Homebuilders and the Fair Tax™

Homebuilders Will Reduce Costs and | ncr ease Pr ofits

Like other firms, homebuilders will enjoy a zero corporate tax rate under the FairTax.
Also, shareholders will not be taxed on dividends received from homebuilders or on
capital gains from their investments. Partnerships, limited liability companies, and sole
proprietorships will aso not be taxed on profits because of the repeal of the individua
income tax.

Overall compliance costs of the current income tax systemwill be reduced. These costs,
which are estimated conservatively to be $225 billion,* are partly borne by homebuilders
(discussed below).

All purchases by homebuilders of building materials will be free of consumption tax.
Business-to-business sales are not taxed under the FairTax. Moreover, since al producers
of these materials will be operating free from income tax and with dramatically lower
compliance costs, material (wood, sheet rock, nails, etc.), prices that now contain these
costs will fall significantly. This will alow homebuilders to sell their products at lower
prices while maintaining their current profit margins.

Research by Dr. Dale Jorgenson, Chairman of the Department of Economics at Harvard
University, and one of the country’s leading economists, shows that producer costs in the
construction industry will decrease in the first year by as much as 25 percent. Economic
output in the construction industry during the first year of implementation of the FairTax is
expected to increase by more than 50 percent. The huge boom in this industry will be due
largely to a significant rise in the demand for all investment goods. Dr. Jorgenson’'s
research shows that these increases will continue well into the next quarter century with the
25-year outlook still showing a 13 percent increase in output.

As an immediate compliance savings, there will no longer be any need for homebuilders
and other employers to maintain the distinction between employees and contract labor for
tax purposes. This will also result in a substantia labor cost savings, because
homebuilders and other employers will no longer need to collect payroll taxes. Payroll
taxes (including the employer portion and FUTA) will be repealed. The repeal of this tax
will also fuel the economy. Consumers will have more money in their pockets and,
therefore, more money to spend, save, or invest.
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The Demand For New Homes Will Increase

Demand for new homes will increase, due to at least two factors. First, most economic
projections predict a much healthier economy under a consumption tax. People are willing
and able to purchase more and better homes in a healthy economy. Typica estimates are
that the economy will be 10 to 14 percent larger than it would have been under the current
income tax system within 10 years, and consumption will grow very substantially.® Some
studies show the potential gains to be much higher.* These studies typically do not account
for the productivity gains that will be achieved due to lower compliance costs.

Second, discretionary income will increase. Consumers will see their paychecks increase

by over $1.6 trillion because income and payroll taxes are eliminated (estimated for 2001).
Thisincrease in disposable income will help to generate both consumption and savings.

Interest Rates Will Drop

Under the FairTax, conservative estimates predict that mortgage interest rates will fall by
25 to 30 percent or about two points on a 30-year conventional mortgage.®> For example, for
a $150,000 thirty-year home mortgage at an interest rate of 8 percent the monthly mortgage
payment would be $1,112.64. On that same mortgage at a 6 percent interest rate the monthly
payment would be $907.64. The two-point decrease in interest rates in this instance would
result in a $73,800 cost savings to the consumer.

To illustrate the source of the reduction in interest rates, it is useful to examine the bond
market. Current taxable interest rates include a tax premium. The cost of this premium can
be determined by comparing the interest rates on taxable bonds to the interest rates on tax-
exempt municipal bonds of comparable risk and term. The difference between the return on
investment of a taxable bond and that of a tax-free bond of comparable risk is about 30
percent. Interest rates will decline due to the eimination of this tax premium because
interest earnings will no longer be taxed.

With lower interest rates, more consumers will qualify for new home purchases, and will
refinance to obtain equity from older homes.
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Homeowner ship Under the Fair Tax Will Be More Affordable

Under the current income tax system, a home must be purchased from after-income-tax and
after-payroll-tax dollars. Under the FairTax, a home is purchased from income dollars that
have not been taxed, since taxation occurs at the time of purchase. A consumer may choose
to roll the consumption tax into a mortgage payment, just as state sales taxes on most
purchases are today. The home mortgage interest deduction available under the current
income tax system only has value when an income tax liability exists. Under the FairTax,
there is no need to mitigate income tax liabilities, since none exist.

Homebuilders Compliance Costs Will Be L ower

Instead of having to comply with the complexities of the income tax and the payroll tax,
there will be one consumption tax on all new goods and services. A firm will simply need
to calculate, on amonthly basis, its total retail sales of new homes.

The homebuilder will receive an administration fee of ¥4 of one percent for complying with
the consumption tax.

The firm's accounting, tax, and personnel (human resources) departments will shrink
dramatically.

There will be -
o0 No more uniform inventory capitalization requirements.
o0 No more complex rules governing employee benefits and retirement plans.
0 No more tax depreciation schedules.
o No more capital gains tax and depreciation recapture.

0 No moretax rules governing mergers and acquisitions.



