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PROSPECTS FOR FUNDAMENTAL TAX REFORM

How Different Are Income and Consumption Taxes?

By R. GLENN HUBBARD *

Many recent proposals for fundamental tax
reform have advocated replacing the current
tax system with a broad-based consumption
tax (see e.g., Robert E. Hall and Alvin
Rabushka, 1983, 1995; Nicholas Brady, 1992;
Alliance USA, 1995). Economists’ support
for such proposals centers on gains in eco-
nomic well-being made possible by tax re-
form. Three sources of efficiency gains, it is
argued, would accompany a switch to con-
sumption taxation. First, the removal of the
current tax on returns to new saving and in-
vestment would increase capital accumulation
and, ultimately, family incomes. Second, the
consumption tax would remove distortions in
the allocation of capital across sectors and
types of capital. Third, a broad-based con-
sumption tax would avoid potentially costly
distortions of firms’ financial structures. Re-
cent estimates suggest that efficiency gains
from consumption tax reform could be sub-
stantial (see e.g., Alan J. Auerbach, 1996;
Dale W. Jorgenson, 1996).

Another group of proposals has suggested
reforming the income tax, in particular toward
taxing broad measures of income—once (see
e.g., American Law Institute, 1992; U.S. De-
partment of the Treasury, 1992). While the
debate between ‘‘income tax reform’’ and
‘‘consumption taxation reform’ often char-
acterizes the differences between the two plans
for reform as significant, I argue below that,
with respect to the efficiency gains noted
above, the distinction between reform toward
a broad-based income tax and reform toward
a broad-based consumption tax is relatively
minor. This is not to say that there are not im-
portant efficiency and distributional conse-
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quences of moving from the current tax system
to a broad-based consumption tax. Instead, I
mean simply that most such consequences can
be traced to reform of the income tax.

I. Bases of Income and Consumption Taxes

In order to illustrate the difference between
broad-based income and consumption taxes,
compare two hypothetical taxes: a pure
uniform-rate income tax and a subtraction-
method value-added tax (as a representative
consumption tax ). The base of a pure uniform-
rate income tax includes all forms of labor and
capital income; the tax applies a flat rate
against this income. Such an income tax could
be implemented by means of a business-level
(both corporate and noncorporate business)
tax on receipts less wages, materials costs, and
capital depreciation, plus a household-level
tax on wages. For simplicity, suppose that the
same ( flat) rate is imposed in both the business
and household tax. Abstracting from risk con-
siderations (see below), then, the revised in-
come tax has three components: (1) a wage
tax, (ii) a tax on returns from marginal in-
vestment projects, and (iii) a cash flow tax on
returns from existing capital and inframarginal
investment projects. Within the context of
broad-based income-tax reform, the Treasury
Department’s 1992 Comprehensive Business
Income Tax (CBIT) proposal generally fol-
lowed this model. That proposal would deny
deductibility at the business level of payments
to debt-holders and equity-holders, but it
would not tax such distributions at the investor
level. Hence, in principle, the tax base is re-
ceipts less payments for employee compen-
sation and other variable inputs and capital
depreciation charges.

Under a subtraction-method value-added
tax ( VAT), each business has a tax base equal
to the difference between receipts from sales

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



VOL. 87 NO. 2

of goods and services and purchases of goods
and services from other businesses. This mea-
sure of value added is then taxed at a fixed
rate. Because the aggregate business tax base
equals aggregate sales by businesses to non-
businesses, the tax base is equivalent to aggre-
gate consumption. As long as the tax rates are
the same, such a tax is equivalent to a
European-style credit-invoice value-added
tax.

Following the Hall-Rabushka flat tax (Hall
and Rabushka, 1983, 1995), one could equiv-
alently permit a deduction for wages at the
business level with wage taxation at the same
rate for individuals. Hence, the subtraction-
method VAT can be thought of as a combi-
nation of a wage tax and a tax on business cash
flow. Viewed in this way, (this form of) a
consumption tax is quite similar to the broad-
based income tax (at least for business taxa-
tion ). The difference between the two taxes is
that the income tax base depreciates capital
expenditures, while the consumption tax base
deducts capital expenditures.

II. Differences in the Taxation of Capital Income

The conventional description of a consump-
tion tax or a cash-flow tax assumes that all
income from capital is exempt from taxation.'
To explain this view, one can decompose the
base of the flat tax into two parts: the first is a
business cash-flow tax, the base of which is
R — I, where R is receipts from sales of goods
and services less purchases for labor and ma-
terials, and / is expenditure on capital goods;
the second is a wage tax, the base of which is
wages, W.2

Under the cash-flow tax, the present value
of depreciation allowances for one dollar of
current investment is one dollar; under the in-
come tax, the present value is less than one
dollar. For a risk-free investment project, the
tax savings from depreciation allowances rep-
resent risk-free cash flows, which the firm
would discount at the risk-free rate of interest.

" The arguments in this section draw on William M.
Gentry and Hubbard (1997).

* The subtraction-method VAT combines the two
pieces, with a base equal to R — W — [.
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For a marginal investment (one in which the
expected rate of return just equals the discount
rate ) the up-front subsidy to investment pro-
vided by expensing equals the expected future
tax payments. It is in this sense that the return
to capital is not taxed under a cash-flow tax or
a consumption tax.

Life-cycle simulation models used to eval-
uate tax reforms follow this intuition and
generally assume one risk-free return on ac-
cumulated savings (see e.g., Auerbach and
Laurence Kotlikoff, 1987; Hubbard and
Kenneth Judd, 1987; Hubbard et al., 1995). In
such models, the shift from an income tax to
a consumption tax is equivalent to forgiving
the taxation of capital income from new saving
and imposing a one-time tax on existing sav-
ing used to finance consumption.

What about inframarginal investments?
That is, in addition to risk-free projects, sup-
pose that certain entrepreneurs have access to
investments with inframarginal returns (asso-
ciated with rents to ideas, managerial skill, or
market power). In this case, rates of cash flow
in excess of the firm’s discount rate for depre-
ciation allowances are taxed. Cash flows rep-
resenting inframarginal returns are taxed
equivalently under the broad-based income tax
and the cash-flow tax (or consumption tax).
As long as the scale of inframarginal projects
is limited (and entrepreneurs’ project selection
is optimal), the tax saving from expensing
should be invested in another risk-free asset.
Hence, for inframarginal projects only the re-
turn representing the risk-free rate is untaxed
under the cash-flow tax or consumption tax.

What about risky investments? First, risky
investments generate ex post high or low re-
turns. The component of capital income that
represents luck after a risky investment has
been made can be treated like the inframar-
ginal return in the foregoing example of the
income tax and the cash-flow tax.

Second, risky investments have a higher ex
ante required rate of return than risk-free in-
vestments, reflecting a risk premium to com-
pensate savers for bearing risk. Whether either
tax system levies a tax on the risk premium
depends on how one defines a ‘‘tax.”” If a tax
is defined as an increase in expected govern-
ment revenue, then both the income tax and
the cash-flow tax include the risk premium. If,
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in contrast, a tax is an increase in the dis-
counted present value of government revenue,
then neither tax system includes the risk pre-
mium. In either case, the central point is that
the stylized income tax and the consumption
tax treat the return to risk-taking similarly.

To summarize, what is often called the re-
turn to capital can be thought of as the sum of
the risk-free return (opportunity cost), infra-
marginal returns (economic profits), and re-
turns to risk-taking (payment for bearing risk
and luck). In contrast to the base of the con-
sumption tax, the income tax includes the op-
portunity cost of capital, which equals the rate
of return on a marginal riskless project.

III. Efficiency and Distributional Consequences
of Consumption Taxation

Acknowledging that, relative to a broad-
based income tax, a consumption tax exempts
only the risk-free component of capital income
may warrant a reconsideration of the effi-
ciency and distributional consequences of a
shift toward consumption taxation. In the in-
terest of brevity, I discuss below only five
areas that need to be reconsidered: (i) saving
and investment, (ii) intersectoral and inter-
asset distortions, (iii) distortions of business
financing decisions, (iv) short-run distribu-
tional consequences (asset price effects), and
(v) long-run distributional consequences.

Saving and Investment.—Much of the in-
terest of economists and policymakers in con-
sumption taxation reflects a belief that such tax
reform will increase domestic saving and in-
vestment. While the responsiveness of saving
to changes in the net return can be large in life-
cycle simulation models, available empirical
evidence based on household data suggests
that the sensitivity of household saving to
changes in the net return is modest, at least for
most households (see e.g.. the review in Eric
M. Engen and William G. Gale [1996]). In
addition, if only the risk-free interest rate is
exempt under a consumption tax (relative to
an income tax ), the stimulus to domestic
household saving may not be large. For busi-
ness investment, however, the combination of
the shift to expensing and recent large esti-
mates of the responsiveness of investment to
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changes in the user cost of capital suggests that
consumption tax reform can still be a potent
stimulus for domestic investment (see Kevin
Hassett and Hubbard, 1997).

Intersectoral and Interasset Distortions.—
Moving to a broad-based consumption tax
eliminates current distortions in the tax treat-
ment of alternative sectors (e.g., corporate vs.
noncorporate ) and of alternative assets (e.g.,
owner-occupied housing vs. business capital ).
Efficiency gains from removing these distor-
tions are likely to be large (see e.g., the esti-
mates in Auerbach [1996]). It is important to
note, however, that these gains (essentially
arising from eliminating differential taxation
of alternative forms of capital income) can
arise entirely from income tax reform. That is,
while substantial intersectoral and interasset
gains may be achieved from a shift from the
current tax systems to a broad-based con-
sumption tax, many such gains are achievable
in a move from the current tax system to an
integrated income tax system, as in the Trea-
sury Department’s CBIT proposal.

Financial Distortions.— While life-cycle
simulation models of tax reform do not con-
sider distortions of business financing, some
evaluations of tax reform have concluded that
tax-induced distortions of corporate capital
structure and dividend decisions can generate
significant efficiency costs (see e.g., U.S. De-
partment of the Treasury, 1992). A movetoa
broad-based consumption tax of the *‘flat tax™’
form would clearly remove these distortions;
neither interest payments nor dividends is a
deductible business expense, and neither is
taxed to investors. The same outcome would
obtain under income tax reform of the CBIT
form, however.

Asset Price Effects of Tax Reform.—Con-
ventional analyses of tax reform using life-
cycle simulation models focus distributional
analysis on the short run, in particular, on asset
price effects in the transition from the current
tax system to a broad-based consumption tax.
In such models, in which there is a represen-
tative agent within a cohort, asset price effects
represent an intergenerational redistribution.
Relative to fundamental income tax reform,
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the shift to a broad-based consumption tax en-
tails two potentially significant asset price ef-
fects. For equities, the shift from depreciation
to expensing reduces the value of old capital
and equity. In life-cycle models with a repre-
sentative agent within a cohort, the decline in
the value of old capital is largely borne by
older generations, who own a disproportion-
ately large share of the capital. For debt, to the
extent that the price level rises in response to
a shift to a consumption tax, the value of ex-
isting nominal bonds falls. Other significant
asset price effects of tax reform stem from the
shift from the current tax system to a broad-
based income tax with uniform capital income
taxation. For example, the adverse conse-
quences of tax reform for the prices of existing
homes reflects this shift in the income tax. In
addition, many effects of tax reform on equity
values (e.g., through the removal of dividend
and capital gains taxes) arise from corporate
tax integration—an income tax reform—and
not from the shift to consumption taxation per
se. These effects on equity values would, for
example, have accompanied the Treasury De-
partment’s 1992 proposals via dividend exclu-
sion or CBIT."

Long-Run Distributional Consequences of
Tax Reform.—Critics of consumption tax re-
form sometimes claim that, as a tax base, con-
sumption is less equitable than income
because the benefits of not taxing capital in-
come accrue to households with high levels of
economic well-being.* Recall, however, that,
relative to a uniform income tax, a consump-
tion tax exempts from taxation only the
opportunity-cost return to capital. Using U.S.
household data, Gentry and [ (1997) found
that heterogeneity of household portfolios
within a cohort is significant, highlighting the
significance of examining consequences of
eliminating differential taxation of capital in-

* The Treasury Department’s *‘dividend exclusion’
proposal follows the CBIT proposal: for equity-holders,
dividends would neither be deductible at the business level
nor taxable at the investor level.

* This would be true, for example, if the ratio of house-
hold wealth to permanent income, ceteris paribus, in-
creases with permanent income, as suggested by Hubbard
etal. (1995).
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come in tax reform. We also found that hold-
ings of assets most easily identified with
inframarginal returns (e.g., active business in-
terests of the households) and risky returns
(e.g., equities ) are highly concentrated among
high-income and high-net-worth households.
This finding suggests a more progressive dis-
tribution of the tax change than that generated
under the assumption that all capital income
represents opportunity cost. Furthermore, our
distributional analysis indicates that this qual-
ification is economically important. Designing
**distribution tables’’ similar to those used in
practice, we find that more than one-third of
the reduction in the share of taxes paid by very
high-income households in switching from an
income tax to a consumption tax is offset by
assuming that only the risk-free return to sav-
ing is exempt from taxation in the reform.

IV. Conclusions

A shift from the current tax system to a
broad-based consumption tax is best thought
of as a two-step process. First. most elements
of consumption tax reform are consistent with
moving to a pure income tax with uniform
capital taxation. Second, for a switch from this
pure income tax to a consumption tax, the key
element of reform is replacing depreciation al-
lowances for physical investment with ex-
pensing of capital assets. These points suggest
the need for reevaluating conventional conclu-
sions about efficiency and distributional con-
sequences of tax reform. They also indicate
that fundamental income tax reform and con-
sumption tax reform are not in many regards
significantly different directions in tax reform.

Reevaluating conventional conclusions
about efficiency and distributional conse-
quences of tax reform requires at least three
extensions of current research. First, incor-
porating risk and portfolio-allocation deci-
sions in life-cycle models will improve the
ability to measure efficiency gains from tax
reform. Second, most models used to eval-
uate tax reform assume that any increase in
domestic investment in fixed capital must be
financed by increases in domestic household
saving. Because investment is likely to re-
spond more strongly than household saving
to the change in the net return accompanying
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a switch to consumption taxation, it is im-
portant to model explicitly reallocations of
funds domestically (i.e., from previously
tax-favored sectors to the domestic business
sector) and internationally (i.e., interna-
tional capital flows). Third, assessing the
distributional consequences of tax reform re-
quires more careful study of cross-sectional
differences in wealth accumulation. In par-
ticular, do households become rich by saving
and earning the opportunity-cost return on
capital or by having access to inframarginal
returns?

The observation that fundamental income
tax reform and fundamental consumption tax
reform have similar consequences also has
several implications for policy analysis of
tax reform. First, policy analysis should
study effects of tax reform on economic
well-being within cohorts as well as across
cohorts. Second, because many of the gains
made possible by consumption tax reform
can be achieved through income tax reform
(in particular, through integrating corporate
and individual income taxation), income tax
reform should occupy a prominent place in
the tax-reform debate. Finally, incremental
reforms toward integration and toward mak-
ing capital taxation more uniform may offer
a significant starting point for more funda-
mental tax reform.
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