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For all taxpayers, young and old,
May we all be more economically educated citizens.
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Preface

In the song “Taxman,” the Beatles tell us that anything can be taxed. Politicians are proving them correct, as we will see in our journey. Ben Franklin compared taxes to death. Nations have been born over taxation, as the battle cry, “No taxation without representation” rang out across a collection of colonies. President Reagan quipped that anything that moves should be taxed. As early as the Egyptian pharaohs, taxes or tributes were being paid to governments. Our journey into this world of taxation will begin from the beginning and end looking into a crystal ball of the future.

Regardless of the economic, political, or social systems and norms, every country around the world has taxes. Democratic countries have taxes. Communist countries have taxes. Developed countries have taxes. Developing countries have taxes. Taxes are one of the inescapable facts of life. We will all pay taxes. The one separator is that we do not all have the same voice in determining how tax revenues are spent. As we will learn later, all taxes have a few things in common, regardless of their country of origin. With a few exceptions, our focus on taxation will be contained to the taxes that impact us here in the United States.

In the introduction, we will begin our journey with a look at the past. The introduction is a brief history of taxation. Kings, queens, presidents, prime ministers, kingdoms, and nations have been collecting taxes, spending taxes, and making tax policy dating back to the biblical Egyptians, Romans, and Greeks.

Our history lesson of taxation continues with a timeline chronology elaborating on taxation’s history in more detail. In the chronology, you will get a feel for the depth of taxation’s impact on the life of your ancestors, as well as those major events that impact your life today.

Chapter 1 begins our journey into the world of taxation. In this chapter, we will discuss the core principles behind taxation. We will explore the “what,” “why,” and “how” of taxes. We will conclude our broad view of taxation in chapter 2, when we go beyond the core principles and add the economics basics behind taxation. Between chapters 1 and 2, we will look at the general principles and concepts to apply economics to our world of taxes.

In chapter 3, we will focus in on the foundations of a tax. Every tax on the planet is built on three parts: tax base, tax rate, and tax structure. We will drill down in each of those so that you will be able to break down and analyze any tax in your life.

Contrary to what you might have heard about taxes, there is such a thing as a “good” tax. In chapter 4, we will explore what criteria a tax has to meet to be considered “good.” We will also see why it is difficult for a tax to be a “good” tax.

Chapter 5 begins our journey into taxation in the United States. You will be introduced to taxation and tax policy impacts and how taxation is impacted by the way the different parts of our economy interact with each other. In this chapter, we will take the thirty-thousand-foot view of an economy and taxation’s impact on families, businesses (domestic and foreign), financial centers such as banks and credit unions, and—of course—governments.

You will also be introduced to the branches of government and the prime agency responsible for collecting taxes and upholding the tax laws, determining tax policy, and interpreting the rules and the laws pertaining to taxes. This chapter briefly introduces the stars of chapters 6, 7, 8, and 9. Their influence on taxation in the United States is so significant that they needed their own chapters.

The star of chapter 6 is the most popular government agency associated with taxes, the Internal Revenue Service (IRS). In the United States, if you mention taxes to someone, the IRS is most likely their next thought. Letters from the IRS are arguably the most dreaded letters received. The IRS does, however, perform the valuable service of providing a consistent tax code and model of tax collection. You will also be introduced to a few of the more common tax forms used for individual tax returns. If you have a part-time job, you may have already been exposed to several of these.

In chapters 7, 8, and 9, we will take an in-depth view of how the three branches of government impact taxation policies individually and interdependently. Our system of checks and balances ensures, as much as possible, that our taxes are collected and spent fairly, according to our laws and regulations. Congress (chapter 6); the president (chapter 7); and our court system, specifically our federal court system and the Supreme Court (chapter 8), each have an important role in determining the composition, implementation, purpose, and fairness of our tax system.

No topic is without controversy. Taxes are no different. Whether it is how taxes are collected or spent or what is taxed, controversy always has been and will be part of the taxation conversation. In chapter 10, we will survey some of those controversies from both the past and the present.

In our final chapter, chapter 11, we will introduce you to some of the economists and two U.S. presidents who had a significant impact on taxation policies during their time and whose influence has carried on to today.

We began our journey looking behind us at the history of taxation. It is only fitting that we conclude our journey with a crystal ball, peering out into the future. In the conclusion, we will ponder the future of taxation, potential new taxes, and the impacts of taxes on different cultures and income levels. We will finish by wondering how today’s current events and way of life will impact future taxation policies in your future, and we’ll make a few predictions.

One thing is certain. Your future will include taxes. Our goal for this journey is to better prepare you for your future life as a consumer, producer, and saver, by helping you become an economically literate citizen.
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Introduction: History of Taxation

In some form, taxation occurs in virtually every aspect of our daily lives. As a student, you may be going to a public high school, college, or university. If your school is private, you may take public transportation or drive on public roads to get to and from school. Getting ready for school, you took a shower and brushed your teeth with water from a public water utility company. Each of these examples of public goods and services is paid for with taxes. Taxes make public goods and services available.

Taxes did not begin in the United States. They did not even begin in Europe. Taxes or some form of payment to a government has been going on since almost the beginning of humans gathering together in tribes, villages, towns, and cities. The oldest taxes recorded were imposed and levied three thousand years ago by China and its military.

In the Bible, one of Jesus’s disciples, Matthew, was a tax collector. He collected taxes for the emperor and the Roman Empire. Even before the Roman Empire, taxes or tributes were paid to pharaohs, kings, and queens.

As we begin our journey, let us first take a look at the ancient world history of taxation.

ORIGIN OF “TAX”

The word “tax” is derived from the Latin word taxare, meaning to assess. Another word used in the English language along with “tax” was an old French word, “task.” “Task” was used to note assessing labor, while “tax” meant money. Another word that became common to denote a tax was “duty.” We often see this word used in lieu of the word “tariff,” which is a tax on imported goods and commodities.

Egypt

We will begin our story in ancient Egypt with the pharaohs. The early tax collectors in Egypt were called scribes, and they collected what was called a tribute (some form of payment to the house of the pharaoh). The tribute could be collected on anything, such as wheat. In the Bible’s book of Genesis, farmers had to give the pharaoh one-fifth of their crops.1

The scribes not only collected the tribute (taxes) but also served as ancient IRS agents, conducting household audits to be sure that the citizens were adhering to the tax laws. Possibly the first act of tax avoidance was when Egyptians avoided the tax on cooking oil by recycling the oil they had.

Greece

Greece was a nation that had lots of wars. As a result, they needed to finance those wars, and they did so with taxes. Their tax was known as an eisphora. One unique feature of the early Greek tax system was their ability to cancel a tax once the war was over, when the tax money was not needed. In fact, if they collected too much tax money, they would return the surplus funds back to the citizens.

Another tax the Greeks imposed was a tax on visitors to Athens, known as the metoikion. Foreigners who did not have two parents from Athens were charged a poll tax (unit tax). Men were charged one drachma (Greek currency) and women, one-half drachma.

Roman Empire

The Roman Empire was the first of the earliest civilizations to impose a tax (custom duty or tariff) on both imports to the empire and exports from the empire. These were known as portoria. Roman emperors also instituted an inheritance tax to support the military (Emperor Caesar Augustus) and a sales tax (Julius Caesar).

Among the Roman emperors, Caesar Augustus was considered the most perceptive at tax strategy. Besides the inheritance tax, he eliminated tax collection at the national level and passed the responsibility down to the cities. Matthew, the biblical tax collector under Caesar Augustus, was a local government tax collector for Rome. Julius Caesar’s sales tax was highest on slaves (4 percent). It was 1 percent for buying other goods and services.

The Church, Mosque, and Synagogue

As the Roman Empire began to fall, the power, influence, and “taxes” of the people shifted to religious institutions. Both the Bible and Qu’ran make reference to a religious tribute, or tax. The Christians were imposed an in-kind “tithe” of one-tenth of their production. An “Islamic tax,” known as khum, was one-twentieth of their production. In the eleventh century, Indian Islamic leaders imposed a jizya. Hindus and Buddhists also received in-kind tributes of time and talents. There are also records of Aztecs and Mayans in Latin America having a form of taxation.

Feudal Europe

In feudal Europe, the two main forms of wealth were land and labor. Labor was used as currency in the form of military service. The wealth of a feudal lord was measured by the size of his land holdings. During the ninth and tenth centuries, the Vikings demanded money instead of land. They also demanded silver in lieu of destroying both Paris and London. The Vikings and their reign of terror finally ended in England, but taxes did not.

The Monarchs of Europe

As monarchies and the age of imperialism grew throughout Europe, so did their need for cash—that is, taxes. Throughout Europe, towns, cities, and nations taxed their citizens for cash to support their armies and navies to protect themselves. Kings and queens of Europe needed cash to explore new lands during the economic period of mercantilism and age of exploration.

In Spain and Portugal, explorers, such as Christopher Columbus, Juan Pizarro, and Hernando de Soto, had discovered new lands across the Atlantic. To colonize them, these countries wanted gold, and lots of it. Gold could be easily transported to the New World across the Atlantic. Exploration to the East led Italy to tax trade from their new trade routes to China and India. Likewise, both France and Great Britain were exploring and financing commercial ventures in Africa as well as Asia and the New World.

A major downside during this period was the continued reliance on human bondage as a form of trade and taxation. The slave trade between Africa, Great Britain, and the new Americas grew in importance, as the new imperial colonies of Great Britain gained economic importance to their domestic economies.

The Times Are Changing

In 1776, a University of Glasgow professor, Adam Smith, published An Inquiry Into the Nature and Causes of the Wealth of Nations, and the world order began to change once again. As the world changed, so did tax structures and the need for taxes that, by now, were firmly entrenched in virtually all societies.

As Smith’s ideas of division of labor, specialization, and wealth accumulation took hold, the powers of monarchs began to decline. The period of mercantilism and the age of exploration were being replaced by capitalism and the importance of individual wealth, not mercantalistic national wealth.

France

The French Revolution, 1789 to 1799, had its origins in the resentment of taxes by the French citizens. Napoleon restructured the French tax system. He created a more centralized system, with private citizens, not government agents, as tax collectors. He essentially paid them a commission on the taxes they collected on behalf of the French government.

Great Britain

Taxes in the future United States have their ancestry in Great Britain. In 1066, after the invasion of England by the Normans, William the Conqueror commissioned the Domesday Book, a land survey assessment of the kingdom’s land value for tax purposes. Known as Danegald, early records of property taxes were kept by Saxon kings following the fall of Rome. An early independent English government also collected tariffs.

During the fourteenth and fifteenth centuries, taxes in England were both oppressive and very progressive. Oppressive tax policies by Prince Edward, known as the Black Prince, were a factor in the Hundred Years’ War. The Duke of Lancaster, John of Gaunt, imposed a poll tax in 1377 that was 520 times higher than the same tax on common English people. That is a progressive tax! Early progressive taxes in England included income tax on the wealthy, clergy, and politicians, and merchants were charged a tax on the goods they sold, while the poor did not pay any taxes.

In 1629, King Charles I argued with Parliament over which political office had the power to tax its citizens. The king’s position was that he had the right to tax British citizens based on their ability to pay, which led to the early progressive tax policies. On the other side, in 1643, Parliament passed excise taxes on foodstuffs to support the British army.

Opposite the progressive taxes of King Charles I, Parliament’s excise taxes were regressive (you will learn more about tax structures in chapter 3). They placed a heavy tax and economic burden on the poor. Many riots broke out, as the poor could no longer afford to buy food such as wheat, and starvation resulted in many rural areas of Britain, and a civil war ensued.

Early in the nineteenth century, Britain adopted an income tax. Again, this early income tax was adopted to finance a war—this time against Napoleon. Like earlier taxes, it was repealed in 1815 following the Battle of Waterloo.

The income tax has been at the forefront of British politics ever since. In 1841, Sir Robert Peel, campaigning for prime minister, opposed the income tax, but he imposed it as prime minister. He did reduce tariffs as a trade-off. Again in 1871, the candidates (Gladstone and Disraeli) opposed the income tax, but Disraeli, as the new prime minister, kept it.

The Thirteen Colonies

As a holding of Great Britain, the thirteen colonies were not allowed to trade with anyone but Great Britain. British Parliament also viewed the colonies as a rich revenue source. In 1764, the Molasses Act was revised and renamed the Sugar Act. The new Sugar Act included not only import taxes on molasses but also sugar and wine, along with other imported commodities. In 1765, the Stamp Act was initiated to increase revenues to the British Crown. The Stamp Act taxed newspapers and other documents in the colonies.

Students of U.S. history are familiar with the colonies’ citizens’ battle cry, “No taxation without representation.” The British Parliament was taxing the colonies, but the colonies were not represented in Parliament to voice their side of tax issues. In 1767, Parliament again imposed a tax on the colonies. This time, they taxed household essentials, such as paint, glass, paper, and tea.

While Parliament eventually repealed most of the taxes, it kept the tax on tea with the Tea Act in 1773. The Boston Tea Party, in protest of the Tea Act, was representative of the colonists’ frustration with the mother country. To punish the colonists, King George III imposed the Coercive Acts (known in the colonies as the Intolerable Acts). While there was no direct tax from the Coercive Acts, this action is considered the one that led to the Declaration of Independence, the Revolutionary War, and a new young independent nation.

A New Nation Is Born—The United States of America

With the end of the Revolutionary War, a new nation was born, and there was an immediate need to fund the new national government. In the beginning of its existence, the young nation was a confederate nation and not a federal nation. This presented many problems regarding taxation policies and funding governments. Only following ratification of the U.S. Constitution did the United States of America emerge as one nation.

Early on, import taxes were the main source of government revenue. New forms of taxation were also beginning to be initiated. Rebellions against new taxes are not new. With these new taxes came rebellions.

In 1791, the first secretary of the treasury, Alexander Hamilton, imposed an excise tax. Considered the first citizen uprising against taxes, known as the Whiskey Rebellion, west Allegheny settlers rebelled against the tax. In 1798, Congress imposed a federal property tax to expand the army and navy. The “Fries Rebellion,” named after its leader, John Fries, followed against this new tax.

During the War of 1812, Congress imposed the first federal income tax. The tax was passed in 1814 but was never implemented, as the war ended in 1815. Congress attempted another income tax when it passed the Tax Act of 1861. As before, it was not implemented.

In 1862, President Lincoln signed the Tax Act of 1862 to finance the Civil War. Compliance was voluntary, so not many people paid the tax. In 1864, Congress passed another tax act (Tax Act of 1864). Again, it was for additional financial support of the Civil War. As with past income taxes, these initiatives had a progressive tax structure. The tax included three tax rates, ranging from 5 to 7.5 to 10 percent. After the Civil War, the act was changed to a flat 5 percent rate (proportional tax structure) with a $1,000 exemption.2 Several attempts to make the tax permanent failed. It was finally repealed in 1872.

With the demise of the income tax, an import tariff tax was imposed in 1872. Tariffs became the primary source of revenue for the federal government. A federal income tax was not considered again till 1913, with the passage by Congress of the Sixteenth Amendment. This amendment gave Congress the authority to levy a tax on income from any source. Interestingly, the Sixteenth Amendment came about because the Supreme Court had earlier deemed the Tax Act of 1864 unconstitutional because it was a direct tax and not allowed by the Constitution.

Taxes in the Twentieth Century

The first major world event of the twentieth century, World War I, brought about changes in taxation by several different nations, most notably Great Britain. Its income tax ballooned during WWI from a reasonable 6 percent to a high of 30 percent in 1918.3 In addition, an Excess Profits Tax was imposed on those companies that profited from war-material production.

Great Britain’s post-war tax burden was seventeen times higher than it was at the beginning of the century. This burden, as others before, was not repealed. It was anticipated that the new government revenues would be used to provide expanded public services, including public housing. However, the new tax revenues were not sufficient to pay for all the new public services, so government debt also grew significantly. That is another story for another day.

The major economic event of the twentieth century was the Great Depression. During the 1930s, the world was in the midst of low productivity and high unemployment. In the United States, President Franklin Roosevelt was implementing his New Deal Plan. To fund his New Deal initiatives, the government borrowed in the present against its ability to repay through tax revenues in the future.

The philosophy behind President Roosevelt’s funding plan was John Maynard Keynes and his influential 1936 book, The General Theory of Employment, Interest, and Money. In short, his General Theory espouses that governments borrow when economies are weak and tax and save when economies are strong. President Roosevelt was following the Keynesian formula by borrowing during a weak economy.

Whether Roosevelt’s New Deal and borrowing against future tax revenues was successful has been a topic of debate ever since. Regardless, in many ways it is a moot point as the Japanese determined the United States’ next global involvement when it bombed Pearl Harbor in 1941 and brought the United States into World War II. In 1942, Congress passed the Revenue Act, once again bringing the income tax back into the U.S. tax structure.

A new set of beliefs and values on taxation was about to emerge in the United States. In the presence of World War II, the government launched its “taxes to beat the Axis” campaign, a reference to defeating Germany, Italy, and Japan. The campaign, including Disney clips starring Donald Duck, was successful. In 1944, when citizens were surveyed about the fairness of the tax, 90 percent agreed with it!4 It is fair to predict a survey today would not produce the same high percentage.

Following World War II and the defeat of the Axis powers, there was high enthusiasm for building (and rebuilding in Europe and Japan) a new economic order around the world. Obviously, this would take governments across the globe spending on public infrastructures. Even though the war was over, taxes and public expenditures continued at the same, or even greater, levels. In Great Britain, the public was demanding even more public services. They launched the National Health Service, which included new taxes to cover their costs.

Elsewhere in Europe, more public services (and more taxes) were being offered and demanded by citizens. In Scandinavian countries, the percentage of national expenditures devoted to public services of all kinds approached 50 percent. Many of the public programs paid for through taxation were designed to redistribute wealth more than to provide a public good or service. A new war, however, was on the horizon—a cold war.

The Cold War between the Soviet Union and the United States (and its Western allies) initiated a whole new set of public needs. It was a military defense of a new kind. This military defense included a nuclear arsenal. The military buildups around the world grew bigger, mightier, and more expensive. As the military arsenals, as public goods, became mightier and costlier, so too did the need for taxation and new tax revenues.

The world was evolving once again. The Cold War was ending; huge government debts had halted government expansions; and, philosophically, an economic world of capitalism was replacing the massive government programs of public services. Though taxes in the developed countries of the late twentieth century had not seen much movement, shifts to privatizing public services and redesigned tax structures (especially for corporations and the rich) was definitely in vogue. A global economy began to emerge.

With the emergence of the global economy, major corporations became global in their market reach. Tax policies on corporations became competitive between nations, as they attempted to lure corporate headquarters to their shores. Ireland, for example, lowered tax rates to as low as 12.5 percent compared to the U.S. corporate rate of 21 percent, which does not include additional state taxes.5

As the twentieth century came to a close, for all the rhetoric of a peace dividend and smaller governments, tax expenditures as a proportion of national wealth had not decreased but had actually increased. Between new wars and economic market involvements by the governments of developed nations, taxation and public expenditures remain on the rise. In developing nations, where public infrastructure is badly needed, taxation and tax revenues, however, remain minimal.

Taxes have been at the heart of virtually every major event in world history. It seems that every item on earth has at one time or another been subject to a tax. The truth is that taxes can be used for good or evil. They can be mistreated and used to punish, or they can be used for good in providing and creating a civilized society.6

NOTES

1. See the biblical story of Joseph in Genesis, Chapters 41 and 42.

2. “Lincoln Imposes First Federal Income Tax,” History.com, accessed August 6, 2018, https://www.history.com/this-day-in-history/lincoln-imposes-first-federal-income-tax.

3. “A Short History of Taxation,” New Internationalist, October 2, 2008, accessed August 10, 2018, https://newint.org/features/2008/10/01/tax-history.

4. “A Short History of Taxation,” New Internationalist, 2008.

5. “United States Corporate Tax Rate,” Trading Economics, accessed August 5, 2018, https://tradingeconomics.com/united-states/corporate-tax-rate.

6. Emer de Vattel, “Chapter IX: Of the Care of the Public Ways of Communication, and the Right of Toll.” In The Law of Nations, or, Principles of the Law of Nature, Applied to the Conduct and Affairs of Nations and Sovereigns, with Three Early Essays on the Origin and Nature of Natural Law and on Luxury. LF ed., (1797: Liberty Fund), accessed May 29, 2019, https://oll.libertyfund.org/titles/vattel-the-law-of-nations-lf-ed/simple#lfVattel_label_1433.


Chronology

In this world, nothing can be said to be certain, except death and taxes.

—Benjamin Franklin1

How many quotes, sayings, and phrases have used taxes as their subject? Probably the most famous was Benjamin Franklin’s quote above: “Nothing can be said to be certain, except death and taxes.” Mr. Franklin was right on both counts. The difference between the two is that taxes change. How one views taxes has been different throughout history. Death is still the same.

3,000 years ago

China’s record reports that taxes are collected to support the military.

Ancient Egypt

Tax collectors in ancient Egypt collect a tribute for the house of the pharaoh out of the farm growth of households.

Ancient Greece

Greek leaders tax citizens to finance wars returning monies they did not use. They also tax visitors.

Ancient Rome

The Roman Empire imposes several taxes, including a tariff on imports and exports, an inheritance tax, and a sales tax.

1000–1100

During Feudal Europe, Vikings demand money instead of taxing the land, the key measure of wealth by landowners. Rome continues to tax conquered lands.

1066

William the Conqueror commissions a survey on the value of English lands for the purpose of imposing taxes, known as the Domesday Book.2 English kings retain the property taxes created by William the Conqueror after the fall of Rome.

1200s

Indian Islamic leaders impose a tax on Hindus and Buddhists.

1377

The English Duke of Lancaster levies an additional poll tax on wealthier Englishmen, clergy, politicians, and merchants. It is the first progressive tax structure.

1600–1800

Mercantilism is the economic system of Europe. The age of exploration expands, as European nations expand exploration for new routes and new lands to acquire new resources (land, labor, commodities). Spain and Portugal lead the way, but England, France, and the Netherlands also participate. The “mother nations” of the newly acquired lands and resources view them as new sources of revenue. They impose new taxes to generate revenue.

1629

King Charles I and Parliament argue over who has the power to tax. King Charles I levies a progressive tax.

1643

British Parliament levies a regressive tax on food to support its army and navy. British government views the thirteen colonies as excellent sources of tax revenue, reducing domestic taxation.

1733

British Parliament passes the Molasses Act. The act taxes the new colonies on molasses at six pence per gallon.

1764

British Parliament renames the Molasses Act the Sugar Act (now known as the American Revenue Act). This new act imposes tariffs on not only molasses, but sugar, wine, and other imported commodities, such as tobacco.3

1765

The Stamp Act is passed and initiated to increase revenues specifically for the British Crown. The Stamp Act taxes newspapers and other documents in the colonies.4

1767

Parliament imposes another tax on the colonies. This time, they tax the colonies’ household essentials, such as paint, glass, paper, and tea.

1773

Parliament passes a tax on tea with the Tea Act. In response, a small group of tax protesters boarded a British ship in the middle of the night and dumped 342 chests of tea into Boston Harbor. It was seen as the first protest against the British for “no taxation without representation.”5

1774

King George III and Parliament pass the Coercive Acts, known as the Intolerable Acts by the colonists, to punish the colonists for the Boston Tea Party.

1776

Representatives of the thirteen British colonies, as their final protest against British taxation, sign the Declaration of Independence, creating the United States of America.

Adam Smith publishes An Inquiry into the Nature and Causes of the Wealth of Nations, which changes the way individuals and governments view the economy and the use of taxes in providing public goods.

1787

The U.S. Constitution is written during the Constitutional Convention in Philadelphia, replacing the Articles of Confederation.

1788

To promote ratification of the new Constitution The Federalist Papers publishes an essay on why the new federal government needs taxing power in the new Constitution. John Jay, Alexander Hamilton, and James Madison, all signers of the new Constitution and proponents of a strong central government, wrote the Papers.6

1789

The new U.S. Constitution is ratified the year before, and the new U.S. government begins. Article 1, Section 8 of the new Constitution states, “The Congress shall have Power to lay and collect Taxes, Duties, Imposts and Excises, to pay the Debts and provide for the common Defence and general Welfare of the United States; but all Duties, Imposts and Excises shall be uniform throughout the United States.”7

Congress creates the Department of Treasury, with Alexander Hamilton as the first secretary of treasury.

1789–1799

In Europe, one of the major reasons for the French Revolution is the high taxes imposed by the French government on its citizens. Napoleon creates a more centralized tax system and recruits private citizens to be tax collectors, paying them a commission on the amount of taxes they collect.

1791

Secretary of the Treasury Hamilton imposes an excise tax.

1794

The excise tax leads to the Whiskey Rebellion. In protest of the tax, Pennsylvania farmers burn down the houses of tax collectors. The rebellion ends with military action.

1798

Congress imposes a tax on property to support the army and navy in a war with France. Again there is rebellion. This time, the group is led by John Fries and is known as the Fries Rebellion.

1814

Congress imposes an income tax along with higher tariffs and excise taxes to support the military in the war against Great Britain (War of 1812). The income tax has a progressive tax structure but is not implemented, since the War ends in 1815.

1861

The Revenue Act of 1861 passes Congress and is signed by President Lincoln. This act creates the first income tax and the first national property tax. The income tax is a flat rate of 3 percent on incomes over $800.8

1862

The national property tax portion of last year’s Revenue Act is repealed.

A second Revenue Act (also known as the Tax Act of 1862) is signed by President Lincoln to support the military during the Civil War. This income tax has a more progressive tax structure of 3 percent for incomes over $600 and 5 percent for those over $10,000. The act also levies taxes on many luxury goods and receipts of some companies, a forerunner of the corporate income tax. This act creates the Internal Revenue Bureau, later to become the Internal Revenue Service (IRS).

1864

Compliance to the Tax Act of 1862 was voluntary. Low compliance leads to a second Tax Act to support the Civil War. As before, the tax structure is progressive.

1871

President Lincoln’s first Revenue Act, signed in 1861, is repealed.

1872

The second Revenue Tax Act is repealed, and an import tariff tax is implemented in its place.

1900

In Britain, income tax rate increases significantly.

1909

U.S. Congress passes the Sixteenth Amendment to the U.S. Constitution, giving Congress the right to impose an income tax. It still needs to be ratified by the states.

1913

The Sixteenth Amendment is added to the U.S. Constitution in February, when New Mexico, Wyoming, and Delaware ratify it. Ratification of the Sixteenth Amendment leads to a progressive income tax on all incomes over $3,000. This may appear to be a low amount but, in reality, only applies to approximately the wealthiest 1 percent of the population.9

1916

The Revenue Act raises the lowest rate from 1 to 2 percent and the highest rate to 15 percent (for incomes over $1.5 million). The tax also increases taxes on estates and business profits.

1917

Congress passes the War Revenue Act to generate even more revenue after it declares war on Germany and enters World War I. It again raises rates, with the highest rate going to 67 percent.

1918

Britain levies an Excess Profits Tax on companies that benefitted from manufacturing war material during World War I.

1930s

The Great Depression increases unemployment and decreases productivity and, as a result significantly decreases government tax revenues.

1936

John Maynard Keynes publishes The General Theory of Employment, Interest, and Money. Keynes suggests that governments borrow and spend during recessions (and depressions) and saves during periods of growth. Keynes’s ideas again change the role of government in an economy and the use of taxation and tax policy to manage an economy.

President Roosevelt takes his lead from Keynes and implements his New Deal policies by borrowing against future tax revenue. Roosevelt and Congress increase the top tax rate to 72 percent.

1938

Revenue Act passes Congress providing a corporate tax cut.

1940

Fearing World War II and what is occurring in Europe, Congress raises taxes two more times. The first Revenue Act of 1940 increased individual income tax rates. Those with incomes as low as $500 pay a 23 percent tax rate, and the highest income earners pay a whopping 94 percent! A Second Revenue Act of 1940 increased the corporate income tax rates with the top rate increasing to 24 from 22.1 percent. It also established an Excess Profits Tax with a 50 percent top rate.

1942

Following the Japanese attack on Pearl Harbor in 1941, Congress passes the Revenue Act, restructuring the income tax to include virtually all U.S. citizens. The number of citizens the new tax structure impacts rises from thirteen to fifty million taxpayers. Congress also introduces the pay-as-you-go plan of tax withholding from paychecks.

1945

Another Revenue Act cuts taxes by $6 billion. The highest tax rate is now only 80 percent.

1950s

In lieu of changing tax rates, many tax deductions and credits are added to the U.S. income tax code.

1963

To counter an economy that is not growing, President John F. Kennedy works with Congress to pass a lowering of tax rates to encourage increased consumer spending. His efforts are cut short by his assassination on November 22.

1964

President Lyndon B. Johnson continues Kennedy’s efforts, and the Tax Reduction Act of 1964 passes Congress and is signed by President Johnson. Also known as the Revenue Act of 1964, individual and corporate tax cuts are reduced, and, for the first time, a minimum standard deduction is available to taxpayers.

1960s and 1970s

High inflation during the mid to late 1960s introduces new terms into our vocabulary, such as “bracket creep” and inflation tax.

1981

President Ronald Reagan signs the Economic Recovery Tax Act. Tax rates are lowered by as much as 25 percent, and many changes are made to corporate taxes, providing more incentives for investment, especially in machinery, tools, and equipment.

1984

Some of the corporate tax changes made by President Reagan are reduced or eliminated, as government deficits climb beyond acceptable levels.

1986

An additional tax rate change by President Reagan drops the top tax rate to 28 percent from 50 percent. Corporate taxes are again reduced, to 35 percent from 50 percent.

1997

The Earned Income Tax Credit (EITC) is implemented. Through these tax credits, taxpayers who do not have a large income can have a negative refund amount returned to them. They can receive from the government more money than they have withheld from their paychecks.

2001

President Bush signs a tax cut bill that increases the tax credits for low income wage earners, expanding the number of individuals who get money from the government as part of the EITC.

2010

President Barack Obama continues the tax cut program of 2001. He signs the Affordable Care and Patient Protection Act (ACA) that includes a tax (penalty) for individuals who do not have health insurance.

2012

The U.S. Supreme Court rules in favor of the government, allowing the retention of the penalty tax in the Affordable Care Act.

2017

President Donald Trump signs the Tax Cuts and Jobs Act, reducing tax rates for individuals, families, and corporations.
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Taxation, the Price We Pay

Taxes are the price we pay for civilization.

I like to pay taxes. With them I buy civilization.

—Supreme Court Justice Oliver Wendell Holmes, Jr. (1927)1

If you have ever flown in a plane on a clear day, you know the world looks different from thirty thousand feet than it does from the ground. Astronauts have sent back amazing pictures of Earth from space with another different view. How we view things often depends on where we are viewing from, or how or why we are doing the viewing.

Taxes are no different. Taxes can look different to different people depending on their view. There are those who view taxes as necessary, the more the better. Then there are those who view taxes as something to be avoided at all costs. Both views have one idea in common. They both essentially agree with Justice Holmes.

Our journey into the world of taxation and taxes is not a new one. It is as old and long as our nation. It has as many different opinions as the individuals expressing them. Its age and depth solidifies the importance of the journey you are beginning. You are venturing into the world of our founding fathers, the writers of our law of the land, the Constitution. In 1797, Thomas Paine wrote the following about taxes:



All accumulation, therefore, of personal property, beyond what a man’s own hands produce, is derived to him by living in society; and he owes on every principle of justice, of gratitude, and of civilization, a part of that accumulation back again to society from whence the whole came. (Thomas Paine, 1797)2



Other founding fathers did not agree on taxation. Thomas Jefferson’s stand was quite the opposite. In 1816, he stated, “And the fore horse of this frightful team is public debt. Taxation follows that, and in its train wretchedness and oppression.”3 When Thomas Jefferson became president, he eliminated all internal taxes on U.S. citizens.

Throughout the history of war, the aftermath of war, good economic times and bad, taxes have been a topic and issue for our political leaders. Through each era of history, the breadth or depth of taxes may have been debated. The one issue not debated is their necessity.

In Read My Lips: Why Americans Are Proud to Pay Taxes,4 Vanessa Williamson interviewed Americans from all walks of life about taxes and taxation policies. Most of the interviewees viewed taxes as much as a moral obligation and duty than just paying for public goods. They used terms like “social responsibility” and “civic duty” to describe paying taxes (Williamson 2017, 27). The interviewees expressed the ideas of many Americans, the feeling of “tax morale.” Williams acknowledges that the United States has one of the highest tax compliance in the world (Williamson 2017, 31).

CORE PRINCIPLES OF TAXATION

Societies Choose

Societies have three components: economic, political, and social. Each has its own responsibilities to society. As their names suggest, the economic is defined by society’s economy; the political by society’s government structure; and social by the freedoms and rights of individuals, businesses, and organizations. These three systems do not function independently. They are interdependent with each other.

What happens in one system often spills over into the functioning of one or both of the other systems. Political leaders determine tax policy in the political system. The most direct impact of the tax policy, however, occurs in the economic system. Depending on the tax policy, there may be an impact in the social system as well. What happens in the economic system is often the result of an occurrence in the political system.

The rights and freedoms of individuals, businesses, and organizations in the social system are determined by the actions of political leaders in the political system. Private property and freedoms of speech and press, protected by the rule of law and a creditable court system, all play a role in determining a society’s taxes and taxation policies. The difference in the social systems between U.S. society and Venezuelan society defines how taxes and taxation policies are created in the political system, and how they are implemented, paid, and collected differ in the economic system in each country. We will explore the consequences of their decisions shortly.

Like individuals, societies make decisions among different options. As a collective of individuals, societies choose their economic systems. Within their chosen economy are decisions regarding taxation and taxation policies that they are willing to accept. Societies also decide their political and social systems.

Taxes Are a Trade-Off

Economics is the world of costs and trade-offs. The available resources to do all the things we want to do or purchase the items we would like to own are limited. If you have a part-time job, your paycheck will only allow you to do certain things. It might be to buy new shoes, a shirt, or a dress. To buy the dress, you have to forego buying the shoes. You want to go the game Friday night, but you cannot join your friends at the movie. Every time we make a decision, we are giving up the opportunity to have or do something else. Every decision involves a trade-off between two items, things to do, or places to go.

In the same way, taxes are a trade-off between spending our money how we want to spend it versus providing the government revenue to provide goods and services for everyone. That paycheck you received most likely had some deductions (we will discuss those later) reducing the amount of money you could spend as yours. The taxes deducted from your paycheck are the trade-off you make to pay for public roads, police, fire, schools, national defense, bridges, libraries, and other public goods and services.

As a society, we are willing to trade off some of our income, wealth, and earned money for the availability of these goods and services. Some public services we use every day, some only occasionally, and a few we hope we do not have to use at all. We will drill down on the why and how of public goods and services throughout our journey. From thirty thousand feet, taxes are a trade-off we are willing to make for the availability of public goods and services.

Public Goods or Private Goods

Presenting taxes as a trade-off leads to another trade-off. The second trade-off made is between the provision of the goods and services in our society. The goods and services of a society will be provided by either private individuals (private goods and services) or by the government (public goods and services). We will explore this distinction in greater detail in chapter 2.

It is important early in our journey to note that whether a specific good or service is provided by the private or public sector often depends on the incentives of society to provide it. If society demands an educated citizenry, there is an incentive to encourage and promote education. Society will make sure that all children have access to education, so education becomes a public good. Economies need adequate and available travel to grow, so they have an incentive to provide good roads. Incentives matter in the provision of public goods and services.

Most societies do not consider a Snickers candy bar a necessity for the betterment of society. It probably will not be a public good anytime soon. Most items of clothing will not be public goods. We may donate clothes for the less fortunate, but that is different from a public good. Again, we will explore this in greater detail in the next chapter.

Incentives Differ with Societies

Societies have different incentives for taxes and tax policies. As you will read shortly, societies are structured differently. That may seem like a fairly obvious statement. Every society, however, has the same three components. Every society must determine how their economic, political, and social systems are going to work together for the good of society as a whole.

Who Decides Taxation Policies?

In the Chronology and Introduction: History of Taxation sections, the connection between a society’s economy and political system has been closely associated. Determining the composition between private and public goods, every economy has to answer three key economic questions: (1) what to produce, (2) how to produce, and (3) for whom?

If the questions are answered by the interaction of buyers, consumers, producers, and sellers in the markets, taxes need only provide revenue for governments to serve in a minimal role to preserve national safety, act as judge and arbiter when there are disputes between citizens or buyers and sellers, and protect an individual’s property rights. A market economy, in theory, involves minimal government involvement of public goods and services. A market economy is generally associated with democratic governments. In popular terminology, this economic system is called “capitalism.”

When a government answers all three questions, acting as a central authority for the entire economy, the mix of public and private goods is significantly public goods, with only a few designated private goods. These forms of economic systems are generally associated with the dictatorships of Cuba or North Korea and one-party forms of government, such as China. In popular terminology, this economic system is called “socialism.”

Between these two extremes is where most economies in the world today operate, including the United States. In these “mixed” economies, governments and their taxes serve multiple purposes. In the spirit of Justice Holmes’s words, these are public goods that fulfill our civil society. The public goods and services in a “mixed economy” range from public federal, state, and local roads, to local public education and libraries, to national defense.

The interesting part of “mixed economies” is that they range from a focus on capitalism on one end to a focus on socialism on the other. These types of economies can be associated with several different types of governments. They may include federalist systems with different levels of government, such as the United States, with an emphasis on capitalism to the social democratic governments of many European nations that lean toward socialism. There are so many variations to mixed economies that they are often difficult to classify.

Taxes and Their Governments Have Consequences

Between the trade-offs and incentives of taxation and the provision of goods and services, taxes are dependent on the vibrancy of an economy. Different taxes respond differently to economic conditions, but, generally speaking, all taxes are dependent on the welfare of the economy. Taxation and tax revenues are dependent on the health of businesses. When business is good, government revenues are good. When business is not so good, governments struggle to meet their obligations.

One of the issues, both philosophically and realistically, is that tax revenues and spending are often countercyclical. When the economy is expanding, it is experiencing economic growth, unemployment is near full employment, and inflation is relatively low. Low unemployment is more people working, and more people working is higher wages, which results in higher income tax revenues for both the federal and state governments.

With low inflation, prices are stable. Individuals and families have more real income to spend on goods and services and save for the future. At the same time, governments have more to spend and usually do. Saving money is not a strong characteristic of governments. During these good economic periods, they usually create new programs or increase the budgets of existing programs.

All good economic times generally do change course. As businesses cut back, unemployment increases, and more individuals file for unemployment insurance, so government expenditures rise. Government revenues, however, are decreasing, as businesses earn less, and fewer workers pay income taxes or spend less, so there is less sales tax revenue.

The consequences of their past actions arise, as governments now have obligations for either the new programs, increased budgets, or both, with lower tax revenues. During bad economic times, governments are caught in this countercyclical position of paying for more with less revenue. The federal government can borrow or print more money. State and local governments are not so fortunate. They are forced to either cut programs, raise taxes, or both.

Cutting programs during bad economic times may hurt the very individuals and families who helped the most. Raising taxes reduces household spending at a time when wages are low, if someone in the household is working. They have probably already cut back on spending, and taxes will reduce that even more.

TAXES AND POLITICS—WHO BELIEVES WHAT

Before we dive into the deep end of the pool on taxation and taxes, it is also important to have a basic notion of why politicians differ on taxation and tax policies. Sometimes their differences are political, based on who they represent and the taxpayers and businesses in their political district. Other times, there are philosophical differences. Arguably, these are often the deepest and hardest to change. Politicians’ tax philosophies are probably strong political characteristics that got them elected. Changing them when they are getting reelected is their number one goal is all but impossible.

In The Three Languages of Politics: Talking Across the Political Divides,5 Arnold Kling identifies three major categories of political philosophies that influence taxation policies. Progressives generally believe in more government, especially social programs for the less fortunate. If they are being fiscally responsible, then they also want more taxes, usually from the wealthy, to pay for their programs. Conservatives generally believe in the basic human values of risk and reward for hard work and society’s basic traditions. Libertarians are strong proponents of individual rights, which translate into smaller governments, so fewer taxes are necessary.

Here are the different political philosophies and how they view taxation, specifically tax reform. Regarding tax reform, progressives are most concerned about the inequality. They will promote tax reform that favors low-income groups. The conservatives favor tax reform that rewards the traditional values of hard work and savings. The libertarians want individuals to keep as much of their earned money as possible. They will promote small, limited government with minimal taxes (Kling 2017, 15–16).

As we journey through taxation and explore some of the more modern tax reform measures, keep these distinctions in mind. Notice how the political process and its political philosophies impact the taxation policies of the economic system. There is the old adage that nothing happens in a vacuum. This definitely applies to the world of taxation.
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The Basics of Taxation

Have you ever considered all the different components of an automobile? We are all aware of the engine, wheels, tires, fenders, doors, and hood. Yet there are many smaller components, just as important, that we do not even think about. All of these components separately do not tell us much about how a car functions. Yet together, they create something special that we use virtually every day. Like an automobile, taxes also have components that, separately, do not tell us much. Together, they provide governmental units from nations to local school districts with revenue to offer public goods and services to its citizens.

Before we journey too far into the world of taxes, it is important to understand what a tax is, what it does, and what defines a good tax. Yes, there is such a thing as a good tax. In this chapter, we will explore the basics of taxation as we answer these and other basic questions regarding the world of taxes. First, however, like assembling a car, we need to assemble a tax. Every tax has the same three components: a tax base, a tax rate, and a tax structure. Each component provides us a glimpse into the impact of a tax on the behavior of individuals and institutions.

DEFINITION OF TAXES

It is important that we have a common definition of what is meant by the term taxes. The general definition is that taxes are money paid to government. Seems simple enough. Yet, if this is going to be our definition throughout, we must remember that not all government revenue is labeled a tax.

If you live in a state where tolls are used to pay for and maintain public roads and bridges, paying the toll is paying a tax. When you visit your favorite city, county, state, or national park and have to pay an entrance fee, you are paying a tax. If you, or your parents, drive and have ever received a parking ticket for an expired parking meter, you are paying a tax. If you, or your parents, like to fish and hunt and have paid for a license to participate in those activities, you are paying a tax. Forms of taxation are all around in our everyday life beyond the ones we know as a tax.

Two other popular forms of taxation that are not taxes are lotteries and licenses. Licenses come in all forms and categories from a variety of different governments and levels of government. They are required if you desire to participate in a specific activity. Licenses are necessary to participate in a vast array of professions, from being a medical doctor to a local barber. Licenses are necessary to drive a car, and the car also needs a license (plates).

As mentioned earlier, many recreational activities, such as hunting, fishing, boating, or snowmobiling (for those who have winter) need a different type of license. Can you participate in these activities without a license? Sure, but it would be illegal and getting caught could include a fine (another tax) or even jail time (supported by taxes).

One form of taxation that is legal and completely voluntary is state lotteries. Since the money that remains after the winnings are paid out goes to the state, or states, conducting lotteries is a form of taxation—the most voluntary form of taxation. Lotteries are also a form of gambling. In some states, specifically Nevada, gambling is a major source of the state’s revenue (as well as all the sales taxes collected from the tourism industry). Gambling, like lotteries, is a totally voluntary activity. You are not breaking the law if you choose to not participate in a lottery.

Tax Subsidies

Before we move on, and while we are defining our terms, it is important to identify one type of taxation policy in which governments actually forfeit tax revenue. These are tax subsidies. Like our definition of taxes, tax subsidies come in different types and amounts by all levels of government. Whether the tax subsidy is to encourage a new business to locate in their locale, a current business to stay in their community or state, or to encourage new industries to innovate, tax subsidies cost governments revenue.

Tax subsidies come in basically two forms, with many variations. The first is when a government foregoes the taxes and simply does not collect taxes from that individual or corporation. This could include a local community not collecting property taxes from a favored business, to the federal government encouraging development of a specific product, such as a defense or environmental product. Other times, the subsidy may be a direct payment of cash from tax revenue to encourage a business location or activity. A city supporting the building and operation of a stadium or arena for a privately owned sports team is an example of such a subsidy.

KEY CONCEPTS BEHIND TAXATION

Costs of Taxation

Throughout our journey, remember that all choices have costs, consequences, and trade-offs. This includes governments when they make decisions regarding what to tax, who to tax, and how to tax. When governments levy taxes, they are choosing to reduce the amount of money individuals have to spend on food, housing, and other private-sector goods. When corporations are taxed, they have to make trade-off decisions regarding prices, wages, and other costs of providing their products to the consumer.

All taxes have costs in the way of trade-offs. Governments need to raise enough revenue to provide the public goods and services they demand. Consumers need to be willing to accept the trade-off of private goods for public goods.

Tax Burden

The tax burden is the total amount of taxes paid by an individual, including all federal, state, and local taxes. The total level of taxation is important to individuals and governments. This is why all levels of government are aware of the others’ taxation policies. If the tax burden becomes too high, individuals often push back as citizens and voters.

Tax Day is April 15, or close to it, depending on weekends and holidays. Tax Day is the day that federal income taxes are due for those filing. A second tax day is Tax Freedom Day. This is considered to be the day individuals have paid their tax burden, including all federal, state, and local taxes since January 1 of the year. In 2018, that day was declared as April 19.1 It is three days earlier than in 2017. Naturally this day can vary significantly, depending on the state and locale in which you live. It does provide an interesting barometer of the trade-offs between paying for public goods and private goods.

Tax Incidence: Who Pays the Tax?

When a government passes a tax law, it intends for the tax to be paid by a particular segment of the economy. Not all taxes can or should be passed on to the consumer. If government wants businesses to pay the tax, it does not want them to be able to pass along the cost of the tax to the consumer. This is called tax incidence—who is actually inconvenienced by the tax.

A tax improperly imposed can change the product’s market. The market can be distorted, as consumers switch to an alternative product, leaving the taxed market without as many customers, and businesses having to increase costs due to the tax. At times, the business cannot increase prices to reflect the cost of the tax. This may force some businesses out of the market. Neither scenario is good for the market.

The responsibility of paying a tax, the tax incidence, can be reflected in the changes of supply and demand of a product when a new tax is imposed. If the tax forces the sellers to raise their prices, the law of supply states that they will sell less. If the price goes up, the law of demand states that buyers will buy less. The burden of the new tax is on both sellers and buyers. Tax incidence reveals the impact of a new tax on the interaction of buyers and sellers in a market.

It is important for governments to get the tax incidence correct. If they want the tax incidence on the businesses, they need to create a tax that businesses cannot pass along to the customer. This is not always easy. Depending on the good or service being sold, the business may not be able to pass along the tax.

Tax Avoidance versus Tax Evasion

Two ideas we need to differentiate as we begin our journey is the difference between tax avoidance and tax evasion. One is a practice most taxpayers participate in, while the other, most try to avoid. One is actually encouraged through current taxation laws, while the other is breaking the law.

Tax avoidance is what most taxpayers practice when completing their annual income tax returns. Accounting for all the legal deductions, exemptions, and credits allowed on your tax return is avoiding taxes legally. These allowable tax avoidances collectively go by popular labels, such as tax breaks, tax loopholes, or tax expenditures. The law actually promotes these tax loopholes so that you avoid paying a certain amount of taxes.

Tax evasion is a very different action, or inaction. Tax evasion is the illegal, deliberate act of not paying your taxes. The media likes to tell the stories of major movie stars, athletes, or politicians who have evaded paying taxes. Tax evasion, however, occurs at all income levels, and not just on income taxes. Individuals who do not pay parking tickets, who hunt or fish without a license, or who misrepresent a deduction on their tax returns is evading taxes.

A major distinction between the two is the consequences of the actions. If you practice tax avoidance by not properly using a deduction, exemption, or credit, you could pay more taxes than is necessary by law. If you practice tax evasion, you pay less than is necessary by law. Individuals who evade paying any taxes can go to prison for a long time if they are caught.

Ability to Pay versus Benefits Received

One of the first questions to be answered when creating a new tax is whether it will be based on a taxpayers’ ability to pay or the benefits received from the activity the taxes will support. As the terms suggest, they are two varied approaches. Application of these concepts often determines the structure of the tax, which we will discuss in the next chapter. The primary tax based on ability to pay is the income tax. Many taxes focus on the benefits received, such as the sales tax and excise taxes. Non-tax taxes, such as fees and licenses, are based on the benefits received.

WHO LEVIES TAXES?

Taxes are levied at three levels: federal, state, and local. All levels of government need revenue to operate. Many public institutions are funded through a government budget. Some institutions, like the local public schools, levy their own taxes for revenues. All taxes have a similar structure, which we will discuss next. Who levies the taxes can be quite diverse.

Federal Taxes

Federal taxes are the taxes that seem to get the most media attention. During the debates on the 2017 Tax Cuts and Jobs Act, any progress or regression in the debates was often the major headline news story of the day. We plan our federal, state, and city (if applicable) income tax filing around Tax Day, April 15 or close to it. Federal tax revenues come primarily from two sources: the individual income tax (47.9 percent) and the payroll tax (35 percent). The corporate income tax, excise taxes, and other minor sources like tariffs make up the other 16 percent or so.2

State Taxes

State taxes provide the revenue for state governments to provide public goods and services to the citizens of their states. The Tenth Amendment of the U.S. Constitution reserves to the states all the powers of government not identified in the Constitution. This gives many powers of government to the state and local governments. As states differ in size, population, and geography, so do their needs. The public goods and services needed by Alaska’s residents are quite different from those needed by Rhode Island’s residents, which are different again from Florida’s.

Local Taxes

Local taxes and tax revenue are the most diverse. Local taxes vary from state to state, as well as locale to locale. Cities, townships, and counties collect local taxes. Local taxes range from an urban city sales or income tax, to a township library tax or a school tax in a small rural area. An employer’s paycheck in an urban area may have a deduction for a city income tax, similar to federal and state deductions. A local property tax bill lists the activities to be provided, such as roads, libraries, water, sanitation, and schools.

Local taxes generally have the most direct impact on taxpayers. These are the taxes in which taxpayers have a direct vote. Through their votes, local voters determine if the tax exist and, if so, the size and purpose. Some local taxes for a public good or service, such as a school, are transparent and are determined by local vote. Local taxes can generate as many headlines as federal taxes, especially at election time.

HOW ARE TAX MONIES SPENT, AND WHO SPENDS THEM?

While our journey is specifically on taxes, tax policies, and taxation, it is important to know how and where tax revenues are spent. Federal, state, and local tax spending is often surrounded by political agendas. The agendas range from increasing spending for programs versus cutting spending for them. If spending on the program is not the issue, then how much is being spent on it becomes the central debate.

Taxes and spending of tax revenues often receive banner headlines in the media. The news outlets report on the size and impact of the spending on the respective federal, state, or local landscape. Media stories often include federal spending’s trickle-down effect on state and local governments.

Which programs should a level of government spend its tax monies on is often the center of tax spending debates. At the federal level, the military has both its supporters and critics. Generally everyone agrees on military spending but disagree on the amount of spending. State and local education spending is often criticized. Government spending at all levels is often criticized as wasteful. There are those who believe that federal spending on education is wasteful and that it should be a state or local expenditure.

Federal

There are three types of governmental spending: mandatory, discretionary, and debt service. In 2015, mandatory spending was approximately 60 percent of the federal budget. Mandatory spending includes spending on programs such as Social Security, Medicare, and Medicaid, as well certain tax credits. These programs are automatic and do not need congressional approval.

While not officially labeled as mandatory, debt service on the national debt is approximately 6 percent of the federal budget. Debt service is paying interest on the national debt. When a government spends more money than it receives in taxes, it has to borrow money. It is important to remember that the government has to pay interest on money it borrows, just like everyone else does. The more the government has to pay in interest, the less it has to spend on public goods and services—unless, of course, it just borrows more, in which case, the amount of interest it has to pay increases. We will pay more attention to the specifics of the national debt later.

The third type of federal spending is discretionary spending. Discretionary spending does need congressional approval. Remember the mention of politicians and their debates over spending? It is this category of spending that arguably has the most debates as to the spending worthiness or size. Approximately half of the 2015 federal budget in this category was for military spending. Other spending included highways, the court system, and agricultural subsidies.3

State and Local Governments

While states do not have to provide a military, they do provide parks, roads, and education. The federal government provides some of these, such as our national parks, but, generally, you and your family visit or camp in state parks and drive on state roads, and your schools and school systems have a set of rules established by a state board of education. State laws, state police, and state courts often provide protection from unlawful behavior by individuals and businesses or their business practices. There are probably state social services to serve and protect the less fortunate.

Most state and local government revenues are spent on education, social services, and health-related education programs. For 2015, approximately 35 percent of state and local revenues are spent on kindergarten to grade twelve education.4 At the state level, education also includes higher education funding, although it is decreasing as a percentage of a state’s budget. Significant expenditures on social welfare programs, including Medicaid and other assistance for less fortunate families, are approximately another one-third of state and local budgets.

Local taxes and the public goods and services they provide impact our daily lives. Local taxes pay for everything from the clean water we drink, the local roads you or your parents drive on, the local library and public schools, and the local police and fire departments that protect us. In many communities, the local taxes are also used to collect garbage, keep the streets clean (including snow removal for those who live in the north), and provide sewers and drains for waste and water.

Politicians in Washington, D.C., and state capitals determine federal and state taxes and spending. Taxpayers vote for the representatives but not directly for the taxes. At the local level, however, taxpayers have direct access to the vote on local issues. They can use their access to the local ballot box to express their views on the overall satisfaction with the economy or how governments are functioning, resulting in local issues becoming the scorecard for how governments are serving the taxpayers.

TAXES PROVIDE PUBLIC GOODS AND SERVICES

As discussed in chapter 1, the primary purpose of taxes is to provide public goods and services. One of the key decisions of a society relative to taxes becomes which goods and services are going to be public goods paid for by taxes, and which goods and services will be private goods paid for by individual consumers. We will discuss other purposes for taxes later in the book.

In a market economy, there are two questions used to determine whether a good or service qualifies as a possible public good. The first is whether someone is excluded from using the good or service. Second is whether several (or many) individuals use the good and service at the same time, enjoying its benefits without interfering with each other. Let us explore each of these individually.

Nonexclusion Principle

Can someone be excluded from using the good or service? This is what economists call the nonexclusion principle. The nonexclusion principle states that one cannot be excluded from the benefits of a good or service. If you own a Snickers candy bar, it is yours to determine who benefits from it. You can benefit by eating it yourself, or you can give it someone so they can benefit. In either case, you decide, and only the consumer of the Snickers bar benefits. The nonexclusion principle does not apply.

National defense, however, is not like the Snickers bar. The government does not go around and decide which citizens will be protected and which they will exclude from protecting. They protect everyone. No one is excluded from national defense, regardless of geography, whether one paid taxes, job, race, religion, and so forth. In this case, the nonexclusion principle does apply, making national defense a candidate for a public good. While there are a few rare exceptions, generally police and fire protection are generally considered nonexclusion.

Shared Consumption

Can several (or many) individuals use the good and service at the same time, enjoying its benefits without interfering with each other? This characteristic is known as shared consumption. We participate in many activities where shared consumption occurs, such as going to a movie, picnicking in a park, boating on a lake, going to the library, going to a concert, and on and on.

Even though shared consumption applies to all these activities and qualifies them to be public goods, this does not automatically make them public goods, as you can easily determine by viewing the chart below. A community may have a concert or open movie night in a park as a public good, but most movie theaters and concerts are not public goods. Many shared consumption goods and services have both public and private venues. You may attend a public school, but there are also many private schools.

Let us see how these two principles (nonexclusion and shared consumption) play out in the following chart.

[image: image]

Figure 2.1 Public/Private Goods

Source: David A. Dieterle, “Public Goods,” in Government and the Economy: An Encyclopedia, eds. David A. Dieterle and Kathleen Simmons (Santa Barbara, CA: Greenwood, 2014), 287–290.

We can eliminate immediately the set of activities in our chart above that do not satisfy either criteria—nonexclusion or shared consumption—as possible public goods. They are clearly private goods, and individuals determine their use, such as with the Snickers bar. In the opposite, identifying activities as public goods where both criteria apply is also fairly obvious. Where shared consumption applies and nonexclusivity does not apply, we have many activities that are both public and private.

Take special note of the activities that are nonexclusive and not shared. These types of activities are often conducted in what are called commons. Commons areas are those that no one owns, such as the fish in a lake or ocean, our water, and air. Since on one owns it, no one feels responsible for taking care of it. We will explore how taxes might help take care of this tragedy of the commons in our conclusion, when we explore some future taxation issues.

Free Rider Problem

One problem that all governments of public goods confront is that since the public good is nonexcludable, there will be individuals who use it but did not pay the taxes to support its building, maintenance, or operation. The users of a public good who are nonpayers are known as free riders. Free riders are everywhere, and all of us have been free riders at one time or another.

If you or your family have ever driven on roads maintained by another county or state, you have been a free rider. If you or your family have ever enjoyed the space and facilities of a public park in another city, county, or state, you were a free rider. If you or your family have ever needed the services of a local police or fire department outside your area of residence, you were a free rider. Having free riders take advantage of the public good or service is a fact of life for any public good and the governments that provide them.

While the free rider problem is always present, it can be limited or eliminated by removing the nonexcludable characteristic of the public good or service. To eliminate the free rider problem from public roads, bridges, or parks, make them toll roads or bridges, or charge fees for admission. Now people must pay to use them. Remember that tolls and fees are forms of taxation. The government raises revenue, and the free rider problem is solved.

Are there public goods or services in your area that are now nonexcludable but that characteristic could be removed with a toll or fee? If so, what are they, and do you think it is a good idea for the government to limit their use to only those willing to pay the toll or fee?

Externalities and Free Riders

The free rider problem occurs when governments cannot adequately or efficiently eliminate the nonexclusivity of the public good. There are times, however, when society wants to provide more of a good than the private sector provides. The public good provides a societal benefit to everyone that is great than the society’s cost of paying the taxes to support it. This is when a free rider is a good thing. This is called a positive externality. A positive externality, such as kindergarten to grade twelve education, occurs when the benefits to society are greater than the taxpayers’ costs of providing the public good or service.

Think of a lighthouse and its role to ships that come near it. Lighthouses are public goods, as they fit both criteria. The lighthouse beam is nonexclusive and can be shared by multiple boats. The beacon of the lighthouse helps all boats, regardless of from where they come from or where they are going. If the boats are near the point of the lighthouse, its beam keeps them safe and has accomplished its role. The lighthouse is a public good with a positive externality.

A negative externality is when the societal costs of an activity are greater than the benefits to society and impose a cost on a third party. When there are too many free riders in a commons or a public good, third parties are impacted negatively. Air and water pollution are prime examples of negative externalities. Governments sometimes use tax policies to address negative externalities.

TYPES OF TAXES

While all taxes have a base, rate, and structure, not all taxes are paid to the government by the individual or business. Some are paid as direct taxes, while others are paid indirectly.

Direct Taxes

Direct taxes are paid directly by the intended taxpayers. The taxpayers make the tax payments directly to the government entity collecting the tax. They see and know exactly what they are paying because they are paying the tax. Examples of direct taxes are personal income taxes, payroll taxes, corporation taxes, property taxes, luxury taxes, and inheritance taxes. Income and property taxes are also direct state and local taxes. Notice that in each instance, the taxpayer is paying the government directly.

Indirect Taxes

Indirect taxes are much less transparent. As the name suggests, these are paid by individuals through a third party, such as a business or government agency. These are often unit taxes, initially paid for by the individual, and business passes along the tax collected to the government institution. The sales tax is a prime example of an indirect tax. The rate (usually an ad valorem rate) is established by the government entity. The consumers pay the sales tax to the business when they purchase the good or service. The business, in turn, pays the collected tax revenue to the government. Other indirect taxes include duties and tariffs, excise taxes, taxes on services, and value-added taxes (VAT).

WHEN TAXES ARE A TOOL TO INFLUENCE BEHAVIOR

There are instances when governments use taxes to influence behavior. They collect revenue from these taxes, but that is not their first priority when they levy these taxes. Taxes to influence behavior generally come in two forms. One is to change consumer behavior by using taxes as a disincentive for consumers to purchase certain products. The other is precisely the opposite, to provide consumers an incentive to spend on goods and services.

“Sin” Taxes

If a government wants to discourage consumers from purchasing a good or service, their first line of offense is to make the good or service illegal. Most notably in today’s world, drugs such as heroin are clearly against the law to either buy or sell. At the federal level, prostitution and marijuana are still considered illegal, although some states have legalized marijuana, and Nevada legalizes prostitution. During the Prohibition era, alcohol was illegal, even though it was still available from black market speakeasies.

If government does not want to totally ban a product but does want to make it harder to purchase, it will raise the price by applying what is commonly referred to as a “sin” tax. Sin taxes are applied to what economists refer to as demerit goods. Demerit goods are those goods that, while not illegal, someone in the science or medical field has determined can be detrimental to our well-being. The two most obvious demerit goods are smoking products (specifically cigarettes) and alcohol. There is another good reason to tax these products, which we will discuss later.

Externalities

Taxation policies are also used to either deter corporations or groups of people from continuing a certain practice or to promote a practice to continue. Earlier we discussed positive and negative externalities. Governments use taxes and fines to deter a group from practicing negative externalities, such as polluting the air or the water. On the other side of the coin, government may provide tax subsidies or tax credits for a practice with a positive externality. Instead of a fine, the government may provide tax credits for businesses to install air cleaners to prevent air pollution.

Fiscal Policy

Another use of taxes where raising tax revenue is not the number one priority is when the government wants consumers to spend more (or less) money on goods and services. John Maynard Keynes first introduced this use of taxes in his seminal work, The General Theory of Employment, Interest, and Money (1936).5 The General Theory was published at the height of the Great Depression. This use of taxes by Keynes is known as fiscal policy.

In the General Theory, Keynes suggests that taxes should be used as tools to change consumer-spending behavior that is based on economic conditions. If the economy is not growing or is in a recession, taxes should be cut to give consumers more money to spend on goods and services. If the economy is growing too fast or inflation is a problem, taxes should be increased to reduce the amount of money consumers have to spend. Keynes suggested that the increased government revenues be set aside as a reserve fund for governments to use the next time they need to cut taxes.
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Components of a Tax

Taxes are monies collected by government institutions. These institutions come in all sizes and geographical locations. All nations have some form of taxation. While the number of taxes worldwide is significant, they all have one thing in common besides being revenue sources for their governments. All taxes have a similar structure, with three components: a tax base, a tax rate, and a tax structure.

TAX BASE

The tax base is the good, service, resource, or action that is being taxed. These tax bases can be categorized into three areas: consumption, current wealth (i.e., income), and accumulated wealth (i.e., assets).

Consumption

Taxing consumption is taxing our spending on goods and services. A consumption tax applies the benefits-received principle that was introduced in the last chapter. Two examples of a consumption tax we will discuss later are the sales tax and the value-added tax. In the United States, we are quite familiar with the sales tax. It is the additional tax that is added on to the price of most goods and services we purchase.

There are times however, when it has already been included in the price. The gas tax is an example where the tax has already been included in the price. Unless consumers know of the tax, they do not even know it is there. We will get to why some are visible and some are hidden momentarily.

The value-added tax is a consumption tax that is popular in Europe. There have been discussions of its use in the United States, but, so far, it has been discussion only. The VAT, as it is popularly called, is where the companies involved in producing a product pay a tax during the production process, based on the value they add to the finished product—that is, tax on the value added. The accumulation of those value-added taxes is then built into the final price of the product. An interesting discussion is the difference between our sales tax and the VAT and the preferences for each.

Current Wealth

Generally, current wealth is defined as income. Of all the taxes paid in the United States by individuals and institutions, the income tax was the last tax that was officially and permanently implemented. It had been imposed a couple of times in the past, including during the Civil War in 1861. This tax was repealed ten years later. Another later attempt at an income tax was ruled unconstitutional.1

The Sixteenth Amendment of the United States Constitution, allowing the federal government to create and implement an income tax, was passed by Congress in 1909 and ratified by the states in 1913. The income tax changed the federal government’s main source of revenue from tariffs to income, ultimately opening up the ability of freer trade with other countries.

Taxing income is a practice most of us are familiar with. As mentioned previously, April 15 has become a pseudoholiday by anyone who has to file an income tax return with the Internal Revenue Service (IRS). Income taxes are now levied by most states and many metropolitan cities. In the United States, the federal income tax process is based on the ability to pay principle and is progressive in its tax structure (see section on tax structure below). Most states also have an income tax, but these range from proportional to progressive (see below).

Not only is individual income taxed but corporate income is as well. As the global economy continues to expand and become more complex, the corporate income tax has grown in both media attention and its competition with other corporate income tax rates in other countries. Tax reform debates almost always include a discussion on the relative merits of implementing a corporate tax rate that is competitive in a global economy.

Specifically two issues emerged regarding the corporate income tax. One is when a U.S. company merges with a foreign company and the headquarters are moved to the foreign country, avoiding the relatively high corporate income rate. These headquarter moves have been called inversion.

There are two examples of companies merging that you are probably familiar. One was the 2014 merger between Burger King and Tim Horton’s. When Burger King (U.S. company) and Tim Hortons (Canadian company) merged, they established their headquarters in Canada. An earlier 2001 merger was between the popular companies Purina and Nestlé. Following the merger between the U.S. pet food company Purina and Switzerland’s Nestlé, the headquarters were located in Switzerland.2

The second issue, again to avoid the U.S. corporate income tax rate, is when U.S. companies keep their profits in foreign banks and do not bring them back into the United States and spend them here. Apple and other international companies have significant amounts of U.S. dollars that they are not returning to the United States.

While the income is relatively easy to measure and tax, there has been discussion among economists on the relative merits and disincentives with the income tax.

Pros and Cons of the Income Tax

When individuals or groups debate the income tax, it is like two boxers punching and counterpunching. When one side of the debate makes a point, the other side takes the opposite view. There are those who promote a progressive (taxpayers with higher incomes pay higher taxes) income tax, while others suggest the progressive structure emphasizes inequality. Yet, when a proportional (all taxpayers pay the same percentage) income tax is proposed, the opponents strongly suggest that those who earn more should pay more.

Generally, the taxpayers at the higher income levels are the critics of the progressive tax. They promote a more proportional structure, where everyone pays the same percentage. The counterpunch is the lower-income taxpayers who like the progressive tax. They appreciate the idea that they are paying less in taxes. The downside, in which the tables turn, is that higher-income taxpayers can usually use more deductions and credits to lower their taxes.

Accumulated Wealth

The third tax base is accumulated wealth, including several varied categories, such as assets and property. Property taxes, along with tariffs, are our oldest taxes in the United States. In colonial United States, property ownership and taxes were also used to determine who was allowed to vote. The property tax was historically defined as an ability to pay tax, a definition that has come into question in the present.

Tariffs are taxes on imports. Imports are property owned by a merchant for future sale or use in the production of a product.

The most common property taxes paid today are those on residential properties and the property and equipment owned by businesses and institutions. Property taxes today are the lifeblood of most local communities. Many local school districts are funded primarily through property taxes. Some states tax all personal property, such as cars, for a revenue source.

Accumulated wealth in today’s investment world has taken on a new perspective in the form of many varied investment instruments. If you own a stock portfolio, retirement fund, college-education fund, mutual fund, hedge fund, or any other type of investment vehicle, you possess accumulated wealth. These assets are taxed but in an interesting fashion compared to either consumption or income.

Through today’s tax code, government (mostly federal, but some states) provides tax incentives for investing in many of these instruments. If you properly establish a retirement fund—that is, a 401(k) or 403(b)—you can deposit money into this fund for many years without paying tax on the money you invest or the growth of that money. However, at retirement, when withdrawals begin, the accumulated wealth in the fund is then taxed as income. The government incentivizes retirement funds on the front end of the investment.

They also incentivize retirement funds on the back end as well. The Roth IRA was created for those who desire to pay their taxes at the beginning of the investment cycle. With Roth IRAs, the deposit has already been taxed as current income. The investment then grows tax-free, and withdrawals on the back end are not taxed.

States have entered this market with specially taxed or incentivized college education funds, as a way for parents to save for their children’s (or, for grandparents, their grandchildren’s) college education. Many states now make available investment instruments in which parents and grandparents can accumulate savings tax-free for the specific purpose of a child’s (or grandchild’s) education.

These are a few examples of how the government treats accumulated wealth differently, both within this tax base and from the consumption and current income bases. This favorable taxing of accumulated wealth (more commonly known as capital gains) and the difference between how the other two tax bases are treated is often at the center of debates on tax reform.

TAX RATE

Ad Valorem

The second component of every tax is a tax rate. The tax rate comes in two forms: ad valorem or unit. An ad valorem tax rate is a percentage of the final sales price. A unit tax is a tax on each individual unit, regardless of how many are sold. With both tax rates, the purchaser of the product is immaterial. The tax rate is not sensitive to income level, geography (within the taxing unit), age, or any other characteristic of the purchaser.

Because of its nature as a percentage of the final sales, the ad valorem rate is a transparent tax added at the conclusion of a sale. The sales tax is the prime example of an ad valorem tax. Virtually all sales taxes are a percentage of the final sales price, regardless of the size of the final sale. This is why we often see large-ticket-item retailers advertise that they will pay the sales tax as an incentive to earn your business.

Unit (Excise)

The gas tax mentioned earlier is an example of a unit or excise tax. The price on the gas pump already includes the taxes, because the tax is based on units sold and not a percentage (ad valorem). Since the unit tax is based on a per-unit basis and is already in the price, this tax is invisible to the consumer. The gas tax includes both a federal tax component and a state tax component. To find out what the federal gas tax and the gas tax for your state are, visit the Tax Foundation.3

Another example of a tax with a unit tax rate is the tax we pay on utilities. The utility companies line item a utility bill to reflect the taxes being paid. Pertinent to our discussion, the tax rate is based per unit of the utility being used (gas, electricity, etc.) and not on the size of the sale. Of course, the higher your usage, the more you will pay in unit taxes. The tax, however, is not calculated on usage, as it would be with an ad valorem rate.

TAX STRUCTURE

The final component of every tax is the tax structure. This is the component that arguably gets the most political attention and results in the most tax debates. The tax structure defines how a tax impacts individuals, groups of people, and institutions. Every tax falls into one of three tax structures: proportional, progressive, or regressive.

Generally, the citizens like to believe that the intended goal of most taxing governments is for all taxes to be fair and equal in structure. However, that is not always the case. A case in point is the U.S. income tax. It has been intentionally devised to tax higher incomes more than lower incomes. The sales tax, however, taxes everyone the same, regardless of income. Which tax is most fair or equal? Knowing a tax’s structure helps policy makers and citizens sort out this hard question and, depending on their economic goals, arrive at opposite views and answers.

Proportional

A tax with a proportional tax structure treats all institutions and individuals who pay the tax equally, regardless of income. An example of a proportional tax structure is a flat income tax. A 10 percent income tax rate taxes all incomes at 10 percent. Tax for a person who makes $10,000 per year is $1000—that is, 10 percent. An individual or business that makes $100,000 per year has a tax liability of $10,000—that is, 10 percent. Many state income tax structures are proportional.

Negative Income Tax

Many alternatives to our current federal income tax structure have been presented over the years to make it more proportional. One intriguing idea we will discuss in more detail later, in the conclusion, when we explore future issues, is the negative income tax. In some aspects of its implementation, it is similar to the universal basic income idea that is being experimented with in some countries today.

The negative income tax was a proposal by the late Nobel Laureate Milton Friedman. His idea was that everyone begin with a tax refund. As one’s income increased, the tax refund would gradually diminish, until at some predetermined income level, the tax refund disappeared, and a tax liability began to accrue. He claimed that the negative income tax would function like a proportional tax structure.

Progressive

The goal of a progressive tax structure is to have those who have larger incomes pay a larger percentage of their income than those with lower incomes. The United States’ federal income tax structure by its design is highly progressive. The higher a business’s or individual’s income, the larger percentage they will pay in income taxes. The current 2018 U.S. tax rates range from 10 percent for those with zero to $9,525 in taxable income to 37 percent for taxable incomes over $500,000.4

The progressivity of this structure is quite evident. The more an individual or business earns, the higher the percentage of tax liability. During the 1950s and early 1960s, the highest marginal tax rate was over 90 percent.5

We will discuss the difference between marginal and average tax rates shortly.

A progressive tax structure can be layered with complexity. Can a progressive tax structure be configured in such a way to be more proportional? That is exactly what the U.S. tax code tries to accomplish with its myriad of tax deductions and tax credits. While this may be the goal, many questions have been raised regarding our current tax structure. Does it bring the current tax structure toward a more proportional result? If it does, as some economists have suggested, is that fair? Should the progressivity be maintained?

Marginal Tax Rate versus Average Tax Rate

Because of the nature of calculating taxes in a progressive tax structure and the political nature of taxes, we have to be discerning about what we hear people, such as a politicians, talk about taxes. This is especially true when they are trying to make a point about the inequity or fairness of a particular tax. When we hear politicians talk about the impact of a progressive tax structure, are they talking about the tax on our last dollar, or the overall average of the taxes we pay? This difference is important to us as taxpayers. Is the politician referring to the marginal tax rate or the average tax rate?

What is a marginal tax rate, and how does it differ from an average tax rate? The marginal tax rate is the tax rate paid on the last dollar earned. Using the tax rate above, an individual or business that earns, for example, $470,800.00 per year will pay a tax of 39.6 percent on the 470,800th dollar. However, up to the $470,700.00 level, the taxpayer paid $131,628.00 in taxes, or 28 percent. The 39.6 percent tax rate took effect only for the last $100 ($39.60), for a total tax liability of $131,667.60.6

Our hypothetical taxpayer paid a total federal income tax of $131,667.60. The marginal rate was 39.6 percent, since that is the percentage paid on the last dollar earned. However, dividing the tax liability ($131,667.60) by the total taxable income ($470,800.00) the average tax rate was only 28 percent.

Again, remember our discussion of trade-offs. These are important questions for you. This is your future tax code.

Regressive

The third is a regressive tax structure. A regressive tax structure has a higher tax liability on low incomes than on high incomes. The prime example of a regressive tax structure is a tax on the consumption tax base—that is, the sales tax. Of the three tax structures, this is the one most policy makers try to avoid, or at least minimize, yet the sales tax is one of the most popular taxes for states.

Let us return to our two hypothetical taxpayers from earlier. One earned $10,000 per year (Consumer A), and the other $100,000 (Consumer B). As consumers, they both enter the same shoe store, and they both spend a total of $100 on shoes. It does not matter how many pairs each bought (Consumer A bought four pairs, and Consumer B one), the styles, sizes, or color. A sales tax rate of 10 percent means that each left the store having paid $10 in sales taxes. So which consumer paid the higher percentage of their income?

Even though they both paid $10 in sales taxes, Consumer A’s percentage of income is 0.1 percent. Consumer B however, paying the same $10 in tax, paid only 0.01 percent, a much smaller percentage of income.

One-tenth (0.1) versus one-hundredth (0.01) is a significant difference, even though it may appear small. Drawing this scenario out over the course of a year, both Consumer A and Consumer B pay $1,000 in sales taxes. However, Consumer A’s liability is 10 percent of income, and Consumer B’s is only 1 percent, a significant difference. A regressive tax structure has definite hardship consequences on lower incomes. This regressive nature is often why consumption taxes are at the heart of tax reform debates.

Some states have taken steps to reduce the regressive nature of their sales taxes. Two categories all income groups purchase are food and prescription drugs. Since everyone has to eat, taxing food would be highly regressive. The same can be claimed for prescription drugs. Some states have eliminated the sales tax on these items to reduce the sales tax regressive structure, in an attempt to make the tax more proportional. Some states also offer tax credits for low-income individuals to offset the regressive sales tax.

SUMMARY

Which governments depend on which tax bases? The lines between government levels and tax bases can be blurry. Generally, the federal government relies mostly on current income (income taxes), states on consumption (sales taxes), and local governments on accumulated wealth (more specifically, property taxes). Of course, most states also have income taxes, as do most major cities; the federal government has estate taxes (accumulated wealth); and so on.
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The Making of a “Good” Tax

How to create the perfect tax has been at the heart of government discussions for years, decades, maybe centuries. The idea of a “good” tax may seem like an oxymoron to some, especially taxpayers. There is a consensus by economists that certain characteristics can make a tax beneficial to individuals and businesses, as well as to governments. There are several criteria that can be applied to determine if a particular tax is a “good” tax.

It is important to state up front that no tax meets all the criteria. The main reason, as you will see, is that some criteria measures contradict one another. To accomplish one criterion means forfeiting another. It is up to an economy’s political leaders who establish taxes to decide which taxation goals have a higher priority. This debate as to which criterion is most important can be discussed forever without agreement. As we discuss these criteria, notice how some of them contradict each other.

CRITERIA OF A GOOD TAX

Tax Is Transparent and Visible to Everyone

First and foremost, the tax needs to be transparent and visible for all to know. Taxpayers and nontaxpayers alike, along with government officials, should know of its existence. Everyone should be aware of how and when the tax will be collected. Our current federal and state income and payroll taxes are transparent and readily visible. Everyone, even if they do not have to pay the tax, knows of the income tax, when it has to be paid, and how it is to be paid. Most sales taxes are quite transparent, as the tax is added at the time of the product’s purchase.

Some taxes are invisible taxes and do not meet this criterion. Prime examples of invisible taxes are the excise taxes in the price for a gallon of gasoline. Between federal, state, and possibly local gas excise taxes, the gallon price of gasoline could be as much as a dollar in excise taxes. This tax is invisible to the gas purchaser. Excise taxes on tobacco and alcohol products are invisible, as they are included in the consumer price of the product. These taxes are prime targets for politicians who want to raise taxes, since consumers do not notice them. More on this idea later.

Then there are taxes that are not invisible but not very visible either. Excise taxes on our utilities are listed separately on a utility bill. Taxes on our broadband, cell phone, or cable services are often only slightly visible when we read the fine print of our bill. The amount of the tax, while not invisible, is not very transparent either. Often the taxable amount is not provided at the time the product or service is purchased.

Efficient and Low-Cost Tax Administration

Another criterion for a good tax is that it needs to be efficient to have low administrative costs for the government agency collecting the tax. Some taxes meet this criterion very well. While excise gas taxes are not visible, they are easy to administer. The producer identifies the number of gallons they are producing and pays that amount of tax. At the local level, property taxes have relatively low administrative costs. Based on the assessed value of the property, the property owner pays the tax bill.

For the good marks the federal income tax received for transparency, it receives low marks for administrative costs. The federal income tax’s laws and regulations are so complicated and complex that it supports several industries, including the accounting and law industries. Throughout our journey, we will discuss aspects of how and why the federal income tax process and administration became so complex. For now, it is easy to state that the federal income tax does not meet this criterion to be a good tax.

Paying the Tax Is Simple and Convenient

While the tax needs to have low administrative costs for the government agency, it must also be simple and convenient for the taxpayer to pay. Sales taxes meet this criterion very well. The consumer pays the sales tax at the time of the purchase. The gas, alcohol, and tobacco excise taxes consumers pay meet this criterion as well. The tax is paid when the consumer buys the product. There are some taxpayers who file the simplified return, and, for them, the compliance costs are low. The federal income tax process meets this criterion. As a young adult working part-time or just getting started, this may describe your tax-paying scenario.

For others, however, the federal income tax process fails this criterion in several ways. For some taxpayers, the administrative costs of compliance are high in both dollars and compliance time. The accounting and law industries that work with government’s efforts to administer the federal income tax also benefit from businesses and individuals who are trying to comply with the tax laws and pay their fair share of taxes. Again, we will discuss this in more detail more later in our journey.

Equity and Fairness

A fourth criterion for a “good” tax is whether it is fair to everyone in a similar manner. Both ideas of equity and fairness can mean different things to different people. What one person considers equitable and fair may not appear so to another person. For that reason, economists draw a distinction between two different types of fairness and apply the idea to taxes.

The first is called horizontal equity. Horizontal equity is treating everyone at the same level the same. Think of a horizontal line where every point is on the same level. When we apply this to taxes, it means that everyone who makes the same income is taxed the same. Many taxes meet this criterion. Sales taxes meet this criterion of treating all consumers equally. Regardless of two people’s income, if they both buy the same product for $100, they will both pay the same sales tax on the $100. Excise taxes again meet this criterion.

Unfortunately, again, our federal income tax falls short on horizontal equity. An individual making $50,000 a year from a salary pays a different tax than an individual making $50,000 a year from dividends from tax-free municipal bonds. They both earn the same salary level, but because the source of their incomes is different, the federal income tax they pay is different.

The second type of fairness economists look for is vertical equity. Think of a line that begins at the floor and goes up to the ceiling. Each point on this line is on a different level. Applying this idea to taxes is when individuals with higher incomes (higher up on our vertical line) pay higher taxes than those with lower incomes (lower on our vertical line). The higher one is up our vertical line, the higher their taxes, and those lower on the line pay lower taxes. On this equity scale, our federal income tax scores well. Sales taxes, however, do not score well.

Generally those who establish tax laws and taxes want their taxes to be fair and equitable to everyone. Different definitions of fairness, however, generate different ideas of how a fair tax should be applied. Consequently, debates on tax issues usually center on this criterion. While it is possible to achieve both horizontal and vertical equity simultaneously, it hardly ever succeeds in becoming tax law.

Although we still have a few criteria to discuss, it should start becoming clear to you that achieving all the criteria to be a “good” tax is virtually an impossible task. The trade-offs involved in achieving one criterion almost always negate the second criteria. Sales and excise taxes as regressive tax structures that are almost always opposite the progressive structure of our current income tax. We still have a few more criteria tax policy makers try to achieve.

Certainty and Consistency of Appropriate Government Revenues

From the viewpoint of the government agency levying the tax, an important criterion for a good tax is that it consistently raises adequate revenue, regardless of economic conditions. The government entity should be able to accurately predict the amount of revenue that it will received in all economic conditions. For taxing agencies whose revenue bases consist mainly of one tax, this is an important and, arguably, the most important criterion to meet.

Unfortunately, many taxes fall short of meeting this criterion. Remember our earlier discussion in chapter 1 on the landscape of taxation. Other than the federal government, the level of tax revenue received by state and local governments is directly related to an economy’s activity. State and local governments cannot spend money they have not received in tax revenues. The reliance on economic activity does not lend itself to taxes achieving this criterion often.

There are two sets of taxes that come closest to providing consistent adequate tax revenue. The first set is the non-tax tax revenues, such as driver and vehicle licenses, certain occupational license fees, and several recreational fees. The second set of taxes are the invisible excise taxes on products consumers will continue to purchase regardless of price or the economy. These products include gasoline, tobacco, and alcohol products. Depending on the severity of an economic downturn, even these tax revenues will suffer, but that is less likely than income or sales taxes to be severe.

Does Not Restrict Economic Growth or Economic Efficiency

It is also important that tax policies instituted by a government promote economic growth and do not stifle it. Tax policy should promote taxes that encourage investment, invention, and innovation—that is, economic efficiency. People respond to incentives, and a properly executed tax encourages entrepreneurs and inventors to innovate and create. It also promotes investments in new endeavors.

The capital gains tax was created with the intention of promoting investment, providing capital to new and productive companies. An individual who invests in the stocks of companies receives benefits that wage earners do not receive. One benefit is that if the companies are successful, the company’s stock increases in value. After a period of time (eighteen months), the individual can sell the stock for a profit. The profit, long-term capital gains, is taxed at a lower tax rate than the same amount earned by a wage earner.

Another incentive to promote these types of investments involves the scenario of the company losing money, and the investor realizing a capital gains loss. In this scenario, the investor can deduct the loss from their income when they file their annual federal income taxes. Other bad investments by investors receive the same tax deductibility treatment.

For tax policy to achieve this criterion, horizontal equity will almost certainly not be met. The characteristic of horizontal equity promotes fairness within the same income groups, and current capital gains and losses do not achieve that level of fairness. Neither does this criterion achieve vertical equity, as most capital gains accrue to higher income levels. When income tax rates rose too high to discourage economic growth, as some politicians suggested, the economic idea known as supply side economics arose.

Tax Does Not Distort Market (Market Neutral)

A final major criterion for a good tax is that it does not distort the relationship between the taxing product’s buyers and sellers. This criterion is crucial if the government agency imposing the tax wants to generate the desired tax revenue. Achieving this criterion also eliminates a public perception that a government agency is choosing one product, service, or industry over another. In a market economy, this is an important criterion, and one that is often watched by antitax or antigovernment individuals and groups.

Government agencies have to be diligent and consider several factors regarding the products and services they tax. They need to be aware of the possible consequences of levying a tax on a product. For a good tax, the government officials need to be aware if the additional tax burden on either the buyers or sellers will change their behavior. A tax that alters the market (relationship between buyers and sellers) can have an unintended consequence of changing consumer behavior so that the tax does not raise the revenue anticipated, creates a black market, or threatens the very existence of an industry.

This criterion is easily met with the income tax at any level of government. The income tax has not met many of the criteria we have already discussed, which could make one wonder why it is so prevalent at all levels of government. The popularity of income as a tax base is because it does meet this criterion. In a market economy, the income earned by individuals is nonjudgmental regarding the products produced and sold in the marketplace. Which products are produced is determined by the interaction of buyers and sellers. Income as a tax base is market neutral.

Taxing current consumption with a broad-based sales tax also meets this criterion, which accounts for its popularity. The sales tax is irrelevant to the decisions being made by buyers and sellers in a market economy. Consumers buy products based on their desires for it, and not on whether there is a sales tax. The current consumption base is market neutral.

Taxing a specific product, service, or industry is more complicated. There are several factors governments need to consider when taxing a product, service, or industry.

One factor to consider is whether the product has any close substitutes. If the tax raises the price of Product A too high, the willingness of the buyers to purchase this product may change. If there are substitutes that satisfy the buyers’ desire, they may, and often do, buy Product B instead. If the government decided to impose a tax on the Xbox, and the tax forced a higher Xbox price, future buyers might choose the PS4 based on the price differences created by the tax.

If, because of the added tax to the Xbox, consumers stopped or significantly reduced their purchases, producers of the Xbox would not have to produce as many as before. This might lead to layoffs and fewer workers in the Xbox factory. If there are fewer workers earning a wage, then there would be less revenue from income taxes, and fewer goods and services being purchased would reduce sales tax revenues. Less revenue from income and sales taxes forces governments to reduce the public goods and services they offer. Even though the original tax on Xbox was intended to increase tax revenues, in the end, it actually decreased them and reduced public services.

While our little scenario might be a bit of an oversimplification, these consequences from a poorly implemented tax can distort a market, with this outcome as the result. Economists call scenarios like these government failures. The hard fact is that governments have to be careful if they choose to tax a specific product, service, or industry.

President Bush the elder implemented a tax on the luxury-yacht-building industry. Since only the very rich can afford these expensive yachts, they can afford to pay the extra tax. Something happened on the way to collecting these taxes. Instead of buying yachts and paying the tax, they substituted the yacht for a private jet or an extra big, fancy car or some other substitute. Although they were wealthy, they voted with their dollars and chose substitutes rather than paying the higher tax. The yacht-building industry survived extinction only by President Bush rescinding the tax.

Two products that are taxed with no close substitutes (at least in the near term) are gasoline and the utilities we use in our homes. For the present, our automobiles need gasoline to operate, and we need automobiles to operate (or at least we think we do). In the short term, there is no close substitute for gasoline for our car engines to function properly. Likewise, companies that provide us energy sources to heat our homes and provide electricity have no close substitutes. Governments have given companies a monopoly (only producer) to provide us heat and electricity for our homes and businesses.

The second major factor to taxing a product, service, or industry is that the buyers’ willingness to buy the product is independent of the product’s price. Even though a tax raises the price, we will still purchase the product. Our earlier examples of gasoline and utilities also fit this characteristic. This is the case with the products economists call demerit goods. These are legal products that some members of society, or a government, have decided are bad for us.

Tobacco products are an example of a taxed demerit good. Over the years, through research and experience, it has been determined that tobacco products are bad for our health and for society as a whole. Yet there are still individuals who continue to use these products, whether its cigarettes, cigars, pipe tobacco, snuff, or chewing tobacco. Government has imposed fairly high excise taxes on these products to try to reduce their use. Governments also know that those who use the products will most likely continue, even if a tax raises the price.

Alcohol and its various products are also considered by many to fit into this category of demerit goods. Beer, wine, and spirits have excise taxes by governments for many of the same reasons as tobacco products. Price increases, including those for taxes, do not shift many customers away from the products they normally purchase. Government will raise the tax in hopes of discouraging the products’ use but, at the same time, do so knowing that the market will not be distorted, and revenues will be fairly consistent.

WHEN GOVERNMENT IGNORES THIS CRITERION AND DISTORTS A MARKET

Our discussion to this point has been on governments making sure they do not distort a market with their taxation policies. In a market economy, governments generally want the markets to function without their interference, whether by taxes or any other means. There are times, however, when a federal, state, or local government will intervene in the interaction between the buyer and seller. They will distort a market by limiting a price, supporting a price, or providing domestic industries support to keep their costs below normal cost.

Price Ceiling

When a government believes it is in the best interest of an industry to limit a price, it will impose a price ceiling. A price ceiling is a legal limit on for how much a seller can sell their product. Rent control on apartment rents is an example of a price ceiling. Think of the role of a ceiling in a room. It prevents air or anything in it from going higher. The same is true of price ceilings. It prevents prices from going higher.

Price Floor

When a government believes that guaranteeing an industry a price for its product is in the best interest of the industry, it will impose a price floor. Government agricultural supports and minimum wage are two examples of price floors. Again, like the floor in a room, it keeps things in the room from going lower. Price floors keep prices from going lower.

Subsidies

One other form of government support to an industry is a subsidy. This is a direct payment to an industry to change the industry’s cost structure. The lower cost structure allows them to sell their product at a lower price than would a normal cost structure. Governments usually provide subsidies to protect domestic industries against foreign competition, new industries, or industries that governments believe are good for its citizens. When you hear or read about governments picking winners or losers, a subsidy is usually involved.

Price ceilings and price floors are often implemented for reasons beyond taxation and the scope of our journey. Subsidies, however, do have taxation policy ramifications. When subsidies are provided to an industry, they have one of two taxation effects. One, a subsidy may reduce the amount of revenue the government receives. Two, the government spends tax revenues received from other sources for the benefit of a particular industry. In both instances, the government providing the subsidy has singled out this product, service, or industry (usually an industry) for special treatment. When price ceilings, price floors, or subsidies are imposed and the result is negative, these occurrences are often referred to as a government failure.

As we have seen, achieving each of these criteria just cannot be accomplished. It is important, however, for a tax to achieve as many as possible. Creating “good” taxes are public policy decisions crafted by politicians. It is important as taxpayers, consumers, and voters (or soon to be) to vote with both our dollars and votes that the taxes we do pay achieve the criterion we believe are important for our market economy.

Taxes, in general, are a trade-off between a proper amount of government revenue to fund the public goods and services that the citizens deem desirable with spending on privately produced goods and services by individuals and households in the product market. It is the role and responsibility of an economy’s citizens to determine the level of acceptable trade-off, and then to maintain the balance between public and private goods and services. Employing a system of “good” taxes can go a long way in achieving the proper balance.
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Role of Taxation in Our Economy: U.S. Agencies and Institutions

As discussed previously, taxes are everywhere. So before we describe each of the institutions responsible for taxation and taxes, let us take a macroeconomic (big picture) view of the economy and the role taxes play. To highlight the roles of the public institutions that provide public goods and services, we need an economic model of an economy.

The best model to show how and where taxes are collected and used is the circular flow of economic activity (CF). The CF exhibits how the government institutions of an economy levy, collect, and implement taxes to provide the public goods and services the citizens demand.

THE ECONOMIC ROLE OF GOVERNMENT AND TAXES

Every economy has a role for government, from establishing the economic rules to providing an economic safety net for the less fortunate.

Creditable Court System and Rule of Law

Hopefully you have not had any experience with our court system. But it is an important institution that is provided by tax money. For a market economy to properly function, a creditable court system is necessary to uphold the rule of law and private property rights. The rule of law means that the same laws apply to everyone, regardless of heritage, economic status, political position, or any other trait.

Finally, a creditable court system is essential for a functioning market economy. There is a role for government in an economy. While other aspects of government’s economic role can discussed and debated, this role is an absolute necessity for a market economy to survive, and only through taxes can a public court system exist.

GOVERNMENTS

Using “government” to define public institutions is all-inclusive. The term means any public institution that is funded with tax money, regardless of governmental level. This can include every institution from a local school district or public library to national defense and our military. If it is funded through the taxes, it is government.

A second aspect is defining government’s role in an economy. Government can have many roles. A government institution can be a large employer in any economy and have a significant influence on local jobs and resources. Governments at all levels have many functions and use many resources, including jobs (including education), and jobs need office space (schools), and offices need equipment. As you can see, a government institution’s outreach in a community can be quite significant.

For our discussion here, we are only viewing government as the provider of public goods and services. Governments (federal, state, and local) can provide other economic functions, including income redistribution and social safety net programs, such as unemployment insurance and food stamps, Social Security and Medicaid. For now, we will keep our focus on taxation policies that provide public goods and services.

Several of the programs mentioned here are examples from our U.S. economy. Every nation’s economy also has some level of social programs. Canada, England, and several other countries have national health insurance. Denmark and Norway have no tuition for higher education. Many nations have accessible primary or secondary education for every citizen. You get the idea. All nations have some form of public goods and services.

Finally, remember that in a market economy, the individual owns the economy’s natural, labor, and capital resources. However, government uses many of these resources. When governments use the economy’s resources, they are not available for other participants in the economy to use. Remember the question we posed in chapter 1. Every economy must determine the trade-offs between which resources will be used for public use and which for private use. Every economy is responsible for determining this trade-off.

MANY TAXES FROM MANY SOURCES

Every economy has four major markets, and taxes play a role in each one. Often tax policy and taxes determine the level of economic participation of each of these markets. The four markets are the resource market, product market, financial market, and foreign market.

Resource Market

Exchanging resources from the resource owners (households) to the resource users (producers) happens in the resource market. In the resource market, the owners of the natural, human, and capital resources sell their resources to the highest bidder.

In this market, income taxes and property taxes are two of the largest revenue generators for the federal and state governments. Some large cities impose an income tax on those who live and/or work in their cities.

Two other taxes of the resource market are the corporate income tax and the capital gains tax. Corporations pay the corporate income tax on their net profits.

Are you a participant in the resource market? If you have a part-time job while you are going to school, the answer is yes. When you interview for a job, you are a resource market participant. Each of us is an important economy participant through the resource market and pays taxes on our earnings.

Product Market

We are all participants of the product market. It is the market where we spend our income and profits earned from the resource market on goods and services. When we buy goods and services, a sales tax is usually added. Sales taxes generate revenue for most state governments and some local governments.

While the federal government does not levy a sales tax, they do participate in the product market with an excise tax (tax per unit) on specific products. Consumers pay federal excise tax on several products, including airline tickets, alcohol, tobacco, and motor fuel.

Financial Market

Money originates in the financial market and circulates through an economy by central banks and the financial institutions. The financial market is distinguishable from both the resource and product markets in that money is common to all markets. An economy’s wealth, however, is more than money. It includes all the transactions on stocks and bonds through stock exchanges, such as the New York Stock Exchange.

The financial market is comprised of financial institutions (specifically commercial banks, community banks, and credit unions) that serve as intermediaries to individuals and businesses. They receive deposits for checking and savings accounts and also provide loans to businesses for operations, expansions, or new businesses, and mortgages and car loans to individuals.

Governments also borrow money for roads, schools, or general operations (federal government only). Other financial market institutions, such as stock exchanges, investment companies, and the government treasuries, also serve as places to save and invest money. Businesses, households, and government all need financial institutions to put current money aside for future spending.

Taxes are paid in the financial market on the interest earned by individuals and corporations on their deposits in financial institutions. A capital gains tax is paid by investors on the profits of their investments in stocks and bonds. Retirees pay income taxes when they begin to receive retirement benefits from the retirement plans that deferred their income taxes until retirement.

A counter to paying income taxes is the ability of businesses and individuals to actually deduct the interest they pay on loans on their income tax returns. Businesses deduct loan expenses, and individuals deduct the interest they pay on mortgage payments. This will be discussed later in the chapter.

Foreign Market

In the growing global economy, U.S. businesses can sell their goods and services in other nations’ product markets. Also, the businesses of foreign nations have access to the U.S. product market. Exports (selling into other product markets) and imports (foreign companies selling into our product market) continue to be an integral part of the economy.

Consumers pay a sales tax on imports that are purchased in our product market. The federal government may also impose a tariff (tax on imports). Tariffs are paid directly by the foreign company importing the goods. Consumers pay the tariffs indirectly, as the tariffs, or part of them, are reflected in higher prices for the goods.

As participation of foreign companies continues to expand as the global economy expands, more sales taxes will come from consumers purchasing more foreign goods. U.S. companies will likely conduct more business in the foreign market, contributing more tax revenues to foreign governments. As participation in foreign markets by U.S. companies continues to grow and foreign companies participate in the U.S. product market, the sources of tax revenues (especially sales taxes) will become quite international, a vibrant indication of an ever expanding global economy.
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Figure 5.1 Circular Flow of Economic Activity

Source: David Dieterle, “Circular Flow of Economic Activity,” in Economics: The Definitive Encyclopedia from Theory to Practice, Volume 1: Foundations, ed. David A. Dieterle (Santa Barbara, CA: Greenwood, 2017), 76–82.

Taxation, tax policy, and the powers to tax were at the heart of the American Revolution. Following a successful fight for independence the new nation needed to determine how to effectively, efficiently, and responsibly institute its own taxation policies, the very policies they had fought their motherland Britain to escape. For a young nation, there was not an easy answer.

After the failure of their first attempt of governing with the Articles of Confederation, the leaders congregated in Philadelphia to determine what to do next. The result was the Constitutional Convention, and, in September 1787, a new Constitution was delivered to the states, which they ratified in 1788. Even though the new law of the land identified Congress’s ability to tax, the issue remained far from resolved. So began a history of tax policies and court cases to determine the role, breadth, and depth of the government’s ability to set tax policy.

Throughout our history, several government entities have played a role in U.S. taxation policies. We will start where it all began, with Congress and the taxation powers given it by the Constitution and how Supreme Court cases have influenced taxation throughout our history. Then we will view how the president and the executive branch used tax policy to influence economic behavior, following the new economic theories of John Maynard Keynes. Finally, we will review the most famous government agency today associated with taxation, the Internal Revenue Service (IRS).

TAXATION IN THE UNITED STATES

We will explore each of these branches of government in detail in future chapters (in parentheses).

Taxes and Congress (Chapter 7)

One role was certain: Congress had the ability to raise revenue through taxes to function properly and to provide for the public defense. The power to tax in the United States was first bestowed on Congress when the Constitutional Convention included Article 1, Section 8 of what was to become the U.S. Constitution. Article 1, Section 8 states that Congress has the power to “lay and collect taxes, duties, imports, and excises.” The Constitution also gives Congress the power to levy taxes to “provide for the common defense and general welfare.”1

Taxation and the Presidency (Chapter 8)

Even though Congress passes a tax bill, the president of the United States is responsible for signing the bill before it can become law. Early on, tax bills generally involved applying tariffs (duties) to imports or excise taxes to certain goods or services to finance a war. The chronology highlights several of these examples. Yet, in 1936, during the height of the Great Depression, the relationship between the president and taxes took a whole new shift, with the publication of John Maynard Keynes’s General Theory of Employment, Interest, and Money.2

Fiscal Policy

Keynes suggested that governments use tax policy or government spending to influence the economy. During times of rapid expansion, taxes should be raised and/or spending decreased to take money out of the economy, so consumers have less to spend. Conversely, during times of economic recession and depression (as was the case in 1936), governments should cut taxes and/or increase spending, so consumers have more money to spend. This role by government is known as fiscal policy.

While not a huge fan of Keynes, President Franklin Roosevelt, along with Congress, was the first president to implement fiscal policy during the height of the Depression. Every president since, in cooperation with Congress, has followed Roosevelt’s lead, using fiscal policy tax and spending policies to influence the economy. Most recently, as of this writing, is President Trump’s Tax Reform Act of 2017. We will discuss this act in greater detail in a future chapter.

Tax Laws, the Courts, and the Supreme Court (Chapter 9)

The court system in the United States is to act as mediator and protector against harm from ourselves; each other; or any business or organization, including government. There are district courts; state courts; probate courts; juvenile courts (stay away from this one); appeals courts; and the highest court in the United States, the U.S. Supreme Court. The role of the Supreme Court is to interpret the Constitution and decide if a law or regulation violates the law of our founding fathers.

The court system, and specifically the Supreme Court, has had a significant influence on the characteristics and implementation of our current tax system. We will focus on several specific court cases and their relevance to taxation laws and policies in chapter 9.

INSTITUTIONS AND AGENCIES RESPONSIBLE FOR TAXATION, TAX POLICY, AND TAXES

Federal Reserve System

The Federal Reserve had a brief history in which it was part of the U.S. tax structure. When thinking about taxation and tax policy, we do not usually consider our central bank as part of the tax structure. For average citizens, they would be correct. There is, however, a section of the Federal Reserve Act, Section 27, which does deal with tax policy.

Section 27 of the Federal Reserve Act addresses a tax on what are called national bank notes. From 1862 to 1935, the federal government allowed banks and currency associations to issue a national currency, called national bank notes. Government bonds, used to pay the debts of the Civil War, backed the notes. Any bank with a national charter who wanted to print money could issue these bank notes. At one point in time, over twelve thousand banks were printing and issuing national bank notes! It was the Federal Reserve’s responsibility to levy a tax on these notes.

Section 27 required that the associations printing these bank notes pay a 3 percent tax for the first three months of the total amount circulated each year, based on their deposits. The tax would grow to a maximum amount of 6 percent. What is interesting about this part of the act is that the Federal Reserve collected the tax, but the secretary of the Treasury had the ability to change the tax if it was deemed it necessary. The secretary could also require the note issuers to back the notes with a percentage of gold deposits that they would determine. These notes ended in 1935.

U.S. Treasury

Before we examine the most obvious of U.S. tax agencies, the Internal Revenue Service (IRS), it is important to first review the home of the IRS, the Department of the Treasury. The United States Treasury is part of the executive branch of the federal government. The secretary of the Treasury is a member of the president’s cabinet. If you look at our paper currency, you will see the name of the Treasury secretary as the signee on the currency.

The U.S. Treasury has a variety of responsibilities, carried out by seven bureaus; the most important for our taxation discussion is, of course, the Internal Revenue Service (IRS). Other bureaus of interest include Alcohol, Tax, and Trade (TTB), Engraving and Printing (BEP), Financial Crimes Enforcement Network (FinCEN), and the U.S. Mint. Bureaus less related to our discussion are Fiscal Service and the Office of the Comptroller of the Currency.

Through these seven bureaus, the Treasury has multiple responsibilities. First and foremost for us, it is responsible, through the IRS, for the collection of taxes. Other bureaus also collect government revenue through tariffs and other duties. The Treasury is also responsible for acting as the government’s bookkeeper, paying the bills of the United States government and managing the United States government’s finances, including the management of the government’s debt.

The department consults and provides counsel to Congress and the president on tax, trade, and other economic policies. It is also the Treasury that enforces tax laws and investigates and prosecutes people who attempt to avoid paying taxes and counterfeiters and forgers who try to make their own money.

One other area of responsibility that is not generally well-known to the public is the amount of global involvement the Department of the Treasury has on behalf of the United States. The department works with many foreign governments, foreign central banks, and international financial institutions promoting cooperation for global economic growth and prevents economic crises as much as possible. The Treasury is also responsible for implementing tariffs and other sanctions on other countries when directed by the president.

Internal Revenue Service (Chapter 6)

Arguably, the IRS is one of the most recognizable components of the U.S. government and the most recognizable when it comes to taxes. It may also be the most feared by taxpayers. When taxpayers receive a letter from the IRS, they usually get a bit nervous as to what is inside. We devote the entire next chapter to the Internal Revenue Service, so we will not get into details here.

In the next chapter we will discuss the more common IRS forms, with links to access them. These are the forms you will most likely need as you begin working and filing a tax return and in the future, as your financial and career earnings grow.

State and Local Governments

The federal government is not the only government to collect taxes. States and local governments collect many taxes as well. States use several of the same tax bases as the federal government. Not all, but many, states use the income tax as a major source of revenue. While some major cities also have an income tax, for many local units of government, the property tax is their major source of revenue. Local fire, police, schools, libraries, and parks are funded through taxes based on the value of the area’s property.

Not all state and local taxes are created equal. There are five states that do not have an income tax: Alaska, Florida, Nevada, Tennessee, and Texas. Many cities and states use tax exemptions from property taxes as incentives to encourage businesses to locate in their cities, townships, or counties. The governments anticipate recovering the lost revenue from increased income tax revenue from new employees.

NOTES

1. “U.S. Constitution, Article 1,” Cornell Law School: Legal Information Institute, accessed November 10, 2018, https://www.law.cornell.edu/constitution/articlei.

2. John Maynard Keynes, The General Theory of Employment, Money, and Unemployment (New York: Macmillan, 1936).
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The Internal Revenue Service (IRS) and Common Tax Forms

In the previous chapter, you were introduced to organizations that have a variety of roles and responsibilities in U.S. taxation and tax policy. One of those stands out as the organization citizens interact with on a regular basis, the Internal Revenue Service (IRS). Mentioned briefly in the last chapter, it is only fitting that we devote an entire chapter to this all-important organization that has such an influence on our world of taxation.

INTERNAL REVENUE SERVICE (IRS)

The Internal Revenue Service, or IRS, is an agency of the United States Treasury that implements U.S. tax policy. It is, arguably, the most recognizable component of the United States government. Headquartered in Washington, D.C., the IRS has regional offices throughout the United States. It is also quite possibly the U.S. agency that directly impacts the most citizens, since most of us have to file a tax return each year. According to the IRS website (irs.gov), the IRS processed over 225 million tax returns in 2015. Besides just collecting tax returns, the IRS provides volumes of tax guidance material for the taxpayer.

The forbearer of the IRS goes as far back as the Civil War, when President Lincoln and Congress initiated an income tax and established a commissioner to collect the tax in 1862. The tax was imposed to pay Civil War expenses and was repealed once the war ended. Following passage of the Sixteenth Amendment, initiating an income tax, the responsibility of the bureau increased significantly. In 1953, President Truman changed the name from Bureau of Internal Revenue to Internal Revenue Service. In 1998, one more major restructuring occurred, with the IRS Restructuring and Reform Act.

The IRS does far more than just collect taxes. Besides collecting taxes for the federal government, the IRS has several other duties. As the federal government’s accountant, it manages the government’s finances and accounts. They are the “tax police,” enforcing federal tax laws. This includes investigating tax evaders, forgers, and counterfeiters, and the power to arrest and prosecute them. They also provide advisory counsel on various economic policies.

MOST COMMON TAX FORMS OF THE IRS

The tax forms here represent the ones you will most likely need as you begin working. If you are working part-time, you have probably already been introduced to several of these forms. As your work and career world grows, you will become more familiar with these forms as you file annual tax returns.

As we journey through these different IRS tax forms, all the information provided here is as accurate as possible at the time of publication and is for informational purposes only. You, your friends, or anyone in your family should not consider any information in the following pages as tax advice. If you have questions on your specific circumstance, contact a consultant who is qualified to provide creditable tax advice.

Employee’s Withholding Allowance Certificate (Form W-4)1

It’s time. You are ready to join the world of work. You have applied for several part-time jobs, interviewed for a few, and finally been offered that first job to work after school, weekends, and summers. You show up on the first day, but before you can begin, your new employer has some paperwork you need to complete. One of those forms is from the Internal Revenue Service: Employee’s Withholding Allowance Certificate, or Form W-4.

The W-4 will likely be your first contact with the IRS as you begin your life in the world of work. From this point forward, as long as you are earning an income, you will be required to pay income tax. Paying your income tax, however, usually does not happen just once a year. Most taxpayers who work for an employer pay their income taxes throughout the year. There are a few exceptions, but those are for later.

Employees pay their income taxes by having their employer withhold a portion of each paycheck for the IRS. As a new income earner, you need to inform your employer how much to retain from your paychecks and pay the IRS on your behalf. You do this by completing a Form W-4. Completing the W-4 involves providing information about yourself and how much you would like your employer to forward the IRS from each paycheck.

You do not provide a specific dollar amount but select a category, based on the number of exemptions that you select. The number of members in your household determines the number of exemptions you can claim. As one without a family, you will be able to choose either one for yourself, or, if you prefer, zero, not claiming any exemption. If you live in a family of four, your parents’ W-4s could have up to four exemptions, one for each family member.

Choosing an exemption determines the amount your employer will deduct from each paycheck. If you choose zero, the maximum amount will be deducted. Your employer has been provided a table on how much they are required to withhold and forward to the IRS for someone earning your income level with zero exemptions. Now each time you receive a paycheck, you will notice an amount has been deducted for the IRS from your paycheck.

You may even notice deductions for other income taxes. States and cities with income taxes follow a similar procedure. Your state will also have an amount of your earnings deducted for state income tax. Likewise, if you are living or working in a city with a city income tax, the procedure applies a third time.

Times and situations change. It is likely that you will complete many W-4 forms throughout your working career. You might change careers and jobs, or your income will change. If you get married and raise a family, your household status will change. You may want to claim more exemptions and have less withheld as your family needs change. Even if you do not change jobs, you will need to complete a new Form W-4 if you move to a new address. Every time your life changes, so should your W-4. The IRS recommends updating W-4 information every year.

You work all year, and, with each paycheck, your tax withholdings are reflected on the information included with your paycheck. As the end of the calendar year approaches, the size of your withholdings continues to grow. You realize you will have to file an income tax return for this year. Before you can file a tax return, however, you need to know some information. You are ready for the next IRS form.

Wage and Tax Statement (Form W-2)2

Since you worked most of the year and made over $600 in wages, salaries, and tips, you qualify to receive a Wage and Tax Statement, or Form W-2, from your employer. The W-2 will provide information from your employer about the total amount of income you earned and the total amount of deductions they withheld and paid the IRS from your paychecks for the past year. This information will be mailed to you at the address on your Form W-4 (which is why you need to keep the information updated) at the beginning of the next calendar year. You are now one step closer to being a full-fledged income tax payer.

Working for one employer, you will receive a Form W-2 from your employer with the information regarding the calendar tax year that was just completed. In the future, however, you may have several different employers that withhold income from your paychecks during a tax year. In this case, you will receive a Form W-2 from each employer that paid you over $600 in wages, from which they withheld income based on the W-4 information you provided.

The information on the W-2 is necessary to complete the final step of filing a tax return with the Internal Revenue Service (IRS). The information includes the total gross income you earned in the previous calendar year. Total gross income is your total income earned, prior to any withholdings being applied. You can calculate your total net income by subtracting all your withholdings from your total gross income. Your total net income is the amount of income you actually were able to spend and save this past year.

Any withholdings for state or city income taxes are also itemized. Other nonincome taxes are also withheld, including Social Security and Medicare. These come under the category of FICA (Federal Insurance Contributions Act).

FICA (Federal Insurance Contributions Act)3

FICA payroll tax withholdings reported on your W-2 are your contributions as a wage earner to support the senior citizens, disability, and hospital federal programs of Social Security and Medicare. One part of Social Security also supports surviving spouses of qualified payees who have died. Without going into details, when workers pay into the system for a specified amount of time they, their spouses, or children qualify to receive a Social Security payment. Medicare is hospitalization insurance for the elderly, regardless of work status or work history.

At the time of this writing, the current rate contributed by the employee is 6.2 percent of their income. The employers match that contribution with their own 6.2 percent payment into Social Security, for a total employee/employer contribution of 12.4 percent. Each also contributes an additional 1.45 percent for Medicare, for an additional 2.9 percent into the FICA system.

There are two exceptions that alter the tax structure of the FICA payroll taxes. In 2018, only the first $128,400 of an individual’s income is subject to the Social Security part of the FICA tax. This gives this payroll tax a regressive tax structure. The Medicare tax is not subject to income limits. However, it increases an additional 0.9 percent for incomes over $200,000. This increase adds a bit of progressive tax structure, reducing, to a small degree, the regressive structure of the overall FICA payroll tax withholdings at higher income levels.

Once you receive your Wage and Tax Statement (Form W-2) from your employer, the next step is to determine which IRS tax return to file. You have two choices, which are our next two forms.4

U.S. Individual Income Tax Return—New, Modified Form for 2018 (Form 1040)5

As a result of the Tax Cuts and Reform Act of 2017, the 1040-EZ will no longer be used. The U.S. Individual Income Tax Return—Form 1040 has been revised to accommodate all taxpayers.6 Many taxpayers who used the easier 1040-EZ in the past will now use the same Form 1040 as those who itemize additional tax deductions to reduce their taxable incomes. Using the Schedule A, taxpayers who itemize their deductions will determine if they provide a lower taxable income than the standard deduction. To itemize you deductions, you will use the Form Schedule A.6

Taxpayers using the Schedule A will reduce their taxable income by subtracting a variety of deductions from their incomes. While you do not need to use all these deductions, using only a couple of them can add up. You can apply these deductions to reduce you taxable income and also to be able to take advantage of the standard deduction as well. It is important for you to take advantage of all the deductions allowable by law. Some of the more popularly applied deductions include:



•Interest on a home mortgage

•Contributions to a charity

•Medical expenses

•Business and professional expenses that were not reimbursed by your employer

•Education expenses beyond those necessary to maintain your current position



Once the calculations of the deductions are complete on the Schedule A, you can subtract the allowable amount of deductions from your income to further reduce the taxable income. Using the tax tables provided, or the computer program that does the calculation automatically, you determine the amount of taxes owed to the IRS.

Remember, however, that your employer has been withholding income taxes from every paycheck during the year. This amount is listed on the Form W-2 that you received earlier from the employer. This amount is then subtracted from the amount of taxes owed to determine if the IRS will return some the money that was withheld during the year, or if you will need to send the IRS an additional payment.

If the amount withheld (listed on W-2) is greater than the tax owed, the IRS will send you a tax refund. If the amount listed on the W-2 is less than the tax owed, you still owe the IRS and need to send an additional payment. It is important to remember that a refund is not the same as not paying any income taxes. As long as the difference between the amount withheld and the tax owed is greater than zero, you are still paying taxes.

There is one more step in the tax filing process. Up to this point, you have identified your number of exemptions to determine your personal deduction. You have used the other applicable tax deductions to lower your taxable income and determined the size of your refund or tax owed. The last step is to apply any appropriate tax credits to either increase your refund or reduce the tax owed.

Tax credits are known as “below-the-line” items because they are applied directly to the tax refund or tax owed. Various tax credits may be applied. A few of the more popularly used tax credits include:



•Earned income tax credit (EITC)

•Childless earned income credit

•Residential property energy credit

•Nonbusiness energy property credit

•Alternative fuel vehicle credit

•Indian employment credit7

The earned income tax credit is the most used of the tax credits. This tax credit is to help low income taxpayers reduce their tax liability. For those who are eligible to claim the EITC, if their tax liability is negative (tax owed minus income withheld is less than zero), they receive a refund from the IRS. The EITC is a way to add more progressivity to the already progressive tax structure of the federal income tax process.

Interest and Dividend Income (Form 1099-INT)8

An early habit to develop is to set aside a part of each paycheck in a savings account. Savings is a trade-off between current spending and future spending. When you open a savings account, the financial institution pays you interest on the savings you accumulate in your account. Through the power of compound interest, the more you save, the more interest you earn. Uncle Sam considers the interest you have earned as income, so it needs to be recorded on your Form 1040 tax return. There is one more commonly used tax form for recording interest and dividend income. This is the Interest and Dividend Income Form, 1099-INT.

Similar to the W-2 from an employer, the 1099-INT is generated by financial institutions and sent to taxpayers each year, informing them of how much interest or dividend income they earned on their savings accounts or investments. You will receive a 1099-INT from each financial institution in which you earned interest, dividends, or both. The various financial institutions that send you a 1099-INT includes banks, savings banks, savings and loans, credit unions, and stock brokerage firms.

The financial institution has reported this amount to the IRS. It is the responsibility then of the taxpayer to report these earnings as income on their 1040 Form.

Other IRS Forms

There are many, many other forms used by the IRS for reporting income, exemptions, deductions, and credits, to name just a few. Every IRS tax form needed by the average taxpayer is available at the IRS website at www.irs.gov/forms-instructions.

COMPLETING AND FILING A TAX RETURN

Filing federal and state individual tax returns used to be a labor-intensive endeavor. It usually involved lots of paper and pencil calculations and days to complete. Ask your grandparents about the days of filing taxes before computers, or even calculators. It was even an ordeal for lawyers, accountants, and professional tax preparers.

It can still be an intensive ordeal, but today, many of the calculations are computed for us with tax-preparing software. The most popular of the tax software programs, TurboTax®, is a product of Intuit that is accessible both online and by CD. Regardless of what method you use, remember that if you receive a W-2, you have to file a tax return.
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Congress and the Laws of Taxation

As sure as Ben Franklin was in the certainty of taxes, we can be just as certain that political leaders will constantly be changing taxation policies, or at least be trying to do so. The integration between taxation and politics is so engrained in our political system that this chapter and the next two (“Taxation and the Presidency” and “The Supreme Court and the Legality of Taxes”) document this economic-political mix within our three branches of the federal government. State and local politics are just as integrated. Many debates about the local public school system are more often about school taxes than the school curriculum.

Throughout the history of our relatively young nation, tax policy and taxes have always been topics of both political and economic debate. This was evident as you journeyed through the chronology earlier. Some of the changes have been small and relatively insignificant. Others, however, have been historical in their passage and implementation. Some taxation changes address specific issues, geography, or segments of the population. Others are major changes to the law of the land and impact all citizens. These are the laws and regulations in which we will drill down and see why they were significant in their impact on both individuals and the nation.

Why we have taxes is economics, but how and what we tax is generally politics. Every political unit, whether it is federal, state, or local has to be aware of and confront the issues of taxation. Read a newspaper or online news site or listen to or watch a news program, and a public policy issue that involves taxation policy will almost always be one of the topics. Debates about taxes go in various directions. Some debates are about lowering taxes, others about raising them. Some address a new tax base, others eliminate a tax base. There are always two sides to the debates and, with few exceptions, there is no unanimous agreement.

At the time of this writing, the U.S. taxpayer is preparing for the most significant overhaul of the federal tax policy in more than a generation. The Tax Cuts and Jobs Act of 2017 will impact virtually every U.S. citizen in some way, taxpayer and nonpayer alike. Some of these new tax laws or regulations have been introduced or discussed in other chapters.

Before we focus in on the most recent taxation changes, we need to take a trip back in history to see how we got to where our tax structure is today. It is a bit of a history lesson, coinciding with the history you read in the introduction, but if we do not put today’s tax structure in the context of what came before, we run the risk of not understanding the reasons for its current structure and the debates of change that have surrounded it.

THE MAJOR LAW OF THE LAND—THE U.S. CONSTITUTION

As was first discussed in the introduction and history of taxation, the first major law that permitted the young government of the United States to impose taxes on its citizens is the Constitution. Article 1, Section 8, Clause 1 of the Constitution gave Congress the power to impose and collect taxes for “duties” (tariffs), imports, and taxes per unit (excise taxes).



Article 1, Section 8, Clause 1. The Congress shall have Power To lay and collect Taxes, Duties, Imposts and Excises, to pay the Debts and provide for the common Defence and general Welfare of the United States; but all Duties, Imposts and Excises shall be uniform throughout the United States.1



The language of this clause, which has created much debate and controversy over the years (and still does today) has been the purpose for taxes: “provide for the common Defence and general Welfare of the United States.” The clause does state any taxes imposed by the government “shall be uniform throughout the United States.”

Through the Constitution, Congress has the authority to impose both direct and indirect taxes. Direct taxes must be apportioned, which means Congress would tax the states, which would then collect them from the citizens. Indirect taxes must be uniformly taxed throughout the country. Two centuries later, the Constitution added another component to the government’s ability to taxation policy. The Sixteenth Amendment made the federal income tax a permanent component of federal taxation policy. The distinction between these two types of taxes became an important issue that was finally settled by the Supreme Court.

SIXTEENTH AMENDMENT TO THE U.S. CONSTITUTION

The Sixteenth Amendment to the United States Constitutions reads: “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.”2

Of all the taxation laws and regulations throughout history, the Sixteenth Amendment of the U.S. Constitution, giving the U.S. government legal permission to institute an income tax, is arguably the one that most directly impact each U.S. citizen, and some noncitizens. Congress passed the Sixteenth Amendment on July 2, 1909. However, for the proposed amendment to be part of the Constitution, it needed to be ratified by three-quarters (75 percent) of the states. This did not occur until February 1913.

The Sixteenth Amendment ended a long historical battle as to the legality of a national income tax. As discussed in the introduction, an income tax had been imposed on several earlier occasions, mostly to help pay for a war. During the Civil War (1861), Congress passed a 3 percent tax on incomes over $800, repealing it in 1872. Later, in 1894, Congress passed a 2 percent income tax on incomes over $4,000, soon to be struck down by the Supreme Court as unconstitutional.

In 1909, a Congressional debate led to the passage of the Sixteenth Amendment by Congress. As there is today, two political factions dominated Congress; progressives and conservatives. The progressives desired an income tax, while the conservatives did not. The conservatives proposed the constitutional amendment in a political move, believing that not enough states would ratify the proposal. Their political maneuvering backfired, and they were wrong. Three-fourths of the states did ratify the proposal, and, on February 25, 1913, the Sixteenth Amendment was added to the U.S. Constitution.

Initially, the Sixteenth Amendment had little impact on the government’s revenue. In its first year, the new income tax impacted less than 1 percent of the nation’s income. As we know, through the years, the income tax has grown to become the major tax base and revenue source of the federal government. Congress has made many changes to the tax law since the implementation of the Sixteenth Amendment. In chapter 9, we will discuss the role of the Supreme Court to finally make the Sixteenth Amendment permanent.

CONGRESS DID NOT LEARN THEIR LESSON

The ink was barely dry on the ratification of the Sixteenth Amendment when Congress began making changes to the tax laws. This was partially due to world events that were to come, but it was mostly because of Supreme Court decisions. Being a new amendment to the Constitution meant it was a new law of the land. Of course, not everyone agreed, and the court challenges were many. As you will see in chapter 9, determining the constitutionality and clarifying the scope of the Sixteenth Amendment kept the High Court busy even into the modern era.

World events began changing the role of the income tax as an important tax base and a major source of revenue. In 1918, U.S. involvement in World War I forced the federal government to increase the tax rate from a flat tax of 7 percent to a highest marginal tax rate of 77 percent! Following WWI, when the government was no longer paying for a war, Congress began lowering the rate eventually to 25 percent.

Congress had plans for the income tax to bail out the government during the Great Depression as well. During the Great Depression of the 1930s, they raised the top marginal rate back to the high 70s, a whopping 79 percent! With an unemployment rate reaching the mid-20 percent range, there were not many wage earners to pay the tax. The tax burden for the average taxpayer rose from a 1929 low of 11.6 percent to a high in 1932 of 21.1 percent. In 1932, the federal, state, and local governments were taking approximately ten cents more per dollar earned than a decade earlier. Most of this increase in the tax burden was at the state and local levels.3

Another way to think about this is the spending difference by individuals. In 1932, individuals had ten cents less per dollar to spend on goods and services in the private sector! That was a significant trade-off in the midst of the 1930s economic crisis.

If individuals are not spending on goods and services in the private sector, then those goods and services do not need to be produced. If they do not need to be produced, companies do not need to hire employees. If employees are not being hired, they are not earning wages to pay income taxes and spend on goods and services. Remember our discussion on agencies and institutions in chapter 5 using the circular flow. In the 1930s, the circular flow was not flowing. Congress had helped turn off the flow of goods, services, and money.

The difference between the high tax rates of 1913 and 1930 was the war. During World War I, the factories were not producing private-sector goods, but they were making military goods such as tanks, airplanes, rifles, clothes, and so forth. People were being employed and earning a wage. In the 1930s, there was no war to substitute the production of goods and services. The higher tax rate was now more of a burden on taxpayers than a source of revenue for the federal government.

But this was not the highest rate. In the mid 1940s and during the beginning of World War II, the highest marginal tax rate rose to a whopping 90 percent! Again, military production and government spending on military replaced private-sector production and spending. This high tax rate remained until the 1960s, but other tax bases were also imposed during this time.

Between 1913 and 1940, Congress added a corporate income tax, a tax on the excess profits of corporations, and excise taxes on certain goods and services, as well changing the tax rates on individuals. Congress also made changes to the personal exemptions instituted by Congress.

From 1940 to 1945, Congress passed a Revenue Act every year. Each year, the act changed the tax rates on corporate or personal exemptions, depending on the economic and political situations. During this period of time, the highest marginal tax rate generally went up, while the personal exemptions went down. Congress took a few years off from new tax laws but, in 1948, reversed its trend and lowered individual marginal tax rates and increased the personal exemption.

As you will read in the next two chapters, between the efforts of the presidents and Supreme Court decisions, the income tax and the Sixteenth Amendment were here to stay.

State and Local Governments

As an interesting side note, during the Great Depression, state and local governments also raised taxes. State tax burdens had increased to almost 5 percent from a low of 2 percent. Local property taxes had more than doubled to almost 12 percent.

TAXATION LEGISLATION IN THE MODERN ERA

Fast-forward to the twenty-first century. Beginning in 2010, Congress has passed legislation with significant changes to taxation and tax policies. Beginning in 2010, Congress passed the Patient Protection and Affordable Care Act (ACA), popularly known as Obamacare, which included a new tax on citizens. As a result of the ACA, citizens were now taxed for not having health insurance coverage and excise taxes were implemented on many health-related goods and services, including indoor tanning services, Medicare, and so-called “Cadillac” versions of health insurance.

This act has not been without controversy. As of this writing, some of these controversies are not settled, nor has the entire act been accepted. We will discuss many of these issues and the act more fully in the following chapters on the roles of the presidents and Supreme Court decisions surrounding these taxation policies and controversies.

In 2012, another major tax act changed the impact of taxes on U.S. citizens, when Congress passed the American Taxpayer Relief Act. One of the major aspects of this act was the extension of the tax rate structure that was initiated in 2001, along with permanently extending tax cuts from 2003. Other tax cuts implemented in 2009 were also extended with this 2012 act. The tax act raised the highest marginal tax rate to 39.6 percent for those whose income was over $450,000 (married, filing jointly).

Many of the changes in the 2012 act were well beyond the income tax. Changes were also made to the capital gains tax, certain itemized deductions, personal exemptions, and the earned income tax credit, to name just a few. It also extended the American Opportunity Tax Credit (see below) and made changes to the earned income tax credit (EITC), exemptions of the gift and estate inheritances, and the alternative minimum tax (AMT), to name a few specific aspects of the tax code.

An additional major piece of 2012 tax legislation was the Middle Class Tax Relief and Job Creation Act of 2012. This act continued the payroll tax—that is, those taxes deducted from your paycheck, known as Federal Insurance Contribution Act (FICA) and for Medicare—decreases that were initiated by the Temporary Payroll Tax Cut Continuation Act of 2011. These are both follow-ups to the 2010 Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act. As is evident by all these annual actions of Congress taxation policies, they are constantly making changes, revisions, and additions to the tax policy of the day.

This most recent act was an extension of many previous taxation laws and regulations stipulated by previous tax acts. Just a few of the extensions included individual tax cuts to 2012, the child tax credit from 2001, the earned income credit, the education tax credit, and the American Opportunity Tax Credit. Plus, as the name of the act suggests, it rolled backed the payroll tax.

SPECIAL TYPES OF TAXATION LAWS

Value Determined Taxation Credits and Exemptions

Throughout our journey, we have mentioned certain specific aspects of the U.S. tax code. In chapter 6, we discussed the deductions, credits, and exemptions involved in the tax filing process. A few of them were specifically created for certain groups of taxpayers or to achieve a specific level of fairness or equity.

Alternative Minimum Tax (AMT)

The goal of the alternative minimum tax (AMT) is to increase the probability that all income earners pay some tax. The AMT is aimed at those at the high-income levels who use many deductions and exemptions, or both. The AMT sets a limit on the size of the high-income earner’s deductions and exemptions. As the name suggest, these limits ensure that everyone pays some amount of tax. Congress sets the size of the AMT. The AMT applies when the prescribed AMT amount is above the regular tax rate.

Earned Income Tax Credit (EITC)

The earned income tax credit (EITC) applies to taxpayers who are below a certain income level. In some respects, it is the opposite of the alternative minimum tax. Where the AMT guarantees a minimal level of tax, the EITC significantly reduces the tax burden of low-income taxpayers and may even provide a refund beyond what was withheld from their wages during the year. The rules as to whether a taxpayer qualifies for the EITC are quite specific. The income must be earned income as a wage and not from investments to qualify for the EITC.

The taxpayer must have earned income and either owned a business or farm and meets other baseline qualifications. While the EITC was created for low-income families, the wage range to qualify for an EITC credit is quite wide. The major determining factor is the number of children in a household. If there are no children, the income level is $15,010 ($20,600 if married, filing jointly). However, if there are three or more children, the wage can be as high as $53,930 if married, filing jointly ($48,340 for single, head of household, widowed).4

Exemptions of the Estate Inheritance and Gift Tax

Unlike the AMT or the EITC, exemptions are calculated to reduce a taxpayer’s adjusted gross income (AIG) to determine the total tax owed on estates and gifts. As discussed earlier, the estate tax is the tax on property transferred to next of kin at the death of the property owner. The gift tax is applied to large gifts of money or property during one’s lifetime. To determine the total value of the estate tax, the size of an estate must first be determined. The estate tax exemption sets a limit on the amount of the estate that will not be taxed. In 2018, the IRS set the exemption limit for both estates and gifts at $11,180,000 per person. The unusual limit is due to adjustments for inflation.5

American Opportunity Tax Credit

The American opportunity tax credit (AOTC), as the name suggests, is a tax credit for certain qualifying education expenses. Remember that, as a credit, the AOTC is subtracted directly off the amount of tax being paid. The credit could be as high as $2,500 for a qualifying student. An appealing feature of the AOTC is that if the credit reduces one’s taxes to zero, the taxpayer can actually receive a partial refund of the unneeded credit amount.

Tax Relief for Natural Disasters

When natural disasters, such as hurricanes, tornadoes, earthquakes, or forest fires, threaten large populations, the federal government often provides tax relief to the victims. Most recently, this occurred with the California wildfires and Hurricane Florence, whose wind and rain caused considerable property and personal damage to citizens in North and South Carolina. Tax relief can take many forms, depending on the timeframe of the disaster, from extending tax deadlines to deducting any expenses for rebuilding.

To qualify, the president must declare the area a disaster-relief area. In California, the IRS provided the wildfire victims an extension to filing their tax returns. They were also able to claim their personal losses from the wildfire.6 Similar benefits were accorded to victims of Hurricane Florence (2018), as well as Hurricanes Irma, Maria, and Harvey in 2017.

The president also often declares floods, mudslides, and tornadoes disaster areas. The victims of a March 2018, a tornado in Alabama and one in April in North Carolina received similar tax relief. The IRS has also aided flood victims in the last ten years. In Texas and Hawaii, tax relief was provided flood victims.7
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Taxation and the Presidency

Once Congress passes legislation, before the bill can become a law, the president must sign it. Since the executive branch of the federal government is responsible for the implementation of the new tax laws, the new tax laws often become known for the president who ultimately signs the bill into law. As previously mentioned, this practice was evident when the 2010 Affordable Care and Patient Protection Act became popularly known as Obamacare.

The same is true with the 2017 Tax Cuts and Reform Act. While not known as Trumpcare, it is definitely associated with President Trump as his tax reform law. This practice has some merit, as the president, who is the federal government’s chief executive, is often the one who proposes tax changes. So, once Congress acts and passes a tax bill, it is the president who ultimately makes it law with his signature.

The process of tax legislation becoming a law has not changed since the inception of the United States Constitution. Earlier tax legislation and previous presidents’ roles were covered in some depth during our historical journey in the introduction. Major influences of past presidents on tax legislation and regulations that have influenced our current laws and regulations and their roles generally have their genesis with President John F. Kennedy.

President Kennedy was certainly not the first president to use tax policy to influence the economy, as our historical journey revealed. He was, however, arguably the first since President Franklin Roosevelt, to follow the economic practices of John Maynard Keynes. Virtually all the presidents who have followed President Kennedy have had an influence on our current taxation policies.

TAXATION UNDER PRESIDENT JOHN F. KENNEDY: THE KEYNESIANS RULE THE ECONOMY

President Kennedy was elected when the economy was not good. Unemployment was relatively high for the time, and economic growth was very slow, if at all. As a disciple of Keynes, President Kennedy knew he had to cut taxes and increase government spending. Tax cuts and tax reform were major parts of his presidential campaign against Vice President Nixon. Yet, once elected, he feared budget deficits and waffled on implementing spending and tax policies.

Two years into his presidency, the economy was not much better. Unemployment had fallen a little, but economic growth was still minimal, at best. The stock market had also shown weak signs of recovery. His advisors wanted massive government spending, similar to President Roosevelt’s during the Great Depression. While he did not significantly increase government spending, in 1963, President Kennedy proposed significant income tax cuts for both individuals and corporations.

If the Kennedy presidency had proceeded normally, his tax-cuts bill, which eventually passed Congress, would have been seen as another U.S. president following Keynesian economic principles. But on November 22, 1963, everything changed when President Kennedy was assassinated in Dallas, Texas. The presidential responsibilities immediately fell upon Vice President Lyndon Baines Johnson, now President Johnson. What Kennedy initiated, President Johnson carried forward and, with it, much more that still impacts us today.

TAXATION UNDER PRESIDENT LYNDON JOHNSON: VIETNAM AND THE GREAT SOCIETY

President Johnson signed the new tax bill in 1964 after assuming the presidency. Johnson’s tax policy changes reduced income taxes and, later, cut excise taxes. President Johnson reduced the highest marginal tax rate to 70 percent. He used the tax cuts and a growing economy to his political advantage. The political good news of the various tax cuts was short-lived.

In the wake of President Johnson’s many “Great Society: civil rights programs and escalating involvement in the Vietnam conflict, the federal budget deficit was expanding rapidly. The president proposed a tax increase and budget cuts for the 1969 fiscal year. If successful, one-half of the 1964 and 1965 tax cuts would be reversed. President Johnson signed the Revenue and Expenditure Control Act in 1968.

While he tried to shift the fiscal policy gears with massive budget cuts and tax increases, the federal debt continued to climb. The federal debt has increased with every president since Johnson. As inflation and, with it, interest rates, continued to increase, the first cracks of the Keynesian philosophy began to show. Inflation and unemployment were increasing simultaneously, an economic action that was not supposed to occur under a Keynesian fiscal mechanism. The inflation/unemployment relationship of the Johnson presidency remains a reminder of the coordinated effort needed between fiscal and monetary policies.

TAXATION UNDER PRESIDENT RICHARD NIXON: THE AMT, YES, THE GOLD STANDARD, NO

Following President Johnson’s massive increases in government spending during his administration, President Nixon showed no signs of reversing the tide and showing fiscal restraint. While President Nixon did end the Vietnam War in 1973, he continued much of President Johnson’s civil rights and Great Society programs, significantly expanding the size of government and the need for significant additional federal government revenue.

One of President Richard Nixon’s early taxation acts was to sign the Tax Reform Act of 1969. This act is important today because it introduced the alternative minimum tax (AMT). The AMT was intended to be a tax floor so that all taxpayers would pay taxes. Prior to the AMT, high-income taxpayers could use tax deductions, credits, and exemptions to greatly reduce their tax liability. While changes have occurred to the AMT over the years, it is still part of our current tax regulations.

Many of President Nixon’s other economic policies are beyond the scope of this book. But it is important to note that their significance is still part of our economic landscape today. As a result, they are the backdrop to many of our tax discussions and debates today.

Arguably the most significant for our discussion is when President Nixon took the dollar off the gold standard in 1971. Since 1944 and the Bretton Woods Conference, the U.S. dollar was backed by gold—that is, a gold standard. It was agreed during Bretton Woods that one ounce of gold was worth $35. The dollar was now the world reserve currency, and any nation could exchange their gold for U.S. dollars, or their dollars for gold. Two events changed the global currency landscape and, subsequently, future tax policy, forever.

One, the success of President Johnson’s programs on economic growth had created an inflationary environment, albeit a mild one for the times. However, in response to the inflation, President Nixon instituted wage and price controls, imposing restrictions on the U.S. capitalist market. The economy responded by going into a recession.

The second event led to the previously mentioned Nixon removing the dollar from the gold standard. The consequences of the Johnson-era good times were beginning to be reflected in the economy. Increased U.S. consumer spending meant purchasing more imported goods, creating a negative trade balance. We were importing more goods than we were exporting.

To put it simply, the result was too many dollars and not enough gold to back them, or other countries wanted to return our dollars in exchange for our gold. Nixon solved this international finance dilemma by telling the world they could no longer exchange dollars for gold, or gold for dollars. The value of the dollar on world markets was now based on the supply and demand of U.S. dollars in global markets.

So how does all this relate to taxation and tax policy today? Glad you asked. One, without a gold standard the Federal Reserve can, if so inclined, print enough money to solve most of our economic woes. That may sound tempting, but ask Zimbabwe or Venezuela how printing money worked for them. Inflation can help governments because higher nominal incomes to offset inflation can equate to taxpayers being in higher tax brackets, what is popularly known as bracket creep.

The second implication for today’s taxation policies is how we deal with foreign goods and services. President Nixon imposed a 10 percent tariff on imports in an effort to offset the increase in U.S. consumers’ tastes for imported goods. By taking the dollar off the gold standard, President Nixon strengthened the tariff as a tool against foreign competition. That same battle is still waged today, using tariffs as a tool against foreign imports. We see the tax on imports being imposed today by President Trump (more on this later) in the name of protecting U.S. jobs, the consumer, and protecting the value of the U.S. dollar on international financial markets.

TAXATION UNDER PRESIDENT RONALD REAGAN: SUPPLY-SIDE “REAGONOMICS” TAKE OVER

For presidential nominee, former actor, and California governor Ronald Reagan, the economy and taxation policies were major platforms of his campaign. He was elected with the idea that tax reform would be a high priority of his new administration. And it was.

President Ronald Reagan took office when the economy was the weakest since the Great Depression. Along with high unemployment and high interest rates, taxes had reached their highest marginal tax rates since World War II. Cutting tax rates was a foundational component of President Reagan’s attack on the economy. Along with his other measures to revive the economy, his economic efforts became known as “Reaganomics.”

Two separate tax acts highlighted his Reaganomics attack on the economy. In 1981, Congress passed and President Reagan signed the Economic Recovery Tax Act. This first act lowered individual tax rates significantly. A few years later, the 1986 Tax Reform Act lowered individual tax rates even lower, plus added new lower corporate tax rates. These newer lower tax rates for both individuals and corporations became the baseline by which today’s tax reform is measured. President Reagan’s tax cuts fell to a significantly lower 28 percent. Until the recent 2017 Tax Cuts and Jobs Act, this was the lowest rate since World War II.

The new tax policies of President Reagan worked, as unemployment significantly lowered as did interest rates, while economic growth increased. The economy came to life. One estimate is that the lower tax cuts of President Reagan increased the 1987 purchasing power of a family of four by $9,000 per year versus what they would have paid in 1980 taxes.1 President Reagan had set a new standard for using taxation and spending policies that future presidents would copy.

If you remember, influencing the economy through tax policies and government spending were the prime tools of the Keynesian economic philosophy. The taxation policies that President Reagan introduced were described by a second new economic philosophy regarding tax reform: supply-side economics. Supply-side economics emphasized a rather counterintuitive idea that lower tax rates would actually boost government revenues. Whether supply-side economics really generate increased government revenue is still debated today.

TAXATION UNDER PRESIDENT GEORGE H. W. BUSH: “READ MY LIPS”—NOT!

George H. W. Bush was President Reagan’s vice-president. But eight years earlier, he was a presidential candidate, opposing candidate Ronald Reagan. He countered candidate Reagan’s taxation proposals, at times calling it voodoo economics. However, as vice-president, he became a powerful convert of the president’s policies. So a major part of his economic platform as presidential candidate was to maintain the success of the Reagan economic platform. He famously claimed during his campaign, “Read my lips.”2

As President Bush, he had to later backtrack on his campaign promise and, in a compromise with Congress, sign a bill to raise taxes. In 1990, Bush signed the Omnibus Budget Reconciliation Act, raising the highest individual tax rate to 31 percent and raising the new alternative minimum tax (AMT), payroll tax, and certain excise taxes. While some tax adjustments and decreases were also included, these tax increases were the beginning of increases by future presidents that led to the newest tax act, signed by President Trump.

This backtracking on his campaign promise has often been identified as a major reason for the failure of his reelection bid against Governor Bill Clinton. Candidates today are often reminded of President Bush’s comments when they make campaign promises.

TAXATION UNDER PRESIDENT BILL CLINTON: NEW TAXES BUT NEW NAFTA EQUALS NO TARIFFS

President Clinton continued the trend of raising taxes through his 1993 Omnibus Budget Reconciliation Act and, later, the Deficit Reduction Act. These taxation policies raised the top marginal tax rate again, this time eight percentage points to 39.6 percent.3 This was the largest individual tax increase since World War II. President Clinton also raised the corporate income tax another 2 percent to 36 percent, as well as the federal gas tax. He also limited or eliminated a number of tax deductions and credits.

A second tax revenue impact for the federal government was the passage and signing of the North American Free Trade Agreement (NAFTA). President Bush originally created NAFTA. However, it became President Clinton’s to pass. Interestingly, as a candidate, Clinton only moderately supported NAFTA, but President Clinton fully supported the new trade agreement. NAFTA eliminated tariffs for many U.S. imports from two of its largest trading partners, Canada and Mexico.

It is important to note that federal government revenues from tariffs were no longer a major revenue source. It had been replaced by the income tax with the passage of the Sixteenth Amendment of the Constitution that we discussed earlier. Tariffs had become more a political device, as they are today, and not an economic one. Much of today’s political debate about tariffs is their use politically, not economically. We will discuss this in greater detail in the conclusion: “Future Issues.”

TAXATION UNDER PRESIDENT GEORGE W. BUSH: TAX CUTS, 9/11, GREAT RECESSION

George W. Bush’s tenure as president was marked by war, natural disaster, and financial collapse, along with two recessions. Since Ronald Reagan’s major tax overhaul, both Presidents Bush and Clinton had increased tax rates. The tax rates were incrementally increasing back to the pre-Reagan-era level. As tax rates were increasing, the growth of the economy was decreasing. Economic growth was minimal, and an economic recession was looming in the future. In 2001, unemployment was at 6 percent.

In response, President George W. Bush took a bit of a different tack than his predecessors. Instead of a massive tax overhaul or change to the tax rate structure, President Bush chose to combine a change in tax rates (a reduction to 35 percent) with an immediate return of tax money to the taxpayers through tax rebates. In August 2001, taxpayers began receiving checks in the mail from the government through the Economic Growth and Tax Relief and Reconciliation Act (EGTRRA). The key features of the EGTRRA reduced the top tax rate to 35 percent, increased the child tax credit to $1,000, capped the estate tax at 40 percent, and eliminated what was known as the marriage penalty.

No sooner had checks begun arriving when the world changed forever with the terrorist attacks of September 11, 2001. In a matter of hours, the economy was no longer the priority of President Bush’s or U.S. citizens. The tax rebates never really had an opportunity to be successful. People were not concerned about spending their new money. Most individuals who received the checks either banked the money in anticipation of an uncertain future or used it to pay down existing debt. New purchasing was minimal, and Bush’s plan to stimulate the economy lingered.

President Bush launched the War on Terror, but the recession continued. Again, Bush chose another tack. This time, he provided incentives for businesses to hire new employees through the Jobs and Growth Tax Relief and Reconciliation Act (JGTRRA). Unfortunately, JGTRRA was also not very successful.

Between EGTRRA and JGTRRA, along with the War on Terror, the federal government debt ballooned. Hurricane Katrina did not help the economic situation of the federal government, as debt continued to grow unabated. As President Bush neared the end of his second term, the economy nose-dived into recession. The financial markets and financial system were on the verge of collapse.

From 2008 to 2010, the U.S. economy experienced the worst recession since the Great Depression. In response, President Bush launched another set of tax rebates. The Economic Stimulus Act was signed in 2008 to curtail the growing recession. Again, as the 2001 rebates had failed, this series of rebates fail to revive the economy, in a state of deep recession.

Some of the issues that created the financial crisis are still with us. They may impact future tax and taxation policies and the overall health of the U.S. economy if they are not addressed. It is important to note that the financial crisis had its roots long before both Presidents Bush and Obama, who faced it at the beginning of his administration.

TAXATION UNDER PRESIDENT OBAMA: GREAT RECESSION, PART II AND OBAMACARE

While President Obama did continue the trend of raising taxes, they were much more specific and most definitely less dramatic than his Democratic predecessor, President Clinton. He used tax policy by increasing the top marginal top tax rate (again, this time to 39.6 percent) to increase government’s role of income redistribution. However, on the other side of the taxation ledger, in 2013, he also retained the tax cuts discussed previously by his Republican predecessor, President George W. Bush.

Much of President Obama’s taxation policies were specific in nature. Opposite to his predecessors’ tax policies that were quite broad in scope, his were directed as a response to his new health care initiative, the Affordable Care Act (ACA). Within ACA, President Obama (and Congress) included many tax provisions that, as of this writing, are still with us. A major highly publicized provision was a penalty for not being insured. Other provisions of the ACA regarding taxation included subsidies for low- and middle-income families, as well as excise taxes on medical equipment and an increased excise tax on tobacco products.

The ACA and its tax policies have survived both political and judicial scrutiny. Judicial scrutiny came in the form of a Supreme Court Case launched against ACA by several states’ attorney generals. Briefly, ACA includes a penalty for not buying insurance. The attorney generals felt this was unfair and violated individuals’ constitutional right. The Supreme Court disagreed and upheld the provision. We will discuss both President Trump’s efforts to repeal ACA and the Supreme Court case in the next chapter.

All the new taxes of ACA are currently in effect to offset the increasing federal and state costs of ACA. The largest projected revenue generator was a new surtax on capital gains and dividend income only on households making $250,000 or more.4 President Obama also increased payroll taxes, as well as the previously mentioned penalty for not being insured.

As mentioned, on the tax-cutting side of taxation policy is President Obama’s American Taxpayer Relief Act, which he signed in 2013. The major tax-relief component of this act was to permanently keep in place the tax cuts first initiated by President George W. Bush. This Act preserved the lower tax rates, with the top rate at 35 percent, as discussed earlier.

In somewhat of a tongue-in-cheek move, President Obama also signed a presidential executive order that required the president of the United States to pay his or her fair share of taxes. The president pointed out that every previous president had been a taxpayer, and the order was not aimed at anyone specific. His lighthearted move was to emphasize that the president of the United States is not above the law and needs to be a federal taxpayer, like all other U.S. citizens.

TAXATION UNDER PRESIDENT TRUMP: NEW TARIFFS AND NEW TAX CUTS

During the 2016 presidential campaign between candidates Donald Trump and Hillary Clinton, three of the major campaign issues involved taxation policies. Arguably, the most contentious was the long-term viability of the Affordable Care Act signed by President Obama. Candidate Donald Trump promised to repeal it, while candidate Hillary Clinton promised to retain it, albeit with a few revisions. The other contentious issues were tax reform and the use of tariffs (international taxes) in regard to trade issues. With Donald Trump’s victory, the future of the ACA was doubtful, with tax reform and increased tariffs almost assured.

As of this writing, repeal of the Affordable Care Act has not yet occurred. Certain portions of the act have faced public and political scrutiny. Perhaps the most publicized was the penalty tax for not owning health insurance. One provision of the 2017 Tax Cuts and Jobs Act eliminates in 2019 the mandate and, by extension the penalty, for not having health insurance. A second revision of ACA was the repeal of the excise tax on medical devices. The larger, more publicized, was the Supreme Court Case regarding the mandate and its legality. We will discuss the Tax Cuts and Jobs Act and the Supreme Court case in greater detail shortly.

While repeal of the ACA has been very difficult for President Trump to achieve, he was much more successful with tax reform. Major tax reform of the kind promoted by President Trump (and the Republican-majority Congress) had not occurred since President Reagan’s 1986 tax reform act. Three of the publicized issues of the current tax structure were the schedule of tax rates, especially the highest marginal tax rate; the corporate income tax rate; and the increase of deductions and credits over the years.

As discussed previously, the highest marginal tax rate had risen from the Reagan reform of 28 percent to the new latest Obama rate of 39.6 percent. The U.S. corporate tax rate had risen over time to be one of the highest and least competitive in the evolving global economy. The level of tax deductions, credits, and different loopholes had increased to the extent that it reduced potential government revenues.5

Behind this tax environment, President Trump and Congress addressed all three of these issues with the passage and signing of the Tax Cuts and Reform Act. Interestingly, when the Tax Cuts and Jobs Act was signed on December 22, 2017, officially a Senate interpretation of the parliamentary procedure for passing the bill, the title, Tax Cuts and Reform Act, was left off the official bill. Officially, the bill was passed without a title.6
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The Supreme Court and the Legality of Taxes

We have explored the roles for two of the federal-level branches of government. The third, the Supreme Court, also has a significant role in what and how U.S. citizens ultimately pay their taxes. As you know, all laws, including tax laws, originate in one of the two houses of Congress (House of Representatives or Senate). Once passed, the president must sign the bill to become law. Once law, if someone believes it is unfair, they can ask the federal court system to determine if the new law (or tax) is constitutionally legal.

New tax laws can be contested in federal court and often are. A case begins with the two sides presenting their sides of the tax law in a district court. The one side (the plaintiff) makes the case on why the tax is illegal. The government (the defense) makes its case on why the tax is legal and should remain. Once the court rules in favor of one of the sides, the losing side may appeal the decision to a higher level circuit appellate court.

If the losing side chooses to appeal the district court’s ruling, the two sides once again present their sides of the issue. Once a circuit appellate court decides, the losing side again has the option of appeal, this time taking the case to the Supreme Court. If the Supreme Court chooses to hear the case (it does not have to do so), both sides will then present their arguments before the seven judges of the Supreme Court. Whatever their decision, it is final. The only other court is the “court of public opinion,” which is another story for another journey.

There have been many tax laws throughout history whose existence was ultimately determined by the Supreme Court. A few of these were presented in our history of taxation in the introduction. Several parts of our current tax code and the taxing procedures are results of earlier decisions by the Supreme Court. A partial list of the most significant cases is provided at the end of the chapter. You will notice that many of the court cases occurred in the mid-twentieth century over the legality of the passed and states-approved new Sixteenth Amendment to the U.S. Constitution permitting a direct income tax.

THE CONSTITUTION AND THE SUPREME COURT

In the modern era of governmental tax policy, there has been much debate over the term “general welfare” from Article 1, Section 8, of the Constitution. One area of debate by tax-law experts has been whether the term includes the federal government’s ability to use tax money to fund regulatory and income redistribution agencies and policies. One side of the argument claims this government activity is outside the scope given it by the Constitution. The second, opposite argument is that it is exactly what the Constitution claims, as these regulations and agencies provide the citizens’ general welfare. The courts have not been helpful in settling this argument.

There have been several Supreme Court cases in which the court has reversed itself regarding the “general welfare” issue. In a 1922 case (Bailey v. Drexel Furniture) the Court claimed a child labor tax unconstitutional. However, in 1925, the Court overturned a conviction of a doctor who gave his patient cocaine for addiction and not by prescription as a medicine, as the law stated (Linder v. United States). The importance of this case is that the Court ruled that Congress could tax to raise revenue but not use taxes to regulate, in this case, the medical profession.

Today we would call this a flip-flop of views, but, in 1937, the Court did just that when it upheld a tax imposed on employers for the direct purpose of persuading states to establish their own unemployment compensation programs (Steward Machine v. Davis). In 1953, the federal government used taxes to regulate the bookie (gambling and wagering) industry, which the Court also upheld (U.S. v. Kahriger).

The most recent decision by the Court that is considered a “general welfare” issue regarding tax policy and regulation was a much-publicized case in 2012 regarding the new Affordable Care Act, passed by Congress and signed by President Obama (National Federation of Independent Business v. Sebelius). The issue was not the entire law, but one section regarding the requirement that everyone purchase health insurance. The law called for a “penalty” if one did not obtain health insurance. NFIB claimed that the penalty was, in fact, a tax and unconstitutional. Again, the Court ruled in favor of Congress’s ability to impose a tax as a regulation.

THE INCOME TAX AND THE SUPREME COURT

Most of the cases below centered on the validity and legality of the Sixteenth Amendment, giving the federal government the legal right to impose an income tax, as we discussed earlier. Early decisions actually prohibited the income tax. It is interesting to conjecture how the federal government would fund its activities without an income tax or with a limited ability to do so. The outcomes of these court cases made today’s tax code and tax return filing possible.

A second major role Supreme Court decisions played in defining today’s tax code was defining a tax and how the tax would be collected. Several of the court cases below can also be found in the chronology at the beginning of the book. Several of these court cases were also referenced earlier in the chapter.

Prior to the Sixteenth Amendment

The U.S. Constitution originally prevented the federal government from directly imposing taxes on individuals. Article 1, Section 9 stated, “No Capitation, or other direct, Tax shall be laid, unless in Proportion to the Census or enumeration herein before directed to be taken.”1

This part of the Constitution stated that the federal government could only tax individuals through the individual states. The federal government would basically have the states pay them, based on the population of each state. It was then up to the states to collect the tax from the people. Only property owners paid taxes in the late nineteenth century.

In 1894, Congress passed an income tax law, the Wilson-Gorman Tariff. The tariff was a 2 percent income tax on incomes over $4,000. That may not appear to be a lot of money in today’s terms, but in 1894, it was a wealthy income.

The following year, a landowner, Charles Pollock, claimed that the new tax was unconstitutional as a direct tax. In Pollack v. Farmer’s Loan and Trust Company, the Supreme Court ruled that the law was unconstitutional and was a direct taxation of an individual’s income. In its law, the income tax was a direct tax, but the Supreme Court ruled that it could only be imposed as an excise tax and was, therefore, unconstitutional.

The Sixteenth Amendment—The Income Tax Is Born Again

Congress’s response was passing the Sixteenth Amendment in 1909. It was ratified by the states and became part of the U.S. Constitution in 1913.



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.2



The main argument for the Court’s decision in 1895 was that, for the tax to be direct, it needed to be apportioned, which it was not. Congress felt this was corrected with the Sixteenth Amendment. Others were not so sure. Two weeks apart, in 1916, two Court cases addressed the significant questions of the new Amendment. Brushaber v. Union Pacific Railroad and Stanton v. Baltic Mining Co. came before the Court to address the major questions surrounding the Sixteenth Amendment.

Again, the Supreme Court ruled against direct taxation on individuals. It established that the income tax, as defined in the Sixteenth Amendment, was an excise tax, overturning the previous Pollock case. Again, it could not be a direct tax on the people but only instituted as an excise tax: a per person poll tax. In 1918, however, the high court seemed to be reversing itself from the Baltic decision by eliminating the apportionment requirement for direct taxes, including the income tax.

The Income Tax Comes of Age

Today’s basic income tax structure, legal by court standards, began to take its shape in 1920, when the Supreme Court ruled, in Eisner v. Macomber, the completion of eliminating the apportionment component for direct taxation, including the income tax, to occur. In its ruling, the Supreme Court stated, be apportioned among the states:

“The sixteenth amendment was enacted for the express purpose of providing for a direct income tax.”3 The income tax became today’s direct tax on the citizens.

Today’s Income Tax

Today, the income tax is embodied in the Internal Revenue Code. The Internal Revenue Code is embodied in the United States Code, Title 26 to be specific. Title 26 of the U.S. Code is the direct descendant of the 1913 Tax Act. It was passed after the Sixteenth Amendment was ratified, and the income tax became law.

Most states also have an income tax. There are five states that do not. Is yours one of those states? Many large cities also have an income tax. Do you live in one of those cities?

THE SUPREME COURT AND SALES TAXES

The income tax is not the only tax battle the Supreme Court has settled. One of the most recent tax battles has been the paying of the state sales tax on purchases from online stores. Customers of online retailers lived in many states. Online retailers were headquartered in one state. As a result, customers who lived in the other states did not feel obliged to pay the state sales tax that they would have paid had they bought the item in a local store. As online retailing grew, the states realized that they were losing thousands of dollars in sales tax revenue. With the help of a Supreme Court decision, this was about to change.

Earlier in the 1990s, the Supreme Court had first decided, in Quill v. North Dakota, that states could only collect a sales tax from an online purchase if the company had a physical presence in the state. As online retailing continued to grow, so did the problem for the states. South Dakota decided that it was time to act and passed a law requiring any online retailer with over two hundred sales or $100,000 in revenue to license and pay the South Dakota sales tax. The Supreme Court affirmed its earlier decision in the Quill case when South Dakota sued online retailer Wayfair for not collecting the South Dakota sales tax (South Dakota v. Wayfair). Online retailing continues to grow, and states continue to lose revenue.

The tables were about to turn at the Supreme Court for the states. In response to the South Dakota, case forty-one additional states, along with the District of Columbia and two U.S. territories, petitioned the High Court to reconsider its Quill decision. The Court revisited the suit against online retailer Wayfair. Online retailing will never be the same.

In a 2018 landmark case, the Supreme Court reversed its earlier precedent. It overturned its earlier decisions against the states’ ability to collect sales taxes from online retailers. In its new decision, the Court admitted that by not charging and collecting sales taxes online, retailers had an unfair advantage over brick-and-mortar stores. Shopping in stores and consequently paying sales taxes put an unfair tax burden on their customers. Online shopping was analogous to tax evasion in the new view of the Court. In its decision, the Court also admitted the amount of tax revenue being lost by the states.

The decision did not permit the states total freedom to randomly collect taxes. Citing the Commerce Clause of the Constitution, the Court warned the states about maintaining fair and equitable tax-collecting practices. The states had to protect all consumers, regardless of the state they lived in, against discrimination and overzealous tax practices.

THE SUPREME COURT AND THE AFFORDABLE CARE ACT (ACA)

As we discussed in some detail earlier, President Obama signed the Patient Protection and Affordable Care Act (ACA) in March 2010. As expected, the controversial law was almost immediately contested in the federal courts. Twenty-six states and others filed suit, claiming that the law was unconstitutional on two points. The first was forcing the states to expand Medicaid and the second was the mandate penalty for individuals who didn’t acquire some form of health insurance. Also, as expected, the early court decisions made their way to the Supreme Court. Two years later, to the month, in 2012, the Supreme Court heard arguments on these points.

In June 2012, the Supreme Court ruled on both issues. On the first point, the Court stated that it was unconstitutional for the federal government to require states to expand Medicaid under the penalty of withholding Medicaid funds. The federal government can, however, withhold new funds if states do not comply. Second, the individual mandate penalty is constitutional under Congress’s authority to tax. The Court inferred the word “penalty” as used in the ACA was intended to define a tax and not a punishment.

THE PEOPLE VERSUS TAXES AND THE COURTS

“I Didn’t Know. I Believed Them When They Told Me the Income Tax Was Illegal.”

Even after the legality of the Sixteenth Amendment and the income tax had been firmly established, there were those who still protested its legality. In several cases, individuals refused to pay income taxes on the claim that the direct tax is illegal. After their arrest, the case made it all the way to the Supreme Court.

In a 1991 decision, Cheek v. United States, the High Court ruled that taxpayers could not be criminally charged for violating tax laws. In this Court case an individual did not pay taxes because of a belief that the tax system did not apply to him or her. The Court ruled that nonpayers could not be criminally charged for tax evasion.

The decision involved an airline pilot who, in 1988, had been influenced by some protesters that the income tax was unconstitutional. The Court’s decision had an interesting twist. It drew a distinction between one’s belief that taxes are unconstitutional and one’s belief that one did not have to pay taxes because the law did not apply to one. If the individual did not pay taxes on the grounds that taxes were unconstitutional, then they could be criminally prosecuted for not paying taxes.

The United States court of appeals in Chicago upheld the conviction. The Supreme Court, however, saw things differently. Writing for the majority, Justice Byron R. White claimed that criminal law requires the government to prove that the act of evading income taxes was a deliberate and intentional act. A special note to remember is that the case involved criminal versus civil law. Normally, tax evasion cases and the IRS used civil law against tax evasion. The IRS has the authority under civil law to impose and collect underpaid taxes and penalties.

“I Thought Filing My Tax Return Was Voluntary.”

Some taxpayers did not file income tax returns, believing it was voluntary. The Supreme Court has ruled on several cases making this argument. As far back as 1938, taxpayers have used this argument to evade paying taxes. In Helvering v. Mitchell (1938), the Court asserted that “the government relies primarily upon the disclosure by the taxpayer of relevant facts … To ensure full and honest disclosure, to discourage fraudulent attempts to evade the tax, Congress imposes [either criminal or civil] sanctions.” While filing an income tax return was a voluntary act, one could be convicted if one refused to do so or did not provide accurate information on the return.

In 1960, the Court ruled on a case whose defendant claimed that the IRS used the term “voluntary” in an instruction book on how to file taxes. In Flora v. United States (1960), the High Court defined the use of “voluntary” by the IRS. The IRS was using the term to explain that the individual taxpayer voluntarily does the calculating of one’s accurate tax liability and completing the forms. The government does not do the calculating and tell taxpayers how much they will pay.

Cases on the legality of filing tax returns have come before the courts (not just the Supreme Court) as late as 2014 (Jones v. Commissioner) and 2015 (Foryan v. Commissioner). In every case, the courts maintain the Supreme Court position of 1938. Calculating one’s tax return is voluntary, but filing a tax return is not. Paying the taxes is also not voluntary.

“Paying Income Taxes Is Voluntary, and I Choose Not to Pay Them.”

A similar argument to filing income taxes is the notion that paying income taxes is voluntary. The taxpayers who make this argument take the position that the IRS does not have the authority to assess taxes, collect taxes, and then force a taxpayer pay the taxes. Besides contending the IRS’s authority, these non-tax-paying citizens and groups argue that paying taxes is as voluntary as giving to one’s favorite charity, like a donation. They choose, incorrectly, not to donate.

They are obviously wrong in their view and actions. Sections 1 and 11 of the Internal Revenue Code are clear and concise on the IRS’s legal ability to impose and collect taxes on individuals and corporations, respectively. This does not stop individuals and groups from trying to evade taxes using this argument. Most of these cases do not reach the Supreme Court, however. They are generally resolved in the circuit court of appeals before reaching the High Court.

The first and most notable of these cases was the United States v. Drefke (1983). This decision came from the Eighth Circuit Court of Appeals, “When a tax return is required to be filed, the person so required ‘shall’ pay such taxes to the internal revenue officer with whom the return is filed at the fixed time and place.” Notice the recognition of filing a tax return from our earlier argument. The court is referring to an income being earned, and, therefore, a return is “required” to be filed.

Similar to not filing a tax return, a citizen failing to pay taxes can be arrested on either criminal or civil legal charges. A convicted defendant could also serve prison time, depending on the size of the nonpayment or the amount of time they have not paid taxes. All convicted defendants have to repay past taxes and any penalties. There have been a few instances where penalties were waived, but they are rare.

“It Was a Bad Year, and I Did Not Make any Money.”

Some taxpayers file their tax returns according to the law. They voluntarily calculate their taxes according to the law. We use the term calculate loosely, because the citizens report zero income. If there is zero income, there is zero tax. Sorry about that, Government, maybe next year. As Lee Corso, the former coach and famous sports commentator likes to say, “Not so fast!”

Remember in an earlier chapter, we discussed the different tax forms used by individuals, businesses, and the government. One of those tax forms, the W-2, is the one each of us is sent by our employers that identifies how much we made during the year, along with the amount of income withheld for income taxes and other taxes. A copy of the W-2 is also sent to the government. It knows how much a taxpayer has earned during a year.

To get around the W-2 information, the taxpayer files a “corrected” W-2, recording zero income. Some even file for a refund of all their withholding taxes, even though their “corrected” W-2 records no income. With this tactic, the non-taxpayer is counting on one of our earlier discussed arguments to uphold their zero income-tax filing. The courts have a different idea.

Of course, the earlier arguments have not held up in court to support this tactic. Again, the IRS Code clearly states that a citizen who has income from any source has to pay taxes on that income. A zero income return will not escape paying taxes. Virtually all the court cases involving this tactic were considered “frivolous” by a number of courts, with harsh penalties for the convicted. A related tactic, however, may have direct impact on you if you currently have a part-time job. What constitutes income?

“I Do Not Have to Pay Income Taxes Because I Am Paid in Federal Reserve Notes, and They Are Not Real Money.”

It may seem a bit strange to most of us, but there are some individuals who claim that because our money (Federal Reserve Notes) is backed by the full faith of the government and is not a commodity like gold or silver, it is not real. As their argument goes, if one earns a wage in Federal Reserve Notes, it is not real money and, therefore, cannot be taxed.

Interestingly, the courts have had to reject this notion on several different occasions. The Constitution gives Congress the power to “coin money, regulate the value thereof.” Later in the same Article of the Constitution (Article 1), the federal government is also given the power to determine the form of the legal money. In 1978, the Eighth Circuit Court, in the United States v. Rifen, declared the legality of Federal Reserve Notes as the official currency of the United States, and, as a result, income received in the Federal Reserve Notes is taxable.

“I Will Not Pay Income Taxes Because of My Religious or Other Moral Beliefs.”

There are some individuals and groups who have claimed exemption from paying income taxes because it is either against their religion or some moral conviction. More specifically, they invoke their unwillingness to pay for a particular government program or activity. By extension then, they cannot pay income taxes.

While they often try to invoke the First Amendment, it does not include freedom to not pay income taxes or to not pay any taxes. As recently as 2007 the Second Circuit Court of Appeals (Jenkins v. Commissioner) had to rule that religious reasons was not a good excuse for not paying income taxes and that the First Amendment did not apply.

“I Wait Tables at a Restaurant and Make Only Tips. Tips Are Money, and Not Income, So I Don’t Have to Report Them.”

You may very well have one of these types of part-time jobs, so pay special attention to this one. As a server or any other labor position that is labor-intensive, the compensation for the job is often paid in cash. As a cash payment, some argue that it is, therefore, unnecessary to pay tax on the cash received. Those who make this argument do so from several different arguments. One is that the Sixteenth Amendment was not intended to include work exchanged for time. Another argument asserts that the Sixteenth Amendment only pertained to profits and gains from labor. It did not pertain to wages and salaries. Not surprising, the courts expressed a different viewpoint.

Due to the frivolousness of these types of arguments, the court rulings at the lower courts have usually prevailed. These are not the cases that normally find their way to the Supreme Court. A few have, however. One reached the High Court because of a technical legal error in jury instructions (Cheek v. United States, 1991). In the case against John Cheek, the jury was instructed that a radical belief is not a defense. In an interesting twist, his earlier decisions were reversed, but he was jailed for one year because they disallowed his claim of the income tax being unconstitutional.

The highest that most of these cases get is a circuit appeals court decision. In 2000, the Fourth Circuit Court of Appeals warned against such petty cases. In Dominion Resources, Inc. v. United States, the court warned that such suits would have serious consequences. In its decision, it defined gross income as all forms of compensation, regardless of how it was paid to the laborer.

If you are one of the many young people with a part-time job, take heed. If you earn tips, be sure to report them as income on your tax return. If you ever think of not reporting income or ever think that you do not have to pay taxes, remember these court cases and the consequences of those convicted.

And Many More…

These court cases highlight the extent to which some individuals and groups will go to evade paying taxes. We could go on for many more pages but to wrap up this discussion, here are a few other excuses made to evade taxes, all of them false claims.

“I don’t need to file. The IRS will prepare my federal tax return for me.”

“I got a summons from the IRS to appear before them. They are not the courts. I don’t have to go.”

“I only have to pay taxes on income earned outside the United States.”

“Being in the military, working for Uncle Sam, my income and military retirement are tax-free.” “My citizenship only applies to Texas [insert your state] and not the United States, so I don’t have to pay federal taxes.”

“I don’t work for the federal government, so I don’t have to pay federal taxes.”

The quotes are made up. The message behind each is real. It is apparent that some of these tactics are quite ridiculous. Others just do not make any sense. Yet all of these have been tried at least once. They all have one thing in common. Regardless of the level within the court system, the decision was always the same: guilty of tax evasion.

The moral of this chapter is rather simple. If one earns an income, wage, or whatever one wants to call it by whatever means, the income has to be reported to the IRS. We must all obey the law and, if applicable, file a tax return. From the lowest court to the highest, if we do not, the result has been, and always will be, the same: guilty of tax evasion. Do not be one of those.
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Major Controversies Regarding Taxation

Whenever a topic around taxation comes up for discussion, there are almost always two sides to it. Even the idea of no taxes has its critics. In this chapter, we will take a look at the two sides concerning some of the tax controversies we hear and read about today. Some of these have been discussed previously in other chapters and other contexts.

We will begin with one of the longest controversies since the beginning of our new nation: do citizens really have to pay income taxes? From there, we will drill down to cover some of today’s more specific controversies. Many of these were topics of debate and court challenges during the recent politics leading up to the passage of the 2017 Tax Cuts and Jobs Act we discussed in the previous chapter.

STILL CONTROVERSY OVER THE FEDERAL INCOME TAX

There are some individuals and groups who still contest the legality of the income tax and contend that the government’s right to impose and collect taxes on income is still illegal. Many of the controversies surrounding the federal income tax and the Sixteenth Amendment we know from chapter 9 and the perspective of the courts of law. While the legality of the income tax has been settled in the courts of law, the court of opinion still has its doubters. As we learned in chapter 9, the courts have been consistent. The court of opinion, not so much. Let us take a brief look at several of these arguments again, not from the view of the courts but from the view of the IRS.

Are Income Taxes Legal?

As we learned in chapter 9, there is still an argument today that we do not have to pay federal income taxes. These individuals and some groups, as you remember, claim that the U.S. system of tax code is based on voluntary participation and voluntary payment of taxes.

Of course, their argument is not valid, and some people have gone to prison answering “yes” to that claim. First, as we discussed earlier, the Constitution gives Congress the express responsibility and right to impose and collect indirect excise taxes that are imposed equally and direct taxes that are apportioned. Ratification of the Sixteenth Amendment amended the intent of this clause. The Sixteenth Amendment, and the subsequent Supreme Court cases discussed in chapter 9, removed any hurdles so that income taxes could be directly levied on all incomes.

Section 1 of the IRS Code explicitly states its intent to impose taxes on the incomes of individuals, estates, and trusts. In Section 11 of the code, it states its intent on imposing taxes on corporations. In each of these sections, tables are provided to determine the amount of tax owed. Which leads us to our second controversy.

Does Someone Have to File a Tax Return?

Again, the courts were very clear, as we saw in the last chapter. It is interesting that usually the same individuals and groups questioning the legality of the income tax also question the legality of filing a tax return. Of course, again, the courts were clear and consistent. And, again, some of these individuals are in prison, or served time in prison, for acting (or not acting) that they did not have to file an income tax return.

Sections 6011, 6012, and 6072 of the IRS Code all have sections requiring taxpayers who have earned any income to file returns and pay any taxes that may be due the government. In 1986 the Tenth Circuit Court of Appeals gave the secretary of the Treasury the right and power to enforce income tax laws and regulations established by Congress or the IRS.

What Is the Real Meaning of “Income” for Taxation Purposes?

Some individuals claim that certain income, such as tips or payment for their time or labor (monetary/labor exchange between two individuals) is income that does not need to be reported. This idea is especially popular when marginal tax rates are higher than normal, so individuals do labor “off the books.” A second reason is that when unemployment is high, unemployed individuals will do odd jobs for cash. They believe that they do not have to claim that income, as it is only an exchange of labor/time for cash and not a definable wage.

These individuals have a different definition of wage than the government, the Constitution, and the IRS do. They perceive, incorrectly, wage meaning only when it is received by a company that profits from their labor. The IRS, however, has defined “gross income” as all income, regardless of source. Section 61 of the IRS Code states that all income counts, unless it is specifically excluded by law.

Remember that the Sixteenth Amendment gave Congress the right to collect taxes from any source, with the important word being any. The Supreme Court, as discussed earlier, confirmed this definition in 1916 with Brushaber v. Union Pacific R. R.

Again, the courts confirmed the IRS definition of income. In 1994, a Federal Circuit Court (Reese v. United States) confirmed the IRS definition of gross income to include all income, regardless of source.

Do not forget our discussion from chapter 9. If you have a job (part-time or full-time) that includes tips or another source of cash payment, those earnings need to be reported as gross income. Do not subject yourself to the criminal and/or civil penalties for not reporting all your income. At the very least, the IRS can make you pay all back taxes for the unreported income, plus interest.

Did the Sixteenth Amendment Really Get Ratified?

If you recall, the Sixteenth Amendment was passed in 1913 and ratified by the states in 1918. This is an interesting controversy, because the claim is based on the idea that Ohio, as one of the ratifying states, was never officially declared a state within the United States. As a result, not enough states ratified the amendment for it to be official.

Of course, Ohio became a state in 1803, in plenty of time to ratify the amendment. Besides, two additional states also ratified the amendment after Ohio, making the Ohio argument moot, as well as fairly nonsensical, since it only took three-quarters of the states to ratify. Yet, in 2008, the Courts had to rule once again (United States v. Benson) on the legality of the Sixteenth Amendment and the income tax.

WHAT TO TAX AND DOING SO FAIRLY

What Goods or Services Should Be Public and Paid for with Taxes?

When we defined a public good in chapter 1, we raised the question of determining what is a public good. What our tax monies should pay for has been the center of many public policy debates, and this continues today. It is, some might argue, the most important question in the area of public finance and the role of government in an economy and in society.

To address the controversy of how our government revenues should be spent, let us review what constitutes a public good or service.

Remember the two questions that need to be addressed by a good or service to determine whether it fits the definition of qualifying to be a public good. (1) The good or service must be available to all (nonexclusivity), and (2) it must have the characteristic of many individuals “consuming” the good or service at the same time without interfering with each other’s enjoyment (shared consumption).

From chapter 1, there are some goods and services that are public goods, and there is little debate. Such services as national defense and state and local police or fire departments are obvious public services. Many others that are considered public are not as obvious and have public debate surrounding them. Some people question public higher education. A much smaller number even questions the role of government in kindergarten to grade twelve education.

Deciding on what goods and services should be publicly funded and which ones should not has been at the heart of many public debates since the beginning of public finance. Often, it ultimately comes down to society’s desire to make something available to everyone and not just a few (remember nonexclusivity). Parks, swimming pools, highways, libraries, and even golf courses have been deemed important enough by a local community that they should be available to everyone. At least so far, most communities have not seen the civic value of a movie theater.

Most of the examples above are decisions made by local communities. The funding of public goods and services at a national or international level becomes a much harder decision, and it is much more difficult to reach a consensus.

These are the debates that are often very public and are often key issues in political campaigns, with both sides being disputed by candidates. We have looked at this debate from several different perspectives during our taxation journey. It has been part of the past debates, is part of the current debates, and will continue to be part of the debates into the future. Your future decisions will be your answers to this age-old and futuristic debate.

Health Care and Taxes

Most notably of these, and arguably the most intense currently, is the political debate over health care. Almost all the rhetoric surrounding this emotional, as well as economic and political, issue boils down to the question: should health care be a public good or a private good? Does health care fit the criteria (nonexclusivity and shared consumption) for a public good? If not, can a case still be made for health care to be national, like a park?

Internet

Another issue of national, and also international, importance is whether the Internet is a public or private good. Again, the debate on this issue can be framed in the same fashion as health care.

Before we move on, it is important to understand why this public/private goods and services decision is important to our discussion on taxation. Taxation and tax policies have two sides: a revenue-generating side and a spending side. Contrary to what many politicians would like us to believe, the two are interdependent. Tax revenue generated is tax revenue spent, and vice versa. When tax revenue is plentiful, public goods are as well. Yet, when tax revenue is not as plentiful, as in an economic recession, do public goods disappear? Remember, all choices have a trade-off.

This is especially applicable at the state and local levels of taxation policies. Yes, a case could be made this does not apply nationally, but, in the long run, it does. Histories of countries that have not followed this equation prove the point. Zimbabwe and Venezuela are two current examples. We will explore this relationship between tax revenue and spending later in the chapter.

Does Equity Exist So Everyone Pays Their Fair Share?

One controversy that almost always arises during taxation discussions is the idea of whether a tax is equitable and fair. Again, this takes us back to chapter 1 and the basics. If you recall, there are two types of equity: what economists call horizontal equity and vertical equity. Most agree that vertical equity (treating unequal incomes unequally) is viable, as long as the treatment is progressive.

The question during taxation policy debates generally involves the unequal treatment of equal incomes (horizontal equity). More specifically today, the debate centers on taxing wages versus how capital (primarily stocks and bonds) gains are taxed. The gains from capital are currently taxed at a lower rate than wages are.

How Much Does Someone Really Pay?

A similar controversy is that everyone pays regardless of income level and number of exemptions, deductions, and credits. This may appear to be quite similar to the controversy above, but they are different. The previous question focuses on everyone of the same income paying equally (horizontal equity). This question focuses on the progressive nature of a tax structure (vertical equity).

This was a major point of discussion during the debates leading up to the 2017 Tax Cuts and Jobs Act. One side argued for higher tax rates for higher incomes. This group proposed fewer deductions and exemptions along with higher marginal tax rates assuring a higher average tax rate at the high-income levels. It promoted a more progressive tax structure, with more vertical equity. This side of the debate had considerable popular support.

As expected, a second side promoted lower rates, or at least no increase in the current rates. This group argued that higher marginal tax rates would be a disincentive to additional growth. Promoted mainly by business groups, organizations, and businesses, this side of the argument was not popular with the general public or with most politicians. As expected, the final bill was a compromise, with a small increase in marginal tax rates for the highest income level, with limits on the size of deductions and exemptions they will be allowed to apply in calculating their tax returns.

CONTROVERSIES OVER DIFFERENT TAXES

In several chapters and on several occasions, we have discussed the different types of taxes in an economy. We have discussed taxes at the federal, state, and local levels. In chapter 1, we discussed tax structure being progressive, proportional, or regressive. In previous discussions earlier in this chapter, we discussed how tax-structure discussions are often at the heart of taxation discussions.

While the third component (tax rate) is often controversial in taxation-policy discussions, arguable the second-most controversial tax component is the tax base. We discussed at length in chapter 1 that all taxes are based on either current wealth, consumption, or accumulated wealth. Each of these taxes, we addressed in some detail in earlier chapters, but they are also not without their supporters and detractors, to be mentioned here. Virtually all taxes are surrounded by some controversy, either through initiation or vote to determine implementation. These three have been surrounded by recent debates between ardent supporters and ardent detractors.

Estate Tax

During the debate of the Tax Cuts and Jobs Act, the estate tax was one of those taxes that had supporters for both its retention and also its elimination. The support ranges from a higher percentage of one’s estate taxed to 100 percent taxation of all estates. Economist Henry George proposed the total taxation of estates (see Henry George’s biography in chapter 11). Those who desire elimination of the estate tax also support as a compromise exemptions that are high enough that only the highest of estate values would be affected.

“Sin” Taxes

“Sin” tax is an interesting term. We discussed these briefly in chapter 1, in our discussion of the elasticity of demand and why they are good products to tax. Yet, whenever there is a policy proposal (usually to raise the tax), a contested debate follows. Tobacco and alcohol are currently highly taxed at the federal level, with additional state taxes, and, in some cases local, taxes added as well. If taxes are to serve as a disincentive to the use of tobacco and alcohol, the tobacco and alcohol companies, as well as the users, of course, are never very happy about another tax increase.

Remember that there are generally three sides to every taxation debate: the consumers, the producers, and (of course) the government. While all reports indicate a reduced usage of tobacco products, the tobacco companies are a formidable special-interest group in Washington, D.C., and in many of the states where tobacco is grown. In some states, primarily in the South, tobacco is a major cash crop to the state’s economy.

Remembering our brief demand-and-supply discussion in chapter 1, decreased consumption (demand) of a product equates to higher prices and decreased production (supply), which leads to even higher prices. It is also generally agreed that these taxes fall more heavily on lower-income individuals and families, making them highly regressive in structure, and one our system tries to avoid. The regressive nature of these taxes adds more fuel to the debate about how much government should be reliant on these taxes.

Not to be discussed here is a new “sin” tax that is appearing at some state governments: the legalization of marijuana for both medicinal and recreational purposes. The major controversy around marijuana is about legalizing it at the state level, knowing it is still an illegal drug at the federal level. In our final closing on future taxation issues, we will delve a bit deeper into this new taxable product, as it is legalized by more states for either medicinal, recreational, or both purposes.

Gasoline Excise Tax

While not a sin tax, the excise tax on gasoline draws similar debate from consumers, producers, and government officials when a change is proposed. Since all income levels use gasoline and use it at varying degrees and for many different uses (inelastic demand), it is also a regressive tax. As a regressive excise (per unit) tax, it has an enemy camp that continually promotes its unfairness (a valid argument) for lower-income individuals and families.

Since the gasoline tax is regressive, and, as a society, we prefer proportional or progressive tax structures, then why the debate? Recall why governments favor taxes on products with an inelastic demand? Consumers do not significantly change their buying behavior in response to price changes. This holds true for gasoline as well. Even though a gasoline tax is regressive, governments generally like it for its consistency of revenue.

One argument used by governments is to classify the gasoline tax for a specific use or need in which the citizens can relate. Many studies across the country report the serious nature of our nation’s roads and bridges. In the past few years, there have been several fatal accidents involving collapsing roads and bridges.1 State governments have recently passed increased state gasoline excise taxes, with the additional revenue being earmarked for road and bridge improvements.

At the federal level, recent debates concerning the federal excise tax on gasoline have been to increase the tax to decrease gasoline consumption and, by extension, automobile use. Environmental groups generally promote this taxation policy. They blame automobile use for the reduction in air quality. They suggest that an increased federal excise tax on gasoline would reduce automobile usage and improve the ozone in the air. In economic terms, they believe the use of gasoline to be more elastic in demand, so that higher prices will significantly lower consumption.

TAX FILING AND TAX RETURN COMPONENTS

Most conversations or discussions regarding the tax-filing process or the tax return in general usually elicits two sides, and sometimes the discussions become quite passionate. Several of these issues were highlighted during the debates of the 2017 Tax Cuts and Jobs Act. Overall, both sides of all the different debates ended up with a compromise position. A couple of the more popular debates are highlighted here. To be clear, none of these debates were new issues. Most have been at the heart of taxation policy and tax filing for many years.

Charitable Contributions

Another major controversy during the 2017 Tax Cuts and Jobs Act was the deductibility of contributions to charitable organizations. Prior to the 2017 Act, if individuals or families itemized deductions on their tax returns, they had the ability to reduce their income by the size of their contributions to charitable organizations, such as churches, schools, and nonprofits. By allowing the deduction, the federal government was essentially subsidizing the charitable organization by the amount of the contribution.

It is not too hard to discern the two sides of this controversy. The taxpayers and charitable organizations clearly did not want any changes to the current charitable deductions practice. They were convinced that a change in the law would decrease their revenues. Some government officials, whose eyes are on the government’s bottom revenue line, saw only the growing amount of red ink. Eliminating the deductions could help solve their deficit problem.

As with most of the 2017 Act, a compromise was reached. The deductions remained, but limits were placed on the amount that higher income earners could deduct on their tax returns. It is too early to tell if charitable contributions do decrease. It is also too early to determine if the limits generate enough government revenue to offset any lost revenue by the charities.

Mortgage Interest Deduction

A second popular deduction that is often a target for those who wish to simplify the taxation code and tax-filing process or generate additional revenue, is the deduction for the interest paid by homeowners on their mortgages. This deduction was also the center of much debate during the Tax Cuts and Jobs Act bill discussions in Congress.

This part of the bill had two fairly distinct groups supporting and opposing it. The key supporters were homeowners, tax organizations, and the home-building industry. Many of the supporters of this deduction, however, are the same ones who really just want the status quo, with no changes whatsoever. The opponents were most of the same politicians who see its elimination as additional government revenue. Interestingly, many economists agree with the elimination of this deduction, which we will address momentarily.

There are several reasons behind any move to eliminate this deduction. Economists often oppose this deduction for several reasons. (1) It is an incentive for individuals and families to become homeowners (which is a debatable position by itself), which, by extension acts like a subsidy to the home-building industry. (2) The interest deduction becomes an incentive for home buyers to mortgage their homes for more than is reasonable, knowing Uncle Sam will help them pay for it.

Finally, some politicians see this deduction as a loophole for the wealthy, since they will most likely have larger mortgages and, therefore, a larger deduction to reduce their tax liability by a greater amount. While their view may be accurate, this particular deduction has a wider application across all income levels, not just at higher incomes, as is the case with the charitable deduction.

As with most of the act, a compromise was reached between the two sides. While the interest mortgage deduction was retained, limits have been applied so that higher income level homeowners will only be able to deduct a portion of their mortgage interest. This will also most likely not be the last time the legitimacy (or illegitimacy) of the mortgage interest deduction will be debated.

Number of Exemptions, Credits, and Deductions

Along the same line of arguments as the charitable deduction and mortgage interest deduction debates above are the debates surrounding the sheer number of exemptions, credits, and deductions available to taxpayers. A growing number of politicians are beginning to see these as loopholes in the taxation policies. If they were closed, this would translate into needed tax revenues to address the growing deficit and debt issues. In economics, these are known as tax expenditures, since each exemption, deduction, or credit costs the government revenue.

Naturally, most tax adjustments have two sides that are often at odds. There are some politicians, economists, and tax organizations that side with maintaining the expenditures, while others want to eliminate them in favor of the additional tax revenue.

Complexity of Tax Filing

One final controversy that constantly surrounds tax filing and its components today is the complexity of the tax filing process. Simplifying tax filing is not a new debate. It has been a goal of many tax organizations, economists, and some politicians for more than a few years. Many of the debates on simplification often surround the issues we have already discussed.

To avoid being repetitive of our previous discussions, regarding simplifying the tax filing process often includes a transition from our progressive tax structure to a pure proportional tax structure. To do so would require the elimination of all deductions, exemptions, and credits and replacing our current progressive tax rates with one tax rate for all. Some have called it a flat tax, others a poll tax. Whichever term one chooses, it is one rate for all. No one is exempted, and no loopholes (tax expenditures) are allowed.

From our previous discussions on charitable and mortgage interest deductions, one can easily see how difficult achieving this would be politically. All the special interest groups who represent those with vested interests to retain a deduction, exemption, or credit would swarm Congress like bees to their hives. All the tax accountants and tax attorneys whose livelihoods are built off a complicated tax code and filing system would also have a vested interest in opposing such a proportional tax structure. For now, the system remains complicated, but the debates will also continue.

THE BUDGET PROCESS: WHERE DOES THE TAX MONEY GO?

One of the first statements made as we began our journey discussing some of the current controversies surrounding taxation and tax policy was that virtually any idea, notion, or policy regarding taxation will be controversial. Regardless of the discussion, there will be supporters and critics on both sides. So with that backdrop, let us take a look at one more set of modern controversies.

Taxation policies are to raise revenue for governments to spend. Where and how those revenue monies are spent is just as important as where and how they are collected. Of course, where and how the money is spent generates just as much controversy and debate. For our purposes here, we will briefly discuss a few of the broader controversies of tax spending. As with the revenue issues, these discussions are not new, nor are they over. Most will continue to be debated far into the future.

Tax Revenues versus Spending (Public Debt)

First and foremost, debate is the relationship between the amount of spending relative to the revenues received. We will discuss this in greater detail in our conclusion on future issues, as it is one of the most severe future issues. Here we will focus on the current debate between government spending beyond its means.

Most states and local governments have budget balancing laws or regulations that prevent deficit spending. This is not true at the federal level. This controversy is most notably at the federal level, where deficit spending regularly occurs. If everyone agreed that this is a problem, action would be taken to stop it. Interestingly, there are some politicians and economists who realize its dangers but still promote the behavior. Some organizations, such as the Tax Policy Center or Tax Foundation, are excellent sources for tax information and ideas to curb government spending.2

This is one of those controversies where there seems agreement on the outcome, but serious divide on what to do about it. One side’s aims are to increase revenue. That means additional taxes, which, for a politician who has to face reelection, can be a very hard action to take. The other side’s aims are to decrease spending. That means cutting programs that may directly impact the politician’s constituents—another not overly favorable move for a politician who needs to get reelected. The result is a stalemate. As mentioned, we will take a deeper look at this dilemma in our conclusion on future issues.

Government Waste versus Perks

While on the topic of government spending, a similar controversy is what determines sound government spending versus wasteful spending or spending to satisfy a political favor, a spending perk. For politicians, debates such as this surround their goal of appeasing and satisfying their constituents so that they can get reelected. For the general public, this debate is amplified at election time during candidate debates and by which government spending (programs) directly benefits the citizen voter.

Some programs, such as Social Security, Medicare, or Medicaid, have detractors regarding how the programs are administered, but they generally concede that these are programs where tax monies should be spent. Consensually agreed upon public goods like national defense have their critics on how tax monies are being wasted. Other tax monies, like the famous “Alaskan Bridge to Nowhere” or designated funds for a local public park, bridge, museum, or stadium are considered political perks or payoffs for political favors.

Current Budgetary Process versus Sunset Budgeting

Another modern controversy surrounding how tax monies are spent is the budgeting process itself. Currently, there are two types of budgeting. One, the current process where current annual budgets are the baseline and the next year’s budget begin there. For example, if a government department has a budget of $10,000 for the current fiscal year, next year’s budget begins with a $10,000 base, so next year’s budget is $10,000 plus new monies. Under this system, budget reductions mean fewer new monies added to the $10,000, not a reduction below the baseline of $10,000.

Sunset budgeting means that after a designated number of years, the entire budget goes to zero, and an entirely new budget has to be created, presented, and approved. Using our example above, sunset budgeting would establish a date when the $10,000 plus budget would revert to zero—that is, the proverbial sun would set on the current budget. The department would than have to create an entirely new budget, present and defend their expenditures, and have it approved. Sunset budgeting potentially makes all government spending justifiable, assuming a quality approval system is in place.

As expected, government bureaucrats are not fans of sunset budgeting. Constituent and special interest groups who receive significant government funding directly or through subsidy support are not fans of sunset budgeting. These would include programs such as National Public Radio or the National Science Foundation, plus any program or agency that is supported by federal funding. Sunset budgeting judges the quantity of the spending and not the quality of the programs. We will also discuss this debate further in our conclusion on future issues.

Transparency of Taxes

Finally, this last controversy seems to be especially visible (no pun intended) during elections. The idea of transparency extends beyond taxation revenues and spending to just about every facet of government. As such, there are those who continually promote and argue for more transparency in government against the voices of those who claim government has to be nontransparent in certain aspects of conducting the nation’s business. This is mostly a federal issue, but certainly states and even some local governments fall prey to those wanting a more transparent government.

Transparency does have one other aspect that is directly related to taxation policies. Some individuals and groups strongly suggest that taxes, such as certain excise taxes or business taxes, need to be better communicated to the public. We already mentioned how gasoline taxes are hidden within the price of gasoline. We know they are there, but hardly anyone knows the amount included in the price of the gas. One tax we have not mentioned that is generally local and hidden is the entertainment tax that is often added and attached to one’s final hotel bill.

Governments generally like nontransparency for several reasons. (1) They know the revenue generated from these taxes, and consumers are generally accepting of them. (2) They can raise the taxes without a great deal of public pushback, which we discussed earlier. (3) Nontransparent taxes can be added to other tax bases, with only public pushback at the beginning of the tax implementation. Since the tax is nontransparent, public discourse generally subsides. For these reasons, certain taxation watch groups make a point of promoting greater transparency so that tax-paying citizens really know how and when they are paying taxes.

In conclusion, we could have added possibly a hundred more taxation controversies to our discussion. Probably a bit of an exaggeration, but, as we began the chapter, we claimed that everything relative to taxation and tax policies is suitable for discussion and debate. From one’s local property taxes to federal government spending on foreign aid, there is a bite of controversy attached to it. In the end, controversy and debate are good. Controversy keeps all parties honest and working for what is best for the government entity, be it local, state, or federal. Quality controversy and debate are the formula for growth. They set the boundaries by which compromise, cooperation, and growth can be achieved.

NOTES

1. Alexandria Penn, “The Deadliest Bridge Collapses in the U.S. in the Last 50 Years,” CNN, updated March 15, 2018, 6:13 p.m. ET, https://www.cnn.com/2018/03/15/us/bridge-collapse-history-trnd/index.html.

2. You can read more about the Tax Policy Center at https://www.taxpolicycenter.org or the Tax Foundation at https://taxfoundation.org.
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The People behind Taxation

As long as there have been nations, city-states, and towns, their leaders have been creating ways to generate revenue through some form of taxation, even if they were not called taxes. Ever since there have been taxes and taxation policies, there have been politicians, economists, and interested citizens studying the economics behind taxation. In this chapter, we will focus on the major economists and politicians who have had the most influence on today’s taxation policies.

As you will notice as you read about these important people, in some cases, their importance was in what they did not believe. Remember that taxation policy, as with most economic policies, has two sides. Take special note that some of the economists and politicians are not noted for what they believed and implemented, but for what they did not support or implement.

IMPORTANT ECONOMISTS ON THE ROLE OF TAXATION

Adam Smith

It seems only natural and right to begin with the father of modern economics, Adam Smith. While Smith wrote in the eighteenth century and believed in limited government, he had quite a bit to say about taxation. Many of his thoughts and ideas are still relevant today. In his class, the wealth of nations (1776), Smith devoted several pages in Book V outlining his principles on taxation.1 Since his book is a critique of the economic system of the day (mercantilism), he also uses this section to critique the failures of the European tax system to meet his criteria.

Contrary to how some would like to portray Smith as a promoter of little government and selfish behavior, he is quite adamant in his writings about the need for government if an economic system is to truly benefit everyone. Granted, government to Smith has a limited economic role, but the role it does have is an important one. To perform that role well, government must be adequately funded. Smith devotes considerable time to taxation to be sure that government is funded and funded through taxation sufficiently and fairly.

Adam Smith believed that taxes should be assessed according to the benefits received by the one paying the taxes. In this aspect, Smith could be considered the first proponent of a progressive tax system. He suggests that luxury taxes are not so wrong. His use of proportionality means everyone pays some level of taxes, according to the benefits they receive from the state.

Another taxation principle of Smith’s is that taxpayers should know the precise amount of their taxes. Taxation should not be arbitrary to anyone, including government, or even citizens who are not paying the tax. In today’s language, we would claim Smith was for transparency of the tax system. Transparency, Smith would promote, leads to certainty that leads to consistency that leads to innovation and productive use of one’s skills.

Smith also advocated for taxes to be easy to collect by the government and easy to pay by the taxpayer. Finally, he cautioned governments to collect only those taxes necessary to provide government services. He also advised governments to collect taxes efficiently so that additional taxes would not be needed for administrative purposes.

As we look at Adam Smith’s four principles, they should appear familiar. One of the sections in chapter 1 discussed the criteria for what makes a good tax. As you review these four principles of Adam Smith, you will find them as the basis for a good tax in chapter 1. What Adam Smith proposed in 1776 is still relevant and applicable today.

David Ricardo

There is one more economist from early history whom we need to mention in our discussion on the people who influenced taxation. Also from across the ocean and a couple of centuries earlier, David Ricardo published his seminal work, On the Principles of Political Economy and Taxation (1817).

Adam Smith’s influence on the global economy was expanding at the time of David Ricardo. The world was experiencing more trade and freer trade. Because of the Industrial Revolution, more people were moving from the farms to the cities to work in the factories. The few farmers remaining feared their demise and wanted protection from foreign agricultural imports. The result was the Corn Laws. The Corn Laws were an increase in the tariffs of more than just corn, as the name suggest. The Corn Laws were an increase in the tariffs of most English agricultural products.

The total consequences of the Corn Laws are a story for another day.

Henry Simons

Born in 1899, he was one of the first twentieth-century economists to influence taxation policies. Simons’s work covered many areas of economics, but for our discussion, he is most noted for defining income for tax purposes. In 1938, Simons wrote Personal Income Taxation. Within this writing, he promoted the idea of a progressive tax structure. He felt this was would reduce income inequality.

Later, Simons created, with collaborator Robert M. Haig, a definition of income that is still the basis of tax discussions today. The two men created the “Haig-Simons” income definition. Their definition is the total of consumption, plus any change in the value of one’s assets.

Simons died of an accidental overdose of sleeping pills in 1946.

John Maynard Keynes

Throughout 1999 and into early 2000, as history closed the books on the twentieth century, there were many surveys, opinions, and lists of all kinds identifying the most significant events, places, people, things, and just about anything else one could make into a list. If it could be ranked, it was. On every list that included people, John Maynard Keynes was at the top of the list. If it was just economics, he was at the top. If it was anyone of the twentieth century, he was in the top five, with the likes of President Franklin Roosevelt or Winston Churchill.

That is an indication of how important and influential Keynes was to all of the world’s thinking, whether it was economics or something else. Keynes was already famous for his earlier works, but, in 1936, he separated himself from the rest of the field. In 1936, his General Theory on Employment, Inflation, and Money was published, and the role of government in an economy drastically changed. Taxes and taxation policy became an important tool for governments to manage an economy, and fiscal policy was born.

John Maynard Keynes was born in Cambridge, England, in 1883. His parents were well educated; his father was a university lecturer and his mother was an author and politician. Keynes had an elite upbringing and an education to match, attending some of the finest prep schools and colleges in England.

He followed his mother’s footsteps, entering public service early in his life. However, the life of academia and the study of economics and writing lured him to Cambridge, where he became a professor in the early twentieth century. At Cambridge, he devoted his time to writing. Having spent earlier years in English foreign affairs and in India, his early writings were devoted to his experiences with the Indian monetary system.

At the end of World War I, the world first heard of John Maynard Keynes. As a member of the British Treasury, Keynes was heavily involved in England’s financial efforts during WWI. His experiences with the Paris Peace Conference left him so disillusioned with the process that he resigned and, in 1919, wrote the book that brought him world prominence, The Economic Consequences of the Peace (1919). Not only did Keynes become an international figure from the book’s popularity, but several of his predictions were playing themselves out in the post–World War I world.

As Keynes predicted, the reparations on Germany were so severe that the German economy experienced hyperinflation. The German economy collapsed, and the Paris Peace Accord was disregarded. This scenario also set the stage for the eventual rise of the National German (Nazi) Party and for their leader, Adolph Hitler, to become prime minister in 1933.

While the German economy was struggling, as Keynes had predicted, he had turned his attention to another global economic problem, the Great Depression. The prevailing economic philosophy of the time, classical economics, appeared to not have an answer for the Great Depression other than to wait it out and let the economies of the world rebalance themselves. Keynes was convinced that they were wrong and that he had a better idea.

In 1936 he shared that better idea with the world, when he published The General Theory on Employment, Income, and Money (1936). In it, he theorized that in severe economic times, such as the Great Depression, government should use its powers of spending and taxation to influence the depressed economy. Simply stated, through the proper use of additional government spending and lower taxes, the government would be able to jump-start a weakened economy that cannot jump-start itself. An expanded role of government in an economy through fiscal policy was born.

While Keynes wrote and had ideas on the role of monetary policy in such economic times, it was his expanding role of government—that is, fiscal policy, that brought a new era of economic philosophy to counter the classical economic thought since the days of Adam Smith. This new “Keynesian” economic thought had many new converts, but also many naysayers, most notably Friedrich Hayek, the Austrian economist. As we will discuss shortly, the first U.S. president to embrace the general ideas of Keynes was Franklin D. Roosevelt.

Were Keynes ideas successful? In many ways, that question is still being debated today in the twenty-first century. Many economists, political scientists, and political leaders around the world believe it was Keynes’s idea that brought the world out of the Great Depression. Others, however, are not so convinced. They believe that all the additional government spending and reduction in taxation would be economically disastrous in the long run. Ironically, according to the naysayers, only World War II saved the world from further economic collapse.

Keynes’s final international participation was as an integral member of the British delegation at the Bretton Woods Conference in 1944. He died shortly after the conference’s completion in 1946. His expanding role of government and taxation as a tool to influence economic activity is today just a matter of fact. In 1936, however, he truly did change the economic world forever, as Adam Smith did in 1776.

Henry George

Born in 1839, Henry George was a political economist. He may be considered one of the first progressives in economics. He was also one of the first, if not the first, to attach taxation policies with social justice. He considered the taxation policies of his day to be very biased against the poor and heavily favor the wealthy.

He wrote and promoted taxation reforms that he believed were needed to provide greater equality in the taxation system of the late nineteenth century. Our current debates on tariffs are not new, as George was attacking their use in the late 1800s. His early works focused on the unfair treatment of tariffs (taxes on imports) on individuals. He ran for public office promoting free trade and the ills of tariffs. He lost the election but gained a following.

However, George’s legacy was not in his views on tariffs but his views on how land should be taxed. George believed that since land was not made by anyone, it could not be owned by anyone. George did not believe in the idea of private property. The concept of private property ownership was the major cause of poverty discriminating against the poor. Therefore, undeveloped land should not be taxed. To reduce poverty, government must eliminate the practice of taxing property improvements. In a magazine article, “Progress and Poverty” (1877), he proposed a single tax on undeveloped land and the elimination of all other forms of property taxes. His argument was that landowners did not create the value, so they should not collect the higher rents from the land’s laborers.

George tied the notion of private land ownership to poverty. Since poor people could not generally own property, George contended that property ownership was only for the wealthy. His ideas on land use and property taxation became popular with working people worldwide. His popularity with the working poor made him a popular public speaker in Europe and Australia, as well as the United States.

Henry George died in 1897.

Lawrence (Larry) Summers

Becoming an economist was a natural career for Larry Summers. Both his parents were professors of economics, and two of his uncles were Nobel Laureates: Paul Samuelson and Kenneth Arrow.

He was a prolific writer. During his career, he authored or coauthored over fifty papers and books on many topics, including policies on taxation. He wrote on the dividend tax, supporting the “double taxation” on corporate income. Summers was a proponent of increasing the taxes on foodstuffs such as sugar and cigarettes as a way to deter their consumption. He was also an outspoken and harsh critic of the 2017 Tax Cuts and Jobs Act.

James Tobin

James Tobin was the 1981 recipient of the Nobel Prize in Economics. Born in 1918, Tobin lived through the Great Depression and served in World War II. From the beginning of his economics career, he was a disciple of John Maynard Keynes. Much of his career involved contributing economic models that supported the role of government and taxation as a tool to stabilize an economy.

After the collapse of the Bretton Woods fixed-exchange-rate system in 1971, Tobin suggested what became known as the Tobin Tax. The Tobin Tax was an excise tax paid by currency speculators on their short-term foreign exchange transactions. The intent of the Tobin Tax was to stabilize currency values in the foreign exchange markets. Whether the tax deters volatility in the foreign exchange markets has been doubted by recent research. It is often considered, however, as one form of taxation for generating revenue.

James Tobin died in 2002.

Arthur Laffer

Arthur Laffer is a contemporary economist whose work became synonymous with his name. Laffer suggested that there is a limit to the extent to which governments can raise tax rates to generate tax revenues. At a certain high tax rate, it will actually act as a disincentive for citizens to work in the formal economy. Citizens will work less or create barter, underground, or black market economies. The result for governments will be less government revenues. This relationship between tax rates and government revenues became known as the Laffer Curve.

[image: image]

Figure 11.1 Laffer Curve

Source: Tracy L. Ripley, “Laffer Curve,” in Economics: The Definitive Encyclopedia from Theory to Practice, Volume 2: Macroeconomics, ed. David A. Dieterle (Santa Barbara, CA: Greenwood, 2017), 223–225.

The Laffer Curve became the “picture” representing supply-side economics. The main idea of supply-side economics was that lower tax rates would generate higher tax revenues. The supply-side theme and the Laffer Curve were the perfect complements. As supply-side economics and the Laffer Curve gained recognition, their influence in government, business, and academia grew.

During the presidential campaign of 1980, supply-side economics found its spokesperson. Presidential candidate Ronald Reagan eloquently spoke and campaigned against President Jimmy Carter on the merits of supply-side economics and lower tax rates, often referring to the Laffer Curve in his speeches. After winning the election, Arthur Laffer joined the Reagan Administration as a member of his Economic Policy Advisory Board.

Arthur Laffer never took credit for the Laffer Curve as his original thought. He referred to Adam Smith, David Ricardo, and John Maynard Keynes, as well as others for being behind the theory and ideas. He just happened to draw the picture at an opportune time in history. There has been some research and evidence that such a tax rate will reduce tax revenues.

However, supply-side economics and the Laffer Curve also have many critics. Some argue that tax equity and fairness are not taken into consideration. Other critics plainly dismiss the idea as too simplistic or without theoretical basis. These criticisms aside, the supply-side relationship between tax rates and tax revenues was the foundation for the 1981 tax cut under President Reagan. It was also the basis of tax cuts by President Bush in 2001 and 2003.

Born in 1940, Laffer’s career has been a combination of academic professorships and government service. Arthur Laffer is still active in political economics.

Friedrich Hayek

Friedrich Hayek was considered, along with John Maynard Keynes, one of the most influential economists of the twentieth century. While Hayek’s work transcended many varied areas of economics, much of his writings and economic theories were considered the polar opposite of John Maynard Keynes’s, limiting the role of government.

His importance for our discussion of taxation is based on his polar opposite economic philosophical differences of Keynes. Keynes, as we noted, promoted an increased role of government to influence an economy. Specifically, Keynes endorsed using taxation policies to improve or reduce economic activity, based on the economic conditions of the time. Hayek, in the opposite view, supported a limited role of government in an economy. He did not endorse taxation policies as a tool for economic influence.

Hayek’s limited role of government philosophy was not to infer that he did not believe in government or that he believed in anarchy. In much the same way that Smith viewed the economic role of government, so did Hayek. Government was necessary to arbitrate inconsistencies between buyers and sellers in a market, including courts to uphold private property rights and to administer the rule of law. Hayek’s main concern regarding taxes and tax revenues was that tax policies were predictable and administered consistently to all taxpayers. Hayek espouses these principles in several of his writings, most notably Constitution of Liberty (1960).

Even though the middle and last half of the twentieth century appeared to belong to the economic philosophies of Keynes, Hayek’s model of limited government and limited role of taxes did not go away. In the 1970s, Hayek’s philosophies began to elevate in stature, as inflation and unemployment rose. Again, presidential candidate Ronald Reagan campaigned on much of Hayek’s views of limited government. Aligned with supply-side economics, candidate Reagan endorsed a winning economic philosophical combination to the presidency.

In another part of the world, Britain’s Margaret Thatcher campaigned behind Hayek’s economic philosophy for a much smaller role of government in an economy. With the election of both Ronald Reagan and Margaret Thatcher, the economic world began a move away from Keynes and toward the economic views of Hayek. The last half of the twentieth century, limited government and tax policies to influence the economy took on a new role. It was during this era that the United States saw tax rates cut (supply-side economics) to influence the economy.

Friedrich Hayek died in 1992.

Walter Heller

Walter Heller was instrumental, like Henry Simon, in providing economic models to support the “new” Keynesian philosophy of increasing government’s role in the post–World War II economy. The forecasting tools he developed provided information to the government to implement taxation and spending policies that addressed economic shortfalls in growth, unemployment, or inflation pressures.

Dr. Heller served as an advisor to both Presidents Kennedy and Johnson. He served as President Kennedy’s Council of Economic Advisors’ chair in 1960. In this position, he advocated tax cuts to revitalize a stalled economy. He was a supporter of President Kennedy’s 1962 tax cut plan, which was eventually implemented in 1964 under President Johnson.

As an adviser to President Johnson, Heller actually switched his position and advocated tax increases once he realized the tax cuts he supported were creating higher than expected inflationary pressures. President Johnson ignored Heller’s new advice. Later, however, as we have discussed, presidential candidate Ronald Reagan did take his advice and campaigned on tax cuts and supply-side economics.

Throughout his career, he was involved with taxation and tax policies. He promoted Keynesian ideas and taxation as an economic tool in Germany, Jordan, and the United Nations. He also headed up the state of Minnesota’s department of taxation.

Walter Heller was the first well-known economist of taxation economics who was born in the twentieth century (1915). He died in 1987.

George Shultz

George Shultz’s twentieth-century role with taxation was similar to Friedrich Hayek’s role, by providing an oppositional economic position to the more popular Keynesian economic theory. As a Keynesian opponent, Shultz was not a proponent of using taxes as a tool to influence the economy.

Shultz was involved in a crucial financial time in the United States. As director of the office and management under President Nixon, he was intimately involved in two key U.S. economic decisions. The first was when President Nixon removed the U.S. dollar from the gold standard, essentially ending the Bretton Woods exchange-rate system. The second was Nixon’s attempts at stemming a tide of rising inflation following the dollar’s going off the gold standard by imposing wage and price controls. Shultz advocated the first but was opposed to the controls.

Even though this is a book on taxation, it is important to know that there were individuals and groups who did not support the Keynesian ideas of taxation and government spending.

Joseph Stiglitz

Joseph Stiglitz is another of the prominent Keynesian economists during the mid-twentieth century. Supporting taxation and government spending policies to influence the economy, he spent much of his career working to improve taxation’s ability to influence economic activity. To achieve that end, much of his work was on disconnected market information, specifically the idea that buyers and sellers often have different information regarding a transaction. In economics, this is known as asymmetric information. Stiglitz’s writings and models proved so invaluable in this field that he was awarded the 2001 Nobel Prize.

It was his work on asymmetric information that was the backdrop for his Keynesian work on government involvement in markets and using taxation as an economic tool. In 1992, he was chair of the Council of Economic Advisors under President Clinton. When the interaction of buyers and sellers (markets) were disconnected by asymmetric information, he was able, as chair, to institute his ideas for a limited role of government and Keynesian intervention.

George Stiglitz was mentioned as one of the one hundred most influential individuals of the twentieth century.

William Spencer Vickrey

Born in Canada (1914), William Vickrey became a naturalized U.S. citizen in 1945. He was awarded the Nobel Prize in 1996 for his work on the use of excise and toll taxes. He was one of the first economists so interested in taxation that, in 1948, he wrote his doctoral dissertation on the subject, Agenda for Progressive Taxation (1948) and later, in 1972, had it published as a book under the same name.

During World War II, he served in the division of tax research at the U.S. Treasury Department. While there, he was able to implement several of his taxation ideas. The first was that he created an inheritance tax for the U.S. territory of Puerto Rico.

During his career, he proposed many uses of excise taxes to reflect different economic activity during different times of the day. He was the first to suggest different pricing models for traffic patterns on heavily used roads or the subway system in his hometown of New York. He proposed increased fares during rush-hour traffic, when roads and the subway would be more heavily used. The difference of the increased fare was, in fact, a use tax.

Many of today’s toll roads across the nation use electronic tolling booths. If you drive in New York or Chicago, you are familiar with them. More and more cities and states are going to toll roads to manage traffic and congestion problems. The electronic booths keep traffic flowing, especially during high-traffic times. While they are gaining in popularity today, Dr. Vickrey proposed this idea back in 1948. It might be said that the technology is finally catching up to the ideas of William Vickrey.

William Vickrey also proposed a change to the method in which individuals calculate and pay their income taxes. Even today, income taxes are paid every year on only the income earned in the previous year. Vickrey proposed, in his classic Agenda for Progressive Taxation (1972), that income taxes be paid on the long-term income stream. Individuals whose income stream fluctuates from year to year would not support this idea.

William Vickrey died in 1996.

Nicholas Herbert Stern

Even though Nicholas Stern is an English economist, he deserves mention in this chapter for his work on climate change and how taxation and tax policies can be implemented to address the current environmental issues. In 2007, Professor Stern was author of the Stern Report. The Stern Report (2007) took a deep look at the global changes that would occur as the result of climate change. At the time of this report, he was advisor to the U.K. government on climate change and headed up his own Stern Review on the Economics of Climate Change.

Stern’s predictions if the world’s governments did not take action were quite pessimistic. Stern predicted expanding desert areas across Africa, world wars, widespread losses of crops and water supplies, and diseases. To address these global issues from an economic perspective, Stern suggested excise taxes on industries that pollute the air and seas, specifically the shipping industry. He also promoted use permits (use tax) for carbon emissions.

Stern’s Report on the costs of climate change and his recommendations had both supporters and critics. While he admitted some calculation errors, he is noted as one of the first, if not the first, environmental economist addressing environmental issues using economic tools such as taxation to reduce further environmental damage. He also stresses much of his “green” environmental agenda is good for reducing poverty.

TWO PRESIDENTS WHO INFLUENCED HOW WE VIEW TAXES AND TAXATION

In chapter 8, we discussed several twentieth-century presidents and their roles in taxation. There are, arguably, two presidents whose roles were especially significant within the time of history of their presidency, and we should spend a bit more time here. Franklin Delano Roosevelt became president during one of the worst economic times in all of U.S. history, the Great Depression. Ronald Reagan was elected president on a campaign promise to turn around an economy during a unique economic time, when both inflation and unemployment were high—an economic scenario Keynesians claimed could not happen.

Franklin Delano Roosevelt

At the worst of the Great Depression, unemployment reached unprecedented national levels of 25 percent. Many businesses and banks were no longer in business. The relatively new Federal Reserve System had raised interest rates in the late 1920s. Congress had raised the highest corporate marginal income tax rate to 63 percent. The economy had reached economic lows not known before. The economic theory of the day, classical economics, had a response that many did not like. Their response was to do nothing.

What U.S. citizens did was elect Franklin D. Roosevelt the next president of the United States. In 1932, Roosevelt became the thirty-second president, inheriting the economic woes of the Great Depression. An adopter of the economic ideas of John Maynard Keynes, Roosevelt and his administration set about using taxes and tax policies to cure the economy and reform the economic role of government in an economy.

Immediately upon his inauguration, Roosevelt began to transform the federal government. He cut taxes and increased government spending to unprecedented levels. Many critics accused him of taking the United States toward socialism. The Supreme Court ruled several of his new government spending programs unconstitutional. He tried to change the Supreme Court balance to suit his needs. Congress stopped this attempt, and he was unsuccessful.

Many of his other programs and tax policies were successful. Unemployment dropped to 14 percent, and businesses began to reopen. The economy appeared to be recovering, as he predicted. Buoyed by the success of his New Deal programs, Roosevelt initiated more populist programs. In 1935, he launched additional programs aimed at the wealthy, which were very popular with citizens who were still unemployed or newly reemployed. One of the more popular programs was another increase of taxes on the wealthy.

Roosevelt was so popular that he was elected president an additional three times, in 1936, 1940, and 1944. His many critics matched his popularity. Even though the economy appeared to be improving, others still did not believe that taxes should be used to influence the economy. After his fourth term, Congress passed and the states ratified in 1951 the Twenty-Second Amendment, limiting the president of the United States to two terms.

Implementing Keynesian economic policies of taxes and government spending, Roosevelt is credited with saving the United States from the Great Depression. As the U.S. economy was still sluggish but still much improved, in 1941, Roosevelt declared war on Germany and Japan, and the United States entered World War II. Between the many new government programs implemented by Roosevelt and entering World War II, the U.S. economy came out of the Great Depression.

Following World War II, the United States and the world entered a period of economic expansion. All the demand for goods and services that could not be satisfied during the war became real. One reason many government leaders around the world credited for this new economic expansion were the economic policies of Keynes. Government oversight of the economy, using taxation and government spending, became the economic philosophy of the day. Government leaders, economists across the globe, and economics textbook authors embraced Keynesian economics. It was the only way to accomplish economic growth.

As the United States entered the latter quarter of the twentieth century, however, an economic change was occurring that Keynesians could not explain. During the 1970s, the U.S. economy was experiencing both high unemployment and high inflation. Under Keynesian economics, these two conditions could not occur at the same time. Three decades later, the Keynesians did not have an explanation.

President Roosevelt died in 1945. He changed the economic role of the presidency. Much of what we consider commonplace presidential actions today was the result of Roosevelt’s actions.

The 1980 presidential campaign was, in some ways, the 1932 campaign in reverse. Herbert Hoover had proposed some of the cures Roosevelt later adopted but lost the election to Franklin Roosevelt. Jimmy Carter nominated Paul Volcker as the new chair of the Federal Reserve Board of Governors. Yet to the general public, his efforts were insufficient. In 1932, Roosevelt defeated President Herbert Hoover. In 1980, Ronald Reagan defeated President Jimmy Carter.

Ronald Reagan

Beyond our discussion of President Reagan in chapter 8, it is important to recognize how he not only made tax law changes but also changed the taxation landscape. During the 1980 presidential campaign, the nation’s economy was experiencing the above-noted high inflation and high unemployment. As we have also noted earlier, presidential candidate Ronald Reagan campaigned on the supply-side economic platform of lowering tax rates to increase innovation; economic growth; and, counterintuitively, government revenues. The combination was popular with voters, and Ronald Reagan was elected the fortieth president of the United States.

Consistent with supply-side economics, President Reagan proposed the first major tax cut and change in tax rates since President Kennedy. While Kennedy’s tax cuts were consistent with Keynesian economic philosophy to increase consumer consumption, Reagan’s tax cuts followed supply-side philosophy to create a friendlier environment for innovation and increased business expansion. The “trickle down” impact would lead to increased job opportunities and a lower unemployment rate.

What is interesting, but a bit outside the scope of our discussion, was President Reagan’s increased government spending and program deregulation. He increased military spending but also deregulated several industries, including the airline industry. The federal government budget deficit increased during his administration. This increasing deficit had critics from both parties.

As the economic crisis improved during the Reagan presidency, his popularity skyrocketed. In his reelection he carried forty-nine of fifty states, making him and his administration’s supply-side and limited government policies one of the most popular presidents since President Franklin Roosevelt. Interestingly, Roosevelt’s popularity was for increasing the size and role of government. Reagan’s was for reducing the size and role of government.

President Ronald Reagan died in 2004. His legacy is the presidential platform of lower tax rates and limited government spending as a successful campaign strategy. This change in the role of government and the debate as to which course of action (or inaction) is best continues today. Roosevelt’s increased role or Reagan’s decreased role are the government profiles most often used as the benchmarks in today’s debates and campaigns are measured against. It will be the role of dedicated, concerned, and educated voters like you to determine the federal government’s direction by the leaders they elect in the future.

NOTE

1. If you are interested in trying to read the original Scottish writing, you can read An Inquiry into the Nature and Causes of the Wealth of Nations, vol. II, Book V (London: Strahan and Cadell, 1778), 293–412, accessed May 29, 2019, https://books.google.com/books?id=5hBOAAAAYAAJ&printsec=frontcover&dq=Wealth+of+Nations,++Book+V&hl=en&sa=X&ved=0ahUKEwjM6aXpmK_fAhUH-6wKHZNVBfIQ6AEIKjAA#v=onepage&q=Wealth%20of%20Nations%2C%20%20Book%20V&f=false. Give it a try, but it is very difficult to read. You may want to read a translated version with commentary, such as Jerry Evensky and Adam Smith’s The Wealth of Nations–A Reader’s Guide, Book V (New York: Cambridge University Press, 2015), 170–253.


Conclusion: Future Issues of Taxation

As we round third and head for home (sorry for the baseball analogy for those of you who are not into baseball), it is now important to look ahead. We began our journey looking behind us with a history of taxation. We spent a good portion of our time together viewing at what is happening today. It is time to see what lies ahead for taxation in the near future with the new tax law. The taxation landscape is constantly changing. It is time to pull out our crystal ball and, given what we now know, take a look into the future.

THE IMMEDIATE FUTURE: THE TAX CUTS AND REFORM ACT OF 2017

The most immediate issue for the future is the potential impact of the new Tax Cuts and Reform Act, signed by President Trump at the end of 2017. There were many new reforms and many revisions to the new tax structure through the Tax Cuts and Reform Act. The most meaningful reforms are in three major categories. Along with the structure of the individual tax brackets, the act revised the deductions and credits, attempting to close tax loopholes that encourage tax avoidance. The third major tax reform was the corporate tax structure.

Individual Tax Reform

Arguably, the most publicized and debated reform of the act was the change in individual tax rates. The highest marginal tax rate is lowered to 37 percent from 39.6 percent. The lowest tax rate remained at 10 percent, with the brackets in between lowered, but the number of brackets remained at seven: 10 percent, 12 percent, 22 percent, 24 percent, 32 percent, 35 percent, and 37 percent. The lower range remained the same, at $9,525, but the higher tax brackets were raised to $500,000 for a single filer, or $600,000 for married filing jointly.1

Tax Deductions and Credits

Two aspects of past taxation policies that had dramatic changes of the act were the personal exemption and the standard deduction. First, the personal exemption was eliminated. The personal exemption had been part of tax policy since 1913, so this was a major revision to the current policy.2 The second major change was an increase in the standard deduction from $12,000 to $24,000.

If you remember from chapter 6, the standard deduction was an amount assigned to taxpayers who did not have sufficient deductions to itemize deductions in Schedule A of the Form 1040 tax form. It was revised from time to time throughout its history, but the doubling of the deduction was a significant modification from the past. Given the size of the new deduction, analysts predict many of the taxpayers who previously itemized deductions would no longer need to do so, considerably shortening their tax preparation time.

Another area of major reform within the act was the way in which taxpayers considered their charitable deductions. Without getting into the specifics, some deductions were eliminated, while limitations were attached to others. The most important limits were added to the mortgage interest deduction and the deduction for state and local taxes.3

Several business deductions were also limited. Finally, the act also included major reforms to the child tax credit, doubling it to $2,000, while also increasing the income limits.

Corporate Tax Structure

The third major area of the Tax Cuts and Reform Act was the change in the corporate tax structure. The combination of high corporate taxes and the expansion of the global economy had made the U.S. market uninviting for global corporations. The redefined corporate tax reforms of the act are aimed at closing the gap and making the U.S. corporate environment competitive again.

In recent years, some U.S. corporations relocated their corporate headquarters to countries with lower corporate tax rates to avoid the high U.S. rates. Some U.S. companies merged with foreign companies, and then moved headquarters to avoid the taxes. The merger between Burger King (United States) and Tim Hortons (Canadian) is an example of such a merger. To stop this trend, President Obama took the “stick” approach and fined companies who merged and left the United States. President Trump took the “carrot” approach by reducing the corporate tax rate in the new act.

The major, and most welcome by the business community, change was the reduction in the corporate income tax rate, from 35 percent to a much more competitive 21 percent. At the 35 percent level, the United States was the highest tax rate of all the industrialized nations. This reduction was a permanent reduction effective in 2018.4 While not the lowest, the 21 percent level was an acceptable congressional compromise that was low enough to keep the United States an attractive home for international corporate headquarters.

The act would also begin to move the United States to what is known as a territorial system for business taxes. A territorial tax system taxes the income of multinational companies at the rate of the country in which the company’s income was earned. This is quite different from what was the current practice of taxing all of a company’s income at the business tax rate of the country’s headquarters (country of origin). This system led to many of the mergers and headquarters moves referred to earlier.

A move to a territorial tax system is considered both a very good idea and a very bad idea. Organizations such as the Tax Foundation generally think it is a good idea.5 Under the previous world tax system, companies would not bring corporate profits back to the United States to be exposed to the high 35 percent tax rate. Estimates suggest trillions of dollars of profits remain overseas because of the high tax rate. The territorial tax system would incentivize companies to return those profits for use in the United States.

Other organizations, such as the Center for Budget and Policy Priorities, are generally against the system. They suggest that the territorial tax system will cost the United States significant tax revenue. They suggest that the system would create opposite incentives. Companies would not return profits but would keep and increase investments overseas and reduce labor in the United States, resulting in lower U.S. revenues and higher government deficits.

There were additional tax advantages for businesses included in the Tax Cuts and Reform Act. Without getting into the specifics, these tax cuts and reforms included how businesses expensed their costs on their tax returns, how depreciation of equipment was figured on tax returns, and when it could be depreciated, and the act eliminated the corporate alternative minimum tax. Several reforms, however, were not in businesses’ favor. Simply stated, deductibility of interest was now limited to a percentage (30) of earnings and eliminated certain previous business deductions. It also altered how small business owners filed their business income and taxes on their personal Form 1040 tax returns.

Overall, the tax changes made for businesses were seen as a positive step. Most experts agree that the reforms provide incentives for businesses to expand and hire. Only time will tell the full extent of the reforms. At the time of this writing, they are still too new in their implementation to really know whether their long-term impact will be positive or negative.

Generally, tax experts and think tanks are assessing the changes to the business tax structure by the act as progrowth reforms. The reduction in the corporate tax rate, effective immediately in 2018, and the elimination of the corporate AMT again make the United States an attractive country to invest in and locate headquarters.

The other major progrowth reform is for what is called pass-through income (or loss), to be taxed at a separate lower rate than the one that applies to the individual personal income. Pass-through income is business income reported on one’s personal Form 1040 tax return. In the past, this business income was taxed at the higher individual tax rate.

Changes to Health Care and Other Areas of the Economy

Our focus so far has been on the act’s impact on individual and business tax structure. However, the act does address other areas of the economy, including health care and the ACA. A component of the Tax Cuts and Job Act was the repeal of the individual mandate penalty currently in the ACA. It would not take effect, however, for over a year, in 2019.

The act also increased the exemption for the estate and gift tax component of the tax code. Nominally, the exemption doubled to $10 million. However, the amount is indexed for inflation, so, each year, the real exemption amount will be recalculated. Since the indexing was based on 2011, the 2018 amount is approximately $11 million. Since it is estimated that most of the baby boomer wealth will be transferred, by 2026, the exemption will then return to its pre-2017 $5 million.

Besides the move to a territorial tax system for business income outside the United States that we discussed earlier, several other more technical changes were also made to international taxation. These technical issues go beyond the scope of our discussion here. They apply to such things as dividend deductions and foreign earned dividends, protections to the tax base, reductions in tax rates for certain foreign income, and repeal of the foreign tax credit.6

Impact on States

The Tax Cuts and Jobs Act significantly changed many parts of the tax code at the federal level. Many states align their tax policies to the federal tax code, so a change at the federal level will most likely impact them as well. Somewhat obviously, it is too early for any definitive statements on change. However, there a few indications of how states will be impacted.

Many states’ income tax returns have a direct or indirect connection to the federal income tax return. With the new marginal tax structure, states will most likely experience changes in their income tax revenue. State tax deductions will be altered by the new federal tax rates. Some states may be forced to change their state tax policies if they wish to maintain current levels of tax revenues.

Changes to Government Revenue

The impact of the act over time is analogous to a business. Early on, the costs incurred are high relative to the revenue. But over time, as the fixed costs of the business minimize, the ratio of the revenue to costs become brighter. The Tax Foundation suggests roughly the same fate for government revenue from the act. Initially, the tax act will reduce federal revenue over a decade by approximately $1.5 trillion because of the change in tax structure, exemptions, and reformed deductions and credits to individuals. The same fate is true for revenue from business income. The increased estate tax exemptions described earlier would also decrease tax revenues.

Future tax revenues, according to the Tax Foundation, however, would eventually increase for two reasons. The dynamic nature of the economy generated by the new business activity and additional family income will generate new tax revenue that will ultimately offset the initial losses of the act. As the tax rate changes in the act conclude at the end of year 2025, tax revenues are then projected to increase, reducing the overall cost of the act. Another reason for higher incomes in the future from the act is that the tax brackets are indexed to a chained consumer price index (CPI) instead of the traditional CPI indices.

The government’s Joint Committee on Taxation (JCT) estimated a similar impact of the act on government revenue. As its name suggests, this committee is a joint congressional committee to provide both the House and Senate advice on tax legislation. In some areas, the Joint Committee and Tax Foundation agreed. In this instance, they agreed. The JCT also estimated an approximately $1.5 trillion loss of government revenue between the initiation of the new law in 2018 and the time many of the benefits expire in 2027.7

There is one major obstacle. Politicians in the past have been known to be reluctant to let tax benefits such as these run their course and end to return to higher tax rates. If history is any indication, politicians have not generally been reelected raising taxes. If the taxes do not expire, the costs of the act go much higher. Any expectation of future additional revenue becomes a moot point.

If now or by 2025, the act is made permanent, one positive of the Tax Foundation’s analysis is economic growth would increase by approximately 5 percent. The permanent tax reductions would also raise wages and create over one million new jobs. Remember that all choices have a cost and a consequence. If the lower taxes were made permanent immediately, it would cost an estimated $2.5 trillion to the government revenue, spread out over the next ten years. By 2027, however, fairly significant increases in revenue are anticipated.

Changes of the Income Tax Structure

If you remember our discussion in chapter 1, a tax can be structured in one of three ways. It can be progressive so that higher incomes pay a higher percentage. Second, the tax can be regressive, where higher incomes pay a lower percentage. Finally, the tax may be proportional, where all income levels pay the same percentage. A major question of this new tax act is whether the progressivity of the past tax structure was altered. Again, it might be too early to know for sure, but it is an aspect of the new tax law that is definitely being studied.

The Tax Foundation study concluded that in the short run, all taxpayers will benefit equally from the new tax law. If accurate, the progressivity of the past tax structure will be maintained. In the long run, however, and if all the tax rate repeals are allowed to occur in 2025 through 2027, no one will benefit. If no one income group benefits, then relative to each group, the tax structure remains progressive as in the past.

The JCT reports that in future years, middle-income taxpayers will pay a higher percentage of tax than higher-income taxpayers will. If this projection holds true, then the federal income tax structure will swing toward a more proportional system or, more likely, to a regressive tax structure.

Future Economic Impact of the Tax Cuts and Reform Act

At the time of this writing, it is too early to suggest with any high level of confidence what the future economic impact of the act will be. Different departments of the government (Congressional Budget Office or the Department of Treasury) and outside government organizations such as the Tax Foundation and Heritage Foundation are all researching and estimating what impact the act will have on the economy. Between the lower marginal tax rates and changes to the business tax, there appears agreement that the overall economic impact will be positive.

The Tax Foundation estimated a roughly 2 percent increase in GDP, economic growth, which would equate into higher labor, wages, and investment. As a result of the larger economy, however, the net impact on the federal government’s revenue base would decrease. As the economy grows, the stock of capital would also increase. The Tax Foundation goes on to predict, however, a long-run decrease in government revenues.

The Heritage Foundation also predicts an increase in economic growth, but not as large as similar proposals would have provided. The Heritage Foundation estimates that the signed tax law will increase long-run economic growth approximately 2 percent versus 10 percent of an earlier version, most of which will occur in the early years.8

Summary of the Tax Cuts and Jobs Act

For all the information presented on the new Tax Cuts and Job Act and all the research and projections that have been written, reported, and dissected, we can only wait and see what the future brings for future tax policy. To briefly summarize the new act, the most that can be said at this time is that it was a major undertaking and reform of the past U.S. tax code, not seen since the 1980s.

On balance, most project it to be progrowth, with long-run economic growth. More optimistic conclusions project it will increase employment, capital, and wages. The downside projections are what it will cost the federal government in short-run lost revenues, at a time when the federal debt already has sufficient upward pressure for it to continue its upward trend.

YOUR FUTURE: THE TAXATION CRYSTAL BALL

Our journey began looking in the rearview mirror at the history of taxation. As we conclude our journey, it is important to look out over the horizon to identify some of the future issues of taxation. Our world is constantly changing, not only economically but also politically and socially as well. It seems only logical that our ways and systems of taxation would need to change as well to keep pace.

Future tax and taxation policies will most likely take one of two types. The first are potential changes in our philosophies and theories about taxation. Will taxing governments continue to strive for fairness and equity in their tax policies? Will citizens increase or decrease their acceptance of taxes and taxation? Will efforts to use taxation as a way to fight poverty continue? These are examples, probably not very good ones, of the types of philosophical questions future tax economists and politicians will ponder.

The second type of future issues is the taxes that we are going to pay. As our economic, political, and social spheres become more global in nature, will we pay different kinds of taxes in the future? Remember only income, accumulated wealth, and consumption can be tax bases. What new taxes might be in our future, as those three tax bases become broader and more global?

It is almost certain that an expanding global economy will bring about changes in both taxation philosophy and the types of taxes citizens pay. Obviously, we do not know for certain. What we do know is that change is inevitable. So as we conclude our journey into the world of taxation, we get a chance to look into the taxation “crystal ball” and see what the future of taxation might look like, both in theory and in practice.

When we began our journey in chapter 2, we discussed the three components of a tax. The base is what will be taxed. The tax rate will be how it will be taxed. The tax structure will determine how the tax impacts different groups of individuals. As we conclude our journey and look to the horizon of future taxes, it is important for our crystal ball to discuss how the future taxation philosophies and policies affect each of the three components. New or refined taxation philosophies could change the way in which a tax is built with a new base, rate, or structure. What are the new tax bases of the future?

We also identified a set of criterion that would describe a good tax. As we identify potential new tax bases, it is important to ascertain whether the new tax bases of the future are suitable to fit within the parameters of being considered a good tax. Of course, some questions of future taxation cannot be answered. We may not even know which questions to ask at this time. As we complete our journey, it is important, however, to gaze into the “crystal ball” and see what may potentially lie ahead for taxes and taxation policies.

TAXATION AND FUTURE THEORY—WILL IT BE DIFFERENT?

Looking into our taxation “crystal ball,” it is pretty difficult to identify any major changes in how politicians, economists, and political scientists will view future taxation philosophies and theories. It is hard to envision economists straying too far off the path of taxation and public finance theory as we know it today. Economists see taxes generating revenue for public governments and public goods, such as schools, libraries, roads, and parks. That will not change.

They will differ based on their political views about how much revenue should be collected, how it should be collected, and from whom. The essence of taxation, however, will remain basically consistent. Between economists, politicians, and citizens, economists will most likely change their philosophical views the least.

In the future, economists may develop or create new theories on taxation, some of which may ultimately become part of the economics lexicon. They will promote new tax bases that we will discuss shortly. Some current tax policies may be changed or even eliminated because of how economists view them. Remember our earlier discussions, however, on the connection between tax philosophy and tax policies. Economists theorize about taxation, but politicians make it happen.

Which brings us to the group that likely has the most to say about the future of taxation. The future political landscape and the views politicians take on the goals of society will be reflected in their role government takes to achieve those goals. These comprehensive societal and political viewpoints will determine the tax policies politicians are more likely to embrace.

Since the early days of the United States, several societal, political, and economic viewpoints have been part of our nation’s fabric. We are who we are because of these differences and our abilities to compromise and work together for our nation. While several views have been present, one or two are usually priorities at any one time in history. There are times in history when the individual and individual freedom was most important, so freedom was a priority. At other times safety, nationalism, or stability was emphasized.

During each period, taxation was viewed differently. If freedom and individuality are the priority, we might expect fewer taxes in the future. Or tax policies with a different emphasis. Tax policies may be tax credits or special types of business taxes to encourage creativity and innovation. Safety, stability, and nationalism would elicit another tax policy response from politicians. Politicians might increase taxes, tariffs, or reduce individual or business incentives to generate more revenue for implementing more safety or protectionist policies.

Citizens want to believe that the future tax policies implemented by politicians will align with their societal, economic, and political goals. That has often been true in the past. Politicians are elected officials, and if citizens are fulfilling their responsibility as responsible citizens, they elected political officials whose views match theirs. It has also been true in the past that politicians have not always “listened” to their constituents. Between citizens and economists, however, citizens usually win, since they are the ones who will reelect the politicians.

TAXATION ISSUES OF THE FUTURE

Some taxation issues never go away. Some of the taxation issues of the future are the same issues of the past. How taxes impact the poor and can help or hurt alleviating poverty has been a long-time issue of history and will continue to be in the future. Are the taxes imposed on the people who they want paying the taxes?

Some of the newer issues stem from several new sources, including the growing global economy and the growing online economy. An older issue that is getting more and more publicity is the growing concerns of the federal deficit and subsequent growing debt. Taxation policies will be an important component of those future discussions.

Taxes and the Poor

Throughout history, most taxation policies have not favored the poor. Attempts are always being made to alleviate their tax burden. The use of progressive tax structures, special tax credits for low-income individuals and families, and deductions have all been attempts to treat the poor more favorably.

Can taxation policies impact those in poverty? Can future policies help those in poverty lift themselves out of poverty? Or, on the other side of the equation, do taxation policies currently act as a deterrent, keeping them in poverty?

Taxes and Property Rights

At the beginning of our young nation, in most colonies (later states), families’ wealth and status was mainly determined by the size of their land holdings. As an agrarian society, property was a symbol of influence, power, and wealth. Most of our founding fathers had significant property holdings. One of the first domestic taxes of our new nation was the property tax. In 1776, the property tax was levied on wealthy landowners. It was a progressive tax on accumulated wealth.

The property tax has changed little since those early days. However, the world around the property tax has changed significantly. Property ownership does not necessarily define a family’s wealth today. In many instances in the rural United States, the size of one’s landownership does not equate to one’s wealth. It has been said that many family farmers are land rich but income poor. In 2016, the property tax is no longer seen as a progressive tax but a regressive tax.

Property taxes are still viewed as the prime tax base for most local governments. Local governments and local public institutions collect property taxes to pay for schools, libraries, local road maintenance, water, and sanitation, as well as other local public services. Homes, condominiums, and businesses, as well as vacant and farm property are assessed values on which property taxes are due and paid. How these values are determined is often inconsistent. Religious and educational institutions do not pay property taxes.

Since the early days of our nation and the first assessment of property taxes, the fairness and equity of the property tax has been debated. Do property tax policies align with the characteristics of property rights? Is it fair that religious and educational institutions do not have to pay property taxes? These questions have been asked in the past and will continue to be asked in the future. If property taxes were no longer the main revenue source of local governments, what would be a fair and equitable tax to replace it?

Taxes and the Global Economy

The expansion of the global economy has increased the competition between countries for the headquarters of international businesses. The country in which a company’s headquarters is domiciled is the country in which the company will pay its corporate taxes. Over the last few years, this competition has become fierce, as countries have reduced their corporate taxes to entice companies to relocate within their borders.

Companies were responding in one of two ways. In one way, they were moving to these low corporate income tax countries to take advantage of the lower tax rates. Other companies merged with native companies of the low-tax countries, and then moved their headquarters to take advantage of the lower corporate rates. Known as inversion, the 2014 merger between Burger King (United States) and Tim Hortons (Canadian) is an example, when they moved the headquarters across the border to Canada.

As we discussed earlier, one key component of the 2017 Tax Cuts and Jobs Act was a lowering of the U.S. corporate tax rate to retain or regain some of the corporations that have moved or considering moving. Some countries have reduced their taxes to zero, becoming what are known as tax havens.

Tax Havens

Some countries have reduced their corporate rates to zero or near zero. Even though most economists do not believe they are helpful, tax haven countries also use incentives to lure corporations to their shores. A third method often used by tax haven countries is lax business-creating rules, so businesses can create start-ups, and then do not have to withhold taxes. Very wealthy individuals and not just corporations also use tax havens.

There are twelve countries considered the most desirable tax havens for corporations. Countries with a zero corporate tax rate include Bermuda, the Cayman Islands, the Channel Islands, and the Bahamas. Other tax havens have very low or nominal corporate rates, including the Netherlands, Luxembourg, Singapore, Mauritius, and Switzerland. The enticement of these low-rate countries includes tax incentives, no withholding taxes, no capital gains tax, and no inheritance tax.

Some tax havens develop because of their laws regarding the starting of businesses. Luxembourg has very friendly business start-up laws to go along with their tax laws. The Cayman Islands permit businesses to be formed, and then keep all their assets tax-free.

Switzerland has been best known for its banking system and the secrecy of its clients, making it an attractive tax haven for individuals as well as corporations. Another popular tax haven attractive to the very wealthy is Monaco. Primary residents of Monaco can keep all they earn. Remember Monaco when you join the ranks of the extremely wealthy. Great Britain’s very wealthy also use the Channel Islands and the Isle of Man to protect their wealth from the British tax collector.

Based on a Congressional Research Service study, over 40 percent of U.S. multinationals’ foreign earnings were in five countries: Ireland, Bermuda, Luxembourg, the Netherlands, and Switzerland. Ireland, not acting like a tax haven, has taken Apple to court over unpaid corporate taxes. Apple has more money offshore from the United States than any other U.S. company—at last count, over $200 billion.

Looking out into the future and the continued expansion of the global economy, it is very likely that this competition for corporate headquarters and their corporate income taxes will continue. It also appears likely that the tax havens will not bow to pressure from the United States or any other developed country to alter or change the rules that allow them to be tax havens. Research by the Cato Institute suggests eliminating tax havens. As the United States and other developed nations attempt to halt the profit shifting from tax havens, the move may have unintended consequences of hurting the domestic economy.9

Taxes and the Online Economy

While not necessarily a new issue, ever since we began buying goods online, taxing these items has been an issue for governments. This especially applies to states and cities whose revenue base is determined by sales taxes. The online economy became an entirely new way for consumers to purchase goods from Amazon or eBay or on apps like Google Express, and even to purchase services, like LegalZoom. States and cities were losing tax revenues from these new market transactions.

Some changes have already occurred in this marketplace. Some states have passed laws, forcing online companies like Amazon or brick-and-mortar stores that have a significant online presence, such as Walmart, to begin collecting sales taxes on their e-commerce sales.

In 2018, the Supreme Court did rule in favor of the states collecting sales tax from online retailers. In chapter 9, we summarized the Wayfair v. South Dakota Supreme Court decision, affirming a states’ right to impose and collect sales taxes from ecommerce retailers on sales to customers in their states. As e-commerce continues to grow in depth and breadth, this is probably only beginning of this discussion and taxation policy.

TAXES AND TECHNOLOGY

Cryptocurrencies, or digital currencies, could be the currency of the future. As of this writing, they are mainly being accumulated by speculators. While they are currently being used by a small number of businesses for a few transactions, cryptocurrencies are not stores of value and, as such, do not have the characteristics necessary to be classified money. Even so, if cryptocurrencies were to ultimately be considered a mainstream medium of exchange, it would pose some interesting taxation questions in the future.

There are two interesting “crystal ball” scenarios relative to potential future tax implications and taxation policies of governments. If cryptocurrencies’ stature were to be elevated to the status of an investment, could governments tax the gains as capital gains? Or counter to a capital gain, would the IRS allow deductions for a capital loss, as they do now for selling a stock at a loss?

The second interesting scenario would involve the government’s ability to tax transactions by consumers that use a cryptocurrency. In the future, will the government be able to track a cryptocurrency transaction sufficiently to tax the transaction, such as current transactions between a consumer and an e-commerce company such as Amazon?

For transactions and investments involving cryptocurrencies to be considered as a serious tax revenue possibility in the future, two events would have to occur. First, and most importantly, a cryptocurrency’s characteristics will have to rise to the level that they can legitimately be called money. Cryptocurrencies, as of now, fall significantly short of those characteristics. But efforts to create a transactional digital currency continue in earnest. It would not be out of reach to suggest it will happen.

Second, if a digital currency were to attain the monetary characteristics, both producers and consumers would have to be willing to accept it as a stable currency and medium of exchange for transactions. If this occurs, another whole set of issues arise regarding monetary policy and supply-and-demand issues of the digital currency, to name just two. If, or when, both criteria are met, more than just taxes become an issue. That however is another story for another day. Both events may not be as far off as some think, and it is interesting for our crystal ball to suppose, what if.

During the writing of the book, one major step for cryptocurrency toward being accepted may have occurred. Ohio is the first state that has agreed to accept Bitcoin tax payments from businesses. The business would submit its Bitcoin payment to a cryptocurrency intermediary, who would convert the Bitcoin payment to dollars for the state. How many businesses will take advantage of the service is an unknown, even to Ohio. It appears to be one more step toward cryptocurrency acceptance and our “what if” scenarios.

Artificial intelligence (AI) and robotics continue to make encroachments into our lives. Since we are discussing how taxation might be influenced by technology, let us take another journey into the technological future. Autonomous taxicabs and driverless cars are no longer only in science fiction books and movies. Significant advancements in robotics and the tasks they can perform are becoming virtually daily news stories.

As these technological progressions infiltrate our lives, their impact on the government’s ability to generate tax revenues using current standards and policies becomes questionable. Currently, governments whose revenue source is the income tax may become susceptible. If a robot replaces a laborer who has been paying income taxes, can the government recoup the loss of the laborer’s taxes from the robot?

The lost revenue from income taxes could be from any economic sector, including manufacturing or services. Taxicab and Uber drivers pay taxes as well. Lost government revenue may come from restaurants using self-serve kiosks to replace workers at a local McDonald’s or other fast-food restaurant. Artificial intelligence (AI), robotics, and other technology advances in manufacturing, services, and financial economic sectors could give income-tax-collecting governments severe revenue challenges in the future.

Taxing texting is a new tax in California. The late President Ronald Reagan was known for a famous line about government, “If it moves, tax it. If it keeps moving, regulate it. If it stops moving, subsidize it.” As we finish our writing, a new tax has brought the Reagan line back into focus: taxing texting. The California Public Utilities Commission is proposing an additional surcharge on phone bills for texting. It will be interesting to follow this new development if other states follow, if the Federal Communications Commission will step in as it has in the past with other issues, or if special interest groups fight or support the new tax.

TAXES, THE FEDERAL DEFICIT, AND THE NATIONAL DEBT

When government spending is higher than the revenues it receives in tax receipts, it experiences a budget deficit. If it continues to operate with deficits, those deficits add up to becoming a debt. At the time of this writing, the national debt is $21.7 trillion and growing by the minute! Yes, that is trillion with a T. That equates to approximately $177,000 for every U.S. taxpayer. It is 105 percent the size of the nation’s Gross Domestic Product (GDP).10

Regardless of which way one chooses to view the debt, it is large—very large. Each year, as the federal deficit also grows, it obviously adds even more to the national debt. We can be pretty confident that during any future discussions that involve taxes, government spending, or fiscal policy, the relationship between tax policy and the deficit and the debt will be part of the discussion. Each budget year, or during virtually every political debate regarding taxes or spending, the impact on the annual deficit or adding to the total national debt becomes a political issue.

NEW AND DIFFERENT TAXES FOR A NEW AND DIFFERENT ECONOMY?

Before we discuss some potential new taxes, we need to remember every tax has three components: base, rate, and structure. When we consider any future tax bases, it is important to determine if the new tax base will be permanent in the economy or if it is temporary and short-term. The tax rate, ad valorem or unit, needs to be viewed by the administrative costs and efficiency of the tax. Of course, the tax structure will determine the fairness of the tax between income groups (vertical equity).

National (Federal) Sales Tax

One conversation that comes up within the halls of Congress from time to time is a national sales tax. The sales tax (an ad valorem consumption tax) has historically been one of the main revenue sources for states and those large cities that choose to implement a sales tax.

Those who promote a national sales tax believe it is a fair tax, since the tax is imposed on those who consume goods and services. They also advocate that a national sales tax could offset the national income tax. The national income tax could be reduced, since there would be less reliance on it. These supporters often acknowledge the regressivity of a sales tax, and that would also be the case for a national sales tax. However, they believe it could be offset with an income tax credit for those below a certain income level.

The opposition to a national sales tax comes from several different camps. First, and often the loudest opposition, can be heard from the states and cities that already implement a sales tax. Forty-five states at the time of this writing have a sales tax. There are an additional thirty-eight city sales taxes. That is hefty amount of special interest opposition. For these eighty-three political units, a national sales tax is encroaching on what has historically been their tax turf. Any form of national sales tax would limit their ability to raise their sales tax as might be necessary in the future.

A second major reason against the national sales tax idea is the regressivity of the tax at the outset. The regressivity of the tax is a given. As mentioned, the supporters simply suggest adding an income-tax credit for low-income individuals and families to offset the regressivity. The opposition believes that incorporating another layer of complexity to the already burgeoning income tax filing process is unwarranted just for the sake of having a national sales tax.

To date, the opposition forces have had their way, and a national sales tax remains a possibility for some and a nightmare for others. It is, however, a taxation issue that will probably not go away in the future.

Value-Added Tax (VAT)

Another potential future U.S. tax often mentioned during taxation debates is one that is in use and popular in Europe. Often considered a version of a sales tax, the value-added tax, or VAT, is a tax paid by all the companies involved during the production process of a good or service. The amount of VAT a company would pay is based on the “value added” by their component to the final value of the final good. The value added is determined by the price they sell their intermediate good to the next company in the supply chain.

For instance, in the production of an automobile, Company X manufactures the steering wheel. To produce steering wheels, Company X needs raw materials. It paid a VAT to the company that provided the raw materials.

Company X sells its steering wheels to Company Y, which produces steering columns. If the VAT is 5 percent, Company Y pays Company X for the steering wheels, plus a 5 percent VAT for the value of the steering wheel. Company Y produces the complete steering columns (including the steering wheels), and sells their product to the automobile manufacturer and assembler, Company Z.

Company Y’s costs to Company Z includes their costs of production plus the past VATs paid. Company Y pays an additional 5 percent VAT to Company Y, based on the value of the steering columns. Company Z’s final sticker price on the car includes their 5 percent VAT, plus the VATs previously paid during the manufacturing process.

Notice that the VATs paid by Companies X, Y, and Z at each step of production supply chain are included in the final value of the automobile. Consequently, when the automobile is priced, all the VATs during production are included in the sticker price. Unlike in the United States, where sales tax is added to the final price, there is no additional sales tax to the purchaser of the automobile. The taxes have been paid during production as the value of the final product rises, and the sticker price is the price the consumer pays.

When the discussion of a possible VAT for the United States arises, there are both proponents and opponents. The proponents emphasize that the VAT is a consumption-based tax, so revenue would be stable. It would be imposed on all businesses, not just on some or a special few. Administration would be rather efficient and could raise substantial taxes with a relatively low tax rate. Remembering the criterion for a good tax, the VAT seems to fit most of the criterion very well.

Its opponents have several different viewpoints. First, as we have noted with other consumption taxes, it has a regressive tax structure. The opponents suggest that it could be harmful to new business start-ups. A major concern of the VAT is its nontransparency. As a tax that cannot be readily seen by consumers, governments could use it to raise taxes, which could lead to excessive government spending. They also believe the VAT could interfere with the current tax practices of states and cities, similar to a national sales tax. The opponents believe the administrative costs of a VAT would be quite high, just the opposite of the proponents.

New “Sin” Taxes—Recreational and Medical Marijuana

The so-called sin taxes have been on tobacco and alcohol for many years. As we have discussed in past chapters, these taxes serve two purposes. One, smokers and drinkers generally do not change their habits regarding these activities based on price. As a source of tax revenue, they have been quite consistent. Two, taxes on these products have been used to raise prices as an attempt to deter their use. The second is actually counter to the first, so it generally does not work well as a deterrent.

In the last few years, a new sin tax has come to the attention of governments, particularly state governments. In 1973, Oregon was the first state to decriminalize marijuana with a minimum fine ($100), and a new sin tax was born. Interestingly, at the time, the production and selling of marijuana was still illegal. It is still illegal at the federal level. As of this writing, however, thirty states now have some form of legal cannabis law. In some states, it is only for medical use. In others, cannabis can be used legally for both medical and recreational use. A new tax base was born.

Of the thirty states, there are nine states and the District of Columbia where cannabis production, selling, and consumption are legal without a doctor’s prescription. In 2012, when Colorado passed the first recreational marijuana laws, all state governments looked to see if marijuana was indeed the new tax base. States continue to study, as other states legalize its cannabis laws, how the government can structure its taxation policies to take advantage of this new base. Cannabis production, selling, and use still have a way to go before it can be considered mainstream, but it is certainly a future source for tax revenues.

State and City Taxes

Earlier we discussed the use and future of the property tax and its key role in funding local public institutions (schools, libraries, water, sanitation, etc.). The debate over the regressivity of the property tax and its fairness could alter future ways in which local governments assess and collect property taxes.

Local governments that collect a sales tax or income tax could be affected by any changes in the taxation philosophy or initiation of a national sales tax or changes in the federal income tax. If the federal government were to initiate a national sales tax, it would limit the future potential of the states and cities that rely on current consumption as one of their main tax bases.

Flat-Rate Tax (Poll Tax)

Another tax that often comes up in discussions about new taxes is the flat tax. A flat tax is also known as either a poll tax or a toll. Future flat taxes are often discussed as a use tax on a public good that is not currently being taxed. New or revised flat-rate taxes will come in different shapes and sizes at all levels of government: federal, state, and local.

If the flat-tax discussion is about imposing a new use tax (toll), then the rate is usually a flat rate. Future flat taxes will also have different names as well. Future increases in license fees or local parking fees are increases in flat-rate use taxes. If your state or city implements tolls on roads or bridges, they are imposing new flat-rate taxes.

Future flat-tax discussions sometimes involve revising a current tax structure. Discussions of changing our current income tax structure generally involve changing from our current progressive structure to a proportional one. This future change would involve a change from the progressive structure of many tax rates, as we discussed in chapter 1, to just one tax rate. Proponents of a flat tax based on a percentage of income promote the proportional tax structure of this tax. Regardless of one’s income, everyone pays, for example, 10 percent.

Negative Income Tax (NIT)/Universal Basic Income

One of the hottest discussions today in Washington, D.C., and academic think tanks involves a tax-reform plan to create a guaranteed basic income for all U.S. adults and families. Also known as a universal basic income, the plan has been tried in a few other countries, including Finland and Canada. In both these cases, the program has been cancelled. However, here in the United States, the discussion continues. Stockton, California, is implementing a citywide basic guaranteed-income plan.

The interesting aspect of this discussion for our purposes is when the discussion involves how a plan such as this would be implemented, especially at the national level. Would the U.S. government send every eligible individual a check every week, month, or year? How would the government protect against fraud or abuse? How would the government keep records of where everyone lived, and what if someone moved? Would they be able to keep accurate contact records for each of us? These are only a few of the questions this idea raises.

There is one way, however, that one Nobel Laureate thought a program like this would work. The late Milton Friedman suggested in his 1979 book, Free to Choose (which he coauthored with his wife, Rose) and a PBS program of the same name, the government used the federal income tax system to provide such a program. He did not call it a guaranteed basic income. He called it an “income supplement” (page 110) and labeled it the negative income tax. We will also call it the NIT.

Simply put, the negative income tax would use the existing income-tax filing program as a replacement for the “ragbag of specific (welfare) programs” (page 110) currently in existence. Every taxpayer would record exemptions, deductions, and other credits on the tax form against gross income in the usual manner, determining a taxable income. The taxpayer then finds the taxable income in the tax tables provided (remember our tax structure is progressive, so the higher the income the larger the tax rate).

If the taxable income is high enough, the table provides an amount of tax the taxpayer is obligated to pay. However, if the taxable income is not high enough, the taxpayer may not have to pay any taxes. The tax tables for them read “zero” tax due. By having no taxes due, however, the taxpayer may have lost some of the value of the personal allowances allowed under the current system. Here is where an NIT would change the tax system. The taxpayer’s tax effect would go from zero to receiving a tax refund. Let us play this out with a couple of simple examples of how an NIT might work.

First, our Taxpayer A has no gross income. He or she has no income to claim and, therefore pays no tax. Under the current system, Taxpayer A probably does not even file a tax return. Taxpayer A receives all types of government programs for basic necessities.

Under a negative income tax plan, this would be different. One, there would be no government programs to receive benefits from. However, under the NIT, Taxpayer A would file a tax return and receive a refund in the amount of the NIT. If the NIT amount were $20,000, Taxpayer A would receive a refund check from the government for $20,000. He or she would then be responsible to budget and make the decisions on the $20,000 to provide basic necessities.

For Taxpayer B, the NIT would work a bit differently. Taxpayer B has a small income and the standard personal exemption, so taxable income is actually negative by $4,000. But when Taxpayer B completes the tax form, like with Taxpayer A, the tax table reads “zero” tax due. Once again, the NIT changes the outcome. Under the current system, Taxpayer B has lost the value of the $4,000 net taxable income. Under the NIT, the $4,000 becomes a tax refund, along with the remainder of the $20,000 NIT, or $16,000.

Both Taxpayers A and B, under the NIT plan, have a minimum of $20,000 basic income. Taxpayer B has the additional earned income so is living on more than $20,000. The NIT plan incentivizes working and earning an income. In the current system, Taxpayer B is penalized for earning an income, both by losing the value of the allowances and may also lose any government benefits currently received. In the NIT plan, Taxpayer B is encouraged to work and earn an income to either supplement the negative income tax amount, in our example, $20,000, or even replace it totally. Which brings us to one more example.

Taxpayer C earns $50,000 a year. Like our previous taxpayers, he or she fills out the tax return, taking advantage of any tax deductions, exemptions, and credits to determine the taxable income. Finding the taxable income in the table, Taxpayer C reads that he or she owes $3,000 in taxes. Taxpayer C has a positive tax liability, so the NIT does not figure into the calculations. Remember the plan is the negative income tax.

Understand that these are very simplified examples of how a future negative income tax plan might work. Between the politics involved and the many complexities of transitioning to an NIT, it becoming reality is very slim. There are still some who keep promoting an NIT type tax system. If the guaranteed basic income discussions continue, the NIT might be a solution.

ENVIRONMENT

Common Property and Tragedy of the Commons

We have made references to common property on several occasions throughout our journey. Common property is that property that no one owns privately. It is the parks where you play and the oceans or lakes where you boat or fish. It is also the air we breathe or the water we drink. It is also areas in which you live every day, such as your school lunchroom. The problem now, and in the future, is that these common areas are often abused if not carefully controlled by someone. The abuse of these commons is what is referred to as a tragedy of the commons.

Government, nonprofit organizations, or businesses themselves often become the overseers of commons. When businesses do not take care of the air and pollute it, the government steps in to control the pollution. They may impose taxes as a punishment for the pollution. They may, instead, provide a subsidy to the industry to clean up their manufacturing process so that businesses do not pollute in the future. Both actions have positive and negative consequences. Businesses may move, governments may lose revenue, and a local community may lose jobs. Deciding which action to take is often not easy.

There are cases where government and businesses partner to address a commons issue. Fishing businesses agree to be taxed so that the government can provide oversight to protect and sustain the fishing industry. Canada has implemented such a program to protect the halibut industry in the Pacific Northwest. There are other examples around the world where these partnerships are proving successful.

Alternative-Energy Subsidies

In chapter 2, you were introduced to the idea of tax subsidies, tax credits, tax deductions, and tax exemptions. These are ways in which the government actually forfeits tax revenues to provide incentives to promote an economic activity.

In the last decade or so, the federal government has provided tax credits on tax returns for individuals who have bought and used alternative energy sources, such as solar heating for their homes. Tax credits were also provided to individuals for purchasing electric-powered automobiles. These tax credits are incentives for the future growth of these alternative energy sources.

Another form of government incentives is subsidies to companies for producing alternative-energy components. Alternative-energy subsidies often have considerable political baggage. The political landscape will determine the number or amount of subsidies provided to companies. Companies who might qualify for these subsidies would include those that produce windmill components for wind energy, solar panels for solar energy, or automobile companies that research and develop electric automobiles.
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Questions for Further Exploration

CHAPTER 1: TAXATION, THE PRICE WE PAY



1.How would you describe the act of paying taxes?

2.Which public goods do you use every day? Which ones do you use occasionally? Which ones do you hope you never have to use?

3.Imagine that you are a local political leader during bad economic times. What would you do: cut programs, raise taxes, or both?

4.Identify some of the merits for each of these political philosophies: progressive, conservative, and libertarian. Which one do you believe most describes you now?

5.Taxes and taxation policy is politics, not just economics. In what ways do the Jobs Cut and Tax Reform Act of 2017 incorporate the different philosophies?



CHAPTER 2: THE BASICS OF TAXATION



1.Discussions on the value of exemptions, deductions, and credits will continue into the future. If you were a government official, would you favor eliminating all exemptions, deductions, and credits? As a taxpaying citizen, would you favor eliminating exemptions, deductions, and credits?

2.Which do you believe is most fair and equitable—taxes designed on the ability to pay principle or on the benefits-received principle?

3.How tax monies are spent will always be a debate. What are your priorities for government spending at each level of government: federal, state, and local?

4.Identify a time when you were a free rider. Were you breaking the law?

5.What are some positive and negative externalities in your community?



CHAPTER 3: COMPONENTS OF A TAX



1.Which tax base do you feel is the most equitable? Tax rate? Tax structure?

2.Using your views from question 1, construct what you believe would be the best tax. Remember to include a base, rate, and design to create the tax structure you desire.

CHAPTER 4: THE MAKING OF A “GOOD” TAX



1.After reading chapter 4, do you believe the idea of a “good” tax is an oxymoron?

2.Which of the criteria is most important to you for a tax to be ideal?

3.For chapter 3, you constructed your ideal tax relative to base, rate, and structure. How would your best tax align with the criteria for also being a good tax?

4.What measure of equity and fairness do you believe is most equitable and fair: horizontal equity or vertical equity?

5.How do you feel about the government or someone else using taxation policies and deciding if a product is bad for you?



CHAPTER 5: ROLE OF TAXATION IN OUR ECONOMY: U.S. AGENCIES AND INSTITUTIONS



1.Taxes are an integral component of all four markets. Which market do you believe has the most future potential for an economy’s taxes?

2.Which market has the least potential for tax growth?



CHAPTER 6: THE INTERNAL REVENUE SERVICE (IRS) AND COMMON TAX FORMS



1.Which tax forms have you had to complete?

2.Have you had to complete your own tax return? How did you view the experience?

3.If you work part-time, review your next paycheck. Did you have the withholdings and deductions from your gross pay? If some were missing, ask your employer about them.

4.Ask your parents which tax forms they use in preparation for the family’s tax return. How do they view the annual experience?

5.Interview a tax accountant about how tax preparation has changed since he or she has been in the business.



CHAPTER 7: CONGRESS AND THE LAWS OF TAXATION



1.The next time you hear a politician talk about taxes, listen for the message. Is he or she supporting new taxes, cutting taxes, or increasing existing ones?

2.If you were a politician, what would be your message regarding taxation?

3.Several special tax credits were discussed in the chapter. Which one do you believe is the most important for our tax system? If only one could be kept, which one would you choose?

4.Tax relief for natural disasters has been a common practice recently. Do you believe this policy is a correct one? If you were a politician, would you continue to support these tax policy actions?



CHAPTER 8: TAXATION AND THE PRESIDENCY



1.What made President Kennedy’s approach using Keynes’s economic philosophy different from President Eisenhower’s? How was it similar to President Franklin Roosevelt?

2.President Johnson initiated the Great Society programs and increased involvement in the Vietnam War without significant tax increases. As we look back, what were the positives and negatives of this fiscal policy approach?

3.President Nixon launched the alternative minimum tax (AMT). What was the impact of the AMT on the tax structure of the federal income taxes?

4.Why was “bracket creep” ultimately such a negative consequence for federal tax revenues that indexing was later initiated?

5.There are three current events we have discussed in this chapter that have potential implications for your future. All three are still in motion with future implications. How might each of these apply to your future?

a.Affordable Care Act (ACA)

b.Tax Cuts and Reform Act

c.United States Mexican Canadian Agreement

CHAPTER 9: THE SUPREME COURT AND THE LEGALITY OF TAXES



1.Was the income tax direct or indirect, apportioned or not?

2.Does your state have an income tax? If so, investigate its tax rate and structure.

3.If your state does not have an income tax, what is the history of your state not having an income tax? What tax base raises the most revenue for your state?

4.Should someone who does not pay his or her taxes be arrested as a criminal? If you were on the Supreme Court, would you side with Justice White and the majority view?



CHAPTER 10: MAJOR CONTROVERSIES REGARDING TAXATION



1.Are valid arguments being made?

2.How does a society and government know it qualifies as a good or service that should be made available to the public?

3.If the good or service meets these two criteria to be a public good, the public debate then begins. Should government funds be used to pay for the good or service?

4.Why do golf courses, swimming pools, parks, and highways exist as public goods, but movie theaters do not?

5.What about those decisions on a national or international scale?

6.In the chapter, we mention several of the obvious public goods. What about the more difficult choices? Are there any private goods that you believe should be a public good? Support your choices.

7.There has been much debate for many years over health care. Should health care be a public good or a private good? Does health care fit the criteria (nonexclusivity and shared consumption) for a public good? If not, can a case still be made for health care to be national, like a park?

8.Are incomes currently treated equally or unequally? Be sure to use your new knowledge, learned during our taxation journey, in your response.



CHAPTER 11: THE PEOPLE BEHIND TAXATION



1.As you become voting age, which president’s approach to taxes will most likely appeal to you?

2.As you think about the world of taxation in the future, which of the key economic concepts are most important to you? An economically literate citizen is one who can present his or her views with sound economic reasoning.



CONCLUSION: FUTURE ISSUES OF TAXATION



1.Imagine that in 2025, you are a member of the U.S. Congress. The tax cuts and reforms legislated in 2018 are about to expire. Will you vote for the lower tax rates and the estate tax exemption to expire?

2.Will online taxes change your behavior in using e-commerce? Why or why not?

3.Will taxes on texting change the way in which you text your friends and family to communicate? Use evidence to support your position on this new tax.

4.Do you like the Negative Income Tax or Universal Basic Income idea? Identify and present your arguments either for or against.
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