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 n 2016 presidential candidates 
will face many questions about 
tax reform and how they plan 
to address it if they become 
President. They need to know 
the following:

 n Tax reform is vital to restoring 
economic prosperity for Ameri-
can families.

 n The current system holds the 
economy back because it has 
high rates, taxes saving and 
investment heavily, picks win-
ners and losers in the market, 
and is enormously complex 
for all taxpayers, especially 
small businesses.

 n The best way for tax reform to 
achieve those goals is for it to 
establish a consumption base, 
which is any system that taxes 
income that is spent, but not 
income that is saved and invest-
ed. There are four consumption 
tax systems.

 n If Congress passed, and the Pres-
ident signed into law, a tax reform 
plan that meets the criteria out-
lined here, Americans would see 
significantly enhanced incomes 
and increased opportunities.

Abstract
America needs tax reform. As the 2016 presidential campaign pro-
gresses, candidates seeking the presidency will increasingly face 
questions about how they would address federal tax policy—foremost 
among them, if they support tax reform and how they would imple-
ment it should they become President. There is clear public support for 
major tax reform: 71 percent of the American public believes that the 
U.S. tax system needs major changes and reform. Only 5 percent think 
the tax system is working just fine. Tax reform is a complicated issue 
that encompasses a wide variety of sub-issues with which candidates 
will need to grapple if they are to answer those questions effectively. 
This Heritage Foundation tax primer will help them prepare.

The 2016 presidential campaign is already well underway. As 
it progresses, candidates seeking the presidency will increas-

ingly face questions about how they would address federal tax pol-
icy. Foremost among them will be how they will pursue tax reform 
should they become president. They will be asked whether they 
favor it, why, and to explain their own reform plans.

There is clear public support for major tax reform: 71 percent of 
the American public believes that the U.S. tax system “needs major 
changes and reform.” Only 5 percent think the tax system is “work-
ing just fine”; 75 percent believe that “taxes should be kept as low as 
possible to stimulate investment and growth.”1

Tax reform is a complicated issue that encompasses a wide vari-
ety of sub-issues with which candidates will need to grapple if they 
are to answer those questions effectively. The following discussion 
will help them prepare.

This paper, in its entirety, can be found at http://report.heritage.org/bg3009
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Principles of Tax Reform
1. The tax system should raise the revenue neces-

sary to fund a limited government at the lowest 
level possible for constitutionally appropriate 
activities. in particular, the tax system should: (a) 
apply the least economically destructive forms of 
taxation; (b) have low tax rates, on a broad tax 
base; (c) minimize interference with the opera-
tion of the free market and free enterprise; and 
(d) minimize the cost to taxpayers of compliance 
with and administration of the tax system.

2. The tax system should minimize its adverse 
impact on the core institutions of civil society.

3. To help preserve the rights to life, liberty, and 
property, the tax system should: (a) impose no 
unreasonable burdens; (b) apply consistently, 
with special privileges for none; and (c) afford due 
process to respect taxpayer rights.

4. The entire tax burden imposed (including all 
forms of taxation) should be transparent and 
understandable to taxpayers.

5. No aspect of the existing tax system should be 
immune to change, given the complexity and eco-
nomic incoherence of the existing tax code.

Why America Needs  
Fundamental Tax Reform

The country needs tax reform because the tax 
code stifles economic freedom, preventing the econ-
omy from being vibrant and prosperous. Fundamen-
tal tax reform would alleviate the harm caused by 
the tax system and significantly increase the size of 
the economy. This stronger economic growth would 
substantially improve the incomes of all Americans 
and enhance economic opportunities.

The current tax system harms the economy for 
many reasons—tax reform based on sound princi-
ples would address each of them.

High Marginal Tax Rates. Tax rates for fami-
lies, individuals, businesses, and investors are too 
high. After the fiscal cliff tax increase in early 2013, 
Americans in some states now pay marginal tax 
rates exceeding 50 percent. That rate includes just a 

family’s federal and state income taxes, not the myr-
iad of other taxes they pay. Such high marginal rates 
discourage work, savings, investment, and entrepre-
neurial risk taking—the building blocks of economic 
growth. By reducing incentives to engage in them, 
the tax code reduces the size of the economy.

Improper Tax Base. The current tax base 
causes double taxation of savings and investment 
and is therefore biased against savings and invest-
ment. This bias reduces the amount of investment 
in the economy, which reduces productivity growth, 
real wages, and employment.

income that is saved or invested is taxed, and the 
return on that savings or investment is then taxed 
again. Moreover, income from investments in corpo-
rations is double taxed again—first at the corporate 
level and then when individuals receive dividends or 
pay capital gains stock on corporate stock. By dou-
ble or treble taxing saving and investment at high 
rates, the tax code deters families from saving for 
retirement, education, a rainy day, or for any other 
purpose they desire. This bias against savings and 
investment results in less capital formation, a less 
productive economy, and lower real wages.

Picking Winners and Losers. A further problem 
with the tax base is that Congress has loaded it with too 
many politically motivated credits, deductions, and 
exemptions. These provisions inhibit economic growth 
by eroding the tax base, which necessitates higher tax 
rates for other activities in order to raise a certain level 
of revenue. They also alter the decisions of families and 
businesses. Market forces should determine those 
decisions, not Washington lawmakers. When govern-
ment policy picks winners and losers in such a way, it 
reduces economic efficiency because resources are not 
put to their highest-valued use. The economy suffers 
because of the distortion. The most glaring example of 
such policies are the myriad of tax breaks for the pro-
duction and consumption of politically favored types 
of energy and energy-efficient products.

Anachronistic Business Tax System. The way 
the tax code treats business is the biggest inhibitor of 
growth in the tax code today. The U.S. has the high-
est corporate tax rate of any country in the Organi-
zation for Economic Co-operation and Development 
(OECD)—the 34 most industrialized countries in 
the world. The federal rate is 35 percent and states 

1. Matthew Streit, “Updating the American Tax System: American Attitudes and Support for Tax Reform,” Heritage Foundation White Paper, 
March 2015, http://thf_media.s3.amazonaws.com/2015/pdf/American_Attitudes_and_Support_for_Tax_Reform.pdf.
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add over 4 percentage points on average for a com-
bined rate of 39.1 percent. However, rates in some 
states are much higher than the average. Businesses 
in those states face a combined rate well in excess 
of 40 percent. For instance, the rate in California is 
8.84 percent, so businesses there pay a total rate of 
almost 44 percent. High rates make it unattractive 
for businesses, both foreign and domestic, to locate 
new investment in the U.S.

Further inhibiting investment is the fact that the 
U.S. is effectively the only developed nation that taxes 
its businesses on the income they earn in foreign 
countries. This taxation creates another disincentive 
for U.S. businesses to invest,2 which further suppress-
es wage growth and job creation for American work-
ers. The worldwide system also makes it attractive 
for foreign firms to buy U.S. firms, or for U.S. firms to 
merge with foreign corporations and move the new 
company’s headquarters abroad—as was the case in 
the spate of inversions in 2014.3 in either case, the new 
business moves its headquarters and legal domicile 
abroad to avoid the impact of U.S. worldwide taxation.

The U.S. also has one of the worst systems in the 
industrialized world for businesses to deduct the cost 
of investments. The U.S. tax code denies businesses 
the ability to deduct the full cost of investments at the 
time businesses make them. instead, the code applies 
a cumbersome depreciation system that forces busi-
nesses to deduct the cost of investment over many 
years—sometimes as many as 39. This raises the cost 
of investing because of the time value of money. less 
investment due to those higher costs hurts productiv-
ity gains, wage growth, and job creation.

Small businesses face enhanced bias under the 
current system. After the 2013 tax increases, small 
business owners now pay a top federal income tax 
rate of 39.6 percent, and an additional 3.8 percent 
investment surtax that became law as part of Obam-
acare. it pushes the top federal tax rate on small 
business income to 43.4 percent. large corporations 
pay a federal tax rate of 35 percent. This disparity is 
unfair to small businesses and puts them at a disad-
vantage against their larger competitors.

Complexity and Compliance Costs. The tax 
code is absurdly complicated. The arrival of per-
sonal computers and tax software has permitted 
the creativity of policymakers in Washington to 
run amok, creating tax complexities far beyond 
what even tax professionals could manage unaid-
ed by electronics. There are a multitude of credits, 
exemptions, and deductions, many of which are 
subject to special rules and phase-out4 over differ-
ent levels of income. As if this was not bad enough, 
there is a parallel tax called the Alternative Min-
imum Tax (AMT), as well as the payroll and self-
employment taxes that fund Social Security and 
part of Medicare. All of this complexity imposed 
on individual taxpayers is relatively minor com-
pared to the torturous rules and exceptions that 
businesses must suffer. These compliance costs 
have a disproportionately adverse impact on small 
and start-up businesses, which are ill-equipped 
to spend the resources necessary to deal with this 
absurd complexity. The compliance costs associ-
ated with the income tax have been estimated to be 
in the range of $125 billion to $400 billion. These 
costs remove productive resources from the econ-
omy and are effectively a hidden tax on families 
and businesses.

The Elements of Sound Tax Reform: 
What Reform Should Achieve

Tax reform based on the five principles detailed 
above would fix the problems laid out above and, 
therefore, dramatically improve the economy. To 
fix those problems properly, tax reform would have 
to meet certain economic objectives, while keeping 
non-economic objectives in mind as well.

Economic Objectives. Tax reform would great-
ly enhance economic performance by accomplishing 
five major economic objectives:

1. Lower individual and business tax rates. Tax 
reform must lower rates, in particular the top 
marginal rates, to strengthen the economy by 
improving incentives to work, save, and invest.

2. Curtis S. Dubay, “A Territorial Tax System Would Create Jobs and Raise Wages for U.S. Workers,” Heritage Foundation Backgrounder No. 2843, 
September 12, 2013, http://www.heritage.org/research/reports/2013/09/a-territorial-tax-system-would-create-jobs-and-raise-wages-for-
us-workers.

3. Curtis S. Dubay, “Business Inversions: Tax Reform Is the Only Way to Curb Them,” Heritage Foundation Issue Brief No. 2950, September 4, 
2014, http://www.heritage.org/research/reports/2014/09/business-inversions-tax-reform-is-the-only-way-to-curb-them.

4. A phase-out is a reduction in value of a tax provision as a taxpayer’s income increases until it is eliminated or zeroed out.
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2. Establish the right tax base. Often over-
looked in the tax reform debate is the fact that 
defining the tax base (what the tax code taxes) 
is as important as lowering the tax rate. lower-
ing rates is important, but if lower rates apply to 
an improper base, tax reform would then have 
no net benefit for the economy. Worse, if the tax 
base is structured poorly enough, tax reform 
would be a net negative for growth. The right 
tax base is consumption (defined in detail under 

“The Four Ways to Achieve Fundamental Tax 
reform”), rather than the hybrid income-con-
sumption tax base the current system uses.

3. Eliminate the bias against saving and 
investment. Tax reform must reduce, and 
ideally eliminate, the bias against saving and 
investing caused by double taxation. Taxing 
the right consumption tax base would go a long 
way toward accomplishing this since it should 
eliminate the double taxation of capital gains 
and dividends, and allow businesses to deduct 
their capital costs when incurred. Tax reform 
should go further by lowering the corporate 
tax rate and moving to a territorial and bor-
der-adjusted tax system, which is also neces-
sary for eliminating the bias against savings 
and investment.

4. Eliminate tax preferences. More work is nec-
essary to ensure that the base is neutral and does 
not pick winners and losers. That means that tax 
reform should eliminate any deductions, credits, 
and exemptions that are not economically jus-
tified. Tax reform should eliminate unjustified 
policies that Congress intended to benefit par-
ticular industries, such as those aimed at aiding 
particular energy sources. The best way to avoid 
these problems is to start tax reform by defining 
a proper base and maintaining it.

5. Simplify the tax system and make it more 
transparent so that taxpayers understand 
how much they pay to fund the federal 
government. Washington can help reduce 
the size of government by making the cost 
of government more apparent to the Ameri-
can people. Because of income and payroll tax 
withholdings, and the hidden costs of corpo-
rate, employer payroll, and excise taxes, most 
Americans have little idea how much they are 
paying to fund the federal government or how 
proposed policy changes will affect them. The 
sheer complexity of the system makes it dif-
ficult to understand the true impact of the tax 
system. Tax reform should strive to make that 
cost explicit to taxpayers. Once taxpayers know 
how much of their hard-earned income goes to 
the federal government, they will be more will-
ing to reduce the size of government since they 
will better understand its cost to them. A trans-
parent code would be simpler than the current 
system. Simplicity aids not only the goal of 
transparency (because taxpayers understand 
the system), but also the economic goal of lower 
compliance costs.

if tax reform achieved these objectives, the econ-
omy would enjoy sizeable gains. Although empiri-
cal work on the economic benefits of tax reform 
has been light in recent years, a recent analysis 
by the Tax Foundation5 shows the economy could 
improve significantly from pro-growth tax reform 
that selects the correct tax base and administers a 
low, flat rate.

According to the Tax Foundation analysis, the 
economy could grow as much as 15 percent over 10 
years because of tax reform. After those 10 years, 
the average American family’s wages would rise by 
almost 10 percent.6 That would be an extra $5,000 
in the pockets of families earning $50,000 per year, 

5. Andrew Lundeen, “Slow Economic Growth Does Not Need to Be the New Normal,” Tax Foundation, May 15, 2014,  
http://taxfoundation.org/blog/slow-economic-growth-does-not-need-be-new-normal (accessed March 16, 2015).

6. Ibid., and Michael Schuyler and William McBride, “The Economic Effects of the Rubio–Lee Tax Reform Plan,” Tax Foundation, March 9, 2015, 
http://taxfoundation.org/article/economic-effects-rubio-lee-tax-reform-plan (accessed March 16, 2015).
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roughly the median income in the United States. This 
is broadly consistent with many earlier estimates of 
the gains to be had from fundamental tax reform.7

A stronger economy also plays a vital role in 
improving state, local, and federal government 
finances. it means higher tax revenues and lower 
spending needs for those temporarily distressed 
from unemployment. A stronger economy means 
better wages for all Americans. Better job opportu-
nities are also the most powerful antidote to per-
sistent poverty; and with less poverty comes fewer 
demands for anti-poverty spending.

Non-Economic Objectives. Tax reform plans 
should also be designed with non-economic objec-
tives in mind. Any reform plan should limit the tax 
system’s adverse impact on the core institutions of 
civil society, including the family and voluntary civic 
associations, such as religious and educational insti-
tutions, charities, and community organizations.

A just political order protects individuals’ natural 
rights to life, liberty, and property. A just tax system 
adheres to this principle by imposing an equitable 
and reasonable burden on taxpayers, with special 
privileges for none, and respecting taxpayer rights 
to due process.

The Four Ways to Achieve  
Fundamental Tax Reform

There are long-standing debates about which 
type of tax reform plan can best deliver the objec-
tives laid out above. Those plans generally have 
more in common with each other than is usually 
understood. in fact, the best and most popular tax 
reform plans use the correct consumption tax base 
and have identical economic effects. They vary only 
in how taxpayers pay them. A useful way to under-
stand their variations is to think of them as dis-
tinct software programs used to execute the same 
function. They all execute that function equally 
well, but they interact with their users (taxpayers) 
differently.

For many, a consumption tax means a retail 
sales tax such as the one that most states levy. How-
ever, a consumption tax is any tax on income that 
is spent on consumption, and excludes income that 
is saved or invested. Consumption taxes do not 
include the estate and gift tax, also known as the 
death tax. There are several plans that fit this mold, 
including:

 n The traditional flat tax (often referred to as the 
Hall–rabushka flat tax);8

7. See, for instance, Hans Fehr, Sabine Jokisch, Ashwin Kambhampati, and Laurence J. Kotlikoff, “Simulating the Elimination of the U.S. Corporate 
Income Tax,” National Bureau of Economic Research Working Paper No. 19757, December 2013, http://www.nber.org/papers/w19757 (accessed 
March 16, 2015); Laurence J. Kotlikoff and Sabine Jokisch, “Simulating the Dynamic Macroeconomic and Microeconomic Effects of the FairTax,” 
National Bureau of Economic Research, Working Paper No. 11858, December, 2005; Arduin, Laffer & Moore Econometrics, “A Macroeconomic 
Analysis of the Fair Tax Proposal,” Americans for Fair Taxation Research Monograph, December 2005; Dale W. Jorgenson and P. J. Wilcoxen, 

“The Long-Run Dynamics of Fundamental Tax Reform,” American Economic Review, Vol. 87, No. 2 (May 1997), pp. 126–132; Dale W. Jorgenson, 
“The Economic Impact of Taxing Consumption,” in House Committee on Ways and Means, Replacing the Federal Income Tax, Vol. II, 104th 
Congress, Second Session, 1996, pp. 105–113; Marco Fantini, “Macroeconomic Effects of a Shift from Direct to Indirect Taxation: A Simulation 
For 15 EU Member States,” presented at the 72nd meeting of the OECD, Working Party No. 2 on Tax Policy Analysis and Tax Statistics, Paris, 
November 14–16, 2006; and Joint Committee on Taxation, “Tax Modeling Project and 1997 Tax Symposium Papers,” JCS-21-97, November 20, 1997.

8. Robert Hall and Alvin Rabushka, The Flat Tax, 2nd ed. (Stanford, CA: Hoover Institution Press, 1995), and Daniel J. Mitchell, “Make Taxes 
Simple and Fair: Enact the Flat Tax,” in Jack Kemp and Ken Blackwell, eds., The IRS v. The People: Time for Real Tax Reform (Washington, DC: 
The Heritage Foundation, 1999), pp. 89–91. For a border-adjusted version of the flat tax, see Report of the President’s Advisory Panel on Federal 
Tax Reform, 2005, http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html (accessed March 16, 2015). The flat tax was first 
introduced in Congress by Senators Dennis DeConcini (D–AZ) and Steve Symms (R–ID) as the Flat Tax, S. 321, 99th Congress, 1985, and was 
then sponsored by Representative Dick Armey (R–TX) as H.R. 1040, 105th Congress, 1997, and by Senator Richard Shelby (R–AL) as S. 1040, 
105th Congress, 1997. Steve Forbes heavily promoted the proposal during his 1996 and 2000 presidential bids. Only an optional flat tax has 
been introduced in the current Congress by Representative Michael Burgess (R–TX), H.R. 1040, 114th Congress, 2015, and this legislation is 
too abstract to be enacted in its current form. A graduated rate version of this tax plan has been proposed by economist David Bradford and is 
called the “X Tax.” See David F. Bradford, Untangling the Income Tax (Cambridge, MA: Harvard University Press, 1986).
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 n The New Flat Tax (also known as an expenditure, 
or consumed-income, tax);9

 n A business transfer tax (BTT);10 and

 n A national sales tax.11

Any sound tax reform plan will either adopt one of 
these approaches or a combination of two approach-
es or move the current tax system substantially in 
that direction.

1. Traditional Flat Tax. To arrive at a consump-
tion base, the traditional flat tax starts on the busi-
ness side. Businesses take their gross income from 
the sale of goods or the provision of services. it then 
subtracts from that amount all costs for inputs into 
their product, including investments in capital—
such as machines, equipment, and structures. Busi-
nesses also deduct their labor costs. They are taxed 
at a flat rate on the remainder. Businesses only pay 
tax on their domestic income.

Families and individuals pay a tax on their labor 
income, which is mostly the wages that businesses 
pay them. They, too, pay a flat rate, after a standard 

deduction that prevents taxation of incomes below a 
certain amount (the poverty level, for example). Sav-
ings and investment are treated like roth individ-
ual retirement accounts (irAs) under the current 
system. individuals accumulate savings after they 
pay taxes on their earnings, hence later withdraw-
als from the account are not taxable. Accumulations 
during intervening periods are not taxed, nor are 
there taxes on capital gains and dividends.

Financial transactions are disregarded when 
determining taxable income for both individu-
als and businesses. Thus, interest is neither taxed 
nor deductible.

The traditional flat tax is a consumption tax 
because the overall tax base is the value of all goods 
and services less investment.

2. The New Flat Tax. The New Flat Tax is sim-
ilar to the traditional flat tax. The business tax is 
identical. The key difference between the two is on 
the individual side. The New Flat Tax has one rate 
for labor income, minus the amounts that families 
and individuals save. it uses the traditional irA 
treatment for savings, which allows families to save 
with pre-tax dollars. The savings can be invested 

9. J. D. Foster, “The New Flat Tax: Easy as One, Two, Three,” Heritage Foundation Backgrounder No. 2631, December 13, 2011,  
http://www.heritage.org/research/reports/2011/12/the-new-flat-tax-easy-as-one-two-three. The expenditure tax idea has a long history. It 
was proposed by John Stuart Mill, The Principles of Political Economy (1848); Irving Fisher and Herbert W. Fisher, Constructive Income Taxation: 
A Proposal for Reform (New York and London: Harper, 1942); Nicholas Kaldor, An Expenditure Tax (Sydney: Allen & Unwin, 1955); William 
D. Andrews, “A Consumption-Type or Cash Flow Personal Income Tax,” Harvard Law Review, Vol. 87, No. 6 (April 1974), pp. 1113–1188; and 
U.S. Department of the Treasury, “Blueprints for Basic Tax Reform,” January 17, 1977, http://www.treasury.gov/resource-center/tax-policy/
Pages/blueprints-index.aspx (accessed March 16, 2015). (A second edition was published by Tax Analysts in 1984 with additional material.); 
J. E. Meade, The Structure and Reform of Direct Taxation (London: The Institute for Fiscal Studies, 1978); Henry J. Aaron and Harvey Galper, 
Assessing Tax Reform (Washington, DC: Brookings Institution, 1985); and Norman B. Ture, “The Inflow Outflow Tax—a Saving-Deferred 
Neutral Tax System,” Institute for Research on the Economics of Taxation, 1997, http://iret.org/pub/inflow_outflow.pdf (accessed March 
16, 2015). This type of plan was first introduced in Congress as the Cash Flow Income Tax Act of 1985 by Representative Cecil Heftel (D–HI), 
H.R. 1165, 99th Congress, 1985; a version was introduced by Senators Sam Nunn (D–GA) and Pete Domenici (R–NM) as the individual tax 
in the Unlimited Savings Allowance (USA) Tax Act, S. 722, 104th Congress, 1995. Both of these versions, however, had graduated rates. A 
concurrent resolution was introduced by Senator Mike Lee (R–UT) based on The Heritage Foundation’s “Saving the American Dream” plan, 
http://savingthedream.org/about-the-plan/plan-details/. Section 504 of S.Con.Res. 44, 112th Congress, 2012, describes the new flat tax plan.

10. A national sales tax–business transfer tax plan (sometimes referred to as the Broad Economic Simplification Tax (BEST) plan) was introduced 
by Senator Jim DeMint (R–SC) as S. 1921, 109th Congress, 2005. See David R. Burton, “The BEST Tax,” testimony before the President’s 
Advisory Panel on Federal Tax Reform, May 11–12, 2005, http://govinfo.library.unt.edu/taxreformpanel/meetings/docs/burton_052005.ppt 
(accessed March 16, 2015). Representative Paul Ryan (R–WI) introduced a business transfer tax as part of his “Roadmap for America’s Future,” 
Budget Committee, U.S. House of Representatives, Title VI of H.R. 6110, 110th Congress, 2008. The business tax in the 1995 USA Tax was a 
business transfer tax. See Lawrence S. Seidman, The USA Tax: A Progressive Consumption Tax (Cambridge, MA: MIT Press, 1997).

11. Representatives Dan Schaefer (R–CO) and Billy Tauzin (D–LA) introduced the first national sales tax bill, the National Retail Sales Tax,  
H.R. 3039, 104th Congress, 1996; Representatives John Linder (R–GA) and Collin Peterson (D–MN) first introduced the FairTax, H.R. 2525, 
106th Congress, 1999 (H.R. 25 in later Congresses). Representative Rob Woodall (R–GA) became the lead sponsor after Linder’s retirement. 
For more details, see David R. Burton and Dan R. Mastromarco, “Emancipating America from the Income Tax: How a National Sales Tax 
Would Work,” Cato Institute Policy Analysis No. 272, April 15, 1997, http://www.cato.org/pubs/pas/pa-272es.html (accessed March 16, 2015); 
David R. Burton, “The National Sales Tax Alternative,” in Kemp and Blackwell, eds., The IRS v. The People; and Neal Boortz and John Linder, The 
Fair Tax Book: Saying Goodbye to the Income Tax and the IRS (New York: HarperCollins, 2006).
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and grow tax-free. There are no capital gains or div-
idends taxes. people pay tax when they withdraw 
the savings.

Unlike the traditional flat tax, the New Flat Tax 
has deductions for charitable contributions and an 
optional mortgage interest deduction (where inter-
est is deductible but taxable to the lender). The tradi-
tional flat tax could be modified to include these fea-
tures, and the New Flat Tax could eliminate interest 
deductions altogether by exempting all interest 
income from taxation.

like the traditional flat tax, the New Flat Tax is 
a consumption tax. it taxes only income that people 
have spent, which equals consumption.

Under both the traditional and new flat taxes, the 
existing payroll tax would be redundant because it is 
essentially a flat tax, too; it can be rolled into either 
flat tax.

3. Business Transfer Tax. A business transfer 
tax (BTT) would be imposed on all businesses, not 
on individuals except those who are sole proprietors 
(who would be subject to the BTT on their business 
income). The tax base would be revenue from the 
sale of goods and services minus purchases of goods 
and services from other businesses. Wages paid to 
workers are not deductible. The proposal by Sena-
tors Sam Nunn (D–GA) and pete Domenici (r–NM) 
in the 1995 USA Tax Act included a BTT.

A BTT would expense capital costs. The purchas-
es of capital goods (such as machinery and equip-
ment) would be deductible, as would be all other pur-
chases of goods and services.

Financial transactions (such as interest, divi-
dends, and capital gains) are not relevant to calcu-
lating the taxable base. This is a major simplification. 
Many of the most problematic issues with an income 
tax or cash flow tax simply disappear. This is equally 
true of the traditional flat tax and a sales tax.

All BTTs that have been introduced are terri-
torial and border-adjusted. Thus, income earned 
outside the U.S. is not taxed. Moreover, revenue 
from exports is excluded from the taxable base, and 
imports sold in the U.S. are subjected to the same tax 
as U.S.-produced goods.

4. National Sales Tax. A national sales tax 
would tax consumption directly by taxing the sales 

of goods and services to consumers. intermediate 
(business-to-business) sales and investment goods 
would not be taxed. if they were, the tax would cas-
cade (a tax on a tax), which raises their prices and 
hides the amount of tax that people pay. Both the 
proposed FairTax and its predecessor12 have the cor-
rect tax base (all consumption goods and services 
but no intermediate or investment goods or services).

Businesses would collect and remit the sales tax, 
filing monthly sales tax returns. Both proposals pro-
vide a small credit to compensate businesses for this 
cost. individuals would file no tax returns. Both sales 
tax proposals are progressive because they provide 
each family with a monthly rebate equal to the sales 
tax rate, times the annual poverty level, divided by 
12. Thus, every family is effectively exempt from 
spending up to the poverty level.

A sales tax by its nature exempts exports from 
tax, and taxes goods produced abroad and in the 
U.S. alike. A sales tax should not treat contributions 
to charities as the purchase of charitable services, 
which is analogous to a charitable deduction.

The FairTax repeals payroll taxes and therefore 
has a higher tax rate than its predecessor (which did 
not repeal payroll taxes).

Other Considerations  
Tax Reform Must Address

There are many important issues that any tax 
reform plan would need to address. Although these 
issues do not receive as much attention as tax rates, 
tax reform must get them correct in order to maxi-
mize growth. They include:

 n Which taxes to replace. in addition to the indi-
vidual and corporate taxes, there are a host of 
other taxes, including a variety of excise taxes, 
customs fees, and the estate tax. The biggest tax 
is the payroll tax. Tax reform would need to con-
sider what it would do to these other taxes.

 n Revenue. Tax reform should not be used to raise 
taxes on Americans. it should pick an explicit 
revenue target, such as the historical revenue 
average, and adhere to it. Since the Congressio-
nal Budget Office (CBO) estimates that revenue 

12. Representatives Schaefer and Tauzin introduced the first national sales tax bill, the National Retail Sales Tax, H.R. 3039, 104th Congress, 1996.
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will be above its historical average on its current 
trajectory, tax reform should at least lower taxes 
back to that level.

 n Additional tax systems. There is frequent 
talk by some that the U.S. needs to levy a cred-
it-invoice value-added tax (VAT). in addition to 
not raising taxes, tax reform should not add new 
tax systems on top of the existing ones. Another 
tax system would increase complexity and likely 
allow the federal government to extract higher 
taxes from American taxpayers.

 n The family. The tax code should not have a mar-
riage penalty. it should also include allowances 
for families with children that help eliminate tax 
on incomes below certain amounts and reflect the 
contributions parents make to the future pros-
perity of the country. Their necessity must be 
weighed against how much higher tax rates would 
rise because of them, and their tendency to remove 
many taxpayers from the tax rolls entirely.13

 n Health care. Employer-provided health insur-
ance should not be tax preferred. However, the 
exclusion of employer-provided health insurance 
has been part of the tax code for approximately 
70 years. Thus, changes to it will have tax and 
health care implications.

 n Charitable contributions. Allowing money to 
flow to core charitable and educational institu-
tions on a pre-tax basis is sound policy. A robust 
civil society is a critical component of a free 
society. The contours of this deduction depend 
on the type of tax system implemented. There 
is a need to rethink the current legal treatment 
of both the underlying exemption and the tax 
treatment of business income, unrelated to the 
exempt purpose of the organization. There are 
nearly three dozen categories of tax-exempt 
organizations in the tax code. Many of these are 
multibillion-dollar organizations that run large 

businesses, such as AArp, Harvard University, 
and the NFl.

 n Education. There are a host of deductions and 
credits in the existing tax code for educational 
expenses. Tax reform should reduce complex-
ity by consolidating them into a simple policy 
that reflects the importance of human capi-
tal formation.

 n International issues. Tax reform should cre-
ate a system that is both territorial (only taxes 
income that businesses earn within the U.S.) and 
border-adjusted (to equate the tax burden on for-
eign and U.S.-produced goods both in U.S. mar-
kets and in foreign markets). The U.S. govern-
ment should only tax economic activity in the U.S. 
it should also stop taxing individual Americans 
on their income earned abroad.

 n Interest. How the tax code handles interest is a 
frequent topic of misunderstanding. if interest 
income is taxable to lenders, it should be deductible 
to borrowers. if interest is not taxable, it should not 
be deductible. Either treatment keeps taxes from 
influencing decisions to issue and take on debt.14 
Getting this issue right is important in tax reform 
because, if done incorrectly, it could have serious 
negative ramifications for the economy. A con-
sumption tax can employ either treatment; howev-
er, it is likely that not taxing interest and denying a 
deduction can allow a larger rate reduction because 
of the large number of non-taxable lenders.

 n State and local taxes. A deduction for state and 
local taxes makes sense because families cannot 
spend the money they use to pay those taxes in 
the private market. However, the deduction has 
the adverse impact of encouraging larger state 
and local governments. in addition, the deduc-
tion encourages consumption through the medi-
um of state and local government.15 Therefore, 
it is probably best for tax reform to abolish the 

13. Curtis S. Dubay, “Congress Should Be Cautious About Expanding the Child Tax Credit,” Heritage Foundation Issue Brief No. 4241, June 26, 2014, 
http://www.heritage.org/research/reports/2014/06/congress-should-be-cautious-about-expanding-the-child-tax-credit.

14. Curtis S. Dubay, “The Proper Tax Treatment of Interest,” Heritage Foundation Backgrounder No. 2868, February 19, 2014,  
http://www.heritage.org/research/reports/2014/02/the-proper-tax-treatment-of-interest.

15. For example, trash collection or recreational centers funded with state or local taxes would be deductible, while trash collection or recreational 
centers purchased from private providers would not be.
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deduction and use the revenue gained to reduce 
federal marginal tax rates.16

 n Income support. The Earned income Tax Cred-
it (EiTC) encourages work and helps low-income 
families. it is a welfare program, however, that 
should be reformed in the context of broader wel-
fare reform.

 n Taxation of government benefits. Current 
law generally exempts government benefits from 
taxation (except up to 85 percent of Social Secu-
rity benefits for higher-income taxpayers and 
unemployment benefits). This understates the 
income of benefit recipients and magnifies the 
value of these benefits compared to income gen-
erated from work. Tax reform, in conjunction 
with reform to assistance programs, should con-
template whether to include those benefits as tax-
able income, which they rightfully are. if the ben-
efits are excluded, the Treasury Department and 
the Joint Committee on Taxation should include 
them on their tax expenditures lists.

 n Government consumption. Government con-
sumption—federal, state, and local—is about 
one-third of the economy annually. The tax sys-
tem should not provide an incentive to consume 
through government rather than privately. A tax 
system that taxes government employee wages 
generally does not create such an incentive. A 
sales tax or BTT needs to impose a separate tax 
on government purchases to ensure neutrality.

 n Government enterprises. Government enter-
prises, such as Amtrak, commuter rail, mass 
transit, the postal Service, government-owned 
utilities, and recreation centers, should be taxed 
just like their private-sector counterparts, and 
subsidies to these entities should be treated as 
taxable receipts.

 n Transition issues. This seemingly technical 
issue involves trillions of dollars, and addressing 
it correctly will be a major factor that determines 
whether the business community and others sup-
port tax reform. The biggest single issue is the 

treatment of costs that businesses have not yet 
deducted from their income (notably equipment 
and structures), unused foreign tax credits, and net 
operating losses that they have not yet been able to 
deduct from income (carry forwards). Accounting 
treatment of deferred tax assets and liabilities in 
transition is vitally important to public compa-
nies. The revenue loss associated with transition 
rules can necessitate large rate increases over the 
intermediate term unless countervailing taxes are 
imposed on windfall gains.

 n Financial intermediation services, finan-
cial institutions, and insurance companies 
(mutual and investor-owned). Financial inter-
mediation services should be taxed just like other 
services. Doing this right is complex (but simpler 
than current law) and needs to be done different-
ly in all four fundamental tax reform plans.

 n Taxation of gambling. Casinos and lotteries 
(including state-operated lotteries) should be 
taxed just as other businesses are taxed. Specific 
rules may be required to accomplish this result, 
depending on the plan. Net gambling winnings 
are income and should be taxed to individuals.

 n Taxation of pass-through entities (includ-
ing S corporations, cooperatives, REITS, and 
RICs—such as mutual funds). Most small busi-
nesses and about half of private-sector gross 
domestic product are taxed as pass-through 
entities (such as partnerships, llCs, and llps), 
which means that the business income is taxed on 
their owners’ tax returns. Tax reform should also 
ensure that these businesses pay the same rate as 
businesses that pay the corporate rate and should 
not expand double taxation to their income.

Conclusion
No matter what type of tax reform plan Congress 

institutes, a revenue collection agency will remain 
necessary to enforce the system. Whether that is a 
reformed internal revenue Service (irS), or a new 
agency created in its place, is up to Congress. Chang-
es to the irS are essential because of its recent mis-
deeds. Each of the tax reform plans described here 

16. Curtis S. Dubay, “Tax Reform Should Eliminate the Deduction for State and Local Taxes,” Heritage Foundation Issue Brief No. 4050,  
September 19, 2013, http://www.heritage.org/research/reports/2013/09/tax-reform-should-eliminate-the-deduction-for-state-and-local-taxes.



10

BACKGROUNDER | NO. 3009
April 7, 2015  

would aid Congress in reforming the irS. Since each 
of them would make enforcing the new tax code sim-
pler than under the current system, they would all 
allow a considerably smaller revenue agency.

Tax reform is essential to restoring economic 
prosperity for American families. The best way to 
maximize growth is for tax reform to establish a tax 
system with low rates that apply to consumption. 
There is more than one way to achieve a consump-
tion base. presidential candidates should under-
stand this as they form their positions on tax reform.

—Curtis S. Dubay is Research Fellow in Tax and 
Economic Policy, and David R. Burton is Senior 
Fellow in Economic Policy, in the Thomas A. Roe 
Institute for Economic Policy Studies, of the 
Institute for Economic Freedom and Opportunity, 
at The Heritage Foundation.
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Appendix

The Equivalence of Consumption Tax Bases

in the following discussion,17 the tax bases for the 
four types of consumption taxes are expressed as 
an equation, with the following variables: C (Con-
sumption), O (Output), i (investment), W (Wages), Y 
(income), and S (Savings).

Retail Sales Tax. A sales tax taxes the consump-
tion of goods and services when sold to consumers:

Business Transfer Tax. Output is the value of 
all goods and services produced. Output (goods and 
services) is either consumption of goods and servic-
es or investment. Output would be measured as the 
gross receipts from the sale of goods and services 
by businesses. investment would be the purchase of 
capital goods. Financial receipts and disbursements 
(such as interest and dividends) would be disregard-
ed. The tax base is output (the value of all goods and 
services produced) less all intermediate and capi-
tal goods (investment) that produced the output 
(consumption):

The Traditional Flat Tax. in effect, the tradi-
tional Hall–rabushka flat tax is the same as a BTT, 
except that businesses may deduct wages paid:

Wages—and only wages—are then taxed at the 
individual level:

Thus, the overall tax base is output less invest-
ment (consumption):

The New Flat Tax. income is either used to fund 
consumption or it is saved. income less net savings is 
another way of calculating consumption:

Sales Tax Base = Consumption

= C

BTT Tax Base = Output – Investment = Consumption

= O – I

= C

Business Flat Tax Base = Output – Investment – Wages

= O – I – W

= C – W

Individual Flat Tax Base = Wages

= W

Flat Tax Base = Business Flat Tax Base + Individual Flat Tax Base

= Output – Investment – Wages + Wages

= O – I – W + W

= O – I

= C

Expenditure Tax Base = Income – Savings

= Y – S

= C

17. This discussion is derived from David R. Burton, “Four Conservative Tax Plans with Equivalent Economic Results,” Heritage Foundation 
Backgrounder No. 2978, December 15, 2014,  
http://www.heritage.org/research/reports/2014/12/four-conservative-tax-plans-with-equivalent-economic-results.


