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Summary
· The corporate and individual income taxes should be repealed and replaced by a “business activities tax,” which is a tax on value-added that is consumed in this country.

· The business activities tax is imposed on every entity (regardless of its legal structure as a corporation, partnership, etc.) that sells goods and services.

· The tax base equals the excess of (i) total revenues from sales of goods and services over (ii) total purchases of goods and services from other businesses (the “subtraction method”).

· One rate is applied to all entities without regard to what they sell.

· The tax is applied using the “destination principle,” which means that it is imposed on sales of goods and services in this country (whether produced here or imported) and is not imposed on goods and services exported from this country.

· Efforts to offset “regressivity” must be implemented outside the business activities tax structure.

· While a flat tax, a single-stage sales tax and a typical foreign VAT each would be better than the current income tax, each also has serious problems and risks.  The business activities tax avoids the problems generally and minimizes the risks.  

Submission by  

Cliff Massa III
to The President’s Advisory Panel on Federal Tax Reform

April 29, 2005
Overview

My recommendation is that the federal corporate and individual income taxes be replaced with a “business activities tax,” which is a tax on value-added that is computed using the subtraction method.  Every entity that sells goods and services will be taxable at one rate applied to the excess of total sales revenues over total purchases of goods and services from other businesses, with no special exclusions, exemptions or other punitive or preferential rules.  Imports will be taxable but exports will not.  Offsets to “regressivity” must be implemented outside the business activities tax.  Due to page limitations on this statement, footnotes provide website links to other statements and articles commenting in more detail on many issues. 

Background

I am a partner in the Washington, DC office of the law firm of Patton Boggs LLP.  Neither I nor others in my firm are representing a client on this subject at this time.  Furthermore, I make this submission to the Advisory Panel solely as an individual.  Many of my partners will disagree with what follows, and some will disagree vigorously, I’m sure.  

As a tax lawyer by training and a tax policy lobbyist for most of my career, I have studied consumption tax alternatives for about 20 years.  My views evolved while working with clients and also with former Members of the House and Senate and particularly with their staffs in the development of concepts and legislative drafts.  A few years ago, I was the vice chair and then the chair of the Committee on Value Added Taxes of the Tax Section of the American Bar Association when our Committee developed a set of principles that should be applied if the federal government enacts a consumption-based tax.  Comprised of law school professors, corporate tax vice presidents, policy attorneys like me and tax practitioners from large and small law firms, our Committee reached an agreement with less difficulty than we expected.  Then, the Tax Section adopted our texts
 at a plenary session in January 2000 with only one audible “no” vote among the few hundred voting members.  While the ABA House of Delegates did not adopt the policy as a formal ABA position, the adoption by the Tax Section of the principles and the accompanying explanatory report was refreshing because all of them – “us” actually – have livelihoods that are, to varying degrees, enhanced when tax rules are complicated and perpetually changing.  

My policy perspective

My support for replacing the income tax is based partially on economics and partially on a desire for efficiency.  The Advisory Panel has heard many witnesses recount the problems with the income tax.  Given the page limitation, I will emphasize only one point here.

The federal government’s general revenue tax should seek to raise necessary revenues at the lowest possible rate from a very broad tax base that is not distorted or destabilized by the tax system itself.  The income tax is so complex that it serves this function poorly.  While policymakers have slashed the individual income tax rolls from the bottom up, they have also adopted innumerable provisions that encourage the diversion of tens and probably hundreds of billions of dollars annually away from productive investments in our economy and into the incomes of tax lawyers, accountants, financial planners, business managers and others who engage in tax administration and compliance and in legitimate tax planning.  These professionals earn good incomes doing nothing more than helping clients/companies minimize their taxes.  They have some of America’s best business and financial minds, and they work very hard – obviously!  But is this a good public policy result, when productive economic activities could use such brains?

Now, add to the planning/administration/compliance work the equally committed efforts of all kinds of organizations and their representatives here in Washington to change the Code or to defeat a change to the Code or to do both on different issues at the same time, year in and year out.  Whether representing businesses or unions or exempt organizations or public groups or any other entities or individuals, the amounts of money paid for the services of these people and the brainpower that is not being devoted to other issues are substantial.  

On top of these effects on the private sector, consider how much time the Members and staffs on Capitol Hill and the professionals in the IRS and Treasury spend in refining the Code and in trying to write regs and rulings just to shut down the latest shelter schemes or to stop perceived abuses or to play catch-up with nations that have border-adjustable taxes.    You need look no further than the multi-year fight over DISC/FSC/ETI for an example of the latter.   Then, a brief review of the tax press in April 2005 alone will call to mind the exempt organizations stories.  Plus, stories of tax shelters of many varieties are perennial.  

In general, these major problems arise from our stubborn reliance on an “income” tax for federal revenues.  Though serving on the House Ways and Means Committee or on the Senate Finance Committee might become less interesting, a simpler tax system based solely on sales of goods and services, as described below, surely would improve the ability of a Congress and an Administration to make decisions about how to spend the money such a system produces.

So, we need to replace the income tax with a very broadly applicable, stable consumption tax that is designed solely to raise revenues with the minimum possible distortion of the economy that produces those revenues.  To mangle a metaphor, the tax system should be efficiently taking a few of the golden eggs that are laid by the U.S. economic goose, rather than torturing the poor creature by forcing her to lay eggs in 15 different sizes and in three hues of gold but only on such-and-such days when standing on her right leg and holding her left wing in the air while keeping both eyes open to watch for the guy who wants to pluck her feathers for a comfy pillow!

A business activities tax based on the principles below will give us a much less distressed goose and a more predictable production of golden eggs.  But if the new tax is not structured with rigorous adherence to these principles, then we are better off staying with the mess we already have rather than creating another one we wouldn’t fully understand for years. 

Principles to apply

A federal revenue system based on the value of goods and services consumed in this country should replace the federal income tax, but only if it is enacted with a firm commitment to the principles listed below (which are a somewhat revised version of the Tax Section principles).  
1. The most comprehensive definition of "value-added" must be the tax base, which then must be subject to one rate of tax and be devoid of exemptions, exclusions, and other special rules that grant favored treatment to – or impose punitive treatment on – particular sectors of the economy or specific goods or services.
2. All businesses and organizations selling goods or services as a business activity must be taxable without regard to their particular legal structures or profit motives.

3. The “destination principle” must be used.    

4. Efforts to offset perceived “regressivity” of a consumption tax must be created and administered outside the consumption tax system itself.
 

The Business Activities Tax

There are four general options to consider – the flat tax, the retail sales tax, the typical foreign VAT and the business activities tax.  My recommendation is the last one.  This section  presents as much detail as I can put into these few pages while the next compares the options.
  

The model I recommend to you strongly is the “business activities tax” – a tax on all value-added that is consumed in the United States, computed by businesses using the “subtraction method” rather than the “invoice and credit method” that is applied in dozens of the more familiar foreign VATs.  Its major features and some details are summarized here.

· In general. Every business entity – whether a corporation, partnership, sole proprietorship, LLC or any other legal structure – that sells goods or services in the United States is a taxpayer.  Each business’s tax base for a particular reporting period equals (i) total revenues from sales of goods and services minus (ii) total purchases of goods and services from other businesses.  One rate of tax applies to all businesses without regard to their structures or to what goods and services they sell.  So, the tax rate times the tax base for the period determines the amount that the business remits to the government for that period.  If the result is “negative” value-added for the period (meaning the business has paid more for purchases of goods and services than it received from sales of goods and services), the business files for a refund equal to the rate times the negative amount.

· Tax rate.  Based only on a back-of-the-envelope computation using general data about personal consumption of goods and services, each percentage point would raise on the order of $65 to $70 billion.
  
· Goods and services. There are no distinctions among categories of goods and services for either preferential or punitive treatment.  Financial assets (stocks, bonds, etc.) are not goods or services but are the ownership interests in the entities that produce value-added.  Some services require special particular attention (see Financial Services below), but are included.  

· Labor costs.  No deduction is allowed for wages, salaries, benefits or similar payments for an employee’s labor services.  Such payments are a substantial portion of value-added.

· Interest and dividends.  No deduction is allowed for interest payments to lenders or for dividend payments to shareholders.  Such payments are portions of value-added.

· “Border adjustments.”  The tax is “rebated” on all exports by treating export sales of goods and services as sales for $0 while all purchases by exporters are deductible.  The tax is imposed on all imports, either by collecting a tax on value-added at the border or by prohibiting a deduction for imports that are resold by domestic companies or used by such companies in producing their own goods and services for sale.   

· Refunds.  The deduction of purchases assures that no value-added is taxed twice.  So, when a company purchases more goods and services than it sells in a reporting period (such as during a buildup of materials, equipment or inventory), it has in fact not created any net value-added for that period.  To prevent double taxation, the government refunds an amount equal to the tax rate times the negative value-added.  A “carryover” of such negative value-added is the wrong accounting concept, for it is not a deduction against the company’s prior or future sales revenues but a deduction from the economy’s value-added for that period, and it needs to be taken into account currently.  Furthermore, a carryover doesn’t work for a substantial exporter unless it makes enough domestic sales to cover its purchases – whether that is rational or not. 

· Exempt entities, governments.  All sellers of goods and services need to be in the system.  Organizations that are exempt from the income tax may not earn a “profit” that is subject to the income tax, but “profit” is only one component of value-added.  If an organization sells goods and services to its members (e.g., trade associations and unions) or to the public (e.g., colleges, universities and hospitals) or to/on behalf of its member patrons (e.g., cooperatives), why are they not taxable entities?  The same applies to governments that sell goods or services – whether utility services such as electricity or gas or commercial/consumer services such as garbage pickup.  The best first answer for all such entities is, “You’re in the system and taxable.  So, what factors suggest some remedial treatment is essential?” and go from there. 

· Financial services.  Many financial intermediation services are not sold for explicit prices but, instead, are paid for by what the company retains from payments that flow through it.   For example, a bank loans its depositors’ money to borrowers.  The borrower pays higher interest to the bank than the bank pays to its depositors.  Within that “spread” is the fee for services provided by the bank; the task is to compute this implicit fee.  Similar computations will be made for more complex financial services and for insurance, while assuring that purchases/sales of financial assets themselves are not pulled into the tax base as such.

· Housing.  Sales of new housing are taxable, along with all contractor services to renovate, expand and improve current housing.  Landlords are taxable on their rental services.  

· Tax accounting.  For companies accustomed to keeping books on an accrual basis, that seems appropriate for the business activities tax.   Sales revenues accrue when a good or service is sold, and purchase costs accrue when a good or service is bought.  For those now using a cash basis, there is no obvious reason for requiring accrual for business activities tax purposes.  The government probably would be a very slight cash flow beneficiary of allowing accrual for larger companies and cash for the smallest.  

· Reporting period.  The reporting period must be a compromise between the government’s persistent cash flow needs and companies’ desires for minimal reporting and maximum use of the cash to be remitted. There is no need for an artificial annual accounting period other than obtaining mounds of data based on calendar years or government fiscal years.  Quarterly reporting seems adequate for the government and “doable” for companies, given that the computations are relatively simple when compared to the income tax that would be replaced.

· Audit trail and self-enforcement.  Assertions that the invoice-credit VAT is self-enforcing because there is a trail of invoices with tax amounts on them are not well founded.  Neither the invoice showing a separate VAT amount nor an invoice showing only the total amount paid (as used in a subtraction method) guarantees that the seller is actually properly reporting and paying the tax.  But by using the same records that are kept for shareholders, banks and others, auditors will have a much easier time auditing the business activities tax than is the case for the income tax.

· Administration.  The IRS will administer the tax.  

Comparing the Alternatives


1.
Flat tax


A pure flat tax would be better than the income tax but not as efficient or stable as the business activities tax.  It would apply one rate to all businesses on an amount equal to total sales revenues minus total purchases from other businesses minus total wages and salaries.  It would then apply the same rate to individuals receiving wages and salaries.  This would have a lot to offer in terms of simplicity and avoiding the distortions of behavior caused by multiple tax rates and lots of deductions, credits, exemptions, exclusions, etc.  But flat tax proposals do not even begin in this form.  Rather, they tend to have at least a personal exemption or household exemption that removes a substantial amount of the otherwise taxable base, thereby pushing up the rate needed to generate the needed revenues.  They also allow deductions for mortgage interest and/or charitable contributions and/or other expenses.  By having individuals in the tax system, by attempting to offset perceived effects on households through the tax law and by providing special rules intended to favor particular activities over others, the typical flat tax proposals set the stage for recreating the system we now have.  Also, even if it were “pure,” it would not permit a “border adjustable” feature for exports and imports.  

2.
Sales tax

A national sales tax that applies a single rate to each retail sale of goods and services has much to offer when compared to a flat tax (for it would remove the tens of millions of households from the system and focus on a much smaller number of companies while allowing the border adjustment not possible with a flat tax) but not when compared to the business activities tax.  Also, the sales tax maximizes revenue “leakage” because all value-added goes untaxed when a retail activity is unreported.  Furthermore, it puts massive numbers of businesses in impossible administrative positions all day every day when they must require customers to prove whether they are buying for business purposes (not taxable) or for personal consumption (taxable).  Erring on the side of collecting sales taxes on each transaction will result in double taxation of sales to very irate business customers.  Also, the sales tax is easily subjected to multiple rates and outright exemptions.   You need look no further than the mess that exists in the states that have sales taxes.  At the federal level, that would set off rounds of lobbying and litigation to get one’s clients into the tax preferred categories, driving up the rate on everyone else. 

3.
European-style VAT

The familiar European-style VAT that puts a tax amount on each invoice or receipt is preferable to the sales tax because evasion at the retail level costs only the tax on value-added at that stage.  Furthermore, each sale is in the system, so business purchasers recover what they can in their own tax computations without being concerned about paying a sales tax when buying goods and services from other businesses.  But the typical VAT suffers from multiple rates and exemptions as seen in such systems in virtually every country that uses it.  


4.
Business activities tax

The business activities tax looks very much like the familiar VAT and applies to the same tax base as the VAT and the sales tax; only the computation is different.
  But that computation is a significant substantive difference.  While presenting all of the merits of the VAT (multi-stage taxation, no need to quiz each customer, being border adjustable and so on), it does not present the VAT’s great weakness – namely, the ability to impose varying rates of tax (including the zero rate) on particular goods and services.  While multiple rates are possible under the VAT because each sale is subject to the applicable VAT rate which is then recorded, the business activities tax cannot be administered in that way.  Only aggregate sales data are required, so attempting to break down that data into sales of widgets at one rate and wadgets at another rate and wudgets at yet another rate just doesn’t work.  


While the subtraction method cannot guarantee success, the business activities tax does provide the best combination of features from the principles that need to be used.  If we find the political will to make a change, we should seek the system that offers the best results and the best prospects for remaining in place.  The business activities tax offers both.

Conclusion


In an economy as large and complex as ours, no consumption tax is going to be “simple” in the absolute sense. There are a host of conceptual and technical issues that will need consideration when developing the business activities tax, so I do not intend to suggest that the factors I have mentioned are the only important ones.  Financial services, governments and “exempt entities” selling goods and services will be joined by international transportation services and the treatment of other taxes, along with political issues such as the “visibility” or “invisibility” of a tax – to name just a few.  But once a basic decision is made to move toward a business activities tax, a wide range of details can be considered to flesh out the few factors I have covered here and all the others.  The result will be a will be a simpler and more efficient revenue system that serves its sole purpose while imposing much, much less distortion on the decisions of individual and businesses alike.   

� 	The texts are listed as “ABA Tax Section Principles” on this page of the Patton Boggs LLP website -- http://www.pattonboggs.com/_consumption_tax/


� 	For longer commentaries, see “Ways and Means Consumption Tax Testimony” and “JEC Consumption Tax Testimony” on this website page -- http://www.pattonboggs.com/_consumption_tax/


� 	The extreme waste and inefficiency of reduced/zero consumption tax rates on “necessities” – a minimum of $3 for every $1 foregone to “help” low income households – is shown in Dr. David G. Raboy’s study listed as “Consumption Tax Preferential Treatment” on this website page -- http://www.pattonboggs.com/_consumption_tax/


� 	See footnote 2. Also see “Consumption Tax Side-by-Side Comparison” on this website page -- http://www.pattonboggs.com/_consumption_tax/


� 	See footnotes 2 and 4.


� 	Prepared by Dr. David G. Raboy, “VAT Revenue Base” using 1995 data is is available on this website page --  http://www.pattonboggs.com/_consumption_tax/    I am responsible for asserting that comparable 2004 indicate the $65 to $70 billion range.


� 	See footnotes 2 and 4. 
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