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PREFACE

Following receipt of a December 9, 1997 request from the U.S. House Committee on Ways
and Means (appendix A), the U.S. International Trade Commission instituted an investigation
under section 332(g) of the Tariff Act of 1930Ipfplications for U.S. Trade and Competitiveness
of a Broad-based Consumption Tamvestigation No. 332-389). This study provides an analysis
of the implications for U.S. trade and competitiveness of replacing the current income-tax system
with a broad-based consumption tax. Specifically, this report summarizes the various
consumption-tax proposals, reviews the current economic analyses of this topic, and provides a
discussion of the key technical issues that can significantly affect the relationship between tax
policy and U.S. trade and competitiveness.

Copies of the notice of the investigation were posted in the Office of the Secretary, U.S.
International Trade Commission, Washington, DC 20436, and the notice was published in the
Federal Registe63 F.R. 2413) on January 15, 1998. The Commission scheduled a public
hearing in connection with the investigation on March 5, 1998. However, no persons requested an
opportunity to appear, and the hearing was canceled. In addition, interested parties were invited to
submit written statements concerning the investigation; appendix B contains a copiFeddhal
Registernotice and information about the only submission received.

The information and analysis provided in this report are for the purpose of this report only.
Nothing in this report should be considered to reflect possible future findings by the Commission
in any investigation conducted under statutory authority covering the same or similar subject
matter.






ABSTRACT

The House Committee on Ways and Means requested that the U.S. International Trade
Commission examine the implications for U.S. trade and competitiveness of replacing the current
income tax with a broad-based consumption tax. This report summarizes  various
consumption-tax proposals which include the Armey-Shelby flat tax, both the Schaefer-Tauzin
version and the Lugar version of a national sales tax, the Nunn-Domenici unlimited savings
allowance tax, and the Gibbons value-added tax; reviews the economic literature that analyzes the
likely effects of consumption-based taxes on international transactions; and provides a discussion
of key technical issues affecting the relationship between U.S. Federal tax policy and U.S. trade
and competitiveness. The economic literature that was surveyed is largely theoretical since such a
broad-based tax reform is unprecedented. The survey reveals that one of the more important
effects of adopting a consumption tax is the likely increase in capital investment into the U.S.
economy from abroad, at least in the short run. Most studies conclude that a change to a
consumption-based tax system will attract foreign equity investment to the United States, as well
as encourage U.S. firms to locate projects in the United States that might otherwise have gone
abroad. However, it could also encourage U.S. multinational firms to shift debt capital to other
countries. While the literature indicates that the net effect of these flows on the U.S. capital stock
could theoretically increase or decrease, most studies indicate that net capital inflows are more
likely. With respect to trade effects, since international capital and trade flows are inherently
linked, the short-run changes in a country’s capital account are accompanied by a change in its
trade balance. To the extent that international capital flows into (out of) an economy, the trade
balance moves towards deficit (surplus). In the long run, increases in investment from both
foreign and domestic sources tend to enhance an economy’s competitiveness by increasing its
productivity.






EXECUTIVE SUMMARY

Several legislative proposals exist that would replace the current U.S. income tax system with
a consumption tax. Such a tax could provide greater incentives for savings and investment. In
general, it is expected that increased investments will increase productivity and national economic
welfare. These productivity and welfare changes also imply changes in international transactions.
On December 9, 1997, the U.S. House Committee on Ways and Means (the Committee) asked the
U.S. International Trade Commission (the Commission) to investigate the implications for U.S.
trade and competitiveness of a broad-based consumption tax. The Committee requested that the
Commission summarize the various consumption tax proposals, review the economic analyses of
the effects of consumption-based taxes on international trade, and provide a discussion of key
technical issues that can significantly affect the relationship between U.S. Federal tax policy and
U.S. trade and competitiveness.

The effects of a broad-based consumption tax on U.S. trade and competitiveness reported in
this analysis are based on a review of the literature. The economic literature that was surveyed is
largely theoretical since such a broad-based tax reform is unprecedented. Studies that have
examined the effects of consumption-based taxes on international trade find that the resulting
changes in investment, imports, and exports depend on the consumption tax structure. A major
portion of the economic literature is theoretical and concentrates on developing the analytical
framework for examining this issue. There is limited empirical research estimating the potential
effects of a consumption tax on U.S. trade and competitiveness.

Several measures of competitiveness exist. For the purposes of this investigation, the
Commission staff measures improvements in competitiveness as any economic change that
enhances the productivity of U.S. domestic firms relative to foreign firms. Changes in U.S.
competitiveness can thus result from changes in the U.S. capital stock, the flow of foreign capital
into the United States, or changes in the international location of research and development (R&D)
activity. These various types of capital investment are the most likely to be responsive to the
United States adopting a broad-based consumption tax.

The Consumption Tax Proposals

This report summarizes the current tax system and compares it to the primary consumption-tax
proposals that either have been formally submitted to Congress or that have been extensively
discussed by legislators and the public. The main proposals that are reviewed include a flat tax,
several versions of a national sales tax, an unlimited savings allowance (USA) tax, and a
value-added tax (VAT). Each of the proposals is based on income or consumption that takes place
in the United Statek. For example, the Armey-Shelby flat tax and the Gibbons VAT are applied to
income earned in the United States, other than investment income. The Schaefer-Tauzin and the
Lugar sales taxes are based on individual consumption in the United States, and the
Nunn-Domenici USA tax is based on individual consumption (income less new savings), plus the
cash flow from U.S. business activities. While the flat tax and USA tax are formally based on the
reporting and taxation of income, their intended base may be considered to be consumption rather
than income, since they exempt savings or returns on savings.

1For ease of reference in this study, these proposals will be referred to by the names of those who
introduced legislation or supported that form of consumption tax. These include the Armey-Shelby flat tax,
the Schaefer-Tauzin and the Lugar national sales taxes, the Nunn-Domenici USA tax, and the Gibbons VAT.
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A distinguishing characteristic of these proposals is the method by which U.S. exports and
imports are taxed. The Armey-Shelby flat tax can be classified asigin-basedtax because
exporters pay taxes on export-derived income, but business expenditures on imports are
deductible. The remaining proposals — the Schaefer-Tauzin and the Lugar national sales taxes,
the Nunn-Domenici USA tax, and the Gibbons VAT — destination-basedaxes because
exports are untaxed, and business expenditures on imports are taxed.

Trade and Competitiveness Effects

The findings of this report are organized around the channels through which the tax changes
would operate: (1) the domestic capital market, (2) the international capital market, (3) the goods
market, and (4) transaction costs, compliance and enforcement, and transition issues. The primary
trade and competitiveness effects of adopting a consumption tax will depend primarily on the
extent to which capital investment from abroad flows into the U.S. economy, at least in the short
run. Increases in capital investment tend to enhance an economy’s competitiveness by increasing
its productivity. Improvements in productivity generally lead to expansions in production and
overall economic welfare. With respect to trade effects, since international capital and trade flows
are inherently linked, the short-run changes in a country’s capital account are generally
accompanied by a change in its trade balance. To the extent that international capital flows into
(out of) an economy, the trade balance moves towards deficit (surplus). In summary, four essential
points emerge from this survey:

e Abroad-based consumption tax may increase the after-tax returns on domestic savings
and investments. Most studies conclude that a change to a consumption-based tax system
would significantly increase domestic savings and equity investment, with a corresponding
positive impact on U.S. gross domestic product and wage rates. However, the net effect on
domestic interest rates is uncertain.

e A consumption tax could attract foreign equity capital to the United States, as well as
encourage U.S. firms to locate projects in the United States that might otherwise have
gone abroad.Studies indicate U.S. multinational firms would have an incentive to shift debt
capital to other countries. While the theoretical literature indicates that the net effect of these
flows on U.S. capital could either increase or decrease, most studies indicate that net capital
inflows are more likely.

e The economic analyses reviewed suggest that the tax-free status of exports under a
destination-based consumption tax may have short-term effects but is unlikely to have
a long-run effect on the overall U.S. trade balancerirst, these analyses conclude that the
tax-free status of exports simply maintains a level playing field between domestic and
foreign producers in domestic and foreign markets. Second, any increase in net exports in the
short run is neutralized in the long run by exchange rate movements. However, the studies
suggest that changes may occur in the composition of U.S. trade. For example, U.S. net
exports of capital-intensive goods could increase, while net exports of labor-intensive goods
could decrease.

¢ |f consumption taxation takes a form substantially simpler than the system it replaces,
then reductions in compliance and enforcement costs could occur and would likely
result in efficiency gains for the U.S. economyin addition, a consumption-based tax could
enhance the status of the United States as a “tax haven” country; the more favorable tax
treatment of U.S. business would mean that firms subject to foreign income taxation would
tend to shift the reporting of profits to the United States to avoid higher taxes in other
countries. However, a consumption tax could induce a one-time drop in asset values of
pre-existing wealth, which may be perceived as inequitable. The extent of such changes in
asset values, if any, ultimately depends on the nature of any transition provisions that are
implemented.



CHAPTER 1
Introduction

On December 15, 1997, the U.S. International around the market channels through which the tax
Trade Commission (Commission) received a letter operates: (1) the domestic capital market, (2) the
from the House Committee on Ways and Means international capital market, (3) the goods market, and
requesting that the Commission conduct an (4) transaction costs, compliance and enforcement, and
investigation under section 332(g) of the Tariff Act of transition issues. Chapter 4 briefly summarizes the
1930 on the effects on U.S. trade and competitivenessmaterial in the previous chapters and synthesizes the
of replacing the current income tax system with a overall |mpl|catlons or net effects that might be drawn
broad-based consumption tax. Several legislative TOM the literature survey.
proposals exist that, if enacted, would significantly In reviewing the economic literature, two useful
change the current U.S. income tax system, including insights about this body of information became readily
some that can be characterized as consumption taxes?PParent. First, there are few empirical estimates of

Previous studies that have examined the effects ofth€ potential effects of a consumption tax on U.S. trade

consumption-based taxes on international trade have®Nd competitiveness. A major portion of the economic

found a wide range of effects on investment, imports, literature surveyed is theoretical and concentrates on

. . developing the analytical framework for examining
ztr;SCtS;(eports, depending on the  consumption taxthis issue. The empirical studlethat exist are very

recent and some of the first attempts by economists to
This investigation provides an analysis of the estimate the effects of a consumption tax on U.S. trade
implications for U.S. trade and competitiveness of and investment flows. A second concern is the
replacing the current income tax system with a difficulty involved in estimating these effects. The
broad-based consumption tax. Specifically, the report complexity of this issue does not allow the effects to be
summarizes the various consumption tax proposals,easily modeled either theoretically or empirically.
reviews the current economic analyses of this topic, Furthermore, because many of the theoretical results
and provides a discussion of the key technical issuesare ambiguous, any attempt at empirical estimation is
that can significantly affect the relationship between extremely difficult.
U.S. Federal tax policy and U.S. trade and
competitiveness.

Methodological Approach

For this investigation, the effects of a broad-based

Scope and Structure consumption tax on U.S. trade and competitiveness are

derived from an analytical review of the literattire
This report is organized into three additional SINC€ no appropriate analytical model has yet been
chapters. Chapter 2 briefly summarizes the current taxconstructed to quantify the tax/trade relationship
system and compares it to the primary consumption-tax@dequately. No original empirical analysis was
proposals. The main proposals that have beenunderta_\ken by the Commission staff. Th(_e concIL_JS|ons
introduced as legislation include the Armey-Shelby flat drawn in the report were based on empirical estimates
tax, the Schaefer-Tauzin and the Lugar sales taxes, andf@m Previous economic studies or, in cases where
the Nunn-Domenici unlimited savings allowance estimates did not exist, re_sults that the staff COL_lId_ infer
(USA) tax. Finally, a value-added tax (VAT) proposed from thg general discussion and consensus within the
by former Congressman Sam Gibbons is also reviewedoVerall literature

in chapter 2. 1 . L . .
~ *These estimates are primarily derived from multisector
Chapter 3 presents a discussion of areas in Whichsmulatioln mgdels. The two types of models used in these
: empirical studies were either computable general
the abp_ve proposgls might affect U.S. trade and equilibrium models or neoclassical growth models.
competitiveness. It is based on a survey of the research 2 Appendix C contains a bibliography of the literature

contained in the economic literature and is organized that was reviewed.




Several considerations should be kept in mind the productivity of U.S. domestic firms relative to
when interpreting the findings of this analytical survey. foreign firms. Changes in U.S. competitiveness can
First, while drawing conclusions about the possible thus result from changes in the U.S. capital stock, the
effects of switching from the current system to a flow of foreign capital into the United States, or
consumption-based tax, this analysis of the literature changes in the international location of research and
did not consider changes to trade and competitivenesglevelopment (R&D) activity. Among the variables
resulting from a change in the overall tax revenue that can affect productivity, these are most likely to be
collected by the Government. responsive to the United States adopting a broad-based

consumption tax.

Second, the existing literature is discussed and

classified according to the four market categories listed The BaSiC EconomiC

above. These four categories were defined in order to
simplify the discussion and exposition of the literature FrameWOrk
and to better understand the international implications

of a consumption tax; however, in many respects, these The :_namt argumet:]]tst n favo_r of _adoptlnl% Z
distinctions are artificial since all four market factors cOnSumption tax are that economic gans wou €
are interdependent in the actual economy. For realized from increases to savings and investment,

instance, the U.S. trade balance is closely related to '[heCapltal accumulation, and personal and business

. . : incomes, as well as the removal of distortions in the
balance between savings and investment in the U.S. ; . .

. : o allocation of capital. Less often cited as an argument
economy. The savings-investment balance is in turn. . . iy
directly related to the flow of equity and debt caital in favor of a consumption tax is the positive effect that

y . . qurty . P these proposals may have on international trade and
between the domestic and international capital markets.

) competitiveness.
A change in any one of these market factors generally ) .
affects the others. Many of the international effects of the tax reform

proposals are assumed to flow directly from the major
Third, in this report, the term “investment” when domestic effects, since a more efficient economy,

used without a modifier generally refers to physical Whose firms have more capital to invest in less
capital investment, such as property, plant, and Fhstorted ways, will presumably be more efficient in
equipment. When referring to the financial instruments Intérnational markets. ~ However, a typical argument

associated with physical capital, the term is generally made in favor of some of th.e consumption-tax
modified, e.g., “equity investment' for financial proposals — namely the two versions of the sales tax,

instruments that establish ownership rights, such asthe USA tax, and the VAT — is that U.S. exporters wil

stocks, or “debt investment” for bonds. A distinction is gain becaqse they will be allowed dedu_c_tlons_ on
also made between “direct investment” which is exports which are currently taxed. In addition, it is

associated with managerial control (i.e., in the affiliates argued that U.S. p_roducers will benefit because forelgn
L . “ S »  exports to the United States that are now exempt will
of multinational firms), and “portfolio investment,

) . . L : . be subject to taxation. Proponents of this particular
i.e., passive ownership of securities without managerial arqument sugaest that a consumption tax will imorove
control. This distinction is usually made in the context 9 99 P P

. ; : ) . the market share of U.S. producers in domestic and
of foreign investments, in which residents of one

L foreign markets.
country own capital in another country. In other )
cases, the context will establish whether the  HOwever, economists generally agree that border

unmodified term “investment” is being used in one of adjustments made for the taxation of imports and

the above modified senses. The reader should alsd®XPOrts should have no direct effect or long-run effect
note that the term “capital representing an on imports and exports for several reasbr®ne

accumulation of periodic investments, may be used in CO“_”EGFPO'”} ISI tlhaf[ b?r(ljsrb ?djustmdents tslmpl)(;
various senses corresponding to those of “investment,”Maintain a level piaying fie etween domestic an

foreign producers in domestic and foreign markets. A

Finally, in assessing the effect of a consumption tax S€cond argument is that any short-run increase in

on U.S. competitiveness, the meaning of “competi- 3Firm productivity can be either labor productivity
tiveness” as it is used in this report must be established,qtput per worker) or total factor productivity (output
Several measures exist; however, for the purposes ofrelative to a combined index of labor, capital, and other

the investigation, the Commission staff has adopted the€léments of production cost). ,
4 For further discussion, see Feldstein and Krugman

following measure: improvements in competitiveness (1990), McLure (1987), Grubert and Newlon (1997), Aaron
are interpreted as any economic change that enhancegl987), and the Joint Tax Committee (1995).




net exports resulting from border adjustments is likely individual income taxes, corporate income taxes,
to be neutralized in the long run by exchange rate employment taxes, property taxes, general
movements. Both of these counterpoints are more consumption taxes, and specific consumption or excise
fully examined in chapter 3. Finally, regardless of the taxes’! Relative to other industrialized western
border adjustments, the predominant effects with countries, the United States generally relies more
respect to the tax/trade relation are likely to occur heavily on income taxes and less heavily on
through international investment flows. consumption taxes.

The effects of the consumption tax proposals on  Table 1-1 presents a comparison of the types of
international investment flows are measured through txes imposed by G-7 countries and Mexico to collect
the U.S. capital account. The U.S. capital account ist@x revenue. It is readily apparent that most countries
basically the difference between U.S. domestic savingsdiversify their tax revenues, with taxes on income and
and investment from various domestic and foreign Profits usually gathering more revenue than taxes on
sources. More specifically, savings consists of savingsgeneral consumption. General consumption taxation
by domestic households, businesses, and governmenttaxation on goods and services other than taxes on
while investment consists of domestic and net foreign SPecific goods and services), which in the United
investment. A net inflow of investment is measured States consists of State and local government sales
when savings fall short of investment. A consumption taxes, takes the form of value-added taxes in most
tax will primarily affect three components of the U.S. Other Organization for Economic Cooperation and
capital account: domestic savings, investment by U.S.Development (OECD) countries. In Canada, a mix of
firms, and the relative demand for U.S. and foreign value-added taxation and sales taxation is used. For

assets. Under the various proposals, savings andl0 country in the table does the collection of general

investment are likely to increase, and the relative taxes on goods and services exceed 20 percent of total

attractiveness of U.S. over foreign assets should alsot@x revenue.

increasé. In addition, some OECD countries rely slightly

more than the United States on taxation on general

international capital flows into the United States will consumption. In |celand, taxes on general cons_umpt|on
accounted for 31.8 percent of total tax revenue in 1994,

also affect the U.S. trade balance. ~One of the while in Turkey general consumption taxes brought in
fundamental concepts of international trade theory is Y9 P oug
30.4 percent of total revenue. By comparison, the

that a country's trade balance, or the current account, isshare of taxation on income and profits in total taxation
related to its capital account. Specifically, a trade b

surplus will equal the surplus of savings over was 33.3 percent in Iceland and 29.7 percent in Turkey,

. o similar to the share of consumption taxation. It may
investment, whereas a trade deficit will occur when also be observed in table 1-1 that the United States
savings fall short of investment. The impact of a

consumption tax on the trade balance ultimately relies proportionately more on income-and-profits tax

depends on how the capital account responds. The'ONes than do most of its major trading partners,

likely response of each of the savings and investmentcanada being the only exception.
components to a consumption tax is examined in
chapter 3.

Furthermore, any tax change that affects

A Comparison to Other
Countries

Because proponents of a consumption tax argue
that it will improve the competitiveness of the United
States relative to its trading partners, it is useful to
examine the extent to which other industrialized
countries rely upon consumption taxes. The various

types of taxes used by these countries include  7Adding complexity to this broad variety of national
taxes are the myriad taxes used by State and municipal level
) governments. For instance, in the United States, no Federal
5See Hines (1996a) and Hufbauer (1987). broad-based consumption taxes exist; however, many State
6 For further discussion on this topic, see Aaron (1987). and local governments impose sales and property taxes.




Table 1-1

International comparison of taxation for selected OECD countries, 1994

United
King-  United
OECD! Canada France Germany Italy Japan Mexico dom States
Tax revenues as percentage
of GDP ......... ... ... ... 38.4 36.1 44.1 39.3 417 278 1838 34.1 27.6
Tax revenues as percentage
of total tax revenues
Income and profits taxes ....... 35.4 44.4 17.7 29.4 347 377 310 35.7 44.6
Social security taxes ........... 25.9 16.9 43.4 39.1 31.2 351 196 18.0 25.5
Payrolltaxes .................. 0.8 0.0 24 0.0 03 0.0 0.0 0.0 0.0
Property taxes ................ 5.2 11.0 53 2.8 54 115 0.0 10.8 12.0
Taxes on goods and services2 ... 31.9 26.3 27.1 28.7 28.3 155 477 35.3 17.9
Value-added taxes . ........... n/a 8.8 16.9 18.1 154 53 16.1 19.8 0.0
Other taxes on general
consumption® . ............. n/a 8.8 0.3 0.0 0.0 0.0 0.0 0.0 7.9
Excise and other specific
taxes ... 12.7 8.7 9.1 9.5 106 82 304 13.8 7.9
Othertaxes ................... 0.8 1.3 4.0 0.0 0.0 03 1.7 0.2 0.0

1 Unweighted average of 28 countries.

2 Besides the enumerated categories, includes also taxes on the use of, or permission to use, goods and

services, such as vehicle and hunting licenses, and sales licenses for liquor and tobacco.
3 Sales taxes, cascade taxes, and other general consumption taxes.

Note.—Tabulations include tax revenues of subnational governments but exclude revenues of government

enterprises.

Source: OECD, Revenue Statistics of Member Countries 1965-1995 (OECD: Paris, 1996) and USITC staff

calculations.



CHAPTER 2
Summary of Recent Consumption-Based
Tax Reform Proposals

Many tax reform proposals have been put forward respecification of the tax base. The tax base can be
in the past few years including a flat-tax plan proposed either a consumption base, an income base, or some
by House Majority Leader Dick Armey and Senator combination of the two as is the case currently in the
Richard Shelby (henceforth the Armey-Shelby flat United States. A consumption-based tax would tax
tax), two versions of a national sales tax (one proposedexpenditures, but not savings, while an income-based
by Representatives Dan Schaefer and William Tauzintax would tax all income including income that is
and the other proposed by Senator Richard Lugar), thesaved. All of the plans discussed here envision, in one
unlimited savings allowance (USA) tax proposed by way or another, a consumption-based tax system.
Senators Sam Nunn and Pete Domenici
(Nunn-Domenici USA tax), and the value-added tax This chapter describes the current income tax
(VAT) favored by Representative Sam Gibbons system, with particular attention to its treatment of
(Gibbons VAT). All of these proposals envision a border transactions, and contrasts this system with the
fundamental change in the philosophy underlying the corresponding features of the proposed alternative tax
national tax system, including a fundamental plans (see table 2-1). However, the implications of tax

Table 2-1
Alternative U.S. tax treatments of international transactions

Tax regime

Schaefer-Tauzin
Current Armey-Shelby National Retail Nunn-Domenici Gibbons

Type of transaction system flat tax Sales Tax 1 USA tax VAT
Individuals
Foreign investment income . .. Taxed? Untaxed Untaxed Untaxed Untaxed
Domestic investment income . . Taxed Untaxed Untaxed Taxed3 Untaxed
Foreign labor income

consumed abroad ......... Taxed4 Taxed Untaxed Taxed? Untaxed
Foreign labor income

consumedinU.S. ......... Taxed? Taxed Taxed Taxed? Taxed
Domestic labor income

consumed abroad ......... Taxed Taxed Untaxed Taxed Untaxed
New Savings ............... Taxed Taxed Untaxed Untaxed Untaxed
Corporations
Foreign source dividends,

interest, and royalties . ... ... Taxed? Untaxed Untaxed Untaxed Untaxed
Export receipts .............. Taxed® Taxed Untaxed Untaxed Untaxed
Importreceipts .............. Deductible Deductible Nondeductible  Nondeductible  Nondeductible

1 The National Retail Sales Tax is the version proposed by Representatives Schaefer and Tauzin and has many
features in common with the earlier sales tax proposed by Senator Lugar.

2 Foreign tax credits can be used to offset some or all of associated U.S. tax obligations.

3 Reinvested investment earnings are “new savings” and are not taxed.

4 Taxpayers can exclude a certain portion of foreign income from U.S. taxation or apply foreign tax credits
against associated U.S. tax obligation.

5 Only a part of receipts need be included in taxable income.

Source: Hines (1996a), adapted and extended by USITC staff.



reform for international trade and competltlveness 9o Business Taxes

beyond the tax treatment of international flows of . ]

income and investment. To the extent that tax reform  Corporations organized under the laws of any State
alters how returns to labor and capital are taxed, or theO the District of Columbia are taxed on their

relative levels of savings, investment, and consumption Worldwide corporate income. Income consists of
are encouraged, these reforms will have major profits, rents, royalties, interest, and certain capital
implications for  investment and consumption 9&ins, after deductions for business expenses
decisions. The analysis of the likely implications of (including wages, employee benefit programs, bad
these differences will be deferred to chapter 3, while a d€bts, taxes, and advertising, cost of inputs, and

general description of the differences themselves aredepreciation of capital assets). Besides these allowable
presented here. deductions, there is a credit for taxes paid to foreign

countries (i.e., foreign tax credk). Taxes on
unrepatriated foreign profits may be deferred, with
limits, until those profits are paid as dividends to the
U.S. parent corporation. Capital expenses are deducted

The Current TaX System over time (depreciation), and various other expenses

may be carried forward from year to year, including net

The current U.S. Federal tax system is primarily a operating losses. Distributions  of profits to
tax on the worldwide income of U.S. citizens, resident shareholders (as dividends) are taxed as net income to
individuals, and corporations. For individuals the tax the shareholders, and are thus taxed twice.
rates depend on filing status (single, married) and on
income level, with marginal tax rates -currently
graduated from 0 to 39.6 percent, and with long-term Other Taxes
capital gains taxed at a maximum rate of 28 percentin A gift tax is imposed on gifts made by a U.S.
1997. In addition, employment taxes are used to Citizen or resident, and on gifts by nonresidents of
finance Social Security, Medicare, and unemployment Property that is located in the United States at the time
insurance. There are also estate and gift taxes, excis®f the gift. Gifts with a value of less than $10,000 are
taxes on certain goods and services, and tariffs ongenerally not taxed.
many imported goods. In addition to the Federal taxes, = An estate tax is placed on the taxable estate of
most States and localities collect income taxes, as wellpersons who were citizens or residents at the time of
as general sales taxes, and real and personal propertjleath, and on certain property of nonresidents located
taxes. in the United States. Generally, the first $625,000 of

an estate is excluded from taxation (this amount is
gradually being increased to $1 million). Since 1976
the gift and estate taxes have been unified so that a
single, graduated rate schedule applies to combined

Personal Income Taxes gifts and bequests.

Employment taxes are on covered wages of

The income subject to Federal income taxation is . . : .
income from whatever source derived. whether from workers. These include the Social Security tax, which

wages and salaries, interest and dividends, royalties IS comprised of the old age, survivors, and disability

rents, pensions, profits, or other sources, foreign Or'msurance _(OASDI) tax equal tp 6.2 percent of covereq
domestic. While income from foreign sources is tax- wages (paid by employees,_wnh an equal_ amount paid
able, taxes paid to foreign jurisdictions are generally by eTtploi/irs)’ and t?efMedlcarg hospltaltlhnsurancettax
credited. Income is subject to deductions for medical equatto 'd. b pt))ertcr;]en ok coverg waglges, eé)erclen age
expenses, business expenses, capital losses, contrf92IN Paid by both WOTKers and émployers. Employers

butions to retirement plans, alimony, and certain L ) .
P Y 1Under the status quo, multinational firms with

moving expenses. Before being taxed, income is foreign-source income are able to reduce their U.S. tax
further reduced by applying personal exemptions and liability on that income dollar-for-dollar for foreign taxes

either standard or itemized deductions to arrive at faid-tThiS means that firms pay the %-St-tﬁozptﬁratj gu:ome
. . ) ) S ax rate on all foreign-source income, but that the U.S.
taxable income.” The final tax liability is calculated  Treasury only receives revenues for those taxes that have not
on the basis of this taxable income using a graduatedalready been paid to foreign governments. When foreign

scale depending on the level of income, and the taxtaxes exceed U.S. taxes due on foreign-source income, the

L . . excess foreign tax credits cannot be used against current
liability may then be subject to further additions and {aye5 on U.S.-source income but may be deferred to future

subtractions. years.




are also subject to a Federal unemployment insurancaax would tax all income including that which is saved.

payroll tax equal to 6.2 percent of the covered wages ofIn general, returns to savings (interest, dividends, and
employees, with a credit of up to 5.4 percent allowed certain capital gains) are considered as income when
for State unemployment insurance taxes. they are withdrawn, but as new savings when they are

Finally, a variety of Federal excise taxes are placed réinvested.
on the production, importation, or sale of specific Introduced by House Majority Leader Armey as
goods or services, either on a per-unit or ad valoremH.R. 1040 on March 12, 1997 (a companion bill in the
basis. These goods and services include motor fuelsSenate was introduced by Senator Shelby as S. 1040),
alcoholic beverages, tobacco products, firearms, airthe Freedom and Fairness Restoration Act of 1997
and ship transportation, coal, telephone communi- proposes to abolish the current income tax system and
cations, certain wagers, certain environmentally replace it with a single tax rate for both individuals and
hazardous activities, and luxury automobiles. Some of business. As specified in the legislation, the single tax
these taxes are earmarked for specific trust funds torate would be 20 percent initially, and then be reduced
support designated expenditures (such as the Highwayto 17 percent beginning in 1999. All income in the
Trust Fund); others are designed, at least in part, toeconomy is taxed one time at the same rate. Taxes on
provide disincentives to certain activies or wage and pension income are collected from
expenditures. As a whole, these excise taxes do nofndividuals and taxes on all other income, including
constitute a broad-based or comprehensive nationalinvestment income, are collected from businesses.
sales tax.

Alternative Tax Proposals  Tax on Individuals

. . Individuals would be taxed on their wages (20
The various proposals that have been submitted to . :
.. __percent in 1998 and 17 percent thereafter), retirement
reform the tax system share general features distinct

istributions, and unemployment compensation, and on
from the current tax system. The current system nowdSt butions, and unemployment compensation, and o

. . . the income of their dependents under the age of 14,
in place taxes the incomes of current residents,

. . after subtraction for allowances. Interest, dividends,
regardless of source (though with some concessionary

. . . . capital gains, other investment income, and foreign
exclusions for foreign source income), while each of . o
the proposals is aimed at income or consumption thateamed income would not be taxed. ~ The ‘basic

proposar i onsumptio standard deduction” would be $22,000 ($23,200 in
takes place in the United States. A principal rationale 999) f ied le fil L )
espoused for these tax proposals is ease of enforceme ) for a married coupie 1iing a jointreturn;
and accounting relative to the current income tax 14,400 (315,200 in 1999) for a head of household,
system Incon?e is often considered to be less easil and $11,000 ($11,600 in 1999) for an individual. The
Y ' Y«additional standard deduction” would be $5,000

observable than consumption, and income can often be($5,300 in 1999) for each dependent not required to

shifted among various sources or across time periods tofile a tax return. The allowances would continue to be
take advantage of tax rate differences. Presumably_ . R .
adjusted for inflation. This system does not affect

consumption behavior is not so flexible. The following . . . )
sections provide a discussion of pertinent details of '[heSOCIaI Security and Medicare payroll taxes and Social
P b Security benefits are not taxed.

various tax proposals, their accounting methods, and
their border implications.

Tax on Business Activities
Armey_Shery Flat Tax Businesses would be taxed at the same (20 and 17

A “flat tax” is an income tax with a single percent) single tax rate as individuals. The tax would
marginal tax rate. If the current tax system were apply to all business activity whether by an individual,
adjusted to replace the various tax brackets with apartnership, corporation, or otherwise. Business
single bracket and single rate, it would constitute a flat income subject to tax would be gross active income,
tax. Most actual flat tax proposals go beyond this to i.e., income other than investment income such as
redefine the tax base by eliminating many of the interest, dividends, or proceeds from the sale of stock.
deductions and exclusions in the current tax law. In This income would be reduced by a series of allowable
principle the tax base could be either consumption or expenses. Deductions would be allowed for the cost of
income, the difference being that a consumption-basedbusiness inputs, cash wages, and contributions to
tax would not tax new savings, while an income-based qualified retirement plans. The business tax is similar



to a subtraction-method VAT except that in the VAT,  be problematical).De minimissales, casual or isolated
wages are not a deductible business expense. Undesales by persons not engaged in trade and with gross
the flat tax, tax on compensation is paid through the receipts under $2,500 per transaction or $10,000 per
personal tax; and under most VATs, it is paid by the year, are exempt from tax. Finally, the tax is
employer as part of value added. To ensure thatdestination-based: exports would not be taxed, but
compensation is taxed once, tax-exempt organizationsimports would be taxed.
that pay noncash compensation or retirement On January 21, 1997, Senator Richard Lugar
contributions would be subject to an excise tax. introduced S. Res. 16, a “sense of the Senate”
Allowable business input deductions include the resolution that the income tax should be eliminated and
amount paid for property sold or used in the activity; replaced with a national sales tax. In most respects the
the amount paid for services used in the activity; and Lugar resolution resembles the Schaefer-Tauzin bill,
any tax paid to a Federal, State, or local government onexcept that the Lugar resolution would repeal the 16th

the purchase of property or services used in theamendment to the Constitution (the income tax
activity. However, interest and noncash benefits would agmendment).

not be deductible. If businesses experience excess
losses, the excess loss can be carried forward . o
indefinitely and deducted from future profits. Border approxilmatelly the same incidence and tax base as a
adjustments under this proposal would be origin—basedVAT’. since '.t taxes .the total value of goods and

rather than destination-based; i.e., profits from export S€Tvices paid by the final consumer. There are some
sales are taxable, while purchases of imports arelMportant practical differences, however. A VAT

deductible business expenses. tallies the value added to a product or service at

different stages of the production process, cumulatively

adding tax to the cost of the item and crediting
Schaefer-Tauzin National Sales intermediate purchasers for this element of the cost so

that the total tax is paid at the final retail transaction.
Tax Thus, a retail sales tax greatly lowers the

On June 19, 1997, Representatives Dan Schaefe@dministrative burden of the tax, since many fewer
and William Tauzin (and other cosponsors) introduced taxpayers (retail sales agents) maintain documentation
H.R. 2001, known as the National Retail Sales Tax Act @nd submit receipts to the governmérithe sales tax
of 1997 (NRST). The Schaefer-Tauzin NRST would is also more transparent than many VATs, since the
apply an across-the-board 15 percent sales tax to th@mount of the tax at the point of retail sale is clearly
final retail sales of all goods and services. This visible.
resolution proposed that: 1) personal and corporate A great many factors can complicate the
taxes, estate and gift taxes, and capital gains taxes b@etermination of the incidence of a sales tax, and the
replaced with a broad-based, single-rate national sale§ay pase. In most State sales tax systems, services are
tax on goods and services; 2) the level of the nat|onal?n|y partially taxed. Groceries and other goods may be
sales tax be set at a level that raises an equivalent level \=. 4 'in order to introduce a degree of progressivity

of revenue as the current Eederal income tax; 3) theinto the tax. Business purchases of goods for resale
Federal Government work with the States to develop a )
may be exempt, but other business expenses may not

State-based system to administer the national sales ta .
and 4) the IRS be abolished. Xbe. The Schaefer-Tauzin NRST would tax all goods at

o _ retail, but not those purchased as inputs or for resale. It

One principle of the NRST is that tax should not be jniroduces some progressivity by allowing a tax credit
collected on an item more than once. Thus tax would for expenditures up to the poverty level. The NRST
be collected only on the final retail sale of the item, not gpyisions that State governments would handle
on any of its inputs. Sales of used goods would be cg|iection of this tax, and would receive a fee equal to
taxed, but the tax on the used portion would be rebated; percent of collections to offset their expenses. In this
to the original purchaser. Interest on mortgages orgng other tax reform proposals harmonization of the
other loans is not considered consumption, and ISNRST with State sales tax provisions most States

therefore not taxed (although the bill's authors cyrrently have income taxes that rely heavily on the
acknowledge that fees for financial services are existing Federal income tax collection system.
taxable, and distinguishing such fees from interest may

In principle, a national retail sales tax should have

30n the other hand, it may be easier to abuse the

2 A firm is taxed on the net value added, determined by system. In particular, small businesses and self-employed
subtracting the value of inputs from the value of sales. See individuals are able to evade sales taxes to some extent by
also the discussion in the following section on the Gibbons  claiming that some purchases intended for personal use are
valued-added tax. actually business purchases.



Nunn-Domenici USA Tax individual income taxes with a simplified value-added
tax, or VAT? A value-added tax is a tax imposed on

On April 25, 1995, Senators Sam Nunn and Pete the “value added” at each stage in the production of
Domenici introduced S. 722, the USA Tax Act of goods or services. It can be thought of as the

1995, to replace the Federal individual and businessgifference in value between a firm's purchases of
income taxes. “USA” here stands for unlimited savings inputs and its sales of outputs. The most common
allowance. This proposal would include, in the tax calculation of value added for taxation purposes is the
base, wages, salaries, fringe benefits, interest,credit-invoice method. Under this method, a seller at
dividends, and capital gains, rent, profits, and each level of a production process incurs a tax
reductions in net savings. The Federal personalgpjigation on the value of its sales, and the tax is
income tax is revised and the Federal business incOM&ecorded on the sales invoice. At the end of the tax
tax is replaced by a VAT. period, value-added tax obligations are reduced by the

This legislation would replace the current credits on the invoices of purchased products, so that
individual income tax with a “savings-exempt income the net tax paid is based on the difference between the
tax:” a three-tiered graduated income tax, with an tax charged on final sales and the tax reported on
unlimited deduction for net new savings (including purchased inputs, including wages. The final
reinvested dividends, interest, and capital gains). “Net purchaser of a product or service does not pay a tax on
new savings” is defined as additions to qualified sales (since he/she does not resell the product or
savings assets during the year, less any withdrawalsservice, or use it as an input to a product that is sold),
from savings. Borrowing would be treated as a and does not receive a credit for the value-added tax
reduction of the amount of net savings, but not below paid.

zero. Interest income, except for tax-exempt bonds, . ) .
would be taxable. Personal and “family living An alternate accounting method is the subtraction

expense” deductions would be allowed, similar to method. Under this method, a firm is taxed on the net
current filing status (single, married) and standard V@lue added, determined by subtracting the value of
deductions.  Certain itemized deductions (home INPUtS from the value of sales. For given tax rates and
interest, charitable contributions) would be allowed in Valués of purchases and sales, the two methods should
addition to a standard deduction, where current law Yi€ld equivalent taxes. A subtraction-method VAT is
allows them in place of the standard deduction. US€d as the business component of both the
Deductions for State and local taxes, and for medical Armey-Shelby flat tax and the Nunn-Domenici USA
expenses, would be eliminated. A credit for foreign @

taxes paid would be allowed, as in the current system. Under the principle that the tax is intended to be

Like the Armey-Shelby flat tax, the Nunn- imposed on domestic consumption, border adjustments
Domenici USA tax imposes a subtraction-method VAT are typically made for imports and exports under VAT
on businesses. The tax is imposed on “gross profits,”systems. The most common export adjustment is
defined as the amount by which taxable receipts known as zero rating. Exports are assigned a tax rate
exceed business purchases. Taxable receipts aref zero; thus (under the credit-invoice accounting
receipts from the sale or lease of property or the method), the exporter is assessed no tax on its value
performance of services in the United States, but doadded and thus does not invoice the purchaser for any
not include financial receipts such as interest, tax, but the exporter receives a credit for the tax
dividends, or the proceeds of stock sales. Deductibleportion of purchased goods. The final tax on exported
business purchases include any amount paid togoods is zero. Importers, on the other hand, are
purchase property, or for the use of property or assessed tax on the full value of imported goods, since
services, for use in a business activity, but do not taxes on these goods and any inputs to them have not
include compensation to employees and interestpeen paid
payments.

4 Congressman Gibbons did not introduce his proposal
. as formal legislation, but his name has come to be associated
G|bb0 ns Value'Added TaX with such tax reform proposals in the United States. He
supported the adoption of such a tax in his testimony before

Former Congressman Sam Gibbons of Florida the ipartisan Commission on Entitlements and Tax Reform
proposed replacing the current Federal corporate andon October 6, 1994.



Summary Of TaX Reform assumed to follow from the major domestic effects,

since a more efficient economy, whose firms have
PrOpOsals more capital to invest in less distorted ways, will

Th f | lined ab differ i presumably be more competitive in international
e tax reform proposais outlined above diiter in markets. In addition, direct interactions between

many deftails, but they share the common Char"’u:teriStiCdomestic tax policies and the world economy arise in
of replacmg the current Income tax with a bfoad-based some part from the way border adjustments are made
consumption tax. The principal arguments in favor of for the taxation of imports and exports. Among the
a (_:o_nsumptl_on tax are generally _con3|dered to be_ theproposals listed above, only the Armey-Shelby flat tax
efficiency gains that would.be reahzed.. A consumption is origin-based, taxing exports and exempting imports.
tax would increase savings and investment, and e e proposals are destination-based, taxing
thereby enhance capital accumulation and personalimportS rather than exports. More important
income, remove distortions in the allocation of capital, international consequences of these consumption-based

?nd ehr:ml?;e g|st(1)r9tg)7ns mLthe fmr;ltnCIal itr(ljJCture of tax reform proposals are likely to arise from changes in
irms  (Hubbard, )- €ss often cited as an yne regtment of international capital flows. For

argl;]mﬁnt n thg|r favo.r IS lthe (|jmpac(:jt these I[?r_moos’alsinstance, in all of the proposals foreign dividends and
might have on international trade and competitiveness. . foreign earnings are generally untaxed.

As discussed earlier, many of the international
effects of consumption-based tax reform proposals are
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CHAPTER 3
International Effects of
Consumption-Based Tax Proposals

The effects of switching to a broad-based DomeStiC Capltal Market

consumption tax operate simultaneously through a
number of different economic channels, some obvious, A principal reason put forward for changing to a

others more subtle. Moreover, since a relatively simple consumption-based tax system is to increase the rate of
consumption tax would replace the highly complex gomestic savings and investment, in order to enhance
current system of taxation, many of the anticipated the productivity and competitiveness of domestic
effects depend on the removal of the elaborate systemndustryl The extent to which increased domestic
of tax incentives and disincentives under the statuSsavings is translated into increased domestic
quo. Thus, deﬁnitive statements about the fu” effeCtS investment depends in |arge part upon the |inkages
of a broad-based consumption tax reform are petween the domestic and international capital markets,
impossible, and any insights provided must be on the tax systems faced by both U.S.-based and
considered to be tentative at best. Nonetheless, ther@oreign—based corporations in other countries, and on
appears to be a consensus regarding certain likelythe palance between equity investment and debt
effects of changing to a consumption tax. investment. This section will discuss these topics,
The following summary focuses on effects of although a deeper discussion of the critical role of
consumption-based tax systems on international tradeinternational capital markets (especially with respect to
and the activities of multinational firms, particularly international trade) follows in the next section.
international investment decisions. The summary is
indicative of the types of issues raised in the literature,
but is by no means exhaustive. It makes extensive us
of the recent summaries in Grubert and Newlon (199561 nterest Rates
and 1997) and Hines (1996a). The discussion of these  Because of the stimulus to domestic savings, it is

potential effects is divided into four parts: often argued that real interest rates will fall

substantially under consumption tax reform. Under

one widely cited estimate (Hall and Rabushka, 1995),

real interest rates would fall by as much as one-fifth

) ) _ under the Armey-Shelby flat tax plarthere is some

*  Effects oninternational capital markets, such as controversy to this argument. Since after-tax returns
increases or decreases in foreign direct o gayings and investment increase simultaneously, the
investment; supply and demand for capital increase simultaneously,

and therefore there would be an indeterminate

e Effects on domestic capital markets, especially
changes in the rate of savings and investment;

e Effects on goods markets, particularly the

relative prices of internationally traded goods; 1In some theories of economic growth, the rate of
and technological change accelerates with increased capital
investment, leading to both new products and cost-reducing
new processes, and thus increases in the overall
e Possible effects on transactions costs of competitiveness. Specifically, these growth theories argue

l ith and enf t of tax | that investment leads to technological improvements that
compliance with and entorcement or tax l1aws. haye spillover effects that increase the long-run growth rate

Some miscellaneous topics such as foreign of domestic output. Such improvements are often described
government reactions and the effects of the in the context of improvements in the variety of goods and

h ition f the old to th t services provided in the economy and improvement in the
ransition from the old to the new system are g ity of goods provided (Grossman and Helpman, 1991;

also grouped under this heading. and Barro and Sala-i-Martin, 1995).
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equilibrium effect on interest rates. Martin Feldstein represented by the curves labeled D, increases as the
(1995) has argued that capital demand is more sensitivanterest rate falls, while the supply of savings,

to after-tax returns than is capital supply, so that arepresented by the curves labeled S, increases as the
consumption tax reform could increase real interestinterest rate rises. In the initial equilibrium, at point
rates. The Hall-Rabushka argument, where capitalE1, the demand for investment (D1) and the supply of
supply is more responsive, is depicted in figure 3-1. savings (S1) are equalized, yielding a level of
The Feldstein argument, where capital demand is moreinvestment of 11 and an interest rate of R1.
responsive, is depicted in figure 3-2. If interest rates do
fall, the availability of capital for domestic investment
will still depend heavily on international capital
markets, as discussed in detail below.

In the Hall-Rabushka case (figure 3-1), adoption
of a consumption tax increases both the supply of
savings and the demand for investment, to S2 and D2
respectively. Savings is assumed to be more

In both figure 3-1 and 3-2, the real after-tax interest responsive to the tax reform than is investment. The
rate (R) is graphed on the vertical axis, while the real level of investment increases from 11 to 12, while the
volume of savings and investment (1) is graphed on theinterest rate declines from R1 to R2. In the Feldstein
horizontal axis. The graphical analysis assumes thatcase (figure 3-2), the supply of savings and the demand
U.S. capital markets are self-contained, so that netfor investment again both increase, to S3 and D3. But
international capital flows are zero and domestic since the demand for investment is now assumed to be
savings equal domestic investment. This assumption ismore sensitive to the tax reform than the supply of
relaxed in the section on international capital savings, the interest rate now rises from R1 to R3.
movements below. The demand for investment, Investment again increases, from I1 to I3.

Figure 3-1
Hall-Rabushka case

Interest rate

S2
R1L —T El
R2 — E2
D2
| ] D1
| |
11 12

Savings and Investment (1)
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Figure 3-2
Feldstein case

Interest rate

S3
R3 — E3
R1T — E1l D3
D1
| |
| |
11 13

Savings and Investment (1)

Thus, while economic theory implies that both United States. Furthermore, even though equity-
savings and investment would increase under afinanced investment in the United States would
consumption tax, the direction of interest rate changesincrease, elimination of the tax deduction for interest
is a priori ambiguous and depends on empirical expenses would provide incentives for multinationals
assessment of the relative sensitivities of savings andto shift investment financed by borrowing to their
investment to the after-tax interest rate. foreign affiliates (Grubert and Newlon 1997).

In addition, the mix between investments financed ) ) )
through equity and lending is affected by the adoption ~ Since interest income would no longer be taxable
of a consumption tax. It is likely that investment in and interest costs no longer deductible, consumption
equity in the United States would increase, both on thetaxation would tend to increase business preference for
part of domestic investors and multinational firms. raising capital through equity financing rather than
Grubert and Newlon (1995) demonstrate that a debt financing in the United States (even in the
consumption-based tax will generally make it more presence of lower interest rates). This could have
favorable for a U.S. multinational corporation to invest implications for international trade depending on the
through equity in the United States rather than abroad.current pattern of equity and debt financing in
Generally, foreign-based firms would also find that a traded-goods sectors. If export goods sectors currently
U.S. consumption tax would favor equity investment in favor equity financing, for example, and find it
the United States, although any incentives for relatively easier to raise additional capital after a tax
foreign-based multinationals would continue to depend
on the tax laws of their home countries. In some 21n his commentary on Grubert and Newlon’s 1995
circumstances (in particular, if the U.S. adopts an article, Avi-Yonah (1996) argues that foreign countries are

N i likely to respond to the adoption of a consumption tax in the
origin-based tax and the foreign country does not allow United States by extending worldwide taxation of their

a foreign tax credit on taxes paid in the United States) esident multinational corporations, in an attempt to capture
such firms may find a disincentive to invest in the some of the tax revenue “foregone” by the United States.
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tax are sometimes
described in comparison with a simplified, ideal
income tax, rather than with the system actually in
Grubert and Newlon (1997) argue that, while a pjace. Chapter 2 pointed out that the current Federal
shift to a consumption tax would have a fairly strong ax system consists of an income tax with exemptions
positive effect on investment in the business sector, thegng other modifications, as well as excise taxes,
possibility of a decline in interest rates would tend to payroll taxes, and other components. These factors are
cause foreign debt to become relatively more attractive gften not considered in analyses of a consumption tax,
to investors, in which case capital would be expected pt they must be taken into account in order to
to flow out of the presently favored housing and State cgonstruct a clear picture of how the switch to a
and localgovernment sectors of the U.S. economy and consumption tax could actually work. For example,
into foreign debt markets. Engen and Gale (1997), in a general equilibrium model
of the effects of a consumption tax, find that tax reform
would increase savings only slightly, since much of
current U.S. savings already takes place in
tax-preferred forms (life insurance, home ownership,
pensions, and IRAS). In their model, the savings rate
would rise modestly from 6.1 percent to 6.6 percent
The current tax system favors investments in five years after the tax reform takes place, and stabilize
certain sectors of the economy. The allocation of at 6.4 percent thereafter.
investment to these sectors will be changed by the The business components of both the

adoption of a consumption-based tax. In discussing theArmey-Shery flat tax and the Nunn-Domenici USA

relative merits of consumption taxes Versus inCOMe v, are in the form of a subtraction-method VAT, under

taxes, economists frequently present their arguments iNyvhich all purchases of goods and services by firms are
terms of simplified, idealized versions of these taxes. deductible, including capital expenditufes. If the

Pr?ctllcgl (r;mal?/sls IS cotmpllcaied l:()jy thet factbtr;at chﬁ capital investments generate income that earns a
actual -ederal Income fax system departs substantially,, , - ,a\ rate of return, this income is tax-free under a

from an |defal|zed_ simple Income tax._ Under a subtraction-method VAT but taxed under the current

theoretically ideal income tax, Income 1S measured system. Income exceeding normal returns is taxed in
acgurately, and there 'S no discrimination betwegn the economic sense under a subtraction-method VAT,
various  sources of income. Only ~ economic since the present value of this income stream exceeds

ﬂepr&*uaﬂon tOL caprl]t_alh '_‘? dt(ajductlbl_e, which '5 _the the original cost of the equipment, and it is also taxed
rue” amount by which it reduces income and is a 4o a1 ideal income tax.

much smaller amount than the total purchase cost of
capital. Therefore, the concept of an ideal income tax ~ Under the various consumption-tax proposals,
is useful in evaluating whether a tax system allows the capital would have a tendency to move from the
optimal allocation of investment. nontraded sectors to traded sectors. The principal
tax-favored  sectors in  the current tax
The Federal income tax system in the United Statessystem—owner-occupied housing and State and local
treats different types of income differently and does not government—produce goods and services that are not
measure true economic income perfectly. For example,traded internationally. It is unclear whether this would
accounting depreciation for tax purposes is not have a differential effect on exports versus imports,
necessarily equal to economic depreciation, andboth of which are by definition traded.
nominal interest is taxed, rather than real (net of
inflation) interest. Also, investment in certain sectors 4The business taxes in both the Armey-Shelby flat tax
is tax-favored under the status quo, including and the Nunn-Domenici USA tax plans also permit

_ ; ; i deductibility of wage expenses, and each imposes a separate
owner-occupied housmg,.the activity of State and local wage tax on households. The deductibility of wages in these
governments, and pension furids.The effects of plans differs from that of a VAT. The Gibbons VAT

proposal, which would include wages in business
value-added while imposing no household wage tax, is

3 Current favorable tax treatment of retirement assets,  closer to the idea of a pure VAT.
inlcuding IRAs, Keogh plans, variable annuities, and 401(k) 5|f capital earns a normal rate of return, then the present
plans, has the effect of treating a large share of savings undewalue of the taxable income generated by a given piece of
the status quo in the same manner as they would be under a capital equipment equals the tax deduction obtained when
consumption tax (Engen and Gale 1997). Thus, the negative the equipment is purchased, and thus the net present value of

reform, productivity and competitiveness might be establishing a consumption
enhanced.

Investment Allocation

impact of the current system of taxation on saving is less
than one might at first suppose.
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the tax burden associated with installing and operating the
equipment is zero.



Finally, since current rules for taxable depreciation capital is in excess supply, to countries with high
permit some types of capital equipment to be after-tax interest rates, where capital is in excess
depreciated more rapidly than their true economic demand. If capital markets are perfectly integrated,
depreciation, and other types of equipment less rapidly,these flows would equalize the risk-adjusted after-tax
the status quo also distorts the incentives to invest inrate of return, and countries with h|gher taxes on
various types of capital equipment. This favors capital jnterest income would have higher before-tax interest
accumulation in some industries over others on the  giag
basis of tax rules alone. These distortions would be
eliminated under proposed fundamental consumption If the United States were to adopt a
tax reforms. consumption-based tax system under this simplistic

scenario, levels of U.S. investment and capital
formation would exceed those that would prevail in the
absence of international capital mobility. With only a

i : consumption tax, the tax rate on interest income would
|nternat|0nal Capltal effectively become zero, and the after-tax interest rate
Market would equal the before-tax interest rate. Initially,

before any international flow of capital occurs, the
Safter—tax rate of return on U.S. bonds would rise,
making them more attractive to U.S. investors.
Capital would then flow from other countries into the

This section considers some of the consequence
on international capital movements of a consumption

tax. Capital may flow across interational borders in United States, until the U.S. after-tax rate of return fell

one of two ways — either through international 1o the foreian level. This inflow of foreian capital to
purchases and sales of securities, under which the Ign 1evel. IS Inflow '9 P!

holder has no operating control (portfolio investment), the .tulnltfed Stt:?ltes t\;lvotw?) l%e addgd Eo an)(/j a?dlior)al
or through establishment or acquisition of foreign capita orrtna 'OQ at 4. .threS| ents un fertoo t'ln
affiliates by multinational firms, with the intent of response fo changes In- the system of taxation.

exercising managerial control (direct investment). This Argume_nts qlong S'm"af lines can be madt_a for
section also discusses the ways in which foreign international investments in stocks, since the switch to

portfolio investment and foreign direct investment a consumption tax would eliminate taxation of interest

(FDI) may respond to the imposition of a consumption and capital gains in the United States.
tax or influence its economic effects. This section As discussed in the section on domestic capital

employs both economic reasoning and numerical markets above, substantial movements in interest rates
results of simulation modeling of a consumption taX. may occur under any of the proposed tax changes

The relationship between international trade and FDI is considered in this report, although analysts disagree as
considered, as well as the ways in which a shift to ato whether the U.S. real interest rate would increase or
consumption-based tax regime might influence the decrease. In the presence of international capital
international location of R&D, the location at which mopbility, any effect of tax reform on U.S. interest rates
intangible assets are deployed by firms, and firms’ could be substantially smaller. However, evidence
decisions concerning profit repatriation and corporate suggests that the U.S. capital market is less than
finance. perfectly integrated with international capital markets,
making it more likely that U.S. tax law changes could

induce changes in the U.S. interest rate. First, evidence
of a “home bias” in international capital markets has

Portfolio Investment been uncovered by several authors, who report that
investors are substantially less diversified than would

From the standpoint of analysis, the simplest be suggested by considerations of risk and rate of
situation is one in which only one form of return alon® Second, a series of studies beginning

international investment is available, portfolio

investment in bonds, and no restrictions exist on the 7 Foreigners are not currently taxed by the United States

i ; ; ; ; ; on portfolio interest received from U.S. sources (Hines,
mo.bllmll O.f financial Carl)(ltal' rlln slrJ](_:hh a Sltuatlo%’l 1996a, p. 475). Thus, the removal of taxation on portfolio
rational  investors  see the highest = possible interest affects only the incentives of investors resident in the
risk-adjusted after-tax rate of rettn.Capital flows United States.

from countries with low after-tax interest rates, where 8French and Poterba (1991) report that according to

standard models of optimal portfolio allocation, a rational
U.S. investor would hold between 45 and 47 percent of their

6 For the sake of brevity, in the following discussion portfolio in U.S. assets (depending on their degree of risk
interest rates and other rates of return on securities should beaversion). In fact, U.S. investors held over 90 percent of
assumed to be risk-adjusted after-tax rates, adjusted for their portfolios in U.S. assets in 1990. Tesar and Werner
anticipated changes in exchange rates. (2992) report similar findings. Grauer and Hakansson
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with Feldstein and Horioka (1980) and including a Direct Investment
number of others reviewed by Frankel (1991) and

Mussa and Goldstein (1993) have concluded that
national savings and investment rates are highly
correlated with each other. The finding that national o .
investment depends primarily on national saving rather INVestment Decisions of U.S. Firms
than on exports and imports of capital has been
interpreted to mean that capital is relatively immobile
internationally?

The replacement of the current system of U.S.
Federal income taxation of multinational firms would
likely increase the return on direct equity investments
in the United States relative to the return on equity

Fmally, tests of the u.nco.vered Interest panty investments abroad, thus providing an incentive for
hypothesis suggest that capital is less than fully mObIIefirms to shift direct investment to the United States.

internationally. U_nder this hypqtheSIS, the difference While firms are likely to shift equity investments to the
between domestic and foreign interest rates for bondsypjieq states, under certain circumstances firms may

of the same maturity should be exactly offset by the 554 ghift debt investments to their overseas affilitfes.
amount of movement of the exchange rate investorsThis means that the net effect of capital movements
expect between the present and the date of maturity Ofgjated to direct investment on the total U.S. capital
the particular bond. A number of researchers, stock is uncertain, in general, the greater the drop in
beginning with Bilson (1981) and Fama (1984), have U.S. interest rates induced by tax reform, the larger the
discovered that movements in exchange rates departikely outflow of debt capital from the United States.
systematically and predictably from those predicted by If the change to a consumption tax induces only a
uncovered interest parity. Some researchers have seesmall drop in interest rates, or if the change induces a
this result as evidence of international capital market rise in interest ratel, then on balance it is more likely
inefficiency, while others have offered alternative that the capital transactions of U.S. multinational firms
explanations. would induce a net increase in the U.S. capital stock.

In summary, the capital market of the United States ~ While the current Federal tax system taxes
is heavily influenced by, but not perfectly integrated Worldwide profits of the multinational firm, with a
with, international capital markets. U.S. interest rate credit for foreign taxe_zs paid, a consumption tax_would
movements probably have a limited but not negligible apply only to 9000‘? finally dghvere@ to and sold in the
autonomy from foreign interest rate movements. Thus, United _States. Th|_s, combined with the .fact thaF both
the interest rate effects of a consumption tax reform domestic- and foreign-source corporate income is free

are likely to be modest once the degree of internationalfrom tax under a consumption tax, might suggest that
. Y . 9 _ . foreign direct investment is relatively favored on the
integration of the U.S. capital market is taken into

iderati margin. However, under a consumption tax, firms
consideration. making capital expenditures in property, plant, and
equipment receive tax deductions for those

8__Continued expenditured2 The ability of U.S. multinationals to
(1987) calculate that the losses to U.S. investors from this ~ €xpense these items fully means that for equivalent
lack of diversification are substantial. rates of consumption tax and income tax, a
9 Alternately, national savings and investment may consumption tax favors investments made in the
SlmULtQHGOUSL);]btetﬁnvebn by some Otret_r att{)'btl\ll\tles of United States over those in foreign countries. Under
countries, so that the observed correlation between savings . .
and investment may not be particularly informative with the .curren.t Federal income tax regime, U.S. .and
respect to the degree of international capital mobility. foreign  investments are equally  attractive.
Moreover, more recent attempts to replicate the Furthermore, introduction of a consumption tax would
Feldstein-Horioka result have found that a smaller share of
national savings is retained domestically, so that
international capital mobility has increased. For example, 10see also the discussion below entitled Net Effects of
Feldstein and Horioka (1980) regress the investment-GDP  Equity/Debt Finance.
ratio on the savings-GDP ratio and a constant for 16 OECD 11 A small drop in interest rates is likely if the U.S.
countries over 1960-74. Their estimates imply that for the  capital market is relatively open to the world. On the other
average country in their sample, about 89 percent of hand, a rise in interest rates is more likely if the Feldstein
domestic saving is retained as domestic investment. analysis is correct, and tax reform increases the demand for
Feldstein and Bacchetta (1991) replicate this result for 22 capital more than the supply.
OECD countries during 1982-91, finding that in the later 12 The base of a consumption tax from the point of view
period about 62 percent of domestic savings is retained as  of a firm is the cost of goods sold less the cost of goods
domestic investment. purchased.
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cause firms to discriminate among foreign tax
jurisdictions in favor of those with the lowest tax rates
to a greater extent than under the statuslquo.

illustrates, the current Federal income tax system with
foreign tax credits seeks to avoid influencing
investment decisions between equally productive
] . ) ) . domestic and foreign projects. This is referred to as
To |Ilustrqte this point, consider the following “capital export neutrality.” In the example, capital
examples, which are adapted from Grubert and Newlon gynort neutrality is maintained between a domestic
(1995). _Table 3-1 illustrates a U.S. income tax with a jhvestment and an investment in a low-tax foreign
hypothetical rate of 25 percent under the current jyrisdiction, but tax rates in the higher-tax foreign
system, in which foreign taxes are credited against U.S.jisdiction effectively discourage investment théte.
tax up to the maximum U.S. tax liability on foreign Nonetheless, the basic features of this example will

income.  The foreign tax rate is assumed to be 10gyffice to show the basic changes in incentive between
percent in the “tax haven” jurisdiction and 40 percent gp jncome tax and a consumption tax.

in the “high tax” jurisdictiont* As tabl -1 . .
n © 9 ax’junisdictio s table 3 Table 3-2 considers the same three investments

under an origin-based consumption tax in the United
States, with the same 25 percent rate as the income tax
in table 3-1. Under an origin-based tax, such as the
Armey-Shelby flat tax, no border tax adjustment is
made for initially exported equipment. The
consumption tax raises the rate of return on investment

13 Under the status quo, foreign income taxes are
credited against the U.S. corporate income tax up to an
annual maximum of the firm’s total U.S. tax liability on
global income. This effectively means that firms are
indifferent among foreign locations with different tax rates
lower than the U.S. tax rate (e.g., 10 percent vs. 20 percent).
Since adoption of a consumption tax would eliminate the
current corporate income tax, the effects of the foreign tax
credit would also disappear, and the difference among
foreign income tax rates would become relevant in firms’
decision making.

14 The capital investment consists of a machine
produced in the United States, which earns a 10 percent
pre-tax rate of return regardless of where it is operated, and
which yields its return in the form of consumable output.

15The reality is not quite as simple as the example:
firms can choose to defer indefinitely the repatriation of
foreign profits, thus reducing the present value of their tax
liability. Multinational firms with subsidiaries in both high-
and low-tax foreign jurisdictions may apply the foreign tax
credit against total U.S. tax liability on all foreign-source
profits, which reduces the disincentive to invest in high-tax

The machine may either be operated domestically or
exported in order to establish a foreign affiliate. The
high-tax foreign subsidiary and the low-tax foreign

subsidiary should be thought of as belonging to two different

domestic firms, so that excess tax credits in the low-tax
foreign jurisdiction cannot be used to offset deficit tax

jurisdictions. In the example in table 3-1, if both the
high-tax and low-tax foreign subsidiaries were operations of
the same U.S. parent firm, total foreign-source profits would
be 20, with a U.S. tax liability of 5. Since total foreign
income taxes are also 5 (4+1), the foreign tax credit would
effectively reduce the U.S. tax liability to zero. This would

credits In the high-tax foreign jurisdiction. Depreciation is
also assumed to be zero or near zero in any given year, so
that there are no income tax deductions involved with the
use of the machine.

raise the after-tax rate of return in the low-tax foreign
jurisdiction to 9 percent, exceeding the domestic rate of
return, while the after-tax rate of return in the high-tax
foreign jurisdiction would remain at 6 percent.

Table 3-1
Investment location decision factors under an income tax with foreign tax credit

Cost calculations Domestic Foreign low-tax Foreign high-tax

(in dollars, except where noted)

1. Costofmachine .................. 100.0 100.0 100.0
2. Tax deduction for machine ......... 0.0 0.0 0.0
3. Net cost of machine (1) - (2) ........ 100.0 100.0 100.0
4. Netreturn beforetax .............. 10.0 10.0 10.0
5. Foreignincometax ............... - 1.0 4.0
6. Net return after foreign tax (4)-(5) ... 10.0 9.0 6.0
7. Domestic tax liability .............. 25 25 25
8. Foreigntaxcredit ................. - 1.0 2.5
9.  Total domestic taxes paid (7) - (8) ... 25 15 0.0
10. Total taxes paid (5)+(9) ........... 25 25 4.0
11. Netreturn after tax (4) - (10) ....... 7.5 7.5 6.0
12. Rate of return (11) = (3) (percent) .. 7.5 7.5 6.0

Source: Grubert and Newlon (1995), adapted and extended by USITC staff.
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Table 3-2
Investment location decision factors under an origin-based consumption tax

Cost calculations Domestic Foreign low-tax Foreign high-tax

(in dollars, except where noted)

1. Costofmachine .................. 100.0 100 100
2. Tax deduction for machine ......... 25.0 0 0
3. Net cost of machine (1)-(2) ......... 75.0 100 100
4. Netreturn beforetax .............. 10.0 10 10
5. Foreignincometax ............... - 1 4
6. Net return after foreign tax (4)-(5) ... 10.0 9 6
7. Domestic tax liability .............. 25 0 0
8. Foreigntaxcredit ................. - - -
9.  Total domestic taxes paid (7) - (8) . .. 25 0 0
10. Totaltaxespaid (5)+(9) ........... 25 1 4
11. Net return after tax (4) - (10) ....... 7.5 9 6
12. Rate of return (11) + (3) (percent) .. 10.0 9 6

Source: Grubert and Newlon (1995), adapted and extended by USITC staff.

in both the United States and in the low-tax foreign that the foreign price of the machine would fall by the
jurisdiction, but by more in the United States. While amount of the consumption tax which is rebated under
investments in the low-tax foreign jurisdiction received the destination basis, from $100 to $75. The rebate of
the same rate of return as U.S. investments under thehe tax is passed through to the foreign buyer. Since a
income tax, the U.S. investment receives an after-taxsimilar wedge would be driven between the U.S. and
rate of return that is 1 percent higher under the foreign price of the machine’s output, the pre-tax
consumption tax. The rate-of-return advantage of thereturn on the machine would fall from $10 to $7.50.
United States over the high-tax foreign jurisdiction These price differences have an offsetting effect which
increases from 1.5 percent to 4 percent under theleaves the rate of return on the investment the same
consumption tax reform, while the rate-of-return regardless of whether the consumption tax is structured
advantage of the low-tax foreign jurisdiction over the on an origin basis or a destination basis.

high-tax one increases by a smaller amount, from 1.5
percent to 3 percent. In summary, a shift to a
consumption tax primarily encourages capital
investment in the United States as opposed to any
foreign location, and secondarily encourages
investment in low-tax as opposed to high-tax foreign
locations.

Several caveats apply to the above analysis. One is
that the potential effect of consumption taxation in
inducing firms to prefer low-tax foreign locations over
high-tax foreign locations does not apply fully to most
firms, depending on their tax situation under the status
quol’ Also, the example assumes a consumption tax
rate identical to the status quo income tax rate. In fact,

Similar effects occur whether the consumption tax 5 consumption tax designed to be revenue neutral
envisioned is origin-based, as was the assumption inrejative to the income tax it replaces may well have a
the example above, or destination-based (such as thgower marginal rate. Six of the nine simulation studies
Schaefer-Tauzin and Lugar sales taxes, or thereported in Joint Committee on Taxation (1997)
Nunn-Domenici USA tax). Under the destination provide their calculaton of the long-run
principle, the consumption tax is rebated at the border reyenue-neutral tax rate under consumption tax reform.
when goods are exported. This border adjustment
drives a price wedge between identical goods sold in  16—cgntinued
the United States and overseas, with goods sold in theaproad. It is easy to show that the same argument holds for
foreign market being cheaper by a percentage equal tomports as well.” They further note that the fall in the

; _ ; relative foreign price level would occur through some
that of the consumption tak. In table 3 2, this means combination of changes in the exchange rate, the foreign

price level, and the domestic price level.
17Under the status quo, firms with unusable excess

16 Grubert and Newlon (1995) explain this as follows:

“...consider an export good that, under the origin-principle
tax, sells for $1 in both locations. If the switch is made to
the destination principle, and there are no price-level
adjustments, equilibrium cannot be maintained, because a
good that can be sold for $1 domestically garners $1 if
exported plus a rebate of consumption tax equal to 25¢. To
restore equilibrium, the relative foreign price level must fall
so that a good selling for $1 domestically only gets 75¢
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foreign tax credits already face incentives to limit their
activities in high-tax foreign jurisdictions. Also, U.S. firms
which choose to reinvest the profits of foreign affiliates
rather than repatriating them enjoy indefinite deferment of
U.S. income tax liability on those profits under the status
quo. Thus, for firms which reinvest, choices among foreign
locations are also influenced by differences in foreign
income taxes since this is effectively the final tax charged.



This rate varies between 14 percent and 25 percentporigin-based consumption tax system, an incentive
depending on the type of reform being considered exists to locate projects with above-normal returns in
(unified income tax or consumption tax), the structure low-tax foreign jurisdictions. As Grubert and Newlon
and assumptions of particular models, and whether(1997) note, the attractiveness of investment in low-tax
progressivity is provided by means of an exemption for foreign  jurisdictions under an  origin-based
individuals or firms with low incomes. If the tax is consumption tax is more likely to be present when the
implemented with a single flat rate, the average and above-average return is due to some firm-specific asset
marginal rates would be equal. Under the status quo,such as unique technology or managerial know-how.
marginal and average U.S. corporate income tax ratesSuch incentives are less likely to be present when the
are 34 to 35 percent for most medium or large above-average return is due solely to risk associated
profitable firms. with the foreign location.

The above simplified analysis suggests that the  Under the present system, U.S. multinational firms
behavior of multinational firms would generally be havé an incentive to defer repatriation of

identical under either origin-based or destination-basedforef!tgn'Source prollilts t? tthe bLIJmteOL'I Statef.. ¢ 3uch
consumption taxes. In some circumstances, firm profits are generally not taxable unti repatriated as

behavior might differ under the two tax regimes. dividends to the U.S. parent compdfiygiving firms

Under a consumption tax. firm obrofits on investments an incentive to retain earnings in foreign affiliates
; P  irm p which would not otherwise take place. A consumption
earning a normal, or marginal, rate of return are

. . ) X tax does not tax capital income. This change would
effectively tax free while profits on investments giye myltinational firms greater ability to reinvest
earning an above-normal (binframarginal) rate of  yofits earned in one part of the world elsewhere, based
return are effectively taxed. When firms earn a normal on economic rates of return, and in particular to
rate of return, the present value of the tax deduction forreinvest profits earned by overseas affiliates in U.S.
purchased equipment just equals the present value obperations in response to investment opportunities.
the tax liabilities on the future returns from that
equipment. Conversely, if the firm earns an .
above-normal rate of return, the tax liabilities on the Interactions Between Trade and

future returns exceed the value of the initial deduction. Investment

Consider a typical situation, in which a foreign If the consumption tax induces substantial shifts in
investment is established by exports of capital direct investment, these would in turn induce shifts in
equipment from the United States, and the returns from Mérchandise trade. Direct investment may substitute
the investment come in the form of goods that are for merchandpe trade, e.g., in the case of FDI which

takes place in order to serve a market protected by

imported into the United States. Under a . . . .
destination-based system, the exported capital goods'mport restraints, or it may be complementary, as In the

. ' . case of intrafirm trade. Markusen (1995) points out
receive a rebate from consumption tax, but the

X that about 30 percent of world trade is intrafirm trade,
imported goods are taxed at the border. The two

g e "~ and concludes that on balance exports and overseas
border tax adjustments create an additional tax savingsyroduction tend to be complementéfy.

when the equipment is purchased, but an additional
tax liability when the returns from the investment are

imported, which just offsets the original savings. Thus,
the firm’s net tax situation for a foreign investment is

identical to that for a domestic investment in this

situation.

In the case of a consumption tax, the trade effects
arising from shifts in direct investment are even more
likely to reflect complementarity between trade and
FDI. Under the hypothesis that the behavior of direct
investment would be driven primarily by tax-induced
changes in international rates of return as discussed in

Under an origin-based system, exports increase
taxable revenue while imports represent deductible 18There are some exceptions to this rule (Hines, 1996b).

; ; he profits of unincorporated foreign business (e.g.,
expenses. Thus, the tax savings that occur at the tIm%.s.-owned branch banks overseas) are taxed immediately.

of the original installation of the equipment disappear, ajso, under the subpart F provisions of U.S. law, some types
as does the tax liability on the future imports, which of foreign-source income are deemed “immediately

represent the profits from the investment If the distributed” and incur a tax liability. These include income
. ' from passive investment, income invested in U.S. property,
investment earns a normal rate of return, these tWOmoney used offshore to insure U.S. risks, foreign base

effects are exactly offsetting. This is not the case if the company income (which arises from using a foreign affiliate

investment earns above-normal returns. which would &S & conduit for certain international transactions), and bribes
L ; . to foreign government officials.

be taxed on a domestic investment, but which would ™ 19 For gimilar resuilts see Blomstrom, Lipsey, and

escape tax on foreign investment. Thus, under anKulchycky (1988) and Denekamp and Ferrantino (1990).

19



the section on direct investment beléfimposition of multinational  firms, dramatizing the potential
a consumption tax would reduce the level of U.S. importance of shifts in FDI for patterns of merchandise
direct investment abroad and increase the level of FDItrade.

in the United States. Consequently, trade flows

associated with U.S. direct investment abroad would be . . .
expected to decrease on the margin, and trade rows!mpaCt on Fore|gn Firms Investlng

associated with FDI in the United States would be IN the United States

expected to increase on the margin. The effects of moving to a consumption-based tax
) ) system on foreign firms considering direct investment
However, aggregate U.S. direct investment abroad, the United States vary according to the tax rules of
would probably decrease by less than would be e given foreign country. For countries that exempt
indicated simply by rate-of-return considerations, and foreign-source income from taxation (e.g., Australia,
could potentially increase. This is because total U.S.canada, France, Germany, the Netherlands, and
savings are likely to increase under a consumption tax,syitzerland) the increased incentives to invest in the
which is likely to stimulate all types of investment, ypjted States are similar to those analyzed above for a
both domestic and foreign. Conceivably, the increasey s, multinational. Since such operations are taxed
in U.S. direct investment abroad induced by increasedomy by the United States, the increased rate of return
U.S. savings could offset the decline caused by made possible by the expensing of capital equipment
relatively more favorable rates of return in the United under the Consumption tax is the most relevant
States. consideration. Other countries (e.g., Japan and the
] ] United Kingdom) have tax codes similar to the U.S.
Table 3-3 contains data, compiled from Commerce ¢qqe j.e., taxing foreign-source income but permitting
Department sources (Zeile, 1997), that indicate the 5 foreign tax credit. In this case, reduction in U.S.
share of U.S. trade accounted for by the activity of jncome taxes reduces the foreign tax credits earned by
multinational firms for 1994, the most recent year for these firms, increasing non-U.S. tax revenues by the
which information on the trade of both U.S. and amount of the eliminated credit without changing
foreign multinational firms is readily available. Over jncentives. But even for foreign-tax-credit countries,
36 percent of U.S. exports and nearly 43 percent offiyms may experience some increased benefits of
U.S. imports were associated with the activities of investing in the United States. For examp|e7 firms may
simply defer the repatriation of U.S. income,
20This is a fairly restrictive hypothesis. Since reinvesting it in the United States. Also, the

fundamental tax reform would also change relative goods  gjimination of U.S. corporate income taxes may enable
prices and the average rate of return in the United States,

there are numerous general-equilibrium effects on direct foreign-based firms to use excess tax credits
investment that this hypothesis assumes negligible. accumulated in high-tax third countries to offset their
Furthermore, the hypothesis also assumes that incentives for gy country’s taxes on U.S.-source income, providing

multinational firms to shift their pattern of debt issuance are dditi Li . for i in the United
insufficiently large to offset the effects pertaining to equity ~ &N additional incentive for investment in the Unite

investment. States.

Table 3-3
U.S. intrafirm trade associated with multinational firms, 1994

U.S. Exports U.S. Imports

(in millions of dollars, or percent)

TOtal .o e 512,626 663,256
Between U.S. parent companies and

their foreign affiliates .. .. ... 134,311 119,438
Percentof total . ... ... 26.2 18.0
Between U.S. affiliates and their

foreign parent groups . . ..ot 51,722 164,066
Percentof total . ... e 10.1 24.7
Total intrafirm trade . ........ .. 186,033 283,504
Percentof total . ... e 36.3 42.7

Source: U.S. Department of Commerce.
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Analysts disagree as to whether U.S. consumption  Grubert and Newlon (1995) note that under the
taxes are likely to be creditable against foreign income status quo U.S. firms are permitted to fully expense
taxes?’  The usual practice of foreign-tax-credit R&D increase but only to depreciate physical capital;

countries is to permit crediting only of taxes that “look ynder a consumption tax system, both R&D expenses
like” income taxes. But since effective U.S. taxes on 4pqg physical capital purchases would be fully

corporate income would be minimal in any event, there expensed. This implies that on the margin, U.S. firms

wou_Id be Iltt_le US tax to credit, and decisions about facing a consumption tax would be likely to spend less

foreign creditability would probably not matter much on R&D and more on physical capital than under the

(Grubert and Newlon 1995, Hines 1996a). phy P .
status quo. The effects of such a change on business
productivity are uncertain. Available research suggests
that the returns on R&D generally exceed the returns
on physical capital, with the social returns further

Location of R&D and exceeding the private returns due to spillover benefits
: of R&D expenditures. Equalizing the tax treatment of
Intanglble Assets R&D and physical capital would tend to improve an

: . individual firm’s profitability. But from the standpoint
Analysts generally agree that imposition of a of social welfare. equalizing the tax treatment of R&D
consumption tax would modestly increase the at w » equailzing X
incentives of multinational firms to locate R&D &nd private capital could lead to an amount of U.S.
activities in the United States (Grubert and Newlon, R&D thatis smaller than the social optiméfh Such a
1995 and 1997; Hines 1996a). This, in turn, could misallocation would occur if the current unequal
increase U.S. productivity relative to foreign treatment of R&D and physical capital in the tax
productivity. Research into international spillover codeé4 is correct and approximately reflects the
effects of R&D suggests that while part of the benefits additional social returns of both.
of R&D performed in one country spill over into other
countries, a significant portion of the benefits are Under the status quo, there is an incentive for U.S.
captured close to the physical location in which R&D firms with excess foreign tax credits to exploit abroad
takes place (Adams and Jaffe, 1996). In particular, intangible assets, such as inventions which may incur
U.S. firms capture a significant shareT Qf the worldwide intrafirm royalties or license fees. A royalty payment
returns from U.S.-based R&D activity (Eaton and from the foreign subsidiary to the United States will
Kortum, 1994). usually be deductible in the foreign country, and
Under current U.S. tax rules, firms are required to therefore any existing excess tax credits can be used to

allocate a portion of R&D expense against foreign eliminate U.S. tax liability on such a payment, thus
income. For firms that have excess foreign tax credits, €scaping taxation altogether. Under a consumption-
foreign-source income bears no tax in any event, so thebased tax system, the tax cost would be effectively
current rule effectively disallows some portion of R&D neutral between U.S. and foreign locations for
expenditures. Since income from foreign operations exploitation of an intangible asset, leading to some
would no longer be taxed under a consumption tax, thisincreased deployment of firm-specific technologies in
allocation rule would no longer be operative. With the United States rather than abroad.
R&D expenses becoming deductible under a
consumption tax, there would then be an incentive to
concentrate these deductions in the United States. 22—Continued
Commerce Department data |nd|cate that US R&D affiliates was $70 b||||0n, and R&D performed both for and
1 . by U.S. affiliates was $6.3 billion. Revised 1993 estimates
performed by nqn_-U.S_. afflslagtes may havg been in indicate that U.S. R&D performed for affiliates was $11.0
excess of $12 billion in 1993, some of Wh_'Ch Was  pillion in that year, suggesting R&D by U.S. affiliates may
conducted by firms in an excess-tax-credit position. be in excess of $12 billion. Of R&D performed for U.S.

There would be incentives to bring some of this home affiliates in 1993, about $7.5 billion (68.2 percent) took

. ; place in Europe, $1.0 billion (9.1 percent) in Canada, $880
under a consumption-based tax regime. million (8.0 percent) in Japan, and $1.1 billion (10.0 percent)

elsewhere in Asia.

21See Avi-Yonah (1996), Grubert and Newlon (1995) 23This does not preclude the possibility that the current
and Mclntyre (1995) for a variety of views on the potential ~ tax treatment of R&D may provide incentives to R&D which
creditability of U.S. consumption taxes against foreign exceed those indicated by the extra social benefits of R&D
corporate income taxes. spillovers, in which case equalizing tax treatment of R&D

22| 1989, the most recent year for which Commerce ~ @nd physical capital could lead to greater efficiency from the
Department benchmark survey data on R&D are available, social standpoint as well.
R&D performed by non-U.S. affiliates of U.S. multinational 24|ncluding the R&D tax credit, which is provided
firms amounted to $7.9 billion, R&D performed for U.S. intermittently over time as tax law changes.
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Net Effect on Equity/Debt
Finance

The foregoing analysis of the incentives facing
multinational firms essentially assumes that new
capital will take the form of equity investment, i.e., the
hypothetical machine in the examples above was
assumed to be fully owned by the investor rather than
financed by borrowed capital. In fact, the financial
decisions of firms as to the international deployment of
debt and equity would be influenced in different ways
by a move to a consumption tax. For a pure
consumption tax, whose base is goods sold minus
goods purchased, taxation of interest income
disappears simultaneously  with deductibility of
interest expenses. This would create an incentive for
both U.S. and foreign multinationals to concentrate
borrowing in their overseas affiliates, leading to a net
outflow of debt capital from the United States. If debt
capital is more mobile than equity capital, outflows of
debt capital could exceed inflows of equity capital,
possibly giving rise to a net long-run decline in the
U.S. capital stock. Grubert and Mutti (1991) simulate
the effect of “backward integration” of corporate and
personal income taxes, which is similar to an income
VAT in its treatment of capital income, and find that It has been widely claimed that the change from an
the U.S. capital stock could decline by as much as Sqrigin-based system to a destination-based system
percent in the long run. It should be pointed out that woyld greatly encourage exports, reduce imports, and
under the backw_ards integration pr_oposal modele_d iNimprove the U.S. trade balance. Since a
Grubert and Mutti (1994), the benefit of full expensing yegtination-based tax exempts export revenues and
of capltal_purchase;s which would take place unde_r aremoves deductibility of import expenses, this
consumption tax did not apply, a_nd SO the offsetting argument has intuitive appeal. However, several lines
equity inflows in response to this benefit were not : .
reflected in the simulation. of economic reasoning _have been gdvanced to sqggest

that the choice of basis would ultimately have little
effect on trade. A destination-based consumption tax
that levies a tax on imports has the appearance of a
Goods Market tariff, while the tax rebate on exports resembles an
export subsidy. Thus it may seem that the tax would

Any tax system imposes distortions on the favor exports, but in fact the uniform application of a
marketplace. Excise taxes, deductions, tax credits, andax on imports equal to that faced by domestic
surcharges favor or tax certain kinds of production and producers, and a rebate of that tax on exports to
consumption behavior relative to each other, and countries not subject to the U.S. consumption tax is
therefore alter market prices. Consumption taxes areintended to maintain a level playing field between

Imports and Exports

The various tax reform proposals differ in the type
of border adjustments made for exports and imports.
Consider a U.S. firm under the present system that
imports some raw materials or equipment and exports a
final product. Exports add to the firm’s revenue and
thus its profits, and so are taxaB¥e.Imports add to
the cost of production and are thus deductible. Under
a pure consumption-based tax, imports, which are
consumed here, are no longer deductible; while export
income is no longer taxable since exports are
consumed abroa#f. Both the Schaefer-Tauzin and
Lugar sales taxes and the Nunn-Domenici USA tax
would remove the taxation of export receipts and the
deductibility of import expenses. The Armey-Shelby
flat tax would be similar to the status quo, with export
receipts taxable and import expenses deduciiblEax
systems that tax traded goods according to where they
are produced, like the existing system and the
Armey-Shelby flat tax, are called origin-based systems,
while systems that tax traded goods according to where
they are consumed, like the Schaefer-Tauzin and Lugar
sales taxes and the Nunn-Domenici USA tax, are called
destination-based systems.

no different. A move to a consumption tax will

presumably remove (or substantially change) the

present system and the activities it favors; it will also

introduce, both in the short and long term, a new set of

market distortions in goods markets. This section will

25|n some circumstances, it is possible to shelter export
income from U.S. taxes. If firms have excess foreign tax
credits, some of these may be utilized by treating up to half
of export profits as having a foreign source. Also, use of a
foreign sales corporation subsidiary may indefinitely defer

examine the extent to which a consumption tax may U-S. tax on a portion of export profits.

change the price of imports relative to exports, capital

goods compared to consumption goods,

26|n practice, the exemption on exports would likely be
implemented by imposing the consumption tax at the factory

goods gate and rebating it at the border. This is similar to current

produced by capital-intensive processes relative toadministration of the European Union value-added tax.

labor-intensive processes, and the difficult transitional
problem of the value of “old” capital compared to
“new” capital.
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27The Armey-Shelby flat tax consists of two separate
taxes, one whose base Is nonwage business value added and
the other whose base is wage income; thus it is more of a
modified VAT than a pure consumption tax.



domestic and foreign producers in domestic and inclusive) to purchasers than those with elastic
foreign markets. Economists have long agreed thatdemandg® Whether this would happen in specific
there should be no direct effect of such a consumptioncases would depend, among other things, on the price
tax on imports and exports. behavior of production inputs and competing products.

The Joint Tax Committee (1995) provides a
numerical example of this principle. Suppose that a
product, such as steel, is produced both overseas and
domestically for sale at $100 per unit. The enactmentCapita|-|ntensive Products
of a broad-based consumption tax with a tax rate of 10
percent raises the U.S. price of a unit of steel to $110, To the extent that a consumption tax would
assuming the tax is passed forward to consumers. Astimulate capital formation in the United States, the
border adjustment under the destination principle raisesrelative price of goods produced by capital-intensive
the price of the import to $110 as well, while the rebate industries would decrease relative to the price of goods
of the tax for exports ensures that U.S.-produced steelproduced by labor-intensive industries. Moreover,
could continue to sell for $100 in world markets. Thus corporate profits are taxed twice under the current
a domestic or a foreign consumer’s choice between thesystem, both at the corporate level and at the personal
U.S. and foreign products would not be altered by alevel when distributed to stockholders through
change in the price differential. dividends. The repeal of this double taxation of capital
income in the corporate sector would lower the price of
goods produced in corporation-intensive industries
relative to goods produced in noncorporation-intensive

Finally, Hines (1996b) argues that exchange rates
move to reflect international differences in goods
prices. Thus any increase in export competitiveness. i -
caused by a move to destination basis would ultimately ndustries (Fullerton and Rogers, 199%)These price
be offset by appreciation of the U.S. dollar. Another changes would affect both traded and nontraded goods,

line of reasoning is that countries use receipts from With consequences for U.S. trade patterns.  For
exports either to import immediately, or to make example, petroleum refining and tobacco are both

investments abroad which ultimately provide income CaPital-intensive and corporate-intensive, and would
to pay for a larger volume of imports in the future. Fend to.experlence faIllllng prices and to become more
Both of these arguments are based upon theln'ternatlonally 'competmve under the aboye reasoning.
observation that strong economic forces keep g Finance and insurance are both Iabor—mtenswpT and
country’s trade in approximate balance regardless of honcorporate-intensive and would tend to experience

what other policy changes it may undergo. The higher _prices and to become Iegs inter_nationally
likelihood that the change from an origin-based system COMPetitive under the same reasoning.  Finally, the

to a destination-based system would in fact generatee“mine,‘tion of the tax deduction for mortg_age interest
incentives to export and disincentives to import would increase the cost of home ownership, and would

ultimately depends on the strength with which the thus tend to have an adverse effect on the housing
long-run_tendency toward balanced trade in fact industry (Hall, 1996; Grubert and Newlon 1997).

operates. Grubert and Newlon (1995 and 1997) point
out that a destination-based consumption tax does 29In a statement submitted to the Commission for this

create an incentive for cross-border shopping, if goodsinvestigation (March 19, 1998), the Luggage and Leather
- oods Manufacturers of America express concern that sales
can be reentered tax free, and for consumption abroady |eather goods “... are particularly sensitive to changes in

through travel or emigration. Finally, the ultimate price because they are comparativdiscretionary meaning

effect of a flat consumption tax on the price of that these purchases are normally made after food, housing,
icul d il d d d d elasticiti and other more necessary items are purchased.”
particular goods wi ~depend on demand elastcilies. 30The Fullerton and Rogers model differentiates
Those goods for which demand is relatively inelastic petween industries with different capital/labor ratios and
may be able to pass through a larger price increase (taxifferent corporate/noncorporate production intensities.
Among those with the highest capital/labor ratios are real
estate, agriculture, petroleum refining, crude petroleum and

28See Feldstein and Krugman (1990) and McLure natural gas extraction, and the transport, communications,
(1987) for a more detailed treatment of this argument. and utilities sectors. Among those with the lowest ratios are
Hufbauer (1987) repeats the argument, stating that the services, construction, textiles, apparel, leather, lumber,

balance of trade does not in principle depend on whether a  furniture, stone, clay, glass, and the finance and insurance
consumption tax is adjusted at the border, but may depend sector. Those industrial sectors whose production is most

on whether its substitution for a corporate income tax predominantly corporate in structure are motor vehicles,
increases corporate profitability. Aaron (1987) strongly petroleum refining, chemicals and rubber, metals and

ratifies this position: “By itself, imposing a VAT will have no  machinery, and food and tobacco. Those least corporate are
effectthrough the current accoumn competitive agriculture, finance and insurance, services, construction,
advantage.” and wholesale and retail trade.
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O|d and New Capita| and artificial effects. Discussions of the possibility that
a move to a consumption tax would increase the status

As previously mentioned, owner-occupied housing of the United States as a tax haven often tend to blur
will lose its preferential treatment, while investment in the distinction between these effects. As discussed in
general will be more attractive. Thus there will be the analysis of the international capital market, a move
incentives to substitute demand from consumption to to a consumption tax would increase the after-tax rate
investment goods and from housing to other forms of of return in the United States relative to foreign
investment. As a result, at least in the short run, therecountries, increasing firms’ incentives to choose the
will also be upward pressure on the prices of United States as a location for new capital investment.
investment goods (other than housing) relative to the But firms would also have incentives to report a greater
prices of consumption goods (and housing). Further, share of worldwide profits already earned in the United
the value of existing capital goods will decline relative States for purposes of tax avoidance. The real effects
to that of new goods since “new assets receive largeron investment location and the artificial incentives
tax deductions than old assets do,” (Auerbach, 1996).re|ating to tax avoidance appear similar, but they

The pricing of existing Capita| assets has important operate through different channels and have different
distributional implications. Unless transitional rules consequences. In particular, consequences of tax
adjust for it, the introduction of a consumption tax will changes for employment and productivity operate
result in an increase in the tax on the returns on Primarily through real changes in the capital stock,
existing assets (since their purchase will not have beenwhile both real changes and tax-avoidance behavior
deductible), and thus a windfall loss to holders of these can affect government revenue collections in the
assets; although, some have argued that this problen¥/nited States and in foreign countries.
could be ameliorated by appropriate transition relief.

Besides the effects caused by the treatment of ;

unamortized business assets, a consumption tax witTransactions Costs and

cause a_windfall loss to holders of ass_,ets re(_:eiving Enforcement

preferential tax treatment, such as housing (Joint Tax

Committee, 1995, p.85). The international A move to a consumption tax could substantially
implications of this are likely to be negligible, simplify the existing tax system. If consumption

however, and confined to the reallocation of taxation takes a form substantially simpler than the
investment funds. system if replaces, then reductions in compliance and

enforcement costs could occur and would likely result
in efficiency gains for the U.S. economy. Much of the

Transactions COStS current complexity and administrative cost of the
! present tax system arises from the measurement and

Enforcement’ and detection of capital income, which is significantly

] more complex (for example, the accounting rules
Mlsce”aneous ISSUGS pertaining to depreciation) than the measurement of

wage income. Further complexities arise from the

This section analyzes the effects of moving to a ryles pertaining to U.S. taxation of multinational firms,
consumption tax that have important consequences forsuch as the allocation of interest and R&D expenses
international economic transactions, or are importantly between domestic and foreign operations, and the
influenced by the international economy, but are not foreign tax credit. These rules are substantially more
discussed in the sections on goods or capital marketscomplex in practice than the simplified presentation of
The consequences of a consumption tax for them in the section on the international capital market.
transactions and enforcement costs of both firms andFor ~example, nine separate foreign-tax-credit
the government, transitional effects of the move from categories exist for different types of foreign income,
the status quo to a consumption tax, and the @s do rules to establish the character of income that is
international implications of the transition are passed through different tiers of foreign subsidiaries,

discussed. Finally, the potential reaction of foreign @nd rules to prevent the transfer of profits from

governments to a U.S. decision to replace income high—tax to !ow—tax coun_tries by concentrating
taxation with consumption taxation is analyzed. borrowing in high-tax countries (Grupert and Newlon,
1995). A pure consumption tax, requiring measurement

An important point to bear in mind while reading neither of capital income in general nor foreign-source
the subsequent analysis is that the increasedcapital income in particular, would remove the need for
attractiveness to multinational firms of operating under many of these rules, providing a substantial
a new U.S. tax code manifests itself through both real simplification of the tax code.

24



The monitoring and enforcement of transfer foreign revenue authorities, since it would mean a
pricing rules is one of the most burdensome aspects ofdiminution in the tax base for foreign-country income
the current tax code. By using transfer pricing taxation.
strategies, such as understating the cost of exports from
high-tax countries and overstating the cost of imports,
firms can shift profits to lower-tax jurisdictions. The
practical use of transfer pricing is limited both by IRS
rules, which require firms to use prices of equivalent
“arms’ length” transactions when available, and by the

Some new issues for tax enforcement may arise
under a consumption tax. Grubert and Newlon (1997)
describe several of these. Since sales receipts are
taxable but interest receipts are not, there would be an
incentive to reclassify part of the sales price of a

desire of firms to keep books that do not deviate too farconsumptlon good as Interest_on an llnstallmer)t
contract. Under an origin-based consumption tax, this

from true economic costs for internal monitoring and incentive would exist for export sales as well. Since
incentive purposes. Nonetheless, substantial scope for, b ‘

shifting of profits through transfer pricing exists under foreign buyers in an income-tax country will usually be

the status quo, and available evidence suggests thagble. to_deduct both sales price and interest, they would
: . . e indifferent as to how the U.S. seller chooses to
firms indeed take advantage of profitable

- - classify these items. By a similar argument, U.S.
transfer-pricing opportunitie®: . o)

importers under an origin-based tax would have

incentives to reclassify interest payments associated

Under a destination-based consumption tax, the "'~ i
with imports as part of the purchase price.

need for U.S. authorities to monitor transfer pricing
would disappear. Export sales are exempt from tax  Other new enforcement issues would also arise
under the destination basis, while import purchases dorelating to the proper identification of border

not qualify for tax deductions; thus, manipulation of transactions. For example, under a destination-based
intrafirm prices for exports or imports does not affect tax firms would have to distinguish between taxable

the U.S. tax base. Under an origin-based consumptiondomestic sales and exempt exports, and between
tax, which counts exports as increases in taxabledeductible purchases from domestic suppliers and

revenue and provides deductions for import expenses,nondeductible imports. Potential tax-avoidance
transfer-pricing issues would be similar to those under schemes could involve shipping goods from one U.S.
the status quo. port (and claiming the VAT rebate for exports) and

landing them in another, declaring only at the time of

Similar considerations apply to the use of transfer the jmport that they are domestic-source goods (thus
pricing on international royalties and license fees. ayoiding the import tax). Further difficulties could
Because royalties and license fees constitute paymentgrise  with  international  service  transactions,
for intangible technology, it is more difficult for tax particularly when services are provided partly in one
authorities to identify comparable prices for equivalent country and partly in the other.
arms’ length transactions than for merchandise trade,
and thus easier for firms to use royalties and license ~ The degree of savings in compliance and
fees to artificially shift income among jurisdictions. enforcement costs in any fundamental tax reform
An origin-based consumption tax would leave intact Would vary with the provisions of the particular
incentives to shift income to low-tax foreign countries Proposal under consideration (Slemrod, 1996). For
through, for example, underpayment of royalties from €xample, the Armey-Shelby flat tax and the USA tax
the foreign subsidiaries to the U.S. parent, while such would require the filing of individual returns, while the

incentives would be largely absent under a destination-Schaefer-Tauzin NRST and the Lugar sales tax would
based consumption tax. not. The provision of transition rules to increase the

perceived fairness of the tax also increases complexity
Under either type of system, the more favorable tax and reduces any advantage in compliance and
treatment of U.S. business would mean that firms enforcement costs. In Europe, where VATs often have
subject to foreign income taxation would have Mmultiple rates and other complexities, there appears to
increased incentives to use transfer pricing to shift be little savings in collections costs. For example, in
profits to the United States. Such transfer pricing Britain, collection costs were 4.9 percent of revenue
would presumably become easier because offor the personal income tax and 4.7 percent for the
diminished monitoring by the U.S. Internal Revenue VAT, while in Sweden collection costs for the VAT, at
Service. This would primarily create a concern for 3.1 percent of revenue, exceeded those of the Swedish
income tax at 2.7 percent. In both countries, taxpayer
31 For further discussion. see studies summarized in costs exceeded administrative costs for both taxes, with
table 4 in Hines (1996b). the VAT having lower administrative costs and higher
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taxpayer costs than the income tax in both countries
(Malmer, 1995).

Recent estimates of the annual compliance costs of

the U.S. income tax system range from $26 to $57
billion for individual filers and $20 to $102 billion for

business filers. These estimates include the value of

individuals’ time used as well as monetary costs. Using
a “best guess” of $50 billion for compliance costs of
individuals and $20 billion for compliance costs of

businesses,
compliance costs of a flat tax without additional

transition costs might be around $35 billion, or half the
current costs of $70 billion. Under this estimate,

business compliance costs would fall by one-third and
personal compliance costs would fall by 70 percent
relative to the status quo.

Transition Issues

The adoption of any tax reform will create windfall
gains for some individuals and windfall losses for

others, and these gains and losses give rise to concerns

Slemrod (1996) speculates that total

unused depreciation allowances. This would

reduce the market value of old equipment, and
of businesses that have heavily invested in such
equipment, relative to new equipment and

businesses that purchase relatively more new
equipment.

The government would experience a temporary
revenue loss since deductions for equipment
purchases would at first exceed deductions for
depreciation on equipment. (In the long run,
equipment purchases are roughly offset by
depreciation allowances, so such revenue losses
would be less of a concern).

Under a consumption tax individuals would
lose the value of deductions for mortgage
interest, charitable contributions, and other
current income tax deductions. The loss of the
mortgage interest deduction would cause a
decline in the value of the existing housing
stock, as well as reducing incentives to investin
new housing relative to fixed business assets.

about fairness. These concerns are particularly intense

when the existing tax code has been in place for an
extended period of time and the reform is not expected.

A frequent response to these fairness concerns is to

include transition rules in a tax reform to mitigate the
impact on windfall losers. Such transition rules tend to
be complex, reducing the benefits from simplification
and possibly slowing down any efficiency-enhancing
changes in individual and business decision making,
which the tax reform was designed to induce.

The question of transitional issues has been
analyzed in the context of a consumption tax (Sarkar
and Zodrow, 1993; Pearlman, 1996). The costs of
transition consist largely of a one-time drop in asset
values for existing wealth, referred to in the literature
as a “transition tax32 Since there is a substantial
quantity of existing wealth in the United States,
disproportionately held by the elderly, transitional
effects could be substantial. Some examples of
transitional costs of the switch from an income tax to a
consumption tax are the following:

While businesses would be able to deduct the
full value of new equipment purchases,
businesses with old equipment would lose any

32Use of the term “transition tax” to refer to the drop in
asset values of pre-existing wealth resulting from a
consumption tax should not be taken to imply the imposition
of a new revenue-generating levy, but instead refers to the
market effects of switching from income to consumption
taxation.
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Individuals who have saved out of
after-income-tax income during their working
lives, and who retire at the moment of transition,
would then pay a consumption tax on the

withdrawals from savings used for
consumption. This may be perceived as an
inequitable form of “double taxation.”
Furthermore, under the status quo both

individuals who sell assets to consume during
retirement and firms who sell assets in order to
reinvest elsewhere are able to shield from tax
that portion of the value of those assets that
represents their preexisting basis, or acquisition
cost. The ability to deduct the preexisting basis
of old assets would also disappear under a
sudden shift to the consumption tax.

Simulation experiments with transition relief in
the context of either a flat tax or a consumption tax
find that such relief tends to delay, and in some models
to reduce in the long run, the benefits of the tax reform
in terms of real GDP and capital accumulation (Joint
Committee on Taxation, 1997).

One important issue is the distribution of any
“transition tax” between U.S. and foreign asset holders.
The share of the transition tax borne by foreigners
depends on whether the tax is on an origin or
destination basis (Grubert and Newlon, 1997). Under a
destination-based tax, the ultimate incidence of the tax
falls on U.S. consumption. Since foreigners’ return on



assets in the United States is ultimately paid in U.S.reaction to U.S. tax reform, would then modify the
exports33 on which consumption tax is rebated at the expected effects of U.S. tax reform. The reaction of
border, foreign investors escape the burden of aforeign governments, though potentially significant, is
domestic consumption tax. For a U.S. investor in particularly difficult to forecast.

foreign assets, the return on those assets (ultimately Under one scenario, U.S. adopton of a

paid out in U.S. imports) is taxed at the border, thus 5 mption tax would, by enhancing the status of the
U.S. investors who continue to consume in the United ypnjted States as an international tax haven, upset the
States bear the full burden of a destination-basedcyrent balance of the international division of tax
consumption tax. revenue as well as the system of tax law treaties
Under an origin-based consumption tax, the between the United States and other countries
t(Avi-Yonah, 1996). As a broad generalization, under

situation is reversed. The U.S. imports that represen . > .
the return on U.S.-held assets abroad are free from taxCUITENt arrangements active business income (such as

while the U.S. exports which represent the ultimate profits of multinational corporations) tends to be
return on foreign-held assets in the United States primarily taxed in the country where the income is

. : generated, while passive income from portfolio
[jacseIvgsggtsre\t/)vitjlJrcl))rgatra);argi]tlijosﬁ fg;le%n vr\]/ﬁ:;jeerLSJ Cs)f investments is taxed in the country of residence of the

. . =+ ultimate recipient of the income; in each case the
holders of foreign assets would not, again assuminggecond country holds the right to tax any residual

that all asset holders consume in their own country. jncome untaxed by the first country.  Withholding
An origin-based consumption tax thus shifts a taxes on portfolio income in the source country
larger part of any transition burden to foreigners. In facilitate taxation of that income by the country of
the absence of transition rules, the “one-time wealth fesidence of the asset holder, by making the income
tax” on foreign assets held in the United States would €2Sier to trace.
constitute a lump-sum transfer from foreigners to the The United States, which does not impose
United States. This may be viewed as an advantage ofvithholding taxes on portfolio interest, would give up
the lump-sum tax from the point of view of the United withholding taxes on dividends, royalties, and other
States, but only under the assumption that foreign portfolio income under a consumption tax. This
governments would not react to tax reform in the change would further frustrate the attempts of other
United States by altering their own tax codes. The governments to trace this income. In addition, a move
consequences of relaxing this assumption will be to a consumption tax would increase incentives for
examined in the following section. firms to shift profits to the United States by means of
transfer pricing while simultaneously reducing U.S.
Treasury incentives to monitor transfer pricing. This
Foreign Government Reactions would increase the difficulties that foreign

governments would face in protecting their own tax
The effects of a change to the U.S. tax system bases from erosion by transfer pricing.

depend on possible changes in foreign tax policies.  possible foreign reactions to U.S. adoption of a

The international effects of US. tax law changes consumption tax may take two forms. The first is to

depend on the level of foreign rates as well. In ghifi 1o a consumption tax as well, thus mitigating the

particular, if the introduction of a consumption tax in tansions that take place when a multinational firm

the United States resulted in significant shifts of capital operates in a consumption-tax country and an
from foreign markets to the U.S. market, it is plausible j,come-tax country simultaneously. As noted in

that foreign governments might alter their own systems chapter 1, many countries have adopted consumption
of taxation in order to recapture some of this capftal.  (axes while retaining income taxes, and may find such
Foreign tax changes, which might take place as ag ghift politically difficult. The second option is to

_ _ _ _ _ attempt to capture the tax revenue on multinational
33Either immediately (if the project produces goods that firms which would be unilaterally foregone by the

are exported to the foreign home market or third markets) or : : . . .
eventually (if the profits from U.S.-located assets result in an United States, by extending worldwide taxation of their

accumulation of foreign claims on the United States). resident multinational corporations to capture
34Hines (1996a) notes that many countries reduced tax U.S.-source profits.

rates and broadened tax bases at about the time that the

United States enacted the Tax Reform Act of 1986. In his Grubert and Newlon (1995) argue that more

view, these changes reflected an international consensus on countries will adopt consumption taxation. This would

appropriate principles of tax reform as much as, and perhaps . - .
more than, a particular strategic reaction to U.S. tax law tend to increase global efficiency unless other countries

changes. adopt new, more distortionary taxes (such as excise
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taxes on single commodities, or import tariffs) to (e.g., cross-section vs. time-series analysis). Broadly,
capture revenue that might be lost by a move to amost studies find that both U.S. direct investment
consumption tax. abroad and foreign direct investment in the United

The United States currently has bilateral tax States are responsive to differences in taxation:

treaties with more than 40 countries. These treaties « U.S. direct investment abroad is greater in
substantially reduce or eliminate withholding taxes on countries for which the after-tax rate of foreign
payments of dividends, nonportfolio interest, and returns is high relative to the U.S. after-tax rate
royalties to foreigners. In the absence of the treaty, the of return on comparable investment.  This
U.S. statutory withholding rate of 30 percent on such means that U.S. direct investment abroad is

payments to foreigners would apply. Most provisions attracted to countries with low tax rates, other

of these treaties specifically reference income taxes. thinas beina eaual. Firms respond to differences
The United States would be unilaterally eliminating its thing g equal. ponatod
in the after-tax cost of capital in different

income tax if a consumption tax were adopted. 9 o . .
countries in a similar fashion, preferring to

_In this case, foreign governments may have an invest in places where the after-tax cost of
incentive to retain tax treaties with the United States in capital is loweP6

order to benefit from the nondiscrimination provisions
of those treaties. Under these provisions, signatories «  Similarly. foreian direct i ¢ tin th
commit not to impose taxes on foreigners that are imrarly, foreign direct investment in the
higher than those on their own residents. Under the United States is responsive to tax rates, and
status quo, withholding taxes on payments to increases with a higher after-tax return to

foreigners are considered nondiscriminatory, but if the investment. Countries with higher tax rates are
income tax were abolished, they might nobeThus, more likely to invest in the United States, other
if the treaty is retained after the income tax is things being equal. Foreigners prefer to invest
abolished, the nondiscrimination provision would in U.S. locations with lower tax rates,
reduce the rate on foreign withholding to zero, while if particularly if their home governments do not
it is abolished, the rate would climb to 30 percent. offer foreign tax credit8’

However, as Avi-Yonah (1996) points out, the
general tendency of the consumption tax is to attract ) )
internationally mobile capital to the United States, Results from Simulation
which presumably would be unwelcome by foreign :
governments. Abrogating tax treaties, thus permitting MOdeIIng
U.S. withholding rates on foreign income to rise, could In January 1997, the Joint Committee on Taxation
be an effective way for some foreign governments to (JCT) convened a symposium on the macroeconomic
counteract the tax advantages of the United States as aBffects of tax policy (Joint Committee on Taxation,

investment location which would be induced by a 1997)38 The focus of this symposium was modeling

move to a consumption tax. of the macroeconomic effects of tax policy. Nine
models were presentéBwhich were used to analyze
Emp|r|Ca| and S|mU|at|0n 36See in particular, Grubert and Mutti (1991), Hines and
. Rice (1994), Hartman (1981), Boskin and Gale (1987),
EV|dence Cummins and Hubbard (1995), Harris (1993), Grubert and

Slemrod (1994), and Bond (1981).
37See Newlon (1987), Young (1988), Boskin and Gale
(1987),0Ondrich and Wasylenko (1993), and Hines (1996c).

Emplrlcal Evidence on the Tax 38Results from several of the models presented at this
cpr symposium were also presented during symposia on
SenS|t|V|ty of FDI fundamental tax reform sponsored by the American

Economic Association in January 1997 (Engen and Gale,
Hines (1996b) reviews extensive evidence on the 1997; Fullerton and Rogers, 1997; Jorgenson and Wilcoxen ,

sensitivity of the behavior of multinational firms with ~ 1997).

. . 39The nine models, and their presenters at the JCT
respect to tax rates. Studies vary in the concept of I:chonference, were as follows: the Fullerton-Rogers model

used (total foreign capital stock, annual investment), (Diane Lim Rogers), the Auerbach-Kotlikoff-Smetters-
the measure of the tax regimes (the tax rate itself, orWalliser mlodel (geln(t Smetters ?n% Jan Walllliser), éh?(

_ igrEngen-Gale model (Eric Engen), the Gravelle model (Jane
after-tax returns), and other features of research desIgrgravelle), the Fiscal Associates, Inc. model (Gary Robbins),
the Jorgenson-Wilcoxen model (Peter Wilcoxen), the

35Wwithholding taxes on payments to foreigners are Macroeconomic Advisers, LLC model (Joel Prakken), the
considered to be in lieu of the income tax payment that DRI/McGraw Hill, Inc. model (Roger Brinner), and the
would fall on resident recipients. Coopers & Lybrand, LLC model (John Wilkins).
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two generic proposals to restructure the U.S. incomefundamental tax reform in scenarios for which

tax system: a broad-based unified income tax, and ainternational capital flows took place than for scenarios
broad-based consumption tax. The JCT staff providedin which such flows were assumed not to take place.
a common framework for characterizing the reform One model estimated smaller gains for tax reform in
proposals, as well as a set of common assumptionsthe presence of international capital flows.

about future Federal, State and local government

) ) o Even in the models for which international capital
spending, monetary policy, and government deficits.

flows are explicitly considered, these flows are treated
the in a fairly simplistic manner. None of the models used

participants and their model results agree that the effectl the JCT symposium contain a realistic representation
of a consumption-based tax will be to increase the ©f direct investment. ~ They rely on radical

capital stock over the long run. Estimates of the size of SimPlification of the complex manner in which the

the long-run effect vary from a low of 0.3 percent (the earnings of multinational corporations are taxed under
Jorgenson-Wilcoxon model) to a high of 31.5 percent (e status quo, and do not model at all foreign
(Auerbach, Kotlikoff, Smetters, and Walliser). The countries’ taxation of these firms. Thus, many of the
long-run effect on the savings rate varies from a low of possible effects alluded to in the earlier part of this

-1.0 percent (the only model that yielded an estimated ch@pter are not captured by these models. For
decrease in the savings rate) by Jorgenson anc]example, Gravelle and Engen-Gale assume that capital

Wilcoxon to a 1.4 percent increase estimated by fI0\_/vs adjust t_o equalize worldwide _rate&? of ret_urn.
Auerbach and colleagues. This assumption amounts to modeling international

capital flows as taking place in a perfectly frictionless
In only three models was it possible to analyze bond market. The Robbins model makes a less
directly the effects of international capital mobility on standard assumption that capital flows adjust to return
the outcomes arising from fundamental tax reform. the economy to its pre-policy after-tax rate of return.
This was not possible in the other models, which either This assumption likely explains why that model
assumed that the U.S. economy was closed to allobtains substantially greater results for the impact of
international transactions, or that international capital international  capital flows.  These  caveats
flows were fixed in their annual amount. As shown in notwithstanding, the results of the various simulations
table 3-4, two of the three models for which suggest that the effects of international capital markets
experiments on international capital flows were would substantially alter assessments of the impact of
undertaken estimated substantially greater gains fromfundamental tax reform on the U.S. economy.

With respect to domestic capital markets,

Table 3-4
The long-run impact of international capital flows on the estimated effect of fundamental
tax reform

Type of tax modeled (and model author)

Consumption tax ~ Consumption tax Unified income tax
(Gravelle, 1997) (Engen-Gale, 1997) (Robbins, 1997)

(Percent difference from current tax code baseline)

Real GDP
No international capital flows ........ 3
International capital flows ........... 2.
Capital Stock
No international capital flows ........ 11
International capital flows ........... 6
Labor Supply
No international capital flows ........ 0.
International capital flows ........... 0.2

[EEY
oo v wh
PRk PO Ob
N [
AN 0N 0o
wWw w © EENEN

Note.—For the Robbins model, the estimate for 2010 is taken as the long-run estimate.

Source: Joint Committee on Taxation (1997). “Gravelle” refers to Jane G. Gravelle, “Simulation of Economic Effects
for Flat Rate Income and Consumption Tax Proposals,” “Engen/Gale” to Eric Engen and William Gale,
“Macroeconomic Effects of Fundamental Tax Reform: Simulations With a Stochastic Life-Cycle, Overlapping
Generations, General Equilibrium Model,” and “Robbins” to Gary and Aldona Robbins, “Tax Reform Simulations
Using the Fiscal Associates’ General Equilibrium Model,” all in the above-cited volume.
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Another simulation study by Mendoza and Tesar economy welfare is primarily due to purchasing power
(1998) also suggests that benefits of a transition to athat is transferred from foreign countries to the United
consumption tax would be substantially larger in an States due to increased U.S. borrowing during the
open-economy context. The authors estimate thattransition period. In a closed economy, the new capital
replacing the capital income tax with a consumption formation induced by a consumption tax would be
tax would increase U.S. economic welfare by 2.9 financed entirely by household sacrifices of
percent in the long run, as opposed to only 2.1 percentconsumption and leisure, whereas with international
in a closed economy. In addition, replacing the labor capital markets some of these costs can be alleviated
income tax with a consumption tax would increase by temporary U.S. borrowing in foreign markets. This
U.S. welfare by 3.5 percent in the long run in an borrowing would be compensated for by larger U.S.
open-economy scenario as opposed to 3.1 percent in @rade surpluses in the long run. Thus, the presence of
closed-economy scenario. These welfare estimatesinternational capital markets tends to reduce the
include both transitional costs and steady-state gains.undesirable effects of a swift transition to consumption
The difference between closed-economy and open-taxes.
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CHAPTER 4
Implications for U.S. Trade
and Competitiveness

This chapter summarizes the overall implications income) in the United States. The Schaefer-Tauzin
for U.S. trade and competitiveness that can be drawnnational retail sales tax (NRST) and the Lugar sales tax
from the literature survey in the previous chapter. The are based on individual consumption in the United
international effects of the United States’ adopting a States; and the Nunn-Domenici tax is based on
broad-based consumption tax are highly complex andindividual consumption (income less new savings),
not easily estimated. No comprehensive studies of thep|us the cash flow from U.S. business activities.
effects of moving to a consumption-tax regime on \yhile the flat tax and the unlimited savings allowance
trade and competitiveness are currently available. The(USA) tax are formally based on the reporting and
complexity of analyzing this issue arises from the fact y . ~ion of income, their intended base is consumption

that a consumption tax .W'" affect the U.S. trade rather than income, since they exempt savings or the
balance through multiple, interrelated channels. These )
returns to savings.

channels include domestic capital markets,
international capital markets, goods markets, and One of the main distinctions of these proposals is

compliance and transition costs. In all cases, thesethe method in which U.S. exports and imports are

market factors interact with one another, and in sometaxed. The flat tax can be classified as an origin-based
instances, the interactions may be offsetting. Therefore,tax since export receipts are taxed and import receipts
the potential net effects to U.S. trade and are deductible. The remaining proposals—the two sales
competitiveness are ambiguous in some areas. Thdaxes, the USA tax, and the VAT—are destination-based
discussion that follows focuses on three topics: (1) thetaxes since export receipts are untaxed and import
difference between the effects of the various proposals,receipts are nondeductible. In general, this difference
(2) the overall net effects on trade and competitivenesscan have important effects on U.S. trade and

of adopting a broad-based consumption tax, and (3) thecompetitiveness.

limitations of the existing literature on these topics. As discussed in chapter 3, the adoption of a

destination-based tax is not likely to encourage U.S.
: exports in the long run as its proponents claim.
leferences Between the However, as chapter 3 discussed, the difference
between origin—based and destination—based taxes does
PrOpOsals impact se\Q/]eraI other factors such as where
One of the more important topics of this analytical Multinational corporations (MNCs) choose to locate
survey has been to explain how the various specific taxCertain types of foreign direct investment (FDI),
proposals are related and whether they will have transfer pricing, anq the incidence of transition costs.
different economic  effects on trade and The effects of origin-based versus destination-based
competitiveness. In brief, all the proposals are likely to {@x€s on these factors are summarized in table 4-1.
increase the total U.S. capital stock, gross domestic  The relative merits of an origin-based versus a
product (GDP), and wages. It is fairly likely that a destination-based tax are unclear. However, some
significant part of this capital stock increase would analysts (e.g., Avi-Yonah, 1996) argue that there are
arige from inflows of international capital into the significant advantages to a destination-based
United States. consumption tax from the point of view of
As noted in chapter 2, each of the four proposals international trade and investment. One advantage is
focuses on income or consumption that takes place inthat the destination-based tax avoids taxing capital
the United States. To quickly summarize, the income altogether. Under an origin-based tax,
Armey-Shelby flat tax and Gibbons value-added tax investments with an above average rate of return would
(VAT) are applied to income earned (other than capital be taxed on part of the value of the investment. This
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Table 4-1
Difference of trade and competitiveness effects between an origin- and a destination-based tax

Market factors Origin-based Destination-based

Border adjustment effects on U.S. trade balance is unaffected. Possible short-run improvements to

U.S. trade balance trade balance due to border
adjustment; however, in the long run
unaffected.

FDI projects with above average | Increased incentive for U.S. Neutral with respect to location.

returns multinational corporations (MNCSs) to

locate in foreign tax havens. Similar
incentives may occur for foreign
MNCs from tax-credit countries if
foreign governments do not permit
credits for U.S. consumption taxes
against their own income taxes.

Transfer pricing and enforcement | Concerns that transfer pricing could Reduces need for U.S. Treasury to
costs be used for tax avoidance are the monitor transfer pricing. Foreign
same as under the present system. In | governments could experience
addition, there may be incentives for revenue losses.

MNCs to manipulate interest
payments on trade flows for tax

avoidance.
Transition costs Transition costs fall more heavily on Transition costs fall more heavily on
foreign asset holders. domestic asset holders.

Source: Constructed by USITC staff.

means that under such a tax an incentive exists toallocation of transition burdens becomes less
locate such projects in foreign countries with low important. Ultimately, once a new tax system is fully
corporate tax rates, if the above average returns couldn place, transition issues cease to be relevant.

also be earned abroad. It should be recognized that

these incentives are similar to those of the present

system and that under neither proposal would a sizable Overall Trade and

export of capital by U.S. multinational firms be

expected. Competitiveness Effects

A destination-based tax could have advantages in The results that can be inferred from the literature
terms of compliance costs for private firms and gre quite ambiguous in some ways; however, the
enforcement costs for the U.S. Treasury. It would jmportance of international capital flows is clear.
remove incentives to distort transfer pricing for tax Specifically, the distinct effects of debt and equity
avoidance. Current concerns about transfer pricing flows into the United States are essential to consider.
would remain under an origin-based tax, and new oneslinternational capital effects, as well as transition
may emerge, such as the manipulation of interesteffects, should be the primary focus of any future
payments associated with international trade for tax research that attempts to estimate the potential effects
avoidance. of a broad-based consumption tax to U.S. trade flows

. . .. and competitiveness. Four essential points emerge
An origin-based tax has an advantage in shifting fom this survey:

some of the transition burden of a consumption tax to

foreign-based multinational firms. However, since e With respect to domestic capital effects, most
most current U.S. wealth is held by U.S. citizens, most studies seem to conclude that a change to a
of the transition costs will fall on U.S. residents consumption-based tax system could
regardless of the choice of basis. Furthermore, if significantly increase domestic savings and
Congress chooses to mitigate the impact of transition equity investment, with a corresponding
costs by means of transition rules, gradually phasing positive impact on U.S. GDP and wage rates.
out the current tax-favored treatment of some activities The net effects on domestic interest rates are
rather than eliminating them in a single move, then the ambiguous.
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With respect to international capital effects,
adopting a consumption tax could attract
foreign equity capital to the United States, as
well as encourage U.S. firms to locate projects
in the United States that might otherwise have
gone abroad. However, it will also encourage
U.S. MNCs to shift debt capital to other
countries. While the net effect of these flows on
the U.S. capital stock is at the theoretical level
ambiguous, the overall consensus is that net
capital inflows are more likely.

With respect to goods markets, border
adjustments tied to a destination-based
consumption tax are unlikely to have a long-run
effect on the U.S. trade balance. Such
adjustments could induce a short-run move
toward surplus in the U.S. trade balance, which
would ultimately be offset by a real appreciation
ofthe U.S. dollar. One potential effectis that the
composition of U.S. trade will change. U.S. net
exports of capital-intensive goods will increase,
while net exports of labor-intensive goods will
likely continue to decrease.

If consumption taxation takes a form
substantially simpler then the system it
replaces, reductions in compliance and
enforcements costs could result. In addition,
adopting a consumption-based tax could
enhance the status of the United States as a ta
haven. However, adopting a consumption tax
would induce a one-time drop in asset values of
pre-existing wealth, which may be perceived as
inequitable. This problem could be ameliorated
by appropriate transition relief. (The
distribution of falling asset values between U.S.
and foreign wealth holders depends on the way
in which the consumption tax is structured.)

Domestic Capital

The discussion of the effects to the domestic
capital market focuses primarily on those changes that
result from a change to U.S. levels of domestic savings
and investment. For simplicity, similar effects that
result from foreign capital flows into the United States
are considered separately under the effects of the
international capital market. The primary variables
that are most likely to change in this market as the
result of adopting a consumption tax are the U.S. levels
of domestic savings and investment and U.S. interest
rates. In addition, because it is ultimately driven by the
domestic savings and investment balance, the U.S.
trade balance will also be affected.

The increase in after-tax returns to savings and
investment leads to an ambiguous increase in both the
domestic demand for investment and the domestic
supply of savings. With respect to competitiveness,
domestic labor productivity generally increases as the
domestic capital stock increases. In addition to
increases in the overall levels of savings and
investment, capital investment is likely to flow from
nontraded to traded sectors within the U.S. economy,
for example, from construction to manufacturing. This
movement of capital occurs because the elimination of
favored tax treatments of certain interest payments
(primarily  interest deductibility for housing and
exemption from tax of interest on the obligations of
State and local governments) increases the relative
after-tax return of the traded sector.

However, the resulting changes to U.S. interest
rates and the trade balance are ambiguous. Changes in

)iJ.S. interest rates and the U.S. trade balance will

depend upon which of the two—domestic savings or
investment—is more sensitive to tax changes. If savings
increase faster (more slowly) than investment, then the

U.S. trade balance moves towards surplus (deficit).

International Capital

In international capital markets, the primary
variables most likely to be affected are the level of

Table 4-2 provides a quick summary of these basic U.S. equity capital, (both general portfolio investment
points, and shows how a tax change ultimately affectsand direct investment conducted by multinational
U.S. trade and competitiveness.  Specifically, it firms); the level of U.S. debt capital held by
identifies the primary market variables that are affected multinational firms; the location of R&D conducted by
through each of the four market channels defined in U.S.-based firms; and the U.S. trade balance. The
chapter 3. In addition, it attempts to outline the basic after-tax return to capital in the United States relative
market mechanism of the tax change, the net effect onto other countries should increase. The change would
the primary market variables, the explanatory market induce equity capital to flow into the United States;
factors that determine the magnitude and direction of however, the deductibility of interest costs would be
the net effects, and finally, the effects on U.S. trade andeliminated, which would increase the cost of U.S. debt
competitiveness. capital relative to other countries. Current tax
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Table 4-2

International implications of adopting a consumption tax in the United States

Factors
Market Market variables Mechanism of determining the Effects on trade and competitiveness
channel primarily affected tax-change effects net effect
Domestic (1) The U.S. The increase in the Changes in U.S. Domestic savings and investment may
Capital domestic level of after-tax returns to interest rates and increase. If savings increase faster
savings and savings and investment |the U.S. trade (more slowly) than investment, then the
investment; (2) U.S. |induces an increase in balance will U.S. trade balance moves toward
interest rates; and (3) | their levels. Elimination | depend upon which | surplus (deficit); domestic labor
the U.S. trade of interest deductibility of the two, productivity generally increases as the
balance which is for the nontraded sector | domestic savings domestic capital stock increases. Capital
ultimately driven by increases the relative or investment, is flows from nontraded to traded sectors;
the domestic savings | after-tax return of the more sensitive to potential changes to net savings and
and investment traded sector. tax changes. investment are ambiguous.
balance.
International | (1) The level of U.S. | The after-tax return to Overall net U.S. capital rises as equity capital flows
Capital capital, both general | capital in the United changes in the U.S. | into the United States. If net capital flows
(including portfolio and direct States relative to other capital stock into the United States increase

R&D activity)

investment
conducted by
multinational firms;
(2) the level of U.S.
debt capital held by
multinational firms;
(3) the location of
R&D conducted by
U.S.-based firms;
and (4) the U.S.
trade balance.

countries increases.
Equity capital flows into
the United States;
however, the
deductibility of interest
costs is eliminated,
increasing the cost of
U.S. debt capital relative
to other countries.
Current tax incentives
for U.S. firms to locate
R&D abroad would be
eliminated.

depend on which of
the two capital
flows, inflows of
equity capital or
outflows of debt
capital, is more
responsive to tax
changes.

(decrease), then the U.S. trade balance
moves toward deficit (surplus). While the
net effect is theoretically ambiguous, the
consensus is net inflows are likely.
Domestic labor productivity generally
increases as U.S. capital stocks
increase. The relocation of R&D to the
United States leads to improvements in
overall U.S. productivity.

Goods (1) Prices and The switch to a Changes in the The switch to a destination- based tax
Market guantities of U.S. destination-based tax trade pattern may improve the short-term trade
exports and imports; | would exempt export induced by balance. However, border price
(2) the short-term revenues and remove changes in the adjustments would likely not have a
trade balance; (3) the |the deductibility of relative prices of long-run effect on the trade balance.
price of import expenses. An capital versus labor | U.S. net exports of capital-intensive
capital-intensive increase in the domestic | intensive goods goods would increase. The long-run
goods relative to capital stock will induce [ depends on the effect on the trade balance is
labor-intensive a fall in the price of sensitivity of wages | ambiguous.
goods; and (4) the capital-intensive goods | and capital costs to
composition of U.S. relative to tax changes.
trade among types of [labor-intensive goods.
goods.
Compliance | (1) compliance and Reductions in Imposition of If consumption taxation takes a form
Costs, enforcement costs of | compliance and transition rules may [ substantially simpler than the system it
Enforcement, [the tax system; (2) enforcement costs reduce savings in replaces, reductions in compliance and
Transition the wealth of current | would increase U.S. compliance and enforcement costs could occur and
Issues U.S. asset holders; productivity and induce | enforcement costs. | would likely result in efficiency gains for

(3) tax incidence
between foreign and
domestic holders of
U.S. assets; (4)
foreign government
revenues.

modest government
budget savings.
Current holders of U.S.
assets have an implicit
“transition tax” as the
tax base changes from
income to consumption.

The incidence of
the transition tax
falls more on
foreign (domestic)
asset holders
under an origin
(destination) based
tax.

the U.S. economy. It may lead to a
reduction in the wealth of current asset
holders. Switch leads to enhanced
status of the United States as a tax
haven and thereby a reduction in foreign
government revenue. Foreign
government reactions to lost tax revenue
are unclear.
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incentives that may encourage some U.S. firms to A destination-based tax could induce a move to
locate R&D abroad would be eliminated. surplus in the short-term trade balance; however, in the
long run, relative price adjustments to equalize prices
of foreign and domestically produced goods in world
and U.S. markets, along with appreciation of the U.S.
dollar, will offset these changes. Net exports of
capital-intensive goods will increase relative to those
of labor-intensive goods. The overall effect on the
trade balance is ambiguous. Changes in the trade
pattern induced by changes in the relative prices of
capital- versus labor-intensive goods depend on the
sensitivity of wages and capital costs to tax changes.
Border price adjustments resulting from a
destination-basis tax are not expected to have a
long-run effect on the trade balance.

The U.S. capital stock rises as equity capital —
portfolio investment and FDI — flows into the United
States. However, the increase in equity capital could
be offset by the outflow of debt capital to other
countries by multinational firms. While the net effect
of these flows on the U.S. capital stock is ambiguous at
the theoretical level, the overall thrust of both
analytical reasoning and simulation modeling is that
net capital inflows are more likely. R&D performed by
U.S. firms in the United States would increase
modestly. Overall net changes in the U.S. capital stock
depend on which of the two capital flows, inflows of
equity capital or outflows of debt capital, is more
responsive to tax changes. If net capital flows into the
United States increase (decrease), then the U.S. tradqrgnsaction Costs and Other Issues
balance moves toward deficit (surplus); domestic labor ) ) )
productivity generally increases as U.S. capital stocks ~ Under this category, the primary variables affected

increase. The relocation of R&D to the United States aré the compliance and enforcement costs of the tax
leads to improvements in overall U.S. productivity — system, the wealth of current U.S. asset holders, the tax

i.e., total factor productivity. incidence between foreign and domestic holders of
U.S. assets, and foreign government revenues.
Significant reductions in compliance and enforcement
costs, if they occur, would generally induce an increase
Goods Market in U.S. productivity and modest government budget
savings. The switch to a consumption tax would
Potential effects of the proposed tax regime on enhance the status of the United States as a tax haven;
exports and imports other than those resulting from however, this would also result in a reduction in
changes in international capital flows are discussedforeign government revenues. Foreign government
here. The focus will be on the effects of border price reactions to lost tax revenue are unclear.
adjustments and the effects on U.S. products as capital |, addition, current holders of U.S. assets would

moves within the U.S. economy to more productive g, erjence a one-time drop in asset values as the tax
sectors. The primary variables affected will be prices ase changes from income to consumption, sometimes
and quantities of U.S. exports and imports, the \eferred to as a “transition tax.” These detrimental
short-term trgde balance, .the price of capltal-lntensweeﬁeCtS could be ameliorated by the imposition of
goods _rt_alatlve to labor-intensive goods, and the transition rules that reduce the transition tax. However,
composition of U.S. trade. such rules would also reduce the savings in compliance
The switch to a destination-based tax would and enforcement costs. The switch would also affect
exempt export revenues from tax and remove the the incidence of the transition tax, which falls more
deductibility of import expenses. Three of the tax heavily on foreign (domestic) asset holders under an
proposals examined in this survey are origin- (destination-) based tax.
destination-based taxes: the national sales tax, the USA
tax, and the VAT. The current tax system and the flat

tax are examples of origin-based taxes where export Limitations Of Current

revenues are taxed and import expenditures are
deductible. An increase in the domestic capital stock ResearCh
will induce a fall in the price of capital-intensive goods In general, most of the economic literature on the

relative to labor-intensive goods. Because of the repealinternational effects of a consumption tax is theoretical
of double taxation in the corporate sector, and focuses primarily on developing the economic
corporate-intensive goods (as opposed to goodsframework for analyzing how these effects are
produced primarily by single proprietorships or transmitted through the econofmys noted above, the

partnerships) would experience a similar decline in
relative prices. 1See bibliography, appendix C.
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international implications of the tax are extremely types of international capital flows. Consequently,
difficult to model and analyze because of the multiple they cannot capture the effects of changing the current
channels through which these effects work, their complex system of taxing multinational firms, which is
interaction with each other, and because in many the focus of the existing literature. These results must
instances these effects are offsetting. Most of thebe interpreted with great care in the present context;
analytical literature examines the effects of changes innonetheless, they provide a useful benchmark for
the tax regime on multinational corporatiéns. The gauging the potential magnitude of the effects of
taxation of these firms under the current system is moving to a consumption tax. None of the available
extremely complex. Thus, while the findings of this empirical analyses have attempted to provide a
analytical literature are unambiguous on certain points, comprehensive estimate of the effects to U.S. trade and
conclusions regarding the overall effects of tax reform capital flows and capital stocks.

on the trade bglance,. internationa}l capital flows, or Given that the Commission’s analysis has
GDP are tentative. Firmer conclusions would require jyantified changes in the taxation of multinational

information on the sensitivity of a number of fing a5 a major source of the potential international
underlying economic variables to taxation; for .onsequences of moving to a consumption tax, and that
example, whether equity inflows are more sensitive {he impact of these changes is largely unquantified in
than debt outflows to tax changes. the existing literature, analysis directed at gaining a

More recently, a small number of empirical studies quantitative appreciation of such changes would be
have attempted to provide estimates of the potentialuseful. Such analysis would take into account current
economic effects to the United States of switching to a patterns of FDI, exports, imports, and corporate
consumption tax. These studies are based onfinance of both U.S. direct investment abroad and
economy-wide simulation models by the Joint foreign direct investment in the United States,
Committee on Taxation (JCT, 1997) and Mendoza and examining these patterns in the light of the
Tesar (1998). While three of the JCT studies and hypothesized effects of a change in the tax regime on
Mendoza and Tesar provide estimates of the effects onmultinational firms and available information on
international capital flows, it should be noted that none international differences in tax rates and regimes. To
of these authors specifically constructed a model tothe extent that a move to a consumption tax would
address all the mechanisms by which such a policyinduce an increase in the U.S. capital stock, the
change could influence international markets (as consequences of such an increase for international
enumerated in chapter 3 of this rep8rt)n particular, trade, particularly its commodity composition, could
these simulation models generally do not contain anbe assessed using currently available simulation
explicit treatment of FDI as distinct from other models of the U.S. economy.

2Hines (1996a) and Grubert and Newlon (1995 and 3—_Continued
1997) provide comprehensive summaries of the relevant assuming either open or closed international capital markets,
theoretical literature. as well as altering assumptions about monetary policy and

3In the JCT symposium, the central focus was to assess potential transition relief. For Mendoza and Tesar, the
the general reliability of simulation models in estimating the impact of international capital markets on the change in tax
macroeconomic effects of potential tax changes, rather than regime is of central interest. However, their modeling of
to analyze specifically the impact of international markets these markets (as frictionless private bond markets, without

for outcomes from tax reform. In order to assess the FDI flows or international trade in public debt) is similar to
sensitivity of these estimates to modeling assumptions, the methods typically used by modelers in the JCT
modelers were encouraged to examine the effects of symposium.
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