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Good afternoon Mr. Chairman and Members of the commission. I am Dick Armey, former House Majority Leader, and currently Co-Chairman of FreedomWorks, a non-partisan, non-profit grassroots organization with more than 700,000 members that works for lower taxes, less government, and more freedom. Thank you for inviting me here today to discuss the issue of fundamental reform of the U.S. tax code.

With President Bush leading the call for fundamental tax reform, the American people have a great opportunity to get the reform they have been seeking for years.  At the Republican Convention last summer, President Bush revitalized the issue in his acceptance speech when he told the nation, "The American people deserve—and our economic future demands—a simpler, fairer, pro-growth system." 


That is what the American people want.  They know that our current income tax system is broken. It is complex, it is unfair, it inhibits saving, investment and job creation, it imposes a heavy burden on families, and it undermines the integrity of the democratic process. It cannot be repaired by any tinkering or fine-tuning. It must be completely repealed and replaced with a flat income tax.

While there is considerable agreement that the current code should be scrapped for one that is simpler, fairer, and pro-growth, there is less agreement on what a new tax code should look like.  When choosing an improved system, we should go back to the basics and consider what we want our tax system to do.  Simply put, it should collect revenue to pay for the functioning of government in the simplest, fairest, and most transparent manner possible.  

Of the proposals for reform, the flat tax best meets these goals.  While other proposals, such as the national sales tax, may be efficient tax collecting mechanisms, we should not introduce such a powerful tax collecting regime on the country until the 16th Amendment to the Constitution is repealed—otherwise, we will then have both a national sales tax and a federal income tax, a regime very similar to the dangerous combination of taxing powers that has enabled European governments to grow so large.  Repealing constitutional amendments has been very difficult historically.  In the mean time, those in favor of scrapping the current code should work toward enacting the flat tax.  

The flat tax starts by scrapping the entire income tax code and replacing it with a flat-rate income tax that treats all Americans the same. Under a flat tax, like in the Armey-Shelby flat tax bill introduced as recently as the 107th Congress, all income is taxed once and at one rate.  Wage and pension income tax is collected from individuals. All other income tax, including investment income tax, is collected from businesses. Individuals fill out a tax return the size of a postcard. Business owners pay the same tax rate on profit (revenue minus expenses) and would file an equally straightforward tax form. 
All deductions and credits would be eliminated. The only income not subject to tax would be a generous personal exemption that every American would receive. For a family of four, for example, the first $40,000 in income could be exempt from tax.   The personal deduction amount, which would be indexed to inflation, and the flat tax rate could be calculated to be revenue neutral, so as to not increase the deficit in the process of enacting this important reform.  

The flat tax is pro-family.  It eliminates the marriage penalty and nearly doubles the deduction for dependent children. By ending the multiple taxation of saving, the flat tax provides all Americans with the tax equivalent of an unlimited IRA. This will make it easier for families to save for a home, a vacation, a college education, or retirement. The flat tax replaces the current income tax system, but does not affect the Social Security and Medicare payroll taxes.
With a flat tax, there are no breaks for special interests. No loopholes for powerful lobbies. Just a simple tax system that treats every American the same.  The flat tax would simplify the tax code, promote economic opportunity, and restore fairness and integrity to the tax system—all problems in the current system that need correcting, as I will detail in these next paragraphs.
Current Tax Code Problems and the Flat Tax Solution

The Current Problem: Complexity

The U.S. income tax code is a monument to unnecessary waste. The IRS sends out eight billion pages of forms and instructions each year which, if laid end to end, would circle the earth 28 times. Nearly 300,000 trees are cut down each year to produce the paper on which IRS forms and instructions are printed. The code exceeds 60,000 pages, and it takes Americans 6.6 billion hours to complete their taxes every year, which is more time than it takes to build every car, truck, and van produced in the United States. It now takes an average of over 26 hours to file a standard 1040 and over 60 percent of Americans now turn to professional help to file their taxes. Simply complying with the tax code imposes national costs as high as $194 billion annually, or about $650 for every man, woman, and child in America.

The Flat Tax Solution: Simplicity

The flat tax replaces the current income tax code, with its maze of exemptions, loopholes, and targeted breaks, with a system so simple Americans could file their taxes on a postcard-size form. It has been estimated that a flat tax would reduce compliance costs by 94 percent, saving taxpayers as much as $180 billion in compliance costs each year.

The Current Problem: Unfair
The main reason the tax code is so complex is the proliferation of deductions, credits, and other special preferences in the tax law. Because of these loopholes, taxpayers with similar incomes can pay vastly different amounts in taxes. This uneven treatment of taxpayers is fundamentally unfair and is at odds with the American value of equality under the law. 

The Flat Tax Solution: Fairness
The flat tax will restore fairness to the tax law by treating everyone the same. No matter how much money you make, what kind of business you are in, whether or not you have a lobbyist in Washington, you will be taxed at the same rate as every other taxpayer.
However, because of the large personal deduction, progressivity is maintained.  Under the flat tax, the more you earn, the more you pay. In fact, because of the high family exemption, the more a taxpayer earns, the greater the share of his income he pays in tax. A family of four earning $25,000 would owe no tax under the proposal. A family of four earning $50,000 would pay only 6 percent of its income in income taxes while a family earning $200,000 would pay 14 percent.  But they would all have the same personal deduction, and the same rate on income above that deduction. 
The Current Problem: Hindering Economic Opportunity
The tax code reduces incomes through punitive taxes on saving, work, and entrepreneurship. It places multiple layers of tax on saving, thus reducing investments in new machines and technology that make American workers more efficient and competitive. High marginal tax rates (that is, the tax rate on the last dollar earned) discourage work, saving, and entrepreneurial activity, which leads to a smaller and less productive economy. By favoring certain economic activities over others, the tax code distorts financial decisions and reduces economic efficiency.  Dale Jorgenson, the chairman of the Economics Department at Harvard University, found that each extra dollar the government raises through the current system costs the economy $1.39.
The Flat Tax Solution: Prosperity
Because the flat tax treats all economic activity equally, it will promote greater economic efficiency and increased prosperity. When saving is no longer taxed twice, people will save and invest more, leading to higher productivity and greater take-home pay. When marginal tax rates are lower, people will work more, start more businesses, and devote fewer resources to tax avoidance and evasion. And because tax rules will be uniform, people will base their financial decisions on common-sense economics, not arcane tax law. 

According to one study by a former chief economist for Congress' Joint Committee on Taxation, under the flat tax the economy would be 5.7 percent larger after five years than under the current system. That translates into over $500 billion in higher output, or more than $3,000 in higher income for the typical family of four. Michael Boskin, a former chairman of the Council of Economic Advisors, estimates that the flat tax would increase the size of the economy by 10 percent.

The Problem: Undermining Good Governance
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The current tax code does more than complicate people's lives during tax season and reduce living standards. It pollutes Washington's political culture. As special-interest provisions have been added to the tax code, Washington's lobbying industry has flourished. The accompanying chart shows how the growth of the lobbying industry has coincided with the increased number of words (and special-interest provisions) in the tax code. 

Washington's lobbying industry is the largest private employer in the nation's capital.  If the lobbying industry were its own economy, it would be larger than the economies of about 60 countries. Since 1998, 483 companies have lobbied the IRS alone, hiring 2,884 tax lobbyists, including 277 former federal government employees.  While the thousands of lobbyists in Washington have prospered in an environment of tax favoritism, the typical taxpayer has not.

The Flat Tax Solution: Transparency
By eliminating itemized deductions and special breaks, the flat tax would have a chilling effect on special-interest lobbying and transform the political culture in Washington. Under a simple, transparent system that taxes all income one time—and requires a supermajority vote to add a loophole—there will be far fewer lobbyists than under today's special-interest, free-for-all tax system. 

Frequently Asked Questions
Many Americans find the flat tax to be a powerful and liberating idea.  They like the fact that it is in line with the fundamental American understanding that everyone should be treated equally before the law.  Of course, any major change leads even the strongest supports to ask questions like the following:
Will I be able to afford my home mortgage without the mortgage interest deduction?
Yes.  Every study of the flat tax shows that it will lower interest rates—and that includes studies done by flat-tax opponents.  A Federal Reserve economist, for instance, reported that interest rates will drop 25 percent.  Consider how a sharp reduction in interest rates would affect the average family that earns $50,000 and deducts $5,000 in mortgage interest. The home mortgage deduction saves this family $750 in taxes, where a 25 percent drop in interest rates saves it $1,250 in lower interest payments. That family is $500 better off under the flat tax with lower interest rates—even without the home mortgage interest deduction (and not counting the higher personal exemptions). 
Won’t charities suffer as a result of the flat tax?
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No. As incomes rise under the flat tax, so too will donations to America's charities. As the nearby chart shows, over the past several decades, increases in giving have closely tracked increases in personal income. This trend continued during the 1980s when, even as the tax value of the deduction declined and fewer taxpayers were able to take the charitable deduction, charitable giving increased. Because incomes will increase significantly under the flat tax, giving will rise in the long run as well, even without the charitable deduction. 

Will the flat tax increase the deficit?

Absolutely not.  You may hear wild charges that the flat tax will expand the deficit, but these charges are based on discredited and usually dishonest studies.  The flat tax can be made revenue neutral, so it brings in the same amount as the current system.  The Armey-Shelby flat tax bill called for two-year transition period with a flat rate of 20 percent, then a move to 17 percent, along with $40 billion in budget cuts, resulting in no impact on the deficit.

But is the flat tax progressive?  
Sure it is, because of the generous family allowances—the only deduction that should be allowed.  In the Armey-Shelby flat tax bill, the first $33,300 of income for a family of four was exempt—about $40,000 in today’s dollars.  As a result, middle-income people would pay a far lower share of their income in taxes than the rich, and the poor would pay nothing at all.  Think about it.  If a family of four makes $50,000 under the Armey-Shelby flat tax, the 17 percent flat-tax rate applies to less than a third of that family’s income.  But if a family of four makes $200,000, the 17 percent flat tax rate applies to 80 percent of that family’s income.  
But even if the flat tax didn’t have this progressive feature, the rich would still pay a lot more in taxes than the middle class or the poor.  With three times the net income (after taking out your personal exemption) you would pay three times the taxes.  And so on.  That seems pretty fair to me.

Would the family allowance be indexed for inflation?
Yes.

Will the flat tax increase taxes on the middle class?

No.  Americans at all income levels will have their taxes reduced.  Not only will taxpayers keep more of their money, but the incomes will increase.  Under the flat tax, the typical family will see its income raise by $5,000 to $7,000 within five years.

I’ve heard the flat tax doesn’t tax investors’ income.  Is this true?
No, that is flat wrong.  The flat tax taxes all income at the same rate, whether it comes from wages, stock dividends, or some other source.  

How will the flat tax affect pensions, 401(k)s, and other retirement plans?
Because the flat tax ends the bias against saving, in effect, all income that is saved will be treated like an IRA or a pension.  Currently, IRAs, 401(k)s , and pensions are unusual because they are taxed only once.  Under the flat tax, all savings will be taxed only once.  That will make it easier for Americans to save for their children’s education, their own retirement, or anything else.

How will state and local governments be affected by a flat tax?
State and local governments will benefit from the high-growth economy, which will pour more revenue into their treasuries.  Further, tax reform in Washington might very well lead to tax reform at the state and local level, too.
Conclusion
The flat tax is so popular with the American people because it embraces the core belief that all Americans should be treated equally. Rich or poor, black or white, we should all be viewed equal before the law.  No more favoritism toward some citizens and harassment of others.  No more loopholes.  No tax breaks for corporations.  No tax shelters. No depreciation schedules. No tables. Nothing.

Instead of sending out billions of pages of forms each year, the IRS would need to send out just one post card to every taxpayer.  Taxpayers would be spared the 6.6 billion hours of compliance time as they would be able to fill out their tax form post card in minutes.  Everyone would make the same simple calculation: income, minus personal deduction, times tax rate.  That’s it.
Thank you. 
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