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In their Communist Manifesto of 1848, Marx and
Engels called for “a heavy progressive or graduated
income tax.” They were neither the first nor the last to
favor such a tax.

We mention Marx and Engels as early proponents of
the income tax only because the notion of an income
tax is in keeping with so much else of Marxism. As the
collapse of communism has amply demonstrated, the
use of naming with a strong intuitive appeal (such terms
as “surplus value,” “exploitation,” “the bourgeoisie,”
etc., come to mind) does not ensure that the names can
be easily or usefully applied to practical situations and
problems. Marxist thinking, for the most part, has been
discredited by experience. Yet nearly every country of
the world has some sort of income tax on its books.
Why?

For one, and somewhat perversely, the income tax
did not play a very big role in the functioning of com-
munist economies. Since virtually everyone was paid
by the state, there was little reliance on explicit income
taxation. Thus, it was not seen as something to be dis-
carded when the system collapsed. More to the point,
the notion that those with more should pay more con-
tinues to have a visceral appeal.

Nevertheless, in this country, virtually no one ap-
proves of the way in which income taxes are levied and
collected. This is the situation with taxpayers’ opinions
of the system in general or with respect to their own
taxes in particular. “Tax reform” legislation has be-
come almost an annual ritual, and it is likely to remain
so for the foreseeable future. Both major Presidential
candidates have promised tax changes — Clinton fa-
vors “targeted” tax breaks and Dole would like to see
rates reduced. These proposals stand as exemplars of
all current prospects for reform. Whether income tax
reform involves changes in tax breaks or tax rates, there
are always two basic issues involved.

Why the Income Tax Will Always Need Reform
and

Why it is Beyond Reforming

First, to what degree should the tax be “progres-
sive,” i.e., require not only larger payments from the
“rich” but also a larger proportion of what they have.
Most people’s inclination seems to be to have
punishingly high rates apply to those with incomes
higher than their own. This, obviously, is not a satisfac-
tory basis for rate setting.

History does not relate, as far as we are aware, what
rates Marx and Engels had in mind when they called for
a “heavy progressive or graduated income tax.” We
would guess that they would have been astounded by
the 90 percent and higher top rates that were imposed in
much of the industrialized world in the middle of the
twentieth century.

In any event, we do seem to have learned from expe-
rience that such confiscatory rates produce little rev-
enue. Top rates in the range of 40 to 60 percent have
become the norm around the globe as politicians have
attempted to set top rates at levels that produce the
largest amount of revenue from the top brackets, how-
ever defined.

But the progressivity of the income tax is not only a
function of tax rate schedules but also of “tax breaks,”
i.e., what is not subject to tax. The system becomes
more progressive when the basic amount of income not
subject to tax is enlarged. Even the “flat” income tax
proposed by erstwhile Presidential candidate Steve
Forbes would have remained progressive, as a very large
part of most persons’ incomes would not have been
taxed at all. On the other hand, tax breaks allowed on
the basis of certain kinds of spending or investments
(“loopholes”), tend to make the tax payments less pro-
gressive, because they are mainly of use to the “rich.”

Which brings us to the second issue in any tax re-
form — what is to be taxed. While nearly everyone has
some notion of what constitutes income and what an
income tax should tax, such notions can be wildly at



2

variance with one another. The issue of defining in-
come is the fundamental problem of the income tax. It
is even more basic and intractable than the essentially
political and more frequently disputed question of how
“heavily” progressive or graduated it should be.

What is Income?

In a purely economic sense, income is consumption

plus change in net worth. No tax collector has ever
devised a way to tax income in this sense.

Many forms of consumption (do-it-yourself projects,
for example) do not involve transactions accessible to
the tax collector. The value in consumption of durable
goods and structures may be spread out over many pe-
riods, and it can fluctuate after the initial purchase. Net
worth can increase or decrease with changes in the mar-
ket value of holdings as well as from saving and bor-
rowing. Whether or not changes in market values are
realized in a transaction, they may reflect to some ex-
tent changes in the value of the currency in which they
are denominated rather than genuine gains or losses to
the holders.

Income can also be received in somewhat round-
about ways. Consider, for the moment, two somewhat
extreme examples. Let us say that a movie director, for
“artistic” reasons, decides that he needs to shoot a scene
with a swimming pool in a certain location. That loca-
tion just happens to be in the producer’s back yard,
which does not have a swimming pool. The pool is
built as an expense of the production and remains there
after the movie is finished. At the other end of the
income spectrum, a consumer who declares bankruptcy
will have his net worth increase, say from a negative
amount to zero, when his debts are wiped out. In either
instance, the economic income (a new swimming pool,
whatever was purchased with the defaulted credit) is
unlikely to be taxed to its recipient.

“Taxable Income”

In short, what we call the income tax does not tax
income at all!

What it really taxes is cash receipts — wages, inter-
est, dividends, rents, royalties, etc., received and the
proceeds of asset sales — and only a portion of that
total. Some or all of certain categories of cash receipts
(welfare benefits, workers compensation, social secu-
rity, municipal bond interest, etc.) may be excluded

from taxable income right off the bat, as are certain
items received in kind such as employer-paid health
insurance, subsidized housing, or food stamps. What-
ever cash receipts are deemed to be taxable are subject
to a myriad of adjustments to determine “taxable in-
come.”

Some of the adjustments to cash receipts are very

straightforward. When a taxpayer sells something, the
cost is deducted from the proceeds of the sale. A self-
employed tradesman, say, a plumber, is not taxed on
his gross receipts but is allowed to deduct the cost of
the materials he uses in his work.

In many more instances, the adjustments are com-
plex and have far less to do with economic fundamen-
tals1 than with the predilections of the politicians and/
or the convenience of the tax collector. What is the rate
at which capital assets can be written off against cash
receipts? What expenses of employees can be set against
wages? Can I deduct union dues? The cost of tools that
my employer requires me to bring to work, or the nice
clothes I am expected to wear on the job? The answers
to these and a host of other questions are arbitrarily
written into the tax code by the lawmakers. Their an-
swers can and do change from time to time. Moreover,
they often reflect motives other taxing income even-
handedly.

A major example of this is the deduction allowed for
mortgage interest on owner-occupied homes. These
make no economic sense. Interest incurred to purchase
income-producing property (such as securities in a port-
folio of investments, or merchandise and equipment
used in a business) is quite clearly a legitimate expense
when calculating income. In the instance of owner-oc-
cupied homes, however, the income from the property
purchased with the mortgage is received in kind — a
place to live — and not taxed as income. (Some Euro-
pean governments reportedly attempt to impute to tax-
payers the income from owner-occupied homes, but it
has never been done here.) Presumably, politicians have
decided to do this to encourage homeownership.

There are innumerable other aspects of the tax code
that similarly reflect the lawmakers’ efforts to encour-
age citizens to act in certain ways. Such “normative”
taxation often has unintended consequences: taxpayers
with sharp-penciled accountants and lawyers find inge-
nious ways to apply the law to their client’s circum-
stances. Obviously, and to repeat, these are more useful
to the “rich,” than to the “poor” who, even if they do act
in the ways that the politicians want to encourage, re-
ceive less benefit from the relevant provision of the tax
code either because they are in a lower bracket or be-
cause their total deductions are less than the standard
deduction available to all taxpayers.

To avoid such “favoritism” to upper-bracket taxpay-
ers, some of the special provisions of the tax law are
calculated as tax credits — which directly reduce the
tax due rather than the amount subject to tax.

1 For example, personal computers, which can become obsolete in
as little as three years, must be depreciated over five years, while
rental housing, which tends not to depreciate at all if properly main-
tained, may be written off in as few as 10 years.
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Finally, because these various special provisions of
the tax code can enable some taxpayers with high in-
comes to report little or no tax liability, there is also the
“alternative minimum tax,” designed to make such tax-
payers pay more tax than the main provisions of the tax
code would call for.

Evasion and Avoidance

Some taxpayers no doubt adjust their tax liabilities
downward by the simple expedient of evasion — not
reporting income. Evasion is believed to be widespread
among persons who are commonly paid in cash. These
include those engaged in relatively low-income occu-
pations (restaurant workers, domestic servants, et al),
as well as shopkeepers, art and antique dealers, even
doctors and other therapists, and, of course, those en-
gaged in illegal activities for whom the “crime” of tax
evasion is only incidental to their drug dealing, rack-
eteering, etc.

All estimates of the extent of evasion are conjec-
tural. They typically run to about 10 percent of total
economic activity in the United States, which would
amount to roughly $700 billion per year of untaxed
income distributed, as the foregoing suggests, across
all income levels.

On the other hand, tax avoidance generally means
complying with the law, often in excruciating detail,
rather than flouting it. As such, it is commonly believed
to be the domain of the “rich” for whom the stakes are
large enough to warrant hiring the requisite accoun-
tants and lawyers. Estimates of the extent of tax avoid-
ance are more precise (“tax loopholes” defined as de-
viations from the “normal structure of the income
tax” are estimated to have totaled about $380 billion in
1995) but they are no less conjectural, as their effects
are cumulative and one person’s “loophole” is another’s
eminently fair and warranted provision of the tax law.

Somewhere in between evasion and avoidance is a
large “grey area” of deductions which may or may not
be allowed and may or may not be genuine. These usu-
ally involve the self-employed, but not always — did
you really put as much in the collection plate as you
claimed on Schedule A?

What Have We Wrought?

There are two major consequences of all this. First,
determining the “taxable income” reported on one’s
return is, for many people, like filling in the answer to
an inscrutable puzzle. Most taxpayers have to turn to
experts to solve this puzzle and the answer may have
only a remote resemblance to the taxpayer’s circum-
stances. There may not even be a single answer as the
opinions of experts can differ (readers who do not be-
lieve this should try presenting a situation of even mod-

est complexity, say, with some rental income or a casu-
alty loss, to two different tax preparers or to the Internal
Revenue Service’s (IRS) taxpayer assistance service).

In any event it is incontestable that what individual
taxpayers actually pay often is very poorly correlated
with economic income. Most people are aware of this,
but their general comprehension of the process and the
issues involved is very dim. For example, one New
Hampshire voter interviewed on Public Radio during
last Spring’s primary stated that she had been in favor
of Steve Forbes’s flat tax proposal until she learned that
“businesses would still get deductions.” The interviewer
did not ask her why she seemed to think businesses
(such as the aforementioned plumber) should be taxed
on gross receipts rather than on net income, and it was
not clear that she would have grasped the distinction.

Second, in enforcing the income tax we have gradu-
ally allowed the tax authorities to assume vast powers.
Some observers have concluded that the investigative
and surveillance capability of the IRS over our per-
sonal lives now exceeds what has been available to the
police of totalitarian regimes, such as the Gestapo or
the KGB. For example, the Bank Secrecy Act (which
might have been better titled the Bank No Secrecy Act)
is designed to ensure that everything going through a
bank account is recorded and available for government
inspection.

Moreover, the Constitutional safeguards against self-
incrimination and the presumption of innocence that
apply in criminal proceedings are largely absent in tax-
payer disputes with the authorities. This is all the more
remarkable because the United States, unlike nearly
every other country of the world, treats tax evasion as a
crime rather than a civil matter.

As a result, few, if any, citizens can face an IRS
audit with equanimity. The extraordinary complexity
of the tax code and the possibly severe penalties (incar-
ceration, seizure of property) for what may have been
simple oversights or misunderstandings foster fear and
loathing among even the most upright of citizens.

All this would have astonished the Founding Fa-
thers. Alexander Hamilton, for example, wrote in the
Federalist No. 36, which discussed and defended the
proposed U.S. Constitution: “The abuse of this power
of taxation seems to have been provided against with
guarded circumspection.”

Why?

How then did we get to where we are now? As we
suggested at the start of this essay, the most fundamen-
tal reason is the very notion of “income” as a suitable
object of taxation. This notion is based on glib asser-
tions regarding economic relationships rather than on
an understanding of practical problems or experience.
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Traditional objects of taxation, such as property, sales,
or even capitation (“poll” or “head” taxes), can usually
be established relatively unambiguously and without a
lot of inquiry in the circumstances of the taxpayer. This
is not to say that such taxes cannot be evaded or avoided,
but the taxpayer either owns property or he doesn’t, a
taxable transaction took place or it didn’t, the taxpayer
is alive and well or he isn’t, and so on and so forth.

In contrast, income exists only on paper. As we have
seen, for practical reasons, and because the definitions
are subject to the whims of the politicians, “taxable
income” may have only passing resemblance either to
everyday notions of income or to its strict economic
definition.

Such anomalies might not be very objectionable if
the rates were moderate (as they were when the tax was
first imposed, with rates of 1 to 7 percent, applicable to
income in excess of $20,000 in 1913 dollars, equiva-
lent to roughly $200,000 today). But our politicians
believe they need more revenue than moderate rates
could provide. To finance the insatiable claims of a
gargantuan government, the tax-collector now claims
what our forebears would have viewed as an intoler-
able burden. Moreover, and perhaps even worse, be-
cause the tax is based on calculations that can involve

nearly every aspect of the taxpayer’s life, we have sac-
rificed much of our liberty, and most of our privacy to
an IRS with draconian powers.

Tax expert Charles W. Adams has summed this up
well:

The income tax as it has evolved can be lik-
ened to a dirty industrial smelter that does an effi-
cient job of refining an ore that is essential for
society but that pollutes the air, poisons the
streams, and kills the forests. These direct side
effects will be tolerated if the refined ore is es-
sential and if no cleaner method is available. Like
the dirty smelter, we pollute the social order with
our income tax system. We seek a society in which
integrity, and liberty abound, but the income tax
pulls us in the opposite direction. Instead of equal-
ity we have inequality, intentionally and deliber-
ately fostered upon us. Instead of integrity we have
fraud. Instead of liberty we have totalitarian sur-
veillance and inquisitions. In short, the income
tax is a dirty tax and the more we have demanded
of it the dirtier it has become.*

* For Good or Evil, The Impact of Taxes on Civilization, Lanham
MD, Madison Books, 1993.


