To Tax or Not to Tax Internet Sales?  A Consumer Perspective

                                      Executive Summary

This paper, prepared by the Internet Consumers Organization (ICO) for the Advisory Commission on Electronic Commerce, focuses on the potential impact of sales taxes on consumer purchases using the Internet. Some important questions need to be addressed before decisions are made whether or not to tax Internet sales. Will Internet sales taxes affect the purchase behavior of consumers who currently shop online? Will such taxes deter potential consumer users of e-commerce from buying online? How important are sales taxes to price-conscious and convenience-oriented consumers? Would people more readily accept an Internet sales tax if it helped to improve their quality of life?  How would consumers react if Internet purchases were taxed no differently than mail and telephone order sales? No action should be taken on Internet taxation until further research is undertaken to try to find answers to such questions, the public has been fully informed of the purposes and uses of Internet sales tax revenues, and consumers are given the opportunity to accept or reject Internet sales taxes.      

.

Introduction

Many studies and forecasts have been generated pertaining to the rapid growth and dynamic nature of the Internet, the Web and e-commerce. The Department of Commerce reports that information technology already contributes significantly to U.S. economic growth, employment and productivity, and it predicts that e-commerce will be the engine for economic growth in the next century (1). The Department reported that online sales grew from about $3 billion in 1997 to $9 billion in 1998 (2). While predictions vary on the future growth of e-commerce, all forecasters agree that it is growing rapidly in the U.S. and globally.

A recent survey by The Boston Consulting Group found that online retail sales in the U.S. and Canada could generate $36 billion in 1999 revenues, compared to last year's $14.9 billion (3). Despite such rapid growth, online retail sales will represent only about 1% of total retail sales this year. However, this survey also showed that many people who shop online are reluctant to place online orders, because they are concerned about the safety of purchasing products and services online, and the added costs of shipping, taxes and other expenses. Forrester Research, Inc. recently reported that
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two-thirds of online shopping transactions by consumers were abandoned in 1998 for a variety of reasons, including high shipping and handling costs (4). Since sales taxes were not a factor in the decisions not to complete the orders, we can only wonder what effect they would have had on consumers' purchasing decisions.

To date, very little consumer research has been done to determine the affect that sales taxes could have on Internet purchases. Well-designed public opinion polls and surveys would provide useful information on the importance to consumers of sales taxes on online purchases. While surveys                                                       

should not be solely relied upon to predict actual consumer behavior in the market, it would be a mistake to disregard public opinion by imposing sales taxes on Internet purchases without understanding the consequences for electronic commerce and the economy.

The Potential Impact of Internet Sales Taxes on Consumers

The Deloitte and Forrester research companies measure progress in the growth of e-commerce and forecast that by the year 2002, online sales are

                                                           -3-

expected to exceed $1 trillion, consisting of business-to-business sales of                         

$842 billion and business-to-consumer sales of $180 billion (5). What effect

could Internet sales taxes have on these projected online sales? A study by   the National Bureau of Economic Research found that the imposition of sales taxes could reduce online spending by as much as 30% (6). A 30% reduction in projected online consumer sales of  $180 billion means $ 54 billion in lost retail sales. A 5% tax rate on the remaining $126 billion in sales would yield $ 6.3 billion in new sales tax revenues, but result in a net loss of  $ 47.7 billion to the economy. Even if a 3% sales tax resulted in a more moderate 10% reduction in online sales, the $18 billion loss in sales volume would far exceed the $ 4.86 billion in new sales tax revenues.

Some might argue that a modest 2-3% sales tax on consumers' Internet purchases is likely to have only a negligible direct impact on business-to-consumer online sales volume. But, even if this were true, such a sales tax  could have unintended negative effects on business-to-business online transactions,  which could result in a dampening of consumer demand for online products and services.
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In addition to income taxes, consumers pay product sales, telephone, 

cable TV, gasoline, energy, property, entertainment, transportation, hotel and other taxes. So, it's not surprising to hear the following reactions by consumers to proposed sales taxes on Internet purchases:

"Don't we pay enough taxes already?"

"This will just be another tax on consumers."

"We already pay telephone taxes."

The last comment is particularly relevant. Consumers are currently billed for a variety of taxes, fees and surcharges for local phone calls, including access to the Internet, and long distance services. A close look at a typical monthly phone statement shows the following cost items:                                                        

- Federal, state and local taxes

- Service charges

- Subscriber line charge

     -    Local number portability surcharge

- Message unit charges

- 911 fees                                                
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- Universal Service fee

- Local surcharge

- Gross receipts tax surcharge

- Payphone access fee           

Such taxes, fees and charges can aggregate to approximately 10% of the monthly cost of residential telephone service. Fortunately, U.S. consumers pay a base fee of $ 20 to $ 25 a month for unlimited local phone calls, so there is no incremental cost for telephone access to the Internet. This may be an important reason why Americans spend more time surfing, shopping and buying online than Europeans and Japanese consumers, who must pay much                      

higher costs for telephone access to the Internet. But, regardless of nationality, price and service costs are powerful incentives or disincentives to consumers' use of the Internet and to e-commerce activities.

Cost Conscious Versus Convenience Consumers.

There are many examples of cost conscious consumer behavior. A growing number of consumers are attracted to the Internet by offers of free e-mail,
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free home pages, free Internet access, free personal computers and other

giveaways in exchange for agreements to view advertising, or provide market research information. Online auctions where consumers bid on items for sale, and reverse auctions where buyers name their prices or list their requirements and sellers make bid offers, are also attracting bargain hunters to the Internet. In addition, the dramatic reduction in charges for online stock trading, and the lower-cost of loans, banking and other transactions, have drawn millions of people to online financial services.   

Deep discounts and other price incentives have also attracted millions of people to buy books, music and other merchandise online. For example, let's say that a book with a retail price of $ 25 plus $ 1.25 (5%) sales tax purchased in a bookstore could be obtained online for $ 20 plus a $ 2                                                            

shipping and handling fee, for a 17% net saving to the buyer. But, if the online bookseller's acquisition costs increased, and this raised the price of the book to $ 21, plus $ 1.05 sales tax and a $ 2 shipping and handling fee, the net saving to the buyer would only be about 8%. This saving may not                                                  

provide a sufficient incentive for the buyer to shop online, particularly if he or she is already reticent about purchasing products or services over the
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Internet. Such a small reduction in cost may not offset fears of fraud,

security, privacy and other concerns that currently deter many consumers from ordering and purchasing products and services online. Greater discounts from the list price of the book would make the sales tax relatively less important, and could provide a sufficient incentive for normally reticent consumers to overcome their fears of buying online. In an attempt to compete with online booksellers, large, traditional bookstores may offer discounts and other incentives, making it less advantageous for consumers to buy online. But, many small and midsize merchants will be unable to compete, profit and survive.

While most consumers who shop online are price conscious, some consider convenience to be as or more important than cost. People with higher                                                           

income, who don't have the time or inclination to shop at stores may be willing to pay a premium for the convenience of online shopping, purchasing and delivery. These consumers tend to place a greater economic value on their time, so their savings from faster, more convenient online shopping and purchasing may outweigh the added cost of a tax on Internet sales. However, Internet sales taxes can't be applied selectively to just one
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group of people, but must be uniformly assessed. This could result in

a disadvantage to lower and middle-income consumers. Clearly, more research needs to be done to determine the impact of Internet sales taxes on price conscious and cost sensitive consumers.

Studies and surveys of consumers' propensity to buy various types of products and services online will contribute to understanding the relative                                                      

importance of Internet sales taxes to different demographic groups. Such studies could also help determine whether the public would be more receptive to Internet sales taxes if the revenue they generated was used for beneficial purposes, such as building new roads, bridges and mass transit systems to relieve traffic congestion that frustrates a growing number of people who commute to and from work. Would people more readily accept an Internet sales tax if it helped to improve their quality of life?  Would they                   

be more receptive if there was an offsetting reduction in income or other tax burdens? Would they agree that Internet purchases should be taxed no differently than mail and telephone order sales? Should there be a nationally-uniform Internet sales tax, and if so, what rate would have the least impact on Internet sales? 
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Conclusion

Sales taxes should not be imposed on Internet purchases in the absence of

improved information on how such taxes could affect: consumers who currently purchase online, as well as those who are considering doing so; merchants who currently sell their products or services online, and those who may  be considering online selling; and other sectors of the economy.        

Electronic commerce is too important an engine for economic growth to ignore the risks of unintended consequences from premature application of Internet taxation. Once more information is available, and if a good case can                                                          

be made for taxing Internet purchases, the public should be fully informed of the purposes and uses of the tax revenues and given the opportunity to accept or reject Internet sales taxes.
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