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Introduction

Christopher DeMuth

he flat tax is a paradox. In one sense, it is stunningly
simple—the individual’s tax return on a postcard, that
of General Motors on eight or nine lines.
But in another sense—its effect on incentives, invest-

ment, and the economy—it is very subtle, not to say com-
plex. While the tax is very easy to visualize, it is not altogether
simple to understand.

The purpose of this book is to explore the subtleties
and ramifications, and enhance the understanding, of this
proposal for sweeping tax reform. With the exception of
Congressman Richard Armey, who himself is a former pro-
fessor of economics, all of the authors of the chapters are
well-known academic experts in taxation, including Rob-
ert Hall and Alvin Rabushka, who first proposed the flat
tax more than ten years ago. These authors bring to bear
an understanding of the implications of the flat tax that is
not available elsewhere.

The reader will learn that the authors disagree on
important points. But their analyses of the flat tax shed
much needed light on an issue that has tended to become
oversimplified, and even vulgarized, in political debate.
Their reasoning can be readily followed by the interested
but nonexpert reader, who will learn of the subtleties of
this intriguing proposal.

We have all heard about the feature of the flat tax
that would end the deduction for mortgage interest, for
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example, though the effect of this change is not at all what
it seems on the surface. But what about the end of the
employers’ deduction for the payment of fringe benefits,
leaving a deduction only for wages? And how about the
provision allowing a business to take a deduction for the
entire cost of a new factory in the year it is built? These
have enormous implications for the efficiency of the eco-
nomic system as a whole, and they are not well understood,
or even known, by the public at large.

A flat tax rate is not the only, or even the most impor-
tant, feature of the flat tax. Its business tax is at least as
revolutionary as the individual wage tax, if not more so. Its
treatment of investment, savings, and the returns from sav-
ings is wholly different from the system we now have.

Understanding the flat tax and its implications is an
adventure as rewarding as any endeavor of its kind. And
one day—who knows?—the flat tax may become the law of
the land.
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ax forms can fit on postcards. A cleanly designed tax
system takes only a few elementary calculations, in con-
trast to the hopeless complexity of today’s income

taxes. We have developed a complete plan for a whole new
tax system. Our system would put a low tax rate on a com-
prehensive definition of income. Because the tax would
be applied to a wider definition of income, the tax rate
would be an astonishingly low 19 percent but would raise
the same revenue as does the current tax system. The pro-
posed tax is fair to families—the poor would pay no tax at
all. The tax would also be progressive: the fraction of in-
come that a family would pay in taxes would rise with in-
come. The proposed system is simple and easy to
understand. And the tax would operate on the consump-
tion-tax principle: families would be taxed on what they
take out of the economy, not on what they put into it.

Our system rests on the basic administrative principle
that income should be taxed exactly once, as close as pos-
sible to its source. Today’s tax system violates this principle in
all kinds of ways. Some kinds of income—such as fringe ben-
efits—are never taxed at all. Other kinds, such as dividends
and capital gains, are taxed twice. And interest income, which
is supposed to be taxed once, escapes taxation completely
in all too many cases, where taxpayers arrange to receive
interest beyond the reach of the Internal Revenue Service.

Our plan combines the merits of an income tax and
a consumption tax. The tax on wages and salaries is a pro-

2
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gressive tax because—thanks to a generous initial family
allowance—the proportion of income paid in taxes rises
with income, even though the tax rate is flat. Up to an ex-
emption level—$25,500 for a family of four—wages are
untaxed. All wages above the exemption level are taxed at
the same rate of 19 percent. Uniformity of the tax rate
above the exemption level is a basic concept of the flat tax.
Its logic is much more profound than just the simplicity of
calculation with a single tax rate. Whenever different forms
of consumption or income are taxed at different rates or
different taxpayers face different rates, the public can take
advantage of the differentials.

Progressivity, Efficiency, and Simplicity

Limiting the burden of taxes on the poor is a central prin-
ciple of tax reform. Some ideas for tax simplification and
reform flout this principle. Neither a federal sales tax nor
a value-added tax would be progressive. Instead, all citizens,
rich and poor alike, would pay essentially the same fraction
of their spending in taxes. Although sales and value-added
taxes generally are a form of consumption tax, we reject them
for their lack of progressivity. The current federal tax system
avoids taxing the poor, and we think it should stay that way.

Exempting the poor from taxes does not require
graduated tax rates rising to high levels for upper-income
taxpayers. A flat rate, applied to all income above a gener-
ous personal allowance, would provide progressivity with-
out creating important differences in tax rates. Graduated
taxes automatically create differences in tax rates among
taxpayers, with all the attendant opportunities for leakage.
Because high-income taxpayers have the biggest incentive
and the best opportunity to use special tricks to exploit
tax-rate differentials, applying the same tax rate to these
taxpayers for all their income in all years is the most im-
portant goal of flat-rate taxation.

Our proposal is based squarely on the principle of
consumption taxation. To make consumption the base
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upon which the tax is calculated, we use the tested prin-
ciple of taxing value added with a deduction for invest-
ment spending and family allowances to ensure
progressivity. The effect of our proposed tax is the same as
a tax on retail sales of consumption goods but, with per-
sonal deductions added, avoids some serious administra-
tive problems that plague sales taxes. By contrast, the tax
system in the United States today taxes income—the sum
of consumption and investment—with an incredible
hodgepodge of provisions to encourage some types of in-
vestment and some types of saving. The total effect of these
incentives is spotty. There are excessive incentives for some
saving and investment channels and inadequate incentives
for others. In our system, there would be a single, coher-
ent approach based on the value-added principle to create
a clean consumption tax.1

We believe that the simplicity of our system is a cen-
tral  feature. Complex tax forms and tax laws do more harm
that just deforesting America. Complicated taxes require
expensive advisers for taxpayers and equally expensive re-
views and audits by the government. A complex tax invites
the taxpayer to search for a special feature to exploit to
the disadvantage of the rest of us. And complex taxes di-
minish confidence in government, inviting a breakdown
in cooperation with the tax system and the spread of out-
right evasion.

An Integrated Flat Tax

Our flat tax would apply to both businesses and individu-
als. Although our system would have two separate tax
forms—one for business income and the other for wages
and salaries—it would be an integrated system. When we
speak of its virtues, such as its equal tax rate for all types of
income, we mean the system, not one of its two parts. As
we will explain, the business tax would not just be a re-
placement for the existing corporate income tax. The busi-
ness tax would cover all businesses, not just corporations.
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And it would cover interest income, including that which
is currently taxed as personal income.

In our system, all income would be classified as either
business income or wages (including salaries and retire-
ment benefits). The system would be airtight. Taxes on
both types of income would be equal. The wage tax would
have features to make the entire system progressive. Both
taxes would have postcard forms. The low tax rate of 19
percent would be enough to match the revenue of the fed-
eral tax system as it existed in 1993.

Here is the logic of our system, stripped to basics: We
want to tax consumption. Families do one of two things
with income—spend it or invest it. We can measure con-
sumption as income minus investment. A really simple tax
would just have each firm pay tax on the total amount of
income generated by the firm less that firm’s investment
in plant and equipment, similar to the value-added tax.
But the value-added tax is unfair because it is not progres-
sive. That is why we break the tax in two. The firm would
pay tax on all the income generated at the firm except the
income paid to its workers, purchases of inputs, and pur-
chases of plant and equipment. The workers themselves
would pay tax on what they earn, and the tax they pay would
be progressive.

To measure the total amount of income generated at
a business, we take the total receipts of the firm over the
year and subtract the payments the firm has made to its
workers and suppliers. This approach guarantees a com-
prehensive tax base. Value-added taxes in Europe work just
this way. The base for the business tax is the following:

total revenue from sales of goods and services
less
purchases of inputs from other firms
less
wages, salaries, and pensions paid to workers
less
purchases of plant and equipment
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TABLE 2–1
FLAT-TAX REVENUES COMPARED WITH CURRENT REVENUES

(billions of dollars)

Line Income or Revenue Dollars

1 Gross domestic product 6,374
2 Indirect business tax 431
3 Income included in GDP but not in tax base 217
4 Wages, salaries, and pensions 3,100
5 Investment 723
6 Business-tax base (line 1 minus lines 2 through 5) 1,903
7 Business-tax revenue (19 percent of line 6) 362
8 Family allowances 1,705
9 Wage-tax base (line 4 less line 8) 1,395

10 Wage-tax revenue (19 percent of line 9) 265
11 Total flat-tax revenue (line 7 plus line 10) 627
12 Actual personal income tax 510
13 Actual corporate income tax 118
14 Total actual revenue (line 12 plus line 13) 627

SOURCE: U.S. National Income and Product Accounts, 1993, and
authors’ calculations.

The other piece is the wage tax. Each family would pay 19
percent of its wages, salary, and pension income over a
family allowance. The allowance makes the system progres-
sive. The base for the compensation tax would be total
wages, salaries, and retirement benefits less the total
amount of family allowances.

Table 2–1 shows how we calculate potential flat-tax
revenue from the U.S. National Income and Product Ac-
counts for 1993. The first line shows gross domestic prod-
uct (GDP), the most comprehensive measure of income
throughout the economy. The next two lines are items that
are included in GDP but would not be taxed under the flat
tax, such as sales and excise taxes. Line 3, income included
in GDP but not in the tax base, is mostly the value of the
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services of houses owned and lived in by families; this in-
come does not go through the market. Wages, salaries, and
pensions, line 4, would be reported by the firm’s workers
on their wage-tax forms and would be deducted by busi-
nesses. Investment, line 5, is the amount spent by busi-
nesses on purchases of new plant and equipment (each
business could also deduct its purchases of used plant and
equipment, but these would be included in the taxable
income of the selling business and would net out in the
aggregate). Line 6 shows the potential taxable income
under a flat tax of all businesses after they have deducted
their wages and investment. The potential revenue from
the business tax, line 7, is 19 percent of the tax base on
line 6. Line 8 shows the amount of family allowances that
would be deducted. The wage-tax base on line 9 shows the
amount of wages, salaries, and pensions left after deduct-
ing all family allowances from the amount on line 4. The
potential wage-tax revenue on line 10 is 19 percent of the
base. Total flat-tax revenue on line 11 would be $627 bil-
lion. Lines 12 and 13 show the actual revenue from the
personal and corporate income tax. The total actual rev-
enue on line 14 is also $627 billion. The potential flat-tax
revenue and the actual revenue are the same, by design.
Our proposal is to reproduce the revenue of the actual
income tax system, not to raise or to lower it.

These computations show that in 1993 the revenue
from the corporate income tax, with a tax rate of 34 percent,
was $118 billion. The revenue from our business tax at a
rate of only 19 percent would have been $362 billion, just
over three times as much, even though the tax rate is not
much over half the current corporate rate. There are three
main reasons that the flat business tax would yield more
revenue than the existing corporate tax does. First, slightly
more than half of business income is earned by noncorpor-
ate businesses—professional partnerships, proprietorships,
and the like. Second, the business tax would put a tax on
fringe benefits, which escape taxation in the current sys-
tem, by not allowing them to be deducted. Third, by refus-
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ing to allow interest expense as a deduction, the business
tax imposes tax on interest at its source in business, rather
than at its destination.

The other side of the coin, of course, is that our wage
tax would have yielded less revenue than the current per-
sonal income tax does—$265 billion in 1993 as against $510
billion. We are not proposing a massive shift in taxes from
wages to capital income. Our wage tax would apply just to
wages, salaries, and private pensions, whereas today’s per-
sonal income tax includes unincorporated business in-
come, dividends, interest, rent, and many other kinds of
income that we would tax as part of business income. The
switch to the more reliable principle of taxing business
income at the source, rather than hoping to catch the in-
come at the destination, is the main reason that the busi-
ness tax would yield so much more revenue than the
current corporate tax does.

The Individual Wage Tax. The individual wage tax would
have a single purpose: to tax the large fraction of total in-
come that employers pay as cash to their workers. It would
not be a tax system by itself but would be one of the two
major parts of the complete system. The base of the pro-
posed tax is defined narrowly and precisely as actual pay-
ments of wages, salaries, and pensions. Pension
contributions (as opposed to benefits) and other fringe
benefits paid by employers would not be counted as part
of wages. In other words, the tax on pension income would
be paid when the retired worker actually receives the pen-
sion, not when the employer sets aside the money to pay
the future pension. Pension contributions would not be
taxed if the employer pays into a completely separate pen-
sion fund, if the worker makes a voluntary contribution to
a 401(k) program, or if the worker contributes to a Keogh or
other individual retirement fund. The contributions would
not be taxed until they were distributed at retirement.

The tax form for our wage tax is self-explanatory. To
make the tax system progressive, only earnings over a per-
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sonal or family allowance would be taxed. The allowance
would be $25,500 for a family of four in 1996 but would
rise along with the cost of living in later years. All the tax-
payer would do is report total wages, salaries, and pensions
at the top of the form, compute the family allowance based
on marital status and number of dependents, subtract the
allowance, multiply by 19 percent to compute the tax, take
account of withholding, and pay the difference or apply
for a refund. For about 80 percent of the population, fill-
ing out this postcard once a year would be the only effort
needed to satisfy the Internal Revenue Service. What a
change from the many pages of schedules the typical frus-
trated taxpayer fills out today!

For the 80 percent of taxpayers who do not run busi-
nesses, the individual wage tax would be the only tax to
worry about. Many features of current taxes would disap-
pear, including charitable deductions, mortgage interest
deductions, capital gains taxes, dividend taxes, and inter-
est taxes. We will discuss these in detail later.

Anyone who is self-employed or pays expenses directly
in connection with making a living would need to file the
business tax to get the proper deduction for expenses. For-
tunately, the business-tax form would be even simpler than
the wage-tax form (see figure 2–1).

The Business Tax. It would not be the purpose of the busi-
ness tax to tax businesses. Fundamentally, people pay taxes,
not businesses. The idea of the business tax would be to
collect the tax that the owners of a business owe on the
income produced by the business. Collecting business in-
come tax at the source of the income would avoid one of
the biggest causes of leakage in the tax system today: inter-
est can pass through many layers where it is invariably de-
ducted when it is paid out but not so frequently reported
as income.

Airtight taxation of individual business income at
source is possible because we already know the tax rate of
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all the owners of the business: it is the common flat rate
paid by all taxpayers. If the tax system has graduated rates,
taxation at the source would become a problem. If each
owner were to be taxed at that owner’s rate, the business
would have to find out the tax rate applicable to each owner

FIGURE 2–1

Form 1 Individual Wage Tax 1996

Your first name and initial (if joint Last Your social
return, also give spouse’s name name security number
and initial)

Home address (number and street including Spouse’s social
apartment number or rural route) security number

City, town, or post office, state, Your occupation
and ZIP code

Spouse’s
occupation

1 Wages and salary 1
2 Pension and retirement benefits 2
3 Total compensation (line 1 plus line 2) 3
4 Personal allowance

(a) $16,500 for married filing jointly 4a
(b) $9,500 for single 4b
(c) $14,000 for single head of household 4c

5 Number of dependents, not including spouse 5
6 Personal allowances for dependents (line 5 6

multiplied by $4,500)
7 Total personal allowances (line 4 plus line 6) 7
8 Taxable compensation (line 3 less line 7, if 8

positive; otherwise zero)
9 Tax (19% of line 8) 9

10 Tax withheld by employer 10
11 Tax due (line 9 less line 10, if positive) 11
12 Refund due (line 10 less line 9, if positive) 12



12

FLAT TAX IN ACTION

and apply that rate to the income produced in the busi-
ness for that owner. But this is only the beginning of the
problem. The IRS would have to audit a business and its
owners together to see that the owners were reporting the
correct tax rates to the business. Further, suppose one of
the owners made a mistake and was later discovered to be
in a higher tax bracket. Then the business would have to
refile its tax form to collect the right tax. Obviously, this
system would not work. Business taxes have to be collected
at the destination, from the owners, if graduated rates are
to be applied. Source taxation is practical only when a single
rate is applied to all owners. Because source taxation is so
much more reliable and inexpensive than the present
method, there is a powerful practical argument for using a
single flat rate for all business income.

The business tax would be a giant, comprehensive
withholding tax on all types of income other than wages,
salaries, and pensions. It would be carefully designed to
tax every bit of income outside of wages but to tax it only
once. The business tax would not have deductions for in-
terest payments, dividends, or any other type of payment
to the owners of the business. As a result, all income that
people would receive from business activity would already
have been taxed. Because the tax would already have been
paid, the tax system would not need to consider what would
happen to interest, dividends, or capital gains after these
types of income leave the firm. The resulting simplifica-
tion and improvement in the tax system would be enor-
mous. Today, the IRS receives over a billion Form 1099s,
which keep track of interest and dividends, and the agency
must make an overwhelming effort to match these forms
to the 1040s filed by the recipients. The only reason for a
Form 1099 is to track income as it makes its way from the
business where it originates to the ultimate recipient. Not
a single Form 1099 would be needed under a flat tax with
business income taxed at the source.

The way that we have chosen to set up the business
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tax is not arbitrary. On the contrary, it is dictated by the
principles we set forth at the beginning of this discussion.
The tax would be assessed on all the income originating in
a business but not on any income that originates in other
businesses, nor would it tax the wages, salaries, and pen-
sions paid to employees. The types of income taxed by
the business tax would include:

• profits from the use of plant and equipment
• profits from ideas embodied in copyrights, patents,

FIGURE 2–2

Form 2 Business Tax 1996

Business name Employer Identification
Number

Street address County

City, state, and ZIP code Principal product

1 Gross revenue from sales 1
2 Allowable costs

(a) Purchases of goods, services, and 2a
materials
(b) Wages, salaries, and retirement benefits 2b
(c) Purchases of capital equipment, 2c
structures, and land

3 Total allowable costs (sum of lines 2(a), 2(b), 3
and 2(c))

4 Taxable income (line 1 less line 3) 4
5 Tax (19% of line 4) 5
6 Carry-forward from 1994 6
7 Interest on carry-forward (6 % of line 6) 7
8 Carry-forward into 1995 (line 6 plus line 7) 8
9 Tax due(line 5 less line 8, if positive) 9

10 Carry-forward to 1996 (line 8 less line 5, 10
if positive)
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trade secrets, and the like
• profits from past organization-building, marketing,

and advertising efforts
• earnings of key executives and others who are own-

ers as well as employees, and who are paid less than they
contribute to the business (so that reduced compensation
would not be used to avoid taxation)

• earnings of doctors, lawyers, and other profession-
als who have businesses organized as proprietorships or
partnerships

• rent earned from apartments and other real estate
• fringe benefits provided to workers

All a business’s income would derive from the sale of its
products and services. On the top line of the business tax
form (figure 2–2) would appear the gross sales of the busi-
ness—its proceeds from the sale of all its products. But
some of the proceeds would come from the resale of in-
puts and parts the firm purchased; the tax would already
have been paid on these items because the seller also would
have to pay the business tax. Thus, the firm could deduct
the cost of all the goods, materials, and services it purchased
for the purpose of making the product it sells. In addition,
it could deduct its wages, salaries, and pensions, for, under
our wage tax, the taxes on these would be paid by the work-
ers receiving them. Finally, the business could deduct all
its outlays for plant, equipment, and land. Later we will
explain why this investment incentive would be just the
right one.

Everything left from this calculation is the income
originating in the firm and would be taxed at the flat rate
of 19 percent. The prospective revenue from the business
tax in 1993 would have been the $362 billion we computed
earlier. Many deductions allowed to businesses under cur-
rent laws would be eliminated in our plan, including inter-
est payments and fringe benefits. But our exclusion of these
deductions is not an arbitrary move to increase the tax
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base. In all cases, the elimination of deductions, when com-
bined with the other features of our system, moves toward
the goal of taxing all income once at a common, low rate to
achieve a broad consumption tax.

Eliminating the deduction for interest paid by busi-
nesses is a central part of our general plan to tax business
income at the source. It makes sense because we propose
not to tax interest received by individuals. The tax that the
government now hopes (sometimes in vain) that individu-
als will pay will assuredly be paid by the business itself.

We sweep away the whole complicated apparatus of
depreciation deductions, but we replace it with something
more favorable for capital formation, an immediate 100
percent first-year tax write-off of all investment spending.
Sometimes this approach is called expensing of investment;
it is standard in the value-added approach to consump-
tion taxation. In other words, we do not deny depreciation
deductions; we enhance them.

Fringe benefits are outside the current tax system en-
tirely, which makes no sense. The cost of these benefits is
deductible by businesses, but workers are not taxed on their
value. Consequently, fringe benefits have a big advantage
over cash wages. As taxation has become heavier and
heavier, fringe benefits have become more and more im-
portant in the total package offered by employers to work-
ers. Such benefits were only 1.2 percent of total
compensation in 1929, when income taxes were unimpor-
tant, but reached almost 18 percent in 1993. The explo-
sion of benefits is strictly an artifact of taxation, and benefits
are an economically inefficient way to pay workers. If the
tax system were neutral, with equal taxes on fringes and
cash, workers would rather take their income in cash and
make their own decisions about health and life insurance,
parking, exercise facilities, and all the other things they
now get from their employers without much choice. Fur-
ther, failing to tax benefits means that taxes on other types
of income are higher. Bringing all types of income under
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the tax system is essential for lower rates.
Under our system, each business would file a simple

form. Even the largest business—the General Motors Cor-
poration in 1993, with $138 billion in sales—would fill out
our simple postcard form. Every line on the form is a well-
defined number obtained directly from the business’s ac-
counting records. Line 1, gross revenue from sales, is the
actual number of dollars received from the sales of all the
products and services sold by the business, plus the pro-
ceeds from the sale of plant, equipment, and land. Line
2a is the actual amount paid for all the inputs bought from
other businesses necessary for the operation of the busi-
ness (that is, not passed on to its workers or owners). The
firm could report any purchase actually needed for the
business’s operations and not part of the compensation of
workers or owners. Line 2b is the actual cash put in the
hands of workers and former workers. All the dollars de-
ducted on this line will have to be reported by the workers
on their Form 1 wage-tax returns. Line 2c reports purchases
of new and used capital equipment, buildings, and land.
Note that the firm would not have to agonize over whether
a computer modem is a capital investment or a current
input; both are deductible, and the IRS would not care on
which line it would appear.

The taxable income computed on line 4 bears little
resemblance to anyone’s notion of profit. The business tax
would not be a profit tax. When a firm is having an out-
standing year in sales and profits but is building new facto-
ries to handle rapid growth, it might well have a low or
even negative taxable income. Later, when expansion slows
but sales are at a high level, the income generated at the
firm would be taxed at 19 percent.

Because the business tax would treat investment in plant,
equipment, and land as an expense, companies in the start-
up period would have negative taxable income. But the
government would not write a check for the negative tax
on the negative income. When the government has a policy
of writing checks, clever people abuse the opportunity. In-
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stead, the negative tax would be carried forward to future
years, when the business should have positive taxable income.
There would be no limit to the number of years of carry
forward. Moreover, balances carried forward would earn the
market rate of interest (6 percent in 1995). Lines 6 through
10 show the mechanics of the carry-forward process.

Investment Incentives

The high rates of the current tax system significantly im-
pede capital formation. On this point almost all experts
agree. The government’s solution to the problem has been
to add one special investment or saving incentive on top
of another, creating a complex and unworkable maze of
regulations and tax forms. Existing incentives are
appallingly uneven. Capital projects taking full advantage
of depreciation deductions and the deductibility of inter-
est paid to organizations exempt from income tax may ac-
tually receive subsidies from the government, rather than
being taxed. But equity-financed projects are taxed heavily.
Investment incentives, together with the deductibility of
interest, severely distort the flow of capital into projects
eligible for debt finance.

Our idea is to start over, throwing away all the present
incentives and replacing them with a simple, uniform prin-
ciple and treating the total amount of investment as an
expense in the year it is made. The entire incentive for
capital formation would be on the investment side, instead
of the badly fitting split in the current tax system between
investment incentives and saving incentives. The first vir-
tue of this reform is simplicity. Businesses and government
would not need to quarrel, as they do now, over what is an
investment and what is a current expense. The distinction
would not matter for the tax. Complicated depreciation
calculations, carrying over from one year to the next and
driving the small business owner to distraction, would van-
ish from the tax form. The even more complicated provi-
sions for recapturing depreciation when a piece of
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equipment or a building is sold would vanish as well, to
everyone’s relief.

Expensing of investment has a much deeper ratio-
nale than simplicity. Every act of investment in the economy
ultimately traces back to an act of saving. A tax on income
with an exemption for saving is in effect a tax on consump-
tion, for consumption is the difference between income
and saving. Consumption is what people take out of the
economy; income is what people contribute. A consump-
tion tax is the exact embodiment of the principle that
people should be taxed on what they take out, not on what
they put in. The flat tax, with expensing of investment, is
precisely a consumption tax.

Expensing investment would eliminate the double
taxation of saving; this would be another way to express
the most economically significant feature of expensing. Un-
der the current income tax, people pay tax once when they
earn and save and again when the savings earn a return.
With expensing, the first tax would be abolished. For indi-
viduals, the return to saving would be, in effect, deducted
in computing the tax. Later, this return to saving would be
taxed through the business tax. Although economists have
dreamed up a number of other ways to eliminate double
taxation of saving (involving complicated record keeping
and reporting by individuals), the technique exploited in
our flat tax is by far the most straightforward.

The easiest case for showing that expensing of invest-
ment makes our proposal a consumption tax arises when
someone invests directly in a personally owned business.
Suppose a taxpayer receives $1,000 in earnings and turns
around and buys a piece of business equipment for $1,000.
There would be a tax of $190 on the earnings but also a
deduction worth $190 in reduced taxes for the equipment
purchase. On net, there would be no tax. The taxpayer
has not consumed any of the original $1,000 either. Later,
the taxpayer would receive business income representing
the earnings of the machine. This income would be taxed
at 19 percent. If the taxpayer chooses to consume rather
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than invest again, there would be a 19 percent tax on the
consumption. So the total effect would be a 19 percent
consumption tax.

Most people do not invest directly by purchasing ma-
chines themselves. The U.S. economy has wonderfully de-
veloped financial markets for channeling savings from
individual savers, on the one hand, to businesses with good
investment opportunities, on the other hand. Individuals
invest in firms by purchasing shares or bonds, and then
the firms purchase plant and equipment. The tax system
we propose taxes the consumption of individuals in this
environment as well. Suppose the same taxpayer pays the
$190 tax on the same $1,000 and puts the remaining $810
into the stock market. For simplicity, suppose that the share
pays out to its owner all the aftertax earnings on equip-
ment costing $1,000. That assumption makes sense, be-
cause the firm could buy $1,000 worth of equipment with
the $810 from our taxpayer plus the tax write-off worth
$190 that would come with the equipment purchase. Our
taxpayer gets the advantage of the investment write-off even
though there is no deduction for the purchase of the share.
The market passes through the incentive from the firm to
the individual investor.

Another possibility for the taxpayer is to buy a bond
for $810. Again, the firm issuing the bond can buy a $1,000
machine with the $810, after taking advantage of the tax
deduction. To compete with the returns available in the
stock market, however, the bond must pay approximately the
same returns as a stock selling for the same price does,
which in turn is equal to the aftertax earnings of the ma-
chine. It would not matter then how the taxpayer invests the
$810. In all cases, there is effectively no tax for saved in-
come; the tax is payable only when the income is consumed.

In our system, any investment, in effect, would have
the same economic advantage that a 401(K), IRA, or Keogh
account has in the current tax system. And we achieve this
desirable goal by reducing the amount of record keeping
and reporting. Today, taxpayers have to deduct their Keogh
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and IRA contributions on their Form 1040s, and then they
have to report the distributions from the funds as income
when they retire. Moreover, proponents of the “cash-flow”
consumption tax would extend these requirements to all
forms of saving. Our system would accomplish the same
goal without any forms or record keeping.

Capital Gains

Capital gains on rental property, plant, and equipment
would be taxed under the business tax. The purchase price
would be deducted at the time of purchase, and the sale
price would be taxed at the time of the sale. Every owner
of rental real estate would be required to fill out the simple
business tax return, Form 2.

Capital gains would be taxed exclusively at the busi-
ness level and not at the personal level. In other words,
our system would eliminate the double taxation of capital
gains inherent in the current tax system. To see how this
works, consider the case of the common stock of a corpo-
ration. The market value of the stock is the capitalization
of its expected future earnings. Because the owners of the
stock will receive their earnings after the corporation has
paid the business tax, the market capitalizes expected
aftertax earnings. A capital gain occurs when the market
perceives that prospective aftertax earnings have risen.
When the higher earnings materialize in the future, they
will be correspondingly taxed. A tax system like the cur-
rent one, with both an income tax and a capital gains tax,
imposes double taxation. The goal of taxing all income
exactly once can best be achieved by placing an airtight
tax on the income at the source. With taxation at the
source, it is inappropriate and inefficient to tax capital
gains as they occur at the destination.

Another way to see that capital gains should not be
taxed separately under the flat tax is to look at the national
income accounts. Gross domestic product, the most com-
prehensive measure of the nation’s command over re-
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sources, does not include capital gains. The base of the
flat tax is GDP minus investment, that is, consumption. To
include capital gains in the flat-tax base would depart from
the principle that it is a tax on consumption.

Capital gains on owner-occupied houses are not taxed
under our proposal. Very few capital gains on houses are
actually taxed under the current system. Gains can be rolled
over, there is an exclusion for older home sellers, and gains
are never taxed at death. Exclusion of capital gains on
houses makes sense because state and local governments
put substantial property taxes on houses in relation to their
values. Adding a capital gains tax on top of property taxes
is double taxation in the same way that adding a capital
gains tax on top of an income tax is double taxation of
business income.

Imports, Exports, and Multinational Business

With the North American Free Trade Agreement and the
growth of trade throughout the world, U.S. companies are
doing more and more business in other countries, and
foreign companies are increasingly active here. Should the
U.S. government try to tax business operations in other
countries owned by Americans? And should it tax foreign-
owned operations in the United States? These are increas-
ingly controversial questions. Under the current tax system,
foreign operations of U.S. companies are taxed in prin-
ciple, but the taxpayer receives a credit against U.S. taxes
for taxes paid to the country where the business operates.
Because the current tax system is based on a confused com-
bination of taxing some income at the origin and some at
the destination, taxation of foreign operations is messy.

Under the consistent application of taxing all busi-
ness income at the source, the flat tax embodies a clean
solution to the problems of multinational operations. The
flat tax would apply only to the domestic operations of all
businesses, whether of domestic, foreign, or mixed owner-
ship. Only the revenue from the sales of products within
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the United States plus the value of products as they are
exported would be reported on line 1 of Form 2. Only the
costs of labor, materials, and other inputs purchased in
the United States or imported to the United States would
be allowable on line 2 as deductions for the business tax.
Physical presence in the United States is the simple rule
that determines whether a purchase or sale is included in
taxable revenue or allowable cost.

To see how the business tax would apply to foreign
trade, consider first an importer selling its wares within
the United States. Its costs would include the actual amount
it paid for its imports, valued as they entered the country.
This would generally be the actual amount paid for them
in the country of their origin. Its revenue would be the
actual receipts from sales in the United States. Second,
consider an exporter selling goods produced here to for-
eigners. Its costs would be all the inputs and compensa-
tion paid in the United States, and its revenue would be
the amount received from sales to foreigners, provided that
the firm did not add to the product after it departed the
country. Third, consider a firm that sends parts to Mexico
for assembly and brings back the final product for sale in
the United States. The value of the parts as they leave here
would count as part of the revenue of the firm, and the
value of the assembled product as it returned would be an
expense. The firm, for example, would not deduct the ac-
tual costs of its Mexican assembly plant.

Under the principle of taxing only domestic activi-
ties, the U.S. tax system would mesh neatly with the tax
systems of our major trading partners. If every nation used
the flat tax, all income throughout the world would be
taxed once and only once. Because the basic principle of
the flat tax is already in use in the many nations with value-
added taxes, a U.S. flat tax would harmonize with those
foreign tax systems.

Application of the wage tax, Form 1, in the world
economy would follow the same principle. All earnings
from work in the United States would be taxed, irrespec-
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tive of the worker’s citizenship, but the tax would not ap-
ply to the foreign earnings of Americans.

Choices about the international location of businesses
and employment are influenced by differences in tax rates.
The United States, with a low tax rate of 19 percent, would
be much the most attractive location among major indus-
trial nations from the point of view of taxation. Although
the flat tax would not tax the overseas earnings of Ameri-
can workers and businesses, there is no reason to fear an
exodus of economic activity. On the contrary, the favor-
able tax climate in the United States would draw in new
business from everywhere in the world.

The Transition

In our flat tax proposal, we are spending the bulk of our
effort in laying out a good, practical tax system. We have
not made concessions to the political pressures that may
well force the nation to accept an improved tax system that
falls short of the ideal we have in mind. One area where
the political process is likely to complicate our simple pro-
posal is the transition from the current tax to the flat tax.
The transition issues that are likely to draw the most atten-
tion are depreciation and interest deductions. In both
cases, taxpayers who made plans and commitments before
the tax reform will cry loudly for special provisions to con-
tinue the deductions.

Congress will face a choice between denying taxpay-
ers the deductions they expected before tax reform or
granting the deductions and raising the tax rate to make
up for the lost revenue. Fortunately, this is a temporary
problem. Once existing capital is fully depreciated and
existing borrowing paid off, any special transition provi-
sions can be taken off the books.

Depreciation Deductions. Existing law lets businesses de-
duct the cost of an investment on a declining schedule
over many years. From the point of view of the business,
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multiyear depreciation deductions are not as attractive as
the first-year write-off prescribed in the flat tax. No busi-
ness will complain about the flat tax as far as future invest-
ment is concerned. But businesses may well protest the
unexpected elimination of the unused depreciation they
thought they would be able to take on the plant and equip-
ment they installed before the tax reform. Without special
transition provisions, these deductions would simply be lost.

How much is at stake? In 1992, total depreciation de-
ductions under the personal and corporate income taxes
came to $597 billion. At the 34 percent rate for most cor-
porations (which is close to the rate paid by the individu-
als who are likely to take deductions as proprietors or
partners), those deductions were worth $192 billion. At
the 19 percent flat rate, the deductions would be worth
only $108 billion.

If Congress chose to honor all unused depreciation
from investment predating tax reform, it would take about
$597 billion out of the tax base for 1995. To raise the same
amount of revenue as our original 19 percent rate would,
the tax rate would have to rise to about 20.1 percent.

Honoring past depreciation would mollify business
interest, especially in industries with large amounts of un-
used depreciation for past investment but little prospect
of large first-year write-offs for future investment. In addi-
tion, it would buttress the government’s credibility in tax
matters by carrying through on a past promise to give a
tax incentive for investment. On the other hand, the move
would require a higher tax rate and a less efficient economy
in the future.

If Congress did opt to honor past depreciation, it
should recognize that the higher tax rate needed to make
up for the lost revenue is temporary. Within five years, the
bulk of the existing capital would be depreciated, and the
tax rate should be brought back to 19 percent. From the
outset, the tax rate should be committed to drop to 19
percent as soon as the transition depreciation is paid off.
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Interest Deductions. Loss of interest deductions and
elimination of interest taxation are two of the most conspicu-
ous features of our tax reform plan. During the transition,
there will be winners and losers from the change, and Con-
gress is sure to hear from the losers. Congress may well
decide to adopt a temporary transitional measure to help
them. Such a measure need not compromise the principles
of the flat tax or lessen its contribution to improved efficiency.

Our tax reform proposal calls for the parallel removal
of interest deductions and interest taxation. If a transitional
measure allows the continuation of deductions for inter-
est on outstanding debt, it should also require the con-
tinuation of taxation of that interest as income of the
lender. If all deductions are completely matched with taxa-
tion on the other side, then a transition provision to pro-
tect existing interest deductions would have no effect on
revenue. In that respect, interest deductions are easier to
handle in the transition than are depreciation deductions.

If Congress decides that a transitional measure to pro-
tect interest deductions is needed, we suggest the follow-
ing. Any borrower may choose to treat interest payments
as a tax deduction. If the borrower so chooses, the lender
must treat the interest as taxable income. But the borrower’s
deduction should be only 90 percent of the actual interest
payment, while the lender’s taxable income should include
100 percent of the interest receipts.

Under this transitional plan, borrowers would be pro-
tected for almost all their existing deductions. Someone
whose personal finances would become untenable if the
mortgage-interest deduction were suddenly eliminated can
surely get through with 90 percent of the earlier deduc-
tion. But the plan builds in an incentive for renegotiating
the interest payments along the lines we discussed earlier.
Suppose a family is paying $10,000 in annual mortgage
interest. They could stick with this payment and deduct
$9,000 of it per year. Their net cost, after subtracting the
value of their deduction with the 19 percent tax rate, would
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be $8,290. The net income to the bank, after subtracting
the 19 percent tax it pays on the whole $10,000, would be
$8,100. Alternatively, the family could accept an arrange-
ment proposed by the bank: the interest payment would
be lowered to $8,200 by rewriting the mortgage. The fam-
ily would agree to forgo the right to deduct the interest,
and the bank would no longer have to pay tax on the inter-
est. Now the couple’s cost will be $8,200 (instead of $8,290
without the arrangement) and the bank’s income will be
$8,200 (instead of $8,100). The family will come out $90
ahead, and the bank will come out $100 ahead. The ar-
rangement would be beneficial to both.

One of the attractive features of this plan is that it
does not have to make any distinctions between old bor-
rowing, existing at the time of the tax reform, and new
borrowing, arranged after the reform. Lenders would al-
ways require that new borrowers opt out of their deduc-
tions and would thus offer a correspondingly lower interest
rate. Otherwise, the lender would be saddled with a tax
bill larger than the tax deduction received by the borrower.

As far as revenue is concerned, this plan would actu-
ally add a bit to federal revenue in comparison with the
pure flat tax. Whenever a borrower exercised the right to
deduct interest, the government would collect more rev-
enue from the lender than it would lose from the borrower.
As more and more arrangements were rewritten to eliminate
deductions and to lower interest, the excess revenue would
disappear, and we would be left with the pure flat tax.

Variants of the Flat Tax

In this proposal, we have set forth what we think is the best
flat tax. But our ideas are more general than this specific
proposal. The same principles could be applied with dif-
ferent choices about the key trade-offs. The two most im-
portant trade-offs are:

• Progressivity versus tax rate. A higher personal allow-
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ance would put an even lower burden on low- and middle-
income families. But it would require a higher tax rate.

• Investment incentives versus tax rate. If the business
tax had less than full write-off for purchases of capital
goods, the tax rate could be lower.

Here are some alternative combinations of allowances and
tax rates that would all raise the same amount of revenue:

Allowance for
 Family of Four Tax Rate

$12,500 15%
$22,500 19%
$34,500 23%

The choice among these alternatives depends on be-
liefs about how the burden of taxes should be distributed
and on the degree of inefficiency that will be brought into
the economy by the corresponding tax rates.

Here are some alternative combinations of investment
write-offs and tax rates that would all raise the same amount
of revenue:

Equipment Write-off Structures Write-off Tax Rate

100% 100% 19%
75% 50% 18%
50% 25% 17%

The choice among these alternatives depends on the
sensitivity of investment and saving to incentives and on
the degree of inefficiency brought by the tax rate.

Stimulus to Growth

The flat tax at a low, uniform rate of 19 percent will im-
prove the performance of the U.S. economy. Improved
incentives to work through increased take-home wages will
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stimulate work effort and raise total output. Rational in-
vestment incentives will raise the total level of investment
and channel it into the most productive areas. And sharply
lower taxation of entrepreneurial effort will enhance this
critical input to the economy.

Work Effort. About two-thirds of today’s taxpayers enjoy
the low-income tax rate of 15 percent enacted in 1986.
Under the flat tax, more than half these taxpayers would
face zero tax rates because their total family earnings would
fall short of the exemption amount ($22,500 for a family
of four). The other half would face a slight increase in their
tax rates on the margin, from 15 percent to 19 percent. In
1991, the remaining third of taxpayers were taxed at rates
of 28 and 31 percent, and the addition of the 39.6 percent
bracket in 1992 worsened incentives further. Heavily taxed
people earn a disproportionate share of income: in 1991,
58 percent of all earnings were taxed at rates of 28 percent
or higher. The net effect of the flat tax, with marginal rates
of 0 and 19 percent, would be to improve incentives dra-
matically for almost everyone who is economically active.

One point we need to emphasize is that a family’s
marginal tax rate determines its incentives for all types of
economic activity. There is much confusion on this point.
Some authors, for example, have written that a married
woman faces a special disincentive because the marginal
tax on the first dollar of her earnings is the same as the
marginal tax on the last dollar of her husband’s earnings.
It is true that incentives to work for a woman with a well-
paid husband are seriously eroded by high tax rates. But
so are her husband’s incentives. What matters for both of
their decisions is how much of any extra dollar of earnings
they will keep after taxes. Under the U.S. income tax, with
joint filing, the fraction either of them takes home after
taxes is always the same, no matter how their earnings are
split between them.

Sheer hours of work make up one of the most impor-
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tant dimensions of productive effort and one that is known
to be sensitive to incentives. At first, it may seem difficult
for people to alter the amount of work they supply to the
economy. Aren’t most jobs forty hours a week, fifty-two
weeks a year? It turns out that only a fraction of the work
force is restricted in that way. Most of us face genuine deci-
sions about how much to work. Teenagers and young
adults—in effect anyone before the responsibilities of par-
enthood—typically work much less than full time for the
full year. Improving their incentives could easily make them
switch from part-time to full-time work or cause them to
spend less time taking it easy between jobs.

Married women remain one of the largest underused
resources in the U.S. economy, although a growing frac-
tion enters the labor market each year. In 1993, only 58
percent of all women over fifteen were at work or looking
for work; the remaining 42 percent were spending their
time at home or in school but could be drawn into the
market if the incentives were right. There is no doubt about
the sensitivity of married women to economic incentives.
Studies show a systematic tendency for women with low
aftertax wages and high-income husbands to work little.
Those with high aftertax wages and lower-income husbands
work a lot. It is thus reasonable to infer that sharply re-
duced marginal tax rates on married women’s earnings will
further stimulate their interest in the market.

Another remarkable source of unused labor power in
the United States is men who have taken early retirement.
Although 92 percent of men aged twenty-five to fifty-four
are in the labor force, only 65 percent of those from fifty-
five to sixty-four are at work or looking for work and just 17
percent of those over sixty-five. Again, retirement is very
much a matter of incentives. High marginal taxation of
earnings discourages many perfectly fit men from continu-
ing to work. Because mature men are among the best paid
in the economy, a great many of them face marginal tax
rates of 28, 36, or even 40 percent. Reduction to a uniform
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19 percent could significantly reduce early retirement and
make better use of the skills of older men.

Economists have devoted a great deal of effort to
measuring the potential stimulus to work from tax reform.
The consensus is that all groups of workers would respond
to the flat tax by raising their work effort. A few workers
would reduce their hours either because the flat rate would
exceed their current marginal rate or because reform would
add so much to their incomes that they would feel that
earning was less urgent. But the great majority would face
much improved incentives. The smallest expected responses
are from adult men and the largest from married women.

In light of the research on labor supply, were we to
switch from the current tax law to our proposed flat tax, a
reasonable projection is an increase of about 4 percent in
total hours of work in the U.S. economy. That increase
would mean about 1.5 hours per week on the average but
would take the form of second jobs for some workers, more
weeks of work per year for others, and more hours per
week for those working part time. The total annual output
of goods and services in the U.S. economy would rise by
about 3 percent, or almost $200 billion. That is nearly $750
per person, an astonishing sum. Of course, it might take
some time for the full influence of improved incentives to
have their effect. But the bottom line is unambiguous: tax
reform would have an important favorable effect on total
work effort.

Capital Formation. Economists are far from agreement on
the impact of tax reform on investment. As we have stressed
earlier, the existing system puts heavy tax rates on business
income, even though the net revenue from the system is
small. These rates seriously erode investment incentives.
Generous but erratic investment provisions in the current
law and lax enforcement of taxes on business income at
the personal level, however, combine to limit the adverse
impact. The current tax system subsidizes investment
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through tax-favored entities such as pension funds, while
it taxes capital formation heavily if it takes the form of new
businesses. The result has been to sustain capital forma-
tion at reasonably high levels but to channel the invest-
ment into inefficient uses.

The most important structural bias of the existing
system is the double taxation of business income earned
in corporations and paid out to shareholders. Double taxa-
tion dramatically reduces the incentive to create new busi-
nesses in risky lines where debt financing is not available.
On the other side, the existing system places no current
tax on investments that can be financed by debt, where
the debt is held by pension funds or other nontaxed enti-
ties. The result is a huge twist in incentives, away from entre-
preneurial activities and toward safe, debt-financed activities.

The flat tax would eliminate the harmful twist in the
current tax system. The flat tax has a single, uniform in-
centive for investment of all types; businesses would treat
all purchases of capital equipment and buildings as ex-
penses. As we noted earlier, allowing immediate write-off
of investment is the ideal investment incentive. Taxing all
income evenly and allowing expensing of investment
amount to a tax on consumption. Public finance econo-
mists Alan Auerbach and Laurence Kotlikoff estimate that
the use of a flat-rate consumption tax in place of an in-
come tax would raise the ratio of capital stock to GDP from
5.0 to 6.2. Other economists are less optimistic that the
correction of the double taxation of saving would provide
the resources for this large an increase in investment. But
all agree that there would be some favorable effect on capi-
tal formation.

In terms of added GDP, the increase in the capital
stock projected by Auerbach and Kotlikoff would trans-
late into 6 percent more goods and services. Not all this
extra growth would occur within the seven-year span we
are looking at. But, even allowing for only partial attain-
ment in seven years and for a possible overstatement in
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their work, it seems reasonable to predict a 2 to 4 percent
increase in GDP on account of added capital formation
within seven years.

Tax reform would improve the productivity of capital
by directing investment to the most productive uses.
Auerbach has demonstrated, in a paper published by the
Brookings Institution, that the bias of the current tax system
toward equipment and away from structures imposes a
small but important burden on the economy. The flat tax
would correct this bias. Auerbach estimates that the correc-
tion would be equivalent to a 3.2 percent increase in the
capital stock. GDP would rise on this account by 0.8 percent.

Entrepreneurial Incentives and Effort. U.S. economic
growth has slowed in the past two decades, and surely one
reason is the confiscatory taxation of successful endeavors
and the tax subsidy for safe, nonentrepreneurial under-
takings. There are not any scholarly studies with quantita-
tive conclusions on the general benefits from a
fundamental shift, but they could be large.

Today’s tax system punishes entrepreneurs. Part of
the trouble comes from the interest deduction. The people
in the driver’s seat in the capital market, where money is
loaned and borrowed, are those who lend out money on
behalf of institutions and those who have figured out how
to avoid paying income tax on their interest. These people
do not like insecure loans to new businesses based on great
new ideas. They do like lending secured to readily market-
able assets by mortgages or similar arrangements. It is easy
to borrow from a pension fund to build an apartment build-
ing, buy a boxcar, put up a shopping center, or anything
else where the fund can foreclose and sell the asset in case
the borrower defaults. Funds will not lend money to entre-
preneurs with new ideas because the lenders are unable to
evaluate what they could sell off in case of a default.

Entrepreneurs can and do raise money the hard way,
by giving equity interests to investors. An active venture
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capital market operates for exactly this purpose. But the
cost to the entrepreneur is high: the ownership given to
the financial backers deprives the entrepreneur of the full
gain in case things work out well.

Even with the best tax system, or no taxes at all, entre-
preneurs of course would not be able to borrow with ordi-
nary bonds or loans and thus capture the entire future
profits of a new business. It is not easy to get other people
to put money into a risky, innovative business. Equity par-
ticipation by investors is a fact of life. But the perverse tax
system greatly worsens the incentives for entrepreneurs.
The combination of corporate and personal taxation of
equity investments is actually close to confiscation. The
owners of a successful new business are taxed first when
the profits flow in, at 34 percent, and again when the re-
turns make their way to the entrepreneur and the other
owners. All of them are likely to be in the 40 percent bracket
for the personal income tax, making the combined effec-
tive tax rate close to 60 percent. The entrepreneur first
gives a large piece of the action to the inactive owners who
put up the capital and then surrenders well over half the
remainder to the government.

The prospective entrepreneur will likely be attracted
to the easier life of the investor who uses borrowed money.
How much easier it is to put up a shopping center, borrow
from a pension fund or insurance company, and deduct
everything paid to the inactive investor!

Today’s discriminatory system taxes entrepreneurial
success at 60 percent while it actually subsidizes leveraged
investment. Our simple tax would put the same low rate
on both activities. A huge redirection of national effort
would follow. And the redirection could only be good for
national income. While shopping centers, apartment build-
ings, airplanes, boxcars, medical equipment, and cattle
have their place, tax advantages have made us invest far
too much in them, and their contribution to income is
correspondingly low. Real growth will come when effort
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and capital flow back into innovation and the development
of new businesses, the areas where taxation has discour-
aged investment. The contribution to income from new
resources will be correspondingly high.

Total Potential Growth from Improved Incentives. We
project a 3 percent increase in output from increased total
work in the U.S. economy and an additional increment to
total output of 3 percent from added capital formation
and dramatically improved entrepreneurial incentives. The
sum of 6 percent is our best estimate of the improvement
in real incomes after the economy has had seven years to
assimilate the changed economic conditions brought about
by the simple flat tax. Both the amount and the timing are
conservative.

Even this limited claim for economic improvement
represents enormous progress. By 2002, it would mean that
the income of each American would be about $1,900
higher, in 1995 dollars, as a consequence of tax reform.

Interest Rates

The flat tax would pull down interest rates immediately.
Today’s high rates are sustained partly by the income-tax
deduction for interest paid and the tax on interest earned.
The tax benefit ameliorates much of the pain of high in-
terest, and the IRS takes part of the income from interest.
Borrowers tolerate high interest rates and lenders require
them. The simple tax would permit no deduction for in-
terest paid and put no tax on interest received. Interest
payments throughout the economy would be flows of
aftertax income, thanks to taxation of business income at
the source.

With the flat tax, borrowers would no longer be so
tolerant of interest payments, and lenders would no longer
be concerned about taxes. The meeting of minds in the
credit market, where borrowing equals lending, would in-
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evitably occur at a lower interest rate. Potentially, the fall
could be spectacular. Much borrowing is done by corpora-
tions and wealthy individuals, who face marginal tax rates
of 34 and 40 percent. The wealthy, however, almost by defi-
nition, are the big lenders in the economy. If every lender
and every borrower were in the 40 percent bracket, a tax
reform eliminating deduction and taxation of interest
would cut interest rates by a factor of 0.4—for example,
from 10 to 6 percent. But the leakage problem in the United
States is so great that the actual drop in interest would be
far short of this huge potential. So much lending comes
through the devices by which the well-to-do get their inter-
est income under low tax rates that a drop by a factor of
0.4 would be impossible. Lenders taxed at low rates would
be worse off if taxation were eliminated but interest rates
fell by half. In an economy with lenders enjoying low mar-
ginal rates before reform, the meeting of the minds would
have to come at an interest rate well above 0.6 times the
prereform level. But the decline would be at least a fifth—
say, from 10 percent to 8 percent. Reform would bring a
noticeable drop in interest rates.

One direct piece of evidence is municipal bonds,
which yield interest not taxed under the federal income
tax. Tax reform would make all bonds like tax-free mu-
nicipals, so the current rates on municipals give a hint
about the level of all interest rates after reform. In 1994,
municipals yielded about one-sixth less interest than com-
parable taxable bonds. But this is a conservative measure
of the likely fall in interest rates after reform. Today, tax-
free rates are kept high because there are so many oppor-
tunities to own taxable bonds in low-tax ways. Why own a
bond from the city of Los Angeles paying 6 percent tax
free when an investor can create a personal pension fund
and hold a Pacific Telesis bond paying 7 percent? Inter-
est rates could easily fall to three-quarters of their
present levels after tax reform; rates on tax-free securi-
ties would then fall a little as well.
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The decline in interest rates brought about by put-
ting interest on an aftertax basis would not by itself change
the economy very much. To Ford Motors, contemplating
borrowing to finance a modern plant, the attraction of
lower rates would be offset by the cost of lost interest de-
ductions. But the flat tax would do much more than put
interest on an aftertax basis. Tax rates on corporations
would be slashed to a uniform 19 percent from the double
taxation of a 34 percent corporate rate on top of a per-
sonal rate of up to 40 percent. And investment incentives
will be improved through the first-year write-off. All told,
borrowing for investment purposes would become a bet-
ter deal. As the likely investment boom develops, borrow-
ing will rise and will tend to push up interest rates. In
principle, interest rates could rise to their prereform lev-
els but only if the boom is vigorous. We cannot be sure
what would happen to interest rates after tax reform, but
we can be sure that high-interest, low-investment stagna-
tion would not occur. Either interest rates will fall or in-
vestment will take off.

As a safe working hypothesis, we will assume that in-
terest rates fall in the year after tax reform by about a fifth,
say, from 10 to 8 percent. We assume a quiescent underly-
ing economy, not perturbed by sudden shifts in monetary
policy, government spending, or oil prices. Now, take a look
at borrowing decisions made before and after reform. Sup-
pose a prereform entrepreneur is considering an invest-
ment yielding $1 million a year in revenue and involving
$800,000 in interest costs at 10 percent interest. Today the
entrepreneur pays a 40 percent tax on the net income of
$200,000, giving an aftertax cash flow of $120,000. After
reform, the entrepreneur would earn the same $1 million
and pay $640,000 interest on the same principal at 8 per-
cent. There would be a 19 percent tax on the earnings
without deducting interest; the amount of the tax is
$190,000. Aftertax income is $1,000,000 ! $640,000 !
$190,000 = $170,000, well above the $120,000 before re-
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form. Reform is to the entrepreneur’s advantage and to
the advantage of capital formation. Gains from the lower
tax rate more than make up for losses from denial of the
interest deduction.

How can it be that both the entrepreneur and the
government come out ahead from the tax reform? They
do not: one element is missing from this accounting. Be-
fore the reform, the government collected some tax on
the interest paid by the entrepreneur—potentially as much
as 40 percent of the $800,000. But, as our stories about
leakage make clear, the government is actually lucky to get
a small fraction of that potential.

To summarize, the flat tax would automatically lower
interest rates. Without an interest deduction, borrowers
require lower costs. Without an interest tax, lenders are
satisfied with lower payments. The simple flat tax would
have an important effect on interest rates. Lower interest
rates would also stimulate the housing market, offsetting
the absence of the mortgage interest deduction, as will be
explained below.

Housing. Everyone who hears about the flat tax, with no
deductions for interest, worries about its effect on the hous-
ing market. Won’t the elimination of the deduction de-
press the prices of existing houses and impoverish the
homeowner who can afford a house only because of its
interest deductions? Our answer to all these questions is
no, but we freely concede that that issue is significant.

In all but the long run, house prices are set by the
demand for houses, because the supply can change only
slowly. If tax reform increases the cost of carrying a house
of given value, then demand will fall, and house prices will
fall correspondingly. For this reason, we will look closely at
what happens to carrying costs before and after tax reform.

If tax reform had no effect on interest rates, its ad-
verse effect on carrying costs and house values would be a
foregone conclusion. A $200,000 house with a $120,000
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mortgage at 10 percent has interest costs of $12,000 per
year before deductions and $8,640 after deductions (for
someone in the 28 percent tax bracket). The monthly car-
rying cost is $720. Take away the deductions, and the car-
rying cost jumps to $12,000 per year or $1,000 per month.
Inevitably, the prospective purchaser faced with this change
would have to settle for a cheaper house. Collectively, the
reluctance of purchasers would bring house prices down
so that the buyers could afford the houses on the market.

As we stressed earlier, our tax reform will immediately
lower interest rates. And lower rates bring higher house
prices, a point dramatically impressed on homeowners in
the early 1980s when big increases in interest severely damp-
ened the housing market. The total effect of reform will
depend on the relative strengths of the contending forces—
the value of the lost interest deduction against the value of
lower interest. We have good reasons to think that interest
rates would fall by about two percentage points—say, from
10 to 8 percent for mortgages. The value of the lost deduc-
tion, in contrast, depends on just what fraction of a house
a prospective purchaser intends to finance. First-time home
buyers typically, but not always, finance three-quarters or
more of the price of a house. Some of them have family
money or other wealth and make larger down payments.
Families moving up by selling existing houses generally plan
much larger equity positions in their new houses. Perhaps
a down payment of 50 percent is the average, so families
are paying interest (and deducting) on $500 per thousand
dollars of house.

A second determinant of the carrying cost is the value
of the deduction, set by the marginal tax rate. Among
homeowners, a marginal rate of 28 percent is typical, cor-
responding to a taxable income of $37,000 to $89,000. In-
terest-carrying costs per thousand dollars of house are $50
per year before taxes ($500 borrowed at 10 percent inter-
est) and $36 per year after taxes. When tax reform comes,
the interest rate will fall to 8 percent, and carrying costs
will be $40 per thousand per year ($500 at 8 percent) both
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before and after taxes. Tax reform will put this buyer be-
hind by $4 per thousand dollars of house per year, or $800
per year for the $100,000 house.

If this $800 per year were the end of the story, it would
bring a modest decline in house prices. But there is an-
other factor we have not touched on yet. The buyer’s eq-
uity position—the down payment—must come from
somewhere. By putting wealth into a house, the buyer sac-
rifices the return that wealth would have earned elsewhere.
The alternative return from the equity in the house is an-
other component of the carrying cost. Tax reform would
almost surely reduce that component. As just one example,
take a prospective buyer who could put wealth into an
untaxed retirement fund if he did not put it into a house.
The fund holds bonds; after reform, the interest rate on
bonds would be perhaps three percentage points lower,
and so the implicit cost of the equity would be lower by the
same amount.

To take a conservative estimate, tax reform might
lower the implicit cost of equity by one percentage point
as interest rates fall. Then the carrying costs of the buyer’s
equity would decline by $5 ($500 at 1 percent) per thou-
sand dollars of house per year. Recall that the buyer has
come out behind by $4 on the mortgage-interest side. On
net, tax reform would lower the carrying costs by $5 - $4 =
$1 per thousand, or $200 per year for the $200,000 house.
Then housing prices would actually rise under the impe-
tus of tax reform.

We will not argue that tax reform per se would stimu-
late the housing market. But we do believe that the poten-
tial effects on house prices would be small, small enough
to be lost in the ups and downs of a volatile market. Basi-
cally, reform would have two effects: to reduce interest rates
and related costs of funds (and so to stimulate housing
and other asset markets) and to deny interest deductions
(and so to depress housing). To a reasonable approxima-
tion, these influences will cancel each other out.

If tax reform sets off a rip-roaring investment boom,
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interest rates might rise in the years following the immedi-
ate drop at the time of the reform. During this period,
when corporations will be competing strongly with home
buyers for available funds, house prices would lag behind
an otherwise brisk economy. The same thing happened in
the great investment boom of the late 1960s. But to get the
strong economy and new jobs that go with an investment
boom, minor disappointments in housing values would
seem a reasonable price. In the long run, higher incomes
will bring a stronger housing market.

What about the construction industry? Will a slump
in new housing accompany a tax reform that banishes in-
terest deductions, as the industry fears? The fate of the
industry depends intimately on the price of existing hous-
ing. Were tax reform to depress housing by raising carry-
ing costs, the public’s interest in new houses would fall in
parallel with its diminished enthusiasm for existing houses.
Because tax reform will not dramatically alter carrying costs
in one direction or another, it will not enrich or impover-
ish the construction industry.

So far, we have looked at the way prospective buyers
might calculate what value of house they can afford. These
calculations are the proximate determinants of house
prices. But they have no bearing on the situation of an
existing homeowner who has no intention of selling or
buying. To the homeowner, loss of the tax deduction would
be pure grief.

Our transition proposal takes care of the problem of
existing mortgages without compromising the principles
of the flat tax or diminishing its revenue. Homeowners
would have the right to continue deducting 90 percent of
their mortgage interest. Recall that the bank would then
be required to pay tax on the interest it received, even
though interest on new mortgages would be untaxed.
Homeowners could expect to receive attractive proposi-
tions from their banks to rewrite their mortgages at an in-
terest rate about three percentage points lower, but without
tax deductibility. Even if banks and homeowners could not
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get together to lower rates, homeowners could still deduct
90 percent of what they deducted before.

Conclusions

The flat tax comes with strong recommendations. It would
bring a drastic simplification of the tax system. It imposes
an across-the-board consumption tax at the low rate of 19
percent. It raises enough revenue to replace the existing
personal and corporate income taxes. Through consistent
use of the source principle of taxation, it would drastically
limit the leakage that pervades today’s taxes based on the
destination principle. The flat tax is progressive: it exempts
the poor from paying any tax and imposes a tax that is a
rising share of income for other taxpayers. The economy
would thrive under the improved incentives that the flat
tax would provide.

Note
1.Editor’s Note: To economists, a consumption tax is frequently

described as a tax on wages plus a tax on capital. A flat tax is a
consumption tax because it taxes wages to individuals and it taxes
capital income minus investment to firms. For a simple explana-
tion as to why the flat tax is a consumption tax, see Jane Gravelle,
“The Flat Tax and Other Proposals: Who Will Bear the Tax Bur-
den,” in Tax Notes, December 18, 1995.
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3
The Proposed Sales and Wages

Tax—Fair, Flat, or Foolish?

Robert Eisner

he Hall-Rabushka-Armey proposed “flat tax” is not en-
tirely fair. It is not entirely flat. And it is not entirely
foolish.
The proposal is touted as bringing almost incredible

simplicity to our incredibly complicated federal income
tax system. It is also claimed that it will bring significant,
major gains to the efficiency and productivity of our
economy. And it is argued that by reasonable standards it
is fair—fairer than what we have.

That it would bring enormous simplification I will
not challenge. And that our current system is a mess I
would not dream of denying. I am happy to stipulate that
we waste many billions of person-hours and hundreds of
billions of dollars in administering, complying with, and

I am indebted to Tom Petska and the staff of the Statistics of Income
Division of the Internal Revenue Service for making available and of-
fering some guidance to a number of Statistics of Income documents
bearing on the components of income and their taxation. I am also
indebted to Eric Toder and the professional staff of the Office of Tax
Analysis of the Treasury Department for advice on a number of pub-
lished documents and general information bearing on the issues dis-
cussed in this chapter, and to Robert S. Chirinko for comments on a
penultimate draft. And finally, I am grateful for the research assistance
of Jim Gill and Jay Hoffman, who have helped process a variety of statis-
tical tabulations, and to Suken Shah for assistance in editing the final
tabular presentations.
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seeking to avoid or evade current income taxes. Eliminat-
ing the current system would indeed add measurably to
unemployment as it destroyed the livelihood of hundreds
of thousands of tax preparers and accountants, lawyers,
and lobbyists.

I am further willing to stipulate that elimination of
our current income tax system would rid the economy of
countless distortions that lead to misallocation of re-
sources—as between work and leisure and between saving
and consumption and among forms of saving and con-
sumption and investment goods.

And I am also willing to stipulate that there is a great
deal that reasonable people must find palpably unfair
about our present system. It fails over and over again with
regard to our usual criteria of horizontal and vertical equity.
People with the same incomes pay vastly different amounts
of taxes. Many people with very high incomes pay little or
nothing in taxes. The progressivity of our tax system as a
whole is far less than is generally presumed. If we include
all income, we find that the very rich pay smaller propor-
tions of their income in taxes than the moderately rich.

I join too in deploring some of the high marginal tax
rates in our current system, although I see the problem
somewhat differently from those who seem to note and
be concerned with only the marginal income taxes on the
top 1 or 2 percent of the income distribution, rates that
now reach 39.6 percent and more. I shall come back to
this matter but might just point out now that the problem
is worse for wage income than for other income and is
much worse at the very low end of the income distribu-
tion. The marginal effective rate of taxation and loss of
benefits for work by many of the very poor on welfare, at
least without the earned income tax credit, has been over
100 percent.

With all my stipulations and agreement over the defi-
ciencies of our present income tax system and many of
the advantages of the flat tax, I might be tempted to give
up and end the debate right here. If I had to choose one
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or the other, the proposed flat tax or what we have now, I
would be sorely tried.

The Proposal

Unfortunately, in its current form, the proposed flat tax
has too many objectionable features to allow me to en-
dorse it. These relate considerably to fairness—both hori-
zontal and vertical equity. But they also involve issues of
efficiency: as proposed, the flat tax substitutes serious new
distortions for those it would eliminate. And without of-
fering substitutes, it eliminates much public intervention,
which I, and probably many others, might hesitate to dis-
card cavalierly.

I shall focus my discussion on the Armey tax proposal
in H.R. 4585. Where it is not sufficiently spelled out, I shall
assume that it is intended to embody the provisions of the
Hall-Rabushka proposal.1 In brief, the proposal would re-
place current individual and corporate income taxes and
all their rates, exclusions, and deductions with two new
taxes, one on wage income and one on business.

The Armey proposal would set the “flat” rate on both
initially at 20 percent (but drop it to 17 percent in 1997
on the basis of other spending reductions and the expected
increase in productivity and resultant tax revenue in-
creases). Hall and Rabushka would set the rate at 19 per-
cent. The wage tax would apply to all wages, salaries, and
pensions. The Armey bill would allow deductions on the
wage tax totaling $34,700 for a family of four; the Hall and
Rabushka “personal allowances” would come to $25,500
for a family of four. There would be no further deduc-
tions, none: not for state and local taxes, individual retire-
ment accounts, charitable contributions, mortgage
interest, excess health costs, moving expenses—they would
all be gone.

The business tax would apply to gross revenue from
sales minus allowable costs, which would include purchases
of goods, services, and materials; wages, salaries, and re-
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tirement benefits; and purchases of capital equipment,
structures, and land. Note that capital acquisitions would
be “expensed”; there would be no depreciation or sepa-
rate capital account. Sales of capital equipment, structures,
and land, however, would be included in gross revenue.
Income from investment would not be included, but banks
and insurance companies would, in Hall and Rabushka,
have their sales grossed up to include the value of services
furnished in lieu of interest payments. Fringe benefits,
other than the payment of pensions, would not be deduct-
ible, nor would employer contributions for social security
and state and local taxes. Neither interest payments nor
dividend payouts would be deductible, but neither would
be taxable, at the individual level, where only wages and
pensions (and not social security benefits) would be taxed.

The Armey bill eliminates withholding taxes, which
would appear to invite considerable evasion by wage earn-
ers and consequent revenue loss. Hall and Rabushka do
provide for withholding and would explicitly eliminate
inheritance taxes. Both would eliminate all capital gains
taxes (other than that portion of net business taxes that
might result from sale of assets for amounts greater than
the deductions entailed by their original purchase).
Noncorporate business would be subject to the same busi-
ness tax as corporations; wages and salaries that owners
pay to themselves would be deductible on the business
tax but taxable (beyond the standard deductions or per-
sonal allowances) on the wage tax. Both Armey and Hall
and Rabushka have set rates and deductions that they be-
lieve would generate revenues equal to those under the
current system. Hall and Rabushka use a figure for wages,
salaries, and pensions of $3,100 billion, calculate their
“family allowances” at $1,705 billion, and thus have a wage
tax base of $1,395 billion. They calculate their business
tax base at $1,903 billion. Applying a 19 percent rate, they
report a flat tax revenue of $627 billion (actually $626.62
billion), which is approximately the total of personal and
corporate income taxes in 1993. The Armey proposal claim
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of revenue neutrality, however, is not consistent with the
Hall and Rabushka calculations.2

The first point I should make is that what has been
proposed is the substitution of a consumption tax for a
large part of the current income tax. That is a major part
of its import. We could have a flat tax on all income. We
could have a consumption tax with progressive rates.3 Hall
and Rabushka and Armey (H-R-A) offer us a “flat” con-
sumption tax, albeit one on domestic consumption only.
We may oppose H-R-A not because we reject flat taxes but
because we want a flat income tax. We may oppose them
not because we oppose a consumption tax but because we
prefer a progressive one on income minus saving, which
would not have the effect of raising the general level of
prices with the various implications for incidence that such
a rise would entail.

The second point to be made is that we can elimi-
nate the myriad exemptions, deductions, credits, and other
complications in the income tax without going to a con-
sumption tax. And we can eliminate virtually all the com-
plications as well without having a flat tax. The proposed
tax actually has two rates, of course, zero up to the amount
of deductions, $34,700 for a family of four and 20 percent
above that amount, in the Armey bill. We could readily
add another rate on upper incomes or wages, say, 28 per-
cent as in the law until 1990, on wages over $69,400, and
increase the deductions or lower the 20 percent rate. We
could accomplish most of our other objectives but have a
somewhat more progressive incidence.

Viewed as a Consumption Tax

Hall and Rabushka explain that their flat tax is in reality a
consumption tax because income comes from production
but taxes are imposed on total income minus investment.
Since saving equals investment, their tax is a consumption
tax. In fact, this is not entirely right. Private saving is not
equal to gross private domestic investment. The correct
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equality is: private saving equals gross private domestic in-
vestment plus net foreign investment plus the government
budget deficit. Gross private saving in 1993 was $1,002 bil-
lion while gross private domestic investment was only $882
billion. Thus, even in the aggregate, the taxes on the sav-
ing out of wage income are not fully canceled by the full
deductibility of investment in the business tax. And it is
hardly clear that any individual will recognize that he can
save taxes on his wages by saving instead of consuming.
He may well recognize that the choice is between paying a
consumption tax now and saving and paying a consump-
tion tax later.

The business tax also turns out to be largely a con-
sumption tax. Hall and Rabushka declare, “Fundamentally,
people pay taxes, not businesses.”4 They elaborate in the
updated version of their book: “Remember, businesses
don’t pay taxes, only individuals do. And, higher taxes on
business are borne in part by the employees in fewer jobs
and lower wages.”5 Then, “Remember, the true incidence
or burden of income taxes on corporations is not fully
known—some is effectively paid by owners, some by em-
ployees, and some by consumers (who are workers in an-
other guise).”6

The true incidence of taxes on all business combined,
corporate and noncorporate, essentially all market pro-
duction, however, must be clear. Like all other costs, these
taxes must be reflected in the prices of business products.
This need be qualified only to the extent that taxes on
market production induce a substitution of nonmarket
production or leisure. It is hard to believe that this qualifi-
cation can amount to much in our economy.7 It may well
be argued that current business taxes, both corporate and
noncorporate, are essentially a consumption tax. To the
major extent that H-R-A would add to business taxation,
while making business investment fully tax-deductible, they
will be converting a significant part of our income tax to a
consumption tax or what is, in effect, a sales tax. Its ulti-
mate incidence on individuals will then depend upon in-
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dividuals’ consumption, or purchases of goods and ser-
vices subject to the tax.

How Fair Is the Hall-Rabushka-Armey Proposal?

We may begin our analysis of fairness by recalling the Haig-
Hicks-Simon concept of income as that which can be con-
sumed while keeping real wealth intact.8 This implies, it
will be noted, that real capital gains, that is, those in ex-
cess of general inflation, are part of income. Some wealth
has been garnered not in ordinary income subject to in-
come taxation but in essentially untaxed capital gains.

We may next question whether consumption, and
certainly the more restrictive measure of consumption
taxed by H-R-A, is the sole test of individual welfare. An
old joke runs, “I have been poor and I have been rich, and
rich is better.” And it is better not merely because the rich
can enjoy higher lifetime consumption than the poor.
Riches convey prestige and power and the ability to add to
future income for oneself and one’s children. Income and
wealth also permit the acquisition of property—houses,
mansions, and countr y homes—which produce
nonmarket, untaxed consumption services. And they per-
mit travel and untaxed consumption in foreign countries.

Income and wealth can offer security. Assuming the
marginal utility of consumption is declining, there is a clear
advantage to its smoothing. That is a luxury freely avail-
able to the rich and those of high incomes. With obvi-
ously imperfect financial markets for human capital,
low-wage earners suffer painful losses of welfare when their
earnings fluctuate downward, losses that are not fully re-
couped by subsequent upturns.

Calculation of the Wage Tax by Income Class

We shall focus first on the effect of H-R-A on the distribu-
tion of taxes by size of income. Measuring the distribution
of the wage tax would be fairly straightforward if we had
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comprehensive measures of income by size class. IRS pub-
lications in the Statistics of Income report on components
of income included in “total income” and “adjusted gross
income” and on various deductions. Total income, how-
ever, excludes nontaxable interest income and the non-
taxable portions of individual retirement account (IRA)
distributions, pensions, and social security benefits and
includes only realized (nominal) capital gains. The adjust-
ments to get to adjusted gross income include subtraction
of IRA deductions, moving expenses, one-half of the self-
employment tax, self-employed health insurance deduc-
tions, Keogh retirement plan and self-employed
deductions, and penalties on early withdrawal of savings
and alimony paid. IRS Statistics of Income tables are drawn
upon in our tables 3–1 through 3–7 to present estimates
of total income, adjusted gross income, and various com-
ponents of income, individually and combined.

In estimating the distribution of the wage tax by in-
come class, I worked with Statistics of Income early tax esti-
mates for 1993, the year used by Hall and Rabushka in
their estimates. I first normalized “wages,” that is, the in-
come subject to “wage” taxation, actually wages and sala-
ries, pensions, and retirement benefits, so that their total
matched the Hall and Rabushka total of $3,100 billion. I
then calculated the total dollar amount of the Hall and
Rabushka personal allowances based on their specifica-
tions: $16,500 for married joint filers, $9,500 for single
filers, $14,000 for single heads of households, and $4,500
for each dependent. I normalized these to fit the Hall and
Rabushka total “family allowances” of $1,705 billion. I then
subtracted the sum of these allowances, for each adjusted
gross income (AGI) class, from the corresponding sum of
wages. For the lower AGI classes, under $10,000 and
$10,000 to $20,000, the allowances exceeded the total in-
come subject to taxes. For each AGI class where the sum
of wages minus allowances (or W minus E, for “exemp-
tions”) was negative, I put the figure at zero and
renormalized to reach the Hall and Rabushka total of
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TABLE 3–1: ADJUSTED GROSS INCOME, SELECTED COMPONENTS

OF  INCOME, AND INDIVIDUAL INCOME TAXES BY AGI CLASS, 1991
(billions of dollars)

AGI Class Adjusted
(thousands Gross Salaries Taxable Nontaxable
of dollars) Income and Wages Interest Interest

Less than 10 102.6 123.0 20.0 2.0
10–under 20 373.2 280.6 29.2 1.5
20–under 30 433.3 350.0 22.5 2.5
30–under 40 429.1 354.1 21.0 2.6
40–under 50 393.5 327.2 16.8 2.8

50–under 75 685.6 573.6 27.3 5.9
75–under 100 305.0 243.5 14.6 3.8

100–under 200 339.1 233.6 20.6 7.3

200–under 500 196.3 111.6 15.2 6.8
500–under 1,000 79.6 39.0 7.4 3.2
1,000 and over 127.1 38.0 14.7 4.7

All incomes 3,464.5 2,674.3 209.4 43.1

AGI Class Net Pensions Total
(thousands Capital and Income
of dollars) Dividends Gains Annuities Tax

Less than 10 4.2 7.9 14.5 0.6
10–under 20 5.8 2.9 38.4 20.4
20–under 30 5.8 3.9 36.4 38.5
30–under 40 5.8 3.6 30.6 46.0
40–under 50 4.9 3.8 26.3 43.0

50–under 75 11.0 9.7 42.2 88.6
75–under 100 6.2 6.9 17.3 47.3
100–under 200 11.3 15.9 19.4 62.8

200–under 500 8.7 16.7 9.5 46.8
500–under 1,000 4.4 9.9 2.9 20.9
1,000 and over 9.2 29.2 1.8 33.7

All incomes 77.3 110.2 239.2 448.4

SOURCE: Internal Revenue Service, Statistics of Income.
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TABLE 3–2: ADJUSTED GROSS INCOME, SELECTED COMPONENTS

OF INCOME, AND INDIVIDUAL INCOME TAXES, AS  PERCENTAGES OF

ADJUSTED GROSS INCOME, BY AGI CLASS, 1991
(percent)

AGI Class
(thousands Salaries Taxable Nontaxable
of dollars) and Wages Interest Dividends Interest

Less than 10 119.80 19.52 2.23 1.91
10–under 20 75.19 7.83 1.55 0.40
20–under 30 80.77 5.20 1.33 0.58
30–under 40 82.53 4.89 1.36 0.61
40–under 50 83.14 4.28 1.25 0.70

50–under 75 83.66 3.98 1.60 0.86
75–under 100 79.84 4.79 2.03 1.24
100–under 200 68.89 6.08 3.34 2.16

200–under 500 56.85 7.74 4.45 3.47
500–under 1,000 49.03 9.32 5.50 4.05
1,000 and over 29.93 11.58 7.24 3.70

All incomes 77.19 6.04 2.23 1.24

AGI Class Net Pensions Total
(thousands Capital and Income
of dollars))))) Gains Annuities Tax

Less than 10 4.12 114.24 1,040.39
10–under 20 0.77 10.29 5.48
20–under 30 0.89 8.41 8.88
30–under 40 0.85 7.13 10.71
40–under 50 0.96 6.68 10.92

50–under 75 1.41 6.16 12.92
75–under 100 2.25 5.67 15.50
100–under 200 4.68 5.73 18.53

200–under 500 8.50 4.82 23.83
500–under 1,000 12.45 3.67 26.27
1,000 and over 22.95 1.41 26.47

All incomes 3.18 6.91 12.94

SOURCE: Internal Revenue Service, Statistics of Income.
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TABLE 3–3
TOTAL INCOME, ADJUSTED GROSS INCOME, SELECTED COMPO-
NENTS OF  INCOME, AND INDIVIDUAL INCOME TAXES, BY AGI

CLASS, BASED ON SAMPLE OF EARLY TAX RETURNS, 1993
(billions of dollars)

AGI Class Adjusted Salaries
(thousands Total Income Gross and Taxable
of dollars) (or Loss) Income Wages Interest

Less than 10 130.6 128.7 113.4 11.0
10–under 20 342.5 339.9 257.6 17.6
20–under 30 400.3 397.0 324.7 10.7
30–under 40 396.6 393.7 337.4 8.5
40–under 50 368.9 367.0 308.0 10.3

50–under 75 671.0 666.7 565.4 14.5
75–under 100 332.0 330.5 281.5 7.3
100–under 200 362.2 357.4 256.4 12.5
200 and over 354.2 346.9 190.9 28.5

All incomes 3,358.3 3,327.8 2,635.3 120.8

AGI Class Net Pensions Total
(thousands Capital and Income
of dollars) Dividends Gains Annuities Tax

Less than 10 3.5 2.3 13.3 2.9
10–under 20 5.6 2.6 36.6 16.6
20–under 30 5.3 3.9 35.9 33.0
30–under 40 4.8 3.4 24.8 40.0
40–under 50 5.7 4.8 29.6 39.6

50–under 75 9.7 12.3 44.1 82.7
75–under 100 5.8 6.7 15.3 49.8
100–under 200 10.7 14.7 19.2 66.0
200 and over 25.7 34.0 10.0 97.7

All incomes 76.7 84.8 228.9 428.3

SOURCE: Internal Revenue Service, Statistics of Income.
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TABLE 3–4
TOTAL INCOME, ADJUSTED GROSS INCOME, SELECTED COMPO-

NENTS OF INCOME, AND INDIVIDUAL INCOME TAXES AS PERCENT-
AGES OF TOTAL INCOME, BY AGI CLASS, BASED ON SAMPLE OF

EARLY TAX RETURNS, 1993
(percent)

AGI Class
(thousands Salaries Taxable
of dollars) and Wages Interest Dividends

Less than 10 86.81 8.38 2.69
10–under 20 75.20 5.13 1.63
20–under 30 81.12 2.68 1.33
30–under 40 85.06 2.13 1.20
40–under 50 83.50 2.79 1.54

50–under 75 84.26 2.17 1.44
75–under 100 84.79 2.20 1.75
100–under 200 70.80 3.44 2.95
200 and over 53.89 8.05 7.25

All incomes 78.47 3.60 2.28

AGI Class Net Pensions Total
(thousands Capital and Income
of dollars) Gains Annuities  Tax

Less than 10 1.79 10.18 2.22
10–under 20 0.77 10.69 4.85
20–under 30 0.98 8.98 8.23
30–under 40 0.87 6.25 10.09
40–under 50 1.29 8.03 10.73

50–under 75 1.84 6.57 12.32
75–under 100 2.01 4.61 15.00
100–under 200 4.07 5.31 18.24
200 and over 9.60 2.82 27.60

All incomes 2.53 6.82 12.75

SOURCE: Internal Revenue Service, Statistics of Income.



54

PROPOSED SALES AND WAGES TAX

TABLE 3–5
WAGES, SALARIES, PENSIONS, AND ANNUITIES, ALL OTHER

INCOME, AND CAPITAL INCOME, BY AGI CLASS, AS  PERCENTAGES

OF ADJUSTED GROSS INCOME,  1991
(percent)

Adjusted Wages, Sal-
AGI Class Gross Income  aries, Pen-
(thousands (in billions sions, and All Other Capital
of dollars) of dollars) Annuities Income Income

Less than 10 102.6 133.9 (33.88) 33.17
10–under 20 373.2 85.5 14.52 10.55
20–under 30 433.3 89.2 10.82 8.00
30–under 40 429.1 89.7 10.34 7.71
40–under 50 393.5 89.8 10.18 7.19

50–under 75 685.6 89.8 10.19 7.85
75–under 100 305.0 85.5 14.50 10.30
100–under 200 339.1 74.6 25.38 16.26

200–under 500 196.3 61.7 38.33 24.17
500–under 1,000 79.6 52.7 47.30 31.33
1,000 and over 127.1 31.3 68.66 45.48

All incomes 3,464.5 84.10 15.90 12.70

SOURCE: Internal Revenue Service, Statistics of Income.

$1,705 billion, shown in table 3–8. I then subtracted the
normalized vector of allowances from the normalized vec-
tor of wages and thus generated a normalized wage tax
base base vector with a sum equal to the Hall and Rabushka
wage tax base of $1,395 billion. This normalized wage tax
vector in turn, at the Hall and Rabushka flat rate of 19
percent, gave a wage tax vector with a total wage tax equal
to their $265 billion (or, precisely, $265.05 billion), shown
in table 3–9.

I then took the total income tax (of $428.299 billion)
reported in the early returns, shown in table 3–3, and nor-
malized this distribution by AGI class to fit a total of $508.62
billion later reported, very close to the $510 billion indi-
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TABLE 3–6
WAGES, SALARIES, PENSIONS, AND ANNUITIES, ALL OTHER INCOME,
AND CAPITAL INCOME, BY AGI CLASS, AS PERCENTAGES OF TOTAL

INCOME, BASED ON SAMPLE OF EARLY TAX RETURNS, 1993
(percent)

AGI Class Total Income Wages, Sal-
(thousands or Loss (bil- aries, Pensions, All Other Capital
of dollars) lions of dollars) and Annuities Income   Income

Less than 10 130.6 96.99 3.01 12.87
10–under 20 342.5 85.89 14.11 7.53
20–under 30 400.3 90.10 9.90 5.00
30–under 40 396.6 91.31 8.69 4.20
40–under 50 368.9 91.53 8.47 5.62

50–under 75 671.0 90.83 9.17 5.44
75–under 100 332.0 89.40 10.60 5.96
100–under 200 362.2 76.11 23.89 10.46
200 and over 354.2 56.71 43.29 24.90

All incomes 3,358.3 85.29 14.71 8.41

SOURCE: Internal Revenue Service, Statistics of Income.

cated by Hall and Rabushka. I next normalized “total in-
come,” as defined by the IRS and reported in the Statistics
of Income early returns, by multiplying the total income dis-
tribution by the ratio of 508.62/428.299, so that the total
income series, shown in table 3–8, corresponded to the
taxes paid. I was then able to compare all taxes, current and
under the Hall-Rabushka and Armey proposal, as per-
centages of total income. For Hall and Rabushka, then,
the incidence of the wage tax is simply, for each AGI class,
the wage tax as calculated above, divided by total income.

The total business tax for Hall and Rabushka is 19
percent of their business tax base of $1,903 billion. Ac-
cepting their figure indicates a business tax revenue of
$361.57 billion (they put it at $362 billion) and a total
actual revenue of $626.62 billion (as against their pub-
lished figure of $627 billion).
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TABLE 3–7
MEAN TOTAL INCOME AND MEAN INCOME IN WAGES, SALARIES,
AND PENSIONS, BY AGI CLASS, BASED ON SAMPLE OF EARLY TAX

RETURNS, 1993
(dollars)

AGI Class Mean Wages,
(thousands of Salaries,

dollars) Mean Total Income and Pensions

Less than 5 2,520 2,278
5–under 10 7,564 6,215
10–under 15 12,547 10,555
15–under 20 17,501 15,298
20–under 25 22,600 20,054

25–under 30 27,562 25,199
30–under 40 34,995 31,955
40–under 50 44,838 41,040
50–under 75 60,883 55,302
75–under 100 85,650 76,570

100–under 200 132,616 100,937
200 and over 431,944 244,967

All incomes 31,454 26,826

SOURCE: Internal Revenue Service, Statistics of Income.

I then calculated the Armey wage tax by substitut-
ing the larger Armey exemptions, or “standard deductions”
as the Armey proposal calls them. These are, as specified
in H.R. 4585, $24,700 for a joint return, $16,200 for a “head
of household,” $12,350 for an individual, and $5,000 for
each dependent. Normalizing these consistently with the
methods applied to Hall and Rabushka, I calculated the
Armey sums of wages minus exemptions (W - E), again ze-
roing out those classes where ΣW minus ΣE < 0. The Armey
exemptions came to $2,263.172 billion, or $558.172 bil-
lion more than the Hall and Rabushka exemptions, both
shown in table 3–8. The Armey wage tax base was thus re-
duced precisely to $836.828 billion, $558.172 billion less
than the Hall and Rabushka wage base.
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I was then able to calculate the Armey flat tax rate, r,
that would generate, or would have generated in 1993,
the same total revenue as Hall and Rabushka and, if their
calculations were correct, as current law. This entailed sim-
ply solving for r the equation:

TT = r * (BTB + AWTB), where TT = total taxes, BTB =
business tax base, and AWTB = Armey wage tax base. Sub-
stituting the actual numbers, we have:

626.62 = r * (1903 + 836.828), whence r = 0.228707787
or 22.87 percent.

Multiplying this by the Armey tax base vector (by AGI

TABLE 3–8
TOTAL INCOME AND WAGES, SALARIES, AND PENSIONS, HALL AND

RABUSHKA AND ARMEY APPLICABLE EXEMPTIONS AND WAGE

BASES, BY AGI CLASS, BASED ON SAMPLE OF EARLY TAX

RETURNS, 1993
(billions of dollars)

AGI Wages, Applicable Wage
Class Salaries,b Exemptions c Bases

(thousands Total and
of dollars) Income a Pensions H-R Armey H-R Armey

Less than 10 155.1 137.1 137.1 137.1 0 0
10–under 20 406.8 318.4 318.4 318.4 0 0

20–under 30 475.3 390.3 277.9 357.5 112.4 32.9
30–under 40 471.0 392.0 227.9 310.8 164.1 81.2
40–under 50 438.1 365.4 189.3 268.2 176.1 97.2

50–under 75 796.8 659.7 293.5 434.9 366.2 224.7
75–under 100 394.2 321.2 117.7 186.2 203.5 135.0
100–under 200 430.1 298.4 94.6 157.0 203.8 141.3
200 and over 420.6 217.4 48.6 92.9 168.9 124.5

All incomes 3,988.1 3,100.0 1,705.0 2,263.2 1,395.0 836.8

a. Adjusted to match income tax of $508.62 billion.
b. Adjusted to match total of $3,100 billion.
c. Distributed among AGI classes where exemptions do not
exceed wages.
SOURCE: Internal Revenue Service, Statistics of Income.



58

PROPOSED SALES AND WAGES TAX

TABLE 3–9
PERSONAL INCOME TAX AND HALL AND RABUSHKA AND ARMEY

WAGE TAXES, BY AGI CLASS, BASED ON SAMPLE OF EARLY TAX

RETURNS, 1993
(billions of dollars)

AGI Class Personal    Wage Taxes
(thousands Income
of dollars) Tax a Hall-Rabushkab Armey c

Less than 10 3.4 0 0
10–under 20 19.7 0 0
20–under 30 39.1 21.4 7.5
30–under 40 47.5 31.2 18.6
40–under 50 47.0 33.5 22.2

50–under 75 98.2 69.6 51.4
75–under 100 59.1 38.7 30.9
100–under 200 78.4 38.7 32.3
200 and over 116.1 32.1 28.5

All incomes 508.6 265.1 191.4

a. Adjusted to $508.62 billion.
b. At 19 percent.
c. At 22.87 percent.

SOURCE: Internal Revenue Service, Statistics of Income.

class) generates the Armey wage tax, which comes to a
total of $191.389 billion (table 3–9). This is considerably
less than the Hall and Rabushka wage tax of $265.05 bil-
lion we have noted above. The Armey business tax, con-
versely, will be correspondingly more than the Hall and
Rabushka business tax of $361.569 billion, actually com-
ing to $435.23 billion, as seen in table 3–10.

The wage tax in itself will generally tax most taxpay-
ers less than they pay currently in individual income taxes,
which include large amounts of noncorporate business
taxes, as well as taxes on capital income. The distributional
implications of substituting a wage tax for an income tax
may be anticipated by comparing, by AGI class, the ratios
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TABLE 3–10
BUSINESS TAXES: CURRENT AND HALL AND RABUSHKA AND

ARMEY FLAT TAXES, BY AGI CLASS, BASED ON SAMPLE OF EARLY

TAX RETURNS, 1993
(billions of dollars)

AGI Class Current Flat-Tax Business Taxes
(thousands Business
of dollars) Tax Hall-Rabushkaa Armeyb

Less than 10 31.4 47.9 57.7
10–under 20 26.3 40.1 48.3
20–under 30 29.3 44.7 53.9
30–under 40 27.8 42.4 51.0
40–under 50 25.5 38.9 46.8

50–under 75 43.0 65.6 79.0
75–under 100 20.0 30.5 36.7
100–under 200 20.2 30.7 37.0
200 and over 13.6 20.7 24.9

All incomes 237.1 361.6 435.2

a. At 19 percent.
b. At 22.87 percent.
SOURCE: Internal Revenue Service, Statistics of Income.

to total income of various of its components. In 1991, sala-
ries and wages plus pensions averaged some 90 percent of
AGI for those with income between $20,000 and $75,000,
as shown in table 3–5, and 31 percent for those with AGIs
of $1,000,000 or over. By contrast, capital income—inter-
est, dividends, and capital gains—all excluded from taxa-
tion by H-R-A, averaged no more than 8 percent of AGI
for the classes from $20,000 to $75,000 but was 45 percent
of AGI for the $1,000,000 and over group.

Of major importance with relation to size distribu-
tion is the failure to include all real, accrued capital gains,
which are concentrated overwhelmingly among the very
highest income classes. A small indication of the signifi-
cance of this concentration is found in the published data
for realized capital gains. In 1991, “net capital gains” con-
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TABLE 3–11
CURRENT INCOME AND BUSINESS TAXES, AS PERCENTAGE OF

TOTAL INCOME, BY AGI CLASS, 1993
(percent)

Nonbusiness
AGI Class Personal Portion of Current Current
(thousands Income Personal Business Total
of dollars) Tax Income Tax Tax Tax

Less than 10 2.22 1.70 20.25 21.95
10–under 20 4.85 3.71 6.47 10.18
20–under 30 8.23 6.30 6.17 12.48
30–under 40 10.09 7.73 5.90 13.62
40–under 50 10.73 8.22 5.82 14.04

50–under 75 12.32 9.44 5.40 14.83
75–under 100 15.00 11.49 5.07 16.56
100–under 200 18.24 13.97 4.69 18.65
200 and over 27.60 21.13 3.22 24.36

All incomes 12.75 9.77 5.95 15.71

SOURCE: Internal Revenue Service, Statistics of Income.

stituted 22.95 percent of adjusted gross incomes of
$1,000,000 or more, as shown in table 3–2. They consti-
tuted less than 1 percent of adjusted gross incomes in the
$10,000 to $50,000 classes.

Those in the $30,000 to $40,000 class paid taxes equal
to 10.1 percent of AGI according to the Statistics of Income
sample of early returns for 1993, as shown in table 3–11.
Taxpayers in that class with a family of four and the mean
wage and pension income of those in that class, $31,955
as shown in table 3–7, would pay no wage tax under the
Armey plan. My estimate of Armey wage taxes that would
be paid by all in the $30,000 to $40,000 AGI class, is 3.94
percent of total income, shown in table 3–12. For the
$50,000 to $75,000 AGI class, the average wage tax that
would be paid under the Armey flat tax would be 6.45
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TABLE 3–12
ARMEY FLAT TAX: WAGE AND BUSINESS TAXES, AS PERCENTAGE

OF TOTAL INCOME, BY AGI CLASS, 1993
(percent)

AGI Class
(thousands
of dollars) Wage Tax Business Tax Total Tax

Less than 10 0.00 37.18 37.18
10–under 20 0.00 11.88 11.88
20–under 30 1.58 11.33 12.91
30–under 40 3.94 10.83 14.77
40–under 50 5.08 10.68 15.76

50–under 75 6.45 9.91 16.36
75–under 100 7.83 9.31 17.14
100–under 200 7.51 8.60 16.12
200 and over 6.77 5.92 12.69

All incomes 4.80 10.91 15.71

SOURCE: Internal Revenue Service, Statistics of Income.

percent of income. Personal income taxes for this group,
based on 1993 early returns, were 12.32 percent of total
income (table 3–11). In 1991, individual income taxes in
this AGI class came to 12.9 percent of AGI, as shown in
table 3–2.

The $1,000,000 and over class, in 1991, paid taxes
that came to 26.47 percent. At the 22.87 percent flat rate,
since their wage, salary, and pension income was only 31.34
percent of AGI, they would have paid “flat” taxes equal to
7.17 percent of AGI, or slightly less, depending on the
number of their exemptions. The H-R-A wage taxes are
smaller proportions of income than the current individual
income tax at all income levels, as may be seen by compar-
ing figures in table 3–11 with tables 3–12 and 3–13. But
while progressive with respect to wage income, because of
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TABLE 3–13
HALL AND RABUSHKA FLAT TAX: WAGE AND BUSINESS TAXES, AS

PERCENTAGE OF TOTAL INCOME, BY AGI CLASS, 1993
(percent)

AGI Class
(thousands of dollars) Wage Tax Business Tax Total Tax

Less than 10 0.00 30.89 30.89
10–under 20 0.00 9.87 9.87
20–under 30 4.49 9.41 13.91
30–under 40 6.62 9.00 15.62
40–under 50 7.64 8.87 16.51

50–under 75 8.73 8.23 16.97
75–under 100 9.81 7.73 17.54
100–under 200  9.00 7.15 16.15
200 and over 7.63 4.92 12.55

All incomes 6.65 9.07 15.71

SOURCE: Internal Revenue Service, Statistics of Income.

the personal deductions, it is regressive at higher income
levels with respect to total income.

Calculation of the Business Tax by Income Class

The distribution of tax by income class depends much
more with H-R-A, however, on the incidence of the busi-
ness tax on consumption. If we can specify the parameters
of the consumption relation we can calculate the consump-
tion of the taxpayers in each AGI class.

To get an initial handle on this, we might make some
simplifying assumption. The most simple, consistent with
Milton Friedman’s permanent income hypothesis or
Franco Modigliani’s life-cycle hypothesis in its extreme
form with no bequests, would be that consumption is the
same proportion of income in all income classes. I was an
early defender of the permanent income hypothesis,9 but
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TABLE 3–14
“BURDENS” OF 5 PERCENT CONSUMPTION TAX, AS PERCENTAGE

OF “EXPANDED INCOME,” ADJUSTED GROSS INCOME, AND TOTAL

INCOME, FROM JOINT COMMITTEE ON TAXATION, BASED ON

SAMPLE OF EARLY TAX RETURNS, 1993
(percent)

Size of Burden AGI Burden
AGI as % of as % of Burden as %

(thousands “Expanded “Expanded as % of Total
of dollars) Income” Income” of AGI Income a

Less than 10 3.70 30.40 12.17 12.06
10–under 20 2.66 68.90 3.86 3.83
20–under 30 2.90 78.70 3.68 3.65
30–under 40 2.92 83.00 3.52 3.49
40–under 50 2.94 84.90 3.46 3.44

50–under 75 2.77 86.10 3.22 3.20
75–under 100 2.63 87.20 3.02 3.00
100–under 200 2.50 88.90 2.81 2.78
200 and over 1.76 90.30 1.95 1.91

a. Percentages of total income calculated by multiplying per-
centages of AGI by ratios of AGI to total income indicated in
Statistics of Income sample of 1993 early returns.
SOURCE: Internal Revenue Service, Statistics of Income; and Joint
Committee on Taxation.

surely a more realistic and relevant assumption here, rec-
ognizing that neither AGI nor taxable income is perma-
nent income, would be that consumption is a declining
proportion of income as income rises. This is clearly true,
not only for observations of a single year, where transitory
components of income may generate a flatter consump-
tion-income relation, but for long-term averages that would
show smaller proportions of transitory income. Higher-
income groups do live longer and save more for retire-
ment and do leave proportionately more in their estates,
a phenomenon likely to become more prominent because
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TABLE 3–15
TOTAL TAXES: CURRENT INDIVIDUAL AND CORPORATE INCOME

TAXES AND HALL AND RABUSHKA AND ARMEY FLAT TAXES, BY

AGI CLASS, BASED ON SAMPLE OF EARLY TAX RETURNS, 1993
(billions of dollars)

Flat-Tax Total Taxes
AGI Class Current
(thousands Total Hall and
of dollars) Tax  Rabushkaa Armeyb

Less than 10 34.1 47.9 57.7
10–under 20 41.4 40.1 48.3
20–under 30 59.3 66.1 61.4
30–under 40 64.2 73.6 69.6
40–under 50 61.5 72.3 69.0

50–under 75 118.2 135.2 130.4
75–under 100 65.3 69.2 67.6
100–under 200 80.2 69.5 69.3
200 and over 102.5 52.8 53.4

All incomes 626.6 626.6 626.6

a. At 19 percent.
b. At 22.87 percent.
SOURCE: Internal Revenue Service, Statistics of Income.

of the elimination (at least in Hall and Rabushka) of in-
heritance taxes. And they travel more and spend less of
their incomes on the domestic consumption that would
be subject to the H-R-A business taxes.

Assuming that all the business taxes of H-R-A are
passed on in higher prices,10 we can calculate how much is
paid by each income class by distributing the total busi-
ness tax in proportion to the consumption of each class. I
have calculated the distribution of the H-R-A business taxes
as a percentage of total income from estimates prepared
by the staff of the Joint Committee on Taxation. The JCT
reported using saving rates derived from the Survey of
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TABLE 3–16
CURRENT AND FLAT TAXES AS PERCENTAGE OF TOTAL INCOME, BY

AGI CLASS, 1993
(percent)

AGI Class Hall and
(thousands Current Rabushka Armey
of dollars)  Total Tax Total Tax Total Tax

Less than 10 21.95 30.89 37.18
10–under 20 10.18 9.87 11.88
20–under 30 12.48 13.91 12.91
30–under 40 13.62 15.62 14.77
40–under 50 14.04 16.51 15.76

50–under 75 14.83 16.97 16.36
75–under 100 16.56 17.54 17.14
100–under 200 18.65 16.15 16.12
200 and over 24.36 12.55 12.69

All incomes 15.71 15.71 15.71

SOURCE: Tables 3–13, 3–14 and 3–15.

Consumer Finances to impute consumption by income
group. The staff then calculated the “burden” of a 5 per-
cent consumption tax as percentages of their measure of
“extended income” by AGI class.11

I was able to use Statistics of Income data on total in-
come and AGI to convert the “burdens” into percentages
of total income, as shown in Table 3–14. I multiplied these
percentages by the total income vector (table 3–8) and
normalized the resulting vector so that it summed to
the Hall and Rabushka business tax total taxable income
of $1,903 billion. I had only to multiply this vector by
the Hall and Rabushka flat tax rate of 19 percent to get
the business tax by AGI class and its sum of $361.57 bil-
lion (table 3–10). I then divided this business tax vector
by total income to get the tax as a percentage of total
income, or the vector of Hall and Rabushka business
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tax effective rates, shown in table 3–13.
Since the Armey business tax had the same base but

differed only in the tax rate applied, the Armey business
tax and effective rates were calculated simply by multiply-
ing the corresponding Hall and Rabushka numbers by the
ratio, 0.2287077875/0.19. The resulting Armey business
tax vector is shown in table 3–10. Similarly, we can prepare
a distribution of business income taxes under current law;
I have assumed that the income taxes not related to busi-
ness under current law are distributed in the same fash-
ion as total income taxes. We take the total business income
tax under current law in 1993 to be the corporate income
taxes of $118 billion reported by Hall and Rabushka and
the portion of individual income taxes related to business
income, which I estimate, on the basis of information from
the Statistics of Income staff, at $119.1 billion. The total then
is $237.1 billion. To calculate the business tax vector under
current law, we merely scale down the Hall and Rabushka
business tax vector by the ratio 237.1/361.57; the result-
ing current business tax vector is also found in table 3–10.
The current-law, nonbusiness individual income taxes to
be distributed are $508.62 billion minus $119.1 billion, or
$389.52 billion. The total tax vectors for current law and
the two versions of the flat tax are shown in table 3–15.

We thus have all the ingredients for a comparison of
wage, business, and total taxes for Hall and Rabushka and
for Armey with the personal income tax and the totals of
nonbusiness income tax and business tax under current law.

Distribution of the Wage and Business Taxes Combined

We may note first in table 3–11 the effective rates of taxa-
tion under current law. Looking at the personal income
tax alone, we see that is clearly progressive, rising from
2.22 percent and 4.85 percent for the lowest AGI classes,
under $20,000, to 18.24 percent and 27.60 percent for the
$100,000 to $200,000 and the $200,000 and over classes.
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The business tax (as with Hall-Rabushka and Armey) is,
however, highly regressive. Even apart from the very high
effective rate of 20.25 percent for the under $10,000
group,12 effective rates decline from 6.47 percent for the
$10,000 to $20,000 AGI class to 3.22 percent for the
$200,000 and over class. This decline in the effective rates,
as income rises, stems from the negative relation between
measured income and the ratios of measured consump-
tion to income, with the drop in that ratio becoming pre-
cipitous for the very wealthy.

This regressive business tax contributes to a current
total tax that is less progressive than the personal income
tax itself. But since the business tax is a relatively small
proportion of total income under current law—5.95 per-
cent as against 9.77 percent for the nonbusiness portion
of the personal income tax—the current total tax remains
generally progressive. Ignoring the lowest AGI class, we
find the effective tax rate as a percentage of total income
rising from 10.18 percent for the $10,000 to $20,000 AGI
class to 18.65 percent and 24.36 percent for the two high-
est classes, as shown in table 3–14.

When we turn to the Hall and Rabushka flat tax,
shown in table 3–13, we see a very different picture. First,
much of the Hall and Rabushka tax burden has been
shifted from the individual income tax to the highly re-
gressive business tax. The overall proportions now are 9.07
percent of income for the business tax and only 6.65 per-
cent of income for the wage tax. Second, despite its large
personal allowances or exemptions, the wage tax itself, with
its flat rate and exclusion of all taxation of income inter-
est, dividends, and capital gains, which are received over-
whelmingly by upper-income groups,  is much less
progressive than the current income tax.

The Hall and Rabushka wage tax rate rises from zero
to those under $20,000 (undoubtedly not quite right be-
cause of my method of estimating from aggregates within
classes; there were certainly some taxpayers without de-
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pendents who were paying taxes) to 4.49 percent for the
$20,000 to $30,000 group and ultimately to a high of 9.81
percent for the $75,000 to $100,000 AGI class. It then de-
clines to 9.00 percent for the $100,000 to $200,000 class
and to 7.63 percent for the $200,000 and over class. It is the
steady progression of the tax percentages up to $100,000
that is the basis for the repeated assertions by Hall and
Rabushka that their proposed flat tax is progressive.

In so claiming, however, they ignore the very regres-
sive nature of their business tax, which is now a consider-
ably larger component of total taxation. They have in effect
moved one step in the direction of more progressivity by
sharply raising their personal allowances from the current
law exemptions,13 but three steps away from progressivity, with
the substitution in effect of a regressive sales tax for much
of the current income tax, the exclusion from the indi-
vidual tax of the capital income earned chiefly by upper-
income groups, and the abandonment of a progressive
rate structure. The Hall and Rabushka total tax effective
rates, after the very high 30.89 percent for the under
$10,000 group, move from 9.87 percent for the $10,000 to
$20,000 class and 13.91 percent for the $20,000 to $30,000
class, to 17.54 percent for the $75,000 to $100,000 class.
For the highest income classes, though, the Hall and
Rabushka plan turns sharply regressive. The share of total
income taxed falls to 16.15 percent for the $100,000 to
$200,000 class and to 12.55 percent for the $200,000 and
over class.

The pattern for the Armey version of the flat tax,
shown in table 3–12, can now be explained. The Armey
tax would shift even more of taxation to business taxes,
which reach 10.91 percent of total income, reducing the
wage tax proportion to 4.80 percent. With its consider-
ably higher exemptions, the Armey wage tax is thus more
progressive, although still turning regressive for incomes
over $100,000. But the larger business tax contributes to
Armey total tax effective rates that are more regressive than
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the Hall and Rabushka version. In the two lowest AGI
classes, essentially free of the wage tax because of the high
exemptions (and presumed to pay no wage tax in our cal-
culations), the Armey effective rates are much higher than
Hall and Rabushka, 37.18 percent against 30.89 percent
and 11.88 percent against 9.87 percent. The Armey bill
would collect $106 billion from taxpayers in these two
classes, $18 billion more than the $88 billion collected by
Hall and Rabushka, as seen in table 3–15. But it then takes
less from the AGI classes between $20,000 and $100,000.

Table 3–16 offers a recapitulation of the figures for
total taxes. By construction, all generate the same total of
15.71 percent of total income. Ignoring the under $10,000
income class, we see that the current income tax system is
progressive over all classes.14 Hall and Rabushka taxes
would be considerably higher than current taxes for all
the income groups between $20,000 and $100,000, essen-
tially the much-mentioned “middle class.” They would then
be much lower for the highest income groups: 16.15 per-
cent of total income as against 18.65 percent for the
$100,000 to $200,000 class and 12.55 percent compared
with 24.36 percent for the $200,000 and over class. The
Armey flat tax version would also have considerably higher
taxes than current law for the middle-income classes, al-
though somewhat less than the Hall and Rabushka flat
tax. For the $200,000 and over class, the Armey total tax
would be 12.69 percent of total income as against the Hall
and Rabushka 12.55 percent, both little more than half
the current total tax figure of 24.36 percent.15, 16

I of course cannot claim complete accuracy for most
of these figures. The flat tax calculations begin with the
Hall and Rabushka base of aggregates. And my aggrega-
tion within AGI classes, made necessary by the unavail-
ability to me of individual taxpayer data relating
exemptions to total income, introduces some error into
the results. Working with data from a sample of early 1993
returns introduces some further error to the extent that
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early returns, while an overwhelming proportion of the
total, are not fully representative. It is hard to believe, how-
ever, that corrections of any of these errors would make
much difference to the relative figures presented.

Other adjustments might make more difference,
chiefly in the direction of showing current taxes and the
proposed flat taxes all to be less progressive or more re-
gressive. It would be particularly important to adjust prop-
erly for capital gains, which, as we have noted, are
concentrated very much among the very highest income
groups. To some extent, of course, the high incomes de-
pend on the inclusion of these gains.

We should be including not nominal but real capital
gains in our measures of income. But we should be mea-
suring all capital gains, as they accrue, not merely those
that are realized. The extent of nonrealization may be
gleaned from the budget estimates of revenue losses from
the step-up of basis, which eliminates capital gains passed
on at death from taxation; death is inevitable but, in this
instance, taxes are not. These revenue losses were put at
$28.3 billion17 for 1995, implying that capital gains of per-
haps $80 billion (assuming an average tax rate of about
33.7 percent) escaped taxation by being “unrealized.”

The inflation adjustment would of course cut the fig-
ures on realized and unrealized capital gains sharply, since
they reflect nominal gains over sometimes long periods
during which prices rose substantially. With current low
rates of inflation, the generally much larger totals of all
net gains, “realized” or not, would certainly be higher, as I
found them to be some years ago.18 It would be useful to
have such estimates prepared on a current basis. Inclu-
sion of all real, accrued capital gains would reveal that both
the current system and H-R-A are less progressive than in-
dicated by measures without their inclusion. Since capital
gains there are not taxed at all, the adjustment would re-
duce the measure of progressivity more for H-R-A than it
would for the current system.
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The H-R-A wage tax is very progressive up to middle
incomes, because of the large standard deductions, but
then regressive at upper incomes as its base of salaries,
wages, and pensions becomes a considerably smaller pro-
portion of total income. But, as we have noted, by sub-
stantially increasing the business or consumption tax,
H-R-A raises taxes on the very poor who pay no wage tax
under H-R-A, but also pay no income tax under current
law. If the earned-income tax credit is eliminated, the in-
creased burden of H-R-A on the very poor is sharply in-
creased. And H-R-A raises taxes substantially on the middle
class, up to incomes of $100,000. Public statements and
tables purporting to indicate vastly reduced individual in-
come taxes for middle-income classes under the flat tax
grievously ignore the vastly increased business taxes to be
paid by consumers.

By my preference function and, I think, that of most
Americans, both proposed flat taxes fail the test of vertical
equity. Both rely heavily on a business tax falling on con-
sumption; there can be no reasonable doubt that consump-
tion taxes are regressive with respect to income. And both
tax wage and pension income but exclude taxation of capital
income, which is received disproportionately by the rich.
Hall and Rabushka declare, “Tax reform will be a tremen-
dous boon to the economic elite from the start.”19 My esti-
mates clearly confirm this. And I see no reason to believe
that this initial boon will not be permanent.

The current income tax does so badly by any mea-
sures of horizontal equity—that is, people with the same
income paying the same tax—that one might expect that
H-R-A could hardly be worse. That, unfortunately, is not
the case. The H-R-A wage and pension tax leaves totally
untaxed the income from interest, dividends, and capital
gains. Its business tax is the same for all those with the
same income who consume the same proportion of their
income. Big savers pay a smaller proportion of their in-
come on the business tax, however, and small savers pay a
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larger proportion. Those who consume more abroad are
also liable for smaller proportions of their income under
the business tax.

A household earning $100,000 a year in wages or pen-
sions would pay its full share of taxes. A household earn-
ing $100,000 a year—or more—in interest, dividends, or
capital gains would pay no individual taxes at all! Both
households would pay in addition the increased taxes on
their consumption resulting from the increased business
taxes.20

Effects on Efficiency

Let us turn from issues of fairness to those of efficiency
for the economy as a whole, now and in the future. First, if
often ignored in current discussions of tax policy, a con-
sumption tax reduces the force of automatic stabilizers. It
does so because consumption varies less over the business
cycle than income; investment and income vary more.
Hence, when the economy slows, taxes fall less with a con-
sumption tax. Conversely, when the economy booms and
investment surges, since business investment is fully de-
ductible, tax receipts grow less than with income taxes. It
might be a useful exercise to estimate how much average
unemployment and average inflation would be increased
by the move to consumption taxes.

In the transition, at least, one can expect a major rise
in the level of prices. We have observed, above, that the switch
to the proposed flat tax represents an increase in the con-
sumption tax from 5.95 percent to 9.07 percent for Hall
and Rabushka and to 10.91 percent for the Armey version.
On the assumption that current business taxes are passed
on in higher prices, this would suggest exogenous upward
pushes of 2.94 percent or 4.68 percent to prices.21 Such
increases might of course be moderated by tighter mon-
etary policy—at real costs to the economy in lost employ-
ment and output. But they are also likely to be amplified
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as the initial shocks work their way through the economy.
Second, the move to expensing all business invest-

ment, which on the basis of Statistics of Income tabulations
we may estimate will substitute a deduction of $719 billion
of investment in 1995 for $553 billion of depreciation
charges, offers the greatest advantage to the most durable
investment. The present value of straight-line depreciation
deductions on a thirty-year $100 million plant investment
at a modest 8 percent discount rate is roughly $37.5 mil-
lion. For a three-year investment in equipment it would
be $85.9 million. Offering expensing to both then adds
about 167 percent to the present value of the tax deduc-
tion for the thirty-year investment but only 16 percent for
the three-year investment.22 It may be argued that expens-
ing in fact is a neutral approach; no investment is taxed.
But if capital income were to bear its share of the costs of
government, it may better be argued that this income
should be taxed as it accrues, that is, as gross income in
excess of current depreciation is earned. The immediate
gain by avoiding this taxation is greater for longer-lived
investment.

The issue of neutrality with regard to investment is
controversial and complex. I may fall back on the position
of Hall and Rabushka, who assert repeatedly that their 100
percent initial write-off offers an investment “incentive.”23

The incentive then is greatest for long-lived investment.
But why should there be any incentive for business invest-
ment? Why should business not be left free, without gov-
ernment intervention, to invest to the extent it considers
profitable? It is usually argued that investment contrib-
utes to growth, but this can be true, surely, only if it adds
to future product more than its cost. If government tax
subsidies with a present value of $10 induce a firm to make
a $100 investment that would have a payoff of $95 without
subsidy, the investment would be contributing not to
growth but to economic decline.

The benefit-cost principle of taxation would suggest
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that taxes be associated with the social costs imposed by
economic activity. A major cost of government, by way of
illustration, is defense. The more capital we have, the more
our economy is worth, the more we have to defend, and,
we may assume, the more we will spend for defense. To
exempt all capital and capital income from taxation is then
to encourage the acquisition of capital beyond the point
where its returns exceed or are equal to its total costs, in-
cluding the costs it imposes on society and its government.

Third, H-R-A tilts the playing field against state and
local investment and other expenditures by imposing a
federal tax on state and local taxes. Their business tax of-
fers no deduction for state and local taxes. These can then
be expected to be passed on in higher prices to consum-
ers who will thus be paying the state and local tax plus a 19
percent surcharge in the Hall and Rabushka formulation
or a 22.87 percent surcharge in the Armey version if rev-
enue neutrality is imposed. If we can assume that public
choice has already given us an optimum amount of state
and local services and taxes—which some may of course
question—imposing an additional tax, which will cause
total taxes to exceed the value of the services they are pre-
sumed to finance, can only discourage the provision of
such services. If there is a judgment that such services are
in general excessive, a judgment that I would not share, it
would be in order to correct this problem up front and
not with an extra federal tax.

Fourth, investment in housing would be discouraged
by H-R-A in favor of other kinds of investment. Returns to
owner-occupied housing in the form of imputed rent are
currently  not taxed while returns in the form of interest,
dividends, and realized capital gains accruing as a result
of other forms of investment are taxed. With the flat tax,
this income from other forms of investment will now es-
cape the individual income tax. But the flat tax, in the
words of Hall, “brings the service flow of housing under
the tax where the flow escapes taxation under current in-
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come tax.”24 As compared to current law, the tilt is thus
clearly away from owner-occupied housing.

In addition, the elimination of tax deductibility for
mortgage interest will hit housing hard. Hall and Rabushka
argue that this loss will be compensated by lower before-
tax interest rates. But that compensation can at best be
only partial. The claim by Hall and Rabushka that the elimi-
nation of taxes on interest receipts would make lenders
ready to accept lower interest rates exaggerates this possible
effect in the housing market. It ignores the fact that much
of current housing mortgage lending is made by financial
institutions that manage their portfolios so that their net
profits can be attributed to their currently tax-exempt in-
vestments. The flat tax may thus not make all that much
difference in lowering before-tax interest rates to borrowers.

Hall and Rabushka also claim that their consump-
tion tax with business investment expensing will stimulate
investment. This, as they acknowledge, would increase busi-
ness demand for borrowing and raise interest rates. They
cannot have it both ways. If their business investment “in-
centive” raises business investment while owner-occupied
housing preferences are eliminated, housing will surely
be the loser. Indeed, Hall and Rabushka acknowledge that
“improvements in the taxation of business investment
would tend to draw wealth out of housing and into plant,
equipment and other business investment.”25

I am aware that it is fashionable in some circles to
argue that business investment adds to productivity and
provides for our future, while the current tax code, with
its mortgage and property tax deductibility and
nontaxation of imputable rent, biases investment toward
unproductive housing. I would argue that owner-occupied
housing is one of the best investments we can make in our
future. It is subject to minimum obsolescence and pro-
vides the most essential services with no cyclical lows. I
would suggest that investment in owner-occupied hous-
ing, in particular, has substantial externalities in encour-
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aging nonmarket activities of home and neighborhood
maintenance. I would prescribe owner-occupied housing
as a substitute for many of the monstrous public rental
housing projects that plague our inner cities in Chicago
and elsewhere. Current housing preferences are one thing
I would not discard without an adequate substitute. H-R-A
eliminates the preference and tilts the playing field the other
way, to business investment.

Fifth, H-R-A introduces a bias against saving in hu-
man capital. Taxation of saving in business tangible capital is
presumed to be canceled by the deductibility of business
investment that the saving may finance. But what about
saving to finance vocational training or postsecondary edu-
cation? Private household expenditures for education and
training are counted as consumption.26 If the education is
provided by profit-making institutions or by state colleges
or universities financed by taxes paid by business, they are
subject to further taxes at the business level. The returns
to such investment in education in the form of better jobs
at higher salaries and wages are, however, fully taxed un-
der H-R-A, as they are now.

I have elsewhere pointed out that business tangible
investment, now at about $600 billion and 8.5 percent of
GDP, is no more than perhaps 20 percent of total invest-
ment,27 public and private, tangible and intangible.
Haveman and Wolfe have recently estimated total expen-
ditures on children at 14.5 percent of GDP, or about 12.7
percent excluding indirect, opportunity costs of mother’s
child care time.28 (Opportunity costs of students’ time were
not included at all.) These expenditures, both by parents
and government, go in considerable part to develop our
vital human capital. Nondeductible private investment in
education and the major government component of in-
vestment in education taxed at the federal level in H-R-A
constitute more than a third of total expenditures on chil-
dren. H-R-A would eliminate taxation of business tangible
investment while continuing or increasing the taxation of
other forms of investment.
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It is curious that Hall and Rabushka, in rejecting the
taxation of capital as violating a “fundamental proposi-
tion of modern public finance theory . . . that intermedi-
ate products should not be taxed,”29 apparently have in
mind only business capital. The product of human capital
will of course be subject to their wage tax. And state and
local government expenditures for education or infrastruc-
ture and anything else financed by taxes will be subject to
a double tax as the H-R-A business tax, unlike current taxes,
will offer no deduction against the gross business receipts
necessary to pay them.

I would argue that business investment guided by the
profit motive is likely without “incentives” to reach an op-
timum amount, as long as fiscal and monetary policy pro-
vide a full-employment environment without interest rates
unduly raised by restrictive monetary policy. I see our short-
ages of investment in most other areas: in human capital
in general and particularly in education, in basic nonmili-
tary research, in domestic security, and in public infrastruc-
ture. We can use more police on the beat to permit
investment in a rising generation beset by crime, violence,
and drugs. Incentives to business investment, while add-
ing a surcharge to the state and local taxes necessary to
finance those police, are moving in the wrong direction.

Marginal Tax Rates and Supply

Sixth, the reduction of marginal tax rates is generally seen
as improving allocation between work and leisure and be-
tween consumption and saving. Not all the innovations of
H-R-A are in the direction of reducing marginal rates,
though. Federal income taxes are only part, and a minor
part at that, of total taxes imposed on the economy. In
1993 federal personal income taxes were 9.9 percent of
national income. Federal personal and corporate income
taxes combined amounted to 12.3 percent of national in-
come. Total federal tax receipts were 24.7 percent of na-
tional income, and total taxes at all levels of government
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came to 42.0 percent of national income. The federal taxa-
tion of state and local income taxes in the H-R-A business
tax and their removal as a deduction in the wage tax add
to the effective marginal rate faced by taxpayers. Similarly,
the (“double”) taxation of employer contributions for so-
cial security adds to the marginal tax rate on employment,
presumably a further incentive to the substitution of capi-
tal for labor. We are left with that 19 percent (or 22.87
percent) federal wage tax, plus a 6.2 percent employee
payroll tax for social security, plus a 1.45 percent tax for
Medicare, plus business taxes of 6.2 percent on payrolls,
plus business taxes on payrolls for unemployment insur-
ance, plus a 19 percent or 22.87 percent business tax on
the payroll taxes that are not deductible. Taking all these
taxes into account indicates that the total marginal tax
rate on wages and salaries in H-R-A will be more like 34
percent and 38 percent than the 19 or 20 or 22.87 percent
we may be led to believe.30

I should like, however, to question the widespread
tendency, found in Hall and Rabushka as elsewhere, to
assume that increases in marginal return will generally in-
crease supply. This, it would seem, entails a conclusion from
substitution effects while excluding consideration of likely
income effects. Take saving, for example. Are we so sure
that raising the return to saving by eliminating taxation or
raising interest rates will increase the rate of saving? I re-
call that Michael Boskin and later Lawrence Summers ar-
gued that this would happen and that Summers, at least,
then changed his mind. The counterargument is that most
household saving is for retirement, aimed at providing in-
come sufficient to maintain the standard of living of one’s
working years. Higher returns on accumulated savings will
permit greater consumption and hence generate less
preretirement saving while still meeting retirement income
objectives. Indeed, this argument, as I recall from my
graduate student days, goes back to an article by John
Cassel in the first American Economic Association volume
of Readings in Income Distribution.
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Similarly, I recall from my graduate student days ar-
ticles suggesting the possibility of a “backward-bending”
labor supply curve and a classic article by Lionel Robbins
on the elasticity of the demand for leisure in terms of wages.
Those studies suggested that higher incomes might induce
less labor, not more. Clearly, leisure is a superior good,
and the income effect on the demand for labor has been
such that, historically, with the rise in real wages have come
greatly reduced hours, shorter work weeks, longer vaca-
tions, and earlier retirement, all of course adding up to a
reduction in labor supply. I would hence not share the
frequently expressed confidence of Hall and Rabushka that
their flat tax will generally greatly increase the supply of
labor. There may be a reduced supply of labor from up-
per-income groups with higher aftertax earnings.31

 Seventh, the elimination of all federal taxation of
foreign earnings of U.S. residents promises greater distor-
tions. What will happen to the wages of American residents
of Detroit who cross over to work in a Windsor, Ontario,
auto plant? Will their income escape U.S. taxes? This pro-
vision may significantly increase the supply of labor—to
Canada. I am not one to limit the free movement of labor
or capital across international borders, but the elimina-
tion of taxes on earnings of Americans from foreign in-
vestments would appear to offer undue encouragement
to the movement of capital abroad. Implementation of
any such net movement of capital would depend of course
on creating a surplus, or reducing the deficit, on current
account. Such a result would presumably follow from the
fall in the value of the dollar caused by the increased sup-
ply of dollars abroad. But that increase in turn would en-
tail a deterioration in our terms of trade with the rest of
the world.

Removal of All Tax Expenditures

Aside from increased distortions that may be introduced
by H-R-A, we may wish to question their removal of a num-
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ber of governmental interventions, which, admittedly, have
kept the economy away from what might be perfectly com-
petitive outcomes. I have already referred to H-R-A’s re-
moval of tax preferences for owner-occupied housing—and
their tilting away from such investment. In this connec-
tion, I might add special allowances for low-rent housing
and tax subsidies for its construction. I share the antipa-
thy of Hall, Rabushka, and Armey for using the tax code
for “social engineering.” I have always opposed tax expen-
ditures in principle as an inefficient and deceptive form
of government intervention. But it would be cavalier, cruel,
and counterproductive to remove many of these expendi-
tures without providing substitutes. Hall and Rabushka in-
dicate awareness of this need but offer little or nothing in
the way of explicit new measures to package with their flat
tax. The Armey bill offers nothing at all, and one is led to
believe that all deductions, exemptions, credits, and other
preferences would be removed, with those people affected
left to fend for themselves somehow.

One conspicuous and important example is the
earned-income tax credit, estimated to come to $20.9 bil-
lion in 1995. Supplementing wages of low-income work-
ers at a marginal rate as high as 36 percent, it is recognized
as an important tool not only in reducing poverty but in
increasing the supply of labor and in moving people from
welfare to work. The whole current, largely means-tested
welfare system, including Aid to Families with Dependent
Children, food stamps, Medicaid, and low-income hous-
ing, is such that the marginal effective tax from work at
the low-paying jobs that might be available to those on
welfare, taking into account loss of benefits as a result of
earning income, is frequently over 100 percent. The
earned-income tax credit offers some remedy. Do Hall,
Rabushka, and Armey mean to eliminate it, since it would
clearly violate their flat tax prescription? Would they then
replace it with direct payments (government spending!)
outside the tax system? Or would they eliminate the means
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testing in the welfare system—or eliminate the whole sys-
tem—to reduce effective marginal tax rates on the poor?

Fringe Benefits

Take next fringe benefits. Hall and Rabushka place them
at 18 percent of compensation of employees,32 and I will
not question their estimate. The bulk of them, I presume,
are for health insurance. The 1995 revenue loss to the
Treasury of “exclusion of employer contributions for medi-
cal insurance premiums and medical care” was put at $60.7
billion.33 I appreciate that fringe benefits have grown
hugely over the years because of the great tax preference
accorded them. The costs are deductible on corporate or
other business tax returns, but, unlike wages and salaries,
the benefits are not taxable to the employees. If the insur-
ance costs were taxed, many employers and their employ-
ees would prefer to have the insurance costs paid instead
in wages, with the recipients free to decide, uninfluenced
by tax considerations, how much they want to spend on
health care and how they want to spend it.

But this change would involve a significant drop in
the total remuneration of employees. If 18 percent of the
compensation of employees comes in the form of fringe
benefits, replacing them with wages and salary compensa-
tion taxed at 19 percent or 22.87 percent will result in a
cut of some 4 percent in employee aftertax compensation.
(If the increased tax is passed on to consumers in higher
prices, instead of avoided by substituting increases in wages
and salaries for the fringe benefits, the costs will largely be
paid for by workers in their capacity as the major consum-
ers of the economy.)

Further, much health care might become consider-
ably more expensive or even unavailable if no longer pro-
vided in group insurance programs at work. We already
have what most Americans see as a critical problem of tens
of millions without health insurance. Denying tax deduct-
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ibility to all fringe benefits would almost certainly increase
this number. Are the proponents of removing that deduct-
ibility ready to support and, if they are in Congress, put in
place a system that will guarantee universal health insur-
ance, or at least prevent the lost deductibility from mov-
ing us further from that goal?

Transition Dislocations

Eighth, there are enormous problems of dislocations and
huge capital gains and losses intrinsic to the transition.
Hall and Rabushka have paid some attention to issues of
the transition, considering particularly the unused accu-
mulated depreciation allowances and the costs of existing
mortgages that lose their tax deductibility on interest,
which might lead some to believe that they have been
treated unfairly by a midstream change in the rules. But
the problem is much greater. Hall and Rabushka point,
for example, to the vastly different consequences for a rela-
tively low-investment firm like General Motors and a rap-
idly growing, high-investment firm like Intel. GM’s tax in
1993, if the flat tax had been in effect, would have risen
from $110 million to $2.7 billion. Intel’s tax would have
fallen from $1.2 billion to $277 million.34 On the assump-
tion that competitive market conditions prevent these rela-
tive income changes from being passed on in price
movements and assuming further that these would be per-
manent changes, we have at 8 percent discount rates a
capital loss of $32.5 billion for GM owners and a capital
gain of about $11.5 billion for those of Intel. It is conceiv-
able that changes of this magnitude for some companies
on the losing end would leave them in a position where
they could not service their existing debt and could not
raise new capital. They might be driven to bankruptcy, with
considerable loss to their investors, to their employees,
and to the economy in general. At the least, the large rents
and losses resulting from the change in government tax
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rules may be demoralizing to investors and to the public.
The surge in prices resulting from the introduction

of the flat tax would imply real losses for those with assets
fixed in nominal terms, particularly those holding money
and bonds and those with pensions that are not indexed
to the cost of living. In the aggregate, it may be argued that
this matter is a distributional question and only for pri-
vate creditors and debtors, although the effects would be
significant—gains for debtors and losses for creditors, the
latter including many pensioners. But there would be sub-
stantial effects on the real value of the federal debt held
by public. Currently at about $3.6 trillion, its real value to
its holders would drop by $100 billion or more.35 To those
greatly (and improperly) worried about the federal debt,
this real drop may seem fine. But to those directly or indi-
rectly relying on their assets in the form of savings bonds
and Treasury bills, notes, and bonds, it may be disquieting.

Of perhaps most consequence would be the changes
in personal fortunes of losers at the lower end of the in-
come distribution because of the rise in prices brought
about by H-R-A. In the cases of some of the very poor with
indexed government income support or assistance in kind,
there would be some protection against the price infla-
tion. But this protection would be incomplete. For mil-
lions of low-wage earners without government support the
pain would be very great. These would be Americans whose
incomes are already so low that they pay little in individual
income taxes. They would hence gain little from the gen-
erous personal allowances or deductions totaling $34,700
for a family of four. The political discontent, to the extent
that affected people vote, might prove much greater than
that which brought the dramatic electoral changes of 1994.

A Better “Flat Tax”

I conclude by suggesting my ideal of sweeping tax reform
that would correct all or almost all the faults in the cur-
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rent income tax system that the flat tax promises to elimi-
nate, without most of its drawbacks. The Eisner program
will certainly seem beyond the realm of political reality at
this time. But then, despite the powerful support gener-
ated by Congressman Armey’s name, I doubt that many,
including Mr. Armey, would view his flat tax proposal as
within the realm of current political reality. And I might
add that some of my proposals could stand alone; all do
not have to stand or fall together.

I would begin by eliminating the corporate income
tax, lock, stock, and barrel. Let us recall the words of Hall
and Rabushka: “Businesses do not pay taxes, individuals
do.” Let us then tax individuals directly so that we can get
a reasonable idea of who is paying the taxes and how much.
We would include all the earnings related to business ac-
tivity—real interest, dividends, and real, accrued capital
gains of owners—in individual income. Among the many
advantages of eliminating the corporate income tax would
be elimination of the double taxation of dividends, which
biases the financial structure of corporations in the direc-
tion of internal financing and raising outside capital by
debt rather than equity. Taxing real rather than nominal
interest is an obviously desirable move that limits the tax
to what is actually income and permits lenders to receive
positive aftertax returns in periods of substantial inflation.
Taxing real capital gains as they accrue, with full loss off-
set, would end the lock-in effect on holders of equity and
hence improve the efficiency of capital markets. It would
also make moot the step-up of basis at death. And of course
it would eliminate the absurd and pernicious taxation of
nominal capital gains that reflect only general inflation.36

I would also eliminate payroll taxes for social secu-
rity. Putting their proceeds “in” trust funds is an account-
ing fiction. Our separate set of payroll taxes discriminates
against labor income, which is also taxed in the individual
income tax. And it does so, unlike the H-R-A “flat” wage
tax, with no deductions and hence no progressivity. I would
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remove all taxes on social security benefits. Recipients will
generally have paid taxes on their income, which we may
still credit to their personal social security accounts. If so-
cial security income were to be taxed, I would gross it up
so that the elderly suffer no general net loss as a conse-
quence of the switch to a comprehensive tax.

I would also eliminate all other taxes, except estate
and gift taxes, that cannot be justified as user taxes or taxes
to attempt to equate individual and social cost. I would
hence maintain—and increase—gasoline and cigarette
taxes and, with a bit of hesitancy, maintain taxes on alco-
holic beverages. (I refuse to believe that, taken in modera-
tion, alcoholic beverages are bad.) I would, unlike Hall
and Rabushka, retain estate and gift taxes as an instru-
ment of our dedication to a free and fluid society, in which
people are led to succeed by their own efforts and we try
to moderate the influence of inherited wealth.37

I would then fold all other federal taxes into our new,
comprehensive income tax. As with H-R-A, other than the
standard personal deduction or allowance, all the myriad
deductions, loopholes, and “tax expenditures” would be
eliminated. In a number of cases, however, these would be
replaced by up-front government spending. Among my
recommended Treasury subsidies would be those for re-
placement (and expansion) of the earned-income tax
credit; state and local taxes and taxable bonds (as a substi-
tute for tax-exempt bonds); health care; owner-occupied
housing; education and training; and basic research, all
of which might come to no more than $200 billion, as
compared with revenue losses from tax expenditures in
the current tax code that amount to well over $500 bil-
lion.38 I see important externalities in the activities that I
would subsidize, particularly in the light of other aspects
of the interface between government and the private sector.

But to realize these positive externalities, I would not
reduce the measure of comprehensive income subject to
taxation. I would even hope to add imputations for rental
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income produced in owner-occupied housing and some
of the other corrections in the Bureau of Economic Analy-
sis National Income and Product Accounts, such as the
value of food and fuel consumed on farms; board, meals,
and services furnished by employers to employees with-
out charge or below cost; and services provided consum-
ers by financial institutions in lieu of interest payments.
The comprehensive base, with the inclusion of all real capi-
tal gains and interest on government securities, would in-
deed exceed national income.39

With the taxation of all capital income, including in-
terest on state and local bonds, dividends, and real, ac-
crued capital gains, as well as generous personal allowances
as in H-R-A and the maintenance of an expanded earned-
income credit, there might be sufficient progressivity even
to permit the application of the cherished flat tax, albeit
as in H-R-A, really at two rates, zero and some positive num-
ber. I would estimate, given my larger base, particularly
with the inclusion of all capital income, that despite the
elimination of payroll and other taxes, we could maintain
revenue neutrality with the Armey personal deductions,
which total $34,700 for a family of four, and a “flat” rate of
31.63 percent. This flat rate tax, it will be recalled, will
replace current individual and corporate income taxes and
payroll taxes. It is to be compared with a rate of 22.87 per-
cent plus 13.85 percent in payroll taxes for social security
and Medicare, or 36.72 percent, that the Armey bill would
impose in direct taxes on labor income.40 If we include
only the smaller personal deductions of Hall and
Rabushka, coming to $25,500 for a family of four, we would
need a flat tax of only 27.10 percent, compared with the
total of 32.85 percent in direct taxes that their proposal
would place on labor income. The financing of the $200
billion of subsidies I have proposed would increase the
flat tax rates to 37.63 percent with the Armey exemptions
and 32.23 percent with the Hall and Rabushka exemptions.
In either case, we would have a more progressive tax struc-
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ture than what we have now.41

If it were desirable, however, to introduce more
progressivity, I could readily accept and be induced to en-
dorse a third tax rate, say 46 percent with the Armey ex-
emptions, for really high incomes, say, over $350,000.42 It
might then be advisable to add an averaging feature for
taxable income to avoid penalizing those whose incomes
fluctuate from year to year across marginal rates. This com-
plication would certainly be trivial as compared with H-R-
A.43 Except for that and trivially additional reporting
necessary for fair and effective taxation of real capital gains,
my comprehensive, more or less flat tax, then offers all
the simplification advantages of H-R-A. It quite eliminates
the monstrous system we have. But it does so in a way that
is fair, almost flat, and not at all foolish.

Notes
1. Robert E. Hall and Alvin Rabushka, Low Tax, Simple Tax,

Flat Tax (New York: McGraw-Hill, 1983); Hall and Rabushka,
The Flat Tax, Second Edition (Stanford, Calif.: Hoover Institu-
tion Press, 1995); and chap. 2 of this volume.

2. Hall and Rabushka, The Flat Tax, p. 81, indicate that their
proposal of a tax rate of 19 percent and allowances of $25,500
for families of four is equivalent to one with a tax rate of 23
percent and allowances of $34,500. Since they judge their pro-
posal as revenue neutral in comparison with current law, they
apparently judge the 23 percent–$34,500 parameters as also rev-
enue neutral. But those are almost precisely the parameters of
the Armey proposal—that would have allowances of $34,700
but might retain estate and gift taxes. Hall and Rabushka thus
imply that the Armey version would require a 23 percent flat
tax, not the 20 percent with which they would start, let alone
the 17 percent rate that they propose for 1997 and beyond. My
own estimates confirm the Hall and Rabushka evaluation, as
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will be explained below. If their flat tax of 19 percent is in fact
revenue neutral, I calculate, on the basis of projections from a
sample of early returns for 1993, the year with which Hall and
Rabushka were working, that it would take a 22.87 percent flat
tax, with the parameters specified in the Armey bill, to bring in
the same revenue as the current system.

3. As suggested by David Bradford in “What Are Consump-
tion Taxes and Who Pays Them?” Tax Notes, April 18, 1988, pp.
383–91, and elsewhere in his “X-Tax,” a consumption tax very
much like H-R-A but with progressive rates on the wage tax.

4. See chapter 2 of this volume.
5. Hall and Rabushka, The Flat Tax, p.121.
6. Ibid., p. 124.
7. There can, of course, be other assumptions about the

consequences of a general consumption tax, as pointed out in
Joint Committee on Taxation, Methodology and Issues in Measur-
ing Changes in the Distribution of Tax Burden (Washington, D.C.:
U.S. Government Printing Office, 1993), which refers to a gen-
eral increase in prices as “the traditional method of distributing
a consumption tax” (p. 54). I find it appropriate in this instance
to follow tradition.

The deductibility of wages in the business tax does add
some complications, however. If there is a rising supply curve
of labor in terms of the real wage, employers may be induced to
raise nominal wages to avoid losing their workers. This would
add to the upward push on prices, but, with wage deductibility
prices would rise by less than the rise in pretax wage costs. If the
supply curve is closer to vertical, as I would argue, if not back-
ward bending, the reduction in labor supply would not occur
and wages would not rise in response to the increase in prices.
There would be some compensation for wage earners, particu-
larly those with high incomes, in the form of lower personal
taxes as compared with current law.

There are some further problems, which I shall ignore,
with respect to forms of income such as social security benefits
and in-kind medical benefits, which are indexed in whole or in
part for inflation.

8. See David Bradford, Untangling the Income Tax (Cam-
bridge, Mass.: Harvard University Press, 1986), p. 16; and Rob-
ert Eisner, The Total Incomes System of Accounts (Chicago: University
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of Chicago Press, 1989), pp. 17–19.
9. See Robert Eisner, “The Permanent Income Hypothesis:

Comment,” American Economic Review, vol. 48, December 1958,
pp. 972–90.

10. Since the aggregate increase in business taxes is exactly
equal to the aggregate cut in individual taxes, households will
in the aggregate have just enough of an increase in aftertax in-
come to pay the increase in prices corresponding to the increase
in business taxes.

11. Expanded income equals adjusted gross income plus tax-
exempt interest plus workers’ compensation plus nontaxable
social security benefits plus excluded income of U.S. citizens
living abroad plus value of Medicare benefits in excess of pre-
miums paid plus minimum tax preferences plus employer con-
tributions for health plans and life insurance plus employer share
of payroll taxes plus corporate tax payments imputed to indi-
vidual holders of corporate equity. The published estimates are
to be found in Joint Committee on Taxation, Methodology and
Issues in Measuring Changes in the Distribution of Tax Burden (Wash-
ington, D.C.: GPO, 1993), table 3, p. 55.

12. The lowest AGI classes undoubtedly include large
amounts of negative transitory income, indeed even negative
total incomes. Similarly, the higher AGI classes have average
transitory incomes that are positive, contributing to the high
measured income of these classes. Measures related to perma-
nent income would probably show less regressivity. This reser-
vation applies to all measures of progressivity regarding current
income, to the flat tax as well as the current income tax.

Noting the paragraph above in an earlier draft, Hall de-
clared in chapter 6 in this volume that, therefore, it “would be
an improper inference from Eisner’s calculations that the flat
tax is less progressive than the income tax.” His argument is
somewhat disingenuous. Almost all public discussion of the bur-
den of taxes is in terms of current, not permanent, income,
however we may measure the latter. Proponents of the flat tax
generally boast how much individual income taxes will be re-
duced as proportions of current, not permanent income.

Nothing, after all, is permanent. Taxpayers clearly must
be concerned with their taxes in the here and now. And in any
event, as indicated in the text above, neither appropriate mea-
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sures of “permanent income” nor, a fortiori, averages of several
years’ income, can cause us to reject the inference that con-
sumption is a sharply declining proportion of income. The poor
consume all their income no matter how measured. And most
of the middle class accumulates little wealth and consumes much
of it over their lifetimes. Recent trends in the distribution of
both income and wealth suggest that these relations are sharp-
ening.

13. $6,350 for joint filers, $5,600 for “heads of households,”
$3,800 for singles, $3,175 for “married filing separately,” and
$2,450 for each dependent. By way of ready comparison, a fam-
ily of four filing jointly would have exemptions of only $11,250
while the corresponding Hall and Rabushka personal allowances
would be $26,500.

14. That is, over all AGI classes broken down in these tabula-
tions. As we move to very high incomes, over $1,000,000, we
may find regressivity developing to the extent larger and larger
proportions of income are received in the form of lightly taxed
capital gains. The inclusion of nontaxable interest would also
decrease the progressivity or increase the regressivity as we move
into upper-income groups.

15. In chapter 6 in this volume, Hall introduces as a measure
of fairness a “proper version” of my table 3–13, relating the tax
rate to consumption rather than income. I have indicated, above,
my objections to excluding income and wealth and taking cur-
rent “consumption”—and domestic consumption at that—as a
sole measure of welfare. But the table proffered by Hall and
Rabushka does not measure even the tax rate on consumption
correctly. It considers the effect only of the individual wage tax,
ignoring the repeated (correct) assertions by Hall and Rabushka
that their business tax is a tax on consumption.

An appropriate comparison would begin with the figures,
shown in my tables 3–11 to 3–13, indicating that while current
business income taxes come to 5.95 percent of total income,
the Hall and Rabushka version of the flat tax would bring that
proportion to 9.07 percent and the Armey version to 10.91 per-
cent. In terms of consumption, with personal consumption ex-
penditures running about 80 percent of personal income, that
means that the current business tax is at about 7.4 percent, the
Hall and Rabushka tax rate is 11.3 percent, and the Armey rate
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comes to 13.6 percent. These last numbers apply to the flat taxes
on consumption, due to the business tax, of those earning
$10,000 and $20,000, as well as the taxes of all other consump-
tion groups. They are well above the zero rates of Hall and
Rabushka’s “proper version” of my table and well above the to-
tal tax rates under current law, where families consuming only
$10,000 or even $20,000 are not likely to have a great deal in
the way of individual income tax liabilities. Wage earners, of
course, under both current law and the flat tax also have sub-
stantial payroll taxes, with no deductions. By eliminating the
earned-income tax credit, the flat tax would take away an offset
to these taxes for low-wage workers and further increase the
ratio of their taxes to their consumption.

16. The Armey-Shelby version of the flat tax (H.R. 2060 and
S.1050, “The Freedom and Fairness Restoration Act”), intro-
duced July 19, 1995, would reduce the standard deduction for a
family of four to $31,400. The Treasury estimates that it would
require a rate of 20.8 percent for revenue neutrality, which
squares roughly with the rate of 22.87 percent that I calculated
for the original Armey proposal with the higher deductions.
The Armey-Shelby proposal, with revenue neutrality, would be
fairly similar to the original Armey plan in its distribution of
taxes but somewhat more regressive for those above low income
levels.

The flat tax proposed by Steve Forbes when he was a presi-
dential candidate would have lowered taxes in all income brack-
ets. This would have been accomplished with a tax rate of 17
percent, exemptions for a family of four that came to $36,000,
and no tax on pensions. With these parameters, however, there
would have been a net loss of tax revenues of some $200 bil-
lion. For revenue neutrality it would clearly have required a
rate well above the 22.87 percent of the original Armey pro-
posal and, a fortiori, above Armey-Shelby and Hall and
Rabushka.

17. Budget of the United States Government, Analytical Perspec-
tives, Fiscal Year 1995 (Washington, D.C.: GPO, 1994), Table 6.6,
p. 77.

18. See Robert Eisner, “Capital Gains and Income: Real
Changes in the Value of Capital in the United States, 1945–1975,”
in Dan Usher, ed., The Measurement of Capital (Chicago: Univer-



92

PROPOSED SALES AND WAGES TAX

sity of Chicago Press for National Bureau of Economic Research,
1980), pp. 175–342; and Eisner, The Total Incomes System of Ac-
counts (Chicago: University of Chicago Press, 1989).

19. Hall and Rabushka, The Flat Tax, p. 100.
20. Capital gains along with other capital income already

largely escape taxation in pension funds. The complete elimi-
nation of capital income taxation at the individual level, along
with the consequent increase in liquidity of individually held
assets, may be expected to generate a shift of investment from
pension funds to direct individual investments.

21. (1.0907/1.0595) - 1 = 0.0294479; (1.1091/1.0595) - 1 =
0.0468145.

22. These figures are merely rough illustrations. They assume
that tax depreciation is taken only at each anniversary of capital
acquisition and that accelerated depreciation, which would re-
duce the differential if applied to both investments, is not used.

23. See, for example, Hall and Rabushka, The Flat Tax, pp.
87, 127, and chapter 2 in this volume.

24. Chapter 6 in this volume.
25. Hall and Rabushka, The Flat Tax, p. 110.
26. It is not clear that H-R-A would deduct business expenses

even on training for management and workers in calculating
the business tax. Would an executive education program at
Northwestern University, or elsewhere, be counted as a deduct-
ible business expense, compensation of employees, or a form
of fringe benefit?

27. Eisner, “Extended Measures of National Income and
Product” and The Total Incomes System of Accounts.

28. Robert Haveman and Barbara Wolfe, “The Determinants
of Children’s Attainments: A Review of Methods and Findings,”
Journal of Economic Literature, vol. 33, no. 4 (December 1995),
p. 1830.

29. Chapter 6 in this volume.
30. The marginal tax on labor may indeed be taken in Hall

and Rabushka to be 19 + 6.2 + 1.45 +(1.19 * 6.2) = 34.028 percent.
Applying the Armey rate apparently necessary for revenue
neutrality we have 22.87 + 6.2 + 1.45 + (1.2287 * 6.2) = 38.138
percent. (These figures do not include the federal unemploy-
ment insurance tax [FUTA], which is 6.2 percent minus a 5.4
percent credit for state taxes but has a low federal cap, at $7,000.)
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31. The large increases in labor, resulting in a 6 percent in-
crease in output, which they predicted on the basis of their in-
terpretation of work by Jerry Hausman, was early challenged by
Joseph Pechman in his review of the first edition of Hall and
Rabushka, Low Tax, Simple Tax, Flat Tax. See Joseph Pechman,
Review of Hall and Rabushka, Low Tax, Simple Tax, Flat Tax, Jour-
nal of Political Economy (1985), pp. 340–43.

32. As indicated by Hall and Rabushka, The Flat Tax, p. 63,
and chapter 1 in this volume.

33. Budget of the United States Government, Analytical Perspec-
tives, Fiscal Year 1996, p. 41.

34. Hall and Rabushka, The Flat Tax, pp. 65-66.
35. The Hall-Rabushka business tax might be expected, as

pointed out above, to raise prices by (1.0907/1.0595) - 1, or 2.945
percent; the loss in purchasing power of the dollar is 1 - 1/ 1.02945
= 2.86 percent. Multiplying this number by $3.6 trillion for the
debt gives a figure of $103 billion. Similar calculations for the
Armey business tax, with its 10.91 percent effective rate, indi-
cate an exogenous upward push to prices of 4.681 percent and
a loss in the purchasing power of the dollar of 4.47 percent,
amounting to a $160.9 billion reduction in the real value of the
existing federal debt.

36. Taxation of real, accrued capital gains can be easily ac-
complished for owners of listed securities. We could merely have
corporations report to their stockholders (and to the IRS) the
averages of the highs and lows for stock prices on the last trad-
ing day of each year. The IRS for its part would make known the
inflation percentage to apply to the initial prices of securities
held for the entire year. More detail, in terms of adjustments by
month for securities acquired during the year, could readily be
added. Computing accrued capital gains for assets for which
transaction prices were not established could be accomplished
by relying on taxpayer declaration of values at the end of each
year. To the extent he misestimates them, he would compen-
sate—with appropriate interest or other penalties—at realiza-
tion or death. This procedure would apply as well to owners of
unincorporated business, who would be taxed only on what they
take out of their business and their real, accrued capital gains.
There would be no business tax returns of any kind, no elabo-
rate depreciation calculations—nothing! Individuals would be
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permitted to deduct their out-of-pocket expenses incurred in
connection with earning their income.

37. Armey’s H.R. 4585 makes no mention of estate and gift
taxes, which implies that they would be retained. This inclusion
is put in some doubt, however, by his avowal that his bill is es-
sentially an implementation of the flat tax proposal of Hall and
Rabushka, who call explicitly for their abandonment.

38. See Budget of the United States, Analytical Perspectives, Fiscal
Year 1996, table 5.1, pp. 40–42, which lists total revenue losses
for tax expenditures in the income tax but does not total them,
presumably because of interaction of the revenue effects of the
various tax expenditures.

39. An indication of just how much a truly comprehensive
income tax base would exceed the base in current law may be
gleaned from Susan C. Nelson, “Family Economic Income and
Other Income Concepts Used in Analyzing Tax Reform,” in Of-
fice of Tax Analysis, Department of the Treasury, Compendium of
Tax Research 1987 (Washington, D.C.: GPO, 1987). She derives a
measure of “family economic income” that exceeds 1983 AGI
(based on the pre-1986 tax law) by almost 50 percent and some-
what exceeds personal income for that year as well. Hall and
Rabushka arrive at a total of $5,003 billion for the 1993 bases of
their business tax and wage tax before allowances. This total,
without capital income, comes close to the 1993 figures of $5,131
billion for national income and $5,375 billion for personal in-
come.

40. As observed above, we should add to this the 22.87 per-
cent business tax on the 6.2 percent employer contributions for
social security, or 1.42 percent, which would bring the total to
38.14 percent.

41. I estimate these figures, roughly, by assuming that I could
build the comprehensive base to about $5,600 billion (calculat-
ing in terms of 1993 figures). The exemptions under the Armey
plan come, by my estimates reported above, to $2,263.173 bil-
lion, and with Hall and Rabushka to $1,705 billion. Total in-
come and payroll taxes to be replaced amount to $1,055.5
billion. I would add $200 billion of direct expenditures. We thus
have $1,255.5 billion to be raised on a base of $3,336.827 bil-
lion with the Armey exemptions, which implies a 37.626 per-
cent flat rate. With the Hall and Rabushka exemptions the
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taxable base is raised to $3,895 billion. The necessary tax rate is
thus reduced to 32.23 percent. Without the additional direct
expenditures, the taxes to be raised are reduced to $1,055.5
and the flat tax rates to 31.632 percent and 27.099 percent.

42. In chapter 6 in this volume, Hall finds “startling” “my
easy concession” that I could accept a marginal rate as high as
46 percent in a unitary income plan for really high incomes
such as those over $350,000. I wish he would express more shock
and dismay at effective rates of over 100 percent for those con-
sidering a job that might take them off welfare. But it must be
emphasized that my 46 percent would entail the elimination of
all other income-related taxes, including the 13.85 percent in
payroll taxes for social security and Medicare. It is not that much
higher than the 36.72 percent total in a revenue-neutral Armey
flat tax for all wage earners with incomes over $34,700. And it is
significantly below the current-law figures of 39.6 percent plus
13.85 percent, for a total of 53.45 percent that begins, for joint
filers, at $77,262 of taxable income.

43. The flat tax on wages would actually have, as we have
pointed out, two rates: the rate of 19 percent (or 20 percent or
22.87 percent) and zero. There is hence a need to avoid penal-
ties for those who are at the zero rate one year, not using up
their personal deductions, but then paying taxes at the positive
flat rate the next. Neither Hall and Rabushka nor Armey pro-
vides for negative taxes or refunds so that taxpayers with in-
comes that fluctuate above and below the zero rate point are
penalized.
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Why America Needs the Flat Tax

Dick Armey

hy do we need the Hall and Rabushka flat tax? Our
current tax code is a wasteful, complicated mess. It is
so bad that even the Internal Revenue Service cannot

always give accurate advice on it. Today, the average family
pays more in taxes than it spends on food, clothing, and shel-
ter combined. Nearly 40 percent of the nation’s income is
now spent, not by the workers who earned it, but by the
government that taxed it from them. Of all the supposed
crises we are facing today, this is one of the most serious.

How the Tax Works

My plan launches an assault on big government on three
fronts—taxes, spending, and regulation. But the center-
piece of the plan is the tax system, based on the Hall-
Rabushka flat tax first proposed in 1985. Rather than
tinkering, we would scrap the entire tax code and start
over. It would work like this. All income would be taxed
once and only once at the single low rate of 17 percent,
and there would be a generous family allowance to go with
the tax on wages. And that is it. We would eliminate the
whole existing tangle of deductions and credits. Instead,

4

This chapter was originally presented as a talk at an American
Enterprise Institute conference on the flat tax on January 27,
1995. It has been edited for publication.
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in 1997 there would be a family allowance of $13,100 for
an individual, $26,200 for a married couple, and $5,300
for each child. A family of four would have to earn $36,800
before it owed a penny of federal income tax. And then
that family would pay only 17 percent on everything above
that amount. Business income would be handled with
equal simplicity. A corporation would simply subtract ex-
penses from revenues and pay a 17 percent rate on the
remainder. That is it. This is as simple as an income tax gets.

We phase in the 17 percent rate. We decided to set
the rate at 20 percent in the first and second years and
then lower it to 17 percent in the third year. A 20 percent
rate will lose perhaps $40 billion on a conventional static
estimate, but we make up that loss in spending cuts listed
in the bill. These spending cuts, together with greater eco-
nomic growth unleashed by the flat tax, will enable us to
afford the lower 17 percent rate in year three. We want to
plow the revenue windfall into a lower tax rate, not more
government.

What will happen? No longer will Americans spend
anything like 5.4 billion man-hours figuring their taxes
each year. No longer will the IRS have to send out 8 billion
pages of paper every year. No longer will the special inter-
ests be able to work their political mischief. Nor will the
social engineers be able to conduct their experiments in
the tax code. And, of course, legions of lawyers and ac-
countants will need to find other work. But my favorite
part is that we will be able to pay our taxes on a form the
size of a postcard.

A Growth Bonanza

The flat tax will spark an economic growth bonanza. Any
economist will tell you that the surest way for a family to
increase its wages is through greater work, savings, and
investment. The flat tax expands all three. By lowering the
top marginal income tax rate from 40 percent to 17 per-
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cent, it encourages work. By ending the current double
taxation of savings—sweeping away the estate tax, the capi-
tal gains tax, and the tax on interest and dividends—it
creates a tremendous new incentive to save. And by per-
mitting businesses to deduct all wages and purchases of
plant and equipment immediately, it replaces today’s com-
plicated maze of depreciation schedules, credits, and other
politically targeted tax breaks with a simple, neutral sys-
tem that will spur a boom in capital investment.

One of the causes of today’s middle-class anxiety is
slow wage growth. Over the past twenty-five years, real wages
have grown at about half the rate of the preceding twenty-
five years. Increased investment will raise the productivity
of our workers and revive wages. And that requires capital:
the equipment, the tools, and the computers that workers
use to expand output. Capital is the lifeblood of an
economy and a key to higher wages and living standards.
Unfortunately, today’s double taxation of savings dampens
investment and shrinks the pool of capital available to
entrepreneurs.

On this issue, all the major tax reform plans before
Congress agree. Whether it is the Nunn-Domenici USA
consumption tax, the national sales tax, the value-added
tax, or the flat tax, all these plans agree that we need to
end the discriminatory treatment of savings. But none of
these proposals can match the simplicity, the low marginal
rates, and the visibility of the flat tax. To put it bluntly, the
flat tax will do more to help every American get rich than
is possible with today’s code or any of the alternative pro-
posals.

From an economic standpoint, the flat tax is ideal
because it is perfectly neutral. It maintains neutrality
between types and sizes of business, between economic
sectors, and between types of investment. Its motto
might be “All power to the people!” because it transfers
all decision-making power from the hands of planners to
the hands of private citizens.
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Tax Withholding

My plan goes beyond the Hall and Rabushka proposal in
this respect. It takes aim at the crucial, deceptive device
that has made big government possible—income tax with-
holding. If America had not accepted withholding as a
“temporary” wartime measure in 1943 and if taxpayers had
continued paying their taxes the same way they have always
made rent or car payments, the government could never
have grown as large as it has. Only by taking people’s money
before they ever see it has the government been able to
raise taxes to their current height without sparking a revolt.

This point was brought home for me when I had the
pleasure of spending the weekend with my son, David. He
was rejoicing that the government was sending him some
money in a refund check. And I thought, “Lord have mercy,
he’s a smart boy, he’s a good boy. Where did I go wrong?”
And I told him, “Why don’t you go back and look at one
of your pay stubs and multiply by twelve? Then see if you’re
so happy that the government is giving you a pittance of
your own money back.” At our next conversation, his re-
joicing had turned into a healthy anger. And he said some-
thing that reminded me of what my mother used to say,
“What are all those dang fools doin’ with my money!”

By ending withholding, we put a permanent check
on the confiscatory appetites of the political class. You may
ask, “Will people still pay their taxes?” I am confident they
would. I think if the American people have a tax system
that is honest, direct, simple, low, and fair, they will com-
ply. In fact, I believe my plan will actually lead to less cheat-
ing and a smaller underground economy.

A Fair Tax

Already, the Beltway liberals are calling the flat tax “un-
fair,” a code word for not progressive. But the fact of the
matter is that the generous family allowances will have a
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progressive effect, for two reasons. First, they take millions
of poor people right off the rolls. And second, the family
allowances are worth more, the less you make. Let me give
you some examples. A family of four making $36,000 would
pay zero percent of its income. A family making $50,000
would pay 4.5 percent of its income. And a family making
$200,000 would pay 14 percent of its income. That is pro-
gressive. And if experience is any guide, the rich will end
up paying more taxes when the rates come down, which is
exactly what happened after the Coolidge tax cuts of the
1920s, the Kennedy tax cuts of 1964, and the Reagan cuts
of 1981.

Fairness is, in fact, one of the great virtues of the flat
tax. It treats everyone the same. Rather than have fallible
politicians decide, for their own reasons, which groups
should render more or less of their earnings to the gov-
ernment, the flat tax sets a single objective standard: no
matter how much money a person makes, no matter what
kind of business he is in, and no matter where he invests
his savings, he will be taxed at the same rate as everyone else.

The flat tax would raise revenue efficiently. It would
unleash the economic talents and energies of American
workers and businesses. And it would allow all Americans,
including the risk takers and the job creators, to enjoy the
fruits of their labor in freedom.

We flat taxers are populists. We flat-taxers think the
vast resources of this great commercial nation can be bet-
ter allocated over kitchen tables than over Capitol Hill’s
green felt tables. We believe government should be open,
honest, direct—and smaller. And most Americans agree
with us. I hope to see my plan ride a populist prairie fire
of enthusiasm to final enactment in the 104th Congress.
But if that proves too ambitious a timetable, then I hope
to see the flat tax endorsed in the 1996 Republican plat-
form and signed into law under the next Republican presi-
dent—in 1997.

Like a powerful locomotive gathering speed, the flat
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tax is an idea that cannot be stopped. It has already sparked
a healthy national debate about the current system. Doubt-
less as that debate gathers momentum, we will see the spe-
cial interests running alongside the train, demanding that
we slam on the brakes. We will see the class-warriors try to
slow us down with false claims about progressivity. We will
see the fans of big government laying down on the tracks,
trying to scare us with their claims about widows, orphans,
and the end of civilization as we know it. But in the end, I
believe the American people will disregard the special in-
terests and choose the national interest. Carried forward
by the flat tax, we will reach our destination of freedom,
fairness, and prosperity for all.
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5
The Uneasy Case for the Flat Tax

Herbert Stein

bout forty years ago, when all right-thinking people
believed that the progressive income tax was the ideal
form of tax, two University of Chicago professors,

Harry Kalven and Walter Blum, wrote an incisive article
called, “The Uneasy Case for Progressive Taxation.” The
article did not show that the progressive income tax was a
bad tax. It showed only that many of the things said for it
were unproved and probably unprovable.

What Kalven and Blum said about the progressive in-
come tax could probably be said about any specific tax.
Now with the rush to embrace the flat tax, it is time to
remind ourselves that the case for it too is uneasy.

Changes in the System

Introduction of the flat tax would change the present sys-
tem of income taxation in two ways: first, it would change
the base of the tax; second, it would flatten the rate. These
are two quite different things.

Presumably changing the base will increase its size.
Expanding the base would permit a “reduction” of the rate
within a revenue-neutral policy. Actually, what happens is a
reduction of the rate on what was previously included in
the base and an increase in the rate on what was not previ-
ously included. Thus, the inclusion of employer-provided
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health benefits in taxable income would permit a reduc-
tion of the rate on wage income paid in cash but entails an
increase of the rate on wage income paid in health ben-
efits. Not all the base changes involved in moving to the
flat tax, however, would be base broadening. At least one
would reduce the base: the deduction of gross investment
rather than depreciation from taxable income. I will re-
turn to the question of the base later.

But even if the expansion of the base permits a re-
duction of the effective rate on the base, and if that is con-
sidered a gain, that is not an argument for a flat rate.
Although it might be clear that a rate schedule running
from 10 to 30 percent is better than one running from 15
to 35 percent, it does not follow that a flat rate of 20 per-
cent is better than one running from 10 to 30. The fair-
ness question does not permit of an objective answer, and
the economic consequences are ambiguous.

Argument for the Flat Tax

Much of the argument for the flat tax is that it will greatly
simplify the preparation of tax returns. But that simplifi-
cation results almost entirely from the redefinition of the
base and hardly at all from the flatness of the tax. If tax-
able income is calculated in the manner that permits it to
be reported entirely on a postcard, applying a graduated tax
rate to that income will not be a complicated matter. Any-
one could read his or her tax liability from a tax schedule.

What seems to be the main practical reason for the
proposed flatness of the tax is that it simplifies the integra-
tion of the corporate tax and the individual tax.  In the flat
tax, all capital income earned in corporations is taxed at
the corporate level only and at the same rate as all labor
income is taxed at the individual level. Then all income is
presumably taxed at the same rate. If different individuals
paid different rates on their wage income, there would be
no way to apply the same rate to their corporate capital
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income without allocating all the capital income to its in-
dividual beneficiaries, a procedure difficult in the case of
undistributed corporate profits.

But the flat tax does not really solve this problem.
The flat-tax proposal involves a personal exemption from
income tax for labor income up to a specified level. Sup-
pose, for ease of calculation, that the exemption level for a
family of four is $30,000 and the flat tax rate is 20 percent.
Then a family with $60,000 of labor income would pay a
tax of $6,000, and a family with $60,000 of capital income
from investments would pay a tax of $12,000. Such a rate
does not seem very “flat,” and its fairness may not appeal
to everyone. One may say that the marginal tax rate is the
same for both, but we usually do not think of fairness in
terms of marginal rates.

In fact, the marginal rates are not flat either. In the
example given, a flat marginal rate of  20 percent of the
excess of labor income over $30,000 applies if the excess is
positive. But if the excess is negative, the marginal rate is
zero. Thus, a family with a labor income of $25,000 pays
no more tax than a family with a labor income of $15,000.
The family with a capital income of $25,000 pays $2,000
more tax than one with a capital income of $15,000.

Within the logic of the flat tax, the reason for the
two-rate system—a positive rate on the excess of wage in-
come over the exemption if the excess is positive and a
zero rate if the excess is negative—is hard to understand.
Presumably, the reason for levying no tax on a family with
labor income of $30,000 (in my example) is that a tax of
more than zero would be unfair—too much of a burden.
If that is the case, a tax of zero on a family with labor in-
come of $15,000 would be an even more excessive burden.
Fairness would seem to require that the 20 percent rate be
applied to the excess of the income over the exemption
whether the excess was positive or negative. If the family
had labor income of $15,000, its negative excess would be
$15,000, and it would get a refund of $3,000. This system
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would also keep the marginal tax on labor income and on
capital income equal at all income levels.

The Tax Base

Regarding the question of the tax base, proponents of the
flat tax sometimes say (and sometimes admit) that it is re-
ally a tax on consumption. This is demonstrated in the
following way. Suppose that all income is earned  in the
production of consumer goods and the production of in-
vestment goods. If we allow the deduction from income of
all expenditures for the purchase of investment goods, what
is left in the tax base is expenditure for the purchase of
consumption goods.  Net saving takes the form of the ex-
cess of gross capital investment over depreciation. That
amount is now included in taxable income and would be
excluded under the flat tax.

Whether consumption is a fairer tax base than income
is another question to which there is no possible objective
answer. (I postpone for the moment the question whether
the flat tax in a consumption tax or not.) Suppose two people
each spend $80,000 on consumption in a year; one has a
wage income of $100,000 above any personal exemption,
and the other has a wage income of $1,000,000 above any
personal exemption. Is it fair, or “equal treatment” as pro-
ponents of the flat tax like to say, that they each should pay
the same amount of tax? Would anyone but an economist,
or the person with the $1,000,000 income, say so? One
might say that the person with the $1,000,000 income is
only deferring the payment of tax and that at infinity, when
everyone has cashed in his chips, the amount of tax paid
by each will be equal. But that seems a long time to wait.

Taxing income rather than consumption probably
discourages the postponement of consumption—which is
to say that it discourages saving. But not taxing saved in-
come requires taxing something else more, and that also
discourages some kind of economic behavior. It can dis-
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courage work in favor of leisure. It can encourage consump-
tion in less-taxed forms like the use of an owner-occupied
home. Excluding the excess of gross investment over de-
preciation from the tax base distorts decisions in favor of
long-lived assets. Excluding from the tax base investment
in physical capital but not in human capital, as in  educa-
tion, also distorts economic decisions. We know very little
about the magnitude of any of these effects, and so we
know very little about the contribution that would be made
to economic efficiency or growth by the shift to a flat tax
of the kind now being proposed. That is to say, if the shift
from an income tax to a consumption tax is not consid-
ered fair, one cannot be sure that there are sufficient effi-
ciency and growth gains to outweigh that objection.

But even if one wants a consumption tax, the flat-tax
route is a peculiar way to get there. It is not true that con-
sumption is equal to income earned in domestic produc-
tion minus gross private investment. Consumption equals
income earned in domestic production minus gross pri-
vate investment minus net exports minus government pur-
chases of goods and services. Or the base of the flat tax,
which is income earned in domestic production minus
gross private investment, equals consumption plus net ex-
ports plus government purchases. Why net exports should
be included in the base of a consumption tax is a mystery.
It is also unclear whether government purchases should
be considered consumption and, if so, whose consump-
tion it is.

Moreover, the preceding calculations apply to the
aggregate national tax base. When we come to the base of
the tax of the individual taxpayer, which is what counts,
there is a further qualification. An individual’s saving in-
cludes the purchase of assets from other individuals, but
the individual gets no tax relief for that. Thus if A and B
have equal labor incomes, they will pay equal taxes; but if
A sells assets to B, he can consume more than B. Or if A
sells assets in the national market, reducing his portfolio,
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he can increase his consumption without increasing his
tax, and whoever buys the assets will be reducing his con-
sumption but will get no tax credit for it.

Elusive Interpretation

The flat tax has a “now you see it, now you don’t” quality
that makes its interpretation very elusive. In one light, it is
a tax on income, with a deduction for saving. But, as noted,
the deduction seems only partial. Moreover, the deduc-
tion is indirect and barely visible. The deduction is effected
by grossing up the value of saving invested in business capi-
tal. Thus, omitting the personal exemption just for the sake
of simplicity, we may take the case of a taxpayer with
$100,000 of income. He pays a tax of $20,000, spends
$20,000 on consumption, and invests $60,000 in the newly
issued stock of a corporation. This purchase permits the
corporation to buy $75,000 of capital equipment, because
the deduction of that much investment from its income
will save it $15,000 of taxes. So the individual taxpayer ends
up with $75,000 of assets and $20,000 of consumption. He
has paid only $5,000 of net taxes, which is 20 percent of
his income minus his saving, because $15,000 of the gross
tax of $20,000 has been offset by the corporation’s tax sav-
ing on his behalf.

Alternatively, the flat tax can be regarded as a sales
tax on consumption, or on the value of consumption goods
produced in the domestic private sector. This view implies
that with the imposition of the flat tax, all before-tax in-
comes earned in the private sector will rise by the amount
of the tax, so that the imposition of the tax leaves aftertax
income unchanged (and incomes below the exemption
level increased). Then the prices of consumer goods rise
by the amount of the tax, reducing the real income of in-
dividuals in proportion to their consumption.

Viewed in this way, the whole purpose of the tax at
the individual level, which can be paid with a postcard, is
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to establish  qualification for exemption from the sales tax.
A somewhat similar result, even better, could be performed
with a sales tax and a flat per capita refund for every resi-
dent. John Doe would not have to report his income, only
his existence. The required postcard return could be very
simple, like this:

Dear IRS:
My name is John Doe, social security number

123-45-6789. I have a lovely wife and two fine chil-
dren. Please send me $6,000.

Having wonderful time, wish you were here.

 Whether the markets would work to make these two
processes, the sales tax and the income tax, come out the
same way is not clear. But the two different possible pic-
tures probably contribute to the salability of the plan—
one picture being appealing to those to whom income tax
is a bad name and one to those to whom sales tax is a bad
name. That is another way of saying that it is difficult for
the citizen to tell on what and on whom the tax really falls.

Alternatives to the Flat Tax

From almost any standpoint, the present federal income
tax is full of anomalies, distortions, and complexity. This is
a good time to think seriously about how to correct it. While
the flat tax would correct the present system by eliminat-
ing it, there are other ways to correct it. Basically, there are
three questions:

• Do we want an income tax or a consumption tax?
• How graduated should the rates of either be?
• How comprehensive should either be?

The flat tax is a consumption tax with slight gradua-
tion of rates. The Nunn-Domenici proposal, now in Con-
gress, calls for a consumption tax with rates more graduated
than the flat tax.
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The existing income tax could be made more com-
prehensive and less distortive by covering kinds of income
now excluded, such as fringe benefits and the imputed
rent of owner-occupied homes. Those changes would per-
mit lowering of rates, and the rates could be either more
or less graduated than at present. Another possibility would
be to eliminate or reduce substantially the taxation of cor-
porate profits.

A radical version of the foregoing would be the Henry
Simons–style of income tax, eliminating the corporate tax
entirely and taxing comprehensively all personal income,
including capital gains, at  the same rate as other income.
The rate of the income tax could be flat, on income above
a personal exemption, as proposed by Milton Friedman in
1962, or graduated.

A still more radical  reform would be to combine two
Friedman proposals—a flat positive tax rate on personal
income, comprehensively defined, on income above the
exemption level, and a flat negative rate on income below
the exemption level. This plan would have the incidental
advantage of straightening out the taxation of capital gains
by providing a refund for net capital losses in excess of
ordinary income.

There is plenty of room for tax reform. Proponents
of reform have no reason to allow flat taxers to monopo-
lize the stage.
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6
Response to Armey, Eisner, and

Stein

Robert E. Hall

ongressman Dick Armey’s support for the flat tax is
encouraging and gratifying to its academic propo-
nents. I concur in his belief that simplification is a

central benefit of the flat tax. Not only does simplification
yield direct benefits in reducing the resources wasted by
the tax system, but also simplification seems to be the core
of the flat tax’s political appeal. We need to adopt a con-
sumption tax to improve incentives to save and the flat tax
is the best way to tax consumption. Many of the reasons
for the latter conclusion appear in my response to Herbert
Stein’s skeptical remarks on this topic. I also concur in
Armey’s vigorous insistence that the flat tax is fair and pro-
gressive, thanks to its high family exemption.

Armey proposes to eliminate withholding. I can see
the benefit of this change—today far too many people view
the income tax as a benefit program because they receive
tax refund checks. Withholding, though, is the key to the
remarkably high compliance rate that the tax system
achieves for wage and salary income.

Stein’s Views

Herbert Stein, a good friend of tax reform, raises many
specific criticisms of the flat tax. Without formulating a
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specific alternative, he advises against what he fears is an
impending monopolization of the reform movement by
the flat tax. It is my hope that the appeal of the flat tax is
that it solves the tax reform problem better than the alter-
natives do. I think there are good answers to all Stein’s
criticisms—I will touch on some of the more important
ones.

Income Tax versus Consumption Tax. Stein concludes that
no objective answer resolves the question of choice between
income and consumption as the base for taxation. I dis-
agree. A fundamental proposition of modern public fi-
nance theory holds that intermediate products should not
be taxed—taxation should be limited to products deliv-
ered to final users. In an economy operating over time,
capital is an intermediate product. A related proposition
is that if we restate an income tax as a consumption tax on
current and future consumption, the tax rate on future
consumption rises toward infinity with time. Zero taxation
of the earnings of capital gives the desirable pattern of
equal tax rates on consumption at all times. And if there is
any other distortion for capital good, like some monopoly
power in the capital goods industries, we might want to go
beyond a consumption tax and put some subsidy on capi-
tal. The case for a consumption tax over an income tax is
solid, with no issue of fairness in the choice—any income
tax system can be replaced by a consumption tax that makes
everyone better off.

Contrary to Stein’s statement, a consumption tax does
not distort the choice of investment toward longer-lived
capital goods. Rather, an income tax distorts choices to-
ward short-lived capital goods. An income tax raises the
required rate of return, which is a larger factor in the in-
vestment decision for long-lived capital. A consumption
tax does not distort the required rate of return. A con-
sumption tax is neutral with respect to that and many other
dimensions of choice. Similarly, there need be no distor-
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tion favoring owner-occupied housing. The Hall and
Rabushka proposal, with first-year write-off for landlords
and the imposition of the tax on the production of new
houses, gives exact neutrality between the two forms of
housing. I will elaborate on this point in dealing with Rob-
ert Eisner’s commentary.

Net Exports. Surprisingly, Stein allies himself with those
who think that the rebate of tax for exports and imposi-
tion of tax on imports is beneficial. Although this opinion
is common among politicians, I know of no other econo-
mist who shares it. The standard view among economists
is that it is a matter of indifference to include or exclude
net exports in a consumption tax, because the present dis-
counted value of net exports is close to zero. And the ex-
clusion of net exports makes for a much easier transition
to the flat tax. If exports are excluded and imports included
in the tax base, the dollar must appreciate by the amount
of the tax at the time the tax is introduced. The alternative
of including net exports causes no shock in the foreign
exchange market. For that reason, the case is strong for
following the Hall and Rabushka proposal; Stein’s alterna-
tive would cause completely unnecessary and large wind-
falls in the foreign exchange market.

Lack of Exemption for Business Income. Stein is correct
that the unusual family with income from capital but no
wages or pensions would not benefit from the exemption
in the flat tax. The actual number of such families is van-
ishingly small. For people directly involved in operating
businesses, the problem does not arise because they would
be allowed to pay themselves salaries so as to benefit from
the exemption.

Family Exemptions. The only reason for the individual tax
is to handle the exemption—why not just write families
checks for their exemptions? Stein is quite right that the
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main reason for having an individual tax is to support fam-
ily exemptions. We could roll the flat tax’s business and
individual taxes into a single tax, and it would just be a
value-added tax but would not have an exemption. The
problem is to find a good way to provide the exemption.
Stein’s idea that people would just tell the government
about their existence and get a check for the value of their
exemptions is naive. Policing false claims for exemptions
would be a multibillion dollar headache for the IRS, as it is
today under the earned-income tax credit. Would people
who are in the United States for only four months out of a
year get a third of the standard exemption? How can we
verify the time they were here? The only workable answer
is to key the exemption amount to earnings in the United
States. I also think Armey has an important point that the
government should not write checks unless it has to. If the
only visible part of the tax system is a rebate check for
$6,000, many people will have a completely false idea of
what the government is taking from them. I find the rea-
sons for setting up the exemption as part of a personal tax
compelling—the choice is hardly the arbitrary one that
Stein suggests.

Another important benefit of the individual part of
the tax arises during the transition. Under the current tax
system, workers are paid on a before-tax basis. After their
wages are determined, they actually receive the agreed-
upon amount less withholding. If we switched to a sales
tax, as Stein proposes, or to a value-added tax, workers
would expect to continue to be paid the agreed-upon
amount, but they would no longer have to pay taxes. Their
employers would have to pay the tax instead. Prices would
have to rise enough to cover the increased tax cost. Thus,
the switch to a sales or value-added tax would have to bring
a one-time wave of inflation, worse than anything seen pre-
viously in U.S. history. This inflation would occur because
the full amount of tax payments would be distributed as
an increase in the prices of goods and services. With the
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flat tax, no inflation at all would arise from the wage tax
part of our proposal. Workers would continue to be paid
on a pretax basis and would continue to pay tax out of
their earnings. The practical significance of this difference
is overwhelming but is not mentioned in Stein’s claim that
a sales tax would be just as convenient as the flat tax.

Not a Measure of Consumption. The flat tax claims to be a
consumption tax but does not actually measure a family’s
consumption. The claim is correct. It is not necessary to
keep track of each family’s whole budget to tax its con-
sumption. After all, a sales tax on all consumption goods
is certainly a consumption tax but does not measure any-
thing at the family level. A value-added tax is equivalent to
a sales tax but is much easier to administer. The flat tax is
just a value-added tax with part of the tax paid by workers.
Its economic effect is the same as a sales tax. Stein is right
that someone looking at the tax forms will not see at a
glance that it is a consumption tax. But the flat tax does
create an environment in which saving earns a greater re-
ward than it does under an income tax. What people can-
not tell from the tax returns they can tell from the signals
they get from the market.

Alternatives. Stein concludes agnostically that we ought to
be thinking about the Nunn-Domenici personal consump-
tion tax or an income tax with a broader base as meritori-
ous alternatives to the flat tax. The personal consumption
tax, which keeps track of every element of a family’s bud-
get, utterly fails to deliver the benefits of simplification, a
benefit that Armey properly stresses. The Nunn-Domenici
tax, as currently proposed, is a frightening step backward
in terms of near-confiscatory taxation of successful people
and businesses, because the top rate on taxable income
over $24,000 would be 40 percent. The proposal would tax
higher-income taxpayers at a 40 percent rate and would
impose an 11 percent value-added tax as well, for a com-
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bined rate of 51 percent. Income taxes miss the essential
benefit of lifting taxation from a key intermediate prod-
uct, capital. A consumption tax can always beat an income
tax. At a minimum, I would urge Stein to limit the range
of his agnosticism to alternative consumption taxes.

Eisner’s Views

Robert Eisner pushes even harder against the flat tax. He
is a fan of base broadening and welcomes the integration
of corporate and personal taxation to eliminate the double
taxation of dividends. But he is adamant in his opposition
to consumption taxation.

Critique of Consumption Taxation. Eisner clearly favors
income over consumption taxation, although he does not
spend much space making the argument. As I noted in my
response to Stein, modern public finance theory has cre-
ated a strong presumption in favor of consumption taxa-
tion. Income taxation—by taxing an intermediate
product—puts a completely avoidable inefficiency into the
economy, one that everyone has to pay for. It is just as inef-
ficient to tax the earnings of capital as it would be to put a
special tax on industrial use of steel.

Eisner does offer one argument that survives this
point. He observes that if the effect of military spending is
to protect physical capital, then the earnings of capital
should be taxed at a rate that reflects the additional mili-
tary spending made necessary by another unit of capital.
Not since the War of 1812 has an enemy damaged U.S.
capital, and the risk today seems negligible. The general
principle Eisner enunciates, that capital should bear its
fair share of the cost of government, is dead wrong in the
thinking of modern public finance.

Distribution of the Burden of the Flat Tax. Eisner presents
some extensive calculations of the amount of tax paid by
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income category. His calculations in table 3–16 seem to
suggest that the existing tax system is regressive and the
flat tax would be even more regressive. His note 12 shows
admirable candor in revealing why these calculations
should be disregarded; I would put much more weight on
the note than Eisner does. Some of the families in low AGI
categories are poor, but others are not. They are able to
continue consuming—and therefore paying a consump-
tion tax—because their low AGIs are purely transitory.
Eisner’s estimate in table 3–13 that families in the lowest
income category would pay a flat tax equal to an astonish-
ing 31 percent of their incomes shows how useless these
calculations are. Eisner does not mention that low-income
families (the 20 percent with the lowest incomes) pay 80
percent of their incomes for housing, 30 percent for trans-
portation, 38 percent for food, and 48 percent for “other”
goods and services. (See “Indicators,” The American Enter-
prise, vol. 6, no. 1 [January/February 1995], p. 17.)  Their
total consumption is several times their incomes.

It is an axiom of economists’ thinking—reflected in
Eisner’s note 12—that income in a single year, such as AGI,
is a highly misleading way to look at distributional issues.
We need either a measure of permanent income or a mea-
sure of consumption to get any kind of picture of the dis-
tribution of tax burdens. It is essential that the low
categories be restricted to the genuinely poor and that the
high categories be genuinely rich. The confusion that re-
sults from defying the principle of note 12 is not random;
it is the systematic conclusion that the tax system is much
more regressive than it really is. The artificial bias toward
regressiveness is greater for a consumption tax than for an
income tax. To infer from Eisner’s calculations that the
flat tax is less progressive than the income tax would be
improper.

Because the flat tax is a strict consumption tax, there
is little mystery about the distribution of its burden across
consumption groups. Wages below the exemption level of
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$25,500 for a family of four are untaxed. Wages above that
level are taxed at 19 percent. The proper version of Eisner’s
table 3–13, as I look at the issue, is:

Consumption Tax rate
(thousands of dollars) (percent)

10 0.00
20 0.00
30 2.85
40 6.89
50 9.31
75 12.54

100 14.16
200 16.58
500 18.03

1000 18.52

NOTE: These calculations apply for families who do not have
interest and dividend income. The great majority of low-
income families have only wage, salary, pension, or propri-
etorship income and no interest or dividend income. A
small number of households, primarily retired, would pay
higher consumption taxes than in this table because they
do not enjoy the full benefit of the exemption unless they
have wages, salaries, and pensions above the exemption
limit.

In thinking about the fairness of the flat tax, I believe that
we should concentrate on this table. Precision about the
amount of tax paid today under the income tax by con-
sumption category is difficult, but I do not think it is very
different from this table.

Housing. The flat tax gives first-year write-off, in effect, to
owner-occupied housing. It brings the service flow of hous-
ing under the tax where the flow escapes taxation under
current income tax. It achieves neutrality between rented
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and owner-occupied housing both with respect to invest-
ment decisions and with respect to families’ rent-buy deci-
sions.

To see this point, consider first the treatment of rented
housing under the flat tax. The contractor and the
contractor’s suppliers pay the flat tax when they build a
house, and that tax, as Eisner points out, is embodied in
the price the landlord pays for the house. But upon pur-
chase of the house, the landlord receives a first-year write-
off that exactly offsets the tax built into the price of the
house. So far, no net taxation. Then the landlord pays the
tax on the rental receipts from the house. That amount is
the only net tax, and it is a tax on the consumption of the
house’s services. Rented housing is thus taxed on the strict
consumption tax principle. Now if the purchaser of the
same house will be living in it, the same tax is embodied in
the purchase price. There is no explicit first-year write-off
or explicit taxation of the service flow from the house. The
net tax paid is just the tax built into the price of the house.
Because the price of the house equals the present dis-
counted value of the future service flow, the tax paid by
the homeowner is the same as the tax paid by the landlord.
There is neutrality between renting and owning. The neu-
trality would be a little clearer if we allowed the homeowner
first-year write-off, on the one hand, and then collected a
tax on the service value of the house, on the other hand,
but those two provisions would just offset each other. Col-
lecting the tax once from the contractor and omitting the
homeowner from the process are much simpler.

Eisner is right that the elimination of the mortgage
interest deduction may be a negative influence on hous-
ing. Whether the fact that one can deduct interest on bor-
rowing secured by a house has much effect on the value of
housing or the demand for it is an unresolved question.
After all, one can also deduct interest on borrowing se-
cured by stocks or bonds, but no one has suggested that
such borrowing affects the value of stocks and bonds.
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The neutrality achieved by the flat tax may be going
too far. Housing is taxed by state and local governments
through property taxes. The combined effect of neutral
federal taxation and state property taxation may indeed
tilt against housing. So a logical modification of the flat
tax might be to offer some offset to the flat tax based on
the amount of property tax paid. Retaining deductibility
of property taxes would be a possibility and would cushion
whatever shock the removal of interest deductions might
cause. These are elite issues, since about two-thirds of tax-
payers do not itemize deductions under the current in-
come tax.

Human Capital. Eisner observes that the flat tax does not
have an explicit provision for first-year write-off of invest-
ment in human capital, just as the current income tax does
not permit depreciation of human capital. The bulk of
human capital investments are written off implicitly, how-
ever, under both the current income tax and the flat tax.
When a teenager chooses not to work but rather to go to
school, or when any worker accepts a lower wage in return
for skills acquired on the job, there is an implicit write-off.
The accumulation of human capital is treated on the con-
sumption tax principle.

Eisner is right that the bias against cash investments
in human capital is retained and worsened in the flat tax.
Some economists have argued for the partial retention of
deduction of state and local taxes to reflect their educa-
tional content. I see this issue as part of the much bigger
question of the role of the government in providing edu-
cation. I believe it should be considered not as part of gen-
eral tax reform but rather as part of the reform of public
education. Replacement of government-operated school
systems by support of privately operated schools through
vouchers seems the way to go. The role of the federal gov-
ernment in a voucher plan could easily be adjusted to give
the equivalent of tax write-offs.
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Intangible Capital. Eisner observes that investment in in-
tangible capital is an important part of total capital accu-
mulation in the U.S. economy. Under both the current
tax and the flat tax, all business investment in intangible
capital receives first-year write-off. It is treated strictly by
the consumption tax principle, with no bias toward hard-
ware investment. Similarly, investment of all kinds by state
and local governments is treated neutrally. Here the dem-
onstration of neutrality is exactly the same as for housing.
When a local government builds a bridge or a school or
trains its police force better, it pays the flat tax built into
the prices it pays for those products. There is no write-off,
but there is also no taxation of the future service flow. A
business making the same investment would enjoy a write-
off, but it would pay a tax on the earnings from the invest-
ment in the future. These offset exactly. Eisner’s claims
that the flat tax is biased against intangibles or against
public investment are thus incorrect.

Eisner concludes that a broad tax that taxes all in-
come exactly once is a good idea. Just as he would entertain
the flat tax if given a choice only between it and the current
tax, I would choose his proposal over the current tax. But
his easy concession that it would be acceptable for the top
bracket under his unitary income tax to be 46 percent was
startling. How many trillions of dollars, over future decades,
would the nation lose by the distraction of high-income
successful people that would surely accompany that high rate?
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