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The National Retail Federation is the world's largest retail trade association, with membership that comprises all retail formats and channels of distribution including department, specialty, discount, catalog, Internet and independent stores as well as the industry's key trading partners of retail goods and services. NRF represents an industry with more than 1.4 million U.S. retail establishments, more than 23 million employees - about one in five American workers - and 2004 sales of $4.1 trillion. As the industry umbrella group, NRF also represents more than 100 state, national and international retail associations.
Summary of Comments


Members of the National Retail Federation believe that the most important aspect of any tax reform measure is its impact on the economy and jobs.  Consumer spending represents two-thirds of GDP, and one-in-five Americans are employed in the retail industry.  The NRF believes that replacing our current tax system with a consumption tax, or adding a consumption tax to our current tax system, will present an unnecessary risk to our economy.  The NRF believes that a reform of the income tax, by providing a broad base and low rates, will bring the greatest economic efficiency and will not cause the economic dislocations inherent in the transition to a new tax system.

The NRF believes it is better to engage in substantial reforms of the income tax that are designed to eliminate some of the major complications in the current Internal Revenue Code and stimulate economic growth, without causing major economic dislocation.  

As many of the witnesses who appeared before the Advisory Panel admonished, a fundamental goal of reform must be to “do no harm.”  According to a study of major tax reform proposals performed for the NRF Foundation, transitioning to a consumption tax system will lead to a decline in the economy for several years and a loss of jobs, without stimulating much additional economic growth for a ten-year period.  The United States should not experiment with a brand new tax system that will put our economic future at risk.  

The NRF also opposes using tax reform as a guise to fund increases in government spending.  Many witnesses appearing before the Advisory Panel suggested adopting a VAT or National Retail Sales Tax (NRST) in addition to the income tax to provide a revenue source to pay for growing entitlements, health care reform and modifications to the income tax.  The NRF believes policymakers need to be forced to make choices with respect to how taxpayer dollars are spent, rather than being provided with a money machine to finance entitlements and other government programs.

Proposals to Replace the Income Tax with a Consumption Tax

Various options for replacing the income tax with a consumption tax were presented to the Advisory Panel, including proposals for an NRST, VAT, Flat Tax, and consumed income tax.  Economists generally agree that the economic impact of various forms of consumption taxes is similar, although the application of the taxes may differ.  

In 2000, PricewaterhouseCoopers prepared a study on Fundamental Tax Reform for the NRF Foundation.
  The study examined the impacts of replacing the income tax with an NRST or a Flat Tax.  The study’s conclusions are in line with the testimony of many of the Advisory Panel’s witnesses – although replacing the income tax with a consumption tax might bring long-term economic growth, there could be very harmful short-term and mid-term economic results.
  The study also found that the economic growth that occurred during the ten-year modeling period was relatively modest compared to the disruptions to the economy during the transition years.  Specifically, the study found that following the enactment of an NRST, the economy would decline for three years, employment would decline for four years, and consumer spending would decline for eight years.  The study found that following the enactment of a Flat Tax, the economy would decline for five years, employment would decline for five years and consumer spending would decline for six years. 

In addition to the overall impact of consumption taxes on the economy, retailers are particularly concerned with the impact of consumption taxes on our customers.  Consumption taxes are highly regressive and will raise the tax burden on lower and middle-income Americans.  This occurs because lower-income households tend to spend a higher portion of their incomes, so they will pay a higher tax relative to income level under a consumption tax than will upper income households.

Many witnesses appearing before the panel suggested that the regressive nature of consumption taxes can be addressed through the drafting process.  It is impossible to speculate with respect to all of the drafting variations that might be developed to address this problem, but it cannot easily be fixed if the current tax system is replaced on a revenue neutral basis.  If taxes are cut for the wealthy, which will occur if savings are not subject to tax, then taxes will be increased on lower and middle income taxpayers.  To illustrate, we critique a few proposals that have been presented to the Advisory Panel:

· H.R. 25, a proposal to replace the income, payroll, and estate and gift taxes with an NRST, attempts to address regressivity in two ways.  First, it repeals the payroll tax.  Second, it provides a rebate of the sales tax up to the poverty level.  A January 2005 study
 of the distributional impact of H.R. 25 found that if that bill were enacted, families with income less than $18,000 a year would get a tax cut, and families with income over $100,000 would get a tax cut.   However, families with incomes between $18,000 and $100,000 a year would have a tax increase.  Families earning between $18,000 and $35,000 a year would have the largest percentage increase in taxes.

· The BEST
 proposal would replace the income and estate and gift taxes with a combination of an NRST and a business transfer tax (BTT).  The proposal includes a rebate of the sales tax up to the poverty level, which is supposed to operate similarly to the rebate in H.R. 25
.  The proposal does not include repeal of the payroll tax, so it will cause even more of a tax increase on those earning less than $90,000 a year than was the case with H.R. 25.

· The Four-Piece Fair and Balanced Proposal
 would impose an income tax only on upper income Americans, but would also impose a 10-14% VAT.  To address the regressivity of the VAT, the proposal includes a refundable payroll tax offset.  This proposal would impose a tax increase on lower and middle-income seniors, who are currently in a consumption stage of their lives and who receive no benefit from the payroll tax offset, since they generally do not work.

Consumption Tax as an Addition to the Income Tax

Several witnesses that appeared before the advisory panel suggested that a VAT be enacted as an add-on to the current income tax system, as a means to finance social security, pay for repeal of the alternative minimum tax and other income tax reforms, and fund other governmental priorities.  This model is similar to that used in many European countries.

Adopting a VAT in addition to the income tax will lead to a higher overall level of taxes as a percent of GDP, which will not foster economic growth.  An early NRF study of an add-on VAT found that GDP would decline for four years after enactment and consumer spending would decline even longer
.  Projections will change depending on how the VAT is designed, but the study demonstrates that even when the VAT does not replace the income tax, there may be economic dislocations for a multi-year transition period.

The best evidence that a VAT will lead to substantial growth in the level of federal taxation comes from the European example.  Dan Mitchell of Heritage published a recent analysis of the European experience with VATs
.  According to Mitchell, in the mid-1960’s, before any European country adopted a VAT, the burden of government in Europe was only slightly higher than it was in the United States.  In Europe tax revenues were about 30% of GDP, while in the United States tax revenues were about 27% of GDP.  Forty years later, taxes in Europe amount to approximately 41% of GDP, while taxes in the United States remain at about 27% of GDP.  The VAT proved to be a very easy tax to raise to fund increased government spending because it is built into the price of goods and hidden from consumers.  As Mitchell points out, this explosion in social welfare spending has also created a drag on European economies.

Many of the witnesses appearing before the Advisory Panel warned that adding a consumption tax to the income tax will unnecessarily increase the overall level of complexity of our tax system.
 The dual tax system may be particularly, burdensome for small businesses, which have enough trouble meeting the burdens of collecting and remitting payroll and income tax withholdings.  

Conclusion

We urge the Advisory Panel to recommend reforms to the income tax that will simplify administration of the system and encourage economic growth without shifting the burden to those that can least afford to pay. 

�PricewaterhouseCoopers LLP, Fundamental Tax Reform:  Implications for Retailers, Consumers, and the Economy, April 2000.  A copy of the study can be found at:   � HYPERLINK "http://www.nrf.com/content/default.asp?folder=govt&file=pubs.htm" ��http://www.nrf.com/content/default.asp?folder=govt&file=pubs.htm�


� The PwC model was developed specifically to analyze tax reform plans.   It combined microsimulation models for individual and corporate income taxes with a macro-economic forecasting model, which allowed it to provide short-term transition results on an annual basis.  Id at p. 119.





� The study was performed for the National Retail Federation by the Barcroft Consulting Group.


� This proposal was presented to the panel by David Burton, who indicated that it is expected to be introduced as a bill in the Senate.


� It is unclear whether the rebate will be based on the tax rate for both the NRST and BTT, or only the tax rate for the NRST.  If it is the latter, the proposal will be even more regressive.


� This proposal was presented to the panel by Michael Graetz.


� Cambridge Research Institute, Value Added Tax, June 1980.  This study was performed for the NRF’s predecessor, the American Retail Federation, the last time that serious consideration was given to enacting a VAT in addition to the income tax.  


� Mitchell, Daniel J. A Dangerous “VAT” of New Tax Revenue, Heritage Foundation, February 24, 2005.


� For example, see remarks of Martin Feldstein at May 17, 2005 hearing of Tax Reform Advisory Panel.
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