
The Flat-Rate Income Tax: 
Boon or Boondoggle? 

I n spite of the income tax cuts recently enacted 
by Congress, discussions of alternative tax plans 
continue. Because cuts in marginal tax rates are 
largely offset by bracket creep, boosts in Social 
Security taxes and increases in state and local 
taxation, many middle-income taxpayers remain 
in tax brackets originally intended for the rich.1 

Thus, the tax rate structure continues to erode 
economic incentives. Moreover, the numerous 
exemptions, deductions, and loopholes remain 
imbedded in a complicated tax structure. (See 
page 27 for a discussion of the evolution of the 
U.S. income tax structure.) The tax program, then, 
provided some relief from tax rate increases but 
not genuine tax reform. Not only is the current 
tax system both inefficient and costly to maintain, 
but tax evasion isgrowingand horizontal inequities 
(that is, individuals with similar incomes paying 
widely different amounts of taxes) persist Marginal 
tax rates remain high and, because of the various 
exemptions, deductions, and loopholes, we have 
a narrow tax base. As a consequence, more and 
more policymakers have turned their attention 
to more comprehensive tax reform. This article 
will examine one widely-discussed reform—the 
flat-rate income tax. 

Proponents of the flat-rate tax say it could 
eliminate"bracket creep" (where higher salaries, 
pushed up by inflation, propel taxpayers into 
higher tax brackets). The plan's simplicity would 
reduce the huge amounts of time and money 
currently spent on calculating taxes. Advocates 
also argue that a flat rate tax would reduce the 
incentives to shelter or otherwise avoid taxes. 
Finally, replying to critics who fear the plan 

would hurt lower bracket taxpayers, advocates 
say the plan can be modified to prevent that 
from happening. 
Advantages of the Flat-Rate Income Tax 

A flat-rate income tax promises many substantial 
advantages. One obvious major advantage is 
simplicity. A flat-rate tax would be easy for 
taxpayers to comply with and easy for tax collec-
tors to administer. This simplicity would save 
resources for both taxpayer and tax collector. It 
has been estimated, for example, that 40 percent 
of all taxpayers currently pay for professional 
help with their tax returns. And $60 billion a year 
is spent by people complying with or taking 
advantage of IRS regulations.2 Thus, a great deal 
of human ingenuity and entrepreneurial talent is 
devoted to legal tax avoidance. A flat-rate income 
tax would end this distortion and misdirection of 
entrepreneurial talent and direct these resources 
back toward making economically productive 
investments. 

Second, a flat-rate tax is more fair. It would 
provide similar treatment to taxpayers with the 
same incomes (horizontal equity) rather than 
imposing different tax rates on individuals who 
happen to spend their incomes differently. Ac-
cordingly, this system would ensure that all 
wealthy taxpayers would pay some taxes and, in 
addition, it would eliminate the marriage penalty 
(the higher taxes paid when couples combine 
their income and enter a higher bracket). 

Moreover, all flat-rate tax proposals have pro-
visions to protect the poor, and some (notably 
the proposal by Senator Bill Bradley and 

'See, for example, Richard B. McKenzie, "Supply-Side Economics and the 
Vanishing Tax Cut," this Review, May 1982, pp. 20-24; J ames R. Barth and 
Joseph J. Cordes, "Industrial Impacts of the 1981 Business Tax Cuts," 
this Review, May 1982, pp. 42-49; and Stephen A. Meyer and Robert J. 
Rossana "Did the Tax Cut Really Cut Taxes?" Business Review, Federal 
Reserve Bank of Phiadelphia, Novermber/December 1981. 

2See, for example, Peter Brimelow, "One Tax Bracket?" Barrens, August 3, 
1981, p. 22; and William Safire, "The Flat Tax," New York Times, April 30, 
1982, p. 29. 
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A flat-rate income tax would broaden the tax base and thus 
lower marginal tax rates. Its simplicity and fairness are 
appealing, but the proposal faces serious economic and 
political obstacles. 

Representative Richard Gephardt) even maintain 
a degree of progressivity in effective rates (the 
percentage of income paid in taxes). Specifically, 
the impact of a flat-rate system on lower income 
groups could be lessened by raising the individual 
exemption or by changing the zero bracket. The 
system could even incorporate a negative income 
tax (payments to people with low incomes). 

A third major advantage is that the elimination 
of most (or all) exemptions, deductions, and 
loopholes would substantially broaden the tax 
base. This would reduce the incentive to cheat 
through fraudulent deductions and consequently 
would bring about greater voluntary compliance 
with the tax laws. It might even enhance citizens' 
respect and compliance for other laws and gov-
ernment regulations. Moreover, eliminating 
exemptions would remove many of the distortions 
that cause savings and investment to flow into 
below-market-rate investments and inefficient 
projects. As a result, economic efficiency would 
improve. 

But most important of all, a broadening of the 
tax base would enable marginal tax rates to be 
lowered significantly from the current aggregate 
marginal rate of about 32 percent. As supply-side 
economists have continually insisted, a lowering 
of marginal tax rates would improve significantly 
the economy's incentive-reward system. As a 
result, the supply of labor, capital, innovation, 
entrepreneurial skill and market activity would 
be increased.3 People would again be able to 
concern themselves with earning additional income 
without worrying that their rewards would be 
confiscated by ever higher marginal tax rates. 

3 Jerry Hausman, for example, has indicated that aflat-rate tax would increase 
the supply of labor. S e e Jerry Hausman, "Labor Supply," How Taxes Affect 
Economic Behavior, edited by Henry J . Aaron and Joseph A Pechman, 
Brookings Instituiton, Washington, D.C., 1981. 

THE FLAT-RATE INCOME TAX: 
SOME HISTORICAL PERSPECTIVES 

Although a flat-rate system seems novel, history 
reveals that it had several early proponents Perhaps 
the earliest mention of such a system can be traced 
to an eminent advisor to Louis XIV, Sebastian de 
Vauban. During his era, the tax system of the French 
economy was both prohibitive and complex. Tax 
rates for example, were in some instances as high 
as 82 percent of the net produce of small proprietors1 

Indeed, it was cheaper in some cases, to ship wine 
from China to Paris than to transport it to Paris from 
other French provinces2 A prestigious occupation 
of the day was an appointment to one of the various 
bureaus that dealt with the accounting and legal 
aspects of taxation. By then, the tax code was open 
to so many interpretations that tax computation 
often depended on the whimsical judgement of the 
court's appointees. 

In reaction to this state of affairs Vauban proposed 
his well-known version of the flat-rate income tax, 
the Dixme Royale (10 percent income tax). He 
suggested that the entire tax system with all its 
complexities be scrapped in favor of a simple 10 
percent tax on a strictly defined base of income. 
Vauban is recognized as one of the first to view fiscal 
policy as an important determinant of economic 
prosperity. For all of his efforts, however, Vauban 
was banished from the court of Louis XIV. His 
banishment illustrates the political risks associated 
with comprehensive tax reform. Unfortunately for 
France, politics did not permit comprehensive reform 
until after the French Revolution. Curiously, Napoleon 
is often credited with being a fiscal "genius," since 
he was able to reform the French tax system and, in 
the process, to cut the tax rate by over 70 percent.3 

Theoretical arguments for a tax system like the 
flat-rate scheme were spelled out clearly by classical 
economists of the 19th Century such as J ames Mill, 
J . R. McCulloch, and John Stuart Mill. They were 
guided by the fiscal insights of Adam Smith, who 
posited four maxims of taxation—equality, certainty, 
convenience of payment and economy in collection. 
These maxims were considered indispensable stan-
dards for the development of tax policy.4 The flat-
rate scheme is fully consistent with all of these 
classical principles. 

continued 
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THE FLAT-RATE INCOME TAX: 
SOME HISTORICAL PERSPECTIVES 
continued 

The pro-growth perspective of these classical 
economists led them to maintain that tax rates must 
remain light or moderate. They specified, for example, 
that if tax rates exceeded even 10 percent of the 
national income, such rates would eventually result 
in a "slowdown of public wealth."5 They repeatedly 
stressed that high tax rates would encourage tax 
evasion, cheating, smuggling, and the development 
of an underground economy. In fact, some of these 
economists argued that an increase in these activities 
was one sure way to recognize that tax rates were 
too high.6 

To keep tax rates moderate, they realized the tax 
base must remain as broad as possible. Consequently, 
they gave close attention to certain administrative 
aspects of taxation. Specifically, they maintained 
that the tax system must remain free of special 
exclusions and arbitrary interpretations; they abhorred 
the tendency of policymakers to create tax loopholes 

For these classical writers, the complexity of the 
18th Century French tax system with its special 
favors and mammoth bureaucracy served as a model 
to avoid. They noted the physiocrats' discussion of 
the "tax farmers" who engaged in tax manipulation, 
interpretation, and lobbying.7 As a consequence, 
they stressed the taxation maxims of certainty, 
convenience of payment and economy in collection. 
Thus, these economists were among the first to 
identify the problems of a tax code characterized by 
high rates and many loopholes. 

In addition, they noted that such a complex system 
can produce inequities. A system with many excep-
tions and seemingly arbitrary interpretations leads 
to unequal taxation of people with the same income. 
Finally, these writers recognized that a complex tax 
code distorts the allocation of resources. Many of 
the exceptions and deductions associated with a 
complex code stimulate certain sectors of the econ-
omy by drawing resources from other, higher valued 
activities. 

In short, the low-rate, broad-based tax system 
finds its theoretical roots in the doctrines of 19th 
Century classical writers. These economists empha-
sized all of the desirable features claimed for a flat-
rate scheme—equity, simplicity, and incentive. 

'Henry Higgs, The Physiocrats, Langlarid Press, New York, 1952, p. 10. 
'David Ames Wells, Theory and Practice of Taxation, D. Appleton and Sons, 

New York, 1900, p. 76. 
3 Jude Wanniski, T h e Way the World Works, Simon & Schuster, New York, 
1978, p.36. 

"Robert E. Keleher and William Orzechowski, "Supply-Side Effects of Fiscal 
Policy: Some Historical Perspectives," Working paper, Federal Reserve 
Bank of Atlanta August 1980, p.44. 

5Keleher and Orzechowski, ibid., p. 50. 
6Keleher and Orzechowski, p. 37. 
' S e e Ronald Meek, The Economics of Physiocracy, Harvard University 
Press, Cambridge, 1963. 
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The flat-rate system would also eliminate bracket 
creep. And a substantial lowering of marginal tax 
rates could be accompanied without lowering 
tax revenues. Indeed, it is possible that a lowering 
of marginal tax rates could actually increase tax 
revenues. A flat-rate income tax system, then, is 
in full accord with the basic premises of supply-
side economics and, indeed, has been endorsed 
by several well known supply-side economists. 

Finally, the flat-rate system is fully consistent 
with the four maxims of taxation originally set out 
by Adam Smith in the Wealth of Nations: equality, 
certainty, convenience of payment, and economy 
in collection. (See box on "The Flat-Rate Income 
Tax: Some Historical Perspectives.") 

V 

A FLAT-RATE TAX C A N BE PROGRESSIVE 

The simplicity and the economic incentives of a flat-
rate tax system are widely acknowledged. But in the 
popular discussion, many observers claim that gaining 
these advantages would cost us the basic "progressivity* 
of the U.S. income tax. That claim is incorrect. With 
appropriate use of income exemptions, a flat-rate tax' 
can be made quite progressive.4 

To illustrate the design of a progressive flat-rate tax' 
let us begin with the median taxpayer in 1983. That 
taxpayer will report an adjusted gross income of 
approximately $25,000 and, under current income tax 
laws, will pay about $2500, or 10 percent of that 
income, in federal income tax5 The median tax-payer's 
marginal "tax bracket" will be much higher than 1C 
percent, of course, but his average tax rate will be 
reduced to about 10 percent by deductions and 
exemptions of the current system, and by the increase 
in tax brackets with higher incomes 

If we wanted to apply a flat-rate tax which would 
leave that median taxpayer unaffected, the simplest 
way would be to impose a flat-rate tax of 10 percent 
(see page 29). Regardless of income level, each tax / 
payer would pay 10 percent of income A taxpayer with 
a $10 ,000 income would pay$1 ,000, a taxpayer with a 
$1 million income would pay $100,000, and so forth. 
This is apparently the kind of flat-rate tax that critics 
have in mind when they claim a flat-rate tax cannot be " 
progressive. 

But it can be, as we can see by looking at the right- i 
hand column of the table. This alternative provides to 
a flat-rate tax of 20 percent on all income in excess of' 
$12,500. Our median taxpayer still pays 10 percent in* 
federal income taxes. But as the table clearly shows, a 
taxpayer with a $15,000 income only pays about 31/s , * 
percent of his income in taxes, whereas the taxpayer 
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Problems with the Flat-Rate Income Tax 

In spite of the many important advantages of 
the flat-rate income tax, several problems remain. 
These relate to both economics and politics. 
One problem is the costly transition it would 
involve. Individuals, corporations, and nonprofit 
organizations have made major decisions and 
investments designed to maximize returns based 
on the current tax structure. They have made 
these decisions on the premise that certain 
deductions and tax rules would continue. Thus, 
the introduction of a flat-rate scheme and elimi-
nation of all deductions, exemptions, and loop-
holes would alter longstanding tax rules sharply. 
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with a $1 million in income would pay 19% percent in 
federal income taxes. The resulting pattern is obviously 
progressive, and in fact the higher-income taxpayers 
wind up paying about 20 percent of their income in 
taxes, twice the proportion of the median taxpayer. 

Obviously, the exemption level introduces progres-
sivity to the flat tax rate. As the exemption level is 
increased from $5,000 to $10,000 to $12,500, the tax 
schedule becomes more and more progressive. In 
each case, the median taxpayer winds up paying 10 
percent of his income in federal income taxes, because 
the flat rate itself is increased from 10 percent, to 12V.2 
percent, to 16% percent, to 20 percent so as to 
capture the same revenue from the median taxpayer. 

For the exemption level to introduce progressivity to 
the flat-rate tax, the level needs to be stipulated in 
dollars rather than as a percent of income. Saying "the 
first 20 percent of income is exempt from tax" is 
equivalent to cutting the flat rate and does not introduce 
progressivity. The exemption level could be tied to a 
price index however. It could also be specified according 
to the number of persons in a household without 
losing the progressivity feature. 

The accompanying tables are not meant to be 
concrete proposals for tax schedules. What they do 
illustrate clearly is that, with appropriate use of a 
simple dollar income exemption, the progressivity of 
the existing tax system can be combined with the 
appealing simplicity of the flat-rate proposal for tax 
reform. 

'"Progressive" means that taxpayers with higher incomes pay a higher 
proportion of those incomes in taxes. 

sMonthly Tax Features, June-July 1982, Tax Foundation, Incorporated. 
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EVOLUTION OF THE U. S. 
INCOME TAX SYSTEM 

The evolution of the U. S. tax system exemplifies 
how a well-designed tax system developed by well-
intentioned policymakers can grow into a form dras-
tically different from the intentions of its original 
architects. The federal income tax started out well, 
almost as if it were designed to be consistent with 
the maxims of Adam Smith (see Box on page 25 for a 
description of these maxims). When Congress passed 
the first income tax law in 1913, it provided for a 1 
percent tax on income over $3,000—a level exceeded 
by only 3 percent of American wage earners. A tax of 
up to 7 percent was levied on high incomes—from 
$20,000 to over $500,000.1 Few expected these 
rates ever to go much higher. 

Rates did rise during World War I but were reduced 
soon after the war. They were reduced mainly at the 
insistence of (Secretary of the Treasury) Andrew 
Mellon, who understood quite well the connection 
between taxation, incentive, and economic growth.2 

Marginal tax rates increased during the 1930s and 
soared as high as 94 percent during World War II. 
However, few taxpayers actually paid these confis-
catory rates. As late as 1947, fully 80 percent of all 
American families had annual incomes of less than 
$5,000. Consequently, the effective tax rate was 
about 8 1/2 percent.3 Thus, after two world wars, few 
people were in high marginal tax brackets. 

Today, the situation has changed dramatically. 
Over 80 percent of all families in the U. S. report 
incomes over $11,000 and 50 percent have incomes 
over $23,000. Consequently, the median income 
earner faces marginal rates of over 25 percent and 
those with double the median income confront 
marginal rates in excess of 40 percent. Moreover, 
maximum Social Security taxes have risen from $30 
annually in 1947 to $2,179 in 1982, an increase of 
7,233 percent!4 It is noteworthy that most of these 
developments were not planned or consciously 
designed. Rather, they are the consequence of 
decades of inflation in conjunction with a progressive 
income tax. Bracket creep has pushed average 
taxpayers into tax brackets originally designed only 
for the rich. 

The increase in marginal tax rates over recent 
years has induced legislators to find various new 
ways to lighten their constituents' tax burden. Under 
the pressure of special interest groups, their desire 
to lessen the tax burden resulted in a proliferation of 
special exemptions. Legislators used tax shelters, 
tax credits, deductions, and exemptions to reward 
special interests. The important point is that because 
of these various exemptions, tax shelters and deduc-
tions, the tax base has narrowed steadily. In one 
widely cited study, for example, Pechman and Okner 
estimated that elimination of selected tax exemptions 

continued 
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EVOLUTION OF THE 
U.S. INCOME TAX SYSTEM 
continued 

would increase the tax revenues by 75 percent.5 

This continually narrowing tax base has prompted 
legislators to rely on bracket creep to raise tax 
revenues—something for which they cannot be held 
personally responsible. Consequently, the tax system 
has been trapped in a "vicious circle" of rising tax 
rates and proliferating loopholes that has created 
an incredibly complex tax structure. The result is a 
set of tax provisions so complicated "that no mortal 
can comprehend and that no national tax legislature 
starting from scratch could or would devise."6 

The wastes and inefficiencies of the present tax 
system are reflected in a number of ways. For 
example, tax laws and interpretations have doubled 
in the past 15 years, to about 40,000 pages. As a 
consequence, nearly 50 percent of all taxpayers 
need some kind of professional help. Virtually all 
large business firms maintain full-time legal and 
accounting staffs. However, not only do individuals 
need help, but so do the professionals A few years 
ago, when the IRS tested its agents on their know-
ledge of the tax laws, 80 percent failed. Indeed, the 
costs of administering the tax code are quite for-
midable, some estimate it to be as much as $60 
billion annually.7 

In sum, as the tax system has evolved, marginal 
tax rates have increased dramatically, the tax base 
has narrowed, and the tax structure has become 
incredibly complex. Supply-side economists empha-
size that high tax rates are adversely affecting 
incentives. The empirical evidence and many eco-
nomists now largely support their contentions. The 
distorting effects of various costly tax loopholes 
now are receiving emphasis If these many loopholes, 
deductions, and exemptions could be eliminated, 
tax rates could be reduced through the widening of 
the tax base. This is the major advantage of all flat 
rate income tax proposals. 

' See David Boaz, "A History of the Income Tax: It Jes' Grew," Wal l Street 
Journal, May 14, 1982. This section draws from this article. 

2See, for example, the discussion of Andrew Mellon in Robert E. Keleher and 
William P. Orzechowski, "Supply-Side Effects of Fiscal Policy: Some Historical 
Perspectives," Working paper Series, Federal Reserve Bank of Atlanta, 
August 1980, pp. 52-56. 

3 See Boaz, op. cit. 
"Boaz, op. cit. 
s Joseph A Pechman and Benjamin A. Okner, "Individual Income Tax Erosion 
by Income Tax Classes," Brookings Institution, Reprint No. 230, Washington, 
D.C., 1972. 

6Milton Friedman, "Tax Follies of 1970," An Economist 's Protest Thomas 
Horton & Co., Glen Ridge, New Jersey, 1972, p. 83. 

'Edgar K. Browning and Jacquelene M. Browning, Public Finance and the 
Price System, MacMillan, New York, 1979, pp. 345-47; and Peter Brimelow, 
"One Tax Bracket?" Barrons, August 3, 1981, pp. 11, 21-23. 

Because of the disruptions that such an imple-
mentation would involve, any change would 
probably have to be gradual and/or include 
various "grandfather" clauses. 

A second important problem is that the imple-
mentation of such a system would have definite 
effects on the distribution of income and wealth. 
That is, it would increase taxes on some income 
groups and lessen taxes on others. The critical 
question is who gains and who loses. The answer 
depends, of course, on various considerations 
such as personal exemption levels, the zero 
bracket level, the actual tax rate chosen, and 
various other factors. The answer to this question 
would determine the political feasibility of the 
system. That is why the notion that progressivity 
can be incorporated with the use of personal 
exemptions is so important. 

Political realities, of course, pose other impor-
tant barriers to implementating a flat-rate tax 
allowing for only personal deductions. After all, 
behind every existing deduction stands a powerful 
constituency. The elimination of all deductions, 
for example, probably would encounter heated 
resistance from special interest groups and lobbies 
representing churches, schools, state and local 
governments, the real estate and housing industries, 
oil and gas properties, veterans, the elderly, 
women's groups, Wall Street interests, and many 
others. And, if a single exception (such as mortgage 
interest deductions) were allowed, there would 
be a "stampede" of other special interest groups 
to get their exemptions. 

For the legislator, then, broadening the tax 
base implies taking away tax favors rather than 
giving them out. Consequently, Congress can be 
expected to resist giving up some of its discre-
tionary powers. Thus resistance to a flat-rate tax 
scheme can be expected from both the suppliers 
and demanders of special tax breaks. 

Welfare Reform Through 
a Negative Income Tax 

The introduction of a simple income exemption 
also opens up the opportunity to combine welfare 
reform with tax reform. This can be done by 
substituting the negative income tax for current 
welfare programs. Under a negative income tax, 
"taxpayers" with lower incomes would receive 
negative tax payments directly from the Treasury. 
Their taxes would be negative, rather than zero. 
The shaded portion of the accompanying table, 
illustrates that applying the same arithmetic of 
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T a b l e - A Progressive Flat-Rate Tax 

Flat-Rate Tax Flat-rtate Tax Flat-Rate Tax 
Flat-Rate Tax on all but on all but on all but 

on Total the first $5000 the first $10,000 the first $12,500 
Income Level Income of Income of Income of Income 
Flat-Tax rate to 
equalize taxes paid on 
median income of $25,000 10% 1 2%% 16%% 20% 

15,000 10% on $15,000 121/2% on $10 ,000 16%% on $5000 20% on $2500 
= $1500 or 1 0 % = $1250 or 8Vs% = $833 or 5Va% = $500 or 3%% 
of income of income of income of income 

20,000 10% on $20,000 12%% on $15,000 16%% of $10,000 20% on $7,500 
= $2000 or 1 0 % = $1875 or 9 % % = $1666 or8Va% = $1500 or 7Va% 
of income of income of income of income 

25,000 10% on $25,000 12%% on $20,000 16%% on $15,000 20% on $12,500 
= $2500 or 1 0 % = $2500 or 1 0 % = $2500 or 1 0 % = $2500 or 1 0 % 
of income of income of income of income 

37,500 10% on $37,500 12%% on $32,500 16%% on $27,500 20% on $25,000 
= $3750 or 10% = $4063 or 10 .8% = $4583 or 1 2 . 2 % = $5000 or 1 3 . 3 % 
of income of income of income of income 

50,000 10% on $50,000 12%% on $45,000 16%% on $40,000 20% on $37,500 
= $5000 or 1 0 % = $5625 or 11V«% = $6667 or 13Va% = $7500 or 1 5 % 
of income of income of income of income 

100,000 10% on $100,000 12%% on $95,000 16%% on $90,000 20% on $87,500 
= $10,000 or 1 0 % = $11,875 or 1 1 % % = $15,000 or 1 5 % = $17,500 or 1 7 % % 
of income of income of income of income 

500,000 10% on $500,000 12%% on $495,000 16%% on $490,000 20% on $487,500 
= $50,000 or 1 0 % = $61,875 or 12%% = $81,666 or 16%% = $97,500 or 19Va% 
of income of income of income of income 

1,000,000 10% on $1,000,000 12%% on $995,000 16%% on $990,000 20% on $987,500 
= $100,000 or 1 0 % = $124,375 or 12%% = $165,000 or 16Va% = $197,000 or 1 9 % % 
of income of income of income of income 

10,000 10% on $10,000 12%% on $5,000 16%% on zero 20% on - $ 2 5 0 0 
= $1000 or 1 0 % = $625 or eV4% = zero or 0 % = - $ 5 0 0 or - 5 % 
of income of income of income of income 

7,500 10% on $7500 12%% on $2500 16%% on $2500 20% on - $ 5 0 0 0 
= $750 or 1 0 % = $ 3 1 3 o r 4 V e = —$417 or —51/a% = - $ 1 0 0 0 or - 1 3 % % 
of income of income of income of income 

5,000 10% on $5000 12%% on zero 16%% on - $ 5 0 0 0 10% on - $ 7 5 0 0 
= $500 or 1 0 % = zero or 0 % = - $ 8 3 3 or - 1 6 % % = - $ 1 5 0 0 or - 3 0 % 
of income of income of income of income 

2,500 10% on $2500 12% on - $ 2 5 0 0 16%% on - $ 7 5 0 0 20% on - $ 1 0 , 0 0 0 
= $250 or 1 0 % = - $ 3 1 3 or - 4 '/« = - $ 1 2 5 0 o r - 5 0 % = - $ 2 0 0 0 or - 8 0 % 
of income of income of income of income 
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the flat-rate tax with exemption produces a 
negative income tax at incomes below the 
exemption level. 

Milton Friedman summarized the advantages 
of such a negative income tax system 20 years 
ago. 

"The advantages of this arrangement are 
clear. It is directed specifically at the problem 
of poverty. It gives help in the form most 
useful to the individual, namely, cash. It is 
general and could be substituted for the 
host of special measures now in effect. It 
makes explicit the cost borne by society. It 
operates outside the market. Like any other 
measures to alleviate poverty, it reduces 
the incentives of those helped to help 
themselves, but it does not eliminate that 
incentive entirely, as a system of supple-
menting incomes up to some fixed minimum 
would. An extra dollar earned always means 
more money available for expenditure."6 

Under a 16 2/3 percent flat-rate tax with a 
$10,000 exemption, for example, a $2,500 income 
would "pay" a minus $1,250 in taxes, implying a 
negative tax rate of minus 50 percent. That 
would carry the progressivity of the flat-rate tax 
down through the exemption level, offering the 
much-discussed advantages of simplicity, direct 
delivery and elimination of the disincentive effects 
of current welfare programs. 

Conclusion 

In theory, a flat-rate income tax would save 
taxpayers and the government considerable time 
and money by simplifying the tax laws. It would 
also make the tax system fairer and more equit-
able by reducing deductions, exemptions and 
loopholes. By including some degree of pro-
gressivity, and/or a negative income tax scheme, it 
also could protect the poor. Finally, it would 
broaden the tax base, thus reducing people's 
incentive to avoid the tax laws, and would allow 
for a significant lowering of marginal tax rates. 

Despite these advantages, the flat-rate proposal 
faces serious economic and political obstacles. 
The shift to a flat-rate tax would disrupt invest-
ments and other business plans based on the 
present system. Depending on exactly what 
version of the flat-rate tax was adopted, the tax 
also could be vulnerable to charges of inequities-
helping the wealthy more than middle-income 
taxpayers. Finally and perhaps most damaging to 
the proposal's chances, eliminating all deductions, 
exemptions and loopholes would meet resistance 
from a broad range of special interest groups. 

Much of the flat-rate tax's appeal rests on its 
dramatic simplicity. Paradoxically, however, its 
chances for enactment will depend on the delicate 
balancing of economic and political complexities. 

—Robert E. Keleher 
William N. Cox 

and William P. Orzechowski 

Orzechowski is assistant professor ot economics 
at George Mason University. 

6Milton Friedman, Capitalism and Freedom, Chicago: University of Chicago 
Press, 1962, p. 192. 
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