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Preface

Federal budget deficit reduction and tax reform are two of the most
important i1ssues the current Administration and the 99th Congress have
faced. The long-sought goal of income tax reform now seems closer than
ever and 1s being pursued with the intent of enacting legislation that will
be revenue neutral—that 1s, neither adding to nor subtracting from fed-
eral revenues. Many observers, however, believe that expenditure cuts
will not be sufficient to significantly reduce the federal deficit and that
Increased tax revenues may also be required. Because of this belief,
interest has been growing in tax structures other than the income tax to
assist 1n deficit reduction. One alternative that has been proposed 1s
some form of consumption tax.

We prepared this study to provide the layman with a general overview
of consumption taxes and related issues. The study is intended to
acquaint the general public, the Congress, and other interested parties
with the principal features of various consumption taxes, thetr relative
advantages and disadvantages—with particular attention given to
adminustrative considerations—and some of the key questions and
issues associated with consumption taxes. The study should be particu-
larly useful to those interested in tax policy and deficit reduction The
study contains no conclusions or recommendations. Should readers want
more information, the study provides listings of sources in the appendix
and bibliography.

We obtained most of the information in this study from published
sources, including textbooks, government reports, professional journals,
popular periodicals, and other research sources. We did not develop
original statistical data or venfy the specific data used in the study We
discussed the study, particularly the admirustrative aspects, with The
Internal Revenue Service and various trade, industry, and professional
organizations, and incorporated their comments in the study, where
appropnate.

William J. Anderson
Assistant Comptroller General
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Chapter 1

Introduction

The prospect of sizable federal deficits for the rest of the 1980s
prompted Congress to enact legislation in 1985 setting deficit reduction
targets for the next 6 years. The law requires the deficit to be zero by
fiscal year 1991 Many people believe that, in order to meet these
targets, a tax increase will be necessary.

Today the principal sources of federal revenue are the individual and
corporate income taxes. In the past, when Congress elected to increase
taxes 1n response to a need for more revenue, it usually increased the
income taxes to meet the bulk of its needs. Today this alternative has
become less attractive.

For a number of reasons, the general public and, in turn, the Congress
are apparently less willing than previously to accept higher income
taxes. One reason may simply be that the income tax no longer com-
mands public approval as the fairest and best tax. In recent surveys,
more persons named the federal income tax as the most unfair of all
taxes than named any other tax.! Changes in the tax laws since World
War II have made the federal income taxes highly complex. The com-
plexity of the laws has nourished a popular impression that the tax
system contains tax loopholes for the well informed and well-to-do,
many of whom, it 1s believed, take advantage of obscure provisions to
avoid paying their fair share of taxes. In addition, some observers main-
tain that certain features of income taxation have diminished the vigor
of the Nation’s economy and that the United States relies too heavily on
income taxes for its public revenues, to the detriment of its prosperty

The wide-ranging and comprehensive tax reform legislation now being
considered by the 99th Congress may, if enacted, help restore public
confidence in the income tax system. But since the proposed legislation
is being considered within the context of revenue neutrality, the 1ssue of
revenue with which to address the budget deficit will remain. This has
stimulated interest in other forms of taxes—one being a consumption
tax.

A consumption tax 1s levied on a taxpayer’s expenditures for goods and
services rather than on that person’s income. Various types of consump-
tion taxes are used 1n the United States today. On the state and local
levels, retail sales taxes are used to generate revenues based on con-
sumers’ expenditures for goods and services. On the federal level, excise

ISee US Adwvisory Commssion on Intergovernmental Relations, Changing Public Attitudes on Gov-
ermments and Taxes 1985 (Government Printing Office, 1986), table 4, p 19
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taxes are used to generate revenues based on the consumption of such
1items as alcohol, tobacco, and petroleum products

Consumption taxes could be used to supplement or even replace income
taxes. In 1982, for example, revenues to states and localities from taxes
on consumption amounted to 35.3 percent of all their tax revenues. Rev-
enues from income taxes amounted to nearly 25 percent. At all levels of
government 1n the United States, taxes on consumption accounted for
15.0 percent of all tax revenues in 1982, while income taxes accounted
for 44.8 percent Among the member countries of the European Eco-
nomic Community (EEC), an average of 28.4 percent of tax revenues 1n
1982 was raised by consumption taxes.?

Consumption taxes differ from income taxes in many ways, such as the
location of responsibility for collecting and remitting the taxes to the
government, and the occasion of their payment. In the view of some
economists, greater reliance on consumption taxes and less on income
taxes could spur greater saving and investment because income used for
these purposes would not be taxed.

The next chapter of this study describes three types of broad-based con-
sumption taxes that could be used in the United States to raise signfi-
cant additional revenue. They are (1) a national retail sales tax, (2) a
value-added tax, and (3) a personal expenditure tax. In discussing these
taxes, we have paid particular attention to administrative considera-
tions. Chapter 3 addresses some of the questions commonly asked about
consumption taxes.

The objective of this study is to acquaint the layman with the subject of
consumption taxes. It is intended to be informative and to help those
who want to improve their understanding of a method of taxation that
is less widely used in this country than in most European countries. No
conclusions or recommendations are made, e.g., that the federal govern-
ment needs more revenue to reduce its deficit, or that it should enact a
consumption tax.

The information presented in this study has been collected primarily
from published sources, including textbooks, government reports, pro-
fessional journals, popular periodicals, and publications of accounting
firms, international organizations, trade associations, and similar

2 All figures from Orgarusation for Economic Co-operation and Development, Revenue Staustics of
QECD Member Countries 1965-1983 (Paris OECD, 1984)
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groups We also spoke with officials of the Internal Revenue Service (Irs
or Service), American Bar Association, Amenican Institute of Certified
Public Accountants, and several business associations, including the
American Retail Federation, The Conference Board, National Federation
of Independent Business, Tax Executives Institute, and United States
Chamber of Commerce, to solicit their views about the administration of

consumption taxes.
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Chapter 2

Broad-Based Consumption Taxes

National Retail Sales
Tax

All consumption taxes, regardless of type, share the feature that they
only tax the consumption of goods and services No part of saving 1s
taxed They differ among themselves in what their bases include Some
consumption taxes are broad-based, meaning that a large fraction of all
goods and services are subject to the tax. The familiar retail sales tax
imposed by many states and localities 1s an example of a broad-based
consumption tax at a non-federal level. Other consumption taxes are
more narrowly based. Many excise taxes only apply to one or a few
goods: cigarettes, for example, or certain alcoholic beverages, or tires for
use on heavy trucks. In this chapter we discuss three broad-based con-
sumption taxes that are capable of raising significant revenues. Also, we
focus on what the federal role would be 1n collecting, administering, and
enforcing such taxes.

In the United States, the retail sales tax 1s the best-known of the broad-
based consumption taxes because of its extensive use by state and local
governments. The distinguishing features of a retail sales tax are that it
is levied on a broad range of consumption products and that it 1s
imposed at the time of retail sale. A national retail sales tax could be set
at some percentage of the retail price of all taxable goods and services
and would be collected from retailers selling those goods and services.

A national retail sales tax would be capable of raising large amounts of
revenue. Estimates we have seen of the revenue yield of a 1-percent tax
range from $8.1 billion to $18.2 billion per year. These estimates depend
on the comprehensiveness of the tax base. They may be too high 1f
adding a national sales tax to existing state and local sales taxes pro-
voked an appreciable increase in sales that were concealed from the tax
collector, such as those that take place in the underground economy

Economists who have studied the issue generally believe that a national
retail sales tax would be a regressive tax, that is, that it would require
the poor to pay relatively more of their income in taxes than the rich. Its
regressivity could be lessened in a number of ways. First, following the
example of most state sales taxes, certain consumption items on which
lower income individuals spend relatively more of their income, such as
food consumed at home, could be exempted from the tax. Bureau of
Labor Statistics data indicate that as incomes rise, the percentage of
income spent on home-consumed food declines. Between 1962 and 1983,
the number of states exempting food from their general sales taxes rose
from 9 to 28. Second, the regressivity of a sales tax could be reduced by
providing some sort of rebate to low-income individuals for a part of
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their sales tax payments. Either of these actions, however, would make
the tax more complex. Regressivity could also be reduced by incorpo-
rating as many services as possible into the tax base, because higher
income groups tend to spend more of their income on services than
lower income groups.

There are two sets of costs associated with administering and collecting
a sales tax. The first set 1s borne by retailers in complying with the tax
These costs are difficuit to quantify but are associated with book-
keeping and preparing tax returns. According to a study of retailers in
Ohuo in the early 1960s, the average cost to retailers of complying with
the state sales tax amounted to 3.9 percent of the retailers’ sales tax
liability ! Given the current use of sophisticated cash registers and com-
puters, 1t 1s reasonable to assume that retailer compliance costs would
be lower now.

The other costs are those incurred by the government, such as the cost
of processing returns and conducting audits. In about half the states
that use a sales tax, the state tax authorities directly reimburse retailers
for collecting the sales tax. These reimbursements represent significant
costs to these states. Nevertheless, some officials believe that rexmburse-
ments promote tax compliance because the reimbursements are not paid
unless returns are filed on time. Others who criticize reimbursements
point out that they often exceed the retailers’ compliance costs and rep-
resent a significant revenue drain on the state. They also argue that it 1s
a long-standing principle of taxation that taxpayers should not be com-
pensated for their efforts in complying with tax laws. Nonetheless, all
businesses recerve indirect compensation in the form of the use they
may make of the taxes that they collect before those taxes must be
remitted to the government.

Administrative costs to the government and businesses increase with
the number of exemptions. For example, if certain food items are
exempt, taxpayers who sell both exempt and taxable items must keep
more detailed records of sales, and each audit becomes more burden-
some for authorities.

Many states do not separate the costs they incur to administer their
sales taxes from those associated with other taxes. Among those that do

1John F Due and John L. Mikesell, Sales Taxation State and Local Structure and Admirnustration
(Johns Hoplans Unuversity Press, 1983), p 325 This work 1s the source of much of the information
on retail sales taxation that appears above
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maintain distinct accounts, the costs of administering the sales tax aver-
aged 0.73 percent of tax revenue over the period 1979 to 1981. These
costs have fallen steadily since 1959-60, when costs averaged 1 1 per-
cent of revenue.

Administrative
Considerations

Before introducing a national retail sales tax, the federal government
would have to undertake a number of pre-implementation activities,
including writing regulations, designing tax forms, recruiting personnel,
and conducting education and training. It would also need to plan pro-
grams to register vendors, process returns, determine delinquency, and
audit returns.

Pre-implementation activities. In preparation for implementing the tax,
the agency admirustering it would have three major tasks to complete.
First, it would have to write regulations relating to the tax and its
administration. Second, it would need to design new forms. These forms
would require taxpayers to include information on gross sales, total
deductions, net taxable sales, tax due, and any penalty and interest due

The third important pre-implementation activity would be in the areas
of recruitment, education, and training. The federal government would
need to establish a program to educate both businesses and individual
consumers about the requirements of the tax. This program could be
modeled after those run by many states. Most state education programs
use two main approaches to reach taxpayers. First, they send all busi-
nesses a booklet explaining the tax and its requirements. Second, they
usually make tax information available from local or district tax offices
or from local government offices. These taxpayer education or informa-
tion programs are also responsible for notifying businesses of any
changes in the tax.

In addition to taxpayer education, the administering agency would have
to determine what additional resources it required to discharge its new
responsibilities. Recruitment programs would have to be established and
training programs conducted for its own personnel.

In our conversations with IRs officials, we were told that the Service had
undertaken no study of retail sales taxation and was unable to say how
much time would be required to implement a newly enacted retail tax.
Officials agreed, however, that in view of most Americans’ familianty
with the tax at the state and local level, a new federal retail sales tax
might take effect within a year or so of enactment, little more than half
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the time that the Service estimates 1t would require to begin admins-
tering a value-added tax.

Registration. Business registration would be the first step in imple-
menting a national retail sales tax. Because 1n most states businesses are
already familiar with state sales tax registration procedures, the federal
government could again follow the examples of the states. State regis-
tration systems usually require businesses to apply for a sales license
Some states also register tax-exempt organizations, which receive
exemption certificates (instead of sales licenses) permitting them to pur-
chase and sell items tax-free.

As of 1983, six states required businesses to renew their licenses each
year. The advantage of this requirement is that it helps states to elimi-
nate inactive vendors from their registration lists. If a state 1s unable to
keep its list current, it may label as delinquent and later investigate non-
existent businesses. However, requiring annual license renewal imposes
an additional burden on both businesses and states. Partly to cover
administrative costs, several states charge a license fee at the time of
registration.

Tax collection. By comparing the due date of taxes with the date
received, a computer can determine whether a return is delinquent All
states allow taxpayers a few days between the due date and the time
when they will be declared delinquent. This period varies between 10
and 60 days (although only 12 states allow more than 1 month) In addi-
tion, in most states taxpayers may request permission to file late.

If a return is delinquent, states generally assess a penalty. The penalty
is usually a percentage of the unpaid balance. After determining that a
business is delinquent, the states may initiate a series of actions to
secure tax payment. These actions generally begin with a letter of delin-
quency notification. If the delinquency remains unresolved, the states
may file liens on a business and sell its assets to settle the tax lhability

Audit. Another responsibility of tax authorities under a retail sales tax
system 1s the examination or audit. Tax officials must devise systems to
select businesses for audit and to allow businesses to appeal audit
results. States use a variety of systems in selecting businesses for audit
and achieve varying degrees of audit efficiency and effectiveness All
states examine returns for completeness and mathematical accuracy In
addition, many conduct office audits of returns to determine whether a
field audit may be warranted. Some states audit many or all large firms
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Value-Added Tax

in their junisdictions along with others that, based on previous audits,
have established some pattern of reporting irregulanties. Because they
want to avold any suggestion that only large firms are audited, a few
states also select firms randomly.

All states provide mechamsms for reviewing the results of their audits.
While the mechanisms vary among the states, they usually include
processes to check overall audit accuracy, auditor competence, and uru-
formity of audits among auditors. The states also provide taxpayers
with administrative and legal channels through which to appeal audit
findings. In many states, taxpayer appeals, which must be filed within a
specified period of time, must exhaust all administrative remedies
before moving to the courts. Most appeals are settled through the
admunistrative process with relatively few moving into the courts.

IS officials were unable to say how much audit coverage would be
required to effectively administer a national retail sales tax. They
stressed that after the Service had gained experience administering the
tax, 1t would learn where to concentrate its audit resources for max-
imum effectiveness. As time passed, fewer resources would be required
to achieve a given level of audit efficiency.

Views of others. Few of the business organizations with which we spoke
expressed any views about a federal retail sales tax. The American
Retail Federation and National Federation of Independent Business
raised concerns over the possible burden on retailers, who would be
required to collect the tax and remit it to the federal government.

A retail sales tax is collected entirely at one point in the production and
distribution process, namely, when a good or service is finally sold to a
consumer. Instead of making collections at the point of final sale, a
value-added tax divides the collection process among the various stages
of production according to the value added to the good or service at each
stage. This type of tax was pioneered by the nations of the EECand has
since been adopted by other nations.

Although there are three principal forms of value-added taxation, which
differ in their treatment of long-lived capital goods, the consumption
form is almost universally used by nations that impose a value-added
tax and is likely to be the one that would be chosen in the United States.
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Under this form, capital equipment in effect bears no tax 2 The tax base
for a value-added tax of the consumption type that exempts exports and
includes imports and that extends through the retail stage—features
common to the value-added taxes of most nations—1s identical to the
base of a retail sales tax.

All developed countrnies that use a value-added tax collect the tax by the
so-called invoice or credit method Under this method, for every sale
within the production and distribution system, a tax 1s calculated, added
to the price of the product, and shown on the invoice that sellers 1n
these countries normally are required to furnish to purchasers.? At the
end of each tax period, a business subtracts the sum of the taxes that it
paid on 1ts purchases from the taxes that it collected on its sales. The
difference 1s 1ts net tax hability, which 1t remits to the government.

The 1nvoice method allows for a readily administrable verification of
tax liability because each business must keep accurate records of total
tax paid and charged, with supporting invoices. The trail of invoices
also allows cross-checking for accuracy should the business be selected
for audit.

An example may help to clarify how the invoice method works This
example is of a value-added tax of 20 percent applied to the production
and distribution of baseball bats. A tree farmer harvests an ash tree and
sells it to a lumber yard for $5 per unit. This represents the value added
to the ash seedling by the farmer. The farmer adds $1 of tax to his price
(20 percent of $5) and collects a total of $6 from the lumber yard. He
remits $1 of tax to the government. The lumber yard takes the $5 unt of
ash, cuts 1t into rectangular prisms, and sells them to the bat maker for
$10 (another $5 being added 1n value by cutting the wood). In addition
to the $10, the bat maker pays $2 of tax. The lumber yard remits to the
government the difference between the total amount of tax it collected
($2) from the sale of its product and the total amount of tax it paid ($1)
for raw materials. If audited, the lumber yard must be able to produce

2Under the income type of value-added tax, capital equipment 18 rutially subject to tax, but firms
may thereafter deduct from their tax base each year depreciation charges on that equipment until it
1s wnitten off The gross product type of value-added tax taxes capital goods and allows no deduction
for depreciation

3The requirement to give an invoice does not always extend to the retail stage Practices vary, but, in
general, developed countries, such as those of the EEC, do not require retailers to give mvoices to
consumers or even to display the tax separately Consumers in these countnes often do not know
how much tax is included in the price of a product
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the invoice from the tree farmer showing the $1 tax paid to support its
claim for the $1 tax credit.

The same procedures are followed by the wholesaler and retailer The
wholesaler buys the bats for $20 plus $4 of tax and sells them to the
retailer for $25 plus $5 of tax. Eventually, the consumer buys the fin-
ished baseball bats from the retailer for $36—$30 for the bats and $6
for the value-added tax.

A retail sales tax of 20 percent would generate the same tax revenue
($6), but the responsibility for collecting the tax and remitting 1t to the
government would belong to the retailer alone. Under the value-added
method, four businesses remit 1 dollar and one business, the bat maker,
remits 2 dollars of tax.

In this example, the value-added tax 1s imposed at all stages of produc-
tion and distnbution, including the retail stage. Most of the world’s
value-added taxes extend through the retail stage. But the tax can be
structured to terminate earlier in the production and distribution
chain—at the manufacturing stage, for example. In that case, all value
added up through manufacturing would be taxed, unless specifically
exempted. Value added thereafter, by wholesalers and retailers, for
example, would not be taxed.

Like a national retail sales tax, a value-added tax would be capable of
generating large amounts of revenue. Potentially, all personal consump-
tion expenditures on goods and services could be subject to the value-
added tax, giving it the same revenue generating potential as a national
retail sales tax.

A value-added tax, like a retail sales tax, is generally considered to be
regressive. Many countries have addressed this problem by incorpo-
rating exemptions and multiple rates in their value-added tax structure.
For example, lower tax rates may be applied to certain necessities (such
as food and clothing) and higher tax rates to luxury items.

Depending upon how the value-added tax is structured and what busi-
ness a firm is engaged in, the accounting requirements can be comph-
cated and increase the cost of compliance. For example, if the tax
contains multiple rates and exemptions, a business must record sepa-
rately its purchases and sales of items that are taxed at different rates
or exempted from tax.
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Nevertheless, studies have shown that the tax does not appear to
1mpose an unusual accounting burden on most firms, particularly larger
ones.* For smaller businesses, the accounting and administrative
requirements may be more irksome. An official of the National Federa-
tion of Independent Business expressed concern about these burdens to
us. Partly because of these burdens and the relatively high cost of
adminustering the tax among small businesses, most countries treat
small businesses differently, allowing them more time to remit the taxes
they collect, for example, or even permitting the smallest businesses to
opt out of the tax system entirely.

Administrative
Considerations

Much of what 1s known about admunistering a value-added tax comes
from the experience of EEC countries. Despite the differences that exist
between these countnes and the United States, their experiences pro-
vide important 1nsights into the administrative difficulties U.S. tax offi-
cials might reasonably expect. Introducing a value-added tax and
administering it effectively would require extensive preparations

Pre-implementation activities. One of the first decisions that officials
must make when adding a value-added tax to the revenue system 1s
which government agency ought to administer the tax. The basic choices
are between the agency that administers a country’s income tax, the
agency that administers the excise and customs taxes, and an entirely
new agency. Most countries have placed the responsibility in the agency
handling the income tax, for two reasons. First, the information col-
lected while administering the value-added tax can facilitate income tax
enforcement. Second, the professional skills needed to administer the
value-added tax closely resemble those needed to administer an incorme
tax.

The IRS has already developed plans to administer a consumption type
of value-added tax in the United States. IrRsofficials estimate that 20,000
additional employees would be needed, at a cost of roughly $700 mullion
annually.’ The employees would require extensive training to administer
the new tax. When the United Kingdom substituted a value-added tax

4U S Department of the Treasury, Office of Tax Analysis, Value-Added Tax European nence
and Lessons for the United States (Government Printing Office, 1980), p. 61

5U.S Department of the Treasury, Tax Reform for Fairness, Simplicity, and Economuc Growth The

Treasury Department Report to the President, vol 3, Value-Added Tax (Governument Printing Office,
1984),p 113
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for 1its wholesalers’ sales tax in 1973, it experienced an increase in per-
sonnel and costs. From 1975 to 1979, its administrative costs averaged
about 2 percent of collections. After tax rates were increased in 1979,
administrative costs were 1.25 percent of collections.®

Many of these new personnel would first be occupied with phase-in or
preparatory work. The tax authorities would have to promulgate exten-
sive rules and regulations for the new tax. If the tax contained more
than one rate, tax officials would have to classify all goods and services
to determine which rate each would be subject to. In addition, personnel
would have to be available to instruct taxpayers about the various
requirements of the tax.

Registration. Authorities would have to register taxpayers as the first
step. At that time, the taxpayer would receive a unique identification
number, either a new one or the taxpayer’s current identification
number

Tax collection. Payment and filing frequencies typically range from once
a month to once every 3 months. An EECcommission recommended that
returns be filed and taxes paid once a month, even though doing so that
often can be burdensome. Both returns and any tax due must be sub-
mitted to the tax authorities within a specified interval, ranging from a
few days to a month or more, following the end of the tax period.

In general, a longer filing and payment period is advantageous to busi-
ness, while a shorter period may be preferred by the government. Busi-
ness benefits from a longer period by having to file less frequently and
by having the use of collected but unpaid taxes for a longer time. A
shorter period reduces the variability of the government’s cash flow

Audit. Another major responsibility of the tax authorities under a value-
added tax would be the examination or audit. Auditors would venfy
reported totals of a taxpayer’s purchases and sales. To do so, it would
often be necessary to check inventories and review invoices. Auditing a
value-added tax return requires less time and fewer resources than
auditing a business income tax return, but more than auditing a retail
sales tax return, since officials must check not only reported sales totals

86U S. Department of the Treasury, Value-Added Tax. European Expenence, p 61, Richard Hemurung
and John A Kay, “The Unuted Kingdom,” in The Value-Added Tax Lessons from Europe, edited by
Henry J Aaron (Brookangs Institution, 1981), p 86
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Personal Expenditure
Tax

but also credits claimed for taxes paid on purchases of inputs The audit
would be complicated by multiple rates and exemptions

Many EEC countries supplement their audit work with “control visits” to
taxpayers One of the purposes of these visits 1s to increase the tax
authonty’s understanding of the taxpayer’s business During a control
visit, a tax officer might inquire about a firm’s supplies or inventories
and might ask to examine accounting documents. Some countries target
their control visits to businesses claimung refunds or to certain large cor-
porations. In the United Kingdom, for example, the tax authorities visit
the country’s largest corporations five or six times each year, and all
other taxpayers (depending on their size) once every 1 to 5 years ’

Views of others. The business and professional organizations that we
spoke with were well acquainted with the value-added tax. Few, how-
ever, expressed themselves in favor of one form of the tax over another
Their responses to our questions were dominated by their distaste for
any new tax. The American Bar Association, while neither favorning nor
opposing a value-added tax, repeated its recommendation that 1f Con-
gress enacted such a tax, tax habilities should be determuned by the
invoice or credit method and multiple rates of tax should be minimized
1n order to simplify administration and compliance.

Another frequently discussed consumption tax is the personal expendi-
ture tax, which, unlike a retail sales tax or value-added tax, would be
collected entirely from individuals. In many ways, a personal expendi-
ture tax resembles our current individual income tax

An important difference, however, is that a personal expenditure tax
would not tax an individual's expenditures for saving and investment
Instead, a tax would be applied to an individual’s consumption expendi-
tures (income minus saving) over a given period. For example, suppose
that during some time period a person earned $1,000, deposited $100 in
a savings account, purchased stock for $100, and spent the rest. The
difference between $1,000 and $200, or $800, measures that person’s
expenditures on the consumption of goods and services and would con-
stitute the tax base

Our individual income tax also exempts some forms of saving from tax
For example, contributions to certain pension plans are excluded from

"U'S Department of the Treasury, Value-Added Tax European Experience, p 60

Page 17 GAO/GGD-86-91 Choosing Among Consumption Taxes



Chapter 2
Broad-Based Consumption Taxes

the income tax base In general, however, most income 1s taxed whether
1t 1s saved or consumed.

Unlike a national retail sales tax or a value-added tax, a personal expen-
diture tax can be made progressive simply by applying progressive tax
rates to the base

At the present time, an expenditure tax may not be as attractive an

option as some other form of consumption tax since most of the propo-

nents of a personal expenditure tax favor it as a substitute for the indi-
vidual income tax, not as a supplement to it. That 1s, few analysts
advocate the enactment of a personal expenditure tax without also
favoring the simultaneous repeal of the individual income tax ® It 1s the
deficiencies of the income tax that have prompted much of the support
for a personal expenditure tax, and these would not be remedied by
adopting the tax unless the income tax were also repealed.

The prospect of repealing the individual income tax when enacting a
personal expenditure tax has probably contributed to the lack of enthu-
siasm among policymakers for a personal expenditure tax Officials
have been reluctant to discard a proven productive revenue instrument
in favor of a tax that has never been adopted anywhere as a mass rev-
enue raiser

Foreign experience with the tax is limited to two countries India
enacted the tax 1n 1957, repealed it i1n 1962, reenacted 1t in 1964, and
repealed 1t again in 1966. Sr1 Lanka imposed the tax between 1959 and
1963 and again from 1976 to 1977 The two countrnes’ experience was so
short, the tax base so riddled with exceptions and omissions, and the
social and economic environment within which the tax was enacted so
different from that of this country that it is unclear what lessons their
experience can teach us. It may be noted, however, that the difficulty of
administering the tax was an important consideration in the decision of
authorities in India and Sri Lanka to repeal it.

Administrative
Considerations

If the Unuted States were to enact a personal expenditure tax, it would
not have past federal, state, local, or relevant foreign experience to
guide 1t in designing or administering the tax. In India and Sr1 Lanka the
tax was restricted to a narrow stratum of wealthy individuals It was

81n order to ease the transition to a personal expenditure tax, some advocates favor retaining the
individual income tax for a time after the expenditure tax 1s introduced

Page 18 GAO/GGD-86-91 Choosing Among Consumption Taxes



Chapter 2
Broad-Based Consumption Taxes

not a mass tax that superseded an income tax and 1t raised only a small
fraction of both countries’' revenues The tax, moreover, was in force for

only a few years, too little time for authorities to gain much experience
with its administration

Most individual income tax revenues are collected by withholding taxes
from wages and salaries There appears to be no way in which a per-
sonal expenditure tax could be collected by a system of withholding
from personal expenditures—no way, that 1s, of collecting a tax from
taxpayers every time that they made a taxable expenditure With-
holding of tax from wages and salaries would probably have to continue
1n order to promote compliance and provide the government with a
steady source of revenue Since the tax base would not be wages and
salaries, however, but personal expenditures, taxpayers would have to
calculate their tax hability at the end of the year, or report enough
information to the IRS to enable 1t to do the job for them, just as they do
now under the income tax

The accurate determination of expenditure tax liability would probably
demand even more cooperation from taxpayers than the determination
of an individual’s income tax hability, because saving and dissaving
would affect the amount of tax due Unless a greatly expanded system
of information reporting were adopted, the IrRS would have to depend
primarily on taxpayers for information about saving, as well as for the
information about income that 1s currently required to calculate income
tax. An expenditure tax would require the same reporting of income by
taxpayers that the income tax does, and moreover would require tax-
payers to disclose annual totals of net saving Some observers believe
that for effective administration, it would be necessary for taxpayers to
include personal balance sheets of assets and liabilities with their
annual expenditure tax returns.

These differences between an income and expenditure tax may have
important administrative implications. For example, a significantly dif-
ferent allocation of resources within the IRsSmight be required to admin-
1ster the new tax, and possibly an overall increase 1n the volume of
resources devoted to administration

IRS officials told us that the Service has made no study of how to admin-
ister a personal expenditure tax One official expressed the opinion that
if such a tax replaced the personal income tax, the IrRS would continue to
perform most of the functions that 1t now performs to administer the
income tax, and that few new duties would be required of 1t
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Views of others. Most of the organizations with which we spoke were
unfamliar with, and therefore had no views concerning, the personal
expenditure tax concept The American Institute of Certified Public
Accountants has cautioned, however, that elaborate transition rules
might be required 1f a personal expenditure tax ever replaced the indi-
vidual income tax.
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Consumption Taxes—Questions and Answers

What Effect Would a
Retail Sales Tax or
Value-Added Tax Have
on Inflation?

Because consumption taxes are not a familiar or well understood subject
1n this country, many questions have been raised about their use and
effect on the economy. This chapter addresses some of the more fre-
quently asked questions.

Because a value-added or retail sales tax would be an add-on to nearly
all prices, it mught be expected to cause an immediate increase in prices
at least equal to the tax. In turn, because wages are often indexed to the
cost of living, which includes sales taxes, an increase in prices could lead
to an increase 1n wages, perhaps intiating another round of inflation.
However, economists disagree about whether a value-added or retail
sales tax would in fact be inflationary.

Whether either would be inflationary depends on the interaction of var-
ious economic factors, including both fiscal and monetary policy. On the
fiscal side, which tax, if any, the consumption tax replaced would be an
important factor. If either tax were substituted for the corporate income
tax, and if the corporate income tax 1s reflected in product prices, the
risk of causing a general rise in prices would be lessened. If either
replaced part of the personal income tax, some inflation might result,
since it is less likely that reductions 1n the personal income tax would be
reflected in lower prices. If either tax were simply added to the tax
system without compensating reductions in the taxation of income or
increases in the level of government spending, the government’s fiscal
policy would be less stimulative and inflationary pressures could be
reduced. On the monetary side, Federal Reserve officials could reduce
(or accelerate) the rate of growth of the money supply, causing a reduc-
tion (or an increase) in inflationary pressures. Thus, unless we know the
circumstances in which a value-added or national retail sales tax 1s
introduced, it is unclear how the tax might affect prices.

Other countries that have instituted value-added taxes have had mixed
results with inflation. One economist analyzed how price levels were
affected by the introduction of a value-added tax in 31 countries He
identified four general patterns of price effects: (1) the shift case, in
which the introduction of the tax caused a single upward shift in the
level of prices but did not affect the rate of increase in prices, (2) the
acceleration case, in which the introduction of the tax caused an acceler-
ation in the rate of increase of prices, (3) the acceleration and shift case,
in which the level of prices shifted upward and the rate of increase
accelerated, and (4) the no effect case, iIn which the introduction of the
value-added tax had no apparent effect on prices. In the 31 countries

Page 22 GAO/GGD-86-91 Choosing Among Consumption Taxes



Chapter 3
Consumption Taxes—Questions and Answers

What Effect Would a
Consumption Tax Have
on Exports, Imports,
and the Balance of
Trade?

studied, the introduction of the value-added tax caused an upward shift
In prices 1n five, caused an acceleration in the rate of change of prices in
three, and caused the pnice level to be raised and the rate of price
change to accelerate 1n one. In 21 countries, the introduction of the tax
had little or no effect on prices. In one country the effect could not be
determined.!

Since the 1970s, Americans have been disturbed by the deteriorating
U.S. position in foreign trade. Concern has intensified as trade deficits
have reached record levels in the 1980s. Until recently, U.S. trade prob-
lems were aggravated by an overvalued dollar, which was chiefly attrib-
utable to the sizable federal deficits of the past several years. These
deficits caused U.S. interest rates to rise, attracting foreign funds to this
country and increasing the demand for dollars. The strong dollar stimu-
lated U.S. spending on imports and dampened foreign demand for Amer-
ican goods and services. Although a boon to U.S. consumers of imported
goods, the strength of the dollar hampered efforts by domestic pro-
ducers to sell U.S. goods in both domestic and foreign markets. The
weakening of the dollar that began in 1985 should lead to a gradual
improvement in the Nation's trade balance. Nevertheless, interest per-
sists 1n other methods of promoting further improvement. Any change
in the U.S. tax system that promises to enhance U.S. business competi-
tiveness overseas is likely to command a great deal of attention.

Some supporters of a value-added tax or national retail sales tax believe
that, partly because of the U.S. tax system, industry in this country suf-
fers in competition with industry in countries that levy a value-added
tax. Under the terms of the General Agreement on Tariffs and Trade, a
country may refund indirect taxes paid on goods being exported and
impose the same taxes on imports. Thus, this agreement allows coun-
tries to refund value-added taxes paid on exports, but not personal or
corporate income taxes (to the extent that those taxes are included in
the sales price of exports). Some proponents also believe that the United
States should implement a value-added tax to help harmonize 1ts tax
structure with those of several of this country’'s major trading partners.
In summary, they maintain that U.S. competitiveness overseas would be
improved if a value-added or national retail sales tax replaced part or
all of either the personal or corporate income tax.

! Alan Tait, “Is the Introduction of a Value-Added Tax Inflationary”” Finance & Development, vol 18
(June 1981), pp 38-39
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What Is the
Significance of the Fact
That a Consumption
Tax Does Not Tax
Saving?

Other economists and trade and tax experts doubt whether a U S value-
added or national retail sales tax would enhance the competitiveness of
American industries in the international marketplace They believe that
this country’s balance of trade deficit 1s a macroeconomic problem that
1s best addressed with macroeconomic cures. They argue that any
improvement 1n the Nation’s balance of payments induced by substi-
tuting a value-added or national retail sales tax for another tax, such as
the corporate income tax, would be nullified by adjustments in exchange
rates and internal rates of inflation. Accordingly, they caution against
enacting a value-added or national retail sales tax in the expectation
that by doing so the Nation’s balance of trade will be improved.

Another reason for considering consumption taxes if additional revenue
is needed is the argument of some economists that income taxes penalize
saving insofar as they tax the return on saving. Because saving and
investment decisions may be sensitive to after-tax rates of return,
income taxation may produce several unwanted effects. Taxing the
return on saving takes income away from those with higher propensities
to save and invest, reducing the pool of funds available for investment
And because the after-tax return on saving is lowered, incentives to
save and invest may fall. Thus, in the opinion of these observers, saving
is made more costly and capital formation and growth are depressed

Consumption tax advocates claim that a consumption tax would stimu-
late economic growth. They state that by lowering the tax burden on
saving, a consumption tax would encourage more saving and add to
funds available for investment. Also, they maintain that depending on
the type of consumption tax selected, its treatment of capital expendi-
tures, and what current tax, if any, it replaced, investment might be
made more attractive.

Other analysts disagree. They argue that if the after-tax return on
saving 1s raised, some persons—‘‘target savers’—may respond by
reducing their saving, not increasing 1t. If some persons are induced to
save less while others save more, it is unclear whether on balance total
saving will increase, decrease, or remain unchanged. Furthermore, some
analysts argue that if we are concerned that the Nation’s rate of saving
1S too low, there exist other, more effective methods of raising the rate
than using tax incentives. For example, reducing the federal deficit
through a combination of lower government spending and heavier taxa-
tion would be a more direct method of raising the U.S. saving rate
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Chapter 3
Consumption Taxes—Questions and Answers

Much of the support for a federal tax on consumption 1s prompted by
disapproval of several features of income taxation. Some analysts who
disapprove of these features are hikely to feel that the larger the role of
consumption taxes in the Nation’s tax structure and the smaller the role
of Income taxes, the better the tax system will be Many of them main-
tain that there is no reason why a broad-based consumption tax cannot
completely replace an income tax. If the base of the tax 1s sufficiently
broad, a tax on consumption 1s capable by 1tself of raising all the rev-
enue that the personal and corporate income taxes now raise, plus any
additional sums that are desired to reduce the federal deficit.

Most analysts, however, believe that an income tax and broad-based
consumption tax are complementary and that the presence of both
strengthens a tax system. In practice, although some countries rely
much more heavily on income taxes for the bulk of their revenues than
on consumption taxes, while others display the opposite preference,
most use both consumption and income taxes to raise the required
public revenues. The evidence of actual practice indicates that income
and consumption taxes not only can be complementary but in fact are
found together in the tax systems of nearly all developed countries In
developing countnes one or the other tax may be missing, usually for
administrative reasons; that is, the inability of the tax service to admin-
1ster the tax, not because one tax 1s incompatible with the other.

Familiarity 1s certainly an important advantage of a retail sales tax. A
value-added tax, by contrast, 1s unfamiliar to most Americans and 1ts
introduction would need to be preceded by an extensive publicity cam-
paign. The Treasury Department would be responsible for preparing
instructional materials to explain such features of the tax as credits,
exemptions, refunds, etc. Still, as a transactions-based tax, a value-
added tax at least resembles a retail sales tax and presumably could be
instituted in this country, as elsewhere, without creating intolerable
confusion.

A personal expenditure tax, however, is different from any tax that has
ever been used in this country. Its unfamiliarity puts it at a disadvan-
tage in competition with other consumption taxes for the attention of
policymakers. A great deal of explanation to legislators, administrators,
and the public would be required before the tax could be implemented.

If criteria other than familiarity are considered, the choice between a
value-added tax and a retail sales tax 1s far from clear-cut. A value-
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added tax that extends through the retail stage suffers the disadvantage
that more taxpayers must be included in the system and must file
returns than under a retail sales tax. It 1s primarily retailers who file
retail sales tax returns, which makes the tax administrator’s job easier.?
On the other hand, most of the responsibility for collecting a retail sales
tax falls upon retailers rather than being shared by all businesses, as it
is under a value-added tax. IRs officials told us that because many retail
operations are small and unsophisticated, retailers as a class may be
somewhat less capable of assuming the responsibility for collecting and
remitting sales tax revenues than other businesses, and so a value-added
tax distributes the tax-collecting burden 1n a superior way. Not only is
the burden upon retailers onerous, but tax administrators also have
more difficulty enforcing tax compliance among small businesses than
larger ones—and many retailers are small. And if a retail business oper-
ates outside the tax system, either by evading the tax or by reason of an
exemption, the revenue loss to the authorities 1s much greater under a
retail sales tax than under a value-added tax.

A major disadvantage of a retail sales tax—one that is said to have
prompted at least one foreign country to replace it with a value-added
tax—is the difficulty of avoiding placing a tax on some goods that are
used to produce other goods. In principle, a retail sales tax should be
restricted to goods and services that are purchased for final consump-
tion. If producers’ goods are also taxed, the tax will be incorporated 1n
the cost of the goods that they are used to produce. Some goods will
incorporate more tax than others and will be disadvantaged in compet:-
tion for the consumer’s dollar. Imported goods, whose inputs were not
taxed, would enjoy a competitive advantage over domestic goods. Sales
of exports would be hampered.

Procedures exist for alleviating this problem, but only at the cost of
increasing the administrative burden on retailers and enlarging opportu-
nities to evade the tax. The problem is solved under a value-added tax
by allowing businesses to credit any tax that they pay on their inputs
against the taxes they remit to authonties on their sales. In this way no
product bears more than a single tax.

The difficulty of distinguishing business purchases of services from per-
sonal purchases is one reason why many retail sales taxes in the United

2Some businesses that are not engaged 1n retailing may still be obliged to collect a retal sales tax and
file returns, e g , manufacturers that occasionally sell products to their employees, or businesses that
operate a cafetena for their employees
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What Narrowly Based
Consumption Taxes
Are Being Used or
Considered?

States exclude services from their base. Since there 1s no reason to
observe this distinction under a value-added tax, many countries that
use a value-added tax include as many services as possible in the tax
base The base of the tax may therefore be broader than that of a retail
sales tax, allowing the same amount of revenue to be raised with lower
rates.

There are additional differences between a retail sales tax and a value-
added tax that must be considered. As this discussion indicates, not all
of the advantages lie with one tax or the other. It may be significant,
however, that all countries but one that have recently adopted a new
broad-based consumption tax have preferred a value-added tax to a
retail sales tax

The three taxes described here are generally considered to be the most
attractive broad-based consumption taxes. Several more narrowly based
taxes, however, have been favored by some advocates as alternatives to
broad-based taxes for the purpose of reducing the federal deficit The
federal government now levies numerous excise taxes on a wide assort-
ment of products and services. Only a few of the taxes, principally those
on alcoholic beverages, cigarettes, and motor fuels, raise much revenue.’
With the exception of the taxes on motor fuels, none has a base that 1s
large enough to produce the sizable revenues that would be required to
materially reduce the federal deficit. Accordingly, if considerably more
revenue is wanted from excises, new taxes must be devised.

No other object of excise taxation appears capable of producing as much
revenue as energy. The federal government has taxed some energy
sources for many years, but the scope of these taxes would be much
broadened in some recent proposals.

Among the options most often discussed are tariffs on imported crude
petroleum and petroleum products, taxes on both domestic and imported
petroleum, additional excise taxes on motor fuels, and a broad-based tax
on all uses of nonrenewable energy.

In recent years, about 30 percent of all crude petroleum and petroleum
products consumed in the United States has come from foreign sources

3The crude oil windfall profit tax, which 1s called an excise tax in the Internal Revenue Code, but is
really a form of profits tax, 1.e., an income tax, raised more revenue each year from its inception in
1980 to 1983 than any of the true excise taxes cited above Since fiscal year 1984 1ts yield has been
surpassed by the taxes on motor fuels.
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Although that figure 1s lower than it has been in the past, this country 1s
still highly dependent on foreign supplies. Some analysts believe that
U.S. consumers should pay a premium for oil that is vulnerable to
supply disruptions. A tariff on imported oil and petroleum products
could raise significant amounts of revenue. The tariff could be struc-
tured either as a fixed fee per barrel (a specific duty) or as a percentage
of the value of the oil (an ad valorem duty). It could also be the same for
both crude oil and petroleum products, or the fees could vary to provide
tariff protection for either domestic producers or refiners. Some have
suggested that because of the security risks involved with possible
import interruptions, the tariff rate per barrel should be set at a level
equal to the cost of maintaining a barrel of oil in reserve.

The Congressional Budget Office (CBO) estimates that a fee of $5 per
barrel of imported crude oil and petroleum products would raise more
than $7 billion per year.t Analysts in the General Accounting Office
recently put the figure even higher, at $10.6 billion per year.®

An alternative to the tariff on foreign oil and petroleum products is a
tax on both oil imported into the country and oil produced domestically.
This tax could be either a specific tax or an ad valorem tax. Exports
could be exempted. Such a tax could provide more revenue than a tax on
foreign oil while serving many of the same policy objectives.

This tax would raise considerably more revenue for each dollar of tax
per barrel than the oil import fee because the tax base would be much
broader. The cBO estimates that a $5 per barrel tax on all oil—domestic
and foreign—would raise about $22 billion annually, or about $15 bil-
lion more each year than a tax on foreign oil alone. Thus, if the goal was
to meet a specific revenue target, a tax on all oil could be imposed at a
much lower rate than a tax on imported oil alone.

By raising the price of oil, the tax would reduce consumption and
encourage the development of alternative energy sources. But because a
tax on all oil would fail to distinguish between domestic and foreign oil,
it would be less effective at depressing demand for imported oil.

4U 8. Congressional Budget Office, Reducing the Defiait Spending and Revenue Options, A Report to
the Senate and House Commuttees on the Budget—Part II (Government Printing Office, 1986), pp
232, 234 All CBO estimates reported here come from pp 232-36 of this document

5U.S. General Accounting Office, Petroleum Products Effects of Importson US Oil Refinenes and
U.S_Energy Secunity, GAQ/RCED-86-86 (General Accounting Office, 1986), p 56 The CBO estimate
differs from the GAO’s chuefly because 1t includes an allowance for the reduction in other tax reve-
nues that would follow from the payment of an oil tanff by importers

Page 28 GAO/GGD-86-91 Choosing Among Consumption Taxes



Chapter 3
Consumption Taxes-——Questions and Answers

Other taxes that might be exploited for additional revenue are the pre-
sent federal excise taxes on gasoline and diesel fuel. Some energy ana-
lysts suggest that their rates, currently 9 cents per gallon on gasoline
and 15 cents per gallon on diesel fuel, could be raised appreciably
without causing harm to the economy. They point out that the current
federal tax on gasoline is lower than 1t was in 1959 when expressed as a
fraction of the net-of-tax price. The CBO has estimated that every cent
per gallon of additional motor fuel tax would raise approximately $900
mullion annually.

Instead of limiting a tax to o1l or motor fuels, the government could
impose a broad-based tax on all energy uses. Under such a scheme, all
personal and business expenditures for oil, gas, and fuels would be sub-
Ject to the tax. One way to accomplish this would be to levy a severance
tax on domestic crude oil production accompanied by a tariff on
imported crude and refined oil and petroleum products. A similar set of
taxes and tanffs could apply to natural gas.

Attractive features of this tax are its capacity to raise large amounts of
revenue, 1ts potential for encouraging conservation, and its economic
neutrality. Because the base of the tax would be so broad, it could raise
a great deal of revenue. The CBO estimates that a 5 percent tax on the
value of all energy consumed would raise over $15 billion each year
Such a broad national energy tax would also promote the conservation
of energy resources by discouraging general energy consumption. Above
all, it would be the least distorting and discriminatory of the four energy
taxes that have been discussed here Since it would bear equally upon all
energy uses, it would be neutral among alternative energy sources and
products. It would also avoid discriminating against particular con-
sumers or regions of the country, whose preferences for various fuels
differ. Applying a broad-based ad valorem tax to all energy consumed
would reduce varnations in the tax burden.

On the other hand, the tax could become an administrative and regula-
tory quagmire. Depending on the structure of the tax and the stage at
which it would be collected, the administration of this tax could be quite
complex. The point of taxation would be important, because much value
is added by refining, processing, transporting, and marketing. If some
intermediate level (such as the wholesale or distributorship level) were
selected as the point of collection, the tax would fail to capture the value
added by retailers. But if the retail level were selected, the number of
collection points would drastically increase. Little has been written
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about administering such a broad-based tax and no administrative
mechanisms have been offered.
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Bills Introduced, 99th Congress, Incorporating
Consumption Tax Principles

Several bills have been introduced in Congress that, to varying degrees,

incorporate consumption tax principles. The following 1s a list of these

bills that had been introduced by March 20, 1986, in the 99th Congress
+ Bills in the nature of a personal expenditure tax.

“The Flat Rate Tax Act,” introduced by Senators Dennis DeConcini and
Steven Symms.

“The Cash Flow Income Tax Act of 1985,” introduced by Representative
Cecil Heftel

“The Broad-Based Enhancement Savings Act of 1985,” introduced by
Senator William Roth, Jr., and Representative W, Henson Moore.

« Bills in the nature of a value-added tax.

“The Business Transfer Tax Act of 1985, introduced by Senator Wil-
ham Roth, Jr

“The Superfund Revenue Act of 1985, Title II of S.51 as reported by
the Senate Committee on Finance (S. Rep. No. 99-73, May 23, 1985)
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