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Week 12 Analytical Paper – A Perfect Tax System?
Government needs to be able to fund service outlays with revenue streams via taxes, borrowing, fees as well as funding from other governments for a jurisdiction.  The government further needs to understand the cost burdens and the projected public benefits that the costs will provide.  In a perfect society, the government would simply be able to provide the services without cost to the resident, but we have to consider instead the scarcity of revenue resources with respect to appropriate services provided by the government. If one considers for a moment the equity and efficiency requirement for implementing a near-perfect tax system, we have to consider the state’s interest as well as the individual citizen. This near perfect system would be a perfect balance of revenue to outlays where the individual cost is proportional to the individual receipt of public good.  The near perfect system would be able to adjust appropriately for externalities that would impact the revenue stream (e.g. war, disaster, or economic cycles).

The purpose of this discussion is then to conceptualize such a near –perfect system, and the goal of that near-perfect system will be to provide the expected public goods at an acceptable social cost (Hyman, 2008; Musgrave and Musgrave, 1989).  That social cost will be considered in terms of different taxation systems as well as fee-based services.  The near-perfect system will provide a slight surplus budget with income exceeding initial outlays by slim margins, and the near-perfect system will build a contingency plan for those externalities that negatively impact the revenue stream or the cost to provide those services (inflation).  As well, the near-perfect system will consider the equity of using taxation across different populations as well as the feasibility of fee-based systems for certain services.  The states of Wyoming and Iowa provide excellent examples of unique budget-taxation systems, and by using these as examples, we can see practical implementations of potential near-perfect budget discussion here.

Consider the Expenditures


Before we consider the tax systems, we have to consider what the government revenues are to buy.  For the state of Iowa (population 4.1 million), the total outlays for fiscal year 2010 are 5.768 billion with 41.3% of expenditures goes to K-12 schools around the state and Health and human services taking 21.7% of the budget. For Wyoming (population of 578,000), the state appropriated for fiscal biennial years 2009-2010 expenditures at $3.492 billion with schools taking the lion share at $1.119 billion.  Thus, from the example two states, education is the primary cost producer for the state budgets.  The distribution of funds based upon Wyoming’s fiscal report is difficult to compare to Iowa beyond the education where health care is not listed as a primary expense.  For Iowa, health care expenses and judicial systems provide substantial chunks of the budget outlays for the general fund.  These cost producers are not unique to these states, although the different percentages may vary.  
Wyoming and Iowa Tax Systems

Wyoming is the lowest populous state in the Union with consistent budgets that provide surpluses.  Wyoming is one of the few states that do not have an individual or corporate income tax levied, and Wyoming has a statutory reserve of 5% of current general funds.  Wyoming property tax assessments are limited by law to small percent of the property value.  Iowa has been able to balance the state budget for the past decade despite economic downturns and disasters that have impacted the state.  Iowa employs an income tax like many states and property taxes are assessed by more than one authority (state and county governments like Polk County residents).  Sales tax is assessed by both states with exemption to food and limited by the state to a percent of the purchase.  Both states have had to endure the economic crisis of 2008-2009 and have seen tax revenues drop as a result.  Both states use fees for licensing and court costs as a fee-per-use service which limits the revenue requirements from the state.
Using Income tax, Property tax

Wyoming has no income tax for a couple different reasons 1) revenue from exports and 2) revenue from tourism, and 3) low citizen population demand for government services (the whole population of Wyoming could fit in the Des Moines-Ames metro areas). Iowa, like many states do not have such a low population base to provide services, but Iowa tourism and agriculture provide revenues for the state.  Primary funds generated through property taxes are used to fund the local schools within the property tax jurisdiction, but the state can use tax revenue redistribution to fund schools that have lower tax collections to offset equity issues of urban to rural schools.  Property taxes are not considered progressive given the tax is assessed based upon the valuation of a property rather than one’s ability to pay for the tax.  This assumes that people in such property have the means to afford the property and the associated taxes, and rentor’s assume to pay the tax through the landlord’s rent fees. 
Iowa uses a progressive income tax (from 0.36% to 8.98%) that allows for a deduction for payment of federal taxes to avoid double taxation, and this tax provides for a substantial portion of state revenues at 26.5% FY 2008 where property taxes were estimated at 34.5% of the tax revenues.  Thus, Iowa could not lower income taxes without changing the sales or property taxes to compensate for the state’s outlays or an accompanying drop in services.   Majority of Iowans recommend for the 2009 budget issues by merging service changes and perhaps a 1% sales tax increase (Clayworth, 2010).  
Using Sales and Use (Hotel) Taxes
Hotel taxes provide the cities and the states with revenue from tourism.  Wyoming benefits highly from the national parks (e.g. Yellowstone) within the borders of the states that bring large number of tourists into regions of the state that are not otherwise heavily populated.  The hotels and resorts taxes levied here may impact Wyoming residents, but the focus of these taxes is to generate funds from the externality condition of tourism where the tourists will not demand as many services as residents.  Thus, there is a substantial tax surplus gained through the revenues from out of state tourists.  The cities in Iowa levy a supplemental tax on top of the state tax rather than just the state in order to gain revenue from tourism to the respective cities.  The state provides requirements and regulations for the hotels, but the tourism is based upon the events that bring travelers to the cities (revenue for both the city and state) lessening the burden upon residents. Governments have to be careful of having too high of hotel tax since the tax burden can negatively influence the business as well as recreational tourism decisions if the cost to stay at local hotels in a state becomes prohibitive.  

Sales tax provides a consumption based tax for the respective state governments as well as the city and county governments.  A government restriction upon the level of this tax allows businesses to forecast the market cost of goods sold in an area without an unexpected increase that result in negative economic activity.  This also is a regressive tax that is assessed on the percent of purchase rather than on one’s ability to pay (Hyman, 2008).  Food is considered an essential commodity by both states, and the exemption allows low income people to purchase food at the market price without the added tax burden.   Sales tax and consumption taxes provide funds as long as there is economic activity in the state, and in Iowa, the sales and use tax provide the second largest fund at 33.2% of the general revenues.  The government has to decide whether to tax the business (in an attempt to internalize the cost) or the consumer, but either way, the added cost will be revealed in an eventual higher cost to the consumer (e.g. higher cost of production or artificial higher market price).  
Reserve Funds
Each state has a recorded reserve fund where excess funds accumulate for a “rainy day” (Iowa, 2010:30). These are important funds for the state governments to use in the case of emergency like disasters or substantial revenue declines.  Wyoming funds a fiscal reserve of 5% of the general fund, and Iowa limits reserve funds to 7.5% of the general fund.  Wyoming has been able to fund this reserve for decades, whereas since 1995, the state of Iowa has maintained a balanced budget or surplus (of which would fund this reserve).  During economic hard times, legislators often consider using this fund to offset revenue declines when making appropriations from the general fund, but public opinion has thwarted efforts to use these funds in the past.  Yet, 2010 was the first year that the Iowa reserve fund was appropriated to fund disaster relief and general fund shortfalls.  Wyoming also used reserve funds to fill shortfalls in 2010 revenue.  Using these funds at appropriate times, allows the state governments to manage fiscal needs without additional revenues (via taxes).  Additionally, both Wyoming and Iowa raised fees for game licensing and court fees to adjust, but did not raise taxes (or in Wyoming’s case add income tax).  Each of the states still have additional reserve funds in their accounts for future needs, but if the economic situation does not improve soon, continued resistance to higher taxes may impact the health of these funds.
Discussion and Conclusion
The cost to pay taxes affects consumption, and thus, high rates of tax can be negative impacts to economic activity as people may adjust to the rates through saving money (in order to avoid the tax).  As well, low income people with large marginal rates will be more adversely affected by taxes than people with higher disposable incomes. The sales tax rates, regardless of the internality of the cost, will cause the purchase price of a market good to artificially rise, and tax revenue changes will follow the economic activity where recessions will result in fewer revenues to fund activities.  
For both states, rural residents of the states are entitled to similar services available to urban residents. For both states, use of fees and sales taxes limit burdens of income taxes.  For both states, constitutional requirements for budgets require fiscal restraint by the legislatures. For both states, reserve funds have proved vital to the persistence of services despite revenue shortfalls.  For both states, the sales and use taxes (for Iowa income tax) are relatively low in comparison to other states like Illinois or California.  

Thus the recommended near-perfect solution requires a reserve emergency fund that is continuously funded by the legislature to be a contingent to revenue shortfall issues and to handle emergency disasters. Yet, these funds have to be used in just emergencies. A sales and use tax garners funds from people via their spending and without regard to their residency, thereby reducing the tax burden for residents of the state but they should be limited to prevent adverse affect upon low income families.  The exemption for food purchases prevents artificial inflation costs for essentials that adversely affect low-income people.  Property taxes should be used to fund the schools and public safety measures fully whereby the social cost is realized in the social benefit.  Income taxes serve as income redistribution and should fund the poverty reduction and family help services at no more than an average rate of 4%.  
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