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Congress has the power to design a tax system to 
fund the necessary functions of government. It 

also has a responsibility to design a tax system that is 
fair and efficient. A flat consumption tax is the least 
economically destructive tax system. relative to the 
current income tax system, a consumption tax has the 
potential to increase economic growth substantially.1 

The term consumption tax should not be confused 
with an additional tax in line with the current system. 
rather, Congress should implement a consumption-
based tax system to replace the current, broken system. 
There are a number of consumption tax systems. Any tax 
plan that does not double-tax saving and investment is a 
consumption tax, including a flat tax, the New Flat Tax, 
a national retail sales tax, and a business transfer tax.2

one of the biggest reasons why replacing the cur-
rent hybrid income-consumption system with a con-
sumption tax would be a tremendous boon for the 
economy is it would eliminate the heavy taxation 
that the current system places on investment. one 
of the ways a consumption tax eliminates that heavy 
burden is by not taxing capital gains and dividends. 
many observers argue that the lack of such taxes is 
an enormous giveaway to the rich.3 However, a con-
sumption tax is an entirely different method of taxa-
tion than the current system. 

A reform plan that establishes a consumption tax 
should be evaluated on its merit independent of the 
current system. A consumption tax can both encour-
age much stronger economic growth and apply a fair 
and equitable tax burden without applying a tax on 
capital gains and dividends. 

Consumption Taxes Do Not Tax Capital 
Gains and Dividends

The current tax system suppresses production 
in part because it taxes investment at multiple lev-
els. It taxes business investment twice, for instance. 
business investment makes up the majority of total 
investment in the United States.4 The corporate 
income tax levies an initial layer of tax at the busi-
ness level. Capital gains taxes and dividends taxes 
are then a second layer of tax at the shareholder level. 
Capital gains taxes apply to retained earnings, since 
capital gains represent the capitalization of expect-
ed future taxable earnings, while dividends taxes 
apply to distributed earnings. 

once combined, the two sets of taxes cause the 
tax rate on business investment to exceed 50 per-
cent.5 Such a high rate is a strong discouragement for 
businesses to invest and for investors to take risks. 

A consumption tax mostly removes tax on busi-
ness investment. At the business level, it allows 
businesses to expense their investments in capi-
tal. In other words, they can deduct the entire cost 
of an asset from their taxable income at the time 
they purchase it, rather than over many years as is 
the case under current depreciation rules. expens-
ing eliminates tax on the normal returns to capital 
investment. A residual tax remains on returns that 
are greater than normal, or supra normal. At the 
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shareholder level, a consumption tax does not add a 
second layer of tax because it does not have capital 
gains taxes or dividend taxes. 

Capital gains taxes and dividends taxes would 
run counter to a consumption tax’s nature and pur-
pose. In fact, if a consumption tax did include them, 
it would not be a consumption tax. It would be much 
closer to the current hybrid system and would for-
feit much of the enhanced growth it could bring to 
the economy. 

Big Benefits of a Consumption Tax
The economic benefits to Americans at all income 

levels would be immense once Congress implements 
a consumption tax. The empirical data show that a 
consumption tax could increase the size of the econ-
omy by about 15 percent over 10 years.6

That impressive growth would largely arise 
from investment that is being suppressed under the 
current tax environment. Investment would rise 
because a consumption tax would remove the exist-
ing steep disincentives for business to make new 
investments and for investors to take the risk to fund 
them. Higher investment in the economy would cre-
ate new jobs and increase productivity, which would 
increase wages. Those benefits would lift all boats, 
helping all Americans. 

Distribution and Fairness Concerns
A flat consumption-based tax is by definition pro-

gressive, even without capital gains taxes and divi-
dends taxes, because the more a person earns, the 
more taxes he pays. In fact, John rawls, perhaps the 
most liberal philosopher of the 20th century, wrote 
in Justice as Fairness that “a tax on consumption at 
a constant marginal rate” was the best tax system.7 

A consumption tax can also adhere to the cur-
rent standard of progressivity without sacrificing its 
positive growth effects. For instance, The Heritage 
Foundation’s New Flat Tax is a consumption tax, 
and hence, by definition, does not have capital gains 
taxes or dividend taxes. Yet its distribution (the 
percentage of the tax burden that various income 
groups pay) is consistent with the distribution of the 
current system.8 

A major reason why the burden under a consump-
tion tax can remain consistent with the current sys-
tem is that shareholders would still bear most of the 
burden of the tax on businesses, the same as they do 
the corporate income tax today.9 Shareholders tend 
to be high-income. A consumption tax, other than a 
national retail sales tax, would retain a statutory tax 
on businesses. The business tax would be in addition 
to the tax that shareholders would pay on their wage 
income, which a consumption tax would also tax. 
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Distributional Criticisms  
of Consumption Taxes Miss  
the Larger Picture

The current system is an enormous drag on the 
economy; it has large negative effects on Americans 
of all income levels, most especially on the middle 
class and the poor. Tax reform would fix this problem 
and help middle-class and poor families that are fall-
ing behind to find better jobs and earn higher wages. 
Analyses should focus on how well tax reform plans 
achieve that central goal.
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