citing Napier
v. Atl. Coast Line R.R., 272 U.S. 605, 611 (1926); and then citing Allen-Bradley Local No.
1111, 315 U.S. 740, 749 (1942)) (“[W]e start with the assumption that the historic police
powers of the States were not to be superseded by the Federal Act unless that was the clear
and manifest purpose of Congress.”).

215 See, e.g., Nat’'l Priv. Truck Council, Inc. v. Okla. Tax Comm’n, 515 U.S. 582, 590
(1995) (explaining that there is a “strong background presumption against interference
with state taxation”). Indeed, the text of the ITFA seems to accept the usual rule in section
1101 (b). SeeInternet Tax Freedom Act, Pub. L. No. 105-277, div. C, tit. XI, § 1101 (b), 112
Stat. 2719, 2719 (1998) (codified as amended at 47 U.S.C. § 151 (2018)) (“Except as pro-
vided in this section, nothing in this title [this note] shall be construed to modify, impair,
or supersede, or authorize the modification, impairment, or superseding of, any State or
local law pertaining to taxation that is otherwise permissible by or under the Constitution
of the United States or other Federal law and in effect on the date of enactment of this Act
[Oct. 21, 1998].”).

216  See Plaintiffs’ Consolidated Opposition to Motion to Dismiss and Memorandum in
Support of Cross-Motion for Summary Judgment at 39, Chamber of Com. of the U.S. v.
Franchot, No. 21-cv-00410 (D. Md. July 29, 2021) (“[T]here is no presumption against
preemption in the context of an express-preemption clause like ITFA’s.”).
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scope of the preemption should be interpreted broadly (or at least not
so narrowly as to actually consider similarity in any detail).

At the level of theory, this approach does not make a lot of sense.
If separation of powers and federalism principles counsel against find-
ing preemption at all, then why should they also not counsel against
finding broad preemption? Not surprisingly, caselaw from the Su-
preme Court and other important courts does not apply the presump-
tion against preemption in this cramped way. For example, in Heu-
blein, Inc. v. South Carolina Tax Commission, the Court upheld state reg-
ulations that had the effect of costing businesses the protection of a
federal preemption statute, explaining that “[sJuch regulation is an
important function of local governments in our federal scheme. . ..
‘[U]nless Congress conveys its purpose clearly, it will not be deemed
to have significantly changed the Federal-State balance.””?7 As the
Court explained in a different context, treating ambiguous terms as an
invitation to expand preemption “would be to read Congress’s words
of limitation as mere sham, and to read the presumption against pre-
emption out of the law whenever Congress speaks to the matter with
generality.”?8 Not surprisingly, the lower courts have understood that
preemptive statutes are not to be interpreted broadly,?!? including in
at least one case involving the ITFA.?20

To be sure, as an analytic matter, we might want to call the pre-
sumption at issue with the ITFA, the presumption against broad
preemption to distinguish it from the presumption against preemp-
tion in the first instance. Furthermore, and as already explained, Mar-
yland has a strong case on the ordinary meaning of discrimination
without need of the benefit of a presumption. We bring up the pre-
sumption because, as with so much else, the opponents of the DST
have dismissed it too quickly.

4. Doesn’t the Legislative History Indicate That a Tax on Just Digital
Commerce Is Discriminatory?

There is legislative history, and in particular a statement by Con-
gressman Cox, one of the bill’s sponsors, to the effect that “any

217 409 U.S. 275, 281-82 (1972) (quoting United States v. Bass, 404 U.S. 336, 349
(1971)).

218 N.Y. State Conf. of Blue Cross & Blue Shield Plans v. Travelers Ins., 514 U.S. 645,
655 (1995).

219  See In re Disney Enters. Inc. v. Tax Appeals Tribunal, 888 N.E.2d 1029, 1036 (N.Y.
2008) (“[W]e will not, ‘absent unambiguous evidence, infer a scope of pre-emption beyond
that which clearly is mandated by Congress’ language’” (quoting Cipollone v. Liggett Grp.,
Inc., 505 U.S. 504, 533 (1992))).

220  See Gartner, Inc. v. Dep’t of Revenue, 455 P.3d 1179, 1192 (Wash. Ct. App. 2020)
(applying a presumption against preemption in an ITFA case).
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taxation of property, goods, services, or information that is inherently
unique to the Internet would be discriminatory, because there is no
non-Internet property, goods, services, or information that is similar
and that the State generally taxes.”?! Such passages suggest that Mar-
yland cannot win. If digital ads are similar to print ads, then the DST
is discriminatory; and if they are not similar, then the DST is discrimi-
natory.

There are various responses. First, even if this interpretation of
the ITFA is correct, it does not defeat the argument we have been mak-
ing. Our argument is that the DST is taxing consumption that is oth-
erwise not taxed and is, in fact, similar to the taxed consumption.
Comparing whether Maryland’s tax is imposed on both print and dig-
ital ads is to miss the fact that digital ads are a proxy for similar untaxed
consumption.

Second, the notion that states cannot tax “inherently unique” fea-
tures of the internet cannot mean that such features represent a tax-
free zone. If that were true, then states could not impose the general
sales tax on services provided over the internet, but the definition of
discrimination in the ITFA clearly anticipates and permits that states
impose their sales tax on internet transactions just like brick-and-mor-
tar ones. When prominent state and local tax practitioners challenged
the application of Texas’s sales tax to certain digital services, they did
not argue that Apple’s iTunes Match is unlike any nondigital service;
rather, they argued that the state “does not assess sales tax on sales
made by offline providers that offer services similar to iTunes
Match.”2??

But there is also reason to doubt the probative value of this partic-
ular bit of legislative history. The ITFA and its scope were controver-
sial. Indeed, Congressman Cox associated himself with federalism con-
cerns in a colloquy over the bill in the Senate.?”® Furthermore, such
concerns made it into the actual language of the bill in several ways.
First, Congress used the notion of “discrimination” in the bill, a term
with its own history which Congress is presumed to know. As we have
seen, this term presupposes a meaningful look for comparators. Sec-
ond, in elaborating on discrimination in the text of the bill, Congress
did not use language as broad as that of Congressman Cox but rather
repeatedly emphasized whether a tax was imposed on “similar”

221 Response in Opposition to Defendant’s Motion to Dismiss at 40-41, Comcast of
Cal./Md./Pa./Va./W. Va., LLCv. Comptroller of the Treasury, No. C-02-cv-21-000509 (Md.
Cir. Ct. Dec. 8, 2021) (quoting 144 CONG. REC. 15339 (1998) (statement of Rep. Cox)).

222 Plaintiff’s Original Petition at 12, Apple Inc. v. Hegar, No. D-1-GN-20-004108 (Tex.
Dist. Ct. Aug. 7, 2020).

223 See S. 442, the Internet Tax Freedom Act: Hearing on S. 442 Before the Subcomm. on
Comme’ns of the S. Comm. on Com., Sci., & Transp., 105th Cong. 15 (1997).
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transactions.??* Third, Congress included a savings clause emphasizing
that the usual rules governing state power over taxation apply.??

Finally, as just explained, there is a presumption against a broad
scope of preemption as to state taxing power, and hence, even if this is
an ambiguous case, which it is not, the presumption instructs that the
statute be interpreted in a way that limits the dislocation of state taxing
power.

In sum, our primary argument is that taxes like Maryland’s are
trying to tax consumption that is otherwise not taxed and thus is trying
to even the playing field, not discriminate against the digital. Further,
it is not clear that the proxy tax on consumption through digital re-
ceipts is higher than the comparable tax on brick-and-mortar con-
sumption, though thatis a fact-intensive inquiry that is fairly debatable.
If, after surviving summary judgment, the Maryland tax is ultimately
found to discriminate because of the details of its structure—say its rate
is too high relative to its sales tax—this would still provide a template
for other states to impose similar taxes.

5. Conclusion on ITFA

Thus, the plain meanings of “similar” and “discrimination,” as
used in the ITFA, along with the background caselaw interpreting the
terms of which Congress is presumed to have been aware and the pre-
sumption against preemption itself all indicate that what is similar for
purposes of the ITFA must be parsed carefully. We think that a court
should find that the activities taxed by Maryland’s DST are not similar
for purposes of the ITFA and hence not discriminatory.

B.  Dormant Commerce Clause Challenge: Extraterritorial Values

Maryland’s DST applies different rates of tax to different size tax-
payers—for example, the rate is 2.5% for “global annual gross revenues
of $100,000,000 through $1,000,000,000.”%?¢ However, the rate is 10%
for taxpayers with global annual revenues over $15,000,000,000.2*7 So,
say a small taxpayer in terms of Maryland sales becomes a big taxpayer
by virtue of its revenue earned in the rest of the world, then that tax-
payer ends up paying Maryland tax at a higher rate. Is this not the
taxation of extraterritorial value because the higher rate is triggered
by activity outside of the state? Thus, itis claimed, the tax should fail

224 Internet Tax Freedom Act, Pub. L. No. 105-277, div. C, tit. XI, § 1104(2) (A), 112
Stat. 2719, 2724-25 (1998) (codified as amended at 47 U.S.C. § 151 (2018)) (Moratorium
on Internet Taxes).

225  Id. § 1101 (b).

226  MD. CODE ANN., TAX—GEN. § 7.5-103(1) (West 2022).

227 Id.§7.5-103(4).
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the fair apportionment/external consistency prong of the Complete
Auto test.2?

We acknowledge the somewhat odd result, but think it is appro-
priate as a policy matter and constitutional. Itis appropriate as a policy
matter if the states think there is a connection between the total gross
receipts of the taxpayer and the appropriate level of tax. This is what
states already do in the context of the income tax. That is, suppose an
out-of-state taxpayer earns $10,000 in a state with a progressive income
tax, say California. California does not know whether that $10,000 is
part of a total income of $20,000 or $20,000,000. Given California’s
progressive tax rates, it wants to know what kind of taxpayer it is dealing
with and apply the right marginal tax rate to the $10,000. This is com-
mon practice, and it has been upheld by the courts as well as the lead-
ing commentators.?? Thus, though acknowledging some awkwardness
in one state looking to earnings in another state, Hellerstein, Heller-
stein, and Swain conclude that “[W]e cannot fairly and rationally im-
plement the concept that those who earn more should pay taxes at an
increasingly higher rate unless we determine how much the individual
earns without regard to the particular political entities in which the
earnings were accumulated.”?%

As we have already explained in Section I.B, it is hardly idiosyn-
cratic or unreasonable to relate the digital platforms to network effects.
Thus, Maryland can reasonably connect the size of a taxpayer’s gross
receipts with a tax rate because the greater the size of the gross receipts
the greater the value of the data bartered and/or the greater economic
rent to be taxed.?!

228  See, e.g., Plaintiffs’ Consolidated Opposition to Motion to Dismiss & Memorandum
in Support of Cross-Motion for Summary Judgment, supra note 216, at 55 (referencing the
test in Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977)); Complaint for Injunctive
and Declaratory Relief at 18, Chamber of Com. of the U.S. v. Franchot, No. 21-cv-000410
(D. Md. Feb. 18, 2021).

229  See 2 JEROME R. HELLERSTEIN, WALTER HELLERSTEIN & JOHN A. SWAIN, STATE TAX-
ATION: SALES AND USE, PERSONAL INCOME, AND DEATH AND GIFT TAXES AND INTERGOVERN-
MENTAL IMMUNITIES § 20.05[1][b] (3d. ed. 2012).

230  Id. (analyzing and citing cases).

231 Interestingly, the Court of Justice of the European Union reached a similar conclu-
sion as to a Hungarian gross receipts tax with high thresholds. Case C-323/18, Tesco-Global
Aruhazak Zrt. v. Nemzeti Ad6- és Vamhivatal Fellebbviteli Igazgatésiga,
ECLI:EU:C:2020:140, 1 74 (Mar. 3, 2020) (“It follows from the foregoing that the steeply
progressive rates of the special tax do not, inherently, create any discrimination, based on
where companies have their registered office, between taxable persons owned by Hungar-
ian natural persons or legal persons and taxable persons owned by natural persons or legal
persons of other Member States.”). This decision has been criticized for, among other
things, accepting a notion of “progressivity” that is not “reliable.” Ruth Mason & Leopoldo
Parada, The Legality of Digital Taxes in Europe, 40 VA. TAX REV. 175, 213 (2020). The same
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As with the case of state income taxes, Maryland did not structure
its tax in this way in order to tax extraterritorial values and is not taxing
such values. Rather, if it is to impose a tax at an increasing rate on the
businesses most able to pay—and also plausibly causing the biggest
consumption tax gap—then it needs a proxy for the size of the tax-
payer’s network, which is what the gross receipts measure is. (A more
direct defense of gross receipts as a proxy is discussed in Section IV.B,

infra.)
C. Foreign Affairs Doctrines

1. Ome-Voice Prong from the Dormant Commerce Clause

The one-voice prong of the foreign Dormant Commerce Clause
was established by the Court in Japan Linein 1979; it is a prong that is
applied only after a state tax has passed muster under ordinary
Dormant Commerce Clause analysis and thus has been found not be
discriminatory.?*? At first glance, this additional factor makes perfect
sense. Of course, we do not want the states undermining international
relations. Thus, as in Japan Line, if the United States has agreed with
its trading partners, such as Japan, on the taxation of shipping contain-
ers, then how can California be permitted to upset this international
arrangement? Ruth Mason?*® and Richard Pomp have argued that
state-level DSTs may be similarly infirm because they too will upset a
carefully arranged international arrangement.?

Yet, on second glance, the one-voice factor does not make very
much sense. After all, there is no question that Congress can use its
positive Commerce Clause power to preempt state taxation schemes
that interfere with international relations.?®> But the one-voice factor
applies when Congress has not so acted. This raises serious separation

authors think the policy justifications for thresholds for digital taxes are also weak, includ-
ing a form of our argument concerning network effects. /d. at 200-01. But note that Mason
and Parada do not think the network effects argument is strong enough to justify (nation-
ality) discrimination under EU law. We think the use of size thresholds is reasonable
enough such that there is no discrimination to justify under U.S. law.

232 Japan Line, Ltd. v. County of Los Angeles, 441 U.S. 434 (1979).

233  Ruth Mason, Maryland’s Proposed Digital Tax May Be Unconstitutional, MEDIUM (Jan.
30, 2020), https://medium.com/@ProfRuthMason/marylands-proposed-digital-tax-may-
be-unconstitutional-9be58831315b/ [https://perma.cc/4EPV-LGVC].

234 Stewart et al., supra note 32 (“If the government is unified in their views, and if we
have a renegade state that’s an outlier acting inconsistently with those views, then the state
tax should fall.”).

235 And this would be the better way to approach the issue. See Leanne M. Wilson,
Note, The Fate of the Dormant Foreign Commerce Clause After Garamendi and Crosby, 107
COLUM. L. REV. 746, 784-88 (2007).
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of powers and federalism concerns.?*® Say the President wishes for the
states to cease a certain tax practice, but fails to get Congress to
preemptit. If a federal court finds that state practice unconstitutional
because of an amicus brief filed by the Solicitor General or other exec-
utive branch communication,?” then a federal court is allowing the
President to bypass Congress and accomplish through litigation what
he could not accomplish through legislation.

The current controversy about Maryland’s DST illustrates the is-
sue. According to Pomp, the current federal administration is of the
opinion that Maryland’s DST is complicating its negotiating position
in the global tax deal and is lobbying Maryland to abandon it.?*® And
so this would seem to be a strong case for applying the one-voice prin-
ciple. Or isit? Suppose the administration does not succeed in con-
vincing Maryland and suppose the administration does not succeed in
convincing Congress to pass a bill preempting a tax like Maryland’s.
Presumably, this dual failure reflects that the DST is perceived as im-
portant by the State of Maryland and, further, that Congress was not
persuaded to use its positive Commerce Clause power to preempt the
states. Thus, if the one-voice principle were to be found by a court to
preempt Maryland’s DST, it would grant the President alone signifi-
cant power to dislocate state revenue authority, quite an anomalous
result and one the Court already rejected in Barclays?® And

236  For a more thoroughgoing critique of the doctrine on these grounds, see David H.
Moore, Beyond One Voice, 98 MINN. L. REV. 953 (2014).

237  See, e.g., Press Release, Off. of the U.S. Trade Rep., Exec. Off. of the President,
Conclusion of USTR’s Investigation Under Section 301 into France’s Digital Services Tax
(Dec. 2, 2019), https://ustr.gov/about-us/policy-offices/press-office/press-releases,/2019
/december/conclusion-ustr%E2%80%99s-investigation  [https://perma.cc/8]56-92BP].
Note that informal communications from members of Congress don’t help because that
would in effect mean that part of Congress would be legislative for the whole and not even
formally. See INS v. Chadha, 462 U.S. 919 (1983). For such a communication, see Letter
from Orrin G. Hatch, Chairman, U.S. Senate Comm. on Fin. & Ron Wyden, Ranking Mem-
ber, U.S. Senate Comm. on Fin. to Donald Tusk, President of the Eur. Council & Jean-
Claude Juncker, President of the Eur. Comm’n (Oct. 18, 2018) https://www.finance.sen-
ate.gov/imo/media/doc/2018-10-18%200GH%20RW%20t0%20Juncker%20Tusk.pdf
[https://perma.cc/SM7F-JQ77].

238  See Stewart et al., supra note 32 (“I'm only speculating, but I would think calls
should be made, [and] will be made, from Washington to Maryland encouraging them to
put this tax on hold so that we can at least say even our own state has backed off from the
DST.”); Michael J. Bologna, Digital Tax Pact with Europe May Complicate Maryland’s Ad Tax,
BLOOMBERG LAW (Oct. 22, 2021, 2:53 PM), https://www.bloomberglaw.com/product/tax
/bloombergtaxnews/daily-tax-report-state / X5609] TC000000/ [https://perma.cc/JLS5-
VCAS].

239  Barclays Bank PLC v. Franchise Tax Bd., 512 U.S. 298, 329 (1994) (“The Constitu-
tion expressly grants Congress, not the President, the power to ‘regulate Commerce with
foreign Nations.” ... Congress has focused its attention on this issue, but has refrained
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remember, this dislocation of state revenue authority would be a result
of federal constitutional common law, ultimately as determined by the
federal judges of the U.S. Supreme Court.

Given its analytic difficulties, it is thus not surprising, as Pomp
notes, thatit has only happened once that taxpayers have won on “one-
voice” grounds—in Japan Line.*** Returning to that victory, we would
characterize that case as standing for the proposition that a taxpayer
can win on one-voice grounds only on a very similar fact pattern to that
case, one just short of preemption and where there is also in fact mul-
tiple taxation (the other prong added by Japan Line) and where there
are other strong indicators of federal interests. That is, in Japan Line,
there were treaties about the taxation of containers ratified by Con-
gress, angry and threatening trading partners, and a brief from the So-
licitor General.?*! Further, there was actual multiple taxation because
the relevant treaties gave the residence jurisdiction 100% property tax-
ing rights.?4

A similar, but not identical, constellation failed to deprive the
states of the power to impose worldwide combined reporting?*® in part
because of ambiguous actions by Congress and the administration, but
also because there was no guaranteed multiple taxation because the
state approach would not obviously lead to more or less taxation. We
also think the Court shied away from the radical implications of an
aggressive application of the one-voice prong.

In any event, the Court twice found that worldwide combined re-
porting did not violate the one-voice prong.?** Accordingly, two lead-
ing commentators have concluded that “[t]he continued relevance of

from exercising its authority to prohibit state-mandated worldwide combined reporting.
That the Executive Branch proposed legislation to outlaw a state taxation practice, but en-
countered an unreceptive Congress, is not evidence that the practice interfered with the
Nation's ability to speak with one voice . ...” (citations omitted) (quoting U.S. CONST. art.
1,8§8,cl 3)).

240  See Stewart et al., supra note 32 (indicating that the one voice doctrine isn’t often
used, but potentially should be in this case); Michael S. Knoll & Ruth Mason, The Dormant
Foreign Commerce Clause After Wynne, 39 VA. TAX REV. 357, 388 (2020).

241  SeeJapan Line, Ltd. v. County of Los Angeles, 441 U.S. 434, 435-41 (1979).

242 Id. at 452.

243  For our purposes, worldwide combined reporting is crucial because it is a method
for calculating state corporate income tax liability that (1) relies on calculations of the
worldwide income of a taxpayer and (2) is not the standard method for calculating corpo-
rate tax liability at the international level. Despite the fact that worldwide combined report-
ing did not comport with national or international norms, the Supreme Court upheld it
twice. For more on worldwide combined reporting, see Shanske, supra note 110, at 292—
94.

244 Barclays, 512 U.S. at 320-30; Container Corp. of Am. v. Franchise Tax Bd., 463 U.S.
159, 193-97 (1983).
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the two additional Japan Line factors is an open question”?% while an-
other has argued that “Barclays Bank effectively eliminated it.”2%¢ This
is not to say that there is no risk to state DSTs given the plasticity of the
“one-voice” prong. Our point is not that there is no risk, just that the
risk is not so great that it should deter sound tax policy.

2. Foreign Affairs Preemption

Foreign affairs preemption is another related doctrine that could
be argued to threaten Maryland’s tax. There are two possible versions
of this doctrine. First, there is field preemption as applied in a case
called Zschernig v. Miller**” that found preemption “even absent any af-
firmative federal activity in the subject area of the state law, and hence
without any showing of conflict.”?*® The Court has never found an-
other state law preempted under this doctrine,* and Zschernig, along
with lower court decisions that follow it, applies preemption to state
actions made for the purpose of expressing foreign policy preferences
rather than “addressing a traditional state responsibility.”? In Zscher-
nigitself, for instance, the State of Oregon used its probate laws to ex-
press an opinion as to inheritance laws in Communist countries.?! Be-
cause Maryland’s tax uses traditional tools of tax policy to address a
traditional state responsibility—efficient and fair revenue collection—
this line of cases does not apply.

That said, there is a second version of the doctrine, where
preemption is found where there is an actual conflict with foreign pol-
icy as demonstrated by an executive agreement. The Court found
preemption in such a case in Garamendi. The holding of Garamend:

245 Knoll & Mason, supra note 240, at 390.

246  Jack L. Goldsmith, Federal Courts, Foreign Affairs, and Federalism, 83 VA. L. REV. 1617,
1705 (1997) (“As for the one-voice test in dormant foreign Commerce Clause cases: Barclays
Bank effectively eliminated it.”).

247 389 U.S. 429 (1968).

248 Am. Ins. Ass’n v. Garamendi, 539 U.S. 396, 418 (2003) (glossing Zschernig).

249  Seelngrid Wuerth, The Future of the Federal Common Law of Foreign Relations, 106 GEO.
LJ. 1825, 1831 (2018).

250  Garamendi, 539 U.S. at 419 n.11.

251 Zschernig, 389 U.S. at 440; see also Von Saher v. Norton Simon Museum of Art at
Pasadena, 592 F.3d 954, 965-66 (9th Cir. 2010) (“The District Court held that [the Califor-
nia statute in question] intrudes on the power to make and resolve war, a power reserved
exclusively to the federal government by the Constitution. We agree.”); Shayak Sarkar,
Capital Controls as Migrant Controls, 109 CALIF. L. REV. 799, 840 (2021) (“[The] targeting of
countries, and underlying intent to send a targeted foreign relations message, weighs in
favor of foreign affairs preemption.”).
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and certain broad statements as to its reasoning®? could suggest that
an executive agreement with foreign nations to implement the global
tax deal (discussed in Section I.C) that explicitly preempts the states
could preempt Maryland’s tax.

Now, attaching preemptive effect to an executive agreement raises
much the same federalism and separation of powers issues we noted
earlier in connection with the one-voice prong of the foreign Dormant
Commerce Clause, and thus we think it is not a surprise that the Court
itself has understood Garamendi as limited to “the making of executive
agreements to settle civil claims between American citizens and foreign
governments or foreign nationals[,] ... ‘a particularly longstanding
practice.””? The significance of this practice is that it is a practice of
giving power to the “national Executive to settle [claims remaining in
the aftermath of hostilities] in discharging its responsibility to main-
tain the Nation’s relationships with other countries.””* Needless to
say, there is no similar practice, nor could there be, regarding presi-
dential power over taxation, much less state taxation.

3. Conclusion of Foreign Affairs Doctrines

In the end, just because a common-law doctrine is in desuetude
does not mean that it might not make a return. And there are broad
statements and older precedents that a court could reach for in giving
an executive agreement about the global tax deal preemptive force.
Nevertheless, we think the better argument is that these cases and doc-
trines are in decline for good reason. On separation of powers and
federalism grounds, it never made a lot of sense to give (most) actions
by the executive alone preemptive force. Thus, we do not think the
states should hold back from state-level DSTs on account of concerns
with some type of foreign affairs preemption. This is all the more true
given that at the time of writing this Article no formal federal action of
any kind seems likely and so there will be no federal action to run
through the foreign affairs preemption analysis.

D. Whither Murphy

We will only address briefly the Supreme Court’s decision in Mur-
phy v. NCAA.2® Almost immediately after it was issued, commentators

252 Garamendi, 539 U.S. at 421 (“The exercise of the federal executive authority means
that state law must give way where, as here, there is evidence of clear conflict between the
policies adopted by the two.”).

253  Medellin v. Texas, 552 U.S. 491, 531-32 (2008) (quoting Garamendi, 539 U.S. at
415).

254 Garamendi, 539 U.S. at 420.

265 138 S. Ct. 1461 (2018).
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noted that the Supreme Court’s decision in Murphy seemed to imply
that much of Congress’s preemption of state law—including state tax
laws—was itself unconstitutional .2 Maryland has turned to Murphy in
its briefs*” and various leading state and local tax practitioners have
vigorously challenged its relevance to the ITFA.258

The Professional and Amateur Sports Protection Act (PASPA)
made it “unlawful” for a state to authorize sports betting.?® The Su-
preme Court concluded that PASPA’s prohibition on state authoriza-
tion of sports gambling violated the anticommandeering principle.26
The Court stated that the Commerce Clause “confers upon Congress
the power to regulate individuals, not States.”?6! It further elaborated
that the anticommandeering principle prohibits Congress from issu-
ing “direct orders” to state legislatures.?? A congressional prohibition
on state-authorized sports gambling “unequivocally dictates what a
state legislature may and may not do,” and is thus an unconstitutional
“direct order” to a state legislature.?6?

Though it seems from the passages and reasoning cited above that
Murphy would undermine much congressional preemption, including
of state taxation, that is generally thought not to be the case.?* Not
only did the Court’s decision offer examples of acceptable preemp-
tion,?% but all the Justices in Wayfair***—decided five weeks later in the
same term—thought Congress could (and should) preempt the states
and impose uniform rules as to use tax collection. Somehow, accord-
ing to Murphy, Congress can regulate individuals but not states. But it
is unclear to us—and to many—how to apply this distinction when

256  See Daniel Hemel, Murphy’s Law and Economics, MEDIUM: WHATEVER SOURCE DE-
RIVED (May 16, 2018), https://medium.com/whatever-source-derived/murphys-law-and-
economics-3¢0974e21ac8/ [https://perma.cc/YRV7-9CG2].

257  See, e.g., Memorandum in Support of Defendant’s Motion to Dismiss at 36-37,
Chamber of Com. of the U.S. v. Franchot, No. 21-cv-00410 (D. Md. June 15, 2021).

258 See, e.g., Jeffrey A. Friedman & Alla Raykin, Congress’s Preemption of State Tax Laws Is
Not Commandeering, 101 TAX NOTES STATE 1085, 1085 (2021).

259 28 U.S.C. §§ 3701 (2018), invalidated by Murphy, 138 S. Ct. 1461.

260  Murphy, 138 S. Ct. at 1473, 1475-81.

261 Id. at 1476 (quoting New York v. United States, 505 U.S. 144, 166 (1992)).

262 Id. at 1478.

263 Id.

264 For an example of a commentator asserting the consensus but not working out our
particular question, see Edward Hartnett, Distinguishing Permissible Preemption from Unconsti-
tutional Commandeering, 96 NOTRE DAME L. REV. 351, 376 (2020) (“Sure, Congress lacks the
power to simply negate a state tax. But it continues to have the power to regulate interstate
commerce. And as part of the power to regulate interstate commerce, it can give private
parties a right to engage in certain kinds of interstate commerce free from state regulation
or taxation.”).

265 Murphy, 138 S. Ct. at 1480.

266 South Dakota v. Wayfair, Inc., 138 S. Ct. 2080 (2018).
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Congress gives an individual a right not to be regulated by a state, which
seems substantively hard to disentangle from an order to a state legis-
lature not to regulate the individual.

Murphy’s opacity—and potential importance—has unsurprisingly
spurred a lot of commentary as scholars try to decipher how Murphy
should apply going forward. We cannot go through all the possible
interpretations, but Murphy certainly cannot somehow increase the fed-
eral government’s power to preempt state taxes. Thus, we have fo-
cused on why Maryland should win without reliance on Murphy.

As to Murphy, we would highlight the analysis of Dean Vik Amar
in particular. Amar argues that Murphy is best read as imposing a clar-
ity requirement on conditional preemption statutes. As Amar points
out,?” Murphy was about a statute New Jersey passed believing that it
might not constitute a forbidden authorization of gambling—and it
did so in at least partial reliance on an interpretation of the federal
statute provided by an argument offered by the federal executive
branch in opposing an earlier cert petition.?® Thus, argues Amar, the
real issue with PASPA was that it did not make it clear what a state could
or could not do. Note that the ITFA, unlike PASPA, is not a condi-
tional preemption statute, and so arguably Murphy then has no impli-
cation at all to our case. But it might, as Amar explains:

Perhaps requiring Congress to express its intent to preempt in un-
mistakable terms, and also to define the scope of preemption
clearly, would make sense for preemption settings more generally.
But it would be a rational first step for the Court to take to harmo-
nize conditional spending and conditional preemption by requir-
ing particular clarity in both settings, where the applicability of fed-
eral law will depend on legislative choices states are being encour-
aged—indeed invited—to make.2%

As already explained, we think there is ample basis in law and logic
to conclude that it is already the case that the scope of preemption is
to be defined narrowly, and it seems only a small, if fateful, further step
for the Court to require clarity lest the statute is found to be unconsti-
tutional altogether. Given the importance of state revenue functions,
we think reading Murphy to add a requirement “to define the scope of
preemption clearly” is particularly apt. We think that Murphy is there-
fore most relevant as to those claims against the DST that rely on par-
ticularly aggressive interpretations of the notion of “discrimination” or

267  SeeVikram David Amar, “Clarifying” Murphy’s Law: Did Something Go Wrong in Recon-
ciling Commandeering and Conditional Preemption Doctrines?, 2018 SUP. CT. REV. 299, 302-304.

268  Murphy, 138 S. Ct. at 1472 (“Picking up on the suggestion that a partial repeal would
be allowed, the New Jersey Legislature enacted the law now before us.” (citing 2014 N.J.
Laws 602)).

269  Amar, supra note 267, at 319-20.
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“one-voice,” which subtly rely on the presumption against preemption
not applying. The more an interpretation is such that it makes it hard
for states to know where they stand, the more in danger they will be to
reasoning derived from Murphy.

IV. RESPONDING TO POLICY OBJECTIONS

Part III has responded to the primary legal attacks against Mary-
land’s DST. We have put off our responses to the critiques of the prima
facie policy arguments for DSTs because it seemed silly to defend a tax
that was legally doomed. Since we do not think the tax is doomed, we
will conclude in this Part by responding to common policy objections.

It is worth taking a moment to review what it means to think
through state-level tax policy issues.?” States (and local governments)
fund most frontline government services, including procyclical ones.?"!
Further, as a general rule, states cannot borrow to cover operational
shortfalls and, though they have significant taxing powers, those pow-
ers are circumscribed in various fundamental ways.?”? For instance, the
United States does not have a national value-added tax, so there is no
well-designed national consumption tax for states to piggyback on.
States are also constrained by tax competition with other states.

Itis important to understand these constraints because sometimes
commentators write as if states could easily just adopt a more rigorous
consumption tax or as if all state spending were frivolous, hardly worth
doing if it requires levying an imperfect tax. We think the more stand-
ard case is states having to use imperfect taxes to fund highly important
services and it is with this perspective that DSTs should be evaluated.

A. Expand Sales Taxes

The typical retail sales tax base is far too narrow if the goal of the
tax is to reach all final consumption.?”® As particularly relevant to
DSTs, typical retail sales taxes do not reach the sale of digital goods or
services.?”* It would thus be appropriate to broaden states sales taxes
to reach these transactions,?” and Maryland in fact did follow this pre-
scription also in order to fund the same educational initiative.>’s

270  This paragraph drawn from Darien Shanske, supra note 100, at 589-92.

271  Id.at90.

272  Id. at 90-91.

273  See Mazur & Thimmesch, supra note 116, at 961; Shobe et al., supra note 116, at
1351-53.

274  See Mazur & Thimmesch, supra note 116, at 961-64.

275 See generally id.

276  Seeid.
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But if a state does follow this sensible prescription, then doesn’t
that eliminate the need for DSTs? We do not think so. Remember, a
DST is aiming to tax untaxed consumption even if sales taxes were
broader. A specific example should help. Currently, many states
would not tax a download from iTunes because it is a digital product
even when the state would tax the same transaction if the consumer
were purchasing the tangible equivalent, say a CD. This should
change, but even if it did, this change in state law would not impose a
tax when a consumer uses a “free” app like Google Maps instead of
buying a map. DSTs are thus a further consumption base broadening
measure.

It is also worth noting that plugging holes in the consumption tax
base is only one of the policy rationales in favor of a tax like DSTs.

B. Difficulties of Taxing Barter Transactions

Another common policy objection to Maryland’s DST is that it is
impracticable to tax barter transactions because of their lack of cash
flow.27

Although the lack of cash flow makes it more difficult to assign a
value to barter transactions, it is reasonable, as we have argued, to as-
sume that the goods and services exchanged in a barter transaction are
reflected in the platform’s revenue.?”® Further, a gross receipts base
has the merit of being relatively administrable.?™

Critics of Maryland’s DST further argue that gross revenue is a
poor proxy for digital barter transactions because it reflects the fair
market value of the bartered-for data and ad space after it has been
processed rather than its raw value at the time of the barter transaction,
and so overstates the tax base.?®® While we acknowledge that using
gross receipts as a tax base does not perfectly reflect the value of digital
barter transactions, the criticism that it vastly overstates the tax base

277  See e.g., Bryan T. Camp, The Play’s the Thing: A Theory of Taxing Virtual Worlds, 59
HASTINGS L.J. 1, 32-33 (2007); Joe Bishop-Henchman, Tax Professors Come to the Defense of
Challenged Maryland Digital Tax, NAT’L TAXPAYERS UNION FOUND. (Sept. 23,2021), https://
www.ntu.org/foundation/detail / tax-professors-come-to-the-defense-of-challenged-mary-
land-digital-tax/ [https://perma.cc/5VXA-BF53].

278 Cowan et al., supra note 193, at 870; BORIS I. BITTKER & LAWRENCE LOKKEN, FED-
ERAL TAXATION OF INCOME, ESTATES AND GIFTS 1 185.2.5 (2022), Westlaw (database up-
dated July 2022).

279  See generally ANDREW CHAMBERLAIN & PATRICK FLEENOR, TAX PYRAMIDING: THE
ECONOMIC CONSEQUENCES OF GROSS RECEIPTS TAXES 5-6 (2006), https:/ /files.taxfounda-
tion.org/legacy/docs/sr147.pdf [https://perma.cc/2V8P-U7KZ]; Thomas F. Pogue, The
Gross Receipts Tax: A New Approach to Business Taxation?, 60 NAT'L TAX J. 799, 806 (2007).

280 Cowan etal., supranote 193, at 882; Marian, supranote 30, at 561 (arguing raw data
should be the tax base because money is not the best conveyor of information about value,
and it is logically incoherent to ascribe monetary value to data).
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due to processing is likely an exaggeration. First, conceptually, given
that the ads are in large part purchases of bartered consumer data, it
is hard to see why the price paid by advertisers is so much greater than
the value of the data proffered. But suppose the fair market value of
the ads is significantly greater than the consumption base, what then?
There could be a harm.?! For instance, in the context of fringe bene-
fits, the tax code will use the value paid by the employer as a proxy for
the value of free meals provided on site to employees.?8? If this proxy
overstates the benefit, then employers might reduce the provision of
these meals beyond what would be economically efficient.2* With
DSTs, this is a less likely scenario. For one, there is a strong argument
that platforms are making supranormal profits on these sales and so
they will not reduce them at all if subject to the tax. Further, because
there are plausible critiques to be made about this business model, if
there were reduction of digitals ads, then that is not necessarily a bad
thing.

There is also the question of compared to what? If it is accepted
that a state needs revenue and that taxing digital barter transactions is
a sensible way to avoid inequity, economic distortion, and capture un-
taxed revenue, then the question arises as to what would be a better
proxy for digital barter transactions? Or is there a different tax base
that would cause even less distortion?

One proposed alternative is to impose an excise tax on data trans-
fer between platforms and user-consumers.?®* In theory, an excise tax
may offer a more accurate account for nexus and tax base if it is im-
posed on the value associated with collecting and monetizing user data
only from the local users in the jurisdiction.?® In reality, however, the

281 There could also be an argument that the increased value of the ads renders using
them as a proxy a discrimination under the ITFA as a matter of law. We think, on balance,
that a court should find gross receipts a reasonable enough proxy, but if a court did opt to
conduct a fact-intensive inquiry, as lower courts did in connection with a similar issue rela-
tive to the 4R Act, see supra note 201, then this would still be a victory for state DST even if
Maryland loses. Suppose, for instance, a court finds that on average the gross receipts base
is 20% too large, then, going forward, states can impose a tax on 80% of the gross receipts
base.

282 Interestingly, this is going to be the rule starting in 2026. See LR.C. § 274(0). For
the rationale, see generally Jay A. Soled, Surrogate Taxation and the Second-Best Answer to the
In-Kind Benefit Valuation Riddle, 2012 BYU L. Rev. 153.

283  As Roin explains, this could be because the employer benefits from encouraging
employees to get together and the employees benefit from the free meals and that achieving
these agglomeration benefits through free meals is more efficient than the employer paying
for some other “togetherness” mechanism. See Julie Roin, The Case for (and Against) Surro-
gate Taxation, 39 VA. TAX. REV. 239, 259-62 (2019).

284  See S. 4959, 204th Leg., Reg. Sess. (N.Y. 2021); Marian, supra note 30, at 567-69;
Avi-Yonah et al., supra note 85, at 66-71.

285  See Appleby, supra note 29, at 17.
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existing data excise tax proposals have their own limitations relating to
tax base proxy and administrability. For example, a tax proposing the
tax base as volume or gigabytes of data transfer® would pose a ques-
tion of whether gigabytes represent monetary value of user data. It
could also be administratively difficult to track down data usage of
every individual user per a platform, which also raises privacy concerns.
To avoid those problems, New York has proposed a data severance tax,
an excise tax on the collection of New York consumer data.?” The
taxpayer is the commercial data collector collecting data on over one
million New Yorkers per month, but the tax base is measured by the
number of New York residents, imposing five cents per individual per
month.?® This per capita measurement is also, at best, a reasonable
proxy for digital barter transactions or the volume of data extracted.

Another alternative is to impose a surrogate tax that uses the de-
nial of business deductions “for the cost of providing free services (dig-
ital or otherwise) to users . . . using the advertising-pricing model” as a
tax base.” There is a lot to be said for this approach, but note that
arriving at the size of the deduction to be disallowed will not be so
simple, which is why Cowan et al. then come up with four alternative
measures.”” One of the draws of the DST is its simple gross receipts
structure.”! Cowan et al. also recognize that there will need to be ap-
portionment at the state level for such a surrogate tax** and, further,
that if the tax is limited to digital ads then it will face the same legal
challenges.

In fairness, some of these proposals are in part aiming at different
aspects of the problem (e.g., taxing data extraction) and, furthermore,
these proposals are in part motivated by the judgment that a Maryland-
style DST will not pass legal muster. Our point is that, as a matter of
policy, the relatively simple design of the Maryland DST responds di-
rectly to the untaxed consumption problem and so is a tool not to be
discarded lightly in favor of other more complicated models that do
not address this issue as crisply. And thus, not to be misunderstood,

286  See e.g., Marian, supra note 30, at 561.

287  S. 4959, 204th Leg., Reg. Sess. sec. 1, § 186-h(2) (a) (N.Y. 2021).

288 The tax rate increases to $0.50 per New York resident plus $2.25 million where
commercial data collectors are collecting data from more than ten million New York resi-
dents each month. /d.

289 Cowan et al., supra note 193, at 878 (footnote omitted).

290 Id. at 879-82.

291  For the general administrative simplicity of gross receipts taxes, see CHAMBERLAIN
& FLEENOR, supra note 279, at 5-6; Pogue, supra note 279, at 806. Note that the prolifera-
tion of DSTs might provide some additional administrative benefits to taxpayers and states
as well.

292  Cowan et al., supra note 193, at 879.
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we think there are merits to these other proposals as an alternative or
supplement to a DST.

To summarize, the impracticability of taxing barter transactions
only further justifies the use of gross receipts as the tax base for Mary-
land’s DST. Taxing gross receipts provides administrative simplicity
and acts as an adequate proxy for the valuation of digital barter trans-
actions. It also provides ancillary benefits—discussed in Part II and
summarized above—while avoiding some of the common pitfalls of in-
equity and inefficiency associated with gross receipt taxes, as discussed
below.

C. Economic Distortion by Tax Pyramiding

Another common policy objection to Maryland’s DST is that it will
cause economic distortion through tax pyramiding.?*® The DST im-
poses a tax on the global annual gross revenue of qualifying digital ad-
vertising services within the state. Gross receipts taxes have been con-
sistently criticized by scholars for being inequitable and inefficient.2%
At the heart of those criticisms lies the concept of tax pyramiding,
which occurs when goods or services are taxed at every stage of the
production process.?”> Consequently, each stage of the supply chain
shifts all or part of that tax forward to the next stage, creating multiple
levels of taxable transactions with an ever-increasing effective tax
rate.? As a result, industries with an extensive production process are
penalized, causing economic distortion by increasing prices, incentiv-
izing vertical integration, and potentially disincentivizing domestic in-
vestment.?’

The primary driver of the tax pyramiding effect is the size of a
firm’s supply chain—the larger the supply chain, the greater the effect.
Thus, to address the criticism that Maryland’s DST will cause economic
distortion through tax pyramiding, it is first necessary to define what
the supply chain looks like for digital advertising services. At its sim-
plest, the supply chain for digital advertising services is a relationship

293  See Crosby et al., supranote 155; RICHARD D. POMP, STATE TAX RSCH. INST., RESIST-
ING THE SIREN SONG OF GROSS RECEIPTS TAXES: FROM THE MIDDLE AGES TO MARYLAND’S
TAX ON DIGITAL ADVERTISING 74 (2022) (“As an economist, Professor Romer should have
known, as this Monograph makes clear, that a sales tax should not be imposed on business
inputs, such as advertising.”).

294  See CHAMBERLAIN & FLEENOR, supra note 279, at 1-2, 6, 8-9; JUSTIN M. ROSS, GROSS
RECEIPTS TAXES: THEORY AND RECENT EVIDENCE 2-5 (2016), https://files.taxfounda-
tion.org/20170403095541/ TaxFoundation-FF529.pdf  [https://perma.cc/VU6S-PXDJT;
Pogue, supra note 279, at 803-05.

295  See CHAMBERLAIN & FLEENOR, supra note 279, at 6; ROSS, supra note 294, at 2, 6-8.

296 CHAMBERLAIN & FLEENOR, supra note 279, at 6-7

297  Seeid. at 6, 8-10; Pogue, supra note 279, at 803-05.
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between user-advertisers who pay publishers (or platforms) to display
their ads to user-consumers.?® This entire process takes only a fraction
of a second and involves four key services, known as the “ad tech
stack.”?9  Starting on the supply side, publishers (Google) use Pub-
lisher Ad Servers to manage the available space for ads on their website
or app, and Supply Side Platforms (SSPs) utilize this information to
auction off those spaces.**® On the demand side, advertisers like J.
Crew use Advertiser Ad Servers to store their ads, and Demand Side
Platforms (DSPs) use this information to purchase available spaces
from SSPs.®! Once the matching between available space and ads is
complete, the publisher (Google) displays the ad to the user-con-
sumer.

Maryland’s DST mitigates the issue of economic distortion
through tax pyramiding because it only collects tax revenue from the
final stage of the digital advertising production process. The issue that
tax pyramiding creates multiple levels of taxation that compound into
a higher effective tax rate only occurs when the entire supply chain is
subject to the same gross receipts tax. In contrast, Maryland’s DST is
not imposed on the user-advertisers, user-consumers, or any of the four
key services involved in the digital advertising supply chain. Further,
as a narrow gross receipts tax, the DST is also not imposed on all of the
other goods (e.g., computers) and services (e.g., IT support) that went
into allowing these various firms to operate. Instead, it is levied only
on the gross revenues of qualifying publishers, in this case, Google, at
the very end of a supply chain.

To be sure, digital ads are a business input and so there would be
some pyramiding if the costs are shifted back to the advertising busi-
nesses.’*2 But our point is that as a tax only on one later stage of pro-
duction, it should not cause great pyramiding and it is unfair to com-
pare its economic effects to broad-based turnover taxes.**

298  AUSTRALIAN COMPETITION & CONSUMER COMM'’N, DIGITAL ADVERTISING SERVICES
INQUIRY: FINAL REPORT 4-5 (2021); THOMAS HOPPNER, MAXIMILIAN VOLMAR & PHILIPP
WESTERHOFF, THE FRENCH COMPETITION AUTHOIRTY FINES A BIG TECH COMPANY €220 MIL-
LION FOR ABUSE OF A DOMINANT POSITION THROUGH SELF-PREFERENCING IN THE AD TECH
INDUSTRY (GOOGLE ADX / GOOGLE DOUBLECLICK FOR PUBLISHERS) 1-2 (2021), https://
awards.concurrences.com/IMG/pdf/article-102324.pdf [https://perma.cc/43WR-
ULM9].

299  See HOPPNER et. al., supra note 298, at 2-3.

300  Seeid.

301 Seeid. at 2.

302 We discuss the uncertain incidence of the tax in the next Section.

303  Cf POMP, supranote 293, at 74-54 (broadly critiquing Maryland’s tax, including for
pyramiding).
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D. Regressive Tax Incidence

Maryland’s DST is also criticized as regressive because DSTs are at
leastin part a consumption tax, and thus consumers rather than digital
advertising platforms or other businesses could bear the tax inci-
dence.?** However, there are reasons to be unsure about the ultimate
incidence of DSTs. Even if DSTs turn out to be somewhat regressive,
it is crucial to consider the overall use of the tax proceeds as part of a
system of public finance.?%

A tax is considered regressive if the proportion of income that is
paid in taxes decreases as income increases. Related to the issue of tax
pyramiding, taxes on gross receipts are generally viewed as regressive
because the end of the supply chain shifts all or part of the com-
pounded cost of the tax onto the consumer, resulting in relatively
lower-income consumers paying a more significant proportion of their
income as compared to the digital advertising platforms.® However,
divergent market responses to European DSTs suggest that it is unclear
whether the burden of Maryland’s DST will pass on to consumers or
remain with the digital advertising platforms.*"’

After France and the United Kingdom adopted a DST that is sim-
ilar to Maryland’s, Amazon and Google announced their decision to
pass the cost on to the consumer, while Facebook and eBay announced
their decision to internalize the cost.3*® To understand such differing
responses, it is first necessary to understand the unique features of dig-
ital advertising platforms as well as the nature and underlying eco-
nomic theory of the digital advertising market.

As discussed in Section LA, digital platforms act as an intermedi-
ary between two subtypes of consumers: user-advertisers and user-con-
sumers.*” Often, digital platforms will provide a service to user-con-
sumers for low or no cost and make up for their loss in profit by

304 Kim, supranote 1, at 176.

305 Note there is a slight tension between the pyramiding critique and the regressivity
critique because if the DST is just pushed forward to user-consumers then there is little
pyramiding. That said, if the DST is pushed back to advertisers and the advertisers then
push the tax forward to consumers, there could be both pyramiding and regressive inci-
dence.

306  See WATSON, supra note 80, at 13 (indicating price increases resulting from gross
receipts taxes are regressive).

307  See]Jake Kanter, Amazon, Facebook, and Google Come out Swinging After Being Slammed
with an ‘Unjustifiable’ New Tax on Their Sales, BUS. INSIDER INDIA (Aug. 14, 2019, 3:51 PM),
https://www.businessinsider.in/tech /amazon-facebook-and-google-come-out-swinging-af-
ter-being-slammed-with-an-unjustifiable-new-tax-on-their-sales/articleshow/70675092.cms
[https://perma.cc/YTY4-ED2T].

308  Seeid.

309  SeeKim, supra note 1, at 176-78.



2022] STATE DIGITAL SERVICE TAXES 803

charging user-advertisers.?'? Facebook and Google are good examples
of this because they provide a free service to their user-consumers, but
charge user-advertisers to post an ad on their site. Digital platforms
have two distinct features which play a big role in determining market
share. First, they benefit from the network effect, which occurs when
the value of a platform increases as more people join, essentially creat-
ing a positive feedback loop.?!! Second, they benefit from zero or neg-
ligible marginal costs, allowing them to increase output with little to
no additional labor.*'? The combination of these features creates a
market where companies who enter the market early and find success
continue to find success at an exponential rate, while competitors find
it harder and harder to enter the market.?!3 As a result, dominant dig-
ital platforms such as Google, Facebook, and Amazon are often char-
acterized as enjoying monopolistic positions.’* Nevertheless, while
these companies might be monopolies in one side of the platform ser-
vices, such as search engine services, social network, and online mar-
ketplace, they operate as an oligopoly in the other side of the platform
services, which is the digital advertising market. The proportional mar-
ket share in the digital advertising market further supports the conclu-
sion of an oligopoly. Google, Facebook, Amazon, Alibaba, and other
companies all compete to provide space for targeted ads, with Google
and Facebook holding the largest share of the market while companies
like Amazon and Alibaba are slowly gaining more and more traction.3!®

Economic theory does not provide a simple prediction as to tax
incidence; it depends on the relative elasticity on different sides of the
market, market power as well as the long run versus the short run.3¢
To be more concrete, there is a general assumption/intuition that mo-
nopolists can just pass tax increases forward.?!” This suggests that the
large firms we are talking about, with market power, can pass on the
tax. However, “textbook” economic theory indicates that monopolists

310  Cui, supranote 13, at 85.

311 Kim, supranote 1, at 142.

312  See Cui, supranote 13, at 103.

3138  See Guggenberger, supra note 62, at 284-86.

314  See id. (indicating barriers created by extreme network effects that make it more
difficult for new competitors to join the market); Kim, supra note 1, at 178; Hovenkamp,
supra note 56, at 1962 (indicating network effects give large firms advantage over smaller
firms).

315 Ethan Cramer-Flood, Duopoly Still Rules the Global Digital Ad Market, but Alibaba and
Amazon Are on the Prowl, INSIDER INTEL. (May 10, 2021), https://www.insiderintelli-
gence.com/content/duopoly-still-rules-global-digital-ad-market-alibaba-amazon-on-prowl /
[https://perma.cc/MNIP-QFNK].

316  See, e.g., LOWRY, supra note 76, at 15-17.

317 SeeKai A. Konrad, Florian Morath & Wieland Miller, Taxation and Market Power, 47
CANADIAN J. ECON. 173, 175 (2014).
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cannot pass on the tax because a monopolist is already charging the
profit maximizing price.?!® In the real world, a monopolist might not
be charging this price and so might be able to increase the price—or
not—depending on the monopolist’s perception of consumer behav-
ior, and consumers might anchor on prices well below the theoretical
profit maximizing price.’'* On top of this complexity, standard theory
predicts that taxes will be passed on in competitive markets;*° this is
because the various competing firms are already operating at the mar-
gin and need to pass on the tax or exit the market. The presence of
competition between the big digital platforms for digital ads could thus
have (at least) two results. If the market is perfectly competitive, then
all the firms should pass on their price. If the competition is imperfect
because the firms have market power, then firms can absorb the cost
of the tax and stay in business and thus may choose to do so for com-
petitive reasons.

We are not economists and are not making any predictions except
that the impact of a gross receipts tax on price and outputin the digital
advertising market is hard to predict.?*! We note that investors appar-
ently did not think that these firms would be able to completely pass
oft DSTs,**2 and we note as well that the different public reactions to
European DSTs from major platforms would seem to reflect this com-
plexity. Google and Amazon (apparently) passed on the DST cost—
perhaps because of their perception of consumer demand or perhaps
to take a political stand to prevent other countries from implementing
similar policies—and this perhaps created an opportunity for Face-
book and eBay to increase their market share in the digital advertising
market and so they absorbed the cost. Whatever the explanation, the

318  Seeid. at 174 (“Textbook theory suggests that monopoly firms typically bear a large
share of the burden of an increase in sales taxes ....” (citing GARETH D. MYLES, PUBLIC
EcONOMICS 358-63 (1995))). Agrawal and Fox apply this insight to DSTs. Agrawal & Fox,
supranote 114, at 294 (“A tax on intermediate purchases of advertising only distorts choices
between advertising on social media and other intermediate inputs and only cascades if it
is forward shifted to buyers. The tax borne by social media firms may not create similar
distortions. The tax likely is not forward shifted to purchasers if social media companies
are maximizing marginal revenue minus zero marginal cost. Social media firms would not
generate more profits by shifting advertising prices if a percent of pure profits is ex-
tracted.”).

319 SeeKonrad et al., at 196-97.

320  Seeid. at 174.

321  See LOWRY, supra note 76, at 18 (“The exact equity effects of DSTs could vary based
on different abilities for intermediate firms to pass the tax along to consumers, the nature
of the goods and services that they sell, and the responsiveness of consumers in those rela-
tive markets.”).

322 SeeKlein et al. supranote 163, at 86 (“[O]ur evidence implies that investors expect
that firms will not be able to pass through all of the additional tax expenses to labor or
customers . ..”).
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market’s short-term reaction to European DSTs predicts that some dig-
ital advertising platforms will internalize the cost of Maryland’s DST,
while the remaining choose to pass it along to consumers. To further
complicate matters, digital platforms that choose to pass the cost along
to their consumers will likely shift it onto user-advertisers rather than
user-consumers.*?* Doing otherwise would reduce user-consumers’ us-
age of the platform, reducing user-advertiser participation and de-
creasing their profit.3?* Whether and how much digital advertisers pass
on the tax to consumers requires an analysis of the markets they oper-
ate in, etc.

In the end, Maryland’s DST will likely have some regressive impact
because some amount of its cost will be passed on to a broad group of
consumers, with the exact extent uncertain and likely different for dif-
ferent customers and at different times.

We agree that regressivity is not a net positive in a tax, but don’t
think it should be dispositive here—leaving aside its uncertain nature.
First, whereas the incidence of the tax is likely somewhat regressive, the
spending of the revenue raised by the tax trends progressive. That is,
the estimated $250 million in additional revenue from Maryland’s DST
will be devoted to funding education programs that skew towards help-
ing the less fortunate 3%

Second, the mixed incidence of Maryland’s DST reflects two of
the reasonable policy goals of the tax we discussed in Part II, goals re-
flected in some of the deliberations about the tax.

First, DSTs aims to capture previously untaxed consumption gen-
erated from the Maryland market and consumers. Since DSTs are try-
ing to tax previously untaxed consumption, it stands to reason that
consumers will pay some portion of a DST. Second, DSTs are designed
to tax capture some of the supranormal profits of the most dominant
digital advertising platforms in the market. As demonstrated by the
market reaction to European DSTs, some companies will likely choose
to pay the tax, which means the DSTs have succeeded in clawing back
some of these elusive profits.3%

Thus, because the DST’s complicated incidence, including some
regressivity, can be traced to its underlying and reasonable policy goals,
its regressivity should not be considered disqualifying. This is espe-
cially the case since the revenues raised by the tax are to be spent pro-
gressively.

323 See Cui, supranote 13, at 106.

324  Id.

325 See supra note 95 and accompanying text.

326  SeeKim, supra note 1, at 133-35, 177; Appleby, supra note 29, at 6-7.
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E.  Use Corporate Income Taxes

In principle, a state corporate income tax should reach the prof-
its, including the supranormal profits, of the big digital platforms. Cru-
cially, states are not bound by a physical presence rule as to taxing the
profits of out of state businesses: substantial economic presence in the
state will do.3?” Thus, the argument goes,*® the DST is unnecessary.
Even if this claim were true in practice as to state corporate taxes, it
would still be unpersuasive because of the numerous other reasons a
state might opt for a DST.

However, as it is, there are numerous problems with this claim
about state corporate income taxes in practice. First, the state corpo-
rate income tax is not so good at taxing corporate income, especially
of large multinational companies that have a lot of valuable intellectual
property.®* And, without being too snarky about this, the failure of
state corporate income taxes to do their job is in part a result of lobby-
ing by the same groups who argue that DSTs are unnecessary because
of state corporate income taxes.** And, in fact, we do think there is a
strong case that a state should first shift to worldwide combined report-
ing and generally improve their corporate income taxes before moving
to a DST 3%

But, as we have explained in subsection III.C.1, even with world-
wide combined reporting, the state corporate income tax is not a per-
fect tool for reaching the lost consumption tax base. A nondigital re-
tailer collects the sales tax and then also pays corporate income tax on
its profits.?*? Adopting worldwide combined reporting helps with the
corporate income tax issue, but not the sales tax issue. There are other
reasons that worldwide combined reporting and DSTs are not perfect
substitutes. Some companies make profits from two-sided market
transactions and other lines of business, for example. We can also

327  SeeFrieden & Do, supranote 175, at 591-94.

328  Seeid. at 595.

329  See Power & Frerick, supra note 13, at 835-37; Shanske, supra note 110, at 262.

330  See, e.g., Cara Griffith, Douglas L. Lindholm, Eric Luedtke, Richard D. Pomp &
Nancy Prosser, The Era of Digital Goods: Transcript, 100 TAX NOTES STATE 847, 852-55 (2021)
(providing a colloquy between Richard Pomp, supporter of worldwide combined reporting
but DST skeptic, and Douglas Lindholm, taxpayer representative and opponent of both).

331  See Mazur & Thimmesch, supra note 116, at 961.

332 There is also evidence that aggressive taxpayers increase their tax planning activities
to one tax base when another has become more difficult to evade. Lisa De Simone & Marcel
Olbert, How Do Multinational Companies Respond to Destination-Based Taxes? (Sept. 27,
2022) (unpublished manuscript), https://ssrn.com/abstract=4125715 (demonstrating that
taxpayers shifted tax planning from the VAT to the CIT in response to the VAT becoming
harder to avoid).

There is thus a sound reason to buttress the corporate income tax because the con-
sumption tax base would be strengthened.
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envision, as discussed in Section IL.D, that different apportionment
rules might be appropriate for corporate taxes versus DSTs. Finally,
even a well-designed corporate income tax will take a fixed percentage
of the profits of all corporations. Governments can and do—reasona-
bly—impose higher taxes (e.g., severance taxes) on what Cui and
Hashimzade call “rentrich sectors of their economies.”?? Thus, as a
tax on rents, there is a strong argument for having a DST in addition
to a robust corporate income tax.

CONCLUSION

The rise of the digital economy and the corresponding tax chal-
lenges require new solutions. In response to the specific obstacle of
untaxed consumption in the digital platform economy, policy makers
in Maryland and abroad have found a reasonable solution in the form
of a DST.

Although Maryland’s DST is under legal attack, we believe that
the legal arguments weigh in favor of upholding the tax. Based on the
plain language of the ITFA and current caselaw, Maryland’s DST
should not be struck down as discriminatory because digital advertising
is substantially and relevantly different. Furthermore, using a com-
pany’s worldwide gross receipts as a basis on which to tax different
firms at different rates does not violate the Dormant Commerce Clause
because network size is a reasonable proxy for the value of the bartered
consumption or rents.

We cannot guarantee the ultimate disposition of the lawsuits chal-
lenging Maryland’s tax, but we demonstrate that the case is much
harder than the opponents of Maryland’s tax believe. Not only do we
think it quite possible that Maryland will win outright, but that even a
narrow fact-intensive loss could illustrate how a somewhat different ver-
sion of the DST can pass muster.

We also believe that policy objections to DST's are overblown. Crit-
ics suggest that trying to tax digital barter transactions is impracticable.
However, the DSTs use gross receipts as a reasonable proxy for digital
barter transactions, and thus take advantage of the relative ease of ad-
ministering gross receipts taxes. Critics argue that gross receipts are
inequitable and inefficient because of tax pyramiding and regressive
tax incidence. Yet the narrowness of this tax and the shorter supply
chain to which it applies dampens the pyramiding critique. Further,
though DSTs are likely somewhat regressive, the strongly progressive
use of the revenues mitigates that concern as well. Certainly, as to

333  Wei Cui & Nigar Hashimzade, The Digital Services Tax as a Tax on Location-Spe-
cific Rent (Nov. 18, 2019) (unpublished manuscript), https://papers.ssrn.com/sol3
/papers.cfmrabstract_id=3488812.
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inefficiency or unfairness, it is hardly clear that most other state tax
instruments are clearly superior.

Therefore, a better approach to taxing digital platforms is not to
dismiss DSTs as a potential solution, but rather to pursue and improve
them, and we grant that the Maryland model can be improved upon.
A concrete blueprint for improving DSTs is beyond the scope of this
Article, but possible next steps include exploring other types of plat-
forms, such as online marketplaces (e.g., Amazon, Uber, Airbnb)3%
and content providers (e.g., Netflix, Spotify),**® and studying the ap-
plicability of DSTs to those platforms.

334  Most European DSTs apply to online marketplace and digital advertising platforms.
See Kim, supra note 1, at 152 tbl.1, 181-82. For a study on taxing Airbnb, see Eleanor
Wilking, Why Does It Matter Who Remits? Evidence from a Natural Experiment Involving
Airbnb and Hotel Taxes (Apr. 25, 2020) (unpublished manuscript), http://www-per-
sonal.umich.edu/~ewilking/airbnb_current.pdf [https://perma.cc/82MK-WF8E].

335 European DSTs do not apply to content providers. See Kim, supra note 1, at 181-
84 (noting that there are not significant differences between in-scope platforms and con-
tent providers). However, given that content providers are considered digital platforms, it
is worth considering expanding DSTs to online. See Matt Thompson, Denmark Plans 5%
Tax on Foreign Streaming Services, LAW360 TAX AUTH. (Feb. 7, 2022, 3:31 PM), https://
www.law360.com/ tax-authority/articles /1462572 /denmark-plans-5-tax-on-foreign-stream-
ing-services/ [https://perma.cc/86XP-DR3Z]. In the United States, Chicago has intro-
duced the so-called “Netflix Tax” since 2015, followed by more than twenty states, by ex-
panding sales tax base into services. See Greg lacurci, The Netflix and Spotify Tax: States Are
Making Streaming Services More Expensive, CNBC (Feb. 24, 2020, 8:00 AM), https://
www.cnbc.com/2020/02/24/states-are-imposing-a-netflix-and-spotify-tax-to-raise-
money.html [https://perma.cc/WJG3-BSAB].
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TABLE 1: NOTABLE STATE DIGITAL TAX PROPOSALS

State Tax Rate Tax Base Threshold Notes
$500,000 of
Annual gross annual gross Sales tax; social
Ark revenue from advertising media
ansas
7% social media revenue in providers only
(S.B. 558)336 . .
advertising state; 500,000 (failed on
services in state  account 10/15/2021)
holders in state
Annual gross L
. Digital
revenue from $10 billion in .
. . Advertising
Connecticut digital annual
10% . . Tax; large
(H.B. 6187)33%7 advertising worldwide o
. . multinationals
services in the gross revenues
only
state
Annual gross
) revenue from Sales tax; social
Connecticut . . . .
Not decided social media Same as above media

(ELB. 5645)338

advertising in providers only

state

336 S.558,93d Gen. Assemb., Reg. Sess. (Ark. 2021). This bill failed to pass and there
are no current plans by the Arkansas legislature to revisit it. See SB558—to Authorize Utilities
to Recover the Cost of Restoration of Damages and Extraordinary Natural Gas, Fuel, or Purchased
Power Costs Caused by Storms Through Securitization; and to Declare an Emergency, ARK. STATE
LEGISLATURE https://www.arkleg.state.ar.us/Bills/Detail?id=SB5888&ddBienniumSes-
sion=2021%2F2021R# [https://perma.cc/AX24-WSEB].

337 H.R. 6187, 2021 Gen. Assemb., Jan. Sess. (Conn. 2021); see also Proposed H.B. No.
6187 Session Year 2021, CONN. GEN. ASSEMB., https://www.cga.ct.gov/asp/cgabillstatus
/cgabillstatus.asp?selBill Type=Bill&bill_num=HB06187&which_year=2021/ [https://
perma.cc/QX8J-8LUS].

338 Connecticut proposed another bill (H.B. No. 5645) that targets social media adver-
tising specifically. H.R. 5645, 2021 Gen. Assemb., Jan. Sess. (Conn. 2021); see also Proposed
H.B. No. 5645 Session Year 2021, CONN. GEN. ASSEMB., https://www.cga.ct.gov/asp/cga-
billstatus/cgabillstatus.asp?selBill Type=Bill&bill_num=HB05645&which_year=2021/
[https://perma.cc/SBZ9-EQGU].
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More than
1,000,000
7%; plus the . .
total b active Indiana
otal number
account
of the social hold d
olders an
media Annual gross
. has annual .
. provider’s revenue from Sales tax; social
Indiana gross revenue

(HLB. 1312)#9

active Indiana

social media

derived from

media

account advertising in . . providers only
. social media
holders in a state ..
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339 Indiana proposed a digital services tax targeted at social media advertisers. This tax
has unique attributes taxing social media advertisers at 7% plus $1 for every active social
media user on the providers platform. H.R. 1312, 122d Gen. Assemb., 1st Reg. Sess. (Ind.
2021); see also Indiana House Bill 1312 (Prior Session Legislation), LEGISCAN, https://
legiscan.com/IN/bill/HB1312/2021/ [https://perma.cc/4T73-8YQL].

340 H.R. 363, 67th Leg., Reg. Sess. (Mont. 2021).

341  Montana House Bill 363, LEGISCAN, https://legiscan.com/MT/bill/HB363,/2021/
[https://perma.cc/V]95-WMID].

342 S. 605, 85th Leg., Reg. Sess. (W. Va. 2021).
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343 H.R. 3081, 192d Gen. Ct., 2021 Leg. Sess. (Mass. 2021).
344  Id.; H.R. 2894, 192d Gen. Ct., 2021 Leg. Sess. (Mass. 2021).
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345 S.1124, 204th Leg., Reg. Sess. (N.Y. 2021).
346  S. 4959, 204th Leg., Reg. Sess. (N.Y. 2021).

347

H.R. 4667, 87th Leg., 2021 Reg. Sess. (Tex. 2021).
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348 H.R. 1303, 67th Leg., 2021 Reg. Sess. (Wash. 2021).
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