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Please consider the following general comments regarding taxation in the United States.
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concerned citizen
General Comments

“Double Taxing”

I would like to comment on the phrase “double tax” as it is regularly used with reference to federal, state, and local income taxes.  It is important to recognize that income tax (as well as VAT and sales taxes for that matter) do not tax money.  Instead, they tax transactions.  The total amount of US currency in circulation according to the federal reserve was about $705B in May 2005.  Compare this with more than $2 trillion in expected receipts from the federal government budget for 2005 and you realize that the government cannot tax money and come anywhere close to generating the amount of income that it needs to sustain itself. 

In order to generate the revenue that the government needs, it actually taxes all “money” many, many times.  Take the following example:  I earn income from my job.  I pay taxes on it.  I spend some of the rest.  (at WalMart, Target, BestBuy, CircuitCity, HomeDepot, Lowes, whatever…)   The company pays taxes on the net income from the items I bought (the same money that I already paid income tax on).  The company also pays salary to the employees who helped me in the process.  Those employees pay income tax on that money (the same money I paid income tax on).  The company also pays the supplier.  The supplier pays taxes on the net income and pays employees.  The supplier and its employees pay taxes on the money (again the same money that I paid taxes on).  Continue this chain to the raw materials and then take all of the employees that received money through the whole chain and restart new chains with each of them and you can quickly see how many times all money is taxed.

The importance of understanding that the government taxes transactions rather than money is that, in my opinion, it changes the way to analyze some taxes.  I read through most of the presentations given to this panel and there were several instances were phrases like “double taxing” were used in a way that was, in my opinion, incorrect.  One consistent example that I find is the “death tax” (great “spin” nickname, by the way, whoever came up with it - it instantly prejudices the entire country against it without having to give any logical reason) isn’t taxing the money that an individual collected over their lifetime because they died.  It taxes the transaction of gifting money from one person to another (parents to children).  (For the record, I think the old estate tax had more holes than swiss cheese and should be repealed if only to allow a better one to be created, but I am strongly in favor of an inheritance or “lazy spoiled rich kid” tax.)

“Fair” Tax Policy
Although I thought the idea to specifically discuss “fair” taxation was great, I was disappointed in the presentations.  Most seemed to be to be taken as opportunities for a person/group to affirm that their proposed tax reform was fair and others were not rather than really getting at the heart of “fair” taxes.

In particular, I think at least one main concept was missed: “fair” taxing for a capitalist economic system in particular may mean paying for services used.  In other words, the distribution of cost for each government service would be proportional to how each individual or corporation uses it.  The cost of the presidential salary would be distributed evenly across everyone in the country as that person is expected to act in the best interest of everyone in the country evenly.  The cost of police (I realize this is not federal) should be paid by those who perpetrate crime.  The fire department would be funded by those who call the fire department – those whose houses burn down for example.  The cost of agencies like the EPA should be paid to a large degree by corporations (pollution tax) and to a smaller degree by individuals (gas/energy taxes?).  NHTSA and the FHA could be paid with a gasoline tax.  “Public” schools should be funded only by the parents of children attending that school.  Welfare and social programs would be paid for by those who receive benefits (in other words, no welfare or social programs would exist).
While I don’t propose that we go to anything like this type of system, I think it is important to consider what this (“fair”) really means.  While almost everyone will claim that it is an inherent fact that the wealthy should pay more for government because they can afford it, I would postulate that the poor and middle class use far more government services than the wealthy and a “fair” (but merciless) system would have the poor pay more per year (not just in percent, but in actual dollars) than the wealthy for the services that they use.
While there are many who would try to use this argument to move to a national sales tax or other non-progressive or less progressive tax system (and a large number of them apparently were invited to speak to this panel), I would argue that just because it may be “fair” doesn’t make it “just” or smart.  I would argue that the tens or hundreds of millions of dollars that many CEOs receive while some of their employees border on the poverty line is not “fair.”  Does the CEO really accomplish 1000 times the amount of work as the employee in the same period of time?  (Many CEOs make tens of millions of dollars per year while most employees make tens of thousands – and that doesn’t include “golden parachutes”.)  Does the CEO really accomplish every single day the same amount as an employee accomplishes in 4 years?
My conclusions about the implication of studying a “fair” tax policy are 1.) the general population needs to be reminded of the value/cost of government services that they use and take for granted, 2.) the general population needs to be reminded of the distribution of use of those services, and 3.) a “just” tax policy should be strongly progressive.

Tax Code and the Country’s “Values”

When I think about where our current tax system is, I am amazed at how much the tax code, more than any other aspect of government, can determine the “right” way for citizens to live.  Think about it.  The tax code gives people financial incentives to be married if one spouse is a homemaker (the “marriage bonus”), disincentives to two working spouses (the “marriage penalty”), incentives for owning a home, incentives for owning a vacation home, incentives for saving for retirement, incentives for having children, incentives for giving to charity, incentives for farming, incentives for education, etc.  No other government entity really has the power to tell the American population that these activities/lifestyles are good while others are bad.
In fact, most of the current code was create when the “norm” was that a man went to school, got a job, got married, had several children, and owned a home.  The woman was expected to stay at home and the man was expected to stay with his employer until retirement.  Creating a whole new tax code means redefining for the country what lifestyles are considered “proper” today and in the future.  Is it “proper” for someone to never marry – to never have children?  Should only one spouse work or should both?  Economically the country would be far, far better off if the norm is that both spouses work, but family values may take a hit.  Are home ownership, charity, and savings as important as they were?  The tax code will tell people what the government believes is “best.”
I would argue that in the past, almost all tax proposals have been conceived from the “values” of the country and only secondarily are the economics considered.  No economist ever sat down and said, “You know what will get this country out of a recession – a child tax credit!”  No one said, “You know what will raise our GDP to the highest in the world – a home mortgage interest deduction!   But it will have to include up to $1 million in principle and up to 2 houses per household in order to be economically effective.”  Someone decided that the government could afford to reduce its income and decided that the group of people most deserving relief were those who had children and paid for child care.
In fact, it is these targeted deductions and credits which cause a lot, if not most, of the problems with the current tax code.  They require pages and pages of definitions, conditions, exclusions, phase-ins, phase-outs, etc.  They create the situations where two people making the same salary pay drastically different tax rates because one person chooses to take advantage of every tax deduction and credit possible, while another chooses not to marry, not to have children (or is infertile), to give money to a needy relative rather than an authorized charity, not to have optional medical procedures, to rent an apartment, etc.  The deductions and credits create the complexity and number of forms and require detailed record keeping.  The phase-ins and phase-outs create the complex math that is often miscalculated.  And the “abuse” of deductions is what prompted the AMT to be created in the first place.
The other problem with targeted programs is that they are frequently not removed when they are found to be ineffective.  Take for example the IRA program.  It was initially created to increase savings amount the lower and middle classes.  Apparently it didn’t work very well, because 401k(s) had to be created.  Still not enough, Roth IRAs and many other programs were conceived and implemented.  Since apparently none of these programs are working, we are looking at whole new tax structures to increase savings for lower and middle classes.  However, along the way none of the apparently dysfunctional programs were ever removed exacerbating the complexity issue.

But it is also some of these targeted deductions that caused or helped the United States to have one of the highest home ownership rates, charitable contribution rates, educations, and GDPs in the world.  Rather than simply get rid of all targeted deductions, maybe we should look at each, determine if it is accomplishing what we want, get rid of what doesn’t work, simplify what’s left, and make it far more difficult to approve targeted programs in the future.  (Maybe targeted tax reduction programs need 75% of the Senate to approve while just modifying the tax rate table needs only 50%.)  That way the door is left open to find new programs in the future that will be beneficial to the country, but the use of “targeted” programs to veil tax breaks to specific income levels will be deterred.
 “Earned” vs. “Unearned” Income

While there seem to be large numbers of proposals concerning reducing or eliminating taxes on savings, investments, capital gains, etc., I am surprised that (as far as I know) absolutely no one has even considered the opposite.  After all, if the tax policy really does encourage behavior, I would think that it would make sense to at least consider encouraging work by taxing all unearned income at a higher rate than earned income.  Maybe this means having 2 tax tables and summing the tax from each.

“Unearned” income to me would include interest, dividends, capital gains (including housing), gifts, inheritance, gambling winnings, lottery winnings, prizes, alimony, investment annuity income, rental property net income, unemployment, etc. while “earned” income to me would include salary, wages, tips, business/farm income, pensions, qualified retirement programs, disability (although these programs need serious overhauling to reduce fraud), etc.  See the following examples:
	Earned Income Tax Bracket
	
	
	Unearned Income Tax Bracket
	

	0-20,000
	0%
	
	0-20,000
	0%

	20,000-40,000
	5%
	
	20,000-40,000
	15%

	40,000-60,000
	10%
	
	40,000-60,000
	20%

	60,000-100,000
	15%
	
	60,000-100,000
	25%

	100,000-250,000
	20%
	
	100,000-250,000
	30%

	250,000-500,000
	25%
	
	250,000-500,000
	35%

	500,000-1,000,000
	30%
	
	500,000-1,000,000
	40%

	1,000,000-10,000,000
	35%
	
	1,000,000-10,000,000
	45%

	10,000,000+
	40%
	
	10,000,000+
	50%

	
	
	
	
	

	Examples
	
	
	
	

	1. $80,000 in earned income pays $6,000 in taxes
	

	2. $40,000 in earned income pays $1,000 in taxes
	

	3. $40,000 in earned incomes plus $40,000 in unearned income pays $4000 in taxes ($1k earned and $3k unearned)

	4. A non-working person with $80,000 in unearned income pays $12,000 in taxes
	


*These examples are for illustration purposes only and do not represent an attempt to create a revenue neutral tax policy.  The illustration does not take into account any deductions or credits that may be part of a plan like this.  The numbers used in this illustration represent present day values and should be indexed for inflation.
I admit that I am not an economist and do not know what all of the effects of a tax policy like this would be, particularly the 2nd and 3rd level indirect effects, but at least at first glance it seems that this would encourage both work and savings.  At any earned income level, there is a large tax advantage to saving until you reach $20k/yr in unearned income.  (Assuming a 5%-10% return, that would be a $200k-$400k nest egg in present dollars.)  Also, at any unearned income level, it encourages work.  And a very strong work ethic, in my opinion, is the only thing that will keep the US at or near its current place of economic leadership in the world.  In any case, I find it interesting and telling that a plan that increases the tax on unearned income was never considered or proposed.
