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A Scare for the Web: Will Congress Let the
Internet Tax Ban Expire?

James L. Gattuso

Unless Congress intervenes, this Halloween will
be an especially scary one for U.S. Internet users. At
midnight on October 31, the federal ban on Internet
taxes expires, loosing state and local governments to
tax Internet services received by Americans. The
House of Representatives last week voted to extend
the tax ban another four years, but it refused to
make the ban permanent. The issue is now before
the Senate. Since it was adopted nine years ago, the
Internet tax ban has proven to be sensible and suc-
cessful. Rather than let it expire, Congress should
make the ban permanent.

Background. The ban on Internet taxes was first
imposed in 1998, when Congress adopted a three-
year moratorium on state and local taxation of
“Internet access.” “Multiple” and “discriminatory”
taxes were also banned. The moratorium, with
some modifications, has been extended twice, in
2001 and 2004.!

The extent of the moratorium is often misunder-
stood. It does not exempt Internet providers from
most taxes of general applicability, such as corporate
income taxes or property taxes, and does not exempt
Internet sales from general state sales taxes, although
the collection of such taxes from out-of-state vendors
is problematic.? It does prohibit all taxes on Internet
access services—such as AOL accounts. Surcharges
on Internet bills like those often present on cell phone
bills, for example, are prohibited, as are “bit” taxes
based on Internet usage. In addition, any taxes that
single out Internet services or transactlons for special
or higher fees are also banned.’
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On October 16, the House of Representatives
approved legislation, H.R. 3678, to once again extend
the tax moratorium—this time until 2011. The Senate
is considering similar legislation, and a group of Sen-
ators, including John Sununu (R-NH), Ron Wyden
(D-OR) and John McCain (R-AZ) have proposed
legislation (S. 156) to make the tax ban permanent.

Internet Growth. Since the moratorium first
went into effect, the Internet has expanded its reach
beyond the imaginings of 1998, growing from a
promising new technology to an integral part of the
U.S. economy and American society. Nine years
ago, fewer than 40 percent of Americans were on-
line, and “dial-up” service was virtually everyone’s
sole means of accessing the Internet. Today, some
three-quarters Americans use the Internet, and
close to half do so through broadband connec-
tions—usually DSL lines or cable modems.* The
Internet has been a key driver of growth and pro-
ductivity gains in the national economy. And the
economic benefits are matched by the social bene-
fits of the digital economy—in education, health
care, and civic participation.

Political Externalities. This success, however,
would be threatened if state and local tax collectors
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are allowed to target the Internet for taxation. Many
opponents of the Internet tax ban argue that it vio-
lates principles of federalism; Washington, they say,
should not second guess state tax policy decisions.’
But in this case, there is a legitimate role for federal
rules. The Internet, by its nature, is an interstate—
in fact, global—network. Bad policies in one state
are borne not just by that state’ citizens, but by cit-
izens of all states, as well. This “political external-
ity” can be direct—such as taxes imposed on firms
based predominantly out-of-state—or indirect—
such as slowing the growth of the Internet and
decreasing its benefits for the whole country. In
such cases, federal intervention is justified.

It is difficult, of course, to predict what kind or
what levels of taxes would be imposed if the federal
ban expires. The revenues currently collected by sev-
eral states’ “grandfathered” Internet taxes are relatively
small, comprising about 0.1 of the combined tax rev-
enue for the states involved.® But how high would the
taxes be if there were no federal limits? Based on taxes
on other communication services, it could be quite
high. Wireless phone subscribers, for example, pay
almost 12 percent of their monthly bill in taxes, and
wire-line phone customers pay close to 17 percent.”

Itis also difficult to predict what effect taxation of
this sort would have; much depends on the details
of the tax plans adopted. One particular concern,
however, is the effect taxation could have on sub-

scribership to broadband services. While the num-
ber of Americans subscribing to such services has
been growing rapidly, taxes on access could slow
that growth—especially among low-income con-
sumers. With governments at all levels spending
millions to subsidize broadband access, and more
subsidies being proposed regularly, such a result
would be perverse.

This does not mean that the Internet should
receive preferential tax treatment. Good tax policy
should not favor any particular industry or eco-
nomic activity, no matter how important it may be.
But equally, policymakers should not target any sec-
tor with disproportionately heavy taxes. In other
words, the Internet need not be taxed less than
other parts of the economy, but it should not be
taxed more, either.®

The Need for Permanence. Congress should
make the moratorium permanent, rather than simply
extending it once again. Requiring yet another
renewal debate in 2011, as provided in the House bill,
would only lead to uncertainty for Internet firms, con-
sumers, and investors, limiting the ability for access
providers and customers to make long-term plans
and investments. There is little to be gained by requir-
ing Congress to review the ban again. In effect for
nearly ten years, the ban is hardly untested. Of course,
Congress would, as always, retain the power to
change the terms of the moratorium, if necessary:
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