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Abstract

Economists and legislators have proposed many theories and plans for overhauling the
corporate tax system (and the U.S. tax system as a whole); however, this Article argues that
any viable proposal should begin with the enactment of a value added tax (VAT).

As a result of the IRC's unworkably complex corporate section, the United States economy
has been hindered by high compliance costs and the loss of business overseas. Overall, a
substantial federal VAT is the best option in terms of compliance and administration costs as
well as reducing opportunities for federal tax evasion. But merely placing a VAT on top of
the existing system would merely send us in reverse by further increasing the variable and
substantial fixed costs of administration and compliance. A mere changing of the marginal
rates or deduction rules would be insufficient to deal with the systematic problem caused by
the yawning federal deficit and the arcane IRC. A VAT rate set too low would impose
substantial costs per dollar of additional revenue. Thus, Congress should enact either a
federal VAT (15%) capable of significantly reducing the federal deficit or none at all.

1. Introduction

At the most constitutional level, we have an elemental obligation to our Nation and our
children: to responsibly fund our democracy. And yet, Congress has consistently refused
either to pay for the government we have or to legislate a substantially smaller government.
No longer can we utilize a tax system too monstrous to fairly finance what we are spending.
The present tax system is not a sufficient money-machine. The federal government can no
longer raise 17% in taxes and spend 21% of GDP. This aging Nation is on an unsustainable
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fiscal path' and faces in 2009 dollar terms deficits of $1-to-$1.3 trillion each year (7-9% of
GDP).?

All too soon investors’ angst about future deficits will inevitably reach critical mass and
ignite a financial crisis with calamitous effects.’This impending future is the best why to
avoid substantial ongoing budget deficits.*Once interest payments dominate federal spending,
investors will flinch at purchasing 30-year Treasury bonds as early as 2015, because when
these bonds mature in 2045, Medicare, Medicaid and Social Security, will consume the entire
federal budget, leaving nothing from which to pay interest.

The yawning deficit combined with the sheer numbers of elderly about to attain eligibility
from Social Security and Medicare are conspiring our demise. Tax policies that promote
economic growth and achieve economic efficiency while simultaneously maintaining
distributional fairness are needed. Political and administrative realities, empirical evidence,
and taxation theory, must coalesce with a sound appraisal of the current macroeconomic and
international situation to birth a feasible set of proposals sufficiently attractive to be largely
self-implemented.

Recent low rates of economic growth mandate any significant tax reform be structurally
conducive to improving productivity; and thus, should be initiated with the enactment of a
substantial federal value-added tax’ (hereinafter referred to as the VAT). The ever-widening
social safety net should not be financed by increased taxes on labor, whether in the form of
income or payroll taxes since both Medicare and Social Security benefits accrue to the old,
while the young disproportionately pay payroll and income taxes, making it unfair to transfer
so many benefits from the young to the old.° Unlike payroll and income taxes, consumption
taxes do not discourage work, the very foundation of productivity. The best viable solution is
to enact a single rate (15-20%) broad-based federal consumption tax: more specifically, a
value-added tax (VAT).

But the VAT cannot be mechanistically inserted into the world’s largest economy as if part of
a mathematical modelling equation instead of knowing that once applied, tax code meanings
and objectives instantly change pervasively, get tangled with each other and ramify into the
warren of corporate decision-making, cause myriad misunderstandings and misinterpretations,
but also inspire the creation of competitive methods that can take part in revivifying the
economic prowess of a geriatric Uncle Sam. Too many prior articles and sincere analyses of
the VAT, whether an add-on VAT, partial VAT or multi-rate VAT were overly linear and
logically atomized constructions that incessantly lead to spurious conceptual problems and
unanswerable questions. VAT articles ad nauseam usually provide two dimensions, a linear
progression of some sort of VAT begetting B begetting C and so on. A muddier but more
pertinent VAT analysis considers complex, multi-directional factors that zip around in three
dimensions colliding, reinforcing, negating, and colluding with other taxes until a hopefully
organic economic playground coheres, perhaps at times giving us the rare privilege of peering
into four dimensions. Newtonian tax reform does not incrementally ebb into an Einstein’s tax
dimensionality.
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Not only must a linear mentality be de-emphasized for a more intuitive analytical process, but
the present political methodology must also be made somewhat extinct if the next generation
of Americans is to have any chance of artfully adapting into the impending future. Now is the
time to evolve, not then, and the nigh zero-sum political game of cutting popular tax
preferences in exchange for tax-rate reductions must give way to a potentially transformative
tax agenda, more along the lines envisioned by Prof. Michael Graetz of Columbia
University.’

The Graetz plan would enable the federal government to reap sufficient revenues without
limiting economic potential. A tax on goods and services would substitute for much of the
income tax, liberating most Americans from the trauma of having to file income taxes. This
Article advocates we no longer rely on tax breaks as the solution to fix our economic and
social problems. Tinkering around the edges, giving a tax break here and raising a rate there,
as politicians have done for decades, and to continue to do so before the abyss to which we
are blithely sailing amounts to what is now treasonous behavior.

Tax policy must evolve from gills to lungs, from cold-blooded to warm yesterday. Once the
baby-boomer generation fully retires and collects Social Security and Medicare benefits, tax
revenues will fall far short of garnering the requisite revenues to fund our government. By
2020 there will be 3.2 workers for every recipient of Social Security benefits, by 2040, 2.2
contributors per beneficiary.*Congress reducing the costs of the Social Security, Medicare,
Medicaid programs will only give us a smidgen more time to adapt, and given national
demographics, benefits reduction is not realistic or a sustainable solution. The requisite tax
policy we need before Uncle Sam turns young again makes the Manhattan Project look like
tic tac toe.

2. What to Do?

A VAT is a "consumption tax collected on a product whenever value is added at a stage of
production and at final sale.”The VAT due on any sale is a percentage of the sales price, but
the taxable person is entitled to deduct from this percentage all tax paid at the preceding stage.
Therefore, there is no double taxation; a tax is paid only on the value added at each stage. The
final sale to the consumer bears the entire tax since there are no net taxes on sales between
registered VAT businesses.'’A VAT essentially works like a system of withholding for sales
taxes where businesses are tax collectors, not tax payers.''Businesses "pay” VAT collected
from customers and get a refund of any VAT paid to vendors or on imports."' *When
businesses do pay a VAT, the VAT would be recoverable if the business follows the proper
procedures. "

A VAT does not eliminate compliance issues altogether. The United Kingdom lost nearly $18
billion to VAT fraud between June of 2005 and June of 2006."*Nonetheless, a U.S. VAT
could help reduce the "tax gap", which is the difference between what taxpayers should pay
and what they actually pay on a timely basis (estimated by the IRS to be more than $300
billion annually).
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The Congressional Budget Office, using favorable assumptions, estimated that the costs of
complying with a VAT could be as low as 10 percent of the compliance costs under the
current corporate and individual income tax system. (European countries spend anywhere
from two-thirds to four-fifths less on compliance than the U.S. in trying to administrate the
income tax.)"

3. Justification for the Vat

Spending and taxation (fiscal policy) remain the government's most direct mechanism to
redistribute income. Yet government spending is more able than taxation for redistributing
income. Much of social justice embodies itself in the dynamic between public/government
spending and income redistribution. Public capital diverted into developing the human capital
of the poor, whether health or education, is an efficient and fair methodology to reduce
income inequality over the long run.'°It trumps taxation.

Taxation, however, is effective for gathering governmental revenue from which to
redistribute income. With that in mind, Thomas Hobbes advocated consumption as a
legitimate taxation base since citizens should pay tax on what they withdraw from society's
limited resources (consume) as opposed to what they contribute to those resources from their
labor (earn in income).”Essentially, the VAT is a tax on the income and wealth that
households use to finance current and future consumption.'®

By somewhat encumbering current and future consumption, and thereby encouraging savings,
the VAT empowers the national economy by pooling liquidity for capital investment. The
federal VAT prompts national savings since “under a consumption tax, the net return on
income saved and invested is greater than under an income tax which taxes the return from
savings as a form of income. With comparable tax rates, to forego consumption also forgoes
payment of a consumption tax but does not forego payment of an income tax."'*Thus, savings
surge with a substantial single-rate VAT (15%) by which businesses can then invest this
capital seed from which the Nation as a whole will garner in time an economic cornucopia.

An income tax irrigates consumerism. More specifically, under an income tax, unless the
particular form of savings gets special treatment (putting one’s income in a retirement plan)
the pretax return on savings is reduced by the tax rate. In other words, an income tax of 20
percent generally reduces a 10 percent pretax return on savings to 8 percent after tax. In
contrast, the distinguishing characteristic of a consumption tax is that the pretax and after-tax
rates of return on savings are identical; savers typically only get the full 10 percent pretax
return, not after-income-tax. By taxing any monetary return from said savings, income taxes
systematically favor current consumption over savings that could have been used to finance
future consumption.

Thus, a federal income tax consequently reduces the national level of investing and saving in
the economy. Yet this toxic by-product of income taxes will not compel Congress to vote in a
15% federal VAT. It really is primarily all about net tax revenue. At the end of the day,
economic justification relies more on the present value of the tax proposal than upon anything
else. OUGHT in modern times serves How Much? And to that Temple we must now go.



ISSN 2377-3294

\ M ac roth i “k Journal of Public Management Research
A Institute™ 2015, Vol. 1, No. 1

4. Is The Vat Really A Money-Making Machine?

A U.S. VAT could realistically tax about a third of the GDP, which would raise close to $50
billion per percentage point. If the United States adopted Europe's average VAT rate of 20%,
the Treasury could raise $1 trillion per year in 2009 dollars.*’ Admittedly, it takes a country
several years to enforce properly the VAT after implementing the new system.”' This Article
is advocating for a 15% VAT that taxes much more than the paltry European average of 33%
of GDP and aims for an extremely broad-based VAT that would capture approximately 80%
of U.S. GDP.

A broad-based 5% VAT (50-60% of U.S. GDP) could raise $355 billion in 2012 dollars,
while still excluding expenditures on state and local government, charitable organizations,
education, Medicaid and Medicare.*Since this Article is advocating for a single-rate 15%
VAT, the raised net tax revenue would be nearly $1.1 trillion annually. Net tax revenue is
critical since a VAT would reduce net business income, which would in turn diminish other
revenues until declining tax receipts would offset approximately 27% of gross VAT revenues
such that, a narrow-based 10% VAT would raise in revenue a little more than 2%
GDP*while a broad-based 15% VAT would garner about 8-12% of GDP. These net tax
funds must then be utilized towards 1) paying down the deficit, and 2) reducing both the
income and corporate income tax to roughly 20%.

The bottom line is that VATs are utilized in over 150 nations and have consistently raised
ample revenue with far weaker tax administrations than the IRS. If the VAT is indeed a
particularly potent form of taxation, countries with a VAT would be expected to collect more
total tax revenue, than those without (all else equal). At least for high income nations, this
appears to be the case.**The VAT is a sufficiently ample money-machine to pull this nation
out of the abyss toward which we presently speed. But is the VAT just and fair?

5. The Broader the Tax Base of A Tax the Better and More Just

Defining the tax base is critical. The more narrow the base, the higher the tax rate needed to
raise certain revenue. And the higher the tax rate, the greater incentive to avoid or evade the
tax. Subsequent tax evasion further erodes the tax base and hence the amount of public
revenue spirals downward.”> In order to keep a VAT tax rate as low as possible, the total
universe on which the tax will be charged should cover nearly all goods and services.
Similarly, a single tax-rate VAT would not prejudice saving choices.

A broad-based VAT would not prejudice relative prices among consumption goods and
services. Consumers would not either veer purchases towards goods and services not covered
by the VAT or shy away from taxable items levied by a higher VAT rate since the single-rate
VAT would cover nearly the entire U.S. economy. Consequently, a single-rate VAT would
also not bias corporate decision-making as to financing, new investments, or in taking a
particular organizational form. Nearly all non-VAT tax proposals, and certainly higher
income tax rates, would distort and artificially influence all of these choices. Thus, an
extremely broad-based single-rate VAT that excluded only those goods and services too
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difficult to reach has much to offer in the way having corporate decision-making engage
more in value-creation as opposed to tax avoidance or worse, evasion.

And yet, the VAT does distort certain choices. As with the payroll or income tax, the VAT
would distort household choices between leisure and work. But if extremely broad and
uniform, the VAT will not interfere with patterns of consumption (how consumers decide to
divide their purchases among available choices), except for the choice between untaxed
consumption (leisure) and taxed consumption. A walk in the park (free) and going to
Disneyland would now be a more terse decision.

One of the most fundamental questions relating to VAT is the use of a uniform rate.
Non-uniform, or multiple, rates and extensive exemptions definitively affect national patterns
of production, distribution and consumption, thereby destroying neutrality, while also greatly
increasing administrative and compliance costs. Yet despite this, VAT countries do often
exempt certain products, like food or clothing, in an effort to alleviate the regressive VAT
burdens to low-to-moderate income families, and some countries impose higher VAT rates
on luxuries. This gives in to the common error of having taxation inefficiently try to solve
social justice issues more suited to solutions from government spending (welfare), instead of
more properly having a single VAT tax rate and greatly limiting exemptions which would
further simplify VAT compliance and administration. That is long-term Justice. Congress
should never forget that there are better ways to relieve the regressive impact of the VAT on
lower-income families than by exempting food, clothing, and housing or worse, having
multiple VAT tax rates.

In this area, European countries have done an extremely poor job since the percentage of
consumption taxed in the Organization for Economic Co-operation and Development (OECD)
is on average about 33-40 % of GDP.**The U.S. can do much better than this, and should aim
to tax 80% of GDP by including all domestic consumption, except for education, services of
state and local governments, charitable organizations and government-financed health care
(Medicaid and Medicare). For example, under a credit-in-voice VAT, vendors to charitable
organizations could exempt their sales, and claim invoice credits, just as with exports. Also
exempt from the VAT base would be state and local sales taxes. If done as such, this broad
VAT tax base would involve 70-80% of total U.S. consumption.*’

There is one exemption that for simplicity sake makes sense. In conformity with the Graetz
plan, all businesses with $100,000 annual gross income or less (which would account for
approximately 65% of the 25 million businesses in the U.S.) would not file returns or pay the
VAT.?® This would reduce the number of VAT returns to approximately 9 million.
Additionally, not only would the costs of compliance be greatly reduced but tax collectors
would no longer have to chase after picayune amounts of tax. Large businesses are used to
collecting VAT; they do so throughout the world. Collecting taxes from businesses, rather
than from families, is a great administrative advantage of the VAT since most Americans
would have nothing to do with the collection or enforcement of the federal VAT, even though
they would pay the tax when they purchase goods or services. Not only would an exemption
for small businesses relieve the tax collector from chasing after small amounts of tax, it
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would have little effect on VAT revenues. When an exempt small wholesaler, for example,
sells a product to a non-exempt retailer, the retailer will collect the full VAT on the sale to a
consumer and will get no credit for taxes paid to the wholesaler, since the wholesaler was
exempt.

6. Simplicity

Simplicity, at almost all cost, necessitates the VAT should not have multiple tax rates or too
many exemptions even if by doing so the regressivity of the VAT would be lessened. Do not
bite that Edenic apple, or we are lost. Regressivity must be handled by the expenditure side of
the budget while progressivity should remain where best addressed, the income and estate
taxes. To do otherwise is to doom this Nation.

Time and time again, VAT analysis involves holding up the VAT as an add-on with no other
tax reform, or worse, modeling the VAT as a complete all-other-tax replacement panacea
only to then discard it when that analysis reveals the VAT cannot simultaneously walk on
water and balance the budget. All VAT proposals to fully replace the income tax, corporate
and/or individual, were subtraction-based,” which were WTO-incompatible,3 %allowed a
deduction for wages, while imports were exempt and exports were taxable. This last part was
a deal-killer with businesses, and their lobbyists, since the business community felt not taxing
imports  would put them at an unfair competitive advantage. A
destination-based’'credit-invoiced federal VAT resolves these issues en toto.

A federal VAT is a powerful but limited tool. Frankly, it is a somewhat regressive
money-machine that for simplicity sake must be kept broad-based and the inherent systematic
toxicity from using the potency of a broad-based federal VAT should be ameliorated by a
simplified income tax, which leaves roughly 50% of Americans with no need to file income
taxes as well as a substantially reduced corporate tax to spur growth. But policy wonks have a
modeling disdain for so many moving parts, and too often freeze viable solutions to maintain
a supposed assumptive coherency that exists only upon the two-dimensionality of the page.

About as ludicrous and harmful as the VAT to replace all taxes is pendulum’s other idea of a
pure add-on VAT, with no other changes to the tax system. The pure add-on VAT has all of
the dire consequences of over-taxation. It is evil, run from it. Government spending once
financed with debt would subsequently be financed with the consumption-based add-on VAT,
the brunt of which is imputed to consumers through increased consumer prices. Consequently,
private consumption plummets, thereby reducing real wages, which causes the supply of
labor to further diminish, and from the toilet into the sewer we go. This does not make the
VAT the Anti-Christ (only if used as a pure add-on). If a federal VAT could both bring in
revenue while enabling us to simplify the present Byzantine individual and corporate tax
system, then contraire, perhaps, the VAT does deserve beatification.

We spent 20% of our wartime GNP to build an atomic bomb based on a German’s theory.
The economic destruction of America as we know it will happen between 2025-2040 if we
even substantially stay on our present tax policy and government spending course. For nearly
twenty-years now we have engaged in a war on terrorism having suffered less violent deaths
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than from car accidents or overdose or suicide, or possibly even snake bites. The loss of time,
energy, labor and any sense of national hope are careening toward oblivion, and it is a shame
we need enemies with comparatively stone-age weaponry to motivate and unify our Nation to
cohere into action. Truth is, it might already be too late. But if not, any viable plan will
involve financial hardship, too often exploited by lobbyists and politicians, that only the
work-ethic of the tin man, the courageousness of the scarecrow and the wits of the lion will
suffice in a bewitched future threaded only by the VAT’s yellow-brick road. Wake up, this
isn’t Kansas anymore.

Ironically, when advocates have wanted to use the VAT to replace the corporate income tax,
the subtraction method has been advanced as the collection modality when both simplicity
and the clear experience from other VAT countries vindicated the credit-invoice method long
ago as the proper choice for VAT implementation.”Since the VAT revenue will enable a
greatly simplified and reduced corporate income tax to spur economic growth instead of
encumbering American competitiveness in the name of various, oftentimes conflicting,
versions of Fairness, we must do just that: lower the corporate income tax to 15-20%.

7. Can Vat Revenue Justify Lowering the Corporate Tax

The primary gain in substantially lowering the U.S. corporate income tax>>would be to lure
significantly more investment. A lower corporate tax rate would also result in more reported
U.S. profits. In the short term, if the VAT were at a lower rate than the current 35-39%
corporate tax rate, American products would become cheaper and, thus, more desirable to
consumers around the world.** Therefore, implementing a VAT will improve the United
States' competitive position in the international marketplace.*

Presently, the U.S. corporate tax system has four major flaws: (1) is too complex; and (2)
provides artificial tax enticements for U.S. companies to relocate real economic activity
elsewhere and report profits in low-tax nations®®; (3) puts U.S.-headquartered firms at a
competitive disadvantage; (4) overall, raises relatively little revenue, given that the U.S.
corporate tax rate is significantly higher than in most other advanced industrial nations.>’

At to (1), the Byzantine complexities of the IRC have had a negative effect on government
revenues from corporate taxes.’*Corporate tax receipts have steadily declined over the past
few decades as the IRC has become more complex and as more loopholes have become
available for corporations to exploit."*’During fiscal year 1960, corporate tax receipts totaled
4.2 percent of GDP, while in 2004 corporate tax receipts totaled only 1.6 percent-a decrease
of 2.6 percent."' Profits earned by U.S. corporations in lower-tax foreign jurisdictions
increased by 64% in recent years.**These income-shifting strategies cost the U.S. government
approximately $60 billion per year.*' The use of deductions and creative accounting methods
complicates this system and lets U.S. companies lower their tax liability at the expense of the
American taxpayer.”The U.S. tax code is "a patchwork of overly complex, inefficient, and
unfair provisions that impose large costs on corporate business.”*As the list of U.S.
companies utilizing tax loopholes gets longer, less and less tax revenue is generated. No more
would U.S. companies have an artificial incentive to both understate*‘the value of services



ISSN 2377-3294

\ M ac roth i “k Journal of Public Management Research
A Institute™ 2015, Vol. 1, No. 1

and goods licensed or sold to them and overstate the value of services and goods purchased
from foreign affiliates.

As to flaw (2), the placement of multinational corporate investments is quite sensitive to the
local effective tax rate on corporate income.*’Reducing the U.S. corporate income tax would
encourage foreign-owned firms to invest more in the U.S. as well as also encouraging U.S.
firms to switch from foreign investment to domestic,*°as well as lessen the incentive to shift
income within multinational firms to foreign affiliates.*’This greater domestic investment
would broaden the corporate income tax base, thereby offsetting somewhat the revenue
decrease due to the lowering of the corporate tax rate. Real wages would rise from both the
additional investment and from the decreased pretax returns to capital (less net
income/retained earnings) since some of the tax reduction would shift from owners of capital
to workers.**

The U.S. has the second highest combined federal-state corporate tax rate on earth.**With an
average combined rate of 39.3%, the U.S. effective corporate tax rate is 50% higher than the
average of all States in the OECD.*The U.S. corporate rate has remained virtually unchanged
since the 1986 tax reform act. Over the same period, most OECD countries reduced their
corporate tax rates substantially. Lowering the U.S. corporate tax rate would allay this
imbalance. Admittedly, if in reaction, other nations also further reduced their corporate tax
rate, the benefit to the U.S. would be largely diminished with a net effect of lost revenue for
both OECD and U.S. treasuries. But this risk must be taken since a high corporate tax rate
stunts a nation's economic growth and chokes its economy.’'A study of fifty thousand
companies in the European Union (EU) found that, when countries raise the marginal
corporate tax rate by 1%, real wages decrease by 0.92%.

By embracing identical tax rates under both the corporate and individual taxes, small
corporations could be taxed on a flow-through basis. Small businesses would pay no
corporate tax since their business income would be taxed directly to the owners individually.
By qualifying for the $100,000 income tax exemption, the taxation of small-businesses would
at long last be drastically simplified, or non-existent.

8. Vat Compliance Burdens and Administration

The VAT levies smaller administrative costs on tax enforcement agencies and smaller
compliance burdens on taxpayers than income taxes. European VATs usually inflict
compliance costs about 67-75% less than that of the U.S. income tax. This concurs with the
U.S. Government Accountability Office (2008) *which cited studies from New Zealand and
the United Kingdom finding that VAT administrative costs are less than an income tax since
the VAT collection is only from business taxpayers. Most individual taxpayers are outside the
system, and to further lower compliance and administrative costs, many countries exempt
small businesses.™*

The VAT structure also introduces an element of self-enforcement since if a business supplier
is VAT-compliant, the recipient business being supplied will lose if not VAT compliant since
VAT registration the recipient business to reclaim that tax. The VAT also prompts



ISSN 2377-3294

\ M ac roth i “k Journal of Public Management Research
A Institute™ 2015, Vol. 1, No. 1

self-enforcement on the other side of the ledger since if said recipient business’s customer is
VAT-compliant, the business yet again has an incentive to register and charge tax since that
customer can reclaim the tax the business charges them, and along the way the business can
reclaim the tax it has been charged on its own inputs. The VAT is a self-referential reality
wherein enforcement is largely economically intuitive and self-reinforcing.

Another major concern with a VAT is how to administratively cure its inherent regressivity
which raises tax burdens disproportionately more on lower income than on higher income
taxpayers. Various means already exist to administratively mitigate VAT regressivity, such as
exempting basic living necessities, but any such exemptions would also subsidize higher
income taxpayers as well while making the VAT overly complicated. This option is
overplayed worldwide and globally consistently underperforms.

The most obvious recourse to reduce the VAT’s regressivity is to use multiple VAT rates.
Yet there much better ways to justly redistribute income such as progressive income tax rates
and targeted government spending, particularly as to education and health. Multiple rates also
increases compliance and administrative costs, and create legal ambiguity through which
VAT fraud via willful item misclassification can occur.”’And so, despite the nigh political
suicide in attempting to legislate a single-rate extremely-broad VAT, this Article is strongly
advocating just that in order to greatly reduce administrative and compliance cost as well as
curb economic distortions that would arise from a multiple-rate VAT.

A viable VAT mandates substantial tax reform, at minimum, as to individual and corporate
income taxes with both individual and corporate AMT on the table as well. A VAT imposed
at a 15% singe rate’°could finance a complete exemption from filing any income taxes for
families with $100,000 or less of income. For those who earn more than $100,000, the tax
rate would be 20-25% and the return would be greatly simplified since most
loophole-deductions would be eliminated.

9. Miscellaneous Vat Issues

While it is difficult to state how various deductions would fare under a 15% VAT system
wherein corporate and individual income taxes were reduced to 20-25%, likely scenarios for
the following deductions could ensue:

1) The deductions for home mortgage interest, charitable contributions, and large
medical expenses would still be allowed.

2) Most income tax credits and allowances would be repealed.

3) Retirement savings plans and health insurance would still garner tax incentives for
employers.

4) The deduction for state and local taxes would in all likelihood be repealed.
5) Capital gains could be taxed at the standard 15-20% rate.

6) Dividends would no longer be taxed, or marginally.

10
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7) The corporate alternative minimum tax would be repealed. Businesses with annual
gross income of less than $100,000 would be legally obligated to neither file
corporate returns or collecting the VAT.

NOTE: This Article strongly asserts that corporate income taxes are the most detrimental to
economic growth, followed by personal income taxes, then consumption taxes like the VAT,
and finally property taxes on immovable property.’’

10. Why Doesn’t A Federal Vat Already Exist: It’s Political Suicide

Although due to the ever-increasing deficit, U.S. interest in the VAT has surged, substantial
opposition to the VAT remains. In 2010, the Senate passed by a 83-13 margin a nonbinding
resolution opposing the introduction of a VAT. And earlier in 2005, the President’s Advisory
Panel on Federal Tax Reform refused to include a VAT as one of its recommended tax
reform options.”®

The Treasury Department has not supported the VAT and all previous successful tax reform
efforts in the U.S. have been strongly supported by the Treasury Department. The 1969 and
1976 tax reforms were essentially drafted by Treasury and the 1986 reform grew out of a
three-volume report drafted by Treasury economists.” And so, restoring the Treasury’s
central role in tax policy is a necessary precondition for meaningful VAT-led tax reform.

Presently, the VAT tax reform has no consensus among tax experts on where to begin.
Politically, both parties dislike the VAT for no good reason. Conservatives in particular seem
to forget that there is a long history of conservative support for consumption taxes. In his
Leviathan (1651), Thomas Hobbes noted that since consumption was what people removed
from society while saving contributed to society’s wealth; consumption was more justifiably
taxed while savings should be tax-exempt.®’

Alexander Hamilton, among others, also noted in Federalist 21 that taxing consumption was
most consistent with freedom because the American people could more easily consume less
than earn more:

It is a signal advantage of taxes on articles of consumption that they contain in their
own nature a security against excess. They prescribe their own limit; which cannot be
exceeded without defeating the end proposed, that is, an extension of the revenue.
When applied to this object, the saying is as just as it is witty, that, “in political
arithmetic, two and two do not always make four.” If duties are too high, they lessen the
consumption; the collection is eluded; and the product to the treasury is not so great as
when they are confined within proper and moderate bounds. This forms a complete
barrier against any material oppression of the citizens by taxes of this class, and is itself
a natural limitation of the power of imposing them.®’

Alexander Hamilton was not alone in this view since it has been endorsed over the centuries
by David Hume, John Stuart Mill, Alfred Marshall, Irving Fisher Nicholas Kaldor and still
today, by many others.®*
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A VAT fully addresses a perennial conservative concern regarding the ever-increasing
number of citizens who do not pay any federal income taxes (46% in 2011).°A broad-based
VAT cannot easily be evaded if you consume/purchase almost any good or service in the U.S.
economy. Additionally, the VAT is the philosophical origin of the flat tax,**which is still
advocated by nearly every conservative tax reformer.® The flat tax is essentially a
subtraction-method VAT with one additional feature. A businesses can subtract cash wages
paid from the base amount from which the VAT is calculated.

Ultimately, the challenge in enacting a VAT is political. Yet a VAT serves Conservatives’
demand for fiscal balance and Liberals’ demand to expand social programs by garnering
sufficient tax revenue to do so, making the VAT the only true current win-win in America’s
political zero-sum game.

11. Conclusions

Overall, a substantial federal VAT is the best option in terms of compliance and
administration costs as well as reducing opportunities for federal tax evasion. But merely
placing a VAT on top of the existing system would merely send us in reverse by further
increasing the variable and substantial fixed costs of administration and compliance. A VAT
rate set too low would impose substantial costs per dollar of additional revenue. Thus,
Congress should enact either a federal VAT (15%) capable of significantly reducing the
federal deficit or none at all®

Any enactment of a substantial VAT would involve substantial anticipatory effects prior to
the implementation of the VAT. In Australia retail sales increased by 3.1% and it took 18
months for total retail sales to return to their pre-VAT levels even though the VAT replaced
existing turnover taxes.’’In Japan, in the year of its introduction, the VAT lowered spending
growth by over 1%.°*Yet a preannounced, phased-in VAT in addition to a lowered corporate
and individual income tax rate could hasten economic recovery, or at least greatly mitigate
any VAT shocks.

Admittedly, it is in the long run that the benefits of such a VAT would most likely occur
while in the interim both the labor supply and consumption would initially decline. In
particular, real asset values would also decline as a result of the VAT triggering a (one-time)
price increase.”’ Additionally, while the VAT may lead to a one-time increase in prices, the
VAT has not proven inevitably, or even usually, to result in continuing inflation. If the VAT
were a source of additional revenue, higher prices would ensue, especially, but this could be a
one-time event that would not lead to further inflation if the transition were phased-in over
time.”’In 29 countries (83%) the VAT did not affect the CPI or if so, it was only a one-time
increase. Nonetheless, a significant federal VAT will result in important short-term changes
in relative prices.”"

It cannot be denied that the VAT is a regressive tax since the poor consume a higher
percentage of their income than the well-to-do, and so are necessarily going to pay more
VAT as a percentage of their income than the well-to-do. This is what makes the VAT a
Political Hari-Kari despite the justness of substantially broadening the tax base. But the
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government could make the VAT more appealing to the American public by explaining how
lower corporate taxes would result in increased capital inflow to the nation, which in turn
would create new jobs and more tax revenue, lessening the tax burden on Americans. Finally,
Congress should pledge not to raise the VAT rate from 15% and pledge to lower the VAT to
7-10% once spending and debt are down to sustainable levels.

Congress should enact a federal VAT in addition to, and not as a replacement of, the federal
income tax, which itself would be modified by the introduction of the VAT.””Now is the time
to implement a broad-based federal VAT. To wait for an economic crisis triggered by the
federal deficit is plain treasonous since by then there will not be enough time to get the
details right. A rushed VAT would be volatile and dangerous due to the many moving parts
involved. A well-planned VAT takes 2-3 years to properly and fully implement. Introducing
a VAT in a fragile economic environment would not only damn its possible long-term
success but be so irresponsible as to amount to criminal negligence. A well-implemented
VAT will not solve the country’s fiscal problems; but given the deficit, and our national
demographics and the faltering economy, it is our best bet. Other less grandiose tax reforms
are conflicting and execute at cross-purposes, resulting in huge, miserable trade-offs. Before
the impending crisis, we must see intimately the relatedness and the effects from that
relatedness. There is only one guarantee, bits and pieces of isolated analysis will fail safely,
incrementally, marginally. The sort of failure party politics thrives on.

Admittedly, the fixed start-up cost of the VAT cannot be underestimated and must be
balanced with the long run expected efficiency of VAT collection. Tax collection is easier
when the tax code is simplified. Tax code simplicity mandates the VAT not be fraught with
too many exemptions and/or multiple tax rates. A single VAT rate systematically creates
greater compliance, more simplicity and renders clarity to both taxpayers and businesses.
Additionally corporate income tax rates must be lowered while corporate loopholes are
forever closed.

Enacting a federal VAT will likely be politically unpopular, especially in the early stages of
implementation since the price of goods will increase. Some of this price increase will be
mitigated with the lowering of the corporate and personal income tax rate, *yet it is likely that
Americans will experience an overall higher tax burden than they currently have. This is
especially true for the forty-seven percent of American households that presently do not pay
federal income taxes.”*However, this effective increase is necessary if the United States is
going to pay down its national debt to a sustainable level.

No tax reform of any sort will be beneficial unless Congress uses the increased tax revenue to
tackle the ravenous deficit. The European Union and other nations took a good idea, the VAT,
and fumbled it by not utilizing the VAT revenue wisely. Once the U.S. implements a VAT,
the government needs to refrain from wasting the new tax revenue by creating new
entitlements or implementing new social programs. Instead, the VAT money should be
earmarked for paying down the national debt and making the already insolvent entitlements
of Social Security and Medicaid solvent again.
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VAT mis-expenditure is not the only Trojan Horse in D.C. VAT exemptions should be
precluded, if possible, or de minimis, yet experience with both income and sales taxes in both
Europe and the U.S. nearly guarantees that certain services and goods will be VAT exempt.
This is most unfortunate. The more exemptions the VAT has, the more distortions and less
tax revenue. A broad base better ensures adequate revenues; exempting goods for
distributional and social reasons should be done by other means, not the VAT. It is so easy
for politicians to look the hero by adding various exemptions, each one prompted by
well-funded lobbyists. But a momentary hero is a traitor to both our unborn and any glorious
future that might have been.

We are all after wonderment, when two, three or four tax reform pistons are all firing in
unison. At this point we need more than simple addition. We need ignition, lift off, another
moon ride. The goal here is to grab critical mass for a nuclear financial expulsion. If not, we
need to learn Esperanto since after the next financial meltdown a world government will
seem the only viable solution.
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