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I.  INTRODUCTION

Taxing E-commerce

With electronic commerce, or e-commerce, expected to experience strong growth in the years ahead, it was inevitable that transactions in this cyberspace marketplace would become of interest to the taxman. But, the very nature of the Internet and the importance of the Internet to tomorrow’s economy also raise the question of whether e-commerce should or even could be taxed.  And, if so, how?

The purpose of this paper is to provide members of the Chamber with an overview of these issues.  This paper is not intended to break new ground, but rather to present some of the known problems and to promote a discussion of the issues.  We have drawn heavily from the extensive body of research that has already been conducted on these subjects.  These documents are listed in the bibliography for the benefit of those who wish to pursue these topics further.

Practically every sector of business today is using the Internet in some way to enhance their operations.  Indeed, investments in the computer technology and equipment needed to tap into this network are a primary source of the productivity gains that are driving today’s robust economic growth.  Of perhaps even greater significance, is the fact that the Internet is a relatively new phenomenon and its potential for future growth and adaptation is virtually limitless.  With such growth potential, it was only a matter of time before the question of taxing the Internet would arise.  

Fortunately for businesses and taxpayers, the ability of a state to tax out-of-state businesses involved in interstate commerce is limited by the U.S. Constitution, and while Congress has the right to intercede and authorize or restrict state action, they chose instead to take some time to examine the issues before acting.  In 1998, Congress passed the Internet Tax Freedom Act (ITFA) in recognition of the importance of the Internet in interstate commerce, and the complexity of issues surrounding e-commerce.  The ITFA imposed a three-year moratorium on new taxes of Internet access fees and on new states’ taxes that are discriminatory or result in multiple taxation.  The moratorium did not, however, affect the application of existing sales or use taxes on Internet purchases.

More importantly, the ITFA also created the Advisory Commission on Electronic Commerce.  This commission was tasked to review the taxation of Internet activities, as well as that of other remote transactions such as mail order and telemarketing.  A final report containing the Commission’s recommendations is to be presented to the Congress in Spring 2000.

Brief History

The technological foundations for today’s Internet were developed during the 1960s by researchers working for the U.S. Defense Department.  Evolution of this technology produced what is now known as the Internet Protocol.  Beginning in 1986, universities started using this network to link computers across the country, and it was here that electronic mail, or e-mail, was developed.  But, the major breakthrough that enabled use of the Internet to expand to businesses and homes across the globe was the development in the early 1990s of a “point and click” graphical interface.  This technology in turn led to the development of that portion of the Internet with which we are most familiar: the World Wide Web.

Current Size

While hard data on the Internet is still very sketchy, there is a significant amount of proprietary and anecdotal information available.  By some estimates, Internet traffic is doubling every 100 days.  Cisco Systems, the world’s largest Internet commerce site, estimates that there are seven new people on the Internet every second.  According to Nua Ltd., an Internet strategy firm, as of May 1999, there were some 171 million people worldwide connected to the Internet, the majority of them residing in North America.  In just the last year alone, The Industry Standard reports the number of web-users around the globe increased by 55 percent, while the number of hosts, or Internet content owners, increased by 46 percent.  

The U.S. Department of Commerce estimates that the number of web sites has grown from 26,000 in 1993 to 5 million sites today.

According to a study by the University of Texas’ Center for Research in Electronic Commerce, the U.S. Internet Economy generated over $300 billion in economic activity in 1998 (see Table A) and, between 1995 and 1998, grew at a compound annual growth rate of 174 percent.  By contrast, U.S. gross domestic product expanded at a compound annual growth rate of 2.8 percent over this same period.  The size of the Internet economy now rivals some more mature U.S. industries such as energy ($223 billion) and automobiles ($350 billion).    

Projected Growth

As the size of the Internet grows, the potential electronic marketplace also expands, as do the opportunities for e-commerce.  The University of Texas study estimates that Internet commerce revenues, both retail and business-to-business, were $102 billion in 1998.  Private estimates of online retail sales for 1998 range as high as $20 billion, and forecast sales of between $40 billion to $80 billion by 2002.  According to a separate U.S. Department of Commerce report published last year on the emerging digital economy, business-to-business transactions are expected to grow to over $325 billion in 2002. 

Unique Characteristics

Not only is the size and growth of the Internet and e-commerce startling, but also the unique nature of cyberspace transactions is fundamentally different than that found in any previous market.  In particular, the Internet lacks many of the physical attributes of traditional exchange.  For instance, many e-commerce companies’ capital assets consist of only software and data.  While the Internet can be used to sell traditional tangible goods, much e-commerce involves intangible goods.  Moreover, a growing amount of e-commerce involves goods that are digitally deliverable over the Internet.

The Internet also makes the location and even the actual identity of parties irrelevant.  Since the content of a seller’s web site can be hosted by a web server located remotely, the host computer can be placed, and easily moved, anywhere around the world without affecting its operations.  Thus, many Internet transactions can take place in relative anonymity, with little information being required beyond an e-mail address and a credit card number.  The development of e-cash may one day alleviate the need for even a credit card number.

Market Uniqueness and Taxation

These unique characteristics of the Internet will continue to change the mechanics of consummating a multitude of transactions.   One place where these changes have raised a great concern is in the tax arena.  Although the Internet has not removed the necessity for governments to tax, or the responsibility of individuals to pay taxes, it has clearly made the calculation and the collection of taxes more problematic. Moreover, this problem is not just a sales and use tax issue but rather an issue for income taxes, gross receipt taxes, franchise taxes and licensing fees.

Currently, the most prevalent focus regarding the Internet and taxation has been on the retail trade of tangibles and the imposition of sales taxes.  While the underlying tax law remains unchanged, the taxing authorities’ ability to identify transactions and capture the appropriate sales taxes has been alleged by the states to be diminishing. To combat this problem, states have been considering the modification of various rules that define a tax presence or nexus, and related concepts that would alter historical and current precepts and hopefully assist in the collection of these taxes.

However, if basic definitions are altered without a complete and thorough analysis of all underlying issues, numerous other state and local taxes such as income taxes, franchise taxes, gross receipt taxes, and intangibles taxes, could be affected. This has the real potential of exposing complying taxpayers to additional taxes without a rational basis, and subjecting the same tax base to taxation by more than one jurisdiction.  

II.  ECONOMIC ISSUES

In addition to the aforementioned issues, taxation of the Internet also raises questions as to its impact on economic growth, tax fairness, and state tax revenue needs.

Direct and Indirect Economic Effects

The direct economic effect of an e-commerce sales tax is to increase the price paid for goods and services and, as a consequence, reduce their quantity demanded.  Thus, taxing the Internet will reduce overall demand in this industry, and slow its contribution to GDP growth.  How much GDP growth would be affected depends, of course, on a multitude of assumptions.  For example, how big is the e-commerce sector?  How susceptible is it to price changes (elasticity)?  What other sectors might pick up the slack?

While we do not have definitive answers to these questions, recent research suggests that taxing the Internet could reduce retail Internet sales by almost 25 percent.  See Goolsbee.  If, in the absence of tax, retail Internet sales were expected to exceed $100 billion per year by 2003, this would suggest a reduction in GDP by as much as $25 billion a year.

The indirect effects of Internet taxation on the economy may be more pernicious because they may impede future economic growth.  The shining star of our high growth, low inflation, and low unemployment macroeconomic environment is rapid productivity growth.  This growth in productivity is widely believed to be fostered by high technology investments and more effective use of computers.  A chief player in this increased productivity is the expanding use of the Internet. 

While the total economy has been growing in real terms of nearly 4 percent annually over the past three years, business investment in durable equipment has grown over three times that pace.  This pace of high-tech investment growth has contributed fully a third of the growth in real output.  Half of these equipment purchases represent computers and other electronic hardware that are connected via the Internet.  Presently, roughly a third of Internet sales themselves are purchases of PC hardware and software goods.  

Before we burden our economy with more taxes, it is imperative to obtain a better estimate of their negative impact on economic growth.

Fairness Issues

If retail stores must charge their customers sales taxes, then is it fair if goods and services sold over the Internet are not similarly taxed?  Not only must the retailers include the sales tax in the price charged, but they are also saddled with compliance costs.  This fairness issue, however, is not new.  It has been around since the introduction of catalog sales that go largely untaxed.  Despite the tax advantage, catalog sales have not dominated the market.  Presently, only 2.7 percent of total retail sales (see Table B) are supplied by mail order catalogs and over the Internet.  With most projections for e-commerce growth exceeding those for catalog or mail order sales, the Internet is much more likely to cause a problem in the equity of tax application.  

While we clearly recognize the growing unfairness of taxing the retail vendor while allowing the virtually identical Internet seller to operate tax free, placing a tax on the Internet is only one way – and maybe not the best way – to achieve fairness.  Alternatively, we could rethink our current sales tax systems or explore alternative ways to raise tax revenue.  Technological innovations in the market place may ultimately force this conclusion in any case.

Government Revenue Needs

So long as we recognize the need for state and local governments to provide public goods and services, we must also recognize the legitimate needs of government to collect tax revenues.  While five states have no sales tax at all, on average 36.7 percent of state tax revenues come from this source (see Table C).  With a growing percentage of retail sales being transacted on the Internet, over a third of the state revenue tax base is increasingly threatened.  The potential growth in tax base erosion is a special concern in the six states (Florida, Hawaii, Nevada, South Dakota, Tennessee, and Washington) where sales taxes represent over half of all state tax revenues.

While these concerns are real, the available data suggest that the circumstances of state finance are not acute.  State governments have been running fiscal surpluses that total nearly $19 billion dollars when last measured across all states in 1997.   Despite the growth of e-commerce, sales tax revenues grew at an average 5.6 percent last year, a healthy performance made possible by the continued strong economic expansion.  Moreover, according to a study by Ernst and Young, estimates of revenue loss due to e-commerce are quite small, perhaps only $170 million dollars in 1998 (see Table D).  Thus, there appears to be ample time to carefully consider solutions to these problems before Congress acts.

III. TECHNICAL ISSUES

While many of these broad macroeconomic issues ask the question “ should we tax?,” the technical problems raise the question “could we tax even if we wanted to?”

Nexus

The ability of a state to tax an out-of-state business involved in interstate commerce is limited by the U.S. Constitution as it has been interpreted by the U.S. Supreme Court.  The general rule that has developed is that before a state can impose income, franchise, or other taxes upon an out-of-state business or force the business to collect sales and use taxes on behalf of the state, the business must have “nexus” with the taxing jurisdiction.

Nexus is the name of the concept derived from Supreme Court cases interpreting the Due Process and Commerce Clauses of the Constitution regarding the taxation of businesses which transact business in more than one state, do business with residents of foreign states, or have business dealings with businesses located in other states.  It generally means that under the Due Process and Commerce Clauses an out-of-state business must have a physical presence in a particular state before the state can assert jurisdiction over the business and impose a tax or require the business to collect and remit a tax.

The nexus standards under the Due Process and Commerce Clauses are not the same. When they must be jointly applied, as is generally necessary in tax settings, the more restrictive requirements of the Commerce Clause have to be satisfied before there would be sufficient nexus entitling a state to assert jurisdiction over an out-of-state business.

In the landmark case of Quill Corp. v. North Dakota, 505 U.S. 298 (1992), the Supreme Court held that minimal contact with a state by an out-of-state business would create nexus for purposes of the Due Process Clause.  However, in the same case, the Court found a stricter standard for the Commerce Clause, holding that nexus requires a business to have a substantial physical presence within the foreign state.  As a result, in order for a state to gain tax jurisdiction over an out-of-state business, a business must generally have a substantial physical presence within the state asserting jurisdiction for tax purposes.

In addition to different requirements for nexus under the Due Process and Commerce Clauses, there is also a further fundamental distinction between the Clauses.  Short of amending the U.S. Constitution, neither the federal government nor any state can legislate a change to the Due Process Clause. Congress, however, does have the right to regulate interstate commerce under the Commerce Clause.  Accordingly, Congress can authorize state action that may burden interstate commerce or it can restrict the states from taking action affecting such commerce, therefore allowing the impeding of the flow of goods and services or their freer exchange.  In other words, federal law can be passed to contract or expand a state’s rights to tax, as well as its tax jurisdiction over out-of-state businesses.

Complicating the situation further, different nexus standards can apply in determining whether a state can tax or force tax collection on its behalf by out-of-state businesses, depending on the type of tax involved.  Most notably, Congress has already exercised its authority under the Commerce Clause to modify when states may impose taxes on the net income of out-of-state businesses.

Congress is being asked by some parties involved to pass legislation to permit them to tax Internet transactions.  Part of this effort necessarily involves the defining of nexus to capture them for the imposition and collection of sales tax.  While establishment of nexus is important to determining taxability and jurisdiction for sales tax, it can also have far-reaching ramifications for other types of tax.  This is because the finding of nexus is a pivotal issue in fixing responsibility for them, as well.  

Implications for Other Taxes

Following is a brief overview of various types of taxes imposed by states.  Through an understanding of what is being taxed and how it is determined, one can begin to grasp the breadth of impact that nexus or presence might have on imposition of taxes and collection.  If nexus is redefined for purposes of one type of tax, how might it impact other types?  For whom?  

In 1959, Congress passed a law prohibiting the states from imposing a net income tax on certain income of out-of-state businesses derived within a state.  The income exempted is that derived from activity within the state from mere solicitation of orders by the business through its employees or agents for tangible personal property, and the goods are shipped from out of the state into the state.  If the solicitation is for the sale of intangibles or involves other activities or types of taxes, this exemption does not apply and the general rules of nexus determine taxability.  This law does not apply to other direct taxes such as franchise or gross receipt taxes.

Franchise taxes are business-paid taxes that are owed annually by a legal entity for the privilege of being incorporated or conducting business in a state.  They are typically measured on net worth or capital stock value, and when imposed on a capital stock basis are usually considered an ad valorem personal property tax.  Accordingly, franchise taxes are distinguishable from income taxes, and the 1959 federal law nexus standard does not apply.  Moreover, the Supreme Court has not yet extended to franchise taxes the Due Process Clause requirements or uniformity provisions requiring that franchise taxes be internally or externally consistent.

Alternatively, if an annual franchise tax is not imposed, states generally mandate some form of annual license fee for the privilege of conducting business within a state.  Some states also require an annual license fee in addition to the payment of an annual franchise tax by in-state businesses.  When an annual license fee is imposed in addition to an in-state business franchise tax, its is usually computed on a flat-rate basis.  However, the annual license fee for out-of-state businesses is commonly calculated on some basis of worth or assets within the state similar to the calculation of the franchise tax, but, as noted above, there does not have to be consistency between in-state and out-of-state businesses regarding application or rates.

A minority of states and some local jurisdictions impose a gross receipts tax, which tax is levied on the gross revenue generated from business transacted in a particular jurisdiction.  The tax is imposed directly on businesses.  It can apply to transactions involving tangible property or intangibles.  Again, the 1959 federal law restricting the ability of the states to impose net income taxes on businesses involved in interstate commerce, does not apply to gross receipts taxes.  As a result, general nexus standards will apply for purposes of determining whether a business is subject to the gross receipts tax of a jurisdiction.

Sales taxes in the United States are generally levied on retail sales of tangible personal property or specified services within a state.  They are generally imposed against the consumer, but collected and remitted to the taxing authority by the seller of the property or service provider.  Most of the states – and some of their political subdivisions – impose sales taxes.

Sales taxes are routinely supplemented by use taxes.  A use tax is a tax collected on the privilege of using, storing, or consuming tangible personal property or specified services within a taxing jurisdiction, the purchase of which would have been subject to the jurisdiction’s sales tax had the sale occurred within it.

Nearly all sales and use taxes are levied on tangible personal property unless it is specifically exempt from tax by statute.  Since sales taxes and use taxes are levied on tangible personal property, intangibles such as stocks, bonds, notes, and goodwill are excluded by definition.  Business must generally collect sales taxes at the time of the transaction within a state and remit them to the taxing authority if they have a substantial physical presence in the state.  Use taxes are usually paid by the consumer and are due to the state where such use or consumption takes place.

Once it is determined if nexus for a particular tax is present – and that may be no easy task – how does one measure the tax base?  Which transactions or assets will be “captured” for computation and levying of the tax?

Tax Base Measurement

Measurement of the tax base involves such questions as:  (1) What type of tax is being levied?  (2) Has a taxable event taken place?  To determine whether a taxable event has taken place, one must answer these questions:  (a) Which types of transactions will be subjected to the tax?  (b) In the context of a sales and use tax, for instance, what constitutes a “sale” or “use” for purposes of imposition of the tax?  (c) Is there sufficient nexus for a state to tax the transaction, i.e., where has the taxable event taken place?  A collateral issue is: (3) What logistics are involved in attempting to determine and collect the tax?  If the logistics cannot be properly addressed, the base cannot be quantified with an adequate degree of certainty. 

A typical state sales and use tax statute defines a “sale” as a transaction for a consideration whereby (i) title or possession of property is transferred or is to be transferred absolutely or conditionally by any means, including by lease, rental, royalty agreement, or grant of a license for use; or (ii) a person performs a service for another person.  It further defines a “retail sale” as the sale of tangible personal property, or a taxable service.  For imposition of sales tax on retail goods in a typical state, some transfer of title or possession of the property would therefore have to take place, and the property would have to be tangible in nature.

Likewise, “use” would be defined typically as an exercise of a right or power to use, consume, possess, or store that is acquired by a sale for use of tangible personal property, or a taxable service.  Therefore, the imposition of a use tax would be predicated on a use or other qualifying event taking place within the state.

Identifying or defining when and where a sale or use has taken place can sometimes be problematic.  As to point of sale in Internet commerce, did it occur at the place where the buyer electronically transmitted the purchase order?  At the principal location of the vendor?  Where an online service provider was located?  Or some other location?  As to time of sale, which event or events constitute a consummated sale?  Which steps in an electronic transaction are pivotal in making this determination?  If a business’ software is installed on a computer in one state and accessed by another from a computer in different state, where has the use taken place?

Currently, state sales and use tax systems vary widely as to definitions of categories of goods, services, and information that are subject to or exempt from sales and use taxes.  A big concern in attempting to measure the tax base includes the issue of whether statutory definitions sufficiently encompass that which is sold or whether they are too ambiguous to predict compliance.  One question is whether the taxes would apply merely to tangible property, or whether they would also extend to intangible property or rights thereto transmitted digitally – such as downloaded computer software.  In the past, some intangibles – such as software or publications – would invariably be linked to a tangible medium (software on CD-ROM or diskette; publications printed on paper; etc.), therefore providing a tangible asset as a vehicle for taxation.  Today, purchased downloads through the Internet strip the transactions of their tangible asset underpinnings.

A collateral issue in forecasting a sales and use tax base is whether revisions to any state tax system could keep pace with ever-changing Internet technology, in order to continue to address the issue of what constitutes a “sale” or “use.”  If such revisions are not properly and quickly made, compliance would be increasingly difficult to predict.

Assuming nexus is found and a tax base is determined, how far may governments go in verifying the amounts of tax to be collected?  This thorny issue involves the question of how it can be reliably and fairly done, with minimal intrusion into our Constitutional freedoms.

Verification, Privacy and Other Constitutional Rights

There exists a tension between the government’s right to verify transactions for taxability and an individual's Constitutional rights.  A government needs to be able to follow a suitable audit trail and secure facts relevant to its tax determinations, subject to sufficient safeguards.

Increased requirements for disclosure of information for verification of transactions, and identifying and locating parties may be crucial for viability of an Internet tax scheme.  Questions are:  How much and which kinds of information should governments be entitled to obtain to enforce a law?  Through which mechanisms should they be entitled to compel such production?  What measures impose reasonable and justifiable burdens and levels of intrusion?  Does a government have a right to obtain encryption keys to facilitate collection of data?

Encryption of data provides communications and data security and authentication, while allowing for anonymity and privacy.  “Cryptography is the art of creating and using methods of disguising messages, using codes, ciphers, and other methods, so that only certain people can see the real message. … Cryptography not only allows individuals to keep their communications and records secret, it also allows them to keep their identities secret. … Cryptologists have worked out protocols for untraceable, anonymous, electronic cash (‘E$’) that also resist illicit duplication.  These permit customers to acquire E$ from a digital bank without disclosing their identity to the bank.”  See Froomkin.
One possible tool for government’s use in deciphering encrypted data is disclosure (escrow) of encryption keys.  Mandatory escrow of encryption keys with a domestic government would force users of cryptography to disclose information that they might want to keep private.  The Chamber has consistently opposed the mandated use of key escrow accounts that can be accessed by the government.  As such, a variety of Constitutional attacks on such a requirement could include First Amendment (compelled speech, freedom of association); Fourth Amendment (unreasonable searches and seizures); Fifth Amendment (self-incrimination); and right to privacy issues.  See Froomkin.  These issues are currently unsettled.

If nexus and tax base are determined, and government legislation and regulation can somehow find its way through the Constitutional morass, this still would not ensure that they can catch up to the parties involved and their transactions.  The fish that one is simply not aware of or too elusive or quick to catch never ends up on the plate. 

Mobility and Nationalization of Tax Systems

The mobility of the parties to Internet transactions and their ability to relocate steps in transactions to other jurisdictions offer opportunities for tax-shifting, minimization, and evasion.  Ease of mobility lends itself to “forum shopping” – structuring and location of an enterprise and steps in business and consumer transactions, in order to remove the business or transactions from exposure to taxation, tax collection, or high tax rates.  As jurisdictions change their tax laws to attempt to establish or capture a tax base, businesses will merely relocate themselves or their transactions in response.  The system will be fluid and dynamic, and will frustrate collection by state tax authorities.  This, in turn, may drive the movement for national taxes, with allocation and distribution to state governments.  National taxes, such as a national sales tax, would be levied at a consolidated rate, thus eliminating rate differentials between states and local jurisdictions, as well as differences between those jurisdictions on which items are subject to the particular type of tax.

A national sales tax would be administered and collected by the federal government and apportioned among and distributed to the states.  This would merely shift the burden of collecting and analyzing information to the federal government, rather than solving the problems faced by the states.  Rather than shifting or appearing to shift the location of businesses and transactions from state to state, this strategy could be expected to redirect the shift from country to country, and may actually compound tax administration problems already faced by the U.S. in assessing and collecting federal taxes.

The call for a national sales tax also begs the question of how to apportion the tax among the states.  The states, themselves, have yet to collectively devise and accept a tax allocation scheme.  To achieve a consensus among the states may be exceedingly difficult and problematic.

Nationalization schemes, even if agreed upon, may be thwarted in other fashions.  Just as mobility within the U.S. poses concerns for the states, international mobility and related issues must also be considered.  As the global economy continues to develop, global enforcement problems grow with it.     

International Issues

International issues are similar to interstate issues and include nexus of the vendor and tax enforcement, but the issues may be exacerbated.  Taxing authorities may have even greater difficulty collecting revenue from vendors conducting electronic commerce through foreign Internet addresses.  A vendor could relocate operations to a foreign country to obtain favorable tax treatment or may locate its Internet site at a foreign address to give the impression that its actual business location is in a foreign country.  The vendor could then claim that it is has only minimal contact or presence within a state, for purposes of avoiding jurisdiction for sales tax purposes.  In addition, it could also assert that the business is not a U.S. person in order to claim tax treaty benefits to lessen U.S. tax liability.

Furthermore, proof of identity requirements for Internet use are weak, and data transmitted to accomplish an electronic transaction is often insufficient to identify the true identity or location of the vendor or user.  This, in turn, poses a quandary for taxing authorities in their attempts to obtain documentary or electronic evidence for the enforcement of tax statutes.  The use of offshore banking entities as steps in completing transactions may further hide transactions from the tax reach of governments.

Difficulties in identifying and tracing transactions and entities that are or purport to be international are compounded by the ease with which funds may be moved.  Problems with movement of funds, however, are not limited to international transactions. 

E-Cash

Electronic payments could pose threats for tax compliance.  Electronic payment systems may eventually supplant traditional forms of payment, such as cash, checks, and credit cards.  Creation of new forms of digital funds (“electronic cash” or “e-cash”) may allow instantaneous shifting or transfers worldwide.  The electronic transfer of these digital funds to and from offshore banks will make it more difficult to identify and monitor transactions, and will eliminate much of the audit trail historically available to taxing authorities for enforcement purposes.  These problems are due to such factors as restrictions on the extent of domestic taxing authorities’ ability to compel the production of records from financial institutions outside their jurisdictions, foreign bank and other financial secrecy laws, replacement of bank records with encrypted messages, and changing methods of transaction verification.
In conclusion, the issues appearing above do not represent an all-inclusive list of considerations that must be addressed in crafting Internet tax legislation.  Hasty movement to tax reform that is ill-considered and poorly drafted may miss the mark and open a Pandora’s box of unintended consequences.  A thoughtful, carefully considered process of study, evaluation, and debate is far more likely to yield results that are more predictable and fair in application and administration. 

IV.  IMPLICATIONS AND CONCLUSIONS

So where do we go from here?  We have an incipient industry that is growing at an incredible rate, creating enormous wealth, new jobs and economic growth, not to mention threatening to radically change the way America does business.  Concomitantly, we have a tax code that is at best archaic, overly-complex and unable even to deal with the current transactions methods as evidenced by its inability to effectively collect taxes on mail order and catalog sales.  And yet, when we confront the problems raised by the confluence of a dynamic and vibrant marketplace with a static tax code, we are actually contemplating the possibility that relatively minor changes to the code could enable it to deal with this dynamic market.  Such thoughts are the epitome of futility.  Putting new tires on a Model T tax code will not enable it to catch a space age market.

At the same time, the legitimate need for governments at every level to provide for public good requires that we figure out an effective, fair and efficient way to extract revenues from the new economy.  Balancing these problems requires a new global approach to taxation.  The birth and growth of the Internet should be the catalyst for a complete rethinking of our tax system.  We should take this opportunity to develop and settle on a tax base that is measurable, verifiable, and relatively easy to calculate.  We should apply a rate to that tax base that, while big enough to raise needed revenues, is low enough to minimize the distortions and misallocations caused by today’s high rates.  In assembling such a code, we would create a code that is not only simpler, fairer and more compliance friendly, but one that is not just consistent with, but conducive to, economic growth.

If we fail to take this opportunity, we will condemn ourselves to a virtually endless series of frustrations.
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Internet Revenues and Attributed Internet Jobs, 1998

 

Internet Infrastructure Layer

114,982

372,462

Application Infrastructure Layer

56,277

230,629

 

Intermediary/Market Maker Layer

58,240

252,473

Internet Commerce Layer

101,893

481,990

INTERNET ECONOMY INDICATORS

301,393

1,203,799

Source: University of Texas' Center for Research in Electronic Commerce

Estimated Internet Revenues
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Attributed Internet Jobs
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Retail and Mail Order Sales

Total Retail Sales

Mail Order Sales

Mail Order Sales as a

(Billions $)

% Change

(Billions $)

% of Total Sales

1990

1,844

 

26

1.4%

1991

1,855

0.6%

29

11.5%

1.6%

1992

1,951

5.2%

35

20.7%

1.8%

1993

2,083

6.8%

40

14.3%

1.9%

1994

2,250

8.0%

46

15.0%

2.0%

1995

2,361

4.9%

50

8.7%

2.1%

1996

2,506

6.1%

57

14.0%

2.3%

1997

2,615

4.3%

64

12.3%

2.4%

1998

2,746

5.0%

73

14.1%

2.7%

% Change

1990 to 1998

48.9%

180.8%

% Change

Source: 

Annual Benchmark Report for Retail Trade

, U.S. Department of Commerce
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Summary of E-commerce Sales and Use Tax Impacts, 1998

Amount

Steps

(Millions $)

Total Business-to-Consumer Sales

100

20,000

Less: Percent Non-Taxable

63

-12,600

Equals: Taxable Sales

37

7,400

Less: Sales Tax Paid

4

-800

Less: Sales Substituting for Other Remote Sales, No Tax Collected

20

-4,000

Equals: Sales, No Tax Collected

13

2,600

Times: Average State and Local Tax Rates

6.50%

EQUALS: ESTIMATED SALES TAX LOSS

$170

Source: Ernst & Young

Percent

of Sales
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State Fiscal Balance and Sales Tax Revenue

All States

18,800

150,609

36.7

5.6

Alabama

23

1,584

29.3

4.7

Alaska

(NA)

0

0.0

0.0

Arizona

516

2,368

48.0

7.1

Arkansas

0

1,492

41.6

3.2

California

906

21,260

37.4

6.4

Colorado

375

1,536

31.2

8.7

Connecticut

263

2,762

34.5

6.3

Delaware

393

0

0.0

0.0

Florida

689

11,838

70.0

7.0

Georgia

733

4,143

37.2

1.6

Hawaii

136

1,425

50.0

-2.2

Idaho

13

653

32.9

5.0

Illinois

806

5,312

32.8

5.6

Indiana

1,138

3,279

32.9

4.2

Iowa

349

1,515

33.9

3.7

Kansas

528

1,537

39.9

9.7

Kentucky

284

1,981

34.6

5.2

Louisiana

135

2,012

38.5

16.0

Maine

16

791

40.0

19.4

Maryland

207

2,161

29.9

3.2

Massachusetts

199

2,963

21.2

3.0

Michigan

53

6,713

35.3

3.9

Minnesota

1,195

3,697

36.5

8.3

Mississippi

94

2,035

44.8

6.3

Missouri

234

1,706

26.7

-0.4

Montana

30

0

0.0

0.0

Nebraska

355

804

38.2

6.3

Nevada

108

1,656

80.2

4.2

New Hampshire

-1

0

0.0

0.0

New Jersey

1,108

4,766

33.7

8.0

New Mexico

81

1,121

44.6

4.7

New York

433

7,308

21.2

3.5

North Carolina

319

3,255

28.3

4.1

North Dakota

82

316

41.4

1.5

Ohio

149

5,266

37.1

6.0

Oklahoma

225

1,328

32.4

4.4

Oregon

794

0

0.0

0.0

Pennsylvania

403

6,512

34.6

1.9

Rhode Island

46

530

33.2

8.4

South Carolina

574

1,742

37.3

6.6

South Dakota

0

388

71.5

5.8

Tennessee

276

4,070

60.3

4.6

Texas

2,379

14,076

59.1

10.0

Utah

65

1,252

38.8

0.0

Vermont

0

202

23.1

10.0

Virginia

255

1,919

21.3

5.1

Washington

513

4,964

52.6

5.9

West Virginia

149

878

34.7

2.9

Wisconsin

321

3,047

32.3

6.4

Wyoming

52

175

39.6

10.5

Source: 

State Tax Notes

Sales Tax

% of Total

Tax Revenue

% Change

1997-1998

1997
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(Millions $)

State Sales Tax

1998

(Millions $)
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