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Introduction

Alan J. Auerbach and Kevin A. Hassett

To tax and to please, no more than to love and be wise, is not given
to men. 

—Edmund Burke (1774)

As we write this introduction, President George W. Bush has moved tax
reform closer to political center stage than at any time since the Tax
Reform Act of 1986. While political forces wax and wane, academic
efforts tend to be far steadier. Researchers have spent the period between
political debates expanding our knowledge of the possibilities and limita-
tions of tax reform. With the issue on the political back-burner, however,
a good portion of this work has yet to meet the public eye.

With this in mind, we invited nine of the leading U.S. tax policy schol-
ars to gather at an informal conference in Washington, D.C. We asked each
participant to prepare an article for the meeting that characterized his own
views on tax reform. These views—reflecting the latest developments in
the academic literature—were to be presented in a manner that would be
easily accessible to the general public. This book collects these papers into
a single volume. 

In addition, although the conversations at the conference were off the
record, copious notes were taken of participants’ observations during the
day. As much of the value of such meetings lies in the identification of areas
of consensus and dispute, we have included a final chapter that provides,
without attribution, highlights of the discussion, along with a brief overview
of the literature that provided the backdrop for the participants’ papers.



Why Tax Reform?

As soon as one accepts the self-evident proposition that individual wel-
fare can be improved by government, the necessity of financing govern-
ment becomes apparent. Conditional on a given level of government
spending, the tax-design problem is conceptually simple, at least in its
objectives. Government should seek to raise sufficient funds to finance
the desired level of spending in a manner that does the least amount of
damage possible, while distributing the tax burden equitably.

Damage from a tax can take many different forms. It is generally true
that a tax on a specific activity or product discourages the targeted activ-
ity or use of the product. If apples are taxed more heavily than oranges,
consumers will demand more oranges and fewer apples. If corporate
activity is taxed more heavily in this country than elsewhere, activity may
migrate away from, or fail to be attracted to, the United States. If the
return on savings is taxed, individuals may decide to consume a higher
share of their income, and this may reduce investment and growth. Taxes
applied to a broad base, with low and reasonably uniform rates, keep dis-
tortions low and facilitate administration and compliance. Beyond having
a broad base, though, achieving low tax rates typically means reducing
the system’s progressivity.

This tension between equity and economic efficiency can create a
dilemma for those seeking to design an optimal tax system. On the one
hand, if every individual faces the same low tax rate, then a highly effi-
cient outcome may be possible. On the other hand, some may view such
a distribution of tax burdens as undesirable, since it places the same tax
rate on the very poor and the very rich. Differences in informed opinion
about the advisability of various tax reforms often emerge because of dif-
fering opinions concerning the appropriate weights to place on efficiency
and equity.

Although opinions differ in many other dimensions as well, it is a use-
ful simplification to say that the tax-reform community has camps that are
divided between two issues. In the first issue, some argue that marginal tax
rates should be progressive, increasing along with incomes, while others
believe that the equity benefit from significantly graduated rates is not
worth the cost in efficiency and, accordingly, advocate a relatively flat rate
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structure. In the second, some hold that income is the best base for taxa-
tion, while others think the base should be consumption. These differing
views are fleshed out in detail in the chapters that follow, and the relevant
tradeoffs made vividly clear.

If the tax code had evolved over time to some platonic ideal—a
broad-based, simple tax with low rates determined by a consensus about
the appropriate tradeoff between equity and efficiency—then talk of tax
reform would be rare. Against this backdrop, it is productive to take stock
of the current state of the tax code. Even a cursory analysis reveals that it
is significantly flawed and, conceptually at least, ripe for reform.

Figure 1 provides a handy shorthand description of the income tax in
the United States. It plots the marginal tax rate on income for a hypo-
thetical family with two children and two workers for 2004. While a pro-
gressive might argue that the rate structure should be upward sloping,
and an advocate of a proportional tax might argue that the rate should not
rise with income, we are unaware of a coherent philosophical worldview
consistent with the crazy quilt of blips that is the current rate structure.
Tax experts across the political spectrum concede that such a chart doc-
uments a sharp departure from rational policy. 

Accordingly, tax reform is widely viewed as desirable, at least hypo-
thetically. As will be clear in the chapters that follow, however, the con-
sensus on this is less impressive than one might suspect. Before one gets
too enthusiastic about the wonders that will be accomplished by a sweep-
ing reform, one must understand the forces that produced the grotesque
skyline of marginal tax rates in the current code. If powerful political
forces will simply move the system back to the current set of rates after
reform, then perhaps the reform is not worth the effort. Such an analysis
is certainly supported by recent experience. Figure 2 compares the sky-
line chart for 2004 to the same chart for 1988, just after the last sweep-
ing tax reform of 1986. The relatively simple and elegant code of 1988
presents a striking contrast to the 2004 chart. 

This pattern was confirmed more formally in our paper (Auerbach
and Hassett 2002), in which we proposed a new measure of horizontal
inequality. A broad-based and low-rate structure will invariably treat 
individuals in similar circumstances similarly. However, a tax code filled
with special provisions and loopholes will result in individuals in similar
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FIGURE 2
MARGINAL TAX RATES FOR 1988 AND 2004

SOURCE: Authors’ calculations.

FIGURE 1
MARGINAL TAX RATES FOR 2004

SOURCE: Authors’ calculations.
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circumstances paying markedly different taxes. That is, the tax code will
contain more “horizontal inequality.” We found some evidence that the
amount of horizontal inequality in the tax code increased after the 1986
reform.

Apparently, much of the base-broadening and tax-rate reduction that
was accomplished in 1986 has been lost. Would the same happen again
after the next tax reform? What steps might be taken to ensure that it 
does not?

What Might Reform Achieve?

The debate about the appropriate target for taxation by government dates
back many centuries. As early as 1651, Thomas Hobbes argued that gov-
ernment should tax consumption and not wages,

Which considered, the equality of imposition consisteth rather
in the equality of that which is consumed, than of the riches of
the persons that consume the same. For what reason is there
that he which laboureth much and, sparing the fruits of his
labour, consumeth little should be more charged than he that,
living idly, getteth little and spendeth all he gets; seeing the
one hath no more protection from the Commonwealth than
the other? But when the impositions are laid upon those things
which men consume, every man payeth equally for what he
useth; nor is the Commonwealth defrauded by the luxurious
waste of private men.

As will be made evident in the chapters that follow, the distinction
between a consumption tax and an income tax is at times quite subtle.
However, the chief difference is that an income tax, at least to some
extent, taxes the return on savings and investment, whereas a consump-
tion tax does not. 

Research concerning the economic effects of a tax reform that moves
in the direction of a consumption tax exploded in the 1970s and ’80s and
has continued to this day. A key early and striking result was provided
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independently by Kenneth Judd (1985) and Christophe Chamley (1986),
who demonstrated that, in the long run, an efficient tax system must not
tax capital income.

The intuition of their result is quite straightforward. Recall that an
efficient tax system will cause individuals to change their behavior as lit-
tle as possible. A huge tax on apples and a small tax on oranges would
cause an enormous shift away from apples and toward oranges. A small
uniform tax on both would not. Think of consumption today as being
represented by apples and consumption ten years from now as oranges.
If you give up an apple today, you get a number of oranges ten years from
now that depends on the interest you got on the money you saved by not
eating the apple. At 10 percent interest, a dollar saved today becomes
$2.60 ten years from now. If we tax that interest at 50 percent, a dollar
saved today only yields $1.63 ten years from now. Clearly, tax on that
interest can have a very large effect on how much money you have ten
years from now, a very big effect on the rate at which you can trade apples
today for oranges tomorrow. Indeed, this distortion grows bigger and 
bigger over time because of compounding. One dollar saved today pro-
duces $17.45 thirty years from now at 10 percent interest. If the interest
is taxed at 50 percent, then a dollar saved yields only $4.32 over the same
time period. Since it is not efficient for the tax system to create dramatic
changes in the relative prices, it cannot be efficient to rely on a device that
produces a distortion that worsens steadily over time. This is why a con-
sumption tax has been found to be optimal.

While a consumption tax is therefore more efficient than a compre-
hensive income tax, according to the analyses of Judd and Chamley, their
results rely on assumptions that are quite restrictive. Moreover, even if a
consumption tax is more efficient than an income tax, it is not necessar-
ily the case that the efficiency cost of relying on an income tax is high.
Numerous researchers have labored to construct economic models of
ever-increasing sophistication to allow them to predict the impact on the
American economy of a wholesale change to a consumption tax. They
have at times found that the gain from a switch to a consumption tax may
be enormous. For example, Summers wrote in 1981, “The results suggest
that the elimination of capital income taxation would have very substan-
tial economic effects. For example, a complete shift to consumption 
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taxation might raise steady-state output by as much as 18 percent and
consumption by 16 percent.” These large gains occur because an income
tax discourages capital formation, and the increase in capital formation
leads to a higher level of economic growth for some length of time.

While these and other results are quite impressive, a number of stud-
ies have documented significant uncertainty concerning the exact size of
the benefit and credited the gains to other things. The uncertainty arises
because modelers need to make assumptions about many behavioral
characteristics of firms and workers, and often these assumptions must
allow for a wide range of possible behaviors, given existing empirical evi-
dence. A symposium on fundamental tax reform held by the U.S.
Congress Joint Committee of Taxation in 1997 provides a useful review
of the types of disagreements the literature has produced. A wide variety
of models and assumptions was considered by the authors at the sympo-
sium. While those that produced the largest effects confirmed Summers’s
results, others found much smaller effects. The consensus was that,
although the impact on the economy of a switch to a consumption tax
would be positive, various income-tax reforms might also prove benefi-
cial. For example, the mortgage interest deduction imposes a sharp eco-
nomic distortion. An income tax that omitted this deduction would be
significantly more efficient as well. 

Distributional Issues

Even if output and consumption increase in response to a consumption
tax, it is possible that tax burdens will shift in a manner that is undesirable
from the perspective of distributional equity. Indeed, this view is a primary
motivation for many tax-reform design developments. For example, under
a value-added tax (VAT)—one pure form of a consumption tax—a firm
pays tax on the difference between its total revenue and the cash it has paid
to other businesses. Firms are not allowed to deduct wages paid before cal-
culating their tax. Hall and Rabushka (1995) noted that one could repro-
duce many of the desirable economic benefits of a VAT with a few slight
modifications, and allow for the tax to continue serving a redistributive
role. Their “flat tax” allows firms to deduct wages before calculating their
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tax, but workers must pay tax on the wages that they receive at the same
rate faced by the corporation. However, workers with low incomes are
excluded from the wage tax, a progressive step from a pure VAT.

David Bradford took this logic one step further in the development of
his X tax—-which he describes in more detail in his chapter in this vol-
ume. He, too, passed the responsibility for paying taxes on wages on to
the workers, and then taxed their wages at a number of different rates. In
principle, such an approach could allow for any possible level of redistri-
bution, substantially weakening the logical basis of opposition to a con-
sumption tax on social-justice grounds.

Of course, such an approach might throw the baby out with the bath-
water. Since graduated tax rates force some citizens to face significantly
higher rates than others, and some households to face rates that change
considerably over their lifetimes, it might be that a progressive consump-
tion tax relinquishes many of the desirable efficiency characteristics of the
consumption tax.

These issues were explored in great detail in a recent paper by Altig et
al. (2001). They expanded a model that has been often relied upon in the
past to allow them to estimate the impact of tax reform on individuals in
twelve different income classes. Some tax reforms, notably the flat tax,
increased overall long-run welfare at the expense of the poor, but the X tax
was found not only to increase aggregate long-run consumption by 7.5 per-
cent, but also to increase long-run welfare for individuals in every income
class. Thus, the latest research suggests it is possible to reproduce the pos-
itive benefits of consumption-tax reform in a manner that should be unob-
jectionable from the redistributive perspective. But the apparent long-run
benefits of a carefully crafted system leave very complex transition issues
still to be addressed.

Getting There from Here

This brief review reveals why the issue of tax reform demands the atten-
tion of so many of our top scholars. The potential gains from reform are,
in theory, remarkable. But can such gains be accomplished in the real
world? Or are politically popular measures such as the mortgage interest
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deduction so far off-limits that discussion of such reform will forever be
a purely academic affair? 

Matters are complicated by the fact that no empirical study exists to
date of the long-run performance of a country that has adopted a pure
consumption tax as its primary source of revenue. Thus, there is no hard
practical experience to draw on to allow us to evaluate competing claims
about the economic effect of tax reform. Is the evidence from the models
so convincing that it is advisable to take the leap? Can politicians avoid
introducing complexity to a new tax system? Can policymakers tax and
please?

These and other questions are addressed in the chapters that follow.

INTRODUCTION  9
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1

A Tax System for the 
Twenty-first Century

David F. Bradford

I. Introduction

When I was invited to contribute this chapter I was asked to organize my
thoughts based on a review of my previous work. The gathering of
thoughts brings with it a risk of fresh errors. With that risk in mind, I
have a variation on past writings to offer in this essay.1

In 1976, I experienced a total immersion course in the U.S. income
tax system when, in the company of the superb Treasury Department tax
policy staff of economists and lawyers, I participated in developing plans
to replace it. Our work was in response to a speech by U.S. Treasury
Secretary William Simon in December 1975, in which he called the bluff
of the tax policy community and ordered the staff to prepare a plan for
thoroughgoing reform.

In pursuit of the project, I was for the first time pushed to think
deeply about the classic issue of the choice between income and con-
sumption as the basis for taxation. Greatly influenced by William
Andrews’s Harvard Law Review article (1974), which showed how what he
called a “consumption-type” personal income tax could solve myriad
seemingly intractable problems in the income tax, I became a convert to
his point of view. Secretary Simon, however, was unwilling to have us
develop a Treasury consumption-tax proposal as the centerpiece of his
initiative. Although he was determined to avoid a radical break from

I would like to thank Lily Batchelder for helpful comments.



mainstream reformers like Stanley Surrey, Joseph Pechman, and Richard
Goode on the matter of the base, he did agree to allow us to carry along
in parallel a consumption-type tax plan.

My guess is that the more conventional approach would have eclipsed
the consumption orientation had our Treasury study evolved, as initially
planned, into a Treasury proposal for legislative action (as happened in
1984). But President Ford lost his bid for election to a second term, and
our work was destined to remain at the earlier stage, where political fac-
tors were attenuated. I was gratified that the president agreed to allow the
publication of Blueprints for Basic Tax Reform (hereafter Blueprints; U.S.
Department of the Treasury 1977; reissued with some new material as
Bradford et al. 1984), which included the two parallel Treasury designs.
So it was that two reform plans were set forth in Blueprints: the compre-
hensive income tax (the conventional approach), and the cash-flow tax (a
consumption-type tax). The first plan is sometimes credited as the fore-
runner of the Tax Reform Act of 1986, although neither that plan nor
“Treasury I,” the justly highly regarded Treasury Department study pre-
pared as the basis for the 1986 reform legislation (U.S. Department of the
Treasury 1984) picked up Blueprints’ innovative scheme for integrating
corporation and individual taxes. Whatever may have been the merits of
the 1986 reform (and I think its lack of durability has to count against its
fundamental design), I was disappointed that the choice in 1984–86 had
not been for the other fork in the road, toward the cash-flow tax.

The present situation may present another chance to take the con-
sumption fork.

The Blueprints cash-flow tax is a purely individual tax; there is no 
separate tax on companies, corporations, or otherwise. After leaving the
Treasury Department, I encountered the Hall-Rabushka (1995) flat tax,
which, apart from having an exemption amount for individuals, taxes
individuals and businesses separately, but at the same rate. The design,
which I call a two-tiered consumption tax (Bradford 1986), seemed to
solve a number of problems, and for some time I have refined and pro-
moted a variant that I call the X tax (in addition to Bradford 1986, see
Bradford 1987, 1996a, and 1998).

As I explain in this paper, the present inducement to rethink inclines
me to put the Blueprints cash-flow tax back on the reform agenda, to take
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over the individual component of the X tax. There are some other fresh
thoughts about the X tax as well.

To highlight the promise of the two-tiered consumption tax approach,
I present in section II the central design features of the X tax, together
with a description of some of the problems in the existing income tax that
the proposed system would solve. In section III I sketch why, at a funda-
mental level, the proposed system is attractive; that is, how, in addition to
simplifying and making transparent the tax, it serves traditional objec-
tives of equity and efficiency. In section IV I take up some important qual-
ifications having to do with business tax rate changes over time, especially
in the course of transition, and draw the implications for tax design.
Section V addresses a similar point in the individual tax. It is at this point
that the Blueprints cash-flow tax reenters the scene. In section VI, I note a
problem in the X-tax treatment of small business and suggest that, here
too, the Blueprints cash-flow tax offers a possible resolution. Section VII
touches on another critical design matter, the treatment of multinational
business, and section VIII offers a summing up.

II. The Basic X Tax

Structural Elements. What I’ll call here the basic X tax is a variant of the
Hall-Rabushka (1995) flat tax. It consists of two components: a business
tax and a compensation tax. Under the business tax, all businesses
(regardless of legal form) are liable for tax at a single rate. The base con-
sists of the sum of all sales of goods and services (so not including finan-
cial assets), including business assets, less the sum of purchases from
other businesses (whether on current or capital account). The result is a
close relative of a value-added tax, and is sometimes called a “subtraction-
method value-added tax.” In addition, and unlike the treatment in a
value-added tax, payments to workers are immediately deducted.

Individual workers are taxed under the compensation tax, the base of
which consists of payments for labor services. (In the basic X tax, if an indi-
vidual runs a business, it is taxed as such.) Unlike the business tax, the com-
pensation tax is levied at graduated rates, with a zero bracket amount and
some set of higher rates on larger amounts received, up to a top rate, which
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is the same as, or at least no higher than, the business tax rate. In addition,
there could be an earned income tax credit, as under the current system.

Important for ease of administration, financial transactions are excluded
from both business and compensation tax bases. In the ordinary case,
transactions such as borrowing and lending, issue and repurchase of
stock, and payment and receipt of dividends do not enter the calculation
of the taxable base. (Financial institutions present special problems,
which I neglect in this essay. For some details and possible solutions to
those problems, see Bradford 1996b.)

The rate of business tax and the rates and brackets of the compensation
tax would be set to meet revenue and distributional objectives. I would
guess, with a fairly broad conception of the base as far as details of itemized
deductions are concerned, we could approximate the progressivity of the
U.S. income tax system during recent years with a top compensation tax
rate below 30 percent. Having in view the current corporation income tax
rate, the business tax rate could potentially be set somewhat higher.

To get a feel for what is involved, note that, if there were no deduc-
tion for the payments to workers, the X tax would amount to a single-rate
tax on consumption. (I have mentioned the close relationship to a value-
added tax.) Economically, it would also be a single-rate tax on earnings,
broadly conceived to include the reward for risk taking, entrepreneurship,
and invention (since all business income would be taxed at the same
rate). Characteristic of this form of tax, the effective rate of tax at the
investment margin would be zero, since investment outlays are expensed.

Adding to the system the deduction of payments to workers (where
“payment to workers” might include items such as compensation of a 
person who provided an innovative idea) has the effect of changing the
rate of tax to whatever applies at the worker’s level of earnings. So for a
worker out of the range of the earned income credit but under the tax-
free allowance level, the tax—whether thought of as on earnings or on
consumption—would be zero.

What Problems Does the X Tax Solve? The X tax makes possible a
much simpler and more transparent system than the present one. The
most important problems solved by the X tax have to do with what is typ-
ically labeled “capital income.” I would put at the top of the list of its
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potential accomplishments removing myriad technical features of the
present tax system, features that have little or nothing to do with the fun-
damental objective of raising revenue fairly. These features also generate
substantial compliance costs.

Integrates corporation and individual taxation. Recent years have seen many
highly publicized battles in the war to staunch the revenue lost to corpo-
rate tax sheltering. A major accomplishment of the X tax is to get rid of a
separate tax on corporations. Instead, business (not just corporation) and
individual accounts are seamlessly coordinated, a goal long sought by
income tax reformers. As a result, for example, complex rules regulating
corporate restructuring and distributions, deriving basically from a need
to distinguish corporate debt and equity that has never been successfully
met in the income tax, would be gone.

Stops wasteful financial innovation. The past couple of decades have seen
amazing innovation in finance. A good deal of the ingenuity of Wall
Street’s rocket scientists is directed toward obtaining the best tax results
in connection with any particular economic activity (including making a
profit at the expense of the United States and other governments). On the
other hand, the tax rules often get in the way of accomplishing new finan-
cial arrangements. Both the wasted ingenuity and the obstacle to innova-
tion would be gone in the X tax.

Financial transactions are completely gone from the basic X-tax base
of both individuals and companies (apart from the special case of finan-
cial institutions). This accounts for enormous simplification.

Resolves the interest deduction mess. The almost incomprehensible web of
special rules relating to the treatment of interest payments and receipts
that has grown up in the existing income tax would be gone. I regard
eliminating the taxation (and deduction) of interest as the essential key to
simplification. 

Removes capital gains from the tax base. The fights over capital gains would
be a thing of the past (business assets are accounted for on a cash-flow
basis; individually owned financial instruments do not enter the tax base).
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Adjusts the base for inflation. Removal of financial transactions from the tax
means that adjusting the base (as opposed to the brackets) for inflation
would be feasible, relatively simple, and confined to the business level.
(Actually, the adjustment would be completely automatic but for transi-
tion considerations to which I allude briefly below.) Correctly regarded as
important by tax experts, such indexing is generally considered impracti-
cal in the existing system.

Creates a level playing field for investment, including owner-occupied housing.
Uniform treatment of business investment would be automatic, regardless
of legal entity and rate of inflation, for example, and requiring no judg-
ments about the correct amount of depreciation. (As I shall point out,
transition considerations may call for reintroducing some such judg-
ments, but it should still be possible to do much better than under the
current system.) Also automatic would be equivalent tax treatment of the
yield from owner-occupied housing and business investments. Jorgenson
and Yun (2005) conclude that the existing implicit subsidy to owner-
occupied housing investment is one of the system’s most costly distorting
shortcomings. Such neutrality is a practical impossibility under the exist-
ing tax system. (I recognize that this virtue of the X tax from the point of
view of making the best use of the nation’s capital stock may not be
among its most politically popular features.) 

Cuts the complexity of retirement saving. The immensely complex rules
relating to the qualification of retirement saving systems for sheltered
treatment would become entirely unnecessary. Essentially, all saving
would be treated in a way economically equivalent to qualified retirement
plans. So those rules designed to prevent tax abuse (as opposed to fidu-
ciary matters), which are what make this area one of the most specialized
in the world of tax practice, would be superfluous.

Facilitates individual filing. A little-noted feature of the X tax is that it
would make it easy to use individual filing, thereby eliminating mar-
riage taxes and subsidies. Whether this is desirable as a matter of policy
is obviously debatable, but the division of property income that makes 
individual filing difficult under the present income tax is not a problem
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for the X tax, since “property income” is taxed uniformly at the busi-
ness level.

III. Equity and Efficiency of a Consumption-Type Tax

A Reminder of Income and Consumption Tax Fundamentals. As
noted, the X tax is a “consumption-type” tax, a term I use to draw atten-
tion to the variety of related designs that the approach presents. Students
of tax policy are familiar with the distinction between an ideal income tax
and an ideal consumption tax at the individual or family level. In the for-
mer, the taxpaying unit pays an amount of tax calculated by applying a
rate schedule to a base consisting of the sum of the unit’s consumption
and wealth accumulation during the year (known in the trade as its Haig-
Simons income). The Blueprints comprehensive income tax made a stab at
implementing an ideal income base, but no actual income tax that I know
of comes close to doing so. The base of an ideal consumption tax is the
same as the base of an ideal income tax except that the wealth accumula-
tion during the year—that is, the unit’s saving during the year—is
excluded. (Because of the possibility of drawing down savings, consump-
tion can exceed income in a given year.)

The accounting rules needed to put into practice the two forms of tax
at the individual level (rather than using company-level methods) are
revealing of key differences. (For details, see Bradford 1986 or Bradford
et al. 1984.) Conceptually, a person’s income is the sum of the change in
his wealth between the beginning and end of the year and the amount
spent on consumption. The need for a balance sheet valuation (at market
value) signals a pervasive problem in income accounting. In practice, 
we do not actually proceed in this way. Instead, to measure a typical 
individual worker’s income, we proceed indirectly, adding together
receipts of wages and salary and various items of “capital income,” such
as interest and dividends received. The resulting measure will typically
fail to match the ideal because of changes in asset and liability values that
are not reflected in transaction data. (The theoretical need for the meas-
urement of such asset value changes is the reason we refer to the ideal as
“accrual income.”)
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Basically, because of the failure to account currently for accruing gains
and losses on assets and liabilities, the income measure used in practice
seriously misses the conceptual target. The consequences are mischievous
because of the opportunity the rules present to match financial transac-
tions that are offsetting in their effect on the real economic situation of the
taxpayer but lower his taxes. The fundamental tax planning device is to
take deductions of interest currently, and to invest in assets that accrue
gains that are deferred from tax. Limiting this “tax arbitrage” results in a
great deal of tax-rule complexity.

If one were to attempt to implement a tax on consumption at the indi-
vidual level, the basic measurement strategy would also be indirect.
(Again, see Bradford 1986 or Bradford et al. 1984; Andrews 1974 also has
an excellent description.) For our typical worker, cash receipts from any
source, be it wages, interest, dividends, sale of assets, whatever, would be
added together. From this total would be subtracted any amount set aside
as savings. The difference has to have been spent on consumption. Only
cash transactions are needed. Accruing gains and losses on assets and lia-
bilities have no bearing on the measurement of current consumption.

This basic accounting treatment is readily recognized as that accorded
qualified retirement savings in the existing income tax (for example, via
an employer-sponsored plan, whereby payments on behalf of a worker
are deducted by the company but not taxed to the worker until received
in retirement). If the tax rate is the same at the time of the saving and at the
time of subsequent drawing down of savings, the well-known net effect is 
to impose no tax on the postponed consumption. The up-front deduction
has the effect of producing a government match through the tax system,
which is exactly unwound at the time the saving is drawn down for 
consumption.

If the payoff to saving is unaffected by the tax, the alternative suggests
itself of simply ignoring the saving and drawdown transactions. Give no
deduction for amounts saved, and exclude from tax any return cash flow.
The Blueprints cash-flow tax deploys this option, giving individuals wide
latitude to choose in which form to save. Amounts deposited to “qualified
accounts” (the analogue of qualified retirement accounts) are deducted
from the person’s base, with subsequent withdrawals included in the
base. Alternatively, there is no deduction for amount saved outside of
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qualified accounts, and return cash flows are ignored. Because there is no
deduction, the latter accounting treatment is referred to in Blueprints as
the “tax prepayment” approach. The tax on future consumption is paid
up front, through forgoing the deduction.

Note that, with the tax-prepayment approach, the tax base in any
given year does not equal the individual’s consumption (since amounts
saved or dissaved are not counted). With a constant tax rate, the pre-
sumption is that, by appropriately adjusting the amount saved, the indi-
vidual would achieve the same profile of consumption over time,
regardless of which form of tax applied.

Both treatments of saving are found in the basic X tax. At the indi-
vidual level, all financial transactions are ignored. So for the worker, there
is no tax on saving. This amounts to the tax-prepayment approach.

At the business level, amounts saved (i.e., invested) are deducted
from the tax base. Any amount returned in the future is subject to tax.
This is the qualified-accounting approach.

Equity. Suppose one could overcome the accounting obstacles to meas-
uring accrual income. Would there then be any reason to favor con-
sumption over income as the basis for taxation? In particular, does
income have the high ground in terms of equity?

To address this issue, it is usual to think of the choice between an
income and a consumption base in the context of a person’s choice of the
timing of working and consuming within a lifetime span. In a system where
a single rate of tax applies to either base, the difference between an income
tax and a consumption tax is that the latter is neutral in its effect on the tim-
ing of consumption, whereas the former makes postponing consumption
less attractive. As between two otherwise identical taxpayers (e.g., in the
amount and timing of their earnings from work), the income tax puts the
heavier burden on the one who prefers to delay consumption until later in
life. The consumption tax is also neutral as to the timing of earnings. As
between two taxpayers who have the same preferences as to timing of con-
sumption and the same discounted value of earnings, the income tax puts
the heavier burden on the one whose earnings come earlier.

Thus, there is a horizontal equity argument in favor of consumption
as a base. What about vertical equity? If the horizontal classification of

A TAX SYSTEM FOR THE TWENTY-FIRST CENTURY  19



people into classes based on the discounted value of their consumption is
accepted as appropriate, presumably the desired degree of progressivity
can be attained by appropriate choice of graduated rate schedule. 

Efficiency. The efficiency advantage of consumption over income as a tax
base is customarily emphasized. The reason is simple: With a consump-
tion tax at a constant rate applicable over time, the person choosing to
postpone consumption is rewarded with the full return earned on the
invested amount. Under an income tax, by contrast, the saver’s payoff is
less than the full return by the amount of income tax.

It is well known as a matter of economic theory that this feature of
consumption taxation is insufficient per se to establish its clear superior-
ity (Bradford 1980, 1981). Technically, income and consumption taxes
are similar in their impact on what is generally considered the most
important incentive, the incentive to work (broadly conceived, to include
effort and application of talent as well as time employed). Both income
and consumption taxes put a burden on work at the margin. As a matter
of pure theory, taking into account that the need to raise revenue tends to
mean that lowering the rate of tax on one dimension implies raising the
rate of tax on another, the superiority of consumption taxation is difficult
to establish convincingly.

When one takes into account the virtually inevitable inconsistency of
the taxation of different forms of investment that is typical of actual income
taxes, by contrast with the potential for consistency under consumption-
type taxes, however, my view is that the latter are very likely to be superior.

What if the Tax Rate Is Changing over Time? The discussion so far has
concerned a comparison between situations in which a single rate of tax,
on income or consumption, applied throughout. Variation in the tax rate
over time affects both the equity and efficiency analysis.

To illustrate the implications, suppose the tax rate on an individual
changes from 20 percent in one year to 25 percent in the next, where sav-
ing is accounted for using the qualified accounting method (so there is
measurement of actual consumption). And suppose the change in rate is
not anticipated. Now consider two individuals, one of whom had decided
to save a lot, and the other of whom had decided to save little and consume
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a lot in the first year. I have argued that the consumption tax at a constant
rate treats these two fairly (technically, the discounted value of their taxes is
independent of how they choose to allocate their earnings to consumption
over time). With the rate differing between the two periods as in the exam-
ple, the late consumer is penalized, relative to the early consumer. (A tax
rate rising at just the right rate has the effect of imposing an income tax, a
fact exploited in Auerbach and Bradford 2004.) If the rate were declining
between the two periods, the discrimination would be reversed, favoring
the late consumer.

Anticipation of the rate change implies upsetting the efficiency argu-
ment as well. Suppose, for example, the going rate of return on saving is
3 percent per year, and consider the options facing the person who con-
templates reducing consumption by $1 in the first period. Taking into
account the tax saving, reducing consumption by $1 implies putting
$1.25 into the qualified account (thereby attracting a tax saving of $0.25
when the tax rate is 20 percent). The 3 percent yield would mean the
$1.25 would grow in a year to $1.29. Withdrawing it and paying tax at
20 percent would provide the saver with $1.03 in extra consumption—
hence the conclusion that there would effectively be no tax on the yield
to saving. But if the tax rate goes to 25 percent in the meantime, the saver
would get to keep $0.97 in the second period, as though there were an
income tax at a rate of over 100 percent.

The numbers are for illustration only. The key point is that a rate of
tax on cash flow that is anticipated to change over time can dramatically
affect both the efficiency and the equity properties of the tax. In particu-
lar, a rising rate of tax penalizes saving and investment.

IV. Implications of a Changing X-Tax Business Rate

I have noted that, while the Blueprints cash-flow tax is a consumption-
type tax, it does not attempt literally to measure a person’s consumption,
year by year. The same can be said of the basic X tax, as a system. In the
X tax, saving and investing transactions that would be dealt with on a
qualified account basis at the individual level in the Blueprints cash-flow
tax are shifted to the level of the business firm.
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The X-tax business component is based on the firm’s cash flow from
buying and selling goods and services. A business investment outlay (to
purchase a machine, for example) is immediately expensed, attracting the
tax saving equal to the tax rate times the amount involved. Ideally, the
payoff to the investment should then be subject to the same rate of tax. 

A tax rate that varies over time will introduce the investment distortions
just described. A natural question is whether one could fix the rate in the
law so that this intertemporal variation would not occur. There is one
process of change in the tax rate over time that is, however, unavoidable—
the transition from a zero rate (before the tax exists) to a possibly perma-
nent positive rate. Even if one could, in principle, imagine a sudden
implementation of a new system, the practical reality is that the rule change
would be anticipated before going into effect. The more likely phased intro-
duction of a new system would call for attention to the intertemporal tax
rate change effects. In particular, I have suggested (1996a) that an easy way
to make the transition would be to introduce the X-tax return as a separate
schedule on the existing tax returns, with the tax liability in a given year 
calculated as a weighted average of the liability under current rules and the
liability under the X tax.

For example, the transition might be spread over a five-year period,
with the tax in year one equal to 80 percent of the bottom line under the
currently applicable rules and 20 percent under the X-tax rules. In year
two, the weights would be 60 percent and 40 percent. In year five, the
weights would be 0 percent and 100 percent; the present system would
have disappeared (and could presumably be repealed). Supposing that
business X-tax rate is 30 percent, the implication would be an effective
rate rising at six percentage points per year.

The problem would be much mitigated if the fact that the effective
income-tax rate on companies would be declining as the X-tax rate is ris-
ing would have an offsetting effect. It is, however, a little appreciated fact
that a changing rate of income tax does not, per se, introduce any special
disincentive to invest, provided measured income corresponds to the 
theoretical ideal (called “economic income” in the tax policy literature).
To be sure, actual income measurement falls short of the ideal, but, to a
first approximation, all of the impact of the rising effective X-tax rate
would fall on investment.
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To deal with this problem, I have proposed substituting in the X tax
a type of income accounting for business assets (1996a, 1998). Instead of
immediately expensing investment outlays, they would be capitalized,
along the lines provided for in current rules. (Ideally, the rules would be
improved.) As a compensation for giving up immediate expensing, the
firm would be allowed a deduction each year equal to an appropriate rate
of interest times the undepreciated tax basis in the assets.

Such an accounting approach, if it matched the ideal, would com-
pletely neutralize changes in the rate of tax over time. That is, a break-
even investment project with one pattern of tax rates over time would
remain a break-even project with any other pattern of tax rates over time.
The key idea is that the investing firm is compensated for the change in
timing of cost recovery (when compared with immediate expensing) by
the interest allowance on basis.

The proposed method of dealing with rate changes over time comes,
however, at a cost. For one thing, it retains in the tax system the need to
identify depreciation schedules for assets, along with related rules appli-
cable to inventories, with their attendant complexity. Perhaps more seri-
ous is the need to determine an appropriate rate of interest to allow on
basis. Conceptually, the interest rate called for is the one that would make
the taxpayer indifferent between expensing and capitalization with inter-
est allowance (in a constant tax-rate environment). But the empirical
counterpart is not immediately obvious, risking, on the one hand, eco-
nomic inefficiency and, on the other hand, political choice of this key tax
parameter. Furthermore, capitalization, the carrying of an accounting
quantity from one period to the next, implies the theoretical need for
inflation adjustment of dollar amounts, thereby losing one of the consid-
erable X-tax advantages, its imperviousness to the rate of inflation.

My suggestion of substituting capital accounting plus interest
allowance for the immediate expensing characteristic of the basic X-tax
approach was premised not only on a phased introduction of the X-tax
rules but also on the idea that one could not reasonably lock in an 
X-tax business tax rate for the longer run.

Since, however, this essay is an opportunity to rethink past work, I
would now recommend choosing a rate of business taxation with the inten-
tion to make it stick, perhaps deploying some sort of special majority or

A TAX SYSTEM FOR THE TWENTY-FIRST CENTURY  23



other procedural rule, to inhibit change, up or down. I would argue that the
compensation component of the X tax provides adequate flexibility to deal
with changing economic and political circumstances, the response to which
might otherwise be a change in the business tax rate. 

The business tax rate should be a fixed point. The fact that the busi-
ness tax rate puts an upper limit on the compensation tax rate would tend
to support erring on the high side in choosing its permanent level. Break-
even investments are independent of the fixed tax rate, since the tax relief
upon investment write-off balances the tax imposed on future payoffs.
The burden on labor supply, broadly conceived, as has been mentioned,
to include provision of entrepreneurial effort and ideas, can be dealt with
by deducting out payments to the providers of these inputs, to be taxed
at the individual level, perhaps at a lower rate.

If this recommendation is adopted, then the capitalization-plus-interest
treatment of investment would apply only during the transition period
(during which depreciation accounts are needed, in any case, for the resid-
ual application of current rules). At the end of the phase-in period, new
investment would be expensed, and the then-existing basis could either be
expensed or phased out (with interest allowance) over a period of years.

V. Implications of a Compensation Tax Rate Different 
from One Life-Year to Another

The individual component of the basic X tax, the compensation tax, is cal-
culated using a graduated rate schedule, along the lines of the existing
income tax. This means that, even if the rules do not change, in some cases
the marginal tax rate will vary from year to year as a worker’s earnings vary.
Typically, we would expect the worker’s marginal (and average) tax rate to
be low early in life, high in the middle, and low again in retirement.

This intertemporal variation in the tax rate does not create the mis-
chief that results in the business tax rate, because savings are not included
in the compensation tax base. In the language of Blueprints, the tax pre-
payment approach applies to saving by households. The variation does,
however, imply an equity issue: Two workers with the same discounted
value of earnings may have different (discounted) tax liabilities.
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The issue here is familiar in income-tax policy analysis. A solution
that is often discussed and has sometimes been deployed is some form of
income averaging. Making a virtue of necessity, Blueprints offered individ-
uals an opportunity to self-average, using fairly simple tax planning to
choose a mix of qualified and tax prepayment forms of saving. In years of
low marginal tax rate, the worker would save in tax-prepaid form, per-
haps even supplementing that form of saving with taxable borrowing
from a qualified account. In years of high marginal tax rate, the worker
would lower taxable income by saving in qualified form, perhaps even
using tax-prepaid borrowing to achieve the desired consumption pattern.
In this way, the worker could maintain a constant marginal tax rate over
the years. (That constant rate would be higher for a worker with higher
lifetime earnings, resulting in a tax effectively graduated on the basis of
discounted lifetime earnings.)

Although the basic X-tax description does not mention the issue, the
distinction between qualified and nonqualified savings is likely to arise as
a transition matter. Many people presently have the bulk of their wealth
(apart from an owner-occupied home) in tax-sheltered retirement forms.
It would make no sense to exclude the drawdown of those savings, which
would be subject to tax in the existing income tax, from the X-tax com-
pensation base. They would, appropriately, be treated as deferred com-
pensation (that had been deducted by employers, much as in the X tax).
But the result is that workers carrying such savings into the new system
would have the same sort of tax planning problem (and opportunity) that
we have mentioned for the workers under the Blueprints cash-flow tax.

My suggestion, then, is to make the Blueprints cash-flow tax the X-tax
compensation tax component.

VI. Startups and Small Business

Like the flat tax, the X tax makes a sharp distinction between firms, taxed
under the business tax component, and individuals, taxed under the
compensation tax component. It is important for economic efficiency that
the tax applied to any given firm have a single rate. In the X-tax business
component, this is virtually assured, since there is only one rate. There is,
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however, a potential problem with the treatment of losses. In theory,
losses, understood as negative net cash flow, should be compensated by a
rebate. This is a problem in the existing income tax as well, but the fact
that startup investment is expensed in the X-tax business component
means that the problem may more urgently require attention than in the
present tax.

The present tax system also offers a potential alternative approach,
inasmuch as individual and firm tax accounts are combined for some
legal entities (such as partnerships). By careful planning, startup losses of
firms can generate savings for owners.

The problem of drawing the line between a firm and the owners of 
a small business suggests the possibility of deploying similar rules in the
X tax. The line-drawing problem in the basic X-tax design would restore
to a former prominence the distinction between “earned” and “unearned”
income. This unfortunate terminology corresponds to the difference in
the X tax between business income (taxed under the business tax) and
earnings of workers (taxed under the compensation tax). Where the indi-
vidual and business tax rates are the same, the classification is of no
importance. Arguably, in the flat tax, where the zero-rate segment of the
compensation tax is relatively small—so most workers would be at the
single rate, which is also the top marginal rate in the compensation tax—
cases in which business and compensation tax rates are different would
be unimportant. But in the X tax, with its potential for a much more
extensive graduation in the individual tax rates, a difference between
business and individual rates would be typical.

For a firm with broad ownership, a difference between these two rates
might not be a serious problem. But for the closely held firm, a propri-
etorship, for example, there would be an incentive to pay the worker-
owner “too much,” in order to obtain the deduction for the firm at the
high tax rate, balanced by the inclusion by the worker at the low tax rate.
Curbing this practice would call for rules to establish something like an
arm’s-length level of earnings for the worker. The distinction exists in the
present income tax, although it no longer has the prominence it had
when there was a maximum tax on “earned income.”

The alternative suggests itself of applying to the X tax the Blueprints
rules for the taxation of business income. In the Blueprints system, financial

26 TOWARD FUNDAMENTAL TAX REFORM



returns at arm’s length are subject to the tax-prepaid and qualified-account
alternatives that we have discussed. In the case of closely held businesses,
however, where the owner’s contribution as a worker is difficult to distin-
guish from the contribution as a provider of capital, Blueprints requires that
qualified-account treatment be applied. Application of this approach
would, to be sure, require a specification of whether the business tax regime
applies to any given business firm, but these rules would be grounded in
some form of conditions on control, rather than on the purely legal forms
that now distinguish standard publicly held C corporations from other
business entities. The result would be to address the startup problem in a
way rather similar to that used now, and to eliminate the need to distinguish
earned from unearned income.

VII. Multinational Business

Given the close relationship between the business tax component of the X
tax and a value-added tax, it is tempting to draw the conclusion that the
typical VAT treatment of cross-border transactions should apply. The stan-
dard VAT is a “destination-basis” tax, which means that exports are not
subject to tax, but imports are. The corresponding rule in the X tax would
be to exclude export sales from the business tax base, while, by denying a
deduction for them, import purchases are in effect subjected to tax.

I have written at some length on this issue (2004). The theoretical argu-
ment is compelling that, apart from transition effects, there is no economic
difference between the destination-basis approach and the alternative 
“origin-basis” approach, whereby export and import sales and purchases by
the firm are treated like any other (as in the present income tax).
Nevertheless, there is little doubt that the “border adjustment” of export
and import transactions would have enormous political appeal. The idea
that it would be good for U.S. business may be the main source of support
for a VAT or equivalent tax.

A destination-basis tax would solve, at a stroke, a persistent dilemma
in international taxation: the transfer-pricing problem, which would exist
in amplified form in an origin-basis X tax. In doing business with its for-
eign subsidiaries, a U.S. multinational corporation has the potential to set
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the terms of transactions artificially (for example, the prices charged a sub-
sidiary for parts produced in the United States) to influence the location of
profits, typically to shift them abroad where relatively favorable treatment
may be given. In the existing income tax, the problem is somewhat miti-
gated by the fact that what is involved is deferral of U.S. taxation. Profits
repatriated in the form of dividends from subsidiary to parent are subject
to U.S. tax. In the X-tax context, where financial transactions are elimi-
nated from the base, the potential is for complete avoidance of tax.

With a destination-basis approach, the terms of export and import trans-
actions, whether within a multinational family of companies or at arm’s
length, are of no importance, since export sales would be excluded from the
U.S. company’s X-tax base, and import purchases are not deductible.

Unfortunately, the destination-basis approach has the disadvantage
that changes in the tax rate affect the equilibrium relationship between
the domestic and foreign price levels or the equilibrium international
exchange rate. Suppose, to take an example, with the present income tax
rules, the exchange rate is $1 to EUR 0.80. Neglecting transportation
costs, an item that sells for EUR 1 in Paris will be expected to sell for
$1.25 in New York. With present rules, the importer pays $1.25 for the
EUR 1 needed to buy the item in France, and breaks even on the sale in
New York, since the purchase amount is deducted from the sales proceeds
in determining the U.S. tax. Suppose the rules are changed to a destina-
tion basis, and the U.S. business tax rate is 30 percent. Now there is no
deduction for the imported item. If the exchange rate is fixed, the
importer has to sell the item for $1.79 ($1.79 less 30 percent is $1.25,
which is what the importer has to pay for it). We can fix the picture by
changing the general price level in the United States, by lowering the
price level in Europe, or by changing the exchange rate, from $1 to EUR
0.80, to $1 to EUR 1.14. The change in tax treatment amounts to a 30
percent increase in the rate applied to imports; to compensate for it
requires a 30 percent strengthening in the dollar in the international
exchange market.

As in the case of the transition to cash-flow accounting in the purely
domestic context, the impact of the change in the tax rate in the interna-
tional setting has equity and efficiency effects. These effects would, fur-
thermore, be repeated whenever there is a change in the business tax rate. 

28 TOWARD FUNDAMENTAL TAX REFORM



In my previous work on this problem, I have concluded it would
probably be preferable to avoid these stresses. I proposed possible rules
that might preserve the origin-basis character of the U.S. tax system but
still deal reasonably effectively with the transfer-pricing problem in taxing
multinational firms. This is not the place to attempt to summarize the
proposed design, which is far from having been rigorously tested. Rather
I would observe that, if it is possible to put in place a business tax rate
that can be expected to be highly stable, it may well be worth looking for
ways to ease the effects I have mentioned of a rising rate of X tax, so as to
make a once-and-for-all transition to a destination-basis tax, with its con-
siderable administrative advantages.2

VIII. Summing Up

In this essay I have sketched and attempted to justify the X tax as a
replacement for the present income tax on individuals and corporations.

The basic X tax comprises a two-part system. The business tax is paid at
a single rate by businesses of all forms. The business tax base consists of all
sales by the business less all purchases from other businesses, and less pay-
ments to workers (including amounts set aside for pensions). Individuals
pay compensation tax only on the payments for work, including receipts
from pensions. 

Here I have suggested the following refinements of this basic design:

• Use a system of capitalization of business investment plus inter-
est allowance on business asset basis during a transition period.

• Emphasize the need for a highly stable rate of business tax. When
it is reached in a phased transition, go to full expensing of new
business investment and phase out the basis-plus-interest
allowance residual over time.

• Use the Blueprints cash-flow tax as the individual component
of the X tax. In particular, permit individuals to self-average
the tax through the use of tax-prepayment and qualified-
account forms of saving.
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• Extend the Blueprints cash-flow tax application to closely held
businesses, taking them out of the separate business tax,
which would apply to businesses that are not closely held.

• Consider using a destination basis for international business
transactions, whereby export sales are excluded from the base
and no deduction is allowed for import purchases. The highly
stable business tax rate is critical in this context. Finding ways
to mitigate the impact of the economic effects of a transition to
the destination-basis system would merit careful attention.

As I indicated in the introduction, there are risks in trying out new
ideas. I hope the upside prevails.
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Notes

1. I have included most of those writings in the reference list, in particular,
Bradford (1986, 1987, 1996a, 1996b, 1998, 2000 [a collection of many of my
papers on taxation], 2001, 2004); Bradford and Slemrod (1996); and Bradford et
al. (1984).

2. Imports and exports by small businesses should be dealt with in a separate
schedule, at the “big business” tax rate.
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Tax Reform Options in the Real World

William G. Gale

Introduction

The basic description of a desirable tax system is broadly accepted: It
should raise the revenues needed to finance government spending in a
manner that is as simple, equitable, stable, and conducive to economic
growth as possible. Although people agree that the current system clearly
falls short of at least some of these goals, it is not easy to point to exam-
ples around the world that work much better. In addition, how the 
system should be reformed is subject to enormous controversy. People
define the underlying goals differently—notions of fairness, for example,
are clearly “in the eyes of the beholder.” People disagree on the most effec-
tive policies for attaining a particular goal, such as more economic
growth. And most importantly, people have differing value judgments,
which make agreement on policy almost impossible in the nearly ubiqui-
tous case where there are tradeoffs among the goals. 

In addition, although all of us are attracted to well-designed tax
reforms, the real challenge is changing the system in a way that will work
not only on paper but also in the real world. In practice, the changes
needed to make idealistic tax proposals acceptable in a world populated
by politicians, lobbyists, tax shelter experts, and taxpayers who want 
their own individual taxes cut and who have strong but malleable views
on equity and enforcement almost always make taxes more complex, 
less fair, and less consistent with economic prosperity. Nevertheless, there
is currently a real opportunity for tax reform that should be taken 
seriously. 
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Driving Forces for Reform

In addition to ongoing concerns about the complexity, inequity, and inef-
ficiency of the current system, at least three factors imply a pressing need
for significant changes to the tax system. 

First, the central tax question facing the country currently is not tax
reform, but the extent to which the Bush administration’s tax cuts—all of
which expire between now and 2010—should be made permanent and, if
so, how they would be financed. The loss in revenues from making the tax
cuts permanent would be enormous: equal to several times the resources
needed to repair the entire Social Security problem, which the president has
declared a “crisis” (Gale and Orszag 2004a). We do not know how this fis-
cal hole would be filled because, despite advocating basically the same tax
policy since 1999, the administration has never proposed a way to pay for
the cuts and, in each of the last two years, actually proposed to change the
accounting rules in a way that would have let the tax cuts be made perma-
nent without even showing a cost in the budget baseline. In fact, the tax
cuts can only be paid for with increases in other taxes or lower spending.
The required changes, though, would be enormous. For example, in 2015,
if reductions for Social Security, Medicare, Medicaid, defense, homeland
security, and net interest were off limits, the rest of federal spending would
have to be cut by almost half, just to pay for the revenue loss from the tax
cuts. Alternatively, a roughly 120 percent increase in corporate tax revenues
would cover the revenue loss. To the extent that tax increases or spending
cuts do not occur soon—and they do not seem likely—the revenue losses
would have to be financed by borrowing, which merely postpones the ulti-
mate payment. Moreover, the net effect of the tax cuts plus borrowing
would be to reduce long-term economic growth, according to studies by
academics and the Congressional Budget Office (Gale and Orszag 2004b),
which would put the nation in a weaker long-term economic situation.

The second problem is the alternative minimum tax (AMT). Taxpayers
pay the AMT when their AMT liability exceeds their regular income tax lia-
bility. Designed in the late 1960s and strengthened in 1986, the AMT oper-
ates parallel to the regular tax system and was originally intended to capture
tax on excessive sheltering activity. The tax has evolved, however, so that it
does not tax many shelters and it does tax a variety of items—like having
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children, being married, or paying state taxes—that most people do not con-
sider shelters. Moreover, the number of taxpayers facing the AMT is slated
to grow exponentially, from about 3 million today to 30 million by 2010,
under current law, both because regular taxes are slated to fall and because
the AMT is not indexed for inflation. This expansion will increase the
inequity and complexity of the tax system (Burman, Gale, and Rohaly 2003).

The third issue is the expected increase in government spending over the
next several decades. Since 1950, tax revenues have hovered between 16
and 20 percent of gross domestic product (GDP). Under current projections,
however, government spending is expected to rise to about 27 percent of
GDP by 2030 (Rivlin and Sawhill 2005). This increase is fueled mainly by
rising entitlement spending for Social Security and especially Medicare and
Medicaid, trends which are fueled in turn by increases in the number of eld-
erly households and in health-care expenditures per capita. Unless the coun-
try is willing to make truly massive cuts in such expenditures relative to their
projected values, a significant increase in revenues above 20 percent of GDP
will be required. Federal revenues in 2004 were at their lowest share of GDP
since 1959. If the tax cuts are made permanent and the AMT reduced to
manageable levels, revenues would be a smaller share of GDP when the baby
boomers begin retiring en masse in about five to seven years than the aver-
age revenue share over the past thirty years. This would leave the country
unprepared for addressing the coming budget problems.

All of these issues will play out against the backdrop of a political sys-
tem that features both houses of Congress and the White House held by
a majority party whose members have overwhelmingly signed the “no
new taxes” pledge, yet who also voted overwhelmingly for the largest
entitlement increase in recent history (the Medicare prescription drug
benefit), cut taxes four times in four years (Gale and Kelly 2004), and in
2004 passed one of the most loophole-laden tax acts in recent memory. 

Fundamental Reform

The most radical approach to tax reform would be to junk the whole sys-
tem and start over. Under a national retail sales tax (NRST), for example,
a single tax rate would apply to all sales by businesses to households.
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Sales between business and between households would be untaxed.
Under a value-added tax (VAT), each business would pay tax on the sum
of its total sales to consumers and to other businesses, less its purchases
from other businesses, including investments. Thus, the increment in
value of a product at each stage of production would be subject to tax.
Cumulated over all stages of production, the tax base just equals the value
of final sales by businesses to consumers—that is, the same in theory as
in an NRST. The flat tax, originally developed by Hoover Institution
scholars Robert Hall and Alvin Rabushka (1995), is simply a two-part
VAT: The business tax base would be exactly like the VAT except that
businesses would also be allowed deductions for wage payments and
pension contributions. Individuals would pay tax on wages and pension
income that exceeded personal and dependent exemptions. Businesses
and individuals would be taxed at a single positive flat rate. 

The NRST, the VAT, and the flat tax are all flat-rate, broad-based con-
sumption taxes. Advocates claim that fundamental tax reform could boost
growth significantly, slash tax burdens, simplify compliance, and eliminate
the IRS. Unfortunately, however, a more realistic assessment is less sanguine. 

The required tax rate in the national retail sales tax to replace almost
all existing federal taxes and maintain government programs would be at
least 40 percent and probably significantly higher—not the 23 percent
rate advertised by its supporters (Gale 1999). 

The pure flat tax could replace the existing income and corporate tax
with a rate of about 21 percent if there were no serious avoidance prob-
lems (but see below). But doing so would cause significant relocation in
the economy, and declines in charitable contributions, real housing
prices, and the number of households with health insurance (Aaron and
Gale 1996). Businesses’ tax liability would vary dramatically relative to
the current system, and they would find taxes were no longer based on
profits (Hall and Rabushka 1995). Realistic versions of the flat tax—which
smoothed out these problems by allowing transition relief; individual
deductions for mortgage interest, charity, and state taxes; and business
deductions for health insurance and taxes—would require tax rates of 30
percent or higher (Aaron and Gale 1996).

These rate estimates assume there is little or no (legal) avoidance or
(illegal) evasion of taxes. But experience in other countries shows that a
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national retail sales tax would have difficulty controlling tax evasion if
rates went much above 10 percent. Under the flat tax or X tax, a variant
of the flat tax that would introduce graduated taxation of wages, firms
could easily relabel cash flows and reduce their taxes substantially
(McLure and Zodrow 1996).

Both the NRST and the flat tax would provide large tax cuts for the
wealthiest households and make up the revenue with tax increases on
low- and middle-income households. The X tax has the potential to be
somewhat more progressive than the flat tax.

Many of the problems and tradeoffs created by fundamental tax
reform could be mitigated if reform boosted growth dramatically. In their
pure form, the NRST, flat tax, or X tax could have positive effects on eco-
nomic growth, but when the taxes were subjected to the realistic consid-
erations noted above and the higher tax rates such considerations would
require, studies suggest that the taxes would likely generate little if any
net growth and could actually reduce growth (Aaron, Gale, and Sly 1999;
Altig et al. 2001). 

An alternative fundamental reform plan, the USA tax, would replace
the existing tax system with a VAT on businesses with a personal con-
sumption tax. Under the personal tax, people would report all income
from earnings, investments, and receipt of loans, but they would be
allowed a new deduction for all net saving and repayment of loans. Thus,
the personal tax falls on the difference between income and saving, which
is consumption. In addition, the USA tax would retain some of the deduc-
tions and credits allowed under the current personal income tax and
would have progressive rates. The USA tax has been judged to have sub-
stantial administrative problems.

Five Easy Pieces

Completely replacing the existing system would create significant admin-
istrative, legislative, and economic upheavals. This has led some to advo-
cate piecemeal or partial replacement of the income tax system. 

The basic notion is that by making changes one at a time, progressive
taxes on income and wealth can be transformed into a flat consumption
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tax. The changes typically include: reductions in marginal income-
tax rates, especially for high-income households; increases in contribu-
tion limits for tax-preferred savings accounts; expensing (immediate
write-offs) of business investment, rather than depreciation over time;
repeal of the estate tax; and a reduction in dividends and capital gains
taxes. Many of these items are reflected in the administration’s recent rate
cuts, dividend and capital gains tax cuts, expansions of contribution 
limits to IRAs and 401(k)s, and temporary “bonus depreciation” provi-
sions. The administration has also promoted expanded tax-free savings
accounts. 

The problem is that these changes do not add up to a well-defined 
tax system. A well-designed consumption tax would (a) collect adequate
revenues to cover expenditures over time and avoid reducing national
saving through higher government deficits; (b) broaden the base to lessen
interference in the economy; (c) tax already-existing capital—that is, con-
centrate any revenue relief on new saving or investment; and (d) treat
interest income and expense in a consistent manner. But the recent
changes and the piecemeal proposals fail all four tests. In combination,
they (a) lose substantial amounts of revenue; (b) do not broaden the base;
(c) reduce taxes on existing capital; and (d) increase the difference in the
tax treatment of interest income and expense. 

Some tax overhaulers downplay such concerns, arguing that the crit-
icisms represent the perfect being the enemy of the good. But the under-
lying point is that the system that emerges has many of the worst features
of both the previously existing tax system and a fundamentally reformed
system. First, the tax cuts accompanied expenditure expansion, leading to
deficits that may reduce long-term economic growth. Second, there will
be no efficiency gains from broadening the base if no base-broadening
occurs. Third, there will be efficiency losses from increasing taxpayers’
ability to shelter income if there are enlarged differences between the 
taxation of capital income and capital expense. Particularly important
here is the tax treatment of interest payments. A well-designed income tax
would tax interest income and allow deductions for interest payments. A
well-designed consumption tax could tax borrowing and allow deduc-
tions for lending (saving), or it could allow for nontaxation of interest
income coupled with nondeductibility of interest payments.
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The key point is that any well-designed tax system would treat capi-
tal income and capital expenses in a symmetric, consistent manner.
Proposals for expanded tax-preferred saving accounts would move the
system even further toward treating the two sides of the ledger inconsis-
tently and increase opportunities for tax sheltering. 

Finally, since it seems likely that high-income households are more
financially sophisticated and can better afford financial advice, proposals
simply to expand nontaxable saving deposit vehicles could lead not just
toward a wage tax, but toward a wage tax that was paid only by low- and
moderate-income households (who could not so easily reduce their tax
base even below wages paid through the use of interest deductions). 

“Back to the Future”

Yale University Law Professor Michael Graetz has a proposal he describes
as “Back to the Future” (Graetz 2004). He would, among other things,
raise the income tax exemption to about $100,000, tax income above that
level at a flat 25 percent tax rate, remove some shelters from the income
tax, and cut the corporate tax rate in half. This would cut revenues from
these taxes in half, and the lost revenue would be replaced by a broad-
based VAT.

This proposal has significant advantages. It would reduce the number
of income tax returns filed by roughly 100 million. Transition problems
would be reduced relative to fundamental reform because the income tax
and corporate tax would not be abolished.

But there are also a number of concerns. The main issue is that the
proposal has not been specified in sufficiently detailed manner to gauge
its effects. Relevant details include what would be excluded from the VAT
base; which low-income credits would be retained, and what mechanism
would be used to provide those credits (since these households would not
file income tax returns); and how the income tax base would be struc-
tured. Although the proposal is intended to be neutral with respect to 
revenue and distribution, in the absence of additional details it is unclear
what the implications of those constraints are for the required tax rates
and relevant tax bases. My own estimates suggest that a VAT rate of about
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15–20 percent would be required, which would make it difficult to maintain
distributional neutrality. Also, if states did not abolish their income tax or
raise their exemptions to $100,000, there would be little saving in tax
complexity.

Real-World Reforms

The following options may be less ambitious than the ones discussed
above, but may in turn prove more enactable and indicate ways that the
existing system could be made simpler, fairer, more conducive to eco-
nomic growth, and consistent with spending needs.

Integrate the Corporate and Individual Income Taxes. Only about a
quarter of corporate income appears to be taxed at both the individual
and corporate level, and all of that is now taxed at a maximum rate of 15
percent at the personal level. Corporate income can avoid taxes at the cor-
porate level through shelters. It can avoid taxation at the individual level
to the extent that it accrues to nonprofits and pensions. About one quar-
ter of corporate income is taxed at the individual level, but not the cor-
porate level; one quarter is taxed at the corporate level, but not the
individual level; and one quarter appears never to be taxed (Gale and
Orszag 2003). While the emphasis and public discussion have been on
the so-called double taxation of corporate income, the nontaxation of cor-
porate income is probably an even bigger problem. 

Reforming, or integrating, the individual income tax and corporate
income tax should involve several features that need to be dealt with
simultaneously. First, the integration should occur only for income stem-
ming from new corporate investment. There is no reason to give tax
breaks on the income stemming from old investments; those tax breaks
would be windfall gains. Second, individual-level taxation of corporate
dividends and capital gains (on new investments) should be removed
only if the full tax has been paid on the income at the corporate level. If
corporate taxes were not paid, then corporate dividends and capital gains
should be taxed at the full individual rate (not capped at 15 percent).
Third, efforts to shut down corporate tax sheltering need to be beefed up
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substantially. This could include increased enforcement as well as altered
accounting procedures that require more conformity between book and
taxable income. Fourth, a wholesale attack on corporate tax expenditures
would be a final, key element in this package. To be clear, my sense is that
this package of changes would likely raise net federal revenues from cor-
porate source income. 

Integrate the Payroll and Individual Income Taxes. For about 70 per-
cent of all households, and virtually all filers in the bottom 40 percent of
the income distribution, payroll tax burdens exceed income tax payments
(Tax Policy Center 2003). The payroll tax imposes a burden of roughly 
15 percent on the very first dollar of earnings. In contrast, a family of 
four with all of its income from wages does not fall into the 15 percent
marginal income tax bracket until its income exceeds $36,000, and it
does not pay an average 15 percent income tax rate until its income is
$120,000, which is actually higher than the payroll tax cap for Social
Security. Integrating the payroll tax and the income tax could take differ-
ent forms, but each would make the burden of payroll taxes more pro-
gressive. This would be particularly important if a consumption tax either
were added to the system or replaced part of the system, to offset some of
the regressivity of that tax.

Simplify. There are a number of ways to simplify the system, even without
enacting fundamental reform. The administration’s efforts to unify the def-
inition of a child in the tax code are one such example. Return-free filing
could be achieved for as many as 50 million taxpayers with relatively minor
changes in the tax code (Gale and Holtzblatt 1997). Return-free filing is in
existence in dozens of countries around the world and would relieve the
hassles of filing and compliance for the households least able to address
such issues. The number of households who could avoid filing would be
greatly enhanced, and other simplifications would occur, if the personal
exemption, the child credit, and the earned income credit were consoli-
dated into a single program, and if the standard deduction were increased.
Likewise, increasing the standard deduction by the value of a personal
exemption and reducing the number of personal exemptions by one would
simplify taxes further by reducing the number of people who itemize. In
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addition, education subsidies could be consolidated and streamlined, as
could retirement saving programs. 

Restructure Deductions into Credits. On simplicity, equity, revenue, and
possibly efficiency grounds, the itemized deductions should be converted
to refundable, flat-rate, capped credit. Although they are immensely pop-
ular and subsidize activities thought of as “good,” itemized deductions cre-
ate numerous problems. They largely subsidize activity that would have
occurred anyway. They complicate tax filing and enforcement. They erode
the tax base and are regressive, giving bigger benefits to high-income than
low-income filers. Finally, the deductions hide subsidies that would be
obvious if they were spending programs. Imagine that instead of a mort-
gage interest deduction, we had a program called “homeowner welfare,” in
which taxpayers earned a “welfare entitlement” equal to their annual mort-
gage interest payment times their tax rate. Anyone whose entitlement was
below a certain threshold, say $6,000, would receive nothing. Anyone
whose entitlement exceeded the threshold would receive the entitlement
in cash. This program would be decried as wasteful and a sop to the rich.
Yet it is not dissimilar to the way the mortgage interest deduction works.
Items that represent true reductions in ability to pay taxes should be
deducted in full, but none of the itemized deductions completely meets
that standard. Relative to current law, converting the deductions to 15 per-
cent credits would reduce revenue loss, dampen regressivity, minimize the
other unfair aspects of deductions, and simplify tax filing. At the same
time, it would continue to allow a subsidy for activities that society may
deem as “preferred” for one reason or another. 

Fix the Alternative Minimum Tax. The alternative minimum tax should
be abolished, if—and these are some big ifs—(a) the anti-tax-sheltering
provisions of the AMT are brought into the income tax, (b) dividends and
capital gains are taxed as described above, and (c) the revenue is made up
by adjusting income tax rates. Alternatively, the AMT could be retained,
but reformed in a revenue-neutral manner that would raise the AMT
exemption substantially, to remove the middle class from the tax, and
would include dividend and capital gains as preference items, to restore
the AMT’s goal of closing shelters.  
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Raise Private and National Saving. The enormous efforts over the past
twenty-five years to stimulate private saving by providing tax incentives
for contributions to particular accounts (which is quite different from “sav-
ing”) do not appear to have been very successful in raising overall private
saving, and they have been even less successful in raising national saving,
the sum of private and public saving. Currently, federal tax expenditures
for pensions and other saving incentives are larger than the entire level of
personal saving (Bell, Carasso, and Steuerle 2005).

Part of the problem is that the accounts do not subsidize saving, which
requires a reduction in consumption spending and living standards.
Instead, they merely subsidize contributions into an account. These con-
tributions can be made in many “painless” ways that do not involve reduc-
ing one’s living standard. High-income, high-wealth households are the
most able to make such painless contributions, drawing from income they
would have saved anyway or assets they already have saved. Another part
of the problem is that the immediate incentive to contribute—as measured
by the tax deductions that are allowed—is largest for the same high-
income households. Finally, the ability to finance the contributions to such
accounts with debt on which interest payments are deductible creates tax
shelter opportunities and should be restricted, as the chapters in this vol-
ume by Hall, Pearlman, and Slemrod point out.

Studies that acknowledge the role of precautionary needs for 
saving and the extent of saving incentives already in the current system 
generally find that a consumption tax would have a very small impact on 
the national saving rate (Engen and Gale 1996). In short, if increasing
saving is the problem, tax reform is unlikely to be the answer. 

A much more effective, less expensive, and simple approach to encour-
aging national saving—and the economic growth it can generate—is to
improve the operation of existing accounts by encouraging automatic
enrollment and automatic escalation of contributions over time in existing
401(k) accounts. This would raise contribution rates among low- and
moderate-income workers, who are less likely to be using the accounts as
tax shelters. Likewise, encouraging people to save their tax refunds or
allowing automatic payroll deductions for individual retirement accounts
would have similar effects. Relative to increasing contribution limits for
tax-preferred saving or moving to a consumption tax, these options would
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raise national saving as much or more, and would be more progressive
(Gale, Iwry, and Orszag 2005). 

Improve Administration. An intelligent tax reform would equip the
Internal Revenue Service with the resources it needs to enforce and
administer the system. Many taxpayers simply do not pay taxes they actu-
ally owe, while the IRS lacks the resources to enforce payment. Providing
the IRS with additional resources generally would boost revenues, pro-
vided the money is put to enforcement.  At the same time, one can only
go so far in this direction, as the additional manpower used reduces net
product in the economy as a price for producing a fairer distribution of
the tax burden. 

Meet Government Spending Needs. Given the spending trends noted
above, serious thought needs to be given to the best way to structure taxes
designed to raise additional revenues. Note that higher revenue needs
make it even more important to keep rates as low as possible and the base
as broad as possible. I do not think we can extract another 5 to 10 per-
cent of GDP in revenues out of the current individual and corporate
income tax system. The needed changes would raise rates too high to be
economically sound or politically viable. 

One possibility for added revenue, especially if income tax rates are
held at 35 percent, would be to apply a Social Security tax at 3 percent
on all earnings above the current earnings cap, similar to Medicare’s 2.9
percent rate.

Other options involve new taxes. One possibility here—one where
there is very strong evidence that it can be administered—is a VAT. A
broad-based VAT, one with only a few exclusions, would generate revenue
of about 0.6 percent of gross domestic product for each 1 percentage
point of tax. It would also increase the cost of government purchases and
reduce the income tax base. The net contribution to deficit reduction,
therefore, would be about 0.4 percent of GDP for each 1 percentage point
of tax. On net a 10 percent VAT, then, could raise an additional 4 to 5 per-
cent of GDP in revenue if the VAT tax base were kept fairly broad. The
great advantage of a VAT over a national retail sales tax is that the VAT is
a proven collection system in force in more than one hundred countries
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around the world. Exporters could follow established procedures for get-
ting rebates at the border. Unlike the retail sales tax, the VAT does not
have great difficulty in taxing services, as opposed to goods. One form of
VAT uses credits that effectively reduce the amount of cheating by requir-
ing users of inputs to make up for missing VAT if their input suppliers
have not paid them. Administrative concerns make the NRST a much
more iffy proposition, even as a supplement to the existing system. 

The VAT could even be earmarked to cover Medicare and Medicaid
costs, offering the public a natural way to check its own enthusiasm for
ever-higher health-care spending. 

Another option would be a tax on, or market in, carbon emissions,
which would likely raise significantly less revenue than a VAT. It raises
issues in environmental policy that are well beyond the scope of this
chapter, but merits serious consideration. 

Conclusion

Tax reform is an opportunity to focus on several broader issues that tend
to get lost in everyday discussions and politicking. First, the level of rev-
enues society is willing to collect should be consistent with the level of
government services society would like to provide. Second, the structure
of revenues should be more consistent in the way it treats assets and debt.
Third, a major tax reform is perhaps the only opportunity society will
have for a long period of time to make simplification a guiding focus of
policy changes and to clean special provisions out of the code. A reform
consistent with these three items and not unduly regressive or progressive
would not only command substantial political support, but it would also
improve the operation of the tax system and the economy.
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A Fair and Balanced Tax System 
for the Twenty-first Century

Michael J. Graetz

Who Will Step Up?

President Bush has made clear that he intends to fulfill his campaign promise
to “lead a bipartisan effort to reform and simplify the federal tax code,” and
he has appointed a panel cochaired by former senators John Breaux (D-La.)
and Connie Mack (R-Fla.) to suggest options. But many in Washington are
betting that major changes won’t happen, and tax lobbyists—including some
with close connections to the administration and Republicans in Congress—
are working to make sure that they don’t.

Two decades ago, many similar forces were just as sure that Ronald
Reagan’s tax reform plan had little chance. President Bush should take a
page from Reagan’s playbook: He should invest as much of his own time,
energy, and political capital in tax reform as he did in securing the tax cuts
of his first term. And he must, as Reagan did, try to forge a bipartisan con-
sensus. True bipartisan support is essential to obtain a genuine tax reform
that has any hope of lasting. 

The smart money is against tax reform, as always. In 1986 the smart
money bet against tax reform until the night before the new law was enacted.
So the smart money doesn’t always win. Beating it, however, demands
extraordinary leadership from both the White House and Capitol Hill. In
1986, in addition to President Reagan’s personal efforts, crucial leaders
emerged in Congress from both sides of the aisle. The legislative proposals of
Democrats Bill Bradley and Dick Gephardt and of Republicans Jack Kemp
and William Roth, while different, pointed the way to the income-tax reform



that actually happened. And Republican Senate Finance Committee chairman
Bob Packwood and Democratic Ways and Means Committee chairman Dan
Rostenkowski supplied essential leadership in passing the legislation. The key
question is whether members of Congress will step up this time.

The tax-policy debate between Democrats and Republicans so far offers
reasons for pessimism. Democrats seem to be looking to cut taxes of the poor,
to provide tax breaks to the middle class for this or that expenditure, and to
raise taxes for high-income people. Many Republicans seem to be looking
mostly to provide more tax cuts for savers and investors, who tend to be those
with higher incomes. The 1986 tax-reform coalition of supply-side Repub-
licans and tax-reforming Democrats, which produced the revenue-neutral,
distributionally neutral, rate-lowering, base-broadening tax-reform legisla-
tion signed by Ronald Reagan, has come completely unglued. Tax legislation
during the 1990s completed the unraveling of the 1986 Tax Reform Act,
which had promised, but failed to deliver, a better and simpler income tax.
Republicans seem to favor a narrower tax base with low rates, Democrats a
different but also narrower tax base with higher rates. Attempting to over-
haul the income tax, as in 1986, does not seem a promising path.

The Income Tax Is Badly Broken

I remember decades ago my father taking over our dining room table, sitting
there filling out his tax return off and on from about mid-February until
April 15 every year. This infuriated my mother for obvious reasons. My
father struggled on, viewing his duty to determine how much tax he owed
the way Justice Holmes did: as the price we pay for a civilized society. 

What has happened since? Substantively, the income tax is a mess.
Taxpayers at every income level confront extraordinary complexity. In
1940, the instructions to the Form 1040 were about four pages long.
Today the instruction booklet spans more than a hundred pages, and the
form itself has more than ten schedules and twenty worksheets. The
Internal Revenue Code contains more than 700 provisions affecting indi-
viduals and more than 1,500 provisions affecting businesses—a total of
more than 1.4 million words—making the tax law four times larger than
War and Peace and considerably harder to parse. The regulations contain
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another 8 million words, filling almost 20,000 pages (see figure 1). And
both the code and regulations grow fatter every year. 

In America today, very few people share my dad’s attitude toward taxes.
Many feel like “chumps” if they pay the taxes they legally owe. Young people,
especially, admit that they feel no compunction about filling out their tax
forms dishonestly. And the Internet has facilitated growth of the “tax deniers”
movement—people who spread their rejection of the legitimacy of any
income-tax requirements, including the requirement for employers to with-
hold taxes on their employees’ wages. When the IRS shuts down one Internet
site, more replace it. 

We are moving inexorably toward a crisis of compliance with our
income tax. Filing a tax return no longer links the American people to
their government. Instead, it is just one more commercial operation. H&R
Block, Jackson-Hewitt, Turbotax, and a legion of accountants sit between
Americans and their government. 
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FIGURE 1
TAX CODE COMPLEXITY

(approximate words in Internal Revenue Code and regulations)

SOURCE: Calculations based on U.S.C. (1940, CCH 1952) and C.F.R. (1940, 1949) and Tax
Foundation calculations, based on West’s Internal Revenue Code and Federal Tax Regulations (1975),
U.S. Congress (2001).
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Congressional Republicans and Democrats, along with every president,
now use income-tax incentives the way my mother employed chicken
soup, as a magic elixir for every economic or social ill. If the nation has a
problem in access to education, child-care affordability, health-insurance
coverage, retirement security, or the financing of long-term care, to name
just a few, an income-tax deduction or credit is supposedly the answer. 

The competition to give tax breaks for this or that expenditure has
badly broken the income tax. It is way too complicated; estimates suggest
ordinary citizens and businesses waste about $125 billion every year—
thirteen cents for every dollar collected—trying to comply with it, or to
avoid it (Slemrod 2005).

At the same time, the Internal Revenue Service is now incapable of
administering and enforcing the income-tax law. The fundamental prob-
lem is that it is being asked to do too much. Having to administer the
earned-income tax credit (EITC)—the nation’s wage subsidy for low-
income workers—has diverted IRS audit resources away from corporate
and high-income individual returns, leading to headlines that the agency
is targeting the poor for audits. The IRS routinely processes more than 130
million individual and corporate income tax returns and nearly 1.5 billion
information documents each year. It is also supposed to issue regulations
promptly implementing frequent and massive legislative changes, to ferret
out and deter income-tax protesters and corporate tax shelters, to halt tax
evasion, and to bring the underground economy to the surface. The IRS
cannot do all of these things well. Many it cannot do at all. 

Then there is the train wreck coming down the tracks. The AMT, the
alternative minimum tax, if left unchanged, will soon be imposed on
more than 30 million Americans. Tens of millions of people will have to
struggle to calculate twice—with different rates and different bases—what
income tax they owe. The cost of fixing this problem—perhaps $1 trillion
over ten years—is why Congress, since 2001, has simply postponed it.
The pony in this manure is that the coming AMT disaster offers politi-
cians a terrific opportunity to make some major improvements in our
nation’s tax system.

It’s not surprising that the American people now say the income tax is the
worst tax in the U.S. system. For a long time—until 1978—the income tax
was regarded by the American people as the nation’s best tax (Graetz 1997).
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How can anyone remain optimistic about fixing the income tax with-
out radical surgery? Even those who applauded the 1986 act as a wildly
successful tax reform must concede now that this legislation was not a
stable solution. Over time, its broad base and low rates have been trans-
formed into a narrower base with higher rates. What the nation needs is
a new and better tax system, one that is far simpler, fairer, and more con-
ducive to economic growth. 

If tax reformers are truly serious about getting the IRS out of the lives
of the American people, they must place tax simplification at the top of
the agenda. But in Congress, simplification is not a priority. Democrats
are primarily concerned with maintaining a progressive tax system, while
many Republican tax-cutters want to eliminate all taxes on wealth and
capital income—they say to spur economic growth. 

President Bush has said that any tax reform must be revenue-neutral,
maintain a progressive tax system, and promote economic growth. He has
emphasized that “simplification would be the goal” of any changes to the tax
code (Bush 2004). But the specifics of his plan are unknown. Will he propose
tinkering with the income tax? Or will he go for a flat-rate tax on what peo-
ple consume or on wages only, exempting all savings or investment income?
Or will Bush propose the favorite plan of some congressional Republicans—
complete replacement of the income tax with a national sales tax?

Unfortunately, despite their cleverness, the proposals for broad
change that have recently been circulating in the Congress—ideas like the
“flat” tax and a national sales tax (which its proponents have somehow
labeled the “fair tax”)—are essentially unrealistic. They supply nice vehi-
cles for railing against the current system, for making political points, but
they fail to offer genuine alternatives. This is no time to play Pollyanna.

The “Flat Tax,” a National Sales Tax, and a Progressive
Consumption Tax Are Not Realistic Alternatives

Flat-tax advocates trumpet their claim that they would shrink the indi-
vidual tax return to fit on a postcard. But given Congress’s propensity for
enacting tax breaks to encourage particular expenditures or activities, it is
foolish to believe that a flat tax—which would require all wage earners to
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file tax returns—would stay flat or simple for very long. The political
allure of giving Americans tax breaks for specific expenditures or invest-
ments is catnip to both Congress and the White House. The Form 1040
itself could once have fit on a postcard. 

Nor does the idea of taxing only people’s wages seem likely to sit well
with the American public over time. The belief that it is unfair to tax only
wages and not income from wealth is what led this country to add the
Sixteenth Amendment to our Constitution.

Politically, the flat tax’s greatest weakness is its treatment of exports
and imports—taxing exports, while exempting imports—which makes it
anathema to American businesses.1 Notwithstanding economists’ wide-
spread agreement that exchange-rate adjustments will offset this disad-
vantage, American producers will not stand for a consumption-based tax
reform that taxes U.S. production, no matter where the goods are con-
sumed, but fails to tax foreign production of goods consumed in the
United States. Its treatment of international commerce—which is
required under the General Agreement on Tariffs and Trade (GATT)—is
alone enough to doom the flat tax politically.

Proponents of replacing the income tax with a national sales tax have
labeled their proposal the “fair tax” and are spending millions of dollars
to build grass-roots support. And quite a few congressional Republicans
have cosponsored legislation endorsing this idea. But there is no reason
to believe that any government can collect a retail sales tax at the high
rates necessary to replace the income tax completely. Only six countries
have ever adopted retail sales taxes at rates of 10 percent or more; none
currently exists (Slemrod 2005). The temptations for retailers to pocket
the money are just too great. This is why more than a hundred nations
have instead adopted value-added taxes, which are similar to sales taxes
economically, but are collected at all stages of production. 

Like the flat tax, the national sales tax plan would undermine both pri-
vate employer-based pensions and health insurance. By eliminating any
incentives for either, it would threaten employers’ provision of both, which
is how most families get their retirement savings (other than Social
Security) and their health-insurance coverage. Both of these plans would
also eliminate any incentives for charitable contributions or home owner-
ship, contrary to President Bush’s insistence that such benefits be retained. 
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But despite its serious shortcomings, do not underestimate the polit-
ical forces behind this so-called “fair” tax movement. They resemble the
forces that started the effort to repeal the estate tax in the early 1990s. We
now know that the failure to take such a political movement seriously can
be very costly to its opponents (Graetz and Shapiro 2005).

Since all reporting of sales taxes would be done by retail businesses
and no individual returns would be required, a national sales tax would
offer genuine simplification for American families. The rub, however, is
that complete replacement of the income tax with a national sales tax
would provide a large tax reduction for the country’s wealthiest people.
Like the flat tax, a national sales tax that completely replaces the income
tax would unacceptably shift the tax burden away from those with the
greatest ability to pay to families with less income. This plan is simply not
fair. But there is no “truth-in-labeling” requirement in politics. 

Thirty years ago, Dan Throop Smith, a Harvard economist who had
served as the Treasury Department’s top tax adviser during the Eisen-
hower administration, accepted the invitation of his daughter, a teacher,
to visit her one-room school in Montana. To get a better handle on tax
equity, Smith asked three children what would be a fair tax on a family
with an income of $5,000, if a family with an income of $2,000 paid a tax
of $200.

The first child said, “Five hundred dollars,” thereby showing a pre-
disposition for proportional burdens and perhaps a desire to make use of
a newly acquired familiarity with percentages. A second child immedi-
ately disagreed, adding the comment that the payment should be more
than five hundred dollars because “each dollar isn’t so important” to the
family with the larger income. A third child agreed with the second, but
with the reservation that the additional tax over five hundred dollars
shouldn’t be “too much more or they won’t work so hard.” Smith subse-
quently relayed this story in a scholarly article, adding: “Elaborate theo-
retical structures concerning diminishing utility and incentives and
disincentives are all really refinements of the quasi-intuitive opinions of
those children and may not lead to any greater certainty” (Smith 1968).

Shortly after the publication of my book, The Decline (and Fall?) of the

Income Tax, which retells Smith’s story, my daughter’s fifth-grade teacher
asked me to visit her classroom to talk about it. While there, I repeated
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Dan Throop Smith’s experiment. I asked Smith’s question, exactly as he
had, and, remarkably, the first three students to speak gave the identical
answers in exactly the same order. The intuitions about progressive taxa-
tion of children of the late 1990s in a large New Haven, Connecticut,
school mirrored precisely those of the Montana children in the 1960s.
After I told them that they had given exactly the same answers in exactly
the same order as did children more than three decades earlier in a one-
room Montana schoolhouse, a number of them wrote to me remarking
how “cool,” “neat,” “amazing,” and “weird” that was. One concluded, “I
guess that must be fair, if both of the schools got the same answers.”

These two experiments should serve as a caution to those who believe
that the American public will view as fair replacing a progressive tax on
income with a flat-rate tax on consumption. That sentiment will last only
until the second child speaks.

The current income tax is a horrible mess. But in the course of radically
restructuring our tax system, we should not enact a massive tax reduction
for the country’s wealthiest people—those who least need such relief—
while increasing taxes for those with less income or wealth. 

To avoid such a shift in tax burdens, while making the tax system more
favorable to savings, Republican senator Pete Domenici and Democratic sen-
ator Sam Nunn in the 1990s offered a combination of a value-added tax on
businesses and a progressive individual consumption tax as a replacement
for the income tax. The Nunn-Domenici plan foundered, however, because
of its inability to solve problems of transition from an income tax to the pro-
gressive consumption tax and its failure to tax consumption financed with
borrowing. In combination, these two problems allowed people with assets
or the ability to borrow to avoid the tax (Ginsburg 1995; Warren 1995). The
personal tax was essentially a personal tax on wages, but by borrowing for
consumption and reinvesting the proceeds of asset sales, people could have
sheltered even the wage tax. Senators Nunn and Domenici also concluded
that it was necessary to retain a number of existing income-tax preferences,
including, for example, the exemption for interest on state and local bonds.
This created additional opportunities to consume tax-free. The Nunn-
Domenici experiment suggests that enacting a coherent progressive personal
tax on consumption is probably not politically viable. This is hardly surpris-
ing, since no other nation relies on such a tax. 
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There are many other tax-restructuring options. The Committee for
Strategic Tax Reform, led by Ernie Christian and Gary Robbins, for exam-
ple, has proposed what it calls five easy pieces: (1) lowering capital-gains
rates, (2) eliminating the double tax on corporate earnings, (3) allowing
100 percent of business investment to be expensed, (4) expanding Roth-
type IRAs for savings, and (5) moving to a territorial corporate tax that
exempts all foreign income.2 Like the other ideas I have described, this
plan would remove tax burdens on wealth or income from wealth and shift
burdens to labor income. The reason these particular changes seem easy 
to their proponents is that they involve only incremental changes in the
income tax, and every one of these pieces, except the last, is a major 
revenue-loser. Like virtually all income-tax proposals, they offer little
promise of genuine simplification. They also are targeted to benefit higher-
income people and corporations. Their proponents never describe how
they plan to pay for these changes—how to offset the revenue losses—
because if they did, these “easy pieces” would become a good bit harder to
enact.3 Perhaps we are simply supposed to have faith that increases in eco-
nomic growth will take care of this new, large revenue hole.

A Fair and Balanced Tax System for the Twenty-first Century

We can achieve low tax rates and a much simpler tax system by replacing
most of the income tax with a tax on consumption. In the process, we
should return the income tax to its pre–World War II status—a low-rate tax
on a relatively thin slice of higher-income Americans. Whittling down the
income tax could be financed by enacting a value-added tax (VAT), a con-
sumption tax commonly used throughout the world. A VAT imposed at a
10–14 percent rate could finance an exemption from income tax for families
with $100,000 of income or less and would allow a vastly simpler income
tax at a 25 percent rate to be applied to incomes over $100,000. In combi-
nation, these two taxes would produce revenues roughly equivalent to the
current income tax (see table 1).4 And this proposal, unlike the “flat tax,” the
“fair tax,” and other such proposals, is essentially distributionally neutral. It
would not dramatically shift the tax burden away from high-income families
to middle- and lower-income families. Also, rather than relying on tax 
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structures like the flat tax and progressive consumption taxes, which were
invented in ivory towers and are largely untested in today’s economy, this
plan combines two of the world’s most common tax mechanisms, while
exploiting our nation’s substantial economic advantages.

Here’s the proposal. It contains four pieces, but I don’t claim they are easy. 

The Individual Income Tax. Increase the AMT exemption for married cou-
ples to $100,000 ($50,000 for singles), and index the exemption for inflation
so we never find ourselves back in the position we are in today. Lower the
AMT rate to 25 percent and repeal the regular income tax. Everybody seems
to want to repeal the AMT; let’s repeal the regular income tax instead.5

This would free about 150 million people from filing income-tax
returns. They would have no dealings at all with the IRS. A low flat rate
of tax would be imposed on the taxable income of high-income individ-
uals. The income tax that would remain for high-income taxpayers would
be shrunken and simplified substantially. The marriage penalties of the
existing income tax would be eliminated. Most of the special income-tax
credits and allowances that now crowd the tax code and complicate tax
forms would be repealed. But the deductions for charitable contributions,
home-mortgage interest, and large medical expenses would be retained.
In addition, employers would continue to have income-tax incentives 
to provide their employees with retirement savings plans and health
insurance. If Congress desires, a deduction could be allowed for state and
local taxes. Congress could tax capital gains at the standard 25 percent
rate or maintain a lower rate. Likewise, Congress could retain the special
15 percent rate on dividends or adopt the original 2003 proposal of
President Bush, eliminating dividend taxes completely when corporate
taxes are paid.

The Corporate Income Tax. Lower the corporate rate to 25 percent, and
more closely align book and tax accounting. Only with greater book-tax
conformity will we ever really solve the tax-shelter problem that has
plagued the corporate income tax for decades. 

An identical corporate and top individual rate, along with fewer 
differences between book and tax measurements of income, would allow
major simplification of business taxation. Where Congress wants to 
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maintain book-tax differences, such as for depreciation, research and
development expenses, and foreign taxes, these differences would be
made explicit. The corporate alternative minimum tax would be repealed.
By adopting identical tax rates under the individual and corporate income
taxes, the income of small corporations could be taxed on a flow-through
basis, thereby eliminating the separate corporate tax for many small 
businesses and taxing their income directly to their owners. This would
allow small-business income to qualify for the $100,000 income-tax
exemption, and the taxation of small-businesses could be greatly simpli-
fied. The corporate income tax would apply only to large, publicly held
companies.
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Calendar year
2003 2004 2005 2006 

1 10% VAT 565 596 628 661

$100,000 individual income tax −577 −601 −640 −655
exemption/AMT base/25% ratea

2 2% VAT 113 119 126 132

Replace EITC −36 −36 −37 −38

Additional funds for tax relief for −77 −83 −89 −94 
low- and moderate income familiesb

3 1% VAT 57 60 63 66

Base broadeningc 58 58 83 81

Corporate rate reduction to 25% −88 −89 −117 −117

4 13% VAT total rate net 15 24 17 36

TABLE 1
ILLUSTRATIVE SUMMARY OF REVENUES

Proposal to Revise Individual Income Tax and AMT
Summary of Rates and Balances at 13% VAT (billions of dollars):

SOURCE: Graetz (2002).
NOTE: These estimates were prepared for a seminar delivered to the U.S. Treasury Office of Tax Policy
in August 2002. The Treasury’s Office of Tax Analysis assisted in the development of these estimates
in connection with that seminar. The proposals are assumed to be effective January 1, 2003. The sun-
set of the 2001 act, scheduled for 2011, is assumed to be repealed. These estimates do not include
any potential interactions among proposals. They have not been updated to reflect economic or pol-
icy changes since 2002 and are therefore made available here for illustrative purposes only.



Enact a Value-Added Tax. To replace the revenues just lost, enact a value-
added tax at a 10–14 percent rate. A VAT has effects similar to a sales tax,
but a value-added tax is collected at all stages of production, so it is diffi-
cult to evade. This is a realistic tax used by more than 120 countries on five
continents. 

Businesses with gross receipts of less than $100,000 annually (which
account for nearly 80 percent of the country’s 25 million businesses) should
be exempt from collecting VAT or filing returns. Such an exemption would
reduce the number of VAT returns to about 5.5 million. An exemption for
small businesses would also relieve them from the costs of compliance and
the tax collector from chasing after small amounts of tax. European VATs
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Calendar year
2007 2008 2009 2010 2011 2012 2003–2012

696 731 768 807 848 891 7191

−694 −732 −779 −826 −878 −938 −7320

139 146 154 161 170 178 1438

−39 −41 −42 −44 −44 −44 −401

−100 −105 −112 −117 −126 −134 −1037

70 73 77 81 85 89 721

75 79 78 75 74 77 738

−113 −117 −118 −117 −117 −121 −1114

34 34 26 20 12 −2 216

a. The proposal would (1) repeal the regular individual income tax, (2) increase the AMT exemp-
tion to $50,000 (singles) and $100,000 (joint returns), (3) index the AMT exemption, (4) lower the
AMT rate to a flat 25%, and (5) phase out the AMT exemption at $20 for every $100 in excess of
$100,000 (singles) and $200,000 (joint returns). (The current AMT phase-out is $25 for every $100
over $112,000 [singles] and $150,000 [joint returns].) Further broadening the AMT base could
reduce the revenue cost of this change.

b. Assumes 2 percentage points of VAT devoted to relief for low- and moderate-income families.
c. A substantial portion of this cost might be funded by broadening the base of the corporate tax.



tend to impose compliance costs about one-fourth to one-third as large as
our income tax (Slemrod 2005). 

In order to keep the tax rate as low as possible, the VAT tax base should
be broad, covering nearly all goods and services. A broad VAT tax base with
a single tax rate would minimize its economic distortions, and limiting
exemptions would simplify compliance and administration.6 Expenditures
on education and religion would be exempt from the consumption tax, as
would much expenditure for health care. However, rather than exempting
food or clothing, as many foreign VATs and state sales taxes do to reduce the
tax burden on necessities, low-income people should be protected from tax
increases through an offset of their payroll-tax liabilities.7

Many countries that have enacted value-added taxes do not require
retailers to state separately the amount of tax imposed on the goods they
sell; the tax is buried in the price of products. But this weakness is easily
cured by Congress’s simply requiring that the total amount of tax be sep-
arately stated whenever goods or services are sold.

There are various methods for imposing and collecting such a consump-
tion tax. The best alternative is a so-called credit- or invoice-method VAT of
the sort used predominantly throughout the Organisation for Economic Co-
operation and Development (OECD) nations.8 Experience demonstrates that
such a tax works well. Sellers of goods and services collect taxes and receive
credits for VAT paid on their purchases. This allows tax revenues to be col-
lected regularly throughout the year from companies at all levels of produc-
tion, rather than just from retailers, thereby easing enforcement (Ebrill et al.
2001, 15, 20). A credit-method VAT also facilitates exemptions for small busi-
nesses (and for specified goods or services if such exemptions become polit-
ically necessary). The key point is this: The consumption tax should be
collected only from businesses, and the tax should be imposed on a broad
base at a level sufficient to free the vast majority of Americans both from any
income-tax liability and from any requirement to file tax returns.

Provide a Refundable Payroll-Tax Offset. Replace the earned-income tax
credit and protect families with low and moderate income from any increased
tax burden under this plan through a refundable payroll-tax offset. Providing
low- and middle-income workers offsets through the payroll-tax withholding
system would allow tax returns to be eliminated for these workers without
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increasing their taxes, while maintaining the EITC wage subsidy. Moreover,
payroll tax offsets would put money in low-income workers’ pockets when
their paychecks are earned rather than through a lump-sum tax refund after
year-end, as the EITC now does. 

For several reasons, it is not appropriate that this tax relief correspond
precisely to that provided by the current EITC. The EITC now contains
serious penalties on marriage, which should not be replicated in any 
new system, and noncustodial parents are now treated as if they have 
no financial obligations to their children. Further, for families with 
children, relief greater than that provided by the EITC will be needed to off-
set any new tax burdens created by a consumption tax. This tax relief and
wage subsidy for low-income workers would be administered by having
employers adjust their employees’ paychecks to provide additional take-
home pay. The total amount of the adjustment would depend on how many
children the worker has. To avoid an abrupt termination of relief with atten-
dant high marginal tax rates on wages, families with children might be eli-
gible for some tax offset with wages up to about $50,000.

Calculating this offset to payroll-tax withholding would not burden
employers; tables would be provided by the IRS showing the amounts of
the payroll-tax offsets at different wage levels and family sizes. Employees
whose payroll-tax obligations are not sufficient to cover the adjustment
would receive a direct increase in their take-home pay.

Although this take-home pay increase for low-income workers takes the
form of a reduction of payroll-tax deposits, like the current EITC it would not
affect employees’ Social Security benefits or the amounts credited to the Social
Security Trust Fund. It would be funded from general revenues provided by
the VAT. (About 2 percent of a 14 percent VAT would be dedicated to this
purpose.) Each employee’s wages would be reported to the Social Security
Administration in full, thereby providing all necessary information to main-
tain the employee’s full eligibility for Social Security benefits.

Conclusion

This plan is fair and balanced. It is fiscally sound, designed to maintain
current federal government revenues. Unlike proposals to replace the

A FAIR AND BALANCED TAX SYSTEM  61



62 TOWARD FUNDAMENTAL TAX REFORM

income tax completely with either a “flat tax” or a national sales tax and
some other proposals, this plan does not entail a substantial tax cut for
high-income individuals, or a tax increase for those below the top tier.

This tax system would make the United States very similar to the
average of OECD countries in taxing consumption relative to GDP and in
terms of tax rates on consumption (see figures 2 and 3). 

Our income tax, however, would be very much smaller—and could be
very much simpler—than what people generally face abroad (see figure 4).

This new tax system would have a number of important advantages: 

• It would eliminate about 100 million of the 135 million
income-tax returns that are now filed (see figure 5). One hun-
dred fifty million people would no longer have to file tax
returns. For them, April 15 would just be another day. 

• It would be far more favorable for savings and economic growth.
Most Americans would owe no tax on savings, and taxes on 
savings and investment would be lower for everyone. We would
also maintain incentives for employers to provide both health-
insurance and retirement-savings plans for their employees. The
United States would be an extremely attractive place for corpo-
rate investments of both U.S. citizens and residents as well as
foreigners. This plan should stimulate economic growth and
create additional jobs for American workers, producing sub-
stantial long-term benefits for the American economy. 

• It would eliminate all marriage penalties, something that Congress
has so far been unable to do under the current income tax. 

• It would not only give the United States a substantial eco-
nomic leg-up in the world economy, but does so by combin-
ing taxes commonly used throughout the world. This system
would facilitate international coordination and would fit well
within existing international tax and trade agreements.

• It would avoid the difficult issues of transition to an entirely
new system that have haunted other proposals to move away
from reliance on the income tax.



FIGURE 2
CONSUMPTION TAXES (VAT AND SALES TAX) AS A

PERCENTAGE OF GDP: 2002

SOURCE: OECD (2004, release 1).

FIGURE 3
CONSUMPTION (VAT) TAX RATES IN THE EU, OECD MEMBERS, 

AND THE UNITED STATES: 2000 (unweighted rate average)

SOURCE: OECD (2001, table 3.5); U.S. computations based on data from http://salestaxinstitute.com
(accessed January 10, 2002).
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• It would reduce the IRS workload so that the agency could do
its job.

Finally, although Congress will always tinker with the details of taxa-
tion, this system promises more stability than the alternatives. I have
already said why a pure flat-rate tax on other consumption or income will
remain neither flat nor pure for very long. And incremental income-tax
changes favorable to savings and investment today will be easy for
Congress to reverse tomorrow. Moreover, as long as the vast majority of
Americans are required to file tax returns, Congress and future presidents
will find irresistible a hodgepodge of tax incentives for this or that expen-
diture or behavior. This is, after all, how the income tax became the mess
it is today. But when the vast majority of families pay their taxes only at
the cash register, the political payoff from income-tax incentives will
diminish dramatically. 

And—short of a major catastrophe—it is hard to imagine any mem-
ber standing on the floor of Congress urging a reduction in the $100,000
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FIGURE 4
INCOME TAX REVENUE IN THE EU, OECD MEMBERS, 
AND THE UNITED STATES AS A PERCENTAGE OF GDP

SOURCE: OECD (2004, release 1); U.S. figures for 2005 are author’s estimates. 
NOTE: OECD reports U.S. revenue for 2003 as 10.9% of GDP.
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exemption to bring more people into the income tax. Last century, it took
World War II for this nation to extend the income tax to the masses.
Instead, representatives and senators will be clamoring to get more and
more people out from under the income tax.

The greatest threat to the stability of this tax structure is that income
or value-added tax rates might rise over time. To protect against the latter,
I have urged that we enact a VAT rate high enough (given existing state
sales taxes) to leave little room for further increases and use all the money
the VAT produces to eliminate income taxation while protecting low- and
moderate-income families from a tax increase. For the former, capital
mobility in today’s global economy offers real protection against individual
and corporate income-tax rate increases. The trend around the world is
toward lower, not higher, income-tax rates. Some have, nevertheless,
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FIGURE 5
TAX RETURNS: CURRENT LAW AND PROPOSAL

SOURCE: 1946: Statistical Abstract of the United States (1956); 2000: Internal Revenue Service Databook
(2000); Proposal 2003: Treasury estimates (individual), author estimate (corporate), GAO estimate (VAT). 
NOTE: GAO has estimated that an exemption for small businesses with gross receipts of $100,000 or
less would reduce the required number of VAT returns from 24 million to 5.4 million We assume here
that such a small business exemption would be included in a VAT and show 8 million VAT returns
filled, since some small businesses will opt into the VAT to obtain refunds and to account for growth
since the GAO report was published. VAT Administrative Costs, GAO/GGD-93-78 (1993) at 62.
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expressed concern that with an income tax limited to higher-income tax-
payers, the risk of future rate increases grows. But this risk is fully present
under the current income tax: Nearly 54 percent of its revenue comes from
the top 5 percent of returns with the highest income; nearly two-thirds
from the top 10 percent (U.S. Department of the Treasury, Internal Revenue
Service 2004). I have also urged enactment of a supermajority voting
requirement—60 percent of both the House and Senate—to raise either
consumption- or income-tax rates or to lower the income-tax exemption.
With this protection, the American people could look forward to a sim-
ple, fair, progrowth tax system for the twenty-first century.

Here’s what the Economist said about this plan in its November 25,
2004, issue:

Taken together Mr. Graetz’s plans imply a wholesale change to
America’s tax system. That may render them politically unreal-
istic. Nonetheless, the looming AMT crisis suggests that
America has a rare opportunity to clean up its tax code. If he
is really serious about reform, Mr. Bush should grasp it. 
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Notes

1. Most sales or value-added taxes are levied only on consumption that takes
place within the country. Exported goods are exempt from the tax. These exemp-
tions are not available under a flat tax, which would tax the entire value of goods
manufactured in the United States whether sold here or abroad, but would tax
only the U.S. markup of imported goods manufactured abroad. Economists do
not regard this as significant because they expect exchange rates to adjust to com-
pensate for this difference. Business owners, on the other hand, perceive a major
competitive advantage for imports and will exert their political muscle to oppose
such a regime (Graetz 1999). 

2. This proposal is detailed in www.nationalreview.com/nrof_comment/
conda200409140832.asp.

3. To avoid some of the revenue cost of the “five easy pieces,” and perhaps also
to prevent the “tax arbitrage” that might otherwise be possible under this plan
(Warren and Auerbach 1983), some have suggested combining expensing of
business investments with the “comprehensive business income tax” (CBIT) 
idea for taxing businesses offered by Treasury in 1992 (U.S. Department of the
Treasury 1992). With expensing, CBIT may be just another variation of a 
subtraction-method VAT, along the lines of the flat tax or David Bradford’s X Tax
(see Bradford’s chapter in this volume). Without expensing, CBIT would be a
unique form of income tax, taxing interest payments at source rather than resi-
dence, unlike any of our tax-treaty partners.

4. For further detail, see Graetz (2002). 
5. If the AMT were to serve as the income tax, certain changes would be 

necessary. For example, expenses of earning income, including employees’ 
business expenses and investment expenses, should be deductible. The
$100,000 exemption should make other personal exemptions and credits for
children unnecessary. Deductions might or might not be allowed for state and
local taxes.

6. A broad, but realistic, consumption-tax base would include approximately
half of the nation’s gross domestic product, less than the percentage of con-
sumption taxed in some nations, but higher than the OECD average, which is
about 40 percent of gross domestic product (Ebrill et al. 2001, 40–42, 43, 46).

7. Alternately, the payroll tax offset might be combined with some VAT excep-
tions for necessities.

8. A “subtraction-method” VAT, in which value added by each firm is calcu-
lated by subtracting allowable purchases from receipts, has often been offered as
an alternative. In the United States, this may well be because a subtraction-method
VAT looks more like an income tax. Like a credit-method VAT, a subtraction-
method VAT must adopt some mechanism to protect low- and moderate-income
taxpayers from a tax increase.
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Guidelines for Tax Reform: 
The Simple, Progressive Value-Added

Consumption Tax

Robert E. Hall

This chapter describes how to move down the path toward a simple, pro-
gressive consumption tax. It covers improvements that could be made in
personal and corporate income taxes, but it does not cover the other
major component of the federal revenue system, the payroll tax for Social
Security. I have another set of ideas about Social Security, emphasizing its
role in financing health care, but that is a topic for another place.

Some of the goals of tax reform command widespread support. The
first goal is simplification. The personal income tax today is ridiculously
complicated. An improved tax would result in a one-page filing for every
individual and every business.

The second goal is powerful, uniform incentives for capital formation.
In today’s tax system, entrepreneurial startups are heavily taxed, whereas
tax shelters are subsidized. Uniformity of powerful investment incentives
is central to a progrowth tax policy.

The third goal is progressive distribution of the tax burden. Today’s tax
system shields the poor from any income tax—a feature that should be
retained—but its distribution across middle- and upper-income taxpay-
ers is cruelly uneven. The United States needs an airtight progressive tax.

The fourth goal is economic efficiency. Once the other goals are
achieved, efficiency calls for moderate top tax rates. Experience world-
wide has demonstrated that tax rates above about 30 percent generate
inefficiencies that far outweigh the limited revenue that they collect. 



Tax specialists have reached a strong consensus that the general
answer to the federal government’s tax problem is a consumption tax. The
core of the argument is that an income tax, the only important alternative
to a consumption tax, creates a huge inefficiency in the economy. It dis-
torts families’ decisions about saving to support future consumption by
penalizing future consumption in comparison with current consumption.
Yet all taxes cause some kind of distortion. A consumption tax distorts the
choice about how much to work in the market, because it taxes the prod-
ucts purchased in the market with the resulting wages, but excuses the
time spent at home in enjoyable activities or in nonmarket work. By con-
trast, the distortion of an income tax is much more serious; it compounds
into the future. The income tax is paid year after year on the wealth set
aside to finance deferred consumption. The implicit tax rate on con-
sumption twenty to thirty years in the future is almost confiscatory. The
harm from an income tax is huge. 

In this chapter, I assume that the ultimate goal of tax reform is a
national consumption tax, and I suggest how to achieve this goal. Every
consumption tax provides the right incentives for capital formation, but
consumption taxes differ with respect to the other elements of the specific
goals just listed. Not all consumption taxes are simple, not all are pro-
gressive, and not all have low, efficient rates.

Comparing National Consumption Taxes

Among consumption taxes, the best choice for the basic structure of the U.S.
federal tax system is the progressive value-added tax (VAT). The VAT, which is
the backbone of the revenue system of every country in Europe, is the
essence of simplicity; it provides exactly the right incentive for capital for-
mation, because all investment is deducted from the tax base. The VAT is
also efficient, because its rate is in the safe zone below 30 percent. The only
defect of the standard European VAT—but a serious one—is its lack of pro-
gressivity. European countries complicate their VATs by applying higher rates
to luxury goods, but they have not succeeded in achieving a fair distribution
of the burden of the VAT. The next section describes how to make a simple
VAT progressive without sacrificing any of its desirable features.
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Under the European VAT, a business pays a tax on all of its receipts
except for export sales. It deducts all of its operating expenses—wages,
raw materials, services, and the like. It also deducts its outlays for plant
and equipment, research and development, and other forms of capital
formation. The only expense not deducted is imported products. The VAT
applies to all businesses, not just corporations. The base for the VAT,
added over all businesses, is privately generated gross domestic product
(GDP) less investment less exports plus imports. Private GDP is con-
sumption plus investment plus exports less imports. Thus the base is just
consumption. The VAT is an easy way to place a tax on consumption
without measuring each individual’s consumption at the personal level.

In the United States, another easy way to tax consumption efficiently
without a personal consumption tax return is a sales tax on consumption
goods sold to U.S. customers. This tax and the VAT treat imports and
exports the same way—the tax is not imposed on goods sold to customers
outside the United States, but imported consumption goods are taxed,
even though they are not U.S.-produced. In principle, the base of the
sales tax is identical to the base of the value-added tax. They differ only
in that the VAT collects the tax at every stage of production, whereas 
the sales tax collects only from the business that sells to the final 
consumer.

Some proponents of tax reform are pushing a federal sales tax. In
principle, a sales tax that exempts sales of investment goods has the same
benefits as a VAT. But a VAT is much easier to administer than a sales tax.
Under a VAT, every business pays the tax on all of its sales, whether to
other businesses or to final customers. If the customer is a business, the
customer deducts the purchase, so there is no double taxation. A seller
does not need to keep track of whether its customers are businesses or
final customers. Under a sales tax, the seller does need to make that dis-
tinction and contend with customers masquerading as reselling busi-
nesses when they are actually final customers. Sales taxes are notoriously
leaky and cannot sustain tax rates much above 10 percent, so the case
against the sales tax is practical. In addition, a sales tax suffers from the
same defect as a standard VAT—it is not progressive. 

Tax designers have developed a complete, coherent tax system based
on personal deductions for saving. Under this cash-flow consumption tax,

72 TOWARD FUNDAMENTAL TAX REFORM



businesses pay no taxes. Households file complex returns that account for
all inflows and outflows of cash—the base of the tax is the residual spent
on consumption. The cash-flow tax is vastly more complicated and much
harder to administer than any form of value-added tax. Because interest
in cash-flow consumption taxes has waned, they are not considered 
further here.

By contrast, a half-century of experience in Europe has proven the fea-
sibility of a VAT. Although there is some variation in rates, tax systems in all
of the members of the European Union are quite similar, with most revenue
coming from a VAT but with corporate and personal income taxes on top
of their VATs. Evasion of the VAT is difficult, because the tax is collected
from businesses on their domestic activities. The VAT is an attractive vehi-
cle for fundamental tax reform, but the historical objection to the VAT—
and a persuasive one—is that the European VAT is not progressive; it is
built into the prices of all the goods bought by low-income families. The
European solution to this problem—VAT rates that are lower on necessities
than on luxuries—is not adequate. Overall across Europe, the VAT rate is
in the 20 percent range, and the tax systems include a progressive personal
income tax as well. Some European countries have corporate income taxes
at high rates, although the trend is toward reduced corporate rates. Europe
sacrifices the efficiency of a pure consumption tax by adding on other fea-
tures intended to repair the unfairness of a pure VAT.

Canada and some other countries have taken a more satisfactory
approach to distributing the burden of their VATs. They pay families a
cash rebate of the VAT. The VAT is built into the subsistence level of con-
sumption purchases, but the rebate offsets that part of the VAT and makes
it progressive. On net, a family pays no consumption tax at the subsis-
tence level—that is, a family’s average tax rate is zero at the subsistence
level and rises gradually to the VAT rate as consumption rises. But this
approach is limited to the alterations in the distribution of the burden that
a single cash rebate can achieve.

In the United States, a cash rebate creates administrative problems, as
experience with the earned income tax credit (EITC) has demonstrated.
Even for the relatively modest amounts paid to filers under the EITC,
fraud has proven rampant. The United States does not maintain a list of
citizens who would be eligible for a rebate. Even if there were such a
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list—and many people oppose such a list on civil liberties grounds—
determination of the amount of the rebate would be a nightmare because
so many people spend only part of the year in the country. Many recent
immigrants move back and forth during the year, and many long-term 
residents have jobs outside the country.

The Steps to a Progressive VAT

In 1981 Alvin Rabushka and I proposed an improved approach to mak-
ing the VAT progressive (Hall and Rabushka 1981). This system links the
tax rebate to earning wages within the country. It does not require a
national register of people eligible for a rebate, and it solves the problem
of part-year workers by linking the rebate to actual earnings. Probably
most important, it does not pay the rebate in cash—it nets the rebate
against part of the VAT. Specialists in tax design have gradually come to
recognize what a good idea this is.

Under our approach, the VAT is split into two coordinated taxes.
Together, they form a VAT with a generous rebate provision. One part is
the tax that falls on all businesses—corporations, partnerships, and single-
person proprietorships. It is the same as a European VAT except for two
important differences. First, the business tax gives a deduction for com-
pensation (wages, salaries, bonuses, incentive pay, and pensions). Second,
a carry-forward is granted at market interest rates for tax losses. The sec-
ond provision is needed because a rapidly growing business will have a
negative tax base as its investment exceeds its cash flow from operations.
The VAT does not need a carry-forward, because the lack of a deduction
for wages makes a negative base quite rare.

The second part of the progressive VAT design is a personal tax on
compensation—it applies to the same compensation items that busi-
nesses can deduct. Thus the base for the progressive VAT is the same as
that for the standard VAT—all of consumption. The reason for moving
the taxation of compensation to the personal level is that the rebate can
then be provided as an exemption from the personal compensation tax.
Rather than pay taxes and then receive a cash rebate, the taxpayer sees his
rebate integrated with the tax. 
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The Hall-Rabushka administrative setup is part of what is called the
flat tax. The name is brilliant marketing, but it fails to convey the central
feature of the idea relative to a VAT—the flat tax is progressive because of
its rebate feature. The flat tax is flat only on consumption above a desig-
nated level, say $40,000 per year for a family of four.

The idea of the flat tax is a single tax rate of 19 percent on all fami-
lies, above the generous exemption level. But many people now feel—
with the dramatic widening of the distribution of consumption over the
past three decades among American families—that this single-rate tax
schedule does not distribute the tax burden fairly enough. It puts too
much of the burden on the middle class and too little on the prosperous.
But it would shift the burden in comparison with the current personal
tax, which has rates close to 40 percent, starting at upper-middle-class
levels.

A tax design to fit the times might have two or even three different 
tax rates at the personal level. David Bradford advocated this approach to
taxation, which he called the X tax (Bradford 2005). The goal of coor-
dination of the two parts of the progressive VAT requires that the busi-
ness rate and the top marginal rate on compensation be the same. If they
are not, high-income taxpayers will craft arrangements that label all of
their earnings as business income or compensation, whichever has the
lower rate. Those in lower brackets would have the incentive to label
income as compensation, which would be explicitly legal and even
encouraged. 

The following steps would lead to the progressive VAT:

• Eliminate personal taxation of business income: interest, divi-
dends, and capital gains.

• Bring all businesses (partnerships and proprietorships in par-
ticular) under the corporate income tax, to be renamed the
business tax.

• Remove the deduction for interest in the business tax and
remove the personal deduction for mortgage interest.

• Extend depreciation of plant and equipment to first-year
write-off.
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The result of these reforms would be a progressive VAT, although its
administration would differ from that of a standard European VAT. In
Europe, the typical family does not have direct contact with the VAT. The
tax is embedded in the prices the family pays, but the family does not fill
out a personal tax form. The standard VAT cannot therefore be progres-
sive. Under the progressive VAT, families would continue to fill out a per-
sonal tax form, but it would be simple enough to fit on a postcard. Only
earnings would be reported and taxed. The personal tax would have a
generous exemption and could have several rates, say 15 and 25 percent,
or 10, 17, and 25 percent. 

The progressive VAT would meet all four of the key goals of tax
reform. First, it is simple; both the business and personal taxes fit on
postcards. Second, it provides exactly the right incentives for capital for-
mation, across the board, through first-year write-off. Third, it is fair
because of the exemption and graduated rates in the personal part of the
tax. Fourth, it is economically efficient, because its top rate would be no
more than 30 percent.

The progressive VAT also would overcome grave inefficiencies in the
current income taxes. The central problem is inconsistent incentives for
capital formation that result in subsidies for some types of investment and
high taxes on others. Incentives to capital formation come in two vari-
eties. The first is depreciation, including first-year write-off. The second
is deduction of saving at the personal level. The two have a perverse, inef-
ficient interaction when the business tax permits deduction of interest.

The U.S. Pursuit of Tax Reform

The United States has pursued tax reform along two paths in recent
decades. One path is by providing increasingly generous vehicles for tax
deferral through designated assets. These vehicles are now available in a
large number of forms for retirement and in new forms for college saving
and saving for medical emergencies. This reform is thought to overcome
the inefficiency of income taxation, which drives a perverse wedge into
people’s planning for future spending based on current saving.
Meanwhile, the nation has pursued tax reform along a second path by
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lowering the tax rate on the return to capital. Ultimately, the two
approaches are redundant. Special tax-deferred vehicles, even if taken to
the ultimate form of unlimited tax deferral, would be meaningless in an
economy with a true consumption tax, which places no tax on the returns
to saving. This point is easy to see in a world in which the only tax is a
VAT. Any form of saving has the same benefit as a tax-deferred special
account. Fans of true consumption taxation believe that all tax reform
efforts should be aimed at moving to a VAT or other consumption tax
rather than at proliferating special accounts, though these are a desirable
second best if a consumption tax cannot be achieved.

The current tax system is utterly perverse because of the interest
deduction at the business level. Huge volumes of funds are deployed
every year to exploit the subsidy that occurs when a business borrows and
deducts interest but no tax is paid on the interest by the debt holders,
which are often pension funds and the holders of individual tax-deferred
accounts. When a business finances investment by selling bonds to a pen-
sion fund and takes depreciation and the interest deduction on the invest-
ment, the investment is inefficiently subsidized. The logic is as follows.
One way to achieve an efficient tax system (meaning a true consumption
tax) is to let people accumulate wealth in untaxed assets and then apply
the tax when the assets are cashed in to finance consumption. The other
is to give businesses a write-off for investment. When the tax system
grants a write-off—even the partial write-off in current depreciation 
provisions—and gives deferral, it subsidizes capital formation inefficiently.
The interest deduction is central to this inefficiency, because it puts the 
pension owner in the position of receiving the benefits of the investment
without taxation, either at the business level or at the personal level.

One efficient way to run the economy tax-wise is for businesses to
operate outside the tax system and for individuals to pay a tax at the time
they consume. Another is to give businesses a write-off for investment.
The investment financed by debt held by tax-deferred funds gets both.
This is the essence of a tax shelter. This problem will become worse if
depreciation becomes more generous and the provisions for tax-deferred
funds become more generous, as long as business income tax rates remain
high and interest is deductible under these taxes. This danger of tax
reform is well known to tax specialists, but it has received far too little
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attention from Congress. By far the best way to eliminate tax shelters is to
move to a single, coherent investment incentive. 

At the personal level, interest can be deducted against investments
financed by borrowing. This deduction would disappear without contro-
versy if the personal taxation of interest and other income from saving
were eliminated. Removal of the personal deduction for mortgage interest
is also required to achieve a true consumption tax. The political obstacles
to that step are formidable.

The central issue in tax reform in the near future will be the choice
between evolving toward a VAT or evolving toward a cash-flow tax. Tax
reform in recent years has taken steps in both directions, increasing the
likelihood of conflicts that create tax shelters that exploit both investment
and saving incentives and gain inefficient subsidies. The United States has
been adding investment incentives and saving incentives and thus wors-
ening opportunities for tax shelters without coordination.

It is time to move purposely toward the progressive VAT. The reduc-
tions in the dividend and capital gains taxes adopted by Congress in 2003
were important steps in that direction. Policymakers made the right
choice by reducing the personal rates on these types of income rather
than reducing the corporate rates. 

The next step should be the elimination of all personal taxation of
dividends and business capital gains. The public needs to be educated
that these types of income have already been taxed at the business level.
Removing personal taxation is not a giveaway to the rich, because the tax
on these types of income has already been paid, at the top tax rate, at the
business level. The corporate tax is a withholding tax.

Another important step is the rationalization of interest taxation. In
some ways, this step is easier, because the removal of interest deductions
raises more revenue than is lost from removing taxation of interest at the
personal level. The decrease in business interest deductions could be off-
set by an increase in depreciation, which is discussed shortly. To avoid
dislocations, certain transition rules would be needed, but those are not
spelled out here.

The big issue in interest taxation and deductions is home mortgage
interest. The mortgage deduction is sacrosanct. The deduction could be
retained in the progressive VAT setting if there were a special corresponding
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tax on mortgage interest receipts that recaptured the tax lost from the
deduction and maintained the VAT principle overall. Lenders would receive
a small incentive to offer alternative mortgages at lower rates that lacked the
privilege of interest deduction. The interest on these mortgages would not
be taxed when received by the lender. Eventually, Americans would be
weaned off deductible-interest mortgages. 

The steps taken to move the taxation of all business income to busi-
ness and to limit personal taxation to earnings should be accompanied by
steps to phase in improvements in the depreciation of plant and equip-
ment. After a decade or so, all plant and equipment should be written off
for tax purposes in the year of purchase, in accord with the principle of the
VAT. During the period of transition, depreciation and write-offs will be
higher than normal, because past commitments to depreciation would be
honored at the same time that new investment is written off immediately.

At the end of this process will be a progressive VAT. The additional
revenue from plugging existing loopholes will permit a top tax rate of
about 25 percent for both business and personal taxes. And the tax itself
will achieve the four key goals of simplification; uniform, powerful incen-
tives for capital formation; progressive distribution of the tax burden; and
economic efficiency. 

A perhaps fitting close to this chapter is a list of things the United
States should not do in pursuing tax reform. It should not consider a
national sales tax—it is an administrative nightmare. It should not con-
sider a European VAT—it is not progressive. It should not expand saving
incentives at the personal level or make any other changes that anticipate
moving to a cash-flow consumption tax—it, too, is an administrative
nightmare. The progressive VAT is the desirable goal of tax reform.
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5

Would a Consumption Tax Favor 
the Rich?

R. Glenn Hubbard

Many chapters in this volume discuss the pros and cons of specific options
for fundamental tax reform.1 It is helpful as well to consider the basic
sources of efficiency gains from tax reform—income gains of as much as 9
percent (Altig et al. 2001). The bulk of these gains are achieved by reducing
the burden of capital income taxation, which arises from the multiple layers
of taxation on certain forms of productive business investment. Capital
income taxation is also at center stage in the complexity of the present tax
system (for example, measurement of capital gains and depreciation and the
numbing complexity of tax rules governing multinational companies).

President George W. Bush has pursued an agenda of reducing the effi-
ciency and complexity costs associated with capital income taxation. Yet
fundamental tax reform—moving from the current tax system to a broad-
based income tax or consumption tax with a simpler structure and lower
marginal rates—would be on the watch list for 2005 even without the
president’s interest. Part of this emphasis reflects the concerns of econo-
mists and policy mavens that tax reform could improve the efficiency of
the economy and generate extra income for U.S. citizens. But practical
factors in the real world of policy debates loom much larger—the per-
ceived declining competitiveness of U.S. firms, the low rates of saving by
most Americans, and the growing reach of the alternative minimum tax
into millions of middle-income households. 

These real-world pressures supported President Bush’s tax cuts of 2001,
2002, and 2003. By means of his tax cuts and discussions of tax reform,
President Bush has quietly made the case for a simpler tax system that



would remove or at least sharply reduce the current-law tax bias against
saving and investment. Indeed, the president’s framing of the tax reform
debate has corralled the real-world pressures for reform into a discussion of
a consumption tax as a way of flushing out the familiar “simpler, fairer, fat-
ter” goals of tax reform. And one would hope that this discussion will focus
on how to broaden the tax base to make the marginal tax rates on invest-
ment (and work and entrepreneurship) as low as possible.

So, if capital income taxation is the “elephant in the room” of tax
reform discussions, why is fundamental tax reform so difficult to accom-
plish? This framing will likely provoke loud outcries that consumption-
based tax reform is unfair or, in the language of economists, “regressive.”
An understanding why these cries are greatly exaggerated reveals not only
insight into how tax reform works, but also how it is likely to emerge in
the political discussion.

One “fairness” concern about any fundamental tax reform that would
broaden the tax base and reduce marginal tax rates is that top rate reduc-
tions would benefit only a handful of affluent taxpayers. This “snapshot”
distributional analysis calls to mind the imagination of Tevye the Milkman
in Fiddler on the Roof, who in the song “If I Were a Rich Man” thinks of one
staircase for just going up and another for just going down. But in the same
way that actual staircases allow for both upward and downward mobility,
the tax system sees considerable income and tax rate mobility on the part
of households. As a result, the reductions in marginal rates made possible
by tax reform would affect many more individuals than a snapshot suggests.

In 2003, the White House Council of Economic Advisers used Treasury
Department data on households for the years 1987–96 to study how house-
holds change income tax brackets over time (see Council of Economic
Advisers 2003, exhibit 5.4). More specifically, the economists used the data
to ask what tax rates households would have faced had President Bush’s sig-
nature Economic Growth and Tax Relief Reconciliation Act of 2001 been in
place over this period. The tabulations revealed that more than half of tax-
payers were in a different tax rate bracket at the end of the period and that
the upward and downward mobility was significant: Two-thirds of taxpay-
ers in the lowest bracket had moved to a higher bracket after ten years, and
four times more taxpayers were subject to one of the top two tax rates in at
least one of the ten years than was indicated by the initial snapshot.
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But the much more significant “fairness” concern about tax reform in
the form of a consumption tax is the claim that such a tax would exempt
income from saving from tax. To the extent that higher-income and
wealthier households save more (both absolutely and relative to their
income),2 a shift to a consumption tax would confer much larger gains to
the higher-income and wealthier taxpayers. Such an argument is intuitive—
but wrong. A broad-based consumption tax need not be more regressive
than a broad-based income tax. The real challenge for tax reform is to
accomplish either one. 

The “Fairness” of Consumption Taxation

Critics often claim that, as a tax base, consumption is less fair than
income, because the benefits of not taxing capital income accrue to high-
income households. As is often noted, this claim depends critically on the
time frame for analyzing fairness; consumption taxes may be less regres-
sive from a lifetime perspective than from an annual perspective.3

The truth is that, despite the common perception that consumption
taxation eliminates all taxes on capital income, consumption and income
taxes actually treat similarly much of what is commonly called capital
income. Not all capital income escapes the consumption tax. In principle,
capital income can be decomposed into four components: (1) the risk-
free interest rate (the return to waiting); (2) the expected risk premium
for investing (the return to risk taking); (3) returns to market power,
entrepreneurial skill or ideas (what economists call economic profit); and
(4) a remainder that reflects good or bad luck. For most investments, the
income tax base—but not the consumption tax base—includes the first
component of capital income; both tax bases treat the last three compo-
nents of capital income similarly. Relative to an income tax, a consump-
tion tax exempts only the tax on the opportunity cost of capital.

I focus here on a set of plausible and widely discussed prototypes of
tax reform. Moving from the current U.S. tax base to a broad-based con-
sumption tax base encompasses two reforms: (1) a move from the current
income tax to a broad-based income tax with uniform capital taxation 
(as under the Treasury Department’s 1992 proposal of a comprehensive
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business income tax), and (2) a switch from this pure income tax base to
a consumption tax base (as under the flat tax of Hall and Rabushka).4 The
short-run and long-run distributional consequences of moving from the
current tax system to a consumption tax may differ in significant ways. In
the short run, eliminating differential capital taxation would affect asset
prices, favoring assets that are currently heavily taxed, such as corporate
capital, over assets that are lightly taxed, such as housing. The short-run
effects of switching from an income base to a consumption base may
depend heavily on transition rules. And the short-run distributional con-
sequences of changes in asset prices depend critically on the current pat-
tern of assets holding in the economy and the horizon over which
different people plan to hold their assets.

A central question for distributional analysis is which savers earn
higher returns. For example, for a given level of wealth, investors whose
returns mainly consist of risk-free returns on savings would benefit more
than investors whose returns include returns to risk taking or rents from
entrepreneurial activities. But how many very wealthy taxpayers earned
their fortunes by saving up risk-free returns?

Comparison of Income and Consumption Taxes

It is useful to begin by comparing two benchmark taxes: a pure uniform-
rate income tax and a subtraction-method value-added tax (or combina-
tion of a wage tax and a business cash-flow tax at the same rate). A pure
uniform-rate income tax has a base that includes all forms of labor and
capital income and a flat rate. This system would tax corporate and non-
corporate capital at the same total tax rate. One way to implement such
an income tax would be to combine a business-level tax (for both corpo-
rate and noncorporate firms) on receipts, less wages, materials costs, 
and capital depreciation, with a household-level tax on wages. For sim-
plicity, suppose that the business and household taxes are imposed at a
flat rate; that the two tax rates are the same; that no tax-favored ways of
holding wealth are available; and that the economy is closed to capital
flows. Abstracting from risk considerations, the revised income tax sys-
tem, then, has three components: (1) a wage tax, (2) a tax on returns from
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break-even investment projects, and (3) a cash-flow tax on returns from
existing capital and highly profitable investment projects. Within the con-
text of broad-based income tax reform, Treasury’s comprehensive busi-
ness income tax (CBIT) proposal generally followed this model (U.S.
Department of the Treasury 1992).

In a subtraction-method value-added tax (VAT), each business has a
tax base equal to the difference between receipts from sales of goods and
services and purchases of goods and services from other businesses. This
measure of value added is then taxed at a fixed tax rate. Transactions
among businesses generate offsetting increases in the tax base of sellers
and decreases in the tax base of buyers, so that no net revenue accrues to
the government. Net revenue arises when goods are sold by a business to
a nonbusiness entity, generally households. Because the aggregate busi-
ness tax base equals the aggregate sales by businesses to nonbusinesses,
the tax base is equivalent to aggregate consumption. As long as tax rates
are uniform, this subtraction-method value-added tax is equivalent to the
familiar European-style credit-invoice value-added tax. 

A uniform tax could be achieved by equivalently allowing a deduction
for wages at the business level with wage taxation at the same rate for
individuals (as in the Hall-Rabushka flat tax). Thus the VAT can be envis-
aged as a combination of a wage tax and a tax on business cash flow. With
this alternative means of administration, the consumption tax strikingly
resembles the benchmark income tax. The difference between the two
taxes, if one abstracts from the treatment of losses, is that the income tax
base depreciates capital expenditures and the consumption tax base
deducts capital outlays. 

Riskless Returns to Capital: What Is Taxed? Traditional descriptions of
the taxation of capital income under a cash-flow tax or consumption tax
assume that all income from capital is exempt.5 For example, assume that
investment projects offer a single riskless rate of return. Then decompose
the base of the flat tax into two parts: The first is a business cash-flow tax
whose base is R – I, where R is receipts from sales of goods and services
less purchases for labor, raw materials, and services, and I is expenditure
on capital goods.6 The second is a wage tax, whose base is wages, W. (The
subtraction-method VAT combines the two pieces, with a base equal to 
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R + W – I.) The wage tax burden is borne by labor, but who bears the bur-
den of the cash-flow tax?

Under the cash-flow tax scheme, taxes would no longer affect busi-
ness investment decisions. The present value of one dollar’s worth of
depreciation deduction would be one dollar, whereas under the income
tax the present value is less than one dollar. The present value of depre-
ciation allowances depends on the depreciation schedule prescribed by
the tax code for the firm’s assets and the discount rate that the firm uses
to discount the future tax savings from the depreciation allowances.
Hypothetically, depreciation schedules reflect the useful life of different
assets. In a riskless investment project, the tax savings from depreciation
allowances represent riskless cash flows that the firm would discount at
the risk-free rate of interest.

For a break-even investment—one in which the expected rate of
return just equals the interest rate—the upfront subsidy to investment
provided by expensing just equals the expected future tax payments. It is
only in this sense that the return to capital is not taxed under the cash-flow tax
(or, equivalently, under the consumption tax).

Entrepreneurial Returns: What Is Taxed? The example assumed a sin-
gle riskless return on investment projects. Now suppose that, in addition
to having access to riskless investments, certain entrepreneurs have access
to very profitable investments in which profits are associated with ideas,
managerial skill, or market power. 

Extending the example, what is taxed are rates of cash flow in excess
of the riskless rate of return. Cash flows representing entrepreneurial
rents are taxed equivalently under the broad-based income tax and the
cash-flow tax (or consumption tax). As long as the scale of entrepreneur-
ial projects with rents is limited, the tax savings from expensing should
be invested in another riskless asset. For entrepreneurial projects, then,
only the component of the return representing the riskless rate is untaxed
under the cash-flow tax (or consumption tax). 

Risky Investment: What Is Taxed? Introducing risk adds two compli-
cations. First, risky investments have a higher required rate of return than
riskless investments, reflecting a risk premium to compensate savers for
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bearing risk. Second, risky investments generate—after the fact—high or
low returns to investing. In the actual distribution of capital income
across households, some variation reflects this good or bad fortune. The
component of capital income that represents luck after a risky investment
decision has been made can be treated like the rents in the benchmark
income tax and cash-flow tax. Actual realized returns in excess of the
expected return are taxed under both the income tax and the cash-flow
tax. Assuming similar loss offset provisions, low realized returns also 
generate the same tax consequences under the two systems. 

Whether either tax system levies a tax on the risk premium depends
on how one defines a tax. If a tax is defined as an increase in expected
government revenues—the definition economists generally prefer—then
both the income tax and the cash-flow tax include the risk premium. If,
by contrast, a tax is an increase in the discounted present value of gov-
ernment revenues, then neither tax system includes the risk premium.
This distinction is most easily seen for a cash-flow tax with full loss off-
sets. By levying such a tax, the government shares equally in the costs and
revenues of investment projects. This feature of the tax system prompts
the analogy of the government as a “silent partner” in the investment.
Suppose that the government taxes two projects with the same costs but
with different expected returns (because one project is riskier than the
other). Like private investors, the government would expect a higher
return on its investment (cost sharing) in the riskier project. However,
assuming that the expected returns compensate for the risk, the “market
value” of this extra expected revenue would be zero, because it compen-
sates the government for the added riskiness of the revenue stream. There
is no free lunch—the government does not increase the discounted pres-
ent value of its revenue by taxing pure risk. 

In contrast to the cash-flow tax, an income tax provides depreciation
allowances rather than expensing for capital purchases. This difference
does not affect the treatment of the uncertainty about costs and revenues,
as long as the two tax systems have similar loss-offset provisions. By pro-
viding depreciation allowances rather than expensing, the government
pays a smaller share of the cost of investment projects, because the
investor recoups the government’s “share” of the cost in the future rather
than at the time of the outlay. The present value of the loss to the investor
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(and, conversely, the gain to the government) depends on how the tax
savings from depreciation allowances should be discounted. As long as
tax rates do not change, the government’s promise of depreciation
allowances gives the investor a safe, predictable cash flow, which warrants
discounting at the default risk-free rate of return. Thus the benchmark
income and consumption taxes treat the return to risk taking similarly. 

Putting these arguments together, what is often called the return to
capital can be thought of as the sum of the riskless return (return to wait-
ing), entrepreneurial returns (economic profits), and a risk premium on
risky investments (payment for bearing risk) and realizations on risky
investments (luck). Unlike the consumption tax base, the income tax base
includes the opportunity cost of capital, which equals the rate of return
on a marginal riskless project. Assuming the consumption tax does not
change the rate of return on investment, for investments with the same
opportunity cost the owner of the investment with a high rate of return
will pay more in taxes than the owner of the investment with a lower rate
of return. Because households that save benefit from eliminating the tax
on the opportunity cost of capital, they benefit from this tax reform.
However, because entrepreneurial returns are still taxed, the distribu-
tional effects also depend on separating “opportunity cost” returns to 
saving from entrepreneurial returns and returns to risk taking.

Shifting the Tax Base from Income to Consumption

A major focus of the political discussion of the incidence of a consump-
tion tax is the transitional redistribution accompanying a switch from an
income tax to a consumption tax. Within the familiar life-cycle frame-
work, part of the gain in economic well-being accompanying the tax
reform is attributed to a transition tax, borne disproportionately by the
elderly in the conventional life-cycle setting. The elderly accumulate
assets to finance retirement consumption under the income tax regime,
but now they must pay tax again on those funds as they are used to pur-
chase goods and services. The extent to which the elderly bear this bur-
den depends on the change in the after-tax price of consumption from
switching tax bases. In part, the after-tax price of consumption depends

88 TOWARD FUNDAMENTAL TAX REFORM



on the general price level effects of tax reform, which, in turn, may
depend on the administration of tax reform. If the transition tax stems
only from disallowing depreciation allowances and not from a one-time
increase in the price level, then the elderly bear the tax only to the extent
that they own a disproportionately large share of assets that lose their
depreciation allowances. There is another significant consideration, how-
ever: Consumption taxes offer higher expected future (after-tax) returns
to saving. Thus to the extent that the transition tax is borne by individu-
als with relatively long future consumption horizons, the consumption
tax may make even households bearing the transition tax better off. Yet
decomposing capital income into its components suggests that the higher
expected future (after-tax) returns to saving applies only to a small com-
ponent of observed returns.7

Eliminating the Differential Taxation of Capital Income

The broad-based income tax assumed by the benchmark described ear-
lier bears only a faint resemblance to the current U.S. tax system. An
important difference between the two is the current system’s differential
taxation of capital income. Most prominent is the double taxation of
equity-financed corporate investment created by the existence of a sepa-
rate corporate income tax (although this bias was reduced by the 2003 tax
legislation). Moreover, variation in the generosity of depreciation
allowances across assets generates differences in the effective tax rates
across investments. In addition to the corporate tax, many provisions of
the individual tax code also produce differential taxation, such as differ-
ential tax rates on capital gains and dividends, the nontaxation of the
implicit returns from consumer durables, the exemption from tax of
interest on state and local government bonds, and various provisions to
encourage retirement saving. 

Again, a consumption tax is only one method of uniform capital income
taxation. Such taxation can also be achieved (albeit at a somewhat higher
rate) by reforming the income tax system—for example, the Treasury
Department’s comprehensive business income tax proposal eliminated most
of the main forms of differential capital taxation. Thus the distributional
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issues associated with eliminating differential taxation are not unique to a
consumption tax but can apply to income tax reform. 

Distributional Consequences of a Consumption Tax

After studying U.S. household-level data, Gentry and Hubbard (1998)
concluded that the switch from a pure income tax to a consumption tax
is likely to be less regressive than commonly assumed. Despite the claim
that consumption taxes do not tax capital income, replacing depreciation
allowances with expensing only eliminated the taxation of the opportu-
nity cost of capital and not capital income attributable to rents and luck
(either good or bad). Because wealthier households receive a larger por-
tion of what is often called their capital income in the forms treated sim-
ilarly by income and consumption taxes (realized returns to risk taking
and entrepreneurial returns), a consumption tax is less regressive than
would be suggested by assuming that a consumption tax exempts all parts
of capital income. The distributional analysis by Gentry and Hubbard
suggests that more than one-third of the reduction in the share of taxes
paid by very high-income households in switching from an income tax to
a consumption tax is offset by this effect.

That analysis illustrates the benefits of separating the parts of tax
reform inherent to taxing consumption from those associated with a
broad-based income tax. For the debate over fundamental tax reform, the
advantages and disadvantages of eliminating differential capital income
taxation can be separated from the choice between income and con-
sumption as the tax base. Moreover, in some cases the elimination of dif-
ferential capital taxation may be the more important of the two issues.

Getting There from Here

Large efficiency gains are possible from fundamental tax reforms.8 Effi-
ciency and simplicity gains for individuals and businesses will be greatest
under a consumption tax. The counterclaim that consumption tax reform
is a sop to the rich is almost certainly unfair, especially if a progressive 
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consumption tax like that proposed by Bradford in this volume were
under consideration.9 But even abstracting from such considerations, the
sense in which the distributional burdens of “textbook” income and con-
sumption taxes are closer than conventionally imagined offers three les-
sons for the process of tax reform. First, many of the economic gains from
fundamental reform can be obtained from reform of the income tax
(though additional pro–business investment and prosimplification gains
can be achieved by the further shift to a consumption tax). Second, fol-
lowing this observation, as the reform debate unfolds, “fairness” assaults
on tax reform will likely take aim at progrowth changes in the income
tax—reduced double taxation of savings, in particular. But such tax
changes are popular. Finally, should tax reform enter the legislative
process, compromises include graduated wage tax rates or a hybrid tax in
which capital income is still taxed at the individual level, but at a lower
rate than wage income (as is true under the 2003 tax legislation champi-
oned by President Bush). The debate on these compromises will, however,
return to the question of what types of base broadening will pay for tax
reform’s lower rates. That seems to be fair.
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Notes

1. This chapter was prepared for the American Enterprise Institute Conference
on Fundamental Tax Reform, held in Washington, D.C., February 11, 2005. The
author is grateful to Alan Auerbach, Kevin Hassett, and conference participants
for helpful comments and suggestions.

2. And the empirical evidence suggests that they do—see, for example, Dynan,
Skinner, and Zeldes (2004) and Gentry and Hubbard (2004).

3. See, for example, Davies, St. Hilaire, and Whalley (1984); Poterba (1989);
and Fullerton and Rogers (1993).

4. See Hall and Rabushka (1983, 1995). Other flat-tax proposals generally
modeled on Hall and Rabushka include those by Treasury Secretary Nicholas F.
Brady in 1992 and by Rep. Richard K. Armey (Texas) in 1998. The “X tax” pro-
posal of David Bradford (2004) adopts a structure similar to that of the flat tax
but allows for multiple tax brackets. 

5. This argument is an old one, tracing its roots to John Stuart Mill’s evalua-
tion of capital income taxation as inherently representing double taxation. A sim-
ilar argument appears in Musgrave (1959).

6. The business cash-flow tax has a long pedigree among economists seeking
to apply consumption tax principles to business taxation. An early exposition
appears in Brown (1948); implementation issues are discussed in King (1975),
Institute for Fiscal Studies (1978), and Hubbard (1989).

7. Much of the conventional analysis of the distributional consequences of a
shift to consumption taxation emphasizes the “tax on old capital” associated with
a “cold turkey” switch from an income tax to a consumption tax. As Gentry and
Hubbard (1997, 1998) observe, this effect for equities is overstated. Equity prices
should decline by a lesser amount and may even rise modestly in response to a
consumption tax reform. This result is particularly likely in cases in which firms
require a significant period of time to make new capital investments. In this
instance, existing investments earn higher after-tax returns in response to the
lower marginal tax rates following tax reform.

Another commonly cited transition cost relates to owner-occupied housing.
As Gentry and Hubbard (1997, 1998) note, a switch from the current tax will
likely depress house prices in the short run, but only modestly. The largest such
declines should be concentrated in regions in which there are many homeown-
ing households with high marginal tax rates, as in California or New York. 

8. See Auerbach and Kotlikoff (1987) for an early discussion of these gains,
and the introduction to this volume for a description of this literature.

9. Indeed, Altig et al. (2001) find that even the lowest income groups benefit
from a switch to an X tax.

92 NOTES TO PAGES 81–91 



References

Altig, David, Alan J. Auerbach, Laurence J. Kotlikoff, Kent A. Smetters, and Jan
Walliser. 2001. Simulating Fundamental Tax Reform in the United States.
American Economic Review 91 ( June): 574–95.

Auerbach, Alan J., and Laurence J. Kotlikoff. 1987. Dynamic Fiscal Policy.
Cambridge: Cambridge University Press. 

Bradford, David F. 2004. The X Tax in the World Economy: Going Global with a
Simple, Progressive Tax. Washington, D.C.: AEI Press.

Brady, Nicholas F. 1992. Remarks Presented at the Graduate School of Business,
Columbia University. New York, December 10.

Brown, Edgar Cary. 1948. Business-Income Taxation and Investment Incentives.
In Income, Employment and Public Policy: Essays in Honor of Alvin H. Hansen.
New York: Norton.

Council of Economic Advisers. 2003. Economic Report of the President. Washington,
D.C.: U.S. Government Printing Office.

Davies, James, France St. Hilaire, and John Whalley. 1984. Some Calculations of
Lifetime Tax Incidence. American Economic Review 74 (September).

Dynan, Karen, Jonathan Skinner, and Stephen P. Zeldes. 2004. Do the Rich Save
More? Journal of Political Economy 112 (April): 397–444. 

Fullerton, Don, and Diane Lim Rogers. 1993. Who Bears the Lifetime Tax Burden?
Washington, D.C.: Brookings Institution Press.

Gentry, William M., and R. Glenn Hubbard. 1997. Distributional Implications of
Introducing a Broad-Based Consumption Tax. In James M. Poterba, ed. Tax
Policy and the Economy, vol. 11. Cambridge, Mass.: MIT Press.

———. 1998. Fundamental Tax Reform and Corporate Financial Policy. In
James M. Poterba, ed. Tax Policy and the Economy, vol. 12. Cambridge, Mass.:
MIT Press.

———. 2004. Entrepreneurship and Household Saving. In Advances in Economic
Analysis and Policy 4 (1).

Hall, Robert E., and Alvin Rabushka. 1983. Low Tax, Simple Tax, Flat Tax. New
York: McGraw-Hill.

———. 1995. The Flat Tax. 2nd ed. Stanford, Calif.: Hoover Institution Press.
Hubbard, R. Glenn. 1989. Tax Corporate Cash Flow, Not Income. Wall Street

Journal. February 16.
Institute for Fiscal Studies. 1978. The Structure and Reform of Direct Taxation.

London: Allen and Unwin.
King, Mervyn A. 1975. Current Policy Problems in Business Taxation. In Bedrifts

Beskatring. Bergen: Norwegian School of Economics. 
Musgrave, Richard A. 1959. The Theory of Public Finance. New York: McGraw-Hill.
Poterba, James M. 1989. Lifetime Incidence and the Distributional Burden of

Excise Taxes. American Economic Review 79 (May): 325–30.

REFERENCES  93



U.S. Department of the Treasury. 1992. Integration of the Individual and Corporate
Tax Systems: Taxing Business Income Once. Washington, D.C.: U.S. Government
Printing Office.

94 REFERENCES



95

6

Political and Economic Perspectives 
on Taxes’ Excess Burdens

Casey B. Mulligan

A better tax system may lead to more wasteful spending. 
—Stanley Fischer and Lawrence H. Summers (1989)

The general lesson for those who like large government is that the
way to pay for most of it is through a roughly uniform tax on the
broad middle class. 

—Robert J. Barro (1993)

E = mc2 is a formula resulting from both hard work and genius. It was
developed by a pacifist, but used to create the most destructive weapons
known to man. Economics has it own ironic story, which is still in
progress. Both hard work and genius have helped produce recommenda-
tions for new and more efficient tax systems. Many of the producers gen-
erally favor small government, but efficient tax systems may have been
used to create the largest governments in the world.

Taxes affect behavior. Most reduce efficiency. Although there is dis-
agreement about the details, these basic results have been long and widely
recognized among economists and have received serious attention in pol-
icy circles, under both Democratic and Republican administrations, that
have included but not been limited to the White House, the Treasury, and
the Congressional Budget Office. For example, in the absence of taxation,
a well-functioning capital market tends to create capital up to the point



where the value of owning it (in terms of increasing the owner’s standard
of living over time) equals the value of using it. The capital market gener-
ates this result because users of capital pay the owners, and only the own-
ers, for its use. If there were a tax on capital income, the users of capital
would, in effect, pay two parties for its use, namely the owners and the
Treasury. Hence, the value of using capital would exceed the value of own-
ing it. Unless the owners of capital cared as much about making money for
the Treasury as they did about making money for themselves, they would
supply capital up to the point where its cost equaled the value of owning
it, which, as we said, is short of the value of using it. This is an example of
taxes affecting behavior and reducing efficiency: The capital income tax
reduces capital accumulation and prevents capital’s being supplied up to
the point where the value of owning it equals the value of using it. 

Recent work has shown that taxation of capital income significantly
reduces growth in consumption and is the primary reason why, in the
postwar U.S. economy, the value of using capital exceeded the value of
owning it. Figure 1 displays some of the results. The dashed line is the
percentage difference between the values of using and owning capital,
with the former measured as the pretax rate of profit from the business
and housing sectors, and the latter measured according to the rate of
increase of real private consumption expenditure.1 The difference is pos-
itive, which represents the idea that capital is worth more to businesses
and home dwellers than it costs savers to supply. The difference fell dur-
ing the late 1960s and the 1970s, and then rose again since the mid-
1980s, mainly because business profit rates were falling and then rising
again. The solid line shows how rates of capital income taxation tend to
coincide with the dashed line.2

Correlation does not prove causation, but the economics of taxes sug-
gests that capital income taxes create inefficiency in the capital market by
driving a wedge between the value of capital to its users and the costs of
supplying it, and figure 1 supports this. Between 1968 and 1983, the cor-
porate income tax rate was cut, investment tax credits were introduced, and
depreciation schedules were accelerated, each of which eased the tax bur-
den on capital. The dashed line suggests that the changes in the law
increased efficiency in the capital market by bringing the costs of supplying
capital closer to the value of using capital.3 Since 1986, the removal of
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investment tax credits and accelerated depreciation seem to have more than
offset the statutory reductions in tax rates, and thereby increased the rate of
capital income taxation. The dashed line shows a corresponding increase in
the value of using capital relative to the cost of supplying it.

All taxes, not just those on capital income, create inefficiencies of this
general character. A labor income tax causes the value of supplying labor
to fall short of the value of using it. A tax on telephone services causes the
value of supplying telephone services to fall short of the value of using
them, and so forth. The results also imply that a dollar in the Treasury
costs the private sector more than a dollar. The private sector, of course,
had to sacrifice the dollar, but it also changed its behavior (for example,
by working less, or working with an eye toward tax savings rather than
economic efficiency) in order to avoid paying yet further taxes. In eco-
nomics jargon, this is the “excess burden” of taxes. Most economists agree
that the marginal excess burden is too large to be neglected, although esti-
mates of it for the personal income tax range from 40 to 200 percent of
the incremental revenue (Slemrod 1998). In other words, collecting an
additional $1.00 of personal income tax would cost the private sector at
least $1.40, and maybe as much as $3.00. Furthermore, tax reformers
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FIGURE 1
CAPITAL INCOME TAXATION AND CAPITAL MARKET INEFFICIENCY

SOURCE: Mulligan (2004).
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emphasize how the excess burden depends on the mix of tax instruments
used, and how it might be significantly reduced by a shift to a payroll tax,
a flat income tax, and/or a VAT tax (Hall and Rabushka 1995).

Democratic and Republican economists agree that the excess burden
of taxes is socially wasteful. This is not to say that taxes, or tax increases,
are necessarily bad. The excess burden is an additional cost to be consid-
ered, and may well be outweighed by the benefits government spending
may bring in terms of favorable redistribution, providing public goods,
and so on. Of course, people have a variety of opinions as to which kinds
of government spending have the greatest benefits. Is education spending
one kind? Defense spending? Elderly assistance? Public housing? The
space program? Grants for economics professors? Regardless of how you
would like the Treasury to spend its money, the existence of the excess
burden raises the question of how to minimize it. 

Economists have carefully addressed this question for almost a cen-
tury now, concluding, among other things, that tax loopholes should be
minimized, that taxes should be broad-based, that activities that are hard
to adjust should be taxed more heavily, and that a good tax system leaves
taxpayers some incentives to contribute to the tax base (for example, by
leaving marginal income-tax rates below 100 percent). These recommen-
dations, and others, are examples of the calculus of raising the Treasury’s
revenue in a way that has the least excess burden per dollar collected.
They get close attention in policy circles, and were taken quite literally
during the tax reforms of the 1980s in the United States and the 1990s in
Sweden, and many other tax reforms around the world.

Although it is widely recognized that taxpayers change their personal
and business behavior in order to reduce or limit their tax liability, and
that their changes are related to the excess burden, not as well recognized
is that taxpayers change their political behavior in order to reduce or limit
their tax liability. Their political behavior is related to the same excess
burden created by their private behavior. It is the political influence of
taxpayers that limits the amount of revenue collected by the Treasury, not
the technology of tax collection. 

For example, table 1 shows how payroll tax rates are double or triple
the U.S. level in some European countries. As a result, payroll tax revenues
as a fraction of labor income are at least double in France, Germany, and
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the Netherlands, and presumably could be doubled in the United States if
we adopted their rates of payroll taxation. Table 1 also shows how a
national sales tax (or VAT) is important in European countries but so far is
an untapped revenue source for the United States. And there certainly are
political groups—especially those who would benefit from larger spending
programs—who would like to see these revenue increases. Somebody or
something in the political sector is stopping them. At least part of the
resistance comes from those would who pay new or higher taxes, such as
the retail businesses that would pay a sales tax, or employers who would
pay higher payroll taxes.

What determines the amount of taxpayer resistance? This is the $2 tril-
lion question, but an answer comes directly out of the aforementioned 
calculus of excess burdens. Presumably, a taxpayer’s resistance to tax hikes
rises with the amount the new taxes would cost him, which includes not
only the revenues delivered to the Treasury, but also the behavioral changes
made by the taxpayer to limit his tax liability. In other words, the growth of
government is resisted most when taxes have a heavy excess burden.4

Consider a little model of voting on the government budget. The
model economy has three types of voter-taxpayers, in equal numbers:
those who have potential incomes of, respectively, $10,000, $50,000, and
$120,000. A political candidate proposes a public school program that
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TABLE 1
AMERICAN GOVERNMENT HAS ROOM TO GROW

Payroll tax VAT Public spending 
Country rate (%) rate (%) (% of GDP)

France 53.5 19.6 53.5

Germany 48.5 16.0 48.5

Netherlands 47.5 19.0 47.5

United Kingdom 40.7 17.5 40.7

United States 35.7 0 35.7

SOURCE: Tax rate data for 2004 are from the Social Security Administration (2004) and the European
Commission (2004). Public spending data are from the OECD (2004), for all levels of government,
and are for 2002. 
NOTE: The payroll tax rate is calculated as the sum of employer and employee rates, divided by 
(100 + employer rate). 



provides $6,000 worth of benefits to each person, which would be
financed with a 10 percent income tax. If the tax had no substitution effect
on behavior, and thereby no excess burden, two out of three people would
vote in favor of it because it costs them only $1,000 or $5,000, depending
on their income. Those earning $120,000 would vote against it. If, on the
other hand, the income tax had to be levied at a 20 percent rate because
taxpayers cut their income-earning effort in half, then the people with
$50,000 potential would pay $5,000 in taxes plus something between 
$0 and $5,000 in excess burden, and therefore might be harmed by the
policy proposal.5 They and those with $120,000 potential would defeat
the policy proposal in an election. This is just an example, but it illustrates
a general principle that the excess burden of taxes reduces the size of the
voting coalition that can benefit from redistribution (Mulligan 2001).

Figure 2 shows the postwar history of federal revenues from the Social
Security and individual income taxes, as a ratio to total adjusted gross
income (hereafter, AGI). The individual income tax has almost as many cuts
as increases, with the most notable cuts resulting (at least in part) from tax-
law changes under George W. Bush, Ronald Reagan (twice), Richard Nixon,
and John Kennedy, and two tax cuts following the conclusions of World War
II and the Korean War. The statutory payroll tax rate has been increased
more than twenty times, but it has never been cut in its sixty-eight-year his-
tory. The tax is capped, and the cap has never been cut; the only cuts in the
payroll tax occur passively when the income structure shifts so that a smaller
fraction of AGI takes the form of wages and salaries under the cap, as hap-
pened in the late 1990s when the wage and salary share of adjusted gross
income shrank, and a greater fraction of wages and salaries were over the
cap. Why do payroll tax rates increase so much more easily than personal
income tax rates? Perhaps partly due to a relative lack of resistance to the
payroll tax, thanks to its greater efficiency per dollar collected.

Inefficient taxes seem to limit the growth of government. Perhaps it 
is no accident that the larger European governments have relied more
heavily on relatively efficient, flat, and broad-based taxes like the payroll
tax and VAT. Table 2, for the year 1995, shows how France, Germany, and
the Netherlands each collected a greater fraction of their revenue from
payroll taxes. Two of the four European countries had lower corporate
income tax rates, and a third tied with the United States.
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What should we think about tax reform—in particular proposals to
reduce the excess burden per dollar collected? A complete accounting of
the costs and benefits of tax reform not only includes revenue but also
recognizes the costs or benefits of the marginal public expenditure. If the
marginal public expenditures have costs that sufficiently exceed their
benefits, tax reform can increase the total excess burden, even while
reducing the excess burden per dollar collected, by increasing total dollars
collected. In this case, should we conclude, as Milton Friedman has said,
that “the only good tax is a bad tax” (Barro 1997, 126)? Should the tax
system be sabotaged, rather than improved? 

The answer may be “no,” for two reasons. First of all, not all excess
burdens are created equal. For example, if we expect the marginal public
expenditure to be financed with higher tax rates on labor income, then it
will be the excess burden of labor-income taxes that stimulates taxpayer
resistance to big government, and there is no reason to tolerate other
excess burdens, such as those from capital-income taxation. Compliance
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FIGURE 2
FEDERAL REVENUES FROM INDIVIDUAL INCOME AND

SOCIAL SECURITY TAXES, 1946–2002 TAX YEARS

Source: Revenues from U.S. Office of Management and Budget (2005); AGI from IRS Statistics of
Income, various issues.
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costs might also be reduced without stimulating government growth, if
marginal public expenditures are to be financed with higher tax rates but
not necessarily higher compliance costs. Yet another reason to discriminate
among excess burdens is that some of them fall upon the politically weak
and hence have little impact on the amount of public spending; reducing
such burdens increases efficiency without expanding the budget.

Second, tax reform might be able to include cheaper ways of limiting
public spending. In other words, maybe political reform needs to accom-
pany tax reform.6 Unfortunately, research in the field of political economy
so far gives us little guidance as to what kinds of political reforms might
help. Much of the theory focuses on details of the voting process, while
empirical studies show that democratic and nondemocratic governments
have quite similar budgets (Mulligan, Gil, and Sala-i-Martin 2004). A siz-
able empirical literature (surveyed by Besley and Case 2003) has docu-
mented cross-state correlations between political institutions and the
amount of public spending. For example, states requiring a supermajor-
ity for raising tax rates seem to have less public spending; perhaps such a
rule at the federal level would counterbalance the temptation to expand
the public sector after the tax system had been made more efficient. 

On the other hand, the cross-state data do not tell us whether super-
majority rules limit spending, or whether citizens’ demands for limited
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TABLE 2
THE INTERNATIONAL RELATION BETWEEN TAX MIX AND

TOTAL TAX REVENUE, 1995

Payroll tax revenue Corporate income All tax revenue 
Country (% of total revenue) tax rate (%) (% of GDP)

France 43 33 45

Germany 39 45 39

Netherlands 42 35 44

United Kingdom 18 33 35

United States 25 35 28

SOURCE: Data for 1995 are from OECD (1998) and the American Council for Capital Formation
(2001).
NOTE: Revenue statistic is for all levels of government; corporate tax rate for the central government
only. 



spending create the supermajority rules. Maybe this possibility is most
obvious from the positive cross-state correlation between the amount of
public spending and the existence of legislated caps on tax rates! Another
problem with the cross-state data for our purposes is that, due to inter-
state migration, an individual state faces much more competition for its
citizens and businesses than does the federal government. There may
exist political institutions that would successfully limit federal spending
but not state spending, because the latter is already limited by migration.
Until we have better knowledge of the effects of political institutions and
how to combine tax reform with political reform, the problem may be
part of the solution: Taxes’ excess burden may be the most reliable
restraint on public spending. 
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Notes

1. For details of these calculations, see Mulligan (2004) and the references
cited therein.

2. The years surrounding the Kennedy tax cut are the major exception.
3. These law changes may have hurt capital market efficiency in other dimen-

sions, without being revealed in figure 1, by adversely affecting the mix of capi-
tal goods. But the general point remains: Taxes affect efficiency.

4. It is also possible that government growth is resisted most when taxes are
more “visible.” This possibility is hard to distinguish empirically from my
hypothesis, even though it has unique implications for the optimal design of a
tax reform (see also Becker and Mulligan 2003).

5. It is feasible, in this example, for the persons with $50,000 in potential
income to behave as if there were no taxes and have a liability of $10,000. Since
they willingly reduce their income-earning effort in response to the tax, they
must be better off than they would be paying $10,000 in taxes. Hence, in this
example, the tax and excess burden must sum to less than $10,000 for persons
with $50,000 potential income.

6. See also Mulligan and Sala-i-Martin (2004). A related motive for political
reform is to prevent or at least delay the reformed tax system’s evolving back to
its prereform state.
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A Tax Reform Caveat: In the Real World,
There Is No Perfect Tax System

Ronald A. Pearlman

Every tax system has Achilles’ heels. Theorists advocate simplicity;
reality produces complexity. On Sunday morning, our national lead-
ers speak of fairness; during the workweek, the legislative process
yields inequality. Economists preach efficiency; interest groups advo-
cate special treatment. Moreover, in the real world, every tax system
is vulnerable to tax avoidance and tax evasion, much of it unantici-
pated during the legislative process. 

—Ronald A. Pearlman (1998, 569)

I made this statement several years ago in discussing fundamental tax
reform. It reflects skepticism with what I consider to be overly optimistic
promises of reform. Present law has problems. It is distortive. It bears the
appearance of unfairness among individual taxpayers with different
income sources and among business taxpayers in different sectors of the
economy. And it is complex for business taxpayers and millions of indi-
vidual taxpayers. However, as we embark on another national tax reform
debate, it is well to bear in mind that individual and corporate income
taxes account for nearly one trillion dollars in revenues, even after the sub-
stantial tax reductions over the past several years, and represent slightly
over 87 percent of government receipts if social insurance taxes are disre-
garded (U.S. Executive Office of the President, Office of Management and
Budget 2005). It also is worth remembering that Americans enjoy the 
most vibrant economy in the world—in spite of what some believe to be



a deficient tax system. And, finally, although discussion of pure tax-reform
options is interesting and intellectually challenging, we live in the real world.

As we approach the twentieth anniversary of the Tax Reform Act of
1986, the last comprehensive examination of the federal income tax, it is
appropriate to consider ways to improve the tax system, whether by mov-
ing to an idealized income tax, replacing the current tax with a con-
sumption tax, or making substantial refinements to the existing hybrid
tax system. However, travel from a theoretical discussion of tax-reform
options to enacted legislation will be along a largely uncharted and
bumpy road. Thus, this essay reflects my view that we should approach
significant changes to the tax law with considerable caution.

I am a lawyer, not an economist. Even though presently I am a teacher,
I was not trained as an academic and do not consider myself a scholar.
Rather, my views about tax reform are informed primarily by twenty-eight
years as a practicing tax lawyer, representing real people in real-life situa-
tions, and three forays into government, including six years in tax policy
positions at the Treasury Department and the Joint Committee on Taxation.
I believe a pragmatic rather than an idealistic approach to tax reform is
desirable as a matter of tax policy and is most realistic legislatively.

It may seem strange to waste an opportunity in this essay to advocate
an idealized tax regime. However, I do not consider it a waste. I am
ambivalent about the desirability of implementing any “pure” alternative
to present law, even if it were politically possible. Two things are certain.
First, change is traumatic and unpredictable. Radical proposals present
unanswerable questions. No group of experts can accurately predict the
inevitable fiscal, economic, social, compliance, and other effects that
would accompany a dramatic change in the tax law, such as a wholesale
rejection of our current tax system. Second, legislation resulting from an
attempt to enact an ideal tax will not be pure. The United States can ill
afford to risk the current predictable revenue stream generated by the
income tax or the unpredictable behavioral responses to an entirely new
tax system. Moreover, if our political leaders are up to the task, proposals
to reform the current system can be bold and constructive.

My discussion of tax reform is divided into two parts. Following a
very brief comment about present law, I make some observations about
the possibility of adopting a pure income tax or one of several pure 
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consumption taxes. I then offer some selected proposals intended to
improve and rationalize the current hybrid tax system.

The Present System and the Implications of Change

I do not share the views of some that the present hybrid income tax is
fundamentally flawed and beyond repair. A tax system that raises the
amount of revenue generated currently while apparently not inflicting
undue damage on a generally robust economy cannot be all that bad.
Nevertheless, I recognize that some believe it desirable to adopt a pure
form of taxation, either an idealized income tax or, more likely, an ideal-
ized consumption tax. For several reasons, I do not share that view.

A Pure Income Tax. An income tax that adheres to the Haig-Simons
model would accurately measure and evenly tax the economic income of
individuals and businesses (Haig 1921, Simons 1938). It would tax busi-
ness income once, but only once, and it would omit most of the exclu-
sions, deductions, and credits presently available to individuals and
businesses, notwithstanding their social desirability or perceived incen-
tive effects. It also would not provide reduced tax rates for particular
types of income, such as long-term capital gains, qualified dividend
income, or other income from capital. 

As a practical matter, however, we are unable to implement a pure
income tax because we cannot accurately measure economic income. I
offer two among many examples. First, experience suggests that it would
be impossible to determine the taxable personal-consumption compo-
nent of numerous noncash elements of an employment relationship, such
as an employer-provided corner office, cell phone, or trip to a business
meeting in a warm climate. Second, it would be impossible to design an
empirically perfect system of economic depreciation, that is, one which
properly reflects the precise economic life and rate of decline in the pro-
ductivity of every category of business asset.

Other important practical problems preclude implementation of a pure
income tax. For example, it is unlikely that Congress would override the
realization principle, one of the major departures in current law from an 
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idealized income, even though I think the U.S. income tax system could tol-
erate a mark-to-market accrual system limited to readily marketable assets.
We also must not ignore the complexity and administrability of a tax system
designed to measure accurately all economic income. The Treasury
Department’s 1984 tax reform report to the president represented an effort
to measure economic income more accurately (U.S. Department of the
Treasury 1984). In my opinion, it contained many constructive proposals.
However, as detractors correctly observe, moving to a more idealized income
tax inevitably results in increased complexity. Consider, for example, the dif-
ficulty of designing and implementing provisions that index, first, invest-
ment gains that are not subject to a mark-to-market regime, to ensure that
only real and not inflationary gains are subject to tax; second, the basis of
depreciable assets, to ensure that depreciation deductions reflect the infla-
tion in the cost of business property; and third, debt, in order to measure
deductible interest expense and includable interest income accurately.

Full-Replacement Option. Even if it were possible to adopt and imple-
ment a pure income tax, many tax policy analysts point out that an income
tax is not neutral with respect to the choice between saving and current
consumption. They maintain that the resulting distortion impedes eco-
nomic growth and, therefore, the United States should reject the income tax
entirely in favor of a consumption-based tax, or “full-replacement option.”

Critics are correct in asserting that a pure income tax imposes a heav-
ier burden on savings than on current consumption. Nevertheless, I
believe there are at least six reasons for rejecting a full replacement of the
income tax with a consumption-based tax. 

The first reason relates to fairness, both actual and perceived. An
appropriately designed income tax, that is, one that evenly, even if impre-
cisely, taxes all economic income, serves to measure broadly individuals’
relative abilities to pay tax and, thereby, share the cost of government, and
it does so in a transparent manner that most people understand. Simply
stated, I think Americans instinctively relate income-earning capacity to
the fairness of the tax system. Thus, a decision to reject economic income
as an appropriate measuring rod raises two important questions. First, is
it possible that a consumption-tax replacement will, in fact, change the
present distribution of the tax burden in a way that makes the tax law less
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progressive? Second, will Americans perceive a tax system that is not
based on income to be less fair?

Proponents generally acknowledge that a consumption tax will fall more
heavily on individuals who spend a relatively larger share of their earnings
and assets on basic consumption, such as clothing, food, and housing.1 I
realize that it is possible to build some progressivity into a consumption tax
as do Professor David Bradford’s “X tax” and the Hall-Rabushka flat tax, a
subtraction-method value-added tax (Bradford 2004, 2; Hall and Rabushka
1995). It also would be possible to create a new direct-payment program to
soften the regressivity of a pure consumption tax. 

As a noneconomist, I do not fully understand and, thus, tend to pay
less attention to theoretical economic models. Perhaps as a result, I am
skeptical that any tax system that exempts income from capital from tax
at the individual level—the central feature of every consumption tax—
will replicate the distribution of the current tax system, even after the
consumption tax is fully phased in many years in the future. And, even if
the distribution may be replicated as a matter of theory, exempting
income from capital from tax creates the likelihood that Americans will
view the tax system as disproportionately favoring the most well-off
members of society. As Dr. Richard Land, president of the Ethics and
Religious Liberty Commission of the Southern Baptist Convention,
recently stated, “People are not going to give the kind of support neces-
sary for tax reform that leaves the investor class untaxed. That is not going
to be politically viable” (Andrews and Kirkpatrick 2004).

At the most general level, tax reform may be perceived as simply pre-
senting the question whether the law should move in the direction of a
strengthened income tax, whether a consumption-based tax should be
adopted in its place, or whether our present hybrid system should be
retained in some form. However, it is impossible to answer this broad
question without first determining whether and to what extent income
from capital should be subject to, or exempt from, tax. Thus, the taxation
of income from capital becomes the central tax policy issue facing policy-
makers in the current tax reform debate.

My second reason for rejecting a full replacement option relates to
transition. As I have suggested elsewhere, it would be unfair and politically
impossible to refuse to ameliorate the abrupt shift from an income tax to
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a pure consumption tax without meaningful transitional relief (Pearlman
1996, 393; a sequel to this paper is Pearlman 1997, 17). Imagine the reac-
tion of a business taxpayer who has made significant pre-change invest-
ments in business assets when the taxpayer discovers that the business will
not be entitled to depreciate or otherwise recover the cost of these invest-
ments following the repeal of the present income tax and enactment of a
new consumption tax. The owners of that business may be expected to
demand appropriate transition relief, and members of Congress will sym-
pathetically respond. Thus, transition to a consumption tax would be very
costly. It would reduce, and perhaps even eliminate, the one-time eco-
nomic benefit of moving to a consumption tax.

Third, implementation of a consumption tax does not ensure the sim-
plification and improved tax compliance advocated by some proponents.
A cash-flow consumption tax presents important definitional and meas-
urement issues, and European-style value-added tax (VAT) systems have
long been vulnerable to fraud and evasion.2

Fourth, the primary goal of any tax system should be to raise the rev-
enues necessary to finance government. As I indicated at the beginning of
this essay, if we exclude social insurance programs, the corporate and
individual income taxes account for virtually all of the federal govern-
ment’s receipts. Most tax revenues are collected efficiently as a result of an
effective wage-withholding system and a relatively high level of voluntary
compliance. Replacement of the income tax with a consumption tax car-
ries with it the risk that implementation and unanticipated avoidance and
evasion will reduce government receipts. Assuming tax reform is to be
revenue neutral, full replacement presents a potential fiscal risk.

Fifth, I am not persuaded that in a world in which every developed
country has an income tax as part of its mix of national revenues, the
United States should abandon the income tax entirely. It is worth asking,
for example, whether our trading partners would be willing to enter into
tax treaties with the United States in which they are asked to make
income tax concessions while we, in the absence of an income tax, do not.
The United States should strive to be a global tax-policy leader, but it
should not wholly disregard international tax norms.

Finally, it is naïve to assume that it would be possible to enact an 
idealized consumption tax. Just as with the present income tax, enacted
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legislation will include important departures from a theoretically pure
model. Should a retail sales tax or a credit-invoice method value-added
tax replace the present income tax, the departures likely would take the
form of multiple tax rates or exemptions for, among other things, hous-
ing, certain services, and selected pharmaceuticals and food products. If
the replacement were a subtraction-method VAT or expenditure tax, we
might expect the law to include special deductions and exemptions.
Whatever the form of a replacement option, it would be full of exceptions
from a theoretically pure model. To paraphrase the movie Field of Dreams,
if you enact it, they will come.

A Hybrid Tax System. Even though we refer to the principal federal tax as
an income tax, it is not a pure income tax but, rather, a hybrid system that
contains both income- and consumption-tax elements.3 A hybrid tax presents
its own set of problems and, thus, is not ideal. Nevertheless, because of the
inability to adopt and implement either a pure income tax or a pure con-
sumption tax, I favor taking steps to substantially improve the hybrid system.

Continuation of a hybrid tax system accommodates the “ability to
pay” feature of the income tax and the asserted capital formation benefits
of a consumption tax. This approach reasonably ensures a stable future
revenue stream without the risks of a full-replacement option. Moreover,
it also should be possible to meaningfully simplify compliance for indi-
viduals and business taxpayers.

To proponents of an income tax who are concerned about the regres-
sivity and potential unfairness of consumption-tax elements in a hybrid
system, I offer two observations. First, as I attempted to illustrate, a pure
income tax is an unrealistic model. Second, it is not clear in a global econ-
omy that, on the long term, income from capital may comprehensively be
subjected to tax. To the extent that businesses based in the United States
derive increasing amounts of income abroad and locate increasing
amounts of their intellectual property in foreign jurisdictions, one must
question the ability of the United States to successfully collect tax on the
income attributable to these foreign activities. Moreover, to the extent
U.S. businesses are taxed more heavily than foreign competitors, it is
likely that investment capital will gravitate to business activity not subject
to tax in the United States.
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Even at the individual level, the future taxation of income from capital
is problematic. A global financial system makes it relatively easy for indi-
vidual taxpayers to locate financial assets in foreign jurisdictions. These
investors may increasingly choose not to report foreign-earned investment
income in their U.S. tax returns. Without a worldwide exchange of infor-
mation and a tax enforcement network among all relevant governments,
detection of such omitted income by the tax collector of any one country,
including the United States, is difficult. Thus, even if one accepts the mer-
its of including income from capital in the tax base—a fundamental 
characteristic of an income tax—it is important to realize the practical lim-
itations on the future ability of any single government to do so.

Practical Reforms of a Hybrid System

During the Treasury Department’s consideration of tax-reform options
leading to the Tax Reform Act of 1986, we coupled proposals to broaden
the individual- and business-tax bases with meaningful reductions in
income tax rates. The combination of base broadening and rate reduction
reduces the economic distortions that result from high tax rates and 
sector-specific tax incentives and increases the perception that the tax sys-
tem applies fairly to everyone. 

I favor a renewed effort to combine base broadening with rate reduc-
tion. The present alternative minimum tax (AMT) is defective—primarily,
in my opinion, because of the rate structure, the fact that it does not allow
taxpayers to receive the benefit of personal exemptions, and the fact that
it does not allow the deduction of miscellaneous itemized deductions
even with respect to expenses directly related to the production of busi-
ness or investment income. However, a reformed AMT could serve as a
model for a base-broadened income tax. In considering this possibility, it
is relevant that approximately 50 percent of the revenue raised by the cur-
rent individual AMT is attributable to the disallowance of the deduction
of state and local income taxes in calculating alternative minimum taxable
income. If repeal of the regular tax deduction for state and local income
taxes is considered a viable tax-reform option, it is noteworthy that the
present AMT already achieves this result.
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Without underestimating the power of special interests, policymakers
should explore bold modifications of the individual tax base that would
exclude at least some current itemized deductions, statutory exclusions
from income, and individual tax credits. If the resulting tax revenues 
are used to reduce individual income-tax rates, at some point people
might conclude that a lower tax rate is an appropriate tradeoff for giving
up various targeted provisions of current law. Indeed, if one favors replac-
ing the income tax with a consumption tax, this might be an attractive
option.

Recognizing the Utopian nature of this proposal, it nevertheless would
be productive to determine how far a base-broadening/rate-reduction
approach might successfully be pursued. Presumably, some of the sacred
cows, such as the home-mortgage interest and charitable-contribution
deductions, will not be repealed in their entirety. However, it might be 
possible to scale them back, for example, by reducing the present million-
dollar cap on the home mortgage interest deduction to $250,000 or
$500,000 and either repealing the deduction for interest on home equity
indebtedness or lowering the present $100,000 cap to $25,000 or
$50,000. Similarly, it might be possible to limit the deductibility of chari-
table contributions of appreciated property to the lower of the fair-market
value or adjusted-tax basis of such property. There is no principled tax-
policy rationale that justifies the deduction of an amount equal to the
appreciation in the value of tangible or real property that has not been
included in the donor’s income.

I favor repeal of the 2 percent floor on miscellaneous itemized deduc-
tions and the 3 percent limit on itemized deductions (the so-called Pease
limitation). In 1984, I was persuaded by members of the Treasury staff of
the merits of the 2 percent floor. My instincts at the time suggested that
it was inappropriate to deny even a small part of a deduction for an
expense relating to the earning or production of income, but I was
attracted to the simplification possibilities and the recognition that some
deductible expenses, such as subscriptions to popular business publica-
tions, include a personal consumption element. However, experience
since the enactment of the 1986 act confirms my instincts. The 2 percent
floor improperly restricts the deduction of legitimate and, in some cases,
substantial business-related expenses.
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I was on the staff of the Joint Committee on Taxation when the Pease
limitation was enacted in 1990. At the time, everyone knew that the limi-
tation was a backdoor tax-rate increase. However, an explicit rate increase
was not politically possible, and subsequent recommendations to replace
the Pease limitation with a revenue-neutral offsetting rate increase have
been rejected. If we are to reform the present system, truth-in-advertising
demands permanent repeal of the Pease limitation.

In addition to these suggestions, I offer what I consider to be three
bold reform proposals. The first relates to the design of a tax-favored,
nonretirement savings vehicle, the second to the tax treatment of debt,
and the third to simplified tax reporting.

The president has proposed the adoption of a so-called “lifetime sav-
ings account,” a tax-favored, nonretirement savings vehicle. The existence
of various tax-sheltered savings vehicles in present law, including retire-
ment savings incentives, contributes to its characterization as a hybrid tax
system. If the tax system is to be used to encourage savings, a policy deci-
sion that I would condition on a convincing demonstration that any sav-
ings incentive will increase savings at the margin, then the law should be
market neutral. Under present law, savings incentives are not market
neutral. New legislation that layers a new tax-sheltered savings vehicle on
top of those currently permitted will not result in neutrality. Today, it 
is possible to shelter savings that are not intended to be used for retire-
ment in at least two ways, first, by purchasing a whole-life insurance pol-
icy and, second, by investing in a so-called deferred annuity. In either
case, because of the tax deferral accorded the inside buildup in the con-
tract, the earnings on investments accrue tax-free until withdrawn by the
contract owner. As a practical matter, there is no limitation on the amount
of assets that may be used to fund a whole-life insurance policy or a
deferred annuity, or on the amount of income that may be sheltered. As a
result, these two insurance products have a competitive edge over all
forms of taxable savings, such as bank and brokerage accounts and
mutual funds.4

There is no reason one form of investment should be favored over
another. If an individual prefers to invest by means of a stock brokerage
account, why should income and gains be subject to current tax at the
same time her neighbor invests the same amount of funds in a deferred

A TAX REFORM CAVEAT  115



annuity? I assume that consumption-tax advocates would tend to favor
eliminating situations where the tax system creates economic distortion.
Since it is likely that enhanced tax-favored savings will be a part of a tax-
reform effort, this would be an ideal time to remove a troublesome distor-
tion in current law. To do so, it is not necessary to preclude investors from
using life insurance or annuity products. Rather, the availability of tax
deferral when utilizing such investments should be subject to the same
limitations applicable to any newly enacted tax-sheltered savings vehicle.
For example, if the president proposes a new $100,000 tax-sheltered 
savings account, then an individual should be able to establish the account
as an annuity or whole-life insurance policy or as an appropriately identi-
fied bank, brokerage, or other investment account. Income on amounts
that a taxpayer invests in excess of the $100,000 statutory maximum
should be taxed currently, no matter how invested. Likewise, rules relating
to the deductibility or nondeductibility of contributions, the tax treatment
of distributions, and any restrictions and penalties on impermissible with-
drawals should apply to all tax-sheltered investment options.

Of course, the insurance industry will not be happy with my pro-
posal. However, tax reform is intended to be bold. If tax reform were to
result in a single set of rules being applied to all tax-sheltered savings
vehicles, every financial product would be required to compete in the
marketplace on its own merits, based on its nontax characteristics.
Moreover, the base-broadening effect of constraining the present unlim-
ited use of annuities and life insurance would enable Congress to use the
additional revenues to liberalize the maximum-dollar limit or other
restrictions on the permitted tax-sheltered account.

The second proposed change to existing law relates to the tax treat-
ment of debt. Allowing a taxpayer to deduct interest expense at the same
time income from capital is either explicitly or effectively exempt from tax
does not increase net savings. Moreover, it is more generous than the treat-
ment of debt in a pure consumption tax, may result in negative tax rates
whereby the government is paying part of the cost of the investment and,
inevitably, will result in tax avoidance through the creation of tax shelters.
Under present law, notwithstanding some limited legislative efforts to the
contrary, this is the current state of play. If tax reform results in the expan-
sion of tax-sheltered savings opportunities, the arbitrage possibilities of

116 TOWARD FUNDAMENTAL TAX REFORM



present law will increase. In my opinion, this possibility is very trouble-
some and should be considered unacceptable by policymakers.

I propose a strict limitation, utilizing a mechanical-apportionment
rule, on the deductibility by individuals of any otherwise deductible
interest expense whenever an individual invests some or all of her capital
in a form that yields explicit or implicit tax-exempt income. Money is
fungible. Therefore, disallowance of the deduction for interest expense
should not be limited to debt directly traceable to the assets that yield the
tax-exempt return. If an individual invests in a tax-sheltered savings vehi-
cle, including tax-deferred annuities and life insurance, in which the real-
ization of investment income is deferred and reinvested tax-free, some
portion of the individual’s interest expense should be denied, without
regard to whether the debt is traceable to the tax-sheltered investment,
and even if the interest expense otherwise is deductible as investment
interest or home mortgage interest.

As with the individual income tax, tax reform also must include a
bold reexamination of the business tax base. I am particularly interested
in various provisions of current law that allow the partial or full expens-
ing of the cost of business assets and provisions that materially accelerate
depreciation or amortization deductions. On the surface, these provisions
appear merely to improve a business taxpayer’s cash flow in the year the
cost of the asset is deducted. However, analysts have long known that
expensing is the present-value equivalent of exempting income from the
asset from future tax. Even if expensing is considered an acceptable norm,
policymakers must understand this present-value effect. If, on reflection,
a closer matching of business income and expenses is deemed appropri-
ate, as I believe to be the case, then revenues resulting from a more con-
servative cost-recovery regime could be used to reduce tax rates on all
business income, including the income of service businesses that are not
heavily reliant on investments in machinery and equipment, thereby
making the tax system more neutral and, therefore, more efficient.

Related to a review of the cost-recovery rules of present law, we
should reexamine the extent to which a business taxpayer is entitled to
deduct interest expense. For the reasons noted above in discussing indi-
vidual tax-sheltered investments, it is very important that the deductibil-
ity of interest expense should be restricted in the case of those business
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taxpayers whose income from assets is fully or partially exempt from tax
on a present-value basis because of liberal cost-recovery rules.

There are numerous other business-tax provisions issues that might
be considered as part of the current tax-reform discussion. For example,
I think it would be instructive to review the various forms of doing busi-
ness, including the multiple pass-through structures of existing law; the
taxation of foreign income; the double taxation of at least some corporate
earnings; and the exemption of investment income earned by tax-exempt
and foreign investors.

My third and final proposal relates to individual tax simplification.
Although tax simplification means different things to different categories
of taxpayers, tax compliance clearly is more burdensome than it need be
for millions of individual taxpayers. The Treasury Department’s 1984 tax-
reform recommendations included a so-called return-free proposal
whereby at least some individual taxpayers would not be required to file
a tax return (U.S. Department of the Treasury 1984). Unfortunately, in the
process of finalizing the 1984 document, we ran out of the time necessary
to develop the proposal fully, and, frankly, we ran into some resistance
within the bureaucracy. 

I continue to believe it is possible to provide meaningful compliance
assistance to a large number of individual taxpayers by easing for them
the burden of preparing tax returns without totally divorcing them from
the income tax or the return filing process. The key is to place the pri-
mary responsibility for preparing tax returns on the IRS or federally
financed contractors and thereby relieve individual taxpayers of the bur-
den and cost of preparing their own tax returns.

Even under current law, it would be possible in many cases for the IRS
to prepare an individual’s tax return based on information obtained from
third parties and very minor input from the taxpayer. In more complicated
situations, where the tax return must contain added information known
only to the taxpayer, for example, information that relates to eligibility for
the Earned Income Tax Credit or other tax benefits under current law, a
new, simplified return system would allow taxpayers to provide the neces-
sary factual information to the IRS, which then would use the information
to prepare the individual’s return. Similarly, if withholding on income at
source is not always possible, as would, for example, likely be the case for
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certain payments to independent contractors, then the simplified system
would allow the taxpayer to provide the IRS with information regarding any
additional income and, following preparation of the individual’s tax return
by the IRS, require the individual to make an additional tax payment.

Characterization of a simplified tax return preparation system as
“return-free” is misleading. In order for the taxpayer to understand the
manner in which her tax liability was calculated and appreciate her con-
tribution to the cost of government, it is desirable for the taxpayer to
examine and review her return. However, the return preparation process
should be free and as painless as reasonably possible. If the president
were to advocate, and Congress were to adopt, a simplified return system,
taxpayers would hail the action as an historic simplification of the tax law.

Conclusion

I hope the impending discussion of tax reform will result in constructive
changes to the federal tax system. However, I have reservations about the
environment in which the debate will occur. There are fundamental dis-
agreements between advocates of a full-replacement option and those
who support continuation of the income tax. Indeed, there are disagree-
ments among full-replacement advocates regarding the proper form of a
consumption tax. We are a long way from a national consensus on the
proper direction of fundamental tax reform. I fear that the inevitable
political compromises in such an environment—for example, enactment
of enhanced tax-sheltered savings incentives or expensing of capital
investments without any further limitations on the deductibility of inter-
est expense—may lead to an erosion of tax revenues and a reduction 
in the tax burden on those individuals most able to bear the costs of 
government.

I also fear that criticisms of the Internal Revenue Service, popular
with politicians at least since President Carter, will creep into the tax
reform debate. Unfair criticism of the tax collector, including unrealistic
proposals to eliminate the IRS, will further erode IRS employee morale
and Americans’ confidence in the tax system. The president and members
of Congress would do well to stick to the consideration of, and debate on,
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ways to improve the tax system and avoid unjustifiably making the IRS
the scapegoat for perceived imperfections in current law.

It is relatively easy to generalize about fundamental tax reform:
Simplify the law, make it fair, and stimulate economic growth. It is much
more difficult to enter the trenches to design specific provisions, attempt
to determine the winners and losers, predict how proposed law changes
likely will be interpreted and what avoidance and evasion potentials exist,
and establish whether specific proposals will be administrable. Discussion
of tax reform understandably is general at present. However, it is impor-
tant for policymakers to remember that in order to achieve broad tax 
policy objectives, it is best not to leave design and implementation issues
until the end. Otherwise, we might find that what has been promised 
cannot be delivered.
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Notes

1. Some tax-reform advocates reject progressivity as a desirable goal. However,
I doubt this view is widely held and, therefore, think it would not be reflected in
a major reform of the income tax.

2. “It is difficult to get an accurate picture, but it is clear from the few studies
that have been published that VAT evasion is widespread and involves significant
revenue losses, though the extent varies considerably across countries” (Webley,
Adams, and Elffers 2002, 1).

3. Indeed, in at least one respect, the present system is worse than a pure con-
sumption tax because it allows the deductibility of interest expense even though
the taxpayer enjoys exemption or deferral from tax-sheltered savings, expensing,
and other assorted business-tax incentives.

4. In the interest of full disclosure, I note that I serve as an independent
trustee of a family of mutual funds. 
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The Elasticity of Labor Supply and the
Consequences for Tax Policy

Edward C. Prescott

There is an old maxim which states that good judgment comes from expe-
rience, and experience comes from poor judgment. I think something
similar can be said of government policy, to wit: Good policy comes from
experience, and experience comes from poor policy.

This bit of homespun wisdom could easily apply to all sorts of gov-
ernment policies over time, but it has particular relevance to tax policy
and, specifically, to the U.S. Social Security system. Created during the
Great Depression to guarantee that no senior citizen should live in
poverty, Social Security was a good idea meant to address the growing
needs of elderly Americans. However, good ideas don’t always equal good
policy.

Social Security was developed at a time when the number of workers
paying into the system greatly outnumbered those who were receiving
funds, and thus the promise made by government was easily kept. But
times change while policies atrophy, and Social Security has evolved into
a system that places an increasing burden on the young: The ratio of
workers to Social Security beneficiaries has shifted from about forty-one
to one in the 1930s to roughly three to one today. 

Young workers today are being told that their Social Security contri-
butions—or taxes—may have to increase to support the burgeoning eld-
erly population. Moreover, those young workers are being warned that
the same benefits will not apply to them—that they will have to work
longer and receive less than the folks they are now supporting. Such are
government promises, especially those grounded on ill-founded policy.



Poor policies, though, need not persist. We really can learn from expe-
rience, and we should apply that experience and new knowledge to exist-
ing policies so those original good ideas—and government promises—can
be made whole. Regarding tax policy, we have learned that labor supply is
not inelastic and does, indeed, respond to changes in tax rates. This
insight, so simple and yet so powerful, has implications for all sorts of tax
policies, and one that would greatly benefit from its application is the U.S.
Social Security tax system. This chapter will discuss the impact of tax rates
on labor supply and the implications for U.S. tax policy. If labor supply
elasticities are high, then getting tax reform wrong can have terrible eco-
nomic effects. I will focus on the damage done by Social Security as a spe-
cial case, but the conclusions suggest that tax reforms that broaden the
base and reduce marginal rates have tremendous promise.

Labor Supply Responds to Tax Rates

Let’s begin by considering a commonly held view which says that labor
supply is not affected by tax rates. In other words, this idea holds that
hours worked in the market will remain steady when tax rates are either
raised or lowered. If you are a policymaker and you subscribe to this view,
then you can confidently increase marginal tax rates as high as you like to
attain the revenues you desire. Not only that, but you can move those tax
rates up and down whenever you like and blithely assume that this will
have no effect on output. This is what economists and policymakers used
to believe; unfortunately, many still do.

However, economic theory and data have come together to prove this
notion wrong, and we have many different laboratories—or countries—
in which we can view live experiments. The most useful comparison is
between the United States and the countries of Europe because these
economies share similar traits, but the data also hold when we consider
other countries. 

This issue is encapsulated in one question that is currently puzzling
policymakers: Why do Americans work so much more than Europeans?
The answer to this question is important because it suggests policy 
proposals that will improve European standards of living. However, an
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incorrect answer will result in policies that will only exacerbate Europe’s
problems and could have implications for other countries that are look-
ing for best practices. 

Here is a somewhat startling fact: Based on labor-market statistics from
the Organisation for Economic Co-operation and Development (OECD),
Americans aged fifteen to sixty-four, on a per-person basis, work 50 per-
cent more than do the French (Prescott 2004). Comparisons between
Americans and Germans or Italians are similar. What’s going on here?
What can possibly account for these large differences in labor supply? 

It turns out the answer is not related to cultural differences or insti-
tutional factors like unemployment benefits; rather, marginal tax rates
explain virtually all of this difference. I admit that when I first conducted
this analysis I was surprised by this finding, because I fully expected insti-
tutional constraints to be playing a bigger role. But this is not the case. 

Let’s take another look at the data. According to the OECD, from
1970 to 1974 France’s labor supply exceeded that of the United States. A
review of other industrialized countries shows that their labor supplies
also either exceeded or were comparable to the U.S. labor supply during
this period. Jump ahead two decades, and you will find that France’s labor
supply dropped significantly (as did others), and that some countries
improved and stayed in line with the United States. Controlling for other
factors, what stands out in these cross-country comparisons is that when
tax rates of European countries and the United States were comparable,
their labor supplies were comparable (Prescott 2004). 

And this insight does not apply just to Western industrialized
economies. A review of Japanese and Chilean data reveals the same result
(Hayashi and Prescott 2002; Bergoeing et al. 2002). This is an important
point because some critics of this analysis have suggested that cultural
differences explain the difference between European and American labor
supplies. It is suggested that the French, for example, prefer leisure more
than Americans do, or, on the other side of the coin, that Americans like
to work more. This is silliness.

Again, I would point to the data which show that when the French
and others were taxed at rates similar to Americans, they supplied
roughly the same amount of labor. Other research has shown that at the
aggregate level, where idiosyncratic preference differences are averaged
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out, people are remarkably similar across countries. Further, a recent
study has shown that Germans and Americans spend the same amount of
time working, but the proportion of taxable market time versus nontax-
able home work time is different (Schettkat 2003). In other words,
Germans work just as much, but more of their work is not captured in
the taxable market.

I would add additional data for certain countries, especially Italy, that
measure nontaxable market time, or the underground economy. Many
Italians, for example, aren’t necessarily working any less than Americans—
they simply are not being taxed for some of their labor. Indeed, the Italian
government increases its measured output by nearly 25 percent to capture
the output of the underground sector. Change the tax laws, and you will
notice a change in behavior: People won’t start working more; they will
simply engage in more taxable market labor and will produce more per
hour worked.

This analysis has important implications for policy—not just for
Europe, but for the United States as well. For example, much was made
during the 2004 U.S. election season about whether the current adminis-
tration’s tax cuts were good or bad for the economy, but that misses the
point. The real issue is whether it is better to tweak the economy with
short-lived stimulus plans or to establish an efficient tax system with low
tax rates that do not change with the political climate.

What does this mean for U.S. tax policy? It means that we should stop
focusing on the recent tax cuts and, instead, start thinking about tax rates.
And that means that we should roll back the 1993 tax-rate increases and
reestablish those from the 1986 Tax Reform Act. Just as they did in the late
1980s, and just as they would in Europe, these lower rates would increase
the labor supply, output would grow, and tax revenues would increase.

Now, might there be a small increase in debt as we move to a better
tax system? Sure, but remember that the most important measure of debt
is privately owned government debt as a percentage of gross national
income, which has been flat over the past three years. Also, a surefire way
to handle this increase in debt would be to cut expenditures. Actually,
another way to handle it would be to pray to the gods for another high-
tech boom. The debt would go “poof,” and we’d praise whoever is presi-
dent for being fiscally responsible. 
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Some say that the 1993 tax-rate hike was responsible for erasing this
country’s debt problems because it increased government revenues. This
is false. The ratio of U.S. debt to gross national income continued to
increase in the years following those rate hikes and did not fall until the
fortuitous boom that occurred in the late 1990s. The high-tech boom
meant that people worked more, output increased, incomes climbed, and
tax revenues followed suit. You cannot tax your way to that sort of pros-
perity. Imagine the outcome of the late-1990s boom if tax rates had been
lower.

And, by the way, lower tax rates are good for all taxpayers. We’re
barking up the wrong tree if we think that “taxing the rich” will solve all
our problems. You know who these rich people are? They are often fam-
ilies with two professional wage-earners. If you tax that family too much,
one wage-earner will drop out. That’s bad not only for the income of that
family but also for the output of the whole economy—and it will result
in lower tax revenues. 

Also, we need to get away from thinking of the rich as some sort of
permanent class. Many of the individuals who show up on annual mil-
lionaire lists, for example, are people who happened to have had a good
year and who may never appear on those lists again. Consider people
who worked hard for many years and built a successful business that
finally goes public. The big capital gain they realize that year is really
compensation for the uncompensated effort they put into building the
business. They should not be penalized for their vision and tenacity. If we
establish rules that punish the winners, entrepreneurs will take fewer
risks, and we will have less innovation, less output, and less job growth.
The whole economy suffers under such a scenario—not just those few
individuals who are taxed at a higher rate. And this doesn’t just involve
the Googles and Apples and Microsofts, but countless other companies
that start small and end up making large contributions to the economy.

The important thing to remember is that the labor supply is not fixed.
People, be they European or American, respond to taxes on their income.
Just one more example: In 1998, Spain flattened its tax rates in similar
fashion to the U.S. rate cuts of 1986, and the Spanish labor supply
increased by 12 percent. In addition, Spanish tax revenues also increased
by a few percent.
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The bottom line is that a thorough analysis of historical data in the
United States and Europe indicates that, given similar incentives, people
make similar choices about labor and leisure. Free European workers
from their tax bondage, and you will see an increase in gross domestic
product. The same holds true for Americans.

Fixing Social Security by Fixing Tax Rates

The same also holds for the U.S. Social Security system. Remember those
three young workers who have to support that one senior citizen? And
remember how some policymakers want to raise taxes on those young
workers, and how they also want to reduce their retirement benefits even
as they work to provide more benefits to current retirees? Would such
changes in tax rates and in government promises affect labor supply?
Theory says yes, the statistical evidence agrees, and common sense con-
curs. These young workers are rational. They make labor/leisure choices
on the margin, and these marginal choices add up.

So what to do? How do we move from a pay-as-you-go welfare sys-
tem to a self-funding retirement system that benefits from individual
profit-maximizing incentives? Again, the answer begins with the insight
that labor supply is responsive to tax rates. We simply cannot keep crank-
ing up Social Security taxes with impunity. We need to turn the present
tax-and-transfer system into a bona fide individual retirement system that
is in line with individual incentives. 

In short, the answer is to establish a system of mandatory savings
accounts for retirement. Why mandatory accounts? Because without
them we will not solve the time-inconsistency problem of people under-
saving and becoming a welfare burden on their families and on the tax-
payers. That’s exactly where we are now. 

Before I describe the benefits of such accounts, let’s begin by dismiss-
ing the notion that individual savings plans are somehow dangerous to
U.S. citizens. Some politicians have vilified the idea of giving investment
freedom to citizens, arguing that those citizens will be exposed to risks
inherent in the market. But this is political scaremongering. U.S. citizens
already utilize IRAs, 401(k)s, PCOs (portable cash options), Keoghs,
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SEPs, and other investment options just fine, thank you. If some are con-
servative investors or managing for the short term, they direct their funds
accordingly; if others are more inclined to take risks or are looking at the
long run, they make appropriate decisions. Consumers already know
how to invest their money—why does the government feel the need to
patronize them when it comes to Social Security? 

Let’s stop here and revisit time inconsistency. Some may think that I
am trying to have it both ways with consumers—that, on the one hand,
I consider them so irrational that they have to be forced to save, yet, on
the other hand, that they are rational enough to manage their own retire-
ment accounts. But this view reveals a misunderstanding of the time-
inconsistency problem. We need mandatory retirement accounts not
because people are irrational, but precisely because they are perfectly
rational—they know exactly what they are doing. If, for example, people
know they will be cared for in old age—even if they don’t save a nickel—
then what is their incentive to save that nickel? Wouldn’t it be rational to
spend that nickel instead?

So, indeed, people are acting rationally when they choose not to save.
We have rational people making choices based on the rules. The trick is
to get the rules right. A mandatory retirement system, properly designed,
would establish effective rules. 

We would not be designing such a system out of whole cloth. About
two dozen countries have reformed their state-run retirement programs,
including Sweden, Australia, Peru, the United Kingdom, Kazakhstan,
China, Croatia, and Poland. If citizens in these countries and many oth-
ers can handle individual savings accounts, especially citizens in coun-
tries without a history of financial freedom, then U.S. citizens should be
equally adept. At a time when the rest of the world is dropping the ves-
tiges of state control, the United States should be leading the way and not
lagging behind. 

An important benefit of individual savings accounts is that they are
transparent, and transparency solves many problems. For example,
naysayers may point to the pension funds of such cities as San Diego and
Minneapolis, which are currently struggling with underfunded pension
plans. But these are pensions in which individuals have no control over
their contributions and in which politicians, with the aid of accountants,
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can hide inadequate funding for a long period. The beauty of individual
savings accounts is that each person decides how his money will be
invested and can then monitor those investments at any time and easily
make changes to react to changing investment news. (Those with Internet
access can even do so on a daily basis.) Individual savings accounts are
transparency in practice. 

The benefits of such reform extend beyond the individual retirement
accounts of U.S. citizens (although that would be reason enough for
reform); they also accrue to the economy. As noted above, national sav-
ings will increase, as will participation in the labor force, both to the ben-
efit of society. On the first point, more private assets means there will be
more capital, which will have a positive impact on wages, which benefits
the working people, especially the young. More capital also means the
economy will have more productive assets, which also contributes to
more production. 

In terms of labor supply, any system that taxes people when they are
young and gives it back when they are old will have a negative impact.
People will simply work less. Put another way, if people are in control of
their own savings, and if their retirement is funded by savings rather than
transfers, they will work more because they will have more to gain. And
everyone will be better off. Politicians and policymakers should be falling
over themselves to accomplish these types of win-win situations. 

And those policymakers need to get beyond the idea of creating only
voluntary savings accounts. Voluntary accounts are not the full answer.
There is nothing wrong with making a reasonable minimum level of sav-
ings mandatory. Remember that our current Social Security system is
mandatory, but as it stands it is a mandatory tax that perpetuates a welfare
system. It doesn’t have to be this way. We should separate retirement sav-
ings from a system of welfare, and the most efficient way to do that is to
turn our mandatory transfer system into a mandatory savings system. The
part of the Social Security system that provides for disability and survivors
insurance would not be rebuilt, just the part that provides for retirement.  

Let’s take a moment to discuss how such a system might look. First of
all, consider the young worker under the current system. Early in life,
when he is earning relatively lower wages, he is still forced to submit 5.3
percent of his wages to the care of older Americans, matched by his
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employer (which, of course, is really a tax on the worker’s wages) for a
total of 10.6 percent. At a time when that young worker could best put
his resources toward human capital, like further education or a young
family, or toward a mortgage or a car payment, he is forced to give up a
significant portion of his relatively low wages. And again, he gets little in
return for this tax, except a promise for some future return that may not
even match current levels. 

Now, consider a proposal that frees young workers from this tax and
establishes rules to align older workers’ incentives to solve the time-
inconsistency problem, and it would look something like this:

• Before age twenty-five, workers would have no mandatory
government retirement program.

• Beginning at age twenty-five, workers would contribute one-
quarter of the retirement program (or roughly 3 percent, vis-à-
vis the current 10.6 percent rate).

• At age thirty, that rate would increase to 5.3 percent.

• At thirty-five, the rate would equal the full 10.6 percent.

• At each step along the way, the worker would make choices
about how a portion of his retirement account would be
invested, much as that same worker would be making choices
about his personal 401(k) or other investment options at
work. (And, by the way, some companies are now forcing their
employees to participate in retirement plans.)

• Upon retirement, this account would be used to provide pay-
ments over the remaining lives of the individual and spouse, if
married.

This graduated move to full participation could also be achieved in a
linear fashion with, say, a worker beginning at one-tenth participation in
year one and then adding a tenth in subsequent years. The point here is
not to present the perfect plan in all its detail, but to provide a means for
rethinking our Social Security system. (Of course, some young workers
will be better off than others and thus may choose to invest in other
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retirement programs on their own; this graduated government program
would not preclude them from making other investment choices.)

Shouldn’t we be worried, though, about people making bad choices
with these retirement accounts and gambling all their savings on risky
stocks, thereby making them wards of the state anyway? We should be no
more worried about this happening than we are worried about federal
workers gambling away their Thrift Plans. The reason we don’t worry
about federal workers playing roulette with their retirement accounts is
that we don’t let them—we have designed a system that allows individu-
als to make reasoned choices based on relatively conservative indexed
options. The notion that people will be gambling away their retirement
accounts on risky individual stocks is a red herring. People could make
riskier choices with other investment resources; such “gambling” would
simply not be an option under a rebuilt Social Security program.

The same holds true for that other red herring—that individual retire-
ment accounts will simply line the pockets of Wall Street financial firms
eager to charge exorbitant transaction fees to unsuspecting rubes. Again, we
need look no further than the federal government’s own Thrift Plan to see
a low-fee retirement plan with conservative indexed options. Another ben-
efit of these plans is that they allow people to manage their accounts online. 

Some analysts have suggested that we cannot move from a transfer
system to a savings system because current retirees will be left in the
lurch. Who will pay for them if workers’ money is suddenly shifted to
individual savings accounts? There will indeed be a period of time, likely
no more than ten years, when narrowly defined government debt relative
to gross national income will increase before decreasing. But government
debt is small relative to the present value of Social Security’s expected
promises in excess of expected future taxes summed over all individuals
who currently exist. Further, the sum of the value of government debt
and the value of these promises will start declining immediately.

Under a reformed system, there will always be some individuals who,
owing to disabilities or other reasons that prevent them from working,
will not have sufficient savings in their old age. The solution is to include
a means-tested supplement to ensure that all citizens receive a required
payment—just as they do today. Nobody gets left behind under this new
system, and most will move ahead. U.S. citizens deserve more than a 
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minimum payment, and the U.S. economy deserves more than to have its
savings, capital, and labor weighed down by an increasingly costly tax-
and-transfer system.

Reforming Social Security into a system of mandatory individual sav-
ings accounts is not as radical as it sounds. The world is moving in this
direction, and U.S. citizens have been dealing with individual accounts
for many years through their employers—and some of these accounts are
mandatory.

Rebuild Social Security, Don’t Reform It

No sooner did talk get serious about fixing Social Security than the polit-
ical boo-birds went to work scaring people away from new ideas. It’s rare
to open a newspaper editorial page and not find someone screeching about
evil policymakers and cranky politicians who are trying to destroy Social
Security. Why a politician from any party would intentionally want to
destroy a retirement program meant to benefit the elderly is beyond me.
Such political claptrap makes me glad I’m an economist. Granted, politics
is a game with its own rules and incentives, and people will rationally play
by those rules for political gain, but such political role-playing certainly
complicates matters, at best, and makes for bad policy, at worst. 

Maybe one way to help avoid ad hominem attacks and political 
labeling would be to recast the Social Security question from one of reform
to one of reconstruction. Let’s not reform Social Security; let’s rebuild it. In
other words, if we could wipe the slate clean, what kind of retirement pro-
gram would we build from scratch—today? It’s one thing to snipe at new
proposals, but it takes a plan to beat a plan, and I’m willing to bet that the
best minds of both political parties, given such a charge, would not come
up with a government retirement program as it currently exists. 

We have had a lot of experience with our current Social Security sys-
tem. We have had a lot of experience with other tax programs. And we
have new insights into the effect of tax rates on labor supply. As that old
maxim suggests, it’s time we put that experience and insight to use and
make good policy.
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My Beautiful Tax Reform

Joel Slemrod

Although he was most certainly not speaking of tax policy, Ralph Waldo
Emerson might just as well have been when he wrote, in The Conduct of
Life: “We ascribe beauty to that which is simple; which has no superflu-
ous parts; which exactly answers its end” (Emerson 1860). The idea that
simplicity is beautiful has often been embraced by artists and writers.
Many scientists have argued that simplicity leads us to truth. Indeed, the
Nobel laureate physicist Richard Feynman (1965) said one “can recognize
truth by its beauty and simplicity.” The Nobel physics prize winner four
years after Feynman, Murray Gell-Mann (1964), said that in physics, “A
chief criterion for the selection of a correct hypothesis . . . seems to be the
criterion of beauty, simplicity, or elegance.” Social scientists and certainly
economists generally admire, and aspire to, the rigor of natural science.
In tax policy, many experts equate the best tax system with the simplest,
and the best tax reform with the one that most simplifies the system. But
for many reasons, in economic and tax policy the simplest, most elegant
policy need not be the best.

One reason is that tax policy involves a tradeoff among objectives,
including equity and efficiency objectives, and often, achieving equity and
efficiency requires some complexity. For example, at first blush the simplest
tax system is what economists call a lump-sum tax, where the tax liability
(not the tax rate) is the same for everyone, but not linking a family’s tax lia-
bility to its level of well-being will certainly violate most people’s, if not
everyone’s, concept of what is fair. This illustrates that determining the best
tax policy depends not only on an understanding of economics, but also 
on values. 



Because my favored tax system depends both on my economic
assumptions and on my value judgments, which not everyone shares,
saying exactly what tax reform I favor without laying out what leads me
to this choice would not contribute much to the public policy debate.
Thus, in what follows I will try to lay out explicitly what has led me to
my viewpoint, so the reader can get a sense of how his own economics or
values would lead to a different policy prescription.1

First, I believe we should seek the best (to be defined more carefully
as I go along) tax system, not the worst. This may sound obvious, but it
is not. Some people who believe that the government wastes most of the
money it raises have argued that the tax system should purposely be
made inefficient in order to limit how much tax revenue can be collected
(Becker and Mulligan 2003). I disagree strongly with this point of view. If
spending restraint is the objective, there are less costly ways to achieve it
than by purposely running an inefficient tax system. 

There are also serious practical obstacles to achieving an ideal system.
Among other things, a tax system is a vast bureaucracy of collection and
enforcement. This is important because no government can simply
announce a tax system, sit back, and wait for the money to roll in. At first,
most tax obligations would be remitted by citizens who are dutiful or not
convinced that the IRS has really been dismantled. But after a while, the
dutiful citizens would begin to feel like suckers, and the wary citizens
would accept that there were no consequences from flouting the law.
Revenue would dry up. Even a half-hearted attempt to enforce the tax
system favors the amoral and aggressive.

Practical considerations are critical in assessing a tax reform that some
argue is beautiful in its simplicity—replacing the federal income tax with
a national retail sales tax (RST). This is, to be sure, a radical reform and
also, at least at first glance, a radical simplification, in part because no
individuals would have to file tax returns. Some supporters of the RST
argue that adopting it would allow us to abolish the IRS.

If simple is beautiful, from afar the RST looks beautiful, indeed. But this
is deceiving. First, keep in mind that the tax rate needed to replace federal
income tax collections fully would be jaw-dropping, but not in a good
way—about 27 percent if the federal sales tax base were the same as that 
of the average state, and considerably higher if the base did not include 
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purchases of business inputs, as it should not. Add to that current state and
local sales tax rates, maybe doubled to account for the fact that few states
will maintain their income tax if the feds have abandoned theirs, and the
rate would be well over 30 percent. Under a 30 percent–plus RST, the
enforcement problems would be different than now, to be sure, but not
smaller. All of the collection onus falls on one business sector for which the
other side of the taxed transactions—consumers—has no incentive to help
enforce the tax. Indeed, I believe it would be impossible to levy such a tax
at the standards of equity and intrusiveness to which we are accustomed.
Undoubtedly for these reasons, only six countries have operated an RST at
a rate over 10 percent, and all but one has since abandoned it. I am a risk-
averse person and would not bet the fiscal integrity of the United States on
an untested—or more precisely, a tested-but-found-to-be-wanting—system
of collecting revenue.

Unless, of course, I wanted to blow a (bigger) hole in the budget. But I
do not. The tactic of “starving the beast” that is the federal government with
big tax cuts has so far proven to be a failure. The resulting deficits lower
national saving at a time when the country should be saving more to pre-
pare for the retirement of the baby boom generation. This is an issue of
intergenerational fairness, because it puts off assigning the tax burden to the
future. We current taxpayers could soften the tax blow on our children by
saving more and passing more along to them, but the evidence suggests that
few people think this way (and many are too constrained to act even if they
did think this way), and so by spending more than it takes in, the govern-
ment is encouraging a spending spree at the expense of future generations.
Tax reform should not be an occasion to worsen this problem.

Although a national retail sales tax looks beautiful only from afar, it
has a more attractive sister called the value-added tax (VAT), which is
now operated by more than one hundred countries. The VAT has a key
administrative advantage over the RST in that it is collected from not only
retail businesses but all businesses, and can have a clever self-enforcing
feature that improves compliance. Some countries that levy a VAT raise
nearly as much money, as a percentage of GDP, from it as the United States
now raises from its income tax. It is not without its problems and com-
plexities; the cost of compliance is not trivial, but is still probably half or
less of that of our income tax.
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In spite of the fact that a VAT promises considerable simplification
over the current system, the VAT should not be a substitute for the
income tax. I believe the government has an obligation to consider how
its policies affect not only the dollar sum of GDP, but also whether the
total is equitably shared. There is no value-neutral or self-evidently beau-
tiful way to assign tax burdens. I favor a distribution of tax burdens in
which the tax burden, as a proportion of income, should rise as income
rises—what economists call progressivity of the tax burden. Not only
should Bill Gates have a higher tax burden than a single mother earning
$10,000 a year, but his tax burden as a fraction of his income should be
higher (much higher, in my opinion). This conclusion reflects both my
values and my economics. Where my values come from is not relevant,
nor could I convince anyone to embrace my values. As for my econom-
ics, I recognize that a progressive tax distribution requires higher mar-
ginal tax rates, which dampen the incentive to work and do anything else
that engenders financial success, and encourage privately rewarding but
socially inefficient activities that reduce taxable income. But my reading
of the empirical evidence has convinced me that the efficiency cost of 
progressivity is not so large (a professional judgment) that it overwhelms
the benefits of a more equal distribution of well-being that tax progres-
sivity provides (a value judgment). 

Business-based tax systems such as the RST and the VAT cannot, on
their own, deliver enough progressivity for me. Yes, both systems can
exempt commodities, such as food, that comprise a higher percentage of
the consumption basket of low-income families. But this is a very ineffi-
cient way to deliver progressivity, for the simple reason that not only low-
income families buy food, and one that is incapable of delivering a
program such as the earned income credit. One could couple an RST or
a VAT with universal payments to families, but that would require an even
higher rate of tax as well as a vast transfer-paying bureaucracy.

Enter the flat tax. By flat tax I do not mean any tax system that fea-
tures one and only one tax rate. (If this were true, then both an RST and
a VAT would qualify.) I mean the flat tax first proposed by Robert Hall and
Alvin Rabushka (1983) in the early 1980s. This flat tax is really a VAT,
with two related modifications. First, unlike a VAT, under the flat tax,
businesses can deduct from the tax base payments to employees; second,
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employees are subject to tax on their labor income at the same rate of tax
faced by businesses. These alterations do not imply much change at all in
who remits tax to the government, because businesses could continue to
withhold and remit the employees’ tax liability. They do, though, require
100 million or so employees to file tax returns when they otherwise
would not, which, to put it mildly, seems like an unnecessary adminis-
trative expense. 

Why do it, then? Introducing the notion of individual tax liability
facilitates introducing progressivity into the assignment of the tax burden.
The Hall-Rabushka flat tax proposal takes advantage of this opportunity
in one way only—it allows a standard deduction and personal exemp-
tions, so there is an exempt level of labor income, which varies by family
size. It then applies a single rate to all labor income above this level. In
principle, though, there is no reason that a graduated tax rate schedule
cannot be applied to the flat tax personal base. David Bradford has pro-
posed exactly that, in what he calls the X tax, a name which has an air of
mystery about it, to be sure, but arguably is less prone to confusion than
calling it a “graduated flat tax” (Bradford 1996). 

Having a separate personal tax allows something other than 
progressivity—the personalization of the tax burden. But having created
the possibility, the creators of the flat tax do not partake. They allow no
deductions, other than the standard deduction and personal exemptions—
none. No deduction for mortgage interest, no deduction for charitable
contributions, no child care credits, no tuition credits, and so on. But per-
sonalizing the tax system facilitates its use as a vehicle for an unlimited
number of social and economic policies, incentives to particular behav-
iors, and rewards to particular constituencies. The prospect of eliminat-
ing all of these incentives and rewards is exhilarating to someone who
seeks simplicity and beauty in a tax system, but is Pollyannaish to those
who understand the American political system and the rewards showered
on those politicians who control the dispensation of these goodies. 

This is the issue that separates the tax-reform men from the tax-
reform boys concerning the most fundamental of all questions—the
extent of government involvement in the economy. Many conservatives
who pay lip service to limited government get cold feet when it comes to
sweeping away the interventions that occur via the tax system. I believe
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that, besides ensuring progressivity, the government’s role in the economy
should be limited. Not doing this inflicts costs in equity, efficiency, and
complexity. Moreover, even in a time when more and more people use, or
hire accountants who use, tax-preparation software, a complex tax system
erodes the transparency of the fiscal relationship between government
and citizens, at a cost to an informed participatory democracy. 

Putting aside whether extensive government intervention is a good
idea in principle, whether one should favor in practice cleaning up the
current U.S. personal income tax base certainly depends on whether on
balance one approves of the particular web of incentives and rewards that
now exists. I am inclined to sweep the system pretty thoroughly, getting
rid of many of the big items and most of the little items. In this chapter,
I have the space to address only a few examples. Consider the itemized
deduction for state and local income and property taxes, extended in the
2004 tax bill to state income or sales tax for the tax years 2004 and 2005.
It is a subsidy for subfederal government expenditures at a rate that
increases with the affluence of the jurisdictions’ residents, because more
affluent taxpayers are both more likely to itemize their deductions in the
first place and, if they do, are likely to be subject to higher marginal tax
rates, which is the effective rate of subsidy. It would never (and should
not) be approved by Congress as a stand-alone subsidy program. 

The same problem applies to the current preferential tax treatment of
employer-provided health insurance, under which, unlike for cash com-
pensation, health insurance expenditures are deductible to employers but
not taxable to employees. This makes providing compensation in the
form of health insurance significantly more attractive than it otherwise
would be, and especially so for high-income taxpayers, and creates strong
incentives for employers to offer more generous health benefits than oth-
erwise. I favor capping or eliminating this tax preference, although this
action should be taken only as part of a larger health-care reform effort
that does not weaken the incentive for employers to provide group insur-
ance plans without providing a viable health insurance alternative.

I favor abandoning the huge subsidy to owner-occupied housing
implicit in the income tax but do not have an easy way to accomplish this
(just eliminating the mortgage-interest deduction will not do the trick
because the return to the housing asset remains untaxed, and self-financed
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owners are treated better than those who must take out a mortgage).
Credit programs for education should be consolidated and simplified. The
same goes for credits aimed at low-income families, which probably
should be converted into a “standard credit” along the lines of the standard
deduction, which eliminates the need for most families to itemize and doc-
ument their eligibility for a host of programs with similar objectives. Those
itemized deductions that remain should be turned into a credit at the first,
basic income tax rate of about 15 percent. 

If the tax base could be significantly cleaned up, it could achieve one
of the key selling points of an RST—(most) individuals would not have
to file tax returns. The British and Japanese income tax systems work this
way now, and the U.S. Treasury Department has said it could work in the
United States, too. It requires that the tax system be simplified enough
that employer withholding can be exact for most taxpayers, meaning that
little or no reconciliation by the individual is required. A no-individual-
return, business-based system can be both progressive and personalized
to the extent that employees (or third parties) provide employers with the
information needed to calculate correctly how much tax to remit to the
IRS on behalf of the employee. But ultimately, it must be the employee’s
responsibility to verify the accuracy of the information used to calculate
tax liability, so that even though individuals might not file returns, they
will in some way have to be involved in the tax collection system. A
highly personalized no-individual-return system requires that individuals
provide their employers with information that currently goes to the gov-
ernment, which changes the locus but not the extent of intrusiveness.

Because of the withholding taxes that they remit on behalf of their
employees, businesses are central to the process of taxing labor income. But,
not surprisingly, businesses are also central to the taxation of business income,
and they could be central to how we tax the income received by those who
supply capital to businesses. How this works in the current system is a mess. 

To see why, first consider how a progressive, comprehensive (i.e., all
sources of income are subject to tax) income tax system should work.
Business income would be attributed to the owners of the business and
taxed at whatever rate is appropriate, given the total income of the owner.
If nonowners have supplied capital to the business, the cost of obtaining
the capital should be deducted from business income, and the income

MY BEAUTIFUL TAX REFORM  141



paid should be subject to tax at the appropriate tax rate of the supplier of
the capital.

This is how it works now for all but the biggest public corporations. Any
business with one hundred or fewer owners, which accounts for the vast
majority of businesses, can retain the legal advantages of incorporation—
principally limited liability and perpetual ownership—while paying no 
corporation income tax. The company’s income is allocated to the owners
and added to their individual taxable income. However, an incorporated
business or, since 1997, even an unincorporated business can elect to be
subject to the corporation income tax and its graduated rate structure, which
subjects annual taxable income up to $75,000 to first a 15 percent and then
a 25 percent rate. Although the graduated rate structure of the corporation
income tax mimics the graduation of the personal tax, it cannot be justified
on progressivity grounds, because the total income of the owner of the busi-
ness may put him well into the top (currently 35 percent) individual bracket,
so that the tax relief afforded by the lower corporate rates is unjustified.
Thus, for the vast majority of businesses, the corporation tax is by no means
a burdensome double tax; rather, it is an option for tax reduction. One of
two changes should be made to this system: Restrict the ability of companies
to be subject to the corporation rate structure, or eliminate the low rates of
tax on the first $75,000 of income.

An entirely different system applies to the big, publicly owned compa-
nies that comprise only a few thousand of the several million businesses in
the country but account for a large fraction of business activity. Publicly
owned corporations cannot elect out of the corporation income tax. This
produces an odd system in many ways. First, it subjects the corporation’s
income to what is effectively a flat rate of 35 percent (the tax benefits of
the lower rates in the bottom brackets are trivial compared to the vast
income of public corporations), regardless of what tax bracket the owners
of the corporation are in, and regardless even of whether the shareholders
are tax-exempt entities. Taxing big corporations by attributing business
income directly to the shareholders would in principle solve these prob-
lems, but it raises formidable and probably insurmountable practical prob-
lems. Many other countries allow shareholders a partial credit for the taxes
that corporations have already paid, approximating the way that employ-
ers withhold personal income tax for their employees, but with no attempt
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to adjust the amount of tax withheld and remitted by the business to the
personal tax circumstances of the shareholders.

A second issue is that although the tax treatment of business borrow-
ing is consistent with the ideal—interest payments are deductible as a
business expense but taxable to the lender—the taxation of equity finance
does not follow this pattern. The corporation is not allowed to deduct
anything in recognition of the cost of attracting the financing, but the
equity providers (i.e., the shareholders) are taxed to some degree on the
income they receive. This system causes inefficient incentives for corpo-
rations to raise capital by borrowing and to manage payments from the
corporation to the shareholders in tax-efficient, but otherwise inefficient,
ways. Finally, the two levels of tax, corporate and individual, could cause
the tax rate on business income to be higher than it is on other income
and the cost of capital for corporate businesses to be higher than it is for
other businesses, neither of which is justifiable. 

The most sensible approach to these problems is to allow a personal tax
credit to shareholders for some or all of corporation taxes paid. In 2003, the
United States adopted a different approach when the personal tax rate on 
dividends and capital gains was capped at 15 percent, compared to a maxi-
mum 35 percent rate on other income. There are two problems with this
approach. First, it moves the system toward one where the rate of tax on cor-
porate income is 35 percent regardless of the tax situation of the owner, which 
is inconsistent with progressivity and certainly inconsistent with the oft-
heralded idea of making stock ownership attractive to lower-income people.
Second, it cuts the personal tax on corporate-source income while doing
nothing to ensure that the corporate-level tax was in fact paid. Notably, the
original Bush administration proposal in the 2003 legislation linked the two
levels of tax by making dividends tax-free (and not just capped at 15 percent)
only to the extent that the dividend-paying corporation had actually paid cor-
poration tax. Linking the two taxes ensures that, in the quest for attaining a
single level of tax on corporate income, we do not end up collecting no tax at
all; this is an important policy issue in light of the apparent but difficult-to-
document increase in abusive corporate tax shelter schemes that have drained
corporation tax collections. This link, abandoned in the legislation that was
eventually passed, should be revived by allowing a credit only for corporation
taxes actually paid.
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Apparently many public corporations opposed the link in the original
2003 proposal because it would reveal publicly that they paid little or no cor-
poration income taxes. One might think that their financial statements would
reveal this fact, but they do nothing of the kind, due to the myriad differences
between accounting for book income and taxable income. To promote trans-
parency of public policy, I believe public corporations should have to reveal
how much tax they pay—not all the details of their tax return, which might
reveal information helpful to competitors and reduce the informativeness of
the tax return, but just the bottom line. In addition, the IRS should be allo-
cated the resources it needs to investigate, and the courts should crack down
on, abusive corporate tax shelters and avoidance schemes. 

Finally, just as the personal tax base should be cleaned, so should the
tax base be cleaned of tax loopholes carved out solely for specific compa-
nies or industries. These provisions generally have no principled eco-
nomic justification—rather the beneficiaries are often the most politically
connected—and therefore cause resources to flow to less efficient uses. A
principled commitment to a less activist government requires leveling the
playing field among businesses and, with only limited exceptions, letting
private entrepreneurs and capital owners determine how the economy’s
resources are directed. 

In sum, with my beautiful tax reform, business and capital income
would be more systematically subject to progressive taxation, by eliminat-
ing the benefit of graduated corporation income tax rates, offering a credit
for corporation taxes paid by tax-paying public corporations, and cleaning
the corporate tax base. There are, to be sure, other intriguing proposals for
rationalizing the taxation of business and capital income. For example,
under the comprehensive business income tax (CBIT), both corporate div-
idends and interest payments are tax-free at the individual level but, in
parallel, corporate interest payments are no longer a deductible business
expense, putting them on a level playing field with dividends and elimi-
nating the distortions to financial behavior the tax system now produces.
Under the CBIT, all business income is taxed at 35 percent, as opposed to
the current system, under which, for the vast majority of businesses, the
income is taxed at the appropriate tax rate of the owner. As with the RST,
the VAT, and the Hall-Rabushka flat tax, under a CBIT there is no distinc-
tion between corporations and other businesses. 
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The CBIT eliminates the tax consequences of payments of dividends
and interest (to the payer and the recipient) made by businesses, but
leaves them in place for other transactions, including mortgage interest
payments. One could go farther and eliminate the tax consequences of all
financial flows, as occurs under an RST, a VAT, or a Hall-Rabushka flat
tax. This would not cost as much revenue as one might first guess because
it would not only be exempt from tax receipts of interest, but it would
also disallow interest deductions. Because the latter on net are taken by
taxpayers in higher tax brackets than those who receive interest pay-
ments, attempting to collect revenue on financial flows raises little or no
revenue in aggregate. Eliminating the tax consequences would eliminate
a highly complex area of the tax law that tries to measure the taxable flow
of a vast array of complicated financial instruments, such as zero-coupon
bonds and swaps. Although I admit to being intrigued by this type of pro-
posal, I do not support this type of reform because it raises serious unre-
solved issues regarding the transition from the current system and how
well it would integrate with the tax systems of the rest of the world. 

Note that I have now come full circle in my discussion of tax reform
options. Requiring all businesses to pay tax at a single rate on a base with
no deductions for interest payments and taking dividend and interest
receipts out of a completely cleaned-up personal tax base is, with one
important exception, exactly the Hall-Rabushka flat tax (or, with a grad-
uated personal tax structure, the X tax). The one exception is that under
an income tax or a CBIT, businesses must depreciate the purchase of cap-
ital goods, while under the flat tax they can immediately write off
expenses. In this way, income of all types can be taxed at the business
source of income. As noted, taxing (only) at the business source affords
considerable simplicity but does not easily accommodate a progressive
distribution of the tax burden.

Conclusion

Under my beautiful tax reform, most Americans would not have to file tax
returns. The tax system would no longer be the primary source of good-
ies passed out by the government and a major determinant of how
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resources are allocated—what goodies and subsidies that remain would
be consolidated. Progressivity would be retained with a system under
which most, but not all, American taxpayers would be subject to a low,
basic rate, the same rate at which all tax credits can be redeemed.
Taxation of business income would be rationalized with the objective of
taxing all business income at the appropriate tax rate of the income
earner, sharply reducing tax sheltering, and making corporation tax pay-
ments more transparent. 

I recognize that this system is not as beautiful as others that have been
proposed, and that therefore the title of my chapter involves some irony.
My tax reform is not more beautiful because beauty as simplicity is not
the only criterion for choosing a tax system, and, alas, there are tradeoffs
among the characteristics that matter to me. My desire for progressivity
rules out entirely business-based systems. My desire to avoid serious
unintended consequences means that tax systems that eliminate the tax
consequences of financial flows will have to wait until the transitional and
international implications are more fully worked out. By the standards of
the scientist and philosopher Buckminster Fuller, who said that “when I
have finished [working on a problem], if the solution is not beautiful, I
know it is wrong,” I have probably failed. But I take comfort in the words
of perhaps the greatest of all scientists, Albert Einstein (1977), who once
cautioned that “everything should be made as simple as possible, but not
simpler.” 
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Note

1. My views on tax policy are laid out in much more detail in Slemrod and Bakija
(2004).
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Conclusion

Alan J. Auerbach and Kevin A. Hassett 

We have seen in the preceding chapters that serious scholars have reached
strikingly different conclusions concerning the most desirable structure of
possible tax reforms. In this final chapter, we illuminate the key issues that
divide opinion, drawing in part on conversations that occurred during an
informal conference among these authors. 

Inevitably, debate focuses on the gap between what is known and what
would have to be known in order for the case for fundamental reform to be
logically indisputable. If a large country like the United States (or even
many such countries) had once had a tax system exactly like our own and
then shifted to a flat consumption tax, one could base policy recommenda-
tions on precisely applicable experience. 

Without such clear evidence, one must rely on models that link together
many different small experiences and attempt to construct an informative
whole. Confidence in this approach varies among economists. Since models
are inevitably simplifications of reality, applying their predictions to the real
world requires prudence. At what point is confidence in the economic
method sufficient to merit firm policy prescriptions? As these chapters illus-
trate, the answer varies considerably, even among economists. So, as we begin
to consider tax reform, what might a list of our assets and liabilities look like?

What Is “Known” and What Is Suspected?

As discussed in our introduction, a large theoretical literature documents
a wide range of positive effects of a move toward either an income tax



with a broader base and lower rates, or a consumption tax. Based on
results from a fairly large number of different models, the literature sug-
gests that a wholesale switch to an ideal system might eventually increase
economic output by between 5 and 10 percent, or perhaps a slightly
wider range.  

There is little question that the typical informed reader would predict
significantly improved economic performance from a rational tax reform.
For example, in a survey of sixty-nine specialists in public finance pub-
lished in 1998, Victor Fuchs and colleagues found that the median
respondent believed GDP growth would have been one percentage point
per year lower for a lengthy period after 1986 if the previously existing
tax code had not been repealed. Since the code has evolved dramatically
away from the relatively simple structure of 1986, one would guess that
a similar potential for higher growth through reform exists today. Indeed,
the survey’s median projected long-run effect on output is well within the
range of estimates of the theoretical models.

However, this consensus may exist because all the models employed
by economists have relied upon some simplifying assumption that will
eventually be found inappropriate. That is, it might well be that the mod-
els will be poor predictors of experience. Currently, a number of central
European nations, as well as Hong Kong and the Channel Islands, are
engaged in experiments with flat consumption taxes. Estonia, for exam-
ple, has now relied upon one for a decade. Research is under way to iden-
tify the effects of these reforms after controlling for the unique
characteristics of the countries that have adopted them, but until that lit-
erature is mature, policymakers will have to rely largely on theory. 

To date, the best support for the models comes from more microeco-
nomic evidence. For example, one of the potential benefits of a consump-
tion tax is that it reduces the costs of making new investments in plants
and equipment. If significant growth effects are to follow consumption-
tax reform, they will depend in part on the investment response; and
since taxes that affect investment have changed over time, experience
with such “mini” tax reforms should be a useful guide in evaluating a
larger reform. The evidence of these mini-reforms has been quite promis-
ing, and consistent with the movements one would project from the full-
fledged tax-reform simulations. For example, a large literature generally
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has found that corporate investment decisions are highly responsive to
taxes. (See Hassett and Hubbard 2002 for a recent review.) 

But a number of complete and relevant experiments are needed to
dispel uncertainty about the impact of reform—uncertainty especially
troubling to those concerned with equity issues, since the direct impact
of many of the reforms would be to raise the direct tax payments of those
in the middle- and perhaps lower-income deciles. Tax reform might well
have undesirable distributional implications, particularly if growth effects
are disappointing. A widening of the after-tax distribution of resources
that might be acceptable if all groups gained would be more troubling if
there were little growth and, hence, losses among the less fortunate. On
balance, then, a rational policymaker might respond to the model uncer-
tainty by relying on a more progressive consumption tax than he might
otherwise choose.

What Is Feasible?

Both broad-based income taxes and broad-based consumption taxes
would improve the overall efficiency of the economy because the current
code does so much to undermine it. For example, an efficient tax code
affects the decisions of individuals as little as possible; yet the mortgage-
interest deduction provides a very large subsidy to home ownership, and
thus introduces a large economic distortion. If the political system is fully
wedded to a virtually unlimited mortgage-interest deduction, many of the
benefits of tax reform are unattainable. There are numerous other similar
provisions in the code that are politically popular but have questionable
economic merit. 

Even if economists become convinced that full and immediate adop-
tion of a progressive consumption tax would make everyone better off,
such a reform may be politically impossible, and hence uninteresting.
This view certainly is entertained by some of the participants in this 
volume. But economists should first decide whether they truly have
reached a consensus on tax reform. Such a consensus would have some
impact on the thinking of policymakers, many of whom employ and rely
upon their advice.
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Moreover, as more countries experiment with tax systems that are
designed with an eye on the economic literature, the value of economics
will be revealed eventually, one way or another. If, for instance, countries
that adopt consumption taxes significantly outperform those that con-
tinue to rely on ornate and politically expedient substitutes, pressure for
change will increase. This pressure will not intensify because the
American Economic Review replaces People magazine on American coffee
tables, but rather because superior economic performance has a demon-
stration effect. Thus, a reform in the near term will be more possible if
economists continue to focus on reaching a consensus of what might be
optimal without political constraints. In the long run, if economists are
correct, economic forces may well move politicians away from their 
perceived constraints in any case, and reward those who overcome their
constraints earlier.

Will the Benefits of Reform Be Long Lasting? 
Can Steps Be Taken to Help Ensure They Are?

Related to the issue just raised, some have argued that even if the task of
enacting reform is accomplished, it will be Sisyphean if politicians imme-
diately begin undoing their own handiwork. This view was perhaps best
expressed by Nobel laureate Milton Friedman, who argued that politi-
cians might enact tax reforms simply to maximize their own happiness:

The political function of the income taxes, which is served by
their being complex, is to provide a means whereby the mem-
bers of Congress who have anything whatsoever to do with
taxation can raise campaign funds. That is what supports the
army of lobbyists in Washington who are seeking to produce
changes in the income tax, to introduce special privileges or
exemptions for their clients, or to have what they regard as
special burdens on their clients removed. A strict flat-rate tax
would offer nothing that any lobbyist could hope to achieve
since the structure of the tax is so simple and straightforward
(Friedman 1995).
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In such a world, politicians peddle special tax favors to various inter-
est groups and campaign contributors. After many years of such activity,
the tax code becomes so complex that it is difficult to add new favors. At
that point, the slate may be wiped clean again, but only so the process
begins anew.

Given the sad evolution of the tax code since 1986, this concern is
very serious. One could add to it a second concern raised by Casey
Mulligan in this volume. In 2003, he and Gary Becker found that more
efficient taxes (like VATs) have tended to increase more often over time
than less efficient taxes. Thus, tax reform might have two possible politi-
cal paths. If a simplified, broad-based income tax is adopted—as it was in
1986—it will gradually become more complex, eventually undoing all of
the benefits of reform. If a simplified consumption tax is adopted (like a
VAT), it may be difficult to add ornate tax candy to the code, but increas-
ing the tax rate itself will be easier, and politicians may engage in more
spending, not all of which is necessarily desirable.

If these two paths encompassed the entire range of possibilities, then
it would be difficult to get excited about tax reform. Indeed, to the extent
that repeated changes in the tax code introduce uncertainty, it might even
be better to stop the process Friedman envisages of repeated tax reforms
and just resign oneself to accepting the code we have, and at least elimi-
nate the uncertainty. This appears to be a temptation for some of the
authors in this volume.

Accordingly, it is important that any attempt at fundamental tax
reform address these issues head-on. If efficient taxes encourage wasteful
spending, are there better alternatives to keeping a distortionary tax sys-
tem? Evidence from the states suggests the answer may be yes. A careful
study of their history, for example, has revealed that supermajority
requirements have significantly reduced taxes in the states that have
adopted them (Knight 2000). One could imagine, then, a reform accom-
panied by a rule that any modification of the tax base or tax rate require
a supermajority vote in both houses. For this rule to be truly binding,
however, it would have to be a constitutional amendment, the conditions
necessary to accomplish which are quite strenuous. 

In the absence of such a large change, it is worth noting that budget
rules limiting spending have been found in an extensive literature, again
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for U.S. states, to have been effective (Poterba 1997). Since some were
passed with simple majorities, it is possible to conceive of constraints that
could be effective at the federal level without a constitutional amendment.
The experience under different federal budget rules, beginning with the
Gramm-Rudman-Hollings legislation of the 1980s and the discretionary
spending caps and “PAYGO” rules of the 1990s, suggests that such budget
rules have some impact, but also that designing effective ones is quite dif-
ficult.  It is challenging to place hard limits on spending, and it is equally
challenging to find the right balance between curtailing wasteful spend-
ing and allowing spending that may be socially beneficial. 

More on the Risks of Relying on Economic Models

Two additional considerations must be made as one weighs the relative
evidence on the impact of tax reform. First, the literature that has found
the impact of tax reform to be in the range we mentioned has generally
assumed that marginal tax rates have a moderate impact on the labor
effort of workers. This assumption has been based on a voluminous liter-
ature that has used detailed data on the behavior of individual workers to
identify the impact of tax policy on effort. This assumption moderates 
the estimated economic benefits of tax reform, because the high marginal
rates of the current code have only a measured negative impact on work
effort.

However, the recent work by Edward C. Prescott discussed by him in
his chapter has suggested that labor supply may respond to changes in the
tax code far more in the long run than previously believed. These long-run
responses appear present in the macroeconomic data, and may occur over
a longer horizon than could have been studied with the individual-level
data upon which the previous literature relied.

An example of the evidence that Prescott’s work has identified is that
European workers generally worked as many hours as Americans in the
1960s, when our tax rates were relatively similar. Since then, rates in the
United States have declined and rates in Europe have gone up, and hours
worked have diverged dramatically. A recent paper independently sup-
ports these results and relates them to taxes more specifically (Davis and
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Henrekson 2004). In particular, the authors argue that high taxes on
labor encourage individuals to substitute home production for tasks that
might be farmed out in low-tax nations. Since high taxes make it more
expensive to hire workers, individuals in high-tax countries might be
more likely to paint their own kitchens and mow their own lawns. Their
workweek will look shorter, because it measures work for an employer,
but it will not really be shorter. More of it will be allocated to unmeasured
home activities. The authors found strong evidence of exactly this type of
pattern in the data. German workers, for example, have shorter work-
weeks, but rely far less on contractors to perform household duties.

Accordingly, one must entertain some possibility that the estimates in
the literature to date are on the low side because they are based on an
underestimate of the possible labor-supply response to lower taxes. To
help shed light on the possible impact of this change, we incorporated a
labor response similar to that supported by Prescott into a standard
Auerbach-Kotlikoff model that has been very often used in the literature.
We found that the higher elasticity increased the estimated effect of tax
reform by more than a factor of two, with long-run output increasing after
a switch to a consumption tax by 25 percent. As one balances the risks of
relying on the current literature, this is an important consideration. 

On the other hand, another issue that arose in discussion at the confer-
ence suggests additional risks in applying the literature to the real world,
pointing in the other direction. In particular, the chapter by R. Glenn
Hubbard argues that the distributional impact of a consumption tax is
much smaller than has been believed because the difference between a
consumption tax and an income tax is smaller than has been believed.
Hubbard argues that both tax excessive returns on capital, but that the
consumption tax excludes from taxation the opportunity cost of capital,
which is much lower.

As a technical matter this is true. If Microsoft, for example, purchases
a CD-stamping machine to increase its output of Windows software, then
the profit it obtains from that output will certainly include excess profits
associated with the unique market position of that company. Mechani-
cally, in a consumption tax, Microsoft reduces its tax by deducting the
cost of the CD-stamping machine, but that is tiny compared to its profits.
The difference is taxed. 
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Here is where a problem applying the existing literature is raised,
however. The existing literature has assumed that one removes the tax on
all of the return on capital when one moves from an income tax to a con-
sumption tax. Thus, the change that has been studied may be signifi-
cantly larger than the change that actually would occur during a
fundamental reform. If so, then the estimates of the economic benefits
may be too high.

A full understanding of this issue requires additional modeling efforts
that have been done only sparingly in the literature to date. There are
many possible reasons a firm might earn high profits—patents, monop-
oly, and even corruption come to mind—and a full-fledged model of
these forces would be required to understand the full impact of tax
reform. However, as observed in a celebrated article by Joan Robinson in
1933, a firm that raises its price because of patent or other monopoly
power is effectively imposing a tax. Thus, taxes by the federal government
may be far more distortionary in a world where firms charge higher prices
and earn higher noncompetitive profits. This point was driven home
quite forcefully by Kenneth Judd (2000), who showed that capital taxes
may be far more economically damaging in a world where firms charge
prices well above their cost.

Thus, on the one hand, the Hubbard observation might suggest that
the literature has overestimated the true effective change if there is a 
consumption-tax reform. On the other hand, these models have ignored
a factor pushing in the other direction by excluding from their analysis
the economic distortions associated with high profits.

There is a long list of other factors that have mostly been excluded from
models to date. On balance, a reading of this literature suggests to us that
the range of economic effects we have described for the core literature is
reasonable to consider when contemplating the likely benefits of reform.

What Would Tax Reform Deliver?

The chapters in this book provide a detailed glimpse of the current state of
the art in the study of tax reform. Economic models suggest that the ben-
efits of fundamental reform may be large. However, reform is a somewhat
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delicate thing. If politically popular provisions such as the mortgage-
interest deduction remain after the reform, then the benefits will have been
largely squandered. If reformers do not build safeguards that prohibit
future tinkering with their reform, they may find that much of their effort
is of only temporary benefit.

As conversations among the scholars assembled at our conference
probed toward decisive differences, the most telling ones clearly involved
value judgments concerning the merits of redistribution, and professional
judgments concerning the likelihood that the efforts of economic scribblers
accurately portray the impact of a reform enacted in the real world. In par-
ticular, unease that the economic effects may be smaller than advertised
interacted with unease concerning a flattening of direct redistribution. 

Accordingly, one could say that if anything close to a consensus could
be reached among economists it might be that a tax reform should
involve an expanded role for consumption taxation and should err in the
direction of being at least distributionally neutral as measured directly.
Rather than rely on a flat tax, one might take the more progressive ver-
sion of it proposed by David F. Bradford in chapter 1. In his tax, rates on
consumption start at zero for the lowest income brackets and climb to
about 30 percent for those in the highest brackets. Given that the tax has
a number of possible rates, reasonable individuals ought to be able to use
it as a basic structure within which uncertainty about the economic ben-
efits of reform is hedged by lowering rates on those at the bottom and
raising them on those at the top. Again, simulations have suggested that
a good bit of the benefit of a flat tax is obtainable with such a reform.

That voluminous research should move the profession toward a con-
sensus concerning an approach first proposed by Bradford decades ago is
a fitting testament to the lasting contribution of the man to whom this
book is dedicated, and a fitting conclusion to this book.
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