11. Federal Tax Reform

Congress should

e make permanent the tax cuts enacted in 2001 and 2003,
including the income tax rate reductions and dividend and
capital gains tax cuts;

e reenact the 50 percent expensing provision for business invest-
ment that was established in 2003;

e repeal the estate tax permanently;

e repeal the individual and corporate alternative minimum
taxes (AMTs);

e turn Roth individual retirement accounts (IRAs) into large, all-
purpose savings accounts available to every family by repeal-
ing withdrawal restrictions and liberalizing contribution and
income limits;

e simplify the tax code by combining further rate cuts with the
elimination of social engineering provisions, such as education
and homeowner tax breaks; and

e replace the income tax with a low-rate consumption-based
tax—either a Hall-Rabushka flat tax, a consumed-income tax,
a national retail sales tax, or another tax that is flat, neutral,
and simple.

The Burden of Taxes

At the beginning of the 20th century, federal taxes accounted for 3
percent of the nation’s gross domestic product, and the tax code and
related regulations filled just a few hundred pages. Today, federal taxes
account for 17 percent of GDP, rising to 20 percent of GDP by 2014 if
recent tax cuts expire as scheduled. According to CCH Inc., federal tax
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rules and regulations spanned 60,044 pages in 2004—48 percent more
pages than when the Republicans took over Congress in 1995.

The extraction of $2 trillion in federal taxes from families and businesses
each year comes at an enormous cost. The most obvious cost is that
Americans are left with less money to meet their needs for food, clothing,
housing, and other items, and businesses are left with fewer funds to invest
and build the economy.

In addition, the tax system imposes large compliance burdens and
‘“‘deadweight losses’” on the economy. Compliance burdens are the time
and administrative costs of dealing with the tax system’s rules and paper-
work. Deadweight losses are created by taxes distorting the market econ-
omy by changing relative prices and altering the behavior of workers,
investors, businesses, and entrepreneurs.

Consider a working woman who is considering launching a small
business on the side to earn more income. If the government raises marginal
tax rates and dissuades her from those entrepreneurial plans, the nation
loses the production and innovative ideas that she could have added to
the economy.

Such economic damage increases more than proportionally as marginal
tax rates rise. In particular, deadweight losses rise by the square of the
tax wedge between pre- and posttax income. For example, a doubling of
the tax wedge causes deadweight losses to quadruple. That is why a flatter
tax structure with lower marginal rates would be much more efficient
than the highly graduated rate structure that we have today.

In sum, every new $1 million government program costs taxpayers
much more than $1 million. In addition to direct tax costs of $1 million,
taxpayers are burdened by higher compliance costs and deadweight losses.
Estimates of the size of deadweight losses vary, but generally each added
dollar of income tax revenue creates a loss to the economy of 25 cents
or more. Harvard professors Martin Feldstein and Daniel Feenberg esti-
mated that the Bush tax cut in 2001 reduced deadweight losses by 38
cents for each dollar of the tax cut. Another Harvard professor, Dale
Jorgenson, figures that deadweight losses of the income tax system are
35 cents on each added tax dollar and estimates that switching to a
consumption-based tax system would reduce that burden substantially.

Congress should cut the overall size of the federal government to reduce
these tax burdens. But even given the current level of federal taxes, the
tax system can be redesigned to increase economic growth by reducing
deadweight losses and compliance costs. The following sections look at
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key problems of the income tax and reforms that would create a simpler,
fairer, and more efficient system.

Income Tax Complexity

In 1976 president-to-be Jimmy Carter called for ‘‘a complete overhaul
of our income tax system. I feel it’s a disgrace to the human race.”” Since
Carter’s attack, the number of pages of federal tax rules has roughly
tripled. More recently, President Bush’s first treasury secretary, Paul
O’Neill, called the tax code an ‘‘abomination.”” Unfortunately, policymak-
ers have done little to fix the problem, and Table 11.1 shows that complex-
ity has risen in recent years.

The following are five types of costs created by the income tax’s
excessive complexity.

1. Compliance and Enforcement Burdens

Americans spend 6.5 billion hours annually filling out tax forms, keeping
records, and learning tax rules, according to the Office of Management
and Budget. A huge public and private ‘‘tax industry’’ is needed to
administer, plan, and enforce the complex system, requiring the efforts of
some of the smartest people in the country. The costs of complying with
federal income taxes are roughly $200 billion per year. In addition to the
costs of filing tax returns, taxpayers face the burden from audits, notices,
liens, levies, seizures, and the 30 million penalties assessed each year by
the IRS. Those burdens fall on individuals both directly and indirectly
through the costs imposed on businesses. For example, the paperwork for
a large corporation’s tax return can run more than 10,000 pages. All
Americans would gain if businesses spent less time on such paperwork
and more time creating good products.

2. Errors

Tax complexity causes taxpayers and the IRS to make frequent and
costly errors. The IRS routinely gets up to half the answers to taxpayer
phone inquiries wrong. The problem is that Congress has filled the tax
code with complex features such as the Earned Income Tax Credit. Almost
one-third of EITC payments—about $9 billion annually—are erroneous.
These EITC errors occur despite a big effort by the IRS to fix the problem
with a special $200 million annual budget allocation.
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Table 11.1
Rising Tax Complexity
Item Initial Year Recent Year
1995 2004
a) Total pages of federal tax rules 4—0’ 500 6_0,0 m
2000 2004
b) Number of IRS tax forms 475 529
¢) Number of income tax loopholes for education 1994 2004
and training 16 28
. . 1995 2003
d) Percent of taxpayers using paid tax preparers S0% 2%
. 1996 2003
e) H&R Block U.S. tax preparation revenues $740 million $1.9 billion
. . 1995 2004
f) Hours Americans spend filling out tax forms 5.3 billion 6.5 billion
g) Pages in Form 1040 instruction book % %
h) Average time to complete Form 1040 and 1995 2003
Schs. A, B, D. 21.2 hours 28.5 hours

Source: Author, based on

a) CCH Inc. Includes tax code, regulations, and IRS rulings.

b) IRS, Tax Forms and Publications Division.

¢) Author’s count of official ‘‘tax expenditures.”
d) National Taxpayers Union.

e) H&R Block. Annual reports for various years.

f) Office of Management and Budget, ‘‘Information Collection Budget.”

g) National Taxpayers Union.
h) National Taxpayers Union.

3. Decisionmaking Complications

Tax complexity impedes efficient decisionmaking by families and busi-
nesses. For example, the growing number of saving vehicles under the
income tax greatly confuses family financial planning. If a family makes
the wrong savings choice, it could result in lower returns, less liquidity,
and payment of withdrawal penalties. Saving would be vastly simplified

under a consumption-based tax.

For businesses, the complex and always changing income tax rules
inject uncertainty into decisions such as those about capital investment.
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Major tax laws can alter hundreds of tax provisions causing a flood of
changes to tax forms, tax regulations, and IRS guidance notices. More
complexity means more errors for everyone in the tax industry and more
disputes between taxpayers and the IRS. Audits, appeals, and litigation
over disputed business tax items can drag on for years.

4. Inequity and Unfairness

Although equality under the law is a bedrock American principle,
individuals pay greatly different tax rates under the income tax. For exam-
ple, IRS data for 2002 show that income taxes averaged 26.2 percent of
adjusted gross income for those earning more than $200,000, but 10.5
percent for those earning between $50,000 and $100,000. Joint Tax Com-
mittee data for 2003 show that 60 million of 152 million U.S. households
paid no income tax at all.

Even people with similar incomes are treated unequally by the tax code
as a result of special exemptions, deductions, and credits. As Congress
has added more special preferences for favored groups, inequities have
increased. Tax incentives for education, home ownership, alternative fuels,
and other items unfairly favor some Americans over others. Special tax
breaks should be repealed and overall tax rates reduced.

5. Avoidance and Evasion

Tax complexity leads to greater noncompliance with the tax system.
That stems partly from greater taxpayer confusion. But complexity also
fosters multiple interpretations of the law, thereby stimulating more aggres-
sive tax planning. Taxpayers take risks on their tax returns in the hope
that complexity will hide their strategies from the IRS. The economy
would be better off if tax rules were simple and transparent so that taxpayers
focused on productive endeavors, rather than on playing cat-and-mouse
games with the IRS.

Income Tax Bias against Saving

Saving is a key source of economic growth because it provides busi-
nesses with the investment funds they need to expand and modernize the
nation’s capital stock. The income tax system taxes saving and investment
but not current consumption, which creates a damaging bias that reduces
economic growth. Also, the income tax system applies different tax burdens
to different forms of savings and investment, thus complicating and distort-
ing economic decisionmaking.
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