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Executive Summary

The FairTax Act of 2023 (H.R. 25) would replace the existing federal revenue system — individual income tax,
corporation income tax, payroll taxes, and estate and gift taxes — with asingle, national salestax. Thisanalysis
presents an evaluation of the FairTax as designed in H.R. 25 and estimates its macroeconomic impacts. It finds:

e The 23-percent tax rate in H.R. 25 is an optimistic lower bound; measured on atax-exclusive basis,
applied to atax base more typical of state salestaxes, and in the presence of significant non-compliance,
the rate could reach a confiscatory level in excess of 380 percent.

e Under the FairTax, American families would face an immediate jJump in consumer prices comparable in
size to the applicable tax rate, and a reduced standard of living over thefirst five, and possibly 10, years.

o Ultimately, a shift to taxing consumption generates increases in capital accumulation, labor supply, and
output; the most beneficial effects occur when discipline on the size of government keeps the tax rate as
low as possible.

Introduction

The fair tax isalong-standing tax reform proposal that would replace the existing federal revenue system —
individual income tax, corporation income tax, payroll taxes, and estate and gift taxes — with a single, nationa
salestax. Thefair tax has two immediately appealing features: its apparent simplicity and potential economic
efficiency. A salestax is one form of consumption taxation; moving the United States toward areliance on
consumption taxation would improve long-run incentives for saving, capital accumulation, output growth, and
productivity growth.

The FairTax also comes with alist of immediate concerns: Sales taxes are notoriously regressive (although
advocates will argue that FairTax design features address this), afederal salestax would poach on atax base
important to many states, the tax rate would have to be quite high to replace existing federal revenue, there
would be strong incentives to evade the tax, and when introduced prices would rise enough to accommodate the
tax (following the standard assumption that the Federal Reserve accommodates FairTax by increasing the
money supply). In an economy currently enduring the highest inflation in four decades, this | atter feature is
especialy problematic at this moment.

With news reports that the most recent legislative version of the FairTax, the FairTax Act of 2023, (H.R. 25),
may be taken up for consideration by the House of Representatives, the American Action Forum (AAF) sought
to identify better the empirical magnitudes of the impacts. To move past a qualitative discussion of the FairTax
requires aformal model of the U.S. economy. AAF retained EY’ s Quantitative Economics and Statistics
(QUEST) Group to conduct the analysis. EY’ s " overlapping generations model” (see the Appendices) issimilar
to those used by the Congressional Budget Office, the Joint Committee on Taxation, and the U.S. Treasury
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Department. It thus embodies the consensus impacts in the research literature.
Description of the Fair Tax

The FairTax would replace the corporate income, individual income, payroll, and estate and gift taxes with a
national retail salestax. The FairTax would nominally abolish the Internal Revenue Service. The import of this
feature is not obvious, however, because there would neverthel ess have to be some tax administration authority
inits stead.

A retail salestax isaconsumption tax asit would apply to final salesto consumers. The FairTax, as proposed in
H.R.25, would be imposed at a 23-percent inclusive rate (see below) on a broad base of consumption that also
includes consumption by governments (federal, state, and local).

The FairTax includes a Family Consumption Allowance (FCA) that would rebate each month the tax liability
owed at the federal poverty level (which varies by family size) for all families. Thiswould effectively exempt
from tax a subsistence level of consumption and reduce the regressivity of the FairTax. The FCA aso includes
an adjustment to address the marriage penalty.

The FairTax adjusts Social Security benefits for the initial changesin the price level as measured by the
Consumer Price Index. This adjustment is intended to ensure that the real value of Social Security benefits
would be maintained after the FairTax has the effect of substantially raising effective prices.

Analytic I ssues

This analysis estimates the macroeconomic impacts of the FairTax. In doing so, EY had to consider aternative
estimating assumptions. Thefirst is the degree of non-compliance under the FairTax. As noted above, the text of
H.R. 25 specifies a 23-percent tax rate. Y et with substantial non-compliance, the tax rate would have to be much
higher. The research literature suggests a base case of 15 percent non-compliance, but EY also did a sensitivity
analysis of the implications of 30-percent rate of non-compliance.

A related issue is whether the tax rate is expressed on a tax-inclusive or tax-exclusive basis. To see the
difference, the tax-exclusive tax rate is the tax over agood’ s pre-tax price. Suppose, for example, a product
costs $100 and the sales tax is $30. In this case, the tax-exclusive rate is 30 percent ($30/$100). In contrast, the
tax-inclusive rate would be 23 percent ($30/($100+%$30)). H.R. 25 specifies a 23-percent tax-inclusive rate.

A second issueis how the FairTax affects the size of government. If theinitial FairTax rate provides insufficient
revenue to maintain this, one could ssmply keep the amount of spending unchanged and adjust the tax rate.
Notice that even if consumption taxes have better growth incentives, prohibitively high taxes will still damage
economic growth.

Alternatively, one could adjust spending to restore budget stability. If the FairTax results in both more efficient
taxation and a smaller government that permits lower tax rates, the growth outcomes would be much improved.
Nevertheless, this would have more to do with shrinking the size of government than the FairTax per se.

A final and related issue is whether government spending is productive. If some government spending adds to
the productivity capacity of the economy, shrinking the size of government is no longer an unambiguous
improvement in growth prospects. EY conducted a sensitivity analysis regarding the productivity of government
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spending as well.
Basic Results
What |Is the Fair Tax rate?

The starting point for the analysis is the estimated tax rates required to replace the existing revenue sources.
These rates are shown in Table 1. As shown in the first column, thetax ratein H.R. 25 is 23 percent (tax-
inclusive basis) or 29.9 percent (tax-exclusive basis). Those rates, however, are not sufficient to maintain the
existing size of federal spending (in real, inflation-adjusted) terms. To do so without any non-compliance means
the rates have to be either 27.8 or 38.4 percent on atax-inclusive and tax-exclusive basis, respectively. Not
surprisingly, as non-compliance rises, the rate required to maintain the size of government rises as well and
reaches 68.8 percent when measured on atax-exclusive basis.
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Table 1, Alternative Tax Rates

Maintain the Size of Government
FairTax base Narrow tax base
Non-compliance Non-compliance

AR 0 1ok 3% % 13% 3%

Tancusiverate  230%  2718% 330% 408%  528% 634% 79.0%

Tavercusierale  299%  304% 493% 688%  111.8% 173.5% 367.1%

Source; EY analysis.

The right-side panel of Table 1 displays much higher estimates of the necessary tax rate. These reflect the real
possibility that political considerations will make it difficult to tax all consumption (as was assumed thus far).
Instead, these tax rates are imposed on a base typical of state sales taxes, which is much narrower (see the
Appendices). Clearly, the base matters immensely. With perfect compliance, the tax ratesriseto 52.8 and 111.8
percent, respectively, as compared to 23 and 29.9 percent. Acknowledging the reality of non-compliance raises
these rates further. As shown at the lower right, the combination of a narrow base and 30 percent non-
compliance yields atax-exclusive rate of 387.1 percent.

Macroeconomic I mpacts

What happens to the trgjectory of the economy if the FairTax is adopted? The first impact will beajumpin
consumer prices (assuming accommodation by the Federal Reserve). The FairTax will be collected from sellers.
So, as discussed above, sellerswill be obligated to remit, say, 27.8 cents on every dollar of sales. In the absence
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of any change, businesses will receive 72.8 cents, whereas they once received afull $1.00. There will be a
natural incentive for those businesses to raise their pricesin order to restore their revenues. Under the most
optimistic scenario, retail prices across the economy would rise 27.8 percent — an enormous jolt to consumer
prices.

Beyond the initial inflation dynamics, Table 2 summarizes the projected macroeconomic impact of the FairTax
for the base case of abroad tax base and some government spending on productive public capital. The left-hand
panel shows the results assuming 15 percent non-compliance, while the right-hand panel assumes 30 percent
non-compliance. The results differ little; this discussion will focus on the lower non-compliance.

The most dramatic finding is that a large consumption-based tax dramatically alters the mix of demand in the
economy. Household purchases of goods and services (inflation-adjusted) are an average of 3.0 percent lower
each year for the first five years, while investment spending jumps sharply and averages 18.3 percent more over
the same period. The large amount of capital formation raises productivity and real wages (up 4.3 percent), and
attracts greater labor supply. Overall gross domestic product (GDP) is 3.1 percent greater, on average, over the
first five years.
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Table 2. Macroeconomic Impacts

13% Non-compliance 30% Non-compliance
Firstfive ~ Second Firstfive  Second
years  fiveyears  Long run years  fiveyears Longrun
GOP 3%  38% 5% GOP 34%  43%  60%
Consumption ~ -3.0%  -02%  40% Consumpion 2% 00%  8.1%
nvestment— 183%  227%  136% nvestment— 182%  20.2%  106%
Prefacwagerate 4%  46% 0% Prefaxwagerate 6% 9% 25%
Laborsupply—~ 08%  3dh 4% Laborsupply ~ 64%  64%  Od%

Privatecapital ~— 0.1%  37%  136% Private capitel -~ 0.6% 8% 15.7%

Note: See Appendices for detall.
Source; EY analysis

This same pattern — greater investment at the expense of diminished consumption for the household sector —is
repeated for the second five years. Only in the very long run does the more rapid growth and expanded size of
the economy permit household consumption to rise.

Sensitivity Analysis

To gain afeed for the importance of the key assumptions, EY conducted a sensitivity analysis, the results of
which are presented in Table 3. In each case, EY assumed 15 percent non-compliance. In the left-hand panel,
EY assumed the size of government is held constant. In the base case, the FairTax causes the government to
shrink considerably. Freezing this channel resultsin alarger government. Compared to the base case, thisyields
higher taxes, a more muted investment response, smaller gainsin labor supply and productivity, and a smaller
impact on GDP. The impact on household consumption is roughly the same. Put differently, this comparison
suggests that the negative impacts on households stem directly from the FairTax, while some of the beneficial
growth effects stem from shrinking the size of government and not simply a switch to consumption taxation.
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The final sensitivity analysis eliminates the assumption that some government spending is dedicated to
productive capital. In this case, the benefits of shrinking the government are unalloyed — no productivity-
enhancing capital islost in the process. As aresult, investment, labor supply, productivity, and GDP growth are
all stronger than in the base case. In addition, households recover from the negative shock of the FairTax more

quickly.

Table 3. Sensitivity Analysis

13% Non-compliance 13% on-compliance
Hold real size of federal government constant Government spending assumed unproductive

Firstfive ~ Second Firstfive ~ Second
years  fiveyears  Long run years  fiveyears  Long run
GOP  20% 2%  4T% GOP 3%  48% 7%
Consmpion ~ -33% — 03%  43% Consumpion 2% 04%  80%
nvestment— 199%  173%  103% nvestment — 198%  200%  171%
Prefaxwagerate — 0.3%  12%  34% Prefaxwagerate  43% 4% O1%
Laborsupply ~— 28%  23%  1.9% Laborsupply ~— 05% 4% 43%

Private capital ~— 12%  34%  104% Private capital -~ 0.7% — 38%  17.2%

Note: See Appendices for detais
Source: EY analysis.

Appendices

Appendix A: Estimated macr oeconomic impacts of the Fair Tax

AMERICANACTIONFORUM.ORG


https://www.americanactionforum.org/wp-content/uploads/2023/05/Table-3-Sensitivity-Analysis.png
https://www.americanactionforum.org/wp-content/uploads/2023/05/Table-3-Sensitivity-Analysis.png

Table A-1, Estimated macroeconomic impact of the FairTax
Percent change relative to current-law baseling

19% non-compliance

30% non-compliance

Firstfive  Second Firstfive ~ Second

years five years  Long run years fiveyears  Long run
GOP 34% 3.8% 50%  GDP 34% 4.3% 6.0%
Congumption 30%  02% 40%  Consumption 2%% 0.0% 2.1%
Investment 83%  27%  136%  Investment 82%  02%  156%
Pretax wage rate 4.3% 4.6% 20%  Prefax wage rate 5.6% 2.6% 2.5%
Labor supply 2.9% 5.9% 46%  Laborsupply 6.4% 6.4% 2.4%
Private capital 0.7% 3%  136%  Private capita 0.6% 38%  15.7%

Note: As non-compliance increases (which is always assumed to be 0% for government and 16% or 30% for
housefolds) the share of FairTax funding from reducing real government spending increases. Specificaly, reductions
in real government spending fund 43% (broad base with 15% non-compliance) and 57% (broad base with 30% non-
compliance) of the FairTax in a conventional revenue estimate. A larger share of funding from a reduction in real
qovernment spending generally increases the net positive macroeconomic impact of the FairTax, However, the
reduction In the real size of government is assumed to be spread evenly across all govemment consumption and
investment. This reduction in the stock of public capital reduces US productivity. Estimates of the impact of public
capital on US productivity follow CBO (2021). There are, of course, other types of government spending that can impact
US productivty (e.g,, ecucation and training, research and development) that are not taken into account n this analysis
and would further reduce the net positive macroeconomic impact reported. See CBO (2016). Consumption increases
relative to the baseling by year 9. Estimates are produced using the EY Macroeconomic Model,

Source: EY analyss.

AMERICANACTIONFORUM.ORG


https://www.americanactionforum.org/wp-content/uploads/2023/05/Table-A-1-Estimated-macroeconomic-impact-of-the-FairTax.png
https://www.americanactionforum.org/wp-content/uploads/2023/05/Table-A-1-Estimated-macroeconomic-impact-of-the-FairTax.png

Table A-2, Estimated macroeconomic impact of the FairTay, alternative scenarios
Percent change in level refative to current-law baseline

19% non=compliance 13% non=compliance
Hold real size of federal government constant Government spending assumed unproductive

Firstive ~ Second Firstfive ~ Second

years  fiveyears  Longrun years  fiveyears Long run
GOP 20% 2% 4% GOP 3 4 1%
Consmption 3% 0% 43%  Consumption 2% 4% 80%
Investment 9%  173%  103%  Investment 195% 5% 111%

Prefax wage rate 03% 1%  34%  Pretaxwagerate &% 4% 3%
Labor supply 2% 29% 1% Laborsupply 0 % 43%
Private capita 1% 4% 104 Prvatecapita 0% 3%  17.2%

Note: Reductions In real govemment spending fund 1%% (16% non-compliance and hold real size of federal
qovernment constant) and 43% ( 19% non-compliance and govemment spencing assumed unproductive) of the FairTax
In a conventional revenue estmate. The scenario holding the real size of the federal govemment constant dogs not
hold the real size of state and local governments constant, Estimates are produced using the EY Macroeconomic
Model. The estimates for 15% and 30% non-compliance are similar so only estimates with 15% compliance are shown,
Source: EY analysis.

Appendix B: Revenue and “ gover nment spending” neutral tax rates
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Table B-1. Revenue and “government spending” neutral tax rates under the FairTax
and a narrow-based national retail sales tax

Maintain the real size of government
FairTax base ° Narrow tax base b°

FairTax 0% 15%  30% 0% 15%  30%

Taxinclusiverate® — 23.0%  27.8% 33.0% 40.8% 528% 634% 79.5%

Tax-exclusiverated  299%  384% 493% 688%  111.8% 173.5% 387.1%

# The FairTax would result in a reduction in the real size of government. This analysis estimates that
the additional revenue needed to maintain the real size of the federal government under the FairTax's
23% tax-inclusive/29.9% tax-exclusive rate would average $1.0T annually over the 10-year budget
window when non-compliance is 0%, average $1.8T annually when non-compliance is 15%, and
average $2.6T annually when non-compliance is 30%.

> The scenarios labeled “FairTax base” and “Narrow tax base” would maintain the real size of the
federal government,

© The narrow tax base excludes consumption items that are often excluded from state and local sales
taxes and value-added taxes, such as certain consumption related to food, health care, education, and
housing.

@ Sales tax are typically cited on a tax-exclusive basis - the tax paid at the cash register. For example,
a §30tax ona $100 item is a 30% tax-exclusive rate ($30/5100). An inclusive tax rate includes the tax
in the price. Using the same example would lead to a 23% tax-inclusive rate [$30/(§100+$30)]. Tax-
exclusive rates are perhaps most useful when comparing the FairTax to existing sales taxes, while
tax-inclusive rates are perhaps most useful when comparing the FairTax to current income taxes. Al
calculations include the Family Consumption Allowance.

Source; EY analysis.
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Appendix C: Description of macroeconomic model used to estimate economic impacts of the Fair Tax

The FairTax would replace the corporate income, individual income, payroll, and estate and gift taxes with a
national retail salestax. A retail salestax is perhaps the most obvious form of consumption tax asit would apply
to final salesto consumers. The FairTax, as proposed in H.R.25, would be imposed at a 23% rate on broad base
of household consumption. The tax base also includes consumption by the government (i.e., federa, state, and
local).

The FairTax includes a Family Consumption Allowance (FCA) that would rebate the amount of tax paid at the
poverty level for al families. The FCA would be provided monthly and, because it istied to the poverty level,
would vary by family size. The FCA also includes an adjustment to address the marriage penalty. The FCA is
included in the FairTax to address the regressivity of consumption taxes.

The FairTax also adjusts Social Security benefits for changesin the price level as measured by the Consumer
Price Index. This adjustment is intended to ensure that the real value of Social Security benefits would be
maintained.

This analysis estimates the macroeconomic impacts of the FairTax. As both the treatment of government
consumption and assumptions regarding potential non-compliance under the FairTax are significant, the
macroeconomic impacts are estimated with different assumptions regarding non-compliance, whether the real
size of government falls or is held constant, and whether government consumption adds to the productive
capacity of the US economy.

This analysis also estimates the revenues under the FairTax with different assumptions regarding compliance,
which provides a measure of the reduction in the size of the federal government under the proposal, as well as
revenue neutral or “spending neutral” rates under the FairTax base and a hypothetical narrow tax base assuming
that the real size of the federal government is maintained.

The tax rates are estimated on both atax-inclusive and tax-exclusive basis. Although H.R. 25 specifies a23%
tax rate, thisrate is atax-inclusive rate where the 23% tax isrelated to the total after-tax price. Sales taxes are
typically expressed as tax-exclusive rates, which reflect what one would pay at a cash register. The tax-
exclusive tax rate is the tax over agood’s pre-tax price. Suppose, for example, a good costs $100 and the sales
tax is $30. Then, the tax-exclusive rate is 30 percent ($30/$100).

Thetax-inclusive rate isinstead the ratio of the tax payment to the entire cost of the good, including both the
pretax price and the tax payment. Following the above example, the tax-inclusive rate is the tax paid, $30,
divided by the total cost to the consumer for the good, $130, with aresulting tax-inclusive rate of
23%=%$30/(1+$30). Income and payroll taxes are typically expressed as tax-inclusive rates. The tax-exclusive
rate is useful to compare anational retail salestax, such asthe FairTax, to existing state and local sales taxes,
while the tax-inclusive rate is useful to compare it to existing income and payroll taxes.

EY macroeconomic model of the US economy

This analysis uses an overlapping generations (OLG) general equilibrium model of the US economy to estimate
the macroeconomic impacts of the FairTax. This appendix provides a description of the OLG model, the
methodology, and various assumptions underlying the estimates. Important assumptions about how the FairTax
might operate are also described, as well as caveats and limitations.
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Overview of OLG general equilibrium model

The OLG model used for this analysisis similar to those used by the Congressional Budget Office, Joint
Committee on Taxation, and US Treasury Department.|[ 1] In this model, tax policy affects the incentives to
work, save and invest, and to allocate capital and labor among competing uses. Representative individuals and
firms incorporate the after-tax return from work and savings into their decisions on how much to produce, save,
and work.

The general equilibrium methodology accounts for changes in equilibrium pricesin factor (i.e., capital and
labor) and goods markets and simultaneously accounts for the behavioral responses of individuals and
businesses to changes in taxation. Behavioral changes are estimated in the OL G framework, whereby
representative individuals with perfect foresight incorporate changes in current and future prices when deciding
how much to consume and save in each period of their life.

High-level description of model’s structure

e Production

Firm production is modeled with the constant elasticity of substitution (CES) functional form, in which firms
choose the optimal level of capital and labor subject to the gross-of-tax cost of capital and gross-of-tax wage.
The model includes industry-specific detail through use of differing costs of capital, factor intensities, and
production function scale parameters. Such a specification accounts for differential use of capital and labor
between industries as well as distortions in factor prices introduced by the tax system. The cost of capital
measure model s the extent to which the tax code discriminates by asset type, organizational form, and source of
finance.

Theindustry detail included in this model corresponds approximately with three-digit North American Industry
Classification System (NAICS) codes and is calibrated to a stylized version of the 2014 US economy. Each of
36 industries has a corporate and pass-through sector except for owner-occupied housing and government
production. Because industry outputs are typically a combination of value added (i.e., the capital and labor of an
industry) and the finished production of other industries (i.e., intermediate inputs), each industry’ s output is
modeled as afixed proportion of an industry’ s value added and intermediate inputs to capture inter-industry
linkages. These industry outputs are then bundled together into consumption goods that consumers purchase.

e Consumption

Consumer behavior is modeled through use of an OLG framework that includes 55 generational cohorts
(representing adults aged 21 to 75). Thus, in any one year, the model includes a representative individual
optimizing lifetime consumption and savings decisions for each cohort aged 21 through 75 (i.e., 55
representative individual s) with perfect foresight. The model also distinguishes between two types of
representative individuals: those that have access to capital markets (savers) and those that do not (non-savers or
rule-of -thumb agents).

AMERICANACTIONFORUM.ORG



Non-savers and savers face different optimization problems over different time horizons. Each period non-
savers must choose the amount of labor they supply and the amount of goods they consume. Savers face the
same tradeoffsin a given period, but they must also choose between consuming today with consuming in the
future (i.e., saving). The model assumes 50% of US households are permanently non-savers and 50% are
permanently savers across all age cohorts.

The utility of representative individualsis modeled as a CES function, allocating a composite commodity
consisting of consumption goods and leisure over their lifetimes. Representative individuals optimize their
lifetime utility through their decisions of how much to consume, save, and work in each period subject to their
preferences, access to capital markets, and the after-tax returns from work and savings in each period.
Representative individuals respond to the after-tax return to labor, as well astheir overall income levels, in
determining how much to work and thereby earn income that is used to purchase consumption goods or to
consume leisure by not working. In this model the endowment of human capital changes with age — growing
early in life and declining later in life— following the estimate of Altig et al. (2001).| 2]

o Government

The model includes a simple characterization of both federal and state and local governments. Government
spending is assumed to be used for either: (1) transfer payments to representative individuals, or (2) the
provision of public goods. Transfer payments are assumed to be either Social Security payments or other
transfer payments. Social Security payments are calculated in the model based on the 35 yearsin which a
representative individual earns the most labor income. Other transfer payments are distributed on a per capita
basis. Public goods are assumed to be provided by the government in fixed quantities through the purchase of
industry outputs as specified in a Leontief function.

Government spending in the model can be financed by collecting taxes or borrowing. Borrowing, however,
cannot continue indefinitely in this model. Eventually, the debt-to-GDP ratio must stabilize so that the
government’ s fiscal policy is sustainable. The model alows government transfers, government provision of
public goods, or government tax policy to be used to achieve a selected debt-to-GDP ratio after a selected
number of years. This selected debt-to-GDP ratio could be, for example, theinitial debt-to-GDP ratio or the
debt-to-GDP ratio a selected number of years after policy enactment. The baseline of the model is calibrated
such that federal revenue as a share of GDP, federal spending on Social Security as a share of GDP, and the
federal debt-to-GDP ratio matches the Congressional Budget Office's The 2019 Long-Term Budget Outlook.| 3]

e Modeling the United States as a large open economy

The model is an open economy model that includes both capital and trade flows between the United States and
the rest of the world. International capital flows are modeled through the constant portfolio elasticity approach
of Gravelle and Smetters (2006).| 4] This approach assumes that international capital flows are responsive to the
difference in after-tax rates of return in the United States and the rest of the world through a constant portfolio
elasticity expression. Trade is modeled through use of the Armington assumption, wherein products made in the
United States versus the rest of the world are imperfect substitutes.

Key model parameters are displayed in Table C-1.
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Table C-1. Key model parameters

Intertemporal substitution elasticity 0.4
Intratemporal substitution elasticity 0.6
Leisure share of time endowment 0.4
International capital flow elasticity 3.0
Capital-labor substitution elasticity 0.8
Adjustment costs 2.0

Source: Key model parameters are generally from Joint
Committee on Taxation, Macroeconomic Analysis of the
Conference Agreement for H.R. 1, The "Tax Cuts and Jobs Act,’
December 22, 2017 (JCX-69-17) and Jane Gravelle and Kent
Smetters, “Does the Open Economy Assumption Really Mean that
Labor Bears the Burden of a Capital Income Tax?” Advances in
Economic Analysis and Policy 6(1) (2006): Article 3.

Modeling the FairTax

Before estimating the macroeconomic impacts, there are four basic steps to modeling the FairTax: 1) defining
the tax base, 2) estimating non-compliance, 3) estimating the cost of the FCA, and 4) estimating the budget
neutral rates.

1. Tax base of the FairTax

The tax base of the FairTax would generally include all goods and services purchased for consumption. All
personal consumption expenditures would be included with relatively few exceptions. The definition of the tax
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baseisdisplayed in Table C-2. Asagenera approach, the tax base captures sales of consumption items (i.e.,
good and services) to households, and, as discussed below, governments. One exception is the exclusion of
education and job training, which are viewed as investment.|5| Sales between businesses and sales between
households would be excluded. This analysis follows the tax base as defined in H.R. 25.

Treatment of government consumption

An important aspect of the FairTax isits treatment of government. The FairTax explicitly includes government
consumption (federal, state, and local) in the tax base. Based on the National Income and Products Accounts
(and displayed in Table C-2), including government consumption would significantly expand the tax base of the
FairTax. In 2021, federal, state, and local government consumption was $2.4 trillion, which comprises
approximately 10% of gross domestic product (GDP) and approximately 14% of the FairTax tax base.[6] The
treatment of government consumption under the FairTax generally has the effect of assuming that the real size
of the government falls by the amount of the tax.| 7]

However, if the real size of the government is held constant, as shown by Gale (2005), taxing government
consumption would not, on net, raise revenue.| 8] Gale also finds that the revenue neutral tax rate does not
depend on whether the existing taxes (i.e., individual and corporate income taxes, payroll taxes, and the estate
and gift taxes) replaced with a transaction-based sales tax result in higher consumer prices. The intuition behind
these resultsis that adding government consumption to the tax base raises the government’ s spending needs by
exactly the same amount asit raisesin revenue. The implication isthat, aslong as the rea size of the
government is held constant, the resources the government needs to claim to maintain its activities is unaffected
by whether government consumption isincluded in the tax base.

To assess the impact of the tax treatment of government under the FairTax, this analysis estimates the
macroeconomic impacts at specified by H.R. 25. The reduction in the real size of government is measured by
the additional revenue that would need to be raised to keep the real size of government constant evaluated at the
FairTax’s 23% tax-inclusive rate. This analysis also estimates the macroeconomic impacts where the real size of
the federal government is held constant. In addition, this analysis presents estimates whereby government
consumption is assumed to add to the productive capacity of the US economy, as well as estimates where it does
not. This contrast isimportant to better understand the potential impact of a contraction in the real size of
government on the US economy.

In ahighly stylized approach, this analysis attempts to capture the productivity impact of areduction in the real
size of government through areduction in real spending on public infrastructure. In particular, the reduction in
the real size of government is assumed to be spread evenly across all government consumption and investment.
This reduction in the stock of public capital reduces US productivity.|9] Estimates of the impact of public
capital on US productivity follow CBO (2021). There are, of course, other types of government spending that
can impact US productivity (e.g., education and training, research and development) that are not taken into
account in this analysis but would further reduce the net positive macroeconomic impact reported.| 10| Of
course, the composition of government spending after the significant real reduction in total government
expenditures from the FairTax is highly uncertain.

Narrow-based sales tax

This analysis also considers a narrow-based sales tax. While, in principle, consumption taxes, such asthe
FairTax should include all consumption expenditures, in practice, consumption taxes, whether state and local
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sales taxes or the value-added taxes (VATS) imposed in most other countries are seldom applied to such a broad
base even in the presence of low-income subsidies.
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Table C-2. Tax base under the FairTax and a nharrow-based national retail sales tax (2021)

Amount Excluded
Category ($B) FairTax Narrow
Housing
Existing residential housing and improvements 558
Rental housing 600 v
New home purchases 509 v
Household utilities and fuels 396
Total 2,063
"Retail"
Groceries and other food items 1,204 v
Clothing & footwear 476
Furnishings 775
Motor vehicles 1,342
Personal items 145
Recreation (including video, audio, computers, sports,
and recreational) 1,175
Food services (including restaurants) 929
Tobacco 107
Total 6,153
"Services"
Health care 3,255 v
Public transportation 139
Communication 296
Recreation (excluding video, audio, computers, sports,
and recreational) 306
Education 306
Vocational, primary, secondary and higher
education (out-of-pocket expenses) 293 v v
Finance and insurance 1,378
Medical care and insurance 213 v
Personal care 293
Accommodations (including hotel services) 132
Religious and charitable organizations 232 v v
Professional and other services 227
Nonprofit organizations 466
Total 7,027
Other
State and local government expenditures 1,170
Federal government expenditures 1,247
Indirect and excise sales tax -787 v
Total Exempt Goods and Services 526 6,305
Total Tax Base 17,134 10,567
% 100% 62%

Source: US Bureau of Economic Analysis; EY analysis.
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Consumption items, such as food consumed at home, education, or health care services are often excluded from
state and local sales taxes or VATSsto reduce the tax burden on low-income households or for social reasons.
Most states exempt prescription drugs, most medical and education services, as well as most housing services.
Many also exempt food for home consumption or tax it at alower preferential rate. Standard VAT exemptions
among OECD countries, for example, include health care, education, and financial services. One study
estimated that only 21% of personal consumption expenditures were subject to state and local sales taxes.[11]
Asdisplayed in Table C-2, the narrow base used for this analysisis estimated to be 62% of the FairTax base.

2. Non-compliance under anational retail sales tax

The federal tax system has arate of compliance of roughly 85%.[12] Compliance tends to be very high when
tax iswithheld and reported to the government. Information reporting of various types also help improve
compliance. The rate of compliance varies widely depending on withholding and reporting requirements. For
the individual income tax, for example, items that are subject to substantial information reporting, such as wages
and salaries, have a compliance rate of roughly 99%, while items that are subject to little or no information
reporting, such as farm income, proprietor income, and rents and royalties, have arate of compliance below
50%.

Unlike the current federal tax system which isimposed on and collected in some form from most households
and business, the FairTax, similar to state and local sales taxes, would largely be collected only from those
businesses that sell final goods and services to consumers.

Although state and local sales taxes might be similar in form to the FairTax and could potentially serve asa
guide for expected compliance, the tax rate under the FairTax would be multiples of the 7% to 8% average state
and local tax rate. Nevertheless, some research suggests that non-compliance of state sales and use taxes has
been between roughly 5% to 20%.[ 13] [ 14]

The VATsin other countries also do not provide a useful guide because their structure has built-in self-
compliance because a taxpayer only receives acredit for tax previously paid if such tax isreported, afeature
absent from salestaxes, and VATs are typically not imposed at rates above 20%, well below the FairTax’s tax
rate.

This analysis evaluates the FairTax assuming two rates of non-compliance: 15% and 30%.[ 15| The 15% non-
compliance rate is similar to the experience with the current federal tax system. The 30% reflects the likely
significant compliance challenges that could be faced by a national retail salestax at the rate proposed in H.R.
25 or estimated below. These two rates of non-compliance correspond to what the 2005 President’ s Advisory
Panel on Federal Tax Reform used in its analysis of the FairTax. The non-compliance rate for government
consumption is assumed to be 0%.

3. Cost of the Family Consumption Allowance (FCA)

As described above, the FCA rebatesto all families the tax paid at the poverty level under the FairTax tax rate.

| 16] This analysis uses the official 2022 poverty levels by family size published by the Department of Health
and Human Services. The poverty levels are adjusted for inflation over the 10-year budget window using the
CBO'sinflation forecast. The poverty levels are then multiplied by the tax-inclusive tax rate, as specified by
H.R.25, and the number of families (by size) as reported by the US Census Bureau in each year.[17] Asan
illustration, the FCA under the 23% tax-inclusive rate specified by H.R. 25 is estimated to cost $19.7 trillion
over the 10-year budget window. The FairTax rate is about 4 percentage points higher than otherwise to cover
the cost of the FCA.. The cost of the FCA reflected in the macroeconomic modeling is dependent on the revenue
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neutral rates presented below.

4. FairTax revenue and revenue or “government spending” neutral tax rates

This analysis estimates the revenue shortfall under the FairTax’ s 23% tax-inclusive rate after covering the
revenue from the existing federal individual and corporate income taxes, payroll taxes, and the estate and gift
taxes. Current revenue is from the Congressional Budget Office's current law baseline over the 10-year budget
window from 2025 through 2034, which totals $58.9 trillion (or 17% of GDP over the 10-years). The
calculations include the cost of the FCA and, depending on the scenario, non-compliance at rates of 0%, 15%,
or 30% applied to nongovernment consumption.

The FairTax would result in areduction in the real size of government measured by the revenue shortfall at its
standard rate. This analysis reports the average annual revenue shortfall over the 10-year budget window
assuming non-compliance at rates of 0%, 15%, and 30%. The analysis aso reports revenue or “spending
neutral” tax rates where the real size of the federal government is held constant. These rates are cal culated under
both the FairTax base and a harrow-tax base with the adjustments as described above. Both tax-inclusive and
tax-exclusive rates are reported.

Caveats and limitations

Any modeling effort is only an approximate depiction of the economic forces it seeks to represent, and the
economic model developed for this analysisis no exception. Although various limitations and caveats might be
listed, several are particularly noteworthy. These caveats and limitations are both additions to and re-emphasis
of those covered in the description of our modeling of the FairTax:

e Estimated macroeconomic impacts based on stylized depiction of US economy. The general
equilibrium model used for thisanalysisis, by its very nature, a stylized depiction of the US economy. As
such, it cannot capture all of the detail of the US economy, the existing US tax system, or the FairTax.

e Estimated macroeconomic impacts presented under two different non-compliance assumptions.
This analysis presents estimates based on two different assumptions on non-compliance: 15% and 30%.
The 15% is generally reflective of non-compliance under the current federal tax system and perhaps
consistent with some of the experience with state sales and use taxes, at |east before the Wayfair decision.
The high tax rates under the FairTax are likely to put significant pressure on compliance. This analysis
makes no judgement regarding what level of non-compliance islikely under the FairTax, but instead
presents the range of estimates to indicate how the macroeconomic impacts vary under each.

e Estimated macroeconomic impacts limited by calibration. This model is calibrated to represent the US
economy and then forecast forward. However, because any particular year may reflect unique events and
also may not represent the economy in the future, no particular baseline year is completely generalizable.

e Estimatesarelimited by available public infor mation. The analysis relies on information reported by
government agencies (primarily the Bureau of Economic Analysis and Internal Revenue Service). The
analysis did not attempt to verify or validate this information using sources other than those described in
this appendix.

e Estimatesdo not reflect OECD BEPS Pillar Two. If the United States were to enact the FairTax, US
companies would pay no federal corporate income tax on their domestic operations. Under Pillar Two's
Undertaxed Profits Rule (UTPR), any such US company with aforeign affiliate would still owe income
tax on its US operations, but payable to one or more foreign governments and cal culated using the Global
Anti-Base Erosion (GIoBE) base and a 15% rate. This analysis makes no attempt to reflect Pillar Twoin
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the estimates.

e Full employment model. Thisanalysis model, like many general equilibrium models, focuses on the
long-run growth effects of policy changes and thus relies on afull employment assumption (i.e., thereis
no involuntary unemployment). Any increase in labor supply is avoluntary response to achangein
income or the return to labor that makes households choose to substitute between consumption and
leisure. To provide a high-level measure of the potential employment impacts, ajob-equivalents measure
has been included in thisanalysis results. Job-equivalent impacts are defined as the change in total labor
income divided by the baseline average labor income per job.[ 18]

e State policies are not modeled. The simulations do not account for interactions with or potential changes
in state policies. The FairTax proposal envisions at least some potential coordination of state sales and use
taxes with the national retail sales tax with commensurate administrative and compliance benefits.
However, the repeal of the federal individual and corporate incomes taxes, payroll taxes, and the estate
and gift tax, may impact the administration of and compliance with similar state level taxes.

e Estimatesdo not reflect OECD BEPS Pillar Two. If the United States were to enact the FairTax, US
companies would pay no federal corporate income tax on their domestic operations. Under Pillar Two's
Undertaxed Profits Rule (UTPR), any such US company with one or more foreign affiliates may owe
additional income tax on its US operations, payable to one or more foreign governments and cal cul ated
using the Global Anti-Base Erosion (GIoBE) base and a 15% rate. This analysis makes no attempt to
reflect Pillar Two in the estimates.
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