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A response to ITEP 

Background:  The Institute on Taxation and Economic Policy study 
In early September 2004, the Institute on Taxation and Economic Policy (ITEP) released an 
unsigned paper entitled “The Effects of Replacing Most Federal Taxes with a National Sales 
Tax:  A State-by-State Distributional Analysis” in response to President Bush’s remarks 
indicating he thought a national sales tax was an idea worth exploring.   
 
The ITEP study is being used heavily by certain political candidates to frustrate the urgently 
needed public debate over which tax reform alternative should replace the broken, 
unenforceable, unfair, and punitive income tax. 
 
This paper discusses the points raised in the ITEP study and its origins so the context might be 
better understood. 
 
 
Who is ITEP? 
Analyzing the credibility of what is said by Washington pundits – how much stock to place in 
the veracity of what they say is said – is a function of knowing the political prism through which 
the pundits see the world.  ITEP is a 501(c)(3) research organization (which allows their donors 
to receive charitable deductions) that is ostensibly dedicated to a non-partisan, non-lobbying, 
educational mission.  Their 2002 Calendar Year Form 990 (the information form such 
organizations must file with the IRS) states ITEP “is a nonprofit policy research organization that 
focuses on the fields of economics and taxation.”1  However, ITEP is closely aligned if not a 
functioning arm of the Citizens for Tax Justice’s think tank.  Indeed, when you call the phone 
number listed on the study, the phone is answered “Citizens for Tax Justice.”  Their websites are 
similarly connected:  http://www.ctj.org/itep/ 
 
Citizens for Tax Justice (CTJ), in turn, is perhaps the most left-liberal extremist policy 
organization involved in the tax policy debate.  While technically non-partisan, it has opposed 
virtually every tax reduction/tax simplification/tax reform policy initiative since President 
Reagan was elected in 1980; the organization finds its warmest reception in the most liberal wing 
of the Democratic Party and its board includes many well-known, well-left-of-center Democrats 
such as Robert Reich and Robert Kuttner (see page 11).  Many of its funding sources are 
similarly well left of center (see also page 11). 
 
ITEP’s director of tax policy is Richard G. Sims, who had earlier served as chief economist and 
director of economic policy for the Arkansas General Assembly.  Sims is a proponent of tax 
increases and increases that are highly punitive of savings and investment.  He has persistently 
argued that state sales taxes are regressive, “inadequate and inequitable” and his principal goal is 
to argue for “new broad-based taxes,” the freezing or repealing of previously enacted tax cuts, 
rate hikes in sales, income, and excise taxes and temporary income "surtaxes."2  Whether he has 
read the FairTax is uncertain, but the basis for his opposition to it by comparison to state sales 
taxes is entirely unfounded as the differences between state sales taxes and the FairTax are 
substantial. 

                                                 
1 http://documents.guidestar.org/2002/042/688/2002-042688165-1-9.pdf 
2 See, http://auber.org/newsletters/April_2003/Highlights.cfm 
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Who supports the FairTax national retail sales tax? 
The current tax system blights the American economy, and the debate concerning replacement 
systems – such as a national retail sales tax – will continue until the problem of income and 
Social Security taxes is resolved.  Whether the national retail sales tax is the right plan is part of 
a national debate that will take leadership from the top, and President Bush has just recently 
thrown down the gauntlet to begin that public debate.   
 
One way of gauging political interest is to look at the membership of the organizations that 
support a national retail sales tax.  Americans For Fair Taxation (FairTax.org) – a nonpartisan 
organization dedicated solely to replacing the income tax with a national retail sales tax – is now 
the nation’s largest taxpayer organization with more than 600,000 members.  Also endorsing the 
FairTax is the National Taxpayers Union with 350,000 members.  The American Farm Bureau 
Federation with 5.5 million members includes the FairTax in its policy book.  And the list goes 
on. 
 
 
What is wrong with the findings of the ITEP study? 
The “study” is full of blatant errors of fact and misrepresentation.  The most fundamental of 
these is when the study states specifically that it “looked at” HR 25/S 1493 and goes on to 
describe some features of the legislation with accuracy.  However, it is immediately clear that 
ITEP modeled its version of the FairTax rather than the FairTax as written.  Most obviously, 
ITEP substituted its rate, rather than the rate in the legislation.  To add to this confusion, ITEP 
does not tell us exactly what rate it did use, while mentioning several possibilities.  In short, 
ITEP did not model the FairTax at all, but a tax of its own design. 
 
 
The rate:  How anyone can calculate the FairTax national retail sales tax rate necessary to 
raise the same revenue as income and payroll taxes do today 
Organizations and individuals opposing the national retail sales tax have often chosen to 
exaggerate the revenue neutral rate.  ITEP is no different. 
 
What sales tax rate is necessary to replace the current system of income and payroll taxation?  
Let’s do a simple common sense analysis. 
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The FairTax repeals personal, gift, estate, capital gains, alternative minimum, Social Security, 
Medicare, self-employment, and corporate taxes and replaces them with a tax on all new goods 
and services, without exception.  In fiscal year 2003, the current tax system generated revenues 
of about $1.67 trillion.3  In the same year, the economy produced goods and services valued at 
$11.0 trillion.4
 
Consumption in the U.S. economy was $9.5 trillion or 86.4 percent of total economic output in 
2003.  See Figure 4 on page 9. 
 
Take the taxes replaced and divide by total U.S. consumption in the U.S., you get the percentage.  
$1.67 trillion (the taxes replaced) divided by $9.5 trillion (all consumption) equals 17.6 percent.  
This is the starting point for thinking about the sales tax rate.   
 
          Total taxes replaced ......................................................................$ 1.67 trillion 
         Total consumption ........................................................................$ 9.5  trillion 
          Taxes replaced as a percentage of total consumption....................17.6  percent 
 
 
A more detailed look 
In 2001 (the latest year for which complete data is available), total adjusted gross income (i.e. 
income before personal and dependent exemptions, itemized deductions and the like) was $6.17 
trillion.5  Total consumption for the same year was $8.54 trillion or 38 percent larger.   
 
Thus, the basic building block of the FairTax base – total consumption – is 38 percent larger than 
the current tax system’s starting point – adjusted gross income.  Taxable income under the 
current system was only $4.22 trillion in 2001, only 49 percent of total consumption.  Or, stated 
differently, the FairTax base (total consumption) is more than twice the size of the income tax 
base (taxable income).  See Figure 5 on page 10. 
 

                                                 
3 As follows (fiscal years, billions of dollars): 
Figure 1 2002 2003
Individual income tax $858.3 $793.7
Corporate income tax 148 131.8
Payroll taxes 700.8 713
Estate and gift taxes 26 22
 $1,733.1 $1,660.5
  
See Economic Report of the President, Table B-81, p. 380 (available at http://www.whitehouse.gov/cea/pubs.html) 
or the Budget of the United States (available at http://www.whitehouse.gov/omb/budget/fy2005/). 
4 See, National Income and Product Accounts, Survey of Current Business, August, 2004 (available at 
http://www.bea.gov/bea/ARTICLES/2004/08August/0804NIPA_TABLES.pdf).  The $9.5 trillion figure is the sum 
of personal consumption expenditures ($7.76 trillion) and government consumption ($1.72). 
5 See IRS Statistics of Income, Table A, Individual Income Tax Returns, Selected Income and Tax Items for 
Selected Years, 1997-2001, (available at http://www.irs.gov/taxstats/article/0,,id=96586,00.html). 
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Thus the FairTax can lower marginal tax rates because its tax base is broader than the 
current tax system.  Its tax base is broader because the FairTax has no loopholes and no 
exclusions, whereas the current tax system is full of special-interest loopholes, exceptions, 
and exclusions. 
 
Calculating an exact tax rate is a bit more complex because of three things.   

• The federal fiscal year runs from October 1 to September 30 whereas the National 
Income Product Accounts are maintained on a calendar year basis, requiring adjustments. 

• The National Income Product Accounts definition of consumption and the FairTax 
definition are somewhat different and adjustments (going both ways) have to be made. 

• Lastly, and most significantly, the FairTax legislation (HR 25/S 1493) includes a rebate 
that allows each household tax-free spending up to the poverty level6.  Primarily because 
of this last point, the FairTax rate must be higher than the 17.6 percent described above.  
Depending on the year, the tax level and the economy, the required sales tax rate to 
replace the repealed taxes and provide the rebate, has been about 10 to 13 percent higher 
than the rate required simply to replace the repealed taxes.   

 
The FairTax rebate 
The FairTax rebate is provided to households on a monthly basis in advance of spending.  It is 
equal to the annual consumption allowance (spending at the poverty level) multiplied by the 
sales tax rate divided by 12.  The rebate insures that no person spending at the poverty level or 
below would pay any tax at all. 
 

Figure 2:  The Fair Tax rebate schedule 
Single head of household : Married couple 

Annual   Family  Annual Monthly : Annual  Family  Annual Monthly

consumption  size  rebate rate : consumption size  rebate rebate 

allowance            : allowance           

$9,310  1 person  $2,141 $178 : $18,620 couple  $4,283 $357 

$12,490  plus 1 child  $2,873 $239 : $21,800 plus 1 child  $5,014 $418 

$15,670  plus 2 children  $3,604 $300 : $24,980 plus 2 children  $5,745 $479 

$18,850  plus 3 children  $4,336 $361 : $28,160 plus 3 children  $6,477 $540 

$22,030  plus 4 children  $5,067 $422 : $31,340 plus 4 children  $7,208 $601 
           
Source:  FairTax.org 
 
 
Thus, a married family with two children could spend $24,980 before paying any tax and would 
have an effective tax rate of only 11.5 percent if they spent $50,000. 
 

                                                 
6 The poverty level is determined annually by the Department of Health & Human Services. 
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A tax rate of $23 out of every $100 spent may sound high, but it simply replaces taxes paid 
today, plus the rebate.  Additionally, it is important to remember that the FairTax (unlike any 
other reform plan) repeals regressive payroll taxes as well as all income taxes.  Payroll taxes 
amount to 15.3 percent of most workers wages.  Finally, only the wealthiest, biggest spenders 
pay the highest rate ($23 out of every $100) due to the progressive structure of the FairTax. 
 
Alternatively, consider wage earners in the lowest income tax bracket.  They pay 15 percent in 
income taxes (after personal and dependent exemptions and the standard deduction) and 7.65 
percent in payroll tax - paid from the first dollar earned.  That is 22.65 percent before 
considering the employer payroll tax (which most economists believe employees actually pay).  
The FairTax provides a direct rebate to each household in the amount of the sales tax on 
spending up to the poverty level, instead of indirectly using personal exemptions and a standard 
deduction to reduce taxes. 
 
 
Problems with the ITEP state-by-state analysis 
The ITEP analysis presents tables purporting to show which states and income groups gain or 
lose.  The study does not, however, choose to explain how these results were determined.  Nor 
does the study show totals that sum to the total revenue raised.  It is, therefore, impossible to 
analyze the methodology of the study or even assure that the amounts add up.  We are simply 
asked to trust the “black box” of the ITEP model, which we assume to be a static, rather than 
dynamic, model. 
 
Given the clear agenda of CTJ’s support network, there is considerable trust required here. 
 
Despite these impediments, we did attempt to reverse engineer their calculations, assuming a 
simple static analysis.  In doing so, if we use the revenue neutral rate from the FairTax 
legislation (23%), even the ITEP model appears to confirm the existing FairTax calculations. 
 
 
Tax exclusive/tax inclusive:  30 percent or 23 percent 
Because the FairTax is a replacement for the current tax system, logic dictates that FairTax rates 
be compared to the rates of the taxes it replaces.  Such taxes are imposed on a tax base before 
payroll taxes and before federal income taxes are deducted.  Economists describe this calculation 
as “tax inclusive.”  To compare apples to apples the FairTax is, unlike most state sales taxes, 
quoted on a tax inclusive basis. 
 
Should the FairTax be compared to state sales taxes, which are applied in a similar manner to the 
FairTax, the “tax exclusive” rate would be 29.9 percent.  If current income and Social Security 
taxes were quoted on this basis, the rates on middle class taxpayers would be 55 percent and 76 
percent if you take into account the hidden employer payroll tax that most economists believe is 
borne by workers. 
 
Typically, state sales taxes are imposed on a tax exclusive basis.   
 

-6- 



A response to ITEP 

Two examples clarify this point. 
 
First example:  Income tax rate viewpoint 
Assume a worker earns $100.  Under the income tax, a worker/consumer would have $20 dollars 
withheld from his paycheck, and have $80 left over to buy a CD player at Wal-Mart.  The tax 
rate is $20 divided by $100 or 20 percent.   
 
Now assume a worker walks into Wal-Mart with $100, pays $80 for the CD player and $20 in 
sales tax.  The tax rate is $20 divided by $80 resulting in a rate of 25 percent.   
 
Without proper examination, or through deceptive detractors, one might come to believe 
taxpayers are paying more via the sales tax computation when the taxes are exactly the same in 
both cases.   
 
In its literature, FairTax.org has chosen to compare first to income taxes (tax inclusive) and then 
provides details on tax exclusive or sales tax calculations: 
http://www.fairtaxvolunteer.org/smart/faq-main.html#47 
 
 
Second example:  Sales tax rate viewpoint 
The way of looking at the income tax from a sales tax point of view is to ask how much a worker 
must earn in order to have $100 left to spend.  Today, a worker in the 28 percent income tax 
bracket (who must also pay 7.65 percent in payroll taxes) must earn $155 to pay for $100 CD 
player. 
 
Figure 3:  Gross earnings vs. available spending 
 Income tax bracket  
 28% 15% 
Gross earnings................................................................$155.40 $129.22 
Income tax..........................................................................43.51 19.35 
Employee portion payroll tax (7.65%)...............................11.89 9.87
Available spending.........................................................$100.00 $100.00 
 
If the employer share of the payroll tax is considered, this worker must earn $176 to spend $100. 
 
A taxpayer in the 15 percent income tax bracket must earn $129 to spend $100.  This figure 
would be $143 if the employer share of payroll taxes is taken into account. 
 
Bottom line - whether that tax rate is described as tax-exclusive or tax-inclusive has no bearing 
on the ultimate tax paid – the same as whether the distance to the corner store is measured as 100 
yards or 300 feet does not change the length of the walk. 
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Taxing government 
Just like the FairTax, the current tax system taxes government consumption - a point that the 
ITEP study conveniently neglects to mention. 
 
In 2003, total consumption was $9.5 trillion.  Of this amount, $7.76 trillion were personal 
consumption expenditures and $1.72 trillion (or 18 percent of total consumption) was 
government consumption.7  The $1.72 trillion of government spending is taxed today through the 
income taxes and payroll taxes paid by government workers.  Local, state, and federal 
governments pay employer taxes and those taxes are counted as tax revenue (and expenditures) 
in the federal budget.  Government contractors also pay income and payroll taxes and those costs 
are reflected in the price of goods and services purchased by all levels of government.   
 
The same amount of government consumption would remain subject to taxation under the 
FairTax.  This is so for two reasons.   
 
First, government spending is already subject to taxation.  We could, in ITEP’s analysis, simply 
not tax the salaries of government workers and pay them less, or in ITEP’s judgment, pay them 
the same but not withhold or charge them taxes.  Failing to tax government consumption would 
constitute a huge increase in effective government spending.  Perhaps a hidden agenda? 
 
Second, failing to tax goods and services consumed through government while taxing privately 
produced goods and services would provide a huge incentive to consume through government, 
thereby creating an unlevel playing field.  Trash collection, transportation services, recreation 
services, printing, postal and delivery services, electricity production and so on are taxed under 
the FairTax whether they are provided by government or the private sector.  To do otherwise is 
both unfair and economically inefficient.   
 
 
Conclusion 
The ITEP “study” is severely flawed and actually represents the efforts by an extremist 
organization to provide misleading and inaccurate information to the media and the public in an 
effort to derail a proposal that, according to many economists and legislators, would have very 
positive effects on the U.S. economy and most Americans. 
 
The FairTax is the only plan that actually “untaxes” the poor.  It repeals the existing regressive 
tax on jobs the Federal government calls payroll taxes; three quarters of Americans pay more in 
payroll taxes than in income taxes.  And it makes spending up to the poverty level tax-free. 
 
The FairTax gives individuals a choice whether to pay the tax (since basic needs are tax free).  
The decision to be made by the taxpayer is not whether to work or not, but whether to consume 
or not, and the rich consume a lot more than the poor. 
 
 

                                                 
7 Supra, note 2. 
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Figure 4 

Consumption is Most of the Economy
The FairTax Taxes All Consumption (2003)

Total Consumption
Total Investment
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Figure 5 

Consumption Compared to Today's Tax Base (2001)
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ITEP funding 

Source:  http://www.ctj.org/itep/funding.htm 

ITEP thanks all of its many individual contributors and the following philanthropic organizations for their 
financial support: 

Arca Foundation  
Annie E. Casey Foundation  
Ben and Jerry Foundation  
The Century Fund  
East Bay Community Foundation  
Ford Foundation  
Funding Exchange  
J.C. Penney Foundation  
Joyce Foundation  
National Education Association  
Open Society Institute [Ed:  George Soros] 
Price Entities  

Public Welfare Foundation  
Rockefeller Foundation  
San Diego Community Foundation  
The Schumann Foundation  
Stern Family Fund  
Streisand Foundation  
The Shefa Fund  
Tides Foundation  
Vanguard Family Fund  
Winthrop Rockefeller Foundation  
Working Assets Funding Services  

 

ITEP board 

Source:  http://www.ctj.org/itep/board.htm 

ITEP is governed by a group of leaders from academia, labor, and the policy community (affiliations used 
only for identification purposes):  
President: Richard Pomp  
University of Connecticut Law School  
Vice-President: Robert Kuttner  
The American Prospect  
Howard Chernick  
Hunter College  
Henry Coleman  
Rutgers University  
Iris Lav 
Center on Budget and Policy Priorities  
Marie Monrad  
Robert Reich 
Brandeis University  
Jean Ross 
California Budget Project  
Dianne Stewart 
Center for Public Policy Priorities  
Dean Tipps 
Service Employees International Union  
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