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FROM PROGRESSIVE TO FLAT:
HOW TAX REFORM WOULD AFFECT THE MILITARY

ABSTRACT

This thesis provides a quantitative analysis of the impact of a flat tax rate on military
members. The flat tax-rate proposal is the most popular alternative to our progressive tax
system. The foremost experts on this topic are Robert E. Hall and Alvin Rabushka. They
have made several claims regarding the flat tax; however, insufficient research has been
conducted to determine the impact of the flat tax rate on the income of military members.
This thesis will address the claims of Hall and Rabushka and provide a quantitative

analysis of the effect of a flat tax rate on military members of various pay grades.
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EXECUTIVE SUMMARY

Robert Hall and Alvin Rabushka are the foremost experts and advocates of switching to a
flat tax-rate system in lieu of our progressive tax system. In their book, The Flat Tax,
they claim that “adopting the flat tax would improve the overall performance of the
economy. Housing and charitable giving would flourish. Everyone’s after tax income
would rise” (Hall & Rabushka, 2007). But, as this study shows, a flat tax would
substantially increase income taxes paid by enlistees and officers in the U.S. Navy. In
fact, moving to a flat tax would increase the effective tax rate of seven fictional members

by an average of 9.4 percent.

This impact on military members is mostly due to the fact that up to 50 percent of
the military members’ income is not taxed. A significant portion of each military
member’s pay is received in allowances. These allowances provide housing, food, and
incentive pay for each member, dependent upon their years of service and pay grade.
Under Hall and Rabushka’s proposal, all income above the personal exemption would be
taxed at the same rate, regardless of the source. This means that allowances that are
received tax free under the progressive tax system would be added to the tax basis of each
member and taxed at a 19 percent marginal rate.

The largest impact was seen on military members at the lower end of the rank
structure (lowest income) with zero dependents. Military members with personal and
rental property also saw an increase in their tax rate because under the Hall-Rabushka
plan, rental income must be reported but taxpayers are not allowed to deduct the interest
rate on mortgages. Military households with a relatively high income saw an increase in
their effective tax rate, but the increased burden would likely not be as significant
because of their relative ability to pay. The flat tax rate proposed by Hall and Rabushka
would most certainly mean an increase in tax burden for people in the military unless

special provisions are put in place.
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l. INTRODUCTION

Tax reform is one of the most debated topics in our society. Many complain that
the wealthy bear a disproportionate amount of the tax burden while others complain that
the wealthy do not pay enough. President Barrack Obama has made this discussion a
staple of his fiscal platform by introducing the Buffet Rule. It is named after the second-
richest man in America, Warren Buffet, whose net worth is approximately $39 billion
(Forbes). Its intent is to prevent millionaires and billionaires like Buffet from paying a
lower tax rate than some of those in the middle class, as Buffet claims he did. The
president has advertised this rule as being fair; however, the definition of fair is different
depending on the perspective of the advocate or critic. There are those who do not believe
it is fair that 47 percent of Americans pay no federal income tax (Williams, 2009). This
contributes to the argument that the poor and middle class do not pay enough and they

have “no skin in the game” concerning how government allocates funds.

The largest portion of the United States government’s discretionary budget funds
national defense. When considering economic theory and the willingness to pay, it
certainly seems logical that those with the highest income should pay the most in taxes in
terms of absolute dollars. Citizens with a high income level are those who have the most
assets and would lose the most in the event of a lapse in defense; therefore, they should
be willing to pay the most in taxes. However, many wealthy citizens typically argue
against raising their taxes. This means that they prefer to keep their money rather than
pay more for national defense and many other things that the U.S. government spends on.

One of most popular proposals for tax reform is the flat rate tax. It proposes that
every person pay an equal percentage of his or her income in taxes. While this proposal is
attractive to some, little research has been done to determine the impact of a flat tax rate
on military members. One of the little known benefits for military members is the
relatively low percentage of the member’s income that is subject to taxation by the
federal government. The Federal government does not tax military allowances. Table two

(2) of the Armed Forces Tax Guide (Publication 3) states that allowances should not be



included in the service member’s taxable income. The genesis of this treatment is Chapter
26 of the United States Code — Section 134, which specifically states:

Gross income shall not include any qualified military benefit. In general
the term ‘qualified military benefit’” means any allowance or in kind
benefit which is received by any member or former member of the
uniformed services. (U.S. government, 2011)

According to the IRS, an allowance is viewed the same as a reimbursement or a
“benefit-in-kind”; a term often referred to as a perk. These allowances, which include
Basic Allowance for Housing (BAH), Overseas Cost of Living Allowance (OCOLA),
Basic Allowance for Subsidies (BAS), and Family Separation Allowance (FSA) can

account for more than fifty percent of a military member’s income.

The Basic Allowance for Housing (BAH) enables military members to live off
base comfortably and comparably to their civilian counterparts. The military works with
officials in the Military Housing Area (MHA) to determine the median cost of rent in the
respective area. BAH is calculated based on the rents within a one-hour commute of the
assigned military base. The BAH rate is based on a service member’s pay grade,
dependency status, and location. It can range from $1,100/month for an E-4 in the
Norfolk, Virginia, area to $3,000/month for an O-7 in San Diego, California. To
determine the actual rate paid to each pay grade, the military looks at how civilians in a
comparable pay grade live. BAH is not expected to cover the cost of owning a home. It is
intended to cover to cost of renting a home, including utilities and renters’ insurance.
(DTMO, 2011) The IRS does acknowledge that many service members do use their
BAH to purchase a home. Publications 3 states, “You can still deduct mortgage interest
and real estate taxes on your home if you pay these expenses with your BAH”

(Department of the Treasury, 2010).

BAS is given to the service member to offset the cost of meals. This allowance is
adjusted based upon the increase of the price of food as measured by the USDA food cost
index. The BAS is adjusted annually and is currently set at a monthly payment of
$239.96 for officers and $348.44 for enlisted personnel. FSA of $250/month is awarded

to service members who, because of a military assignment, are not able to live with their

4



dependents. These reasons can include situations where a member is on a ship deployed
away from its homeport for 30 days or longer, the member is on TAD (temporarily
assigned duty) for 30 days or more, or the member is assigned to an area where
dependents are not authorized. OCOLA (Overseas Cost of Living Allowance) is a cost of
living allowance that is given to members who reside outside the contiguous United
States for the purpose of a military assignment. The amount the member receives is based

on rank, time in service, and the geographic location where the member is stationed.

In most flat tax proposals, all military allotments will be taxed; therefore, the
effective and marginal tax rate of military members could increase significantly. In
addition to these allowances being taxed, the child tax credit, earned income tax credit,
and the home interest deduction could be eliminated. This could create higher taxes for
many families. This thesis provides a quantitative analysis of the tax burden placed on

military members due to a flat tax rate.
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II. BACKGROUND AND LITERATURE REVIEW

A HISTORY OF THE INCOME TAX

When the colonists left England and settled in America, there was little concern
for taxes in the new world. There were few public services (national defense, schools,
highways, etc.) that needed to be funded by the government. This changed in the shift to
frontier warfare during the French-American War. Land (2009) states that the high
economic price of the Seven Years’ War provided the catalyst for America’s
independence. Britain attempted to recoup the cost of the war by raising taxes on the

colonies. The colonies eventually rebelled, leading to the Revolutionary War.

During the revolution, the Americans adopted many “British” policies at the state
level. Initially, the colonies enacted an early form of the flat tax known as the head or
poll tax. This was a tax levied on each adult. There was public objection to the poll tax
because poor and middle income citizens were required to pay the same amount as
wealthy citizens (as determined by the amount of land owned). Tax reformers then
adopted a view that focused on citizen’s “ability to pay.” This belief focused on the
notion that every citizen should pay taxes proportional to their income. Those with a high
income would pay more in real dollars; however, they would still pay the same portion of
their income as poor and middle income citizens. There were some wealthy citizens that
supported the reform in an effort to relieve social tension; however, they were the
minority among the affluent (Brownlee, 2004).

While taxation was normal at the state level, it was virtually nonexistent at the
federal level. Requests for funding were sent to the states by the Continental Congress
but the states rarely responded. This changed very little when the Articles of
Confederation were penned in 1777. Article eight addressed national defense and public
programs. In regards to taxes needed to fund wars and social initiatives, the article
vaguely stated that “the taxes for paying that proportion shall be laid and levied by the
authority and direction of the legislatures of the several States within the time agreed
upon by the United States in congress assembled” (Mount, 2010). By the time the



Constitution was written, founders, specifically James Madison and Alexander Hamilton,
were wresting with ideas for government as well as the debt left behind from the
Revolutionary War. The Constitution was written to give the federal government more
power to tax citizens than the Articles of Confederation did. Article 1 Section 8 gave
Congress the authority “to lay and collect Taxes, Duties, imposts and excises, to pay the
Debts and provide for the common defense and general welfare of the United States.”
Furthermore, it gave Congress the power “to borrow money on the credit of the United
States” (Mount, 2010).

Although these words were written by the founding fathers, there was not
widespread agreement on how, when, or at what rate citizens should be taxed. Then, as
well as today, citizens lied, cheated, and elected members to Congress who would
support their interest and lower their taxes. Taxes were a common subject of contention
amongst the general public. Political figures and authors in early America attempted to
form public opinion about fiscal policy with books, articles, and other publications.
Adam Smith argued in The Wealth of Nations that “the subjects of every state ought to
contribute towards the support of the government, as nearly as possible, in proportion to
their respective abilities.” While this wording may not raise too many eyebrows, Smith
went on to state, “it is not very unreasonable that the rich should contribute to the public
expense, not only in proportion to their revenue, but something more than in proportion”
(Smith, 1990).

The Civil War brought with it a need to raise more government revenue than ever
before. The demand for funds was so great in 1862 that the Union created the Office of
the Commissioner of Internal Revenue to focus specifically on ambitious programs to
raise taxes. The high tariffs and excise taxes that were so heavily opposed in previous
years were accepted without resistance by a people that wanted to show their loyalty to
the Union. For the first time in the nation’s history, a sales tax was placed on all
consumer goods. This tax was regressive: those with a lower income paid a higher
percentage of their income than those with a high income. The Republicans searched for
a more equitable solution to this problem due to political pressure. In 1861,
Representative Justin S. Morrill of Vermont introduced legislation for America’s first

8



income tax. The first income tax was essentially a flat tax rate of three percent of a
person’s income above $800 (approximately $31,000 in today’s dollars). Over the next
three years, the exemption amount would be decreased to $600 (approximately $18,000
in today’s dollars) and income over $5,000 (approximately $150,000 in today’s dollars)
would be taxed at ten percent. This was very unpopular among the wealthy who
supported the tax during the war but resented it afterwards. The war time taxes were
eventually repealed and in the late 1890°s the government returned to its reliance on

tariffs and excise taxes for revenue. Gordon (2011) writes:

In 1894, with Democrat Grover Cleveland in the White House and
Democratic majorities in both houses of Congress, a federal income tax
became law. The new tax, however, was very different from the Civil War
income tax, which had exempted only the poor. The new tax hit only the
rich, imposing a 2 percent tax on incomes above $4,000. Less than 1
percent of American households in 1894 met that threshold.

In the early 1900s, President Howard Taft determined a way to solidify the
income tax in America history. He decided to include the provisions for an income tax as
an amendment to the Constitution. The sixteenth amendment was ratified in February of
1913. It states that “the Congress shall have power to lay and collect taxes on incomes,
from whatever source derived, without apportionment among the several States, and
without regard to any census or enumeration.” After Taft left office, President Woodrow
Wilson signed the personal income tax into law. The tax was graduated with the lowest
rate set at one percent on incomes above $3,000 (approximately $70,000 in today’s
dollars) and the highest rate set at seven percent on incomes over $500,000
(approximately $11,000,000 in today’s dollars); however, there were deductions which
lowered American’s taxable income amount. Many of the deductions and exclusions that
exist today were put in place by Congress in 1913 including the deduction for tax
payments to state and local government, home interest deduction, and the exclusion on
municipal bonds (Slemrod & Bakija, 2008). In 1917, Congress added the deduction for
charitable contributions. The top marginal tax rate began at seven percent, but the rates
didn’t stay this low for very long. By 1916, Americans with the highest income saw their

marginal tax rate more than double to 15 percent (Table 1).



Top Top Top Top Top
Percentage Percentage Percentage Percentage Percentage
Year Rate Year Rate Year Rate Year Rate Year Rate
1913 7 1931 25 1951 91 1971 70 1991 31
1914 7 1932 63 1952 92 1972 70 1992 31
1915 7 1933 63 1953 92 1973 70 1993 39
1916 15 1934 63 1954 91 1974 70 1994 39
1917 67 1935 63 1955 91 1975 70 1995 39
1918 77 1936 79 1956 91 1976 70 1996 39
1919 73 1937 79 1957 91 1977 70 1997 39
1920 73 1938 79 1958 91 1978 70 1998 39
1921 56 1939 79 1959 91 1979 70 1999 39
1922 56 1940 81 1960 91 1980 70 2000 39
1923 56 1941 81 1961 91 1981 69 2001 38
1924 46 1942 88 1962 91 1982 50 2002 38
1925 25 1943 88 1963 91 1983 50 2003 35
1926 25 1944 94 1964 77 1984 50 2004 35
1927 25 1945 94 1965 70 1985 50 2005 35
1928 25 1946 86 1966 70 1986 50 2006 35
1929 24 1947 86 1967 70 1987 38 2007 35
1930 25 1948 82 1968 75 1988 28 2008 35
1949 82 1969 77 1989 28 2009 35
1950 91 1970 71 1990 31 2010 35
2011 35
2012 35

Table 1. Historical highest marginal tax rates
(After Tax Policy Center, 2011)

With the expansion of the government’s role, the government wanted more
revenue. In 1939, approximately 4 million people were required to pay income taxes.
Congress knew that it needed to revise the method of collecting taxes in order to fund the
upcoming war. Prior to 1943, citizens would report their income and then pay taxes due
after the fact. During World War II, the United States government introduced employee
withholding and remitting of income taxes, ensuring that the government would receive
the taxes due with minimum evasion by citizens. The number of people paying income
taxes rose from 4 million people to 43 million people. “Americans who earned as little as
$500 (approximately $6,900 in today’s dollars) per year paid income taxes at a 23 percent
rate, while those who earned more than $1 million (approximately $13,000,000 in today’s
dollars) per year paid a 94 percent [marginal] tax rate” (Tassava, 2010). After the war,

10



the marginal tax rate decreased but remained well over 80 percent. From 1950-1963 the
rate topped out at 91 percent except in 1952 and 1953 where the rate was one percentage

point higher (see Table 1).

The notion that Democratic presidents enact only tax policy that helps the poor at
the expense of the rich is not true. In 1964 President Lyndon B. Johnson signed radical
tax reform that would reduce the tax rate from 91 percent to 70 percent when fully
implemented in 1966. The next big change in our tax system came in the 1980s during
the administration of Republican President Ronald Reagan. Reagan campaigned on being
fiscally conservative and promised sweeping changes to the tax code once in office. True
to his word, in 1981 he signed into law the Economic Recovery Tax Act (ERTA). At the
time, the top tax rate was 70 percent. ERTA would reduce the top rate to 50 percent by
1982. Additionally, it would decrease the other tax brackets by 23 percent over the next
three years. This reduced the tax burden of high income earners and it relieved middle
income earners as they had experienced bracket creep over the previous ten years.
Inflation had slowly driven their incomes slightly higher and while they did not benefit
from an increase in buying power, they were placed in a higher tax bracket and forced to
pay higher taxes. ERTA went a step further by allowing for tax bracket increases based
on inflation starting in 1985. Reagan would again reduce the top marginal tax rate in
1986. The Tax Reform Act (TRA) was designed to maintain the economic distribution of
the tax burden across all income classes. The top marginal tax rate was again reduced,
from 50 percent to 28 percent. This again heavily benefited high income citizens but the
TRA also included provisions to raise the personal exemptions and standard deductions

that benefited poor and middle income earners.

Just as the stereotype regarding Democratic presidents and taxes is not true,
conversely, the notion that Republican presidents always enact tax policy to benefit high-
income people is not always true. The 41st president of the United States, George Bush,
campaigned on the phrase, “Read My Lips: No New Taxes,” but in 1990, he raised the
tax rate from 28 percent to 31 percent. President Bill Clinton, as part of the Omnibus
Budget Reconciliation Act of 1993 (OBRA-1993) increased the top tax rate to
39.6 percent and erased the efforts of the ERTA to reduce the tax burden on the highest

11



income earners. In 2001, when President George H. W. Bush took office he set his sights
on the tax code. He re-established many of the tax provisions set in place by President
Reagan. “The Economic Growth and Tax Relief Reconciliation Act (EGTRRA) featured
substantial reductions in marginal income tax rates and the introduction of a new 10
percent rate (down from 15 percent) for low-income families” (Slemrod & Bakija, 2008).
The top tax rate was set at 35 percent and remains at that level today; however, there are
many complaints that the tax code is so convoluted and confusing that many Americans
require a tax professional to ensure that they are in compliance.

B. HISTORY OF THE FLAT TAX

Many Americans respond to a flat rate tax proposal as if it is unprecedented
although the first income tax America ever knew was flat. It was signed into law in 1861
by President Abraham Lincoln. Although the tax was later repealed, the administration of
President Grover Cleveland signed the nation’s second flat tax rate into law in 1894. The
two percent rate for income over $4,000 was later repealed because it was deemed
unconstitutional in the landmark case Pollock v. Farmers’ Loan and Trust Co.

The flat rate tax has often been called unfair; however, many economists have
argued that it is the most equitable tax for America. Sixty-eight years after the repeal the
Cleveland Administration’s flat tax, renowned economist and Nobel Prize winner, Milton
Friedman made a strong argument for a flat rate tax in his book Capitalism and Freedom:

All things considered, the personal income tax structure that seems to me

best is a flat-rate tax on income above an exemption, with income defined

very broadly and deductions allowed only for strictly defined expenses of

earning income. An exemption, it seems to me, can be a justified degree of

graduation. It is very different for 90 percent of the population to vote

taxes on themselves and an exemption for 10 percent than for 90 percent

to vote punitive taxes on the other 10 percent — which is in effect what has
been done in the United States. (Friedman, 1962)

Although Friedman illustrated the effect of a 23.5 percent flat tax rate in his book, he did

not specifically state that this is the flat tax rate that should be implemented.

Economists Robert Hall and Alvin Rabushka debuted their flat tax rate plan in the

12



Wall Street Journal in December of 1981. They proposed a 19 percent flat tax rate on all
individuals and businesses, excluding families of four making less than $25,500. Their
original article pointed out that:

Most income in the U.S. is compensation for work. In the proposed tax,

compensation is broadly defined as anything of value received by workers

from employer, including cash wages and salaries, the market value of

fringe benefits and contributions to public and private pension plans. (Hall
& Rabushka, 1981)

Hall and Rabushka’s plan had the following allowances: $5,000 for married couples;
$3,000 for singles; $4,500 for single head of household; and $600 for each dependent.
Their plan was incredibly simple and they heavily emphasized the fact that one could
complete all of his or her taxes on a postcard (Figure 1). While their plan was simple, it
would take another decade for politicians to catch on to their vision and introduce

legislation for the tax reform.
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Figure 1.  Hall and Rabushka tax form (1981)
(From Hall & Rabushka, 1981)

The flat tax rate movement began to pick up steam in the 1990s with seven
different flat tax proposals by both Democrats and Republicans. The proposals began to

vary significantly from Hall and Rabushka’s original idea in an attempt by the proponents

13



to make the plans more sellable to their political counterparts. The first was drafted by
Governor Jerry Brown (R-CA) in 1992. This was part of Brown’s plan as he launched his
candidacy for the Democratic presidential nomination. He called for a 13 percent tax on
all personal and business income. Additionally, he advocated the repeal of the Social
Security Tax. His plan did allow for exemptions for mortgage interest, rent, or
contributions to charity. When House Majority Leader Richard Armey (R-TX) and
Senator Richard Shelby (R-AL) drafted their 17 percent flat tax rate proposal in 1995,
they proposed eliminating the exemption for home mortgage interest. Their plan did
allowed standard exemptions of $13,100 for singles, $26,200 for couples and $5,000 for

dependent children. Investment income would be taxed only at the corporate level.

Later that year, House Minority Leader, Richard Gephardt (D-MO) introduced a
“hybrid” flat tax. He proposed a 10 percent flat tax for three fourths of Americans (those
making $40,200 per year or less). The remaining quarter of American households would
pay taxes based on a graduated system that would move up progressively, climaxing at a
34 percent rate for families making over $264,150. The mortgage interest deduction
would remain but all others, including the exemption for charitable donations, would be
eliminated. Senator Arlen Specter (R-PA) responded to Gephardt’s plan in the Wall

Street Journal criticizing it for not being properly structured. He wrote:

A properly structured flat tax system — embodying one rate for all types of
income, eliminates complexity and loopholes, and removes the burden of a
second bite of taxation from savings and investments — represents the
fairest kind of tax system for all Americans, particularly lower- and
middle-class Americans. (Specter, 1995)

He went on to state that the flat rate needed to be 20 percent in order to maintain
the revenue stream for the government. Specter again illustrated the problem with
Gephardt’s and most flat tax rate proposals. They often vary from Hall and Rabushka’s
plan in such a manner that they minimize the impact of a pure flat tax rate. While there
has been a natural trend towards a flat tax rate, there has been insufficient political
backing to pass it into law. The difference between the highest marginal tax rate and the
lowest marginal tax rate has gotten “flatter” over time. Figure 2 shows how the slope of
the line plotting the lowest tax rate to the highest tax rate of our tax system has changed
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historically as viewed during six key points in our nation’s history: 1913, when the tax
was first implemented; 1918, during World War I; 1944, during World War 1I; 1978, just
ahead of the reform movement; 1988, after the implementation of the Tax Reform Act of
1986 (TRA); and today.
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Figure 2.  Progressive income tax comparison
(From Teller, 2011)

The push for a flat tax rate continued in January of 1996 with two separate
proposals. Republican Presidential Candidate Steve Forbes proposed a 17 percent flat tax
rate with a standard exemption of $8,000 per person plus $5,000 for each dependent.
Forbes’s plan did not allow exemptions for home mortgage interest or charitable
contributions. The National Commission on Economic Growth and Tax Reform, led by
Republican Representative Jack Kemp, proposed a single, low, flat tax but failed to

specify a rate. Kemp independently said that he preferred a 19 percent rate which was in
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line with Hall and Rabushka’s proposal. The panel vaguely recommended eliminating all
deductions but did not state specifics regarding charitable contributions and the home

mortgage interest deduction.

Senator Phil Gramm (R-TX) then proposed a 16 percent flat tax rate on all forms
of income to include investment income. His plan allowed for deductions for mortgage
interest and charitable contributions. He also would have allowed a $22,000 standard
exemption for families and $5,000 for each dependent child. Gramm’s proposal was the
last flax tax rate to be publicly debated until 2011 when four Republican presidential
candidates all advocated a flat tax rate: Jon Huntsman, Rick Perry, Herman Cain, and
Newt Gingrich. Herman Cain’s “9-9-9” plan called for an equal tax rate of 9 percent on
income, sales, and corporations. Newt Gingrich stated that he would like to have an
optional flat tax of “no more than 15 percent” where citizens could choose if they would
like to file their taxes under the current progressive system or the flat tax-rate system.
Huntsman and Perry did not release details for their plan before exiting the race for the
Republican candidacy; however, Huntsman did state that he would like to see a “flatter,
fairer, simpler tax code” and Rick Perry stated that he would like to see an optional 20
percent flat tax rate. For all the public advocating of the flat tax rate, the nearly routine
congressional proposals have made little headway. This author would argue that the
proposals are intended only to push an individual’s or a party’s political agenda closer to
their ideal position with no real intention or belief that their proposals will survive
congressional debate. Figure 3 shows the most notable flat tax rate proposals since 1994,

Most of them never made it out of committee and none of them was fully implemented.
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Freedom and Fairness Restoration Act
Rep. Armey (R-TX); Sen. Shelby (B-AL)
Introduced four times between 1994 and 2001

Flat Fair Tax
Sen. Helms (R-NC) in 1995, Sen. Specter (B-PA) 1997-09
Introduced seven times between 1995 and 2009

Freedom Flat Tax
Rep. Burgess (R-TX)
Introduced four times betwesn 2003 and 2009

Tax Simplification Act
Rep. Smith (R-MI)
Introduced three times between 2003 and 2007

Optional One Page Flat Tax Act
Sen. Alexander (R-TH)
Introduced in 2007 and in 2009

Fair Tax Act
Rep. Linder (R-GA)
Introduced in January 2009, Referred to Ways 8 Means

Simplified, Manageable, and Responsible Act
Sen. Shelby (R-AL)
Introduced in April 2009, referred to Finance

Tax Code Termination Act
Sen. Isakson (R-GA)
Introduced in February 2010, referred to Finance

Bipartisan Tax Falrness and Simplification Act
Sen. Wyden (D-OR) and Sen. Greg (R-INH)
Introduced in February 2010, referred to Finance

Figure 3.

(From Teller, 2011)

ARGUMENTS FOR HALL AND RABUSHKA'’S FLAT TAX

One of the most important components in tax reform is measuring how reform
affects incentives to work. Hall and Rabushka (2007) state that there is a consensus
among economists that that all groups of workers would respond to the flat tax rate by
raising their work effort. The current progressive tax code places a disproportionate
burden on the highest income earners. This burden (theoretically) could stifle economic
growth by potentially providing a disincentive for workers on the margin to work more.
Under our current code, a person with a relatively high marginal tax rate has a

disincentive to work more due to the amount of extra earnings he or she will keep after
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taxes. Hall and Rabushka argue that reducing the top marginal tax rate from a 35 percent
to 19 percent will create more hours of work for the economy. Furthermore, they make an

argument for the most underutilized sources of our economy: married women.

There is no doubt about the sensitivity of married women to economic
incentives. Studies show a systematic tendency for women with low after-
tax wages and high-income husbands to work little. Those with high after-
tax wages and lower-income husbands work a lot. It is thus reasonable to
infer that sharply reduced marginal tax rates on married women’s earnings
will further stimulate their interest in the market.

Actually, their inference is not the only one possible. They are changing three factors in
their comparison, so the greater work for the latter group may be due to the higher wages
for the women earn or the low income for the husbands. Another plausible inference is
that low-wage women married to high-income husbands work little because the
husbands’ incomes make that much easier to do and the wives’ incomes would not make

much difference to the family income with or without high marginal tax rates.

However, some historical evidence supports Hall and Rabushka’s claim. Eissa
(1995) analyzed how married women at or above the 99th percentile of income
distribution responded to the TRA of 1986, which lowered the top marginal rate by 44
percent but lowered the marginal rate for lower income earners by a much lower percent.
When compared to the control group, women at or below the 75th percentile, she found
that high-income, married women increased their work hours after the TRA of 1986 went
into effect. The elasticity of labor supply reported by Eissa, 0.8, is likely not relevant
today as the responsiveness of married women has decreased over the past two decades.
The elasticity is likely closer to 0.4 as found by Blau & Kahn (2006). Regardless of
married women’s exact level of sensitivity to a net increase in wages, both studies
support Hall and Rabushka’s contention that the labor supply of married women would

increase if their marginal tax rate was reduced.

According to Hall and Rabushka, the full impact of the flat tax rate on work
incentives may take up to seven years to be fully realized but they assert that the “bottom
line is unambiguous™ and their flat tax rate would have a favorable impact on total work

effort. But some economists argue that Hall and Rabushka are ignoring counter-acting
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effects that lower taxes could have on labor supply. People who see their marginal rate
rise may work more in an effort to make up the difference. In this situation, the lower tax
rate would have the opposite effect of reducing the incentive to work because a family
could now afford to work less from being taxed less. Hall and Rabushka are also ignoring

the fact that some people would pay a higher tax rate under their plan.

Another argument in favor of the flat tax rate is one of equity or fairness. A flat
tax rate would ensure that each worker pays an equal portion of his or her income in
taxes. All citizens would benefit from the exemption; however, the exemption would also
ensure that the lowest income earners would not be taxed at all. With the Hall and
Rabushka flat tax rate method applied, every citizen would pay 19 percent of his income
above the exemption. Because of the exemption, no person would actually pay an
effective tax rate of 19 percent. When the entire income of each person is considered,
higher income citizens still pay an effective tax rate closer to the flat rate percentage of
the tax while lower income citizens pay a lower effective tax rate. In this way the flat tax

rate is progressive.

Another problem that would be eliminated with the Hall and Rabushka’s flat tax
rate proposal is double taxation of people who own shares in corporations. Currently,
corporations pay a 35 percent tax rate. After the corporation is taxed, dividends are
received by shareholders and the individual must then pay personal income tax at rates up
to 35 percent. The combined marginal tax rate on an individual in the 35 percent tax
bracket is then 57.75 percent. (One dollar taxed at the 35 percent corporate rate nets 65
cents to the corporations. When this 65 cents is paid out in dividends to a taxpayer in the
top 35 percent bracket, he nets 42.25 cents.) Although there are proposals that include
dividends as income, under Hall and Rabushka’s proposal, corporations would pay a 19
percent tax rate and income from dividends would not be taxed as personal income. This
way, double taxation for shareholders would be eliminated. Professor Jeremy Arkes
argues that this would not necessarily reduce an inequity, as workers effectively are

double taxed because corporate income taxes reduce their wages.!

1 Email with Professor Jeremy Arkes on 5 June 2012.
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The biggest bipartisan argument in favor of the flat tax rate is the decrease (if not
elimination) in the amount of lobbying by special interest groups. The result is a tax code
that is incredibly complex because of its heavily laden with loopholes. The flat tax would
eliminate deductions, exemptions, and credits while reducing compliance costs and
contributing to fairness. Additionally, deductions such as the mortgage interest deduction
overwhelmingly favor high income tax payers. It should be noted that if these loopholes
are eliminated, it will also affect low- and middle-income tax payers in the form of an
increased tax burden. They would not receive deductions for pension benefits, employer-

provided health care, mortgage interest, property taxes, or charitable contributions.
D. ARGUMENTS AGAINST HALL AND RABUSHKA'’S FLAT TAX

Possibly the biggest argument against the flat tax is that it would
disproportionately benefit high income earners. This brings us back to the issue of equity
or fairness. Lowering the top marginal tax rate from 39 percent to a flat tax rate of
19 percent (20 percentage points) would certainly mean that higher income earners would
pay less in taxes while the relative tax burden would be shifted to middle income earners.
This is because the elimination of loopholes, where high income earners “hide” their
money, would be eliminated, but some of those loopholes (deductions, exemptions, and
credits) overwhelmingly benefit low and middle income earners. Therefore, the flat tax
rate would increase the tax rate that low income earners pay. The lowest tax rate is
currently 10 percent. Enacting a 20 percent flat tax rate would nearly double the marginal
tax rate paid by low income earners while decreasing the marginal rate paid by top
income earners from 35 percent to 20 percent. Large basic deductions would lessen the
impact on low income earners and further decrease the effective tax rate paid by high
income earners. Inevitably, the burden of the income tax would be shifted towards middle

income earners.

Another argument against Hall and Rabushka’s planned flat rate tax has to do
with the elimination of the charitable contribution deduction. Under our current system,
charitable contributions are deductible and result in nonprofit organizations giving
significant aid to the poor and needy. Some theorize that a pure flat rate tax would

actually decrease the amount that people give to charity, causing some organizations to
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end operations and alienate the poor. Hall and Rabushka admit that this may be a
temporary side effect of a flat tax but allege that “later, as the economy surges forward
under the impetus of improved incentives for productive activity, giving will recover and
likely exceed its current levels” (Hall & Rabushka, 2007). They go on to note that most
charitable contributions are actually made by the wealthy to universities, symphonies,
opera companies, ballets, and museums. Organizations supported by the socially elite are
the leaders against reform that would eliminate charitable deductions. Churches or
organizations that people perceived as worthy are likely to see little change in giving

because most people who currently give identify an inherent good in them.

The home mortgage interest deduction is one of the many benefits that most
Americans cite for owning a home. Under Hall and Rabushka’s plan, all interest
deductions, including the home mortgage interest deduction, would be eliminated. Anti-
flat tax advocates say that this would cripple the housing market and/or make owning a
home unaffordable for most Americans. Hall and Rabushka “freely concede that there is
a significant issue here.” They assert that in the long run, the price of homes is based on
supply and demand. If the flat tax rate is enacted, the price of homes would be lower as
the demand for homes would be lower. Additionally, Hall and Rabushka argue that as the
demand for homes falls, interest rates on home loans would fall, thus increasing the
amount demanded. In reality, this is a very narrow view of interest rates. It is possible
that interest rates on homes remain the same or increase due to other economic factors,
such as rapid economic growth. The authors also propose a transitional period in which
the borrower may deduct 90 percent of the interest paid on a mortgage but the lender
must treat 100 percent of the interest received as taxable income. The bank would have
an incentive to renegotiate the mortgage in order to avoid paying taxes on the interest
received. The borrower would forgo his or her right to deduct the mortgage interest in

exchange for a lower mortgage.

Many people believe that a flat tax rate would decrease revenue for the
government. One of the reasons that there is so much disagreement among proponents of
the tax regarding the rate at which the flat tax rate should be set is that congressmen and
economists are trying to predict government revenue at the proposed rate. If government
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revenue decreases due to a flat rate tax, social programs that benefit the poor would be
one likely target of cuts. This would further exacerbate the burden on low-income
earners. Some also argue that the flat tax rate is not fixed and the need for increased
government revenue over time would result in raising the rate. This would place further
stress on low income earners who saw their marginal rates adjust from 10 percent to the
initial flat tax to yet an even higher flat tax rate. High income earners who saw their
marginal rates decrease from 35 percent to the original flat tax rate to yet a higher flat tax
rate would not experience the same effect because the flat tax rate would still likely

remain lower than their marginal rate under the progressive system.

Finally, there is the argument that reductions in the marginal tax rate for those
with a high income do not benefit the economy as much as tax cuts targeted at the poor
and middle class. This position was highlighted in December of 2010 after Congress
reached a deal that would extend the Bush Tax Cuts for two additional years. The
Economist stated:

The economic impact per dollar of revenue reduction from the full

extension would be smaller than that from partial extension because a

greater proportion of the tax savings from the full extension would go to

relatively high income households, which tend to spend less of an increase
in income than lower-income households do. (M.S., 2010)

According to the Keynesian model, the marginal propensity to consume is higher among
the poor and middle class; therefore, tax cuts for low and middle income earners are more
likely to result in higher aggregate demand. This assumes, of course, that people consume
according to their current income. But, according to Milton Friedman’s permanent
income hypothesis and Franco Modigliani’s life-cycle hypothesis, people’s consumption

depends on their permanent (Friedman) or life-cycle (Modigliani) income.
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1. METHODOLOGY

The effective tax rate and marginal tax rate of each military member were

computed under the current tax code. The effective tax rate is defined as the tax payment

divided by total income while the marginal tax rate is defined as the tax rate paid on the

last dollar of taxable income. The following parameters were used to determine the flat

tax rate effect on each military member.

Base pay is calculated using the 2012 pay charts as listed by Defense
Finance and Accounting Service (DFAS) (Table 2).

All seven sailors live in the same geographical region. BAH awarded to
sailors vary based on the area in which they live; all sailors live in the
largest fleet concentration area, Norfolk, Virginia.

If a sailor is deployed to a combat zone, he or she receives Hazardous
Duty Pay in the amount of $250 per month. Additionally, their pay while
in the combat zone is not taxed. This would significantly affect the results
of the study; therefore, the assumption is made that none of the sailors
deployed to a combat zone during the year unless specifically stated.

Active duty sailors received BAS and BAH as scheduled but did not
receive any other allowances, incentive pay, medical pay, or career
bonuses.

Unless specifically stated, either members did not pay state taxes or their
states did not require them to file state taxes in the previous year;
therefore, there is no deduction for taxes paid to a state or local
government.

No member incurred moving or relocation expenses in the current year.
Unless specifically stated, no members paid tuition fees or paid for books.
No member made retirement contributions.

Social Security Taxes are disregarded.

All homes are assumed to be in Norfolk, Virginia and property taxes are
$1.11 per $100 of the assessed value. (City of Norfolk Office of the
Treasury, 2011)

All members made charitable contributions. The amount was estimated
based on the average contribution in each member’s AGI in accordance
with Figure C of the IRS Statistics of Income Bulletin: Individual Noncash
Contributions 2008. (Liddell & Wilson, 2011)

The mortgage on all homes is equal to the value of the homes.
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o All married service members filed “married filing joint.”

o The percentage of Navy personnel each member represents was
determined using the Department of the Navy’s Justification for Budget
Estimates which outlines the number of people in each pay grade.
(Department of the Navy, 2012)
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Table 2.  Military base pay chart 2012
(From Defense Finance and Accounting Service, 2012)
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The impact of changing from our progressive tax system to a flat tax-rate system

as proposed by Hall and Rabushka is assessed by analyzing seven fictional members of

the U.S. Navy.

Seaman Apprentice (E-2) Johnson: He recently enlisted in the Navy. He is
18 years old, has no children and is single. He does not own a home and
he made $2,157 in charitable contributions. Johnson represents
approximately 5 percent of Navy personnel and 6 percent of Navy enlisted
personnel.

Petty Officer Second Class (E-5) Washington: She is single and she owns
a home with a mortgage of $130,000 at 5.75 percent interest. She has been
enlisted for eight years in the Navy. PO2 Washington made $1,913 in
charitable contributions last year. Washington represents approximately 19
percent of Navy personnel and 23 percent of Navy enlisted personnel.

Petty Officer First Class (E-6) Ashton: He is married to a stay-at-home
mother and they have three children (ages 1, 3, and 5). He has been in the
Navy for ten years. PO1 Ashton deployed to a combat zone last year;
therefore, he received hazardous duty pay for each of the five months he
was deployed and his income was not taxed during this five month period.
He does not own a home and he made $1,913 in charitable contributions
last year. Ashton represents approximately 14 percent of Navy personnel
and 17 percent of Navy enlisted personnel.

Lieutenant (O-3E) Goslar: He is married to a college professor who makes
$80,000 per year. They have three children (ages 3, 6, and 10) and Goslar
has been in the Navy for sixteen years. They own a home with a mortgage
of $220,000 at 4 percent interest and made $4,644 in charitable
contributions last year. Goslar represents approximately 6 percent of Navy
personnel and 35 percent of Naval Officers.

Lieutenant Commander (O-4) Turner: He is married to a stay-at-home
mother and they have four children (ages 9, 11, 14, and 17). They own a
home with a mortgage of $320,000 at 5.35 percent. Additionally, they own
a rental property with a mortgage of $210,000 at 7 percent. The tenant
pays $1,615.89 per month which covers the mortgage payment on the
rental home. He has been in the Navy for twenty-six years and they made
$2,075 in charitable contributions last year. Turner represents
approximately 3 percent of Navy personnel and 20 percent of Naval
Officers.

Captain (O-6) Ryan: He is single and owns three homes. His primary
residence has a mortgage of $380,000 at 4 percent. His two rental homes
have mortgages of $130,000 and $90,000 at interest rates of 4.25 percent
and 5 percent, respectively. The income received from the rental homes
totals $1,351.83 ($576.89 and $774.94). He has twenty-eight years of
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naval service. He made $2,293 in charitable contributions last year. Ryan
represents 1 percent of Navy personnel and 7 percent of Naval Officers.

Retired Chief Petty Officer (E-7 (Ret.)) Kessler: He is married to a
manager at a retail store whose income is $44,000 per year. They have two
children (ages 17 and 18). During the tax year, they paid approximately
$1,500 in tuition and fees to help their 18 year old daughter attend a local
university. They are homeowners with no mortgage on their residence,
which is valued at $250,000. He retired after twenty years of naval service
and has no other source of income. They made $1,856 in charitable
contributions last year.

All applicable forms of the IRS tax code, tax software, and the federal income tax

table (Table 3) were used to determine the taxes due for each member based on the

current tax code. A summary of taxes is displayed for each member on IRS U.S.

Individual Income Tax Return Form 1040. Once the tax payment was computed under

the current progressive tax system, the Individual Wage-Tax Form (Figure 4) from Hall

and Rabushka’s The Flat Tax was used to document the tax payment if Hall and

Rabushka’s version of the flat tax rate were enacted. Table 4 contains a summary of key

parameters.
Tax Sinale Married Filing Married Filing Head of
Rate g Joint Separate Household
10% Up to 58,500 Up to §17,000 Up to 58,500 Upto $12,150

15%

58,501 - 534,500

517,001 - 569,000

58,501 — 534,500

512,151 - 546,250

25%

$34.5601 — 583,600

$69,001 — $139,350

$34.501 — 569,675

546,251 - $119.400

28%

583,601 — 5174400

$139,351 - $212,300

569,676 — $106,150

$119.401 - $193,350

33%

5174401 -
$379.150

5212301 - 5379150

5106151 - 5189,575

$183,351 - 379,150

35%

Ower 5379150

Table 3.

Ower 5379150

Cwer 5189 575

Federal income tax rate

(From Internal Revenue Service, 2011)
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Farm 1 Individual Wage Tax

1998

Your firsl nama and intbal (F jorrt rethem, also give spousea’s name and nibial}

Last namsa

¥ ouwr social secunty numbar
|
I
|

Prresent home address (number and stresst ncluding aparment numiber or rural roule)

Spouse’s socal security numiier

ity towen, or posl offica, siate, and ZIF code T —
Spousa's occupaticn™

1 Wapges and salary............... 1
2 Pension and ratiremenl banafits . . z | T TTTTTTTTTTTT T
3 Total compensation (e 1 plas e 20 e 3
4 Personal alowance

(=) O 516,500 for married filimg jointly. .. dia)

{0} O $9,500 for single apy | T T

(o) 3 514,000 for single head of household ... ... | dlE)
5 MNumber of dependents. not including spowss___ I
6 Personal alowances for dependenis (fime 5 muitiphed by $4,500). ... & | T
7 Total personal allowances (Mne 4 ples fine &) T
8 Taxable compsnaation (iine 3 ess fne T, if positive; otherwise zerm). ... .. 8 |
9 Tam 1O o e B I
10 Tax withhald by l:!l'l'l|)|0!||'(!f I
11 Tax due (Mne O feas Une 10, FDOSMAS) e, 11
12 Refund due (fime 10 fess lime 8. F positive) ... iz | T

Figure 4.

Individual wage tax form

(From Hall & Rabushka, 2007)

Number| Mortgage
Hazardous Spouse] Rentall  Charitable off Interest Property]
Member| Base Pay]  BAH| ~ BAS| Duty Pay] Income] Income] Contributions| Children Paid]  Taxes Paid
SA Johson| $20,056) $13,032| 4,181 N/A NA]  N/A $2,157 0 $0 $0
PO2 Washington| $34,142| $14,472] $4,181 N/A N/Al  NI/A $1,913 0 $7.475 $1,443
PO1 Ashton| $38,920] $20,052| $4,181} $1,250 $0| NA $1,913 3 $0 $0
LT Goslar] $76,349] $23,328] $2,676 N/Al  $80,000f  N/A $4,644 3| $8,800 $2,442
LCDR Tumer| $85,943| $26,028] $2,676 N/A $0] $19,391 $2,075 4 $17,120 $5,883
CAPT Ryan|$124,207| $22,392| $2,676 N/A N/A| $19,222 $2,293 0] $15,200 $6,660
CPO Kessler] $25,537 $0 $0 N/A]  $44,000] N/A $1,856 2 $0 $2,750

Table 4.  Summary of key parameters
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IV. THE IMPACT OF THE FLAT TAX RATE ON MILITARY
MEMBERS

Seaman Apprentice (E-2) Johnson

Seaman Apprentice (SA) Johnson’s base pay or Adjusted Gross Income (AGI)
totaled $20,055.60 for the year. SA Johnson also received BAH in the amount of
$1,086.00 per month ($13,032 per year). In addition to his BAH being untaxed, he also
received BAS in the amount of $348.44 per month ($4,181.28 per year) tax free. Johnson
also benefits from the Federal Standard Deduction in the amount of $5,800 and he
received a personal exemption of $3,700.

Figure 5 shows a summary of Johnson’s 2011 taxes. His taxable income totaled
$10,555. When this amount is applied to Figure 4, Johnson pays 10 percent in taxes on
the first $8,500 of his taxable income and 15 percent on the income above $8,500. This
would mean that his tax payment would total $1,184. Under the current tax system
Johnson’s effective tax rate is 5.79 percent and his marginal income tax rate is

15 percent.

Figure 6 illustrates the effect of Hall and Rabushka’s 19 percent flat rate tax rate
on Johnson’s income. In contrast to our current system where BAH and BAS are not
taxed, Hall and Rabushka consider all forms of income as wages; therefore, Johnson’s
reported income would be $37,268.88 vice $20,055. His deductions under the progressive
and flat tax-rate systems are exactly the same. Once the $9,500 deduction is subtracted
from his tax basis, Johnson’s taxable compensation of $27,768.88 would be taxed at
19 percent. Assuming no withholdings by the federal government during the year,
Johnson would owe $5,276.08 in taxes. That is an increase of over 340 percent. His
marginal tax rate would rise from 15 percent to 19 percent and his effective tax rate
would increase from 5.8 percent to 14.2 percent.
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Derarrnent of he Treaaury— nemal Revenue Sardos

1040A U.S. Individual Income Tax Return s 2011 IFS Lsa Chly— Do natwritecr stpke in fis space.,
Your frst name andintia Lastnane CIME MO, 15450074
TOUrS0ia | Secunity numbar
SEAMALN XL DPDRENTICE JOHNSCH 249-E3-0845
It 3 jont retum, spodse s Iret name and nital Lzt narme Tpause's vkl SeCUity T ber
HOre stress MUrnDer 3nd STeety. It w0 have 3 PO, D0, 268 NS YUcts. AL D, & e ore e SShs o
CERFECT ADT 123 ANdon line GG 3 Comect
City, town or postatics, S, and ZIP code. ITyou have 3 Brkgn address, 350 comple e Spaces Daow (e insTuctiors, Fresidentid Becton Cam paign
NORFOLE, VA 23462 Check hereifjou, or pour spouseFffing
FOmign countmy name Freign prosincedcounty Fansgn posd code ?ﬁﬁﬁﬁﬁﬁ;ﬂﬁgzﬁng
rennd D ou D Spouss
Filing ] Single 4[] Head ofhousetnld (wihqualitving person). (e insmuctions )
status 2 [ Maried filing jointhy fewen if onky one had income) If thequalifving person s & child but not vour dependent,
Checkonly 3 [ Maried filing separately. Enter spouse's 55N above and enter this chill's name here. =
e Do, full name here. 5 [] Qualifying widower) with dependent ol fsee rencion)
Exemptions Ga [ Yoursel. If zomeone canclaimyou as adependent, do not check Bates
o Ga. gagcndsll:?n 1
b [ Spouse Pio. O Chilren
z Dependerlts: . [d]/ o e on & who:
E) Dependent's socil | [3) Dependent's | g rqulfingge  * Wedwith
It rnone than sie Seurity numnber rektionship to you | chil tae cedtfze o —_
dependents, se {1 First name Last rame inetnuzione) +did not live
insructions. writh wou due 1o
— divarce ar
L] sepamtinn ﬁEE
] instructions)
m Depende nts
— on 6C not
entamdabon
B e
d Total numbker of exemptions claimed. above 1
Income o
T Wages, salaries tips, efo. Atach Formiz) W-2. 7 20,055 .
Attach
Formfs) W-2 g Taxable inferest. Atach Schecule B if required. 8a
Qeugf:-rf"so b Tax-exemnpt iMefest, Do Ot Molude on line 82, 8k
Formis) S9a Ordinary dividends. Attach Sehedule B if requited. 2a
1009-R if tax b CQualified dividends (=ee instructions). G
was 10 Capttal gain distribitions [ze2 instructions). 10
vithheld. 11a IRA 1ib  Taxable amount
Ht wou did ot distribitions. 11a [zee instructions).  11b
%eg'mggee 128 Pensions and 12 Taxabk amount
' ' annuities. 123 [zee instructions).  12b
Enciose, butdo
g_f‘;r‘;f_’ s 13 Unemplymernt compensation and Alaska Permanent Fund dividends. 13
please Use Formn 148 Social =ecurity 1d Taxabk amount
1040-. benefits. 1da [=ee instructions).  14b
15 Add lines 7through 14k far right colurnn). This iz vour total ncome. = {5 20,055 .
Adjusted _ _
gross 16 Educatorexpenszes [zea instructions). 16
income 17 [RAdeduction [=ee instructions). 17
18 Student ban inferest dedustion (zee instructions). 18
19 Tuition and feas, Attach Form 8917, 19
20 Add lines 16 through 19, These are vour totaladpustments. 20
21 Subtract ling 20 from line 15, This is vour adjusted gross ncome . 2 20,055 .
For Disclosura, Privacy Act, and Papanwork Roduction Act Notice, saa saparate instructions. gop Forrm 10404 (2011)

REW 120111 TTO
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Form 10408 (2011) Page 2

Tax, credts, €2 Entarthe amount fromm line 21 Bdjusted gross income). 22 20, 055 _
anid 23a Cha:k{ [T ou wete born befor January 2, 1947, []Blind | Total boxes
payments if [] Spouse was born before January 2, 1247, [JBlind | checked » 232
b I vou are married filing separately and your spolze temzes
i deductions, check here w23 [
for— 24 Entervour standard deduction 24 5, 800.
+Pecpbwho | 25 Subtract line 24 from line 22, 11line 24 is more than line 22 enter -0-, 25 14,255,
pheckary | ™28 Exemptions. Multiply 82,700 by the number on line &d. 25 %, 700.
o ﬁ;ﬂggr 2T Sublract line 26 from line 258, If line 26 is more than line 25, enter -0-,
gla'medasa This is vour taxable ncome. w 27 10,555,
zee 2 Tax, including ary alternative minimum tax Eee instrustions). 28 1,181.
"i’l’l"'cﬁ 20 Credit for chikd and dependent care expenses. Aach
Srgle o Form 2441, pas]
Marrgeﬁlrg AW Credit forthe ekderly or the disabled. Attach
Gen S hedule F. 30
Mamied firg | M Edusation gredits from Formn 8853, line 23. H
ﬂﬂf@% 3 Retirerment savings contributions o redit. Attach
ML Form B880. 32
Hemd of I3 Child tax credit (zee instructions). a3
fg%"’ M Add lines 29 through 33, These are vour total credits. 24
A Subtract line 34 from line 28. 11 line 34 s moere than ling 28, enter -0-. This is
oL total tax. 25 1,161.
¥/ Federal income tax withheld from Forms W-2 and
1055, 35
AF 2011 estimated tax paviments and amount apolied
from 2010 return. ar
Ia Earned nconw oredit (EIC). A8a
b Montaxable combat pay
alaction, S8k
X Additional child tax credit, Attach Form 8812, o2
A American opportunity credit from Form 8863, line 14, 40
H  Add lines 38, 37, 383, 32, and 40 Thesa are vour total payments. 41
£ Ifline 41 iz morethan ling 35, subtract line 35 from line 41
Refund Thiz iz the amount vaou overpaid. 42
Diiresct £3a  Amount of line 42 you want refunded &0 yow 1f Form 8828 is attached, check here ] 43a
deposi? i . .
S= R b ES;‘_}Q;% e [xle [x e [xx]x]x] we Twpe O Checking [0 Savirgs
=nd fill in
dhaw oy d MO0 LT T [ [ [ [ [ e [x [ [ ] [w]x]
Fiormn 5568, 44 Armourt of Tine 42 you want applied to your
2012 estimated tax L)
Amount 45  Amount you owe. Subtract line 41 from ling 35, For details on how to pay,
you owe s instructions. w45 1,124,
46  Estimated tax penally zee instrustions). 45 FER
Third parl',r Do you want o aliow another person bo discuss this return with the IRS (=22 instructiong)? [ Yes. Complete the following. [ Hao
':hs.gme rll::-'s-ieg'uee‘s.. mm . mﬂtmlmaﬁmh |—|—|—|—|—|
Sign e s B o e oA HBr e
hana than the tepeier is based on al imbmnation ofwhich he prepaner has any nowedge.
Joirt return? aursgnatre Date Yo CESUPEHCn Dyt phone marrcer
See page 13 MILITARY
Keep a copy SpoUse's Signaure. 1 oint mUm, both most sign. Crite Spouse s oCeupation THhelFS skt you an ldertty Protecton
fiar your PIRL et &
reconds. Fe e ingt)
Faid PRty Frepamsr's rame Preparar's sigraure [ chew L] FTM
It rnploed
Preparer R 's narme S:rm"s Elrd
use ':'"ll" R 's address e SELT FREERRED Phone no.
REV 120111 TT0 Formn 10404 2011

Figure 5.  U.S. Individual income tax form 1040 (Johnson)
(From Intuit, 2012)
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Form 1

Individual Wage Tax

1998

our first name and initeal (F jont retem, alse give spouse’s name and nitisl}

Last nama

¥ our sacial security numbaer

SEAMAN APPRENTICE : :

Present home address (number and sirest including apariment number or rural roule) Sp:u::ls. social :a:urlil.:.l number
PERFECT APT i :
Gty o, or post offica, stabe, and ZIF code Your occupaticn™ I M | Ll'l'IARY
NORFOLK, VIRGINIA P -
pousa's accupation

1 Wapes and SalARY .. 1 37268 88
2 Pansion and ratirement benefits....., B S I T 00
3 Total compensation (M s Bme 2 e e LI 3 7_268 _Q _____
4 Personal alowance

{a)} O 516,500 for married filing joimtly.. ... dia) 0

W) O 58,500 for single e 4p) | 950000

(=) 0 514,000 for single haad of hu:uus.ehn:uu:l ......................................... ey 00 _.
5 Mumber of dependents, mot including spowss. e 5 0
& Personal alowances for dependents {iime 5 multiphed by 45000 B 0
7 Tofal personal allowances (line 4 plus e 6)............. . T 9500 00
8 Taxable compsnaalion (fre 3 less fne 7, if positive; athenwise zem] ............ B o 2726_8 _8 .
B Tan 105 af e B e e 5276 08
10 Taw withhald by amployper e . AT 10
11 Tax due (e 9 feas ne 10, FPOsftiva) ..o " 5276 08.
12 Refund due (fime 70 fess lims 9, FFDOSRIVE). ..o e e 12

Figure 6.
(After Hall and Rabuska, 2007)
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Petty Officer Second Class (E-5) Washington

Washington’s total pay base pay for the year is $34,142.40. Washington’s BAH
payments for the year total $14,472 and, like Johnson, her BAS also totals $4,181.28.
Under the current tax system, Washington itemized her deductions and deducted $1,913
that she made in charitable deductions; $7,475 she paid in interest on her home; $1,443 in
property taxes; $388 in sales tax deductions; and she was able to take advantage of the
$3,700 personal exemption. Figure 7 displays Washington’s tax summary under the
progressive tax system.

Under Hall and Rabushka’s system (Figure 8), Washington would be able to
subtract a personal exemption of $9,500 vice $3,700, but the benefits would end there.
She would not be able to deduct her charitable contributions, interest on her home, or
property taxes, or take advantage of the sales tax deduction. Additionally, Washington’s
BAH and BAS would become part of her tax basis causing her taxable income to increase
from $19,223 to $43,295. Her tax burden would increase 227 percent from $2,459 to
$8,226.17. Washington’s marginal tax rate would rise from 15 percent to 19 percent and

her effective tax rate would increase from 13.2 percent to 15.6 percent.
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Departmant of the Treanay —Intemal Py erie Senice
U.5. Indlvidual Income Tax Raturn

=8

2011

CME NO. 15450074

IS Lksa Ol

y— Do rect uribe of spke inthis o

For the vear Jan, 1-Dec. 31, 2011, of other e wear beginning 2011, endirg e Se= separate insfructions.
Yo rstname andinital Last rare Toursosial securnty numnber
FETTY OFFICEER WASHIMNGTCIT 250 -44-8548
T¥2 joint rebam, spodse's Trst rare 3rd nial ==t rarme TpOUSa’s S00d SeCUty T b
Horne aodress furnber =nd sireet, yod have = F 0, DOk, 568 e Tucims. ==Y A M s nessuE wow
1153 NEW HOME OOURT and on line 6o ane comect.
iy, OFN O oSt OTIce, SEE, 200 217 Co0e. [Ty0u Fiave = TorEgn 300 55, 250 COMIEE Jia0s DEOW (2 e UCTe), Presidenta Bes on Can paign
WNCRFOLE WA 23463 Check hqarsew-lm Ummaﬁ
. - - R
Forsgn comiy nae Forenn proviG eoariy Forsn pocd code mmw"g“mmgammu LY
rund D Tau D Spouse

4[] Head othousshoid jwith qualiting person). (See instuctions ) It
e QUEITNG Person is 3 child BUtRot YU dependent, erter hiis
childsnamehere, b

1 Single
2 [ nmied filing jointhy feeen ifonhy ane had income)
3 [ mtmried filing zeparately. Erter 2pousa's S5M above

Filing Status

Cheskonby one

bz, and full rarme here. 5 [ twalitdngwidowss) with dependent child
Exemptions gz [P Vourself. i someone ean ckim you =53 dependent, do not check boxGa . gmsacn':jagge‘j 1
o L sprucs e — S eceroame | 197 TORAE T Shsame o
¢ Dependents: Ceperents Deperdents ol d :
i I-'ustnz:mlepIe Lztrame MEI]MQ" nuaber rg]lorsh'pb yu | ¥ slg illirﬂ“:l-!iuu?é]“mt flj?d'eru.:ﬂﬁi -
D g\:\;;.l:bo divarce
If rivone than four O [reeinstrucions]
\l:IEpEI'd!En“S. == O Depandants an s
instructions and ot e rbered abiowe
sheck here [ U Add nurrberson
d  Total number of exernphions chirmed e e e lines above b
Income T \Wages, sakries, tips, efe Ateeh Formig W2 . . 0 0 . 0 0 L 0 L. T 24,142 .
82 T=ombk inkrest. Attach Szhedule B if requied . =E]
attmch F b Tzseexempt interest. Do not includeon line 8 . . | =] | |
W“Z‘;E mfr;':iso] @ Ordirary dividends, Atteeh Scheduke B ifrequired R
attmch Forme b Qualified dividends o e | |
WERG and 10  Taxabke refunds, credits, or offsets of state and ooal income t=es 10
1090-F if 11 Alirany resebed . . 14
was withbeld.
12 Business income or {lss). Aﬂac:hScl'eduleGorG—E . 12
) 13 Gapital gain or{koss). Attech Sehedule D if requined. Ifmtrequren:l c:hec:khere » D 13
;E‘*t‘j;'\‘:fz'“* 14 Other gains or (lossss). Attmeh Form 4767 . o 14
= inslrué!tions 152 IRA distributions 153 b Taesble amount 15b
18z Persions and armuities | 163 b Taxable anount . 1€b
i7 Rental real estate, nonalties, partnerships, S corporations, trusts, ete. Attaczh Schedule E i7
E&“ﬁm:&? 18 Farminoome or {fss). Atfaeh Schedui F . 15
paTEnt, Ao, 19 Uremployment comperestion e e e 19
please s 20 Sochlzecrity benefits | 20a | | | b Taxable smount b
Forrm 1040-¥. 29 Other inconne. Listtype znd amo unt 29
22 GCorbine the armounts inthe far ightcolimn forlines 7 though 21 Thisis woor otz ] incorme e o0 24,142 .
. 23 Educator escpenses . 3
MJUStEd 24 Cerin business expenses of resemsts perﬂ:nmng a'isls and
Gross fee-biasiz goverrment oficials. Attach Fomn 2106 or 2106-E7 24
Income 25 Health ssvings seeount dedustion, Atkech Form 8659 26
26 hiowing expenses. Attaeh Form 3903 L
27 Deductible part of self-ermplownent tax. Atach Schadule SE i
28  Sel-employed SEF, SIMPLE, and qualified plans 28
29 Sel-emploed hesth ireu=ncse deduction bt
30 Penaftyonesrhy withdr=wsl of swings . 20
31 AMimory ped b Recipient's S5M e Ha
32 IRA deduztion . a2
33 Student boan interest deduction . ec]
34 Tuition and fees, Atzch Form 8217 . ]
25 Domesic production acivifes deduction. Attch Fm'n BQIG 25
26 Addlines 23 through 25 . . 26
37 Subdr=ct line 26 from line 22 This E\,rouradjusned gross incone > | a7 34 143,
Far Dizclosure, Privacy Act, and Pape nwork Reduction Act Notice | s2e separate instructions. gag  REV@ZHZ2TI Form 1040 011
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Fomr 1040201 1) Faged
Tax and 28 Amountfrom line 3T fadjusted gross. insome) . T e} 34 142 .
Credits Check | [ ¥ouwens born before Januany 2, 1047, [ Blird. | Total bomes
if: [ Zpouse wes born before Janery 2, 1947, [ ] Elind. ! checked & 20a
Stapdard b Ifvoor spouse ftemizes on @ separate retum or wouwene a duakstatis alien, checkheree 30000
fl:éerd_mtlon _40 Iternized deductions ffrorn Scheduke A) oryour standard deduction (se= left mangin) 40 11,2159,
+ Pecple who | 4 Subkact line 40 from line 28 . 44 22, 923
g;cgnaﬁe 42 Ememptions. hubiphy $3,700 by the number on line 5 . . 42 3,700
m%:ﬁ%gr 43 Taz=blk income. Subbact line 42 from line 1. 1f linedZ = n'orethan |II‘E 41 erder IJ- 43 19,223 .
daimedasa | 44  Tax fseeinstucions). Checkifany fom: = ] Formis) 8514 b [] Form 4972 o [ 952 electon 44 2,459 .
;;,‘q?mdmt 45 Ahernative minimumm 1= (S22 insr ustions). Attee b Form 82451 Lo 45
‘:‘;"I“D‘;:Z;S_- 45 Addlimesadandas . . . . . 2,458 .
Singe or ’ 47 Foreign t= credit. Attach Fc\rm‘l116 rfrequred Lo 47
Mammiediling | 48  Greditforchild 2nd dependent care experses. Atech Formn 2441
EEREY |40 Eduestioncreditsfrom Form 8983, line 23 . . . 40
Mamed illng fon) Fietire ment savings contributions credit. Attach Form B-BSIII
q_|3||f),|al? L] Child fzoc credit{see instroctions) . . Lo 51
52 Resdentml erergy credits. Ateeh Form 5595 L
gf 53 OheerdtstornForne a (]380 b [Jesm o [ 53
@gdi B4 Ao lines 47 through 52, These =re vour total cedits . B
i, /85 Subtractline 54 from line 45. i line 54 5 mare than line 46, enter-tl— .. . . . . MW |85 2,450
Other 55 Selfemployment tax Attech Schedule SE . Lo e e A5
T &7 Unreported socml sscurity and hedicane teor from Form: = [ ] 4137 b [] ea19 57
axes A8 Additional tmxon IRAs, other gue lified retrement plare, 2. Attach Formn 5329 if requined L]
f2a  Household emplownnert tmxees fom Schedule H fo==)
b First-time honneber cred it repaymeant. Attach Formn 5405 rfraqured fab
g0 Oiber tmres. Bber code(s) from nstroctions =1n]
&1 Addlines S5 thoough 80, ThisswowrtotaltEe . . . . 0 . . . . . . . . m |&d 2, 4508,
Payments &2 Federsl inco me t=ec with beld from Forms W2 and 1009 =4
s g3 B estimated tax peyments andarmount applied fom 2000 retom | &3
gﬁ;mﬁ;a Efa  Earmed income cedit (E1G) ) g4z
ahildl ttach b hortavabi combatpay elecion | 64b |
Schedule EKC. ’; Additional child taxcredit, Attach Fom 2212 =]
b———— & American o pportunity credit fror Form 563, line 14 =53
&7 First-tirme homebuye rcredit frorm Fomn 5405, line 10 . &7
E8  Armount paid with nequest for exdension 1o fik ==
== Expess socil sexority and tier1 RRT A mxwittheid ==
T Greditfor fedeml toc on fuels. Attech Form 4126 i)
T4 Credifom Fom: 2 []2438 b []8829 c [J&801 d [0 SS‘-&S T
T2 Add line= B2, 63, Bd4a, and 85 through 7. These =re your total payments . . . . . = | T2
Refund 73 Ifline 72 i mom than line 51, subtract line 61 fom line 72. This & theamount you overpaid | 73
T4z Armountofline T3 wouwant efunded to vou. If Formn 8885 i attached, check bere . & O Tz
Orect deposity ™ b Routing numbsr bARARARA jx jx jx jx % | Mo Type: [ Checking [ Savings
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Amount TE&  Armountwou owee. Subfact line TE from line 1. For details on bow to pay, see irctructions. = | 75 2 G508 .
YouOwe 17 Estimeted texperatty fseeinstructiorsy . . . . . . | 77| 49 |
Third Party Do you want to 3 lkow another person to dise uss this return with the IRS (zee insfructions)? [ Yes. Complate balou, ] No
Desdgnese: Designests Fhiore Perzoral iden ifc ation
name b no. e nurnoer (1N} -
Sigl'l Urder penalties of parjury, | dechre that| havee emnired tis reium ard accomparing sohedules and stements, and to the best of oy krowdedge and balief,
Here they are i, corract, ard com plate, Decamtion ofpraparar [other than tepaver) isbaeed on Al information ofwhich praparer bas any nowlad ge.
Jeivtretan See O SN Lt YU OO PEton Caytinme phione nunnber
rEmctions, MILITARY
ﬁ?ﬁ@;.ﬂ ’Spa.lse'ssgnat.re. If 3 jointretum, both mastsign. | Cate Spousa s cocupation Ltﬁeﬁ?wanlmpmm
e fsem i)
Paid PANYTYPe prepaner's name Freparer's signatue [k crear [t FTIN
Preparer SeTerrpiyen
Lise Only Rmn'sname  w SELF PREEAEED Fmn's EIN_ =
Rimn's addmss e PhioneE nio
REW D222 T Famn 1040 2oty
Figure 7. U.S. Individual income tax form 1040 (Washington)

(From Intuit, 2012)
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Faorm 1 Individual Wage Tax

1998

Your first nama and inikal (f jont retum, also give spousa’s namae and initial) Last nama

PETTY OFFICER

¥iour socisl secunity numbar
| |
| |

Present hame address (number and sirest inceding apardment number or rural roule) Spnusels- social :n:urlil:ll numbier
1153 NEW HOME : :
City. town, or post office, siate, and ZIF code Your seeupatian™ : M | L|TIARY
NORFOLK, VIRGINIA S
1 WaPEs A SAIAMNY. ..o et 1 52795 68
2 Pansion and ratirerment benefits....., B z | T 00
3 Total compenaation (Me 1 pies e 20 e 5 | 5 2_795 _6 3 _____
4 Personal alowance
{a) O 516,500 for married filing joindly..... .. dja) 00
X O 59,500 for ingle e ap) | 9500 Q 3
{21 3 514,000 for single head of hnusehuld ......................................... ey 00 __
5 Number of dapendants. not including spowss. ... 5 0
6 Personal alowances for dependents (ime 5 multiphed by §4,500) ... B | 0
7 Total personal allowances (lne 4 plus fing €)............... T 9500 00
8 Taxable compansation (iine 3 less fne 7, if positive; otherwise zem] ............ ] o 432_9_5 _6
B Tan (719%E aF B8 B e e N 8226 17 .
10 Taw withheld by employer S 10
11 Tax due [fne 9 feas lne 14, #‘pn-suruw] ............................................... " 8226 17
12 Refund due (e 10 fess lime 8, F posiive). ... ... 12

Figure 8.
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Individual wage tax form (Washington)
(After Hall and Rabuska, 2007)



Petty Officer First Class (E-6) Ashton

No member highlights the differences between the progressive system and the flat
tax-rate system more than PO1 Ashton. His total base pay for the year is $38,919.60;
however, he was deployed to a tax free combat zone for five months of the calendar year.
This means that his tax basis is only $22,703.10. His BAH is $1,617 per month ($20,052
per year) and his BAS is $4,181.28 per year.

Under the progressive system, Ashton receives $18,500 in personal exemptions,
$561 in sales tax deductions, and a standard deduction of $11,600, which brings his
taxable income to zero. Ashton then takes advantage of tax credits intended to aid low
income families although he actually made nearly $65,000. He receives the child tax
credit in the amount of $2,955 and the earned income tax credit in the amount of $5,550.
FIGURE 9 illustrates that after all of these deductions and credits in Ashton’s favor, he
would receive a tax refund of $ 8,505.
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Department of the Trezsury—Intema Revenue Servce

Fomn
1040A U.S. Individual Income Tax Retum e 2011

IR Ui Gnily— Donot write of splein this soece,

Your first rarme andiniti= Lastrare OB N, 1545-0074
Yoursocial SECI.II‘it}' nurnb=zr
PETTY OFFICER ASHTOW 250-44-3546
It = jioirt e uim, spousa s first nanie and initia La=t rarme Spausa's social SeCUritynum ber
WIFE ASHTOW 250-52-03256
Hone addess nurnber and ety i wou have a PO, Dox, seainstnictons. Bptno. ‘ Wi e the SSHis) 3o
2202 FULL HOUSE ROAD andonline G e comect,
City, 1D 07 postotice, st 3nd P code. [T have 3 fragn 0dress, 30 complete spaces balow (e nsuctions). Fresidentid BechonCam paign
NORFOLE Wi 23452 Cheacki g ¥ woil, 7 your spouza F Ang
Foregn courTy T P oGy O PEE GO |0t sl ot
raturd D Tau D Hpouss
Filing 1 ] Single 4 [ Head of housetold [with QAT NG person). e insncfors)
status 2 [ Married filing jointly (esen if onbt one had income) If the qualifying person i a child tutnot your dependent,
Check only 3 O hiaried filing separatefy. Enter spouse's S5H above and enter this child's rame hera,
e b full remie here, e 5 O Qualifying widowizr with dependent child e remdions
Exemptions 6a [ Yourself. If somecne can claimyou as a dependent, donot check Buzes
boxaa Exandtt z
b [ Spouse Ho.of childen
L on B2 whi:
¢ Dependents: f) Dependent's social | () Dependents | *J;SE”#“%T « et with
It PR thian sie security numbe reftionzhip to you T aes yau _*
dependents, see (1) First rame Last rame iretncticre) «did not five
nsneAons. CHILD 1 ASHTON 353-53-7730 | Son E it y00 e 10
CHILD 2 ASHTOW 353-45-5369 | Daughter B 28 pamtion Eee
CHILD 3 ASHTON 354-35-2226 | Son S e
D Dependents
an & not
O entemda bove
D Add nunbar=s
on lines
d Total number of examptions claimed. atove B 5
Income
T Wages, salaries, tips, efc. Aftach Formiz) W-2. 7 22,702,
Attach
Formis) W-2  p3 Taxable interest. Attach Schedule B if required. fa
athert:dflso b Tax-exempt interest. Do not include online da &b
Formis) Oa Ordinary dividends. Attach Sohedule B if reguired. %A,
1090-H if tax b Qualified dividends [see instructions). Gk
was W Capital gain distributions (ses instructions). 10
withhek. 1a RA 11b Taxable amount
ff e cidnct distributions. 11a [see instructions). 11k
eta g, see 12a Pensions and 12 Taxable amount
nameions. . . .
annuities 12a [see instructions). 12k
Encices, bt o
m"gg 15 Uremployment compensation and slaska Permanent Fund dividends, 13
plase use Formn 14a Social security 14b  Taxsble amount
o0, benefits. 1da [Eee instructions).  14b
15 Add lines 7 through 14k far right colurmr . This isvour total income. » 15 22,702,
Adjusted _ .
gross 16 Edusator expenses [zee instrustions). 1
income 17 IRA deduction (see instnictions). 17
16 Student an interest deduction fsee instructions). 18
19 Tuition and fees. Attach Form 851 7. 1o
20 add lines 16 through 1%, These are your total adjustments . 20
2 Subtract ling 20 from ling 15, This isyour adjusted gross moome. . w21 22,703,
For Disclosare, Privacy Act, and Paperwork Reduction Act Notice, see saparate instructions g Formn 008 12011)
A B 1201141 Tm
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Form 10408 (2011) Paoe 2

Tax, credits, 22 Enterthe arnount frorm ling 21 [Bdjusted gross inGome). 22 22,703
and Zia Che:k{ [Jou wete bom before danuary 2, 1947, TJBlind }Tn‘[al b es
payments ff: [] Spouse was bom before January 2, 1947, (JBlind | checked w» 233
b If vouare married filing separately and vour apouse temzes
grpdam dedustions, check here 23k [

r— 24 Enteryour standard daduction 24 11,&00.
+h|{:£(piewho 25  Subtract line 24 from ling 22 1f line 24 is more than line 22, enter -0-. 25 11,103,
b aiine | 26 Exemphions. MUiply $3,700 by 1he number on line ed. 26 18,500,
zaorzshor | "3 Subiract ine 2a frorn line 25, 1 line 26 (s mete than Tine 25, enter -0-.

Qg&;ﬂdﬁa This is your faxable ncome. > 27 0.
o B Tax, including any alternative minimum tax (e instructions). 28 0.
'f;"l“‘;m?' 20 Credit for ohikl and dependent care expenses. Aftach
Singe;s' Form 2441 &
Mameﬂ'i"g 30 Credit for the elderly or the dizsabled. Sttach
e Scheduk R, 30
jg:n;'}?grﬁlhg 3 Education credits from Form §863, line 23 Ell
thudifvin 2 Retirement savings cortributions credit. Attach
gl Form 8330, a2
Head of X Chikd fax credit (2es instructions). 33 0.
%E,”g;’%‘dd' 3 Add lines 29 through 53 These are your total credits. 34 0.
35 Subtract line 34 from ling 28, If line 34 is more than line 28, enter -0-. This is
your total tax. 35 o.
36 Federal income tax withheld from Fomms W-2 and
1029, 35
T IF 2011 estimated tax payinents and armount applied
a qualitying friorm 2010 return. a7
ggl%ﬂ?h Wa Earned income credit (EIC). EEE EEEGE
EIC. b MNontaxabke combat pay
alection 3ah
20 additional ohild tax credit. attach Form gai 2. 2 2,855
40 Armerican opportunity credit from Form 8843, line 14, 40
M Add lines 38, 37, 388, 39, and 40, These are yvour total pay mants. > 41 o 506 .
Pefund 42 Ifline41 is more than line 35, subtract line 35 from line 41.
This is the amount vou overpaid. 42 8,505 .
Dient £3a  Amount of ine 42 you want refu noed o wou. If Foim 8688 & attached, check herew-[J 432 & 505,
deposit? i . . .
S= L w b Egrtll_ltg;gr [ [or [ [ [ [x [ [ [x] W& Twpe: O Chesking [ Savings
ard fill in Brcount

aboge o d o nor bl Ll e [ [ o [ [ [ [
Formn 8425, 44 amount of line 42 vou want applied to your

2012 estinmated tax. 44
Amount 45 Amount you owe . Subtract line 41 from line 35, For details on how 1o pay,
you owe e instructicons. e 45
46 Estimated tax penalty [see instructions). 45
Third P'al'lY Do you want to allow another personto discuss this return with the IRS (s2e insfructions)? [dves. Cormplete the fo llowing. [E T
i Desigries's Fhone Fersma identiicaton
designee et no. m nurTCer (PN W[ TTT T
. UncEr perafties of panury, |cecan that | feve samined his retm and =¢ %G SCheoles 3nd SEMEn 1S, 3N 10 Tie Dest OF iy Fnowedge
Sign
g =nd Beliet, hiey e nie, ‘womect, and accurEiely kst =l anonts and soumes ol inconme | eoeiwed dURng the e year Dedaaion of prépaner (other
here than he Expever) is based @ all infgTredon ofwhich the preparer has any knowdedge .
Joint returr? Wiolr sigraiune n=1 Wour occupaton Crbtinne phone nurmber
See pegel. MILITRRY
kieap @ copy Spouse's sigratune. i ajointreium, both rmust sign. [==1 Spouse's oczpalon Fire IFS sark ol anldenty Probection
for your Fit, enbes it
records. SPOUTSE Fere (3o et
Paid Print s preparer's rarme Preparer's signiatue =€ checew Lit| FTH
saff-ermpoved
pl‘epal‘er Amn's name = SELF FREEPRRED: Fmn's EIN =
Lﬁeonl‘v Amn's addrass e Fhore no.
RES 120111 TTD Farn 10404 @01y

Figure 9.  U.S. Individual income tax form 1040 (Ashton)
(From Intuit, 2012)
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Although Ashton received a refund under the progressive system, his income
taxes would reveal a different result under Hall and Rabushka’s system (Figure 10). His
income for the year would be reported at $64,402, not $22,703. Although the total
deductions and credits received under each system differ by only $100, it would appear
that Hall and Rabushka’s method of counting all income as wages or salary regardless of
the source significantly impacts Ashton. After Ashton deducts the allowances prescribed
under the flat tax-rate system, he would be left with taxable compensation of $34,402
which would then be taxed at 19 percent. This would leave the family with a tax payment
of $6,536.38.

The disparity between the two systems is quite significant. Under the progressive
system, the Ashtons enjoyed a negative 13.2 percent effective tax rate while under Hall
and Rabushka’s system they would experience a 10.1 percent effective tax rate. His
marginal tax rate would spike from zero under the progressive system to 19 percent under

the flat tax-rate system.

Form 1 Individual Wage Tax 1998
Your first name and initeal (# jcomt rehem, also give spouse’s name and inibisl ) Last nama ¥our social securty number
PETTY OFFICER FIRST CLASS & WIFE :
Prasent hame address (number and sirest ncleding apariment number or rural roule) Spouse’s socal sr:l.rlilg.l numiaer
2202 FULL HOUSE ROAD I
ity torwn, o post office, state, and ZIP code Your aesiupatian™ MILITARY
NORFOLK, VIRGINIA ot oot
1 Wapesand Salary ... 1 64402 88
2 Pansion and |q_.|_|r|_.rr|L.|'||_ I;p-q_.rlr_.lllfsaI T R o , 2 | T 00 -----
3 Total compenaation (Mee 7 ples Bre 21 | B 6440288
4 Personal alowance
Y O 516,500 for married fIrg Joimty.. ..oovo e s s e e dja) 16500 00
(b} D $9,500 for single awy | 00
(c) O $14,000 for single head of household.............coovv i M) ) 00
5 Number of dapendants, not including spouwsa. ... [ B 03
B Parsonal alowances for dependents (fing 5 multiphied u,- 84, ﬁuuj | 8 | 13500 00
T Total personal allowances (Mne 4 plus fine 6) T 30000 00 _____
8 Taxable compsnaation (iine 3 less fne 7, if positive; otherwise zem). ... B | 34402 _88 L
B Tax (1% afime B B 653638
10 Taw withhald by armployer 10 00
11 Taw due (fine 9 Jess line 10, if pogitive)...........co. e, [ 653638
12 Refund due (fime 10 fess lime 8, F positive) ... 12

Figure 10. Individual wage tax form (Ashton)
(After Hall and Rabuska, 2007)
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Lieutenant (O-3E) Goslar

Lieutenant Goslar’s tax situation illustrates the impact on military members with a
relatively high household income. His base pay for the year totals $76,348.80 ($6,362.40
per month) and his BAH is $1,944 per month or $23,328 per year. The Lieutenant’s BAS
totals $2,676.48 annually ($223.04 per month). Additionally, LT Goslar’s wife is a

professor at a local college and her income is $80,000 per year. Under the progressive

system (Figure 11), their AGI is $156,349. Because they own a home, they itemize their
deductions and subtract the mortgage interest on their home ($8,800), charitable
donations ($4,644), $18,500 in personal exemptions, $2,442 in property taxes, and a sales
tax deduction of $919 leaving them with a taxable income of $121,044. The child tax
credit brings their taxes due down to $22,294. They are left with a marginal tax rate of
28 percent and an effective tax rate of 12 percent.

If their income were applied to the flat tax-rate system (Figure 12), they would
see their deductions for charitable donations, mortgage interest, sales tax, and property
tax disappear. The personal allowances would nearly double (from $18,500 to $30,000)
but the total for all deductions and credits would decrease by 17 percent ($35,955 to
$30,000). Their total tax payment would increase from $22,294 to $28,947.12 (30
percent) and although their marginal tax rate would decrease from 28 percent to

19 percent, their effective tax rate would increase from 12.2 percent to 15.9 percent.
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:1040

Departnert of the ey —Inbemal Pavsrus Servics
U.5. Individual Income Tax Return

o5
OB Mo, 15450074

2011

1IR3 Uz Oy — Do mot wrib or tapke inthis gpaca,

For the year Jan. 1-Dec. 31, 2011, or ofher e pesr baginning L8011, ending 20 See separste insfruztions.

Wor frstname andinital Lastrame onrsoial SECUI'ﬂ}' nurnber
LIEUTENANT GOSLAR 250 -44-8546

T JoTT R, 2poze's Tt harne and fital st ranme TPOUTEE sO0 SECUTTnm be
WIFE GOSLAE 250 -52-035&

Riorne a00ress MmEer and Sreet, o0 fave @ F L. DR, 268 e TUChs., AP, Ve e Tessng Lo
232 ROLLING DOUEZH LAWE andon line G ane comect.

Ty, TN ol post office, 28, 2 OF ode. 1T yod Frave 3 Toragn 500 225, 20 compee s Do (e Tev o). Fresiderta Becton Gan paigh
NORFOLE WA 23462 mﬁmgm Ty s ang

Foragn Comy e PN promneaoa iy Foon Posel G002 || pot ey M”'g:'mgammu "

refurel D fou D Hpouse
Filing Status 1 [ singke 4 [ Hest othousshad MSthquaiting person). (5e2 inetuctans ) it

2 [E] ntaried filing jointly feven if only one hed income)
2 [ hitried filing separstely. Enter spouse's S5 above

Chezkonhy one

child'snamehefe. w

e qUETWNG person i3 child bt not wour dependent, enter tis

box. and full rame hers, p 5 [ “ualifdng widowe) with dependent child
Bxemptions ga [ Yoursalf. i sameone can clim you 25 3 depandant, do not chesk boxFa gms:nrl'jeg EE':' 5
b spouse — cergts | 14 TOrRAUE R 1T o
o Dependerts: [Deperdents Deperdents ! :
{1 Furstnan'n‘sple Lastrafine mﬁm" mumbes rg]iu-srq:-h pou | P T Eﬂﬂ?ﬁjﬁﬁt :LT:E.;:ITL}\L\?:-. —
CHILD 1 GOSLAR 353-53-7730 |son B youdueto dhorce
"__fbr“:;:n‘aﬁ” f;:; CHILD 2  @OSLAR 353-45-55359 |Daughter El [pesinstrusions)
e tone o CHILD 3 GOBLAR 354-85-2226 | Son 3] e e
check here w-[] ] A nurrbers on
d  Total number of exermptions chined . lines above =
Income T Wages, sakries, tips, ete. Attach Formis) VW2 T 156,346 .
8z T=mblk inkerest. Atteeh Schedule B if requined Lo fa
b T=w-exermptinterest. Do not inzlodeon line 82 . . | =]i] | |
ﬁj_“g‘;';f;mf @5 Ordirany dividends. Atch Seheduk B frequied o e
attzch Farms b CQualified dividends | ab | |
WE2G and 10 Tax=blke refunds, eredits, or offsets crf sla‘l:e and b:al incorne teres 10
1098-F if tax 11 Alirmory resehed o ) 11
vz v thfeld. 12 Business income or (less). Atmeh Schedule Cor S EZ I
_ 13 Capital gain or {loss). Attezh Sehedule D if required. Ifn:-trequre:l -:I‘a:zkha‘e [ 3 |:| 13
ge‘-f;'ﬁfzm 14 (ther gains or jlozsss). Attach Form 4767 | . 14
e insh'ué:ti:-ns 18z IRA distributions 153 b Tax=ble arnourt 15b
183 Pensiore and anruities | 183 b Taxzble amount . 1]
17T Rental real estate, rovalties, partrerzhips, 5 corporations, rusts, ete. Attech Schedule E 17
ﬂ“ﬁ:ﬁ;‘j 18 Farmincome or (ss). Atich Soherdu F . 1&
payrment, A, 19 Unemployreent co mpersstion T 19
please we 20m  Sovhlseriy baefits | 20a | | | b Taxsble smount b
Farrn 040-Y. 21 Cther income. Listtype and amount 29
22 Gombine the armounts in the far ight colurin for lines T though 21, Thisis wour tot | income = o 156,240 .
. 23 Bducstor experses 3
Ml usted 24 Cerln business expenses of res:emsks p-erfamng a'isis an:l
Gross fee-basis governmentoticials. Attach Fomn 2 106 ar 2106-E2 o4
Income 25  Heatth =zwings =ecount deduntion, Atkeh Form 2059 25
26 Moving experses. Attech Fornn 2203 L2
27 Deductible partof salfernplovnent tax. Atach Schedale SE e
28 Sel-emplyed SEP, SIViPLE, and qualified plans. 28
209 Sel-employed hesth insuancededuction ]
30 Penatty onearbywithdraaal of sswings . a0
31a  AHimony paid b Recipient's S5M e Ha
32 IRA deduction . 3=
33 Studert loan irberest dadu:tnn jes)
24 Tuftion and fess, Attach Form S50 7. 24
235 Domesic production acivifes deduction. Abech F-:n'n EBIG- 25
36 Add lines 223 throwgh 35 . . . 36
37T Subiracet line 36from line &2, This Ey'c-ura-:ljusted qQrossincome * | a7 156,249,
For Disclosure, Privacy Act, and Pape nvork Reduction Act Notice | see separate instructions. g g REVRZZMZTID Fomn 10400 2011y
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Fomn 10401201 1) Fageld
Tax and 28 Amountfrom line 27 fadjusted gross. income) . Lo 38 15&, 249
Credits 2@ cCheck | [0 Youwere born before January 2, 1947, [ elind. | Totl boses
if: [ Spouse wes born bebore Jamery2, 1247, [ Blind. ! checked = 323
Standard \|_h If your spouse iherm zes on a separate netum or you wene a dualstatus alien, checkberes  Zab]
Derd_l.bctlnn _ 40 Memized deductions ifrorm Sehedule A) oryour standard deduction (sse left rrangin 40 16, 805
+ Pecplewho | 41 Subkactline 40 from line 38 44 128 544
g&?cg.laﬁr:’; 42 Exermptions. Wubiphy $2,700 by the number on line Bd | . 42 15, 500.
ﬁu&gﬁ‘gr 43  Taxabk income. Subtract line 42 from line 4. If ine 42 & mare than Ilne 41 enﬁer D— 43 121,044 .
daimedasa | 44 Tax fseeinsiucions). Ched:ifany forn: @ [] Formis) 8514 b [] Form 4972 o [] 952 election 44 22, 511.
5',25‘3‘2"“:‘9”" 45  Abernative minimum t=e (S22 insr uetio i), Ateeh Form 8251 Lo 45
if;“l“ﬂg:- 4 Addlinesadandas . . . . AT 22,511
Singie o ’ 47 Foreign t=m credit, Attech Fcrm1‘|16rfrequrad Lo 47
Memediling | 45 Gredit for child and dependent care exparces. Atiach Form 2441
EEREY. | 40 Eduestion oredits fom Form 8863, ine 23 . . . 40
Mamied dling | 850 Retierment s=svings contributions credit. At=ch Form 88680
Qua'hf}q L3 Child fax cedit(sse instroctions) - . S L] [==1u
&11%’@; 52 Fesidental energy credits. Attach Form 5695 . .
Head of 52 OhecedtstomPrma (1300 b easm o [0 53
fioumhald | 64 A lines a7 through B3 These sre your total credits o ] e £50.
5 J 85 Subractline 54 from line 45, K line 54 & maore than line 45, enter-tl— .. . . . . m | 55 21,861 .
Other 5 Sef-employreent @ Attech Sehedulke SE . Lo A5
Taxes &7 Unreparted socizl sscurity snd ledicsre teoc from Forrme =[] 0137 b [] &o1a 57
A% Additioral taxon IRAs, otber gualified retirerment plre, . Attach Fomn £229 if requined L]
5n  Houwsehold employrnent w@xes form Schedule H . Le=c)
b First-time homebuyer creditrepayrmant. Attach Fomn 405 rfraqurad b
B0 Cher tares. Bhter code(s) from nemoctions 50
&1 Add lines 55 through B0, This s wowr ottt . . . . . . . . . . . . . Mk | &1 21, 861 .
Payments &= Federal inco e t=ec withbeld fro m Forms W-2 and 1099 =
s &2 2001 estinrated ax pawreent and arpount applied forn 2000 reum | &3
&*ﬁ&?ﬁ‘;a gda Esrredinceme cedit (1G] . . . . . . Mo Gim
hild stach b Mot combatpayelssion | S4b
Schiedule EES. ’; Additiora | child tax credit. Atch Fomn 2212 55
b 85 American apportunity credit from Form S586532, line14 ==
&7 Firsttirme homeboe roredit from Fom $405, line 10 . =11
g8 Armount paid with request for ecchension o fik ==
g2 Buress socil security and tier 1 RRT A mxwithheld =]
TO  Sreditfor fedeml = on fuels. Attach Form 4 136 T
71 Credisfom Form: = []2439 b []8839 o []es01 d [Jeses | ™
T2 Add limes B2, B3, Bda, and 85 throwgh T1. Thess are your total payments . . . . . = | T2
Refund 73 If line 72 & more than line 61, subtract line 61 from line 72. This & theamount you overpaid | 73
T4z Armountof line T3 wou want efunded to yvou. If Form 8888 i attached, check bere . » | Tz
Orectdeposity ™ b Routing number XXX XXX IX (¥ | woType: [] Checking [] Savings
S d  Account number XXX XXX XXX X'X X'X'X'X'X'X!
NSNS 75 Amourtofline 3 wou want applisd to your 2012 estimated wece | 75 | |
Amcunt Ta Arnount you owe. Subiract line T2 fom line 81, For details on bow to pay, sesisfructions & | 75 22 294
YouOwe 77 Estimated oo peratty fses instrustiors) . . . . . . . | 17| 433 |
Third Party Do you want to alow another person to discuss this return with the |IRS (==e instructiors)? ] Yes. Gomplate belbw. k] Ha
Designes Designests Fhione Personal idenAncation
name . no. e nurnber (F1HY L=
Slgl'l Urdar panaitias of parjury, | deches that | have sxamired iz reum and sccompansing schedues and sttamars, and to the bast ofm y krowisdge and baliaf,
Here they are troe, correct, ard com plete, D camtion of preparer [oher then topaner) is bared on all information of which preparer bas any brovded ge,
Jontretry Sem VAT Sgnare Crate: WOl CoCUpEtion D irye: phone nunrber
in=truction:s, MILITARY
ﬁerpfeggi# }Spﬂ.lse'ssignat.r\e. Itz jontretam, both rodstsgn. | Cote Spoise's cotupEtian ;‘tﬁeﬁ?manlmpmm
SECITSE P s et
Paid PANY TP PrRpaner's name Preparer's signature =1 crede Ol FTIN
Preparer setemploved
Lo mw Rmn'sname k= SELF EFREEPARED ATn's EIN k=
Rmn's sddess = Phione N
R Ev 22212 TTO Form 10440 2017y
Figure 11. Figure 11: U.S. Individual income tax form 1040 (Goslar)

(From Intuit, 2012)
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Faorm 1 Individual Wage Tax 1998
Your first nama and inital (F jont retum, also give spouse’s nama and nital}  Last nama ¥our social secunity numbar
LIEUTENANT & WIFE GOSLAR : :
Present hame address (number and sirest inceding apardment number or rural roule) SPDI.ISEIS- social 5l:turlil:|l numbier
682 ROLLING DOUGH l |
City. toen, or posl offica, state, and ZIF code Your secupation™ : MI |_|TIARY
NORFOLK, VIRGINIA coouen's accupatior PROFESSOR
1 WaPEs A SAIAMNY. ..o et 1 182353 28
2 Pansion and ratirerment benefits....., s ] TTTTTTTTT00
3 Total compenaation (Me 1 pies e 20 e 50 182353 28 _____
4 Personal alowance
M) O 516,500 for married filing joirthy.... ..o 4a) 16500 00
) 0360 or i e N
{21 3 514,000 for single head of hnusehuld ........................................ ey 00 .
5 Number of dapendants. not including spowss. ... 5 03
6 Porsonal abowances for dependents (fne 5 multiphed by $4,500)...........| & | 13500 00
7 Total personal allowances (e 4 plus fing 6) - 7 | 3000000
8 Taxable compansation (iine 3 less fne 7, if positive; otherwise zem] .......... ] o 152353 _2_8 L
B Tan 7195 aF B8 B e e 18 | 2804712
10 Tax withhald by employer.... - 10 00
11 Tax due [fne 9 feas lne 14, #pn-smmﬂ] ............................................... "l 28947 12 o
12 Refund due (e 10 fess lime 8, F posiive). ... ... 12

Figure 12.
(After Hall and Rabuska, 2007)
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Lieutenant Commander (O-4) Turner

Lieutenant Commander Turner’s base pay is $7,161.90 per month ($85,942.80 per
year). His BAH is $2,169 per month ($26,028 per year) and his BAS is $2,676.28 per
year. Recall that LCDR Turner owns two properties. One is his primary residence and the
other is a rental property. Under the progressive system, he is allowed to deduct the
interest on both homes from his AGI of $84,361. His deductions are $2,075 for charitable
donations, $17,120 for mortgage interest on both homes, $22,000 in personal exemptions,
$5,883 in property taxes, and $751 in sales tax deduction. His taxable income is $36,332.
After deducting $3,000 in child tax credits, his tax payment is $1,631 (Figure 13).

The flat tax-rate system requires Turner to report all streams of income.
Particularly impacting Turner is the requirement to report rental income while he is not
allowed to deduct the loan interest from his taxes. Turner’s income would be reported
much higher at $134,037.76. That’s an increase of 59 percent. Under the progressive
system he receives $51,029 in deductions and credits; however, under the flat tax-rate
system he receives only $35,400 in personal exemptions. The result is a dramatic increase
in Turner’s tax payment from $1,631 to $18,912 (Figure 14). Turner would have
$134,036 in total income, a 25 percent marginal tax rate, and a 1 percent effective tax
rate. Switching to the flat tax-rate system would result in his marginal tax rate decreasing

to 19 percent but his effective tax rate would increase from 1.2 percent to 14.1 percent.
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Form

Dapartment of tha Treasury —Internal Ravenua Serdce

U.S. Individual Income Tax Hetum

/_‘.":‘.
._\\_’f

QOME Mo, 1545-0074

IRS Uz Orly— Do not writa or siapke in this space.

For the year Jan. -Dec. 31, 2071

. ar ofner taie year baginning

, 2011, ending .20

Sao separate instructions.

Yiour first name and Inital Last name Your soclal Eenuﬂt]' numbsr
LIEUTENANT COMMANDER TUENER 250-44-8546

It i.pl'll raturn, spouse’s first name and initlal Last name SPI'X.IEE'S sonl.iier.um‘y number
WIFE TUENER 250-52-0356

Home address [I'I.IIT:E‘I' and 51TE€‘1:. It you have & P.0. box, sea Instructions. "|P1 e, ‘ waka sure the SEN :S] above
1146 FREEDOM ST and on Ine & ars comest.

Cl}'. 0Wn or Fl:lﬁt office, staie, and ZIF code. ITTEI. 'IE\'E'-BE[E';'I aodress, akso complete Gpaces tﬁUﬁI}iEﬂ ||'|E|'.[m:}ﬂ5]. Presidential Eection Dﬂ'l'palw
NORFOLE VA 23462 Chneck here Tyou, or your spouse f Ming

Forekgn country name Foreign provincercounty Foreign postal code oty w33 o go'to Mk unc. Checking

2 box adow wil not crangs your 2 or

TNz [ ¥eu [ Spouse

Filing Status

Check only one

1 U single
2 [ Married filing jointly (ewen if only one had income)
3 [ Married filing separately. Entsr spouse's 55N above

child’s name nere.

4 [ #ean of nousenald (with qualitying persory. (Se= Instructions.} 1
1he qualitying parson IS @ child but not your dependent, enter this

box and full name hare. 5§ [ Cualifying widowier) with dependant child
Exemptions 6a [] Yourself. If someane can claim you as a dependent, do not check box Ba . ] Eﬂ“ﬁ“ﬁmﬁﬂ -
ol S S T
] FTEI n::pande"t“' Lzt name “LE'] ;?Tr!::"lr:“- r';'if";::':;m;“ el E Izlnr—.lzl‘lnlrrms;m" :Lﬁmre]f; £
CHILD 1 ___ TURNER 353-53-7730 | Son Kl o ™"
lfmore than four ~g7rn o TURNER 353-45.5869 |Daughter O (seematructions)
dependens, sé¢ THILD 3 TURNER 250-74-265% | son ] Dependemta oo
check hera w[] CHILD £ TURNER 243-85-6667 | Daughter b | Add numbers on El
d Total number of exempticns claimed . lines above
Income T  'Wagses, s.alarias. tips, ate. Attach Fu:ﬂ.'n[sl w.-2 T 85,943
Ba Taxable interest. Attach Scheduls B if reguired e e e Ha
b Tax-exempt interest. Do not incleds on line 8a . . | Bb | |
:fmﬁ':g? 9z Ordinary dividends. Attach Scheduls B if required Coe e fa
attach Forms b Quslified dividends | b | |
W-2G and 10 Tamabls refunds, credits, or offsets of state and local income taxes 10
'IDQEI—F? if tax 11 Alimony received . . 11
was withheld. 12  Business income or (loss). Attach Schedule G or C-EZ . . i2
13 Capital gain or {loss). Attach Schedule D if required. If not required, check here = D 13
If ?f‘“.ﬂdg““‘ 14 Other gains or losses). Attach Form 4747 . o 14
g:;?nst;u;:tiuns. 15a  IRA distributions 15a b Taxable amaount 15b
16a Pensions and annuities | 16a b Taxable amaouw 16b
1T Rental real estate, royalties, partnerships, S corporations, trusts, stc. Attach Schedule E i7 -1,582.
Enclose, but do 18 Farmincome or {loss). Attach Schedula F 18
not attach. any .
payment. Alsa, 19 Unemployment compensation e e 18
please use 208 Social security benefits | 20a | | | b Taxabse amoun 20b
Form 1040-¥. 2 Cther income. List type and amount 24
22 Combina the amounts in the far right column fior ines 7 through 21. This is your total income = 22 4,381,
. 23  Educator expenses 23
AdIUStEd 24  Ceriein business anpensas of resanvists, p-erfm'un; artists, n"d
Gross fae-besi government officials. Attach Form 2706 or 2106-EZ 24
Income 25  Health savings account deduction. Attach Form B8589 25
26  Moving expenses. Attach Form 3903 . 26
2T  Deductible pert of salf-employment fan. Attech Schedule SE . | 27
28  Salf-employed SEP, SIMPLE, and gualified plans 28
28 Salf-employed health inswance deduction 20
30 Penalty on sary withdrawal of savings . 30
e Amonypad b Recipient's 33N = Ha
32 IRA deduction . 32
33 Student loen interest dadumlc:n 33
M Tuition and fees. Attach Form 8917 . . 34
35  Domestic production activities deduction. Attach Form BQ“'._ 35
36 Add lines 23 through 35 . - - 36
IT  Subiract line 346 from line 22. This is your EIdjLIStEH:l gross income | a7 g4 3261,

For Disclosure, Privacy Act, and Paperwork Reduction Act Motice, see separate instructions. gaa  Rsv oozt
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Foem 1040 {2011) Page 2
Tax and 38  Amount from line 37 [adjusted gross incomea) e e e e e 38 B4,36l.
Credits 3a Check | [ You wers bom before January 2, 194? [ Blind. | Total boxes
i [ Spouse was bom befors January 2, 1947,  [] Blind. ! checked & 3B8a
Standard "_b If your spouse itemizes on a separate relum or you wers a dual-status alien, check heree 386 ]
Deduction 4y htemized deductions {from Schedule A) or your standard deduction (see left margin) 40 25,829
* Peoplz who | 4 Subtract line 40 from line 38 . . . F 49 58,532
Baow on line 42  Exemptions. Multiphy $3,700 by the nu mber an Ilne ﬁd Lo . 42 200
a-?%a::g?hbem 43  Taxsble income. Subtract line 42 from line 41. If line 42 is more than Ilna 41 enter |:|. 43 36,332
glaimed 223 | 44  Tax [see instructions). Check if any from: & [] Formig) 8814 b [] Form 4972 ¢ [] 962 election | 44 4,539
see ) 45  Alternative minimum tax ({see instructions). Attach Form 6251 . . . . . . . . . 45
MEWUCIONS. | 45 Addlines44and45 . . . . e BT 4,593
;i':ljglgt:m' 47 Forsign tax credit. Attach Form 1115 |fraq IJII'Ed . 47
Marmed filing = 48  Credit for child and dependent care sxpenses. Attach Form 2441 48
gePERel. | an  Education credits from Form 8863, lne 23 . . . . 40
Married filing 50 Retirement savings contributions credit. Attach Form ESBO &0
muall ing 51 Child tax credit (see instructions} . . . . . . . . 51 3,000.
“‘*‘-"‘P 52  Residential energy credits. Attach Form 5695 . . . . 52
Hea.d of 53 Other credits from Forme a (] 3600 b (] 8801 ¢ 53
Egmsceé'rdd 54  Addlines 47 through 53. These are yourtotal eredits . . . . . . . . . . . . 54 3,000
55  Subtract line 54 from line 46. If line 54 is more than line 46, enter-0- . . . . . . P | b5 1,599
Other 58  Self-employment tax. Attach Schedule SE Lo 56
Taxes 57  Unreporied social security and Medicare tax from Fcrm a [] 4137 b. O 3.91 ] 57
58  Additionzl tax on IRAs, other qualified retirement plans, etc. Attach Foom 5329 if requirsd 58
58a  Household employment takes from Schedule H . . . S 59a
b First-time homebuyer credit repayment. Attach Foom 5405 if r\e-:;ured P Hob
60  Caher taxes. Enter code(s) from instructions &0
B4 Add lines 55 through 60. Thisisyourtotaltax . . . . . . . . . . . . . m» | & 1l 552
Payments &2 Faderal incomea tax withheld from Forms W-2 and 1093 . _ | &2
63 2011 estimated t=x payments and amount applied from 2010 retern | &3
lfycuhavea g4a Earnedincomecredit(Ell) . . . . . . Ho. . . |6da
gﬁﬁagm;tgam b Nontexebls combat pay election | 64b |
Schedule EIC. 85  Additional child tax credit. Attach Form&a12 . . . . . . | &5
66  American opportunity credit from Form 8863, line 14 . . . | 66
&7 First-time homebwuyer credit from Form 5405, line10. . . | &7
68  Amount paid with reguest for extensiontofile . . . . . | &8
68  Ewcess social security and tier 1 RRTAfaxwithheld . . . . | &8
70 Credit for federal tax on fuels. Attach Form 4136 . . . T0
T4 Creditsfrom Foere & [J 2428 b []5828 ¢ (58501 d J EB-SS T
T2  Addlines €2, 83, 64a, and 65 through 71. Thess are your total payments . . . . . & | T2
Refund 73 Ifline 72 is more than line 61, subtract line 61 from line 72. This is the ameount you overpaid | 73
T4a Amount of line 73 you want mfundad to you. If Form 8885 is attached, check hare . = O Tda
Directoeposity ™ b Routing numbsr | 3 vl oee Type: |:| Chackng [ savings
ﬁ:i'uﬂlms d  Account number XXX X XX XX XXX XXX xx
™ 75 Amount of ine 73 you went applied to your 2(H2 estimated tax® | 75 | |
Amount T6  Amount you owe. Subtract line 72 from line 61. For details on how to pay, see instructions & | 76 1,631,
YouOwe 77  Estimated tas penalty (sseinstructions) . . . . . . | 71| 32.]
Third Party Do you want to sllew another person to discuss this return with the IRS (see instructions)?  [] Yes. Complete below. k] Mo
Designee Designes's Phong Parsonal ldentication
nama b no. & numioar (FIN) »
Sigl"l Under penaliies of perjury, | daslare that | hawe axomined this return end accompanying schedules and stabements, and io the best of my knowledge and belied,
Here they are trus, comect, and complete. Declaration of preparer [other than taxpayer is bassd an all information of which preparer has any knowledge.
Joirk bt Gee T Slgnature Date ‘Your occupation Caytime phons numoser
Instructionsz. MILITARY
;;;_GP E%;ﬂf SOOUSE'E SIgnature. If 8 |oint retum, both must sign. | Date SDOUSE’s oooupation rnfel‘jﬁ'simwar Kdentity Protection
SPOUSE nere s Insl.)
Paid PriniType praparers name Preparer's signature Date onack [ PTIM
Preparer seT-Empinyed
Use Only Frm'sname * SELF PREPARED Fimn's EIN B
Firm's addrass Phone na.

Figure 13.

REV D222 TTO

(From Intuit, 2012)
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Form 1

Individual Wage Tax

1998

“our first nama and inital (F jont retem, also give spousa’s name and initisl)

Last nama

LIEUTENANT COMMANDER & WIFE

Your sacial secunty numbaer

Present home address (number and sirest incleding apardment number or rural roule) Spnusels social 5ucurlil:.| number
1146 FREEDOM ST : |
City. torwn, or post offica, state, and ZIF code Your occupalion™ : MI L|TIARY
NORFOLK, VIRGINIA IS
1 WAPES AN BAIAMY ..t cneseeeneee 1 134037 76
2 Pansion and ratirement benefits. ..., e S T 00
3 Total compenaation (Mee 1 pls e 20 L 134037 7 5 _____
4 Personal alowance
M) O 516,500 for married fling jointly...— ..o 4a) 16500 00
{b) O $9,500 for single e, o
{21 3 514,000 for sngle head of hn::us.ehcld ......................................... e 00 __
5 Number of dependents. not including spowss. ... 5 0
6 Personal alowances for dependents (line 5 multiphed by §4,500)................ 8 | 18000 0
7 Total personal allowances (ine 4 plus e 8)............... . T 3450000
8 Taxable compenaation (iine 3 less fne 7, if positive; atherwise zem] ............ ] L 9953_7 1 .
B Ta 0% AP B8 B e d 9 1891217 ..
10 Taw withhld by employer L 10 0
11 Tax due (fee 9 feas ne 10, Fpoaftiva) e " 18912 17
12 Refund due (fime 10 fess limg 8, F DOSMIVE). ... .o e 12

Figure 14.
(After Hall and Rabuska, 2007)
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Captain (O-6) Ryan

Captain Ryan’s total income for the year is $124,207.20 ($10,350.60 per month).
His BAH is $22,392 per year ($1,866 per month) and his BAS totals $2,676.48 annually.
Additionally, Captain Ryan receives income from two rental properties totaling

$1,351.83 per month. Under the progressive system (Figure 15), Ryan deducts $2,293 in
charitable contributions, $15,200 in mortgage interest, a $3,700 personal exemption,
$6,660 in property taxes, and $620 in sales tax. This leaves Ryan with a tax burden of
$21,138. His marginal tax rate is 28 percent and his effective tax rate is 13 percent.

Like LCDR Turner, CAPT Ryan receives rental income wherein he is required to
report the income but he does not get the benefit of deducting the interest under the flat
tax-rate system. According to Hall and Rabushka’s income reporting requirements,
Ryan’s income under their system would be $165,497 vice $125,320. While Ryan would
get $28,473 in deductions under the progressive plan, because he is single with no
children, he would receive only $9,500 in personal exemptions. Again, the military
member sees his reported income increase while seeing his deductions significantly
decrease. The result for Ryan is an increase in tax payment from $21,138 to $29,639. His
marginal income tax rate would decrease from 28 percent to 19 percent while his

effective tax rate would increase from 12.8 percent to 18 percent.
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£1040

Department of the Traamury — Imemal Fevanua Senica

U.S. Individual Income Tax Return

m 2011

OME Mo. 1545-0074

IRS Usa Cnly— Do not writa o siapla in this space.

Far the year Jan. 1-Dec. 31, 2011, ar other tax year beginning , 2011, ending .20 Ses saparate instructions.

Y our first name and initial Last nams Your social security number
CRPTAIN RYAN 250-44-8546

f & joint retum, spouse's first name and initial Last nams Spouse’s social sacurity numbsar

Home address jnumber and street). Tyou have a PO, box, ses instructions. Apt no.

384 BROEKER 5T
Cifty, tawn or post office, state, and ZIF cade. TFyou have a foreign address, d=0 complete soaces Delow [Eee instructians].

HORFOLK VA 23462
Fareign country name

‘ Make sure the S5Nis] above
end on line Bc are comact.
Presadential Elaction Campaign
Check Rers Iy, 0f YOUF POl 1 Ny
|oinity, want 53 10 9o b his fund. Checiing
3 o beiow wil not change your 2 o

refund D You D Spouss

4 [ Head of housenoia [with qualtying person). (Ses Instructions.) It
the quelifyng person |s & chika but net your dependent, anter this
chlid's name neme, =

Forzign provincescounty Farsign postal code

1 H single
2 [ Married filimg jointly (2ven if only ons had incoms)
3 [ Married filimg separately. Enter spouss's 33N above

Filing Status

Check only one

box. ard full name hare. e § [ Qualifying widowier) with dependent child
Exemptions Ga Yourself. If someons can claim you as a dependant, do not check box Ba . . E:Iaisaﬂ::laghm .
b Dlspouse . . . .o o Moot
1) F:sl n:::p“"dmt" Lt name m[:?i’mﬁ':i'"ﬁw rjlit;g:m‘t‘;’ anlrlgglﬁ;EhL::bl:lﬁlwedr :msoﬂ:‘emum -
0O you due to divorce
f mors than four O 1seeelunsln.|mlons|
dependents, se2 0O Dependents on 6o
instructions and enterad above
check fiere =[] O Add numbers an
d Total number of ssemptions claimed . . . . . . . . . . . . . . . lines abowve
Income T Wages, salaries, tips, etc. Attach Form(z)W-2 . . . . . . . . . . . . 7 124,207,
Ba Taxable intersst. Attach Scheduls B if required Ce e e e Ba
b Tax-exempt intersst. Do not includs on line 8a . . | Bb | |
;‘f’;c:;:m 9a Ordinary dividends. Attach Schedule B if required . . e 9a
attach Farme b Cudified dividends . . . o e | |
W-2G and 10 Taxabls refunds, credits, or uﬂse1s -}f state and Inc,al income takes . . . . 10
1009-R if tax 11 Mimony received . . . o 11
was withheld. 12  Business income or (loss). Attach Schedule GorG-EZ . . . . . 12
) 13 Capital gain or (loss). Attach Schedule D if required. If not required, chack hera l- O 13
.;;;D:lﬂi net 14 Other gainz or (losses). Attach Form 4797 . . . . . . . . . . o . . 14
. instn.x-:ticns. 138 IAA distributions 15a b Taxable amount 15k
16a Pensions and annuities | 16a b Taxable amount 16k
17 Rental real estats, royaltiss, partnerships, 5 corporations, trusts, stc. Attach Scheduls E 17 1,113,
Enclcsa, but do 18  Farmimcome or (loss). Attach Schedule F . . . . . . . . . . L . L 18
nict attach, any i
payment. Alsc, 19 Uremployment compensation e e e e 19
please use 20a Social sscurity bensfits | 20a | | | b Taxable amount 20k
Form 1040-V. 24 Otherincome. List typa and amount B4
22  Combine the emounts in the fer right column for lines 7 throwgh 21. This iz your total income 20 125,320.
. 23  Educstor expenses R 23
AdJUSted 24 Cartain business expenses of rasenvists, parforming ertists, and
Gross fae-basis government officials. Attach Form 2106 or 2106-E2 24
Income 25  Health savings account deduction. Attach Form 8589 25
26  Moving expensas. Attach Form 3803 . B |28
27  Deductibie pert of self-employment tax. Attech Schedule SE . | 27
28  Self-employed SEP, SIMPLE, and qualified plans 28
29  Self-amployed haalth insurance deduction 29
30  Penalty on early withdrawal of savings . - 30
3da Almony peid b Recipient's SN EiE
32 A& deduction . . . . . . . . . 3z
33  Student loan interest deduction . . . . 33
34 Tuition and fees. Attach Form 817, . . 34
35  Domestic production activities deduction. Attach an'r HQDS 35
36  Addlines 23 through 35 . . . e 36
37 Subtract line 3& from line 22. This is your adjusted gressinceme . . . . . M ar 125,320.
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see separate instructions. gaa  =evozzaiatio Form 1040 (2011)
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Form 1040 (20 1) Page 2
Tax and 38 Amount from line 37 {adjustad gross income) Lo L 38 25,320
Credits 3Ba Check { |:| You were born before January 2, 1947, D Blind. | Total boxas
if: [] Spouse was bamn before January 2, 1947, [ Blind. | checked » 39a
Standard | b [Ifyour spouse itemizes on a separate retum or you were a duabstatus alien, check herese 300 ]
IrZ‘Jjerd_uctlon 40  Hemized deductions (from Schedule A) or your standard deduction (zee l=ft margin) 40 24,773,
* People who | 41 Subtract line 40 from line 38 . . . Lo L H 100,547,
gheckany | 42 Exemptions. Multiply 53,700 by the number on lire 6. . . . . . 42 3,700,
a;%?:ugasr?bbew 43  Taxable income. Subtract line 42 from ling 41. If line 42 iz rr'r:-r\e1han line 41 antar -i.'l- 43 96,847,
clamedase | 44  Tax [see instructions). Check # any frorm: a [] Formis) 8814 b [] Form 4872 e [] 962 elaction 44 20,728,
g:ﬁe" . 45 Alternative minimum tax [se= instructions). Attach Form G251 . . . . 45
MEMUGHONS. | 46 Addlines 44 and45 . . . . R > | 46 20,728
;Ag;thers 47 Forsign tax credit. Attach Form 1116 if r\eql..ur\e-d - 47
Marmed flllng 48 Credit for child and dependent care expenses. Attach Form 2441 48
sspé%ﬁl 40 Education credits from Form 88463, lins 23 - 49
Marmiadfiling | 50  Retfirement savings confributions cradit. Attach Form 8380 50
D._ng, x a1 Child tax credit (ses instructions) . 51
widower] 52 Residential energy credits. Attach Form 5695 . 52
Head of 83  Oiher credits from Form: a (1 3800 p (0 8801 ¢ O 53
';Egﬁc‘”- 54  Addlines 47 through 53. These are your total credits . . . . . . . 54
L. 4 95 Subiract line 54 from line 4. If line 54 is more than line 46, enter -0- - L 55 20,728,
Other 56 Self-employment tax. Attech Schedul= SE . . . Ce e e 56
Taxes 7 Unreported social security and Madicars tax from Form: & [ 4137 b [] 8919 57
a8 Additional tax on IRAz, other qualified retirement plans, eic. Attach Form 5329 if required 58
5Ba Household employment taxes from SchedulaH . . - S0a
b First-time homebanyer credit repayment. Attach Form 5405 if raqurad - Sk
L] Cither taxes. Enter codeds) from instructions L]
61 Add lines 55 through 80. This is your total tax . . e L 61 20, 728.
Payments &2 Federal incoma tax withheld from Forms W-2 and 1089 a2
63 2011 estimated tax payments end amount applisd from 2010 retum 63
f e h2ved g4z Earned income credit [EIC) . No, 64a
gl:i?dﬁ;;ich b Montaxeble combat pay election | B4b |
Schedule EIC. | 65  Additional child tax credit. Attach Form 8812 5]
68  American opportunity credit from Form 8863, line 14
a7 First-tima homebuyer credit from Form 5405, lina 10 . 67
68 Amount paid with request for extension to file il:]
ao Excess social security and fier 1 ARTA tax withheld ]
TO Credit for fedaral tax on fusls. Attach Form 4136 70
71 Credits from Form: @ []2439 b [] 8830 ¢ [(]5801 d [] 5885 | T
T2 Add lines G2, 63, 64a, and 65 through 71. These are your total payments . > T2
Refund 73 Ifline 72 iz more than line 61, subtract line 1 from line 72. This is the amount you overpaid | 73
T4a Amount of lime 73 you want mfum:lad to you. If Form B828 iz atteched, check hare s Tda
Direct deposit? » b Routing numbsr x: A | X x| | XX j X ox »c Type: O Checking O stng=
S?i B d Accountrumber | X X/X X X X ¥ X ¥ X X ¥ X ¥ xlx x!
METUSTETE 25 Amount of line 73 you want applied to your 2012 estimated tax » | 75 | |
Amount T8 Amount you owe. Subtract line 72 from line 61. For details on how to pay, see instructionz ™ | 76 21,128,
YouOwe 77  Estimated tax penalty [ses instructions) | 7 | 410. |
Third Party Do you want to allow ancther person to discuss this return with the IRS (see instructions)?  [] Yes. Complete balow. k] No
Designes Cesignee’s Phone Persanzl identdication
name no. number (PIN] >
Si agn Under penaties of perjury, | declers that | nave axamined mis retum and accompanying Schadules and S1atsments, end to the best of my knowledge and belisf,
Here they ars frus, comect, and compiete. Deciaratian of prepersr othar than taxpayer IS based on &l INformation of wileh preparsr Nas any knowledgs
Joit et See Your signature Date Your occupation Caytime phone number
iretuctians. MILITARY
Keap acopy for Spouse’s signature. i a joint retumn, both must sign. Date Spouse's pooupation If the IRS send you an ldentity Probectian
your reconds. P, aniter it
hiers 52 inct ]
Paid Print/Type preparer's name Freparer's signature Date check i FTIN
Preparer Eel-employed
Use Only Firm's nams SELF PREPARED FirmsEIN »
Firm's eddrass = Bhone no.
REW 0272212 TTO Form 1040 iz01)

Figure 15.
(From Intuit, 2012)
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Faorm 1 Individual Wage Tax 1998
Your first nama and inital (F jont retum, also give spouse’s nama and nital}  Last nama ¥our social secunity numbar
CAPTAIN RYAN | !
Present hame address (number and sirest inceding apardment number or rural roule) Spnusels- social :n:urlil:ll numbier
984 BROKER STREET : |
City. town, or post office, siate, and ZIF code Your seeupatian™ : M | L|TIARY
NORFOLK, VIRGINIA S
1 WaPEs A SAIAMNY. ..o et 1 165497 64
2 Pansion and ratirerment benefits....., B S - T 00
3 Total compenaation (Me 1 pies e 20 e 50 165497 _64 _____
4 Personal alowance
{a) O 516,500 for married filing joindly..... .. dja) 00
W) 0 $9,500 for single e 4p) | 9500 Q 3 _____
{21 O 514,000 for single head of hnusehuld ......................................... ey} 00 __
5 Number of dapendants. not including spowss. ... 5 0
6 Personal alowances for dependents (ime 5 multiphed by §4,500) ... B | 0
7 Total personal allowances (lne 4 plus fing €)............... T 9500 00
8 Taxable compansation (iine 3 less fne 7, if positive; otherwise zem] ............ ] o 15599_7 6
B Tan (719%E aF B8 B e e | 9 2063955
10 Taw withheld by employer L 10
11 Tax due [(fee 9 feas lne 10, FPoaftiva) ..o "l 29639 5
12 Refund due (e 10 fess lime 8, F posiive). ... ... 12

Figure 16.
(After Hall and Rabuska, 2007)
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Chief Petty Officer (Ret) Kessler

CPO Kessler retired after twenty years of naval service. His military pension is

fifty percent of his base pay at the time of his retirement, which totals $25,536.60 per
year. His spouse brings an income of $44,000 per year into the home. Their AGI is
$69,536. Under the progressive system, they deduct personal exemptions in the amount
of $14,800 and a standard exemption of $11,600. Their taxable income is $43,136
placing them in the 25 percent marginal tax bracket. In addition to their deductions, they
also receive the child tax credit and education credits in the amounts of $1,000 and
$1,500 respectively. Their tax payment is $3,181 giving them an effective tax rate of 4.5
percent.

Unlike the other military members, the Kesslers’ reported income would remain
the same under Hall and Rabushka’s plan because retired military members do not
receive BAH and BAS in retirement. Their deductions and credits would decrease only
slightly from $26,400 to $25,500. The difference in their tax payment would be
determined by the tax rate alone. While the Kesslers are not taxed at the same rate on
every dollar under the progressive system, this would change under the flat tax-rate
system. They would be taxed equally on every dollar earned above the exemption. The 19
percent tax rate would increase their tax payment by over 260 percent ($3,181 to
$8,366.95). Their marginal income tax rate would decrease from 25 percent to 15 percent
and their effective tax rate would increase from 4.1 percent to 12 percent.
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Feorm
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=21
. Indlvidual Income Tax Return

2041

OME Mo. 1545-0074

IRS Usa Cnby—Dic not writa or stapla in this space.

Far the year Jan. 1-Dec. 31,2011

. ar oither tax year beginning

2011, ending .20

Ses saparate instructions.

‘four first name and initial Last nams Your sacial security number
CHIEF PETTY OFFICER KESSLER 250-44-B546

1 & joint retum, spouse's firet name end nitial Last nams Spouse's social security numbser
WIFE KESSLER 250-52-0356

Home address jnumbsr and streef]. Fyou have a PO box, se2 instructions.
3640 GOAT LOCKER AVE

Apt .

‘ Make sure the S5Mis) above
&nd on fne BC ane comact.

Ty, tawn or post office, state, and ZF cods. TF you have a foreign address, d=o compolete speces below [zee instructions],
HORFOLK VA 23462

Presidential El=ction Campaign
CReck NEre 1 you, of your spouse K Aing

Fareign country name

Forzign provincedcounty Farsign pastal code

oy, want & 1o go o his hund. Checking
2 bow below Wil "l:tll"lal'l;li '_l'GlI'|=_'t o

reund [ fou [] Spause

Filing Status

Check only one

1 O sirgls
2 Married filing jointly (swen if only one had incoms)
3 |:| Married filing separataly. Enter spousa's 33N above

chlld's name ners. =

4 [ Head of nousenoia witn quairying person). (Ses Instructions.) I
the qualifying persan ks & chikd but not your dependent, anter this

box. and full name hare. p § [] Qualifying widowier) with dependent child
Exemptions Ga Yourself. If someons can claim you as a dependent, do mot check box Ga . . ] m‘!:a‘l’_réﬂgbm 5
b Blspowse . . . . o oo Meddige
e | oSl | devipem | SSREaseR  Chelwibes 2
CHILD 1 KESSLER 353-53-7730 |son Bl you dug to dwarce
Fmore thanfour  “merrip 2 TURNER 353-45-5865 | Daughter O (see stmictns
dependznts, sa2 0 Dependents on &2
instructions and entered abiwe
check here ] g Add numbers on
d Total number of esemptions claimed . . . . . . . . . . . . B lines above »
Income T Wages, salaries, tips, ste. Attach Form(s)W-2 . . . . . . . . . 7 44,000,
Ba Taxable intersst. Attach Schedula B if required . e e da
b Tax-exempt inter=st. Do notincluds on line 8a . . | Bb | |
;‘f’;c:m?m 98 Ordinary dividends. Attach Schedule B if regquired e 98
attach Farme b Cusified dvidends . . . e | |
W-2G and 10 Taxable refunds, credits, or Gﬁse1s G‘f state and Ic-c,al income takes . . . 10
1009-R if tax 11 Alimony received . . . . . o 11
was withheld. 12  Business income or loss). Attach Schedule Cor C-EZ . - 12
: 13  Capital gain or {loss). Attach Schedule D if required. If not requirsd, check hera I' |:| 13
‘;;;D:I::I'i"m 14 Cther gains or (losses). Attach Formadd? . . . . . . . . . . . 14
sen instruc-:tiuns. 158 IRA distributions 15a b Taxable amount 15b
16a Pensions and annuitiss | 16a b Taxable amount 16k 25,536,
17 Rental real estats, royalties, parnerships, 5 corporations, trusts, etc. Attach S3cheduls E i7
Enclcse, but do 18  Famincome or (loss). Attach Schedule F - . © . . o . . . . L 18
nict attach, any i
payment. Also, 19  Uremployment compensation e e e 18
pleasa use 208 Social security benefits | 20a | | | b Taxable amount 20b
Form 1040-V. 21 Cther income. List type and amount 24
22  Combine the emounts in the far right column for lines 7 through 21. This is your total income - 20 69,536,
. 23  Educator expenses 23
AdJUSted 24 Certain business axperses of reservists, performing ertists, and
Gross fae-basis govemment officials. Attach Form 2106 or 2106-EZ 24
Income 25  Health savings account deduction. Attach Form 8582 25
26 Moving expenses. Attach Form 3803 . - .| 28
27  Deductible part of sef-employment tax. Attzch Scheduls SE .l ar
28  Self-employed SEP, SIMPLE, and qualified plams 28
29  S&lf-employed haslth insurance deduction 29
30  Penalty on early withdrawal of savings . . 30
31a  Alimony peid b Recipient's S5M & 3a
az RA deduction . . . . . . . . . 32
33  Student loan interest deduction . . . 33
34 Tuition and fess. Attach Form 8317, . 34
3%  Domestic production activities deduction. Attach Fu:-n'r 3903 35
36 Addlines 23 through 35 . . . . R R P . 36
37 Subtract line 36 from line 22. This is your adjusta-d gross income .. L L 3 ar 69,536,
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see separate instructions. pag  sevozzaizTro Form 1040 (z011)
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Form 1 040 (20 1) Page 2
Tax and 38  Amount from line 37 (adjusted gross income) R Lo P 38 £9,536.
Credits Check | [ You wers born before January 2, 1947, [ Biind. | Total boxes
if: [ Spouse was born before January 2, 1947, [ Biind. ! checked » 39a
Standard |_ b I your spouse itemizes on a separate retum or you wers a dual-status alien, check herel  38b[]
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REV 02122712 TTO Form 1040 j2011)

Figure 17.

(From Intuit, 2012)
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Form 1 Individwal Wage Tax 1998

Your first name and initsal (F [t reham, alse give spouse’s name and inihial ) Last namsa ¥ our sacial secunty number

CHIEF PETTY OFFICER (RET) KESSLER & |
|

Prasent hame address (number and siresat r||:||.-:|||'g apariment numoer or rural roule) SD'."'.IHEH- sooil 5E:Lri|:|| Mumaer
9640 GOAT LOCKER :
Gily. 1own, or post office, siate, and ZIF code Your pecunatian™ MILITARY
NORFOLK VI RG I N IA Spousa's accupation™
1 Wapes and SalArY. .. 1 44000 00
2  Pansion and I-Lllrl..rrlt.nl b'i.JILh[b PP 2 | 2 5536 60 -----
3 Total compensation (Mee 7 s e 2 e eres | 3 6953660
4 Personal alowance
) O $16,500 for married filing jointly.... ..o 4(a) 16500 00
(b} 0 $8,500 for single aw) | 00
(=) D $14,000 for single head of household....oooove M) | 00 .
5 Mumber of dapendents, not including spouwss. ... S - 02
6 Personal alowances for dependents (iime 5 multipied LL.- 'h-i 5L-U_I B 9000 00
T Total personal allowances (Mne d plus ine 6) T 25500 00 o
8 Taxable compansalion (e 3 kess fne 7, if positive; athenwise zem).......... B L 44036 ﬁo _____
B Tan (19% of e B | B 836695 .
10 Taw withhald by amployper 10 00
11 Tax due (iine 9 Jess line 10, if poaRIve).....ccooe e, 1 8366.95
12 Refund due [fire 10 fess lime 8, FDOSMIVE]. ... oo e 12

Figure 18. Individual wage tax form (Kessler)
(After Hall and Rabuska, 2007)

The flat tax rate calculations compare the tax payments of the selected members
under Hall and Rabushka’s plan relative to the payments under the progressive system
with the assumption that the Hall-Rabushka plan would be adopted in its purest form.
Based on the information compiled thus far, it is easy to infer that that the large disparity
in the two tax system is heavily based on the fact that income is counted differently under
the flat tax-rate system. If Congress decided to keep elements of the U.S. Tax Code in
place enabling the exclusion of allowances as reported income, BAH and BAS would
remain untaxed. The impact on military members might make the flat tax rate more
feasible. Table 5 shows the effective tax rate of each military member if the 19 percent
flat tax rate were applied to each member’s AGI as reported under the progressive
system. When compared to Hall and Rabushka’s system the military member would fare
much better if the tax were applied to his or her AGI only. Table 6 shows the difference
in the effective tax rate of each military member under the progressive tax system, Hall

and Rabushka’s flat tax-rate system, and with a 19 percent flat tax rate applied to AGI
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only. Applying the 19 percent flat tax rate to AGI only makes the effective tax rate for all

members significantly lower than Hall and Rabushka’s proposal.

MILITARY ADJUSTED TAX | EFFECTIVE TAX

MEMBER | GROSS INCOME PAYMENT RATE

SA Johnson $20,055 $2,005 5.4%

PO2 Washington $34,142 $4,681 8.9%

PO1 Ashton $22,703 - $1,386 -2.2%

LT Goslar $156,349 $24,006 13.2%

LCDR Turner $84,361 $9,473 7.1%

CAPT Ryan $125,320 $20,005 12.1%

CPO Kessler $69,536 $8,366 12.0%
Table 5.  Tax payment with flat tax rate applied to Adjusted Gross Income

MILITARY PROGRESSIVE HALL- 19% FLAT TAX
MEMBER TAX SYSTEM RABUSHKA RATE APPLIED
FLAT TAX-RATE TO AGI ONLY

SYSTEM
SA Johnson 5.8% 14.2% 5.4%
PO2 Washington 13.2% 15.6% 8.9%
PO1 Ashton -13.2% 10.1% -2.2%
LT Goslar 12.2% 15.9% 13.2%
LCDR Turner 1.2% 14.1% 7.1%
CAPT Ryan 12.8% 17.9% 12.1%
CPO Kessler 4.1% 12.0% 12.0%

Table 6.  Effective tax rate comparison
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V. RECOMMENDATIONS AND CONCLUSIONS

Hall and Rabushka’s flat tax-rate system would certainly result in military
members paying a higher effective tax rate if the tax were applied in its purest form. This
is mostly due to the manner in which income is reported under the flat tax-rate system.
The mandate to report all income, regardless of the source, would mean that income that
is normally untaxed would significantly increase the tax basis for all military members.
The greatest impact would likely be on military members with relatively low incomes
(lowest ranking) with zero dependents.

The current progressive tax system requires that a single person have a taxable
income above $34,500, and a “married filing joint” couple have a taxable income above
$69,000, in order to pay a marginal tax rate above 15 percent. Under Hall and Rabushka’s
plan, a single military member with no children would pay a marginal tax rate of
19 percent on any income above $9,500, while a couple that is “married filing joint” with
no children would pay a marginal tax rate of 19 percent on any income above $16,500.
The military member’s increased tax burden is a result of how income is counted
combined with the relatively low ceiling on when the high marginal tax rate is applied.
The elimination of credits and deductions under the Hall-Rabushka plan would also

negatively affect military members.

The impact of taxation on citizens is only part of the problem when considering
the desires of the government. This thesis focused only on the impact of a flat tax rate
from a microeconomic perspective. If the government desires to spend on a lot on social
programs, national defense, and infrastructure, then it will have to levy high taxes. Hall
and Rabushka’s flat tax rate of 19 percent “is enough to match the revenue of the federal
tax system as it existed in 1993” (Hall & Rabushka, 2007). Given that the federal budget
as a percent of GDP has increased significantly since 1993, a flat tax rate of 19 percent
may not be feasible today. Any variation in the tax code must accurately assess the
reduction or increase in federal revenue. It is possible for a change in the tax code to

result in an increased tax take from lower income citizens and a decrease in federal
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revenue. This would force the government to decrease spending, including spending on

some of the same citizens who saw their tax burden increase.

Future research on this topic should focus on which tax provision(s) must remain
in place in order to lessen the impact on military members. It appears that taxing only the
AGI of military members would lessen the increase in tax burden; however, this author
did not significantly address specific deductions and credits built into the progressive tax

code.

From a macroeconomic perspective, it would be beneficial to understand how
citizens may change their purchasing decisions in light of tax reform and how these
decisions would affect the economic stability of the housing and manufacturing markets.
In the case of a flat tax rate, it is reasonable to assume that more people would choose not
to own rental property if they were required to report only the income without deducting
the mortgage interest or the property taxes. In the short run, this would increase the
supply of homes on the market and drive down the price. It would be imperative to
understand the unintended consequences of lower home prices and the impact of an
influx of homes onto the market at a single time.

Recall that there are several different flat tax-rate proposals in addition to Hall
and Rabushka’s. Many of these plans vary in the way income is counted. Some of them
also keep the deductions for charitable contributions and home interest. A comparison of
these flat tax-rate proposals and their impact on military members from a microeconomic
and a macroeconomic perspective may be valuable. Tax reform and the flat tax-rate
proposal will continue to be debated for years to come. It is imperative that military

members know and understand the impact of congressional decisions on their well-being.
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