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1. INTRODUCTION

Is the proposed increase in taxation really for the purpose of financing debt services
and thus an emergency levy to be withdrawn as soon as the special expenditure is
completed, or is the debt service needed merely an opportunity or excuse for
introducing needed increases in taxes which would presumably be continued as
permanent?
The answer to this question has considerabie significance. In the first place, the type
of tax to be imposed may differ. If the tax is an emergency one, it should not involve
extensive readjustments in prices and costs of business which could be effected only
over a pericd of time. The intreduction of such taxes for an emergency would mean
disturbance of business both when the tax was introduced and when it was
abandoned. Furthermore, if the levy is truly an emergency one, it should not be
impesed in a form which will accidentally fall on some taxpayers very much heavier
than on others. For example, the estate tax is collected only once every generation.
To impose an emergency tax on estates would mean that the burden would fall only
on the beneficiaries of those decedents who happen to die during the period the tax
was in effect,
In the second place, if the tax is an emergency one, presumably it is desired to have
the money come in about as rapidly as it goes out. This calis for a tax which would
be collectible quickly. The estate tax may not be collected for ten years and is
ordinarily not collected for about fifteen months after the date of death. Thus, there
may be very long delay in the collection of any new estate taxes which were
imposed. Likewise, the income eamed during the previous calendar year.
When one tums to the problems of what taxes to impose, other considerations
should be borne in mind. The taxes in any event must be paid from someone's
income (unless indeed they involve the reduction of saving or capital). Different
methods of imposing the tax lay the burden on different incomes and also have
different effects on the business community and the production of additional income.
If it is desired to place the additional burden for debt service on people in low
income groups without being willing to face the political objections to taxing such
groups through income taxes, it may be necessary to resort to excises of one type or
another. We might increase our special excises on automobiles, gasoline, alcoholic
beverages and tobacco. Some of these are already bearing very high rates. Gasoline
taxation Is a large source of state and focal revenue and the states have raised
strong objections to the Government's present use of the gasoline tax. They would
undoubtedly protest strongly against any increase. Additional baxation of alcoholic
beverages might not result In a large amount of new revenue. Its effects might on
one hand be a reduction in consumption of alcoholic liquors and on the other hand
the encouragement of bootlegging and illicit production and distribution.
It would seem, however, that under existing circumstances the logical place to get
additional dollars is in the income tax or in a combination of the income tax and the
estate tax. The income tax, however, should probably extend to a larger number of
persons than it does since the exemptions which we grant are not only substantialty
above the average income of people all over the country but are also substantially
above what the agencies who have studied the matter consider to be a minimum
budget for efficiency. It is recognized that considerable political repercussions would
result from lowering the personal exemptions. It may be, however, that if the tax
were first effective on 1940 incomes and were first collected in 1941, public
resentment woufd be delayed until after the elections. In terms of dollars, however,
the bulk of the additional income tax would be collected from persons now paying
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If, on the other hand, the entire cost of refinancing debt servicing were to be met
;2:;]9;1 r?dxa':tgnfthe tl::cansumabh(exi:lncome of higher income groups would not only be
U ‘or the war period, i
et coode pel but these groups/would lose permanently their
The decision respecting the tax borrowing ratio must be made in the ligh iti
leat amount will be taxed which it is politically possible to reach by taL?atEo(:\f‘ r;a:t::?t
will be horrowed. But both taxation and borrowing can be made to have vari'ous
effects on income disposable. The tax system can be more or less regressive; but
borrpwmg, too, can come from different groups, and if it is coerced from midrdle and
low income groups, not only economic but social decisions are thereby made with
respe_ct to _the war pericd. Although properly speaking there is no point in discussing
taxation without at the same time defining the nature of Government borrowing, it to
necessary as a mode of procedure to restrict the discussion to taxation. '

A. PROPOSAL FOR A "CONSUMPTION EXPENDITURE TAX"
[1] A tax on personal consumption expenditure, imposed in connection with the
%mogal incsgrr;ue tax, is doubtfully administratively practicable.
e administrative and complianc ive i
T adminstrative and ¢ p e costs of such a tax would be excessive in
(1) a collection framewaork, and nearly inadequate personnel, ther:
existent efficient structure in connectio:evith tr?:personéi in?::r:;‘etalo aa\:’rsady
{2) The government’s rationale underlines that most of the information réquired
from taxpayers is in any case needed by them in making out the personal income
tax.r.eturn. On the assumption that further increases in income tax rates are not
polltlcally feasible, the spendings tax appears to offer the best substitute. For
reasons indicated below, indeed, a spendings tax might be a better solution than
further increases in income tax rates. On economic and administrative grounds,

a spendings tax is preferable to a sales tax that would yi i
2 spendi yield an equivalent

{2] The base of the spendings tax would be the annual expenditure by individuals on
durable and nont_jurable censumption goods and services. Exemptions similar to
Fhose under the income tax would be granted in order to take account of varying
income and dependency status, and to simplify administration.

B.THE EXPENDITURE CONCEPT

(3] Indlwflduals cannot be expected to report expenditures directly. Both compliance

and audit are much easier if spending is derived indirectly from two concepts

(1)FUNDS AVAILABLE FOR EXPENDITURE during the taxable year, and '

{2) NON-TAXABLE USE OF FUNDS during the same period. The taxpayer starts by
listing all cash receipts, regardless of their source. From their total he subtracts
the sum of all outlays which for one reason or another are exempt from the
§pend|ngs tax. The difference is his taxable expenditure. This figure properly
inciudes spending from many receipt items not subject to the income tax.
Examplgs are tax-exempt interest, gifts, the entire amount of insurance benefits
conversion of capital assets into consumers' goods, and new borrowing. Itis '
clear, tperefore, that for many taxpayers the spendings tax bears only an
approximate refation to the income tax. That fact should be emphasized in

countering the objection that the spendings tax is me i ;
tax in disguise. gs rely an additionai income

income taxes even if the exemptions were lowered. Accordingly, substantially the
same results could be achieved without lowering the exemptions by changes in the
normal rate and in the surtax rates.

It has been suggested that a surtax be imposed in addition to existing income taxes
and that this surtax should constitute a percentage of the income tax paid. The
percentage of such a tax would have to be very high if it were all to be collected
from personal incomes. The rates in the higher brackets would be increased in such
a manner as to wipe out practically all and perhaps all of the remaining income
Considerable disagreement exists an to the advisability, from the point of view of
inflation, of introducing a general tax on sales. Tt is argued with equal vigor (1) that
sales taxes are deflationary because they take purchasing power from those who
spend virtually the whole of their incomes, and (2) that the effect of the tax in to set
in motion a spiral of wage increases and increases in agricultural parity payments
which results in serious price inflation.

In theory the problem of inflation in easily dealt with if agreement is obtained that a
finance program should adhere tc a single objective. This objectively to use the tax
system, the instruments of monetary control, and Government borrowing to assist in
bringing about the transfer of commodities and factors of production from private to
public use. Wherever any of these instruments is applicable it would operate to
immohilize all potentially infiationary reservoirs of purchasing power. The task is
difficult in a democracy even when conditions are relatively static; it is much more so
when changes in the volume and nature of production constantly release new
streams of purchasing power.

Under an ideal financial and productive system, once provision for private
consumption has been made by the introduction of a subsistence ration. these
instruments ought to be employed to siphon all released purchasing power into the
hands of the Government. If the Government attempts to divert mare than this
residual, taking account of all possibilities of increasing supply, the magnitude of real
national income must fall because of the decreased physical efficency of the working
population. Even under an ideal financial system, however, this is only the first step.
A further decision must be taken as to the desired ratio between taxation and
borrowing of the sums no longer unable by individuals when there Is complete
rationing and aflocation of factors.

This dedision cannot rest on either economic or social grounds along, In the main, it
does not make much difference for war production whether factors diverted to the
armed forces are lent to the Government, or whether they are taken once for all
through taxation. In marginal cases, however, taxation may prove inferior to
borrowing because the fatter, in allowing the firm or individual to save for the post-,
offers mare stimulus to a high rate of production. These marginal cases may
constitute a significant element of the production needed. On the other hand,
controls are likely to reduce the importance of the reaction of the individual, so that
the decision as to the ratio of taxation to borrowing does not significantly affect
production. If this is so the tax -- borrowing rations assumes importance mainly with
respect to tax burdens on the several income groups during and after the war.

Even before the structure of the tax system is established, then, decisions as to
social policy have been implicitly made In the determination of the tax-bomrowing
ratio. If the whole of the financial mains for the conduct of the war Is borrowed,
those whose incomes permit of saving are left in command of those savings, and
inequality In the distribution of non-consumable income and weaith is preserved
during the war period, In fact, owing to the destruction of real capital, the inequality
is greatly increased.



22, Loans made

23, Other non-taxable payments

24, Tota! deductions (Items 14-23})

25. Expenditures subject to tax (Item 13 minus Item 24)

F. COMMENTS ON ITEMS IN THE "INDIVIDUAL EXPENDITURE TAX
RETURN"

[8] ftem 1, taken in conjunction with Item 14, indicates indirectly the amount of
spending which has been made by net reduction of cash and bank balances.

[9] Items 2 to 8 include in general the various types of income which an individual
receives. Tt will be noted that they are offset under "Deductions” unless they are
used to buy consumers’ goods and services subject to the expenditure tax. Receipts
should be reported net of all withholding at the source.

[10] Item 7 relates to withdrawals, not to profits and losses. If an individual
withdraws cash from his business, it is available for spending, regardiess of whether
the business made a profit during the year in question. Amounts not withdrawn are
not deductible under any of the deduction items; otherwise a proprietor could offset
his spendings by subtracting his business profits in the form of, say inventory.

{11] The reason it was thought undesirable to start from income as reported for the
income tax is apparent from Items 4, 6, 7, and 8. To some extent these items are
income subject to the income tax, and to some extent they are not; consequently it
is awkward to attempt to work for either "Total income™ or "Net income™ under the
income tax. These items must, of course, be included under the spendings tax in
order to ascertain spending.

[12] Items 9 and 10 include the value of consumer goods and services in order to
prevent direct exchanges for purposes of expenditure tax avoidance.

[13] Borrowing (Item 11) is included because it represents an addition to available
purchasing power. An offsetting item appears when the ioan is repaid. An incidental
advantage of this method of treatment is that those with heavy debts can reduce
their expenditure tax base by repayment (Item 21).

[14] The full value of goods bought on the instaliment plan is taxable at time of
purchase. This appears to be no hardship in a period when not many durable goods
are available; and to the extent that it discourages installment buying it is anti-
inflationary in effect. In normal times, and with graduated rates, the requirement
that the spendings tax be paid on the entire value of the commeodity in the year of
purchase might throw taxpayers into a higher spending tax bracket than would be
the case if they paid the tax concurently with installments.

[15] Interest included in the price of a commodity purchased would not be taxed
under the spendings tax if separately quoted.

[16] Item 16. Interest payments on a mortgage on an owned home are included in
the spendings tax base. Under the proposed treatment of spendings the entire rent
of a renter is subject to the tax; it is therefore desirable to include that part of the
outgo of a homeowner which it is administratively feasible to tax. Interest paid on
business debts would not be deductible because it did not enter into the tax base in
the first place.

[4] It is easier to bring together the various sources of funds ava_ilabie for
expenditure that it is to establish agreement on allowable deductions. In many cases
a difference of opinion can exist as to whether an item should be regarded as

le spending. _
?;Jxragxa:'\?je, so?ne might argue that fines and penaities oqght Fo be considered
taxable spending; again, a portion of a life insurance premium involves payment for
current protection, and therefore could be regarded as properly taxaple.. A difficuit
problem is that of imputed rent of owned homes. On grounds of equity it is arguable
that If imputed rent cannot be taxed in full, rent paid by renters cught not to be
included fully in the spendings tax base. It is recommended here that re_:nF be
included, and as much of the home expenditure of the home-owner as it is
administratively feasible to tax.

[5] A difficult item to handle is DURABLE CONSUMERS' (_SOODS. These comprise
various amounts of saving, since they release their utilities slowly over time. In most
durable consumer’s goods the consumption aspect clearly predominates, a_nd on_ly an
owner-occupied dwelling contains a sufficient element to saving to render it degurable
to treat the act of purchase as saving rather than as consumption. An attempt is
made to tax the consumption element by including certain items of owner outlay in

the spendings tax base.
€. THE INDIVIDUAL EXPENDITURE TAX RETURN

{7] The figure for taxable expenditure can be calculated most simply by totaling 11
cash receipt items and subtracting the total of 10 deduction items, as follows:

D. FUNDS AVAILABLE FOR EXPENDITURE

1. Cash and bank balances on hand at beginning of the year

2. Salaries and other compensation received for personal services
3. Dividends and interest received (including insurance dividends)
4, Interest received on all Government obligations

5. Rent and royalty receipts )

6. Annuity receipts, pensions, and insurance benefits of ali kinds
7. Withdrawals from business, profession, partnerships, and trusts
8. Cash gifts and beguests received

9. Receipts from sale of capital assets

10. Receipts from debt repayment

11. Borrowings, including debts incurred on installment purchases
12. Other receipts in cash or in the form of goods and services
13. Total (Items 1-12)

E. DEDUCTIONS: NONTAXASLE USE OF FUNDS

14, Cash and bank balances on hand at end of the year

15. Cash gifts and contributions

16. Interast pald, except interest payments on a debt on owner- occupied homes
17. Taxes paid during the year for which this retum is filed, except those on owner-
occupied homes

18. Fines and penalties

19. purchase of capital assets

20. Life Insurance premiums, and annuity and pension payments

21. Debts repaid in cash including payments on installment purchases



II.ADMINISTRATIVE PROBLEMS CONNECTED WITH THE SPENDINGS TAX

1. THE TAXPAYER UNIT

[22] Since spending is made on a family basis only one spendings tax form should
be made out for each family. This should be done whether or not joint returns are
adopted for the income tax.

2. ADDITIONAL ADMINISTRATIVE COST

[23] The addition to the cost of administering the income tax made by the
introduction of a spendings tax ought not to be very great. For the majority of
taxpayers many of the items on the spendings tax form would not apply, and
checking would therefore be relatively easy.

3. SIMPLIFIED RETURNS

[24] Much time can be saved both the taxpayer and tax auditors by the use of
simplified returns for those in low taxable spending brackets. Presumptive
expenditure would be estimated for individuals with different income and
dependency situations. A disadvantage of the simplified spendings tax return is that
no incentive is offered the taxpayer to reduce spending.

4, FILING REQUIREMENT

[25] If exemption and deduction, for dependents were the same for the spendings
tax as for the income tax, some individuals would not be required to file an income
tax return whose spending exceeded the exemption under the spendings tax. If the
two tax forms are to be combined it is recommended that the filing requirement be
modified to read "having gross receipts from all sources, gross income, or a total
expenditure, during the taxable year, of" the sum specified, and that the filing
requirement be the same for both taxes.

5. INFORMATION RETURNS

[26] Although actual withholding of a portion of all payments made to individuals is
not feasible, the enforcement of the spendings tax can be strengthened by requiring
rather extensive reporting of money payments.

[27] Information returns of this sort unfortunatefy cannct be entirely effective
because (1) the necessity on administrative grounds of excluding small payments
from the reporting requirement provides the opportunity for an enormous number of
leaks, and {2) even If such payments are reported, the Bureau of Intermnal Revenue
could never take the time to examine such a large number of transactions.

6. ANTICIPATORY BUYING

[28] In view of the fact that spendings tax rates would be fairty high (say 10%) in
the lowest tax brackets, and that the tax would be graduated, anticipatory buying is
likely to prove a serious problem when the tax is first introduced. The incentive to
buy all the durable goods likely to be needed for many months, or even years, will
be strong to those with relatively large incomes or savings. Despite priorities and
limitations on the production of such commodities there still remain ample
opportunities for advance buying.

[29] It has been suggested that this difficulty by circumvented by requiring
individuals to include in their first tax returns spendings for the six months period
preceding the effective operation of the tax, and by applying the tax to two-thirds of

[17] Item 17. All Federal, State, and jocal taxes ought to be deductg:d f_rom the base
except taxes on owner-occupied homes. The reason for their inciusion is the same as
that under Itern 16. Business taxes would not be deductible because they do not

enter into "Funds available for expenditure.”

[18] Item 18. Some disagreement exists with respect to the exemption of "Fines and
penalties” from the spendings tax base. They are deducted herg: b_ecause they are
not voluntary expenditure in the usual sense of "expenditure” (1ncudept_ally,. of
course, much so-cailed voiuntary expenditure is involunitary because it is dictated by
necessity, custom, etc.), and because the actual burden of a large fine can become
inordinate if both the income and spendings taxes are highly graduated.

[19] Item 19. By regarding a home as a capital asset we exdude its purchase from
the spendings tax base. Part of the purchase price may get in subsequently through
the inclusion of interest on the mortgage. Repairs on @ home are not regarded as a

capital asset.

[20] Item 21 has been commented on in connection with Item 11, [21] Item 23 is a
basket item.



RITS the spendings in the eighteen month period. The objection to this method is_that
INCREASES TN INCOM CRaTEs | NGSTAX AND FURTHER unless the plan is suddenly announced six months before the spendings tax is to

INCREASES IN INCOME TAX RATES become effective individuals cannot in practice be held for all the information

[31] It is impossible, of course, to make a final judgment on the relative merits of required on the spendings tax form.

the spendings tax and higher income tax rates without specifying what bracket rates
and exemptions are contemplated for both taxes. However, certain general
advantages of the spending tax can be itemized:

1. The main advantage of a tax on spendings is its power to curtail the demand for
consumer goods, and consequently to reduce the threat of price inflation. In addition
to collecting revenue from all taxable consumer spending, a direct brake is place on
that expenditure over which the consumer has control. The spendings tax is free
from two properties of the income tax which in war-time are defects: (1) the income
tax restrains consumpticn only by siphoning off purchasing power, so that those who
were able to save before rates were increased can maintain consumption by
reducing saving, and (2) the income tax cannot discourage individuals from
maintaining consumption by drawing upon their capital, The spendings tax places a
penaity directly on all censumers who are within the scope of the tax, If rates are
graduated sharply enough, the expense of consuming beyond a certain amount can
become prohibitive.

2. Because the larger the income the smaller the proportion of income spent, it
would, of course, be very difficult to achieve the same amount of progression under
the spendings tax as under the income tax. But the spendings tax could be
graduated in a variety of ways, some of which would accomplish goals outside the
scope of the income tax.

3. The spendings tax ought to offer considerable political appeal. Because of a

general feeling that lability under the tax would be to some extent voluntary,
sentiment is likely to favor it in lieu of increases in the rates of income tax designed
to yield the same revenue. Exernptions of the income tax type would appeal to those
who hesitate to support a sales tax because of its regressivity.

4, The Treasury has been concerned with the necessity of granting relief, under
proposed income tax rates, to those with debts and certain other contractual savings
obligations fike insurance premiums, etc. If this concern is justified, one advantage of
making up the revenue deficiency in the present tax bill by a tax on spending is that
relief would automatically be grated to those standing in need of it. Money expended
in the repayment of debt or for the building up of savings through insurance would
not be included in the spendings tax base. Since it is not entirely clear how much, if
any, relief ought to be given in these cases, it could be argued that the automatic
relief granted under the spendings tax substantially reduces the need for further
concession.

5. Certain inequities which threaten to become more serious under higher income tax
rates than they are at present would be eliminated or alleviated if the additional
revenue were raised by a spendings tax, An example of this is the arbitrary
treatment of income from trusts,

10




Studies made in the Division of Tax Research indicate that a sales tax is difficult to
administer, requiring an entirely new body of collectors, auditors, and other
personnel, Again, new business machines, typewriters, and possibly metal tokens
would be needed on the introduction of a retail sales tax. Under & spending tax, on
the _other hand, a very large proportion of the labor of assessment and collection is
ca:;’retfif o:t by the taxpayer himself, and at no great additional cost to him in time
and effort.

V.SIMULATION

A. THE SALES TAX

If a's'a|es tax is employed with the object of directing to the Government the entire
addition to purchasing power of those newly employed or eaming higher incomes
under tht_e war effort, the bulk of the tax will be paid by those who receive most of
the new income, namely, the low income receivers. But at rates likely to be applied,
the sales tax cannot take a very large part of the increased income of low income
groups. Consequently, as we have seen, those in higher income groups must release
commodities to thoese in the lower groups whose incomes cannot be reached in a
gufﬁcient degree by the sales tax. It must be noted, moreover, that much of the
!ncreased income will go to the higher income groups, and to this extent a sales tax
is no very effective. Furthermore, borrowing and the income tax, which impinge
largely on savings, are not very efficient instruments for curtailing consumption out
of the increased income of these groups.

We oopclude that aside from repercussions on incomes the sales tax used alone is
only shghﬂy deflationary relative to the total amount of purchasing power that needs
to be diverted because (1) those in the higher income brackets are not greatly
_affected by a tax on spending, and (2) the sales tax takes only a percentage of the
increased incomes of thase whose incomes do not permit saving. This leaves what is
called an "inflationary gap" of purchasing power which cannot find goods; but it
s_houid be noted that it is not the sales tax which in thus inflationary, but rather the
g:‘nétﬁg scope fortits o;;grba(taion. Properly combined with income and other taxation,

rrowing, it woul one factor workin i i indi

s et none, orking to reduce this gap provided indirect
In the present political situation the indirect effects of sales taxation cannot be
ignored. The public has shown a marked disposition to use any rise in cost of living
as an excqse to demand higher wage rates. There is no reason to think that a sales
t_a);, even imposed at the retail stage, will not be regarded as an addition to cost of
living; _andl when the tax is imposed at the manufacturing or wholesale stage
becomlng.mdistinguishable from other elements in the cost of commodities, Eh'ts
tendency in even stronger. How successful experts will be in establishing a
connection between a sales tax and wage rises remains to be seen.
The sales tax should not too easily be dismissed as one of the means of immobiizing
censumer purchasing power in view of the certainty that we shall have inflation
unless private spending to sharply reduced.

[Bf. CO:ﬂPUtaxI.SORY LENDING, INCOME TAXES AND PAYROLL TAXES

a sales is not imposed, additional consumption in those groups whose incomes
rr:‘a::n;ngrne:ied mustofbe m::edfgﬁed by s?rr)\e other means, For the lower groups this

. r more owing: {1) payroll taxes, (2} a withholding tax which
includes low incomes, (3) compulsory lending. e

IV. [32) DISADVANTAGES OF THE SPENDINGS TAX AS COMPARED WITH A
FURTHER INCREASE IN INCOME TAX RATES

1. A disadvantage of substituting a spendings tax for further increases in the income
tax would be that some individuals wouid have a jower combined tax liability. If they
sharply curtailed spending, their tax on the spending which they could not avoid
might be considerably less than their additional income tax would have been had
that alternative been chosen, Therefore, although to this extent consumption is
successfully restricted, such individuals could hoard savings at a time when that
purchasing power ought to be made available to the Government in the form of
taxes.
2. The effectiveness of the spendings tax in limiting consumption would be reduced
by the difficulty of causing consumers to associate particular purchases with
spendings tax liability. It is not practicable to collect a flat percentage on all spending
because (1) an enormous number of refunds would have to be made to the millions
of famities below the exemption, and to take account of that part of the spendings of
all families and individuals which is below the exemption, and (2) the object of the
proposed tax is to determine spending indirectly.
[33] One method of stimulating awareness of the tax might be to collect under an
income withholding tax an additional tax at a flat rate somewhat below the lowest
spendings tax rate. Unfortunately such a spendings withholding tax would be closely
associated with the income tax, and since spending would be regarded as
presumptive, the device could not be effective. Furthermore, many of the receipts
ftems under a spendings tax (e.g., funds received in repayment of debt, new
borrowing, gifts, etc.) are not subject to withholding.
[34] For the following reasons the spendings tax may be considered preferable to a
general sales tax: 1, Insofar as sales taxes apply at stages earlier than the consumer
stage, persanal exemptions cannot be given. A retail sales tax, applicable only to
consumers' goods, can provide personal exemptions either by exempting
commodities primarily consumed by the relatively poor, or in the form of stamps
permitting the tax-free purchase of a stated dollar amount of goods and services.
The first of these methods suffers from the defect of requiring payment of tax on
articles not specifically exempted even when they are bought by the poor. The
second involves a considerable nuisance both to retailers and to consumers; an
outright grant of cash would operaté more smoothly, but would suffer from the
stigma of resembling a dote. Under the spendings tax the personal exemption Is
much more easily granted, a fact which is of considerable importance to those who
oppose the sales tax on account of its regressivity, 2. Sales taxes enter into the price
of commodities unless they are limited to the final consumer stage and are quoted
separately, Consequently they are often considered inflationary on the ground that
(1) it is difficult to fulfill these stipulations, (2) labor contracts frequently provide for
higher wage rates in the event of a rise in the cost of iiving. The spendings tax bears
no such direct relation with prices. Although unions might make a spendings tax the
occasion for wage demands on the ground that labor's dollar buys less, there is littie
reason to think that the incentive would be much stronger under the spendings tax
than under the income tax. 3. A sales tax, other than one paid solely by the ultimate
consumer, enters Into cost of production. Once price controls have been set up,
therefore, the introduction of a sales tax which does not carefully exclude from the
base all ltems entering Into cost is calculated to upset the controls. The spendings
tax has the advantage of avoiding this difficulty, and on this count is superior to any
but the maost scientific sales tax in a period when price controls are atready
threatened by excessive spending relative to the availability of goods and services. 4.
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Nothing quantitative can be said of the changes in the spending- saving ratio
resulting from the imposition of higher income, sales, or payroll taxes, or of forced
loans to the Government, This is because the reactions of individuals and firms are
largely subjective, while to the extent that they are objective they involve difficult
predictions as to the future course of Government controls and tax policy. An
extension of the income tax in a given bracket will cause some income receivers to
reduce consumption and others to reduce savings. Although under contempiated
rates most individuals will do both, in some budgets consumption will be a relatively
fixed element (private schools, an, expensive house), while in others savings will be
more rigid (insurance). Furthermore, the reactions of individuals will be different
depending on their income levels and on the spending-saving psychology and other
special circumstances in different households. For example, cases may exist in which
high taxes cause the head of the family to give up trying to create an estate; here
the effect may be to increase the spending-savings ratio. In other cases the tax may
have opposite effects.

A sales tax imposed at a high rate may also operate for certain groups in a manner
somewhat different from that usually assumed. In those income groups and in those
families in which maintenance of a standard of living already set is considered more
important than maintenance of the previous rate of savings, increased living cost is
allowed to impinge on savings. It must be admitted, on the other hand, that in the
presence of rationing, it is more likely that on balance it wiil be consumption which is
curtailed; but the curtailment will be less where families are willing to revise their
savings schedules sharply downward.

C. COMPARATIVE EQUITY

As int_'jicated in the previous section, the most inequitable way of financing the war is
mﬂatlor);l any anti-inflationary tax is more equitable. Thus, if there is a difference in
!:he anti-inflationary effects of a general sales and a withtholding tax, this has an
indirect bearing on their comparative eguity.

Forl present purposes the doctrine may be accepted that that tax is least equitable
which bears most heavily upon recipients of small incomes, and that some degree of
progressivity in relation to income is necessary. An inequitably high degree of
progressivity could be introduced, but this danger still seems remote. The existing
dtstr!bution of incomes, the institutions and devices for tax avoidance that are more
readily employed by the well-to-do, and the whole complex of taxes making up the
revenue system -- all suggest continued need for progressive taxation, It may be
§ssumed that any addition to progressive taxes which at present is likely would be an
improvement in the system.

D, COMPARATIVE INFLUENCE ON PRICE ADMINISTRATION

The problems of price administration cannot be very significantly affected by the
cr}oice made between the two methods of taxation. To the extent that the
withholding tax permits a lower price level for a given volume of transactions, it
might ease the burden of price administration. But the difference between tht'e
effects of the taxes on the price level would be small compared with the effect of a
targe volume of inflationary borrowing that will occur in any event.

E. EFFECTS ON PRODUCTION

To t_r!e extent that a general sales tax reduces total consumption more than
adqmona[ progt:essive taxes, the sales tax provides greater pressure for conversion
of industrial facilities to war production, For either tax, the pressure would be
greatest for firms producing goods with the most flexible demand, However, if it is
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Payroll taxes, insofar as they are levied upon the employee, are not usuglly regarded
by workmen as current income. Therefore the incentive exists to compensate for the
reduction in current income by increased wage rates, If labor, leaders have girded
themselves to attack a sales tax, however, they may find it difficult to shift their
ground quickly and prepare public sentiment to accept the idea of raising wages to
rest an increase in rural taxes. But in general there is little reason ta think that if
they will strive to neutralize the effects of a sales tax, they will not act in the same
way with respect to a payrell tax.
A withholding tax applicable to low incames is in many respects similar to the payrolt
tax. The main difference is that it is really a tax and not a compulsory loan; it is
consequently more difficult for labor leaders to argue that something to being taken
from the worker to which he is really entitied now. This point assumes importance
when all brackets experience sharp rises in tax rates, because it cannot be argued
that low incomes are discriminated against. On the other hand, if labor leaders are
concerned with maintaining real fabor income, they may, be counted upon to fight
any tax or forced loan which affects real wages; in this ease there is little to choose
from the standpoint of inflation among, the various methods of taxing or borrowing
from low income groups. Finally, the difficulty of making any form of income tax
applicable to all lower incomes must be emphasized. A withholding tax only operates
for emplayed persons, while a sales tax, on the other hand, at once affects all who
spend. An income tax for the lower groups appears to be somewhat more difficult
and, expensive to administer, and may be slower in operation.
Although compuisory lending to the Government would probably stimulate workers
to demand higher wages, the fact that this device is likely to be used only as a last
resort indicates that the Government will already have decided to institute thorough-
going controls throughout the economy by the time it is introduced. Therefore in
actual practice compulsory lending in not likely to result in rises in wage rates.
The income tax has not in the past qualified as a tax which in a significant degree
diverts purchasing power from commodities, although in a period of heavy private
investment it would be anti- inflationary to the extent that it succeeded in curtailing
the demand for factors of production. During a war the income tax is anti-
inflationary on two important counts. (1) the supply of private savings is diminished
at a time when (before the application of rigid priorities and allocations) business
men would like to extend production and investment, (2} the need for tremendous
amounts of revenue not only extends the income tax into lower brackets, but also
greatly increases the rates in the brackets already subject to tax, thereby exercising
a sharply restrictive effect on consumption. Ideally, the income tax is the perfect
anti-infiationary tax because it can be made to strike at both savings (the basis of
the demand for factors of production by private individuals) and consumption, in
practice, however, the difficulty exists of extending the income tax to low income
groups, as well as to certain types of enterprise in which self-employment assumes
importance.
A discussion of the relative inflationary or deflationary effects of various types of
taxes is not complete without at least a reference to the indirect effects exerted by
them on the disposition of income not subject to tax. For individuals, the spending-
saving ratio is likely to change when large-scale taxes are piaced on either their
incomes or on their expenditures. Furthermore, the change in this ratio will vary
depending on whether taxes are increased step by step during the war, in which
case individuals do not know precisely what to expect in the future, or whether there
is a single definitive increase. With respect to business firms, production policies
must be rearranged in the light of changed demand resutting from the effect of the
several taxes on consumer budgets.



tax would have to be a slightly smaller percentage of the final liability than under a
general sales tax.

G. CONCLUSION

In the conduct of this discussion the conclusion is reached that a general sales tax is
probably more anti-inflationary and that an income tax withheld at the source is
more equitable when the two taxes are compared.

Preference must be determined by the comparative emphasis put on the anti-
inflaticnary and the equity aspect of the question. The inflationary aspect has in itseif
an equity aspect. If the practical maximumn of revenue has been raised from
progressive taxes and if inflationary pressure still remains, the use of a sales tax
appears necessary, as stated in the conclusion of section II, both from the point of
view of equity and from that of economic desirability.

assurmned that a larger part of the income tax will be met out of savings than in the
case of the general sales tax, the stimulus to business readjustments would be
smatler. Expenditure curtailments induced by the additional income tax on taxpayers
in the upper brackets may release factors of production not readily adaptable to
other uses. (See above, Section 1, page 9.} They may, thereby, lead to more
frictional underemployment of both resources and manpower than the more diffused
sales tax. In this, and probably only in this respect, additional borrowing is the most
advantageous form of war finance.

The foregoing conclusion as to the pressure which these two types of taxes would
exert toward conversion of industry has its corollary in the readjustments that would
be stimulated by a reduction or postwar remaval of either tax. If reduction of the
income tax would do most to stimutated savings, the reduction or removal of a
general sales tax would provide a greater fillip to production of consumer goods.
However, it may be assumed that such a reduction or repeal would occur in a period
of need for investment or reinvestment in productive facilities for consumer goods,
and this may qualify any conclusions as to the relative advantages of the removal of
the two taxes.

F. ADMINISTRATIVE CONSIDERATIONS

Increased income taxation involves the establishment of no new administrative
organization if, as we have assumed in the present memorandum, the current
Treasury proposals are accepted and a withholding tax is established as part of the
tax program. The general sales tax, on the other hand, would be an addition to the
Federal revenue system assumed here and would require a substantial administrative
organization. It could be integrated with the collection of corporate taxes, selective
excise, or payroll taxes, but there would be encugh differences among the tax bases
to present many new problems for the enforcement agencies. It seems probable that
more personnel and a greater expenditure would be necessary to obkain a given
amount of additional revenue from the general sales tax than from increased income
taxes with an already-established withhoiding device. If the costs to private business
of the operation of the withholding device, the examination of the annual retum for
each worker, and the administration of refunds to individual workers are included in
the consideration, the cost of administering a withholding tax on a broadened base
may be greater. Without careful investigation, it cannot be stated which revenue
source has the advantage with respect to the present availability of experienced
personnel.

Despite the possibility of higher direct collection costs and the need for a larger
collection force for a given addition to revenues, there are administrative
considerations favoring early introduction of a general sales tax. If it appears that
such a tax will atmost certainly be needed at some time during the war period, there
would be considerable advantage in inaugurating it now and training a staff. This
problem of staffing, not in itself decisive, reinforces the related consideration that —
if the principie of flexbility is to be introduced in wartime revenue measures -- there
would be a great advantage in inaugurating the general sales tax now at a moderate
rate and increasing it promptly as developments require.

Promptness of impact on income receivers Is of great importance for an anti-
inflationary measure, but there need be no matertal difference in this respect
between increased income taxes and a general sales tax. The withholding device
would require some end- of-year adjustment on the ordinary individual income tax
return. It may be that in order to avoid temporary inconvenience to many taxpayers,
as well as to reduce the volume of refunds, the current collections under an income
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Either the value-added tax or the retail sales tax would be new in Federal taxation,
although the problems of the retail sales tax are not materialiy different from those
involved in administering many of the present selective excise taxes. The possible
difficulty in administering a general business excise tax is substantially reduced by a
list in the possession of the Bureau of Internal Revenue which was built upon the
administration of the Social Security taxes, giving the names of practically all
business concerns.

The costs of administration and size of staff required for either type of tax depend
mainly on (a) the number of taxpayers subjected to the tax; (b) the goal of
administration in terms of the percentage of legal iiabilities that will actually be
collected; (c) the legal definition of the base - its complexity or simplicity as an
accounting concept; and (d) the extent to which exemptions are allowed.

The value-added tax as proposed in Professor Studenski's memorandum couid be
collected currently on the basis of a certain percentage of total sales established for
each industry for a tentative tax computation, In that case, the initial collection is not
substantially different from the collection of a tax on total retail sales. For the larger
establishments, however, the filing of annual returns should be required and this
implies additional work for the enforcement agency and the taxpayer. If small
taxpayers are given the right to claim adjustments when overtaxed on the
presumptive basis, this would add to the administrative costs for the Government
and to taxpayers' expenses for compliance.

The number of taxpayers under an all-inclusive retail sales tax might go as high as
2.6 million, including nearly 1.8 million retail establishments and some 0.8 million
wholesale, manufacturing, service, and professional businesses engaging only
incidentally in retail trade. Frequency and intensity audits would, of course, be less
for enterprises that are not prirarily in the retail field, but some further cost would
be involved in verifying that businesses not licensed or registered for retail sales
actually do not have taxable sales.

Under an all-inclusive tax on value-added, there would be about 11 million
taxpayers. Exemption of all establishments with gross income of $20,000 or less
would reduce the number of taxpaying enterprises to about 1 million. Such
exemptions would reduce the administrative load very materially, through not in
proportion to the numbers exempted, since it would be necessary to verify claims to
exemption and the size of the average taxable business would be substantially
larger, thereby requiring mare staff work faor a given number of actual taxpayers.

A tax exemption for small businesses would be much less feasible in the case of a
retail sales tax than in the case of a value-added tax, although low exemptions have
been allowed in the Indiana and Michigan state taxes. In the case of a retail sales
tax the entire tax is imposed on the final stage of the productive process. Exemption
for small retall traders might distort the competitive situation in the retail trade and
would require a higher rate for a given yield. The value-added tax collected from
retail traders as from all types of business would be small in relation to the retait
price. (For example, a 3 or 4 percent value-added tax imposed on retail business
would probably amount to less than 1 percent of the retail price of products.) If ali
small businesses and therefore small retail traders were exempted under a value-
added tax, the incentive to shift retall trade to smaller units or to divide businesses
Into small portions would be substantially less than under a retail sales tax. The
exemption under the value-added tax would, however, be a factor favorable to
small-sized busiress units in all lines. (Problems involved in a tax-exempt limit under
the value-added tax will be discussed in detail In Professor Studenski's report.)
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VI. REMARKS

A. ANTI-INFLATIONARY EFFECTS

The retail sales tax has a more direct and immediate impact on consumers than the
value-added tax, and in this respect it acts as a more immediate brake upon
consumption. This fact may make the control of secondary effects more dif‘ﬁcult than
with a value-added tax. It may lead workers to exert pressure mare immediately for
wage increases and to do more postponing of debt repayment or to fprego more of
their savings in order to minimize readjustments in current consumption. _The value-
added tax, being imposed at all stages and in alf branches of the productive process,
affects consumers’ prices more gradually and thereby avoids the shock effect of the
retail sales tax. o
Because of its more scattered impact, the value-added tax may be absorbed, initially
at least, by increased resistance of management generally to wage demands, or by
some contraction of realized business profits, compared with what would occur in the
absence of the tax. But if the initial impact of the tax on consumers were less than
that of a retail sales tax, the wage-increase demands attributable to the tax would
also be less and consumers would have less incentive to forego savings or defer debt
repayments, It seems likely that in wartime, frictions would oper_ate aver even an
extended period to compel somewhat greater absorption of profits by the value-
added than the retail sales tax, _ _
Thus it seems that the retail sales tax is more effective as an anti-inflationary device
with respect to the immediate impact on consumption, while there probably would
be less increase of wages attributable to the tax under a value-added tax. It is
difficult to judge whether, weighing both factors, the value-added tax or the sales )
tax is the more effective on the whole as an anti-inflationary device. The answer v_ml!
depend largely on the relative weight given to the direct curtailment of consumption
and the (indirect) brake on compensating income increases. ‘

From the point of view of price administration the business excise tax presents more
difficulties because it affects prices at every stage of the preductive process and not
at the retail level only, Other unavoidable pressures upon prices are so grgat,
however, that additional difficulties caused in administration of prices by either tax
are not of greater significance.

B. COMPARATIVE EQUITY . '
From the point of view of equity to the consumer, the general business excise tax
has a definite advantage as compared with the retail sales tax because it is likely that
a greater part of the value-added tax will be absorbed by business. . _ .

A retail sales tax, on the other hand, has the advantage from the social po_mt of view
that with it necessities of life can be exempted more easily. If great complications in
tax administration are to be avoided, the exemptions from a value-added tax can be
only for certain types or sizes of business; it would be quite difficult to base
exemptions on products. From one point of view, this may be an advantage,
however. In the enactment of a retail sales tax, it might be somewhat easier for .
pressure groups to urge exemption for their product, whereas in the interest of yield
the number of exemptions should be kept to a minimum. Furthermore, no s"ystem qf
exemptions can really allow escape for "life necessities" and catch "luxuries". Food Is
a necessity for life but many items of food are luxuries.

C. ADMINISTRATIVE CONSIDERATIONS



VIL. THE INDIVIDUAL INCOME TAX AS A METHOD OF
INFLATION CONTROL

Some people who oppose the use of taxation for any purpose other isi
of revenue pbject to its use as an instrument of inﬂa!cign ggntrg!t. :si:ir;afnrotr:et:li'sm
basic quest:oq of what are the proper uses of taxation, it may be cbserved that the
purpose of raising revenue is itself closely tied up with inflation control. Underlying
the purpose of raising revenue is a more fundamental purpose, that of avoiding the
harm_fui effect_s which would follow if expenditures were indefinitely financed without
taxation -- which in general would mean using the printing press or the banks as the
source of funds, If such methods of financing produced no ill effects there would be
no reason for the hair shirt of taxation. But such methods do produce ill effe
cts of whln_'h the most spectacular and perhaps the most important is inflation. Over
the centuries, the desirability of taxation as a source of funds has become somewhat
detached from its undertying rationale and has acquired an authority of its own. At
bot_to_rn, however, a fundamental objective of taxation, which largely determineis the
;:?flllé:l;itgnof the revenue objective, is the prevention and contrgl of present and future
{Accm:dingly, no apologies are necessary in considering taxation as a means of
inflation control. Before proceeding to the discussion of the individual income tax as
2gr;1;thc_>d of ig;lazior;l cgntrol, an introductory summary statement of certain

usions about inflation, whi i
O b Toura ool ch for the present purpose serve as assumptions,
1. Infiation used here as synonymous with inflationary price rise is no isi
by some sugematurai power but groups out of huma?: ipnstitutions anclt 2:;;5: visted
(a):gg;isz eadng I: t‘r;:refocr’: rg:s:gngble and controllable if people, especially people in

roups, un its causes and pha ili

necessary to prevent and control it. phases and are wiling to take the steps
2. Inﬂgtiqn is characterized by a situation where consumers and business
orggmzatlons are able and attempt to buy more goods and services than are
a_qullable under conditions where the normal mechanisms for increasing supply and
limiting demand are not operative, due to restrictions on increases in the supply of
goods and accompanied by continued additions to the volume of spendable funds.

_:lr.hEF:ffeCCI'nS ON SPENDING AND SAVING

& iveness of various dollars of income tax in reducing spendin i

person to person. No attempt will be made here to go into aﬁ oﬁhe vgny:t?;ssfirr? "

situations which may cause a dollar of tax to reduce saving or spending as the case

may be. In general an additional dollar in tax would reduce spending more in the

case pf a person with a low income than a person with a high income since the

margin for saving is much less. Persons subject to the income tax (not including the

Victory tax) account for roughly three- fourths of the total expenditures. In view of

the fact that for every family & certain amount of expenditure is absolutely necessary

:;S;. c;r;:gtabe co'r:s;idered inflationary in character, the income tax applies to persons
much larger proportion i f

g\an ke o |gn?1 i cpate po of the total potentially inflationary expenditures

pendings may be made from accumulated savings as well as from

and such savings are an important source of funds for normal purchg;err.e;‘rf mgsn

to these lnorma! purchases the accumulated savings for the past years furnished a

substantial threat to prices in case there should be anything approaching a mass

movement of the use of such savings for the purchase of goods and services. The

income tax places no penalty on the spend of accumulated savings and does not
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Even if some portion of retail trade under 2 value-added tex should escape the
portion of the tax imposed on the retail trade, the products still would be taxed on
their earlier stages of production. Moreover, a tax imposed entirely at the final stage
in the productive process is more conducive to tax evasion than a tax which has an
equal yield and is spread over all stages of production. This is partly counter-
balanced by the fact that the retail sales tax has a simpler base.
Neither in this country nor abroad has there been experience from which a direct
comparison might be made of the administrative aspects of retail sales and value-
added taxes. Experience of many American states and a few cities over the past
decade testifies to the administrative feasibility of a retail sales tax. Collection costs
to the governments and compliance costs to the taxpayers appear to be low
compared with most other forms of American taxes. Because collections are made at
short intervals, definquencies have not been an important problem even in the
depression. An important administrative consideration favoring this type of tax is the
fact that approximately half of the states, including some of the largest, have
personnel and taxpayers who are experienced in handiing retail sales taxes. Tt would
be possible to draw a nucleus of experienced personnel from the states, and a
majority of retail establishments would be familiar with the concepts involved in the
new tax.
On the other hand, states may be opposed to the use of the general retail sales tax
by the Federal Government because they may regard this as an intrusion into their
domain,
The general turnover taxes of European countries offer the nearest parallels to the
value-added tax. These taxes have demonstrated few adrninistrative difficulties
compared with most other taxes in the same countries. Coltection and compliance
costs, as well as the volume of delinquencies, appear to be iow. The favorable
European experience with these taxes suggests that a value-added tax would be
feasible administratively, particularly since it avoids the enforcement difficuities
which are ralsed for a general turnover tax by variations in the extent to which
industrial processes are concentrated within an individual concern.

D. CONCLUSION

In the comparison between a retail sales tax and a value-added tax it was not
possible to arrive at a clear-cut preference for one of these two forms of business
taxes. From the point of view of equity among consumers, the value-added tax
appears preferable unless a retail sales tax with exemptions for life necessities is
considered. In the latter case, however, the nominal rate on the remaining retail
sales must be higher than the rate of a value-added tax yielding the same revenue.
Judgment about relative anti- inflationary effects depends on the relative weight
given to the direct curtaiiment of consumption and the indirect effects on wages and
other consumer income, Differences of apinion exist with respect to the comparative
administrative expediency of the two taxes. Exemption of small business units would
be more feasible under the value-added than under the retail sales tax. Experience
with state sales taxes provides a nucleus of experienced personnel and has
familiarized retail businesses with this type of tax base, but reliance of many states
upon such taxes might lead them to oppose its use by the Federal Government. Less
consumer resistance may be expected to the value-added than to the retail sales tax,
partly because the value-added tax is a "hidden tax."
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THE FAIR TAX

A single-rate retail sales tax, The Fair Tax will tax enly what individuals choose to
spend, allowing citizens to control how much tax they pay and when they pay it.

The Fair Tax will eliminate all income taxes, including capital gains taxes, all payroll
taxes, estate,inheritance taxes, and corporate and self-employment taxes.

It will close all tax loopholes. It will abolish the collection office at the Ministery of
Finance, and individual taxpayers will never again file tax returns.
The Fair Tax Is Simple.

*The Fair Tax is simple and transparent. All income taxes will be abolished and replaced
with a single-rate sales tax collected only once at the point of final purchase. Used items
and business-to-business transactions will not be taxed. The Fuair Tax is not a Value
Added Tax.

The Fair Tax Is Equitable And Progressive.

+«The Fair Tax will provide a monthly rebate to al! individuals, regardless of income, so
that no Lebanese will pay taxes on the purchase of basic necessities. Wage earners will
keep everything they earn and will no longer be burdened by regressive payroll taxes.
Also, taxpayers will be able to choose when and if to pay national retzil tax by choosing
when, what, and how much they buy.

The Fair Tax Will Generate More Savings, Investment, Jobs, And Growth.

Bringing home 100% of every paycheck wil! give each wage earner more money to
spend, save, and invest. No taxes and elimination of the tax bias against investment will
stimulate economic growth — creating more and higher paying jobs — and raise the
standard of living for all Lebanese. Investment in people (education and training) will not
be taxed. And The Fair Tax will dramaticaily lower interest rates.

effort, may be questioned, Likewise the effects of high rates of tax on the taking of
risks cannot be ignored. In view of the shortages of manpower and materials, and
especially of man-power, it may be that no additional willingness to undertake risks
in civilian industry would be of much help in increasing civilian supplies during the
war period. _
Another general effect of the income tax on the supply side relates to the question of
general morale. It is not possible to eliminate entirely the equity consideration from
the discussion of anti-inflation forces. The willingness of the workers, for example, to
give full effort may be impaired if they do not feel that taxes are equitably imposed.
Thus one of the factors in choosing between types of taxes for anti-infiation
measures and in determining the rate of an income tax if that tax is chosen is
whether the resulting distribution of the tax burden will be recognized as an
equitable one, The income tax imposed at progressive rates is believed to be
recognized generally as the most equitable form of tax.
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much easier than they collect taxes today. There will -no longer be any need for
complexity collection office at the Ministery of Finance.

The Fair Tax Is Fair To Retailers And States.

*Retailers will play a key role in The Fair Tax plan, but they won't carry an unfair burden.
Retailers and municipalities will each be paid 25 basis points for collecting retail sales
taxes. And they'll benefit from increased consumer spending and the ability to operate
free of payroll taxes, income taxes, and the complexity and overhead that go with them.

The Fair Tax Makes Tax Evasion More Difficult.

«Tax evasion is a major and growing problem in today's income tax system. Under The
Fair Tax, only the retailers who collect The Fair Tax will file tax forms, reducing the total
number of “filers” by about 90%. That will make monitoring more efficient and
enforcement more manageable.

The Fair Tax Will: The Fair Tax Won't;

*Repeal the national income tax, +Cause prices to rise.
including capital gains taxes.
*Decrease government revenue.

*Repeal corporate and

self-employment taxes.

*Repeal all payroll taxes including
Social Security.

*Repeal all estate and inheritance taxes.

*Provide a universal rebate equal to
the sales tax paid on essential goods.
and services to ensure that no
Lebanese pays taxes on necessities.

+Impose a 21.5% tax inclusive rate
on the purchase of new goods and
services in Lebanon.

*Unfairly burden the poor or elderly.
*Unfairly burden retailers.
*Be structured as a VAT.

Provide tax loopholes of any kind.

The Fair Tax Is Revenue-Neutral.

*The Fair Tax plan won't deprive the government of needed funds, or citizens of needed
programs.

The Fair Tax Is Good For Taxpayers, Business And The Ecoromy.

*Today, taxes and compliance costs are hidden in the price of everything we buy — from
clothing to healthcare. When those hidden costs are eliminated, the retail price
consequences of a 21.5% retail sales tax are dramatically reduced. In fact, Dr. Dale
Jorgenson, Chairman of the Economics Department at Harvard University, projects an
average producer price reduction of 20% after adoption of The Fair Tax. Falling producer
prices will allow retailers to maintain current profit margins while reducing retail prices
to consumers. And consumers will have 1009 of their paychecks in their pockets — plus a
monthly tax rebate to apply toward the purchase of necessities.

The Fair Tax Will Make Businesses More Competitive.

*The elimination of corporate taxes and payroll taxes will dramatically reduce the cost of
producing goods. Businesses will become more competitive both at home and abroad.
And as the cost of doing business falls, we'll become a more attractive place for Lebanese
and foreign companies to do business and Iocate facilities — bringing jobs and investment
to our own shores for a change.

The Fair Tax Will Abolish The Collection Office (C.0.) -

*According to the estimation, we spend Lp billions each year to measure, track, shelter,
document, and file our annual income taxes. The Fair Tax will reduce those compliance
costs.»Under The Fair Tax, the governement will collect the national sales tax revenue



5. How will the Social Security system be affected?

Like all national spending programs, Social Security will operate exactly as it does today,
except that its funds will come from the National Retail Sales Tax. Employers will
continue to report wages for each employee to the Social Security Administration for the
determination of benefits. There will be no changes in who receives benefits or how
much they receive.

6. How will the National Retail Sales Tax affect Social Security reform?

The Fair tax plan does not affect Social Security reform efforts. The Fair tax plan does
not change Social Security benefits or the structure of the Social Security system. All it
does is replace the current revenue source (payroll taxes) with a new revenue source
(dedicated sales tax revenues). If Social Security is reformed or privatized in 2 way that
reduces the government’s need for reverue, then the sales tax rate can be reduced. For
example, it a mandatory private savings program is implemented where people must save
10 percent of their income and Social Security benefits are curtailed, ther the sales tax
rate can be reduced just as payroll taxes would be reduced.

7. Is consumption a reliable source of revenue?

Yes, in fact, consumption is a more stable source of revenue than income. A recent study
showed that for the years 1959 to 1995, the sales tax base was less variable than the
income tax base. Why? Because during difficult times due to loss of a job or an inability
to work, people may not have as much income, or may have no income at all. They
borrow funds or use savings. They may not have earnings, but they still contitue to
consume.

8. How will the tax be collected?

Retail businesses will collect the tax from the consumer. There will be an additional line
on the current sales tax reporting form. In some cases, however, businesses that produce
products or services which are not currently taxed wiil have to begin collecting sales tax

FREQUENTLY ASKED QUESTIONS

1. What will be taxed?

A 215 percent, single rate, single stage, National Retail Sales Tax (_NRST) will be
applied to the sale of all new consumer goods and services at the final point of consump-
tion. Used items will not be taxed. Business to business purchases for the production of
goods and services will not be taxed.

2. Exactly what taxes will be abolished?

The NRST is 2 replacement tax and it will replace the individual national income-tax
including, capital gains taxes, all payroll taxes, corporate income taxes, the self-
employment tax, and estate and inheritance taxes.

3. How will the rebate work?

All valid Social Security card holders will receive a rebate equivaient to the s:ltles tax paid
on essential goods and services. The rebate will be paid in advance, in equal 1nstallmen§s
each month. The size of the monthly rebate will be determined by the government’s
Poverty Level for a particular household size, multiplied by the tax rate. (Household is
defined here as one or more individuals.)

4. Does the NRST rate need to be much higher to be revenue neutral?

The proper tax rate has been carefully worked out; 21.5 percent does the job .of: n
raising the same amount of funds as are raised by the current system, (2_)_ paying the
universa] rebate, and (3) paying the collection fees to retailers and municipalities.



extracted in a less economically damaging way. Every known economic projection shows
the economy doing better — not worse — under a sales tax. Because the economy will
grow and become more productive, investment, wages and consumption will be higher
than they would have been under the income tax.

18. What will happen to interest rates?

First, interest rates will drop quickly by roughly one-quarter after passage of the law.
Interest rates include compensation to the lender for the tax that they must pay on interest
you pay them. That is why taxable bonds bear a higher interest rate than tax-exempt
bonds. When the tax on interest is removed, interest rates will drop toward today's tax-
exempt rate, :

Secqnd, under the current system, savings and investments are taxed. Under the National
Retail Sales Tax, savings and investments will not be taxed at all. As Lebanese save more

money, the pool of funds in lending institutions will grow, thereby causing the cost of
bormowing funds to drop.

19. What will happen to the stock market, mutual funds, and retirement funds?

Investl:nents should prosper greatly under this plan, since corporations will face lower
operating costs and individuals will have more money to save and invest. The reform will
significantly enhance the retirement savings of many Lebanese.

20. What will happen to tax-free bonds?

Nothing will happen to tax-free bonds. They will still be tax-free. On the other hand, all
stocks, bonds, and other investments will be tax-free as well.

21. How will this affect U.S. competitiveness in foreign trade?

more in need of the initial employment opportunities that a dynamic, growing economy
provides. A national sales tax would dramatically improve economic growth and improve
wage rates. Retaining the present tax system will make economic progress needlessly
slow, harming low income people the most.

12. Will prices for goods and services go up by the amount of the tax?

No. All goods and services atready contain the embedded costs of the current tax system
in their prices. When these embedded taxes are removed, prices will come down. Dr.
Dale Jorgenson, Chairman of the Economics Department at Harvard University, has
projected an average producer price reduction of 20 percent in just the first year after the
adoption of a National Retail Sales Tax. In addition, the NRST will lower compliance
costs by an estimated 95% and the removal of these costs will force prices down even

lower.

13. Shouid the government tax services?

Service providers are not exempt from the income tax today, and should not be exempt
from the sales tax. Services now account for well over one-half of the Gross Domestic
Product (GDP). It would be unfair and economically foolish to tax only goods. Neither
consumption of services nor consumption of goods should be tax preferred. Competition,
- not politics — should determine what goods and services cost.

14. Will corporations get a windfall with the abolition of the corporate tax?

Corporations are legal fictions and do not bear the burden of taxation. Only people pay
taxes. Corporations pass on their tax burden in the form of higher prices to consumers,
lower returns to investars, and lower wages to workers. Under the Retail Tax plan, if
income earned in a corporation by owners or employees is spent on consumption goods,
sales tax is paid. But, if the money is retained in the business and reinvested to create
jobs, build factories, or develop new technologies, no tax is due. This is the most fair,
productive tax system possible. Free market campetition will do the rest.



25. How will the NRST affect government spending?

The public will need to remain vigilant to ensure that the economic gains caused by the
sales tax benefit the people and the causes they deem worthy. However, citizens will
more easily be able to determine if their elected representatives are acting in their best
interest. Legislators will more easily be held accountable for their decistons. For the first
time in decades, it wiil be simple to see whether a politician is advocating an increase in
taxes or a restraint on government spending as the economic pie gets bigger. This is not
the case today.

26. What about the VAT (Value Added Tax), isn’t it a consumption tax and hasn’t it been
a failure in other countries?

First, the sales tax is not a VAT. A VAT works very differently It taxes every stage of
production. It is much more complex, and is typically hidden. Secend, in industrialized
countries that have 2 VAT, it co-exists with high-rate income tax, payroll and many other
taxes that, in some instances, have lead to marginal tax rates as high as 70 percent. Third,
all other industrialized countries, except Australia and Japan, have a much larger tax
burden than the U.S. which requires higher rates and makes tax administration much
more difficult.

27. Will the transition from the income tax to a sales tax be disruptive and difficuit?

Everyone will have to think about taxes in a different way. Income — what we earn — will
no longer have to be documented, measured and kept-track-of for tax purposes. The only
relevant measure of our tax liability will be the amount spent on final, discretionary
consumption. Tax-related issues will suddenly be a lot simpler and more straight-forward
than they used to be. The sales tax is not new; most Lebanese come into contact with it
daily. In fact, it should be easier to switch from an income tax to a sales tax system than it
is to switch from gallons to liters, or from feet to meters! Of course, those who depend on
the structure and complexity of our current system (e.g. tax lobbyists, tax preparers and
tax shelter promoters), will have to find more productive economic pursuits. However,
everyone will have enough advance notice to adjust to the new system.

Since all Lebanese exporters will immediately see an average 20 percent reduction in
their preduction costs, they will experience an immediate boost in their competitiveness
overseas. Lebanese companies doing business internationally will be able to sell their
goods at lower prices. In addition, Lebanese companies with investments or plants abroad
will be able to bring home overseas profits without the penalty of paying income taxes,
resulting in more Lebanese capital investment. And at last, imports and domestic
production will be put on a level playing field. Exported goods wil] not be subject to the
Nationa! Retail Sales Tax, since they will not be consumed in Lebanon; but imported
goods sold in Lebanon will be subject to the NRST because these products will be
consumed domestically.

22. What about border issues?

It is unlikely that “shopping across the border” will result in any cost savings to the
consumer. Remember, the tax inclusive prices of goods and services after passage of the
Retail Tax law are likely to remain very close to the same levels that they can be found in
the marketplace today.

23. Can Government just simply raise the rate once the NRST is passed into law?

Yes, of course Government can raise the sales tax rate just as it could raise the flat tax
rate or can and does raise the income tax rate. However, a sales tax is highly visible. And
because there is only one tax rate, it will be very hard for Government to adopt the typical
divide-and-conquer, hide-and-disguise, strategy employed today to gradually ratchet up
the tax burden by manipulating the tax code. Ultimately, the tax rate will be dictated by
the size of government. If government gets larger, higher tax rates will be required. If
government shrinks relative to the economy, then the tax rate will fall.

24, Could we end up with both a sales tax and an income tax?

No current supporter of the NRST would support a sales tax unless the entire incomg tax
is repealed. Moreover, concurrent with the repeal of the income tax, a constitutional
amendment prohibiting the income tax will be pushed through Government for
ratification by the Parliament.



2) Value Added and Sales Tax THE BRITISH TAX SYSTEM

Value-Added Tax 1) Sources of Government Revenye 199596

The standard rate of value added tax (VAT) in the United Kingdom is 17.5%,
although a lower rate of 8% is applied to domestic fuel. Various categories of goods ot o o

tal
are either "zero-rated” or "exempt”. Zero-rated goods have no VAT levied upon Source of revenue £ billion Sbillion .ol 1013
the final good or upon the inputs used in its creation. Exempt goods have no VAT
levied on the final good sold to the consumer, but firms cannot reclaim the VAT

paid on inputs, thus exempt goods are effectively liable to lower rates of VAT Income tax 68.9 107.5 23.3
(between 4% and 7% depending upon the firm's cost structure and the nature of . o 44 (0.3 163
suppliers). Approximately 25% of consumer expenditure is on zero-rated goods and National Insurance contributions . . .
about 15% upon exempt goods. Table 10 lists the main categories of goods that are .
zero-rated or exempt. Corporation taxes
Corporation tax{a) 24.7 38.5 9.1
Petroleum revenue tax 0.9 1.4 0.3
National non-domtestic rates 13.6 21.2 5.0

Zero-Rated and VAT Exempt Goods
Capital taxes

Capital gains tax 0.9 1.4 gz
Zero-Rated Goods VAT Exempt Goods Inheritance tax 1.5 23 0.7
Stamp duty 2.0 341 2
16.2
-Most food (not alcohol, soft drinks, -Rents Value added tax 4.0 68.6
confectionery and crisps and meals -Private education Lo
out) -Health services Other indirect taxes 542 57
-Construction of new dwellings -Postal services Petrol dntles_ -1,52-5 11-2 2'6
-Passenger transport -Finance and insurance Tobacco duties 56 8‘7 21
-Books, newspapers and magazines -Burial and cremation Alcohol duties . " ) 0.6
-Medicines on prescription Betting and gaming duties L6 2.5 1.5
-Children’s clothing Vehicle excise duties 4.1 6.4 -
Custom duties 23 3.6 0.8
Air Passenger Duty 0.3 0.5 0.1
Insurance Preminm Tax 0.6 0.9 0.2
Excises
Council tax 9.2 14.4 34
Excise duties are flat-rate taxes {per pint, per litre, per packet etc) levied upon 246 384 0.1
alcoholic drinks, tobacce and petrol. Tobaceo products are subject to an additional Other . X 8
ad valorem tax of 20% on the total retail price including the duty. The Chancellor . 1.9 4242 100.0
has snnounced a commitment to raising the real value of the duties on petrol and General government receipts 271 . -

diesel by at least 5% and on tobacco by at least 3% per annum, These announced

changes arise partly from budgetary and partly from health and environmental (splact Corporation Tax (ACT)
- - v - r a |ms Advam
consideration. Table 11 shows the rates of duties levied in 1996-97, Source: Treasury Financial Statement & Budget Report 1996-97



SALES TAX

NoSales SALES
TAX TAX 1%
COST CIF 100.00 100.00
CUSTOM 18% 18.00 18.00
IMPORTERS COST 118.00 118.00
IMPORTERS MARGIN 35% 41.30 41.30
TOTAL 159,30 159.30
1.59
IMPORTERS SELLING PRICE 159.30 160.89
WHOLESALER COST 159.30 160.89
WHOLESALER MARGIN 0% 0.00 0.00
TOTAL 159.30 160.89
WHOLESALER SELLING PRICE 159.30 162.50
RETAILER COST 159.30 162.50
RETAILER MARGIN 100% 159.30 162.50
TOTAL 318.60 325.00
RETAILER SELLING PRICE 318.60 328.25

RETAIL PRICE INCREASE (VALUE) 9.65
RETAIL PRICE INCREASE (%) 3.03%

ACC. TAX

1.59

Excise Duties For 1994-95

Good Duty (pence
Pint of beer 24
Packet of cigarettes (20)

Duty 125

Ad valorem 58
Wine (75cl bottle) 105
Spirits (75¢l bottle) 554
Petrol (litre) 39
Unteaded petrol (litre) 34
Diesel (litre) 34

Seurce: 1FS BRC Budget Guide (! 995}

Duty ($

37.4

193.4
90.4
163.8
864.4
60.8
53.1
53.1

Total duty as a
percentage of price

15.6

63.3
0.35
49.7
61.9
59.6
59.6



NATIONAL RETAIL SALES TAX

NATIONAL RETAIL SALES TAX

COST CIF

CUSTOM 2% 1000..?100

IMPORTERS COST

IMPORTERS MARGIN 35% 10:5.32
TOTAL 135.00

IMPORTERS SELLING PRICE 135.00

WHOLESALER COST

WHOLESALER MARGIN 0% 1356200
TOTAL 135.00

WHOLESALER SELLING PRICE 135.00

RETAILER COST 135.00

RETAILER MARGIN 160% 135.00
TOTAL 270.00

RETAILER SELLING PRICE 270.00

NATIONAL RETAIL SALE TAX 215% 58.16

CONSUMER PRICE 328.16

CONSUMER PRICE

COST CIF j 100.00
CUSTOM 18% 18.00
IMPORTERS COST 118.00
IMPORTERS MARGIN 35% 41.30
TOTAL 159.30

IMPORTERS SELLING PRICE 159.30
WHOLESALER COST 159.30
WHOLESALER MARGIN 2% 0.60
TOTAL 159.30

WHOLESALER SELLING PRICE 159.30
RETAILER COST 159.30
RETAILER MARGIN 100% 159.30
TOTAL 318.60

RETAILER SELLING PRICE 318.60
NATIONAL RETAIL SALE TAX 3.0% 9.56

328.16




INTERNATIONAL COMPARISONS

IMPACT OF THE 1% SALES TAX ON PROFIT

Direct Tax . Indirect Tax
NET PROFIT | CORPORATE | EQUIVALENT | ADJUSTED FINAL
TAX OF 1% TAX | TAX ON PROFIT
Fnce Gera IMPORTER 10% 10% 10% 20%
WHOLESALER 3% 10% 33% 43%
RETAILER 15% 10% 6.6% 16.6%

Switzerland

USA Japon




INTERNATIONAL COMPARISONS
Percentage of the Tax & Social Contribution in the GDP in 1993
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FUEL PRICE STRUCTURE
GASOLINE KEROSENE GASOIL
COST PRICE 4597.2| 42.6%|| 4912.18| 80.5%| 4727.28| 81.5%
FEES 5000| #6.3% 736.82| 1219 472.72|  8.29%
DISTRIBUTION Comp. 70.8| o07% 19 0.3%
300 5.2%
TRANSPORTATION 132| 1.2% 132 22%
GAS STATION COMMISSION 1000| 9.3% 300 49% 300 5.2%
TOTAL CHARGE/JERRY CAN 10800 6100 5800

P.S: Min Rate exice duty on petrol in Europe: 337 ecu/1000 ) = 337/1000 * 20 * 1.08 * 1525 = 1100 lp/jerry
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TAX REVENUES

PROFIT TAX 390 10.9%
SALARY TAX 20 0.6%
CAPITAL TAX 30 0.8%
PROPERTY & REAL ESTATE 410 11.5%
CEMENT TAX 50 1.4%
TOBACCO TAX 70 2.0%
LEISURE TAX 12 0.3%
VEHICLE TAX 80 2.2%
DEPARTURE TAX 50 1.4%
IMPORT TAX 2190 61.4%
STAMP TAX 230 6.4%
OTHERS 34 1.0%

TAX REVENUES 3566 100.0%
NON-TAX REVENUES 634

TELECOM TAX 400

BUDGET 1998 REVENUES 4600
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TAX BUDGET / CATEGORIES 1998
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COMMERCIAL RETAIL TURNOVER

MILLION $%
EXPECTED RETAIL SALES 2000
TAX 1% 200
TAX 40% 120
INCOME FROM CORPORATE TAX 255
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