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Federal Judge Rules That On-Line Book Retailer Does Not Have a Substan-
tial Nexuswith Louisiana Parish for Sales’'Use Tax Collection Purposes

By
William M. Backstrom, Jr.

The federal district court for the Eastern District of Louisiana held that on-line
book retailer, barnesandnoble.com, LLC (“Online”), did not have a substantial nexus
with St. Tammany Parish, Louisiana (the “ Parish™), as required by the dormant Com-
merce Clause, and was not required to collect and remit Parish sales/use taxes on its
sales to customersin the Parish even though Online' s affiliate, Barnes & Noble Book-
sdllers, Inc. (“Booksellers’), operated a store in the Parish. &. Tammany Parish Tax
Collector v. Barnesandnoble.com, LLC, No. 05-5695 (E.D. La. Mar. 22, 2007).

Onlineisan internet retailer of books, movies, and music. It accepts orders
from customers from across the country, including the Parish, and fills the orders
through a nationa distribution system. Online has no physical presencein Louisiana
except for the use of common carriers to deliver merchandise. Online did not maintain
amailing address or telephone number in Louisiana and had no employees or tangible
property in Louisiana

At various times during the taxable periods at issue, Barnes & Noble, Inc.,
owned, either directly or indirectly, 40%, 80%, and 100% of Online. In addition, Bar-
nes & Noble, Inc., also owned 100% of Booksellers, which owned and operated retail
stores throughout the United States, including one store in the Parish. Although Online
and Booksellers were commonly owned, they did not share management, empl oyees,
offices, and other important elements of their businesses.

The Parish sued Online in Louisiana state court for sale/use taxes alegedly
owed by Online for salesto customersin the Parish. Online removed the case to federal
court on both diversity and federal question grounds. The Parish apparently did not
contest the removal of the case to federal court.

The partiesfiled cross-motions for summary judgment. At the oral argument on
the cross motions, the parties agreed to submit the issue for trial on the briefs and the
stipulated record. Importantly, based on this agreement between the parties, the Court
held that it would use “... the legal standard applicable at trial, not the summary judg-
ment standard.”* Consequently, the Parish bore the burden of proof by a preponderance
of the evidence. Ultimately, after an extensive analysis of the facts and law, the Court
held that the Parish did not meet its burden of proof that Online had a substantial nexus
with the Parish.

lg. Tammany Parish Tax Collector v. Barnesandnoble.com, LLC, No. 05-5695, dip op. at 3
(E.D. La. Mar. 22, 2007).
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After adiscussion of the substantial nexus requirements of the Commerce
Clause, as articulated in Quill Corp. v. North Dakota, 504 U.S. 298 (1992),% and an
analysis of the decisionsin Scripto, Inc. v. Carson, 362 U.S. 207 (1960), and Tyler
Pipe Industries, Inc. v. Washington Sate Department of Revenue, 483 U.S. 232 (1987),
as they relate to attributional nexus,? the Court addressed the Parish’s argument “ ..
that the physical presence of Booksellers' storein Mandeville should be attributed to
Online because Booksellers allegedly acted on Online's behalf within the taxing juris-
diction.”* St. Tammany Parish cited five aspects of the business rel ationship between
Online and Booksellers to support its argument that a substantial nexus existed:

» A customer loyalty program run by Barnes & Noble, Inc. and from
which Online derived revenues from annual membership fees

« A multi-retailer gift card program

«  Onlinereceived commissions on merchandise ordered at Booksellers
retail stores, but shipped directly to the customer

« A cross-promotional advertising program

« Booksellers stores gave preferential treatment to returns of merchan-
dise purchased from Online.

The Court provided a detailed examination of each of the five characteristics.

With respect to the membership program, the Court noted that Online and sev-
eral of its other affiliates participated in the customer loyalty program that was run by
Barnes & Noble, Inc. Proceeds from the membership fees paid by customers were dis-
tributed on a pro rata basis according to the percentage overall discounts under the
program awarded by each affiliate. Thus, Online did not receive revenue from sales
made by Booksellers and vice versa. Neither company, however, made sales or took
orders for the other company. Both companies advertised the program and all partici-
pants in the program shared all member names and e-mail addresses, which were used
for direct marketing.

Online and Booksellers also participated in a multi-retailer gift card program,
which mirrored the membership program. Gift cards were available and redeemable at
Booksellers' stores and at Online' s website, aswell as at other participating retailers.
Promotiona materials used by the program participants advertised that the gift cards
were redeemable at Online’ swebsite. A separate affiliate, Marketing Services
(Minnesota) Corp., Inc. (“Marketing”), administered the gift card program. A partici-
pating company remitted the proceeds from sales of gift cards to Marketing in return
for afee. When a gift card was redeemed, Marketing paid the retailer the face value of
the gift card. Thus, a participating retailer interacted only with Marketing and the cus-
tomer in fulfilling its obligations under the program.

2 Because the Court found that Online did not have a substantial nexus with the Parish for the
purpose of satisfying the dormant Commerce Clause, the Court did not address the issue asto
whether imposition of sales and use tax collection on the taxpayer would violate the Due Process
Clause.
% The Court explained that attributional nexus*“. . . arises when the presence of a person nor en-
tity in the taxing jurisdiction is attributed to another entity for purposes of establishing nexus.”
?arneﬂandnoble.com, No. 05-5695, at 7.

Id. 2
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As with the membership program, a participating retailer in the gift card pro-
gram derived revenue only from selling gift cards directly to customers or from ac-
cepting gift cards as payment for items purchased from the retailer. Participants did
not derive revenue from sales made by other participating retailers.

During the periods at issue, when aBooksellers store did not carry an item
requested by a customer, the customer could place an order with a clerk at the retail
store and have the item shipped to the store for pickup or directly to the customer.
Theretail store would “source” the requested items on a computer system that would
locate the item among various wholesalers and distribution centers, including Book-
sellers' own warehouses and those of third parties. Booksellers' stores were not able
to choose a particular source through the system. In some cases, the computer sys-
tem sourced the order to Online’' s distribution centers, which then shipped the item
directly to the customer or to the Booksellers' store. In these situations, Online
would charge Booksellers a wholesale price plus a commission for the purchase and
Booksellers would resell the item to the customer. Booksellers collected and remit-
ted applicable state and local sales/use taxes on its sales.

With respect to cross-promotional advertising, the Court noted that Online's
website provided a“ store locator” to identify nearby locations and information about
events taking place at Booksellers' retail stores. The only evidence presented by the
Parish that Booksellers promoted Online during the relevant taxable periods was in
connection with advertising the multi-retailer gift card and membership programs.
According to testimony, store employees at Booksellers' store in the Parish would
provide information about the website only if asked by a customer.

With respect to the return policy, Booksellers' stores accepted returns of
merchandise carried by the stores regardless of where the merchandise was pur-
chased. For example, a customer who had purchased an item from Online could re-
turn the item to a Booksellers' store and receive store credit upon showing areceipt
for the amount paid to Online. Online advertised this return policy on itswebsite. In
contrast, customers who returned an item, but did not show a receipt from Online,
received a store credit for the price of theitem at the time in the Booksellers' store.
Booksellers accepted returns from other book stores to encourage customer satisfac-
tion, entice new customers and as a source of income. Testimony also showed that
Booksellers managers had discretion as to whether to give afull refund to a cus-
tomer who presented a receipt from aretailer other than Booksellers or Online.

Beginning its nexus analysis and relying on substantial precedent from other
jurisdictions, the Court concluded that the rel ationship between Booksellers and
Online did not create a substantial nexus for Online in the Parish. The Court con-
cluded that the activities of Booksellersin the Parish on behalf of Online“. . . were

® The Court cited SFA Folio Collections, Inc. v. Tracey, 652 N.E.2d 693 (Ohio 1995); SFA
Folio Collections, Inc. v. Bannon, 585 A.2d 666 (Conn. 1991), cert. denied, 501 U.S. 1223
(1991); Bloomingdal€e's By Mail Ltd. v. Pennsylvania, 567 A.2d 773 (Pa. Commw. Ct. 1989),
aff'd, 591 A.2d 1047 (Pa. 1991), cert. denied, 504 U.S. 955 (1992); and Current, Inc. v. State
Board of Equalization, 29 Cal. Rptr. 2d 407 (Cal. Ct. App. 1994).
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not of the order of magnitude necessary to establish that Booksellers marketed
Online s products on Online’s behalf in the Parish.”® The Court also noted that the
existence of a close corporate relationship did not mean that Booksellers' physical
presence could be imputed to Online. In essence, the Court concluded that the two
entities should be respected as separate legal entities even though they were closely
related.

The Court further analyzed the nature and extent of the activities performed
by Booksellers on behalf of Online and concluded that they were“. . . insufficient to
treat Booksellers as acting as a marketing presence for Online in the Parish.”” Citing
SFA Folio Callections, Inc. v. Tracey, SFA Folio Collections, Inc. v. Bannon, and
Bloomingdal€e' s By Mail Ltd. v. Pennsylvania, supra, the Court noted the significance
of the fact that Booksellers had never taken or solicited orders on behaf of Online and
did not provide facilities to place orders with Online. The Court also noted that the
Parish had not demonstrated that participation in the gift and membership programs
constituted a sufficient nexus upon which to base atax collection obligation. The
Court noted that neither program produced revenue to Online by virtue of sales made
or orders taken by Booksellers at the retail store in the Parish. The Court also specifi-
cally noted that any benefit that Online may have derived from Booksellers' advertis-
ing of the programswas“. . . not sufficient to impute its presence to Online.”®

The Parish also relied on the fact that Online received commissions from in-
store sales in support of its nexus argument. The Court dismissed this argument and
noted that “. . . it is clear from the evidence that Online isin fact one of many whole-
salers, including its competitors, from whom Booksellers sources items that it does
not have in stock, to be shipped to the store or directly to the customer.”® The Court
a so noted that there was no evidence that Booksellers treated Online any differently
from other third-party wholesalersin its computer-based sourcing system and that the
evidence established that Booksellers treated this type of transaction asits own sale
for which it collected and remitted applicable state and local sales/use taxes.

The Parish placed a great deal of weight on Booksellers' return policy, argu-
ing that the policy was preferential to Online because Booksellers accepted Online's
merchandise asif it were its own, but only gave store credit in the amount of the price
of theitemin Booksellers' store at the time for merchandise from other retailers. The
Court agreed with the decisions of the Ohio and Pennsylvania courts referenced above
in rejecting the argument that a preferential return policy established substantial
nexus. The Court specifically noted that “[t]he policy of Booksellers to accept returns
according to adightly more generous policy than the one extended to other retailersis
not comparable to an independent contractor making sales on behalf of the out-of-
state retailer, such aswasinvolved in Scripto and Tyler Pipe.”*° The Court also noted

® Barnesandnoble.com, No. 05-5695, at 13.
1d. at 14.

81d. at 15.

°1d. at 16.

104, at 17.
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that it was not comparable to the level of sales or sales support activity undertaken by
in-state agentsin other cases that have found nexus.

The Court concluded its nexus analysis by noting that Booksellers initiated
the return policy to generate goodwill and to serve the convenience of its customers.
The Court noted that Borders Online v. Sate Board of Equalization, 129 Cal. App.
4th 1179 (Cal. Ct. App. 2005), isthe only case to rely on a comparable return policy
to find nexus and that the court in that case “... implied that a[return] policy based
on such considerations would not be indicative of the requisite nexus.”**

Considering all the evidence presented by the Parish, the Court concluded
that a substantial nexus did not exist upon which to base tax collection liability. This
case represents another important development in the never-ending “ substantial
nexus’ saga. The successful removal of the case to federal court is by itself anim-
portant development. Although a study of federal court jurisdiction isfar beyond the
scope of this article, taxpayers that find themselves as defendants in a suit by a Lou-
isianalocal tax collecting authority for the collection of Louisianalocal sales/use
taxes should carefully consider the merits and benefits of removing the matter to fed-
eral court. A reading of Judge Vance's opinion provides a thorough and thoughtful
analysis of the Commerce Clause nexus issue asit relates to online retailers and may
provide helpful support for other taxpayers that are dragged into L ouisiana courts by
local taxing authorities.

14, at 18.
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Remember that these legal principles may change and vary widely in their
application to specific factual circumstances. You should consult with
counsel about your individual circumstances. For further information re-
garding these issues, contact:

William M. Backstrom, Jr.

Jones Walker

201 St. Charles Avenue, Suite 5100
New Orleans, LA 70170-5100
Telephone: 504.582.8228

Email: bbackstrom@joneswalker.com
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