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Executive Summary

The U.S. federal tax code has undergone major @sasigce the last important attempt at tax
simplification in 1986. In subsequent years, Cesgrenacted legislation to raise and then lower
income tax rates, reduce the tax rates on camtab@nd dividends, increase deductions for IRA
contributions, create Roth Individual Retirementcégnts and Medical Savings Accounts,
increase the Earned Income Tax Credit for the vgrkpoor, and make other changes. The
result is over 60,000 pages of tax code, rules,ralgs that can confuse even the most adept
tax professionals.

With federal tax reform on the table anew, sevayalups and legislators have proposed
alternative plans. The FairTax plan is one sudp@sal. It essentially aims to replace most
current federal taxes with a national retail saes In 2007, Representative John Linder filed
legislation in the form of H.R. 25: The Fair TaxtAaf 2007* Senator Saxby Chambliss is
expected to introduce companion legislation inSkeeate, as he did in the previous Congress. A
numberzof other plans, including publisher StevebEs's “flat tax” proposal, have also come
forward:

As they consider the various tax reform proposafede them, policy makers should determine

what they are going to tax (the tax base) and by imach they are going to tax it (the tax rate).

The Beacon Hill Institute at Suffolk University (BiHhas undertaken such an endeavor. In this
paper, BHI

* provides an estimate of the revenue-neutral taeesrahd the size of the tax bases for the
FairTax, the Hall-Rabushka flat tax, a businessdfier tax (BTT) and the current federal
tax system — these estimates are “static” estinaatdslo not take into account economic
growth effects of the proposals;

» compares the size of each base, explaining angrdiites between bases, along with the
magnitude of those differences and the reasornfiéon;

» determines applicable tax rates, both on a taxaska@ and tax-inclusive basis; and

» calculates average and marginal tax rates by in@meonsumption class.

The three tax systems under consideration for capdethe current tax law target consumption as
the base for taxation; therefore, in principlejith@ses and corresponding tax rates should be the
same. However, due to differences in the detdileach proposal, the bases and tax rates
ultimately divergeTable 1 displays the tax base and rates of thewcutax law and each of the
alternative tax systems. The following summarizeroain findings:

* The FairTax rate is 23.82 percent on a tax-inckidasis and 31.27 percent on a tax-
exclusive basis. This is only 0.82 percent higien the 23 percent tax-inclusive rate
called for in H.R. 25.

 To implement a FairTax rate of 23 percent, non-&o8ecurity expenditures in 2007
would have to be reduced by $76 billion or by 2pé8cent, representing the difference
between the spending that would be necessary with@ercent rate and the revenue that

1 In the 108 Congress the bills were H.R. 25 and S. 25. Int@ Congress the Fair Tax Act is H.R. 25 in the 1
House but as of February 1 was not yet reintrodiucéioe Senate.
2 Forbes (2005).
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would actually be raised. The $76 billion reductim non-Social Security spending
would keep this portion of federal expenditure la¢ 2006 level in nominal terms,
representing a 0.5 percent spending reduction leetwalendar years 2006 and 2007.

The FairTax does not necessarily impose a burdestate and local government. Rather,
it transfers some purchasing power from state awdllgovernment to individual
consumers. State and local government would hlageoption, under the FairTax, to
permit the transfer to take place or to maintaweneie neutrality by raising tax rates or
otherwise changing tax laws. A partial solutionudbbe to take the simple step of
imposing state and local sales taxes on the Faii@xsive price of consumer goods.
Another option would be to adopt legislation conforg the state sales tax base to the
FairTax base and levy a revenue-neutral rate.

On a net basis, the FairTax has the largest tag; lzs$9.355 trillion it is $256 billion
higher than the BTT base ($9.099 trillion), $1.88Rion larger than the flat tax base
($7.533 trillion), and $2.322 trillion more tharetburrent system ($7.033 trillion).

The FairTax base is the largest of the four becauséiminates the exemptions and
deductions characteristic of the current tax laMoreover, the FairTax exempts only a
portion of state and local sales taxes, while taetéx and BTT allow for the deduction

of excise taxes and import duties. The currentaaxand the flat tax bases are relatively
small because they provide for large personal exenmgp and do not tax imports (or

exempt exports). In other words, the FairTax amel BTT are destination principle

consumption taxes and the flat tax and the cursgstem are origin principle taxes.

Since the U.S. is running a very large current antaleficit, this difference is quite

significant.

The larger tax base under the FairTax and BTT kaémsnto the lowest tax-inclusive
rates (23.82 percent and 24.49 percent, respegtiwblile the current tax law and flat tax
have the highest inclusive rates at 32.55 perceat28.68 percent, respectively. These
rates are calculated assuming that all plans repthe same taxes as the FairTax,
including the federal payroll tax.

A distributional analysis indicates that the Fai;THat tax, and BTT — all consumption
taxes — are progressive when measured against dipgenor lifetime income and
regressive when measured against current incontee clirrent tax law is progressive
when measured against current income but muctpleggessive when measured against
current expenditure or lifetime income.

H.R. 25 calls for the replacement of the currentspeal and corporate income taxes, payroll
taxes, and the estate and gift taxes in a reveaugal manner. We define revenue neutrality as
keeping the level of government spending constarreal, or price-adjusted, terms. In other

words, the real size of the federal governmentosaetative to the rest of the economy would

remain constant.

Table 1. A Comparison of the 2007 Tax Rates and Bas

Current
Tax System Law FairTax  Flat Tax BTT
Net Tax Base ($ billions) 7,033 9,355 7,533 9,099
Tax-Exclusive Rate (%) 48.25 31.27 42,21  32.43
Tax-Inclusive Rate (%) 32.55 23.82 29.68 24.49

A Comparison of the FairTax Base and Rate with Oetional Tax Reforr



To mitigate the burden of taxation on lower-incommwups, H.R. 25 proposes a family
consumption allowance based on the federal povevgl guidelines. The bill provides for a
monthly prebateto all qualified households. This may be thounfreis a rebate, paid in advance
to every household, of the amount of FairTax th@xpayer spending at the poverty level would
normally be expected to have paid. Alternativélynay be considered as a transfer payment by
the federal government to households. We assusmethle prebate is funded through new
revenue to be raised by the FairTax, keeping ofimitlen of revenue neutral intact.

H.R. 25 also calls for indexing Social Security &f#s to increases in the Consumer Price Index
(CPI), a clause aimed at assuaging beneficiaregg’sfthat any increase in consumer prices that
might result from implementing the FairTax wouldrththeir purchasing power. Some Social
Security benefits are currently taxed under theef@ldincome tax, though most are not. We
reduce the taxable Social Security benefits byctireent income taxes paid and then allow for
them to be adjusted by any change to the CPI. {fféggment of taxable Social Security benefits
is consistent with our assumption that the Fairf@e must maintain the real level of federal
government spending.

The calculations of all the tax bases and ratdékigpaper are based on a static analysis and do
not take into consideration the likely dynamic efseon the economy that would result from
adopting any of the three tax reform proposalsaoet in this paper. The dynamic shock that
would arise from the removal of the tax wedge omkivay and saving would boost income and
consumption and ultimately enlarge the tax base.

Critics of the FairTax argue that it would be vubdgle to tax evasioh.This paper does not
directly address this issue. We observe, howetbet the FairTax rate calculated here is
substantially below that calculated by certain Far critics. The rate calculated here dispels the
worry that the FairTax rate would have to be fghler than the rate provided for in H.R. 25 and,
to that extent, invite evasion. The FairTax lowearginal tax rates. Lower marginal tax rates
reduce the marginal benefit to evasion. In addjtitthe FairTax radically simplifies the tax
system and, therefore, audits would be simpler, mode audits could be conducted with the
same audit resources. Therefore, the likelihooevaiders being apprehended will increase. We
further observe that the tax base calculated tebased on National Income Product Account
(NIPA) data provided by the U.S. Bureau of Econofalysis, which undercount consumption
expenditures due to evasion under the currentystes that would be taxed under a vigorously
enforced FairTax. For these reasons, tax evasitkely to decline under the FairTax.

The BHI calculation of the rate and base for tla fhx follows that outlined in the 1995 book
authored by Hall and Rabushka.

BHI's calculation of the BTT follows the outline & 1921 filed by Senator Jim DeMhtThe

bill calls for the combination of a national satag and a business transfer tax. We assume that
only the BTT portion of the bill is implemented amldat the tax also applies to the total
compensation of government employees at all lesfeg@vernment.

3 Gale (2005) p. 889-91

* Hall and Rabushka (1995). In the T0Gongress H.R. 1040, S. 812, and S. 1099 are adiores of a Hall-
Rabushka flat tax. 3
® The DeMint BTT is similar to the BTT in the USA F;a version of which was introduced in previousgresses
by Sens. Sam Nunn and Pete Domenici and in thedHofuRepresentatives by Rep. Phil English.
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[. Introduction

History provides two overarching, competing prifegp of tax policy. According to one
principle, taxes should be imposed on the taxpayiecome or wealth. According to the other,
taxes should be imposed on the taxpayer's consomptit is on this question — whether the
taxpayers should pay according to their ability&y, which is to say, according to their ability
to consume, or whether they should pay according/tiat they actually consume — that the
debate over tax policy has been centered for hdsdreyears.

The argument for taxing what a taxpayer actuallgscones dates back at least to 1651, when
Thomas Hobbes argued that “equality” in impositidriaxes requires “equality of that which is
consumed, rather than in the riches of the perfimmisconsume the same.” Explaining why a
consumption tax is thus superior to an income ohbes went on to ask:

For what reason is there, that he which labouretithnand sparing the fruits of his labour,
consumeth little, should be more charged, tharhheliving idly, getteth little and spendeth all
he gets; seeing the one hath no more protection the commonwealth, than the other? But
when the impositions, are laid upon those thingilwvimen consume, every man payeth equally
for what he useth; nor is the commonwealth defrdumethe luxurious waste of private men.

Writing 125 years later, Adam Smith reasoned défifilly:

The subjects of every state ought to contributeatol& the support of the government, as nearly
as possible, in proportion to their respectiveitidd; that is, in proportion to the revenue which
they respectively enjoy under the protection of ¢iete. The expence of government to the
individuals of a great nation, is like the expemdenanagement to the joint tenants of a great
estate who are all obliged to contribute in praporto their respective interests in the estate. |
the obs7ervation or neglect of this maxim consigtsat is called the equality or inequality of
taxation:

For Hobbes it was a matter of principle that taxesmposed on consumption, rather than on the
fruits of a person’s labor. For Smith, taxes imggb®n “consumable commodities” were an
expedient to which the state resorted when taxamording to “the revenue of its subjects”
was impractical. The justification for this expewli lay only in the presupposition that “in most
cases” peoples’ “expences” will “be nearly in projmn to their revenue ®

In modern times, prominent contenders include Nehdaldor, who argued for the taxation of
consumption, and Henry Simons, who argued fordRation of income, defined as consumption
plus an “accretion” to wealth.Blueprints for Basic Tax Reformublished by the U.S. Treasury
in 1977, identified the choice as lying betweentthation of consumption on the one hand and
the “comprehensive” taxation of income on the affler

The longevity of this debate stems from differerdws of what is meant by “equality” of
taxation. To understand the argument made by ades®f the consumption tax, let us consider
a simple example.

® Hobbes (1962) pp. 254-55.

" Smith (1937) p. 777.

8 Ibid. p. 821.

° See Kaldor (1955) and Simons (1938). 4
1% see archived copy &lueprints for Basic Tax Reforfrom U.S. Treasury posted at
http://www.treasury.gov/offices/tax-policy/librablieprints
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Suppose that there are no taxes and that the retusaving is 5 percent. This means that the
reward for saving $1.00 today is $1.05 next yefaa Worker makes $10.00 per hour, then the
worker faces two choices. The first choice is Wwketo sacrifice an hour of leisure in exchange
for sufficient income to purchase either $10.00goods now or $10.50 in goods next year.
Given that he chooses income over leisure, thensechoice is whether to consume the $10.00
now or save the $10.00 and enjoy $10.50 in consompext year.

Suppose that $10.00 buys one unit of some good psza. The reward for sacrificing an hour
of leisure is sufficient purchasing power to bupitza now or 1.05 pizza next year. Having
chosen work over leisure, the reward for sacrificlnpizza now is 1.05 pizza next year.

Now suppose that the government introduces a 2%epetax on consumption, specifically a 25

percent sales tax. Assume further that the tagesathe price of pizza to rise by 25 percent. The
tax would affect the worker’s first choice but nos second. In regard to his income/leisure
choice, income is now less attractive. The saeifi€ an hour of leisure provides a reward of

only .80 (= $10.00/$12.50) pizza now or .84 (= $001.05)/$12.50) pizza next year.

The tax does not affect the second choice, howeMaring worked an hour, the worker can, as
before, spend either $10.00 now and get .80 pizzayosaving the $10.00, spend $10.50 next
year and get .84 pizza. The reward for sacrifi@ng pizza now is still 1.05 (= .84/.80) pizza
next year.

But suppose that, instead of a consumption taxgdvernment imposes a 20 percent income tax.
As with the consumption tax, the reward for worleoieisure declines. The income tax leaves
the worker with only $8.00 in take-home pay for dwir's work. Assuming that the price of
goods (a pizza) remains at $10.00, the worker eaohase only .80 pizza by sacrificing an
hour’s leisure.

Here, however, the reward for saving also declindsthe worker does not save, he gets .80
pizza now, just as with the consumption tax. Butmose he does save; that he puts his $8.00 in
take-home pay into saving, on which he receive8 $4.05($8.00)) in interest income. The tax
on this investment income next year would be $l@8&ying him with $8.32 (= $8.00 + $.40 -
$.08) to spend on pizza, which at $10.00 per pipeanits him to buy .832 pizza. The reward
for sacrificing 1 pizza now is 1.04 (= .832/.80z7a, rather than 1.05 pizza next year. Whereas
the consumption tax does not reduce the rewargdang, the income tax does.

To understand the inequality to which this stateffdirs gives rise, consider two workers, one
who decides to save the take-home pay for an hawtk and another who does not. Under the
consumption tax, savers and spenders are treatelyeq If parsimonious Pauline saves the
“fruits” of an hour’s work, i.e., $10.00, she g&50.50 next year, which, as shown, permits her
to purchase .84 pizza, which has a present valuBof= .84/1.05) pizz&. If profligate Paul
spends the same $10.00 now, he likewise enjoysuagption whose present value is .80.

Under the income tax, however, savers are treatedjually. Pauline’s decision to save the
fruits of an hour’'s work yields $8.32 next yearrméting her to buy, as shown, .832 pizza, the

M To understand how .80 pizza is the value today (ftlesent value) of .84 pizza a year from now, esejthat
Pauline wants the cash value today of .84 pizzagiwshe would produce next year. She decidesktodat a loan
for $10.00 today, which, repaid at 5 percent, rexpuher to provide the lender with $10.50 (= 1.(0%18.00) next
year. The loan permits her to buy .80 (= $10.0D/%Q) pizza today. She produces .84 pizza nextama sells that
pizza for $10.50 (= .84 x $12.50) to pay the lenddro can now purchase .84 pizza.
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present value of which is .792 (= .832/1.05) piz&aul, who spends now, gets .80 pizza now.
Pauline, who saves now, gets .832 pizza later,hw@82 now.

Consumption taxes and income taxes, therefore, rcteveasure and penalize work equally.

Unlike income taxes, however, consumption taxesndbreward consumption and penalize
saving. It seems clear, therefore, that a condompax would be superior to an income tax,
provided that the consumption tax was crafted iohsa fashion as to allay concerns about
“ability to pay” or, in the parlance below, concembout “vertical equity.”

It is on the question of whether a consumption ¢ar be so crafted that the debate over
consumption tax versus income tax must, for thetmpest, turn. There can be no principled
debate over the question of whether discriminagigainst savers [@er sean unattractive feature
of the income tax. By any standard, this discraetion is not only inequitable but also has
negative effects on economic activity. By penaligsaving, the income tax shrinks investment
and h%nce production, productivity, and future vioeling, matters that we take up in a separate
report:

There are, to be sure, other questions to be asllteswill a consumption tax be vulnerable to
evasion? Is there one form of a consumption tax will be less vulnerable to evasion than
another? Are there transitional issues to be addrk in shifting from an income tax to a
consumption tax? Will people who have accumulaadngs over their lifetime, paying an
income tax along the way, now have to pay an uogatied penalty in the form of a new sales
tax?

We leave these and other issues to be addresssdhele. Here we focus on a single issue, the
calculation of the applicable U.S. sales tax ratg tvould replace most existing U.S. taxes. In
setting the stage for this analysis, we would ligeaddress two concerns that have arisen in
connection with the rate at which a national sateswould have to be imposed. The first

concern is related to whether the substitution shkes tax for an income tax would impose a
higher burden on taxpayers. The second conceefated to whether a sales tax would impose a
higher burden on taxpayers than some other foroo$umption tax.

With regard to the first concern, let us revisiuPand Pauline. Both receive income of $10.00
per hour. That income, by necessity, is dispodeth three ways: Consumption, taxes, and
saving. A 20 percent income tax yields $2.00 irevenue, of which the worker may consume
or save the remaining $8.00. A sales tax of 25quéryields the same revenue, in real dollars,
assuming that the worker chooses to allocate thieee$10.00 to consumption: The sales tax
yields $2.50 in revenue, which, given the 25 pergeice increase, is worth $2.00 in real terms.
If either worker allocates all untaxed income tmsamption, it is immaterial whether the
government imposes an income tax of 20 percentsafes tax of 25 percent.

Indeed, the two taxes are equivalent. That theynaay be seen by recognizing that the income
tax rate, thus reported, is being expressed oraxificlusive” basis, while the sales tax is
expressed on a “tax-exclusive” basis. The taxusigk calculation expresses the tax as a
fraction of the base, defined to include the takus if income, including the tax, is $10.00 and
the tax is $2.00, then the tax-inclusive incomertte is 20 percent. If consumption, excluding
the tax, is $10.00 and the tax is $2.50, the talusive tax rate is 25 percent. While this is the
conventional way of expressing those taxes, thargop distinction is, in fact, nonexistent. V\ée

12 5ee Tuerck, et al. (2006b). We take up the distiobal effects of the FairTax in Tuerck, et aDQBa).
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could equally well have expressed the income taa tex-exclusive basis (25% = $2.00/$8.00)
and the sales tax on a tax-inclusive basis (20%.50$12.50)>

If, under an income tax, all untaxed income wernescmned, then there would be no difference

between the tax rate imposed on income and theataxhat would, under a sales tax, have to be
imposed on consumption, provided that we consistestpressed both tax rates on a tax-

inclusive or tax-exclusive basis.

Measured in inflation-adjusted or “real” dollarse Wwave exactly the same amount of aggregate
tax revenue being collected on exactly the samédaer under either tax. Under the income tax,
without any increase in prices (i.e., the pricepiaza) the government collects $4.00 in taxes on
either $20.00 in income, both measured in curreérihominal” dollars. Under the sales tax,
with prices up 25 percent the government collebt®& (= .2 x $25) on a tax base of $25.00 (=
$20 x 1.25), both measured, again, in nominal dalldt collects $4.00 (= $4.20/1.25) in taxes
on a base of $20.00 (= $25/1.25), both measureehindollars. Everything remains the same in
real dollars.

Because, in reality, not all income is consumedeuride current income tax, the tax rate — and,
hence, the tax “burden” — will not, however, be Hane for a consumption tax that raises the
same amount of revenue. Return to the foregoirmm@lke in which, in year one Paul and
Pauline are subject to an income tax of 20 peraamd, suppose that the government drops the
income tax and puts a 20 percent consumption tath @xpressed on a tax-inclusive basis) in its
place. Here Paul saves nothing and Pauline saesrtire wage of $10.00. Whereas in this
scenario and under the income tax the governmahtcbbected $4.00 in taxes, it now collects
only $2.00 in taxes, measured in real dollars (325nominal dollars). The sales tax needed to
collect the same amount of revenue would be dotlt#e20 percent tax that applied under the
income tax*

While this would shift the individual burden of pag taxes from Pauline to Paul, it would not
affect the aggregate burden. The government wsiilicbe extracting tax revenues equal to 20
percent of aggregate income.

In general, we should expect the requisite sabesai® to exceed the existing income tax rate as
current income exceeds current consumption. Thentees, consisting mainly of personal and
corporate income tax revenues that would be regldpe the FairTax in 2007, will be an
estimated $2.228 trillion. National income in 200N be about $12.170 trillion. Dividing, we
get 18.31 percerit.

Below, we show that the tax base for a proposemmalt sales tax would be $11.293 trillion.
This implies that the requisite rate would be ia tieighborhood of 19.73 percent (= 18.31% x

13 For further discussion, see Section Il. D below.

14 We could make a similar calculation for year twden Pauline receives income on saving from theipus year
and when Paul, the non-saver, has only wage incddmeler the income tax, the government collectp@@ent of
their total income, or $4.08 (= .2($20.00 + $.4DYtal consumption is, however, $24.32 (= ($20 +x$B5) .8 +
$8). Under the consumption tax, the governmentectdl 20 percent of consumption, inclusive of taxgss
consumption, in real dollars, is $30.50 (= $20 © $11.05). The government thus collects $6.10 xe$a= .20 x
$30.50). The rate should be 13.38 percent (= $830850).

15 Bureau of Economic Analysis, National Income anodBct Accounts, Table 1.12: National Income by &y
Income; available dittp://www.bea.gov/bea/dn/nipaweb/SelectTable.aslgefd=N
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12.170/11.293), assuming that the sales tax dianade any provision for redistributing income
based on “ability-to-pay” or “vertical-equity” coigerations.

This is a crude estimate, but it is useful becausgemonstrates that the aggregate burden
imposed by a sales tax is, in every important refspeentical to that imposed by an income tax.
True, the individual and inter-temporal burdend wdlry, but those are matters that have nothing
to do with the rate and that may be addressed bkingahe rate high enough to provide
permanent or transitional assistance to personsrsely affected.

The second concern noted above is whether theapgiticable to a sales tax would exceed that
applicable to some other form of consumption tdxet us consider a number of alternative
consumption taxes.

Consider the simple income identities:
Y=C+1+G+NX
Y=C+S+T
T=G
Y=W+rK
where

Y = income

C = personal consumption expenditures

| = gross private domestic investment

G = government purchases

NX = net exports X — M,whereX = exports and = imports
S= gross private saving

T = net taxes

W = wages

r = the return to capital

K = the capital stock

Here total income equals wag@é plus capital incomeK. It is convenient to think of total
consumption as consisting of personal consumptipemrdituresC plus government purchases
G.16

Now consider a value-added tax. This tax is sintdea sales tax except that it taxes value added
incrementally at each stage of production rathen tlas with a sales tax, taxing total value added
at the point of final sale. A value-added tax isgd at the ratg will yield the same revenue as

a sales tax imposed at the same rate. Both age taxtotal consumption.

1% This is because some of the taxes collected ward@rcome tax are collected on factor services &g
government. By includin in total consumption, we assume, in effect — amsistent with the FairTax proposal
examined below — that government would pay taxeissoronsumption under a national sales tax. Elengh the g
NIPA distinguish between government consumptioreexitures and government investment, all consumpéix
proposals, including the ones examined here, Geet consumption.
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One consumption tax, usually called a flat tax, \dazreate two taxes, one on individuals and
another on business. Details aside, individualslvpay a tax on wages and business would
pay a tax on gross inconYeminusW minus investmenit Thus the tax falls oRV+rK —1 =Y —

| =C+ G+ NX or total consumption plus net exports

An alternative formulation, identified below as & B would achieve the same result by taxing
business only. Business would calculate its taxatome ayy — | — NX=C + G. The only
difference between the flat tax and the BTT is thatformer taxes net exports, while the latter
does not.

Another alternative, sometimes called a cash-flaxy €xpenditure tax, consumed income tax, or
inflow-outflow tax, would collect taxes only on intluals, who would calculate their taxable
income as cash flow minus saving. The tax bagieei®foreY —S. Y — S = C + T/ Assuming
thatT = G, the tax base i€ + G.

The upshot of this analysis is that there are séwsays to tax consumption, all essentially
equivalent and all therefore requiring the impasitiof an essentially identical tax on
consumption. There will be differences, dependingsuch matters as the treatment of foreign
trade and allowances for personal exemptions amdikl, but the rate should otherwise be the
same.

The next four sections examine in turn each ofntlaén tax structures — the FairTax, the current
system, the flat tax, and the business transfer Each section begins with a brief description of
the tax, estimates the base, and derives averagjmarginal tax rates. A comparative analysis
of the tax base of all four systems is presentegkiction VI.

[I. The FairTax
A. Introduction

The Fair Tax Act of 2007 (H.R. 25) recently intreéd in the U.S. Congress, would replace
most existing federal taxes with a comprehensivesgmption tax in the form of a national retalil
sales tax levied at a tax-inclusive rate of 23 getceffective January 1, 2009. The act would
repeal the federal income tax (including the cagtans tax and the alternative minimum tax),
the corporate income tax, federal payroll taxes,dblf-employment tax, and the estate and gift
tax. The act is intended to be revenue neutral.

In this section we measure the size of the baseeoFairTax, as envisaged in H.R. 25. We then
determine the tax rate that would be necessaryamtain the level of real federal spending
under the FairTax. Many critics of the FairTax éd@argued that the rate needed for this purpose
would be far greater than 23 perc&ht.On the basis of the foregoing discussion, we doul
expect the rate to exceed 23 percent only ins&dh@ architects of H.R. 25 underestimated the
difference between national income and the Faifdase in 2007. Our results will show that the
23 percent called for in H.R. 25 is, in fact, velgse to the required rate.

" For these sorts of taxes to work correctly, netdwing must usually be included in the taxableebasd 9
payments of debt principle must be deductible; dltids a further complication to the tax system.
18 See President’s Advisory Panel on Federal TaxRe{2005) and Gale (2005) p. 889:91
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H.R. 25 calls for revenue, rather than spendingiraty. Revenue neutrality commonly means
maintaining the existing level of tax dollars inmioal terms. For example, if the current tax
system is expected to generate $10.00 in tax reveeut year, any changes to the tax system
would also need to generate $10.00 in tax revenert gear. However, because the
implementation of the FairTax would likely chandgpe tprices that consumers and governments
pay for goods and services, we have defined reveautality a little differently:

For example, if the federal government purchasgsaal for $1.00 under the current tax
system, it needs to raise $1.00 in tax revenua@ydfqr that good. If we assume the price
of that good rises from $1.00 to $1.30 under th&Ta, now the government needs
$1.30 in tax revenue in order to purchase the ggone. If the FairTax were to replace
only the $1.00 in tax revenue raised under theeotirsystem, the government would not
be able to purchase the same quantity of the gsodnder the current system. As a
result the real, or price-adjusted, value of goment spending would shrink by 23

percent.

To allow the government to purchase the same gyaoftgoods and services under the FairTax
as it does under the current tax system we neaddount for any possible changes in the price
level that may result from the implementation of thairTax. A better definition of revenue
neutrality would therefore be to keep the levegovernment spending constant in real, or price-
adjusted, terms. In other words, the real sizehefgovernment sector relative to the rest of the
economy would remain constant. This is the concépevenue neutrality that we use in this
study, even though we show that the overall price changes turn out to be irrelevant when it
comes to calculating the FairTax rate. In section Il. E “Determining the FairTax rateye
provide a complete discussion of possible pricengha under the FairTax.

B. TheFairTax Base

H.R. 25 calls for a tax on “all consumption of geaahd services in the United States.” That
consists, for the most part, of what the NIPA defiras “personal consumption expenditures”
and “government consumption expenditures and imvest™® Table 2 below shows that
consumption, so measured, comprised approximaglpe8cent of gross domestic product in
2005.

The remaining 14 percent consisted of gross pridataestic investment and net exports, all of
which are excluded from the base of the FairTax. r@ieving investment expenditures from
taxation, the FairTax provides an incentive to sand invest. Also, as a destination principle
tax, the FairTax removes the current income (pers@nd corporate) and payroll taxes
embedded in the price of U.S. exports, effectivetyeasing the competitiveness of U.S. exports
on world markets. Imports of consumption goods s&vices would be subject to the FairTax
when sold at retail, just as domestically produsextiucts are.

10
' The FairTax adopts a pre-payment approach todagivernment investment since much of the consuampti

generated by government investment would othermgser be taxed.
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Table 2. GDP and Consumption, United States, 20@005($ billions)

2001 2002 2003 2004 2005

Gross Domestic Product 10,128 10,470 10,971  11,7342,494
Personal Consumption Expenditures 7,055 7,351 7,718,214 8,746
Government Consumption Expenditures 1,502 1,617 37,7 1,843 1,963
Government Investment Expenditures 324 344 355 373 400
Total Consumption (personal + government)* 8,881 319, 9,802 10,431 11,109
As a % of GDP 87.7 88.9 89.3 88.9 88.9

Source: U.S. Bureau of Economic Analysis, Natidnabme and Product AccounSBO, “The Budget and
Economic Outlook for Fiscal Years 2007 to 2016.”
Note: * Totals may not add due to rounding.

While Table 2 provides an initial measure of theéan which the FairTax would be levied, a
number of further adjustments are required. Thetnmportant of those have to do with the
treatment of housing and educational expendituiidege additional details are set out in Table 3,
to which the following comments apply.

1. Personal Consumption Expenditures

We separate our adjustments to personal consummimenditures into five categories:
Housing, education, financial intermediation segsgictravel, and other.

a. Housing In theory, a homeowner consumes housing in #mesmanner as a renter, the
difference being that the renter makes an expilital payment, whereas the homeowner does
not; and under current law, the homeowner may gasteduction for home mortgage interest and
property tax payments against his/her federal ircdaxes. The existing tax code thus
discriminates against renters in favor of homeowner

The FairTax seeks to equalize the tax burden otererand homeowners. Because rent is a
payment for the consumption of housing servicestisrevill be subject to taxation under the
FairTax, which the NIPA accounts include as persooasumption expenditures. The question
then becomes how to tax the housing consumptiohoofeowners in an equivalent manner.
Two methods are available: (1) Impute the rentdli@ of owner-occupied housing and levy a
tax on that amount or (2) adopt a pre-payment ampr,ounder which the tax is levied on the sale
of newly constructed homes that will be owner odedp’ The FairTax adopts the second of
these approaches and therefore we remove the whlimputed rent for housing and farm
dwellings from the base. Since purchases of nemesoare counted as investment in new
structures in the NIPA accounts, we add these dgto the base.

Under the FairTax, improvements to single-familyrias and realtors’ fees, which represent
payments for a service provided, are also taxabléwose expenditures are also counted as
investment and not consumption in the NIPA takdesl they are added to the base. It should be

20 According to the National Association of Realtapproximately 23 percent of homes are purchased fo
investment purposes. These homes would not bedubjthe Fair Tax when they are newly built, tmet 11
payments made by the renters of these units wariklbject to FairTax. We make an adjustment towucfor

these purchases.
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noted that, under the FairTax, there is no taxhenrésale of existing houses because they were
taxed when they were first sold, or on any resgltapital gain.

b. Education Tuition and job training expenditures are trdass an investment in human
capital and, as such, are excluded from the FaibBse.

c. Financial Intermediation ServicesThe FairTax calls for the taxation of both expland
implicit financial intermediation services that soimers pay to financial services firms. Explicit
financial intermediation services include fees lbookerage, banking, loan origination, mutual
fund management, and other financial services; arel counted in personal consumption
expenditures of the NIPA tables.

Implicit financial intermediation services are aefl by H.R. 25 as the difference between the
basic interest rate (as defined in Section 805) tive rate paid on an investment, account, or
debt. The difference between actual interest paysn@gew home mortgage interest) and basic
interest payments (10-year Treasury bond yieltBxable. Thus, for example, a taxpayer with a
mortgage rate of 7 percent would have 29 percetiteofnortgage interest payment subject to tax
if the Treasury rate were 5 percent. Implicit fingl intermediation services are not included in
the accounting of personal consumption expendituwr®dPA, and we have calculated values for

implicit financial intermediation services for hommortgage, non-profits, and personal

borrowing?*

d. Travel As a destination-principle sales tax, the Fair@pplies to all retail purchases within
the United States regardless of the nationalitythaf purchaser or the origin of the goods.
Adjustments to the accounts are necessary to @eapunchases made by nonresidents visiting
the United States and to subtract overseas purshasee by U.S. residerfts.

e. Other The portion of state and local sales taxes #pglies to sales at the retail level is
deducted to avoid cascading or levying the Fairdmaxop of state and local sales taxes. Because
the FairTax does not apply to intermediate tramsast(businesses-to-business sales), the state
and local sales taxes that apply to those tramsactare automatically excluded from the tax
base. We have adjusted our calculations to refleatstimate that 40 percent of state and local
sales taxes apply to business transacfions.

Z|n Table 3, line 9, implicit fees are imputed aidws: The excess of the basic interest rateléised in Section
805 of H.R. 25) over the rate paid on such inveatm&he value for implicit fees for home mortgaggederived by
estimating the principal ($6.481.9 trillion in 20y dividing the total interest payments listedNHPA Table 7.11,
line 16 ($465.4 billion in 2007) by the new-homertgage interest rate listed in Table B-73 of th@@&conomic
Report of the President (7.18 percent in 2007). apjly the basic interest rate defined as the Hd-pend rate
listed in Table B-73 of the EROP to the princip$6.481.9 trillion x 5.20% = $337.1 billion). Theffdrence
between total home mortgage payments and the basiest payments ($465.4 billion — $337.1 biller$128.3
billion) is the taxable implicit financial intermidion fee. This calculation is repeated for nafiprinterest using
the new-home mortgage rate.

The implicit fee for personal interest paid &oulated by applying the basic interest rate ékyear U.S. Treasury
securities rate) from Table B-73, EROP to the FaldReserve estimate for total outstanding conswreit (for
2007: $2.4149 trillion x 3.7% = $89.35 billion)his figure is subtracted from the total intereatdpby persons
listed in NIPA Table 7.11, line 17 ($244 billion iR007) to arrive at our estimate of the implicibncial
intermediation service for personal credit thasubject to the FairTax (for 2007: $244 billion 89%35 billion =
$154.6 billion).

#pccording to officials from the Bureau of Econordinalysis, NIPA Table 2.5.5, line 112: “expenditsiia the 12
U.S. by non-residents” includes travel to the Whitates by non-residents.
% Ring (1999) p. 79-90.
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Food produced and consumed on farms never reaeltesk markets and is not subject to the
FairTax. We subtract the amount of that consumgtiom the base.

Finally, nonprofit institutions are treated as jp&is by the NIPA tables so their consumption
expenditures are included in the private tax baske consumption expenditures of nonprofit
institutions consist of their operating expendigjrencluding wages and salaries of nonprofit
workers, but do not include their sales of goods services to individuals. The FairTax taxes
non-profits’ sales of goods and services to indigid and their purchases of goods and services
that are not sold on to individuals, including ¢abgoods. However, the FairTax does not tax
the salaries and wages of nonprofit workers sodgmstment is needed. We remove the salaries
and wages of nonprofit workers that are not invdlue the production of goods and services
sold to individuals? We also remove the capital consumption allowatceavoid double
counting.

2. Government Consumption Spending

Government consumption is included in the FairTasebto put personal and government
consumption expenditures on an equal footh@overnment consumption expenditures include
payroll taxes paid by governments and income taes payroll taxes paid by government

employees. They also reflect payroll and incomeegapaid in the course of producing

consumption goods bought by government from prigatetor firms. The intent of the FairTax

is to substitute a sales tax for all of those taxEailing to tax government consumption, while

taxing only private consumption, would make goveeninconsumption expenditures artificially

cheap in comparison with private consumption expgares and could cause the provision of
some goods and services to migrate from the prisatéor to the government sector. Activities
such as trash collection and transportation sesviaee taxed under the FairTax, whether
provided by government or the private sector.

%4 The personal consumption expenditure (PCE) withénNIPA accounts includes the final consumption of
nonprofit institutions serving households (NIPA T&aB.9, line 57, $183.7 billion) and their salehtmseholds
(NIPA Table 2.9, line 64, $676.8 billion). We estite and remove the wage and salary portion diriaé
consumption expenditures of nonprofit institutiolsrst, we remove the portion of nonprofit fin@nsumption
expenditures that is attributable to educationalpnofit institutions, since they have already besmoved from the
base institutions (NIPA Table 2.9, line 61 minueli67, $52 billion). That leaves the final constiomp
expenditures at $131.7 billion. Next we estimagratio of wages and salaries to total expenditafenon-profits
by taking NIPA Table 1.13, line 51 and dividindit the sum of NIPA Table 2.9, lines 58 and 70;rdsult equals
51.65 percent. We apply this ratio to the $131llibb to get $68 billion. This represents ourigsite of the
salaries and wages of nonprofit employees thanarévolved in the production of goods and servitteat are sold 14
to households.

% Gale, et al. (1998) p. 3.
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32
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34

Table 3. Computation of FairTax Base, 2007 billions)

Taxable Consumption Categories
Private Consumption Spending
Personal Consumption Expenditures
Housing
Purchase of New Homes
Purchases of New Mobile Homes
Improvements to Single-Family Homes
Brokers’ Commissions on Housing
Less: Imputed Rent on Housing
Less: Imputed Rent on Farm Dwellings
Education
Less: Education Expenditure
Financial Services
Plus: Taxable Home Mortgage Interest
Plus: Taxable Nonprofit Interest
Plus: Taxable Personal Interest
Travel
Plus: Expenditure in U.S. by Nonresidents
Less: Expenditure Abroad by U.S. Residents (nmaiues)
Less: Foreign Travel by U.S. Residents (seryices
Other
Less: Food Produced and Consumed on Farms
Less: State Sales Taxes

Less: Salaries and Wages of Non-Profits

Plus: Net Capital Spending by Non-Profits
Subtotal, Private Consumption Base
Government Consumption Spending
State and Local Government

State and Local Government Consumption

Less: Current Education Spending (Wages andiSslla

Less: Capital Consumption Allowance
State and Local Government Investment

Gross Purchases of New Structures

Gross Purchases of Equipment
Subtotal, State & Local Tax base
Federal Government Spending

Federal Government Consumption

Less: Capital Consumption Allowance

Subsidies
Federal Government Investment

Gross Purchases of New Structures

Gross Purchases of Equipment and Software
Subtotal, Federal Government Tax Base
Gross Fair Tax Base

As a % of GDP

Untaxed Federal Government Spending (GN)

Note: Totals may not add due to rounding.

2007

9,77

39¢
g

J

17¢
121
-1,06"
-1&

-221

12¢

[~

15¢

11¢
-8
-54

-0.€
-262

-6¢&
5¢
9,23¢

1,33
-40:
-165

268
62
1,09t

84¢
-10¢
60

17
102
916
11,244
81%

272

Source

NIPA 1.1.5, line 2

NIPA 5.4.5B, line 36
NIPA 5.4.5B, line 40
NIPA 5.4.5B, line 42
NIPA 5.4.5B, line 43
NIPA 2.4.5, line 49
NIPA 2.4.5, line 51

NIPA 2.4.5, lines 95, 96, and one-half 97

NIPA 7.11, line 16, EROP, Table B-73
NIPA 7.11, line 18, EROP, Table B-73
NIPA 7.11, line 17, EROP, Table B-73

NIPA 2.5.5, line 112
NIPA 2.5.5, line 111
NIPA 2.5.5, line 110 (50%)

NIPA 2.5.5, line 6
NIPA 3.3, line 7 (60%)

NIPA 2.9, line 62 minus line 68, multiplied by
52% (% of non-profit wages to total expenses)

NIPA 6.7, line 8, minus NIPA 7.5, line 20

NIPA 3.3, line 22
NIPA 6.3D, line 94
NIPA 3.3, line 38

NIPA 3.95, line 24
NIPA 3.9.5, line 25

NIPA 3.9.5, line 7
NIPA 3.2, line 44
NIPA 3.2, line 31

NIPA 3.9.5, line 9
NIPA 3.9.5, line 10

NIPA 3.2, line 28 (57.23%), IRS, SOI Table
14

14
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3. Estimating the FairTax Base

Since the effective date of H.R. 25 is JanuaryQD72 we estimate the tax base for the FairTax
and the federal tax revenues that would be replédged for calendar year 2007. The CBO
provides estimates of several important economatissics and tax revenues for the major
federal taxes (see Table?).We use CBO projections to inflate 2004 data, @hen available
2005 data, for each component of the tax basesédstimnates of the 2007 components. A
detailed explanation of the methodology is providethe Appendix.

So defined, we estimate the 2007 FairTax base t§1e244 trillion dollars, representing 81
percent of 2007 U.S. GDP projected by the CBO.Starting with personal consumption
expenditures of $9.772 trillion, we make adjustrseior housing by adding purchases of new
homes and the improvement of existing homes. Tmiied rent for owner-occupied housing
and farm dwellings is removed because the tax duéhe imputed rent will become prepaid
when the property is sold as a new dwelfifig.

Adjustments are also made for education tuitiorcl(eded under the FairTax), taxable interest
and financial intermediation, foreign travel, anther items> The net effect of these
adjustments is to reduce the private consumptise ba$9.235 trilliorf

Next, we add government consumption at the lodatesand federal level to the base. The
current income tax system taxes government spentrgugh the income tax imposed on
government employee salaries. We then furthersadjue base by subtracting government
wages paid to government employees who provide atiunc and training (as with private
consumption expenditures) and we subtract the alapiinsumption allowance. Spending for
new buildings and equipment is added to the be&ate and local government consumption,
thus adjusted, equals $1.093 trillion; federal goweent consumption equals $916 billion.
Those amounts sum to $11.244 trillion dollars, espnting 81 percent of 2007 U.S. gross
domestic product as projected by the CBO.

% .S. Congress (20086).

2" |bid., p. 26.

% Table 3, line 2. According to a March 2005 repaytthe National Association of Realtors, 23 petagrhomes
purchased in 2004 were for investment purposeso,A9 percent of homes purchased for investmentogas are
single-family homes. Those numbers provide a Hasithis estimate.

# Table 3, line 8 includes “Other” (see NIPA 2.3iBe 110), which consists of (1) fees paid to basmschools and
computer management training, technical and tratals, and so on, and (2) current expenditureduging
consumption of fixed capital) by nonprofit reseaariganizations and by grant-making foundationseducation
and research. Gale (1999) includes it while Buand Mastromarco (1997) exclude it. We have chésénclude
half of its value.

%|n Table 3, line 9, implicit fees are imputed aidws: The excess of the basic interest rateléimed in Section
805 of H.R. 25) over the rate paid on such investmeThe value is derived by estimating the priatip
(payment/rate) and estimating the interest as dfslt interest rate” had applied. The differencewben actual
interest payment (for example: New home mortgagaddyiand basic interest payment (ten-year bondd)yied
taxable.

31 According to BEA, government consumption experréitinclude the consumption of fixed capital; toidv 15
double counting of the consumption of capital, veeérremoved capital consumption allowance fronbtee.
32U.S. Congress (2006) p. 26.
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C. TheFairTax Rate

Given the base, we can calculate the rate at whiglrairTax must be levied once we know how
much tax revenue needs to be raised. Two itemd teele computed: The 2007 revenue to be
collected from taxes that the FairTax would replaoe the value of tax revenue required to
cover the “prebate” — discussed below — that isgikes! to ensure that the FairTax does not
burden poor households.

1. Replacing Tax Revenue

Table 4 sets out the amount of revenue that isdaiy individual and corporation income taxes,
social insurance and retirement contributions, estdte and gift taxes on a calendar-year basis —
taxes that would be repealed and replaced by th&&a™ In calendar year 2005, those taxes
yielded $2.059 trillion, or 16.5 percent of GD 2007, those taxes are expected to yield
$2.288 trillion, or 16.4 percent of GDP, using CBSimates assuming all tax provisions
scheduled to expire before 2016, including thectats enacted between 2001 and 2004, are
made permanent and not allowed to expfre.

Table 4. Revenue from Income, Payroll, and Estat&ift Taxes, 2003-2007$ billions)

Actual Estimates
Tax Source 2003 2004 2005 2006 2007
Individual income taxes 798 839 945 1,019 1,101
Corporation income taxes 146 212 284 298 290
Social insurance and retirement receipts 718 749 804 841 871
Estate and gift taxes 23 25 26 27 26
Total 1,685 1,825 2,059 2,185 2,288
GDP 10,971 11,734 12,494 13,262 13,959
Memo: Taxes as % of GDP 154 15.6 16.5 16.5 16.4

SourcesNIPA Table 1.1.5. Estimates from U.S. Congress, CB@e Budget and Economic Outlook: Fiscal Years
2007 to 2016.”
Note: Totals may not add due to rounding.

It is worth noting what the FairTax rate would bererit not for the prebate. To calculate the
rate before the prebate is included, we would éitlte gross FairTax base (line 32 in Table 3)
by the unadjusted revenues to be replaced, asd listdable 4 under the total for 2007, to get

2,288 .
20.35 percen(=—j In the absence of the prebate, the FairTax weteld be 20.35

11,244)
percent, well below that called for in H.R. 25.

2. The Prebate

A common criticism of consumption taxes is thatytlee regressive, in the sense that the
fraction of income paid in taxes is less for ricddukeholds than for poor households. The current
federal tax system seeks to achieve progressivityelying heavily on a graduated personal
income tax along with a highly complex set of dedms, exemptions, and tax credits. A

¥ Since the federal fiscal year begins October tenckar year 2007 contains the last nine monthiscéf year 2007
and the first three months of fiscal year 2008. ablusted the fiscal year revenue numbers to cateyear 2007 by 1 ¢
adding three-fourths of the fiscal 2007 total rewes to one-fourth of the total revenues for fi2€98.

34 U.S. Congress (2006) p. 105.

A Comparison of the FairTax Base and Rate with Oetional Tax Reforr



consumption tax falls relatively heavily on the remt income of the poor insofar as they are
likely to spend a relatively high proportion of theacome.

Some consumption taxes, such as the value-adde@/fK) used in many countries, exempt
basic goods, such as food, clothing, and shelteicwfigure heavily in the budgets of the poor.
However, this has the effect of increasing thert® that must be imposed on all other goods,
thus compromising the sought-for neutrality of the. Moreover, in practice, these exemptions
do little to enhance the progressiveness of a dale®r VAT because wealthy people tend to
live in mansions, eat expensive food, and buy desiglothes while poor people live in
apartments and purchase inexpensive food and tpthi

To mitigate the burden of taxation on lower-incom@ups without introducing this non-
neutrality, the FairTax proposes a family consuomptillowance, oprebate which is an amount
of consumption or spending based on the federaémy\guidelines adjusted to remove any
marriage penaltyThis may be thought of as a rebate, paid in advemesery household, of the
amount of FairTax that someone at the poverty Wwoeld normally be expected to have paid.
Alternatively, it may be considered as a transfayment by the federal government to
households. The prebate is equal to the FairTextimes the U.S. Department of Health and
Human Services poverty level divided by 12 (becaugemonthly). There is an extra amount
for married couples to prevent a marriage penatyabise the poverty level for a family of two is
not two times the poverty level for one person.

For instance, in 2007, the FairTax annual conswmptllowance for a family of four is
projected to be $26,981 resulting in an annual gelof $6,205 (0.23 x $26,981). The total
family consumption allowance or prebate base wésllzded by using the U.S. Department of
Health and Human Services Poverty Level Guidelifms 2006 and U.S. Census Bureau
estimates for the number and size of householdserUnited States. The family consumption
allowance computed for each family size/maritatustacombination was multiplied by the
number of households in each size category to ctenihe total value of the prebate for that
category. Those totals were summed to arrive eatdtal base on which the prebate would be
calculated. (See Table 5.)
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Table 5. Computing the FairTax Base Reduction Dut the Prebate for 2007

I. Single Households

Family Number of Prebate Base
Household Size Consumption Households Reduction
Allowance (thousands) (thousands)
1 $10,016 29,858 $299,049,690
2 $13,490 12,719 $171,584,833
3 $16,965 6,645 $112,727,257
4 $20,440 3,233 $66,092,706
5 $23,915 1,441 $34,464,747
6 $27,390 489 $13,406,258
7 or more $30,864 395 $12,179,087
Subtotal, Single Households 54,781 $709,504,577
II. Married Households
2 $20,031 24,991 $500,599,437
3 $23,506 11,489 $270,055,951
4 $26,981 12,980 $350,222,029
5 $30,456 5,775 $175,871,370
6 $33,930 2,009 $68,177,390
7 or more $37,405 1,006 $37,636,330
Subtotal, Married Households 58,250 $1,402,562,508
TOTAL 113,031 $2,112,067,084
Prebate as % of GDP 18.8%

D. Tax-inclusive versus Tax-exclusive Rates

It is worth noting the difference between a taxitiso/e and a tax-exclusive rate. Suppose that
Joe earns $125 and spends all of his earningspdSedurther that he pays a tax of $25. If he
were subject to an income tax, he would earn $¥26rb tax, $100 after tax and spend $100 at
the store. Thus, he would need to earn $125 tods$@00. In the case of a sales tax, he would
earn $125 and pay $125 at the store for $100 ofilgo®f the $125 paid by Joe at the store, the
store would remit $25 in sales tax. We may thihthe tax rate as $25/$100 = 25 percent, which
is thetax-exclusiveate (); alternatively, we may report the tax rate as/$285 = 20 percent,
which is thetax-inclusiverate (). The 23 percent FairTax rate in H.R. 25 is aiteckusive rate,

as is the current personal income tax, whereas statd-level sales taxes are quoted on a tax-
exclusive basis. For ease of comparison, we r¢aomates in both ways in Table 6.

E. Determining the FairTax Rate

In this section we determine the rate at whichRhgTax would need to be levied in 2007. We
assume that the FairTax would be neutral in thesesahat it would permit the same real
expenditures by federal, state, and local govern@memell as cover the costs of the prebate.

Under current law, the federal budget balance @@&72may be written as:
(1) Rl,, + R2,,+ DER, = G,+ TR+ GN,

Here:
18
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Rly; is the revenue from taxes that would be eliminateder the FairTax (including
income and payroll taxes);

R2; is the revenue from federal excise and other téxaswill continue to be levied
after the FairTax is enacted;

DEFy; is the federal budget deficit;
Go7 Is taxable federal government spending on goodsandces;

TRyy measures federal transfer payments to individuraddding most Social Security
payments, Medicaid and Medicare subsidies, andakpecograms such as food
stamps, for which the recipients are not taxed undeent law; and

GNy; represents federal spending and transfers forhwthie recipients would not be
taxed under the FairTax, but for which they woule bnder current law —
essentially, wage and salary costs of educatiams piterest payments on the
government debt held by the public plus currentixable Social Security
payments.

Note that all the terms in equation (1) can be megkby using estimates for 2007.

Now consider what happens with the introductionthef FairTax. Under the FairTax, equation
(1) becomes:

2 Rer + R2er + DEF =Gy + TR +GNgp + PRE; + AC .

In equation (2) thé=T subscript indicates values under the FairTax, tiedcomponents that
have the same basic names as in equation R3 BEF, G, TR,andGN — represent the same
revenue or expenditure components as in equationAlkso in equation (2) we have three new
terms, which are:

Ret: The tax revenue to be raised by the FairTax0mir2

PRE-r- The prebate. This is a new expenditure to be Gedrby new tax revenue
raised by the FairTax.

ACeT The administrative credit that the federal governimeill pay vendors and
states for collecting the FairTax.

Unlike the terms in equation (1), the terms in émque(2) are not directly measurable. Two
issues that arise in determining the FairValues are the reaction of the monetary authorities

the switch to the FairTax and the amount of revemeeded for the FairTax to cover the real
expenditures that had previously been financedbekisting federal taxes.

Because the FairTax falls on consumption, theeegsestion of how its imposition would affect
the prices of consumer goods. If prices rise, swmne terms in equation (2) will be larger than
their counterparts in equation (1); for example,wit find that Ggr > Go7. If they do not rise,
then we will find thatGgr = Goy.
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We now want to consider what happens to pricestlagid components when shifting from the
current tax law to the FairTax. This is going ® \mluable when considering the relationship
between the federal government’s different reveane spending categories under the current
law and their counterparts under the FairTax. &the FairTax does not fall on top of any state
and local government tax embedded in the pricewoess pay, the prices we shall consider here
do not include the mentioned state and local taxes.

At a macroeconomic level, prices depend on howrtbeetary authorities react to changes in tax
policy, in macroeconomic conditions, and other atles affecting prices. In simple terms, the
overall price level must be consistent with the dqtity theory” equation, wheredyVv = PY.
HereM is the money supply is the velocity of circulation of mone, is the price level, and

is real income. For the purpose of this analysis,assume that, under the FairTe&andY
would remain unchanged. Therefore, a rise in theeplevel would be possible only if
accommodated by an increase in the money supplfut another way, without monetary
accommodation, prices faced by consumers undeFdir@ax would not rise. Any changes to
the level of monetary accommodation — that is,ease in the money supply — would cause
prices to increase in the same proportion.

Let us designate ag the percentage by which market prices under thel &a would exceed
market prices under current law in 2007. We assiinaethe monetary authorities determine this

percentage through their control of the money sypgich tha0< a <t.,wheret, is the tax-
exclusive FairTax rate. With no change in reabme or the velocity of money, the maximum
amount that prices could increase when the Faii§axposed is the amount of the tax, so the
price would go up by a factor &f when there is full monetary accommodation. Inegahthe
relationship between pre- and post-FairTax consymees,Po7 andPer, is given by:

3 PRr=R;(l+a).
Consumer prices have two main components:

1. Producer pricesRP): The prices producers receive. This componeardrporates all unit
costs of production and any profit margin the psiuis able to make. Under current
law this component of prices has income and payasiés embedded in it through the
wages and salaries of employees and compensatidntgarofessionals. Under the
FairTax producer prices would not have the taxatomponents embedded in them,
because those taxes are removed when switchirtgstagon system.

2. Other federal commidity taxePRR): Import duties, excise taxes, and the like. ddexes
from these taxes form thHe2 component of the federal government revenue oeedi
above.

Under current law this means that consumer prioes a

(4) P = PR, + PR2,;.

% In fact, Y would not remain constant, but would rise, owingh® “dynamic” effects that would arise from 20
replacing the existing tax system with the FairT&ke discuss this further below in connection wité evasion
issue.
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Under the FairTax, prices have a new componentiwthiey do not have under current law: The
FairTax itself. Because the FairTax is levied oodpcer prices as well as on top of other
federal commodity taxes, consumer prices undeF#d ax satisfy:

%) Per = (PPFT +PR2; )(l+te)'

Now we determine howR; and B+ are related. Consider the case of no monetary
accommodation, where as we have s&n= Per. As we shall see latelR2 will not change in
this case when imposing the FairTax (after all, gphiee of fixing a road will be the same and
hence the revenue raised by the excise tax onigasitould be the same). Therefore, the only
way for the market price under the FairTax to kentctal to the market price under current law
is for producer prices under the FairTax to be thas producer prices under current law. The
reason for this is the FairTax component of theeinder the FairTax. With any level of
monetary accommodation, the relationship betweedumrer prices is:

6) PR =PR,{1-T)1l+a),

whereT is the rate by which producer prices under curi@ntwould fall owing to the adoption

of the FairTax. Note that this rate is not necelysaqual to the FairTax rate due to the presence
of other commodity taxe§. As we have already mentioned, under non-monetary
accommodation th&2 component of the price is going to be the sariéith any level of
monetary accommodation that component will be #fgétdn the same manner, because that
revenue should still be able to buy the same sesviar the federal government. Therefore:

(7) PR =PR(L+a).
Letting t be the FairTax inclusive rate:

1
8 1+t, =——.
®) 1+t =

Now, substituting (3), (6), and (7) in (5):

P,(1+a)=[PR,[1-T)+PR2,Ja+t,)1+a)
Py =[PR,(1-T)+ PR, J(1+t,.)

P07(l ) I:)PO7(:|' T)+PR207

Py (1=t )= PR, + PR, -~ PR,T

07(1 tI) I:)PO7T

PR)7T - P07ti’

we get:

P
(9) T=-02"t.
PR,
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% As we will see later, the fact thBR2 is also taxed caus@so be greater than the tax-inclusive FairTax rate,
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. P
Letting y = —2 we have:
PRy

(10) T =yt,.

To calculateywe use consumption and R2, which we estimate 4f $illion in 2007. Hence,
we have:

p=— S tCn*C%  _ IL2M g5,
C,,+G,,+GS,—- R,, 11,244 147
Thus (10) becomes:

(11) T=10132,

Let us now consider the individual components oftiaipn (2). We start with nominal
government expenditure§ (on the right-hand side of the equation) of goads services.
Those expenditures must buy the same real goodseaamites under the FairTax as they would
under current law except for the amount now deditdd collection and enforcement of the
taxes that are going to be replaced by the FairTaadling this reduction in expendituleSS

(12) Gi =(Gy - IRSY(1+a).

Nominal federal transfer paymeni® that are not taxed under current law must remah h
enough to command the same goods and services thelérairTax as they do under current
law. Because the individuals who would be recgvihese payments in 2007 would not be
taxed under current law and because the FairTaxdwvat fall on transfer paymenftSR-t bears

a similar relationship toRy7:

(13) TRy =TR,(1+a).

Now let us consider transfer payments to individubht are not purchases of goods and services
but that are like transfer payments except insataindividuals receiving these payments pay
income taxes on them under current law. Considerexample, a government bond held by a
U.S. bondholder on which the before-tax yieldris The producer price, or after-tax yield,

received by the bondholder holding a bond worth0§1is r(1-T) in interest after taxes,
assuming his federal tax ratetigand ignoring state and local taxes. If the mapkiete of goods

-T)

. .. T
is Pozunder current law, then the bondholder’s consumgtiaeal terms i$
07

Under the FairTax, with the federal income tax reetbthe real value of the interest received by

r
R
the taxpayer to buy the same $1.00 in bonds bycirduhe before-tax yield fromto r’, where
r=r(1-T).

the bondholder, barring any adjustment, bec® Thus the government can now induce
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Another example is Social Security benefits on White recipients pay taxes. A recipient who

(1-7)

r
receives a benefit of $1.00 currently keeps $1{),-permitting the purchase & in
07

(1-T)

goods. It costs the federal government $1.00 forbetax benefits to providé——+= in after-
07

tax benefits. Once the income tax is removed bhad-airTax imposed, the recipient can receive

the same goods at a cost to the government of®ir{ly —T) (1+ 0) in nominal dollars or $1(1 —
T) in real dollars.

We can think of any government expenditure — aliexaxpenditure falling under the rubric of
G, or a transfer-like payment falling under the rulwfcTR or GN — as the purchase of a service.
The difference is that services bought under thiericuof G are taxable to the federal

government, whereas those purchased under the mioFR or GN are not. Another difference

is that the receipt ofRis not taxed under current law to the recipieriiermeas the receipt &GN

is.

We label, asGN, government spending for services on which the gowent will not pay a
FairTax but on which the recipient does pay incaeeunder current law. Under the FairTax,
government can obtain the same volume of servigeseducing the real value d&EN to
GN(1-T). Whether the services being provided are thosgowérnment worker time or of a
bondholder, the real value of the payment recelwedhe individual providing those services
remains the same. The difference between the wakd the bondholder is that, while the
government must pay the FairTax on its purchasdleofvorker’'s services, it does not pay the
FairTax on its purchases of the services of thebdnhcan thus reduce its paymentby

Thus:

(14) GN. =GN, (1-T)a+a).
Substituting (11) we can write:

(15) GNg =GN, (1-1.0132t)( *a).

It is possible that some elements ®N would not undergo the once-and-for-all adjustment
assumed by equation (15). For example, H.R. 2bireg| the indexation of Social Security
benefits, which might be interpreted to mean that portion of those benefits falling in(@N
would, in practice, be adjusted upward @/ but not downward byl. For our purpose of
maintaining government overall spending constanteial terms, the indexing of the Social
Security payments included @8N would cause the real value & and/or TR to decrease
correspondingly. Because we are interested irFthelrax rate and not the actual valuesGof
GN, andTR,we consider this approach to be valid.

The prebate is a new category of spending and dyding it on the right-hand side in equation

(2) we are assuming that it will be financed by newenue. This new category presents a
unique problem, because the size of the prebateotdme determined untilis determined. But

ti cannot be determined without knowing the prebal@e solution is to measure the base zm
which the prebate is founded — poverty-line expemdilevels for each household, including the
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FairTax — which we will calBy; and then to multiply it by the tax-inclusive rgtg. Now we
know that the prebate must buy the same numbeoadfiggand services under the FairTax and
that it includes the amount of the FairTax. Therefwe must recognize how monetary
accommodation could “inflate” the value of the @b

(16) PRE; = B,t(1+a).

The administrative credit that will be paid to versl and state government for collecting the
FairTax,ACer, is set in H.R. 25 at a quarter of 1 percent (Qp@&ent) of the revenue collected
by the retailer, and another quarter of 1 percérih® revenue collected by the state and local
government. The federal government gets no adtratie credit for collecting any FairTax
revenue. To calculate the administrative credd, must identify the sources of collection, and
for that purpose we separate purchases done atetidor level — predominantly retailers and
professionals — from those done at the governmerel.l The latter are wages paid by the
different governments to their employees.

Sales tax revenue collected at the vendor levdudes all private and government retail
purchases. That amount comprises private consamiy;, and the non-wage portion G
andGSy;. That revenue is first collected by the vendaiso claim a credit equal to 0.25 percent
of revenues collected and send the remaining 9paisent (100% — 0.25%) to the state
government. The state government then takes 25 Percent of the amount remitted by the
vendor, sending the remainder to the federal gowem. The total administrative credit for this
type of revenue, as a portion of the revenue, eseflore 0.499375% (0.25% + 0.25% x (1 —
0.25%).50%). It is important to consider that federal wagee 32 percent of federal
government purchases, and state and local govetnweagges are 41 percent of state and local
government purchases. This means that the non-p@gjen of government purchases relevant
to this type of revenue is 68 percenGafand 59 percent @Sy .’

The FairTax on state and local government wagesliscted only at the state government level
and therefore would “earn” a credit of only 0.25qment. That means that for the administrative
credit we also have to apply a 0.25 percent onettgnt ofGS)-.

Finally, the private sector increases its consuomptby IRSS on the assumption that this

reduction in federal government spending is passetb taxpayers in the form of a reduced tax
burden:

(17)  ACk ={0.509 G, + IRSS 0.64 G- IRSS 059 G+ 025% 041G, ( k).

We now consider the revenue side of equation (8)kagin withRer, the revenue raised by the
FairTax. We know that the tax is levied on constiomp personal consumption and the
consumption of federal, state, and local governmeiherefore:

(18) Rer =(Cer + G+ GSy) |

37 For the federal government, NIPA Table 6.2D, B7e(salary and wages) is divided by the federakgoment
tax base (G) to give the portion of the tax bas¢ tomprises wages and salaries. This percersaétracted
from 100 percent to obtain the value of non-wagehé tax base. The process is repeated forataltéocal
governments, NIPA 6.2D, line 92, except that wayes salaries for education, line 94, ($403) argrauted from
total wages and salaries since this is subtracted the state and local government tax base.
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In the above equation we have two new terms:

Cer:  Personal consumption at market value in 200€utite FairTax.

GSr: Taxable state and local government consumptiomaket value in 2007 under
the FairTax.

Assume there is no monetary accommodation. Thel&aiwould cause producer prices, and
therefore, the tax base for state and local goventsnto fall. Unless some measure is taken,
state and local government revenue would fahat would be the equivalent of state and local
governments providing a tax cut to their taxpayafse assume that state and local governments
take the necessary measures to maintain the rkad @ their revenues, which, in this setting
means raising their tax rates or expanding theitessales tax bases by conforming to the
FairTax bas& And that assumption implies that those governmeiiit maintain the real value

of their consumption purchases.

We extend that assumption to the cost saving edjbyethe federal government in the form of
reduced expenditures on the IRS. The cost sagipgssed fully on to consumers. Therefore:

(19) Cg =(Cy, + IRSY(1+a),

(20) GSy = G§ (1+a).

Substituting the relationships in equations (129)( and (20) into equation (18):

R =(G,+ IRSS G- IRSS GH,(1+a)

1) Ry =(Gy+ Gy+ GS)) f(1+a).

Now consideR2-r. The revenue in this category is raised by ex@ges, import duties, and the
like. As we have mentioned previously, the revemusst buy the same goods and services for
the government as it did previously. Therefore, teal revenue from those sources under the
FairTax must be the same as it would be underuheist law. Hence:

(22) R2 =R2,,(1+a).

Let us now consider the deficit. We assume théclléd be financed by private saving. We
continue to assume that household purchasing posveains fixed. In particular, we assume
that wages will adjust to keep purchasing powerstamt in real terms. Therefore, we further
assume saving to be constant in real terms. Tleanhmthat the deficit in 2007 will be the same
under the FairTax, without monetary accommodates,it would be under the current law.
Thus:

3 States will have an incentive to conform theitesiales tax base to the FairTax base because?Bl fRovides 25
that conforming states are allowed to collect states taxes on Internet and remote sales to residétheir state.
Other studies have estimated this to be a poteet@nue gain of between $21.5 billion and $33llibhifor 2008.
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(23) DEF. = DEFR,(1+a).

We are finally ready to set up a budget equatiodeurthe FairTax using readily available
estimates of the current law terms for 2007. Stulistg expressions (12), (13), (15), (16), (17),
(21), (22), and (23) in equation (2) gives the eiguafor budget balance under the FairTax:

(CO7+GO7+GS)7) It(1+a)+ I:207(1-{- O’)+ DEE)7(1+a):
24) (G —IRSY(1+a)+ TR(1+a)+ G(1-1.0132)( *a)+ B xa)+
{0509 C,; + IRSS+ 0.6¢ G,- IRSB+ 0.59 G§|+ 0.25% 0.41G ( t+1r)

We note tha'(1+ 0’) accompanies every term in equation (24), so ipsifsom the equation.

This is important because it implies thla¢ FairTax rate is independent of the level of aetary
accommodation Simplifying equation (24):

[0.995@,, -~ 0.001RSS+ 0.9966, + 0.9960]  + R,z DEF=

25
(29) G, + TR, + GN,;(1-1.0132 t) + Byt IRSS
We now group the terms that are multipliedtitp get:

[0.995@,, - 0.001RSS+ 0.9966, + 0.996B$+ 1.0132N- H
Gy; * TRy, + GNy;,— R~ DER;~ IRSS

. G,, +TR,+ GN,,- R,~ DEF~ IRSS
' 7 0.995@C,, - 0.0016RSS+ 0.996G, + 0.996BS+ 1.013aN- B

Using (1):

o Rl,, - IRSS
' 7 0.995@C,, - 0.0016RSS+ 0.9966, + 0.9960S+ 1.013AN- B

(26)
Inserting values from Table 6 and solving gives:

t = 2,228 = 23.82%
9,189- 0.0% 913 1,080 276 2,112

(27)

The information required to determine the FairTateris set out in Table 6. The FairTax calls
for the replacement of the federal taxes on pefsand corporate income, the gift and estate
taxes, and the payroll tax. We estimate that ¢éivenues raised by these taxes would be $2.288
trillion in 2007 under current law. We subtrace ttost of the earned income tax credit and the
child tax credit, which the federal government dsuas spending and which represent revenue
that would not be raised under the FairTax. HRao calls for abolishing the IRS, since the
states would administer the FairTax. The fedegdnay that would take responsibility for
working with the states to coordinate FairTax adiens would need far fewer resources t

the IRS now needs. Therefore, we estimate thafettheral government would be able to cut
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billion from the FY 2007 IRS budget of $11.01 kili** Those adjustments reduce the revenues
replaced by the FairTax to $2.228 trillion.

Table 6. Computation of the FairTax Rate

Revenues to be Replaced (billions) 2007
Gross Revenue to be Replaced $2,288
Less: Earned Income Tax Credit and Child Tax Credit -$52
Total Revenue To Be ReplacedR1y7) $2,236
IRS saving [RSS -$8
Adjusted Revenues to be RaisedR(y; — IRSS) $2,228
Adjusted Tax Base (Inclusive of TaxComponents
Personal Consumption Adjusted for Administrative F@.995C,,) $9,189
State and Local Government Consumption Adjusted\ftministrative Fee (0.99&R05);) $1,089
Federal Government Consumption Adjusted for Adntiats/e Fee (0.9966,7) $913
Taxed Federal Government Transfers (1.@IS2) $276
Less: IRS Savings Adjustment (0.00R63 -$0.01
Less: Prebate BasB)( -$2,112
Adjusted Tax Base (billions) $9,355
Therefore tax rate () is 2,228/9,355, which equals 23.82%
Tax-Exclusive rate(g) is 2,228/(9,355-2,228), which equals 31.27%
Rates without the Prebate

Tax-Inclusive Rate (;) is 2,228/11,244, which equals 19.82%

Tax-Exclusive Rate {e) is 2,228/(11,244-2,228), which equals 24.71%
Rates Without Replacing Payroll Taxes (includes pitgate)

Tax-Inclusive Ratel(,357/9,355) 14.51%

Tax-Exclusive Ratel(357/9,355-1,357) 16.97%

Note: Totals may not add due to rounding.

As set out in Table 6, the FairTax base needs saljustments to match equation (26). We have
to adjust personal, state, and local governmentfaddral government consumptions by the
deduction of the administrative credit fees. Westradd the base for the reductionrGiN. We
reduce the base the net effect of the IRSS in dmeirastration credit. Finally, we must deduct
the prebate base. We thus calculate the adjustssito be $9.355 trillion. To raise a revenue of
$2.228 trillion from a base of $9.355 trillion, thate that must be imposed is 23.82 percent in
tax-inclusive terms, or 31.27 percent in tax-exickeiserms.

For comparisons purposes, in Table 6 we calculate additional FairTax rates based on
different assumptions. First, we calculate thesawithout the prebate, allowing us to better
compare the rate under the FairTax and under threerdulaw. The tax-inclusive rate falls to
19.82 percent, which is close to the rate referénoethe introduction, and provides more
evidence that our FairTax rate is accurate.

39 BHI estimates the following IRS appropriations fiscal 2007 could be cut: filing and account seesi ($1,619
million), shared services support ($1,504 milliacgmpliance services ($4,497 million), offsettiralections-
reimbursables ($183 million), existing user feekd@ million), and new user fees ($135 million).e%&S.
Department of Treasury, “Department of Treasuryuddiet in Brief FY 2007,” Internal Revenue Serviaeailable
at http://www.irs.gov/publ/irs-news/fy07budgetinbrieffp
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We also calculate the FairTax rate that would apply were not to replace payroll taxes —
allowing us to make better comparisons betweerr#id ax and the other proposals, such as the
flat tax and BTT, which do not call for the replatent of federal payroll taxes. As a result, we
reduce the revenues replaced by the FairTax barieunt of revenues expected to be raised by
the payroll tax in 2007, or $871 billion, and tHere the FairTax would replace $1.357 trillion
in federal revenue. The tax-exclusive FairTax datgps to 16.97 percent and the tax-inclusive
FairTax rate would be 14.51 percent.

F. Federal Spending with a 23 Percent Rate

In the previous section, we showed that the Fairffae required to keep existing federal
government spending constant in real terms is 2882ent. However, H.R.25 calls for a rate of
23 percent. Although there is only a small differe between the two rates, it would be
necessary for the federal government to undergalaction in real spending were the 23 percent
rate to be implemented. Alternatively, the Fairfauld enhance economic growth enough to
increase the FairTax base by 3 percent, in whisk @8 percent would be sufficient to avoid any
spending reduction. (As previously explained, tleigort provides a purely static analysis that
ignores the expansive effect that the FairTax cbelebxpected to exert on economic activity as
it eliminates the existing bias against saving. phactice, therefore, it would probably be
possible to implement the FairTax at the 23 pergat¢ without any reduction in federal
spending. In the absence of this expansive effextiever, some reduction in spending would
be necessary.)

While this reduction is also necessarily smallrehis a question of just how large a reduction
would be required. The answer is in part politicaasmuch as every government program has
some constituency that would resist even small budgts.

Here we estimate the percentage reduction in fedgreernment spending that would be
required under a 23 percent rate; all spendingwloatid be in place under the FairTax, except
for Social Security benefits, is available for retion.

We must take into account a number of complexthas arise in making this calculation.

First, we must recognize that the available poosménding depends partly on the rate itself.
Some spending (expenditures that fall under thegoates ofGN, AC, and PRE would be
different under a 23 percent rate than under aZ2Be8cent rate. Second, we must recall that
Social Security spending falls under th&® as well as theGN category. Social Security
payments would make up 24.12 percentBfand 47.96 percent &N in 2007.

We define:

NSS$t: The amount of non-Social Security spending thatlal be in place under the
FairTax.

o The percentage of the non-Social Security spen@ientified a NSS;) under a
23 percent rate that would need to be cut.

We let:
(28) NS§; = G, +.7588TR + .5204GN. + AG+ PRE

28
Substituting this definition in equation (2):
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(29) R+ R+ DER; = NS§ +.2412 TR+ .4796 GN,

From section Il. E we know this equality will hadahly when a rate of 23.82 percent is imposed.
Note thatRer, NS$1, andGNgr are all a function of the tax-inclusive rate. $hosalues will be
different when we impose a 23.82 percent rate thla@n we impose a 23 percent rate. Calling

the values of these categories under a 23 pera& Ry, NS$;, and GNi, respectively, the
corresponding equation to (29) under a 23 perceatis:

(30) Re + R2. + DER; =(1-9) NS§ +.2412 TR+ .4796 GN,

In equation (30) we introducgbecause we know that the imposition of the 23 gx@rcate will

bring in less revenue than would be needed, and/ave to know what share (NS$: that is.
We now solve fold:

oy Ie1- R, + R, + DEF, —.2412TR, - .4796GN,
NS$; '

Using the appropriate values from Table 7 in equafBl):

(32) 0=1- 2,586+ 14# 476 403 109.0275.
2,782

Table 7 shows the values of the different revemeespending categories that would be in place
under the FairTax with a rate of 23 percent. spadstimates the necessary spending cut to be
$76 billion, which is simply the difference betwettie spending that would be necessary with a
23 percent rate and the revenue that would actballyaised. The $76 billion represents 2.73
percent of the non-Social Security spending thatld/de in place if no cut were needed with a
23 percent rate.

To put that “cut” in perspective, Table 8 displayan-Social Security spending from the CBO
for calendar years 2003 to 2087. The CBO expects that non-Social Security spenaliiilg
increase by 3.1 percent, or $76 billion, betwederzar years 2006 and 2007. Therefore, the
“cut” in that spending, necessary to implement ap28&ent FairTax rate, can be achieved by
simply holding nominal non-Social Security spendatgts 2006 level. Meanwhile, non-Social
Security spending has increased by 23 percent385 dillion, in the three year period from
2003 to 2006. Therefore, the “cut” in non-Sociak@rity spending required to implement the
FairTax rate of 23 percent would actually almogtresent a freeze in the growth rate of nominal
spending at the 2006 level.

28

“0'See note 33, supra.
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Table 7. Federal Revenue and Expenditure:

The Rdiax with a 23 Percent Rate

FairTax Revenue RLT) =0.23 x $11,244 $2,586
Other Federal Revenu R2q) $147
Deficit (DEFg) $476
Total Revenue (billions) $3,209
Government PurchaseG) $908
Non-Taxed TransfersIRe) $1,670
Social Security (.2412 XRey) $403
Non-Social Security (.7588 ¥Rey) $1,268
Taxed TransfersgN’sy) $209
Social Security (.4796 &N'ky) $100
Non-Social Security (.5204&N’y) $109
Administrative CreditAC’sy) $12
Prebate PRE') $486
Total Spending (billions) $3,285
Total Social Security $503
Total Non-Social Security $2,782
Necessary Cut = 3,285 — 3,209 (billions) $76
As % of Non-Social Security Spending 2.73%

Note: Some numbers may not add up due to rounding.

One critic of the FairTax has argued that it iseatistic politically to design the FairTax base to
include a portion of state and local governmenhdpey. According to that critic:

There are several reasons why state and local aseshmay not end up in a
national retail sales tax base. First, althougiutiing state and local government
purchases reduces the requifederal tax rate, it does not reduce theverall
burdenon taxpayers. After all, state and local govemimaurchases (and the
federal sales taxes that would have to be paichem} are financed by state and
local government taxes. The tax on state and Ipoathases may also raise
constitutional issues. It would certainly be figlicopposed by the statés.

That reasoning strongly implies that the FairTaxwtaneously maintains the real value of
federal government spending and of consumer spgndihile reducing the real value of state
and local government spending. After all, why elgeuld the states “fiercely oppose” the
FairTax? That this reasoning is muddled can ba se¢he fact that the real value of state and
local government spending cannot fall unless (¥ tkal value of federal government and
consumer spending rises or (2) the FairTax bridgsuta fall in real national income. Because
the author eliminates (1) as a possibility and beeahere is no reason to expect (2), there is
clearly a slip in logic. As for constitutional isss, any burden imposed by the FairTax on state
and local government would not differ materiallgrfr the burden already imposed under current
law.

3G

*1 Gale (2005) p. 898.
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Table 8. Non-Social Security Spendin@003-2007

Actual Estimates
Description 2003 2004 2005 2006 2007
Non-Social Security spending(billions) $1,717.6  $1,839.5 $1,989.9 $2,112.5 $2,177.5
Percent Increase 7.9% 7.1% 8.2% 6.2% 3.1%
2007 with $76 billion cut $2,101.5

Source: U.S. Congress, CBO, “The Budget and Economic @utl&iscal Years 2007 to 2016.”
Note: Totals may not add due to rounding.

An important economic question must be addressedieter: Would the FairTax impose a
burden on state and local government that wouldtera political or philosophical barrier to its
adoption?

In approaching this question, we make three siyiplif assumptions. The first is that the

FairTax is adopted without monetary accommodatioifhis assumption should raise no

objection inasmuch as we have already shown tleat#gree of monetary accommodation is
irrelevant to the calculation of the FairTax rateobthe real burden that it imposes on consumer
spending — which is to say, on federal governmgmnding, state and local government

spending, and individual spending.

As long as state and local governments raise time savenue, in real dollars, under the FairTax
as under current law, they will be able to maintdia real value of current spending. The
guestion is whether that real revenue necessatiby f

Second, as throughout this article, we assume alypstatic world in which adoption of the
FairTax has no effect on economic behavior. Irtipalar, and contrary to what a dynamic
analysis would show, there is no effect on saving.

The third assumption is that the federal governnmmpibses only an income tax and that state
and local governments impose both income and daless. Taxpayers deduct state income
taxes when computing their federal income tax lighi As usual, we use the “07” subscript to
denote baseline values, which are the values ifeatilaw remains in effect, and th&T"
subscript to denote values under the FairTax. vAfiables are expressed in terms of constant
dollars:

ft: The federal government statutory income tax rate.
sst:  The state and local government sales tax rate éegpd as a tax-exclusive rate).
sit:  The state and local government income tax rate.

Yor:  Gross income.

Cor: Personal consumption expenditures.
Gyr:  Federal government purchases.

GS;: State and local government purchases.

In this simplified economy, we note that the FairTax inclusive rate, is equivalent to the

effective federal income tax rate, so tt = ft (1— Sit), reflecting the assumption that the state

income tax is deductible from federal income taXe adopt the balanced-budget equations 3br
federal government and for state and local govermimehen:
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(33) Go7 = o7t-
Because after-tax income is fully devoted to gassumptionC,, (1 +ss) =Y,,(L—t, —sit )

which gives
1-t —sit

Cyy =Y,
(39 Co =Yo7y oo

(35) G§,= G;,sst ¥, sit %{% sst %i,

and

(36) Y07 = C07 + Go7+ GS)?-

We assume that the monetary authorities do notnacumate the adoption of the FairTax,

which is to say that they restrain the growth & thoney supply sufficiently to prevent market

prices from rising. As mentioned, this is merelgimplifying assumption. We could just as

well have allowed for monetary accommodation, sa there would be no fall in producer prices
under the FairTax. Doing so, however, would metelye made the algebra more complicated
without changing the results.

Under above-specified assumptions, national incGméoth nominal and real terms) under the
FairTax equals national income in 2007:

(37) YFT = Y07
and

(38) Cer G +GS: = G+ G+ Gg,

The federal government sets the FairTax rate jigét Bnough to maintain the real value of its
expenditures under current law. Because we hawersthat under our assumptions the tax base
for the FairTax would be equal to total consumptioider current law, that implies that the (tax-
inclusive) FairTax rate would de Then federal government purchases are:

(39) G =Yx1=Y1= G,.

Private consumers would receive lower (gross) wageer the FairTax because producer prices
fall.** Because there is iR2 component in the example, the rate by which predprices fall
ist. Prices faced by private consumers are alsotaffebecause the state and local sales tax is
imposed on the reduced producer pritedere the after-tax income under the FairTax again
equals gross consumption, so:

2 pgain, it would not matter if we assumed monetgommodation and if, as a result, producer prieesined
constant. Then the real value of producer priceglavfall because prices would rise.

3 Note that in section Il. E we did not include stand local sales taxes as components of the prities reasonsss
for that are that the FairTax is not imposed ondbghe state and local sales tax and that fod#iermination of the
FairTax rate those taxes are not included in tlse ba
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Yor (1_ Sit) (1_ t)

@0) Cor =) (et o8

which may be written as:

41 C. = Yy, (1~ sit)
1+ +sst
1-t,
(1-sit)
Cer =Yy, ———
(42) FT 07 1,
1-t,
or
43) C =Y. (1-sit)(1-t)

7 1+sst(1-1)
State and local government purchases, then, are:
(44) GSy=(Gysst ¥ sjf1- .
The (1) term adjusts for the fall in gross income angbiaducer prices, given the assumption

of no monetary accommodation; with full monetarg@omodation that term would drop out.
Substituting equation (43) in (44), we can write:

(45) GSy = %{%::t—)((ll__s)) sst sﬁ(l- 3.

We now compare state and local government purchasdsr the FairTax with the same
purchases under current law. Using equationsdB8)(45):

Yor {(SlL;att)(ll_—t) sstt Siﬂ (1- 1)
(a6) S - ssi1- 1)

Gy Yy, [1_ti =S s siﬂ

1+ sst

[(sst- ssk sif(1- )+ sit sk s¢i— }](1- )

_ 1+sst(1-t)
- Sst— ssk t— sst sit sk Sk sst
1+sst
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[sst(1-t) + sit](1- t)
1+sst(1- 1)
sst{1- 1) + sit

1+sst

_ (1+sst)(1- 1)
1+sst(1-t)

_lrssi-t)-t
© 1+sst{1-1)
Further simplifying:

GS, 1+ ssf1- i)

G .
(47) SZT =1 tl

GS,
Gs,

real state and local government spending wouldedeser under the FairTax, given that state and
local government passively accommodates a transfepurchasing power to consumers.

BecauseGer = Gy, it follows from equation (38) thaEer > Co7, Which means that personal
consumption increases. Assuming passive accominaday state and local government, the
decrease in real state and local government spgmdust be matched by an equal increase in
real personal consumption:

In equation (47) we find th <1, which implies thaGS < G§;, and in turn implies that

(48) Cqm-C,=-(GS;- G§).

or
(49) AC=-AGS*

Thus, althougtAGS is negative, it is matched exactly AC | which is positive. Suppose, for
example, that the federal income tax rate is 2@qudrand that state and local government
impose a 5 percent sales tax and a 5 percent intameo that; = 0.19 andsst= 0.05. Then the

real value of state and local government spendiilgfall by 18.26 percent. 11GS; = $1
trillion, and the fall in state and local governmepending will equal $182.6 billion, it is
matched by an equal rise in consumer purchasingepowote that purchasing power is fully
transferred to state and local taxpayers from statélocal government. In other words, state
and local taxpayers would have received a $183i6rbtax cut.

To return to the question posed above, the Faidbes not necessarily impose a burden on state
and local government. It would be up to state bwé&l government, under the FairTax, to
decide whether to permit the transfer identifiedehe take place or to recapture the lost revenue
by raising tax rates or otherwise changing theirlaavs. A partial solution would be to take the

34

*4 Appendix A provides a more detailed proof of taquality.
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simple step of imposing state and local sales taxethe FairTax-inclusive price of consumer
goods.

At any rate, it is wrong to suggest that the Fairisaa kind of negative-sum game in which at
least one constituency — in this case state arad gmvernment — has to lose. It should come as
no surprise that a major restructuring of taxethatfederal level would require state and local
government to make some accommodating restructofitgx policy at that level as well. With
that restructuring, all parties — federal, stated éocal government, as well as individuals —
would remain whole at the end of the day.

For the determination of the rate in section IIWe assume that either (1) state and local
government accepts that loss in real revenue amatahresponding reduction in real spending
while consumers increase their spendincAC or (2) state and local governments keep the real
burden on their taxpayers unchanged by increadiegtere tax rates sufficiently to recover the
lost revenue and then use the revenue thus reeaptoimaintain their real spending. Although
it makes no difference to our results which assionpholds true, it also follows, as we have
shown, that implementation of the FairTax does mextessarily impose a burden on state and
local government. Only if state and local governtagassively accept a real transfer from their
coffers to those of their taxpayers is there a énard

G. Vertical Equity and Horizontal Equity

In presenting the results of incidence analysiss itustomary to classify the population into
tenths (“deciles”), from lowest to highest. Buistihaises an important question of how to best
measure affluence. As a number of economists hgkidly pointed out, annual income may be
a poor indicator of ability to paly. Ideally we would like to measure an individugbermanent
income,” which reflects lifetime income. In prasithis is unrealistic, since we need a more
immediate measure and cannot wait for years tam@te whether someone is truly poor or not.
So in practice the issue reduces to the questiovhether households should be classified based
on expenditure per capita or on income per cépita.

The practice in most developed countries is tostasiouseholds by income per capita. This
appears to be because income is easier to measww@cieties where most activity is in the
formal sector and where few people are self-employAlso, in such countries information on
income is readily available.

However, one can safely say that the use of inqueneapita overstates tax regressivity. This is
because a significant fraction of those in the lstwacome deciles are there only because they
are temporarily poor — the result of a bad harvedayoff, going to college — and their current
income does not properly reflect their “permanentome

Thus, there is a strong case for constructing egaiking expenditure per capita. To the extent
that households are willing and able to smoothrtbensumption stream, this should serve as a
better proxy for permanent income. The use of edjtere deciles typically gives more

> Metcalf (December 1997).

“® There are other possibilities; for instance, ooeld sort households by expenditure per adult edent, putting 35
more weight on adults than children. However, iiactice the most important decision is about whetbeuse
expenditure or income.
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reasonable results in the lowest decile: When ircanused, many of the households in the
bottom decile report zero or negative income, wisctiearly not a sustainable situation.

It is possible that the use of expenditure-perteageciles leads to an overadjustment and so
may understate tax regressivity. Gilbert Metcalkes this argument based on his efforts to
measure permanent income using longitudinal daten fthe United States. He finds that

households do not appear to be able, or willing,steooth their expenditure streams so

completely that they fully reflect permanent incomEhus, annual expenditure is a noisy proxy

for permanent income and annual expenditure, likeual income, is an imperfect means of

measuring progressivify/.

Assuming that consumption is a better measure ibfyato pay, taxing consumption satisfies the
vertical equity measure of tax fairness. The tardbn on a consumer who spends $60,000
annually will be approximately twice that of a canger who spends $30,000 annually. In this
sense, a consumption tax cannot be viewed as essge tax.

H. Distributional Effects

In order to measure the progressivity of the défgrtax reform proposals and the current
system, we first need to construct a data setinicatdes information for a sample of households
on both expenditure and income. The next step t®hstruct variables that mirror the incidence
of taxes on each household in the sample anddoz# the tax burden to each housefdld.

Table 9 displays the average tax rates for indafslsorted into specific income deciles, taken
from a database constructed using 2001 data freniRS, the Current Population Survey (CPS)
of the U.S. Census Bureau, and the Current Exparedgurvey from the U.S. Bureau of Labor
Statistics. The tax liability for each individuabh& determined by applying a tax-inclusive rate to
the taxable expenditures that will raise the saevenue as the current federal tax system and
will fund the prebate. The average tax rate focheancome and expenditure group was
determined by dividing the average tax liabilityet rof the prebate, by average income and
expenditure$’

When our data set is sorted into income decilesFdirTax appears regressive, as the tax burden
is a higher percentage of income for those indiaigluin the lower deciles and a lower
percentage of the income of those in the higheorme deciles. This situation results because
income fails to capture the true lifetime earnin§sndividuals that find themselves temporarily
in each income group discussed in section Il. Gvapavhich is clearly evident by the
discrepancy between income and expenditures expedeat the bottom of the income scale.
Individuals are spending above their incomes irfitis¢ five income categories, as individuals in
these groups are in the process of acquiring hgustars, and other large purchases in
anticipation of higher incomes in the future. Otimglividuals, namely sole proprietors, partners
in partnerships, members of limited liability compes, owners of S corporations and contract
workers, have very erratic and unpredictable incqmaéerns which can result in negative
incomes over the course of a year. Both situatiush average income levels down at the lower
end of the scale, especially the bottom three ircdeciles in Table 9.

" Metcalf (December 1997). 36
“8 For a detailed description of the process of ocethmdology see Tuerck, et al. (2006a).
*9 Note that we use a 2001 database, the lateshhleit the time, and the FairTax inclusive ra@5i® percent.
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Table 9. Average Tax-Inclusive Rates by Income Gups for the FairTax
(Replacing Current Income, Payroll, and Estate andsift Taxes)

Income Per Average Annual Average Annual FairTax Prebate NetTax By Annual By Annual
Capita Deciles Income Expenditure Paid Liability Income Expenditures
1 (lowest) $2,692 $24,516 $7,420 $1,407 $6,012 223% 25%
2 $9,648 $14,909 $4,202 $1,299 $2,903 30% 19%
3 $13,003 $17,561 $4,819 $1,485 $3,334 26% 19%
4 $16,301 $18,859 $4,996 $1,440 $3,556 22% 19%
5 $19,794 $21,215 $5,511 $1,481 $4,030 20% 19%
6 $24,212 $23,900 $6,091 $1,569 $4,522 19% 19%
7 $29,788 $27,353 $6,811 $1,551 $5,260 18% 19%
8 $37,223 $33,904 $8,448 $1,506 $6,943 19% 20%
9 $49,996 $41,364 $9,954 $1,532 $8,423 17% 20%
10 (highest) $124,153 $85,455 $18,000 $1,545 $16,455 13% 19%
Average $32,681 $30,904 $5,62 $1,481 $6,144 19% 20%

Note: Totals may not add due to rounding.

Table 10 shows the distributional results whenviddials within the same data set are sorted
into deciles based on expenditure as opposed mmec The FairTax proves to be solidly
progressivewhen measured against average expenditures aochénc Taxpayers in the lowest
expenditure bracket would experience a negativeageetax rate, and those in the highest would
pay 25 percent of their annual expenditures inTeair Taxpayers at the lower end of the
income scale would pay a lower FairTax comparetxpayers with a higher income — ranging
from an average of minus 1 percent in the lowesil@o 25 percent in the highest.

Table 10. Average Tax-Inclusive Rates by Expendite Groups for the FairTax
(Replacing Current Income, Payroll, and Estate andsift Taxes)

Expenditure Per Average Annual Average Annual FairTax Prebate Net Tax By Annual By Annual

Capita Deciles Income Expenditure Paid Liability Income  Expenditures
1 (lowest) $13,002 $6,127 $1,153 $1,234 $-80 -1% % -1
2 $18,887 $9,799 $1,973 $1,401 $571 3% 6%
3 $20,768 $12,434 $2,665 $1,436 $1,229 6% 10%
4 $23,389 $15,322 $3,394 $1,464 $1,930 8% 13%
5 $27,097 $18,706 $4,229 $1,487 $2,742 10% 15%
6 $28,987 $22,618 $5,307 $1,505 $3,802 13% 17%
7 $31,236 $27,497 $6,683 $1,505 $5,178 17% 19%
8 $36,322 $34,930 $8,620 $1,552 $7,069 19% 20%
9 $43,450 $47,435 $12,157 $1,587 $10,569 24% 22%
10 (highest) $83,672 $114,180 $30,074 $1,644 $28,43 34% 25%
Average $32,681 $30,905 $7,626 $1,482 $6,144 % 19 20%

Note: Totals may not add due to rounding.
Our distributional analysis confirms that the FaxTis progressive when measured by

expenditure class or lifetime income and regresaiven measured by temporary income, as one
would expect.
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[ll. The Current Federal Tax System
A. Introduction

The federal government’s principal source of rewersuthe individual income tax, accounting
for 43 percent of total tax revenue in 2004. Grayin importance, though, are payroll taxes, as
Table 11 shows. These taxes have grown from 1&@ept of total tax revenue in 1960 to 39
percent in 2004. The remaining 18 percent of &senue is comprised of corporate income
taxes (10 percent), excise taxes (3.7 percent)aanassortment of other taxes (customs duties,
estate and gift taxes, and so on). By 2007, tbenme tax is expected to rise to 45 percent, while
corporate income and payroll taxes drop slightly.

The current income tax system is a relatively ndwenmmenon. Although employed briefly
during the Civil War, the income tax did not becompermanent fixture in the tax system until
the 16th Amendment to the U.S. Constitution wagéetbin 1913. Prior to this, customs duties
were the major source of revenue for the federalegament. When adopted in 1913, the
income tax exempted the first $3,000 for a singdespn and $4,000 for a married person
($59,212 and $78,949 in 2005 dollars). Income alibis exemption up to $20,000 ($394,746
in 2005 dollars) was taxed at one percent. Incabm/e $20,000 was taxed at increasing rates
but was capped at 7 percent on income in excesb0®,000 ($9,869,000 in 2005 dollars).
Income and payroll taxes have since come to takar darger share of income. Table 11
illustrates recent trends in the size and distidiouof major federal taxe®.

Table 11. Major Sources of Revenue as a Percentbbtal Revenues

Fiscal Total Federal Tax Individual Corporate  Social Security  Excise Other
Year Revenue Income Income and Medicare Taxes Taxes
(% of GDP) Taxes Taxes Taxes

1960 17.8 44.0 23.2 15.9 12.6 4.2
1965 17.0 41.8 21.8 19.0 12.5 4.9
1970 19.0 46.9 17.0 23.0 8.1 49
1975 17.9 43.9 14.6 30.3 5.9 5.4
1980 18.9 47.2 12.5 30.5 4.7 5.1
1985 17.7 45.6 8.4 36.1 4.9 5.1
1990 18.0 45.2 9.1 36.8 3.4 5.4
1995 18.5 43.7 11.6 35.8 4.3 4.6
2000 20.8 49.6 10.2 32.2 3.4 4.5
2004 16.3 43.0 10.1 39.0 3.7 4.2
2005 17.5 43.0 12.9 36.9 3.4 3.8
2006 17.5 43.6 12.1 36.8 3.2 4.2
2007 17.6 45.4 10.8 36.6 3.1 4.1

0 Assuming that federal tax cuts enacted in 20012868 are made permanent by subsequent legislation.

°1 Office of Management and Budget, “Budget of theiteth States Government,” Fiscal Year 2007, Histdrigg
Tables, U.S. Government Printing Office (WashingtorC: February 26, 2006) 32, Internet; availabte a
http://www.gpoaccess.gov/usbudget/index.html
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B. The Current Tax Base

The current federal income tax base can be defread taxable and nontaxable components of
net national incom& The individual income tax base is composed of esagnd salaries;
business and farm income; taxable interest; cotpat&idends paid to individuals; realized net
capital gains; income from rent, royalties, andest; and taxable benefits (pensions, annuities,
and so on). The gross personal income tax is eztlby adjustments (reimbursed employee
business expenses, contributions to special reginerplans, penalties for early withdrawal of
savings, and alimony payments), yielding adjustexbg income. Taxable income is equal to
adjusted gross income less standard or itemizedictieds and personal and dependent
exemptions. In 2004, total taxable personal incoméhe United States was $4,670 billion
according to recent IRS data. See Table 12 for computation of the tax bas@®6y7.

The corporate income tax base is gross revenuesnaiosts, or profits. Gross revenue includes
receipts from sales and net capital gains on as$etsn this gross revenue, labor costs, interest
payments, payments for materials and services psexh and depreciation of capital equipment
are subtracted. This will provide a measure oalédex corporate income. Payroll taxes represent
a growing share of federal taxes. If one includeseémployee and employer share of the payroll
tax (which, many economists agree, are both boynedykers), 77 percent of households paid

more in payroll taxes than in income taxes in 20@¥en if one only considers the employee

portiosrj1 of the payroll tax, 41 percent of housebagbdid more in payroll taxes than in income

taxes:

The remaining components of the current federabtese are relatively small in magnitude.
Excise taxes, levied on certain types of consumpaccounted for less than 4 percent of
revenue in 2007. Likewise, estate and gift tab@ged on the transfer of wealth and almost
exclusively on the top 20 percent of earners, aatamlifor less than 3 percent of federal tax
revenue.

2 |In breaking down the individual components of theome tax base, we follow the methodology deriired
Sabelhaus, John, “Comparing Income and ConsumptarBases,” CBO Paper, July 1997.

%3 Internal Revenue Service, Statistics of Incomélda.2--2003, “Individual Income Tax, All Return&djusted
Gross Income, Exemptions, Deductions, and Tax ltbynSize of Adjusted Gross Income and by Maritatss,”
available atttp://www.irs.gov/taxstats/indtaxstats/articletfz96981,00.html 39
** For a more complete discussion see
http://www.taxpolicycenter.org/TaxFacts/TFDB/TFTdate.cfm?Docid=230&Topic2id=50
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Line

10
11
12
13
14
15

16
17
18
19
20

21
22
24
25
26

27
28
29
30
31

32
33
34
35
36

Table 12. Computation of the Tax Base for the Cuent Federal System ($ billions)

Taxable Items
Net National Income
Wage and Salary Disbursements

Cash Wages (excluding contributions to pensionsaribl insurance funds)

Corporate Profits
Profits Before Taxes (less dividends paid to kbofls)
Corporate Dividends Paid to Households
Non-Corporate Business Income
Proprietors' Income with IVA and Capital Consumptidjusted
Rental Income of Persons with Capital Consumptidjusted
Net Interest Paid by Business
Less: Net Interest Paid by Business to Households
Other Sources of Income Subject to Taxation
Private Pension Benefits
Taxable IRA Distributions
Social Security Benefits
Unemployment Insurance Benefits
State and Local Refunds
Taxable Interest Income
Realized Capital Gains
Subtotal, Gross Current Income Tax Base
Personal Income Tax Deductions and Exemptions
Standard
Itemized
Personal Exemptions
Less: Unused Deductions and Exemptions
Less: Tolal Exemptions and Deduction

Taxable Personal Income (9570-698-2673=6198)
As a % of National Income

Taxable Corporate Income
As a % of National Income

Net Personal and Corporate Income Tax Base

Estate and Gift Tax
Gross Estate for Tax Purposes
Total Allowable Deductions
Taxable Estate
Taxable Gifts
Net Estate and Gift Tax Base

Payroll Tax
Private Wages and Salaries (adjusted for S8eialirity cap)
Government Salaries and Wages
Contributions to Employee Pension Funds
Proprietors’ Income
Net Payroll Tax Base

Note: Totals may not add due to rounding.

2007

12,224

5,776

698
563

1,058
53

-16

450
110
107
48

25
136
564
9,572

634
1,412
921
-293
-2,67¢

6,201
51%
698
6%
6,899

229
104
126

134

4,157
593
990

1,034

6,774
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C. TheCurrent Tax Rates

The burden of the current federal tax system isrofhown as the ratio of total tax liability to
some measure of income. For instance, the CBO aide®ad measure of income including
wages, salaries, business income, rents, intedestiends, and cash pension benefits. Such a
broad measure of income will understate the effediax rate. In Table 13, we present average
effective tax rates for the major federal taxes tiauld be repealed under the FairTax plan and
the total effective tax rate for all four taxes.

The base of $7.033 trillion under the current taw Idoes not include the payroll tax base

because it is included in the personal income tseb We adjusted the corporate tax base to
strip out dividends that are also taxed twice atitkiwvise would overstate the base. The

combined tax rate for income taxes, payroll taxeey] estate and gift taxes is 32.55 percent
compared to the revenue-neutral FairTax rate @2Bercent (using tax-inclusive rates).

Table 13. Computation of 2007 Tax Rates for the Grent Tax System

Personal and Payroll Estate and Gift  Current System
Tax Corporate Income Tax Tax Tax Total Taxes
Tax Revenue (billions) $1,391 $871 $26 $2,288
Net Tax Base (billions) $6,899 $6,774 $134 $7,033
Tax Rate
Tax-Inclusive Rate 20.16% 12.86% 19.40% 32.53%
Tax-Exclusive Rate 25.25% 14.76% 24.07% 48.22%

Note: Totals may not add due to rounding.
D. Distributional Effects

Tables 14 and 15 display the average tax ratehdoseholds, within specific income and
expenditure deciles, from the same data set usedhdtyze the FairTax in section Il. F. The
taxes included in the analysis are corporate inciaxes, payroll taxes, and estate and gift taxes.

When sorted by income, the current system disptaggressiveness; taxing 10 percent of the
income of those in the second decile — ignorings¢hm the first decile for reasons stated in
section Il. H above — and a high of 23 percenthef income of those in the tenth decile. The
current system shows to be very progressive wherasuted against average annual
expenditures, our proxy for permanent income. &g®ps in the lowest expenditure decile
experience a 4 percent average tax-inclusive radelzose in the highest pay 34 percent of their
annual expenditures in taxes.
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Table 14. Average Tax-Inclusive Rates by Income ®ups for the Current Tax System
(Including Income, Payroll, and Estate and Gift Taxs)

Income Per Capita  Average Annual  Average Annual Tax Rate Rate
Deciles (By Persons) Income Expenditure Liability By Annual By Annual
Income Expenditures

1 (lowest) $1,285 $23,108 $819 64% 4%
2 $8,349 $13,611 $841 10% 6%
3 $11,518 $16,076 $1,360 2%1 8%
4 $14,861 $17,419 $2,087 %14 12%
5 $18,313 $19,734 $2,713 5%1 14%
6 $22,643 $22,331 $3,630 %16 16%
7 $28,237 $25,802 $4,919 %17 19%
8 $35,717 $32,399 $6,677 %19 21%
9 $48,465 $39,832 $9,676 %20 24%
10 (highest) $122,608 $83,900 28,$17 23% 34%
Average $31,200 P $6,144 20% 21%

Note: Totals may not add due to rounding.

Table 15 displays the average tax rates for houdehsorted into expenditure deciles. The

current system also displays progressivity, taXi@gpercent of the income of those in the first

decile and a high of 24 percent of the income afs¢hin the tenth decile. However, when

measured by annual expenditures the current systemws to be regressive as taxpayers in the
lowest three deciles face tax-inclusive rates #n& generally higher than taxpayers in the
highest three deciles. Individuals that fall inte first two deciles pay 30 percent of their

expenditures, while those in the last two pay e and 18 percent.

Table 15. Average Tax Rates by Expenditure Group®r the Current Tax System
(Including Income, Payroll, and Estate and Gifts hxes)

Expenditure Per Average |Average Annual Tax By Annual By Annual
Capita Deciles By Annual Expenditure | Liability Income Expenditures
Persons) Income
1 (lowest) $11,768 $4,863 $1,456 12% 30%
2 $17,486 $8,397 $2,497 14% 30%
3 $19,333 $10,998 $3,0.3 16% 27%
4 $21,925 $13,858 $3,674 17% 27%
5 $25,610 $17,219 $4,494 18% 26%
6 $27,481 $21,113 $5,086 19% 24%
7 $29,731 $25,992 $5,670  19% 22%
8 $34,770 $33,378 $6,974  20% 21%
9 $41,862 $45,847 $8,692 21% 19%
10 (highest) $82,028 $112,536 $19,884 24% 18%
Average $31,200 $29,423 $6,144 20% 21%

Note: Totals may not add due to rounding.
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The current tax system proves progressive when une@dy current income. However, when
individuals are sorted by expenditure, or lifetimeome, the current tax system proves to be less
progressive.

IV. The Hall-Rabushka Flat Tax
A. Introduction

The term “flat tax” refers to a system of taxatmontaining a single tax rate uniformly applied to
all taxpayers. Stanford University economists Rbke Hall and Alvin Rabushka proposed their
version of such a tax in their 1985 bodke Flat Tax.In what follows, we stay close to the tax
model that they proposed

The Hall-Rabushka flat tax (the “flat tax”) is abstaction method, value-added tax (VAT) on
consumption. The flat tax plan would apply a sng® percent tax rate on the value added by
both labor and capital to the production proceBke flat tax would tax each contribution at its
source: Individuals would pay taxes on labor vahdeled measured in wages, salary, and
pension income through the familiar payroll withdialy system that operates today. Taxpayers
would still be required to file an annual tax foryet in a much-abbreviated version; the size of a
postcard, according to the authdts.Meanwhile, businesses would pay the tax on theeva
added contribution of capital and business owneoslavpay their taxes by filing their own
equally brief tax form.

The flat tax indirectly targets consumption as Hueirce of its revenues via its treatment of
business investment. Under the flat tax, all bessninvestment expenditures for capital
equipment and buildings are subject to an immedi@@ percent deduction from taxes in the
year of purchase. By relieving investment expemdg from taxation, the flat tax provides an
incentive to save and invest and discourages copsumspending, thus indirectly placing the
burden of taxation on income that is spent for comstion rather than on savings and
investment.

B. TheFlat Tax Base

Since the flat tax is levied on the income of indizals and businesses, our analysis of the base
naturally follows along the same split and is dageld in Table 16.

The individual components of the tax base congisll@&ash compensation paid by an employer
or received by an employee, including wages, salansions, bonuses, prizes, and awards for
work completed inside the United Statésin 2007, workers in the United States are prejdo
receive $6.870 trillion of income in wages, salgriand pensions. However, the flat tax allows
taxpayers to deduct a large personal allowance tieir income before calculating their tax
burden, with the amount depending on their mastatus and the number of dependents living
in their household. Using the Hall-Rabuska figui@s1995, and adjusting for inflation using
the Consumer Price Index, we calculate the totgtexgate personal deduction as $2.904 trillion

% Hall and Rabushka (1995). In the T0Gongress H.R. 1040, S. 812, and S. 1099 are ediores of a Hall-
Rabushka flat tax. 43
% |bid., p. 41.

*Ibid., p. 41.
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for 2007°® The difference between the total for wages, maarpension income, and
government employee fringe benefits ($6.870 trlliand the total for the “standard deduction”
($2.904 trillion) yields a total individual tax b@asf $3.966 trillion for 2007.

The base calculation for the business income coemoaf the flat tax involves a few more
steps. The business portion of the flat tax allowsers to deduct their costs of doing business,
including their purchases of goods and serviced us¢he production process; wages, salaries,
and pensions paid to workers (already taxed aintieidual level); and investment in capital
equipment and buildings used in the production @set® Also, indirect business taxes,
consisting mostly of sales and excise taxes, adeaed from the base to avoid cascading.
Table 16 shows the detailed calculation of theress tax bas®.

Employer-provided fringe benefits are also subjedaxation under the flat tax, including those
paid to employees at nonprofit organizations andegaments. Businesses pay tax on the fringe
benefits supplied to their employees because, eithk current tax system, they cannot deduct
the cost of providing benefits from their incomea.taGovernments and nonprofit institutions
return no income to their owners and, as a regay, no income tax. However, the fringe
benefits they provide to their employees represaréble compensation under the flat tax.
Governments and nonprofit institutions must filesingss tax forms to pay the flat tax due on
their fringe benefits. We therefore add these @dillion) to the business tax base.

The flat tax base needs a few final adjustmenisst,ppurchases of new homes are counted as
investment in the NIPA accounts, and since we agbfprivate investment from the base, we
need to add the purchase of new homes back irallfias outlined in the calculation of the flat
tax, we deduct from the base government spendingeiwvices on which it will not pay the flat
tax, but on which the recipient does pay incomeutader current law. See section Il. E for a full
explanation. Now we are ready to total the flathiase.

The computations outlined above produce a 2007nbsasitax base of $3.291 trillion dollars

which, combined with the individual tax base of ¥ trillion and untaxed government

spending of $276 billion, produces a total flat kese of $7.533 trillion. The tax base provides
half the information necessary to compute the gppate rate for the flat tax, the other being the
amount of tax revenue to be replaced by the fiat ta

8 Reference used for the Consumer Price Index is ftbS. Bureau of Labor Statistics, Consumer Primex
2004; available fronmttp://www.bls.gov/cpi/home.htm

* NIPA Table 5.3.5, “Private Fixed Investment.” Lirke includes the construction of single-family hmgsi
structures ($377.6 billion in 2004), which are patt of the production process and are subtracted fotal fixed
private investment.

0 Business inventories would also be deducted uttierflat tax. While the year-on-year change initess
inventories is relatively small — $55 billion in @0 — the total stock of business inventories, af 3 trillion at the
end of 2004, poses a significant problem for thelé@mentation of the flat tax. If all business intaies were
allowed to be deducted from the business side efltt tax base, the base would be reduced signifig, to $841
billion in 2004. This would cause a tremendous loktax revenue in the first year of implementatiahe flat tax
could be implemented in the first year, allowindyomew business inventories to be deductible oy &dl percent of 44
business inventories to be deductible. We have amtluded the change in private inventories in these
calculation for both the flat tax and BTT.
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Table 16.

Flat Tax Base*

Line Description of Taxable Item 2007 Source
Business Tax Base
1 Gross Business Value Added 10,7781PA Table 1.35, line 2
2 Less: Indirect Business Taxes -1,009 NIPA T4hl®, line 9
3 Less: Wages and Salaries -4,840\IPA Table 1.13 lines 5, 12, 21, 30
4 Less: Pension Contributions -236NIPA Table 7.8, line 11
5 Less: Business Investment -2,33]NIPA Table 5.3.5, line 1
6 Less: Change in Private Inventories -2NIPA Table 5.6.5B, line 1
7 Plus: Single-Family Structures 470NIPA Table 5.3.5, line 20
8 Fringe Benefits (Government and Non-Profit) 479 NIPA Table 1.13 lines 39, 46, 53, 59
9  Total Business Tax Base ($billions) 3,291
Individual Tax Base
Private Business 4,840
Government 1,006
Non-Profit and Households 544
10 Total Wages and Salaries 6,390NIPA Table 1.12, lines 4, 5
11 Plus: Pensions 480 IRS, SOl Table 1
12 = Subtotal 6,870
13 Less: Standard Deduction -2,904See Note
14 | Total Individual Tax Base ($ billions) 3,966
15 Plus: Untaxed Federal Government Spending 276PANable 3.2, line 28 (57.23%), IRS, SOI
Table 1.4
16 @ Total Net Tax Base ($ billions) 7,533

*From Robert E. Hall and Alvin RabushKBhe Flat TaxSecond Edition: 1995). Using the authors’ baseutation, we
inflate their calculation with CBO projections oPCfor 2007.
Note: Totals may not add due to rounding.

C. TheFlat Tax Rates

The authors of the flat tax call for the replacehwdrthe federal taxes on personal and corporate
income and the gift and estate taxes while leatlegpayroll tax, excises, and other sources of
federal government revenue intdtt.However, the FairTax plan calls for the replacemef
federal payroll taxes as well. We therefore caltatwo flat tax rates: One that includes federal
payroll taxes in the total taxes to be replaced @mal that does not. The revenues generated by
these taxes are projected by the CBO to total $2t&fion for the federal year of 2007, the total
amount of revenue the flat tax would need to replac

The calculation of the flat tax rate takes two ferm tax-exclusive and a tax-inclusive rate. As
explained in section Il. D, the tax-exclusive ragesimply the ratio of tax revenues to the tax
base, while the tax-inclusive rate is the ratidaf revenues to the tax base plus the revenues.
Table 17 shows that, in 2007, the tax-inclusivee raould be 29.68 percent, and the tax-
exclusive rate for the flat tax would be 42.21 petc As stated above, the flat tax does not call
for the replacement of federal payroll taxes. If @adculate the rate, assuming the flat tax does
not replace payroll taxes, then the tax-inclusate is 18.12 percent and the tax-exclusive rate is
22.13 percent. These rates prove consistent hatet called for by Hall and Rabushka.
45

®1 Forbes (2005) p. 34.
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Table 17. Proposed Revenue-Neutral Flat Tax Rate

Revenues to be Replaceillions) 2007
Personal Current Taxes $1,101
Less: Earned Income Tax Credit and Child Tax Credit -$52
Corporate Income Tax $290
Estate and Gift Tax $26
Payroll Taxes $871
Total Revenue (billions) $2,236
Gross Tax Base (billions) $10,437
Less: Total Standard Deduction $2,904
Net Tax Base (billions) $7,533

Revenue-Neutral Rate Calculation (included payroltaxes)

Tax-Inclusive Rate (2,236 / 7,533) 29.68%
Tax-Exclusive Rate (2,236 / 7,533 — 2,228) 42.21%

Rates Without Replacing the Payroll Taxes
Total Revenue Excluding Payroll Taxes (billions) $1,365
Tax-Inclusive Rate (1,365 / 7,533) 18.12%
Tax-Exclusive Rate (1,365 / 7,533 — 1,365) 22.13%

Note: Totals may not add due to rounding.

D. Distributional Effects

Tables 18 and 19 show the average tax rates fosemamlds within specific income and
expenditure deciles.

When we sort the data set by income deciles, Hitetdk appears regressive, as the tax burden
takes a higher percentage of income of those iddals in the lower income deciles and a lower
percentage of the income of those in the top decikhe results are displayed in Table 18.

For example, those in the second decile pay anelksive rate of 28 percent measured by
income compared to a rate of 14 percent for thoshe highest decile. Like the FairTax, we
ignore those in the lowest decile for the reasamtined in section Il. H above. The flat tax

proves to be more progressive on an expenditurés,bagien sorted by income deciles.

Taxpayers in the second decile pay an 18 percést \ndnile those in the highest decile face a
tax-inclusive rate of 20 percent measured by exipered
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Table 18. Average Tax Rates by Income Groups fohe Flat Tax
(Replacing Current Income, Payroll, and Estate andsift Taxes)
Income Per Average Annual Average Flat Tax Standard Tax By Annual By Annual

Capita Deciles Income Annual Paid Deduction Liability = Income Expenditures
Expenditure
1 (lowest) $3,045 $24,868 $7,781 $1,760 $6,021 198% 24%
2 $9,973 $15,235 $4,407 $1,624 $2,783 28% 18%
3 $13,375 $17,933 $5,054 $1,858 $3,196 24% 18%
4 $16,662 $19,219 $5,239 $1,801 $3,439 21% 18%
5 $20,165 $21,586 $5,780 $1,852 $3,928 19% 18%
6 $24,605 $24,293 $6,387 $1,962 $4,425 18% 18%
7 $30,177 $27,742 $7,143 $1,940 $5,203 17% 19%
8 $37,600 $34,282 $8,860 $1,883 $6,977 19% 20%
9 $50,380 $41,747  $10,439 $1,915 $8,523 17% 20%
10 (highest) $124,541 $85,842  $18,876 $1,932 $16,944 14% 20%
Average $33,052 $31,275 $7,996 $1,853%$6,144 19% 20%

Note: Totals may not add due to rounding.

The flat tax displays distributional characteristsimilar to the FairTax; when taxpayers are
sorted by expenditure the tax demonstrates pragessss and when sorted by income the flat
tax shows regressive characteristics.

Table 19 shows the distributional results whenviitllials within our data set are sorted into
deciles based on expenditure. The flat tax is shtwbe solidlyprogressivewhen measured
against average expenditures and income. Taxpayedie lowest expenditure decile would
experience a negative average tax rate, owingetdatiye standard deduction proscribed by Hall
and Rabushka; those in the highest decile would 3gapercent of their annual expenditures
under the flat tax. Taxpayers at the bottom ofititeme scale also pay a negative flat tax, and
those in the bottom deciles pay lower tax ratespared to taxpayers with higher incomes —
ranging from an average of 2 percent in the botdewile to 35 percent at the top.

The distributional burden of the flat tax demonstsathat it is progressive when measured by
expenditure class or lifetime income and regressiven measured by temporary income.
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Table 19. Average Tax-Inclusive Rates by Expendita Groups for the Flat Tax
(Replacing Current Income, Payroll, and Estate andsift Taxes)
Expenditure  Average Average Annual Flat Tax Standard Net Tax By By Annual

Per Capita Income Expenditure Paid Deduction Liability Annual Expenditure
Deciles Income

1 (lowest) $13,311 $6,436  $1,210 $1,543 $-333 -3% -5%
2 $19,238 $10,150  $2,069 $1,753 $316 2% 3%
3 $21,128 $12,793  $2,795 $1,795 $999 5% 8%
4 $23,756 $15,689  $3,560 $1,831  $1,729 7% 11%
5 $27,470 $19,079  $4,435 $1,860 $2,576 9% 13%
6 $29,364 $22,995 $5,566 $1,882  $3,684 13% 16%
7 $31,613 $27,874  $7,008 $1,882  $5,126 16% 18%
8 $36,711 $35,319  $9,040 $1,941  $7,099 19% 20%
9 $43,847 $47,832 $12,748 $1,985 $10,763 25% 23%
10 (highest) $84,084 $114,592 $31,538$2,056 $29,482 35% 26%
Average $33,052 $31,276  $7,997 $1,853 $6,144 19% 20%

Note: Totals may not add due to rounding.

V. The Business Transfer Tax
A. Introduction

The business transfer tax (BTT) is another forna @ionsumption tax that uses the subtraction
method VAT. Like an indirect or sales tax, a pu&T is levied at the business level only, and
individuals pay the tax as a portion of the salegpn their purchase of products or serviées.
The BTT as outlined in S. 1921 filed by Senator DieMint serves as the basis for the base and
rate estimates in this section.

The BTT requires business owners to subtract thal twf all their purchases from other
businesses from total net sales and receipts imguchpital expenditures; the tax is levied on
the difference. The destination principle BTT aitasmprove the international competitiveness
of domestic producers by taxing all imports of gpaad services while exempting expérts.

The BTT taxes government through two avenues. thikepurchases made by individuals, the
tax is included in the price of goods and servitest government purchases from private
business — items such as pencils and aircrafadtttion, the BTT taxes the total compensation
(wages, salaries, and benefits) of government empk The taxation of government
employees’ compensation and government purchasespthe provision of public services on
the same level as the provision of private goodssamvices.

2’35, 1921 filed by Senator DeMint is a combinatiod Percent national sales tax plus an 8.4 percesinbss
transfer tax.

% The Michigan Single Business Tax is the only satiton method VAT currently employed in the Uni®ttes, 48
though it will be phased out by 2009. See Michi§émgle Business Tax, Detroit Regional Chamberah@erce,
available ahttp://www.detroitchamber.com/public_affairs/indesp?cid=4&scid=&rcid=498
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B. TheBTT Base

The calculation of the BTT base follows a similaogess to that used to compute the flat tax
base. In a pure form of the BTT, businesses detieat costs of doing business, including their
purchases of goods and services and their investimeapital equipment and buildings used in
the production process. In the absence of anyaixfd@x on government wages and salaries, the
BTT would only tax government purchases it makesmfrthe private sector. Leaving
government mostly untaxed would produce a huge adstintage over private enterprises,
described in the FairTax section above, reducirey stlze of the tax base. However, our
calculation of the BTT base includes the total cengation received by government employees
in the tax base.  The calculations outlined abl€ 20 produce a tax base of $11.211 trillion for
2007.

Like the FairTax, the BTT as proposed in S. 19Zb grovides a monthly rebate mechanism
based on the Department of Health and Human Serogerty Level Guidelines. The rebate
base is calculated using data from the povertystiokls andCurrent Population Survegf the
U.S. Census Bureau and results in a $2.112 trilidrate for 2007* In addition, we make the
same adjustment for nontaxable government expaedittnade to the FairTax and flat tax to
keep the size of government constant in real ter8ee section Il. E for a detailed explanation.
After accounting for the rebate base reduction ama-taxable government spending, the BTT
base is $9.099 trillion.

Table 20. Business Transfer Tax Base Calculationgillions)

Line Description 2007 Source
Gross Business and Non-Profit Value

1 Added $11,501 NIPA Table 1.35, lines 2,7

2 Plus: Government Employee Compensation $1,513 NIPA Table 6.2D, line 86

3 Less: Gross Domestic Investment - Business -$2,3RIPA Table 5.3.5, line 2

4 Less: Change in Private Inventories -$21 NIPAl@&%.5B, line 1

5 Plus: Single-Family Structures $470 NIPA Tabe5, line 20

6 Plus: Net Imports of Goods and Services $812 NraBle 1.1.5, line 13

7 Less: Indirect Business Taxes -$1,009 NIPA Tahl®, line 9
Plus: Untaxed Federal Government NIPA Table 3.2, line 28 (57.23%), IRS, SOI

8 Spending $276 Table 1.4

9 Total Tax Base $11,211

10 Less: Family Allowance -$2,112

11 Total Net Tax Base $9,099

Note: Totals may not add due to rounding.
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64 U.S. Department of Commerce (2004) availablet@t//www.census.gov/hhes/poverty/threshid/thr&shionl
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C. TheBTT Rates

For the purposes of estimating a business trarniaferate, we assume that the BTT would
replace the same revenues as the FairTax plafingp$2.228 trillion in 2007, since S. 1921 also
calls for the elimination of the IRS. The compigas, outlined in Table 21, produce a tax-
inclusive rate of 24.51 percent and a tax-exclusite of 32.46 percent for calendar year 2007.

Like the flat tax, the BTT has been proposed tmiglate only some of the federal taxes. If the
BTT were not to replace the federal payroll taxks,tax-inclusive rate would be 14.93 percent,
and the tax-exclusive rate 17.55 percent.

Table 21. Computation of Revenue-Neutral BTT Tax Rte

Revenues to be Replaced ($ billions) 2007
Personal Current Taxes 1,101
Corporate Income Tax 290
Estate and Gift Tax 26
Payroll Taxes 871
Less: Earned Income Tax Credit and Child Tax
Credit -52
Less: IRS Savings -8

Total Revenue ($ billions) 2,228

Revenue-Neutral Rate Calculation
Gross Tax Base 11,211
Base Reduction Equivalent for Rebate -2,212
Less: IRS Spending -8

Net Tax Base ($ billions) 9,091
Tax-Inclusive Rate (2,228 / 9,091) 24.51%
Tax-Exclusive Rate (2,228 /9,091 — 2,228) 32.46%

Rates Without Replacing the Payroll Taxes

Total Revenue ($ billions) 1,357
Tax-Inclusive Rate (1,357 / 9,091) 14.93%
Tax-Exclusive Rate (1,357 /9,091 — 1,357) 17.55%

Note: Totals may not add due to rounding
D. Distributional Effects

Tables 22 and 23 show the average tax rates fosemmlds within specific income and
expenditure deciles.

Table 22 shows the distributional results whenviitials within our data set are sorted into
deciles based on income. The BTT appears regesaw the tax burden takes a higher
percentage of income of those individuals in thedibincome deciles and a lower percentage of
the income of those in the higher deciles. HoukkEhan the second and third deciles,
respectively, pay a tax-inclusive rate of 26 per@nd 22 percent measured by income and 17
percent when measured by expenditure. Meanwlhikpatyers in the highest income decile face
a tax-inclusive rate of 14 percent measured bynme@nd a rate of 20 percent measured by
expenditure. Therefore, when sorted by income,Bi& is shown to be regressive when tQ&
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taxpayers’ burden is calculated as a percentagjgeafincome, but more progressive when their
tax burden is measured against their expenditures.

Table 23 displays the distributional results of BT for individuals within our data set sorted
into deciles based on expenditure. Like the FairBad flat tax, taxpayers in the first
expenditure decile experience a negative tax ratause they receive more money in the form
of a rebate or prebate than they pay in taxes.

Table 22. Average Tax-Inclusive Rates by Income @ups for the BTT
(Replacing Current Income, Payroll, and Estate andsift Taxes)

Income Per Capita Average Average BTT Tax Rebate Tax By By Annual
Deciles Annual Annual Paid Liability  Annual Expenditures
Income Expenditure Income
1 (lowest) $3,436 $25,260 $8,182 $2,151  $6,031  175% 24%
2 $10,334 $15,596 $4,634 $1,985 $2,649 26% 17%
3 $13,788 $18,347 $5,314 $2,271  $3,043 22% 17%
4 $17,062 $19,620 $5,510 $2,201  $3,308 19% 17%
5 $20,577 $21,998 $6,078 $2,264  $3,813 19% 17%
6 $25,042 $24,729 $6,716 $2,398 $4,318 17% 17%
7 $30,609 $28,174 $7,511 $2,371  $5,139 17% 18%
8 $38,019 $34,701 $9,316 $2,302 $7,014 18% 20%
9 $50,806 $42,173$10,977 $2,341  $8,635 17% 20%
10 (highest) $124,970 $86,27319,849 $2,362 $17,487 14% 20%
Average $33,464 $31,687 $8,409 $2,265 $6,144 18% 19%

Note: Totals may not add due to rounding.

The BTT proves to be solidlprogressivewhen measured against both individuals’ average
expenditures and income. Taxpayers in the third &wurth expenditure deciles would
experience average tax rates between 6 percerfd g@edcent, while those in the highest would
pay between 23 percent and 27 percent. Taxpayéhe dower end of the income scale pay a
lower BTT compared to taxpayers with a higher inepnanging from an average of 3 percent in
the bottom decile to 36 percent at the top.
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Table 23. Average Tax-Inclusive Rates by Expendite Groups for the BTT
(Replacing Current Income, Payroll, and Estate andsift Taxes)

Expenditure Per Average Average Annual BTT Tax Rebate Net Tax By By Annual

Capita Deciles Income Expenditure Paid Liability = Annual Expenditure
Income

1 (lowest) $13,654 $6,779  $1,272 $1,886 $-614 -4% -9%

2 $19,628 $10,540  $2,176 $2,142 $33 0% 0%
3 $21,527 $13,193  $2,939 $2,195 $744 3% 6%
4 $24,164 $16,097  $3,743 $2,238$1,505 6% 9%
5 $27,883 $19,492  $4,664 $2,273$2,390 9% 12%
6 $29,782 $23,414  $5,853 $2,301$3,552 12% 15%
7 $32,031 $28,293  $7,369 $2,300 $5,069 16% 18%
8 $37,142 $35,750  $9,506 $2,372$7,134 19% 20%
9 $44,289 $48,274 $13,405 $2,42%10,979 25% 23%
10 (highest) $84,542 $115,049 $33,163 $2,513%30,650 36% 27%
Average $33,464 $31,688 $8,409 $2,265$6,144 18% 19%

Note: Totals may not add due to rounding.

The distributional burden of the BTT resembles ¢hof the other consumption taxes (FairTax

and flat tax). The analysis demonstrates thaBthi€ would be progressive when measured by
expenditure class or lifetime income and regresaiven measured by temporary income, as one
would expect.

VI. Comparing the Tax Bases
A. Comparing the Rates and Bases of the Four Tax Systems

Table 24 displays the tax base for all four taxesys and includes their differences. On a net
basis, the FairTax has the largest tax base; 8%%rillion it is $256 billion higher than the
BTT base ($9.099 trillion), $1.822 trillion largénan the flat tax base ($7.533 trillion), and
$2.322 trillion more than the current system ($3.68lion).*®

The FairTax base is largest because it avoidsxémptions and deductions characteristic of the
other systems. Moreover, the FairTax exempts siaie and local sales taxes, while the flat tax
and BTT allow for the deduction of other exciseatsand import duties.

The current system, FairTax, flat tax and the BaX the wages, salaries, pensions, and fringe
benefits of government and nonprofit workers. Thage benefits of workers in private
corporations are captured through the businesandgr the flat tax. Furthermore, the flat tax is
not a destination principle tax and therefore mgiarts have not been included in the base.

Table 25 presents tax rates for the four tax systeéhat would apply under alternative
assumptions. The first set of rates uses the Bei$ealculated in each of the previous sections
and displayed in Table 24; their bases differ far teasons stated above. The differences in the

% The total gross tax base for the current tax systeludes wages, salaries, and other income fotak base of
the personal income tax and the payroll tax. Toidndouble counting them in the gross base calowatall 5o
components of the personal, corporate, payroll, esthte and gift taxes were added together and tiwen
components of the payroll tax base were subtramted
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tax rates for each system are also caused byxhrevanues to be raised by each system and the
prebate/rebate for each system.

The text of both H.R. 25 and S. 1921 explicitlyls&br the elimination of the IRS, and therefore
we eliminate $8 billion, or 73 percent, from theldillion of the FY 2007 IRS budget. Several
functions of the IRS would need to be retained,dsua much smaller scale, due to the fact that
the states would provide most of the administrafivections of the FairTax and BTT. Thus the
$8 billion is subtracted from the revenues to belaged. As we have explained in previous
sections, this drop in consumption at the fedexall will be picked up fully by the taxpayer, so
this adjustment is not necessary when calculatiagbtise for these tax reform proposals.

For the three tax reform proposals, we have eliteshahe cost of the earned income tax credit
and the child tax credit, which the federal goveenincounts as spending and which represents
revenue that would not be raised under the Fairflakfax or BTT. As a result, $52 billion is
removed from the revenue that would be replacethéyhree proposals.

The second set of rates displayed in Table 25 ghewtax rates that would apply if the three
proposals did not replace the federal payroll taofe$871 billion in 2007 — a relevant exercise
because the flat tax and BTT (in S. 1921) do nétfoathe replacement of the federal payroll
taxes. The result is to lower the tax rates fbtheike systems substantially, as one would expect
since the payroll taxes will represent about 3@&ent of total federal revenues in 2007.

Note that the flat tax-inclusive rate is now at1PBpercent, or almost a full percentage point
lower than the 19 percent called for by Hall and&shka. This difference is primarily due to

our adjustment of untaxed government spending aititout the adjustment the tax-inclusive

rate would be 18.81 percent — very close to thpelBent Hall and Rabuska rate.

For the last set of rates listed in Table 25 wemadized the revenues to be raised and the
exemptions across all four tax systems. The frfateall four systems are within 3.1 percentage
points of each other on a tax-inclusive basis. FagTax and BTT tax-inclusive rates are the
lowest and within 1 percentage point of one anotihée to the similarity of their bases,
especially their taxation of net imports. Meanwhthe rates for the current tax system and the
flat tax, neither of which taxes net imports, alsoavithin 0.5 percentage point of one another.
These similarities between the tax bases of th& &gj flat tax, and BTT are explored further in
the next section.
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Table 24. Comparison of the Tax Bases 201 ($ billions)
Taxable Items Current Law FairTax Flat Tax BTT
National Income 12,224
Personal Consumption Expenditures 9,772
Gross Value Added (BTT includes non-profits) 0,779 11,501
Business
Business Income 2,356
Adjustments
Gross Private Domestic Investment -2,331 -2,331
Change in Private Inventories -21 -21
Single-Family Structures 470 470
Net Imports of Goods and Services €12
Indirect Business Taxes -1,009 -1009
Financial Services 288
Wages and Salaries -4,840
Pension Contributions -236
Personal
Private Wages and Salaries 4,840
Total Wages and Salaries 4,685
Other Income (Flat tax = pension income) 1,440 0 48
Taxable Estate and Gift 134
Adjustments
Education -221
Travel 53
Other (Self-consumed farm output) -C.6
Housing -382
Salaries and Wages of Non-Profits -68
Non-Profit Investment 58
State and Local Sales Tax -263
Government and Non-Profit Institutions
State and Local Government Spending 1,093
Federal Government Spending 916
Wages and Salaries (BTT only government) 1091 49,5 1,513
Fringe Benefits 479
Adjustments
Administrative Credit to Merchants and States -54
Untaxed Federal Government Spending 276 276 276
Payroll
Private Wages and Salaries (Adjusted for Sociali®gy 4,157
Government Salaries and Wages* 593
Contributions to Employee Pension Funds 990
Proprietors’ Income 1,034
Gross Tax Base 9,706 11,467 10,437 11,203
Total Exemption/Deductions, Prebate, Standard Diemhyc 2,673 2,112 -2,904 2,112

Net Tax Base $7,033 $9,355 $7,533 $9,099
*About 72 percent of state and local workers dopat into Social Security.

**Figure includes adjustment for untaxed federafgmment spending (+ $276 billion) and the admiatste credit paid to 54
retailers (- $57 billion). Wte: Totals may not add due to rounding.
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Table 25. Comparison of the Tax Rates 2007
Current Law FairTax FlatTax BTT

Net Tax Basg($ billions ) 7,033 9,355 7,533 9,099
Revenues to be replacgibillions ) 2,288 2,228 2,236 2,228
Tax-Inclusive Rate (%) 32.53 23.82 29.68 24.49
Tax-Exclusive Rate (%) 48.22  31.27 4221 3243

Tax Rates Without Replacing Payroll Taxes
Revenues to be replacé billions ) NA 1,357 1,365 1,357
Tax-Inclusive Rate (%) NA 14.51 18.12 14.91
Tax-Exclusive Rate (%) NA 16.96 22.13 17.55

Tax Rates with the Same Exemption and Revenue

Gross Tax Base 10,268 11,467 10,437 11,211
Prebate/Exemption 2,112 2,112 2,112 2,112
Net Tax Bas¢$ billions ) 8,156 9,355 8,325 9,099
Revenues to be replacéh billions ) 2,228 2,228 2,228 2,228
Tax-Inclusive Rate (%) 26.51 23.82 26.76  24.49
Tax-Exclusive Rate (%) 36.07 31.27 36.54 32.43

Note: Totals may not add due to rounding.
B. Comparing the Theoretical Base of the FairTax, Flat Tax, and BTT

In principle the FairTax, flat tax, and BTT aretually identical forms of taxation that target
consumption spending in the economy. These tatesysnot only provide a much simpler
system to administer than the current federal y@xesn, but also remove the penalties on labor
and investment inherent in the current system thsiort incentives to work and save and
ultimately slow economic growth. Table 26 contasnsomparison of the three tax bases that
illustrates their similarities.

We start with GDP (Y), the broadest measure of th8. economy, consisting of private
consumption spending (C), investment (I), governnpemchases of goods and services (G), and
exports minus imports of goods and services (X-Mhis is illustrated so:

(50) Y=C+I+G+(X -M)

All three tax systems exempt private investmerdiuiing business inventories, from taxation so
that we to need subtract it from their bases. TnN®s us our estimated gross tax base of
$11.607 trillion in 2007, which is the same fortallee systems.

The tax bases for the three systems begin to ddviergheir treatment of exports and imports.
Both the FairTax and the BTT exempt exports froxat®n and tax imports. The FairTax
accomplishes this by taxing only those goods solthé United States, while the BTT exempts
exports from taxation and taxes imported goodssamdices at the border. The flat tax, through
the taxation of wages and corporate income, taxpsres but not imports. Since imports exceed
exports (by $812 billion 2007) and the trade déeBabtracts from GDP in equation (44) and thus
the gross tax base for all three systems, we aglddlue of net exports back into the base for the
FairTax and BTT.
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Further adjustments need to be made to the basaabf system. The flat tax and BTT allow
companies to deduct the full value of indirect hass taxes, comprising sales and excise taxes,
import duties, and other taxes. The FairTax ordgdutts the portion of state and local sales
taxes applying to sales at the retail level ($2@i®b in 2007); since the FairTax does not apply
to wholesale transactions (businesses-to-busiraas)sstate and local sales taxes that apply to
these transactions are automatically excluded ftbenbase. Finally, the FairTax exempts
personal education spending on tuition and jolmiingi and government education expenditures
for the salaries of employees that directly provetkicational services, such as teachers and
trainers. These two items total an estimated %6i#idn in 2007.

Table 26. The FairTax, Flat Tax and Business Trarier Tax Bases in Principle,2007

($ billions)
Line  Taxable ltems FairTax Flat Tax BTT
1 Gross Domestic Product [C + | + G+(X-M)] 13,959 1359 13,959
2 Less: Gross Private Domestic Investment (1) 2,33 -2,331 -2,331
3 Less: Change in Private Inventories (1) -21 21 21 -
Total Gross Tax Base 11,607 11,607 11,607
Adjustments
4 Plus: Net Imports of Goods and Services (X-M) 812 812
6 Indirect Business Taxes* -263 -1,009 -1009
7 Education -624

8  Net Tax Base Before Prebate or Standard Deduction 13,532 $10,598 $11,410
*FairTax — only state and local sales taxes thptyat retail sales.
Note: Totals may not add due to rounding.

The final tax bases, net of the adjustments outlegove, for all three systems are displayed on
line 8 of Table 26. The base for the FairTax ighdly higher than the BTT, primarily due to the
smaller portion of indirect business taxes thauistracted from the FairTax base and in spite of
the subtraction of $624 billion in education expéumgs. Nevertheless, the net value of the two
bases is remarkably similar, differing by only $1&Rion, or 1.1 percent. The flat tax base is
smaller than the other two systems because ofeiégnent of exports and imports, making the
net base $812 hillion lower. The net flat tax bem®ains within $934 billion, or 8.1 percent of
the FairTax base.

The three tax systems use consumption as the grimaans to raise revenue. As a result, their

tax bases, in principle, use the same startingtpoamd are similar after making major
adjustments.
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VII. Conclusion

As federal tax reform makes its way through Cormgrésth legislators and organizations have
proposed competing plans. H.R. 25: The Fair Take&sentially aims to replace most current
federal taxes with a national retail sales taxnuinber of other plans, including publisher Steve
Forbes’s flat tax proposal and a BTT plan outlinedhe bill S. 1921 filed by Senator DeMint,
have also come forward. In considering differenmiposals for tax reform, policy makers should
determine what they are going to tax (the tax basd)by how much they are going to tax it (the
tax rate).

As we have seen, the three tax systems under @vasih to replace the current tax law target
consumption in the economy as the base for taxaéind therefore, in principle, their bases are
equal. However, due to the differences in theildetd each proposal, the tax bases and tax rates
ultimately diverge. Through a careful accountirigle details of each proposal, we conclude
the following:

* The revenue-neutral FairTax rate is 23.82 peraamta tax-inclusive basis, and 31.27
percent, on a tax-exclusive basis. This is onl\2(@8rcent higher than the 23 percent
tax-inclusive rate called for in H.R. 25.

 To implement a FairTax rate of 23 percent, 2007exrgures, excluding Social Security,
would need to be reduced by $76 billion, or 2.78est, representing the difference
between the spending that would be necessary with@ercent rate and the revenue that
would actually be raised. The $76 billion redustim non-Social Security spending
would keep this portion of federal expenditure adimat the 2006 level in nominal terms
and represents a 0.5 percent cut in spending betesdendar years 2006 and 2007.

* The FairTax does not necessarily impose a burdestaia and local government; rather,
a portion of purchasing power is fully transfertedndividual consumers from state and
local government. It would be up to state and llgmvernment, under the FairTax, to
decide whether to permit the transfer to take plaicéo recapture the lost revenue by
raising tax rates or otherwise changing their saxsl.

» The FairTax has the largest base because it avexdsnptions and deductions
characteristic of the current tax law. Moreovée FairTax exempts only a portion of
state and local sales taxes, while the flat tax Bifidl allow for the deduction of other
excise taxes and import duties. The current taxdad the flat tax bases provide for
large personal exemptions and do not specificahyimports.

* The large tax bases of the FairTax and BTT tra@shab the lowest tax-inclusive rates
(23.82 percent and 24.49 percent, respectively)levthe current tax law and flat tax
have the highest inclusive rates at 30.15 percetht2®.68 percent, respectively. These
rates are calculated assuming that all plans repthe same taxes as the FairTax,
including the federal payroll tax.

 An analysis of the distribution of the tax burdeiheach system, across households
grouped by income and expenditure deciles, shoafsthie FairTax, flat tax, and BTT,
all consumption taxes, are progressive when meddyrexpenditure or lifetime income
and regressive or less progressive when measuredirbgnt income. The current tax
law is progressive when measured against curraadme but much less progressive
when measured against current expenditure omtifethcome. 57

A Comparison of the FairTax Base and Rate with Oetional Tax Reforr



» A theoretical comparison of the tax bases of edctihe four systems reveals that the
FairTax, the BTT, and the flat tax bases are vamjlar. The differences lie in the
details of the specific proposals.

Policy makers have several options to move theeatitax system, operating under a maze of
laws and rules, toward a simpler system. The RairTlat tax, and business transfer tax each
offer simpler and more efficient systems than theent one. They also offer the added bonus
of relieving private savings from taxation. Of $kehree options, the FairTax offers the broadest
tax base and the lowest tax rate to replace thremitax law.
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Appendix A: The Mathematics of State and Local Fiance under the FairTax

In this appendix we provide a more detailed dematish of why AC and AGS would be
identical in absolute value but with opposite sighfge start with consumption. Using equations
(34) and (43) from section II. F,

-t —sit

oy (amsi(a-t) 1
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We now refer to equations (35) and (45) from seclioF to derive the change in state and local
government spending:
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Comparing the right-hand side of equations (A.1J ék.2) we observe that they have the same
absolute value but opposite signs, so that:

(A.3) AC=-AGS
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Appendix B: Methodology
Distributional Analysis

The distributional analysis contained in Table8,714, 15, 18, 19, 22, and 23 was derived from
the paper by David G. Tuerck, Jonathan Haughtom| Bachman, and Phuong Viet Ngo

entitled, “A Distributional Analysis of Adopting ¢hFairTax.” For a detailed methodological

discussion please refer to the report.

Inflating the Base to 2007

All calculations were completed using the year imali the most recent data were available, in
most cases 2004 or 2005. For those data seriewHmh 2004 data were not available the
numbers were inflated to 2004 using CPI or the ayergrowth rate over the preceding three
years.

Forecasts from the CBO, “The Budget and EconomiticOk for Fiscal Years 2007 to 2017,”
were used to obtain estimates for the year 200Fat TBO publication provides forecasts of
several economic indicators and their growth r&t@m®s 2005 through 2016, and the growth rates
of the CBO projections were used to estimate ota daries from 2004 to 2007.

The CBO estimates of wages and salaries were adjustwn slightly (5 percent in 2005 and 4
percent in 2006 and 2007) to reflect the negatifle@ence of higher short-term interest rates that
already exist today and should persist through 200ffe CBO estimated that the three-month
Treasury bill rate would be 2.8 percent in 2005 drf@l percent in 2006, while the rate as of
November 18, 2005 had already reached 4 percestrding to Bloomberg.corif.

The CBO-projected growth rate of gross domesticpcod served as the default to estimate each
component of the tax bases, unless a CBO foretastather series proved more appropriate, or
if the behavior of the GDP and the data seriescatdd an inappropriate match. In the absence
of an appropriate series for estimating the tae lmsnponent, the component’s own growth for
the preceeding three to five years was used tacésteto 2007. The table below contains the
components of the four tax bases and the variabi¢her method used to inflate the component
to 2007. The CBO projections for the 2007 compémeh federal tax revenue collections were
used to calculate the tax rates for each propoBad revenue figures were adjusted to reflect the
CBO estimates of total revenue if the 2001 and 2@0Grelief packages do not expire as
scheduled.

% Bloomberg.com, Market Data: Rates and Bonds, alvilat 61
http://www.bloomberg.com/markets/rates/index.html
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Inflating the Prebate, Allowance, and Deduction

The prebate for the FairTax and BTT was inflate®®7 using the CBO estimate of CPI to
inflate the Health and Human Services 2004 povienel guideline figures. The number of
households was inflated using The U.S. Census Bustimate of population growth from 2004
to 2007 (2.77 percent). The increase was distribateenly across all households, assuming that
the composition of households will remain constativeen 2004 and 2007.

The flat tax deduction was inflated to 2004 usictual CPI figures for “all urban consumers”

and applied to the Hall and Rabushka figures citethe 1995 edition of their book. The

deduction was inflated to 2007 using the CBO edeshaf CPl. The Census projection for U.S.
population growth (2.77 percent) between 2004 a@@72was also applied to increase the
number of households; the increase was also edstiybuted to all household sizes.
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Fair Tax
Line = Taxable Items
1 Personal Consumption Expenditures
2 Purchase of New Homes
3 Purchases of New Mobile Homes
4 Improvements to Single-Family Homes
5 Brokers’ Commissions on Housing
6 Imputed Rent on Housing
7 Imputed Rent on Farm Dwellings
8 Education Expenditure
9 Taxable Home Mortgage Interest
10 Taxable Nonprofit Interest
11 Taxable Personal Interest
12 Expenditure in U.S. by Nonresidents
13 Expenditure Abroad by U.S. Residents
14 Foreign Travel by U.S. Residents (services)
15 Food Produced and Consumed on Farms
16 State Sales Taxes
17 Salaries and Wages of Non-Profits
18 Capital Spending by Non-Profits
20 State and Local Government Consumption
21 Current Education Spending
22 Gross Purchases of New Structures
23 Gross Purchases of Equipment
24 Capital Consumption Allowance
26 Federal Government Consumption
27 Subsidies
28 Gross Purchases of New Structures
29 Gross Purchases of Equipment and Software
30 Capital Consumption Allowance
34 Untaxed Federal Government Spending

Variables Used to Inflate Data Points to 2007 Dolls.

Source
GDP
GDP
CPI
GDP
GDP
GDP
GDP
GDP

10-year Treasury bond, adjusted to a 3-year
bond rate, assuming a 150 basis point difference
between the 10- and 3- year bonds.

Same as above
Same as above
CPI
GDP
GDP
Priorr3ayesage growth rate
GDP
GDP
GDP
GDP
Federal Governmeendpg
GDP
GDP
Federal Governnsgrending
Federal Govern8@ending
Federal Government Spending
Federal GmestnSpending
Hedev@rnment Spending
Federal Governnggending
Federalt@ment Spending
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Variables Used to Inflate Data Points to 2007 Dolfs. (Cont.)
Current System

Line Taxable Items Source
1 Net National Income GDP
2 Cash Wages Wages and Salaries
3 Profits Before Taxes Corporate Profits
4 Corporate Dividends Paid to Households CPI
5 Proprietors' Income with IVA, CCAdj Wages and&®is
6 Rental Income of Persons with CCAdj Average pti@ryear growth rate
7 Net Interest Paid by Business to Households HD-Yeeasury Bond
8 Private Pension Benefits Average 8-year annualtyr rate
9 Taxable IRA Distributions Average 8-year annual growth rate of “private”
10 Social Security Benefits Avérage 8-3}ear annuavth rate
11 Unemployment Insurance Benefits Average 8-ymaual growth rate
12 State and Local Refunds CPI
13 Taxable Interest Income Average 8-year annualtyr rate
14 Realized Capital Gains CBO projection, Table #-34
16 Standard Deduction CPI
17 Itemized Deduction Average 8-year annual grawath
18 Personal Exemptions Average 8-year annual groatéh
19 Unused Deductions and Exemptions Average 8-year annual growth rate
27 Gross Estate for Tax Purposes Wages and Salaries
Wages and Salaries, increased by 33% in 2006
28 Total Allowable Deductions due to increase in exemption from $1.5 million
to $2.0 million
29 Taxable Estate Wages and Salaries
30 Taxable Gifts Wages and Salaries
32 Private Wages and Salaries Wages and Salaries
33 Government Salaries and Wages (approx. 72%)  SVaue Salaries
34 Contributions to Employee Pension Funds WagdsSaitaries
35 Proprietors’ Income Wages and Salaries
The Flat Tax
Line = Description of Taxable Item Source
1 Gross Business Value Added GDP
2 Indirect Business Taxes GDP
3 Wages, Salaries, and Pensions Wages and Salaries
4 Pension Contributions GDP
5 Business Investment GDP
6 Change in Private Inventories GDP
7 Single-Family Structures GDP
8 Fringe Benefits Federal Spending
10 Wages and Salaries Wages and Salaries
11 Pensions Average growth rate from 1999-2003
13 Family Allowance CPI and population growth
15 Untaxed Government Spending Federal Governnyriding
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Variables Used to Inflate Data Points to 2007 Dolfs. (Cont.)

The Business Transfer Tax

Line | Description Source

1 Gross Business and Non-Profit Value Added GDP

2 Government Employee Compensation GDP

3 Gross Domestic Private Investment GDP

4 Change in Private Inventories GDP

5 Single-Family Structures GDP

6 Net Imports of Goods and Services CPI

7 Indirect Business Taxes Corporate Profits
8 Untaxed Federal Government Spending GDP
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