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|. Introduction

On January 17, 1996, the National Commission on Economic Growth and Tax Reform (the
Kemp Commission) released its report on overhauling the tax system. /1/ The commissonisa
private organization set up by Robert Dole and Newt Gingrich to report to them (not to the
Congress) on way's to encourage economic growth by making the tax system "fairer, flatter, and
gampler.”

The report fird lays out severa "working principles’ for any tax reform geared to economic
growth: fairness, amplicity, neutrdity, visibility, and stability. Taken individudly and a an
abstract level, each of these principles commands widespread support. Disagreement on tax
reform is focused on differences over
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how to implement these principles and how to trade off the principles againgt each other.

The report advocates repeal of the entire Internal Revenue Code, and makes severa "core
recommendations’ for the design of anew tax policy:

o provideasngle low tax rate;

0 providea"generous' persona exemption to remove the tax burden on those least able
to pay;

0 reduce the tax burden on working families;

0 end biases againgt work, saving, and investment;
o dlow full deductibility of the payroll tax; and

o makethe new system difficult to change.

The commission waffled on deductions for mortgage interest and charitable contributions,
noting the important role each has played in advancing socia godss, but ultimately suggesting
only that it would be appropriate to have a nationa discusson on the best way to continue to
encourage such activity. The commission aso noted that policymakers must take care to
protect existing assets during atrangtion to anew tax system.

The report is adso notable for what it excluded. The report was in many ways "the dog that
didn't bark." The report fell far short of earlier expectations that the commission would endorse
"the" flat tax (i.e., the Hall-Rabushka/Armey/Forbes proposd). Thisis both surprising and
relevant because the commission's members seem largdly united on principles of reform, but il
were either unable or unwilling to reach agreement on specifics. For whatever reasons, the
commission shied away from endorsing any particular proposa. The report did not even
indicate a whét level the "sngle, low tax rate" should be sat, nor did it indicate what dollar
amount quaified as a"generous’ persona exemption.

The report did not congtruct a tent big enough to include dl existing tax proposals with
Republican sponsors. The recommendation to remove existing biases againg saving and
investment rules out the proposals by Phil Gramm and Pat Buchanan, which would tax interest
and dividend income at the household as well as the business level. The report does not appear
to support anationa retail sdestax. And the report cannot be construed as support for the
Nunn-Domenici USA tax.

The report does not emphasize border adjustability as a crucia element of tax reform. And
it does not emphasi ze capturing revenues from the underground economy as an important
criterion by which to distinguish reform proposd's (perhaps due to the redlization that none of
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the proposals would do much better than the existing system).

Overdl, the report makes an interesting and relevant contribution to the debate. This article
presents a preiminary analyss of the commisson's recommendations and places them in the
broader context of fundamenta tax reform.

[1. The Recommendations One at a Time
A. Single, Low Tax Rate

There are severa benefits of a pure angle rate sysem: dimination of the marriage pendlty,
eimination of tax timing and shifting consderations, better incentives for high-income
households, etc. But the Kemp Commission proposal is not a pure single-rate system: the
personal exemptions introduce a second-rate (zero), and deductions for payroll taxes introduce
athird effective tax rate, as discussed below. These features can reintroduce tax- timing
considerations and the marriage tax. /2/ Thus, there is nothing sacrosanct about a single rete,
once exemptions and deductions have been admitted. For example, rdative to the commisson's
proposal, one could reduce tax rates for middle-income households and raise rates for
higher-income households and il raise the same amount of revenue. The effects of such a
change on equity, efficiency, and smplicity are worth considering (see Bradford 1988, for
example).

B. Generous Persona Exemption

A large persond exemption has many advantages in terms of equity and smplicity and has
received support from awide range of anaysts, independent of their views of the flat tax (see,
for example, Pechman 1987). But the report is mideading about its plansto "relieve the burden”
on the poor. The report does not endorse retaining the earned income tax credit (EITC). The
EITC provides an incentive for lower-income people to enter the workforce and to expand
their work hours up to a particular level. A family of four can receive over $3,000 in benefits
per year from the EITC and pay no income tax. The report should have been clear that if the
EITC isnot retained, the tax burden on low-income families will rise as a proportion of their
income.

Moreover, the report clams its recommendations would "help remove the barriers that
keep low-income Americans from reaching therr full potentia,” but it is unclear how thiswould
occur. Mogt of the high marginal (effective) tax rates imposed on low-income households are
due to phase-out provisions of spending programs -- which are not affected by the commission
report -- not to high explicit income tax rates. Deductions for employee payroll taxes have no
bene-
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ficid impact on low-income households because their income is below the exemption leve.

The bottom line is that the poor will not be assisted in any direct way by this proposal. It is
possible that arisng economic tide due to tax reform would raise dl boats sufficiently to offset
this effect, but the commission presents no evidence on this point.

C. Reduce the Tax Burden on Working Families

The implications of this statement are vague. It could mean that the tax reform will be
revenue-neutral and therefore that taxes on businesses, retirees, students, and the unemployed
will haveto rise. Alternatively, the statement could mean that tota tax revenues will fal and
therefore that expenditures will haveto fdl. If so, the commission, by neglecting to note which
expenditures should fal and by how much, is providing incomplete information on the nature of

its proposdl.
D. End Biases Againg Work, Saving, Investment

The report advocates the dimination of the double taxation of saving and of al taxation of
capita gains. These recommendations strike the core of the difference between a consumption
tax and income tax and show clearly that the flat tax and related proposals represent
consumption taxes. (If trangtional protection is granted to existing assets, the base convertsto a
wage tax rather than a consumption tax, as discussed below.) The report also advocates
eliminaing the edtate tax.

The report encourages ending biases againgt work in the tax code. But thisis an impossible
task: A consumption tax cannot remove the bias againgt work. Leisure time (time not spent
working) isaform of consumption that is not taxed under any of these proposds. At lesst at
first, consumption taxes may increase the bias against work réelative to an income tax if anew
tax base is amdler than the current base and hence requires a higher rate to raise the same
revenue.

E. Full Deductibility of the Payroll Tax

Currently, employers can deduct their payroll tax payments, but workers cannot. The
report supports adding payroll tax deductions for workers. The judtification is twofold: to avoid
having people pay taxes on top of other (payroll) taxes; and to reduce the combined margina
tax rate imposed on the wages of middle-income households. The first justification seemsto
suggest that other taxes paid -- such as state and loca income taxes and property taxes --
should be deductible. | return to this point below. The second justification may not be
well-served by a deduction. Holding the "flat" tax rate constant, the deduction would reduce
effective margind tax rates for middle-income taxpayers by less than two percentage points. /3/
But alowing the deduction would require a higher tax rete to raise the same amount of revenue
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as without the deduction. The net effect on combined margind tax ratesis estimated in the next
section to be less than one percentage point.

Moreover, the deduction for employee payroll taxes would be worthless to taxpayers
earning less than their family exemption. Thus, deductibility of payroll taxes would have the
interesting Side effect of making the socia security and Medicare systems less progressive on a
lifetime basis.

Despite these concerns, integrating the payroll tax and the "income" tax is an important
consderation as most households currently pay more in payroll taxes (counting the employer
share -- which most analysts believe is borne by workers -- as well as the employee share)
than in income taxes. For example, the Nunn-Domenici USA tax contains a proposa for a
payroll tax credit. Holding the "flat" tax rate constant, the credit would reduce the effective
taxation of labor income by the full amount of the payroll tax. If the credit were refundable, it
would be quite vauable to lower- income as well as middle- and upper-income households.
But a credit would dso cost Sgnificantly more than a deduction and therefore would require a
higher "flat" rate to keep revenues congtant.

F. Stehility

The report proposes that a two-thirds vote be required in Congress to change tax rates
(after the other recommendations are adopted). Everyone would like a stable system, but | am
not sure thet the best time to impose this requirement isimmediately after enacting a policy
change that (a) has never been tried anywhere in the history of the world, and (b) would be the
largest tax policy changein U.S. higtory. It does not seem out of the relm of possibilities that
any new tax system would get ingaled with some unforeseen problems. Technicd corrections
bills are not uncommon even for changes within an existing system. Buit to reped the entire tax
code and replace it with anew one seems dmost certain to require subsequent corrective
measures. At the very lead, it would be prudent to have a severa-year waiting period before
this provison took effect. In addition, whether the rule could be overturned by smple mgority
isunclear.

G. Mortgage Interest and Charitable Contribution Deductions

The commission did not rule out either option and it seems unlikely that the palitical process
will ether. For most lower- and middle-income homeowners, the reduction in house vaue due
to diminating the mortgage interest deduction would probably far outweigh any direct tax
reduction they might obtain under aflat tax. But retaining the mortgage interest deduction raises
Some serious economic issues. If interest income
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Copyright 2001, Tax Anaysts (March)



-8-

is not taxed, there islittle judtification for deducting interest payments. The combination of
untaxed interest income and deductible interest payments creates exactly the type of
tax-distorted ways to game the tax system that tax reform should seek to diminate, not
enhance. /4/

While theoretica purity might cal for diminating the charitable contributions deduction, the
commisson may have found this a difficult Sance to maintain in light of the fact thet the
commission itsdf filed for tax-exempt status, S0 that contributions to the commission could be
tax-deductible. /5/

H. Trangtiond Protection

The commission recommended, without further elaboration, that " policymakers must take
care to protect the existing savings, investment, and other assets' during a"transition to anew
tax sysem.” This seemingly innocuous statement has important implications for tax reform. Firdt,
it turns a consumption tax into a wage tax. Future consumption can be financed only by existing
assets or future wages. Exempting the consumption tax on existing assets leaves only future
wages as the tax base.

Second, it raises fundamentd fairnessissues. People have purchased homes expecting to
recelve mortgage interest deductions; businesses have borrowed money and made investments
expecting to take write-offs for interest payments and depreciation. A cold-turkey switchto a
pure consumption tax would end these deductions on old invesments. That is, it would pendize
people for having done things (like saving, buying a house, or borrowing and investing) that are
not only perfectly lega but in many cases encouraged by the tax system. It would thus seem
eminently fair to dlow trangtiond rdief. Thisis conggtent with the commission's
recommendations.

Third, trangtion raises afundamenta trade-off between equity and efficiency. The caich-22
isthat dlowing trangtiond relief reduces the potentid gainsin economic growth and efficiency
from tax reform. Severa studies even show that consumption taxes can produce significant
gansin efficiency if trangtiond rules are not dlowed, but provide no gain if trandtiond rdlief is
alowed (Auerbach and Kotlikoff 1987, Gravelle 1991). To see why this trade- off occurs,
consder elderly households. Elderly households have more wedlth than younger households
due to standard life-cycle considerations. Granting specid trangition rules to existing assets,
therefore, would reduce the effective tax rate on elderly households and -- since arevenue
target would need to be met -- would require recovering the money by taxing younger
households at a higher rate. Thiswould reduce the incentive of younger households to work,
save, and invest and would reduce economic growth.

Therefore, the trangtion to a new tax system presents policymakers with avery difficult
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choice between (i) having trangtiond relief and getting aless efficient tax system and (i) not
having trangtiond relief, but getting amore efficient tax sysem. The commission's report shows
no indication that a trade-off might exist and suggests, perhaps unintentiondly, awillingnessto
give up on many of the potentid efficiency gains from awell- desgned tax reform. /6/ This
seems like an odd conclusion for a commission devoted to economic growth as well as tax
reform.

[11. The Recommendations Taken as a\Whole

An essentia eement of tax reform is how particular policies combine to create a tax
system. In particular, many interesting implications of the recommendations cannot be
understood in isolation. The commission was clearly interested in these issues, noting their belief
that "we can achieve these gods within the context of budget equilibrium.” But the report
presents no estimates of the interaction between the tax rate, the persona exemptions, the
generosity of deductions, and overal revenue.

To partidly remedy thisgap, | present below some estimates of the impact of what |
consider to be plausible assumptions about the parameters and details of possible tax reform
proposals. These assumptions are based on the commission's reports and the details of existing
proposals. At the outset, however, | emphasize that thisisavery preliminary exercise; itis
designed to obtain a rough sense - - rather than a precise estimate -- of the implications of
various proposals.

The gtarting point for the estimatesis the Hall-Rabushka (1995) tax proposal. The tax
system congigts of a business tax and an individua tax that together completely replace the
current individua and corporate income taxes. The businesstax appliesto al businesses. The
tax base is the difference between (i) receipts from sales of goods and services and (ii) the sum
of wage and pension payments, materia costs, and new investments. A flat rate is gpplied to the
tax base. Under the individua tax, the base would include wages and pension benefits, less an
alowance for persond and dependent exemptions. All wages and pension benefits above the
eX_

Tax Notes, February 5, 1996, page 721

emption would be taxed a the same rate as the business tax. Exemption levels (in 1996
dollars) are those in the Armey/Shelby plans (H.R. 2060/S. 1050): $21,400 for married
couples, $10,700 for singles, $14,000 for single heads of households, $5,000 for each
dependent exemption. (For amarried couple with two dependents, the exempt level would be
$31,400.) There is assumed to be no earned income tax credit.

The following modifications are consdered: A deduction in the individua tax for employee
payroll tax payments, and a deduction in the business tax for employer payroll tax payments, a
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deduction for mortgage interest; a deduction for charitable contributions, a deduction for Sate
and local income and property taxes; and trangitiond protection for existing assets.

In the press conference announcing the release of the commission's report, Jack Kemp
suggested that the single tax rate be no higher than 20 percent. Therefore, two types of
estimates are presented: the tax rate that would be needed to raise the same amount of revenue
as the current system; and the revenue shortfal, relative to the current tax system, of imposing a
20 percent tax rate. Details of these caculations are presented in the appendix.

The basic results are presented in Table 1. With no deductions, the proposal under
condderation is the Armey/Shelby proposd. The estimated 20.8 percent tax rate required for
revenue neutrality is taken from arecent Treasury study (Treasury 1996) and is shown in the
first row. (If the exemption levels were reduced by one-third, the break-even tax rate would be
18.4 percent.) The subsequent rows in the table estimate the implications of various proposals
put forth or suggested by the Kemp Commission. Allowing employers and employees to deduct
payroll taxes would raise the required flat tax rate to 23.5 percent. Thus, with no deductions,
the combined tax rate on workers would be 36.1 percent (=0.153 + 0.208). Allowing
deductions, but adjusting the tax rate to raise the same amount of revenue leads to an effective
combined rate of 35.2 percent (=0.153 + (1- 0.153)*0.235). Therefore, after accounting for
how payrall tax deductions require an increased basic tax rate, the change in the effective tax
rate on labor income would be |ess than one percentage point. /7/

Table 1

Trade-Ofs in Tax Reform

Revenue
Tax Rate That Shortfall with
Yi el ds the a 20 Percent
Sanme Revenue Tax Rate
as the Current (Billions of
Tax Base System 1996 dol I ars)
No deducti ons 20.8 29
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Deduct payroll taxes 23.5 113

Deduct nortgage interest 24.8 143

Deduct charitable

contributions 25.2 156

Protect existing assets
intransition

paid for over 20 years 29.2 237

paid for over 30 years 27.5 205

Deduct state and | oca
incone and property taxes

20-year transition 30.9 265

30-year transition 29.0 233

Adding a mortgage interest deduction would raise the required rate to 24.8 percent. Adding
adeduction for charitable contributions would raise the required rate to 25.2 percent.
Protecting existing assets during the trangtion is a more complex issue, as discussed in the
gppendix. Under favorable assumptions about economic growth, trandtiond protection is
estimated to raise the required tax rate to 27.5 percent if the transition occurs over 30 years,
and to 29.2 percent if the trangtion occurs over 20 years. The revenue loss, holding the tax rate
at 20 percent, would be on the order of $200 hillion in the first year. Findly, dthough the
commission did not discuss deductions for state and local income and property taxes, the report
did come out againg forcing taxpayersto pay taxes on taxes. Allowing deductions for these
items would raise the required tax rate to 28.9 percent in a 30-year trangition and to 30.8
percent in a 20- year trangtion.

Some cavedts should be noted. The estimates do not include behaviord effects beyond
what isincluded in the Treasury analysis. As shown below, including such effects would reduce
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the required tax rate and the estimated revenue shortfal at atax rate of 20 percent. On the
other hand, the estimates understate the amount of deductions that would be taken for two
reasons. (i) some nonitemizers currently pay mortgage interest, make charitable contributions,
and pay state and loca income and property taxes. These taxpayers payments are not
recorded on current tax forms (from which the estimates were made) but some of the payments
would be deductible under the proposal envisoned above; /8/ (ii) if mortgage interest
deductions are permitted in a system that does not tax interest income, it would be reasonable
to expect that mortgage interest deductions might risefairly

Tax Notes, February 5, 1996, page 722

dramaticaly. Including these effects would raise the required tax rate and revenue shortfdl
at 20 percent.

A. Revenue Estimates With Incentive Effects

Modelling behaviora responses explicitly is beyond the scope of this report, but the impact
of such responses on revenue can be estimated by adjusting the size of the tax base. Two such
experiments are undertaken here. In the first, wages and sdaries and taxable business income
were raised by 5 percent; in the second, wages, sdaries, and taxable business income were
raised by 10 percent.

Table 2
Revenue Estimates for the Kenp

Commi ssi on Proposals Wth Behavioral Effects

Revenue Shortfall

at 20 Percent Tax

Br eak- Even Rate (Billions of
Tax Rate 1996 dol | ars)
Behavi or al Behavi or al
Tax Base Response Response

0% +5% +10% 0% +5% +10%
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No deducti ons 20.8 19.5 18.4 29 -19 - 66

Add deducti ons

for payroll tax
nortgage interest,
charitable contri-
butions; protect

exi sting assets* 27.5 25.5 23.5 205 162 112

Add deducti ons
for state and | ocal
i ncone and

property taxes 29.0 26.8 24.6 233 190 140

*Transition relief is assumed to be financed over a 30-year period.

Table 2 showsthe reaults. If tax reform raised labor and business income by 5 percent, the
suggestions in the Kemp report would require a 25.5 percent tax rate to raise the same revenue
as the current system in the first year. If the tax rate were set a 20 percent, the revenue shortfall
-- reltive to the current tax system -- would be about $162 billion. (If the tax rate were 17
percent, the revenue shortfal would be $251 hillion.) Raising labor and business income by 10
percent would require a 23.5 percent tax rate to raise the same revenue as the current system.
If the tax rate were set at 20 percent, the revenue shortfall -- relative to the current tax system
-- would be $112 hillion. (If the tax rate were 17 percent, the revenue shortfal would be $210
billion.)

B. The Forbes Plan

Republican presidential candidate Steve Forbes has advocated aflat tax plan of hisown. A
family of four would receive exemptions worth $36,000 and would face atax rate of 17
percent on wage income above that amount. Pension benefits do not appear to be in the tax
base. | could not find detailed specifications of the rest of the system, and so made the following
assumptions. the exemptions are $24,000 for amarried couple, $12,000 for singles or single
heads of households, and $6,000 per dependent; the business tax would be the same asin the
Armey/Shelby proposal. Forbes makes clear that his plan is not intended to be revenue-neutra,
but does not provide estimates of the likely revenue cost.
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Table 3
Revenue Estinmates for the Forbes Pl an

wi th Behavioral Effects

Revenue Shortfall

at 17 Percent Tax

Br eak- Even Rate (Billions of
Tax Rate 1996 dol I ars)
Behavi or al Behavi or al
Response Response
Tax Base 0% +5% +10% 0% +5% +10%
No deducti ons 22.5 21.1 19.8 185 145 105

Table 3 provides rough estimates of these figures, under dternative behaviora assumptions.
The break-even tax rate under the Forbes plan is even higher than under Armey/Shelby
because the exemption levels are higher and because pensions are not in the tax base. The
revenue shortfall a a 17 percent rate exceeds $100 billion, even with a 10 percent risein
wages and business income.

In any case, the figures above are not meant to be definitive, but do give a sense of the
trade-offs that exist in congtructing a new tax system. The two provisons with by far the largest
revenue cost appear to be the payroll tax deduction and transitiona protection for existing
assats. To be clear, | am not suggesting that either set of behaviord responsesislikdy; | believe
both are probably much too large. Rather, the point of the examplesisthat even with very large
behaviora responses, tax reform proposals modeled aong the lines of the Kemp Commission
report will ether (a) require relatively high flat tax rates, or (b) create large revenue shortfals a
tax rates of 20 percent or less.

A study by Coopers & Lybrand reaches similar estimates of the effects of added
deductions on required tax rates, but does not appear to estimate the effects of transitiona
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protection of assets (see Chandler 1996).
IV. Smplicity, Efficiency, and Fairness Revisited

The commisson gppears confident that its recommendations will lead to substantial
improvements in the smplicity, fairness, and growth effects of our tax system. | find these clams
less convincing.

A. Smpliaty

Making the tax syssem smpler isfeasible and could regp substantial gains. But the system
may not say smple. A flat tax will not end lobbying activity, it will just start the game over & a
new starting point; zero is not alower bound for the effective tax rate on capitd. Trangtion
issues could add a substantid amount of complexity. Some pesky design issues will have to be
dedlt with at some point. For example, the flat tax

Tax Notes, February 5, 1996, page 723

would essentidly renegotiate every dimony agreement in the country. Currently, aimony
payments are deductible and alimony received is taxable. Under the flat tax and other reform
proposas, thiswould change: dimony payments would no longer be deductible and receipts
would no longer be taxable. Changing every dimony agreement seems like an unnecessary and
undesirable feature of tax reform. A brand new tax system will inevitably generate unintended
loopholes that will need to be corrected. These could rate to the fundamentd structure of the
tax (an exampleis given in the section below on the business tax) or could merely relate to the
effective definitions used in the new law. Even a smple satement such as "a business may
deduct purchases of abusiness asset" requires potentiadly difficult lega definitions of severd
terms (see Feld 1995). In short, any actud tax system will be more complex than any ideal or
idedlized tax system; the actua system will be subject to the political process, will have to dedl
with awhole series of technica details, and will be required to patch loopholes to raise revenue.

B. Fairness

The commission believes that its proposd isfair because (a) there is an exemption for
low-income households and (b) everyone pays the same rate above the exemption level.
Although fairnessis obvioudy a subjective issue, severa points can be made. The debate on tax
reform istaking place againgt a backdrop of 20 years of increasing inequdity. Taxes were not a
mgor influence in generating this trend, but that does not imply that tax policy should
exacerbate the inequality. In addition, tax reform is occurring at the same time that spending
programs on the poor seem likely to cut real spending per beneficiary. These factors --
combined with the proposed repedl of the EITC, the proposed exemption of taxes on old
capitd viatrangtiond relief, the proposed exemption of taxes on the ordinary return from new
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capita, and the proposed elimination of the estate tax -- suggest that equity issues need to be
congdered in abroader context. Moreover, there is nothing inherently fair (or unfair) about
having just asinglerate. A case can be made that consumption represents afairer base than
income, but this case depends on people being able to borrow and lend as much as they would
like at the same, fixed interest rate. When borrowing congraints bind, it is less clear that
consumption isafairer base.

C. Efficiency/Growth

The commission "operated under the premise that an economic growth rate of 2.5 percent
is unacceptable to the American people’ and suggested that fundamentd tax reform could
double the economic growth rate for a decade. This prospect would be welcome, but seems
unlikely.

Tabl e 4

GDP G owt h Rates

GDP
Year s GoP per capita Popul ati on
oo e we 1o
1975- 84 2.5 1.5 1.0
1965- 74 3.3 2.2 1.0
1955- 64 3.4 1.8 1.6
1870- 1913 4.3 2.2 2.1
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Sources. Economic Report of the President, Historica Statistics of the United States:
Colonid Timesto 1970.

Table 4 presents growth rates of GDP and other itemsfor different periods. Assuming that
the rate of population growth does not change, doubling the most recent 10-year growth rate to
5.2 percent would require raising the growth rate of GDP per capitato 4.2 percent from its
recent 1.6 percent. Thisisamuch higher growth rate of GDP per capitathan is suggested by
recent years data. Moreover, it is almost twice as high as the growth rate of GDP per capitain
the most recent period when the U.S. had no income tax, 1870-1913. In those years, despite
double the population growth of today, GDP growth did not average 5 percent. Even the
longest peacetime expansion in post-war history -- 1982 to 1989 -- generated only one year of
growth above 5 percent. The growth rate of GDP has exceeded 5 percent 11 times since
World War |1, but these expansions have largely been cyclica in nature: the capacity utilization
rate in manufacturing rose an average of 4.5 percentage pointsin the years when growth
exceeded 5 percent. In 1994, the capacity utilization rate in manufacturing stood at 83.4, its
highest levd in 15 years. Therefore, further growth will have to be done the hard way: by raising
capacity, rather than using more of existing capacity.

Much of the dleged effect of tax reform on growth is supposed to occur through arapid
increase in saving. For severd reasons, however, this may be unlikely to occur. A very large
percentage of U.S. saving occurs through tax-preferred vehicles, such as IRAS, 401(k) plans,
Keoghs, and pensions. Funds in these accounts aready receive the same tax trestment that they
would under a consumption tax. Moreover, pensons would lose ther tax-advantaged status
relative to other forms of saving, but may Hill find themselves saddled with expensive
regulaions, which could lead to afdl in penson coverage. Allowing trangtiond relief would
aso reduce the impact on saving. Put differently, not alowing trangtiond relief would make
asset holders worse off and therefore would reduce their consumption (raise their saving).
Findly, allowing a mortgage interest deduction would retain a tax-deductible conduit for
borrowing, which could reduce further the impact on saving.

V. The Busness Tax

Both the Kemp Commission report and the tax policy debate in generd pay little attention
to the busi-

Tax Notes, February 5, 1996, page 724

ness tax in the reform proposals. (The commission did endorse expensing of new
investment, but was largdly slent on other businessissues) Thisisasgnificant oversght.

Although the corporate income tax currently raises only about 20 percent of total income
tax revenues, Treasury (1996) estimates that the business tax would raise 42 percent of
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revenues under afla tax, if thereisno trangtiond rdief. Many of the gains from tax
amplification could come from the business sde. Theimpact of the busnesstax on investment
and efficiency isacrucid part of how tax reform might raise economic growth. And the
digributiona burden of the businesstax is crucid to understanding incidence of aradica tax
reform.

By dlowing expensing of new investment, the business tax would set the tax rate on the
ordinary return to new investiment equal to zero. That is, the present value of the deduction
would equd the present value of tax payments for this investment. For particular investors or
projects that generate returns that are higher than the normal return (adjusting for risk), the
business tax would impose a positive net tax burden. Thet is, the present value of depreciation
deduction would be less than the present vaue of the tax payments flowing from the project's
income.

Two issues areraised here. Thefirst concerns a potentialy important loophole in the
business tax base. The businesstax is not a cash flow tax. Receipts from sales of goods and
sarvices are taxable, but receipt of interest income is not taxable. This creates an obvious
incentive in transactions between businesses subject to the flat tax and entities not subject to the
business tax (households, governments, foreigners): the business would like to relabd as
"interest income" as much cash inflow as possible. The other party (not subject to the business
tax) isindifferent to such labeling. The same possibility occurs for cash outflows. Outflows that
are labeled purchases of goods and services or capital goods are deductible, while outflows
that are [abeled interest payments are not deductible. This creates obvious incentives for
businessesto labd as "purchases’ as much of their cash outflow as possible. It may be possible
to fix some of these problems by moving to a cash flow tax at the busnessleve that includes
financid flows. But (i) the issue isaproblem in the busness tax in current proposals, and (i) a
cash flow tax isavery different tax system, which raises ahost of additiond issues. /9/

The second issue is that revenues from the business tax may be countercyclicd. Under the
current income tax, revenues are procydlica -- they rise during booms and fal during
recessons. This automatic stabilizer feature is dmost universally congdered a virtue of the
income tax. Under the flat tax, however, the business tax may work as an automatic
destabilizer. The businesstax base is sales less investments and less other items. The relevant
point is that investment tends to be highly volatile over the business cycle. Thus, in arecesson,
if investment drops more than sdes, tax payments will rise, rather than faling as they would
under theincome tax. The difference, of course, isthat under the income tax, depreciation is
caculated as more or less aweighted average of previous years investments and so is more
gtable than investment. In the business tax, new investments would be depreciated completely in
thefirst year, so that deductions would equa -- and be as voldtile -- asinvestment (see Merill,
Wertz, and Shah, 1995). For dl of these reasons, the business tax merits closer scrutiny.
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V1. Myths of Tax Reform

One dissarvice the Kemp Commission provided was furthering severa myths about tax
reform.

(@) JOHN F. KENNEDY WASA SUPPLY SIDER. The report contains severd lyrical
passages claming intelectud ancestry in the words and writings of President Kennedy. Let it be
noted, however, that the Kennedy tax cuts reduced the highest rate al the way to...70 percent!
The Kennedy plan retained what would today be regarded as a steeply progressive system with
numerous rates. There was an investment tax credit, but it gpplied only to corporate
investments, and there were fewer shdtering vehicles avallable. Virtudly every economist today
would agree to rate cuts if the top rate were 91 percent, asit wasin early 1960s.

(b) FEDERAL TAX REVENUES ARE ALWAY SAROUND 19 PERCENT OF GDP,
REGARDLESS OF WHAT THE TOP RATE IS. This proves that raising rates does not raise
revenue and that revenues would not fal under aflat tax. It is not amyth that federd tax
revenues have hovered around 19 percent of GDP. Thisis shown in the top line of Figure 1.
But this seemingly congtant number hides some important dynamics. The main sources of
federd revenue are the payroll tax, the persona income tax, and the corporate income tax.
Figure 1 [see page 728] shows that the composition of federd revenues has changed
subgtantialy. Rdative to GDP, payrall tax revenue has increased over time, while income tax
revenue has declined. Figure 2 [see page 728] shows payroll tax rates and payroll tax
revenues. Both have risen over time, as has the payroll tax base. Clearly, though, for the payroll
tax, higher tax rates do mean higher revenues.

The corporate and personal income taxes are shown in Figure 3 [see page 729]. Severd
comments are

Tax Notes, February 5, 1996, page 725

merited here. Since there are severd tax rates, looking only at the highest individua rate
(which may only affect asmall minority of taxpayers) may not be a very strong test of the
effects of tax rates on revenues. Moreover, changesin tax rates often are accompanied by
changesin the tax base. These considerations make it difficult to develop clean tedts.
Nonetheless some observations are relevant. Firgt, the broad trend in both taxes is reduced tax
rates and reduced tax revenues. Second, the income tax surcharge in the late 1960s clearly
raised revenues. Third, the 1981 tax act, which combined rate cuts and base cuts, severely
reduced income tax revenues. Corporate revenues fell from 2.1 percent of GDPin 1981 to 1.5
percent in 1984 and did not rise to 2.1 percent again until 1994. Individua income tax revenues
fell from 9.6 percent of GDP in 1981 to 8.1 percent in 1984 and have never exceeded 9
percent of GDP since 1982. Fourth, the 1986 tax act, which was designed to be revenue
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neutral, by combining atax cut with a base expangon, by and large was neutra: income tax
revenues have been ardatively congtant proportion of GDP since then. Therefore, the fact that
revenues stayed roughly constant after 1986 when tax rates fell is not evidence that rates have
no impact on revenues, because the base was changing, too.

These findings suggest that the relatively congtant ratio of aggregete revenue to GDP
provides little information about how individua taxes respond to tax rates. The evidence for
both the payrall tax and the income tax is congstent with the view that -- holding the tax base
congtant -- increases in tax rates raise revenue. Thisis not to deny the existence of incentive
effects -- such effects clearly exist. But the result says that even after adjusting for those effects,
aggregate revenues and rates typicaly move in the same direction, if the base is held congtant.

(c) TAX CUTSIN THE PAST HAVE RAISED THE REVENUES PAID BY THE
RICH SO THE FLAT TAX WOULD, TOO. Hat tax advocates often point out that tax cutsin
the 1920s, 1960s, and 1980s led to increases in the tax payments made by the rich and suggest
that smilar effects would occur if the nation adopted a variant of their proposa (see Hall and
Rabushka 1995, for example). There are two mgor differences between those tax cuts and the
proposed flat tax. Firdt, the percentage increase in the rate of return was much higher for the
earlier changes: in the 1920s, the top rate fell to 25 percent from 73 percent; this change
therefore more than doubled the after-tax payoff to 75 percent (1 - 25 percent) from 27
percent (1 - 73 percent). In the 1960s, the top rate fell to 70 percent from 91 percent. This
more than tripled the after-tax payoff for the highest income taxpayers, to 30 percent from 9
percent. In contrast, a Kemp Commission style proposal might reduce the top rate to roughly
25 percent from 40 percent. This represents a one-quarter increase in the after-tax payoff to 75
percent from 60 percent. Hence, the increased payoff rates would be much lower than in
previous changes, suggesting a much smaller revenue response.

The second and more important difference is that the flat tax would exempt the ordinary
return to new saving and investment from any taxation. Since the highest income groups dso
have the highest wedlth, thiswould reduce substantidly a part of their tax base. (Of those with
adjusted gross income of $100,000 or more, about 41 percent of AGI is something other than
wages and sdaries or penson benefits and therefore would not be included directly in the
individua tax base; for the rest of the population, about 11 percent of AGI would not be
included.) If trangtiond relief of exigting assetsis dlowed, then the wealthiest taxpayers would
have their tax payments reduced further because they have the most assets to protect. Hence,
for the highest income households, moving to aflat tax would imply a small increase in after-tax
returns (relative to earlier historica episodes) but ardatively large reduction in the tax base,
particularly if trangtiond reief is alowed. For both of these reasons, the experience in earlier
historica tax cuts need not be rdevant, and the share of tax revenues paid by the wedthy
would likdly fdl, or rise by much less than in the past.
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VII. Concluson

One €effect of the Kemp Commission report may be to reduce consideration of the retail
sdestax. Thiswould be a useful outcome. The European experience suggests that compliance
and evasion problems make sales taxes unworkable at the rates that would be needed to
generate sufficient revenues (see OECD 1993, Bartlett 1995). A VAT would work better than
aretall sdestax, and aHal- Rabushka flat tax would work better than aVAT (see Gae
1995.) Theflat tax isaclever ideain principle. Whether it, or some other fundamental reform
proposa such as the Nunn-Domenici USA tax (or some combination), can be made to work in
practice is adifferent question and the answer is not obvious.

More broadly, the report is symptomatic of the whole debate on tax reform: thereis
widespread agreement on the principles of tax reform, much less agreement on what those
principles mean in practice, and perhaps very little on how to trade off one principle against
another. But the revenue estimates provided above suggest that dl of the stated god's of the
commission cannot be achieved smultaneoudy: choices will have to be made between desirable
features of the rate structure, the tax base, and extent and direction of socid policy.

It isironic that the commission report seeking unity on some badc principles of tax reform
was issued just as attacks on the basic flat tax proposa have sprung

Tax Notes, February 5, 1996, page 726

up from Republican presidential candidates. To alarge extent, the attacks reflect political
motives, but if they had not occurred now, they would have to occur later as they embody the
natural evolution of the debeate to the next level: amore focused discussion of particular design
issues and trade-offs.

Appendix: Estimating the Implications of the Kemp Commisson Proposals

The data analyss was based largely on tabulations from the 1992 Public Use IRSfiles. The
Public Usefiles provide tax returns for gpproximately 93,000 taxpayers dong with weights that
can be used to replicate aggregate tax return totals. The datawere "aged” to 1994 levelsto
alow for population changes and income growth.

The next step was to caculate the tax base under the individud tax for each of the various
provisions. The underlying tax base was taken to be the sum of wages and sdaries, penson
benefits (not including socia security) and IRA digtributions. From this total, persond and
dependent exemptions were subtracted. The exemption levels are reported in the text and were
adjusted to 1994 levels by deflating by 4.17 percent, to account for (an estimate of inflation)
between 1994 and 1996. Subtracting the exemptions from the underlying base yielded taxable
"income" with no other deductions. If taxable income was negative, it was st to zero.
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Payroll taxes were set at 7.65 percent of wages and salaries up to the 1994 earnings limit
for one person: $60,600. This may overgtate the deduction for payroll taxes if the deduction
were meant to gpply only to socia security taxes. But it understates the deduction because it
does not account for two-earner families that pay socia security taxes on combined husband's
and wife's earnings that exceed $60,600. It also omits al Medicare taxes on earnings above
$60,600. Estimated employee payroll taxes were then deducted from the tax base and the tax
base was recd culated, again with the provision that deductions were not allowed for any
taxpayer whose taxable base reached zero.

The deductions for mortgage interest, charitable contributions, and state and loca income
taxes paid were smply taken off of the tax forms. Each deduction was subtracted from a base
that had aready accounted for each previous deduction.

With these calculaions, the andlysis builds on the Treasury (1996) andlysis of the
Armey/Shelby proposdl. Treasury estimated the following revenue figures, assuming a 17
percent tax rate:

TAX ON REVENUES* | MPLI ED BASE*
I ndi vi dual s 335.8 1,975
Nonprofits 16. 3 96
Noncor por at e busi ness 91.2 536
Cor por at e busi ness 172.2 1,013
Tot al 615.5 3,620

* Billions of 1996 doll ars.

Total tax revenuein 1996 is estimated to be $753 billion, so at a 17 percent rate, the
Armey/Shelby proposd is estimated to generate a shortfal of $137.5 hillion. Applying a20.8
percent tax to the overdl tax base would generate the same revenue as the current system.

Copyright 2001, Tax Anaysts (March)



-23-

The estimated individua tax base using the 1992 Public Use files was $1,716 hillion (in
1994 dollars). Even after adjusting for inflation, thisis well below the imputed Treasury base.
Using this lower base estimate would result in substantialy higher tax rate eimates, so my
andyss uses the higher Treasury base as a starting point and reduces the base by the figures
implied by the 1992 Public Usefiles.

The caculation of the base under various proposadsis asfollows:

Tax System Taxabl e Base* Sour ce

No deducti ons 3,620 Treasury (1996)

Deduct payroll taxes

Enpl oyer -242 see bel ow

Enpl oyee -176 Public Use files
Remai ni ng Base 3,202
Deduct nortgage interest -166 Public Use files
Remai ni ng Base 3, 036
Deduct charitable contributions -53 Public Use files
Remai ni ng Base 2,983

Allow transition protection

paid for over 20 years -406 see bel ow
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paid for over 30 years -243 see bel ow

Remai ni ng Base

20 year transition 2,577

30 year transition 2,740

Deduct state and | oca

incone and property taxes** -140 Public Use files

Remai ni ng Base

20 year transition 2,437

30 year transition 2,600

*Billions of 1996 dollars
**Thi s accounts only for these deductions on the individual tax.

Busi ness deductions are not included.

The figures above are used to generate the resultsin Table 1. The tax rate figuresin Table 1
are determined by dividing estimated 1996 revenues, $753 hillion, by the tax bases listed
above. The revenue shortfal of a 20 percent tax rate is generated by comparing 20 percent of
the tax bases listed above with $753 billion.

Other details on the above table are as follows. The deduction for employer payroll tax is
determined by noting that estimated 1994 payroll taxes are $461 billion (Economic Report of
the President, 1995, Table B-80). Half of thisfigure was applied to employersin 1994, for a
1994 tota of $230 hillion. Thiswas grossed up by 5 percent to (conservatively) account for
inflation and growth from 1994 to 1996. All of the other changesin the tax base due to
deductions were a so grossed up by 5 percent: for example, in the 1994 estimates, adding

Tax Notes, February 5, 1996, page 727
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the mortgage interest deduction reduced the tax base by $158 billion. Thiswas raised to
$166 hillion to reflect 1996 conditions.

Edtimates of the revenue impact of protecting assets during trangition are based on the following
caculations: Let U = the current value of untaxed badis, t = the tax rate, g = red growth rate of
the economy, r = redl after-tax rate of return on government debt, and H = the horizon over
which the revenues logt from trangtiond relief are recgptured. Then U*t isthe present vaue of
revenue losses from trandtiond relief. (If assets gppreciate a rate r*>>r then U*tisan
underestimate of the revenue loss,) Thislossin the present value of revenues over H years can
be converted to an annud measure by noting that it is equivaent (in present vaue) to arevenue
loss of x(1+g) /hin years h=1...H, where x is determined such that the present vaue of such
losses = U*t:

[EQUATION OMITTED]

Theinitid year revenueloss, X, can be written as B*t, where B istheinitia year reduction in
tax base caused by dlowing transtiond rdlief. Making the subgtitution and solving the equation
impliesthet

[EQUATION OMITTED]

Thus, the initid year loss of tax base due to protecting existing assets in trangtion depends
on the growth rate of the economy, the government after-tax borrowing rate, the number of
years over which the revenue will be recaptured, and the origind untaxed basis. The Treasury
Department, based on Federal Reserve Board data, has estimated current untaxed basis to be
on the order of $10 trillion (Toder, 1995). Based on that estimate of U, aternative vaues of B
(inbillions of 1996 dollars) are given below:

g-r H=20 H=30
o s s
.02 451 285
.00 500 333
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FOOTNOTES:

/1/ "Unleashing Americas Potentid: A Pro-Growth, Pro-Family Tax System for the 21st
Century,” The National Commisson on Economic Growth and Tax Reform, January 1996.

12/ For example, under the Armey/Shelby flat tax proposa described below, the exemption
levels are $14,000 for single heads of households, $10,700 for singles, and $21,400 for
couples. Therefore, two people with children could obtain $24,700 in exemptions if they are
not married, but only $21,400 if they are married. At atax rate of 20 percent, these features
impose a marriage tax of $660 (=0.20* (24,70021,400)). Unlike the current system under
which many households face little marriage tax or subsidy, the Armey/Shelby proposa would
impose the $660 marriage tax on every couple that earns more than $24,700 and has children.

13/ Suppose the basic flat tax rate were 20 percent. If payroll taxes were not deductible, a
worker would pay 7.65 percent in employee payroll taxes plus 20 percent in "flat” taxes for a
total of 27.65 percent. With deductihbility, the effective tax rate would be 0.0765 +
(1-0.0765)*0.20 = 26.12 percent, areduction of 1.53 percentage points. If the basic tax rate
were 25 percent, the saving would be 1.9 percentage points.

14/ Because of various sheltering provisons, amilar problems arise in the current tax system
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aswell. See Engen and Gale (1995), for one example.
/5 See Kirchheimer (1995).

6/ There are other trangtion issues as well: remova of future capitd gains taxes and
corporate taxesimplies windfal gains. If people receiving windfall gains are not asked to
compensate the government for those gains, it will not be immediatdy obvious why those with
windfall losses should be compensated.

7/ Having arefundable payroll tax credit, rather than a deduction, would require a 32
percent flat tax rate.

18/ For example, aggregate charitable contributions are roughly twice as large as reported
charitable deductions (see Andreoni, Gale, and Scholz 1995, Table 6).

19/ For further discussion of these issues, see Charles McLure and George Zodrow (1995),
who conclude (page 25) that the method of taxing businessincomein the flat tax "contains
unacceptable opportunitiesfor abuse.”

END OF FOOTNOTES
CLARIFYING TAX REFORM.
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Asafirg issue in the current tax reform debate, Musgrave addresses the proposed replacement
of progressive rates with asingle bracket or flat rate system. He rgjects the claim of flat rate
proponents that subgtitution of aflat rate by itself will greatly ease the taxpayer's task. Given the
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availability of IRS tables, liahilities are derived just as readily under a multiple bracket system.
Using aflat rate offers massve amplification only if combined with trangtion to an impersond
form of taxation, as under income- or consumption-type value added or saes taxes, taxes that
are collected a the businesslevel. This, however, would involve a heavy cost in both equity and
transparency. If persond taxation is maintained instead, as under the Hall-Rabushka-Armey
plan, the mgor effect of its trangtion to asingle rate would be a downward shift in the tax
burden, not smplification. Combined with an increase in the persond exemption so asto
reduce the number of taxpayers, this would be bound to increase the burden over the
middle-income range. This, Musgrave concludes, isthe crucid issue in the flat rate debate, and
not exaggerated clams of amplification.

The second mgjor issue Musgrave addresses is whether to retain and improve income as
the persond tax base by resumption of an '86 type reform, or to replace it by atax on wage
income or consumption. Following the Hall-Rabushka and Armey plans, use of aflat rate has
mideadingly come to be associated with switching to wage income as base, but this need not be
the base. Any of the bases under consideration -- total income, consumption, or wage income
-- can be taxed either under aflat or progressive schedule. The two key issues -- what rates to
use and what base to apply -- should be kept apart, he argues.

Thetraditiona concept of total income as tax base, which has guided federd tax policy for
half a century or more, is now questioned. It is faulted for "double taxing” interest income, an
outcome that can be avoided ether by taxing current consumption as under the USA plan, or
wage income as proposed by Armey. Musgrave writes that while critique of the income base
has some merit, the case for replacing it with a consumption or wage base is by no means
clearcut, be it as a matter of tax equity or economic effects.

A stronger case for replacing the income base, he believes, exists on grounds of
amplification. The difficulties of measuring taxable income, especidly under conditions of
inflation, are bypassed by the other two bases so that replacement may well yiedd amplification.
At the same time, it remains to be seen what new problems would develop and it would be
naive to assume that the forces of loophole crestion will vanish with such a change.

As afurther source of confusion, Musgrave points to the mistaken claim, advanced by the
"flat tax" plan, that it would reach dl income equaly. By alowing for expensing, the norma
return to capitd isin fact exempted from tax so that capital and wage income are trested quite
unequaly. A smilar mideading claim is advanced in support of the USA plan. Musgrave
emphasizes that one cannot abandon the income base while claming to maintain its merits, and
this should be made clear to the public.

CLARIFYING TAX REFORM.
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Recent years have generated a wide range of proposasto overhaul the federd tax system,
proposas that differ fundamentally from the reform aims of past decades. The income tax age,
which began with the finance of World War 11, isto come to an end. The god isno longer to
improve the income tax by broadening its base but to replace it, fully or partly, with anew
model. Some call for substitution of an old-fashioned retail sdlestax or its equivaent, a
consumption-type vaue added tax. Others would introduce new congtructs, claming great
advantages over the income tax. Offered under the labels of "flat tax,” "USA (unlimited savings
dlowance) tax," "consumed income tax,” "prepayment tax,” and many more, these proposals
leave the public in astate of confusion. /1/ Unfortunately so, sSnce no intelligent choice can be
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made unlessit is understood just whet the various plans would actudly do. My purpose hereis
not to choose among them but to dlarify some key issues.

To amplify, thiswill be done with reference to two prototypes, the "flat tax," first proposed
by Robert Hall and Alvin Rabushka, and supported by Rep. Dick Armey, R-Texas, and the
"USA tax" offered by Sens. Pete Domenici, R-N.M., and Sam Nunn, D-Ga. /2/ Both are
designed to replace the persona income and corporation profits taxes while holding revenue
congtant. Both would tax at the business and persond levels, but their tax bases and rates
would differ. Theflat tax would apply a 17 percent rate at both the business and individud
levels, while the USA tax would combine an 11 percent rate at the business level with rates
ranging from 10 to 40 percent at the individua level. The base of the business tax under the flat
tax plan would be that of a consumption-type value added tax minus payroll, while that under
the USA tax would include the full value added base. The base of the individua tax under the
flat tax plan would equa wage payments and pensions, while that under USA would equa
income minus saving, i.e. consumption. Net saving would be determined as the difference
between additions to and withdrawals from regulated financial accounts. In both cases an ample
exemption would be alowed at the individud leve, but other deductions and credits now
granted under the income tax would largely be dropped. Other proposas differ in detall, but
key issues may be examined by viewing these two prototypes.

|. The Hat Rate Quandary

Public imagination has been captured by the vison of aflat tax, with persond returns
reduced to postcard form, symbolizing a greetly smplified system. Closer consideration shows
that the amplification case for the flat rate tends to be overstated. Gains from smplification will
largely be the result of base-broadening and the remova of capita income from the base; this
can be achieved just aswdll if combined with progressive rates at the persond leve. The
essence of the flat rate lies not in amplification but in the resulting reditribution of the tax
burden.

Suppose that the five bracket rates of the income tax were replaced by aflat rate of equal
revenue, a say, 30 percent. Revenue would be the same but taxpayers would no longer have to
compute their liability from a schedule of multiple rates. At firgt Sght this suggestsamgor
amplification but the gain is largdly fictitious since such computation isin fact unnecessary for
the large maority of taxpayers. Given the availability of the IRS tax tables, determination of tax
liability, once taxable income is given, is no more difficult under amultiple-rate than under a
sngle-rate system.

Simplicity of computetion aside, moving to asngle rate would void the shuffling of incomes
between family membersto avoid higher bracket rates and source withholding would come to
account for alarger part of tota revenue. A much larger gain in smplification would result only
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if the flat rate were combined with radica base- broadening, including elimination of persond
exemptions aswdl as of deductions and remova of capitd income from the base. 1t would then
become possible to administer the tax in impersond form (smilar to the business tax component
of our two plans) and taxation at the persond level could be abandoned in favor of avaue
added tax. Taxation would be at the businessleve only. Theindividua taxpayer would
disappear from the scene and the number of taxpayers would be vastly reduced.

The flat rate would then win on grounds of smplification, but at a severe cost. Moving to a
wholly depersondized system would reduce taxpayer awareness of the fiscal process and
thereby dilute responsible fiscal citizenship. Removal of |egitimate deductions would be
inequitable. Most important, remova of the persond exemption would shift the burden to the
bottom of the scale. Allowance for apersona exemption in effect condtitutes a zero-rate
bracket, so that aflat rate imposed on income above the exemption generates arising ratio of
tax to income and hence arising effective rate. For the vast mgority of taxpayers, thisrisein
effectiverate is st largely by the persond exemption, with risng bracket rates becoming
important only for, say, the top 7 percent of taxpayers, those with AGI of above $70,000.
While the use of progressive bracket rates higher up is controversid, the need for relief at the
lower end of the scaleiswiddy accepted. The principle of atax-free minimum is thus retained
by even
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the "flat rate" plan. Even that plan'stax, with its Sngle rate, is not assessed entirely at the
business leve; and even though the same rate gpplies, wages are taxed at the individud level so
as to permit an exemption or initid zero-rate bracket. Adding to semantic confusion, it is now
offered asthe "progressive flat rate tax." /3/

As has been suggested in some reform plans, the principle of a tax-free minimum could
conceivably be retained by combining a depersonalized value added tax with cash paymentsto
low-income individuas to serve as arefund or subgtitute for the persond exemption, but this
would be cumbersome especidly when making dlowance for family size. Thisthen explains
why these plans retain a personalized component. But once a persona tax component is
retained, much of the smplification case for the fla rate islost. Adding further brackets to the
consumption base of the USA tax does not add significantly to compliance cost, nor would it
do soif gpplied to the wage base of the flat tax. Replacing multiple rates with aflat rete,
therefore, has little to do with smplification and should not be sold under that |abel.

The red dgnificance of theflat rate, rather, isin its effect on the share of the burden carried
by higher incomes. Though the number of high-income taxpayersis relatively smal, the
digtribution of the tax base is highly skewed and consequently their shareinthe baseis
subgtantid. The top 10 percent of taxable returns, those with AGI above $200,000, contribute
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about 40 percent of taxable income and the top 1 percent contribute about 17 percent.
Subgtituting aflat rate, therefore, would push a substantid part of the burden down the income
scae, shifting it to the low- and middle- income range. The merits of such a shift will not be
discussed here, but with smplification set asde aslargdy ared herring, thisis what the debate
over flat versus multiple rates should be about.

Il. What Base?

What has been said here regarding the flat rate issue gpplies independently of base, be it
income, wages, or consumption. Both the wage and income bases may be combined with either
asngle- or multiple-rate system. This leaves the choice of base adigtinct and separate
problem.

The term "income," as commonly understood and aimed at by advocates of the income tax,
refersto a person’'s "incomings,” independent of their sources or uses. Seen from the sources
sde, capitd and wage income are treated aike and the cost of earning them isto be deducted.
Seen from the uses side, both consumption and saving are to be included. The flat tax proposes
to narrow the base by excluding capital income from the sources side while the USA tax
proposes to narrow it from the uses side by excluding saving.

Which of the three formulations should be chosen -- income, wages, or consumption? The
guestion is not anew one. A century and ahdf ago, John Stuart Mill firgt faulted the income tax
for involving "double taxation" of interest income. Congder C and S, both receiving an initid
wage income of $100 in period |. With a 10 percent tax, both pay $10 and have $90 left. Now
let C consume $90 in period | and pay no further tax. S saves, invests, and with an interest rate
of 10 percent, earns an additiona $9 in period I1. On this S pays an additiond tax of $0.90in
period I1, or $0.81 in terms of period | vaue. Thisis consdered unfair and inefficient.

A correction may be applied in two ways. Oneisto tax consumption when it occurs. C will
then consume $100 and pay $10 in period |. S consumes $110 and pays $11 in period I,
egua in present value terms to C's payment of $10. The other isto exempt interest income from
tax, leaving both C and Swith apayment of $10in period I. Seen in thissmpleillugration, a
tax on consumption and atax on wage income are thus equivaent procedures, and both differ
from atax on income. /4/

A. Equity

In choosing among the three bases, considerations of equity, efficiency, and feasibility may
be distinguished, and specid trangtion problems need be addressed. As a matter of "horizonta
equity,” it is generaly agreed that people in equd positions should pay the same tax. From the
income tax pergpective, this was seen to cdl for imposing the same tax on dl people with equd
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"incomings," thus leaving them with the same options. From the consumption perspective, the
income baseis sad to fail the test because S pays more, even though both S and C begin with
the same position. The argument has merit but the caseis not clear cut.

For one thing, alowance must be made for the fact that not al income saved will be
consumed later on. It may be transferred in gifts or bequests. Under the USA tax, such
transfers will escagpe taxation until and if consumed later on. Since the donor has the option to
choose between consumption and transfer, agood case can be made for the inclusion of
trandfers in the donor's consumption base, and smilarly so for their inclusion in the wage base
of the recipient. For another, the reasoning assumes that consumption, current or fu-
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ture, isthe only benefit that income provides. This overlooks the benefits derived from the
accumulation and holding of wedth, whether in terms of security, power, or socid standing. /5/
To account for these gains, fairness cdls for a supplementary tax on wedlth, a suggestion made
in the literature but not included in the mgor plans now under congderation. /6/ Determination
of the wedlth tax base, however,would reintroduce many of the difficulties now encountered in
the trestment of capital income under the income tax.

A further consideration may be added. Whereas the case for a consumption base seems
gppedling, that for awage tax seems less attractive. Why should income derived from work
effort and the surrender of leisure be taxed, while that earned from saving and investment is left
tax-free? The very use of the terms "earned” and "unearned” income suggests that, if anything,
there may be areverse conclusion. If it isunfair to discriminate againgt savers, may it not dso
be unfair to discriminate againgt wage earners? Equity is acomplex concept and much depends
on how the problem is viewed.

Turning to consderations of "vertical equity,” adragtic change in perspective should be
noted. Whereas the use of the consumption base has traditiondly been linked to indirect and
regressive taxation of the VAT type, such need no longer be the case. As shown by the USA
tax plan, the consumption base may be gpplied in the context of persona taxation and
progressive rates, and though the flat tax uses asingle rate only, progressive rates have been
applied to the wage base in other plans. /7/ 1t may be added, however, that to obtain the same
distributiond results, faster risng margina rates would be needed under the consumption and
wage than under the income base. Such would be the case because the savings rate rises and
the wage share in income fals when moving up the income scae.

B. Effidency

The "double taxation" of interest under the income tax is criticized on efficiency aswell as eguity
grounds. Efficient choice is interfered with by inserting a tax wedge between present and future
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consumption. Saving is discouraged and economic growth is retarded. The case again has
merit, but the qualifications noted in the equity context regpply. Much aso depends on the
reponsiveness of saving to the rate of interest, a much debated but il highly controversa
issue.

C. Smplicity

It remains to congder the feashility of implementing the various bases and the resulting
gansin amplicity, aconcern that has been a the center of the discusson. Theincome tax has
increasingly been subject to criticism for many shortcomings, including defects thet could be
avoided such as ingppropriate deductions and exclusions, aswell as complicationsinherent in
the measurement of capita income, particularly in the context of inflation. By treating red
investment on a cash flow basis, these difficulties are largely bypassed by both the flat and USA
taxes, thereby achieving subgtantid smplification. Further smplification isto be achieved by
eliminating uncalled for deductions and exclusons.

Such gainswould result, but new problems will arise aswel. Smplifications arisng from
base-broadening may not last, and the retention of tax-exempt interest and deduction of
mortgage interest in the USA tax plan does not bode well in this respect. Differentiation
between outlays that condtitute consumption and investment will gain in importance under the
USA tax and the monitoring of transactions in financia accounts, needed to measure saving
under the USA tax, will not be easy. /8/ The difficulty does not arise under awage tax, which
therefore may prove the smpler procedure. However, there would be the further problem of
distinguishing between what congtitutes wage and what congtitutes capital income.

Outcomes, especidly during the trangtion, will differ under the two plans. Replacement of
the income tax by the wage-based flat tax will relieve consumers of the old (prechange) capita
stock from taxation and thus redigtribute in favor of the older generation. Subgtitution of the
consumption-based USA tax, in turn will benefit new savers and thus redistribute in favor of the
younger generation. Problems of intergeneration equity, efficiency, and growth effects arise.

Indl, both the flat tax and USA tax would yield mgor smplification and efficiency gainsin
bypassing the determination of capita income. At the same time, it remains to be seen what
new problems would appear and how well the issue of smplification can be separated from the
struggle over progressivity and burden distribution. Uncertainties created by amaor overhaul
of the tax system, findly, aso have their own cost. Overhaul, to be sure, offers a chalenge,
epeciadly to anew generdion of tax andydts, but the dternative of returning to income tax
reform in the spirit of 1986 should not be overlooked.
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[11. Treating Incomes Equdly?
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We now turn to a brief look at just what is being taxed by the combined business and
persond tax packages under the flat and USA plans, and to their dlaim of imposing equd
taxation on dl income.

A.Ha Tax

Theflat tax, as noted above, would impose an 17 percent tax at both the business and persona
levels. The base of the business tax would be defined as sales minus purchases from other
business, minus investment, and minus wage payments. Wages, when recelved, would then
congdtitute the base of the persond tax, dong with an dlowance for persona exemption. The
package would thus be smilar to that of a subtraction-type, consumption-based value added
tax collected partly at the business and partly at the wage-earner leve, with a higher rate of tax
needed to refund wage earners an amount equa to wage tax saving due to the persond
exemption.

How does the base appear when viewed from the sources side of the account? Hereit is
clamed that the package, as one of its chief merits, will provide for "equa taxation of dl
income." /9/ Businessincome, defined as what is | eft after deducting codts of doing business,
purchase of equipment and payroll istaxed a the business leve, while wage income paid to
workersistaxed at the persond leve, dl at the samerate of 17 percent. Thusdl incomeis said
to be taxed equdly; but isit?

The key problem lies with the role of expensing and the concept of "business income.”
Business income as defined by the flat tax fits the context of cash flow andlys's, but does not
offer amessure of persona income or nationa income share comparable to wages. Yet thisis
the concept of income, analogous to income sharesin nationa income, that is relevant when
viewing equa trestment of incomes as needed to secure equity among individuas. Business
income, in that context, should be defined as the net return to capita, asis attempted (if
imperfectly) under the corporation tax. /10/ To measure that net return, business must be
alowed to recover itsinvestment cogt, but only over the course of the asset's useful life and not
at the outset as provided by expensing.

The basic point, passed over in the expogtion of the flat tax plan, isthat expensang exempts
the normd return to capitd from taxation. By dlowing immediate deduction of the investment
cost againgt other income, the government in effect renders an interest- free loan to the investor.
In the course of continuous reinvestment, this loan will generate an income stream the present
vaue of which, after tax, equas the tax on the normd return on the initid investment. /11/ The
only returns that remain in the tax base are rent, monopoly profits, compensation for risk, and
reward for superior entrepreneurid effort. Retention of rent and monopoly profitsisto the
good, taxation of risk tends to be cushioned by loss offset where possible; but entrepreneuria
reward, ironicaly so for this supply-sde age, is retained while the normal return drops ot.
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Once the correct income concept is gpplied, the claim that al income istreated equally
becomesinvdid. The very term "busness tax," suggesting an analogy to the corporation income
tax, becomes mideading. By using incompatible income concepts and offering the package as
an equd tax on dal income, its true nature is misrepresented. As viewed from the sources Sde,
income taxation under the flat tax should be described as atax on wages, with capital income
largely exempted and the two sources treated quite unequally. Compared with an "equal tax on
al income" this offers aless gppeding image.

The crucid role of expenang, that it serves to exempt the norma return to capita, is not
revealed in the plan's presentation. The reader istold, correctly if rather crypticdly, that thereis
adeeper rationde for expensing than mere smplification. Investment is preceded by saving,
exemption of investment means exemption of saving, and exemption of saving in turn means
taxation of consumption. /12/ Well and good, but this does not support the claim that a tax
which permits expensing, will dso result in an equd tax trestment of capital and wage income.
On the contrary, it shows that the two sources of income, defined as factor shares or incomings,
are not trested aike.
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B. USA Tax

Similar problems arise in the presentation of the USA tax system. The plan once more
includes two parts, atax on "gross profits' imposed on business and atax on consumption a
the persond level. Beginning with the 10 percent business tax, the base now equas sdles minus
purchases from other business, including current inputs and capita equipment. Wage payments
now remain in the base. Interest received is not included and interest paid is not deducted. The
base of the business tax thus defined is that of a consumption- type, subtraction method vaue
added tax pure and smple. To thisis added a personal tax on consumption at rates of 19 to 40
percent. In combination, the package amounts to a progressive consumption tax with afirst
bracket rate of 11 percent applied without exemption, followed by higher bracket rates
(applicable to consumption in excess of exemption) from 29 to 50 percent.

Once more, the authors dso view their package from the sources sde. After declaring that
the USA system is designed to "cut through the thicket of |abels, biases and in some cases
confuson,” /13/ that very confuson is compounded by presenting what in effect condtitutes a
progressive consumption tax as an unlimited savings dlowance "income” tax sysem. The
business and persond tax components of the plan are seen as congstent parts, contained in the
same base and drawing on different points in the process by which "income" is created. "The
tax base first emerges when businesses create income by producing and selling goods and
services. That is when the business tax gpplies. Next, the tax base regppears when individuals
actualy receive that income, net of busnesstax, in the form of wages, sdaries, interest and
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dividends and smilar digtributions to the owners of business. It is at that point where the
individud tax applies.” Indl, "the busnesstax is even-handed in the amount of tax it imposes on
the labor and capital income produced by abusiness.”" /14/ With the rate of businesstax set so
as to match the revenue now obtained from the corporation tax, the impression isleft that just
one form of businesstax is swapped for another.

The trouble once more lies in failing to note the fundamentd role of expensing in the
trestment of capital income and its difference from economic depreciation. As depreciation
over the useful life of the asset is replaced by expensing, the norma return to capitd, as noted
before, is exempted with only resdua profits left in the base. Notwithstanding the detailed
exposition of the USA tax plan, this crucid differenceis again not put on the table. The reader
is not advised that with expensing the normal return to capitd is left tax-free. Hence the anal ogy
of "businessincome’ to wage income no longer holds, with wage and capital income treated
quite unequaly. Asin the flat tax case, this sounds less attractive, but once more the public
should be told what goes on.

FOOTNOTES:

11/ For abrief overview of various approaches, see Charles E. McLure Jr. and George R.
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Press Club, Washington, D.C.
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distributed or retained, imputed to shareholders.
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as yet but under the expensing rule, that amount may be immediately charged as a cost against
past earnings or income from other investment. With a 34 percent tax, atax saving of $34,000
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absence of tax. But atax of 34 percent must now be paid thereon. The investor is thus left with
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this result holds provided that interest paid is not deductible from the base. If deductible,
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of the Public Sector, New Y ork: Norton, p. 455 (1986), and A.B. Atkinson and J. Stiglitz,
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