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Like just‘about everything else in this imperfect world, the flat rate income tax
has its advantages and its disadvantages. The purpose of my testimony today is to
outline some of the pluses and the minuses for the Subcommittee, But before we can
examine the flat rate tax, we need to define carefuily what we mean.

For the purpose of this statement, the flat rate income tax is a single rate tax
on an income base broader than that of current law. As the numerous self-described
flat tax bills make clear, many approaches fit this general description. It is also
evident that one could introduce a flat tax rate without broadening the tax base, or
vice versa. This latter distinction is important; even if you should decide that a
single tax rate is not the best approach, we would still have other things to talk about
today.

To analyze the flat rate tax, it is helpful to -separate the effects of the base
broadening from those of the flat rate itself. The first part of my testimony will
deal with the pros and cons of broadening the tax base. The second part will
incorporate the single tax rate into the analysis.

BROADENING THE INCOME TAX BASE -~ GOALS AND POSSIBLE EFFECTS

The current interest in the flat rate tax has brought along with it renewed
interest in broadening the tax base. The idea of "closing loopholes," "repealing tax
expenditures,” or "broadening the tax base" -- whichever one chooses to call it -- is
certainly not new. It is the core of a school of thought of tax policy that used to be
called "tax reform" and was identified more than any other influence with the Tax
Reform Act of 1976. The Senate Finance Committee inciuded several base

broadening steps in its recent tax bill.



As the Subcommittee will hear many times before its hearings are over, the
three goals of any tax system are efficiency, simplicity, and fairness. These goals
have been universally recognized for decades, and it is not surprising that they should
be widely cited in the current debate. This section next will analyze base broadening
according to these three criteria.

Efficiency

A broad tax base has long been thought a necessary condition for efficient
taxation. The current legal definition of "gross income" thus includes . . . all
income from whatever source derived . . ." (Section 61a); but over recent years many
exceptions have crept into the law. These exceptions reduce economic efficiency in
two ways.

First, if the income from some particular economic activity is either excused
from taxation, or taxed at some preferential rate, then that activity is more
attractive to taxpayers. Resources will flow into the tax-preferred activity from
other activities with higher pretax returns, with the result that the real value of the
economy's output is reduced. Everyone but the direct beneficiaries will be worse off
in the long run. Some observers would argue with this generalization, on the grounds
that society sometimes errs in its preferences; for example, they might say that
people are shortsighted, and so we need a tax preference for retirement savings.
Those who believe in the desirability of free markets, however, would prefer the

marketplace to any political judgment of what activities to encourage.



A second efficiency cost occurs when these exceptions to the tax base begin to
multiply and grow. As tax-preferred income increases as a share of the total and
fully taxed income therefore shrinks, the tax rates needed to meet the government's
revenue needs rise. Therefore, the after-tax reward for all non-tax-preferred
activities - which generally includes work and much of saving -- falls. The incentive
for socially productive economic activity is reduced, and some unproductive invest-
ments {or "tax shelters") use particular tax preferences to earn risk-free after-tax
profits.

The solution to these problems of economic inefficiency is to broaden the tax
base by repealing the tax preferences for the various heretofore favored types of
income and expenditure. Without the tax preferences, resources would be allocated
according to the before-tax social return, and margiﬁal tax rates could be reduced.

Base broadening steps must be considered carefully, however. The Congress
might be asked to give up the use of tax preferences in the pursuit of some socially
desirable goals: saving for retirement is an example. Also, it would be essential to
retain in the law those deductions that are necessary to measure income correctly.
Failure to keep such provisions would result in an income tax on more than some
people’s income, causing possibly serious distortions. For example, an income tax on
a small businessman that does not allow a deduction for the depreciation of his
business computer or ofher office equipment would require him to pay tax on receipts
that merely cover legitimate business expenses. The same could be said of denying

an interest deduction to a businessman who borrows to carry inventory. In the



extreme, such excessive base broadening could result in the assessment of an income
tax on a business that only breaks even, or even one that loses money. The end result
would be to discourage business undertakings in which the nondeductible expenses are
important. So, while broadening the tax base generally increases economic effi-
ciency, this benefit is lost if the tax base is broadened beyond the measure of true
economic income.,

Simplicity

Broadening the tax base is often portrayed as the ultimate simplification of the
income tax. Eliminating all those loopholes, some would argue, could trim the size
and complexity of tax returns radically and put all the tax lawyers and accountants
out of work. But these effects may not be so clear-cut.

It is certainly true that repealing some tax expenditures would simplify the tax
forms. Prohibiting itemized deductions, for example, would eliminate Schedule A and
obviate the need for keeping records on medical expenses, charitable contributions,
and so on. Likewise, repealing the energy conservation credits would eliminate Form
5695 and the need for carrying conservation expense figures from year to year.
Taxing long-term capital gains in full would end the complex distinction between
long- and short-term gains. In general, repealing deductions, credits, and partial
exciusions would simplify the tax filing process. (Increasing the zero bracket amount,
which used to be called the "standard deduction," also simplifies tax filing for

taxpayers who no jonger need to itemize their deductions.)



Not all base broadening steps would simplify the tax system, however. In
particular, taxing any type of income that is now exempt from taxation would
complicate the system. For example, taxing employers' contributions for employees'
life and health insurance premiums would add lines to the tax forms and would force
employees to come up with ¢ash to pay taxes on income they did not receive in cash.
Taxing employers' pension contributions would be even more complicated for a
number of reasons: employees whose pension rights were not vested would have to be
treated differently from those who were vested; a transition would be necessary when
vesting occurred; and employees who were covered by defined benefit plans might in
fact receive rights to future income that diifer in present value from the current
amount of contributions. Putting "floors" under these items -- that is, making some
small amount tax exempt but any excess over -that amount taxable -- would
complicate the system still further. Taxing all or part of social security benefits
would force many of the low-income elderly who are now excused from filing to fill
out the tax forms; this would add to the paperwork load of the system. The list could
go on and on.

So in terms of simplicity, broadening the tax base could help or hurt, and
probably would do some of both. It is unavoidable that some of the complexity of our
highly developed economy is refiected in our tax system. We can achieve utter
simplicity in our tax [aws only by disregarding many very relevant aspects of the real

world.



Fairness

Fairness is one of the objectives of base broadening most often mentioned. Tax
preferences for ostensibly unimpeachable purposes can sometimes be used simply for
tax avoidance by people with some control over their financial affairs, while other
taxpayers with less resources or inferior advice cannot take such advantage. The
result has been a widespread questioning of the integrity of the tax system and
possibly even a reduction in voluntary compliance. Eliminating the tax preferences
that can cause extreme differences in tax burdens among similarly situated taxpayers
could help to restore confidence in the fairness of the tax system,

One has to consider some caveats to the fairness effects of base broadening as
well. Some variation in tax burdens within income groups occurs today not because
of manipulative tax avoidance by sophisticated investors but because of such
everyday activities as home purchasing and charitable giving. Eliminating those tax
preferences would narrow the variation in tax burdens, but it could also have
detrimental side-effects. The tax incentive for charitable giving -- a provision meant
to benefit society «—- would be ended. Home values would fall, and the tax burdens of
homeowners would rise. This last effect might be particularly painful, because
homeowner deductions are tied to long-term contractual mortgage obligations, and
many homeowners would therefore have limited flexibility in their family budgets to
absorb the resultant tax increases in the short term.

So in general, base broadening can yield substantial efficiency, simplicity, and

fairness benefits; but those benefits must all be qualified to some extent., The



efficiency case for base broadening is very strong, in that eliminating tax influences
in the marketplace would cause resources to be allocated to their best uses and
marginal tax rates to be reduced; but it would be necessary to retain deductions
required for a true measure of income. Eliminating deductions and credits would
simplify the tax system, but adding hitherto missing income items to the tax base
would complicate the system. Finally, fairness suggests that all income be taxed in
the same way, but some persons who are by no means abusers of the current system
-- such as homeowners -- might find the elimination of tax preferences distinctly
unfair. Others might wish to retain the many tax subsidies for particular socially
desirable activities. The lesson from all of this -~ unsatisfying though it may be -~ is
that easy answers are hard to come by; one has to broaden the tax base with care,

With this background on the broadening of the tax base, how does the use of a
single tax rate in the current flat rate proposals aifect the picture?

A SINGLE TAX RATE —— GOALS AND POSSIBLE EFFECTS

As I noted at the outset, the effects of broadening the income tax base and of
changing to a singie tax rate can be logically separated. A close examination
suggests that some of the effects of base broadening have been attributed to the flat
tax rate, while other effects of the flat tax rate have been exaggerated or
misunderstood. The flat rate can be evaluated according to the same three criteria

as was base broadening: eificiency, simplicity, and fairness.



Efficiency

It is sometimes alleged that tax rate progressivity discourages work, saving, and
investment, and encourages tax sheltering; from this standpoint, a changeover to a
flat rate is a solution to these problems. In fact, however, it is the tevel of the
marginal tax rates -- not the fact that they are progressive -. that reduces
incentives. A simple though admittedly extreme example should make this clear.
One could imagine a progressive income tax with ten tax rate brackets ranging from
1 to L0 percent that would have little or no disincentive effect on taxpayers. On the
other hand, a f{lat rate tax with a 50 percent rate might have considerable
disincentive effects. Thus, what determines the efficiency cost of any income tax is
the level of the rate or rates, which, for a given revenue, is determined by the size of
the tax base. How low the marginal rates can be made in any specific tax system, be
it flat rate or progressive, is an empirical question.

Using a flat tax rate would unquestionably raise lower-income péopie's marginal
tax rates and lower those of high-income taxpayers. (To collect the same total
revenue on the same tax base with graduated rates, the bottom bracket rates could
be made lower, but the top rates would have to be higher to make up the resulting
revenue loss.) The net effect on incentives is thus very hard to predict. The outcome
is even more uncertain if the flat rate tax shifts the tax burden from upper- to lower-
income groups before any taxpayers actually respond by changing their behavior. In
that case, the marginal rate change (in technical terms, the "price effect") and the
tax liability change (the "income effect”) would give taxpayers opposite incentives,

making the result even more ambiguous,



(To illustrate: A high-income seli-employed professional divides his time
between working and vacationing. A flat rate tax is enacted; his marginal tax rate
falls from 50 to 19 percent, and he also receives a $20,000 tax cut. Does he work
more, to take advantage of his higher after-tax wage? Or does he use his extra
$20,000 to finance longer and more expensive vacations? Economists have found
these counteracting incentives from plausible tax policy changes very nearly to
cancel each other out.)

Some improvements of economic efficiency would be caused solely by the flat
rate tax; the advantages of tax shelters that move taxable income from high- to low-
income years and from high- to low-income taxpayers would be reduced, and
complicated court cases in these areas would be less numerous., However, these tax
shelter effects stand to influence a more restricted group than the changes in
marginal tax rates.

To sum up, it is useful to distinguish between the efficiency effects of
broadening the tax base and those of applying a flat tax rate. If all else were equal,
using a flat rate would permit reducing some marginal tax rates only at the expense
of raising others. On the other hand, broadening the tax base would permit the
reduction of all marginal tax rates.

Simplicity

Taxing all of income at a flat rate would simplify the income tax in some

respects. Use of a single rate would eliminate the need for the tax rate schedules --

Schedules X, Y, and Z at the end of the Form 1040 instructions {(example attached);



filers of any type of return (married filing jointly, married filing separately, single,
and head of household) would pay the same tax rate. These schedules are now used
only by taxpayers with incomes of above $50,000. Also, the income-averaging option
-- now used by about & percent of all taxpayers -- could be repealed, because
taxpayers would no longer pay higher taxes because of the effect of progressive tax
rates on fluctuating incomes. Finally, the number of tax-shelter court cases in some
areas would shrink somewhat.

Beyond these changes, however, any further simplification from using a single
tax rate would be extremely limited. A brief discussion should indicate why.

One claim sometimes made is that a flat tax rate would eliminate the need for
the many pages of tax tables in the Form 1040 instructions (example attached). The
taxpayer looks at these tables for his type of return and income, and is told his
precise tax liability. Though it is claimed that taxpayers could easily compute their
own tax liabilities under the flat rate tax, taxpayers have proven to be more accurate
in looking up their tax on the tax tables than in making the actual mathematical
computations themselves. Thus, it is unlikely that the tax tables would be abandoned
even under a flat rate tax.

Another claim for the flat rate tax is that it would simplify the tax return
enough to fit on a postcard. This claim seems exaggerated. The space on the current
tax return for the taxpayer's name and address, his indication of the type of return he
is filing, the number and names of his dependents, and his signature already exceeds
the area of a large (5 inch by 8 inch) postcard. Using a single tax rate would not
eliminate the need for reporting any of these pieces of information.
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In fact, broadening the tax base by eliminating deductions, partial exclusions,
and credits would remove some lines from the tax forms, and also eliminate some
entire forms. But much of the information now called for on the tax forms is needed
so that compliance with the law can be checked from the forms themselves rather
than from full-scale audits. Income must be broken down on tax forms by source,
which takes up space and adds complexity, but without it spot checking for accuracy
of reporting would be impossible. Individual items of dividend and interest income
must be enumerated, so that information returns from payers can be matched to
them, Omitting these complications in the name of simplicity could make enforce-
ment far more difficult and costly.

A tinal claim concerning simplification through the flat tax rate is a saving of
billions of dollars of federal expenditures for tax administration. These claims too
might be exaggerated, because the flat tax rate alone (as opposed to low, graduated
rates on a broad base} would do very little to ease tax administration. Computers can
determine tax liabilities from the amount of taxable income in microseconds,
regardless of whether the tax schedule is flat or graduated. Even the maximum
potential for savings in tax administration is limited; the entire IRS budget request
for fiscal year 1983 was only $6.25 billion, more than $3 billion of which was
payment of credits in excess of tax liability and refunds of interest on overpayments.
In other words, closing down the IRS would save only a littte over 33 billion. Thus, it
is clear that changing to a flat tax rate could save only a small fraction of that

figure, at best.
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In sum, a flat tax rate would add little to any simplification that base
broadening would permit. Expectations of reduced paperwork and administrative
costs attributable to base broadening and a fiat tax rate should not be too high.
Fairness.

Fairness is the most visible and yet the most elusive criterion in an analysis of
the flat tax rate. Inequity seems to be high on the list of Americans' criticism of the
present income tax. But fairness is a subjective guality, not quantifiable by the
methods that economists apply in other areas. Opinions on a flat tax's fairness will
inevitably differ.

To some people, a flat rate tax is the essence of fairness; every taxpayer pays
the same fraction of his income in tax. If low-income relief is allowed (in the form
of a personal exemption or a standard deduction), then effective tax rates would
actually be somewhat progressive. The flat rate tax also has some structural fairness
advantages. It would eliminate the problem of "bracket creep" caused by inflation
(though indexing exemptions and deductions, if any, would be needed to make the
system more immune to inflation). The {lat rate would also eliminate the marriage-
penaity-related problem of one spouse's pushing the other into higher marginal tax
rate brackets.

Other people believe in progressive taxation, that is, taxation at increasing
marginal tax rates as income increases. Arguments for progressivity generally rest
on the principle of ability to pay. Taxpayers with higher incomes are assumed to buy

nonessentials with their last dollars of income; those with lower incomes are assumed
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to buy more basic items. It might follow, then, that persons with higher incomes
couid afford to pay tax at a higher rate. Putting the argument another way, the
subjective value of the last dollar of a rich man's income is taken to be lower than
that of a poor man. Judging the relative strengths of opinion for progressivity and
proportionality is difficult. Though a majority of the population appears to favor
progressivity on grounds of fairness (58 percent, according to a recent Harris poll,
attached), there is probably no agreement within that majority as to just how
progressive the tax system should be. On the other hand, the flat rate tax concept is
a convenient rallying point for advocates of proportionality. In any event, finding
strong support for any particular kind of tax system in heretofore revealed public
opinion seems difficuit ~- given the many diverse options even for the exact design of
a flat rate system.

Distinct from the question of fairness in the abstract is the unavoidable
comparison of any flat rate tax proposal with current law. A flat rate tax that
appeared fair in isolation might increase the tax liabilities of many relatively
vuinerable taxpayers. A changeover to a flat rate tax, then, could involve a painful
transition in which the "losers" would have to tighten their belts. Policymakers are
therefore to some extent prisoners of the current tax law; it might be painful to
impose substantial tax increases on persons with modest incomes even for a tax
system that, in the abstract, seemed attractive. Of course, the severity of the
transition problem for any particular flat tax proposal cannot be assessed according

to any general principle; the only way is to make some necessary computations.
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It is also important to understand the nature of such a winners-and-losers
comparison. There is an almost universal agreement that the federal budget is far
from balanced now and will be in near term. Therefore, it seems reasonable to
assurne that any tax proposal should at least equal the revenue yield of the current
law. [t then follows, regretably, that any changeover to a flat rate tax (or any other
new tax system for that matter) is a "zero sum" game. For every dollar by which one
taxpayer's liability is reduced, another taxpayer's liability must be increased by one
doliar to keep the revenue total constant. (Some arguments that the flat tax
reshuffling is not a zero sum transfer, and some caveats, will be discussed shortly.)

Analysis of Revenues and Distributional Effects of Four Flat Rate Taxes., With

this background, Table 1 shows tax liabilities, by income class, for four different
hypothetical flat rate tax systems. Each of these tax systems is designed to match
the yield of the current tax law with 1984 rates at 1981 levels of income. The tax
liabilities in each income group under these flat rate taxes can be compared with
1984 law liabilities (also included in the table) to see whether the tax burden is
systematically shifted, and if so, where,

Systems 1 and 2 in the table are mainly illustrative to show the extreme
outcomes under alternative tax bases. System 1 portrays a very broad tax base; long
term capital gains are taxed in full, itemized deductions are prohibited, and the zero
bracket amount and personal exemption are repealed. System | js thus a tax on gross
income. In contrast, System 2 is simply a flat rate tax on the current law's rather

narrow base. Predictably, the broad-based System | requires a much lower tax rate
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than the narrow-based System 2 (11.8 percent as opposed to 18.5 percent); but the
distributional effects of the two systems are conspicuously similar. In both, the tax
burden is significantly shifted from upper- to lower-income taxpayers; taxes are
increased in the 515,000 - $20,000 group by about 30 percent, while taxpayers with
incomes between $100,000 and $200,000 have their taxes cut by 40 to 50 percent.
The only significant difference is at the extreme lower end of the income scale;
System 1, without personal exemptions or standard deductions, hits the lowest-
income taxpayers especially hard, though System 2 is not far behind on that score,

The major lessons of Systems | and 2 are probably that broadening the tax base
is a prerequisite for achieving a low marginal tax rate (System 2's rate is almost 7
percentage points higher than System 1's) but also that greater rilief for low-income
taxpayers is probably necessary to mitigate the redistributive effects of a flat rate
tax. Systems 3 and 4 move on both of these fronts. Both of these systems maintain
the broad income base of System 1, with capital gains taxed in full and no itemized
deductions. System 3, however, permits the same personal exemption and zero
bracket amount as under current law (a $1,000 exemption, and zero brackets of
$2,300 for singie people and $3,400 for married couples); System & increases the
exemption and zero brackets even further (a $1,500 exemption, and zero brackets of
$3,000 for single and $6,000 for joint returns). The tax rate under System 3 is 15.7
percent; System & requires an 13.7 percent rate.

Despite these changes, the results for Systems 3 and 4 show a general pattern

similar to Systems 1 and 2. Again, the tax burden is shifted significantly, in these
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instances from the taxpayers with the highest incomes to those in the middle groups.
Only the taxpayers with the lowest incomes are protected by the increased low-
income relief in System 4. Under System 3, taxpayers in the $15,000 - $20,000
income group pay 19.0 percent more tax on average; those in the $100,000 - $200,000
group pay 33.2 percent jess. Under System 4, the increase for the $15,000 - $20,000
group is 7.7 percent, while the $100,000 -$200,000 group gets a 23.1 percent tax cut.

Winners and Losers From the Redistributive Effects. The explanation of these

redistributive effects and of their staying power in the face of adjustments to the
flat tax system is relatively simple. Under 1984 law, taxpayers with six figure total
incomes (that is, incomes of $100,000 and above, including long-term capital gains in
full}) will pay about 25 percent of their total incomes in tax. It follows, then, that
any flat tax at a rate below 25 percent will cut taxes for those with incomes of
$100,000 and up; for example, System 4 cuts their taxes by about one-fourth (25
percent minus 18.7 percent, divided by 25 percent).

If the flat tax is to maintain current law revenue yields, as System & does, then
this revenue loss to those with the highest incomes must of necessity be made up by
those with less income. The only way to moderate this effect in a flat rate tax is to
increase the personal exemption and standard deduction. These steps reduce the tax
liabilities of persons with the lowest incomes but require a higher tax rate, which
adds further to the tax burden that the middle-income household must bear.
Broadening the tax base more widely could help, but System 4 probably encompasses

virtually all of the potential base broadening. Thus, under the flat tax, the average
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taxpayer is squeezed from both ends. The flat tax does not have the flexibility of a
graduated tax, in which different tax rates can be raised and lowered in combination
to ease the problems of creating winners and losers. [t is also worth noting that the
tax increases for middle-income groups shown in System & are averages; some
taxpayers face increases greater than the average, and as noted above, among those
with above-average tax increases will be typical homeowners.

Some arguments have been raised to suggest that the flat rate tax would be less
redistributive than Tablé 1 suggests. One argument is that the flat tax rate need not
yield the desired revenue at current levels of income, because the flat rate system
would encourage substantial increases in work, saving, and investment, that taxable
incomes would increase, and that tax revenues would thus exceed static estimates.
(Therefore, the flat tax rate for System 4, for example, could be lower than 13.7
percent.) This is, of course, the supply-side argument so much in evidence during the
consideration of the Economy Recovery Tax Act of 1981 (ERTA). However, even
now, with the major supply-side provisions of ERTA in effect for many months (the
Accelerated Cost Recovery System, or ACRS, since January 1981; the 20 percent
maximum long-term capital gains tax rate since June 198l; and the 50 percent
maximum tax rate on interest and dividends since January [982), we are still trying
to learn the precise magnitude of these supply-side effects. The uncertainty might
be attributable to any number of extraneous factors, with high interest rates and a

preordained cyclical downturn prominent among them. Given the obvious short-
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comings of our understanding in these areas, it might be risky to count on supply-side
effects to make up a revenue shortfall in a flat rate tax proposal.

Without a lower tax rate and the resulting static revenue foss, however, any flat
rate tax proposal would increase the tax burden on middle-income households. No
supply-side boost from upper-income taxpayers would remove this tax increase, and
so the middle-income groups would still be worse off.

A second argument for a yield greater than conventionally estimated from a
flat rate tax deals with the "underground economy" -- income that is earned but not
reported to the IRS. This argument holds that current tax evaders would choose to
report income earned under a flat rate tax, because the marginal tax rate would be
lower, and the extra income from evading taxes would thus be reduced. The Treasury
would therefore collect greater receipts, and so the flat tax rate could be lower than
conventional analysis would suggest. This argument is more complicated than it
sounds, and it must therefore be analyzed with care.

First, though everyone agrees that there is some underground economic
activity, no one knows just how much. Estimates presented thus far have been based
on extremely speculative methods, have yielded widely varying results, and have been
highly controversial. Thus, it might be risky to embrace a tax policy on an
assumption that some minimum amount of revenues from underground activity would
be captured,

Second, the claim that the underground economy would surface if lower

marginal tax rates were imposed is impossible to prove, and the compliance payoff of
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marginal tax rate reductions cannot be predicted accurately. One can only guess at
the reactions of the unidentified and uncounted persons who take their income "off
the books” if marginal tax rates were reduced. Today's participants in the
underground economy are concealing their income from the IRS and getting away
with it. They might elect to report their incomes if marginal tax rates were Jower,
because the payoif of tax evasion would be smaller. But if they are successful in
evading tax now, and think that they can continue to do so without taking the legal
consequences, why should they stop? Perhaps one can only raise the underground
economy by persuading the tax evaders that they will be caught if they violate the
law. That would require greater outlays for enforcement, not lower marginal tax
rates.

Finally, however, it is not at all clear that underground tax evaders would
receive marginal rate cuts under the flat rate tax. The marginal tax rate under
Systemn &4, for example, is almost 19 percent; a married couple with two children
needs an adjusted gross income of $24,200 to exceed a 19 percent rate under 1984
law. But perhaps even more to the point is the total tax burden of middle-income
households. As was shown in Table I, even a flat rate tax with greater [ow-income
relief would raise taxes, not lower them, for the broad middle group of households
with incomes from $10,000 to $50,000. How will these taxpayers react to the tax
increase? Rather than cause the underground economy to surface, the flat rate tax
might drive currently law abiding middle income taxpayers underground and make the

underground economy -- and the revenue loss -- bigger, not smaller.
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Again, a flat rate proposal of current law yield without relying on revenues
from the underground economy might nonetheless claim some of those revenues as a
bonus. But still again, unanticipated revenues from the underground will not
compensate the middle-income taxpayer for his flat tax increase.

Evaluation of the Fairness Issue. To sum up this discussion of fairness, the flat

rate tax might, in the abstract, be preferred to a graduated systern by a substantial
share of the populace, though a recent poll suggests that the flat rate would fail to
garner a majority of support. One problem of the fiat rate tax, however, is its
reshuffling of tax liabilities in comparison to current law. A flat rate tax would
inevitably shift more of the tax burden to middle-income families -- and possibly,
depending on how it was constructed, to low-income families as well. If the flat rate
tax were to equal the yield of the current tax law, then many middle-income
taxpayers would face tax increases in the transition, while upper-income taxpayers
enjoyed large tax cuts. Two arguments that a flat rate tax would yield more revenue
than conventional analysis would suggest -- supply-side effects and new revenues
from the underground economy -- are speculative, and might therefore be shakey
grounds for long-range economic planning.

CONCLUSION

The proposals for broadening the tax base and charging a single tax rate have
both benefits and costs. Broadening the tax base would result in a more efficient
allocation of resources and lower tax rates. Some base broadening steps would

simplify the tax code and forms to some extent, but others would complicate both;
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the net balance is hard to predict. Finally, if deductions and exclusions were
removed from the tax law and all forms of income were added to the tax base in the
same way, many opportunities for tax gamesmanship might be cut off, and the public
might have a higher opinion of the fairness of the income tax. There might be
transition problems, however, for those who lost their tax preferences, and long-
term probiems if income were not properiy measured,

The use of a single tax rate might have some positive effects but other, ili
effects. A flat tax rate, if all else were equal, would raise the marginal tax rate for
some taxpayers and lower jt for oihers; whether the result is an efficiency gain or an
efficiency loss is difficult to guage. The simplicity gains of a changeover would be
minimal and superficial; taxpayers would continue to look up their tax liabilities on
tax tables to minimize the likelihood of computation errors, and tax administration
through high-speed computers would not be changed noticeably by the single tax rate.

In terms of equity, however, the effects of the single tax rate may be
considerable, While, in the abstract, the fiat rate may appeal to some people as more
tair, in practice it would redistribute a significant share of the tax burden from
upper-income to middle-income {and possibly even low-income) taxpayers. Many of
these middle-income taxpayers already have limited financial flexibility due to
contractual mortgage interest and property tax obligations.

After weighing these advantages and disadvantages of the typical flat rate tax
package, the Congress might decide to accept or reject it. In the meantime,

however, there is nothing to lose by considering the available options. The benefits
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of tax base broadening can be had through a measured approach, without necessarily
repealing every deduction and exclusion. The tax rate schedule under a broad based
system could be lower than it is now for most taxpayers without being completely
flat., This general path has been suggested frequently by many tax analysts for many
years.

The tax system is certainly not the only factor, and probably not even the most
important factor, that fuels or drags the U.S. economy; but we should certainly do
everything we can, using every possible method, to make it more efficient, simpler,

and more fair.
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Use this schedule if you checked Filing Use this schedule i you checked Filing
Status Box 1 on Form 1040-— Status Box 4 on Form 1040—
H the samount on  Enter on line 2 if the amount on  Enter an line 2
Form 1040, of the workshest Form 1040, of the workshest
How 34 8: on this page: : ung 3 is: on this page:
ol the . of the
et pot amount But not arount
Over—— QOvere OVer— Ovigree oVBI~— OVEl=
$0  $2.300 —b— $0 32300 —eD—
2,300 3400 ... 14%, 12300 2,300 4400 ... 14% £2.300
3,400 4,400 $154 + 16%, 3400 4,400 8,800 294 4+ 18, 4,400
4,400 6,500 314+18% 4,400 6,500 8,700 630+ 189, 6,500
6,500 8.500 82+19% &,500 8,700 11,800 1.026+22%, 8,700
8,500 10,800 1,072+ 21% 8,500 11,800 15,000 1,708+ 24%, 11800
10,800 12,900 1,555+ 24% 10,800 15,000 18,200 2AT6+269%, 15,000
12,900 15,000 2,059+ 269, 12,900 18,200 23,500 3.308+31% 18,200
15,000 18,200 2,605+ 302, 15,000 23,500 28800 4,951 +36% 23,500
18,200 23,500 3,565 +34%, 15,200 28,800 34,100 6859+42% 24,300
231,500 28,800 $.367+29%, 23.500 34,100 44 700 9,088 +45%; 34,100
28,8000 34,100 T AL + 44%, 28,800 44,700 60,600 13,961+34% 44,700
34,100 41,500 $.766+49%, 34,100 60,600 81,800 22.547+59% $0,600
41,500 55300 13,992+35% 41,500 81,800 108300 235.035+863% 81,000
$5.300 81,800 20,982+63% 55,300 108,300 161,300 51,750+68% 108,300
81,800 108,300 37.677+68% 81,800 161,300  .......... B7.790+70% 161,300
108,300 ... 88, 697+70% 108,300 ’
-
Schedule Y

Married Taxpayers and Qualifying Widows and Widowers

AR |

Married Filing Joint Returns and Married Filing Separate Retums
Qualifying Widows and Widowers
Use this schedule if you checked Filing Use this schedule if you checked Filing
Status Box 2 or 5 on Form 1040— Status Box 3 on Form 1040—
H the smount on  Enter on line 2 i the amount on  Enter on line 2
Form 1040, of the workshest Form 1040, of the worksheet
line 34 is: on this page: line 34 is: on this page:
of the of the
But not asmount But not amount
Ovar—  ovet—— OV Over—  over— over—
$0  S3400 —O $0 31700 —Ou
3,400 8500 ... 14, $3.400 1,700 2780 s 1A%, 31700
5,500 74600  £294416% $,500 2750 3800 $147.00+18% 2,750
7,600 11,900 £30+18% 7.600 AB00 5950 315.00+18% 3,800
11900 16,000 1,404+21% 11,900 $930 8000 702.00+21% 5950
16000 20200 2.265+249, 16,000 8,000 10,100 1,13250+24%, 4,000
20,200 24,600 3273+23% 20,200 10,100 12300 1,636.50+28% 10,100
24,600 29900 - 4,505+32%, 24,600 12300 14,950 2,252.50+52%, 12,300
29,900 35200 4201+37%, D900 1495 17,600 5,100.50+37% 14,950
35200 45800 R162+43% 3200 17,600 22900 4,081.00+4%3%, 17,600
45800 60,000 12720+449% 48,500 22900 30,000 6,360.00+49% 22,900
60,000 B5600 19.678+34% 80,000 30,000 42800 9539.00+34%, 30,000
85,600 109400 ' 33,502+39% #5600 42,800 354,700 14,751.00+59%, 42,800
109400 162,400 4&7544+84% 109,400 * 54,700 81,200 23,772.00+64% 84,700
162400 205400 B1AL+88% 182,400 £1.200 107,700 40,732.00+68%, ©1,200
215400 ... 117,504+70% 215400 107,700 .......... 58.752.00+70% 107,700 |

" Page 38

Caution

You must use the Tax Table
instead of these Tax Rate Sched-
ules if your taxable income is Jess
than $50.000 unless you use
Form 4726 (maxirnum tax),
Schadule D (alternative tax), or
Schedule G (income averaging),
to figure your tax. In those cases,
even if your taxable incorne is less
than 350,000, use the rate
schedules on this page to figure
your tax,

Instructions

if you cannot use the Tax Table,
figure your 1ax on the amount on
line 34 of Form 1040 by using the
appropriate Tax Rate Schedule.
Then, uniess you use Schedyle G
or Form 4726, figure your 1981
Rate Reduction Credit (1.25%)
on the worksheet below,

Tax Computation
Worksheet

(Do not use if you figure your tax
on Schedule G or Form 4726.)

1. Taxable income from
Form 1040, line 34 .

2. Tax on the amount on
iine 1 from Tax Rate
Schedule X, Y, or 2 .

3. Rate Reduction Cred-

it. Multipty the
amount on line 2 by
0125

4. Subtract line 3 from
line 2. Enter here and
on Form 1040, line
5 .. ..

Do not file——keep for your
records.

Note: If you use the aiternative
tax computation on Schedule D
(Form 1040), eater the amount
from Schedule D, line 32, on line 1
of the worksheet, Complete

the worksheet and enter the
amount from line 4 of the work-
sheet on Schedule D, line 33.
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& ¥ your tnxabie income s
axacty $1.700, .
DU your taxable m-mm:'u:::

& M your taxabiy ; ,
come is sxacty £3.400, your tax is 2em.



The Harris Survey

For Release: Monday AM, September 21st, 1961 1981 #7¢
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MAJORITY OF AMERICANS REJECT PROPOSAL TO
ABANDON GRADUATED INCOME TAX.. i

; c:, = i S
.4 %! G e
ettt Ly O VT O
By Louis Har:isf-;‘:\.‘;g, N gopit-

&

" c“
The recent proposals by some supply-side ecenomasts that the country ought to
abandon the graduated income tax for a system under which everyone pays a 20 percent
federal income tax meets with a resounding rejection by 61-34 percent of Americans.

The main argument by advocates for repeal of the graduated income tax is that
“people with higher incomes are the ones who invest in the economy and make it grow, so
they need a break like this to stimulate investment and growth.® This is the same claam
that was made during the debate On an across-the-board tax cut that was finally passed
by Congress in July. .

However, & 56-39 percent majority of Americans does not go aleng with this
argument, according to the latest Harris Survey conducted between Aug. 11 and Aug. 16
among & cross section of 1,248 adults nationwide. If higher-income pecple are to be
induced to invest more of their funds, most Americans would prefer that some means other
than & change in the concept of the graduated income tax be devised. All groups below
the 535,000 income level want to retain the progressive tax system under which the
higher a person‘'s income, the higher the percentage of federal income tax the individual
will pay. The country has had that system for 68 years, ever since the Constitution was
amended to permit the federel government to levy a federal income tax.

Among those with annual incomes of more than §$35,000, however, a 49-47 percent
plurality goes along with the argument that by going to a 20 percent across-the-board
tax, investment will be stimulated. Supply-siders no doubt would argue that this 1s proof
positive that such & change in the tax system would indeed set loose a new fleod of
investment money. However, the rest of the public clearly doesn’t see it that way.
Instead, they seem to be convinced that having those with the highest incomes pay the
same tax rate as those with lower incomes is a windfall benefiting those who are most
in a position to pay higher taxes. .
In fact, a 53-39 percent majority feels that “to charge everyone the same
percentage of their income in taxes would be decreasing federal income taxes for the
rich and increasing taxes for people with incomes below $18,000 a year.”™ Even those in
the over=-535,000 income bracket agree, by 57-36 percent, that this would be the case.

This latest trial balloon on repealing the graduated income tax is one of a
growing number of measures put forth by supply-side econcomic advocates. People now
expect that one of the singular marks of the Reagan years in the White House will be
harder times for the less privileged and a field day for the most privileged. When
asked to estimate what things would be like a year from now, a 75-2]1 percent majority
of Americans is convinced that "the rich and big business will be much better off”
and a 64-32 percent majority feels "the elderly, the poor and the handicapped will be
especially hard hit.*®

If a major effort is mounted to repeal the graduated income tax, it will mean
undertaking the considerable task of reversing the opinion of a sizable majority of the
American pecple, Not only does a 61-34 pesrcent majority oppose a 20 percent across-the-
board personal income tax, but also, by 58-38 percent, a majority feels that the current
progressive income tax, based on the principle that "higher-income pecple not only have
to pay more in taxes, but must pay a greater percentage of their income in taxes," is
"fair and equitable.”

At & time whan taxes clearly are not popular, to have a 20-point majority that
fexls the federal income tax is fair and equitable is a real measure of the job facing
those whe would attempt to change the system. Significantly, a 60-37 percent majority
of the college-educated defends the current tax principle, as does a €7-30 percent of
professicnal people. However, ameng business executives, only a 51-46 percent majority
shares this view, as does a 53-45 percent majority of those in the highest income brackets.

{over)
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These latest results show that political congservatives have not yet reached
the point where they are ready to change the graduated income tax. By 57-38 parcent, a
majority would oppose a 20 percent across-~the-board federal income tax. And a 55-41
percent majority of conservatives feels the current fcderal tax system is "fair and
equitable.”

TABLES

Between August 1lth and l6th, the Marris Survey asked a c¢ross section of 1,248
adults nationwide by telephone:

*ror the past 68 years, the federal income tax has been based on the principle
that higher-income people not only have to pay more in taxes but must pay a greater
percentage of their income in taxes. Do you feel that principle is fair and equitable
or not?"

GRADUATED INCOME TAX FAIR?

Not fair

Fair and and Not

eguitable eguitable sure

t £} [

Total 8 k1 4
8th grade education 50 3 19
High school 57 a9 4
College 60 7 3
$7,500 or less 59 k13 5
$7.5%01-15,000 56 37 7
$1%,001-25,000 €3 . 34 3
$25,001-35,000 61 s 1
$35,00]1 and over 53 45 2
professional 67 a0 k|
Executive sl 46 3
Proprietor 54 44 2
Skilled labor 60 39 1
White collar 56 41 3
cConservative - 55 41 4
Middle of the road 62 35 3
Liberal &5 41 4

*Now it is being proposed that instead of the system of higher-income people
paying a greater percentage in federal income taxes, everyone would pay the some percentage
of their income in taxes, such as 20% for everyone, Would you favor having everyone
pay the same percentage of their income in taxes, of would you favor keeping the present
system, under which higher-income pecple pay a greater percentage in taxes?”

EVERYONE PAY SAME PERCENTAGE OF IRCOME TAX?

Favor everyone

paying same Favor keeping Not
percentage present system Sure
1 [
Total 34 €1 s
$th grade education 29 50 31
High scheool 32 64 4
College 38 57 5
£7.500 or less 19 70 11
$7,501~-15,000 32 &5 3
§15,002-25,000 a5 61 4
$25,001-35,000 a8 56 6
$35,001 and over 48 49 3

continued
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EVERYONL PAY SAME PERCENTAGL L5 INCOME TAX? (CONT'D)

Favor everyone

paying same Favor keeping Not
percentage present system Bure
L} [

Professional a7 57 6
Executive 39 59 2
Proprietor 44 54 2
Skilled labor 3e 59 k)
White collar 3l 62 7
Conservative 3s 57 g
Middle of the road 35 61 4
Liberal 29 66 5

"Now let me read you some statements about changing the federal income tax
system $0 that evely person pays the same 20% of their income in taxes. For each, tell
me if you agree or disagree.”

STATEMENRTS ON CHANGING FEDERAL INCOME TAX SYSTEM

Not
Agree Disagree sure
L1 LY %

To charge sveryone the same

percentage of their income in

taxes would be decreasing

federal income taxes for the

rich and increasing taxes for

pecple with incomes below

$18,000 a year 53 g ]

People with higher incomes

are the ones who jinvest in

the economy and make it grow,

3¢ they need a break like

this to stimolate investment

and growth - 39 56 S

METHODOLOGY

This Harris Survey was conducted by telephone with a representative
nationwide cross section of adulets 18 and over at 1,248 different
sampling points within the United States between August lith and 16th,
Figures for age, sex and race were weighted where necessary to bring
them into line with their actual proportions in the population.

In a sample of this size, one cah say with 95% certainty that the
results are within plus or minus 3 percentage points of what they would
be if the entire adult population had heen polied.

This statement conforms to the principles of disclosure of the
Rational Council on Public Polls.

(c) 1981

The Chicagoe Tribune

World Rights Reserved

Chicago Tribune-N.Y. News Syndicate, Inc.
220 East 42nd Street, New York, NY 10017
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TANLE 1, PISTAINTION OF TAR LIAGILITIES UNDER ALTERNATIVE FLAT RATE TAX SYSTENS CONPARED 10 1984 TAX LAW® AT 1991 INCOME LEVELY
Syotes | Systen 2 Syetes 3 Syaten 4
Rapended  Wumber of Taz Change Change Change Choange
[acens Taxabla Liavibity Tan (Dollare Tar (Dellave Tax (Pallare Tar (Sellare
{thoe- Returns 1984 Law Liabikicy Changs Per Liskiliey Change Por Liabiiiey Change Fox Liabilicy Chaage Par
de) (th de) (milliews} {(willieas) (Parcest) Returw) (millicas) (Parceat) Batura) (milllona} {Peccest) Retura) {ulltions) (Peveeat) Ratutw)
< 3 6,402 401 . A7 1,23%0.% 703,07 L, %78 0.7 160,7¢ 2,112 4337 191.10 1,7 .2 wi.n
3= 10 13,037 3,772 L4, 200 142 .4 569.04 8,152 .6 1r.n 7,05 *.1 138.2¢ 5,13 -1.4 -2.9
10- 1% 13,09 11,52 Ly, 700 $7.3 547.9¢ 17,610 0.4 M. 15,7120 5.5 3.0 12,690 1.4 1.1
13- 20 10,7131 17,462 2.49% n.. 450.08 21,64% ».0 04,54 2.1 12.0 8.8 18,003 7.1 124.76
20~ % 16,000 44,000 49,701 11.0 3.5 51,8 19.% . &% 978 13.4 5.8 As,170 .3 01,43
- 0 13,568 41,033 60,519 ~5.1 -330.02 66,419 .l 190.41 [ 11 4.1 194,00 68 004 1.8 %6461
30-100 3,500 .87 7,9 -19.2 =3, 154.T4 10,408 -3.2 =1,190.% 12,658 =45.6 =1,684.20 3,104 4.7 -111.60
100-200 N 10,436 .01 ~47.1 -1),%20.58 10,743 ~41.4 ~14,540.20 12,439 =-33.2 -9.021.5% L4, 344 -11.0 -4,02.3%
200 < 12 15,303 1,473 =%1.1 -5),107.1% L1 -56.9 -36,438.0% 10,050 -3.7  ~N,630.47 1,043 =-21.7 -17 ,491.73
Total " 110 nr, 03 nr.arn 0.3 ~7.87 8, e 0.2 $.57 i, 194 0.2 4.08 10,106 0.1 378
SOURCE: JSeist Conmittes on Tamaties.
&. To facilitste coaparisen, 1984 law dess ot Inclule tim sarved incoms eredin, the tww—cetnar couple
Systen 11 1.0 percent tex su sdjusted greae iwcoms with lesg-term deduction, or the I1RA or Kengh provisions. The flst rete tem syetess sinilsrly de mot iscleds theve
capital gales Included in full. provisions.
Srstem 1 16,3 porcent tax e 1984 lew tazeble iscoms less szere . Outconss ender the Plat-rete taxz fer tex cwturne of wnder 3,000 of jecome wewld e highly wscer-
Sreachket sssuat. tala. Sosse tanpsyers ot that lacems level cervestly mahe wae of tan preferencas that weuld be
tarninated uvader the flat-rate tax, and those taxpayete would thue face substastisl tan incrssses.
Systas 3¢ 13,7 parcest tax sa 1994 law temable fscems lees cxero & particular problen would artee uader System t, 1w which sll incoss would ba swbject to tom withewt
brechet assust, with leag-ters capltel peles included la snenption or deduction; many houssholds with vary Jow jecemes who are enxcussd from Flling tem
full, and o» itenized dedections. returny wnder the 1384 law ace thersfere mot represeated in the table, bt would have te ftle
teturne ond pay texee wander System 1. The impact of this fsciar on the table weuld likely ba small,
Systas 41 10,7 perceat team ea tamable lacosm &2 in pypetem 3 with though 1t would significantly change aduinistcetive butrdens uader the ten syetes.

taceasond sxuemption sad sere brachst smoust.



