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aE~cutive Summary.

The objective of this report is to provide Congress with an overview ofPurpose state tax officials' concerns related to the enactment of a broad-based

federal consumption tax-in the form of a federal retail sales tax or a
value-added tax. It presents the responses of state tax policymakers-
Governors and their staff and chairs and staff of major tax policy com-
mittees of state legislatures-to a GAO questionnaire on their preferred
revenue options for dealing with the deficit and their concerns regarding
a broad-based federal consumption tax. In addition, it discusses tax
design alternatives that may address these concerns. It also presents the
responses of state tax adminitrator to a separate GAO questionnaire on
the effects of a federal consumption tax on state tax program
administration.

GAO has previously issued several reports discussing consumption taxes.

Background These reports discussed the various types of consumption taxes. the

principal methods for calculating a value-added tax, and key tax policy
issues U.S. tax policymakers would face if they consider a value-added
tax based on insights from the international experience.

A value-added tax is a consumption tax collected on the difference
between a business' purchases and its sales, otherwise known as the
business' "value added." For example, if a business buys S150 worth of
materials and equipment and produces a product that sells for $200. its
value added is $50. A 5-percent tax on the value added to this product
would yield $2.50 in tax revenue. The United States has very limited
experience with value-added taxes, but they are widely used in other
countries.

A retail sales tax is collected on the total price of a good or service at the
Lo0S?8 T time it is sold to the final consumer. Forty-five states have a retail sales

I tax, and in 1987 state revenue from general sales and gross receipts

X ý XAB 1ced C3 taxes amounted to 32 percent of overall state tax revenue.
•nnom~ced

1.a Retail sales taxes and value-added taxes are collected at different stages

of the production and distribution process. A retail sales tax is collected
YB IRVonly once, when a good or service is sold to a consumer. A value-added

tax is collected at various stages of production and distribution. Both
S...... taxes could raise about the same amount of revenue given the same tax

all W rate and tax base.
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Results in Brief When asked what potential revenue sources the federal government
should use to reduce the deficit. .54 percent of the policymakers selected
existing federal taxes exclusively; 8 percent selected a broad-based fed-
eral consumption tax exclusively; and 18 percent selected both existing
taxes and a new consumption tax. Only 20 percent did not select a reve-
nue option, indicating the federal government should not raise taxes to
reduce the deficit.

A broad-based federal consumption tax was opposed by over two-thirds
of all state tax policymakers responding. Both a federal retail sales tax
and a value-added tax were viewed as an intrusion into state tax pro-
grams. Policymakers were especially concerned about the impact of a
broad-based consumption tax on their ability to increase the future rev-
enue generated by their own state retail sales taxes. Other concerns
included the possibility of increased federal spending and inflation, and
the impact of a broad-based consumption tax on the poor. i.e.,
regressivity.

Desigiting a consumption tax to address state tax officials' concerns
would involve trade-offs. For example, design features incorporated to
reduce state regressivity concerns, such as exemptions or multiple rates.
would add to administrative complexity and limit revenue. According to
responding tax administrators from states with retail sales taxes, the
impact of a federal consumption tax on the administration of their state
tax programs would depend on the type of tax and its visibility to the
final consumer.

GAO's Analysis Forty-five percent of the policymakers indicated that additional revenuefor deficit reduction should come from corporate income taxes. Thirty-

seven percent would use individual income taxes. (More than one source
could be selected by respondents.) Policymakers supported raising tax
rates and broadening the base of both corporate and individual income
taxes. (See pp. 14-16.)

Intrusion on State Revenue Intrusion into a major state revenue source was cited as a concern by 80
Source percent of the policymakers opposed to a federal sales tax and 70 per-

cent of the policymakers opposed to a federal value-added tax. This con-
cern stems from the states' dependence on consumption taxes as well as
the desire to maintain the independence of their state tax systems. (See
pp. 16-18.)

Page 3 GAO/GGDSO. State Officals' Commimptlon Tax toncenns



Policymakers are concerned that a federal consumption tax could (I)
limit the states' ability to raise additional revenue from statesales
taxes, (2) presure the states to alter their tax bases to conform with the
federal tax base, and (3) confuse taxpayers about the distinction
between state and federal consumption taxes. Offering to share federal
consumption tax revenue with the states received little support. Less
than a fifth of the respondents indicated they would reduce their oppo-
sition to a federal tax if states received a share of revenue. (See pp. 16-
23.)

Effect on the Poor Over half of the state tax policymakers responding were concerned
about the regressivity of a federal consumption tax. A tax is regressive
if low-income families pay a larger proportion of their income in taxes
than high-income families. Several alternatives can be used for reducing
the regressivity of a consumption tax, including (1) exempting basic
necessities from the tax base or adopting multiple rates which would tax
necessities at a lower rate than other goods, (2) providing a tax credit
for low income taxpayers on their income tax return, or (3) raising enti-
tlement payments and ceilings to compensate for the increased cost of
the consumption tax. (See pp. 24-26.)

These alternatives have potential drawbacks, including increased
administrative costs and reduced federal revenue for reducing or elimi-
nating the deficit (See pp. 27-29.)

State Tax Program Tax administrators from states with retail sales taxes varied in their

Administration opinions on how much a federal consumption tax would complicate the•
administration of their state sales tax programs. A federal sales tax was
expected to have more impact than a value-added tax, and a visible tax
more than an invisible tax. For a federal sales tax, 31 percent of the
administrators expected the impact to be great, 26 percent placed it in
the moderate category, and 43 percent predicted some to no impact. For
a federal value-added tax, 59 percent expected no impact. (See p. 33.)

PaIF 4 GAO/GGD*040 State OffldaW Commpdion Tax Concerns



Recommendations iAo s not malig any recommendations.

Comments Survey results were discussed with officials from the Advisory Commis-
sion on Intergovernmental Relations, the National Governors' Associa-
tion. the National Conference of State Legislators, the National
Association of State Budget Officers, and the Federation of Tax Admin-
istrators. The results generally confirmed what they perceived to be the
concerns of their constituents.
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fitroduction

Income taxes are the present principal source of federal revenue. Con-
gress responded to concerns about the perceived unfairness of the
income tax system by enacting the Tax Reform Act of 1986. The Act
was designed to be revenue neutral. i.e.. it provided no additional reve-
nue to reduce the budget deficit or national debt. Because many mem-
bers of Congress believe they made a tacit agreement with taxpayers to
lower income tax rates in return for broadening the base, it may be diffi-
cult to reach congressional consensus on efforts to raise revenue by
increasing income tax rates.

EXp t If changes to the income tax system are ruled out, a broad-based con-
5.- 1anation of sumption tax represents one of the few single revenue alternatives for

Consumption Taxes raising large amounts of revenue. A consumption tax is levied on tax-
payers' expenditures for goods and services rather than on their total
income. The part of the taxpayer's income that is saved is not subject to
current taxation from a consumption tax. Some economists believe that
this would induce people to save more and consume less. However, the
evidence on the strength of this belief is inconclusive. Consumption
taxes also differ from income taxes in respect to who is responsible for
collecting and remitting tax payments-businesses rather then house-
holds. Another basic difference is that a consumption tax is levied on
individual transactions without regard for the taxpayers' personal cir-
cumstances, and income taxes generally attempt to take these circum-
stances into account.

The two most commonly used broad-based consumption taxes are the
retail sales tax and the value-added tax. A retail sales tax is imposed at
the point of final sale and is generally collected by the retailer directly
from the consumer. Currently, 45 states have retail sales taxes. In addi-
tion, many states' sales taxes are combined with local sales taxes, such
as counties, cities, special districts, and transit authorities. For example,
California has a 6 percent statewide sales tax rate. Of the 6 percent,
4.75 goes to the state, and the remaining 1.25 percent goes to the coun-
ties and cities. However, in several California counties the rate is 6.5 or
7 percent; the additional .5 to 1 percent is used to finance local transpor-
tation and other local government services.

A value-added tax is a multistage tax on goods and services. In princi-
ple, it is equivalent to a retail sales tax on goods sold to consumers, but
it is calculated differently and collected at each stage of the production

Page 10 GAO/GGD300 Stat O9caWs Cosaaiuzpon Tax Concerns



and distribution process. For each stage the tax is calculated as a pro-
portion of the difference between the value of goods and servikvs pur-
chased and the value of goods and services sold. In effect. this
difference is the measure of the value firms add to the goodLs and ser-
vices they buy from suppliers. While the United States has very limited
experience with value-added taxes, they are widely used in other coun-
tries. A comparison of some of the operational differences between a
federal value-added and a federal retail sales tax is in appendix i.

A federal consumption tax could raise large amounts of revenue. The
Congressional Budget Office (cno) estimates that a comprehensive
value-added tax imposed at a rate of 5 pecent could raise $125 billion
in 1992. Even if food, housing, and medical care were exempt. the tax
could still yield $72 billion annually. A retail sales tax with the same tax
base and rate could raise similar amounts. Table 1.1 compares selected
federal revenue sources.

Table 1.1: Selected Federal Revenue
OptiOl for 1992 Dollars in billions

Estimated
added 1992

revenue from
each option

Individual income taxes
Raise marginal tax to 16 and 30 percent 5357

Add a 5 percent surtax 260

Eliminate deductibility of state and local income and property taxes 296

Consumption taxes
Impose a 5 percent value-added of federal retail sales tax with

comprehensive base 1254

- with exemptions for food, housing, and medical care 72 0
- with low-income relief by increasing funds for social programs" 103 5

atncludes increased outlays for Food Stamps. Supplemental Security Income. and Aid to ýamiies dith
Dependent Children
Source: Revenue estimates from "Reducing the Deficit. Spending and Revenue Options -Part i Cor
gressional Budget Office, Feu•ury 1989
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Objective, Scope, and We have previously issued reports discussing consumption taxtl,. ."h
reports focused on the various types of consumption taxes. t he principaIl

Methodology methods for calculating a value-added tax, and key valite-added tiax luol-
icy issues based on international experience.

Unlike the United States, most countries that have a national v'.n,,ump-
tion tax do not have independent federal-state tax systems. Thircfore.
their tax systems do not have the complexities of overlapping govern-
ments. If the federal government were to adopt a broad-based c.ins.•urp-
tion tax, the federal tax and a state retail sales tax would be in force in
45 states. In 1987, general sales taxes provided 32 percent of twtal state
tax revenue. It is unclear what impact a federal consumption tax wotild
have on state retail sales tax systems, but many people. including state
policymakers, believe the states would resist a federal consumption tax
because of its perceived potential impact on state tax systems and state
tax prerogatives.

The objective of this report is to provide Congress with an overview (of
state officials' concerns related to the enactment of a broad-based fed-
eral consumption tax and of possible ways to mitigate these concerns.
To address these issues this report

* identifies state tax policymakers' views about how to reduce the deficit.
including their preferred revenue options;

* identifies the nature and extent of state tax policymakers' concerns
related to a broad-based federal sales tax or value-added tax:

a discusses how to address policymakers' concerns through the design of
the tax or other methods; and

* identifies state tax administrators' opinions on the effects of a federal
consumption tax on state administration, revenue, and tax evasion.

To obtain state officials' views of a federal consumption tax and its
potential impact, we sent 261 questionnaires to state policymakers tgov-
ernors, state budget officers, state fiscal officers, and chairs of state leg-
islatures' major tax policy committees) in all 50 states. We received 15:3
responses; 42 declined to answer; and 66 did not respond. We received at
least one response from tax policymakers in 49 states. We also surveyed
the 50 state tax administrators (using a different questionnaire) to
assess their concerns about the impact of a value-added tax on state tax

hA mT Au-. 20. 1966). Tax Polic': Tix-( r',,ki ,iad
sace 1 i oAOdde Tax (GAO/GGDa4'7. uonsum1p. 14io T.,% 'Ar-

iyVaue-Ade Tax lmFor U. S. Tax PRs (GAO/GGD-W I 25BR.Sept. 1 .. 1 is',!'
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administration. We received 44 responses and 3 declinations. Three
administrators die )t respond. We entered the answers into a cormput-
erized database a.. analyzed them. Responses fromn policymakers are
discussed in chapter 2, and responses fret C au, ainistrators are dis-
cussed in chapter 3. (See app. II for a detL ,i explanation of the qut.s-
tionnaire methodology.)

Part of our questionnaire analysis included, where appropriate, compar-
ison of responses based on specific respondent characteristics. These
included the following:

* the type of respondent-legislators (state senators, state representa-
tives, state fiscal officers) versus executives (governors and state
budget officers);

• the degree to which a state is dependent on individual income taxes for
revenue;

• the degree to which a state is dependent on retail sales taxes for
revenue.

The results are discussed in appendix IHI.

To identify ways of addressing policymakers' concerns, we reviewed
published sources, including economic textbooks, government reports.
professional journals, and accounting firm and trade association publi-
cations (see bibliography). To get a wide range of opinions on consump-
tion tax issues, we met with academic experts and knowledgeable
officials of several states.

Our work was done between January 1988 and August 1989 and in
accordance with generally accepted government auditing standards.

Survey results were discussed with officials from the Advisory Commis-
sion on Intergovernmental Relations, the National Governors' Associa-
tion, the National Conference of State Legislators, the National
Association of State Budget Officers, and the Federation of Tax Admin-
istrators. The results generally confirmed what they perceived to be the
concerns of their constituents.

Page 13 GAO/GGDW6O0 Stat. Offldalo Coamumption Tax Concenms
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State Tax Policymakers' Views on a
Broad-Based Federal Consumption Tax

The majority of state tax policymakers responding to our questionnaire
believed the federal government should use existing federal revenue
sources to reduce the deficit.' Increasing existing income and excise
taxes was preferred over a new broad-based consumption tax. Some
policymakers also suggested such revenue sources as increasing user
fees, having a national lottery, or charging the National Atlantic Treaty
Organization for troops stationed in Europe. Only 20 percent selected no
revenue option, indicating the federal government should not raise taxes
for deficit reduction.: Several of these policymakers indicated that
spending should be cut instead.

Both a federal retail sales tax and a value-added tax were perceived as
intrusions into state tax programs. Policymakers were especially con-
cerned about the impact of a broad-based consumption tax on their abil-
ity to increase revenue generated by their own state retail sales taxes.
Other concerns included the possibility of increased federal spending
and inflation, and the impact of a broad-based consumption tax on the
poor.

A federal consumption tax could be designed to mitigate some state tax
policymaker concerns. However, some mitigating features may produce
other undesirable effects, such as increased administration costs and
reduced revenue for federal deficit reduction.

When asked which potential sources of additional federal revenue they

Existing Federal Taxes preferred to be used to reduce the deficit, 72 percent of state tax policy-

Preferred Over Other makers responding selected existing federal taxes. Fifty-four percent

Revenue Options selected existing taxes exclusively; 18 percent selected existing taxes
and a broad-based federal consumption tax; and 8 percent selected only
a consumption tax.

As illustrated in figure 2.1, corporate and individual income taxes were
the revenue options chosen most frequently by state policymakers to
raise revenue, followed by federal excise taxes and broad-based federal
consumption taxes. Of the policymakers who chose a federal consump-
tion tax, two out of three preferred a value-added tax over a federal
retail sales tax.

SIncludes governors. state budget officers, chairs of state legislatures* major tax policy conumttees.
and state fiscal officers.

'An additional 10 percent of respondents indicated federal taxes should not be raised but also
selected one or more revenue options for reducing the deficit.
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Notei More then one re'enue source could be selected by respondents.

Forty-five percent of the policymakers indicated that additional revenue
for deficit reduction should come from corporate income taxes. Thirty-
seven percent would use individual income taxes. As shown in figure
2.2, these policymakers supported raising tax rates and broadening the
base of both corporate and individual income taxes.
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Concers Focus on Overall, state policymakers responding opposed a broad-based federal
consumption tax. Eighty-one percent of the policyalkers were opposed

Potential State Tax to a federal sales tax, and 68 percent were opposed to a federal value-
Program Impacts added tax. Policymakers' most frequently cited concerns (as shown in

figure 2.3) focused on the impact of a federal consumption tax on state
tax programs. Specifically, 80 percent of the policymakers opposed to a
federal sales tax and 71 percent of the policymakers opposed to a fed-
eral value-added tax cited intrusion into their traditional source of
revenue.
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State tax policymakers are very concerned about the federal govern-
ment's budget policies that lead to higher national debt and annual defi-
cits and their impact on state finances. Over the last few years, as the
national debt increased, state and local governments have lost federal
revenue sharing and have seen reductions in federal grant funds. In
addition, the Tax Reform Act of 1986 reduced federal tax rates and
broadened the tax base, in part by repealing a provision that allowed
individual deduction of state sales taxes, thus creating the potential of
increased resistance to state and local sales taxes. Finally, growing pub-
lic opposition to increases in property taxes has left the state officials
feeling they have few. if any, ways to increase revenue.

Therefore. the prospect of a federal consumption tax intruding into
state revenue sources concerned state officials. A majority of the
respondents were greatly concerned that a federal consumption tax
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could affect their ability to increase state retail sales taxes. Specifically.
80 percent of the policymakers from states with a retail sales tax indi-
cated that a federal consumption tax could discourage their state from
increasing their sales tax rate. Sixty-four percent of these policymakers
indicated that a federal consumption tax could discourage their state
from broadening their tax base. However, five out of nine policyntakers
responding from states with no retail sales tax indicated that a federal
consumption tax would have little, if any, effect on their decision to
adopt a state retail sales or value-added tax.

States' concern about federal intrusion is understandable given their
reliance on retail sales taxes for revenue. States have used the consump-
tion tax base extensively as a major source of state general revenue. In
states with a retail sales tax, sales tax revenue represents approxi-
mately 31 percent of the total state tax revenue collected for fiscal 1987.
This percentage has remained relatively stable around 30 percent since
1970. As shown below, 31 of the 45 retail sales tax states generated 30
percent or more of their tax revenue from retail sales taxes.

"* Four states obtained over 50 percent of state tax revenue from state
retail sales tax.

"• Ten states obtained between 40 and 50 percent of state tax revenue
from state retail sales tax.

"• Seventeen states obtained between 30 and 40 percent of state tax reve-
nue from state retail sales tax.

States May Be Pressured to Policymakers felt the federal government would be encroaching upon

Match Federal Tax Base state taxing autonomy by enacting a federal consumption tax. They
were concerned that a federal consumption tax would put pressure on
their state to match their state tax base with the federal tax base. One
policymaker commented that a federal consumption tax would trespass
on the states' tax base and would affect the states' independence and
control over their revenue source. Another believed the federal con-
sumption tax may have an "evening" effect: over time the bases of the
federal and state retail sales taxes may move closer together-if the
federal tax were a federal retail sales tax.

Interviews with other state officials and our literature review suggest
that the tax base concern may also stem from some states' use of retail
sales taxes to implement state social or economic policies or gain an eco-
nomic advantage over other states competing for businesses to locate in
their state. For example, Virginia exempted basic research. fish farming.
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and computer software from state retail sales tax in order to encourage
certain industries to locate there. Nebraska exempted farm machinery
from its sales tax base, so farm equipment dealers would not lose sales
to a neighboring state that had exempted the same items.

Another viewpoint, expressed by AcIR.:' suggests that a federal consump-
tion tax may not be competitive with the state retail sales tax. particu-
larly if the tax is an invisible value-added tax not separately identified
in the final price.

It can be argued that some states could realize revenue gains by replac-
ing their current sales taxes with their own add-on to a federal con-
sumption tax. States doing this could capitalize on the potentially
broader base of the federal tax. If similar to federal consumption taxes
in other countries, the federal consumption tax base would cover items
not presently included in most state retail sales tax bases, such as pro-
fessional and personal services.

Taxpayers May Confuse Another issue was potential taxpayer confusion between state and fed-

State and Federal Taxes eral consumption taxes, especially for a federal retail sales tax. This
concern focuses on difficulties that retailers and consumers may have
distinguishing between the potentially different tax rates and tax bases.
Figure 2.4 shows the degree of state policymakers' concern about tax-
payer confusion of state and federal taxes.

:'3Mvisory Commissioon nter•oenrnta Rel•tios S-rghenr S the Federal Remenue .S-
tern 1mplicatkOs for State and Local Taxing aWd oaowi" pp. 59-06. Washingtma. D.C.. ctober
1964.
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Concern about taxpayer confusion may be well-founded. Eighty percent
of the tax administrators responding to our questionnaire indicated that
retailers are currently having some difficulty in determining which
items are subject to the state retail sales tax. This is generally the result
of the exemption of certain items from state retail sales taxes, and the
taxation of similar products. This is discussed in more detail in the
regressivity section of this chapter.

Interviews with some tax administrators indicated that, since state
retail tax bases differ among the states, a federal consumption tax with
a different base could cause confusion among consumers and among
retailers collecting the tax. Confusion regarding which items are taxable
under which tax system coupled with potentially different reporting
requirements and the higher combined state-federal tax burden may cre-
ate an opportunity for underreporting and tax evasion.

Mitigating Concerns Over Because states have used the consumption tax base extensively as a
Federal Intrusion Could Be major source of general revenue, mitigating state policymakers" con-
Difficult cerns about intrusion could be difficult. Some experts believe this con-

cern might be alleviated if any federal consumption tax proposal were
coupled with provisions attractive to state governments. Such provi-
sions might include sharing consumption tax revenue directly with the
states, letting states piggyback onto the federal tax, or enacting legisla-
tion that would require out-of-state vendors to collect and remit state
taxes on mail-order sales.

Sharing Consumption Tax Of the large majority of state tax policymakers who opposed a federal
Revenue consumption tax for deficit reduction, very few would reduce their

opposition if offered an opportunity to share in the revenue generated.
Less than 20 percent of the policymnakers indicated their opposition
would be reduced if the consumption tax revenue were shared without
conditions or if the federal government agreed to pay a larger share of
federally mandated social programs.

Piggybacking Piggybacking was also rejected by most state officials. Piggybacking
would allow states to add on a percentage to the federal consumption
tax rate while the federal government administers and collects the
entire tax and remits to the states their portion. Piggybacking would
give the states added revenue without decreasing the federal revenue
available for deficit reduction. As shown in table 2.1, only about 20 per-
cent of the state tax policymakers expressed interest in piggybacking on
either a federal sales or a value-added tax.
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Mail Order Sales While not directly tied to the passage of a federal consumption tax. one
option for increasing state sales tax revenue would be to include in the
consumption tax legislation provisions which would allow states to
require out-of-state vendors to collect and remit state retail sales taxes
on mail order sales. This would provide states with additional sales tax
revenue from their existing tax systems. States estimate that over S2
billion of sales tax dollars are lost because sales tax is not collected on
these purchases. The state of Texas estimates that it loses about $ 1:34)
million annually on mail-order sales and that local governments in Texas
lose another $30 million.

State sales tax is a destination-based tax-it applies to imports (into the
state) but not to exports. Goods shipped to out-of-state purchasers are
commonly exempt from state sales taxes, and consumer purchases are
commonly subject to the tax of the state of residence of consumers. with
one exception. In National Bellas Hess,, a case decided in 1967. the
Supreme Court decided that mail-order houses cannot be required to col-
lect and remit sales taxes to the state of residence of a customer unless
they have a business presence in the state.

Since the Supreme Court decision, a variety of bills have been intro-
duced in Congress to resolve this issue. For several reasons, including a
strong mail-order industry and a lack of consensus on whether local
sales taxes should be included, none have been enacted. However.
within the past few years, 21 states have passed statutes to extend their
reach to out-of-state mail-order catalog firms. Further. 23 states have
entered into regional compacts to cooperate on sales tax compliance. The
purpose of many of these efforts is to test various aspects of the original

'•xanoaud Ben. Hem. Inc. v. Deparnme of Revenue of the state of Illinis. -M1 U S. 7,53. 1:967
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Bellas Hess decision before the Supreme Court. To date this has not
taken place.

A federal consumption tax could be designed that would allow the states
to make out-of-state vendors responsible for collecting and remitting
state sales tax, whether or not the firm has a physical presence in a
state. However, it is likely that these provisions would face the same
obstacles as past proposals.

State policymakers' concerns went beyond the direct impacts a federal
Other Frequently consumption tax could have on state tax programs (see fig. 2.5). Many
Cited Concerns of policymakers were concerned
Policymakers 0 about the potential economic impacts of a federal consumption tax on

low income taxpayers;
"* about the federal government's use of the revenue from a federal con-

sumption tax for something other than to reduce the deficit;
"• about the prospect of increased inflation; and
"* about the cost of enforcing a new federal consumption tax. especially a

federal value-added tax.
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Regressivity Almost 60 percent of policymakers indicated that they were greatly con-
cerned about the regressivity of a federal consumption tax. A broad-
based consumption tax on basic necessities would likely be regressive
because lower income households spend a greater portion of their
income on food, clothing, medical care, and shelter than higher-income
households. Therefore, a broad-based consumption tax would fall most
heavily on those taxpayers who are least able to afford it.

While there is little doubt that a single-rate, broad-based consumption
tax is regressive, the degree of regressivity can vary depending on the
time period over which the regressivity is measured. In general. the tax
appears to be more regressive when taxes on annual consumption are
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compared with annual income. However, if taxes on lifetime consump-
tion are compared with lifetime income, the degree of regressivity is
generally reduced.

Mitigating Regressivity Concerns Several methods could be used to offset the regressivity of a consump-
tion tax. These methods include taxing necessities at a lower rate (a mul-
tiple-rate tax). refundable tax credits, and increased transfer payments.
However, each method has drawbacks either in terms of reduced reve-
nue generation, more complicated administration, or the degree to which
they address the regressivity concerns. For example, compensating low
income individuals would reduce consumption tax revenue and using
multiple rates would complicate tax administration.

Tax Necessities at a Lower Rate. In most European Economic Commu-
nity countries, the value-added tax is made less regressive through the
use of multiple rates which tax necessities at a lower or zero rate. Most
state tax policymakers favored exempting from the tax base such basic
necessities as prescription drugs, medical and dental services, food,
household fuels, and housing.

cso estimates that a broad-based federal consumption tax imposed at a
rate of 5 percent could raise $125 billion in 1992. However, if food,
housing, and medical care were removed from the tax base, it would
yield $72 billion annually. Thus, if the government needs to raise S 125
billion annually the tax rate would have to be almost doubled in order to
raise the same amount of revenue. Also, because high income house-
holds spend a significant portion of their budgets on the low tax rate
goods, one of the drawbacks of using multiple rates is that the offset to
regressivity is not well targeted to low income households. The tax
break is provided to anyone, regardless of income level, who consumes a
good taxed at a low rate.

Multiple rates can also interfere with the neutrality of a broad-based
consumption tax system. Goods with tax rates below the standard can
become more attractive to consumers, and goods with above-standard
rates can become less attractive. For example, a medicated shampoo
that is considered a non-taxable medicine may be less expensive and
have competitive advantage over a non-medicated shampoo that is
taxable.

Lssues concerning and methods for mitigating the repemsivity of the tax are discussed in more detaul
in our rmpofrts tided Tax Policy: Tax Credit and Subtraction Methods of Caklulatig a Value-Added
Tax. (GAO/GGD-89-87, June 20. 1969) and Tax Policy: Value-Add Tax Issues for U.S. Tax Voli&"-
Rers (GAOiGGD-89-125BR. Sept. 15. 19W),1
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Another drawback of multiple rates is the effort and costs of adminis-
tration associated with this type of system. The federal agency adminis-
tering the tax would be faced with the same administration problems
facing the 28 states that exempt some foods from their retail sales tax
bases. For example, New York does not tax food and medicine. As a
result

"* small marshmallows are not taxable because they are considered cook-
ing ingredients (food), but large marshmallows are considered candy
and taxed;

"* a wafer covered with chocolate is taxable when put on the store shelves
with candy, but it is considered a cookie and not taxable when shelved
with cookies: and

"* some items, such as soft drinks and plant seeds, are not taxable if pur-
chased with food stamps, but they are taxable otherwise.

Increase Social Transfer Payments. Increasing transfer payments to low
income individuals could also provide relief from the regressivity of the
tax. Programs such as Aid to Families with Dependent Children and
other social welfare transfer payments could be increased to compensate
for the tax. Which programs are indexed would affect how well targeted
to the poor this approach would be and the amount of additional reve-
nue that would be needed to finance these programs. If limited to needs-
tested programs, this method would better target the poor than if
extended to all social transfer payments. This is because some pay-
ments, for example social security, go to eligible recipients. regardless of
economic status.

Establish Refundable Income Tax Credits. A third alternative to reduce
regressivity would be to establish a refundable income tax credit for
consumption taxes paid. Taxpayers could use this credit to offset their
income tax liability. Those who pay less income tax than the amount of
the credit would receive a refund from the government. To reduce the
amount of revenue lost, the credit could decline as income increases and
disappear at a designated level of taxable income. A disadvantage of
this alternative would be the increased number of taxpayers who would
have to file returns, many of whom are not currently required to do so.
Currently, eight states use some form of tax credit to offset the regres-
sivity of their state sales tax.
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Revenue Might Not Be As shown in figure 2.6, state policymakers were greatly concerned thatUsed to Reduce the Deficit revenue from a federal retail sales tax or a value-added tax might be
used to finance additional federal spending, rather than to reduce the
deficit. Most noticeably. a higher proportion of those opposed to raising
federal taxes was greatly concerned that federal retail sales tax or
value-added tax revenue might not be used to reduce the deficit. Several
policymakers indicated that they did not "trust" Congress to earmark
new funds for deficit reduction and that a federal consumption tax
would only provide Congress with a new source of revenue for spending.
Figure 2.6 illustrates that this perception of unchecked government
spending seems to be more closely associated with a federal value-added
tax than a federal retail sales tax. This viewpoint may stem partially
from the influence of consumption tax opponents who oppose a federal
value-added tax as a money machine that will fuel more spending rather
than help to reduce the deficit, according to an interest group
representative.
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Mitgating Concerns That Several solutions may address the concern that a federal consumption
Revenue Mght Not Be Used to tax might be used to finance additional federal spending rather than
Reduce the Deficit federal budget deficit reduction. These include (1) requiring the Gramm-

Rudman-Hollings deficit reduction target of zero in 1993 to remain in
effect with no changes; (2) reducing the debt ceiling each year by all or
part of the revenue generated by the tax; and (3) making changes to the
rate or base of the tax allowable only by a two-thirds vote of both
houses of Congress. For example, in 1989 legislation was introduced to
enact a value-added tax for deficit reduction. That legislation contained
provisions requiring that revenue derived from the imposition of the
value-added tax be deposited in a deficit and debt reduction trust fund.
Money from this trust fund would be available only for payments on the
principal and interest of the federal debt.

Adding these or other provisions to consumption tax legislation would
provide some immediate assurance that the funds, for the most part.
would be used to reduce the deficit. However, future Congresses could
choose to change any such provisions. For example, the 99th Congress
enacted legislation requiring the elimination of the deficit by fiscal year
1991. The 100th Congress extended the deadline for the elimination of
the deficit to 1993.

Possible Inflationary As shown in figure 2.7, inflationary impact was also an issue with state

Impact policymakers. As a consumption tax can be passed forward to consum-
ers in the form of higher prices, the introduction of a broad-based con-
sumption tax would probably cause a one-time increase in prices by the
amount of the tax. This is not the same as an increase in the ongoing
rate of inflation. This will increase the rate of inflation for about one
year, but the rate of inflation should not be any higher in subsequent
years than in the absence of a consumption tax.
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Administration Costs Many policymakers were concerned about the administration costs of
enforcing a federal consumption tax. particularly with a federal value-
added tax. In 1984, the Internal Revenue Service (nis) estimated that a
federal value-added tax would require 20,000 additional in employees.
would cost about $700 million per year to administer, and would take
about 18 months to implement. However, these estimates were made
over 5 years ago, and according to ws, assumptions about economic con-
ditions and other variables are subject to change. In addition, Customs
Service costs to administer border-tax adjusmentv with a value-added
tax would also have to be considered.

While there is no available estimate of the administration costs of a fed-
eral retail sales tax, some current literature suggests that a federal
value-added tax would be slightly more expensive to administer than a
federal retail sales tax. A federal value-added tax would require more
information to be reported and processed than a federal retail sales tax.
In addition to differences in staffing and equipment, cost differences
would also depend on factors such as filing requirements.

Mitigating Concerns About Administration costs would vary depending on the tax unposed, the
Administration Costs breadth of the tax base, and methods that could be included to offset

regressivity. International experience shows that the simpler the tax the
easier and less costly to administer. This is consistent with the responses
to our questionnaire. Almost all of the state tax policymakers and
administrators agreed that a single-rate federal consumption tax with
few or no exemptions would be easier to administer.

Conclusion Most state policymakers responding to our questionnaire favored using

additional revenue from existing federal tax sources to reduce the fed-

eral budget deficit. Eighty-one percent of them were opposed to a fed-
eral retail sales tax, and 68 percent were opposed to a value-added tax.
Their major concern about a broad-based federal consumption tax is
their perception that it would intrude on state tax systems and limit
their ability to raise additional revenue from state retail sales taxes.

The effect of a federal consumption tax on state revenue is somewhat
speculative and may ultimately depend on the type and design of the
tax adopted. For instance, a relatively low rate, invisible value-added
tax may not affect state sales tax revenue. Also, states could be given

"IBorder tax adgutment are attempts by countries usuq a canaumption based value-added tax to
remove the tax from goods that ae exported and apply it to goods that are moted.
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opportunities to realize added revenue by adding on to a federal tax. but
the independence of their own tax systems could be reduced-a concern
that could be difficult to mitigate.

State officials also were troubled by the potential regressivity. the
potential impact on inflation and increased federal spending, and the
administration costs of a broad-based consumption tax. These concerns
could be addressed but would involve trade-offs between competing con-
cerns in the design of the tax.
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*Tax Ad nnistrators' Views on a Broad-Based
"Federal Consumption Tax

According to responding state tax administrators from states with retail
sales taxes. the impact of a federal consumption tax on the administra-
tion of their state tax programs would depend on the type of tax and its
visibility to the final consumer.' An invisible tax was expected to have
less impact than a visible tax, while a federal retail sales tax was
expected to have more impact than a value-added tax.

While there was no clear consensus on whether a federal consumption
tax would complicate state tax administration, in general tax adminis-
trators indicated that a federal consumption tax would have some
impact on their state's existing tax program's revenue, evasion rate, and
administration costs. The tax administrators overwhelmingly responded
that each level of government should collect its own tax.

Impact on State Tax Tax administrators from retail sales tax states varied in their opinions
about how much a federal consumption tax would complicate the

Administration administration of their sales tax programs. A federal sales tax was
expected to have more impact than a value-added tax. For a federal
sales tax, 31 percent of the administrators who had a basis to judge
expected the impact to be great; 26 percent placed it in the moderate
category; while 43 percent predicted some to no impact. For a federal
value-added tax, 59 percent expected no impact and 22 and 19 percent
expected moderate or great impact, respectively."

Impact on State Tax State tax administrators believe that the visibility of the federal con-
Revenue sumption tax will determine whether state sales tax revenue will be

affected. As shown in figure 3. 1, when asked what impact a federal con-
sumption tax would have on state retail sales tax revenue, almost half
of the tax administrators indicated that a visible retail sales tax'I would
probably decrease state revenue, and 13 percent believed revenue would
increase. If the retail sales tax were invisible to the fiMal consumer.
25 percent thought revenue would decrease, but 28 percent believed

I Resposes from tax admbintrators in the five states wfthout a sales tax were from such a smai
population and so dixe that they could not be effectively aralyzed.

1Percentaes do not include repondents who indicated they had no bais to judge how much a fed-
eral comuwuptin tax would compacate the admlmttration of their state sales tax.

'Au "mvibWe" tax would be irciuded in the price of oods and services before the sale an would
therefore be Jes notiscle to a casumme than a "v1sble" tax which would be added to the price of
goods and srvices duri the le. For discussimo of vs•idt and value-added taxe see TaxPo
Tax-Credit a subtraction Methods of Calculatint a Value-Added Tax (GAO/GGD-89-87iiiei
1989).
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revenue would increase. Eighteen percent indicated that they believed
an invisible value-added tax would decrease state sales tax revenue, and
31 percent thought they would increase.
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State tax revenue may be expected to decrease with a visible tax
because the higher combined federal-state tax rate would make tax eva-
sion more financially attractive, according to our discussions with some
state tax administrators and officials. Other tax administrators may
have thought that revenue would increase because of the federal audit
presence in the consumption tax area, and for an invisible tax, because
the federal tax may be included in the state tax base, according to an
interest group representative.
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Impact on Sales Tax There was also no clear consensus among the ste tax adminsrators
Evasion about the impact of a federal consumption tax on state sales tax evasion

rates. About 40 percent of the tax a from retail sales tax

states indicated that a federal retail sales tax would decrease or not
affect their state retail sales tax evasion rate. An equal number believed
that tax evasion would increase. With a value-added tax, 51 percent of
the administrators thought state sales tax evasion rates would either
decrease or not be affected, and 28 percent believed evasion would
increase (see fig. 3.2).
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Concerns About Although no tax administrators thought administration costs would
Administration Costs decrease, about 60 percent of them believed that administration costs of

the state retail sales tax would stay about the same with an invisible
federal consumption tax. For a visible federal consumption tax, the
respondents were nearly split between the opinions that state adminis-
tration costs would increase or remain the same (see fig. 3.3).
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Joint Collection Not According to most tax administrators, the most efficient manner of col-
Recom endedlecting consumption taxes is for the states to collect state taxes and theRecmmededfederal government to collect federal taxes. For a federal sales tax, 6

A96

percent of them said the federal and state governments should each col-

lect their own tax; for a value-added tax the percentage increased to 90
percent.
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Ten administrators indicated that it would be most efficient for their
state to collect both state and federal sales taxes. Only two administra-
tors indicated that the federal government should collect both the state
and federal taxes if a federal value-added tax were enacted. Lack of
interest in federal collection of state taxes is not surprising, since none
of the states have applied for federal collection of state individual
income taxes, an option provided in section 6361(a) of the federal tax
code as of October 1972.

Conclusion to responding tax udinistrators from sates with retail sales
taxes, the impact of a federal consumption tax would depend on

whether the tax was visible or invisible and whether it was a sales tax
or a value-added tax. An invisible value-added tax was expected to have
less negative impact on state tax programs, and a visible retail sales tax
was expected to have greater negative impact on state tax programs.

In general, tax administrator indicated that a federal consumption tax
would have some impact on their state's existing tax revenue, evasion
rate, and administration costs. The tax administrators responded that
each level of government should collect its own tax.
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Operational Differenc Between a Federal
Retail Sales Tax and a Value-Added Tax

The federal retail sales tax and the value-added tax are taxes on the
consumption of goods and services and have similarities and differ-
ences. Both could raise about the same amount of revenue, assuming the
same tax rate and the same tax base. The operating assumption of
policymakers and economists is that either tax would be fully shifted
forward onto the consumer in some form or another. The final after-tax
price of the product to the consumer may be the same for both taxes.
but the operating procedures of the two taxes differ.

These operating differences may have important policy implications and
include such factors as administration costs, tax collection, enforcement,
broadness of tax base, implementation time, evasion, and flexibility. In
addition, as the total taxes (federal, state, local) on consumption
increase (whether value-added tax or federal retail sales tax), the more
attractive tax evasion becomes. This may result in lower voluntary com-
pliance and higher administration costs.

Following is our discussion about how each type of federal consumption
tax (retail sales or value-added) may have some comparative advantage
over the other, given the following assumptions: (1) the federal con-
sumption tax will be a tax in addition to existing federal taxes and will
not replace any current taxes; (2) compliance cost is defined as the cost
incurred by businesses to comply with the new tax; and (3) the tax base
is broad and includes all goods and services, except those related to
financial institutions, education, religion, and housing rentals.

Administration Costs A federal sales tax is assumed to be less costly to the business commu-
nity as a whole because only those businesses selling at retail would
have to collect the tax. Under a value-added tax almost all businesses
would have to collect. Administration costs are also believed to be lower
for a sales tax, primarily because fewer businesses would be collecting
the tax.

Compliance o s For the business community as a whole, a value-added tax would proba-
bly have higher compliance costs than a federal retail sales tax because
almost all businesses, not just retail businesses, would collect taxes. If a
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credit value-added tax is implemented. most businesses would have t(
keep invoices for all sales to and all purchases from other firms. Thest
invoices would be subject to audit by tax authorities. The subtraction
method value-added tax would require less documentation. If certain
items (such as food, clothing, and shelter) were taxed at a lower rate c
not at all, compliance would be more complex, and costs would poten-
tially increase for businesses that sold both taxable and non-taxable
items. If multiple rates were used to offset regressiveness, complexity
would again increase and affect compliance costs.

Ease of Collection The federal retail sales tax might have an advantage over the value-
added tax if federal and state sales taxes could be collected jointly-
either by the state or the federal government. Realistically, however,
states impose sales taxes on different items (some tax almost all goode
and services; others tax only certain items) and at different rates (3 tc
7.5 percent). To have an efficient collection process, all 45 states with
retail sales tax would have to conform their sales tax bases to the fed-
eral government's base.

Start-Up Time The biggest advantage a federal retail sales tax may have is the esti-
mated time it would take to implement it. A sales tax should not have
long implementation period because it would fall mainly on retail outif
in 45 states that currently charge state and local sales taxes. States an
retail businesses are familiar with the sales tax concept. Value-added
tax is a new concept to the United States, and many businesses are nol
familiar with this form of taxation. The Isis estimates it could take 18
months from time of enactment to implement a value-added tax.

Enforcement With a credit value-added tax, firms have a financial interest in ensur.ing that the amounts of value-added tax paid on purchases made in pr

ducing a good or service are accurately reported on their invoices, sin(
they receive credit against their value-added tax liabilities for previ-
ously paid value-added tax. This self-enforcing feature not only

'Credit and subraction am two ways of calculating a value-added ta. Under the subtraction mett
a firm calculates its value added by subtactnS its total purchases fr•n its total sales. Then it cakc
lares the tax liability by multiplying its value added by the tax rate. The credit method calculates t
tax for each transaction. A firm's tax liability is determined by adding up the taxes paid on all
puremses and the taxes collected on all sales and astactin the total tax paid from the total tax
collected. For a more complete discussion of these methods of calculatin a value-added tax see Ta
Pol!%: Tax-Credit and Subtraction Methods of Calculating a Value-Added Tax (GAO/GGD-89-7?
June 21. leow).
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enhances compliance but also provides tax authorities with documenta-
tion for cross-checking the amount of value-added tax collected. A fed-
eral retail sales tax and a subtraction mtrthod value-added tax both lack
this self-enforcing feature.

Size of Base Because of the better enforcement properties, it may be possible to levy
a federal value-added tax on more goods and services than a federal
retail sales tax. In fact, European nations, on the average, levy value-
added taxes on more goods and services than most state sales taxes in
the United States.

Exemptions From the Goods and services may be exempted from the tax base under either a
federal retail sales tax or a value-added tax. Under a retail sales tax

Base exemption the entire tax is removed, but under a value-added tax
exemption only the tax at the final point of distribution or production is
removed.

If the intention is to remove the tax completely under a value-added tax.
"zero-rating" can be used. A zero-rating under a value-added tax applies
a tax rate of zero on the sale of a good and allows a full deduction, or
credit, for any tax paid on items purchased to produce the good. Zero-
rating differs from exemption because zero rating keeps the firms pro-
ducing zero-rated goods "in the system," that is, they are registered with
the tax authority and must file a tax return.

Evasion Most taxpayers are reluctant to attempt to evade their tax obligations-
until the tax rate becomes so high that the potential financial gain from

evasion exceeds the cost of the potential punishment if caught. A credit
value-added tax with the self-enforcing feature increases the probability
of exposing tax evaders. A federal retail sales tax has no such feature.
Therefore, up to some given tax rate, a value-added tax would be
expected to have better voluntary compliance than a federal retail sales
tax. Thus, the federal value-added tax rate that would trigger signifi-
cant levels of evasion would probably be higher than the federal retail
sales tax rate th.- would trigger significant levels of evasion.



. Appendix II

Methodology for GAO Consumption
Tax Questionnai

These GAO questionnaires were developed on the basis of information
collected from published sources, including economics and accounting
textbooks, government reports, professional journals, and accounting
firm and trade association publications. We spoke with academic
experts and with knowledgeable officials of the Canadian government
and the states of Maryland, Michigan, Nebraska, New York. Oregon. Vi
ginia, and Washington. We also spoke with representatives of several
business associations, including the Michigan State Chamber of Com-
merce and Tax Executives Institute.

Four separate questionnaires were developed to send to (1) policymak-
ers in states with a retail sales tax, (2) policymakers in states without.
retail sales tax, (3) tax administrators in states with a retail sales tax.
and (4) tax administrators in states without a retail sales tax. Prelimi-
nary drafts of the questionnaires were reviewed by officials of the Air

the National Governors' Association, the National Conference of State
Legislators, the National Association of State Budget Officers, and the
Federation of Tax Administrators. Based on their suggestions, changes
were made where appropriate. These officials did not in any way
endorse or sponsor the questionnaires but did supply GAO with the
names and addresses of the appropriate state officials to receive ques-
tionnaires. State senators and representatives who received the ques-
tionnaires were chairpersons of the tax policy committees in their
respective states.

A draft of the questionnaires was pretested with the appropriate state
officials in New York, Oregon, and Washington. These states were
selected for the following reasons:

* New York because it has both a retail sales tax and a state income tax;
* Oregon because it has an income tax but no retail sales tax; and
* Washington because it has a state retail sales tax but no state income

tax.

The first mailing was done on August 17, 1988. Follow-up letters and
questionnaires were mailed on September 30 and November 17, 1988.
Telephone follow-up was done in December 1988 and January 1989. Ot
analysis includes all responses received by March 15, 1989. The answei
received by respondent type are shown in table 11.1.
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Do~se to Anewered reponh
P maker/AdminiatAmt Total mWed No respons aswer quesfte ram
Governors 50 18 7 25 5(
Budget officers 50 13 6 31 W
Senators 54 19 9 26 41
Represeontatrv 49 10 6 33 6;

Fiscal offices 56 6 14 38 6(
Tax administrators s 3 3 BE

Total 311 SI 45 197 W

We analyzed and quantified responses for all policymakers and adminis-
trators in states with a sales tax. Responses from tax administrators in
the five states without a sales tax were such a small population and so
diverse that they could not be effectively analyzed. The level of respon-
dents in each state is shown in table 11.2.
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Alabama N C N CC
AlASka D D N.N C NAriZona C C C CC
Arkansas N C C C C
Calfornia D 0 N.C 0 D
Colorado N C N C 0
Connecticut N C 0 C 0
Delaware C C N C 0
Florid C C C.C 0 C.C
Georgia N C 0 C C
Hawai C C C C D
W04h C C C C C
Illinois N C C C C
Indian C N C C C
Iowa N N C C0
Kansas N 0 C N D
Kentucky C C N CN
Lou~isriaa N C C NN
Maine C C N N C
Marywan C C C N 0
Mas1saChUSetts N N N.N N C
Michign C C C C C,C
finnesolta C C D C N
Mississippi N N C C C
Missouri C C N N C
Montane D N D D C
Nebraska C C C * C
Nevada 0 N N N C
New Hampshire C C D 0 D
New Jersey C C N D N
New Mexico C C C C C
New Yobrk N N C N C,N
North Carolina C C C N C
North Dakota D N C C C
Ohio C C D C D
Oklahoma C N D D D
Oregon D D C C C cniu
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Pmennylvani N N N C C.C(
RhdellandtW C C C C C.C (

South CWaro C C N C C (
South Dehota N C C C C
Tennemss N C C C C (
Teons N N D C D
Utah N N C C C
Vrmont C N N C C
Virgio 0 0 0 C C.D
Wahitgton C C N C C.C C
West Virginia N D N C C
Wisconsn C C D.N N,C D
Wyoming C C C C C.C

NOe: C.CoPleted Qusmonnire. DOe-ned to Rspwond, aM NfNo Rimesose. Two letters indcate
two persins in i pa•-ymelung pstMn in at sate *wee ret qustieonrms.

Sales tax dependence was calculated with data from the Department of
Commerce report Government Finances in 1986-87 (Bureau of the Cen-
sus, Series GF-87-6). High and low retail sales tax dependence was
determined by calculating the revenue from retail sales tax as a percent
of general revenues for each state. If a state's percentage was above (or
below) the national average of 24.578 percent, it was considered to have
a high (or low) dependence on its state retail sales tax. States without a
sales tax were included in the low retail sales tax dependency group.
State data is shown in table 11.3. Where there was a significant differ-
ence in the answers given by these various groups, it was noted in our
report.
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Table R.3:13W SoftBau eI I
Depsliees m•mon s

Mwe I NOls.. same1
mimi soin ihodkbi Above soi

So" tax Wi0sme mn svwq aeOm
Alabama X X

Anzona x x x
Arkansas X X X
Calliftnia X X X
Colorado X X
Connecticut X a x
Oelaware X
Florida X X
Georgia x X X
Hawaii X X X
Idaho x x x
Olinoles x X x
Indiana X X X
Iowa X X
Kansas X X X
Kentucky X X
Louisiana X X
Marne X X X
Maryland X X
Massachusetts X X
Michigan X X
Minnesota X X
Mississippi X X X
Missouri X X X
Montana X
Nebraska X X
Nevada X X
New Hampshire b

New Jersey X X
New Mexico X X X
New York X X
North Carolina X X
North Dakota X X
Ohio X X X
Oklahoma X X
Oregon X

(continue
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Pennstvlania x x x
RhiodelaWand x x __

South CaroIna x X x
South Dakota x x
Tenneune x x
TeXas X x
Utah x X x
Vermont X K
Virginia K X
fthengton K X
West Virgimi x K X
Wisconwi X X
Wyoming K

aConnecticut waes ory nterest. ON40ide ndsd CWapt gain and was counted as, a state n'ot ftaving ar
individa income tax.

Ne w lsupahar and Tennessee tax only interest and dividends and-ower counted as states not havtm
an individual inxme tax.



Level of Concern by Respondent Characteristia

Our questionnaire analysis included, where appropriate, comparison oi
responses based on specific respondent characteristics. These included
analyses based on

"* type of respondent-legislators (state senators, state representatives.
state fiscal officers) versus executives (governors and state budget
officers);

"* degree to which a state taxes personal income as determined by the
dependence of that state on individual income taxes for revenue--40
states with a broad-based individual income tax versus 10 states with.
low or no individual income tax;

"* degree to which a state is dependent on a retail sales tax-states abovf
the national average were determined to have high dependency versus
states below the national average (low dependency)-25 states with
above average dependence versus 25 states below average.

Limited comparisons of policymakers' responses were made between
states with and without a retail sales tax because of the low level of
response from policymakers in states without a retail sales tax.

Policymakers indicated their level of concern regarding either a federa
value-added tax or a retail sales tax based on their preference for some
type of federal consumption tax. Those not favoring a federal retail
sales tax indicated their concerns about a federal retail sales tax. Thom
not favoring a federal value-added tax indicated their concerns about e
value-added tax.

Questionnaire responses indicated that the level of concern for many
issues varied depending on whether the respondent was a legislative ot
executive branch policymaker and whether the policymaker opposed
raising taxes. Concerns about issues also varied depending on the pro-
portion of state revenue derived from retail sales tax in the respondent
state.

Executive branch policymakers were more concerned than legislative
branch policymakers about the regressivity of a consumption tax.
Policymakers opposed to raising taxes were more concerned about the
impact of a consumption tax on inflation or that the tax might not be
used to reduce the deficit. Policymakers from states with a relatively
lower retail sales tax were more concerned about the regressivity of a
federal consumption tax.
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A higher proportion of executive branch policymakers than legislative
poilcymakers indicated concern about the regressivity of a federal sales
or value-added tax. These executive branch policymalers indicated
"greater concern about the regressivity of both a federal sales and a
value-added tax. For a value-added tax, they were especially concerned
about the invisibility of the tax, its potential impact on inflation, and th
administrative costs associated with enforcing the new tax.

As shown in tables 91. 1, M.2, and U11.3, a higher proportion of those
opposed to raising federal taxes indicated great concern about potential
drawbacks of a consumption tax than those not opposed to raising fed-
eral taxes. Most noticeably, a higher proportion of those opposed to rant
ing federal taxes was greatly concerned that

0 federal retail sales tax or value-added tax revenue might not be used to
reduce the defclt;

* a federal retail sales tax or value-added tax would increase inflation;
and

• a federal value-added tax would create pressure on the state to match
its tax base with the federal tax base.

A higher proportion of those who did not oppose raising federal taxes
was greatly concerned about the regressivity of a federal retail sales
tax.

Levels of concern also varied depending on whether the respondent's
state's retail sales tax revenue as a percentage of total state revenue
was below or above the average level for all states. A larger proportion
of policymalers responding from states below the average was greatly
concerned about regressivity and inflation. A slightly higher proportion
of policymakers from states with sales tax revenue exceeding the aver-
age was greatly concerned about the impact of a federal consumption
tax on their state's ability to increase its sales tax.
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reduce th deficit 43% 45% 68%
Regressive neture of the tax 71 53 72
Impact of the tax on inflation 21 Is 66
Adminostrative cost to enforce
the tax 14 20 52
intrusion of the fedel"
government into state revenue
source 82 78 64
ImWact of the tax on state's
ability to increase a state
consumphon tax 71 72 64
Confusion between state and
federal tax 54 50 36
Confusion between state and
federal tax ban 54 53 32
Pressure to match state tax
ban with fed"a tax ban 39 42 32
Visibiity of the tax to the
consumer 21 18 16
Invisibility of the tax to the
consumer 4 10 60

Pape 4 GAo/GGDmam state Offdar cmuiw a Tax Cnce"



9asel effCAOMsi by

TOWe .2 PUMbOene of Reoponding
PeNtywmekers Who Whys Opposed wr Not Ped"r MWb uiu tax g Sh O
Oppoesedad i isngThmss&dWho QW-csed in Opp""s fie
Vwhr Or*@*y or Wry Greel Consumed ising Not risin

Wfth F~WW C~nUMMI~n 4K NOM Revenue may not be used tot1111111 OpsdOOS
reduce the deficit 71% 38% 79% E
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Administrative cost to enforce
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Intrusion of the federal
government into state revenue
source 82 79 75
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ability to increase a state
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Confusion between state and
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Confusion between state and
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Visibility of the tax to the
consumer 12 21 17 1
Invisibility of the tax to the
consumer 13 7 46 3



Ls'd dCAi

TOWl 11111A Pemenlng of Respondbing
Polmeker Fom SteMs Wth a Level Podeu mine tSiv a d
of ReMt Sales Tax Ospendauce Belwn 3.1w Above Wew Lb
ean Above the Averege Who Wea Rave" may riot be used to
Greeor Vey GnmWy Cner-nd Wiu reduce the defict 42% 46% 72%
Fedewal Conwsumptn Tax lasses Regressive nature of the tax 73 51 72

Impact of the tax on inflation 21 15 63
Administrative cost to enforce
me tax 24 15 41
Intrusion of the federal
government into state revenue
source 79 80 66
Impact of the tax on state's
abdity to increase a state
consumption tax 67 75 59
Confusion between state and
federal tax 55 49 31
Confusion between state and
federal tax bese 49 56 38
Pressure to match state tax
bate with fderl" tax base 33 46 31
Visibdity of the tax to the
consumer 21 18 25
Invisibility of the tax to the
consumer 9 7 44

Pape 51 GAO/GGDU06 Sitme Offcieal's CmunOaiOn Tax Conce



AppnAdix IV

Questionnaire and Responses From State
Tax Polieymakers

This appendix includes the questionnaire and responses of state tax
policymakers. Responses to questions 3 through 9 and 11 through 18
reflect the number of policymakers from states with and without a state
retail sales tax. Responses to questions 10. 19, and 20 could not be com-
bined for policymakers in states with and without a sales tax because
the questions are not identical. Responses from policymakers in states
with a retail sales tax are shown in sequence. Responses from policy-
makers in states without a sales tax are on the last page of this
appendix.
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Survey of State Tax Policymnakers
Concerning a Possible Federal Consumption Tax
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AwjildixV

Quesionnaire and Responses From State
Tax Administrators

This appendix includes the questionnaire and responses of state tax
administrators from states with a retail sales tax. Because only five
states do not have a retail sales tax, a limited number of responses was
received, and these showed no patterns sufficient for data analysis.
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