Potential Disruption from the Move to a Consumption Tax

Robert E. Hall

The American Economic Review, Vol. 87, No. 2, Papers and Proceedings of the Hundred
and Fourth Annual Meeting of the American Economic Association. (May, 1997), pp.
147-150.

Stable URL:
http://links jstor.org/sici?sici=0002-8282%28199705%2987%3 A2%3C147%3 APDFTMT%3E2.0.CO%3B2-E

The American Economic Review is currently published by American Economic Association.

Your use of the JSTOR archive indicates your acceptance of JSTOR’s Terms and Conditions of Use, available at
http://www.jstor.org/about/terms.html. JSTOR’s Terms and Conditions of Use provides, in part, that unless you
have obtained prior permission, you may not download an entire issue of a journal or multiple copies of articles, and
you may use content in the JSTOR archive only for your personal, non-commercial use.

Please contact the publisher regarding any further use of this work. Publisher contact information may be obtained at
http://www jstor.org/journals/aca.html.

Each copy of any part of a JSTOR transmission must contain the same copyright notice that appears on the screen or
printed page of such transmission.

JSTOR is an independent not-for-profit organization dedicated to creating and preserving a digital archive of
scholarly journals. For more information regarding JSTOR, please contact support@jstor.org.

http://www.jstor.org/
Thu Mar 9 18:15:42 2006



Potential Disruption from the Move to a Consumption Tax

By ROBERT E. HALL *

Last year, when the political prospects for a
move to a consumption tax seemed brighter, I
spent some time thinking about the shocks that
would occur upon the adoption of such a tax.
Hall (1996) reports the results of that thinking
in a formal way. The potential disruptions
include:

(i) arise in the after-tax interest rate;

(ii) a decline (by the amount of the tax) in
the value of existing capital goods in re-
lation to consumption goods;

(iii) a decline in the value of housing; and

(iv) a sharp rise in the price level.

Although none of these effects calls into
question the consensus among public finance
economists that a move to a consumption tax
would lessen the deadweight burden of the tax
system, the disruption occurring around the
time of the adoption of a consumption tax is
sufficiently important that it merits an impor-
tant role in the design of the tax itself. Some
disruptions can be avoided by intelligent de-
sign, while others are intrinsic to consumption
taxation.

I. The Interest Rate

The simplest life-cycle intertemporal
general-equilibrium model indicates that the
immediate effect of replacing an income tax
with a consumption tax is to raise the after-tax
interest rate by the amount of the tax, so that
the before-tax interest rate is unchanged (Hall,
1971, 1996). The consumption tax stimulates
investment, however, and extra investment oc-
curs until the marginal product of capital falls
to the point that the interest rate returns to its
earlier after-tax level. At reasonable parameter
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values, the process of capital intensification
should take about a decade.

A recent analysis by Martin Feldstein
(1995) makes the alarming prediction that re-
placement of the existing corporate and per-
sonal income taxes with a unified consumption
tax would result in an immediate and large in-
crease in before-tax interest rates, contrary to
the standard analysis. He finds earlier studies
deficient because they do not explicitly con-
sider the effect of the removal of the corporate
income tax. Discussion of this issue enters the
difficult territory summarized by the question:
why do corporations pay dividends? Absent
twice-taxed dividends, the U.S. tax system
would tax corporate income once at the cor-
porate level and all other income (interest and
wages) once at the individual level, and it
would be amenable to the standard analysis,
particularly because the marginal rates of the
two taxes are close to each other.

Feldstein’s analysis is not carried out in a
general-equilibrium model in which consum-
ers make explicit choices about present against
future consumption, given opportunities to use
current resources to form capital rather than
for consumption. Instead, he posits a model in
which equity and debt coexist in the market in
the presence of corporate and personal income
taxes, despite a huge tax advantage for debt.
When the corporate income tax is removed,
the return to equity rises because shareholders
no longer face the burden of that tax. The in-
terest rate on debt has to rise in order to pre-
serve its historical relation to the equity rate.
Under the assumptions of Feldstein’s model, a
more reasonable story would be that the po-
tential return to equity is far below the interest
rate in the presence of the corporate tax. Firms
finance with debt alone. When the corporate
tax is removed, the potential return to equity
rises to the point where equity is viable. No
change in the interest rate occurs.

Two standard cases are well understood in
public-finance discussions of the corporate in-
come tax. First, corporations may use debt as
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the marginal source of finance for investment.
In that case, the corporate tax extracts a lump
sum from the corporate sector, and the analysis
based on just the personal income tax applies,
as outlined above. Second, corporations may
forgo dividends in order to finance investment.
In that case, the personal taxation of dividends
is on a consumption basis and does not distort
the investment decision. Only the corporate
tax rate has the distorting effect, and one may
use the standard analysis taking the corporate
tax rate to be the relevant income tax rate that
is changed to zero by the switch to the con-
sumption tax. These two cases are only illus-
trative, not exhaustive, but they do point in the
direction of the standard view.

Although Feldstein’s model does not do jus-
tice to the issue, I believe he is correct in
pointing out that the standard analysis is over-
simplified. U.S. firms do not rely exclusively
on debt finance. I will sketch out a view that
has some of the implications of Feldstein’s
work. First, the tax system distorts firms’ fi-
nancing decisions toward debt because interest
is always deductible at the corporate level but
is often not taxed at the personal level because
it is paid into retirement funds. The return to
equity enjoys the same freedom from personal
taxation but is taxed at the corporate level. The
distortion toward debt finance imposes agency
and monitoring costs on the firm and its lend-
ers or bondholders.

A consumption tax would remove the dis-
tortion and permit firms to make efficient de-
cisions about their capital structures. Firms
would use more equity and less debt to the
point where the agency costs of debt were nil,
leaving a Miller and Modigliani world where
leverage does not matter (in the relevant
range). The effect would be to raise the mar-
ginal product of capital; management input, a
complementary factor to capital, would effec-
tively increase. With a higher marginal prod-
uct of capital, the pure risk-free interest rate
and the risky rates of return of all types of
productive assets would rise, just as Feldstein
suggests. This rise in interest rates would be
accompanied by increased, not decreased, real
investment. An increase in the productivity of
existing capital raises its return, and thus the
recognition of the agency costs resulting from
the present tax system and their removal intro-
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duces some ambiguity about the impact of the
consumption tax on the return to capital. How-
ever, I believe that the magnitude of the rise
in interest rates would probably be far less than
Feldstein predicts. In addition, I believe that
corporate transactions in equity are sufficiently
small that the relevant margins for financing
investment are and will remain the ones for
which before-tax interest rates will be essen-
tially unchanged after tax reform.

Feldstein also questions the standard view
that a consumption tax would stimulate
enough investment to push the interest rate
back down to its earlier after-tax level over a
decade or so. He does not consider the stan-
dard Ramsey analysis lying behind this con-
clusion, namely, that in the long run the
interest rate will converge to a level deter-
mined by consumers’ rate of time preference
and the growth rate. Instead, he asks what level
of gross saving would be needed to sustain a
capital stock large enough to push the mar-
ginal product of capital this low. He is skep-
tical that the U.S. economy could save enough
to lower the interest rate by very much in the
longer run. Further investigation of this criti-
cism would seem to be in order. Cross-country
evidence on the failure of the Ramsey
condition may support Feldstein’s position.

Feldstein carefully avoids any welfare con-
clusions. There is a danger, however, that he
will be misinterpreted as suggesting that a con-
sumption tax would lead to a stagnant econ-
omy with high interest rates and low
investment, relative to the situation with an in-
come tax. His analysis indicates just the op-
posite. Replacement of the corporate and
personal income taxes with a consumption tax
would raise the private return to capital,
whether earned through equity or debt. An
investment boom would follow. Private incen-
tives for investment would improve substan-
tially. Feldstein fears the perverse reluctance
of Americans to save enough to take full ad-
vantage of the improvements that a consump-
tion tax would bring.

IL. Existing Capital Goods
A key feature of all consumption taxes is

that they lower the value of capital goods to
their owners, relative to the price of consump-
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tion goods. This effect is obvious in the case
of a sales tax on consumption goods, but it also
occurs in value-added and cash-flow con-
sumption taxes, which impose a tax on the sale
of capital goods.

The anticipation of the coming discontin-
uous decline in the relative value of capital
goods creates a serious transition issue. In
the period between the announcement of a
consumption tax and its imposition, there
would be stockpiling of consumer goods and
depletion of capital goods. I know of no way
around this problem other than to make the
consumption tax effective as of the date
when the public first thought it was likely to
go into effect.

There are huge distributional conse-
quences of a decline in the relative price of
capital goods. They have been discussed in
two equivalent ways. One is that the capital
stock represents the savings of the people
alive at the time the new tax goes into ef-
fect. They have saved out of after-tax dol-
lars under the income tax. Now, with a
consumption tax, they have to pay a second
time as they consume. The sudden decline
in the purchasing power of the capital stock
is the way that this double-taxation occurs.
Some economists see this effect as grossly
unfair; others see it as a highly desirable
one-time wealth tax that is completely non-
distortionary and that permits a much lower
deadweight burden of the tax system for the
future.

The second way that the decline in the
value of the capital stock enters the discus-
sion is through the tax basis. Firms have pur-
chased capital goods (fixed investment and
inventories) on the strength of the govern-
ment’s promise of deductions for deprecia-
tion or cost of goods sold. The replacement
of an income tax with a consumption tax dis-
honors these promises. Again, it is the de-
cline in the purchasing power of the capital
stock that records the effect of this change.
There is a fundamental moral question here
of whether the government should dishonor
promises of this importance. Further, one
important episode in which the government
defaults on a promise may create expecta-
tions of future defaults, with attendant
inefficiencies.
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III. Housing

Concerns about the effect of tax reform on
housing have been particularly prominent,
which is paradoxical because the effects would
be mild in relation to those already discussed.
As a first approximation, a switch from the
current income tax system to a consumption
tax would be a nonevent for housing. The rea-
son is that the existing income tax treats hous-
ing on the consumption-tax principle already.
This feature of the income tax has been widely
misunderstood. It is often noted that the in-
come tax fails to include the service value of
owner-occupied housing in its definition of in-
come. Overlooked, however, is the fact that
this exclusion is equivalent to the write-off that
a consumption tax would allow for housing.
The present value of the service flow is equal
to the amount of the write-off.

To put this another way, the move from an
income tax to a consumption tax involves
bringing the service flow of housing into the
measure of consumption and then also grant-
ing the home purchaser a deduction for the
amount paid for a house. Because these are
equal in present value, they can both be re-
moved without substantive effect.

For two reasons, however, tax reform is not
quite a nonevent for housing. First, the effect
of tax reform on the interest rate matters. If a
consumption tax energizes the corporate sec-
tor, the interest rate will rise a little, and hous-
ing values will decline correspondingly as
investment shifts away from housing to other
forms of capital. Essentially, under a con-
sumption tax, housing is treated the same as
before, but other capital is treated more favor-
ably, so relatively speaking, housing loses a
little. Second, if forward interest rates decline
in line with the Ramsey analysis, the value of
land would rise immediately. There is no sim-
ilar effect on the value of residential structures,
because they are produced goods, and their
price is controlled by supply in the longer run.

The second effect of tax reform on housing
values operates through the existing mortgage-
interest deduction. Owners of houses have a
privileged position in the current tax system
because ownership conveys the right to deduct
interest on a loan secured by the house. Under
a consumption tax, all types of interest are
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treated equally, so there is no special benefit
for housing. Because total borrowing on
houses is far below the potential maximum,
the value of this benefit is not large for many
families, but it is still an important factor. I
believe that there would be a modest decline
in the value of houses as a result of a switch
to a consumption tax.

One way to think about the disadvantage to
housing is the following: housing already en-
joys consumption-tax treatment. When other
forms of investment are stimulated by the
switch to consumption taxation, those forms
of capital already enjoying consumption-tax
treatment will suffer temporarily, as resources
are attracted to capital formation in sectors
newly eligible for consumption taxation.

IV. The Price Level

When Britain adopted consumption taxation
in 1979, the price level rose by the amount of
the new tax. This jump in prices caused sub-
stantial disruption in the economy, partly be-
cause it stimulated further rounds of wage and
price increases through indexation formulas
that failed to exclude consumption taxes from
the measured cost of living. Standard macro-
economic analysis suggests that the underlying
cause of such a price effect is the contractual
determination of wages in money terms. Un-
der an income tax, the wage is set in pretax
terms. Workers finance consumption out of
what remains of their wages after paying taxes.
Under a sales tax or a value-added tax (VAT),
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the wage is set on an after-tax basis. Workers
use their entire wages for consumption and
pay their consumption taxes as they consume.
When an income tax is replaced by a sales tax
or VAT, the wage bargain should be revised
to lower the purchasing power of wages by the
amount of the tax. This could be done either
by lowering nominal wages or by raising the
prices of consumption goods. As a practical
matter, the second always occurs.

One of the advantages of a flat tax or a per-
sonal cash-flow consumption tax is that both
leave the wage bargain in pretax form. There
is no disruptive jump in the price level. Unlike
the other effects I have discussed, the increase
in the price level is not intrinsic to a consump-
tion tax, but is the result of a particular choice
about how to administer the tax.
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