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Dear Chairman Mack, Chairman Breaux, and members of the panel,
Thank you for the asking for public comments on proposals presented to the Tax Reform Panel. My comments address practical issues related to:

· A National Retail Sales Tax 

· An add-on Value Added Tax 

· Personal Income Tax Proposals

· Integration Proposals

We live in a global community with interconnections among the tax systems of countries as well as nationally between the federal tax systems and the sub-national state and local tax systems. Major shifts in the tax systems that do not take these interconnections into account can cause increased complexities at the sub-national level as well as unanticipated results including massive tax evasion and serious economic disruptions. Maintaining a mix of taxes – consumption taxes, corporate and personal income taxes, and payroll taxes, all at relatively low rates – can 1) encourage savings, 2) discourage tax evasion, 3) minimize the intrusiveness of tax authorities into our lives, and 4) provide the revenue needed to run the government.
The National Retail Sales Tax
The Fair Tax proposal would replace all types of federal taxes – corporate and personal income taxes, estate and gift taxes, and payroll taxes – with a national retail sales tax (NRST). Economists estimate that to achieve this result would require a tax-inclusive rate of from 40-60%. Practical reasons for rejecting the proposal are:

1.
Impact on the Working Class

To ameliorate the impact on individuals below the poverty level, the proposal includes a monthly rebate check to individuals below the poverty level of the NRST. This requires new systems and procedures to 1) identify such individuals, 2) keep track of their addresses, 3) prepare and mail checks, and 4) determine when such individuals are no longer eligible for the rebates.  These processing requirements present many challenges. Many working class individuals lack checking accounts and cash their checks at check cashing operations that charge usurious rates of 20-30%. Working class individuals move frequently (including interstate) and sometimes have no mailing addresses because of periodic stays in shelters and other temporary lodging arrangements. (Federal, state, and local tax authorities face this problem today with the result that many tax refunds go unclaimed.) Federal systems that result in refund payments always result in massive fraud. Ethnic organized crime groups take advantage of processing loopholes to profit at the expense of the tax system. This is the case with the EITC which now involves the IRS Criminal Investigations Units in trying to identify and eliminate fraudulent refund claims. Obviously, NRST rates of 40-60% will result in a huge underground economy, changing law-abiding individuals into tax evaders. Taxes lost through evasion must be replaced with higher taxes. (Many of the 130 countries that now have a VAT began with an NRST but later converted to the VAT because of tax evasion under the NRST.) 
2. International Impact
Elimination of income taxes eliminates the need for our treaty partners to maintain their income tax treaties with the United States. Although the Fair Tax proposal includes a provision to retain the income tax treaty network, these decisions will be made by our treaty partners not by Congress. Without our treaty network, our enterprises and investors engaged in international trade will continue paying income taxes, but those taxes will be paid to other countries. NRST advocates argue that eliminating the income tax will cause foreign capital to flow into the United States. In fact, the United States is already the biggest tax haven in the world for foreign capital with our current income tax system. 
3. State Tax Impact
Elimination of the federal tax system will compromise the ability of the states to collect their income taxes, since most states conform to the federal definitions of income and use the federally mandated information forms. In addition, the Fair Tax proposal would eliminate the IRS and require administration of the NRST by state tax authorities. It is unclear how 50 state tax authorities would process the identification of individuals for rebates, name and address changes and the delivery of checks in an efficient way. States historically have not banded together quickly for processing efficiencies, frequently preferring to maintain their sovereignty to determine their own types of tax, tax rates, and procedures. For example, although it is in their financial interests to do so only 21 of the 46 states with a sales tax have joined the streamlined state sales tax project covering Internet and mail-order sales. (Only 3 of the 9 Canadian provinces harmonized their RST with Canada’s goods and services tax (GST). The United States should not expect to fare any better with the 50 states and DC.) Obviously any proposal for a NRST must consider the impact on state revenues. State tax authorities can be expected to concentrate their efforts on collection of state taxes not federal taxes. (Multistate specialists at a May 18th National Conference of State Legislatures (NCSL) conference all agreed that the NRST was the least plausible and least attractive tax reform option.) 
The Add-on Value Added Tax
The add-on value added tax (VAT) proposed by Prof. Graetz presents a rational consumption tax alternative – a credit/invoice VAT which is a tax on individual consumption collected by businesses. VAT is collected on imports but not on exports thus encouraging exporting. The credit/invoice VAT is used by almost all of the 130 countries with a VAT with the result that most of the problems presented by administering a VAT have already been addressed. (Who wants to drive the first car off the assembly line?) The VAT is an efficient way of raising revenue which can be done in a visible manner as Canada did in implementing the GST (initially referred to as the “gouge and screw ‘em tax” by consumers). Small businesses with revenues under a specified amount can be exempted from registering as VAT collectors. (Under the existing VAT systems, 60-80% of VAT is collected by 10% of the businesses.)  Multi-state specialists at the NCSL conference agreed that a federal VAT could work in conjunction with the states’ RST even with different RST rates for different states. (Canadian provinces have different RST rates.) Because the add-on VAT does not eliminate the income tax, the international treaty system would be preserved and the VAT rate can be much lower than a NRST. Prof. Graetz’s proposal (which also eliminates income taxes for individuals making less than $100,000) includes VAT at 10-14% rate. State RST rates of 5-7% combined with a 10-14% federal VAT would result in a 15-21% rate at the cash register.  Experts contend that a rate above 10% results in tax evasion because it is just too expensive not to cheat.
Personal Income Tax Proposals
Preserving the income tax for individuals earning below $100,000 preserves the ability of Congress to encourage individuals 1) to purchase homes, 2) to save for education and retirement, 3) to give to charities, and 4) to work (through the EITC) and to implement a low rate VAT. The number of tax returns can be reduced for the average citizen by moving toward a pay-as-you-earn (PAYE) system which would require dramatically simplifying the system including using Prof. Feldstein’s approach of imposing personal income taxes on individuals separately. Prof. Feldstein argues that this can be done in a revenue neutral manner. (Shifting some of the personal tax burdens away from single individuals would also solve some of the regressivity of taxes imposed on our younger workers through payroll taxes.) Many personal income tax proposals presented to the panel include good ideas for reducing the complexities of the personal tax system by simplifying or eliminating many deductions and rationalizing the retirement and education incentives which would make it easier for individuals to choose to save. Changes to the personal tax system require transition periods for modification of existing payroll systems. In the meantime, tax return preparation can be simplified through the use of an optional simple return prepared by the IRS for taxpayers whose income consists of wages and interest income under $200 provided through income reporting similar to the California RealReturn presented by Prof. Bankman, a process which was generally favorably viewed by individual taxpayers.  
Integration of Corporate and Personal Tax Systems
1. Impact on Small Businesses
Prof. Hubbard’s proposal would repeal the interest deduction and replace depreciation with full expensing, which is claimed to be neutral for savings and investment decisions. This statement assumes that all businesses can choose freely between debt and equity, which small businesses clearly cannot. Although equity capital may be available to start-up businesses from venture capital firms (5%), angels, and friends and family, the funding source for most small businesses is debt – SBA guaranteed loans, credit cards, and equipment leasing. In fact, for most small businesses, credit cards may have replaced banks for operating credit lines because they are more flexible and do not require liens on personal residences. Also, any proposal for transition to a new system “cold turkey” fails to address the coordination and education efforts that would be required for all affected taxpayers changing over to new processing systems without a transition period.

2.
Number and Complexity of Tax Returns
None of the proposals for eliminating the double taxation of dividend and capital gain income address the number and complexity of income tax returns which result from pass-through entities. Generally, personal tax returns that include pass-through income can be exceedingly complex and may even involve foreign tax credit complications for small business owners. The number of total tax returns required by pass-though entities – federal and state for the entity, and state resident and state nonresident returns for individual business owners - should not be ignored in the process of federal tax reform. 
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