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Wouldn't you love to abolish the IRS . .

.

Keep all the money in your paycheck . .

.

Pay taxes on what you spend, not what you earn . .

.

And eliminate all the fraud, hassle, and waste of our

current system?

Then the FairTax is for you. In the face of the out-

landish American tax burden, talk-radio firebrand

Neal Boortz and Congressman John Linder are lead-

ing the charge to phase out our current, unfair system and

enact the FairTax Plan, replacing the federal income tax and

withholding system with a simple 23 percent retail sales tax

on new goods and services. This dramatic revision of the

current system, which would eliminate the reviled IRS, has

already caught fire in the American heartland, with more

than six hundred thousand taxpayers signing on in support

of the plan.

As Boortz and Linder reveal in this first book on the

FairTax, this radical but eminently sensible plan would end

the annual national nightmare of filing income tax returns,

while at the same time enlarging the federal tax base by col-

lecting sales tax from every retail consumer in the country.

The FairTax, they argue, would transform the fearsome

bureaucracy of the IRS into a more transparent, account-

able, and equitable tax collection system. Among other

benefits, it will:

• Make America's tax code truly voluntary, without

reducing revenue

• Replace today's indecipherable tax code with one

simple sales tax

• Protect lower-income Americans by covering the

tax on basic necessities

• Eliminate billions of dollars in embedded taxes we
don't even know we're paying

• Bring offshore corporate dollars back into the U.S.

economy

Endorsed by scores of leading economists and supported

by a huge and growing grassroots movement, the FairTax

Plan could revolutionize the way America pays for itself In

this straight-talking book, Neal Boortz and John Linder

show you how it would work—and how you can help make
it happen.
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This book is dedicated to the tens of thousands of

Americans—individuals and business owners alike

—

who have found their dreams of a better life crushed

under the weight of an oppressive tax system that

stifles initiative and punishes achievement.
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PREFACE

Yes, we know. This book seems rather short. It's not three

hundred pages long. Well, that's exactly as it should be.

So take it to the cash register and buy it anyway.

This is a book about liberation. It's a book about replac-

ing personal and corporate income taxes, death taxes, payroll

taxes, capital gains taxes, self-employment taxes—all of

those wonderful taxes that thrill you so much year after

year—with one tax: a consumption tax collected only when

you choose to spend your hard-earned money at the retail

level. This book is about a 133-page tax reform bill currently

before the House Ways and Means Committee that will re-

place more than sixty thousand pages of IRS rules and regu-

lation with an easy-to-comprehend national retail sales tax.

The idea is simple, easy to understand, workable, and, above

all, fair. It will revolutionize the American economy and

begin a new wave of freedom around the globe.

The idea is so simple, and so good, that we felt this book

wouldn't have to be long. We figure it won't take you three

hundred pages to feel the same way.





A WORD FROM

CONGRESSMAN

JOHN UNDER

I
have known Neal Boortz for thirty-five years. I knew him

when he was poor. (He no longer is!) I knew him when his

federal income tax liability was barely four figures. Today it

is considerably larger. 1 knew him when he could do his own

taxes in one evening. This year he paid for his accountant's

new luxury car.

For twenty-five of those thirty-five years, we've talked

about the failure of our income tax system. We've agreed

that our tax system crushes entrepreneurship, punishes

achievement, and discourages capital formation. We've

both lamented the fact that our federal income tax has be-

come the single largest contributor to job loss and capital

flight. And we've talked about replacing our income tax sys-

tem with a national sales tax.

Adam Smith said that the invisible hand of the economy

creates efficient markets. That is true. It is also true that the

IRS is the lead foot on the throat of our economy.

It's time for the American people to pull that foot off.



A WORD FROM CONGRESSMAN JOHN LINDER

I first introduced the FairTax Bill (H.R. 25) in July 1999.

It has been reintroduced in each Congress. In the most recent

Congress, we had fifty-four cosponsors. Whenever Neal men-

tions it on his nationally syndicated talk radio show, it ties

up the lines for hours—often into the next day. On this issue,

we both believe that the public is way ahead of the politi-

cians. The people are ready. You are ready.

Our collaboration on this book has been challenging and

fun. The inflammatory and rude references come from Neal.

That's just the way he is. I, of course, provided the intellec-

tual backdrop that allows him to be outrageous. Just call me

the straight man.

We hope you find this book both informative and enter-

taining. I'll take full credit for the informative content. Neal

can take the heat on the entertainment value.

John Linder

United States Congressman
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A WORD FROM

NEAL BOORTZ

You've just picked up a book about taxes. What in the

world are you thinking?

Don't you want to read something a bit more entertain-

ing? Something with a few gratuitous sex scenes? I've never

written a sex scene. Perhaps you'd feel a little better if I put

one in the prologue. We could start with a little something

about how Americans have been getting screwed by the cur-

rent tax system for decades.

You might even be thinking you'd rather be watching a

nice reality show instead of reading a book about (yawn!)

taxes.

If it's reality you want, take a good hard look at your

next paycheck.

In fact; I insist that you do so. Right now. Go get that pay

stub and start adding up the amounts the government has

deducted—for federal income taxes, Social Security taxes,

and Medicare taxes. Now figure out what percentage of your

paycheck is gone. Keep that percentage in mind. It will lead

to clarity of thought as you read on.

We'll admit that the subject of taxes is dull. Not so dull

when you're being audited, maybe, but dull enough. Think



A WORD FROM NEAL BOORTZ

hard about how many really interesting accountants you've

known. See what we mean? The subject may be dull, but John

Linder and I have worked hard to make certain this book

isn't. If I've accomplished nothing else during my thirty-

five-plus years of hosting a talk radio show, I like to think at

least I've learned how to take the most mundane, dreary,

mind-numbing subjects and turn them into compelling radio

programming. I could keep you glued to a radio for hours

talking about sewing neckties if I put my mind to it. I once

did an entire show on the efficacy of a liberal arts education

in a largely technological society. I should have nabbed a

Nobel Prize for that one. The idea for the show came from

somewhere else, but I took it and made people listen.

So here's our promise: Now that you've spent a few bucks

to buy this book (we figure you did that after reading the

Preface), take it home and read it. Read it twice if you have

to. When you finish, we believe you'll be convinced—and

motivated. You'll be so ready for the FairTax to be passed that

you'll start camping on your congressman's or senator's

doorstep until you get a personal audience. You'll pass this

book on to your friends and coworkers, accompanied by dire

threats of the loss of your friendship if they don't start join-

ing you in those doorstep camping expeditions.

This book is about transforming a nation. It is about tak-

ing one of the most hated institutions in American life—the

Internal Revenue Service—and sending it to that place in the

government guano heap of history it has so richly earned.

More important, this book is about your personal financial

liberation and independence. It's about your getting 100 per-

cent of your paycheck every second Friday. It's about being
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able to save and invest, for your future and for the future of

your nation's economy, without worrying one moment about

the tax consequences. It's about an economy growing so fast

that you'll have to hide under your bed to avoid a good job.

It's about economic liberty. It's about making April 15 just

another beautiful spring day, messed up by nothing more

than pollen and its usual assault on your allergies.

You've no doubt heard about the FairTax by now. It's cer-

tainly on the political radar screen, and many politicians and

others with an interest in keeping our current tax system in

place seem awfully afraid of it. They're concerned . . . and

that's good. We're sure you've heard some politician or pundit

say that the FairTax would constitute a huge increase in the

tax burden on poor and working families. They're wrong, and

they know it. Read this book, and you'll know for certain that

anyone who utters those words either (a) hasn't read the Fair-

Tax Bill and knows only enough about this tax reform idea to

be dangerous or (b) has decided to lie to you intentionally.

In the following pages, we'll start with a brief history of

income taxation. You need to know the enemy and how it

works in order to be prepared to vanquish it. And make no

mistake: Our current tax system—no matter how friendly it

may be to the dreams of politicians—is your dire enemy if

you dream of financial independence. Our current tax sys-

tem is one that punishes the behaviors Americans value and

rewards the behaviors we abhor. Those in our society who

work hard and achieve are punished with taxes that approach

confiscatory levels. Eschew hard work, follow the path of

least resistance, and your tax burden all but disappears while

the taxpayer-funded government largesse pours in.

XV
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You'll also learn how politicians have managed to mold

our tax code into an instrument designed not so much for

raising revenue to fund the legitimate operations of govern-

ment, as to control the behavior of individual Americans and

corporations, and to give politicians levers to pull and but-

tons to push to buy votes when reelection time comes around.

This book is about one revolutionary piece of legislation

that's designed to change all that: H.R. 25, the FairTax Plan.

For more than twenty years, 1 have personally been a propo-

nent of replacing our income tax with a consumption tax.

John Linder has made it a focus of his career in Washington.

And, as John mentioned, my listeners share my excitement;

they've called by the thousands, wanting to know what they

can do to support the FairTax movement. If I can get my lis-

teners that excited with just a few words on the radio, think

what we can do for you with an entire book.

Our goal here is twofold. First, we're going to turn you

into a rabid warrior for tax reform. Second, in all honesty we

wouldn't mind having the phrase "New York Times Best-

selling Author" placed before our names. You can do your

part by buying this book. We'll do our part as you read it.

Oh . . . and that thing about passing this book on to your

friends? Forget it. Make them buy their own. The more of

these books in circulation the better. Read this copy and lose

it in an airport somewhere. Then go out and buy another

copy—and find a good place to lose that one, too.

Stand by for America's Second Revolution.

Neal Boortz

Reformed Attorney

Host, The Neal Boortz Show
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"Congress went beyond merely enacting an income

tax law and repealed Article IV of the Bill of Rights,

by empowering the tax collector to do the very

things from which that article says we were to be se-

cure. It opened up our homes, our papers and our ef-

fects to the prying eyes of government agents and set

the stage for searches of our books and vaults and for

inquiries into our private affairs whenever the tax

men might decide, even though there might not be

any justification beyond mere cynical suspicion.

"The income tax is bad because it has robbed you

and me of the guarantee of privacy and the respect

for our property that were given to us in Article IV of

the Bill of Rights. This invasion is absolute and com-

plete as far as the amount of tax that can be assessed

is concerned. Please remember that under the Six-

teenth Amendment, Congress can take 100 percent

of our income anytime it wants to. As a matter of

fact, right now it is imposing a tax as high as 91 per-

cent. This is downright confiscation and cannot be

defended on any other grounds.

"The income tax is bad because it was conceived

in class hatred, is an instrument of vengeance and

plays right into the hands of the communists. It em-

ploys the vicious communist principle of taking

from each according to his accumulation of the

fruits of his labor and giving to others according to

their needs, regardless of whether those needs are
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the result of indolence or lack of pride, self-respect,

personal dignity or other attributes of men.

"The income tax is fulfilling the Marxist prophecy

that the surest way to destroy a capitalist society is

by steeply graduated taxes on income and heavy

levies upon the estates of people when they die.

"As matters now stand, if our children make the

most of their capabilities and training, they will have

to give most of it to the tax collector and so become

slaves of the government. People cannot pull them-

selves up by the bootstraps anymore because the tax

collector gets the boots and the straps as well.

"The income tax is bad because it is oppressive to

all and discriminates particularly against those peo-

ple who prove themselves most adept at keeping the

wheels of business turning and creating maximum
employment and a high standard of living for their

fellow men.

"I believe that a better way to raise revenue not

only can be found but must be found because I am
convinced that the present system is leading us right

back to the very tyranny from which those, who es-

tablished this land of freedom, risked their lives,

their fortunes and their sacred honor to forever free

themselves. ..."

T. Coleman Andrews

Commissioner of Internal Revenue,

1953-1955
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INTRODUCTION

When Karl Marx wrote The Communist Manifesto in 1848,

he included ten points—goals, if you will, that must be

accomplished to bring about a true communist society. Num-

ber two on Marx's list was the establishment of "a heavy pro-

gressive or graduated income tax." Number three was the

"abolition of all rights of inheritance."^ It wasn't many years

after Marx set forth these ten points that the progressive in-

come tax became the goal of much of the American political

and intellectual class. Eventually, this second most important

of Marx's goals was accomplished—in the United States. (The

death tax addressed Marx's third goal, though not completely.)

So it's no surprise that, at the height of the Cold War, a

staunch anticommunist like T. Coleman Andrews would rec-

ognize that America must find a better way to raise revenue

1. We could point out that number ten on Marx's Hst was "Free

education for all children in public schools." We are disinclined,

however, to open that can of worms. We're here to talk taxes, not

education.
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than an income tax—despite (or perhaps because of) the fact

that he'd just spent three years running the government

agency charged with collecting that tax. Well, a better way

has been found. It's called the FairTax, and you're about to

learn all about it.

This is a book about taxes. It's also a book about eco-

nomics. Perhaps the best thing we can say about this book

is that it is about hope . . . tremendous hope. It's a book

about things happening every day in our country, and

what we can do to change them. Every day, jobs leave this

country to go to lower wage markets overseas . . . and

America suffers. Every day, domestic manufacturers shut

their doors because cheaper goods are imported from

across the oceans . . . and America suffers. Every day, in-

dividuals and businesses endure seemingly endless forms

based on seemingly impossible rules simply so that they

can pay their taxes honestly and accurately . . . and Amer-

ica suffers. There is a better way—a way filled with hope

and promise for America's economic future—and it is

called the FairTax.

Let's agree up front that this book is about honesty. And

here comes an important step in establishing that honesty:

This is not a book about tax cuts.

That's right. Do we want tax cuts and lower government

spending? Absolutely. But that's a different book and a dif-

ferent fight. Tearing out the American tax code by its roots

and replacing it with something simpler is a big enough chal-

lenge without trying to reform government and decrease

government spending at the same time. So this book isn't

about saving us a penny in taxes. We'll fight those battles
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later. First we have to fight for a simpler, clearer way to fund

our federal government—a way that protects freedom, pro-

motes individuality, and spawns economic growth.

If we agree that we're all in the hunt together for a bet-

ter future for our families and our country, then we're all

looking for the solutions to the same set of problems. In

this book, we lay out a very thorough solution that goes a

long way toward addressing our nation's economic ills. Be-

fore you embrace it enthusiastically—and we believe you

will—we encourage you to read it critically . . . and ponder

how together we can make the idea even better. We are al-

ready working aggressively with literally thousands of

FairTax volunteers across the country to bring the FairTax

to reality, but we need your help. Any progress we can

make to rid ourselves of our current income tax code—

a

code that is dragging down our economy, discouraging

achievement, and sometimes destroying families—will be

an improvement.

This book is not a partisan effort. It's not about Republi-

cans, Democrats, or Libertarians. It's not about liberals or

conservatives. It's not about rich versus poor, black versus

white, or citizen versus illegal immigrant. It's about revital-

izing America's economy and nurturing the free enterprise

soul of America that has made this the greatest country in

the world in which to live, work, and play.

Before we walk you through the details of the FairTax, let us

say a word about our plan for this book. It's going to in-

volve a little education, but we'll try to make it as painless

as possible.
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First, we'll walk you through how we got here—how we

came to be saddled with our incomprehensible and punish-

ing tax code. This is important because it speaks directly to

where we need to go from here.

Then weTl show you the government's two favorite

tricks for distracting you from focusing on the actual

amount of taxes you pay. The first is that neat little idea

called "withholding." The tax withholding system has

fooled many Americans into thinking of April 15 as refund

day instead of tax day. We're all happy to crow about the size

of our tax refunds, but how many of us can answer the sim-

ple question of how much tax we've actually paid? The sec-

ond trick is the whole idea of business and corporate taxes.

Many of our fellow citizens would like it just fine if we abol-

ished personal taxes and placed the entire tax burden on

business. As we'll show you, though, businesses don't pay

taxes. They merely collect taxes—and then pass them on to

you, the consumer. At the final accounting, the entire tax

burden comes right back to the individual consumer. We'll

show you why these business taxes, and our misconceptions

about business, are costing us American jobs and American

factories.

Next, we'll show you two of the biggest reasons your tax

bill is as high as it is: tax evasion, and Social Security and

Medicare. That's right: Whenever someone manages to dodge

paying his or her full complement of taxes, someone else has

to pick up the slack. That would be you. And when America's

two largest social programs—Social Security and Medicare

—

sink into financial trouble, who else can the government turn

to? Again, that would be you.
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Then we'll explain the FairTax in detail. We'll show you

how it deals with each of these issues fairly and efficiently.

We'll walk you through the plan step by step, detailing both

the good and the bad. There's an old saying in Washington: A

good lobbyist will tell you everything good about his side of

the issue, and then he'll tell you everything bad. If a lobbyist

won't show you both sides, either he hasn't been well

briefed, or he can't be trusted. We will work to earn your

trust by giving you both sides of the story. No tax reform

plan is perfect. But we believe the FairTax is about as close as

you can get.

Questions? Well, we haven't heard them all . . . but we've

sure heard most of them in our experiences with town hall

meetings and talk radio shows. Before the end of the book,

we'll try to answer all of the most frequently asked questions.

Objections? We've heard those, too. Some are valid. But

others are based on a personal fear that the FairTax will

destroy the questioner's lucrative career of gaming the pres-

ent tax system for his personal benefit or that of his high-

paying clients. We have nothing to hide here. We'll tell you

what the naysayers are saying. We'll dissect their arguments

to expose the misunderstandings, outright distortions, and

whatever grains of truth there might be.

We've included a chapter about IRS outrages. We all have

a little fear of this agency, and many of us have had bad ex-

periences dealing with tax authorities. Our goal here isn't to

place any blame on the men and women working for the IRS.

The vast majority of them are just doing their jobs—jobs

made very difficult by the laws passed by nearly a century of

congresses and presidents. But the power concentrated in this
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agency is subject to abuse, and the odds are that you've seen

or experienced some of that abuse firsthand. The FairTax is

not a finger-pointing campaign aimed at the IRS. However,

its goal /5 to eliminate the IRS—an event we believe will gen-

erate few tears among American taxpayers. We've included a

chapter describing the IRS's record of performance to remind

us of the atrocities and absurdities that can occur under our

present system.

Finally, we'll conclude with a chapter on how you

—

that's right, you—can help. It's time to step away from the

sidelines. The future of this debate and this country are in

your hands; only you can convince your elected representa-

tives that the FairTax needs to become a reality. The fact is,

many elected representatives don't need convincing; they

just need to be convinced of your approval. They can read

the economic reports as well as anyone, but they also know

that big ideas tend to scare people. Elected officials don't

like to scare people. Scared people vote for someone else.

Your congressmen and senators need you to call, to write,

and to show up at town hall meetings and say, "It's okay.

This is one big idea that doesn't scare us. We want you to

move forward."

We don't expect everyone to agree with us on every-

thing, but the problems facing our nation are real and re-

quire action. Our economy needs a boost. We need more

well-paying jobs for Americans. We need to do something to

keep American businesses at home. And we need to unleash,

once more, the tremendous potential that has been all but

suffocated for so long by a tax system that discourages the

very things we need to bring these goals about.
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As usual, the longer we wait, the more painful the solu-

tion will ultimately be. The time is right for the FairTax. The

perfect storm is brewing to facilitate a change of this magni-

tude. Those who have made their lush livings playing the in-

tricacies of our current tax code are concerned. J. Craig

Shearman, vice president of government relations for the Na-

tional Retail Federation—an organization on record as oppos-

ing the FairTax—recently said: "A year ago this was an idea

being touted by one obscure congressman from Georgia. Six

months ago it was an idea being touted by the majority

leader of the House. Now it's an idea that is being talked

about by the president of the United States."^

That "obscure congressman" goes by the name of John

Linder. When you've finished this book, perhaps you'll join

the effort to make the FairTax, and thus Congressman Linder,

a little less obscure.

2. Quoted in "Baby Steps Taken on Tax Reform Chafe GOP," Atlanta

Journal-Constitution (November 29, 2004), p. lA.
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THE HISTORY OF OUR

INCOME TAX

No . . . you haven't bought a history book. You've

bought a book that details a new method of raising rev-

enue for the federal government that will send the American

economy into warp drive—while restoring financial privacy

and economic liberty to American families and wage earners.

To plan successfully for the future, though, it's necessary

to have at least a basic understanding of the past. If we're try-

ing to kill a bureaucratic monster that destroys initiative and

impedes economic growth, it's crucial that we know just

what cave that monster crawled out of. In the words of the

American philosopher George Santayana, "Those who can-

not remember the past are condemned to repeat it."
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As you read this depressing (though brief) history of the

income tax in America—and the chapter on withholding

that follows—keep this basic fact in mind: There is ab-

solutely no limit to the government's desire for your money.

When it comes to politicians' powers of taxation, the only

limit they recognize is the people's willingness to tolerate

the confiscation of their wealth. The amount of your earn-

ings that the government is willing to leave in your pocket

is only the amount it cannot seize without promoting an

outright rebellion.

In the early years of our republic, the federal government

levied few taxes. The Feds managed to get by with only a

handful: taxes on alcohol, carriages, and some basic con-

sumer items such as sugar and tobacco. When the United

States went to war against Great Britain in 1812, sales taxes

were placed on various luxury items to cover the cost. The

cost of fighting a war can be high, but citizens are generally

amenable to higher taxes in times of war because they realize

that the cost of not fighting the war can be even higher.

These patriotic feelings would be exploited in later years to

the immense benefit of the free-spending political class.

In 1817, with Great Britain once again defeated, Con-

gress did away with all internal taxes and funded the cost of

the federal government with tariffs on imports.

Remember, please, that during this period of American

history most governing was done at the local, not the na-

tional, level. This is as our founding fathers wanted it. Various

people present when our Constitution was drafted expressed

a belief that, in times of peace, roughly 95 percent of all gov-

erning should be at the state and local levels, with the re-

10
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maining 5 percent coming from the federal government. Add

that to the list of founding principles that have been all but

ignored.

The first attempt at an income tax came about to raise

funds for v^hat v^e knov^ as the Civil War.^ In 1861, Con-

gress passed a bill assessing a 3 percent income tax on ev-

eryone earning between $600 and $10,000 a year. Six

hundred dollars a year in 1861 vsrould equal about $10,000

now. If you earned more than $10,000 (about $166,700

today), the rate went to 5 percent and a nice little inheri-

tance tax was added to the mix, as were some additional

sales and excise taxes.

The Union wasn't alone in enacting the income tax. The

idea also caught hold south of the Mason-Dixon line, and the

Confederate states enacted their own version. Misery, it

seems, has always loved company.

By 1872, with the war over, the populace was starting to

show its displeasure with the income tax. The political class

reacted by eliminating the income tax. The Feds went back to

taxing tobacco and booze. Yet the politicians' dreams of a

permanent income tax weren't easy to squelch; the snake was

hibernating, not dead. Over the next twenty years or more,

1. "Strictly speaking, there never was an American Civil War. A

civil war is a conflict in which two or more factions fight for con-

trol of a nation's government. That was not the case in the United

States between 1861 and 1865. The seceding Southern states were

not trying to take over the U.S. government; they wanted to de-

clare themselves independent." Thomas E. Woods, Ph.D., Tlie Polit-

ically Incorrect Guide to American History (Regnery 2004), p. 61.
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members of Congress introduced no less than sixty-eight

bills to enact another income tax.

The second term of President Grover Cleveland brought

us the economic fiasco that's gone down in history as the

Panic of 1893. First, the Reading Railroad (remember it from

Monopoly?) went into receivership. A few banks and other

businesses dependent on the railroad followed, and soon we

had a general economic downturn. Now, as we've learned,

when the economy goes sour that's a signal for the govern-

ment to start taking more money out of the pockets of its cit-

izens. It was time to try an income tax again.

Using the Panic as a handy excuse, eager politicians

passed a law calling for a new income tax in 1894. Politicians

then, as now, were not particularly eager to showcase just

what they were trying to accomplish, so they made a blatant

attempt to quell any possibility of a strong anti-income

tax response from the voters by assigning a rather bizarre

title to the new tax bill. They called it "An act to reduce tax-

ation, to provide revenue for the government, and for other

purposes. "2 Just how much can you trust a politician who

passes a law to tax your income, and calls it an "act to reduce

taxation"?

The 1894 "act to reduce taxation" presented Americans

with a 2 percent tax on everyone making more than $4,000 a

2. The practice of assigning names to mask the true purpose of the

legislation is a time-honored practice in Washington. There is a law

on the books that authorizes the federal government to use banks

to spy on your financial transactions. For instance, let's say you

were to sell a car to someone for $10,000. Wary of fraud, you de-

manded and received cash for your car. If you were to deposit that

12
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year (the equivalent of $50,000 today). In a nice twist, our

politicians decided that all government officials—state and

local alike—would be exempt from the new tax. Not a bad

deal! Tax the people, exempt yourself. That's what the politi-

cians of 1894 meant by "equal treatment under the law." Why
not give it a try? Who knows ... it just might have worked.^

As it turned out, this 2 percent tax on incomes over

$4,000 started a chain of events that culminated in a consti-

tutional amendment and our current income tax system.

President Grover Cleveland, you see, thought that the 2 per-

cent income tax was unconstitutional, so he let it become

law without his signature. The question of constitutionality

was presented to the U.S. Supreme Court—and the income

tax lost.'* The Supremes ruled that the income tax was actu-

ally a direct tax on the citizens of the United States, a viola-

tion of the Constitution.^

Now here's where things get really depressing. After an in-

come tax was declared unconstitutional, the politicians in

cash into your checking account, your bank would be required to

file a written report with the federal government detailing the

transaction. You are not to be notified that your transaction has

been reported. The name of the law? The Bank Secrecy Act.

3. Could there possibly be one person reading this who does not

believe that our elected officials would not opt for a similar exclu-

sion today if they thought they could get away with it?

4. Arthur Eckrich, "The Sixteenth Amendment: The Historical

Background," Cato Journal (Spring 1981).

5. "No Capitation, or other direct, Tax shall be laid, unless in Pro-

portion to the Census of Enumeration hereinbefore directed to be

taken," Article 1, Section 9: Constitution of the United States.
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Washington chose sides and drew their battle Unes. On one

hand we had Democrats, who were eager to spend the money

that would come from an income tax. The Democrats called

for a constitutional amendment permitting the income tax in

both their 1896 and 1908 platforms. Republicans, on the

other hand, were opposed to the idea in principle.

Those who favored the idea of an income tax met with

considerable success, capturing public sentiment with prom-

ises that the tax would "soak the rich," and leave the vast ma-

jority of Americans alone. Economic class warfare was as alive

and well in the early 1900s as it is in the early 2000s.

The historical timeline now brings us to Texas Senator

Joseph Bailey, a conservative Democrat. Deciding to play the

game of partisan politics, Bailey cooked up a scheme to hu-

miliate congressional Republicans. Though he was opposed to

the idea, Bailey introduced a bill calling for an income tax. He

mistakenly thought that the Republicans would rush in to kill

this legislation, thus furthering the image Democrats were

trying to cultivate of Republicans as hostile to the poor and

concerned only about protecting the wealthy. Wouldn't you

know it, things didn't turn out as Bailey had planned. Liberal

Republicans, backed by Teddy Roosevelt, actually came out in

support of the bill. Passage seemed all but certain.

Conservative Republicans were panicked. They needed a

way to derail the Bailey bill and the growing threat of an in-

come tax. In one of the worst examples of legislative play-

calling in our history. Republicans came up with the

brilliant idea of announcing that they would support the idea

of an income tax on one condition: if and only if it came

about as the result of an amendment to our Constitution.

14
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Even though this group of conservative Republicans felt that

there was some slight chance the proposed amendment

might actually make it through the House and the Senate,

there was just no way in the world that the legislatures of

three-fourths of the states could vote for ratification.

Yeah . . . right.

Big oops.

The amendment sailed through the House and the Sen-

ate. The vote in the Senate was 11 to 0, and the House ap-

proved it by 318 to 14. It was off to the states for ratification.

Conservative Republicans were still confident that the effort

was doomed. They were as wrong as they could be.

Smelling ultimate victory for one of their long-held

goals, the Democrats launched a massive effort to convince

the people that any income tax would be directed only at the

wealthy, and that ordinary Americans would be left virtu-

ally untaxed. Conservative legislatures in the West and the

South convinced their constituents that the adoption of the

income tax would have little effect on them, since incomes

high enough to be taxed were rare in these areas. The people,

thus anesthetized, raised little objection and the Sixteenth

Amendment was ratified on February 12, 1913. This date

should be added to December 7, 1941, and September 11,

2001, as dates in American history that shall forever live in

infamy.

In the beginning, as advertised, the federal income tax

was indeed a tax on the "evil and hated rich." When the in-

come tax first arrived, only one-half of 1 percent of Ameri-

can income earners actually paid any income tax. In today's

dollars, you would have had to have an income of $250,000

15
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or more to feel the first 1 percent pinch; a 7 percent rate

would kick in for those making more than the equivalent of

$6 million a year.

It is not necessary for the purposes of this book to go into

the gory and depressing details of how the tax burden on

Americans has increased over the past ninety-plus years. Suf-

fice it to say that those who felt the income tax would affect

only the very wealthy were soon shocked into reality. The in-

come tax soon became a burden not just to the wealthy, but

to average American families struggling to raise their chil-

dren and plan for retirement while somehow ending up with

enough money left over to enjoy in their personal lives.

Today, this struggle is nearing a crisis point: the income

tax is being molded into a more perfect weapon of class war-

fare. In 2003; the last year for which figures are available, the

top 52 percent of all income earners paid virtually 100 per-

cent of all personal income taxes collected by the Internal

Revenue Service. We are just a few years away from the point

where the majority of American wage earners will have no

federal income tax liability at all. The purpose of this book is

not to illustrate how our income tax is used as an instrument

of class warfare. This might, however, be a good place to

pause and reflect on what might transpire when politicians

need the votes of the non-tax-paying majority more than the

votes of the people actually covering the tab.

Not a comforting thought, is it?

Back to our history lesson: With the ratification of the

Sixteenth Amendment, our politicians had finally realized

their long-term goal of instituting an income tax. Yet they

soon discovered, to their dismay, that there were limitations.

16
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One problem was that the voters were determined to hold

politicians to their promise that the tax would be levied only

on the rich. Another problem was the method of payment.

As we'll see in the next chapter, the voters rebelled against

the idea of withholding tax. Tax bills were paid on an annual

basis. Under those conditions, it's rather hard for politicians

to raise tax rates or to expand the reach of the tax.

But another force would soon come along to give politi-

cians the leverage they needed to turn the tax tide in their

favor. That force was war.

17
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. . . THEN CAME

WITHHOLDING

Perhaps the best way to introduce the subject of withhold-

ing is to tell you just why politicians love the withhold-

ing system so much. It's really very simple: Politicians love

withholding because it gives them a chance to grab their

"share" of your earnings before you even see your paycheck.

As we've said, under this system most Americans have be-

come completely ignorant of how much they pay in income

taxes. Not only that, they don't really know how much they

actually earn by working! If you don't know how much you're

paying in taxes, you're hardly going to complain about it.

Here's a nifty but depressing little experiment for you to

try the next time April 15 rolls around. Approach some of
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your friends or coworkers and ask/'Say! Just curious, but how

much income tax did you have to pay this year?" Admittedly,

it's a pretty personal question. Don't be surprised if you end

up getting a lot of "none of your business" responses. But

among your friends and coworkers who do respond, listen

closely and see how often you hear something like this in re-

sponse: "I didn't have to pay anything. I'm getting some

back."

Cringe.

Consider this response for a moment. These are the

words of someone who may well have worked from sunup to

sundown for fifty-two weeks in the previous year, with per-

haps two weeks off for a vacation. Every two weeks or so,

chances are, this person received a paycheck—with a sub-

stantial deduction for federal income taxes and payroll

taxes. Then, the following April 15, you ask them how

much tax they paid and what those deductions amounted

to, and they have absolutely no clue. All they can tell you is

how much their refund will be. Oh, happy day! They're

getting some back! They're so thrilled with the refund

of excess taxes seized by the government from their pay-

checks that they've missed the far more important fact:

how much of their hard-earned wages the government actu-

ally keeps!

Think about it for a second: Can you see how easy

this makes it for the government to seize and spend our

money?

In one FairTax forum, a young lady said she wasn't inter-

ested in paying tax on everything she buys, because last

year she didn't have to pay taxes at all. On April 15 she got
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a refund—five hundred whole dollars from the government!

We then made her a sensational offer: If she'd let us take a

thousand dollars out of her paycheck today, next year we'd

promise to give her that thousand back—and she'd be twice

as happy as she was with her five hundred bucks from the

government!

She didn't get it. (Go figure.)

Let's take our polling of our friends and coworkers one

step further. You don't have to wait until tax day to do this.

This one works fifty-two weeks a year. Just ask a few people

how much they make. That's all! Just "Hey, how much do

you make a week?" Again, get ready for plenty of "none of

your business" cold shoulders. But when you do get an an-

swer, it's likely to be some figure preceded by the phrase "I

take home ..." For example, "1 take home eight hundred

and fifty bucks a week." Now, if you're an obnoxious talk

show host (like some people we know), you may respond, 'T

didn't ask you how much you took home, I asked you how

much you made."

Brook trout. ^

A huge number of Americans, including both salaried

and hourly workers, have no clear idea whatsoever of how

much they actually earn during a particular pay period. They

just know what's left after the federal government extracts

1. The authors give credit to former University of Georgia head

football coach Ray Goff for the expression "brook trout." Imagine

a blank stare and gaping mouth . . . slowly pulsating as the basic

biological need for oxygen is satisfied.
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the income taxes, the Social Security taxes, and the Medicare

taxes. That money is gone—and the average worker doesn't

even consider it part of his earnings in the first place. He's

focused on what he "takes home."

Again, think about how wonderful that is for tax collec-

tors. They seize the money, and it's not even missed.

This is a lesson that is not lost on other institutions in

American life. Unions, for instance, know the value of get-

ting their union dues taken from a worker's paycheck before

the worker can get his hands on the money. This is what's

known as a ''union check-off," and it's often an integral part

of union negotiations. Union members who actually have to

write checks for their union dues are more apt to question

the value they are receiving in return. Get the money before

the worker receives his pay, and he'll never miss it—the same

as our average taxpayer.

It wasn't always so. In the early years of the income tax,

taxpayers would calculate the full amount of income taxes

they owed for the previous tax year and write one check to

the Internal Revenue Service. Your taxes were paid just as

you pay your automobile insurance premium or your real

estate property taxes today. You get your bill; you write your

check. Before withholding came along, you can bet your life

savings that people knew how much they were paying in in-

come tax. You write the government a check for that kind of

loot every year, and it has a way of sticking in the old mem-

ory bank.

That was a good thing for the individual taxpayer's sense

of his fiscal well-being, at least. For politicians who want to

raise taxes? Not so good.
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Then came withholding.^

The popular story is that withholding was born of neces-

sity during World War II because a reliable cash flow was

needed to fund the war effort. Not so. Few people realize that

withholding was a part of the first income tax law after the

ratification of the Sixteenth Amendment. The 1913 law es-

tablishing the income tax allowed the federal government to

withhold taxes from workers' paychecks just as it is done

today. Then something happened that stopped the withhold-

ing juggernaut: The citizens of 1913, unlike our present-day

variety, said "nothing doing." They complained to their repre-

sentatives in Washington, and in 1917 a law was passed bar-

ring the practice of withholding taxes. Taxpayers went back

to paying their taxes in one lump sum, and politicians in

Washington went back to their drawing boards.

But the politicians weren't ready to throw in the towel.

They saw that withholding was the one way they could cam-

ouflage the actual tax burden pressed on the American peo-

ple and further their political dream of spreading the scope

and power of the federal government.

So when World War II came along, it provided the polit-

ical class with the handy excuse they'd been seeking to put

income tax withholding back on the table. War, after all,

can be a great opportunity for politicians to manipulate the

2. For an excellent and comprehensive treatise on the origins of

withholding see Charlotte Twight, Ph.D. (Economics), J.D., profes-

sor of Economics at Boise State University, "Evolution of Federal In-

come Tax Withholding: The Machinery of Institutional Change,"

Cato Journal, 14(3).
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patriotic feelings of the American people. With the coming

of the war, the funding needs of the federal government

could no longer be covered by a tax on the wealthy; now it

was time for everyone to chip in. What better way to garner

public support than to tell all patriotic Americans that it was

time to step up to the plate and fork over the cash. Instead of

waiting for a year to pay your bill, Americans were to hand it

over as they earned it. There was still substantial taxpayer

opposition to withholding, but the politicians eventually

won—even though they needed help from Donald Duck,

among others, to pull off the victory.

The story of the political debate surrounding the imple-

mentation of tax withholding is a compelling lesson in the

use of propaganda and outright dishonesty. While exhorting

Americans to show their support for the war effort and our

troops overseas by supporting an expansion of the scope of

the income tax and tax withholding, politicians talked quite

a different game behind closed doors and in the hearing

rooms of Congress. In private, politicians shared their fears

that taxpayers would simply refuse to pay if tax burdens in-

creased by any appreciable amount.

The answer? Withholding.

Professor Charlotte Twight relates a very telling piece of

testimony delivered by one particular U.S. Treasury official

during hearings on the new withholding law. Transcripts of

the hearing show the official made a reference to the "person

against whom the [withholding] method was applied," and

then quickly corrected himself to say "or I might say in

whose favor it was applied." Official Washington clearly un-

derstood that withholding was to be a tool to be used against
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taxpayers, not a program to make their taxpaying experience

more pleasant.^

And that was just the tip of the propaganda iceberg. Tax-

payers were told of the many personal benefits they would de-

rive from withholding. They wouldn't have to bother with

funding savings accounts from which their taxes would be

paid every year. Withholding would relieve them of that bur-

den—not to mention the interest they would have earned on

the money they were setting aside. Treasury Secretary Henry

Morgenthau Jr. told Americans that they would find withhold-

ing to be a far more convenient way to pay their taxes. Conve-

nience to the taxpayer was the official storyline—power to

government was the reality.

Now we did mention Donald Duck a while back, didn't

we? Where does this ill-tempered drake figure in this sce-

nario? In 1942, at the urging of the Treasury Department,

Walt Disney produced and distributed an animated feature

called "The New Spirit." The cartoon was to be shown as a

short subject in movie theaters across the nation . . . probably

right after the newsreel featuring pictures from the battle-

fronts. So there was your pal and mine, Donald Duck, telling

you that "it is your privilege to help your government by pay-

ing your tax and paying it promptly." Tens of millions of

Americans saw this film, and Gallup reported that 37 percent

3. Charlotte Twight, Ph.D. (Economics), J.D., professor of Econom-

ics at Boise State University, "Evolution of Federal Income Tax

Withholding: The Machinery of Institutional Change," Cato Jour-

nal, 14(3).
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of the people felt that Donald Duck actually had a positive ef-

fect on their willingness to pay taxes."*

Thanks, Donald. We owe you one.

Evidently; though, propaganda and manipulation alone

weren't quite enough to swing the public all the way over to

the idea of tax withholding. Something else was needed ... a

big-time carrot.

In order to gain the necessary level of public support for

income tax withholding, a fiction was created. It was called

the Ruml Plan, cleverly named after the man who came up

with the idea, one Beardsley Ruml. Here's the bill of goods

the Ruml Plan helped sell to the American people. It seems

very simple: if, starting in 1943, you allow us to start with-

holding taxes from your paychecks, then we'll forgive all of

the taxes you owe for the year 1942 and you won't have to

pay them when March 15 rolls around!^

Before the promotion of the Ruml Plan, public support

for withholding was shallow at best. After Americans became

convinced that they'd be getting away with not paying taxes

on one year's worth of income, though, the die w^as cast and

support for withholding soared.

Now let's take a moment to apply some logic to this Ruml

Plan. Were Americans really getting away with anything? Of

4. "Class Tax to Mass Tax: The Role of Propaganda in the Expansion

of the Income Tax during World War II," Buffalo Law Review, 37(3).

5. Originally, Americans wrote the check to pay the income taxes

due for their previous year on March 15 rather than April 15. Tax-

payers with large balances due were also given the option of pay-

ing those taxes over the course of one year in four quarterly

installments.
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course not. Perhaps the best way to dispel any notion that

this was a "tax elimination" scheme is to point out that the

government's revenues wouldn't decline under the plan.

Now, if you're going to forgive an entire year's income tax

collections, you would expect government revenue to take

quite a hit, wouldn't you? Well, it didn't. The simple truth

was that, instead of paying the previous year's tax bill in one

lump sum, wage earners would really be paying the previous

year's taxes over the course of the current year, paycheck by

paycheck, through the new withholding system. The politi-

cians realized that expanding the income tax, while institut-

ing the withholding scheme, would allow them to increase

the government's tax revenues enough that it easily compen-

sated for this supposed 1942 "tax forgiveness" offer.

There was one way the Ruml Plan could work for you: You

could die. If you died at the beginning of 1943, your estate

would owe no income taxes for 1942, and since your income

would presumably stop with your death, you wouldn't expe-

rience the promised nirvana of withholding.

Oddly, arguments against the Ruml Plan were amaz-

ingly like arguments against tax cuts today. There was con-

cern that the rich would benefit more than the poor from

the plan to eliminate one year's worth of income tax rev-

enues. Well; let's see: The more you earn, the more taxes

you owed. The more you owed, the more you saved when

those taxes were forgiven. What a concept! Some things

never change.

The voters bought it, and with the able assistance of Don-

ald Duck, Beardsley Ruml, and politicians looking for a way

to raise taxes while softening the impact, the Current Tax
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Payment Act of 1943 was finally signed into law.^ The way

was paved for accelerating the expansion of the federal gov-

ernment and collecting more taxes, all without any signifi-

cant protests from the American people.

Let's focus for a moment on one date: April 15. Try to

imagine April 15 without tax withholding. How would you

feel as that dread day approached, knowing you were going to

have to write a check to the IRS for many thousands of dol-

lars? This would undoubtedly be the largest check most peo-

ple wrote during the entire year.

Let's choose a nice even figure for your federal income

tax liability for the previous year. We'll put it at $10,000.

You've been fiscally prudent, putting some money into an in-

vestment account every month, knowing that this tax bill

would come due. Finally, once April 15 rolls around, you sit

down to write the check. At that moment, and probably for a

considerable period of time thereafter, you'd be focused on

the fact that you've just sent $10,000 of your savings, which

you worked for and earned, to Washington to be spent on

goodness-knows-what by politicians. Wouldn't you be pretty

darn curious about just what the politicians were going to do

with your money—and be fully ready to hold them account-

able if you felt it was being squandered? Wouldn't the cost of

6. The final legislation calling for tax withholding actually con-

tained only a 75 percent forgiveness of the previous year's taxes

due. Provisions were also added to make sure that the wealthy were

forced to pay income taxes on the so-called "windfall profits" they

made from investments with companies engaged in the war effort.
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government—that is, its cost to you—suddenly be at the very

center of your thinking?

Contrast this to the reahty of April 15 as we know it

under the withholding scheme. Instead of being a day when

Americans are focused on what the government is costing

them, most of us are instead focused on how much we're get-

ting back from that government! It's a day when we let the

government know how big a check to write us, not a day the

government takes a huge hunk out of our previous year's

earnings. Now go back to that question we suggested you

pose to your friends at the beginning of this chapter: "How

much income tax did you have to pay this year?" See why

your friends have no idea what the government is costing

them each year? It's the magic of withholding, the answer to

the free-spending politician's prayers.

Politicians know a good thing when they see it, and ac-

cordingly, since 1943, there have been plenty of efforts to ex-

pand the withholding scheme. In the 1970s, President Jimmy

Carter attempted to have withholding extended to interest

and dividends. This time Americans seemed to understand

that having taxes withheld on their interest and dividend

earnings before those taxes were actually due would cost

them additional earnings. The effort failed, but it was re-

vived a few years later in 1982. With the enthusiastic support

of President Ronald Reagan, politicians cited the budget

deficit as a reason to expand withholding to include divi-

dends and interest earnings. Congress authorized the addi-

tional withholding measure in 1982 but, to put it mildly, the

American people were not pleased. The withholding measure

for interest and dividends was repealed a month after it went
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into effect. It makes you wonder: If withholding hadn't al-

ready been deeply entrenched in our system by the early

1980S; would Congress have been able to sneak it in under

the noses of the American people?

There's a lesson here for proponents of the FairTax. Just as

the political class underestimated the American people in the

1980s when we stopped government's blatant grab on our

right to earn interest on our dollars, we can make the FairTax

a reality if we band together today and exert unrelenting

pressure on our politicians to bring it about. We made them

withdraw their bid to withhold taxes on our interest—who's

to say that history couldn't repeat itself with a surge of popu-

lar support for a repeal of the Sixteenth Amendment, the end

of the income tax, and a transition to a consumption tax?

All across America, people are already asking: What will

it take to make the FairTax a reality?

There's really only one answer, and that's you.
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THE MYTH OF

CORPORATE TAXES

In much the same way that we've targeted withholding for

eUmination, the FairTax also targets corporate taxes for

elimination . . . and some people find this aspect of the Fair-

Tax objectionable. These people might believe that corpora-

tions don't pay enough tax as it is, and they see no particular

reason to lessen the burden. After all, haven't they been

reading in the press about all of the obscene profits these cor-

porations are making? The economic education of Americans

is so woefully inadequate that many of us actually think we

pay less as individuals when taxes are transferred to busi-

nesses and corporations.
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I'll let you in on a closely guarded secret: those corpora-

tions aren't paying taxes now. When it comes right down to

it; no corporation or business really pays taxes. The burden

—

all of it—falls on us.

There is only one entity in this country that actually

pays taxes, and that entity is the individual. Businesses and

corporations merely collect the taxes from individuals and

pass them on to the government. Taxes are paid from wages,

and in this country only individuals earn wages. It's even ac-

curate to say that the assets of our federal government are

owned by the people who live here and pay taxes—though

exercising any degree of control over those assets might be

difficult.

We believe that it's important for you to understand this

concept: Businesses and corporations don't pay taxes, they

merely collect taxes and pass them on. Exposing this fraud is

central to encouraging you to become a rabid advocate of

the FairTax.

So let's take this step by step.

First, we'll create a fictional corporation. We can give it a

catchy name: FairTax Inc. Our company makes widgets—the

best widgets money can buy. If you don't already have one

of these widgets, you certainly want one. FairTax Inc. has

one hundred shareholders. Its fifty employees make two

hundred widgets every year, which the company sells for

$100,000 each. (We told you these were good widgets, didn't

we?) FairTax Inc.'s gross revenues equal $20 million a year. It

costs the company about $18 million a year, including labor

costs and all federal taxes, to produce and market those

widgets. That leaves $2 million in profit.
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Okay, now let's say that one day the federal government

comes along with a 5 percent corporate tax increase. This

means that FairTax Inc. will owe about $100,000 more in fed-

eral income taxes. (Don't pick nits with us here; we're sim-

plifying the numbers to make a point.) So just where is the

company going to get that extra hundred grand? Let's con-

sider the possibilities:

1. It could pay the money out of the $2 million profit.

Fine, that works! But to whom does that profit really

belong? It belongs to the shareholders. You have one

hundred shareholders sitting out there waiting for

their dividend checks. Increase the taxes by $100,000

and each shareholder sees his dividend check de-

crease. See who's picking up the corporate tax now?

The shareholders, not the corporation.

2. Raise the price of the widgets to cover the increased

corporate tax, you say? Another great and time-tested

idea—if you can raise the price without affecting your

market share, that is. Pull that one off and you're one

fine businessperson indeed. But who ends up paying

the additional corporate income tax? That's right,

you're catching on: The customers foot the bill, with

the extra bucks they shell out for their favorite widget.

3. Well, maybe you can cut costs to cover the additional

taxes. Fine, that's another solid solution. But just

what costs are you going to cut? Maybe lay off a few

employees and shoot for increased productivity?

Good luck. At any rate, an individual—the fired em-

ployee—takes the hit. Cut back on employee benefits?
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Again, the employees take the hit. Buy cheaper com-

ponents to make your widgets? Yeah, that'll work, but

the reason the Brand X components are cheaper is that

they pay their employees less and offer limited bene-

fits. Your original supplier takes a beating and passes

it on to its employees and suppliers.

See where we're going? Just try finding one area where Fair-

Tax Inc. can cut costs without passing the impact on to some

individual somewhere.

It's plain as the nose on George Washington's face: Only

individuals create wealth. Only individuals retain wealth.

Only individuals can have their wealth seized by the govern-

ment in the form of taxes. Sure, the money may sift through

corporate hands on the way to the U.S. Treasury, but the cor-

porations only serve the role of collection agents and remit-

ters. The bottom line: You pay the price.

If it's true that individuals are really shouldering the entire

tax load; you're probably wondering: Why even go through the

process of having corporate taxes in the first place? It's a good

question, with a one-word answer: deception.

Tax collectors discovered long ago how convenient it was

to disguise a significant percentage of government revenues

as corporate taxes. Politicians realized that the average Amer-

ican knows no more about corporate accounting and taxation

than Dan Marino does about hockey goaltending. After all,

they run the schools, remember? Politicians can pledge to

raise corporate taxes, and the myrmidons^ will actually praise

1. Look it up. It's a great word. We all know a few. Maybe a lot.
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them for it. It's a wonderful world indeed when you can look

a citizen in the eye and say, "Hey, Pal, I'm going to take even

more money out of your pocket by increasing corporate

taxes," and the citizen shouts back, "Thank you very much,

Senator! You da man!"

These politicians know that if they had to take all of the

money they collect from the people in the form of corporate

and business income taxes, and add it to the personal income

taxes paid by individuals, they'd soon be peeking out of their

office curtains at crowds of irate taxpayers armed with pitch-

forks. The ruse of the corporate income tax affords protection

to the free-spending politician.

That said, taxes are a fact of corporate life. And, as you

will read later, corporate managers and business owners

spend an inordinate amount of time making business deci-

sions based on tax consequences. This is because taxes are a

major component of the cost of doing business—a cost that's

reflected in prices.^

The burden on American corporations is huge, and we

need to understand the magnitude of the problem—since, as

we noted earlier, you and I are paying every penny of that

burden when we buy corporate-produced goods at the check-

out counter.

The corporate tax rate in the United States is the third

highest in the industrial world, and the burden falls most

heavily on small businesses. According to the Tax Foundation,

2. We're speaking here of the embedded taxes that are present in

virtually every retail item we buy. More on this later.
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just the time and effort of complying with our massively

complex tax code costs the average small business about $724

for every $100 it pays in income taxes to the government. It's

hard to imagine a more incredible waste of human and busi-

ness effort. In total, the director of the Congressional Budget

Office believes that it costs American businesses somewhere

between $400 and $500 billion—that's with a "B," my
friends—just to comply with the complicated tax code. Five

hundred billion dollars a year, with every single penny of it

coming out of the pocket of some individual somewhere

—

either an owner, employee, shareholder, or customer—it's all

there, hidden in the price you pay for every consumer item or

service.

There's one more aspect of corporate taxation we need

to bring up: lobbyists. Washington is crawling with a vir-

tual army of high-income attorneys and accountants who
earn their living doing one thing: manipulating and gam-

ing the federal tax system for the benefit of their corporate

clients. One goal of the FairTax proposal is to eliminate all

business and corporate income taxes. As the FairTax move-

ment gains more and more public support, the screams of

alarm from this army of lawyers and accountants will be

something to behold. After all, our plan will place their

million-dollar incomes in dire jeopardy. They will fight

back, hard and dirty, and it will be a no-holds-barred don-

nybrook. These lobbyists and lawyers aren't concerned with

economic growth or the creation of jobs. Their one goal is to

preserve our horribly complicated and convoluted tax

code—the code that sets the stage for their Beltway heroics

and huge paychecks.
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The money paid to the Washington lobbyists for tax code

manipulation is just a small part of the total cost of comply-

ing with our tax laws. Money spent complying with the tax

code is money that is not spent growing our economy and

creating new jobs.

So how much does that come to? Next chapter.
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OUR CURRENT TAX CODE:

THE COST OF COMPLIANCE

We might hope to see the finances of the Union as

clear and intelligible as a merchant's books, so that

every member of Congress and every man of any

mind in the Union should be able to comprehend

them, to investigate abuses, and consequently to con-

trol them. Our predecessors have endeavored by intri-

cacies of system and shuffling the investigation over

from one office to another, to cover everything from

detection. I hope we shall go in the contrary direc-

tion, and that, by our honest and judicious reforma-

tion, we may be able ... to bring things back to that

simple and intelligible system on which they should

have been organized at first.

—Thomas Jefferson to Albert Gallatin, 1802

You might think that the bottom line on your individual

or business tax return—the one that shows the total
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taxes you owe—pretty much tells the entire story of how

much our tax system costs you every year. Well, you would be

wrong—very wrong. The cost of our current system of taxa-

tion goes far beyond the actual taxes remitted to the U.S.

Treasury. One of the beauties of the FairTax, as weTl see, is

how little individuals and businesses have to pay just to com-

ply with the law!

Think for a moment of the trouble you go through every

year trying to get your annual tax return ready. In 2005 the

estimated time the average American spent on the process

was up to twenty-seven hours—that's more than a full day

for the average taxpayer just to fill out his or her tax forms.

Now don't you just love those hours you spend every year sit-

ting cross-legged on the living room floor with bank state-

ments, receipts, check stubs, and various other documents

scattered around the room?

Then again, maybe you're one of the ever-growing num-

ber of Americans who just pass this responsibility off to an

accountant or other tax preparer. In which case, we'll just re-

state the question: Don't you just love the money you spend

every year paying someone to help you pay the government?

For some, the process of lining up receipts, looking for

deductions, and poring over tax forms is so cumbersome, so

infuriating, that they just throw in the towel every year and

go the easy route: They take that stack of receipts and finan-

cial documents they've been collecting in that box under the

bed for the past year and just send it down the garbage chute.

These taxpayers have decided that the cost of claiming the

tax deductions that are rightfully theirs is just not worth it.

They throw their hands up and file a tax return with no de-
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ductions—thereby sending millions of hard-earned dollars,

which they don't really owe, to the federal government. This is

money that would stay in the taxpayer's pocket if the trouble

and cost of complying with the tax code weren't so high. The

numbers on this problem alone are astonishing. Would you

believe that most taxpayers who could claim the coveted

home mortgage interest deduction decide not to . . . just be-

cause they'd rather save an hour or two by opting for the

short form instead?

This is yet another cost of compliance: the money the

government keeps that otherwise would be refunded to the

taxpayers.

Maybe you're one of those who have too much to lose, so

you just suck it up, bear with the complexities of our tax

code, and complete their horribly complicated returns. You

view this as an unpleasant job that has just become a part of

your yearly financial cycle, and you do it year after year,

without ever giving any real consideration to how much it's

costing you.

If we're going to win you over as a true fan of the FairTax,

you need to have some idea of what the current tax code is

costing you each and every year. The numbers are stagger-

ing, but you don't have to crunch them yourself. Others

have already done it for you. In this chapter, you'll learn just

how much our current income tax is costing individual tax-

payers, corporate taxpayers, and the American economy year

after year.

First, a question: What if your local bank sent you a no-

tice telling you that it was going to start charging you $33

for every $100 that you deposit, just to cover the bank's cost
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of complying with banking regulations? Would you keep

making deposits there? Of course not. You'd be better off

keeping the money under your mattress, rather than giving

up a full third of your money. Why then, are we all so will-

ing to tolerate a tax system in which the government takes

the first 33 cents out of every dollar we earn,^ and then, in

effect, charges us more just to comply with the law? Why in

the world should it cost you so much money just to allow

the government to seize the first 33 percent of each of your

paychecks?

As we said, that bottom line on your tax return is just

part of the story. There are other costs. Some of the costs are

obvious, such as the time and money you spend on record-

keeping and accountants just so you can end up with an ac-

curate tax return every year instead of one that violates our

impossible-to-understand tax laws.

But wait—you're not through yet! You've just begun.

Have you ever stopped to calculate just how much money

you lose each year because you have to make financial and

business decisions aimed at reducing your tax obligation?

Wouldn't it be better to make decisions designed to maximize

income, rather than minimize taxes? For that matter, wouldn't

1. Most Americans' paychecks are debited 25 percent for income

taxes and nearly 8 percent for payroll taxes before the paycheck

even reaches the hand of the worker. This, of course, doesn't even

include the nearly 8 percent that every employer must pay on be-

half of every employee . . . and virtually all economists agree that

this extra 8 percent effectively comes right out of the employee's

paycheck, too.
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you love it if the government allowed you to keep your money

in an investment account of some kind, earning interest for

you, until you decide to pay taxes to the federal government?

Well, that's how it would be with the FairTax.

Now, let's apply some real dollars to your tax compli-

ance costs.

For several years, the Tax Foundation has calculated the

costs of complying with the increasingly complicated federal

tax code. They estimate that in 2002 individuals, businesses,

and nonprofits spent 5.8 billion hours complying with the

tax code—an effort that cost an estimated $194 billion.^

Think about that number for a minute: 5.8 billion hours. If

the average life expectancy is seventy-six years, then the 5.8

billion hours it takes to comply with our tax code in just one

year would equal the combined lifespan of 8,700 Americans.

That ought to get the point across. It's as if we're throwing

away the lives of 8,700 Americans every year, just to make

sure we've all complied with the tax code. What an incredi-

ble waste of human potential and productivity.

Here's another way to look at it: What kind of a workforce

would it take to cover those 5.8 billion hours? If you figure a

standard workweek—eight hours a day, five days a week, a few

weeks every year off for vacation—it adds up to a workforce of

more than 2.77 million people. That's more people than work

in the auto industry, the computer manufacturing industry,

2. The latest estimate for 2005 was over 6.5 billion hours, but that

number hasn't been officially published yet. We believe the point

is made quite well using the 5.8 billion hour estimate.
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the aircraft manufacturing industry, talk radio, and the steel

industry in the United States combined. This is, by any mea-

sure, a huge and tragic waste of our human resources . . . and

all of that to simply comply with the tax code.

Oh, and one more thing: Don't forget the roughly

100,000 people who work for the IRS, chewing up a budget of

more than $10 billon a year. Don't worry, they'll find other

things to do when the FairTax rolls in.

Now, some of you may be thinking: Is this really such a

big deal? After all, isn't most of this cost paid by businesses?

Isn't this just another cost of doing business?

Once again, the Tax Foundation is here to set us straight

with the facts. About 52.8 percent of tax compliance costs

are paid by businesses. Another 2.8 percent are paid by the

nation's nonprofit organizations. That leaves 44.8 percent

paid for by . . . guess who? That would be you. And the same

principle we talked about earlier still holds: Whatever por-

tion of the tax compliance costs businesses do pay, those

costs will eventually be passed on to individuals—be they

employees, customers, or shareholders. Except for churches

and nonprofits, all wealth is held by individuals, and indi-

viduals end up paying the tab.

We don't want to get carried away with too many details

here, but it's important that you have as complete an under-

standing of tax compliance costs as possible, without turning

you into a gaggle of boring accountants. Our current tax

structure constitutes a tremendous drag on our economy and

on American productivity. You pay a good portion of the

price for that inefficiency. So, we're going to hammer the

point home just a bit more.
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The costs of complying with the tax system take several

forms. The Tax Foundation has categorized three separate

types of tax compliance costs:

1. Wealthy individuals will spend tens of billions of dol-

lars a year in tax planning. Among these "wealthy in-

dividuals" would be many people—your neighbor, for

instance—who may not live a life of wealth and glam-

our, but who have holdings they'd like to protect

from taxation. It's not unusual for a farmer, for in-

stance, to spend tens of thousands of dollars each year

with tax planners so that his heirs will be able keep

the property safe from the death tax and continue to

farm after he dies.

2. Both individuals and businesses spend countless dol-

lars each year on tax seminars and educational fo-

rums, tax record keeping, and the preparation and

filing of forms and returns.

3. Tax audits and litigation over tax returns are a deadly

drain on the economy as a whole.

Of these three types of tax compliance costs, only the second

is included in the Tax Foundation's $194 billion tax compli-

ance cost estimate.

Now, let's hit a few more tax compliance costs—some

you may not have thought about.

Have you ever heard of the concept of "opportunity

costs"? An opportunity cost is money lost as a result of busi-

ness decisions that prevented you from exploiting certain op-

portunities. Businesses and individuals with high incomes are
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familiar with these opportunity costs. In another page or two

you will be also.

It will not surprise you to learn that businesses and high-

income individuals routinely calculate the tax implications of

a business decision. Some have estimated that nearly 80 per-

cent of all business decisions at the highest corporate levels

are made only after due consideration of the tax consequences

involved. This, in and of itself, constitutes a tremendous drag

on dynamic business decision making, and thus our economy.

You're not exempt. You have opportunity costs as well. In

2002, the government collected about $950 billion in indi-

vidual income taxes. Most of this money was withheld from

workers' paychecks and forwarded to the IRS every other

week. But what if you had the opportunity to take that

money—money you know you'll one day have to pay to the

IRS—and invest it until your taxes are actually due? For ex-

ample, if in 2002 taxpayers had been allowed to keep their

money until it was due—and if they had invested that money

in completely safe and secure T-bills—tax-paying Americans

would have pocketed nearly $24 billion in interest payments.

That's an opportunity cost. That is the cost taxpayers bear

—

the money taxpayers lose—because of the lost opportunity to

invest their tax payments before they actually come due.

You're not yawning already, are you? Yeah, this may be a

bit dull, but it's important. So suffer just a bit longer. The

cost you pay for our current tax system isn't just reflected in

the amount withheld from your paycheck. It goes much fur-

ther than that. The opportunity costs of our tax system re-

ally began their steady increase in 1954. It was then that the

income tax was placed at the center of our tax system. Since
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1954; the number of words in our tax code has increased by

nearly 500 percent. And that's just the increase in the code.

It's the actual IRS regulations that tell you how to calculate,

report, and pay your taxes. The number of words in the IRS

regulations has increased by 939 percent.

The more our tax code grows, the more complicated it be-

comes. The more complicated, the more it costs to comply

and the greater the cost to you. Virtually every time our

1,800

1955 1965 1975 1985 1995 2000

Source: The Cost of Compliance by Scott Moody, Senior Kconomist, Tax

Foundation, February 2002.

FIGURE 4.1 Growth of the Tax Code: 1955-2000.
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politicians and regulators have added to the verbiage of the

IRS code and regulations, you have been told that their pur-

pose was to make it easier for you. Politicians call it "tax re-

form" or "tax simplification." Nice try, but not true. In most

cases, these added complexities are the result of some politi-

cian's desire to please a particular constituency . . . and usu-

ally at your expense.

Indeed the tax cuts of 1997, and the cuts and code

changes that followed, have combined to make the code so

much more complex that a greater percentage of taxpayers

are now forced to consult professional tax experts to help

prepare their returns than at any point in history.

Taxpayers spend all of this money on tax return prepara-

tion . . . and to what end? In most cases, it's to create, sign,

and submit a tax return that's simply incorrect!

The FairTax Plan, on the other hand, is simple to under-

stand and simple to comply with. It is black and white. If you

present ten accountants with a FairTax problem, you'll get the

same answer from each and every one. Not so with our pres-

ent system. Some years ago, Money magazine sent the exact

same economic data for a family's tax calculation to forty-

nine separate professional tax experts. Of the forty-nine re-

turns they received, no two were alike . . . and not one of

them was correct. You can't expect much better results when

you call the IRS for help—that is, if you can get through to

them in the first place. Repeated studies have shown that if

you call the IRS help line to get help in preparing your return,

the answer you get will be wrong more than half of the time.

As discussed earlier, the Tax Foundation estimates of

compliance costs cover only those costs incurred responding
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to the IRS. Earlier in this chapter, we recited Tax Foundation

figures showing the number of man-hours and the total cost

for individual compliance costs at $194 billion. In 2003, the

last year for which statistics were available, the Tax Founda-

tion estimated that cost at $203 billion. Add to that the time

and money spent by businesses and investors calculating the

tax implications of their business decisions, and you can fig-

ure at least half again as much. According to the current di-

rector of the Congressional Budget Office, making "tax

decisions" rather than "economic decisions" (that is, making

decisions that will reduce your taxes rather than increase

your income) is a practice that costs our economy 18 percent

of our gross domestic product^—a whopping $200 billion

loss in the GDP.

Adding up all these costs, it's a safe guess that some-

where in the neighborhood of $500 billion a year is spent to

comply with the code. That's a $500 billion blow to our

economy, all of it spent just to collect no more than three

times that amount in tax revenue. This isn't $500 billion

that makes its way into government spending programs, it's

$500 billion in compliance costs and lost opportunities.

This is not inefficiency. This is stupidity!

What would be different under the FairTax Plan? Well,

try to imagine what it would be like for a business owner or a

corporate board of directors to contemplate a business ex-

pansion or other business move without having to give a sec-

ond thought to the tax implications—because there wouldn't

3. The single economic figure that represents the total productivity

of America.
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be any tax implications. The decision would be based solely

on what's good for the business, the employees, and the

stockholders, not on how such a move might possibly violate

some obscure section of the tax code or IRS regulations. This

freedom to be a business owner and not a tax planner will, in

and of itself, lead to unprecedented growth and expansion

opportunities for American businesses.

And as for you, the individual? Your tax compliance costs

drop to absolutely nothing. Zero. Zip. Nada. You earn your

money and put it to work for you, not for the federal govern-

ment. And there that money stays, working for you and earn-

ing for you, until the time that you elect to use that money

for a purchase at the retail level. Then, and only then, do you

pay a tax. No complicated decisions, no tedious bookkeeping,

no saved receipts and tax reporting forms. Oh, and no audits.

No fire-breathing IRS agents threatening the financial secu-

rity of you and your family. If you buy something, you pay

taxes. If you work, save, or invest, you don't.

And April 15? It becomes just another lovely spring day.
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THE EMBEDDED COSTS

OF OUR TAX CODE

Until noW; there has never really been any compelling

reason for you to ponder the question of just how

much of the money you pay for a consumer item actually

ends up in federal government coffers. You pay for your loaf

of bread, and you take it home. You eat it, or you throw it out

when that green fuzzy stuff starts growing on it. Simple as

that.

Well, it's just not as simple as that—though it could be.

Now that we've looked at hidden withholding, hidden corpo-

rate taxes, and hidden compliance costs, we can start to under-

stand how all of those costs end up coming out of our pockets.

Whenever you buy any consumer item—a loaf of bread, a

can of dog food, a car, a house, or a bowl of chili—part of the
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cost goes to the people who had a hand in producing and

selUng you that item, and part of the cost is given to the fed-

eral government as taxes.

We'll use a loaf of bread as our example here—after

all, pretty much everyone buys bread—though any other

consumer item or service would do. There are a lot of people

who are involved in getting that loaf of bread to your table,

and every one of them has a tax liability attached to his

or her particular place in the bread and economic food

chain. When you buy that loaf of bread, you're paying a

portion of all of the bills, including tax bills, of every per-

son or business entity that had anything to do with that

bread, from before the wheat was planted up until the loaf

of bread ends up in that plastic bag in the back seat of your

minivan.

Here's just a partial list: First comes the seed producer,

followed by the farmer who buys the seed to plant wheat. The

seed producer is a taxpayer, and those taxes are reflected in

the price he charges for seed. The farmer also buys things like

fertilizer, irrigation equipment, fuel for his tractors, and

labor. All bought from tax-paying businesspeople. You also

have the trucking company that gets the raw materials to the

processors. The processors are in this to make money, as are

the bakery, the food distributor, and the grocery store. Tax-

payers all. Then there's the company that made the packag-

ing materials for your bread, and the farmer who grew

the little sesame seeds you see on the crust. And don't forget

the company that makes that little plastic gizmo that's

supposed to reseal the bag—you know, the little plastic thing

that we all throw away the first time we grab a slice. Whoever
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made that plastic thingie pays taxes . . . and passes the cost

off to the bakery . . . which passes the cost off to you.

Does that seem like enough? Don't forget the thousands

of companies it takes to manufacture the trucks, tractors,

and plows, and to explore, recover, ship, and refine the oil

that becomes gasoline to fuel these machines. Then you have

marketing companies, advertising agencies . . . not to men-

tion the talk show host who makes the big bucks with a per-

sonal endorsement for the bread company. The list almost

never ends, and every single entity on that list is paying

taxes. That means when you buy that loaf of bread you're

paying a portion of those taxes all the way down the line.

Wait! We almost forgot. If we're really going to be thor-

ough here, let's not forget rent, travel, health care, utilities,

labor, and on and on. Every one of those entities has income

taxes and payroll taxes and accountants and attorneys to

avoid the taxes. Okay, so not all of these costs fall into the

tax category—but some do. We bring them up to demon-

strate that all of these elements make up a part of the cost of

the consumer goods we buy from these corporations and in-

dividuals, and they're all eventually paid by the end con-

sumer. We call these costs embedded taxes.

Okay ... so what's the tab? When you bought that loaf

of bread, just how much of the price represented the total

combined tax costs of every person or business entity that

worked to put that loaf on the grocery store shelf?

An extensive study of tax costs was completed a few

years ago by Dr. Dale Jorgenson, then chairman of the Har-

vard Economics Department. On average, Jorgenson con-

cluded, 22 percent of the price paid for a consumer product
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represents embedded taxes. That means that for every dollar

you spend on a loaf of bread, twenty-two cents ends up

being passed on to the government somewhere along the

line in the form of taxes.

Now, to further your education on embedded taxes,

here's a chart prepared by Jorgenson that shows just how

much prices for certain consumer goods might be expected

to decrease once the embedded taxes are removed!

As you can see from the chart, embedded taxes—and the

consequent price reductions after those taxes are removed

—

vary from about 15 percent for leather goods to about 26 per-

cent for services, including government services. However,

Leather

Refining

Motor Vehicles

Apparel

Gas Utilities

Agriculture

Furniture

Lumber, Wood
Metal Mining

Glass

Rubber, Plastics

Paper

Food Products

Instruments

Fabricated Metals

Textiles

Electric Utilities

Transportation

Construction

Rnance

Printing

Communication

Other Services

Gov. Enterprise

Trade "i

Industry

-30% -25% -20% -15% -10% -5% 0%

FIGURE 5.1 Prices Deline without Embedded Costs of the Tax Code:

Percent Change in Prices.
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on average, 22 percent of what you spend is supporting the

federal government. That is in addition to the money taken

out of your check in income taxes and payroll taxes.

That last thought bears some amplification. Look at it

this way. When you get your paycheck, the federal govern-

ment has already taken its pound of flesh for income taxes,

Social Security taxes, and Medicare taxes. If you think you're

through paying taxes to the federal government at that

point, you're sadly mistaken. As you've just seen, every sin-

gle time you spend a dollar at the retail level on virtually any

consumer product or service, you're paying another hefty

chunk to the Beltway crowd. You're not through paying taxes

until the bread is buttered and on your plate! And if you de-

cide you want toast . . . well, just consider the tax burden

paid by the utility industry that's firing up that toaster for

you. You'll pay your share of that, too!

Elsewhere in this book we discuss the amazing sums of

money that individuals and corporations spend trying to re-

duce their tax burden. Yes, those costs too are passed on

down to the end consumer . . . you. It's all part of the em-

bedded cost of our current tax code.

We've mentioned that these embedded costs exist not

only in consumer goods, but in services as well. Another ex-

ample might help.

When you go to your doctor for a routine visit, you're

probably aware that the fee you and your insurance company

pay covers the doctor's overhead and income. But what are the

elements of this overhead? Have you thought about how much

your doctor pays into the payroll tax system to augment his or

her employees' Social Security and Medicare taxes? And what
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about all the embedded taxes your doctor paid when purchas-

ing all of that sophisticated equipment, not to mention the

endless monthly outlay for cotton swabs and tongue depres-

sors? Depressing, isn't it? Add to that the thousands of dollars

(or tens of thousands of dollars) spent each year on account-

ants, attorneys, and insurance salespeople to protect against

malpractice? You pay for that, too—every penny. Taxes roll

downhill, too . . . not just that other stuff.

Now, just why is it so important that you understand how

much federal tax income is embedded in the goods and ser-

vices you purchase? Because one of the beauties of the Fair-

Tax is that the price of consumer goods and services in our

economy will go down by roughly the same amount as the

proposed FairTax rate of 23 percent. This very nearly makes

everything a wash.

Consumer prices will go down? you say. How can you be sure?

One of the most frequent concerns we hear about the

FairTax Plan is whether consumer prices will actually go

down once all these embedded taxes are removed. Econo-

mists and policy experts who have studied the FairTax pro-

posal are unanimous in their agreement that the cost of

consumer goods and services will indeed fall, but our experi-

ence is that the general public needs a bit of convincing.

You've already learned of the extensive studies showing

that the level of embedded federal taxes in the goods and ser-

vices we purchase averages around 22 percent. If these em-

bedded taxes were to disappear—that is, if the tax burdens of

all the corporations, businesses, and individuals involved in

the manufacture, marketing, and sale of these items were to

be removed—these businesses would experience an immedi-
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ate increase in their profit margins that would roughly equal

that 22 percent. Why, people want to know, wouldn't these

businesses just keep that extra 22 percent and take a big ride

on the windfall profit gravy train?

Why indeed?

Well ... let us ask you this question. Why not just raise

your prices about 22 percent and take advantage of that extra

profit anyway? The answer is clear. If one business suddenly

raises its prices by 22 percent, other competing businesses

are going to seize their opportunity to underprice the compe-

tition—and eat them for lunch. It's a simple matter of mar-

ketplace competitiveness. ^^

Okay ... so let's set up a bunch of competing com-

panies in one particular product group—say, America's T-

shirt makers. Let's say that T-shirts cost about eight dollars

a piece to make, and sell for ten bucks. Americans seem to

need T-shirts with fun little slogans, so the price competi-

tion is intense. Now, what happens once the FairTax Bill

passes and is signed into law? Suddenly the cost to the re-

tailer for the T-shirt drops by $1.76. This means he's pur-

chasing T-shirts for $6.24 instead of $8.00, and selling

them for $10.00 a shot. The retailer is now making $3.76

per T-shirt instead of $2.00. That's an increase of 17.6 per-

cent in the retailer's profit. But wait! We're not through

yet. The retailer is also off the hook for business and corpo-

rate income taxes and payroll taxes. Using the same 22 per-

cent figure for embedded taxes, this means the retailer gets

to keep an additional $0.44 out of every T-shirt sold. This

means the retailer is now making $4.16 on each T-shirt.

Where his profit margin was $2.00 per T-shirt, it's now
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$4.16. Profits have jumped by $2.16 a T-shirt ... or nearly

22 percent.

So here you have the T-shirt sellers eyeing each other.

They've all experienced a quick increase in their profits of

about 22 percent. Life is good. Then one T-shirt retailer de-

cides to try to grab a larger market share by lowering prices.

The other T-shirt retailers aren't going to let him get away

with that, so they follow suit. In the meantime, the various

companies who supply goods and services to the T-shirt

manufacturers are also trying to grab bigger market shares

by dropping their prices. Everywhere you look, companies in

every stage of the manufacturing, marketing, and retail food

chain are dropping prices, trying to increase their competi-

tive advantage. Soon, very soon, these competitive market

pressures force prices down to a level where corporate profit

margins are pretty much where they were before the passage

of the FairTax.

And you? Your retail price for T-shirts has dropped to

around $7.80 each. That's $2.20 less than you were paying.

When you add the FairTax to the price of your T-shirt, you're

right up there within pennies of where you were.

We actually have a real-life scenario to present to you

that illustrates how quickly prices will fall once the em-

bedded taxes are removed. We take you to December 31,

1995. The U.S. Congress was engaged in some budget dis-

agreements that caused an expiration of the federal air-

line ticket tax. At first, all the airlines tried to hold ticket

prices steady. The expiration of the airline tax made for

extra profits in those prices—money the airlines needed

desperately. In just a matter of days, the wall started to
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crumble. All it took was one small airline trying to create

a competitive advantage by lowering ticket prices. One by

one the other airlines followed, and in short order the tax

cut went into the consumers' pockets, not the airlines'.

And what happened when the airline ticket tax was rein-

stated? The prices went right back up. There's your real-

life proof of our theory: If the pressure to reduce prices

will compel an industry that's struggling to survive to

lower ticket prices, then there's no doubt the same pres-

sures will work with businesses that already have a

healthy profit margin.

If you're looking for scholarly support for the proposition

that prices will fall once the embedded taxes are removed, we

can check back with Dr. Dale Jorgenson's "The Economic Im-

pact of the National Retail Sales Tax."^ "Since producers

would no longer pay taxes on profits or other forms of capital

income under the NRST [national retail sales tax] and work-

ers would no longer pay taxes on wages," Jorgensen writes,

"prices received by producers . . . would fall by an average of

20 percent." The result? "In the long run producers'

prices . . . would fall by almost 30 percent under the NRST."

By this point, you should be able to do the math your-

self. Once the FairTax takes effect, you'll be receiving 100

percent of every paycheck, with no withholding of federal

income taxes. Social Security taxes, or Medicare taxes—and

you'll be paying just about the same price for T-shirts and

other consumer goods and services that you were paying be-

fore the FairTax.

1. Final Report to Americans for Fair Taxation, May 18, 1997.
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But there's something more: Under the FairTax Plan,

you'll also be receiving a check every month from the federal

government equal to the amount of sales tax you would

spend on the basic necessities of life for that month.

Yup, you heard that right: The government will be cover-

ing your tax burden for the basic necessities of life in the

form of a regular check in your mailbox.

How would that work? Read on.
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BRINGING AMERICAN

BUSINESS BACK HOME

There's one more point we need to make before we get

into the details of the FairTax Plan. We've already de-

scribed the incredibly high costs individual and corporate

taxpayers suffer just to comply with our Internal Revenue

Code. We've also detailed the 22 percent embedded taxes

that exist in virtually all consumer goods and services.

The effect of these hidden taxes on the American con-

sumer is only part of the story. There's yet another great cost

to our economy resulting from the federal income tax and its

onerous regulations . . . and this cost is paid by the American

worker, in the form of American jobs and businesses lost to

more friendly tax structures and havens overseas.
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Politicians and pundits create quite a bit of controversy

over American corporations moving their headquarters

abroad. These businesses have been called everything from

"corporate Benedict Arnolds" to un-American tax cheats.

These corporations aren't moving headquarters overseas be-

cause they relish the challenge of learning new languages.

They're moving for one simple reason: to escape a punishing

tax structure here at home.

This is an easy issue for a politician to demagogue.

Painting a picture of some greedy board of directors sitting

in an oak-paneled conference room somewhere making a de-

cision to move the corporate headquarters to Bermuda, Eu-

rope, or the Caribbean is an easy way to outrage the average

American. Yet the truth is that—under our current tax

structure—the corporate boards that make these decisions

are acting in the best interests of their shareholders, employ-

ees, and customers.

As soon as the FairTax Plan becomes law, these overseas

corporate offices will be filled with packing boxes, and the

phone lines of real estate agents all over America will be

buzzing with the sound of expatriate corporations looking to

return to their homeland.

Though you may not realize it, the United States treats

its corporate citizens in a completely different manner

from most other industrialized countries. We'll illustrate

this with a simple comparison of an American-based au-

tomaker (we'll call it Americar) to an automaker based in

France (Francocar).

At the end of every tax year, after all the year's cars have

been sold and the earnings are totaled, Americar will pay
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corporate income taxes in the United States for earnings real-

ized in the United States, just as Francocar will pay taxes in

France for earnings realized in France. The similarity ends

there. If Americar sets up a sales and distribution operation

in France, it has to pay corporate income taxes to the United

States on earnings realized in France. If Americar does hap-

pen to incur any French corporate income tax liability, our

laws may allow a credit for those taxes to be applied to the

taxes due the U.S. government—but the difference will be

sent to Washington, D.C.

Francocar gets much more favorable treatment from its

government. If Francocar creates a division to sell cars in the

United States, it will only owe taxes to the U.S. government

for earnings realized from that operation. Francocar, on the

other hand, will owe no taxes to the French government for

earnings realized overseas.

When the corporate income tax disappears with the pas-

sage of the FairTax, this disparity will disappear, and this

particular incentive to move American corporations offshore

will have been eliminated.

Let's consider these tax implications with another

example. This time weTl use actual automobiles—the

Cadillac from General Motors and the venerable Mercedes-

Benz. General Motors makes its Cadillac luxury cars and

sells them at home and around the world. When a new

Cadillac rolls off the assembly line to an automobile dealer

in Nebraska, that embedded tax rolls right along with

it. Now, consider the Mercedes-Benz. The Mercedes is man-

ufactured in Germany, where the largest tax component

is the notorious value-added tax (VAT). The VAT differs
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substantially from the FairTax in that the VAT is a tax on

the increase in value of any product at each stage in its pro-

duction cycle. When a new Mercedes is exported from Ger-

many to Nebraska, to compete head-to-head there with a

new domestically produced Cadillac, the German govern-

ment refunds the VAT to Mercedes. The Mercedes, then,

comes to America with a minimal tax component in its

price, to compete here with the Cadillac carrying the em-

bedded tax. Does that sound like a fair fight to you? The

Mercedes has a tax-driven competitive advantage, so it

looks like youTl be driving around with a star on your

hood for a few years. Things aren't any better when the

Cadillac is exported to Germany for sale. The embedded

tax crosses the pond with the Cadillac, and for good mea-

sure the Germans add a VAT to the price of our Cadillac be-

fore it appears on a showroom floor. Again, competitive

advantage to Mercedes.

Now, is there anything about this process that seems equi-

table to you? Are you starting to get a hint as to why Ameri-

can products are less competitive in our global marketplace?

So just how do our American manufacturers deal with

these tax inequities? For one thing, they move their produc-

tion facilities offshore to a nation that has a more export-

friendly tax structure, such as the VAT. Then they move their

corporate headquarters offshore to a nation with a more

friendly tax treatment of capital and labor.

The first of those two alternatives has sent about four

million jobs offshore. The second is why European/American

mergers such as DaimlerChrysler end up with headquarters

in Stuttgart and not Detroit or New York City.
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If we were to pass the FairTax and eliminate all taxes on

capital and labor, and tax personal consumption instead, we

would be the only nation in the world whose companies

could sell into a global economy with no tax component in

the price system. (Most nations that rebate the VAT to their

companies on export still have some income and payroll

taxes in the price system.) Can you imagine what that would

mean to corporate leaders around the world?

First, the only way for foreign competition to compete

with our companies would be for them to build their next

plant in the United States. That way, they too could build

their products without having to account for that extra tax

burden in their pricing, and they could use American work-

ers—the most productive in the world. Second, the tax com-

ponent would fall out of our goods and services, and the

American worker would get an increase in purchasing power.

Millions of new jobs would be created. And the new workers

filling them—whether they came from within our borders or

elsewhere—would be contributing to our retirement pro-

grams and our government treasury every time they bought

a loaf of bread.

Earlier in this chapter, we mentioned Mercedes-Benz.

The Mercedes automobile is built by DaimlerChrysler, a

company born of a merger between Daimler-Benz and

Chrysler Corporation. John Loffredo was the vice president

and chief tax counsel for the new company. In May 1999,

Loffredo testified before Congress about the tax conse-

quences of that merger of automotive giants—and along

the way offered his testimony as an encouragement to

Congress to change our tax laws. "[T]he U.S. tax system
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puts global companies at a decisive disadvantage/' Lof-

fredo told Congress. "This issue became a major concern

and when the time came to choose whether the new com-

pany should be a U.S. company or a foreign company,

management chose a company organized under the laws of

Germany."

Mr. Loffredo went on to testify that a hypothetical

"ChryslerDaimler" headquartered in the United States would

face a 67.5 percent tax rate, while the actual Daimler-

Chrysler, headquartered in Germany, pays only 44 percent.

You see, then, that our current tax system punishes U.S.

corporations who try to expand their businesses overseas

—

whereas foreign corporations enjoy a competitive advantage

over American corporations because of the more favorable tax

treatment they receive from their governments. With the im-

plementation of the FairTax, the international corporate play-

ing field changes drastically, and the advantage immediately

shifts to America.

With the FairTax, there will no longer be any reason for

American corporations to move their headquarters overseas.

After all, what sense would it make to move a corporate

headquarters abroad in order to avoid some corporate income

taxes when corporations no longer pay corporate income

taxes in America? Bermuda might not be happy with the

consequences, but the corporate headquarters staff will be.

They get to move back home, and Bermuda once again be-

comes a vacation destination rather than a workplace.

Let's not forget the impact of the FairTax on foreign cor-

porations. You see, they don't like paying taxes any more

than we do.

66



BRINGING AMERICAN BUSINESS BACK HOME

Whether you're building automobiles or widgets, mixing

perfumes or creating clothing fashions, making shoes or

kitchen appliances and cabinets, you're going to sit up and

take notice of the fact that you can now do business in Amer-

ica with no tax on labor or capital. From manufacturing to

real estate, the gold rush will be on as foreign businesses rush

to expand their bottom line by locating facilities in the great-

est tax haven the industrialized world has ever known . . . the

United States. This, of course, means more jobs for Americans.

More jobs equal higher wages. Higher wages equal more

spending. More spending equals more sales tax revenues to the

U.S. government.

Can anyone find a loser in this scenario? Well, perhaps

some foreign governments might find themselves a bit irri-

tated as they see businesses rushing to participate in the new

American economy, but for now we'll file that in the folder

marked 'Their Problem." Back here in the good old U.S. of

A., we'll just be content to watch these new business facili-

ties open their doors as tens of thousands of Americans

march through to their new jobs . . . earning incomes that

aren't taxed.
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THE BIRTH OF THE

FAIRTAX

The idea of changing the way we fund the federal govern-

ment is certainly not new. As we've already shown, the

problems have been around for decades. And so has the idea

of switching from a tax on income to a tax on consumption.

The genesis of the consumption tax plan that would be-

come the FairTax occurred in Houston, Texas. A Houston

businessman served on the boards of several major corpora-

tions. After returning from one board meeting, the busi-

nessman complained to friends that fully 80 percent of the

meeting was essentially wasted on discussions of the tax

implications of virtually every business decision they dis-

cussed. "We should be worrying about our customers, our
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employees, and our shareholders/' the businessman com-

plained, "not the federal government."

The businessman kept up his lamentations until one of

his friends finally issued a challenge. "Well, why don't you

do something about it?"

Thus began the group Americans for Fair Taxation (AFFT).

The call went out for donations, and in short order several

million dollars were raised. AFFT began soliciting proposals

from several major universities for research and studies on

how to reform our tax system. At that point, no particular

plan was favored. The flat tax, the VAT, consumption taxes

—

all were on the table. The goal of AFFT was to develop a sys-

tem that would raise the same amount of revenue for the

government as our current income tax system, but which

would be less intrusive, abusive, coercive, and corrosive.

Oh . . . and less frustrating as well.

Enlisting the help of economists at several major univer-

sities, AFFT commissioned a new body of research—includ-

ing polls and focus groups—to see what the American people

wanted. During these focus groups, participants would sit

with a professional facilitator for hours just discussing

taxes—the current system, alternative systems, possibilities,

and impossibilities.

As the studies, research, polls, and focus groups contin-

ued, AFFT's attention was steadily focused on a system that

would be far less difficult to understand and far more effi-

cient at raising required revenues for the operation of the fed-

eral government—a method of taxation that would be totally

voluntary, that would allow all citizens to pay what they

choose, when they choose, by how they choose to spend their
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money. That system—a national sales tax on goods and ser-

vices sold at the retail level—became known as the FairTax, a

name suggested by one enthusiastic focus-group participant.

Today, AFFT is leading hundreds of thousands of volun-

teers to carry the banner of the FairTax. The group's heavily

trafficked website, http://www.fairtax.org, is an encyclopedia

of knowledge for anyone interested in exploring the details

of the FairTax. There you can learn the latest news from the

legislative front, sign a petition in favor of the FairTax, sign

up for e-mailed updates, volunteer to work for passage of the

FairTax, and contribute to the cause.

Whenever some politician, pundit, or organization uses

false or misleading data to critique the FairTax, the keepers of

the AFFT website are ready with a well-researched rebuttal.

With luck, someday they won't have to work so hard.
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THE FAIRTAX

EXPLAINED

At last, we're through with the preHminaries. You've

read a brief history of our present federal income tax.

You have a basic understanding of how tax withholding

came along. You understand that the amount withheld from

your paychecks, and that extra check many of you have to

write on April 15, is only part of the story. And you've seen

how the prices of consumer goods have already been driven

up by a 22 percent embedded tax—a tax that drives jobs

offshore and strains the budgets of low- and middle-class

families.
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Now that you've read how the FairTax Plan was born in

the first place, it's time to introduce you to the details of

plan itself.

First . . . please notice that this is not a long and compli-

cated chapter. Why? Because the FairTax concept is clear and

easy to understand—the way a tax code should be. With the

FairTaX; every American will understand just what their tax

obligation is, and know when they're paying it. The FairTax

will replace tens of thousands of pages of IRS rules and reg-

ulations with a tax code so simple it could be inscribed on

the back of the "Sorry you lost your job!" condolences cards

you could be sending to the laid-off workers at your local

IRS office.

For those of you who will be talking to your congress-

man and senators about this idea, the FairTax bill is num-

bered H.R. 25 in the U.S. House of Representatives and S.25

in the U.S. Senate. Its official title is the FairTax Act of

2005.

If you need to carry it around on a note card (and we

recommend that), the FairTax can be explained as follows:

When passed and signed into

law the FairTax will repeal:

The individual income tax

The alternative minimum tax (AMT)

Corporate and business income taxes

Capital gains taxes

Social Security taxes

Medicare taxes (along with all other federal payroll

taxes)
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• The self-employment tax

• Estate taxes

• Gift taxes

All of those lovely taxes will be replaced with a single-rate

personal consumption tax—a simple sales tax—on new

goods and services.

Now, before we go any further, let's cover two things that

the FairTax isn't The two points that follow are extremely

important because there are far too many columnists and

pundits who seem to have no real idea of what they're talk-

ing or writing about when dealing with the FairTax:

• The FairTax is not a VAT or value-added tax similar to

European VATs. VATs are added at every stage of pro-

duction and hide tax costs in the price of goods. In

contrast, the FairTax is levied once and only once—at

the retail cash register—and it is printed on the sales

receipt for all to see.

• The FairTax is a replacement for—not an addition to

—

our current federal taxes. It's simply a new and equi-

table method for raising the same amount of money

our old and complicated code does today. Don't let

anybody fool you into thinking this is a tax in-

crease . . . and don't any of you fool your friends into

thinking that it's a tax cut. It is neither. It is simply a

tax replacement.

Now, let's get into the details.

The FairTax Act abolishes all taxes on income. In place of

the many taxes we pay today—the corporate income tax.
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personal income tax, Social Security and Medicare taxes,

and all the others listed earlier—consumers will pay an em-

bedded personal consumption tax in the amount of 23 per-

cent^ on all goods and services sold at the retail level. Note,

please, that we said "retail level." The 23 percent tax will not

be imposed on the sale of used or previously owned items.

Your garage sales are safe.

The FairTax is revenue neutral. In other words, the sales

tax rate will be set to ensure that the federal government

—

and all the programs within it, including Social Security and

Medicare—will receive from the national retail sales tax ex-

actly what they had been receiving under the current tax

system. This isn't about cutting spending or changing gov-

ernment benefits. It's simply a plan to change the way Amer-

icans fund their federal government.

The FairTax will also provide for strong taxpayer rights.

Taxpayers will no longer be compelled to carry the burden of

proof of compliance on tax matters. Under the FairTax, the

burden of proof in tax disputes will be on the federal govern-

ment. Citizens will be entitled to a refund, by the govern-

ment, of all professional fees paid in the course of a dispute

with the government over the payment of taxes unless it

is established that the taxpayer's position was substantially

unjustified.

How will it work? The Treasury Department will con-

tract with the states for the states to administer the pro-

1. The rate set forth in H.R. 25 is currently 23 percent. At this writ-

ing, economic studies are under way that could result in the tax

rate's being somewhat lower.
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gram. For the forty-five states that already have sales

taxes, this will not be a significant additional burden. The

federal government will pay the states one quarter of 1 per-

cent of what they collect in exchange for their services in

collecting the consumption taxes and passing them on to

the federal government. The same amount will also be paid

to the business that collects the tax and remits it to the state

agency.

As already stated, the tax will be levied against all goods

and services. Yes, you will pay a tax to your doctor. In fact, ap-

proximately 26 percent of the money you pay the doctor today

represents the embedded cost of the tax system—so look for

your doctor's fees to go down by as much as, if not more than,

the amount of the consumption tax he will collect.

Why tax your medical care? We need to be clear about

this. Government ought to be neutral; it shouldn't allow

politicians to pick winners and losers. Doctors, dentists,

lawyers, and accountants should not be treated any differ-

ently from their neighbors who happen to be retailers. If

their neighbors collect the tax, they should, too.

The same argument, about government's being neutral,

applies to Internet and catalog sales, too. Several recent laws

have placed a moratorium on taxing the Internet. Those laws

dealt with a tax on accessing the Internet, not charging a

sales tax on things sold there. Sales taxes and use taxes apply

to Internet sales today, but Internet shoppers simply fail to

pay them. In the spirit of government marketplace neutral-

ity, that should change. We fail to understand why the couple

down the street who built a bookstore in our community,

vote in our elections, go to our churches and synagogues.
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and hire our kids for the summer should be put at a 7 percent

disadvantage to Amazon.com!

The FairTax would also treat government purchases as

taxable purchases. State, local, and federal government pur-

chases will pay the tax. This is somewhat controversial, so

let's walk through the idea.

Governments, just like individuals, currently pay the 22

percent embedded tax cost in every item they purchase.

Governments also pay the employer's share of the Social Se-

curity tax on each dollar earned by an employee, up to

$90,000. Ditto for the Medicare tax on each dollar of em-

ployee earnings. Governments will save a considerable

amount of money when all of these operational costs go

away. The FairTax should not be a windfall for governments.

They will realize the savings when the embedded taxes are

removed; they then get to pay the consumption tax along

with everyone else. Look at it this way: Where does each

dollar the federal government spends paying the FairTax go?

You got it: Right back to the federal government. Remember,

the FairTax is neutral. It plays no favorites. We've had

enough of this "playing tax favorites" game with the pres-

ent system and the influence of the K Street lawyers and

lobbyists.

Is there another reason to treat governments like every-

one else under the FairTax? You bet. Governments have this

nasty little propensity to engage in businesses that compete

with the very taxpayers who fund the government and there-

fore pay the salaries of the government employees. What a

deal! Go into business in competition with someone, and

then make them pay your employees! State governments use

78



THE FAIRTAX EXPLAINED

prison labor to compete with taxpaying businesses. Prison

industries in many states sell cleaning chemicals to other

governments. Municipal governments sell gas and electricity.

They want to play the game? Fine—they should pay the tax.

Under the FairTax, governments would be at a competi-

tive disadvantage because their purchases would carry a tax

burden while private businesses would not have to pay tax

on their purchases. This would cause governments to divest

themselves of businesses, from the sale of electricity to the

collection of garbage. This—we believe—is a good thing!

If there's one important thing to remember about the

FairTax, though, it's that the plan all but eliminates the total

tax burden on middle- and lower-income Americans, allow-

ing them to save their money (instead of handing it off to the

government) and judge for themselves when and how they're

comfortable making taxable purchases.

Despite that fact, one of the most frequently aired con-

cerns about the FairTax is whether it will pose an unfair bur-

den on lower-income Americans. We can understand how,

upon hearing the basic premise of the FairTax, some people

might wonder, "How in the world can a poor person, who's

already struggling to make ends meet, pay a 23 percent sales

tax on top of everything else they have to pay?"

The answer is that the FairTax treats everybody fairly

—

lower-income Americans included—because it provides that

the federal government will send every family in America a

prebate (that is, an advance rebate) to cover taxes on the basic

necessities of life. Every head of household will receive this

prebate every single month, to reimburse every American

family for the sales tax that family will pay on all spending
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up to the federal poverty level, plus a few dollars thrown in

to prevent any marriage penalty. The result? Low-income

families, and many middle-income families, would be ex-

empted from paying the national retail sales tax on all or

most of their spending.

How will this work? Read on.
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THE FAIRTAX PREBATE:

THE KEY TO FAIRNESS

Perhaps you noticed that, in quite a few congressional

races around the country last year, some candidates tried

to frighten voters into believing that their opponent, a sup-

porter of the FairTax, was planning to burden them with a

horrible new tax. Here's how they spun it: Their opponent was

going to add a 23 percent federal retail sales tax on everything

we buy—implying, if not claiming outright, that this would

be in addition to all the other taxes we're already paying!

Is this effective politics? Oh, yeah, you bet it's effective!

Can you imagine how frightened any American—let alone

one from the middle- or lower-income levels—would be at
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the prospect of paying another 23 cents on the dollar for

everything they bought? Anyone who believed that a candi-

date was going to do such a thing should not only have voted

against that candidate, they should feel compelled to get out

there and raise money to defeat them!

The problem with this particular campaign charge, of

course, is that it's just not true. It's a lie. Not only is it a lie,

but every single candidate who has made this charge against

his opponent knew, or should have known, it to be a lie. In

our book, that makes these candidates bold, intentional, pre-

meditated liars. Imagine that!

We, your humble authors, have been studying the idea be-

hind the FairTax—funding our federal government with a con-

sumption tax—for twenty years. We are convinced that this

plan, to replace virtually all personal and corporate taxes with

a consumption tax, would bring a period of transformation

and economic growth to America such as has never been seen

before. As you have learned, we're far from alone in that belief.

You've already read how the FairTax would work to bring

American corporations and businesses back home. Later we'll

show you how passing the FairTax Act would bring trillions

of expatriated American dollars back home as well. Well,

here's another benefit of the FairTax: It would create a finan-

cial bonanza for the poor and the middle class. Of course, we

don't expect our opponents to be any more honest in this de-

bate than they were in the last election. So we'll have to ad-

dress the charge ourselves.

Okay . . . let's put on our sensitivity hats for a few min-

utes here and think of the consequences of the FairTax. The

first thing to remember is that, for the most part, Americans
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living below the poverty line aren't paying income tax any-

way. In fact, many of them are getting checks from the gov-

ernment. The absurdly named Earned Income Tax Credit^ is a

prime conduit for income redistribution from high-income

earners to the poor and middle class.

We absolutely recognize that the idea of the FairTax

would die a quick and grisly death if its only effect were to

hit the poor with a 23 percent sales tax on top of today's

prices for a gallon of milk or a loaf of bread. Thankfully, that

would be far from the reality under the FairTax. The truth is,

the FairTax could turn out to be the best poverty-fighting

tool devised in this country since the concept of hard work.

Let's begin by considering two realities.

First, remember that the poor—along with everybody

else—will no longer have Social Security taxes or Medicare

taxes withheld from their paychecks. Whatever they earn,

they get on payday. For most of those we categorize as poor,

this would mean an immediate 25 to 30 percent increase in

their take-home pay.

Second, remember that that 22 percent is already inflat-

ing the retail prices we all pay in the form of embedded

taxes buried in the cost of all consumer goods. As soon as

the competitive forces of the free market work their magic.

1. The EITC was passed to relieve lower-income Americans of the

tax they pay for Social Security and Medicare. They are already re-

lieved of the responsibility of paying income taxes to pay for our

defense, parks, courts, FBI, housing, education—well, everything.

So why should they be expected to pay for their retirement pro-

grams? This little piece of our budget has grown to $38 billion and

it is estimated that over 25 percent of that is fraud.
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as they always do, consumers of all incomes will be pay-

ing at least 20 percent less for virtually everything they buy,

including the basics of food, clothing, shelter, and trans-

portation. Yes, they'll have to pay the new national sales

tax—but when you factor in the lower prices caused by the

disappearance of the embedded taxes, you'll see that the

total price paid for consumer goods will remain very nearly

the same.

So . . . just considering these factors, and these factors

alone, the FairTax delivers a winning hand to people living

below or near the poverty line. They get every penny they

earn on payday—and, when you factor in the FairTax and the

lower prices, they'll actually be spending less of their money

for a retail purchase than before.

To get a handle on how this would play out, pull out your

calculator. Let's say that a single mother with two children

spends $45 a week on groceries. The removal of the 22 per-

cent embedded tax would bring the price of those groceries

down to $35.10. Add the FairTax, and the groceries would

cost $45.58—just a few pennies more. But remember, under

the FairTax Plan, this single mother with two children now

gets to take home 100 percent of her paycheck. The removal

of all income taxes and payroll taxes gives her a 25 to 30 per-

cent increase in her take-home pay . . . and in exchange she's

paying fifty-eight pennies more for her groceries than she

was paying under the old income tax system. Does that sound

like such a rotten deal to you?

But that's not the half of it.

The folks who wrote the FairTax Plan knew that burdening

the poor with a 23 percent retail sales tax would doom the
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plan from the outset. And since the FairTax was designed from

scratch—as opposed to the current hodgepodge of rules and

regulations we call "the income tax"—its creators ensured that

no one should ever have to pay the sales tax on the basic neces-

sities of life. That's why the prebate—the monthly check cover-

ing taxes on all basic household necessities—was invented.

The size of the monthly prebate payment will be based on

the government's published poverty levels for various-sized

households. The number is updated every year to keep up with

inflation, so the work of calculating the size of the prebate is

already done. Here's an example of how the prebate payments

would work in 2005.

Let's say your household consists of a married couple

with two children. The FairTax Act sets forth a formula for

computing the poverty level, based on government figures,

which negates any marriage penalty. Under the FairTax Act,

in 2005 your household would be granted an annual con-

sumption allowance of $25,660. This is the amount the gov-

ernment estimates you would spend during that one year to

buy the basic necessities of life for your family. The sales tax

on this amount would equal $5,902. The government would

rebate this amount to you in twelve equal monthly install-

ments of just under $492.

Now, it's clear that low-income Americans will be better

off, much better off, under the FairTax Plan. They would have

their income and payroll taxes abolished; they would receive

their whole paycheck with no federal withholding; they

would have the 22 percent tax costs that are currently em-

bedded in everything that they buy eliminated; atui they

would receive a payment each month to guarantee that they
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could spend all of their money up to the poverty level and

not lose one penny in taxes. Wow.

To take some other examples: A single woman struggling

to raise one child would collect a monthly rebate in 2005 of

$250. The lowest rebate payment would go to a single person

with no dependents: such a person would receive $183 per

month, or $2,201 for the year. Here's a table that spells out

the range of prebates for lower-income Americans:

TABLE 9.1 2005 Spending and Rebates

Family Poverty Level Spending

Annual Monthly

^rebate

Size Monthly Annual

Single 9,570.00 797.50 183.43 2,201.10

Married 19,140.00 1,595.00 366.85 4,402.20

3 22,400.00 1,866.67 429.33 5,152.00

4 25,660.00 2,138.33 491.82 5,901.80

5 28,920.00 2,410.00 554.30 6,651.60

6 32,180.00 2,681.67 616.78 7,401.40

7 35,440.00 2,953.33 679.27 8,151.20

8 38,700.00 3,225.00 741.75 8,901.00

Each

additional

family

member 3,260.00 271.67 62.48 749.80

Now . . . bear in mind, the prebate isn't just for the poor.

It's paid to everyone, rich and poor alike. The purpose here

is to make sure that no American has to pay the FairTax on

the basic necessities of life. Unlike the present income tax

system, the FairTax treats each and every person in this
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country exactly the same. This, of course, presents some-

thing of a problem to politicians who like to use the tax

code to foment class distrust or outright warfare.

Sorry, but if you're looking for some reason to oppose the

FairTax Plan, you're going to have to find a better excuse

than its effect on the poor.

The politicians who are using sponsorship of the FairTax

proposal against their opponents know the real story. They

also know that for the most part the media doesn't under-

stand the plan—and in most cases hasn't yet made any effort

to learn the truth. That's why we're doing this book—and

that's why we want you to tell your friends about it. (Besides

all those extra sales for us!) It's important to expose the lies

of those who are trying to paint the FairTax as an attack on

the poor. This tax reform idea is simply too good to allow it

to be destroyed by the lies of those who gain from the com-

plexity of the current tax system.

An aside: We don't want to get into the Democrat vs. Re-

publican thing in this book, so we'll just tell you of what

happened in one particular race for the U.S. Senate in 2004.

No names, no party affiliations . . . just the facts. In this

particular state, there was one national party (go ahead,

guess if you like, you'll probably be right) that spent more

than $4 million on TV ads condemning the other party's

candidate for supporting the FairTax. The ad said that the

evil So-and-So wanted to add a new 23 percent sales tax to

the price of everything you buy. No details other than that.

The ad was, simply put, dishonest. The FairTax supporter

won that election, and exit polls showed that 25 percent of

the voters cast their votes that day believing that "taxes"
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was the most important issue in the election. Guess what?

Among that 25 percent, two out of every three votes was for

the FairTax supporter. It's comforting to know that so many

of the voters in this particular state saw right through the $4

million in campaign lies and rhetoric . . . and showed their

support for the FairTax at the polls.

The truth is that those in the lowest income levels in our

society should be the ones out there campaigning the hardest

for the FairTax. For them it's all benefit and no burden. After

paying for their basic necessities without any taxation at all,

they'll have money left over to invest in their future, through

savings accounts, courses at the local community college, or

other means. Perhaps this is what frightens some politicians.

When the poor start to invest in their own futures, when

they start to save for their own retirements, they slowly but

surely become financially independent. As hard as you may

find this to believe, there are some politicians out there who

thrive on dependency. You'll be able to recognize them by

their opposition to the FairTax.

Now, hold on, you may be thinking. /5 government really

up to the challenge of making the FairTax prebate payments?

Well, consider this: Our federal government already sends

out nearly 48 million checks a month to Social Security re-

cipients alone. Add to that the checks that go to federal em-

ployees, federal retirees, federal contractors, and so on, and

you can see that the government is a check-writing ma-

chine. (No surprise, is it?) You don't want to know how

much that used to cost in postage! Thankfully (after all, this

book is supposed to be uplifting, not depressing), most of

these payments are delivered electronically today. But the
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government does issue these payments, and by all accounts

it does so rather effectively. We submit to you that any gov-

ernment that is already issuing 48 million checks covering

Social Security recipients alone won't have that big a prob-

lem issuing FairTax rebates to every head of household in

this country.

Here's how it might roll out: Let's say the FairTax Act has

become law, and the implementation date is around the cor-

ner. Every head of household would be asked to file one sim-

ple report with the government. It could be a household of

one—you. Or maybe you're a household of eight: you, your

wife, and your six wonderful, well-behaved children. All you

need to do is list the name and Social Security number of ev-

eryone living under your roof. (Why provide your Social Se-

curity number? Sadly, there are some people in this country

who might try to scam the system and receive more than one

rebate check. To prevent this, the government would use

computers to match and compare Social Security numbers to

catch those with plunder in their hearts.)

Once the names of heads of household are assembled, it

would be a simple matter for the government to create the

database of those who will receive the monthly rebates.

And it might be even easier than sending out physical

checks. Consider this possibility: a FairTax Card! The govern-

ment could issue such a card to every head of household who

has registered with the federal government. This FairTax Card

would be much like your bank debit card, with a magnetic

stripe identifying you and coded with your PIN.

Once the cards are issued, it would take a simple mouse

click in Washington for your FairTax Card to be credited with
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your monthly rebate payment. You then go forth into the re-

tail marketplace using your FairTax Card as cash until it's de-

pleted for that month—all the while leaving the money

you've actually earned resting comfortably in your interest-

bearing and tax-free checking or savings account, ('interest-

bearing and tax-free"—don't you love the way that sounds?)

All your monthly bills, paid with one click of the mouse.

What could be better?
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UNDERGROUND

AND OFFSHORE

ECONOMY . . . TAXED

AT LAST!

Income tax returns are the most imaginative fiction

being written today.

—Herman Wouk

The income tax has made more liars out of the Amer-

ican people than golf has.

—Will Rogers

Now that you have a basic understanding of the workings

of the FairTax, let's cover some of the problems that

will be solved when we finally move our country away from a
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tax system that punishes achievement. We're going to talk

about tax evasion, the underground economy, the shadow

economy, and offshore financial centers (OFCs). Add up the

effects of these economic realities, and the cost in tax rev-

enues runs into hundreds of billions of dollars.

The Greeks knew the truth two thousand years before the

American Revolution. As the great philosopher Plato wrote in

The Republic during the fourth century BC, "Where there is

an income tax, the just man will pay more and the unjust

less on the same amount of income." True to Plato's wisdom,

Americans have lived "off the books" since we have imposed

the income tax. In the beginning, the tax code skimmed only

a small percentage off the incomes of the very top earners

—

taxpayers rich enough that they had little incentive to avoid

taxes. It was only when the income tax started to affect

nearly every American—and the burden on high achievers

became particularly onerous—that schemes for tax evasion

proliferated.

Most Americans probably think that tax evaders are gen-

erally people who make their livings outside of the law

—

criminals, drug dealers, money launderers, prostitutes, and

the like. The reality? You—yeah, you—are probably playing

the same game they are. Here's how.

If your maid, gardener, home repairman, or house painter

asks to be paid in cash—or is, perhaps, in our country ille-

gally—and you cooperate, you're aiding in tax evasion. If you

buy a hot dog from a vendor on our city streets, it's a pretty

good bet you're doing cash business with someone who's not

reporting all of his income. For that matter, the same could

be said of many of the servers in our restaurants—in spite of
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the withholding laws, which force some of the responsibility

for reporting their cash income on their employer.

Let's face it: We Americans cheat on our taxes! And when

we dO; we become part of the "shadow economy"—that is,

the world of legal activities that are not reported for tax pur-

poses. Add to this figure the ''underground economy/' the

world of illegal activities—drug dealers, hookers, and the

like—and the magnitude of the problem becomes clear.

A 2000 survey concluded that our shadow economy ac-

counts for more than 10 percent of America's GDP—that's a

huge hunk. And the major force behind this shadow econ-

omy? Taxes. More specifically, according to the study, the

"increasing burden of taxation and Social Security pay-

ments, combined with rising state regulatory activities and

labor market restrictions (e.g., forced reduction in working

hours). "^ The IRS calls this figure the "tax gap," and con-

cludes that it grows every year. Most recently, the IRS re-

ported this figure at $355 billion in lost tax revenues.

There may be a part of you that says, "Well, good for

them! They've managed to find a way to avoid getting

shafted by the government. I only wish 1 could figure out

how to do it myself." Well, you may not realize it, but these

tax avoiders are taking money right out of your pocket.

Think about it. It's not like the government just allows that

$355 billion to slip away unnoticed. Lose a little money here.

1. Friedrich Schneider and Dominik H. Enste, "Shadow Economies:

Size, Causes, and Consequences," Journal of Economic Literature, 38

(March 2000), pp. 77-114. Schneider and Enste define the shadow

economy as legal income-producing activities that are not reported

to tax authorities and do not include illegal activities.
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and the logical thing is to recover it there—and there, for the

government; means your wallet. Each of the 150 million

American taxpayers pays an average of $2,000 extra every

year to the IRS to cover the missing revenue. Still think it's

"good for them"? Even when it's so bad for you?

The government has a variety of means it can use to esti-

mate the amount of taxes it loses to unreported income. One

simple way is by comparing the amount of income declared

on personal tax returns to the amount of personal consump-

tion during any given year. Another way is to measure the

demand for currency in our economy.

If you happen to have a U.S. $100 bill in your wallet right

now, take it out and look at it. You are holding what has be-

come the international currency for illegal behavior. Today,

nearly three-quarters of all $100 bills circulate outside of the

United States. Criminals like to hold their wealth in hun-

dreds. Actually, this works to the benefit of the United States

in a rather odd way. When the U.S. Treasury issues new bank-

notes, including $100 bills, it purchases an equal value of

interest-bearing securities to cover the notes. When those

banknotes are taken out of circulation, the government must

pay off those securities, together with earned interest. So

when three-quarters of all $100 bills are being secreted out-

side the United States, the Treasury Department saves money.

How? As long as those bills remain in circulation, the govern-

ment doesn't have to pay off the securities issued to cover

them. How much does that save us? Try about $32.7 billion in

interest in the year 2000 alone.

^

2. Eric Schlosser, Reefer Madness, Mariner Books, 2004.
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(And get this: When the European Union wanted some of

this action, it introduced the 500 euro note—an attempt to

grab some of the $100 bill business away from America.)

By tracing changes in the demand for currency, Austrian

economist Friedrich Schneider estimated that the size of the

underground economy in 1970 was approximately 2.6 to

4.6 percent of the American GDP. By 1994, it had reached

9.4 percent—approximately $650 billion. These are earn-

ings that aren't getting taxed—and you're making up the

difference.

Charles Rossotti, the former commissioner of the IRS, es-

timated that Americans avoided reporting almost $1.5 tril-

lion in personal income in 1998. This did not include

undeclared earnings from criminal activity, because the IRS

has no reliable data to use in estimating that. We know the

criminal figures are astronomical, however. Eric Schlosser, a

correspondent for the Atlantic Monthly, estimates in his won-

derfully thorough book Reefer Madness that just three compo-

nents of the underground economy—illicit drugs, illegal

labor, and pornography—constitute an economy that ex-

ceeds $1 trillion.

It is widely agreed that the underground economy is

huge, and that most of the growth has occurred in the past

thirty years. This growth stems largely from a growing sense

of anger and alienation over a government that seems to in-

sist that what we produce is theirs, and that we should be al-

lowed to keep no more than our politicians decide we

deserve. Perhaps you remember some elected officials who

were opposed to President Bush's tax cuts—politicians who

were upset because, they claimed, the people who were going

95



THE FAIRTAX BOOK

to benefit the most from the cuts didn't actually "need" the

money. We don't know about you, but many Americans are a

bit troubled by the prospect of politicians determining just

how much of our hard-earned money we actually "need."

Isn't that for us to decide?

Here's a sobering fact: The government has a name—

a

label, if you will—for that portion of your earnings that you

manage, by using standard tax deductions, to keep for your

own uses instead of handing it over to the IRS. What name is

that? Get this: They call it "tax expenditures." How do you

like that—the government considers the portion of your

earnings that you are allowed to keep to be an "expenditure"

that actually belonged to the government in the first place.

Sorry, but isn't that a little difficult to swallow?

Of course, none of this is meant to suggest that any

underground-economy activities would be legalized by pas-

sage of the FairTax. Nor would it become more visible or

reported. But this much is true: Under the FairTax Plan,

criminals will pay their taxes every time they spend their

money on personal consumption—after all, even crimi-

nals and other tax evaders like to eat, buy homes, and drive

nice cars.

The key point here is that the increasing complexity of

the tax code increases the size of the underground economy.

Increasing complexity makes taxes easier to avoid, and the

increasing burden on the IRS makes it less likely that the

avoidance will be discovered.

So far, we have been discussing only those who avoid

taxes by nefarious means. But there's an even larger tax-

avoidance drag on our economy: those who avoid taxes ab-
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solutely legally. That's right, the abomination that is our

confiscatory tax code is also largely responsible for driving

trillions (with a capital "T") of dollars into offshore finan-

cial centers. These dollars are then effectively sheltered

from any participation in the American economy. There are

several reasons for this, and we'll examine them, but here is

the important number: the 2000 Merrill Lynch & Gemini

Consulting study World Wealth Report estimates that one-

third of the wealth of the world's high-net-worth individu-

als is held offshore. How much would that be? Try $11

trillion—$11 trillion sucked out of the American economy,

all of it immune to the tax obligations you suffer every

April 15.3

This began for the simplest of reasons. In the 1950s, the

former Soviet Union was doing a great deal of business in the

West. They were eager to hold U.S. dollars, because our econ-

omy was more stable and our markets more liquid. They also

wanted to use dollars to pay for the routine bills they had in-

curred in the United States. Some of the obligations were

simply bills for purchases from American suppliers. Others

were for paying spies and arms merchants. In the underworld

of the Cold War—just as in today's underworld—the cur-

rency of choice is the American dollar.

But the Soviets didn't want to hold those dollars in Amer-

ica for fear that they would be confiscated by the American

government in a "showdown." The communist leaders knew

3. Cut this amount in half, and it still exceeds the GDP of every

nation on the planet except the United States.
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that the United States had foreclosed on bank accounts of

tyrants in the past, and they didn't want to risk that happen-

ing to them.

The Soviets approached British banks with their

dilemma, and the British began allowing depositors in their

banks to hold their money in U.S. dollars. Thus was born the

Eurodollar market. "Eurodollars'"* are American dollars held

by foreign banks or by foreign branches of American banks.

Depositing their dollars outside of the United States allows

the holders of Eurodollars to escape regulation by the Federal

Reserve Board. Originally, such dollar-denominated foreign

deposits were held almost exclusively in Europe. These de-

posits are now held in such countries as the Bahamas,

Canada, the Cayman Islands, Hong Kong, Japan, the Nether-

lands Antilles, Panama, and Singapore—but they're still uni-

versally referred to as Eurodollars.

Since the Eurodollar market is relatively free of regula-

tion, banks in the market can operate on narrower margins

than banks in the United States. Thus, the Eurodollar mar-

ket has expanded largely as a means of avoiding the reg-

ulatory costs involved in dollar-denominated financial

intermediation.

The next expansion of offshore banking came at the be-

hest of the American government. We were fighting a war in

Vietnam, but our government didn't want to raise taxes to

pay for it, so it was decided that we should encourage our

4. Not to be confused with euros, the currency of the European

Union.
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banks to expand into offshore banking to attract foreign

capital into dollars. It worked. The policy was successful in

turning U.S. banks into a flight-capital center for third-

world dictators, Russian oligarchs, Mexican presidents, and

illegal "hot money" from around the globe. Well, it didn't

take too many years before international corporations recog-

nized the benefits of keeping deposits in Eurodollars for

other reasons.

Many government decisions fall victim to the laws of

unintended consequences. The British and American deci-

sions that created the Eurodollar market have left us, fifty

years later, with a totally private banking system for inter-

national corporations, high-net-worth individuals, and ille-

gal operators. This system of offshore financial centers is

safe, secure, and secret, and it operates outside of the polit-

ical borders and regulatory authority of the United States. It

has become a magnet for illegal money, and a "safe harbor"

for those who wish to avoid paying taxes on money lawfully

earned.

Our government estimates that it loses at least $100 bil-

lion each year in unpaid tax collections due to Eurodollar

transactions. Between 1989 and 1995, more than half of all

corporations doing business in the United States, both for-

eign and domestic controlled, paid no U.S. income tax.

Offshore financial centers have grown into a sophisti-

cated draw on American capital, with many uses:

1. A multinational corporation may set up its own OFC

bank to deal with many administrative aspects of its

business. Such a bank can be used to pay for account-
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ing, administration, investments, currency trades,

and other functions, with little or no tax conse-

quences and less stringent reporting and trading re-

strictions.

2. OFCs are used to set up international business corpo-

rations (IBCs), which are popular (because generally

tax- and regulation-free) vehicles for managing in-

vestment funds.

3. Insurance companies use OFCs for reinsuring cata-

strophic risks, which often have lower actuarial re-

quirements and capital standards. They also make

great places to recognize profits.

4. Wealthy individuals use OFCs to protect assets and for

tax planning. (And no, they don't pay the death tax.)

5. Foreign wealth is often kept in OFCs, to be protected

from weak banking systems.

6. Tax evasion and money laundering schemes are diffi-

cult to track down in OFCs.

Using OFCs is also a convenient way to keep questionable

funds—funds from the underground or shadow economy

—

accessible. The International Monetary Fund estimates that

between $600 billion and $1.5 trillion in illicit profit

is laundered annually. The vast majority of that is laun-

dered offshore. If a criminal stashes his ill-gotten gains in

one of these OFCs, all he needs is a simple debit card is-

sued by that offshore bank to access his funds. Based on

MasterCard records obtained by an IRS summons, it's esti-

mated that one to two million Americans are using such

accounts.
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There are some fifty-five offshore banking locales.^

Switzerland and the Cayman Islands^ are legendary among

them, of course. Behind the Cayman Islands comes Nauru in

the South Pacific. Nauru has only ten thousand residents, but

it has four hundred offshore banks.

Any nation that hosts these OFCs has the legal right to

levy—or not levy—a tax at any stage in the recognition of

wealth, capital gains, or income. That fact gives corpora-

tions and individuals who are banking in OFCs the choice

of recognizing their profit in the lowest-taxed jurisdiction

available.

The oil industry learned this long ago. For nearly one

hundred years, the oil industry has been carrying its oil to

the United States—and other nations—on ships that fly the

flag of low-tax nations. Liberia and Panama, which levy no

taxes, have most often been cited as "homes" to these ships.

The oil companies have the option of recognizing the vast

majority of their gains in one of those nations with little or

no tax on income or capital gains. They then send the prod-

uct to its final consumer in America—where the profit on the

final transaction, and the attendant taxes, are negligible.

Enron, the notorious energy giant, received a significant

amount of bad publicity for the "offshore partnerships" it

created for the purpose of recognizing profits in jurisdictions

with lower taxes and less regulation. Enron was not alone.

5. To facilitate offshore banking, forty-seven of these countries and

jurisdictions have "doUarized" or "euroized" their currency—mean-

ing that the dollar or the euro is an official currency of the land.

6. Cayman is the fifth largest financial center in the world.
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Virtually every major corporation also participates offshore.

Small companies are now moving into the game for the same

reason. By merely having a lawyer on the selected island fill

out the necessary paperwork, you are a company with a for-

eign presence.

Fifty years ago, corporate America contributed approxi-

mately one-third of all the income taxes collected by the fed-

eral government. Today, that number is about 10 percent.

That plunge is a major factor in our recent soaring deficits.

Indeed, international corporations are essentially "volun-

tary" taxpayers today, paying only that amount in taxes that

they believe will avoid attracting embarrassing news cover-

age. These corporations believe that our draconian tax struc-

tures make their actions necessary. The OFCs make their

plans feasible.

Okay, we've spent several pages burying you with the

scoop on OFCs—information you might think has nothing

to do with the subject at hand: the FairTax. Well, if that's

what you think, you're missing the point.

There have been many proposals designed to find a way

to tax these Eurodollars and offshore accounts, and allow

the government to start collecting money more efficiently

from these corporations. A decade ago, a growing number of

Americans were giving up their U.S. citizenship and becom-

ing citizens of Ireland or the Bahamas because of America's

punishing inheritance tax. The response was to try to grab

their bank accounts before they got out of town. Opponents

of the grab-the-cash-before-they-leave plan responded by

saying, "They are not leaving because they hate us. They are

leaving because our tax code is chasing them away."
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Today, we see regular debates in Congress about those

people who are relocating their business headquarters out-

side of our country. Some have proposed prohibiting these

corporations from participation in any federal contracts.

Others have proposed granting some measure of trade fa-

voritism to nations that would make the transactions less

secret.

Why punish American corporations, and thus their cus-

tomers and employees, for using perfectly legal means to

avoid paying America's burdensome taxes? There is a better

idea, you know. It's called the FairTax.

If we eliminated all taxes on capital and labor, as the

FairTax does, the United States would become the world's

tax haven. We have the most stable economy, the most liq-

uid and trusted markets, and the highest rates of labor pro-

ductivity in the world—and the trillions of dollars in those

OFCs would flow back home to the United States for the

very reason they found themselves offshore to start with.

Not only would the estranged American dollars come

back home, but many trillions more from foreign nations

would flow into the United States for the very same reasons.

Having no IRS or reporting requirements would give those

with wealth—no matter where they're from—the security,

safety, and secrecy they seek. That money would go into

our financial centers to be available to loan for lower inter-

est rates. These loans would create new businesses and

expand old ones—and, in so doing, would create jobs. As

the money from the underground and shadow economies

came home to America, our own economy would be the

beneficiary.
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Remember, right now about $11 trillion in American

wealth is sitting in banks and accounts in Europe, Asia,

South America, the Caribbean, and elsewhere. This is money

that is not working in the American economy. This is money

that is not creating jobs and driving economic growth in our

country. This is money that has fled our punishing tax

structure, and that would come flowing back home if the in-

come tax, both personal and corporate, were to be elimi-

nated and replaced with a simple and fair consumption tax:

the FairTax.
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so WE'VE DONE IT.

WHAT HAPPENS TO

OUR ECONOMY?

Our present tax system . . . exerts too heavy a drag on

growth ... It reduces the financial incentives for per-

sonal effort, investment, and risk-taking . . . the pres-

ent tax load ... distorts economic judgments and

channels an undue amount of energy into efforts to

avoid tax liabilities.

—John F. Kennedy, November 20, 1962

So let's say the FairTax is adopted tomorrow. What hap-

pens to the American economy? Before asking that ques-

tion, it might be better to start by remembering what the

current system does to the economy. We have some huge eco-

nomic forces coming into play that will shape our children's
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world. We spent $203 billion in 2003 filling out IRS paper-

work. Businessmen and -women will tell you that we spend

that much time and money calculating the tax implications

of a business decision. Wasted money. Wasted time. To spend

more than $400 billion to collect just three times that much

in tax revenues is not only inefficient, it's completely dumb.

So back to the question: What happens after the income

tax is gone and the FairTax becomes our reality? There are a

hundred little answers, but the one big answer is the most

important: growth.

Economists estimate that in the first year after the FairTax

Act becomes law, the economy will grow by 10.5 percent. Ex-

ports will grow by 26 percent. And capital spending will in-

crease by more than 70 percent. Increases in capital spending

make the American worker more productive, and their pay-

checks increase in exact correspondence with that spending.

Want more? Fine. How about declining interest rates? Some

models suggest a decline of as much as 30 percent! Think of

how much easier it will be for average Americans to afford a

new home or automobile once they're collecting 100 percent of

their earnings and interest rates are declining. As the economy

increases in size, so will federal revenues from the consump-

tion tax. Crunching the numbers, we find that if the United

States had been operating under the FairTax, government rev-

enues would have increased in fifteen of the past sixteen quar-

ters. That translates into lower federal deficits and a reduced

national debt.

The $400 to $500 billion we spend today just complying

with the IRS would be additional dollars in our pockets

—

available to spend, to invest, or to use in creating jobs. This
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would be the equivalent of a $4 trillion tax cut over ten

years, without cutting government revenues one penny

—

now, that's not a bad deal! In 2003, Congress spent an entire

summer haggling over a ten-year tax cut worth $330 billion.

Opponents whined that the proposal "gave" too much to the

''rich."^ Our $4 trillion will go straight into the pockets of

American consumers, to spend or save as they see fit. This

will provide a tremendous economic boost to the American

people and to our country.

Let's revisit that $11 trillion in offshore accounts. When
the income tax is repealed, and all that wealth comes back to

our own financial institutions, much of that $11 trillion will

end up in our markets, increasing the value of stocks and

bonds. Other repatriated dollars will find their way into our

banks and credit unions, leading to that fall in interest rates.

Still other returning dollars will be used to build new busi-

nesses and create new jobs.

The underground economy, which currently escapes

taxes on about $1.5 trillion, would no longer enjoy its tax-

free status. The illegal activities in which they engage would

not be legalized, but every retail purchase the criminals

made—whether a mochachino or a Mercedes—would be

taxed the same as yours and mine.

1. The talk show host can't help interjecting here: How absurd is it

when you hear the tax-and-spend crowd whine about how tax cuts

"give" money to the wealthy? Give? Since when does allowing a

person to keep more of his or her hard-earned money constitute

"giving" that person anything? Giving them a break . . . maybe.
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The single largest category of "escapees" from taxes, of

course, is bankruptcy. Yes, Americans would still be able to

avoid their financial obligations through bankruptcy—but

when they walked out of the federal courthouse after that

bankruptcy hearing and headed for the nearest restaurant,

they would be right back to paying taxes the moment the

check came.

Consider this: The single largest category of IRS legal ac-

tions are brought against businesses, most of them small

businesses, that collect the PICA tax from their employees

but fail to remit those dollars to the Treasury. With the Fair-

Tax Plan, this is no longer a problem because there's no more

withholding scheme to exploit. Now these businesses can

concentrate on the job at hand, growing their business, in-

stead of keeping payroll records for Uncle Sam.

Then there's the matter of personal savings and invest-

ments. According to recent news reports, the personal sav-

ings rate in the United States is at an all-time low. People are

spending their money, not saving it. Economists are unani-

mous in their belief that an increase in the personal savings

rate is key to a growing and robust economy. Virtually every

economic study on the FairTax proposal concludes that peo-

ple from one end of the economic spectrum to the other

—

from the poor to the very rich—will either start a savings and

investment plan or increase the one they already have.

Finally, let's consider the global implications of the Fair-

Tax. We've already described the 22 percent worth of tax and

compliance costs embedded in our price system thanks to the

current IRS system. Under the FairTax Plan, those costs disap-

pear, making your purchases less expensive. But equally im-
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portant is the drop in the cost of American goods in a global

economy. If our corporations were the only companies that

could sell into a global economy with no embedded tax com-

ponent in our pricing system, no one could compete with us.

To remain competitive, foreign corporations will be com-

pelled to build new plants in America so that they too can go

about their businesses without suffering taxes on capital and

labor. As with American companies, this will make their

businesses more competitive in the global economy. As for-

eign business operations move facilities to America, foreign

leaders will take notice. These leaders will be forced to

choose between competing head to head against America

and its FairTax economy, or suffer the negative consequences

of a failure to compete. And just how would you compete

with our FairTax economy? Easy! Just get the full tax compo-

nent out of the prices for your manufactured goods, by doing

what they did in America: enacting their own version of the

FairTax. Soon the forward-thinking nations of the world will

be getting rid of all business taxes, compliance costs, payroll

and income taxes—and then stand back!

Let's put it another way. To compete with America in the

global market, other countries will have to recognize that the

best way to economic prosperity is to allow people to be free

in their economic endeavors—to make whatever voluntary

arrangements they choose, with whomever they choose, when-

ever they choose, without constraint from unfair tax conse-

quences. That has huge implications for the world economy,

and for the cause of freedom.

As Nobel laureate Milton Friedman wrote in 1962,

"Freedom in economic arrangements is itself a component
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of freedom broadly understood, so economic freedom is an

end in itself. . . . Economic freedom is also an indispensable

means toward the achievement of political freedom."^

As other nations turn their constituents into "voluntary"

taxpayers by copying us, they will also eliminate the coercive

nature of their tax collection system and allow economic free-

dom to expand throughout the world. More than anything we

can think of, that would spread freedom across the globe!

Now, don't just take our word for this. Let's turn to the

experts. In 1997, Congress's Joint Tax Committee began to

explore what a fundamental reform of the tax code would

look like and what effect it would have on our economy. The

Committee discovered it didn't even have a valid model to

predict the outcome, because the Committee's models were

all designed to nibble around the edges of the tax code. So the

Committee called in teams of economic experts to model the

impact on our economy of replacing the income tax with a

consumption tax. What did these teams of economic experts

discover? Every one of those nine teams found that a con-

sumption tax would grow the economy faster than the cur-

rent system. From liberals to conservatives, every economic

team recognized the drag the current system places on our

economy. While some of these experts felt that the growth

would be rapid and others believed growth would only occur

more slowly over time, everyone believed a consumption tax

would grow the economy faster than any growth we would

experience under the present system.

And remember: Economic growth is economist-speak for

jobs, jobs, jobs.

2. Milton Friedman, Capitalism and Freedom (Chicago: University

of Chicago Press, 1962).
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Time for a Quick Review!

Here's what happens when we pass and implement

the FairTax Plan:

• We start collecting 100 percent of our earnings in

every paycheck.

• We all get virtual raises, since payroll taxes are no

longer siphoned from our checks.

• We all start receiving monthly prebates equal to

the amount of consumption tax we would be ex-

pected to pay on life's basic necessities.

• We all start saving and investing without any tax

consequences.

• The prices of consumer goods and services remain

essentially the same, with the removal of the em-

bedded taxes compensating for the added con-

sumption tax.

• American businesses return operations to their

home turf.

• The richest Americans bring their money back

home where it helps fuel our economy.

• Those operating in the underground and shadow

economies finally start paying taxes.

• You hear the unmistakable voice of that IRS agent

who audited you three years ago asking if you'd like

fries with that.

The FairTax: What's not to love?
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THE OPPOSITION.

WHERE WILL IT

COME FROM?

Even though the idea of replacing our current income tax

structure with a consumption tax has been around for

generations, and the FairTax has been around for quite a few

years, until recently there's really been no organized opposi-

tion to the idea. Why now? The reason is clear. The FairTax is

finally receiving serious consideration in Washington, and

those who think they might be hurt by the proposal are be-

ginning to take notice.

It would be easy in this chapter to name names, to call

those opposed to the FairTax out of their foxholes to fight
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with US out in the open where everyone can watch. The talk-

show guy likes this approach—after all, that's basically how

he makes his living. Between these covers, however, cooler

heads have prevailed. The supporters of the FairTax are en-

gaged in active talks with the few opposing groups there

are, so we'll try not to "out" them in this book . . . though

the talk-show half of this writing team has already done so

on his program. He promises to cool the rhetoric ... at least

for a while.

Is the FairTax really taking hold? Let's just say one highly

placed lobbyist was recently quoted as saying that a few years

ago this whole FairTax idea was just a proposal from an "ob-

scure" Georgia congressman.^ Now, sayeth the lobbyist, the

majority leader of the House and the president of the United

States are talking about the FairTax. So, presumably, it's time

to take up arms and ride to the battle.

There will be fierce opposition to the FairTax, and the

worst of it will likely come from Washington, D.C. Thou-

sands of people who used to work on Capitol Hill now find

themselves working on K Street (the lobbyists' habitat), mak-

ing unimaginable sums of money gaming the current tax sys-

tem. Their intellectual capital is their knowledge of the tax

code. But their value will be substantially depreciated with

the passage of the FairTax. They aren't exactly thrilled with

the prospect.

1. The Georgia congressman wishes, for the record, to show that he

is hurt by this representation, and further states for the record that

he has never considered himself to be obscure. Obtuse, maybe

. . . but never obscure.
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Remember what we said earlier—that the percentage of

federal tax revenue paid by corporate America has fallen

from 30 percent to about 10 percent? This apparent magic is

the work of the folks from K Street, who have been paid huge

sums to gain advantages for their corporate clients—advan-

tages that come at your expense.

Let's create a hypothetical organization to illustrate

our point. (Starting all these businesses is fun, isn't it?)

We'll call this one the American Association of Electronics

Manufacturers (AAEM). This association has twelve thou-

sand members and an operating budget of $62 million a

year, which is covered entirely by its member companies.

The president of the AAEM is a former congressman, now

pulling in a million-dollar salary to work for the electron-

ics manufacturers. (This is no exaggeration, by the way

—

such salaries are common on K Street.) The AAEM has a

staff of more than two hundred in Washington. The

AAEM's member companies would be among the biggest

beneficiaries of the FairTax, because the plan would enable

them to sell into a global economy with no embedded

taxes hiking up their prices.

Yet the AAEM staff actively opposes the FairTax!

Here's why.

Virtually every year. Congress deals with tax code

changes. Think back to 1986, the year when our tax code

was "simplified" by getting rid of tax deductions and then

lowering taxes with just a few flat tax brackets. Good try.

Since 1986, that simplification of our tax code has been

amended more than ten thousand times. Every one of those

amendments was the work of some proponent, somewhere,
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pushing some senator or congressman to do his interest

group's tax amendment.

And you can bet this much: Somewhere along the way,

someone made money.

After any major tax overhaul (like the 1986 Tax Reform

Act), the president of the AAEM and his top economic advis-

ers and lobbyists meet with the membership at their annual

meeting. (Look for them in Maui, let's say; the whole trip

would be written off as a tax-deductible business expense.)

The board of AAEM would be told by the Washington office

that they might be able to influence some tax code changes

that would save AAEM members about $12 billion in taxes

over the next five years. ''Aren't we special?'' the lobbyists

would say. ''Now do you see why you pay us those big salaries?"

Think about this, though. If the FairTax passes, eliminating

taxes on businesses—along with the burden of considering

tax implications before making business decisions—who's

going to need tax lobbyists? The Washington office would

have to keep some people on just to watch over the regula-

tory burden of government, but no more worries about the

tax code!

The folks who sell houses—and we mean both realtors in

your neighborhood and the people down the street putting

their place on the market—know that they'll do better under

the FairTax Plan. (Shall we go through that exercise again?

Houses will cost slightly less because the embedded tax cost of23

percent is slightly less than the current embedded cost of the IRS

on new construction. If you're making $60,000 per year, you're

currently taking home $3,800 per month to pay your mortgage

and other bills. Under the FairTax, you'll take home $5,000—
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and you'll pay less in interest because rates will decline by about

30 percent.)

With lower interest rates, higher savings rates, and more

disposable income, it's clear that both home sellers and home

builders will benefit from the implementation of the FairTax.

But what will the national lobbying arms of these groups do

when faced with passage of the FairTax? They'll fight to the

last person. And why? Because these trade associations have

spent decades working toward essentially one goal: to protect

the deductibility of mortgage interest payments. If there's no

income tax, and thus nothing to deduct from, how will they

continue to justify their expensive existence?^

As you read this, you can bet that the lobbyists and ad-

visers are already joining forces on K Street. They're our op-

position: the people who make the big bucks off the hideous

complexity of our present tax system and, in the process, in-

hibit economic growth while keeping their boots on the

necks of individual American taxpayers. Every lobbyist in

Washington who needs to protect his big salary will be tak-

ing his or her shot at the FairTax.

These opposing organizations will stoke the fires and

raise a smokescreen on three issues. Here are a few of their fa-

vorite arguments:

• First, they'll claim that a tax on consumption would

create a new wave of sales tax evasion, thus giving

rise to large black markets.

2. The question of the deductibility of home mortgage interest will

be addressed more thoroughly in chapter 15 on frequently asked

questions.
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• Second, they'll claim that the transition costs would

be unbearable.

• And third, they'll claim that the FairTax is "regres-

sive"—the Washington buzzword for "hurts the poor."

Let's look at these arguments one by one.

For years, we've heard FairTax opponents contend that

they have studies purportedly proving that any sales tax

above 10 percent would lead to widespread avoidance. A huge

underground economy would develop, they argue, as count-

less Americans try to avoid paying sales tax. After repeated

requests, however, no one has ever presented a study that

proves this point.

Now, there's no reason not to be realistic here. Plenty of

people will try to avoid paying this tax. As we said be-

fore. ... We Americans cheat on taxes! It's almost a part of

our culture. But how easy will it be to cheat?

Most analysts agree that under the current system the IRS

collects roughly 75 percent of the taxes owed. The director of

the IRS recently said that in 2003 Americans avoided paying

$355 billion in taxes they owed—even after the IRS made

huge increases in staff and policing. Not surprisingly, most of

this avoidance comes from small businesses and personal tax-

able transactions. There is some agreement that between $1

trillion and $1.5 trillion in the underground economy goes

untaxed. It is clear that a taxpayer can lie on his or her tax re-

turn and never tell the spouse—and in doing so will run less

than a 1 percent chance of being caught.

Under the FairTax, on the other hand, two people must

conspire to cheat: The provider or seller, and the consumer or
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buyer. Now, we don't know how many friends you have who

are wilUng to go to jail to save you 23 cents out of a dollar

spent. We certainly don't hang around with people like that!

Will there be avoidance? You bet. But we believe it'll be

more difficult under the FairTax. Of course, the K Street

crowd will make all the hay they can out of this tax avoid-

ance prospect. Yet it remains the case that 80 percent of the

sales tax collections will come from about 20 percent of the

businesses—including the national and regional retailers

—

and I doubt that Wal-Mart or Home Depot or your local hos-

pital is going to risk jail time to help you.

The second argument is the idea that "transition costs"

will be unbearable. What might they be? In a meeting some

time ago with six of the nation's largest retailers, their repre-

sentatives claimed that they couldn't sustain the huge costs

involved in a transition to the FairTax Plan. When asked ex-

actly what those costs might be, however, all they could

come up with was the idea that they would have to replace

their point-of-sale cash registers with models set to handle

the new tax rate. Were they kidding? "Call me stupid," we

said, "but I just assumed your cash registers were electronic."

There are 7,500 tax jurisdictions in this country. One or

more of them alters its tax rates every week. Do retailers buy

new cash registers every week? We don't think so.

The fact is, the FairTax would cause no serious burden on

retailers. The real opposition comes from their Washington

lobbyists, who are telling their clients they shouldn't have to

serve as tax collectors. Of course, they're tax collectors al-

ready (remember that embedded 22 percent)? At a corporate
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level; another thing that apparently scares these retailers is

the notion that once that 22 percent automatic price hike dis-

appears, investors looking at yearly sales per store would be

confused—leading to a dip in stock prices. Yet surely such in-

vestors would know intuitively that the elimination of in-

come taxes, payroll taxes, and compliance costs would have

an immensely positive effect on profits. Only their Washing-

ton lobbyists would deny that!

Okay, now, let's take a separate paragraph to make this

next point—for that matter, why not throw in some bold type

and italics? Some retailers and their lobbying organizations

are expressing a fear that when we all start getting 100

percent of our earned income in our paychecks—and
figure out that we're not being taxed on the money we
invest or put into savings accounts—well start saving

more and not spending every dollar we earn!

But that, dear friends, is exactly what our economy

needs—more personal savings! Do the nation's retailers re-

ally want us, especially the poorer among us, to get out there

and spend every penny we earn? Are they really so short-

sighted that they don't recognize how valuable increased per-

sonal savings would be to our economy?

The fact is, the transition cost for retailers will be negli-

gible; the FairTax even provides a payment to the retailers to

compensate for this cost. The one transition rule in the bill

allows for businesses to use the value of inventory on hand

when the bill goes into effect as a credit against collecting

the tax in the next year. For example, if you have a million

dollars in inventory on December 31, the first million dollars

in sales in the next year will not be taxed. (Remember, the
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principle of the FairTax is that everything should be taxed

only once—and that inventory already had the previous

year's embedded tax in it.)

Some have suggested that the FairTax Plan will be met

with steadfast opposition from accountants and IRS employ-

ees. If that's the case, we haven't seen it yet. Many account-

ants will tell you that they could spend their time performing

much more important functions for their clients than watch-

ing changes in the tax code and filling out tax returns.

And what about all those IRS employees? We're con-

stantly being asked if the IRS has audited either of us because

of our outspoken desire to eliminate their jobs. Actually, the

IRS has been almost completely silent on the subject. The po-

litical partner in this endeavor reports that he has had one

visit from the IRS over this issue. The meeting came about

well before the introduction of the actual FairTax legislation,

after an IRS official attended a town hall meeting and saw

the congressman receive a standing ovation for saying that

we should repeal all taxes on income, abolish the IRS, and

move to a national sales tax. A donnybrook of discussion fol-

lowed, with many attendees standing up and sharing their

own IRS horror stories.

When the official from the IRS appeared without an ap-

pointment in the congressman's district office, he said, "I

just showed up hoping you could see me. I didn't give your

staff my name. I said I was with the IRS. All of this will make

sense when you hear what I want to say." He told the con-

gressman that he was a senior manager in the IRS's nearby re-

gional office. But then he landed his stunner: "I sincerely

hope you succeed in your effort to repeal the tax on income
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and move to a sales tax," he said. "The situation is much

worse than you can imagine. The IRS is out of control and

needs to be abolished."

Wow! They talked for a while about his experiences, and

then he departed. We still don't know his name.

Will there be opposition? Yes, of course there will. It will

be vicious, relentless, and disingenuous. Down and dirty.

Though it's apparent that the FairTax would clearly benefit the

nation as a whole, there will always be narrow special interests

eager to destroy such an idea if they feel their own financial

situation might be affected. They say that no good deed goes

unpunished. Similarly, no good idea goes unopposed.
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SOCIAL SECURITY

AND MEDICARE

UNDER THE FAIRTAX

This book is about tax reform. We know, though, that the

tax reform movement isn't the only such groundswell

on the minds of Americans and Beltway politicians. Presi-

dent Bush put a great deal of his political capital behind a

push to reform Social Security in 2005. As of this writing,

the politicians are still arguing. There's no shortage of evi-

dence that Social Security is on the verge of financial col-

lapse, and Medicare is pretty close to being on life support

itself.

If this is a book about reforming our tax system, then why

even bring up Social Security and Medicare? First, because the
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topics have been at the top of the news for some time now; sec-

ond, because we believe that one of the keys—perhaps the

key—to reforming both programs is the adoption of the Fair-

Tax. Remember, with the adoption of the FairTax, your Social

Security and Medicare taxes disappear. These two programs

will be funded out of general revenues—revenues supplied by

the consumption tax. So, with your indulgence, we'll spend a

few pages detailing the problems with Social Security and

Medicare, and then tell you just how the FairTax can be the so-

lution, or at least part of the solution.

America has always been a generous nation; we have al-

ways concerned ourselves with the problems of others as

much as we have our own. That generous spirit, as it relates

to Social Security and Medicare, is quickly driving both of

these programs toward bankruptcy. We are facing a grave risk

to the economic security of both the next generation of

workers and the next generation of retirees.

It's time to test your knowledge on Social Security and

Medicare. Here's a quick quiz:

1. Which program is expected to go bankrupt first: So-

cial Security or Medicare?

2. How much of his or her paycheck does each American

worker pay each month to support today's Social Se-

curity and Medicare programs?

3. How much do wealthy Americans living off their in-

vestment income and dividends pay each month to

support Social Security and Medicare?

4. Do most working Americans pay more in income

taxes or Social Security and Medicare taxes?
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5. Myth or fact: Members of Congress and the president

do not pay taxes to support Social Security and

Medicare.

6. Myth or fact: Social Security is a retirement program

that we all pay into and receive from proportionally

—

meaning that if one person retires after averaging

$10,000 a year in earnings and another retires averag-

ing $90,000 a year in earnings, the Social Security

check received by the second retiree will be nine times

that of the first retiree.

Now, here are the answers. Let's see how well you did.

1. Medicare. The Medicare Board of Trustees predicts

that it will be bankrupt in 2020, while the Social Se-

curity Board of Trustees predicts that Social Security

will not fail until 2041.

2. 7.65 percent . . . and the employer "pays" another

7.65 percent for each employee.^

1. Though it's not the subject of this book, something needs to be

said about this idea that employers make a matching contribution to

every worker's Social Security account in an amount equal to the So-

cial Security tax withheld from the employee's paycheck. There is not

one single serious and sober economist who is not working for the

federal government who would support that fantasy. The so-called

"matching contribution" paid by the employer is money taken from

that sum budgeted by the employer to hire that worker. As such, it is,

in reality, taken from the employee's earnings just as is the amount

actually shown on the employee's check stub. However, for the pur-

poses of this book, and to avoid introducing unnecessary controversy,

we'll go along with the "matching contribution" nonsense.
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3. Zero. Only those Americans who work for a living pay

Social Security and Medicare taxes. Americans who

receive millions and millions of dollars in income

each year from stocks and bonds but don't receive a

traditional "paycheck" never pay a penny in Social Se-

curity or Medicare taxes.

4. Most Americans (75 percent) pay more in Social Secu-

rity and Medicare taxes than in income taxes.

5. Myth. Members of Congress and the president must

have Social Security and Medicare taxes withheld

from their paychecks just like every other American.

6. Myth. Social Security is an income redistribution and

welfare program. Low-income Americans receive a

check that replaces 90 percent of their preretirement

income. Workers paying taxes on a $50,000 income

will receive a check for only 32 percent of their pre-

retirement income, and those workers paying taxes on

$90;000 will receive a check covering just 15 percent

of their preretirement income.

Social Security was enacted in the United States in 1935;

the tax was first levied in 1937. Retirees first began receiving

benefits the same year. In 1937 and 1938, the benefits were

paid out in lump-sum form; it wasn't until 1939 that

monthly benefits began. You won't be surprised to learn that

there are good (if you want to use that word) stories about

overpayments in both categories.

Originally the tax rate was 1 percent on the employee and

1 percent on the employer on the first $3,000 of "earned"
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Fact Check: It's Unbelievable . . . But It's True

According to the Social Security Administration, the

earliest reported Social Security benefit paid was a

lump-sum benefit paid to a Cleveland man named

Ernest Ackerman, who retired after paying into the

Social Security system for one day. In that one day,

he paid a nickel into Social Security. When he retired

the following day, he qualified for a lump-sum pay-

ment of $0.17.

Such a system could never be sustained on the

backs of young workers. Yet the real trouble started

when monthly payments began for retirees. As an ex-

ample, the first Social Security retirement check was

issued to Ida May Fuller, a resident of Ludlow, Ver-

mont. Ms. Fuller worked under and paid taxes into

the Social Security system for three years before her

retirement. In those three years, she paid a total of

$24.75 in Social Security taxes, and yet her very first

monthly check was $22.54. Over her lifetime, Ms.

Fuller received a total of nearly $23,000 from

monthly Social Security checks.

income. (There was no Social Security tax levied on "un-

earned" income such as dividends, asset sales, and capital

gains.) Those paying the maximum paid $2.50 per month,

and the employer matched it. The average contribution was

about $1 per month per employee and employer. There were
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roughly forty-two workers paying retirement benefits for

each retiree.

In 1965, Medicare was enacted; the tax was first levied in

1966. The rate was set at 0.35 percent on "earned" income

for the employer and employee, and there was an earnings

cap against which the tax could be levied, just as there is for

Social Security. Again, as with Social Security, there was no

tax levied on "unearned" income.

Over the ensuing years, the increasing costs caused the

base wage against which the taxes were levied to be raised

regularly. Both the Social Security wage base and tax rate has

increased steadily over the years. The wage base today is

$90,000, though there is pressure on Congress to increase it

yet again. All of these increases mean that today, in 2005,

every American worker and his employer will each pay 6.2

percent into Social Security on earnings up to $90,000

($5,580 from the worker and $5,580 from his or her em-

ployer). An additional 2.9 percent combined from the worker

and the employer will be paid into Medicare on 100 percent

of our earnings.

Read that last line again closely. That's right: The Med-

icare tax is collected on 100 percent of your pay, no matter

how much you earn. There is no longer a wage cap on

Medicare taxes. You need to bear this in mind, because many

in Washington think this is the best way to cure Social Secu-

rity's cash flow ills. Just eliminate the wage cap and tax 100

percent of everyone's earnings!

While increasing taxes on those who make more than

you might seem like a reasonable idea, doesn't eliminating
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all payroll taxes—including Social Security taxes—seem like

a better plan?

Now, we know that the easiest way to empty a room

when you want to be alone is to say, "Hey, let's talk about So-

cial Security reform!" But try to bear with us a little longer

here, because it's important to absorb a little more informa-

tion in order to recognize the seriousness of the problem

—

and how the FairTax provides the ideal solution.

We now have slightly more than three workers paying for

each retiree—and the baby boomers are about to retire. As

the table on page 130 demonstrates, by the time our children

retire, two of our grandchildren will have to share the bur-

den of paying for each retiree's benefit.

There's one word to describe that table: Catastrophe.

How did this catastrophe happen? In large part, because

the programs exploded in costs, forcing the increasing levies.

Why? Because the simple fact is that when people receive a

benefit they perceive as free, they never think it's enough. So-

cial Security was devised during the Great Depression as a way

to provide basic sustenance to those who had no money and

no work to be able to survive. Today, however, that

history is long forgotten, replaced with the almost universal

view that Social Security is a sacred entitlement. This process

was helped along by politicians, who eventually recognized

that Social Security could provide a relatively handsome

benefit for one class of voters—the elderly—while placing

only a small burden on those still working. There were votes

to be bought, so the political class dug in and got busy.

Not only did benefits and taxes embark on a steady rise.
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TABLE 13.1 Ratio of Social Security-Covered Workers to

Beneficiaries Calendar Years 1940-2075

Covered Workers Beneficiaries

Year (in thousands) (in thousands) Ratio

1940 35,390 222 159.4

1945 46,390 1,106 41.9

1950 48,280 2,930 16.5

1955 65,200 7,563 8.6

1960 72,530 14,262 5.1

1965 80,680 20,157 4.0

1970 93,090 25,186 3.7

1975 100,200 31,123 3.2

1980 113,656 35,118 3.2

1985 120,565 36,650 3.3

1990 133,672 39,470 3.4

1995 141,027 43,108 3.3

2000 153,691 45,166 3.4

2005 158,999 47,914 3.3

2010 167,746 52,484 3.2

2015 173,031 59,529 2.9

2020 177,070 67,987 2.6

2025 179,546 76,629 2.3

2030 181,863 83,809 2.2

2035 184,518 88,768 2.1

2040 187,459 91,526 2.0

2045 190,373 93,706 2.0

2050 192,929 95,720 2.0

2055 195,291 98,309 2.0

2060 197,529 100,985 2.0

2065 199,711 103,796 1.9

2070 201,976 106,404 1.9

2075 204,169 108,857 1.9

Source: 2004 Social Security Trustees Report.
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they also added a disability benefit in 1956. An individual

who has been categorized as "disabled" by doctors, under the

definitions of the program, qualified for full Social Security

benefits and Medicare regardless of age.

The hit on worker's paychecks remained generally small,

but the political payoff to politicians grew steadily with each

benefit increase.

The net result? We live in a country where it's hard

not to know someone who is abusing this program. We've

all heard the stories of someone who qualified for disability

after an accident at work, but who now holds a new job

where he works nights, gets paid in cash, and never de-

clares a penny. Why isn't this kind of thing stopped? The

political side of this writing team once actually tipped the

Social Security Administration to someone who was work-

ing full time while collecting Social Security disability

—

only to be informed that they simply didn't have the

workforce to look into the tens of thousands of similar re-

ports. The lawyer-turned-talk-show-host can tell you of sim-

ilar cases he encountered while representing clients seeking

Social Security disability benefits. Actually, he won't—not

just because of attorney-client privilege, but because he's a

little embarrassed that he actually prevailed in some of

those cases . . . and then got paid by the government to

boot!

Medicare has seen its costs exploding in much the same

way. When Lyndon Johnson gave his Great Society speech

laying out his proposal for Medicare (for seniors) and Medic-

aid (for the poor) he claimed that by using readily available

usage statistics we could project with some certainty that by
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1990 Medicare would cost only $9 billion and Medicaid

only $1 billion. He was a wee bit off. The actual cost of

Medicare in 1990 was $110 billion; it has since risen to more

than $300 billion. ^ By 1990, Medicaid costs had soared to

$74 billion.^ President Johnson must have been a terrible

math student.

The simple fact is that politicians, unsurprisingly, don't

seem to spend other folks' money as carefully as they spend

their own. When it comes to government spending, the big

three spending categories are Social Security, national de-

fense, and Medicare.

The proposals for saving the retirement programs are

many. Some politicians want to lift the earnings limit and

levy the Social Security tax on 100 percent of our earnings.

This, they believe, will "make the rich pay their fair share."

Curiously, they also recommend lowering the levy on lower

income earners. Having already essentially relieved the bot-

tom 50 percent of income earners from any income tax lia-

bility at all, these politicians now want to work on payroll

taxes. It's a sure way to earn voter loyalty, but a lousy way to

reform the system.

President Bush, like many before him, has proposed

allowing workers below a certain age to take a portion of

their Social Security contribution and invest the money

in one of a series of privately held packages of stocks

2. Source: 2004 Medicare Trustees Report.

3. What's worse? 1990 was a good year. Medicaid increased 27 per-

cent annually over the next two years to reach $120 billion by

1992. Source: Urban Institute.
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and/or bonds. These packages would require some certifi-

cation or approval to prevent investors from being en-

tirely speculative.

Over the long haul, it's clear that investments in the

financial markets would produce far better retirement

incomes than the current system. But that's over the long

haul. How would Congress react to frequent market fluctua-

tions, such as the one that occurred at the beginning of

March 2001?

Here's how.

Members of the House and Senate, pandering to their

constituents, would flock to the floors of their respective

bodies and rail against the "ripoff artists on Wall Street that

were manipulating the markets and destroying the retire-

ment of the little people." This refrain would be sung by

Democrats and Republicans alike (vote-buying, after all, is a

bipartisan pastime). These deeply concerned (about their re-

election) politicians would eagerly pass appropriations to

take money from the general fund and replenish the funds

they characterize as "stolen." Then they would rush home

to their districts to hold press conferences and pat them-

selves on the back for saving the "little people."

Unfortunately, none of the proposed solutions—those

above and others—can stabilize a system predicated on work-

ers paying for retirees.

In the next twenty-five years, we will see a 100 percent

increase in the number of American retirees. The number of

workers, however, will increase by only 15 percent. Let's be

realistic: Given those numbers, how can these programs sur-

vive? Under our current tax code, these programs can be
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maintained only by increasing the tax on those who work,

reducing benefits for those who have retired, or by increasing

the age of retirement. After all, in 1937 the average lifespan

was 58 years. "^ Today it is 11 .^ Since 1940, the average life-

span remaining for those reaching 65 has increased by 25

percent for men and more than 30 percent for women as

shown in the following table:

TABLE 13.2 Life Expectancy for Social Security

Year

Cohort

Turned 65

Percentage of Population

Surviving from

Ages 21 to 65

Average Remaining Life

Expectancy for Those

Surviving to Age 65

Male Female Male Female

1940 53.9 60.6 12.7 14.7

1950 56.2 65.5 13.1 16.2

1960 60.1 71.3 13.2 17.4

1970 63.7 76.9 13.8 18.6

1980 67.8 80.9 14.6 19.1

1990 72.3 83.6 15.3 19.6

Source: http://ww^w.ssa.gov/history/lifeexpect.html

4. Life expectancy at birth in 1930 was 58 for men and 62 for

women. However, the SSA makes a very persuasive case that only life

expectancy after age 21 (thus eliminating infant mortality—infants

who never paid into the SS system) is meaningful. That said, life ex-

pectancy after 21 has increased by over 20 years (though this actu-

ally adds Social Security revenues) since 1940 and life expectancy

after 65 has increased by 3 years for men and 5 for women. Source:

SSA; also Center for Disease Control and Prevention (CDC).

5. At birth, it is 77 years. Those who are 65 today (2002, actually) can ex-

pect to live to 83. Source: Center for Disease Control and Prevention (CDC).
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Indeed, for all of the good intentions of those proposing

"fixes," the system as it exists today is simply unsustainable.

Dr. Larry Kotlikoff, chairman of the Economics Department

at Boston University, recently concluded a study of Medicare

and Social Security that showed that a permanent fix for So-

cial Security and Medicare would cost $74 trillion in today's

dollars. You heard me right: Shortfall—that is, money we

don't have now and we sure won't have then. When you con-

sider the fact that total household net wealth in this coun-

try—and that includes all of us—is only $43.8 trillion, you

can see the problem.

(Let's pause for a moment and try to put the scale of a

trillion-dollars into perspective. If you started a business on

the day Jesus Christ was born and lost $1 million per day,

through yesterday, it would take you another 734 years to

lose $1 trillion. Now multiply that by 74, and you'll have a

sense of how big the Social Security/Medicare shortfall re-

ally is.)

And just in case the problem hasn't quite come into

focus for you, think about this: To cover the shortfall

in Medicare and Social Security, the federal government

would have to act right now to seize (confiscate, steal . . .

however you care to phrase it) everything of value in every

household in this nation—the equity in homes and cars,

retirement funds, stocks and bonds, your cars, your socks,

books, appliances, pet toys . . . everything—and apply the

value of all those goodies against the shortfall in fund-

ing Social Security and Medicare. And even that would

cover only about 60 percent of the funds that will be

needed.
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On second thought, seizing everything probably isn't that

great an idea. Congress couldn't stand having all that money

sitting around for the next seventy-five years. The politicians

would immediately start borrowing from that stash to fund

some new "urgently needed" vote-buying programs. There'd

be a flurry of lOUs, and before you know it we'd be right back

were we are today ... in deep trouble.

Like they said in the movie: "Houston, we have a

problem."

The only way to save those retirement programs, which

are sacrosanct to the left—and the reason the left will ulti-

mately climb on the FairTax bandwagon—is to change the

way we collect the money needed to fund them. That's why

the FairTax is so important to both Social Security and

Medicare reform.

Here's the difference: The FairTax will raise money from

the overall size of the economy, not just from Americans cur-

rently working. Since the FairTax applies to every retail pur-

chase, this means that 300 million Americans—plus about 50

million visitors to our shores—will be adding to federal rev-

enues every time they make a purchase.

Economists have made some amazing predictions as to

how our economy would grow with the FairTax. If, as many

predict, we double the size of our economy in the first fifteen

years after passage of the FairTax, we will also double the fed-

eral revenues from which Social Security and Medicare must

be paid.

Passage of the FairTax will also essentially eliminate the

cap on revenue collections for Social Security and Medicare.

Today, as we've noted, there is a cap on earnings subject
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to the levy for Social Security. Medicare taxes are levied

against all "earned" income. Workers earning at or below

the cap pay on every dollar of income. Do the rich pay So-

cial Security taxes on every dollar of their income? Hardly.

Nor do they pay Medicare taxes on every dollar of income,

for that matter—sure, technically there is no cap when

it comes to Medicare, but the rich have the resources to

manipulate and control just how they receive their income.

The regular wage earner cannot.

Let's take just one quick example of how the wealthy can

limit their tax liability—including their liability to pay

Medicare and Social Security taxes. We can pick on lawyers

(after all, it's a cherished national pastime).

Our sample lawyer sues doctors and drug companies.

He gets multimillion-dollar awards for his clients, and in

turn he collects millions in compensation for his hard

work, sweat, and tears. Now, does the lawyer pay Medicare

taxes on his entire share of the jury's award? Hardly. Our

lawyer, you see, has protected himself by setting up a lim-

ited liability corporation or a professional corporation.

The check goes to the corporation, which then pays a

salary to the lawyer, from which Social Security and

Medicare taxes are withheld. What about the rest of the

money, you ask? Have you ever heard of corporate divi-

dends? Did you know you don't pay Social Security or

Medicare taxes on dividends?

Just how would things be different under the FairTax?

Let's go back to the lawyer. Under the FairTax, it wouldn't re-

ally matter how the lawyer earned his wealth, be it salary or

dividend income. It would matter how he spent it. When he

137



THE FAIRTAX BOOK

takes $1.5 million from his wealth portfolio and spends it on

a gleaming new yacht or airplane, he pays the FairTax, no

matter how that money was earned. The FairTax, you see, is a

way to bring people of great wealth, but minimal income,

into the taxpaying fold—to get their help in supporting the

retirement benefit programs that will end up being the prin-

cipal means of retirement support for 90 million people in

the next twenty years.

Another advantage? The FairTax would give the average

income worker a 50 percent increase in take-home pay. Money

that is invested is not taxed. Americans will invest as never

before. In fact, after the FairTax is implemented, capital in-

vestment will increase quickly by a staggering 76 percent. As

Americans become an investor class of unprecedented propor-

tion, they will find themselves less dependent on Social Secu-

rity for their retirement income.

The best way to reform Social Security, after all, might

be to bring about an aging population that doesn't need it.
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INCOME TAX OUTRAGES

AS you can tell by now, one reason the FairTax Plan has

proven attractive to so many Americans is that it means

getting rid of our current tax system—including the Internal

Revenue Service.

Since the IRS is nobody's idea of a cherished public ser-

vice, we thought a chapter on IRS outrages might shine an-

other useful light on the promise of the FairTax revolution.

This chapter serves two purposes. First, it will give you, the

reader, the chance to utter phrases like "Poor guy," or "What

a gang of crooks and idiots!" It also gives you an opportunity

to reflect on what the world will be like when a truly volun-

tary tax system (the FairTax comes to mind) comes along,

making outrages like these nothing more than historical an-

ecdotes . . . unless, of course, they happened to you.
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Americans have learned, often the hard way, of the terri-

ble consequences that can flow from not following closely

the letter of the law—a law that many IRS employees them-

selves can't even evaluate or quote accurately. We could eas-

ily fill several volumes with stories of IRS actions against

taxpayers, but we'll hold it to just a few.

On March 22, 1985, the Associated Press sent a story

down the wires headlined "IRS Tries to Penalize Chemical

Company $46,000 for Being a Dime Short." The so-called

offender here was Rohm & Haas of Philadelphia, a company

that makes chemicals that do everything from keeping

fruits fresh to fighting disease. They also own the Morton

salt brand. Rohm & Haas is a large enough company that in

1983 they sent a check to the IRS, in payment of payroll

taxes, in the amount of $4,448,112.88. They actually owed

$4,448,112.98. The check was exactly ten cents short.

So . . . did the IRS call and ask for their dime like any rea-

sonable businessman would have done? Are you kidding?

This is the IRS we're talking about here. It's penalty time!

The IRS sent Rohm & Haas a letter telling them that they

now owed $46,806.37 in penalties ... all for being one

dime short on the remittance of payroll taxes. It took many

months, and no small amount spent on legal fees, to get the

IRS to drop the penalty. (We believe that the IRS eventually

got their dime.)

That's a comical story, but sometimes the arrogance of

the IRS can lead to genuine tragedy. The story of Alex and

Kay Council shows the tragic lengths to which an honest citi-

zen can be driven by IRS enforcement actions. In the late

1970s, an insurance executive named Alex Council received a
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sizable bonus at work and got involved in a tax shelter. His tax

accountant told him it was a legitimate option, but the IRS

disagreed. Council's liability for taxes due on the bonus ex-

pired at the end of three years. Nonetheless, after the statute

of limitations had expired, the IRS sent the Councils a notice

demanding more than $180,000 in unpaid taxes on the

bonus, a figure including penalties and interest. The Coun-

cils' accountant notified the IRS that the statute of limita-

tions had expired on the Councils' tax liability. Two years

later, the IRS wrote back to claim that they had mailed a cer-

tified letter to the Councils prior to the expiration of the

statute notifying them of the deficiency. Okay, fair enough

—

show us a copy of the certified letter and the receipt! No way.

Not only did the IRS refuse to provide copies and a receipt for

the letter, they wouldn't even tell the Councils where the let-

ter had been sent until yet another two years had passed.

Well, wouldn't you know it—when the IRS finally coughed

up the address to which they supposedly had sent the delin-

quency notice. You guessed it. Wrong address!

Now, you'd think this would pretty much be the end of

things, wouldn't you? By virtue of sending the notice to the

wrong address, the IRS had failed to inform the Councils of

their tax liability within the time allotted. Well, that's not

the way the IRS operates. When this matter found its way

into the federal court system, the IRS informed the court that

it was the Councils' responsibility to prove they hadn't re-

ceived the notice. In other words, the Councils had to under-

take the impossible task of proving a negative. Apparently

the old innocent-until-proven-guilty idea never really caught

on with the tax collector.
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As you might guess, the Councils couldn't prove they

didn't receive the notice, so the IRS slapped a lien on their

construction business for almost $300,000. The lien de-

stroyed Alex Council's credit rating, and his business col-

lapsed. Shortly thereafter, Alex Council left his wife the

following letter:

My dearest Kay,

I have taken my life in order to provide capital for you. The

IRS and its liens which have been taken against our property

illegally by a runaway agency of our government have dried

up all sources of credit for us. So 1 have made the only deci-

sion I can. It's purely a business decision. I hope you can un-

derstand that. I love you completely.

Alex

PS: You will find my body on the north side of the house.

Ultimately, the court threw out the IRS's claim against the

Councils. But that was too late to save Alex's life.

You can even run afoul of the IRS by just trying to do

something nice for someone else. Professional golfer Lee

Trevino once had a caddy who was in need of open heart sur-

gery, but he had no health insurance. Lee Trevino generously

offered to cover the cost of the surgery—but that didn't sit

too well with the IRS. They wanted their ounce of flesh, too.

Not only did Trevino cover the cost of his caddy's surgery, he

had to write a check to the IRS in payment of a gift tax to

boot! Just another entry into the list of examples that no

good deed goes unpunished.
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Perhaps you're wondering whether we, your humble au-

thors, have any personal experiences of mistreatment from

the IRS. The coauthor who is an elected representative of the

people, as it turns out, happens to be squeaky clean when it

comes to tax matters; he could think of nothing that might

interest the reader. The coauthor who is an attorney and talk

show host, on the other hand, labors under no such limita-

tions. So here, in his words, is the story of yet another IRS

outrage.

It was in the mid-1980s. My accountant surprised me
with the news that I owed the IRS about $50,000 with the fil-

ing of my tax return. That was $50,000 I didn't have. I knew

that not filing was a crime, so I filed without paying the

$50,000—and then immediately contacted the IRS and asked

to speak to an agent. I told him of my situation, and he

agreed to work with me over the period of a year to cover the

remainder of my tax liability.

Several months later, I settled a rather large case on

which I was paid a contingency fee large enough to allow me

to satisfy my outstanding balance with the IRS.

I called the local IRS office to speak to the agent who had

been working with me. Another agent came on the line to

tell me that the agent with whom I had been working had

been reassigned, and that she would be handling my case in-

stead. The conversation went like this:

''Mr. Smith has been working with me on my past due

taxes," I began. 'T have the money to pay the entire balance

due right now, and I need to know what the total is."

"Well, Mr. Boortz, why haven't you paid your taxes be-

fore now?"
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"Because I didn't have the money."

"Couldn't you have borrowed the money?"

"Excuse me, ma'am. Does it really matter why I

haven't paid? I have the money now, and I want to go to

the bank, get a cashier's check, and run it over to you right

now. Today. This afternoon. All I need is to know what

I owe."

"Well, I want to know why you haven't paid before now."

"Like I told you, I didn't have the money."

"Well, you could have sold something to pay your taxes."

"This is rather ridiculous, isn't it? Here I am, asking you

for a figure so that I can bring certified funds over right now,

and you won't give it to me. Don't you have a legal obliga-

tion to tell a taxpayer how much money he owes when he re-

quests the information?"

"I'll get back to you."

With that, the lovely Sandra^ hung up. I waited for her to

call back with a figure, but never heard back. I made a note

to call her back the next morning and headed home.

Early the next morning, my secretary rushed into my of-

fice to tell me that the lobby was full of IRS agents demand-

ing to see me. I walked into my lobby to see the lovely Sandra

accompanied by three gun-toting special agents. When I in-

vited them back to my office, Sandra stepped up to my desk

and slapped a notice of seizure down in front of me. "We're

seizing your office building due to your failure to pay your

income taxes." She turned on her heel, let it run for a while.

1. Yes, Sandra. And I remember her last name too. Some people you

never forget.
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and turned it off.^ Then she stomped out of the office. The

armed agents looked embarrassed. One of them actually

winked at me and shrugged his shoulders. The entire matter

was settled in hours: I finally got the payoff figure, delivered

the certified funds, and the seizure was canceled.

So why did our friend Sandra refuse to give me the payoff

figure over the phone? Why did she serve me with a notice of

seizure the next morning? Simple: to make herself look good

in the eyes of her superiors. Sandra would gain no particular

glory with her supervisors by simply quoting a payoff figure

over the phone and accepting a check. It would be far more

impressive to go to her superiors and tell them something

like: "Yeah, so I'm going through the files and 1 find this

Neal Boortz guy. He owes more than fifty thousand dollars,

and nobody's even filed a lien! So I slap a seizure notice on

his office building, and wouldn't you know it—he's over here

with a check in three hours!" We're told that on occasion IRS

agents get a bonus for a collection following a seizure. Not a

bad little racket.

We could go on for hours detailing abuses that have hap-

pened at the hands of the IRS,-^ but our goal in this book is to

promote the FairTax, not run down the IRS. The point of

mentioning these incidents of taxpayers being abused by the

federal government is that they simply wouldn't happen under

2. Okay. I know that's an old Steve Allen line. I just couldn't

resist. N.B.

3. An excellent source for stories of IRS outrages is James Bovard's

bestseller, Lost Rights: The Destruction ofAmerican Liberty (St. Mar-

tin's Press, 1994).
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the FairTax. Rohm & Hass would have had no payroll taxes to

pay, and thus no $47,000 fine for being a dime short. Alex

Council could have enjoyed his bonus without searching for

a tax shelter; he would have paid his taxes when he spent his

money and would have been able to live out his years in con-

tentment with his wife and family.

As for your humble coauthor? Well, he would have found

another way to upset the system, no matter what the system

was. But that's neither here nor there.
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QUESTIONS

AND OBJECTIONS

We've been working together on this FairTax idea for

so long that we know just about every nuance of the

system—and every conceivable objection to the proposal

—

like the back of our collective hands. So we thought it would

be useful to go through our huge file of letters, e-mails, and

notes taken during FairTax discussions on the radio, during

town hall meetings, and in other public forums, and take up

a number of questions and objections regarding the idea of a

national retail sales tax. Undoubtedly you will come up with

questions we haven't answered in this book. Well, that's

what e-mail and talk shows are for.

For now, let's start with these:
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How was the 23 percent FairTax rate decided?

For this, we go back to that group of Houston businessmen

who first sat down to try to find a fair, reasonable, and effi-

cient way to overhaul our tax system. After they settled on

the idea of a national consumption tax, they sought expert

opinions on how much that tax must be in order to duplicate

the revenue the federal government would have received

from the various taxes eliminated by the FairTax. The re-

searchers and analysts concluded that we would need an in-

clusive sales tax rate of 23 percent. A number of studies

designed to verify and refine that figure are currently under

way. Some recent results suggest that with our growing econ-

omy, and with new estimates of additional economic growth

under the FairTax Plan, the final inclusive tax rate could be a

percentage point or two less. The end rate will be determined

by Congress when the FairTax is implemented.

But I've heard critics say the tax would have to be higher-

much higher

Those critics are responding to their own distorted version of

the FairTax Plan—a version that's calculated to alarm listen-

ers about the implications of the Plan. For instance, these

critics ignore the fact that, under this system, the federal gov-

ernment itself would be a major taxpayer: All sales at the re-

tail level, whether to individuals or the government, will

carry the tax. These critics also conclude that the K Street

lobbyists will be successful at manipulating their contacts in

Congress to gain certain exemptions and exclusions. When
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you Stick with the parameters outlined in the FairTax legisla-

tion, these higher figures are wild exaggerations.

Will the FairTax be increased over time? Decreased?

The FairTax rate was set at a flat 23 percent because that's the

rate required to maintain the same level of tax revenue cur-

rently collected by the government. The authors and support-

ers of the FairTax certainly hope, and expect, that the rate

will go down in the future. Some of our nation's preeminent

economists predict incredible growth in the American econ-

omy once the FairTax is enacted. If Congress can keep gov-

ernment spending down, that strong economic growth

should bring the FairTax down as well.

For the moment, though, let's address the actual wording

in H.R. 25. The FairTax bill includes a formula for setting the

rate in future years. That formula is included in the bill for

one simple reason: to ensure that the Social Security and

Medicare trust funds are at least as well funded tomorrow as

they are today. The goal is to keep any detractors from chal-

lenging the FairTax as a ploy to destroy or weaken Social Se-

curity or Medicare. As long as the present funding levels for

Social Security are maintained, those charges won't stick.

Do we want to do more and actually restructure Social

Security and Medicare so that they can be viable in the fu-

ture? Absolutely. Do we want to reduce government spending

on wasteful programs, thus saving money and allowing us to

lower the rate? Absolutely. But we think you'll agree that re-

pealing the tax code and replacing it with the FairTax is al-

ready a lofty goal. Cutting government spending, saving
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Medicare and Social Security, and pulling out the income tax

by its roots all at the same time might be a little ambitious,

don't you think? We thought so—and that's why the rate

looks the way it does.

In sum, the FairTax rate—and the adjustment formula in-

cluded in the bill—are a way of saying to the American peo-

ple, "Let's abolish this crazy and punishing income tax code,

and this regressive payroll tax, and replace them both with a

simple consumption tax. All the other arguments can wait

for another day." As we see it, the first job is to elect some

congressmen and senators who will support the FairTax. It

needs to be said, however, that even after the FairTax is im-

plemented, voters must never drop their guard. Even if the

federal government's revenue collection machine is revolu-

tionized, it doesn't mean the political thirst for our money

will abate. If voters stop worrying about where their money's

going, politicians will look for a way to raise the rate or find

new sources of revenue. Whoever said that eternal vigilance

is the price of liberty had it just about nailed.^

So when I go to the store to buy a $100 coat, will I now have to

pay $123?

The short answer is. No. The longer answer is also No, but it

depends on what exactly you mean by the question.

If you're asking whether a $100 coat you see for sale be-

fore passage of the FairTax Plan will cost $123 under the Plan,

1. It was Wendell Phillips speaking before the Massachusetts Anti-

slavery Society in 1852.
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the answer is no, because—as you'll remember from previous

chapters—that $100 price is already inflated by 22 percent

worth of embedded tax. Once those embedded taxes fall

away, the 23 percent FairTax will bring the price right back to

the $100 level.

If you're asking whether a $100 coat you see for sale after

passage of the FairTax will actually set you back $123, the an-

swer is no because the FairTax was designed as what's called

an "inclusive" tax—that is, the tax is included in the list

price of the product. When you go to the store and purchase

an item for $100, in other words, the retailer will get $77; the

remaining $23 is paid to the federal government. This is the

biggest difference between the FairTax and most current state

sales taxes, which are "exclusive"—that is, added to the price

of the merchandise at the time of the sale. Since our current

income taxes are figured on an inclusive basis—that is, they

are taken out of our paychecks, not added to them—it was

decided to handle the sales tax in exactly the same manner.

I've read some critical articles claiming that the sales tax will really

be 30 percent or more, not 23 percent. Who's telling the truth?

In a sense, both sides are. But critics of the FairTax have a

way of dwelling on this 30 percent figure, so we're going to

spend some time on the answer to this question. Let's see if

we can make it interesting as well.

What's at issue here is the mathematical equivalent

of a game of semantics. And the crux of the matter is the

distinction between inclusive and exclusive taxes that we

just mentioned.
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Right now, almost all federal taxes are figured on an in-

clusive basis. The prime example would be your federal in-

come tax. To calculate the amount of federal income tax you

owe, you multiply your taxable income by your effective tax

rate, subtract that amount and send it to the government. A

married couple reporting $112,000 in taxable income, for ex-

ample, would fall into the 25 percent tax bracket. Because 25

percent of $112,000 is $28,000,^ that's how much the couple

would owe in federal income tax.

But there's another way to figure your tax rate—the tax

exclusive way. Here's how it works: After paying their

$28,000, this couple would have $84,000 in their bank ac-

count. Here's how the critics get their 30-plus percent num-

ber: They look at $28,000 as a percentage of the $84,000, not

of the original $112,000. An exclusive rate will always be

higher than its corresponding inclusive rate. Our highest in-

come tax bracket is 35 percent. Expressed as an exclusive

rate, this would be closer to 54 percent. In both cases, the

revenue collected is exactly the same. The only thing that

changes is the rhetoric.

Now let's apply these definitions to sales tax rates. Let's

say that, after the FairTax is passed, you set your sights on a

$100 toaster. (Okay, it's a pretty nice toaster.) When you

pick up that little beauty at the store, the retailer sends $23

to the federal government as sales tax and keeps %77. The

government gets 23 percent of your purchase price. The sales

2. With the graduated income tax rates, this figure would actually

be closer to $21,475. For this example, we'll ignore the graduated

rates in order to keep this explanation reasonably understandable.
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tax was included—it was an "inclusive" sales tax. If, on the

other hand, you walked into a retailer working on a tax-

exclusive basis and bought that same toaster for %77 , and he

added $23 in sales tax for a total price of $100, the sales tax

rate would be 29.9 percent. There's the 30 percent critics are

quoting. In each case, you pay exactly the same for the item,

and exactly the same dollar amount in sales tax. The only

difference is in how you figure the rate: As an inclusive tax

it's 23 percent, as an exclusive tax it's 30 percent.

Let's reduce this entire discussion down to one question.

Do you think the opponents of the FairTax would rather

have you believe you'll be paying 23 cents worth of sales tax

out of every dollar you spend, or 30 cents? That's a real

toughie, isn't it?

They never miss a trick.

Isn't the FairTax really just a VAT tax like they have in Europe?

All right, we've been over this already. But it's a sore point,

so we'll answer again:

No! Absolutely not! Bite your tongue!

"VAT" stands for value-added tax. The VAT is essentially

a sales tax that is added at every step in the production of retail

goods. The VAT is popular with politicians, for the very rea-

son that the people should shun it: It's capable of producing

huge amounts of revenue while remaining virtually hidden

from consumers. When a consumer pays for a product in a

country that has instituted a VAT system, he has no real idea

how much tax he is paying to the federal government. That,

of course, is an ideal situation for politicians, since it's hard
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to resent a tax that remains invisible to the naked eye—but

of course it's a terrible situation for consumers. Since the tax

is so well hidden in the long line of companies involved in

the manufacturing and merchandising process, it can easily

be increased without undue public scrutiny. When VAT rates

are increased, it looks just like another increment of infla-

tion to the unaware consumer. Nobel Prize-winning econo-

mist Milton Friedman said it best: "The VAT is the most

efficient way to raise revenue for the government. It is also

the most effective way to increase the size of government."

It's central to the design of the FairTax that it is added

only once: at the point of sale to the retail purchaser. It's

an upfront charge, not a series of hidden costs. The consumer

is completely aware of what he is paying and will be aware of

any political attempts to increase the rate. If you hear some-

one refer to the FairTax as a VAT, you can be sure you're lis-

tening to someone who hasn't done his homework ... or

who, for whatever reason, is trying to torpedo the FairTax.

Some politicians have suggested combining tlie income

tax and tlie VAT. Wouldn't that be a better idea?

Yeah. That would be a great idea—for politicians, not tax-

payers. A combination VAT and income tax would give you

the worst elements of both. The huge compliance costs and

invasions of your financial privacy that come with an in-

come tax would still be in place, as would the IRS. The pay-

roll taxes would stay in place, along with all the business

and corporate taxes that flow into the system today. Yet on
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top of all this would be the increase in consumer prices a

VAT automatically generates.

There . . . aren't you ashamed for even asking that

question?

You say the FairTax will also replace the alternative minimum tax.

What's that all about?

Glad you asked, because if this tax monster isn't put out of

our misery—and soon—it is going to nail more and more

hard-working Americans as the years go by.

The alternative minimum tax (AMT) was introduced in

1969 as a "spite" tax. It seems that some politicians didn't

like the fact that just a few years earlier 150,000 high-

achieving individuals rudely took advantage of the perfectly

legal deductions and credits available to them—and paid no

federal income tax. WHOA! Can't let that happen. Every-

body's gotta pay taxes, even when the law says you don't

owe any! (Unless, of course, you're poor.) So the alternative

minimum tax was passed to force a second calculation of

your earnings and deductions. How does it work? If a tax-

payer's deductions exceed a certain percentage of their gross

income, they lose deductions. That'll teach 'em!

The bad news? The AMT was never indexed to inflation

—

a little fact that eluded the average American during the de-

bate on the AMT legislation, since most American taxpayers

were completely uninterested in the proceedings. After all,

wasn't this just a way to go after fat cats? The prevailing atti-

tude toward taxes in this country still follows former Senator
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Russell Long's saying: "Don't tax him. Don't tax me. Tax

that man behind the tree." (It was that same mindset that

brought us the Sixteenth Amendment in the first place.)

Today, however, thanks to the failure to index the AMT
to inflation, disaster is waiting around the corner. By 2010,

about 35 million Americans will be forced to pay the AMT.

The victims will no longer be just "high-earning individu-

als," but middle Americans.

For some time now, Democrats and Republicans alike

have been trying to find a way to abolish the AMT. They

know, and wisely fear, the reaction they will face when their

middle-income constituents discover that they are "fat cats."

Unfortunately, the elimination of the AMT will cost about

$700 billion in revenues over ten years. In fact—and you

might want to sit down before you read this—at the rate

we're going, by 2010 or so it will cost the country less (in

terms of lost revenue) to jettison the income tax than it

would to get rid of the AMT.

The FairTax solves that problem overnight.

// this is sucti a great idea, wtiy tiasn't it been tried elsewhere?

Well, here's something else that no other foreign govern-

ment has ever tried: relying exclusively on an income and

payroll tax for funding essential government operations. We

are not a country that waits for others to try and perfect

something before we'll give it a try. In fact, the world's

tenth and fifteenth largest economies do pretty much what

we are proposing. (What are those economies, you ask?

Spain? Italy? Nope—Texas and Florida.) The United States
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} has always been a world leader ... so let's not be afraid to

lead here as well.

Instead of offering a (p)rebate, wfiy not just exempt certain items like

food and medicine?

Early on, it was clearly understood that the American people

would reject any idea for tax reform if that idea put

an additional burden of taxation on our nation's low and

middle-income families. The idea of a national retail sales tax

wouldn't get into the ballpark, let alone to first base, if it in-

volved requiring our poor families to give up 23 cents out of

every dollar they spend. This is why the prebate was created:

to ensure that nobody in America—from the very poor to the

very rich—would end up paying a sales tax on the basic ne-

cessities of life. So, why not just exempt those basic necessi-

ties from the FairTax?

Studies have shown that high-income earners spend pro-

portionately more on items that might be described as basic

necessities, like food and clothing. Would it be fair to allow a

multimillionaire to spend $20,000 on food for a large wed-

ding reception at his estate, and not pay any sales tax on that

purchase? If you try to put controls in place that would bring

the sales tax into play when spending reached a certain limit,

you would be adding a completely unnecessary level of bu-

reaucracy and regulation that could easily be circumvented

by a clever party-giver.

By the same token, exempting certain items—such

as food and prescription drugs—would again open the door

to an entire battalion of lobbyists to argue that the portion
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of the industry that they represent is clearly an essential

product. Health care would come first. Then food, prescrip-

tion drugs, real estate ... see where this is going? Half of the

economy would soon be exempted as "essential," and that

half without the money to hire lobbyists would pay for the

government with a tax rate in the 50 percent range.

The simplest solution is to ensure, through the prebate

mechanism, that nobody pays sales taxes on spending up to

the poverty level. Poverty-level spending is, by definition,

that spending necessary for a household of a given size to pay

for its necessities. It is adjusted every year by the Department

of Health and Human Services. This system will actually

work out better for many families: Households that grow a

portion of their own food or sew their own clothes or buy

used goods, for example, will be able to bank some of their

monthly rebate payment, or spend that money on items not

considered necessities!

Clearly, the monthly prebate is the best solution for

all . . . and by far the easiest to implement.
^

What about state or local sales taxes and state payroll taxes?

The FairTax affects only federal taxes. It's up to the various

states to reform and modify their own tax systems, if that's

what they believe their citizens want.

Having said that, after the implementation of the

FairTax, we expect that the state governments will start feel-

ing tremendous pressure to conform their own tax systems

to the national FairTax system. The end result? Many, if not

all, states will likely bow to political pressure and remove all
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income, payroll, corporate, and business taxes, and sub-

scribe to the same inclusive sales tax used by the federal

government.

The governors we have talked with say they'd be very

likely to eliminate state income taxes, since each state that

levies an income tax uses federal regulations to determine

taxable income—regulations that would now be obsolete.

They also say they would welcome a move to taxing all goods

and services with no exclusions or exemptions. Why? Not

only would such a system be easier to administer, but it

would also broaden the tax base (with the addition of taxes

on services). Eliminating exclusions and exemptions would

also allow the states to reduce their tax rate dramatically. One

study of the revenue of one of our larger states—one with no

income tax and a sales tax on goods that varies from 7.75

percent to 8.25 percent—showed that moving to a tax on all

goods and services, with no exclusions or exemptions, would

allow the state to reduce its tax rate to 2.5 percent without

losing a dime in revenue.

And there's another giant reason to opt for a sales tax

with no exemptions: In 2003, the states lost more than $23

billion in collections from Internet and catalog sales—a fig-

ure that's only going to explode in the coming years. The

FairTax will recapture that income.

What if I buy a used car?

Used car, used home—it doesn't matter: The FairTax will

only apply to the sale of new consumer goods purchased

at the retail level—not to used items. No citizen will be
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burdened with the responsibiHty of having to collect sales

taxes on the sale of their personal property, be it homes,

cars, boats, or anything else. Title II A, Section 201, 1(2) of

the FairTax Act says that the purpose of the FairTax is "to tax

all consumption of goods and services in the United States

once, without exception, but only once." Once the tax is

paid on a car, home, blender, or any other consumer good or

service, that's it.

Will there be a sales tax on the next home I buy?

If you purchase that home new, from a developer or home

builder, yes, the 23 percent FairTax will be included in the

sales price. But despair not! Economists have estimated

the embedded taxes on new home construction to be about

25 percent. The new home market is extremely competitive,

and once these embedded taxes are removed, the price of new

homes will drop immediately. In the final analysis, a new

home, complete with the inclusive FairTax, may cost

less than that home would have cost under our current tax

structure.

Again, remember that under the new system you'll be

getting 100 percent of your paycheck. If you're making

$60,000 per year, instead of taking home around $3,800 per

month to pay your mortgage and living expenses (as you are

now), under the FairTax you'll take home $5,000 per month.

Interest rates will decline by about 30 percent, so your pay-

ments will be lower, while the money you save and invest

won't be taxed. You'll be getting that sales tax rebate check

or credit every month, and still go out and buy a new home
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for no more than you would pay without the FairTax—and

quite possibly less!

Whoa! Hold on a minute. What about my home mortgage

interest deduction?

Real estate agents say, "If we can't calculate a mortgage in-

terest deduction, we'll sell fewer homes." To which we offer

the obvious answer: "If you think interest deductions sell

homes, try doubling the interest rate. Do you expect to sell

twice as many homes?" Of course not. In fact, real estate

agents calculate interest deductions because it's a quick and

easy way of showing the buyer how much more take-home

pay they'll have to pay their mortgage. And after all of the

calculating is done, 65 percent of taxpayers file a short form

with standard deductions and do not deduct the mortgage

interest anyway!

It's simple: The home mortgage interest deduction only

has value if there's an income tax. It's a deduction, after all

—

a deduction from a tax that, under the FairTax Plan, you'd no

longer be paying. To put it another way, mortgage interest

deductions scrape a bit off the top of your income taxes, but

the FairTax eliminates them altogether. Which option do

you prefer?

Of course, the real estate industry's lobbying firms in

Washington will be virulent opponents of the FairTax. They

simply won't relent in their pressure to prevent any taxes on

the sale of a new home. The only thing they miss is that the

taxes in place now are far bigger, and more likely to impede

new home sales, than the FairTax Plan.
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I've wanted my own home for years. Will the Fairfax help that dream

come true?

If you're saving for the down payment on a home now,

you're saving after-tax dollars. Depending on your tax

bracket, you might have to earn as much as $1,000 just

to have $500 to put toward your dream home. Under the

FairTax Plan, you'll be saving for your new home with un-

taxed dollars. You'll only have to earn $500 to save $500. Re-

member, you're taxed only when you spend. That money

you're putting aside for your future plans will not be taxed.

Also, remember: Mortgage companies are just as subject to

embedded taxes as any other retailer or service provider!

Once lenders start operating without tax consequences,

you'll see a drop in interest rates. Like retail goods, new

homes won't be any more expensive, even with the FairTax

added. Furthermore, interest rates will be cheaper, and you'll

be saving money faster. With the FairTax, you'll be in your

own home a lot sooner than you might think—and you

might even have enough money left over to pay for a nice

spa, where you can relax with a glass of your favorite adult

beverage every April 15.

If the price of a new home is reduced by over 20 percent because all

embedded taxes are removed, what's that going to do to the value of

the home I already own?

Nothing. Yes, the price of new homes will go down after the

implementation of the FairTax. That reduction in price will

be offset by the FairTax itself, the end result being that peo-
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pie will be paying pretty much the same price for these

homes after as before the FairTax. Your advantage is that

when you sell your home there will be no sales tax—because

your home is used, remember? The FairTax applies only to

the sale of new consumer items. So youTl still be competing

on a level playing field with the developers.

Is it really necessary to tax services, too? Can't we just stick to taxing

the items we buy?

Not too long ago, the FairTax was being explained to a group

of physicians in Washington, D.C. Five minutes into the pre-

sentation, they were cheering the idea. After about ten min-

utes, though, one physician suddenly realized that the tax

would be levied against all goods and services.

She raised her hand in alarm. "You're not going to ask

doctors to collect taxes from their patients, are you?"

"Of course," the speaker responded. "What makes you

think you're so special?"

Okay, maybe that was a little flippant, but the point

stands. Government ought to be neutral . . . period. We
should not be in the business of picking winners and losers.

Most physicians, dentists, and lawyers make good livings

from their patients and clients. As they earn these livings,

they're relieved of the burden of helping to collect the rev-

enues to run the government while their neighbors are

forced to do so.

Indeed, the embedded cost of the IRS for medical services

is about 26 percent. They are collecting this tax now—they

just don't know it.
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Won't churches and charities suffer if charitable giving is

not deductible?

In a word: No! Americans don't give to charities for tax de-

ductions. They give to charities because they want to be

helpful. Indeed, some of the great fortunes that have been

given away (by names like Gould, Frick, Mellon, and

Carnegie) were given away before the income tax, and thus

deductibility, were even enacted.

These ideas are not new. The eighteenth-century philoso-

pher and economist Adam Smith wrote that man's nature

"interest[s] him in the fortunes of others, and render[s] their

happiness necessary to him, though he derive [s] nothing

from it except the pleasure of seeing it."

In 1980, the top marginal tax rate was 70 percent. That

means that every dollar at the margin that was contributed

to charity reduced the donor's taxes by 70 cents. Just 30

cents came out of his pocket. We gave $40 billion to charities

that year. By 1988, we had dramatically reduced the top mar-

ginal tax to 28 percent, thus reducing the value of charitable

contributions. We gave nearly $200 billion to charities that

year. Money magazine reports that the average American do-

nates $1,600 annually, even though two-thirds of all Ameri-

cans receive no tax deduction because they don't itemize

those contributions on their tax returns.

Finally, more than 70 percent of the money that goes to

nonprofit groups comes from businesses they run. The Red

Cross sells blood. Your university sells you mugs and hats.

The Girl Scouts sell you cookies. And remember, 65 percent

of us do not deduct, yet we still give to the church.
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Let's make it just this simple: How many people do you

know who give money simply to get a tax deduction? With

taxes at the 39 percent level, why would they spend $1,000

to save $390?

How will the switch to the Fairfax be made?

Cold turkey!

On January 1, we'll begin to get our gross pay with no

deductions. We'll also begin to see a sales tax at the retail

level. Businesses will use the thousands of employees whose

job has been to minimize taxes for more productive

pursuits.

The plan's one "transition rule/' which we mentioned

earlier, says that the value of any inventory on hand on De-

cember 31 can be used as a credit against collecting taxes in

the next year. So a tire distributor with $1 million in tires

on hand on December 31, for example, can bank the first

million dollars of sales in the next year without collecting

the tax, because the tax has already been collected on the

manufacture of those tires and has been paid.

Some will argue that such a rule would "cost" the gov-

ernment income. We repeat: The tax on those goods has al-

ready been collected, and then embedded in the cost of that

inventory of tires. There will be, we admit, a delay in collec-

tions. At any given time, there's about $1.2 to $1.4 trillion in

business inventories in America. Not collecting the tax on

that inventory will slow collections by about $350 billion.

Still, compare that to the trillions we must come up with to

solve the Social Security and Medicare crisis.
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And remember, this plan solves the Social Security and

Medicare problems, too!

What if politicians just keep raising tiie FairTax rate?

That will be your fault.

Yes, sad to say, the FairTax won't absolve you of your re-

sponsibilities as a U.S. citizen. If you keep electing people

who will raise your taxes, shame on you. The FairTax Act

changes the way revenues are raised for the legitimate oper-

ations of the federal government of the United States. It's a

tax reform measure, not a government reform measure.

Passing the FairTax Act doesn't allow you to drop your guard

when it comes to monitoring the actions of your elected

representatives in Washington. Could your senators and

representatives increase the FairTax rate? Yes, they could,

just as they can (and have) increased the income tax rates.

What they will lose, however, is the ability to raise the sales

tax rate on just one segment of the population (the rich),

while trying to curry favor with another segment (the

not-rich).

In the final analysis, you must continue to be an in-

formed and involved citizen—and when election time

comes around, you must let your candidates know you're

paying attention.

How will the FairTax create jobs?

Simple—through economic expansion. As we've said, econo-

mists estimate that the economy can be expected to grow at
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a rate of more than 10 percent in the first year after the adop-

tion of the FairTax. Businesses will need new workers to keep

up with the needs of a quickly growing economy.

Consider what we're facing today: Jobs are moving off-

shore because the 22 percent embedded cost of the IRS in the

price system makes us less competitive in the global econ-

omy. Businesses are moving offshore so that they can manu-

facture their products in a nation with a less punishing tax

burden, so that they can lower their prices to be more com-

petitive. As we mentioned earlier, nations with a VAT rebate

the VAT upon exporting their goods overseas. They still have

some tax component in their price system, but much less

than we do. If we succeed in getting all taxes out of our price

system—by eliminating all business and payroll taxes and

compliance costs—no foreign corporation will be able to

compete with us. In order to be competitive, every foreign

multinational corporation will build its next plant in the

United States so that it can compete with us in a global

economy.

If there are no more payroll taxes, how will the government fund

Social Security?

The FairTax is no more a Social Security reform measure than

it is a government reform measure. As we've noted, the Fair-

Tax rate is set to be revenue neutral: the federal government

will be taking in as much revenue under the FairTax as it now

takes in with the income tax, payroll taxes, the death tax,

capital gains taxes, and the rest of the government levies

you've come to know and love. So don't worry: The money
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will be there to fund Social Security. (It should be pointed out

that the present Social Security receives funding only from

the Social Security payroll tax.)

Under the FairTax Plan, the number of people paying

into the system will grow from about 158 million workers

to 300 million Americans—and about 50 million visitors to

our shores. That's right: Even visitors to America from

abroad will be, in effect, paying into the Social Security sys-

tem through their retail purchases. In addition, the FairTax

removes the earnings limit on what income will be subject

to Social Security taxes. Under our proposal, every penny

spent will contribute to our retirement programs. So, al-

though the FairTax isn't a Social Security reform measure, it

will relieve the urgent need for such reform, so that our

politicians can (we hope) do something constructive in that

regard.

Will there still be records on how much I paid into the Social Security

System?

Yes, your employer will still submit records of the number

of quarters during which you are gainfully employed.

Those records will be used to determine your Social Secu-

rity eligibility.

Shouldn't we work on reforming Social Security first?

Since we're talking about Social Security and Medicare, we'll

point out again that under the FairTax visitors to our shores
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would, for the first time, be contributing to the cost of these

two programs. Right now. Social Security and Medicare are

wholly dependent on payroll taxes from working Americans.

Every time a tourist puts down a dollar for a Coney Island

Red, a fancy New York City hotel, a rental car in Des Moines,

or a funnel cake at a Florida fair, that visitor would be put-

ting money into Social Security and Medicare. Let's free

Americans from the tyranny of the IRS and start America's

great job-generating machine working at full force; then the

matter of reforming Social Security may become more politi-

cally palatable.

I'm living on my retirement income. I paid income tax when I earned

that money; why should I pay a national sales tax when I spend it?

That's an excellent question, and we sympathize with those

who feel the FairTax victimizes them by taxing consumption

dollars that were already taxed when they were earned. Do

you get as good a deal as current workers, especially the

poor? No, you don't. There's nothing we can do to change

the fact that the dollars you are spending today were already

ravaged by the income tax and payroll taxes. (By the way,

the situation is the same for virtually everyone with a sav-

ings account.)

Having said that, you will benefit from the FairTax in

two separate ways. For one thing, the items you will be pur-

chasing with your already-taxed retirement savings will be,

on the average, about 22 percent less expensive than they

were before the FairTax. This all but wipes out the effect of
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the 23 percent national retail sales tax. For another, your re-

tirement income will now be subsidized by your monthly

check from the federal government, reimbursing you for the

sales tax you'd be expected to pay during that month on the

basic necessities of life. And finally, what do you think will

happen to your nest egg if all the world's investors can invest

in our economy with no tax consequences? You're bound to

come out ahead. Younger workers, such as your grandchil-

dren, may do better, but you'll be doing just fine. Make them

buy you a new car.

Will the Internet be taxed?

The same principle that determines the collection of taxes on

services applies to Internet sales. While we agree with Con-

gress's law forbidding government from taxing access to the

Internet, we believe that the only fair way to handle sales con-

ducted over the Internet is to tax them in just the same way as

any other sale of goods or services. As we've said over and

over, government ought to be neutral—period. No retailer

who pays taxes in our community ought to be put at a 7 per-

cent disadvantage to some Internet retailer, large or small.

We envision a department of the Treasury to deal with

Internet and catalog sales, with stiff penalties for those sell-

ing into our communities who do not abide by the law.

When this first came up several years ago, some objected

that forcing catalog or Internet retailers to know the city,

county, and state sales tax rates for the entire country would

place an unfair burden on the retailers. In fact. Sears, Roe-
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buck—and plenty of other catalog retailers—have been doing

this for longer than we can remember.

One group we expect to support the FairTax idea on this

score is the nation's governors—since their state economies

collectively lost more than $20 billion in revenues last year

to Internet and catalog sales they were powerless to tax.

I've been saving to send my children to college. Will their education

costs be taxed?

The creators of the FairTax Plan recognize that education is

an investment, and thus qualitatively different from a retail

purchase of goods or services. So this is another piece of

good news: Whether you're trying to get your child—or

yourself; for that matter—into a private school, college,

or university, the tuition will not be taxed under the Fair-

Tax Plan.

If this sounds like a short-term loss to the government,

it's also a long-term gain: After all, the more educated you

are, the more you'll earn. The more you earn, the more you'll

spend. And the more you spend, the more taxes you will con-

tribute to the federal government.

Okay, I'm convinced What can I do to help get this FairTax

thing passed?

Turn the page.
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OKAY. GREAT IDEA.

SO WHAT DO WE DO NOW?

In our travels promoting the FairTax, we've run into more

than a few people who have studied the material, em-

braced the idea, but can't bring themselves to imagine the

FairTax becoming law. To them it seems just too good to be

true—or, more to the point, too good to make it through the

halls of Congress. In fact, this may be the biggest single con-

cern we hear about the prospect of the FairTax: "Well, it's a

great idea, but it'll never happen. Congress would never pass

it."

Are you prepared to just walk away and accept that kind

of defeatism? After reading this book, and considering what

the FairTax would mean to you personally, to your children,
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and to this country, are you prepared to shrug it all off with

a simple "Nice try, but we'll never get this passed"?

It's been said that anything the mind of humanity can

envision humanity can accomplish. More than 225 years

ago, the minds of certain individuals were envisioning an

America free and independent of British tyranny. Doubters?

You bet there were doubters! When the battle was first en-

gaged on Bunker Hill, the majority of colonists were dead set

against the idea of American independence—mostly because

they thought the battle would be terrible and virtually im-

possible to win. Today, most of us are rather pleased that the

battle was joined nonetheless.^

There is a lot of behind-the-scenes support for the FairTax

in Washington. Some of it is quite visible, some more covert.

The politician coauthor has presented the concept of the Fair-

Tax to virtually all of those whom we would call "movers

and shakers" in Washington. Some are willing to lend their

immediate support. Others are more cautious. Most, however,

think the basic idea is wonderful. Just last year, after being

briefed on the FairTax, one cabinet-level official exclaimed,

"This is incredible! Why haven't you passed it yet?" A typical

FairTax conversation with an elected official might sound

something like this: "Look, Congressman Under, I think this

FairTax idea is superb. Obviously it will work, and it will

bring unprecedented economic growth. I want to support it,

I really do, but I just can't lend my name to the effort until I

see it's going to have widespread support from the public.

I'm facing a pretty tough reelection next year, and I have to

1. That would be most of us outside the halls of academia.
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be careful about giving my opponent any ammunition to use

against me."

It's just a political reality: There are many officials in

Washington, elected and otherwise, who like the FairTax pro-

posal, but even today they are holding back to wait for a

groundswell of support among their constituents. As soon as

they see that growing surge of support, they will join in and

use it to help pass the FairTax Act.

That's where you come in. Inertia is everything in Wash-

ington, and the present income tax system has some massive

inertia going for it. It won't be turned on a whim. The Fair-

Tax represents such a fundamental change in the way Wash-

ington does business that it stands virtually no chance unless

Beltway politicians know that the American public is behind

this change. For all but a few members of the House and the

Senate, Job One is always to get reelected. They're not going

to jeopardize their reelection chances by signing on to a

piece of admittedly radical legislation without knowing in

advance that their constituents are behind them.

What we're saying, in other words, is that it's pretty much

up to you.

Our current income tax plan was designed by politi-

cians; as such, it was designed to benefit politicians and

serve their ends. Frank Chodorov, one of America's past

champions of liberty, once observed that, by enacting the

income tax, the American government was proclaiming that

all wealth belonged to the government, and whatever

wealth the government did not seize from the person who

created it should be looked on as a concession—a gift from

the government.
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The FairTax was designed by economists and researchers

at the best American universities, with help from some of

America's most accomplished businesspeople. As such, it was

designed to benefit the American free enterprise system and

to promote economic liberty. There is nothing coercive about

the FairTax. Under its provisions, each and every family in

America can meet its basic needs with no federal tax conse-

quences at all. It is only when you choose to spend above the

level of basic necessity that you begin to pay any taxes to

support the operation of the federal government.

In short . . . income taxes are seized. Consumption taxes

are paid. Which way do you want it?

Deciding whether or not you want to get behind the Fair-

Tax Plan may involve coming to an understanding of your

view of America.

Do you consider America a great country? If so, why? Do

you believe that America is great because of its government,

as so many politicians do; or do you believe we're a great

country because of the dynamic energy that flows from a

free people operating under the rule of law as they pursue

their personal interests under a system of economic liberty?

Make your choice. If you believe that America is great be-

cause of its government, then we'll admit that the FairTax

may not be for you. If you believe in the dynamic of freedom

and economic liberty, on the other hand, you'll probably rec-

ognize just how good the FairTax proposal is.

If politics has been little more than a spectator sport for

you up until now, it's time to change. It's time for you to be a

player, not just an observer. The FairTax can become law . . .

but only if the people of this country let their elected repre-
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sentatives know they want it to become law. It really is up to

you. As this book is being printed, the FairTax legislation is

before the House Ways and Means Committee. Coauthor John

Under is a member of that Committee and will eagerly report

any groundswell of support for the FairTax to the other mem-

bers. But there must be a groundswell to report.

That groundswell can be created by you. Talk the FairTax

up to your neighbors. Write letters to the editors; call radio

and television talk shows. Offer to write an op-ed piece for

your local newspaper or neighborhood newsletter. Keep a

sharp eye and ear tuned for pundits, talk show hosts, and,

yes, politicians who misrepresent the FairTax principle . . .

and then step forward to correct the record.

Okay ... if you're with us, here's your first step: Pay a

visit to www.fairtax.org, the website for Americans for Fair

Taxation, which remains the principal organization fighting

for passage of the FairTax. With just a few mouse clicks, you

can join the AFFT e-mail list, sign a petition in support of

the FairTax, drop a line to your representatives in Washing-

ton, become a FairTax volunteer, and answer any questions

you may have about the FairTax. Oh, and you can also con-

tribute to the cause. Radio and television commercials and

the materials needed to keep the FairTax in front of our

elected officials aren't free. Fairtax.org also keeps a scorecard

tracking which senators and congressmen support the Fair-

Tax, and which do not. There's also a list of cosponsors.

Bookmark the site on your computer, and come back often to

get the latest news on the status of H.R. 25.

After you've joined forces with Americans for Fair Taxa-

tion, you can make your presence known to your senators
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and congressmen. The FairTax website will let you know if

your elected representatives are supporters or not. If you

find they already support the FairTax, write them a brief let-

ter letting them know you're behind them. If they don't

support the FairTax, you might write to ask them why. If

they respond by claiming, as several have, that the FairTax

would be especially rough on low- and middle-income

Americans, write them back and suggest that they actually

read the bill.

Now ... a word about just how to contact your senators

and congressmen. The more effort you put into your com-

munication (within reason), the more your input is going to

be valued. Phone calls are easy. A call to the district or

Washington office does count, but not all that much. An

e-mail carries a little more weight. Letters lead the pecking

order. Be careful, though, not to make those letters long and

off-putting. Make them short, neatly written, and courte-

ous. Tell them you've studied the FairTax, and that you want

them to do the same. Tell them you believe this revolution-

ary legislation will transform our nation and our economy.

Let them know that the FairTax is important to your busi-

ness, your family, and your children; and that you want

them to give the proposal their full attention and effort.

If you really want to make an impression, show up at a

politician's town hall meeting. They know that if you've

gone through the trouble to put other activities aside to visit

them in person, then you must be serious about your partic-

ular cause.

Now is as good a time as any to address the subject of

negativism.
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Naysayers—every organization has at least one—are the

characters who sit on the sidelines and wait for someone else

to come up with the good ideas—business plans, marketing

ideas, whatever they may be. As soon as the new plan is on

the table, the naysayer starts bringing up all the reasons it

just can't be done. Why is it that some people get so much

satisfaction out of shooting down other folks' ideas? Is it be-

cause they have none of their own?

So it is with the FairTax. When radio listeners learned

that Neal Boortz had teamed up with Congressman John Un-

der to write a book on the subject, Boortz's radio show

quickly became an unofficial clearinghouse for comments,

questions, and information about the FairTax. For the most

part, the comments were positive, the questions well thought

out and provocative. Yet there was always that one class of

caller who seemed to want nothing more than to find fault

with the idea. 'This FairTax idea of yours won't work because

blah, blah, blah ..."

Well, we have a little secret for you. Guess what? The

FairTax is not perfect. Try as they might, the researchers,

economists, and financial experts who developed the FairTax

Plan just couldn't come up with an idea that was any more

flawless than the human beings whose taxes it will collect.

Sure, people will try to cheat. Always have, always will. Sure,

politicians might try to raise the rate. They can do that now,

as we've seen. Sure, some Washington K Street lobbyists and

lawyers may have to find another way to make such a lucra-

tive living. Welcome to the real world!

Still, we think you'll agree that this plan to fund the

cost of government is far and away better than our current
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system; based as it is on the principles of overt wealth con-

fiscation and class warfare. There's a reason, friends, that

Karl Marx listed a progressive income tax as one of the es-

sentials for a totalitarian society. We gave the income tax a

try, and it proved wanting. It's become a tool for politicians

to use in bludgeoning their political enemies and rewarding

their allies. In fact, it's become the principal tool of class

warfare in America. All efforts at reform have failed. The in-

come tax punishes incentive and achievement and rewards

those who know the ropes inside the Beltway. The FairTax

will have none of these flaws.

Those who are willing to accept second best end up in

second place. America is better than that. America is better

than the income tax.

It's time for a second American revolution—a tax revolt.

Will you be on the front lines?
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