University of Mississippi
eGrove

American Institute of Certified Public Accountants

Guides, Handbooks and Manuals (AICPA) Historical Collection

1995

Flat taxes and consumption taxes : a guide to the

debate;

Martin A. Sullivan

American Institute of Certified Public Accountants. Tax Division

Follow this and additional works at: https://egrove.olemiss.edu/aicpa guides

Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
Sullivan, Martin A. and American Institute of Certified Public Accountants. Tax Division, "Flat taxes and consumption taxes : a guide

to the debate;" (1995). Guides, Handbooks and Manuals. 118.
https://egrove.olemiss.edu/aicpa_guides/118

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Guides, Handbooks and Manuals by an authorized administrator of eGrove. For more information, please

contact egrove@olemiss.edu.


https://egrove.olemiss.edu?utm_source=egrove.olemiss.edu%2Faicpa_guides%2F118&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/aicpa_guides?utm_source=egrove.olemiss.edu%2Faicpa_guides%2F118&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/aicpa_pubs?utm_source=egrove.olemiss.edu%2Faicpa_guides%2F118&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/aicpa_pubs?utm_source=egrove.olemiss.edu%2Faicpa_guides%2F118&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/aicpa_guides?utm_source=egrove.olemiss.edu%2Faicpa_guides%2F118&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/625?utm_source=egrove.olemiss.edu%2Faicpa_guides%2F118&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/643?utm_source=egrove.olemiss.edu%2Faicpa_guides%2F118&utm_medium=PDF&utm_campaign=PDFCoverPages
https://egrove.olemiss.edu/aicpa_guides/118?utm_source=egrove.olemiss.edu%2Faicpa_guides%2F118&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:egrove@olemiss.edu

Tax Division

DECEMBER 1995

LAICHIRIE oo o s e

American Institute of Certified Public Accountants 1455 Pennsylvania Avenue, NW, Washington, DC 20004-1081



Flat Taxes and
Consumption Taxes:
A Guide to the Debate

Tax Division

DECEMBER 1995

PREPARED BY MARTIN A. SULLIVAN

American Institute of Certified Public Accountants



Notice to Readers

Tax practice studies are designed as educational and reference material for the members of the Tax
Division and others interested in the subject. They do not establish policy positions, standards or
preferred practices. This study is distributed with the understanding that the AICPA Tax Division is
not rendering any tax or legal advice.

Acknowledgments

The AICPA Tax Division acknowledges the efforts of the Conéumption Taxation Task Force
and the Tax Policy and Planning Committee in the preparation of this study.

Consumption Taxation Task Force
Byrle M. Abbin, Chair

Gary Cesnik

Edmund Outslay

Lawrence Zommick

Phillip Tatarowicz

Tax Policy and Planning Committee (1994-95) Tax Executive Committee (1994-95)

Steven J. Leifer, Chair Deborah Walker, Chair
Victor E. Barton Harvey L. Coustan
Lorence L. Bravenec Ira Bergman
Stanley E. Heyman Rick G. Betts
Brent H. Hill Robert L. Holman
James A. Moore William F. Huber
James E. Power David A. Lifson
William L. Raby Lorin D. Luchs
Judyth A. Swingen C. Ellen MacNeil
Donna M. Zerbo Michael E. Mares
Dan L. Mendelson
AICPA Tax Division Staff Eileen J. O’Connor
Gerald W. Padwe, Vice President-Tax Robert M. Pielech
Edward S. Karl, Director Jay Starkman
Carol B. Ferguson, Technical Manager Samuel P. Starr

Special acknowledgment is given to Byrle Abbin, Chair, Consumption Taxation Task Force, for his
effort and dedication to this project.

Copyright © 1995 by
American Institute of Certified Public Accountants, Inc.,
New York, NY 10036-8775

All rights reserved. Requests for permission to make copies of any part of this work for redistribution or for inclusion in another document
or manuscript should be mailed to Permissions Department, AICPA, Harborside Financial Center, 201 Plaza Three, Jersey City, NJ 07311-
3881.

1234567890TD998765



Preface

The United States faces concerns about productivity and competitiveness, a lack
of consistency with major trading partners, and a bewilderment with the complexity of
the current tax system. All of these factors contribute to an increasing interest in
numerous proposals to change the federal tax system drastically.

For years, there have been concerns that foreign competitors may get the upper
hand in the international marketplace because their value-added taxes are rebated to their
exporters at the border whereas U.S. exporters get no relief from income tax. Economists
and tax policy experts have expressed concerns about various aspects of the U.S. tax
system--its inefficiency, its complexity, its excessive intrusion into activities of businesses
and individuals. As a result, a number of consumption tax alternatives have been floated--
such as the Business Transfer Tax (by Senator Roth in 1985) and a cash flow
consumption tax (by the Treasury Department in 1977)--but none gained political support
substantial enough to consider enactment a serious possibility.

All of that has now changed. Recently a number of proposals with serious political
backing have been presented. Tax reform will almost certainly be a major issue in the
1996 Presidential campaign--and in the Congress for the foreseeable future.

The purpose of this study is to educate and enlighten the membership of the
AICPA Tax Division, the general membership of the AICPA, executives, financial and
tax officers of corporate and business America, members of Congress and their staffs,
and other interested parties with regard to how these different approaches operate.
Analysis is provided of “big picture” aspects as well as ease of compliance and
administrability of the various proposals. Analysis is also provided on the overall effect
of each proposal on industrial sectors, both those who emphasize export and those who
rely more on importation, and on the general economic effect on savings.

An attempt is made to help identify the “winners” and “losers” in business sectors
under various proposals, as well as to compare the impact on individuals at various
income levels. The analysis of business is not limited to corporations; it includes
personal-service businesses that will become subject for the first time to a second level
of tax even though they operate in unincorporated form. It must be emphasized that in

spite of the length of this study, it represents only an initial survey.

iii



Of the major proposals, only the Nunn-Domenici USA Tax currently has a fairly
comprehensive plan expressed in statutory text together with detailed explanatory narration.
Commentators already have noted “missing pieces” and challenged certain inconsistencies
in it. For the others, proposed statutory language is either very terse or non-existent; the
framework of this analysis being based on sponsors’ press releases, media interviews and
other published statements. As a result, significant gaps exist and an ultimate analysis is not
yet possible. Thus the intent of this document is to add to common understanding of the
proposals’ operation, their advantages, and the deficiencies through an objective analysis.
Moreover, the analysis was made on the basis of sponsors’ statements that their proposals
are intended to replace the present Federal income tax system. A much different analysis
would have been required if any of the proposals were to supplement or be an “add-on” to

our current system. As the process unfolds, more specific analyses and policy studies may
be required.

There is no intention at this time to express preference for any of the alternatives or
to make an AICPA policy statement on whether any of these alternatives would be preferable
to our current income tax system.
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PART 1. INTRODUCTION

Chapter 1
The Current Debate

Summary

. Members of Congress have expressed considerable interest in repealing
both the individual and corporate income taxes and replacing them with
consumption taxes. No major industrialized nation has ever repealed its income
tax.

There are four basic types of consumption taxes:
1 retail sales tax
2. credit-invoice value-added tax
3. subtraction method value-added tax
4. individual consumption tax

. Compared to income taxes, consumption taxes provide greater incentives

for saving. However, because saving is concentrated in high-income households,
consumption taxes can impose a relatively larger burden on low-income

households.

. Although the term "flat tax" generally means a tax with a single rate, in
the current debate the term refers to a single-rate value-added tax collected in
part from business and in part from individuals. In its proposed form, the Flat
Tax would eliminate most tax preferences and thereby significantly reduce
complexity.

. Although there are substantial opportunities for simplification, it is

reasonable to expect that any consumption tax enacted into law will include

numerous exceptions and special rules. Thus, it is unlikely any new consumption
| 1ax will be as simple as proponents insist.

A. Farewell, Income Tax?

The United States is in the early stages of a major debate about a fundamental
restructuring of its tax system. The magnitude of change contemplated is
unprecedented. Under numerous proposals currently being considered, al// Federal



income taxes--accounting for over $700 billion in revenue in 1995'--would be
repealed. Some proposals also provide substantial relief from payroll taxes, which
provide nearly $500 billion in revenue.> These would be replaced by taxes on
consumption. It is true that most industrialized countries have adopted consumption
taxes. However, these taxes largely served as replacements to unwieldy systems of
excise taxes.” No major industrialized country has ever repealed its individual and
corporation income taxes.

Many current proposals for restructuring the U.S. tax system are as sweeping
in concept as they are in terms of revenue. There are at least four components to the
current debate:

(1)  Competitiveness. The proposed changes intend to increase competitiveness
of domestic businesses through increased capital formation and, in the case
of some proposals, by improving the terms of international trade.

(2)  Tax Simplification. The proposed changes aim to eliminate the complexity
of the current system.

(3)  Tax Reform. The proposed changes would repeal most of the special tax
breaks in current law.

(4)  Redistribution. The proposed changes may significantly redistribute the
burden of taxation. In particular, compared to income taxes, consumption
taxes are considered to be more burdensome on low-income households.

If enacted, the proposed changes would make the Tax Reform Act of 1986 look like
an insignificant piece of legislation. Given the enormous difficulties in achieving
passage of that legislation, long-time observers of the process are skeptical. Yet few
are willing to write-off the possibility of enactment of a consumption tax. Leaders
of both major political parties have voiced support and introduced legislation to
radically restructure the U.S. tax system. Fundamental reform is now on the front
burner, and the 1996 election is likely to turn up the heat.

'The Office and Management and Budget estimates that in fiscal year 1995 the Federal government will receive
$151 billion in revenue from the corporation income tax, $589 billion from the individual income taxes, and $484
billion in revenue from payroll taxes. See, U.S. Executive Office of the President (1995), p. 23. One of the two
leading consumption tax proposals would include substantial tax credits for most payroll taxes--collecting total
receipts from new taxes to more than $1 trillion annually.

*The Armey flat tax proposal explicitly repeals the estate and gift tax, while others, such as Rep. Archer have
suggested this should be addressed as part of a national sales tax.

3"The defects of the cascade turnover taxes (see Chapter 2 discussion) were the driving force behind EEC
adoption of the value-added tax. The multiple taxation of products, relatively favorable taxation of concentrated
enterprises, and uncertain border tax adjustments combined to create an intolerable situation in the common
market.”" Carlson (1980), p 71.



This a remarkable turn of events given the poor prospects for passage of any
type of consumption tax until just recently. Consumption taxes have gone from
political obscurity to political celebrity in less than a decade. The nadir of
consumption tax popularity was immediately after the 1980 defeat of former Ways
and Means Committee Chairman Al Ullman, who had proposed a value-added tax
(VAT) prior to his failed re-election bid. There were some proposals for consumption
taxes during the 1980s, but none with any prospect of passage or even serious
consideration by Congress. Significant congressional interest in consumption taxation
did not rekindle until the early 1990s as Congress became increasingly concerned
about U.S. competitiveness. This interest gained further momentum with the 1994
elections, and the concept of consumption taxation now enjoys the support of many
Congressional leaders.

Prior to recent developments, the proponents of consumption taxation were
mainly business leaders concerned about capital formation and economists concerned
about deficit reduction. Their efforts went largely unnoticed except by a few tax
professionals. Now there is interest among the general public, and press coverage of
the issue is widespread. There is particular interest in the proposed Flat Tax.
Proponents claim that the Flat Tax is so simple that businesses and individuals would
only have to file postcard-sized returns. This has great appeal to a general public
frustrated with the complexity of the current system.

One key development in the politics of consumption taxation is the appearance
of an emerging consensus among certain political groups about the use of
consumption tax revenues. In the past, consumption taxes have been proposed to
increase government spending, to reduce the deficit, and even to reduce income and
payroll taxes. In all of these cases, the current tax system would largely remain
intact. Furthermore, proposed consumption taxes usually had rates in the single
digits. Most of the current support for consumption taxation is conditioned upon use
of revenues for elimination of individual and corporate taxation.* Replacement
consumption taxes could easily have tax rates that exceed 20 percent.’

“The rapidity of this change in sentiment about the nature of consumption taxes for the United States is evident
by comparing the tone of the current debate to that of several relatively recent studies. The working assumption
of these studies is that any new consumption tax would be an add-on, rather than a substitute, to the current system.
See, for example, U.S. Department of Treasury (1984), McLure (1987), U.S. Congressional Budget Office (1992),
U.S. General Accounting Office (1993), and Metcalf (1995).

*According to the Congressional Budget Office (1995), it is estimated that the individual income tax and
corporate income tax would generate $772 billion and $172 billion in fiscal year 2000. Also according to the
CBO, a broad-based 5-percent VAT would generate $198 billion in fiscal year 2000. Therefore, a broad-based
VAT would have to have a rate of approximately 25 percent to replace revenue lost from repeal of the individual
and corporate income taxes.



Recognizing the difference between an add-on consumption tax and a
replacement consumption tax is critical for ascertaining the economics as well as the
administration of the tax. Only a replacement consumption tax has the potential to
increase private saving.® Only a replacement consumption tax has the potential to
significantly reduce complexity. Unlike many other recent studies of consumption
taxation, this volume will focus attention almost exclusively on consumption taxation
as a replacement for the current system of income taxation.’

B. Consumption Tax Alternatives
1. Comparison to Income Taxes

The most important difference between an income tax and a consumption tax
is that a consumption tax eliminates the tax burden on income from saving and
investment.® Under a consumption tax, income that is saved is not taxed. By
providing greater rewards for saving than an income tax, replacement consumption
taxes have the potential to increase private saving. Most economists believe that the
lack of saving lies at the core of the current shortcomings in the U.S. economy. If
saving does indeed respond positively to increases in its after-tax return, a
replacement consumption tax could increase private saving. Increasing saving would
likely increase domestic capital formation, which in turn boosts the productivity of
U.S. workers, boosts real wages, and increases the rate of economic growth.

Saving, however, is something that the wealthy do more of than the poor.
Therefore, consumption taxes generally place greater overall burden on low-income
households than do income taxes. This potential to shift tax burden to low-income
households is the major objection to consumption tax, but savings differences are not
the only reason. A proportional, rather than progressive, rate structure is another
major factor.

Finally, consumption taxes often are implemented in such a manner that
imports are subject to tax while exports are exempt. Most economists believe that
such "border tax adjustments” do not have any significant impact on international

*The impact of consumption taxes on saving is discussed in Chapter 6.
"In order to emphasize the context of this study, the term "replacement consumption tax" will be frequently used.

8A VAT can be based on income or consumption (Break (1985)), but income based VATs are not currently
under consideration.



trade. Nevertheless, consumption taxes may still have impacts on international trade,
particularly if they can be used to improve economic performance by increasing
saving.’

2. Different Types of Consumption Taxes

There are four major types of consumption taxes that are relevant to the current
debate:

(1) a retail sales tax,

(2) a credit-invoice value-added tax,

(3) a subtraction method value-added tax; and
(4) an individual consumption tax."°

A retail sales tax is a tax on final sales by retail businesses to consumers. Imposed
by almost all of the States, it is a tax familiar to most Americans. A value-added tax
is a tax on the value added of all businesses--the difference between a business's gross
receipts from the provision of goods and services less costs of goods and services
acquired from other businesses. There are two major types of value-added taxes
under consideration: the credit-invoice method VAT, used by most U.S. trading
partners, and the subtraction method VAT , currently the favorite of consumption tax
advocates in the United States. (The Flat Tax is a type of subtraction method VAT.)"
An individual consumption tax is a tax on each individual's annual consumption,
measured as the difference between that individual's annual income and annual
saving.

3. Comparison of Types of Consumption Taxes

The major argument in favor of adopting any consumption tax is its potentially
favorable impact on U.S. competitiveness. The major political obstacle is its potential
to be regressive. These potential impacts are largely similar for each of the four
major types of consumption taxes. Choosing among them is not a matter of
€conomics.

*The impact of consumption taxes on trade is the subject of discussion in Chapter 7.

19The terms "personal consumption tax" and "expenditures" tax are also often used to describe an individual
consumption tax.

""The terms “personal consumption tax” and “expenditures” tax are also often used to describe an individual
consumption tax.



There are, however, several important differences among these types of
consumption taxes. Each imposes different compliance costs--not only in terms of
total cost but also in terms of the distribution of these costs across taxpayer groups.
Each of these taxes also imposes different administrative costs on government. Some
of these taxes would certainly face vigorous opposition from the States while others
probably would not. Some of these taxes would be vigorously opposed by our trading
partners while others likely would not. The taxes also differ in how they are
perceived by the public--some appear as highly visible separately stated regressive
taxes on consumers, while others are considered “hidden taxes™ imposed on business.

One other difference is their degree of flexibility. Different types of
consumption taxes vary in their ability to provide preferential treatment to certain
types of products and to certain classes of taxpayers. As a matter of pure tax policy
the broadest consumption tax base would be preferable. Special exceptions reduce
the economic efficiency of a consumption tax.'> However, no matter how desirable
from an economic or administrative perspective, political reality makes it unlikely.
Providing special exceptions to broad-based consumption taxes is common to all
consumption taxes currently in existence. And this has been the American way of
implementing tax policy. As a matter of political acceptability, a tax that is better
able to accommodate special interest provisions ultimately may prove to be more
salable.’

C Simplification and Broadening the Tax Base

As noted, it is not just the adoption of a consumption tax, but the replacement
of income taxes with a consumption tax that lies at the center of the current debate on
restructuring the U.S. tax system. As enormous as this change would be, the scope
of the current debate is even broader. The public interest in the Flat Tax is indicative
of the breadth of issues now "on the table."

Like other consumption tax proposals, the Flat Tax would eliminate the
individual and corporate income taxes and would replace them with a broad-based
consumption tax collected from both business and individuals. But the Flat Tax
proposal does not stop there. It entirely revamps the rate structure. It replaces the

?Narrowing the tax base reduces efficiency for at least three reasons. First, exceptions cause consumers to
distort their consumption and businesses to alter their production in order to avoid tax. Second, rates of tax will
have to be increased to make-up for revenue losses due to special exceptions. Third, a broad consumption tax base
in general would be easier to administer.

30On the other hand, some would prefer to make special interest provisions as difficult as possible to
accommodate. This is a somewhat naive strategy given that Congress's desire to compromise and accommodate
has rarely been constrained by concerns about complexity or economic efficiency. And taxpayers are less inclined
to complain about complexity when that complexity is accompanied by tax relief.



progressive rates of current law with a single tax rate for both business and for
individuals. Itis a radical base-broadening tax reform, eliminating numerous credits,
exclusions, and deductions intended to achieve a wide variety of social and political
objectives. It is also, in its current form, massive simplification. Any one of these
changes on its own would be an extraordinary legislative event.'“!*

There is little doubt that current tax law is often incomprehensible to most
taxpayers and that there is tremendous interest in simplification. What is less clear is
how well consumption tax alternatives in practice would fare in terms of
administration and compliance costs. Although a move from consumption taxation
generally has the potential to reduce complexity, it is an open question whether
significant simplification can actually be realized.'s

1. Complexity Inherent in the Income Tax

Some of the complexity under current law is unique to the income tax, and a
switch to a pure consumption tax would eliminate this complexity."” This is
particularly true for business taxation and the taxation of income from saving and
investment. For example, depreciation and amortization provisions ordinarily would
be replaced with expensing.'®* There would, therefore, no longer be disputes over
capitalizing business development costs because all business costs are immediately
deductible. Costs of inventories would be deducted at the time costs were incurred.
The corporate income tax and the corporate alternative minimum tax would be
eliminated. The notoriously complex rules surrounding corporate distributions,
liquidations, and reorganizations would become almost entirely obsolete. And
because most consumption taxes are “territorial”--that is, tax is only imposed on
activity within its borders-- all foreign source income would be exempt from U.S. tax,

' Much confusion arises because the more general, generic term "flat tax" is used interchangeably with the
specific flat tax proposals offered by Majority Leader Armey and others. Although it has a nice ring to it, the
term flat tax is not the best description of the proposals now bearing that label. First of all, the term is not pre-
cisely applied because there would actually be a second, zero tax bracket for low-income households who are
allowed large personal exemptions. At the same time, the term is overly broad. In the context of taxation, "flat"
is an adjective that is usually applied to rates. Flat tax rates can be applied to a consumption or an income
base. Furthermore, a tax system with a single rate of tax need not be simpler than a system with multiple rates.

5Thus, there are small "f" flat taxes and capital "F* Flat Taxes. In this volume, most references will be to the
specific proposals like those offered by Majority Leader Armey and will therefore be capitalized.

16See AICPA (1990).
Y"This is the basic theme of U.S. Treasury (1 9‘77) and Bradford (1980).

®Although every major proposal has included a provision for expensing, it is not inherent to a value-added tax.



eliminating the need for foreign-tax-credit and for anti-deferral rules.' Furthermore,
under a consumption tax, most income generated by personal saving would
effectively be exempt from tax.” As a result, a replacement consumption tax
eliminates the need for the complicated rules associated with preferential treatment
of types of saving by individuals. For example, complex rules concerning pensions,
IRAs, tax-exempt bonds, annuities and life insurance could be eliminated because all
saving would receive tax-favored treatment.?

2. Complexity Shared by Income and Consumption Taxes

Nevertheless, many of the issues that are the source of complexity under the
current income tax will remain equally complex after the switch to consumption
taxation. For example, the age-old problem of distinguishing between business
expenses and expenditures on personal consumption does not disappear. Business
meals, home office deductions, and education expenses are just three areas of
contention that will remain in any realignment from income to consumption taxation.

3. Complexity Due to Special Provisions

Then there is the complexity in current law that is due to special tax breaks and
limitations on those breaks. It is often remarked that consumption taxes appear
simpler than income taxes because they are idealized proposals untainted by
legislative compromise. If history is any guide, consumption tax proposals will
accrete complexity as they move through the legislative process and as subsequent
Congresses amend the initial legislation.”? A great deal of complexity under current
law is a by-product of a political system that endeavors to compromise rather than
simplify-- and of a system that wishes to use the tax code to achieve a wide variety
of social and economic objectives that have little to do with raising revenue.

Many consumption tax proposals, especially those of the Flat-Tax variety,
include significant base broadening. For example, under the Armey proposal, the
exclusion of employer-provided benefits from the tax base and the deductibility of
home mortgage interest, charitable contributions, and state and local taxes would be

®Complex source rules, however, would still be an issue as they are under the income tax system.

PAs shall be explained in greater detail in Chapter 6, the exclusion of saving from the consumption tax base is
the equivalent of exempting investment income from tax.

A5 shall be explained in greater detail below, consumption taxes provide relief for investment in capital either
by exempting investment income from tax or by allowing deductions for investment. Senators Nunn and Domemici
have proposed allowing deductions for new investment in municipal bonds and retaining the exemption of interest
from these bonds.

#The higher the rates the more likely this is to occur.
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eliminated. Clearly, if in addition to transforming the income tax base to a
consumption tax base, Congress also undertook broadening the tax base, much
additional simplification would result.” It is not so clear, however, why such tax
reform will be more successful under the umbrella of consumption taxation than
under that of income taxation. Special interest groups would surely mount massive
lobbying efforts to proposed curtailment of benefits. While the political dynamics
surrounding tax law changes may be different now than in the past, it seems unlikely
the system is immune from the influence of special interests.

4. Complexity Unique to Consumption Taxes

In the move from an income to a consumption tax, simplicity is not entirely a
one-way street. It is likely that some new complexities will arise as the imposition
of consumption taxes introduces new administrative and compliance issues not
present under the income tax. For example, a credit-invoice value-added tax would,
in many respects, increase record-keeping requirements of businesses. Under the
credit-invoice method, business would be required to retain records of all invoices in
order to earn tax credits. At a minimum, under a subtraction method VAT, taxpayers
would be required to revise their accounting procedures so as to include a set of books
using alternative capital recovery methods and to differentiate non-deductible internal
costs from deductible external costs. An individual consumption tax would require
taxpayers and tax authorities to maintain previously unrequired records of changes
in their total savings balances and net indebtedness.

5. Complexity During Transition

Finally, there is the enormous issue of transition. In order to avoid penalizing
taxpayers caught between the old income tax and any new consumption tax, complex
transition rules are likely to be included into any new tax plan. For businesses, there
are likely to be special rules for cost recovery of previously acquired (but not fully
depreciated) capital. For individuals, some sort of provision for basis recovery on
existing assets would likely be included (so that only gains, and not the entire
proceeds on the sale of existing capital, would be subject to tax). The general public,
tax departments of businesses, and tax advisors would have to be educated as to the
working of this new system. IRS employees would play a major role in this process,
but they also would have to be educated. Finally, the IRS would have to devise new
tax forms, instructions, audit procedures, and regulations.

BHowever, this is not always the case. For example, the Armey Flat Tax would eliminate the deductibility of
employer-provided health insurance. Separating the costs of this insurance from other costs could impose a new
compliance burden on taxpayers.



This discussion of complexity has presupposed that any new consumption tax
would be used to replace the income tax. If instead the consumption tax was an add-
on tax--i.e., consumption tax revenues were used for deficit reduction, or government-
provided universal health coverage, or were only sufficient to reduce (and not
eliminate) income taxes--the imposition of this second tax system on top of the
current one would result in a vast increase in the complexity of the U.S. tax system.

D. Objective of This Study

The primary objective of this study is to provide insight to tax professionals,
business and legal advisors, businesses, and policymakers about the impact of
consumption taxes. Chapters 2 through 5 provide a description of the four major types
of consumption taxes. Chapters 6 through 8 review the major economic policy issues
surrounding the new tax. Chapter 9 introduces, in general terms, the issues that are
likely to be of concern to businesses under any new consumption taxes. Chapters 10
and 11 describe the two leading proposals now under consideration by policymakers
in Washington. Chapters 12 and 13 provide detailed estimates of the impact of these
proposals on business and individual tax liability. Chapter 14 through 17 examine the
special problems that consumption taxation poses for housing, financial institutions,
charitable organizations, state and local governments, and financial statements.
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PART II. THE MAJOR TYPES OF
CONSUMPTION TAXES

| Chapter 2
A Retail Sales Tax

Summary

. A national retail sales tax might be an attractive revenue source because
it is relatively uncomplicated and familiar to most Americans.

. Some issues that are particularly problematic for a Federal retail sales
tax are:

1. potential for widespread evasion by small retailers;

2. potential for widespread evasion by business purchasers of items
Jor personal use; and

objections by States to sharing a major revenue source.

. The validity of these issues increases with the tax rate. While it does not
seem likely that a retail sales tax is a good replacement for income taxes, it might
be viable as a supplement to existing taxes.

A. Introduction

In weighing consumption tax options, it seems reasonable to start with the
familiar. Most Americans encounter retail sales taxes every day. They are levied by
forty-five states and by numerous local jurisdictions. Americans seem to have
accepted the current level of state sales taxes, and they do not seem to bear them the
same hostility that they have for income taxes.** Although retail sales taxes are highly

*See Break (1985).
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visible in that they are separately stated from purchase prices, most consumers face
no compliance burden. Retail businesses file sales tax returns and make sales tax
payments to State and local authorities.?

From the perspective of promoting economic efficiency, a retail sales tax
should tax all consumption equally in order not to distort consumer choices and to
keep tax rates low. Only final sales by businesses--that is, sales by businesses to
consumers--should be subject to tax. The taxation of sales by businesses to other
businesses would result in over-taxation of consumption because final sales would
bear not only retail sales tax but also the costs of whatever taxes are paid on inputs
used to produce, market, or distribute consumer products. This over-taxation of
certain products was a major factor contributing to the adoption of European and
Canadian value-added taxes.

Because retail sales taxes are imposed on final sales within the taxing
jurisdiction, they are, in effect, exempt from tax goods produced within and sold
outside that jurisdiction. Similarly, the tax would also be imposed on goods produced
outside and consumed inside the jurisdiction. Thus, a Federal retail sales tax would
exempt exports and impose a tax on imports. This feature, shared with many
consumption taxes, is particularly attractive to domestic businesses competing in the
international market place.?

In practice, states retail sales taxes fall short of the ideal of taxing all
consumption once. On the one hand, states exempt many final goods and services.
This results in undertaxation of some sectors. On the other hand, states tax many
intermediate goods. This results in over taxation of some sectors.

B. Statutory Exemptions

In practice, state governments exempt many types of goods and services from
sales tax for a variety of reasons. Some products are exempted from taxation because
they are considered necessities--such as food, clothing, and housing. Because
necessities are generally a larger fraction of income for the poor than for the wealthy,
such exemption confers tax relief that is proportionately greater for low-income

*The objections raised by the states to a Federal retail sales tax are discussed in Chapter 16.

*Thus, retail sales taxes operate under the destination principle. When exports are included in the tax base and
imports are not taxed, a consumption tax is said to operate under the origin principle. It would be possible to
structure a retail sales tax to operate under the origin principle, but in practice, retail sales taxes and value-added
taxes utilize the destination, not the source, principle. As shall be discussed in greater detail in Chapter 7,
economists believe consumption taxes should operate under the destination principle so that consumer choice
between imports and domestically produced goods is not distorted.
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households. (However, as shall be discussed in detail later, granting such relief still
leaves the poor bearing a greater relative burden than the wealthy.) Some services,
like many types of financial services, are exempt because of the great difficulty in
identifying the amount of such services.”” Some services, like those provided by
governments (Federal, state, and local) and charitable organizations, are exempt
because it is difficult to place a dollar amount on these services--and because it is
good politics. Finally, other goods are exempt because they are considered “merit”
goods that deserve public support--such as goods and services provided by charities.
It is also quite common for state sales taxes to provide broad exemptions for services.

For whatever reason exemptions are granted, they generally increase the
administrative burdens of tax authorities and compliance burdens of taxpayers, in
addition to impeding economic efficiency. It is widely acknowledged that the
administrative costs of a retail sales tax would be greatly reduced if no exemptions
or special rates were allowed.?® Much time and debate are involved in identifying
exactly which items should be exempt from taxation. Once these items have been
identified, retail businesses must distinguish taxable from nontaxable sales. In the
case of service providers, invoices to customers must allocate total charges between
taxable products and nontaxable provision of services.

This complexity is not inherent in the structure of the tax, but the result of
political considerations. It seems highly unrealistic to assume that enactment of a
consumption tax would not include tax relief for certain sectors. Political
considerations will likely complicate the administration of any retail sales tax.”? All
states with sales taxes--as well as almost every country with a retail sales tax or value-
added tax--provide numerous instances of preferential treatment.*® There is nothing
in the history of the Federal tax legislative process to suggest that a Federal
consumption tax would be untainted by special interest provisions.

?’See Chapter 14 for a discussion of the difficulties in taxing financial services.

BSee, for example, U.S. Treasury (1984), Cnossen (1989), and General Accounting Office (1980).

*This is the working hypothesis made by McLure (1987), former Deputy Assistant Secretary of Treasury for
Tax Policy, in his study of value-added taxation. The major reason for his preference for a credit-invoice value-
added tax over a subtraction method value-added tax is its superior ability to accommodate the political

compromises that he considers inevitable.

*®One notable exception is the broad-based single-rate VAT introduced by New Zealand in 1986. The only
~ significant exemption is rental payments for residential housing.
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Proponents of various consumption tax plans with no special tax relief will face a
heavy burden in explaining how their proposals can maintain their conceptual
simplicity in the face of a myriad of political forces.

C Taxation of Intermediate Goods

Even if all exemptions for politically-favored consumer products were
somehow eliminated, the problem of separating taxable sales to consumers from non-
taxable sales to businesses would remain. State governments generally use two
methods--both imperfect--to help separate retail sales from non-retail sales. The first
is to grant "exemption certificates" to business taxpayers. The second is to impose
sales tax on some types of products irrespective of whether sales are retail or not.
Because of the bluntness of each of these tools, retail sales taxes overtax final sales
of some products at the same time they undertax sales of other products.

When intermediate goods are taxed, the purchase price of the final product
embodies not only the tax on the final sale, but also the tax on inputs to the final
product. For example, if a state sales tax of five percent is imposed on delivery
services, and sales taxes also apply to the purchase of gasoline and computers that
account for 20 percent of the cost of delivery services, the total state-imposed sales
tax on delivery services is six percent. This phenomenon is referred to as tax
"cascading." Cascading can result in higher tax burdens on products that happen to
use more intermediate goods subject to tax. It can also result in unfair competition
within industries if firms provide their own intermediate inputs and their competitors
must purchase intermediate inputs in taxable transactions.

In its 1984 study of consumption taxes, the Treasury Department reported that
approximately 20 percent of state sales taxes were collected on intermediate goods.
This occurs because certain products, such as gasoline, tools, and office equipment,
are sometimes taxed regardless of whether they are used by business or by consumers.
It is not clear whether cascading is an inherent problem of retail sales taxes. As
discussed below, a thorough sorting out of business and non-business uses of certain
types of property would at a minimum add complexity and might greatly increase
compliance costs. State governments probably consider these non-retail taxes a
relatively painless method of raising revenue.

As shall be explained further below, cascading is not an issue under a value-
added tax (under either the credit-invoice or subtraction methods). For example,
under the credit-invoice method, any taxes paid on intermediate sales between
businesses would be rebated to the business making sales to consumers. In the
example used in the prior paragraph, the taxes on gasoline (collected by the gas
station) and on computers (collected by the computer dealer) would be rebated to the
company providing delivery services to consumers.
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It is also important to note that the tax treatment of exports may be problematic
when a sales tax system includes some non-retail sales. Unlike a value-added tax, a
retail sales tax has no mechanism for rebating non-retail taxes on exports. Even if
rebates are attempted, they usually can only be implemented with a rough estimate
as to the amounts of tax paid at intermediate levels. If the burden of proof is placed
on exporters to demonstrate the payment of tax at intermediate levels, it is likely--
given the difficulty exporters would have identifying and documenting taxes paid by
all their suppliers (and at prior levels of production)--that the rebates will be less than
the taxes paid, resulting in a penalty on exports. On the other hand, governments
predisposed to promoting their exports may be generous in their estimates of
intermediate level taxes in order to use rebates as a mechanism for export subsidies.

Cascading has been recognized as a problem by foreign governments that have
relied heavily on sales taxes. Moreover, the problem of cascading taxes--particularly
in the context of international trade--is often cited as a major reason for adoption of
value-added taxes throughout the world.

D.  Evasion by Business Purchasers

Under a retail sales tax, it may be possible for businesses--especially closely-
held businesses--to claim exemption on items that are used wholly for personal
consumption. States usually grant businesses "exemption certificates” that allow them
to make purchases without payments of sales tax. There is, however, little to prevent
bearers of exemption certificates from purchasing items and then using them for
personal consumption.

Beyond checking the validity of the exemption certificate, it is not reasonable
to expect sellers to aid much in enforcement. In order to determine whether items
should be taxable or tax-exempt, sellers would have to know the use to which items
would be put. Sellers of goods and services cannot read buyers' minds to know the
intended use of purchased items. And of course, sellers do not want to lose a sale,
much less the goodwill of a customer, by challenging purchasers.

Unless special precautions are taken, a retail sales tax places little burden of
proof on business purchasers. The only way business purchases can be audited is if
the seller retains records of business purchases, including the business purchasers'
taxpayer identification numbers. Even with such exhaustive record keeping, the
threat of audit in most cases would not be significant, given the small amount of tax
any single taxpayer could evade with purchases from a single retailer. These issues
exist now and mechanisms are in place to control tax avoidance, but attempts at
evasion may increase at higher levels of tax.
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There may be a greater threat of audit in the case of big-ticket items--such as
automobiles and personal computers--that have extensive business and personal use.
In these cases, it does not seem inappropriate to require recordkeeping of taxpayer
identification numbers by sellers. Still, detection of evasion would require audit of
both sellers and purchasers. One alternative possibility is for the government to
consider rebates instead of exemptions for large ticket items (such as rebates payable
upon receipt of valid invoices to tax authorities). Rebates, however, would entail
substantial administrative costs.

The problem of distinguishing business items from personal-use items is hardly
restricted to retail sales taxation or to consumption taxes in general. Under the
income tax, small business owners have similar incentives to claim business
deductions for items of personal use. (In fact, the higher the marginal rate of income
tax, the greater the incentive for evasion.) Under the income tax, however, the
business must stand ready to defend all deductions claimed, and even a valid business
deduction improperly documented can be disallowed. Under a credit-invoice VAT,
businesses may attempt to claim credits on items purchased for personal use.
Similarly, under a personal consumption tax or a subtraction method VAT, closely-
held businesses may attempt to deduct as business expenses the cost of items
purchased for personal consumption. Thus, evasion through overstatement of
business expenses is a significant concern under almost any tax.

There is, however, a critical difference in detecting evasion under a retail sales
tax versus other consumption taxes: evasion by retail sales tax purchasers would
require cross-checking and the auditing of multiple taxpayers. Under other types of
taxation, evasion can be detected by audit of the purchaser. Given the difficulty even
in the best of circumstances of distinguishing business- from personal-use items, the
problem of evasion by business purchasers under a retail sales tax cannot be easily
dismissed.

E. Evasion at the Retail Level

Perhaps the most cited difficulty with enactment of a Federal retail sales tax
is the likely lack of compliance by retailers. The tax rate of a Federal sales tax that
would be necessary to replace income tax revenue would almost certainly exceed 20
percent.*’ Most tax administrators believe that ten or twelve percent of gross receipts
is the maximum burden that may be reasonably placed on a sector comprised of
numerous small businesses.** Because tax is imposed only at the point of final sale,

31See Chapter 9, Table 9.8.

32See McLure (1987), p. 107, Tait (1993), p. 18, and Tanzi (1994), pp. 48-52.
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weaknesses in collections at that point would be particularly harmful to compliance
compared to an income tax or value-added tax in which the compliance burden is
spread more evenly across businesses and, in the case of the individual income tax,
on tens of millions of individual taxpayers. Compliance by small business is already
an issue under both the Federal income tax and state sales taxes. In fact, under a
VAT, many commentators argue that significant exemptions--or subsidies--should be
granted to small businesses because of the high compliance costs. This would not be
possible under a retail sales tax without a substantial loss of revenue.

Real world experience seems to support the comments of tax administrators
that there is an upper limit on the rate of retail sales tax. While most countries with
value-added taxes have standard rates of 15 or 20 percent, retail sales tax rates are
usually less than 5 percent. Among developed economies other than the U.S., only
Iceland and South Africa now have retail sales tax rates in excess of 10 percent.*
Given this evidence, and given the existence of current State sales taxes, there seems
to be little room for an additional Federal sales tax that would not result in significant
compliance problems for both state and Federal tax collectors. Nevertheless, the
retail sales tax cannot be ignored as an option as an add-on tax. As concluded by one
prominent commentator when asked about the viability of retail sales tax for the
United States: "The answer to the question is simple.

Provided the retail sales tax rates are low and not too different between (especially
neighboring) countries, the retail sales tax is a good alternative to the VAT."**

BTait (1988), p. 18.

**Tanzi (1994), p.51.
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Appendix to Chapter 2

Reasons Why Evasion is a Larger Problem
Under A Retail Sales Tax Than A Value-Added Tax

Understandably, many politicians--as well as the general public--are more
comfortable with the notion of replacing the income tax with a sales tax than a value-
added tax. However, of the two alternatives, many tax experts only consider value-
added taxation viable. The purpose of this appendix is to summarize why a retail
sales tax is not held in high esteem by tax administrators.

There are several reasons why enforcement is a problem at the retail level
under any kind of tax:

« It is not usually possible to cross-check retailer sales with the records of
purchasers because taxable sales by retailers are made to consumers.

 The retail sector has a relatively large proportion of small businesses. Evasion by
small business is more likely than by large business because audits are much less
likely and the relative costs of compliance higher.

» The life expectancy of a small retail business is short. Collections from a
discontinued business can be difficult and costly.

A retail sales tax imposes its entire compliance burden on the sector from which
collections are most troublesome.** The retail sector must remit far greater amounts
of revenue under a sales tax than under a VAT or an income tax. In addition, a retail
sales tax imposes the unique compliance burden of requiring a separation of receipts
between taxable sales to consumers and nontaxable sales to other businesses.

3Although there is more total revenue at risk under a retail sales tax, it is interesting to note that on the margin
the incentives for retailers to evade tax are no more than they would be under a value-added tax with an equal rate.
(Furthermore, marginal incentives are likely to be larger under an income tax, assuming the rate of income tax is
greater than the rate of consumption tax.) Assuming the national sales tax rate was 25 percent, one dollar of
unreported retail sales reduces tax revenue by 25 cents. One dollar of unreported retail sales would also reduce
revenue by 25 cents under a 25-percent VAT. (A small business owner in the top bracket can reduce income taxes
by 40 cents on each dollar.) Taxpayers’ marginal incentives, however, may not be all that matters in determining
the amount of tax evasion. For example, the dependency of the retail sales tax on small business would mean
greater noncompliance under a retail sales tax. In addition, if retailers can totally avoid being identified as
taxpayers or if collection is difficult (for example, in the case of firms going out-of-business), the rewards for sales
tax evasion can be greater under a retail sales tax than under a VAT (or an income tax).
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Chapter 3
The Credit-Invoice Method VAT

Summary

. Almost every industrialized country has a credit-invoice value-added tax.
The credit-invoice VAT, however, is not among the proposals currently receiving
the most attention in the United States.

. A credit-invoice VAT imposes new compliance costs on business by
requiring both seller and buyers to keep detailed records of each transaction.

Compliance costs increase substantially as the number of tax rates and the
number of exemptions increase.

. This recordkeeping improves compliance thorough cross-checking of taxes
(paid by sellers) with credits (claimed by buyers). It also eliminates the need for
retailers to distinguish sales to business from sales to consumers.

. Relief from the VAT is provided through exemption and through zero-
rating. In general, zero-rating provides more satisfactory results than simple
exemption from tax.

A. Introduction

Currently in the United States there is tremendous interest in consumption
taxes, but there is little interest in the consumption tax most widely used in other
countries. The credit-invoice method VAT is the method most popular with foreign
governments for implementing a consumption tax. Nevertheless, the credit invoice
method is not receiving any significant consideration on Capitol Hill.

Most of what has been written about consumption taxes--particularly
concerning administration and compliance issues--has focused on the credit-invoice
method. And while there are important differences between current U.S. proposals
for consumption taxes (non-credit invoice) and foreign VATSs (credit invoice) in
place, there are a sufficiently large number of similarities that the United States can
benefit greatly by taking into account the experience of other countries.
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Finally, the credit-invoice method cannot be written off as an option for the
United States. It seems fair to say that until just a few years ago, the credit-invoice
method VAT was among the most--if not the most--viable consumption tax options
under consideration in the United States. The prospect for a credit-invoice method
VAT could rise again if concerns about compliance become greater, or if Congress
decides that it must provide exemptions to governments, nonprofit institutions, and
certain businesses. It is interesting to note that the Canadian government proposed
a subtraction method VAT in the mid-1980s but ultimately adopted a credit-invoice
method in 1991.36

1. The Concept of “Value Added”

For each business “value added” is the contribution of its labor and its capital
to national output. It may be measured using either of two methods: the subtraction
method or the addition method. Under the subtraction method, value added is
measured as the difference between the firm's sales and the firm's purchases from
other businesses. Under the addition method, value added is calculated as the sum
of a firm's payments to its workers and return to owners (and lenders) of the firm for
the use of their invested capital. The difference between the two methods is
illustrated in the following example:

Table 3.1
Calculation of Value Added
by Subtraction and by Addition

Income Statement
Sales

Less Payments to
Other Businesses

Less Wages

Sales

Less: Payments to
Other Businesses

%Substantial revisions to the Canadian value-added tax are now under consideration. Canada retained its income
tax system.
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B. Value Added by Addition

In this example, value added equals $60 when measured as the difference between
business receipts and payments to other businesses (the subtraction method). Value
added also equals $60 when measured by addition of wages and profits (the addition
method). It is important to note that financial flows (i.e., the payment and receipt
of investment income as well as any increase or decrease in investment balances)
between businesses are not included in the calculation. Most notably, interest income
is not included in gross receipts and interest payments are not deductible.

The addition method is rarely applied in other countries nor has it been
included in any proposals for Federal taxation in the United States.’” The subtraction
method is currently used in Japan, and this method is now receiving the most
consideration in the United States. In concept, the credit-invoice method is more
closely related to the subtraction method.

2. The Equivalence of Final Sale Price to Total Value Added

In a modern economy, the process by which most consumer products are
brought to market involves a long chain of production and distribution comprising
many businesses. In this chain each business purchases goods and services from
other businesses. These purchases from other businesses serve as inputs to the goods
and services provided by that business to its own customers. At the end of the chain
are retailers who make sales to household consumers. Table 3.2 provides an example
showing how the sum of value added equals the retail price of the goods sold to the
final consumer. At each link in the production-distribution chain the business adds
value to its purchased inputs.

*"The addition method is used by the State of Michigan. The Michigan Single Business Tax is generally
considered to be very complex. The addition method has also been considered for use in determining value added
of financial institutions, which is difficult to measure under more conventional methods of calculating VAT liability.
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Table 3.2 The Value Added Chain
Business Chain Sales Purchases Value Added
Link # 1: Farmer 20 0 20
Link # 2: Miller 50 20 30

Link # 3: Baker 50 50
Sum

» Link #1. In this simple example, the farmer uses his own land and seed and
purchases no inputs from other businesses. He sells his wheat for 20 cents. This
20 cents is the farmer's value added.

* Link #2. The miller purchases the wheat from the farmer for 20 cents. The wheat
is then ground into flour and sold to the baker for 50 cents. The difference
between the 50-cent sale and the 20 cents of cost is the miller's value added.

» Link #3. The baker purchases the flour from the miller for 50 cents. The flour is
then used to bake bread and sold to consumers for one dollar. The difference
between the one-dollar sale and the 50 cents of cost is the baker's value added.

The example shows that the total value added at each stage of the production process
equals the final sales price.

By not specifying how the cost of "purchases" would be measured, the above
example abstracts from the important issue of capital cost recovery. All proposals for
credit-invoice VATs, as well as most credit-invoice VATs currently in force
throughout the world, allow a benefit for the entire cost of capital expenditures in the
year of purchase (i.e., to be "expensed"), instead of allowing a benefit of the cost over
the life of the asset. As shown in an Appendix to this chapter, in order to make a
value-added tax a consumption tax, it is essential to allow the expensing of capital
purchases.*®

B. Overview of the Credit-Invoice Method
1. The Basic Mechanics of the Credit-Invoice Method
Under the credit-invoice method, tax is imposed on each firm's gross receipts.

In addition, tax credits are available to the extent each business can show that its
suppliers paid tax on their sales to that business. The amount of creditable taxes

3%[f, instead of expensing, capital purchases were amortized using depreciation schedules reflecting their true
decline in value, the tax would be equivalent to an income tax.
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appears on the invoice provided by suppliers to the business. For example, in Table
3.2, the miller had $50 of sales and $20 of purchases from the farmer. If the rate of
tax is 10 percent, the miller pays $5 of tax on gross receipts and also receives $2 of
credit. The $2 of credit corresponds to the tax paid by the farmer, and this $2 is
reported on the invoice provided by the farmer to the miller. Table 3.3 summarizes
the basic operation of a credit-invoice method VAT as it would apply to the example
shown in Table 3.2.

Table 3.3 The Operation of a 10-Percent Credit-Invoice VAT
Compared to a 10-Percent Retail Sales Tax

Business Chain Sales | Gross VAT Credits Net VAT | Retail Tax
Link # 1: Farmer 20 2 0 2 0

Link # 2: Miller 50 5 2 3 0
Link # 3: Baker 100 10 5 5 10
Total 17 7 10 10

The table also shows that, because total value added equals the retail sales prices, a
comprehensive value-added tax imposes the same total burden as a comprehensive
retail sales tax (with the same tax rate).

2. Comparison to a Retail Sales Tax

Because a retail sales tax and a credit-invoice VAT (with the same rate)
generally impose the same amount of tax on the same tax base (i.e., total final sales),
economists believe that the taxes will have largely the same impacts on saving,
international trade, and the distribution of income. To economists, the differences
between a retail sales tax and a credit-invoice VAT are primarily matters of
administration and compliance.

In order to better understand the credit-invoice method, it is useful to divide the
calculation of tax liability into two parts: (1) the calculation of gross VAT and (2) the
calculation of credit. ' ’

The calculation of gross VAT is largely similar to a retail sales tax. Both taxes
apply the rate of tax to gross taxable sales. Because both taxes are, usually,
separately stated at the cash register, they are both highly visible to consumers.*

*The separate statement of tax is a feature of all retail sales taxes and many VATs. It would be possible, with
some minor adjustments, to impose both taxes without this feature.
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Both taxes routinely exempt exports. To the extent there are exemptions or special
rates for certain types of products, taxpayers must differentiate between sales of
exempt and non-exempt products under both taxes.

There are, however, some important differences between the calculation of
gross VAT and a retail sales tax. In one respect a retail sales tax is simpler than the
calculation of gross VAT: a retail sales tax only applies to retail business while a
VAT applies to all business. On the other hand, a retail tax is more complicated than
gross VAT because under a VAT, it is not necessary to make a distinction between
sales to business or sales to consumers. Under a VAT, all sales by businesses are
taxable. If the purchaser is a business, the tax will be creditable. Thus, one of the
most vexing administrative problems of a retail sales tax is absent under a VAT.

The most important distinguishing feature of the credit-invoice method is the
second part of the VAT calculation--the calculation of credits. There are no tax
credits under a retail sales tax. Under the credit-invoice method, gross liabilities of
businesses are substantially reduced by credits. It is noteworthy that businesses earn
credits only for taxes paid by other businesses. The credits are only allowed if the
taxpayer has a verifiable record of taxes paid by the seller. This unique
interdependence of tax liability is important for at least two reasons.

The first reason is administration and compliance. All transactions between
businesses are subject to tax and both buyer and seller must keep records of tax
liability associated with that transaction. If the buyer does not maintain a detailed
record of the date of purchase, the type of product, the identification of the seller, and
the amount of tax paid by the seller for each transaction, the VAT credit can be
denied for that transaction. (See Box 3.1) Not surprisingly, tax authorities like this
feature of the VAT. All credit claims by purchasers can be cross-checked with the
records of sellers.* On the other hand, the credit-invoice VAT places an enormous
new compliance burden on businesses that is not present under a retail sales tax or an
income tax.

“Under a VAT, final sales to consumers cannot be cross-checked because only sellers maintain records. So,
in the case of final sales, credit-invoice VATs have the same type of enforcement problems as retail sales taxes.
Because consumers do not maintain detailed records of their spending, underreported sales cannot be cross-
checked against the records of purchasers.
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Box 3.1
Invoice Information Retained by Buyers and Sellers For Each
Transaction Under a Credit-Invoice VAT

* Name and address of person issuing invoice
* VAT registration number

» Serial number of the invoice

» Date and issue of the invoice

* Date of supply of goods or services

* A description of goods and services
« Amount charged, excluding VAT

* Rate of tax

* Name and address of customer

The second reason why interdependence of tax liability is important is its
unusual effect on tax exemption. Under an income tax or almost any other type of
consumption tax, exemption only affects the exempted taxpayer, and exemptions
generally reduce overall tax receipts. However, under the credit-invoice method of
calculating VAT, the impacts of exemption can extend far beyond the exempted
party, and tax exemption can even have the unintended side effect of increasing
taxation. This is explained more fully in the following section.

3. Exemption from a Credit-Invoice Value-Added Tax

One of the more tedious aspects of learning about value-added taxation is
understanding how tax relief may be implemented. In practice, value-added taxes
usually have numerous special rates and exemptions. There are two basic methods of
providing tax relief under a VAT: exemption and zero-rating. Understanding the
impact of exemption and zero-rating is critical to understanding the impacts of a
credit-invoice VAT on those sectors and products frequently provided VAT relief,
such as food, housing, medical care, small business (including farmers), exports, used
goods, state and local governments, financial intermediaries, and charitable
organizations. In addition, the differences between exemption and zero-rating also
serve to highlight some important differences between the credit-invoice and
subtraction methods of calculating VAT.

“Tait (1988), pp. 279-280.
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Exemption of a business under a credit-invoice VAT removes tax liability and
the availability of credit, leaving the business in a zero-tax position. This is not,
however, the end of the story. It is still possible for an exempt business to face a
significant burden from a VAT. Overall burden may increase because business
customers of an exempt business will be unable to receive tax credits on purchases
from the exempt business. In a competitive market, the exempt business that gives
its customers invoices without credits will have to reduce its prices or lose sales.

While exemption can increase burden--it can also reduce burden or leave it
unchanged from what it would be without exemption. Whether exemption from a
credit-invoice VAT increases, reduces or does not affect burden depends on where
in the production-distribution chain exemption is granted:

1. If a business at the beginning of the production chain is exempt, no tax
is paid by the exempt business, but an additional amount of tax is paid
by the next business in the chain that exactly offsets this. In this case,
total VAT liability is the same as in the case without exemptions.

2. If an intermediate business is exempt from tax, the business making
purchases from that exempt business is not able to credit any taxes paid
by business earlier in the chain. Thus, the purchaser from an exempt
business pays as much tax as if no tax were previously paid. In this
case, total VAT liability is greater than the case without exemptions.

3. If a retailer making final sales is exempt from tax, all taxes on value
added prior to purchases by the retailer are properly paid and the value
added by the retailer is exempt from tax. In this case, total VAT
liability is /ess than the case without exemptions.

These three points are illustrated in Table 3.4. While exemption is seemingly the
most straightforward way of relieving administrative burden, its impact on the tax
burdens associated with different products can be markedly uneven. As a rough rule
of thumb, however, it can be noted that businesses that provide goods and services
1o other businesses will generally be hurt by exemption, while businesses that provide
goods and services to consumers will generally benefit from exemption.
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Table 3.4
The Effects of Exemption at Various Stages
of Production Under a Credit-Invoice Method

No
Exemptions

Farmer
Gross VAT
Credits

Net VAT

Exempt Exempt Miller = Exempt
Farmer Baker

Miller

Gross VAT 5 5 - 5
Credits 2 0 - 2
Net VAT 3 5 - 3
Baker

Gross VAT 10 10 10 -
Credits 5 5 0 -
Net VAT 5 5 10 -

Total VAT 10 12 S

In general, the degree of overtaxation associated with any product will be greater, the
closer the exempted business is to the retail level. Thus, exemption of millions of
small farmers, with relatively small purchases from other businesses,** is unlikely to
result in significant overtaxation of food and might well be justified by the significant
reduction in compliance and administrative costs.

It should also be noted that under credit-invoice VATs, many businesses would
be due refunds because a significant portion of their sales is not subject to tax.

“Furthermore, to help alleviate any overtaxation when farmers are exempt, farm implements, seed, and fertilizer
can be exempt from tax.
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4. Zero-Rating as an Alternative to Exemptions

The large and uneven economic distortions that can result from exemptions has
led to the use of zero-rating as an alternative to exemption. When the sales of a
business are zero-rated, the business must still become part of the VAT system and
file annual returns. However, the business’s compliance burden is not so much an
issue because zero-rated taxpayers receive refunds. (In fact, under most VAT systems
where exemptions are allowed, many businesses opt to remain zero-rated taxpayers.)
A zero rated business pays no gross VAT but is eligible for credits. Besides being
good for the zero-rated firm, the economic impacts are much more even than under
a system of exemptions. Any zero-rating before the retail stage does not impact total
liability of a final product. And zero-rating at the retail stage results in complete
exemption of a product. These points are illustrated in Table 3.5.

Table 3.5
The Effects of Zero-Rating at Various Stages
of Production Under a Credit-Invoice Method

Zero Rated Zero Rated Zero Rated
Farmer Miller Baker

No Zero
Rating

Farmer
Gross VAT
Credits

Net VAT

2 0 2 2

Miller

Gross VAT 5 5 0 5
Credits 2 0 -2 2
Net VAT 3 5 -2 3
Baker

Gross VAT 10 10 10 0
Credits 5 5 0 , 5
Net VAT 5 5 10 -5

Total VAT 10 10 0
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C Concluding Remarks

Despite widespread acceptance throughout the rest of the industrialized world,
perceived high compliance costs and the perceived similarity to sales taxation have
kept the credit-invoice method from playing a prominent part in the current
consumption tax debate in the United States. Instead a somewhat similar alternative--
the subtraction method VAT--lies at the core of almost all current consumption tax
proposals. ‘This is the topic of the next chapter.

29



Appendix to Chapter 3
How to Make a VAT a Consumption Tax

One of the most prominent features of a consumption tax imposed on
businesses is the immediate write-off of the full price of capital purchases. (Under
a credit-invoice VAT, the equivalent of expensing is achieved by allowing a tax credit
for the full price of capital purchases.) Expensing does more than just simplify the
tax and enhance its political appeal, it is the feature of a value-added tax that makes
it a consumption tax. The example in Table 3A.1 illustrates why.

In this example, it is assumed that the economy is composed of two industries

-a consumer-goods industry and a capital-goods industry. Value added is most often
calculated by allowing deductions for the entire purchase price of new capital (i.e.,
expensing). In this case, total value added in the economy equals total consumption
of 100. If, however, value added is calculated by allowing depreciation instead of
expensing, then total value in the economy equals total income of 105. Thus, a value-
added tax with depreciation (instead of expensing) would not be a consumption tax
but an income tax.
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Expensing Makes a VAT a Consumption Tax

INCOME STATEMENTS:
(1) Sales

(2) Purchased capital

(3) Depreciation

(4) Wages

(5) Profits

VALUE ADDED

--TWO METHODS:
Value added (depreciation
method) Sales (1) minus
Depreciation (3)

Value added (expensing
method) Sales (1) minus
Purchases (2)

ECONOMIC
STATISTICS:

Total Income Equals
Wages Plus Profit
Consumption Equals Total
Income Less Net
Investment Equals
Consumption

Table 3A.1

Consumer-
Goods Indust

Capital-Goods
Indust

Total Econom
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Chapter 4
The Subtraction Method VAT

Summary

. The subtraction-method VAT is the general type of consumption tax now
receiving the most attention on Capitol Hill.

. No country except Japan (using a 3-percent rate) has any experience
implementing a subtraction method VAT

. A subtraction method VAT is likely to be simpler to administer than a
credit-invoice VAT.

. Besides being somewhat simpler, a subtraction method VAT may be more
politically viable than a credit-invoice VAT. A subtraction method VAT has an
appearance similar to that of the corporation tax while a credit-invoice VAT
more closely resembles a sales tax.

A. Introduction

Although its proponents may not like to admit it, the subtraction-method VAT
has a great deal in common with the credit-invoice VAT. The tax base is calculated
as the difference between business receipts and purchases from other businesses. So,
like the credit-invoice method, the starting point in calculating tax liability is gross
business receipts. Instead of credits, however, the subtraction method uses deductions
to modify the tax on gross receipts to a value-added tax. Given the same tax rate, the
subtraction and credit-invoice methods collect the same amount of tax from taxpayers.
This is illustrated in Table 4.1.
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Table 4.1
Comparison of the Subtraction Method
and the Credit-Invoice Method

10% Credit Invoice
VAT

10 % Subtraction
Method VAT

Link #1: Farmer
Sales

Purchased Inputs
Value-added
VAT

Sales

Gross Tax
Invoice Credits
VAT

Link # 2: Miller
Sales Sales

Gross Tax
Invoice Credits

VAT

Purchased Inputs
Value-added
VAT

Link #3: Baker

100
50
50

Sales
Purchased Inputs
Value-added

Sales
Gross Tax

Invoice Credits

VAT

Total
VAT

VAT

Gross receipts do not include financial income or other proceeds from sale of
financial assets. Nor do they include export sales. There are deductions only for
inputs purchased from other businesses. There are no deductions for wages paid to
one’s own employees or for interest payments. On the other hand, capital
expenditures are written off when purchased, and business inputs are deducted when
purchased even if they only accumulate in inventory. A simple comparison of the
corporate income tax and the subtraction method VAT is presented in Table 4.2.
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Table 4.2
Comparison of Corporate Income Tax and a
Subtraction Method VAT

Income
Tax VAT
Business Receipts--Domestic 90 90
Business Receipts--Exports 10 -
Interest Income 5 -
Total Gross Receipts 105 90

Business Purchases

(Other than capital)
Wages

Interest Expense
Depreciation
Capital Spending
Total Deductions

Tax Base

There are no significant differences in the economic impacts between a
subtraction method and credit-invoice method VAT. Like the retail sales tax, both are
taxes on consumption (assuming immediate deductions for capital expenditures).
Both equally have the ability to increase capital formation and improve
competitiveness. Both potentially have the same impacts on the distribution of the
tax burden. There are, however, three important differences between the credit-
invoice method and the subtraction method: (1) differences in compliance and
administrative costs, (2) different degrees of flexibility, and (3) differences in the
perceived similarity to a retail sales tax.

B. Administration and Compliance

The basic difference between the credit-invoice method and the subtraction
method VAT is that tax liability under the subtraction method tax paid by purchasers
may be calculated without reference to taxes paid by sellers. Generally, proponents
argue that this greatly reduces the compliance burden in two ways. First, businesses
selling products do not have to provide tax information on invoices to business
customers or retain records of these invoices. Secondly, businesses buying products
do not have to retain special tax records of each purchase in order to claim credits.
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Under the subtraction method, businesses can use annual accounting flows
similar to those used under current financial and tax accounting rules to calculate tax
liability. Businesses would not be required to keep detailed records of each
transaction. It is important to note, however, that current accounting records would
have to be supplemented to determine the subtraction method liability. For example,
cost categories such as cost of goods sold and advertising would have to be divided
between (non-deductible) internal costs and (deductible) purchases from other
businesses. In addition, the subtraction method VAT permits deduction of the full
purchase price of capital when acquired. Similarly, inventory items (such as supplies,
repair parts, and other items usually capitalized under an income tax) are deducted
when purchased, not when removed from inventory.

Despite these adjustments, it seems likely that a subtraction method VAT
entails lower compliance costs for business taxpayers than a credit-invoice VAT.
This simplification, however, comes at the cost of increased potential for evasion and
less flexibility.

Under a subtraction method VAT compliance is likely to be lower than under
a credit-invoice VAT because it is more difficult for tax collectors to cross-check
business tax returns under the subtraction method. Duplicate records of invoices held
by sellers and business purchasers make it much easier to identify unreported sales
under a credit-invoice VAT. Tax evasion by retailers not reporting sales to
consumers, however, is still a problem under the subtraction method as it is under the
credit-invoice method and the income tax.*

C.  Flexibility

Many commentators have pointed out that a credit-invoice VAT is much better
able to accommodate tax relief for particular products and particular business sectors
than the subtraction method.* This lack of flexibility is considered by some to be an
advantage of the subtraction method VAT because an absence of preferential
treatment would reduce complexity and improve economic efficiency. On the other
hand, this inflexibility is seen as a disadvantage by those who believe some types of
special relief are desirable or inevitable, and without the ability to accommodate
certain sectors of the economy (e.g., farmers, health care providers, state and local
governments, charitable and cultural organizations) a value-added tax should not or

“If VAT rates are lower than current income tax rates, the incentives to underreport sales would be less.

“See, for example, Congressional Budget Office (1992), McLure (1987), and U.S. Treasury (1984).
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could not be enacted. This point deserves serious attention because it is important in
determining how the tax will be administered and in determining the political
dynamics surrounding its passage (as well as post-enactment modifications).

Like a retail sales tax and credit-invoice VAT, preferential treatment of
products (e.g., food, exports) under a subtraction method VAT is effected by
identifying those products at the retail level and excluding them from the tax base.
As noted above, preferential treatment adds significant administrative and compliance
costs but no more so for the subtraction method VAT than a retail sales tax or a
credit-invoice VAT. Therefore, a subtraction method VAT can be effectively
administered at multiple rates as long as preferential rates are imposed at the retail
level. ¥

The critical difference between the subtraction and credit-invoice methods is
preferential treatment before the retail level. A credit-invoice VAT is particularly
well-suited to provide preferential treatment for non-retail sales (e.g., small farmers).
As shown in Table 3.5 in the prior chapter, the sales of the zero-rated taxpayer escape
tax and even generate rebates for that taxpayer, but the overall taxation of the final
product is unchanged. As a result, the credit-invoice VAT does distort consumer
choice, and therefore ultimately is not likely to bestow any particularly large benefits
on the zero-rated business.

Unlike the case of zero-rating under a credit-invoice VAT, preferential
treatment of non-retail sales under a subtraction method VAT results in uneven
taxation of final products. If non-retail sales are exempt (or subject to preferential
rates),* there is no tax on the seller's value added. However, unlike a subtraction
method VAT, the lost revenue is not made up further along the production chain.
Thus, exemption at the intermediate level does provide relief for the final product.
This is illustrated in the first column (Example #1) of Table 4.3 where the
intermediate producer--the miller--is exempt from the system.

“If preferential rates were provided at the retail level, a subtraction method VAT would face the problem--
similar to that encountered under a retail sales tax--of distinguishing retail from non-retail sales. However, the
items likely to receive preferential treatment under a VAT--off-premise consumption of food, clothing, public
transportation, and medical care-- are much easier to identify as retail sales than those at issue under a retail sales
tax--such as tools, personal computers, and automobiles.

46Zero rating is not an alternative under a subtraction method VAT (unless it is significantly modified to be
similar to a credit-invoice VAT).
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Table 4.3
The Distortionary Effects of Exemption of Intermediary Sales
Under the Subtraction Method

Example #1: Example #2
Final Product Fully Final Product
Taxable Exempt from Tax

Farmer--TAXABLE
Receipts
Purchases

Value-Added
VAT

Miller--EXEMPT
Receipts
Purchases
Value-Added
VAT

Baker--TAXABLE
Receipts
Purchases
Value-Added
VAT (or Refund)

Total Value-Added
Tax (or Refund)

Note:

VAT Using Credit-
Invoice Method

However, if there is preferential treatment of non-retail sales under a
subtraction method VAT and final sales are excluded (e.g., exports, food), the
preferentially treated final sales do better than being exempt or zero-rated. Their tax
is not only eliminated, but they get a subsidy because they, in effect, are being
granted a rebate for taxes not paid at prior levels. This is illustrated in the second
column (Example 2) of Table 4.3.
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There are three responses to the problem of exemption of intermediate product
sales under a subtraction method VAT. One is to not allow preferential rates or
exemption of products before the retail level. (This seems to be the response favored
by most proponents of subtraction method VATSs.) It is important to note that such
a restriction does not hinder implementation of policies intending to promote trade
(e.g., exemption of exports) and policies intending to provide relief for low-income
households (i.e., exemption of food and medical care). Such a restriction, however,
would be an impediment to providing relief for small business and small farmers who
often face a disproportionate compliance burden and are at the same time politically
influential.

The second response to the problem is to disallow deductions for business
purchases on which no tax was paid. This would require sellers reporting to buyers
that tax was paid and the buyer and seller keeping records of all transactions. The
administration of such a system would be much different from that of a credit-invoice
VAT.

Finally, the problem--particularly if not of a large magnitude--can simply be
ignored: allow deductions even though there have been exemptions prior to the retail
level.

D. Perceived Similarity to a Retail Sales Tax

Economists are often indifferent in their choice of consumption taxes because
different types of consumption taxes are widely believed to have similar economic
impacts. Politicians, on the other hand, are acutely sensitive to the differences
between consumption taxes. This is because the public has a very different
perception about the various types of consumption taxes, and politicians realize that
it is the public perception of consumption taxes that will drive the political debate.

There are two notions of a subtraction method VAT that make it more
attractive to the general public than a credit-invoice VAT. The first is its dissimilarity
in appearance to a sales tax. The second is its similarity in appearance to a corporate
income tax.

Retail sales taxes are widely perceived as regressive taxes. From the point of
view of the final consumer, a retail sales tax .and a credit-invoice VAT are
indistinguishable. Both types of tax are collected at the cash register and are
separately stated from the retail prices.
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If a subtraction method VAT is not separately stated (as under all recent
proposals), it does not have the appearance of a sales tax. Moreover, the subtraction
method VAT imposes significant tax liabilities on large businesses as does the
corporate income tax. This similarity in appearance to the corporate income tax
should not be discounted. Many current proposals would use the revenues from a
subtraction method VAT to replace the corporate income tax. Much of the current
public affinity for the corporate income tax and the corporate alternative minimum
tax is due to the perceived unfairness of large corporations not paying tax. Given the
history of the corporate income tax and the corporate alternative minimum tax, it is
likely there would be a significant public outcry if large corporations paid no tax.*’

It is not only the public's perceptions that matters in the choice between the
credit-invoice and subtraction methods. State governments may be more willing to
accept a "hidden" subtraction method VAT that does not visibly compete with its
retail sale tax base than a credit-invoice VAT that does. The perceptions of foreign
governments also matter. However, in this case, it is preferable for the tax to be
considered a sales tax. Under the General Agreements on Tariffs and Trade (GATT),
"indirect taxes" (like sales taxes) may be rebated at the border, but "direct" taxes (like
the individual and corporate income taxes) may not.** This is an area of strong
controversy and debate.

“’Even though almost all economists believe the burden of a consumption tax falls on consumption, and many
economists believe the burden of the corporate income tax is borne by capital, replacement of the corporate income
tax with a subtraction method VAT might be politically acceptable. It probably is more palatable than the
replacement of the corporate income tax with a retail sales tax-- even though economists consider both proposals
are economically equivalent.

“*The impact of consumption taxes on international trade is discussed in greater detail in Chapter 8.
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Chapter 5
The Individual Consumption Tax

Summary

. Unlike other types of consumption taxes that are collected from businesses, an
individual consumption tax is collected from individuals. Households would file
annual returns as they now do for the income tax.

. To its proponents, the major advantage of an individual consumption tax
compared to other consumption taxes is that the inherent regressivity of the
consumption tax base may be offset with a progressive rate structure.

. Under the tax, consumption is calculated by subtracting net savings from total
income. This deduction for net savings presents numerous practical difficulties,
particularly during the transition from an income to a consumption tax.

. The major disadvantage of an individual consumption tax compared to other
consumption taxes is its complexity.

A. Introduction

Retail sales taxes and value-added taxes are consumption taxes collected from
businesses. In contrast, an individual consumption tax* is imposed solely on
individuals. Under an individual consumption tax, individuals would file annual
returns as is done under current individual income tax rules. The defining difference

between the current income tax and an individual consumption tax is that

“The individual consumption tax is also referred to as the "personal consumption tax" or the "expenditures
tax." Sometimes the individual consumption tax that is part of the Nunn-Domenici proposal is called the
"Savings Exempt Income Tax" (SEIT) or the "Unlimited Saving Allowance" tax (USA tax.).
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the new tax would allow an unlimited deduction for net annual additions to saving.
In order to arrive at net additions to saving, additions to savings must be reduced by
dissaving in the form of additional borrowing.

The basic calculation of an individual consumption tax is illustrated with the
following simple example:

Table 5.1
Calculation of the Individual Consumption Tax

Income
Plus
New Loan for Automobile Purchase  $15
Reduction in Mortgage Principal ($10)
Net New Debt $5
Less
Beginning of Year Bank Balance $40
End of Year Bank Balance

Increase in Saving

FEquals Consumption Tax Base

In this example, a family has $100 of wage and interest income. Because it has taken
out a new car loan of $15 and paid off $10 of mortgage principal, its net new debt is
$5. This is $5 over and above income available for consumption. On the other hand,
the family was also able to increase its bank balance by $10. This is $10 of income
not used for consumption. Thus, after adding and subtracting from loan and savings
balances, this family has $95 available for consumption.

Many commentators have noted that an individual consumption tax is probably
the most complex of all types of consumption taxes.*® Despite this additional
complexity, some still consider individual consumption taxes an attractive option
because of their unique ability to address issues of regressivity. Because the tax is
levied on households and not businesses, there can be a progressive rate structure.
Retail sales taxes and value-added taxes (levied on businesses) can only alleviate

¥See, for example, Graetz (1979), Kuttner (1987), and Toder (1995).
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regressivity through adjustments to the tax base and/or with administratively complex
refundable credits. As shall be discussed in greater detail in Chapter 8, preferential
treatment of necessities is administratively complex and economically inefficient.
Moreover, such adjustments to the tax base are not particularly effective in achieving
distributional objectives. An individual consumption tax, on the other hand, can
achieve almost any desired distribution of after-tax income solely through adjustments
to the tax rate.

Thus, at first glance, it appears an individual consumption tax is the best of
both worlds. There need not be a tradeoff between economic efficiency and equity.
An individual consumption tax has all of the economic benefits of a consumption tax
base. At the same time, the tax can be made to be just as progressive as the current
income tax. The individual consumption tax has not, however, received even a small
fraction of the attention of that is given to other consumption taxes.

Except for brief temporary appearances in India and Sri Lanka, tax authorities
around the world have had no experience with an individual consumption tax. The
Treasury Department proposed an individual consumption tax in 1942 to help fund
wartime spending and reduce consumption, but the proposal got nowhere in Congress.
The Treasury Department again brought attention to the idea with a major study of
tax reform in 1977, but again the plan was just presented as an option--and did not
receive serious consideration by Congress. More recently, however, the individual
consumption tax has received significant attention as one (along with a subtraction
method VAT imposed on business) of the two major components of the legislation
(S. 722) proposed by Senators Nunn and Domenici in April of 1995. Until the
introduction of this legislation, there had been no serious congressional consideration
of an individual consumption tax.**

The problem with an individual consumption tax is the difficulty in finding
a workable method of calculating the deduction for new saving--the deduction that
lies at the heart of an individual consumption tax. In order to better understand the
issues involved, it is useful to differentiate "old saving" (that is, the individual net
wealth at the time of enactment of the tax) from "new saving" (additions to net wealth
after enactment). It is likely that the two would be treated differently under any
individual consumption tax.

'Chapter 11 provides more detail of the Nunn-Domenici proposal.
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B. New Saving

New saving would be treated like deductible contributions to an individual
retirement account (IRA) that had no limitations on the amount of deductions or the
timing of withdrawals. Taxpayers would deduct all income saved, including net
additions to bank, mutual fund, and brokerage accounts; all purchases of stocks,
bonds, and other financial instruments; and all investments in partnerships and
proprietorships. When funds were withdrawn from such investments--whether in the
form of income or reduction of principal, the entire amount of the proceeds would be
subject to tax.*

Conversely, proceeds from new loans or other forms of indebtedness would
be included in the tax base, while payments of both interest and principal would be
deducted.

The computation of the deduction for new saving would require knowledge of
the annual change in the outstanding balance of each taxpayer's investments and
indebtedness. Under an individual consumption tax, the custodian of each investment
and indebtedness account would have to report these amounts to taxpayers once a
year as they now report interest earned and paid.

C Old Saving

Saving accumulated before the enactment is more problematic than new saving
for two reasons. The first is a matter of compliance. The second is a matter of
fairness.

Once an individual consumption tax comes into effect, all additions to saving
would be deductible and all withdrawals would be taxable. Shifting funds from one
investment to another (e.g., depositing a dividend in a bank account) has no tax
consequences because receipts (dissaving) are exactly offset by saving. A large
revenue loss could result, however, if somehow existing wealth was undetected by tax
authorities, and then these funds were deducted when invested in new forms. This
could occur if prior to enactment individuals drew down their saving and held it in
cash. The investment of this cash subsequent to the enactment date would result in

2With regard to taxing the entire proceeds from investment, tax professionals can think in terms of the entire
amount being gain. Tax basis is zero because the entire value of the initial investment is written off when the
investment is made.
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deductions despite lack of additional new saving. In order to prevent this, it has been
noted that it may be necessary to require taxpayers to declare (subject to certain de
minimis rules) their outstanding cash balances at the outset. It is not clear how such
a requirement would be enforced.”

The other important transition issue is primarily a matter of policy. Under the
standard operating rules of an individual consumption tax, all proceeds from saving
are included in gross receipts and subject to tax. The taxation of the entire proceeds,
however--and not just capital gains, dividends, interest, and other capital income--
results in large tax penalties in the case of existing saving. Thus, the standard
operating rules of the tax would result in harsh treatment of old saving, and many
would consider such tax treatment a retroactive tax increase. This burden would fall
primarily on the elderly who draw down their saving during retirement.

In order not to impose a double burden on the elderly (and others drawing
down saving to consume), special transition relief is required. One method of
providing this relief would be to treat existing saving like new saving and allow the
balance of existing saving to be deducted at the time of enactment.>* Then, under the
regular rules of the individual consumption tax, all proceeds can be included when
the assets are sold or the account is closed out. There are, however, several potential
objections to this type of transition relief. First, given the enormous amount of
individual wealth outstanding in the United States, this deduction for all existing basis
would result in an enormous revenue loss (and an increase in tax rates to pay for the
loss). Secondly, a significant portion of old saving received favorable treatment under
the income tax (IRAs, pensions, life insurance, annuities, and tax-exempt bonds).
Having never been subject to tax (or having received substantial tax relief), this
saving would not be subject to "double taxation" upon enactment of an individual
consumption tax. Third, given that two major objectives of implementing a
consumption tax are to increase saving and to simplify taxation, some propose moving
to a new system "cold turkey," (i.e., without transition relief) because tax relief for
old saving does nothing to increase incentives for new saving and such rules are

$Perhaps U.S. citizens could be required to exchange their green money for red money.

1t is important to recognize that the burdensome taxation of old saving under an individual consumption tax
with transition relief is exactly equivalent to what would be experienced under a retail sales tax or a value-added
tax.

%5This deduction of basis is equivalent to selling the asset at the time of enactment and paying income tax on any
gain, and then reinvesting and deducting the entire proceeds.
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extremely complex.* Finally, some question whether the "retroactive" tax burden
imposed on old saving is truly "unfair".*’ They conclude that it is entirely appropriate
to impose an additional tax burden on the elderly given the transfer of wealth being
exacted by the Social Security system from the current work force to current
retirees.*® This last view--if it ever gets serious attention in the political arena-- will
undoubtedly be met with fierce opposition from those savers that would have their
after-tax income subject to tax a second time under the consumption tax.

D. Tax Rates Under an Individual Consumption Tax

Although particular proposals must be evaluated with a full array of details,
two general observations can be made about tax rates that might prevail under a
replacement consumption tax. In general, because total consumption is less than
income, it can be expected that a consumption tax will have higher rates than an
income tax. (If, however, significant base broadening occurs, this need not be the
case.) Second, because upper-income families consume proportionately less of their
income than lower-income families, it is generally necessary for a consumption tax
to have more steeply graduated rates than under current law in order to achieve the
same degree of progressivity as current law.

E. Overview of the Four Major Types of Consumption Taxes and Preview of
Following Chapters

This and the prior three chapters have attempted to provide some operational
details of different types of consumption taxes. Table 5.2 provides a summary
comparison of some of the major features of these taxes. Columns A and B of this
table highlight some practical issues already discussed. Administrative issues and
public perceptions of these taxes vary dramatically. Columns (C) through (F)
summarize the economy-wide effects of these taxes. Despite their considerable
operational differences, these taxes in their basic forms do not have fundamentally
different effects on growth, trade, inflation, and the distribution of income. These
economic issues are explored in more detail in Chapters 6 through 8.

%This is the position taken by Sam Gibbons, ranking minority member of the House Ways and Means
Committee. See, Gibbons (1994).

’See, Graetz (1977).

58See, Makin (1987).
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Each of the four major types of consumption taxes (like any tax) has its

weaknesses. From Table 5.2, the following conclusions may be drawn:

Because regressivity is a major problem with consumption taxes, the ability to
implement a progressive rate structure could make the individual consumption tax
a highly attractive option. An individual consumption tax, however, loses much
of its luster because of its complexity--particularly with regard to computing a
deduction for saving.

A retail sales tax is generally perceived as regressive and may not be enforceable
at rates necessary to make it a replacement tax. Nevertheless, the perceived
simplicity of a retail sales tax is attractive to voters.

Many of the enforcement problems prevalent under a retail sales tax disappear
under a credit-invoice VAT. Like a retail sales tax, however, a credit-invoice VAT
is highly visible and perceived as regressive by the public. Moreover, it imposes
substantial new compliance burdens on businesses. Even the credit-invoice
VAT’s advantages over other VATs--its ability to effectively provide product and
business exemption--is often perceived as a weakness by those who would prefer
a consumption tax not have any special tax breaks.

From the standpoint of political viability, the subtraction method VAT appears to
pose the least difficulty. Administrative and compliance costs seem relatively
low. Except for the individual consumption tax, it is no better or worse than most
other consumption taxes with regard to growth or income distribution. Moreover,
because it is promoted as a tax on business, the public may have some trouble
recognizing its regressivity (no matter how much economists may insist this is the
case).”

After reviewing some major economic issues in Chapters 6 through 8, the

remainder of this study-- Chapters 9 through 17--is devoted to describing how actual
proposals might impact business. One major finding is that a replacement subtraction
method VAT would radically shift the tax burden from individuals to businesses.
Furthermore, within the business sector, it radically shifts the burden from capital- to
labor-intensive industries.

*See Chapter 9.
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The Flat Tax modifies the basic structure of a subtraction method VAT by
removing the wage component of value added from the business tax base and, instead
imposes a wage tax on individuals. In so doing, the Flat Tax distributes the tax burden
between businesses and individuals and across businesses in a manner that much
more closely resembles current law. (To be sure, there are still major differences, but
these differences in tax payments are far less than those that would be experienced
under a "plain vanilla" subtraction VAT.) Given that a consumption tax with a less
radical alteration in tax collections is likely to have more political viability, the Flat
Tax may be viewed as a political refinement of the subtraction method VAT.
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PART III. THE MAJOR POLICY ISSUES

Chapter 6
The Effect of Consumption Taxes on
Saving, Inflation, and the Business Cycle

Summary

Proponents of consumption taxation argue:
(1)  saving is critical to long-term economic growth

(2)  the current U.S. saving rate is low compared to the rate of U.S.
saving in the past and compared with rates of saving in other
countries

(3)  the replacement of an income tax with a consumption tax would
increase the after-tax rate of return on saving (by eliminating the
bias against saving inherent in the income tax)

(4)  anincrease in the after-tax rate of return on saving will increase
private saving.

. There is broad agreement among economists about all of these points
except the last one: economists dispute the magnitude of the response of private
saving to a replacement consumption tax. Given the uncertainty of economic
analysis, it is unlikely any consensus about the general impact of taxes on saving
will emerge in the foreseeable future.

. A replacement consumption tax is unlikely to have much impact on the
business cycle.

. A consumption tax may have a one-time impact on the price level if the
Federal Reserve increases the money supply.
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A. Introduction

Capital formation is a critical ingredient of economic growth, but the money
has to come from somewhere. The vast majority of funds necessary to purchase new
equipment, new plant, new roads, and new technology come from saving. Without
increases in saving, any increase in one type of investment (e.g., new machinery)
must be at the expense of other types of investment (e.g., technology). With more
capital, workers have more tools that enable them to be more productive. Productivity
growth leads to higher wages and a higher standard of living.

The financial markets channel funds to purchasers of capital who need the
funds. Although there is a tendency to focus on personal savings by individuals--
primarily in the form of pensions and accounts with financial intermediaries--
significant funding for capital spending in the United States comes from other
businesses (i.e., retained earnings), State governments (that generate budget
surpluses), and foreign individuals and businesses investing in the United States.

It is important to note that saving can also be negative as well as positive.
When consumption exceeds income, there is a drain on funds available for capital
investment.  Therefore, from the standpoint of capital formation, reducing
indebtedness by individuals is just as important as increasing savings by individuals.
Of course, the biggest culprit of them all when it comes to dissaving is the deficit-
prone Federal government. It is often remarked that the surest method of increasing
national saving is to reduce the Federal budget deficit.

There is substantial disagreement among economists about the impact of a
replacement consumption tax on saving and economic growth. Some claim the
impact is dramatically large. Others argue it is imperceptibly small. Unfortunately,
this difference of opinion is unlikely to be resolved any time soon. Decision makers
in both the private and public sectors will have to evaluate consumption taxes with
this uncertainty.

B. The Low Level of U.S. Saving
Since peaking in 1978 at 8.1 percent of total Gross Domestic Product, the
annual rate of saving in the United States has rarely exceeded four percent. As shown

in Table 6.1, net saving by individuals, by businesses, and by governments have all
declined.
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Table 6.1
Components of National Saving as a Percentage of GDP

Average over Net Personal Net Business Net Govt. [ Total National
Period: Saving Saving Saving - Saving
1950-59 4.7 2.8 -0.1 7.4
1960-69 4.7 3.6 -0.1 8.1
1970-79 5.5 2.6 -1.0 7.2
1980-89 4.8 - 1.6 2.5 3.9
1990-92 3.5 1.6 -3.5 1.7

Source: Joint Committee on Taxation (1995).

Not only is the U.S. rate of savings low by historical standards but, as shown in Chart
6.1, it is also extremely low in comparison to other major industrialized countries.

Chart 6.1

NATIONAL SAVING AS PERCENTAGE OF GDP,
1989
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Source: Joint Committee on Taxation (1995).
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C. The Impact of Taxes on the Rate of Return

Two fundamental observations can be made about the impact of taxes on
saving. The first is that an income tax penalizes saving: the more an individual saves,
the greater his or her lifetime tax burden. This is illustrated in the example in Table
6.2.

Table 6.2
Comparing the Income Tax Burden of a Spender and a Saver

ASSUMPTIONS:
PRE-TAX RETURN

PRESENT VALUE

$70.00

$30.00

PERIOD 1
$100.00
$0.00
$70.00
$30.00

PERIOD 2
$0.00
$0.00
$0.00
$0.00

PRESENT VALUE

$70.00

$31.59

PERIOD 1
$100.00
$70.00
$0.00
$30.00

PERIOD 2

In this simple example, two individuals live only two periods ("working years" and
"retirement"), and they start out with the same initial wealth (from wages or
inheritance) of $100. The "spender" consumes all of his wealth during his working

%$1.68 tax at 6% rate of return has a present value of $1.59.
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years. The "saver" invests and does not consume anything until retirement.
Proponents argue that despite the same initial opportunities and the same lifetime
wealth (measured as the present value of lifetime consumption), the burden of
taxation is greater for the saver.

The second fundamental observation about taxes and saving is that a
consumption tax neither rewards nor penalizes saving. The burden of taxation is the
same irrespective of an individual’s savings behavior. The example in Table 6.3
shows the tax burden of the saver and spender under a consumption tax.

Table 6.3
Comparing the Consumption Tax Burden of a Spender and a Saver

PRE-TAX RETURN

PRESENT VALUE PERIOD 1 PERIOD 2
$100.00 $0.00
$0.00 $0.00
$70.00 $70.00 $0.00
$30.00 $30.00 $0.00

PRESENT VALUE PERIOD 1 PERIOD 2
$100.00
$100.00
$70.00 $0.00
$30.00| $30.00

The present value of an individual's lifetime tax burden is unaffected by the amount
of saving under a consumption tax. Thus, a consumption tax does not--by itself--
provide any incentive to increase savings. The benefit to saving is the removal of the
income tax from saving income.

“'Present value.
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D.  Evidence of the Responsiveness of Savings to Tax Changes

Calculations like the ones presented above are often used to illustrate the
detrimental impact of income taxation on after-tax return to saving. There is,
however, substantial uncertainty about whether this change in the after-tax return to
saving will affect the amount of saving. Moreover, it is not even clear for a given
change in the rate of return what direction the change in amount may be.

It is natural to expect that an increase in the returns to saving will increase
saving: With greater rewards for saving, individuals will do more of it. The opposite,
however, may also be true. This may be understood by considering the case of a
"target saver." A target saver would be an individual who saves to achieve a certain
dollar amount of future consumption (e.g., tuition for a child's college education). An
increase in the after-tax rate of return on saving would reduce the amount of savings
necessary to achieve the desired amount of saving.®* Another example of target
saving that declines with increases in rate of return is the funding of defined benefit
pension plans: when interest rates increase, employers can more easily meet their
pension obligations and therefore reduce their funding of pension plans.

Empirical research by economists does little to clear up the ambiguity as to the
effects of a consumption tax on saving. (In fact, given the importance of the
responsiveness of savings to changes in the after-tax rate of interest, there have been
remarkably few studies that attempt direct empirical estimates. This is because of the
significant practical difficulties in formulating meaningful statistical tests.). Many
economists believe that saving is not responsive to the rate of interest or that
statistical tests are not conclusive.®* Others believe that saving is responsive to the
return on savings.**

The work of Michael Boskin, former Chairman of the President's Council of
Economic Advisors, is frequently cited by proponents of consumption taxes as
evidence of the responsiveness of savings to changes in taxation. His estimates of
responsiveness of saving are at the upper end of empirical estimates. At the other end
of the spectrum, many economists believe that changes in the after-tax return to
saving has little or no effect on saving. In order to ascertain the order of magnitude

2For example, suppose the parents of a newborn wish to provide $100,000 of college tuition to their child on
the child’s eighteenth birthday. If the rate of interest is 8 percent and the parents” tax bracket is 30 percent, they
would have to save $3,182 annually to accumulate $100,000 in eighteen years. If their savings is exempt from tax,
they only need to save $2,472 annually in order to achieve their objective.

$See, for example, Boskin (1978).
$See, for example, von Furstenberg (1981).
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of the possible effects of a consumption tax, Boskin's work can be used as a point of
reference as a reasonable upper-range empirical estimate of the responsiveness of
saving to taxes. A reasonable lower range estimate is no effect at all.

Boskin's best estimate is that for a one percent increase in the after-tax return
to saving there will be a 0.4 percent increase in the amount of saving. Thus, with the
elimination of an income tax with a rate of 40 percent,* there would be an increase
in personal saving of approximately 25 percent.®® Using the data shown in Table 6.1
above, it can be seen that using this estimate a replacement consumption tax would
have increased personal saving from 4.8 percent to approximately 6.0 percent during
the 1980s and from 3.5 percent to 4.3 percent during the 1990-1992 period.%’

If, on the other hand, the elasticity of saving is close to zero--as maintained by
many economists--tax changes will have little impact on saving.

E. The Impact of Saving on Growth

Given the magnitude of these estimates, it is unlikely that any change in
taxation can fundamentally solve the problem of low saving in the United States.
Assuming the upper-bound estimates of responsiveness are correct, a replacement
consumption tax would result in a significant increase in saving, but such an increase
would only partially offset the large recent declines in the personal saving rate in the
United States. For example, assuming an elasticity of saving of 0.4, a replacement
consumption tax that became fully effective in 1990 would do little more than restore
the rate of personal saving to that which prevailed during the 1980s. From an
international perspective, these changes also seem small. The most optimistic
estimate of increases in the saving rate resulting from a replacement consumption tax
still results in a rate of U.S. saving rate far below that of most trading partners.

% Although there are many instances in which the marginal rate of tax on saving exceeds 40 percent (e.g.,
dividends received by individuals subject to both individual and corporate tax, and capital gains due to inflation
that are subject to tax), the vast majority of private saving in the economy is taxed at rates below 40 percent (e.g.,
saving by those not in the top marginal bracket, pension saving, life insurance, annuities, and IRAs.)

“The elimination of a 40 percent tax raises the after-tax rate of return by 67 percent. (For example, if the
before-tax rate of return is 10 percent, the after-tax would increase from 6 to 10 percent.) The elasticity of 0.4 is
multiplied by 67 percent to arrive at an estimate of 26.7 percent increase in private saving.

There is a class of theoretical models, known as "life-cycle" models, which predict extremely high responses
of saving to changes in the interest rate. (Savings elasticity's in the order of magnitude of 1.0 or 2.0 are common
in these models.) These models in general have wide acceptance as theoretical constructs in the economics
profession, but there have been no compelling explanations of why the high responsiveness of saving to changes
in the interest rate predicted by these models is not observed in the economy. For arguments for and against the
usefulness of the life-cycle models of savings see Starrett (1988) and Summers (1988).
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If upper-range estimates are correct, savings would increase by approximately
one percent of GDP (in 1995)--about $70 billion. An increase in $70 billion in saving
sustained over a period of years can result in a substantial increase in the nation's
productive capacity. In ten years, for example, this would result in a net increase in
the capital stock of $700 billion. If that capital had a rate of return of 10 percent, that
would be a $70 billion permanent increase in the economy, an increase of
approximately one percent.®

F. Impact on the Business Cycle and Inflation
1. Business Cycle Effects

Up to this point this chapter has focused on long-term "supply-side" effects of
a replacement consumption tax. Although widely discredited since its heyday of
influence in the 1960s, the predicted impact of a consumption tax by "demand-side"
or "Keynesian" economists still deserves consideration (if only because it has so long
dominated the textbooks and press reports). In a nutshell, Keynesian economics says
if there is significant unemployment and less than full capacity utilization, the
economy can be expanded because increases in government deficits can help spur
private and public spending.

This type of reasoning has lead to some concerns that a tax on consumption
could be a significant drag on the economy that could lead to recession. There are
many good arguments to discredit this claim, but perhaps the best in this case is that
most consumption taxes under consideration would be offset by reductions in income
taxes. Because there would be no change in the deficit, the impact on overall demand
would be small.*®

8This calculation is provided to give an understanding of a reasonable order of magnitude in the potential
change in the economy that results from an increase in saving. Economists alternatively might use models
employed in a branch of economics known as "growth theory.” In this framework, one might observe that the
return to capital (in the form of corporate profits, interest, and some reasonable portion of proprietorship income)
accounts for about 20 percent of GDP (i.e., about $1.5 trillion), and the current size of the business capital stock
producing that GDP is about $10 trillion. $700 billion of saving could increase that capital stock by about 7
percent. If income from capital also increased by 7 percent, this would be an increase in national income of about
$150 billion (or about 2 percent of GDP).

There are two reasons to expect this measurement might be biased upward. First, it is common to assume that
capital is subject to diminishing returns, i.e., the additional $700 billion in capital is unlikely to be as profitable as
the initial $7 trillion. Second, measured capital does not take into account intangibles (such as patents, trademarks,
goodwill, etc.). To the extent profits may be attributable to these factors, increases in tangible capital might not
be accompanied by rates of return that include returns to both tangible and intangible capital. (Although, it is often
argued that capital formation spurs technological innovation).

%The case can be made that placing a heavier tax burden on consumption and a lesser burden on saving will
dampen overall demand (macroeconomists refer to this as the theory of the "balanced-budget multiplier"), but these
impacts--to the extent they exist at all--are likely to be small and temporary. Any reductions in overall demand due
to reduced consumption are likely to be offset by increases in spending on plant and equipment.
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2. Inflationary Effects

Because it is widely believed that the burden of consumption taxes will result
in higher prices, there are concerns that a consumption tax will be accompanied by
an increase in the rate of inflation.” If consumption taxes imposed on businesses are
passed forward in higher prices, the effect on the price level will depend on the rate
of tax and the comprehensiveness of the tax base. If the rate of tax is 15 percent, and
the tax applies to 80 percent of the goods and services in the economy, the increase
in the price level that accompanies the imposition of the tax could be 12 percentage
points.

Because changes in the price level are ultimately controlled by monetary
policy, any increase in the price level from a consumption tax would have to be
accommodated by the Federal Reserve (i.e., a 12-percent increase in the price level
would have to be accompanied by an increase in the money supply of approximately
12 percent). Because the Fed's actions are not under the direct control of Congress
or the President, it is difficult to know how the Fed policy would react to the
imposition of a large consumption tax.

It is also important to stress that any changes in the price level due to the
imposition of a new consumption tax (or an increase in the rate of an existing tax) are
likely to be one-time changes in the price /evel and not permanent increases in the
rate of inflation.

G. Conclusion

In terms of its impact on saving, there is substantial uncertainty surrounding
the enactment of a replacement consumption tax. "Definitive" statements about a
consumption tax's impact on saving and economic growth should be accepted warily.
One thing that does seem clear is that even under the most optimistic assumptions, it
seems unlikely that a replacement consumption tax can increase U.S. saving to a level
comparable to that of its major trading partners.

Potentially the impact on long-term economic growth can be significant. If
saving is not responsive to tax changes, however, the impacts on growth will be small.
In summary, with regard to economic growth, a replacement consumption tax is
unlikely to do any harm but does have significant upside potential. Most conclude
its impact on inflation will be a short-term initial increase only.

"The choices faced by business will be (1) raise prices, (2) absorb costs, or (3) reduce wages (because there
is no income tax).
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Chapter 7
Consumption Taxes and International Trade

Summary

. Most consumption taxes operate under the "destination principle"” (that
is, they tax domestic consumption not domestic production).

. In order to effect the destination principle, value-added taxes rebate tax
on exports and impose import duties. These are known as "border tax
adjustments. "

. Border tax adjustments are necessary to maintain a level international
Playing field between domestic and foreign producers.

. Consumption taxes that replace income taxes may improve the trade
balance if they can increase national saving.

A. Introduction

A major issue in consumption taxation is whether or not tax should be levied
on domestic production--in which case exports would be taxed and imports would be
exempt--or on domestic sales--in which case exports would be exempt and imports
would be taxed. The difference may have important implications for international
trade.

Taxes on production are said to follow the "origin principle." Taxes on sales
are said to follow the "destination principle." From an economic perspective, the
destination principle is superior to the origin principle because it is less likely to
distort consumers' choices between domestic and imported goods. In practice, most
consumption taxes are imposed only on domestic sales.”! In addition, most

""Under the General Agreement on Tariffs and Trade (GATT), rebates are allowed for exports and taxation of
imports are allowed in the case of indirect taxes. Indirect taxes are taxes imposed on products, such as retail sales
taxes and VATSs using the credit-invoice method tax. Border tax adjustments are not allowed in the case of direct
taxes. Direct taxes are imposed on wages and profits. Even if border tax adjustments on direct taxes were allowed
under GATT, it is not at all clear how they would be implemented. Generally, one would expect the amount of
corporation tax associated with the final sales price of any product to be positively related to the capital intensity
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consumption tax proposals--with the notable exception of the Flat Tax--are imposed
on domestic sales. Income taxes, on the other hand, are typically imposed on
domestic production.”

Throughout this study it has been emphasized that it is important when
evaluating a consumption tax to distinguish the case of an add-on consumption tax
from a replacement consumption tax. This is particularly true in evaluating
international issues. As shall be discussed in greater detail below, most economists
believe that consumption taxes levied on the destination principle are neutral with
regard to international trade. Therefore, an add-on consumption tax operating under
the destination principle does not have any major effect on the trade balance. In
contrast, many economists believe that income taxes, levied on the origin principle,
can be detrimental to international trade. Therefore, it is only when a consumption
tax replaces an income tax that there may be a benefit to international trade.

This chapter provides a more detailed discussion of the arguments for and
against these assertions.

B. Border Tax Adjustments

It is easy to apply the destination principle under some consumption taxes. For
a retail sales tax and a personal consumption tax, the taxation of purely domestic sales
follows naturally from the mechanical application of the tax.” For value-added taxes,
however, a concerted effort must be made. In order for value-added taxes to apply
to only domestic sales, there must be special rules for both domestic production sold
abroad (i.e., exports) and foreign production sold domestically (i.e., imports). These
special rules are called "border tax adjustments." To relieve exports of tax, firms
exclude receipts from exports sales from the tax base. To tax imports, duties are
imposed at the border. Without border tax adjustments, value-added taxes would be
levied on domestic production.

of its production. However, beyond this generalization, there is no clear guidance as to how much corporate tax
should be attributed to a product. Any method of allocating a firm's corporate tax to its exports would be arbitrary.
Taxation of imports would even be more problematic. Arbitrary assignments of tax would have to be estimated
from the amount of tax paid by domestic firms computing similar products. Given that profitability varies
considerably from year-to-year, border tax adjustments on imports would have to be recalibrated frequently. Such
changes, however, could never be frequent enough because import taxes are imposed on transactions, but profit
taxes of firms selling comparable products are not computed--even on a preliminary basis--until several months
after the end of the taxable year.

The United States provides some partial relief from its income tax for certain types of exports.
A retail sales tax achieves the destination principle by only taxing domestic retail sales. A personal

consumption tax only taxes domestic consumers, so imported goods are subject to tax and exported goods are
excluded.
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International competition for sales into domestic markets is preserved by use
of border tax adjustments on imports. With these adjustments, goods produced
abroad and domestically are both subject to the same tax. For example, under a 10-
percent VAT, all domestic goods and services are taxed at a 10-percent rate and
imports are subject to a 10-percent duty at the border. Even though border tax
adjustments on imports to some may have the appearance of a tariff, there is no
discrimination against imports or favoritism to domestic producers because both the
sales of importers and domestic producers are subject to the same tax.

International competition in overseas markets is preserved by border tax
adjustments on exports. With these adjustments, exported goods are exempt from tax
as are the goods of their foreign competitors selling in foreign markets. For example,
if the United States levied a 10-percent destination-principle VAT, exports to Canada
would be exempt from U.S. tax as would goods produced and sold in Canada.
Sometimes this preferential treatment of exports vis-a-vis goods sold in domestic
markets is likened to an export subsidy, but as can be seen by the above example, they
are necessary to maintain a level playing field between overseas markets.

In conclusion, border tax adjustments in and of themselves appear not to have
any significant impacts on trade. On the contrary, economists argue that border tax
adjustments are necessary to maintain a level international playing field for traded
goods. Yet, there are still many reasons to believé consumption taxes may have a
positive impact on the trade balance if consumption tax revenues are used to reduce
income taxes or to reduce the Federal budget deficit.

C Trade Balance and Saving
1. Introduction

To the extent that a consumption tax increases saving, there may be a positive
impact on the trade balance. This is because there is a linkage between domestic
saving and the value of the dollar, and--in turn--between the value of the dollar and
the trade balance. If domestic saving increases, there is generally less need for
foreign capital to finance domestic investment. Reduced capital inflows into the
United States mean that foreign investors have less need for U.S. currency. A
reduction in this demand for dollars causes its price to drop (just as a reduction in the
demand for apples causes the price of apples to drop).

This decline in value--or depreciation--of the dollar is beneficial to U.S. trade.
A depreciation of the dollar means that foreigners wishing to purchase U.S. goods (in
dollars) will find these goods less expensive in their currency. This decline in price
will stimulate increased exports. Similarly, a depreciation of the dollar means that
consumers in the United States will have to pay more in U.S. dollars for foreign goods
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(whose prices are denominated in foreign currency). This increase in price means
reduced imports. Both increased exports and reduced imports improve the trade
balance.

The chain of causation from increased saving to an improved trade balance is
summarized in Figure 7.1.

Figure 7.1

The Link Between Savings and Trade

Increased (private or public) Saving =»
Reduced Capital Inflows =
Reduced Demand for Dollar =

Decline in Value of Dollar =
Lower Export/Higher Import Prices =
Increased Exports/Reduced Imports™=»

2. Increased Saving By Reduced Federal Budgét Deficits

Deficits by the Federal government are a form of a negative saving. For the
reasons outlined above, there is broad agreement among economists that the increase
in national saving that would result from reduction in the Federal budget deficit would
reduce the trade deficit. (This is often referred to as the "twin deficits" problem.)
Despite strong sentiment for deficit reduction, however, use of a consumption tax for
deficit reduction is not currently receiving any notable attention by Congress. In the
current political climate, it seems much more likely that deficit reduction will be
achieved through reductions in Federal spending.

3. Increased Saving By Reducing the Income Tax

Nearly all economists state that income taxes are inefficient taxes because they
penalize individuals for saving. Corporate taxes are particularly inefficient because
they add an additional layer of income taxation to the income from certain types of
capital (i.e., equity financed) of certain businesses (i.e., corporations). Thus, not only
is there a bias against capital formation, there is additional discrimination across
different types of capital. Given the absence of these problems under a consumption
tax, it should not be surprising that replacement of the income tax with a consumption
tax can improve overall U.S. economic performance and the U.S. trade balance in
particular.

If the burden of income taxation takes the form of a reduced after-tax return
on investment (i.e., the burden of the income tax is on capital), removal of the tax will
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increase the after-tax return to saving.”® To the extent that saving responds
positively” to the increase in the after-tax return on investment, the increase in
domestic personal saving could positively impact the trade balance. The chain of
causation is similar to that which would result from a reduced Federal budget deficit
(illustrated in Figure 7.1): increased domestic saving reduces the need for inflows of
foreign capital, reducing the demand for dollars, and causing a depreciation. This
depreciation, in turn, reduces the price of U.S. exports and increases the price of U.S.
imports. '

D.  Exchange Rate Adjustments

Up to this point, this chapter has ignored the impact of trade flows on
exchange rates. Exchange rate adjustments can be particularly important in
evaluating origin-based taxes--like the Armey Flat Tax--or any other taxes that might
impact trade. Economists believe that when exchange rates are flexible (as they have
been generally since 1971) even consumption taxes without border tax adjustments
will not distort international trade. This is because exchange rates will adjust in such
a manner that will have the same impact as border tax adjustments.”

The basic argument is best understood with an example. Suppose that a 10-
percent value-added tax is imposed without border tax adjustments (i.e., like the Flat
Tax). In this case, most economists assume the domestic price level would increase
by 10 percent. Without border tax adjustments, export prices would also increase by
10 percent, and import prices would remain at their before-tax levels. In this case,
exports would be at a competitive disadvantage and imports would be at a competitive
advantage. These changes, however, would reduce the demand for the dollar and, as
a result, cause the dollar to depreciate. Economists believe that equilibrium in foreign
exchange markets could only be restored when the dollar depreciated by 10 percent.
This decline in the exchange rate would obliterate any impact of the VAT on trade.
As a result of the depreciation of the currency, imports are 10 percent more

Even if repeal of the income tax does not increase the return to saving, there can still be a positive impact on
the trade balance. Instead of reducing profits, the burden of income taxes might be passed forward in the form of
higher prices. Under this alternative scenario, reducing income taxes can reduce prices. A replacement
consumption tax would cause an offsetting price increase. In the context of trade, however, the impact on prices
is not offsetting because a border-adjustable tax (i.e., a consumption tax) would replace a tax without border
adjustments (i.e., the corporate income tax). Thus, if the burden of income taxes is passed forward in higher prices,
a replacement consumption tax can reduce prices on exports. Although there is no definitive answer to the question
of the incidence of business income taxes, this discussion shows that a positive effect on trade is possible whether
the burden of income taxes is borne by consumers or is borne by business.

5This is the primary topic of discussion on Chapter 6.
"If indeed it is true that in a world of freely floating exchange rates there is no difference between an origin-

principle and destination-principle value-added tax, a strong case can be made for preference for an origin-
principle tax because border tax adjustments involve considerable administrative and compliance costs.
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expensive--just as if there were border tax adjustments imposed on imports.
Similarly, as a result of the depreciation, there is a 10-percent reduction in the price
of exports that exactly offsets the 10-percent increase in price due to the lack of
border tax adjustments.

This view is widely held by economists.” It follows from the basic tenet of
international finance that exchange rates adjust to restore equilibrium to international
markets. In equilibrium, a country's trade deficit is equal to net foreign investment,
that is,

Imports minus Exports equals Net Capital Inflows

Given this identity, and assuming that net capital inflows are unaffected by the
imposition of a consumption tax, there is no clear-cut reason to disagree with
economic reasoning. It is likely that any positive impact of a consumption tax on
trade will be offset by exchange rate movements in order that equality in the above
equation is maintained.”

Therefore, as long as net capital flows are unaffected, exchange rate
movements can eliminate any detrimental impact of an origin-based tax on trade.
Moreover, because capital inflows are likely to be reduced under a replacement
consumption tax (as discussed in the previous section), it is still possible for a
replacement origin-principle consumption tax--like the Flat Tax--to positively impact
the trade deficit despite the absence of border tax adjustments. Thus, even in the
context of an a non-border adjustable VAT, the central issue is again the impact of
a replacement consumption tax on saving.

E. Conclusion

Economists generally agree that (1) it is unlikely for border tax adjustments per
se to have any significant impact on the trade balance and (2) it is unlikely that a lack
of border tax adjustments will have any significant impact on the overall trade
balance once exchange rates have adjusted (although they may have some important
differential impacts across industries). In either case, a consumption tax is likely to

T'See, for example, Joint Committee on Taxation (1991).

"8The above reasoning does not say anything about the differential impact of these changes across industries.
For example, suppose (as was assumed above in footnote 3) that the burden of the corporate tax is on consumers
because the tax results in higher prices, and assume the tax is repealed and replaced with a consumption tax. The
repeal of the corporate income tax will not result in a uniform reduction in prices. It will generally reduce prices
more in high-profit and capital-intensive sectors of the economy. Any offsetting exchange rate adjustment will
uniformly impact the price of all products. In the end, there may be no change in overall exports, but it may be the
case that capital-intensive firms' exports increased while other firms' exports decreased.
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improve the trade balance only by causing a dollar depreciation that would follow
from any increase in domestic saving. A consumption tax might increase private
saving if it is a replacement tax that increases the after-tax return to saving. A
consumption tax can increase public saving by using revenues to reduce the Federal
budget deficit.
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Chapter 8
Consumption Taxes and Income Distribution

Summary

. Consumption taxes are widely perceived as placing undue burdens on the
poor. There are two reasons for this perception: (1) consumption as a
percentage of annual income is greater for low-income households than high-
income households, and (2) consumption taxes generally do not have progressive
rates.

. Many economists believe that consumption taxes appear more regressive
than they really are. This is because there are systematic biases in the standard
measures of “rich” and “poor”.

. Nevertheless, any politically realistic consumption tax will likely be
supplemented with features to alleviate the burden on low-income households.

. The exemption of necessities is not a particularly effective method of
reducing regressivity of consumption taxes.

. Some form of tax credit for low-income households likely will play an
important role in alleviating the regressivity of any consumption tax enacted into
law.

A. Introduction

On average, low-income households consume a larger proportion of their
income than do high-income households. For this reason, consumption taxes are
widely considered regressive.” This is particularly true if the consumption tax is
levied--as is often the case--at a single, flat rate.

"If tax as a percentage of income is greater for low-income households than high-income households, the
tax system is considered "regressive." Conversely, if tax as a percentage of income is lower for low-income
households than high-income houscholds, the tax system is considered "progressive.” If tax as a percentage of
income is the same for all taxpayers, the system is considered "proportional.”
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Regressivity is the Achilles' heel of consumption taxation. No matter how
effective any consumption tax might be in increasing saving, improving the trade
balance, and reducing complexity, such a tax might never become law solely because
it is regressive. In order to be politically viable, the basic structure of any
consumption tax may have to be substantially modified or supplemented in order to
eliminate its inherent regressivity. Moreover, if a consumption tax replaces the
current income tax, the new tax likely must go beyond avoiding regressivity. In order
to gain acceptance, it may have to be as progressive as current law.** Methods of
alleviating regressivity are among the most important issues in the design of
consumption taxation systems, and a variety of options are available. All of these
mechanisms, however, greatly increase administrative and compliance costs.

It is also important to recognize that despite the widespread perception of
regressivity by the general public, there have been a variety of challenges to this
traditional view:

(1)  Government transfer programs that favor the poor should be taken into
account when evaluating regressivity. The benefits provided by these
programs may substantially offset any burden imposed by a
consumption tax on a large portion of low-income families.

(2) The economic growth that could result from the imposition of a
consumption tax could make everybody better off, so the focus on
relative burden may be misplaced.

(3) Itis possible that the corporate income tax is not borne by capital but
by consumers, in which case the current tax system may not be as
progressive as is commonly believed. In that case, a switch to
consumption taxation may not alter the distribution of the tax burden
by as much as is commonly perceived.

(4) Economic well-being is usually measured by reference to annual
income instead of lifetime income. Most economists believe that use
of annual income as a measure of well-being makes consumption taxes
appear more regressive than they really are. Some economists even
argue that a consumption tax is fairer than an income tax.*

®Richard Gephardt, the Minority Leader of the House of Representatives, has recently proposed an income tax -
with a progressive rate structure and few deductions or exclusions. The top bracket is 39 percent and is applicable
to all forms of income including capital gains.

#1This argument is often made by David Bradford, a former Treasury Department Deputy Assistant Secretary
(Tax Policy). See, for example, Bradford (1986).
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Although these arguments are well understood by the experts, to-date they have not
entered the mainstream political debate. It is also unclear if they ever will; one
impediment is that they are unfamiliar or relatively difficult to understand.*

In any case, it is likely that methods of alleviating regressivity--not the larger
question of whether consumption taxes are actually regressive--will take center stage
in the consumption tax debate.®

B. Methods of Alleviating Regressivity

There are three general methods of reducing the regressivity of consumption
taxes. The first is to provide tax exemptions and/or low tax rates for low-income
households and to increase tax rates with the level of income. This type of progressive
rate structure can only be implemented under a personal consumption tax.** The
second method is to provide tax exemptions or tax reductions for the products
consumed in greater proportions by low-income households. Tax relief for food and
other necessities is only practical under a retail sales tax or a value-added tax. The
third method is to provide tax credits or direct payments to households to compensate
them for their disproportionate burden. These payments may be implemented under
any type of consumption tax, but are less costly to administer if they piggyback on a
personal income or personal consumption tax already in place.

1. Progressive Rates

As noted, a progressive rate structure is only practical under a personal
consumption tax. If it can be implemented, almost any degree of progressivity can
be achieved. For example, large personal exemptions could keep tens of millions of
households free of tax. Rates could be slightly or steeply progressive. As discussed
in Chapter 5, however, there is considerable uncertainty about the practicality and
popularity of a personal consumption tax. Calculating the net savings deduction
under a personal consumption tax would entail substantial administrative and

#The Appendix to this chapter provides more explanation of these arguments.

©No matter how meritorious these new methods might be, change will be difficult. To the extent these changes
are not well understood, many will be suspicious of technical changes with such large political ramifications.
Opponents of consumption taxation are likely to claim that "the books are being cooked" or that “the rules are
being changed in the middle of the game.” As the debate in consumption taxation develops, it will be interesting
to see whether proponents of consumption taxation will accept the traditional view of regressivity and fight their
battle on those terms or whether they will try to redefine the terms of the debate.

¥ Someday it may be technologically feasible to produce nontransferable identification cards electronically
encoded with each consumer’s tax rate. These cards would be presented at the cash register so that retail sales tax
and VAT burdens may be adjusted according to each individual’s circumstances. Still, substantial enforcement
and administrative problems would exist under such a system.
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compliance burdens, making it the most complex of all major types of consumption
taxes. A personal consumption tax has never been enacted into law in any modern
developed economy.®

2. Exemption of Necessities

In practice, the method most often used to alleviate regressivity of
consumption taxes is the exemption of products considered necessities. Most value-
added taxes in other countries as well as most retail sales taxes implemented by the
States provide tax relief for food, health care, housing, and other necessities. As
indicated in the following table, these items generally represent a larger fraction of
income for low-income households than high income households.

Table 8.1
Expenditures on Necessities as a Percentage of Total Consumption

Income Food at Home Shelter Health Care Total
Group

Source: Vasquez (1987), p. 321.

Although tax relief for these items reduces regressivity, a consumption tax with
preferences for certain types of consumption greatly increases administrative and
compliance costs.®® Preferences also take their toll in terms of economic efficiency.
When certain consumption items receive preferential treatment, consumers are likely
to rearrange their consumption patterns to avoid tax.*” Distortions result throughout
the economy as consumption shifts towards items receiving preferential treatment.
Furthermore, given the necessity of achieving certain revenue targets, any exception

¥See Chapter 11 for a discussion of the Nunn-Domenici proposal, which includes--along with a subtraction
method VAT--a personal consumption tax.

%Among the more famous examples was whether or not "Head and Shoulders" dandruff shampoo would receive
preferential treatment under the French value-added tax as a health product. Another administrative nightmare was
determining which food items would be subject to California's "snack tax."

¥For example, at a donut shop in Virginia, some patrons were observed eating donuts in their cars in the parking

lot rather than at the counter. This inefficient (and messy) behavior is the result of preferential treatment given
under the Virginia sales tax to carryout food.
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provided for certain items results in higher taxation for other items. These higher
rates of tax further distort consumption and reduce the economic benefits of
consumption taxation.

Perhaps the most disappointing aspect of this type of tax relief is its failure to
substantially reduce the regressivity of the tax. Although, as a percentage of income,
the benefit of exempting food helps the poor, a substantial portion of the revenue cost
of preferential treatment for food provides benefit to upper-income households as
well. Most studies show that tax relief for necessities does somewhat alleviate
regressivity, but not by much. The result of one of these studies is shown in Table
8.2. The table shows that under a broad based 10-percent value-added tax, the lowest
income class would pay tax equal to 14 percent of income while the wealthiest
families would pay consumption tax equal to 1.6 percent of income. If the tax base
is narrowed to zero-rate (i.e., to remove tax on) home-prepared food, medicine, and
utilities, the lowest income class would pay tax equal to 9.3 percent of income while
the tax on the highest income class would remain almost unchanged at 1.5 percent of
income.

Table 8.2
Effective Tax Rates Across Income Classes of a
Broad-Based VAT and of a VAT Excluding Necessities

Adjusted Gross Income ($ thousands

Proposal

(1) 10% Broad-
Based VAT

(2) 10% VAT
excluding Food,
Medicine, and Utilities

(3) 13.7% VAT

excluding Food,

Medicine, and Utilities
equal revenue to (1

Source: Brashares, Spreyer, and Carlson (1988), p. 171.

Furthermore, in order to make up for the revenue loss by zero-rating
necessities, the overall tax rate must be increased. In this case, the 10-percent rate
must be increased from 10 to 13.7 percent. As a result, the net absolute impact on the
poor as a result of zero-rating of necessities is small. Under a narrow-based tax, the
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lowest income classes would pay tax equal to 12.8 percent of income compared to the
14 percent they would pay under a broad-based VAT that generated the same amount
of revenue.

3. Tax Credits and Transfer Payments

Another method of alleviating the regressivity of a consumption tax is to
increase the availability of tax credits or transfer payments to low-income households.
This type of relief from a consumption tax could take a variety of forms.

a. Expansion of the EITC

The earned income tax credit primarily provides refundable income tax credits
to low-income working families who have children.®® The credit was significantly
expanded as part of the Omnibus Reconciliation Act of 1993. The advantage of
further expanding the EITC to offset the regressivity of a consumption tax is that the
administrative structure is already in place and, because it is refundable, the credit can
provide benefits to families who do not pay income tax. The major shortcoming of the
credit as it is currently structured is that it does not help the poor who are not working
or who do not have children. There are also substantial problems of fraudulent claims
for the EITC.*

b. Payroll Tax Credii

Allowing consumption taxes to be credited against payroll taxes is another
method of alleviating regressivity. (This is a feature of the Nunn-Domenici proposal.)
Currently, payroll taxes are imposed in equal amounts on employers and employees.
Each pays a tax of 7.65 percent on the first $61,200 (1995 level) of wages and 1.45
on all wages above that amount. Given this rate structure, and the absence of standard
deductions and personal exemptions, the payroll tax is a highly regressive tax. A
payroll tax credit would be somewhat broader than the EITC because it applies to all
workers regardless of family status. Moreover, the credit can provide relief without
refunds for many low-income working families because the payroll tax applies to
every dollar of wages while the income tax only applies after personal exemptions
and deductions. If the credit is not refundable, it can avoid encountering some of the
fraud problems that plague the EITC. However, a payroll tax credit does not help the

®Under changes instituted as part of the Omnibus Reconciliation Act of 1993, some limited relief is available
to working families without children.

#See, for example, Steuerle (1995).

70



poor who are unemployed. The payroll tax credit also would not alleviate the burden
on certain low-income retirees who depend on small amounts of dividend and interest
income.

c. New Broad-Based Refundable Tax Credit

An alternative to a payroll tax credit or an expansion of the EITC would be to
implement a new refundable credit (or, equivalently, undertake a significant
restructure of the EITC such that it applied to all low-income individuals regardless
of family or employment status). Ideally, such a credit would be equal or proportional
to the burden of the consumption tax on low-income households. If successful, such
a program would greatly expand the administrative and compliance costs because
millions of low-income households who now do not file tax returns would be required
to file.

There may be a problem of insufficient participation. State experience with
programs designed to provide relief from sales taxes has not generally been successful
in inducing low-income individuals to file tax returns to obtain refunds.”® Compared
to a state credit, the filing rate for a national tax credit might be improved by greater
public awareness (e.g., because of television) and by a larger amount of credit that
might be available from a tax with a rate high enough to replace the revenues lost by
the current income tax. On the other hand, there could be a problem of too much
participation--i.e., fraud--as there has been for the EITC.

d. Transfer Payments

Yet another method of alleviating the regressivity of a consumption tax would
be to work entirely outside of the tax system by increasing government transfer
payments to low-income households. It is important, though, to note that some
government transfer payments would likely increase automatically with the
imposition of a business consumption tax. This is because many existing programs
automatically index their benefits for inflation. If a household receives all of its
income in the form of indexed transfer payments, the household will be fully
insulated from the effects of the tax (e.g., a 10-percent rise in the price level due to
a 10-percent VAT will be matched by a 10-percent increase in government support.)
Examples of indexed transfer payments include Social Security and Federal employee
retirement benefits.

There have been some successes at the State level. See, Kuttner (1987) for discussion of New Mexico’s
experience with a refundable tax credit.

71



However, many transfer payments are not indexed for inflation, and many low-
income taxpayers bearing the burden of a consumption tax may not be receiving any
significant assistance from the government. Examples of transfer payments not
indexed for inflation are unemployment benefits and AFDC benefits.

Upon imposition of a consumption tax, the Federal government could mandate
increases in non-indexed transfers to offset the impact of the tax. In addition, the
government might use the revenues from a consumption tax to expand eligibility for
existing programs or to fund entirely new programs. While such benefits would not
be captured in standard distributional tables that only record the impacts of taxation,
they would in fact offset the burden of a consumption tax.
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Appendix 8A
Why Consumption Taxes May Not Be Regressive

This chapter explored the center stage of the political debate about income
distribution and income taxes: how consumption taxes may be made less regressive.
This appendix examines the somewhat more academic arguments as to why
consumption taxes might not be as regressive as they first appear. Although these
arguments have not yet received attention in the political arena--even proponents of
consumption taxes do not frequently espouse them--this is unlikely to remain the case
if consumption taxes undergo thorough consideration.

A. A Broader View of Government Redistribution

The tax system has a major impact on the distribution of income, but so do a
wide variety of government programs. Social Security, Medicare, Medicaid, Food
Stamps, and Aid to Families with Dependent Children (AFDC) are just some of the
Federal government's spending programs that collectively amount to a massive
redistribution of wealth across income classes and across generations. Some argue
that it is misleading and arbitrary to focus attention on the distributional effects of the
tax system without looking at the uses of government revenues as well. For example,
in analyses of the "fairness" of the tax system it is common practice to include
refundable earned income tax credits (Internal Revenue Code Section 32) in the
distributional analysis, but AFDC payments (not in the Code)--though in many ways
functionally equivalent--are not included. Certainly one's views about the
appropriateness of a heavy tax burden on the poor should take into account the use
of those revenues. A greater tax burden on low-income households may be more
tolerable if those revenues are used to provide food, medical care, and education to
the poor. Nevertheless, the notion of including both taxes and transfers in
distributional analyses has received remarkably little attention.

B. Economic Growth

Changes in tax law simultaneously may affect the overall amount of national
income as well as its distribution. In its official distributional analyses, the Federal
government generally holds economic growth constant. (The main reason for this is
that there is a great deal of dispute and uncertainty about the impact of taxes on the
overall economy.) Thus, government distribution analyses assume tax policy is a
Zero-sum game.

Despite the difficulties with precise quantification, most economists
acknowledge that a replacement consumption tax will increase economic growth--
particularly in the long run. Many would consider it particularly misleading to
assume economic growth will be unaffected in a distributional analysis of a
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replacement consumption tax. Even if the relative burden of some income classes
increases, it may be possible for all income classes to be better off if all incomes rise
sufficiently.

C. Incidence

It is critical to recognize that the burden or "incidence" of a tax is not always
on those writing checks to the government. For example, there is much dispute about
whether the burden of the corporate income tax is borne by shareholders of
corporations. To some degree the burden may be shared by the owners of all
businesses (because rates of return are driven lower), by business customers (because
prices rise), or by employees (because wages fall) as a result of the tax.

In the case of consumption taxes, the general consensus among economists is
that the tax is passed forward to consumers in the form of higher prices. There is one
important caveat, however. If the Federal Reserve does not "accommodate" the
introduction of a consumption tax with an increase in the money supply, it is unlikely
prices can rise.”! In this case, economists believe the burden of the tax would be
passed backward to employees in the form of lower wages. If this were to occur,
consumption taxes would still be regressive because wages account for a larger
percentage of income among low-income households than high-income households.
Still, there is an important difference between a consumption tax that increases prices
and a consumption tax that would reduce wages: the non-working poor who did not
receive government support indexed to inflation would bear a considerably lower
diminished burden under a consumption tax that resulted in lower wages. Thus, there
must always be much uncertainty about how the burden would be shared among low-
income households because it depends so much on the actions of an independent
Federal Reserve.

It is also important to note that the substantial uncertainty about the incidence
of the corporate income tax can have a large impact on the consumption tax debate.
Almost all major consumption tax proposals call for elimination of the corporate
income tax. If the burden of this tax is perceived to be on capital, it is a progressive
tax. This is the current view of the Treasury Department.” On the other hand, some
commentators believe the burden of the corporation is passed along--at least partially

%'One of the less controversial propositions of macroeconomics is that changes in the money supply are highly
correlated with changes in the price level.

%2See, for example, Toder (1995).
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-to the consumer in the form of higher prices. The more the corporate income tax is
considered progressive, the more difficult it will be for new consumption tax
proposals to maintain distributional neutrality to current law.”

D.  Redefining Regressivity

Perhaps the notion that is most damaging to the idea that consumption taxes
are regressive is recognition that fairness should not be evaluated by comparing taxes
paid as a percentage of annual income. The problem with using annual income as a
measure of economic well-being is that many households with low annual incomes
are not really poor. Many individuals with significant wealth earn relatively little
current income. Sometimes this is due to transitions in and out of the workforce (e.g.,
career switching, child rearing, temporary layoffs.) In other cases, relatively well-off
individuals may earn low incomes because they have not yet entered the workforce
(e.g., graduate students) or they have retired. Trying to alleviate the burden of these
individuals should not receive the same priority as families with similar incomes and
no wealth, but this type of distinction is not often made in distribution analyses.

It is sometimes advocated that annual consumption rather than annual income
is a better measure of economic well-being. Some argue that each individual should
be taxed on consumption rather than on income because income is what one "puts
into" the economy while consumption is what one "takes out." The more accepted
argument is that wealth or lifetime income are better measures of economic well being
than annual income, and consumption is a good proxy for measuring wealth or
lifetime income.* Although there is some dissent, the notion that lifetime income is
a better approximation of economic well-being has wide acceptance by economists.
The major issue is not so much with the concept but with the practical application of
the concept. It is much more difficult to measure lifetime income than annual income.

Despite considerable uncertainty about the details, there is little doubt that any
movement away from annual income and toward lifetime income as a measure of
economic well-being will make consumption taxes appear considerably less
regressive.

»Uncertainty about the incidence of the corporate income tax has caused Congressional analysts to simply
exclude the tax from its distributional analysis. For a review of issues surrounding official distribution analysis,
see Sullivan (1995).

*Most economists accept the notion that--in general--changes in consumption are highly correlated with

changes in wealth or lifetime income. On the other hand, annual income varies considerably from year to year and
is not as closely related to wealth.
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PART IV. SOME IMPORTANT DETAILS

Chapter 9
The Impact of Consumption Taxes on Business:
Some Basics

Summary

. In order to assess the impact of a replacement consumption tax,
businesses should take into account:

tax liability under a consumption tax (over several years)
potential changes in the economy

potential elimination of current tax preferences
transition provisions

changing impacts over the business cycle

the impact on financial statements

. The corporate income tax is a tax on a small slice of business income:
only income from equity-financed capital in corporate form is subject to tax. In
contrast, a value-added tax is a tax on income from both debt and equity--and it
taxes the capital income generated by partnerships, Subchapter S corporations,
and sole proprietorships as well as corporations.

. More importantly, a value-added tax is also a tax on all wages paid by
business to employees. For most businesses, total wages and benefits are many
times larger than total interest, dividends, and retained earnings.
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