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l:undamental tax reform remains a hot
topic, for reasons that should come as no
surprise. The current U.S. tax structure is
complex, distortionary, and replete with
tax preferences.

The adjective “fundamental” is impor-
tant here. Although the personal income
tax code has undergone six major revi-
sions during the past two decades, none
of those changes can be deemed truly
fundamental in the sense of significantly
simplifying the U.S. tax code. On the
contrary, the 1997 tax bill introduced
further complexity, distortions, and
preferences.

Now, there seems to be genuine interest
in fundamental tax reform among Capi-
tol Hill policymakers, but there is also a
wide range of opinions about how to
accomplish it The complexity that sur-
rounds changing the federal tax code
arises in no small measure from the fact
that feasible reforms often involve trade-
offs among competing objectives. The
issues were clearly articulated by Presi-
dent Clinton in a December 16, 1997,
press conference:

I would not rule out a further substan-
tial action to simplify the tax code. But |
will evaluate any proposal, including
any one that our people might be work-
ing on, by the following criteria: First of
all, is it fiscally responsible? Secondly,
is it fair to all Americans? That is, we
dont want to shift the burden to middle-
class taxpayers to lower income taxes
on upper-income people....Thirdly,

will it be good for the economy? And
fourthly, will it actually lead to a sim-
pler tax system?

Our goal in thiEconomic Commentary

is to examine a few broad, and typical,
variants of fundamental tax reform along
the dimensions emphasized by the presi-
dent. The information we report is based
on formal quantitative experiments that
appear in our research paper, “Simulat-
ing U.S. Tax Reform?2

B The Criteria

The issues identified by the president
probably reflect the concerns of many
American voters. It is difficult, however,
to debate the merits of alternative reform
proposals without a clear idea about how
each of his four criteria can be quantified.
How, for example, does one define “fair-
ness”? Before proceeding, we will look
at each requirement a bit more precisely.

Is It Fiscally Responsible?

At its most basic level, this one is rela-
tively easy. We could simply require that
any new policy yield the same stream of
expected revenues before and after the
reform, a property commonly referred to
as “revenue neutrality.” Revenue neu-
trality does not, however, imply that the
government’s budget outlookirsde-
pendenbf tax policy. Suppose, for ex-
ample, that interest rates fall as a conse-
guence of a policy change. This would
reduce outlays and cause the govern-
ment’s surplus to rise over time.

We can resolve this complication by
stipulating that any change in policy
must yield the same flow of government
revenues less interest payments that
would occur without the change. This
property, which we will refer to as “net
revenue neutrality,” is equated with “fis-
cal responsibility” in the discussion that
follows 34
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President Clinton recently stated that
he would consider legislation aimed
at simplifying the U.S. tax code if it
were fiscally responsible, fair to all
Americans, good for the economy,
and truly created a simpler tax sys-
tem. This article looks at how some
basic tax reform proposals—includ-
ing the flat tax and an alternative
known as the X tax—stack up against
these sometimes competing criteria.

Will It Be Good for the Economy?
This, of course, is a subjective matter.
However, in strictly material terms, we
define this question as analogous to the
relatively straightforward query, “Does
the tax reform lead to an increase in per
capita GDP and per capita income?”

Will It Actually Lead

to a Simpler Tax System?

We define simplification to mean elimi-
nating most deductions and preferences
from both the corporate and personal tax
codes. All of the reforms considered
below impose some form of simplifica-
tion, the specifics of which we will dis-
cuss as we consider each change in turn.

Is It Fair to All Americans?

The issue of fairness is undoubtedly one
of the most contentious problems sur-
rounding any change in government pol-
icy, and it is central in discussions of tax
reform. We could certainly examine
shifts in tax burdens to assess fairness,
but we suspect that people would gener-
ally accept a doubling of their taxes if
doing so would guarantee a tripling of
their income. To skirt that particular




problem, we might look at changes in
the distribution of after-tax income, but
a better position on the income distrbu
tion ladder would likely be a small com
fort to someone who gained only-be
cause he was forced to work harder as
a result of distortions or wealth losses
wrought by tax policy

What we are really concerned with here
is whether individuals would likelger-
ceivethemselves to be better or worsk of
after a change in tax policy once we ac
count for both how much consumption
they can enjoy and how much work ef
fort they have to expend tdfard it. In

the jagon of economists, we are asking
how policy-induced changes in con
sumption and leisure flowsfatt the

level of an individuas lifetime “utility.”

Insight into how we are measuring the
concepts “better §fand “worse of”

can be gained by considering the follow
ing scenario: Suppose we could tell you
the consequense—in terms of how
much consumption you will enjoy and
how many hours you will need to work
to obtain i—of moving from the pres
ent tax system to some alternative
scheme. W then might ask whether you
would be willing to pay money to live
under the alternative regime. If you can
honestly answer yes, then clearly you
would perceive that you are bettef of
with tax reform. If, on the other hand,
your answer is no, | would have to be
compensated to accept tax reform, then
clearly you would feel better fafinder

the existing tax structure.

What we report below is whether our
experiments indicate that particular
groups of people would pay to see tax
reform implemented or whether they
would have to be compensated to accept
the reform. The answers correspond to a
formal measurement of “winners and
losers” in terms of a broad concept of
economic well-being, or utilityModi-

fied in this waythe presideng’ fairness
condition means that wealthier individu
als will not be made “utility winners” at
the price of making the less wealthy
“utility losers.”

We want to emphasize that our discus
sion will be framed in what economists
refer to as the life-cycle perspective.
That is, we do not define concepts such
as “high income” and “low income” in
terms of an individuad income at a spe
cific point in time, but in terms of his kel

ative income over a lifetime. Thus, a
person in medical school would likely
have very low current income, but

would be defined as a member of a high-
income group by virtue of the fact that
his income will be higher than most
when viewed over an entire lifetime.

The life-cycle perspective is the appro
priate vantage point for considering the
wisdom of a given tax reform. A policy
change in which a 40-year-old, for in
stance, loses in the first year but gains in
every subsequent year of his working life
will probably look like a pretty good deal
to that person. For this reason, we focus
our attention on how tax reform could be
expected to &ct diferent groups of tax
payers over their remaining lifetime.

m The Flat Tax (A Consumption
Tax by Any Other Name. ..)

Many economists and policymakers
believe that a system which raises-rev
enue by taxing consumption is superior
to the income-based tax structure that
currently exists at the federal level in the
United States. In terms of the multiple
objectives of tax reform, howevesome
fundamental trade-fsf exist between
these two types of systems.

On one hand, the consumption tax base
is smaller than the income tax base.
follows that at any point in time, a con
sumption tax will require a higher rate
to raise a given level of revenue.-Be
cause a consumption tax is in many
ways similar to a wage tax (a point we
will return to below), these higher rates
may lower the incentives to earn labor
income. On the other hand, by not-tax
ing returns to new saving, a consump
tion tax promotes saving and capital ac
cumulation. (Furthermore, higher
after-tax returns to saving introduce an
incentive for households to shift leisure,
as well as consumption, to the future,
which works against the negative wage
effect on labor suppl§) Theoretically
then, the net economic impact of mov
ing to a consumption-based tax system
is ambiguous.

The emphasis on “new” saving is impor
tant and helps to clarify both the nature
of consumption-based tax reforms and
their ultimate economic impact. Often
unstated in the reform debates is that a
shift toward a consumption tax base
need not take the form of direct taxation
of consumption expenditures, as in,,say

a national sales tax. Consumption-based
taxation can be implemented indirectly
by way of a tax system in which 1) only
labor income is taxed at the household
level, and 2) businesses are subject to a
cash-flow tax, implying that firms’
investment expenditures are completely
expensed at the time they are incurred.
In fact, true flat-tax proposals based on
the original work of economists Robert
E. Hall and Alvin Rabustikare de

signed to implement consumption taxa
tion with this type of a labor-income/
cash-flow tax bas@.

The expensing provision of a Hall-
Rabushka-type reform means that a firm
can immediately write 6the full value

of new purchases, instead of depreciat
ing them over time, as required by-cur
rent law New investments are thus
effectively tax free at the mgin, since a
firm’s tax on its cash flow is reduced by
the amount of the investment. Existing
assets, howevgbose their depreciation
allowances and do not enjoy the favor
able tax treatment applied to new invest
ments. As a consequence, implementing
a consumption-based tax via a labor-
income/cash-flow tax base exempts new
saving from taxation, but not old saving.

This feature of the flat-tax reform im
plies a one-time “lump-sum” tax, or
wealth levy on existing assets. Although
this levy reduces the tax rate (and result
ing distortions) necessary to maintain
revenue neutralityt comes at the ex
pense of individuals who have been high
savers prior to the reform. Appreciating
the full consequences of shifting the
U.S. tax system toward a consumption
base therefore requires disentangling the
various tensions between the potentially
higher labor taxes, greater saving incen
tives, and implicit wealth levies inherent
in a consumption tax implemented
through a Hall-Rabushka-style flat tax.

m Economic Effects of a Flat Tax
Consider first the case of a relatively
straightforward, single-rate consumption
tax that, like the flat tax, eliminates most
major tax-base reductions, but, unlike
the flat tax, provides no personal exemp
tions or tax shelters for housing wealth.
Our study shows that under such a plan,
national income would be 7 percent
higher than in the no-reform caseeW
also find that in the long run, real output
would increase by nearlyl bercet—
about $800 billion in 1996.



Unfortunately the rising tide of the flat
tax does not, in this case, raise all boats
(at least not in utility terms): The least
wealthy taxpayers (in terms of lifetime
income) would indeed lose, while more
affluent Americans would gain. An eb
vious way to resolve this problem is to
maintain standard deductions that ab
solve the poorest individuals of any tax
liability. This is, in fact, a feature of most
flat-tax reform proposals in the Hall-
Rabushka tradition. In addition, taxation
of housing wealth is not seriously eon
templated in the current reform plans, so
a more accurate picture of any probable
flat-tax system would include tax shel
tering of housing wealth.

With standard deductions and full tax
exemption of existing housing, the eco
nomic benefits of a flat tax are lower but
still large. Our analysis indicates that
relative to the no-reform case, output
would increase about2percent in the
short run and just over 6 percent in the
long run.

On the economic welfare side, the flat
tax with standard deductions delivers
long-run across-the-board utility gains.
Although these gains are again relatively
large for the wealthiest group of taxpay
ers, they are also sizeable for the poorest
Americans. Howevea potentially seri
ous drawback to this type of reform is
that middle-income grogps—those with
peak lifetime incomes between about
$20,000 and $50,06—are made worse
off in the short run.

The short-run utility losses dafed by
middle-income taxpayers are a conse
guence of imposing revenue neutrality
In the near term, the tax rates required
to satisfy this requirement are higher for
these groups than they would be under
current policy As the positive écts of
the reform take hold in the econgrtax
rates do fall, but too late to overcome the
negative gtcts that occur at the time of
the transition to the flat-tax system.

Continuing existing depreciation allew
ances and interest-expense deductions on
capital in place at the time tax reform is
implemented—thus providing some tran
sition relief for owners of old nonhousing
capital—further reduces the advantages
of reform. Wth these provisions, our
experiments indicate very little short-run
gain in output and a long-run expansion

of less than 2 percent.

Providing this type of transition relief
helps to protect the elderlwyho gener

ally hold a relatively lage share of their
wealth in capital assets.ithout such
relief, the current elderly tend to lose in
the transition to a flat taxransition re

lief, however exacerbates the burden on
current middle-income groups, because
a reduction in the value of the wealth
levy means that distortionary taxes must
be higher in order to generate the same
amount of net revenue. In fact, our
analysis shows that even in the long run,
middle-income Americans lose if transi
tion relief is granted to older generations.

m  An Alternative Proposal:

The X Tax

An alternative scheme for moving to
consumption-based taxation is the so-
called X tax proposed by economist
David Bradford. Like the standard Hall-
Rabushka flat tax, the X tax system
would shift the federal tax base toward
consumption via expensing. However
it would maintain progressivity of mar
ginal tax rates on labor income, and
would also set the mginal tax rate on
business cash flows at the highest rate
applied to labor income.

Introducing tax rate progressivity on
labor income does not distort the accu
mulation of new capital: Expensing
implies that the ééctive rate is still zero.
Increasing the business cash-flow tax
does, howevesubstantially boost the
effective tax on old capital. In fact, this
wealth levy is lage enough to maintain
revenue neutrality while at the same time
lowering the tax rate enough on middle-
income groups to make them bettdr of
under the reform, even in the short run.

The cost, of course, is that older individ
uals who hold substantial amounts of
wealth lose even more under the X tax
than under the HelRabushka flat tax.
Nonetheless, given the criteria noted
above, the X tax stacks up fairly well.

In addition to being revenue neutral

(by construction) and simpler (although
somewhat less simple than the other
proposals we have considered), it has a
tremendous positive fefct on output:
Long-run GDP is only slightly lower
under the X tax than under the flat-tax
scheme without the standard deductions
and housing sheltefurthermore, the
long-run utility efects of the X tax are
quite progressive, with lower-income

groups being the biggest winners (in
percentage terms). Obviousiie eld

erly lose at the time the reform is-im
plemented, but these losses are highest
for the wealthiest individuals. Even in
the short run, the poorest elderly gain.

B Some Lessons

We suspect that President Clin®tax
reform requirements are shared by many
Americans. But whenever policy has
multiple objectives, trade-isf inevitably
arise that require some prioritization
informed by serious discussions about
ultimate social goals. Our analysis incor
porates many complexities and omits
some others, but it is doubtful that a
more complicated study will overturn
our key findings.

In general, the trade{sfbetween

growth in overall output and the relative
welfare of diferent income groups and
generations seem to be significant. As an
example, the treatment of potential
wealth levies created by shifting to a
consumption-based tax system has a
marked impact on whether output and
welfare increase in the long run. Such
transition taxes allow lower tax rates
over the long haul, but generate fairly
large redistributions of wealth across
both living and future generations. Pro
posals aimed at mitigating these distribu
tional efects can, in the extreme, com
pletely undermine any positivefefts

of shifting to a consumption tax.

Among the stylized reforms considered
here, the X tax appears to come closest
to meeting President Clintanéntire set

of requirements. Howevggven this
scheme involves some substantial trans
fer from the current elderly to younger
and future generations. The “correct”
approach, then, inherently becomes a
question of what the nation decides is a
“fair” intergenerational distribution of
resources. The issue of irgenerational
fairness is an area of active research and
debate. It is also, as this paper shows, of
great relevance to tax reform.




®  Footnotes

1. Among the most prominent proposals are
the flat tax introduced by House Majority
Leader Dick Armey (R-@x.) and Senator
Richard Shelby (R-Ala.), a retail sales tax
favored by Representative Billyalizin

(R-La.) and Senator Richard Lugar (R-Ind.),
and the “unlimited savings allowance (USA)
tax,” a combined value-added tax and-pro
gressive personal consumption tax proposed
by Senator Pete Domenici (R-Mex.) and
former Senator Sam NunbB£Ga.).

2. Congressional Budget fitfe, Technical
Working Paper No. 976. This paper also
appeared as National Bureau of Economic
Research \atking Paper No. 6248, Octo-
ber 1997.

3. This requirement does not presume that
revenue raised from specific solseewage
income, for exampl—is unaltered by tax
reform, a point that will become clear as
we proceed.

4. Although the revenue neutrality concept

is typically invoked, many economists and
policymakers believe that a more appropriate
definition of “fiscal responsibility” would
ensure that there is no increase in the fiscal
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burden placed on future generations. Satis
faction of this requirement is not guaranteed
by revenue neutralityrhe connection (or

lack thereof) between the deficit and inter
generational equity is explored in Laurence J.
Kotlikoff, Generational Accounting: Know

ing Who Pays, and When, for What W
SpendNew York: The Free Press, 1992.

5. For a more complete discussion of this
effect, see Alan J. Auerbach, “The Future of
Fundamental 8 Reform,”American Ece
nomic Revieywol. 87, no. 3 (May 1997),

pp. 188-46.

6. A complete discussion of the Hall-
Rabushka proposal is contained in Robert E.
Hall and Alvin Rabushkalhe Flat Bx,2d

ed. Stanford, Calif.: Hoover Institution Press,
1995.

7. Recent research on ingenerational fair
ness shows that under baseline pofisture
generations might face lifetime net tax rates

exceeding those faced by current generations.

See Jagadeesh Gokhale, Benjamin R. Page,
and John R. Sturrock, “GenerationalAc
counts for the United States: An Update,”
Federal Reserve Bank of Clevelafto

nomic Revieywol. 33, no. 4 (Quarter 4 1997),
pp.2-22.
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