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Federal Tax Reform Panel

Proposal for Reforming Federal Tax System

I.  Description

a. The Tax Base – Requirements for my proposal are honesty, fairness, and simplicity.  The main base of my proposal would be the personal income tax, but totally revised from its current form.  The present personal income tax could be considered a “stepped flat tax”, with a small number of finite tax rates including 0%.  I would propose a smoothly graduated tax rate starting from the first dollar of income and with no steps. A graduated tax should be continuously graduated to eliminate the dislocations caused by steps.   “Income” would include wages, employee benefits and perks, interest, dividends, capital gains, and any other form of income, and perhaps welfare payments.  I believe there should be a special provision for capital gains because of the time-dependent nature of that income, so that its rate would be perhaps 40% or 50% of the rate for other income.  Dividends should be taxed at the receiving end, but not at the company level.  Income to be paid out as dividends should pass through and not be taxed first at corporate level.

I propose repealing the corporate income tax, or at least cutting it to a maximum of 20% and smoothly graduated from lower income levels to higher levels.  The federal corporate income tax rate is one of the highest in developed countries. The corporate income tax is being widely avoided or evaded as suggested by the small percentage of federal revenue it provides.  I believe much more money is spent each year for accounting and lawyers to avoid these taxes than is actually collected and these efforts fantastically distort the business picture.  As the corporate income tax is repealed, it will be necessary to increase efforts to make sure that all payments, perks, and all other benefits to employees are fully counted as personal income.  Such benefits to be considered taxable income should include all pension and health insurance payments by employers, meals, luxury furniture, sports and health club memberships, and anything else of value received by an employee.  It is not fair to part-time and self-employed people to let other people receive these benefits tax-free when they cannot.  There is still a great amount of abuse in the area of payments to employees, as shown in these scandals at Enron, HealthSouth, NYSE, and others.
In addition to the income tax I propose a new system of luxury taxes.  Many conservatives are calling for a “consumption tax” and a luxury tax is a consumption tax and it is a voluntary tax.  However its rates should be smoothly graduated from entry level to greater luxury, and a range determined for each type of goods. A smoothly graduated tax will not hurt industries, but stepped rates can.  There is no reason not to tax luxury items.  I think it is a crime that a $70,000 BMW or a $2000 Rolex watch are not charged a luxury tax.  It should apply to all sorts of upscale purchases including appliances and maybe even homes.
I would also add a “carbon tax”.  This carbon tax should apply to all uses of carbon-based fuel including cars and trucks, airplanes, trains, construction equipment, power plants, and chemical plants.  It should start immediately at perhaps 20 cents per gallon or equivalent and be increased each year for three or more years.  The revenue from this tax should be dedicated to reducing income tax rates and reducing the deficit, and should not go into a transportation fund.  Such a carbon tax would reduce demand for carbon fuels and is at least partially voluntary. It should not apply to nuclear or hydropower.  While it is clear that “global warming” is not a valid issue, fuels are now being recklessly wasted in this country because they are too cheap.

I would keep the estate tax.  There needs to be some mechanism to prevent a few of the richest people from accumulating all the wealth in the country (and in the world).  The estate tax is one such mechanism.  A “wealth tax” would be another.  Graduated tax rates are another.  Basis for inherited assets should continue to pass on at the level when a person died, or must be indexed for inflation all the way back to purchase. Non-profit organizations should not be able to rely on the government to squeeze contributions out of people. 
I would keep tariffs. Tariffs should remain, but at a low level such as 10%.  Rates could be based on exporting country’s wage rates.  The country started with tariffs as the main source of government revenue.

I used to favor the “flat tax” as proposed by Steve Forbes, but I have concluded it is mainly an attempt to shift the tax burden from the wealthiest people to middle-income people.  I therefore now oppose the flat tax.  I also oppose a “national sales tax” or a “value added tax”.  In both cases, businesses would be forced to become tax collectors even more than they are now, and that should be avoided.  It also allows an opening to tax all “internet sales”, a position that most conservative and business people have opposed up till now. 

Voluntary taxes-Certain kinds of sales and luxury taxes can be avoided if one does not buy the item, and this type of tax is fairer than an income tax.  

Other voluntary taxes-A tax on paper of 25 cents per pound would reduce the current excess use of paper, waste of trees, and excess filling of landfills.  Taxes on tobacco and alcohol should remain, with same rate applied to beer as to liquor. A tax on bulk mail, or elimination of bulk mail rates, would reduce the torrent of unwanted mail that everyone receives. This should apply to charitable and religious mail as well as to business junk mail. Perhaps television, advertising, and sports should be targets for some “voluntary” taxes, since this is where the money is, and such taxes could be reduced by using less of the commodity. 
b. Exemptions, Deductions, Credits, and Exclusions – My income tax proposal would eliminate all exemptions, deductions, credits, and exclusions.  Such items come under the category of “loopholes” and a rational and logical tax plan must eliminate the loopholes.  The bulk of the thousands of pages of tax regulations involve loopholes and a simple plan cannot have these.  That means no marriage deduction (and therefore no marriage penalty), no child tax credits, no adoption tax credits, no charitable deductions, no “standard deduction”, no mortgage deduction, no tax credits for hybrid vehicles or ethanol fuels, and no health insurance tax credits.  It would also mean no IRA deduction, but there could still be provision for a Roth-type IRA plan.
My tariff proposal would apply to all countries and would not allow reduced tariffs for “most favored nations”, especially China.  However there might be some place for special consideration of poverty-plagues nations where we want to lend special assistance.

c. Tax Rates – For my income tax proposal, I would start tax rates at 1% for the first dollar of income and then smoothly graduate the rate with increasing income to perhaps 15% at $50,000, 29% at $100,000, and on upward with a straight line function up to some amount like $200,000.  It would probably be advisable to then change to a smooth curved line above that level since a straight line would go above 100% with high incomes.  I believe everyone with income should pay some income tax, but lower incomes should pay a lower rate than higher incomes.  And higher incomes should not pay a lower rate than middle incomes as they do now, when the FICA tax is counted.  Corporations should pay no income tax; only people should pay taxes.  But all personal income must be counted, including all employer benefits.
For my luxury tax proposal, tax rates could either be started at 1% for an item that costs 125% of a utility item and then smoothly graduated with increasing cost, or the 1% rate could be applied even on a utility item and then smoothly graduated with increasing cost.  A price range and tax rate range would need to be established for each type of item, since a luxury range would be much different for a Rolex watch or jewelry than for a car, a boat, or an airplane.  The top tax rate for each type of item could be 30% or it could be as much as 100% or even more.  If a 30% rate would be appropriate for a $50,000 Mercedes, the rate for a $300,000 Ferrari could reasonably be over 100%.

d. Distribution of the Tax Burden – Everyone with any income should pay some tax.  At present, there are a very large number of lower-income people who pay no tax at all (except for FICA), estimated at almost 50% of workers.  These lower-income people should have the opportunity to pay some tax.  However there is also a considerable number of very high-income people who possess a huge proportion of all income, but who find all sorts of loopholes to reduce their tax rates below those of most middle-income people.  For instance, John Kerry showed a tax rate of 12% on his multimillion dollar income.  The tax burden should bear heaviest on the people who have the most income and/or wealth.  Therefore these people should pay a higher tax rate and should not have loopholes available.  The “Alternative Minimum Tax” was intended to overcome some of this excess of loopholes, but now politicians from both major parties want to eliminate the AMT, or raise its threshold level.  That is self-defeating.  AMT would not be needed if there were no loopholes.
e. Treatment of charitable giving – I believe most people will give substantial amounts to charities even if there is no tax break.  Therefore I would eliminate charitable deductions.  And I would certainly not allow President Bush’s idea to allow both a “standard deduction” and a “charitable deduction”, essentially a double deduction.  That is simply unacceptable.  I do not approve of using government tax policy to squeeze charitable donations out of the people.  I would also eliminate the lower charitable postage rate.
f. Treatment of home ownership – I would eliminate the home owner’s mortgage deduction because it contaminates the tax code and it also discriminates against renters and those whose homes are paid for.   
g. Collection methods – I would eliminate the current income tax withholding system and require taxpayers to make a monthly or quarterly tax payment themselves.  The withholding principle makes it too easy for Congress to raise taxes.  It also imposes a burden on businesses and a dangerous source of surprise penalties.  This is one reason I oppose the “national sales tax” or a “value added tax”.  They use businesses to do the tax collecting.  The luxury tax would also do that to some extent, but many businesses would not be affected.
h. Treatment of businesses – The most important business factor in my tax plan would be to repeal the corporate income tax.  This would eliminate many abuses of the tax code, would open up business for more growth and more jobs, and would reduce the overhead of multiple accountants just for tax matters. The corporate income tax is immensely complicated and costs businesses huge amounts for accounting, and costs the government huge amounts to collect it.  And in the end most corporate income avoids the tax so that this tax provides only 7% to 10% of federal revenue.  It would be a huge stimulus for job creation to abolish the corporate income tax. It is probable that the improvement in business climate would bring in enough revenue to replace the corporate tax revenue.  

Some examples of financial improvements coming from an end of the corporate income tax follow:

· Companies would lose incentives to go offshore, and companies from other countries would come here.

· Excessive executive salaries would no longer be subsidized by taxpayers.

· Excessive executive “perks” such as country club memberships, luxury cars, and expensive entertainment would no longer be subsidized.
· Employment benefits such as medical insurance and pension payments would no longer be subsidized.

· Advertising extravagance would no longer be subsidized.

· Reckless corporate spending for luxuries would no longer be subsidized.

· Capital spending for growth would no longer be penalized.

· Dividends would not be taxed at the corporate level and could be passed through.

· An irrational system of corporate tax rates that are highest for small business income and lower for the largest corporations would be eliminated.

· Something like a billion hours of accounting work would be saved each year and millions of trees would be saved by reducing paper use.

· The IRS could shift much of its efforts to more productive work.

It has been claimed that the estate tax causes small businesses and farms to be sold out to cover the taxes due, but in fact the corporate income tax is a bigger factor.  If the business or farm is large enough to be greatly affected by the estate tax, it is not really a “small business” and it is probably already organized as a corporation.  It is then the corporate income tax that confiscates a large percentage of the value.  In my own case I am faced with huge corporate income taxes just to sell property owned by our family for over 50 years.  The estate tax would be less.
II.   Impact of Proposal Relative to Current System

a. Simplicity – The current tax code is vastly overcomplicated and must be drastically simplified.  The system I am proposing would be far simpler than the current system because it would eliminate the thousands of pages of special situation loopholes as described above.  Eliminating the “corporate income tax” would in itself remove thousands of pages of regulations.  It would be simpler than the “flat tax” plans being proposed because it would not require keeping track of rebates to lower-income taxpayers and verifying that they qualify.  A smoothly graduated tax is just as simple to calculate as a flat tax, requiring only a table.
b. Fairness - All income should be taxed.  Fairness requires that all employee benefits and perks should be taxed as income, including FICA taxes.  This includes health insurance, pension contributions, and airline employees’ free flights, among a huge number of current tax-free perks.  All income includes dividends, interest, and capital gains.  In fairness, capital gains should be counted at 40% or 50% and added to remainder of income. Because of the time factor before gains are realized, capital gains should be taxed at a lower rate than regular income.  The current rates give a bigger reduction to the wealthy than to middle income people and are too complicated.  Simply take a percentage of the gain and add it to the other income and tax at that graduated rate.
Fairness requires that people with only a survival or poverty income pay a lower tax rate than people with  higher incomes, but not a zero rate.

c. Economic growth and competitiveness – I believe a simplified tax system by itself would give a large boost to economic growth and competitiveness.  Eliminating the federal corporate income tax would do still more.  And eliminating all the paperwork required by the current tax code would do still more.
d. Compliance and administrative costs – I believe compliance and administrative costs would be drastically reduced by the tax proposals I have described above, both for the private sector and for government.  One place where compliance costs may be increased is the need to patrol the benefits and perquisites that employers give employees to make sure they are counted as employee income.  That should be done even under the current system.  For the individual, compliance costs would be minimal and the annual dread of April 15 would be greatly reduced.  Much of that comes from the fear of making a mistake, and there would be much less chance of that.  Incidentally, it should be required that all members of Congress be required to do their own tax preparation without any outside help.
III. Transition, Tradeoffs, and Special Issues.
a. Tradeoffs – While eliminating the corporate income tax would cost some revenue to the government, I believe it would be largely made up by taxes on increased dividends, better corporate efficiency and results, and reduced government paperwork costs.  Other aspects of the program I suggest would add still more revenue, such that individual income tax rates could probably be reduced and the deficit could be paid down.  
For individuals, the loss of deductions, credits, and other loopholes would be balanced by greatly reduced work to prepare the return as well as lower tax rates.
b. Transition – The plan I propose would not require very much in the way of transition provisions, in contrast to a shift from an income tax to a national sales tax, for instance.  There would be changes in tax rates, but most would be reductions.  Most areas of my plan could be implemented immediately with no problems.
c. Favorable/unfavorable treatment of industries – There might be some effect on certain industries that are currently benefiting from subsidies, such as high end restaurants, advertising agencies, accounting firms, and law firms.  Most industries would receive beneficial effects.

I hope you will consider my suggestions for a simplified and fairer tax code.
Yours truly,

John Zimmerschied
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