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Most of us would agree that the income tax system is too complex and there is a need for some real reform.  No reform proposal is likely to have any lasting impact, however, unless the main reason for the current complexity are acknowledged and dealt with, namely, that the tax system is used as a tool to accomplish too many ends.  We have made numerous passes at “reform” and none has had any real lasting impact precisely because we have declined to address that cause  and to respect the limitations which they suggest.

The primary reasons for income tax code complexity.

It is a gross oversimplification to suggest that the purpose of the tax  system is to raise revenue, even though that is clearly it’s most important purpose.  The tax system is also used to accomplish other ends, including the following:  to encourage or discourage spending in certain ways; to encourage investment in certain kinds of businesses or business activities; to help control the money supply; to provide special breaks or advantages to certain groups (e.g., “special interests” or “special needs”; and I am not here suggesting that this is nefarious in all circumstances).  The foregoing is not necessarily a complete list.  It is clear that one “system” cannot effectively do so many different things at the same time and still be simple.  Think of the tax system as a Swiss army knife.  A tool that serves a lot of purposes just can’t be as simple as one that serves only a single purpose.  The thing is, we don’t need a Swiss army knife.  We don’t need to try to make one system do everything.

The propensity to use a tax system for a variety of non-revenue purposes is a vulnerability of any tax structure.  Given that fact, there is little to be gained in abandoning  the income tax in favor of another approach, such as a consumption tax.  I don’t suggest that the income tax is the best, or that, were we starting from scratch, we wouldn’t prefer something else.  We might prefer something else.  But we won’t be starting from scratch,  we have a long history or working with the income tax and no other system offers any better promise to be or stay simple.  We understand  the income tax conceptually and there is a vast body of law that has developed around it.  Starting over would entail a tremendous cost to Government, to industry and to individuals, in education, new systems, compliance, etc. and the benefits cannot be demonstrated to be worthwhile, even in the long run.  Unless and until the benefits of changing from an income tax system become reasonably certain, revising the income tax makes the most sense.

Some New Frameworks for Reform

I propose altering some of the frameworks within which our current income tax  is structured.

1.  Our current system is based on a framework of applying a tax rate structure to a single “taxable income” figure of a taxpayer.  Our tax system reflects a value that all income is not “equal.”  We view earned income differently from income from passive investments and capital gains yet differently from the other two categories.  Yet we insist on applying a tax rate to one aggregated “taxable income.”  To marry the two inconsistencies, we add complexity to “adjust” the various types of income (e.g., the capital gains) to be aggregated, or disaggregate them through alternative mechanisms for computing the tax.  I have abandoned the framework of  one taxable income figure, and allow the computation of several taxes in, e.g., a column format, so that each type of income may be treated as policy dictates.  In using that approach, some complexity is eliminated without any loss of policy infusion.

2.  Our current system is based on a framework that treats corporations in a way that discourages distribution of profits to investors.  While this framework is a logical one, it is not the only logical framework and is not required by sound tax policy.  Complexity has been incorporated into the tax law to maintain the integrity of this framework, while its benefits have not been altogether clear.  An equally logical framework is proposed which accepts that business net profits distributed to investors ought not be taxed twice regardless of the legal structure chosen for operation of the business. 

3.  Our current system is based on a framework of impacting social and economic behavior through spending-side tax incentives.  In a free society with a market economy, the market and non-tax incentives will adequately guide spending, and the Government should not be engaged in attempts to influence spending via the income tax.  That point is essential to the accomplishment of tax simplicity.  In the absence of this framework, any efforts to simplify the tax system will shortly surrender to new political ideas which can be promoted through the tax  stimulus or constraint, and all efforts to simplify will be for nothing.  The Advisory Panel asked that suggestions continue to recognize the importance of home ownership and charity.  That request underscores the political difficulty in achieving real reform.  Everyone wants the system simpler, but no one wants to give up the advantages and privileges historically enjoyed.  My “compromise” is that, at least in looking at individual (as opposed to business) income taxes, we ignore to the greatest extent possible how taxpayers spend their money.  A lot can still be accomplished by looking only at how different kinds of income is treated.

With respect to the president’s desire to continue to recognize the importance of home ownership, any of the past or current schemes for deferring or exempting income from the sale of a personal residence will serve to favor home ownership.  The real estate industry is sufficiently developed so as not to need the additional stimulation or subsidy of a home mortgage interest deduction.  Some might argue that there has been over stimulation resulting in a regressive result (the wealthy are buying more expensive homes and the not-so-wealthy are struggling to buy one at all).

While charity is important from a social standpoint, I disagree that it ought to be bought, or subsidized, through income tax deductions. 

Specific Reform Proposals

With the above frameworks in mind, I suggest the following basic reforms as a starting point:

Business Reforms:

1.  Public companies should compute their income for tax purposes on the same basis as reported for public reporting purposes.  Public companies currently report as much income as permitted for public reporting purposes so they can look attractive to the investing public, and as little taxable income as permitted for tax reporting purposes.  Two sets of books are maintained and every transaction has  an impact for financial reporting purposes which may be quite different from its tax accounting impact. A single set of books will provide simplicity and force companies to balance the benefits and costs of reporting economic success or failure and more likely yield an appropriate picture of the corporation’s finances.

2.  Corporations should receive a deduction for dividends paid. Corporate wealth is often squandered or otherwise destroyed before it can be distributed to shareholders.  Complexity is also added to the tax laws by rules intended to prevent avoiding the double tax.  Eliminating the double tax through a dividends paid deduction would reduce some complexity, reduce certain compliance costs, and move more wealth to the investing shareholders that enabled the wealth’s creation.  Although the double tax does have logical in light of the recognized difference in business structures, it is not necessary.  The tax code does, but need not, treat business income differently based on the form of the organization.  Enormous complexity is removed when that framework is changed.

3.  As an alternative approach to the plethora of credits, accelerated cost recovery methods and other “special incentives” inserted into the code to promote certain business activities and protect certain industries, an additional business reform should be considered.  The incorporation of various incentives add complexity to the tax code, frequently without any transparency of purpose.  Ignoring those “special incentives” that benefit only particular political beneficiaries and contribute little, if anything, to our economy, some of those incentives may be a legitimate recognition that not all business net income “is created equal” and therefore ought not be treated identically as the current system does.  For example, a net income of $500,000 may look like a very good number or a very bad number for a business’s net income.  It depends on several factors; for example: What were the businesses gross receipts?  What were its labor costs?  What was its investment in property, plant and equipment?  Assume company A and company B both had net incomes of $500,000.  Under the current tax system, they would be taxed equally.   But if company A had gross receipts of $750,000 and company B had gross receipts of $1 billion, the picture immediately looks different.  The disparity in performance can be a result of the different natures of the business and industries the two companies are in and/or the level of financial efficiency of the business itself.  The tax code ought not be concerned with the latter, but the former may be a legitimate basis for different treatment.  An alternative approach would be to eliminate the special credits, deductions, exclusions, etc., and provide a set of tax rates based on industry norms of financial performance.  For example, an industry deemed valuable to the economy but which must devote a high percentage of revenues to factors of production (i.e., a low margin business), might have a lower and flatter tax rate structure applied to it than an industry with high margins.

Individual income taxes.

1.  As explained above, additional simplicity can be achieved by recognizing that different types of income may be taxed at different rates and need not be aggregated.  Rather than aggregating all types of income, the following income should remain separate: (a) employment wages; (b) income from business activities in which the taxpayer is active and materially participates; (c) investment income; and (d) property transactions.

2.  Interest and dividend income would be offset by interest expense, as the tax code ought to be neutral in how people choose to finance their purchases and investments.  If someone has $X in the bank (or in any other liquid income-producing investment), the government ought be indifferent to whether one liquidates their investment (e.g., withdraws money) to make the purchase, uses debt, or uses a combination of each.  Those decisions make a big difference on the relative amounts of interest income (which is taxable) and interest expense (which generally is not deductible), however.  An excess of interest expense would not result in any deduction or offset against any other income type.

3.  From the different categories of gross income, a threshold exemption amount would be applicable, below which income level, no taxpayer would owe any tax.  For example, $7,500 for each spouse living in same household and $5,000 for each child up to “X” (e.g., 3) children.  The exemption would be applied to the income categories in a specified order, for example, first to wages, to the extent thereof, then to income from business activities, to the extent thereof, then to investment income, and then to property transactions.  A family of 4 (father, mother and two children) with annual income of $25,000 or less would pay no tax.  The exemption threshold could be adjusted annually to reflect changes in the consumer price index and other factors.

4.  Current adjustments allowed in computing adjusted gross income under the current system would be reviewed.  Those which address un-reimbursed business expenses and otherwise “normalize” the income of those who pay for certain items which others receive tax-free from their employers, should be allowed.  No “itemized deductions” would be allowed, as the tax system should not be concerned with personal spending choices.

5.  A separate net income would be computed for each income category and tax rates applicable to each category of income (which could, but need not, be different from each other in both absolute level and degree of progressiveness) would be applied.  I think that the tax rates applicable under this method would be substantially lower than current rates as the base incomes would be higher.  The specific rates and rate breakpoints can only be suggested after a detailed statistical study of the income makeup of the tax base.

The above recommendations represent a starting point for income tax reform, based on the most significant causes of complexity and some perceived inequities.  These proposals anticipate a certain amount of adjustment from time to time in certain places (e.g., the amount of exemptions, the various applicable rate structures, the categorization of income and the allocation of variable rate structures by business industry, etc.).  The ultimate viability of the proposals as enduring reform, however, depends on the willingness of lawmakers not to overstep the intended points of adjustment by adding exceptions, additional deductions, etc.  That dependence, whether or not acknowledged, is applicable to any reform proposal and will do any reform efforts if it is not respected.

Respectfully submitted,

Mark Bernsley, J.D./M.B.A.
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