
Taxing (and Not Taxing) Electronic Commerce
By Tom Bonnett

Congress established the Advisory Commission on Electronic Commerce a year ago when it enacted a three-year moratorium on state and local taxation of electronic commerce and Internet access.
  Its mission remains a hot potato— whether to tax and how to tax electronic transactions. As someone who has written and lectured on these issues frequently, I offer this spirited interpretation to sharpen the high notes of the controversy.

Electronic Commerce Is Not New 

In its wholesale form, electronic commerce has been prominent for several decades.  Each day, trillions of dollars flow throughout the world, mostly on secure cables between banks and governments.  For example, an estimated $3.2 trillion is transferred each day through the worlds financial-exchange settlement systems.  The broad definition of electronic commerce, according to the OECD, includes all financial and commercial transactions that take place electronically, including electronic data interchange (EDI), electronic funds transfer (EFT) and all credit/debit card activity.

The Commission should leave that alone.  No one on this continent has seriously proposed messing with this. The infamous bit tax, first proposed in Europe in 1995, is impractical. It is an imponderably stupid idea.

The Internet Backbone is Already Taxed
The Internet is a marvelous, and growing, collection of computers linked together.  It functions as a new medium for communications.   The Internet's backbone is the telecommunications infrastructure, which is already rather heavily taxed.
  Its other components (such as access) could and should be taxed exactly the same as similar information and computer services.
   There is simply no valid rationale for any new taxes by any level of government (or the United Nations) specifically on the Internet.
  

The transactions made via the Internet could be subject to consumption taxes such as the sales taxes of most states or the Value Added Taxes in Europe, Canada, and Japan.  Applying consumption taxes to the electronic transactions by consumers would achieve equity with the physical transactions of shoppers.  

The status quo presents two inequities, which could become huge if recent trends continue: retailers must serve involuntarily as revenue collectors for the public sector while remote sellers do not. This gives a competitive advantage to the remote sellers, and a disadvantage to "bricks and mortar" retailers.  Second, on-line shoppers have incomes twice as large as the national average.
  To put it crudely, wealthy Web consumers are not paying sales taxes on their electronic purchases while everyone else continues to pay sales taxes on their daily shopping.

Focus on the Trees, Not the Forest

Electronic commerce is huge; everyone has a forecast for its growth.  Few of them are wrong and no one can prove to be right.  International Data Corporation predicts Internet commerce will surpass $1 trillion worldwide in 2003.  Some at Intel think that estimate is too low. 

What is significant is the emerging consensus that business-to-business transactions constitute as much as eighty percent of electronic commerce.
  A substantial share of those business-to-business transactions is not subject to state sales or use taxes.
  Hence, the primary task of the Commission is to fashion a tax system that simplifies business-to-consumer electronic purchases.  

The Ernst & Young report, released at the Commissions June meeting, estimates that state and local governments lost less than $170 million last year because business-to-consumer electronic transactions were not taxed.  While academics debate that study's assumptions, it is apparent that no really knows how much Internet retail activity is occurring in cyberspace. 

State and local officials are concerned about future revenue losses.  They should be.  A recent forecast by Forrester Research estimated that seven percent of all U.S. retail dollars would be spent online in 2002.  An analyst from Goldman, Sachs estimates "ultimately 15 percent to 20 percent of the nation's retail sales could flow over the Internet."

The Commission should address the tax equity problem now before the disparity grows too great to leap.  Taxing physical transactions while exempting remote sales from taxation would undermine the integrity of the tax structure.
  The Europeans know this
, as do a growing number of state and local officials.  That is why many observers think taxing remote sales is inevitable.  The Commission needs to focus now on designing a tax system that achieves equity and does not burden electronic vendors or consumers.  Equity and simplicity should be the commission's commandments. 

Do Not Dwell on Past Mistakes
Due to past Supreme Court rulings, states may not impose a responsibility on a vendor to collect the state sales tax if that vendor does not have a physical presence, called nexus, in that state.  At present, out-of-state mail order companies and electronic vendors need not collect any state sales taxes on remote sales.  (Individual taxpayers are responsible for reporting and paying the appropriate state use tax on those purchases, although this has seldom been enforced.)  Roughly $4 billion in public sector revenues are lost to the state and local governments from this quirky loophole that benefits catalogue sales at the expense of Mom and Pop retailers.
 Those revenue losses are small potatoes compared to what will occur if electronic commerce continues its growth into the stratosphere.

A future Congress could enact national legislation to redefine nexus for sales tax purposes for all remote sales.
  The Commission should present the right road map to do that, including recommendations to achieve simplification and uniformity. 
Rejoice in the Revolution

One-fourth of all stock trading is being done online.  Dell Computer Corporation reports its online sales doubled last year and reached a daily average of $18 million in the first quarter of 1999.  Forty-three percent of Dell's revenue ($11 billion) comes from Internet purchases.   An estimated 39 percent of American adults have access to the Internet at home or at work.  Internet traffic doubles every 100 days.

The Internet business model is to eliminate the intermediaries that add little value to transactions.  Electronic airline tickets, online auctions, downloading software are great for consumers.  Corporate leaders who do not get what this digital revolution all about call it "disintermediation" if you must will not survive.   Economists cited in Business Week estimated that Internet prices average 13 percent lower than ordinary retail outlets even including shipping costs.
   Online shopping even if taxed exactly the same as physical transactions are will continue to grow if consumers feel it provides more choices, better prices, and superior services. 
Build the Future
The retail form of electronic commerce business to consumer transactions represents a tremendous opportunity to reshape capitalism in the 21st century.  The Commission must craft recommendations to Congress by April 21, 2000 on how to design an equitable tax structure for the new economy.  It is a big job.  We should wish it would do this well. 

1.  As a bit of a sad sack, this commission was not given any funding by Congress and was sued last winter because the initial appointments did not conform to the law.  Also problematic, its executive director accepted rent-free space from an industry association last spring.  One would hope these preliminary setbacks did not undermine its subsequent work because its mission is so important to the future viability of the public sector revenue system.  Indeed, one marvels at the personal sacrifice of these 19 volunteer members to assume this thankless task.


2.  The Economic and Social Impacts of Electronic Commerce: Preliminary Findings and Research Agenda, OECD, Washington, D.C., September 1998, 28.


3. See my book, TELEWARS in the States: Telecommunications Issues in a New Era of Competition (Washington, D.C.: Council of Governors' Policy Advisors, 1996 (available from NGA publications), 116:





For most of this century, telephone companies were regulated monopolies.  As such, they and other public utilities were convenient sources of revenue for state and local governments.  Indeed, regulators generally allowed taxes on public utilities to be passed through to ratepayers.  State and local taxes had little incidence on corporate profits, because regulators were using rate of return (not unlike a cost-plus approach) to set telephone and utility rates.  This was a sweet deal for state and local administrators.  Few companies protested very long or very hard, because most of the tax burden was simply passed along.





See also the testimony provided to the commission on September 14th, especially the study conducted by the Committee on State Taxation, Washington, D.C.  The web site for the commission is www.ecommercecommission.


� The last time I checked with the Federation of Tax Administrators, 14 states impose the sales tax on computer information services and 11 states impose the tax on computer and data processing services.  As an equity principle, access to the Internet should be treated exactly the same as these other computer and data services in those states.  It is hard to believe now, but I am told by state tax experts that just a few years ago several Internet service providers were willing to collect the sales tax on access as long as they were able to receive credit for sales taxes paid on telecommunications services (a conventional approach to prevent multiple taxation of the same commodity).  Instead the ISPs chose the political path, convincing governors and legislatures to exempt access fees from sales taxation.  They had succeeded so brilliantly at the state level some observers thought the ISPs did not need the congressionally imposed three-year moratorium.


� An English economist proposed an Internet tax in a report commissioned by an affiliate of the United Nations earlier this year to fund social investments in the developing world.  If the goal is to redistribute wealth throughout the world, a more direct means of achieving it is a wealth tax.


� Leslie Kaufman, "Deluxe Dilemma: To Sell Globally or Sell Haughtily," New York Times, September 22, 1999, G4.


�  Five states do not have sales taxes.  The retailers in some of the other states are not well compensated for their involuntary responsibility to serve as revenue collectors for the public sector.  Remote sellers do not have this responsibility to collect a state sales or use tax unless they have physical presence in a state.  Hence, remote sellers have a competitive advantage compared to Mom and Pop retailers.  The other inequity is that Internet shoppers have incomes twice the national average.  So, wealthy Internet shoppers do not pay sales taxes on electronic commerce while the average shoppers making physical purchases do pay sales taxes.  For an excellent discussion of the latter point, see Michael Mazerov,  "Statement To the Advisory Commission on Electronic Commerce," September 15, 1999.


4. See the OECD study cited above, 12: "The near-term (2001-02) and future (2003-05) growth of e-commerce is much more likely to be determined by the business-to-business segment, which currently accounts for at least 80 percent of total e-commerce activity."


5."The sales tax is intended to be a tax on final consumption.  When businesses purchase goods that are resold, including inputs that are incorporated into other products or consumed in the production process—indeed, any time they make taxable purchases—the possibility of double taxation, or pyramiding, exists.  States have developed rules that provide exemptions for businesses that purchase taxable items that are resold or incorporated into products later sold at retail.  In addition, some states exempt from the sales tax goods and services that are used or consumed in the production process—fuels, utilities, or manufacturing machinery, for example.  States vary significantly in the degree to which the taxation of business purchases plays a role in their sales tax structure."  Final Report, 36, National Tax Association: Communications and Electronic Commerce Tax Project,  September 7, 1999.


�  Saul Hansell, "A Feeding Frenzy Made for Consumers, " E-Commerce, New York  Times, September 22, 1999, G10.


�  Virginia Governor James Gilmore, Chair of this Commission, asked an excellent question at the September meeting: "If the sales tax has been able to withstand the growth in mail-order sales, why would it not survive the emergence of electronic commerce?"   It will survive in the short term, but could the sales tax regime on physical sales survive a decade hence if twenty percent of all retail sales are made electronically  (and not taxed)?





Three factors affect the total revenue from the sales tax:  aggregate consumption, the breadth of its base, and its rate. Unfortunately, most states have increased their rates over the past three decades instead of broadening the base (by including services as reformers have suggested). State sales tax rates are much higher now (the median is 5)  than in 1967 (the median was 3) when the Supreme Court established the physical nexus rule in the Bellas Hess case.   Economists are not surprised that higher state sales tax rates have been correlated with the rapid growth of mail-order sales.  If the sales tax base shrinks in the coming decade because consumer purchases shift to tax-free remote sales, many states may be forced to raise their rates further to generate sufficient revenue to pay for essential public services.  One does not even have to like the sales tax to concede that higher rates stimulates more remote shopping.  (High tax rates are correlated with high rates of tax avoidance.)  Higher and higher sales tax rates on a rapidly shrinking base is not a comforting prospect to anyone who values federalism.


�  European tax commissioner Frits Bokestein "has notified the European Parliament that by the end of this year the European Commission will introduce legislation to tax electronic commerce transactions."  See "EU TO MAKE INTERNET TAX  PROPOSAL BEFORE  YEAR END," Reuters, August 16, 1999.  Unfortunately, the Europeans are leaning toward imposing taxes at the origin, instead of at the source of consumption.  For background on this topic, see "Sourcing Transactions for Sales and Use Tax Purposes," Final Report, National Tax Association: Communications and Electronic Commerce Tax Project, September 7, 1999.  


�  The blueprint to achieve simplicity and equity is in Final Report, National Tax Association: Communications and Electronic Commerce Tax Project, September 7, 1999.  To no one's great surprise, the private sector members of the NTA project did not agree that remote sellers should be given an expanded duty to collect sales and use taxes.  That much was predictable.  In my 1998 monograph, Is the New Global Economy Leaving State-Local Tax Structures Behind? (Washington, D.C.: National League of Cities, 61): "Bear in mind that as long as the industry believes that Congress will side with it, the industry members of this prestigious tax group will be in no hurry to resolve these disputes and agree to compromise recommendations."


�  The U.S. ACIR estimated a public sector revenue loss of $3.3 billion in 1994 from untaxed mail order sales.  Catalog sales have increased by 8.6 percent annually between 1994 and 1999, according to the Direct Marketing Association.  See also Harley Duncan, "State Revenue Losses from E-Commerce Underestimated,"  State Tax Notes, July 26, 1999, 245.


�  The average member of Congress may not know the difference between a bit and a byte.  At some future point, Congress will hear from retailers who know they are losing sales to remote sellers.  The potential backlash may not be pleasant.  Incumbents receiving hefty campaign donations from industry leaders may find themselves most vulnerable to such a spirited, populist opposition.


�  Many of my urban friends and country cousins fear that electronic commerce will transform the retail and service functions of traditional downtowns, city neighborhoods, suburban shopping malls, and small towns.  These are valid concerns, and civic leaders should begin now to prepare for what are likely to be profound changes from electronic commerce in the coming decade.  See my monograph, Governance in the Digital Age (Washington, D.C.: National League of Cities, 1999).


�  Gene Koretz, "Inflation's New Adversary," Business Week, October 4, 1999.
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