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This article is about a secret Treasury Department memo. The leaker: former Treasury Secretary Paul O'Neill; the leakee: Ron 
Suskind, author of The Price of Loyalty, O'Neill's kiss-and- tell account of Bush administration policymaking. The memo was 
written in November 2002, but Suskind did not make it available to the public until September 2004. Tax reform is one of the 
administration's top priorities, and the memo provides unique insight into the topic from the governmental department that will 
construct the president's plan. (For the memo, see Doc 2004-18280 [PDF]or 2004 TNT 180-15 .)  

The 32-page memo was sent to O'Neill by Pamela F. Olson, then- Treasury assistant secretary for tax policy. After a pep talk 
about the need for reform (current law is inefficient, complex, unfair, unpredictable . . . ), the memo describes five options. A 
striking aspect of the memo is its relatively moderate approach to tax reform. Unlike many vocal conservative tax reformers, the 
Treasury is reluctant to recommend radical change because there is "risk of getting it wrong," and there are concerns "that a 
reformed system might be unworkable or not function as intended." The memo does not discuss a national retail sales tax even as 
an option. And nowhere is it even implied that the role of the IRS would be diminished.  

Moderation permeates the memo. Anticipating criticism from Democrats, there is an attempt to keep the reform options 
distributionally neutral. That is difficult because "high income taxpayers benefit disproportionately from the reduction in taxes on 
capital income." President Bush's conservative base notwithstanding, three of the five options include income taxes. In some 
cases those options would increase tax on capital income (for example, by ending the preferential treatment of capital gains). 
Finally, although the memo throughout stresses the economic benefits of reform, its own arguments are neutralized by this 
statement: "The economic benefits of any fundamental tax reform are uncertain."  

 
Core Proposals 

 
It will be easier to understand the Treasury options if we first review some basic concepts on which the memo builds (but does not 
explain). There are three. 

Value added tax. A value added tax is a tax on consumption collected solely by businesses. Under a subtraction-method VAT, 
businesses compute the amount subject to tax by subtracting from business gross receipts all purchases of input from other 
taxable businesses. Under the largely equivalent credit- invoice method, businesses pay tax on gross receipts but that tax is 
reduced by tax credits attributable to tax payments that suppliers paid on their gross receipts.  

Income value added tax. A subtraction-method VAT can be converted to an income tax by requiring businesses to take 
depreciation deductions over the economic life of an asset rather than deducting the entire cost in the year of purchase. This type 
of VAT is rarely discussed, even in academic circles, but Treasury uses the "IVAT" in two of its five options.  

Hybrid income tax. A perfectly reformed income tax would tax all wages, interest, dividends, and capital gains at the same rate 
(and eliminate all tax credits and special deductions). If interest, dividends, and capital gains were removed from the tax base, the 
resulting system would be a form of consumption tax. The current U.S. system -- with its double taxation of some corporate profits, 
full taxation of most interest income, partial taxation of capital gains, and complete exemption of income generated inside 
retirement accounts and life insurance products -- is a complex mix of the two ideals.  

With that background, the basic structure of the five Treasury options can be quickly summarized.  

Option 1: Flat consumption tax. This is a two-tiered consumption tax of the sort promoted by former House Majority Leader Dick 
Armey, R-Texas. It is similar to a single-rate subtraction- method VAT except that instead of the tax being collected solely from 
businesses, the tax would be paid both by businesses and individuals. The individual tax would have a generous standard 
deduction and personal exemptions so that millions of people would be removed from the tax rolls.  

Option 2: Flat income tax. This is a two-tiered income tax, which to the best of our knowledge has never been embodied in a 
legislative proposal. It is the same as the first option except that capital expenditures would be depreciated instead of expensed.  

Option 3: Add-on value added tax. This is a tax system of the type proposed by Professor Michael Graetz of Yale Law School that 
includes both an income tax and a consumption tax. Under this plan, the standard deduction and personal exemption amounts are 



increased to very high levels so that 90 percent of households would not pay income tax, and almost all special credits and 
deductions would be eliminated. To replace lost revenue, a conventional credit-invoice VAT would be collected from business.  

Option 4: Income value added tax. Despite the singular noun used in its title, this previously unheard of plan puts two income 
taxes into operation at the same time. The first is a reformed income tax with large standard deductions and personal exemption 
amounts. The second is an IVAT (collected entirely from business). This plan is similar to the Graetz proposal except the credit-
invoice VAT is replaced with a subtraction-method VAT when businesses depreciate (rather than expense) their capital 
expenditures.  

Option 5: Reform the current income tax. Under this option, the current hybrid tax system would be modified to be more similar to 
a consumption tax by expanding and simplifying rules for tax-advantaged savings accounts and allowing businesses to partially 
expense capital purchases.  

 
Mixing and Matching 

 
At times in the memo, the Treasury suggests that other features are, or may be part of, a particular option. The most important of 
those other features are: (A) elimination of incentive tax credits and deductions; (B) repeal of the corporate and individual 
minimum taxes; (C) elimination of the earned income tax credit; (D) replacement of Social Security wage taxes; and (E) retention 
of a graduated rate structure. Treasury associates those optional features more closely to some proposals. For example, it 
explicitly discusses the implementation of an IVAT (option 4) with elimination of Social Security taxes. And it implies that reforming 
the current system (option 5) is less likely to entail elimination of popular deductions and credits. 

But those associations are arbitrary. Any of the five options could include any number of the additional features, (A) through (E). 
(See the table below.) For example, even though the flat consumption tax -- called by Treasury "the most far reaching of the five 
options" -- could include special deductions and credits, an alternative minimum tax, elimination of the Social Security tax, 
retention of the earned income credit, and a graduated rate structure, Treasury characterizes it without any of those features.  

____________________________________________________________________ 
                Treasury Menu of Tax Reform Options 
-------------------------------------------------------------------- 
Reform Options --                  Major Optional 
Basic Structure                    Features 
-------------------------------------------------------------------- 
------Choose one-----            -----Choose any combination----- 
-------------------------------------------------------------------- 
 
(1) Flat consumption tax --      (A) Repeal credits and 
a two-tiered VAT                 deductions not necessary 
                                for determining income 
 
(2) Flat income tax --           (B) Repeal individual and 
same as above except             corporate AMTs 
depreciation replaces 
expensing 
 
(3) Add-on VAT --                (C) Repeal earned income 
VAT with an income tax           tax credit 
only on high incomes 
 
(4) Add-on income VAT --         (D) Replace current Social 
same as above except             Security taxes with revenue 
depreciation replaces            from reformed system 
expensing 
 
(5) Move current system          (E) Retain graduated rate 
more toward consumption          structure 
tax 
 
Source: Memorandum from Pamela F. Olson for Treasury Secretary 
Paul O'Neill, "Tax Reform Materials," Nov. 7, 2002, available 
at http://www.thepriceofloyalty.com. 
____________________________________________________________________ 

Option Five 
 
The memo does not explicitly pick a favorite from among the five options. It remains formally neutral and dutifully provides pros 
and cons for each option. But we may infer that option 5 is the Treasury's favorite. At every juncture the memo suggests 
moderation, and option 5 is the least radical change. The ratio of pros to cons is highest for this option. Most of all, it is consistent 
with the administration's public stance that all options are on the table and private revelations by unnamed officials that the 
administration will not undertake a radical overhaul of the tax system. Further, the president has made it clear he wants to 



preserve the mortgage interest and charitable contribution deductions. Those deductions are preserved by Treasury only in its 
presentation of option 5. 

So it does not make sense to get all worked up about options one through four. There is always some support among 
Republicans for a flat tax (option 1), and it is conceivable that the cleverly constructed Graetz plan (option 3) could be the starting 
point for grand compromise between moderate Democrats and Republicans. But both of those possibilities are far-fetched. No, 
the administration does not want to overreach, and of all the options only option 5 is in the realm of probability. And so it makes 
sense to pay attention to option 5's details -- which were not intended to be released to the public.  

Here's how the Treasury suggested it would be possible to achieve reform and still "work within the existing system":  

Savings accounts. Current-law IRAs would be replaced with retirement savings accounts (RSAs). There would be no income 
limits, and annual contribution limits would be $5,000. Entirely new lifetime savings accounts (LSAs) would allow contributions of 
up to an additional $5,000 annually, and withdrawals could be used for any purpose. As with Roth IRAs, contributions to these 
accounts would not be deductible, but all withdrawals would be tax-free. And most defined-contribution pension plans would be 
replaced with simplified pension plans known as ERSAs (employer retirement savings accounts). Since the writing of the 2002 
memo, the RSA/LSA/ERSA proposal has been included in all of the administration's budget proposals.  

Partial expensing. An unspecified portion of the cost of business equipment and structures would be deductible in the year of 
purchase.  

Base broadening. For both the individual and corporate sides, the memo hints at repealing "special deductions, exclusions, 
rates, and credits." But in a nod to the political realities, the Treasury admits "the degree of base broadening can be altered to 
reflect policy and political judgements," and "incentives for charitable contributions, home ownership, education, and other social 
policies would remain."  

Deduction for state and local taxes. This is the only deduction the Treasury specifically says would be repealed under option 5. 

Possible repeal of other tax breaks. Exclusion for employee health benefits, exclusion for Social Security benefits, deduction for 
charitable contributions, child-related credits, education credits, and adoption credits "could" be reduced or repealed.  

AMT. The individual alternative minimum tax would be repealed.  

Other simplifications. Under option 5, the standard deduction would be significantly increased. The number of filing statuses 
would be reduced to two (married filing jointly and all other). Tax credits would replace personal exemptions. Income phaseouts of 
deductions and credits would be eliminated.  

 
Loose Ends 

 
Treasury spent a considerable portion of the memo discussing replacing the current payroll taxes with revenue generated under 
the proposed reformed tax systems, including option 5. Although House Ways and Means Committee Chair William M. Thomas, 
R-Calif., has said that Social Security reform and tax reform should be considered jointly, there is now so much controversy about 
the form Social Security benefits should take, it seems unlikely that there will be a wholesale revision of Social Security funding at 
any time in the immediate future. 

Neither reform nor elimination of the estate tax is discussed as part of option 5 (or any option). A likely explanation for this is that 
the Treasury was assuming permanent extension of the 2001 tax cuts would precede any tax reform.  

Until the president's tax reform panel (which is working closely with the Treasury) releases its report at the end of July, the 
Treasury 2002 memo is the best we can do on reporting the administration's intentions on tax reform -- unless somebody in the 
administration leaks another memo.  
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