Christopher Herbert

The Problems with Income-Based Taxation:
Inefficiencies and Complexities

Income-based taxation is the ultimate paradox: it’s supposed to be
the cornerstone of fair governance, yet it’s so inefficient and
convoluted that even the most seasoned tax professional
occasionally shakes their head in despair. Let’s unpack why this
system feels like a relic of an era when answering machines were

cutting-edge technology.

First, there’s the sheer inefficiency. Collecting income taxes
involves an endless dance between taxpayers, accountants, and the
tax office—a choreography so intricate it could rival Swan Lake.
Employers withhold taxes, governments issue refunds, and
somewhere in between, billions are lost to inefficiencies,
miscalculations, and administrative overhead. It’s like running a

marathon on a treadmill: a lot of effort with questionable progress.

The inefficiency isn’t just logistical—it’s emotional, too. Tax time
looms like an annual exam nobody studied for. The stress of
deciphering forms, locating receipts, and navigating deductions is
enough to send the calmest person into a tailspin. Every year,
millions of working hours are wasted on compliance, filling forms,
and disputing errors—time that could have been spent actually
contributing to the economy or, at the very least, binge-watching a

good TV series.
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Now, let’s talk about complexity. The modern income tax code isn’t
just a dense forest of legal jargon; it’s a full-blown Amazon
rainforest of clauses, subclauses, and loopholes. It’s designed to tax
fairly but often ends up punishing the honest while rewarding those
who can afford clever tax advisors. High-income earners exploit
loopholes with offshore accounts, shell companies, and deductions
so obscure they sound like fiction. Meanwhile, the average taxpayer
struggles to claim a basic deduction for work-from-home expenses
without fear of an audit.

And speaking of audits, the system’s complexity breeds mistrust.
When even honest taxpayers live in fear of the tax office knocking
on their door, something has gone horribly wrong. A system meant
to ensure fairness has instead become a symbol of intimidation and

inequality.

The inefficiencies and complexities also hit retirees and low-income
earners hard. For retirees, whose income often comes from multiple
sources—ypensions, savings, and perhaps a side hustle to make ends
meet—navigating income tax becomes a nightmare. Low-income
earners, meanwhile, shoulder a disproportionate administrative
burden, struggling to comply with a system designed without them

in mind.

Worst of all, income-based taxation discourages the very thing

economies need most: productivity. Want to work more hours or
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take on a side gig? Congratulations! You’ve just bumped yourself
into a higher tax bracket. It’s like punishing people for playing the

game too well.

When you step back and look at it, income-based taxation feels less
like a system and more like a Rube Goldberg machine: over-
engineered, inefficient, and prone to breaking down. Surely, in an
age when we can 3D-print houses and chat with Al, there has to be
a better way to fund our governments. Spoiler alert: there is, and it’s

called consumption-based taxation.

Income-based taxation systems in Australia, New Zealand, and the
United States are riddled with inefficiencies and complexities that
burden both taxpayers and tax authorities. Let’s delve into some

illustrative examples from each country:
Australia:

e Negative Gearing: Australia’s tax policy allows investors
to deduct losses on rental properties from their taxable
income, a practice known as negative gearing. Originally
introduced in the 1930s to address housing shortages, this
policy has evolved into a tool that disproportionately
benefits higher-income individuals, enabling them to reduce
their tax liabilities and accumulate wealth through property
investment. This not only complicates the tax system but

also contributes to housing affordability issues, as it favors
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wealthy investors over first-time homebuyers.

Dividend Imputation System: Australia employs a
dividend imputation system where taxes paid by companies
are attributed to shareholders via tax credits to avoid double
taxation. While intended to promote fairness, this system
adds layers of complexity, requiring meticulous tracking of
credits and imposing significant compliance burdens on both
corporations and individual taxpayers.

New Zealand:

Absence of Capital Gains Tax: Unlike many OECD
countries, New Zealand does not levy taxes on income taken
as capital gains, except in specific cases like the bright-line
test. This creates a loophole where individuals, particularly
the wealthiest 20%, can structure their income to minimize
tax liabilities, leading to lower effective tax rates for high-
income earners and undermining the progressivity of the tax
system.

Dividend Imputation System: Similar to Australia, New
Zealand’s dividend imputation system aims to prevent
double taxation on distributed profits. However, it
introduces additional administrative requirements for

tracking imputation credits, complicating tax compliance for
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businesses and shareholders alike.

United States:

e Complex Tax Code: The U.S. tax code is notoriously
intricate, with numerous deductions, credits, and exemptions
that create opportunities for tax avoidance and evasion.
High-income individuals and corporations often exploit
these complexities to minimize tax liabilities, leading to
significant revenue losses and perceptions of unfairness in
the tax system.

e Double Taxation of Corporate Profits: In the U.S.,
corporate profits are taxed at the corporate level and again at
the individual level when distributed as dividends. This
double taxation can discourage investment and complicate

tax planning for businesses and investors.

These examples highlight how income-based taxation systems in
these countries are fraught with inefficiencies and complexities that
can lead to unintended economic distortions and challenges in tax

administration.
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