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Executive Summary

Representative John Linder and Senator Saxby Chesriided legislation in the form of H.R.
25/S. 1025, the Fair Tax Act of 2007 (from here l8rR. 25). This legislation calls for
abolishing most existing federal taxes, includimg tpersonal and corporate income taxes,
payroll taxes, and the estate and gift taxes apthecang them with a progressive national
consumption tax. Under the FairTax, the federalegoment would raise almost all of its
revenue by taxing consumer purchases at a “taxisn@” rate of 23 percent. The FairTax is
progressive, as it provides for a rebate of tagaligd a “prebate”) to be paid to each household
on its spending up to the poverty level.

H.R. 25 has several objectives, including tax sifigation and economic growth. It abolishes
the Internal Revenue Service (IRS), the federahegehat currently collects and administers
federal taxes, and shifts the vast majority of ¢hesponsibilities to the individual state sales ta
authorities> Adopting such a fundamental reform would havelicapions for the entire process
of collecting and administering taxes in the Unitethtes. The roles and responsibilities of
governments at all levels, businesses, and indisdwould change under the FairTax.
Individuals would no longer file tax returns, bussses would be responsible for collecting and
remitting the tax to the states, and state goventsneould process the revenue collections and
forward the appropriate revenue amount to the tddmvernment.

These changes prompt important questions pertatoitige cost of administering and complying
with the FairTax:

(1) What are the administration, collection, arithdi costs under the FairTax, and whom do
they fall upon?

(2) How do these costs compare to costs undesutient system?

(3) Would these costs increase or decrease unddfainTax when compared to the current
system?

This report attempts to provide answers to thesstipns.

For this study, BHI estimates the net (additioredministration, collection, and filing costs
(usually called simply “administrative costs”) tiet FairTax by considering each of the revenue
collection layers individually — retailers and Seevproviders (sellers), state governments, and
the federal government. BHI also accounts for ¢heings the private sector would enjoy
because of no longer having to file the incomeateswift, and payroll taxes that are replaced by
the FairTax. We do our analysis for 2005, the mresent year for which there are data on
states’ collection agencies’ operating costs ogletidppropriations.

! This means that the tax on a good priced at $7A#@@d be $23.00, so that the total price is $100Xhe “tax-
exclusive” rate would be about 30 percent (= 23/77)

2 H.R. 25 prohibits any funding of the IRS threergeaiter its enactment. It provides for collectimfrthe FairTax
by state sales tax authorities and specifies hevietieral government and the states will jointlynatdster the tax.
It requires the Secretary of the Treasury to esflafain Office of Revenue Allocation to arbitratey aisputes
between states regarding the destination of satgsurposes of allocating sales tax revenue amuoagtates.
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As shown in Table 1, we find that the FairTax sa$846.51 billion in administrative costs in
2005 when compared to the administrative costhetdxes it replaces. This implies a saving of
$14.70 per $100 of the gross revenue the FairTaXdvllect. We find these estimates robust
enough to ensure that even if any additional spenis needed under the FairTax to hold
avoidance and evasion to their current levels,itluseased spending would never overcome the
savings the FairTax brings when compared to theentitaxation system.

Table 1: FairTax Net Administrative Costs (Savingy

Cost component $ billions
1. Net sellers’ FairTax collection costs 60.31
2. Net state governments’ FairTax collection costs 9.66
3. Net federal savings (9.38)
4. Private sector savings (407.112)
5. Total FairTax costs (savings) [1. + 2. + 3. 4 4. (346.51)
6. Total FairTax costs (savings) per $100 of revenu (14.70)

Billions of $ except per $100 figures. Numbers matyadd up because of roundi
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[. Introduction

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 ca@tab@nd dividends, increase deductions for IRA
contributions, create Roth IRAs and medical saviagsounts, increase the earned income tax
credit for the working poor, and make other chang@&fe result is over 60,000 pages of tax
code, rules, and rulings that can confuse evemths adept tax professionals.

With federal tax reform again on the table, sevayaups and legislators have proposed
alternative plans. The FairTax plan is one sudppsal. Essentially, it aims to replace most
current federal taxes with a national retail sades In 2005, Representative John Linder and
Senator Saxby Chambliss filed legislation in therf@f H.R. 25. Such a fundamental overhaul
of the federal tax system would impact nearly evadividual and institution in the United
States. The tax collection, administration, afiddiprocesses would be completely revamped
under the FairTax.

Under current tax law, individuals are requiredil®income, estate, and gift tax returns. Under
the FairTax, these obligations disappear as indalglpay the FairTax when they buy goods and
services, but the obligation of filing would shiét the retailer or service provider selling those
goods and services.

Businesses currently file corporate income taxestaoth file and collect payroll (employment)
and personal income taxes. Instead, under th@ d&qibusinesses would collect the FairTax
from their retail customers and remit the revemuthé state sales tax authority.

The federal government currently collects the takas would be replaced under the FairTax. At
the same time, it processes personal income taxgpayroll taxes for its employees and pays
employer payroll taxes. Under the FairTax, theefatlgovernment would pay the FairTax on its
purchases and collect it on the wages and salafriessemployees.

State and local governments currently process éngopal income tax and payroll tax for their
employees. Under the FairTax, these governmentshgaFairTax on all their purchases and on
the wages paid to their employees. Moreover, gjateernments, if they so choose, would
administer and collect the FairTax from the sellers

In this report, we estimate how replacing the abmemtioned federal taxes with the FairTax
would affect the costs of tax administration, cdiilen, and filing. In our analysis, we do not
consider tax evasion or avoidance issues that doeldaised when replacing the tax system,
although we recognize that these matters affeatdseof tax revenue collection. Our purpose is
to estimate the effect of adopting the FairTax ostg assuming tax avoidance and evasion
remain at their current levels. Our estimates alssume that the FairTax would have been in
place for a long time, so we do not estimate tlaat-sfp costs that would be incurred in
establishing the FairTax. The motivation for tlighat we want to compare apples to apples.
Were we to compare the costs of both establishmagranning the FairTax with only the costs of
running the existing system, we would be compaaipgles to oranges, not apples.
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The paper is organized into ten sections. Thewollg section reviews the literature on the
matter. Section IIl presents the estimation of xenues to be collected under the FairTax.
Section IV explains the FairTax revenue collecfioacess. Section V estimates the net costs to
the sellers, while section VI does the same faesgavernments and section VIl for the federal
government. Section VIII estimates the net savioigthe private sector, and section IX puts it
all together with an estimate of the total costarggs that the FairTax brings about. Section X
summarizes our conclusions.

[l. Literature Review

A review of the academic literature indicates thatconsensus exists regarding the costs of
administration, collection, and filing for differetypes of tax systems. Some researchers
conclude that income taxes are less costly comptyesales taxes, while others find the
opposite. Researchers even disagree over thadabtiat determine the relative administrative
cost of a tax. However, there is consensus, agested by Shlomo Yitzhaki, that one goal of
tax policy is to reduce the “social cost” of taxatiby minimizing administrative costs and, thus,
the deadweight loss of the systdm.

The obvious obstacle to comparing the administeattests of the current system with the
FairTax, as William Gale and Janet Holtblatt nagethat no system like the FairTax has ever
been in placé. Therefore, any study attempting to make this canspn would need to make
assumptions about the administrative costs of athmgbical sales tax and then estimate those
costs, as we do here.

Joel Slemrod states that the costs of administesahes taxes are generally lower than the costs
of administering the federal income tax, and noteat, for a commodity tax system,
administrative costs are less the more uniformréites are, concluding that moving toward an
optimal system would entail making tax rates mariéoum.> He adds that a national retail sales
tax could, however, entail higher costs than a r@dencome tax, owing to enforcement
problems that arise with a much higher rate than drrently enforced ones. Matthew N.
Murray argues that a national retail sales tax ddwdve high administrative and enforcement
costs much like the current income tax systende argues that a radical improvement in
compliance cannot be expected with a nationallresdés tax. However, he does point out that
available evidence does not support a claim thgitdri sales tax rates would drastically increase
administrative costs and noncompliance.

Researchers also link the growth in compliancescesen over the last century with the growing
complexity of the existing federal tax code. SaobdttHodge, J. Scott Moody, and Wendy P.
Warcholik contend that the intricacy (complexityl) tbe tax code increases the administrative
costs’ Their study calculated that the number of sestiora subchapter of the income tax code
increased by 615 percent from 1954 to 2005. Evidenfcthis kind suggests that the FairTax,

3 Yitzhaki (1979).

* Gale and Holtblatt (1998).

® Slemrod (2000).

® Murray (1997).

" Hodge, Moody, and Warcholik (2005).
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with its single rate and absence of complex rukesuld significantly reduce administrative
costs.

The tax structure can increase compliance cosisdogasing noncompliance due to complexity.
James Alm, Roy Bahl, and Matthew N. Murray note thea structure of a tax system provides
incentives for tax evasion and that, in considetangreform, it is therefore important to consider
how taxpayers will respond to changes in the tamcaire® Marsha Blumenthal and Joel
Slemrod note that only a few studies account fer rilationship between changes in the tax
structure and changes in compliaiceTheir study found that certain features of tafoma
influenced compliance costs for individual taxpayerFor example, reducing the fraction of
itemizers reduced compliance costs, because cafgiiéemized deductions is time consuming.
Nevertheless, the authors say they could not daterimh greatly simplifying the tax system
would greatly reduce compliance costs.

It is important to specify how administrative costie measured. Blumenthal and Slemrod
delineate filing cost as being the monetary valti¢imme spent on tasks related to filing tax
returns as well as expenditures on goods and ssntised to facilitate the filing proceddfe.
Most studies measure administration and collectiosts of tax systems in terms of cost per
dollar of revenue collected. The lower the costqmlar of revenue collected, the more efficient
the tax system.

Although studies do not exist which compare a maticetail sales tax with the current tax
system, many studies do estimate the administratgés of the existing state sales taxes and the
current federal system. John F. Due and John ke$ill provide the most recent estimate of
administrative costs for state sales taXesThey surveyed eight states from 1991 to 1993 and
reported administrative costs ranging from $0.4$1d0 per $100 of revenue collected. As a
quick comparison, we note that the IRS reportsliecion and administration cost of $0.60 per
$100 of revenue collected in 1993 and of $0.440052

Government administration and collection costswaponly a portion of the administrative costs
of a tax system. Individuals and businesses alsaricosts of paying and filing their taxes, and
a complete estimate of administrative costs shont@iude all three components. Moody
estimates individual filing costs to have been $bidon in 2002 at a rate of $30 per hddr.
Slemrod has a lower dollar estimate for individcainpliance costs in 2004; $85 billion at a rate
of $20 per hout?

The Government Accountability Office’s 2005 repeaites a number of studies of business
compliance costs with the federal income tax swltha already-mentioned study by Moody,
wherein he estimated that retailers spent $85ohilln 2002 at an estimated cost per hour of
$37.26* Joel Slemrod and Varsha Venkatesh put the nummeh lower, at $22 billion in

8 Alm, Bahl, and Murray (1990).

° Slemrod and Blumenthal (1992).
19 bid.

" Due and Mikesell (1994).

12 Moody (2002).

13 Slemrod (2004).

4 Moody (2002).
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2001; however, this study excluded the largest@ @&rporations and all businesses with less
than $5 million in assefS. Slemrod later reviewed his previous studies astimated that
retailers spent a total of $40 billion, at a rat&20 per hour, complying with the federal income
tax in 2004%°

PricewaterhouseCoopers conducted the first natiesiiinate of retailer compliance with local
and state retail sales tax over the period of Aug084 through March 200%. This study found
that in 2003 the average annual state and locail sztles tax compliance costs were $3.09 per
$100 of sales tax revenue collected. As a pergentH# taxable sales, costs for smaller
businesses were found to be more than six timegegréhan those for the large retailers.

Robert J. Cline and Thomas S. Nuebig asked how kange costs for multi-state retailers are
affected by the different complexities of the sa@s'® In their analysis, they use the 1998
Washington Department of Revenue study as the foassstimates of the compliance costs for
companies with different sizes and serving diffestates”’

Hodge, Moody, and Warcholik note that compliancsetgwary by type of taxpayer, income
level, and stat€’ They estimate that individuals, businesses, amprofits spent an estimated 6
billion hours, at a cost of $265.1 billion, in 20066mplying with the federal income tax code — a
figure that they expect to rise dramatically ovesr hext decade.

In 1996, the Tax Foundation estimated the total glance costs of the current federal tax
system, the flat tax, the USA Tax system (a busimash flow tax), and the national retail sales
tax?* They found that the current federal system c@a5$billion in 1996, while all three
alternatives would reduce costs dramatically. Thsymate that the flat tax would cost $9.2
billion, the USA Tax $36 billion, and the natiomatail sales tax just $8.2 billion.

Building on the work of these studies and usingrestes of our own, we calculate the cost of
administration, collection, and filing for governnigs, businesses, and individuals for the
FairTax and for the current system. We next prd¢eesstimate FairTax revenue collections.

[1l. FairTax Revenue Collections

In this section, we estimate the tax revenue thailavhave been collected under the FairTax.
To do this, we calculate the FairTax base in 20@ibthe spending-neutral tax rate, following the

!5 Slemrod and Venkatesh (2002).

16 Slemrod (2004).

7 pricewaterhouseCoopers. “Retail Sales Tax Compigusts: A National Estimate,” Volume One: Main Be:p
9, April 2006. Prepared for Joint Cost of ColleatiStudy. Available at
http://www.pwc.com/Extweb/pwcpublications.nsf/dd&dF22DB30D07DBA 785257164006 DDEQE/$file/jccs-
part-1-vol-.pdf

18 Cline and Nuebig (1999).

19 Washington State Department of Revenue. “Retaif@ost of Collecting and Remitting Sales Tax,” Deteer
1998. Available ahttp:/dor.wa.gov/docs/reports/Retailers_Cost Shedsilstudy.doc

2 Hodge, Moody, and Warcholik (2005).

2 Hall (1996).
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methodology set forth in Bachman, etalWe then present the corresponding estimateseof th
gross and net FairTax revenue that would have belected in 2005. The reason for selecting

2005 is that it is the most recent year for whicaré are data on the operating costs of state
government revenue collection agencies, data ogdiuabpropriations, or other data necessary
for our calculations.

At first glance, the FairTax is a revenue-neutrapesal and may be seen as a proposal to
replace the amount of revenue that the federalrgavent would have under current law dollar-
for-dollar. However, because the imposition ofades tax is likely to affect prices, simply
replacing the dollar value of the current tax raxemay not allow the federal government to
maintain the real value of the services it curgeptiovides. The tax-inclusive FairTax rate for
2007 is set to be 23 percent in H.R. 25, but marnfiaas have argued that this rate would not
raise enough revenue to keep the federal goverrsnpatchasing power constant. Besides
keeping current spending constant in real terms, etimated rate must also ensure raising
enough additional revenue to finance the FairTdate of taxes on poverty level spending
(prebate) and the administrative credit paid tarmsses and governments collecting the tax.

Table 2: FairTax Base and Rate Estimates

A. Revenue $ billions
1. Revenue to be replaced 1,943.14
2. IRS savings (9.74)
3. Net revenue to be replaced [1. + 2.] 1,933.40
B. Base
4. Private consumption 8,274.10
5. Federal government consumption 834.10
6. State and local government consumption 969.74
7. Gross tax base [4. + 5. + 6.] 10,077.93
C. Base adjustments
8. Non-taxed transfers adjustment 249.51
9. Prebate base adjustment (2,011.30)
10. Administrative credit base adjustment (48.02)
11. Adjusted tax base [7. + 8. + 9. + 10.] 8,268.12
12. Tax-inclusive rate [3. + 11.] 23.38%
13. Tax-exclusive rate [3. + (11. - 3.)] 30.52%

Billions of $ except percentage fres. Numbers may not add up because of rounding.
Source: Authors’ estimations using CBO and IRS fat2005.

Bachman and his coauthors accounted for these ¥dutm estimating the base and rate that
would be needed for 20G7. However, because we had selected 2005 as oueneteyear for

22 Bachman, et al. (2006).
2 Ibid.
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this study, we needed to calculate the base anchthehat would have been needed in 2005 to
then estimate the revenue that the FairTax woule maised that year. For this, we apply the
methodology used by Bachman, et al. to 2¢f05.

Table 2 presents our estimates of the FairTax &dadehe rates for 2005. We start on line 1 with
the net revenue collected by the taxes that woaldeplaced by the FairTax in 2005, which the
IRS reports to be $1,943.14 billiéh.Since the IRS will neither be responsible for adstering

the taxes that are being replaced nor for mosh@fRairTax administrative operations, this will
reduce the revenue needed to finance the’{R®/e estimate these “savings” to be $9.74 billion
and reflect them on line%. Therefore, the net revenue to be replaced in 2805hown on line

3, is $1,933.40 billion. As mentioned before, ehare other items that would adjust the revenue
needed under the FairTax. Such items are: Noedtéederal government transfers, the prebate,
and the administrative credit to be given to ssli@nd state and local governments. However,
the spending needed in these categories depentlie aate in place. Since we are calculating
the rate at this point, we have to make the coamrding adjustments to the base, not the revenue
itself, in order to accommodate for these changepénding.

We now consider the FairTax base. In very basmdethis base is composed of all private and
government final consumption of goods and serviessept for spending on education. In
section B of Table 2, we present the estimationthef FairTax base for 2008. Private
consumption is estimated at $8,274.10 billion, falgovernment consumption at $834.10
billion, and state and local government consumpt&n$969.74 billion. The gross base
calculated by adding these three numbers is estirnatbe $10,077.93 billion, as shown on line
1.

We now present the estimates of the adjustment® iathe base to accommodate for changes
in the revenue that are related to the FairTax rdtee first adjustment is to account for the fact
that the change of tax system reduces the nommaluat of federal government transfers
needed. Since there is lower spending in realad®lin this category, this is equivalent to
increasing the base. Consequently, on line 8 weegmt an estimate of an increase to the base of
$249.51 billion to accommodate for the lower reveeneeded for federal transfers. The FairTax
must also raise sufficient revenue to fund theTeadirprebate and the administrative credit. The
prebate is a rebate of taxes (albeit in advancengirise to the term “prebate”) to qualified
households that effectively exempts all househopis’chases up to the poverty level. The
administrative credit is the amount that the selbard the state and local governments will keep
from the revenue they collect. Since these ark bmreases in the revenue to be collected, we
accommodate for them when calculating the taxlgitdecreasing the base. On line 9 we show

%4 The explanation of the methodology used to esérttae gross base, the adjusted base, and thés@pond the
scope of this study so we refer the reader to ik wf Bachman, et al. (2006).

**|RS Data Book, FY 2005, Publication 55b.

% Note that these savings only require an adjustmiitfite revenue, and not an adjustment of the bbse
FairTax. Less spending by the federal governnrapties lower taxes paid by taxpayers, which implidsgher
disposable income. Marginal propensity to consisnwery close to 1 for the United States, whichliegpthat this
drop in federal consumption will be picked up bivate consumption. Finally, since the tax baseHlerFairTax is
all consumption (except education), this meansttimbase does not need to be adjusted.

27\We explain how we estimated the IRS savings iniGed|!.

% The estimates for this section of the table wéatained using the same CBO estimates as in Bachehanh,
(2006) but for 2005. We refer the reader to T&utm page 667 of that paper for the specific saurce
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an estimate of ($2,011.30) billion for the adjustineeeded in the base because of the prebate,
and on line 10 we present an estimate of ($48.0®)rbfor the adjustment needed because of
the administrative credit. By adding lines 7 thlgbulO, we obtain the estimate of the adjusted
FairTax base, which is $8,268.12 billion as presemn line 11.

By dividing the estimate on line 3 by the estimateline 11, we calculate the estimated tax-
inclusive FairTax rate for 2005 of 23.38 percemgI12), which implies a tax-exclusive FairTax

rate for 2005 to be 30.52 percent (line 13). Whith tax-inclusive FairTax rate estimate, we now
calculate the tax revenue that would have beeedell by the FairTax in 2005. We should note
at this point that since the federal government keiimburse households with the prebate, we
can consider the amount of revenue collected in@usf the prebate as the FairTax gross tax
revenue, and the amount of revenue collected niheiprebate as the net FairTax revenue.

Table 3: FairTax Revenue Estimates

A. From FairTax revenue $ billions
1. Gross FairTax revenue 2,356.60
2. Prebate (470.32)
Net FairTax revenue [1. + 2.] 1,886.28
B. From revenue to be replaced
4. Net revenue to be replaced 1,933.40
5. Transfers revenue adjustment (58.34)
6. Administrative credit revenue 11.23
Net FairTax Revenue [4. + 5. + 6.] 1,886.28

Billions of $. Numers may not add up because of rounding.
Source: Authors’ estimations using CBO and IRS @&at2005.

Table 3 presents our FairTax revenue estimates.caldelate the net FairTax revenue from two

perspectives as a check to see that our estimdialasce. First, we calculate the gross FairTax
revenue by multiplying the estimate of the gross base on line 7 of Table 2 by the tax-

inclusive rate of 23.38 percent, which yields teéneate of $2,356.60 billion presented on line 1
of Table 3. We next calculate the amount of trebpte by multiplying the estimate on line 9 of

Table 2 by the same 23.38 percent rate. This yitié negative estimate of $470.32 billion

presented on line 2 of Table 3. We then add thesesstimates to get the net FairTax revenue
of $1,886.28 billion.

The second perspective we use is to adjust thenastithat we show on line 3 of Table 2 with
the revenue estimates of the transfer reduction taedadministrative credit. The thinking
behind this perspective is that the revenue thelrBaimust be collecting, without counting the
prebate, must equal the net revenue that was loeiferted before, adjusted by the changes in
spending to keep federal government spending coinsiiherefore, in part B of Table 3, on line
4 we present again the value of the net revenumeteeplaced: $1,933.40 billion. Since the
federal government’s transfer requirements decreesenust reduce this revenue by the amount
no longer needed for those transfers. The negativeunt of $58.34 billion, presented on line 5,
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is calculated by multiplying the estimate on linef8able 2 by 23.38 perceftt. Similarly, since
the administrative credit is an increase in thededaevenue, we multiply the estimate on line 10
of Table 2 by 23.38 percent and obtain an estima®i1.23 billion®* Adding lines 4 through 6
of Table 3, we obtain the net FairTax revenue ¢884a.28 billion.

These estimates assume that there is no monetawynatodation and, consequently, that prices
do not increase. If prices were to increase, teelvalues would be adjusted accordingly, and
the tax-inclusive rate would yield the necessameneie. The advantage of the assumption of no
monetary accommodation is that we can compare ¢kienues and costs between the two
taxation systems directly. We observe, therefitrat, the net revenue under the FairTax in 2005
is lower than the net revenue replaced, in reahder The prebate is a tool for redistribution of
income, meaning that it simply causes the Fairi@axdllect and return additional revenue.
Therefore, at this point, we observe that, ovetakkpayers would have to pay less in taxes to
maintain the current services provided by the faldgovernment under the FairTax than it does
under current law, which implies that the FairTagud increase the taxpayers’ purchasing
power.

V. FairTax Revenue Collection Process

The process of collecting the FairTax from the coner and putting the revenue in the hands of
the federal government, as specified by H.R. 2&lires three sectors: Sellers, which include
both retail stores and service providers, stateegouents, and the federal government itself.
The sellers collect the tax on their sales to idials, state and local governments, and the
federal government. They then deduct the admatise credit (0.25 percent) from their
collections and forward that money to the states#dx authority. The state then remits the tax
collections from the retailers plus the tax on tthgirchases of labor (compensation paid to
government employees) minus the administrativeictedhe U.S. Treasury. Finally, the federal
government receives the monies from the stateseands the FairTax on its labor purchases. It
should be noted that, for this paper, federal guowental enterprises are considered to belong to
the sellers’ sector and not the federal governraeator. This is because government enterprises
collect the FairTax on the services they sell ® tonsumer, as do businesses in the private
sector.

In order to compare the administrative costs urmeh tax systems, we must identify the net
(additional) costs/savings that the FairTax woulohdp in each of the three layers of FairTax

revenue collection, which would allow for more psecpinpointing of specific issues. This

presents a difficulty, however, since the savirgyst the FairTax would bring to the private

sector (individuals, businesses, and nonprofit mggdions) cannot be easily distributed among
these three layers. The simple solution, whichayely in this study, is to consider the savings
to the private sector separately and bring allébémates together, later, to calculate the total
costs/savings resulting from the implementationhef FairTax. We start by estimating the net
costs to sellers of collecting the FairTax fromitteales and sending the money to the state
governments. We then consider the costs to tlie gtavernments of administering the FairTax

? The negative rate shows that an increase in tbe issequivalent to a reduction in the revenue.
% The negative rate shows that a decrease in theidasjuivalent to an increase in the revenue.
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as well as collecting the tax revenues from thiesglthe taxes on the labor purchases of local
governments and their own labor purchases, andlfimamitting the money to the U.S.
Treasury. We then estimate the net savings treatféteral government would enjoy, while
accounting for the costs of collecting the Fairbaxts labor purchases as well as processing the
prebate payments. Before bringing it all togetibegstimate the total costs/savings, we estimate
the savings in the private sector. We point oat thhen estimating the costs of collecting the
FairTax revenues and remitting them to the appatpruthority, we do so under the assumption
that the FairTax, like the existing federal taxteys, would have been in place for a long time,
for the reasons given in the introduction. Thus, ave not considering the start-up costs of
implementing and then running the FairTax.

V. Retailers and Service Providers (Sellers)

In this section, we calculate the costs that retsiind service providers would have incurred in
2005 to collect and remit the FairTax from buyensl @end the collections to their respective
state government. Under the FairTax, sellersrddlfgoods and services would collect a large
share of the FairTax and remit it to the state gawent after retaining their share of the
administrative credit. To estimate the costs affggening those tasks in 2005, we use the
national average cost of $3.09 per $100 of reverstienated by PricewaterhouseCoopers based
on a study of the costs incurred by businessesmaiile collecting and remitting state sales
taxes>' There are two underlying assumptions behindehbisnate: First, the cost per dollar of
revenue in 2005 is the same as in 2003; second;difection of a national sales tax with the
same base across states and three times more eeaeruss the nation would be, on average, at
least as efficient as collecting sales taxes adlosstates with different bases and exemptions.
We believe this second assumption to be very coatee because of the following reasons:

* In their study, Cline and Neubig show how retaileadlecting revenues in different states
bear significantly higher compliance costs thamitets collecting in just one state. They
claim that “compliance cost drivers affecting msthite retailers include wide variations in
what is taxable across states, significant diffeesnin which consumers and what uses are
exempt, and many tax base and rate changes paasegear.®® Their estimates for firms
with tax collection responsibilities in 15 statemge from 7 to 9 times those of retailers
collecting from one state. For firms with respdiigies in 46 states, the costs range from 12
to 14 times the costs for firms with responsit@ktiin one state, varying with the firm size.
The FairTax presents two opportunities to reduesdltosts:

o0 The FairTax imposes a single, uniform rate on abbds and services independently
of the state or locality in which the purchase sde This means that the retailers
would not have to determine whom to collect the fraxn and what rate to charge
them, thus reducing the time and effort requiredctonply with the tax when
compared to current state retail sales taxes; and

3L Pricewaterhouse Coopers,. @jt.
%2 Cline and Neubig (1999).
3 Cline and Neubig (1999) p. iii.
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o The FairTax would also provide an excellent oppatiy and some pressure, for
states and localities to align their sales tax $ageh the FairTax and to “piggyback”
on the FairTax for the calculation of their respectsales taxes. This practice is
currently followed by a number of states on theaoime taxes, so it seems reasonable
to expect that they would take such a measure.ortinfately, we cannot estimate
how much the FairTax would save in compliance cibstey did so.

* Through our estimates, we find that the revenuéewmald have been raised in 2005 under
the FairTax is more than 3.5 times the total sirsevenue raised by the states in that same
year. As we will see when we consider the stateegonent sector, this increase in revenue
decreases the total cost per $100 of revenue,mmpasyain in efficiency for the states. It is
therefore more than reasonable to think that thisicc also be the case for retailers and
service providers. Unfortunately, no data is aldé that we could use to estimate whether
these economies of scale are present or not.

Since the estimate we are using from the PricewateseCoopers report is expressed in terms
of cost per dollar of revenue, we need to estirttage~airTax revenue that retailers and service
providers would collect in order to estimate th&lt@ost that they would be incurring. As we
explained previously, the only amount of revenia tietailers and service providers would not
collect is the revenue from state and local govemisi purchase of labor and the revenue from
the federal government’'s purchase of labor. Tioeegfon line 1 of Table 4, we start our
estimation of the revenue collected by retailerd aarvice providers with the gross FairTax
revenue from line 1 of Table 3.

Table 4: Sellers’ FairTax Collections

1. Gross FairTax revenue 2,356.60
2. Federal government wages revenue (62/41)
3. State and local government wages revenue (92.97)

4. Revenue to be collected by retailg¢ts+ 2. + 3. 2,201.21

Billions of $. Numbers may not add up becausewihding

Source: Authors’ estimations using CBO and IRS @mt2005.

We then estimate the tax revenue that would beecigltl on the federal government’s labor
purchases by multiplying the estimated federal lpases component of the base on line 5 of
Table 2 by the estimated share of government wiaggir purchases given by Bachman, et al.
(32 percent) and by the FairTax-inclusive rate akewated in Table 2 (23.38 percetit). This
calculation yields an estimate of $62.41 billiorhieh enters with a negative sign on line 2 of
Table 4. Similarly, in order to calculate the amioaf revenue that would be raised on state and
local government labor, we multiplied the estimatdhe state and local government purchases
on line 6 of Table 2 by the estimate of the shdrstate and local government wages in their
consumption given by Bachman, et al. (59 percent) lay the FairTax-inclusive ratd. The

3 Bachman, et al. (2006) p. 671.
% Ibid.
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revenue thus estimated is $92.97 billion, whiclo asters with a negative sign on line 3 of
Table 4. Finally, summing lines 1 through 3 in [Ead yields an estimate of $2,201.21 billion.

Having the estimate of the FairTax revenue colkbtte retailers and service providers in 2005,
we can use the estimates from the PricewaterhougsC® report to estimate the costs that
would be incurred in collecting and remitting suctevenue. In their study,
PricewaterhouseCoopers presented estimates ofake retail sales tax cost, 3.09 percent, and
of the national average of net implicit transfed60 percent. The PricewaterhouseCoopers
estimates are from businesses that collect and isgaites tax to the states, which is the same
obligation that they would have with the FairTax.

Net implicit transfers include both vendor discauat 0.50 percent and net float of 0.10 percent.
Vendor discounts are a practice very similar toatiministrative credit of the FairTax, where 26
states and the District of Columbia allow the letato retain a percentage of the sales taxes
collected. We note that the weighted average matieendor discount estimated in this report is
very similar to the administrative credit percemtag H.R. 25 of approximately 0.50 percent.
However, the 0.50 percent under the FairTax indudeth the administrative credit of sellers
and the administrative credit of state governme#issthe seller level, we could apply only 0.25
percent to the revenue collected there. The pat f& generated by the interest the seller gains
by being able to hold on to the tax collected bef@mitting it to the states. These gains have to
be deducted from the sellers’ gross collectionscost

Table 5: Sellers’ Costs under the FairTax

Per $100 of
$ Billions Revenue

1. Gross collection costs 68.02 3.09
2. Administrative credit (5.50) (0.25)
3. Net float (2.20) (0.10)

4. Net collection costs [1. + 2. + 3.] 60.31 2.74

Numbers may not add up because of rounding.
Source: Authors' estimates and PwC report.

In Table 5, we calculate the costs to retailerssardice providers under the FairTax. On line 1,
we present the gross cost of collecting and remgitthe FairTax that we obtain by multiplying
the estimate of the revenue collected by retaiberdine 4 of Table 4 by 3.09 percent, which
gives our estimate of $68.02 billion. Line 2 prasethe estimate of the administrative credit the
retailers would get, calculated by multiplying testimate of the revenue collected by them on
line 4 of Table 4 by 0.25 percent, which is $5.5ldm. Line 3 gives the estimate of the net
float of $2.20 billion that is calculated by multi;jmg the estimated revenue collected by the
sellers on line 4 of Table 4 by 0.10 percent. Addiines 1 through 3 in Table 5 yields an
estimate of $60.31 billion for the net costs tdegslto collect and remit the FairTax.

VI. State Governments

In this section, we estimate the costs to stateeigmments of administering the FairTax. State
governments play a key role under the FairTaxHd®. 25 makes them responsible for most of
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the administrative tasks of the tax. Under theTRai, states will collect the revenue from
retailers, administer the registration of retailangl service providers as sellers, and administer
the registration of households for the prebate wéler, since most states already have a sales
tax and/or an income tax in place, these registiatosts would be almost negligible, for both
sellers and/or households would already be reg@dtier one form or another with the states.

Several authors have emphasized that for thosesstdtich currently have a personal income tax
that “piggybacks” on the federal personal income there would be an increase in the cost of
administering their existing personal income tagawse the FairTax repeals the federal income
tax. This argument needs some consideration.

The presence of a state income tax that uses the base as the federal personal income tax
does not imply that the state government’'s empleyeleo have to administer it do not know
how the federal government's personal income tageb@ calculated for individuals with
different socioeconomic characteristics. If them#ministrators are performing their jobs
correctly, they very well ought to know this by hea The removal of the federal personal
income tax will not cause these administratorsudenly lose that knowledge and, therefore,
should not increase the cost of the state goverhtoeadminister its own personal income tax if
it decided to keep having the personal income s argument is valid as well for any type of
state corporate income tax that may relate its hasthe federal corporate income tax. In
addition, the presence of the federal FairTax waukhte pressure on the states that currently
have a sales tax in place to conform the statdase to the FairTax base, thus simplifying the
tax collection process. In this study, however, agsume that there is no change in the
composition of the states’ taxation systems. Furtbhecause of the argument presented above,
we do not consider that costs would increase fatestwith income taxes because of the mere
disappearance of the federal income taxes.

Currently, there are five states that do not hasales tax in place. The cost of administering the
FairTax for those states would be arguably higheant for the states that have been
administering their own form of a sales tax for gottme now. On the other hand, H.R. 25

allows for these states to rely on other stateadmminister and collect the FairTax for them.

Therefore, this higher cost would be incurred ohstate governments that currently do not have
a sales tax decided to administer the FairTax ci@éein their states, so the higher cost would
not be a direct consequence of the imposition @RairTax.

Also, the higher cost would be temporary; in tirttegese states would reach the same level of
efficiency as the states with a sales tax currdntiylace. As mentioned above, we estimate the
costs of administering, collecting, and filing thairTax under the assumption that it has been in
place for a long time. Our methodology in thisteattherefore estimates the total cost for state
governments using only the 45 states that currdrathye a sales tax in place, which implies that
we are assuming that the other 5 states and thedDsf Columbia will incur the same average
cost as the 45 states that currently have a satds place®

3 Even though the District of Columbia has a sadesin place, we were not able to find all of thquieed data for
our analysis for it, so we did not include it inrgnodels.
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Table 6: State Governments’ FairTax Collections
1. Revenue remitted by retailers 2,195.71
2. State and local government wages revenue 92.97
3. Revenue collected by state governm¢ghts+ 2.] 2,288.68
Billions of $. Numbers may not add up becaus®wifiding

Source: Authors’ estimations using CBO and IRS fmt2005.

As in the previous section, our first step is ttineate the amount of revenue that the state
governments would be collecting. Under the FairTthe state governments would receive the
money previously collected by the sellers once theywe deducted the corresponding
administrative credit. Consequently, the estinmatdine 1 of Table 6 is $2,195.71 billion, which
equals the estimate on line 4 of Table 4 ($2,20biflibn) times 99.75 percent (1 minus 0.25
percent). In addition to this revenue, the stateeghments are responsible for collecting the
FairTax on labor purchases by themselves and ta} gmvernments in their state. Therefore, on
line 2 of Table 6, we include the estimate of tla&TFax on state and local government wages
presented on line 3 of Table 4, which comes to%PB2illion. The total revenue collected by the
state governments would, therefore, be the sumhe$e two figures, $2,288.68 billion, as
presented on line 3 of Table 6.

Having estimated the revenue for which state gawents would be responsible, we next

estimate how much it would cost them to performtsks associated with the collection of that

revenue. There are no recent studies to whichameturn for an estimate. The most recent —
and most referred to in the literature — studyhis dne from Due and Mikesell where the data
used is from 1991 to 1993 for only eight stafesThey found that the costs of administering

state sales taxes for the different state govertsnemged from $0.41 to $1.00 per $100 of

revenue collected. Since this study uses data@f ® decade ago and for only eight states, we
decided to make our own estimates of the costssthtg governments would be incurring.

The first piece of data we need in order to esenthé costs of collecting the FairTax revenue
for the states is an estimate of the costs th#&sstacur in collecting their own sales taxes. In
our data gathering effort, we found that most staxeadministration and collection agencies do
not disaggregate their administration and collectiosts by type of tax. Most do not even report
their total administration costs. In most case® based our estimate on the budget
appropriations of the state agency responsibleawrrevenue collection, although there were
some few instances where the agency would repeit #&xpenditures. In those rare cases, we
used the reported expenditure as our estimatdéocast. We note that by using estimates based
on the agencies’ budget appropriations our estignate very likely to exceed the true values,
making our estimate of the cost of the FairTaxtlfier states in 2005 a conservative one.

H.R. 25 requires sellers to remit the FairTax te ¢hate sales tax authority. Although states’
sales taxes and the FairTax are different, thdioakship with the sellers required by both is the
same. The FairTax simply increases the total amolisales tax revenue that the states would
be collecting. This has a double effect: It ims®es the total revenue collected and the share of

3" Due and Mikesell (1994).
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the total revenue collected in the form of a sédes Therefore, we required detailed revenue

collection data for each state so that the shasalek tax revenue can be computed.

Table 7: Fiscal Years and Data Sources for the Ddrent States

State FY Source of Cost Data
Alabama 2004 2004 DOR Annual Report
Arizona 2005 2006-2007 Executive Budget
Arkansas 2005 2005 DFA Actual Expenditures
California 2005 2007 Budget Expenditures
Colorado 2005 2007 Appropriations Report
Connecticut 2005 2007 Budget Financial Summary
Florida 2005 2005 Final Budget Report
Georgia 2005 2007 Governor's Budget Report
Hawaii 2005 2007 DOT Budget Report
Idaho 2005 2007 DOR Operating Budget
lllinois 2005 2007 State Budget
Indiana 2005 2005 Budget Appropriations
lowa 2005 2007 Agency Operating Budget
Kansas 2005 2007 Governor's Budget Report
Kentucky 2005 2005 DOR Annual Report
Louisiana 2005 2007 Budget Appropriations
Maine 2005 2007 Budget Appropriations
Maryland 2005 2007 Operating Budget
Massachusetts2005 2007 Budget Proposal
Michigan 2004 2006 Executive Budget
Minnesota 2005 2007 Budget Revenue
Mississippi 2005 2006 Budget
Missouri 2005 2006 Revenue Appropriations
Nebrask 2005 2007 Agency Appropriations
Nevad: 2005 2005 DOT Annual Report
New Jerse 2004 2004 Budget Appropriations
New Mexicc 2004 2006 Budget Appropriations
New York 2005 2006 Budget Appropriations
North Carolini 2005 2005 DOR Budget Appropriations
North Dakoti 2005 2007 Budget Appropriations
Ohio 2005 2005 DOT Annual Report
Oklahoma 2004 2007 Executive Budget

Pennsylvania
Rhode Island

2005 2007 Executive Budget
2005 2007 DOA Budget

South Carolina2005 2005 DOR Annual Report
South Dakota 2005 2007 Governor's Budget

Tennessee
Texas

Utah
Vermont
Virginia
Washington

West Virginia

Wisconsin
Wyoming

2005 2007 Governor's Budget
2005 2005 Proposed Budget
2005 2007 Budget Summary
2005 2007 Executive Budget
2005 2008 DOT Budget
2005 2005 DOR Annual Report
2005 2007 Executive Budget
2005 2007 Executive Budget
2004 2005 DOR Annual Report

Source of Revenue Data
2004 DOR Annual Report
2005 DOR Annual Report
2005 DFA Annual Report
2005 Revenue Collecti@msds Bureau
2006 Legislative Stadu@cil Forecast
2005 DOR Annual Repor
2005 DOR Annual Report
2007 Governor's Budgport
2005 DOT Annual Report
2005 STC Annual Report
2005 DOR Annual Report
2005 DOR Annual Report
2005 DOR Annual Report
2005 DOR Annual Repor
2005 DOR Annual Report
2005 DOR Annual Report
2007 Budget Revenues
2007 BRE Annual Report
2005 DOR Annual Report
2004 Treasurer Annual Report
2005 Supplement to Tax Handbook
2005 STC Annual Report
2005 DOR Financial &tadistical Report
2005 DOR Annual Report
2005 DOT Annual Report
2004 DOT Annual Report
2004 Revenue Collectioansus Bureau
2005 DTF Annual Report
2005 Tax Guide
2005 STC Biennial Report
2005 DOT Annual Report
2004 TC Annual Report
2005 Tax Compendium StatisScipplement
2005 House Staff Revenues Facts
2005 DOR Annual Report
2005 DOR Annual Report
2005 DOR Statistics
2007 Comptroller Biennial Repo
2005 TC Annual Report
2007 Executive Budget
2005 DOT Annual Report
2005 DOR Annual Report
2007 Executive Budget
2005 DOR Revenue CollectiResort
2004 Revenue CollectionssGgmBureau
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For each state that has a sales tax, we therefaiteergd data on tax collections and on
administration costs, as defined above, for fisear 2005. For six of the states there were no
data available for fiscal year 2005, so we gatheéhedappropriate information for fiscal year
2004. Table 7 shows the sources and dates fomgstrative cost and revenue data by state.

For all 45 states, we estimated the cost per $1@@venue collected using the estimates of total
cost and total revenue collected for each stater tffose states where data was collected for
fiscal year 2004, we inflated the total revenuengsihe consumer price index. We then

estimated the total cost in fiscal year 2005 bytiplying the inflated revenue by the cost per

$100 of revenue. We estimate the total revendeated by state revenue collection agencies at
$645.14 billion and the total cost in fiscal ye@02 incurred by these agencies at $5.41 billion.
These estimates imply a total cost for the statek0B4 per $100 of revenue collected, which

falls within the range given by Due and Mikes&llEven though it is on the upper end of that

range, we have already explained that this estimatery likely to be a high estimate.

Table 8: Descriptive Statistics

Cost Revenue

$ millions  $ millions  IncDum SalesShare
Mean 120.27 14,336.53 091 0.38
Median 82.66 8,610.35 0.34
Standard dviatior 168.82 17,150.62 0.29 0.13
Sample variance 28,501.77 294,143,656.30 0.08 0.02
Kurtosis 15.57 12.97 7.26 1.19
Skewness 3.68 3.19 -2.99 1.23
Range 967.38 97,303.82 1.00 0.58
Minimum 9.47 1,130.86 0.00 0.19
Maximum 976.85 98,434.69 1.00 0.77
Sum 5,412.32 645,143.81 41.00 17.11
Count 45 45 45 45

Table 8 shows descriptive statistics for the folloywariables:

» Cost —estimate of the state’'s total tax collection addhmistration cost in millions of
dollars, by state;

Revenue -estimate of the state’s total revenue collectediliions of dollars, by state;

e IncDum — 1 if the state has an income tax (personal, catpoor both) in place, 0
otherwise; and

SalesShare share of sales tax revenue of total tax revenileated, by state.

% Due and Mikesell, op. cit. The range they regbrias $0.41 to $1.00 per $100.
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The average estimated state cost of administenidgeallecting tax revenues is $120.27 million,
which is higher than the median, with costs randiogn $9.47 to $976.85 million. The total
estimated state cost is approximately $5.41 billiohhe average estimated state revenue is
approximately $14.34 billion, also higher than tnedian estimate for revenue, with values
ranging from $1.13 billion to $98.43 billion. Thetal amount of state revenue collected is
$645.14 billion, which is just 28.19 percent of d#ggregate amount of the FairTax revenue to be
collected.

The 45 states have different tax revenue collecttonctures, which may affect their respective
administration and collection cost structure. Imeg sales, and property taxes are the largest
sources of revenue for all states in the UniteteStaand all states have at least one of these taxe
as a source of revenue. Since all 45 states haadea tax, we created a dummy variable for
whether the state also had any type of incomerngdace to test whether this would have any
effect in the cost function. The dummy shows #hhtout of the 45 states (91 percent) had an
income tax in place and 4 did not.

Finally, the FairTax increases the amount of taseneie in the form of a sales tax that the states
collect. This may have an impact on the cost strecas well, so we consider the share of total
revenue that is currently collected as a sales Wdg.observe that, on average, states with a sales
tax in place collect 38 percent of their total rewe in the form of a sales tax, which is very
slightly higher than the median value of 34 percdiis value ranges from a minimum of 19
percent to a maximum of 77 percent.

In our effort to estimate the state cost of adntémisg and collecting tax revenues, we

considered two different dependent variables: [lMadat and total cost per $100 of revenue. The
models where we used total cost as the dependeidblea outperformed their respective

counterparts in which total cost per $100 of rewewas used’

Here we present five models using total cost asdéq@endent variable. All of these models
allow for different cost/revenue relationships degiag on whether the state has an income tax
in place or not. The models considered are:

* Model 1 —different intercept for states with and withoutame tax, cubic relationship with
revenue, and a linear relationship with sales share

* Model 2 —different intercept for states with and withoutonte tax, quadratic relationship
with revenue for states with no income tax, culgl@atronship with revenue for states with
income tax, and linear relationship with sales shar

* Model 3 —different intercept for states with and withoutame tax, quadratic relationship
with revenue, and linear relationship with salesrgh

* Model 4 —same intercept for states with and without incoane guadratic relationship with
revenue, and linear relationship with sales strand;

%9 Note that total cost per $100 of revenue can sirbplcomputed from the estimate of total costhéftrue model
structure is the one with total cost as the depetneieriable, then the models with total cost pedGhaf revenue
would be invalid, since the error term would beshetkedastic.
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Table 9:

Parameter Model 1

Revenue 0.243:

(0.1621

Revenué 1.20E05

(7.41E06)

Revenud -1.41E4C

(8.39E11)

IncDum 311.796!

(211.3580

Revenue x IncDum 0.245(

(0.1621

Revenuéx IncDum  -1.19E0Q&

(7.41E06)

Revenugx IncDum  1.40E4C

(8.39E11)

SalesShare 82.506¢

(48.4728

Intercept 383.357*

(217.8067

Observations 45

SSR 42489.5!

SST 1254078.0
Joint F statistic 128.317%H**

R® 0.966:

Adj. R? 0.958¢

AIC 336.307:

SBC 352.567.

F statistics of the restrictions tests

Alternative
Model 1
Model 2
Model 3
Model 4

Ordinary Least Squares Estimates

Model 2
0.0284***

(0.0038)
-3.72E-Q7***

(7.36E-08)

38.8218
(30.8860)
-0.0266%**
(0.0044)
4.94E-07**
(1.10E-07)
-4.40E-13
(6.25E-13)
-56.8976
(47.1127)
22.8386
(35.0425)
45
45804.96
1254078.07
118.7039%+*
0.9635
0.9554
339.6883
355.9483

2.8091

Model 3
0.0284***
(0.0037)
-3.72E-Q7***
(7.31E-08)

31.5184
(28.9046)

-0.0252%*
(0.0039)

4.37E-07+*
(7.37E-08)

-59.7244
(46.6303)
24.1784
(34.7587)
45
46420.55
1254078.07
164.7653%*
0.9630
0.9571
333.8560
346.5026

1.6653
0.4973

Model 4
0.0265***
(0.0033)

-3.45E-07***
(6.88E-08)

-0.0230%*
(0.0033)

4.07E-07*+

(6.86E-08)

-65.3978
(46.4513)
54.0191*
(21.4824)
45
47873.07
1254078.07
159.5740%+
0.9618
0.9558
335.2425
347.8891

1.5204
0.8353
1.1890

Model 5
0.0262**
(0.0033)
-3.45E-Q7***
(6.97E-08)

-0.0224%*
(0.0033)
4.05E-07++
(6.94E-08)

26.9691%*
(9.7267)
45
50306.15
1254078.07
239.2892%
0.9599
0.9559
331.1651
340.1985

1.6557
1.2120
1.5904
1.9821

Standard errors in parentheses. *** Significantl&; ** Significant at 5%; * Significant at 10%
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* Model 5 —same intercept for states with and without incaaxe quadratic relationship with
revenue.

In Table 9, we present the OLS estimates of the finodels. We note that all models have a
very high fit to the data, as indicated by andRabout 0.96 throughout. Model 1 indicates that
only the sales tax share is significant in detemginthe cost and that it has an inverse
relationship with cost. Our concern with this mbidethat it includes several variables that are
highly correlated with each other, specifically tlevenue related variables. Since revenue is
strictly positive, these variables will have higbspive correlations which cause the estimates of
the standard errors to be biased upwards, causirgmeter estimates to seem not significant
when they actually are. We notice that for stdked have an income tax, the coefficient on
revenue cubed would be zero since -E40 + 1.4E-10~ 0, so in Model 2 we consider a
guadratic relationship between revenue and coghéostates that have no income tax.

Model 2’'s estimates show that only the coefficidotsa quadratic relationship between cost and
revenue are significant. Sales tax revenue sisan® ilonger significant, although it does keep
the negative sign. When comparing the specificatibthe two models, the adjusted, RIC,
and SBC all favor Model 1 versus Model 2, but thstdtistic from the restriction test indicates
that the restriction is valid, so we cannot coneltitht Model 2 is not the correct offe.

Following the indication on model 2 as to the cotrgpecification of the model, in Models 3
through 5 we remove the variables that have inBagmt coefficients in Model 2, one by one,
and test the validity of the restrictions agairlkpeevious models. We observe that the test of
the restrictions in Model 5 yields F statisticsttage not significant when comparing it to Models
1 through 4 and that even though the adjusteis Rlightly lower than Models 1 and 3, the AIC
and SBC are the lowest of all the models. Thuschase Model 5 for our estimations. The
advantage of Model 5 may be a result of the speddia sample used, but since our objective is
to estimate the cost to the states in 2005 andreveisang data for 2005, we think that this model
is appropriate for the task.

Having chosen Model 5, we present it in a mannatritheasier to use:

Cost= 26.969% 0.0262 Revenwe 3B5 7 Revénue iincome Tay
26.969% 0.0038 Revenuwe 0B6 07 Revénue ibine Tax

The equation for the states that have no incomedas the coefficients for the revenue variables
that are not related with the income dummy varigileereas the coefficients in the equation for
the states that have an income tax add the caaifiof the corresponding variables. For
example, the coefficient on Revenue for the stdtas have an income tax is nothing but the
coefficient on Revenue from Model 5, 0.0262, plhs toefficient on Revenue x IncDum,

-0.0224: 0.0038. We note that the estimate ofFdieTax revenue that needs to be collected at

“When comparing models that use the same obsemsaf Adjusted B, AIC, and SBC statistics adjust for the
different degrees of freedom used in the differantlels. Higher Rand Adjusted Rare preferred, whereas a lower
AIC and SBC will indicate the preferred model. téisting restrictions, the null hypothesis is tlet testrictions are
valid, so a significant F statistic will allow ftine rejection of the restricted model, whereasaighificant one will
not allow for it.
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the state level is approximately 3.5 times thelto#genue that states are currently collecting,
which can be confirmed by dividing the estimate lore 3 in Table 6 by the total revenue
collected of $645.14 billion presented in Table 8.

This means that the total revenue the states woalldct under the FairTax is 4.5 times the
current revenue collected, since they would haveottect both the revenue for their spending
and the revenue for the FairTax. Even though oodehhas a good fit, we have to be very
careful to estimate costs with such higher reventes the ones used to estimate the
coefficients. An increase of revenue in the leyeissented would most surely allow states to
enjoy economies of scale, but only up to a cenpaimt. In order to determine that point, we
transform the above equations to reflect the cestfi00 of revenue, since this is a measure of
the efficiency of revenue collection. To do thag divide both sides of the equations by
“Revenue” and multiply by 100. The result is tbéddwing:

( Cost Jxmo— 2.62+ 2696.91 Revenue 3B5 5 Revenue if moine Tax
Revenu 0.38+ 2696.91 Revenwe 0BG %05 Revenue if Inedrax

Figure 1. Estimated Cost per $100 of Revenue
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Figure 1 shows the relationship between cost p@0 &if revenue and revenue, both for states
that have an income tax and states that do notobd¥erve that in both cases, state tax collection
is more inefficient for states that have lower raves, although it is more efficient for those

states that have both an income and a sales taxtbae that just have a sales tax. The gap in
efficiency closes as revenue increases, and sidtieso income tax eventually become at least
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as efficient as their counterparts. We calculaéepoint where they both have the same cost per
$100 of revenue by setting the two equations aleauel to each other and solving for revenue.
The point of intersection is at a revenue leve$%5.28 billion, which represents a cost of $0.76
per $100 of revenue.

It is important to understand what the model we adeially estimates. It estimates the cost per
$100 that one state, given that state’s revenudantevenue collection structure, incurs. It is,

therefore, not appropriate to plug in the totaleraye collected by all states to come up with a
single revenue figure.

Table 10: State FairTax Collection Costs

1. State FairTax cost per $100 of revenue 0,75
2. Current State cost per $100 of revenue 0.84
3. Cost savings per $100 of revenue [1. - 2.] (©.09
4. State FairTax revenue collected 2,288.68
5. Gross state FairTax collection costs [1. x+4100] 17.25

6. Current state tax collections 645.14

7. Savings in state tax collections [3. x6100] (0.55)

8. State and local government employees federahiectax revenue 158.01
9. Savings in collecting federal income tax [2. x-8100] (1.33)
10. Administrative credit [-0.25% X 4.] (5.72)
11. Net state FairTax collection costs [5. + 7. +4910.] 9.66

12. Net state FairTax costs per $100 of revenue.[15. x 100] 0.42

Billions of $ except per $100 figures. Numbers matyadd up because of roundi
Source: Authors' estimates using states' publigbilable IRS and CES da

To use the model appropriately, we distributed thiel amount of revenue that would be
collected under the FairTax by state and addealtité current revenue that states are collecting
for their state taxes. Please note that we doimdtde federal taxes that state and local
governments withhold from their employees’ payclseckince current federal taxes would
disappear under the FairTax. We use IRS totalmawecollection data, except excise tax
collections, by state as the basis for distributimg FairTax revenue by state. We estimate that
the average revenue each state would have colléct2@05, including both the FairTax and
state taxes, is $65.20 billion, compared to théneged average of $14.34 billion of current
revenue collections presented in Table 8. We tludé the average revenue collected by the
states is beyond the estimated point of equalieffay ($55.28 billion) with 17 states exceeding
this amount. We also note from Figure 1 that iscdilite terms, the slope for states that have no
income tax is larger than the slope for states tlmte an income tax beyond this point.
Therefore, we used a cost of $0.76 per $100 ofneveollected for all states, whether they have
an income tax or not, that have to collect a reeelanger than $55.28 billion. We do this to
allow for the previously mentioned fact that theemues the states would have to collect under
the FairTax are 4.5 times the revenues they arertily raising.
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We estimated the costs by states using Model % and without this limitation. We obtained
estimates of a total cost of $17.46 billion withdlie limitation and of $22.12 billion with the
limitation. Therefore, we think that our limitatiqprovides a conservative estimate of the cost
that states would incur. The total cost of $2dillbbn implies a cost of $0.75 per $100 of total
revenue collected by the states, including bothRheTax revenue and the states’ specific tax
revenues.

Table 10 shows the calculation of the states’ cbstdministering and collecting the FairTax.
On line 1, we start with our estimate of the cds$@.75 per $100 of revenue. We note that
states incurred a cost of $0.84 per $100 of reveollected in 2005 and, since our estimate of
$0.75 is done including the state tax revenue ctte this means that the FairTax saves states
some money in collecting their current revenue. idude the current cost of $0.84 per $100
of revenue on line 2, and estimate the saving$p@® of revenue to be $0.69.Line 4 shows,
once more, the FairTax revenue collected by thtestaf $2,288.68 billion. On line 5, we
calculate the gross state FairTax collection cogtswultiplying this revenue by the cost per $100
of revenue on line 1 and dividing by 100. We chitai this cost to be $17.25 billion. To
estimate the savings that the FairTax brings toectirstate tax collection costs, we include our
estimate of current state tax revenue collectionBnie 6: $645.14 billion. We calculate the
mentioned savings by multiplying this revenue by élstimate of the savings in line 3 and divide
by 100 to get $0.55 billion.

Because the FairTax legislation repeals the fedaeme tax, states will no longer have to
withhold federal personal income tax from their éogpes. We estimate the amount of gross
income tax revenue from state employees to be $15Billion by using data from Current
Employment Statistics (CES) of the Bureau of LaBtatistics (BLS) and IRS gross personal
income tax revenue for 2005. Using the CES da,celculate that 14.27 percent of the
nonfarm labor force was employed by state and Igoaérnments. Applying this percentage to
the gross income tax revenue collected by the IR3005, we get the estimate on line 8 of
$158.01 billion. We assume that state and locaégunents would be incurring the same cost
per $100 of revenue in collecting this revenue that state governments are in collecting all
their current tax revenues, $0.84, so we multipgse two numbers and divide by 100 to obtain
the estimate of the savings on line 9 of $1.33dwill Finally, we account for the fact that the
state governments would keep the administrativdicos their revenue collections and calculate
this amount on line 10 by multiplying the estimateline 4 by 0.25 percent. Adding lines 5, 7,
9, and 10, we obtain the net state FairTax cobeatost of $9.66 billion for 2005, which implies
a cost of $0.42 per $100.

Note that $9.66 billion is slightly lower than oestimate of the IRS savings presented on line 2
of Table 2. In the next section, we are goingde that it is going to be slightly higher than all
the federal government savings. This means that) hough the administrative credit does not
cover all the costs to the states to administer @iléct the FairTax, the federal government
could compensate the state governments for thisligitly increasing the tax rate. We also

“1 Economic intuition tells us that there must be s@ynergies that states can take advantage of etie
collection of their respective sales taxes and-hieTax. The savings that our model yields are eenservative,
because of the point we chose to limit the costHié0 of revenue collected.
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note, however, that this would decrease the puncfpg@wer of consumers, since the rate would
no longer be spending neutral.

VIl. Federal Government

Under the FairTax, the federal government receilregax collections from the states and is no
longer responsible for administering and collectthg taxes that are being replaced, so IRS
operating costs will decrease, as we have mentibbeéare. In addition, the different federal
agencies will no longer have to withhold persomadome taxes for their employees, further
decreasing federal government costs. Howeverdifierent agencies now have to remit the
FairTax on their labor purchases. Finally, theefadlgovernment also has to issue the prebate
checks. In this section, we estimate the FairEaemue the federal government will receive and
the net costs/savings associated with the tax @éang

Table 11: Federal FairTax Revenue
1. Revenue remitted by state governments 2,282.96
2. Federal government wages revenue 62,41
3. Revenue collected by federal government [1.]+ 22,345.37
Billions of $. Numbers may not add up becaus®wifiding

Source: Authors’ estimations, CBO, and IRS data.

Consider the revenue the federal government woale ltollected, which we present in Table
11. Online 1, we have the estimate of the reveéiweuld receive from the state governments,
which is the total revenue collected by the stdtesh line 3 in Table 6 multiplied by 99.75
percent (1 minus 0.25 percent) to remove the aditnative credit kept by the states. This
operation yields the same result as adding lina Jable 6 and line 10 on Table 10: $2,282.96
billion. On line 2, we report the revenue that tieeleral government would raise on its
purchases of labor, which we presented on line Pable 4: $62.41 billion. Summing these, we
get total revenue collected by the federal govemtroé$2,345.37 billion. In order to check our
estimations of the revenue, we note that by adthegtotal administrative credit, presented on
line 6 of Table 3, to the estimate on line 3 of [Eabl, we obtain the gross FairTax revenue,
presented on line 1 of Table 3, of $2,356.60 billioThis is as it should be, since the total
revenue collected under the FairTax has to bedlienue that the federal government gets to
spend plus the compensation to the sellers andstéige governments in the form of the
administrative credits.

Having estimated the FairTax revenue that the dgprvernment would have raised in 2005,
we now present our estimates of the savings it véade under the FairTax. Line 1 in Table 12
gives the IRS’s self-reported operating cost o#i8Qoer $100 of revenue, which is used for the
estimates on other lines of the table. Line Zestaur estimate of the money that the IRS would
save by no longer having to administer and colieettaxes that are replaced by the FairTax:
$9.74 billion. This number is the same as the omdine 2 of Table 2, and is estimated by
calculating the share of total gross revenue tiestdbeing replaced brought in for 2005 and
multiplying by the operating costs reported by tRS for 2005: $10.03 billion. Next, we
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account for the fact that the federal governmentild/dnave to collect the FairTax on its labor
purchases, so we include our estimate of the Fair&aenue raised on those wages on line 3:
$62.41 billion. This number is the same as on 2 Table 11 and on line 2 of Table 4.

Table 12: Federal FairTax Savings

1. IRS operating costs per $100 of revenue 0.44
2. Reduction in IRS operating costs (9.74)
3. Federal wages FairTax revenue 62.41
4. Federal wages FairTax revenue collection ckt x 3. + 100 0.27

5. Federal employees personal income tax revenue 2116
6. Federal personal income tax filing costs [1. x-5100] (0.07)

7. Federal cost of processing and posting the peeba 0.16

8. Net federal savings [2. + 4. + 6. + 7.] (9.38)
9. Net federal savings per $100 of revenue (0.40)

Billions of $ except per $100 figures. Numbers matyadd up because of roundi
Source: Authors' estimates, OMB, IRS, and CES data.

To estimate the cost of collecting this revenue asgume that the federal government would be
as efficient in collecting the revenue as the IR&iadministering and collecting existing taxes.
This assumption is consistent with the one we matlen estimating the cost to the state
governments of collecting the FairTax revenue atesand local governments’ labor purchases.
Therefore, on line 4, we multiply the estimate ioe I3 by the cost per $100 of line 1 and divide
the result by 100 to obtain a cost of $0.27 billioBince there will no longer be a personal
income tax under the FairTax, the federal goverrinveit no longer need to withhold the
income tax for its employees. On line 5, we estinthe income tax revenue currently raised on
federal employees, which we obtain by estimatirgghare of total nonfarm employees hired by
the federal government (excluding governmentalrpntes) using CES data, and multiplying it
by the gross personal income tax revenue of 2@ estimate is $16.21 billion. To calculate
the cost that the federal government would be gpnimder the FairTax, we assume, once more,
that all the federal government agencies are &seasft in collecting this revenue as the IRS is in
administering and collecting all the current taxeneue. Consequently, on line 6, we multiply
the estimate on line 5 with the cost per $100 pe i and divide by 100 to get savings of $0.07
billion.

The final item to be estimated is the cost the rf@éldgovernment would have in processing the
checks for the prebate. For this estimation, weduke costs of processing and posting W-2
forms in paper and electronic format, as well &sdhare of the forms in each format reported by
the Office of Management and Budget for 2894The costs were $0.002 per electronic form
and $0.297 per paper form, and the shares were@@m for electronic forms and 40 percent
for paper form&® This implies a weighted average cost of $0.12fpen. We multiplied this

2 Office of Management and Budget, “Information @otion Budget of the United States Government:afi¥ear
2005,”Managing Information CollectiorQffice of Information and Regulation Affairs. Ailable at
http://www.whitehouse.gov/omb/inforeg/icb/2005 _iéibal.pdf.

“3lbid., p. 18.
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average by the number of households receiving tabate in 2005, 113.04 million, and by 12
months, since the government would issue one chauoknth per household, to obtain the cost
estimate on line 7 of $0.16 billion. At this pqiate are ready to calculate the net federal savings
caused by the FairTax, which we do on line 8 byiragldéines 2, 4, 6, and 7. The results are
savings of $9.38 billion, which means that the Fax causes savings of $0.40 per $100 of
revenue at the federal level.

VIIl. Private Sector Savings

We have estimated the 2005 net administrative aofstee FairTax for both federal and state
government, as well as the costs for the sellgve have, however, one more task to do before
we can estimate the total costs or savings that#iefax would bring. Under the FairTax,
individuals would no longer have to file the pergbimcome, estate, and gift taxes. Businesses
would not have to collect the personal income tad ather employment taxes from their
employees, as well as not having to file employnsmd corporate income taxes. To estimate
the savings the FairTax brings to the private segte have to estimate the costs associated with
filing the taxes replaced by the FairTax that imndlials, businesses, and nonprofit organizations
currently incur. For this matter, we rely on ttetimates presented by the Hodge, Moody, and
Warcholik study**

Table 13: Private Sector Costs of Replaced Taxes

1. Individuals’ income, estate, and gift taxes 670.

2. Businesses’ income tax 154.40

3. Employment taxes 142.04

4. Total current tax filing costs 407.11
Billions of $.

Source: Authors' estimates, IRS data, and Hodgedyloand Warcholik (2005)|

On line 1 of Table 13, we present the Hodge, Moady] Warcholik estimate of the cost to
individuals of complying with income, estate, anft taxes on page 7 of their report: $110.67
billion. Line 2 sums their estimate for businesmpliance costs of $147.65 billion (page 8) and
their estimate of the costs for nonprofits of $6biion (page 9), minus their estimate of the
compliance cost of the nonprofits for the returrthe excise tax, of $8.6 million (page 9). The
total estimate is $154.40 billion.

We were unable to find an estimate for the codfilioiy employment taxes. To estimate this
cost, we took the average cost per $100 of revehwemplying with the individual taxes and
the business taxes, implied by the estimates a@slih and 2 of Table 13, which is $18.41,
multiplied it by the gross revenue levied by fedemployment taxes in 2005, and then divided
the result by 100 to obtain a cost of $142.04dnilliwhich is presented on line 3. This estimate
may be high, since it assumes that employment daxptance costs are as high as the costs to
individuals and businesses of minimizing their imeotax exposures. Knowing this, in the next
section we include a sensitivity analysis that aers total costs/savings brought forward by the

“*4 Hodge, Moody, and Warcholik (2005).
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FairTax under different assumptions for total piévaavings. On line 4 of Table 13, we
calculate the total costs of filing the taxes tua going to be replaced by adding lines 1 through
3, and we obtain an estimate of the total savindhe private sector of $407.11 billion.

IX. Total FairTax Costs (Savings)

We are finally ready to estimate the total costsfggs that the FairTax would have had in 2005.
We do that in Table 14.

Table 14: Total FairTax Costs (Savings)

1. Net sellers’ FairTax collection costs 60.31
2. Net state governments’ FairTax collection costs 9.66

3. Net federal savings (9.38)
4. Private sector savings (407.11)
5. Total FairTax costs (savings) [1. + 2. + 3. H 4. (346.51)

6. Total FairTax costs (savings) per $100 of revenu (14.70)

Billions of $ except per $100 figures. Numbeay not add up because of rounding.

On line 1, we have the net sellers’ collection sdgtm line 4 of Table 5, $60.31 billion. On line
2, we include the estimate of the net state goventsh administration and collection costs of
$9.66 billion from line 11 of Table 10, while omd 3, we present the estimate of the net federal
savings from line 8 of Table 12, $9.38 billion. @me 4, we have the estimated private sector
savings from line 4 of Table 13, $407.11 billiorkinally, on line 5, we calculate the total
FairTax costs/savings by adding lines 1 throughnd abtain an estimate of $346.51 billion
savings under the FairTax for 2005. This represeatings of $14.70 for each $100 of gross
revenue that the FairTax would have raised dutag year.

In the previous section, we mentioned that themest for the costs of complying with the
employment taxes presented there may be too higist, we must note that even without the
estimated saving on employment taxes, which woaldse private savings to be $265.07 billion
(calculated by adding lines 1 and 2 of Table 13),would have total savings of $204.47 billion
(calculated by subtracting lines 1 through 3 of[€alst from the estimate of $265.07 billion).

Table 15: Sensitivity Analysis of the FairTax Cost

Private Sector FairTax Savings
Savings Percentage $ Billions
25% (41.18)
50% (142.96)
75% (244.74)
100% (346.51)
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In Table 15, we present the estimates of the &aaings the FairTax would have brought in
2005 if total private savings were 25, 50, 75, 400 percent of the estimate on line 4 of Table
13. We observe that all of the estimates imply tha FairTax would save money. We also
observe that for the FairTax to bring no savingsatsbever, the estimate of the total private
savings it brings, including the savings in filieghployment taxes, would have to be just 14.88
percent of the estimate we present on line 4 otel'aB (calculated by dividing the sum of lines
1 through 3 of Table 14 by $407.11). Since thicget is so low, we are convinced that having
the FairTax in place would have freed up a substhamount of money for more productive
purposes than to administer, collect, and filetéhxes that the FairTax proposes to replace, while
still collecting the amount of revenue needed fer federal government to keep its real spending
constant.

X. Conclusions

In this study, we wanted to identify and separaésimate the costs/savings the FairTax would
bring about for each of the three strata involvedthie administration and collection of the
FairTax — sellers, state governments, and the &dmvernment. We also considered the fact
that the FairTax would bring huge savings to thegpe sector, which will no longer have to file
the taxes that are replaced by it. Our estimatamesbased on 2004 and 2005 data from state
budget documents and revenue reports, 2005 data fine IRS, from CBO and CES, and
estimates from Hodge, Moody, and Warcholik's repfot the Tax Foundation and the
PricewaterhouseCoopers report for the Joint Co§&adiection Study.Our estimates show that
the costs to administer the FairTax would have bemmificantly lower than the costs to
administer the existing system it replaces.

In this study, we have not considered any chandaxrenforcement costs that the FairTax may
need to collect the necessary amount of revenuée rbbustness of our estimates show,
however, that in order to have no savings whatspestate costs would have to be almost 35
times more than what we estimate (calculated bididig $346.51 billion from line 5 of Table
14 by $9.66 billion from line 2 of Table 14 and salting 1). Even if we had not accounted for
the estimated savings from repealed employmenstak&142.04 billion, state government costs
would have to be about 20 times more than whatstismate them to be.

We conclude, therefore, that the FairTax would bmugh more efficient taxation system from
the point of view of the administration, collectj@nd filing costs that it would bring about when
compared to the administration, collection, aniddilcosts of the current tax system it replaces.
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