Serious Thinking About

lected o fidds ad tax
gurus often condemm
Qegon s state ad | ccd

tax structure as unbal anced. H sewhere
inthe Lhited Sates, state and locd gov-
ernnents rely on a wde array of user
fees ad taxes, wth locd jurisdctios
relying heavily on property taxes, and
states on broad-based consunption or
sal es taxes, suppl enented by personal
and corporate income taxes and excise
taxes on specific itens such as gasd i ne.
Tax economists |ike this systembecause
it spreads the tax take over a large
nunier of sources and thereby |eads to
| oner average rates and mininal dead-
wei ght |osses. Qegon has higher than
average property and incone tax rates,
s vl as hige uwe fees, in pat
because it doesnt have a sades tax. As
for dected officids, Rphicas like
sales taxes and other kinds of taxes on
consunpti on because they are usually
| ess progressive than i ncone and prop-
erty taxes (wich neans that their con-
stituats aent hit wththelion s shere of
the tax burden). Denocrats like sales
taxes because they are noney nachi nes
(which neans that there is nore noney
to throw around).

Second only to taxes based on
i ncong, consunption taxes taxes |evied
on purchases of goods and services
generate the largest revenue pod used
for governnent finance in the Uhited
Saes. Athough nat anajor factor for the
federal governnent, consunption taxes
accout for nearly helf of the tax revenue
cdlected by the states.

Inthisatidel evduste arage o con-
sunption tax options interns of distribu-
tiod € fects and revenue yidd | m
starting fromthe premise that taxes that
are neutra o progressive and that gen-
erate a large anount of revenue wth | ow
rates are better than regressive taxes
wth hidhraes.

To cary au this evduation | devd -
oped a nmicrosimilation nodel that
conti nes infornation on consunption,
i ncone and denographi cs to show how
mich tax each of the incone groups in
Gegon would pay. W nodd is struc-

tured to produce estimates of the extent
o verticd eqity ad the tatd revenue
that would be generated under a variety
of sales tax designs. The results show
that aneutrad o evenslightly progessive
sales tax can be designed that woul d
generate substartia revenue wth fairly
lowtax retes.

CONSUMPTI ON TAXES

A consunption-based tax can be
applied to receipts anywhere in the pro-
duction or product delivery process. A
oross receipts tax, applied a nore than
oe level in the product transfornation
process, is called a cascade tax,
because the ef fective rate pad by the
final consuner depends on the nunber
of firns touching the product. A net
rece pts tax charged a each levd is
caled a va ue-added tax (VAT). VATs tax
the increased val ue of a product at each
stage of a dstribution chand. In terns
of revenue yield and i nci dence, VATs are
paticdly idaticd to retdl led sdes
taxes. They are not wdely used in the
Lhited Sates, but are conmon outside
the Lhited Sates.

Qnsunption taxes a the retal leve
can be divided into two categories: sales
taxes and excise taxes. Sdles taxes
aguytodl real trasactias, except for
specifically exenpted itens, such as
food or prescription drugs. Excise taxes
apdy oy to sdes of specific itens such
as tobacco, acohd or gasdine A saes
taxonreceipts a theretal levd hes sev-
eral advantages. The nost inportant of
these advantages is that administrative
expenses tend to be relativey low a
least conpared wth the tax aternatives
in e in this coutry. Grera saes
taxes in the Uited Sates are typicdly
added to the unit price paid by the con-
suner and transferred to the gover nnent
by the sdler.

Al bu five states (Q@egon, Aaska,
Del avar e, Mont ana and New
Hanpshire) levy general sales taxes.

They use rates of 3 to 7.5 percent of
saes prices. Mst states do not tax pur -
chases of professional services. My
states al so exenpt purchases of certain
tangi bl e goods, usually food and drugs,
inanatent tolighten the burden of the

sal es tax on lowincone famlies. To pro-
tect in state retales fronou o stae
conpetitors, somne states aso apply so
caled uwse taxes to au of stae pur -
chases brougt into the state for con-
sunption. But, except where in state reg-
istration of the purchased item is
required by law, asis the case wth auto-
nobi | es, colection of use taxes is doften
nt practicd.

REBATES AND TAX CREDI TS

Qnsunption taxes have one ngj or
drawback. Because the poor spend a
sustatidly higer proportion of ther
i ncong on consunption than do the rich,
consunpti on taxes tend to be regressive.
Qe nethod that can be used to reduce
theregessivity of asdestaxistogwea
rebete or tax credt to famlies wth low
incones. The Qvernnent of Canada,
for exanple, uses this nethod to alter
the incidence of its federd nanufac-
tueas sdes tax It gves a sdes tax
credt to each famly of $90 per adut
and $200 per child, less 5 percent o
famly i ncone over $24,800. By returni ng
a fixed sun to famlies in the |ovest
incone brackets, rebates can concen-
trate assistance were it is noest needed
to decrease the regressivity of a generd
sd es tax.

G course the cost of tax rebates and
ther € fect onthe pattern of tax inci dence
wll depend on the nethod of financing
them but as | wll denonstrate, even if
rebates are financed by higher sales tax
rates, they still reduce regressivity nare
cheaply and ef fectively than do com
nodi ty exenpti ons.

ESSENTI AL ELEMENTS OF SALES
TAX DESI GNS

From the preceding discussion it
shoud be clear that there are three sig-
nficant aspects of the design of a gen-
erad sales tax program
1 The tax rate, usually expressed as a
percetage of the retail price
2 The tax bese, usudly described in
terns of the coomodities exenpted from
taxation
3. The tax rebate, which has two di nen-
sions: nagnitude (how large?)and inci -
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dence(Wo recei ves it?)

M nodel has two conponents. The
revenue-yi el d conponent estinates the
net revenue that woul d be produced for
the state under various gereral sales
tax designs. The tax-inci dence conpo-
nent conputes a tax-equity score for
each design (For a full description o
the nmicrosimilation nodel, see the
story bel ow)

The equity index is usefu for com
paring tax designs because it shows the
relative tax burden on each incone
group wth a singl e nunber. If tax pay-
nents are proportiona to incone, that
is, if they vary across the popdationin
drect proportion to adlity to pay, the
equity index wll be L0. Aregessive tax
wll have an equity index thet is less
than L0, a progressive tax wll have an
equity index greater than 1L.0. In ather
words, a progressive tax is one in
vhich the ratio of the anout of tax to
the aility to pay (the e fective rae o
taxation) incresses as ddility to pay
i ncreases.

SALES TAX ALTERNATI VES

various traditional sales tax designs
Oesigs that dffer fromeach othe in
terns of tax rates and tax bases. Then
| show how rebates af fect the revenue
yieds and tax incidence for a range of
general sal es tax prograns.

Traditional Designs

In desiging a tradtiond sdes tax
there are two questions to answer:
Wiat should be taxed? and Hw
mich? The revenue yield is sinply the
product of the tax base and the tax rate.
Thus, the broader the tax base, the
lower the rate needed to generate a
given anount of revenue. Qonversely,
the narroner the tax base, the higher
the tax rate needed to achieve a g ven
anount of revenue.

M adysis of tradtiod sdes tax
designs starts wth total Qegon per -
sonal consunption. Because personal
consunption is inherently regressive in
nature, ny nodel produces a weighted
ety index far this tax bese o alittle
less than 0.7. Traditiond sdes tax pro-
gans in the Uiited Saes typicdly

prof essional services, pensions and
rents. Wen these consunption itens
are excluded from Qegon s sdes tax
base, the potentia bese fals from$77
billion to about $B0 hillion In addtion
the equity index slides to 0.68, and the
revenue yield falls $50 nil lion for each
percet o the tax rae (For irstace if
the sdes tax rate was 3 percent rev-
enue woul d decrease by $750 nallion.)

The conventional w sdom regarding
sdes taxes is that regessivity can be
significantly reduced by exenpting pur -
chases of necessities fromthe tax base.
But according to ny nodel, renoving
itens fromthe tax base does not have
mich inpact on the equity index.
Bxcluding the folowng conmodities:
goceries, uilities, fud, housed d ser -
vices and nedical expenses from
Qegon s patentia tax besereduces it to
about $X billion, a acost of $150 ml -
lionfor each percent of thetax rate The
equity index is inproved by about 2 per -
cent, toalittle norethan 0.7. Bxenpting
food alone from the tax base would
inprove the overa | equity index by only

Inthe fdlowng sectiams, | first consi der

Gt

=
THE™M CROSI
B

o

| evduaed eigt dstinct tradtiod desigs (tvwo df feret tax
beses and four dif ferent tax rates, from3 percet to 6 percet) ad
egty notraditiona desigs (five df ferent rebate levd s, from$5s
to $600 per fanly, ad tvo df ferent rebate structures, moltipied
by e gt).
Revenue-yi el d Conponent

In ny nodel, revenue yield is estinated by mitiplying the tota
tax bese by the tax rate. The tatd rebete, if any, is then subtracted
fromthis sumto obtain net revenue. | assune that the sales tax
base is equal totota personal consunptionin @egon-which | esti -
nate to be $77 billionless any rel evant exenptions. For the pur -
poses of this report, | used two figures far the tax bese 625 hil -
lionand $32 billion The forner reflects total personal consunption
less persond outlays for shelter (includinginmted rents), $14 hil -
lion retirenent, pensions, and socid security, $7 billiony ad aher
constnption, 3.5 hillion ($77 billion less 4.5 hillion). Tre latter
reflects the futhe exemqtion of gaceries, B hillion uilities, fud
and househol d services, $7 billion; ad hedth care $6.5 billion
(25 hllion less $05 hillia).

| assune that the total rebete wll equa the rebete anount nol ti -
pied by the nunber of famlies dighbe far the rebate Were dig -
bility is cotingent upon famly incone, | used infornation on the
percentage of all households in @egon in the appropriate incone
gowp (or gous) to estinate the nuner of eighble fanlies.

exenpt outlays for personal insurance,

a slight nargin. Exenpting nedical

MULATI ON MODEL

Tax-i nci dence Conponent

In ny nodel, vertica equity is neasured by a tax-equity score
(or index). The tax equity score shows the rel ationship between
tax burdens under a given saes tax plan and ability to pay. To
conpute a tax equity score, one nust nake sone assunptions
about the incidence of the tax burden and the neasurenent of
aility topay. M find ngs reflect the fo |l owng assunpti ons:
1 Qnsuners bear the full burden of the sales tax.
2. Fanilies (househol ds) earn i ncone, consune conmodities, and
pay taxes.
3. Qrrent incone satisfactorily neasures a fanly s aility to pay.

The equity index, a concept that was devel oped in the sixties to
evd uete vertica tax equity, is calcuated by neasuring how tax
paynents vary wth current family incone. The first step in naking
ths cdcdaion invdves dassifying famlies into df ferent i ncone
groups. The second step is to determne the annual taxabl e con-
sunption of the average fanmily in each incone group. Next, the
annual tax paynent of the average famly in each incone group is
cldcuated by mitiplying the tax rate by its taxad e consunption
and by subtracting fromthis sumany relevant saes tax rebate.
The equity index thenis calcu ated |ike any other neasure of €l as-
ticity: the logarithm of average famly incone in each incone
group is regressed against the logarithmof the group s average
annual tax paynent. Afurther refinenent of the equity index is to
veigh the ability to pay neasurenent by the percentage of each
group in the popu ati on
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expenses would actually nake the
equity index worse.
Nontraditional Designs

The essiest rebate structure to visu-
dize is an across-the-board rebete,
vwhere every household gets a fixed
anount. Across-the-board rebates pro-
vide a tax shield for consunption
expenditures below a specified floor.
Qonsequent |y, they ae simla in e fet
to the incone tax deduction | dso
tested a sinple incone-contingent

rebate, where the household would
receve the sdes tax reete aly if its
di sposabl e annual
t han $50, 000.

incone was |ess

Snce | have assuned that the rebate
wll be supported by sal es tax revenue,
it fdloms thet the revernue yidd wil be
reduced by the total anount gi ven back
to taxpayers in the fom of rebates,
wich is equal to the rebate tines the
nuniber of households eligible for the
rebete In tradtiond sdes tax desigs
exenptions greatly reduce revenue, yet
they have an imsignificant ef fect on tax
equity. Rebates aso substantialy
reduce revenue. Wiat is their ef fect on
tax equity? An incone-contingent tax
rebate of $300 per famly increases the
equity index by over 30 percent, from
.68 to over LOO' Gven a suffidatly

broad tax base, sal es tax rebates nake

it possible to dotain high revenue yie ds
from low sales tax rates, wthout
i nposi ng high tax burdens upon those
wWo are |least able to bear the burdens.

CONCL USI ONS

Al tradtiod sdes tax desigs ae
regressive in their incidence, somne
nore than others. Bxenpting certain
categories of purchases from the tax
base can reduce the regressivity of a
sdestax, bu oy nwgnraly. SHestax
rebates are a far nmre cost-€ef fetive
neans of pursuing vertica equity than
are exenptions. @ course, the larger
the rebate, the nore progressive the
sdes tax pan

| have linted ny atertion in
thisreport tothe sinplest kinds of
rebate schenes, but the design
possibilities ae endess. It
shoud not be dffiadt fao sae
dficddstodesignasdestax pan
that would generate a substanti al
anount of revenue, and woul d be
far ad eficient a the sane
tine

Frdly, ae last dservaion If
Qegon of ficids g ve seriaus con-
Sideration to the adoption of a
br oad- based consunption tax,
they should perhaps al so con-
sider substituting a val ue-added
tax for atax onretal sdes. VATs
ae geerdly less costly to
adnini ster and to poice than are
retail saes taxes. They nay be
nrepditicdly pdaade asvel.
Rils tel usthat one of the nore
objectionable el enents of saes
taxes is that they are added on to
list pices. VATS are usud |y incor -
porated into list prices. Mreover,
Gegonians have repeatedy
regected sales taxes; they have
never rejected a VAT.

Turtle McBride is the pen name of
Michelle Howard, a former managing
editor of Oregon’s Future, and adjunct
professor of policy analysis at the
Atkinson Graduate School of Manage-
ment, Willamette University, who was
murdered in October, 1998 while dri-
ving a cab in Salem. This essay was
written as a tribute to her.
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