CHAPTER SE
- VEN
NSUMPTION-TYPE INCOME TAX

private men.*

A. INTRODUCTION

The materials in thi
the principal basis for ?;faz?apter GXami'ne two related issues. First, should
country, be consumption or (i}:;:;d?pa’;hculaﬂy for national taxation in this
: : e? - ; : _
but the discussion will be broadened hf:?: 1ssue was raised in Chapter Six,

Second, what form should a b ‘

comparison to the income tax, and tor:}?: ;‘:xa':sdog Onsumptufn r o ta}ae? -

. this chapter 1 consumption tax discussed
in this chapter, value added taxes (VATSs) and retail sales taxes (RSTs) are

tively simple to ini :

r?;fﬂ:;e fi rfrlls I:)fecon:dnuil_mter‘ What, t‘:hen, is the objection to VAT and
81 ) g f::aifes? Fairness. A hallmark of the federal
income tax 1s pr ogressivity. It is impossible to operate VATs and RSTs that
are Pl:ogr ERD LY .Wlﬂ’f }'BSPeCt .tO final consumers without giving up the
administrative simplicity of point-of-sale collection. If the taxpayer buys a
Jawn mower from a retailer, for example, the seller has no way of knowing
whether the taxpayer will spend $10,000 or $250,000 during the year;® for
that reason, the seller could not be expected to charge the correct tax unless
the tax rate were the same for all purchasers of a given product.

Is it possible to levy progressive consumption taxes? In theory, each
taxpayer could be required to keep careful records of all expenditures at the
grocery store, day-care provider, barber shop, restaurant, cigarette vending
machine, etc. At the end of the year, the taxpayer would pay a tax based on

the total of the year's consumption, at progressive rates. It is obvious that

Liberal Arts Press, 1958) (1651). .
ture the tax so that it would be progressive with
it would also be impossible to structure a

t to income.
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b, It thus would be impossible to struc
respect to its base, consumption; for similar reasons,
VAT or sales tax so that it would be progressive with respec
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such a ¢ by comparison would make the

ax would be unworkable, and by mplicity. ilgres

Ent B

income tax seem a model of administrative si 0y
individuals receive income from only a few sources———frequenﬂy Onlt
one—many of those same individuals make thousands of purchaseg d _ny
the year. A progressive consumption tax on this model would be extremelg fi
burdensome on law-abiding taxpayers who would have to keep recorgg =
ble for the Interna)l Reven::f ¢
& c

each small expenditure, and it would be impossi

Service to police. . -
Thus, if one is persuaded of the desirability of moVing t0 a systey, of
consumption taxation but without sacrificing progressivity, the challey, oy

to envision a consumption tax that is both progres?,ive and admir_l'1st,raltive\y
feasible, and that includes a system for withholding taxes. This hag been

done.

Most proponents of a progressive consumption‘tax envision a calculati(,n
that would start with income, as at present—indeed, the system; are
frequently described as consumption-type income taxes. Withholding by
employers and other payors of income would continue: However, certaiy
items would be treated differently—items relating to savings and investmen;
and/or return on savings and investment—to convert the tax base to gp,
more closely approximating consumption than income. The resulting tax
base could be taxed at progressive rates, or, even if a flat rate Were
employed, a considerable element of progressivity could be achieved througy,
personal and dependency exemptions and standard deductions. (Some
consumption-type proposals envision a "family allowance” sufficiently
generous that many lower-middle-class individuals who are taxpayers undey
present law would have no liability.) Itemized deductions could be provideq

as desired under such a system.
In this form, the consumption tax has generated considerable academic

interest. More surprising and more important, a number of proposals by
political "heavy hitters" mean that there is a real chance that some form of

consumption tax could actually replace the present income tax.

B. ACADEMIC EXPOSITION

As this chapter's opening quotation illustrates, utilizing the taxpayer's
overall level of consumption as the principal tax base has been discussed for
centuries. John Stuart Mill proposed a tax base of income minus
saving—essentially the tax base of current proposals—in the Nineteenth
Century. In response to the persuasive writing on Nicholas Kaldor in the
middle of this century, India and Sri Lanka briefly adopted expenditure

taxes.®

c. Richard Goode, The Superiority of the Income Tax, in WHAT SHOULD BE TAXED: INCOME
OR EXPENDITURE? 49, 50 (Joseph A. Pechman ed., 1980) (citing Indian and Sri Lankad
government reports attributed to Kaldor's writing).  See also NICHOLAS KALDOR, AN

EXPENDITURE TAX (1955).
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Nonetheless, Prof,
» €sso "

frequently and accurately clt:.:s;cri];,drew’:'l 1974 article, excerpted below, is
extensive academic examipats ed as "semina " It hasb h ’
papcer oM g m.atlon of the proper tax een the (fatalyst of

aceretion”); consumptio base—the Haig-Simons
of the two. Pllon; or, as at present, some hybrid

A CONSUMPT
pERscI)?&LTE’:&? R CASH FLOW
William D Andi\-m ’I:AX
87 Harvard Law Review 1113, 1113.25, 1140 s
Serious thought about persona,l 140, 1148-54, 1156-59, 1167-69 (1974)
dominated by an ideal in which taxablel-ncome tax policy has come to be
gain or accretion, without djStinction;n:OI:z 1s set equal to t?tal personal
convenient to call this ideal an accretion—ts 4 g It will be

Accretion is the sum of personal cons i Eersonal i 3 o

relation is the real counterpart of the umption pius accumulation.” This
- R Aaccounting identity by which income
Bque =k € Plus saving, income being the source of funds whose uses are
‘spen'dlng andlsaVlflg. Computation of money income, however, does not
require analysis of its spending and savings components, because i’ncome can
be independently determined by reference to sources of f:mds, without regard
to uses. Insofar as economic activity is adequately represented by monetary
. measures and transactions, therefore, it may seem that accretion need not be
analyzed or measured in terms of its consumption and accumulation
components. _ _

But economic activity is not wholly reflected in monetary transactions.
Taxable income in a true accretion-type tax would include money income (as
a proxy for purchased consumption and accumulation in the form of
investment purchases and money savings) plus unpurchased consumption
and unpurchased accumulation. Consumption and accumulation thus serve
to identify two categories of adjustments that are needed to get from money

income to total real accretion. The tax falls short of the ideal in relation to

consumption insofar as it fails to reflect consumption income in kind,

* i igi ication, Professor of Law, Harvard Law School o
i oo e (1938), is the classic statement. For different

. SONAL INCOME TAXATION
it ral prescriptive model, see B. BITTKER, C. GALVIN, R.

view fulness of any gene

Musf;;ffﬂ:tﬁ’ ; l;fcn;;m, A COI}C{PREHENSWE INCOME TAX BASE? A DEBA;:‘(!}EI 551916083)2(3356{1!%
e fom 60 FARY. L. Rev. 925 1967 800 8 B g, il it sams
68)). For an argument that even the accretion ideal, p b sce Andrews, Personal

distinctions among current uses of funds but 197 am\?nglfgll;%ess (a 189%'3 This Article is in some
Deductions in an Ideal Income R

Tax, 86 HARV. L. RE
i S = 2:)%: n;cnl;tthgg.ﬁ ' Arguably accretic.m' shou!d be d:ggegitgnouiq:]:;
COHSU?T‘FI:OHS ’th)sN:éc;gflaition plus the tax itself, since ta:tigb(::(;ggfﬁg ;::‘:t':epl £ may be viewed
deduction forl:he income tax itself. ** * But the .fallure te of tax on taxable income is the
as jus; a computational shortcut, since &1 pa’tmulaﬁhat is, taxable income minus the tax.
equivalent of a tax at a higher rate on dispo
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ed as an m‘:f:::t he direct © )
o falls sho

rt of the ideal in relation to
mulation in kind in such fOrlns

pension rights. Ag We
. . reciation & . d accumulation emer
a; u}r: regllzefhcaf;;ailnﬂgga] terms, consumPo ar; matter in terms of \sﬁ‘as
think about the : c ic
distinct components of the under va 2
two distinct comp e 118 derstoo d and e

whether enjoy

services or property
activities. Similarly, t G
on insofar as it fails

accumulati

Y
e
o]
=
(1]
j= 9

s are analytically differep

the tax should ultimately ; . tment
: n adjustm -
Consumption and accuT}?jfgtwfaildre to tax an }te.m of unpurchageq
For one . o exemption; if it is not taxed now j;
on the other hand, g

in several ways. A o
i ‘ T 0 ermn "

consumption is a matte P on. Acc umulation,

re not taxed as they acerye

r

will not be picked up later ; .
. ... if pension rights 2 :
essentially a matter of timing, ﬁﬁ‘f be fully taxe 4 if and when it is paiq
gative. Consumption

for example, pension income ;ther positive or n€
ulation may be either :on i
Moreover, accum y tive. Consumption is not always less thap r

on the other hand, is always posi . A .
accretion; it will be more during any period of ot 4 dlsaccgmulatlon. I.ndeed
even accretion may be negative if disaccumulatwfl exceeds consumption.
If we think about the personal income tax in real term.s, as a tax on
tion plus accumulation (or minyg

accretion, and of accretion as consump ; : . _
disaccumulation), reflection will show that its worst inequity, distortion, and
complexity arise out of inconsistency in the treatment of accumulation.
Under existing law, as we shall see, the effect is often to impair the integrity
of the tax in relation to consumption as well as accumulation, so that some
taxpayers with high standards of living pay limited taxes. But the
underlying source of difficulty is with the accumulation component of
dinary income are fully taxed, while

accretion.  Savings out of or
accumulation of wealth in kind through appreciation in value of property
Further

already owned is not reflected in current taxable income.

complications arise from this disparity. Some gains, though realized, are
unrecognized by reason of special statutory provisions like those governing
corporate reorganizations. These are among the most complex provisions in
the statute, and have a substantial effect upon the structuring of financial
transactions. Recognized long-term capital gains are taxed at not more than
half the regu].ar rate.’ This discrepancy in rates means that realized capital
gain income is partially permanently exempted from tax, even if and when

Ez;"’zfe‘;iigogzzglgtlondlnstead of accumulation. Wealth whose accumulation
i 50 Hioatotuts ]?2‘: ) ;’I‘ Dlermaner}ﬂy exempted is not to be taxed again,
subtracting basis on l ] et imperfect provisions for computing and

sales, and for amortizing basig against ordinary income

in the c '
ase of depreciable property. Distortions in the computation

V

of

p—
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the end of each account; :
prevent comprehensive Elt:;:lgsi:;r;?d- A]Fhough practical exigencies may
thought to lie in that direction unrealized appreciation, improvement is

Another remedy f; .
iiives Htiy i’h:l'h}:resent difficulties lies in just the other direction.
SO OR (ke e o Come tax treatment of business and investment

mpletely on g simple cash flow basis. Investment

S bflsmess and investment activities, including loan proceeds; would be
immediately a.nd fully includable in taxable tisanis. s wenli have the
pACEnG, FeERling a(fcumulation consistently by exciudmg it from taxable
income even when it is represented by investment of realized gains or of

ordinary income.
On its face this possibility may seem to be a step in the wrong direction,

a step further away from fairness and equity as represented by the prevailing
accretion ideal. But a cash flow income tax would correspond very closely to
another ideal, that of a tax whose burdens are apportioned to current
personal consumption expenditures rather than to total accretion. Net cash
flow from business and investment activities is a simple and practical
measure of cash flow devoted to consumption expenditure. It will be
convenient to call this kind of tax a consumption-type personal income tax.
Such a tax has been discussed and advocated in the economic literature,’ and
even tried, briefly, in Sri Lanka (formerly Ceylon) and India. But it has been
discussed as an alternative or supplement to an income tax, not as an ideal

implicit in or appropriate for the personal income tax itself.

Insofar as one thinks of economic activity as adequately represented b.y
the existing personal income tax 1s

money transactions and historical costs,

ent of sections 465 (generally limiting deductible

is arti ' efore enactm _
e e passive activity losses and credits). (Eds.)
LDOR, AN EXPENDITURE TAX

losses to amounts at risk) and 469 (limiting passive actis N KA
st comprehensive discussion 18 N.

(195 ’7 T}IE1 ; Ipes;c?sgcg:s Inclucllje [. FisHER & H. FISHER, CONSTRUCT}:; ;E;;r?(r:ﬁ 11‘32)(()):123:

= :}: arlier [ EVIATHAN ch. 30 (1651); J. S. MILL, PRINCIPLES O e

l(nk 42); T. HOBBES, LE lin ed. 1884); A. PIGOU, A STUDY IN PUBLIC Fn~um~1c~.,a{i7 = h(ll r;?\:.

. 13455, 3, (VicKREY), AGENDA FOR PROGRESSVE TAXATEE FUEE L 00 3s051 (.

Eq},,-;abge) Dmb,ﬁg of f‘axation (1917), in MEMORIALS OF ALFRE A

Pigou ed. 1925).
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i :ncome 15 gepe” the existing tax j
MoneY n terms, e 18
5 tax. etary .
largely an acer etlon-.typ:al cather thal mor ption-tyP® that gn BestEtion ;
spent or saved. ButinT S apects : n "nd Aac cruals under qualifieq -5
a hybrid, closer in mz:jny eal 8 prematlﬂn s portion of total reg) i\
i ca

type tax. Unrealize hariljl g plans > ersons they represent most rea)

d profit-s 4, For many ping tax may be well representeq

pension an taxe .
et are not _sons the exist
producing property, for

tjon-type taX- . .
ncome B
ik ing down or adding tq

ither draW i
thout eith sting in securities that wily

on, an

accumulati
a consump

f
by the model o oderate

A person with 2 . 1d wi
live on the y1€ inve :
example, may re of the future by 1 A yield- Money income for

S take ca en
principal. He may taxe ¢ Jue as well as curr’ . 5
show some appreciation 16 77 £ consumption expenditure. Real accretion,
lose measure 0 the value of his property.

ary, without saving or }.

him provides a ¢ : lized changes
however, would also incluc® B0 Ty whole sal e
P sion for his retirement
pbutions and the like,

Or an employee may SPE rovi
dissaving, if his employer 18 mating s}deq;f:z I(:;ontri

. sion
and other emergencies through pen ure of current consumption
o have to include the

Again, current money income will provide :a\ meas s
expenditure, not of total real accretion which would &

increase in value of accrued pension rights each year. ) -
The question whether our existing personal income 1ax 1S etter

represented by the accretion model or by a consumption model can be
typical, an individual whose accumulation

restated by asking who to take as

is represented by savings bank deposits and interest or one whose

accumulation takes the form of unrealized capital appreciation or pension

accruals. And the question of whether to prefer the consumption model or
estated by asking whose tax

the accretion model as an ideal can be r
treatment to take as a prototype. There is clearly a discrepancy in our

present treatment, which ought to be removed, but there is no a priori reason
to think the way to remove the discrepancy is by taxing unrealized
af;;ipx.'eciation anfi pension accruals. It may well be simpler, fairer, and more
ft; n:::x;; Zo; z;?zﬁ i?::ﬁgﬁ 5'011;1 221:; deferz:al on savings accoun.ts and other
| e, while taxing eventual disinvestment
from ;ix.nngs accc:unts and capital assets alike at full, ordinary income rates.
. devicelsf;:I;i:tsalT mal)]r be resisted py one who looks to the income tax as
Pt thes g 1 ;:f ntl:e etacclﬁmulatlon of wee.llth as well as consumption.
accumulation of wealth, anilxit ::011111(:1’5 I?;elgefalr or eﬁ'ectivg in relation to
were practical, it is not clear that we should = Atk ke
fresh wealth without some correspondi .Want.t(.) e this Ao smulomal
wealth. If we are serioys about realc):hl'1 e o I ERIED Rieke -
to strengthen and rely on estate ang mft :VEalth, therefore, it would be better
;Ic:c}:?:;n rhis OI? the consumption compf:lent?x? — tl‘lat P Klose, foausmg Sis
most fair and effectiye, Ol accretion where it can be made
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8 u i
X sually simply called an ideal or

comy i
e If bemg defined to mean accretion.?
Practical and ideal bases (money

expenditure tax, sugge al income

i ncome e S0 o e
; - . ing that it s Other hand, has be
income tax, _1ndeed Somehow jis 1t is Something quite diffe - C{E‘l =0
contrary notions. Thig tebining) OPposite, income and « I'EI.lt. rom an
tax would be based on 5 v ology obscures the et .xpencht,}xre being
pusiness and investment, mple cash flow " in Practu.:e such a
of particular consumptio activities, with no more ef? :1? :OO; net yield from
. . N expendityre 0 eep direct track .

In tl.ns f@rtlcle, Personal ineo § than under the existing income tax.!°

computation is based on me

t
@x means any tax whose practical

model in whic .«
a ——— eh 300umu¥atmn 1S comprehensively excluded is called a
ca ol inco YP tp ersonal income tax. The latter is also called a cash flow
person . m.e ax because that describes its practical computation. For
shorthand it will be conve .

nient often to refer simpl :
. ply to the accretion model
or ideal on the one hand, and the consumption or cash flow model on the

other. The existing tax is a hybrid personal income tax since it conforms to
the accretion ideal in some respects and the consumption ideal in others, but
neither with any consistency. ’
The difference between an accretion-type and a consumption-type
personal income tax involves only accumulation, and it is in an important

9. The most familiar instance is in H. SIMONS, supra note 1, at 50:
Personal income may be defined as the algebraic sum of (1) the market value

of rights exercised in consumption and (2) the change in the value of the store of

property rights between the beginning and the end of the period in question. .
10. There is some tendency to think an expenditure tax base would have to be defined net
of tax, since whatever is paid in tax is unavailable for expenditure. Then, to get the equivalent

of income tax rates over 50% one would have to have expenditure tax rates in excess of 100%.

But there is no more to that point in relation to a consumption-type tax than an accreso‘:l-:ypeAtax;

if tax payments are not part of consumption, they are not part of accretion e}th‘lar‘;) [ ]'s,saS

matter of computational convenience, it may well be be*ttir :o define the ptracn:;:;\l thi:s: g: lz:egl;oon
basis, as consumption expenditures plus the tax itself. * * Statutf;lrifhraeefs;eime i rel;; -
a scale of less than 100%, a scale with which we are fe}rmhar,' ﬁ:loug ger et Seendfh
to what is left after tax will sometimes exceed 100% just as it does uncer p -
2 supra.
* & %
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gs to @ difference in methods ¢
n umption-
 pctivities. For & oo Ption-type |
business and invest d s1 sl fOW aste. t e an n
r e an ing approximating fa; -_
eonaP something air. .
gul:)ting must be put o-nvestment assets. Our existing
accretion-type tax, acc for business and 1Y S ideals by reference tg its
market-value accouI;:.tmdB"3 fined in relation t0 t. ess and investment assets jq
hybrid tax can then b€ . of business
m{:thod of accounting, in which the 005:11; jncreases 11 value are not general)y
jon-type and an accretiop.

i ue
required to be capitalized but sub:seq
realization. ’
consump
the real burden of the

sense only a differ e

in taxable income, the taX ; O bject t0
of ideal, what is ultimately i

available for private t:'on:;inf:;ﬁg sorresP 4

is difference 11 ¢ acti

This diffe men e

accounting fo
tax, accounting shoul

taken into account until : :
The difference in timing bei&wee;rtant il Fning

er, immensely I’I,'Pl o cumulation and its subsequent yie]g

2 uld cast a heavigp

deal cap1

0
and such a tax W e
u};; tax on capital accumulation is deferreq

burden on some taxpayers than . farmer who plants and growsg
until subsequent disinvestment. Consider & hen it appears for harvest
100 fruit trees. A 30% tax on his fruit, if and Whe til they are dispos ds :
with no tax on the growth of the trees unless anfi unti y posed of,
£70 trees. But if the Government took 309
fruit of the remaining

- - f :
W()uld leave hlm Wlth the I U-lt' o
h the fruit of only 49. Or ’ Simﬂaﬂy,

of the trees themselves as they maturfe,
f would be left wit
70 trees, the farmer ds for retirement. A 30% tax deferred
much to spend as he would have

consider an individual setting aside fun
until retirement will leave him with 70% as
tax imposed on the funds as

had in the absence of tax. A 30% accretion-type ' :
carned and also on the yield from investing what is left, will leave

type tax is, howev '

tax. Under the accretion 1

are both to be taxed as they 0.(;‘0t
i

substantially less.
Nevertheless, the consumption and accretion ideals reinforce one
Consumption is the major component of

another in important ways.

accretion for most taxpayers most of the time, and therefore under either
ideal, the tax is in the long run mostly a tax on household consumption. The
principal purpose of the tax, in terms of real goods and services, is to curtail
private consumption so that resources will be released for public uses. What
makes a personal income tax the fairest tax we have is that its burdens are

generally cast in sensible relation to standards of living
More particularly, the consumption ideal reinforces the main lesson of

.the acc:imn ideal: that distinctions should not be drawn, for personal
income : . ’
purposes, because items of income accrue from different sources.

* ok ok
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I believe, for
» l‘easons t
better solutions to th 0 be develq
i € questio
prevailing accretion mod, 0 of how to treat .
e el. But even if ope ; accumulation than does the
a goal, the 1€ 18 not prepared to abandon the

tor ds : consy .
understanding of the existing tg SIEMon modlslean help achieve a better

critical evaluation. Ing
. : eed, the t
binocular or stereoscopic i W0 models toget i .
perEactive ‘Hian dcoplc View that will give %: l?etr g e
oes either mgede)] alone S:ug;:' sen:}? s
: g e model of a

consumption-type persona] j
) inc :
accretion, separating the problgme tax will help us to be more analytic about

component from those of algo j

to see better what ¢
an and must be done to preserve the integrity of the tax

in relation to the consumpt;
. ption co ;
further decide to do about accumllllla:ult);ic:za nt of accretion, whatever one may

The main :
consumption-typg l;gzzia(l)firfc}::;rsneﬁde Ry e L e
the practical potential of the SRkt s ;{5 a:l*aiternative for understanding

This"Article i
icle 1s only about personal taxes. It is almost entirely about the

personal income tax, wit Py
e h some limited reference to estate and gift taxes.

The Value of Deferral

It has s'ometlmes been thought that mere deferral of income taxes was
not of great importance so long as every element of accretion was eventually
accounted for. Sophisticated taxpayers and their counsel, however, have
realized that deferral is often of immense importance, and recent writ.’ing on
matters of tax policy has come to reflect that realization. Some appreciation
of the value of deferral is essential for an understanding of the argument in
this Article because the difference between accretion and consumption ideals
is essentially one of deferral, and because the defects in present law that
make it an unacceptable hybrid arise from inconsistencies in matters of

ped, that the consumption model offers

timing.
Deferral may be valuable un
ultimate outright exemption or

der existing law partly because it leads to
taxation at lower rates. Unrealized
appreciation is completely exempted in the case of property held until death,
because no income tax will have been imposed on such appreciation and the
succeeding owner is given a stepped-up basis equal to value at or shortly
after date of death. Income whose recognition is deferred until after
relirement is often taxed at lower rates then than if it had been taxed during
higher-income, active employment years, and not in'freque.ntly the corollary
of deferral is taxation at capital gain instead of ordln:';\ry income rates.

But the important, underlying fact is that even if rates do 1'.10t change

T ted, mere deferral can be immensely

and nothing is ever permanently exempted, :
' burden of a tax because of the time value
important. Deferral reduces the

of money; it requires less than a dollar put aside today to meet a dollar of tax

Scanned with CamScanner



TYPE INCOME Tpy
= TAx

ON-
284 CHAPTER 7. A coNsuMPTI
t, which is a function of

. effec
gn:u?z;’fi:?ael can be illustrated by severg)
gth o ’

liability in the future. The ma
interest rates, tax rates, and len
examples.
Productive Investment " xample. A 30% tax on th
; ) . tion is one € 3
The fruit farmer in the introduc . uld leave 70 trees
turity WO » and
i hen they reach ma taxpayer each
io:r::u(;ﬁ l.‘;l(?%l 2gxt$16ihv: fruit thereafter Wou%d leavae; }::1 th: t.iees 22111}:1&22
with the fruit from 49. On thE.! oth being imposeq
deferred until the trees were dispo of the fruit of 1¢g

only on the fruit harvested, the taxpayeI: pre
trees, which is 42.9% more than the fruit from 49.

E \
Retirement Income . el

i arni side for retirement. ASSI i \
Consider a dollar of earnings put a at it is to be utilized 24 years |

st, and th :
et aside would support eight

is invested at 9% compound intere
later. In the absence of tax the one dollar s

i : ter
dollars of retirement consumption 24 years lal\ _ |
Now consider the effect of a 33% accretion-type tax. This would take

away one-third of the original dollar when earned, leaving only 67 cents to
invest; and it would cut the rate of growth from 9% per .annum to 6%. At 6%
per annum for 24 years, 67 cents will produce a retirement fund of 0n1.y
$2.67, as compared with $8.00 in the absence of tax. On the other hand, if
the tax were deferred until retirement, the taxpayer would pay only $2.67 tax
out of $8.00, leaving $5.33 to spend. Deferral of the tax, without any change
in rate, would double what the taxpayer has left to spend.

The effect is greater for higher interest rates, higher tax rates, and
longer periods. A dollar held at 12% for 36 years, for example, would produce
a fund of $64. A 70% true accretion-type tax would reduce the original dollar
to 30 cents, and the rate of growth from 12% to 3.6%. At 3.6%, 30 cents will
grow to about $1.07 in 36 years, which represents a reduction from $64.00
of about 98.3%. A 70% tax deferred until retirement would take only $44.80 \
out of $64.00, leaving $19.80 to spend. Thisis more than eighteen times the 3

amount left by a 70% tax imposed on a true accretion basis.

LI

The Existing Hybrid Treatment of Accumulation

% % ok
[Mlany of the most intractable problems in the personal income tax

arise directly out of the hybrid character of our treatment of accumulation.
The complexities of corporate distributions and reorganizations, for example,
at the individual taxpayer level, all have to do with matters discussed here:
realization and nonrecognition, basis determination and recovery capital
gain or ordin_ar.y income treatment, and treatment of debt. Other se’eminglm
simpler provisions like that governing installment, sales, have essentially t0
do with deferral or nonrecognition, The trust and pa;‘tnership provisions
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capital gain treatment gned to defer re iti
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when recognition occurs? 81;;:(1:;11 0§ Eﬁm e
. OI the problems that

occupy most of the t; ax
me g
of t Practitionepg and administr. tors (
ators (not to speak

of teachers, styge
’ nt :
immediatel % legislators, ,
Y out of our gy nd  taxpayers themselves) arise

* % %

A true accretion-t
e ~LYpe per i
SatplaaiEal aud itiAtinTe p ; sonal }nc.ome tax would be free of many of the
; S of the existing tax. But a true accretion-type tax

cashl ;rar;sactlons to one in which Current, comprehensive property valuation
would play a central role. In practical operation the tax would become
largely an incremental net wealth tax as well as a tax on income

transactions. .
Any partial step in the direction of fuller reflection of total aceretion

remains a compromise in which inconsistencies are inevitable. Some
compromises are undoubtedly better than others, and some of our existing
problems could probably be ameliorated by fuller reflection of real accretion,
but no practical solution in this direction offers anything approaching the

simple practicality of a consumption-type or cash flow personal income tax.

A Consumption-Type Personal Income Tax
A consumption-type personal income tax is often assumed to involve all

the practical difficulties of the existing personal income tax plus Wha.tever
new ones are involved in getting from income to consumption expenditure.

The tax would, of course, be computed on personal income plus or n:ilgus n:;
dissavings or savings, and discussion has focused on how much addition

i : i dissaving would produce.
difficulty the adjustments for saving or :
Thiys discu;sion overlooks the fact that a consumption-type tax would

: : ..o from the failure of money income to
avoid all the difficulties that arise , .
prov'jdea a satisfactory reflection of real accumulation. Income, to be sure,

ial. i t, monetary measure of
S : vin e a partial imperfect, s
Includes savings, and savings a* tpax req’uires deductions and additions to

mulation. A consdu?P:;‘zI}:g:e But these, being based solely on money
an 18 g

iminate savings
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simpler than either making adjustmentg '

- a true accretion-type tax or living With ‘
m the existing hybrid treatment b

transactions, are incomparably

include unrealized appreciation unde ;
the complexity and distortion that result fro

of accumulation. e .
i capital transactio
Under a consumption-type personal income tax, cap ns apg

treated on a simple cash flow basis. Investm.ents are simPly deducted When i

made and proceeds of sales and other capital transactions zl'e ‘addeq ¢, ‘

income when received. All that is required 1s tolseparate t_usmess ang
iviti consumption activit;

i vities on the one hand from persona T,

investment acti to keep track of the forme, o

on the other, as under present law, and then ep '
a cash flow basis. Cash flow accounting for business and investmep,
activities automatically provides a measure of cash spent on consumptjq,

activities, which is what we are after. .
Precise measurement of current consumption spending would require

exact accounting for cash and loan balances which might be something of
nuisance. But in practice there is no need for precision because only short
term tax deferral or acceleration and relatively small amounts are involved.

Ordinary cash balances, including checking accounts and consumer loans, cap,
therefore be left wholly out of account. In effect, both ordinary cash balanceg

and consumer loans can be treated as falling in the consumption sector of g
individual's activity rather than the business or investment sector, withoyt

any significant distortion of tax burdens.
A precise measure of current consumption would also seem to require

separation of consumption from the investment element in the purchase of
consumer durables. Strictly speaking it is the current use value rather thap

the purchase price of an automobile, for example, that constituteg
consumption. But again strict precision is unnecessary. The purchase price

for a durable item represents the discounted value of its future usefulness

and the tax burden will tend to be the same in the end whether one is taxeci

or the other. Therefore, it would be acceptable to deal with the consumer
durable problem on a simple cash flow basis, although it may be desirable in
some cases to give taxpayers the option of deferring taxation on part of the
purchase price with interest. Because purchase price can be taken as a Proxy
for use value, the consumer durable problem is much more manageable under

a consumption-type tax than under a true accretion-type tax. Under the
latter, the money invested should be taxed when earned, and the imputed
return received in the form of use value should also be taxed.
AT fi):fee ::alihi(i: gtfiieli'ﬁi;iv?ni‘ag:es of a cons.ulpptior'l-type tax is that shm"t-
ke z loo mmplex: administration can be more reat.illy
type tax the benefit of deferr.'flllni;a Ccf;EthH'tYPe i Unc?er E? consumptlon‘
el T ofiset by a corresponding increase in the

a rate equal to whatever interest rate the market

charges the taxpayer for extensions of credit, No such offset occurs under an

accretion-type tax where postponement hag the effect of reducing the effective

enpem e
U
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Ordinary mcome--wages, salarieg

OwWing discussion of
Computation of g

on—would be treated » fees, divide i
“xactly the viams way unﬁi’ a o et and o
a consumption-type

personal income tax ag unde
- - r an 1
fully includable in taxable incomz ;::3:1 :11; personal income tax. They would be
€ period i

continue to form the backbone of
wages could be continyeq . uo the tax
readily be extended to djyiq.. . 0o the existing tax, and ; .
fheleardinnmsy inco;(; d;Vldends and interest. Most peopléts;;l;lg JUSttasf
i persona;n: current consumption, and to that e}r:tlglslt °a
PRBESSRL  n 'ncome tax would be no different from the existi
additions to reflect savings and dissavings wouldlfr';f'

not impair the general relat; i
its chief determinant and atslotf}lil :;I:n?:;: sf? Ifl'util; b End v e
Similarly, ordinary, current deductions bS V_Vlt i
e e ; » business and personal, would
Y unatiected by the shift to a pure consumption-type tax beca
they are addressed to the consumption rather than the accumula;ils;
component of accretion. Ordinary personal deductions for medical expenses
charitable contributions, and alimony, for example, would have the same;
justifications and problems as under existing law. Furthermore, personal
exemptions and a standard deduction could readily be continued under a

consumption-type tax.

Ordinary Investments
The most obvious difference about a consumption-type income tax would

be that ordinary investments would be accounted for on a pure cash flow
basis. The cost of investment assets would be deductible in the year paid,

while the proceeds of sale would be fully included in taxable income in the

year received. This does not necessarily mean there would be a large tax in
a year when substantial sales are made, since it is likely t.hat taxable
proceeds would be largely offset by deductions for reinvestment in that year,

or for extraordinary, yearend cash balances. .

There is a tendency to think of this treatment of investment assets as
involving at least some complication over and above the existing income tax
g payer's income is invested a

3 t of a tax
treatment, because in a year when pal: St iy :
deduction ,must be claimed. But this is viewing the matter in too narrow a
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be ignored; it must be . or loss OB S GoverM“ent- alike, to hayg
current year rathq,

i ‘g gain
amortization or in computing 82 ayer anc.
it is simpler in the long run, foF taxpe’ ‘d during the ¢
k vestme some quite long ago. * %

cash flow treatmen

deductions based on in- el 2
than on costs incurred in se ccounti g an .
o vast sl .

tter of accurd
g‘]::cfi;iisafy?:vestments would rePreS?n jnvestme d
Moreover, this tres -t tax bei:);lld the merg
wile sk & comp'hcat’maﬁsc:sts. Indiwdual taxpiye;tsio: sim::e1 (l)n;lo‘n =
ascertainment f’f 'hlSt::::se e form t amf? rtl}zlwith ’ Furthe:;:ess
COI;’I{ut’ee:;I;S:’;a:;g?S would be simply de.d ucFe: afld nonre;:ognition of ;.;;;
or loss when an individual ¢ ange . crement to old property
E:?:Tz:; (I:; oap(:::;)irkn:lii};‘;};ﬁgsr other dividend in klnd,. it fvmﬂdl.make no
tion is one on which gain 1s rea ized ang
RS gain recognized would in effect he
Thus, in the case of an

difference whether th ; -
recognized under present 1aw, since 2 X
1 the fresh jinvestment. : .

offset by a deduction for o uld be no need to determine whether it ig
the deduction for reinvestment

exchange of securities there W0 )
of reorganization, since stm
hole law of corporate reorganizations

pursuant to a plan o
would offset any gain recognized. The W
Td al investors would be rendered obsolete.
nts would also resolve present

as it bears on individu
Cash flow treatment of ordinary investme _ : -
" problems about when to account for compensation for services in the form of
s or restricted property.” Again,

investment property such as stock bonuse
cash compensation that the recipient invests would incur no tax; therefore no
tax need be imposed on compensation paid in kind in investment property.

e of the investment property and devotion of the

Tax would properly await sal
proceeds to consumption expenditure in either case.
Finally, and above all, this treatment of ordinary investments would
eliminate any need for special rates of tax on capital gains. The best
ate the disparity in treatment

justification for capital gain rates is to mitig
between unrealized gains and realized but reinvested gains. A cash flow

treatment of ordinary investments would eliminate that disparity entirely
Proceeds from the sale of investment property would be taxed only if devoted
t? Persqnal' consumption, in which event there would be no reason 0
distinguish them from ordinary earned income also directed to consumption.

—

89. 1 di ibili i
mmediate deductibility of capital expenditures, partly for the sake of accounting

simplification, is familiar under
present law
91. See CODE §83 (dealing wi st '
§83 (dealing with compensation in the form of property to which restrictions

are attached).
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Less Persuasive jyyot: )
inapplicable. The ar@;:::f ;atmng for capital gain rates would also be
no tax on the accumulat;jop r ased on inflation would be met by the fact that
been paid in uninflateq d(:vl]‘?’preaen!;ed by the initial investment would have
type tax. *** Eyen the - :il; B 5;;“’ 1t WO}lld have been under an accretion-
the hardship, given pro = that capital gain rates are justified to offset

gressive tax rates, of realizing in one year a gain

accrued over many would b
. € m i
consumption would be subject toe:;: ince only proceeds devoted to current

Business and Investment Loans
Business and investme
nt ] : ’ "
investments, on a simple cagh ﬂo(:;vaI;;S would be treated, just like ordinary
as income in the year receiveg asis. Loan proceeds would be reported
1. be: otk ©d, and repayments of interest and principal
wou e deductible when paid Thi .
i il . paid. 18 treatment is unfamiliar, but would
represe clear net simplification for reaso imil .
h flow accounting f ; ; ns similar to those favoring a
cas 1ng 1or ordinary investment:
Cash flow accounting for | s
s i € Ior loans, as for investments, is only a matter of
rep;} - }gle IJI‘I'er n if events thai; would have to be recorded for future reference
unde g p 95111 tax or an accretion-type tax. While we do not tax loan
pruces ? as such under present law, we do tax forgiveness of indebtedness,
or satisfaction of lnde!)tedness by the conveyance of appreciated property,
even when the I:esult 1S a substantial tax liability in a year in which there
are no cash receipts with which to pay the tax.® A record of money received
and repaid on account of loans must be accurately kept in order to compute
such gains. Cash flow accounting is only a matter of taking each receipt and
payment into account in the year when it occurs.
Inclusion of loan proceeds in income would not ordinarily require large
tax payments in the year of a loan, because normally such loans are to pay
for capital investment that would be immediately deductible under a

consumption-type tax. * * *

Consumer Credit _
A strict computation of current consumption would seem to require that

consumer loans and credit, like business and investment loans, be treated as

income when incurred and deductible when repaid. But it is much simpler

and quite acceptable just to leave ordinary consumer loans and ‘credit
that is to treat payments on

arrangements out of account. The effect of
account of consumer loans, rather than the use of the loan proceeds, as

taxable consumption expenditures. * it
Consumer Durables
% % % .
Theoretically, under a consumption-type tax, the Purcillazflfdpglcé ;h?::lg
be deductible like any other investment, and rental value sho e 1mp

1947); United States v. Kirby Lumber Co., 284

P s.1 ,
95. See Crane.v. Comty ‘SS“’“}’EJE L i (1( o Cit. 1950), cert. denied, 341 USS. 926 (1951).

US. 1 (1931); Parker v. Delaney,
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. ractice imputed rental value jg
to the owner over the useful life. But 1‘n Il;; the purchase price. * The
adequately reflected, on a disgore is to treat the purchf:ljj1 e(;f ([:f(i)n‘;‘::iu?er
practical thing to do, there 0l ’automﬂbil i 11k'e .any oplished by Sip 1on
durabh? Suc}.] as]. a -pe'rszzsatment aspect. Thists aci(;x:ble income T}I:ly
;3 0l e-nd1ture],l lfn;:rzﬁ;:z 1;lut of account in computing » thug
eaving suc %
makinz the expenditure subject s on credit, the loan should be treateq

When an automobile is Purchased er the purchase of the

g efore, neith ;
as a consumer loan. In prachcs thiz the (:,omputation of taxable Income,

automobile nor the loan would enter ' n use of the automobile would be

tio
1t would be that consump onts of orias
f‘l:fig,::i Ii‘flsilzlaxable income each year in the amount of paya P i

i the loan. . ial i
s lﬁ‘ts;z?;:;r deurable purchases in & particular year were substantial in

4 er them
o, . g o spprprii o ot nEer 81 [
limited period, even if they were not financed by A
would be to claim a deduction in the year of pgrchase but then urn the
deducted amount to income with interest. * * *

Owner-Occupied Housin . . )

Similar genexl-)al conclusiogns apply to owner-occupied housing, which
undoubtedly represents the most substantial item of consumer.durable
investment made by most taxpayers. Purchase price, however, is a less
acceptable proxy for use value in the case of very longlife items like housing,
because tax rates may change and property may go up or down in value for
reasons not anticipated at the time of purchase. Nevertheless, it is still the
case that the existing treatment of owner-occupied housing is more nearly
consonant with a consumption-type model than with a true accretion-type "‘
model. Furthermore, whatever accommodations may be made to ease “a
practical computation represent less of a distortion or departure from a

consumption ideal than from a true accretion ideal.

A strictly correct treatment of housing would be to allow a deduction for
p1.1rchase-pri.ce and capital expenditures, but then to impute full rental value,
with periodic chang.es in imputed rental to reflect market changes. This
wm%ld involve the difficulties of real estate assessment and valuation on a
national scale. It would also involve a duplication of the hardship that is

now perceived by some to result from increasing real estate taxes in the case

0 not have any co dine i -
: : . Irespon e
income with which to pay those . 1Y Mg increase 1n mMon Y

; _ 5 - The fact is that home ownership
ﬁ::?f ]?0?;;1::1}? ftn“?mg real estate prices Operates to allow older people to
°* Are More expensive than they could afford to move into

ey T
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P e el Tl
ugh for the income

tax law to take thig ec
onomj .
MIC situation as it is and be satisfied with
1sfied with taxing

a person on the cash ex ;
sependibure T mage Penditure jt takes to provide lifetime h.
: ifetime housing, as the

The treatment
of owner-q :
same as under present | ccupied housin -
: a g then w

mortgage interest, and t}VIV, except that there wouldot)ﬂd = Vlrtua}ly -
ere might be gy it t'Oedn:; d:ductpn fm:_'1

educt an initia

appreciation on his first home
in another residence would -bt.a 11:11:1’5:1 ;)(;1 -the sale of a house not reinvested
would be paid if proceeds were invested ; in taxable income, though no tax
i - o ested in any ordinary investment assets.'®
n would be wheth
; er that part of sale proceeds that

represents a return of basis or cost di : :

= . s and 18 not reinvested in housing should
be a ; e to be spent for other consumption on a taxfree basis on the ground
;hafl it arie;)re;;léts a refund of money on which consumption tax has already
;et 1:1 Swér - answe;* t(.) that question should probably be yes, and again
t }? l?se r t;lsem z;cco:' tthth present law under whif:h the sale proceeds from
a house, tc extent they represent return of basis rather than profit, are
freely available for consumption spending.'®

Finally, it should -be reemphasized that any practical solution to the
problem of owner-occupied housing is more consonant with the consumption
model than with the accretion model. The accretion ideal requires that the
purchase price of a home come out of after-tax income because it is an item
of accumulation, and then it requires that there be further additions to

103. CoDE § 1034. :
104. This would avoid the problem that exists under present law of a recognized capital gain
when people sell their home to move into rented quarters. It would largely obviate the need,
therefore, for CODE § 121 (gain on sale of residence by a taxpayer aged 65 [now 55] or older
e L ceeds from the sale of a house, to the extent that they
xable income. In addition, if the

105. The law might provide that pro :
t be included in ta
r would get a deduction for the

represent a return of cost or basis, would no
of cost were invested, the taxpayer ‘
disinvestment and consumption.

funds representing a return
Id be taxed on subsequent . .
of such funds, but instead give the

investment itself, but wou duction for the investment
: uction Ior 1qui
Alternatively, one could grant no de rchased. When the investments Were then later liquidated

taxpayer is in the assets pu :
andpsge ntafgﬁséoiassl:lsnption the proceeds would be excluded from income to the extent to that

basis.
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taxable income to reflect bot falls short of the accretioy
appreciation. The existing treatment of houslxzigon of a home, without any
ideal immed'iately upon purchase and c?ccupg ;mputed rental income. Ag
change in value, by reason of failure 0 mcllt i?alls o ubly short by failing t
a house increases in value, existing grea:;laelnincome and the appreciation in
3 . in im uted re snfiare
:fr:iﬂiadzsb:ﬂhan lg;cxc‘:iﬁi;;; e:fisting treatment (exceP:ufr";;gzi“i‘g';:llh:y of

. H - n ln
mortgage interest) is initially consistent with 1;hefo(i'otaxing imputed rentcfl
taxation of the purchase price serves as a Proxy |
value. * * *

Fairness and Efficiency
¥ k ok

It may nevertheless be objected that a saver is not to be viewed as a

. he withd
philanthropist contributing more to society than raws.

.o son deferred. Si
Accumulation is not consumption foregone; it 18 consumption Hiea

a saver has not given up the claim against future output represented by his

accumulated income, what reason can there be to exempt him from tax upon

it?
" But the issue as between an accretion-type and 2 consumption-type tax
is not one of exemption; it, too, is only one of deferral. Under a consumption-
type tax, deferred consumption is subject t0 deferred tax. Of course, deferral
makes a difference, and in general the purden of a deferred tax 1s less than
that of an immediate tax at the same rate. * * * But to say the burden of a
deferred tax is less does not indicate which kind of tax is fairer. The most
sophisticated argument in favor of a consumption-type tax is that the lesser
burden of a deferred tax is more appropriate because it ultimately imposes
a more uniform burden on consumption, whenever it may occur, than does
an accretion-type tax. Put the other way around, a consumption-type tax is
preferable because an accretion-type tax imposes an excessive burden on
deferred consumption.”® Neutrality with respect to consumption is important
not only because it promotes efficiency in the allocation of income, but

119. An accretion-type tax is sometimes defended by reference to neutrality, treating saving
as just one more thing a person may do with his income. A consumption-type tax, it is said,
would impose a penalty on spending as compared with saving. See Musgrave, In Defense of an
Incom_e Concept, 81 HARV. L. REV. 44, 46 (1967). Or, more elaborately, it is said that saving
must involve some combination of satisfactions equal to what could have been derived from 2
little more spending at the margin; otherwise the person would have spent more and saved less.
See, e.g., Aaron, What Is a Comprehensive Tax Base Anyway?, 22 NAT'L TAX J. 543 544 (1969).

- But this line of reasoning is essentially like an argument against thé de(iuctibility of
business expenses—one must get as much pleasure from a business expenditure as from 2

personal consumption expenditure, at the margin, or else he would make more of the latter an
!ess of the .forme_:r. What we recognize immediately, of course, with respect to a busi expense
is tf.:lat lsatlsfac‘tmng to be derived from it may be at least o’ne step imov(::g 1;812@25 Szfving
similarly, can be i ‘ : :
y be viewed as an instrumental expenditure, made as a means of supporting futur®

consumptio 1. The way to achie € ne i d esen
I vay \4 utrahty between ulti s———-—f]] ure and p

; p imate end res
consumptlou— 18, @S we have seen, to exempt savings, not to tax them -
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pecause it keeps the t
ax from .
another on account of g; bearing m :
. iffi : ore heavil
services, NOW or in the futl?:-‘:nces In need or taste fl‘:; l‘oga:ﬁiu 11):;-3;;10 (‘;:a;

Consider again the Ciisarof
ret,irem.ent. At 9% compound int = Wor.king person who puts $100 aside for
of 33% imposed on a consumptio zl‘;:st,' In 24 years it will grow to $800. A tax
to spend. A 33% aceretion-type tan e LS take 3% of $800 leaving $533
and cut its rate of growth from 9¢ would cut the $100 to $67 at the outset,
double only twice making $267 Or", Per annum to 6%. At 6%, the $67 would
type tax. The effective rate ;f tJuSF half what is left under a consumption-
supported by the earnings in S m_relation to consumption ultimately
without even taking account of(‘l uestion is thus not 33% but 67%. All this is
relative burden of an accretio graduated rates, which are likely to make the
&, Highincorme eates even w}Ill-tYDe tax even heavier by subjecting earnings
. rcome retirement years. en put aside to support consumption in low-

The logic of a :
have had $500Ei0 spenilin i oo o S BB
whatever combination of e absence of tax should have $533 after tax

P ol earnings and savings may have gone to produce the
$800. T 1on-type tax is discriminatory because it will leave much less
for the retiree whose potential $800 is the product of work and saving than
for ano?‘,her taxpayer with $800 of current income. :

Mill 'called the discrimination of an accretion-type tax against deferred
consumption a dOl..lble tax on savings, once as they accumulate and again as
they }_)roduce their own return.'’?® Unfortunately, ensuing discussion has
sometunes. focused more on definitional than on substantive issues; the
accumulation of savings and earnings of a return on the accumulation
represent separate items of income or accretion, it is said, and therefore

taxing both does not represent double taxation of a single item. For all the
ent, no careful writer seems to have denied that an accretion-type tax
burden in relation to deferred consumption than

argum
imposes a heavier ultimate

to current consumption. :
This discussion of neutrality has only to do with neutrality as to
neutral by any means,

expenditures. A personal income tax is not
ns of productivity—how hard to work

unfortunately, with respect to questio
and how much, what risks to take with capital, and so on. Either a
nal income tax will have

consumption-type or an accretion-type perso
vor of leisure over work, and, less clearly, in favor of

substitution effects in fa

conservative over risky investment. While both types of taxes are biase;i3
with respect to these things, a consumption-type tax is agparently less so.'
This is an important advantage, though collateral, as it seems to me, to
preserving expendi present and deferred consumption.

ture neutrality between

t 545-46.

121. J.S. MILL, supra note 7,2
Pt bt te 7, at 102-14.

123. See N. KALDOR, supra no
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Insofar as accumulation 18 vf:::nﬂmically more efficient thay a:
¢ is to be preferred oye, a

consumption-type tax seems fairer an -

accretion-type tax. If an accretion tyiicumulation somehow T€presentg

consumption-type tax it must be because ing that would

something more than deferred consum}:im:;z& Sl;);r:;‘:: d“i‘eHEd impOSizliz:ll:)i‘
e

adequately captured or reflected or bur sumption ultimately occurs.

a consumption-type tax if and when con:
* ¥k sk

Notes and Questions -
rm the measurement of income By

) Andrews te
1. Why does Professor A

the Haig-Simons definition an "accretion meas

2. The assertion that the accretion measurement overtaxes savings is
(Professor Gunpg

central to the proponents of consumption-type taxes.
excerpt in subchapter C challenges this assertion.) What examples of

asserted overtaxation of savings does Professor Andrews offer?

8. Accretion and consumption are not the only possible models of the
ideal tax base. The realization model—which present law tracks to g
considerable degree—could be viewed as an ideal. See Chapter Two; see als
Professor Gunn's defense of present law (and not of the accretion ideal) in
subchapter C. Most scholars, however, now regard present law as a hybrid

of the accretion and consumption ideals.

Mechanics of Professor Andrews’ proposal
4. The ultimate tax base of the consumption-type income tax is

consumption, not income (or accretion). Yet the first step in computing the
tax base is quite similar to that of present law—initially including all income
in the tax base, without regard to whether the income was consumed or
saved. If the tax base is consumption, why start with income?

5. Most taxpayers consume the great bulk of their after-tax incomes.
For such taxpayers, the tax base under either an income tax or under the
PropOf‘,ed consumption-type tax would be almost the same "[Ulnder either
ideal," Andrews observes, "the tax in e lioe me.
household consumption." g run 1s mostly a tax on

taxpaf;er 3;)1?)1&:12311;513%33" bil?tdu}clle oney paid in taxes? Consider 2
i _*--1» but whose employer i
ki e s e B S0
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7. A tax-exclusive

ase ¢
Suppose the consumpti0n ta " Ieaq
consumption taxatiop, Woulqd
e n
rate of 50 Percent for 4 i
consumption?
75 percent?

€xtremely high n,

ominal tax rates.
not inclu

What rate of
an income tax
tax income on

to equa] an income tax rate of

o o y
year. Why is thig general]y true? |
instances of accretion, gycp as appreciateq

9. It might be argued thgt an income bage is
consumption bage, because tay liability should take gecq
as current living Standardg, Professor Jeff Strnad ar
principal "normg that haye

Motivateq schol
accretion taxation” are wealth.

benefits from holding wealth sh

to be preferred to a
unt of wealth as well
gues that two of the
ars and policymakersg to favor

10. Do transfer taxe
Andrews' proposed system?

11. Many advocates of consumption taxation, including And|rews,
Support transfer taxes. One reason js that the COIISuInp.thII-tYI.)e tax W}ll not
reach income at any time during life, or at death, if the 1nc01.ne is m_:t
consumed but is passed on to heirs. (Even then, the CO.IIS(;H?PU‘;I“ ta:eis
merely delayed—until consumption oc?urs by the heir. This de ay, however,
could extend indefinitely-—for generations.)

drews contend that his APELO
12. Why does Professor An the accretion ideal?
lex than either cm:en. : ied
(‘;{?Id be 'Iiisgms f;]l:;lpon the simplification issue until .youl ha:lri a:;:::lz :
sub:}iwiejuE which presents actual proposals for implem
apter E,

consumption—type taxation.)

jon, 99 YALEL.J.
dicity and Accretion Taxation: Norms and Implementation
£. Jeff Strad, Periodicity a
1817, 1820 (199)
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296 C . of current 1aw s payment,

]
gparate POV’ nof the employer, corporate
S

13. Why might such di o : or investment Property

son i orm
of compensation 11 the f

; hges :
reorganizations, and exchange® type in¢

- mption-

‘mplified under a consu

be simpli srews count items such as cas.h balanceg
Professor An reunts cullelal'ly not consumed in fact—ag
0

. Wh would
14 y yers to react to such a legal rule?

and checking account b
consumption? How wou

alances—am
1d you expect taxpa

i t are usual]
: lant and equipmen y
15. A taxpayers expenditures for p ) ander sresent Taw, Hd

] i e., de reciat
deducted over a period of years (i.e., d€P o amption-type x? Why b
would such costs be recovered under a

different treatment?

16. Under present law, oné source .of contrO\‘reI‘SY 15 W:;e::esll'lghglven
expenditure should be viewed as an ordinary business :rxpted , su as a
repair (which is "expensed,” or immediately deducted), or 'ea) U dcapltal
expenditure (which is capitalized and deduc!;ed over time). ~ Under the |
consumption-type taxing method, the expenditure would be immediately f
deducted either way, ending this source of controversy.

17. Under present law, neither loans nor repayments of loan principal
have tax effect. Under Professor Andrews’ proposal, the proceeds of many
loans would be taken into the tax base, while the repayment of those loans
would give rise to a deduction. What is the justification for this treatment?

What would happen in the case of cancellation of indebtedness, which is
generally taxable under current law?

‘ .' 18. Professor Andrews suggests treating consumer loans differently,
giving no tax effect either to the loan or to its repayment. Why?

19. How should a consumption-type tax deal with consumer durables,

such as automobiles, i 2 )
them? Why? S, in theory? How would Professor Andrews deal with

20. What is the theoreti
- et1
Professor Andrews' proposal? “trtﬁlly correct treatment of housing under

at, instead, does he advocate? Why?
21. What should j
A appen under Andrews' proposal when a taxpayer

Capital gains %
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B. ACADEMIC EXPOSITI0)

\ . '

23. One of the major jyct: =

is th‘f‘t_ theugain ay be ill;;os;rl,ﬁtca:ﬁ:;l iff fa‘.’orable capital gains treatment

e i ot e 6208 D1 b g o et han ral g

basis of capial aase to(gdjus??oiafﬁ;tﬁﬁf’iﬁi commplexity, emang ather
If th’e Consumptior;-t ee Chapters. Fifteen and Si:?teerll.f’ among ofher

BB A thei_’ul:;ﬁ Were in place, the taxation of capital assets

time of purchase, a fy]] deductionnopmblem- There would be no basis; at the

been in place for many years, and that a
n 1960 for $7,000 sold the stock in 1996 for

_ al gain of $3,000. Obviously. the "gain” would
be illusory, because 7,000 1960 dollars would be much r[{c:re valgu;ble than

0,000 1996 dollars, :

31 i Sovestm a:S Assuming a tax rate of ten percent, the taxpayer's
hOS gesent stment would generate $300 tax in 1996, This is troubling under
the present Income tax; the nominal gain is taxed despite the fact that the
transaction resulted in a "real" logs, :

. Under_ the consumption-type tax, the problem is automatically cured.
Still a_ssummg a 10 percent tax rate, the deduction of $7,000 in 1960 is worth
$700 in .1960 dollars; when the $10,000 amount realized is taxed in 1996, it
results in $1,000 tax in 1996 dollars. If, in fact, inflation means that the
"real” value of the sales proceeds are worth less than the "real” value of the
initial investment, so will the "real" tax on the proceeds be worth less than
the "real” value of the deduction granted when the investment was made.

taxpayer who purchased stock j
$10,000, thus realizing a nomin

Asserted consistency of consumption-type income tax
24. Why do proponents of consumption taxation contend that

unrealized appreciation is more troubling to the income tax system than to
a consumption-type system?

25. Is our present federal income tax a consumption tax, or an
accretion tax? In what ways does it resemble each?

26. To say that a tax system is entirely coherent and follows its "ideal"
pattern at all times is not to say that it is a good system. For example, if our
basic system were a head tax, requiring exactly $1,000 in annual tax from
each person, there would be no inconsistency about how to handle capl.tal
gains or unrealized appreciation or any other of the thousands of perplexing
questions under our tax law—the head tax would call for the same amount
of tax regardless of any of these events. It does not follow that we should

adopt a head tax in place of the income tax.
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298 CHAPTER 7. AC
Professor Andrews mor
) oposed by e
. 1d a tax in the form prop® h as a comprehens;i
dosei?re::;l;le : pomt-o{'salelconsﬁ:;ut’zxta:; ?11:1‘1:' present income t:;;
an-style value 8% Yol aris

alzsi;:: fzztil;r;f:h as tax base, vertical and honzontal comp ons of tax
liability, and administration.

EFEN'DED :
C. THE INCOME TAXWI;e income tax has created considerab)e

While the consumption- P
academic and political interest, many experts defend 1nco s the more

appropriate tax base. The excerpts in this sub

three very different types of defenses. :
Professor Warren analyzes the issue from an extremely academic, and

arguably socialistic, perspective. He argues fihat each Ir.lemberdt?f St{mety \fvho
generates income does S0 aS part of a social system; accordingly, society
should have first claim on the income produced, and‘ society s.‘»houldl decide
what portion of that income the individual producer 18 to retain.

Professor Gunn counters what is perhaps the central justification for

consumption taxation—the assertion that an income tax overtaxes saving vis-
a-vis consumption. Addressing examples of Professor Andrews and other
advocates of consumption taxation, Professor Gunn argues that saving is

taxed fairly by the income tax.
Finally, we consider Treasury I, whose drafters found considerable merit

in a consumption-type income tax. Ultimately, however, they rejected it for
a number of theoretical and practical reasons.

chapter provide a sampling of

. WOULD A CONSUMPTION TAX
BE FAIRER THAN AN INCOME TAX?
Alvin Warren®

89 Yale Law Journal 1081, 1090-93 (1980) .

Using the Haig-Simons concept of income in order to compute each
taxpayer's share of the annual social product, an income tax serves to deflect
to the g.overnment a progressive portion of each citizen's share of the product
otherwise allocated to him by transfers and the marketplace. Whether the
tax proceeds are used for public goods and services or for rqa:distribution to
iﬁrfzebpersogs, e}ther in cash or in kind, those uses are funded by the output

or and private capital during the current period. Levying the tax on

- b o ) )
; Oz?;?; le ogx:e It;l:;; lv;::: i:m;:)l.y a logical concomitant of the proposition that
claim on i i 1
claims of its individual citizens A ki G
The existence of a collect; : i
) ve cla
well-established as part of our polity ltfllza(::n'
Nevertheless, economic theorists have fo :

pﬁvately produced resources is S0
ustification may seem superfluous.
rmally shown that certain goods and

p—

. A time Of Q i ] l i i
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distribfltive ju.stif:e have depe
analytlcally_ distinct governmenta] vy rce of revenues used for the two
generally either have consig rposes. Dj

resources without identifyin

claim on private resources,

Specifying that claim as on gocj
that a producer does not have a con
his capital and labor, given the role
dependence of prod

al pITOdHCt can be justified on the theory
trolling moral claim over the product of

of fortuity in income distribution and the
. ; p ucers on consumers and other producers to create value
in our society—factors that create a general moral claim on all private

product on behalf of tl?e entire society.*® This rationale would apply a fortiori
to other increments in Haig-Simons income, such as gifts and windfalls,
which come to the recipient without even the claim due to production. Such
a proposition is, of course, no more demonstrable than the proposition that
society has a prior moral claim on wealth or consumption rather than on
product. As Professor William Andrews has stated, the ultimate choice
among these alternatives is not a matter of logical proof but of exposing the
assumptions and identifying the consequences of each.* :

Given that limitation, the case for taxing income can be stated by
identifying as a plausible assumption the view that, for the reasons
suggested above, the distribution of social product is a matt:er fc.:r collec'nve
decision. The collective decisionmaking apparatus of the society is conceived
of as deciding both the amount and type of pu.blic goods to be prodgced ?nd
the distribution of that portion of private social product that remains a ttcalr
diversion of resources into the public sector to produce those _pu}:f::ctigoo i:
that are not financed by service charges. Whatever after-tax distribution

¢ Pure Theory of Public Expenditure, 36 REV. ECON. &

; it Publi
STAglls-T}S:: ,3;"?’3S’?E;eggl;’f-i)@Samuelson, Diagrammatic Exposttion of a Theory of Public

Expenditure, 37 REV. ECON. & STATISTICS 350 .(195. 5)'-,0 tive justice is J. RAWLS, A THEORY OF
32, The sominal work in rekindling interest in distrioutiveJ
JUSTICE (1971). nt
33. See id. at 72-74, 100-08, 310-‘% ol;‘%c?rarfz?gﬂi
genetic endowment as an accident devol Economics, and Legal Theory,
of individuality, see Posner, Utilitarianism, £CO
128 (1979),
34. Andrews, Fairness and
Personal Income Tax: A Reply 10

argument that treatment of an i_ndividual's
ficance is inconsistent with basic concepts
8 J. LEGAL STUD. 103,

Consumption-Type and an Accretion-Type

the Choice Betweer 088 HARV. L. REV. 947, 950 (1975).

Professor Warren,
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the income tax, which is levieg

ted by
. e distributed to each taxable up; 2
he income tax does not appea] to
. : ical in th

3 le but is tautologica € Sengg
. strable princip e s3 :
some mdepende_nth; d‘;m:r the premise of the tax: given a legltln:laf.e Socig]
that it follows simply fro duct, the income tax is justifieq

. . . - 3 ty's prO

the distribution of socie R )
;;’I:‘xa‘:;ﬂ;f efi‘eclting the desired after-tax distribution. a’{}l::rm:lzme of the
desired distribution goes to the t_:ontent 0;' ﬂ:-zsian):;bliy e ?(I)lr to itg
justification. Extreme egalitarianism would p a tay

characterized by progressivity, cujminatin_g i'n a con_ﬁs'catoryali;?ete t(;l; Positive
income with corresponding provisions specifying a minimum r-tax incomg,

. N istribution of product, b
i isi equality in the distr1 t1 ; » but net
A soc1al dec1310n to reduce 1neq i St, ; t 1 t l o

to the extent of eliminating incentives to wor t. Itisaj
progressivity with rates always under one hundfied pengen; -kisa Judgment
of this latter type that seems to underlie much current discussion of

distributive justice.* _ .
Unlike the foregoing argument, the traditional case for the income tax

in terms of fairness has appealed to some external standard to establish that
income is an appropriate basis for taxation. Generally it has been argueq
that income is a superior index of an "ability to pay,” and that the tax shoulq
be structured to result in "equal sacrifice” by taxpayers, the latter being
especially relevant to the rate structure. Unfortunately, centurieg of
elucidation have failed to provide sufficient content to these concepts. For
example, ability to pay has been defined as "the capacity of paying without
undue hardship on the part of the person paying or an unacceptable degree
of interference with objectives that are considered socially important by other
me.mbers of the community."” Such definitions reduce to statements that
society should appropriately tax what it should appropriately tax. This
'approach is no less tautological than the one taken here; it just a -ears
in that apparently, but not really, independently veriﬁabfe dPP h .
ability to pay, are said to Justify the tax. <
To summarize, the i :
S o it t]:)ez;o‘:lzlpl;g;n:a:axdf:ollo.ws ifrom, and is justified by,
personal income, Society's interest i 1;he I‘Stnputl?n ' Rocal o i
Bl o, e v In the distribution of income, in turn,
interrelationships of el i Se | 1mporta.nce of fortuity and the
ociety deprive producers of a controlling

is implemen’
duct otherwis
ment for t

decided upon, that decision
on the amount of social pro
As anticipated, this argu

whatever, the Haig-S; " 0 i :
simultaneous achieg'w::;nn;.ﬁ?80;1 :ﬁgr;“‘on %ou]d be use:; tf}‘l b of weight, intelligence, merit, or
36. See, e.g., A. OkuN oA
supra note 32, at 150.¢], EQuaLITy anp EFFICIENCY—Tyy BiG T
: G TRADEOFF (1975); J. RAWLS,

37. R. GOOoDE THE IN
’ Divipyay INCom
ETAX 18§ (19
64).
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Recent studies by the Unit Review 370, 37078 (1979)
Mea de Committee? in En la dl ed States Treasury Department? d
tion a §'and recommend i o aie
consumption as an alternative t, - progressive tax on personal

fundamental to the expenditure-tax lncclme tax. Neither adds anything
intriguing feature: a discuss controversy, but each contains one
cussion of the practical problems of substituting

consumption for income ag .
the replacement of the inco:: : tt ;:E;if This d.evelOpment may mean that
a serimfs practical possibility. And eve;xl?endlture tax should be taken as
chang_'e in our tax structure is remote, the arguments of .
theorists may encourage changes in the incori:: ten- of the expendltu_rt_e-tax
lief for savers or ax in the form of additional
re : a supplemental tax on expenditure. The ti
expenditure tax could be dismissed as lackin. ure. The time when the
passed. g practical significance has long
AI_' guments based on considerations of equity, administrative
convenience, and economic efficiency play an important role in the case for:
an expenditure tax. I will not address the question of "efficiency” directly
although some of my "equity" arguments may bear on efficiency as well a;
equity. I will focus on the most important noneconomic issues in the debate
between expenditure and income taxation: whether an income tax imposes
"double taxation" on savings, [and] how income compares with other bases
for taxation in terms of fairness.® * * *
The Expenditure Tax, the Income Tax,
and the Double Taxation of Savings

The Basis of Expenditure-Tax Theory
The earliest proposal for an expenditure tax that is still cited today was

made by Thomas Hobbes. Hobbes thought consumption to be the best tax
base because it measures the benefits taxpayers receive from society; an

Professor of Law, Cornell University '
BLUEPRINTS FOR BASIC TAX REFORM (1977) [hereinafter

two alternative "model tax systems"—an expenc_litpre
h less progressive than the existing

*. At time of original publication,
1. DEPARTMENT OF THE TREASURY,

cited as BLUEPRINTS]. This report presents t
fax and a comprehensive income tax with rates muc
rates—without choosing between them.

2. INSTITUCTE FORgFISCAL STUDIES, THE STRUCTURE AND REFORM OF DIRECT TAXATION
(1978) [hereinafter cited as MEADE CorglMtTTlls\i R%P;gg]h-wm

3. BLUEPRINTS, supra note 1, at 204-12; MEA
97

5. The tax base defended
Somewhat, perhaps, but not fundam
on the Haig-Simons definition.

EE REPORT, supra note 2, at 187-

existing federal income tax, tidied up

t of the _
sire to defend an “ideal” tax based

re resembles tha
- | have no de

entally altered.
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ER /- ion to the

302 CHAPT . roportion goodg

N eqllally “.1 ik re recognizable ;
ture tax wo stock- jsts tha 1s

mon eorl . .

m the corllnexpen itu_re-tax tlilt ta_xes them Whll.e not: ta.?(lng
the position of some moder s becaus® e and live off their principa]
unfair to investors and wa mically 1 t taxes should be levied ip

ich people who chose to " rinciple I ol
;:w IIT’Jecf;vle today accept HObb;S:nlzi the idea that only pend

proportion to benefits receive

izarre: ition of John St
oty seems b1z e position 0 uart
ERRLIR fml;tsofelegx theory 18 closer to S;) tiI:)n F i St s
Modern expenditures ithout an €X€ m
ax witho

i "taxed twi
Mill. Mill viewed an income t ers WO ‘,gd It;z :rgued ﬁi:‘; Zn
discriminating against save : ar X
Wl]fat flg e L0 g e rincipal (the money originally earneq)
i th upon P
income tax taxes savers bo

: incipal. .
Sy e tll:at' p:;::sz it is because he abstains from
" the 11 ’
to the saver, because "if he has

- ot receive the
rincipal, he does not re¢

: incipal; if he spends the P . taxed as if he could
?;":;iszhng? E:::I;use he can do either of the two, he 18

' tax is unfair to
] ae idea, that the income tax .
Sohiiioh = |20 fundament‘;le 1pict,uresque language with which he

i ice" n income tax.!
expressed this conclusion: the saver 18 taxed t“{lce utna(:lcell;aave gone beyond
Some influential proponents of the expenditure ey L
Mill in important respects. Mill thought a c?nsur.nptlon ax i P -Lcla
because measuring annual personal consumption dlrt.actly was impossible.
Modern writers have shown, however, that consuTnptlon r.:an be measured,
perhaps even more easily than income. Irving Fisher 130111.159(1 the way by
demonstrating that modern accounting techniques make it no harder to
compute personal savings or dissavings than business savings. He argued
for an "income" tax (really an expenditure tax) under which all re-
ceipts—including gifts, inheritances, and withdrawals from savings—would
enter into the definition of taxable income, but savings would be deductible,
thus adding only two steps to present computations.!* William Andrews has
argued, more recently, that a spending tax would actually be easier to
administer than an income tax, because the underlying computations would
be simpler.” His claim is that an expenditure tax would not require the
resolution of such troublesome problems of present law as distinguishing

expendi
they withdraw fro

savers, is common today, as 18

—

9. 2J.8. MILL, PRINCIPLES
e OF POLITICAL ECONOMY 407 (1874)
11. E.g., M. CHIREL
e savingi Ty tisilECiiN;JEg;EaR:!i- nI:o(;;)MtE TAXATION 260-61 (1977) (presenting the notion
is open to doubt). © ax as fact, with no suggestion that the conclusion

, ; NCEPT IN :
which appears to be Fisher's own translation z?i LIGHT oF EXPERIENCE (n.d.) (pamphlet) 14-17,

[hereinafter cited as THE INcoME Co Paper originally pyb; ' in 1927
. 15. Andrews, 4 Consumptio, NCEPT], y published in German (in 1927]

13, 1148-65 (1974).

tion-T
Ype or Cash Floy Personq] Income Tax, 87 HARV. L. REV:
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capital gains from ordingpy ;
;3;1:;1:;) . Computing depreciation, and drawing a
Mill's "double taxatjop" and capitq] expenditures,

circular. To say, as he doesal;im:ent' in the form in which he made it, is
. oV e » a . ’
using” 1t 1s to say, at least implici One who invests money "abstains from

(1) (2)

Avallal.)le after Available after .

Taxes if Spent Taxes if Spent Ratio
Tax Immediately In 24 Years 2:1
No Tax $1.00 $8.00 8:1
33 1/3%
Income Tax 0.67 2.67 4:1
Equivalent
Expenditure : :
Tax - 0.67 5.33 8:1

Even in this illustration, the expenditure tax does not reproduce the no-tax
world in all respects, because any tax, by reducing the total amount a
taxpayer has available for saving and spending, will normally affect the
proportion he decides to allocate to each use. But to the. extent that an
individual is influenced by what a dollar saved at th.e margin can earn, the
incentive to save appears the same under an expendlt-m'e tax asin a no-tax
world and different under an income tax that contains no exemptions for

saving.
r ng only if one accepts a no-tax world as a

This argument is convinci : e e 4
udoi - ability of a tax. Economists use the model o
e v or judging the ¢ BSC8 'ceyto measure the likely effect of different

a no-tax world as a heuristic devi . " )
taxes on the economy and as 2 standard of comparison in measuring

——

16. Id. at 1125.
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N— guesses abo'ut the effectg
maklr:g r-free cociety” device may serye
h(:s tiz <o many assump(tilons- aboyt
del res Jusions based on it myg¢

conclu
behavior under hypothetical conditions that any d in another context:

; has aske b
be problematic and tentative. As Coase 1, or a political

g etary, 2 lega ‘
b ghata oRla R th}fre‘?a mcmWhat’e\rer we may have in
. t are t ey_ P
system, and if so, wha

t yet discovered
cai t we have no
: i 1d, it is clear tha oach woul
Lmnd as om; ltf(l)e;li ;‘:-(;1;11 where we are. A better appr d
ow we ge

. i hich naturally
-« with a situation W
seem to be to start our analysis W1 y change, and to attempt to

exists, to examine a proposed polic 1d be, in total, better or
decide whether the new situation wou ’

. 1
worse than the original one.

. irness
Reduction to Present Value and fairn o P
Even if we assume, for purposes of argument, that "no tax society

comparisons are useful in determining economicall}y _ eﬁ‘?cu.ent t.SOl}.ltmn? 2

complex practical problems, it does not follow that dlscnmu}a ion" against

savings under an income tax (when both income z?nd expenditure taxes are

compared to a no-tax society) is unfair. The unfairness argument seems to

rest on the notion that people generally prefer to consume as they earn and
so must be induced by interest to defer consumption. Interest inconie is thus
merely compensation for delaying consumption. It does not represent a true
increase in value to the saver, and a tax on that interest—Ilike a tax on a
nominal profit that reflects only monetary inflation—is in reality a levy on
capital, a second tax on the earnings whose consumption was delayed. The
following example illustrates the thrust of this argument.?* Two people earn
$10,000 in one year. One spends all his after-tax income, while the other
saves half his aﬂ;e.ar-tax income the first year and spends it the second. With r
a flat 30 percent income tax and a 10 percent interest rate, net return after :

taxes is 7 percent. Ignoring their second-year salaries. we get the following
results: :

"efficiency.” As a starting point in

. ts,
of changes in existing arrangemen

a useful purpose. But the mo

19. Coase, The Problem Soci "
21, The examgle oy of Social Cost, 3 ) 1. & Econ. 1, 43 (1960).

text is inspj 5
INCOME CONCEPT, supra note 14, at lgl~rle3d by Fishers famoys three brothers example. THE

chooses to spend only the interest. Three brothers iphe it
has doubled, mud the spep thzsi;:the second allows g interes rit $100,000 each. The first

‘ terest on t ‘erest to accumulate y is mone
six years, after which he hag nothing Jeft 1tﬁlls Sum; the third buys a $20 000 ntil h ! fo{'
percent tax. Under a conventiopy] okl ISher assumeg 4 ) a year annuity

burden by setting asid VO tax, the firg Percent rate of return and 2 10
e fh?rldo,oglrln npnr (tjf:f;dyear of the inher: t';;‘::etrhcould take care of his future tax
consumption tax, each brother woulq gy e TR ced Z?lllls Ss17a0 f)etda:rld;

aside $10 000 > U, n
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(1) Spends year 1 Spender

(2) Tax 7,000 S
(3) Saves 3,000 3,0(}2
(4) Interest Pre-tax = 3'500
(5) Tax on int. - ’350
(6) Spends Year 2 - 95
Present Value: - 3,745
of (5) at 10%
of (6) at 7% B 95
of (1) + (6) N 3,500
7,000 7,000

long one saves. The argument that

reduce future consumption and future taxes to their present value, and that,
as a consequence, the saver and the spender in the illustration above "really”
consumefl th.e same amount but were taxed unequally, is the essence of the
moc.lern justification for the view that the income tax is a "double tax" on
savings.

Reduction to present value is often an essential step in comparing
people’s well-being. If two people receive $10,000 each in a taxable
transaction, the one who is allowed -to pay the tax later needs to set aside
less for that purpose than the one who must pay the tax immediately,
because money set aside to pay a fixed sum in the future earns interest until
the sum is paid. But this type of analysis, so useful for comparing the
burden of taxes, cannot be used in a straightforward way as a technique for
determining the present value of future consumption to a saver. If a
taxpayer can obtain a secure after-tax return of ten percent, he is indifferent
whether he pays $1.00 in tax now or $1.10 a year later, and this is true

whether the total tax deferred is $1.00 or $1 million. But this does not mean
that if a person lends $10,000 at minimum risk for one year at ten percent,

he values $11,000 of consumption a year from now no more than $10,000
now.

' i i he receipt
i i ard time-value calculations as applied to the ‘
P st:ralghtforwto consumption can be easily shown by a simple if

of cas lculations as applied kv .

Somev?hzltueixt:]e san::::) :la arison. Suppose a (axpayer who could exp{:ct to receive a sec;ulre income

of $10,000 aregz- for It)qhe next ten years were offered, as an alternative, 2 prte::nanm:ft;l:;

Payment of $100,000. Ignoring any possible effects of a ProBressive "PHCre & 100 D00 RGE
b ik : ity for an investment re ,

Person would accept the offer, since the opportunity yone. But it is surely not the case that any

worth more than $10,000 a year for ten years to an
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lue of consumption,” if at all, ony
va a person lends his money
If the interest rate

flects the "time

The interest rate re i 8 which

at the margin. The interest

measures the value to hill';l 1.;{ tstill ey Jthough he W ould-probably saye
were lower, he would proba y

igher going rate, greate,
g sted at the hig "
rate of interest produces benefits, if 1n¥;se of the after-tax rate of interest t,

than those of current consumptlflll-t value, when applied to measure the
3 es ’ - .

reduce future spending to f:es that part of a person 8 IntarcEl TGOS thet

present value of savings, 1810 ¢ his savings at a higher rate

. 0
inures to him when he is able to invest part

in fact ready to accept. _ :
than he was in - essential to the argument tha!: the income
Reduction to pres d is therefore unfair to savers,

e taxaﬁf’ﬂ o'f ia"_ir‘:iisz I:;axes that are different, when
Fisher said that it is "unjust’ to 1

reduced to present value, on people wh.ose consumptéons r? ls:t rf:;?dt -
present value, is the same.”” This Judgn,l el.lt e 1 benefit e
assumptions: first, that a tax is just only if it taxes equa then‘s e fm-
enjoyments equally;?® second, that the interest rate measures the benefits
forgone by delaying consumption. If the interest rate measures these

rational person who expected to consume $10,000 a year for the next ten years and W:;_O. could
give up that opportunity in exchange for $100,000 consumption this year, on condition he
consume nothing for nine years, would accept the offer.

26. If consumption had a declining marginal utility for everyone, people v.vould save more as
the interest rate went up, and would save less as it went down. This analysis, however, leaves
many factors out of account. For example, someone who is saving for a particular goal, such as
a college education for his children or a particular level of retirement income, may reduce the
proportion of his earnings that he saves as the interest rate goes up. Just as the income tax tends
to encourage some people to substitute nontaxable leisure for taxable work (the "substitution
effect") and encourage others to work harder to replace money taken in taxes (the "income

effect"), a tax with an exemption for income saved would encourage some people to save more r

while encouraging others, such as those trying to accumulate a fixed sum, to save a smaller

proportion of their earnings than they would under an income tax. F
27. THE INCOME CONCEPT, supra note 14, at 12-13.

~ 28. * ** It should.be pointed out here that Fisher's view that it is fair to tax equally—and
fair only to tax equally—people whose future consum

: ption reduced to present value is the same
assumes, among other things, that the only benefit ing is i

: ings, eople get future
consumption. But as Guillebaud has pointed out, repcgmet ot st BIoles

:Eet::‘;esr h?§tlmmediately & new asset in the shape of his savings as a capital sum,

e notoriln Z 'prTISCm exchange value, which is valuable to him not merely, and

sdinsie nf = e'pq Y as a source of future income, but as a protection and reserve

miciloiihe ngT::tliegi ‘:;‘Ch ﬂflay at any time befall him. There also comes into the
ue of accumulated wealth o

at death, the k calth, the desire to beque ums

nowledge of the power that derives from the poss:}ssi?}tl‘ll1 :J?'r%\’ee:lth

Guillebaud, Income Tax and the
¥ % %k

"Doubfe ] ion" 4 9 5
axation OfSﬂleg, 45 ECON. |‘ 484‘ 490-91 (l 3 )
A person who values accumulation

. for its :
tax, never pay tax on his accumulation, be OWn sake will saye and, under an expenditure

i : ; cause his enjoy :
It is hard to see, on Fisher's own benefits" ‘njoyment comes from the possession itself.

than a pe s" approac : g .
person whose benefit comes from consl:lmptikt)lth ;ar:atlon, why it is "fair" to tax him 1€sS
Cesth PICSeNt or futire
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ostponed consumption tq
Ef assessing the justice ofl; e . o> €ven at the margin, for the purpose
(1930) edition of Irving Fiher. 'S Indicated by the title of the revised
Theory of Interest as Determ;z:;m; et on the rate of interest, The
()pportu-nity to Invesf I, interest canJ{)eI?iI:\irtzlnce o G
postponing consumption—resistine 1 as payment for the cost of
supposedly lesser value of futy
benefit is a cost, but not a]] ¢q

;‘eit;::f glrf 1;2;’:1;2 t: sfpend imeﬁamly, the "double taxation" argument
¢ 0t dor allowing taxpayers who incur the "resisting

- ; ccepted principles not only of income
taxation but of expenditure taxation as well. The psychological cost of

deferring consumption is like any other cost of giving up lost opportunities;

such costs. are not, and could not be, taken into account generally under

either an income or an expenditure tax. We do not say that a worker's cost
in boredom, or in giving up leisure, or in physical effort should be deducted
in computing either his taxable income or, under an expenditure tax, his
expenditures from current earnings, even though these things are regarded
as costs by economists concerned with predicting behavior. In effect, the
"double taxation of savings" argument for expenditure taxation is an
argument for allowing a very common kind of cost to be deducted when
incurred by savers, but not by those who earn and spend, even though we
know that they also incur such costs.

The foregoing discussion does not mean that an expenditure tax is
necessarily less desirable than an income tax, but the case for an expenditure
tax cannot rest upon the argument that the income tax subjects savings to
"double taxation." The justification for abandoning income as a tax base—if

indeed there be one—must derive from other considerations of tax policy.
* ¥ %k

TAX REFORM FOR FAIRNESS, SIMPLICITY,
AND ECONOMIC GROWTH ['TREASURY I']
United States Department of the Treasury
Vol. 1, at 30-33 (1984)

Consumption provides an alternative to income as the .basis for personal
taxation. A personal tax on consumption, or consumed income, would be
levied by exempting all saving from tax, allowing a deductm}l for repayment
of debt, and taxing all borrowing and withdrawals from savings. Consumed
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h like the present f.‘or_m 1040,

rmlfsll:fl "qualiﬁed accounts” similar ¢,

ts (IRAs); withdrawals from such

income would be reported on a fo

Deductions would be allowed for depos

existing individual retirement accoun
ject to tax. ;

Aseata ol baie uld be applied to the consurr_lptlon base calculateq

Though a flat rate co <umed income tax postulate

co
in this way, most proposals for a
personal emeptions and graduated rate schedules. Thus, a consumeq

income tax could be progressive, if that were desir:d. Itemizeq
ax.
deductions could also be allowed, as under tho BxiSHg

Administrative Advantages

The current income tax is based on the principle that income should he

taxed annually as it is realized. It rePresent‘f % practlcal .compromis.e
between administrative feasibility and the objective of taxing Income as it
accrues. Conceptually, accrued income can be defined as the amodnt a
taxpayer could consume without reducing his or her net wealth, th.at 1s, as
the total of what the taxpayer actually consumes plus the claange in his or
her net wealth. Many practical difficulties plague application of this
conceptual ideal as the basis of an income tax. Compromise between
achieving the ideal, on the one hand, and avoiding complexity, on the other,
produces a system that departs significantly from the conceptual ideal.
Examples of compromise include taxation of capital gains only when they are
realized, commonly by sale of an asset, rather than as they accrue.
Compromises such as this can allow tax on large amounts of income to be
postponed indefinitely, or even avoided altogether, as when appreciated
property is transferred at death. On the other hand, efforts to administer the
tax on an accrual basis, by levying tax before realization occurs, can
introduce significant complexity and hardship. For example, if tax were
levied on unrealized gains on closely-held business, valuation would be
difficult; payment of tax, moreover, could frequently be required even though
there is no cash flow with which to pay the tax.
Because it avaids. tha problems inherent in accrual taxation, a tax on
personal cdnsumptlon.ls aunpler in many respects than an income tax. The
consumed income tax is simpler because all costs of investment are deducted

immediately ("expensed"), rather than depreciated over the life of assets;
because all costs of cre

system based on consumption; if
withholding device.

ot consumed income tax has another major administrative advantage
over tha income tax. .Under the present income tax t}lls ra we.a van tg{) ;
income is commonly distorted by inflation, Because » the maasdremen ;
occurs in dollars of the current year, the measure I;Onsumptlon inheren hi
consumed income tax cannot be distorted by inﬂat;i::rxl1 t OSfir?dz ldzrsaiega:)le
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assets and inventory inve
f future d . estments are expen d, inflat
value of future deductiong beca Sed, inflation cannot erode the

use t|
unless spent on consumption, and th::se 1:121 eo ﬂnone. Interest is not taxed,
ely inflation capi . € Inflation prem; i
m : ary capital gaing are not taxed b pPremium is not taxed.
capital gains, per se. » because there is no tax.on
Economic Advantages

early in life or spend it relatively late.

Despite the manifest attractions of the tax on consumed income, the
Treasury Departmt.ent does not propose it as either a replacement for, or a
supplement to, the income tax. Several defects and difficulties of a consumed
income tax lead to this conclusion.

Transition Problems
First, the current existence of substantial wealth, much of which has

been accumulated from after-tax income, poses difficult transition problems.
Taxing all consumption financed from such wealth would constitute a cruel
trick on those who did not expect it—especially those who have saved after-
tax dollars for retirement. Nor would complete exemption of consumption
financed from existing wealth be satisfactory. Such an exemption would
either be enormously expensive in terms of lost revenue or entail extremely
high tax rates during the transition period. Worse, it would allow wealthy
taxpayers to escape taxation for many generations if they consumed only old

wealth and saved all current income. :
Un equity grounds, a compromise between complete exemption and full

taxation of consumption from existing wealth would be necessary. Su(.:h a
compromise might allow each taxpayer above a given age to enjoy a given
amount of tax-free consumption during his or her lifetime. But phasing in
a consumed income tax in this way would involve transition rules that could

i i tion.
Comp] tem for ordinary taxpayers for a genera
g blem would result from the possibility

A different type of transition pro )
of avoiding taxes g;: hoarding money before the eﬁ'ectwel date of the new tax.
After the effective date the taxpayer could either deposit tht? hoarded funds
in & qualified account in order to get a tax deduction for saving or use them
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ternatively, pre-effective datq
1d be liquidated after the effective date apg
Even though this would be a temporary
dermine poth the revenue yield apg

: : . Al
to meet living expenses without paying tax

investments in foreign banks cou
reinvested as tax-deductible saving.
problem of transition, it would ak
fairness of the tax during that period.

Percgszioglcﬁll.g‘;lb;etﬁpayer's standard of living, a8 reflected by his leve] of

i considered by many to be an -approprlate base fcr
:Zzzltlirolf,t:}): :;::ulr)lfed income tax suffers from an lmfgi':lail:lttopercemnon
problem. Taxpayers presumably would welcome tl'le oppo - y POStIJ?ne
taxes on amounts saved, paying tax only when dissaving afl cfms'llmp.tlon
occurs; such is the tax treatment currently accorded saving in qualified
pension accounts. But to be consistent, it would also be necessary to ta:x
amounts borrowed and allow a deduction for repayment of 1oan's. .'_1‘1.113
treatment of saving and dissaving would create a pattern of tax liabilities

over the lifetime of the taxpayer that might be perceived to be unfair,

Relative to experience under current law, tax liability would be greater

during early adulthood and during retirement—periods when financial

resources are commonly strained. Tax would be relatively lower during
middle age, the time when many taxpayers receive most of their income. The
fairness of including amounts borrowed in taxable consumption might be
questioned, and this tax treatment might even require a constitutional

amendment.

Complexity for Individuals
A consumed income tax would be more complicated than the existing

income tax for many individual taxpayers. Under the present income tax,
amounts withheld on wages and salaries roughly offset tax liabilities for
many taxpayers who have only modest amounts of income from capital.
Relatively few taxpayers must worry about estimating liabilities and paying
significant amounts of tax in addition to amounts withheld. Under the
consumed income tax the situation could be quite different. Withholding
might be required on borrowing and withdrawals from savings; if so, "reverse
withholding” would be appropriate when a loan is paid off. Even then, far
more taxpayers might need to file estimated returns than now, because it
would be difficult to adjust withholding rates on financial transactions to the
per.sonal circumstances of taxpayers. Moreover, many young adults and
retired individuals are not required to file or pay tax under an income tax,
but would be requ.ired to file and pay tax under a consumed income tax.
Ownfer-occupled housing would not be treated as an item of
consumption, to be t axed in full in the year of purchase. Rather, inclusion
of the purchase price in taxable consumption would be spr (i over the
lifetime of the home, in effect, by requiring ¢ prea .
mortgages were paid off. This could b ¢ axpayers to pay tax as th?ll
treatment of mortgages outsid = accomplished through speci?
1de of qualified accounts. But purchases ©
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homes from amounts g :

averaging features thaa}cveg Lrll Qualified accounts coulg i i

s onically, individus] ave ould complicate compliance I;-eQulre special

resembling depreciation ac YErs would, in a sense, be ask P s
ser : counts at the - ed to keep accounts

eliminated for businesses, Same time that such accounts were

taxed to the person making the gift
when consumed by the recipientgl U‘:.d:: ?eSt; t}(ﬁ; would only be taxed
. very di ;

would be taxed_to the donor, as well as when cjzms ered? 1;) o A3
Advocates of this second a T 1 S0 mecipig,

iy ey . pproach argue that taxing gifts and bequests is
ne e s vy realize fully the beneficial equity and efficiency effects
c,.f 4. coll = ption- f'ist.ad t?:lx. They refer to this type of tax as a tax on
lIfet@e ll.lb II}E, to dl.stmgmsh it from the conventional tax on annual income
The df1‘str1 utional dlffefences in the two ways of treating gifts and bequesta;,
are, O 00;111';8, substantls_ll. The first approach would allow great fortunes to
be passed irom generation to generation without tax, whereas the second
would subject transfers to tax.

International Aspects
No country has a tax on consumed income, although Sweden and the

United Kingdom have considered it, and India and Sri Lanka (then Ceylon)

attempted to impose the tax for a brief period following World War II. Any
country imposing a consumed income tax would be very much out of step
with its trading partners, all of which employ income taxes, and would face

the task of renegotiating its foreign tax treaties.
% & ¥

Notes and Questions

Fairness -
98. Professor Warren's analysis relies on conceptions of societal

are not universally shared. Do you agree with "the proposition
aim on its annual product that is prior to the

claims of its individual citizens™ Should annual production in the United
States be viewed as societal production ("its annual product®), or as the
individual production of its millions of citizens (and aliens)?

pt "the theory that a producer does not have a

uct of his capital and labor, given the
and the dependence of producers on

structure that
that society in general has a cl

29. Do you acce
controlling moral claim over the pr‘od
role of fortuity in income distribution

consumers and other producers”? - | . :
Fortuity and interdependence are important determinants of income.
Professional athletes provide a good example of the dependence of producers

on both consumers and other producers. How much would it be worth to
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throw a ball into a hoop if no one wanted to watch? Or if television had ney

been invented?

30. Professor Warren asserts that society has a legitimate interest jp
achieving a desired after-tax distribution of society's Product. SoE:ial and
legal structures are, in effect, means of allocation. An income tax "is levieq
on the amount of social product otherwise distributed to each taxable unijt

Note that an income tax of general application, regardless of its degreq
of progressivity (so long as it is less than 100 percent), will leave g
taxpayers in the same rank order of after-tax income that they had wity,

respect to pre-tax income.

31. Whether we agree with Professor Warren’s position concerning the
extent of society’s claim against individuals, the legitimacy of any taxing
system depends upon the validity of some degree of societal claim. Doeg
Professor Warren demonstrate that this claim should be asserted against

income, rather than against consumption or wealth?

32. Professor Charles O'Kelley argued that there can be debate about
the relative merits of a consumption tax and an accretion tax only if we
assume that the pre-tax division of income is just. If the initial distribution
of income is unjust, Professor O'Kelley argued that the accretion tax is the

clear choice:
Consider * * * individual A who in year one earns and spends

$20,000 and individual B who in year one earns $1,000,000, but
spends only $20,000. Under a consumption-type income tax A and __
B would each have taxable incomes of $20,000, which taxable *
incomes would not reflect the relative unjustness of B's pre-tax
income. Therefore, a consumption-type income tax would be
unable to correct an initially unjust distribution of income.®

33. Is ability to pay best measured by income, or by consumption?
What arguments can be made for each proposition?

"Double tax” on saving
34. John Stuart Mill argued that an income tax taxes savings twice,

be.calfse "if he has the interest, it is because he abstains from using the
principal; if he spends the principal, he does not receive the interest. Yet
because he can do either of the two, he is taxed as if he could do both."
Professor Gunn labels Mill's argument as circular. What is Gunn's

reasoning?

mm—

g. Charles R, O'Kelley, Jr., Rawls, Justice, and the Income Tax, 16 GA. L. REV. 1,4 (1981).
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A 33 percent income tax

on saving but the benef,'i:-nzl‘;es‘znr"nwou}d reduce not only the absolute return
. g Vis-a-vis immediate S O

saver would have only four timeg a5 much consumption ai‘::: ;TI;F:::S e

36. Does Professor G
; : unn agree that the best
impact of a tax is by comparison to a faxfree worll:i?? way to evaluate the

G f;x agzzEZiZZrtl? MutEalas aCk.HOWIEdgeS the argument of consumption-
typ . at the excessive tax burden on saving is demonstrated
by reducing the tax to present value. Under a consumption tax, the present
value of the tax is the same, whether the taxpayer consumes im;nediately -
saves and later consumes both the original principal and the earnings
generated by the saving. (See footnote 21 of Gunn excerpt and accompanying
text.) Under an income tax, the present value of the tax is less if the
taxpayer consumes immediately than if the taxpayer saves in order to

consume more later.

38. In addressing the reduction of tax burdens to present value,

Professor Gunn argues that such a reduction would be appropriate only if the
saver actually values future consumption less than present consumption at
tes—that is, only if the interest at

a rate measured by prevailing interest ra
saver better off, but merely makes

prevailing rates does not really make the :
the future consumption equal in value to present consumption. :
But, Gunn argues, the saver is actually made better off, and reduction

to present value is of little relevance in this context. Indeed, som(.at.imes
future consumption is more valued than the same amount of additional

present consumption. What argument is Gunn advancing in footnote 24 of

his article?

n

. future consumption to present .value were
fgreiang at discounting at prevailing market

gues th
riate. Why, according to Gunn, do market

39. Even i
appropriate, Professor Gunn ar
interest rates would be inapproP
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at the saver loses by deferring

i th
interest rates overstate the amount

consumption? :
additional tax on investmep,

. that
40, Bifossor G Grives: S::;I:r:ar ultimately has more thanp the
t value, it is morg_

' i i the
income is appropriate because to BHEGET
nonsaver. It is not the same amount reduced to P
rates are positive (i.e., that interest rateg
exceed inflation), an individual can choose between czglstl}l:;l:lii 1.7:3 I;OEV, or x .
plus interest at a future time. Professor Gunn Ergu sy ::. urn tq
investment might be viewed as a payment to the saver isting the |
nn compares the interest Payment P

impatience to consume immediately. Gu : S .
to a wage paid a worker for resisting the temptation t'owar elsure?. Vieweq
in this manner, would taxing the interest be overtaxing the saver?

41. Assuming real interest

Treasury I
42. Although they ultimately recommended against moving to 4

consumption-type tax, the drafters of Treasury I acknowledged that it woylq 3
create a lower, and arguably fairer, tax on saving, and, in theory, that jt I
could be simpler than the income tax. (Simplicity is harder to achieve ip
concrete proposals than in theoretical proposals. See subchapter E.)

43. A major consideration in adopting a consumption-type tax would
be the transition from the present system. Perhaps the most import
aspect of the problem concerns accumulated wealth that has alrea(f bant
subjected .to the income tax: Would such wealth also be subjected to tge 1? :
Ic;;;x:?ﬁ::l;n;gr;: at;ax?tthi.;e that either system consistently applied woue}:lr

—the t1 1
the time of expenditure ilzdoef;'wisithccreatmn 'under g e
onsumption-type tax. Without

ve during mig. : .ple, students have been known
8¢ then congyme savings during

h a patte
rn sy
88est problem, in the consumption tax

system? Can thege

: Problems met |

sufficiently Progressjye? > € met Y Making the ¢o em
. NSumption tax syst
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Gifts under a consumpyg;
Dlion.-¢
YDPe tax

45. As Treas
. ury I point,
consumption tax. Fip S out, gify, '
. st, t S present
5 };e1 :heor etical probl ea nrtigci%tuta}.;l cha;]llenge under
ney's wort : ether the donor has
. h) given. Presenting the "utility”

a
" "
consumed” the money (o

gift equals or exceeds the g ati
i 1sfactj
money given." (El 1on to be deri
se why would the donor }?::ee?nfrgmt;ny SR
ade the gift?)

The competing "
Preclusive yge"

that el
hOI';llz ri;v ;;2:: donor has not made usﬁf ::;‘aCh f av?red by Professor Andrews
wou p"co anot:'her from using them alf;iﬁty s resources in a way that
having nsumed” by making a gift ’ Aaus should not be regarded as
jrrelevant for tax purposes: "Taxj B Satisfaction, Andrews argues, is

. p ng income i ’

rovide an accurat : . in the end doe
gimply the accumufaig?)iezf-lz:ﬁf S\ power 9y pleasur?m;ta?: :El::
ilizati . ’ :

market value, for private consumptil((::: O scquoiiy: Pesgurues, mensured Bk

Which theory is to b :

X e preferred? P

souble-taxation? ed? Would the utility approach lead to

46 . If; the preclusive-use theory were adopted, a high-bracket taxpayer
could "give' money to a low-bracket family member or friend as parlt) 3;' a
fraudulent arra'mgement (fraudulent if the money were to be spent for the
beneﬁt ?f the high-bracket "donor"). A similar problem exists under present
law. Gifts of appreciated property give rise to no tax to the donor, and the
donee takes a carryover basis. Upon sale, all gain is taxed to the donee, who

may be in a lower bracket than the donor.
Is the fraudulent gift problem any greater under a consumption-type tax

than under present law?

D. ANALYZING DIFFERENT

As Professor Andrews first observed, our income tax is a hybrid, with
elements of both consumption and accretion taxation, and the difference
between the two lies in the treatment of savings. As we have seen, the
proper tax treatment of savings is debated on grounds of fairness and

efficiency by advocates of consumption taxation and defenders of income

taxation.

In the e
income and consumption
advantages and drawbacks
two ideals turns on the taxation of savings

TYPES OF SAVING

Caffery argues that in analyzing

tax bases We should recognize significant

to both ideals. Because the choice between the
it is important to realize that we

xclerpt below, Professor Mc

h. Carolyn Jones Treatment of Gratuitous Trarslsfers: Unraveling the Case for a
= ; 171-72 (1985). -
Consumptici, 123 2IE I;(,)suggl;énlallslg;;ucrions gn an Ideal Income Tax, 86 HARV. L. REV.

i. William D. Andre
309, 356 (1972).
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all

avings must be given equal gy
S

need not automatically assume that ings should be ar}alyzed, to see
treatment. Instead, each category of saV! d giving relatively favorap),
whether et;onomic ar;d equity goals poi 1;0W:'Lrarticular type of savings, It
or relatively unfavorable tax treatment t(; 111:)1:;31 tl;' chat the ideal tax base Fig
be open to the pos treatment to g
iflgws tl;]atbw_z Z}:::(]:furz ?;l}iat offers more favorable tax Ome
ome hybri

types of savings than to otherS‘- be read not as a proposal for any
Professor McCaffery's article should thod of analysis. To the degree

particular tax structure so much as for a mel- it may be less important i,
that his article points toward a particular poiicy, the suggestion that estat

the income-versus-consumption debate ths;n in e
taxes may undercut important societal goals.

TAX POLICY UNDER A HYBRID IN COME:CONSUMPTION TAX
Edward J. McCaffery
70 Texas Law Review 1145, 1147-48, 1165-67, 1169-73, 1175-79,
1181-92, 1194, 1196, 1198-1213, 1216 (199-2)
This Article * * * has several central themes. First, we have a hybriq

income-consumption tax, the precise nature of which tllI'I.IS on the treatme:nt
Primarily as an illustration and following the economicg

of savings. .
literature, this Article divides savings into three categories based on the

positive uses of the savings: life cycle, precautionary, and bequest savings,
Second, because of the different values we place on the different types of
savings, some form of a hybrid may in fact be ideal and not merely a
practical necessity. These values come into relatively clear focus when we
break analysis down into three broad normative categories: individual
welfare, aggregate or macroeconomic welfare, and general equity concerns.
Finally, this Article uses these categories to show that we may indeed
support a hybrid as an ideal tax scheme, * * *

[Tlhis Article indicates the types of questions we ought to be asking
about tax policy. * * * At the end of this undertaking, much of the work on
the road to concrete policy formulation will lie ahead. * * *.

The Case Against the Extremes

¥ ok ok

The Income Tax _

The traditional cage for an i
colal it bt payx‘lc:n;e*tax rests perhaps most strongly on

[A] tax based solely on income may no e ideal

The individual efficiency concern is that, he ' ‘
choice between consumption and savings }, the income tax distorts the

&S by doubly taxing the latter, thus
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Finally, there are g]gq fai
a consumption tax. * * x
d_C;’;SSngI; ;huilflxample of retirement savings. * * ¥ Americans would be
hard-p ' erstand that, while they certainly ought to save for their
own retlren}llent, those who do wil be left with half as much. in present value
terms, as t:k :s*e who do not!'1s But this is exactly what ar; income tax does
to savers. It may be fairer—not just more efficient—to levy a tax based
on the resources that taxpayers devote to their own needs, when and as they

do so.

The Consumption Tax

* % %k

: In a pa_rtllal equilibrium setting that considers only the consumption--

SaVIIlg:S decision, a consumption tax reduces the consumption-savings
distortion and thus leads to a welfare gain and individual efficiency. Yet the
partial equilibrium assumption is unrealistic; we must look beyond the
consumption-savings choice alone. Given a need for constant revenue, tax
rates will almost certainly go up under a consumption tax, at least in the
short term. This rate increase will cause a decrease in the after-tax benefit
that taxpayers receive from working, thus distorting the tradeoff between
labor and leisure -and producing an offsetting welfare loss. There is no a
priori way of calibrating which set of distortions will be worse. * * *

Like the individual efficiency argument, the macroeconomic argument
for a pure consumption tax is not completely persuasive. The inevitable rub
with the argument—assuming the validity of all features leading to its basic
soundness—Ilies in the short run, where mere mortals dwell. The argument
for greater welfare in the long run is, on its own terms, predicated on
reduced consumption in the present. Economists concede that t-hf-:-re would
be an instantaneous welfare loss under an immediate transition to a
consumption tax. To understand what is normally presented as a graph,

imagine that we are travelling along at eighty percent of our optimal capaf:ity
nge to a consumption tax promises

relative to a pure consumption tax. A cha . :
the ultimate attainment of full capacity, but, before getting there, we will

rnes " ’
S arguments against an income tax and for

__ Bradford, and Warren. See
i n that used by Professors Andrews, :

W'lll '15. The example ‘;Sg:’ijgn?pﬁon_ Type or Cash Flow Personal Income Tax, 87 HARV. L. vazv.

e L MO * ares two workers in the 33% tax bracket with the saver saving

1113, 1125 (1974). * * * It comp Id have it, these numbers actually appear to be

for 24 years at 9% interest rates. As fate wou
rather realistic by 1992 standards.
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Ifare state, perhaps sixty percent of the
ef r economists is to answeI: what "for g
- ise period during which we woulq

have to drop down to some lesser W

optimum, for a while. The pr«obl_emh e

while" means—that 1s, to ascerts_im tl ‘:eI;i iy -y Ry
der a transitiona . o e

i “Tozsebifefazg down, and the estimates vary from a e

economists p

years to a high of one hundred years.

* & K ity arguments for
. ke some strong equ
Finally, although its advocates ma ts are far from defenseless in

i O

taxed. * * *
advocates is that wealth per se matters and ought to be tax

: g - of Savings
Framing Discussion: The Uses the treatment of savings. * * ¥ Thepe

The hybrid tax system turns on tm
are also diﬁ}';rent types of savings, and no a prior1 reason why we should treat

them all the same way. * * *

Life Cycle Savings ,
Life c;cle savings are those designed solely for the saver's future, selfish

needs. The standard economic models discuss this category of use I.nostly in
terms of the young earner's savings to fund future c?nsumptlon (e.g.,
retirement savings). Life cycle savings can be generalized, h'owe.ver, to
include any future consumption. Saving to buy a car or a house is different
only in degree from saving to fund one's retirement: in all cases, one is
foregoing consumption now in order to consume later. * * *

Precautionary Savings
Whereas life cycle savings are aimed at smoothing out a consumption

path throughout the taxpayer's life for normal consumption purposes,
precautionary savings are built up to provide for extraordinary circumstances
(i.e., to hedge against risk). The most commonly thought-of risk may be
sickness: a taxpayer saves to have money for medical care in the event of
fut_ure illness. But any risk can lead to Precautionary savings, such as risks
of interrupted or lessened future earnings, of general economic troubles, or
;)f :hi ea;:g giz;i)c?; sir:;iocr;:l? whOfn the taxpayer depends for support.

ere, insurance—can perfectly match the

precautionary savings need under ideal condit;
. nditions. Indeed i
Medicaid are forms of paternalistically provi s tcaze/an

government.-
savings,

Bequest Savings

and bequegt savingg

ers may attempt amay not exhaust all

CCumulate capita] for
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private or public power g
with their money. B » 10r' peace of mind
- but ultj Ind, or for lack :
by Mmoney will be spent izftﬁzh::d!;hzﬁs o
11 course

. unde :
given away. Our me rtality assu; eXtrefordmary circumstances, or it will be
labels will come to fit all savings 8 this. Sooner or ater, one of the basic

gystem that remains - : ion,
Y agnostic regarding the classification of savings until the

moment of conversion t
necessarily become appa(:'ei?fl zlullcf e“.'re i;nt?g ;.lorﬁ:r:;;the di;.tinitior; :':lll

- : accordingly.
The fgs: Against Identical Treatment of Savings aa

:s:;}r] Z’I'_Zr‘;u”:;f;lgt i[‘?)iffrem' Forms of Savings
; reating all savings alike is that tax laws should

be Illeutral across different types of savings. For reasons of equity or
efficiency or both, we should not relatively encourage or discourage any one
type of savings. Whatever playing field the tax law creates, it should at least
be level.

This argument confuses and exalts the role of neutrality as an efficiency
condition. Ceteris paribus, tax laws ought to be as neutral as possible to
avoid distortions between choices such as savings versus consumption. But
all things are rarely equal, and almost never so in the byzantine world of tax.
In a no-tax setting, for example, people might appear to be indifferent
between apples and oranges, consuming equal amounts of each. But it does
follow that, in a taxed world, it is efficient or even "neutral” to levy the
same tax rate on apples and oranges. Consumer demand for apples at the

-tax level might be rather inelastic—perhaps because consumers place a
gh apples to keep doctors away. At a tax rate

cf fifty percent on both apples and oranges, CONSUMETS might react .by
continuing to purchase apples and altogether eliminating oranges, for whmt:i
they have a less strong preference. * * * [A] better, more efficient—an

probably even more neutral—approach would have been to tax appleﬁ alox;e,
Jeaving consumers to allocate their reduced after-tax dolla_rs among all goods,
including oranges, as they deemed fit.

% % % [E]fficiency does not necess

Rather, a long-standing tenet of optim

i ionary) taxation as e : icity, the
& (n:.l;.d 151;):;:;1 on)::heir relative elasticities: the higher the elasticity
commodities

' 1 "Ramsey pricing,” after its
ay call this technique :
10‘_”61' te tr?-);-s tvz:h:ilqze would lead to 2 high tax on v?ﬁ?cl;sil::;cz };zli
originator. 1hi ax 2
S 1?;3 elasticity, and low ( ang

or no) tax on or e
ence to the principie 0
elasticity. It is Ramsey pricing an £

not

pre
premium on consuming enou

taxing all things equally.
al taxation has been that when I@p
ailable, efficiency dictates taxing

arily dictate

d not a blind 2
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utrality becomes a mere rule of
pout the relative elasticities op

ciency. Ne

neutrality that will maximize effi .
formation 2

thumb to be followed when no in

different goods is available. ¢ Ramsey prici
: m O
Of course, the efficiency nor mple, Ramse€

concerns. Taken to its limit, for exa
exorbitant excise taxes on necessities. *
Life Cycle Savings .

This and the next two Parts examine
favoring each type of savings. For the II_IOSt P del
the savings under the single, consumption tax mo R
refer to the double tax, income model. ***

The Case for Favoring

* %k %

Beginning with efficiency
argument for favoring life cyc
choice of present versus deferred ¢

If we assume that much savings is . . )
for years has supported this assumption—then the distortion of life cycle

savings is particularly important. AS mentioned above, a change to g
consumption tax on savings leads to an unambiguous welfare gain when the

savings-consumption choice alone is considered.
for life cycle savings looks to market

The second efficiency argument
failure. * * * [A] classic externality may be involved—a failure to provide

for one's own future needs may impose costs on society as a whole in the form
k %k ¥k

of increased social-welfare spending. *
Finally, there are at least two major equity arguments for favorable tax

treatment of life cycle savings. The first is that it is fair, for one reason or
another, to tax individuals on their standard of living, or what the
-appr(.)priate from the common pool for their personal use. * * * The centraﬁ
idea is that only a consumption-type tax preserves the equality of the sa
and the spender in an after-tax setting relative to their equality in a no—zzi

ng may yleld to equj_ty
y pricing would meap

% ¥

the arguments for and againg;

art, "favoring” will mean taxing
and "disfavoring” wiy

erhaps the easiest and strongest
at the income tax distorts the
by double taxing the latter,
d the economics literature

arguments, P
le savings is th
onsumption
life cycle—an:

setting, * * ¥ .
Th 2i favori
e second equity argument for favoring life cycle savings is based on

th i 5
arz b:ali'ifeglat vrI‘:E ‘shr;)ulld :‘olerate lifetime disparities in wealth because they
4 1s belief leads to a hybri
precautio : ybrid that favors li
o :ary savings but not bequest savings. We = C).rcle an.ld
umption-cum-transfer tax" model i can refer to this hybrid
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because what is transfe
. Irre
donor. Mill saw this cleaf vy as 3 gift or bequest is not consumed by the

. ly en
because he vieweq some gy ough, but he defended a tax on inheritance

u on
consldEI“?d a tax on bequests S Capital as acceptable and because he
who receives a 1000-poyy db raising no adverse incentive effects: an heir
®quest Subject to a ten pPercent inheritance tax

"considers the legacy ag
] only 90 200

reflects an important ms: . Pounds, This latter point, ho

Nodern: eEtnmis schuflnaf;}c:.nceptmn regarding the incem::‘u:;s:l fc;r sav:'fl:ge:.,

desire to leave bequegtg 201 - hf;s Silltl)wn that savers are motivated by a

' ) S, the adversge i i i

donor's level, not the beneﬁciary‘s_ ® k% I‘;‘ :::;:I:;Z:S effl"ect - 'at tp :

are saving for

intergenerational transfers *  « hindering their ability to malk h
ity make suc

transfers may indeeqd reduce sgv;
- avings, - . .
consider bequest savings more dir‘g:tlywe T et iy e

Bequest savi ;
gr atuitogs trans?':;:.g G?f(‘:tc:niidates ,come for the purpose of making
: nd estate taxes lImpose a tax on the accumulated
income upon transfer. To the extent that other types of saving are taxed only
S under. a _ consumption model, while bequest savings are taxed
twice—both gut{ally and on transfer—g hybrid system results.  In describing
a system of h.fetlme consumption taxes plus some form of tax on gratuitous
tr ansft-ar s, Mill, Kaldor, Rawls, Andrews, and others advocate what is
essentially a hybrid system that favors life cycle (and precautionary) savings
but not bequest savings—that is, a consumption-cum-transfer tax system.

The Case for Disfavoring ‘ ; _
Recall that the first efficiency argument supporting consumption tax
treatment of life cycle savings rests on the distorting effects of the income tax
on the savings-consumption decision. This argument is very persuasive. But
it is undermined somewhat by the fact that before-tax interest rates are
likely to rise under an income tax, minimizing the welfare loss to individuals.
There are two more significant problems with the argument.  First, given a
constant need for revenue, a move to a consumption tax will result in
increased wage taxes in the short term, compounding the labor-leisure
distortion.. Second, unless we are prepared to go all the way to a pure
consumption tax, the questions raised by the hybrid are relative ones—that
is, do life cycle savings stand out as an efficient form of savings to tax
compared to other forms of savings? Again, this depends on the compensated
elasticity, or substitution effect, of the tax. There are some very good
intuitive reasons to conclude that life cycle savings have a relatively 1(?W
elasticity and are therefore a relatively efficient type of savings to tax. Life
cycle savers may be motivated to amass a given nest egg regardless of cost.

200. JOHN S. MILL. PRINCIPLES OF POLITICAL ECONOMY, bk. V, ch. II, §7, at 822 (W.J. Ashley

. 1909) (1848). . -
ed.:,2 ({,la.')gsmeznIs.d,aI(Jirr(::;:x:}ec%I clgotlikof;”, (]mergeneratianal Transfers and Savings, J. ECON. PERSP.,

Spring 1988, at 41 [and other sources].
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.
re in the nature of necessitjeg
mo

. be
vings may
cycle sa ght be a more efficien;

Put another way, life .
than luxuries. i rity system . le tax. We mij
* * * [Aln expanded social SSCIET L mption-style taX. Ve might

than a cms ¢through such a public system,
e

form of favoring life cycle savings .
even be better able to advance equltl_fncosnaccording to need.
by better apportioning life cy' cle saving
® k¥ pecially if we do not also favor bequtgsts’
— ' es . L
Fivoring i e o 5215 G nition, o consumption
grr:?lfi;ru;;trgnsfermd- The flip side m.o th.is eHECtrI?giﬁs and bequests. r‘I‘:'l?l
favor consumption during a taxpayer's :;l'fe:?;enggnd down" one's resource:
ic incentlv
mOdt_ﬂ Wpuld create an economic In¢ e . * * * Not only would sy
late in life—exactly the opposite effect de: o, TESHHIERE B8 besiy
consumption undermine the macroeconomic argument, - == e
i tion that leads to inequities, both req)
type of excessive, conspicuous consump
i itable
This analysis brings us to the first of the two equi argumentg

322

and perceived.
against favorable tax treatment of life cycle savings: t}.lat t.h e existence of
private wealth is somehow inimical to social norms. This raises the centrg]

question of what bothers us about wealth. * * * .
Instead of possession, however, it may be the private use of wealth thgt
troubles us. This concern leads us to the second set of equitable argumentg

against consumption tax treatment of life cycle savings. We might shaye
ous consumption

with Thorstein Veblen and others a concern with conspicu
urces and public

and 1't;s2 attendant problems for the allocation of reso
morale.” Or we might agree with Kaldor that spending power ig what

mgtters, or witlll Andrews that standard of living is somehow the appropriate
thing to be taxing. All of this discussion relates to Hobbes's argument ang

the general cultural case for savi '

; ng, which favors (or at least
éiszie;vor) th‘e hard-working saver over the idle consumer. If these ioes .
direct;;;s t;athﬂ:vealth, we I-night logically be heading in quite a d'(;;e e

an the consumption-cum-trangfey tax ideal. If we were co1 eren; '
y ncerne

directly by the :
Pt o gr;?::esswe tax and Indirect]y by not dj .
m a conslunption-sans-transfe 1tsc()llllmgmg e

T tax hybriq,

234. See THORSTEIN
VEBL
19 : : EN, T
18) (1899) (d:scu;smg cxte:1s.fvegﬁl]3;3 “E?RY OF THE LEISuRg C
I0le an indi+,: ) LAS “
> thereby per, "Ndividual's cone s, 08~ 101 (B.W. Huebsch ed,
f

Cluatip : Sum in i
8 the CXistence ptlon_l)lays In identifying and

S0cial hierarchy),
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This extended discysa:
. Ussion of th "
sfer tax h . o :
tran ybrid hag IHUStrated *p: s*s lséii:ge:izzf thetconsu'mp::::m-c:{m-
ments against favoring

life cycle savings. * * x .
] [P]al'tlm_llarly if we also had a steep bequest tax, a

Precautionary Savings
Precautionary savi
savings, which ai‘?des‘i’;lliz i‘;ini::;m gf §elf-insura:nce. Unlike life cycle
hence to smooth out consumption 1::::11'.1:;e 8 In the ordinary course of life and
to meet extraordinary needs, * * * » Precautionary savings are designed
The Case for Favoring
ﬁtﬁ)lo: dsal.of what I have said .about life cycle savings applies to
pEess ry savings. Indeed, the traditional tax policy literature does not
separato (?Ut the two uses: both fit under what Andrews would call
"consumption deferred.” * * * [Mlany of the equity and efficiency arguments
explored abc:ve apply with equal force to precautionary savings. * * *
[Flavoring precautionary savings with consumption tax treatment might
i f?r market failure. Taxpayers may be likely to mis-save for their own
future insurance needs either because they wrongly estimate future
contingencies or because they fail to consider the social benefits that such
savings generate, such as lessened welfare and emergency-care spending.

* % Kk

Finally, the equity case for favorable tax treatment is apparent. In fact,
precautionary savings is the category of uses that the law is most likely to
put on the favorable no-tax model. * * * [Tlaxpayers suffering under a
hardship may lack the relative ability to pay or the capacity of unaffected
taxpayers. Professor Andrews, for example, has made clear that he does not
feel that medical expenditures form part of a taxpayer's material well-

being. %
The Case for Disfavoring
It may at first seem hard to imagine why we would not want to favor
and efficiency appeals of this

precautionary savings, given the strong equity
use. Upon further consideration, however, we can see that there are reasons

to stop short of a full-scale consumption model for precautionary

accumulation.
Precautionary savings

necessity and thus be a relative

application derives from the Ramsey P

n by taxpayers as a type of
e of savings to tax. This
% %k %k

may very well be see
ly efficient typ

ricing idea.

265. See William D. Andrews Personal Deductions in an Ideal Income Tax, 86 HARV. L.REV.
. Vee . 9

335-37 (1972).
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i iven by a desj
(1]t may very well be that precautmnz—:&.rr;rx s;a:;ﬁ;stﬁzi ;111:1 i savi o :;;-;
in a certain quantum of insurance. . el
:;;Etla)zcautionary goals sooner rather than later might ironically free yp

ces for consumption. * * ¥ : _ : ;
resou;erhaps the problems with favoring precaui:u:mar_')fov :;Vliist-(;;?;s;?:g
focus most clearly when we look at the e bEtweerltfuld encourage private
and private care. If we prefer private Gk e, t-hen. weS 15 ;
i i either through institutional or self-insurance, with
B ere is no a priori reason to believe that

i . But th
consumption tax treatment L-sponsore d care. Indeed,

i men
rivately funded care is better than govern . :
gublic cire may actually be more efficient and more equitable than private

care. * **
The Once and Future Hybrid . 4 .
onary savings with consumption tax

We do generally favor precauti :
treatment. Life, medical, and disability insurance are all taxed essentially

under the prepayment model. In the case of life insurance, thfa tax laws do
not allow a deduction for premium payments, but the inside bul_ld-up of cash
value or whole life policies is not subject to current taxation, and the

proceeds or death benefits are not usually taxed. Similarly, for medieal
insurance, the premium payments are not generally deductible, but the
proceeds are tax free. Public care programs like Medicare are also funded
with after-tax dollars and the benefits, when  received, are not taxed. In
certain cases, the Internal Revenue Code even allows deductions for
insurance premiums (or exclusions for certain employer-paid premiums), in

which case the insurance receives the most favorable, no-tax treatment.
* % %

324

Bequest Savings :
* % * [Tlhis Part looks first at the case for disfavoring [bequest] savings
because that side of the debate has dominated the literature. * * *
To cla.rify one technical matter in advance, favoring bequest savings
11;1}r11eans not imposing a tax on the transfer itself, either at the beneficiary or
e donor level. The beneficiary would take the bequest with a zero basis

start Ssary to make clear g meaning from the

z111e Case for Disfavorin s
. 418 seen in Mill, ap,
8ifts and bequests, % xx  © "™ there is a very o1 eage made against
The princi '
Pal equity theme ic 1.:
create an unleye] playing ﬁeldnf*li highly ®galitarian: large inheritances

Scanned with CamScanner




D. ANALYZING DIFFERENT TYPES OF SAVING 325

Consumption tax advocates simil i
! arly support gift and estate taxes to

assurTe}::hat Weaglh is taxed at least once each generation. * * *

e equitable case for favoring some t ion i
. ype of bequest taxation is not

tyflcalllly thOl{ght to be undercut by economic considerations. If savings are

actually mthated largely by precautionary and life cycle uses, taxing

bequest savings ought to be relatively efficient. Again, this is an empirical

matter of look_lng at the relative elasticity of bequest savings. Advocates of

beglllleiilili;x:::in 0&:}1: seem to believe that such savings are mere leftovers

su ng them will not interfi i i :
incentives, * * * | ere with any important nontax
frequlellll ;‘;If;;g:sllﬂ:e;r?lnferdtaxes are a favorite in the literature. The most

a i . :
odel, HEH ybrid proposal is the consumption-cum-transfer tax
The Case for Favoring
" 1Tl;e (cla;e for disfavori_ng bequests is appealing and has dominated

scho arfydi e at(.e for centuries. It may nonetheless be wrong. The whole
tenor, 0f CiSCUSEI0N begins to change when we consider some facts from the
economics hteratt_xre.mA good deal, if not most, of savings may be motivated
by a bequest mcrtwe,3 3 and relatedly, bequest savings may be rather elastic
!;o tax.law changes.?® Taxing bequests may indeed interfere with saving
1nct?nt1ves at the donor's level. Bequest savings may be the best form of
savings to fa\.ror * % * g5 the type of savings having the most elasticity to tax
rules and by its nature having the longest, most beneficial time profile. One
study has shown that prohibiting all bequests could reduce aggregate United
States wealth by as much as fifty percent.*” * * * Even though taxing

bequests is not as onerous as prohibiting them, such a significant effect
should give the transfer tax advocates pause. i

[Bequest] savings may be a stable source of capital. The marginal
propensity to consume out of income appears to be greater than out of
wealth, which means that people are more likely to spend their wages than

reach into savings or a bequest. ***
In any event, the various stu

considerable doubt on the tendency of

consumption—cum-transfer tax. This tendency may rest on the naive

evident in Mill, that because bequests represent leftover savings,
e incentives and would have little effect

ave for the purpose of transferring
e to the effective tax rate

dies and statistics begin to cast
the literature to advocate a lifetime

aesumption,
taxing them would not create advers
on capital accumulation. If people s
wealth, however, and if such savings are responsiv

307, See supra note 201 and accompanying text. :
308. The acfual elasticity of bequest savings is an empirical matter that requires further study.
: there are strong intuitive reasons to

. However, compared to life cycle and precautionary savings, there & 3
~ believe that be?]uest savings are relatively elastic because of Fhell‘ 1§ﬂovcf \?Vtz:z'?”.DETERMlNES
500 Soe Laurence J. Kotlikoff, Introduction to Part I+ Saving Motives, in V

INGS? 39, 41 (1989).
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——= Tax

on bequests, then quite a different story emerges. At least to the extent that
We are concerned with the macroeconomic and efficiency gains Promigeq
the consumption model, we should be reluctant to impose too high 5 tol] oz

bequests.
¥ % sk

If we are going to settle for a hybrid, a certain logic argues for choosjp
the consumption features most likely to achieve lo g-run benefitg Of algl
forms of savings, bequest savings may have the greatest payoff in thig Senge
Indeed, this logic continues to advocate a persistently progressive lifetiml;
consumption tax combined with a reduced or eliminated transfe, tax (; . a
consumption-sans-transfer tax hybrid)—precisely the opposite of the balar;ce
struck by Mill, Rawls, and others. This may not be simply g Matter o
preferring efficiency to equity. Instead, it may well be a Principled viey that
across generations, the best way to advance the cause of the least adVantage(i
may be to allow and even encourage bequest savings.

L

The progressive lifetime consumption-sans-transfer tax hybrid would
allow wealth to stay in private hands, but the public would effectively have
a lien on the wealth: if and when savers attempted to consume their
savings—that is, to appropriate their wealth for private use—the government
would step in to claim its share. In the case of large amountg of savings,

. * ** If the concern js with the private yge of wealth rather than with
1ts possession—a position arguably inherent in the logic of the consumption
tax theory—then €xempting bequests may lessen the offensive excess
consumption at the donorg' level. Once again, the point comes into sharper
fc.)cus wl?en We consider the common consumption-cum-transfer tax modzf'pb

disfavoring bequests relatjve to consumption, thig model encourages priv'atz

Steps to hinder its pri
- _ Private appropriati
disparage jtg Presence? * * Priation, what further Teéason do we have to

If we continye tq Oppose a]] bequests, We might |

standard of living for a1 + % x ave to live with a Jower
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Not
47. Professor McCaff:r;ss(:;d Questions
es

ents c i i
argum an be levieq against the inci;lllr?t tbeth\’\?hﬁimency o R
€ tax. at are these?

48. The income tax is
consumption, but a consumptjop

have higher rates than an jne, .
. . . m
their own distortion—tayy, ayer: tax. Why? Th

]abor.

49. Professor McCaff,
€ry notes . ;
our economy would be benefitteq 1t1111 a:hictilsgmlsts s b

consumption tax. But we woylg b
e WOI‘S " . "
would we be worse off, according to the ecix?cf)fmif;z')a Whis Burhow lung

59' lz.’rofessor McCaffery's article focuses on savings, because the
essential difference between the consumption tax and the accr:ation tax turns
on how we treat savings; consumption is part of either tax base. For
purposes of analysis, he then divides savings into three components. .What

are these? How is each described?

51. As Professor McCaffery acknowledges, people frequently save for
mixed motives. "For example, taxpayers may save for life cycle reasons while
intending that any leftovers be used for bequests.” In such cases, which may
well account for a large fraction of total savings, does McCaffery successfully
explain how we can treat savings differently based upon the motivation for

the saving?

52. Professor McCaffery argues that we should not necessarily tax all
savings the same. We should, generally, tax more heavily forms of saving
that are relatively inelastic (i.e., saving that will tend to occur even in the

face of relatively heavy taxation). (Similarly, he states, we should tax apples
the demand for apples is relatively inelastic and the

and not oranges if ‘
e astic.) Why should we do this? What is

demand for oranges is relatively el
meant by Ramsey pricing?

le savers may be
suggests that "life cyc ;
iy dless of cost." What is the

53. Professor McC
motivated to amass a given nest egg‘reé;ar
relevance of this observation for tax policy?

e and precautionary savings, Professor
lity" that may lead to undersaving in

54. In discussing life cycl
What is this externality? In what

McCaffery refers to an "exi.:ern.a'
Preparation for old age or disability.
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g these forms of saving,

h respect tO treatin

direction does it point wit

favorably in the tax system? o
stem sho
55. What ther arguments that suggest the tax sy -
- at are o
life cycle savings?
eral indications in present |g,,

i sev
56. Professor McCaffery points totaxe d. What are these Present-lay,

that precautionary saving is favorably

provisions?
57. Professor McCaffery suggests that the issue of \::ics?;) ‘t?:\: :a{fing
system should treat precautionary saving favorably ma';?r : 0. the
are." Why might thijg e

choice between government-sponsored and private 3
the case? Which should the tax system encourage:

58. The consumption tax model as applied to bequest saving would levy
no tax at all on the testator who accumulated the wealth, because the
testator did not consume; the heir would take a zero basis and therefore pay
consumption tax when consumption occurred—which could be a long time,

Professor McCaffery notes that most supporters of consumption taxatigy
also favor transfer taxes. Their "consumption-cum-transfer" model is legg

favorable to bequest savings than:' the consumption tax alone (the
“consumption-sans-transfer" model). On the other hand, the combination of

consumption and transfer taxes is more favorable to bequest savings than ap

accretion tax plus transfer taxes—arguably, a three-level tax.
If we imposed a consumption tax plus transfer taxes, which forms of

savings—life cycle, precautionary, and bequest—would be favored and
disfavored relative to the others?

59. Professor McCaffery views the imposition of estate taxes in addition
to the general tax base (income or consumption) as disfavoring bequest

savings. What are the traditional arguments supporting such a policy?
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64. In general, adopt;
. ption of g 3
income tax tends to favor saving consumption-type tax rather than an

in general
But what i . .
types ;;' saving;?’rag;a?il usle, if any, can we make of analysis of different
'ygividual motivs-ation . e Y’ the tax system cannot attempt to determine
?hy an individual taxlgasyawng’ S0 we cannot tailor a tax provision based on
€r engaged in a parti ;
concluded that tax law shoyl particular form of saving. If we

: or be t ; d favor life cycle savings, or precautionary
savings, q'u?s savings, how might those conclusions be reflected in
actual tax provisions?

65. After praising the hybrid, in the end Professor McCaffery exhibits
considerable sympathy for a progressive consumption tax coupled with
abolition of transfer taxes. He argues that savings are good for society as a
whole, and that we should encourage elderly taxpayers to pass along their
savings to the next generation rather than engage in conspicuous
consumption. If the heirs continue the investment, society is benefitted; if,
instead, they liquidate and consume the savings, they will be subjected to a
consumption tax "of steep and persistent progressivity."

Readers of the article excerpted above will not be surprised that two
years after its publication, Professor McCaffery set forth a detailed proposal -
for a "progressive consumption-without-estate tax."

66. Keep the issues raised in this subchapter in mind when studying
Chapter Ten.

E. PROPOSALS IN THE POLITICAL ARENA

Thus far. this chapter has focused on the academic debate about a

) f the same debate cast
consumption-type tax. We turn now to a sampling o

lic.
! 1 C ess and the broader pub .
e fgﬁeg;i{:tflil?tangnlg)rr. Rabushka advocate what they describe as a

single consumption tax comprised of two component;——a; in'dmdl:;lx tax T;,;
1 sions; and a business :
o e and (when received) pen -
blfsg'es’ S?;lang:’se allows for deduction of lIlpl.ltS from c'the;'1 lt);usme:vso(fl ;I«:i
for 11:1?3: c::ts but, notably, no deduction for interest. Both taxes
3 ?

——

Wealth Transfer Taxation, 104 YALE L.J.
i Uneasy Case for

j. Edward J. McCaffery, The

(1994),
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g percent). Considerap)
i flat rate (the authors ?ugg;ii;d ll))e jntroduced into th:
imposed at the same fla 1y, degressivity) e paracnal A —

Do technical "
progressivity (more f a large, untaxe ve and detailed "prototype

individual tax by allowance 0 extensi ! ;
The second excerpt is O™ B0 5 | oration urging adoption of the
A, a nonproil al. Businesses would b

prepared by Alliance US ropos
or USA, tax D ptraction-type VAT). The

Universal Savings Allowance, t (a su
subjected to a flat-rate tax of about 10 sz;: etl:ase than the Hall & Rabushk,
USA business tax would have 2 sy allow no deduction for employee

business tax, because USA would rogressive tax on income, including
compensation. Individuals would pay a P but would be alloweg

i operty,
not only wages and salaries but income from property

an unlimited deduction for net savings. Matority Lead
\ . . he House Majority Leader, hag
Representative Richard Armey (R TX), the 3. Beitrs Nt

: # ka propos
troduced a bill based on the Hall & Rabush‘ : . :
gA) a:lld Domenici (R-NM) have offered a bill quite similar to the Alliance

USA prototype. References to "the Arme.y bill" or to .' NFM;DO;}I:EHEI llc::m
generally be understood as also referring, respectively, to the Hall &

Rabushka and Alliance USA proposals. A3
The third excerpt is from an article written by Dr. Rudolph Penner, an

economist who consulted in the crafting of the Alliance USA and Nunn-

Domenici proposals. In addition to explaining the proposals, Dr. Penner's

article discusses the enormous complexity—both technical and
political—involved in moving beyond the model of a new tax system to deal
with the multitude of issues that must be addressed in constructing an actual
new system. Among the most difficult of the practical problems is the
transition from present law to the proposed new system; this topic will be

further explored in the Notes and Questions.
Finally, a distinguished member of the tax bar, John Nolan, compares

proposed consumption-type taxes to present law. While Mr. Nolan finds
favorable features in the proposals, he is generally skeptical.

THE FLAT TAX
Robert E. Hall’ & Alvin Rabushka™
Pages 52-64, 71-73, 78-80, 99-100 (2d ed. 1995)

Tax forms really can fit on postcards. A cleanly designed tax system
takes oz.ﬂy a few elementary calculations, in contrast to the hopeless
c;);nnp;emty t;lf itoday's income taxes. In this chapter, we present a complete
deiniion of income. Because -y pon 546 on @ comprehensi
percent tax rate raises the same rezzfui: ::OZSést}:‘zea:xlﬁi:iySl;::erlf

*. At time of original icati
)41 publication, ;
Instirution, Stanford University, Professor of Economics and Senior Fellow at the Hoover
**, At time of original o i
) ! ! publi :
University. publication, Senior Fellow at the Hoover Institution, Stanford
Y
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The tax on families is fa;,
fraction of income that and pf'ogresswe the poo

s S Baapiiry a family Pays i Pdor Pay no tax at all, and the
simp Y 1o understanqg And t S€$ with income. The system is

Princlple_—faﬂfllies are taxed op what }tl}? o °% the consumgtion tax
they put into it. €y take out of the economy, not what

rms of income are d
fo taxed at different rates or different taxpayers face

different rates, the public f
differential. gures out how to take advantage of the

Progressivity, Efficienc i . s

Limiting the burden of s TLoY

reform. * * * We reject sal
current federal tax system
stay that way.

N Exemptlng the poor from taxes does not require graduated tax rates
qumg to high levels for upper-income families. A flat rate, applied to all
income above a generous personal allowance, provides progressivity without
creating important differences in tax rates, * * *

Our proposal is based squarely on the principle of consumption taxation.
Saving is untaxed, thus solving the problem that has perplexed the designers
of the current tax system, which contains an incredible hodgepodge of savings
and investment incentives. As a general matter, the current system puts
substantial taxes on the earnings from savings. On that account, the
economy is biased toward too little saving and too much consumption. * * *
In our system, there is a single, coherent provision for taxing the return to
saving. All income is taxed, but the earnings from saved income are not

taxed further. * * *

An Integrated Flat Tax .
Our flat tax applies to both businesses and individuals. Although our

system has two separate tax forms—one for business income and the oth.er
for wages and salaries—it is an integrated system. .When we speak of its
virtues, such as its equal taxation of all types .of income, we mean the
system, not one of its two parts. As we will explain, the business tax is noﬁ
just a replacement for the existing coltporate m.come ia?:. 2eco;}elxi-zhais
businesses, not just corporations. And it covers interest Income,

income tax.

ersonal . .
N o ]iih?ngome is classified as either business income or
In our system, all 1 efits). The system is airtight.

; : ben:
wages (including salaries and retl;elin:lntThe o ez L s ke
Taxes on both types of income are '

i
the overall system progressive. Both taxes have postcard forms. The low tax

taxes on the poor is a central principle of tax
es .and va%ue-added taxes for this reason. The
avoids taxing the poor, and we think it should
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rate of 19 percent is enough to mat,ch the revenue Of the federal tax system
as it existed in 1993, the last full year of data avallablfs a_s v“ée write.

Here is the logic of our system, strip?ed to_l;las-:cs‘. e want to tay
consumption. The public does one of two things with 1ts income—spengs i,
or invests it. We can measure consumption as Income m‘;‘l‘ls meStment. A
really simple tax would just have each firm pay tax ont:n e ';0*':3 ﬂinﬂunt of
income generated by the firm less tlfat firm's mvesB t:,nvalln p gnt and
equipment. The value-added tax W_OI'kS Jjust 1:hat. way. bu . thui-a Eied tax
is unfair because it is not progressive. Thats why Wf;ir:;a et, t?lx in two,
The firm pays tax on all the income generated at the ; excep (;; income
paid to its workers. The workers pay tax on what they earn, and the tay

i e. : _
= gsﬁzagiﬁr:;:fotal amount of income generated at a business, the begt
approach is to take the total receipts of the firm over th(_e year ax.ld subtract
the payments the firm has made to its workers and suppliers. This approach
guarantees a comprehensive tax base. The successful ‘value-added_ taxes in
Europe work this way. The base for the business tax 1s t..he following:
Total revenue from sales of goods and services
less
purchases of inputs from other firms
less
wages, salaries, and pensions paid to workers
less
purchases of plant and equipment
The other piece is the wage tax. Each family pays 19 percent of its
wage, salary, and pension income over a family allowance (the allowance
makes the system progressive). The base for the compensation tax is total

wages, salaries, and retirement benefits less the total amount of family
allowances.

Table 3.1 is a calculation of flat-tax revenue based on the U.S. National
Income and Product Accounts for 1993. The first line shows gross domestic
product, the most comprehensive measure of income throughout the economy.
The next line is indirect business taxes that are included in GDP but that
would not be taxed under the flat tax, such as sales and excise taxes. Line

3, income included in GDP but not in the ¢ .
ax base,
houses owned and lived inb ® 18 mostly the value of

y families; this income d
market. Wages, salaries oes not go through the
line of the wage-
line 5, is the
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tax base on line 6. Line 8 sho 333

deducted. The "S the am -
EaelarieS, and pensiozzgiz-f;axf? ase on 1.}1:1?5 ety allowances i
. aiter .
amount on line 4. The wage-tax ri?du(:tmg all family allowances from th
enuE : i om e

Total flat-tax revenue op i "
actusl revenue from the ne 11 is g697 billion, 1,
Personal gng corpora-te Anes 12 and 13 show the
Income taxes. The total

actual revenue on line 14 jg also i
Bl Y eveths e $627 billion, The flat-tax revenue and the

. Y design,
revenue of the actual income tax SystemgnnOtV:Oer:FOposel to reproduce the
' 1se or lower it.

T
FLAT-TAX REVENUES coppy

Line Income or B@y_gg_ug NU
Billions of

1 Gross domestic product Dollars

2  Indirect business tax $6,374

3 Income included in GDpP but not in tax base 431

4  Wages, salaries, and pensions Al

5 Investment _ 3,100

6 Business-tax base (line 1 minus lines 2 through 5) 1 ;32
7  Business-tax revenue (19 percent of line 6) ,362
8 Family allowances 1.705
9 Wage-tax base (line 4 less line 8) - 1’,395
10 Wage-tax revenue (19 percent of line 9) 265
11 Total flat-tax revenue (line 7 plus line 10) 627
12 Actual personal income tax 510
13 Actual corporate income tax 118
14 Total actual revenue (line 12 plus line 13) 627

These computations show that in 1993 the revenue from the corporate
income tax, with a tax rate of 35 percent, was $118 billion. The revenue
from our business tax at a rate of 19 percent would have been $362 billion,
just over three times as much, even though the tax rate is not much more

than half the current corporate rate.* There are three main reasons that the
flat business tax yields more revenue than does the existing corporate tax.

First, slightly more than half of business income is from noncorporate

businesses—professional partnerships, proprietorships, and Flzlebhk: : ,Se:??;i’
our business tax does not permit the deduction of interest paid by busin .

i ] tax
whereas the corporate income tax does. T.hlrc?, th}tle l:llls:;e;: St;:tepg‘ts a
on fringe benefits, which escape any taxation in the

* ¥ %

are i ture, which begins
sacted to a progressive rate str}lc .
sh n gggjggtg and rli)ses to 35%. Section 11. (Eds.)
a ,UUU,

———

k. Under present law, co!poratlont
at 15%, for corporations earning less
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jons is that we do not consider the

rm. In [a portion of the book not

Another limitation on our calculat ;
way the economy would reSPOndﬂtot i“a:xl:,o(:,}d increase national income and
excerpted], we discuss why the fla gt t of inve
tax :vt:niew But part of that, process might mvol\}:?:cis:: of the ex;te?::int’
which would temporarily depress flat-tax Fevenie not available to us we l;g
of investment. Only a detailed analysis using d.a a f ad
underestimated the revenue from

determine whether we have over- or st
flat tax. We do not think we are far off, however.

The Individual Wage Tax purpose—to tax the large fractiop

The individual wage tax has a single p :
of income that employers pay as cash to their workers. It is not a tax systep,

by itself but is one of the two major parts of the complete system. The bage

of the tax is defined narrowly and precisely as actual payments of Wages,
salaries, and pensions. Pension contributions and other fringe benefits paid

by employers are not counted as part of wages. In other w.ords, the tax on
pension income is paid when the retired worker actually receives the: pension,
not when the employer sets aside the money to pay the future pension. Thig
principle applies even if the employer pays into a completely separate
pension fund, if the worker makes a voluntary contribution to a 401(k)
program, or if the worker contributes to a Keogh, IRA, or SEP fund.

*** To make the tax system progressive, only earnings over a personal
or family allowance are taxed. The allowance is $25,500 for a family of four
in 1995 but would rise with the cost of living in later years. All the taxpayer
has to do is report total wages, salaries, and pensions at the top, compute the
family allowance based on marital status and number of dependents, subtract
the allowance, multiply by 19 percent to compute the tax, take account of
withholding, and pay the difference or apply for a refund. For about 80
percent of the population, filling out this postcard once a year would be the
only effort needed to satisfy the Internal Revenue Service. What a change
from the many pages of schedules the frustrated taxpayer fills out today!

For the 80 percent of taxpayers who don't run businesses, the individual

c\;ri;h Elakifng a living will need to file the business tax to get the proper
eduction for expenses, Fortunately, the busi : : .

than the wage-tax form, ness-tax form is even simpler

e {\gam, vae stress that the wage tax is not g complete income tax on

md{wduals; 1t. taxes only wages, salaries, ang Pensions. The companion

b.uSI-ness tax picks up all other tomponents of income T .th h fp an

airtight tax system. + logether they form
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The Business Tax

It is not the pu
Fundamentally, people p:f;ofz g business tax to tax businesses.
X€S, not businesses. The idea of the business

g B B Lat - te paid by all taxpayers. If the tax system has
aduated rates, taxation at the source becomes a problem. If eacsl:l owner is
to be taxt?d at that owner's rate, the business would have to find out the tax
rate ap;.)hcable to each owner and apply that rate to the income produced in
the business for that owner. * * * Source taxation is only practical when a
single raf:e i aPPhed to all owners. Because source taxation is reliable and
inexpensive, it i1s a powerful practical argument for using a single rate for all

pusiness income.
The business tax is a giant, comprehensive withholding tax on all typés

of income othex: than wages, salaries, and pensions. It is carefully designed

to tax every bit of income outside of wages but to tax it only once. The
business tax does not have deductions for interest payments, dividends, or
any other type of payment to the owners of the business. As a result, all’
income that people receive from business activity has already been taxed.
Because the tax has already been paid, the tax system does not need to worry
about what happens to interest, dividends, or capital gains after these types
of income leave the firm, resulting in an enormously simplified and improved
tax system. Today, the IRS receives more than a billion Form 1099s, which
keep track of interest and dividends, and must make an overwhelming effort
to match these forms to the 1040s filed by the recipients. The only reason
for a Form 1099 is to track income as it makes its way from the business
where it originates to the ultimate recipient. Not a single Form 1099 would
be needed under a flat tax with business income taxed at the source.

The way that we have set up the business tax is not arbitrary—on the
contrary, it is dictated by the principles we set forth at the beginning of this
chapter. The tax would be assessed on all the income originating in a
business but not on any income that originates in other businesses or on the
wages, salaries, and pensions paid to employees. The types of income taxed

by the business tax would include: :
*  Profits from the use of plant and equipment

% Profits from ideas embodied in copyrights, patents, trade secrets,

and the like _a _ L
*  Profits from past organization-building, marketing, and advertising
efforts
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are owners as wel] o

; rs who
* Earnings of key executives aﬁdlgie than they contribute to the
employees and who are pal
other professionals who have

business
hips or partnerships

* Earnings of doctors, lawyers, E:n:ls
businesses organized as proprieto ther real estate

*  Rent earned from apartments and 0
*  Fringe benefits provided to Wﬂlf"ke;;"
All a business's income derives Iro
services. On the top line of the business-tax form goes the ggois sales of the
business—its proceeds from the sale of all its products. But some of
proceeds come from the resale of inputs and parts the firm purchased; the tax
has already been paid on those items because the seller also has to pay the
business tax. Thus, the firm can deduct the cost of all the goods, materia]s

and services it purchases to make the product it sells. In addition, it can
deduct its wages, salaries, and pensions, for, under our wage tax, the taxeg

on those will be paid by the workers receiving them. Finally, the businegg
can deduct all its outlays for plant, equipment, and land. * * *
Everything left from this calculation is the income originating in the
firm and is taxed at the flat rate of 19 percent. In most businesses, there i5
enough left that the prospective revenue from the business tax is the $362

billion we computed earlier. Many deductions allowed to businesses under
plan, including interest payments and

current laws are eliminated in our
fn’flge benefits. But our excluding these deductions is not an arbitrary move
to. Increase the tax base. In all cases, eliminating deductions, when combined
yvﬂ:h the other features of our system, moves toward the goal of taxing all
income once at a common, low rate and achieving a broad consumption tax
Eliminating the deduction for interest paid by businesses 1s a centrai
part of our general plan to tax business income at the source. It makes sense
because we propose not to tax interest received by individuals. The tax that

the government now hopes (sometimes in vain) that individuals wil] pay will

the sale of its products ang

taxed on the value of the fringes C

acvantage s - Consequently. f; .
fringes hgavZV;:cZ:: n‘:’:fes. As taxaftion has b ecomi : hf:::rfi:’:: hzvi a .blg
by employers to Workers__:-a-md more Important in e total . iil{n e;-wel;i
in 1929, when income taxesnnges we?re only 1.9 Percent of totpl ckage o ere
e “nimportant, but reached al?n:;){ﬁ%ezzigz
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Pay w
’ Wolz‘ll'iers. Were the tax system neutral,
ors all')s would rather take their income
out health and life insurance,

Bringing all t
for low rates. e ypes of

The taxable income com
puted i
of profit. The business tax is not abifffthme T A vy g S
° itstanding year - ——— p tax When a company is having an
: ; profits but is building new factori

rapid growth, it may well ha g new factories to handle

S have a low or even negative taxable income. That's
fine— i pansion slows but sales are at a high level, the income
generated will be taxed at 19 percent. ’

Because the business tax treats investment in plant, equipment, and
land as an expense, companies in the start-up period will have negative
taxable income. Pfut t.he government will not write a check for the negative
tax on the negative income. Whenever the government has a policy of
writing checks, clever people abuse the opportunity. Instead, the negative
tax would be carried forward to future years, when the business should have

itive taxable income. There is no limit to the number of years of carry

a pos
e market rate of

forward. Moreover, balances carried forward will earn th

interest (6 percent in 1995). * * *

Investment Incentives
iminates the double taxation of saving, another

Expensing investment el
way to express the most economically significant feature of expensing. Under
hen they earn and save and again when

an income tax, people pay tax oncé w
the first tax is abolished. Saving

the savings earn a return. With expensing, :
is, in effect, deducted in computing the tax. Later, the return to the saving

is taxed through the business tax.

The easiest way to show that expensing investm .
tax arises when someone invests directly in a persclnally ownuic; 21;{311;?;
Suppose a er receives $1,000 in earnings and turns aro _
a p?gce of btlias?;l?s{s equipment for $1,000. Under the ﬂai-: taxatheze is a t?x
of $190 on the earnings but also a deductio'n worth $190 in ::x uce tzlalxes 01;,
the equipment purchase. On net, there 15 1O tax. The pazgl rasc ;:33
e ofigine $1,OOO.' Lab?rt;hemiiﬂzzel;vhich vjill be
business income repreSenting the earnings 0 e ratiler o e
taxed at 19 percent. If the taxpaye” chooses to coNSUe

ent is a consumption
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. jon. So the ov
again, there will be a 19 percent tax on the consumption e
effect is a 19 percent consumption tax. . 4]y purchasing machines

Most people, however, don't invest by directly pmarkets for channe).

The U.S. economy has wonderfully developed ﬁnancwlhave good investment

ing savings from individual savers to businesses o s or bonds, and th,

opportunities. Individuals invest by purchasing Sha:fem we propose taxe:
firms then purchase plant and equipment. 'I-‘he o sg as well. Suppose the
the consumption of individuals in this envir onn(l)gg and puts the remaining
same taxpayer pays the $190 tax on thc? §ame $1’ose that the share pays oyt
$810 into the stock market. For simplicity, SuPP costing $1,000. (That

i ipment
to its owner all the after-tax earnings on eqmpnoluld o A1.000, worei e
assumption makes sense because the firm ¢

write-off worth $19¢
equipment with the $810 from our taxpayer plus the tax

. . hase.) Our taxpayer gets the
e s e o pur:::hough there is no deduction for

advantage of the investment write-off even thot : e
purchasing the share. The market passes the incentive from irm on tq

the individual investor. or is to buy a bond for $810. Again,

Another possibility for the taxpay : .
the firm issuing the bond can buy a $1,000 machine Wlth_fl}lletizlg,taﬁer
taking advantage of the tax deduction. To compete wi eturns

available in the stock market, however, the bond must pay the same returns
as a stock selling for the same price, which in turn is equal to th.e after-tax
earnings of the machine, so it won't matter how the taxpayer invests the
$810. In all cases, there is effectively no tax for saved income; the tax is

payable only when the income is consumed.
In our system, any investment, in effect, would have the same economic

advantage that a 401(k), IRA, or Keogh account has in the current tax

system. And we achieve this desirable goal by reducing the amount of record

keeping and reporting. Today, taxpayers have to deduct their Keogh-IRA
contributions on their Form 1040s and then report the distributions from the
funds as income when they retire. Moreover, proponents of the cash-flow
consumption tax would extend these requirements to all forms of saving.
]({)eur ’system would accomplish the same goal without any forms or record

epmg.
Capital Gains

&k ok

Capi ' :
apital gains would be taxed exclusively at the business level, not at the

personal level. In other wo
; ) rds, our s b .
taxation of capital gains inherent i i ystem would eliminate the double

, @

works, consider the commpgp stock of a cgrlgTen:' o yetam: To see how this
: e ora

s:ock is the capltahzatlon of its future earnj oo market value of the

stock will receive thejr earni 185. Because the owners of the

. ngs after th .
tax, the market capitalix € Corporatio : :
e Pitalizes after.tqy arnings, A N bas paid the business
perceives that Prospective afay ta. Capital gain occurs when
-tax

carnings have risen. When
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capit%l ga.lti;nls tax, there is double taxati
ap]_ a gams on owner 10n, * * %
: “0Ccupied h
roposal. Few capital gaj ouses are
Eystltj?m—-—gaiﬂs can bI; rolle%la;;ls °n houses are tmegoiﬁngdtlinifrr:;i
er; there is an exclusion for older home sellers

ins tax on top of an i :
ga ncome tax is double taxation of business income

The Transition
® % ¥ .

Depreciation Deductions

Existing law lets businesses i
declil.ﬂng schedult? over many years.d ?;1 tﬁg ;gisltt(:)t:f i::ev:zn:: :ﬁ?iﬁiig: :
m;}ltlyear depr.eclat-lon deductions are not as attractive as the ﬁrst-Y‘:al"
write-off prescribed in 'the flat tax. No business will complain about the flat
tax as far as future investment is concerned. But businesses may well
protest the unexpected elimination of the unused depreciation they thought
they would be able to take on the plant and equipment they installed before
the tax reform. Without special transition provisions, these deductions would

simply be lost. .
How much is at stake? In 1992, total depreciation deductions under the

personal and corporate income taxes came to $597 billion. * * *
If Congress chose to honor all unused depreciation from investment

predating tax reform, it would take about $597 billion out of the tax base for
1995. To raise the same amount of revenue as our 19 percent rate, the tax
rate would have to rise to about 20.1 percent.

* ¥ K

If Congress did opt to honor past depreciation, it should recognize that

the higher tax rate needed to make up for the lost revenue is temporary.
Within five years, the bulk of the existing capital would be depreciated and

the tax rate should be brought back to 19 percent. From the outset, the tax
oon as the transition

rate should be committed to drop to 19 percent as s
!.

depreciation is paid off.
Interest Deductions
* % *
moval of interest deduction and

Our tax reform calls for the parallel re . -
interest taxation. If a transitional measure allows deductions for interest on
outstanding debt, it should also require taxation of that }nterest as income
of the lender. If z;]l deductions are completely matched with taxation on.the
: :sion to protect existing interest deductions

other side, then a transition provi
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340 ect, interest deductions are
n #hiet g deductions.

ffect on revenué- .

- s the transition R - i sure to protect interest
s that 2 transitio? porrower may choose tq
he folloW! borrower SO chooses, the

the borrower's deduc-

interest payment, while the

nt of the interest receipts,

would hav
easier to handle in
If Congress decide ng.
deductions is needed, We sugges Jeduction: If the
treat interest payments a5 a able income: But
lender must treat the interest 2 t?’:-,he actua
tion should be only 90 percen® ® o 1,60 perce
lender's taxable Incor Shmﬂdl mci; rrowers would be protected for almost
Under this transitional piat v whose personal finances would
i isti ductions. Someonée .on were sudden
l?:alcotrilleelr uﬁl:;ﬁedif the mortgage'intereSt diilfl'c;;le earlier deductiog
eliminated can surely get through with 80 pf)::.icjifilng the interest payments.
T : i ne .
e e mcgil(t;“(;gé‘oirntnnial mortgage interest. It could

Suppose a family is paying ar. Its net cost, after

: . . t $9,000 per year: ’

R alcliddi?:fil:); v?ith the 19 percent tax rate, would be
y tracting the 19 percent tax it

subtracting the value of its o fter sub
er
ik rnatively, the family could

$8,290. The net income to $8,100. Alte

pays on the whole $10,000, would be 527" t would be lo d
"he bank: The interest payment WO e

accept a deal pmposed by £ o *® ¥k K The dea]_ Will be beIIEﬁC].al t-()

to $8,200 by rewriting the mortgage.

both.
* k ¥ ; d

As far as revenue is concerned, this plan would actually add a bit to

at tax. Whenever a borrower

federal revenue in comparison to the pure fl
exercised the right to deduct interest, the government would collect more
revenue from the lender than it would lose from the borrower. As more and

more deals were rewritten to eliminate deductions and lower interest, the
excess revenue would disappear and we would be left with the pure flat tax.

Charitable Contributions
Deducting contributions to worthy causes would be a thing of the past

under our tax reform. Will the nation stop supporting its churches, hospitals,
museums, and opera companies when the tax deduction disappears? We
think not. But we should also be clear that incentives matter—the current
tax system with high marginal rates and tax deductions provides
inappropriately high incentives for some contributions. The immediate effect
of tax reform may be a small decline in giving. Later, as the economy surges
forward under the impetus of improved incentives ’for productive activity
gmnignwllggli ec:‘;‘:'l andhlikely exceed its current levels. ’
, total cas ibuti .
£ e $gt;ntl‘;1;1lli)i1;;mz1vs; :0 ;::ltr::zgle causes were about $117
Almost half of all contributions were not aff; bl .
deduction. We confidently expect that the $56TFe.d b? the law permitting
made today without any special tax bhenefits wil 111101} in contributions being
of contributions are from people in modest t 1 continue. Further, the bulk
ax brackets—only $28 billion in
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ibutions were deducted ;
thl;:ln$75’000- In this c:;enigét];zgli};yifafiﬁlies with taxable incomes of more
more than half of all cash COntribl,ltionss m;;;zrtzm et ek “.’en
are generally from the middle of the incfme dF turchte-s and that these gifts

Churches have nothing to feay istribution.
and institutions, would have much to gain from better economic conditions
prought about by re-form. Despite their dominant position i wifte, churches
are not t 2 leader.'s in fighting a tax reform that denies deducgtms’ Instead
institutm'ns serving the absolute economic and social elite—ur;iversities:
symphonies, opera companies, ballets, and museums—are protesting the
joudest. No compelling case has ever been made that these worthy undertak-
ings should be financed by anyone but their cys e, &%

Major tax cuts in 1981 and 1986 cut the top marginal tax rate from 70
percent fo 50 percent and then to 28 percent. As a result, major donors
shifted from spending thirty-three-cent dollars to spending fifty-cent and then
Seventy-tWO-ceI.lt dollars for tax-deductible gifts. Despite these major
reductions in incentives for the rich to give, donations to charity grew

robustly. WEs

UNLIMITED SAVINGS ALLOWANCE (USA) TAX SYSTEM
‘Alliance USA”

: 66 Tax Notes 1482, 1487-94, 1514-15 (1995)

The USA Tax System is designed to replace on a revenue-neutral basis
the present corporate and individual income taxes in Subtitle A of the IRC
of 1986. The proposed new tax system consists of two parts.

A [10%]' flat-rate Business Tax that applies to 'all
organizational forms of businesses, corporate and noncorporate,

and that allows a deduction for business capital investment.

A graduated-rate Individual Tax that applies to individuals

and that allows a deduction for personal savings.

The centerpiece of the USA Tax System is the Unlimited Savings
Allowance from which the new tax system for America's future derives its
name. The concept is a simple but powerful one that views Americans not
as payers of taxes but as the producers of the income and the providers of the
savings on which a growing economy and higher living standards dep(?nd.
Everyone has a stake, a large one, in fact, in the national stock of savings
whether or not they personally own any of that savings at the present time.

————

*. The repared for Alliance USA by tw
and George l}a pseghmisef “lf)ith advice from two economic consultants, Rudolph G. Penner and

Barry K. Rogstad, at the request of the Alliance's co-chairmen, Paul H. O'Neill and Robert K.

Ly o ot ision of its Executive Directm_‘, Barbara W. North.
1z, and under the administrative sup;r;f oofers placed tax rates in besckets. sl

L. Throughout this document, e
contemp]atinggthat their concept might be used with different tax rates. (Eds.)

y two legal consultants, Emest S. Christian
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111: get a tax deduction. Whep
. he national stock, they pay
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S Stem, .
Under the USA Tax S5Y of savings;

and add to the national stock of oduce t ; _
they take their income out of savings e rle have their income invested fo,.
as Pe?;ley do not have to pay tax on that

tax on that income. For so long
everyone's benefit, including their own,
Putting aside a part of earni S ha c:;: Ez,ni:;gcfazrix:i
or in t};lei: I;ng small business is not the only ‘:ﬁzxfls:hres and everyone elge
in the future and create even more incomtr.%l f::pital. o ettt thisie 0W1-1
on of their children will produce g

They can and should also invest in huma:'
education and training and in the educal A yopeildhans

i investment in _ |
Iarge&w;lo: gt}gill}iieg;;:; lz:zvides a limited deduction fc.'r gduca??lon
expenses. This deduction works in tandem with the Un.hrmte Savings
. . de tax-deferred income for theijr

Allowance. Parents will be able to set asi _
) . the future to pa

’ ' ion. they withdraw the income 1n pay

children's education. When y Sheo ot et by thie

qualified tuition, the income will not be taxed to

deduction for education expenses. : )
ho work for salaries and

For lower and middle-income Americans W : :
wages, the existing FICA payroll tax withheld from their paychecks is a

heavy burden. The USA Tax System provides a payroll tax credit that
phases out as income rises and the payroll tax becomes less of a burden in

income. .
co ngs in a

proportion to income.
The USA Tax System contains important new rules related to imports

and exports, and for American companies directly competing in the global
These innovations are intended to level the international

marketplace.
playing field and let American goods, skill and know-how, including emerging
new technologies and services, be more competitive.

* % %
The core principles of the USA Tax System are of overriding importance.

In order for there to be income, there must be savings but in

order for there to be savings, there must be income.
Human labor and skill is the ultimate source of all income but

th.e amount ot." income that people produce and enjoy will be less
without sufficient savings and investment.

The existing tax system is biased a

gainst saving and, therefore, against

earning income and the human dignity
allowing people a fair opportunity to say

bias against earning greater incomes fr
R ok ok

and well-being that go with it. BY
e, the USA Tax System removes the

om human effort and skill.
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Understanding the Busine
the Individual Tax ang Vi:S Tax in the Context of
The Business Tax anqg the Ver.sa
arts of a tax applied fe Indivigy
p' N > Plied to a Slngle t
different points in the process by w}‘i’_‘ ba

Th‘? tax base first emerges whenlih Income is created and received.
and selling goods and services, Thatu_smesses Create income by producing
Next, the tax base reappears whep, indi 1s when the Business Tax applies.
net of the Business Tax, in the form 1;1 duals actually receive that income,
and similar distributions to the Owno wages, salaries, interest, dividends
where the Individual Tax applies. ers of a business. It is at that point

Because the basic operat;j
system are largely intergctiiz,ﬂigt': I:;lrf Sbgft,bﬁth e i s A
the Business Tax and the Fndividoe) T ai e understood b_y looking at both
another, and then by looking at detailec’l B e e s
s 3 toiillustrative Sets of facis examples where both taxes are

Bas; E:ageratmg Rules and Principles of the Business Tax

::;th;zdg}::s;spiﬁem;n@ I'ules. are _needed to mgke the Business Tax work
proper ¥ ently in all situations, the basic operating rules are few
and simple.

& _Every business, incorporated or unincorporated, that is producing
and selling goods and services, and, therefore, creating income for its
employees, owners and lenders, must file an annual business tax return and
pay a [10%] tax on its annual "gross profit" which is a defined term under

:Sl Ttax are merely two interrelated
e that happens to appear at two

the Business Tax.
9. In calculating its gross profit tax base to which the [10%] tax 1is

ds only the amount it actually received from sales of
subtracts only the amount it actually paid out to
and services it had to buy from them (plant,

equipment, inventory, supplies, rent, utilities, telephones, fuel, legal and
accounting fees, etc.). Excluded from the gross profit calculation are ﬁpancial
receipts and payments. For example, the business neither includeg interest
and dividends received nor deducts interest and dividends paid. Also

excluded are compensation payments to employees. * * ¥ '
3. Amounts received from export sales of goods to a purchaser outside

the United States and for services rendered outside the Uni.ted States are
f gross profit. Correspondingly, a [10%])

ulation o
excluded from the calcu @ ale of goods into the United States from

import tax is imposed on the S , i
ablf:)ad Eg,a foiign business that manufactures outside the United States

1 i the import tax.
' n the U.S. market will pay
" SzHSAl t:a:frc:ﬂ; ?slallowed for the 7.65% employer payroll tax (commonly

called FICA or So cigl Security Tax) that businesses must pay on wages paid

to employees.

applied, the business ad
goods and services and
other businesses for the goods
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:nesse )
U.S. buSl?:es provided outside the
de or s€ il for the purchase of

unted States. U.S. busineSSeS

4 asial.
. is temtvorl
5. The Business Tax les M

gross profit the proceeds from - ptract amo

. t su .
United States and they will ng . de the Uni casoios  Forei
goods or the provision of sfez.':incezsol.;;ﬁ:;ge e foreign Stlbs(;d;::lzoods sol(ilg;:-
will not be taxed on dividen celve

: amounts T¢ i
businesses will include in gross pmﬁt ubtract amounts paid for

: d will s
services provided in the United ‘State.s 8:}116 United States.
goods acquired and services pl’OVlfled. 1;1 :
Discussion of General Princip & rofit under the Business Tax,

Because of the special definition e f a business's income that is
it makes no distinction between that _tion produc ed and receiveq
produced and received by its owners and that po oss profit tax base before
by its employees. The business calculates 1tS gT\;vne]rs their share, before
paying employess their share, - pay{ng 1? ges owed by the business,
paying creditors their share, and before paying t& :

il : k income is
. ital income and wor ,

The often-drawn line between capita o
however, indistinct at best. In the case of smaller corporations and

partnerships, all or most of the owners also themselves work in the business

and receive their shares of the gross profit in part as salary (or "guaranteed

payments" or draws) and in part as "dividends" in p.roportlon to their
investments of time and effort, as well as capital. Even 1n the case of large
privately held corporations, many of the founders who own all or most of .the
stock may also work in the business. The key executives of large .pubhcly
held corporations nearly always own stock. They too will receive both

salaries and dividends out of gross profit.
In the case of the many unincorporated businesses operating as

"proprietorships,” the owner of the business is almost by definition also the
operator of the business. Proprietorships are usually small businesses, such
as a farm, retail shop, pharmacy, small-town plumber or electrician, or a
doctor or dentist operating as a sole practitioner. The owner-employee is
usually the only one who has capital invested in the business (mostly
reinvested earnings) and is sometimes the only "employee," although family
members may also work full or part time in the business. Here, even for
bookkeeping purposes, the distinction between a dollar of gross profit
produced and received from working in the business like other employees,
and a dollar produced a'nd received for having provided the capital necessary
for anyone to earn any income from the business,
as it is in reality.
caseSTc};: present income tax system n}akes huge distinctions in the foregoing
pending on the form of business organizatio '
business, on whether income is said to bhe Ca UL Itz Gl
_ e Produced by labor or b ital
and on whether income is said to be recejy HE S LalER

i ed as an employee
: ner
of capital. In the process of making all these fine-spun ditinzziilslﬂ:;ent

portion 0

is as blurred and irrelevant
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one, including th. Mmiss;
gzngf ess of theg Unitgg St :Sloner of Internal Revenue or the President or
pusiness’ gross profit is Proda > actually knows exactly how much of any
or even has a particularly reﬁ?:tiy;aborfigsmad of by capital, or vice versa,
. ay of defining either one. We do k
that gross profit exists, do know how to measure it in t;ale cz:se oof I:)n“;

-

iness and in total
::jll'cne of everyone's ixf;ocl;ai.b uv?rf?iss?i;nd R it is-ultimately .
o combBinaf_:ion of labor and capita] *O:V*that gross profit is the result of
unknfvl‘l:ls s?;ﬁ‘;szyziﬁezssponds to the reality of these knowns and
S Tl e 108 [10%] of gross profit when it is produced at

the busme. = .Wlth.out distinctions as to who or what contributed more
or.Jess o 1ts' o FWOn,; z_md leaving to the business' owners and employees,
operating within the inexorably accurate forces of the marketplace, to
deteraris WI?O ge.ts and, therefore, who produced, how much of the total.

Applied in this way, the Business Tax serves as a step-one pre-collection
of tax even before the respective shares of gross profit are determined, and
before people actually receive their respective shares, net of the pre-
collection, as wages, salaries, dividends, interest, and mixtures thereof.
When people receive their income, the Individual Tax will be collected
directly from them. The Business Tax plus the Individual Tax will be the
total tax on their shares of what is in reality a single tax base flowing from

production (business) to producers (people).
Not only does the Business Tax make no arbitrary distinctions among

different dollars of income—based on presumed origins or otherwise—it
proceeds from a correct definition of "income” in the first place. All
businesses have some capital invested in machinery, inventories, etc. Under
the gross profit calculation used in the Business Tax, that. cost is. subtracted
so that the business is first allowed to recover capital. It is only income (not
the capital itself) that is included in the business' gross profit ta}.{ ba:;.e andf
that is ultimately, net of Business Tax, reflected in any person's share o

gross profit. business' ability to
:vidual Tax, the counterpart of the usine
Under the Individu gross profit, is the ability of a person

recover capital before having taxable ;
who receifes wages, salaries, dividends, mi:.erest, efi. 1to *dif:r tax on that
portion which he or she saves and converts into capital.

Basic Operating Rules and Principles
of the Individual Tax |

Rules
; lementary
Although, here agaith somt;f l';‘l;l; are few and simple.

Operating rules of the Individu

rules are necessary, the basic
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346 C surn and pay tax at graduateq
1re ome for the year.

a
o file an antt incom »
! . ndividuals must .. taxable 11° 1ly includes ;
rates ranging from : e, the 11 than gifts, bequ
I leulating taxable income: sources other : ) estg,
2. Inca eived from 2 cransfers or substitutes receiveq
r rally include wageg

11 amounts recery== =,
f loans, and certain HGOE: would gene SCH

Thus, gross l'I:ic:s e proceeds of a hfe. insurance
s, annil butions from 8 partnership or other
lent distri ved from the sale of assetg

cel
amounts re . v .
d most <s income by saving it, i.e,, by

rs receipt of gr OStOCk or a bank deposit, the

gross income a
the proceeds o
from governments. _
salaries, interest, pens1fm
contract, dividends, equiva

unincorporated business, an

3. If an individual defe uch as a :
investing it in a savings pese ) EI’I for that savings- This 1s callF:d the
deductio serves to defer tax on income

individual is allowed a ; :
Unlimited Savings Allowance. This ‘?sdu;’tll:;
the actual receipt of which the 1nd1'-fvlVh 115:1 il

. » e H
to the national stock of savings. 4 the,amount <

savings from the national savings poo
. . . T ' 1 me.
included in the individual's gross 1nco ncome (i) person al end family

4. The individual also deducts from gross I
exemptions, (ii) a Family Living Allowance de(-iuctlon,.antfi (iii) irﬁiwt?ersonal
deductions generally related to home ownership, charitable contributions and

education. .
5. Individuals do not deduct on their personal tax returns any "trade
on Schedule C of Form 1040,

or business” expenses such as are now reported
If an individual is self-employed and does incur such expenses,

reported on a self-employed business tax return along with the gross sales
revenues associated with that business entity. Only the net results of that
self-employed business, minus the Business Tax, are reported on the
individual's personal tax return and, then, only to the extent actually

deferred by recontributing it
the individual withdraws
thdrawn is at that time

they are

withdrawn from the business.
6. In general, individuals are allowed a credit for the 7.65% employee

payroll tax (commonly called FICA or Social Security Tax) that their
employers are required to withhold from their wages. Because this credit is
phased-out as income rises, some individuals will get only a partial credit
and high-income individuals will get no credit. A similar phased-out credit
is allowed for self-employed individuals. In addition, employees are allowed
a credit for any Individual Tax that is explicitly withheld from their wages
or salaries, the same as in the case of present Form W-2 withholding of
Lrlllcg:;: iz;nltnl ag:?eral, W-2 type withholding will operate the same way as
Discussion of General Principles

The deduction allowed an individu "ot "
illustrates the interactive combinati:i f‘:%ﬂ;flepulrc{};a%e of “savings assets
Business Tax. That deduction also illustratesg the o seminil, Mo 'ind i:,he
income and thereby eliminating the bias ypg Pl s g

€r present law against an
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Sa
1 1 1n

income.

Under the Indivi e o
ﬁnancial_assets suchv:::sﬂ)c{zx(;f :s:l ::gs 'assets" — gfanerally defined as
in an unincorporated business by an E‘::;':ns (and equivalent investl_nents
ponds and notes, both commercial ang govex?;rl: ne: ;)1' r Ojfvner-pI'OprletO}'),
insuran-ce contracts, and deposits in banlf s anm:nt,.y contracts: iz
institutions. s and similar depository
propt;::i e:iiﬁﬁdaszﬁzbgtstsnﬁgdual Tax, .savings assets do not inch.1de

’ ques, classic cars, owner-occupied housing,

and land even though such properties may have 1 i
nay frequently be sold at a later dat y have long-term value in that th‘ey

; e for as much as or more than the price
paid for" them. ; Ilgven though their purchase may be savings in a broader
ecor'loml_c definition, there are several reasons why the Individual Tax
distinguishes th.ese admittedly valuable properties from such obvious savings
assets as stock in a corporation and a bank deposit.

An art object, for example, inherently involves personal enjoyment and
pleasure, and derives its value solely therefrom. The more aesthetic
enjoyment a painting produces, the "better" it is, and the more valuable it is.
Otherwise, it is merely $10 of canvas and paint. Except by price, and the
degree and longevity of personal consumption enjoyment and service provided
(which is reflected in price), it is difficult to draw the line between a 50 [cent]
soft drink, a $50 bottle of wine, and a $5,000 art object. By defining a
t" to include only financial assets such as stocks, bonds and
ax eliminates the need to make such distinctions.
ngs assets also serves to allow people who produce
defer that tax when they purchase an
ue solely from the fact that it will in

"savings asse
deposits, the Individual T

This definition of savi
and earn otherwise taxable income to

asset such as a stock that derives its val
the future result in the production of additional income that will also be

taxable to the owner-saver. If a person earns a $100X salary and uses
current taxable income to purchase a stock that presently has a value of
$100X only because it will in the future produce dividends (or the
combination of dividends and liquidation or resale proceeds) that have a
present value of $100X, and if that person will have to pay tax on the
dividends when received (which will be the case), that person must be
allowed to deduct the cost of the stock. Otherwise, the $100X of current
salary will be taxed twice. In contrast, if the person uses the $100}.( of
currently taxable salary income to purchase an asset ('such as an art object,
a personal automobile, or & personal residgnce) that will PTO(?“CG noptaxab&e
income in the form of the personal service or enjoyment it provides, the

Scanned with CamScanner



TION-TYPE INCOME TAX

348 CHAPTER 7. A CONSUN

e cost of the asset. Otherwise, the

person should not be allowe d at all; not even once.
income would not be taxed & ’ :
$100X of saIaI:y 1 O vings deduction for the purchase of assets th:':lt will
By allowing Individual Tax assures that income

: : the
produce taxable income 111 the future, for $25 that will mature in 10

” buys a savings bond
is taxed once. If :kpgggoa2;{)eing $50 discounted for 10 years at 7.18%), the

d ba ' .
ﬁgjizﬁal%?:k allows a deduction for $25 in the year the bond ls*b:ig}:; but
includes $50 in taxable income in the year the bond matures. hus,

tax is deferred, not forgiven, and all the income 18 taxed.
* ¥ K
Deferring tax on defe
(Individual Retirement Acco

d to deduct th

red income is exactly the concept of the TRA
unt). Prior to 1987, all individuals could defer

tax on up to $2,000 of income per year by depositing it in a special IRA
Account at a bank. In general, the funds in the IRA Account can only be
invested in financial assets such as stocks, bonds and so forth.

The Unlimited Savings Allowance is the same in concept, although
structurally different, more flexible and more efficient. In the case of the
IRA, withdrawal had to occur at or during retirement. When withdrawn, the
original deposit plus accumulated earnings, such as interest and dividends,
were taxed. If withdrawn before retirement age, an additional penalty tax
was imposed. Under the Individual Tax, there is no $2,000 limit, no special
account is necessary, and the use of saved and deferred income is not
restricted to retirement. Income and the earnings thereon can be withdrawn

from savings at any time.
% %k Kk

Basic Example lllustrating the Business Tax and the

Individual Tax Operating in Combination—Domestic Business
* % *

[W]hat might be called "consequential rules” * * * are actually results
that inevitably arise from the previously stated basic rules, although these
results may not be immediately obvious. Among these, for starters, are the
following.

Compensatory stock awards (or options) to employees will not
immediately result in taxable income to the employee even though
they are the equivalent of cash and under present law are taxable.
?easo;: Stﬁ:ck 1is a deductible savings asset and receiving stock in
1eu of cash salary is the ivi '
Ty y same as receiving cash and then buying
o T i ot « W

' system where, when the

corporation declares a common stock dividend ,
shareholder can receive taxable cash and i
another can elect to

receive either nontaxable stock or nontaxable debt. Reason:

as above. Same

Even though under state corporate law the electing
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under pres Sl i
Present law), the electj receive cash (which right is taxable

an equal and . on to i
% ok % OffSettmg deduct.ion forrezmv‘e o e provides
avings,

Basic Rules Th
at
In the case of the ]5‘.11sines;l ’;“:\f

The tax rate ;
applies ¢
the net positive result nlY to the gross profit tax base, which is

’ of g :
businesses of 80ods ang g ales minus purchases from other

lustrated

;‘;alent) actually received or actually paid
» 1.8, the cash method of accounting is

payroll cost (o

against the élfs?ﬁzsen’;‘ployer payroll tax paid thereon), a tax credit

i S 1ax 1s allowed for the 7.65% employer payroll
In the case of the Individual Tax:

A.I.l 1.nd1V1dual's gross income includes wages, salaries, interest

and dividends.

Deductions are allowed for the costs of savings assets

purchased. * * *

Why [allow deduction for] goods and services purchased from other
businesses? The Business Tax is intended to be the first in a two-step
process of collecting a tax on income. Therefore, the Business Tax begins
with the source—Gross Domestic Product (GDP), which can for this purpose
be viewed as the sum of all goods and services produced and sold by all
businesses together minus, in order to avoid duplication, those that they

bought from one another. * * * x ‘
Why Not Also Deduct Employee Payroll? ~ Obviously, Widget

Corporation's gross sales of $1,900,000 and gross profit of $1,000,000 were

] ial skill and the supplies,
d solely by Mr. Founder's entrepreneurial s :
B s t bought from Supplier Company 1n the

I t nd capital equipmen Su .
;E‘::nzr:ng prior I;rears. % * % Widget Corporations employees c?ntmbutzd
a very substantial portion of Widget Corporation’s gross proﬁtr—p;;t as, by

' 1 uipment and other "tools," employees produf:e e major
e o d by what they get paid.

I GDP every year measure
pm“";h"f t:}::; not deduct payroll cost? Answer: Employees, as such, are
Y, ’

not a business required to file a business tax return and to pay the [10%)]
a

: i ts to them against
: : tion deducted its payments .
s A% b :,Vldgetf e i l1d be no corresponding inclusion of that
its business tax base,

her b inzz e and no [10%] Business Tax would be
amount in any other bus

' tax base,
] income.
pre-collected on that portion of inco
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ting "services”
ayment for] accoun 8
te to fieduct [:SiI:;leYIiIIll dependent contractor that is
ut it is not appropriate

* * % Jt is appropria =
] CPA firm is 8l
where [the payee€ s] e oS (10%) g Tax, b i prie
for similar accounting services to an inside
iect to the [10%] Business Tax,

itself a business subject t0
to deduct the salary paid :
not a business subje

employee-accountant who is
included, when received, in

lary will be
ndividual Tax but the tax

¢ the employee’s 52
under the I
ey otherwise would be

ersonal tax return
re lower than th
s %k kK

the employee’s P
rates under the Individual Tax
precisely because of the pre-collection of the [10%] tax.
It is, however, also the ¢ hat in addition to the [10%] Business Tax,
nt law, pay & 7.65% payroll tax on
whereas in the case of the share
ends, there is only the [10%] tax.

Widget Corporation must, as under prese

wages up to $60,000 per year per employee;

of gross profit that goes to interest and divid

It is for this reason that the Business Tax also gives Widget Corporation a

full tax credit for the 7.65% employer payroll tax.
luding splitting the overall

It is by a combination of all these means—inc
tax rate between businesses and individuals—that the Business Tax and the

;!;gllwdual Tax achieve the intended result of correctly measuring income and
g l’;e}\zfen-ham:led among zjlll forms of income and the recipients thereof.
calculatij; :;e ﬁ;:rrzcz;zf{ Z;c:z;;gscxﬁ pajtmienti excluded from the gross prt;ﬁt
) , at least in terms of the .
e o g ddatonsvilh nome nd i vess, b s
P——— Paymentsp‘ aining that allowing no "deduction" for divid ady
is the same as allowing no "deduction" vidend and
ction” for wages and

* X

It is true tha

salaries to employees. -
There are
other reasons for excluding all financial recei
eceipts and

to the concept of GDP whi
hich fund
sale of goods and W ndamentally arises fr
services. GDP is not increased toognst;,}ilﬁ ﬁl.'oduction and
int e lgher num
erest and dividends back and fot'){?lll'
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Basic Rules of the Ind;
dIVidual
Tax

* %k *

Deduction for Net Amount s
aved

IndiV'iduals ma
: y deduct, wi
national stock of savings. * Vithout any dollar limit, their additions to the

[A] netting calculati
tion will
;thdrawals and 1l be mad .
W:nount L :_:. SE]ILles thaoan deposits ana@ld e{]r I}f the netting results in more
; t savings dedmc u de(? In the gross inco}-:n 01_ i
ne Determ‘ilCt'wn’ 1t will be subtracte; imfl; Ig tg o et
nin n the y i
Most taxpayersg“:i?lebfib?n;wm ST drilite 21::;11: %E:ee
et amount saved. * * ¥ e by very simple calculations to determine the
a. When income is ‘
gt for " def::r:clled eand deferred by saving, the tax on the
and deducting the amount save,dg nerally, by including the amount earned
b. When in a later :
5 -year, the income is withd i
. ; : r
amount 1; ll}llcluded 1In gross income for that later ye::v  imussng T
c. owe : ; .
g ver, the withdrawal from savings was merely to shift the

amount of savin .
gs from one savings asset to another, the person should

same
the national

not be taxed on the income which, after the shift, is still in

savings pool.
* kK

Rules to Keep the Calculations Simple

Borrowing

% * * The USA Tax System should not encourage borrowing to save,

because that is not really savings. On the other hand, the Individual Tax
should be as simple as possible. To balance these competing concerns, the
Individual Tax contains special rules for the certain kinds of debt ordinarily
incurred by individuals:

Mortgage debt on a pers
net savings deduction.

000 directly related to the
liances or a family autom
f debt incurred for any purpos

s deduction.

on's personal residence is not taken into

i.
account in determining the
ii. Debt of up to $25,
property such as furniture, app
iii. An additional $10,000 o
disregarded in determining the net saving

* ¥ K

purchase of personal
obile is disregarded.
e is also

Tax Basis _ :
ns will not work properly in cases i which an
the individual were to

The simple case calculatio [
individual sells a savings asset with a tax basis. If :
then save all of the proceeds, the individual would have 1o new savings, but

5 of the sale of the

' ' i i the proceed
if he included in gross income the excess of
savings asset over the basis of the asset, and deducted the full amount of the

proceeds saved, he would have a 1€
k % %

Scanned with CamScanner



. A CONSUMPTION-TYPE INCOME
CHAPTER 7 ——x

352

To minimize the problems caused by tax basis, the Individual Tax Tuleg

permit taxpayers who have total tax bases in savings assets of less thay
$50,000 to elect to assign a zero tax basis .to each i:"mtgsblﬁlsset and t,
amortize and deduct their total basis in savings assels ratably over thye,

g, fairly solved by g;
The tax-basis complication cannot be fairly Y simp]y

disregarding tax basis in savings assets. Tax basis gener?tlllay reflects the cost
of the assets. Since these assets were purchased with after-tax dollars, the

basis reflects amounts of gross income that were previously t_axed. To aveig
double taxation of income, the basis would have to be taken into account on

the sale of assets. By eliminating the basis of most assets a?ld allowip,
amortization deductions to offset the previously recognized income, the

amortization election makes the new tax system simpler.
The amortization election is limited because taxpayer now hgy, ;

substantial bases in savings assets. If all taxpayers were permitteq t,
amortize their tax bases over a short period, there would be a Substantial
revenue shortfall during the early years of the USA Tax System. * * %

IS RADICAL TAX REFORM IN OUR FUTURE?
Rudolph G. Penner’ .
21 National Tax Association Forum, Spring 1995, at 1, 2-5
At about the same time [1993], Senators Nunn and Domenici were

developing a much more radical reform proposal. * * * In it, a subtraction.
type VAT replaces the corporate tax and taxes on non-corporate business
reflected on Schedule C, and provides a 100 percent credit for payment of
employer payroll taxes. The payroll tax structure is maintained to avoid

disturbing current social security arrangements.
Businesses  total their sales and subtract purchases from other 3.

businesses, including investment goods, to arrive at the tax base. In the
aggregate, it approximately equals consumption as defined in the national |
income accounts. Payroll tax payments are then credited against the tax
liability. To be revenue neutral in the long run would require a tax rate of
slightly less than 10 percent.

The busi : o
added gen:::tl:t: Siiailiz tfjrxf;::;l aSLt 'fhat 1s to say, it only applies to value
deducted and the retyrn to them is Eoiséaxfgre;g:l*investments cannot be

—

*, At time of original icati
: publication, Managing p;
KPMG Peat Marwick, py. p b Dlrecg)lr e Barents Group, a subsidiary of

. s enner was
Nunn- . a Consult
"-Domenici and Alliance s, proposals, T t© the authors of the substantially identical
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redit and J}’)y Prow?:llir? ¢ made progressive by increasing the earned income

f& rogressive rate Stmgtgenerous exemptions and a large zero-tax bracket.

Nup;m-Domem'ci propos‘;lufjlcan be applied to the remaining tax base. The
(4] .

payroll taxes. Ws a full credit for the payment of employee

L B

Pr act1v_cal and political considerations prevented Nunn and Domenici
from adopting the pure cash flow:system. In a pure system, the taxpayer
would need to keep track of numerous credit card and accounts payable
transactions and of changes in currency balances. This would involve a
major effort. Some tax-free borrowing had to be allowed to reduce record
keeping and for the purchase of lumpy consumer durables such as cars. The

repayment of such loans is not deductible. .
Owner-occupied housing represents an immense political and practical

challenge to any tax reformer. It escaped the net of [the Tax Reform Act of
1986] and it largely escapes the Nunn-Domenici reform, which retains the
current law treatment of the in-kind return and the mortgage and real estate
tax deduction. Capital gains on housing sales, however, would be fully taxed
to the extent that they are converted into consumption. * * * :

Subsequent to the Nunn-Domenici proposal, House Majority Leader
Armey proposed a "flat tax" that has gained a great deal of attention. The
proposal is based on a design by Robert Hall and Alvin Rabushka, and David
Bradford has designed what he calls an "X tax" that has a similar base, but
with a tax rate structure that makes it considerably more progressive.

The Armey business tax base is similar to that used by Nunn and
Domenici with the important difference that wages are deductible. That
means that the tax would not be border adjustable under current GATT
rules. Wages are taxed at the individual level. In the Armey proposal,

generous exemptions and deductions are combined with a flat rate on what
d add a progressive rate structure.

remains. The Bradford proposal woul ' (re.

These proposals have not been worked out in the same excruclat%ng
detail as has Nunn-Domenici. That gives them the appearance Oi? being
much simpler. Conceptually, the base o.f ‘the Armey/!Bradfurd tax is very
similar to that used by Nunn and Domen?m. It appromma:cely equals va?lue
added in the production of consumption goods. It is only a slight
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dford tax income when it jg
t. If all income is spent ovey
t value of the lifetime tax

354 CHAPTE

Bra
oversimplification to say that' Armey .aITdS o
earned; Nunn-Domenici taxes it when it is sp

a lifetime and tax rates remain constant, the presen
to tax earnings rather than cash flow, byt

burden is the same. |
i be simpler :

e | I:aems in the Armey proposal. Because capita]
income is explicitly exempt at the individual 1ev<.al undt_er the érniiey Proposal,
there is a huge temptation to convey compensation using cap11fa asset:s_ For
d to handle stock options which cap

example, some technique must be designe 0
be ignored until converted into cash under Nunn-Domenicl. .

Nunn and Domenici have elected to try to keep their ta.x reform
distributionally neutral whereas the Armey proposal would result in a large

redistribution of the tax burden away from the nflost affluent.
The rates required for distributional neutrality, however, are extremely

it is not quite as simple as it s

difficult to estimate. * * * V .
An equally disturbing problem is that distributional neutrality cannot
be defined without specifying an elaborate theory of tax incidence. Is the

current corporate tax largely paid by capital owners or by wage earnerg
because it drives investment abroad? Will the Nunn-Domenici business tax

be shifted forward into prices or backward to factors? Who really knows? It

is clear that the distributional tables that play such a huge role in political
debates over tax policy rest on a foundation of quicksand.

Effect on Saving
Economists are generally skeptical about the use of tax policy to

increase private saving and investment. After all, the decline in the saving
rate continued in the 1980s in the face of increased saving and investment

incentives early in the period and lower marginal rates later. * * *
The effects of a revenue neutral tax reform should, however, be very

different from that of a cut in marginal rates. The average taxpayer will be
no better off. The same tax will be squeezed out [of] the average person and
the- only impact will be a greater reward for saving. Moreover, the
red:fstﬁbution of the tax burden within each income class should also inc;‘ease
saving substantially. Those with a high inherent propensity to save will get
a tax cu:t. They should save a relatively high share of it. Those with a high
propensity to spend will face a tax increase. They will h to fi ¢
largely by cutting spending, * * * BRI
International Implications

. ne r

bUSineﬂsma .
8 n who belj :
Bl eves this argument,
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Transition and Othe, Proble
ms

S P
' ansition issyeg have tak
Domenici to resolve thanp any oth A

er 18SSue

jssues have not been co
roponents of value adgfronmd by the Proponents of th
p ed taxation gepney el ranns io A.I'mey pr;)lposal and
ge to 1gnore them.

In the Nunn-Domenjc;
i
civolsingandiitusls Conc:;nir:}lzzstil’ ihe most important transition issue
. €eatment of i
fter-tax income unde savings accumulated out of
:avings has already b:e;h:a::;gent tax regime. The cost basis of those old
once. Should it be taxed yet again when it

is consumed under the new regime?
e v regime? That would be particularly unfair to

Ideally, it would be ni
. - T Sce to_allow the use of old cost basis tax free, both

for consuming and 1or investing in new deductible assets. H ha
trillions of dollars of old cost bas; e o S L

e asis out there and its tax free use might
deprive . gover mne.nt of all revenues for several years. Therefore the use
of old basis must be limited. But how? * * *

l"eople with less than $50,000 compute their old cost basis on the
effective date of the new tax and simply deduct it from their tax base over a
limited period, say, three years. The advantage of this approach is that it
cannot be gamed. The records underlying it are the same as those now used
to compute capital gains taxes.

For those who are wealthy and have complicated investments, * * the
revenue implications of allowing them to write it all off over a limited time

period would be very significant since the very wealthy hold most of the

e time for the designers of Nunn-
8. To my knowledge, transition

nation's wealth. ‘ .
The designers of Nunn-Domenici have created a fairly simple tax form

that allows people to use old: basis only to finance consumpi:,ion in excess of
income. Assets acquired by selling old basis are not deductible and the tax
form tracks this old basis much as today's tax form tracks accumulated loss

carryovers. . . -
1 1 h is that many will never consum
The problem with this approac G

.. and will ne
excess of their income (e.g. RosS BEro0; centive to concentrate

) . . o will have an in
basis tax free. Others with less saving year in order t0 facilitate the use

umer durables into one :
- purchzjlse ik of the few distortions In the PI‘?POS?d system, but
of old basis. This 15 one likely to inspire intense tax

any system for limiting the use of old basis 18

planning.
¥ %k ¥
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hn S- Nolanzo,,, 207-19 (1995) ‘
ol e idea of a simple "fla; \

yily on th ;
on tl?at it could be so simple and a¢
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THE MERIT OF AN INCOlgo

arnal of Tax Poli

ican Jo
12 Americ: focuses he

litical debate .
The current poli Eoolish noti

tax"—accompanied by the' s
such a low rate that we right.eve 311: table—the Armey flat tax and the
whether we should substitute 5

behind the two major pr0P°§alSh°1:vever
Nunn-Domenici USA Tax—is, o0 ) ont income tax system. * * x
ax are the retail sales tax and

consumption form of taxation for our pr(:fon f
The most obvious forms of consump R e The T
ly is collected differently,

use
iy cradtit yulcs (e value'fddleeg :aa: it simp
Sxaxslly thesamegtieck BERECS :}E:e valuc; of goods and services added by

up taxin :
l?:l;t)}rl', fzflllzs"giotf?t};f:f "rgnts" ingthe sense th;at e({onDITllSts lilsse ';‘1}11(1)_188 ten.ns,
which exclude all the normal return on capital 1‘nves me;‘l s S capital
investment is clearly favored as compar ed to t}_le 1mpac:t aLHi lnc?me? tax
The business level USA Tax, and the combined bu51ne§s level/individual
in substance, simply subtraction

level elements of the Armey flat tax, are, i
method VAT taxes. As such, they have the same effect as a retail sales tax

or a traditional credit-invoice VAT. To illustrate this eguivalence, the USA

business level tax allows an immediate deduction for all purchases, including

the cost of plant and equipment. It allows, however, no deduction for

salaries, wages, or fringe benefits. The result is that the tax base, as in a
retail sales tax or traditional VAT, is the value added by labor plus profit.

The USA individual level tax then includes wages, salaries, and fringe
benefits, as well as dividends, interest, capital gains, and all other forms of
income in gross income for tax purposes. The resulting taxable income can,
however, be completely offset by contributions to an unlimited IRA account.
As a result, the combined USA business and individual taxes are levied on
consumption only—that is, they tax income consumed but not income saved.

. The Armey ﬂflt tax achieves exactly the same effect in a somewhat
;i;ife;;elr:‘;” \;va:r.d:c];:ll:ﬁi rilzh;: USA business _level tax, the .Armey business level
contributions, though noi? ?Ow?f{es» SzlarleS, aIld e Ledt retlteriian ok,
b Hialio o e immMr. tr;nge enfaﬁts. Like the USA business level
S o I{a‘h eductl?n .fo.r all purchases, including the

pment. The Armey individual level tax is then imposed

e ——
r—
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The key to understandin
the basi i
being solely taxes on consum € the basic equivalence of these two systems as

amount received, but tax; ptlDl'l.iS that the economic effect of not taxing an
’ Ing the investment returns on that amount, as in

the USA Taz, is exactly the same as taxing the amount received but not

ing the investment returns, as in the Armey flat tax. As a result, both the

USA Tax and the Armey flat tax end ing i
up b -
consumed. Each effectively e p being imposed only on income

Th litical rh : xempts from tax income that is saved.
e Poé 1ca . etoric focuses upon the flatness of the rate of tax, but
that is a red herring. We could obviously achieve that result with our

PE esel.lt income tax system, taxing all income, whether saved or consumed,
at a single rate. * * *

We are finally moving toward the fiscal discipline of a balanced budget.
* % * The tax base would, however, be very considerably narrower under the
USA Tax because of the unlimited IRA deduction feature, or, under the
Armey flat tax, because of the exclusion of all forms of investment income
from the tax base. We will be taking one huge fiscal gamble that the
sought-after greater inducements to savings will produce an increase in
investment capital sufficient to yield larger or even equal revenues from a

narrower tax base.
It is against this background that we should assess the relative merits

of our income tax and these proposed forms of consumption tax.

The United States Income Tax :
The U.S. income tax is not, of course, a "pure” income tax. Income set

aside in qualified retirement plans, or under the limited IRA px:ovisions of

existing law, is not taxed to the employee until Withd:l'an:l. The investment

returns on such savings also are not taxed until withdrawn. ‘These

provisions of existing law require a disciplined program for these savings—

probably more complex and intrusive than necessary_b}xt nonetheless
valuable in a broad sense. For the most part, 5“°h_ REVITED canno;:l be
withdrawn without penalty until the worker reac}‘xes ret1r3me]§t age. ’l;hese
provisions could be substantially simplified and improvec. . v:;ln ST’;’ g s
previsions have resulted in @ substantial volume of savings in the U.5.

i isciplined pattern of
- fo i also by its nature a discip
o L i t earnings reflected in cash surrender value

ing, i : investmen 1 .
:i:lﬁf;; i.:;zzor:g& 1:1;1;1!2 1;101icy proceeds on death are not income. Individuals
’
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and there is ef’fectively i
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ery year

. nts ev
make regular premium payme 0.

built-in penalty for failing t "
Owner-occupied housing, the i_u‘lrgo sod. *
held by most Americans, 18 e 1?as also been carefully craifte.d to serve
isting U.S. income tax g ided health insurap
Our existing : v Employer provi e Bt ce,
other valuable economic g0 ty in surance, and other benefits g)g,

rtant investment aggqq

T
PSS

group-term life insurance, disabili ¢ savings to meet vital needs_
represent, in effect, disciplined forms 0
ge fall upon

ax serves important social goals. The

burdens which might otherwi
an enormous range of activity

Similarly, our existing income t

charitable contributions deduction sup refundable
that reduces the costs and burdens of government- - =Y I‘

: 1 i _tvpe benefits to low 1nc ;
income tax credit provides welfare dip but for whom the economy does not

work to provide for their own nee

rovide sufficient support. ) ) - ._
g All of these other economic and social policy elements _Of our existing
U.S. tax system could, of course, be included in a consumption tax system,
> Thus, for example, the USA

but their efficacy might be drastically aﬁ'ectefl.
Tax allows a charitable contribution deduction. But even under the USA

Tax, will the same incentive to give exist in light of the unlimitfad IRA
deduction opportunity? ‘The wealthy can avoid tax complejtely by saving; the
charitable contribution deduction to them loses much of its force.

government- \

ports

I O
The Armey flat tax allows no mortgage interest deduction and no

charitable contribution deduction. The absence of a mortgage interest
deduction has an important practical result. The wealthy, who can finance
their own home ownership, can still acquire a home but middle class
homeowners and prospective middle class homeowners would clearly be

disadvantaged.
Both the USA Tax and the Armey flat tax would substantially increase

the tax burdens on the middle class. Would this increased tax burden in and
of itself adversely affect home ownership?

This is all untested ground.
The Armey flat tax also would repeal the earned income tax credit.

Furthelr, nonpension fringe benefits would not be deductible in determining
the business level tax and would be includible in income under the individual

level tax. :
. What would be the effect of these Armey flat tax changes? I do not find
it sufficiently reassuring to hear that the economy will grow rapidly so that

to charit?r 'without a c.ileduction; major givers, induced b such tax saving
opportunities as charitable remainder trusts, are veryyimp(;rtai); to the

SHpport s maty major harities. Bven smaller givers take the tax deduction
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into account in making ¢}, -

alth, life, and disability < ble contrita:
he Sablhty T Ntributions, Will employers still provide

really be s ance wi
we y ure that wage | With no deduction for such costs? Can

ing po i evels will ri :
working poor will not need th  rise sufficiently that the low income

* e

presef ib; proSigey help that the earned income tax credit
The Advantage Of A

Tpt.a consumption fazfmtion Tax
proposition that our existing inCOII? g2, to the extent one exists,
without regard to the retiremente tax system discourages s
substantial decline in U.S. householzlnmn}e provisions. There has been a
this has been correlated to some de Favings over the past forty years, and
1 real terms in plant and equipmiffe :O*d:clmn?g U.S. business investment
in savings in the U.S. is caused in SOII-I b [I]t'ls EXEEBERATR B
jncome tax system on savings. o s e e

EE

A consumpti
available for corl)ltslilrln;i?(;r? I;itt::ro:?g; ham'l’ W}?ﬂe o red'IJCi‘ng . aI.DO\}nt
against ariidcayine Tolies conz u(;; 11; t etfutul:e, ehmms'ltes this bias
- el preedl et ot ption tax, en.;her the income saved

; , r consumed, as in the USA Tax, or the

returns on the savings are not taxed, as in the Armey flat tax. The result
under either type of consumption tax is exactly the same—the present value
of the future fund accumulated by saving for later consumption will be
exactly the same as the income available for consumption immediately. That

there is no bias against saving, as there is in an income tax. As a

being so,
result, the amount saved, which is available for future consumption, is
1d be under an income tax system.

substantially higher than it wou
This analysis, however, overlooks an important consideration. Since the
in a perfect world the income tax

income tax is imposed on a broader base,

would be imposed at lower rates to produce the same level of revenue for the

government. But tax rates under our income tax system have not been low
hen the 1986 Act rates

in modern memory, except for the brief period W
remained in effect. * * * [T1he rates under either the USA Tax or the Armey

flat tax would very likely be increased after an initial period of euphoria.

* %k ¥

Comparative Advantage
Against this background,

income tax structure versus a congump

we apply the four customary criteria—eco

A dm'nistrabilit}’-
SlmpllCIty, and adml Ina theoretical world,

Economic E jciency- :
s taf;: is that/it will increase savings a5 COMPALe : a3
a consumption d in which we Jive, however, this advar'ltage is grea y
tax. In the real world 10 qualified retirement

tem as to
moderated by the provisions of the U.S. tax 5¥8 em

rests on the
avings, at least

the relative merit of an
ucture. For this purpose,

nomic efficiency, equity or fairness,

the greatest advantage of
d to an income
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wnership, and income exchlaion
me 0 . d B
sale of a residence, and others),

plans, limited IRAs, life insurance, h;
- : 0 ; . :
Sl el U glaE e the advantage of eliminating some

1d have ) '
A true flat rate tax wou mhong YOars by timing the recOgnlti°n :

bracket arbitrage—both between or avers. * * ¥
of income and deductions, and betwee-n or amonﬁtta:{ai {awy _— likeBut. t}.le
USA Tax has progressive rates, and in any eve f ’ income and a oS wil)
still find ways under a consumption tax to defer ceeleraty

deductions. "

gclvtl?sof the proposed forms of consumption tax Wm;fl;i largely ellm.'inate
the double taxation of corporate earnings, though Py fh_ erent means, The
Armey flat tax simply exempts dividends from the md1v1(.iu-al tax base. T,
USA Tax would allow a shareholder to defer the tax on dividends untj] such

income is consumed pursuant to the unlimited IRA deduction.
My greatest concern in this area is that both the USA Tax apg the |

Armey flat tax tend to remove any incentive for employer-sponsored qualifieq
retirement plans and the comparative advantage of permanent Plan life
insurance versus other forms of: savings. While I believe generally in o free
market, my enthusiasm for free markets is tempered by some degree of
Paternalism, at least to the extent of providing a tax incentive for these
disciplined forms of saving, * * ¥ *

Without employer retirement plans, it is far from clear whether
individual workers will maintain the same disciplined pattern of savings
throughout their working years. There would be no constraints on using
fsavings for consumption at any time prior to retirement except good
judgment, which is not always uniformly exercised in making consumption
versus savings decisions. Similarly, by eliminating the comparative

economics. By abandoning the com i

y parative ad . s
Savings could actually decrease. vantages of these incentives,
beholgg;z%v Equity or fairne_ss, lik.e beauty, is largely in the eyes of the
income 'incluet;lirfg, ;IE::est e(? Cfl(;l S ngtinctively consider it fairer o tax all

o " » dividends, and c¢gni :
Ame . "R apital gains. * % % Most
-y I;:;Zi e:isc; afzel, despite the politica] rhetoric being now spewed out, that
Persons with higher inco :
ursu = " mes at some i

p ant to the ability to Pay rationale of gy existing sy::‘,l:ﬁ s Che

maller percentage of their |
have a higher percentage

11;§ome Flass, the rate structure of 4 con:anm qistribution of burden by
Progressive than that of an income tax Umption tgx must be more

Scanned with CamScanner



—and by a genero T a marrieq cou ine io
burden table "8 Personal allowance—_g5 ple filing jointly, for example
s recently rele ,000 per dependent. Even so,

: ased b
income class of the B e;’ b::?asurgi show disturbing effects by
Arm, Iness level and individual level f1
at

taxes. Whether the 17 percent propeg

standard fieductlon-type family living allowance and personal exemptio
For a family of four, these would provide a threshold for taxati ptions.
Unfortunately, however, the lowest i ; gl ?f-$17’6-0 .

s iy 87 wes n.ommal rate is 19 percent, rising fairly
quickly p.ercent, and then again fairly quickly to 40 percent. These
rates are effectively reduced by the credit for the employee share of payroll
ta?ces—‘I_’.65 percent—but even so the net tax rates are very substantial in the
middle income range. A family of four will pay an effective rate of 32.35
percent on wage and salary income over $41,600. This 32.35 percent USA
Tax tax rate is considerably higher than the 28 percent marginal rate on
such income under present law. Just as in the case of the Armey flat tax,
middle income families who need their income for basic consumption will pay
substantially higher taxes under the USA Tax.

The Armey flat tax has been severely criticized on the ground that
middle class working families save mostly by buying a home and then use
much of their excess savings to assist their children in obtaining a college
education. These investments in "human capital” are ignored under the

Armey flat tax. The USA Tax addresses them by its home mortgage interest
deduction and a token deduction for higher education expenses up to $2,000
per child per year, with a maximum of $8,000 for all children. God help the
Irish and those large families like mine in the younger generati?n!
Finally, there is also a fundamental fairness issue in changing from an

income tax-based system to a consumption tax-based system. Existing U.S.
e investment in tax-paid savings even apart fr?m
owner-occupied

taxpayers have a massiv : : q
qualified retirement plan savings, life insurance savings, an o ehisit
housing. There is a severe degree of unfairness in moving e

1 in i i they are consumed.
taxes these savings again in later life when { . .
The USA Tai attempts to address this 1ssue with exceedingly complex

transition rules. Unfortunately, in their present form, the_y wguld ;101; wm:Alk

and could result in manipulation by the Wealt:i ht'o ‘gl;leir a “:311 iralg:‘;cent
3 trate 18 00

Warren and Marty Ginsburg have demons

Scanned with CamScanner



362 CHAPTER 7. A CONSUMPTION-TYPE INCOME 14, |
ME Tax

papers they have written. The Armey flat tax so far makes i effort ¢,
address this problem. It is far from clear that any workable solution cap be

devised to resolve this transitional unfairness. e .
Simplicity. The existing U.S. income tax system is inordinately compley

for business taxpayers and for individual taxpayers with spegia
circumstances. * * * For the average middle income U.S. taxpayer whoge
principal source of income is wages or salaries, however, the existing 1y g
system is not complicated and in most respects has not fundamentany

changed in the last fifty years. * * * _ L :
Although the theoretical model of a consumption tax might be simpler

in some respects than an income tax, this does not mean, h.owever, that any
consumption tax actually enacted will necessarily be simpler than gy,
current income tax system. While any income tax system presents som, .
problems of income measurement, perhaps a greater source ({f the complexity
of the current system is the large body of rules providing preferentia]
treatment for certain types of income or transactions. The same politica]
considerations that prompted Congress to adopt these rules under the income
tax may lead to the adoption of similar rules under a consumption tax
regime. Therefore, any consumption tax that emerges from the political
process may be no simpler than the current income tax system.

In addition, knowing the abilities of this group, I am sure we will have
the same arguments as to the definition of consumption, and the timing of
consumption that we presently have as to the definition and timing of
income. _

In my view, the goal of simplification could be achieved through reform
of the income tax system without replacing the current system with a
consumption tax. In short, the choice between an income and consumption
tax should probably be made on the basis of fairness or efficiency rather than

simplicity.
Administrability. Administrability depends upon the relative underlying

complexity of the system as enacted by, and frequently changed by, Congress.
There is no basis for claiming that either the USA Tax or the Flat Tax—as
they are likely to. be enacted by Congress to serve various interstitial
economic and social objectives—will be any simpler to administer than the
existing U.S. income tax system.

In several respects, a consumption tax would be more difficult to
administer. Withholding the appropriate amount from wages would be more
challenging, because the taxpayer's ultimate tax liability would depend on
whether the taxpayer uses the wages for consumption or investment.
Increased information reporting might be required for transactions involving

_m. Mr. Nolan is probably referring to Alvin C. Warren, Jr., The Proposal for an "Unlimited

.é"avmgs A{Iow;nce, S68 TAX NOTEs 1103 (1995), and Martin D, Ginsburg, Life Under a Persondl

onsumption lax: Some Thoughts on Workin , Saving, and et y ite Tax
World, 48 NATLTAX 1. 585 (1995). (Eds) <" _o"suming in Nunn-Domenici
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Joans and investment assetg
» Decause the taxability of these amounts would

depend on the use of ¢},
€ Proceeqg, It might even be .
come necessary to

ithhold on the proceeq
e S of these tran i i vested
Sactions, if not reinvested.

ave,
i It works reasonably well. We should not

3 €Xperi x
will be economically mope iffi:il:it Mtgout much more assurance that it
» 8nd at least as fair, simple, and
k] L)

administrable as the pPresent syster,

Simplification Notes and Questions

have seen, beginning wi s
we ! s ghWIth Professor Andrews' vision in subchapter B of
taxing ple cash flow basis," proponents of consumption-type tax
Is speak of simplificati : & o
proposa : plification as g major advantage. Even many
opponents ?f consumption-type taxation, such as the drafters of Treasury I
(excerpted in SUbCh_aPt?I‘ C), concede that, once fully implemented, "a tax on
persorfal consumption is simpler in many respects than an income tax."
Hall .& Rabus._hka make perhaps the most expansive claims of
simplification, as.sertlng that every taxpayer, including General Motors, could
file a postcard-sized return. Do you think this is possible?

68. Is the primary problem in achieving considerable improvements in
simplicity that even an ideal system would have to be fairly complicated?
For example, are you confident in the assertions of Hall & Rabushka that
their system is "airtight,” and that their business tax returns could be
postcard-sized because "[e]very line on the form is a well-defined number
obtained directly from the business's accounting records"? Or is Mr. Nolan
correct that "we will have the same arguments as to the definition of
consumption, and the timing of consumption that we presently have as to the

definition and timing of income"?
he full presentation of Hall & Rabushka reveals

some complications that are not apparent in the excer plad portighis of theli;
book. For example, they advise that "[blusiness meals in restf‘;\urants‘ ::::h
be fully deductible.”” We have learned from decades of.expenencer Vlklrl samz
income tax law that "business meal" is not a self-defining term. ‘1he

‘sions drawing the line between
compl tutory and regulatory provisi -
busiﬁees}; :;3 per:gnal meals would be necessary under the consumption-type

tax.

69. Examination of t

" R E. HALL & ALVIN RABUSHKA, THE FLAT Tax 106 (2d ed. 1993).
n. ROBERT E.
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sing in the advice Hall & Rabushka gy, N

Similarly, simplicity is mis

a travelling saleswoman: ) 5 the business
ndivi 1 file Form 2,

All self-employed individuals wil 1 otheF |piness expenstaesx-

el an
form, where they can deduct trav =
To take advantage of the personal allowance, you will want to pay

yourself a salary of at least $16,500 i'f you arg m:;n;j;ml?ieport
this amount along with your husband'’s ’earmng;s said , the
individual wage tax. In this way you .WIH be able to ; elluc your
legitimate business expenses and receive the personal allowance,
You will need to keep records to document your income ang

expenses.’ . A4
The proposed tax treatment entails the artificiality—generally limiteq o

closely held C corporations under present law—of this saleswoxﬂnan. Paying
herself a salary. She is advised that she can defdu_ct her. legitimage»
expenses—but much complexity is entailed in estabhshlng‘ which €Xpenses
of a traveling saleswoman are deemed "legitimate," even if there were no
concern about fraud. And, of course, Hall & Rabushka recognize the dangey
of fraud—and thus advise the taxpayer that she is to keep complete records,
even though they would not have her reveal the details of those records ip
her postcard tax return.

Indeed, many of the most difficult questions of current law involye
distinguishing business expenses from consumption. In addition to meals
and travelling expenses, this issue is raised by expenditures for
entertainment, gifts, uniforms, "hobby farms,” personal computers,
automobile expense, education, "home offices,” and club memberships, among
others. The complexity of classifying these expenditures would remain. As

Professor Andrews observed, "ordinary, current deductions, business and
personal, would be essentially unaffected by the shift to a pure consumption-

70. It is always simpler to describe an idea in generalities than to work
out all the concrete details. Dr. Penner argues that the proposals of
Armey/Hall & Rabushka and others "have not been worked out in the same

excruciating detail as has Nunn-Domenici. That gives them the appearance

oi'F‘ bein,fg much simpler." The same observation could be made of academic
discussion of consumption taxation.

implification problem is that no
d out in "e

; . : . Xcruciating detail"—will be enacted
intact. It is almost Inconceivable that Sweeping tax changes of the type

0. /d. at 116-17, —
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many members of Congregg 365

and t},
of many experts. My e Admip; i
. - Nolan Stration . .
present 1n‘come tax law tq - And othepg cautio;la:d ifhe conﬂlctmg N
The income tax coy) d . gainst comparing the
allowed to put together a gy, Pion-type proposal.

72. The important isgye of «:

to keep records, fil
, 11le reports, and get
Part of these o % R NS

anacions o g’ P e T
criterion of transaction costs, the consumption base is best because it al e
ficas b a taxabl.e year as sufficient to itself. There is no neeicil ofr'tl::
depreciation, keeping track of basis, adjustments for inflation th

concepts that tie one year to another.™ or other
Mr. Nolan argues that present law "is inordinately complex for business
taxpayers and for individual taxpayers with special circumstances," but is
"not complicated” for most middle-income taxpayers. Is that a sufficient goal
for simplicity, even if the Internal Revenue Code remains difficult to

comprehend?

to questions about taxes.

73. Professor Clifton Fleming devoted a 1995 article to evaluating
leading consumption-type proposals in terms of simplicity, coming to the
conclusion that "the devil is in the details.” He concluded his article with
the following paragraphs, which draw an ominous parallel to the adoption of
the income tax in 1913:

A persistent theme of this article has been that the political
o deliver a much more complicated

process is quite likely t .
consumption tax package than initially seems possible when one
T and the consumed income

reads textbook descriptions of the VA : !
tax. Consumption tax advocates will probably view this as unduly

pessimistic, and they may be correct. However, it is useful to

p. Boyd Kimball Dyer The Relative Fairness of the Consumption and Accretion Tax Bases,

1978 UTaAH L. REV. 457, 483.
q. /d. certain Simplification (Complexification?)

' ing, Jr., Scoping Out the Un e
Eﬁectsr'. o} 2172?}; }an,::f Consumed Income Taxes, 2 FLA. TAX REV. 390, 441 (1995)
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ood optimisticall}’ poised tg

ica st : ‘:
recall that in 1913, when }ﬁmlgf:use Ways and Means Committee l

adopt a new tax system, t
said:

366 CHAPTER 7.

ental purposes to
b]e Govem m 1].
i many valua . o do so can we
In view of the citizens required t Taudn Badk
be subserved, those ing some one day

afford to devote a brief ti;,ne!imr;onal return of income for

ing out 0! & i complaint
Yle:' ;:ei;hi;n tg;latgion. This is done Wltho::ty ta}flaws
i tion of all the general prop lieved
under the opera it is therefore believed,

f the States. All good citizens, b i, 1
:vill willingly and cheerfully support a:ge:‘izt:;wre o \l
the fairest and cheapest of all taxes, 1n O

justable i
the largest extent equality of tax burt:lens.,{lant.nai(;{_‘};:1 -
system of revenue, and in all respects a mode

e, - i burdens that would
These confident predictions of compliance

involve no more than a brief period of time on a single day and of
warm public support for the income tax now seem laughable. Tl}&

1913 income tax proponents, being merely human, coul.d not begin |
to foresee the complexities that would emerge over time from a i
system that appeared so promising at the outset. Likewise, @5
unimagined and extensive complications may be lurking in the '
VAT and the consumed income tax, particularly in the latter, that
will make this article’s complexity speculations seem naively
understated. As our experience with the income tax shows, U.S.
tax systems have a way of coming to reflect thoroughly the
intricacy of our society and its economy.*

Transition problems

'?4. As we have seen, there are many arguments for and against the
adoption of a consumption-type tax. If we concluded that the consumption-

simplification
en fully implemented. But there are
din a change so massive as moving
type system. Even if a consumption-type
ent law once in operation, the transition

assuming a consumption-type tax had be
many transition issues to be considere
from present law to 4 consumption-
system might be simpler than preg
problems are of daunting complexi

t
ty." Dr. Penner_noted that the drafters of
271. HR. Rep. No. 5 63d Cong., | t e
: 2 . S :
8. Fleming, supra note r, at 44g2*43s_ =8, U8y, TCprinted in 1939.] C.B. (Part 2) 1, 3.

t. In this connection, rec
; 4 » fecall Professor McC )
economists agree we w : cCaffery's obseryation ; '
detriment "foga whil “ould l.l]t'matel be better off under o ol subchapter D that while
te"—which varjgyg €conomists s d consumption tax, we would suffer 2

ated could last from four or five years
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75. Perhaps the ,
most j
is the treatment of previ, Important

usly-tax
taxpayer, Alex Bell, purchasing mzd ESsets. Consider the simple case of a
in a future year for $6 0g s

t -
USA system would tax the entjre he time of purchase; when Alex sold, the

BE1t suppose Alex purchased under present law—and thus got no
deduction f?r the purchase price—and sold after adoption of the USA
sysi.;em-—whlch, ab_sent some sort of transition rule, would require tax on the
entire $6,000 received. This would result in an unfair double tax—a extra

tax from changing the tax system that neither system alone would have
imposed.

76. The most obvious transition rule would allow taxpayers to keep
their basis in assets purchased pre-transition. On post-transition sale of such
assets, taxpayers would not be taxed on the entire sales proceeds, but only
to the extent the sales proceeds exceeded basis. What is the problem with
this approach, according to Dr. Penner?

77. Dr. Penner explains that Nunn-Domenici allows people of modest
wealth ($50,000 or less) to deduct their basis in pre-transition assets' over a
short period, perhaps three years. Having been allowgd to deduct t]ilelr basis,
they then would have a zero basis, and have effectively (and fairly) been

converted to the new system.

- For those Wlth m ] ] : ‘

d assets (with income
. ayer could sell ol .

Shets :flssets. & vi;zlt:gte:;xzh;(t amount realized exg;ie: :tzills)), ';1?1(;
recognized only to th a full deduction under .the new : Zt-transition
P BB aEats.(n ent enormous revenue 11 the early po

would cost the governm

years.
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USA solution was to allow use of olg
the vestments in the same year; th,
ption in excess of income,"

Thus, Dr. Penner explainec_l, :
basis, but not to taxpayers making new :;n
basis could be used "only to finance cons
_Domenici/USA solution to the i
ng incentive. The propop entg

79. Unfortunately, the Nunn
tives to invest, but the mogt

i WTO
transition basis problem may provide the

ive incen
of consumption-type taxes want to giv "
favog'a;]en?a);: trea)trslp;xent for wealthy owners of pre-transition property Woulg

g0 to taxpayers who liquidated investments in order to engage in larg(-:-..s,(,&,‘le

consumption. ) .
Another problem is that the system could be manipulated, according ¢,

Professor Martin Ginsburg: "[E]veryone decently wef‘:llthy Wi-ll be a net saver
in some (perhaps odd-numbered) years and a net dls'saver in other yearg "
The reason for this, Professor Ginsburg explained, is that if the wealthy

taxpayers show net savings in every year, they can never recoup their pre.
transition basis. But by arranging their affairs to show net dlSS&Vlngs in

Some years, they will be allowed to deduct their pre-transition basisg,

80. The drafters (primarily Deputy Assistant Secretary David Bradforq)
of Blueprints for Basic Tax Reform, an influential 1977 Treasury study,
discussed various solutions to the transition problem should a consumption.
type tax be adopted. Their recommended approach would have required,

year Penoc?, paying the higher liability each year.® For these taxpayers, the
fgomxsed simplicity of consumption-type taxation would be absent for at least
years.

g thl. The complexity in'V(-)lved in Providing comprehensijve transitioﬁ
e ;;oseov(::n?:s ?tf gr:-tranmtlon Property led Professor Michael Graetz to
Y imited transitional reljef for elder]
. ., . y tax a
f;-:;nlzgly using pre-transition assets during retirement ‘E’) KEI;Z gzougozldtﬁz
» Lhere seems to be g trade-off between simplicity anq fairnegs i

; Proponents of value added
re" transition problems,
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83. The Proposals o iung;tio;;
designed to tax consump;. o0 Hall & g,
; USA are

Alliance USA follows the rq avoid the "double tax on savings."
g8.

e 3 ute sy
B—individuals are alloweq g decﬁJgfts;:;e:1:b Y Professor Andrews in subchapter

taxed on 5 : " Ar
a(:ienvested) Is:z: " T’Oceeds of Savings ra:a"t‘_’ngf N “savings assets,” and

: ' Test, divide Sets (unless the
proceeds are

: . nds an
included in the tax base. The USAd Other returns on investment are

by individuals not engaged in bys;i
returns. The individug] tax base ig I;
salaries, and pensions (whep received)

Both Nolan 2
0 and Penner describe these forms of taxation as economically

ivalent. . L
eg:;:‘al(la;l thzhjrfl’:x:n/,}lll;lwever’ '8 radically different. Dr. Penner states that,
ghﬂe the’ Nunn-D h : l & Rabushka Proposal taxes income when earned,
w omenici/USA proposal taxes it when it is spent.

84. The econ.omic equivalence of the two proposals is in terms of
pre.sent va'lue, 'I_‘Ius can be demonstrated by the two systems' methods of
taxing capital gain. Assume that a taxpayer purchases a stock for $100 in
Year One, and sells the stock in Year Two for $110 (and uses the sales
proceeds for consumption). Assume also that this 10 percent annual
appreciation exactly equals the prevailing rate of return in financial markets.

Hall & Rabushka use a very simple approach. They allow no deduction
for the purchase; they levy no tax upon sale. Individuals are not taxed on
income from property under the Hall & Rabushka system.

Under the USA approach, the taxpayer would be allowed a deduction of
$100 in Year One, and would be taxed on the entire $110 sales proceeds in
Year Two. Observe that when we apply a 10 percent discount rate, 110 Year
Two dollars have a present value equal to 100 Year One dollars. Assuming
a constant tax rate—say 20 percent—the $22 tax Fn Y'ear Twa dallars woulkd
have a discounted value equal to the $20 tax saving in Year One dollars.

i 1d levy a tax that is
in this example,-the two tax systems wou
o oo i I: value. The USA system taxes an extra $10, but

equal in terms of presen axing $100.

this is offset by the fact that it delays for one year t
Iso be present if, in the preceding fexample, :
y the property for income resulting from
er purchased a $100 one-year bond
ket rate of 10 percent. One year
rincipal, all of which was

85. The equivalence would 2

we substituted income produced btax .
appreciation in value. Suppose the taxp

in Year One, which paid the prev ?ﬂingt?ﬁlrs $100 p
later, the taxpayer received $10 intere

Spent on consumption.
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and levy no tax.

duct‘ion! : i
Hall & Rabushka would grant n° . Year One, resulting in a g2 ta

USA would grant a $100 cleduct;ifmt,:lﬂ.;‘1 In Year Two, USA woulg
ate). f using the bond redemptim1

: . t tax T
saving (assuming a 20 percent ' Mg .
$110—the interest plus thff dlsia;lztg; 10 percent, the resulting tax $22’
proceeds for consumption. Discoun ie $20 of tax savings one year earligy

would be equal in present value to t

. initially appear that th

i two notes, it may . . ¢
gl Ino.g;e;;;e‘éii“;f all, in present value tflm:;]: eégze “I;H’Gat“-ly
.c;’:gjﬁz; ; ]_110 When and how is the tax paid unt:; ayer eamtmedi'$50nd3r
the Hall & Rabushka proposal? (Hint: Assume the taxp 5 000
e Ha abushka p 9 900, and invested the remaining $100,)

in Year One, but consumed only $4

87. Hall & Rabushka claim major simplicity advantages for the;,
approach. What is the basis for their claim?

88. Do you agree that the two approaches are in fact 1e(:tmomicall;,r
equivalent? Equivalence may depend upon whether i ua‘t © f‘r(.)m &
macroeconomic point of view, or from the vantage point of individyg
taxpayers. Compare two taxpayers, Gladstone Gander and Donald Duck,
each of whom earns the same amount, and each of whom, on the same day,
invests $10,000 to purchase common stock. At the time of purchase, the
equivalence of market value of the two stocks means that the future expected
(by the market) returns of both investments, discounted to present value,
equals $10,000. The two investments do not in fact provide the same
returns, of course. Gladstone is more skilled, or luckier, in his stock
selection.. Gladstone's stock, the next Wal-Mart, earns ongoing returns
greatly in excess of the expected return, and Gladstone uses these handsome
dividends, and ultimately a large capital gain, to increase his standard of
living. The company in which Donald invests goes bankrupt; Donald loses
the principal amount of his investment, and gets no return whatever.

How would first, Hall & Rabushka, and second, USA, treat these two
taxpayers? Which approach is more appropriate? (Assume that from all
investors taken as a group the government gets the same overall revenue,

discounted to present value, from either approach.)
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of art, precious metgq]g nonfmcc'me-produc-

» and jewels) g assets (for example, works

occupied housing g g; ¥ i
g dlScusSgd below,) The IMportant category of owner-

91. Consistent with :
Picasso painting, t}l:e ggz ::; approach on taxing the gain on sale of the
would continye present law by taxing capital

gain on owner-occupied housing ( 1
. . assuming the proceed '
: h 8 were not rein
either in a replacement residence or in "savings assets") g

Hall & Rabushkg would not tax an owner-occupier's gain. What is the

justification offered by Hall & _ :
scenipied liousing? Rabushka for not taxing the gain on owner-

Which approach do you find more justifiable?

Progressivity and vertical equity

92. A major concern about any form of consumption tax is that it will
be perceived as (or in fact will be) unfair to lower-income taxpayers, by
comparison to our present income tax. This perceived (or real) unfairness
tends to occur because lower-income people spend a larger portion of their
income on consumption. How does Nunn-Domenici/U SA address these
concerns? Is Dr. Penner convinced that the plan achieves vertical equity?

93. The USA proposal envisions a progressive rate structure, and the
system is made more progressive by its treatment of Social Security taxes.
Employers are granted a full credit for Social Security taxes, and employees
a credit that is phased out as income rises. In effect, Social Security taxes
are folded into the proposed USA tax, except for high-income employees.
Merely ending Social Security taxes would increase progressivity, beca.use
Social Security taxes, disregarding benefits, are somewhgt regressive.
(Looking at Social Security taxes in isolation t.akes a narrow view; the S(‘)c1a1
Security system of income and benefits combined is markedly prf)gr(?851ve.)
USA goes even further, by maintaining the tax only for high-income

e - -
mplzyzf; Jer approach might have been simply to ellmma.te the separate
Social Secﬁrity taxes altogether, and address the desired degree of
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Why, according o Dr. Penner, was thjg
ary tax. *

progressivity in the prim

approach not taken? L
consumpt;

dos that s VAT ywouic 1 Ption

kxlm‘gi‘i tghey term a VAT "unfair because it i

al, vity to be necessary to a fair tax (5,

Four), how do Hall & Rabushy,

at rate tax?

94. Hall & Rabushka ac
more simply than their pf-opos \
not progressive." Assuming _Pl"’z‘%'lr1 ess:er
issue considered at Iength. in C !i‘-P gal
address equity concerns while employl

sinesses
Eﬁ%ci);.n ?I‘I;le general approach of both A‘rmenygu ‘:‘ I:'lagfh}::cﬁzg N}mn.
Domenici/USA is that a business can claim a deduc ;0 _ Spwm i es rom
other businesses, on the assumption that the ot_:her -usmetsax . s 11?&5fmg
the business-level tax. (Under both systems, the business is not limiteq

to corporations, as it is under present law.) '

I"I‘phe two proposals take differing approaches with respect to Payments
and salaries, with Hall & Rabushka, but not USA, allowing 5
’ ction for the services of an outside

of an employee

of wages
deduction. (USA would allow a dedu

accounting firm, for example, but not for the services
accountant.) What is the theory of each approach?

96. Perhaps the most striking change in business taxation is that
neither proposal would allow a deduction for interest, even if paid to another
business. Interest and dividends would be treated identically. .

97. Consider first the Hall & Rabushka proposal with respect to
interest. What is the justification for reversing present law, which generally
allows a deduction for interest paid and taxes the recipient, and moving to
a no-deduction/no-inclusion model? Business interest, after all, is a business
expense. Hall & Rabushka recognize that they may be taxing businesses
that are not profitable, but argue that their "business tax is not a profit tax."
Would businesses that borrow be hurt? How would Hall & Rabushka deal

with existing debt?

98. The USA proposal does not allow the business any deduction for
interest (or dividends) paid. Businesses that receive interest need not take
it into income, but individual recipients of interest are taxed. What is the
justification for denying an interest deduction to a business debtor if the
individual creditor is taxed?

99, Pr. Penner points out that the USA business tax is designed to be
border adjuste'fi, but that under current GATT rules, the Armey/Hall &
Rabushka business tax could not be border adjusted because it allows
- deduction of wages. As Dr. Penner notes, the economic importance of border
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adjustment is debatahle but it j

‘ . v O 18 desir :

jnvolved in border adjustment are the sea?nt;yu?lg:in: acg busini.ss. t"l‘he issues
nsumption-type tax as

ander a European-style VAT, o, .
gee Chapter Six, Notes #16-54. d are discussed extensively in Chapter Six.

Effect on saving and borrowing
100. A major objecti
stimulate saving and i:i:::;:e ool consumption-type tax proposals is to
yet Mr. Nolan expresses co“;nent, by removing the "double tax on savings."
i e abandoning present law might actually

.

undercut saving incentives. Why? Dq you share his concern?

. Alternati
'blftlable ::: tI::)tlvely, th‘“f problem might be a revenue shortfall
attl"l . much saving, at least initially. Hall & Rabushka base
their .conclusmn of revenue neutrality on figures fro.m a past year (;99‘;) :(Zt
a major purpose of moving to a consumption tax is to encou:age a char;ge in
taxpayer behavior, leading to increased saving and investment. Hall &
RabﬂShka_‘ state that they anticipate "a burst of investment wh.ich might
temporarlly" depress flat-rate revenue because of the ,expensing of
investment.” They argue that the adverse effect on revenues would be
temporary, because increased investment would result in economic growth

and thus increased revenues.
Mr. Nolan, on the other hand, fears that under any consumption-type

tax, "[wle will be taki.ng one huge fiscal gamble that the sought-after greater
inducements to saving will produce an increase in investment capital
sufficient to yield larger or even equal revenues from a narrower tax base.”

Would you expect higher or lower revenues?

102. The theory of the USA tax should require borrowed funds to be
taxed in the year of borrowing. Why? Why does Nunn-Domenici/USA not
fully follow the theoretically correct approach? What approach is taken
instead? What problems arise from the approach taken?

Hall & Rabushka would end the

charitable contribution deduction, but suggest that any drop in contributions
are unlikely to be significant in amount or permanent. They note that of

$117 billion contributed in 1991, only $61 billion was deducted "on personal
tax returns.” (The size of corporate deductions, which also would be ended,
is not mentioned.) Nunn-Domenici/USA allows a deduction, but Mr. Nolan
questions the importance of the deduction under_' a tax sy§tem that would
allew a potential donor the same deduction for simply calling a broker and

buying stock.

103. Charitable contributions.

Do you think adoption of a consumption-type tax would un:dermine
charitable giving? Would that be 2 reason to oppose adoption of a
consumption-type tax?

Scanned with CamScanner



TION-TYPE INCOME T
NSUMP ___\Ax

CHAPTER 7.
adopt some form o

nited States
uld t;hfncljme tax? If so, what form? Why)

374

104. In conclusion: Sho

consumption-type tax to replace th
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