A Case for a National Consumption Tax

“A simpler tax code would reduce the considerable resources devoted to complying with current tax laws, and the freed-up resources could be used for more productive purposes.”

- Allen Greenspan
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The proposal of a national consumption tax to replace the income tax system has been deliberated for many years but never initiated. The tax would be a percentage of value that is added on to purchased goods. A consumption tax has been presumed unfeasible by administrations because of the wide variety of incomes that citizens have and the difficulties that would result in implementing it. Primarily, there is great complexity in evaluating people on their spending. Secondly, bipartisan agreement has been hard to come by (Greenspan). And lastly, when and if the tax was implemented, what effect would it have on individuals and our economy?  Achieving individual accountability for payment to the government is very important, but to what extent is it necessary that we create accountability? The well being of the government is important, but is it moral to create economic stagnation?  Through the perspective of creating accountability of payment in order to keep the government and economy relatively healthy, the current system has succeeded, but as a result of forcing payment to government other unethical and economically unwise laws have been created. Since bipartisan agreement has been difficult to come by in the law making body of the Congress, new policy or transformations of old policies have not been easily achieved. As a result of stagnate policy changes to the tax system, individuals and our economy have suffered.  

The current income tax system stifles economic growth by providing disincentives for saving and capital formation. The disincentive to save is increased by the process of double taxation. Under the current system, all of one’s income is taxed before the individual receives payment. Since intended savings is part of one’s initial income, savings is taxed. The second tax in double taxation is implemented on the interest earned on principle amount of savings. Therefore, savings is taxed before it even becomes savings and after savings is earned. This characteristic of the income tax system provides disincentives of accumulating wealth to form capital. This justifies firms’ and individual’s desire to spend money earned instead of saving.  The same is true for corporate profits as compared to individuals’ income. Corporate profit spending occurs frequently as well because of this taxation effect. Firms will avoid saving for large capital projects like new plants, equipment, technology, or research and development. This results in short term savings for planned investment, which entails slower advancement into new technology and capital formation. 

Another disincentive that arises from the current income tax policy is the lack of motivation to work and earn higher income. People are less inclined to fulfill their maximum working capability because they know that a portion of what they earn will not be received. Those who receive lower incomes experience this effect at a more worrisome level than those of higher incomes. Unfortunately the rich experience a disincentive to gain more money as well. The more they earn the more the government collects through income tax. Although the government has reduced the tax burden on the rich they still take a larger portion of their pie that they earned. A comfortable middle seems to exist in the middle class. Therefore, the current income tax system promotes people to settle at comfortable middles where they are not seeking to improve the quality of life for themselves and others. Overall, the income tax system discourages investing, saving, capital investment, working, and achievement. 


As I alluded to earlier through Greenspan’s comments, the income tax system has been growing more and more complex. Complicated reforms are made in attempt to achieve unbiased accountability to pay the government. Complexity has arisen so much that even completing tax forms once a year has gotten to the point where many citizens have to seek assistance to complete them. 

Changing the system to one that charges tax on one’s taxable capacity could look upon a solution to the disincentives imposed by the income tax system. Taxable capacity in this meaning is the amount of money that one chooses to spend (Kaldor, p.24). Since taxing savings is unjust and dampens economic expansion, ability to pay for government should not be perceived as an evaluation of one’s entire income, but as an amount that is proportional to their spending habits. A tax imposed on consumer spending could be considered as an appropriate evaluation of consumers’ ability to pay for government and its services because it would eliminate the disincentives of the income tax system and introduce incentives of its own. These incentives include higher family incomes, higher work incentives, more capital accumulation by individuals and firms, and increased savings (Hubbard, p138). 

A consumption tax would encourage people to save more money and eventually result in higher investment in capital, plant and equipment, and business stock. These investments would increase in volume and in price. Firms and individuals would then use the extra money gained on investments and purchase larger quantities and more expensive goods. This would result in inventory depletion, which would entail an increase in production. Therefore, real GDP would increase. 

Income tax especially burdens households with high and low incomes. An elimination of the tax would result in large amounts of money at the disposal of the wealthy. With larger amounts of income now available higher income families spending habits will increase. As a result they will purchase more goods and services, but more importantly their investments will increase. This will result in a more robust economy that the middle and lower classes can benefit from as well. But a consumption tax is a value added tax on goods. As a result of lower income households spending virtually all their money, wouldn’t the poor be especially burdened?

One proposal to address the high burden that would be placed on poor people would be to create higher consumption taxes for goods that are deemed luxurious (Kaldor, p22). Evaluating goods on their elasticity of demand could effectively weed out goods that are luxurious. Since the wealthy would have more money at their disposal they would buy more luxurious items, then wealthy would then be able to help support those of poorer incomes by purchasing more of these goods. Therefore the extra tax revenue gained on luxury items would allow goods that are deemed necessities or normal to have lower consumption tax rates. This would ease the burden created by implementing a consumption tax.  

An expenditure tax creates incentives for some, but with the same monetary support supplied to the government, disincentives are created too. Unless differing expenditure taxes were specialized for different levels of income, a burden would be imposed on lower class poor people. People of smaller incomes would be confronted with less spending power in comparison to the wealth between income gaps before the imposition of the expenditure tax. Since families of lower income are forced to spend the majority of their money on goods, the condition of their well-being would be decreased and their ability to save or bear risk would be diminished (Kaldor, p14).  


The most important effect of an expenditure tax would be consumption. Since no countries have implemented this tax there are no statistics on the effects of changing a tax policy from one to another (Kaldor, p184) that holds relation to the possible change of our tax policy. Therefore there is no way of knowing what the exact overall effect could be on consumption. 


Studying the possibilities of an expenditure tax has led to differing opinions by many economists. Most believe that it would have a positive effect on the economy as a result of increased savings, but some of those people believe that if it were not specifically designed to differing incomes it would have to great a burden on the poor and consumption might fall dramatically, especially during the first year of implementation (Greenspan).  Since it is in the experimental stage, the consumption tax could be crafted to serve multiple purposes. One purpose that was not laid out in an earlier argument is the possibility of it being used as an economic stabilizing tool (Kaldor, p15). The percentage taxed on certain goods of differing amounts of elasticity could be increased or decreased to balance out or control savings, inflation, and spending. A simplified tax system would allow our government to divert the resources used in income tax evaluation and enforcement to other resources, which would better suit our needs. Many economists believe that a consumption tax would be the best reform to promote economic growth (Greenspan).
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