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Four Types of Tax Reform

• Replacement Consumption Taxes

• Add-on Consumption Taxes

• Income Tax Reform

• Move Income Tax Further Toward
Consumption Tax
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FOUR-WAY ECONOMIC CLASSIFICATIONA. REPLACEMENT CONSUMPTION TAXES1. Retail Sales Tax Proposals2. Subtraction Method VAT Proposal3. Two-Tiered VAT (“Flat Tax”) Proposals4. Combined VAT/Personal Consumption Tax ProposalsB. INCOME TAX REFORM1.  A Replacement income tax2. The 1986 Act and Other Income Tax ReformsC. ADD-ON CONSUMPTION TAXES1. VATs in Other Major Industrialized Countries2. The Greatz Plan for a Broad-based VAT with Reformed Income TaxD. INCREMENTAL TRANSFORMATION TO A CONSUMPTION TAX1.  Eliminating the Double Taxtion of Corporate Profits2.  Expensing or Accelerated Depreciation3.  Eliminating  Taxes on Saving:: LSAs, RSAs, and ERSAs

THREE-WAY BUSINESS TAX CLASSIFICATIONAA..    NNOO  BBUUSSIINNEESSSS  TTAAXX1. Retail Sales Tax ProposalsBB..    NNEEWW  FFEEDDEERRAALL  BBUUSSIINNEESSSS  TTAAXX2. Subtraction Method VAT Proposal3. Two-Tiered VAT (“Flat Tax”) Proposals4. Combined VAT/Personal Consumption Tax Proposals1.  A Replacement Income TaxCC..    RREETTAAIINN  FFEEDDEERRAALL  CCOORRPPOORRAATTEE  TTAAXX2. The 1986 Act and Other Income Tax Reforms1. VATs in Other Major Industrialized Countries2. The Greatz Plan for a Broad-based VAT with Reformed Income Tax1.  Eliminating the Double Taxtion of Corporate Profits2.  Expensing or Acclerated Depreciation3.  Eliminating  Taxes on Saving:: LSAs, RSAs, and ERSAs--- REPLCAMENT CONSUMPTION TAX--- INCOME TAX REFORM--- ADD ON CONSUMPTION TAX--- MOVE TO CONSUMPTION TAX
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      FFoouurr  TTyyppeess  ooff  NNeeww  BBuussiinneessss  TTaaxxeess  UUnnddeerr  FFeeddeerraall  TTaaxx  RReeffoorrmmCurrent LawSubtractionMethod VAT(English, H.R.269)IVAT(Treasury 2002)BusinessComponentof Flat Tax(Shelby)CBIT(Treasury 1992;Treasury 2002)In GeneralCorporateIncome TaxSubtraction MethodValue Added TaxBusiness Componentof Flat TaxTax BaseCorporateProfitsValue Added(profits+interest+wages)Business Capital Income(profits+interest)TaxpayersC CorpsAllBusinessesAllBusinessesAllBusinessesAllBusinessesInterestDeductible?YesNoNoNoNoWagesDeductible?Yes No No Yes YesCapitalRecoveryDepreciation ExpensingDepreciationExpensingDepreciation

FFeeddeerraall  BBuussiinneessss  TTaaxxUUnnddeerr  RReeffoorrmmIImmpplliiccaattiioonnss  ffoorr  SSttaatteeBBuussiinneessss  TTaaxxeess

•

 Eliminate CorporationIncome Tax with No NewBusiness Taxes

•

 State are on the their own:Eliminate state corporateincome taxes.

•

 Eliminate CorporationIncome Tax and Replacewith a New Business Tax

•

 States with difficulty canmaintain their own corporatetaxes. Better policy is to adoptnew Federal business tax.

•

 Maintain CurrentCorporation Tax withIncremental Changes orNo Changes at All

•

 State Corporation TaxesShould Conform to NewFederal Tax Base.
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Conclusion and Criticism

Conclusion:  States should conform to new federal
business tax to (A) increase efficiency and (B) to reduce
complexity.

(A) Equity vs. Efficiency: New federal tax would far
more economically efficient than corporation tax.

(B)Conformity vs. Sovereignty:  The administrative
and compliance costs of nonconformity far outweigh
benefits of letting states do their own thing.

Further Research

Right now VAT and Flat Tax are not serious options.  If
there is any indication in the future that this will
change:

(1) States need to in-depth study of cost of continuing
corporate tax (if only to convince the skeptics)

(2) States need to study in-depth the possible methods of
apportioning new federal business tax.


