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Recommendations for Reform of the Federal Tax System

Core Concept: Institution of a “flat code”, under which there would be:

1) few, if any, Schedule A deductions, 

2) one filing status for all, 

3) identical treatment of all forms of income (interest, dividends, wages, capital gains etc), 

4) establishment of a standard deduction for business expenses expressed as a percent of business income, perhaps, adjusted to the nature of the business, retaining the option to itemize with the same record keeping requirements as now,

5) uniform treatment of all forms of retirement and pension plans and a sharp reduction in the amounts that are tax-favored (see below),

6) elimination of the ATM, 

7) a significant increase in personal exemptions and the standard deduction, 

8) a dramatic reduction in tax rates, aimed at having a neutral revenue effect under the new “flat code”.

Objectives:

1) Dramatically simply the code (As a financial planner, I have never seen a tax return that was prepared correctly, including those done by professionals), 

2) Greatly reduce the time and effort required to prepare tax returns (I spend about 80-100 hours a year to prepare my return),

3) reduce tax evasion and avoidance,

4) retain progressivity, while increasing the sense of the equitableness of the tax system,

5) provide significantly greater certainty for economic and tax planning purposes,

6) to a much greater degree, conform the Code with economic principles (arguably, no one form of activity generating income contributes disproportionately to the benefit of the economy, nor does any one form disproportionately bear risk – for further discussion see below)

Political and Public Acceptance and Entrenched Interests:

The key to political and public acceptance depends almost entirely on how the numbers crunch out (beyond my capability). I would argue that IF a new “flat code” would enable personal exemptions and the standard deduction to total $15,000 for 1 or 2 dependents, and the tax brackets begin at 3% and top out at say 25% with no revenue consequences, politicians and the vast majority across the taxable income spectrum would accept elimination of current “benefits” to taxpayers. That’s the pivotal trade-off.

Issues To Be Considered:

1) Elimination of tax-exempt interest. Issuers of tax-exempt securities would have to shoulder greater interest costs, but if tax rates were significantly reduced that added burden should be manageable, especially given credit quality considerations. Also, states would be inclined to tax federal debt interest, further reducing the impact on them.

2) Elimination of deductions for taxes paid and mortgage interest. While taxes on taxes is an abhorrent principle, it’s already embedded in our system (excise taxes, user taxes, sales taxes and so on). For elimination of these two deductions, the key is to be able to dramatically reduce tax rates. Why should the tax system benefit home owners when for many people rental is more desirable and appropriate?

3) Elimination of deductions for charitable contributions. A difficult issue with significant implications. My sense is that such contributions would drop considerably and the whole structure of the charitable system in the U.S. changed accordingly. A thought: continue to allow deductions for charitable contributions, but tighten the system.  I strongly favor gearing tax benefits to the charity’s outlays for actual programs, say 80% for full deduction down to say 50% with no deduction, perhaps using a rolling three year average. The current system is abused, especially by the charities.

4) Reduced limits on tax-favored retirement and pension contributions and employee benefits. The complexity of the tax laws regarding this area, makes the rest of the Code seem like child’s play. The core issue is whether taxpayers should subsidize contributions and benefits geared to income levels, or rather to what is needed to provide for anyone. In other words, should we SUBSIDIZE contributions which would provide a retirement nest egg of say $1,000,000 in real prices, rather than a more modest, but reasonable, $500,000 (at 6%, providing $30,000 in retirement income, per annum). Those aiming for the richer nest egg should be permitted to make higher contributions toward such goal, but not a taxpayer expense. (As a former Treasury Department employee my contributions to the Civil Service retirement plan were fully taxable)

Elaboration on Tax Treatment and the Economy

Volumes can be written on this subject. A few questions:

1) What is the economic impact on an employee whose income is in salary and wages – from the viewpoints of taxpayer, balance of payments, producers of valued goods and services we consume? Job security is a major risk.

2) Do corporations need to acquire debt less than equity capital for them and the economy to grow? Don’t debt holders get hosed? Should more conservative investing be treated worse than speculative investing? Should our tax system improve the reward/risk ratio? Why, shouldn’t this be priced in by the market?

3)  Why do we care how long someone holds a capital asset? Someone will always hold that asset. (I sell GM stock, someone else buys it. GM doesn’t care. Why does the tax system want to affect investment decisions by injecting itself into the risk/reward calculation?
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