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Introduction

Good afternoon.  There are great changes afoot on the economic landscape, and
impending tax reform is one of the mogt far-reaching. | am pleased to have the opportunity to
talk to you today about one of the leading reform proposas: the flat tax.

Let's begin with avirtud redity exercise. All you have to do is close your eyes and use
your imagination. Don't worry; you wont miss anything.

Fird, imagine some ancient ruins - perhaps the Parthenon - with many steps srewn
with debris. Maybe some trap doors and other hidden dangers. Next, envison along, wide,
flat beach on asun-drenched day. A light sea breeze is brushing through the pam trees.

Now back to red redity. The fird picture, the ruins, isthe U.S. tax code. The second
picture, the beach, is the U.S. tax code on drugs, and the active pharmaceuticd is the flat tax.
Or at least that iswhat some of its supporters would have us believe.

The truth lies somewhere in-between. The flat tax would be superior to the current
system in many ways thet | will discussin amoment. But it would not live up to some dams. |
believe Steve Forbes argued that hs verson would double economic growth indefinitdy - a
virtud imposshbility.

But before | get to that, alittle background. Theflat tax isnot afresh, new idea. Milton
Friedman wrote about it amost 35 years ago, a which time he was seding it from someone
else. Neither isit untried. Estonia enacted a pure flat tax afew years ago, and Hong Kong has
a system based on flat tax principles. In both cases, the results have been astonishingly positive.

Here in the U.S,, we have long had many flat taxes, such as state saes taxes, the payroll tax,
and the gasoline tax.

A verson of the flat tax has been introduced into amost every Congress in the last
fifteen years, most recently by Representative Dick Armey. Such strange bedfellows as Arlen
Specter, Jary Brown, Dick Gephardt, Jack Kemp, and Eleanor Holmes Norton have
advocated different versons of aflat tax. In thisyear's Republican primary, Steve Forbes made
the idea about as famous as tax reform can be.

This afternoon, | will brief you on the verson, designed in 1981 by Robert Hal and
Alvin Rabushka of Stanford, and given life by Dick Armey's bill. 1 will outline the sysem, and
then focus on the implications. What is good about it? What is not bad about it? And what
are some worthy questions and concerns?

What isthe Hat Tax?
Fird, "Hat Tax" isalousy name. It has no apped, and it is mideading. Steve Forbes



wised up toward the end of his Primary campaign and began cdling it "A-Hat-Tax- That-1s-A-
Tax-Cut," but by then it wastoo late, and that name is cumbersome and till not very catchy.

The"flat," of course, refers to the single rate that would be applied to dl taxable income.
But the average effective tax rate rises with income, just as under the current system. The flat
tax is not flat. But more to the point, the digtinguishing feature of the flat tax is not its shape.
What matters most isthat it circumscribes al income in the economy by integrating the individud
and business tax sysems and that it taxes dl income once and only once & its source. In
addition, athough the tax is levied on income, it is effectively a tax on consumption, which is a
measure of what people take out of the economy, rather than income, which is a measure of
what they create.

Here is how it would work. All income in the economy is ether wages, sdaries and
pensons or business income. The system is airtight. Both types of income are subject to the
same, single tax rete.

Individuas would pay a flat rate of 17 percent on income beyond the persond
dlowance. The dlowance would be $11,350 for asingle filer, double that for amarried couple,
and would include $5,300 for each additiond dependent. Note that the marriage penaty

disappears.

The alowance makes the sysem progressive. A family of four, for example, would
owe federa income tax on each dollar of taxable income above $33,300. A family with income
of $40,000, would pay an average tax rate of 2.8 percent under Armey's 17 percent rate. A
family with income of $100,000 would pay 11.3 percent. A millionaire would pay an average
rate of 16.5 percent.

| am getting ahead of mysdif, but part of the beauty of the flat tax is thet thereis no place
to run, no placeto hide. And because of the low rate, there islittle reason to want to.

Businesses would pay the same 17 percent rate on al income that they generate, except
what is paid to workers or invested in plant and equipment. It is not the purpose of the business
tax to tax businesses. People pay taxes, not busnesses. The ideaisto collect the tax that the
owners of a business owe on the income produced by the business. The flat tax levies the tax
on the business only because thet is the most efficient way collect it.

What is good about the Flat Tax?

The flat tax would encourage economic activity and be more fair than the current
sysem.

Albert Eingein sad, "The hardest thing in the world to undergand is the income tax." |
don't know if it is the hardest, but it sure is codtly. Estimates of the burden of complying (and
not complying) with the current system range from a very conservaive $70 hillion, or 10
percent of tax collections, to fivetimesthet - every year.

These egtimates include direct and indirect costs. Direct costs are those such as
record-keeping, learning about tax requirements, preparing, copying, and sending forms,
commercid tax preparation fees, audits and correspondence, pendties, errors in processing,
litigation, tax court cases, enforcement and collection.

Indirect costs are what eonomigts cal "deadweight losses” or reductions in output



caused by actions taken to comply with, to avoid, or to evade taxes, which losses are not offset
by gains anywhere dse. Examples of indirect costs are reductions in the labor supply, capita
formation, business formation, failure to expand existing facilities, and investments designed to
lower tax liability rather than produce income.

The flat tax would reduce these codts, perhgps sgnificantly.  Presumably these
resources could be more productively used, which would make the economy permanently larger
and give growth a one-time boost.

The flat tax would aso encourage economic activity by lowering the top margind tax
rate. Research over time and across states and countries indicates that economic growth is
senstive to the progressivity of margind rates (that is, the spread between the rates for highest
and lowest brackets) and the level of the top margind rate. The flater the margind rate
schedule and the lower the top rate, the faster the economic growth.

And the fla tax would boost long run economic growth by diminating incentives to
consume and disncentives to saving and invesment. Over long spans, economic growth is
determined largely by population growth and increases in productivity. Productivity isafunction
of the capita stock, which is built up through invesment. No investment can take place without
corresponding saving. The current tax system discourages both by taxing returns to cepitd
heavily by taxing it multiple times. Theflat tax would tax it only once.

The flat tax would be more fair than the current system in & least three ways. Every
taxpayer with the same sze family and the same income would pay the same tax, no matter
what. No one with a high income would pay less tax than someone with alow income. And
the rules would be smple enough that they either would not affect our decisons or we would be
more certain of the tax consequences of our actions.

Thislasgt point may be the most important. Alexander Hamilton wrote thet:

[if] will be of little avall to the people, that the laws are made by men of their
own choice, if the laws be so voluminous that they cannot be read, or so
incoherent that they cannot be understood; if they be repeded or revised before
they are promulgated, or undergo such incessant changes that no man, who
knows what the law isto-day, can guess what it will be to-morrow.

Findly, believe it or nat, the flat tax would go a long way toward resolving the problem
of high and risng medica costs. Employee benefits would not be taxed at the individud leve,
but would no longer be deductible by the business. That would mark the beginning of the end
for essentiadly firg-dollar coverage medica insurance policies that have been forcing up prices
for medica goods and services. But that is a different topic.

What is not bad about the flat tax?

The system would not be an economic panacea, but most of the common charges fal
short.

It has been widdly claimed that rich coupon-clippers n PAm Beach will live tax-free,
while hard-working wage and sdary earners will pay al of the taxes. That stems from a
misunderstanding of the system. Remember, the flat tax is integrated, collecting taxes on dll
taxable income & the corporate level beforeit is paid out as interest and dividends or redlized as

capitd gains.



For example, an equivaent means of collecting tax on corporate income would be to
have shareholders directly pay the tax on their prorated portion of profits. It would then be
clear that people who receive investment income and no wage or sday income are paying
taxes. But it would be much more difficult and costly to collect the tax. The IRS sends out
about 1 billion 1099 forms per year to track income passed from businesses to individua's under
the current system.

A study for the Nationd Association of Redltors that was published last year predicted
that the loss of the home mortgage interest deduction would cause a 15 percent drop in home
vaues, on average. | think the consensus among economigts is that there would be a decline,
but that it would be in the Sngle digits. The red questions should be, not who benefits and who
is hurt, but should renters subsidize homeowners and should homeowners with small mortgages
subsidize homeowners with big mortgages? Any disruption in the home market could be
subgtantidly dleviated by phasing-out the deduction over dong period or through a variety of
other measures.

Another concern is that diminating the deduction for charitable giving would undermine
philanthropy. Some forms of giving might be curtailed, but history and research suggest people
give mogly in proportion to their interests and their wedth. Sociologist Francie Ostrower
concludes that, among the wedthy, philathropy is more a way of living than a means of
avoiding taxes. Even aflat tax that eiminates the charitable deduction seems unlikely to weigh
heavily againg the incentives of satus, obligation and tradition that motivate very affluent donors
to give.

Qurs is a nation with a tradition of giving that pre-dates the federd income tax. The Sdvation
Army, Red Cross, and Good Will al took hold here long before income taxes mattered. It is
hard to believe the flat tax would change that.

A find criticiamis that a pure flat tax would end the subsidy to loca governments from
the tax-exempt status of municipa debt. This might be agood thing. | know of no other federd
government in the world that subsidizes municipa borrowing. In addition to transferring income
from low to high income taxpayers, it blocks privatization of public facilities and thwarts penson
fund investment in infrastructure.

What about the effect on the vaue of outstanding municipa bonds? No one can say for
sure what will happen, but chances are there will be little change. The yields on municipa debt
will rise and the vaue fdl redive to yidds and vaues of taxable bonds, but not necessarily
relative to current yields and values.

Suppose a borrower is willing to pay and alender is willing to receive 3 percent after
tax and suppose the current tax rate is 50 percent. Under the current system in which interest
expense is deductible and interest income is taxable, the two will strike a dedl at 6 percent.
Under a flat tax with a 25 percent rate and no business deduction for interest expense and no
individua tax on interest income, the two would be willing to receive and pay 4 percent. In
other words, the entire interest rate structure will decline, offsetting some or al o the negative
effects on municipa borrowing costs and the market vaue of outstanding municipa debt.

What is bad or questionable about the flat tax?

The flat tax is not dl sweetness and light; it has its dark sde. Two taxpayers with
identica income but different family sizes, for example, would pay different amounts of tax. I'm



not sure what economy theory says about this, but it Strikes me as unfair or at least somewhat
arbitrary for tax law to discriminate on the bass of persond decisons or ability regarding
marriage and child-rearing.

The smplicity of the flat tax is oversold. It would clear up questions about deductions,
but some uncertainty would remain about income. The postcard size form holds little gpped. |
imagine that few are intimidated by the current Form 1040. It isthe 1,378 pages of the federa
tax code that boggle the mind and turn the somach. A small form would not by itself change
this.

Economigts disagree over the favorable trestment of investment in equipment relative to
invesment in human capitd, and | have not figured this one out yet. | have a complicated
answer that | think is right, but probably might not go al the way.

Arthur Godfrey said: "I'm proud to be a tax-paying American, but | could be just as
proud for haf the taxes" Of course if government spending stayed at the same leve after such
acut, then he would be twice as much in debt. Many look at the budget deficit and see aglass
haf full. | sseaglassthat isjud too big, and the flat tax woud not make it smaler. Theflat tax
would be a more efficient means of funding our overgrown central government. And as Peter
Drucker has said: "The word thing you can do is make more efficient something you shouldn't
be doing in the first place.

A more pragmétic objection is that politicians will not give up a powerful tool for
assigting condtituents and backers until threatened with a drive to reped the 16th Amendment to
the Conditution (which gives Congress the power to tax income). According to Milton
Friedman, in practice, revenue generation is a secondary function of the federad income tax
code. The more important politica function of income taxes, is "to provide a means whereby
the members of Congress who have anything whatsoever to do with taxation can raise campaign
funds.”

Finaly, even if supporters in Congress somehow succeed in enacting a pure flat tax,
who can say how long it will remain that way. Congress came close to aflat tax in 1986, with
marginal rates of 15 and 28 percent, but it lasted barely four years. Today, we are back up to
five rates, with the highest at 39.6 percent.

Concluson

In closing, what are the palitical prospects for the flat tax? My guessis that the chances
for passage of something like the 1986 reform - which gave us fewer and lower margind rates
with fewer deductions - are high in the next year or two, depending, of course, on the outcome
of eectionsin November.

Christopher Columbus set out in 1492, certain that the world was not flat, not knowing
exactly where he was going, but sure that his voyage would benefit the world. In fact,
Columbus did not arrived at the destination he desired, yet his trip proved to be a greater
success than he could have imagined.

The "flat taxers' are in the same boat, redizing the fla tax isnot flat - or at least that
that is not what matters most about it - unsure of the full ramifications of enacting it, but
knowing it will be beneficid. They will likdy fdl short of ther god of a pure fla tax, yet will
greetly improve upon the current system.



