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L 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and thus an emergency levy to be withdrawn as soon as the special expenditure is
compieted, 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 considerable 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 period of time. The introduction 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
imposed in a form which will accidentally fall on some taxpayers very much heavier
than on others. For example, the estate tax is coliected 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 calls 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 earned 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 politica! 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, gasotine, alcoholic
beverages and tobacco. Some of these are aiready 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 taxation of alcoholic
beverages might not resuit in a large amount of new revenue. Its effects might on
one hand be a reduction in consumption of aicoholic 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

above what the agencies who have studied the matter consider to be a minimum
budget for efficiency. It is recognized that considerable politicat 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 would 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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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. It 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 to a single objective. This objectively to use the tax
system, the instruments of monetary control, and Govemment borrowing to assist in
bringing about the transfer of commaodities and factors of production from private to
public use. Wherever any of these instruments is applicable it would operate to
immobilize alt potentially inflationary 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 idea! 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 Govemment attempts to divert mare than this
residual, taking account of all possibilities of increasing supply, the magnitude of rea
national income must fall because of the decreased physicat efficiency of the working
population. Even under an ideat 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 allocation of factors.
This decision 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 latter, in allowing the firm or individual to save for the post-,
offers more stimuius 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-borrowing
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 wealth is preserved
during the war pericd. In fact, owing to the destruction of real capital, the inequality
is greatly increased.



22. Loans made

23, Other non-taxable payments

24. Total deductions (Items 14-23)

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

:. E(:_::l;‘d_ENTS ON ITEMS IN THE "INDIVIDUAL EXPENDITURE TAX
[8] Item 1, taken in conjunction with Item 14, indicates indir

m 1, t2 L ectly the amount of
spending which r_xas beer_1 made by net reduction of cash and bank balances.
[9] Iltems 2 tq 8 include in generat the various types of income which an individual
ﬁfﬁk will be noted that they are offset under "Deductions™ uniess they are
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the busmegs made a profit during the year in question. Amounts not withdrawn are
ngt deduqtlble 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 undesirabl i
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e " e; tnat it discourages instaliment buying it i i-
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[16] Item 16. Interest payments on a mortgage
; on an owned home are included i
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[4] It is easier to bring together the various sources of funds avaitable for
expenditure that it is to establish agreement on allowabie deductions. In many cases
a difference of opinion can exist as to whether an item should be regarded as
taxable spending.

For example, some might argue that fines and penalties ought to be considered
taxable spending; again, a portion of a life insurance premium involves payment for
current protection, and therefore could be regarded as properly taxable. A difficult
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 ought not to be
included fully in the spendings tax base. It is recommended here that rent 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' GOODS. These comprise
various amounts of saving, since they release their utilities slowty over time. In most
durable consumer's goods the consumption aspect clearly predominates, and only an
owner-occupied dwelling contains a sufficient element to saving to render it desirable
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.
C. 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 foliows:

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 all kinds
7. Withdrawals from business, profession, partnerships, and trusts
8. Cash gifts and bequests 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, Totat (Items 1-12)

E. DEDUCTIONS: NONTAXABLE USE OF FUNDS

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

15. Cash gifts and contributions

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

occupled homes

18. Fines and penalties

19. Purchase of capital assets

20. Life Insurance premiums, and annuity and pension payments

21. Debts repaid in cash induding payments on installment purchases



ILADMINISTRATIVE 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] Afthough actual withhoiding 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 unfortunately cannot be entirely effective
because (1) the necessity on administrative grounds of excluding smail 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 Internal 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 fairly 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 fikely 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
individuats 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

e, and local taxes ought to be deducted fro;\;: the base
i their inclusion is the same as

except taxes on owner-occupied homes. The reason forA

that [m)mder Ttem 16. Business taxes would not be deductible because they do not

enter into "Funds available for expenditure.”

[17] Item 17. All Federal, Stat

i ment exists with respect to the exemption of "Fines and
}2,"?0 tlTee s?:?!gzzs tax base. They are deduct.ed hfrg pecause they are
not voluntary expenditure in the usual sense of "expenditure (inqdeptlally,_ of .
course, much so-called voluntary expenditure is involuntary because it is dlc;at Y
necessity, custom, etc.), and because the actual burden.of a large fine can become
inardinate if both the income and spendings taxes are highly graduated.

[18] Item
penalties”

i i jude its purchase from
19] Item 19. By regarding a home as a capital _asset we exc
Ehelspendings tax base. Part of the purchase price may get in subsequently gwdrough
the inclusion of interest on the mortgage. Repairs on a home are not regarded as a

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



IILTHE RELATIVE MERITS OF A SPENDINGS TAX AND FURTHER
INCREASES IN INCOME TAX RATES

[31] It is impossible, of course, to make a final judgment on the relative merits of
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 taxabie 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 consumption only by siphoning off purchasing power, sc 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
penalty directly on all consumers 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 farger the income the smaller the preportion 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 poiitical appeal. Because of a

general feeling that liability 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. Exemptions 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 like 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, refief 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.

ings i i i jecti this method is that
the spendings in the eighteen month period. The objection to \ |
unlesl;e ther;?:n is suddenly announced six months before the sper_ldlngs th isto
become effective individuals cannat in practice be held for all the information

required on the spendings tax form.



Studje_s made in the Division of Tax Research indicate that a sales tax is difficutt to
administer, requiring an entirely new body of collectors, auditers, and other
personnel. Again, new business machines, typewriters, and possibly metal tokens
would be needed on the introduction of a retail sales tax. Under a spending tax, on
the pther hand, a very {arge proportion of the labor of assessment and col!ectiorn is
ganrgl:gf :l"ltjt by the taxpayer himself, and at no great additional cost to him in time

V.SIMULATION

A. THE SALES TAX
If a sales tax is employed with the obj irecti
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;:hnder mg war effort, the bulk of the tax wilt be paid by those who receive most of
the new income, namely, the low income receivers. But at rates likely to be applied
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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 would have a lower 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 reduted
by the difficulty of causing consumers to associate particular purchases with
spendings tax liability. It is not practicable to collect a flat peftentagé on all spending
because (1) an enormous number of refunds would have to be made to the millions
of families below the exemption, and to take account of that part of the spendings of
all families and individuals which is below the exempticn, 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
assoclated with the income tax, and since spending would be regarded as
presumptive, the device could not be effective. Furthermore, many of the receipts
items under a spendings tax (e.g., funds received in repaymet of debt, new
borrowing, gifts, etc.) are not subject to withhoiding.
[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, personal exemptions cannot be given. A retail sales tax, applicable orly to
consumers’ goods, can provide personal exemptions eithet 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 exerpted 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 operate more smoathly, but would suffer from the
stigma of resembling a dole. 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 infiationary on the ground that
(1) it is difficult to fulfill these stipulations, (2) iabor contracts frequently provide for
higher wage rates in the event of a rise in the cost of living. 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 litte
reason to think that the incentive would be much stronger undler 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 items entering into cost is calculated to upsét the controls. The spendings
tax has the advantage of avoiding this difficulty, and on this count is superior to any
but the most 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
resuiting 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
Iarge]y subjective, while to the extent that they are objective they involve difficult
predrct_ions 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 contemplated
rates most individuals will do both, in some budgets consumption will be a relativety
fixed e!efner_rt (private schools, an, expensive house), while in others savings will be
more n_gid (insurance). Furthermore, the reactions of individuals will be different
depgndlqg on their income levels and on the spending-saving psychology and cther
specnal arcumstances in different households. For example, cases may exist in which
?t:ghe?::ts mczusge t?e 'head of tt;le family to give up trying to create an estate; here

0 increase t ing-savi i
have orpoat ;effects. e spending-savings ratio. In other cases the tax may
A sales tax imposed at a high rate may also operate for certain gr i
somgwh_at different from that usually assumed. In those incomegg?gggsigra\dr?:ms;e
famllles in which n'_aaintenance of a standard of fiving already set is considered more
important t_han_ maintenance of the previous rate of savings, increased living cost is
allowed to 'mpinge on savings. It must be admitted, on the other hand, that in the
presence of rationing, it is more likely that on balance it will be consurn'ption which is
cur;alled; but the curtailment will be less where families are willing to revise their
savings schedules sharply downward.

i; COMPARATIVE EQUITY

/ indicated in the previous section, the most inequitabie way of financing th j
mﬂatxor],_ any ‘antl-mﬂanonary tax is more equitable. Thus, if ;/here isa dif?ereicweai; °
the antn-mﬂaponary effects of a general sales and a withholding tax, this has

indirect bearing on their comparative equity. ’ "

For_ present purposes tr_le doctrine may be accepted that that tax is least equitable
which be_a[s rpost heavily upon recipients of small incomes, and that some degree of
pmgressyv!ty in relatior] to income is necessary. An inequitably high degree o?g e
prog_resswnty cpuld be introduced, but this danger still seems remote. The existin
dustr!butlon of incomes, the institutions and devices for tax avoidance that are mc?re
Ir:eg:y employed by the weﬂ-to—do_, and the whole complex of taxes making up the
assumu:d szhs:tem --all :.;L:rggest continued need for progressive taxation, It may be

¢ any addition to progressive taxes which at present is likel

improvement in the system. Y vould be an

‘Ir)‘r.;e cgr:b'l’emms T;IVE II:LUENCE ON PRICE ADMINISTRATION
] of price administration cannot be very significantly affected
mﬁi Ir;_ade betweer} the two melhods of taxation. To the extezt that theby the
e ing ;ax permits a Ie\fver price tevel for a given volume of transactions, it
effgcts e:fsghe et:agurden t(;:e price administration. But the difference between th'e
Xes on price level would be small compared wi
large volume of inflationary borrowing that will occur in ar?: ;ver?tl.th the effectof 2

E. ?::ECTS ON PRODUCTION
0 extent that 2 general sales tax reduces total consumpti
! ; ption more than
o Nt (T B e Pt e SERer ressre for convrsn
. on. ither the pressure would
greatest for firms producing goods with the most flexible demand. Howeve::e ifitis
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Payroll taxes, insofar as they are levied upon the employee, are not usually 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 to think that if
they wilt strive to neutralize the effects of a sales tax, they wili not act in the same
way with respect to a payroll tax.
A withholding tax applicable to low incomes is in many respects similar to the payroll
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 tow incomes are discriminated against. On the other hand, if labor leaders are
concerned with maintaining real labor 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 employed 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 compulsory 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 facters 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-inflationary tax because it can be made to strike at both savings (the basis of
the demand for factors of production by private individuais) 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 seif-employment assumes
importance.
A discussion of the relative inflationary or deflationary effects of various types of
taxes is not complete without at ieast 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 placed 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, preduction policies
must be rearranged in the light of changed demand resuiting 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.

Prefgrence must be determined by the comparative emphasis put on the anti-
mﬂatlopary and the equity aspect of the question. The inflationary aspect has in itself
an equity aspect. If the practical maximum of revenue has been raised from
progressive taxes and if inflationary pressure stili 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.

assumed 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
smaller. 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 I, 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 twe types of taxes would
exert toward conversion of industry has its cerollary in the readjustments that would
be stimulated by a reduction or postwar removal of either tax. If reduction of the
income tax would do most to stimulated 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 reducticn or repeal would occur in 2 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 enough 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 obtain a given
amount of additional revenue from the general sales tax than from increased income
taxes with an aiready-established withholding device. If the costs to private business
of the operation of the withhclding device, the examination of the annual return 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 carefui 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 coliection 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 almost certainly be needed at some time during the war period, there
would be considerable advantage in inaugurating it now and training a staff. This
probiem of staffing, not in itself decisive, reinforces the related consideration that --
if the principle of flexibility 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 material 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,
;Ithough the problems of the retail sales tax are not materially different from those
iqvo!ved in administering many of the present selective excise taxes, The possible
QIngculty in administering a general business excise tax is substantially reduced by a
list in Fhe possession of the Bureau of Internal Revenue which was buiit upon the
adn_un!stration 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
maur!ly on (_a) the number of taxpayers subjected to the tax; (b)tytge goal ot('je pend
administration in terms of the percentage of iegal liabilities that will actually be
collecteq; (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 coulid be
collec_ted currently on the basis of a certain percentage of total sales established for
each mdyst:y for a tentative tax computation. In that case, the initial collection is not
substa_nhally different from the collection of a tax on total retail sales. For the larger
gstaplrshmgnts, however, the filing of annual returns should be required and this
implies aﬁdmoqal work for the enforcement agency and the taxpayer. If small
;:;pz)l;:pr; are bagn_/en ﬂ:he right to claim adjustments when overtaxed on the
ve basis, this would add to the admini i
1a_;d o ta;gayers' expenses for oo istrative costs for the Government
e num r of taxpayers under an all-inclusive retail sales tax mi i
2.6 million, including nearly 1.8 million retail establishments and S%I:;g %zsmh;Si:: ®
)thlesale, rpanufacturing, service, and professional businesses engaging onty
mmdentafly: in retail trade. Frequency and intensity audits would, of course, be less
!f;ri:r\:g;g‘rjlsiisvt:r?fty are ?éttpl:imarily in the retaif field, but some further co:st would
in usi i i i
lajct:ally oot oty tagxable s egesses not licensed or registered for retail sales
nder an all-inclusive tax on value-added, there would be a illi
taxpayers. Exemption of afl establishments with gross incomt:: g: ;iom(;glg rc‘)r less
would reduce the number of taxpaying enterprises to about 1 million: Such
exempi;ons would reduce the administrative load very materially, through not in
proportyon to the numbers exempted, since it would be necessar;v to verify claims to

larger, thereby requiring more staff work for a given num

A ta)( exemption for small businesses would begmuch Iesbfee;;g;c:rtﬁfh?éap:ec?a
retail sales tax than in the case of a value-added tax, although low exemptions ha
been allowgd in the Indiana and Michigan state taxes. In the case of a retail sal e
tax the entire tax is Impqsed on the final stage of the productive process. Exemsz'on

V1. 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 secendary effects more difficult than
with a value-added tax. It may iead workers to exert pressure more immediately for
wage increases and to do more postponing of debt repayment or to forego more of
their savings in order to minimize readjustments in current consumption. The value-
added tax, being imposed at all stages and in all branches of the productive process,
affects consumers' prices more gradually and thereby avoids the shock effect of the
retail sales tax.
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 operate over 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 will
depend targely 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 productive process and not
at the retzil level only. Other unavoidable pressures upon prices are so great,
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 point 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
onty for certain types or sizes of business; it would be guite 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 system of
exemptions can really allow escape for "life necessities" and catch "uxuries". Food is
a necessity for life but many items of food are luxuries.

C. ADMINISTRATIVE CONSIDERATIONS



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

Some people who oppose the use of taxation for any purpose other than isi
A ; [ the raisi
of revenue .obJect to its use as an instrument of inflation control. Aside from the "
basic questlor) pf what are the proper uses of taxation, it may be observed 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
harmful effect; wfuch 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 sgch 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
t:hcrs of whuc_h the most lspe@acular and perhaps the most important is inflation. Over
v e centuries, tfne desurabi'hty of taxation as a source of funds has become somewhat
b:ztacl'led from its underiying rationale and has acquired an authority of its own. At
Valtit:g,or;c;::ver, a fundbamental objective of taxation, which largely determines the
) Lo "
valdty ¢ evenue objective, is the prevention and control of present and future
Accordingly, no apolcgies are necessary i ideri }
/ r A ry in considering taxation as a means of
inflation cont;ol. ﬁefore proceeding to the discussion of the individual income tax as
2omelth(_>d of :S(f)latlon control, an introductory summary statement of certain
nclusions about inflation, which for the i
el ipirrenti 3 present purpose serve as assumptions,
1. Inflation used here as synonymous with inflatio ice rise i
nary price rise is not a cu isi
gzu some suqernatural power but groups out of human institutions and humras: vitted
org:r’:ii eagng rl: utgserefo(;e rzré;gnt;ble and controllable if people, especially people in
, unde its causes and phases and illl
rzle?ezsary to prevent and control it. are wilng to take the steps
. Inflation is characterized by a situation where consum: i
latio ers and business
orggln;)zahons are abl'e‘ and attempt to buy more goods and services than are
m; i:' glfj:;gi:j c:rr;d:g;ns whetfe théa normal mechanisms for increasing supply and
not operative, due to restrictions on increases in the
goods and accompanied by continued additions to the volume of spendabf:gsnl'rd:f

%:F::ecc:"s ON SPENDING AND SAVING
e iveness of various dollars of income tax in reducin i
; g spending vari
ﬁzﬁ% rt; gvehr;znm:: g;t:szl;;t dwonllllabe ;ntaadet he:j to go into afl o?eﬂwe vgriat?::sf;r? "
: r of tax to reduce saving or spendi
may be. In general an additional doliar in tax would red Ring rore e
case of a person with a low income than a th 8 high come s e
on W person with a high income si
mg:g:;; {:;)s::rcr;gu :‘si ;nuch Iesrﬁ Persons subject to the incoge tax (notsilrr:coleugrll:g the
or roughly three- fourths of the totai expendi i
the fact that for every family a certain amou e 18 abaougely ey
‘ ily a ¢ nt of expenditure is absolute
?vrt\; cna‘:::tab;&n?;e;id plrr:)ﬂpomrtionrgfir&l ch:oraclter, the.lncome tax appliersv tge::ss;?;
&r:‘?is ® 2 much larger proy e total potentially inflationary expenditures
ings may be made from accumulated savi
. ngs as well as from
:ond such nza::;?sp Srrih Zr;;ng}ogrtant source of funds for normal purm?s:e?: Lr:jo;g):n
these‘ ases t accumulated savings for the = ' rnished
subst?rr;hr;atl t?r;;t to prices in case there should be anythingmirifl:: a massa
imveneome taxo use of such savings for the purchase of goods and services. The
places no penalty on the spend of accumulated savings and dos'not
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Even if some portion of retail trade under a value-added tax should escape the
portion of the tax imposed on the retail trade, the products stilt 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 preduction. 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, delinquencies 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 handling retail sales taxes. It 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 administrative difficulties
compared with most other taxes in the same countries. Coliection and compliance
costs, as well as the volume of delinquencies, appear to be low. The favorable
European experience with these taxes suggests that a value-added tax would be
feasible administratively, particularly since it avoids the enforcement difficulties
which are raised 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 nominat rate on the remaining retail
saies must be higher than the rate of a value-added tax vielding the same revenue.
Judgment about relative anti- inflationary effects depends on the retative weight
given to the direct curtailment of consumption and the indirect effects on wages and
other consumer income. Differences of opinion 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 retait 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.”



3. EFFECTS ON CONSUMER SUPPLIES
Thus far the discussion has concerned the effectiveness of the income tax as the
means of reducing demands with respect to its withdrawal of income, its
discouragement of spending and its encouragement of demands for higher
compensation. There remains to be discussed the effects of the income tax on the
supply side, that is, on the amount of goods and services that will be available for
purghase. To the extent that persons are engaged in war production, a decrease in
their output may result, in either a reduction in war goods and a consequent
Iengthepmg of the period of the war or a necessity for shifting mare labor to war
proqqqhon from civilian goeds production with a consequent decrease in the amount
of _c!wlian goods available. To the extent that persons are engaged in preduction of
civilian. goods and services, a decrease in output would be directly reflected in 2
reduction of the supply of civilian geods and services.
Taxes may decrease production by reducing the standard of living below the point
necessary for maximum efficiency, as previously discussed. They may also decrease
p(ogiuctlon by affecting willingness to work. The effect of an income tax on the
willingness of \fvorkers to produce would be closely tied in with its effect on the
g?ff]laeni?; ;tr;rehgher colr:j\pen;ation. Higher compensation which overcame the effects
x would no do
thelr il (o e ubt also overcome any adverse effect of the tax on
If the higher compensation were refused the result migh j
prquCtiqn ‘and>the diminution in output even in the at?setntc’z zfs;o:vt:?l?eup o
A minor indication of the effects of higher taxes en production has beer{ given in
recent months by thg bracket scale of the withholding tax. The withholding tax is, of
;Surse, not the final income tax and any over-or under-withholding is evened out'at
e end of the year. Nevertheless, there are on record cases of workers who refuse
to earn agdmmal sums of money in the course of a pay period where the earning of
sx_mh adqmonal sums would have resulted in application of a higher bracket of 90
withholding and a s!'naller net wage after withholding. This applies to only small
areas of cpmpensatlon, and as workers come to understand the relation between th
gmount withheld and the final tax liability the effect should disappear0 Neverthel )
it shows that marginal rates of tax are considered by the workers in determini o
whether they will work more or work less. clermining
:‘rcl) lf:)sme sutuatnops, higher taxes may encourage the taxed person to work more
Insuch cases Gher tes ol e oo f et gamings sfer taes.
r : 1 have the effe increasing the supply of iab:
high marginal rates of tax may discourage work since th ool that raor
and leisure and opportunity to enjoy his income are . yvorker 4 fegl o rest
;g;neap?af:fan);l:::n ft:g'1 additfog?l hours of work after nweer:i]:greh:naeyontaa;:st OT'I]:i? \:Zirl‘dﬂt;:
y tie in the case of overtime work because of the greater ast
:;)fs; Svf ;::is:;e “?'fc:c:vnrl‘gar:sl’;% ::l:jh ﬂ\:vc;rir(] It would also be egspec;":xgsgs“tr:ot?‘ea nge
i ght fi at her earnings after taxes did not ¢
her for th i i opensate
o.utside thee :czdnl?eoir:'ali :ﬂg el:osts and the inconvenience accompanying her work
rl.‘lats:, bie a:t,o en\tndenlce ha; been observed that taxes and rates now. impesed or that
e Deer emplated in programs presented to Congress would actually have a
ubstantial and adverse effect on the willingness to work and on the
civilian goods and services. supply of
g:the cases tt:); :l_a:yl welII-to?do lawyers, professional people or corporation
C v J X ether thi
serious during the war, in the face of the strong pressure of patriot‘:sinh?:rbaﬁ;;tional
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operate to freeze such savings although it does reduce the further accumulation of
savings.

In addition to the effects of taxes on the ability of persons t6 buy are the effects on
their willingness or decision to buy assuming they have the ability. The income tax
does not place any special penalties on the expenditure of money and accordingly
does not discourage spending except insofar as it reduces the amount available to be

spent.

2. REACTION ON WAGES, ETC.
Another factor in determining the effectiveness of a tax as an anti-inflationary
instrument is the extent to which it results in pressure for higher income. Specificalty
there is always the danger that the imposition of an increased tax will result in so
much additional pressure for higher wages that the actual reduction in income
achieved by the tax will be much smaller than the amount of the tax and may in fact
be negative. Moreover, the higher wages would not only contribute income to the
spending stream but would increase the costs of doing business and thus force price
ceiling to be raised, thereby reducing the effectiveness of various price and inflation
control devices.
Different aspects of the individual income tax work in opposite directions with
respect to the effect on the demand for higher wages and salaries as compared with
other taxes. The pressure is reduced by the fact that the income tax has personal
exemptions which protect from the higher tax a minimum standard of living.
Moreover, the exemptions differ from person to person depending on family status.
A unified demand for higher wages is less likely to develop among people who are
differently affected by a tax than among people who are uniformly affected by the
tax. The income tax mareover is a direct tax and is recognized as being intended to
fall on those with income. Less excuse is offered for demanding offsetting income
increases than were the tax is indirect. Moreover, the exemption and progressive
rate features of the tax give it a fairness in application which undoubtedly reduces
the hostility of workers towards rate increases.
On the other hand, the income tax on workers is for the most part collected through
the withholding of tax at source by the emplayer. The result of an increase in tax is
thus to reduce the amount in the pay enveloped The, effect of the tax on the
spendable income is very direct and is brought immediately to the attention of the
employee. Moreover, the apparent reduction in income may be blamed emotionally
on the employer even, though the worker knows that the employer has no choice in
the matter. The reduction of pay in the form of increased withholding would likely be
2 substantial influence in the direction of demand for higher wages, and much more
so than if the tax were not due until the following year. In the latter case the
separation of the date of receiving the income from the date of paying the tax
would, at least to some extent, separate them in the mind of the taxpayer and give
him less immediate cause for demanding higher pay, aithough when the tax came
due in a fump sum the worker's reaction might be accentuated even though

postponed.

With a highly organized labor movement, a good deal of the effect of tax increases
on demand for wage increases will depend on how labor leaders feet and what
educationat campaigns they undertake with their members. Of course even such an
educational campaign has its limitations, and pressure from the rank and file of the
members may be the controlling factor in determining the policies of the leaders.



THE FAIR TAX

A single-rate retail sales tax, The Fair Tax will tax only 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.

1t will close all tax loopholes. It will abolish the collection office at the Ministery of
Finance, and individual taxpayers will never again file tax returis.
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 Fair Tax is not a Value
Added Tax.

The Fair Tax Is Equitable And Progressive.

*The Fair Tax will provide a monthly rebate to all 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 retail 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 will give each wage eamer 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 dramatically lower interest rates.

may be questioned. Likewise the effects of high rates of tax on the‘taklng of
zglgsmcan?ot beqignored. In view of the shortages of manpower and materials, a_nd
especially of man-power, it may be that no additional wﬂ]nqgness to yndert_ake risks
in civilian industry would be of much help in increasing civiiian supplies during the
:ﬁétzz?%%nerai effect of the income tax on the supply side rgiates to. the questlon 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,l for e)fample, to
give full effort may be impaired if they do not feel that taxes are eqp»tabl_y imposed.
Thus one of the factors in choosing between types of taxes for ant_|-|nﬂat|on_
measures and in determining the rate of an income tax if that tax is chosen is
whether the resutting distribution of the tax burden wil be rgcogn!zed as an
equitable one, The income tax imposed at progressive rates is believed to be
recognized generally as the most equitable form of tax.



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 monitering more efficient and
enforcement more manageable.

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

*Cause prices 1o rise.

*Repeal the national income tax,
including capital gains taxes.

*Decrease government revenue.
*Repeal corporate and

seif-employment taxes.

*Repeal all payroll taxes including
Social Security.

*Repeal all estate and inheritance taxes.

*Provide 2 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 Economy.

*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 100% 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 locate 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, shglter,
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 wilt
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 Sociai 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 a way that
reduces the government’s need for revenue, then the sales tax rate can be reduced. For
example, if a mandatory private savings program is implemented where people must save
10 percent of their income and Social Security benefits are curtailed, then the sajes tax
rate can be reduced just as payroil 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 ne income at all. They
borrow funds or use savings. They may not have earnings, but they still continue to
consume.

8. How will the tax be collected?

Retail businesses will coliect 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 will have to begin collecting sales tax

FREQUENTLY ASKED QUESTIONS

1. What will be taxed”

A 21.5 percent, single rate, single stage, National I.{etail Sales Tax (NRST} will be
applied to the sale of all new consumer goods and services at the final point of con§ump-f
tion. Used items will not be taxed. Business to business purchases for the production o

goods and services will not be taxed.

2. Exactly what taxes will be abolished?

The NRST is a replacement tax and it will replace the indivi(!ual national income—t;x
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?

i i i i ivalent to the sales tax paid
i al Security card holders will receive a repatAe equivalent t
;A;llle‘;iggtisa(l,:oods and :ervices The rebate will be paid in advanc:, ;n egual ms!ali:;n:}:
i i i the govern
th. The size of the monthly rebate will .be'determme y ;
;?v]:an";olt..level for a particular household size, muitiplied 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 neutra!?

; t does the job of (1)
tax rate has been carefully worked out, 21.5 percen )
Eall}:irsgrc;%: saa:le amount of funds as are raised by the‘currem system, (2')_ paying the
universal rebate, and (3) paying the collection fees to retailers and municipaities.



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”

flrst, interest' rates will drop quickly by roughly one-quarter after passage of the law.
nterest 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 1 -
t1s ICIII()VCd, interest rates will drop toward
P today s tax.

IS{eco‘rllds, under the current system, savings and investments are taxed. Under the National
etail Sales Tax, savings and investments will not be taxed at all. As Lebanese save more

money, the pool of funds in lending instituti i i
bomasing Foms o g institutions will grow, thereby causing the cost of

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

anestgnems should_pr(_)sper grea.tly under this plan, since corporations will face lower
perating 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 sti
; . y will still be tax-free.
stocks, bonds, and other investments will be tax-free as well. On the other band, all

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 already 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. Should 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 1o investors, 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 de 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 accountabie for their decisions. For the first
time in decades,. it will be simple to see whether a politician is advocating an increase in
:::t::sa:er ; ;:Tamt on government spending as the economic pie gets bigger. This is not

26. What about the VAT (Value Added Tax), isn’tita i i
\ : , consumpt ”
a failure in other countries? prion tax and hasn't i been

First, th_e saIes.tax is not a VAT. A VAT works very differently. It taxes every stage of
produgtlon. It is much more complex, and is typically hidden. Second, in industrialized
countries tl}at have a VAT, it co-exists with high-rate income tax payro’ll and many other
taxes that,. in some instances, have lead to marginal tax rates as h’igh as 70 percent y'I'hird

all other industrialized countries, except Australia and Japan, have a much laréer ta);

burden than the U. i i i . - .
more i e U.S. which requires higher rates and makes tax administration much

27. Will the transition from the income tax to z sales tax be disruptive and difficult?

Everyone will have to think about taxes in a different way. Income — what we earn — will
nc longer have to be documented, measured and kept-track-of for tax 5€s. Th_ W;

relevant measure of our tax liability will be the amount spent on gl;l;:‘];odisﬁretietlon y
::l:);summepno;d Tax-related issues wil! suddenly be a lot simpler and more st,raight-forwn:rrg
pies Inyf:ct _tt:h be. The salgs tax 1S not new; most Lebanese come into contact with it
s 10 swich o alons fo e o o o0 © .16 1 sysem tha i

0 A 0 meters! Of course, those who dej
;l:xe :htrulcture and comple:gty of our current system (e.g tax lobb;,ists, tax prepm?idas:
elter Promoters), will have to find more productive economic pursuits. Howt
everyone will have enough advance notice to adjust to the new systemp » e

Since all Lebanese exporters will immediately see an average 20 percent reduction in
their production 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 will not be subject to the
National 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 income tax
is repealed. Moreover, concurrent with the repeal of the income tax, & constitutional
amendment prohibiting the income tax will be pushed through Government for
ratification by the Parliament.



2) Value Added and Sales Tax

Value-Added Tax

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. Varions categories of goods
are either "zero-rated” or “exempt". Zero-rated goods have no VAT levied upon
the final good or upon the inputs used in its creation. Exempt goods have no VAT
levied on the final good sold to the cousumer, but firms cannot reclaim the VAT
paid on inputs, thus exempt goods are effectively liable to lower rates of VAT
(between 4% and 7% depending upon the firm’s cost structure and the nature of
suppliers). Approximately 25% of consumer expenditure is on zero-rated goods and

about 15% upon €xempt goods. Table 10 lists the main categories of goods that are
zero-rated or exempt.

Zero-Rated and VAT Exempt Goods

Zero-Rated Goods VAT Exempt Goods
-Most foed (not alcohol, soft drinks, -Rents
confectionery and crisps and mezls -Private education
out) -Health services
-Construction of new dwellings -Postal services
-Passenger transport

-Finance and insurance

-Books, newspapers and magazines -Burial and cremation

~Medicines on prescription
-Children's clothing

Excises

per packet etc) levied upon
ts are subject to an additional

THE BRITISH TAX SYSTEM

Source of revenue £ billion
Income tax 68.9
National Insurance contributions 44.4
Corporation taxes
Corporation tax(a) 24.7
Petroleum revenue tax 0.9
National non-domestic rates 13.6
Capital taxes
Capital gains tax 0.9
Inheritance tax 15
Stamp duty 2.0
Value added tax 44.0
Other indirect taxes
Petrol duties 15.5
Tobacco duties 7.2
Alcohol duties . 5.6
Betting and gaming duties 1.6
Vehicle excise duties 4.1
Custom duties 2.3
Air Passenger Duty 0.3
Insurance Premium Tax 0.6
Council tax 9.2
Other 24.6
2719

General government receipts

(a)Includes Advance Corporation Tax (ACT)

1) Sources of Government Revenue 1995-96

Sbillion

107.5
69.3
38.5

1.4
21.2
1.4
3.1
68.6
24.2
112
25
6.4
3.6
0.5
0.9
144
384

424.2

% of total

25.3

16.3

34

9.1

100.0

Source: HM Treasury Financial Statement & Budget Report 1996-97



SALES TAX

NoSales SALES
TAX TAX 1%
[cosT cIF ] [ 100.00] 100.00
[cusTOoM | 18% | 18.00) 18.00
IMPORTERS COST 118.00 118.00
IMPORTERS MARGIN 35% 41.30 41.30
TOTAL 159.30 159.30
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 (75c¢l bottle) 105
Spirits (75cl bottle)} 554
Petrol (litre) 39
Unleaded petrol (litre) 34
Diesel (litre) 34

Source: IFS BBC Budget Guide (1996)

Duty ($ Total duty as a
percentage of price

374 15.6

193.4
90.4 63.3

163.8 0.35

864.4 49.7
60.8 61.9
53.1 59.6
53.1 59.6



NATIONAL RETAIL SALES TAX

{COST CIF [ |
|CUSTOM 0% | 1006212]
IMPORTERS COST
_—
IMPORTERS MARGIN I5% 10;)5.2?)
TOTAL 135.00
IMPORTERS SELLING PRICE 135.00
WHOLESALER COST
WHOLESALER MARGIN 0% 1350.?100
TOTAL 135.00
WHOLESALER SELLING PRICE 135.00
RETAILER COST
RETAILER MARGIN 100% 1?355' ?loﬂ
TOTAL 270.00
RETAILER SELLING PRICE 270.00
NATIONAL RETAIL SALE TAX 21.5% 58.16
CONSUMER PRICE 328.16

NATIONAL RETAIL SALES TAX

{cosT CIF | 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 0% 0.00
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
CONSUMER PRICE 328.16




INTERNATIONAL COMPARISONS

Direct Tax . Indirect Tax

France

Germany

UK

Switzerland
USA Japon

IMPACT OF THE 1% SALES TAX ON PROFIT

NET PROFIT | CORPORATE | EQUIVALENT | ADJUSTED FINAL

TAX OF 1% TAX | TAX ON PROFIT
IMPORTER 10% 10% 10% 20%
WHOLESALER 3% 10% 33% 43%
RETAILER 15% 10% 6.6% 16.6%




Germany
Lebanon
Japon

INTERNATIONAL COMPARISONS

Percentage of the Tax & Social Contribution in the GDP in 1993

France
USA
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GASOLINE ALL OTHERS L_
FUEL PRICE STRUCTURE
GASOLINE KEROSENE GASOIL
COST PRICE 4597.2| 426%|| 4912.18| s0.5%| 4727.28| 81.5%
FEES 5000| 46.3% 736.82| 1219 472.72( 82%
DISTRIBUTION Comp. 70.8| o07% 19/ 03%
300 5.2%
TRANSPORTATION 132] 12% 132| 229%
GAS STATION COMMISSION 1000, 2.3% 300 4.9% 300 5.2%
TOTAL CHARGE/JERRY CAN 10800 6100 5800

P.S: Min Rate exice duty on petrol in Europe: 337 ecu/10001 = 337/1000 * 20 * 1.08 * 1525

= 1100 Ip/jerry




12000 - o =
FUEL PRICE STRUCTURE
10000 — ” e .+ GAS STATION COMMISSION —
M TRANSPORTATION
DISTRIBUTION Comp.
W FEES
8000 ~ mCOST PRICE -
6000 | -
4000 B
2000 -
0 - _
GASOLINE GASOIL KEROSENE

R

PETROL PRICES (UNLEADED)
March 1996, cents per litre

BEIJING

MEXICO CITY

BELGRADE

HON KONG

- 100




INVESTOR PREFERENCE CURVES
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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 14%
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 REVENUES
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COMMERCIAL RETAIL TURNOVER

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




