Citizen’s Income Tax Proposal

 April 25, 2005

	Summary of Proposal
	· Proposal is a simplified income tax which relies on the existing structure while eliminating all deductions, replacing the EITC, and limiting credits to a single type with few uses.

· The major departure from the existing system is the elimination of the corporate tax, and equal treatment of all types of income (e.g. no separate capital gains or dividend income rates)
· Data used to prepare this proposal are from the IRS and the Census Bureau (2003).  For simplicity I have used there existing statistical categories to create the progress rate cut off levels.  With better data I would be likely to set the highest rate to kick in at the same dollar value as the employment tax drops off.

· Non-income taxes are assumed to be unchanged (eg. Excise and Estate)

· Tax rates:

Married Filling Jointly

Single-non dependant filers over age 16

Dependent filers

First $15,000 of income - Negative 15%

First $7,500 of income - Negative 15%
First $50,000 of income – 20%
$15,000 – $100,000 – 20%

$7,500 – $50,000 – 20%

Income above $50,000 – 50%
Income above $100,000 – 50%

Income above $50,000 – 50%

· Effective tax rates including employment taxes are under 28% for all taxpayers under $200,000

· EITC is replace with negative tax rate for all taxpayers first $15000

· All deductions are eliminated

· Refundable Tax Credit of $1000 for each:

· Child Dependent

· Citizen over 65 (own return or dependent)
· Single head of household

· Homeownership

· AMT is eliminated 
· Corporate taxes eliminated.  Investment income taxed at same rate as other income.

· Estate Tax is maintained with high exemption (possibly $7 million from 2001 tax laws 2010 level)  


	Why eliminate the Corporate Tax?
	· In previous attempts to address the double taxation problem, Capital Gains and Dividend rates have been reduced.  This raises an obvious fairness issue (why should someone who can afford to invest get a tax break not available to someone who can not?)
· In the last decade a higher percentage of corporations have attempted to shield income from taxation while simultaneously reporting increased profits to the SEC.  Some companies have eve reorganized off shore to avoid taxation.  This has created an environment where corporations who are loyal to the US are disadvantaged to those who are not.

· Elimination will balance the playing field.  


	How can you afford to eliminate this tax?
	· In 2003 net collection from corporations (not including employment taxes), was 7.8% of the revenue collected by the IRS
· According to the Cato Institute, direct corporate subsidies of $86 billion in 2003 largely offset net collections of $128,813,883,000.  If the taxes are eliminated, subsidy elimination could pay for all but $43 billion.
· Similarly, targeted corporate tax subsidies are eliminated along with the tax itself.      

· Logically, the value of corporate stock and dividend payments will rise due to the additional income.  By treating all income identically the result should be higher revenues form capital gains and dividends.  In this document no such assumption is made or calculated.
· Regulations must include provisions for closely held corporations, to be required to show pass through of income (similar to S corporations, but possibly less than 100% pass through).  This is needed to prevent creation of corporations purely as a method to avoid taxation.  


	The Numbers
	· The table on the next page shows the 2003 net collections of individuals by income level

· Using the average for each category, tax is calculated for each group, and effective tax rate is shown.

· Next the effect of the replacement tax rates is added
· Next the costs of credits is calculated based on census data

· Finally to maximum additional cost of the negative income tax is calculated.  It is reasonable to assume that families with incomes under $15,000 will attempt to prove their income is exactly $15,000 under this code,
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Number of returns, total

130,571,319    37,985,339    29,738,980    24,469,392    26,935,410    8,901,359    2,540,844   

Adjusted gross income 

6,212,974,067,000    211,227,348,000    653,834,424,000    954,681,212,000    1,889,302,141,000    1,174,675,124,000    1,329,253,818,000   

Average

47,582.99 $                    5,560.76 $                   21,985.77 $                 39,015.32 $                70,141.95 $                  131,965.82 $               523,154.44 $               

Percentage of total AGI

100.00% 3.40% 10.52% 15.37% 30.41% 18.91% 21.39%

   Total tax liability:

      Number of returns

92,542,668    13,263,977    19,285,890    21,939,799    26,620,444    8,893,521    2,539,034   

      Amount…………………….

787,833,443,000    6,002,033,000    28,302,449,000    69,941,012,000    189,457,159,000    172,740,451,000    321,390,338,000   

Average Tax Liability

8,513.19 $                      452.51 $                      1,467.52 $                   3,187.86 $                  7,116.98 $                    19,423.18 $                 126,579.77 $               

Effective Income Tax

17.9% 8.1% 6.7% 8.2% 10.1% 14.7% 24.2%

Employment Tax 

15.3% 15.3% 15.3% 15.3% 2.9% 2.9%

Effective Indivdual Tax

23.4% 22.0% 23.5% 25.4% 17.6% 27.1%

Proposed Rates

-15.0% 20.0% 20.0% 20.0% 50.0% 50.0%

Average Tax Liability

(834.11) $                    (852.85) $                     2,553.06 $                  8,778.39 $                    30,732.91 $                 226,327.22 $               

Max liability within range

-2250 750 4750 14750 64750

Proposed Revenue

1,090,501,412,950 $      (31,684,102,200) $      (25,362,760,200) $       62,471,934,400 $       236,449,525,700 $       273,564,657,250 $      575,062,158,000 $      

Effective proposed rate

-15.0% -3.9% 6.5% 12.5% 23.3% 43.3%

Employment Tax 

15.3% 15.3% 15.3% 15.3% 2.9% 2.9%

Proposed Effective Indivdual Tax

0.3% 11.4% 21.8% 27.8% 26.2% 46.2%

Credits ($1000 Refundable)

$ Value

Population over 65

33,896,172 33,896,172,000 $       

Population under 18

72,634,422 72,634,422,000 $       

single head of household

8,294,092 8,294,092,000 $         

home owner credit

72,418,662 72,418,662,000 $       

Total credits

187,243,348 187,243,348,000

Revenue after credit

903,258,064,950 $     

Maximum addional cost of negative income tax

53,782,910,550 $       


	Negative Income Tax and the EITC
	· The EITC currently is a credit which must be applied for.  Congress has frequently requested additional enforcement efforts to ensure fraud is reduced within the program.

· The negative income tax rate for the first 15% applies to all taxpayers with income.  The effect is to provide a refundable credit to working poor taxpayers, which does not discourage additional earnings

· The negative tax rate is not available to anyone who is claimed on someone else’s return as a dependent.  This includes any taxpayer less than 16 years of age regardless of dependent status.    


	Why these rates?
	· There is nothing magic about these numbers, except for the effect of the negative rate for the first income earned.

· The recommended rates lower taxes on the lower income, leave taxes on incomes around $100,000 about the same, and raise taxes on income over $200,000.
· The 50% marginal rate may seem large.  But examined closer, it is lower than this category has historically been taxed.

· As recently as the 1980’s, marginal tax rates on this group were 70% 

· Elimination of corporate taxes ends the double taxation effect (highest marginal corporate tax rate is 39%, Short term capital gains is 28%, resulting in a high rate of 49.92%).

· Effective rate are under 50% for all taxpayers do to negative income tax. Effective tax rates including employment taxes are under 50% for all taxpayers under $1,060,000 before credits.
· The proposed rates generate roughly the equivalent income as the current individual and corporate tax rate (after credits).  This revenue neutral proposal will not eliminate budget deficits.  Only higher rates can do that.  Although it is reasonable to assume that the first year will have a balloon effect on the stock market causing a 1 time jump in prices that will gradually result in increased revenue for years as stack gains are recorded.    


	Why credits?
	· In 1987 the tax law was simplified in a similar way to the president’s current request.  Many deductions were eliminated, and fewer rates were used.  Gradually, since then the tax code has regained its complexity.  I believe that having no deduction what so ever will reduce the likelihood of this reoccurring.  Congress will be unlikely to add to the list of refundable $1000 credits for most items.

· The credits also create the missing effects of the EITC by refunding additional money to families with dependents.  For example a single parent with 2 children and a $15,000 income will have a negative tax (refund) of $2625.  The tax payer could get an additional $1000 by buying a condo.


	Why these credits?
	· 3 of the 4 are specifically requested by the president in his request to the committee.
· The credit for 65 and over is designed to replace several items in current tax law, which are eliminated through this streamlined process.


	What happened to the President’s request for a system to address charitable giving?
	· If this item was not requested by the President, I would suggest not including it.  2 of the largest categories of charitable giving are not encouraged by the current deduction, tithing and bequests.
· Many Americans tithe 10% of their income to the church of their choice.  None of these are likely to change that behavior based on tax law.
· Wealthy Americans (and many not so wealthy) give charitable gifts at death.  Increasing the estate tax deduction would have some effect on this giving.  Elimination of the estate tax may have a serious effect on this giving.

· If absolutely required I would recommend using a credit check box for annual charitable giving above $5000.

· Alternatively a small matching fund could be established.  (i.e. I wish to add $1000 to my taxes due so that that money and an additional $1000 of my taxes will go to the following charities(es).  


	What about tax deferred savings?
	· All savings incentives are removed, as they also lead to an ever increasing tax code.  Existing accounts should be allowed to continue under existing rules.  No new savings should be included.  401k and 403c programs may be able to be continued as the amount is removed from income.  The obvious caution is too much of this adds complexity.
· Programs outside of the income tax can be used to encourage savings.  One possibility is the president personal accounts proposal, augmented with a matching fund from employers and/or the government (similar to the Thrift Saving Plan and 401k/403c funds)    


	AMT
	· The Alternative Minimum tax is no longer needed if the system is simplified by eliminating deductions.  This is because the AMT is designed to prevent excessive deductions leading to unfairly low taxation. 


	Estate Tax
	· Rather than eliminate Estate taxes, this proposal recommends retaining it with the first $ 7 million taxed at a 0% rate.

· Elimination of the tax creates an administrative problem.  Currently the estate tax creates a framework for revaluing the basis inherited items using the value death as a new basis.  Without the estate tax this framework disappears causing valuation to be unchanged (time of acquisition).  The affect of this anomaly would be to tax the gain at the time of sale.

· Under current law at up to 28%

· Under this proposal at up to 50%

· If the elimination law created a provision the revalued estates at death, the effect could be potentially devastating to foundation based charities. 

· Also such a provision could be viewed as unfair as no tax was ever paid on the gain

· Under this proposal this could create a massive problem on stock gains, due to the fact that the corporate tax has been eliminated under the understanding that the tax would pass through to the individual taxpayer.  Revaluing the stock will creating no tax on the actual gain would undermine this effect.     


	Enforcement Method and Issues
	· The IRS would continue to be the enforcement agency for this proposal.  

· Reorganization of the IRS, (primarily redistributing the resources of LMSB) would enable the IRS to use more of its resources to reduce the tax gap.

· Taxpayer cost of filing should be reduced.
· Corporations cost would be limited to employment tax and income reporting

· Individuals without investment income should need a 1 page form to file.

· W-2, 1099, and investment schedules would be used, but the later vastly simplified.

· EITC compliance monitoring can be eliminated.

· Only area of new compliance is monitoring is for holding corporations to ensure pass through of income.

· This will be need to prevent the creation of corporations, whose sole purpose is to avoid taxation.

· A registry of corporations (like the IRS uses of tax exempt entities today) will need to be maintained for all private or closely held corporations other than S Corporations, partnerships, and sole proprietorships.
· Criteria to ensure pass through will need to be developed and enforced.    

	Why is this better than other tax proposals?
	National Sales Tax (or value added tax/consumption tax)

· These proposals do not meet the President’s requirement to be progressive.  This is the most regressive form of tax as it is the less money a taxpayer has the more of it is spent on consumable items.
· Compliance would be far more expensive.  Though only retailers (or manufacturer/importers for VAT) would be required to pay, no third party would provide confirmation of income (e.g. 1099 & W-2).  This would result in a strong need to audit records which does not exist in the current system.
· Intrusiveness of audit would be far greater.  Currently states have this problem with sales taxes.  Ask retailers who they would rather have audit them the IRS of the state.  After they say neither, you will get an earful about state tax officials.
· Non-compliance (cash economy) would become rampant.  If you have made a few major purchases from a small business, you have been offered the “cash” discount.  Imagine how much worse this would be if the sales tax went form 5-10% to 25-30%.  The ensuing black market would also create a haven for other criminal enterprises by taking more commerce off the books.
National Property Tax
· This runs contrary to the President’s requirements to increase investment, commerce, and homeownership.
· Corporations would bear a much greater tax burden.  Look at any local tax authorities balance sheet, and you will discover corporations have much higher property taxes and valuations than homeowners.
· It is however very progressive (particularly if property is expanded to include luxury items (e.g. yachts, fine art).
· The cost to administer is low and could be made lower by working with state and local tax authorities
· Politically this would be a hard sell (proposition 13 and similar initiatives show a clear leaning to the opposite direction)  
· The ultimate problem with this tax is foreclosure.  The only realistic way to enforce this law would be to seize the property.  Currently the IRS can merely place a lien on a house confident the tax will eventually be collected at the sale of the house.  This would be insufficient if it was the government’s sole source of income.
Flat Tax

· These proposals do not meet the President’s requirement to be progressive.  
· Most of the benefits touted by advocates actually come from simplification, not the single rate.  A simplified progressive tax, like this proposal, achieves all of these benefits, without debating the fairness of progressiveness.
· Flat taxes require some method to address the loss of the EITC, which risks loss of  simplicity and introduction of other deductions
· Try not to forget our current tax system is the 1986 flat tax further modified by congress (a lot).  A major reform should be one that better discourages Congressional changes. 


	Sample Taxpayers
	
[image: image2.emf]     Single Parent    Single over 16    Married Jointly    Married Jointly    Married Jointly   

Source (salary 1/2/other)    50K/30K    120K/30k/50k    600k/0/400k   

Income    15,000.00 $           50,000.00 $            80,000.00 $              200,000.00 $            1,000,000.00 $     

Tax    375.00 $                6,250.00 $              10,750.00 $              64,750.00 $              464,750.00 $        

Dependents    (3,000.00) $            - $                       (2,000.00) $               (3,000.00) $              

Head of House    (1,000.00) $            - $                       - $                        

Over 65    - $                      - $                       - $                         - $                         (1,000.00) $          

Homeowner    - $                      - $                       (1,000.00) $               (1,000.00) $               (1,000.00) $          

Income tax    (3,625.00) $            6,250.00 $              7,750.00 $                60,750.00 $              462,750.00 $        

Tax Rate    -24.17% 12.50% 9.69% 30.38% 46.28%

Employment tax rate    15.30% 15.30% 15.30% 9.53% 2.55%

Effective tax rate    -8.87% 27.80% 24.99% 39.90% 48.83%

Employment tax    2,295.00 $             7,650.00 $              12,240.00 $              19,050.00 $              25,500.00 $          

Combined Income Tax    (1,330.00) $            13,900.00 $            19,990.00 $              79,800.00 $              488,250.00 $        

 


	How does this address the President’s criteria?
	· It simplifies the tax laws by eliminating all deduction and limiting Credits 

· It uses the existing structure and maintains an appropriately progressive structure, including the impact of Employment taxes.

· It promotes economic growth and job creation by eliminating the corporate tax, thereby encouraging corporations to locate in the US, and reflect their assets in a way which promotes their growth in this country  


	A final note on fairness
	· The criteria that should be used to evaluate any tax system are fairness, simplicity, cost of administration, and effect on compliance rate.  This proposal has already addressed simplicity, cost of administration, and effect on compliance rate.
· Fairness is impossible to quantify and difficult to discuss.
· Any proposal will advantage one group over another when compare to an other possibility
· Progressive taxes penalize higher income earners
· Corporate taxes are a form of taxation without representation
· Regressive taxes place a burden on lower income earners
· Tax based on income advantages wealth over income
· Tax based on property advantages income over wealth,
· Taxes are not fair, they are a necessary evil, in any society other than anarchy

· What ever system you choose or create, try not to get bogged down in the fairness issue.  The president has already addressed that issue in his direction to you “appropriately progressive.”  Rather that address fairness, evaluate proposals on that criteria.  It is an excellent goal to achieve fairness.  Even if vague, it is quantifiable.  Though you could send a lifetime determining just how progressive is appropriate.  


	Sources:
	ACS: 2003 Profiles for the State of United States
US Census Bureau Estimates for 2003
IRS Data Book 2003
2006 Whitehouse budget proposed
IRS High Income Study
http://www.irs.gov/pub/irs-soi/03in01pd.xls
Corporate Welfare Update
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	Thank You
	· Let me express my thanks to you for creating a system which allows a regular citizen like me to submit a proposal for review.  Regardless what system you select, I am confident that hearing advocates of various proposals will make the result better  

· Feel free to adapt this proposal in any way, with or without attribution.  Better analysis of the numbers, and predicted economic effects may allow the rates to be set at more optimal levels 
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						Size of adjusted gross income

								$15,000		$30,000		$50,000		$100,000

		Item		All returns		Under		under		under		under		under		$200,000

						$15,000 [1]		$30,000		$50,000		$100,000		$200,000		or more

				-(1)		-(2)		-(3)		-(4)		-(5)		-(6)		-(7)

		Number of returns, total		130,571,319		37,985,339		29,738,980		24,469,392		26,935,410		8,901,359		2,540,844

		Adjusted gross income		6,212,974,067,000		211,227,348,000		653,834,424,000		954,681,212,000		1,889,302,141,000		1,174,675,124,000		1,329,253,818,000

		Average		$   47,582.99		$   5,560.76		$   21,985.77		$   39,015.32		$   70,141.95		$   131,965.82		$   523,154.44

		Percentage of total AGI		100.00%		3.40%		10.52%		15.37%		30.41%		18.91%		21.39%

		Total tax liability:

		Number of returns		92,542,668		13,263,977		19,285,890		21,939,799		26,620,444		8,893,521		2,539,034

		Amount…………………….		787,833,443,000		6,002,033,000		28,302,449,000		69,941,012,000		189,457,159,000		172,740,451,000		321,390,338,000

		Average Tax Liability		$   8,513.19		$   452.51		$   1,467.52		$   3,187.86		$   7,116.98		$   19,423.18		$   126,579.77

		Effective Income Tax		17.9%		8.1%		6.7%		8.2%		10.1%		14.7%		24.2%

		Employment Tax				15.3%		15.3%		15.3%		15.3%		2.9%		2.9%

		Effective Indivdual Tax				23.4%		22.0%		23.5%		25.4%		17.6%		27.1%

		Proposed Rates				-15.0%		20.0%		20.0%		20.0%		50.0%		50.0%

		Average Tax Liability				$   (834.11)		$   (852.85)		$   2,553.06		$   8,778.39		$   30,732.91		$   226,327.22

		Max liability within range				-2250		750		4750		14750		64750

		Proposed Revenue		$   1,090,501,412,950		$   (31,684,102,200)		$   (25,362,760,200)		$   62,471,934,400		$   236,449,525,700		$   273,564,657,250		$   575,062,158,000

		Effective proposed rate				-15.0%		-3.9%		6.5%		12.5%		23.3%		43.3%

		Employment Tax				15.3%		15.3%		15.3%		15.3%		2.9%		2.9%

		Proposed Effective Indivdual Tax				0.3%		11.4%		21.8%		27.8%		26.2%		46.2%

		Credits ($1000 Refundable)				$ Value

		Population over 65		33,896,172		$   33,896,172,000

		Population under 18		72,634,422		$   72,634,422,000

		single head of household		8,294,092		$   8,294,092,000

		home owner credit		72,418,662		$   72,418,662,000

		Total credits		187,243,348		187,243,348,000

		Revenue after credit				$   903,258,064,950

		Maximum addional cost of negative income tax				$   53,782,910,550
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				Single Parent		Single over 16		Married Jointly		Married Jointly		Married Jointly

		Source (salary 1/2/other)						50K/30K		120K/30k/50k		600k/0/400k

		Income		$   15,000.00		$   50,000.00		$   80,000.00		$   200,000.00		$   1,000,000.00

		Tax		$   375.00		$   6,250.00		$   10,750.00		$   64,750.00		$   464,750.00

		Dependents		$   (3,000.00)		$   - 0		$   (2,000.00)		$   (3,000.00)

		Head of House		$   (1,000.00)		$   - 0		$   - 0

		Over 65		$   - 0		$   - 0		$   - 0		$   - 0		$   (1,000.00)

		Homeowner		$   - 0		$   - 0		$   (1,000.00)		$   (1,000.00)		$   (1,000.00)

		Income tax		$   (3,625.00)		$   6,250.00		$   7,750.00		$   60,750.00		$   462,750.00

		Tax Rate		-24.17%		12.50%		9.69%		30.38%		46.28%

		Employment tax rate		15.30%		15.30%		15.30%		9.53%		2.55%

		Effective tax rate		-8.87%		27.80%		24.99%		39.90%		48.83%

		Employment tax		$   2,295.00		$   7,650.00		$   12,240.00		$   19,050.00		$   25,500.00

		Combined Income Tax		$   (1,330.00)		$   13,900.00		$   19,990.00		$   79,800.00		$   488,250.00






