A TAX REFORM PLAN FOR 21ST CENTURY AMERICA
This proposal has two major pieces. Section I presents the case for the elimination of the corporate income tax. Section II  offers a replacement for both the corporate income tax and today’s personal income tax code.
Section I: Corporate Income Tax
We as consumers buy goods and services from U.S. companies that must pay federal corporate income taxes. These companies must price their goods and services to cover their federal tax payments as well as their other expenses such as raw materials, supplies and wages. If American businesses did not have to pay federal corporate income tax, the prices of their goods and services would be that much lower. We would then be able to buy more goods and services with the same income. Unfortunately, it is not only the products and services we purchase at retail that must be priced to cover federal corporate income taxes. In the case of a manufactured product, for example, the manufacturer must purchase from its suppliers the raw materials and component parts that make up the product. The manufacturer’s suppliers price their products and services to cover their federal corporate income taxes. The retail price we pay for any product, then, includes (a) an amount charged by the manufacturer to cover its federal corporate income taxes (b) an amount incorporating the charges by all the manufacturer’s suppliers for their federal corporate income taxes ( and by the suppliers’ suppliers etc.)  and (c) a charge for the federal corporate income tax of the distribution chain: the wholesalers and the retailer who sold us the product. The same is true for services. So the total federal tax burden reduces our income in two ways: it directly relieves us of a portion of our income in Form 1040 and it indirectly reduces our after tax income’s purchasing power because we must pay higher prices for goods and services to cover the federal corporate income tax of American business. 

Let’s make a conservative estimate of the total direct and hidden federal income tax burden of individual taxpayers by assuming (as the CBO did until 1997) that half of all corporate income taxes are passed on by corporations to consumers in the form of higher prices (some corporate income taxes may not be passed on to consumers and some companies do not pay income tax). According to the Congressional Budget Office, 80% of households paid 17% of the 2002 individual federal income tax receipts, so we will exclude from our analysis the 20% of households who paid 83% (no offense intended and, hey, thanks very much!)  So let’s add our hidden income tax ($59 billion, or half of the $148 billion of 2002 corporate tax receipts multiplied by 80%) to the $146 billion of 2002 individual income tax receipts paid by 80% of individual taxpayers.  That makes $205 billion of direct and hidden individual tax burden carried by 80% of households, a 40% increase over their aggregate Form 1040 burden of $146 billion. How close is your personal increase to the aggregate 40% increase? That depends on your household’s spending on goods and services. At the very least, our estimate of a 40% aggregate increase suggests your Form 1040 obligation is just the beginning. 

Our analysis illuminates several critical problems with the federal corporate income tax. First, the federal individual tax burden is dramatically higher than it appears on line 62 of Form 1040. It could be significantly less than our somewhat crude 39% estimate and still represent a dramatic jump for most taxpayers. Second, the federal corporate income tax is massively regressive. Consumers in the lower income range must pay a disproportionately higher percentage of their income for “the necessities”: food, basic clothing and housing, transportation, etc., all of which are priced higher than they need to be to cover the corporate income tax paid by the providers. Even those Americans who are too poor to owe any federal income tax take a hit with every purchase they make – because eventually part of the prices they must pay for food, clothing, housing and transportation wind up in Washington in the form of corporate income tax receipts.

Whatever the magnitude of the total individual burden at different income levels, the current federal tax system’s dependence on corporate income taxation violates all of the basic requirements of a sound and fair tax system. A good tax system must be transparent to all taxpayers – we should know what our total tax burden is so we can hold our elected representatives accountable for the value of government services received as compared to our taxes paid. The tax system must also be as simple as possible so that everyone understands the magnitude of their individual and relative burden. Our current federal tax system with some 17,000 pages of obtuse tax code denies transparency and glorifies complexity. Another major problem with corporate income taxation is its perverse effects on decision-making in the business world. By deflecting companies away from the most economically sound decisions to the most tax favorable decisions, the corporate income tax poisons corporate management decisions. By forcing the best managed firms to pay the most income taxes, the corporate income tax penalizes excellence in management. It rewards second rate companies by reducing the cash flow gap between the first rate firms and their second rate competitors. The corporate income tax also favors the largest companies in the U.S. at the expense of the smaller companies because the larger firms can allocate substantial resources to tax avoidance strategies not available to smaller firms. So, smaller firms end up paying a larger share of the federal tax burden than they would otherwise. U.S. corporations competing with foreign imports and/or exporting their products would be significantly more competitive if they did not have to pay corporate income tax - especially when competing with highly taxed European and Japanese firms. Without the corporate income tax, the competitiveness and growth potential of American business would be geometrically increased. Finally and most importantly, a politically stable tax system must not only be fair - it must be perceived as fair. There must exist in the body politic a sufficiently large and stable consensus that the federal tax burden is similar for taxpayers in similar circumstances. Those with lower incomes should not carry a larger tax burden than those with higher incomes. Clearly, the corporate income tax weighs more heavily on those with lower incomes, and the lower the income the greater the burden.

Section II: The Sliding Scale Proposal
Having laid out a compelling case against the federal corporate income tax, we now offer an alternative plan to replace corporate tax receipts. Because our alternative proposal is designed to advance four key objectives - transparency, simplicity, economy and fairness – our proposal must start from scratch, doing away entirely with the current federal income taxation structure including all deductions and exemptions.
A new individual tax schedule would be the sole source of federal income tax revenues. It would consist of two side-by-side columns – an income column and to its right a tax rate column. Each $1,000 income range (for example, $50,000 to $50,999) would be subject to a tax rate ( X%) unique to that income range.  The tax rate would increase in equal increments with each $1,000 increase in the income range, such that each $1,000 income range would be subject to a slightly higher tax rate than the $1,000 income range below it and subject to a slightly lower tax rate than the $1,000 income range above it. In its annual budget process, the Congress would decide whether to slide the tax rate column down the fixed income range column in order to increase tax receipts, or slide the tax rate scale up the fixed income range column in order to reduce tax receipts, or  leave the tax rate column alone.  The uniform tax rate increment would be determined by estimates of  revenue needs and the distribution of incomes as well as other factors. 
How does our Sliding Scale proposal stand up to the four objectives enumerated above: transparency, simplicity, economy and fairness? The transparency of the Sliding  Scale  merits an A+ because, unlike the current system, what you see in the new tax schedule is what you and everyone else pays, no more and no less. Your only federal tax burden is your Form 1040 obligation. The prices you pay for goods and services do not include provisions for corporate federal income taxes.
The simplicity of the Sliding Scale earns an A+ - all you need to understand is which tax rate applies to your gross income – it’s right there in the new schedule – end of questions. There is no need to hire a tax advisor or buy tax preparation software.

The economy of the Sliding Scale deserves an A+, partly because it has replaced an anti-economic corporate income tax system, partly because it is extremely efficient and partly because, with uniform tax rate increments throughout the income range scale, it will virtually end behavior modification caused by today’s large step income tax brackets.

The fairness of the Sliding Scale receives an A+, but really deserves a higher grade. Income alone determines the income tax burden. Citizens in similar financial circumstances are subjected to the same tax burden. It would not be possible, as it is today, for families in the lower income ranges to bear proportionally a heavier federal income tax burden than families in the higher income ranges. In all respects, then, the elimination of the corporate income tax and its replacement with a Sliding Scale structure with uniform tax rate increments is superior to our current system.

What about the neutrality of our proposal v.v. revenues?  Let’s look again at the 80% of taxpayers who pay 17% of the individual taxes. If we use the US Census data ( Income Distribution in 1999 of Households and Families), we can generate $205 billion in federal household tax receipts by applying the following tax rates to the mean household income for the bottom four household income quintiles:

 Individual Receipts               Tax Rate      Range Mean     Range Low    Range High       Range          # of Households    
	4,681,658,836
	3
	22499.5
	20000
	24999
	$20,000 to $24,999
	6,935,945

	7,480,974,980
	4
	27499.5
	25000
	29999
	$25,000 to $29,999
	6,801,010

	10,916,959,044
	5
	32499.5
	30000
	34999
	$30,000 to $34,999
	6,718,232

	14,031,244,914
	6
	37499.5
	35000
	39999
	$35,000 to $39,999
	6,236,192

	17,748,251,470
	7
	42499.5
	40000
	44999
	$40,000 to $44,999
	5,965,869

	19,927,792,032
	8
	47499.5
	45000
	49999
	$45,000 to $49,999
	5,244,211

	47,208,587,077
	9
	54999.5
	50000
	59999
	$50,000 to $59,999
	9,537,175

	74,272,595,579
	10
	67499.5
	60000
	74999
	$60,000 to $74,999
	11,003,429

	9,435,213,017
	11
	76249.5
	75000
	77500
	 
	1,124,921
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Recall that $205 billion is also the total individual tax burden estimated above in our critique of the corporate income tax. The estimates in our proposal are necessarily crude because we do not have access to economic simulation models and because all census households above $200,000 income are lumped into one group.. Hopefully, the Panel will model our proposal and provide a more detailed assessment of its neutrality.

It is now time to deal with some likely objections to our proposal. The first criticism will be our proposal is dead before arrival in Washington as a large number of individual taxpayers will be paying higher federal income taxes in order to make up the lost corporate income tax receipts. Actually, those additional federal income taxes would be offset, and then some, by a combination of (a) the lower prices they would pay for goods and services – recall that prices would be reduced by corporations once they no longer have to pay federal income tax and (b) the expansion in wages and salaries resulting from the rationalization of American business operations no longer perverted by federal tax avoidance practices. Our proposal is not a Trojan horse tax increase for individuals – indeed, it is the opposite, because its transparency and simplicity will enable each American voter for the first time to easily compare his or her tax burden to the value of government services received and hold elected officials accountable. Under the current federal tax structure, American taxpayers cast their votes in the dark: an impenetrable 17,000 page veil of personal income taxes, corporate income taxes, AMT, and excise taxes, prevents voters from seeing who’s doing what to whom and for whom The second objection will come from those who prefer deductions and a higher individual income tax burden to no deductions and a lower tax burden. This and  many similar issues are essentially political in nature and will have to be resolved in the legislative process. 

Federal Reserve Chairman Alan Greenspan said recently it is better to “tinker” with the current federal tax structure than to “seek purity” in a “start from scratch effort.” In view of the magnitude of the coming financial and political crises caused by healthcare’s cancerous invasion of the economy and eventually the body politic, tinkering will not get the job done. We must fundamentally reform our federal income tax structure to eliminate unnecessary tax-induced inefficiencies and distortions and in doing so empower American business to realize its maximum growth potential, otherwise we will not as a nation generate the income needed to fund the healthcare needs of our children and grandchildren. No less important, as limited private and public resources are allocated to continuously escalating demands for costly pain-killing and life-extending treatments, the body politic must be cohesive enough to endure the wrenching conflicts that will ensue. Because our current federal tax structure is anti-transparent, obscenely complex, anti-economic and fundamentally unfair, it will never engender the broad national support needed to build a political healthcare consensus. To be sure, building a transparent, simple, economic and fair federal income tax structure will not guarantee financial stability or political peace. Not building one, however, will place the nation’s fate in a peril heretofore unseen.          

Sources:
The total 2002 individual and corporate federal tax receipts are found in Table 2.1 at:

http://www.whitehouse.gov/omb/budget/fy2004/hist.html
The percentage of households share of individual tax receipts in 2002 is in Table 2 at:

http://www.cbo.gov/ftpdocs/61xx/doc6133/03-01-EffectiveTaxRates.pdf
The reference to CBO’s previous practice of allocating 50% of corporate income tax receipts

to individual taxpayers in order to estimate the effective tax burden is in paragraph 2 at:

http://www.cbo.gov/showdoc.cfm?index=1545&from=4&sequence=0
The household income range data is at:
http://factfinder.census.gov/servlet/QTTable?_bm=y&-qr_name=DEC_2000_SF3_U_QTP32&-geo_id=01000US&-ds_name=DEC_2000_SF3_U&-_lang=en&-_sse=on
My profile is at:

http://oakdaleadvisors.com/_wsn/page4.html
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