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In the debate over income tax reform two sides are shouting past each other.  One side arguing that a flat tax is unfair because, while it may treat every dollar of income equally, the taking of some percentage of a dollar from a rich man obviously causes less pain than taking the same percentage from a  poor man’s dollar.  The other side arguing that a progressive tax is unfair because it penalizes the most successful and productive among us and may result in the majority of the beneficiaries of government paying nothing to support its operation.

Both of these positions contain valid arguments, but in my opinion miss the essential thing that makes the income tax unfair.  This is the fact that the income tax operates on a fiscal basis to satisfy the needs of a yearly government budget process and does nothing to accommodate the financial constraints over time experienced by the majority of people.

Politicians should keep in mind that most Americans would consider it a major advance if the income tax were to be applied consistently, regardless of whether it meets their definition of fair.

We live in a dynamic economy, one in which a person’s financial circumstances can radically change from year-to-year both on the income and the expense side.  Yet, there is a consensus on what the average American’s life trajectory should be.  Middle class expectations continually change, but today we can summarize them as: growing up in an owned home, public school education, college, job, marriage, buying a house, raising kids, career advancement, topped off with a comfortable retirement.  The exact order of some of these events can change, and with each passing year the combination of rising life expectancy along with rapid technological change has increased the possibility that a person’s life may include several careers in different fields punctuated by intervals of unemployment, marriage, divorce, retraining, and education.

A tax system, fair or otherwise, should support the middle class in meeting these minimum expectations most of the time.  Much of the complications in the current tax system arise from efforts to support these middle class goals as they have evolved over time while trying to satisfy various definitions of fair.

I propose that we replace the current graduated income tax, with its focus on meeting the fiscal needs of government, with a tax more in tune with the rhythm of American life.

The easiest way to accomplish this goal is to base the annual rate a person pays on their cumulative lifetime income rather than their income in a given year. A graduated tax, but one in which the rates are not based upon your income in any given year, but your cumulative income over your lifetime.

Under this plan all income, with a few exceptions noted below, is treated the same.  Wages, salaries, and tips; dividends and interest; gain from the sale of property and investments; rents; pension and social security payments; gifts of cash; inheritances of cash and life insurance payments; government assistance program payments; and gaming winnings all count as income and would be added to cumulative lifetime income. 

Below is an example of the rate table for single individuals that would be used for such a cumulative lifetime income tax.

	Cumulative Income or Age
	 Tax Rate
	Cumulative

Charity Gift Exemption
	Yearly Family Gift Exemption Per Individual/

Maximum

	  <= $150,000 and < 30 years old 
	0
	$15,000
	$5,000/$20,000

	     $150,001 to    $250,000
	10
	$25,000
	$7,500/$30,000

	     $250,001 to    $500,000
	15
	$50,000
	$10,000/$40,000

	     $500,001 to  $1,000,000
	20
	$100,000
	$12,500/$50,000

	   $1,000,001 to $10,000,000
	25
	$1,000,000
	$15,000/$60,000

	  $10,000,001 to $50,000,000
	30
	15% of yearly income
	$17,500/$70,000

	> $50,000,000
	35
	20% of yearly income
	$20,000/$80,000


Everyone would be born with an initial amount of income that would be exempt from tax, as an example the table shows $150,000.  Every person could receive $150,000 in income before they hit the first income tax rate.  In order to encourage work this allowance must be used by some age, for example, 30.

Over time, as a person’s lifetime income increases, they will be subject to higher and higher tax rates.  The exception to this would be after the defined age of retirement, for example, 68.  At age 68 your tax rate falls to the rate just below what you were paying prior to your current rate until your cumulative lifetime income exceeds $10,000,000 in which case your rate will be based upon the table.

Married couples combine their incomes and use a table where all the amounts are doubled.  This encourages marriage since a couple can earn up to $300,000 before they owe income tax, regardless of which spouse earns the income.  Stay at home spouses would not be penalized.  For married couples the initial exclusion cutoff age of 30 and the retirement age of 68 are compared to their average age.

Divorce is discouraged since spouses will leave the marriage with all the combined cumulative lifetime income assigned to both of them.  In other words, neither spouse can see a tax rate reduction as the result of a divorce.  

Bankruptcy would return a person to the 10 percent rate at the start of the 10 percent income range, not the zero rate.

If only every investment was a winner, but sometimes you have to sell at a loss.  Under this plan realized losses do not offset current income for tax purposes, instead they reduce your cumulative lifetime income amount for the purpose of determining the applicable income tax rate.  Intentionally selling at a loss, for example, by selling at less than market price, does not allow for a reduction in one’s cumulative lifetime income.  For example, a parent selling a home to a child for less than the market price would only be permitted the difference between the cost basis and the market price when figuring the loss the parent may use to reduce their cumulative lifetime income.

To encourage charity you may exclude income from both your cumulative lifetime income and your current year income, for the purpose of figuring tax owed, by giving away cash to an approved charity up to the cumulative allowance at each cumulative income tax range, or gifting cash to an approved set of relatives up to the yearly allowance at each cumulative income tax range.  Your relatives may exclude this income from figuring their current year’s tax owed, but will have to add the gift to their lifetime cumulative income.  Gifts of property would be allowed, but subject to appraised value being used when determining compliance with the allowance.  Gifts in excess of the allowances would not reduce current taxes, but would reduce cumulative lifetime income.

Savings plans, like IRAs, 529s, Medical Savings Accounts, and personal Social Security accounts would be funded with before tax money.  It would grow exempt from taxation until withdrawn for retirement or other permitted use, but contributions and any income in the plan(s) would continue to be added to your cumulative lifetime income for purposes of determining your tax rate and hence the rate that would be applied when money is withdrawn from the plan.

To encourage home ownership money used to purchase a primary residence would always be exempt from taxation up to $150,000 single, $300,000 married, but again, would count, for tax rate determination purposes, towards your cumulative lifetime income.  This is in lieu of the deduction for mortgage interest.  As an example, a $200,000 home, purchased with 10 percent down would permit an individual or couple to exempt up to $20,000 (the down payment) plus any principal payments made in the same year from that year’s income when calculating income tax owed.  If the full exemption cannot be used because it exceeds current income the remaining exemption can be carried forward to future years to apply to future income.

To promote the national defense, income earned during active service in the military is never counted towards your cumulative lifetime income and not subject to income tax.

All amounts would be indexed periodically for inflation and ages adjusted to reflect changes in life expectancy.

No other deductions, allowances, or exemptions would be allowed.  If you live in a high tax state I feel your pain.

Property in any quantity and at any time, including at death, can be given to another individual without tax consequence.  The cost basis of the property transfers with it.  When it is sold the capital gain will be added to the owner’s cumulative lifetime income and may, as a consequence, affect the rate on which income tax on the gain must be paid.
Corporate income taxes would be eliminated.

To transition to this new way of figuring taxes all trusts will have to be dissolved and distribute their assets to their beneficiaries.  Distributed cash would immediately be counted towards an individual recipient’s lifetime cumulative earnings.  Other assets will have to have a cost basis established for them.

Fortunately income tax and Social Security records should be useful in calculating most lifetime cumulative incomes.  People under age 30 should receive a prorated portion of the exemption of income at the zero tax rate.

Once we begin to think outside the fiscal box it becomes possible to develop a tax code that is easier to apply consistently, and I hope you will agree, is simpler and fairer, whatever your definition of fair may be.
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