Market based Policy for collecting Tax Revenues.

Let us face it: our tax system is a mess. The system is so complicated that most people are not able to prepare their tax return without assistance. The IRS does not offer useful help. 

Political campaigns are trying to tap into the deeply felt frustrations about the system. They offer solutions that are no solutions at all. Taxing higher incomes only, have a populist appeal, but it creates two serious problems, only one of which is commonly mentioned, namely the reduction of incentive to create wealth. The other, in my mind much more corrosive effect is that an increasing portion of the population, by being isolated from the financial responsibility of contributing to the success of society, becomes parasitic in its outlook and behavior. 

The other options of either flat tax, or consumption tax have not become politically attractive, at least not yet. 

The current system, apart from its complexity does not appear to convey a sense that is either particularly fair, or sufficiently wise in terms of encouraging productive economic activity. 

I am no expert on taxes. I cannot even prepare my own returns without professional help. In terms of offering an objective analysis of the present tax system and suggestions to improve it, I cannot offer professional expertise. Instead, I will offer my common sense, sharpened by my many years of experience as a breadwinner, investor and most of all, a taxpayer. 

I will only deal here with the methods and rates to raise tax revenues and will leave the subject of various exemption and credits alone. This will allow me to finesse a very large portion of the tax code, where my knowledge is incomplete and superficial at best. I also believe that exemptions and tax credits are byproducts of a complex revenue raising process. To the extent that this complexity makes taxes appear less than fair and equitable, various exemptions and credits become almost inevitable. Exemptions and credits are also the greatest source of complexity in the tax code.  

In terms of methods of raising tax revenues, there are only two subjects for me to discuss: the range of taxable activities and the appropriate rate of taxation for all these activities. 

Tax revenue is derived from taxing economic activity. This is as obvious as Willie Sutton’s answer to why he robs bank. That is where the money is. Our current tax policy however, does not tax all economic activities uniformly and consistently.  

All economic activities can be broadly classified into 3 main categories: acquisition, holding and disposition of assets. This classification roughly corresponds to IRS definitions. But this not the basis to levy taxes at least not at Federal level. The Federal Government derives a large portion of its revenues from economic activities that can be broadly described as acquisition. These are income tax, corporate tax (only profitable corporations pay tax) and dividend tax. The other large source of tax revenue is derived from asset disposition, which is collected when profitable investments are sold. Consumption at Federal level is by and large tax free with some exception like gasoline. Holding of assets is not taxable at federal level. When we include state and local taxes too we find that the taxation is more evenly distributed among all three categories, as all states/ local authorities levy a tax on holding a particular type of asset, real estate. Finally, there the inheritance tax which is basically a wealth tax.

The complexity of tax system has evolved from the point when it stopped being just a tool to raise revenues and became a tool to move society towards various goals deemed to be desirable.  The result was an increasingly complex and unwieldy system as differentiation between what was considered desirable and undesirable goals has invariably pitted one interest group against another. The inevitable political compromise was either in the form of various tax breaks and exemptions, or a lower tax rate for certain activities, or groups. This pleased the beneficiaries, but created incentives for others not included, to push for other special considerations that they can benefit from. Of course the Government still needed to raise revenues, so not all special interests had their way. 

In terms of range of taxable activities I think they should mirror the three basic types of economic activities, namely acquisition, holding and disposition. In a sense they already do, but not in consistent and effective manner.

Tax rates evolved over a very long period of time as part of a complex and largely political process. The ideal view is that they represent a near perfect compromise between the needs of Government to raise revenue and a fair distribution of burden among the population. Another view gives less credit for fairness and benevolence to those who helped to create the system. This view may be best described as cynical. 

The cynical view is that tax rates reflect the ease of collecting taxes. The easier to collect the taxes and the less resistance to collection there is, the higher the tax rate. To illustrate this point let us look at various taxes and tax rates and look and the potential resistance encountered in collecting them.

Income tax - at the maximum rate - is the second highest of all tax rates. Collection of income tax by withholding encounters relatively little resistance, as the taxpayer is never in possession of the money. There is one tax rate, which is even higher, is the inheritance tax. This is even less resistance to collect it, because the person who acquired the wealth is no longer around to protect it and the recipient in many cases considers, whatever he/she gets as a windfall.

The sales tax is typically at a lower rate than income tax. This, I believe is because the taxpayer has more control over paying sales tax compared to the income tax. While paying this tax is linked to a particular purchasing decision this purchasing decision is not greatly effected by the tax component, as long as the tax rate is low. If it becomes high, it may contribute to the postponement, or even elimination of the purchase. 

However the most telling example is tax on accumulated wealth. When wealth is in liquid assets, stocks, bonds and cash, it can be held tax-free. The simplest explanation is that if it were taxed it could easily find a friendlier venue and would flee the country. This certainly does not apply in two cases, when the taxpayer’s assets are in real estate, or when he is dead. He, or his assets cannot flee, so a wealth tax is levied in both cases. 

Tax systems were initially designed to simply raise revenue to operate the Government. In the last several decades, we have placed significant other demands on the tax policy. In this process of becoming a tool to achieve various economic, political and social objectives, it has become the monster that it is today. I am proposing to reform the tax system not just by proposing certain changes, but also by thinking differently about the Government and the tax policy to finance it. I would like to call this approach Market Based Tax Policy

The fundamental concept of the Market Based Tax Policy is a very simple one. The Government is merely an organization that provides services to its citizens. It is paying for these services by taxing its citizens. I think, tax rates should reflect the value of services received from the Government by the beneficiaries. 

The most important service the Government provides and it is uniquely suited for, is a free democratic society safeguarded internally by an honest and capable executive, legislative, and judicial branch and protected by an efficient and effective national defense establishment. Every resident of this country benefits from this service, so I think everybody should pay taxes. Social and individual circumstances may require that some people should be given economic help sometimes well in excess of the taxes they paid, but nevertheless I feel it is important that all people who have money, should pay taxes. People have money from two sources. Either they have an income, or they own assets. We are very diligent in tracking down and taxing all sources of income, but we make very little effort to extract tax contributions from holders of assets.

The second most important service that the Government provides is to protect the property and property rights of its citizens. In a Market Based Tax Policy beneficiaries of this protection are owners of property and financial assets and it stands to reason that their taxes should be proportional to the value of the assets they own. Property owners are assessed real estate taxes and thus pay for this service, but owners of financial assets get this service for free. This inequality may be corrected by levying a small tax on financial assets.

Finally, the Government is providing very significant protection to consumers. Many Government agencies and programs exist to protect consumers. Yet consumption is relatively lightly taxed and mostly at the State level.

 By distributing the tax burden more equitably, using Market Based principles to set the rates, a simpler and fairer tax system may be created. 

We need to get away from a tax system that at appears to tax most heavily those who are least likely to object and taxes some very rich people ridiculously lightly.

As an example, Warren Buffet who holds financial assets of the neighborhood $40 billion, only has – as far as I know – a personal tax liability on his approximately $100,000 annual salary – equivalent to an annual tax bill of less than $30,000. Now I have a tremendous respect for Warren Buffet and I invested in his company and I do not in any way hold him responsible for doing what is the optimum response to the current tax policy, but his situation is the most striking example of the inequity and inefficiency of the current system. 

Introducing a wealth tax at a very modest level of about 1% per year on individuals holding $1 million, or more in financial assets in taxable accounts would bring in annual revenue of at least $100 billion dollars. But some would say that we already tax wealth when we levy estate taxes. However, estate taxes are a very ineffective way of collecting taxes. It is ridiculously easy to avoid it and it provides no incentive to improve return on capital, which is what a well-designed wealth tax does. One should recognize that the wealth tax and the estate tax are essentially taxes on the same asset, so the total amount of wealth tax paid in the lifetime of a taxpayer, should be applied as partial or full payment of the estate tax liability.

 This revenue is probably sufficiently large to allow significant simplification of the tax system by replacing the current income tax with a flat tax, levied at a rate less than the current alternative minimum tax – which is effectively a flat tax at the 28% rate. Wealth tax, which is very easy to levy and as long as it is set at a low rate, is probably easy to collect, removes the main objection to flat tax, namely that it favors wealthy people and that does not bring in enough revenue unless it is set at a relatively high rate. This combination of flat tax and wealth tax replacing the current income tax would represent a major improvement, but further modification would still be needed. 

The reason for this is that at 25%, or even 20% rate of flat tax, a lot of low-income people would pay more in taxes than they pay currently. If we introduce a national sales tax based on our Market Based Tax principles, we can avoid this problem. A national sales tax set at a modest level of say, less than 5% could be justified based on the value that consumers receive from the Government. If we accept this concept, we can further reduce the flat income tax rate to less than 20 % and set a higher income threshold for applying it, say $35,000 to $40,000. This would guarantee that nobody except some very rich people who currently pay taxes at a very low effective rate would pay more than they are currently paying. Also, by making everybody a taxpayer, we avoid separating our country into taxpayers and dependents. 

Now some words of caveat, I am not a tax or budget expert. I am merely suggesting basic principles, which, in my view would make the system simpler and fairer. I did not attempt to deal with complexities created by classifying income into various categories, like ordinary income, corporate profit, capital gain, all taxed at different rates. Also the whole issue of payroll taxes and Social Security benefits are left untouched.  People, more knowledgeable about taxation than me should look at these aspect, look at the numbers to see that they can add up to a coherent and consistent system. I suspect that I may be off, but not sufficiently to challenge the validity of my proposals.

Secondly, these ideas represent the most radical re-writing of the tax code, probably since the introduction of income tax. Assuming that they are embraced, and that is a big assumption, their implementation would be a Herculean task in the political and legislative arena. 

Thirdly, this concept will only work if it is used as a genuine tax reform and not a back-door way to raise taxes. If the latter were to be the case, we would be worse off than we currently are.
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