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Overview
The growth of Internet commerce has presented policy makers with a host of complex new issues over the last few years, from encryption to broadband access.  One of the most vexing problems, however, is not a new issue, but an age-old one: taxation.  On the one hand, free-market libertarians argue that online retail transactions should stay beyond the reach of the tax man (and if new technologies should sound the death knell for nearly all government, so much the better).  Meanwhile, state and local officials, in particular, view the Internet as a tide that will erode local and regional tax bases with devastating consequences as more and more sales move from the brick-and-mortar retailers on “Main Street” to the ether of cyberspace. 


Federal lawmakers have rightly taken a deliberate, go-slow approach to the problem.  The Internet Tax Freedom Act of 1998 wisely imposed a three-year moratorium on new “discriminatory” taxes on the Internet,
 and created the Advisory Commission on Electronic Commerce to study the Internet taxation issue.
  The 19 member commission, which has three representatives from the federal government, eight from state and local government, and eight from the electronic commerce industry, is to report its findings to Congress in the spring of 2000.


In the interim, several Internet tax bills have been introduced in Congress.  In January of this year, Sen. Bob Smith (R-NH) introduced S. 328 IS, a bill that would make the moratorium permanent.  In July, Sen. Ernest Hollings (D-SC) introduced S. 1433 IS, which would impose a 5 percent national sales tax on all remote sales, including Internet, mail-order catalogues, and by phone.  The Smith bill has been referred to the Commerce Committee while the Hollings bill was referred to the Finance Committee, but no other actions have been taken on either.  We believe that neither bill adequately addresses the issue and that a Third Way is needed with regard to Internet taxation.  


The Internet Tax Freedom Act prohibits new state, local, or federal taxes on Internet access or electronic commerce until October 2001.  Therefore, as the Advisory Commission works to fulfill its mandate, now is the time to move beyond simplistic rhetoric and dire warnings and explore workable solutions to what the Progressive Policy Institute (PPI) believes should be the obvious conclusion: states and municipalities should be able to tax Internet sales.

Principles
PPI believes policy makers should adhere to three key principles as they craft a system for taxation of remote sales over the Internet:

 Fairness.  As is stipulated in the Internet Tax Freedom Act, any solution should apply not only to Internet transactions but to all remote transactions, including mail-order and telephone-based sales.
  Otherwise, the system would unfairly discriminate against e-commerce.  Conversely, not taxing remote transactions, including e-commerce, unfairly discriminates against traditional face-to-face transactions that are taxed. 

 Simplicity.  The solution should not place an innovation-stifling burden on the digital economy.  It should be easy for lawmakers to implement and even easier for businesses to use.  (In fact, it should add value to the economy by introducing new opportunities for companies engaged in electronic commerce.)  And, as is stipulated in the Internet Tax Freedom Act, any solution should be technology-neutral.
 

 Limited Scope.  Sales should be taxed, but use of the Internet itself should not.  In other words, Congress should prohibit taxing data transmissions (through “bit taxes”), network services (through Internet Service Provider taxes), or anything else that would amount to a tax on the medium itself.


The advent of e-commerce should not be viewed as either a threat or a potential windfall for state and local governments’ tax bases.  Assessing taxes on Internet sales should, all else being equal, have no effect on state and local tax revenues—what is lost as a result of decreasing face-to-face sales will be offset by gains from increasing online sales.  Moreover, states and localities should continue making their own decisions about the relative weight of sales tax rates, and other tax rates, just as they always have.  A federally imposed system should simply provide a framework to enable that process in remote transactions. 

What’s at Stake?
Some who advocate taxing Internet sales argue that not doing so is unfair to “Main Street” businesses—and further risks putting them out of business.  But while the first argument is fair, the latter misses the point.  The goal of public policy should not be to protect or insulate any business or industry from changes in the marketplace.   Public policy should certainly focus on ensuring that workers dislocated in the churning of the New Economy have access to skills training and other assistance to make the transition into new jobs, but it should definitely not try to erect barriers to protect existing businesses that may lose out in the digital marketplace.  If consumers choose Internet sellers over Main Street sellers and some of the latter go out of business, that is simply a result of healthy competition in the marketplace, leading to increased economic efficiency and value added for consumers.  For example, just as large category-killer retail chains (in sectors such as books, hardware, and electronics)  have caused many small, independent companies to go out of business, they have also led to a significant boost in retail productivity and lower prices for American consumers.  The same will be true on the Internet, where an increasingly digital economy will disrupt existing patterns of business.  The bottom line is that e-commerce, even if it is subject to sales tax, will lead to lower prices and higher value, and hence effectively higher real incomes for Americans.  


On the other side of the spectrum are those who mistakenly argue that applying sales taxes would be tantamount to regulating the Net.  In their view, subjecting purchases conducted over the Internet to sales tax is the same as taxing the Net itself.  These are some of the same cyber-libertarians who would desperately like to believe that the advent of the Internet is the harbinger of the practical demise of governments, altogether.


In the end, however, clearly state and local governments should be able to tax sales transacted over the Internet, if for no other reason than as a matter of fairness.  Why should sales conducted over the Internet be exempt from taxes levied at a corner hardware store?  That would be the functional equivalent of subsidizing e-commerce companies at the expense of traditional brick-and-mortar companies.  Public policy should do everything possible to grow the Internet and the digital economy, but the steps it takes must be fair.


A study recently released by Ernst & Young estimated that sales and use taxes not collected from Internet sales in 1998 amount to less than $170 million, representing one‑tenth of 1 percent of total state and local government sales and use tax collections.
Robert J. Cline and Thomas S. Neubig, “The Sky is not Falling: Why State and Local Revenues Were Not Significantly Impacted by the Internet in 1998,” Ernst & Young LLP, Economics Consulting and Quantitative Analysis, June 18, 1999.  Therefore, the study rightly concludes there is time to carefully construct a fair, efficient, and easily administrable tax system for state and local governments in the 21st century.  In fact, it may be appropriate for any federal legislation to allow a several-year period to craft and test any solution before implementation. 

A Complex Problem?
Many who have debated this issue have made it more complicated than it needs to be.  Some cite the difficulty of locating the nexus in online transactions.  They ask: If the consumer is in California accessing the Internet through America Online, which is based in Virginia, and the seller is in Washington, with distribution facilities in Oregon and servers somewhere else, who gets to levy the tax?  The simple answer, and the solution that best addresses the concerns of states and municipalities, is to levy sales taxes according to the location of the buyer.  There is already precedent for this approach in state law—buyers are legally required to pay “use taxes” (equivalent to the sales tax rate in their state) on all remote purchases where the seller does not have a physical nexus in the buyer’s state.
  But few people are aware of this requirement, and even fewer pay the use taxes. 


Some object that sales taxes on the Internet would result in thousands of taxing authorities in the United States, creating a tangle of tax schemes. They rightly argue that Web merchants should not have to file tax forms and collect different taxes at separate rates for every jurisdiction where there's a customer. 

The Software Solution
Among those who believe that for fairness and fiscal responsibility reasons sales taxes must be imposed on Internet sales, there are some who propose the seemingly simple solution of a uniform national sales tax on all remote sales, with the revenues proportionately allocated among the various local jurisdictions.  


But there are two problems with this approach.  First, a flat national tax on e-commerce alone would create an unfair bias against e-commerce in states that have no sales taxes (and likewise it would create an unfair bias in favor of e-commerce in states where the regular sales tax rate is higher than the national rate on e-commerce).  Second, a federally imposed sales tax denies states the right to create and manage their own tax structures, which may include low, or non-existent sales taxes with higher property or income taxes, or some other combination.


PPI proposes a different solution, one that uses the technology of the medium, and one that is ultimately more fair for states and local governments.  The system would work as follows:


An organization  (perhaps the Federation of Tax Administrators) would contract out to develop software that lists the state and local sales tax rates on all categories of items for all state and local tax districts in the nation.  Retailers would download the software, which would be free “shareware,” over the Internet.  It would be a technologically neutral system, designed to be incorporated easily into commercial web sites running on any computing platform.  When a consumer makes an online purchase, the software would check the tax rates in the area where the consumer has the product shipped (unless the product is software or music that is downloaded instead of physically shipped, in which case the tax would be determined according to the consumer’s home or work address, as appropriate).  The software would then display the tax rate along with all other charges, as on any standard receipt. When the consumer makes the purchase, he or she would simply pay the full amount (purchase price, sales tax, shipping and handling, etc.) electronically, most likely by credit card.  The software would include routing numbers for each sales tax jurisdiction bank account, and the merchant’s software would automatically transfer the sales tax funds via electronic funds transfers directly to the government bank account(s).


For example, if a merchant collects $600 in sales tax from residents in a particular county in a particular state, where the state sales tax is 4 percent and the local is 2 percent for a total tax of 6 percent, the software would remit $400  to the state's bank account (along with an electronic form that lists the merchant's name and other pertinent information) and $200 to the county bank account.


One of the main arguments for a system like this is that it allows states and local governments to maintain their independent discretion in determining tax rates.  Obviously, this will mean that tax rates will continue to fluctuate over time.  So, for this system to work, state and local governments will have to be able to update the master system on an annual basis with their current tax rates.  Retailers, in turn, will have to regularly download the latest versions of the software.


Contrary to the dire predictions of the cyber-libertarian crowd, such a software system could actually add value for online consumers.  For example, if the system were developed with open source code (that is, with the core programming instructions freely available to anyone), personal finance software developers would be able to write compatible programs to help consumers keep track of their online spending, perhaps by automatically filing “e-receipts” under appropriately defined categories on their home computers.

Beyond the Internet, Beyond the United States 
The Internet Tax Freedom Act directed the Advisory Commission on Electronic Commerce to ensure that any recommendation submitted to Congress apply to all forms of remote commerce, not just to e-commerce conducted over the Internet.  This is as it should be.  It would be neither fair nor economically efficient to tax e-commerce but not other remote transactions.  Such a system would essentially penalize the channel, giving consumers incentive to exploit the differences to find the best prices (e.g., finding the item to purchase online, and then ordering by phone to avoid paying a sales tax).  Clearly, the same rules should apply to all remote sales.  Therefore, in order for a software-driven system to work properly, there will need to be several versions of the software, allowing easy integration into any business’s back office computer systems.  Furthermore, for small businesses without complex order processing systems, a database of state and local sales tax rates will need to be available for use over the Internet.  Small business owners should simply be able to go to a Web site, plug in an address, and find the appropriate tax rate for a sale to a customer in that location. 


In addition, once this system is developed and effectively implemented in the United States, the U.S. government should work through the World Trade Organization, the Organization for Economic Cooperation and Development, and other appropriate bodies to reach world consensus on this sort of software mechanism for collecting and remitting local, regional, and national sales taxes. 

Conclusion
As a matter of fairness and fiscal responsibility, remote sales should not be supra-legal—above the reach of state and local tax jurisdictions—regardless of whether they are conducted over the Internet or through catalogues.  Further, those state and local jurisdictions should not have to cede their independent authority to a federally mandated flat sales tax system.  Therefore, the most logical solution is to use the same tools that enable e-commerce  to construct an easy-to-use mechanism for businesses, consumers, and governments alike to operate in the digital economy of the 21st century.
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