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October 1, 1984.  

To: Fred Panzer 

re :  Consumption Taxes: Consumed Income, National 
Sa les ,  and t h e  V.A.T. 

Consumption taxes  could be more f a i r ,  more simple, and more e f f i c i e n t  than 
the  cur ren t  income t a x ,  but they could a l s o  promote a f u r t h e r  surge i n  
government spending. Clearly, a consumption t ax  would encourage savings 
and investments which would spur  growth i n  employment, income, and product- 
i v i t y .  

A consumed income t a x  can be based on income l e s s  savings,  and i t  would be 
more e f f i c i e n t ,  s impler ,  and more equ i tab le  than t h e  e x i s t i n g  income t a x  
wi th  a l l  i t s  c u r r e n t  loopholes. Rela t ive  p r i c e s  would not  be d i s t o r t e d ,  
and an incen t ive  t o  save would be es tab l i shed .  The growth i n  investment 
i n  p l a n t  and equipment would s p u r  employment and p roduc t iv i ty  increases .  
A consumption t a x  is  n e u t r a l  wi th  regard t o  c a p i t a l  and l abor ,  o r  saving 
vs  consumption, and i t  i s  propor t ional  wi th  regard t o  each d o l l a r  of 
personal income taxed--not regress ive .  

Consumption taxes  could help  U.S. exports i f  t a x  r e b a t e s  on expor ts  were 
given and i f  t h e  t a x  was imposed on imports, ( t h e s a l e s  t a x  type).  

A comprehensive consumption t a x  could be uniform a t  about 1 9  percent  of 
income t o  generate t h e  same revenues as t h e  current  income t a x  does. 
However, t h e r e  would be some t r a n s i t i o n a l  c o s t s ,  a s h i f t  i n  t a x  gainers  
and l o s e r s ,  and some t a x  aversion.  

To implement such a t a x ,  sav ingscanbe  l e f t  t a x  f r e e  but  l a t e r  i n t e r e s t  
gains  would be t a x a b l e ,  o r  t h e  t a x  can be prepaid by taxing a l l  earned 
income once up f r o n t ,  with f u t u r e  earnings on savings l e f t  tax f r e e .  

A consumption t ax  must be imposed across  t h e  board (broad based) a t  the  
same uniform r a t e  i f  i t  i s  n o t  t o  d i s t o r t  r e l a t i v e  p r i c e s  and t h e  use of 
c a p i t a l ,  and i f  i t  is t o  bepropori&nal and equ i tab le ,  un l ike  t h e  current  
c i g a r e t t e  e x c i s e  t a x  which t a r g e t s  one group of consumers f o r  an excess 
t a x  burden. 

Under a consumed income tax,  no deductions would be allowed f o r  deprecia t ion 
o r  o the r  c a p i t a l  consumption allowances, and c a p i t a l  gains and l o s s e s  
would be disregarded.  A t  a r a t r h i g h e r t h a n  19 percent,  a consumed income 
tax  could rep lace  f e d e r a l  exc i ses  and corpora te  income taxes.  The t a x  
can a l s o  be made progress ive  by applying d i f f e r e n t  marginal  r a t e s ,  

A n a t i o n a l  s a l e s  tax appears t o  b e  popular i n  p&l icop in ion  surveys a s  
simple and e f f i c i e n t ,  and f a i r  i f  i t  is  uniform and comprehensive. Although 
the  t a x  is a d i r e c t  percentage of r e t a i l  p r i c e ,  many goods and most se rv ices  
a r e  c u r r e n t l y  exempt i n  s t a t e  and l o c a l  sales taxes.  



On t h e  n e g a t i v e  s i d e ,  a n a t i o n a l l y  imposed r e t a i l  s a l e s  t a x  would 
place  a s u b s t a n t i a l  c o l l e c t i o n  burden on merchants. A r a t e  too  h igh  
i n  comparison t o  state and l o c a l  t a x  rates would encourage avers ion  and 
black markets.  A r a t e  too low would r a i s e  i n s u f f i c i e n t  revenues. 

~ p c q i v e  s a l e s  t a s  would i n c l u d e  "necessity1' rates and h igher  
"luxury" rates which would d i s t o r t  p r i c e s .  Exemptions by r e b a t e s  may 
be b e t t e r . t o  enable  ve ry  low income persons  t o  recoup t h e  t a x  burden. 

Competition w i t h  and opposi t ion from s t a t e  and l o c a l  governments would 
l i m i t  t h e  r a t e s  and t h e  revenues a v a i l a b l e  from a n a t i o n a l  s a l e s  t ax ,  
but  such a t a x  could r e p l a c e  u n f a i r  e x c i s e s  o r  t h e  corpora te  income tax.  
Consumer durab les  could have t h e  t a x  prepaid  up f r o n t  on purchase o r  
paid by i n s t a l l m e n t s .  

A va lue  added t a x  i s  assessed a long t h e  production c h a i n  a s  each s e c t o r  
adds v a l u e  t o  a product o r  s e r v i c e  f o r  r e s a l e ,  s o  it h a s  approximately 
t h e  same t a x  base  as a r e t a i l  s a l e s  t ax .  It is consumption based i f  
c a p i t a l  goods are taxed immediately on purchase, l i k e  o t h e r  goods a r e .  

Tax l i a b i l i t y  i s  u s u a l l y  c a l c u l a t e d  by t h e  invo ice  c r e d i t  method i n  
which t h e  t a x  r a t e  i s  a percent  o f  v a l u e  added and a p p l i e d  t o  a f i rm ' s  
gross  t a x  l i a b i l i t y  l e s s  t h e  g ross  tax l i a b i l i t i e s  of s u p p l i e r s ,  shown 
on t h e  i n v o i c e s  c o l l e c t e d  from t r a n s a c t i o n s  wi th  t h e s e  s u p p l i e r s .  This 
method l e a v e s  a t ra i l  of informat ion t h a t  f a c i l i t a t e s  compliance and 
enforcement. 

A V . A . T .  would n o t  d i s t o r t  p r i c e s ,  would n o t  f avor  consumption over 
investment,  nor  c a p i t a l  over l abor ,  s o  i t  would be a g e n e r a l l y  n e u t r a l  
tax.  It would be a p ropor t iona l  t a x  p e r  d o l l a r  of income taxed a t  a l l  
l e v e l s  and i t  is  n o t  r e g r e s s i v e  i n  r e a l i t y .  Nei ther  i s  i t  i n f l a t i o n a r y ,  
n e c e s s a r i l y ,  but  i t  could pu t  upward p r e s s u r e  on p r i c e s .  It i s  regress ive  
i n  t h e  s e n s e  t h a t  it taxes  n e c e s s i t i e s  f o r  those  w i t h  l e a s t  a b i l i t y  t o  pay. 
The b a s i c s  may have t o  be t a x  f r e e ,  s o  as no t  t o  burden very  low income 
persons,  u n l e s s  r e b a t e s  a r e  made a v a i l a b l e .  

Besides t h e  burden on low income e a r n e r s ,  t h e  V.A.T.  r e q u i r e s  s u b s t a n t i a l  
record kee.ping and numerous t a x  forms. Adminis t ra t ion c o s t s  are incurred.  
Moreover, t h e  V.A.T. has  low v i s i b i l i t y  s o  t h e r e  may b e  l i t t l e  r e s i s t e n c e  
t o  r a i s l n g  i t s  r a t e s .  The V.A.T.  i s  n o t  e a s i l y  a d a p t a b l e  t o  progress ive  
r a t e s  wi thout  d i s t o r t i n g  p r ices .and  l o s i n g  e f f i c i e n c y .  

A V.A.T. i s  l e s s  competi t ive wi th  states and l o c a l  governments than a 
r e t a i l  s a l e s  t a x  bu t  more th rea ten ing  t o  them than a consumed income tax.  
A V . A . T .  i s  one of t h e  more enforceab le  consumption t a x e s ,  and i t  could be 
used t o  h e l p  combat t h e  underground economy. It could s u b s t i t u t e  f o r  
e x i s t i n g  t a x e s  o r  add on revenues. 

I n  theory ,  a V.A.T.  encourages investment ,  p roduc t iv i ty ,  employment, . 
output ,  income, and consumption. It h a s  s u b s t a n t i a l  revenue generat ing 
capac i ty .  However, a d d i t i o n a l  t a x  revenues  could encourage more govern- 
ment spending a t  even higher  l e v e l s  t h a n  a t  p resen t  by simply inc reas ing  
t h e  rate a notch.  Eventually,  p r i v a t e  market a c t i v i t y  could be  pushed 
down t o  dangerously low l e v e l s .  The advantages of t h e  t a x  have t o  be 
weighed a g a i n s t  the  dangers of t h e  inc reased  t a x i n g  power p o t e n t i a l  of a 
Y-A-T. 

ccDuhaime Henderson Milwav Sparber,  
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October 1, 1984.  

To: Fred Panzer 

re :  Consumption Taxes: Consumed Income, National 
Sa les ,  and t h e  V.A.T. 

Consumption taxes  could be more f a i r ,  more simple, and more e f f i c i e n t  than 
the  cur ren t  income t a x ,  but they could a l s o  promote a f u r t h e r  surge i n  
government spending. Clearly, a consumption t ax  would encourage savings 
and investments which would spur  growth i n  employment, income, and product- 
i v i t y .  

A consumed income t a x  can be based on income l e s s  savings,  and i t  would be 
more e f f i c i e n t ,  s impler ,  and more equ i tab le  than t h e  e x i s t i n g  income t a x  
wi th  a l l  i t s  c u r r e n t  loopholes. Rela t ive  p r i c e s  would not  be d i s t o r t e d ,  
and an incen t ive  t o  save would be es tab l i shed .  The growth i n  investment 
i n  p l a n t  and equipment would s p u r  employment and p roduc t iv i ty  increases .  
A consumption t a x  is  n e u t r a l  wi th  regard t o  c a p i t a l  and l abor ,  o r  saving 
vs  consumption, and i t  i s  propor t ional  wi th  regard t o  each d o l l a r  of 
personal income taxed--not regress ive .  

Consumption taxes  could help  U.S. exports i f  t a x  r e b a t e s  on expor ts  were 
given and i f  t h e  t a x  was imposed on imports, ( t h e s a l e s  t a x  type).  

A comprehensive consumption t a x  could be uniform a t  about 1 9  percent  of 
income t o  generate t h e  same revenues as t h e  current  income t a x  does. 
However, t h e r e  would be some t r a n s i t i o n a l  c o s t s ,  a s h i f t  i n  t a x  gainers  
and l o s e r s ,  and some t a x  aversion.  

To implement such a t a x ,  sav ingscanbe  l e f t  t a x  f r e e  but  l a t e r  i n t e r e s t  
gains  would be t a x a b l e ,  o r  t h e  t a x  can be prepaid by taxing a l l  earned 
income once up f r o n t ,  with f u t u r e  earnings on savings l e f t  tax f r e e .  

A consumption t ax  must be imposed across  t h e  board (broad based) a t  the  
same uniform r a t e  i f  i t  i s  n o t  t o  d i s t o r t  r e l a t i v e  p r i c e s  and t h e  use of 
c a p i t a l ,  and i f  i t  is t o  bepropori&nal and equ i tab le ,  un l ike  t h e  current  
c i g a r e t t e  e x c i s e  t a x  which t a r g e t s  one group of consumers f o r  an excess 
t a x  burden. 

Under a consumed income tax,  no deductions would be allowed f o r  deprecia t ion 
o r  o the r  c a p i t a l  consumption allowances, and c a p i t a l  gains and l o s s e s  
would be disregarded.  A t  a r a t r h i g h e r t h a n  19 percent,  a consumed income 
tax  could rep lace  f e d e r a l  exc i ses  and corpora te  income taxes.  The t a x  
can a l s o  be made progress ive  by applying d i f f e r e n t  marginal  r a t e s ,  

A n a t i o n a l  s a l e s  tax appears t o  b e  popular i n  p&l icop in ion  surveys a s  
simple and e f f i c i e n t ,  and f a i r  i f  i t  is  uniform and comprehensive. Although 
the  t a x  is a d i r e c t  percentage of r e t a i l  p r i c e ,  many goods and most se rv ices  
a r e  c u r r e n t l y  exempt i n  s t a t e  and l o c a l  sales taxes.  



On t h e  n e g a t i v e  s i d e ,  a n a t i o n a l l y  imposed r e t a i l  s a l e s  t a x  would 
place  a s u b s t a n t i a l  c o l l e c t i o n  burden on merchants. A r a t e  too  h igh  
i n  comparison t o  state and l o c a l  t a x  rates would encourage avers ion  and 
black markets.  A r a t e  too low would r a i s e  i n s u f f i c i e n t  revenues. 

~ p c q i v e  s a l e s  t a s  would i n c l u d e  "necessity1' rates and h igher  
"luxury" rates which would d i s t o r t  p r i c e s .  Exemptions by r e b a t e s  may 
be b e t t e r . t o  enable  ve ry  low income persons  t o  recoup t h e  t a x  burden. 

Competition w i t h  and opposi t ion from s t a t e  and l o c a l  governments would 
l i m i t  t h e  r a t e s  and t h e  revenues a v a i l a b l e  from a n a t i o n a l  s a l e s  t ax ,  
but  such a t a x  could r e p l a c e  u n f a i r  e x c i s e s  o r  t h e  corpora te  income tax.  
Consumer durab les  could have t h e  t a x  prepaid  up f r o n t  on purchase o r  
paid by i n s t a l l m e n t s .  

A va lue  added t a x  i s  assessed a long t h e  production c h a i n  a s  each s e c t o r  
adds v a l u e  t o  a product o r  s e r v i c e  f o r  r e s a l e ,  s o  it h a s  approximately 
t h e  same t a x  base  as a r e t a i l  s a l e s  t ax .  It is consumption based i f  
c a p i t a l  goods are taxed immediately on purchase, l i k e  o t h e r  goods a r e .  

Tax l i a b i l i t y  i s  u s u a l l y  c a l c u l a t e d  by t h e  invo ice  c r e d i t  method i n  
which t h e  t a x  r a t e  i s  a percent  o f  v a l u e  added and a p p l i e d  t o  a f i rm ' s  
gross  t a x  l i a b i l i t y  l e s s  t h e  g ross  tax l i a b i l i t i e s  of s u p p l i e r s ,  shown 
on t h e  i n v o i c e s  c o l l e c t e d  from t r a n s a c t i o n s  wi th  t h e s e  s u p p l i e r s .  This 
method l e a v e s  a t ra i l  of informat ion t h a t  f a c i l i t a t e s  compliance and 
enforcement. 

A V . A . T .  would n o t  d i s t o r t  p r i c e s ,  would n o t  f avor  consumption over 
investment,  nor  c a p i t a l  over l abor ,  s o  i t  would be a g e n e r a l l y  n e u t r a l  
tax.  It would be a p ropor t iona l  t a x  p e r  d o l l a r  of income taxed a t  a l l  
l e v e l s  and i t  is  n o t  r e g r e s s i v e  i n  r e a l i t y .  Nei ther  i s  i t  i n f l a t i o n a r y ,  
n e c e s s a r i l y ,  but  i t  could pu t  upward p r e s s u r e  on p r i c e s .  It i s  regress ive  
i n  t h e  s e n s e  t h a t  it taxes  n e c e s s i t i e s  f o r  those  w i t h  l e a s t  a b i l i t y  t o  pay. 
The b a s i c s  may have t o  be t a x  f r e e ,  s o  as no t  t o  burden very  low income 
persons,  u n l e s s  r e b a t e s  a r e  made a v a i l a b l e .  

Besides t h e  burden on low income e a r n e r s ,  t h e  V.A.T.  r e q u i r e s  s u b s t a n t i a l  
record kee.ping and numerous t a x  forms. Adminis t ra t ion c o s t s  are incurred.  
Moreover, t h e  V.A.T. has  low v i s i b i l i t y  s o  t h e r e  may b e  l i t t l e  r e s i s t e n c e  
t o  r a i s l n g  i t s  r a t e s .  The V.A.T.  i s  n o t  e a s i l y  a d a p t a b l e  t o  progress ive  
r a t e s  wi thout  d i s t o r t i n g  p r ices .and  l o s i n g  e f f i c i e n c y .  

A V.A.T. i s  l e s s  competi t ive wi th  states and l o c a l  governments than a 
r e t a i l  s a l e s  t a x  bu t  more th rea ten ing  t o  them than a consumed income tax.  
A V . A . T .  i s  one of t h e  more enforceab le  consumption t a x e s ,  and i t  could be 
used t o  h e l p  combat t h e  underground economy. It could s u b s t i t u t e  f o r  
e x i s t i n g  t a x e s  o r  add on revenues. 

I n  theory ,  a V.A.T.  encourages investment ,  p roduc t iv i ty ,  employment, . 
output ,  income, and consumption. It h a s  s u b s t a n t i a l  revenue generat ing 
capac i ty .  However, a d d i t i o n a l  t a x  revenues  could encourage more govern- 
ment spending a t  even higher  l e v e l s  t h a n  a t  p resen t  by simply inc reas ing  
t h e  rate a notch.  Eventually,  p r i v a t e  market a c t i v i t y  could be  pushed 
down t o  dangerously low l e v e l s .  The advantages of t h e  t a x  have t o  be 
weighed a g a i n s t  the  dangers of t h e  inc reased  t a x i n g  power p o t e n t i a l  of a 
Y-A-T. 

ccDuhaime Henderson Milwav Sparber,  


