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E-commerce has already fundamentally changed how we transact business.  Moreover, the rapid growth of this technology in just a few short years is a clear harbinger of much more pervasive changes just around the corner.  While these innovations have created new opportunities for some businesses and forced radical changes in the operations of others, they have been truly frightening to some governments.  The very nature of the Internet, its complexity, mobility, adaptability, and potential for growth raise real questions as to whether e-commerce should or even could be taxed.   The purpose of this paper is to provide an overview of the issues surrounding Internet taxation, highlighting in particular the importance the Internet plays in our economy and the inherent problems in taxing e-commerce transactions.

If and how we tax the Internet will have far-reaching ramifications for economic growth, tax fairness, and state tax revenue needs.  Investments in computer technology and equipment have been a major source of economic growth and a strong contributor to productivity gains. The imposition and extension of taxes on e-commerce, however, could retard development in this area and jeopardize the contribution the Internet is having on the overall economy.  On the other hand, if e-commerce goes untaxed, it disadvantages other businesses whose transactions and operations are subject to tax.  Finally, the projected growth of e-commerce, if left untaxed, threatens to substantially erode the tax base of many states and local governments.

Even if there were readily available answers to questions of whether we should tax e-commerce, the characteristics of e-commerce would raise considerable doubt as to whether we effectively could tax it.  For a state to have tax jurisdiction, a business must have nexus with the state.  But in the case of e-commerce, it is not entirely clear what behavior does, or should, establish nexus.  Moreover, once nexus is established, a taxing authority must be able to identify, measure and verify the occurrence of a taxable event.  However, many of the unique characteristics of the Internet make it difficult, if not impossible, to identify the “who”, “what” and “where” of e-commerce transactions. 

While the intent of this paper is to present the issues rather than provide answers, the scope of the discussion suggests a preferred course of action.  In developing a thoughtful approach to the issue of Internet taxation, we should not merely rush to make rash, and perhaps futile, adjustments to a tax code designed for an earlier age.  Instead, we should use this opportunity to examine our new environment and develop a tax system that is consistent with the changing reality.  Putting new tires on a Model T tax code will not allow it to keep pace with a space age economy.

We should take this opportunity to develop a tax base that is measurable, verifiable, and relatively easy to calculate.  We should apply a rate to that tax base that, while high enough to raise needed revenues, is low enough to minimize the distortions and misallocations caused by today’s rate structure.  In assembling such a code, we would create a tax system that is not only simpler, fairer and more compliance friendly, but one that is also consistent with, and indeed conducive to, economic growth. 
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