
TAX SIMPLIFICATION:
ISSUES AND OPTIONS

By William G. Gale

I. Introduction

The notion that taxes should be simpler is one of the
very few propositions in tax policy that generates al-
most universal agreement. The fundamental paradox
of tax simplification is that despite this consensus, al-
most every year tax rules become more complex.

This report, based on recent congressional tes-
timony, examines a broad range of issues regarding tax
complexity. Section II discusses the costs, benefits,
causes and sources of complexity. Simpler taxes have
numerous benefits. They would reduce taxpayers’
costs of complying with the tax system in terms of time,
money, and mental anguish. They would likely raise
the use of tax subsidies — say, for education — reduce
unintentional tax evasion, and increase the likelihood
that taxpayers would see the tax system as fair. But
simpler taxes also have costs. In particular, they reduce
the ability of policy makers to achieve other goals of
tax policy. Features of the tax code that are designed
to increase tax equity, police intentional tax evasion, or
encourage some particular activity often increase com-
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plexity. Thus, tax complexity arises in large part as the
result of a trade-off between simplicity and other
policy goals. As a result, the fundamental issue is not
the overall level of complexity; rather, it is whether
particular tax provisions (or tax systems or alternative
means of providing government services, such as
spending or regulations) provide good value for the
complexity they create. This depends on the magnitude
and incidence of the costs and benefits of complexity,
where the benefits include the extent to which com-
plexity aids in achieving other policy goals. Moreover,
many of the factors that generate complex tax systems
— policy trade-offs, politics, and taxpayers’ desire to
reduce their own tax burdens — are not features of
particular tax policies per se. They will likely remain
in force even if the tax system were reformed or
replaced. As a result, an analysis of the extent to which
policy changes can affect tax complexity should incor-
porate these factors.

Section III discusses how the president’s tax cut af-
fects the complexity of the existing tax system and the
prospects for future simplification efforts. The new tax
law provided a few simplifying measures (with respect
to the EITC, the repeal of limitations on itemized
deductions and personal exemptions, and the reduc-
tion in marginal tax rates). On net, however, the new
law made taxes much more complex and made tax
planning much more difficult. This is a result of the
“sunset” provisions, the long and variable phase-ins
and abrupt phaseouts of numerous provisions, the
failure to address the long-term AMT problem and the
willingness of the administration and the Congress to
increase the severity of that problem, complicated pro-
visions regarding the estate tax, and an increase in
targeted subsidies in education and retirement saving.
Perhaps even more troubling, the new law also sub-
stantially reduced future prospects for simplification
because it allocated such a large share of projected
budget surpluses toward other uses, and because
politically viable simplification often requires reduced
tax revenues to ensure that there are few losers from
the reform.

Section IV discusses principles and options for
reform in the existing system. The key to tax simplifica-
tion is to make fewer distinctions across economic ac-
tivities and personal characteristics. Taxes should be
imposed on a broad base at relatively low rates that do
not vary by income source or expenditure type.
Progressivity should be embodied in the rate structure
and the tax base, not in the design of specific provi-
sions. Universal exemptions, deductions, or credits are
much simpler than targeted ones. The following types
of reforms could make taxes simpler as well as fairer
and more conducive to economic growth: addressing
the uncertainty created by sunset and phase-out pro-
visions of EGTRRA; reforming the individual AMT;
eliminating (or at least coordinating) phaseouts of tax
credits; coordinating and consolidating provisions
with similar purposes (including provisions aimed at
low-income families with children, retirement saving,
and education); and reducing the top tax rates in con-
junction with taxing capital gains as ordinary income.
Filing and recordkeeping could be simplified by con-

sideration of “return-free” tax systems, and by sig-
nificantly raising the standard deduction.

Section V investigates the costs of tax complexity in
the current tax system. Reliable estimates of the costs
of compliance, administration, and enforcement of the
income tax vary widely, due in part to inadequate data.
The best estimate is that, in 1995, those costs ranged
between $75 billion and $130 billion, or between 10 and
17 percent of revenues. These costs are distributed
mainly to taxpayers in higher income groups. There is
wide disagreement on the compliance costs of the es-
tate tax, but the more reliable estimates place those
costs at about 10 percent of revenues.

Sections VI and VII examine tax complexity and
fundamental tax reform. Some have turned to new tax
systems — such as a flat tax or a national retail sales
tax (NRST) — as an alternative way to simplify taxes.
In their idealized form, these taxes are extremely
simple. But a crucial caveat is that no country has suc-
cessfully enacted or administered a high-rate national
retail sales tax or a flat tax. The features of tax systems
that exist in the real world have been forged through
a combination of revenue requirements, political pres-
sures, responses to taxpayer avoidance and evasion,
lobbying, and other processes that any operating tax
system would eventually have to face. Notably, all of
these factors tend to raise complexity. In contrast, tax
systems that exist only on paper — such as the NRST
and the flat tax — appear simpler in significant part
because they have not had to face real-world tests.

Section VIII is a short conclusion. Tax simplification
is a long-standing issue that garners widespread sup-
port, at least in principle, and is technically feasible.
But the fact that most existing taxes turn out to be far
more complex than originally proposed should serve
as a caveat to the view that achieving tax simplifica-
tion, in the existing or a new tax system, will prove
easy or durable.

II. Tax Complexity: Some Basics1

A. Measuring Complexity
Tax complexity has many dimensions and could

plausibly be defined in different ways. Following Slem-
rod (1984), we define the complexity of a tax system as
the sum of compliance costs — which are incurred
directly by individuals and businesses — and admin-
istrative costs — which are incurred by government.
Compliance costs include the time taxpayers spend
preparing and filing tax forms, learning about the law,
and maintaining recordkeeping for tax purposes.2 The
costs also include expenditures of time and money by
taxpayers to avoid or evade taxes, to have their taxes
prepared by others, and to respond to audits, as well
as any costs imposed on third parties, such as em-

1Slemrod and Yitzhaki (2000) provide an excellent sum-
mary and analysis of issues relating to tax avoidance, evasion,
and administration.

2These items constitute the costs measured by the Paper-
work Reduction Act of 1980 and printed in the instructions
for federal tax forms.
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ployers. Administrative costs, although incurred by
government, are ultimately borne by individuals.
These costs include the budget of the tax collection
agency, and the tax-related budgets of other agencies
that help administer tax programs.3

Defining complexity as the total resource cost pro-
vides a quantitative measure by which different tax
systems can be compared, and by which the admini-
strative aspects of a particular tax system (or provision)
can be evaluated relative to the impacts on equity, ef-
ficiency, and revenue. But the definition is not ideal.
Slemrod (1989a) points out that a particular subsidy
could be so complicated that few taxpayers use it. If it
were simplified, and enough additional people used
the subsidy, total resource costs would rise, even
though the subsidy itself had become less complicated.

A number of issues arise in efforts to measure tax
complexity: First, permanent and transitory costs may
differ. A new tax provision may raise compliance costs
temporarily, as people learn about the change, even if
it reduces costs in the long term. Likewise, for admin-
istrative costs, the capital cost of upgrading IRS com-
puters might appear as a current-year budget expendi-
ture rather than being amortized over time. Second,
only the incremental costs due to taxes should be in-
cluded. Even with no taxes, firms would need to keep
track of income and expenses to calculate profits, and
individuals would engage in financial planning. This
activity should be omitted from compliance cost
measures. Third, an analysis of tax complexity alone
may generate misleading conclusions. Governments
can impose policies via taxes, spending, regulations, or
mandates. Any tax provision can be made simpler by
eliminating it, but if it then is recreated as a spending
program, the overall complexity of government may
rise.

B. Benefits of Simpler Taxes
Simpler taxes would be beneficial in a number of

ways. First, simpler taxes would reduce taxpayers’
costs of complying with the tax system in terms of time,
money, and mental anguish. By reducing these costs,
simplification would reduce the overall burden of taxa-
tion.

Second, tax provisions that are simpler are more
likely to be used. Provisions aimed at encouraging cer-
tain activities — such as saving for college — will be
less likely to be used and hence less effective if people
cannot understand how they work.

Third, making taxes simpler would probably raise
compliance rates (i.e., reduce illegal tax evasion). To
some (uncertain) extent, people do not pay taxes be-
cause they do not understand the tax law. Clarifying
and simplifying tax rules can only help to make people
understand the law better, and would likely make it
easier to enforce tax law as well. Evidence also suggests
that people are more likely to evade taxes that they

consider unfair. People who cannot understand tax
rules may also question the fairness of the tax system
and feel that others are reaping more benefits than they
are, and thus prove more likely to evade taxes.

Finally, simpler taxes would generate more public
support and thus should be an essential part of any
effort to improve the delivery of government services.
The biggest complaint about the tax system for many
people is not the amount of taxes they pay but rather
the sheer, and seemingly needless, complexity of what
appear to be everyday tax situations (Graetz 1997).

C. Which Features of the Code Cause Complexity?
The level of complexity can be influenced by struc-

tural elements — such as the tax base, the tax rate
structure, and the allowable deductions, exemptions,
and credits — as well as by administrative features of
the tax code. The three most discussed tax bases are
income, wages, and consumption. Holding the other
features of the tax system constant, income is the most
difficult of the three bases to tax. Income may be
decomposed into its sources — wages and capital in-
come — or its uses — consumption and saving. For a
wide variety of measurement and timing reasons, it is
generally easier to tax wages than capital, and easier
to tax consumption than saving.

Tax rates are typically either graduated, like the cur-
rent income tax, or flat, like the Medicare payroll tax.
Flat-rate taxes can have lower compliance costs than
graduated taxes. The presence of graduated rates gives
taxpayers incentives to avoid taxes by shifting income
over time or across people. And flat-rate taxes allow
more efficient administrative structures to function.
Taxes imposed at flat rates can be easily collected at
source, since the rate does not vary across taxpayers.

Exemptions, deductions, or credits that are univer-
sal create little complexity. However, targeted provi-
sions require clear definitions of eligible taxpayers and
activities, and can create compliance headaches. Final-
ly, different ways of administering taxes may affect
complexity. For example, withholding taxes at source
or eliminating the requirement to file a tax return could
reduce compliance costs for individuals.4

The discussion above suggests that, other things
equal, the simplest system would tax consumption at
a flat rate with universal deductions, credits, or exemp-
tions, and with withholding at source. Yet, the U.S. and
many other countries tax income on a graduated basis,
with numerous targeted credits and deductions, and
with withholding at source only for certain types of
income. Given the prevalence of these alternative sys-
tems, and absence of any country that taxes only in the
simplest way described above, it is instructive to ask
why existing systems deviate so strongly from the
simplest structure.

3For example, the Department of Labor certifies employers
as eligible for the Work Opportunity Tax Credit and the Welfare-
to-Work Tax Credit.

4However, as we discuss below, some of those costs may
be shifted to employers, other businesses, or government
agencies.
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D. Why Are Taxes Complex?
Any plea for simpler taxes has to start by addressing

a basic problem: If everyone thinks taxes should be
simple, why are taxes so complicated? At least four
factors help explain why taxes become complicated
and suggest keys to making taxes simpler.

The first, and most important, is conflict among the
consensus goals of tax policy. Although almost
everyone agrees that taxes should be simple, most
people also agree that taxes should be fair, conducive
to economic prosperity, and enforceable. Even if all
parties agree on these goals, they do not typically agree
on the relative importance of each goal. As a result,
policy outcomes usually represent efforts to balance
one or more goals against the others. That is, some-
times a certain amount of complexity is created or per-
mitted to help achieve other policy goals. For example,
attempts to make taxes fairer often conflict with at-
tempts to make taxes simpler. Most countries tailor tax
burdens to the characteristics of individual taxpayers.
This may improve tax equity, but it also creates com-
plexity. It requires tracing income or consumption from
the business sector to the individual. It requires report-
ing and documenting individual characteristics such
as marital status, number of dependents, and age, as
well as the composition of expenditures or income. It
allows tax rates that vary with individual charac-
teristics, creating opportunities for tax avoidance.

In this context, tax complexity is like air pollution:
it is an unfortunate and undesirable consequence of
products or services that we, as a society, desire. Just
as the optimal level of air pollution is not zero — since
that would mean that many of the goods and services
society cherishes could not be produced — the optimal
level of tax complexity is not zero. And just as we
should seek the most efficient ways to reduce air pol-
lution, we should also seek the most effective ways to
make taxes simpler.

The second factor that generates tax complexity is
the political process. Politicians and interest groups
have interests in targeted subsidies that reduce taxes
for particular groups or activities. But targeted sub-
sidies inevitably make taxes more complex by creating
more distinctions among taxpayers and among sources
and uses of income.

Third, some complexity is necessary to deter tax
avoidance. Taxpayers have every right to reduce their
taxes by any legal means. But this activity inevitably
raises questions about whether particular activities or
expenditures qualify for tax-preferred status. The Trea-
sury Department responds with complex rules de-
signed to limit avoidance. Taxpayers in turn respond
by inventing complex transactions to skirt the new
rules. This can create a vicious cycle that leads to more
and more complex rules and increasingly sophisticated
and complex avoidance strategies.

Fourth, many complicated provisions were enacted
to raise revenue or limit revenue losses during times
of rampant budget deficits. For example, the landmark
Tax Reform Act of 1986 (TRA) — a remarkable ac-
complishment in many respects — fell short of its goal
of simplicity to meet the requirement of “revenue
neutrality.” TRA created several complicated phase-

outs and hidden taxes to raise revenue and meet dis-
tributional targets. Insofar as complexity has arisen
from efforts to limit revenue loss, the surplus that ex-
isted at the beginning of this year and the political
consensus in favor of some sort of tax cuts created an
opportunity to simplify taxes. In that regard, and as
discussed further below, the recent tax act is not only
a missed opportunity for simplification, but may also
have used up whatever funds would otherwise have
been available to support simplification efforts.

E. Implications 
Recognition of these factors has several important

implications for the study of tax complexity.
• First, the fundamental question is not the overall

level of complexity, but whether particular tax
provisions, tax systems (or alternative means of
providing government services, such as spend-
ing or regulations) provide good value for the
complexity they create. This depends on the
magnitude and incidence of the costs and benefits
of complexity, where the benefits include the ex-
tent to which complexity aids in achieving other
policy goals.

• Second, many of the factors that generate com-
plex tax systems — policy trade-offs, politics,
and taxpayers’ desire to reduce their own tax
burdens — are not features of tax policies per se.
They will likely remain in force even if the tax
system were reformed or replaced. As a result,
an analysis of the extent to which policy changes
can affect tax complexity should incorporate
these factors.

• Third, there is an important distinction between
private and social gains or costs. Suppose
everyone had to fill out five extra lines of the tax
form to receive a $1,000 tax cut. Each person
might regard that as “good complexity,” worth
the cost of providing extra information. But,
holding tax revenues constant, the revenue
would still have to be raised from somewhere,
so the net tax cut would be zero — that is,
everyone’s tax “cut” would be from a higher
initial tax liability and net taxes would be the
same. Thus, from a social perspective, the sum
of all individuals’ “good complexity” could be
zero or negative.

III. Simplification and the New Tax Law

A. Provisions
The Economic Growth and Tax Relief Reconciliation

Act (EGTRRA) was signed into law by President Bush
on June 7, 2001.

Both the most important and most novel aspect of
EGTRRA is the general provision that the entire bill
“sunsets” at the end of 2010. All provisions of the bill
are eliminated and the tax code at that point reverts to
what it would have been had the tax bill never been
passed.

The act also contains numerous specific provisions.
Some of these are listed in Table 1 and described here
along with their effective phase-in and phase-out dates.
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They are listed in order of the tax cut provided when
fully phased in.

• Reduce marginal income tax rates of 28 percent
or higher:

The 28, 31, and 36 percent tax rates (which, for
example, in 2001 apply to married households
with taxable income above $45,200, $109,250, and
$166,500, respectively) will each fall by 3 percent-
age points, and the 39.6 percent top rate (which
in 2001 appl ies  to  taxable incomes above
$297,350) will fall to 35 percent. Each of these
rates declines by 0.5 percentage points for tax
years beginning after December 31, 2000, with
further declines in 2004 and 2006.

• Eliminate the estate tax:

The effective exemption in the estate tax is raised
from $675,000 currently to $1 million in 2002, and
then gradually to $3.5 million in 2009. The top
effective marginal tax rate is reduced from 60
percent currently to 50 percent in 2002 and then
gradually to 45 percent in 2009. The credit for
state-level estate taxes is gradually phased out
between 2002 and 2005, after which it is replaced
by a deduction. This change finances about one-
quarter of the cost of the entire reduction in
federal estate taxes. In 2010, the estate and
generation-skipping transfer taxes are repealed,
the highest gift tax rate is set equal to the top
individual income tax rate, and the step-up in
basis for inherited assets that have capital gains
is repealed.

• Create a new 10 percent income tax bracket:
A new tax bracket of 10 percent is carved out of
the first $6,000 of taxable income for singles, and

the first $12,000 of taxable income for married
couples. This income is currently taxed at a 15
percent rate. Starting in 2002, the 10 percent
bracket is implemented by changing the tax rate
and withholding schedules. In 2001, the 10 per-
cent bracket is implemented by providing an ad-
vance credit for 2001 taxes. The advance credit is
a onetime payment of the minimum of the tax-
payer ’s 2000 income tax payment (the payment
due on April 15, 2001) or $300 ($600) for singles
(married couples). This payment is intended to
substitute for the 10 percent tax bracket in 2001,
but for some taxpayers it will serve more as a
rebate of the previous years’ taxes because tax-
payers who do not owe taxes in 2001 but did owe
them in 2000 will not have to repay the rebate
they receive.

• Increase and expand the child credit:

The child credit is gradually increased, from $500
currently to $1,000 by 2010. The child credit is
also made refundable to the extent of 10 percent
of a taxpayers’ earned income above $10,000 for
2001-4 and 15 percent for subsequent years, with
the $10,000 amount indexed for inflation. Refund-
ability improves the access to, and amount of,
child credit benefits for low-earning households.

• Partially address the marriage penalty:

The standard deduction for married couples
gradually rises from 174 percent to 200 percent of
the standard deduction for singles in the years
2005 to 2009. The top income level in the 15 per-
cent bracket for married couples gradually rises
from 180 percent to 200 percent of the similar
level for singles from 2005 to 2008. The beginning

Table 1
The Economic Growth and Tax Relief Reconciliation Act:
Effective Dates and Revenue Costs of Selected Provisions

Provision Highest
Annual

Tax Cut*
2001-2011
 Tax Cut*

Phase-in
Begins

Phase-in
Complete

Phased Out
By

Reduce marginal income tax rates 63.0 420.6 2001 2006 2011
Abolish estate tax 53.9 138.0 2002 2010 2011

Create 10 percent bracket 46.0 421.3 2001 2002 2011

Double child credit 26.2 171.8 2001 2010 2011

Marriage penalty 11.0 63.3 2005 -varies- 2011

Repeal restrictions on itemized
deductions and personal exemptions

9.4 33.0 2006 2010 2011

Pension and IRA provisions 6.7 49.6 -varies-
  Nonrefundable credit 2.1 10.0 2002 2002 2007

  Roth 401(k)s 0.4 -0.3 2006 2006 2011

AMT Relief 4.6 13.9 2001 2001 2005

Deduction for education expenses 2.9 9.9 2002 2004 2006

All provisions 187.0 1,348.6 -varies- 2011

*Billions of dollars.

Source: Joint Economic Committee on Taxation JCX-50-01. “Summary of Provisions Contained in the Conference Agree-
ment for H.R. 1836, the Economic Growth and Tax Relief Reconciliation Act of 2001.” May 26, 2001. 
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and ending of the EITC phaseout will gradually
increase by $3,000 by 2008, and will be indexed
for inflation thereafter.

• Repeal of limitations on itemized deductions and
phaseouts of personal exemptions:

The repeals are phased in between 2005 and 2009.
• Pension and IRA provisions:
Contribution limits for Individual Retirement Ac-
counts and Roth IRAs will rise to $5,000 by 2008
and be indexed for inflation thereafter. Contri-
bution limits to 401(k)s and related plans will rise
gradually to $15,000 in 2006 and then be indexed
for inflation. Additional so-called “catch-up” con-
tributions of up to $5,000 for anyone over the age
of 50 will be permitted. Roth 401(k) plans can be
established starting in 2006. A nonrefundable
credit for retirement saving for low-income tax-
payers will be available between 2002 and 2006.

• Education provisions:
Taxpayers may take an above-the-line deduction
for qualified higher education expenses, but only
for the years 2002 to 2005. Effective in 2002, the
contribution limit on education IRAs rises to
$2,000 from $500. The definition of qualified ex-
penses from education IRAs is expanded. Prepaid
tuition programs will now benefit from tax-free
withdrawals as long as the funds are used for
education. Deductions for student loans are made
more generous.

• Temporarily, limited AMT relief:
Between 2001 and 2004, the exemption amount in
the individual AMT is increased by $2,000 for
single taxpayers and $4,000 for married tax-
payers. This provision is abolished at the end of
2004.

B. Effects of EGTRRA on Tax Complexity
It would be an understatement to say that simplifica-

tion was not one of the goals of EGTRRA. In fact, the
overall net impact of the new tax law will be to make
taxes more complicated over time.

There are three bright spots for simplification. First,
for the earned income credit, the bill simplifies the
definition of earned income, the definition of a qual-
ifying child, and calculation of the credit. This is an
important set of changes since it allows benefits to be
provided to low-income households in a manner that
is easier to understand.

Second, the bill repeals the limitations on itemized
deductions and the phaseout of personal exemptions
will simplify taxes for high-income taxpayers. These
provisions are hidden taxes that serve no purpose that
could not be generated by rate adjustments. In fact, the
repeal was implemented in exchange for a smaller
reduction in marginal tax rates for the highest income
taxpayers than would otherwise occur. This trade-off
— giving up explicit rate reductions in exchange for
provisions that simplify the tax system and reduce tax
burdens — could provide a useful model for dealing
with the problems created by the alternative minimum
tax in the future.

Third, the reduction in income tax rates will in-
directly help to simplify tax planning. Increasing the
number of tax brackets does not generally make com-
pliance more difficult; taxpayers will continue to look
up their tax liability in a tax table. But lower tax rates
simplify tax compliance indirectly by reducing the in-
centive to avoid taxes or find tax shelters.

Despite these changes, however, the overwhelming
net effect of the bill will be to make tax filing and tax
planning more complex.

• Complexity due to increased uncertainty: Sun-
sets and phaseouts:

As noted above, the most novel feature of the bill is
the sunsetting of all provisions as of December 31, 2010.
In addition, various features of the bill phase in and
phase out at different times. Taken at face value, these
provisions make tax planning more complex, since the
tax rules will change on a near constant basis and will
give taxpayers incentives to shift the level, form, and
timing of their income and deductions. The good news
is that few people take the sunset provisions at face
value. The bad news, though, is that not taking them
at face value makes tax planning even more complex,
since it is not yet known what will replace the sunset
and phase-out provisions, or when such provisions
will be altered. The prevailing sentiment may be best
summed up by The Washington Post columnist Al Cren-
shaw (2001), who noted that “The new tax law doesn’t
make planning unnecessary, it just makes it impos-
sible.”

While sunsets and phaseouts create planning dif-
ficulties for any situation, they appear to have par-
ticularly egregious effects in at least two areas: estate
planning and pension choices. Taxpayers may end up
having to make their wills and estate plans contingent
on the year in which they die, because the provisions
are legislated to change so massively on a year-to-year
basis. For pensions, a key goal is to raise employer
sponsorship of plans. But employers will naturally be
reluctant to incur the fixed costs of creating new plans
and educating their employees about the plan, if there
is a chance that the plan, or the particular provisions
that made the plan worth offering, may not be in exist-
ence after a few years.

• Complexity due to increased number of choices:
Complex rules or documentation procedures are a

common source of tax complexity. However, a new and
increasing source of complexity might be termed
“choice” complexity. This occurs when taxpayers are
given numerous subsidies but may only use one or a
few of them. This type of complexity has proliferated
with regard to retirement saving, where taxpayers have
been able to choose to allocate contributions among
traditional, Roth, and education IRAs for several years.
Under the tax bill, they will soon be able to choose to
allocate 401(k) contributions between traditional and
Roth plans as well. Similar issues apply to the variety
of education subsidies that exist today, and which were
expanded in EGTRRA.

In economic models that feature fully informed con-
sumers who make choices without incurring transac-
tions costs, having more options is always preferable
to having fewer options. However, in designing tax
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policy it is not necessarily the case that more options
are always worth the added costs. First, the differences
in benefits to a household between choosing one of a
set of options versus another in the same set may be
smaller than the costs of determining which is the best
option. But of course the household does not know that
until it has undertaken the cost. Second, having more
choices, for example with respect to retirement saving,
requires more recordkeeping by the taxpayer and the
government.

• Alternative minimum tax:
The AMT is a parallel tax system that was created

to prevent high-income taxpayers from aggressively
using tax shelters and deductions to eliminate their tax
burdens. Taxpayers must pay their AMT  liability if
their regular income tax liability is less than their AMT
liability. The AMT is quite complex and requires tax
filers to make many detailed calculations. Currently,
fewer than 2 million taxpayers face the AMT.

There are (at least) two “AMT problems” facing the
tax code currently. The first is that even without the
new tax law, the number of taxpayers facing the AMT
is scheduled to rise to about 20 million by 2011 (JCT
2001a). This occurs primarily because the AMT exemp-
tion amounts are not indexed for inflation. In addition,
the overwhelming reason why these taxpayers will end
up facing the AMT is that the personal exemptions and
state tax deductions that they take in the regular in-
come tax are not allowed in the AMT. Thus, the AMT
will increasingly be capturing more people, and from
the perspective of curtailing tax sheltering, the wrong
people. While the new tax law does not make this
problem worse, it does not do anything to fix it, either.

The second problem is created by the new tax law.
By 2010, when the law is fully phased in, JCT estimates
that about 35 million taxpayers will face the AMT (JCT
2001a). This occurs because the tax law reduces regular
income tax but offers only temporary, partial relief
against the AMT, and that relief sunsets after four
years. As a result, any gains in simplicity arising from
lower income tax rates would be offset several times
over after 2004 because lower rates would subject mil-
lions of taxpayers to the individual alternative mini-
mum tax.

• The estate tax:
Abolition of the estate tax sounds, on the surface,

like a simplifying measure, but in the tax bill it is not.
The bill stipulates three stages for estate taxes: from
2002 to 2009, the tax is modified in many ways. In 2010,
the estate tax is abolished and the step-up in asset value
for inherited assets is repealed. In 2011, the estate tax
is reinstated, as is the step-up in asset value for in-
herited assets.

This creates several sources of complexity. The first
is the sunset provision, as noted above. The second is
the transition period before the estate tax is abolished.
The estate tax phaseout is slow and involves several
changes between now and 2009: the exemptions are
raised, the tax rates are reduced, the credit for state
taxes is abolished and replaced with a deduction, and
gift tax limits are dramatically changed. Both the sun-
set and the transition make effective estate planning
quite complex between 2002 and 2011.

The third issue is the repeal of basis step-up at death.
Under current law, when an heir receives an asset from
an estate, the basis price is “stepped up.” The new bill
features “basis carryover”: heirs inherit an asset’s
original basis price. Implementing carryover raises
vexing issues. For example, some families would have
to keep records for generations to keep track of asset
purchase prices and improvements. A carryover basis
provision was enacted in the late 1970s, but was
repealed before it took effect because taxpayers com-
plained about the new complexities and problems in
implementation. There is no reason to think these is-
sues would be any easier to deal with now.

• Expansion of targeted subsidies (mainly in
education and retirement saving):

Targeted subsidies complicate taxes. Each program
requires precise definitions of eligible taxpayers, in-
come levels, and qualifying expenses. Many of the
newly enacted incentives would require separate
worksheets or tax forms. The possibility of honest mis-
takes or fraud would rise commensurately. The gov-
ernment would need to spend more on monitoring or
auditing taxpayers, and the programs would likely
send more lower- and middle-income households to
paid tax preparers. The main culprits along these lines
in the tax bill are the education subsidies. As one ex-
ample, one provision of the bill will let people buy
computers, educational software, and Internet access
for their school-age children with tax-preferred funds.

C. Prospects for Tax Simplification
Besides directly complicating the tax code, EGTRRA

has substantially dimmed prospects for tax simplifica-
tion in the future, because the tax act allocates revenues
that could otherwise have been used for simplification.

Significant tax simplification almost has to be as-
sociated with net tax cuts. The Tax Reform Act of 1986,
for example, substantially simplified individual in-
come taxes but also cut the revenue collected from such
taxes. The overall act was deemed revenue-neutral be-
cause net taxes collected at the corporate level were
slated to increase.

Simplification has proven difficult in the past be-
cause eliminating loopholes and preferences in a reve-
nue-neutral package of individual income tax changes
means that taxes on some people and some activities
will rise, while taxes on others will fall. This naturally
raises difficult political issues. Achieving simplifica-
tion in a tax cut package, however, could have avoided
the politically difficult offsetting revenue increases,
giving everyone lower and simpler taxes.

IV. Simplifying the Existing Tax System5

Despite the setback that EGTRRA represents for ac-
tual and prospective simplification efforts, there are a
number of options available to policy makers who are
interested in simplifying the existing tax system.

5See JCT (2001b) for further discussion.
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A. Principles
The key to tax simplification is to make fewer dis-

tinctions across economic activities and personal char-
acteristics. Taxes should be imposed on a broad base
at relatively low rates that do not vary by income
source or expenditure type. Progressivity should be
embodied in the rate structure and the tax base, not in
the design of specific provisions. Universal exemp-
tions, deductions, or credits are much simpler than
targeted ones. Broadening the base by eliminating tar-
geted preferences and taxing capital gains as ordinary
income directly removes major sources of complexity.
Using the revenue raised to increase standard deduc-
tions removes people from the tax system, and using
the revenue to reduce tax rates reduces the value of
sheltering and cheating. Increasing the number of
people that face the same “basic” rate facilitates with-
holding of taxes at the source, which further simplifies
taxes and raises compliance. In short, broadening the
base and reducing the rates, which in general may be
considered efficiency-enhancing, would also simplify
taxes (see Pechman 1990, Slemrod 1996, Slemrod and
Bakija 1996, Gale 1997, 1998).

Slemrod (1996) refers to such plans as “populist
simplification.” That is, they make taxes simpler for a
large number of taxpayers, but the overall saving in
compliance costs may not be very large. Not all struc-
tural reforms, of course, have the same impact on com-
pliance costs. Slemrod (1989b) found no significant
saving from changing to a single-rate tax structure. In
contrast, eliminating the system of itemized deduc-
tions would result in a substantial reduction in expen-
ditures on professional assistance; the impact on total
compliance costs, though, varied depending on the
model used.

B. Specific Reforms6

The following reforms could make taxes simpler as
well as fairer and more conducive to economic growth.

• Address the uncertainty created by sunset and
phase-out provisions of EGTRRA:

The most urgent simplification need is to clean up
the tax planning problems, complexities, and uncer-
tainties created by EGTRRA with regard to seemingly
capricious phase-in and phaseouts of provisions and
the sunsetting of the entire bill. Either the provisions
should be made permanent or they should be abol-
ished. Having numerous tax provisions dangle for an
indefinite period does not simplify the tax code. (On a
related note, it would also make sense to decide
whether to keep permanently or to abolish the entire
set of temporary tax provisions that existed even before
EGTRRA.)

• Reform the individual AMT:
To spare middle-income people who were never its

target, the AMT should be indexed for inflation, deduc-
tions should be allowed for dependents and state and
local taxes, and all personal credits should be available
against the AMT. Any proposal that cuts regular in-
come tax liabilities should be required to make con-

forming adjustments to the AMT so that more tax-
payers are not subjected to the alternative tax. Some
would argue that the AMT should be eliminated al-
together. But a reformed AMT would prevent the very
wealthy from eliminating their tax liability, and legis-
lators will probably want to be spared the embarrass-
ment of seeing how successfully the well-advised can
exploit loopholes.

• El iminate  (or  at  least coordinate)  credit
phaseouts:

A number of credits phase out across different in-
come ranges. Each credit requires separate worksheets
and tax calculations. The phaseouts create hidden taxes
over the phase-out range, and diminish the effective-
ness of the credits in encouraging the activities they
are designed to spur.

• Coordinate and consolidate provisions with
similar purposes:

In a number of areas, numerous provisions — each
with slightly different rules — apply to the same gen-
eral activity. Coordinating or consolidating the follow-
ing provisions would simplify taxes, often with little
or no forgone revenue:

EITC, Dependent Exemption, and Child Credit —
Several recent proposals would combine features
of the tax code that deal with families with chil-
dren. Coordinating the three tax subsidies — and
adopting a common definition of “qualifying
child” — could make taxes much simpler for low-
income households.

Education Subsidies — Choosing among the alter-
native tax subsidies for college education requires
college algebra and a lawyer’s attention to detail.
These choices could be made far simpler through
consolidation into two subsidies, one focusing on
saving incentives for education, and one on either
deductions or credits for current educational ex-
penditures.

Saving Incentives — Independent of employer-
provided accounts, households may save in In-
dividual Retirement Accounts (IRAs), Roth IRAs,
educational IRAs, and Keogh plans. Rules con-
cerning contribution limits and withdrawal pat-
terns vary by program. Consolidating these
options into one or two non-overlapping options
with simple and broad rules on eligibility, con-
tribution, and withdrawal rules would simplify
tax planning for retirement.

Capital Gains — Capital gains will eventually be
taxed at up to 11 different rates, depending on the
asset, the owner ’s income, when the asset was
purchased, and how long it was held. It would
be much simpler to replace this confusing hodge
podge with an exclusion of a set fraction of capital
gains from taxable income — say 50 percent — as
was done before 1987.

• Reduce the top tax rates and tax capital gains as
ordinary income:

This was the cornerstone of the deal struck in 1986
that allowed substantial simplification of the in-
dividual income tax. It would massively reduce incen-6This section is based on Burman and Gale (2001).
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tives to shelter funds and the need to engage in com-
plex tax planning.

C. Simplify Filing and Recordkeeping
Thirty-six countries administer some sort of “return-

free” tax system. Under such a system, the taxpayer or
the taxpayer ’s employer supplies a few information
items to the tax authorities, who calculate the tax due
and bill the taxpayer. Up to 52 million taxpayers (and
many more if the standard deduction were significant-
ly increased) could be placed on a return-free system
with relatively minor changes in the structure of the
income tax. These include filers who have income only
from wages, pensions, social security, interest, divi-
dends, and unemployment compensation; who do not
itemize deductions or claim credits other than the EITC
or the child credit; and who are in the zero or 15 percent
tax bracket (Gale and Holtzblatt 1997).

Nevertheless, the net cost savings may not be great.
More than 80 percent of the affected taxpayers current-
ly file the relatively simple 1040A and 1040EZ returns

and the others file 1040s but have relatively simple
returns. Taxpayers subject to a return-free system
would still have to provide information to tax author-
ities on a regular basis. Some administrative costs
would merely be shifted from taxpayers to employers,
other payers, and the IRS. And if state income taxes
were not similarly altered, many taxpayers would still
need to calculate almost all of the information currently
needed on the federal return.7

Table 2
Surveys of Individual Taxpayer Time

Survey Arthur D. Little Slemrod and Sorum Blumenthal and Slemrod
Data Source National random survey

of 6,200 individualsa
Random survey of 2,000
Minnesota residents

Random survey of 2,000
Minnesota households

Response Rate 65.3% 32.7% 43.4%
Sample Sizeb 3,750 600 708

Types of Returns 1983 federal income 1982 federal and state
income

1989 federal and state
income

Hours Per Activity (in billions)

Recordkeeping 0.7 1.3 1.7

Learning 0.3 0.2 0.4

Time With Preparer — 0.4 0.2
Preparing Return 0.5 0.1 0.5

Sending 0.1 — —

Rearranging Financial Affairs — — 0.3

  Total Hours 1.6 2.1 3.0

Value of Time — $10.65/hour in 1982$
$13.69/hour in 1989$

$10.09 in 1989$

Out-of-Pocket Costs — $44/return in 1982$
$57/return in 1989$c

$66/return in 1989$

Total Costs for Individuals — $26.7 billion in 1982$
$34.1 billion in 1989$

$37.6 billion in 1989$
$34.8 billion w/ same
activities as 1982

Adjustments to Survey (if any) Survey results were used
to obtain models for 
estimating taxpayer 
burden. Estimates above
from models.

Weighted nationally.
 Accounting for biases in
estimates, authors suggest
estimates could be as low
as $17 billion.

Weighted nationally.

aArthur D. Little also surveyed 4,000 corporations and partnerships, with a response rate of 36.8 percent. Businesses
found to spend 1.6 billion hours on recordkeeping, 0.1 billion hours on learning, 0.1 billion hours on obtaining materials,
0.1 billion hours on finding and using a preparer, 0.7 billion hours on preparing the return, and 0.1 billion hours on send-
ing. Total business time: 2.7 billion hours.
bThe sample size was reduced by incomplete or inconsistent responses, as well as nonrespondents.
cBlumenthal and Slemrod report that the average out-of-pocket expenditure for 1982 taxpayers (in 1989 dollars) was $45.
This appears inconsistent with the estimate shown in the Slemrod and Sorum study, which shows that the average out-of-
pocket expenditure for 1982 taxpayers was $44 in 1982 dollars — which would be consistent with $56.5 in 1989 dollars.

Source: Gale and Holtzblatt (2000).

7Another option is to subsidize electronic filing (Steuerle
1997). Electronic filing may help reduce error rates because
returns are often prepared using computer software programs
with built-in accuracy checks, and it prevents keypunch errors
that could otherwise occur at the IRS. The IRS restructuring
act establishes a goal that 80 percent of tax returns should be
filed electronically by 2007. In February 2000, the Clinton
administration proposed a temporary refundable credit for
electronic filing of individual income tax returns to help
achieve this goal. The proposal was not enacted in 2000.

COMMENTARY / SPECIAL REPORT

TAX NOTES, September 10, 2001 1471



Another way to reduce the costs of filing and
recordkeeping would be to expand the standard deduc-
tion significantly. This would curb administrative costs
by reducing the number of households that itemize
their deductions. It would also provide a tax cut for
many low- to middle-income households. Estimates
suggest that if the number of personal exemptions each
household was granted were reduced by one and the
standard deduction was raised by $4,000, the number
of itemizers would fall by one-third, revenues would
be maintained, and progressivity would be enhanced
(Aaron and Gale 1996).

D. Procedural Changes
Procedural changes in the tax policy process might

indirectly help to simplify taxes by raising the visibility
and explicit consideration of simplicity and enforce-
ment issues. For example, the recent IRS restructuring
legislation requires the IRS to report to Congress each
year regarding sources of complexity in the admini-
stration of federal taxes. The Joint Committee on Taxa-
tion (JCT) is required to prepare complexity analysis
of new legislation that impacts individuals or small
businesses.

Another way to increase the visibility of simplifica-
tion issues is for the Treasury or a congressional agency
to release an annual list of simplification proposals. A
Treasury “blue book” released in 1997 contained more
than 50 proposals for simplification, two of which were
enacted later that year. The IRS restructuring act re-
quires the JCT to include simplification proposals in
biennial reports on the state of the federal tax system.

E. Fund Simplification Experiments
Finally, a serious commitment to tax simplification

could be established if Congress and the admini-
stration would devote a small amount, say 0.5 percent,
of the size of any proposed tax cut to conduct experi-
ments and trial runs to show what type of simplifica-
tion taxpayers would like and how best to establish
such procedures. Given the magnitude of tax cuts
recently enacted, 0.5 percent would go toward funding
a very large amount of new efforts to make taxes
simpler.

V. Complexity in the Current Tax System8

A. Compliance Costs in the Income Tax
The complexity, or total resource costs, of the current

tax system can be divided into several components: the
amount of time it takes individuals and businesses to
comply with the tax system, the valuation of that time,
the out-of-pocket costs incurred by taxpayers, and the
administrative costs borne by government.

Three surveys, conducted during the 1980s and
described in Table 2, provide data on the time tax-
payers needed to comply with federal taxes. Slemrod
and Sorum (1984) surveyed 2,000 taxpayers in Min-
nesota in 1983. Weighting the responses to reflect na-
tional averages, they estimated that taxpayers spent 2.1

billion hours filling out their 1982 federal and state
income tax returns. Blumenthal and Slemrod (1992)
repeated the survey in 1990 and found that time re-
quirements for 1989 returns had increased to 3.0 billion
hours. Unlike the earlier survey, the latter survey’s
estimates include time spent arranging financial affairs
to minimize taxes.

The largest survey, commissioned by the IRS and
conducted by Arthur D. Little (ADL 1988), asked 6,200
taxpayers by mail about time spent preparing 1983
federal income tax returns. ADL also surveyed 4,000
partnerships  an d corporations and their  paid
preparers. ADL used the results to develop models that
could be used with readily available data to estimate
compliance costs in future years. To develop the
models, the time for each activity (e.g., learning about
tax law) associated with each form was assumed to be
a linear function of the number of items on the form,
the number of words of instructions and references to
the IRC and regulations, or the number of pages in the
form. Based on these models, ADL estimated that tax-
payers spent 1.6 billion hours on 1983 individual in-
come tax returns and 1.8 billion hours on 1985 returns.
For partnerships and corporations, the estimates were
2.7 billion hours for 1983, and 3.6 billion hours for 1985.

The IRS currently uses the ADL models to estimate
the time required to complete forms and schedules.
These estimates are published with the tax forms as
part of the “Paperwork Reduction Act Notice.” For FY
1997, OMB (1998) estimates that taxpayers needed 5.3
billion hours to comply with the requirements of all
tax forms and IRS regulations. This estimate applies to
businesses and individuals, and includes all federal
taxes, not just income taxes.

Several  features  of  the ADL/IRS model  are
problematic, however. Most obviously, complexity can
be related to many factors other than the number of
lines or words on a form. When complexity is related
to the length of instructions on the form, the ADL
model may get the sign wrong. For example, if instruc-
tions were moved off of a form and into a separate
publication, the ADL model would show compliance
costs falling when the change may well have actually
increased compliance costs. Another set of concerns
focuses on the business model (Slemrod 1996). The
model does not adjust its cost estimate for the scale of
the business. Inexplicably, it overstates survey es-
timates of hours by partnerships, corporations, and
their preparers by a factor of four or more. And the
ADL study may not be very representative; it includes
only one corporation with assets in excess of $250 mil-
lion, and only nine with assets more than $10 million.

Given an estimate of the number of hours in-
dividuals and businesses spend complying with the tax
system, the next component of compliance cost re-
quires placing a value on taxpayers’ time. The surveys
above did not inquire about this issue. Instead, analysts
have generally imputed some measure of opportunity
cost to individuals. Different methodologies result in
widely varying estimates of the value of taxpayers’
time (Table 3). Vaillancourt (1986) uses the taxpayer ’s
pre-tax wage, on the grounds that this is the cost to
society. Slemrod (1996) argues that taxpayers are more

8Sections IV, V, VI, and VII are based on Gale and Holtzblatt
(2000) and Gale and Slemrod (2001).
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likely to forgo leisure than work to complete a tax
return, and so uses after-tax wages. Payne (1993) and
Hall (1995, 1996) value individual and business tax-
payers’ time by averaging the hourly labor costs of one
of the major accounting firms and the IRS. This ap-
proach undoubtedly overstates the appropriate costs
for individual taxpayers. The implicit assumption that
a taxpayer and tax professional operate at the same
level of efficiency when completing a tax return is
doubtful, and ignores the expertise the tax professional
has developed. And the vast majority of taxpayers do
not face tax situations anywhere near as complicated
as those seen by an accountant at a major firm or an
IRS examiner.

Estimates of the total resource costs of operating the
income tax vary widely (Table 2). Payne (1993) es-
timates costs of $277 billion (1995 dollars) for 1985.9

Hall (1996) estimates costs of about $141 billion in 1995.
Slemrod (1996) estimates costs of $75 billion in 1995.
The differences between these estimates are driven
largely by two factors: whether to use the results from
the ADL business model or the business survey, and
how to value the time spent by businesses and in-
dividuals. Both Payne and Hall use the results from the
ADL model, which appears to overstate the relevant
costs. Slemrod uses the results from the survey. Both
Hall and Payne value taxpayer time at the cost of tax
professionals’ time, which is problematic for reasons
stated above. Slemrod values taxpayers’ time at the
after-tax wage.

Given the existing data, it is possible to suggest a
range of plausible estimates of the annual costs of
operating the income tax. Slemrod’s $75 billion es-
timate provides a realistic lower bound. An upper-
bound estimate of $130 billion is obtained by adjusting
Hall’s estimate for the value of time (using Slemrod’s
estimate of $15 an hour rather than Hall’s estimate of
$39.60), and adding individuals’ out-of-pocket expen-
ditures ($8 billion that Slemrod and Payne include) and
tax administrative costs ($5 billion to $7 billion).

Table 3
Estimates of Costs of Operating Income Tax System: 1995

Components Slemrod 1995 Halla 1995 Payne (1985 in 1995$)
Individuals

  Hours Data Blumenthal and Slemrod OMB estimates of average
hours (ADL models for
1995)

ADL models for 1985

  Total Hours 2.8 billion 1.2 billion 1.8 billion

  Valuation $15/hour
(after-tax hourly wage)

$39.6/hour
(average labor cost of IRS
and Price-Waterhouse)

$40/hour
(average labor cost of IRS
and Arthur Andersen)

  Value of Time $42 billion $46 billion $73 billion

  Out-of-Pocket $8 billion — $8 billion

  Total Costs $50 billion $46 billion $81 billion
Businesses

  Hours Data ADL survey in 1983 OMB estimates of average
hours (ADL models for
1995)

ADL models for 1985

  Total Hours 800 million 2.4 billion 3.6 billion

  Valuation $25/hour $39.6/hour
(average labor cost of IRS
and Price-Waterhouse)

$40/hour (average labor
cost of IRS and Arthur
Andersen)

  Total Costs $20 billion $95 billion $145 billion

Other Taxpayer Costs N.A. N.A. $27 billionb 
(avoidance, evasion)
$18 billion
(enforcement burden)

Total Compliance Costs $70 billion $141 billion $271 billion

Total Administrative Costs $5 billion — $6 billion
Total Operating Costs $75 billion — $277 billion
aHall includes individual income tax returns with Schedules C and F in the business category. The other estimates in-
clude these returns in the individual category.
bPayne would include $236 billion that he estimates represents the distortionary effects of the income tax. Such costs are
not typically included in the operating costs of the tax system and are not included in the table.

Source: Gale and Holtzblatt (2000).

9Payne calculates a total cost of $514 billion, but about $237
billion is primarily attributable to “disincentives to produc-
tion,” or the excess burden caused by distortions in relative
prices. These costs are generally not included in compliance
estimates.
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All of these estimates are based on taxpayer surveys.
However, although they may provide the best available
information to date, the survey results should be inter-
preted with caution. All of the surveys have low
response rates. They do not distinguish between per-
manent and transitory costs. The surveys omit com-
pliance costs imposed on taxpayers after returns are
filed (except for Payne, who provides only a rough
estimate of audit costs). It is unclear whether survey
respondents have netted out the cost of non-tax ac-
tivities, or distinguished the costs of one tax from other
taxes. In addition, the surveys were undertaken in the
1980s and are now dated. Several major and minor tax
bills have become law over the last 15 to 20 years. It is
not evident that the IRS methodology captures these
changes. Over the same period, technological change
has generally worked to reduce compliance costs. For
example, when the IRS initiated the first pilot of elec-
tronic filing in 1986, a handful of professional tax
preparers electronically transmitted 25,000 returns. By
2000, more than 35 million taxpayers filed electronically.
In many cases, they filed from home by telephone or
personal computer. The cost savings from electronic filing
are not reflected in the compliance cost estimates.10 All of
these considerations suggest the need for a new, com-
prehensive survey of taxpayer compliance costs.

B. The Distribution of Tax Complexity
Measures of resource costs indicate the total admin-

istrative burden of taxes, but provide no information
about which taxpayers bear the biggest burdens. Just
as the distribution of tax payments is central to policy
discussions, the distribution of the burden of tax com-
plexity is also worth considering.

For many taxpayers, direct contact with the income
tax is relatively simple. In 1998, 17 percent of taxpayers
filed the 1040EZ, a very simplified version of the stan-
dard 1040 form.11 An additional 21 percent of taxpayers
filed the 1040A. Relative to the 1040EZ, the 1040A re-
quires more information and contains several more
complicated provisions, but it is still fairly simple.12

The remaining taxpayers filed the standard 1040 form.
About 8 percent of taxpayers filed the 1040 but were
eligible to file a 1040A or 1040EZ. An additional 6 per-
cent did not itemize their deductions, did not claim
capital gains or losses, and did not have business in-
come (defined to include business net income or loss,
rents, royalties, farm net income, farm rental income,
partnerships, S corporations, estates and trusts). The
figures above show that in 1998, over half of taxpayers
either filed a simplified form or filed the 1040 but did
not itemize deductions, have business income, or re-
port net capital gains. Thus, for most taxpayers, filling
out an income tax form is relatively straightforward.

Survey estimates support these findings. Blumen-
thal and Slemrod (1992) found that, while the average
taxpayer reported spending 27.4 hours on filing in-
come tax returns and related activities, 30 percent spent
less than 5 hours, and 15 percent spent between 5 and
10 hours. At the high end, 11 percent spent 50-100 hours
and 5 percent spent more than 100 hours. Out-of-pock-
et costs averaged $66 (in 1989 dollars), but 49 percent
of filers had no such costs and another 17 percent had
costs below $50. Slightly over 7 percent spent more
than $200. Expenditures of time and money were
highest among high-income and self-employed tax-
payers.

Information on the use of paid preparers may pro-
vide additional evidence on how complex individuals
find the system to be. In 1998, 53 percent of tax filers
used paid preparers. Among those who filed the 1040,
64 percent used preparers. Even among 1040A and
1040EZ filers, 35 percent used preparers. At first
glance, these figures suggest that most taxpayers do
not believe they have simple tax situations. However,
it is not entirely clear how to interpret the figures. Some
individuals use preparers to obtain quicker refunds
through electronic filing. Also, with relatively high in-
come and often little leisure, many families pay others
to clean their homes, plan their retirement nest egg,
etc.; that they have turned to professional tax preparers
as well may not provide any evidence about com-
plexity.

C. Complexity and Corporate Taxes
The factors most likely to create high compliance

costs for large corporations include depreciation rules,
the measurement and taxation of international income,
the corporate alternative minimum tax, and coordinat-
ing federal and state income taxes (Slemrod and
Blumenthal 1996). In addition, the largest firms are
almost continually audited, and final resolution of cor-
poration tax returns can stretch over several years.
Nevertheless, the magnitude of compliance costs and
the impact of tax complexity on firm operations is con-
troversial.

At  one end of the spectrum, company repre-
sentatives have testified in Congress that it cost Mobil
$10 million in 1993 to prepare its U.S. tax return, which

10The IRS Web site, launched in 1996, enables taxpayers to
download forms and publications and registered 968 million
“hits” during the 2000 filing season.

11To be eligible for the 1040EZ, taxpayers must be single
or married filing jointly, have taxable income below $50,000,
have income only from wages, salaries, tips, taxable scholar-
ships, unemployment compensation, and interest, with tax-
able interest income below $400. Filers of the 1040EZ can
claim personal exemptions, the standard deduction, and the
earned income tax credit (EITC) for workers who do not
reside with children.

12To qualify for the 1040A, taxpayers’ income must come
only from wages, taxable scholarships, pensions, IRAs, un-
employment compensation, social security, interest, and div-
idends. Taxpayers may report IRA contributions, student
loan interest deductions, personal exemptions, the standard
deduction, the EITC, the child tax credit, the child and de-
pendent care tax credit, education tax credits, the credit for
the elderly and disabled, and exemptions for the elderly and
blind. Taxable income must be below $50,000. Some of the issues arising for 1040A filers include head of household

filing status, dependency rules, child-related credits, and in
rare cases the AMT.(Footnote 12 continued in next column.)
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comprised a year’s worth of work for 57 people. These
costs sound astonishingly high at first glance, but
closer examination suggests otherwise. In 1993, Mobil
operated in more than 100 countries and had world
wide revenues of $65 billion and profits of about $4
billion. Mobil’s revenues exceeded the GDP of 137
countries and 22 of the states in the United States. Mobil’s
self-reported costs of compliance were about 0.015 per-
cent of revenues and 0.25 percent of profits. Viewed in
this context, the burden imposed by compliance with the
U.S. income tax appears relatively small.13

In contrast, a recent study of the Hewlett-Packard
Corporation concluded that “[a] large U.S. multi-
national company can complete an accurate corporate
tax return with the functional equivalent of three full-
time tax professionals” (Seltzer 1997, p. 493). It would
be interesting to know why Mobil’s return required so
many more resources than Hewlett-Packard’s. To the
extent that the problem lies in the tax system, it would
be useful to know which features caused the problems.

D. Complexity and the Estate Tax
Estimates of the compliance cost of the estate tax

vary enormously, partly because the methodologies are
suspect. Munnell (1988) is cited as claiming that “the
costs of complying with the estate tax laws are roughly
the same magnitude as the revenue raised” (Joint Eco-
nomic Committee 1998). But Munnell actually wrote
that compliance costs “may well approach the revenue
yield.” Even this more modest conclusion, however, is
based on a number of rough calculations and more or
less informed guesses, rather than hard evidence.

Munnell noted that, at the time, the American Bar
Association reported that 16,000 lawyers listed trust,
probate, and estate law as their area of concentration.
Valuing their time at $150,000 per year on average and
assuming they spend half their time on estate taxes
yields $1.2 billion in avoidance costs, compared to es-
tate tax revenues of $7.7 billion in 1987. To get from
$1.2 billion to close to $7.7 billion, Munnell refers to
“accountants eager to gain an increasing share of the
estate planning market,” financial planners and in-
surance agents who devote a considerable amount of
their energies to minimizing estate taxes, and the ef-
forts of the individuals themselves, and concludes that
the avoidance costs “must amount to billions of dollars
annually.” It is also worth noting that Munnell’s es-
timates are now out-of-date and that estate tax
revenues have risen dramatically during the interven-
ing period. Thus, even if compliance costs at that point
were almost equal to revenues, they may not be today.

Davenport and Soled (1999) estimate tax planning
costs by surveying tax professionals about average
charges for typical estate planning in six different es-
tate size classes and applying these estimates to the
number of returns filed in 1996. This yields estimated
costs for planning of $290 million. Using fairly ad hoc
but not implausible adjustments for such factors as the
number of nontaxable decedents that do tax planning
and tax planning that has to be repeated when tax laws

change, they estimate planning costs of $1.047 billion
in 1999. They add $628 million for estate admini-
stration costs, based on taking one-half of the total
lawyers’ fees and other costs reported on estate tax
returns, and reducing that number by 45 percent to
reflect the tax deductibility of the costs. (Note that the
last reduction is inappropriate for measuring the social,
rather than private, costs of the activity.) The sum of
their estimates for planning and estate administration
comes to $1.675 billion in 1999, or about 6.4 percent of
expected receipts. They allocate another 0.6 percent of
revenues for the administrative costs of IRS estate tax
activities, for an estimated total cost of collection of 7.0
percent of revenues.

The Davenport-Soled (DS) estimate is more recent
and more detailed than Munnell’s. Although both es-
timates require some arbitrary assumptions, it is dif-
ficult to see how the basic DS methodology could be
redone with an alternative set of reasonable assump-
tions to yield an estimate that avoidance costs are
anywhere close to 100 percent of revenues.

The estimates above are based on suppliers of estate
tax avoidance techniques. Another approach would be
to survey the demanders of the service, the wealth
owners. This approach has been employed with some
success for the U.S. individual income tax (Slemrod
and Sorum 1984, Blumenthal and Slemrod 1992), and
the corporation income tax (Blumenthal and Slemrod
1996). As a point of comparison, based on these studies,
Slemrod (1996) concludes that collection costs for the
U.S. individual and corporate income tax is about 10
percent of the revenue collected.

Unfortunately, no reliable and comprehensive sur-
vey research has been carried out for the estate tax.
What does exist applies only to businesses, and may
be considered suspect. Astrachan and Aronoff (1995)
surveyed businesses in the distribution, sale, and ser-
vice of construction, mining, and forestry equipment
industry, and separately surveyed businesses owned
by African-Americans. Each of these are very special
and small subsamples of the estate tax population, and
the methodology employed is worrisome on a number
of dimensions. For example, the authors include as a
cost of avoidance the amount spent on insurance
premiums to provide liquidity for paying the estate tax.
This expense is properly thought of as prepaying the
tax liability, and to consider it as a cost in addition to
the tax liability itself is surely inappropriate double
counting.

Astrachan and Tutterow (1996) survey 983 family
businesses in a variety of industries and find that fami-
ly business owners have average expenditures of over
$33,000 on accountants, attorneys, and financial plan-
ners working on estate planning issues; family mem-
bers averaged about 167 hours spent on estate planning
issues over the previous six years (the time frame for
the dollar expenditures is not made clear). However,
these estimates include life insurance fees that repre-
sent prepayment of estate tax liabilities. In addition, an
unknown fraction of the costs is due to estate planning,
inter alia about intergenerational succession of the busi-
ness, that is unrelated to taxation. Repetti (2000), while
corroborating in surveys of estate tax attorneys the

13In the same year, Mobil paid $19 million in U.S. income
taxes and its total worldwide tax burden was $1.931 billion.
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broad magnitude of the Astrachan and Tutterow
results, argues that a significant portion of these costs
would be incurred even in the absence of estate taxes.

In sum, there is some evidence on the costs of estate
planning for small businesses, but the estimates are
marked by conceptual problems and disagreement
about the fraction of costs due to the estate and gift tax
as opposed to non-tax factors or other taxes. For the
broader population, there is no informative evidence
from surveys of wealth owners.

VI. Simplification and the Sales Tax

A national retail sales tax has been proposed recent-
ly by Congressmen Dan Schaefer, R-Colo., and Billy
Tauzin, R-La., and by a group called Americans for Fair
Taxation (AFT).14 The sales tax base would include al-
most all goods or services purchased in the United
States by households for consumption purposes. The
imputed value of financial intermediation services
would also be taxed.15 To tax households’ consumption
of goods and services provided by government, all
federal, state, and local government outlays would be
subject to federal sales tax. The tax would exempt ex-
penditures abroad, half of foreign travel expenditures
by U.S. citizens, state sales tax, college tuition (on the
grounds that it is an investment), and food produced
and consumed on farms (for administrative reasons).16

The sales tax would provide a demogrant to each
household equal to the sales tax rate times the poverty
guideline, the annual income level below which a fami-
ly of a given size is considered in poverty. States would
collect the sales tax, and businesses and states would
be reimbursed for tax collection efforts. The IRS would
monitor tax collection for businesses with retail sales
in numerous states.

The required tax rate in a national retail sales tax
merits attention. Tax rates can be described in two
ways. For example, suppose a good costs $100, not
including taxes, and there is a $30 sales tax placed on
the item. The “tax-exclusive” rate is 30 percent, since
the tax is 30 percent of the selling price, excluding the
tax. This rate is calculated as T/P, where T is the total
tax payment and P is the pre-sales-tax price. The “tax-
inclusive” rate would be about 23 percent, since the tax
is 23 percent of the total payment, including the tax.
This rate is calculated as T/(P+T). Sales taxes are typi-
cally quoted in tax-exclusive rates; this corresponds to
the percentage “mark-up” at the cash register. Income
taxes, however, are typically quoted at tax-inclusive
rates. The reported tax-inclusive rate will always be
lower than the tax-exclusive rate and the difference
rises as tax rates rise.

The AFT proposal assumes a 23 percent tax-inclusive
rate (30 percent tax-exclusive). The Schaefer-Tauzin
proposal assumes a 15 percent tax-inclusive rate (17.6
percent tax-exclusive). The difference in rates in the
two proposals is due to the different taxes slated for
abolition. Both proposals would abolish taxes on in-
dividual income, corporate income, and estates. The
AFT would also eliminate payroll taxes, which raise
considerable sums currently, while the Schaefer-Tauzin
proposal would eliminate excise taxes, which raise lit-
tle revenue.

The actual required rates would be much higher,
however, for several reasons (Gale 1999). First, the
plans stipulate that government must pay sales tax to
itself on its own purchases but fails to allow for an
increase in the real cost of maintaining government
services. Fixing this problem alone raises the required
rate in the AFT proposal to 35 percent on a tax-inclusive
basis and 54 percent on a tax-exclusive basis (Gale
1999). Second, the plans do not allow for any avoidance
or evasion, though it is universally acknowledged that
both will occur. Third, the plans propose to tax an
extremely broad measure of consumption, but political
and administrative factors would very likely require a
narrower base. Conservative adjustments for these fac-
tors raise the required tax-inclusive rate to 48 percent
and the tax-exclusive rate to 94 percent in the AFT
proposal, and 35 percent and 54 percent, respectively,
in the Schaefer-Tauzin proposal (Gale 1999). Related
analysis by the Joint Committee on Taxation (2000)
reaches similar conclusions.

A. Sources of Complexity
As a flat-rate consumption tax with a universal

demogrant, the sales tax contains many of the features
that generate simpler taxes. In principle at least, the
simplicity gains could be impressive. Most individuals
would no longer need to keep tax records, know the
tax law, or file returns. The number of taxpayers who
would have to file would decline significantly, and
would include only those sole  proprietorships,
partnerships, and S and C corporations that made retail
sales. The complexity of filing a return would decline
dramatically as well.

Nevertheless, an NRST could create new areas of
complexity. The demogrant is based on the HHS pover-
ty guidelines, which rise less than proportionally with
the number of family members. For example, in 1998,
the poverty level was $8,050 for a single individual,
plus $2,800 for each additional family member. Thus,
the poverty level for a family of four was $16,450, just
over twice the level for an individual. This structure
will create incentives in many households for citizens
to try to claim the demogrant as individuals rather than
families. It is also not obvious from AFT descriptions
how the demogrants would be administered, or even
which agencies would be responsible for determining
eligibility and monitoring taxpayers. Thus, the com-
pliance and administrative costs of ensuring that the
appropriate demogrant is paid could be significant.

Another area of potential complexity stems from tax
avoidance and evasion behavior. The primary way to
avoid sales taxes would be to combine business activity

14See H.R. 2001, “The National Retail Sales Tax Act of 1997.”
15For example, households purchase banking services

through reduced interest rates on their checking account, and
the value of these implicit payments would be included in
the tax base.

16Retail sales occur when a business sells to a household.
Thus, purchases of newly constructed housing by owner-oc-
cupants would be taxable, but resales of existing homes
would not be.
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with personal consumption. For example, individuals
may seek to register as firms, individuals may seek to
purchase their own consumption goods using a busi-
ness certificate, and employers might buy goods for
their workers in lieu of wage compensation (GAO
1998). Ensuring that all business purchases are not
taxed and all consumer purchases are taxed would
require recordkeeping by all businesses, even though
only retailers would have to remit taxes in a pure retail
sales tax. The AFT proposal deviates from a pure retail
sales tax by requiring that taxes be paid on many input
purchases and that vendors file explicit claims to
receive rebates on their business purchases. This would
raise compliance costs further.

A second source of tax avoidance and evasion con-
cerns the importation of goods and services from
abroad. Imported purchases of up to $2,000 per year
per taxpayer would be exempt from the sales tax. This
feature is likely to be exploited fully by many tax-
payers, not because they travel abroad but because it
would be very simple for firms to set up off-shore
affiliates, warehouses, or mail-order houses and ship
goods to domestic customers. Moreover, it would be
very difficult to monitor such arrangements and it
seems quite likely that taxpayers could end up import-
ing more than $2,000 per person on a tax-exempt basis.
Some related evidence on the potential extent of these
problems comes from the experience with state-level
“use” taxes under which taxpayers voluntarily make
tax payments on goods purchased in other states. En-
forcement of such taxes has been “dismal at best” (Mur-
ray 1997). The development of electronic commerce
could raise many additional avoidance and evasion
problems for the sales tax.

B. Compliance Cost Estimates
There are no rigorous estimates of the compliance

and administrative costs associated with a high-rate
NRST. Some evidence is available with respect to state
sales taxes. Slemrod and Bakija (1996) report that ad-
ministrative costs were between 0.4 and 1.0 percent of
sales tax revenues in a sample of eight states, and com-
pliance costs were between 2.0-3.8 percent of revenues
in seven states. Hall (1996) cites a Price-Waterhouse
study that found that retailers spent $4.4 billion com-
plying with state retail sales taxes in 1990. Adjusting
for increased retail sales between 1990 and 1995, he
asserts an NRST with no demogrant would have ad-
ministrative costs of $4.9 billion.17

Unfortunately, as Slemrod and Bakija (1996) note,
compliance cost estimates from state sales taxes are
likely to vastly understate the analogous costs in an

NRST for several reasons. First, at 4 and 6 percent, state
sales tax rates are an order of magnitude lower than
the required rate in an NRST. The higher rates in an
NRST would encourage more taxpayers to engage in
time-consuming taxpayer avoidance and evasion ac-
tivities than under the existing state sales taxes, and
this, in turn, would increase the required tax rate and
compliance and administrative costs. Second, state
sales tax bases are very different from the proposed
federal base. States sales taxes typically include a sig-
nificant amount of business purchases (Ring 1999).
This reduces compliance costs, since distinguishing
business and retail sales is costly. To avoid taxing busi-
ness in an NRST may require all businesses to file
returns and receive rebates, which would raise costs.
State sales taxes often exclude hard-to-tax sectors. All
states exempt financial services from their retail sales
taxes, but the NRST would not. Third, states do not
provide demogrants.

On the other hand, states often exempt from taxation
goods such as food, housing, rent, and health care, for
political or social reasons. This increases compliance
costs relative to taxing a broader base because defining
the boundaries of the exemption (for example, distin-
guishing “food” and “candy”) can be difficult, and
recordkeeping requirements can be extensive. How-
ever, if an NRST required high rates, there would be
massive political pressure to exempt goods like food,
health care, and rent.

C. Other Sales Taxes
To address administrative problems and other con-

cerns with the retail sales tax, many countries have
employed value added taxes (VATs). VATs are paid by
businesses and impose taxes on all sales, including
business-to-business transactions. Each business owes
taxes on its sales and receives deductions or credits to
account for the taxes it paid on its purchases. Con-
trolling for administrative factors, the net economic
effect of a VAT should be the same as an NRST. The
key administrative advantage of a VAT over an NRST
is that the existence of a paper trail can improve com-
pliance rates. The chief disadvantage is the added com-
pliance costs created. See Cnossen (1999) for further
discussion.

Mieszkowski and Palumbo (1998) describe a
“hybrid NRST” that would add the following features
to a retail sales tax: (a) taxes would be due on all sales
of multi-purpose goods and services used as final con-
sumption goods or business inputs, (b) businesses
would file for rebates for the taxes collected on busi-
ness inputs, and (c) sales taxes would be withheld at
pre-retail stages of production and distribution, such
that taxes collected at one stage of production and
distribution are credited at the next stage.18 This system
would improve compliance relative to the NRST by
developing a more extensive paper trail to identify
suspicious returns and facilitate tax audits. However,
the tax would also be more complex. A system of cross-

17Adopting IRS time estimates of the costs of completing
the schedules for interest and dividends, the child and de-
pendent care tax credit, and the EITC, Hall estimates that
adding a demogrant would cost $6.3 billion and thus raise the
total cost to $11.2 billion. Hall (1996) estimated that taxpayers
would spend $8.2 billion to comply with the Schaefer-Tauzin
NRST. The estimate was also based on experience with state
sales taxes. It does not include the compliance costs of payroll
tax credits, used in the Schaefer-Tauzin plan, to rebate sales
taxes.

18See also Gillis, Mieszkowski, and Zodrow (1996), and
Zodrow (1999).
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checks and cross-reporting would be needed to limit
fraud. The number of firms required to file would rise
much closer to VAT levels than NRST levels. And busi-
nesses would file more frequently, perhaps on a bi-
weekly or even weekly basis, to claim refunds.
Mieszkowski and Palumbo concur with those who
claim, as we do above, that the compliance experience
of state sales tax is not very relevant for formulating
cost estimates for a high-rate national sales tax. They
note that the compliance costs of a hybrid NRST would
likely be “several multiples” of the $20 billion com-
pliance cost estimates they cite for an NRST. Note that
if several equals “four,” the costs of complying with
and administering this system would be as high as
Slemrod’s estimated costs for the income tax.

VII. Simplification and the Flat Tax

Originally developed by Robert Hall and Alvin
Rabushka (1983, 1995), the flat tax has been proposed
in legislative form by Rep. Richard Armey, R-Tex., and
Sen. Richard Shelby, R-Ala.19 Under the flat tax, busi-
nesses would pay taxes on the difference between gross
sales (including business-to-business transactions) and
the sum of wages, pension contributions, and pur-
chases from other businesses, including the cost of
materials, services, and capital goods. Individuals
would pay taxes on their wages and pension disburse-
ments, less exemptions of $21,400 for a married couple
($10,700 for single filers) and $5,000 for each depend-
ent. Both individuals and businesses would pay the
same flat tax rate, estimated by Treasury (1996) to be
20.8 percent (on a tax-inclusive basis). As with the sales
tax, realistic versions of the flat tax will require higher
rates. Unlike the sales tax, however, the required rate
estimate for the flat tax already incorporates evasion
and avoidance and does not assume that government
tries to raise revenue by taxing itself. The only sig-
nificant adjustments are for transition relief and the
possible retention of some major deductions and
credits due to political pressures. Adjusting for those
factors, the required rates range between 21 percent
and 32 percent (Aaron and Gale 1997).

A. Sources of Complexity
As with the sales tax, the proposed flat tax would

change the tax base to consumption, flatten tax rates,
eliminate all deductions and credits in the tax code,
and vastly simplify tax compliance. For taxpayers who
were not self-employed, the individual filing require-
ment could probably be eliminated. For those that did
have to file, the tax form could be a relatively short
postcard with simple calculations. The tax would
eliminate individual-level taxation of capital gains, in-
terest and dividends, and the individual AMT.

Any well-functioning business already retains
records of wages, material costs, and investments, so
tax filing would impose little additional cost. The flat
tax would eliminate the differential treatment of debt

versus equity, the uniform capitalization rules, the cor-
porate alternative minimum tax,  depreciat ion
schedules, rules regarding defining a capital good ver-
sus a current input, depletion allowances, corporate
subsidies and credits, the potential to arbitrage across
different accounting systems, and a host of other is-
sues. The tax distortions currently caused by inflation
would vanish.

Nevertheless, the flat tax would retain some existing
sources of complexity and exacerbate others. It would
also create entirely new areas of complexity, and the
types of complexity it would abolish could easily creep
back into the code. Some areas of the existing tax code
are also common to the flat tax and would prove just
as difficult as ever. These include rules regarding inde-
pendent contractors versus employees, qualified de-
pendents, tax withholding for domestic help, home of-
fice deductions, taxation of the self-employed, and
non-conformity between state and federal taxes. The
treatment of travel and food expenses might also cause
problems. To the extent they are a cost of doing busi-
ness, the expenses should be deducted in the flat tax.
To the extent they are a fringe benefit, they should not.
Making this determination may prove difficult. Graetz
(1997) emphasizes the numerous problems in the exist-
ing system that would be retained in the flat tax.

A potentially more troubling issue is that, since the
flat tax makes different distinctions than the existing
system does, the flat tax will create new “pressure
points,” and so could create a host of new compliance
and sheltering issues. For example, under the existing
income tax, a firm must pay taxes on interest income
as well as income from sales of goods. In the business
portion of the flat tax, receipts from sales of goods and
services are taxable, but interest income is not. This
creates an important incentive in transactions between
businesses subject to the flat tax and entities not subject
to the business tax (households, governments, non-
profits, and foreigners): the business would like to label
as much cash inflow as possible as “interest income.”
The other party (not subject to the business tax com-
ponent of the flat tax) is indifferent to such labeling.
The same possibility occurs for cash outflows from
businesses. Outflows that are labeled purchases of
goods and services or capital investments are deduct-
ible, while outflows that are labeled interest payments
are not deductible. This creates obvious incentives for
businesses to label as “purchases” as much of their cash
outflow as possible, and possibly seriously erode the
tax base and tax revenues. Thus, while it equates the
tax treatment of debt and equity flows, the flat tax
creates a new wedge between inflows labeled “sales”
and those labeled “interest,” and a new wedge between
outflows labeled “purchases” and those labeled “inter-
est expense.” Concerns that these wedges would be
easily manipulated led McLure and Zodrow (1996) to
conclude that the business tax “contains unacceptable
opportunities for abuse.”

Another new area of complexity concerns wages,
fringe benefits, and current operating expenses. Under
the current system, all are deductible to firms. Under
the flat tax, however, fringe benefits are not deductible.
Gruber and Poterba (1996) speculate that this wedge

19See H.R. 1040 and S. 1040, “Freedom and Fairness Res-
toration Act of 1997.”
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could bring back the “company doctor.” In the flat tax,
a firm’s contribution for health insurance would not be
deductible, but its payment for in-house doctors, nurses,
and medical equipment would be deductible.

Some flat tax rules will exacerbate existing tax com-
plexities. The sheltering of personal consumption,
especially durable goods, through business would be-
come more important due to the more generous deduc-
tion for expensing. Conversion of business property to
individual use ought to generate taxable income for the
business, but would be hard to monitor.

The tax treatment of mixed business and personal
use raises a number of issues. A family who rents rooms
in its home or has a vacation home must currently
follow fairly complex rules for allocating expenses and
depreciation between personal and rental use. The flat
tax is based on cash flow, however, so it is not clear
how such items would be handled. Suppose a taxpayer
bought a home in year 1 and in year 5 decided to begin
renting a room in the house. What deduction for the
cost of the capital good would the homeowner be able
to take? The answer should not be “none” since
depreciation is a legitimate business expense. Nor
should the answer be “expensing” since the flat tax is
based on cash flow and the house did not become a
business property until year 5, during which there was
no house purchase. But any other answer will lead to
a potentially complicated new set of rules (or the same
rules that currently exist). Also, if a deduction were
allowed, then the decision to stop renting the room or
the vacation home after a period of time would im-
plicitly convert a business asset to personal use and so
should be taxed at the business level under the flat tax
(Feld 1995).

Current law imposes limits on how taxes or losses
may be allocated among different taxpayers. These pro-
visions regarding consolidated returns, S corporations,
and partnerships stop firms from merging solely for
tax purposes. They appear to have no counterpart in
the proposed flat tax. However, as Feld (1995, p. 610)
notes: “the logical conclusion of unregulated allocation
of deductions would allow free transferability of
losses. Historically, however, the outcry against the
opportunity by wealthy businesses to purchases ex-
emption from income tax has produced the existing
restrictions on the transfer of loss corporations and
repeal in 1982 of the finance lease provisions of the
1981 tax act.” It thus seems likely that a complex set of
laws would have to be imposed to stop such behavior.

Taxpayers may also create pressure to find ways to
transfer income between wages and business income.
Under the flat tax, business and wage incomes are
recorded on separate forms. Thus, a business loss may
be carried forward, but — unlike in the current system
— it can not be used to offset current wage income.

The flat tax would create several incentives regard-
ing cross-border flows. Firms would have incentives to
engage in transactions that shifted interest expense off-
shore and interest income into the United States. Trans-
fer pricing would probably work to encourage firms to
locate more profits in the United States, since the tax
rate would be lower here than in most other industrial-
ized countries. Both of these issues would be easy to

exploit and would drain revenues from foreign
countries. Some sort of retaliation, adjustment, or
treaty negotiation might be expected, which would
then require changes in the tax treatment of interna-
tional flows under the flat tax (Hines 1996).

Feld (1995) highlights a variety of additional con-
cerns with the business tax, including the role of in-
kind transfers to a corporation, the definition of a busi-
ness input (and the possible need to exempt passive
assets from the definition), and possibly complex rules
for hedging transactions to distinguish those that are
part of the business from those that are investments by
the individual.

Despite its apparent simplicity, the individual tax
also creates some potential areas of complexity (Feld
1995). First, the flat tax would effectively renegotiate
every alimony agreement in the country. Under the flat
tax and other reform proposals, alimony payments would
no longer be deductible and alimony receipts would no
longer be taxable. Second, suppose that Victim earns
money and then Robber takes it away. Under the flat tax,
Victim is still liable for taxes, and Robber is not. Under
the income tax, it is the other way around. Third, prize
money won by contestants would be deductible by the
sponsoring organization as an expense, but does not ap-
pear to be taxable as wages. Addressing any of these
problems would make the flat tax more complex.

Lastly, a new system will inevitably create unin-
tended loopholes that will need to be addressed via
corrective tax measures. It would be a mistake to un-
derestimate the creative ingenuity of America’s ac-
countants, attorneys, and tax planners.

To be clear, all of the concerns noted above could be
resolved by writing carefully detailed rules covering
each contingency. But of course that is what the current
system already does. There is little reason to believe
that the ultimate resolution of most of these issues will
be simpler under the flat tax than in the current system.
Feld (1995) concludes that to avoid losing revenues, the
flat tax will either generate complicated business trans-
actions (to skirt the simple rules) or complicated tax
laws (to reduce the gaming possibilities), or both. This
conclusion seems quite reasonable to us.

All of the discussion above focuses on the pure flat
tax. However, if the flat tax were implemented, “[w]e
should expect near unanimity that it will be necessary
to provide transition relief” (Pearlman 1996). Zodrow
(2000) concurs that some transitional relief is “virtually
inevitable.” Pearlman and Zodrow discuss the various
types of transition relief that could be provided, includ-
ing compensating firms for lost depreciation deduc-
tions and carry forwards of AMT credits, net operating
losses, and foreign tax credits. The treatment of interest
deductions will also require attention. More generally,
because taxes are embedded in the fabric of existing
legal contracts, transitioning to a new tax system could
potentially affect numerous aspects of agreements in
other areas. The effect on alimony, noted above, is one
such example. Pearlman concludes (p. 419) that “in-
evitably, any approach [to transition relief] will make
the new law more complex for a long time.”

Another potential source of complexity is the
reintroduction of social policy into the tax code. The

COMMENTARY / SPECIAL REPORT

TAX NOTES, September 10, 2001 1479



pure flat tax would be devoid of all social policy initia-
tives. Thus, the flat tax would not only change tax
policy, but also reduce the generosity of subsidies
toward housing, the charitable sector, family and chil-
dren, education, health insurance, state and local gov-
ernments, etc. For each existing deduction and credit,
however, a political case would be made that the sub-
sidy should be retained. To the extent that social policy
creeps back into the flat tax, there will be added com-
plexity. Notably, because the flat tax has an individual
component — whereas the sales tax, for example, does
not — social policy in the flat tax can be tailored to
individual circumstances. However, credits for chil-
dren, child care, and education all raise issues of eligi-
bility, compliance, and phaseouts. Retention of popular
deductions would require additional recordkeeping,
reporting, and monitoring. Retention of the mortgage
interest deduction, in a system that does not tax interest
income, could create arbitrage opportunities and
added recordkeeping costs. Corporate subsidies for re-
search, environmental clean-up, and other goals could
easily wend their way back into the business tax. And
to the extent that the demand for any of these programs
remained and the tax system was able to remain clean,
there is a possibility that the programs would return
as spending or regulatory initiatives.

A third source of complexity in a modified flat tax
concerns the real and perceived distributional effects.
Families in the very highest income or consumption
strata would see tax burdens fall dramatically (Gale,
Houser, and Scholz 1996). The flat tax would make
poor families worse off, because it would eliminate the
earned income tax credit, but the increased burdens on
the poor would not be as large as the reduced burdens
on high-income families. The difference would be
made up by increased taxes on middle-class families
(Dunbar and Pogue 1998; Gale, Houser, and Scholz
1996; Gentry and Hubbard 1997; Mieszkowski and
Palumbo 2000).20

It seems unlikely that these distributional effects
will pass political muster. Retaining the earned income
tax credit would reduce much of the distributional loss
of the pure flat tax (Gale, Houser, and Scholz 1996), but
would raise compliance costs. Moving to a Bradford-
style X-tax (which would use the flat tax base, but has
graduated tax rates on wages and sets the business tax
rate at the highest wage tax rate) would provide more
progressivity, but would also create administrative and
compliance problems. It would significantly increase
the revenue loss from transition relief. This would re-
quire higher tax rates on the remaining tax base. It
would re-introduce taxpayer incentives and attempts
to redistribute income across people or over time to
exploit tax rate differentials. By raising tax rates at the
high end of the income distribution, it would increase
political pressure to restore popular itemized deduc-
tions.

A number of issues regarding what economists
might describe as perceptions of fairness also arise. For
example, there will be an inexorable tendency to com-
pare the flat tax to an income tax because both are
collected from individuals and businesses. Despite the
fact that taxes on capital income will be collected at the
business level, the non-taxation of capital income at the
individual level may upset citizens who are used to
seeing people remit taxes directly to the government
on the capital income they receive.21

Several perception issues arise in the business tax. Un-
like the current corporate or individual business taxes, the
business tax in the flat tax does not attempt to tax profits.
Changing the entire logic and structure of business taxa-
tion will create several situations that will be perceived as
problems by taxpayers and firms, even if they make per-
fect sense within the overall logic of the flat tax.

First, some businesses would face massive increases
in their tax liabilities. For example, Hall and Rabushka
(1995) note that General Motors’ tax liability would
have risen from $110 million in 1993 under the current
system to $2.7 billion under a 19 percent flat tax. Despite
economists’ view that individuals — not businesses —
bear the burden of taxes, there will likely be massive
resistance at the business level to such changes. Busi-
nesses who oppose such change will demand reduc-
tions in the tax base or other types of relief.

Second, some businesses with large profits will pay
no taxes. Profit (before federal taxes) is equal to reve-
nue from sales and other sources less deductions for
depreciation, interest payments, materials, wages,
fringe benefits, payroll taxes, and state and local in-
come and property taxes. The tax base in the business
tax, however, is equal to revenue from sales minus
materials, wages, pension contributions, and new in-
vestment. Thus, if a firm had large amounts of revenue
from financial assets (i.e., not from sales of goods and
services), it could owe no taxes or even negative taxes
under the flat tax even though it reported huge profits
to shareholders. This situation is consistent within the
context of the flat tax. But in the past, precisely this
situation led to the strengthening of the corporate and
individual alternative minimum taxes, which are
universally regarded as one of the most complex areas
of the tax code. It is hard to see why those same pres-
sures would not arise in the flat tax.

The third issue is the flip side of the second: some
firms with low or negative profits may be forced to
make very large tax payments. For example, a firm
with substantial amounts of interest expense, fringe
benefits, payroll taxes, and state and local income and
property taxes could report negative profits, but since
these items are not deductible in the flat tax, the firm
could still face stiff tax liabilities. Again, this makes
sense within the context of the flat tax, but will not be
viewed as fair by firm owners who wonder why they

20Fullerton and Rogers (1996) and Metcalf (1997) show that
the distributional impacts over taxpayers’ lifetime are not as
extreme as those on an annual basis. The relevance of this
finding for political support of the flat tax, however, is
debatable.

21The flat tax would not tax the normal return to capital,
only the excess return. That reduction in the effective tax rate
on capital income may be a source of added controversy in
the flat tax, but it is distinct from the issue addressed in the
text, which concerns whether taxes on capital income are
remitted by individuals or businesses.

COMMENTARY / SPECIAL REPORT

1480 TAX NOTES, September 10, 2001



have to pay taxes in years when they lose money and
who will push for reforms. Misunderstanding of this
point could be very important. For example, the Wall
Street Journal editorial board (Feb. 5, 1997), a strong
supporter of the flat tax, nevertheless complains about
a German tax that can force companies to pay taxes
“even when they are losing money.” The flat tax, how-
ever, would do exactly the same thing for some firms.
This will lead to efforts by businesses to retain current-
ly existing deductions for health insurance, payroll
taxes, and state and local income and property taxes.
Taken together, these deductions would cut the busi-
ness tax base by more than half.

B. Compliance Cost Estimates
Slemrod (1996) and Hall (1996) have attempted to

quantify the compliance costs of the pure flat tax. Both
authors’ estimates ignore transition issues and the
potential reemergence of social policy. Using the ADL
model for taxpayer hours described above and valuing
taxpayer time at $39.60 per hour, Hall estimates that
the costs of recordkeeping, learning about the tax law,
form preparation, and packaging/sending would
equal $8.4 billion. The projected 93 million individual
returns are estimated to take an average of one hour
and eight minutes. The projected 24.4 million business
returns are estimated to take an average of three hours
and 24 minutes to complete.

Hall’s estimates seem both significantly too large in
some respects and significantly too small in others. For
example, valuing individuals’ time at $15 per hour and
business time at $25 per hour, as Slemrod does, would
reduce the estimate by about half. On the other hand,
some of the time estimates seem implausibly low, and
possibly off by orders of magnitude. Individual tax-
payers are estimated to spend an average of 2.4 minutes
per year doing record keeping for tax purposes. Busi-
nesses are estimated to spend only 2.3 hours per year
on recordkeeping for tax purposes. Remarkably, espe-
cially in light of the discussion above on possible areas
of complexity, businesses are estimated to spend an
average of only 18 minutes learning about the tax law,
and 24 minutes gathering all the relevant documents
and preparing the return. In addition, Hall’s estimate
leaves out many components of compliance costs, such
as tax planning and auditing.

Slemrod concludes (1996, p. 375) that “it is impos-
sible to confidently forecast the collection cost of the
business part of the flat tax on the basis of observable
systems, because none exists.” Instead, he offers an
educated guess that the flat tax would cut business
compliance costs (which were $17 billion in the in-
dividual income tax and $20 billion in the corporate
tax) by one-third, and cut individual filing costs by 70
percent (from $33 billion to $10 billion), for total com-
pliance costs of about $35 billion. This is $35 billion
less than his compliance cost estimate for the income
tax, or about 0.5 percent of GDP in 1995.22

VIII. Conclusions

As a purely technical matter, tax complexity and tax
evasion can be reduced, and tax administration can be
made more just and efficient. As a political and policy
matter, however, making these improvements has
proven quite difficult. Efforts to simplify the tax system
typically run up against conflict with other tax policy
goals, political factors, taxpayers’ efforts to avoid and
evade taxes, and revenue requirements. Each of these
factors tends to shape the base, credits, deductions, rate
structure and administrative aspects of the tax system
in ways that raise complexity. Efforts to reduce evasion
sometimes run into similar problems.

To the extent that simplicity is a goal of tax reform,
many improvements could be made within the existing
system. Pure versions of both the national retail sales
tax and the flat tax could be vastly simpler than even
an improved income tax. But realistic versions of the
flat tax and especially the sales tax would require tax
rates much higher than advertised by their proponents.
These higher rates complicate tax compliance and en-
forcement. The sales tax would face potentially serious
problems with enforceability and political pressure for
exemptions. The flat tax would face the same political
pressures, and while enforceability is not a major issue,
the tax would likely become significantly more com-
plex than currently proposed.

Thus, simplification is an important goal of tax
reform, but lasting and significant simplification may
prove difficult to establish. Policy makers and voters
should, therefore, weigh the costs and benefits of
simplification against the other goals of tax policy.
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