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 n The four leading conservative 
tax reform plans are the Hall–
Rabushka flat tax, the new flat 
tax, a national sales tax, and a 
business transfer tax.

 n These tax reform plans are eco-
nomically equivalent consump-
tion taxes.

 n Each is a consumption tax with 
an equivalent tax base, and 
each would have the same tax 
rate to raise a given amount of 
tax revenue.

 n They would have the same eco-
nomic effects.

 n The differences among them are 
the result of secondary design 
choices that lead to variations in 
their tax bases.

 n In almost all cases, the four tax 
systems could emulate one 
another on secondary design 
choices, such as in their treat-
ment of tax-exempt organiza-
tions, the size of family and 
personal allowances, and health 
insurance and health services.

 n The choice among them, 
therefore, rests on non-
economic grounds.

Abstract
The four leading conservative tax reform plans are the Hall–Rabushka 
flat tax, the new flat tax, a national sales tax, and a business transfer 
tax. Each is a consumption tax with an equivalent tax base. Except for 
secondary design choices and the choice of which taxes to replace, each 
would apply the same tax rate to raise a given amount of tax revenue. 
They would also have the same economic effects. The choice among 
them, therefore, rests on non-economic grounds.

Over the past three decades, conservatives have proposed four 
different types of consumption taxes:

1. A national sales tax,

2. A business transfer tax,

3. The Hall–rabushka–Armey–Forbes flat tax, and

4. The “new flat tax,” also known as an expenditure tax, consumed 
income tax, inflow-outflow tax, or cash flow tax.

Few understand that, despite their administrative differences, they 
are economically equivalent consumption taxes.1

This paper demonstrates their equivalence. each of these four 
tax reform proposals has an equivalent consumption base. except 
for secondary design choices and the choice of which taxes they 
would replace, they would apply the same tax rate to raise a given 
amount of revenue.

This paper, in its entirety, can be found at http://report.heritage.org/bg2978
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A Brief History of  
Conservative Tax Reform Plans

conservatives have proposed tax reform plans 
based on four different types of consumption taxes.

National Sales Tax. In a properly constructed 
sales tax, all purchases by consumers of goods and 
services for consumption would be taxed, but inter-
mediate goods and capital goods used to produce 
those consumer goods and services would not be 
taxed. The output produced by capital or interme-
diate goods and services would be taxed when the 
goods or services that they produce are sold to retail 
consumers.2

most state sales taxes are deficient in three 
important respects:

1. They exempt most services from tax.

2. They exempt many goods from tax, introduc-
ing economic distortions, unfairness, and com-
plexity, thus requiring a higher tax rate on those 
goods or services that remain subject to tax.

3. They tax many business inputs, creating a hid-
den cascading tax on a tax.3

Two national sales tax plans have been intro-
duced in congress. The first was the Schaefer–Tauz-

in National retail Sales Tax Act in 1996.4 The second 
was the FairTax, originally introduced by represen-
tative John Linder (r–GA) in 1999.5 representative 
rob Woodall (r–GA) is now the lead sponsor of the 
FairTax.6 The primary difference between the two 
is that the FairTax replaces payroll taxes as well as 
the income tax and therefore has a higher tax rate 
because the FairTax replaces more revenue. both 
tax consumption of goods and services without 
exception, and both exempt all inputs. both plans 
contain rebates, provided monthly in advance, of 
sales tax paid on spending up to the poverty level to 
make the plan progressive.

Business Transfer Tax. A business transfer tax 
(bTT) is a consumption tax collected at the business 
level. The tax base is gross receipts from the sale 
of goods and services by businesses less purchas-
es from other businesses (including the purchase 
of capital goods). Financial receipts and disburse-
ments (e.g., interest and dividends) are disregarded. 
Thus, the overall tax base is output less investment, 
which equals consumption.

The first bTT was introduced as the business tax 
in the USA Tax by Senator Sam Nunn (D–GA) and 
Senator Pete Domenici (r–Nm) in 1995.7 A nation-
al sales tax–business transfer tax plan (sometimes 
referred to as the beST Tax) was introduced by 
Senator Jim Demint (r–Sc)8 in 2005.9 represen-

1. The tax reform plans as introduced in Congress have small differences, of course, due to secondary design choices. Yet in almost all cases, 
they can be made to emulate each other because each of the four approaches is a general consumption tax.

2. See David R. Burton and Dan R. Mastromarco, “Emancipating America from the Income Tax,” Cato Institute Policy Analysis No. 272, April 15, 1997, 
http://www.cato.org/pubs/pas/pa-272es.html (accessed November 6, 2014); David R. Burton, “The National Sales Tax Alternative,” in Jack 
Kemp and Ken Blackwell, eds., The IRS v. the People: Time for Real Tax Reform (Washington, DC: The Heritage Foundation, 1999); and Neal Boortz 
and John Linder, The Fair Tax Book: Saying Goodbye to the Income Tax and the IRS (New York: HarperCollins Publishers, 2006).

3. For example, see Robert Cline et al., “Sales Taxation of Business Inputs: Existing Tax Distortions and the Consequences of Extending the Sales 
Tax to Business Services,” Council on State Taxation, January 25, 2005,  
http://www.ncsl.org/documents/standcomm/sccomfc/Business-Inputs-Study.pdf (accessed November 6, 2014), and John L. Mikesell, “The 
American Retail Sales Tax: Considerations on Their Structure, Operations, and Potential as a Foundation for a Federal Sales Tax,” National Tax 
Journal, Vol. 50, No. 1 (March 1997), http://ntj.tax.org/wwtax%5Cntjrec.nsf/6735AB85D134786885256863004A5944/$FILE/v50n1149.pdf 
(accessed November 6, 2014).

4. Representatives Daniel Schaefer (R–CO) and William Tauzin (D–LA) introduced the first national sales tax bill, the National Retail Sales Tax 
Act (H.R. 3039) in the 104th Congress in 1996.

5. Representatives Linder and Collin Peterson (D–MN) first introduced the FairTax (H.R. 2525) in the 106th Congress in 1999. It was most 
recently reintroduced as H.R. 25 in the 113th Congress.

6. Representative Woodall became the lead sponsor after Representative Linder’s retirement.

7. The USA Tax Act, S. 722, 104th Congress (1995). See also Lawrence Seidman, The USA Tax: A Progressive Consumption Tax (Cambridge, MA: 
MIT Press, 1997).

8. Former Senator DeMint is president of The Heritage Foundation.

9. S. 1921, 109th Cong., 1st Sess. (2005). See David R. Burton, “The BEST Tax,” testimony before the President’s Advisory Panel on Federal Tax 
Reform, May 11–12, 2005, http://govinfo.library.unt.edu/taxreformpanel/meetings/docs/burton_052005.ppt (accessed November 6, 2014).
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tative Paul ryan (r–WI) introduced a business 
transfer tax as part of his A Roadmap for America’s 
Future in 2008.10

Hall–Rabushka Flat Tax. The Hall–rabushka 
flat tax was proposed by economists robert Hall 
and Alvin rabushka in their 1985 book The Flat 
Tax.11 It was first introduced in congress by Sena-
tor Dennis Deconcini (D–AZ) and Senator Steven 
Symms (r–ID)12 and later by House majority Lead-
er Dick Armey (r–TX) and Senator richard Shelby 
(r–AL).13 It was aggressively promoted by Forbes 
magazine editor in chief and two time presidential 
candidate Steve Forbes.14 The X Tax, a graduated 
rate version of this tax plan, was proposed by econ-
omist David bradford.15 In November 2005, Presi-
dent George W. bush’s Advisory Panel on Federal 
Tax reform proposed a graduated rate version of 
this plan.16 In the current congress, an optional flat 
tax that would retain the current tax system, but 
permit individuals to elect to be taxed under a ver-
sion of the flat tax, has been introduced by repre-
sentative michael burgess (r–TX).17

The Hall–rabushka flat tax is the same as a busi-
ness transfer tax except businesses may deduct 
wages paid and wages are instead taxed at the indi-
vidual level. A substantial standard deduction and 
dependent exemption are provided to make the 
tax progressive.

The New Flat Tax. The new flat tax imposes a tax 
on gross income less outlays made to earn income. 
many economists over the years have regarded this 
as the proper definition of income for tax purposes.18 
Today, it is more typically described as having a tax 
base equal to income minus savings and investment, 
which equals consumption.

The “new flat tax” was proposed by The Heritage 
Foundation in 2011.19 It is “new” in the sense of being 
different from the Hall–rabushka flat tax, which has 
been familiar to conservatives since 1985, but the idea 
was proposed at least as early as 1848 by John Stuart 
mill.20 This approach to taxation has gone under many 
names over the years. The most notable proponent of 
this approach during the early 20th century was econo-
mist Irving Fisher, who argued, as did mill before him, 

10. U.S. House of Representatives, Committee on the Budget, A Roadmap for America’s Future, Version 2.0, January 2010,  
http://roadmap.republicans.budget.house.gov/plan/#federaltaxreform (accessed November 6, 2014), introduced as Title VI of H.R. 6110, 
110th Cong., 2nd Sess. (2008).

11. Robert E. Hall and Alvin Rabushka, The Flat Tax, 2nd ed. (Stanford, CA: Hoover Institution Press, 1995). See also Daniel J. Mitchell, “Make 
Taxes Simple and Fair: Enact the Flat Tax,” in Kemp and Blackwell, The IRS v. the People.

12. The Flat Tax, S. 321, 99th Cong., 1st Sess. (1985).

13. H.R. 1040, 105th Cong., 1st Sess. (1997), S. 1040, 105th Cong., 1st Sess. (1997). It has been introduced in many subsequent Congresses.

14. See Steve Forbes, “The Moral Case for the Flat Tax,” Imprimis, October 1996,  
http://imprimis.hillsdale.edu/file/archives/pdf/1996_10_Imprimis.pdf (accessed November 6, 2014), and Steve Forbes, Flat Tax Revolution: 
Using a Postcard to Abolish the IRS (Washington, DC: Regnery Publishing, 2005).

15. David F. Bradford, Untangling the Income Tax (Cambridge, MA: Harvard University Press, 1986).

16. President’s Advisory Panel on Federal Tax Reform, Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax System, November 2005,  
http://govinfo.library.unt.edu/taxreformpanel/final-report/index.html (accessed November 6, 2014). This version was also border-adjusted, 
unlike the original Hall–Rabushka plan.

17. H.R. 1040, 113th Cong., 1st Sess. (2013).

18. Among the prominent economists who made this argument were John Stuart Mill in the 19th century, Yale economist Irving Fisher in the early 
20th century, and Norman Ture, who was Under Secretary of the Treasury in the Reagan Administration, in the late 20th century.

19. For descriptions of the new flat tax plan, see The Heritage Foundation, Saving the American Dream: The Heritage Plan to Fix the Debt, Cut 
Spending, and Restore Prosperity, 2011, http://savingthedream.org/about-the-plan/plan-details/SavAmerDream.pdf; J. D. Foster, “The New Flat 
Tax: Easy as One, Two, Three,” Heritage Foundation Backgrounder No. 2631, December 13, 2011,  
http://www.heritage.org/research/reports/2011/12/the-new-flat-tax-easy-as-one-two-three; and S. Con.Res.44, § 504, 112th Congress, 2nd 
Sess. (2012).

20. Thomas Hobbes wrote in support of consumption taxation. Thomas Hobbes, Leviathan (London: 1651), chap. “Equall Taxes,”  
http://www.gutenberg.org/files/3207/3207-h/3207-h.htm#link2H_4_0426 (accessed November 6, 2014). John Stuart Mill described a 
proper income tax as what today would usually be called a consumed income or cash flow tax. John Stuart Mill, “On the General Principles of 
Taxation,” in Principles of Political Economy with Some of Their Applications to Social Philosophy (London: Longmans, Green and Co., 1848), Book V, 
Chap. II, http://www.econlib.org/library/Mill/mlP64.html (accessed November 6, 2014).
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that this approach was the proper way to structure 
an income tax.21 economist Nicholas Kaldor called 
it an expenditure tax in his 1955 book.22 During the 
late 20th century, it typically was called a consumed 
income tax, inflow-outflow tax, or cash flow tax.23

Graduated rate versions have been introduced in 
congress, first in 1985 by representative cecil Hef-
tel (D–HI)24 and then as the individual tax in the USA 
Tax by Senator Nunn and Senator Domenici in 1995.25

both the Heritage Foundation flat rate proposal and 
the graduated tax rate proposals introduced in con-
gress contain provisions making them progressive.

The Equivalence of  
Consumption Tax Bases

In the discussion below, the tax bases for the four 
types of consumptions taxes are expressed as an 
equation, with the following variables: C (Consump-
tion), O (Output), I (Investment), W (Wages), Y (Income), 
and S (Savings).

Retail Sales Tax. A sales tax taxes the consump-
tion of goods and services when sold to consumers:

Business Transfer Tax. Output is the value of all 
goods and services produced. Output (i.e., goods and 
services) is either consumption goods and services or 
investment. Output would be measured as the gross 
receipts from the sale of goods and services by busi-
nesses. Investment would be the purchase of capital 
goods. Financial receipts and disbursements (e.g., 
interest and dividends) would be disregarded. The tax 
base is output (the value of all goods and services pro-
duced) less all intermediate and capital goods (invest-
ment) that produced that output (i.e., consumption):

Hall–Rabushka Flat Tax. In effect, the Hall–
rabushka flat tax is the same as a business transfer 
tax except businesses may deduct wages paid:

Wages—and only wages—are then taxed at the 
individual level:

Thus, the overall tax base is output less invest-
ment, i.e., consumption:

The New Flat Tax. Income is either used to fund 
consumption or saved. Income less net savings is 
another way of calculating consumption.

21. Irving Fisher, “Income in Theory and Income Taxation in Practice,” Econometrica, Vol. 5, No. 1 (January 1937), pp. 1–51, and Irving Fisher, “The 
Double Taxation of Savings,” American Economic Review, Vol. 29, No. 1 (March 1939), http://www.jstor.org/stable/1806984  
(accessed November 6, 2014). See also Irving Fisher and Herbert W. Fisher, Constructive Income Taxation (New York: Harper, 1942).

22. Nicholas Kaldor, An Expenditure Tax (New York: Macmillan, 1955).

23. William D. Andrews, “A Consumption-Type or Cash Flow Personal Income Tax,” Harvard Law Review, Vol. 87, No. 6 (April 1974), pp. 1113–1188; 
U.S. Department of the Treasury, Blueprints for Basic Tax Reform, January 17, 1977, http://www.treasury.gov/resource-center/tax-policy/Pages/
blueprints-index.aspx (accessed November 6, 2014) (Tax Analysts published a second edition (1984) with some additional material.); J. E. Meade, 
The Structure and Reform of Direct Taxation, Institute for Fiscal Studies (London: George Allen & Unwin, 1978); Henry J. Aaron and Harvey Galper, 
Assessing Tax Reform (Washington, DC: Brookings Institution, 1985); and Norman B. Ture, “The Inflow Outflow Tax—A Saving-Deferred Neutral Tax 
System,” Institute for Research on the Economics of Taxation, 1997, http://iret.org/pub/inflow_outflow.pdf (accessed November 6, 2014).

24. H.R. 1165, 99th Cong., 1st Sess. (1985).

25. USA [Unlimited Savings Allowance] Tax Act, S. 722, 104th Cong., 1st Sess. (1995).

Sales Tax Base = Consumption

= C

BTT Tax Base = Output – Investment = Consumption

= O – I

= C

Business Flat Tax Base = Output – Investment – Wages

= O – I – W

= C – W

Individual Flat Tax Base = Wages

= W

Flat Tax Base = Business Flat Tax Base + Individual Flat Tax Base

= Output – Investment – Wages + Wages

= O – I – W + W

= O – I

= C

Expenditure Tax Base = Income – Savings

= Y – S

= C
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Some Notes on the Above
For a consumed income tax to properly mea-

sure consumption, debt incurred must be includ-
ed in taxable income and debt principal payments 
must be deductible. Otherwise, there may be arbi-
trage opportunities in which debt is incurred to 
fund payments into financial accounts that gener-
ate deductions.

The preceding discussion assumes away inter-
national transactions. In general, a sales tax and a 
business transfer tax are both destination principle 
and territorial taxes.26 The Hall–rabushka–Forbes–
Armey flat tax was territorial, but origin principle.27 
The bush tax reform panel, however, proposed a 
destination principle (i.e., border-adjusted) version. 
most versions of a consumed income tax are territo-
rial, but maintain a residence principle for the pur-
poses of taxing individuals.

In almost all cases, the four tax systems can be 
made to emulate one another on issues such as tax-
exempt organizations, the tax treatment of owner-
occupied housing, the tax treatment of government 
consumption, the size of family and personal allow-
ances, the tax treatment of financial intermediation 
services, the tax treatment of health insurance and 
health services, the tax treatment of insurance and 
risk intermediation, the tax treatment of educa-
tional and job-training expenses, the tax treatment 
of mixed-use property or previously used property, 
and transition issues. These secondary design choic-
es lead to tax base variations in the proposals that 
have been introduced in congress.

A credit invoice value-added tax (VAT), as 
imposed throughout the european Union, is also a 
consumption tax. This type of VAT is called a goods 
and services tax (GST) in canada, Australia, and 
New Zealand. The Japanese consumption tax is also 
a credit invoice VAT. A credit invoice VAT is imposed 
at each stage of production. businesses receive a tax 
credit for the tax paid on their inputs (purchases 
from other businesses of intermediate goods and 
services and capital goods). This credit prevents 
cascading. Although administratively complex, the 
overall tax base of a credit invoice VAT is output less 
investment, which equals consumption.28

Conclusion
The four conservative tax reform plans are all 

consumption taxes and, except for secondary design 
choices and the choice of which taxes to replace, 
would have the same tax rate to raise a given amount 
of tax revenue. They would also have the same eco-
nomic effects. The choice among them, therefore, 
rests on non-economic grounds, including political 
and administrative considerations and judgments 
about issues such as transparency and whether the 
reform can be sustained in the long run.

—David R. Burton is Senior Fellow in Economic 
Policy in the Thomas A. Roe Institute for Economic 
Policy Studies, of the Institute for Economic Freedom 
and Opportunity, at The Heritage Foundation.

26. A destination principle tax taxes goods or services based on where they are consumed. A territorial tax taxes income earned within a territory 
or jurisdiction. A worldwide tax system, in contrast, taxes a jurisdiction’s residents on their income earned both within and without the taxing 
jurisdiction.

27. An origin principle tax taxes income or consumption based on the source or origin of the income or where the consumption goods or services 
originated.

28. In theory, there can be an income-type value-added tax, in which credits for purchases of capital goods are delayed in a manner analogous to 
the manner in which the income tax delays business deductions for the purchase of capital equipment. So far as the author knows, all existing 
VATs are of the consumption type. For a discussion of the mechanics of a value-added tax, see U.S. Department of the Treasury, Tax Reform for 
Fairness, Simplicity, and Economic Growth, Vol. 3: Value-Added Tax, November 1, 1984, pp. 5–16,  
http://www.treasury.gov/resource-center/tax-policy/Documents/tres84v3All.pdf (accessed November 6, 2014).


