Retail E-commerce Threatens to Erode 

Public Sector Revenues

By Tom Bonnett

At the September meeting of the Advisory Commission on Electronic Commerce, state and local officials provided eloquent testimony about the potential of retail electronic commerce to erode public sector revenues in the future.  Joe Brooks of the Richmond (VA) city council spoke about the pressing needs of local governments.  State Rep. Matthew Kisber  (TN) and State Senator Steven Rauschenberger (IL) emphasized the federalist principle that state tax policy should not be preempted by federal action.  And, Randy Johnson, chair of the Hennepin County Board (MN), was compelling as he addressed the continued need for sales tax revenues to finance essential public services.

Most of the members of this commission heard this important message, but clearly a vocal minority did not hear it or want to hear it.  This testimony prompted the best question of the two-day meeting.  Its chair, Governor James Gilmore (VA), asked, "If the sales tax has been able to withstand the growth of mail order, why do you think it will not survive the emergence of electronic commerce?"  

We should be grateful to the chairperson for cutting to the heart of this issue.  In 1967, when the Supreme Court ruled on the Bellas Hess case, the median state sales tax rate was 3.  (A median is the mid-point, which means that half of the 43 states with a sales tax in 1967 had a rate above 3 and half had a rate below 3.)  That ruling said that Illinois could not require a remote vendor to collect the state sales/use tax because the firm lacked a physical presence, called nexus, in that state. 

State officials were concerned with the 1967 court ruling; they felt it was unfair to Mom and Pop retailers that had to collect the state sales/use tax.  No one at that time expected that mail-order shopping would grow so steadily.  The U.S. Advisory Commission on Intergovernmental Relations estimated a public-sector revenue loss of $3.3 billion in 1994 from untaxed mail-order sales.  According to the Direct Marketing Association, catalog sales have increased by 8.6 percent annually between 1994 and 1999.  

The median state sales tax rate is now 5.  Why so much higher than thirty years ago?  States need a higher rate today to raise sufficient revenues because the tax base is not growing much.  People are spending proportionately less money on goods and more money on services, which are seldom taxed.  Plus, today more spending flows to remote vendors, who do not have the responsibility of collecting the sales/use tax.

Also, many local jurisdictions rely on sales tax revenues today.  In 1967, only a few big cities were authorized to collect a local sales tax.  Now about 7000 local governments tax sales, usually piggybacked on the state tax.  The sales tax generates about sixteen percent of local governments' tax-revenues, in addition to about forty percent of all state tax revenues.  Sharing this revenue source with local governments has boosted the total average tax rates.  Indeed, the combined state and local tax rates in a few jurisdictions have reached 11 percent.  High sales tax rates encourage the most price-sensitive shoppers to avoid the tax burden by crossing borders or buying from remote vendors.  Mail-order sales have grown rapidly because of this non-tax, price advantage and because it has become a very convenient and reliable way to shop.  


So, the short answer to Governor Gilmore's excellent question is the sales tax survived its shrinking base and the growth of mail-order sales by raising its rates.  But the higher rates have pushed price-sensitive consumers into tax avoidance— more mail-order and online shopping.  This pattern leads to more slippage in tax revenue— an estimated loss of $10 billion in public sector revenues by 2003.  If e-commerce continues to grow at its current rate, even more slippage will result, possibly leading to higher and higher rates to generate sufficient public sector revenues.  A higher tax rate on a shrinking base is bad medicine for any tax.  This why some public finance experts fear that electronic commerce will erode the future revenue stream from the sales tax.

If something superior to the sales tax can be found to replace it, then sign me up.  Until then, the voters of the 21st century will continue to demand quality public services.  Those services will require a balanced array of taxes, including a state/local  sales tax applied equally to all forms of shopping.  That means that remote vendors should be given an expanded duty to collect the sales/use tax, putting them on equal footing with the Mom and Pop retailers.  The failure to achieve this tax equity principle could undermine the future viability of the sales tax, jeopardizing the autonomy of state and local governments.  

Next month, the Advisory Commission will be meeting in San Francisco to hear more about these issues.  I hope this time every member of this commission will listen closely to state and local elected officials.
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This was published in NLC's Nation's Cities Weekly on November 29, 1999.  The Georgia Municipal Association has posted this article on its web page— http://www/gmanet.com/features/ecommerce/erode.shtml.  A related article is posted at http://www/nlc.org/e-simp.htm.  

Tom Bonnett is a public policy consultant in Brooklyn, NY.  His report, Governance in the Digital Age, was commissioned by seven national organizations serving state and local officials and published by the National League of Cities in June 1999.  His email address is TWBPARKSLO@aol.com. 

"History does not repeat itself, it rhymes," wrote Mark Twain.





John Quelch, the Dean of the London Business School, recently made a comparison of mail-order sales to online shopping in a recent Harvard Business Review:





"Naysayers' reactions to the Net are similar to those we heard 15 or 20 years ago from the United States when direct mail catalogs started to become more prominent.  One common preconception about direct mail was that it would work only with certain products.  Another was that it was unreliable, that buying through the mail was too risky for consumers.  Still another assumption was that if a retailer engaged in direct mail, catalog sales would cannibalize store sales.  Do those reactions sound familiar?  Well, all three proved to be myths, and—as they relate to e-commerce—all three will again, given time."





Dean Quelch concludes, "We just don't know what can and will be sold over the Net."  Shifting from economics to sociology, what is the most valuable commodity in any two-income family?  If it is not money, it is time.  Retail e-commerce is clearly following the path blazed by mail-order sales to become a convenient and reliable way to shop.  Time is valuable, so why wouldn't the harried 100 million Americans with Internet access use this medium for retail shopping as well?





Well, of course they will.  They already are.  Online shoppers will spend an estimated $13 billion this holiday season.








