April 28, 2005

Dear Chairman Mack and Members of the Tax Reform Panel

I.  Description of the Fair Tax, H.R. 25 / S. 25

The FairTax is a single-rate national retail sales tax – a consumption tax.   It will replace the entire federal income and Social Security tax systems, including alternative minimum, capital gains, corporate, estate, gift, personal, self-employment, and Social Security / Medicare taxes, plus all federal withholding.  The FairTax allows Americans to keep all their paychecks (minus any state income taxes or voluntary deductions), ends corporate taxes and associated compliance costs hidden in the retail prices of goods and services, ends filing tax returns, and fully funds the federal government, including Social Security and Medicare and their implied obligations.

The Fair Tax is “progressive.”   Through the monthly advance rebate (“prebate”) for the amount of federal tax on necessities, the Fair Tax is collected only on spending above the federal poverty level, thus making the tax rate zero up to that level, and “progressive” above that level.   Only those spending more than about $250,000 per year will pay the maximum rate.

The Fair Tax does not apply to used items.   This allows taxpayers to decide whether they are willing to pay the additional tax to buy something new, or whether they would prefer to buy a used product and avoid the tax. 

Americans will take home their whole paychecks.  Not only will more Americans have jobs, but they will also take home their whole paychecks (except for health plan deductions and any state income taxes, where state income taxes apply).  No federal income taxes or payroll taxes are withheld from paychecks, pensions, or Social Security checks, under the Fair Tax.   Paychecks will grow by “half.”

Retail prices will no longer hide corporate taxes and their compliance costs, which drive up prices for those who can least afford to pay.  Hidden Income Taxes and the cost of complying with them now make up an average of about 26% of retail prices.  According to Dr. Dale Jorgenson of Harvard University, hidden income taxes are passed on to the consumer in the form of higher prices – from 20 to 30 percent higher than they would otherwise be – for everything we buy.  

With the FairTax, the sham of corporate taxation ends.   Companies have to include all their costs of operation in their pricing, so consumers end up paying all those costs, including “corporate taxes.”   Under the Fair Tax, American products are more competitive, more Americans have jobs, and retirement and pension funds see improved performance.

When competition won’t allow prices to rise, companies have to lower product costs.   This causes outsourcing, which again hurts those who can least afford to lose their jobs.   This also reduces the portion of any product “made” here, reducing domestic profit margins and stock dividends, thereby hurting retirement savings and pension funds invested in Corporate America.  

The FairTax strategy is revenue neutrality: Keep tax revenue the same.  If you were in a 23-percent income tax bracket, the federal government would take $23 out of your paycheck for every $100 you made.  (There is nothing voluntary about it.)  With the FairTax, the federal government gets $23 out of every $100 you decide to spend.  This will provide the same total revenue to the federal government.  This is revenue neutrality.

At this 23% inclusive rate, the FairTax pays for all current government operations, including Social Security and Medicare.  

Used goods are not taxed and there is no tax on business inputs.  With the FairTax, if you choose to buy any new good or service, the sales tax is charged just as state sales taxes are computed today.  If you choose to buy used goods – used car, used furniture, used home, used clothing, used appliances – you do not pay the FairTax.  If, as a business owner or farmer, you buy something for strictly business purposes (not for personal consumption), you pay no consumption tax.  So, in deciding what to buy, you get to choose whether or not you pay the federal consumption tax.  It is a voluntary tax.

No federal sales tax up to the poverty level means real tax progressivity.  To ensure that no American pays any federal tax on necessities, the FairTax plan provides a prepaid, monthly rebate (a “prebate”) for every registered household to cover the consumption tax spent on necessities up to the federal poverty level.  People earning up to almost $19,000 per year will pay no federal tax at all.   By this and  several other features, the FairTax completely eliminates tax obligations for the poor, lowers the tax burden on most, while making the overall rate progressive.  However, the FairTax is progressive based on lifestyle and spending choices, rather than punishing taxpayers who are successful.   Only those spending more than about $250,000 per year will pay the maximum tax rate.  Life with the FairTax will be much freer than life with the income tax!

Low-income families will be able to save considerably by buying used goods.   Not only will they be reimbursed the 26% or so in federal taxes on the things they buy (the “prebate” will reimburse them for the tax on “necessities,” on the reasonable assumption that their entire income is spent on “necessities.”), but they can save the amount of tax that would otherwise be paid on any used goods – clothing, furniture, etc. – they buy.   Their disposable income can increase by 30% or more.

Businesses pay no federal taxes under the Fair Tax.   Such taxes are a fraud, since businesses by nature can only pass such costs on to their customers.   Now they will be able to devote those resources to growing their businesses, which will boost the economy and employment.

Retailers already collect sales taxes, and the Fair Tax will add another component to the taxes they collect, but the work they have to do to implement the Fair Tax will not differ and the work they have to do to collect the Fair Tax will not change their operations.   Adding the NRST component to the list of sales taxes being collected will be no more difficult than adding a sales tax for any other taxing body.   Retailers commonly do that kind of thing, at virtually “no cost.”   Point of sale terminals are designed to provide for making such changes.

The Fair Tax is industry neutral.   No industry will need a “tax break,” since no business will pay a federal tax.   It treats all retail customers the same too.

Contributions to charities are made with untaxed funds, encouraging charitable giving under the Fair Tax.   There are no reporting or itemizing requirements, no limitations on the size or frequency of charitable gifts (or any other gifts).

Home ownership is affordable under the Fair Tax.   Home buying is done with untaxed income.   New home prices don’t have corporate taxes built in, so net sale prices will be about the same.   There is no sales tax on used homes.   More people will be able to afford home ownership.   Mortgage payments won’t be made in the hope of a nominal tax break for interest paid.   They will be made because people have more disposable income.

Tuition is not taxed, under the Fair Tax.   It is considered as an investment in the nation’s workforce, so even job-related training in the workplace is not taxed.

II.  Comparing the Fair Tax with the Current Tax System

The Fair Tax is the simplest tax solution being proposed.   It will apply across the board, at the same tax rate, to all retail sales of new  goods and services.   Everyone will pay it, including those who now don’t pay their Income Taxes.

Point of sale terminals, i.e., cash registers, will provide sales receipts showing the amount of tax paid.   Each time a taxpayer gets a receipt for a purchase, the receipt will list the NRST (National Retail Sales Tax) paid.   That is MUCH easier to understand than 60,000 pages of tax code!

States will be paid one fourth of one percent, for their involvement in the collection process.   If $2 trillion is collected, this comes to about $5 billion.   This is trivial, compared to the cost of the Income Tax system. 

The Fair Tax will save hundreds of billions now spent on tax consultants, accountants, tax attorneys, etc., plus the more than six billion man-hours spent completing tax returns.   Individuals spend more than $200 billion and businesses spend even more, on “consultants.”   However you prefer to estimate the value of six billion man-hours, it is a tremendous cost.    

In addition, the revenue stream from taxpayers to Uncle Sam will be more consistent and predictable than with the federal Income Tax, because consumption is a more constant revenue base than is income.   This will ease tax planning everywhere. 

The Fair Tax is voluntary.   Under the Income Tax the federal government takes (there is nothing voluntary about it) an average of 18 percent of the earnings of Americans in federal Income Tax, plus 15.3 percent of the earnings in Social Security and Medicare payroll taxes, for a total of about 33 percent.   Under the Fair Tax consumers will pay only $23 out of every $100 they choose to spend on new goods or services for their own personal use.  

It is better to tax criminals, rather than giving them a “free ride” while making criminals out of honest taxpayers!  Today, the IRS admits to 25% non-compliance with the code.   Many of these are honestly TRYING to comply, but the code is so complex that compliance is extremely difficult and problematical at best.  It is a well-known fact that almost any set of tax data, given to 10 different IRS agents, will result in 10 very different tax returns, any of which could be challenged.   Since those who work with the code full time don’t understand it well enough to comply consistently, it is ridiculous to expect “John Q. Citizen” to do so.

There are also “tax cheats” and illegal aliens who intentionally avoid paying their Income Taxes.   The code is so complicated that enforcement is extremely difficult.   Under the Fair Tax, they will pay like everyone else.

FairTax.org generously takes the position that this 25% is likely a conservative estimate of the underground economy.  However, this does not take into account the criminal/drug/pornography economy, which equally conservative estimates put at one trillion dollars of untaxed activity.  The FairTax taxes all this while continuing to provide the federal penalties so effective in bringing such miscreants to justice.  The substantial decrease in points of compliance – from every wage earner, investor, and retiree, down to only retailers – will allow enforcement to focus on the money trail to criminal activity, rather than making a potential criminal of every taxpayer struggling to decipher the tax code. 

Above all, the Fair Tax is fair to everyone.   The Fair Tax is also simple, transparent, honest, straightforward, and easy to understand.   It is essentially self-administered.   The IRS will be reduced to auditing collections of sales taxes by the States.   April 15th will become just another day.   Citizens will no longer live in fear of their own government.   The one taxpayer in four who now doesn’t pay his Income Taxes will pay every time he buys something new.   

A major reason so many people distrust the government is the perception that the current tax system is unfair.   People understand that the federal government must have money to operate, but they don’t like “special treatment” of small groups, in the form of credits, deductions and exclusions.  The Fair Tax system has no “special” features for “interest groups.”   It applies to all new goods and services at retail.   In short, the Fair Tax is everything the present tax system is not.

A consumption tax is far more stable historically than an income tax.   It makes sense to fund government by a more consistent and reliable revenue stream.

The Income Tax exports our factories and our jobs, instead of our products.   In doing so, it depresses our economy and hurts our balance of payments. Most importantly, U.S. exports are not burdened by the FairTax, as they are with the current Income Tax.  The FairTax allows U.S. exports to sell overseas for prices 22 percent lower, on average, than they do now, with similar profit margins.  Lower prices will increase demand for U.S. exports, thereby increasing industrial activity and job creation in the U.S., while restoring our balance of payments.  At home, foreign imports are subject to the same FairTax rate as domestically produced goods.  Not only does the FairTax put U.S. products sold here on the same tax footing as foreign imports, but the dramatic lowering of compliance costs in comparison to other countries' value-added taxes will give our products a definitive price advantage which foreign tax systems cannot match.     The FairTax boosts the economy, brings those factories and jobs home, and restores our balance of payments.  

The Income Tax encourages spending and debt, while discouraging saving.   The Fair Tax will discourage spending, but the additional take home pay will result in greater spending, because people will have more disposable income.   The Fair Tax will also encourage savings, because money saved will be untaxed and will grow untaxed.   This will give more people a “nest egg” to use in emergencies and for retirement, resulting in less reliance on Social Security.   It will also give people a stake in the country and its economy.

III.  Transition, Tradeoffs and Special Issues

The Fair Tax utilizes tax collection systems already in operation, collecting State and local sales taxes.   Modern point of sale terminals, a.k.a., cash registers, are designed to collect multiple – State, regional, county, municipal, etc. – sales taxes, keeping track of inventory and the amount of tax collected for each taxing body.   Changing tax rates or adding taxing bodies are readily accomplished and are common occurrences.   States collect the revenue, conduct audits, and disburse the revenue to the taxing bodies.   Adding the National Retail Sales Tax will not be a problem and will not increase the workload for retailers.

There are no “trade-offs” to be made, under the Fair Tax system.   No special consideration is given to any entity or person.

The Social Security Administration will issue the monthly “prebate” checks to each household.   They have a good record of reliability and accuracy in making benefit payments.

The Fair Tax will not apply to inventory on hand at implementation.   Businesses with inventory – including work in process – on hand at the time the Fair Tax is implemented will qualify for a Fair Tax credit, for all items taxed under the Fair Tax and sold within two years.   This credit may be claimed on the monthly sales tax report as inventory is sold.   Businesses can sell inventory and the right to receive this credit, so the credit will follow inventory.

What is Americans For Fair Taxation?  Americans For Fair Taxation (FairTax.org) is a non-profit, non-partisan, grassroots organization dedicated to replacing the current tax system.  The organization has hundreds of thousands of members and volunteers nationwide.  Its strategy supports sound economic research, education of citizens and community leaders, and grassroots mobilization efforts.  For more information visit the web page: www.fairtax.org or call 1-800-FAIRTAX. 

Yours truly,

Peter G. Malone

704 Viewpointe Dr.
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