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EXECUTIVE SUMMARY

he federal income tax is continually changing. A

Republican Congress cut taxes in 2017, and then

a Democratic Congress raised taxes in 2022.

Presidential candidates will likely propose
reforms in 2024, and policymakers will decide whether to
extend the Republican tax cuts after 2025.

When Congress changes taxes, “tax expenditures” usually
come into play. These are generally thought of as breaks,
preferences, or loopholes in the tax code that distort the
economy and increase complexity. Despite occasional efforts
to simplify the code, the number of tax expenditures on one
official list has risen from 53 in 1970 to 205 in 2023.

Policymakers should pursue tax reforms to cut tax rates
and end preferences, but official tax expenditure lists are
not good guides for which preferences to end. The lists are

built around a tax base called Haig-Simons income, which

is anti-growth and redistributionist. And the lists are
biased in ways that make it appear that the tax code favors
high earners.

In this policy analysis, I discuss a better way to measure
and end tax preferences, which is to start from a consump-
tion base. Such a base would be neutral with respect to
saving and investment, unlike the current income tax base.
also identify tax preferences to repeal in moving toward a
consumption-based tax system and discuss tax reforms for
business investment, personal saving, health care, housing,
municipal bonds, and the state and local tax deduction.

Congress should cut tax rates and repeal loopholes, but it
needs to make sure that it is repealing actual loopholes and
moving toward a more neutral tax base. The reforms
proposed here would simplify the tax code, increase fairness,

reduce distortions, and promote growth.

CHRIS EDWARDS is the Kilts Family Chair in Fiscal Studies at the Cato Institute.



INTRODUCTION

Before tax preferences were called “tax expenditures,”
they were called “tax loopholes.” Loopholes were origi-
nally slits in castle walls used to fire arrows through,
but at least two centuries ago the word was being used
to describe discrepancies in laws.! Talking about a legal
proceeding in 1807, Thomas Jefferson said, “What loop-
hole they will find in it, when it comes to trial, we cannot
foresee.”” By the 1930s, news and academic articles
were using “tax loophole” to mean special breaks in tax
laws.? In recent decades, “tax loophole” is often used
interchangeably with “tax break,” “tax preference,” “tax
shelter,” and “tax subsidy.”*

In this study I will use “loophole” to refer to credits,
deductions, exclusions, and exemptions that undermine
neutral taxation. Loopholes break the smooth castle wall
of the tax base. The $7,500 federal tax credit for electric
vehicles (EVs) is a tax loophole. Policymakers should rid
the federal tax code of such loopholes, but they first need to
define a neutral tax base to measure them against.

Since the 1960s, tax scholars have used “tax expendi-
ture” to refer to tax preferences. The term was coined by a

U.S. Treasury Department official and was chosen because
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tax preferences can distort the economy in similar ways as
spending programs. Instead of a tax credit to subsidize elec-
tric vehicles, for example, Congress could have subsidized
them with a spending program.

The Joint Committee on Taxation (JCT) and the U.S.
Treasury both produce annual lists of tax expenditures. I will
use “tax expenditure” to refer to these flawed official lists,
and “tax loophole” to refer to a subset of these provisions
that are preferences against a consumption tax base. In gen-
eral, these latter provisions should be repealed.

While flawed, the official tax expenditure lists illustrate
the rise of tax complexity as Congress has larded up the
tax code with special provisions. Figure 1 shows that the
number of major tax expenditures increased from 53 in
1970 to 205 by 2023, as measured by the JCT.® The jump
in 2010 was partly caused by changes in JCT’s methodol-
ogy, while the decline after 2010 stemmed partly from
temporary provisions that expired.® In addition to these
provisions, the JCT lists an additional 66 tax expenditures
for 2023 for which quantification is not available or had
revenue effects of less than $50 million over five years
(these additional provisions are not included in the counts

for Figure 1).
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The estimated total value of tax expenditures is
$1.83 trillion for 2023, including $1.64 trillion for individu-
als and $187 billion for corporations. These totals are only
ballpark measures of the revenue effects, but they may be
roughly compared to expected federal income tax revenues
of $4.8 trillion in 2023.”

This study argues that a subset of official tax expendi-
tures are unjustified loopholes that should be repealed.
But which ones? To find out, we need to consider the tax
base—that is, what should be taxed—and distinguish
between two different conceptions of that base: Haig-
Simons income and consumption. Official tax expenditures
are defined against an adjusted Haig-Simons base. This
is an excessively broad tax base that distorts saving and
investment, but it is favored by economists and policymak-

ers on the political left because it is redistributionist.

“A consumption base is a better
starting point to identify
unjustified tax preferences, and a
better model to guide tax reforms.”

The alternative tax base is consumption, which is sim-
pler and neutral in its treatment of saving and investment.
A consumption base is a better starting point to identify
unjustified tax preferences, and a better model to guide
tax reforms. The current federal “income” tax is actually a
hybrid, part Haig-Simons and part consumption, and this
study argues that Congress should move toward the latter.

The 2017 Tax Cuts and Jobs Act (TCJA) took steps toward
simplifying the tax code and moving toward a consumption
base.® But then the American Rescue Plan of 2021 and the
Inflation Reduction Act of 2022 moved against reform by
adding and expanding tax loopholes for energy production
and other activities.

After discussing the tax base and measuring tax expendi-
tures, in the final section of this policy analysis I will identify
tax loopholes to repeal in exchange for lower tax rates
and discuss the taxation of business investment, personal
saving, health care, housing, municipal bonds, and the
deduction for state and local taxes. The proposed reforms
would simplify the tax code, increase fairness, reduce distor-

tions, and promote growth.

TWO DEFINITIONS OF THE TAX BASE

If you want to find loopholes in the income tax, you need
to identify a consistent and neutral measure of income to
judge tax provisions against. The 16th Amendment to the
U.S. Constitution in 1913 allowed “taxes on incomes, from
whatever source derived,” but it did not define how income
should be measured. Over the past century, tax experts,
economists, and policymakers have never had a fixed or uni-
fied view of the matter. As a result, the federal tax code has
gyrated back and forth as policymakers moved in different
directions over the decades.

Because of differing views on the proper federal tax base,
there has been continuing debate over which provisions in the
tax code are unjustified preferences. The official tax expendi-
ture lists published by the JCT and the U.S. Treasury do not
represent a consensus view. Indeed, far from it. The Haig-
Simons income tax base underlying the official tax expenditure

lists is deeply flawed and inferior to a consumption tax base.

Haig-Simons Income Tax Base

Haig-Simons income has been the dominant conception of
the ideal federal tax base. In the early 20th century, econo-
mists Robert Haig and Henry Simons proposed a tax base that
includes labor income and a very broad measure of capital
income. Capital income is the return to saving, which is
earned as people delay consumption and channel their funds
toward investment projects. To guide policymakers on the
new federal income tax, Haig described what is now called the
Haig-Simons tax base in a 1921 article.” Simons advocated for
this tax base in his 1938 book Personal Income Taxation.'°

All income taxes tax the flow of returns from current produc-
tion, but a Haig-Simons tax goes further and taxes all net gains
in asset values, and does so on an accrual or mark-to-market
basis. That s, the tax base includes the annual net change in
the value of all assets owned, whether those assets are sold
or not. (The Haig-Simons tax base is defined as consumption
plus the net change in the value of all assets owned during the
year, including all accrued gains whether realized or not.) If a
person earned $50,000 in wages and their house increased in
value $30,000 during a year, Haig-Simons “income” would be
$80,000, even if that person did not sell the house. A tax with
this base is often called a “comprehensive income tax,” but itis

actually a tax on income plus net accrued capital gains.



Including capital gains as income to be taxed is a debat-
able idea. Capital gains are not included as income in the
National Income and Product Accounts (NIPA) produced
by the Department of Commerce. Within these accounts,
income includes the returns to labor and capital from
current production but does not include changes in asset
values. Capital gains are not current earnings but rather the
present value of expected increases in future earnings.

Furthermore, the idea of taxing unrealized capital gains,
as under a Haig-Simons tax, is highly controversial. That
would tax expected increases in future earnings that may
or may not ever materialize. Unrealized capital gains are
not a component of any of 11 different measures of income
currently used by various federal agencies, and unrealized
gains have been excluded from income since the first mod-

ern income tax law of 1913.1

“Including capital gains as income
to be taxed is a debatable idea.
Capital gains are notincluded as
income in the National Income
and Product Accounts.”

The proper tax treatment of capital gains has been
debated since the beginning."”> Examining debates in the
early 1920s, tax law professor Marjorie Kornhauser found
that “economists held widely divergent views on whether
a capital increase realized from a casual, nonbusiness sale
was income.”” In 1921, the New York Times printed numerous
articles and editorials against taxing capital gains, arguing
that “capital” and “income” are distinct items."* Indeed,
capital is a stock and income is a flow. Economics professor
Fred Rogers Fairchild of Yale University observed in 1921 that
“the weight of economic authority supports the theory that
mere growth in value of capital is not income.””

Nonetheless, the federal government decided to tax real-
ized capital gains, and the Supreme Court agreed in 1921.'
In other nations, it took a while for this Haig-Simons view
to dominate on the issue. Other nations had income taxes,
but for decades did not tax long-term capital gains. The

years of adoption of taxes on long-term capital gains were:

United Kingdom (1965); Canada (1972); Ireland (1975);

Australia (1985); and Japan (1988). Numerous high-income
countries still do not tax long-term gains."”

There is no compelling reason why Haig-Simons must
be the measure of income used for taxation. Since Haig,
supporters have believed that the broad base captures the
“economic power” of individuals and businesses. Haig
claimed that his tax base, guided by “economics and equity,”
should include the “net accretion to one’s economic power
between two points in time.”'® Simons thought that income
should capture “the exercise of control over the use of soci-
ety’s scarce resources.””’

For Simons, the goal of the proposed tax base was redis-
tribution. His 1938 book commented favorably on the view
of another expert that “taxation must be conceived as an
instrumentality for altering or correcting the distribution of
wealth and income.”?® And his book argued that the “case
for drastic progression in taxation must be rested on the case
against inequality.”* Looking at the history of Haig-Simons,
economist Michael Schuyler noted, “Simons believed in
aggressive income redistribution through taxation and
thought a progressive-rate income tax, using his definition
of income, was well suited to that end.”*

Simons’ belief in “drastic progression” and his belief that
individual earnings are “society’s resources” continue to
undergird support of the Haig-Simons tax base today. Tax
experts and policymakers on the political left are attracted to
Haig-Simons because they view heavy taxation of high earn-
ers as beneficial. But that is a different goal than choosing
the simplest and most neutral tax base, or the tax base that
causes the least damage to the economy.

Despite the appeal of Haig-Simons to the left, Congress
has always recognized that such a tax base must be modified
for practical use. For one thing, taxpayers with little cash-
flow cannot afford to pay an annual tax on their accrued
capital gains, and thus gains have always been taxed on
realization. Also, Congress has long recognized that capital
gains should have lower effective tax rates than ordinary
income to account for inflation and to mitigate the damage
that high tax rates would impose on growth industries.

Angel investors and venture capitalists invest in risky
startup businesses.? The value of such startups fluctuates
over time, and half of them go bankrupt within five years.
Haig-Simons would tax the change in value of such invest-

ments annually, even though many ventures do not survive,



and those that do may not earn profits for many years. A Haig-
Simons tax would severely undermine such investments and
thus damage economic growth. Congress has recognized this
and adopted a provision that exempts qualified investments
in startups from capital gains taxes (Internal Revenue Code
Section 1202). But the need for this exemption should be a
strong hint to policymakers that taxing capital gains within a

Haig-Simons framework is bad idea to begin with.

“Why is Haig-Simons idealized
even with all the flaws? The
answer is that many lawyers,
economists, and policymakers
are wedded to the structure for its
redistribution potential.”

Another dubious component of a Haig-Simons tax base is
net imputed rental income on owner-occupied homes. This
is phantom rental income that one earns by simply owning
one’s home.>* Because Congress does not currently tax this
phantom income, it is considered a tax expenditure by the U.S.
Treasury. Similarly, a Haig-Simons tax base would include net
imputed income on consumer durables such as refrigerators,
couches, and automobiles. In their book on tax expenditures,
Haig-Simons supporters Stanley Surrey and Paul McDaniel
said that not taxing the imputed income from consumer
durables is a “tax subsidy.”*® Similarly, prominent fiscal econ-
omist Richard Goode thought that it is “discrimination” that
imputed income on a home washing machine is not taxed, but
income from commercial laundries is taxed.?® Despite what
some progressive theorists have said, imputed income from
housing and consumer durables has never been taxed—both
because it would be impractical and because people would
view it as a bizarre imposition by the government.

Supporters of Haig-Simons view the tax base as “theoreti-
cally pure” and “ideal.”* Haig-Simons is said by many to
be the “gold standard” for measuring income.?® But if a tax
base includes taxing phantom imputed income on home
refrigerators and taxing “income” today from startups that
may never generate profits, it is not ideal or pure at all.** It
was also clear from the beginning that taxing broad-based

income would be a complex endeavor.>°

Haig claimed that his definition of income was “scientific,”
and he refers to it as “true income” and “economic income,”
as if all economists agreed on it.” But they did not, and Haig
admitted that tax systems in Europe were based on different
definitions of income, with numerous countries not tax-
ing capital gains, which are central to the Haig-Simons tax.
“Both the British and German statutes construct a concept
[of income] much more narrow than ours,” he said.**

Why is Haig-Simons idealized even with all the flaws? The
answer is that many lawyers, economists, and policymakers
are wedded to the structure for its redistribution potential.
They seem fixated on attacking what they view as “economic
power” with a steeply progressive tax code.

While Haig-Simons may seem like an obscure concept, it
continues to have a large and often subterranean influence
on tax policy. Senate Finance Committee chair Ron Wyden
(D-OR), for example, has proposed taxing capital gains on
an accrual basis, meaning taxing unrealized gains.*® But that
would be so impractical that no other major nation taxes
gains that way.** Similarly, the Biden administration has
proposed a Billionaire Minimum Income Tax, which would
“ensure that the very wealthiest Americans pay a tax rate of
atleast 20 percent on their full income, including unrealized
appreciation.”** The ideology of Haig-Simons appears to
have steered Biden, Wyden, and their advisers astray.

The same misguided ideology underlies a series of articles
in ProPublica in 2021, which claimed that tax rates on high
earners are exceedingly low.*® The articles were based on
the idea that tax rate calculations should include unrealized
capital gains as income. The Biden White House has also
published data claiming that high earners pay low tax rates,
but this is based on faulty measures of income that include

unrealized gains.”’

Consumption Tax Base

Many economists and tax experts have recognized the
shortcomings of Haig-Simons and proposed an alternative
federal tax base: consumption. Retail sales taxes and value-
added taxes are examples of consumption-based taxes. But
economists have also proposed consumption-based taxes
that are collected from individuals and businesses in a
manner similar to the current federal income tax. The Hall-

Rabushka flat tax proposal is an example.



Consumption-based taxes have simpler and more neutral
tax bases than income taxes. While Haig-Simons double-
taxes saving and investment, consumption-based taxes
tax all income that is consumed once. The current federal
income tax base is actually a hybrid of Haig-Simons and
consumption. It is a compromise resulting from decades of
debate between tax experts and policymakers favoring each
approach. The basic structure of the federal income tax is
Haig-Simons, but it includes features that alleviate the dam-
aging treatment of saving and investment that would occur
under a pure Haig-Simons tax.

Under an income tax, when you use your earnings for
immediate consumption, there is no further tax, but when
you put aside earnings for the future you are taxed on the
return to the saving. As a result, income taxes favor consump-
tion today over consumption tomorrow, and because interest
compounds, the bias gets worse the further in the future
that “tomorrow” is. That is particularly worrisome given
Americans’ low rate of saving. Income taxes favor immediate
gratification over the building of financial security.

The problem with the income tax is often described as the
double taxation of savings. A person earns wages, pays taxes
on them, and puts aside some of those earnings in savings.
Those funds are hit by both the wage tax and the tax on the
savings. Saving for the longer term, such as for retirement, is
hit the hardest by income taxes. This bias against saving has
important implications for economic growth.

Think of taxing an apple farmer. To maximize the
farmer’s harvest over the long run, it is better to tax a
share of the annual harvest, not growth in the apple trees.
We should tax the flow of consumption produced by the
capital asset, not the capital asset itself, which is needed
to produce future consumption. A consumption-based tax
would tax just the apples harvested, while a Haig-Simons
tax would also tax annual growth in the tree, which over
time would reduce harvests and make society worse off.

The superiority of consumption taxation over income
taxation has been understood for a long time. In 1884,

John Stuart Mill observed, “Unless, therefore, savings are
exempted from income-tax, the contributors are twice taxed
on what they save, and only once on what they spend.”*® So
Mill decided, “the proper mode of assessing an income-tax
would be to tax only the part of income devoted to expendi-

ture, exempting that which is saved.”*

When the federal income tax was imposed a century ago,
an early critic of using Haig-Simons for the tax base was Yale
University’s Irving Fisher, one of the leading economists
of the day.*® He said that income is best measured by the
flow of the economy’s output from labor and capital that is
consumed. It should not include changes in the value of the
stock of capital (capital gains) nor net additions to the stock
of capital (savings). Fisher argued that Haig-Simons income
erroneously mixed current income with additions to capital,
which would cause serious damage as a tax base. Fisher
called his preferred tax base “real income” or “yield income,”

but today it is called a consumption base.

“The basic structure of the federal
income tax is Haig-Simons, but
itincludes features that alleviate
the damaging treatment of saving
and investment that would occur
under a pure Haig-Simons tax.”

The misguided taxation of capital under Haig-Simons
can be seen by considering human capital. As young people
build skills, they gain human capital, which allows them to
earn higher incomes and contribute more to society. Fisher
noted that a Haig-Simons tax “includes a tax on grow-
ing capital value or earning power. To be logical, it should
include a tax on the yearly increase in capital value of the

"4 1f a college

personal earning power of a young man.
degree boosts a person’s future earning power, the Haig-
Simons logic is to tax the present value of those future
earnings now. Such a tax would clearly penalize progress,
and so we do not tax human capital the Haig-Simons way.
Yet, unfortunately, that is how we tax physical capital in
the federal tax code.

Over the decades, many tax experts have come down on the
side of consumption-based taxation. In a 1956 book, leading
British economist Nicholas Kaldor criticized the Haig-Simons
approach for double-taxing saving and being difficult to
administer.** In a 1974 study, Harvard law professor William
Andrews concluded, “A consumption-type or cash flow per-
sonal income tax would represent an incomparably simpler

tax to administer” than an income tax.*>



One of Washington’s top tax experts from the 1950s to
the 1990s, Norman Ture, advocated reforms to remove the
double taxation of saving and investment.** In a 1974 essay,
he proposed transitioning to a roughly 23 percent flat tax on
a savings-neutral base with a large personal exemption but

no other preferences.*

“Economic growth would be
maximized under a tax system
thatis neutral between industries
and economic activities, allowing
resources to flow to the highest-
valued uses.”

Alandmark U.S. Treasury study in 1977 compared Haig-
Simons and consumption as alternative tax bases.*® The
study found, “In some respects, a broad-based consumption
tax is more equitable than a broad-based income tax. It is
also easier to design and implement and has fewer harm-
ful disincentive effects on private economic activity.”*’ That
study was led by Treasury official David Bradford, who, as a
Princeton University professor, wrote many tracts advocat-
ing replacing the income tax with a consumption-based tax.

In the 1980s, economists Robert Hall and Alvin Rabushka
proposed their “flat tax,” which would tax income once with
no preferences or loopholes. The plan would tax labor income
at the individual level and capital income at the business
level at a 19 percent rate.*® Hall-Rabushka has a consump-
tion base, and thus creates a neutral treatment for saving and
investment. Bradford proposed a two-rate version of the Hall-
Rabushka tax, which he called an X-Tax.*’

To see that a Hall-Rabushka tax has a consumption base,
consider a retail sales tax that covers all final goods and
services. Such a sales tax is economically equivalent to a
value-added tax (VAT) collected from all businesses in the
production chain, but with each subtracting its purchases
from other businesses. The effect is to tax each business on
its value-added, which ends up collecting the same overall
revenue as a tax on final retail sales.

You can transform a value-added tax to a Hall-Rabushka
tax by allowing businesses to deduct wages and then tax-

ing the wages at the individual level. So retail sales taxes,

value-added taxes, and Hall-Rabushka are economically
very similar. They all tax capital and labor once.** Hall-
Rabushka would work like our current income tax with
individuals and businesses filing tax returns, but the returns
would be simpler and the tax structure less harmful to the
economy. In the final section of this study I discuss reforms
to move in the direction of Hall-Rabushka.

Next, let’s look at three advantages of consumption-based
taxes over income taxes: economic growth, simplification,

and fairness.

Economic Growth

Economic growth would be maximized under a tax system
that is neutral between industries and economic activities,
allowing resources to flow to the highest-valued uses. An
important aspect of neutrality is equal treatment between
consumption and saving, and in that regard consumption-
based taxes generate at least three types of benefits.

First, consumption-based taxes remove tax penalties
on saving and investment. For individuals, that means
increased incentives to save for retirement and other future
needs. For businesses, that means increased incentives to
invest in a larger capital stock, which over time generates
higher productivity and worker incomes. Investments in
buildings and equipment would be written off immediately,
or expensed, rather than being depreciated over time. The
effect would be to remove taxes on the normal returns to
marginal investments, allowing investment to be optimized.

Second, it is easier to equalize marginal effective
tax rates (METRs) across types of investment under a
consumption-based tax than it is under an income tax.
Marginal effective tax rates are the tax rates on additional
units of investment, and they drive investment flows. If
rates are unequal, resources get misdirected in the econ-
omy and growth suffers. Bradford argued that an income
tax “makes virtually inevitable the variety of effective tax
rates that are actually applied to different assets.”' Indeed,
before the TCJA, the Congressional Budget Office (CBO)
estimated that “almost every combination of asset type,
industry, form of organization, and source of financing
yields a different [marginal] ETR.”** For example, METRs
for corporate investment ranged from 12 percent for rail-

road track to 42 percent for nuclear fuel.*®



The TCJA took steps toward a consumption base by
cutting the corporate tax rate and implementing expens-
ing for equipment. The law also limited business interest
deductions. The changes narrowed tax differences between
types of equipment investment, between debt and equity
financing, and between corporate and noncorporate invest-
ments.>* For corporations, the CBO found that METRs before
the law averaged 34 percent (equity) and -23 percent (debt),
but after the law rates averaged 22 percent and 9 percent,
respectively.”® Bradford viewed such narrowing of marginal
tax rate differences as the most important economic advan-
tage of moving toward a consumption base.*®

Third, consumption-based taxes remove tax barriers to
innovation, which is crucial because innovation is the largest
factor in generating rising living standards.>” One channel of
innovation is capital investment. Shifting to consumption
taxation would boost business investment, as noted. That
would mean not just more machines, but better machines
with new technologies. Capital investment does not just build
the capital stock, it also modernizes the economy.

Another channel of innovation is business research, and
consumption-based taxes are superior on this front as well.
Research spending is expensed under a consumption tax,
butitis amortized and deducted over time under an income
tax, which raises effective tax rates and undermines spend-
ing. In a misguided Haig-Simons move, the TCJA took a
step backward and replaced the expensing of research with
amortization over five years.

A final channel of innovation is competition from startup
businesses. Many major innovations have come from
startups, not existing large corporations.*® Apple pioneered
personal computers in the 1970s, not giant IBM. Like Apple,
fast-growing startups today are usually financed by angel
investors and venture capitalists, who take large risks in
seeking long-run returns in the form of capital gains.

Such saving and investment is not deterred by consumption-
based taxation, but would be seriously undermined by heavy
capital gains taxes under Haig-Simons taxation.*® This issue
is crucial because fast-growing startups generate new com-
petition for large companies, and they often become large
companies themselves. More than half of U.S. stock market
capitalization and more than half of all industrial research is
performed by companies that were originally backed by angel

and venture investment.®°

When companies innovate—through research, invest-
ment in technologies, and competing in new ways against
incumbents—they can generate large spillover benefits for
the economy. That is, many other firms will adopt the new
approaches, thus creating broad economic benefits beyond
just higher returns for the initial innovating company. When
lower taxes spawn more investment, research, and startup
activity, the benefits can spill across the economy and
increase overall productivity.

How large are such spillovers from innovations? Econo-
mist William Nordhaus explored the question by modeling
U.S. business profits and productivity over time. He con-
cluded that “only a miniscule fraction of the social returns
from technological advances over the 1948-2001 period was
captured by producers, indicating that most of the benefits
of technological change are passed on to consumers rather
than captured by producers.”® He found that businesses
received only about 2 percent of the benefits from their inno-
vations, with the rest accruing broadly to consumers.

As one example, mRNA vaccines were developed after a
decade of research by Moderna and BioNTech, which was
funded by a few billions of dollars of private angel and
venture investment.®® Aside from vaccines, the underlying
mRNA technologies may ultimately generate huge benefits
in fighting cancer and other diseases.®® The heavy taxation
of capital gains under Haig-Simons would kill the incentives

for the investors who fund such private research.

“Consumption-based taxes remove
tax barriers to innovation, which
is crucial because innovation is the
largest factor in generating rising
living standards.”

The Wall Street Journal recently profiled Illumina Inc., which
has led the way in slashing the cost of sequencing a human
genome from $10,000 in 2010, to $1,000 in 2014, to $600
today.®* Those cost reductions are opening vast possibilities
for medicine and health care. Sequencing has already “led to
genetically targeted drugs, blood tests that can detect cancer
early, and diagnoses for people with rare diseases who have

long sought answers.”®® Illumina was founded in 1998 in San



Diego and was initially funded by $8.5 million in venture capi-
tal before raising equity funding in public markets.*® Today,
competitors of lllumina—funded by hundreds of millions of
dollars of venture capital—are hoping to push the costs of
sequencing lower, to about $100.%” Such funding for path-
breaking innovations would dry up if risk taking investors did
not have the chance to earn substantial after-tax capital gains.
Supreme Court Justice John Marshall said, “The power to
tax is the power to destroy.”®® Irving Fisher and his brother
Herbert Fisher noted, “This power to destroy is many times
greater when savings are taxed than when merely spendings
are taxed.”® It is saving, they said, that fuels innovations
such as railways, automobiles, and radios, and in doing so
generates our rising standard of living. As such, they argued
that overtaxing saving and investment is “killing the goose

»70

that lays the golden egg.

Simplification

In 1976, president-to-be Jimmy Carter said, “It is time for
a complete overhaul of our income tax system .. .. Itis dis-
grace to the human race.”” Since his complaint, the number
of pages of federal tax rules has more than tripled because
Congress has continued to add provisions and preferenc-
es.”” Such tax complexity raises compliance costs, increases
errors, and promotes tax evasion. Federal tax compliance
costs the economy more than $300 billion annually.”

Both income and consumption-based taxes can be com-
plex if policymakers lard them with special preferences, such
as the earned-income tax credit (EITC) and low-income
housing tax credit (LIHTC). The EITC consumes inordinate
IRS resources to administer and has an error and fraud rate
of more than 20 percent. The LIHTC is so complicated that
the IRS auditing guide is 350 pages long and a guide for
businesses taking the credit is 1,790 pages long.”

However, it is also true that income taxation is more inher-
ently complex than consumption-based taxation. Bradford
noted that “a great many of the most severe problems of mea-
surement in the income tax fall away in a consumption tax,
while the latter adds virtually no new ones.””* Consumption-
based taxation would do away with depreciation accounting,
inventory accounting, and capital gains taxation, which are
some of the most complex features of the current tax code.”

Accrual accounting under the income tax would be replaced

by simpler cash accounting under a consumption-based tax.
Income taxes need complicated fixes to reduce the econom-
ic damage they cause. For example, inflation biases income
taxes against longer-lived capital investments, a problem that
can be fixed but would require a slew of complicated rules. By
contrast, inflation is not a problem for consumption-based
taxes because investments are expensed. As Bradford noted,
itis “very difficult to design rules” for an income tax, and the

rules need “continual patching.””’

“Income taxation is more
inherently complex than
consumption-based taxation.”

Income taxes need continual patching because taxpay-
ers exploit the underlying complexity. That was the story
of Enron Corporation’s infamous tax-avoidance schemes,
which required a 2,700-page JCT report to unravel.”® The
report concluded that the company “excelled at making
complexity an ally.””” Enron designed elaborate transactions
to exploit depreciation, capital gains, and other features of
income taxation in order to minimize its taxes.

Itis true that a full-fledged consumption-based tax would
share some of the complexities of income taxation, while
also creating some new problems. A Hall-Rabushka tax, for
example, would face challenges dealing with financial ser-
vices, small businesses, and business losses.®° Nonetheless,
consumption-based taxation would appear to eliminate more
complexities than any new ones it created.®’ A good strategy
for Congress would be to move toward a consumption base

with steps that both support growth and simplify the tax code.

Fairness

Many experts agree that a consumption-based tax would
be simpler and less harmful to growth than an income tax,
but they still favor the latter for fairness reasons. Left-leaning
experts and policymakers believe that fairness requires
imposing heavy taxes on high earners, and since high earners
often have high saving, an income tax based on Haig-Simons
would seem to be a good approach. Economist Stephen Entin
concluded that “income redistribution was the main justifica-

tion for the Haig-Simons definition of income.”®*



However, many experts do not accept that Haig-Simons
taxation is fairer than consumption-based taxation. Indeed,
Bradford argued that a “principal argument in favor of a
consumption approach is, rather, one of equity.”® There are
at least three reasons why Bradford and other economists
believe consumption-based taxation is favorable regarding
fairness or equity.

First, if fairness means that a tax should have a progressive
rate structure, then a consumption-based tax can be designed
in that manner. That was the idea behind Bradford’s X-Tax,
which has a consumption base and multiple rates. Even the
single rate Hall-Rabushka tax has a large standard deduction
so that low earners would pay little, if any, tax.

Second, because consumption-based taxes are simpler than
income taxes, it is more likely that similar individuals and
businesses will pay similar taxes, which is called horizontal
equity. Income taxes require many jury-rigged features, which
can cause a greater dispersion of tax liabilities.

Third, consumption-based taxes fall equally on the spend-
thrift and the frugal, but income taxes fall harder on the latter.
Consider two brothers with equal earnings. An income tax
favors the spendthrift brother who blows his money shop-
ping and discriminates against the frugal brother who saves
for retirement. Yet by saving, the frugal brother is the one who
funds investment, innovation, and growth in the economy,
which benefits all of us. Also, because he has savings, the fru-
gal brother is less likely to become dependent on government
programs, and thus unfairly impose costs on the rest of us.

Consider a family that goes from rags to riches to rags
over a number of generations. A Haig-Simons tax would
fall heavily on the earlier harder-working generations, but
lighter on the later spendthrift generations. A consump-
tion-based tax would do the opposite, thus supporting the
socially beneficial behavior of early generations while taxing
the “idle rich” of later generations.®*

Sometimes it is said that consumption-based taxes do not
tax capital income, which would seem unfair, but that is not
the case. Economist Glenn Hubbard noted that “consump-
tion and income taxes actually treat similarly much of what s
called capital income.”® Capital income can be divided into
four components: the risk-free return to waiting (the time
value of money); the return to risk; an inflation premium; and
above-normal or inframarginal returns, also called rent.®®

The treatment of the latter three items is thought to be the
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same under income and consumption-based taxes, although

income taxes usually don’t fully index for inflation.

“Because consumption-based
taxes are simpler than income
taxes, itis more likely that similar
individuals and businesses will
pay similar taxes, which is called
horizontal equity.”

The main difference is that the first item, the return to
waiting, is taxed by income taxes and not by consumption-
based taxes. Thatis a small slice of capital income. Bradford
noted that “the difference between income and consump-
tion taxes is the treatment of the risk-free reward to waiting,
certainly below 2 percent per year.”®’ But that small slice
makes a big difference in terms of structuring a tax system
that does not distort saving and investment.

Policymakers concerned about fairness should note that
consumption-based taxes fully tax above-normal returns,
which means high profits from market power, windfalls, and
other unique profits that are available only to certain busi-
nesses and investors.*® Monopolies and particularly successful
technology firms, for example, have their exceptional profits
taxed under both income and consumption-based taxes.®’
Hubbard concludes that the claim “that consumption tax

reform is a sop to the rich is almost certainly unfair.”*°

TAX EXPENDITURES VERSUS
REAL LOOPHOLES

U.S. Treasury Assistant Secretary Stanley Surrey and his
staff published the first list of tax expenditures in 1968. Surrey
and McDaniel noted that tax preferences resembled spending
programs, even claiming that “a tax expenditure is a spending
program.”' Surrey was an advocate of Haig-Simons income
as the federal tax base, and so that base was the starting point
for the Treasury’s tax expenditure lists.

The Congressional Budget Act of 1974 mandated that
the administration prepare a list of tax expenditures, a list
thatis prepared by the U.S. Treasury and included in the

annual federal budget. Meanwhile, the congressional Joint



Committee on Taxation began publishing its own, some-
what different, list of tax expenditures in 1972.

The Treasury and JCT lists use versions of Haig-Simons
income for measuring tax expenditures. Both agencies
recognize that taxing a pure Haig-Simons base is unrealistic,
so they use a modified version called a “normal” tax base.
Because of the Haig-Simons starting point and the many ad
hoc features of these normal tax bases, both official lists are
highly flawed. As such, they do not provide good guides for
steering tax reforms.

The 1974 Budget Act defined tax expenditures as “rev-

enue losses attributable to provisions of the federal tax

laws which allow a special exclusion, exemption, or deduc-
tion from gross income or which provide a special credit, a
preferential rate of tax, or a deferral of tax liability.”** But
“special” and “preferential” compared to what? Compared
to the “normal” tax bases that Treasury and JCT have some-
what arbitrarily defined. As economists Rosanne Altshuler
and Robert Dietz noted, defining what is a “normal” tax
base is “inherently a subjective exercise.””® Indeed, the JCT
admitted that its normal baseline results “from a series of
ultimately idiosyncratic or pragmatic choices.”**
Criticisms of the inconsistencies of official tax expen-

ditures began soon after the lists were first published.”

Consumption-based tax. A tax applied to consump-
tion, not saving and investment. Saving and investment
builds wealth to provide for future consumption. Retail
sales taxes are consumption-based taxes collected from
businesses. But consumption-based taxes can also be
structured for partial collection from individuals, such as
the Hall-Rabushka flat tax.

Double taxation. This refers to at least three tax-code
distortions. First, by imposing taxes on saving and invest-
ment, income taxes double-tax future consumption
relative to current consumption. Second, since capital
gains are the present value of expected future increases in
income, taxing gains taxes the same income now and in
the future. Third, corporate equity is double-taxed under
the current tax code because it is taxed at both the indi-

vidual and corporate levels.

Haig-Simons income. A very broad measure of income
defined as consumption plus the net change in the value
of all assets owned. A Haig-Simons income tax would tax

numerous items not currently taxed, including unrealized

Hall-Rabushka flat tax. A tax structure proposed by
economists Robert Hall and Alvin Rabushka. Individuals
would be taxed on labor income and businesses would
be taxed on capital income at the same rate and in a
uniform manner with no loopholes. Hall-Rabushka is

a consumption-based tax because it would not tax the

capital gains and imputed rent on owner-occupied homes.

Glossary

returns to saving at the individual level and it would allow

businesses to immediately deduct investments.

Hybrid tax. Our current federal “income” tax is hybrid
between an income tax and a consumption-based tax. It
generally taxes saving and investment as an income tax
but includes provisions such as 401(k) plans that relieve

the double taxation that would otherwise result.

Income tax. A tax that applies to labor and capital
income, including income used for saving and investment.
“Income” has multiple definitions, but economists gener-
ally agree that income taxes tax saving and investment

while consumption-based taxes do not.

Neutral taxation. All taxes distort individual or business
behavior to an extent, but more neutral taxes with low rates
minimize the harm. Unlike income taxes, consumption-
based taxes are neutral along one crucial dimension—not

distorting the trade- off between consumption and saving.

Tax expenditure. A phrase coined in the 1960s to
describe newly created official lists of tax preferences. Tax
expenditure lists produced by the U.S. Treasury and the
Joint Committee on Taxation are based on modified and

somewhat arbitrary versions of Haig-Simons income.

Tax loophole. A preference or subsidy in the tax code.
This study uses “loophole” to refer specifically to a subset
of provisions on the official tax expenditure lists that

should be repealed as complex and distortionary.
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One problem is that the lists include provisions that cause
undertaxation, but they do not include major provisions
that cause overtaxation.”® These items have been called tax
penalties, tax surcharges, or negative tax expenditures. For
example, the lists consider the current double taxation of
corporate equity to be normal, even though the treatment
clearly overtaxes and distorts. Another example of overtaxa-
tion ignored by the tax expenditure lists is the tax code’s lack
of inflation indexing for capital gains.

The Treasury and JCT lists are biased in the selection of
provisions included and excluded. For the corporate income
tax, the lists treated reduced tax rates for small companies
prior to the TCJA as tax expenditures. But for the individual
income tax, the treatment is different. The lists do not
consider reduced tax rates at the bottom end as tax expen-
ditures. Rather, the current highly progressive tax-rate
structure is considered “normal,” and not a special prefer-
ence for lower-income households.

Similarly, the standard deduction is not considered a tax
expenditure, even though it creates preferential treatment,
particularly for lower-income households. The lists also
assume that the double taxation of saving and investment
is normal, as discussed below. These features of the official
lists reveal a left-of-center ideological bias that accepts that
the income tax should be highly redistributive.

The JCT examined its tax expenditure methods in a 2008
study and admitted that the

efficacy has been undercut substantially, however,
by the depth and breadth of the criticisms leveled
against it. Tax expenditure analysis no longer pro-
vides policymakers with credible insights into the
equity, efficiency, and ease of administration issues
raised by a new proposal or by present law, because
the premise of the analysis (the validity of the “nor-

mal” tax base) is not universally accepted.”’

Former Treasury official J. D. Foster agreed, saying that the
official tax expenditure reports “are simply too fundamen-
tally flawed to serve as guides” for tax reform.”® Nonetheless,
the JCT and Treasury continue publishing their flawed, but
influential, lists.

The main flaw in the official tax expenditure lists is that

the modified Haig-Simons baselines accept the double
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taxation of saving and investment as normal. Provisions that
reduce double taxation—such as 401(k) plans—are deemed
tax expenditures. That approach signals that provisions such
as 401(k)s are misguided loopholes, but the opposite is true

since they reduce the anti-saving bias of the income tax.

“The main flaw in the official
tax expenditure lists is that the
modified Haig-Simons baselines
accept the double taxation of
saving and investment as normal.”

The anti-saving and anti-investment approach of the tax
expenditure lists is a flaw that has been recognized a long

time. Economist Norman Ture argued in 1991:

Tax neutrality considerations would dictate a list of
tax expenditures quite different from that presented
in the federal budget. Many of the principal tax
expenditures on the budget list are provisions that
moderate the tax bias against saving and in favor of
current consumption uses of current income. A tax
expenditure list based on neutrality considerations
would not show those provisions as tax subsidies. On
the contrary, such a list would show the provisions of
the tax law that exert an anti-saving bias as negative

tax subsidies, i.e., as special tax penalties.”

The George W. Bush administration tried to reform the tax
expenditure lists. Its fiscal 2002 budget noted, regarding the
assumed normal tax base, “Because of the breadth of this
arbitrary tax base, the administration believes that the con-
cept of ‘tax expenditure’ is of questionable analytic value.”**°
To begin correcting the problem, the administration pre-
sented a separate tax expenditure list for a consumption
base.'®! From this perspective, the analysis found that provi-
sions that reduced the double taxation of saving, such as
401(k)s, were not tax expenditures.

The JCT says that its tax expenditure list can help deter-
mine the relative merits of provisions, but that “no judgment
is made, nor any implication intended, about the desirability

of any special tax provision as a matter of public policy.”***



Despite the disclaimer, the official tax expenditure lists have
a powerful effect on narratives about tax policy. Economist
Bruce Bartlett noted that the official approach “reinforces
the supposed superiority of an income base and is a barrier
to adoption of a consumption-based system.”'%*

Table 1lists the largest items on the current JCT tax expen-
diture list with dollar values for 2023. The dollar values are
the estimated reductions in revenues from the provisions.'®*
The top part of the table shows 10 provisions that are tax
expenditures under both the current JCT method and a con-
sumption base; many of these items should be repealed.

The bottom part of Table 1 shows 10 provisions that are
on the JCT list but are not loopholes under a consumption-
based tax, as they provide relief from the double taxation
of saving and investment. These items should be generally
retained, although many of them should be simplified. There
is ambiguity in how some of the tax expenditure items in the
table should be classified.'®

Table 1

Figure 2 presents a dollar breakdown of all 205 provisions
on the JCT list for 2023.1° About 48 percent of tax expenditure
dollars are for saving and investment relief provisions, which
are not loopholes under a consumption-based tax. About
45 percent are true loopholes for individuals and 7 percent are
true loopholes for corporations.'”’

People often say that Congress should cut tax rates and
“broaden the base.” But that is not correct because the base
can be broadened in ways that increase distortions. If poli-
cymakers were guided by the JCT list and repealed 401(k)s,
for example, that would increase economic distortions. Tax
reform should be about cutting rates and moving toward a
more neutral tax base.

The false notion of “broadening the base” often steers
reformers astray. In 2010, the Simpson-Bowles fiscal com-
mission proposed tax reforms to reduce deficits. But the
commission mistakenly assumed that the official tax expen-

diture lists were all unjustified loopholes. The commission’s

Largest tax expenditures: Are they tax loopholes under a consumption-based tax?

YES
Exclusion of employer contributions for health insurance
Child tax credit
Subsidies for health insurance purchased through exchanges
Earned income tax credit
Qualified business income 20 percent deduction
Exclusion of untaxed Social Security benefits
Charitable contribution deduction
Mortgage interest deduction
State and local tax deduction

Research tax credit

Billions of dollars in 2023

190.4
120.6
70.3
69.8
56.9
477
41.6
29.2
23.6
18.9

Reduced tax rates on dividends and long-term capital gains
Defined contribution retirement plans

Defined benefit retirement plans

Exclusion of capital gains at death

Accelerated depreciation on equipment

Active income of controlled foreign corporations

Exclusion of capital gains on sales of principal residences
Exclusion of interest on state and local bonds

Traditional Individual Retirement Accounts (IRAs)

Exclusion of amounts received under life insurance

Source: Author, based on Joint Committee on Taxation data.

238.8
223.7
108.0
59.2
57.9
45.1
42.6
39.8
16.2
16.2
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Figure 2
Tax expenditures by type in 2023

Individual loopholes
$820B __

Corporate loopholes

$120B/ ——

Source: Author’s count based on Joint Committee on Taxation.

report declared, “The current tax code is riddled with

$1.1 trillion of tax expenditures: backdoor spending hidden
in the tax code.”’®® Its basic reform option was to “eliminate
all income tax expenditures,” although another option iden-
tified some provisions to retain.

The same false notion of broadening the base played
alarge role in the landmark Tax Reform Act of 1986
(TRAS86). Reporters Jeffrey Birnbaum and Alan Murray
wrote about the law in their book Showdown at Gucci
Gulch.®® Their story, and the story of TRA86, is of repeal-
ing loopholes and cutting tax rates. But Birnbaum and
Murray appeared to assume that all official tax expen-
ditures are unjustified breaks. To them, accelerated
depreciation, reduced capital gains taxes, and Individual
Retirement Accounts are special-interest preferences,
schemes, and shelters. But these widely available pro-
visions reduce the code’s anti-saving bias and reduce
distortions, not increase them.

Based on a misguided understanding of tax loopholes,
TRA86 moved the tax code away from a consumption base.
The tax rate cuts under TRA86 were impressive, and the act
eliminated some actual loopholes. But TRA86 also made
changes that raised taxes on saving and investment, and
it made the tax code more complicated by moving toward

Haig-Simons."°
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Saving and
investment relief
_ $884B

In the years after TRA86, Congress reversed course on
the law’s anti-saving and anti-investment features. This
change in direction after TRA86—such as the capital gains
tax cut of 1997—suggests the lack of durability of a Haig-
Simons base. Most recently, the Tax Cuts and Jobs Act of
2017 moved toward a consumption base with its embrace
of capital expensing for business equipment. Nonetheless,
Haig-Simons retains support on the political left because of
its redistribution potential.

Analysts on the left use the official tax expenditure
lists to complain that high earners enjoy most federal tax
breaks or loopholes. Many provisions used by high earn-
ers—such as 401(k)s—are on the lists but are not real
loopholes, while other breaks important to low earners are
not on the lists, such as the standard deduction and the
progressive rate structure. These factors bake into the cake
the notion that high earners have an unfair advantage in
the tax code, and analysts on the left relentlessly push that
false message.

The originator of tax expenditures, Surry, along with
McDaniel, complained that tax expenditures are “upside
down” because the top 1.4 percent received 31 percent of
the “subsidies.”™™ More recently, the Center on Budget and
Policy Priorities claimed that “spending through the tax

code skews towards the top” and found that 59 percent of



Figure 3

Average tax rate for federal individual income taxes in 2019

20%

15.4%

-11.1%

Lowest quintile Second quintile

Middle quintile

Fourth quintile Highest quintile

Source: Congressional Budget Office, The Distribution of Household Income, 2019 (Washington: Congressional Budget Office, November 15, 2022).

the “subsidies” go to the top one-fifth of households."? Tax
expenditures are “upside down,” the group complained.

Others come to the same conclusion. Economist Bill Gale
at the Brookings Institution said, “High income house-
holds are more likely to use tax expenditures, creating
‘upside-down’ subsidies that disproportionately benefit the
well-off.”"™ The Committee for a Responsible Federal Budget
wants to cut tax expenditures, which are “costly and regres-
sive” and “skew toward high-income households.”™*

However, it is a false narrative to imply that high earners
benefit more than others from the tax code. It is based on
the arbitrary choice of items in the official tax expenditure
lists. If the Treasury and JCT assumed that a proportional
tax structure was “normal,” rather than a highly progressive
structure, then lower-income households would be shown
to receive a massive tax expenditure.

Economists Altshuler and Dietz studied this issue."”® They
performed calculations for 2005 assuming that income
tax rates below the top rate were tax expenditures. They
found that the dollar value of the lower rates on lower- and
middle-income households was huge, almost exceeding the
value of all other tax expenditures combined. Thus, treat-

ing today’s progressive tax structure as “normal” is a critical

bias that makes assertions about the overall fairness of tax
expenditures meaningless.

Fairness can be better judged by the distribution of
overall federal tax payments. Figures 3 and 4 show CBO
data for 2019 indicating that high earners are penalized
by the tax code, not favored. Looking at individual income
taxes, the top fifth of households paid an average effec-
tive tax rate of 15.4 percent, compared to 2.4 percent for
the middle fifth and -11.1 percent for the bottom fifth, as
shown in Figure 3."® The rates for the bottom quintiles
are negative because a number of federal tax credits are
refundable, meaning they provide payments to households
that pay no income tax. Looking at all federal taxes, the
top fifth paid an average tax rate of 24.4 percent, compared
to 13.0 percent for the middle fifth and 0.5 percent for the
bottom fifth, as shown in Figure 4.

A final note on fairness regards the interplay of tax rates
and tax expenditures. As tax rates rise, the dollar value of
many tax expenditures increases. So if Congress raised tax
rates on high earners, ironically, analysts on the left could
then complain that tax expenditures were even more unfair
because provisions taken by top households would have

even higher dollar values."’
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Figure 4
Average tax rate for all federal taxes in 2019

24.4%

Lowest quintile Second quintile
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Source: Congressional Budget Office, The Distribution of Household income, 2019 (Washington: Congressional Budget Office, November 15, 2022).

In sum, here are five things to remember about tax

expenditures:

® Official tax expenditure lists do not provide good
guides for policymakers for pursuing tax reform.

® Almost half the dollar value of JCT tax expenditures
are provisions that relieve the double taxation of
saving and investment. These provisions are not
loopholes under a consumption tax base.

® The actual federal tax base is a hybrid of Haig-Simons
and consumption, so the Treasury and JCT should
present two tax expenditure lists, one based on each
model."®

® Tax expenditure analyses should include a full discus-
sion of tax surcharges or penalties, such as the double
taxation of corporate equity.

® Because of the ideological bias in the official lists,
claims that tax expenditures favor high-earners are
off-base. The more important fact is that average fed-

eral tax rates rise sharply as income rises.

To better guide lawmakers on tax reforms, the Treasury and

JCT should fix their tax expenditure presentations. Based on
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fuller and less-biased information, Congress should pursue

major tax reforms.

PROPOSED TAX REFORMS

Congress should transition the federal tax code to a struc-
ture with lower rates and a simpler base. The base should
not double-tax saving and investment, nor have preferences
for particular industries or groups of taxpayers. The tax code
should interfere as little as possible with household and
business choices.

Table 2 shows reforms that would move in that direc-
tion." In this section I discuss repealing loopholes and
cutting tax rates; the tax treatment of business investment,
personal saving, health care, housing, municipal bonds; and

the state and local tax deduction.

Loopholes and Lower Rates

Congressman Richard Gephardt (D-MO), a tax policy
leader in the 1980s, said that he favored closing special-
interest breaks to improve efficiency. In a 1985 Cato Journal

article, he wrote:



The main argument for tax reform, I believe, is to
achieve greater efficiency in the way the tax code works.
When Congress gets into the business of figuring out
$370 billion of tax breaks a year, the House Ways and
Means Committee and the Senate Finance Committee
really are put in the business of trying, at least partially,
to plan the American economy. . .. I confess that am
not qualified to act as a central planner and I do not

know anybody on either committee who is."*°

Gephardt’s support was important to the passage of the Tax
Reform Act of 1986. The general thrust of the act—closing
loopholes and cutting tax rates—was generally in the right
direction, but lawmakers were led astray by the Haig-
Simons income definition. The Tax Cuts and Jobs Act of 2017
was better aimed at cutting tax rates and moving toward a
more neutral consumption tax base.

Congress should build on the 2017 act with further reforms.
As Gephardt noted, lawmakers are poor central planners.
They often try to fix economic problems with narrow tax
breaks, but it is unlikely that they can manipulate the tax code
to allocate resources better than markets.” Narrow breaks
increase compliance costs and are often plagued by fraud and
abuse. Congress should let markets allocate resources and
allow entrepreneurs to fix problems in the economy.

Tax breaks are often aimed at fixing problems that the
government itself created. The low-income housing tax
credit, for example, aims to reduce high housing costs, but
that problem is created by excessive zoning, land use, and
building regulations. The LIHTC is an ineffective solution
because it is plagued by abuse and delivers most of the
benefits to developers and banks."** Table 2 proposes LIHTC
repeal. A better solution for housing affordability is to repeal
regulations that strangle the market supply of housing.

Another tax-code attempt to solve a government-created
problem is the earned income tax credit. The credit was
created to increase work incentives and offset high Social
Security payroll taxes. But the EITC is a poor solution, as it
has a high error and fraud rate, and for many recipients it
creates a disincentive to increase work effort."””* The refund-
able part of the EITC imposes costs on other taxpayers, and
the tax credit itself may suppress market wages if it increas-
es labor supply. Economists Michael Keen and Joel Slemrod

note, “To the extent that wages fall, the benefit of the EITC

to the intended beneficiaries—low-income, often low-skill,
workers—is reduced, and some of the intended transfer
redounds to employers.”"** By one estimate, employers of
low-skilled workers receive roughly three-quarters of the

EITC’s benefits.”** Table 2 includes EITC repeal.

“Tax breaks are often aimed
at fixing problems that the
government itself created.”

Abetter way to improve work incentives would be to con-
vert Social Security payroll taxes to private retirement account
contributions.”?® The 12.4 percent Social Security payroll tax
puts a wedge between what employers pay and what workers
earn after tax. But with private accounts, retirement contri-
butions would create direct value to workers and thus not
undermine work incentives."” In advocating private accounts,
economist Edward Prescott argued, “If people are in control of
their own savings, and if their retirement is funded by savings
rather than transfers, they will work more because they will
have more to gain. And everyone will be better off.”'*®

Table 2 includes the repeal of 39 energy tax expenditures
on the JCT list, many of which were added or expanded
in the Inflation Reduction Act of 2022."° Each item raises
administrative and compliance costs, which benefits tax
lawyers but is wasteful for the economy. Consider the com-

plexity of one new energy break that was passed in 2022:

A credit is created for sustainable aviation fuel. For
this purpose, sustainable aviation fuel is a liquid fuel,
the portion of which is not kerosene, that (1) meets
the requirements of either ASTM [American Society
for Testing and Materials] International Standard
D7566 or the Fischer Tropsch provisions of ASTM
International Standard D1655, Annex 1, (2) is not
derived from coprocessing an applicable material (or
materials derived from an applicable material) with a
feedstock that is not biomass, (3) is not derived from
palm fatty acid distillates or petroleum, and (4) has
been certified, as provided by the provision, to achieve
atleast a 50 percent lifecycle greenhouse gas reduc-
tion percentage of at least 50 percent in comparison

with petroleum-based jet fuel.*°
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The initial Treasury guidance for this one tax credit runs 34
pages.”* The IRS will need to train a team to understand the
details of aviation fuel and parameters of the credit to admin-
ister it and police likely abuse. Apparently, experts do not even
agree whether the aviation fuel that is promoted by this credit
will actually be a net positive for the environment, which

underscores Gephardt’s point about central planning.”*>

“As tax rates rise, individuals and
businesses reduce productive
activities such as working and
investing, and they increase
unproductive activities such as
avoidance and evasion.”

Repealing loopholes would raise revenues that could be
used to cut tax rates. That is important because high tax
rates magnify the damage of taxation, which is called dead-
weight losses or excess burdens. As tax rates rise, individuals
and businesses reduce productive activities such as work-
ing and investing, and they increase unproductive activities
such as avoidance and evasion. Keen and Slemrod note, “The
excess burden suffered by the taxpayer is the same whether
the response is in terms of real economy activity . . . or takes
the form of evasion and avoidance.”*?

The deadweight losses of the federal tax system are
large. The CBO found that “typical estimates of the eco-
nomic cost of a dollar of tax revenue range from 20 cents to
60 cents over and above the revenue raised.”** That means
for every $1 billion in higher taxes, the harm to the private
economy is between $1.2 billion and $1.6 billion. According
to Keen and Slemrod, when the British government used to
impose taxes on fireplaces and windows, it led to houses
with fewer fireplaces and windows." This collateral dam-
age is deadweight loss.

As tax rates rise, deadweight losses rise more than pro-
portionally. Harvard University’s Greg Mankiw explains: “It
is a standard proposition in economics that the deadweight
loss of a tax rises approximately with the square of the tax
rate. ... If we double the size of a tax, the deadweight loss
increases four-fold.”"® Thus a 40 percent tax rate is four

times more damaging than a 20 percent rate. That is why a

18

flatter tax structure with lower rates would be more efficient
than today’s progressive tax structure.

As tax rates were cut, the harms caused by discontinui-
ties in the tax base would fall. For example, the income
tax puts corporate equity at a disadvantage to debt, which
induces corporations to overleverage and risk bankruptcy.
When the corporate tax rate is cut, the advantage of debt
over equity is reduced. The TCJA cut the corporate tax rate,
which in turn reduced the dollar value of corporate tax
expenditures.”’

Tax rate cuts would reduce lobbyist pressure to carve new
loopholes. Writing in 1974, Norman Ture said that the high
tax rates at the time “exerted enormous pressures for chang-
es in the law to afford exceptions from the full application
of the high, graduated rates of tax, with respect to particular
groups of taxpayers, particular types of income and expense,
and particular uses of income.”"®

What tax rates should Congress cut? Some goals should
include cutting the corporate tax rate from 21 percent to
15 percent, cutting the top dividend and capital gains rates
from 23.8 percent to 15 percent, and cutting individual
income tax rates from a seven-rate structure ranging from
10 to 37 percent to a two-rate structure of 10 and 25 percent.
Congress should also consider a reform option recently
proposed by the Tax Foundation. It would eliminate many of
the tax loopholes discussed here, end the double taxation of
corporate equity, and establish a 20 percent flat tax rate for
businesses and individuals."’

In sum, repealing the loopholes listed in Table 2 would
reduce central planning and allow resources to flow to the
best uses. It would raise revenues to use for cutting tax rates,
which would encourage working and investment and dis-
courage avoidance and evasion. Cutting tax rates would also
reduce distortions from remaining loopholes and reduce

incentives for lobbying.

Business Investment

In moving toward a consumption-based tax from an
income tax, business depreciation deductions would be
replaced with capital expensing. Businesses would imme-
diately deduct the costs of equipment and structures rather
than deducting them over time. With depreciation, the time

value of money erodes future-year deductions, which denies



Table 2
Proposed tax loophole reforms

Earned income tax credit

Exclusion of interest on state and local bonds
Mortgage interest deduction

State and local tax deduction

Research tax credit

Energy tax preferences (39 provisions)
Post-secondary education tax credits
Low-income housing tax credit

Regional investment tax breaks

Additional standard deduction for the elderly

69.8 Lower tax rates
39.8 Lower tax rates
29.2 Lower tax rates
23.6 Lower tax rates
18.9 Lower tax rates
16.4 Lower tax rates
14.5 Lower tax rates
11.8 Lower tax rates

7.2 Lower tax rates

6.7 Lower tax rates

Consider repealing or cutting Billions of dollars in 2023 Replace with

Child tax credit

Subsidies for health insurance through exchanges
Qualified business income 20 percent deduction
Charitable contribution deduction

Exclusion of miscellaneous fringe benefits

Credit for child and dependent care expenses
Employer-paid transportation benefits

Exemption of credit union income

Deduction for interest on student loans

Work opportunity tax credit

120.6 Lower tax rates
70.3 Lower tax rates
56.9 Lower tax rates
41.6 Lower tax rates

9.8 Lower tax rates
5.0 Lower tax rates
4.4 Lower tax rates
2.7 Lower tax rates
2.3 Lower tax rates
1.8 Lower tax rates

Traditional Individual Retirement Accounts (IRAs) 16.2 USAs
Roth Individual Retirement Accounts (Roth IRAS) 9.3 USAs
Education savings accounts (529s) 3.4 USAs
Education savings accounts (Coverdell) 0.2 USAs
Prepaid tuition programs 0.2 USAs
Exclusion of employer contributions for health insurance 190.4 Large HSAs
Health Savings Accounts (HSAs) 11.5 Large HSAs
Deductions of medical expenses 10.1 Large HSAs
Self-employed medical insurance premiums 7.1 Large HSAs

Source: Author, based on Joint Committee on Taxation data.
Note: USAs = Universal Savings Accounts.

recovery of the full original capital cost. The result is higher
effective tax rates on investments.

There are at least four advantages of expensing. First,
expensing removes the tax on the normal returns to mar-
ginal investments, which in theory eliminates the tax code’s
anti-investment bias."*® More capital would be added to
production, which would raise productivity and increase
incomes. Above-normal returns on investment would con-

tinue to be taxed under a system with expensing.

Second, expensing eliminates the damaging effects of
inflation on investment.'* Inflation further erodes the value
of future deductions under a depreciation system, which
increases effective tax rates. Economist Martin Feldstein
noted, “When inflation was at double-digit levels in the late
1970s, the taxation of nominal interest and nominal capital
gains and the use of historic cost depreciation raised the
effective tax rate substantially, to more than 100 percent in

some years and for some types of investment.”"**
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Third, expensing eliminates distortions caused by varying
effective tax rates on different types of assets, as previously
discussed. Income taxes tend to distort effective tax rates
in favor of shorter-term over longer-term investments. The
reduction of such distortions is one of the major advantages
of consumption-based taxes over income taxes.'*?

Fourth, expensing is simpler than depreciation. Deprecia-
tion is one of the most complicated features of the income
tax. To create greater neutrality between investments under
an income tax requires complex rules, but with expensing
neutrality it is achieved with simple rules.

The TCJA implemented capital expensing for equipment,
but the provision is phasing down and expires after 2026.
Expensing is not available for structures, which are gener-
ally depreciated over 27.5 years for residential buildings
and 39 years for commercial buildings. The eventual goal
should be permanent enactment of expensing for both
equipment and structures.'**

In the TCJA, capital expensing was enacted alongside
limitations on business interest deductions. Interest used
to be deductible when paid, but net interest deductions
are now limited to 30 percent of adjusted taxable income,
which is earnings before interest and taxes.!*® This section
163(j) limitation applies to taxpayers with gross receipts of
$25 million or more, as indexed for inflation. Many econo-
mists think that allowing expensing combined with full
interest deductions allows a sort of double deduction. But
other economists dispute that view, arguing that if lend-
ers are taxed on interest income, then denying an interest
deduction double-taxes interest.'*® Either way, the interest
deduction limitation in the TCJA serves to reduce the gen-

eral advantage of debt over equity in the tax code.

“Expensing eliminates distortions
caused by varying effective tax
rates on different types of assets.”

While generally embracing capital expensing, the TCJA
took one step backward. Businesses have long been allowed
to expense research spending, which is the proper con-
sumption tax treatment. But the provision was considered
an official tax expenditure because Haig-Simons requires

amortization. Unfortunately, the TCJA moved toward
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Haig-Simons by requiring amortization over five years,
which raised effective tax rates on research.'*’ That was a
major policy mistake, and there are bipartisan efforts to
reinstate full expensing for research.

An irony with the Haig-Simons approach to tax policy is
that it punishes the same activities that the federal gov-
ernment often subsidizes with spending. The government
spends vastly on research and technology, as it did with
the CHIPS and Science Act of 2022, which subsidizes the
semiconductor industry. But then the government punishes
private research and technology investment by not enacting
permanent expensing in the tax code. The best policy would
be expensing in the tax code and no spending subsidies.

Under the Hall-Rabushka tax, all investments in research,
equipment, and structures would be expensed. Debt and
equity would receive equal treatment. The system would
tax above-normal returns in a consistent and equal man-
ner across the economy. That is the direction that Congress

should move.

Personal Saving

The tax code includes numerous vehicles to provide relief
from the double taxation of saving, including 401(k) plans,
traditional IRAs, Roth IRAs, and multiple types of education
saving accounts. Each of these vehicles includes rules for
eligibility, contributions, earnings, withdrawals, penalties,
and rollovers. To simplify personal saving and expand sav-
ing opportunities, Congress should replace some of these
vehicles with Universal Savings Accounts (USAs).

USAs would be similar to expanded and more flexible
Roth IRAs. Contributions to the accounts would come from
after-tax income, but all account earnings would be tax-
free. Unlike with Roth IRAs, individuals could withdraw
USA funds tax-free at any time for any reason, which would
maximize liquidity and encourage greater saving.

There is growing interest in USAs. Republicans included
the accounts in their Tax Reform 2.0 legislation, which
passed the House in 2018."® The legislation included USAs
with annual contribution limits of $2,500, but a better
limit would be $20,000 or more. Both Canada and the
United Kingdom have enacted USA-style accounts that
have been very popular with individuals at all income

levels.!*



If Congress enacted USAs with high contribution limits, it
could simplify the tax code by phasing out IRAs, Roth IRAs,
and education savings accounts. Those accounts would not
be needed because USAs are superior due to their flexibility.
Individuals and families could use USAs to save for retire-
ment, as well as for health care, college expenses, buying
a home, covering unemployment, starting a business, and
many other purposes.

All personal saving should be encouraged, not just the
types of saving favored by some members of Congress. All
saving increases personal financial security and provides
fuel for economic growth. As such, Congress should fol-
low the lead of Canada and the United Kingdom and enact

Universal Savings Accounts.

Health Care

One of the largest tax expenditures is the exclusion for
employer-provided health insurance. While wages are
subject to income and payroll taxes, worker compensation
in the form of employer health coverage is not. Thatis a
lot of compensation—the average employer-sponsored
family premium in 2021 was $21,222."*° Economists gener-
ally agree that the exclusion distorts labor markets, favors
larger employers over smaller ones, reduces choice, and
encourages excessive insurance coverage and the overcon-
sumption of health care.

However, it also true that much of America’s private
health care system has been built around the exclu-
sion. About three-quarters of U.S. workers are eligible for
employer-provided coverage, and about three-quarters
of those individuals enroll in the coverage.” Thus, many
people rely on the coverage structured around the exclusion,
and so fully repealing it would be disruptive and not likely
to pass Congress. Instead, policymakers should consider
reforms to reduce the distortions caused by the preferential
tax treatment of health care.

One reform option proposed by the Cato Institute’s
Michael Cannon is to replace the current exclusion with a
different mechanism that would also be tax-advantaged
but would reduce current distortions in health care.” The
plan would transform the tax exclusion while expanding
Health Savings Accounts (HSAs) into what Cannon calls

Large HSAs.

In 2023, individuals who are in qualified high-deductible
health insurance plans can deposit up to $3,850 each, or
$7,750 per family, into tax-free HSAs."*® HSA funds can
accumulate over time and be moved from job to job with
workers. These accounts reduce the tax distortion in favor
of employer-provided insurance. They were enacted in 2003
and have been very successful: by 2022, Americans owned

32 million HSAs with assets topping $100 billion."**

“Congress should follow the
lead of Canada and the United
Kingdom and enact Universal
Savings Accounts.”

Cannon’s proposal would convert the current employer
exclusion into an exclusion solely for HSA contributions,
while increasing HSA contribution limits substantially.
Health insurance would be added to the list of items peo-
ple can purchase with their HSAs, and current insurance
requirements would be loosened so that people could pur-
chase health coverage that suits them. Finally, the exclusion
would be capped to limit the overall amount of tax prefer-
ences provided to health spending.

The Cannon plan would be revenue neutral, as current
health-related tax expenditures would be replaced by a
tax expenditure for Large HSAs. The accounts would allow
individuals to control their health care funds, and the funds
would be portable as workers moved between jobs. Large
HSAs would be a step toward greater competition, flexibility,

and choice in the nation’s health care system.

Housing

Many tax experts complain that owner-occupied housing
receives large subsidies in the tax code. The Treasury and
JCT tax expenditure lists include numerous housing-related
provisions. Both lists include the mortgage interest deduc-
tion and the partial exclusion of capital gains on home sales.
The Treasury list also includes net imputed rental income on
owner-occupied homes, while the JCT list excludes this item
for administrative reasons. From a Haig-Simons perspective,
these three provisions are tax subsidies, but from a con-

sumption tax perspective the situation is different.
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Net imputed rental income is one of the largest items on
the Treasury list. Under the Haig-Simons income defini-
tion, homeowners gain a benefit because the government
does not tax them as landlords renting their own homes to
themselves. That may seem bizarre, but net imputed rental
income is estimated as income in the National Income and
Product Accounts to create equal treatment between rental

and owner-occupied housing.

“MID should be repealed and the
added revenues used to cut overall
tax rates.”

This item is “net” income because it is the gross rental
value of one’s home less depreciation, interest, and other
expenses. After deductions, the leftover net would mainly
include the time value of money related to owning an asset.
Homeowners earn this capital income whether or not their
home has a mortgage. Under Haig-Simons, this income
should be taxed annually.

Consumer durables are viewed the same as housing in
the Haig-Simons definition.”*® Cars, couches, dishwash-
ers, clothes, and every other long-lived consumer asset is
thought to generate capital income, as if one were renting
the items to oneself. To be consistent with Haig-Simons,
official tax expenditure lists should include net imputed
income from these household items as well, but they do not
for practical reasons.

What about a consumption-based tax? Whether home-
buyers pay cash up front or contract a mortgage, they pay
off the principal from after-tax earnings, which means that
housing is taxed when the principal is paid. Buying a house
is like buying a Roth IRA: a single layer of tax is paid up front,
and then future income or consumption is not taxed again.
The same is true for consumer durables. Thus, the current
treatment of housing and consumer durables in the tax code
is basically the correct one for a consumption-based tax.*®
Net imputed rental income is the normal return to saving,
which is not taxed under a consumption-based tax and thus
does not represent a true loophole.

The best treatment for the mortgage interest deduction
(MID) is more ambiguous. Currently, the MID is limited to

the first $750,000 of principal value, down from $1 million
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before the TCJA was passed. If homeowners were required
to pay tax on their home’s imputed income, then a mortgage
deduction would be appropriate. But since such imputed
income is not taxed, the general view is that the mortgage
deduction is a tax expenditure under an income tax."’

However, mortgage providers generally pay tax on inter-
estincome, and the MID offsets that interest inclusion to
create roughly neutral tax treatment from a consumption
tax perspective. In that case, the MID would not be a tax
expenditure. However, another consideration is that under a
full consumption-based tax, such as Hall-Rabushka, interest
would be removed from the tax base, so there would be no
MID in that case. Given that the current tax code is a hybrid
of an income and consumption base, there is some ambigu-
ity regarding the best reform option for the MID."*®

That said, economists generally agree that the tax code
currently favors owner-occupied housing over fully tax-
able assets in the economy. Prior to the TCJA, the CBO
estimated that the marginal effective tax rate on owner-
occupied housing was —2 percent, which compares to the
average METR on investment through C corporations of
31 percent.”” As a result of the tax differential, too many
resources flow to owner-occupied housing relative to other
assets, which undermines growth. The MID also complicates
the tax code. For these reasons, the MID should be repealed
and the added revenues used to cut overall tax rates.

Finally, the tax code allows homeowners to exclude a por-
tion of capital gains on the sale of their homes, which is both a
Treasury and JCT tax expenditure. The exclusion is $250,000
for single filers and $500,000 for joint filers. A consumption-
based tax would not tax capital gains, and thus would not

treat this provision as an unjustified loophole.

Municipal Bonds

State and local governments issue debt to finance infra-
structure investments. The interest on such “muni bonds”
is generally tax-free under the federal income tax. Tax-free
muni bonds are either “public purpose” for projects such as
schools, or “private activity” for projects such as housing,
energy, and broadband.'*° Table 2 shows that the tax expen-
diture for tax-free muni bonds is $39.8 billion a year.

The muni bond tax exemption is considered a tax

expenditure under the income tax but not under a



consumption-based tax because the latter exempts the
normal return to saving. Nonetheless, the tax exemption is
a problematic provision because it adds substantial com-
plexity to the tax code and it favors government borrowing
over private borrowing. So for the following four reasons,

the tax exemption should be repealed.

“Tax-free muni bonds stack the
deck against the private provision
of facilities such as airports,
seaports, and transit systems.”

First, by reducing the cost of borrowing, the muni bond
tax exemption encourages governments to borrow in excess.
Governments generally do not need to borrow to fund
infrastructure because they can finance projects on a pay-as-
you-go basis, meaning paying with current taxes and user
charges. Pay-as-you-go funding is better than borrowing
because it increases transparency and political responsibil-
ity. It also avoids interest costs and Wall Street fees to issue
the debt, which for state and local governments amount to
about $4 billion a year.'®!

Second, tax-free muni bonds stack the deck against the
private provision of facilities such as airports, seaports, and
transit systems. Numerous other nations have more pri-
vately provided infrastructure than does the United States,
partly because they do not favor government projects in the
tax code. For example, while all major U.S. airports are gov-
ernment owned, almost half of all major airports in Europe
are privately owned.'®> The muni bond exemption stands in
the way of state and local privatization.

Third, the tax exemption generates ongoing lobbying as
special interests try to secure tax benefits for their projects.
Congress imposes limits on the issuance of tax-free private
activity bonds through state volume caps and by prescribing
allowable projects. But since 1968, “the number of eligible
private activities has been gradually increased from 12 activ-
ities to 30” as lobbyists have pried the loophole wider.*® The
federal rules specifying the details of bonds and allowable
purposes are enormously complex, which enriches an indus-
try of high-paid lawyers. One guide to the use of tax-free
bonds for housing is 700 pages long.'** Such bureaucracy is

wasteful for the overall economy.

Fourth, the tax exemption tilts the economy toward
government-favored infrastructure over unsubsidized
private infrastructure. It gives a financing advantage to
government jails and sports stadiums over private manu-
facturing plants and cell phone systems. A 2020 study
examined 57 major league stadiums built since 2000
and found that 43 were partly funded by tax-free muni
bonds.'®® It makes no sense to favor sports stadiums over
manufacturing plants or over other entertainment facili-
ties that may be fully taxable, such as bowling alleys and
movie theaters. The CBO estimates that government
investment is less productive than private investment, so

the tax advantage for the former undermines growth.'*

State and Local Taxes

Prior to passage of the TCJA in 2017, there was no direct
limit on the amount of state and local taxes (SALT) that
individuals could deduct on their federal returns.'®” The
deduction is only available to taxpayers who itemized
deductions, which in 2017 was 31 percent of tax-filing
households.'*® Nearly all households that itemized took the
SALT deduction.

The TCJA capped the annual SALT deduction at $10,000
for single and married tax filers, and the law also nearly
doubled standard deductions. Those changes reduced the
number of households taking the SALT deduction from
46 million in 2017 to 17 million in 2018."° The $10,000 cap is
not adjusted for inflation.

Is the SALT deduction an unjustified loophole? There is
some theoretical ambiguity, and that is true whether the
goal is either income tax reform or consumption-based
tax reform."”® State and local taxes pay for government
services, which residents generally do not pay taxes on. If
taxes are deductible, it advantages government services
over privately provided services in the economy. Thus,
eliminating the SALT deduction is a way to impose tax
on government services to put them on a roughly equal
footing with privately provided services. However, some
economists argue that a share of state and local spending is
investment spending, which should be tax-exempt under
a consumption-based tax. In that case, a SALT deduction
would be a way to roughly exempt the government invest-

ment spending from tax.'”!
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Nonetheless, the SALT deduction biases taxpayers and
policymakers toward favoring a bigger government and this
distortion outweighs other concerns. The deduction softens
the blow to taxpayers of state and local income, property, and
sales taxes, which encourages policymakers to increase those
taxes, particularly on higher earners. Before the law change,
91 percent of SALT deduction benefits went to households
with incomes above $100,000.”2 The deduction favors
higher-income and higher-tax states over other states.

Taxes should signal to residents the full cost of govern-
ment services, but the SALT deduction undermines that
economic signal. As a result of the SALT subsidy, “too many
of those services may be supplied, and state and local gov-
ernments may be bigger as a result,” noted the CBO."”> By
reducing the perceived cost of government, the SALT deduc-
tion induces residents to demand too much of it.

Leading up to the Tax Reform Act of 1986, the Reagan
administration proposed getting rid of the deduction, with
President Ronald Reagan arguing, “Perhaps if the high-tax
states didn’t have this federal crutch to prop up their big
spending, they might have to cut taxes to stay competitive.”'”*
The 1986 law succeeded in eliminating the deductibility of
sales taxes, but that reform was later reversed.

The SALT deduction cap under the TCJA was a long-needed
reform, but it is scheduled to expire after 2025 along with
most individual provisions of the law. Congress should not
just extend the SALT cap but proceed to repeal the individual
SALT deduction altogether. That would simplify the tax code,

end the incentive for state and local governments to expand,

and generate revenues to cut federal tax rates for all taxpayers.

CONCLUSION

The federal tax code will continue changing. The next
administration may propose tax cuts or tax increases, and
Congress will need to decide whether to extend the TCJA
reforms. Policymakers should repeal loopholes and cut tax
rates. The goal should be a simpler tax code that minimizes
distortions and boosts economic growth.

To guide reforms, policymakers need an accurate tabula-

tion of loopholes in the tax code. The current Treasury and
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JCT tax expenditure lists fall far short. They depend on the
faulty Haig-Simons definition of income, which endorses the
double taxation of saving and investment, and they depend
on ad hoc rules reflecting a redistributionist bias.

Claims that high earners gain the most from tax loop-
holes are off base. The claims stem from arbitrary choices
made in producing the official tax expenditure lists. If the
Treasury and JCT had not assumed away the progressive
income tax rate structure, that tax-code feature would be
a massive tax expenditure for lower-income households,
which would greatly alter the usual narratives about

loopholes.

“Congress should not just extend
the cap on state and local
taxes but proceed to repeal the
individual deduction altogether.”

There are some ambiguities in tax expenditure analy-
sis, and no list is perfect. But the Treasury and JCT should
remove obvious inconsistencies and the redistributionist
bias, and they should include a fuller discussion of penal-
ties such as the double taxation of corporate equity. Also,
the agencies should present two separate tax expenditure
lists reflecting the two basic views of federal taxation: Haig-
Simons and consumption. The actual federal tax code is
a hybrid of these views, so the two alternatives should be
presented on an equal basis.

Congress and the next administration should pursue
major tax reforms. Tax loopholes to repeal include the
earned income tax credit, the mortgage interest deduction,
the exemption for municipal bond interest, the state and
local tax deduction, and dozens of energy tax breaks. Policy-
makers should enact Universal Savings Accounts and reform
the tax treatment of health care and business investment.
Congress should move toward a consumption-base tax with
alower and flatter tax rate structure.

The author appreciates detailed comments from Stephen Entin,
J. D. Foster, Adam Michel, William McBride, and Chris Hesse.

Author responsible for any errors.
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