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Amazon.com and Internet Commerce Taxation


Over the past few years, the Internet has been a driving force in the growth of the U.S. economy.  Recognizing its potential, Congress in 1997 decided to temporarily protect the industry from new taxation.  Now, the three-year moratorium on e-commerce sales taxes is set to expire in October 2001.  While the House of Representatives this May passed a bill extending the moratorium on new Internet taxation for another five years, comparable legislation stalled in the Senate.  Since that time, lawmakers with conflicting loyalties have started to listen more carefully to the complaints of local and state governments that the tax-free Internet is starting to have an impact on sales tax revenues.

According to a report issued by the General Accounting Office in June, five percent of total sales tax revenues in 2003, as much as $12 billion, may go uncollected if taxes on Internet transactions continue to be suspended. As one of the largest Internet retailers, Amazon has a great deal riding on the outcome of this important nonmarket issue.  It is therefore imperative that Amazon develops and implements a clear objective and strategy with respect to the Internet sales tax issue.

Amazon.com
Amazon (Amazon.com, Inc., and its subsidiaries) is the Internet's No. 1 book, music, DVD, and video retailer. Amazon opened its virtual doors on the World Wide Web in July 1995 and today 

lists more than 18 million unique items in categories including books, CDs, toys, electronics, videos, DVDs, tools and hardware, lawn and patio items, kitchen products, camera and photo services, software, and computer and video games as well as online auctions and free electronic greeting cards.

Amazon seeks to be the world's most customer-centric company, where customers can find and discover anything they might want to buy online. The Company was founded by CEO Jeff Bezos and has its principal corporate offices in Seattle, Washington. Amazon completed its initial public offering in May 1997.  It recently announced that cumulative customer accounts increased by 2.5 million during the second quarter to 22.5 million at June 30, 2000.

Amazon on the Issue
The ability of states to levy sales or ‘use’ taxes on e-commerce transactions could dramatically affect Amazon’s sales, and more importantly, its entire business model.  Robert Comfort, Amazon vice president of tax policy, describes the potential impact as follows.

“We offer a fast, personalized, efficient shopping experience for every customer.  Checkout is simple and quick, just one click if you so desire. If the physical presence nexus requirement were removed today, and all 7,600 sales taxing jurisdictions could require us to program our site to collect, remit and keep the necessary sales and use tax records, our customer experience would be so dramatically affected that our business model might well no longer be viable (Comfort, 2000).”

In addition to the above efficiency issue, Amazon believes taxation of sales on the Internet should be avoided because: (i) e-commerce sales are still relatively small—according to the Department of Commerce Internet sales amounted to only 0.7% of total retail sales in first quarter 2000, and (ii) the industry is in a vulnerable emerging stage of its development—according to Austen Goolshee, a University of Chicago economist, 1998 Internet sales would have been 25-30% lower if state sales taxes had been charged. On these grounds, Jeff Bezos, the effective founder of retail e-commerce and Amazon's CEO, questions, "How can you even consider taxing the Internet? (LA Times, 1/17/00)" 

Amazon’s final argument against the imposition of sales taxes on e-commerce transactions relates back to the underlying rationale for sales taxes in the first place.  Sales taxes are meant to cover the cost incurred by states and municipalities for providing the infrastructure necessary for merchants to carry out their business.  Amazon argues that because it is an electronic retailer, it does not use the same amount of state and local resources.  According to Paul Misener, vice president for public policy at Amazon, “We want to see fairness to our customers.  It is not to say that our customers’ don’t put any burden on local infrastructure, but there are fewer burdens placed on local infrastructure by online transactions (Business2.0, 2/00).”

Other Arguments Against Taxation
Many opponents of Internet taxation cite the fact that most states are currently running surpluses as a reason for continuing the Internet tax moratorium.  They further argue that the Internet and the jobs and efficiencies it has created are primary drivers of the strong economy and therefore state tax surpluses.  They cite the fact that the Internet has created 2.3 million jobs.  

Many reiterate Amazon’s concern regarding the extreme inefficiency of trying to collect taxes under the current tax code.  There are currently over 7,600 different state and local taxing jurisdictions. In addition, taxes vary by type of good as well as type of customer.  Ernst & Young has estimated that the accounting system necessary to accurately calculate and collect state sales taxes would cost small Internet retailers $0.87 for every dollar collected.  The federal government has been trying for decades to compel states to simplify their tax codes. There is therefore a great deal of skepticism as to their willingness and ability to do so now.
Arguments for Taxation
In its battle against taxation of e-commerce transactions, Amazon faces stiff opposition.  The arguments of the groups promoting taxation are threefold.  First, they argue that while the size of e-commerce is now quite small, it is growing rapidly.  If something is not done soon, they argue, states will soon be missing out on substantial and needed revenues.  In April of this year a bi-partisan coalition of 36 governors sent Congress a scathing letter advocating sales taxes on Internet commerce.  The letter stated that the inability to tax e-commerce transactions combined with the rapid growth of e-commerce would effectively cut “existing state and local tax revenue by over $25 billion per year (Redherring.com, 4/00).”  This claim is supported by a University of Tennessee study which found that by 2003 e-commerce sales tax losses will amount to $20.1 billion.

The second argument for taxation of Internet transactions is one of fairness.   By levying sales taxes on ‘brick-and-mortar’ retailers but not ‘e-tailers’ tax law is in effect providing an incentive for consumers to make their purchases online.  According to traditional retailers this amounts to an unfair advantage of 6-8% depending on where the shopper lives.   

Finally, experts on poverty say that the moratorium on taxation of Internet commerce discriminates against the poor.  Many low-income families cannot afford computers and aren’t able to obtain credit cards.  Since both of these elements are fundamental to e-commerce, the poor are not able to benefit from the discounts available by shopping on-line.  Since these lost tax revenues need to be made up through either traditional sales or property taxes, the moratorium on Internet taxation is seen by many as regressive.

History of the Issue
The majority of Internet taxation law is born out of cases from the catalog sales industry.  In 1967, the U.S. Supreme Court ruled that States couldn’t force catalog retailers to collect and pay taxes.  This ruling was confirmed and clarified in the 1992 Supreme Court case Quill v North Carolina.  This case said that a state couldn’t require an out-of-state company to collect sales taxes from an in-state customer unless the company has a ‘nexus’ or physical presence in that state.  The justification for the ruling was that such a sales tax would infringe on the exclusive federal right to regulate interstate commerce and would be too burdensome for an out-of-state seller to accurately determine. 

In response to these rulings, states enacted “use taxes.”  These are taxes with the same rates as sales taxes which are supposed to be self-reported and paid by the buyer to the local taxing authority in an interstate commerce transaction.  They originally covered interstate catalog sales and also apply to interstate Internet transactions. Currently, these taxes are widely ignored by the buying public and are considered unenforceable by government authorities.

In 1997 Congress explicitly extended the prohibition provided by Quill v North Carolina to include the Internet.  This law was called the Internet Tax Freedom Act and provided for a moratorium on new taxes on the Internet until 2001.  The intent was to protect the nascent Internet from growth-inhibiting taxes.  In addition it established the Advisory Commission on Electronic Commerce, a 19-member panel tasked with coming up with a long-term solution to the issue.  

Current Legislative Activity
The Internet Tax Freedom Act is set to expire in October 2001 and is therefore currently up for review.  The House has passed a new bill, the Internet Nondiscrimination Act, which extends the Internet tax moratorium until 2006.  The bill has been stalled in the Senate under pressure from tax advocates and will be taken up by the next Congress.  The next Congress will be extremely balanced with a 50-50 split in the Senate and only a narrow lead for Republicans in the House.  As a result, for any legislation to be passed, serious coalition building needs to occur.

The Advisory Commission on Electronic Commerce has recently returned its recommendations.  While no clear consensus was reached, 11 of 19 members favor another 5-year moratorium.  The remaining 8 members would like to see a simplified system of state taxes and a concurrent e-commerce sales tax.

Finally, among the presidential candidates there are substantial differences of opinion on the Internet taxation issue.  While Bush would like to see a permanent moratorium, Gore favors a two-year extension.  According to Senator Lieberman, “it’s not a question of if, it’s a question of when” taxation will occur.

Interests and Interest Groups
Due to the complex nature of the issue, there are a seemingly infinite number of individuals, corporations, coalitions, industry associations, advocacy groups, and state, local, and federal officials involved in the Internet taxation debate.  The following are a few of the primary groups favoring and opposing taxation of e-commerce.

Pro-Taxation Groups (and Pro with Conditions)

Anti-Taxation Groups

State and Local Governments

E-Tailers

National Governors Association

Amazon, Dell, etc.

National League of Cities

Rent Chain (consumers/heavy Internet buyers)

U.S. Conference of Mayors

Information Technology Association of America

Brick and Mortar Retailers

2,600 Software, Internet, and Telecom Companies

Target, Wal-Mart, Radio Shack, JC Penney, etc.

Internet Tax Fairness Coalition

National Retailer Federation

ITAA plus AOL & Microsoft

International Mass Retail Association

Hands-off the Internet

American Booksellers Association and regional equivalents

Internet users

e-Fairness Coalition

Associations

Poverty Rights Advocates

Companies

Center on Budget & Policy Priorities

Anti-tax Advocates

Other Interest Groups

Catalog (direct-mail) Companies

Shopping Malls 

Mail Delivery Services (UPS, FedEx, USPS)

Real Estate Developers



State Funded Non-profits



HP and Intel  (simple flat tax and no exemptions)



Streamlined Sales Tax Project



Consumers: light or non-Internet buyers



Likelihood of Nonmarket Action

All of the above interests in the “pro” categories have, or are likely to, taken nonmarket action.  State and local governments point to decreasing tax revenue as commerce moves to the Internet.  The other “pro” parties point to the plight of the small, independent business in the face of unfair competition from online retailers.  Already, dangerous pro-taxation measures are underway.  The California legislature passed new intra-state Internet tax legislation (the Migden Bill) that was vetoed by anti-tax supporter Governor Gray Davis in October.  Also, the National Governor’s Association is experimenting with new software to support Internet tax collection in several states. Finally, the Streamlined Sales Project incorporates the efforts of at least 23 states to simplify the tax code in order to apply it to the Internet.

Most of the interests in the “anti” category are also organized to take nonmarket action, which means this issue will result in interest group politics.  The anti-tax advocates will take the extreme position that Internet sales should be permanently exempt from sales and use tax.  The others will take a more moderate line, advocating a moratorium in the near term and a greatly simplified tax code as a precondition to any future interstate sales and use tax.

E-commerce consumers would be affected in a large way in aggregate if interstate sales and use tax were permitted on Internet sales, but each individual’s incentive to act is fairly small.  They are therefore unlikely to act alone.  However, since large e-tailers collect detailed information on their customers and can easily contact them by mail or by email, they could be organized easily and inexpensively.  A simple email with information about the issue and the phone number of their local Congressional representatives could motivate online shoppers to make a phone call and express their opinion.  Heavy shoppers would have the greatest incentive to act.  Since online shoppers are ubiquitous, they have the broadest possible coverage, and a relatively low response rate could therefore have a substantial impact.  Nevertheless, using consumer information for this purpose could be viewed by some as intrusive.

Amazon’s Integrated Non-market Objective and Strategy
With all of the complex legislative and interest group activity on the issue and because of its huge potential impact on this online retailer’s business, it is imperative that Amazon develops and executes an integrated nonmarket objective and strategy.  In order to do so, it is first useful to summarize the basic issue, institution(s), interests, and information.

Issue:
Sales and use taxes for online retailers.  

Question:
What, if any, should be the appropriate tax from state-to-state or on a national level?

Interests:
See above.

Institution:
US Congress & President (passed in House; currently in Senate).

Information:
· Commerce Clause

· Internet Tax Freedom Act (due to expire in October 2001)

· Internet Tax Moratorium and Equity Act

· Quill v. North Dakota Case (1992 US Supreme Court)

· National Bellas-Hess vs. Department of Revenue (1967 US Supreme Court)

· Tax rates for all 7,600+ state & local jurisdictions

· Reports on projected growth expected for retail e-commerce

· Recommendations from Advisory Commission on Electronic Commerce

· Studies and records of state revenue losses attributable to Internet sales.

Objectives
Amazon has several strategic options from which it must choose.  The most aggressive option is to push for a permanent ban on new Internet taxes.  We expect that this is not a likely outcome given the interest group politics situation Amazon is in; eventually the Internet will be taxed like other transactions.  A more reasonable option, especially in the short-term, is to push for an extension on the current moratorium.  We expect that this is more likely to pass in Congress, especially given that a bill has already been passed in the House and is now pending in the Senate.  Another option open to Amazon is to push for a rationalization of the tax code and associated simplified tax implementation.  Because there is a good chance of getting the moratorium passed, this is not of immediate concern to Amazon, but longer term it should be Amazon’s goal to be involved in the legislative process once taxation becomes an unavoidable reality.  Finally, doing nothing and hoping that the Quill decision holds up against all pro-tax interests is not a good option for Amazon.  Given the growing pro-tax coalition of state and local governments and offline retailers, the anti-tax interests need to be active now while the issue is in the legislative portion of the issue life cycle.

Therefore, the primary short-term objective of Amazon should be to pass the existing bill for a 5-year extension of the current moratorium that is pending in the Senate.  This will provide the company the time to continue to grow and solidify its market position under favorable conditions.  In addition, recognizing that the Internet is not likely to remain tax-advantaged forever, Amazon should set a long-term contingent objective of working towards a flat or greatly simplified sales tax that applies universally to Internet transactions across the country.  The firm may ultimately have to give up its tax-advantaged status, but must avoid a heavy cost burden for compliance.

Strategy and Implementation
Based on our discussions with Amazon officials, we were surprised to learn of their lack of experience in the nonmarket forum and their historically laissez-faire attitude.  While they are beginning to organize their non-market strategy, they still do not appear to be approaching this vital issue with the seriousness it deserves.  For example, Amazon hired a VP of Public Policy only within the past year and has delegated this vital corporate issue to the VP of Public Policy in partnership with a VP of Tax and Tax Policy.  Even though the VP of Tax and Tax Policy has impeccable credentials as a bright attorney, he is a self-proclaimed neophyte on the subject of non-market strategy (beyond tax law, of course).  He admitted to us that not only has Amazon arrived late to the game, but they feel that no other real e-tailers are in the same boat as them.  Due to this fact, they have failed to assemble a unified coalition with online retailers or catalog companies.  Furthermore, the concept of mobilizing their rent chain, in the form of their work force at distribution centers, was a novel idea to them.  Their spokesperson on taxation issues went on to say that they have thus far allowed others to characterize Amazon’s views and are still trying to figure this whole thing out.  While by no means entirely idle, we believe Amazon is placing too much confidence in the position of legal principle at this point in time.


Amazon has the following advantages on this issue: (a) strong legal precedents on the issue of interstate sales and use tax as it relates to the catalog retail industry; (b) the Commerce Clause, which constitutionally prevents states from placing an intolerable administrative and compliance burden on interstate commerce; (c) the patchwork nature of the 7,600 US state and local tax jurisdictions; and (d) the phenomenal growth of Internet commerce, projected to reach $144 billion in 2003, which few in government truly want to curtail.

That said, it appears that public sentiment is moving in favor of Internet taxation.  Amazon’s most vocal opponents are well-organized retail associations representing businesses ranging from small independents (“ma and pa” retailers) to Wal-Mart, who are large employers in the aggregate and therefore have excellent coverage.  They are painting a picture of Amazon and other large e-tailers as out-of-state bullies abusing current tax laws to compete unfairly.  

Accordingly, Amazon must form a coalition to broaden its coverage, gain public support for its objectives, and soften its image.  Amazon must then mobilize its coalition partners to lobby Congress at multiple levels simultaneously.

Coalition Formation
First, Amazon must identify and band together with their non-market allies, namely the Internet Fair Tax Coalition, the catalog companies and their fellow large e-tailers (i.e. Dell & Gateway).  They should also attract smaller e-tailers whose business models would be definitively crushed under the constraints of an Internet tax system.  For example, they could bring their ‘Z-shop’ (an Amazon affiliate program) storeowners, most of whom are small independents, into their constituency.  Other partners with broad geographic coverage and deep pockets include United Parcel Service and United Postal Service, who deliver the majority of Amazon’s goods.  These carriers tend to have strong unions, which could prove advantageous for nonmarket action.  Amazon also needs to distance itself from radical anti-tax advocates, as it wants to appear rational rather than extreme. 

Since Amazon is renowned for being “customer-centric” they have an enviable and unique relationship with their customers.  If they were to contact their customers with the message that taxation would preclude the same level of service, customers might rally behind them and form grass roots movements.  

Lobbying
Once their appropriate coalition is in place, Amazon must lobby at the committee level, principally with the Senate Commerce Committee, and target sympathetic representatives (Lott, McCain (chair), Hollings, Inouye, Abraham, Danforth).  They can also target and enlist those parties who fought for Microsoft recently on Capitol Hill and increase individual campaign contributions as the next elections draw near.  This way Amazon can quickly be considered by many to be a Beltway player, if not an insider.  Hired hands could include Slade Gorton (R-WA) known by many as “the senator from Microsoft” or her recent electoral opponent, Maria Cantwell (D-WA), the former managing director of Real Networks, who was recently victorious at the polls.  Additional support could include Grover Norquist, an anti-tax activist, and Jerry Berman, executive director of the Center for Democracy and Technology.  Amazon might go so far as to consider hiring Robert Dole and Bork who lobbied on behalf of Microsoft.  

Amazon must realize that much of the commentary in the media has centered on one side of the argument – the damaging financial impact on states and traditional retailers of tax-free Internet purchases.  In their lobbying effort, therefore, the coalition must use credible information to countermand misperceptions and educate the staffs of key Senators on this complicated issue.  For example, they should educate government staffers about the true complexity of state-by-state tax collection and the oppressive burden that interstate tax collection would impose on Internet retailers.  For example, in order to be considered tax-exempt as food, a juice drink must contain 100% fruit juice in Wisconsin, but only 70% in New York and 50% in Illinois.  

While it is true that passage of an Internet tax could have enormous technology changeover costs and even fatal ramifications for Amazon, the message would be more accepted if it were to come from a lower profile player.  Amazon could be negatively construed as the big outsider putting small retailers out of business.  Amazon should therefore have less known, smaller businesses speak on behalf of the coalition, especially in front of committees.  That way, the coalition can highlight the severe burden that interstate taxation would represent for small e-tailers as well as for large e-tailers.

Amazon should also educate staffers about the strength of their legal precedents, pointing out that any law allowing states to impose sales and use tax on out-of-state retailers would be struck down as unconstitutional by the judiciary.  The strength of these legal arguments alone might be sufficient to accomplish Amazon’s short-term objectives.  In order to be certain of success, however, the Amazon coalition should lobby on a far broader basis.

The coalition should next focus on government officials who have significant technology centers in their states (CA; WA; TX; NY; VA).  Both VA and NY have new senators elected in Republican and Democratic camps (Allen and Clinton).  In addition, Amazon should lobby Congress members representing the districts containing their distribution facilities, wherein they employ approximately 7,000 workers (DE, KY, WA, NV).  Nevada just elected a new Republican senator, John Ensign, and Delaware possesses the well-respected former chair of the Judiciary Committee, Democrat Joseph Biden.  Amazon should try to convince coalition partners such as Gateway and Dell to do the same, as they could thereby broaden the coalition’s coverage tremendously (into IA and TX, for example).  On a more local level, Amazon and its coalition should mobilize their rent chain, such as their facility workers and mail carriers and their related labor unions that depend on e-tailers’ business. 

Amazon and other e-tailers maintain robust customer databases and could use this information to reach out to their dedicated customers via direct mail or email.  At the simplest level, they could mail flyers explaining the issue and prompting customers to call their Congressional representatives to express their opinion.

Even if an extension of the Internet tax moratorium is achievable, Amazon (and its allies) should be positioning itself to be an active player in future rounds of legislation on this issue.  Even if the moratorium is passed, the states will continue to work towards a future Internet tax once the extended moratorium expires.  As a result, Amazon should join forces with the 39-state wide “Streamlined Sales Tax Project” and attempt to be selected for future task forces that shape or make suggestions about the rate and structure of an Internet sales tax.  This will add to the influence that Amazon can wield through lobbying. Through this strategy, Amazon does not take a hard line that will likely be rebuffed; instead, it becomes a proposer of legislation and can influence the degree to which future taxation will affect its business.  The goal here will be first and foremost to make sure that any tax that is enacted is simple enough that it minimizes the cost burden on online retailers.  The second goal will be to keep the tax rates under control; the worst case scenario should only put online and offline retailers on an equal playing field.

Media Strategy
Amazon has been fairly mute on the issue thus far, and the public understands neither Amazon’s viewpoint on Internet taxation nor the full complications and scope of the issue.  For example, what does nexus truly mean and how does Internet taxation relate to a use tax?  Furthermore, Amazon’s opponents are out in full force broadcasting their message in an extreme way and winning the war of sound bites.  They are casting e-tailers as companies that are purposely not complying with various sales taxes and that also have an unfair advantage over bricks-and-mortar retailers (which is leading to these smaller businesses’ rapid demise).

Amazon’s media strategy should complement the Company’s mission in front of the decision makers on Capitol Hill by winning public opinion to its side or, at the very least, by negating the inflammatory public statements of its opposition.  Amazon and its coalition partners should use the media to explain the issue in as simple terms as possible and to frame their argument in a favorable light.  This could be accomplished by first highlighting some touching success stories of local business owners (e.g. Z-shops) turning their dreams into reality through the World Wide Web, and then demonstrating the terrible burden that sales tax collection would impose on them.

Outcome
On the subject of Internet taxation, many believe that it is only a matter of time before a law or new tax system will be enacted in some fashion.  Individual states recognize that they need to address this as they are losing sales tax revenue each year to the Internet (they collect up to 1/3 of their annual revenues via sales taxes), but the onus is on them in crafting an agreeable, simple and uniform tax code.  This proposal would need to encapsulate all jurisdictions, taxable locales, definitions, and exemptions and be applied uniformly on what is a divisive issue on the micro and macro levels.  This is a mighty task especially as 7,600 fiefdoms may have to forfeit their autonomy and elevate the issue to the federal level with one rate and one set of definitions.  It is a problem (growing number of jurisdictions) that only keeps getting worse and remains unfixed by the states.

With the above targeted nonmarket strategy, Amazon will win this battle and the moratorium will be extended.  No political leader wants to be blamed just yet for stifling a commerce vehicle with unrealized potential revenue.  Amazon is temporarily secure with their case that it would be unfair and unconstitutional if Quill or the Commerce Clause were overturned. However, they must try to shape the outcome of future legislation with regard to the streamlining of an Internet tax. The strategy and implementation of a good nonmarket strategy is critical for Amazon and its fellow interests to succeed both in the short term and long term.
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