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Mr. Chm’rmaz} and Members of the Commitiee:

Introduction:

T am pleased to discuss today proposais for fundamental reform of the tax gystem.
During the last two years, several proposals have been made that would replace all or pant of
the income tax and payroll tixes with a tax on consumption. The conceptual proposals under
current discussion include Representative Armey's and Senator Specter’s plass to adopt a
rwo-part flat consumption tax in place of the current corporate and personal income taxes,
Representative Gibbons® plan to adopt a subtraction method value-added tax (VAT) in place
of the corporate income tax, the payroll tax, and most of the individual income tax, and a
plan by Senators Nunn and Domenici to replace the individual and corporate income taxes
with two consumption taxes: a flat-rate tax on businesses and a progressive-rate individual
consumed income tax. In addition, Chairman Archer would replace the present income tax
system with a national retail sales tax or a VAT, Some of these proposals have been
introduced as bills, but we understand that seme of them are not yet in final form.

_ 'The interest in consumption taxes apparently arises for several reasons. The most

frequently cited benefit of moving from a system that taxes income toward one that taxes
consumption is that 2 consumption tax will improve saving rales and capital formation, and
our standard of living in the long run. Proponents of consumption taxes also argue that 2
consumption tax would improve economic efficiency — and thergby increase national cutput
~ and slmphfy the tax system. Some supporters of consumption axes point out that most of
our major trading partners rely more heavily on consumption taxes, particularly VATS, and
that adoption of a VA'I‘ in the United States would be more compatible with intemational
practices,

Mr. Chairman, we recognize that the current U8, income tax system has many
defects, and we weicome the discussion on how to reform it. Since radical changes to the
fax system -- especially changes that would completely replace the existing system -- involve
costs and risks, they should be carefully evaluated according to their ability to achieve the
fundamental objectives of a tax system - faimess, efficiency, and simplicity. We believe a
tax system should:

raise sufficient revenue,

distribute the burden of mxes equitably,

avoid excessive intrusion of tax considerations into private economic decisions,
promote economic prosperity and growth,

and limit the costs to families and businesses of complying with the tax and the
costs to the government of administering it.

& 0 00w

Reforms should also include rules 10 reduce windfall gaing and losses during the period of
transition to a new system. Consumption tax proposals, in particular, should address the
effect of the transition on the tax burden of the elderly, should include rules for the treatment
of certain hard-to-tax economic sectors, such as financial institutions, and should address the
coordination of a Faderal consumption tax with State and local retail sales taxes.
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In aédmon to these general tax pcixcv objectives, the Federal income tax has, over the
years, been used to promote mdeiy»hﬁd soctal and sconomic gaals such as home
ownership, private charitable giving, and provision of medical insurance by employers. Tt is
likely that thcsc goals would continue to be seen as pursuits wzm?zy of preference under a
reformed tax system. To the extent that a reformed system is to be used to promote social
and economic goals, possibiiities for simplification and tax rate reduction would be materially

reduced,

The strongest argument for a consumption 1ax is that 1t will probably increase saving
and investment, but the amount of any increase is highly uncertain and could be small.
Other ways of increasing national saving -- such as further deficit reduction or expanding
saving incentives within the income tax — can be used to further this objective either more
surely or with less overall disruption than a wholesale replacement of the existing income

Replamng the income tax with a consumptzc;n tax also raises concerns about fairness,
because many consurnption tax alternatives would increase the tax burden on low- and
middle-income families. Efforts to improve the progressivity of consumption taxes would
require significant increases in costs of compliance and administration. Moving from one tax
system to another would also be complex and costly and would creats both intended and
unintended winners and losers. It also would change asset values, and the level of prices and

wages.

Replacing the entirg income tax with a consumption tax would be a grand experiment
of applying theory to & practical application that no other country in the world has chosen to
undertake. Proptmcmzs of these plans must, therefore, overcome a significant hurdie -- they
must show that if is worthwhile to conduct this experiment on the world’s largest and most
complex mnamy

The remainder of my testimony will describe (i) various types of consumption taxes,
{ii) the distributional and economic effects of replacing the income tax with a consumption
tax (including the international aspects of the proposals), (ili) some issues related to specific
economic sectors that would have 1o be addressed in implementing a consumption tax, (iv)
ebservanons about simplifying the tax system, {v) the effect of some consumption tax
proposals an the underground economy, {vi} coordination of proposals with State and local
retail sales taxes, and (vii) transition issues,

L

peckeraed

Impesmg taxes on the basis of income (whether from 1abor or the return {0 savings
and investment} arises from the principle that an equitable tax system should take into
consideration the variation ameng individuals’ ability to pay taxes. The "ability-to-pay”
pnnclpie is often understood to mean that a tax should be progresszva with respect {0 income;
that ig, the poruon of income that is paid in taxes should rise as income rises. A broad-
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based income tax with graduated tax rates, as in the United States and other advanced
economies, satisfies that criterion. An income tax need not have graduated rates, however,
A flat-rate income tax applied beyond some base level of income would be progressive, but
not w the same degree as a graduated-rate tax.

, As an alternalive to income-based taxes, consumption taxes are levied only on income:

that is spent on consumer goods and services; or, in other words, income that is saved is
exempt from tax. Within this definition, broad-based consumption taxes can be administered
in a number of ways. They can be collected wholly from businesses, either on final sales to
consnmers or on the value-added by all businesses at each stage of production. They can be
collected in part from businesses and in part from wage-eamers by allowing businesses to
deduct wages and taxing them at the individual level. They can be collected wholly from
individuals by modifying the current individual income tax w allow taxpayers o claim a
deduction for all net saving., Furthermors, the stamtory rates under a consumption tax can
be flat, or they can differ across individuals or across different types of consumption. And a
consumption tax that is collected from businesses can be broad-based, or it can exempt
certain goods and services or businesses from tax,

Consumption taxes that are collected from individuals exempt income that is saved
from tax in one of two ways: (1) by allowing a deduction from an income base for income
that is saved and adding to the tax base the amount dissaved, or (2) by including
compensation in the tax base and exempting the return to savings (interest, dividends, and
capital gains). To see how exempting income that is saved is equivalent to exempting the
return to savings, consider the effect of each approach on a taxpayer who beging a year with
$100 of wage income and wishes 1 postpone all consumption for five years. The taxpayer
saves all of his after-tax wage income in the first year and eams a five percent annual return
on his savings. At the end of five years, he withdraws his principal and accumulated interest
and spends it. In each year, the tax rate is.28 percent.

In the first case, the taxpayer is allowed a deduction for net saving, but is taxed on
net withdrawals from savings. The taxpayer deposits his $100 of wages in a savings
account. He deducts $100 from his taxable income, leaving him with zero taxable income
and zero tax Hability, His after-tax consumption in the first year is also zero. Because the
taxpayer reinvests the interest income on his savings, he owes no tax on the interest income
during the next five years. In the fifth year he withdraws $127.63: his original savings of
$100 plus interest of $27.63, At a tax rate of 28 percent, his tax due on $127.63 of taxable
income i3 $35.74. His after-tax consumption is $91.89.

In the second case, the taxpayer must pay tax on his wage income and receives no
savings deduction. He pays $28 of tax on his $100 of wage income and deposits the
remaining $72 of after-tax income in the bank. He has zerg after-tax consumption in the
first year, Over the next five years, his interest income is exempt from tax. In the fifth year
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he withdraws $91.89, his original savings of $72 plus interest of $19.89. His raxable income
is zero, and his after-tax consumption is $31.8%. Assuming that the taxpayer is in the same
tax bracket during the five-year period, exempting the return to saving results in the same
pattern of after-tax consumption as allowing a deduction for income that is saved, leaving the
taxpayer indifferent between the two approaches.

Consumption taxes that are collected from businesses grant an immediate deduction
for purchases of new capital stocks (including machinery, buildings, land, and inventory).
This immediate deduction - or "expensing” -- effectively eliminates the tax on the return
from new investment. A consumption tax that is collected i part from individuals and in
part from busginesses would allow businesses 1o expense capital purchases and, under the
individual tax, either exempt income that is saved or exempt the return to savings. The
combination of these mechanisms ensures that income from capxtaz the return to saving and
mvaszmeﬁz is untaxed at any level. .

R::iwmg new saving and new investment from tax is seen as the primary benefit of
taxing consumption instead of income. Because the afler-tax return to savers will increase,
families will have an incentive to save more. But exempting the retum 1o new saving
reduces the tax base, requiring higher tax burdens on wage income, Moreover, because fow-
and middle-income households typically do not save as large a percentage of their incomes as
higher-income hausciwlds, flat rate consumption taxes are regressive - effective tax rates
decline as famziy incomes rise. Addressing the regressivity problem is a key challenge in
designing a censumpma tax that will not add to tax burdens of Iower- and middle-income
families.

While the key feature of a consumption tax is zhat it exempts income from new saving
and investment, it should also be noted that many forms of consumption tax would reduce the
number and types of deductions allowed to businesses. ' In general, a business-leval
consumption tax will allow deductions only for payments made to other businesses.
Therefore, wage payments and the cost of non-pension employee fringe benefits -~ such as
employer-provided health insurance -- State and local taxes, and payroll taxes would
generally not be deductible 1 businesses. The disallowance of deductions for fringe benefits
and for the employer portion of the payroll tax under some proposals represents 2 “hidden”
tax on employees, since most economists believe thai these taxes would be shifted by

employers to their employees. .

There are a number of ways to administer 2 consumption tax, although the various
forms would all not tax the retumn from new saving., The distributional effects and

administrative costs would depend on the details of each proposal. -

The theoretical model for each general option is decribed below. Applying theory to
practice, however, ‘will inevitably involve some compromises with the pure models. The
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degree of the deviations will be important in assessing both the possible viability and the
overall economic effects of any particular groposal

s tax (RST). Businesses are the sole mﬁeacmm agents for retail sales
fanes -~ izke those used t}y most States -- and VATs. A RST is applied 10 sales of goods and
services to households. In order o tax only sales to consumers, the RST must exempt sales
between businesses and distinguish between taxable and exempt sales of capital goods. If the
RST is levied on a broad base, it is a tax on total consumption. Because a RST is collected
only on retail sales to domestic consumers, it automatically faxes imports and exempts
exports. State sales taxes in the United States are not broad-based for two main reasons.
First, certain purchases, including purchases of housing and necessities like food and medical
care, are tax~exempt for secial policy reasons.  Second, many servicss are exempt for
administrative reasons.

H

2. Valug-added fax. Most countries that have a national consumption tax administer
it a8 a credit-invoice VAT, Under this system, businesses are liable for VAT on their sales,
but receive a credit against their tax labilities for VAT paid on inputs purchased from other
businesses. Credit-invoice VATSs in effect in other countries tax imports and exempt expors.
They achieve this result by not taxing export sales, while allowing exporters a credit for all
purchased inputs, and effectively imposing tax on goods purchased from other countries by
not allowing their cosis to be creditable.

Under a subtraction method VAT (also called a "business transfer tax” or BTT), a
business is lable for tax on the difference between its sales and its purchases from other
businesses, including purchases of buildings and squipment (but, as stated above, excluding
other costs such as taxes paid and labor compensation), If the tax is applied to all goods and
services at the same rate, a credit-iovoice methad VAT is economically equivalent 1 a
similarly broad-based subtraction method VAT or national RST. Under Representative
Gibbons® proposal, businesses would be subject to a subtraction method VAT.

] sart indi iness con ion fax. Another form of consumption tax
is caoiiecwd in pan fwm mdmduais and in pa,rt from busme:sses The tax could be
administered in the same way as a subtraction method VAT, except that it would allow
wages to be deducted from the business tax base and would tax them at the individual Jevel,
If wages are subgecz o the same, single tax rate tizat is applied o businesses, the tax iy

”ﬁat L] ;

The proposals by Representative Armey and Senator Specter are consumption taxes of
this form. In their proposals, wages are subject t a flat tax rate equal o the business fax
rate, but wage camners are allowed to claim personal exemptions. These plans are
economically equivalent 10 a VAT with a credit for wages up to the personal exemption
amount, Alternatively, the individual portion of the tax could be levied at graduated rates.
With no exemptions or deductions, the base of this two-part ax 15 the same as that of a
broad-based VAT or national RST - total consumption.



. ' 1e.18X. A consumption tax collected solely from individuals
would be If:vwé duectly (xz i?iear reported income, just like the current income tax, but would
aliow a deduction for net saving. The base of this tax is equal 10 consumption, because
consumption is the difference between income and net saving. In order to measure income
properly, proceexds from all forms of borrowing would need to be included in the tax base,
and all forms of saving would be deductible,

H
The USA Tax System proposed by Senators Nunn and Domenici is comprised of both
a flat-rate 1ax on businesses that is simidlar to 2 subtraction method VAT and a progressive-
rate individual consumed income tax. The Nunn-Domenici proposal would not allow 2
. deduction for labor costs under the business tax and would inciude labor income under the
individual tax. This means that wages and salaries and non-pension fringe benefits would be
taxed twice: once at the business level and again at the individual level. However, the tax
burden on wages would be reduced through tax credits to both employers and employees for

payroll taxes paid.
Distributional effects of replacing the incorae tax with a consumption tax

" The effect on the distribution of the tax burden of replacing the income tax with a
consumption tax depends on the detzils of the tax that is adopted and on which taxes are
replaced. Generally, however, taxing consurnption places a higher burden on low- and
- middle-income families -~ who typically do not save much of their income — relative 10 an
income tax. Because capital income is concentrated among high-income families, eliminating
the tax on income from new capital will disproportionately benefit high-income families.’ -
The change will, therefore, shift the tax burden away from high-income families to middie-
and low-income familics.

Table 1 shows the distributional effect of replacing the revenue of the corporate and
personal income taxes (including the earned income tax credit) with a general consumption
tax with no exemptions (such as a broad-based VAT or national RST).? The revenue-neutral
rate of 14.5 percent used for these calculations assumes that the tax is imposed on ali
consumption in the economy, including consumption services supplied by the government and
non-profit sectors, which would probably be exempt from a VAT or RST. In practice,

YFor example, about 40 percent of all taxable interest and dividend income veported on 1991 individus)
tax returns was received by the 6 prreent of taxpayers with sdjusted gross income over $75.00G, Ses U5,
Internal Revenue Service, Statistics of Income Division, Individual Income Tax Returns--1931, U8,
Government Printing Office, 1964, pp. 28-30.

%For an explanation of how to design a consumed incomw tex that is distributionally neutral scross
income guintiles, see U.S. Congressional Budge: Office, Esrimates for a Prototype Saving-Exempt Income 'I’ax,
Congressional Budget Office, 1994, pp. 19-28,
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therefore, the rate that would be required under a broad-based VAT or RST would probably
be much higher.? : .

At the 14.5 percent tax rate, the aggregate after-tax income for the group of families
in the first through fourth income quintiles would be lower under the flat tax (i.e., a net tax
increase), while the aggregate after-tax income for the group of families in the highest
income gquintile would be higher under the flat tax (a net tax cut). Expressed as a percentage
of after-tax income under current law, the proposal would cause a reduction in aggregate
after-tax income of between 3.9 percent and 11.1 percent for the groups of families in the
first through fourth income quintiles and 2 5.4 percent increase in after-tax income for the
groups of families in the highest income quintile.* This amounts to aggregate increases in
Federal taxes ranging from 15.5 percent 1o 134.1 percent for the group of families in the
first through fourth income quintiles, and 3 18.6 percent reduction in taxes for the group of
fazmi:es in the highest income gquintile,’®

In thzs analysis, the burden af the consumption tax is distributed to taxpayers
according to components of current income. But individuals may base current expenditures
on their expectation of future income as well as on current income. For'example, college
students who eamn very little while they are in school might, nevertheless, have high current
consumption expenditures if they are able o borrow against the expectation that they will .
have high incomes in the future. In such cases, annual income understates economic well-
being. Annual income may overstate economic well-being in a year when a family receives

SThe 14,5 percent tax rate would be applied on & tax-inclusive basis, in & manner similar @ the income
x. The equivalent mie calculatedt on & tax-exclusive basis, as would be relevant under 2 VAT, is 17.0

percent,
*These resuits are ilustrated i Chart 1,

*The distributionsl estimates shown in the Table 1 are based on the assumption that the consumption tax
is boroe by taxpaysrs in proportion tb their samings and income from existing capital. Alteruative sssumptions
could be made shout who bears the burden of the tax. A traditionsl sssumption is that a consumption tax is
borge by consumers in proportion to their consumption. We have not followed this xpproach, because it
overstetes the tx cut for high-income families and ihe tax increases for low- and middle-income families by
failing to adjust for temporary income fluctustions and normal life-cycle patterns of consumption and income,
In sddition, isck of reliabls datx on consumption by families with very bigh and very low incomes make
distributional estimates based on the traditional approach less reliable than those shown in Table 1, Follmmng
this spproach would lead to & more regressive distnbution of the tax than that shown in Table 1.

SThe findiog that replacing the income tax with 2 fat-rate consumption tax would sedistribute tax
hurdens from low-income o high-income families is consistent with previous anxlyses.  For exampie, CBO and
ICT find that, under » brosd-based VAT, low-incoms families would pay & higher fraction of their income in
ux compared to high-locome families. See U8, Congressional Budget Office, Effects of Adoping a Value-
Added Tax, 1.8, Congressional Budget Office, 1992, pp. 32-7, and Joint Committze on Taxation, Methodology
and Jssues in Mmmag Changes in the Distribution of Tax Burdens, U.S. Government Printing Office, 1993,
p- 34-5.



with a 14.5% Flat Rate Consumption Tax with No Exemptions{1)
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Chart 1: Distributional Effect of Replacing Current

- Income Taxes with a 14.5% Flat Rate Consumptnon Tax
Percent Change in After-Tax Income — -
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%
A1y 100
-15 . — s
Lowest  Second Third Fourth  Highest Top 1%

Income Quintiles

Source: Department of the Treasury {see Table 1 for details)
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income from z transitory source, such as a large bonus. For these reasons, some economists
argue that lifenime income is a better measure of an individual's long-term economic well-
being than annual income. Our analyses, however, do not distribute tax burdens according
to lifetime income because future eamings are uncertain, and even if future earnings were
known, lifetime income would be difficult fo measure with accuracy, In addition, lifetime
income is an inappropriate measure of current well-being if individuals are unable o smooth
their consumption over their lifetime by borrowing and saving. For example, if the college
students mentioned above are not able to borrow against their uncertain future eamings, it
may be inappropriate for the tax system to view them as well-off currently.” Nevertheless,
some studies show that distributing a general consumption tax to families according to their
estimated lifetime income makes the tax appear to be less regressive.

An important difference among the various forms of consumption taxes lies in the
mechanisms available for distributing the tax more equitably among families with different
incomes. One way that European countries atternpt to reduce the regressivity of the VAT is
by exempting specific goads and services from the tax or taxing them at a lower rate. This
approach does not reduce regressivity effectively because tax relief from exempting specific
goods and services is difficult to target to low-income families. While the tax preference
does relieve the burden on low-income families, middle- and upper-income households also
benefit when they purchase tax-preferred goods and services, requiring higher rates on other
goads and services that low-income families buy o raise the same revenue. Other
approaches, such as refundable credits and exparision in government transfer programs are
more effective ways to offset regressivity, but would add to administrative and compliance
costs and require explicit increases in government outlays. ’

A aensumption tax that is collected at least in part from individuals cap befter acoount
for differences in ability to pay among families and individuals tharone that is collected
solely from businesses. Such a fax can be made less regressive through standard deductions,
as under Representative Armey’s and Senator Specter’s flat tax proposals, and/or graduated
rates, as under the Nunn-Domenici plan. Refundable credits like the earned income tax '
credit {EITC) can aiso be used to reduce the tax burden on low-income families, but credits
carry with them administrative costs, For example, low-income families, who otherwise
might be excluded from the tax system, would he required to file a return in arder t0 receive

the cwdit

As an illustration of the effect of including standard deductions and personal
exemptions in a general consumption tax, Table 2 shows the distributional effect of replacing
the corporate and individual income taxes with a stylized flat tax similar to the Armey

"For & more detailed discussion of these points, see Joint Comaittee on Taxation, Methodology and
Issues in Measaring Changes in the Distribution of Tax Burdens, U.S. Government Printing Office, 1993, pp.
81-6. ‘
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Chart 2: Distributional Effect of Replacing Current
Income Taxes with a 22.9% (Modified) Flat Rate
Consumption Tax
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proposal.® With standard deductions of $24,700 (for joint returns) or $12,350 (for single-
filersy and a $5,000 exemption for each dependent, the revenue-neutral rate for the flat tax
rises to 22.9 percent. Under this version of the flat tax, the aggregate after-tax income for
the group of families in the first through founh income quintiles would still be lower than
under current law (i.2., a net tax increase), while the aggregate after-tax income for the
group of families in the highest income quintle would be higher under the flat tax (2 net tax
cut). However, compared 1o the proposal without exempticns, the Armey-style proposal -
would cause a smaller reduction in aggregate after-tax income (between 1.0 percent and 2.2
percent of current-law after-tax income) for the group of families in the first through fourth
income quintiles. The percentage increase in after-tax income for the group of families in
the highest income quintile, 1.6 percent, would also be smaller than the increase shown in
Table 1. These changes amount to aggregate increases in Federal taxes ranging from 8.9
percent to 12.2 percent for the group of families in the first through {purth income quintiles
{compared. to 15.5 percent and 134.1 percent, respectively, under the proposal without
exemptions), and a 5.6 percent reduction in taxes {compared to 18.6 percent in Table 1) for
the group of families in the highest income gquintile.”

Table 3 compares the progressivity of the current Federal tax system together with the
revenue-neutral, stylized flat tax described zbove. The last two colurmns in the table show
taxes as a percentage of pre-tax income (effective tax rates) for groups of taxpayers. The
current tax system is progressive with respect o income by guintile — that is, effective tax
rates rise with each income quintile -- and the flat tax is progressive through the fourth
income quintile, although the effective tax rate falls slightly from the fourth income quintile
to the highest. The flat tax proposal, however, ceases to be progressive for the group of
families with the very highest incomes. The effective tax rates for the groups of families in
the top ten percent, five percent, and one percent of the income distribution fall o 20.2
percent, 18.8 percent, and 16.4 percent, compared with a rate of 21,7 percent for families in
the fourth income quintile, Under current law, effective tax rates continue 1o rise for the
families with the very highest incomes."® This decrease in tax burden on higher-income
families under the flat tax ocours because income from new saving and investment (which is
not taxed under a consumption tax) is concentrated among families at the top of the income
distribution. |

While Treasury has not completed a study of the distributional effect of the Nunn-
Domenici consumprtion tax, their proposal was designed 1o achieve progressivity through
graduated rates under the individual consumed income tax. A top statutory individual tax

*Except for the inclusion of standard deductions aud personal exemptions and the disaliowance of
certzin deductions for taxes paid by businesses, the distributional estimates shownmsim’i‘abie?.mhnmdm
the same assumptions as these in Table 1.

’m&*mﬁtsmmmiﬁm 2.

"OThese results are illustrated in Chast 3.
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Chart 3: Distributional Effect of Federal Tax System
Under Current Law and With Income Taxes Replaced
by a 22.9% (Modified) Flat Rate ConsumptionTax
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rate of 40 percent, together with the loss of a deduction for labor costs under the 11 percent
business tax, means that consumed labor income in excess of $24,000 (for joint filers) would
be taxed at an effective rate of 46.6 percent under the Nunn-Domenici proposal.  With the
family living allowance and personal and dependent exemptions, 2 family of four would pay
income tax at an effective rate of 46.6 percent on consumed labor income in excess of
$41,600.

As an alternative to 2 complete replacement of the income tax system, a VAT or BTT
could be imposed at a2 moderate rate to replace a portion of the revenue from the income tax,
A variant of this approach, taken by Representative Gibbons, would impose a2 VAT to

. replace most of the revenue from-income and payrol!l taxes, but would refain an income tax
for high-income individuals to ensure that they continue to pay an equitable share of taxes.
Refundable credits or other mechanisms could be used 1o offset the effects of the
consumption tax on low-income families. .

_ While consumption taxes ¢an be made less regressive, there is & clear and important
tradeoff between progressivity and simplicity. The forms of tax that are the simplest and
probably the least costly to administer and with which to comply (the RST and VAT) cannot
be made progressive without retaining some income-based taxes on high-income families and
credits for low-income families, The forms that are collected solely from individuals are
more easily made progressive, but would be at least as complex ~ and probably more
complex - tharn our current tax system. Consumption taxes collected from individuals --
such as the individual portion of the Nunn-Domenici USA Tax -- would impose numercus
reporting requirements on taxpayers and would intraduce complicated tax calculations in
ways that would be new to taxpayers, tax preparers, and the IRS, T will describe some of
these complexities in more detail later in my testimony when I evaluate the effects of tax
reform on simplicity,

Transition from the existing income tax 10 a new consumption fax raises an additional
series of issues regarding equity, compliance, economic efficiency, and the impact on wages,
prices, interest rates, and the values of assets. These important issues are also discussed
below.
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Economic effects of replacing the income tax with a consumption tax"

The main reason 1o consider repiacing the income tax with a consumption tax is that
this change could encourage domestic saving and capital formation and promote aconomic
growth. A consumption tax would not tax the retumn 1o new saving and investment. The
income tax does tax this return, and thereby discourages saving and investment to some
degree. The key issue is whether substituting a consumption tax for an income tax will raise
saving enough to overcome its other problems,

National saving. The low rate of U.S. saving is a serious concern. The national
saving ratc in the United States has declined in the 1980s compared to the previous three
decades (Table 4), Although private saving decreased during this period, it remained
positive.  Public saving, however, has been consistently negative as a result of Federal
budget deficits.

Table 4. Components of Net U.S. Natiénal Savings
as 3 Percentage of GDP: 1550-1994
Net Net Total Net Total Net

: Personal  Business  Private Public National
Year P Saving Saving Saving Saving Saving
Average 1950-59 4.7 2.8 7.6 © 0.1 7.5

i
Average 1960:69 4.7 3.6 8.2 0.1 8.1
Average 1970-79 5.5 2.6 a1 -1.0 7.2
Average 1980-89 4.5 1.5 6.0 -2.4 3.6
Average 1990:94 3.4 1.8 5.1 3.1 2.1
Source: Department of Commerce, Bureau of Economic Analysis

[ S

YThis section analyzes the keg-mn economic sffects of swikching 0 » consumption tax system. The
short-run effects could be quite different from the long-run effexis, but saalysis of short-run effects is beyond
the scope of this wstmony.

21iscussion of the points mde in this section of the testimony appears in Joint Commitise on
Taxation, Factors Affecting the Compezitiveness of the Urited States, 1.5, Government Prnting Office, 1991,
pp. 44-52; 1.5, Congressionnl Budget Office, Effecs of Adopting o Value-Added Tax, Congressional Budget
Office, 1992, pp. 51-5; and Joint Committos on Taxation, Description and Anclysis of Tax Proposals Relating
to fudividual Saving, 1.5, Government Printing Office, 1995, pp. 6372, :
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The reasons for the decline in private saving rates in the United States are unciear. It
could be due 1 demographic factors that may reverse as the baby boom generation enters
- later middle age and saves for retirement. It may also be attributable to an increase in the
availability of insurance and Social Security benefits, which reduce the necessity for private
saving.?* The decline in saving does not appear to have been caused by changes in tax
policy. Marginal @ax rates were lowered substantially during the 1980s and new saving
incentives were introduced, but the rate of saving stll fell.

According to a recent report by the Organization for Economic Cooperation and
Development, the saving rates of our major trading partners also have declined since the
1960s.* Al of these countries except Japan, however, rely more heavily on consumption
taxes for revenues than does the United Stales, both as & percentage of gross domestic
product (GDP} and as a share of total tax revenues (Tables § and 6). While Japan depeads
the least on consumption taxes for revenues, it alse had the highest saving rate duning the
19805 (Table 7) and the highest rate of growth in real per capita GDP (Table §).

The most direct way o increase national saving is 1o reduce the Federal budget
deficit. The Federal government may also be able to affect private saving through changes
in tax policy. However, if tax policy changes also increase the Federal budget deficut, there
may be no net increase in national saving, . ‘

$For « more detailed discussion, see Joint Committee vn Taxation, Description and Analysis of Tax
Proposals Relaring to Individual Saving, U.5. Government Printng Office, 1991, p 72.

ROrpanization for Economic Cooperation and Development, Taxation end Household Saving, 1994, pp.
1724, ¢ .
%



19

% Table 5, Tax Revenues by Type of Tax as a Percentage of GDP
; for Selected Countries: 1992

Income & Social Ciexexds &
Total Profits Security Property Services  Other’

Canada 36.5 16.4 6.0 4.0 9.5 0.5
France . 436 7.6 19.5 2.2 11.7 2.7
Germany 96 127 15.2 11 106 0.0
Italy 424 16.6 13.3 1.0 114 0.1
Tapan 29.4 12.5 9.7 31 4.1 0.1
United Kingdom 352 127 63 28 12.1 1.3
United States | 29.4 12.2 8.8 3.3 5.0 :

Source: Qrganization for Economic Cooperation and Development, Revenue Statistics of €
‘Counteies, 1965-1993, 1994,

! Includes taxes at all Jevels of government,
? Includes certain payroll taxes that sre not sarmarked for social security, taxes imposed o other bases not
‘otherwise identified or identifiable snd fines and penaliiss,

Table 6. Tax Revenues by Type of Tax as g Percentage of
Total Taxation for Selected Countries: 1992

Income & Social- Goods &

Profits Security  ,Property Services Other®
Canada 45.0 16.5 11.1 26.1 1.4
France 17.3 44.6 - 50 26.8 6.3
Germany 2.0 38.4 2.7 26.9 -7
Italy '- 39.1 - 313 P 26.9 0.3
Japan : 42.4 32.8 14.5 14.0 0.3
United Kingdom 36.1 17.8 7.9 34.4 3.7

United States 415 2.9 11.4 17.1 .

Source: Organization for Economic Cooperstion and Development, Re
- Coumties, 1965-1993, 1994,

! Includes taxes at sil levels of government.
? Includes certxin payroll taxes that are not sarmarked for social security, tuses imposed on other bases
not otherwise identified or identifiable apd fines and penajties.
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Table 7. Average Net National Saving Rates for Selected Countries
Country 1380's 1290 1221 1292
Canada 8.4 - 5.0 2.5 1.5
France 7.9 8.6 7.6 6.5
Germany i ' 9.8 12.5 10.4 9.8
Haly % , 9.8 7.8 6.8 5.2
Japan - 18.2 19.3 20.0 18.2
United Kingdom 4.8 3.6 24 2.0
United Statesi | a5 31 2.8 1.9
Noste: Darx are based on the OECD System of National Accounts {SNA) methodalogy

which differs slightly from the U.8. National Income Acxounts System,
Table 8. Average Annual Growth Rates of Real
Per Capita GDP for Selected Countries: 1980-1992
{percent)
Country 1980 to 1990 1990 w 1992
Canada 1.9 1.9
France 1.8 0.4
Germany 2.0 2.0
Ttaly 2.0 09
Japan 3.5 2.4
United Xingti;om 2.:’3: -1.8
United States 1.8 «0.1
Sourse: Organization for Economic Cooperation and |
Development
2, , y. Two effects from substituting a consumption tax

for the i mcom :ax wuld bwsz zetal pnvate saving. Economic theory suggests that if the
afier-tax rate of return on savings goes up, individuals would increase saving to consume
more in the future since the "price” of future consumption in terms of foregone current
consumption is lower. However, most empirical studies find that the effect of increasing the
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rate of return on the level of saving would be quite small.’* In additon, some people are
"savers," while others consume essentially all their income. Shifting the overall burden of

- taxes from saver o consumer households can increase aggregate private saving, but it would
also result in an increased concentration of private wealth.

While 2 pure consumption tax would encourage private saving more than a pure
income tax, the effect on saving of substituting a consumption tax for our existing income tax
is less clear, Our current income tax includes powerful incentives for employees to receive
part of their compensation in the form of retirement savings plan contributions, and for
employers to provide such plans for all their employees -- including low-income employees

- who would not be likely to respond W direct tax incentives. The incentive to establish
retirement plans would be much weaker under a consumption tax,

An altermative way W use tax policy to increase private saving i3 to broaden saving
incentives within the framework of the existing income tax. Provisions that directly
encourage people o deposit some of their earnings in tax-favored accounts, such as IRAs and
401{k) plans, could be more cost-effective ways of increasing saving without replacing the
entire tax system. Toward that end, the Administration's budget has proposed an expansion
in the eligibility rules for contributing to IRAs,

AYing estment. Advocates of replacing the income tax with 2
w&snmpuon tax Qﬁm dxscuss effects on saving and investment as if they are interchangeable.
But saving and investment can diverge Significantly because of the increased amount of
international capital flows in today’s global economy. More specifically, the relative effects
on saving and investment would depend in part on the exient w which the consumption tax
revenues were used to reduce corporate or individual income tax rates. Eliminating the
corporate tax would increase domestic investment more than private saving, while eliminating
the individual tax would increase private saving more than domestic investment.!®

Bsee Joint Committes on Taxation, Descripsion and Analysis of Tex Proposals Relating 1o fndividual
Saving, 1.8, Government Priating Office, 1995, p. 46. For sdditional discussion of this point, see
Organization for Economic Cooperntion and Development, Taxation and Household Saving, 1954, In
Descriptions and Analysis of Proposais 1o Replace the Federal Income Tax (U.8. Goverament Pristing Office,
1995, p. 69), the staff of the Joint Committee oo Taxation states that the results of studies of the empirical
response of saving to changes in the sfier-tax mte-of-return are inconclusive.

¥Under U.S. tax rules, corporate income tax is imposed on the return to equity-financed capital used in
the Unitext States reganiless of who owns it, whereas the individual income tax is imposed on the retumn o -
capite] owned by 1.8, residents regardiess of where it is used, {U.8, corporations are taxed on their woridwide
income, but receive 3 tax credit for foreign incomw taxes paid, The residual U.S. tax rate oo sutive foreign-
source income of U.S. corporations, afier accounting for foreign taxes, is generally quits jow.) Eliminating the
corporate tax would be expected to increase domestic investment more than saving, because it would reduce the
cost of capital to both U.S. corgorstions and foreign corporaticns investing in the United States by much more
thaa it would increase the sfier-tax returs 1o U8, savers. In contrast, eliminsiing the individual income lax
woukd be sapected to incrense savipg more than domestic investment because it would increase the aftar-tax
returm 10 ULS. personal seving investod both in the United States and sbroad, bot, with internationally-linked
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4. Interest rates. It is not clear how a switch © a consumption tax would affect U.S,
interest rates in the long run.”’ The net demand by U.5. investors for interest-bearing assets
would be expected to increase, pushing bond prices up and yields down, This would ocour
because the consumption tax would femove irterest flows from tax calculations. Also, under
a consumption tax, domestic borrowers would not be willing to pay as high z rate of interest
because interest would no longer be deductible, and U.S. lenders would be willing to accept
a lower rate of interest because interest income would 1o longer be taxed. But in today's
world economy, the U.S. interest rate is closely linked o rates in other advanced countries.
With foreign interest rates unchanged and debt capital flowing freely across international
bordérs, any reduction in U.S, interest rates would be dampened significantly. The likely
result is that 11,8, interest rates would fall somewhas, but by much Jess than the initial @ax
benefit to savers. After-tax vields to U.8, savers and after-tax interest costs to U.S,
borrowers would increase,

Prices and wages
A frequent concern is that the introduction of certain types of consumption taxes,

particularly RSTs and VATs, would lead to a higher price level because such taxes are
generally added to the price of the product,

It is likely that such a one-time increase in the prices of consumption goods could
occur. In addition, the indexing provisions of social welfare benefits and some Iabor
contracts could lead to continuing inflationary pressures in later periods as a delayed effect of
the initial price level change. The extent of this one-time increase and any further increases
in the price level depend on the actions of the Federal Reserve. Such price increases can
only occur if the Federal Reserve provides accommodative monetary policy.'*

If the introduction of a consumption tax does lead to an increase in the overall price
level, wage-carners will suffer a proportionate reduction in their purchasing power. If the
price level does not riss, however, after-tax payments to factors of production such as wages
would have to be reduced. In gither case, the net after-tax returns to labor are likely to be
reduced under a consumption tax because of the need 10 obtain revenues to offset the
recuction in taxes on capital income,

capital markets, would not provide & relative advantage to capital invested in the United States.

The short-run effects on interest rates would depend on actions taken by the Federal Reserve during
the period of tansition (0 & new X system,

Bror additional discussion of the effects on prices of adopting 5 VAT, see U.S. Congressional Budget
Office, Effects of Adopiing a Value-Added Tax, Congmssional Budget Office, 1992, pp. 64-65.

If the consumption tax is a replacerent for pact of the income tax, however, there may be decreases
in the prices of investment goods that would produce an offsetting effect and further reduce the ikelihood of
price INCIEABLS,
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Asset values

Changing from income taxation to consumption taxation is likely to have material
effects on the values of different kinds of assets. It is clear that there will be major winsers
and losers. But it is difficelt 1o identify all effects on assets because such effects depend in
complex ways on the details of specific proposals and on the economic responses o some of
the changes, We can only comment generally on what some of the ffects might be.

Several sconomists have argued that expensing of new investments under a
consumption tax wili adversely affect stock prices o the'extent that thoss prices reflect the
value of existing capital.® Expensing of new investment lowers the rental price of capital
that is required to make new investment profitable. These lower rents, in tum, depress the
value of claims to existing assets. But the actual effect on the overall level of stock prices is
likely to be less than predicted by these studies. These studies are based on changing from
pure income to pure consumption taxes, but the current income tax system already
incorporates some features of a consymption tax such as accelerated depreczazz&n and savings
preferences. The shori-run adverse effects on overall levels of stock prices are likely to be
further cushioned because the adjustment costs associated with incorporating new investment
will reduce the rate at which the capital stock increases. This will keep wntal returns of

capital from fallmg by maintaining the value of scarce capital

The exempzwﬁ under a consumption tax for interest income and the elimination of
interest deductions would tend fo reduce interest rates, pushing up the price of existing
taxable bonds. . But in today’s imernational capital markets, high-grade bonds of different
countries are close substtutes. Consequently, a change in the tax treatment of debt in the
United States is not likely to affect world interest rates. On net, interest rates in the United
States would probably fall only slightly in response to the imposition of a consumption tax,
pushing bond vaiues up only slightly.

If the consumption tax is collected from businesses, and the Federal Reserve
accommodates the tax by expanding the money supply, the price level will rise. Increased
prices will effectively transfer real wealth from lenders {current holders of long-term bonds)
to borrowers {current issuers of long-term bonds). New borrowers and lenders would be
unaffected by this wealth mansfer,

Tax-exempt interest rates would be expected to rise in response to a switich to 2
consumption tax because, under most consumption tax proposals, tax-exempt bonds would no

®Sex for example, Alan Auerbach and Laucence Kotlikoff, Dynamic Fiscal Policy, Cambridge University
Press, 1987, and David Bradford *Consunption Tax Alternatives: lmplementation snd Transition Issues,” paper
at Hoover Instintion Coufersoce, May 11, 1995,

MSee Andrew Lyon, "“The Effect of the Tnvestasent Tax Credit on the Value of the Firm,* Journal of
Public Economics, 38 (1988), pp.227+247.



24

longer be favored relative to taxable bonds. Consequently, existing holders of long-term
municipal bonds would suffer a capital loss.

Under the current income tax, investment in owner occupied housing is substantially
tax favored compared to other forms of investment, These advantages include allowing
deductions for certain homeownership costs, such as mortgage interest and property taxes,
even though housing produces no taxable income. Under most consumption tax proposals,
housing would lose its relative advantage over other forms of investment. The switch to a
consumption tax would affect housing most directly through the repeal of the mortgage
interest deduction and corresponding elimination of the tax on interest income,
Consequently, the cost of both debt and equity capital invested in housing would increase.®
The loss of preferential treatment means that the consumption benefits from housing would
rise relative t the returns from other investment. This would lower the price of existing
housing and substantially reduce the number of new homes that are buiit.”® In the absence of
special transition rules or a continuation of tax preferences, housing values could fall
considerably in the short run. Over time, the housing stock would be expected to decline,
and the resulting scarcity of homes would push the prices of existing houses back towards
their initial level.

< offici
L. Allocation of capital.

Because a consumption tax does not tax the retum o new investment and treats all
businesses uniformly, it would not. favor some assets or industries over others. Unlike the
current 1.8, income tax, it would not favor non-corporate over corporate investment or
investments in capital owned by State and local governments, owner-occupied housing,
consumer durables, and other personal assets over business investments, As a consequence,
investors would be encouraged to hold assets that were expected to produce the highest
economic refums. Investment would be expected to shift out of the sectors that enjoy favor
under the income tax - owner-occupied housing, other personal assets, and noncorporate and
State and tocal capital — and into corporate capital. In addition, a consumption tax, unlike
the current income tax, would not favor corporate debt over equity financing, reducing tax
considerations from business financial decisions.

Bp similar conclusion is dmwn in Joint Committes on Taxastion, Descriptions and Anabysis of
Proposals 1o Replace the income Tax, 1995, U5, Government Prnting Office, p. 84,

. PThe decline in housing prices would be proportionately greater for higb-priced homes than for low-
priced homes, The owaers of high-priced homes are typically tn high 1x brackets, naking the wortgage
interest deduction relatively more valusblie to them, while the owners of low-priced homes may be 1n low
hrackets or may be gon-itemizers.
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The resulting gains in economic efficiency are substantially reduced if the replacement
consumption fax departs from a very broad base, However, such departures may be desired
for a number of reasons. For example, most countries attempt to reduce the number of
taxpayers in the systern by exempting small businesses from the VAT, Some industries, such
as banking and insurance, are typically excluded from the VAT because their tax bases are
difficult to define. Some forms of capital, such as owner-aecupiad housing, might be given a
preference to support social and economic goals. Each such exemption reduces the
efficiency and simplification benefits attributable to the uniform treatment of capital.

2, Taxation of existing wealth.

Economic analyses show that much of the gain'in economic efficiency predicted to
result from a switch to a consumption tax arises from the taxation of wealth in place at the
time of transition to the new tax., Saving and investment that take place after the imposition
of a consumption tax will be exempt from tax, but consumption out of existing wealth will be
taxed, unless provisions are made to relieve this burden explicitly. Economists believe that a
tax on existing wealth will not distort taxpayer behavior., Therefore, collecting revenue
through this non-distorting tax will allow lower tax rates on the remainder of the
gonsumption tax base, significantly increasing economic efficiency. Nevertheless, a full or
partial exemption for existing wealth might be desired o prevent savings that had been taxed
under the income tax from being taxed a second time under the consumption tax. An
exemption for all existing wealth would effectively convert the consumption tax o a ax on
wage income alone, however, requiring higher tax rates on wages te compensate for the lost
revenue.* Consequently, allowing 2 full exemption for existing wealth under & new
consumption tax will substantatly reduce, and could entirely eliminate, the gains in economic -
efficiency that many economists expect from the switch.”

3. Labor supply.

Both an income tax and a consumption tax zffect the choice between work and leisure
by reducing the relative purchasing power of wages, An income tax reduces the relative
value of wages by taxing them directly, A consumption tax that is collected from businesses
reduces the value of wages to the extent that the business tax is passed forward to consumers
in the form of higher prices or back to workers in the form of lower wages.®

# A consumption tax with &5 sxemplion for existing wealth would bo levied not only on wages, but
would also coliect sevenus on profits that reflect "sconomic rents,” for example, profits resulting from the
ownership of 3 monopoly. -

‘BFor » discassion of the relative sconomic benefits of & sonsumption tax, wige tax, and incoms tax,
see Alan Auverbach and Laurence Kotlikoff, Dyaamic Fiscal Policy, Cambridge University Press, 1987,

L T u,sg Congressional Budget Office, Effects of Adopring & Value-Added Tax, U.S. Congressional
Budget Office, 1992, p. 57,
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The effect on Jabor supply of switching to a consumption tax depends on changes in
effective tax rates, ' Effective tax rates reflect the combined effects of the statutory rate -
structure and other tax proposal provisions, such as denying deductions for wages and
employee fringe benefits at the business level and retaining payroll taxes. Examining the ©
proposed statutory rate structure alone would overstate the possible decline in tax rates and
the increase in work incentives.

One source of economic inefficiency under an income tax is the distortion the tax

-1mposes on a consumer's choice of how much to save. Because an income tax 1s imposed on
the return to savings, it effectively increases the "price™ of consumption in the future in
terms of consumption foregone today. That is, under an income @ax, a consumer must
deposit more money in the bank today to finance a given amount of spending in the future
than would be rexjuired in the absence of theincome tax. Economic theory suggests that this
increase in the price of future consumption reduces consumers’ incentive 1o save., A

consumption tax, which does not tax the return to savings, does not increase the price of
future consumption relative to current consumption. A consumption tax is, therefore, neutral
with respect to the consumer’s choice of how much 0 save. As I stated earlier in my
testimony, however, while economic theory suggests that individuals might increase saving in
response to the higher return to saving resulting from the switch %0 a consumption tax, most
empirical studies find that the effect of increasing the rate of return on the level of saving
would be quite small,

It is sometimes argued that, because indirect taxes can-be imposed on imports and
refunded on exports, the adoption of a VAT or other indirect consumption mx to replace part
or all of our current income taxes would encourage U.3. exports. However, trade
economists generally agree that such a wx change would not permanently improve gither
U.5. exporis or the U.S. trade balance.”

To see how a refund or exemption for exports under a consumption tax and the
imposition of the tax on imports (called border tax adjustments), in fact, amount i neither a
subsidy for domestic exports nor 2 penalty on imported goods, consider a very simple '
example. Imagine that both New York and New Jersey produce apples for consumption
within the state and for "export” to neighboring states. Assume a competitive market for
apples sets the price per bushel at $5.00. Now imagine that New York adopts 2 broad-
based, 10 percent VAT that exempts exports and is imposed on imports. The price of apples
produced and bought in New York would be expected to rise to $5.50. Since the New

_ PSee 1.5, Congressionst Budget Office, Effects of Adopting a Value-Added Tax, U.S. Congressions!
Budget Office, 1992, p. 63. A similar conclusion is drawn in Joint Committes on Taxation, Description and
Analyzis of Proposals 1o Replace the Federal Income Tex, U.S. Goverament Printing Office, 1995, pp. 6970
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Jersey apples that are trucked into New York are subjest to the 10 percent VAT, they would
also sell for $5.50 per bushel. Imports into New York weould, therefore, not be penalized
relative to domestic produce. Over the border, New Jersey apples would stll sell for $5.00
per bushel, as would imported New York apples that are exempt from New York's VAT,
The exemption for exports, therefore, results in no subsidy for New York's exports.”

While adopting a cohisumption tax with border tax adjustments is generally considered
to have no long-run effect on the balance of trade, eliminating or substantially reducing
income taxes could affect the trade balance, because income taxes may discourage both
saving by U.S. residents and investment in the United States, and lowering U.5. income
taxes could affect private saving and investment by differing and uncertain amounts. If
private saving increased more than investment, the United States woulkd import less capital
and net exports would increase; if investment increased more than private saving, net exports
would decline. Which effect would dominate depends on the specific form of the income tax
cut and on the relative responsiveness of saving and investment.

Eliminating or reducing U.S, income taxes could also affect the relative
competitiveness of different industries, because the income tax imposes different effective tax
rates on production in different economic sectors. For example, reducing the cost of capital
in the United States would generally favor the production of capital-intensive goods over
labor-intensive goods. This differential benefit would affect the composition of trade,
because goods that became relatively more expensive to produce in the United States would
be increasingly imported, and goods that became relatively inexpensive to produce at home
would be increasingly exporied. However, there is little reason to believe that the net trade
balance would be much affected by this change in relative trade positions,™

Although border tax adjustments under & consumption tax are generally considered to
have tiv long-run affect on the balance of trade, it shouid be noted that some types of
consumption taxes are accepted as border-adjustable under the General Agreement on Tariffs
and Trade (GATT), and others are not. Indirect taxes, such as credit-invoice VATs used in
most other countries, are border-adjustable under the GATT. Consumption taxes collected
wholly or in part from individuals, such as a consumed income tax and a flat-rate tax of the
type proposed by Representative Armey and Senator Specter, are unlikely to be refundable
under the GATT. Although a broad-based, single-rate subtraction method VAT is

L

B34t is not necessary 1o bave border tax adjustments to obiain this result, If the market price for appies
is $5.00, it will not be possible for producers w increase the price charged or lower the price and remain in
business, Labor will bear the bundes of the tax through 4 fall in wages and there will be no effect on frads
between New York and New Jersey. In the interoations] context, it is also possibie for the currency of the
country that imposed the tax 1o depreciate, offsetting the ¢ffect of the tax on the exported good,

The Joint Commitioe oo Taxation finds thet replacing part or sll of the corparste income tax with 2
VAT does vot directly affect the 1.5 trade halance. See Joint Committee oo Taxation, Faciors Affecting the
Comiperisiveness of the United Stases, U.S. Gaverament Pninting Office, 1991, pp. 3034,



bt —

28

economically equivalent 10 2 similarly broad-based credit-invoice VAT, 2 GATT ruling
would consider other factors, Whether a subtraction mcthzxf VAT would samve a GATT
challenge is an umcswd issue 02 .

Special treatment may be appropriate for specific business sectors under those forms
of tax that are collected at least in part from businesses. High administrative and compliance -
costs relative to revenue collected may justify special treatment for certain sectors and for
small busmesses Special rules are required for taxing goods and services with hard-to-
measure tax bases, such as financial services.™ The tax base for these services is not
explicitly separated from other charges, and it is'difficult 1o apportion the benefit from
financial services to those who receive them. For example, the charge for intermediation
services provided by banks is included in the difference between the interest rates charged to
borrowers and paid on deposits, That difference also includes the return to equity-holders.
Moreover, it is difficult to allocate the intermediation charge to a specific savings account or
loan, i

While the current version of the Armey and Specter proposals contzin no special rules
for the ueatment of financial institutions, the Nunn-Idomenici plan would tax banks and
insurance companies under a separate set of rules from those applied to non-financial
businesses.®

o
*hese points are discussed iy more detail in Joint Commitiee ot Taxation, Factors Affecting the
Competitiveness of the United States, U8, Government Printing Offics, 1991, pp. 3024, and U.5.
Congressions! Bzxdgct Office, Effecrs of Adopting a Value-Added Tax, U.5. Congressional Budget Offics, 1992,
pp- 6344,

“"I’I’MTm:swyi)epammzmpmdedonFmry 3, 1998, © a query by Senators Nunn and

S Thess issues sre discussed in deteil in Joint Commintee on Taxation, Factors Affecting the
Compevitiveness of the United Stares, U.5. Congressional Budget Office, 1981, pp. 314-20, and ULS.
Congressional Budgez Office, Effects of Adopting o Value-Added Tax, U.S. Congressional Budget Office, 1992,
pp. 26-30. ;

; ’ .

Pror a discussion of the difficuities related to taxing insurance and other financial services under 2
VAT, see Joint Cormmittee an Taxation, Farrors Affecting the Competitiveness of the United States, U8,
Government Pristing Office, 1991, pp. 315-18.

*This is less of 8 problem under two-part consumption taxes like the Armey and Specter proposals than
under other forms of consumption taxes, becsise the portion of value-added genersted within the fnancial
services sector by labor would be captured under the wage tax. Only the portion of value-added generated by
. cupital would be fost.

B S upe——
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Taxing govermnments and non-profit organizations is difficult because there often i no
market price for their production and many are currently not subject to tax. Most countries
with VATs attempt to tax the commercial operations of this sector, but this approach requires
differentiating between taxable and non-taxable activities which can be administratively
compiex. While special treatment for specific sactors might ease administration of 4
consumption tax, exclusions from the tax base would increase economic distortions relative
to & very broad-based consumption tax. The bysiness tax portions of the Nunn-Domenici
proposal would generally include the commercial activities of governments and many
currently non-taxable non-profit organizations in the tax system,

Taxation of housing and consumer durables also raises important issues, To minimize
economic distortions, rental housing, owner-occupied housing, and other durable goods
should be treated similarly. 'When businesses are allowed 1o expense capital purchases,
purchases of buildings or durables for use as rentals would be deductible, and rental receipts
would be taxed, However, the same theoretica! treatment of owner-occupied housing and
durable goods would require taxing the total purchase price, which refiects the current value
~ of the services the home or durable good provides over its useful life.® This approach can
lead to significant tax bills for buyers and windfall gains for current owners, who would not
OWE tax on zizz consumption of their existing housing or durable good.

:

Many consumption tax proposals assume that exports will be relieved of the tax and
imports will be taxed. Making the appropriate adjustments can be difficult if the tax base is
not broad or if tax rates vary. Border adjustments for centain services also create
complexity, because it is generally more difficult to determine the location of supply or
purchase in the case of non-tangible services than for goods,

Simplicity

Simplification of the iax system is a pnmary goal of many tax reform proposals, and
one which we support. A simpler tax system would have lower compliance costs for
individuals and businesses, such as the costs related to learning the tax rules, recordkeeping,
and preparing tax returns, and lower administrative costs for the government, such as the
costs of processing tax returns and conducting audits.

To evaluate reform proposals on the basis of simplification, however, it is useful 1o
examine the sources of the complexity that plagues our current system. One source of
complexity, the measurement of capital income, would be reduced under some forms of
consemption fax. Three other sources of complexity, the desire w0 distribute the tax burden
equitably, the necessity 1o measure the consumption component of business income properly,
and the use of the tax system to advance cerain non-tax social and economic policies, would

£

5ee 1.5, Congressional Budget Offics, Effects of Adopring a Value-Added Tax, U.S. Congressional
~ Budget Office, 1992, pp, 28-9.
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likely persist under any consumption fax. If a consumption tax were implemented in the
United States, the final form of the tax would likely differ from the ideal for these same
reasons, Divergence from the simple, broad-based, flat-rate, consumption tax model ~ for
whatever reason — will tend to lead o complexity, with higher administrative and compliance
costs, higher tax rates overall, and reduced efficiency gains.

Correctly measuring capital income is difficult, and approximations designed to
reduce that complexity can invite tax avoidance and an inefficient use of economic resources.
Therefore, one of the attractions of a consumption tax is that many of the onerous
caiculations related to capital income would be eliminated, and no tax would be owed on
interest, dividends, and capital gains. Under a RST, capital purchases by businesses and
capital income are excluded. Under a consumption tax levied at the business level, such as
Representative Gibbon's VAT or the business tax portions of the Armey and Nunn-Domenici
proposals, depreciation and other cost-recovery provisions would be replaced with expensing,
Administrative and compliance costs would be reduced, since it would not be necessary 1o
maintain records on asset costs in order to compute cost-recovery allowances and gains on
the sale of asséts.

| Unlike the existing income tax, however, a consumed income tax collected from
individuals would require the measurement of annual changes in wealth, As sugpested
earlier in this testimony, a consumed income tax system like the Nunn-Domenici individual
level tax could, therefore, be at least as complex a$ the current system, posing numerous new
taxpayer reporting requirements and introducing new tax concepts and calculations,
Compliance costs are likely to be significant for individuals who must report their net
savings, particularly for taxpayers that both borrow and save and roll over prior savings into
new acoounts, and for the banks, mutual funds and other businesses that would be required to
provide reports on investment and borrowing activities of individuals. Under one approach
to a consumed income tax, proceeds from all forms of borrowing -~ whether through a Joan
or a balance carried over 1o the next year on a credit card -- would be added to 2 family’s
tax base. The net contribution to all forms of savings would be deducted from the tax base
and withdrawals from savings woukd be taxed. It might not be complicated to calculate tax
lizbility under this approach for a family that borrowed no money during the year, had no
end-of-the-year credit card balance, and only made contributions to a passhook savings
account. But in the modern U.S. economy, even a maderate-income family mightina
typical year purchase deductible mutual fund shares through a dividend reinvesunent plan,
sell a taxable bond, and carry taxable balances an several credit cards. Some proposals
-might not require families to pay tax on some minimum amount of borrowing, such as under
the Nunn-Domenici proposal, or might allow tax-free withdrawals from savings in cases of
hardship, but these modifications would require complex rules to determine eligibility for
exemptions and to prevent tax avoidance.

H
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Most of Zt?u‘: mechanisms available under a consumption tax for minimizing the
regressivity of the tax introduce complexities and their resultant costs. Exempting certain
goods and services from a national RST or VAT and taxing others at alternate rates increases
the compliance burden on businesses that woulkd have 10 determine which rates 10 charge for
their products and, in some cases, would be required to apportion their deductible costs
among taxable and non-taxable sales. To make up the revenue loss from reducing tax on
some goods and services, tax rates on the remaining goods and services would have to be
raised. None of the proposals discussed in this testimony exempt specific goods and
‘services, though State retail sales taxes in the United States and VATy in most OECD
countries do use this approach. '

A tax that is collected wholly or in part from individuals can be applied at gradvated
tax rates, which would complicate the tax slightly: it is not much more difficult for waxpayers
1o look up their tax hability on 2 table — as they do now - than it would be for them to
apply a single rate to all taxable income. In the case of a two-part consumption tax, like the
Armey proposal, ensuring that the same top statutory rate applies to both individuals and
businesses would lower administration and compliance costs by enabling taxes on some forms
of income 1o be collected wholly from businesses, '

Many consumption tax proposals, such as those of Gibbons, Armey, and Nunn and
Domenici, offer large standard deductions and exemptions for dependents in order to relieve
some income from tax and to remove large numbers of people from the tax system
altogether. The latter benefit is reduced, however, if refundable tax credits -~ like the EITC
-« are used to minimize the burden of the tax, as is done in some proposals. Low-income
families that otherwise might not be required to file a tax return would have to fill out a
retum in order to receive the credit.  So that credits can be targeted to needy households, 2
family might be required to calculate income, which it otherwise would. not have {0 report
under some forms of 2 consumption tax. The relative increase in administrative and
compliance burdens of offering refundable credits might be small in the case of a consumed
income tax, under which much of the income tax structure would be retained. The relative
burden would be more significant, however, if the income tax had been completely replaced
by a business-level consumption tax,

Like the existing income tax, a consumption tax that is collected from businesses,
such as a2 VAT or two-part flat tax, would reguire rules for determining deductible business
costs.  Some business purchases have 2 consumption component that should be excluded
from deductible business purchases. For example, a business’ purchase of a company car
that is also avatlable for an employee’s personal use has a consumption component, as do
many business expenditures for travel and entertainment. The rules for determining
allowable costs under a consumption tax would be similarly complex 1o the related rules

£
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under the income tax. Moreover, the timing of deductions for capital purchases would make
the problem more serious under a consumption tax. Under a consumption tax, business
assets would be expensed, accelerating the benefit recetved by the taxpayer -- ami X
revenue lost to the government-- from circumventing the rules.

A U.S. consumptior tax is likely to be used to advance certain widely-held social and
gconomic godls. To the extent that these goals are promoted through the tax system, .
administrative and compliance costs are increased under a consumption tax as they are now
under the current income tax system, Home-awnership i$ treated preferentially under the
current income tax primarily by allowing families a deduction for interest they paid on their
home mortgages. Allowing current law treatment of mortgage interest under a consumption
tax would encourage homeowners to incur additional borrowing beyond their financing
needs. Because morigage loan proceeds under current law are not included in taxabie
income, while the amounts deposited in a savings account under a consumption tax would be
deductible, mortgage loans used to transfer money to 2 savings account would reduce tax
liability. In addition, allowing only some forms of loans to be exemnpt, such as under the
Nunn-Domenici proposal, would introduce complexity and distortions relative to a system
that treated all borrowing equatly. As under the existing income tax, taxpayers would have
an incentive 10 reclazsify ali forms of household debt as mortgage debt to maximize the
benefil of the tax preference.

Deductions for charitable contributions and State and local taxes paid could be
allowed for families under a consumed income tax and for wage-eamers and businesses
under a two-part consumption tax. A tax preference for employer purchases of health
insurance and fringe benefits could be provided under a two-part consumption tax by
allowing businesses o deduct these cosis. Under an individual-level consumption tax,
cmplayer~pmv1ded health insurance and other fringe benefits could be taxed by imputing
their value to the recipients and including the imputed value in taxable income; not imputing
the value 1o recipients would treat these benefits preferentially relative 1o other forms of
compensation. Each of these tax preferences, however, would require rules to determine
which fringe benefits are included in or excluded from the tax base, and these rules would be
equally complex as those under current law. Rules would also be required to determine
which business expenses to include or exclude from the tax base. The Armey and Specter
proposals would disallow deductions for state and local taxes, and the employer portion of
the FICA tax, The Nunn-Domenici proposal also would disallow those deductions, but
would permit a credit for the employer portion of the payroll tax.

The underground economy

The underground economy consists of illegal activities and those v:vizich are
“informal,” but not ilegal, A suggested benefit of a consumption tax system is that it may
promote greater compliance with the tax laws from those presenty operating in the

i
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underground cconomy., Some commentators have suggested that a consumption tax collected
at the business level would enable tax to be imposed on income of the undérground economy,
particularly the informal sector, that is untaxed under the current individual income tax.

This benefit may easily be overstated, The reporting of income and sales from illegal
activities, such as sales of illegal drugs, is unlikely to be affected by changes in the tax
system. Incentives for not reporting income or sales from informal activities are likely to be
similar under an individual income tax or a business-level consumption tax. For example, an
electrician who does not pay income tax can charge a lower pnce, just as an electrician who
does not collect a national RST or VAT for his services. Since income and sales from
purchases of goods and services in the legal sector by the underground economy, such as the
electrician’s tools and supplies, are taxable now, it is unclear whether additional revenues
would be obtained from this source by switching t0 a consumption tax,

Coordination with State and Iocal sales taxes

An additional administrative consideration is the coordination of a Federal
consumption tax with State and local government tax systems. Historically, States have
depended heavily on retail sales taxes and excise taxes for revenues.® The adoption of a
national sales tax or Federal VAT is likely 10 be seen as an infringement upon this important
revenue source for State and local governments. In addition, a Federal VAT or national
sales tax would Create a new type of tax for businesses to administer. Some businesses
would be responsible for either the VAT (or national RST) or a State sales tax, while athers
would be lizble for both. The amount of State sles tax or VAT {or national RST) collected
would depend on which tax was applied first and whether that tax was included in the tax
base for the other one. Particular goods and services might be taxable under a VAT (or
national RST) and exempted under the State sales tax, or vice versa, thereby creating
additional administrative and compliance problems. Although sales taxes are generally under
the purview of the States, the closeness of the tax bases would put the States under pressure
to conform to Federal law,

Transition to a gomumpaion tax and the tax on existing wealth

The most significant issue in converting from an income 0 a consumption tax sysitem
is deciding how to treat the return to wealth that was accumulated out of after-tax income
under the income tax. The retumn to new saving and investment would be exempt under a
consumption tax, but without an explicit exemption for old wealth, the return to and
withdrawals from the stock of existing assets that are not reinvesied will be taxed., For
example, imposing a Federal VAT would automatically tax ail withdrawals from existing
savings that are used for consumption — even if those savings were accumulated out of after-

¥gee Advisory Commission on Intergovernmental Relations, Significant Features of Fiscal chcraiwm,
Volume 2, Washington, DC, 1994, Table 31, p.A4.
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tax income. A full or partial exemption for current wealth might be desired 10 relieve the
tax burden on individuals with accumulated savings, many of whom are elderly. But such an
exemption would reduce the taxes paid by the holders of wealth, making the tax less
progressive. In addition, economists believe that a tax on existing wealth would not distont
taxpayer behavior, and that this non-distorting wealth tax is the source of much of the gain in
econoric efficiency predicted to result from a switch to a consumption tax. Consequently,
an exemption for all existing wealth would effectively convert the tax into a tax on wage
income alone, requiring higher tax rawes on wages. The effect would be to reduce
significantly, and possibly completely eliminate, the gains in economic efficiency that some
economists expect from a consumption tax.”’

To illustrate the magnitude of this problem, consider the value of current household
wealth. The total wealth of U.8. households is estimated at about $23 trillion.® Much of
this wealth is in the form of assets, such as pensions and unrealizeéd capital gains, which have
not yet been taxed. Excluding housing, the basis of private assets in the United States could
be as much as $10 uillion. Rules governing the treatment of consumption financed by
existing wealth during the period of transition io the new tax will determine to what extent
this significant amount of previously taxed savings is subject to the consumption tax. In this
case, transition rules are not merely an inconsequential technical issue; how existing wealth
is treated during the transition could have material economic effects. ‘

Transition rules could be designed to relieve completely the tax burden on savers who
have already paid income taxes on their savings and would otherwise be taxed again when
those savings were spent under a consumed income tax, For example, without 3 transition
rule for past savings, a retiree who accumulated 3100,000 in a savings account out of after-
tax income before the imposition of a consumption tax would be taxed on withdrawals from
that account that are for consumption expenditures. A transition rule could allow savings
that were accumulated under the income tax to be segregated from "new" savings and
deducted from income. This rule would treat the $100,000 as tax-paid savings and would
enable the retiree to make tax-free withdrawals from the savings account. It is difficult,
however, to design rules that differentiate between individuals who reduce their accurmnuiated
savings in order 1o consume, and individuals who only rearrange assets among accounts.
Allowing tax-free withdrawals from past savings, for example, would enable any individual
with accumulated wealth o gain a tax deduction simply by wansferring old assets into "new"
savings accounts., Such a rule would enable a millionaire living off the interest on her
accumulated assets, for example, o receive the equivalent of tax-free interest income - a

. ¥Ror a discussion of the relazive economic benefits of # consumption tax, wage tx, 20d income tax,
soe Alati Auerback and Lanrence Kotlikoff, Dyramic Fiscal Policy, Cambridge Uglversity Press, 1987,

Board of Governors of the Federa] Reserve System, Balance Sheets of U.S. Households.
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substantial benefit compared with current law.® The Nunn-Domenici plan includes detailed
rules that would prevent the taxation of most previously-taxed savings while prohibiting

- taxpayers from generating savings deductions out of existing savings. While these rules
would largely prevent the imposition of unfair burdens on elderly households, they would
add to the complexity and costs of the tax system and would result in lower economic
benefits than if the retum to accumulated assets were subject to tax.

A similar problem exists for businesses that have purchased equipment prior to the tax
change and have unused depreciation allowances. Denying depreciation deductions under the
consumption tax would mean that businesses would not be able to recover fully the cost of
those capital purchases, and that income from capital purchased before the effective date
would be overtaxed. It would impose windfall losses on firms that invested prior to the
effective date, placing them at 3 disadvantage relative 10 businesses that purchased equipment
just afier the cﬁ“@ctive date of the new consumption tax.

’i“mnsmon rules could reduce windfall losses in this case, but they would likely
sacrifice tax revenue and lead to greater complexity. For example, if the consumption tax is
collected only at the business level, businesses could be aliowed to deduct immediately the
balance of their depreciation allowances, though little revenue would be collecied from
businesses during the early years of the tax under this scheme. Extending the depreciation
deductions over a number of years, an approach taken by the Nunn-Domenici plan, would
spread out the revenue foss, but it would require businesses to segregate old and new assets
during the transition period and, therefore, would increase complexity.

Couclusion

A change as dramatic as replacing the income tax system with 2 consumption tax
should only be attempted if the expected economic benefits of taxing consumption are
reasonably certain to be larger than the total costs, burdens, and risks of moving to a
completsly new tax system. In making such a determination, it is misleading to compare a
theoretically ideal consumption tax and the income fax system in place today. A realistic
comparison would recognize that exclusions would likely be made under the replacement
system - either for administrative reasons or 1o support social and economic goals -- and that
those exclusions would reduce the economic benefits of the change and increase complexity,
A realistic comparison would also recognize that what we call an income tax in the United
States is really a hybrid tax system. While it is based on income, it incorporates a number
of consumption tax features that help promote saving. For example, contributions to

 ®Undar 2 traasition rule that treats withdrewals from existing saviogs that are deposited into new
savings acoounts &s sew savings, su individual could drsw down existing savings, deposit the amount 16 & pew
savings vehicle, and receive 3 tax daduction for the amount deposited. If the returs o this "new™ savings is
used for consumption, the individual would pay tax on that remarg.  But the sriging] tax deduction would provide
a henefit that would be equivalent to reseiving the interest income tax-fres. For an illustration of this result, see
the example m Mz *Background™ section of the testimany.
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pensions, deductible IRAs, and other types of retirement savings are deducted from @xable
income, and the earnings on these savings are not taxed untl they are withdrawn. Most of
the savings of middle-income Americans are in assets such as pensions and home eguity that
are already exempt from tax, Proposals for further reduction in taxes on income from
savings of muddle-income Americans, such as the proposal m the President’s budget to
expand the use of IRAs, should be carefully examined before we consider doing away with
the income tax.

Based on all of the considerations desciibed in my testimony today, we are not
convinced that the case for completely replacing the income tax with a consumption tax is
compelling. The most frequently cited economic benefit of such a change, an.increass in
private saving, is uncertain and could be small. The faimess of replacing the income tax
with a consumption tax is also a concermn. Moving 1o 2 flat-rate consumption tax would
increase the tax burden on low-income families and lower the tax burden on high-income
farpilies. Efforts fo improve the progressivity of consumption tax proposals result in
complexity. In addition, the effect of switching {0 a consumption tax on wage and price
levels, interest rates, and value of existing assets -- including homes -~ is uncentain.

In general, divergence from the simple, broad-based, flat-rate, consumption tax maodel
- for administrative reasons, 10 address distributional problems, or 1o promote seial and
gconomic goals — will result in more complicated tax calculations, higher tax rates overall,
and reduced efficiency gains, In addition, the wransition could take many years to complete,
and could be very costly and complex, Absent special transition rules, the move 10 a
consumption tax could create many unintended winners and losers. New savers would be
advantagedt relative to those who saved in the past, including many of the elderly. '
Businesses that invest after enactment of the consumption tax would have a competitive
advantage over businesses that invested just prior to the change. Rules could be designed o
address these situations, but they would be complex and could lead to significant reductions
in the economic benefits expected from a switch to a consumption tax.

We commend efforts to develop consumption tax proposals that are progressive and
revenue-neutral, We recognize that the details of some of the recent tax reform proposals
have not yet been provided, and that the details will affect the analysis of any particular
proposal, However, we belizve that completely replacing the income tax with a consumption
1ax ultimately could be excessively complex and could create economic disruption.
Moreover, while there has been substantial international experience with credit-invaice VATs
and broad familiarity within the Usited States with State retail sales taxes, adopting a form of
consymption tax other than a credit-invoice VAT or national RST would be venturing into
the unknown. We can only speculate as to how a consumption tax collected at the individual
taxpayer level would work. There is no experience upon which to gauge its effects on the
1.5, economy or its administrative and compliance costs, and no way to anticipate all the
potential tax avoidance schemes that could be designed to exploit the new tax rules.



37

Other countries have typically introduced consumption taxes, not as replacements for
progressive income taxes, but in place of existing distorting sales or turnover taxes. Most of
‘our trading partners now rely on & mixed tax system that combines income and consumption’
taxes. Consequently, a wholesale replacement of the income tax with 3 consumption tax
would rcpresent a grand international experiment. The burden lies with the proponents of
consumption taxes to show that it is worthwhile to conduct this experiment on the world's

. largest and most complex economy,

Mr. Chairman, the Administration is keenly aware of growing taxpayer frustration
with the complexity of the income tax system, and we think that greater weight should be
given to simplification in evaluating tax reform proposals than has been given in the past.
simpler tax system would have lower compliance costs for individuals and businesses ami
fower administrative costs for the government. Moreover, while the debate is in process,
simplification should be given greater weight in evaluating any changes to our existing tax
law, In this regard, we note that last year’s House of Representatives passed H.R. 3419, the
Simplification and Technical Cormrections Act of 1994, We urge the Commitiee to consider
this legislation again on an expedited basis. We look forward to working with the Congress
on these and other initiatives 10 improve our tax system. While continuing to work to
improve our current income tax, we will give serious consideration to broader reform
proposals that meet the tax policy objectives set forth above -~ propaosals that would simplify
the tax system and improve economic incentives without sacrificing revenue or faimess,
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Talking Peints on Flat Taxes

Several proposals have recently been made o replace the gxisting income 1ax system
with 2 "flat tax.® These proposals are effectively consumption taxes and have three
common characteristics:
H
{1}  they would replace the graduated rate structure of the income tax with a single
. rate; ‘
{2y they would @x consumption instead of income and effectively exempt capital
income (interest, dividends, and capital gains); and
{3y  they would ehiminate many of the deductions and exclusions that are allowed
under the current income tax.

Flat tax proponents claim that their proposals would result in increased private saving,
While economic theory predicts that families would have 3 greater incentive o save
under a consumption tax than under the income tax, the amount of any increase in
private saving from switching 10 a consumption tax i highly uncertain and probably
smiakl,

The analysis of any particular proposal will depend on itg dewils, and many of the
details of recent proposals have not been provided.

Replacing the existing graduated tax rates with a single rate raises concerns about
fairness. A flat rate tax would shift the tax burden from very high-income axpayers
to low- and middle-income taxpayers. Proposals that would allow a generous
exemption amount below which 2 family would pay no tax would relieve the poor
from any tax burden, but would necessarily raise the burden on middie-income
families.

Because low- and middle-income families consume a higher percentage of their
incomes than high-income families, a flat-rate tax on consumption is generally
considered to be regressive,

Consumption tax proposals would effectively eliminate taxes on income from capital
-- interest, dividends, and capital gains. Inevimbly, the tax burden on labor income
would have to be raised to make up the difference.

A flat rate consumption tax would allow businesses 1o deduct immedi iately the cost of
all capital investments instead of claiming depreciation deductions over time as the
investments produce income. Immediate expensing is equivalent 1o eliminating tax on
the return to business investments,

Under current law, businesses are allowed to deduct the cost of many fringe benefits
they provide for their employees, including heaith insurance premiums. Most flat tax



proposals, however, would disallow business deductions for fringe benefits other than
retirement benefits. This means that emplover-provided health insurance and other
forms of non-cash comypensation would be axed at the business level.

Under current law, businesses are atlowed 1o deduct the employer portion of the
payrol mx. Some flat tax proposals would disallow this deduction, which would
increase the effective tax rate on labor income refative o & system that allowed the
deduction,

The disallowance of deductions for fringe benefits and the employer portion of the
payroll tax represents a “hidden” 1ax on employees, since economists believe that
these taxes will be shifted by employers 1o their employees.

Many of the deductions that are allowed under the current income tax are intended to
promote certain widely-held social goals. These include deductions that encourage
homeownership, charitable giving, and employer contributions for health insurance
coverage, and deductions for State and local income and property taxes. Some flat
tax proposals wosld eliminate these incentives without providing substitute programs.

QOther flat tax proposals would retain some preferences, such as the deductions for
home mortgage interest and charitable contributions. Continuing these preferences,
however, would result in more complicated tax calculations, higher tax rates overall,
and reduced efficiency gains relative 0 a simple, broad-based, tax on all
consumption.

Many of the goals - such as simplification, base broadening, and lower tax rates --
stated by supporters of moving to a flat consumption tax can be achieved within the
context of the existing income tax. Replacing the entire income tax with a
consumption tax would cause substantial economic disruption and fransition costs and
would make it harder 1o achieve a fair distribution of the tax burden,

Some flat/consumption ax proposals would disproportionately burden past savers -
mncluding many of the current elderly - who have already paid income taxes on their
savings and would be taxed again when those savings were spent under a consumption
ml '

Many businesses that purchased gquipment prior to the transition to a
flat/consumption tax would have unused depreciation allowances, Denying
depreciation deductions for existing equipment under a flat/consumption tax would
impose windfall losses on firms that invested prior to the effective date of the new
flat‘consumption tax. This would place those firms at a disadvantage relative 10
businesses that purchased equipment just after the effective date, and would,
therefore, be allowed to deduct the full cost of those purchases.

t



Consumption taxes call for special rules goveming the tax treatment of certain
sectors, including non-profits, governments, housing and other consumer durables,
and imports. Because a consumption tax exempts financial income, financial
institutions cannot be subject to the same tax treatment as non-financial businesses.
Any serious consumption tax proposal must include rules governing the treatment of
financial institutions.

We recognize that the current income tax systemn can be improved, and we look
forward to working with the Congress on ways of simplifying our tax system. In
particular, the Admiaistration will give serious consideration o proposals that would
reduce the costs of compliance and improve economic incentives without sacrificing
revenue or. fairness.

Office of Tax Analysis
April 28, 1995



Talking Points on the Armey Flaf Tax

Representative Armey has proposed that the United States adopt a two-part flat tax to
replace the current corporate and personal income taxes. The proposed tax would be
collected in part from individuals and in part from businesses. The base of the 1ax is
total consumption, but the proposal exempts from tax a portion of wage income by
altowing standard deductions for individual waxpayers and their dependents.

The Armey proposal comprises:
i

(1)’ atax on individuals’ wage income at an initial flat rate of 20%, falling to
17%, with standard deductions for taxpayers and their dependents, and

{2) a tax, levied at the same rates as the individual tax, on all business cash flow
with deductions for purchases of capiial and for wages (but not for non-
pension fringe benefits, the employer portion of the FICA taxes, and State and
local taxes).

Under the Armey proposal, individuals would be taxed only on compensation for
labor. Interest, dividends, and capital gains would not be included tn individualy’
taxable income,

, Businesses - whether corporate or non-corporate -- would not be allowed a deduction
for interest and dividends paid to the owners of the business. Consequeantly,
distributions of income from existing assets would be taxable at the business level and
not at the individual level. But individual investors would pay no tax at any level on
income from governmen: bonds or OVErseas assets.

Businesses would be allowed to deduct the full cost of purchased capital assets. This
treatment, called expensing, means that income from new investraent would be
effectively tax-free at both the business level and the individual taxpayer level.

The Armey proposal in its current form i8 not self-financing.

e Preliminary analysis by the Treasury indicates that replacing the current

corporate and individual income taxes with a flat tax similar 1o that proposed
1 by Representative Armey would result in an estimated revenue shortfall of

$186 billion per year. To be made revenue-neutral with Armey’s proposed
standard deductions, the tax rate would have to be increased to 22.9 percent.
To be revenue-neutral at a 17 percent rate, the standard deductions would have
t0 be reduced to about 32 percent of their proposed amounts, Reducing the

f standard deduction amounts would increase the proportion of workers’ wages

. that is subject to tax.



- Representative Armey has indicated he would consider making up any
estimated revenue shortfall with a combination of higher wax rates, lower
stardard deductions, or spending cuts.

Replacing the existing graduated tax rates with a single rate would shift the tax burden
from very high-income taxpayers 1o low- and middle-income taxpayers. Proposals
that would allow a generous exemplion amount below which a family would pay no
tax would relieve low-income families of taxes on their wages, but would necessarily
raise the burden on middle-income families. Furthermore, because low-income
families consume a higher percentage of their incomes than high-income families, a
flat-rate tax on consumption is generally considered to be regressive.

e » Preliminary analysis by Treasury indicates that replacing the current individual
and corporate income taxes with a revenue-neutral (22.9 percent) flat tax
similar to that proposed by Representative Armey would lead to a net tax
increase for the group of families with incomes below $200,000 and a net tax
cut for the group of families with incomes above $200,000.

Under current law, businesses are aliowed to deduct the cost of many fringe benefits
they provide for their employees, including health insurance premiums. The Armey
proposal, however, would disallow business deductions for fringe benefits other than
retirement benefits, This means that employer-provided health insyrance and other
forms of non-cash compensation would be taxed at the business level,

Under current Iaw, businesses are allowed to dedudt the employer portion of the ‘
payroll tax. The Armey proposal would disallow this deduction, which would
increase the effective 1ax rale on fabor income.

The disallowance of deductions for fringe benefits and the employer portion of the
payroll tax represents a "hidden” tax on employees, since economists believe that
these taxes will be shifted by ‘employers to their employees,

Many of the deductions that are allowed under the current income tax are intended to
promote certain widely-held social goals. These include deductions that encourage
homeownership, charitable giving, and employer contributions for bealth insurance
coverage, and deductions for State and local income and property taxes, The Armey
proposal would eliminate these incentives without providing substitute programs.

The Armey proposal does not include rules to minimize windfall losses during the
transition to the new tax system. For example, many businesses that purchased
equipment prior to the transition to the Armey flat tax would have unused
depreciation allowances, Denying those depreciation deductions under the new ax
would place those firms at a disadvantage relative (o businesses that purchased
equipment just after the effective date, and would, therefore, be allowed to deduct the



full cost of those purchases. Transition rules could be designad (o minimize these
losses, but such rules would erode the tax base and reduce tax revenue.

Office of Tax Policy
Aprit 28, 1995



Talking Points on the Nunn-Domenici Unlimited Saving Allowance (USA) Proposal

Senators Sam Nunn and Pete Domenici have proposed replacing the individual and
corporate income taxes with two consumption taxes: a flat-rate tax on business cash
flow and a graduated-rate individual consumed income tax. The two taxes comprise
the "USA Tax System,"” which i3 intended to replace all of the revenues now collected
under the individual and corporate income taxes.

The USA Tax System proposal is a serious, detailed proposal that addresses many of
the problems associated with consumption taxes.

-- The proposal includes transition rules that would allow some depreciation
deductions for existing business assets.

-~ The proposal includes transition rules for previously-taxed savings that are
designed to (1) prevent the taxation of these savings a second time under the
USA Tax and (2) disallow a tax deduction for shifting old savings into new
savings vehicles.

-~ The proposal provides for the taxation of banks, insurance companies, and
other financial institutions.

= The proposal’s authors claim it would be revenue-neutral and would make the
tax system slightly more progressive. (Treasury has not estimated the revenue
and distributional effects of the USA proposal.)

The two major concerns with the USA proposal are that: (1) it could make the tax
system more complex and (2) it would significantly increase effective marginal tax
rates on labor compensation by raising the top marginal tax rate and by taxing wages
at both the individual and business level.

All businesses would be taxed at a proposed rate of 11 percent on a base equal to
gross receipts less expenses for domestic operations -- including purchases of
equipment and structures, but excluding labor costs -- measured on a cash flow basis.
Financial receipts, such as interest and dividends, would not be included in receipts.
Interest and dividend payments would not be deductible.
1
- All labor costs -- cash wages and non-pension fringe benefits -- would be non-
deductible. But businesses would receive a credit for the 7.65 percent
employer portion of the payroll tax.

The USA proposal would tax all non-pension fringe benefits at both the individual and
business level. Under current law, businesses are allowed to deduct the cost of many
fringe benefits they provide for their employees, including health insurance premiums.



The USA proposal, however, would disallow business deductions for fringe benefits
other than retirement benefits. This means that employer-provided health insurance
and other forms of non-cash compensation would be wxed at the business level. The
USA proposal suggests that these benefits would also be subject to wx under the
individual portion of the tax: the vaive of non-cash compensation would be imputed o
individuals and included in their taxable income.

The loss of a deduction for Iabor costs under the business ax and the inclusion of
labor income under the individual tax means that wages and salaries and non-pension
fringe benefits would be taxed twice: once at the business level and again at the
individual level: -

All'individuals would be taxed on a base equal to their gross income less net saving.
To make the tax.less regressive, tax rates would be graduated, and families would be
allowed personal ‘and dependent exemptions, a family living allowance (FLA), and an
earned income tax credit {EITC).

4
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—~ . Wage-earners w&&!éialsp receive & tax credit for their 7.63 percent share of
the payreli tax.

In general, additions 10.savings would be deducted from income and not taxed. Net
withdrawals from: savings, however, would be included in taxable income, For
example, if savings were withdrawn to make a2 downpayment on the purchase of a
car, the amount of the withdrawal would be taxed. The effect of this is proposal is
that capital income {interest, dividends, and capital gains) would be gxempt from tax.
{See the accompanying-note on the equwalence of USA Tax treatment of savings and
interest exemption.). - » e ed e

The proposal includes three individual tax-rates for 1996: 19 percent, 27 percent, and
40 percent. The lower two rates would gradually fall through 2000 to 8 percent and

19 percent res_peouvely__m s

e G T ‘«'.‘,-
-- The 40 percent ‘rate ' would begin af 324 000 of taxable income for joint
returns;=§21,100 for a return filed by a head of household, $14,400 for single
ﬁlers “and $12,000 for married individuals filing separately.

Ta.xable income would be reduced by a family living allowance of $7,400 for joint
returng, 34,400 for smgle filers, $5.400 for head of household filers, and$3,700 for
‘married-individuals filing separately. Households would also be allowed personal and
dependent exemptions of $2,550. Thc total amount of exempt income for a family of
four would be 3$17,600. SR T

Because labor compensation is taxed at both-the business level and the individual
level, taxable labor income in excess of $24,000 {for joint filers) would be taxed at an

e



effective rate of 46,6 percent. With the family living allowance and personal and
dependent exemptions, a family of four would pay ax at an effective rate of 46.6
percent on consumed labor income in excess of $41,600. (Earnings below the
OASDI wage base — $61,200 in 1995 — are subject o the payroll tax. Under the
proposal, workers would recetve a credit against their USA Tax liability for their 7.65
percent share of the payroll tax. Earnings in excess of the OASDI base are not
subject to the payroll tax, and, consequently, would receive no additional USA Tax
credit.)

The USA proposal would continue to allow individuals to deduct charitable
contributions and a limited amount of home morigage interest.  In addition, the
proposal wouldintroduce a deduction for qualified educational expenses. Al other
deductions allowed under the existing income tax, including deductions for State and
local income: m{i ;:mgeny taxes, would be ¢liminated,

" The USA proposal would ai%ow businesses to deduct the full cost of purchased capital
assets. This mmept,_cgﬂcd expensing, would effectively relieve income from new
investment of tax at the business level, Deducting net savings under the individuai
tax is also equwalent to exempting income from capital. Expensing under the
business tax ¢ombiied with the savings deduction under the individual @ax, therefore,
ensures that’ mcome from cap;tai would be untaxed at any level under the USA
proposal * - L ..

Itis zwz clear that the economic benefits of the USA Tax System would exceed the

costs, inzr{ie:zst and zzsi;s of mcvmg 1o an entiz‘eiy different tax system,

-~ Private saving miﬁ increasé in response to replacing the income tax with the
USA-Tax System, but-economic studies suggest that the amount of the increase

is uncertain and probably small.

- Because - marginal (ax rates on wage inearme would increase, however, work
_ " effort” may 7'decline. * This coutd af’fm some of the economic benefits from
mcmaseti saw:sg . LT

- ’ﬁm gmpoml w&iﬁé pmbabiy not makt: the tax system simpler and could make
it more complex. Although it would mmpltfv tax compliance by eliminating
.. calculations associated with measuring. income from saving, it would retain
many of the wmphcatmg features of the existing individual income tax and
would introduce new tax calculations and reporting requiremsnts that would
increase burdens on taxpayers and the Internal Revenue Service.

. Office of Tax Analysis
% &»B S ’ April 28, 1995
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Equivalence of USA Tax Treatment of Savings and Interest Exemption

The first two examples below 111ustr‘ate how L?ié: treatment of savings under the Nunne
Domenici USA Tax proposal is gquivaler p -ome from 1ax. The third
case illustrates income tax treatment of savmgs aﬁd shf:}ws thaz after-tax consumption from
savings is lower under an income tax than under 2 consumption fax.

In each case, the taxpayer beging with $100 of wage income in the first vear. He
wishes t0 postpone ail consumption for five years. The taxpayer saves all of his after-tax
wage income in the first year and earns 2 five percent annual return on his savings, At the
end of five years, he withdraws his principal and accumulated interest and spends it. [n each
case, the tax rate is 28 percent.

Under the USA proposal, a deduction is allowed for net savings, and net withdrawals from
savings is taxed. In the first year, the taxpayer deposits his $100 of wages in a savings
account. He deducts $100 from his taxable income, leaving him with zero taxable income
and zero tax Hability, His after-tax consumption is also zero.

Because the taxpayer reinvests his interest income on his savings, he owes no tax on the
interest income during the next five years. In the fifth year he withdraws $127.63: his
original savings of 3100 plus interest of 327.63, At a tax rate of 28 percent, his tax due on
$127.63 of taxable income is $35.74. His after-tax consumption is §91.30.

In the first year, the taxpayer must pay tax of $28 on his $100 of wage income. He deposits
the remaining $72 of after-tax income in the bank. He has no after-lax consumption.

Over the next five years, his interest income is exempt from tax. In the fifth year he
withdraws $91.89 his original savings of mgius interest of $19.80. His wxable income i3
zero, and his afler-tax consumption is .. :

PN

!

In the firgt year, the taxpayer must pay tax of $28 on his $100 of wage income. He deposits
the remaining 872 in 2 savings account.  He has no after-tax consumption,

In each of the next five years, he must pay tax on his interest income. His after-tax return
on his savings is reduced from five percent 10 3.6 percent. In the fifth year he withdraws
$85.93: his original savings of $72 plus interest of $13.93. His afier-tax consumption ig
$85.93.

Office of Tax Analysis
April 28, 1993
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Talking Points on Replacing the Income Tax with a National Sales Tax

A retail sales tax and a value-added 1ax (VAT) are both forms of national sales tixes.
As under any consumption tax, income is effectively taxed under 2 sales tax only
when it is'spent on consumer. goods Or services; income that is saved is exempt from
tax until it is withdrawn from savings and spent, Represestative Archer has proposed
replacing the income tax with a national sales tax

- A retai] sales tax is collected from businesses and applied only to sales of
goods and services o households. Most States that have sales taxes atterapt to
tax only final or retail sales and exempt sales between producers,

-~ - Under a credit-invoice VAT, businesses pay VAT on all their sales (o both
households and other businesses, but receive a credit against their tax labilities
for VAT paid.oh inputs purchased from other businesses, Most QECD
countries' have ¢redit-invoice VATS.

-~ Under a subtraction method VAT (also called a "business wansfer wx” or
BTT), a business is liable for tax on the difference between its sales and its
purchases. from other businesses, including purchases of %uzidxz}gs and

,  equipment, However _labor costs are not deductible. If the tax is applied to
all goods and services at'the same rate, a subtraction method VAT is
economically equwalem to a similarly broad-based credit-invoice VAT or retal
sales tax. Most of the VAT proposals in the United States have been in the
form of a subtraction method VAT,

Because low-income families consume 2 higher percentage of their incames than highA
income families, a'flat-rate consumption tax is generally considered 10 be regressive,
While retail sales taxes and VATs are considered to be the simplest and the least

- costly forms of consumption taxes to administer and comply with, they are not easily
made pwgrtsswe

e A -
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m @;»;,’i‘hese mes can*be’made. Iess tegmsswe by exempting some forms of
consumption or taxing them at lower rates, but this introduces complexity and
increases compliance costs.  In addition, this approach does not reduce

" regressivity effectively because tax relief from exemptions and preferential
rates is difficult to target to low-income families. While the tax preference
does relieve the burden on low-income families, middle- and upper-income
households also benefit when they purchase tax-preferred goods and services,
requiring higher rates on other goods and services that low-income families
buy to raise the same revenue. .

A VAT or national retail sales tax would effcctwcly gxempt interest, dividends, and
cag;zza.l gains.



A'VAT or national retail sales tax would disproportionately burden past savers -
including many of the current elderly — who have already paid income taxes on their
savings and would be taxed again when those savings were spent under the new @x.

Most countries have chosen a VAT rather than a national rewat! sales tax because a
VAT is considered to be more difficult o avoid - especially for the providers of
services - when compared 10 2 rewil sales tax.

Most countries exempt exported goods from the VAT and apply the tax to imports.
Many business groups believe that such border tax adjustments can improve the
balance of trade. Economists, however, believe that border tax adjustments for
consumption taxes have no permanent effect on the trade balance.

~ Some types of consumption taxes are accepted as border-adjustable under the
Ceneral Agreement on Taniffs and Trade (GATT), and others are not. Indirect
taxes, such as credit-invoice VATs used in most other countries, are border-
adjustable under the GATT. Although a broad-based, single-rate subtraction
methed VAT 18 economically equivalent to a similarly broad-based credit-

+mvoice VAT, a GATT ruling would consider other factors. ‘Whether a
subtraction method VAT would survive a GATT challenge is an untested

; issue,

The adoption of 2 national retail sales tax is likely to be seen as an infringement upon

what has traditionally been an important revenue source for State and local

govemnments,

One alternative to replacing the income tax system with a national retail sales tax or a
VAT would be to impose a VAT at 2 moderate rate to replace a portion of income tax
revenues. A version of this approach, proposed by Representative Gibbons, would
tmpose a VAT as a substitute for the payroll and income taxes, but retain an income
tax for high-income individuals. A VAT at a moderate rate would reduce the tax
burden on saving and produce smaller windfall gains and losses, thereby minimizing
the need for'¢omplex transition rules. Retaining the income 1ax system would ensure
that high-ind@®me individuals with low consumption continue to pay tax on their
investment income. Most of our trading partners rely on such a mixed tax system
that combines income and consumption taxes, albeit with a higher share of revenue
raised by consumption taxes than the United States.

— | A VAT that is adopted in addition to the current income tax sysiem, however,
would impose sigmificant additional administrative costs on the government and
compliance costs on businesses.

Office of Tax Analysis
e April 28, 1993
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Esaa¥8 AND COMMENT

Tax RETURNS

s

Reforming the Tax Code Is Back af the Top of the Policy Charts

+

vy ROBERT . SHAPIRD

1

we begin umavelmg the tax code, we should stop to

ask two basic que«atmns The first, siraply and serl-
ausly, is “Why should we refarm taxes?” The second is
“What are the real agendas of tax reform proponents?”
or alternatively, “What are the likely consequences of the
roast prominant proposals?”

The chief Republican proposals—which would re-
place individual and corporate incoms taxes with o flat
tax on wages or with a national sales tax—would do the
economy little if any goad, and could do the fedaral
budget and the pocketbooics; of many middie-class
Americans considerable haro. A bipartisan strategy also
under mnglderatlcm that would exempt personal and
hbusiness savings and investments from taxation rould
produce some benafits, but probably not aﬁough to sai%
the economy’s real problems. -

In the end, tax reéform may make sense, but onIy as
part of a larger stratgy 1o increase national savings and
investment, ‘

The question "W by reform taxes at all?” deserves top
priority for two re asons: first, because any significant tax

Tax reform is mmmg nie doult about it, But before

change can have far-reaching economic zmpl%cati@n&, '

and secand, because the mere effort to reform federal
taxes can entall large costs.

As so0n a8 Ccngress turns to tax reform, businesses
and individuals will be forced w0 make tax-sensitive de-
cigions under consitlerably greater uncertainty. Simply
deciding to reform taxes, therefore, will tangibly strain
the econamy’s efficiency. Rewriting the tax code will
aiso tie up members of Congress, their senior staffs,
Administration officiala, and private tax experts for
months. In short, the President and Congress connot
tackle tax reform without burning away ¢ from other io-
portint issues, such as health care, welfare, and perhaps
even the budget deficit,

Mormgover, any ro?m:m of consequence thai is enacted
would affect our ;zi:zz ity to addresy those issues, For ex-
aeple, if 2 new tax code Jeaves the vaive of emplover
provided health m%ura“u,a angd other fringe benefits

untaxed, health cafe reform would have fo depend on
P
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other, less market-eriented measures o discipling de-
mand for medical services. Qr, i the Earned Income Tax
Credit for working poor people were eliminated, as pro-
ponents of @ flat tax urge, work-based welfare reform
would become more problematic, And i the vext round
of tax reform were to ceduce federal revenues, as the tax
reforms of 1987 and 1986 did, deficit reduction will be
eyven more difficult to achieve than it is today.

Tax reform will have e produce very substantial ben-
efits to outweigh g1l of these costa. The probierms that it
¢iaims to address should be genuinely significant, and
its likelihood of solving them should be genuinely high.

Keeping Things Simple

Today, two problems maet those Criteria: the unneces-
sary cnmple:xzz} of current taxes, and the nation’s low
personal savings and investment rates.

The rationale for tax simplitication is straightforwant:
Administering and complying with the thousands of
provisions in the curmnt code costs businesses and indi
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viduais an estimated §108 billion a year. That's a dend-
weight loss to the U.S, cconemy roughly equal 0 1.5
percent of total gross domestic product. Eliminating
muost special deductions and credits could cut that cost
in half. T simplification would also enable the
Treasury to collect as much revenue a8 today with fwer
tax rates, reducing disincentives to earn income and als
lowing our markets to better allocate the sconomy’s re-
sosrees. The end result: greater efficiency and stronger
growth

The tax code’s complexity, therefore, represents a
problem of real significance. And, at least in theory, dra-
matic tax simplification could substantially cut the costs
associated with the problem.

All of the major tax reform plans feature drastic sim-
plification:

s The flat tax proposed by House Majority Leader
Richard K. Armey of Toxas and now endorsed by many
GOF presidential hopefuls would eliminate virtually il
deductions and credits from the persomsl income tax
and replace most corparate tax preferences, including
the deduchibility of wage costs, with a ong-year write-off
of capital expendibures. iy

¢ Simitarly, the nationat sales tax pln supported by
COT presidential hopefsl Sen. Richard . Lugar of
Indiana and House Ways and Means Conumittee chair-

HiRh Bl Avcher of Texns would 'end gff cuctont cradifs

and deductions as well as the personal and dependenis’
exgmptions,
¢ And the savings-exempt tax plon introduced re-
cently by Sens. Sam Nunn (D-Ga.j and Pete Domenic
(R-NM3 would endiall personal deductions except
mortgage inwrest, property taxes, charitable contribu-
tions, and cducational expenses, and on the business
side preserve a firm”s ability to deduct wage costs but re-
place all viher corporate tax preferences with 3 one-year
writc-off of all capital investinent.
While dramatic simplification is 2 sound goat of re-
form, it is not, in itsell, related inany essential way to the
ther features of these three major proposals, Simplifics-
tion could be achieved nearly as easily, for cxample, with
pregressive fax rates or with g Hat rate; with or without a
tax exernption for capital fncome; and with or without a
broad tax exemphion for not savings and investment,
Mureover, all of the current propoesais would still in-
volve substordial administeative and compliance costs.
The Armey plan, for instance, would end automatic fax
withholding, which would cnormeusiy increase some
compliance costs, As for the Lugar plan, fong experience
with sales taxes fredicates that when the sales tax rale
reaches 13 percent to 18 percent, people begin searching

THY NEW DEMOCRAT

by just 2.3 percent a year over ‘the last decade.

for ways, legal and ottier, to avoid paying the tox. Yot to
replace the revenues coflected today by the income tax, a
national sales tax would have to be set at 22 percent or
higher. Consequently, this plan cannot really reduce the
dead-weight josses of the current systerm—and if o new
sales tax were used to replace enly part of the income tax,
total compliance and administrative costs would in-
crgase. Fimally, the Nunn-Domenici proposal would
preobably reduce overall costs, but it would still preserve
various personal deductions and many of the compliatice
features of the current corpurate depreciation system.

Savings and Investment

Like tax simplification, the rationale for reforms that ene
courage savings and investenent ig clear and compelling,
And like tax simplification, encouraging savings and in.
vestment will be haed to achieve.

Since the 19803 and 1970s, our national savings rate
has fallen from betwuoen 7 percent and 8 percent to less
than 2 percent. The personal saviogs rate has dropped
precipitously, from a respectable 7.8 percont in the 1970s
to just 4.6 percent thus far in the 1950s, And despite
sometimues massive forcign investment in the U.S. ceon-
omy, net fixed business investment, which not long ago
grew at an average | ansnual rate of 7 percent, expanded

As our savings and investment rates have declined,
50 ioo have the productivity gains of our workers and
firms, falling from roughly 3 percent annually in the
19508 and 1960s to less than 1.5 percent annually over
the last decade. And slow productivity growth has cut
the real income gains achieved by wurking Americans
by fully tse-third to one-haif,

Each of the three major tax reform proposals claims
that it would significantly and permancntly increase
U8 sovings and investiment. But coudd any of tham oe-
tually doic?

Unhappily, the preponderance of hard evidence sug-
gests that most tax breaks for savings and investment
produce, at best, very modest results, especiatly if the
parficular incertive depends upot fiow o taxpayer soves
OF /105 & COMpPany invesis,

The 1981 Reagan tax reforms, for example, crented a
new persenal tax deduction for savings deposited in
special individual retirement acrounts, for up to §2,800 2
year ar nearly 7 percent of average family income.
Reaganamics also ereated a host of deductions and ered-
its to spur business investment. Yot personal savings
rates and net business investment rates kept falling
through most of the 1880s.
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The truth is, we may be trapped in an stonomic cycle
that tax refooms alone cannot break:

» Changes in tofal business investment seem to de-
pend loss on the prevailing tax rate than on the econo-
my’s underlying rate of return and the nation’s everall
savings rate,

. These in turn depend significantly on the size of
government deficits and the perqrmai savings rate.

+ Changes in personal savings rates f‘ie;:cnd primari-
Iy on how f2st personal income grows.

+ Personal income growth depends mainly on our
rate of produchv:t}f gains, which in turn depends on

{and brings us fuii gircle e} business investment rates -

and personal savings rates.

if this is how 'our wonomy really works, tax reform
would have todeliver a very large and systematic incen-
tive for savings and Investment fo be ot all effective. A par-
Hal reduction in the tax rate on certain capital gains,
George Busly's favorite tax reforen, clearly fails this test,
Despite four sucoessive cuts in the capital gaing tax burden
from 197785, net investment rates continued to decline.

The three leading reform proposais get poor to decent
grades for savings and investoent.

Lugar's nationad sales tox plan is at the bottom of the
¢lase. There is Hitle hard evidence that sales taxes affecs
savings'rates at all; whether they are applied at the retall
level or at intermediate p3ints under a vatue-added tax,
and ne evidence of a savings benefit if the tax exempts
basic necessities such as fond, bousing, and medieal care.

In the‘middle‘f}f the ¢iass is Armey’s fiat tax plan. His
theory is that savings and investment will rise i all in-
come andd gains from savings and investment are tax-
frow. Te achieve this, Armey, in offecy, transforms the
personal im{;miz tax tnvo o higher payroll 1ax, since his
plan would tax only wages, salaries, and pension bene-
fits. Fiis mistake is that, under his propesal, income or
gainz from gxisting savings and investment also would
be tax-free, as would all inheritances, delivering an enor-
moeus windfall Lo current savers and iovestors even if
they spend evary doliar they have un consumption.

The Nunn-Domenict approach gets the highest grade
of the three. How you use your money, not how you got
itor get i, is what counts aneder theie plan, IF you save or
mvest i, it's tax-free: i you spead i, is taxed, This ap-
p%{)a{fﬁ, then, would creako a fuorm of wealth tax, since #
would tax existing wealth 25 it is consumed.

Economic modeling cannot prove that this approach
would produce greater savings and fnvestment than the
Arney plan-—that is, if Aemey had alse propused mxing
the returns and gaing from existing savings and invest-
ment. But common sense suggests, ai the least, that the

14 PHOTOCOPY

Nunpv-Domenici approach would create g more system-
alie Inventive for savings angd investment, and without
providing a stealth windfall to current investors and
savers, Nunn and Domenici would also shift less of thw
tex burden {yom high-inceme people to middleglass,
tamnilies, because they apply progressive tax rvates to the
incorne that people consume instead of Armey’s propas
al for o flat tax rate applied only to the income peaple
earn by working,

Making Reform Worth the Effort

Ultimmately. aefther strategy can demonstrate that it could
truly overpower the basie coonomic forces that have al-
ways prevanted tox incontives from radsing savings and
investment rates by much. Is comprehensive tax reform
realty warth the cffort?

The answer for now i ves, if and only if tax reform is
accompanied by additional measures to reinforce and
ampiify its effects on savings and investment; namely,
deficit reduction and mandatory privale savings,

The hard truth is that the most important single roa
sont for low nationad savings and investment is sot the
tax system, bul our willingness to allow governmont o
absorb up to haif of our personal and business savings to
finance its deficits, Based on the record of the last 15
years, spendmg cuts alone Will“Bot’ slithinaté” thése
deficiss, especiatly if the political parties cannot buitd o
sew consensus abuut what respoensibilibies now fi-
nanced at the federal level should be develved to the
states, localities, or private entitics. They also will have
to reclefine the ways in which we, collectively and indi-
vidually, ensore health care for eldedly people along
with everyone elsg and income security for retiroes.
Otharwise, any gomaine and scrious pro-savings tax rpe
form wili also have to raise additional revenues o re-
duce those deficits.

Oncee again, the Armey and Lugnar plans foil far short,

Armey’s Hat tax would shorply expand the deficit and
thus seriously reduce national savings and investment,
since it would raise roughly $160 bitlion s year less than
the current income tax system. The Armey proposal
could be made revenue-neutral by inceeasing its flat tax
rate from 17 percent to 22 percont or 23 percent. But
doing 50 wonkd alzo Increase the cursent tax burden on
roughly one-third of all middie-class Americans,

Lugar’s 17 percent national sales tax would expand
the deficit and vastly increase the tax burden on lewser
income people now exempt from incame axes. I theo-
v, & national sales tax could be revenucerneutral i its tax
rate wers sef in the mid-20 pereent range. But in practice,
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at that level compliance would fall sharply and the
defieit would increase again,

The Nunn-Domenici proposal is already revene-
neudeal, with tox rates similar to those under the current
income tax. K could expand national savings by reduc-
ing the deficit with either semoewbat higher rates or, bet-
ter still, by Li;n}I!’l’!tiI’lg some deductions it now
PIESEIVS, such as those for charitabie contributions and
for property taxes.

After the budget deficit, the second largest factor in
low national savings and net investmend i3 still not the
way we tax consumphion and savings, but the impact of
the Socisl Security system. While mest coonomic re
search shows that tax incentives cannot greatly increase
personal savings and investment, research alse suggests
that the expectation of public pension payments has sig-
nificantly decreased private retiremuent saving,

How can we reform Social Security to address this
problem without undermining the system’s great
achinvement I virtually, eliminating poverty among the
elderly? !

The most promising approach would be o gradually
transform Social Security and the taxes that finance it
into mandatory private savings, supplemented by a
minimum public retirement benefit for low carners. We
could start by redirecting the payroll taxes that currently

" praduce the so-called Social Security surphusimabout 2 " VRobert [ Shapire 5 vice presidéint of the Progressive Policy’™

percentage points of today’s payroll tax—to mandatory,

individual private retirement accounts.
To have any reol impact on national savings, however,
this reform would have to be accompanied by other

“budget changes so the deficit doesn’t tise as we channel

these surplus payesll-tax revenues to private savings.
And the next step would be to raige the retirement age
and implement other benedit reforms, so that the remain.
ing payrol! tax could stll cover benefits ag more people
retire, Dver sueceeding decades, the share of the payroll
tax directed to mandatory individual private savings ac-
counts could be rafsed, as the size of the publicly fiv
nanced pensicn benefit becomes smaller.

At the conclusion, there would be a mandatory pri-
vate savings rate of up to 10 pereent—much higher than
today’s rate—so that most people could provide for the
minjor part of their nwn retirement secarity.

By tying mandatory private suvings to consumption-
based persemal and corporate faxes that also reduced the
deficit, nt least we would create a genuine systematic
bias towards savings and mvgslmmi No ong ¢an guar
artoy that even this approach could transform the econ-
omy. But if seems cortain that anything that is less
systematic or fails to reduce the deficit wouldn't be
woeth the efforct. ¢

insiitute,

A FLAT You CAN'T Fix

Five Flaws That Should Halt the Flax Tax Bandwagon

By M. JEFF HaMawp

dvocates for replacing today’s graduated federal
AiﬂCtm‘m tax with a flat tax have worthy goals in

mingd; simplifving the system and eliminating the
double-taxation of sav mgs and frvestment. The st tax,
they argue, wiill tax ol income only eace, oliminating
many of the current system’s inefficiencies.

Bt if the primary object of tax reform is to treat people
fairly, not dedlars, a3 economist Nicholas Kaldor once
noted, the fiat rax falls terribly short. Several plans are on
the table, the leading onc being House Majority Leader

THE BEW DEMOLERY

Richard K. Armey’s proposal for a single |7 percent rate
with no deductions {after an initial period with 2 20 per-
cent raigd. Another i3 Republican Sen. Arlen Specter’s
proposat for a flat tax that would maintain deductions
for murigage lnterest and charitable contributions,

All have sertous flaws. Here ar five Issues to congid-
er before jumping on the flat tax bandwagon:

* First, the personal flat fax proposals under consideration
wedd apply only fo wages, salaries, gud pensions, o thu tax
would be a boon to people who receive substantial in-
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comsi from investmerndts, most of them well off,

Under a flat tax, people with identical incomes could
have vastly different personal tax bills; likewise, people
far apart i income could windd up paying the same sum,
Should someone whose entire income comes from a
50,800 salary pay’higher toxes than someone with a
$40,000 salary and $10,000 in capital incoma? Maintain-
ing equity both as onc moves up and down e income
ndder as well a8 at each rung of the ladder should be
more important thap rising marginal tax rates when de-
termining whether a tax system is “fair.”

Flat t;ax proponents say individuals would be treated
fairly under their plans because the business portion of
the flat tax would capture income from capital. All in-
some wonld be taxed only once, whereas the current sys-
tem faxes some business incorne before and after it is dis-
gributed.

3 3

On closer examination, the flat tax
hegins to resemble the Balanced Budget
Amendment, term limits, and other
smpllsizc bumper«st;ck&r solutions to
complicated pr{}biems that the GOP

+

has advanced.

H

But the flat tax ignores most capital income from the
snle of sonfinancial assets such as real estate or col-
featibles, In addilion, # is an unresolved economic gues-
tion whether short-term profits from stock-markes
speculation would be captured by the business tax.
Stock prices, affer all, Ouctuate based on expuctations of

future profits, not current profits—and the risc and fali of

a stock’s price con often be traced to factors olher thana
irm’s profitability,

& Secont, Armmy wzislfeads the public whes he implics tha!
with one low rate gveryone wondd get a fax cut, It's simply
aat true.

Even the amgtmi proponents of the flat x (Robort
Hall and Alvin Rabushka of the Hoover institution,
whose plan has dpif lTower exemption levels and a high-
ot tax rate than Armey’s to make the syates revenue-
neutral) say that under Armey’s plan, some of the tax
burden would be shifted from upper-income to middie-
ingome workers, even with farge personal exemplions.

At Armey’s persanal exemption levels (for example,
$13,100 for a single individaal and $36,800 for a family
of four}, the Treasury Department estimates that o singic
rate of ever 22 percent would be required to raise the
same revenue as the qurrent incomse tax, A that Hat rate,
with ro deductions, most reiddie-income people will
pay more, not jess, than they do now, [n addition, people
with annual incomes of more than 200,000, on average,
would receive a fax cut of oger 54000 if the business tax
is passad forward in higher prices,

& Third, cven with kigh exermption levels, the working poor
woulid be hit hard by Bie flat lax. How could that be, if they

- would owe no ncome tax? i would happen due to the

elimination of the Earped Income Tax Credit, under
which millions of poor workers now get a wage supple-
ment that palls them up te the poverty line The
Congressional Budget Office estimates that, due to the
EITC, people at the boltom 20 percent of the income
scale now have z negative effective federal income tux
rate. The Hat tax would raise that rate to zerp—negating
the fat taxers” “generous” oxietnption amounis and any
work incentive the BITC provides.

& Fourth, even after adjusting for Armey's complaints
ahont its priginal anaiysis, the Treasury Department estintafes
Hiat fis plas will cost Hhie geverament $160 Biftion in lost rew-
enue # year, not the $40 bitlion it Armey clzimts, Higher
deficits woilld Stent Our GCOnOmic.g growth and lead to
higher taxes. They also would reduce national savings,
an puicome directly at odds with tax refoem’s main ob-
jctive of increasing both personal and public savings.

¢ Fifth, Armey’s plor would elfminate tax withholding,
While seme may consider this a great idea—"Lot's em-
phasize the cost of government by making everyone file
a tox return every menth!“wit would encourage chaot-
ing, force the IRS to hire an army of workers to process
hundreds of millions of additional retumns, and lead to
more audits, Eliminating withholding would result in
musre governmant and higher tases-wthe antithesis of
what Armey elaims to seek.

The flat tax looks great at first glance. But op closer
examination, it beging to resemnble the Balanced Budget
smendment, term limils, and other simplistic, bumper-
sticker solutiems to complicated problems that the GOP
has advanced. There ave other ways 1o accomplish the
dual goals of ax wform: reducing the birden on savings
and investment while still ensuring fatrness. Progrossive
Democrats need to play a role in ensuring those goals
arg achievd, +

M. Joff Hamond is the cconomic policy analyst af the
Progressive Palicy Institule.

PHOTOCOPY
18 . PRESERVATION

IBLYFAUGYSY 1853

i


http:cctlbles.ln
http:incoF.lC

"*'E iq'"' %"'( B




3 Clinton Presidential Records
: Digital Records Marker

T IET. 1 NIRRT P

£ T At AT N AR AT W Ly 0 e e

This is not a presidential record. This is used as an administrative
marker by the William J, Clinton Presidential Library StaiT,

This marker identifies the place of a publication.

Publications have not been scanned in their entirety for the purpose
of digitization. To sce the full publication please scarch online or
visit the Clinton Presidential Library's Rescarch Room,




