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Mr. Chairman and Members of the Committee: 

introduction: 

I am pleased to discuss today proposals for fundamental reform of the tax system. 
During the Last two years, several proposals have been made that would replace all'"r part'of 
the income tax and payroll taxes with a tax on consumption. The conceptual proposals under 
current discussion include Representative Armey's and Senator Specter's plans to adopt a 
two-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 NUM and Domenici to replace the individual' and corporate income taxes 
,with two consumption taxes: a flat-rare tax on businesses and a progressive-rate individual 
consumed income tax. In addition, Chairman Archer would replace the present income tax 
system with a natioual retail sales tax or a VAT. Some of these proposals have been 
introduced as bills, but we understand that some 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 a consumption tax will improve saving rates and capital formation, and 
our standard of living in the long run. Proponents of consumption taxes also argue that a 
consumption tax would improve economic efficiency .. and thereby increase national output 
.. and simplify the tax system. Some supporters of consumption taxes point out that most of 
our major trading partners rely more heavily on consumption 'taxes, particularly VATs, and 
that adoption of a V AT in the United States would he more compatible with international 
pra<:tices. 

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

• 	 raise sufficient revenue, 
• 	 distribute the burden of taxes 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. 

Reforms should also include rules to reduce windfall gains 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 • Federal consumption tax with State and local retail sales taxes. 
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In addition to these general tax policy objectives, the Federal income tax nas, over the 
years, been Used to promote widely-beld social and economic goals, such as home 
ownership, priv~te cMritable giving, and provision of medical insurance by employers. It is 
liIreIy that these goals would continue to be,seen as pursuits worthy of preference under a 
reformed tax'system. To the extent that a reformed system is to be used to promote social 
and economic goals, possibilities for simplification and tax rate reduction would be'materially 
reduced. I 

, 
Tbe strongest argument for a consumption tax is that it will probably increase saving 


and investment, but the '!"'ounl 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 
. 
tax. 

, 

i 
Replllcing the income tax with a consumption tax also raises concerns about fairness, 

because many consumption tax alternatives would increase the tax burden on low- and 
middle-income families. Effons to improve the progressivity of consumption taxes would 
require significant increases in costs of compliance and adnlinistration. Moving from one tax 
system to anOther would also be complex and costly and would create both intended and 
uohntended winners and losers. It also would cnange asset values, and the level of prices and, 
wages. 

,, 
Replacing the entire 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 

undertalre. Proponents of these plans must, therefore, overcome a significant hurdle - they 

must !bow that it is worthwhile to conduct this experiment on the world's largest and most 

complex economy.
, ,

Tbe 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), (ill) some issues related to specific 
economic sectors ther would have to be addressed in implementing a consumption tax, (iv) 
observations about simplifying the tax system, (v) the effect of some consumption tax 
proposals on'the underground economy, (vi) coordination of proposals with State and local 
retail sales 1Iixes, and (vii) transition issues. 

Background 
, I 

Impo~g taxes on the basis of income (witether from labor or the return to savings 
and investment) arises from the principle that an equitable tax system should take into 
consideration tne variation among individuals' ability to pay taxes. The "ability-to-pay' 
principle is often understood to mean that a tax should be progressive with respect to income; 
that is, the Portion of income that is paid in taxes should rise as income rises. A broad, ' 



3 

based income tax wim gfaduated tax tates, as in the United SllItes 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 co the same degree as a graduated-rate tax. 

What is a consumptioo taxI 

As an alternative CO 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 coUected wholly from businesses, either on final sales to 
consumers or on the value-added by aU businesses at each stage of production. They can be 
collected in pan from businesses and in pan from wage-eamers by aUowing businesses CO 
deduct wages and taxing them at the individualleve!. They can be collected wholly from 
individuals by modifying the current individual income tax CO aUow taxpayers to claim a 
deduction for all net saving. Furthermore, the sllItutory 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 
thaI is saved and adding to the tai base the amount dissaved, or (2) by including 
compensation in the tax base and ""empting 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 begins a year with 
$100 of wage income and wishes to postpone aU consumption for five years. The taxpayer 
saves all of his after-tax wage income in the first year and earns a five percent annual return 
on his savings. At the end of five years, he withdraws his principal and accumulated interest 
and spends il. In each year, the tax rate is.28 percenl. 

In the first case, the taxpayer is aUowed 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 liability. His after·tax consumption in the first year is also =. Because the 
taxpayer reinvesIs 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 plu, interest of $21.63. At a tax rate of 28 percent, his tax due on $121.63 of taxable 
income is $35.74. Hi, 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 = after-tax consumption in the 
first year. Over me 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 tuable income 
is zero, and his after-tax consumption is $91.89. Assuming that the taxpayer is in the same 
tax b=lret during the five-year period, exempting rhe 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 in pari from individuals and in 
pari from bUSinesses would allow businesses tq 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 rhat income from capital - the return 10 saving and 
investment - is unlaxed at any level. 

Relieving new saving and new investment from lax is seen as the primary benelit of 
taxing consumption instead of income. B<icause the after-tax return to savers will increase, 
families will have an incentive to save more. But exempting the return to new saving 
reduces the tax base, requiring higher tax burdens on wage income. Moreover, because low
and middle-income households typically do not save as large a percentage of their incomes. as 
higher-income households, flat rate consumption taxes are regressive - effective tax rates 
decline as family incomes rise. Addressing the regressivity problem is a lrey challenge in 
designing a cQnsumption lax that will not add to lax burdens of lower- and middle-income 
families. ' 

-~ 

While the lrey feature of a consumption tax is that it exempts income from new saving 
and investment, it should also be noted that many fOIlllsof consumption lax would reduce the 
number and !yp"s of deductions allowed to businesses.. In. geneta!, a business-level 
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 IDslUlltlce -- State and local taxes, and payroll taxes would 
generally nOl be deductible to businesses. The disalloWmice ofdeductions lor fringe benelits 
and for the employer portion of the payroll lax under some propoSals represents a "hidden" 
tax on employees, since most ecooomists believe that these lax.. would be shifted by 
employers to their employees. 

Qptions for taxing ooQsumgtion 

There are a number of ways to administer. consumption tax, although the various 
forms would all not tax the return from new saving: The disttibutional effects and 
administrative costs would depend on the delalls of each proposal. . 

The theoretical model for each general option is described 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 impol'1allt in assessing both the possible viability and the 
overall economic effects of any particular proposal. 

I. ~ sales tax (RSn. Businesses are the sole collection agents for retail sales 
taxes - like those used by most States - and VATs. A RST is applied to sales of goods and 
services to households. In order to lax 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 lax on total consumption. Be.:ause a RST is collected 
only on retail sales to domestic consumers, it automatically taxes imports and exempts 
expo"s. State sales taxes in the United States are not broad-based for two main reasons. 
First, certain purchases, Uicluding purchases of bousing and necessities like food and medical 
care, are tax-exempt for social policy reasons. Second, many services are exempt for 
administrative reasons. 

2. Value-added tax. Most countries that have a national consumption tax administer 
it as a credit-invoice VAT. Under dtis system, businesses are liable ft)f VAT on their sales, 
but receive a credit against their lax liabilities ft)f VAT paid on inputs purchased from other 
businesses. Credit-invoice VATs in effect in other countries tax imports and exempt expons. 
They achieve this result by not taxing expon sales, while allowing exponers a credit for all 
purchased inputs, and effectively imposing lax on goods purchased from other countries by 
not allowing their costs to be creditable. 

Under a subtraction method VAT (also called a "business transfer tax" or BTl'), a 
business is liable for tax on the difference between its sales and its purchases from other 
businesses, including purcbases of buildings and equipment (but, as stated above, excluding 
other costs such as taxes paid and labor compensation). If the taX is applied to all goods and 
services al the same rate, a credit-invoice method VAT is econontically equivalent to a 
similarly broad-based subtraction method VAT or national RST. Under Representative 
Gibbons' proposal, businesses would be subject to a subtraction method VAT. 

3. Iw2:.Qi\l1 indjvidyiillbusiness consumption tax. Another form of consumption tax 
is collected in pan from individuals and in pan from businesses. 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 individnallevel. 
If wages are Subject to the same, single tax rate that is applied to businesses. the tax is 
"flat. " ' 

The proposals by Representative Armey and Senator Specter are consumption taxes of 
dtis form. In. their proposals, wages are subject to a flat tax rate equal to the business tax 
rate, but wage earners are allowed to claim 'personal exemptions. These plans are 
economically equivalent to a VAT with • 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-pan tax is the same as thal of a 
broad-based VAT or national RST .- total consumption. 
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4. Consumed inCQme laX. A consumption tax collected solely from individuals 
would be levied diIectly on their reported income, just like the current income tax, but would 
allow a deduction for net saving. The base of this tax is equal to consumption, because 
consumption is the difference between income and net saving. In order to measure income 
properly, proceeds from all forms of borrowing would need to be included in the tax base, 
and all forms of saving would be deductible. 

, 
The USA Tax System proposed by Senators Nunn and Domenici is comprised of both 

a flat-rate taX on businesses that is similar to a subtraction method VAT and a progressive
rate individual consumed income tax. The Nunn-Domenici proposal would not allow • 

. deduction for labor costs' under the business tax and would include labor income under the 
individual.ta:<. This means that wages and salaries and non-pension fringe benefits would be 
taxed twice: once.t the business level and again .t the individual level. However, the tax 
burden on wages would be reduced through ta:< credits to both employers and employees for 
payroll ta:<es paid. 

Distributional effects 01 replaciDg the income tax with a.consumption tax 

Replacin~ the income tax with a flat-nile consumption tax 

The effect on the distribution of the laX burden of replacing the income tax with a 

consumption tax depends on the deIalls of the tax that is adopled and on which taxes are 

replaced. Generally, however, taxing consumption places a higher burden on low- and 


. middle-income families - who typieally do not save mueh of their income - relative to an 
income tax. Because capital income is concenttated 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 middle
and low-income families. 

Table I 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 RS1').' The revenue-neutral 
rate of 14.5 percent used for these nalculations assumes that the taxis imposed on all 
consumption in the economy. including consumption services supplied by the government and 
non-profit sectors, whicb would probably be exempt from a VAT or RST. In practice, 

IFor example. about 40 perecnt of aU ta;ube interest -a dividend income reported on 1991 individual 
tax returns was RCeivcd. by the 6 percent of taxpayers with adjusted gro:ss income over $75,000. See U,S. 
Internal Revenue Service, Statistics of Income Olvision.lndivUJuallFU't.11M T4% RetlU'1U-1991. U,S. 
Gov......... _On, Offi.., 1994, pp. 28·30, 


2For an explanation of how to design .. CODSl!!'!l'!d income tax that is diSlributionaUy neutral &cros:s 

income quintiles. sec. U.S. Congn:uionaI Budget Office, Estinur.tes for ill Prototyp« Saving-E:t(!WIpt Income Tat, 
Coogmsiooai Budget OffiCI>, 1994, pp. 19-28. 

http:individual.ta
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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 ,!uintile 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 a 5.4 percent increase in after-tax income for the 
groups of families in the 'highest income quintil.: This amounts to aggregate increases in 
Federal taxes ranging from 15.S percent to 134.1 percent for the group of families in the 
nrst through fourth income quintiles, and a 18.6 percent reduction in taxes for the group of 
families in the highest income quintile.S.' 

In this analysis, the burden of the consumption tax is distributed to taxpayers 
according to compcnents 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 earn very little while they are in school might, nevertheless, have high current 
consumption expenditures if they are able to 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 

Sorbe 14.5 perecDt tax ra.te would be applied OD atu~isclusive basi", in. rDI1Ulef similar to the iDeot:De 
tax. The oquivaiCDI rate: calculated on • w'.of'lltclusive basis, as would be relevant under & VAT, is 17,0-. .. 

~ 'diSUibutiOllll ~ shown in the Table 1 IU'e based on the assumption that the eonsumptiOD tu 
is borac by tupayen: in proporUOQ tb tbeir ~. and income from existing capital. AlleJ1::Ultive assumptions 
~ be tnade about who bean the bwdeti of the tax. A ttaditional U5WDptioa is: that a consumption tAX is 
borne by JX\flSI'met'I i.a. proporUoo to their con.swnption. We have DOl followed this approach. because it 
QVen:tatcs the til em for hip..mcomc famili=s md. the tax increases for Iow~ aod middlC*iaeome families by 
failiDg to adj... for IOmpOIV)' __ a_OIlS and normal life<y<lc ........ of o''''''''.l'lio. and income. 
In additioo, bod: of' __ 011 ~ by families with VOT'J mil> and very low ill",,,,,,, make 
distributional estia:Jates baaod OIl the tndiliouI approach lea reliable than those shown in Table 1. Following 
this approach would lead to. more regressive di~ of the tax than that shown in Table 1. 

4-rhe fin4.lnC that rep1aciog the iDcomc tax with a ftat-rale consumption tax would ted.i$tribuic tAX 
burdeos from low-ineome to high~ families is consistent with pmviou$ «.aaly$C$, For eumplc, CBO and 
lCT find that, UDder • broad~ba.sed VAT. low--ineome families would pay a higher fraction of their income in
"'" .'''''p,,,ad .. hiil>·in<:ome famiu... s.. U.S. ~ Budget Office, 1iffo<ts .,Ad<>pring. Value
AJd«i Ta<, U.S. O>II~ Budget Office, 1992, pp. 32-1. and]",1 Crunmi.... on Ta:uIIi... MeJlw<il>wllY 
and Jsmt!'.t in MtaSuring Changes in 1M Distribution of Tat: Burdots, U.S. Government Printina Offia. 1993, 
1" 54-5. . 
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Table 1 

Replace Current Individual and Corporate Income Taxes (Including the EITC) 


with a 14.5% Flat Rate Consumption Tax with No Exemptions(1) 

(1996 j/'\COme Lev«i$) 

Change in A~l'r.Tax Income from P'ro/??HI (4) 

Famity Eoonomlc 
1n(:Q1TIfI Ouintde (2 

I 
,Affer·Tall ($) 

In.come Under 
, Curn~nt Law 

($6) 

I Flat Rate- : , 	 P~cel"ltage 

iCo..,...mptiol'l Ii-__T"O~..,,,-,C,,h,,,,,n.,.:-:-::::o:-' Chlll"ge
i Repeal ~ Taywith No Peteentage In TOial 

i Income TiX: ! El(emj»Q1"I$ Amount ;. Change F'ederal Taxe$ 
I ($8). !IB) (SB) (%} ! (%) 

Lowtil (Si 171.1 	 -4.5 ·14.5 .19.0 .11.1 
'''' 1

s..x.M 	 431.0 ..s:tl -43.2 ~10.0 70.5 
69753 SU ·100.6 040.' .5.9 219T"''' 

Fourth 1,091.9- 126.6 ·;:68.8 ..1.2.2 -3.9 15.5 
HigheM 2,693.1 536.7 -391.4 145A SA -HIS 

iotal ($) 5,050t1' 729.4 ·129.4 0.0 0.0 	 0.0 

Top 10% 1.899.8 421-7 ·264,9 ~62.8 .S ·258 
TopS'l+. 1::371.5 341.2 ,100.5 150,7 ' 1.7 ·38.7 
Top1% 663,5 202.7 ·81.5 121.2 17.7 -54.6 

.._-.-
Dtpartmenl Of the TrNWl)' March 7, 1995 

Office of Tax Analy$it 
I 

(1) 	 rt..s table dmnbf,ItU'tn. ulimat.a c.ntnge In &It*l·lax lmx.m.- dl.Oll tn lh. prnpowJ 'MIll • f ...~tn~nwtal rtl. ct 1•.5 percenl 

(2) 	 Pam/I"; ECQ'IOmIe Ine~m.- (fEI) is. broJ,li>bj$ld im:am. concept. FEI is, f:1>!1tltl.u::led:1y .lJ(Iint l~ ACI unfePQf1&d Ill'Id \'1nd4t<r~d innamec: IRA 

,mI KR9h Mduam: f\Onla:ca1M li1ln$W !l1IyrM:nl$, , .. eh u SOQ,j SeclHl'ly 'nd APtIC: emp~·PfoYH!.o !tingll- tI • ....rm:; insi(/e ~;:d-'~ I)" 
I>*n.Jont, tRAil, K~l\s, ai>O lit. illlM.lrt~: tu..~.tnpl lOt.....!; arod ;mp<.tted r.", n'l OWTler-oeeLp,.d he_g, C'P",t Qems enl comput... Of\, 

et\ KeNai basis", Idjustl'dfo( inflation 10 Ih' «denl r~ie~ diala ellow, Innatiorwy IoU., o! fenoefs II-re .... Oltlcl ... al'la 01 bet/_,s at.~, 
Tiler. it. also an 'Odju$tm41n' lot ~1l.le,*1KI depfe<;ia1ion nr none:orp<»ate bUStn*"H. FEI Is shown f:n II '1I'I'IIIy. !'It!!.! than (In • llH ,&I\,!fl". 1i.,,4. Tha 

~n inc::onws of e" marnb.ts of. t.m.1y unrt *Ie ICMd In amvl ~ ''''' /amlly'. KO<1()t'1'1ic tm:Qm, ~1Id in 1!'Ie dls1rit>vlfCn,. 

(3) 	 Th. tufl include-d .... kldlvtdu&l'nd 1l0fl)lml1.e ,ncome, payroE jSix::is! S.eI.IIUy and lIl'Itm;:loYIM!Ilj ar.d ueiu$. E,tal.,nd g'''!; tax" .nd eustelT'$ 

du-Ja.w. e~cludld. iM iru/M;:hlll illC'Ol'M tax is,USun'led le!:.ot borne by pa'(Qr5, 1M corporal. ;r.eome !a~ b!; tll./:lrtal mllome gen'!'\lli~, pa)'l'Oll i.~n 

(e<'I'Iploywr III\d tm~ Sh;Irt':llj by IabClr ~ lind s",~ployml!f"~ 11'I¢)I'i'!'1. ex::JSU on !lUrch,," by indiviau¥1$ by ttle purehlt$-P,.1Id .¢iSH 
on PlIr¢!'IasA by b<AiMu in PfOJ'OI'tIon w tnbIl c::on$umylion -.:P4If'doturu. 1_ dll. k> provisroo-s thai ••Port pilor ttl I", .nt: 01 1M a~ j)tf"IO<l 

(l"" ~ 2\lOO) 'f~ .xcIuded, 

14) 	 The man;. in P-edeIW tun i:$ alirnwted J:t 1* ir.eom. 1 .....1$ but assuming tully phlSad In 1_ '''0 st.tu;; b,havior. 1M '1'ICIdtnce: ~$\Im"l.ioll$lQ( 
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income from a transitory source, such as a large bonus. For these reasons, some economists 
argue that lifetime 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 earnings are uncertain, and even if future earnings were 
known, lifetime income would be difficult to measure with accuracy. In addition, lifetime 
income is an inappropriate measure of current well-being if individuals are unable to 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 earnings, it 
may be inappropriate for the tax system to view them as well"'ff currently.' Nevertheless. 
some studies show that distributing a genetal consumption tax to families according to their 
estimated lifetime income makes the tax appear to be less regressive. 

Addressing the remssivilY of a consumption tax 
•,. 

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 attempt to reduce.the regressivity of the V AT is 
by exempting spectfic goods and services from the tax or !axing 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 
goods and services that low-income families buy to talse the same revenue. Other 
approaches, such as refuodable 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 consumption tax that is collecte,ht least in part from individuals can better account 
for differences in ability to pay among families and individuals thai"on. that is collected 
solely from businesses. Such a tax can be mede less regressive through standard deductions, 
as under Representative A.rmey's and Senator Specter's flat tax proposals, andlor graduated 
rates, as under the Nunn-Demonici plan. Refundable credits like the earned income tax 
credit (BITC) can also be used to reduce the tax burden on low-income families, but credits 
carry wilb them administrative costs. For example. low-income families, who otherwise 
might be eicluded from the tax system, would be required to file a return in order to receive 
lbe credit. 

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

"Fo~ ., more dc1a.iJed d.iseussion of these points. see loint Committee. on Taution. MetMdology and 
/sSfW in Measuring Ownges in the. Disrnbulioli of Tax BurdetU. U.S. Government Printmg Officc. 1993, pp.
SH. . . 
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proposaL' With standard deductions of $24,700 (for joint returns) or $12,350 (for single
fliers) and a SS,OOO exemption for each dependent, the revenue-neutral rate for the flat tax 
rises 10 22.9 percent. Under this version of the flat tax, 'the aggregate after-tax income for 
the group of families in the first through fourth income quintiles would still be lower than 
under current Law (i.e., a net tax increase), while the aggregate after-tax income for the 
group of families in the highest income quintile would be higher under the flat tax (a net tax 
cut). However, compared to the proposal without exemptions, the Armey-Slyle 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 qui.tile, 1.6 percent, would also be smaller than the increase shown in 
Table 1. These chaoges amount to aggregate increases in Federal taxes ranging from 8.9 
percent 10 12.2 percent for the group of families in the first through fourth 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 10 18.6 percent in Table 1) for 
the group of families in the highest income quintile.' 

Table 3 compares the progressivity of the current Federal tax system IOgether with the 
revenue-neutral, stylized flat tax described above. The last two columns 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 to income by quintile - that is, effective tax 
rates rise with each income quintile - and the flat taX is progressive through the fourth 
income qui.tile, although the effective tax rate falls slightly from the fourth income quintile 
10 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 to 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 10 rise for the 
families with the very highest incomes." This decrease in taX burden on higher-income 
families under the flat tax occurs because income from new saving and investment (which is 
not taxed under a consumption tax) is concentrated among families at the tup of the income 
distributinn. I 

,. 
While Treasury has not completed a srudy of the distributional effect of the Nunn

Domenici consumption tax, their proposal was designed 10 achieve progressivity through 
graduated rates under the individual consumed income tax. A top statutory individual tax 

IExupt for the inclusion of stmdatd deductions and personal eAcmptioDs and the disallowance of 
certain deductions fOf w.es paid by lNsineases:. the distributiooal estittWCS mo\W. in tbt: T~le 2 are based on 
the same assumptioas as those in Table 1. 

"""'·_ts "" W_ in Char< 2. 

I~_ts.,. ilI_ in Char< 3. 
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rate of 40 percent, together with the loss of a deduction for labor costs under tile II percent 
business tax, means that consumed labor income in excess of $24,000 (for joint filers) would 
be taxed at an ~ffective rate of 46.6 percent under tile Nunn-Domenici proposal. With tile 
family living allowance and personal and dependent exemptions, a 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 a complete replacement of tile income tax system, a VAT or BIT 
could be imposed at a moderate rale to replace a portion of the revenue from tile income tax. 
A variant of this approach, tal«m by Represenlative Gibbons, would impose a VAT to 

. replace most of the revenue from· income and payroll taxes, but would retain an income taX 
for high-income individuals to ensure that they continue to pay an equilable share of taXes. 
Refundable credits or other mechanisms could be used to offset the effects of the 
consumption tax on low-income families. 

While consumption taxes c.an be made less regressiv., there is a clear and important 
tradeoff between prngressivity and simplicity. !be 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 - than our current tax system. Consumption taxes collected from individuals -
such as the individual portion of the Nunn-Domenici USA Tax -- would impose numerous 
reporting requirements on taxpayers and would introduce complicated tax calculations in 
ways that would be new to taxpayers, !aX preparers, and tile IRS. I 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 to a new consumption tax 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. 



17 

Economic effects oC replacing the income tax with a consumption tax" 

Savine and investmentl2 

The main reason I() consider replacing the income tax with a consumption tax is that 
this change could encourage domestic saving and capital formation and promote economic 
growth. A consumption tax would not tax the rerum I() new saving and investment. The 
income tax does tax this rerum, and thereby discourages saving and investment I() some 
degree. The key issue is whether substituting a consumption tax for an income tax will mise 
saving enough I() overcome ilS other problems. 

I. National savini!. The low rale of U.S. saving is a serious concern. The national 
saving rale in the United StaleS 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 Fedenll 
budget deficits. 

Table 4. Components of Net U.S. National Savings 
as a Percentage of GDP: 1950-1994 

Net Net Total Net Total Net 

Personal Business Privale Public National 


Year Saving Saving Saving Saving Saving
, 
Average 1950-59 4.7 2.9 7.6 -0.1 7.5 , 
A verag. 1960;69 4.7 3.6 8.2 ..().I 8.1 

Average 1970-79 5.5 2.6 8.1 -1.0 7.2 

Average 1980-89 4.5 1.5 6.0 -2.4 3.6 

A vcrage 1990-94 3.4 1.8 5.1 -3.1 2.1 

Source: Department of Commerce, Bureau of Economic Analysis 

liThia section analyzes the kms-nm eronomic effects of switching to a consumption tax system. 1"b:e. 
short-nm effects oouJd be quite diffetmt from the long-om effects. but analysis of short-run effects is beyond 
the scope of this CCStimooy. 

. , 

11Discussion of the points made in this ~tion of the: testimony IlPJlCIf$ in Joint COmmiuee on 
Taxation. FaCfQ1's A/Jl!ding the QJmpf'itilivmess oftht Uniud Stala, U.S, Go"m::u:De:nt Printing Office. 1991. 
pp. 44-52; U,S. C<lngt<SSional B04get ClfIi«>, Effects ofAdopting a' Value-Addai Tax, Cons-siooal Budget 
OffK:e, 1992. pp, 51-5; md Joint Commiueo on Taxation. Ducription on4 Analysis ojTJU ProposaLt Relating 
,olndi»dual Savi." U,S. Gov.......... l'rintinS Offi"" 1995, pp. 63·72, 



18 

TIle reasons for the decline in private saving rates in the United States are unclear. It 
(:Ould be due to demographic f.!ctors 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 tax rates were lowered subslllntially during the 19805 and new saving 
incentives were introduced, but the rate of saving still fell . 

. 
According to a recent report by the Organization for Economic Cooperation and 


Development, the saving. rates of our m'\ior trading partners also have declined since the 

l%Os." All of these countries except Japan, bowever, rely more heavily on consumption 

taxes for revenues than does the United States, beth as a percentage of gross domestic 

product (GDP) .and as a share of total tax revenues (Tables 5 and 6). While Iapan depends 

the least on consumption taxes for revenues, it also had the highest saving rate during the 

1980. (Table 7) and the highest rate. of growth in real per capita GDP (Table 8). 


The most direct way to increase national saving is to 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 deficit, there 

may be no net increase in national saving. 
,, 

1'For a more detailed discussion. sec Joint Conmiiuce on Taxation. Deu:riptioll IHtd A.naJysis of Tax 
~ Relllling u> Individual Slwing. U.S. Gov....,.., Printing Oflke. 1991, P 72. 

11·24. 
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Table 5. Tax Revenues by Type of Tax as a Percentage of GDP 
for Selecte<! Countries: 1992' 

I 

Inrome & Social Goods & 
Total Profits Security Property Services 

Canada 36.5 16.4 6.0 4.0 9.5 

France 43.6 7.6 19.5 2.2 11.7 

Germany 39.6 12.7 15.2 1.1 10.6 

Italy 42.4 16.6 13.3 1.0 11.4 

Japan 29.4 12.5 9.7 3.1 4.1 

United Kingdom 35.2 12.7 6.3 2.g 12.1 

Unite<! States : 29.4 12.2 g.g 3.3 5.0 

Soww: Oqanintion for ~ Cooperation and Develop.tnCrit. J.Wren~..~.~iSlie& of OECD Mmber 
'c..nm... !96Hm. 1994. . 

Includes taxes at all levels of govenuDenl 
~ IncJudes certain paYTOn taxes that arc not earmarkt4 fot social $«!urity. taxes imposed on other bases not 

-oc.betwise identified or identifiable IDd fines and pe:uahies, 

Other' 

0.5 

2.7 

0.0 

0. I 

0.1 

1.3 

Table 6. Tax Revenues by Type of Tax as a Percentage of 
Total Taxation for Selecte<! Countries: 19921 

Inrome& Social Goods & 
Profits Security . Property Services Other' 

Canada 45.0 16.5 11.1 26.1 1.4 

France 17.3 44.6 5.0 26.g 6.3 

Germany 32.0 38.4 2.7 26.9 

Italy 39.1 31.3 2.4 26.9 0.3 

Japan 42.4 32.8 10.5 14.0 0.3 

United Kingdom 36.1 17.8 7.9 34.4 3.7 

Unite<! States 41.5 29.9 11.4 11.1 

Source: Organizatioo for Economic Cooperatioa and Development. Revenj!C Statistiet of QECD Mtm1:?g
c..ntti... 1~IW. 1994. 

I Inclw1M taxes at .n levels of gOvmuDent. 

2 Include6 certain payron ta.xes that an: not earmarlced fur social security. ta..les imposed on other bases 

not otherwise identified Qf identifiable and fines and penalties. 
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Table 7. Average Net National Saving Rates for Selected Countries 

Counll:)! 1980'1 122.Q .l.22l 1m. 
Canada 8.4 5.0 2.5 1.5 

France 7.9 8.6 7.6 6.5 

Germany 9.8 12.5 10.4 9.8 

. Italy 9.8 7.8 6.8 5.2 

i Japan 18.2 19.8 20.0 18.2 

. United Kingdom 4.8 3.6 2.4 2.0 

United Statesi 4.5 3.1 2.8 1.9, 
s..,.,., OECD.lia!iQl!!l tI""""'ls 121!l:1l12Z, 1994. 

i Note: Data .,. ~ on the OECO SySleln of NlIIional A_ (SNA) methodology, 
which dj.ffers slightly from !he U.S, Natiooal Income AccotIDts System. 

Table 8. Average Annual Growth Rates of Real 

Per Capita GDP for Selected Countries: 1980-1992 


(percent) 


Country 1980 to 1990 1990 to 1992 

Canada 1.9 -1.9 

Prance 1.8 0.4 

Germany 2.0 2.0 . 
Italy 2.0 0.9 

Japan 3.5 . 2.4 
•

United Kingdom 2.5 -1.8 

United States 1.8 -0.1 . 
_ 0rsWza1ion for Economio Cooperation and . 
Development 

2. Tax poliQ! and private saYing. Two effects from substituting a consumption tax 
for the income tax could boost total private saving. Economic theory suggests that if the 
after-tax rate of return on savings goes up, individuals would increase saving to consume 
more in the future since the ·price· of fuNre consumption in terms of foregone current 
consumption is lower. However, most empirical studies find that the effeet of increasing the 
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rate of return on the level of saving would be quite small}' In addition, some people are 
•savers,· while others consume essentially all their income. Shifting the overall burden of 

. taxes from saver to consumer households c:.an increase aggregate private saving, but it would 
also result in an increased concentration of private wealth. 

While a 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 to direct tax incentives. The incentive to.establish 
retirement plans , would be much weaIcer under a consumption tax. 

An alternative way to use tax policy to increase private saving is to broaden saving 
incentives within the framework of the existing income tax. Provisions that directly 
encourage people to deposit some of their earnings in tax-favored aceounts, such as IRAs and 
401(1<) 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. 

3. Savini and jnyestmepl. Advocates of replacing the income tax with a 
consumption tax often discuss 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 extent to 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.'< 

u~ Joint Committee on Tuation.l>uaiplion and Analysis of .Tax. Proposals &lating Ie InJividtuJl 

Saving, u.s. Goven:u:ntllt PrintirJg Office, 1995. p. 46. for additional diseussi011 of this·point. see 

~OD for Econoa::Ue Coopemion md Development. Tax.aliofl and H~ Saving. 1994. In 

Dump''''''' and AnDlytil ofPropcsais t. 8<pltu:!t 1M FedmlIl."""", T .. (U.S. Gove......., Printing Office, 

1995, p. 69). tbc Sfatf of the 10int Committee on Tt.Utio:tt states that the teSUlts of studiu of the empirical 

response of $Ivins to changes in the after-tax rate-of-retum are mcooclusive. 


I~Dder U.S. &ax rules,. corporate il.ieotDt tax i. imposed on the. reblm to equity-financed capital used in 
the United Stales regardles;s of who owns it. whereas the indiyjdual iocome tax is imposed on the return to ' 
capital OWD«I by U.S. ~ts Je8Udless of where it is used. (U.S. cotpotUions arc taxed on their worldwide 
income, bur. receive a tax credit for fOftign income tales paid. The residual U.S. tax rate 011 active foreign,. 
source income of u,s, corporations. after accounting for foreign taxes, is penUy quite low.) Elimintting the 
corporate tax woUld be expected to incn:wae domestic investment more. than savinS. bec;n5e i.t would reduce the 
cost of -capital to both U.S. oorporations wd foreign corporat:iom investing in the United States by mucb more 
than it would increase the.ftcMax reNm to U,S, savers. In contrast, eliminating: the individual i:ooome tIU 

would be upected to increase saving more than domestic mvemneut because it would incrmse the. after-tax 
rerum to U.S. pel"Sl:"i1W savin, invested both in the Uuiitd Sti.tt$ and 4broad. bUl. with inCtmationally~HDked 
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4. Interest rates. It is not clear how a switch to a consumption tax would affect U,S, 
interest rates in the long run." The net demand by U.S, investors for interest-bearing assets 
would be expected to increase, pushing bond prices up and yield. down. This would occur 
because the consumption tax would remove interest flows from tax calculations: Also, under 
a consumption tax, domestic borrowers would not be willing to pay as high a 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 no longer be taxed. But in today', 
world economy, the U.S. interest rate is closely linked to rates in other advanced countries, 
With foreign interest rates unchanged and debt capital flawing freely across international 
borders, any reduction in U.S. interest rates woUld be dampened significantly. The likely 
result is that U.S. interesi rates would fall somewhat. but by much less than the initial tax 
benefit to savers, After-tax yields to U.S, savers and after-tax interest costs to U,S. 
borrowers would increase. 

Prices and wages 
,

A frequent concern is that the introduction of cerctin types of consumption taxes, 
particularly RSTs and VAn, would lead to • higher price level because such taxes are 
genetally added to the price of the product. 

It is likely that such. one-time increase in the prices of consumption goods could 
occur. In addition, the indexing provisions of social welfare benefits and some labor 
contracts could lead to continuing inflationary pressures in later periods as a delayed erfect of 
the initial price level c ..... 8O. 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 monCIarY policy."'" 

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

c.tpitll ma:tcta, would DOt provide • relative advantage to capital inves1bd in the United Slate.s. 

17The sbort"'I'UQ effects OD interest rata would depend on actions taken by the Federal Reserve dUMa 
the period of tnmsitiou co • new 1.0 sySltm. 

lIFor additional discussi.oD of the effects OIl prices of adoptiog. VAT, see U.S. Coagrcssional BOOB« 
Offi... ~.a.r ofMcpli.g. v.u-AtId«l r.., CoOs-ional Budget Offu:<, 1m. pp. 64-65. 

I'lr the consumption tax is • replacement for part of the income tax, however. there may be dcc~ 
in ~ prices of investment goods that would produce an offsetting effect and further reduce the likelihood of . 
price increas§. 

http:discussi.oD
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Asset values 

Changing from income laXation 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 wiruiers 
and losers. But it is difficult to identify all effects on assets because such effects deperui in 
complex ways <?n the detalIs of specific proposals and on the economic responses to some of 
the changes. We can only comment generally on what some of the effects might be. 

Several economists have argued that expensing of new investments under a 
consumption tax will adversely affect stock prices to the'extent that those prices reflect the 
value of existing capilal. '" Expensing of new investment lowers the renlal price of capilal 
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 overallle"el 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 consumption tax such as accelerated depreciation and savings 
preferences. The shon-run adverse effects on overall levels of stock prices are likely to be 
funher cushioned because the adjustment costs associated with incorporating new investment 
will reduce the rate at which the capilal stock increases. This will keep renlal returns of 
capilai from falling by maintaining the value of scarce capilal." 

The exeinption under a consumption tax for interest income and the elimination of 
interest dedlWtions would tend to reduce interest rates, pushing up the price of existing 
taxable bonds•.But in today', international capilal markets, high-grade bonds of different 
countries are close substitutes. 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 values 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 tr.Insfer real wealth from lenders (current holders of long-term bonds) 
to borrowers <currenl issuers of long-term bonds). New borrowers 2nd lenders would be 
unaffected by this wealth tr.Insfer. 

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

"See: for ",,_Ie, Alan _ aud Laurence Kotlikolf, Dynamic FisroJ !'on"" Cambridge Univmity 
Press. 1981. and David Bradford ·Consumption Tax Alternatives: l.mplementation and Transition Issues,· paper 
at Hoover Institution~. May 11. 1m. . 

lISee ~ Lyon, "Tht Effo:t of the Investment Tax Credit on the Value of the Firm.· Journal oJ 
PubUc Economic<, )8 (198l!). pp.221.241. 
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longer be favored relative to 1aXl!ble bonds. Consequently, eJristing holders of long·1erm 
municipal bonds woula suffer a capital loss. 

Under the current income tax, investment in owner occupied housing is subscintially 
tax favored compared to other fonns of investment. These advantages include allowing 
deductions for certaln homeownership costs, such as mortgage interest and property taxes, 
even though housing preduces no 1aXl!ble income. Under most consumption tax proposals, 
housing would lose its relative advantage over other fonns of investment. TIle 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 to the returns from other investment, This would lower the price of existing 
housing and substantially reduce the number of new homes that are built." In the absence of 
special tIansition 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 eJristing houses back towards 
their initial level. 

1. Allocation of OOIlll. 

Because a consumption tax does not tax the return to new investment and treats all 
businesses uniformly, it would not favor some assets or industries over others. Unlilre the 
current U.S. income tax, it would' no! 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 
,""",omic returns. Investment would be expected to shift out of the sectors !hal enjoy favor 
under the income tax - owner-occupied housing, other personal assets, and noncorporate and 
State' and local 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 
consideration. from business financial decisions. 

22A s1milar conclusion is dnlwn in Ioint Committee on TUItion. Dacriptiolu and Ana{vsis oj 
Proposals 10 Rqlace 1M I~ Tax, 1995. U,S. Govel'lUDCllt Printin, Office. p. 86. 

"The de<:liDe in housing pri= W<>UId be proportionatety _ .... for bigb·priced ho_ Ibao fo, 1_ 
priced homes. The owners of bigh-pri=J ho.... "" typically in bigh au _ .... making the mortg.,. 
interest deduction rduively more valuable to them, while the ownm of low-pricod homes may be in !Qw 
br..ckds or may be Ilon~itemir.ets. 
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The resulting gains in economic efficiency are substantially reduced if the replacement 
consumption lax departs from a very hroad 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 system by exempting small businesses from the VAT. Some industries, such 
as banldng and insurance, are typically excluded from the VAT because their lax bases are 
difficult to define. Some forms of capital, such as owner-occupied 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. IMatinn of existina wealtb. 

Economic analyses show that much of the gain'in economic efficiency predicted to 
result from a swit<:h to a consumption lax 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 
consumption taX base, significantly increasing economic efficiency. Novertiteless. a full or 
partial exemption for existing wealth might be desired to prevent savings that had been taxed 
wider the income tax from being taXed a second time under the consumptinn taX. An 
exemption for all existing wealth would effectively convert the consumption tax to a tax on 
wage income alone. however, requiring higher tax rates on wages to compensate for the lost 
revenue." Consequently, allowing a full exemption for existing wealth under a new 
consumption tax will substantially reduce, and could entirely eliminate, the gains in economic 
efficiency that ~any economists e>peet from the switch." 

3. Labor supply. 

Both an income tax and a consumption tax affect 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 had: to workers in the form of lower wages" 

lolA consumptioa tal with aD uemptioo for existmS wealth would be levied not only 00 wages. but 
would also colkcl reve:D.W! on profits that ~n~ "economic ralLS.· for example. profits resul.t.ing from the 
ownetSbip of a ~po1y. 

. ~()r * discussion of the tttativc I!lCOttOmlC hulefits of .. consumption tax, wap tax, and income tax, 
see Alan Awub6:h and I...au.ttace KoUikoff. DyNxmic Fiscol PoUcy, Cambridce University Press. 19&7. 

"Sec u.S! ConiJ""woal Budget Office. @'«rsofAbpringa Val..-Add."I Tax, U.S. Cong=sional 
BudS" Offie<, 1~, p. 57. 
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The effect on labor supply of switching to • consumption laX depends on changes in 
effective laX rates•. Effective tax raws 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 laXes. Examining the 
proposed statutory rate structure alone would overstate the possible decline in tax rates and 
the increase in work incentives. 

4: Consumntion-saving choice. 

One source of eco:nomic inefficiency under an income tax is the distortion the tax 
,imposes On a consumer's choice of how much to save. Because an income tax is 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 tax, a consumer must 
deposit more money in the hank today to finance a given amount of spending in the future 
than would be required in the absence of the'income tax. Economic theory suggests that this 
incn:ase in the price of future consumption reduces consumers' incentive to 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, ncutta! 
with respect to the consumer', choice of how much to 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 to 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. 

intemationatlIllde 

It is sometimes argued that, because indirect taxes can'be imposed on imports and 
refunded on exports, the adoption of a V AT or other indirect consumption laX to replace part 
or all of our currenl income taxes would encourage U.S. exports. However, trade 
economists generally agree that such a laX change would not permanently improve either 

. nU.S, exports or the U.S. trade balance. 

To see how a ",fund or exemption for exports under a consumption taX and the 
imposition of the taX on imports (called border taX adjustments), in fact, amount to neither a 
subsidy for domestic exports nor a 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 a broad
based, 10 percent VAT that exemprs 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 

ns.. U.S, Coo""';OIIIl Budge< Office, £.[f'«Q ofAdopring 4 v.u..-Add«i Tax, U.S. o>n.,...;...1 
Budget Office. 1992. p. 6;. A similar conclusiOltls dra'Wll in loint Committee on TLUtion, Ducription and 
AnalyziJ ofPropas4ls fO/lep14« 1M Ftiktal In-. Taz. U.S. Go........... Printing Offi... 1995, pp. 69·70. 
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Jersey apples that are trucked into New York are subject to the 10 percent VAT, they would 
also sell for $5.~O.per bushel. Imports into New York would, therefore, not be penalized 
relative to domestic produce. Over the border,. New Jersey apples would still sell for $5.00 
per busbel, 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 consumption 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.S. income 
taxes could affect private saving and investment by differing and uncertain amounts. If 
private saving increased more than investment, the United States would 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. 

Eliminaling or reducing U.S. income taxes could also affect the relative 
competitiveness of different indusrties, 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 exported. 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 a consumption tax are generally considered to 
have no long-run affect on the balance of trade, it should be noted that some types of 
consumption taxes are accepted as border-adjustable under the General Agreement on Tariffs 
and Trade (GAT!), and others are not. Indirect taxes, such as credit-invoice VATs used in 
most other counrties, are border-adjustable under the GATT. Consumption taxes collected 
wholly or in part from individuals, such as a consumed income tax and a fiat-tate tax of the 
type proposed by Representative Armey and Senator Specter, are unlikely to be refundable 
under the GATT. Although a broad-based, single-tate subtruction method VAT is 

~t is not Df'U'SSlry to have border tax adjustments to obtain this rmill. If the market price for appies 
is $.S,(X). it will DQI be possible for produeers to ~ the price charged Of lower the price and remain in 
~, Labor will beat the butdeo of the tal through • fall io waitS and there will be DO effect 00 trade 
betwcea Now York and New SetSey. In the intenwiooaJ con_t. it is also posAble fot the cum:ncy of the 
COWltry tb.t imposed the tn co depf'eeiate, off.settiP. the effect of the tax .aft tbb exported pxI. 

~ lome Committoe on Tuation finds that repJacing part Of all of the corp<:tta:e income tal with • 
VAT docs DOt dif'f.(;tly affect the U.S. trade balmce. See foint Committee: OD Taxation. Facton Ajfttting 1M 
CompailiwMSS of the United Slates. U.S. Government Printing Office, 1991. pp. 3034. 
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econOmically eqUivalent to. similarly broad-based credit-invoice VAT, a GATT ruling 
would consider other factors. Whether a subtraction method VAT would survive a GATT 
challenge is an untested issue, lO,31 

Sector~specific iSsues of ru:tominl a consumption taxJl , 
Special Jeatment may be appropriare 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 businesses. 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 
explieitly separated from other charges, and it is difficuJt to 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 conudn no special rules 
for the treatment of financial institutions, the Nunn-Dome.iei plan would tax banks and 
insurance companies uuder a separate set of rules from those applied to non-financial 
businesses." I 

I 
~ pciint$ are discussed mJ'I\OrC detail in loint Commiltefl on Taxation, FacttlrS A/!ecting 1M 

CompetiliwtUttl ofl'M Un.ited StatD, U,S. Govemment Printing Office. 1991. pp, 302..4. and U.S. 
Coogmsional Bodget Office, EJf<cu oj A4qpling • VaJu..Add4d Tar, U.S. Co~ Budget Offi ..., 1992, 
pp.634. j 

I 
I

"The T......-y Department ~ on F'""""'Y 3, 1995, '" a query by _ Nunn and 
Domenici on this issue. 

~ isSues are d.iscusscd in detail in 10int CoIllD:llU# on Taxation, Factors Affecting w 
~i"""I.!IM UniJed 81_, U.S. Omgmsional Budget Office, 1991, pp. 31';'20, aod U.S. 
CoogmsionallluoljJet Office, EJfecu qfAdDpting • V~Mded Tax, U.S. Omgmsional Bwlget Offioe, 1992, 
P!'. 26-30. . 

I 
I . 

Dpor a di~ of tho difficulties retaud to taxing insurance and other financial services under. 
VAT. see 10int Committee on Taution. Factors Afftcting 1M CompdilivttnUS t>/1M Uniutd Slaw. U.S, 
Govm!meG. PrintiOs Office, 1991, pp. 315-1S. 

~s is ~ of. problem under, two-part eon.mmption tues like the Arme)" Iilld Specter proposals than 
under _ forms of COIlllUIIlption laX", be<ause the portion of v.s.,.,.added generated within the financial 
services Stttor by labor would be C4ptl1J'ed under the wage tax. Only the portion of value-added generated by 
copilal would be lOst. 

I 
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Taxing govemments and non-profit organizations is difficult because there often is no 
market price for their'production and many are currently not subject to tax. Most countries 
with VATs attempt to tax the commercial operations afthis sector, but this approach requires 
differentiating between taxable and non-taxable activities whil:h can be administratively 
complex. While special tre3lment for specific sectors might ease administration of a 
consumption tax, exclusions from the tax base would increase economic distortions relative 
to a very broad-based consumption tax. The business tax portions of the Nuon-Domeniei 
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 oonsumer dura»les also raises important issues. To ntinintize 
econontic distortions, rental housing, owner-occupied housing, and other durable goods 
should be treated similarly. 'When businesses are allowed to expense capital purchases, 
purchases of buildings or durables for use as rentals would be deductible, and rental receipts 
would be taxed. However, the same theoretie¥ treatment of owner-occupied housing and 
durable goods Would require taxing the total purchase price, which reflects 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 windfail gains for current owners, who would not 
owe tax on the consumption of their existing housing or durable good. 

I 

Many consumption tax proposals assume that exports will be relieved of the tax and 
imports will be taxed. Maldng the appropriate adjustments can be difficult if the tax base is 
not broad or if tax rates vary. Border adjustments for certain 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 tax system is a primary goal of many tax reform proposals, and 
one which we support. A simpler tal< 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 proc=ing tax returns and conducting audits. 

To evaluate reform proposals on the basis of simplification, however, it is useful to 
examine the sOurces of the complexity that plagues our current system. One source of 
oompiexity, the measurement of capital income, would be reduced under some forms of 
consumption tax. Three other sources of complexity, the desire to distribute the tax burden 
equitably, the,necessity to measure the consumption component of business income properly, 
and the use of the tal< system to advance certain non-tax social and economil: policies, would, 

}jSec U.s. Coopssiooal Budget Office. Eif~c.u 0/Adopting a Valw~Mtkd Tax, U.S. Co~onaI 
Budset Office, 1992, pp. 28-9. 

http:difficult.to
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likely persist under any consumption tax. 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 si"lple, broad-based, flat-rate, consumption tax model - for 
whatever reason - will lend to lead to complexity, with higher administrative and compliance 
costs, higher Ill;' rates overall, and reduced efficiency gains. 

Corre<:t1y 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 ofa consumption tax is that many of the onerous 
calculations 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 laX levied at the business level, such as 
Representative Gibbon's VAT Of the business tax portions of the Armey and Nunn-Demonici 
proposals, depreciation and other cOst-recovery provisions would be replaced with expensing, 
Administrative and compliance costs would be reduced, since it would nO! be necessary to 
maintain records on asset costs in order to compute cost-recovery allowances and gains on 
the sale of assets. 

Unlike the existing income tax t however! a consumed income tax collected from 
individuals would require the measurement of annual changes in wealth. As suggested 
earlier in this testimony, a consumed income tax system like the Nunn-Demenici individual 
level tax could, therefore, be at least as complex as the current system, posing numerous new 
taxpayer reporting requirements and introducing new tax concepts and calculations. 
Compliance costs are lil<eIy to be significant for individuals who must report their net 
savings, particularly for taxpayers that both borrow and save and roil over prior savings into 
new accounts, 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 • consumed income tax, proceeds from all forms of borrowing .. whether through a loan 
or a balance carried over to the next year on • credit card .. would be added to a family's 
tax base. The net contribution to all forms of savings would be deducted from the tax base 
and witlldrawals from savings would be taxed. It might not bo complicated to calculate tax 
liability under this approach for a family that borrowed no money during the year, had no 
end-of-!he-year credit card balance, and only made contributions to a passbook savings 
account. But in the modern U.S. e;;onomy, even a moderate-income family might in a 
typical year purehase deductible mutual fund shares through a dividend reinvestment plan, 
seil a taxable bond, and carry taxable balances o. several credit cards. Some proposals 
might not require families to pay tax on some minimum amount of borrowing, such as under 
tile Nunn-Demenici proposal, or might allow laX-free withdrawals from savings in cases of 
hardship, but these modifications would fe(jUire complex rules to determine eligibility for 
exemptions arid to prevent laX avoidance. 
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Distribution of the tax burden 

I 
Most of the mechanisms available under a consumption tax for minitirizing 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 would have to determine which rates to charge for 
their products and, in some cases, would be required to apportion their deductible costs 
among taxable and non-taxable sales. To malte 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 VATs in most OECD 
countries do use this approach. . 

A tax that is collected wholly or in part from individuals can be applied at graduated 
tax rates, which would complicate the tax slightly: it is nOl much more difficult for taXpayers 
to look up their tax liability on a 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 individual. and 
businesses would lower administration and compliance costs by enabling taXes on some forms 
of income to be collected wholly from businesses. . 

Many consumption tax pmposais. such as those of Gibbons, Armey, and Nunn and 
Domenici. offer large standard deduetions and exemptions for dependents in order to roiieve 
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 ElTC 
-~ are used to minimize the burden of the tax, as is done in some proposals. Low-income 
farnilies that otherwise might not be required to file a taX return would have to fill out a 
return in order to receive the credit. So that credits can be targeted to needy households. a 
family migbt be required to caJculauo income, whicb it otherwise would not have to report 
under some forms of a consumption tax. Th. 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 slnlClUre 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. 

•
Measuring consumption 

·•
bike the existing income taX, a consumption taX that is collected from businesses, 

such as a V AT or two-part flar tax. would require rules for determining deductible business 
costs. Some business purchases bave a consumptiOll component that should be excluded 
from deductible business purchases. For example. a busirteSs' purchase of a company car 
that is also available for an employee's personal use has a consumption component, as do 
many business expendilUres for travel and entertainment. The rules for determining 
allowable costs under a consumption tax would be simi1arly complex to the related rules 
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under the iru:ome 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 received by the taxpayer -- and tax 
revenue lost to the govemment- from circumventing the rules. ' 

Promoting sociill and economic iOals 

A U.S. consumption tax is likely to be used to advance cenain widely-held social and 
economic goalS. To the extent that these goals are promoted through the tax system, 
administrative and compljance costs are increased under a consumption tax as they are now . 
under the current income tax system. Home-ownership is treated preferentially under the 
current income tax primarily by allowing families a deduction for interest they paid on their 
home mortgages, AUowing current law treatment of mortgage interest under a consumption 
tax would encourage homeowners to incur additional borrowing beyond their financing 
needs. Because mortgage loan proceeds under current law are not included in taxable 
income, while the amounts deposited in a savings account under a consumption tax would be 
deductible, mortgage loans used to tmnsfer money to a savings account would reduce tax 
liability. In nddition, allowing only some forms of loans to be exempt, such as under the . 
Nunn-Domenici proposal, would introduce complexity and distortions relative to a system 
that treated all borrowing equally. As under the existing income tax, taxpayers would have 
an incentive to reclassify all forms of household debt as lII()rtgage debt to maximize the 
benefit 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 wag....,.",." and businesses 
under a two-part consumption tax. A tax preference for employer purchases of health 
insurnnce and fringe benefits could be provided under a two-part consumption tax by 
allowing businesses to deduct these costs. (lnder an individual-level consumption tax, 
employer-provided 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 to recipients would treat these benefits preferentially relative to 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. Rul•• would also be required to determine 
which business expenses to include or exclude from the tax base. The Armey and Specter 
proposal. would disaJlnw 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. 

'lbe underground eeonomy 

The underground economy consists of illegal activities and those which are 
•informal,' but not illegal. A suggested benefit of a consumption tax system is that it may 
promote greater compliance with the tax laws from those presently operating in the 
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underground economy, Some commentators have suggested ~ a consumption tax collected 
at the business level would enable tax to be imposed on income of the underground economy, 
particularly the informal seetor, 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 affeeted 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 
eleenician who does not pay income taX can charge a lower price, just as an eleenician who 
does not colleet a nationa) RST or V AT for his services. Since income and sales from 
purchases of goods and servi= in the legal """tor by the underground economy, such as the 
eleclrician's tools and supplies, are taxable now, it is unclear whether additional revenues 
would be obtained from this source by SWitching to a consumption tax, 

Coordination with Slate and local 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 to 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 others 
would be liable for hath, The amount of State sales tax or VAT (or national RST) collected 
would depend on which tax was applied first and whether that tax was included in the tax 
hose 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 porview of the States, the closeness of the tax hoses would put the States under pressure 
to conform to Federal law, 

Transitioll to a eonsumplion tax and the tax on existing wealth, 

The most significant issue in converting from an income to a consumption tax system 
is deciding bow 10 treat the rerum to wealth that was accumulated out of after-tax income 
under the income tilt. The return 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 exlsting assets that are not reinvested will be taxed. For 
example, imposing a Federal VAT would automatically tax all withdrawals from existing 
saving! that are used for consumption - even if those savings were accumulated out of after

36See Advisory CommiSSion ouintergovernmcntal Relations. Significant Fttllu,es ofFiscal FeMraiism. 
Volume 2, WashingtOn, DC, 1994, Table 31, p.4, ' 
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tax income. A full or partial exemption for current wealth might be desired to 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, maJring the tax less 
progressive. In addition, economists believe that a tax on existing wealth would not distort 
taxpayer behavior, and that !his non-distorting wealth tax is the source of much of the gain in 
economic 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 hij!her tax rates on wages. The effect would be to reduce 
significantly, and possibly completely eliminate, the gains in econontic efficiency that some 
economists expect from ~ consumption tax. 31 

To illustrate the magnitude of tltis problem, consider the value of current household 
wealth. The total wealth of U.S. households is estimated at about $23 trillion." Much of 
tltis wealth is in the form of assets, such as pensions and unreali:zed capital gains, which have 
not yet been taxed. Excluding housing, the basis of private assets in the Uniled States could 
be as much as $10 trillion. Rules governing the treatment of consumption financed by 
existing wealth during the period of transition to the new tax will determine to what extent 
tltis significant amount of previously taxed savings is subject to the consumption tax. In this 
case, ttansition rules are nol merely, an inconsequential technieal issue; how existing wealth 
is treated during the ttansition could have material econontic 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 inCQme tax. For example! without a transition 
rule for past savings, a retiree who accumulated $100,000 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 ttansition rule could allow savings 
thai were accumulated under the income tax to be segregated from "new· savings and 
deducted from income. Tliis rule would treat the $100,000 as tax-paid savings and would 
enable the retiree to IIUIIa!: tax-free withdrawals from the savings account. 11 is difficult, 
however, to design rules thai differentiate between individuals who reduce their accumulated 
savings in order to 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 to gain a tax deduction simply by transferring old assets into "new" 
savings accounts •. Such a rule would enable a ntillionaire living off the interest on her 
accumulated assets, for example, to receive the equivalent of tax-free interest income - a 

J'1For. discussion of the relative economic bcacfits of a ~on tax. wage tax. and ineome tax, 
see Alan Aue:bacb aDd L..aurmce: Kotlikoff. Dynami~ Fiscm Policy, Cambridge University Press, 1987. 

,aBoard of Governors of the Federal Reserve SJ$tem. BaJant:'e SMers 0/ U.S. Hou.r~Iw1ds. 
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substantial benefit compared with current law." The Nunn-Domenid plan includes detailed 
rules that would prevent the taxation of most previously-taxed savings while prohibiting 

. !»;payers from generating savings deductions out of existing savings. While these ,rules 
would largely prevent the imposition of unfair burdens on elderly households, they would 
udd to the complexity and costs of the laX system and would result in lower economic 
benefits than if the return to accumulated assets were subject to !»;. 

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 capilal purchases, and that income from capilal purchased before the effective date 
would be overtaxed. It would impose windfall losses on firms that invested prior to the 
effective date, plJ!cing them at a disadvantage relative to businesses that purchased equiproent 
just after the effective date of the new consumption, laX. 

. Transition rules oould 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 allowed to deduct immediately the 
balance of their depreelation allowances, though little revenue would be collected from 
businesses during the early years of the tax uuder this scheme. Extending the depreciation 
deductions over a number of years, an approach taken by the Nunn-Domenid plan, would 
spread out the ievenue Joss, but it would require businesses to segregate old and new assets 
during the transition period and, therefore, would increase complexity. ' 

Conclusion 

A change as dramatic as replacing the income tax system with a 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 
completely new laX system. In making such a determination, it is misleading to compare a 
theoretically ideal consumption tax and the income tax system in plJ!ce today. A realistic 

. , 

comparison would recognize that exclusions would likely be made under the replacement 
system - either for administrntivereasons or to 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 laX in the United 
states is really a hybrid tax system. While it is based on income, it incorporates a number 
of oonsurnption tax features thaI help promote saving. For example, contributions to 

, »Unw a ttusition rule that trtats withdrawals from existing savings lbat are deposited into new 
savings accounts as Dew savmgs, m individual ¢OU1d draw down existi.tt, $I.vings. deposit the amount in a new 
savings vehicle. and l'e(:eive a tax deduction fQf t.bt amount deposited. If the return to this -new" savings is 
l.l$Cd for CQftSWIlPtion. the iodJvidual would pay laX on that return. But the original tax deduction WQwd provide 
,. ~fil that would be equivalent to m;e1ving the interest iDromc WI*free. For an iUustnu.ion of this result. see 
the example in the- -Background- section of the testimony_ 

! 
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pensions, deductible IRAs, and other types of retirement savings are deducted from taxable 
income, and the earnings on these savings are not taxed until they are withdrawn. Most of 
the savings of middle-income Americans are in asselS such as pensions and home equity that 
are already exempt from tax. Proposals for further reduction in taxes on income from 
savings of middle-income Americans, such as the proposal in 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 deseribed in my testimony today, we are not 
convinced that the case for cOmpletely replacing the income tax with a consumption tax is 

. compelling. TI)e most frequently cited economic benefit of such a change, an· increase in 
private saving, is uncertain and could be small. The fairness of replacing the income tax 
with. consumption tax is also a concern. Moving to a flat-rate consumption tax would 
increase the tax burden on low-income families and lower the tax burden on high-income 
families. Efforts to improve the progressivity of consumption tax proposals result in 
complexity. In addition, the effect of Switching to a consumption tax on wage and price 
levels, interest rateS, and value of existing assets - including homes - is uncertain. 

In general, divergence from the simple, broad-based, flat-rate, consumption tax model 
- for administrative reasons, to address distributional problems, or to promote social and 
economic goals - will result in more complicated tax calculations, higher tax rates overall, 
and reduced efficiency gains. In addition, the transition could take many years to complete, 
and could be very cosUy and complex. Absent special transition rules, the move to a 
consumption tax could create many uninteaded winners and losers. New savers would be 
advantaged 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 to 
address these situations, but they would be complex and could lead to significant reductions 
in the economic benefilS 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 believe that completely replacing the income tax with a consumption 
tax ultimately could be excessively complex and could create economic disruption. 
Moreover, wlille there has been substantial international experience with credit-invoice VATs 
and broad familiarity within the United States with State retail sales taxes, adopting a form of 
consumption tax other than a credit-invoice VAT or national RS'I' would be venturing into 
the unknown. We can only speculate as to how a consumption tax collected at the individnal 
taxpayer level would work. There is no experience upon which to gauge ilS effects on the 
U.S. 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 tru<es, not as replacements for 
progressive income tru<es, but in place of existing distorting sales or turnover tru<es. Most of 
-our trading par:!Ilers now rely on a mixed tax system that combines income and consumption
tru<es. ConSlNucnlly, a wholesale replacement of the income tru< with a consumption tax 
would represent a grand international experiment. The burden lies with the proponents of 
consumption tru<es to show that it is worthwhile to conduct this experiment on the world', 

,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. A 
simpler taX system would have lower compliance costs for individuals and businesses and 
lower 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 Corrections Act of 1994. We urge the Committee to consider 
this legishation again on an expedited basis. We look forward to working with the Congress 
on these and other initiatives to 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 - proposals that would simplify 
the tru< system and improve economic incentives wilbont sacrificing revenue or fairness. 

" 
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Talking Points on Flat Taxes 

• 	 Several proposals have recently been made to replace the existing income tax system 
with a "flat tax." These proposals are effectively consumption taxes and have three 
common characteristics: 

(I) 	 they would replace 'he gta<lua,ed ra'e structure of ,he income tax wi,h a single 
rate; 

(2) 	 they would tax consumption instead of income and effectively exempt capital 
income (interest. dividends. and capital gains); and 

(3) 	 they would eliminate many of 'he deductions and exclusions ,ha' are allowed 
under the current income tax. 

• 	 Flat tax proponents claim ,hat their proposals would result in increased priva'. saving. 
While economic theory predicts that families would have a greater incentive to save 
under a consumption tax than under the income tax. the amount of any increase in 
private saving from switching to a consumption tax is highly uncertain and probably 
smali. 

• 	 The analysis of any particular proposal will depend on its details. 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 taxpayers 
to low~ and middle~income taxpayers. Proposais that would anow a generous 
exemption amount below which a family would pay no tax would relieve the poor 
from any tax burden, but would necessarily raise the burden on middlewincome 
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 capitai 
~- interest, dividends, and capital gains. Inevitably, the tax burden on labor income 
would have to be raised to make up the difference. 

• 	 A tlat rate consumption tax would allow businesses to deduct immediately the cost of 
aU capital investments instead of claiming depreciation deductions over time as the 
investments produce income. Immediate expenSing is equivalent to elIminating tax on 
the return to business investments, 

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

I 
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proposals, however J would disallow business deductions for fringe benefits other than 
retirement benefits, This means that employerwprovided health insurance and other 
forms of non~cash compensation would be taxed at the business leveL 

• Under current law, businesses are allowed to deduct the employer portion of the 
payroll taX. Some flat taX proposals would disallow this deduction, which would 
increase the effective taX rate on labor income relative to a system that allowed the 
deduction. 

• 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 wiH "" 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 health insurance 
coverage, and deductions for State and local income and property taXe'. Some flat 
tax proposals would eliminate these incentives without providing substitute programs. 

• Other flat tax proposals would retain ,orne preferences, such as the deduction' for 
home mortgage interest and charitable contributions. Continuing these preferences. 
,however l would result in more complicated tax calculations, higher tax rates overall, 
and reduced efficiency gains relative to 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 transition costs and 
would make it harder to achieve a fair distribution of the tax burden. 

• Some flatlconsumption tax proposals would disproportionately burden past savers 
including many of the current elderly .. who have already paid income taxes on their 
savings and would"" taxed again when those savings were 'pent under a consumption 
tax, . 

• Many businesses that purchased equipment prior to the transition to a 
tlatIconsumption 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 to 
businesses that purchased equipment JUSt after the effective date, and would, 
therefore, "" allowed to deduct the full cost of those purchases, 
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• Consumption taxes caH for special rules governing the tax treatment of certain 
sectors~ including non-profits. governments. housing and other consumer durables. 
and impons. 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 syslem can be improved. and we look 
forward to working with the Congress on ways of simplifying OUT tax system. In 
particular. the Administration will give serious consideration to proposals that would 
reduce the costs of compliance and improve economic incerttives without sacrificing 
rev~nue or, fairness. 

Office of Tax Analysis 
April 28, 1995 
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Talking Points on the Armey Fta' Ta. 

• Representative Armey has proposed that the United States adopt a two-pan flat tax to 
replace the current corporate and personal income taxes. The proposed tax would be 
collected in pan from individuals and in part from businesses. The base of the tax is 
total consumption. bur the proposal exempts from tax a portion of wage income by 
allowing slandard deductions for individual taxpayers and 'heir dependents. 

• The Armey proposal comprises: , 
(I)' a tax on individuals' wage income at an ini'ial 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 an business cash flow 
with deductions for purchases of capital and for wages (but not for noo
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 in individuals' 
taxable income. 

• ,Businesses - whether corporate or nonwcorporate - would not be allowed a deduction 
for interest and dividends paid to the owners of the business. Consequently. 
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 government bonds or overseas assets. 

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

This 

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

Preliminary analysis by the Treasury indicates that replacing the current 
corporate and individual income taxes with a flat tax similar to that proposed 
by Representative Armey would result in an estimated revenue shortfall of 
$186 billion per year. To be made revenue-neuttal with Armey's proposed 
slandard 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 
to be reduced to about 32 percent of their proposed amounts. Reducing the 

~ 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 tax rates, lower 
standard deductions, Or spending cuts. 

• 	. Replacing the existing graduated tax rates with a single rate would shift the 'ta.X burden 
from very high-income taxpayers to low~ and middle~tncome taxpayers. Proposals 
that would allow a generous exemption 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 mlddle~income famiHes. 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. 

'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 Jaw. businesses are allowed to deduct the cost of many fringe benefits 
they provide for tbeir employees. including health insurance premiums. The Armey 
proposal, however. would disallow business deductions for fringe benefits other than 
retIremem benefits. This means that employer~provided health insurance and other 
forms of non-cash compensation would be taXed at the business level. 

• 	 U ndor curren! law. businesses are allowed to deduct the employer portion of the 
payroll tax, The Armey proposal would disallow this deduction, which would 
increase the effective tax rate on tabor income. 

• 	 The disallowance of deductions for fringe benefits and the employer portion of the 
payroll tax represents. "hidden" tax on employees, since economists believe thaI 
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 health insurance 
covetage. and deductions for State and local income and property taxes, The Armey 
proposal would eliminate these incentives without providing substitute programs. 

• 	 The Anney proposal does not include rules to minimize windfaH losses during the 
tnmsition to the new tax system. For example, many businesses that purchased 
equipmem prior to the transition to the Armey flat tax would have unused 
depreciation allowances, Denying those depreciation deductions under the new tax 
would place those firms .t a disadvantage relative to businesses that purchased 
equipment just after the effective date, and would. therefore. be allowed to deduct the 
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full cost of those purchases.. Transition rules could be designed to minimize these 
losses, but such rules would erode the tax base and reduce tax revenue. 

Office of Tax Policy 
April 28. 1995 
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Talking Points on the Nunn-Domenici Unlimited Saving Allowance (USA) Proposal 

• 	 Senators Sam Nunn and Pete Domenici have proposed replacing the i~dividual 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, II which is 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 deprecia.tion 
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 authl?rs 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: (I) 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. 

I 

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 ponion 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 taXed at the business leveL The 
USA proposal SuggestS that these benefits would also be subject to tax under the 
individual portion of the tax: the value of non~cash compensai:ion would be Imputed to 
individuals and included in their taXable jncome, 

• 	 The loss of a deduction for labor costs under the business tax 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 leve&.~ . 

. ~-.t 

" , 
• 	 Ani individuals' ~ould be taxed on a base equal to their gross income less net saving. 

To make the wd... "'Bressive, tax rates would be graduated, and families would be 
allowed personal' and dependent exemptions, a family living allowance (FlA), and an 
earned income tax·~qEITC) . 

. ' ., 
,., 

Wage--eamers would'alS9 receive a tax credit for their 7.65 percent share of 
the payroll tax. 

--.:. .... , " -'; :;~ 

• 	 In general, Odditioris·t"saVings'would be deducted from income and not taxed. Net 
withdrawals from savings, howev~r, would be included in taxable income. For 
example, if. savings were withdrawn to make a 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 exempt from taX. 
(See the accompanyingno,e on the eqUivalence of USA Tax treatment of savings and 
imerest exemption.)...... . ._. ~; .'.- ." 

• 	 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 r~ve}y,,,",. ,-=:, I,'" 
~- , -:.,;-"'" ." _ ~ --'_,..' ."'.t".. ..... -...._"...; :-, ..\: 

The 4O·perCCi,t'r.U,would begin .($24,000 of taxable income for joint 
retun,t!;~S'2j;l00 foh rerum filed,by~ head of household, $14,400 for single 
filers, and $12,000 for married individuals filing separately. 

• 	 Taxable income would be reduced by a family living allowance of $7,400 for joint 
returns, $4,400'for single filers, S5,40(Horhead of household filers, and$3.700 for 

'married'individualS'filing separately, .Households would also be allowed personal and 
dependent exemptions of $2,550, The total amount of exempt income for a family of 
four would be $17;600, ' -,. " , 

• 	 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 
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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 
percenton consumed Jabor income in excess ofS4I,600. (Earnings below the 
OASDI wage base·· $61,200 in 1995·· are subject to the payroa tax. Under the 
proposal, workers would receive a credit against their USA Tax liability for their 7.65 
perCent share 'of the payroll tax. Earnings to 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 mortgage interest. In addition, the 
proposal would introduce a deduction for qualified educational expenses. All other 
deductions allowed under the existing income tax, including deductions for State and 
local income'in<! pinpenytaxes, would be eliminated, 

"'!, .. , .,- ,-.~ 

• 	 , The USA ProPosal would 3!low businesses to deduct the full cost of purchased capital 
assets. This 'treatment, called expensing, would effectively relieve income from new 
investment of tax at 'the~ business level. Deducting net savings under the individual 
tax is also equivalent to exempting infome from capital. Expensing under the 
businesS taX oolitbitied'witll iIIe Savillgs deduction under the individual taX. therefore, 
ensures that'income from capital wou.Jd be untaXed at any level under the USA 
proposal, ' , " 

',. 	 _- .' '<i
.' 	 ;'7" 

• 	 It is not clear that the economic benefits of the USA Tax System would exceed the 
costs. burdens. and risks of mQvl~g to an eotlrely different tax system, 

' .. 
Private saving could increase in response to replacing the income tax with the 

,USA'Tax System, but lIlOnom;c' studies suggest that lhe amount of lhe increase 
is uncertaln and probably'SmalL' " 

! Becallse~mar,ginal tax rates on Wap·ln.;Qme would increase. however. work 
"eff6ri"iti1fdec1ine. 'This couldoffsaSoine of the economic benefits from 
increased:~Ying: •,., • '," 

, 	 " 
,_ ... - .T,::~"':~~. ' .. " .\\.... .' ,"';... 
The pIDpO$a.i would probably not make the tax system simpler and could make 
it more complex, Although it would simplify tax compliance by eliminating 

_<.~.ca1c·utatiCms·associated with measuring.income from saving, it would retain 
"--- many of the complicating features of the existing individual income taX and 

would introduce new tal< calculations and reporting requirementS that would 
increase burdens on tal<payers and the Internal Revenue Service, 

Office of Tax Analysis 
April 28, 1995 
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Equivalence of USA Tax Treatment of Savings and Interest Exemption 

. 
The first two examples below illustrate how the treatment of savings under the Nunn* 

Domenici USA Tax proposal 1S equivalent to exemptint: interest income from tax. The third 
case illustrates income tax treatment of savings, and shows that after-tax consumption from 
savings is lower under an income tax than under a consumption tax. 

In each case. the taxpayer begins with $100 of wage income 1n the first year. He 
wishes to postpone aJl consumption for five years. The taxpayer saves all of his after-tax 
wage income in the first year and earns a five percent annual return on his savings; At the 
end of five years, he withdraws his principal and accumulated interest and spends it. rn each 
case, the tax rate is 28 percent. 

Case I; USA Ial\ oroposal 

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 liability, 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 $100 plus interest of S27.63, At a tax rate of 28 percent, his tax due on 
$127.63 of taxable income is $35.74. His after-tax consumption is $91.89. 

Case 2: No deduction for saving; interest jn{;ome exempt from tax 
.. 

[n the tirst year, the taxpayer must pay tax of $28 on his SIOO of wage income. He deposits 
the remaining $72 of after-tax income in the bank. He has no afteNax consumption. 

Over the next five years. his interest inco~~ i~ exempt from tax. In the fifth year he 
withdraws $91.89 his original savings of lPllplus interest of $19.89, His taxable income is 
zero, and his afler-tax consumption is $9C!2:. 

Case 3: Income taX 

In the fusI year, the taxpayer must pay tax of $28 on his $100 of wage income, He deposits 
the remaining $72 in a savings account, He has no after~tax consumption. 

, 
[n each of the nel(t five years, he must pay taX on his interest income. His after-tax return 
on his savings is reduced from five percent to 3.6 percent. In the fifth year he withdraws 
$85.93: his original savings of $72 plus interest of $13.93. His after,tax consumption is 
$85.93. 

Office of Tax Analysis 
April 28, 1995 
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Talking Points on Repladng the Income Tax with a National Sales Tax 

• 	 A retail sales tax and a value-added tax (VAT) are both forms of national sales laXes, 
As under: ~y consumption tax, income is effectively taxed under a sales tax only 
when it is:spent on consumer. goods or services; income that is save<! is exempt from 
taX until it is withdrawn from savings and spent. Representative Archer has proposed 
replacing the income tax: with a national sales tax. 

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

Under a credit-invoice V AT, businesses pay VAT on all their sales to both 
households and other businesses, but receive a credit against their tax liabilities 
for VAT paid,oil inputs purchased from other businesses, Most OECD 
countrieS' have credit-invoice VATs. 

Under a subtraction method VAT (also called a "business transfer tax" or 
Bm, a business is liable for tax on the difference between its sales and its 
purchases, from other businesses, including purchases of buildings and 
equipment. H,owever~J~or COStS are not deductible. If the tax is applied to 
all goods and' serVices of the same rate, • subtraction method VAT is 
economically equivalent to a similarly bro.d-based credit-invoice V A T or retail 
sales tax, Most of the VAT proposals in the United States have been in the 
form of a subtraction method V A T, 

,
• Because low.income fanilies consume a higher percentage of their incomes than high

income families, .'flat-rate consumption tax is generally considered to be regressive. 
Whiie retail sales wees 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 progressive. 

• - . 
,. 

I " 

,£"Thes(tiIx';;can'bi'made,less.regressive 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 laX relief from exemptions and preferential 

rates is difficult to target to low-income families, While the tax preference 
does reJieve 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~sa1es tax would ~ffe<:tively exempt interest. dividends, and 
capital gains, '.: 



• 	 A IVAT or national relail sales tax would disproportionately burden past savers 
including many of the current elderly who have already paid income taxes on theirw_ 

savings and would be taXed again when those savings were spent under the new tax. 

• 	 Most countries have chosen a V AT rather than a national retail sales tax because a 
VAT is considered to be more difficult to avoid --: especially for the providers of 
serviCes -- when compared to a retat! sales tax. 

• 	 Mo.t countries exempt exported goods from the V AT and apply the tax to import •. 
Many business groups believe that such border tax adjustments can impro~e 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 a. border-adjustable under the 
General Agreement on Tartff, and Trade (GATT), and others are not. Indire<:t 
ta;(es, such as credit-invoice VATs used in most other countries, are border
adjustable under the GATT. Although a broad-based, single-rate subtraction 
method V AT is e<:onomically equivalent to a similarly broad-based credit
invoice VAT. a GAIT ruling would consider other factors. Whether a 
subtraction method VAT would survive a GATT challenge is an untested 
issue. 

• 	 The adoption of a national retail sales tax is likely to be seen as an infringement upon 
what has traditiomllly been an important revenue source for State and local 
governments. 

• 	 One alternative to replacing the income taX system with a national retail sales. laX or a 
VAT would be to impose a VAT at a moderate rate to replace a portion of income tax 
revenueS. A version of this approach, proposed by Representative Gibbons,·would 
impose a V AT as a substitute for the payroll and income taxes, but retain an income 
taX for high-income individuals. A V A T at a moderate rate would reduce the taX 
burden on saving and produce smaller windfall gains and losses, thereby minimizing 
the need foroomplex transition rules. Retaining the income tax system would ensure , 
that high-in<!eme 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 system, however. 
would impose significant additiona1 administrative costs on the government and 
compliance COSts on businesses, 

Office of Tax Analysis 
April 28, 1995 
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TAX RETURNS , 
Reforming the Tax Code Is Back at the Top of the Policy Charts 

--' 

By'ROBER':' J. SHAPIRO 

T
ax reform is coming, 110 doubt about it But before 
we begin unraveling the tax c(}(Ii:1 we should stop to 
ask two basic q~..>sti(ins. The first, simpJy <)(\d seri

ously, is "Why should we refonn taxes?" The second is 
"v¥hut are the real ngendas of tax reform propt)llcnls'r 
or aliemotively, "Wl1at are the likely consequences of the 
most prominent proposals?" 

The chid Repub!i.;n!\ prop{)sals~which would re
place individual and corporate income taxes with a f1nt 
tax on wages ~lr wit~ a national sales tax~would do the 
economy little if any good, and could do the federal 
budget and the P9ckctbooks of .many middle-dass 
Americans cumider4ble hnrm. A bipartisan strategy also 
under consideration that would exempt personal ZlIld 
business savings and investments from toxati{)n could 
produce some benefits, but probably not enough to solve 
the ccoiio"my's real problem!'. 

In the cnd, tax r~form may make sense, hut only as 
part or a tilTger stratf6Y to inctcase national savings and 
invcstrr.ent. ; 

The question "VVhy reform taxes at all?" deoorvt.'S top 
priority for two r\!us~ms: first, because ;;lnY signifkanl tax 
chaoge can have filr~rcaching economic implicntions, 
,md second, because the tr.€re effort to reform federal 
foxes can entail large costs. 

As soo!:) tiS Congress turns to tax reform, blJ5inesses 
and individuals will be forced to make tax-SL"flsitive de
cisions untlcr consitier,1bly greater uncertainty. Simply 
deciding to I'dorm taxes,. therefore, willlangibly sirain 
thlf L'Conomy's efficiency. Rewriting the tax code will 
aiso tje up mcmb,As of Congress, their ~eni{\r st<lffs, 
Admbistrabon officials, and private lax experts for 
months. In short, :he President rind Congress .:annot 
tackle tax rdl~rm w'itho;Jl turning awoy fr;m other Iffi
portiint iSSlI<cS, su...:h: as health care, wdfilre/ ar.d pcrhops 
evcn the budge! dcf!c!t. 

Moreover, any rqform of comH'quence thnl is enact(.x1 
would affect au: abHity to addreSi> those ;ssucs. For ex~ 
ample, if a new tax code leaves the vatue of empioyer
provided ,ht'ul:h insura:"lCC and other fringe benefits 
untax:L'd, heal~h Gl~C rdorre would have to depend on, 

PHOTOCOPY 
PRESERVATION 

other, less mnrket-orh:nted measures to diScipline dc~ 
mar:d for mC01..:ai. services. Or, if ,he Enrrwcl income Tnx 
Credit for working poor people were eliminated, ns pro~ 
ponenl::- of u flat tax urge, wori<·bnsed welfnre reform 
would bt.'(ome more problematic. And if the next round 
of tax reform were to n:duce federal revenues, as the bx 
rcfotms of 1981 and 1986 did, deficit I'cduction will be 
even more difficult to achieve than it is today. 

Tax reform will have to produce very $ubstantial ben
efits to nutweigh ,,11 of these costi\. The problcmtl that it 
c1aims to tlddress should be genuineiy signifk'lnt, and 
its Ekelihood of solving them should be genuinely higr.. 

Keeping Things Simple 

Tudoy, two problems m~ct those crit>.:ria: the unnccc,;.. 
snry complexity of current t<J;<<"$, ,md the nntion's low 
persom] savings and inv'L'%tment rMes 

The ra~iomtlc for tax simplificati.;;m is straightforwnrd: 
Admin:stcring and complying with the tlwusands of 
provisions in the C\Jrrent code ..:osts bl:siness\!.s and indio 

http:enact(.x1
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vidua.l\i ~m estimated $ tao billion 11 YCiIr. ThM's ;) dend~ for ways, legai imd other, to avoid paying the tilX. y,-,t to 
weight loss to the U.S. economy toughly cquaJ to 1.5 replace the revenues cPl!ectcd today by the income t.1X, a 
perccnt of total gross domestic product. Eliminating niltional sules tax would have to be set al 22 pcrcenl or 
most special deductions and credits ~ould cut that cost higher. Consequently, this plan cannvt really reduce the 
in half, 'I,",x· simpllfic<ltion would also enable the df'..<uj-wcig-ht \OSSl'S of the current sysrem-;md if il new 
Tre;'!su:y II) cnlled ilS much rcvrnm.: as tmin.y wit:, Inwct sales !ilX were used to l"\!place ody pilrt uf the income t<'lX, 
tax r.1tcs, n.>ducing disincentives to cam income and al- total compliance ;:md administrlltivt!' costs would in-
lowing (Jur m<lrkcts to better allocate the ,,"'(onomy's re- creasc. Finally, the Nunn-Domcnid PfQPosal would 
suurces. The end result: greater e(fici~ncy and stronger probably reduce Dvef<lll costs, but it would still preserve 
growth. VilriOUS personal deductions and many of the compli;)ncc 

The Iilx code' oS complexity" thereh)re, represents a features (If the rurrent CUrptll'il te deprcdiltion system, 

probh..'m of tea! significance. And, at lenst in thoory, drn· 

malic tax simplification could substantially cut the costs ~avings and Investment 

associated with the problem_ 


All of the major tax reform plnns feature drastic sim- Like t<lX simplification, the rationille for reforms that cn~ 
p:ifiation: courage Siwings nnd invesh1"',cnt h~ deaf and cornpelling. 

• The flat t<1X prot~oscd by House Mnjority Lender And like lax simplification, encoura;;ing savings and in~ 
Rkhard K Armey llfTcxas and now endorsed by many vestment wili be hard to tlChieve. 
GOP prcsidential hopefuls would eliminate virtually all Since the 19605 and 19705, our n<ltional savings r,lte 
deduc:ti(lns and t;rcdits from the personal income tnx has fallen from betw(!en 7 percent and S percent to less 
and l'cpla;::c most corp~)r<'lt~ tnx prefcn.:nces, jncludin~ than 2 percent. The pcrsonnl savings f<1te hilS dmppcd 
the deductibility of Wclge costs, with a mtc-year wri:c-off predpitvusly, frorn a respcdoble 7.k percent in thc 1970$ 
of capital expenditures. to just 4.6 percent thus far in thc 19905. And despite 

• SimHnrly, the nation!)l sales tax plan supported by sometimt.'S massive foreign investmi.!nt in the u.s" ccon-
COP p«-'Sidcnti,li hopeful Sen, Ri-chnrd C. Lugar of omy, net fixed business investment... which not long ago 
Indiana and H"lUse Wt"lYli! and Means Co~)~~~~!, ~~ai!.:..•.. ' g~;~~ ,<'It ~~ ~yer.agc..'H'imml !~,te of 7 perc.c!'t, e?,pnn.t!¥~~.~. ,..,.'.."". 

. ,. 'o1nn Bjtr~'\rchcr of Tcx<l!" would'end ail CUCl'I;nt credit;; ... Dr just 2.3 pt:rccnt a ycaT over lhe last d(..'Cildc. " _.... 
find dedoctiuns as well ;)s the pcrson.al.1ltd dependents' As our savings and investment rates have declined, 
exemptions so too have the prnductivity gains of our workers "nd 

• And the snvings--exempt tax plan introduced n...... firms, falling from roughly 3 percent annually in the 
ccntly by Sens. Sam l';iunn (O-Ga,) and Pete DomcniCl 1950s and 1960s to les!> than 15 pcrcent annuaHy over 
(R-N,M.} wou!d end' nil personal J{!dw.:linns except the last decade. And slnw productivity grow:h h:.s cut 
mortg<lge inten:st, property taxes! (harlt"b~e contribu- the real income gains :.chieved by wurkmg Amerimns 
tinns, and education:',l expenses, and 01\ the business by fully one-third to one-half 
side prcSt.':rV1.l OJ firm's flbiHty to deduct wage costs but re'" Each of the three m:.jor tax reform proposals claims 
plnet! all other corpnn:'l,tc tax preferences with a one-yem that it ,'muld significantly and permanently increase 
wr:te-off of nil cnpital i!,!vestl)",-cnL u.S. s:winSs ,md investment. But could ilHy of them nc-

Whilt: drnmatic simpliffc<1tion is a sound gooi of n..... tU<lI!y do it? 
form, it is nol, in itself, rcl:'l!.'ii tn any essential way to the Unhappily, the preponderance of hilrd evidence 5ug~ 
oiiu:r featul\,"S of these three m<ljor proposals, Simplifica- gests that most tax breaks for savings and investment 
Hon (outd be ilchlevcd n(.'arly n$ easily, for example, with prod ucc, :.t best, very modest results, cspeckllly if the 
progressive tax r'utes or with il t:at rlite; with or without ,j partkulnr inl'cntivc depends upon llmu " taxpnyer !><\\'I..'S 

tnx exemption for capitnl i:1come; and with or without n or how:. company invest!>. 
bm••d t;)X exemption for nd s..·wings ilnd inVL'StmC:1t. The 1981 Reagan tax reforrns, for example, crenled a 

Mort."'qver, ,til of tbe currc-nt pmpos<,ls \,'Ollld still in~ ncw person:.l tax deduction for savings deposited it) 
\'olve substilntiat administrative and compli:.nH~ C05t5. 5pecial individual retirement accounts, for up to $2,000 i1 

The Armer plan, for in~;t;;J!1ce, would cnd ilutomaHc tax year or ne;lr!y 7 percent of avernge famlly inwrr'\(;. 
withhDldir,~ whkh would <:l1onr.ou~ly incn::'$i.; S{1!'l1l! Reagano'nics :.iso created n host of d<:duct:on& and crcd~ 
compEancc costs. As for the Lug'<1f pL:lfi, kmg expe~iencc its to spur business investment. Yet pL'rsonal snvlngs 
with snlcs taxes indicates that when the sales tax rntc rutes and net btlsi:1ess investment rates kept fulling 
reaches 13 percel,t to 15 percent, people bc-gin searching through most of the 19805. 
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The iruth is, WI! may be trapped in an economic cycle 
that tax reform alone C<lMot break: 

• Changes in toMl business investment secm to de~ 
pr.:nd less on the prevaUing tax filte than on ~he eCono
my's underlying rnte of return ;md the natlon";; overall 
s;:lVings (<ltc, 

• These in turn depend significantly on the Size of 
governm..'!)t deficits nnd the pcrsnnal savings: rnle, 

• Ch,mgcs in personal :mving;; mte$ depend primari
lyon how fast po:!.;->onal income grows. . 

.. Personal income growth depends mainly on our 
rnle of productivity g<lins, which in turn depends on 
(and brings UB f~H circle 10) business investment rates, 
itnd perst>nal !kH'!nh"$ rates. 

If this is how 'our I..'conomy rea!!y ~orks, tax reform 
would havc to, deliver a very large <lnd systematic incen
tive for savings and investment tu be at all efft><:Uvc. A par
liol r..'tiuclion in the tax rate on certain Glpili'll gaim;, 
Gl.!orgc Bush's fnv(jrit~ tax reform. clearly fuils this test 
Oespit<.> foursu('{"essive.:uts in thecapital gains t.1X burden 
from 1977.$5. net investment rates continued to dt:!cline. 

The three leading reform proposals gel poor to dt'('cnt 
grades for savmgs ilnd investment. 

Lugnr's natlon"l snics tax pbn is at the botinm uf the 
class. There is little hard evidl.!n('"c Ihat sules taxes affect 
snvingS'rates at 011; whether they are i'lpplicd at the ret.1i1 
lweI or ilt intermediate' points ~lnder a valu<.--odded tax, 
and 110 evidence of ;1 savings benefit if the t"x cxempts, 
bo;;ic ne..:essi!je$ 'such as fond, hnus:ng, ond meuical care" 

In thc'middle. of the class is Armey's flat tax plan. His 
th<.'Ory is that silvings and investment will rise ii all in~ 
come <lnd gains from savings and investment arc taj(
free, To ;)chievc this, Armey, in effect, lrilnsforms the 
per::,{)nal income I;;:x into a higher paywlllax, sinte hiS: 
plan would tax Ion!)' wages, ~\Jbries, and pension bene
fits, His mistake is that, under his proposill, income or 
Silins from {'xisting savings and inv(.'stmcnt also would 
be tax-tree, as would all :inhe~itatltt-S, delivering an enor, 
mOilS windfall [0 current savers and investurs even if 
they spend every dollar they have on consumption. 

The Nunn-Domenid approach gets the highest grade 
of the th~'e, How you usc your nlOoey, not how you got 
it or get it, is whill counts under their plan, If you snve or 
Itwest n, it's t<1!<-frec: if VOll ;>t1end it, it's taxed. Thh. ap
proach, then, would cre~tc a (onn of w(>i.'!lth t,1X, since'it 
wuuld tax eXisting wealth <15 it is consum(.'(L 

Economic modeling cannot prov€! that this appTl~!lch 
would produce greater savings and invBstment than the 
Armcy plan-thnl is, if Arm<1)' hau also proposcd taxing 
the returns and 1;,1ins from !!;tis!ing sav!tlgs and invest· 
ment. But cnm,nmn sense suggests, at the Icast, thai the 

~unn-Domcnici ilppronch would ere>!tc <l more sy;;temw 

alic lnCt'ntiv\.! for savings and investment. and without 
providing n stealth windfall to current investors lind 
,..avcn:;,. Nunn and Oomenici would also shift leSS of the 
tax burden from nigh~incomc pcople to middle-class. 
families. becau$C they apply progressive tax rates to !he 
income that pt.'Oplt: consume iI1$tead of Armey's propos
al for n flat tax raIl' applied only to the income pc!)plc 
l'<lrn by working, 

Making Reform Worth the Effort 

Ultimately, l1eU/l!:r strategy tan dcmons.tl1lt[! that it could 
truly overpower the basic economic force!> that hrtvt! al~ 
ways prevented tax incentivt's from raising savings and 
investment rates by much" Is comprehensive tax reform 
realty worth the effort?" 

The answer fOr now is YL"5. if and only if tax reform is 
accompanied by ndditionat mCi1surc~ to reinforce and 
ntnpllfy its effects on savings and investmer.t; namdy, 
deficit reduction ilnd malldatory privale savings. 

The hard truth is that the most i.mportant single rea~ 
son for low naHonnI savings and investment is not the 
tax system, but our willingncs~ tn allow government to 
absorb up to hall £If our personal and bU$im,'Ss saving" to 
finam:e its deficits. Based on th(: r",'<:ord of the last 15 
years, spe~dingc-:;ts- ai';~~ Wiil~i1'oi'ci"i;iWni:tlc:thoisc' 
deficits, esp<''<:ially if the politk<1! parties ('"nnot build a 
new consensus about what responsibilities now h· 
nanced at the federal level $hoald be devolved to the 
states. localities. or private entitles. They also will have 
to redefine the ways in which we, ('ul1t.octively and indi~ 
vidually, ensure heillth care {or clderly people along 
with everyone clse arAi income seeurity for rdirce;L 
Otherwise, any genuine nnd serious pro-$aving.<; tax rc~ 
form will also have to mise additional revenues to rc· 
clute those deficits" 

Once again. the Armey and Lugar plans fall far short. 
Armey's t1at tilX would shDrply exp;:H1d the ddicit and 

thus seriously reduce jltlt)on<1i s,r\'ing~ and investment, 
since it would raise roughly $160 biilioll a year less than 
the current income tilX system. The Armey proposal 
could be rr.adc rcvenue·ncutl(l{ by increasing its flat lax 
rate from t7 percent tn 22 percent or 23 percent. But 
doing so wot.;d also :ncreilsc the current ta.x t-urdcn IlD 

roughly nne-third of aU middle-class Americans. 
Lugar'!> 17 percent natiQnal sales tax would expand 

the deHcit and vastly Increase the tax burden on I(}wcr~ 
income pt:ople now exempt from income taxefL In lill:o· 
ry, a nafio{wl g..les t<1X could be rt..'venuc~neulral if it~ lnx 
rate were set in the mid~20 percent range. But in prndJce, 
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at that level <omplhmce would fall sharply and the 
deficit would inco:3se ogoin. 

T1K' Nunn-Dnmcnk} propns,d is alrendy revenue
neutr.ll, with tnx rate!> similar tn those under the curn.:nt 
in;;omc lax. It could expand national savings by reduc
ing the deficlt with eith~r somewhat higher roles or, bet~ 
ter still, bv eliminating some deductions it now 
prCScl'vCS, s;t<h as those' for ch.,rH.,bic wntribtltions "nd 
for property taxes, 

After the budgel deficit. the second hugest factor in 
low nationnl savings and net investment is s:ill not tht· 
way we tel.'; consumption and snvings, but the impact of 
the Sod;!l Security $ystcm While most economic I\!~ 
search shows that tax incentives cannot greatly increase 
person,,! lmvings ilnd investm(,nt, research also suggests 
that tIlt; expec(<ltion of public pem;it)1i pi1yment.Q has 511;
nifici1ntly decreased prh'ate retirement !i,lving, 

How can we reform Social Security to address this 
problem without undermining the system's great 
nchicvement in virtu:1l!y:eliminJting poverty Among the 
clder:y? i .. 

The most promising approach would be to g:rildually 
transform Social Security and the taxes that finance it 
into m;,ndatory priViltC silving;;, supplemented by a 
minimum public l\!lircment bcHt:flt for low C<lmefS" We 
could start by rcdirt.'Cting the pa}'wll taxes tho! currently 

.:.., ,'proqy.ctt the so-c<.llied Social $eeuritr s~rph!s.:""aqq'~t 2 
percentage points of today's payroll tax-to mandatory, 

individual private rc!lremcnt aCt:ounts. 
To have any rcal impact on nation,,1 $iwlngs, how~ver, 

this reform would have to be accompank'd by othcr 
. budg~l changes so the deficit doesn't tis(: itS we .:hannc! 
these- surplus paywll-tax revenues to private saVings. 
And the next step would be 10 raise the retirement age 
and implement other benefit n.:(orrns, so that the remain
ing paymll tax could still (Over benefits itS more p\!ople 
retire, Over su(X'\!cding dt'<:adcs. the shnre of the payroll 
tax diredt.>d to mandatory individual private savings ne
counts could be rnis(:d, as the size of the publiLly fiw 
nanced penslOn b(!'ncfit bccomL'S sm;tUer. 

At the conclusion, there would be a mnndatory pri
vilte savings rate of up to 10 percent-much higher than 
today's mt..."-so thnt most p<.."nple could provide for the 
maior part of their own retirement security. 

By tying mandator>' privak' savings to consumption
based personal and corporate taxes that abw reduced the 
deficit, at least we would erente a gcnuinl.' systematic 
bias tow:nds savings and investment. No one can gUG!'

ante!.' Ihnt even this npprOZlch could tenosform the ...-eon
omy. But il seems certain that anyU)ing that is IcSs 
systematic or fnils t(l reduce the deficit wouldn't be 
wor6 the effort. * 

.:~;:Ro:~rf r~?}!!lpiro is'via l'11!sid{lIt of the Progress/lie policY"'''' 
J"stit/ltc. 

A FLAT You CAN'T FIX 

Five Flaws That Shquld Halt the Flax Tax Bandwagon 

By M, JEFF HAMOND 

A
dvncntl~ for n:p!<Ic'ing totiay's gr.Hluated federal 
incontc tax with <I flat tnx have worthy go"ll;; in 
mind: simplifying the system and elimimHing the 

dotlble-to~alinn of savings and investment. The flat tnx. 
they argue, wi:] tnx .111 income nnly one....', elimin'lling 
m,mv of the curreat :lYl:lWm's inefficiencles_ 

S;1t if the primary ~>biect of tnx reform is to i~at people 
fairly, r,ot fb!!ars, [IS economist Nicholas Knldor once 
n;)ted, the Oat tox falls tcrribly sbt.rt. Seve;]! plans. ure Oil 

the tabk, tbe le.1ciing (lnc being 1<louse Mniority U!::ldcr 

Richard K, Ar;ney':; propose.! I,lr ,) single 17 percent mit: 
with no deductions (after an initinl period with a 20 per
cent rute). Another is Rcpublic<lo Sen. Arlen Spectcr's 
proposal for n flat tax that would maintain d..."tltlctiolls 
fM ;nortg<lge :l\tefl':-;t n:ld ;::h::lrit,,~)le tun!ribuHpns. 

All have serious flnws. Here nre nve issues tn consid~ 
er ~fnre jumping on the Aat tax bandwagon: 

• First, the pt'fSO/ulipal fax 7'I'Vj'NitJ[s unda cOJ/sidcnuitm 
would IIpply onl] 1<' liXIses, sl1ll1ri('~, lind peIi5j(JIl~, So lhc t;)X 

\\'ould be a boon hl peop:e who tl..""Ceivc $ubstantial in-
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come from investments, most of them well off. 
Under <1 flat htXt pe0plu with identic,,! incomes could 

h~vc vastly different personal tax bills; likewise, petlple 
{.:If apart in income could wind up paying the same .!>um. 
Should someone whose L'ntirc incoF.lC comes. fmm " 
$50,000 salary pay:hlghcr tnxt.~ than someone with n 
$40,000 salary and $10,000 in cupit;)l income? Maintain~ 
ing equity both us one moves up and down the income 
;l1(lder as well <l~ "t each rung of t:'e ladder should be 
more important than rising marginal tax rates when dC4 
termining whether a ti1X system is .... fnir." 

Flat tax proponents &'y indjvidU<l!~ would be treated 
f .. irly under their pl~ns lx'Cuuse the business portion or 
the flat tax would cnpture income from capital. All ;n~ 
come would be tnxcd only onCe, whereas the current sys
tem taxes some business income before ;md after i\ is dis
tributed. 

On closer examination, the flat lax 

begins to resemble the Balanced Budgel 

Amendment, term limits, and other 

. simplistic,bl!'!lper-slicker. solutions .to 
_. .. - ., " 

complicated problems Ihat the COP 

has advanced. 

But the flat tax ignores most capitol income from the 
sale of nunfinancinl assets such as real L'Statc or col
!cctlbles.ln addition, it is nn unrcsulvcd L'C(ln;)mic q'Jl'S4 

tinn whether shorHerm profits from st(Jck-marKei 
speculation would be captured by the business tax. 
Stnck prices, after all, Ouctu:;:c bnsed on expectations of 

'future profits, not current profits-and the rise nnd fal! of 
a stock's price can uften be tmced 10 factors nlher than a 
firm's pmfitability, 

., Second, Ar/J1l~y mislca&; t.lt!~ public whl':Jl lie implies thlll 
with Qlle low mie everyone would get a lax cut. It's simply 
not lrue. , 

Eve!"t the uriginnl proponents of the flat {;;x (Robert 
Hall <lrtd Alvin Rnbushka of th€ Hoover institution, 
whose plan has bo!hlower exemption levels and n hlgh4 
cr t<lX ralt: than Armey's to make the system !'CvpnUl)

m~utrill) say that under Armer's pl:m, somt' uf the tax 
burden would be shifted from upper-income to middk... 
ifl>;l)rne \vorket'S, even with large IX'rsonnl excmplion.-;, 

At Armey's pecsonnl exemption levels (for example, 
SJ3,1()O for a singki individunl and $30,800 tor i1 fZlmBy 
of four), the Treasury Department estimates that a Single 
rale of over 22 ptuen! would be required to raise the 
satr.c revenuc as the current income t"x. At that flat r"te, 
with 1'.0 dedudion~, most middle~incom;;; people w(JI 

pay more, not less, than they do now, In addition, peopl<l 
with ,moua] incomes o-f mQre than $200,000, on nveragc, 
would rl'c;,:i\'e a tax c~jt of ova $54,000 if the busineSS tax 
is passed forward in higher prices. 

• Third, lWeI! with high cum.tltion levels. the working poor 
;vouhi be flit hard by tlie flat tax_ How could that be, if they 
would owe no income tax? it would happen due to the 
elimInation of the Earned Income Tax Credit, under 
-which millions tif pN}r workers now get n wage suppk-
ment th,lt pulls them up 10 Ihe p()verty Hnc_ The 
Congressltmal Budget Office estimates that, due to the 
ElTe, people at the bottom 20 percent of the income 
scale now hnve a nCg"iltive effective federal income tax 
rare. The flat tax would raise that rate tu zero-negating 
th€ flat taxers' "generous" exemption amounts and any 
work incentive the RITe provk!L"S. 

• Fourtfl, even after adjusting for Armcy's mmpiaints 
about its original .11lalysis, the TffllSUry Departmellt estimateS 
t!;{l! his plalJ will cos! the goocrtlmenl $160 bitlioll in last rc{l~ 
enue 11 year, not th.e $40 billioll tlwl Armey claitmt Higher· ....,,,······-·''''·'1I'·'~··"-,,.,~~, ,
deficits would stunt our cconomic.growth and lead to ,..., 
hi~her taxe;;. They olsa wlluld rt.'-ducc national s,wings, 
tin outcome directly CIt odds with tax rt;!fnrm's main ob
)ective of iOJ:fcasing lx'ih personal and public savings,. 

• Fifth, Armey's pf(1I! wouM eliminate tax wifl!llOldhlg, 
While some may con...;ider this a great idea-"Lct's em M 

phasi"e Ih>.! cost of government by maidl'lg ev<:ryone file 
a tax return every month!"-it would encourage cheat" 
mg, force the lRS to hire an Mmy of wO!'kcr3 tn process 
hundreds of million$ of llddilional returns. and lead to 
more audits, Eliminating withholding would res1l1t in 
~,m} government and higher taxe5--lhc antithesis "f 
what Armey claims to :;cek, 

The flat tax looks great at first glance, But on closer 
cX!lI'Oination, it bt!g:ins to resemble the Billanccd Budget 
amendment, ter:n b:-nits, an: other simplistic, bumpcr
sticker solutinns to complicated problems that the GOP 
has advanced. Th"rc ".e olhcr WI;lYS 10 accomplish the 
dual ho..-l;; of tax reform: r('dl1Cing the bu~den on ;l,lVings 
und investment while still ensuring fnirm:ss. Prflgfl.'Ssive 
Democrats need to pla}' a mlt! in ensuring those goals 
Me achicVl!d .• 

M. Jfff Hamond is the economic policy analyst tit lite 
]If(JSfI.:ssit'c ,":rJi,;y /mliluie 
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