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577,951,692,634 REASONS...AND COUNTING:
WHY A FLAT TAX IS NEEDED
TO REFORM THE IRS

Daniel J. Mitchell
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The Internal Revenue Service (IRS) is frequently cited as the most hated of all gov-
ernment agencies. This aversion goes well beyond a simple dislike of paying taxes.
Many Americans feel the IRS uses its vast powers capriciously to enforce a tax code that
is unfair and incomprehensible. Indeed, a 1990 magazine survey found that the most
frlghtcmng words people could imagine hearing when they answered the phone were:
“This is the IRS calling. "l Although taxpayers have every right to be upset about the op-
pressive tax system, their anger should not be directed at the IRS. The vast majority of
the problems with the tax system are the inevitable result of bad tax policy.

The way to reduce the public’s hatred of the IRS is to enact a flat tax. By wiping out
all the complicated, obscure, and convoluted provisions of the current tax code, a flat tax
would dramatically lower compliance costs and ease the uncertainty and anguish that
make April 15 the least favorite day of the year. Perhaps better than anyone else, former
IRS commissioners and IRS workers themselves recognize that this tax reform is the an-
swer. Former Commissioner Shirley Peterson, who headed the agency in 1992, noted
that, “We have reached the point where further patchwork will oan compound the prob-
lem. It is time to repeal the Internal Revenue Code and start over.”” Her predecessor,
Fred Goldberg, agrees, commenting, “Blaming the IRS is a lot like blaming the doctor
when the patient dies from an incurable disease.... Tax reform—anot IRS bashing—is the
only way to liberate the American people from a system that is grotesquely burdensome

1 People Magazine*Annual Readers’ Poll, People magazine, January 8, 1990.
2 Shirley Peterson, “Death to the Tax Code,” The New York Times, July 29, 1995.
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onstrates, almost all the numbers that are cited as arguments against the IRS really are ar-
guments against the laws approved by politicians over the past 80 years, and arguments
that favor implementing a flat tax.

Not only is the IRS the most feared of government agencies, it is also one of the big-
gest and most expensive. The agency has more employees than the Central Intelligence
Agency, Federal Bureau of Investigation, and Drug Enforcement Agency combined. Its
budget makes it a bigger consumer of tax dollars than the Department of Commerce, the

Department of State, or the Department of the Interior.

The Numbers Speak for Themselves

136,000 = The number of employees at the IRS and elsewhere in the government respon-
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sible for administering the tax laws.” Because the number of employees is dictated by
the complexity of the code, a flat tax will require fewer personnel to administer, and
the resulting downsizing would save taxpayers a significant amount.

13,700,000,000 = The amount of tax dollars ($) spent by the IRS and other agencies of
government to enforce and oversee the tax code.” Both taxpayers and the economy will
benefit from spending reductions that are made possible by the flat tax.
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Skyrocketing Tax Collection Costs

Bilions of Chain-Weighted 1995 Dollars

Total Tax Collection Budget
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Source: Heritage calculations, based on Tax Foundation data.
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tax forms necessary under the flat tax,
other for business income.

explanatory.

that treats all citizens equally.
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17,000 = The number of
pages of IRS laws and
regulations.” This num-
ber, which does not in-
clude the tax court deci-
sions and IRS letter rul-

. ings, would be much
sma]ler under a flat tax.

5 557 000 The number
of words in income -
tax laws and regula-
tions.2 With a flat tax,
there will be no need
for a tax code that is
nearly seven times
longer than the Bible.

With so many employees, so much money, and so many tax laws to enforce, it should
come as no surprise that the agency is one of the country’s biggest paper-pushers.

31 = The number of pages of fine print in the instructions accompanying the “easy”
1040EZ individual tax form.” By contrast, individuals filing under a flat tax would
need just one page of instructions to fill out a flat tax postcard.

480 = The number of tax forms published by the IRS. There are only two postcard-sized
one for wages, salaries, and pensions, and the

8,000,000,000 = The number of pages of forms and instructions sent out by the IRS
every year. Under the flat tax, the two postcard-sized forms are virtually self-

36 = The number of times the paperwork received each year by the IRS would circle
the Earth.'? Complexity and paperwork would almost vanish under a simple flat tax

293,760 = The number of trees that must be cut down each year to supply the 8 billion
pages of paper needed for filing the country’s income taxes.

Could it be that a flat tax
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would not only save the lives of all these trees, but also help save the spotted owl and
other endangered species from extinction?

1,000,000,000 = The number of 1099 forms sent out each year to help the IRS track tax-
payers who receive interest and dividend income. 14 Under a flat tax, the one level of
taxation on business and capital income is collected at the source, which would
eliminate this paperwork conundrum.

Don’t Stumble-in.thedRS Briar-Patch

Much to the chagrin of taxpayers, the focus of the IRS is not solely generating paper-
work. Tasked with the job of enforcing the cumbersome tax code, the agency has
numerous unwelcome contacts with taxpayers every year.

10,000,000 = The number of corrections notices sent out each year by the IRS." With a
simple and fair tax system like the flat tax, mistakes would become rare.

190,000 = The number of disputes between the IRS and taxpayers in 1990 that required
legal action.  In a flat tax environment, there are few potential areas of disagreement,
and legal action would become scarce.

3,253,000 = The number of times the IRS seized bank accounts or paychecks in 1992. 17

33,000,000 = The number of penalty notices sent out by the IRS in 1994. 18 Because a
flat tax eliminates the complex areas of the tax code, the number of disagreements
between taxpayers and the agency would plummet.

Do As They Say, Not As They Do

The IRS is quite strict with taxpayers who make mistakes, but the following examples
illustrate that the IRS would have a hard time living up to the standards imposed on tax-
payers.

8,500,000 = The number of times the IRS gave the wrong answer to taxpayers seeking
help complying with the tax code in 1993. (Taxpayers are still held responsible for er-
rors resulting from bad IRS advice). 19 The flat tax is so simple that taxpayers would
rarely, if ever, need to call the IRS.

47 = The percentage (%) of calls to the IRS that resulted in inaccurate information
according to a 1987 General Accounting Office study O The flat tax would free IRS
personnel from the impossible task of accurately deciphering the convoluted tax code.

14
15
16
17
18
19
20

Ibid.

Pilla, “Why You Can’t Trust the IRS.”

James L. Payne, “Unhappy Returns: The $600 Billion Tax Ripoff,” Policy Review, Winter 1992.

James Bovard, Lost Rights: The Destruction of American Liberty (New York: St. Martin’s Press, 1994).
“33 Million Penalty Notices,” The Wall Street Journal, April 17, 1995.

Pilla, “Why You Can’t Trust the IRS.”

Carl Horowitz, “The Hidden Cost of Higher Taxes,” Investors Business Daily, September 16, 1993.



ﬁf :
2

~ Tax Forms on a Postcard: The Armey-Shelby Flat Tax

Form 1 Individual Wage Tax

1999

Your first name and initial (f joint retum.-&lso give spouse’s name and Initial) ~Last name

=+ ¥ our gooial security number

Home address {number and street including apartment number or rural route)

's social

1
1 1

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

Spouse's occupation

1 Wages and salary and Pensions
Personal allowance
(a) $23,200 for married filing jointly
{b) $11,600 for single
(c) $14,850 for single head of household
Number of dependents, not including spouse
Personal allowances for dependents (line 3 multiplied by $5,300)
Total personal altowances (line 2 plus line 4)
Taxable wages (line 1 less line 5, if positive: otherwise zero)
Tax (17% of line 6)
Tax already paid
Tax due (line 7 less line 8, if positive)
0 Refund due (line 8 less line 7, if positive)

w0

- O 00 ~NOO,m

© O NOOA W

-
(=]

Form 2 Business Tax

1999

Business name

Employer identification number

City, town, or post office, state and ZIP code Principal product

1 Gross revenue from sales
2 Allowable costs
(a) Purchases of goods, services, and materials
(b) Wages, salaries, and retirement benefits
{c) Purchases of capital equipment and land
Total allowable costs (sum of lines 2(a), 2(b), and 2(c))
Taxable income (line 1 less line 3) ’
Tax (17% of line 4)
Carry-forward from 1997
Interest on carry-forward (6 percent of line 6)
Carry-forward into 1998 (line 6 plus line 7)
Tax due (line 5 less line 8, if positive)
10 Carry forward to 1999 (line 8 less line 5, if positive)

0 0o ~NOOO AW

So
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5,000,000 = The number of correction notices sent out by the IRS each year that turn:
out to be wrong.”" An error rate of 50 percent would be impossible to achieve under a
flat tax.

40 = The percentage (%) of revenue that is returned when taxpayers challenge penal-
ties.““ Because, under a flat tax, there would rarely be any penalties, there would be
fewer penalties incorrectly assessed.

5,000,000, 000 The number of dollars ($) that taxpayers were overcharged for penal-
ties in 1993.2> After the flat tax goes into effect, such injustice woiild all but disappear.

3,000,000 = The number of women who are improperly fined each year because they-
have divorced or remarried.”” Taxing income at the source under a flat tax eliminates
this travesty.

10,000,000 = The number of taxpayers who will receive lower Social Security benefits
because the IRS is failing to fully inform the Social Security Administration about tax
payments.25 A simple flat tax should free up adequate IRS time and resources to fix
this problem.

200,000,000,000 = The amount in dollars ($) of misstated taxpayer payments and re-
funds on the books of the IRS. The IRS is no more capable than ordinary taxpayers
of administering tax laws that defy logic. A flat tax would substantially eliminate this
problem.

64 = The percentage (%) of the IRS’s own budget for w;nch it could not account in
1993, according to a General Accounting Office audit.

8,000,000,000 = The number %{ dollars ($) that the IRS spent on the failed effort to up-
grade its computer system.”” Under the flat tax, this money would be saved;-the IRS
would no longer have to try to enforce an impossibly complex and unfair tax system.

23,000,000,000 = The total proposed dollar (2%) price tag needed by 2008 for the IRS’s
computerization and modernization plans.

Being Painfully Compliant and Miserable on April 15th

Sending huge amounts of money to Washington is never pleasant for taxpayers. Hav-
ing to incur huge compliance costs for the privilege of paying taxes, however, really rubs
salt in the tax wound.
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157,000,000,000 = The number of dollars ($) spent by the private sector to comply -
with income tax laws.” Under a flat tax, these costs would drop by more than 90
percent.

7,240 = The average compliance cost in dollars ($) incurred b?' all but the biggest 10 per-
cent of corporations for every $1,000 of taxes paid in 1992.3! The radical simplifica-
tion achieved by the flat tax would be a boon for small businesses that quite often lack
the legal and accounting staffs necessary to be in compliance with the tax code.

50 = The percentage (%) of taxpayers who feél compelled to obtain assistance filling
out their taxes each year.”” Those in the tax preparation business would need to find
alternative work if a flat tax is enacted.

5,400,0003,000 = The number of hours Americans spend complying with federal tax
forms.”” With only two postcard-sized forms, compliance would take minutes rather
than hours under a flat tax.

2,943,000 = The equivalent number of full-time jobs that would be needed to work the
same amount of time Americans devote to all tax compliance efforts.>* In the flat tax
world, the cost of tax compliance would fall by more than 90 percent.

3,055,680,000 = The market value ($) of the tax preparation firm H&R Block, Inc.,
which opposes the flat tax.”™ The company’s opposition is understandable since the flat
tax will allow anyone to fill out a tax return without paying an expert.

Even the Experts Can’t Figure Out the Forms

Jumping through all the tax hoops might not be so painful if taxpayers could at least be
confident that the effort led to accuracy. The ultimate insult added to their injury, how-
ever, is that even “expert” advice is no guarantee of correct answers to tax code
questions!

50 = The number of different answers that 50 tax experts gave Money magazine in 1988
when they were asked to estimate a hypothetical family’s tax liability.”™ Under a flat
tax, taxpayers would not need to consult tax preparers, much less run the risk of paying
penalties for wrong answers.

50 = The number of different answers Money magazine received in 1989 when it asked 50
different tax experts to estimate a hypothetical family’s tax liability.37
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41 = The number of wrong answers Money magazine received in 1993 when it asked 50
different tax experts to estimate a hypothetical fami‘ltg{’s tax liability. (Nine of the
original volunteers did not even bother to respond.)

The Never-Ending Shell Game

Needless complexity in the cumbersome tax code helps explain why both the IRS and
private tax experts frequently make mistakes. Another reason why taxpayers have a
problem complying with the law is that politicians made the tax code a moving target.

878 = The number of times major sections of the tax code have been amended between
1955 and 1994." The flat tax would eliminate today’s confusingly complex tax code
with a simple system that eliminates constant tinkering and social engineering.

100 = The increase in number of forms between 1984 and 1994.> The flat tax would
eliminate all 100 forms.

9,455 = The number of tax code subsections changed between 1981 and 1994.4 A cen-
tral premise of the flat tax is that politicians should not micromanage economic or
social behavior through the tax code.
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578 = The percentage increase, between 1954 and 1994, in the number of code sections
dealing with major segments of tax law.* Endless changes in tax law would grind to a
halt under a flat tax.

5,400 = The cumulative number of changes in tax law since the 1986 Tax Reform
Act? Most, if not all, of these changes add compliance costs to the economy—costs
that would be substantially reduced or eliminated under a flat tax.

20,500,000,000 = The number of dollars ($) of lost income the economy suffered in 1993
as a résult of the economic uncertainty in the business commauiiity which is caused by
the constant manipulation of the tax code.” " To help block politicians from undermin-
ing business planning by constantly changing the tax laws, a flat tax would include a
supermajority provision blocking tax rate increases.

The Augean Stables

The problem is not the IRS, but rather the politicians who created the incomprehensi-
ble tax code and those who refuse to reform the system. Unfortunately, the politicians are
also about the only people in the country who benefit from a complex and constantly
changing tax code.

413,072 = The average number of dollars ($) in political action committee (PAC) contri-
butions received by Members of the House of Representatives tax-writing committee
during the 1994 election cycle.48 The flat tax would reduce special-interest corruption
in Washington and eliminate the ability of politicians to use the tax code to reward
friends and punish enemies.

12,609 = The number of special interests officially represented by congressional lobby-
ists.* A flat tax wipes out all special preferences, loopholes, deductions, credits, and
tax shelters.

3,200 0006000 The total dollar ($) amount earned by Washington lobbyists in
1993.”" By taking away the playing field for special-interest tinkering, a flat tax would
clean up political pollution.

2 = The number of IRS offices in Washington made available to Members of Congress
and their staffs.”! With someone else doing their taxes—for free—it is little wonder
Congress does not understand the public’s support of a flat tax.
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Why Johnny Refuses to Pay

There comes a point when taxpayers simply give up. To some, the sheer complexity of
the system drives them into the underground economy. Others conclude that an unfair
tax code has no moral legitimacy, and they refuse to comply.

127,000,000,000 = The dollar ($) amount of taxes not paid as a result of tax evasion. 32
A fair and simple flat tax would reduce tax evasion.

10,000,000 = The number of people who unlawfully do not file tax returns.>> By reduc-
ing both the tax burden and compliance costs, the flat tax should bring people out of
the underground economy.

3,500,000 = The number of people who do not file who would be eligible for refunds.>*
Perhaps more than any other number, the millions of people who fail to file in order to
claim their tax refunds reveals just how intimidating the tax code has become.

4 = The number of times (counting the capital gains tax, corporate income tax, personal in-
come tax, and death—or estate—tax) that a single dollar of income can be taxed un-
der the current system.ss By eliminating all forms of double taxation, the flat tax en-
sures that the government will treat all income equally and would end one of the
biggest causes of tax evasion and complexity in the code.

100,000 = The number of Internet sites found by one search engine when queried for the
phrase “tax shelter.”>® Because a flat tax eliminates all discrimination in the tax code
and allows people to keep a greater share of their income, tax shelters would almost
vanish after reform.

Enough Is Enough |

The damage caused by the tax code, both to the economy and to the body politic, is be-
coming a crisis. Insulated from the effects of their own handiwork, however, politicians
very likely will be the last ones to understand just how indefensible the system has
become. Perhaps these real examples of IRS abuse will help them to understand the
problem:

46,806 = The dollar ($) amount of tax _Penalty imposed on one taxpayer in 1993 for an
alleged underpayment of 10 cents.

" 1,300 = The number of IRS employees investigated and/or disciplined for improperly
viewing the tax returns of friends, neighbors, and others.
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155 = The dollar ($) amount of penalty imposed on a taxpayer in 1995 for an alleged -
underpayment of 1 cent. 9

50 = The percentage of top IRS managers who admitted they would use their position to
intimidate personal enemies.

14,000 = The amount in dollars ($) allegedly owed by a day care center.that was raided
by armed agents, who then refused to release the children until parents pledged to give
the government money.

80 = The number of IRS agents referred for crlmmal mvestlgatlon on charges of takmg
kickbacks for fraudulent refund checks.%

3,000,000,000 = The dollar ($) assets of Princeton/Newport, an investment company that
was forced into liquidation after 40 armed federal agents raided the company on suspi-
cion of tax evasionyonly to have the IRS later conclude that the company actually had
overpaid its taxes.’

10,000 = The fine ($) imposed on a taxpayer for using a “12 pitch” typewriter to fill
out his tax forms instead of a “10 pitch” typewriter.

109 = The number of envelopes containing unprocessed tax information found in a
trash barrel at the IRS’s Philadelphia Service Center.®

The grand total: More than 577 billion incredible-but-true reasons to simplify the
tax code with a flat tax.

WHAT THESE NUMBERS REALLY MEAN

These horror stories and frightening statistics are not evidence that individual IRS
agents are bad people, or that tax administrators want to violate people’s rights. Al-
though examples of unwarranted behavior have been included in this discussion, the key
problem they illustrate is that the tax law is so arbitrary and incomprehensible that even
government agents in charge of enforcing the law cannot make sense of it.

The only way to address these problems is with fundamental reform. A flat tax will
dramatically reduce the power of the IRS by eliminating the vast majority of possible
conflicts. In a system where the only information individuals are obligated to provide is
their total income and the size of their families, much of the uncertainty and fear regard-
ing paying taxes would disappear. Although most individuals, thankfully, never have to
experience the greater complexities of paying corporate income taxes, they can appreci-
ate the fact that a flat tax system would generate equally dramatic savings for business.
The money that businesses now spend to comply-with the tax code would be freed up
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under a flat tax for paying
higher wages and making
greater investments in their [
businesses, which would thus | &=
help America become more |;
competitive.

More specifically, the flat
. tax achieves: huge reductions .{&:{
in compliance costs by:

e Taxing all income at
one rate. A single-rate,
flat tax obviously reduces |:
complexity in calculating
tax liability, but thisis |
not the most compelling
reason that all taxpayers |
should be treated equally. [
With one low rate, as en- |:
visioned by supporters of |:
the flat tax, the single-
rate system would mini-
mize the incentives that
taxpayers and businesses
currently have to hide,
shelter, and underreport
income. Moreover, one
rate—applied across the
board—eliminates oppor-
tunities for arbitrage
since there would be no
tax savings for those who |
shift the timing of '
income, the source of in-
come, or the recipients of |;
income. :

e Taxing all income one
time. Perhaps even more important than taxing income at one rate is taxing it
only one time. Much of the complexity of the current system arises because poli-
ticians want to tax certain types of income again and again. Capital gains taxes
and death (estate) taxes, for instance, are in fact a second (and sometimes third
or fourth) layer of taxes placed on income that already has been taxed once. Un-
der a flat tax, these complicated provisions disappear. Another advantage of tax-
ing income just one time is that businesses and individuals are freed from the for-
eign tax quagmire. Any overseas income that is taxed by the government in the
country in which it is earned would not be taxed again at home.
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e Taxing capital and business income at the source. In a flat tax system, in
which all income is to be taxed one time, substantial complexity is avoided by
taxing the income at the source. The income eamned by corporate investors, for
instance, can be taxed either by imposing a tax on the corporation or by impos-
ing a tax on dividends paid (but not at both levels as occurs under current law).
Because any given corporation can have as many as 2 million shareholders, it is
obviously much simpler to impose the single layer of tax at the business level.
Similarly, it is far easier to tax interest income at the level of the financial institu-

" tion than to requirethe government to track down the owner of every interest-
bearing account.

- Eliminating deductions, preferences, shelters, loopholes, and credits. By dis-
carding all the special provisions in the tax code, a flat tax makes the calculation
of tax liability considerably simpler than it is today. Moreover, the level playing
field created by the flat tax means that taxpayers no longer have any incentive to
time their income and deductions in ways that minimize tax liability. As a result,
business and personal decisions will be guided by consumer preference and
economic efficiency rather than tax considerations.

e Taxing business on a cash flow basis. Although it is usually not a problem for
individual taxpayers, a major source of complexity in the current code is the
practice of taxing business income before it occurs or forcing companies to over-
state their income. A good example is depreciation. Instead of being able to de-
duct investment expenses when they are incurred, the tax code allows those costs
to be deducted only over a muiti-year period. Not only does this force businesses
to overstate income, but it also has created one of the most complex portions of
the tax code. Another example is the tax treatment of income from car loans.
Current law mandates that auto dealers immediately pay tax on payments the
consumer has not yet made (and perhaps never will).

Thus, although the key principle of the flat tax is equality, it turns out that a system
based on taxing all income just one time at one low rate promotes simplicity. To under-
stand why introducing a flat tax would lead to such a dramatic reduction in tax code
complexity and in compliance costs, consider the following numbers under a flat tax:

Zero = The number of taxpayers under a flat tax who would have to calculate
depreciation schedules.

Zero = The number of taxpayers under a flat tax who would have to keep track of
itemized deductions.

Zero = The number of taxpayers under a flat tax who would need to reveal their assets to
the government.

Zero = The number of taxpayers under a flat tax who would lose their farms or businesses
because of the death (estate) tax.

Zero = The number of taxpayers under a flat tax who would have to pay a double tax on
their capital gains.

Zero = The number of taxpayers under a flat tax who would have to compute a phase-out
of their personal exemption because their incomes are too high.

13



Zero = The number of taxpayers under a flat tax who would be subject to the alternative
minimum tax and forced to-calculate their tax bill two different ways, and then to pay
the government the greater of the two amounts.

Zero = The number of taxpayers under a flat tax who would have to pay taxes on overseas
income that already has been taxed by the government of the country in which the
income was earned.

Zero = The number of taxpayers under a flat tax who would have to pay taxes on
dividend income ‘that already has'been taxed at the business levél.

Zero = The number of taxpayers under a flat tax who would be taxed on interest income
that already has been taxed at the financial institution level.

CONCLUSION

Those who urge policymakers to “fix” the IRS should realize that condemning the
agency itself will not solve the intractable problems of the tax code Goliath. Further-
more, enacting a “taxpayer bill of rights” will have little effect on the situation if the un-
derlying problem provisions of the tax code are left in place. At least two versions of a
“taxpayer bill of rights” previously enacted into law have had little effect thus far.

Americans are fast approaching the level of anger toward unfair, capricious, and op-
pressive taxation that gave rise to the Revolution in 1776. Their anger is directed at an
immense and impersonal government agency that oftentimes operates outside the stand-
ards it imposes on taxpayers. Americans should be angry, but not at the IRS. It is the law-
makers that should be held responsible for enacting the laws that created today’s tax
code.

The only effective way to enhance compliance and slash compliance costs while pro-
tecting the rights and freedoms of individual taxpayers is to scrap the current system
entirely and replace it with a fair and simple flat tax.
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