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Summary
Tax reform of the existing tax system here proposed is consistent with the Advisory Panel’s Presidential mandate.  This reformed system preserves the fairness of an income tax system while retaining the positive economic attributes and simplicity of a consumption tax yet overcomes the undesirable attributes of other popular consumption tax proposals.  

Personal Income Tax (PIT), Corporate Income Tax (CIT) and most Excise Taxes are replaced by a National Consumption Tax (NCT) combining a National Retail Sales Tax (NRST) similar to the FairTax, with an augmenting Value Added Tax (VAT).  Combined rates (including cascading) of the NCT become the National Tax Rate (NTR).  The VAT produces baseline revenues allowing for combined NRST and state and local sales taxes low enough to avoid compliance problems.  Like consumption taxes, only consumed income is taxed and an expenditure tax rebate pegged to the poverty level is provided for all.  The Estate Tax is reformed consistent with making the tax system a true income tax, by taxing only untaxed deferrals of accumulated wealth at the NTR.  Issuance of  “1099 Asset Exclusion Certificates” assures wealth accumulation is taxed only once.   At the taxpayer’s election, savings become either unlimited traditional IRAs or Roth IRAs (through purchase of AECs).  The tax base for CIT is cash flow basis undistributed profits.  Businesses are still responsible for employer matching payroll tax payments while individual payroll taxes are paid out of the NCT.  Payroll taxes and tax filing will be abolished for non-business tax payers.  Revenue Neutrality is achieved at a NTR of 22% exclusive (18% inclusive) funded with a VAT of 15% and a NRST of 6%.
Description of Proposal . 
This proposal calls for the abolition of the existing Personal Income Tax to be replaced by a combined Value Added Tax (VAT) and National Retail Sales Tax (NRST).  Complimentary reforms are proposed for the existing Corporate Income Tax, Payroll Tax, Estate and Gift Tax, and Excise Taxes.  The combined system of reforms captures the fairness of a pure income tax, creates economic incentives for saving and growth associated with a consumption tax yet avoids the deadweight administrative losses associated with our current tax system through massive simplification.  The reforms of each tax will be described in sequence followed by a brief answer to each of the questions called for in the “Request For Proposal” (RFP).
The National Consumption Tax (NCT) will replace the current Personal Income Tax system and eliminate employee payroll taxes thereby removing wage and salary earners from direct involvement in the tax system.  Selected excise taxes can also be subsumed under the NCT.  The NCT is a pure consumption tax similar to the FairTax but possesses a number of modifications to overcome concerns about the fairness of the FairTax proposal and its ability to garner sufficient political support for ultimate passage into law.  
  This proposal calls for a combined Value-Added Tax (VAT) and National Retail Sales Tax (NRST).  The combination of the two taxes will overcome objections to each of the three tax systems (current tax system, NRST, VAT) when used in isolation.  

First, under any proposed tax base, the FairTax’s tax rate is too high causing a crowding out of state and local government’s existing sales tax regimes and making it problematic to convert the state’s existing income taxes into sales taxes.  The resulting high combined NTR and state sales tax rate would likely pose compliance issues.  A VAT will be set to provide baseline tax revenue sufficient to allow the combined NRST and state sales taxes to be low enough to avoid compliance problems.  For a variety of reasons, a stand alone VAT would be opposed by critical political constituencies.  The United States is the only industrialized country that has, as yet, not implemented a VAT.  On the other hand, all these countries retained their existing income taxes.  What is being proposed is unique in that we would abolish our income tax.  The principal objection to a VAT is that it does too good a job.  It has the image of providing Europeans an engine for painless growth in government.  With those concerns in mind, once established, the VAT rate should only be changed through the approval of a Congressional two-thirds super-majority vote.  The VAT rate should be set high enough to allow for the rate on NRST to be relatively low, e.g., under 10%.  Since the NRST is highly transparent to the public, Congress can change the NRST rate with a simple majority.  

Second, all consumption taxes have the image of overly favoring savings and enabling savers, predominantly higher income households, to avoid taxes at the expense of lower income households less able to save.  Proponents of consumption taxes argue that all savings are ultimately consumed and the present value of taxes on future consumption from current savings equals or exceeds the proceeds from immediate taxation of savings.  The problem with this line of reasoning is that people either possess a bequest motive or have a fear of running out of assets at the end of life, so all savings are never ultimately consumed.  Furthermore, non-consumption benefits accrue to wealth creation in the form of power and prestige.  Bill Gates will never expect to consume his wealth in his lifetime but it gives him power and prestige that consumption can never buy.   That having been said, a life-cycle view of taxation is the fair approach and a small price to pay for the economic incentive provided by a pure consumption tax.  All income should be taxed once and only once.  Saving needs to be rewarded and encouraged but at the end of life, a final settlement with society that made it all possible needs to be fulfilled.  An estate tax should function with the sole purpose of taxing at the NTR only heretofore, untaxed wealth created during the tax payer’s life.  The present value of future consumption and a final estate tax settlement has the effect of converting a pure consumption tax into a pure “life-cycle cash flow income tax” without carrying the excess baggage associated with a conventional income tax system.  More details of the proposed estate tax will be addressed separately below.
Finally, as with the FairTax, the proposed NCT is a flat tax which is made progressive by creating a tax rebate to cover the amount of tax paid for a poverty level of consumption.  This automatically makes the NCT progressive.  Although it doesn’t have the appearance of being aggressively progressive, due to tax preferences created as an inherent bi-product of politics, the current progressive income tax system is progressive at the margins but flat when all is said and done.  This is clearly the worst of all worlds - negative incentives at the margin, no net progressivity, and a system which is very complicated and expensive to administer.  The tax reforms of 1986 made a valiant effort to fix the tax system yet twenty years later we are more than back where we started from.   

The Corporate Income Tax (CIT) will be reformed to replace the old corporate, partnership, and sole proprietorship tax with business continuing to be responsible for the employer’s matching Social Security and Medicare deduction.  Corporations are things, not persons, and should not be taxed independent of their ownership.  As agents for their owners and since corporations have an infinite life, businesses can be used to perpetually defer tax on the behalf of shareholders.  The proposed tax reform is designed to mitigate this attribute of the current tax system, while at the same time providing dramatic tax simplification.  To assure a consistent life-cycle approach to taxing all income only once, an approach analogous to the personal estate tax for a tax entity with an infinite life is to periodically apply the NTR to accumulated corporate savings.  The logical period for a business is annually.  Corporate tax will be based on the following procedure:

1. Determine the tax base by using cash basis tax accounting with immediate 100% write-off of all depreciable assets in the year of the expenditure such as inventory investment, research and development, and capital expenditures.  All financing costs and distributions of cash flow to factor returns to debt (interest) and equity holders (dividends) are fully tax deductible.  At the close of the tax year, any undistributed cash flow becomes the taxable base.

2. The tax rate applied to the resulting taxable base is the National Tax Rate 

3. After being taxed, any retained after-tax undistributed cash flow is no longer subject to tax but future income generated by this capital is taxable.  Negative cash flow in any given tax year is carried forward as a tax loss carry forward.

4. Employers will still pay the employer’s matching Social Security/Medicare withholding.  However, to assure an “appropriately progressive” tax structure, the cap on wages and salaries will be eliminated.  This will unambiguously make social security withholding a tax on all wage and salary income which is born equally by employers of all wage and salary employees.  By eliminating the cap on withholding, while maintaining the cap on benefits, a progressive tax structure will be built into the system for earned income.
Through this treatment of business taxation, there is no tax distinction made between the business form selected.  Sole proprietorship and partnership income are directly passed through to their owner(s).  For tax purposes, S Corporations, Limited Liability Companies, and Real Estate Investment Trusts are no different than C Corporations.  The selection of the business form, as it should be, will never be driven by tax considerations.
The Estate Tax has already been discussed under the NCT.  There are a couple of major transition problems associated with converting to the proposed system.  First, the income which created existing wealth has already been taxed and imposing a consumption tax and an estate tax on wealth and income which has already been taxed would be unfair to those tax payers.  Second, wealth is just savings and accumulated returns from the reinvestment of those savings.  Upon settlement of an estate, a means of recognizing that those assets have already been taxed needs to be established. 

A means of addressing these issues can be achieved through the issuance of an “Asset Exclusion Certificate” through a Form 1099 (1099-AEC).  At the end of the calendar year of the commencement of tax reform, all financial intermediaries will send the IRS and the tax payer a 1099-AEC stating the financial value of funds on account.  Furthermore, upon settlement of an estate, the estate beneficiaries would be issued a 1099-AEC for the amount of their estate distribution.  The notional value of these 1099-AECs will be indexed to the inflation rate.  The 1099-AECs will be used at estate settlement as a deduction against taxable estate assets.  If a tax payer so wishes, he can purchase a 1099-AEC at the prevailing NTR.  For example, at a NTR of 20% a 1099-AEC with a notional value of $1,000 would cost $200.  Through this consumption tax approach, a tax payer can save unlimited amounts which accumulate tax deferred like a traditional IRA.  For those who wish a Roth IRA, they would purchase a 1099-AEC which would have the effect of pre-paying their estate taxes.  The Treasury would pay an additional real rate of return on the amount paid comparable to what they would get with a Treasury Inflation Protected Security.   In the unlikely event the total value of 1099-AECs exceed the estate’s value, a tax refund of the NTR applied to the excess would be rebated to the heirs.

Addressing the issues in the RFP follows:

1.  the tax base (income, consumption, hybrid)  The tax reform proposal can be considered a hybrid reform resulting in a pure income tax with the attributes of a consumption tax during the life of the tax payer. 
2.  exemptions, deductions, credits and exclusions  The tax base for the NCT is identical to the FairTax.  Table 1 appended to this proposal derives the tax bases for each of the taxes using components of the NIPA Personal Consumption Expenditures embodied in the FairTax proposal.  Asset Exclusion Certificates are issued against wealth subsequent to being taxed to shelter from further estate taxation.  As with the FairTax, poverty level tax rebates are issued to all tax payers.  Derivations of the rebates and tax base summarized in Table 1 are available from the author upon request. 
3.  tax rate(s)   There is essentially one flat tax rate called the National Tax Rate (NTR) which applies to the National Consumption, Corporate Income and Estate taxes.  The National Consumption Tax is decomposed into a VAT rate and a NRST rate which combine to equal the NTR.
4.  distribution of the tax burden (including provisions for relief for low-income individuals);   The distribution is incrementally flat, but due to the “poverty” tax rebate and the elimination of the employer’s employee deduction cap, the system becomes progressive.
5.  treatment of charitable giving  Charitable giving is not formally written into the tax reform, but if charitable contributions are not subject to the NCT they automatically reduce the tax payer’s estate value and thereby provide tax incentives equal to the NTR.  This happens automatically without having to file any IRS paperwork.
6.  treatment of home ownership   No explicit home ownership incentives are written into the tax reform.  However, under a pure consumption tax system all property income is tax deferred.  Absent the drag from taxation, market interest rates will converge to tax exempt rates.  Financial institution’s cost of funds will fall and the savings will pass through to home owners as lower financing costs.  If Congress wishes to further subsidize housing they can always provide interest subsidies to homeowners through Fannie Mae and Freddie Mac.  This would convert tax expenditures into transparent government subsidies.  Furthermore, all homeowners targeted by such a program would benefit rather than using the “shot gun” approach embedded in the current tax code which only benefits those who itemize their deductions.
7.  collection method(s)  The VAT would be collected by businesses and NRST would be collected by retailers, landlords, and service providers.  Corporate and Estate taxes would still be collected by the IRS. 

8.  treatment of businesses   All businesses would be taxed on a cash flow basis with the tax base being undistributed profits and the tax rate being the NTR.
II. Impact of Proposal Relative to Current System .  Compare the proposed reforms to the existing system in terms of the following factors:
· Simplicity (including transparency and stability)  Even though the proposed system is technically an income based tax system, the majority of its tax revenues are driven by consumption.  Consumption is more stable over the business cycle than income.  Therefore, tax revenues generated by this system will be more stable than those of the current income tax system.  Furthermore, the estate tax is driven by the random mortality of individual tax payers.  Thus, with a large population base the revenues from the estate tax will be quite stable.  For most wage and salary tax payers, the only time they will have to deal with the IRS is as an executor of an estate.  Millions of tax payers will be spared the task of ever filing a tax return.  Lastly, we can learn from the experiences of all the industrialized countries who have implemented VATs and we already have vast experience with the administration of state and local retail sales tax systems. 
· Fairness   This system insulates 100% of poverty level income from tax liability through a tax rebate available to all tax payers.  All incomes, including that portion which is saved and indefinitely tax deferred, are taxed once and only once thereby discriminating against no tax payer group.
· Economic growth and competitiveness   Saving is allowed to accumulate tax deferred, providing a tax advantage over the status quo.  This will increase the supply of funds, which will result in increased capital stock thereby producing higher productivity, higher growth and improved real wage growth.   

· Compliance and administration costs  Sales taxes are collected by the states with a small percentage fee for collection.  VAT will require a learning curve for administrators as well as businesses but nineteen other OECD countries have already instituted VATs and we can learn from their experiences.  The reduced rate for the NRST afforded by the VAT will improve compliance.  The cost savings expected from abolition of the current income tax are well documented.  Clearly the cost of the proposed reforms would be far less than the savings.
III. Transition, Tradeoffs and Special Issues . 

The attached Table 1 summarizes the estimates of the poverty tax rebate and the tax base for each of the taxes.  Finally, the revenue neutral NTR is derived.  Table 1 demonstrates that the National Tax Rate (exclusive) needed to produce revenue neutrality (including funding current deficits) is approximately 22%.  With a VAT of 15% the resulting NRST would be 6%.  This leaves ample room for state and local sales taxes without risking compliance problems.
In summary, the proposed tax reform removes most tax payers from direct involvement in the tax system.  Most tax payers may never again file a tax return unless they are an executor of an estate.  Corporate taxation is reduced to a very easy, yet fair compliance system based on cash flow accounting and allowing the deduction of all distributions to factors of production prior to applying the NTR to the undistributed residual.  Distributions get taxed through the National Consumption Tax and Estate Tax system so all income is ultimately taxed at the same NTR.  Most states are already experienced with administering sales tax systems.  The United States is the sole remaining industrialized nation to not institute a VAT.  However, should we implement this tax reform proposal, we would be the only industrialized nation to implement a VAT while abolishing our income tax system.  
This proposal orchestrates utilization of both consumption and income tax systems by carefully combining the best attributes of retail sales and value added taxes and reforming corporation and estate taxation.  The result of these reforms has the potential to re-energize our economy and continue to make it the engine of economic growth and beacon for those seeking economic opportunity and political freedom.
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	Derivation of Tax Base and National Tax Rate
	
	
	
	
	

	
	($ billions)
	
	
	
	
	

	
	
	1999
	2000
	2001
	2002
	2003

	
	National Consumption Tax
	
	
	
	
	

	1
	Personal consumption expenditures
	  6,282.5 
	   6,739.4 
	   7,055.0 
	   7,376.1 
	   7,760.9 

	2
	Purchase of New Single-Family Homes
	      223.8 
	      236.8 
	      249.1 
	      265.9 
	      310.6 

	3
	Purchase of New Mobile Homes
	        14.9 
	        11.5 
	         9.3 
	         8.5 
	         7.1 

	4
	Improvements to Single Family Homes
	        89.1 
	        95.7 
	      100.7 
	      108.4 
	      118.5 

	5
	Expenditures in the U.S. by Non-residents
	        92.1 
	      100.7 
	        91.5 
	        87.9 
	        86.7 

	6
	Subtotal (Lines 1-5)
	   6,702.4 
	   7,184.1 
	   7,505.6 
	   7,846.8 
	   8,283.8 

	7
	less: Imputations for Owner-Occupied Housing
	     (678.6)
	     (722.9)
	     (780.1)
	     (832.5)
	     (871.5)

	8
	less: Foreign Travel by U.S. Citizens
	       (37.8)
	       (42.2)
	       (40.4)
	       (38.7)
	       (39.6)

	9
	less: Expenditures Abroad by U.S. Residents
	        (4.4)
	        (4.6)
	        (4.9)
	        (5.6)
	        (6.6)

	10
	less: Education Expenditures
	       (80.0)
	       (86.4)
	       (95.1)
	     (103.9)
	     (112.2)

	11
	Subtotal (Lines 7-10)
	     (800.8)
	     (856.1)
	     (920.5)
	     (980.7)
	  (1,029.9)

	12
	State & Local Gov't Consumption Spending
	      858.9 
	      917.8 
	      969.8 
	   1,016.5 
	   1,058.5 

	13
	State & Local Gov't Investment Expenditures
	      206.0 
	      225.0 
	      243.0 
	      259.3 
	      264.9 

	14
	Federal Government Consumption Spending
	      475.1 
	      499.3 
	      531.9 
	      592.7 
	      658.6 

	15
	Federal Government Investment Expenditures
	        80.7 
	        79.5 
	        81.0 
	        88.1 
	        93.6 

	16
	Subtotal (Lines 12-15)
	   1,620.7 
	   1,721.6 
	   1,825.7 
	   1,956.6 
	   2,075.6 

	17
	National Consumption Tax Base (6)+(11)+(16)
	   7,522.3 
	   8,049.6 
	   8,410.9 
	   8,822.7 
	   9,329.5 

	18
	Tax Base Reduction due to Poverty Rebate
	   1,744.6 
	   1,824.7 
	   1,908.5 
	   1,996.1 
	   2,087.7 

	19
	National Consumption Tax Base After Rebate
	   5,777.7 
	   6,224.9 
	   6,502.4 
	   6,826.6 
	   7,241.9 

	
	
	
	
	
	
	

	
	Corporate Income Tax
	
	
	
	
	

	20
	Profit before tax
	      729.8 
	      672.2 
	      597.6 
	      716.8 
	      844.2 

	21
	less: Dividends
	     (295.7)
	     (348.4)
	     (330.1)
	     (347.5)
	     (374.8)

	22
	Corporate Tax Base  (20)-(21)
	      434.1 
	      323.8 
	      267.5 
	      369.3 
	      469.4 

	
	
	
	
	
	
	

	
	Estate Tax
	
	
	
	
	

	23
	Net Private Saving
	      419.0 
	      343.3 
	      324.6 
	      459.8 
	      501.5 

	24
	Net Government Saving
	      154.0 
	      239.4 
	        51.5 
	     (279.5)
	     (367.8)

	25
	Net Saving (PV of future consumption)
	      573.0 
	      582.7 
	      376.1 
	      180.3 
	      133.7 

	
	
	
	
	
	
	

	26
	National Tax Base  (19) + (22) + (25)
	   6,784.8 
	   7,131.4 
	   7,146.0 
	   7,376.2 
	   7,845.0 

	
	
	
	
	
	
	

	
	Tax Revenue to be Replaced (fiscal year basis)
	
	
	
	
	

	27
	Personal Income Tax
	      879.5 
	   1,004.5 
	      994.3 
	      858.3 
	      793.7 

	28
	Corporate Income Tax
	      184.7 
	      207.3 
	      151.1 
	      148.0 
	      131.8 

	29
	Estate and Gift Tax
	        27.8 
	        29.0 
	        28.4 
	        26.5 
	        22.0 

	30
	Excise Taxes (half)
	        35.2 
	        34.4 
	        33.1 
	        33.5 
	        33.8 

	31
	Payroll Taxes (employees)
	      305.9 
	      326.4 
	      347.0 
	      350.4 
	      356.5 

	32
	Deficit (surplus)
	     (125.5)
	     (236.2)
	     (128.2)
	      157.8 
	      377.6 

	33
	Total
	   1,307.6 
	   1,365.4 
	   1,425.7 
	   1,574.6 
	   1,715.3 

	
	
	
	
	
	
	

	34
	National Tax Rate, exclusive  (33)/(26)
	19.3%
	19.1%
	20.0%
	21.3%
	21.9%

	35
	National Tax Rate (inclusive)
	16.2%
	16.1%
	16.6%
	17.6%
	17.9%

	36
	National Retail Sales Tax Rate with VAT=15%
	3.7%
	3.6%
	4.3%
	5.5%
	6.0%
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