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. Sales Taxes and the E-'Commer_c‘e Revolution:
Hans A.'von Spakovsky

Elected officials in Georgia and throughout the country have been expressing their concern over the pos- -
. sible loss of state sales tax revenues as e-commerce grows ‘on the Internet. Georgia State Revenue Commissioner
+ Jerry Jackson told a joint meeting of the House and Senate Appropriations Committees that Internet commerce
represents a future threat to state revenue and that “[a]t some point [it] will begin to have a major impact on sales tax

- collections.”! Proponents of taxing Internet commerce believe that online sales are a substitute for “bricks and
mortar” retail sales and that state sales tax receipts will decline as e-commerce increases. They also claim that.
exempting e-commerce from sales taxes is “unfair” to other retail merchants who have to collect sales taxes. The
- Georgia Municipal Association is warning that decreases in sales tax revenues due to e-commerce will result in - -
increases in Georgia property taxes.? Local officials ** assert that states-and counties have a right to tax Internet
sales. - ‘ T S ’
_ Although many elected officials (including the"pre'sident)s_ and organizations like the National Governors’
~ Association believe that e-commerce should be taxed, there is currently a moratorium on the imposition of certain
‘taxes on the Internet. It is not, however, a complete moratorium on sales taxes. L o
' In 1998, Congress passed the Internet Tax Freedom Act (“The Act”).® The Act imposed a three-year prohi-
‘ bi_tion, until October 21, 2001, on the imposition of state or local taxes on Internet access fees (like the monthly
" charge paid by AOL or Mindspring users). The Act has a limited grandfather clause for some states that were already

- taxing Internet access when the law became effective. The Act also prohibits state or local governments from impos-

- ing taxes that would subject buyers and sellers of electronic commerce to taxation in multiple states. States were

+ already prohibited by the U.S. Constitution’s Commerce Clause and Supreme Court decisions from imposing sales
‘taxes on retailers who have no physical “nexus” or presence in their state.” This prevents states from requiring mail-
~ order retailers to collect taxes on most catalog sales; this logic applies equally to e-commerce retailers. The State of

- -Georgia cannot force an online or mail-order retailer located in another state to collect taxes.on sales to Georgia

- residents if the retailer does not have a physical presence in Georgia. However, this prohibition could be lifted by
".Congress. L » o S ' -

- - Nothing currently prevents a state such as Georgia from imposing sales taxes on its own residents onany .

- items they purchase through mail-order catalogs or over the Internet for delivery and use in Georgia unless the
- Internet purchase is for an item that is sold exclusively over the Internet with no comparable off-line equivalent.?
~-Under Georgia law,’ the State already imposes a 4 percent tax on “the first instance of use, consumption, distribu-
tion, or storage within this state of tangible personal property purchased at retail outside this state.” As a practical
' matter, hqwever, the Georgia Department of Revenue (DOR) has never collected suéh taxes from Georgia citizens
~on their catalog purchases and has no current method of doing so for e-commerce purchases. Other states, including
~ Michigan and North Carolina, have recently changed their state income tax forms to require residents to total their




- zcomplammg about lost revenue due to Internet commerce, almost
" all of the states, including Georgia, are awash in budget surpluses.
~ The states collected $11.3 billion in revenue surpluses in 1998 and
"had $36 billion in “rainy-day funds.”'” Georgia’s rainy-day fund is
" now $548 million.'* From 1980 to 1995, state tax revenues across
" the country grei 227 percent and local government revenues grew -
193 percent, with state revenues growing at almost twice the rate.

" state has a $1 billion surplus this year that the Georgla General
~ Assembly has voted to spend entirely without retummg one penny -
B to Georgia taxpayers The General Assembly also voted to borrow - =
“an additional $530 million above and beyond the $1 billion surplus to finance addtuonal state programs.® Since
1980, Georgia’s budget has increased dramatically at a rate greater than the combmed rate of increase of the state’s

out-of-state purchases mcludmg 1tems ‘bought onlme, and pay a6 percent sales tax." Mrchrgan s law dates back to
~ 1937, although it has never been enforced Such taxes are very unpopular 70 percent of online users are opposed to
~ 'sales taxes on Internet purchases n G

" Under the Act, Congress also estabhshed a 19- member Advisory Commnssnon on Electromc Commerce to
make recommendations to Congress by April 21, 2000 on whether electronic commerce should be taxed. Conflicts

. have arisen on the Commission over this issue. For instance, Commission Chairman James S. Gilmore, governor of
" - Virginia, wants to ban Internet taxes permanently whereas Ron Kirk, mayor of Dallas, wants state sales taxes auto-

matically added to online sales by e-commerce retailers when a customer puts in his address. 12 ‘Utah Governor
Michael Leavitt, also a member of the Commission, recently revised a proposal by the National Governors’ Associa-

~_tion, which he heads, to expand tax collecttons to both Internet and mail-order sales. The revision dropped a contro-
. versial proposal that called for tax collections to be done by “trusted third parties” because of criticisms that this -

would intrude on taxpayers’ rights. The revised proposal calls on state and local governments to enter into “partner-

- ships” with retailers to simplify sales taxes “and experiment with meaningful voluntary collection systems. 3

Is Georgia losing tax revenue due to e-commerce sales? Other than Revenue Commissioner Jackson's pre-
diction that Georgia will lose tax revenue at some point in'the future, the Georgia Department of Revenue has not

~ provided estimates of whether any sales tax revenue has been lost due to Internet sales. The DOR’s Statistical Report

for the fiscal year ending June 30, 1999, (see Figure 1) reflects that Georgia collected $4,479 million in general sales -
and use taxes in 1999, up 11.8 percent over 1998. Total tax revenues were up 8.8 percent With some exceptions, '*

. 'Georgra s revenues since 1988 from general sales and use taxes
 have increased steadily and have remained remarkably stable as a -
:percentage of the total revenue collected by the State. In 1987,
" general sales and use taxes represented 34.3 percent of total tax .
. revenue compared with 35.9 percent in 1999.' :

At a time when elected ofﬁcxals like Govemor Leavitt are(

of inflation from 1992 to 1998.'"° The same is true for Georgra the

990 e iow|
1989 __$2.113 U 890%

population and inflation. Georgia currently is not experiencing a loss of sales tax revenue but rather a lack of fiscal

* restraint. There is no evidence that Georgia has expenenced any loss of tax revenue due to e-commerce sales.

" A recent study by Emst & Young esttmated that there was a total of $20 billion of business-to-consumer

" (“retail”) sales in 1998 on the Internet.2’ This represents less than 0.3 percent of total consumer spending. Further-
~ more, “[a]n estimated 80 percent of current ecommerce is ‘business-to-business sales that are either not subject to
~ sales and use taxes or are effectively subject to use tax payments by in-state business purchasers.”?? The Ernst &
~Young study also pointed out that: (1) an estimated 63 percent of Internet retail sales are intangible services such as
- travel and financial services or intangible products such as food and prescription drugs that are exempt from sales

taxes in most states; (2) 11 percent of taxable e-commerce retail sales already result in taxes being paid by either

' vendors or consumers; and (3) 60 percent of taxable e-commerce purchases are of goods that would otherwise be

purchased over the telephone or by mail from catalogs, sales that have always been exempt. As a result the study

“concludes that only $2.6 billion or 13 percent of e-commerce retail sales in 1998 would have been subject to poten- ,
- tial sales and use taxes. Thus, less than $170 million in sales and use taxes was not collected in 1998, amounting to -
’ only 0.1 percent of total sales and taxes collected by all state and local governments.?
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\ Forrester Research -ane-commerce marketmg research firm, predrcts that the current $20 bllhon in e—_
g commerce sales will ;grow to $184 billion by:2004. This compares-with:total ‘retail sales in 1998 of $2.6 tnlhon'
. Applying the ‘Ernst & Young analysis indicates that only $24 billion of e-commerce sales in 2004 will'be sub_'ect to

* salesand use taxes: At an average tax rate of 6.5 percent thrs wrll result in only $1 .57 bllhon in total sales tax revenue

.- from $1.2 billion in : 1999 to $10.8-billion: 'by 2003 The study predicts’ a tax loss of $333.4 million in Georgra in
12003, or.1 59 percent of the State’s total ‘tax revenues.? Since 1989; Georgra s genera] sales and use tax revénues -

y '1mposmg new taxes on the information revolution that has been fueling our economy.
+ It is important to note that none of these analyses of possible sales tax revenue reductions take into account -
. tax revenue generated by e-commerce growth. There is no doubt that tax revenue from niew e-commerce businesses

- ‘losses‘by the. states,lare]attvely small amount.- EER B A A PRI REE RS K I AR
‘}i+A different study by. the Umversnty of Tennessee Center for Business and Economic Research whose au-

,thors are strong proponents of Internet taxation, gives a'much larger estimate of total state sales tax revenue losses:

have been growing at an average rate of 8.19 percent per year. It should be also noted that the possible reductron in

"+, tax ‘collections i is “due to lack of effectlve enforcement of the exrstmg use tax [on res1dents] by state and local
»govemments”26 R RN RS i

‘The great dtfference between the Umversrty of Tennessee study and the Emst & Young study 1llustrates the

i ;unpredrctabxhty of the future of the e-commerce marketplace and what the actual effect on sales taxrevenues will be.
“Given these uncertainties and the fact that sales tax revenues have been steadily: mcreasmg,’_7 there is no ‘need for v

Congress or the states to rush to tax Internet sales without long consrderatlon and review of the economrc effects of
! Qs .

:’has helped fuel the state revenue surpluses-that exist-throughout the country Nearly-400,000 new e-commerce jobs

."were created in 1999, for a total of 2.3 million Americans employed in the Internet economy. Total Internet économy
revenues of $301 billion in 1998 were expected to reach $507 billion in 1999, bypassing the airline industry ($355 -

billion).2 E-commerce retailers and businesses such as Amazon.com and EanhLmk (formerly Mindspring), which
is headquartered in Atlanta, and their employees pay property, income and' ‘all other applicable state and local taxes.

- Thus, they.are paying the- taxes that support local budgets for roads, police, fire and-all-of the other services and

infrastructure that state and local governments provide wherever those businesses and their employees are actua]ly
located. When an e-commerce retailer is not located in Georgia, the state has no equrtable basrs for assertmg that a

company should have to pay sales taxes to support mfrastructure it does not use..

Itis also argued that not taxing e-commerce is “unfair to “bricks and mortar merchants Thrs 1gnores the fact

N that 70 percent of the nation’s retailers have established online operations.?” The line between e-commerce retailers
~:and traditional rétailers has become increasingly blurred as retailers are taking advantage of the benefits of Intemet

transactions. At a time of tax revenue surpluses, it would be more equitable to discuss reducing sales taxes on all
retailers, rather than seeking to.extend them to.e-commerce and mail-order vendors. Median state salestax rates

have steadlly increased from 3.25 percent in1970t0 5 percent in 1990, with 17 states today having rates at or above,

6 percent.** When federal, state and local taxes are combined, Americans are paying near-record levels of taxes."
‘ Proposals to force e‘commerce retailers and mail-order compames to collect sales taxes would also be’ very
-difficult to ‘establish ‘given ‘our current ‘tax structure. Forty-five states and the Drstnct of Columbra impose sales

taxes. It is estimated that almost 7,500 jurisdictions in the United States have local sales taxes; when specnal-purpose :
tax districts such as downtowns are included, there. may be more than 30,000 different sets of sales tax rules.'

Natronal firms that are responsible for collecting taxes in all states with sales taxes have compliance costs that range
from 14 percent of sales taxes collected by large retailers, to 48 percent for medium retailers, to 87 percent for small
retailers.? This’ compares with compliance costs for smgle-state retailers that range from 1 percent for large retarl-
ers, to 3.7 percent for medium retailers, to 7.2 percent for small retailers.®® Until and unless the states and local

- jurisdictions simplify their sales tax structures, applying such taxes to e-commerce sales will pose srgmﬁcant admin-

istrative difficulties and substantial compliance costs for e-commerce retailers at a time that the e-commerce retail
market is still in its infancy. In addition to such compliance costs, one study has also estrmated that applymg existing
sales taxes to e-commerce would reduce the number of onlme buyers by 25 percent and spendmg by more than 30
percent o ,
- Another factor that recommends agamst Georgra movmg to tax e-commerce sales (assummg that Congress
does not extend the Internet tax: moratorium) is the effect such a tax could have on the State’ 's efforts to attract
industry to Georgta Georgia’s “Yamacraw Mission” is a state plan to spend $100 million to attract high-technology
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compames and tum Georgra 1nto a new Silicon: Valley » Govemor Roy, Bames has also proposed a $56 mrllron '
package of tax credits in the 2000 General: Assembly session to spur rural | economic development and lure hrgh-tech
. .firms by providing a sales tax break for.computer or hrgh-tech purchases of up to $15 million.* “Another bill:was -
mtroduced in February that would authonze Georgla s Seed-Capital Fund to invest in start-up, high-tech firms. 37
‘These efforts illustrate the i importance the State’s leaders place on creating condmons that will encourage the infor- -
mauon revolution to take root in Georgia and help sustam our continued economic growth. There is no doubt thate-
. commerce entrepreneurs and high-tech business executives would see any move to impose taxatron on e-commerce
.as hostrle to their businesses. For Georgia to be in the forefront of such tax policy would damage the State’s extensive .
s ‘fforts to attract new mdustry and develop a hi gh-technology base Thei 1mpos1tlon of such taxes by other states could
also hurt e-commerce start-ups headquartered or:located in Georgra i
The beneﬁts to Georgia of: bemg in the forefront of taxing €-commerce: sales are clearly outwerghed by the
costs There is no evidence that e-commerce is reducmg tradmonal commerce in the state or sales tax revenues. It is
- also drfﬁcult to justify any extension of sales taxes to out-of—state retailers-who do not benefit from local services,
._especially.in light of a $1 billion budget surplus and the 11.8 percent increase in'gerieral sales and use tax revenues insr
_-1999. Without srmplrﬁcatron of the nation’s very complex tax system, such taxation would be a substantial administra-
. tive and cost burden on e-commerce retailers and the majority of traditional retailers who are setting up e-commerce
: operatrons While the e-commerce retail sales market is still relattvely small, the overall Internet economy, is making -
;major contributions to job creation and our current sustamed economic growth. If Georgra wants to continue to attract
hrgh -tech industry and establish itself as an attractive location for new e-commerce start-ups, it should not impose a
,tax policy:that discourages the development of e-commerce,:is- 'opposed by a majority of onliné users,-and would -
~create the i image on the Internet of a state witha hostile regulatory climate. Georgia should ‘oppose state sales taxes
on e-commerce and encourage its Congressronal representatrves to support a contmued natronal moratonum on such

ThlS Issue Analysrs 1salso avarlable at WWW. gppf org
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