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Types of Indirect Taxation

* General Sales and Companion Use Taxes
(Subnational Level)

* Value Added Tax (National Level)

e Excise Taxes (Both Levels)
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Excise Taxes (1)

Selective sales taxes on the consumption of
specific goods and services

Extremely prevalent
Can be state and/or national

Commonly referred to as “luxury” taxes (for
example, on yachts or expensive perfume)
and “sin” taxes (for example, on alcohol
and cigarettes)

Also commonly levied on fuel
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Excise Taxes (2)

Economically Efficient

Cause minimum economic distortion
Low elasticity of demand (addictive)
Lack of close substitutes (taste preferences)

Correct for negative externalities (“double
dividend”: raise revenue + discourage
socially costly behavior)

Actually improve economic efficiency
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Excise Taxes (3)

Socially Equitable

* Regressive consumption tax, especially since
alcohol and tobacco are larger share of
consumption for low-income households, but....

* Like VAT, compliance is difficult to enforce for
certain demographics and in certain markets,
owering the effective tax rate

* Poor not acting in own self-interest (sin goods)

* Rich have capacity to pay (luxury goods)
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Excise Taxes (4)

Administratively Cost-Effective

Raise significant revenue

Easy to define

Applied in regulated markets

Large sales volume with few producers

Both tax administration and taxpayer
compliance costs are low because of “tax
handles” (production facilities and ports of
entry)
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Excise Taxes (5)

Key Policy Issues

* Optimal tax rate to maximize revenue
e Specific vs. ad valorem tax rate
* Revenue vs. regulatory objectives
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Retail Sales Tax versus
Value Added Tax

* Retail sales tax weaknesses in the United States
— Low rate ceiling before it is not feasible
— All revenue is at risk at a single stage
— Audit/invoice trail is not strong
— Revenue is not secured at the easiest stage
— Excludes much of the potential tax base

* VAT weaknesses in the United States
— Local Government: Usurps a state/local tax
— Liberals: Regressive consumption tax
— Conservatives: Supports and enables big government
— Liberals & Conservatives

— Federal & State: Harmonization and synchronization an
administrative nightmare
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