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Q. What are 10 ways to simplify the tax system?

A. The individual income tax imposes complexity that costs not only 
taxpayers, who expend time and money preparing and filing their re-
turns, but also the IRS, which is responsible for auditing those returns 
and dealing with taxpayer errors. Here are 10 things Congress could 
do to simplify the income tax and reduce costs significantly for both 
taxpayers and the IRS.

1. Modify or repeal the alternative minimum tax: Originally designed to ensure that high-income house-
holds paid at least some income tax, the alternative minimum tax (AMT) now affects nearly 5 million fil-
ers, most of whom already pay significant amounts of income tax and are far from the top of the income 
distribution. Congress raised the AMT exemption and indexed both the exemption and other relevant 
parameters for inflation in 2012, but did not fix the AMT’s basic problems. Modifying the AMT so that it 
only affects higher-income taxpayers who would otherwise pay little tax would return the tax to its orig-
inal purpose. But it would hardly make the tax system simpler for those still subject to it. Repealing the 
AMT would both simplify the income tax and eliminate the need for annual patches, but revenue would 
decrease by roughly $30 billion annually.

2. Eliminate or align income limits and phaseouts: Many preferences in the tax code are denied to high-
er-income taxpayers or phased out over different ranges of income. These inconsistencies complicate 
tax returns; several worksheets are required to calculate taxable income, deductions, and credits. For 
example, the tax code reduces the $1,000-per-child credit by 5 percent of adjusted gross income (AGI) 
over $110,000 for married couples ($75,000 for single parents and $55,000 for married couples filing 
separately); the share of expenses allowed for the child and dependent care credit falls from 35 percent 
to 20 percent as AGI increases from $15,000 to $43,000; and the deduction for interest paid on student 
loans phases out for single taxpayers with modified AGI above $65,000 ($135,000 for joint filers). Elimi-
nating such restrictions would simplify tax filing, but the benefits would go to higher-income taxpayers. 
Retaining income limits on tax preferences but setting them at uniform levels (at least for related activi-
ties), would reduce complexity while still focusing benefits on taxpayers with low-to-moderate incomes. 
Note, however, that if multiple benefits phased out over the same income range, effective marginal 
taxes in that range could reach unacceptably high rates.
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3. Consolidate tax benefits for education: Families with students in college may qualify for multiple tax 
benefits to defray educational expenses, but often may claim only one of them. For example, a fami-
ly may be able to claim either the American opportunity credit or the lifetime learning credit, but not 
both, for the same student. If the family supports more than one student, it may claim one credit for one 
student and the other for the second student. Determining which alternative is best requires multiple 
calculations and can conflict with other tax benefits for education, such as Coverdell savings accounts 
and 529 savings plans. Combining or at least coordinating the various tax benefits would help taxpayers 
both determine their eligibility for benefits and calculate them.

4. Coordinate tax benefits for dependent care: Taxpayers may reduce the net cost of dependent care 
through the child and dependent care credit and through flexible spending accounts set up by their 
employers. They may, however, use only one of the two options for a specific expense, which can make 
both planning how to finance childcare and completing tax returns difficult. Coordinating the two bene-
fits or combining them into a single benefit would address both problems.

5. Simplify or eliminate the taxation of Social Security benefits: Whether and how much of a recipient’s 
Social Security benefits are subject to tax depends on income: single beneficiaries with adjusted incomes 
below $25,000 ($32,000 for couples) pay no tax on their benefits; those with higher incomes must in-
clude up to 85 percent of their Social Security payments in taxable income. Determining the amount to 
include requires completing a 19-line worksheet that draws on information from other parts of the tax 
return. Making a fixed fraction of benefits taxable (possibly zero) for all beneficiaries would eliminate 
that worksheet and make tax filing easier.

6. Simplify the taxation of capital gains and dividends: The income tax currently imposes many different 
tax rates on capital gains and dividends, depending on the taxpayer’s regular tax rate, the type of asset, 
how long an asset was owned before it was sold, whether dividends are “qualified,” and whether the 
taxpayer owes AMT. The IRS provides four different worksheets, one with 45 lines, to help taxpayers cal-
culate their tax on capital gains and dividends. Allowing a percentage exclusion for qualified dividends 
and long-term gains (and perhaps other kinds of gain) and applying regular tax rates to the rest would 
sharply reduce the complexity of returns while maintaining different effective tax rates on different kinds 
of gains and dividends.

7. Combine tax incentives for retirement saving: Workers can currently save for retirement in various 
ways that receive different tax treatment—among them deductible, nondeductible, and Roth individual 
retirement accounts; regular and Roth 401(k)s and similar plans; and traditional employment-based pen-
sion plans. Each type of saving has its own eligibility requirements, income limits, and tax benefits, which 
complicates the task of deciding how best to save for retirement. Combining existing options into fewer 
alternatives and setting the same income limits for all would simplify workers’ choices and reduce the 
cost of administering multiple programs.

8. Consolidate programs benefiting households with children: Personal exemptions, the child tax cred-
it, and the earned income tax credit (EITC) all provide benefits for households with children. But each 
imposes different restrictions on participation, offers varying benefit levels, and requires beneficiaries 
to complete separate parts of tax returns. Combining all three benefits into a single refundable credit 
would both simplify tax filing and coordinate benefits.  It could be difficult, however, to design a simple 
single credit that would approximate current benefits.

How Could We Improve the Federal Tax System?
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9. Simplify the earned income tax credit: Claiming the EITC currently requires completing a three-page 
worksheet to determine eligibility, and then a second worksheet to calculate the credit itself (though 
taxpayers may elect to have the IRS complete the second task). That complexity results from strict defi-
nitions of which children qualify, different credit rates and income limits depending on the number of 
children, and different accounting for different kinds of income. Relaxing the requirements and making 
the parameters the same across taxpayers with different characteristics could reduce complexity. But 
this would also limit flexibility in adjusting benefits to perceived need.

10. Use a single definition of “child”: Various income tax benefits are targeted at families with children. But 
the definition of “child” differs widely, particularly with respect to age. Children under age 19 (or under 
24 and a full-time student) count in defining EITC benefits; those under 17 qualify for the child credit; 
and only those under 13 are eligible for the child and dependent care credit. Although these differences 
may result from deliberate congressional choices about who should receive benefits, they complicate tax 
filing and can lead to filing errors that the IRS has to correct. Other factors further complicate eligibility 
determination, including the child’s physical residence, custody arrangements, and who pays the child’s 
living costs. Establishing a single definition to determine whether taxpayers may claim tax benefits for 
children would simplify both tax filing and IRS processing of returns.

Further Reading
Burman, Leonard E., Greg Leiserson, William G. Gale, and Jeff Rohaly. 2007. “Options to Fix the AMT.” Washington, 
DC: Urban-Brookings Tax Policy Center.

Gale, William. 2008. “Support Fairer, Simpler, and More Adequate Taxation.” Washington, DC: Brookings Institution.

Maag, Elaine. 2014. “Child-Related Benefits in the Federal Income Tax.” Perspectives on Low-Income Working Families 
Brief 27. Washington, DC: Urban Institute.

———. 2015. “Earned Income Tax Credit in the United States.” Journal of Social Security Law 22(1): 20–30.

———. 2010. “Simplicity: Considerations in Designing a Unified Child Credit.” National Tax Journal 63(4, part 1): 
765–80.

Maag, Elaine, Stephanie Rennane, and C. Eugene Steuerle. 2011. “A Reference Manual for Child Tax Benefits.” Discus-
sion Paper 32. Washington, DC: Urban-Brookings Tax Policy Center.
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HOMEOWNERSHIP

Credits to encourage homeownership can take different forms. They can provide an up-front credit for first-
time homebuyers of primary residences, similar to a temporary credit employed as a stimulus measure from 
2008 to 2009. (An early version of this credit served as an interest-free loan to be paid back to the IRS.) Alter-
natively, homeowners could receive smaller annual credits proportional to their home equity, up to a desig-
nated maximum. Another approach is to provide a credit against property taxes paid on a home to defray 
a significant cost of homeownership. Reforms that reward building equity instead of subsidizing mortgage 
interest (which a badly designed credit could also do) would encourage actual saving instead of the acquisi-
tion of debt. 

A. Expanding access to savings vehicles and scaling back deductions to 
provide greater incentives to low- and middle-income households could 
make a difference. 

Q. How might low- and middle-income households be encour-
aged to save?

2/8
INCREMENTAL TAX REFORMHow might saving be encouraged for low-and middle-income 

households?

TAX POLICY CENTER BRIEFING BOOK

How Could We Improve the Federal Tax System?

RETIREMENT

A saver’s credit is available to moderate-income taxpayers who contribute to qualified retirement plans. 
However, the credit is nonrefundable and phases out quickly at higher levels of income, making few peo-
ple eligible for the maximum amount. Some economists have proposed expanding the credit and making it 
refundable, so that workers with no net income tax liability could claim it. More expansive proposals include 
reshaping the complicated pension landscape to simplify plans and increase access to employer-based retire-
ment accounts with automatic enrollment. Contribution limits to tax-favored accounts would be lowered, and 
low- and moderate-income workers would instead receive government matches on their contributions. Any 
credits or matching employer contributions could not be accessed until retirement. Pension antidiscrimina-
tion rules could be revised to favor plans that support a larger percentage of full- and part-time employees.
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How might saving be encouraged for low-and middle-income households?

ENCOURAGE SAVINGS AND ACCOUNT OWNERSHIP AT TAX TIME 

Many low- and middle-income workers receive large refunds at tax time from refundable tax credits. A “sav-
er’s bonus” could be offered to encourage taxpayers to save a portion of their refunds in qualified savings 
accounts. Taxpayers are already able to contribute to individual retirement accounts until the tax filing dead-
line and apply any deductions or saver’s credits against their tax year’s liability. Some tax preparers and tax 
preparation software remind taxpayers that they are able to do this and make clear how much tax they can 
save if they do. Tax time could also be used to link taxpayers to savings vehicles, such as children’s savings 
accounts or prepaid cards with savings features for taxpayers without bank accounts.

Further Reading

Butrica, Barbara A., Benjamin H. Harris, Pamela Perun, and C. Eugene Steuerle. 2014. “Flattening Tax Incentives for 
Retirement Saving.” Washington, DC: Urban-Brookings Tax Policy Center. 

Eng, Amanda, Benjamin H. Harris, and C. Eugene Steuerle. 2013. “New Perspectives on Homeownership Tax Incen-
tives.” Tax Notes. Washington, DC: Urban-Brookings Tax Policy Center. 

Harris, Benjamin H., C. Eugene Steuerle, Signe-Mary McKernan, Caleb Quakenbush, and Caroline Ratcliffe. 2014. “Tax 
Subsidies for Asset Development: An Overview and Distributional Analysis.” Washington, DC: Urban-Brookings Tax 
Policy Center. 

McKernan, Signe-Mary, Caroline Ratcliffe, C. Eugene Steuerle, Emma Kalish, and Caleb Quakenbush. 2015. “Nine 
Charts about Wealth Inequality in America.” Washington, DC: Urban Institute. 

Perun, Pamela, and C. Eugene Steuerle. 2008. Why Not a ‘Super Simple’ Saving Plan for the United States? Washington, 
DC: Urban Institute. 

Ratcliffe, Caroline, William J. Congdon, and Signe-Mary McKernan. 2014. “Prepaid Cards at Tax Time Could Help Those 
without Bank Accounts.” Washington, DC: Urban Institute. 

Steuerle, C. Eugene, Benjamin H. Harris, Signe-Mary McKernan, Caleb Quakenbush, and Caroline Ratcliffe. 2014, “Who 
Benefits from Asset-Building Tax Subsidies?” Washington, DC: Urban Institute.

http://www.taxpolicycenter.org/publications/flattening-tax-incentives-retirement-saving
http://www.taxpolicycenter.org/publications/flattening-tax-incentives-retirement-saving
http://www.taxpolicycenter.org/publications/new-perspectives-homeownership-tax-incentives
http://www.taxpolicycenter.org/publications/new-perspectives-homeownership-tax-incentives
http://www.taxpolicycenter.org/publications/tax-subsidies-asset-development-overview-and-distributional-analysis
http://www.taxpolicycenter.org/publications/tax-subsidies-asset-development-overview-and-distributional-analysis
http://apps.urban.org/features/wealth-inequality-charts/
http://apps.urban.org/features/wealth-inequality-charts/
http://www.urban.org/research/publication/why-not-super-simple-saving-plan-united-states
http://www.urban.org/research/publication/prepaid-cards-tax-time-could-help-those-without-bank-accounts
http://www.urban.org/research/publication/prepaid-cards-tax-time-could-help-those-without-bank-accounts
http://www.urban.org/research/publication/who-benefits-asset-building-tax-subsidies
http://www.urban.org/research/publication/who-benefits-asset-building-tax-subsidies
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REFORM OPTIONS

A. Congress could retarget the AMT to its original purpose or enact a 
major overhaul of the income tax system, eliminating the need for an 
alternative tax.

Q. How might we improve the AMT?

How might we improve the AMT?
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The Family Fix

The regular income tax allows a personal exemption of $4,050 (in 2017, indexed for inflation) for each fam-
ily member. The individual alternative minimum tax (AMT) exemption varies by filing status but does not 
increase with family size. One possible reform option, a “family fix,” would allow dependent exemptions 
under the AMT. To mitigate marriage penalties, the proposal would also set the AMT exemption, 28 percent 
bracket threshold, and exemption phase-out threshold for married couples at twice the value for singles. This 
option would cost $172.7 billion over 10 years (figure 1) and would reduce the number of AMT taxpayers by 
more than 3.5 million (figure 2).

The Deduction Fix

Another option, a “deduction fix,” would allow state and local taxes, miscellaneous ex-penses above the 
2 percent of adjusted gross income floor, and the standard deduction to be allowable under the AMT. This 
reform option would cost $352.6 billion over 10 years and would reduce the number of AMT taxpayers to 
about 400,000.

Taxing Capital Gains

Under current law, capital gains and qualified dividends generally receive the same preferential treatment 
under the AMT and the regular income tax. A third option would tax capital gains and qualified dividends at 
the same rate as ordinary income under the AMT. This option would generate $268 billion over 10 years and 
would increase the number of AMT taxpayers by about 1 million annually.

A major AMT overhaul combining all three of the above options would cost $229.5 bil-lion over 10 years, and 
would decrease the number of AMT taxpayers to about 500,000.
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FIGURE 1

Impact of Reform Options on Tax Revenue
FY2017-26

Billions of dollars

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0516-1).
Notes: Baseline is current law. Proposals are effective 01/01/2016. Estimates include a microdynamic behavioral response. Estimates 
assume a 40-60 fiscal split, i.e. fiscal year revenue is estimated to be 60 percent of revenue from the previous calendar year plus 40 percent 
of revenue from the current calendar year. 
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Impact of Reform Options on Number of AMT Payers
2017-26
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Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0516-1).
Note: AMT payers include those with direct AMT liability on Form 6251, lost credits, and reduced deductions.



Overview

How might we improve the AMT?

TAX POLICY CENTER BRIEFING BOOK

How Could We Improve the Federal Tax System?

Data Source

Urban-Brookings Tax Policy Center. “TPC Microsimulation Model, version 0516-1.”

Further Reading

Burman, Leonard E., and David Weiner. 2005. ”Suppose they took the AM out of the AMT?” Washington, DC: Ur-
ban-Brookings Tax Policy Center.

Burman, Leonard E., William G. Gale, Greg Leiserson, and Jeffrey Rohaly. 2007. “Options to Fix the AMT.” Washington, 
DC: Urban-Brookings Tax Policy Center.

Overhaul

An alternative to this sort of incremental reform would be to combine the AMT’s repeal with a major reform 
of the individual income tax that would prevent the sheltering behavior that the minimum tax was originally 
designed to prevent. Stand-alone repeal of the AMT would cost $388.9 billion over the next 10 years.

http://webarchive.urban.org/publications/311212.html
http://www.taxpolicycenter.org/publications/url.cfm?ID=411408
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A. Reducing the number of distinctions among economic activities and 
taxpayers’ personal characteristics would simplify the code, reducing 
both compliance costs for taxpayers and administrative costs for the 
government. The consequent broadening of the tax base would allow 
lower tax rates while maintaining revenue and also reduce economic 
distortions caused by taxation.

Q. What policy reforms could simplify the tax code?

What policy reforms could simplify the tax code?
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The key to tax simplification is to make fewer distinctions across economic activities and taxpayers’ personal 
characteristics. This would not only reduce compliance costs, but allow for simpler administration. For exam-
ple, if everyone paid the same tax rate on dividends, the tax could be collected from dividend payers without 
having to trace who got what. 

The general structure of a simple tax system would be a broad tax base with rates that are the same across 
different income sources or types of expenditure. Progressivity could be embodied in the rate structure (with 
rates rising with income, as they do now), a basic exemption amount, and the choice of tax base (income, 
consumption, or another measure), rather than through specific provisions that treat different levels of in-
come and consumption differently. Universal exemptions, deductions, or credits are much simpler to adminis-
ter than targeted ones.

Several fairly modest changes could make the current tax system simpler as well as fairer and more conducive 
to economic growth. One possible focus: the individual alternative minimum tax (AMT). To spare middle-in-
come taxpayers who were never its target, the AMT should allow deductions for dependents and for state 
and local taxes. Further, all personal credits should be available against the AMT. Any new proposal that cuts 
regular income tax liabilities should also make conforming adjustments to the AMT so that more taxpayers 
are not subjected to it.

Another option would coordinate the phaseout of tax credits. Specific tax credits phase out across different 
income ranges, so that claiming each credit requires a separate worksheet and tax calculation. The phaseouts 
also create hidden taxes over the phaseout range and diminish the effectiveness of the credits by encourag-
ing the very activities they are designed to spur.
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Data Sources

Urban-Brookings Tax Policy Center. Bipartisan Tax Fairness and Simplification Act of 2010 (“Wyden-Gregg”). T10-0117. 
“Individual, Corporate, and Payroll Tax Revenues under Wyden-Gregg; Baseline: Current Policy, 2011–20”; T10-0118. 
“Individual, Corporate, and Payroll Tax Liability under Wyden-Gregg; Baseline: Current Policy; Distribution by Cash 
Income Level, 2014”; T10-0119. “Individual, Corporate, and Payroll Tax Liability under Wyden-Gregg; Baseline: Cur-
rent Policy; Distribution by Cash Income Percentile, 2014”; T10-0120. “Individual, Corporate, and Payroll Tax Revenues 
under Wyden-Gregg; Baseline: Current Law, 2011–20”; T10-0120. “Individual, Corporate, and Payroll Tax Revenues 
under Wyden-Gregg; Baseline: Current Law, 2011–20”; T10-0121. “Individual, Corporate, and Payroll Tax Liability under 
Wyden-Gregg; Baseline: Current Law; Distribution by Cash Income Level, 2014”; T10-0121. “Individual, Corporate, and 
Payroll Tax Liability under Wyden-Gregg; Baseline: Current Law; Distribution by Cash Income Level, 2014”. 

Further Reading

Gale, William G. 2009. “Remove the Return.” Tax Analysts, September 9: 40–43.

———. 2007. “Fixing the Tax System: Support Fairer Simpler, and More Adequate Taxation.” Opportunity 08 Paper. 
Washington, DC: Brookings Institution.

Joint Committee on Taxation. 2014. “Technical Explanation of the Tax Reform Act of 2014, Title I – Tax Reform for Indi-
viduals.” JCX-12-14. Washington, DC: Joint Committee on Taxation.

Maag, Elaine. 2011. “Tax Simplification: Clarifying Work, Child, and Education Incentives.” Washington, DC: Ur-
ban-Brookings Tax Policy Center.

Steuerle, C. Eugene. 2015. “One Avenue to Bipartisan Tax Reform: Simplification and Improved Tax Administration.” 
TaxVox (blog). April 8.

———. 1999. “Candidates for Tax Simplification Reform.” Tax Analysts, July 12.

US Senate, Committee on Finance. 2015. “Tax Complexity, Compliance, and Administration: The Merits of Simplifica-
tion in Tax Reform.” Hearing of the US Senate Committee on Finance, Washington, DC, March 10.

http://www.taxpolicycenter.org/numbers/displayatab.cfm?template=simulation&SimID=362
http://www.taxpolicycenter.org/publications/remove-return
https://www.brookings.edu/research/fixing-the-tax-system-support-fairer-simpler-and-more-adequate-taxation/
https://www.jct.gov/publications.html?func=startdown&id=4554
https://www.jct.gov/publications.html?func=startdown&id=4554
http://www.taxpolicycenter.org/publications/tax-simplification-clarifying-work-child-and-education-incentives
http://www.taxpolicycenter.org/taxvox/one-avenue-bipartisan-tax-reform-simplification-and-improved-tax-administration
http://www.urban.org/research/publication/candidates-tax-simplification-reform
https://www.finance.senate.gov/hearings/tax-complexity-compliance-and-administration-the-merits-of-simplification-in-tax-reform
https://www.finance.senate.gov/hearings/tax-complexity-compliance-and-administration-the-merits-of-simplification-in-tax-reform
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The Tax Reform Act of 1986, signed by President Ronald Reagan, raised tax rates on capital gains and 
lowered rates on ordinary income, but set the same 28 percent top rate for both. The goal: reducing tax 
planning devoted to converting ordinary income to capital gains. The policy worked—briefly. Successive 
congresses raised the top rate on ordinary income (now 43.4 percent) and reduced the top rate on capital 
gains (now 23.8 percent). As the gap between the two rates widened, so did the incentives to manipulate 
the system. Now might be a good time to once again tax capital gains and ordinary income at the same rate, 
which would be higher than today’s rate on capital gains but lower than the rate on ordinary income.

In the 1980s, taxpayers exploited the ordinary income/capital gain gap by making investments that generat-
ed ordinary deductions—such as interest, lease payments and depreciation—to reduce their current income 
tax liability. These taxpayers got their money back (and presumably more) in the form of long-term capital 
gains. The ’86 act targeted these arrangements by limiting the use of passive loss, interest, and accelerated 
depreciation deductions. But, most importantly, the ’86 act also eliminated the ordinary income/capital gain 
gap, which removed much of the juice.

With the return of the ordinary income/capital gap, various schemes to convert ordinary income into capital 
gains have followed. Last year, the Senate investigated basket options, which used the tax alchemy of deriv-
atives to convert short-term into long-term capital gains. Over the last several years, private equity and other 
investment managers have been compensated with “carried interest,” which allow them to claim long-term 
gains rather than salaries.

These planning opportunities are available only to the well off. More generally, capital assets are held pre-
dominantly by the well-off, who derive the most benefit from the capital gains preferences (figure 1). 

A. Taxing capital gains at the same rates as ordinary income would sim-
plify the tax system by removing major incentives for tax sheltering 
and other attempts to manipulate the system. 

Q. How might the taxation of capital gains be improved?

How might the taxation of capital gains be improved?
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Some may object that reducing the tax rate on capital gains is necessary to prevent “lock in”—holding prop-
erty to defer tax liability (perhaps until death, when the tax basis of the asset is stepped up to permit heirs to 
sell without realizing any taxable gains). But if Congress is concerned about the lock-in effect, it could either 
tax capital gains at death or reinstate the carryover basis so that heirs retain the lower basis. Either step 
would reduce the tax incentive to keep assets until death—and could raise substantial revenue that would 
make it possible to reduce tax rates or the deficit.

Finally, if Congress is concerned about the potential double taxation of corporate earnings, it might integrate 
the two levels of taxes on corporate income. That is, Congress could tax corporate earnings only once, taxing 
the corporation or its shareholders but not both. The US Treasury (1992) has laid out several options for such 
integration.
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Data Source

IRS, Statistics of Income Division. SOI Tax Stats—Individual Income Tax Returns Publication 1304 (Complete Report). 
Table 1.4. “All Returns: Sources of Income, Adjustments, and Tax Items.”

Further Reading

Burman, Leonard E. 1999. The Labyrinth of Capital Gains Tax Policy: A Guide for the Perplexed. Washington, DC: Brook-
ings Institution Press.

———. 2012. “Tax Reform and the Tax Treatment of Capital Gains.” Testimony of Leonard E. Burman before the House 
Committee on Ways and Means and the Senate Committee on Finance, Washington, DC, Sept. 20. 

Rosenthal, Steven M. 2014. “Abuse of Structured Financial Products: Misusing Basket Options to Avoid Taxes and 
Leverage Limits.” Testimony before the US Senate Permanent Subcommittee on Investigations of the Committee on 
Homeland Security and Governmental Affairs, July 22.

US Department of the Treasury. 1992. “Integration of the Individual and Corporate Tax Systems.” Washington, DC: US 
Department of the Treasury. 

https://www.irs.gov/uac/soi-tax-stats-individual-income-tax-returns-publication-1304-complete-report
http://webarchive.urban.org/publications/1000005.html
http://www.taxpolicycenter.org/publications/tax-reform-and-tax-treatment-capital-gains
http://webarchive.urban.org/publications/904632.html
http://webarchive.urban.org/publications/904632.html
https://www.treasury.gov/resource-center/tax-policy/Documents/Report-Integration-1992.pdf
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Proposals to reform the estate and gift tax range from comprehensive options, such as permanently repeal-
ing the estate tax or replacing the existing tax with a tax on inheritances, to more modest options, such as 
decreasing exemption amounts, increasing tax rates, and blocking avenues for avoiding the tax.

The federal estate and gift taxes (including the generation-skipping tax, or GST) have changed virtually every 
year since 2001. The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) cut these taxes 
sharply but only through 2010. EGTRRA gradually phased out the estate tax and GST, and eliminated them 
entirely for 2010, leaving only the gift tax (at a reduced rate) in that year. 

The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010 reinstated the estate 
tax and GST for 2010 and extended them through 2012, with a $5 million estate tax exemption (indexed 
for inflation after 2011) and a top rate of 35 percent. But it allowed executors to elect the EGTRRA rules for 
decedents who died in 2010. The 2012 rules were permanently extended by the American Taxpayer Relief 
Act of 2012 (ATRA), though with a new top rate of 40 percent. In light of numerous recent proposals to 
repeal these taxes or reform them in some manner, how “permanent” the ATRA changes are remains to be 
seen.  

Many members of Congress have called for the repeal of the estate and gift taxes. That would be expensive, 
however. The Congressional Budget Office projects that these taxes will raise $250 billion in fiscal years 2017 
through 2026.
 
Repeal would also be regressive—the benefits would go almost entirely to people at the top of the income 
distribution—and would invite significant sheltering of income. Further, gifts from an estate to charity current-
ly qualify for full deduction from the estate’s taxable value, creating a substantial incentive to leave bequests 
to charities. Prior estimates indicate that repealing the estate tax would reduce charitable donations by 6 to 
12 percent.

One option, the substitution of an inheritance tax, would tax wealth transfers somewhat differently. It differs 
from an estate tax and gift tax in that the tax rate depends on the amount of gifts and bequests the taxpayer 
receives rather than on how much the donor gives or bequeaths. Unlike estate and gift taxes, a progressive 
inheritance tax gives donors an incentive to spread their wealth more broadly, because each of any number 
of recipients can claim an exemption and take advantage of the progressive tax rates, thus reducing their ef-
fective tax rate. Most countries that tax wealth transfers do so with inheritance taxes rather than estate taxes.

A. Possible reforms run the gamut from repeal to modest fixes that 
would make the tax more difficult to avoid.

Q. How could we reform the estate tax?

How could we reform the estate tax?
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A more modest reform could address the loopholes, such as special trust arrangements and valuation dis-
counts. Those tax avoidance measures complicate estate planning and result in unequal taxes on comparable 
estates. Closing loopholes could increase revenues, moreover, allowing a higher estate tax exemption, lower 
rates, or deficit reduction.

The following reforms would only change the estate tax exemption level and rates, and the treatment of 
wealth transfer taxes paid to states (figure 1). 

• Pre-ATRA Law: The old law had an exemption level of $1 million (not indexed for inflation) and a top 
statutory rate of 55 percent, along with a 5 percent surtax that phased out the benefit of lower rates for 
large estates and a credit (rather than a deduction) for state wealth transfer taxes. Making pre-ATRA law 
permanent starting in 2017 would increase the number of estate tax returns filed between 2017 and 2026 
by 1.5 million and increase the estate tax liabilities of these decedents by $405 billion.

• 2012 Law: The estate tax law in effect in 2012 had an exemption of $5 million (indexed for inflation from 
2011) and a top rate of 35 percent, so it differs from current law only in the top rate. Making 2012 law 
permanent starting in 2017 would not affect the number of estate tax returns filed but would decrease 
estate tax liabilities by about $29 billion for decedents who died between 2017 and 2026.

• 2009 Law: The estate tax law in effect under EGTRRA for 2009 had an exemption of $3.5 million and 
a top rate of 45 percent. If 2009 law were made permanent starting in 2017, the number of estate tax 
returns filed between 2017 and 2026 would increase by 142,000, and estate tax liabilities of these dece-
dents would increase by $131 billion.

• 2009 Law, Exemption-Indexed: If 2009 law, modified to index the exemption to inflation, were made 
permanent starting in 2017, the number of estate tax returns filed between 2017 and 2026 would in-
crease by 81,000, and estate tax liabilities of these decedents would increase by $88 billion (about one-
third less than the increase without indexing the exemption).
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Under current law, taxpayers who itemize are allowed to deduct most of their charitable contributions, there-
by reducing their tax liability. Taxpayers who do not itemize have no comparable tax incentive to donate to 
charities. In addition, current limitations on deductions reduce existing incentives to donate. Various propos-
als would restructure tax incentives to encourage more giving. Some of these proposals would replace less 
effective incentives with more effective ones.

A. Proposals include establishing a floor on deductions in exchange for 
more effective incentives such as offering a nonitemizer charitable de-
duction, strengthening the IRA charitable rollover, revising the excise 
tax on foundations, raising the limit on deductions, and allowing peo-
ple to claim charitable deductions for the previous year up to the time 
of filing tax returns, as in the case of deposits to individual retirement 
accounts. 

Q. How can we improve incentives for charitable giving?

How could we improve incentives for charitable giving?
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FLOOR ON DEDUCTIONS

One proposal would expand the existing incentive in exchange for a floor on deductions. This makes sense 
because incentives are more powerful for the incremental dollar of giving than for the first dollar.

Consider a person who would give away $1,000 with no tax incentive but who would give $1,100 if offered 
a tax incentive to do so. Clearly, an incentive applied to the last $100 of that person’s giving would have a 
greater effect than one for the first $100 or even the first $1,000, which would be given anyway. It therefore 
may make sense to allow deductions only above a floor. The revenue gains from disallowing deductions be-
low the floor could then be used to expand other incentives. For instance, nonitemizers who give significant 
amounts to charity might be allowed to deduct some of their charitable contributions.

The revenue gains from a floor could be significant. The Congressional Budget Office estimated that only 
allowing deductions that exceed 2 percent of adjusted gross income (AGI) would increase federal revenue by 
more than $15 billion a year. A more modest floor would still provide substantial revenues that could be used 
to increase other, more powerful, incentives to give.
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NONITEMIZER DEDUCTIONS

At present, taxpayers who take the standard deduction cannot claim a deduction for charitable giving. 
Extending the deduction to these nonitemizers would likely increase charitable contributions, but by itself 
might create compliance problems: the Internal Revenue Service cannot reasonably be expected to audit 
small donations. Also, offering a deduction to nonitemizers separate from the deduction for itemizers would 
increase the complexity of filing in an already complicated income tax system. Many taxpayers would have 
to calculate taxes two different ways to decide whether they should take their charitable deductions as an 
itemizer or as a nonitemizer.

However, if a deduction for nonitemizers were combined with a reasonable floor applied to all taxpayers, 
much or all of the revenue loss due to noncompliance would be eliminated, as would the added complexity. 
(Small, merely symbolic floors would not achieve this objective.) For instance, taxpayers might be allowed to 
claim charitable deductions greater than 1.8 percent of AGI, regardless of whether they itemize. This combi-
nation would likely have little impact on charitable giving but would raise as much as $10 billion in tax reve-
nue, and would address concerns about administration and compliance. How much net giving would change 
depends upon the sensitivity of giving to incentives (figure 1).
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FIGURE 1

Impact on Charitable Giving of Options to Change the Charitable Deduction
2011

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0411-2).

RAISING THE LIMIT ON THE DEDUCTION

Another option would be to raise the limit on deductions above the current 50 percent of AGI. This would 
significantly increase incentives at the margin for large givers. One could also make the carryover provisions 
more generous with respect to the 50 percent limit. Taxpayers may currently carry over excess contributions 
to future returns, but only for five years, and any new contributions must be deducted before any carryover.
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IRA ROLLOVERS

Yet another proposal would expand the charitable individual retirement account (IRA) rollover provision. This 
provision allows some taxpayers over age 70 years and 6 months to donate up to $100,000 from traditional 
IRAs to charity without having to count the distributions as taxable income or separately take an itemizer de-
duction for already excluded income. Raising or eliminating the $100,000 annual limit on donations, lowering 
the age limit to 59 years and 6 months (the age at which IRA owners may withdraw funds without penalty), 
or allowing such giving to be deposited in donor advised funds (currently ineligible for such tax treatment) 
could increase charitable giving.

FOUNDATION EXCISE TAX

Another option would eliminate or reform the excise tax on foundation income. The current excise tax on 
income from foundation assets was initially intended to cover the IRS’s costs of overseeing the tax compli-
ance of charitable organizations, but the monies were not appropriated. The tax rate is either 1 or 2 percent, 
depending on whether the year’s giving equals or exceeds the average of the last few years. Under these 
current rules, foundations that give at above-average rates today face a penalty of being more likely to face 
the 2 percent rate in future years. Lowering or eliminating the tax would increase the net assets available to 
give to charitable beneficiaries. 

Congress could also increase the minimum payouts that a foundation must make by the amount of the tax 
reduction. At very least, Congress could impose a single tax rate on all such income; this would eliminate the 
current perverse incentive for foundations to limit current grants today in order to avoid a higher tax in the 
future.

ALLOWING CHARITABLE DEDUCTIONS UP TO APRIL 15 OR TIME OF FILING TAX RETURNS

Another proposal that passed the House of Representatives, sometimes called the April 15 option, would 
allow individuals to take charitable deductions up to April 15 or the time of filing tax returns. The proposal 
costs the government almost nothing if there are no increases in giving because it doesn’t really change the 
subsidy value of gifts already made. In terms of bang per buck, or increased giving per dollar of revenue cost, 
it ranks very high, since the incentive for the most part only loses revenues when there are additional gifts. 
Economic and marketing evidence supports the notion that people would give more because they would be 
more aware of the size of the incentive; meanwhile, tax return preparers and tax software developers would 
help advertise the opportunity at hand, and people would receive immediate rather than delayed support for 
their contributions.
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What are the options for reforming international taxation?

Q. What are the options for international tax reform?

A. On its face, reforms that would remove the incentive for US corpora-
tions to move abroad and lower corporate tax rates to make US corpo-
rate activity more competitive seem straightforward. In fact, unraveling 
the Gordian knot created by taxation-as-usual would be far from sim-
ple.

FLAWS OF CURRENT US INTERNATIONAL TAX RULES 

There’s seemingly no end to complaints about the impact of the US corporate tax in the context of an in-
creasingly integrated global economy. Among them are the following:

• Deferral of foreign-source income until it is repatriated encourages multinationals to locate business activ-
ity and to report profits in low-tax countries.

• The taxation of foreign-source income of US-based firms when repatriated, along with the controlled for-
eign corporation (CFC) rules that tax some foreign-source income as it is accrued, place US-resident mul-
tinationals at a competitive disadvantage with firms resident in countries that exempt most foreign-source 
income and have weaker CFC rules. 

• The timing of tax liability when income is repatriated, combined with rules that allow US firms to report 
their accumulated foreign profits as permanently invested overseas, have in recent years encouraged US 
resident multinationals to accumulate substantial assets abroad, some of which could be more effectively 
deployed if invested in the United States or paid as dividends to shareholders.

• The complexity of the various rules apportioning income by jurisdiction and preventing tax avoidance by 
limiting deferral and the use of offsetting foreign tax credits raise compliance costs. Yet they still offer 
substantial opportunities for legal tax avoidance. 

• Taxes on foreign-source income of US multinationals raise relatively little revenue, even though the US 
corporate tax rate exceeds the tax rate in other countries in which US firms report profits.

REFORM OPTION: ELIMINATE DEFERRAL

Eliminating the deferral of US tax liability on the non-repatriated foreign-source income of US-based multina-
tionals would increase revenue and substantially reduce firms’ incentives to earn income in (or to shift profits 
to) low-tax countries. However, eliminating deferral could put US-based multinationals at an additional com-
petitive disadvantage by raising the tax rate they pay on income earned in low-tax countries compared with 
taxes paid by foreign-based multinationals. And that, in turn, would create greater incentives for US firms to 
change their tax residence through mergers with foreign-based firms.
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Congress could enact additional rules to discourage these “inversion” transactions. But they could not fore-
close every option that allows US firms to shift corporate activity to foreign-resident multinationals.

Competitiveness concerns could be allayed, but only in part, by combining the elimination of deferral with 
a large (but still revenue-neutral) reduction in the US corporate income tax rate. Indeed, that is the center-
piece of tax reform plans introduced by Senate Finance Committee ranking Democrat Ron Wyden along with 
current and former Republican senators Dan Coats and Judd Gregg. It would have eliminated deferral while 
substantially reducing the top corporate tax rate. 

REFORM OPTION: TERRITORIAL SYSTEM

A territorial system would exempt the foreign income of US multinational firms from US taxation. Such a sys-
tem would likely enhance the competitiveness of US-based multinationals compared with foreign-based firms 
and reduce (but not entirely eliminate) the incentive for inversions.

The most important argument against a territorial system is that by exempting foreign income, it would re-
inforce the already strong tax incentive to locate economic activity and to report profits in low-tax countries. 
Such tax-motivated changes in behavior are generally economically inefficient and could further erode the US 
corporate income tax base.

That’s a fair point: Depending on its design, a territorial system could bring in less tax revenue than the 
existing system. Harry Grubert and John Mutti (2007) have suggested, however, that revenue could actually 
increase under a territorial system if royalty income from abroad were defined as domestic-source income 
and interest allocation rules were changed.

A territorial system could simplify taxation of international income because exempting foreign income from 
taxation would reduce the sort of tax planning now needed to optimize the use of foreign tax credits to 
shield repatriated foreign income from US taxes. However, under the new system, firms would still have to 
distinguish between foreign and domestic income, identify passive income that is subject to CFC rules, and 
appropriately allocate expenses to their operations in different countries. In addition, the stronger incentives 
to shift income produced by eliminating the repatriation tax would further strain the rules in place to prevent 
bogus profit shifting through inappropriate transfer pricing.

REFORM OPTION: IMPROVED HYBRID SYSTEM

President Obama and congressional leaders from both parties have proposed variants of a “hybrid” system 
that would continue to impose a lower effective tax rate on foreign-source income than domestic-source in-
come of US multinationals but eliminate the tax on repatriated profits. These proposals, while different, have 
three main elements in common:

• They would eliminate taxation of repatriated foreign-source profits of US multinational corporations.
• They would impose a one-time transition tax on currently accrued overseas profits of US multinationals, 

to be collected over several years.
• Going forward, they would impose a low rate tax on accrued foreign-source “intangible” profits of US 

multinationals in order to discourage the sort of income-shifting to low-tax countries that a pure territorial 
system would encourage.
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On the plus side, the hybrid proposals would remove the incentive for US corporations to accrue assets 
overseas by eliminating taxation upon repatriation. But they would not resolve the tension between reducing 
the incentive for US companies to invest and report income overseas and improving the competitiveness of 
US-based multinationals. Depending on design details, a proposal in this form could either raise or lower the 
effective tax rate on foreign-source income.

REFORM OPTION: DESTINATION-BASED TAXES

A more fundamental reform option would replace the current corporate income tax with a destination-based 
tax. A destination-based tax is based on where a corporation’s products are purchased rather than where 
they are produced, where the corporation is located, or where the corporation records its income. The major 
benefits of a destination-based tax from an international point of view is that it would eliminate incentives 
under the U.S. corporate income tax for firms to invest and report income overseas instead of at home and 
eliminate incentives for U.S. firms to “re-domicile” themselves as foreign-based firms.

Some examples of destination based taxes are a value added tax (VAT) or a business cash-flow tax. Under a 
VAT, border adjustments would impose the tax on imports but exempt exports by rebating any VAT previ-
ously collected at earlier stages of production. Under a destination-based business cash-flow tax border ad-
justments would exempt export sales from tax and not allow firms to deduct the cost of imports. The destina-
tion-based cash flow tax, however, raises its own issues, including whether the border adjustments would be 
acceptable to the World Trade Organization and whether it would be politically feasible to pay large rebates 
to export firms who would experience tax losses under the plan and impose large new taxes on importers.
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What is comprehensive tax reform?

Q. What is comprehensive tax reform?

A. The term refers to broad, sweeping changes to the tax system. 
What qualifies as “comprehensive” is a judgment call.

Rather than taking a piecemeal approach, making small changes to provisions of the tax code, comprehen-
sive reform would address the inequities, complexities, and inefficiencies of the entire tax system. The last 
comprehensive reform to the US tax system took place in 1986, when the Tax Reform Act lowered income 
tax rates and broadened the tax base.

Some contemporary proposals are really more of the same, lowering tax rates without losing revenue by 
broadening the base. Some proposals would scrap the current system entirely, replacing the income tax with 
a consumption-based tax system. But the broad goals of greater fairness, efficiency, and simplicity remain the 
same.

Further Reading
Republican Staff of the US Senate Committee on Finance. 2014. Comprehensive Tax Reform for 2015 and Beyond. 
Washington, DC: Republican Staff of the US Senate Committee on Finance.

Sherlock, Molly F., and Mark P. Keightley. 2016. Tax Reform in the 114th Congress: An Overview of Proposals. Washing-
ton, DC: Congressional Research Service.
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COMPREHENSIVE TAX REFORM

Q. What are the major options for comprehensive tax reform?

A. In a nutshell, broaden the income base while lowering tax rates, tax 
consumption instead of income, or do a bit of both.

INCOME TAX BASE-BROADENING

Base-broadening involves increasing the portion of income subject to taxation. It is often accompanied by 
proposals to decrease tax rates.  The Bowles-Simpson plan, the Tax Reform Act of 2014, and a proposal from 
the Domenici-Rivlin Debt Reduction Task Force all fit this category.

In calculating tax liability, taxpayers have the right to exclude portions of their income through deductions, 
credits, exclusions, and the preferential treatment of income from favored sources. This, of course, lowers 
the revenues that could be collected if all income were taxed at the given rate. There are more than 150 such 
“expenditures” in the tax code; the 10 largest account for approximately two-thirds of the budget impact 
and currently cost the government about $900 billion per year.

SWITCHING TO A CONSUMPTION TAX

A consumption levy taxes the purchase of goods or services rather than income. A move to such a system 
was proposed by the 2005 Panel on Tax Reform and forms the basis of Columbia University Law professor 
Michael Graetz’s “Competitive Tax Plan” and several other plans usually labelled as national retail sales taxes 
and flat taxes.

Retail Sales Tax

A national retail sales tax would levy a flat tax on all retail sales. In most proposals, the tax would have a 
broad base, exempting only expenditures for education, existing housing, purchases abroad by US residents, 
and food produced and consumed on farms. Proponents argue that the tax would be simpler to administer 
and create fewer economic distortions than the income tax. However, in most forms it would be regressive, 
disproportionately taxing low- and middle-income earners.  

How Could We Improve the Federal Tax System?
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Value-Added Tax

Value-added taxes are collected from businesses at each stage of the production process. Under the “cred-
it-invoice method,” all sales by businesses are taxable, while firms claim credits for all taxes paid on purchas-
es from other businesses. The result is that the tax base is equal to the full value of the final sale to the end 
user. The United States is the only developed country that does not have a value-added tax, which tend to 
have lower administrative and compliance costs than income taxes.

Flat Tax

A flat tax is really a value-added tax divided into two parts. It was first proposed in 1983 by economists Rob-
ert Hall and Alvin Rabushka of Stanford University’s Hoover Institution. Their proposal called for a 19 percent 
tax at the business level on all value added other than wages. Households, for their part, would pay a 19 
percent flat tax on all wages and pension benefits above a specified exemption level. The family exemption 
increases the progressivity of the tax. But the tax structure is regressive relative to the current system as it 
lowers taxes for households at the high end of income distribution.

X-Tax

The X-tax, proposed by the late David Bradford, is a variant of the flat tax. Businesses would still pay a sin-
gle-rate value-added tax on all of their nonwage value added. But unlike the flat tax, the wage tax would be 
set at progressive rates, beginning at a zero rate and increasing until the business rate is reached. The plan 
would retain the earned income tax credit and the deduction for charitable contributions and would provide 
a credit for payroll taxes paid. A modified version of the X-tax was proposed in the 2005 reports of the Pres-
ident’s Advisory Panel on Tax Reform, in which the income tax would be replaced with a 30 percent tax on 
firms and top wage earners. (The panel would have supplemented the X-tax with a 15 percent tax on capital 
income earned by individuals.)

Consumed Income Tax

In general, all income can either be spent immediately or saved to be spent later. A consumed income tax 
would tax only current consumption, exempting all savings until it is spent. Proponents argue that the ex-
emption of savings would encourage investment, which would increase economic growth. A variation of the 
consumed income tax, the Unlimited Savings Allowance Tax, was offered by Senators Sam Nunn (D-GA) and 
Pete Domenici (R-NM) in 1995 as a replacement for the income tax. Under their plan, households would 
be taxed with a progressive consumed-income tax. They would be able to deduct some education costs, 
mortgage interest, and charitable contributions. Businesses, for their part, would be taxed with a subtrac-
tion-method value-added tax with a flat rate of approximately 11 percent. Both households and businesses 
would be able to claim a payroll tax credit.

How Could We Improve the Federal Tax System?
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Q. What is a broad-based income tax?

A. One that minimizes tax preferences with the goal of increasing rev-
enue for a given rate of taxation.

Expanding the definition of taxable income by removing or restructuring tax preferences could significantly 
increase revenue. In fact, the President’s Advisory Panel on Tax Reform estimated that converting the current 
preference-riddled tax to a comprehensive income tax system would nearly double the tax base.

In truth, virtually all tax analysts reach similar conclusions. Holding other factors constant, a broader tax base 
means that a lower tax rate is required to raise the same revenue. Hence, base broadening can be used to 
offset the revenue effects of lowering the tax rate. 

The National Commission on Fiscal Responsibility and Reform (Bowles-Simpson, for short) aimed to broad-
en the tax base by eliminating up to $1.1 trillion worth of tax expenditures, with the revenue gains used to 
reduce both tax rates and the budget deficit. The Domenici-Rivlin tax reform proposal also features base 
broadening as a deficit reduction tool and would accomplish the task with a mix of eliminating, reducing, and 
simplifying various tax expenditures.

Further Reading
Bipartisan Policy Center. 2010. Domenici-Rivlin Debt Reduction Task Force Plan 2.0. Washington, DC: Bipartisan Policy 
Center.

National Commission on Fiscal Responsibility and Reform. 2010. The Moment of Truth. Washington, DC: National Com-
mission on Fiscal Responsibility and Reform.

President’s Advisory Panel on Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax System. 
Washington, DC: President’s Advisory Panel on Tax Reform.

http://bipartisanpolicy.org/wp-content/uploads/sites/default/files/D-R%20Plan%202.0%20FINAL.pdf
https://www.fiscalcommission.gov/sites/fiscalcommission.gov/files/documents/TheMomentofTruth12_1_2010.pdf
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html


TAX POLICY CENTER BRIEFING BOOK

What would and would not be taxed under a broad-
based income tax?

How Could We Improve the Federal Tax System?

2/3
BROAD-BASED INCOME TAX

Q. What would and would not be taxed under a broad-based income 
tax?

A. There are as many options as there are proposals.

Base broadening could include all forms of income, such as wages and “anything that allows you to spend 
more, either now or in the future” (President’s Advisory Panel 2005). These sources include retirement ac-
count income, capital gains, dividends, rental income, employer-provided health insurance, unrealized in-
creases in the value of real estate, and securities.

The President’s Advisory Panel looked closely at a somewhat less comprehensive broad-based income tax 
that would eliminate credits, “above the line” deductions, and itemized deductions. The individual alterna-
tive minimum tax would go; tax filers would get to keep the standard deduction and personal exemptions.

The Bowles-Simpson Commission’s “zero-base budgeting” plan would modify the income tax to lower rates 
and deficits by cutting tax expenditures. This tax would eliminate all tax expenditures (an estimated $1.1 
trillion per year) but would not modify the payroll tax base.

The Domenici-Rivlin plan, for its part, eliminates the standard deduction and personal exemption, taxes capi-
tal gains and dividends as ordinary income, simplifies the earned income tax credit, shortens the list of item-
ized deductions, and caps deductions for medical expenses.

Further Reading
Bipartisan Policy Center. 2010. Domenici-Rivlin Debt Reduction Task Force Plan 2.0. Washington, DC: Bipartisan Policy 
Center.

National Commission on Fiscal Responsibility and Reform. 2010. The Moment of Truth. Washington, DC: National Com-
mission on Fiscal Responsibility and Reform.

President’s Advisory Panel on Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax System. 
Washington, DC: President’s Advisory Panel on Tax Reform.

http://bipartisanpolicy.org/wp-content/uploads/sites/default/files/D-R%20Plan%202.0%20FINAL.pdf
https://www.fiscalcommission.gov/sites/fiscalcommission.gov/files/documents/TheMomentofTruth12_1_2010.pdf
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
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Q. What would the tax rate be under a broad-based income tax?

A. That depends on what exclusions, credits, and deductions are left in 
and whether revenue neutrality is a must.

The President’s Advisory Panel on Tax Reform estimated how much marginal tax rates could be reduced un-
der a broad-based tax that generated the same revenue as the current system. As table 1 shows, the switch 
would permit across-the-board cuts of about one-third. This sort of reform would not be an easy political pill 
to swallow, however. The panel’s version, for example, would preserve only the standard deduction and per-
sonal exemptions, and would eliminate credits, “above-the-line” deductions, and itemized deductions. On 
the plus side, it would eliminate the much-despised individual alternative minimum tax.

The Bowles-Simpson alternative provides similar estimates, but argues that its zero-base budgeting method-
ology allows for simultaneous reduction of rates and the deficit (table 2).
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Q. What is a national retail sales tax?

A. A national retail sales tax is a consumption tax that is collected as a 
flat-rate tax on all sales from businesses to households.

Retail sales are business sales to households; neither business-to-business nor household-to-household trans-
actions qualify. For example, the sale of a newly constructed home to a family that will occupy it is a retail 
sale. But the sale of that same home to a business that intends to rent it to others is not a retail sale, nor is 
the sale of an existing home by one occupant to another.

A pure national retail sales tax would represent a sharp break from the current tax system, shifting the tax 
base from income to consumption. Rates would be flat; there would be no exempted or favored goods or 
services; and tax administration, enforcement, and points of collection would be radically altered.

No country in the history of the world has enacted a retail sales tax rate anywhere near as high as what would 
be required to replace the US tax system. Whether such a tax could be implemented effectively remains an 
open question.

Further Reading
Gale, William G. 2005. “The National Retail Sales Tax: What Would the Rate Have to Be?” Tax Notes 107 (7): 889–991.

President’s Advisory Panel on Federal Tax Reform. 2005. “National Retail Sales Tax.” In Simple, Fair, and Pro-Growth: 
Proposals to Fix America’s Tax System, 207–22. Washington, DC: President’s Advisory Panel on Tax Reform.

http://www.taxpolicycenter.org/publications/url.cfm?ID=1000785
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
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Q. What would and would not be taxed under a national retail sales 
tax?

A. In theory, everything would be taxed. In practice, there would be 
great pressure to narrow the base.

Under a pure national retail sales tax, all consumption expenditures by individuals and by federal, state, and 
local government agencies would be subject to the tax. (Purchases by businesses are, by definition, not retail 
sales and would not be subject to tax.) However, no sales tax in history has come close to this ideal. Some 
items, such as imputed financial services, are quite difficult to tax. Taxing others, such as child care, rent, 
food, housing, and health care, might undermine popular (and arguably desirable) social policies.

The experience of the states demonstrates that interest groups often succeed in carving out preferences, just 
as they do from the income tax. As a result, few existing state sales levies tax many of the items listed above, 
and none tax all of them. Hence, there is no precedent for a pure broad-based national retail sales tax.

However, the path of least political resistance—exempting selected sectors—would be problematic. The 
broader the tax base, the lower the tax rate can be and still reach the revenue target. But health, food, and 
housing make up more than 40 percent of all personal consumption; exempting even one of these sectors 
would cut deeply into the sales tax base, forcing the required rate higher. Moreover, even with a very broad 
base, the required tax rate would have to be very high to replace existing federal taxes.

Consider, too, that a national retail sales tax would need to tax all purchases by state and local governments. 
Exempting them would narrow the base substantially, which in turn would raise the tax rate needed to gener-
ate a given amount of revenue. Taxation of government transactions would also be necessary to ensure that 
private industry is not placed at a disadvantage when competing with public suppliers of goods and services.

Although the details of various national retail sales tax proposals vary, they generally maintain similar tax-
base characteristics. Exemptions would be provided for business purchases and education, both of which are 
considered investments. Domestic purchases by foreigners would be taxed; foreign purchases by US resi-
dents would not.

Employer-provided health insurance would be taxed, but economists Jonathan Gruber and James Poterba 
estimate that this tax change would boost the price of health insurance by an average of 21 percent. This 
price increase would reduce both the number of people insured (by 6 million to 14 million) and the amount 
of insurance that each remaining insured person would choose to carry.
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The existing deductions for mortgage interest and property taxes would disappear with the income tax. This 
would reduce the value of all residential housing. Newly constructed houses sold to occupants would be 
subject to the sales tax, but existing houses would generally not since such transactions would not constitute 
retail (business-to-household) sales. This change would lower the market value of new houses relative to old 
ones.

What would and would not be taxed under a national retail sales tax?

Further Reading
Gale, William G. 2005. “The National Retail Sales Tax: What Would the Rate Have to Be?” Tax Notes 107 (7): 889–991.

Gruber, Jonathan, and James Poterba. 1996. “The Impact of Fundamental Tax Reform on Employer-Provided Health 
Insurance.” Insurance Tax Review 11 (1): 41–44.

President’s Advisory Panel on Federal Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax 
System, 207–22. Washington, DC: President’s Advisory Panel on Tax Reform.

http://www.taxpolicycenter.org/publications/url.cfm?ID=1000785
http://www.jstor.org/stable/42912150?seq=1#page_scan_tab_contents
http://www.jstor.org/stable/42912150?seq=1#page_scan_tab_contents
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
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Q. What would the tax rate be under a national retail sales tax?

A. It depends on assumptions about the breadth of the tax base, tax 
evasion and avoidance, and the effects on economic growth. It also 
depends on how the tax rate is measured. Estimates for a tax that 
would replace revenues from the current federal tax system range 
from 31 percent to 65 percent.

Perhaps the most controversial aspect of the national retail sales tax has been how high the tax rate would 
need to be to replace all revenue from the current tax system. The answer depends on four things: wheth-
er the quoted rate is in tax-exclusive or tax-inclusive terms; the rates of tax evasion and tax avoidance; the 
extent to which deductions, exemptions, and credits would be retained in the tax base; and the impact on 
economic growth. 

Under the optimistic assumption of a very broad base and extremely conservative assumptions about evasion 
and avoidance, the tax rate would have to be 44 percent on a tax-exclusive basis, or 31 percent on a tax-in-
clusive basis.

Estimates from the President’s Advisory Panel on Tax Reform span an even wider range. Using reasonable 
assumptions about tax evasion and the breadth of the tax base, the Advisory Panel estimated the required 
tax-exclusive tax rate to be between 34 and 89 percent. Their highest estimate assumes an evasion rate 
consistent with rates in the current income tax for income on which taxes are not withheld and there is no 
third-party reporting, and a federal tax base equivalent to the median state sales tax base.
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TAX EXCLUSIVE OR TAX INCLUSIVE

A key issue in determining the required tax rate is how to define the tax rate. Suppose a product costs $100 
before tax and has a $30 sales tax. The “tax-exclusive” tax rate would be 30 percent, since the tax is 30 
percent of the pre-tax selling price. The “tax-inclusive” rate would be about 23 percent, which is obtained 
by dividing the $30 tax by the total cost to the consumer ($100 + $30). Sales tax rates are typically quoted 
in tax-exclusive terms, but income tax rates are typically quoted as tax-inclusive rates. For example, a house-
hold that earns $130 and pays $30 in income taxes would normally think of itself as facing roughly a 23 per-
cent ($30/$130) income tax rate.

Although there is no single correct way to report the sales tax rate, it is crucial to understand which approach 
is being used. The tax-inclusive rate will always be lower than the tax-exclusive rate, and the difference grows 
as the rate rises. At a rate of 1 percent the difference is negligible, but a 50 percent tax-exclusive rate corre-
sponds to a 33 percent tax-inclusive rate, a 17 percentage-point difference.

OTHER FACTORS WOULD RAISE THE RATE EVEN HIGHER

The total sales tax rate that households would face would be significantly higher than the federal rates in-
dicated above because existing state sales tax would be added. In addition, most or all state income taxes 
would probably be abolished in the absence of a federal income tax system since the state income tax sys-
tems depend on the federal system for reporting income and other information. Today’s state income taxes 
would likely be converted to sales taxes, adding considerably to the combined sales tax rate.

Other reforms would serve to further raise the required rate. Transition relief provided to households would 
reduce the tax base and raise the required rate even higher. And if major consumption items such as food, 
housing, or health care were exempted from the base (the assumptions above do not allow for such large 
exemptions), the rate on the remaining goods and services would rise still higher.

Further Reading
Gale, William G. 2005. “The National Retail Sales Tax:  What Would the Rate Have to Be?” Tax Notes 107 (7): 889–991.

President’s Advisory Panel on Federal Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax 
System, 207–22. Washington, DC: President’s Advisory Panel on Tax Reform.

http://www.taxpolicycenter.org/publications/url.cfm?ID=1000785
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
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Q. What is the difference between a tax-exclusive and tax-inclusive 
sales tax rate?

A. It depends on whether the tax is reported relative to the pretax or 
post-tax price. 

Suppose a widget costs $100 before tax and is subject to a $30 sales tax. The tax-exclusive tax rate would be 
30 percent, since the tax is 30 percent of the pretax selling price. The tax-inclusive rate would be about 23 
percent, which is obtained by dividing the $30 tax by the total cost to the consumer ($100 + $30). Thus, the 
difference between the two definitions is whether or not the tax paid is included in the denominator when 
calculating the tax rate.

Although there is no single correct way to report a sales tax rate, it is crucial to understand which approach is 
being used. The tax-inclusive rate will always be lower than the tax-exclusive rate, and the difference increas-
es as the rates rise. At a rate of 1 percent, the difference is negligible, but a 50 percent tax-exclusive rate 
corresponds to a 33 percent tax-inclusive rate, which is a big difference. 

Sales tax rates are typically quoted in tax-exclusive terms, but income tax rates are typically quoted as tax-in-
clusive rates. For example, a household that earns $130 and pays $30 in income taxes would normally think 
of itself as facing roughly a 23 percent ($30/$130) income tax rate.

Further Reading
Gale, William G. 2005. “The National Retail Sales Tax: What Would the Rate Have to Be?” Tax Notes 107 (7): 889–991.

President’s Advisory Panel on Federal Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax 
System, 207–22. Washington, DC: President’s Advisory Panel on Tax Reform.

http://www.taxpolicycenter.org/publications/url.cfm?ID=1000785
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
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Q. Who bears the burden of a national retail sales tax?

A. A revenue-neutral national retail sales tax would be more regres-
sive than the income tax it replaces.

A national retail sales tax would create a wedge between the prices paid by final consumers and amount re-
ceived by sellers. Theory and evidence suggests that the tax would be passed along to consumers via higher 
prices.

Because lower-income households spend a greater share of their income than higher-income households do, 
the burden of a retail sales is regressive when measured as a share of current income: the tax burden as a 
share of income is highest for low-income households and falls sharply as household income rises. The bur-
den of a sales tax is more proportional to income when measured as a share of income over a lifetime. Even 
by a lifetime income measure, however, the burden of a sales tax as a share of income is lower for high-in-
come households than for other households because a sales tax (like any consumption tax) does not tax the 
returns (such as dividends and capital gains) from new capital investment and income from capital makes up 
a larger portion of the total income of high-income households.

In contrast, federal income taxes are progressive. The individual income tax is progressive, thanks to the im-
pact of refundable credits for lower-income households (average tax rates are negative for the two lowest in-
come quintiles), the standard deduction and personal exemptions (which exempt a minimum level of income 
from the tax), and a graduated rate structure (rates on ordinary income rise from 10.0 to 39.6 percent, with 
an additional 3.8 percent marginal tax on certain investment income of high-income households).

The President’s Advisory Panel (2005) concluded that replacing the income tax system with a national retail 
sales tax would heavily favor high-income households. A sales tax rate of 22 percent (the rate necessary to 
replace the revenue from the federal income tax) would increase tax burdens on the lower 80 percent of the 
income distribution by approximately $250 billion a year (in 2006 dollars), if the sales tax was not modified to 
return some revenue to lower-income households.

Put another way, the lower 80 percent of the income distribution would go from paying 15.8 percent of fed-
eral income taxes to paying 34.9 percent of federal retail sales taxes. Conversely, the top 20 percent of the 
income distribution would go from paying 84.2 percent of federal income taxes to 65.1 percent of federal 
retail sales taxes.

The Advisory Panel also found that offsetting the regressivity of the tax change by per capita rebates to dis-
advantaged households would require a 34 percent sales tax rate to sustain current levels of tax revenue.
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(a) Assumes a 22% National Retail Sales Tax without demogrant.

Some claim that a properly modified national retail sales tax would be “pro-family.” Advocates usually point 
to the proposed “demogrant”—the per capita cash rebates—as proof of this assertion. On the other side of 
the ledger, though, families with children would likely be hurt both by the elimination of current deductions 
for health insurance, mortgage interest, and state and local income and property taxes (which finance schools 
and other government services) and by the elimination of various tax credits (the EITC, child care credits, 
education credits, and child tax credits). Consider, too, that at any given income level, families with children 
have higher consumption requirements than those without, so switching to a consumption tax would present 
an inherent disadvantage for families with kids.

Further Reading
President’s Advisory Panel on Federal Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax 
System, 207–22. Washington, DC: President’s Advisory Panel on Tax Reform.
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Q. Would tax evasion and avoidance be a significant problem for a 
national retail sales tax?

A. A national retail sales tax would certainly not eliminate tax evasion 
and avoidance, and might increase it.

Advocates of the national retail sales tax claim that tax avoidance and outright evasion would decline, and 
that tax revenue collected from the underground economy would rise significantly. But critics view these 
claims as somewhere between overoptimistic and nonsensical. The President’s Advisory Council on Tax 
Reform (2005) noted in its final report that “a federal retail sales tax assessed at a rate of at least 34 percent, 
added on to state retail sales taxes, would provide substantial inducement for evasion.”

By eliminating the current tax system, the national retail sales tax would indeed eliminate current avoidance 
and evasion schemes. But that does not mean it would eliminate avoidance and evasion. It would simply 
change their locus and nature.

The overall rate of evasion of the US income tax is estimated at around 15 percent. But this figure masks 
great differences in evasion that depend on the source of the income. At one extreme, where taxes are with-
held and reported to government by a third party (predominantly wages), the evasion rate is just 5 percent. 
At the other, where taxes are not withheld and there is no cross-reporting among government agencies, the 
evasion rate is as high as 50 percent. A national retail sales tax would feature no withholding and no cross-re-
porting, and so the potential for evasion needs to be taken seriously.

Individuals might avoid or evade a national retail sales tax in several ways. They might misreport personal 
consumption as business activity (e.g., using a company car for personal use). Treating property that involves 
mixed consumer and business use would also be a problem, as would verifying that retail goods were not 
purchased for personal use by business representatives (e.g., a bar owner purchasing a flat-screen for home).

Previous studies have found a 13 percent “delinquency” rate for state sales taxes. This rate of evasion is 
lower than the likely rate under a national retail tax, though, since the tax rate under a national plan would 
be significantly higher than the rates applied by the states, increasing the incentive to cheat. Underreport-
ed sales would almost certainly be much higher with a national retail tax for two reasons: (1) enforcing the 
income tax currently relies on cross-verification between federal and state income taxes, and (2) the effective 
sales tax rates are currently low. With a tax-regime change, both of these conditions would change.
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Then there’s the question of taxing the underground economy. The example frequently offered is that of a 
drug dealer who does not pay income tax on his earnings today but would be forced to pay the sales tax 
if he took the funds and bought, say, an expensive car. The flaw in this argument was laid out years ago by 
former Congressman Richard “Dick” Armey: “If there is an income tax in place, he [the drug dealer] won’t 
report his income. If there is a sales tax in place, he won’t collect taxes from his customers and send them to 
the government. In the end, neither system taxes the [illegal] drug trade.”

Would tax evansion and avoidance be a significant problem with a national retail 
sales tax?

Further Reading
Armey, Richard K. 1995. “Caveat Emptor: The Case Against the National Sales Tax.” Policy Review 73 (Summer): 31–35.

Due, John F., and John L. Mikesell. 1994. Sales Taxation: State and Local Structure and Administration, 2nd ed. Wash-
ington, DC: Urban Institute Press.

Gale, William G., and Janet Holtzblatt. 2000. “The Role of Administrative Issues in Tax Reform: Simplicity, Compliance, 
and Administration.”In United States Tax Reform in the 21st Century. Edited by George Zodrow and Peter Mieszkowski, 
197–214. Cambridge: Cambridge University Press. 

President’s Advisory Panel on Federal Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax 
System, 207–22. Washington, DC: President’s Advisory Panel on Tax Reform.
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Q. What would be the effect of a national retail sales tax on eco-
nomic growth?

A. The switch from an income tax to a consumption-based tax would 
probably make a positive difference, but it is far from certain.

A pure retail sales tax without exemptions or transition relief ought to have a positive impact on growth. 
First, switching from an income tax to a consumption-based tax would lead to greater savings and invest-
ment. And that should increase productivity and the pace of output growth.

There’s a subtler route, too. The effective double taxation of existing capital during the transition to a na-
tional retail sales tax would generate windfall revenues and thus allow a tax-rate reduction that stimulated 
growth.

However, the world is not quite that simple. Many forms of saving—including pensions, 401(k) plans, and 
individual retirement accounts—already receive consumption tax treatment, and a significant share of corpo-
rate income is already untaxed. Moreover, under a national retail sales tax, the likely provision of transition 
relief for existing assets could reduce the effect on saving further (it’s hard to imagine that sophisticated 
lobbies would accept double taxation without a fight).

A number of analysts have constructed models capable of generating realistic estimates of the impact of fun-
damental tax reform on growth. The most complete model, developed by David Altig and colleagues (2001), 
simulates the effects of moving from the current system to a flat-rate consumption tax.

Their analysis—which assumes a less generous cash demogrant (cash rebate) than proposed by national 
retail sales tax advocates, some transition relief for existing assets, and no avoidance or evasion of the new 
tax—finds that the economy would be 0.6 percent larger than otherwise after two years, 1.8 percent larger 
after 10 years, and 3.6 percent larger in the very long run. But here, as almost everywhere, the devil is in the 
assumptions. Plausible allowances for avoidance, evasion, and erosion of the statutory tax base for political 
reasons, along with the incorporation of a more generous demogrant, would reduce these estimates.

Further Reading
Altig, David, Alan J. Auerbach, Laurence J. Kotlikoff, Kent A. Smetters, and Jan Walliser. 2001. “Simulating Fundamental 
Tax Reform in the United States.” American Economic Review, 91(3): 574-95.

http://eml.berkeley.edu/~auerbach/ftp/taxreform/flatfinal.pdf
http://eml.berkeley.edu/~auerbach/ftp/taxreform/flatfinal.pdf
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Q. What transition rules would be needed for a national retail sales 
tax?

A. The answer depends more on politics than economics.

Any fundamental tax reform that seeks to collect the same amount of revenue in a new way is almost certain 
to redistribute tax burdens, affect asset values, and change price levels. Those who stand to lose would try to 
prevent the reform or secure “transition relief” that delays or blunts the impact.

The national retail sales tax proposal illustrates these issues starkly. Could the proposal withstand inevitable 
political pressures to provide preferential treatment to some interests or to introduce transition relief? The 
issue is pivotal because backsliding would undermine the logic of pressing the reform in the first place.

The transition issues with a national sales tax constitute a can of worms. At one extreme, the sales tax could 
include no adjustments. At the other, policymakers could grant extensive relief by adjusting Social Security 
benefits to reflect higher retail prices, allowing consumption to be tax-free if financed by existing wealth, 
and so forth. In practice, the transition relief that has accompanied much smaller tax reforms has tended to 
balloon.

The economic case for transition relief depends on how it affects the simplicity, efficiency, and equity of the 
new tax system. Providing no relief would be simpler; transition rules could prove complex, and the transition 
period could stretch out for years. However, there are wheels within wheels here. Not providing relief would 
also be problematic because it would create strong incentives for individuals to adjust their behavior before 
the tax takes effect.

Not providing transition relief would certainly be more efficient. A consumption tax that exempts old assets 
is just a tax on future wages. While a pure consumption tax (one that taxes all old capital) is usually found to 
be more efficient than a pure income tax, a wage tax (which exempts all old capital) is usually found to be 
less efficient than a pure income tax. Not taxing existing assets requires higher tax rates on the rest of the tax 
base to raise the same revenue, increasing the disincentives to work that dog any tax on wages.

Surely the strongest argument for transition relief is fairness. The assets that people own today were priced, 
purchased, and used under the current tax system. Is it fair to their owners to change the rules in midstream?
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The answer may not be as obvious as it seems. First, a one-time implicit tax on existing capital would be 
very progressive. The distribution of such capital is more skewed toward wealthy households than the overall 
distribution of wealth. And the overall distribution of wealth is, in turn, more skewed toward the wealthy than 
the distribution of income. Second, since wealthy households would benefit most from the switch to a con-
sumption-based tax, it seems reasonable to ask them to pay some of the costs.

Third, older households tend to have more assets than younger ones, so taxing existing capital places heavi-
er burdens on older generations. But there’s rough justice here: those older households, on average, have 
received transfers through Social Security and Medicare that far exceed what they have put in. And the vast 
majority of the income and wealth of most elderly households is in the form of earnings (which have not yet 
been taxed), housing (which receives extraordinarily preferential treatment under the current tax system), 
pension income (which already receives consumption-tax treatment), Social Security benefits (which everyone 
agrees would be indexed for inflation with tax reform), and Medicare benefits (which are not taxed). Relative-
ly few elderly households finance much of their living expenses from other assets, and those that do tend to 
be very well off.

Ultimately, the political case for transition relief would determine whether it was part of the package. And 
history strongly suggests that it would. Even in much smaller tax reforms, the losers—households and busi-
nesses made worse off by the reform—have been compensated. A big question, then, is whether imposing 
what might be called “sales tax lite” would be worth the economic dislocation.

What transition rules would be needed for a national retail sales tax?

Further Reading
Esenwein, Gregg A., and Jane G. Gravelle. 2004. The Flat Tax, Value-Added Tax, and National Retail Sales Tax: Over-
view of the Issues. Washington, DC: Congressional Research Service Report for Congress.

Gale, William G. 2005. “The National Retail Sales Tax: What Would the Rate Have To Be?” Tax Notes, May 16.

President’s Advisory Council on Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax System. 
Washington, DC: President’s Advisory Council on Tax Reform.

https://digital.library.unt.edu/ark:/67531/metacrs6127/m1/1/high_res_d/RL32603_2004Sep24.pdf
https://digital.library.unt.edu/ark:/67531/metacrs6127/m1/1/high_res_d/RL32603_2004Sep24.pdf
http://www.brookings.edu/research/articles/2005/05/16taxes-gale
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
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Q. Would it simplify the tax code?

A. It would for individuals, but not so much for businesses and en-
forcement authorities.

OVERVIEW

Constructed as a flat-rate consumption tax with a universal demogrant (cash payment) for needy families, the 
proposed national retail sales tax contains many of the features that make taxation simpler. Most individuals 
would no longer need to keep tax records, learn the fundamentals of tax law, or even file returns. Only sole 
proprietorships, partnerships, and S or C corporations that make retail sales would have to file. And the com-
plexity of filing a return would decline dramatically, even for these taxpayers. 

But a national retail sales tax could create new areas of complexity in, for example, administering the pro-
posed demogrant that returns part of the revenue to millions of households, enforcing the tax code to en-
sure that personal and business consumption are not mixed.

DEMOGRANTS

In many proposals, the demogrant that would accompany a national retail sales tax would likely be based on 
the existing federal poverty guidelines, which rise less than proportionally with the number of family mem-
bers. For example, in 2016, single individuals fell beneath the federal poverty level if their annual incomes 
were less than $11,880. This number rose by $4,140 for each additional family member. Thus the federal 
poverty level for a family of four in 2016 was $24,300, roughly twice the level for an individual. Basing the 
demogrant on the federal poverty level would thus create incentives to conceal family relationships to claim 
the demogrant for more than one individual in a family. 

ADMINISTRATION

It is also unclear how the demogrants would be administered or even which agencies would be responsible 
for determining eligibility and monitoring claims. Thus, compliance and administrative costs could be signifi-
cant.



Overview

TAX POLICY CENTER BRIEFING BOOK

Would a national retail sales tax simplify the tax code?

How Could We Improve the Federal Tax System?

TAX AVOIDANCE AND EVASION

Another area of complexity stems from the threat of tax avoidance and evasion. The most likely way that 
people would try to avoid the tax would be by disguising personal consumption as business activity, since 
business-to-business transactions would not be taxed. For example, individuals might seek to register as 
firms or purchase goods for personal use with a business certificate. Or employers might buy goods for their 
workers in lieu of paying wages. Ensuring that all business purchases are not taxed and that all consumer 
purchases are taxed would require all businesses to keep records of their transactions, even though only 
retailers would actually have to remit the tax. Some proposed tax plans deviate from a pure retail sales tax by 
requiring that taxes be paid on many input purchases and that vendors file explicit claims to receive rebates 
on their business purchases. Such requirements would raise compliance costs further.

EVIDENCE

Some related evidence on the potential extent of these problems comes from the experience with state-level 
“use” taxes, under which taxpayers are obliged to make tax payments on goods purchased in other states. 
One analyst described the current level of enforcement of such taxes as “dismal at best.”

Further Reading

General Accounting Office. 1998. Potential Impact of Alternative Taxes on Taxpayers and Administrators. Washington, 
DC: General Accounting Office.

Murray, Matthew N. 1997. “Would Tax Evasion and Tax Avoidance Undermine a National Retail Sales Tax?” National Tax 
Journal 50 (1): 167–82.

http://www.gao.gov/archive/1998/gg98037.pdf
http://www.ntanet.org/NTJ/50/1/ntj-v50n01p167-82-would-tax-evasion-tax.pdf
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Q. What has been the state and local experience with retail sales taxes?

A. Most states and localities rely heavily on retail sales taxes. But their 
experiences suggest that administering a national tax would be daunt-
ing.

The first sales tax in the United States was a tax of last resort, established in Mississippi in the 1930s to raise 
revenue during the Depression. Sales taxes are now the rule rather than the exception in states and locali-
ties: 45 states, the District of Columbia, and several thousand localities impose them. Only Alaska, Delaware, 
Montana, New Hampshire, and Oregon abstain. Sales tax rates vary widely (from 3 percent to 8 percent), as 
do the goods and services that are exempt.

Nothing in the states’ experience suggests that a broad-based, high-rate federal retail sales tax would survive 
attempts to create preferences or be easy to administer. For example, states show little inclination to careful-
ly differentiate between producers’ and consumers’ purchases. But without a uniform exemption of producer 
purchases in a national retail sales tax, market distortions would present a significant problem.

Furthermore, states make little effort to tax services, and they exempt broad categories of purchases for 
reasons relating to social and economic policy, tax administration, and plain old lobbying. The federal base 
would have to be much broader than the typical state base; otherwise, the rate needed to replace the rev-
enue generated by today’s income tax would be sky-high. The states offer only limited experience in taxing 
government entities. But proposals for a national tax envision taxing every dollar of government purchases 
and investment.

A uniform retail sales tax would cover consumption of all goods and services. State sales taxes, however, 
deviate from this norm in numerous ways. According to a 2010 Federation of Tax Administrators (FTA) survey, 
35 states exempted household water usage, 25 states exempted household electricity, 21 exempted house-
hold natural gas, and 21 exempted household telephone services. Another FTA 2015 survey revealed that 
33 states exempted food and almost all states exempted prescription medicines. Taxation of services under 
state sales taxes is spotty at best.

Product exemptions intended to make the tax more progressive would be deeply problematic. Demogrants, 
(cash rebates for lower-income families) would be simpler to administer, would induce fewer distortions of 
household behavior, and—according to some studies —would be at least as progressive as specific product 
exemptions. Yet exemptions for “worthy” goods like prescription drugs and heating fuel are quite popular, 
pleasing policymakers because they appear progressive even as they serve the interests of the producers 
looking for exemptions.
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The state experience suggests that items that are difficult to tax are sooner or later excluded and, again, that 
political pressures can easily affect the form and substance of a retail sales tax.

The taxation of services is even more problematic. Although many states tax some services, only Hawaii and 
New Mexico include almost all services in the tax base. Enforcement of sales taxes on services has proved ex-
ceptionally difficult. These taxes are hard to administer and easy to evade because their paper trail is difficult 
to audit. This challenge raises several red flags for a national retail sales tax.

Last but not least, remember that an efficient retail sales tax should exempt all business purchases, but most 
state-level sales taxes do not come close to this ideal. Various estimates indicate that, on average, between 
20 and 40 percent of state sales tax revenue comes from business-to-business sales. Estimates for individual 
states are as high as 70 percent.

What has been the state and local experience with retail sales taxes?

Data Sources
Federation of Tax Administrators. 2010. “State Sales Taxation of Services.” Washington, DC: Federation of Tax Adminis-
trators.

———. 2017. “State Sales Tax Rates and Food and Drug Exemptions.” Washington, DC: Federation of Tax Administra-
tors.

State and Local Finance Initiative. 2012. “Sales Taxes.” Accessed October 6, 2015.

Further Reading
Due, John F., and John L. Mikesell. 1995. Sales Taxation: State and Local Structure and Administration, 2nd ed. Wash-
ington, DC: Urban Institute Press.

Ring, Raymond J., Jr. 1999. “Consumers’ Share and Producers’ Share of the General Sales Tax.” National Tax Journal 52 
(1): 79–90.

Schwartz, Jordan A. 1964. “John Nance Garner and the Sales Tax Rebellion of 1932.” Journal of Southern History 30 
(2):162-80.

http://www.taxadmin.org/assets/docs/Research/Rates/sales.pdf
http://www.urban.org/policy-centers/cross-center-initiatives/state-local-finance-initiative/projects/state-and-local-backgrounders/sales-taxes
http://www.ntanet.org/NTJ/52/1/ntj-v52n01p79-90-consumers-share-producers-share.pdf
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Q. What  is the experience of other countries with national retail sales 
taxes?

A. No country has attempted a truly ambitious retail sales tax. Those 
that have tried more modest versions have abandoned them in favor 
of value-added taxes.

Many countries have attempted to implement national retail sales taxes or variants, such as wholesale-lev-
el taxes or “ring” taxes (retail sales taxes with exemptions for businesses “in the ring”). But not for long. In 
1967, 19 Organisation for Economic Co-operation and Development (OECD) countries had some form of 
wholesale, retail, or turnover tax. By 1995, all had converted to value-added taxes (VATs) that collect revenue 
at each stage of production. Developing countries have also largely abandoned retail sales taxes in favor of 
VATs.

Retail sales tax rates are generally lower than VAT rates, running 4–6 percent as opposed to 14–25 percent. 
These sales tax rates are also much lower than the rate advocated by proponents of the national retail sales 
tax. Only a few countries (Iceland, Norway, South Africa, Sweden, and Zimbabwe) have ever instituted retail 
sales taxes with rates in excess of 10 percent. And none of these countries currently maintains such a tax, 
presumably because high-rate sales taxes invite evasion.

There are good reasons retail sales taxes get replaced with VATs; namely, evasion and “cascading.” Cascad-
ing occurs when taxed inputs are used to produce taxed outputs, so that the total tax on the goods com-
pounds beyond what was intended. This effect can be avoided by exempting all business purchases from 
taxation. But separating business purchases from consumer purchases is difficult. Moving to a VAT solves the 
problem since businesses receive credits for the taxes paid on their input purchases.

Evasion is higher under a retail sales tax than under a VAT for several reasons. First, the retail level is the 
weakest link in the enforcement chain. Second, if a retailer evades a sales tax, the full tax on the sale is lost. 
But with a VAT, successful evasion by retailers only costs the government the tax on the retailer’s value add-
ed. Third, with sales taxes, there is no paper trail that enforcers can easily follow.
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What is the experience of other countries with a national retail sales tax?

Further Reading
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Q. Why wouldn’t the rate for a national retail sales tax be 23 percent?

A. A mix of evasion and exemptions would almost certainly erode the 
tax base. More plausible estimates show that the rate needed to re-
place existing revenues would be well above 30 percent.

Advocates of a national retail sales tax have suggested that a broad-based version with a 23 percent rate 
would generate sufficient revenue to replace the entire federal tax system. But this number is misleadingly 
low for several reasons. It assumes that

1. there is no evasion;
2. no effort would be made to legally avoid the tax; and
3. no items, not even exceptionally difficult-to-tax goods and services, would be excluded from the base.

Note, moreover, that the 23 percent rate cited is a “tax-exclusive” rate. This corresponds to a 30 percent rate 
when calculated in a “tax-inclusive” fashion, the way income taxes are assayed. Consider, too, that the 23 
percent rate is flawed: the calculation is based on a mathematical error in the way advocates computed the 
changes in consumer and producer prices that would occur under their proposed tax.

Thus, as table 1 suggests, a more plausible calculation of the rate needed to replace other federal taxes 
would be much higher.

Further Reading

Gale, William G. 2005. “The National Retail Sales Tax; What Would the Rate Have to Be?” Tax Notes, May 16.

Paull, Lindy L. 2004. “Budget Neutral Tax Rate for H.R. 2525.” Reprinted in Martin A. Sullivan, “The Rise and Fall of the 
National Sales Tax,” Tax Notes 105 (8): 916–21.

President’s Advisory Panel on Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax System. 
Washington, DC: President’s Advisory Panel on Tax Reform.

http://www.taxpolicycenter.org/publications/url.cfm?ID=1000785
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
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Q. What did the President’s Advisory Panel on Tax Reform say about 
the national retail sales tax?

A. Put simply: a nonstarter.

The President’s Advisory Panel on Tax Reform’s first objection to replacing the current tax system with a na-
tional retail sales tax hinges on the latter’s effect on income distribution. The report (2005) noted that “lower 
and middle-income families would be especially hard hit by a standalone retail sales tax.”

The panel was also concerned that, although the proposed demogrant program (which would provide cash 
rebates to needy households) would make the retail tax system less regressive, it would be a bear to admin-
ister. And it would thus “inappropriately increase the size and scope of government.” Moreover, the panel 
concluded that, with the demogrant, the tax rate needed to sustain current federal revenues would exceed— 
perhaps far exceed—34 percent. Meanwhile, households would still be liable for state and local sales taxes, 
which currently average 6.5 percent.

Nor was the panel impressed with the tax’s value as a tool to simplify the tax system. Taxpayers would still 
be required to complete state income tax returns unless states abolished their own income taxes. Moreover, 
a new government agency would be required to monitor both the collection of the tax and the allocation of 
demogrants to families.

The panel also expressed concern about the likely level of evasion: “A federal retail sales tax assessed at a 
rate of at least 34 percent, added on to state retail sales taxes, would provide substantial inducement for 
evasion at the retail level.” And with third-party reporting—such as W-2 and 1099 forms—notably absent 
from the proposal, “evasion rates are estimated to be around 50 percent.”

There’s more glum news here. The panel noted that states would lack the ability to collect the tax and that an 
agency analogous to the IRS would be needed to enforce compliance. It also pointed out that states current-
ly rely on taxpayers’ fears of audits of federal income tax returns to deter evasion. If the federal government 
abandoned income tax enforcement along with the income tax, states would be left hanging. Lastly, the 
report cited concern that the burden of collecting the tax would disproportionately fall on small businesses 
and small service providers, raising their costs.

Further Reading

President’s Advisory Panel on Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax System. 
Washington, DC: President’s Advisory Panel on Tax Reform.

http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html
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Q. What is a VAT?

A. The value added tax (VAT) is the world’s most common form of 
consumption tax, in place in more than 160 countries, including every 
economically advanced nation except the United States.

“Value-added” is the difference between business sales and purchase of goods and services from other busi-
nesses. It represents the sum of wages, other labor compensation (such as health insurance), interest pay-
ments, and the profits that businesses earn.

For example, suppose a farmer grows wheat and sells it to a baker for $40. The baker turns the wheat into 
bread and sells it to consumers for $100. The baker’s value added is $60—the difference between sales and 
purchases. Let’s further assume that the farmer has no input costs so that his value added is $40. The sum of 
value added at each stage of production is equal to the retail sale price of the good, in this case $100.

Governments can tax value added in different ways—the credit-invoice method is most common but Japan 
uses the subtraction method to assess their VAT.

The VAT is popular because it raises significant amounts of revenue, is relatively easy to administer, and, 
unlike an income tax, does not impinge on household saving and business investment choices. In 2012, 
VAT revenues averaged 5.6 percent of gross domestic product in OECD countries, the third largest revenue 
source after income and payroll taxes.

Further Reading

Gale, William G., and Benjamin H. Harris. 2011. “A VAT for the United States: Part of the Solution.” In The VAT Reader 
(64–82). Falls Church, VA: Tax Analysts.

Tax Analysts. 2011. The VAT Reader: What a Federal Consumption Tax Would Mean for America. Falls Church, VA: Tax 
Analysts.

Toder, Eric, and Joseph Rosenberg. 2010. “Effects of Imposing a Value-Added Tax to Replace Payroll Taxes or Corporate 
Taxes.” Washington, DC: Urban-Brookings Tax Policy Center.

Toder, Eric, Jim Nunns, and Joseph Rosenberg. 2012. “Using a VAT to Reform the Income Tax.” Washington, DC: Ur-
ban-Brookings Tax Policy Center.

http://www.urban.org/research/publication/vat-united-states-part-solution
http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
http://www.taxpolicycenter.org/publications/url.cfm?ID=412489
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Q. How would a VAT be collected?

A. Most countries with a value-added tax (VAT) employ the credit-in-
voice method. Under this method, businesses are taxed on their sales 
at each stage of production, but obtain credits for the taxes they paid 
on their inputs. 

CREDIT-INVOICE METHOD

Most countries with a value-added tax (VAT) employ the credit-invoice method. All sales by businesses are 
taxable, but sellers pass on invoices to the VAT-registered business taxpayers who purchase goods and 
services from them. These purchasers, in turn, claim a credit for taxes paid on their purchases, but then pay 
VAT on the full value of their sales. The result is that there are no net taxes on sales between registered VAT 
businesses, while the full value of the final sale to the consumer bears tax (table 1).

SUBTRACTION METHOD

Under a subtraction-method VAT, sometimes called a business transfer tax, businesses pay tax on the dif-
ference between the value of their sales and the value of their purchases from other businesses. As with the 
credit-invoice VAT, the sum of all the amounts subject to tax, without exemptions, is equal to the value of 
final sales. Japan uses a subtraction-method VAT, but it contains all the invoice requirements and rules of the 
credit-invoice method, so in practice it is not that different from the VATs used in other countries.
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Q. What would and would not be taxed under a VAT?

A. Typically, a value-added tax covers all or most forms of consump-
tion.

In principle, the net tax base of a value-added tax (VAT) is all consumption. Most VAT systems, however, 
exclude certain items from taxation. Some items (e.g., food and prescription drugs) are excluded to reduce 
the impact of the tax on low-income households. Others are excluded because defining their “value-added” 
is difficult (e.g., financial services). 

BROAD V. NARROW BASES

Eric Toder and Joseph Rosenberg (2010) provide examples of broad- and narrow- based VATs. The broad-
based VAT they examine includes “all domestic consumption, except for education, government-financed 
health care (Medicare and Medicaid), services of charitable organizations, and services performed by sub-
national governments,” capturing about 80 percent of consumption. Their narrow-based VAT excludes (in 
addition to the exemptions in the broad-based VAT) “housing consumption, food consumed at home, and 
private medical expenses (out-of-pocket expenses and insurance premiums),” capturing about 50 percent of 
consumption.

REVENUE RATIOS

A revenue ratio is a formal measure of how broad a tax base is. For a VAT, the revenue ratio is calculated by 
dividing VAT revenue by the product of the standard VAT rate and all consumption. If the standard tax rate 
applied to all consumption and to nothing else, and if there were no evasion, the ratio would be one. The 
presence of zero-rated, exempt, or preferentially taxed goods reduces the revenue ratio, as does tax evasion.

The unweighted average VAT revenue ratio was 0.55 across all OECD countries in 2014, suggesting signifi-
cant erosion in VAT revenues. The ratio ranged from 0.31 (Mexico) to 1.13 (Luxembourg).The combination of 
Luxembourg’s status as a center of financial services and e-commerce and the current tax treatment of those 
services may explain why its VAT revenue ratio is greater than one. 

The older VATs, mainly in European Union countries, have relatively narrow tax bases, with many goods or 
services receiving preferential treatment. Newer VATs, such as in New Zealand and Japan, tend to apply a 
lower standard rate to a broader base of goods and services. 
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http://www.oecd.org/ctp/consumption/consumption-tax-trends-19990979.htm
http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
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Q. What would the rate be under a VAT?

A. The rate of a value-added tax (VAT) depends on how much revenue 
it is intended to raise and how broad the VAT base is. The lower the 
revenue target and the broader the base, the lower the tax rate will 
be.

Value-added taxes (VATs) typically have a standard rate that applies to most goods and services. In 2016, the 
standard rate in the OECD averaged 16.7 percent but varied widely—27 percent, its highest level, in Hun-
gary, 20 percent in the United Kingdom, 15 percent in New Zealand, 10 percent in Australia, 8 percent in 
Japan, and 5 percent, its lowest level, in Canada.
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VATs typically provide preferential treatment for certain goods. Some goods are zero rated, some goods are 
exempt. Some are taxed at preferential rates. The VATs in European Union countries have relatively narrow 
tax bases, with many goods or services receiving preferential treatment. Newer VATs, such as in New Zealand 
and Japan, tend to apply a lower standard rate to a broader base of goods and services. The broader the 
base, the lower the tax rate will be for a given revenue target.

Toder and Rosenberg (2010) estimated that the United States could have raised gross revenue of $356 billion 
in 2012 through a 5 percent VAT applied to a broad base that included all consumption except spending 
on education, Medicaid and Medicare, charitable organizations, and state and local government—capturing 
about 80 percent of consumption. That amount of revenues would equal about 2.3 percent of GDP. If the 
same 5 percent rate applied to a narrow base that also excluded housing consumption, food consumed at 
home, and private medical expenses (out-of-pocket expenses and insurance premiums)—capturing about 50 
percent of consumption—revenues would have been $221 billion, equal to about 1.4 percent of GDP. 

Data Source

Organisation for Economic Co-operation and Development. 2016. Consumption Tax Trends 2016: VAT/GST and excise 
rates, trends and policy issues. Table 2.A2.1. Paris, France: OECD Publishing.

Further Reading
Gale, William G., and Benjamin H. Harris. 2011. “A VAT for the United States: Part of the Solution.” In The VAT Reader 
(64–82). Falls Church, VA: Tax Analysts.

Tax Analysts. 2011. The VAT Reader: What a Federal Consumption Tax Would Mean for America. Falls Church, VA: Tax 
Analysts.

Toder, Eric, and Joseph Rosenberg. 2010. “Effects of Imposing a Value-Added Tax to Replace Payroll Taxes or Corporate 
Taxes.” Washington, DC: Tax Policy Center.

http://www.oecd.org/ctp/consumption/consumption-tax-trends-19990979.htm
http://www.oecd.org/ctp/consumption/consumption-tax-trends-19990979.htm
http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
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Q. What is the difference between zero rating and exempting a good in 
the VAT?

A. For a “zero-rated good,” the government doesn’t tax its sale, but 
allows credits for the value-added tax (VAT) paid on inputs. If a good 
or business is “exempt,” the government doesn’t tax the sale of the 
good, but producers cannot claim a credit for the VAT they pay on in-
puts to produce it. 

ZERO RATING

Almost all countries apply preferential rates to some goods and services, making them either “zero rated” or 
“exempt.” For a “zero-rated good,” the government doesn’t tax its retail sale, but allows credits for the val-
ue-added tax (VAT) paid on inputs. This reduces the price of a good. Governments commonly use zero-rated 
goods to lower the tax burden on low-income households by zero-rating essential goods, such as food and 
utilities or prescription drugs.

EXEMPTING

If, by contrast, a good or business is “exempt,” the government doesn’t tax the sale of the good, but pro-
ducers cannot claim a credit for the VAT they pay on inputs to produce it. Because exempting breaks the 
VAT’s chain of credits on input purchases, it can sometimes raise prices and revenues. Hence, governments 
generally only use exemptions when value-added is hard to define, such as with financial and insurance ser-
vices. 

IN PRACTICE

Of the 33 OECD countries with a VAT in 2015, 18 “zero rated” certain goods and 24 applied at least one 
nonzero reduced rate to a subsector of goods. 

Further Reading
Gale, William G., and Benjamin H. Harris. 2011. “A VAT for the United States: Part of the Solution.” In The VAT Reader 
(64–82). Falls Church, VA: Tax Analysts.

Tax Analysts. 2011. The VAT Reader: What a Federal Consumption Tax Would Mean for America. Falls Church, VA: Tax 
Analysts.

Toder, Eric, and Joseph Rosenberg. 2010. “Effects of Imposing a Value-Added Tax to Replace Payroll Taxes or Corporate 
Taxes.” Washington, DC: Tax Policy Center.

http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
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Q. Who would bear the burden of a VAT?

A. A VAT is a tax on consumption. Because poorer households spend 
a larger proportion of their income, a VAT is regressive if measured 
relative to current income and if it is introduced without other policy 
adjustments.  A VAT is less regressive if measured relative to lifetime 
income.   

Although a value-added tax (VAT) taxes goods and services at every stage of production and sale, the net 
economic burden is like that of a retail sales tax. Sales taxes create a wedge between the price paid by the 
final consumer and what is received by the seller. Conceptually, the tax can either raise the total price (inclu-
sive of the sales tax) paid by consumers or reduce the amount of business revenue available to compensate 
workers and investors. Theory and evidence suggests that the VAT is passed along to consumers via higher 
prices. Either way, the decline in real household income is the same regardless of whether prices rise (holding 
nominal incomes constant) or whether nominal incomes fall (holding the price level constant). 

REGRESSIVITY

Because lower-income households spend a greater share of their income on consumption than higher income 
households do, the burden of a VAT is regressive when measured as a share of current income: the tax bur-
den as a share of income is highest for low-income households and falls sharply as household income rises.  
Because income that is saved today is generally spent in the future, the burden of a VAT is more proportional 
to income when measured as a share of income over a lifetime. Even by a lifetime income measure, however, 
the burden of the VAT as a share of income is lower for high-income households than for other households 
because a VAT (like any consumption tax) does not tax the returns (such as dividends and capital gains) from 
new capital investment and income from capital makes up a larger portion of the total income of high-in-
come households. 

AVERAGE TAX BURDEN

Using a method that is more reflective of lifetime burdens, Eric Toder, Jim Nunns, and Joseph Rosenberg 
(2012) estimate that a 5 percent, broad-based VAT would be regressive at the bottom of the income distri-
bution, roughly proportional in the middle, and then generally regressive at the top. The tax would impose 
an average tax burden of 3.9 percent of after-tax income on households in the bottom quintile of the income 
distribution. (Each quintile contains 20 percent of the population ranked by income). Yet, households in the 
top 1 percent of the income distribution would only have an average tax burden of 2.5 percent (Table 1).
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DEMOGRANTS

Exempting, zero rating, or excluding certain essential consumption goods from the tax base (e.g., food-
stuffs, medicine, health care) can reduce the regressivity of a VAT. Giving preferential treatment to particular 
goods, however, is an inefficient way to make the tax less regressive because high-income households con-
sume more of the goods in question (though less as a share of income) than low-income households do. A 
better approach is to provide a cash payment—that is, a demogrant or a refundable tax credit—of a limit-
ed amount. That way, everyone receives the same benefit, in dollars, which translates into a larger share of 
low-income households’ income. 

In the same study, Toder, Nunns, and Rosenberg simulate the effects of a 7.7 percent broad-based VAT with 
a refundable tax credit (the higher tax rate keeps the net revenues the same as the 5 percent, broad-based 
VAT with no tax credit). They find that the VAT in combination with the tax credit would impose an average 
tax burden of 0.6 percent on households in the bottom quintile of the income distribution. Households in the 
top 1 percent of the income distribution would face an average tax burden of 3.7 percent. Their results also 
show that the distribution of a narrow-based VAT that excludes spending on food, housing, and health care is 
much the same as the distribution of a broad-based tax. 

Further Reading
Benedek, Dora, Ruud A. de Mooji, and Philippe Wingender. 2015. “Estimating VAT Pass Through.” Working Paper 
1/214. Washington, DC: International Monetary Fund.

Tax Analysts. 2011. The VAT Reader: What a Federal Consumption Tax Would Mean for America. Falls Church, VA: Tax 
Analysts.

Toder, Eric, Jim Nunns, and Joseph Rosenberg. 2012. “Implications of Different Bases for a VAT.” Washington, DC: Ur-
ban-Brookings Tax Policy Center.

https://www.imf.org/external/pubs/cat/longres.aspx?sk=43322.0
http://www.taxpolicycenter.org/publications/implications-different-bases-vat
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Q. Is the VAT a money machine?

A. A common criticism of the value-added tax is that it is simply a 
“money machine” that will enlarge the federal government by sup-
plying a steady source of federal revenue. The empirical evidence has 
largely shown that this has not been the case.

Critics provide various reasons a value-added tax (VAT) would enlarge government. First, they say that any in-
crease in government revenues will lead to more spending. If we want to control government spending, they 
say, we should cut revenues and “starve the beast.” Second, critics fear that because a VAT is a “hidden tax,” 
buried in the price of a good, policymakers can raise the tax with minimal economic disruption and without 
people noticing. 

The accumulated track record of VATs, however, largely belies these concerns. For starters, VAT revenues 
and rates have not risen inexorably over time. In advanced countries, VATs were phased in during the 1960s 
and 1970s. But after that, as International Monetary Fund economist Michael Keen has shown, VAT revenues 
remained remarkably constant for a long time, hovering around 7 percent of gross domestic product (GDP) in 
the 1990s and 2000s. VAT revenue among high-income countries in 2009 was almost exactly the same share 
of GDP as in 1993 (Keen, 2013; Keen and Lockwood 2006). 

Furthermore, although overall revenues have risen in European countries since the VAT was introduced, the 
VAT does not appear to be the cause. From 1965 to 2012, VAT revenue rose by 5.6 percent of GDP in 16 
European countries. That’s an enormous increase in revenues but it was accompanied by a reduction of 5.2 
percent of GDP in excise and other sales taxes. As a result, less than 10 percent of VAT revenue—0.4 percent 
of GDP—went for purposes other than reducing sales taxes.

Further Reading
Keen, Michael. 2013. “The Anatomy of the VAT.” National Tax Journal 66(2): 423.

Keen, Michael, and Ben Lockwood. 2006. “Is the VAT a Money Machine?” National Tax Journal 54(1): 157–73.

Sullivan, Martin A. 2012. “Was the VAT a Money Machine for Europe?” Tax Analysts. April 9.

Tax Analysts. 2011. The VAT Reader: What a Federal Consumption Tax Would Mean for America. Falls Church, VA: Tax 
Analysts.

https://www.imf.org/external/pubs/cat/longres.aspx?sk=40543.0
http://www.ntanet.org/NTJ/59/4/ntj-v59n04p905-28-vat-money-machine.html?OpenDocument
http://www.taxanalysts.org/tax-analysts-blog/was-vat-money-machine-europe/2012/04/09/169121
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Q. How would small businesses be treated under a VAT?

A. Most countries exempt small businesses from value-added tax, al-
though many small business choice voluntarily to register for the VAT.

Most countries exempt small businesses from a value-added tax (VAT)—partly because small business is a 
powerful political constituency and partly because the administrative and compliance costs of taxing small 
businesses are high relative to the revenue raised. 

The exemption is a mixed blessing, however. Many businesses prefer to buy their inputs from businesses 
that are in the VAT system so they can claim credits on the tax they pay. As a result, countries allow small 
businesses to register for the VAT even if they are not required to do so. For example in Australia during the 
2010–11 tax year, 37 percent of businesses had sales below the VAT threshold, yet 92 percent of all business-
es registered for the VAT.

A higher exemption based on business sales saves on compliance costs but reduces revenue, with the reve-
nue loss depending on the tax rate. A recent study by Treasury Department economists finds that with a 10 
percent VAT in the U.S., the optimal exemption level based on sales would be about $200,000 and would 
exempt about 43 million businesses (Brashares et al.). That exemption would be higher than in most other 
countries, but the 10 percent rate would be lower than in most other countries. At a 20 percent rate, which is 
close to the OECD average, the optimal exemption would be $90,000, which is within the range of exemp-
tions in other countries. 

Further Reading
Bain, Kathrin, Michael Walpole, Ann Hansford, and Chris Evans. 2015. “The Internal Costs of VAT Compliance: Evidence 
from Australia and the United Kingdom and Suggestions for Mitigation.” eJournal of Tax Research 23(1): 158–82.

Brashares, Edith, Matthew Knittel, Gerald Silverstein, and Alexander Yuskavage. 2014. “Calculating the Optimal Small 
Business Exemption Threshold for a US VAT.” National Tax Journal 67(2): 283–320.

https://www.business.unsw.edu.au/research-site/publications-site/ejournaloftaxresearch-site/Documents/06_BainWalpoleHansfordEvans_Costs%20of%20VAT%20compliance.pdf
https://www.business.unsw.edu.au/research-site/publications-site/ejournaloftaxresearch-site/Documents/06_BainWalpoleHansfordEvans_Costs%20of%20VAT%20compliance.pdf
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2443979
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2443979
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Q. What is the Canadian experience with a VAT?

A. Concerns about regressivity, transparency, coordination with state 
sales taxes, and money machines can be assuaged by observing the 
Canadian value-added tax experience.

In 1991, Canada implemented a 7 percent national VAT to replace a tax on sales by manufacturers. The VAT 
was introduced by the conservative party, which had concerns about industry competitiveness and the coun-
try’s fiscal situation. 

Canada addressed distributional concerns by applying a zero rate to certain necessities—including groceries, 
drugs, and rent—and adding a refundable credit to the income tax. Transfer payments had been indexed for 
inflation and were highly progressive, providing further insulation against regressivity. 

The Canadian VAT is completely transparent: it is listed separately on receipts and invoices just like sales 
taxes in the United States.

The Canadian experience also shows that a federal VAT can successfully coexist with either a VAT or a retail 
sales tax levied by subnational governments.

And the VAT in Canada has not been anything like a “money machine.” The standard VAT rate declined over 
time to 6 percent in 2006 and 5 percent in 2008. In both revenues and expenditures, the size of the Canadian 
federal government as a share of the economy has shrunk significantly since introduction of the VAT. General 
government tax revenue and spending in Canada has actually fallen as a share of the economy since 1991. 

Further Reading
Bird, Richard M. and Michael Smart. 2014. “VAT in a federal system: Lessons from Canada.” In Public Budgeting & Fi-
nance, Vol. 34, Issue 4, pp. 38-60.

Sullivan, Martin A. 2011. “VAT Lessons from Canada.” In The VAT Reader (283–90). Falls Church, VA: Tax Analysts.

Tax Analysts. 2011. The VAT Reader: What a Federal Consumption Tax Would Mean for America. Falls Church, VA: Tax 
Analysts.
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Q. Why is the VAT administratively superior to a retail sales tax?

A. Retail sales taxes suffer from several enforcement problems. Most 
notably, the government has no record of transactions with which to 
verify retailers’ tax payments. In a value-added tax, the chain of cred-
iting creates a natural audit trail, and the seller has more incentive to 
report the transaction and pay tax.

If the value-added tax (VAT) replicates the effect of a well-functioning sales tax, why not just enact a retail 
sales tax? 

Retail sales taxes suffer from several enforcement problems. Most notably, there’s no cross reporting; the 
government has no record of the transaction and the retailer responsible for sending the check to the gov-
ernment for the tax it collects knows this.. As a result, compliance rates can be low. Most countries have 
found that, as a practical matter, retail sales tax rates of 10 percent or higher aren’t enforceable—buyers 
have greater incentives to avoid the tax and retailers have greater incentive not to send in the revenues. Not 
coincidentally, all state sales tax rates are below 10 percent. 

For any tax, cross reporting is essential to keep compliance rates high. In the income tax, firms withhold 
income and payroll taxes on behalf of workers and send the money to the government. As a result, evasion 
rates on wage income are low. The exception is tips, which serves to prove the point. In the VAT, the chain of 
crediting creates a natural audit trail. In a transaction between two businesses, the seller knows the buyer is 
reporting the transaction to claim a credit, so the seller has more incentive to report the transaction and pay 
tax. There’s no similar incentive under a retail sales tax. 

Also with a sales tax, the retailer can’t always tell whether the buyer is a consumer who should pay the tax or 
a business which should not—and has little incentive to find out. If the retailer doesn’t impose a sales tax on 
consumer purchases, that’s tax evasion. If the retailer does impose a tax on business purchases, the tax “cas-
cades,” building up over successive stages of production, which raises and distorts prices depending on the 
number of stages of production. By providing a credit for taxes paid, the VAT prevents cascading. Last, when 
there is evasion at the retail level, tax revenues are lost entirely with a sales tax. With a VAT, revenue is only 
lost at the “value-added” retail stage. All these differences help explain why numerous countries replaced 
their sales and turnover taxes with VATs. 
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Further Reading
Gale, William G., and Benjamin H. Harris. 2011. “A VAT for the United States: Part of the Solution.” In The VAT Reader 
(64–82). Falls Church, VA: Tax Analysts.

Pomeranz, Dina. 2015. “No Taxation without Information: Deterrence and Self-Enforcement in the Value Added Tax.” 
American Economic Review 105(8): 2539–69.

Tax Analysts. 2011. The VAT Reader: What a Federal Consumption Tax Would Mean for America. Falls Church, VA: Tax 
Analysts.
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Q. What is the history of a VAT?

A. The value-added tax (VAT) is a relatively new tax. It was designed 
by two people, independently, in the early 20th century. Many Eu-
ropean countries enacted a VAT in the 1960s and 1970s. Developing 
countries followed in the 1980s and thereafter. 

The value-added tax (VAT) is a relatively new tax. It was designed by two people, independently, in the early 
20th century. To Wilhelm Von Siemens, a German businessman, the VAT was a way to resolve the cascading 
problems that arose in implementing gross turnover taxes and sales taxes. To Thomas S. Adams, an Ameri-
can, the VAT was a better version of the corporate income tax. 

In practice, governments have implemented the VAT largely as an improved sales tax. European countries, 
for example, have largely used the VAT to reduce or eliminate other sales taxes. They continue to maintain 
separate corporate income taxes. 

Many European countries enacted a VAT in the 1960s and 1970s. Developing countries followed in the 1980s 
and thereafter. Sijbren Cnossen, a leading VAT expert from Maastricht University in the Netherlands, called 
its spread “the most important event in the evolution of tax structure in the last half of the 20th century” 
(1998). 

US policymakers have found it tempting to consider the VAT, but no one seems to be able to muster the 
courage to call it by its real name. In recent years, VATs have been proposed by current House Speaker and 
former Republican vice presidential nominee Paul Ryan (who called it a “business consumption tax”), libertar-
ian Kentucky senator Rand Paul (as part of his “Fair and Flat Tax”), Republican presidential candidate Herman 
Cain (one of the 9s in his “9-9-9” proposal), Senate Finance Committee Democrat Ben Cardin (who called it a 
“progressive consumption tax”), and the Bipartisan Policy Center’s Domenici-Rivlin 2010 commission report 
(as a “deficit reduction sales tax”). 
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Bipartisan Policy Center. 2012. “Domenici-Rivlin Debt Reduction Task Force Plan 2.0.” Washington, DC: Bipartisan Policy 
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Q. How are different consumption taxes related?

A. A retail sales tax, value-added tax, the flat tax, and the X-tax are 
closely related taxes. These taxes are contrasted with wage taxes.

A retail sales tax is a flat-rate tax on all sales from businesses to households. A value-added tax (VAT) is 
equivalent to a retail sales tax but it collects the tax in small pieces at each stage of production rather than 
entirely at the final sale. The Hall-Rabushka flat tax is simply a two-part VAT, with all value added except 
wages taxed at the firm level and wages taxed at the individual level, after allowing for exemptions based on 
family size. Businesses and individuals face the same flat rate on all income. The X-tax is simply a variant of 
the flat tax in which wages are taxed at graduated rates, and the business tax is set equal to the highest rate 
on wages. 

A wage tax is quite different. It would tax wages directly, as would the flat tax or X-tax, but it would not con-
tain the business component of such taxes. 

Further Reading
Aaron, Henry J., and William G. Gale. 1996. Economic Effect of Fundamental Tax Reform. Washington, DC: Brookings 
Institution Press

Bradford, David F. 1986. Untangling the Income Tax. Cambridge, MA: Harvard University Press.

———. 2003. “The X Tax in the World Economy.” CEPS Working Paper 93. Princeton, NJ: Princeton University.

Gale, William G. 1999. “Flat Tax.” In Encyclopedia of Taxation and Tax Policy, edited by Joseph J. Cordes, Robert D. 
Ebel, and Jane G. Gravelle. Washington, DC: Urban Institute Press.

Hall, Robert E., and Alvin Rabushka. 1985. The Flat Tax. Stanford, CA: Hoover Institution Press.

Tax Analysts. 2011. The VAT Reader: What a Federal Consumption Tax Would Mean for America. Falls Church, VA: Tax 
Analysts.

Toder, Eric, and Joseph Rosenberg. 2010. “Effects of Imposing a Value-Added Tax to Replace Payroll Taxes or Corporate 
Taxes.” Washington, DC: Urban-Brookings Tax Policy Center.

Viard, Alan D., and Robert Carroll. 2012. Progressive Consumption Taxation: The X-Tax Revisited. Washington, DC: AEI 
Press.

https://www.princeton.edu/ceps/workingpapers/93bradford.pdf
http://www.taxpolicycenter.org/UploadedPDF/1000530.pdf
http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
http://www.taxpolicycenter.org/publications/url.cfm?ID=412062
https://www.aei.org/publication/progressive-consumption-taxation/
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Q. What is the flat tax?

A. While any tax system with flat rates could be called a flat tax, the 
name “flat tax” is usually reserved for a system developed by Robert 
Hall and Alvin Rabushka in a 1985 book. Their flat tax is really a two-
part VAT, with all value added except wages taxed at the business 
level and wages taxed at the individual level at the same flat rate, but 
with an exemption related to family size.

The Hall-Rabushka flat tax would replace the current income tax system with a consumption tax. Their system 
is a two-part value-added tax (VAT). All value added, except wages, which would be deductible, would be 
taxed at the business level. Wages would be taxed at the individual level, with an exemption based on family 
size. All taxable wages and all business nonwage value added would face the same flat rate. In Hall and 
Rabushka’s original proposal, that rate would be 19 percent (1985). 

In short, the flat tax is a consumption tax, even though it looks like a wage tax to households and a variant 
of a VAT to most businesses. Therefore, other than the exemptions, the economic effects of the flat tax are 
essentially the same as those of a VAT or a sales tax.

The flat tax can be split into two parts: the business tax and the individual tax. Firms would be responsible 
for paying taxes (at a flat rate) on sales after they have deducted wages, pensions, material costs, and capital 
investments. Individuals would be responsible for paying taxes (again, at a flat rate) on the wages that firms 
have deducted, but only on wages in excess of an exemption level.

Further Reading

Aaron, Henry J., and William G. Gale. 1996. Economic Effect of Fundamental Tax Reform. Washington, DC: Brookings 
Institution Press.

Gale, William G. 1999. “Flat Tax.” In Encyclopedia of Taxation and Tax Policy, edited by Joseph J. Cordes, Robert D. 
Ebel, and Jane G. Gravelle. Washington, DC: Urban Institute Press.

Hall, Robert E., and Alvin Rabushka. 1985. The Flat Tax. Stanford, CA: Hoover Institution Press.

http://www.taxpolicycenter.org/UploadedPDF/1000530.pdf
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OTHER COMPREHENSIVE TAX REFORMS

Q. What is the X-tax?

A. The X-tax is a variant of the flat tax developed by economist Da-
vid Bradford. It is mechanically identical to the flat tax, except that it 
incorporates graduated tax rates on household wage income to im-
prove progressivity.

The X-tax is a variant of the flat tax developed by Princeton economist David Bradford (1986). Like the flat 
tax, it is consumption based and incorporates two elements: a business tax and a personal tax. 

On the business side, firms would be responsible for paying taxes on their sales, less material costs and wag-
es; the business tax rate would be set equal to the highest tax rate on the individual side. On the individual 
side, individuals or households would be taxed on wages, less a deduction based on family size. The individu-
al tax would have graduated tax rates up to a maximum equal to the business rate.

The major difference between the flat tax and the X-tax is the inclusion of a graduated individual rate struc-
ture on wages. This makes the X-tax more progressive in comparison to the flat tax.

Further Reading

Bradford, David F. 1986. Untangling the Income Tax. Cambridge, MA: Harvard University Press.

———. 2003. “The X Tax in the World Economy.” CEPS Working Paper 93. Princeton, NJ: Princeton University.

Viard, Alan D., and Robert Carroll. 2012. Progressive Consumption Taxation: The X-Tax Revisited. Washington, DC: AEI 
Press.

https://www.princeton.edu/ceps/workingpapers/93bradford.pdf
https://www.aei.org/publication/progressive-consumption-taxation/
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Q. What was included in Simple, Fair, and Pro-Growth: Proposals to Fix 
America’s Tax System, Report of the President’s Advisory Panel on Fed-
eral Tax Reform, November 2005?

A. The President’s Advisory Panel on Federal Tax Reform recommend-
ed two simpler and fairer alternatives to the US income tax system, 
but both come with some big catches.

The President’s Advisory Panel on Federal Tax Reform was created by President Bush in 2005 to recommend 
options to make the tax code simpler, fairer, and more conducive to economic growth. The panel developed 
two proposals, outlined below. Both contain features of income and consumption taxes, simplify taxes and 
streamline filing, eliminate the alternative minimum tax, eliminate most tax expenditures, and decrease the 
effective tax rate on capital income. As directed by the President, the panel designed the plans to be reve-
nue neutral, though with the assumption that tax cuts proposed in President Bush’s budget would be enact-
ed.

The core chapters outline the panel’s Simplified Income Tax Plan and the Growth and Investment Tax Plan, 
and how a value-added tax might be added to the former. The final chapter examines the possibility of re-
placing the income tax with a retail sales tax and finds that doing so would be deeply problematic.

SIMPLIFIED INCOME TAX PLAN

The Simplified Income Tax Plan (SIT) would streamline the tax code by eliminating several exemptions. It 
would lower individual income tax rates to a range of 15–33 percent and cut the top corporate rate to 31.5 
percent. And it would encourage greater use of Roth-style savings accounts, such that a family of four could 
contribute up to $60,000 per year in plans for retirement, health, education, and housing.

MAJOR CHANGES TO TAX EXPENDITURES

• Replace the standard deduction, personal exemption, and head-of-household family credit with a single 
family credit.

• Replace the earned income tax credit (aimed at the working poor) with a less generous version.
• Convert the mortgage interest deduction to a 15 percent credit and reduce the cap on eligible interest 

payments to increase the number of people qualifying for the credit by 60 percent.
• Allow any taxpayer to deduct charitable contributions in excess of 1 percent of income.
• Eliminate the state and local tax deduction.
• Allow nongroup health insurance plans to be deductible up to the amount of the average premium. Em-

ployer-paid premiums in excess of caps would be taxable.
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SAVINGS AND RETIREMENT

• Replace all current tax-preferred savings options with three savings vehicles and a refundable saver’s 
credit that phases out with increases in income. Each account would have a Roth-like structure (no initial 
deductions) and would not have income eligibility limits.

• Implement Save at Work plans that would consolidate all employer-provided defined-contribution plans 
and 401(k) plans, would encourage automatic contribution as a default, and would maintain the current 
401(k) contribution limits.

• Implement Save for Retirement plans that would replace all non-employer-provided savings plans such as 
individual retirement accounts. They would have a $10,000 annual contribution limit.

• Implement Save for Family plans that would replace education and health savings plans and could be 
used for education, medical care, home purchases, and retirement. Up to $1,000 could be withdrawn 
each year for any purpose and up to $10,000 could be contributed annually.

CORPORATE TAXATION

• Divide businesses into small, medium, and large sizes, with separate rules for each.
• Eliminate most deductions and credits.
• Move to a territorial system that taxes only domestic income.
• Eliminate the income tax on dividends received from US companies.
• Exclude 75 percent of corporate capital gains received from US companies from personal taxation.
• Tax interest received at regular individual income tax rates.

GROWTH AND INVESTMENT PLAN

The Growth and Investment Tax Plan (GIT) alternative would move the system closer to a consumption tax. It 
would be composed of a hybrid X-tax (a tax that mixes a European-style value-added tax with an income tax 
on wages) plus an individual-level 15 percent surcharge on capital income. Most of the proposals in the SIT 
regarding major credits and deductions, as well as individual savings and retirement, would also apply to the 
GIT.

MAIN PROVISIONS

• The X-tax would be a flat 30 percent value-added tax-like levy with deductions for wages and other com-
pensation. Investments would be expensed, interest and other financial inflows would not be taxed, and 
there would be no interest payment deductions.

• Individuals’ interest, dividends, and capital gains would be taxed at 15 percent.
• All front-loaded 401(k) plans would be converted to back-loaded Roth plans.
• Individual income tax rates would be consolidated into three brackets with rates of 15, 25, and 30 per-

cent.

ANALYSIS

Although the report claims that the proposals would have been revenue-neutral, this would only have been 
the case if President Bush’s tax cuts in 2005 and beyond had become law. Relative to a baseline that assumed 
current law, the panel’s proposals would lose revenue and make the tax system less progressive.
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Further Reading

Burman, Leonard E., and William G. Gale. 2005. “A Preliminary Evaluation of the Tax Reform Panel’s Report.” Tax Notes, 
December 5.

Furman, Jason. 2005. “The Tax Reform Panel’s Costly Proposal.” Washington, DC: Center on Budget and Policy Priori-
ties.

Gale, William, and Leonard Burman. 2005. “The Tax Reform Proposals: Some Good Ideas, but Show Me the Money.” 
Economists’ Voice 3 (1): 1–8.

President’s Advisory Panel on Federal Tax Reform. 2005. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax 
System. Washington, DC: President’s Advisory Council on Federal Tax Reform.

http://www.taxpolicycenter.org/UploadedPDF/1000854_Tax_Break_12-05-05.pdf
http://www.cbpp.org/research/the-tax-reform-panels-costly-proposal
http://www.brookings.edu/~/media/research/files/articles/2005/12/taxes-burman/200512.pdf
https://www.treasury.gov/resource-center/tax-policy/Documents/Report-Fix-Tax-System-2005.pdf
https://www.treasury.gov/resource-center/tax-policy/Documents/Report-Fix-Tax-System-2005.pdf
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RECENT COMPREHENSIVE 
TAX REFORM PROPOSALS

Q. What is included in The Moment of Truth, Report of the National 
Commission on Fiscal Responsibility and Reform, December 2010?

A. The 2010 report of the National Commission on Fiscal Responsibil-
ity and Reform recommends policy reforms, collectively known as the 
Bowles-Simpson plan, intended to stabilize America’s fiscal path.

President Obama tasked the National Commission on Fiscal Responsibility and Reform with recommending 
ways to bring the federal budget back into balance and to improve its long-run viability. The commission cre-
ated a six-part plan outlining comprehensive tax reform, Social Security reform, cuts in discretionary spend-
ing, health care cost containment, mandatory personal savings, and changes to the budget process.

As a whole, the plan would reduce the deficit to 2.3 percent of GDP by 2015, cap total revenue at 21 percent 
of GDP, and reduce spending to less than 22 percent of GDP. It would also stabilize the debt by 2014 and re-
duce the debt to 40 percent of GDP by 2035 (from about 60 percent when the report was written). The plan 
would cut the fiscal gap with an almost equal mix of revenue increases and spending cuts.

COMPREHENSIVE TAX REFORM

The commission’s plan for tax reform set multiple goals: lower tax rates, broaden the base, cut tax expendi-
tures, reduce the deficit, and maintain or increase tax progressivity.

Key Provisions

• Create three individual income tax brackets of 12, 22, and 28 percent, as well as a single 28 percent cor-
porate rate.

• Eliminate the alternative minimum tax.
• Tax capital gains as normal income.
• Eliminate all tax expenditures except as follows:

• Keep the child tax credit and earned income tax credit.
• Replace the mortgage interest deduction with a 12 percent nonrefundable credit for all taxpayers for  

mortgages on principal residence only. Cap mortgage eligibility at $500,000.
• Cap the exclusion for employer-sponsored health care at the 75th percentile of average premiums in   

2014. Reduce the excise tax on high-cost health care plans (the Cadillac tax) to 12 percent.
• Replace the charitable contribution with a 12 percent nonrefundable credit for contributions over 2   

percent of adjusted gross income.
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• Tax interest on newly issued state and municipal bonds.
• Consolidate retirement accounts and cap tax-preferred contributions at the lower of $20,000 or 20 

percent of adjusted gross income, while expanding the saver’s credit.
• Eliminate all tax expenditures benefiting corporations.
• Implement a territorial tax system for active foreign-source income.
• Increase the excise tax on gasoline by 15 cents between 2013 and 2022.

SOCIAL SECURITY REFORM

To reduce Social Security’s projected funding shortfall, the commission would increase the taxable wage base 
by 2050 to include 90 percent of earnings, to increase the full- and early-retirement ages to 69 and 64 re-
spectively by 2075, to cover newly hired state and local workers after 2020, and to create a hardship exemp-
tion allowing those who cannot work past age 62 to receive benefits early. In addition, a chained consumer 
price index (which is generally lower) would be used to index benefits. To aid the lowest earners, the pro-
posal included provisions to make the benefit formula more progressive and to create a minimum benefit for 
low-wage workers and the long-term disabled.

CUTS IN DISCRETIONARY SPENDING

The commission recommended that discretionary spending be capped through 2020 to force a reckoning of 
priorities, and that security and nonsecurity spending be reduced by equal percentages.

HEALTH CARE COST CONTAINMENT

The commission recommended changes to the Medicare Sustainable Growth Rate, a system designed to 
control Medicare payments to physicians. Other savings would come from changes in cost-sharing, mal-
practice law, and prescription drug costs. Overall, the commission recommended that health care spending 
growth be held to GDP plus 1 percent.

CHANGES TO THE BUDGET PROCESS

Finally, the commission proposed changes to the budgeting process, including switching to a chained con-
sumer price index where cost-of-living indexes are used to set spending, establishing a debt stabilization pro-
cess to enforce deficit reduction targets, allowing budgetary cap adjustments for program integrity efforts, 
and reviewing budget scoring practices.

Further Reading

Kogan, Richard. 2012. “What Was Actually in Bowles-Simpson—And How Can We Compare It with Other Plans?“ Wash-
ington, DC: Center on Budget and Policy Priorities.

National Commission on Fiscal Responsibility and Reform. 2010. The Moment of Truth: Report of the National Commis-
sion on Fiscal Responsibility and Reform. Washington, DC: National Commission on Fiscal Responsibility and Reform.

http://www.cbpp.org/research/what-was-actually-in-bowles-simpson-and-how-can-we-compare-it-with-other-plans
https://www.fiscalcommission.gov/sites/fiscalcommission.gov/files/documents/TheMomentofTruth12_1_2010.pdf
https://www.fiscalcommission.gov/sites/fiscalcommission.gov/files/documents/TheMomentofTruth12_1_2010.pdf
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RECENT COMPREHENSIVE 
TAX REFORM PROPOSALS

Q. What was included in the Debt Reduction Task Force proposal, “Re-
storing America’s Future,” Bipartisan Policy Center, November 2010?

A. The task force proposed changes to the tax system, federal spend-
ing, health care spending, and Social Security to improve America’s 
fiscal condition.

The Debt Reduction Task Force, chaired by Senator Pete Domenici and Alice Rivlin, created a plan to recover 
from the 2008 recession in the near term and reduce the national debt in the long term. The task force pro-
vided recommendations to reduce and stabilize the debt, streamline the tax code, restrain health care costs, 
strengthen Social Security, and freeze defense and domestic discretionary spending. The plan would reduce 
the debt to 60 percent of GDP by 2020 and balance the primary budget (excluding interest payments) by 
2020. Federal spending would be reduced to 23 percent of GDP by 2020, with revenues at 21.4 percent of 
GDP.

REVIVE THE ECONOMY AND CREATE JOBS

The task force recommended a one-year payroll tax holiday to create between 2.7 and 7 million new jobs 
over two years.

TAX REFORM

The task force’s plan would cut tax rates and broaden the base by eliminating tax expenditures and establish-
ing a new debt reduction sales tax.

Major Reform Proposals

• Consolidate individual income tax rates into two brackets: 15 and 27 percent.
• Cut the corporate income tax rate to 27 percent.
• Tax capital gains and dividends as ordinary income, while allowing a $1,000 exclusion for capital gains.
• Eliminate the standard deduction and personal exemptions, along with most tax expenditures.
• Replace the earned income tax credit and other family and child provisions with a $1,600 per child univer-

sal credit and a credit of 21.3 percent on the first $20,300 of earnings for each worker.
• Replace the mortgage interest deduction and deduction for charitable contributions with 15 percent 

credits that are available to everyone regardless of income (the 15 percent mortgage interest credit 
would only be available for expenses on a principal residence, and only up to $25,000).
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• Eliminate deduction for state and local taxes.
• Allow individuals and employers to contribute up to 20 percent of annual earnings to qualified retirement 

plans, up to $20,000 per year.
• Introduce an expanded refundable savings credit for taxpayers in the 15 percent tax bracket.
• Repeal the alternative minimum tax.
• Increase the excise tax on alcohol from about 21 cents per ounce to 25 cents.
• Phase in a 6.5 percent debt reduction sales tax over two years. The tax would be structured similarly to a 

broad-based value-added tax

DOMESTIC DISCRETIONARY AND DEFENSE SPENDING

The task force recommended that domestic discretionary spending be frozen for four years and defense 
spending be frozen for five years. After this time, spending growth would be allowed to increase at the rate 
of GDP growth. All spending limits would be enforced through statutory caps. If the caps were exceeded, 
automatic across-the-board spending cuts would occur. Cuts to domestic discretionary spending would save 
$1 trillion, and cuts to defense spending would save $1.1 trillion through 2020.

HEALTH CARE

The task force proposed short-term and long-term changes to all aspects of the health care system. As a 
whole, the reforms would save $756 billion through 2020.

Changes to Medicare

• Raise Part B premiums from 25 to 35 percent of program costs over five years.
• Use the government’s bargaining power to increase rebates from pharmaceutical companies.
• Modernize benefits package and copayment structure.
• Bundle payments for post-acute care.
• Transition to a premium-support option to limit growth per beneficiary and increase competition among 

private plans.
• Eliminate barriers to enroll dual eligible patients (Medicare beneficiaries who are also eligible for Medic-

aid) in managed care.

Other Major Changes

• Reduce excess cost growth in Medicaid by 1 percentage point per year.
• Require states to cap awards for noneconomic and punitive damages for medical malpractice and test 

other reforms to the malpractice system.
• Impose an excise tax on sugar- and high fructose corn syrup–sweetened beverages.
• Reform the sustainable growth rate mechanism for physician payments.
• Cap the exclusion for employer-provided benefits in 2018 and phase out over 10 years. This would re-

place the “Cadillac tax” that is part of the Affordable Care Act.
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SOCIAL SECURITY

The task force proposed several changes to Social Security to ensure its long-run sustainability. Major reforms 
include increasing the portion of wages subject to the payroll tax to 90 percent, changing the cost-of-living 
calculation, indexing the benefit formula for increases in life expectancy, reducing benefit growth for the top 
25 percent of beneficiaries, and covering newly hired state and local government workers. To aid the most at-
risk populations, the task force proposed an increase in the minimum benefit for long-term low-wage earners 
and the most vulnerable elderly.

OTHER SAVINGS

Cuts and reforms to smaller federal programs were projected to save $89 billion by 2020. The task force 
recommended that farm program spending be reduced by eliminating payments to producers with an ad-
justed gross income over $250,000, consolidating and capping conservation programs, and reforming crop 
insurance. In addition, they proposed changing the benefit calculation for civilian government retirees and 
changing the age at which career military personnel can retire.

BUDGET PROCESS

To enforce the proposed reforms, the task force recommended that changes to the budget-making system 
be enforced to increase accountability. Examples of reforms included statutory spending caps, a pay-as-you-
go requirement to prevent a worsening of the fiscal situation, and a Fiscal Accountability Commission to 
meet every five years to evaluate program growth and other budget issues.

Further Reading

Domenici, Pete, and Alice Rivlin. 2010. “Restoring America’s Future.” Washington, DC: Bipartisan Policy Center.

———. 2011. “An Overview of the Domenici-Rivlin Budget Plan.” Testimony to the Joint Select Committee on Deficit 
Reduction, November 1.

http://bipartisanpolicy.org/wp-content/uploads/sites/default/files/BPC%20FINAL%20REPORT%20FOR%20PRINTER%2002%2028%2011.pdf
http://www.brookings.edu/research/testimony/2011/11/01-deficit-committee-domenici-rivlin
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RECENT COMPREHENSIVE 
TAX REFORM PROPOSALS

Q. What is included in “The Tax Reform Act of 2014: Fixing Our Broken 
Tax Code So That It Works For American Families and Job Creators,” 
proposed by the House Ways and Means Committee?

A. The Tax Reform Act of 2014 is an ambitious plan for broadening the 
tax base and simplifying both the corporate and personal income tax-
es, which was designed to be revenue-neutral over the 10-year bud-
get horizon.

The Tax Reform Act of 2014 was proposed by former chairman of the House Ways and Means Committee 
Dave Camp to serve as a point of reference for tax reform. The Camp plan would reduce tax rates and elim-
inate or limit most tax expenditures. It would be revenue-neutral and income distribution–neutral over the 
10-year budget horizon, but would lose revenue and become more regressive after the first decade.

INDIVIDUAL INCOME TAX

• Consolidate individual tax rates into three brackets: 10, 25, and 35 percent. The 35 percent bracket 
would be composed of the 25 percent rate plus a 10 percent surtax that only would apply to modified 
adjusted gross incomes over $450,000 ($400,000 for single taxpayers).

• Increase the standard deduction for all taxpayers and add an additional deduction for single taxpayers 
with at least one dependent child.

• Eliminate the personal exemption, state and local tax deduction, deduction for medical expenses, and 
other smaller tax expenditures.

• Over four years, reduce the cap on the interest deduction to mortgages of $500,000.
• Only allow deductions for charitable contributions in excess of 2 percent of adjusted gross income.
• Increase and expand the child tax credit.
• Modify the earned income tax credit, index the parameters to the chained consumer price index, and 

reduce eligibility for children to those younger than age 18. The earned income tax credit would thereby 
be reduced for almost all families.

• Consolidate higher education incentives into an American Opportunity Tax Credit.
• Modify the rules for individual retirement accounts (IRAs) and 401(k) plans by barring deductible contribu-

tions to traditional IRAs and removing income limits on contributions to Roth IRAs.
• Repeal the alternative minimum tax.
• Tax capital gains and dividends as ordinary income, with a 40 percent exclusion.
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CORPORATE INCOME TAX

• Reduce the top corporate rate to 25 percent; phase in the reductions over five years.
• Shift to a territorial system (which would exempt the foreign income of US multinational firms from US 

taxation).
• Institute a retroactive tax on foreign earned income of 8.75 percent on cash assets and 3.5 percent on 

noncash assets. Payments could be spread over eight years, with all revenue allocated to the Highway 
Trust Fund.

• Institute a 0.035 percent excise tax on big banks that is levied quarterly on consolidated assets in excess 
of $500 billion.

• Repeal the corporate alternative minimum tax, along with the deduction for domestic production activi-
ties and most other business tax preferences.

ANALYSIS

The Joint Committee on Taxation predicts that the Camp plan would be revenue-neutral in the initial 10 
years. However, when considering the macroeconomic effects, the committee found that the plan would 
potentially boost GDP by between 0.1 and 1.6 percent over the next 10 years, increasing federal revenue by 
between $50 billion and $700 billion.

Beyond the first 10 years, though, the fiscal impact would be uncertain. Many provisions that initially in-
creased revenue would expire. In addition, the official estimates may have misstated the cost of making cer-
tain tax extenders permanent, thereby increasing the long-term cost of the plan. These additional costs may 
be partially offset by the adoption of the chained consumer price index for indexing tax rates, credits, and so 
on.

Tax burdens for heads of households would significantly increase in all quintiles of the income distribution 
except the lowest. It’s also likely that households in high-tax states that now itemize their deductions, families 
with older children, and households that previously benefited from tax preferences that are now diminished 
or expired would bear a higher tax burden in the long run.

Further Reading

Gale, William, and Donald Marron. 2014. “The Macro Effects of Camp’s Tax Reform.” TaxVox (blog). March 5.

House Committee on Ways and Means. 2014. “Tax Reform Act of 2014: Discussion Draft.” Washington, DC: House 
Committee on Ways and Means.

Nunns, Jim, Amanda Eng, and Lydia Austin. 2014. “Description and Analysis of the Camp Tax Reform Plan.” Washing-
ton, DC: Urban-Brookings Tax Policy Center.

http://www.taxpolicycenter.org/taxvox/macro-effects-camps-tax-reform
http://waysandmeans.house.gov/UploadedFiles/Ways_and_Means_Section_by_Section_Summary_FINAL_022614.pdf
http://www.taxpolicycenter.org/UploadedPDF/413176-Camp-Plan-Description-and-Analysis.pdf
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RECENT COMPREHENSIVE 
TAX REFORM PROPOSALS

Q. What is included in the Graetz “Competitive Tax Plan” 
2015 update?

A. Graetz’s proposal recommends cutting income and payroll taxes 
and making up the revenue with a value-added tax.

Columbia University law professor Michael Graetz introduced his “Competitive Tax Plan” more than a decade 
ago and has now updated it. Broadly, the plan shifts the tax system, which is based on income, to one based 
on consumption. The plan is revenue-neutral and would not change the overall distribution of income. It con-
tains five components.

• A value-added tax (also called a goods and services tax) with a broad base and a single rate of 12.9 
percent. Businesses with less than $1 million in gross receipts would be exempt. There would be an 18- 
to 24-month period between enactment and implementation, which Graetz expects would accelerate 
purchases of durable goods and provide a short-term boost to the economy. The tax would be modeled 
after modern value-added taxes in New Zealand, Australia, Canada, Singapore, and South Africa. States 
would be given incentives to harmonize their tax policies with the federal tax.

• An individual income tax in which the first $100,000 of income for married couples would be exempt 
from taxation ($50,000 for singles and $75,000 for heads of household). Above this threshold, tax rates 
would be 14, 27, and 31 percent. The alternative minimum tax and surtax on investment income would 
be repealed. With these reforms, less than one-fifth of the households now paying income tax would be 
required to file returns.

• A corporate income tax with a reduced tax rate of 15 percent. All credits except the foreign tax credit 
would be eliminated, and the corporate alternative minimum tax would be repealed. The plan may also 
subject large businesses (even if they are not corporations) to the corporate income tax, while simplifying 
the taxation of small businesses.

• The current payroll tax, but with  payroll tax credits of 15.3 percent  wages for workers with earnings up 
to $10,000 and a credit of $1,530 for workers earning between $10,000 and $40,000. The credit phases 
out for incomes above $40,000.

• Refundable child credits would be established and distributed through debit cards. Each child would 
qualify for $1,500 per year, with a phase-out provision for higher-income earners. Low- and moderate-in-
come earners, on the other hand, would receive an additional rebate of up to $3,500 for one child and 
$5,200 for two or more children.
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Further Reading

Graetz, Michael. 2008. 100 Million Unnecessary Returns: A Simple, Fair, and Competitive Tax Plan for the United States. 
New Haven, CT: Yale University Press.

———. 2013. “The ‘Competitive Tax Plan’ Updated for 2015.” Presentation given at the National Tax Association, Tam-
pa, FL.

Toder, Eric, Jim Nunns, and Joseph Rosenberg. 2012. Using a VAT to Reform the Income Tax. Washington, DC: Ur-
ban-Brookings Tax Policy Center.
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Q. What is return-free tax filing and how would it work?

A. If an income tax system were simple enough, the government could 
withhold taxes owed and do its own accounting at the end of the year 
without much help from taxpayers.

EXACT-WITHHOLDING SYSTEM

In this variation, the tax agency attempts to withhold the exact amount of taxes due from paychecks and 
other income so that no end-of-year filing, payment, or refund is needed.

Two types of exact-withholding systems exist. Cumulative systems (used in the United Kingdom and Russia) 
aim to withhold exactly the right amount of tax at regular intervals across the year; final-withholding systems 
(used in Germany and Japan) make adjustments by withholding more or less money from the final paycheck 
of the tax year.

TAX AGENCY RECONCILIATION SYSTEM

In a tax agency reconciliation system, taxpayers choosing the option provide basic information to the tax 
authority. The tax authority then calculates tax liability from this information and from information returns it 
receives from employers, financial institutions, and other payers. The taxpayer then has a chance to review 
(and correct) these calculations and submits the return.

TAX AGENCY RECONCILIATION VERSUS EXACT WITHHOLDING

In both variations, taxpayers must report certain nonfinancial information to either their employers or the 
tax authority. In the United States, this would likely consist of the taxpayer’s name, address, Social Security 
number, and filing status, along with the names and Social Security numbers of spouses and dependents. 
The employer or the tax authority would use this information to calculate withholding allowances. Taxpay-
ers might be required to report this information on a periodic basis, or whenever there is a change in their 
circumstances that would affect tax liability.

Neither an exact-withholding nor a tax agency reconciliation system provides an easy way to handle capital 
gains, itemized deductions, business income, employee business expenses, moving expenses or individual 
retirement accounts, although some accommodation is possible. A key issue in either system is who bears 
responsibility for mistakes on the return prepared by the tax authority, and for mistakes in exact withholding 
made by either the tax authority or the employer or other payer.
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RETURN-FREE ELIGIBILITY

A return-free system in the United States could include more taxpayers if the tax code were adjusted in sev-
eral important ways:

• having the vast majority of taxpayers face the same marginal (“basic”) tax rate;
• making the unit of taxation the individual rather than the family;
• taxing interest and dividend income at a flat rate, and withholding it at the source;
• largely exempting capital gains from taxation; and
• limiting the number of itemized deductions.

None of these conditions, however, are necessary to operate a return-free system for at least some taxpay-
ers.

Further Reading

Gale, William G. 2009. “Remove the Return.” In Toward Tax Reform: Recommendations for President Obama’s Tax 
Force. 40–43. Washington, DC: Tax Analysts.

Gale, William G., and Janet Holtzblatt. 1997. “On the Possibility of a No-Return Tax System.” National Tax Journal 50 
(3): 475–85.

Goolsbee, Austan. 2006. “The Simple Return: Reducing America’s Tax Burden through Return-Free Filing.” Washington, 
DC: Hamilton Project.

Toder, Eric. 2005. “Return-Free Tax Systems and Taxpayer Compliance Costs.” Testimony before the President’s Adviso-
ry Committee on Federal Tax Reform, May 17.

US Department of the Treasury. 2003. Return-Free Tax Systems: Tax Simplification Is a Prerequisite. Washington, DC: US 
Department of the Treasury.

Van der Heeden, Koenraad. 1998. “The Pay-as-You-Earn Tax on Wages.” In Tax Law Design and Drafting, Volume 2. 
Edited by Victor Thuronyi. Washington, DC: International Monetary Fund.

http://www.urban.org/sites/default/files/alfresco/publication-pdfs/1001314-Remove-the-Return.PDF
https://www.brookings.edu/articles/on-the-possibility-of-a-no-return-tax-system/
https://www.brookings.edu/research/the-simple-return-reducing-americas-tax-burden-through-return-free-filing/
http://www.urban.org/research/publication/return-free-tax-systems
https://assets.documentcloud.org/documents/627342/2003-treasury-study-no-return.pdf
http://imf.org/external/pubs/nft/1998/tlaw/eng/ch15.pdf
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Q. What are the benefits of return-free tax filing?

A. It eases the burden of tax compliance on individuals, and has the 
potential to make the tax code simpler and tax collection and enforce-
ment more efficient.

The primary benefit of a return-free system is a reduced tax compliance burden. Depending on the extent of 
changes made to the current US income tax structure and administration to accommodate return-free filing, 
the requirement to file a final tax return could be eliminated for somewhere between 8 million and 60 million 
households. Secondary benefits include simplification of the tax code, that could accompany such a reform, 
and perhaps a lower administrative burden on the Internal Revenue Service and lower federal expenditure 
for tax collection.

Filing tax returns can be a drain on taxpayers’ time, emotions, and, for those who hire a tax preparer, wal-
lets. Thus, even if most affected taxpayers can complete their returns with relatively little effort, a return-free 
system could still provide them significant benefits. There is one important catch: because state income tax 
systems piggyback on the federal system, if the states failed to shift to a return-free system, the reduction in 
costs would be modest.

Although taxpayers participating in the return-free system would be spared filing paperwork, the net admin-
istrative savings might not be great. Of the 62 million or so taxpayers potentially eligible, over two-thirds cur-
rently file the relatively simple 1040A and 1040EZ returns. Even under a return-free system, these taxpayers 
would still have to provide some of the same information (such as filing status and dependents’ identification) 
that they do now. Further, some administrative costs would merely be shifted from the taxpayers to their 
employers, other payers, and the IRS.

In 1996, the US General Accounting Office estimated that a tax agency reconciliation system could reduce 
the time spent preparing tax returns by as much as 155 million hours a year for 51 million taxpayers and 
reduce the IRS’s costs by up to $37 million annually. These estimates, however, do not take into account the 
ways in which such a system might increase the administrative burden on taxpayers and the IRS. For example, 
1 billion information reports would have to be filed earlier and processed much sooner by the IRS in order 
to complete returns by April 15 (with refunds to follow later). State income tax authorities would also incur 
additional costs or delays.
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Q. What are the drawbacks of return-free tax filing?

A. Potential drawbacks include a heavier administrative burden for 
those charged with withholding income tax and for government col-
lection agencies, as well as added limits on taxpayer independence.

Drawbacks to a return-free system include a potentially heavier administrative burden on employers and 
other businesses charged with withholding income tax, and on state and federal tax collection agencies. In 
addition, taxpayers and opponents of the plan have expressed concern that a return-free plan would allow 
the government to decide how much tax was owed, limiting taxpayer independence and constraining tax-
payers’ ability to appeal tax decisions by tax agencies.

Taxpayers appear to like overpaying tax through withholding, and then receiving refunds, perhaps viewing 
them as a form of forced saving. Moving to a cumulative exact-withholding system would eliminate refunds. 
In a tax agency reconciliation system, however, refunds would still be possible.

Some argue it is important to have a “visible” tax system (as we do now) on the principle that citizens who 
know what they pay can make better economic and political choices. In a return-free system, taxpayers would 
presumably be less informed about how they are being taxed and thus less aware of the tax consequences 
of their actions. However, the link between filing and understanding may be overblown. Payroll taxes in the 
United States already operate under a return-free system for almost all taxpayers, yet interest in Social Secu-
rity and Medicare does not appear to have suffered as a result.

The IRS concluded in 1987 that “there are serious timing and accuracy problems” in developing a tax agency 
reconciliation system. Even after almost a decade of technological improvements, the US General Account-
ing Office in 1996 agreed that significant investments in IRS processing capabilities would likely be needed to 
implement such a system.
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Q. How would the tax system need to change with return-free tax filing?

A. The simpler the system, the easier it would be to increase the num-
ber of return-free filers.

Although many countries have adopted return-free tax systems, most of them have simpler tax codes than 
the United States. Implementing a return-free system that most US taxpayers could participate in would 
require sweeping changes in the tax code to make it more similar to those of countries that already use 
return-free filing. Common elements of such codes include a “basic” rate for most taxpayers, the designation 
of individuals (rather than families) as the unit of taxation, taxation of interest and dividend at one rate (and 
at the source), exemption of some capital gains from taxation, and the paring of deductions, allowances, and 
credits.

Still, with just minor reforms, the current system could still accommodate return-free filing for the substantial 
number of taxpayers who now file relatively simple returns. A big stumbling block is that the current with-
holding formulas are not designed to be exact for dependent filers, dual-income couples, or taxpayers with 
more than one job during the year. Indeed, if dependent filers and filing units with income from more than 
one job were still required to file a return, only 8 million taxpayers with wage income could be exempted 
from filing. Even among these 8 million, changes in personal circumstances during the year could cause with-
holding errors.

Without any changes in the law, it might still be possible to fine-tune withholding formulas to meet the needs 
of most taxpayers. But there’s no free lunch here: attaining the additional precision would add significant 
complexity to Form W-4 and the computation of withholding allowances.

Further Reading

Gale, William G., and Janet Holtzblatt. 1997. “On the Possibility of a No-Return Tax System.” National Tax Journal 50 
(3): 475–85.

US Department of the Treasury. 2003. Return-Free Tax Systems: Tax Simplification Is a Prerequisite. Washington, DC: US 
Department of the Treasury.

https://www.brookings.edu/articles/on-the-possibility-of-a-no-return-tax-system/
https://assets.documentcloud.org/documents/627342/2003-treasury-study-no-return.pdf 
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Q. Who would qualify for return-free tax filing?

A. As many as 50 million taxpayers would qualify, including most of 
those who take the standard deduction and rely on wages for most of 
their income.

The size and scope of a return-free system would depend on its administrative and structural features. At 
best, some 50 million would qualify. This group would mostly consist of earners whose incomes come from 
wages and who choose not to itemize their deductions. The system could be expanded to include taxpayers 
with income from dividends, interest, pensions, individual retirement account distributions, and unemploy-
ment insurance benefits, as well as low-income earners qualifying for the earned income tax credit (EITC). 
Taxpayers with relatively uncomplicated itemized deductions could also be brought into the system.

In 2003, the Treasury conducted a study on how return-free filing system could be implemented; the report 
was later updated to reflect 2007 tax data. Tables 1 and 2 break down the numbers.
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ELIGIBILITY

The Treasury reports that approximately 20 million taxpayers in 1999 had income solely from wages and sal-
aries, claimed no credits (including the EITC), did not itemize deductions, and were in either the zero or the 
15 percent tax bracket. Since almost all wage income is subject to withholding already, these taxpayers could 
more easily be shifted into a return-free system than the rest of the filing population.

If withholding at the source were extended to interest, dividends, pensions, individual retirement account 
distributions, and unemployment insurance benefits, the number would rise by 21.6 million. To some extent, 
taxes are already withheld on these forms of income. Mandatory withholding would expand the scope of a 
return-free system and could improve compliance, but may also add to taxpayers’ administrative burdens. To 
reduce these burdens, relatively small payments and some payers—for example, individuals who hold debt 
(such as seller-financed mortgages) and foreign banks and other foreign-resident debt holders—could be 
exempted from withholding.

THE EARNED INCOME TAX CREDIT

Administering the EITC under an exact-withholding system would be complex but feasible. Under a tax 
agency reconciliation system, the EITC could continue to be administered through the tax system. With the 
EITC included in the return-free model, an additional 13.5 million taxpayers would have been eligible for a 
return-free system in 1999.

ITEMIZED DEDUCTIONS

Some deductions could be accommodated within a return-free system. Three of the most common are for 
state and local taxes, mortgage interest, and charitable contributions. The Treasury predicts that incorporat-
ing these into a return-free system would raise the number of eligible taxpayers by 1.7 million in the zero and 
15 percent brackets and another 1.9 million in higher brackets. But these numbers represent a modest frac-
tion of the current 33 million itemizers, demonstrating that itemizers do not generally meet other restrictions 
needed to avoid filing.
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Q. Would return-free tax filing raise taxes?

A. Not for those who pay what they owe now.

While some anti-tax groups have suggested otherwise, a return-free system would not raise taxes for house-
holds already paying all the taxes they owe. Nor would anyone need to share more information with the IRS 
than they do now.

Some Congressional conservatives, along with some anti-tax groups including Americans for Tax Reform and 
the American Conservative Union, oppose return-free filing on the grounds that it would shift the burden of 
contesting tax liability from the IRS to the taxpayer. They have other concerns, too. Americans for Tax Reform 
argues that implementing return-free filing would be dangerous because it “would create a conflict of inter-
est where the Internal Revenue Service would become both tax preparer and enforcer.” These groups further 
argue that return-free filing shields taxpayers from awareness of the costs of paying taxes and, consequently, 
is a means of implementing tax increases without taxpayers’ knowledge.

These seem weak objections. Return-free filing should be viewed as a taxpayer tool, not a shield from in-
formation. Taxpayers could still file returns as they did before, but would be given the option of filing “re-
turn-free” if their taxes are simple enough to qualify. All taxpayers would retain the right to challenge their 
tax liability as calculated by the IRS.

Further Reading

Americans for Tax Reform, “Senate Conservatives Speak Out against Return-Free Tax Filing Scheme.” Press release, 
October 26. Washington, DC: Americans for Tax Reform.

Goolsbee, Austan. 2006. “The Simple Return: Reducing America’s Tax Burden through Return-Free Filing.” Washington, 
DC: Hamilton Project.

http://www.atr.org/senate-conservatives-speak-against-return-free-a2362
https://www.brookings.edu/research/the-simple-return-reducing-americas-tax-burden-through-return-free-filing/
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Q. What was the experience of California with return-free tax filing?

A. Generally positive

California operated a pilot program for return-free tax filing in tax years 2005 and 2006. Some 50,000 pre-
screened Californians who had previously filed as single taxpayers with no dependents, no itemized de-
duction, and wage income only were invited to participate. These taxpayers were sent “ReadyReturns”—
completed forms—and were given the option of either filing their ReadyReturns (on paper or online) or 
discarding them and filing conventional returns later. The pilot program was popular among taxpayers who 
used it, and California subsequently authorized the widespread availability of ReadyReturn for tax year 2007. 
The program has now been incorporated into CalFile, the state’s free online tax filing site.

PROGRAM PARTICIPATION

The ReadyReturn pilot program had a participation rate of about 21 percent. Of the 11,000 participants, ap-
proximately half filed a paper copy and half filed electronically. The California Franchise Tax Board, the state’s 
tax administrator, reported that over 88,000 people used the service in 2012. The board estimated that 
about 2 million taxpayers would be eligible for the ReadyReturn in 2013, indicating that the program could 
be expanded relatively easily to much of the state’s population.

THE PROGRAM’S SUCCESS

Reviews of the system have been positive. Of those filing an electronic ReadyReturn, 95 percent said that 
it saved time, as did 87 percent of participants filing a paper version. Almost all participants said that they 
would opt to use the service the following year. Tax preparation services strongly opposed ReadyReturn and 
have lobbied against its expansion.

Further Reading

Bankman, Joseph. 2005. “Simple Filing for Average Citizens: The California ReadyReturn.” Tax Notes, June 13.

Goolsbee, Austan. 2006. “The Simple Return: Reducing America’s Tax Burden through Return-Free Filing.” Washington, 
DC: Hamilton Project.

State of California Franchise Tax Board. 2006. ReadyReturn Pilot Preliminary Studies. Sacramento, CA: State of Califor-
nia Franchise Tax Board.

———. 2009. “Report to the Legislature.” Sacramento: State of California Franchise Tax Board.

———. 2013. “ReadyReturn 2013 Tool Kit.” Sacramento: State of California Franchise Tax Board.

http://taxprof.typepad.com/taxprof_blog/files/2005-11952-1.pdf
https://www.brookings.edu/research/the-simple-return-reducing-americas-tax-burden-through-return-free-filing/
http://www.ftb.ca.gov/law/meetings/attachments/092006/2.pdf
https://www.ftb.ca.gov/readyReturn/ReadyReturnReport2009.pdf
https://www.ftb.ca.gov/aboutFTB/tool_kits/ReadyReturn/2013_Tool_Kit.pdf
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Q. What other countries use return-free tax filing?

A. At last count, 36 countries, including Germany, Japan, and the 
United Kingdom, permit return-free filing for some taxpayers. 

Nearly all countries that offer return-free systems have “exact-withholding” systems, of which there are two 
types: “cumulative” systems (used in the United Kingdom and Russia) and “final-withholding” systems (used 
in Germany and Japan). Some countries combine one of these approaches with other requirements; in Chile, 
for example, taxpayers are not eligible if they wish to file for refunds of excess withholdings.

COUNTRIES WITH TAX AGENCY RECONCILIATION SYSTEMS

Denmark and Sweden, both relatively small countries, operate tax agency reconciliation systems. About 87 
percent of Denmark’s taxpayers and 74 percent of Sweden’s had their returns filled out by the tax authori-
ties in 1999. Spain, Estonia, Finland, Norway, and Iceland have also implemented tax agency reconciliation 
systems.

THE BRITISH EXPERIENCE

Britain’s Pay As You Earn (PAYE) system, which has incorporated exact withholding since the 1940s, has sev-
eral features that facilitate return-free filing. One is that it treats the individual (rather than the family) as the 
unit of taxation. Another is that a large proportion of taxpayers (64 percent) are taxed at the same “basic” 
marginal rate. The system was reformed in April 2013 to require employers to report salary payments in real 
time, with the goal of decreasing withholding errors. The reform also linked revenue collection and benefit 
payments to the same database for purposes of increasing efficiency.

Despite the clear need for the changes, concern still exists as to whether real-time reporting places a dispro-
portionate burden on small businesses. To minimize the problem, small employers have been temporarily 
allowed to file payments on a monthly basis. In 2014, about 90 percent of the United Kingdom’s income tax 
revenue was collected through PAYE.

FILING RATES

The portion of taxpayers who still have to file returns varies widely by country. About 90 percent of taxpayers 
eligible for final withholding in the United Kingdom did not have to file in 2014. The figures for other coun-
tries are dated, but there’s no reason to believe that they are unrepresentative. In Germany in 1986 and in 
Japan in 1988–90, the corresponding figures were 46 percent and 63 percent, respectively.
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Many countries, it should be noted, maintain a filing requirement for taxpayers with more than one job. At 
least one, Kenya, requires taxpayers to file a return if their personal circumstances change during the year.

Further Reading
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