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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

8 TOWARD FUNDAMENTAL TAX REFORM



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.
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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
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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.

A TAX SYSTEM FOR THE TWENTY-FIRST CENTURY  21



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
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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
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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. 
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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

TAX REFORM OPTIONS IN THE REAL WORLD  37



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

A FAIR AND BALANCED TAX SYSTEM  59

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
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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

64 TOWARD FUNDAMENTAL TAX REFORM

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,
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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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