FAIRTA Xe-

FairTax.org

A FairTax® rebuttal
to remarks made by Professor Michael Graetz during the Debate on the Fair
Tax broadcast on April 15and 16, 2006 on C-SPAN2 sBook TV.

Neal Boortz, co-author of The FairTax Book, and Professor Graetz appeared on C-SPAN2’'s
Book TV to debate the FairTax. During the course of that debate Professor Graetz consistently
and erroneously attributed features to the FairTax that can best be described as material
misstatements about the FairTax. While this paper isnot atranscript of the debate, it identifies
those statements and provides additional information to correct the record with regard to the
FairTax. It adso clarifiesafew remarks made by Neal Boortz.

Graetz misstatement: “Revenue-neutral tax reform is difficult politically because there are
both winners and losers.” He aso agreed with Neal Boortz that tax reform is essential.

Fair Tax rebuttal: This statement that there has to be winners and losers assumes a static
analysis, i.e., it ignores the fact that once the income tax system is repealed and replaced with a
consumption tax such as the FairTax, the rate of economic growth will more than double what it
would otherwise be under the current system. Furthermore, out of 42 representative
income/age/marital status household types, all 42 experienced lower remaining lifetime tax rates
under the FairTax compared to what they would have under the current federal tax system.
Source: Laurence Kotlikoff, Ph.D., “Would the FairTax Raise or Lower Marginal and Average
Tax Rates?” NBER Working Paper 11831, December 2005.

Graetz misstatement: “Tax reform should not reduce taxes on the very well off.” He contends
“that it is hard to do that [tax the wealthy] without keeping some tax on income.”

Fair Tax rebuttal: Graetz does not acknowledge that atax on consumption taxes not only
current income when it is spent but also accumulated wealth when it is spent. The FairTax, asa
consumption tax, isthe only tax reform plan that taxes accumulated wealth.

According to Dr. Kotlikoff, “ Taxing consumption is effectively the same as taxing wages
plus taxing wealth. Thelogic is simple if you consider the most straightforward way of taxing
consumption, namely viaaretail salestax. In this case, when people spend their wages or their
assets on goods and services, they pay sales taxes, meaning they end up with less to consume.
Thisis no different from having the wages and wealth directly taxed, but facing no sales tax. But
what about saving one's wages and wealth and spending these funds plus accumulated interest in
the future? Doesn't this avoid the consumption tax? No. Y ou end up paying consumption taxes
not just on the original sums, but also on the accumulated interest. The same holdsif you save
your wages and wealth and give it to your kids. When they spend it, they pay consumption taxes
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on both P& [principal and interest].” Source: “The Case for the ‘FairTax,”” by Laurence J.
Kotlikoff, Ph.D., The Wall Sreet Journal, March 7, 2005.

Graetz misstatement: “The FairTax doesn’t tell you about the shift in tax burden from high-
income people to middle-income people.”

Fair Tax rebuttal: If you are measuring the tax burden appropriately you do not get this result.
Since consumption varies throughout a household’ s life cycle it is important to measure the
lifetime tax burden. According to Dr. Kotlikoff, “The FairTax would also relieve the tax burden
on middle-class workers. Since the FairTax generates a goodly portion of its revenues by
effectively taxing wealth, it can afford to have alower effective tax on wages.” Source: “The
Casefor the ‘'FairTax,”” by Laurence J. Kotlikoff, Ph.D., The Wall Street Journal, March 7,
2005.

Graetz misstatement: “A 15 percent sales tax would eliminate the income tax for over 150
million Americans, and an income tax of 25 percent with an exemption of $100,000 per family,
and that reduces payroll taxes.” [His proposal is more clearly stated in the FairTax rebuttal
below.] Graetz saysthat his proposal is arealistic proposal, and that the government has agreed
upon the numbers regarding his proposal. He further states that his salestax differs from the
FairTax in that it has some withholding, and not just retailers would be required to collect the
tax.

Fair Tax rebuttal: Graetz's proposal would have a 25 percent income tax, a 25 percent
corporate income tax, a 14 percent value-added tax (VAT), and a 15.3 percent tax on wages
accompanied by a payroll tax offset for low-income workers similar to the Earned Income Tax
Credit. Thus, his proposal would give the United States a tax system very similar to Europe.
Like the original income tax, the Graetz income tax only taxes the affluent (in his proposal those
with incomes over $100,000). It isvirtually certain that the same thing will happen to the Graetz
income tax that happened to the origina income tax. It will be modified by reducing the
exemption amount so that lower and lower income individuals pay it (or the income floor will
not be adjusted for inflation like the current AMT which is hitting more and more of the middle
class every year). We would then end up with a very substantial income tax and avery
substantial VAT.

Graetz misstatement: “The amount of money for prebate checks will be huge, $600 billion.”

Fair Tax rebuttal: Like the standard deduction and personal exemptionsin the current tax code,
the purpose of the prebate is to ensure that aminimum level of consumption is not taxed. It
should be viewed as arebate of taxes rather than as atransfer payment; that is, with the
exception of those few who spend less than the poverty level, the prebate is returning the
taxpayer’s money.

Graetz correctly quoted the Treasury Department’ s estimate of the prebate as being $600
billion; however, their figure overestimates the cost of the prebate. The amount of the prebate is
afunction of the FairTax rate times the family consumption allowance (total exempt spending).
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The higher the FairTax rate, the higher the prebate. Since the Treasury Department’ s estimate of
the FairTax rateistoo high (as explained on the following page), their prebate estimate is too
high. The actual estimate is about $429 billion, which can be contrasted with the $725 billion
currently being spent on loopholes and tax incentives under the income tax system.

Graetz misstatement: “People would become dependent on it, want it increased, and Congress
would have difficulty resisting this.”

Fair Tax rebuttal: First, asthe economy grows, the family consumption alowance on which the
prebate is based rises with increases in the cost of living, ensuring that over time households will
not pay taxes on spending up to the poverty level. Second, with a single uniform national sales
tax rate, Congress will not be able to increase the prebate without increasing the tax rate on
everyone at the cash register. Thisisunlike the current system, where no one has any idea how
the various tax preferences passed by Congress increase their income taxes.

Graetz misstatement: “My proposal will encourage savings and investment, eliminates
marriage penalties, and it isrealistic, whereas the sales tax rate required just to eliminate just the
income tax is 34 percent (according to the tax panel). With a salestax base that is the average
used throughout the states, the Treasury Department estimated the national sales tax rate at 64
percent.”

Fair Tax rebuttal: Thetax rates Graetz quotes were produced by the Treasury Department for
the President’ s Advisory Panel on Federal Tax Reform. Their estimates have several flaws.
Most notably, despite the fact that the FairTax has several features that tend toward reducing
evasion (smplicity, lower marginal rates, drastic reduction in collection points, and greater
likelihood of getting caught), the Treasury Department analysts assumed that the rate of evasion
would be twice what it isfor the income tax, i.e., the current system rate is 15 percent so they
used a 30 percent rate for the FairTax. Second, they did not compute the FairTax base as defined
in the legidation. They left out government consumption altogether (about 18 percent of the
base), and then said that the FairTax base would be the average tax base of the states. The
average tax base for the statesis no model for what would happen under the FairTax. The
FairTax taxes only final consumption of goods and services and state taxes do not. State tax
bases, for the most part, do not tax services, which are over 60 percent of personal consumption
expenditures.

Graetz misstatement: “Sec. 801.83 of HR 25 taxes imputed income from checking accounts; if
your checking account is paying you less than the federal government rate, the differenceis
taxed. If your home mortgage interest rate is higher than the federal rate, the differenceis taxed
becauseit is called afinancial service.”

Fair Tax rebuttal: Often financial institutions, rather than directly charging you for the services
they provide when servicing your loan, mortgage or checking account, charge you higher interest
rates on loans or pay you lower interest rates on checking accounts. The difference between the
market rate and the interest rate that they are charging/paying isreally acharge for servicing
your account. Yes, thisis taxable under the FairTax. However, what will most likely happenis
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that banks will go back to ssimply stating service charges outright and adjust the interest rates
they charge/pay accordingly. Then you will pay tax on the service fees rather than on the portion
of interest that isimputed to be service fees.

Graetz misstatement: “The[FairTax] baseishighly unrealistic — 84 percent of GDP, 120
percent of personal consumption expenditures. Where does the extra come from?” His answer
is by taxing state and local government employees whose wages are taxed. He further states that,
“If you are in the military working for the U.S. military government you don’t get the payroll tax
cut, there is a 23 percent tax on your payroll, and there is a sales tax of 30 percent on everything
you buy. Your payroll taxes don’'t go down.” He says that there are 20 million people who are
going to pay double taxes.

Fair Tax rebuttal: The above statement by Graetz is not accurate. The truth isthat under the
FairTax Social Security and Medicare taxes are repealed for all workers including those working
for al governmental entities, including the military. Just like al workers, military personnel no
longer have income tax withholding or payroll tax deductions taken out of their paychecks. Itis
also true that the FairTax taxes government consumption which includes the wagesiit paysto its
employees. Thereisa23 percent tax on the wages (total compensation) paid by government to
itsemployees. The tax on wages isimposed on the government as a taxable employer. The tax
is not imposed on the worker (military personnel). Later on in the debate Graetz makesit clear
that he knows the tax is on the government rather than on the worker, for he states that the 23
percent tax would be an extra burden “on government.”

Under the FairTax, the sale of goods at military exchanges and commissariesis taxable
because the FairTax is afederal salestax. However, the FairTax repeals the entire income
tax/payroll tax system so military personnel no longer pay tax on benefits of any kind and they
get their whole paycheck (an average 28 percent raise).

Today, there are no sales taxes on goods sold at military exchanges and commissaries
because only states levy sales taxes and the states do not have the authority to levy taxes on
military installations under federal jurisdiction. Legally, theinstallation is not part of the state
within which it is geographically located so that the state has no power to levy state sales taxes
there. That does not mean to say that you have been purchasing goods at military exchanges tax
free. Economic studies show that approximately 20 percent of the cost of goods and servicesis
due to embedded income/payroll taxes. They are part of the cost of doing business so the
business has to build them into its pricing structure in order to cover costs and stay in business.

Although the Fair Tax Act does not have an exemption for sales at military exchanges
and commissaries, the FairTax prebate ensures that no military personnel pay taxes on the
necessities of life. Each military household receives a monthly prebate check based on family
size which pays the federal sales taxes on spending up to the poverty level. For example, a
family of four will receive a monthly rebate check of $506 or $6,072 per year which pays the
FairTax on annual spending of $26,400. Providing tax relief by means of the prebate makes tax
enforcement much easier and it keeps the tax rate as low as possible; whereas exempting various
categories of items or persons would raise the tax rate for everybody. Go to the Frequently
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Asked Questions (FAQ) section of our Web site,
http://www.fairtax.org/site/PageServer?pagename=about_fag, then click on question number 3
which tells how the rebate works and how much spending is tax free for each household size.

Graetz misstatement: “For people to get their before-tax wage, either prices will rise or wages
will go down.” He further stated that, “[Dr. Dale] Jorgenson said that he agreed with me.” He
stated that, “Larry Kotlikoff said that wageswon’t go down but prices will go up 30 percent” and
“ Jorgenson assumes that wages will go down and therefore priceswon’t go up. One of theseis
true but not both of them.”

Fair Tax rebuttal: Economists have opposing theories on what will happen with the cost
savings resulting from the repeal of the current federal tax system. Jorgenson assumed that all
cost savings will be used to reduce prices, whereas Kotlikoff, for example, assumes that all cost
savings will go to increasing wages. Of course, both of these can’t happen. What does happen,
however, isthat relative wages and prices will have basically the same relationship to each other
asthey do today. Remember, the FairTax takes the same amount of taxes out of the economy as
the current system, however, it does so in away that getsrid of tax related distortionsin the
economy, promotes economic growth, and reduces compliance costs, so over time wages relative
to prices will rise and the standard of living will improve. Dr. Kotlikoff states that the FairTax
“would reduce the excess burden of our tax system by roughly two-thirds! A very conservative
estimate of this annual saving is 2% of GDP or about $250 billion for the coming year. Add in
the aforementioned $250 billion in wasteful tax compliance, and we're talking big bucks. But this
isstill small potatoes compared with the gains in economic growth associated with adopting the
FairTax. Over the next few decades, the FairTax would likely raise U.S. GDP by 15% relative to
its aternative value.” Source: “The Casefor the ‘FairTax,”” by Laurence J. Kotlikoff, Ph.D.,
The Wall Street Journal, March 7, 2005.

Graetz misstatement: “If you are now making $10 per hour and $3 per hour is taxes, the
FairTax people are saying that your after-tax pay will be $7 per hour.”

Fair Tax rebuttal: That could be the case, but only if oneis also assuming that all tax cost
savings to businesses from repealing the federal tax system are used to lower prices (Jorgenson
makes this assumption in his study) rather than increase wages. It could just as well be that
employers will pay the above employee $10 and reduce prices by alesser amount. Itis
important to note that the Jorgenson study did not take into account the reduction in compliance
costs, which is also a substantial source of business tax cost savings that would be available for
price decreases.

Boortz statement: “The FairTax isnot state tax reform. It isstrictly federal; states that index to
the federal income tax will have to change their taxes and many of these states will change their
exclusive tax to inclusive taxes.”

Fair Tax clarification: What Boortz is aluding to is that states will probably conform their state
salestax bases to the FairTax base and be able to replace their state income taxes with the extra
revenues generated by having a much broader state sales tax base.
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Graetz misstatement: “The FairTax aso taxes the state and local governments on every
purchase they make. . . and on the wages they pay to their employees. They are getting no relief
from the payroll tax because it is 23 percent under this bill and they are having to pay tax on all
of their purchases.”

Fair Tax rebuttal: We explain elsewhere in this rebuttal about how the FairTax just maintains
the current level of taxes on government. Preserving the current tax burden on government is
necessary to keep government from having a cost advantage over the private sector.

Graetz misstatement: “The president’s panel said that in our federalist systemitis
inappropriate for the federal government to tax the state and local governments. And | say not
just inappropriate — constitutionally questionable.”

Fair Tax rebuttal: The current federal tax system has been requiring state and local
governments to pay the employer share of Social Security taxes and Medicare taxes on their
employee’ s wages since the mid-1980s. Thislegal requirement has been upheld by the U.S.
Supreme Court.

Boortz statement: “Everybody gets treated equally. Everybody paysthetax. You givethe
state and local governments an exemption from paying the tax and all of a sudden they have a
great incentive to enter into more and more and more competition with private industry and
private businessesin their states. We're not supposed to be in the business of having
government compete with private industry. The FairTax applied across the board would be a
disincentive for that.”

Graetz misstatement: “It'san additional tax that other organizations other than the federal
government don’t pay of 23 percent of their payroll. And this meansif you are a state and local
government and you are deciding whether to hire an employee to build this road or whether to
contract it out to a private business, you can contract it out to a private business and avoid this
tax or you can have your employees and pay thistax. Soit’sadouble tax and it’sin the bill and
it'sin the base and you remove it from the base and the rate has to go up.”

Boortz statement: “Sincethisisafederal tax heis absolutely right. | concede the point. The
federal government will pay the tax at the retail level like everybody else. But then what
happens? It goes right back to the federal government. So instead of creating exclusions and the
paperwork and bureaucracy that has to go with that, the federal government just plays the game
with everybody else and in that sense it istruly arevenue-neutral event.”

Graetz misstatement: “Government is not paying atax burden today.”

Fair Tax rebuttal: Government currently pays taxes in the following ways: It hasto pay Social
Security and Medicare taxes on its employees’ wages. Government also has to pay employees
higher wages because the empl oyees have to pay income tax and payroll taxes. The same thing
goes for government purchases. Government contractors have to pay payroll taxes and pay their
employees higher wages because their employees have to pay income and payroll taxes. So, just
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like the private sector, government is paying significant taxes under the current system. Thisis
not a new burden imposed by the FairTax.

On the subject of government taxation under a consumption tax, Dr. Jorgenson remarks
that, “Here again there is competition between private and public supplies. The government can
hire people to provide the servicesit requires; alternatively, it can purchase these services from
the private sector on contract. In the interest of efficiency the two alternative formsfor obtaining
the services should be taxed in the same way. Accordingly, government payrolls should be
included in the tax base.” Source: Dale Jorgenson, Ph.D., Memorandum to Americans for Fair
Taxation, April 1996.

Graetz misstatement: “The states are not very good at collecting taxes on things that are
brought in from out of state or purchased through the internet with two exceptions, boats and
cars. ... They collect them on things that you have to go to some other state employee and
register. So that’sthe only way they are collected.”

Fair Tax rebuttal: Under current law and Supreme Court decisions, states do not have the
power to force out of state vendorsto collect their state salestax on sales made to state residents.
In other words, Ohio can not force vendors located in the other 49 states who sell to Ohio
residents to collect the Ohio sales tax on sales and remit it to the State of Ohio. Since the
FairTax isanational law of uniform application, this problem goes away. Vendorswill be
required to keep track of sales by states and collect the national FairTax on all of their sales. It
will be an easy step to collect state salestaxes aswell. Asacarrot, the bill allows states that
conform their state sales tax base to the national FairTax base to be able to require vendors to
collect their state sales taxes. Under the auspices of the Streamlined Sales Tax Project (SSTP),
the accounting software to perform this function has already been developed and in use by multi-
state online retailers selling in states participating in the SSTP. Source: “Avalara, Certified for
Streamlined Sales Tax Project, Releases SST-Certified Editions of Sage Software's ERP
Packages,” Business Wire, May 8, 2006. For more information about the SSTP, see
www.streamlinedsal estax.org.

Graetz misstatement: “People are going to behave differently in taking out home mortgages
when you start taxing them the way these people want to tax home mortgages. They’re not
going to be able to borrow as much because every month they are going to have to pay atax on
the difference between their mortgage rate and whatever the federal government can borrow at.”

Fair Tax rebuttal: The prebate will count in the calculation of how much money a person will
be able to borrow; reduced interest rates will also increase the monthly mortgage payment they
can afford. Yes, Gragetz is correct about the tax on financial intermediation services; however, he
ignores any change in the behavior of banking institutions. Once they can no longer hide the
cost of feesin interest rates, because the FairTax imputes these costs, they will go back to
explicitly stating them, and charge the FairTax on these amounts. If the FairTax did not tax
these “implicitly priced” financial intermediation services, then banks could just roll all service
chargesinto interest rates to avoid collecting the FairTax on their services.
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Boortz statement: “The embedded taxes on the price of anew home in this country are
approximately 26 percent, if my memory servesme. About 26 percent. Thetotal cost of all the
taxes paid by everybody involved in manufacturing every component of that house — taking it to
the site, erecting it, building it, painting it, hanging sheet rock. All of that. Those embedded
taxes go away. They don't exist anymore. And they’re replaced again by an inclusive 23
percent tax on the price of that home. |’ ve seen so many critics talk about the FairTax, ‘A
$300,000 home would cost $380,000 or $390,000." No it wouldn’t. It would cost $300,000...or
maybe even less if the embedded taxes are higher than the FairTax rate. Our houses are all
appreciating so it would come up to probably the same price.”

FairTax clarification: Boortz's statement is based on the findings of a 1997 study by Dale
Jorgenson, Ph.D. His study assumed that all of the tax cost savings (not including the reduction
in compliance costs, however) would be passed on in lower prices and that workers would be
getting their current net pay once the FairTax goesinto effect. Other economists’ models assume
that all of the tax cost savings end up in higher wages and/or dividends. Either way, the
relationship between wages and prices remains approximately what it is today.

Graetz misstatement: Referring to his support of the estate tax, Graetz said he doesn’'t believe
that you should be able to work hard and pass on the fruits of that effort to your heirs. “But if
you have abig exemption and alittle lower rate you still collect about $70 billion dollars per
year from the people who are inheriting wealth without working for it as opposed to taking that
$70 billion and saying that we are going to add it to the sales tax rate and everybody else is going
to pay another one or two percent.”

Fair Tax rebuttal: Neal Boortz'sreply is apt, “ Somebody worked for it and that somebody
already paid taxes on it when they earned it.” According to The Budget For Fiscal Y ear 2007,
estate and gift tax receiptsin 2005 totaled $24.8 billion, or about 1.1 percent of total federal
revenues. Although the revenues are relatively small, a number of studies have found that it
actually bringsin alot less revenue, or even could be anet revenue loser once al the costs of the
tax are taken into account. Those costs include the disincentivesit provides for investment and
entrepreneurial activity. It siphons capital away from businesses, causes the dissolution of some
businesses, imposes formidable compliance costs, and generates extensive tax avoidance
measures. All of these are distinct negatives for the economy. Those costsindicate that the
estate and gift tax’ s economic impact reaches well beyond what might be indicated by its 0.2
percent share of GDP. As noted above, the FairTax effectively taxes accumulated wealth when
itisspent. It doesnot tax wealth that isinvested in the economy, thus fueling economic growth.
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What isthe Fair Tax Plan?

The FairTax Plan is acomprehensive proposal that replaces all federal income and payroll based taxes with an
integrated approach including a progressive nationa retail sales tax, a prebate to ensure no American pays federal
taxes on spending up to the poverty level, dollar-for-dollar federal revenue replacement, and, through companion
legislation, the repeal of the 16™ Amendment. This nonpartisan legisiation (HR 25/S 1025) abolishes all federal
personal and corporate income taxes, gift, estate, capital gains, alternative minimum, Social Security, Medicare, and
self-employment taxes and replaces them with one simple, visible, federal retail sales tax —administered primarily
by existing state sales tax authorities. The IRS s disbanded and defunded. The FairTax taxes us only on what we
choose to spend on new goods or services, not on what we earn. The FairTax isafair, efficient, transparent, and
intelligent solution to the frustration and inequity of our current tax system.

What is Americans For Fair Taxation (Fair Tax.org)?

FairTax.org isanonprofit, nonpartisan, grassroots organization solely dedicated to replacing the current tax system.
The organization has hundreds of thousands of members and volunteers nationwide. Its plan supports sound
economic research, education of citizens and community leaders, and grassroots mobilization efforts. For more
information visit the Web page: www.FairTax.org or call 1-800-FAIRTAX.
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