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Thank you, Mr. Chairman, members of the Commission.  I am pleased to have the opportunity to address this, the first meeting of the Advisory Commission on Electronic Commerce (ACEC).  The Commission is charged with examining a topic that is extremely important, both for the fiscal viability of state and local governments and for the economic viability of local merchants.

My purpose is argue that, to the extent possible, the same sales and use taxes should be applied to electronic commerce and telecommunications as to non-electronic commerce.1  This is, of course, what the Internet Tax Freedom Act requires.  Before making this argument, I define electronic commerce, classify various types of commerce, note the potential for competition between the types of commerce, and describe the present tax treatment of non-electronic commerce and telecommunications.

I.  A Definition of Electronic Commerce
The Organisation for Economic Co-operation and Development has described electronic commerce as “business occurring over networks which use non-proprietary protocols that are established through an open standard setting process such as the Internet.”2
II.  Classifying Commerce
In considering policy toward the taxation of electronic commerce, it is useful to distinguish the following types of activities.3
In local commerce,4 customers located in the same state as the vendor buy: 

1) Tangible products and

2) Services.
In remote commerce, customers located in other states buy:

3) Tangible products and

4) Digitized content.

Digitized content can be either:

4a) Intangible products or

4b) Services.
Whereas tangible products purchased from remote vendors are delivered by mail, common carrier, or the vendor’s trucks, digitized content purchased from remote vendors is delivered on-line.

Remote orders for tangible products can be placed by:

3a) Mail-order (and similar means) or

3b) Electronic commerce.
Here the distinction is between orders placed by mail and those placed over the Internet.

Communications services can be broken down into:

5) Internet access and

6) Telecommunications.

Electronic commerce includes the following types of commerce:

Remote commerce in:

3b) Tangible products ordered on-line and

4) Digitized content ordered and delivered on-line, and

5) Internet access.

Conversely, non-electronic commerce involves:

Local commerce in: 

1) Tangible products and

2) Services and

3a) Mail-order.

Under this classification, there is a separate class consisting of:

6) Telecommunications.
III.  Identifying Competitors
Competition among these types of commerce takes a number of forms.  Most obviously, local vendors, mail order firms, and remote vendors in electronic commerce all sell tangible products (e.g., books, wine, and pre-shrunk software).  Similarly, services provided over the Internet (e.g., consulting) compete with services provided by local vendors.  Technological convergence blurs distinctions between types of products, as intangible products downloaded from the Internet compete with tangible products provided by local vendors and by mail order firms (e.g. movies, music, and software).  Finally, all products compete to some extent for the consumer’s dollar, even if they do not compete directly, as in the previous examples.

Competition is not the only reason it is problematic to distinguish between products for tax purposes.  Bundling of various products with others (e.g., digital content with Internet access) raises conceptual issues and creates severe problems of administration and compliance.  That is, how does one decompose the price of a bundle of products, some of which are taxable and some of which are exempt?

IV.  The Commission’s Mandate: Neutral Taxation
The Commission has been charged with devising recommendations that would provide taxation that is neutral between electronic commerce (and perhaps telecommunications) and non-electronic commerce.  For several reasons neutrality is an appropriate policy.

A.  The attraction of destination-based taxation
For the most part, state sales taxes are destination-based taxes; that is, they are applied to consumption that occurs in a state, rather than to production that originates in the state.5  This is entirely appropriate; since consumption of goods and services probably acts as a reasonable proxy for consumption of services provided by subnational governments, a destination-based tax acts as a form of payment for benefits received from public services.  Seen in this light, all consumption should be taxed (unless exempt), whether bought from remote vendors or local merchants; that is, use tax equivalent to the sales tax levied on sales by local merchants should be applied to purchases from remote vendors.  The argument that remote vendors should not be required to collect the tax because they do not benefit from public services provided by the states of destination of their sales misses the point.  Failing to apply sales or use tax to such sales is analogous to not levying motor fuel taxes on gasoline produced by out-of-state refineries -- a policy few would find sensible.

Some have suggested that electronic commerce (and perhaps all remote commerce) should be subject to taxation by the state where it originates, instead of by the state of destination.  Origin-based taxation of electronic (or remote) commerce is a terrible idea.  Besides being inconsistent with the destination-based sales taxes on local commerce, origin-based taxation of electronic (remote) commerce would be totally ineffective.  Given the desire to attract the “footloose” activities associated with electronic commerce, there would be a “race to the bottom,” as states competed for such activities.  Origin-based taxation of electronic commerce is thus likely to be no taxation, unless uniform rates are mandated by the federal government of set collusively by the states, both results to be avoided.  Origin-based taxation almost certainly would not be neutral.

B.  Allocative advantages of neutral taxation
Markets do a relatively good job of allocating economic resources — determining what to produce and how to produce it.  Neutral taxation does not interfere with market allocation.  Taxing electronic commerce and telecommunications either more or less heavily than other activities would interfere with market allocation.6  For these reasons, electronic commerce and telecommunications should be taxed like all other commerce, provided doing so does not entail unacceptable complexity for remote vendors..

While economists talk of resource allocation and the avoidance of tax-induced distortions of economic distortions, others may find these terms have little meaning.  Let me explain.  One type of distortion I envisage if electronic commerce is not subject to the same taxation as local commerce is the proliferation of tax-motivated shipment of individual parcels to residences, when it would be cheaper to send the same products in quantity to local stores.  More generally, a tax preference for remote commerce might make local merchants unable to compete, despite non-tax advantages in costs.

Some may argue that remote commerce, especially that in digitized content, has such great advantages of cost and convenience that preferential taxation is irrelevant.  That may be.  But in that case, the problem is lost revenue.

C.  The “infant industry” argument for preferential treatment
Some seem to believe that electronic commerce should receive preferential treatment, in order to encourage its development.  There are several problems with this view, which is reminiscent of “infant industry” arguments for tax incentives often heard in developing countries and in countries in transition from socialism.  First, there is little evidence that politicians and bureaucrats (or business executives representing industries interested in the outcome) can do any better than markets at picking winners and losers.  If they could, central planning would not be such a bad idea and the former Soviet Union might not have collapsed.  I believe firmly in uniform treatment of all sectors, not preferential treatment of some.

Second, there is no evidence that electronic commerce needs preferential treatment.7  Electronic commerce is growing rapidly and is likely to continue to do so, with or without preferential tax treatment.8
Third, the situation commonly found in developing countries contemplating tax incentives is vastly different from the present situation in one important respect.  In developing countries there is generally no competing local economic activity to be harmed by the tax-motivated development of new tax-preferred industries.  By comparison, much of electronic commerce does compete with local vendors who would be disadvantaged by preferential tax treatment of electronic commerce.

Finally, and perhaps most important, experience from around the world suggests that tax preferences, once granted, are hard to eliminate.  While the revenue loss from preferential tax treatment of electronic commerce would be small today, potential losses will grow as electronic commerce grows, depriving state and local governments of badly needed revenue.  Even if I thought that electronic commerce needed temporary stimulus, I would be reluctant to provide it, because of the well-known difficulty of getting iron-clad guarantees that stimulus would, indeed, be temporary.

D.  The inequity of preferential taxation
Preferential tax treatment of electronic commerce would have at least two negative effects on the fairness of the tax system.  First, it would provide a tax break to those households that are most likely to engage in electronic commerce.  Low income households are least likely to enjoy the benefits of preferential treatment of electronic commerce.

Second, preferential tax treatment of electronic commerce would create a competitive disadvantage for local vendors.  It may be that much of local commerce cannot compete with electronic commerce, even if taxation is neutral.  But local commerce should not be forced to compete under a system that penalizes it, relative to electronic commerce.  While I am a big fan of electronic commerce, I would hate to see a situation in which inordinate amounts of goods and services are ordered and/or delivered electronically, with economically viable alternatives in local commerce being artificially driven to extinction by the tax preference for electronic commerce.

E.  The risk of worst-case scenarios
Suppose that the Commission were to recommend that all electronic commerce (as defined above) should be tax-exempt and that legislation were to be enacted to give effect to that view.  One can imagine many local merchants installing computer terminals in their stores, so that their customers could engage in “electronic commerce,” instead of non-electronic commerce, and thus avoid tax.9  Exactly how this would play out in detail need not detain us; what is clear is that an exemption for electronic commerce would destroy the state sales and use tax.

V.  The Impossibility of Neutrality under the Present Sales and Use Tax
The Commission’s assignment — neutral taxation of electronic and non-electronic commerce —  is impossible, unless there is fundamental reform of the state sales and use tax, which itself is systematically non-neutral. To see this, consider the following typical pattern of taxation of non-electronic commerce and telecommunications:10
Local commerce in: 

1) Tangible products: 

Household purchases: taxed, subject to various exemptions.

Business purchases: taxed, subject to exemptions for resale, etc.

2) Services: typically untaxed

3a) Mail-order:

Household purchases: untaxed (unless registration is required).11
Business purchases: taxed, subject to exemptions for resale, etc.12
6) Telecommunications: commonly subject to distinct taxes.

In the case of sales to households, is neutrality to be between electronic commerce (in either tangible products or digitized content) on the one hand and, on the other:

1) Local commerce in tangible products, which is typically taxed, except where explicitly exempt;

2)  Local commerce in services, which is typically untaxed, or

3a) Remote commerce (mail order) in tangible products, which is generally untaxed?

Taxing electronic commerce would be neutral, relative to taxation of local commerce in tangible products, but not relative to mail order.  Not taxing electronic commerce would be neutral relative to mail order, but would place local vendors of tangible products at a competitive disadvantage. 

VI.  A Neutral System
A neutral system would require elimination of both a) the present distinctions for tax purposes between tangible products and services bought from local vendors and b) the preferential tax treatment of mail order sales.13  With that change, products sold in electronic commerce, whether tangible products or digitized content, should be taxed in the same way as similar products sold in non-electronic commerce.  Internet access and telecommunications should be subject to the ordinary sales and use tax, and not to distinct taxes.14
VII.  What about Quill?
In Quill the Supreme Court ruled that remote vendors are not required to collect use tax on tangible products shipped into a state where they lack nexus, as indicated by a physical presence.  This decision produces a result that is indefensible from an economic point of view.  To see this, suppose that the federal government were to impose a national sales tax, but not apply it to imports from abroad.  One can imagine the outcry.15  Why should foreign vendors not pay tax, when local businesses that provide jobs do pay tax?  But that is exactly what Quill does at the state level for most sales of tangible products to households -- and what tax-exemption of electronic commerce would do.  Even so, the decision in Quill was justified, because of the overwhelming complexity created by the diversity of state sales and use taxes.

To achieve a neutral system, it would be necessary to repeal Quill.  But for repeal of Quill to be appropriate, state sales and use taxes must be simplified enough that remote vendors can meet an expanded duty to collect use tax at reasonable cost.  Such simplification might entail, inter alia, the following:

Attribution of sales only to the state level;

Only one sales and use tax rate per state;

An essentially common definition of the tax base;

An essentially uniform definition of business purchases that are exempt;

Essentially uniform administrative rules (for example, for registration, filing, etc.);

A simplified and common multi-state system of filing;

A de minimis rule that would eliminate the requirement to collect use tax for remote vendors making only small amounts of sales (either to a particular state or in total).

VIII.  Simplifying State and Local Sales and Use Taxes
Before concluding, I will discuss three of the steps that are needed to simplify state and local sales and use taxes enough to make an expanded duty to collect use tax a reasonable possibility.  This discussion draws heavily on the deliberations of the National Tax Association’s Communications and Electronic Commerce Tax Project (the NTA Project).16
A.  Attribution of sales to the state level/one rate per state
Business representatives argue that it would be inordinately difficult to attribute remote sales to local jurisdictions and apply the appropriate local tax rate, in part because the boundaries of local jurisdictions do not do not coincide with postal ZIP codes.  But attributing sales only to the state level and applying a uniform use tax rate on all remote sales to the state involves serious practical problems, as well as an unfortunate loss of local fiscal autonomy.  For example, some local governments have pledged revenues from sales and use taxes to service debt on capital projects such as stadiums.  While revenue sharing funds from state governments might replace revenues from the sales and use tax, revenue sharing would not provide local governments with fiscal autonomy -- the power to impose higher or lower sales and use taxes, depending on whether their constituents want more or less public services.

Even if sales are attributed only to the state level, there may be occasions in which the state of destination of a sale is not known.  The “ship to” address would ordinarily be used to determine the state of destination for tangible products, and the billing address would be used for most digital content, except in the case of business purchases of products to be used in multiple locations

B.  Common definition of the tax base
Because the sales taxes of the 45 states (and the District of Columbia) that levy them developed in a totally independent manner, there is essentially no uniformity in their bases.  This lack of uniformity would obviously pose compliance problems if remote vendors had an expanded duty to collect use tax.  The NTA Project has suggested that there should be a uniform “menu” of products, so that each state could define its tax base by deciding whether or not to tax each product.  This approach could be extended to the definition of items to be exempt when purchased by businesses and by tax-exempt organizations.  While a uniform set of menus would represent a substantial simplification, significant complexity would remain.  I believe that more uniformity of tax bases is required to make an expanded duty to collect use tax reasonable.

C.  A de minimis rule
A de minimis rule is perhaps the most important simplification for the great bulk of remote vendors in electronic commerce that might otherwise be liable to an expanded duty to collect use tax.  While economic giants loom large in electronic commerce, the small initial investment means that small businesses are also able to operate in electronic commerce.  It would be inappropriate to require all remote vendors to collect use taxes for all states in which they make sales, no matter how small those sales.  Thus there should be a de minimis rule, to eliminate the burden of collecting use tax on small amounts of remote sales.  Whether the de minimis rule would be based on sales to individual states or aggregate remote sales would depend on the nature of the filing system adopted.

IX.  Concluding Remarks: the Importance of “Getting It Right”
Because of the healthy reluctance to change the status quo, as well as the unhealthy influence of vested interests, decisions made earlier often cast a long shadow in the tax policy arena.  This can be seen in the Quill decision, where the Supreme Court confirmed its physical presence test of nexus for duty to collect use tax, despite being uncomfortable with the test.  This “tyranny of the status quo” means that the Advisory Commission should take great pains to “get it right” in its deliberations on the taxation of electronic commerce.  A mistake made now — a decision to exempt electronic commerce — would not easily be overturned, despite its obvious lack of fairness and its adverse economic effects.  I thus end with an appeal for the triumph of statesmanship and the long-term good of the country over narrow short-term economic interests.  For the sake of future generations, the Commission should propose a system of sales and use tax that provides neutrality between electronic commerce, non-electronic commerce, and telecommunications.
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1State and local income taxes should also be applied uniformly to income from all forms of commerce.  I concentrate on sales and use taxes because that is where most of the controversy -- and most of the money -- is.


2OECD (1999), p. 28.  This definition excludes such important transactions as electronic data interchange and electronic funds transfers, both of which have traditionally relied on proprietary networks.


3To allow focus on key issues, I ignore finance and travel, both of which loom large in electronic commerce.  Financial transactions ordinarily are not subject to sales tax (and should not be). Travel purchased over the Internet is not generally subject to sales tax; to the extent that it is, it does not seem to pose unique problems.


4I concentrate on the distinction between in-state (local) and out-of-state (remote) commerce, because it is primarily commerce between states that involves constitutional issues ant thus implicates Congress and the ACEC.


5The most important exception to this generalization is the fact that sales taxes imposed on business purchases interject an origin-based element into the system, a feature decried by economists for years.  Another troubling problem is cross-border shopping.  While the former could -- and should -- be eliminated by rationalizing the tax base, the latter could not be. 


6I cannot understand how my fellow panelist, Mr. Orson Swindle, can pretend to support both non-intervention and preferential tax treatment of electronic commerce.  Preferential taxation is inherently interventionist.  Thus in the Treasury Department’s 1984 tax reform proposals to President Reagan, in the interest of economic neutrality, we proposed to tax all income uniformly and consistently, without regard to its source or use.  I am advocating analogous neutral and non-interventionist sales taxation.


7I am not convinced by the argument in Goolsbee (1998) that network externalities and the need to overcome consumer reluctance to engage in electronic commerce justify preferential treatment.  By now the Internet must be large enough to have captured most network externalities.  The rapid growth in on-line shopping suggests that consumers are quickly overcoming any reluctance to use the Internet.


8For evidence I would cite the presentation by John Sidgmore, who contrasted the doubling of the demand for bandwidth every 3 ½ months with “Groves’ Law,” the much slower doubling of the power of microprocessors every 18 months — commonly used to illustrate the unbelievably rapid growth of computing power.  See also U.S. Department of Commerce (1998).


9This is not as far-fetched as it may seem.  With only the protection of the physical presence test of Quill (discussed below), many large retailers are establishing separate subsidiaries to take advantage of the loophole for remote vendors created by that decision.


10For further details on state sales and use taxes, see Due and Mikesell (1994).


11Purchasers are generally liable for use taxes on goods subject to sales taxes, but individuals commonly do not pay them.  Because of Quill, remote vendors lacking a physical presence in the state cannot be required to collect use taxes from purchasers.


12Small business may be able to evade use tax, except on audit.  Large business is not likely to be able to do so.


13If the system is to be totally neutral, there should be no taxation of business purchases; see McLure (1997a), (1997b), (1998a), (1998b), and (1999).  Because such a reform would be even more radical than those proposed in the text, and perhaps beyond the mandate of the Commission, it is not discussed further.


14Given the importance of telecommunications to the provision of Internet access, perhaps I should note explicitly that purchases of telecommunications by Internet service providers should be exempt.


15Nor would many be placated by the defense often offered in the state context: that the cost of transportation offsets the benefit of the tax exemption of foreign vendors.


16See also McLure (1999).





