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Preface

Albert Einstein is reputed to have said that “the hardest thing in the world to
understand is the income tax.”1 But understand it we must because it is a
critical part of how government affects the lives of Americans.
Unfortunately, though, when tax policy enters the political arena, the
subtleties of the key issues are usually lost in self-serving arguments and
misleading simplifications. Academic treatments of the subject are of little
help to the vast majority of citizens who are unfamiliar with the jargon and
methods of economics.

This book is an attempt to bridge the gap between sound bites and
treatises. It lays out what is known and not known about how taxes affect
the economy, offers guidelines for evaluating tax systems, and provides
enough information to evaluate both the current income tax system and the
leading proposals to replace or reform it. We have attempted to present this
information in a clear, nontechnical way and to avoid misleading the reader
by oversimplifying. We do not conclude with our own pet plan for
improving the U.S. tax system, which would require applying not only our
professional expertise about the economics of taxation but also our values
about such issues as what constitutes a fair system, as well. This book does,
however, provide readers with enough background to make informed
judgments about how we should tax ourselves.

We have been gratified by the positive response from readers of the first
four editions of Taxing Ourselves, especially those who have used this book
as a textbook or a supplementary reading in economics, accounting, and law
courses. The positive e-mails we’ve received from citizens who have
learned from this citizen’s guide have also been encouraging. At the MIT
Press, first Terry Vaughn, then John Covell, and most recently Emily Taber
have been helpful throughout the development process and supportive of
our desire to update the book with new editions. This fifth edition has been
extensively revised to incorporate the latest data, empirical evidence, and



tax law through late 2015, along with selected coverage of new
developments through September 2016. It offers new coverage of many
different topics, such as recently developed tax reform packages, the
proposals of the 2016 presidential candidates, expanded coverage of
international tax issues, and recent enforcement initiatives. We have been
fortunate to have at our disposal the resources of the Office of Tax Policy
Research (OTPR) at the University of Michigan, where Joel is a professor
at the Stephen M. Ross School of Business and in the economics
department and Jon was a graduate student during the writing of the first
edition. Jon has since moved to the economics department at Williams
College, where he is a professor of economics. We owe a special debt to
those colleagues who read and made extensive comments on an early draft
of the book—Gerard Brannon, Leonard Burman, Don Fullerton, Louis
Kaplow, and three anonymous reviewers. We also benefited from the
insightful comments and suggestions of three anonymous reviewers of the
fifth edition. Mary Ceccanese, research process coordinator at OTPR,
reviewed the entire manuscript (five times!) and has provided
encouragement and advice from start to finish. Julie Skelton, Brent Smith,
and Monica Young helped to track down information and citations for the
first edition, and Varsha Venkatesh at OTPR was instrumental in updating
the second and third editions. Chris Lyddy of the Brookings Institution
provided invaluable research assistance on the third edition, as did Marcus
Choudhary and Alexander Gribov on the fourth edition. Garrett Anstreicher,
Patrick Aquino, Melissa Caplen, Tiffany Chang, Regina Im, Marissa
Kimsey, Josephat Koima, James Pappas, and Brian McGrail provided
outstanding research assistance for the fifth edition. Finally, Joel would like
to thank Ava, Annie, and Jonny for providing support, love, and challenging
questions about the relationship between individuals and the government.
Jon would like to thank Rebeccah, Miriam, Jude, and his parents for their
love, support, and understanding.

Note

1. According to a post on Garson O’Toole’s “Quote Investigator” website,
available at <http://quoteinvestigator.com/2011/03/07/einstein-income-

http://quoteinvestigator.com/2011/03/07/einstein-income-taxes


taxes> (accessed October 11, 2016), this quote was attributed to Einstein
by his friend and tax preparer Leo Mattersdorf in a letter to the editor of
Time magazine in 1963.

http://quoteinvestigator.com/2011/03/07/einstein-income-taxes


1 Introduction

As it has for the last three and a half decades, taxation continues to play a
central role in the debate over economic policy in the United States. This is
not surprising, because no other economic issue (and perhaps no issue at
all) more clearly defines the differences between the two major political
parties. The modern tax policy era began with the presidency of Ronald
Reagan, who made large tax cuts a linchpin of his campaign and then
presided over a historically large tax cut in 1981, followed in his second
term by perhaps the most ambitious income tax reform in American history
—the Tax Reform Act of 1986—which significantly broadened the tax base
by removing many deductions and loopholes in exchange for lower tax
rates. Tax changes in 1990 and 1993 raised rates on upper-income taxpayers
in an effort to reduce budget deficits. In the mid-1990s, many politicians
and experts were calling for a fundamental overhaul—even complete
abolition—of the income tax and the Internal Revenue Service. Proposals to
replace the income tax with a “flat tax” or a national sales tax began to
appear in Congress and in the platforms of presidential hopefuls.1

The presidency of George W. Bush took Reagan’s first-term approach a
step further by enacting in 2001 large phased-in cuts in both the income tax
and estate tax. This was followed in 2003 by reductions in the taxation of
dividends and capital gains and an accelerated implementation of the tax
cuts enacted in 2001.

The financial crisis of 2008 and subsequent “great recession” drastically
changed the terms of tax policy debates. Tax cuts figured prominently in the
stimulus packages of 2008 and 2009, where the policy criteria shifted to
what kind of tax cuts would produce the biggest “bang per buck,” generated
by getting people to spend, rather than save, the extra income from the tax
cuts. The combination of the recession and the revenue cost of the financial
sector bail-outs and stimulus packages led to massive fiscal deficits, adding
to already worrisome long-term fiscal imbalances.



Barack Obama was elected president in the midst of the financial crisis
and an economy in free-fall. He helped craft the stimulus-driven tax cuts,
but then had to confront the fact that all of the Bush-era tax cuts were
scheduled to expire in 2011. He had campaigned on extending all of these
tax cuts except for those that applied to taxpayers with income over about
$250,000, but tax increases of any kind were difficult to justify in such a
fragile economy. As the extension of the Bush tax cuts grew near, the
political environment had changed as well, because the 2010 mid-term
elections brought a Republican majority to the House of Representatives,
with many of the newly elected members adamantly opposed to any tax
increases. Finally, in December 2010 all the tax cuts were extended for just
two more years, assuring that a future Congress would soon have to revisit
which of these changes to accept and which to reverse.

Looking ahead, an aging population and rising medical costs imply that
promised spending on Social Security and Medicare will greatly exceed
currently scheduled taxes for those programs, meaning that some
combination of massive tax increases and substantial cutbacks in promised
benefits will likely be required eventually. In January of 2010, President
Obama appointed a bipartisan advisory commission to make
recommendations about addressing the tax system and long-term fiscal
imbalance. The commission came up with a proposal to cut $4 trillion from
the deficit over a ten-year horizon. However, the commission failed to
receive enough votes from its own members for it to be forwarded to
Congress, and its tax reform proposals, which included lowering income tax
rates while eliminating many tax loopholes, abolishing the alternative
minimum tax, a radical revamping of the mortgage interest deduction, and
an increase of 15 cents per gallon in the federal gas tax, faded into
obscurity.

Although it is clear that conservative Republicans favor low, and lower,
tax collections, what kind of tax reform they favor is much less clear. In
2008, one prominent House Republican, Paul Ryan (R-WI), proposed as
part of his Roadmap for America a stunningly radical tax plan that would
allow individuals to choose between an income tax system similar to the
current one or another plan with lower rates and virtually no deductions or
credits; it would also have replaced the corporate income tax with an 8.5
percent value-added tax (albeit with a different name), the tax staple of
most of the rest of the world. Once in control of the House, though, Ryan,



the new chair of the House Budget Committee, championed a very different
tax plan as part of the Path to Prosperity. It dropped both of the two key
aspects of the Blueprint and instead featured an income tax with a top rate
of 25 percent, compared to the existing 35 percent rate, while eliminating
most deductions and credits.2

In the election of 2012 Paul Ryan was Mitt Romney’s running mate, and
by then he had substantially modified his ideas for tax reform. The
Romney-Ryan ticket proposed to make the Bush tax cuts permanent and
then to cut income tax rates by 20 percent beyond that, repeal the estate tax
and the alternative minimum tax, and eliminate income taxes on dividends
and interest for families earning below $200,000 annually ($100,000 for
single filers), offsetting the revenue loss by eliminating unspecified
deductions and credits. President Obama proposed to extend most of the tax
cuts that had been enacted during 2001 through 2011 permanently for most
people, but advocated elimination of most such tax cuts that applied to
high-income people.

On January 1, 2013, after the election and just as the extension of the
Bush tax cuts was set to expire, Congress passed the American Taxpayer
Relief Act of 2012, which accepted most of the reduced rates passed under
President Bush, but brought back the higher tax rates on upper income
groups that pre-dated the Bush tax cuts. The top marginal tax rate on
ordinary income reverted to 39.6 percent (up from 35 percent), and the top
rate on capital gains and dividends rose to 20 percent, up from 15 percent.
The top rate on estates was set at 40 percent, up from 35 percent. A linchpin
of the last stimulus program, a cut in payroll taxes of 2 percent in 2011 and
2012, was not extended. After that, little new tax legislation was enacted
until December 2015’s Protecting Americans from Tax Hikes Act, which
extended or made permanent a large number of expiring provisions in the
tax code.

Debates over taxation heated up again in early 2016, as all of the leading
candidates in the 2016 Republican presidential primaries proposed
sweeping changes to the way we tax ourselves. Each candidate’s tax plan
involved a package of reforms, including cuts in tax rates and measures to
broaden the tax base, but they also left many details to be spelled out. Here
are just a few of the most striking elements of some of the plans that were
proposed by candidates who lasted deep into the primary season. Donald
Trump, the eventual nominee and president-elect, proposed a plan that



would cut the top personal income tax rate from 39.6 percent to 25 percent,
and cut the corporate income tax rate from 35 percent to 15 percent. Ted
Cruz proposed abolishing the corporate income tax and the payroll tax,
replacing them with a value-added tax (under a different name) at a rate of
16 percent, and adopting a flat 10 percent personal income tax. Marco
Rubio’s plan would have cut the top personal income tax rate to 35 percent
and the corporate tax rate to 25 percent, integrated the corporate and
personal income tax systems to remove double-taxation of corporate
income, allowed businesses to “expense” (immediately deduct) the full cost
of their investments, and created a $2,500 tax credit per child. All three of
the candidates mentioned above proposed eliminating the estate tax.

The Urban-Brookings Tax Policy Center estimated that without
accounting for any effects on economic growth, the revenue loss between
2016 and 2026 that would result from adopting these tax plans would
amount to 4.0 percent of GDP for Trump, 3.6 percent of GDP for Cruz, and
2.6 percent of GDP for Rubio (GDP is a measure of the total income of the
nation).3 To put that in perspective, as of early 2016 (before any tax
changes proposed by the 2016 presidential candidates had been enacted)
federal tax revenues were projected to average 18.1 percent of GDP over
the next ten years.4 The Republican candidates’ promises in 2016
essentially amounted to doubling down on the tax-cutting strategy of the
most recent successful Republican presidential candidate, George W. Bush,
who during the 2000 campaign proposed tax cuts which at the time were
projected to reduce tax revenues by about 1.0 percent of GDP over the
following ten years.5

In June of 2016, the House Republicans released a new tax reform
proposal that would, among other things, lower the top personal income tax
rate to 33 percent, reduce the corporate income tax rate to 20 percent,
exclude half of all dividend, interest, and capital gains income from
personal income taxation, allow expensing of business investment, limit
deductions for interest paid by businesses on new loans to be no more than
their interest income, increase the standard deduction and the Child Tax
Credit in exchange for eliminating personal exemptions, and eliminate all
personal itemized deductions aside from those for charitable donations and
mortgage interest. The Urban-Brookings Tax Policy Center estimates
suggested that, before accounting for any effects of the tax reform on the
economy, the new House plan would reduce federal revenue by 1.0 percent



of GDP over the next ten years, and that by 2025, when the plan would be
fully phased in, people in the top 1 percent of the income distribution would
get 99.6 percent of the benefits from the tax cut. Trump revised his tax plan
in August and again in September, moving it closer to the recently released
House plan. Some of Trump’s revisions included a smaller cut in the top
personal income tax rate (to 33 percent), new tax provisions for child care
expenses (including both a deduction and a credit), and the introduction of
expensing for business investment. Estimates from the Tax Foundation
suggested the ten-year revenue loss from the September 2016 version of
Trump’s plan would be between 2.0 percent and 2.6 percent of GDP, before
taking into account any effects of the plan on the economy.6

During the 2016 Democratic presidential primaries, eventual nominee
Hillary Clinton proposed a package of tax changes that the Urban-
Brookings Tax Policy Center projected would increase federal tax revenues
by a total of about 0.5 percent of GDP between 2016 and 2026. Clinton’s
proposals included limiting the tax savings upper-income households could
obtain from certain deductions and exclusions, introducing a 4 percent
surcharge on the portion of adjusted gross income above $5 million,
increasing tax rates on capital gains from assets held for less than six years,
an estate tax increase, and a variety of reforms intended to reduce tax
avoidance by multinational corporations. She had also promised a package
of tax cuts for low- and middle-income people but had not yet spelled them
out in any detail.7

By contrast, Bernie Sanders, Clinton’s main challenger for the 2016
Democratic presidential nomination, proposed tax changes that the Urban-
Brookings Tax Policy Center estimated would increase federal tax revenues
by 6.4 percent of GDP between 2016 and 2026. This was intended to pay
for ambitious expansions of government such as “Medicare for All” (which
would extend a Medicare-like single-payer health insurance program to the
entire population) and free public college education. Major components of
Sanders’ tax plan included a new 6.2 percent payroll tax, substantially
increased tax rates on upper-income taxpayers, taxing capital gains and
dividends at the same tax rates as ordinary income, extending the Social
Security payroll tax to cover earnings above $250,000, adopting a carbon
tax, increasing the estate tax, and reforming the taxation of multinational
corporations.8



Why the tax system attracts all this attention is no mystery. It is the aspect
of government that directly affects more people than any other, and in the
long run we can’t have more government spending without raising
sufficient taxes to pay for it. Taxes at all levels of government take slightly
less than one-third of people’s income. Although tax cuts and tax reform are
appealing to many people, Americans also have a right to be apprehensive
about big changes in the tax system. Some are concerned that tax cuts just
create big budget deficits and trade better times now for much higher taxes,
or even a financial crisis, later. Others are concerned that fundamental tax
reform would trade the deductions and credits they rely on for lower tax
rates and that rates would soon afterward climb back up to where they were,
leaving them worse off. In both cases, some people worry that big changes
in the distribution of the tax burden will eventually shift more of it their
way, or lead to cuts in government spending programs that would otherwise
benefit them. Despite these concerns, there’s plenty of frustration with the
existing tax system and little doubt that we ought to be able to do better.

Complaints about the Current Tax System

The most common complaint about taxes is straightforward enough: they
are too high. To some degree, this complaint just reflects self-interest; no
one likes to owe taxes, just as no one enjoys paying utility bills. We all
benefit in some way, however, from the government activities that those
taxes finance. As U.S. Supreme Court Chief Justice Oliver Wendell
Holmes, Jr., once noted, “Taxes are what we pay for civilized society.”9

Some people’s dissatisfaction with the overall level of taxes arises from a
deep-seated opposition to allowing government to play an active role in
society or from a belief that the government is wasting money. Many voters
want to see a smaller government, with a correspondingly smaller tax bill.10

Such questions are naturally controversial and difficult to resolve. But even
agreement on how big government should be would not resolve how the
taxes that are necessary to fund government expenditures should be
designed. Similarly, people who disagree vehemently about the proper size
of government might well find agreement on how our tax system ought to
be designed. The design of the tax system sometimes gets short shrift in a



political debate dominated by differences over the level of taxes, but it is a
crucially important issue.

It Is Too Complicated
Another common grievance with the U.S. tax system is that it is too
complicated. For many, complying with our labyrinthine tax regulations is
frustrating, costly, and intrusive. Literally billions of hours are spent every
year in the United States on fundamentally unproductive tax-related
activities such as recordkeeping, wading through instructions, hunting for
deductions and credits, and arranging personal and business financial affairs
to avoid unnecessary tax payments and to take advantage of tax breaks.

The cost of this complexity is staggering. In total, individual taxpayers
spend as much as 1.8 billion hours of their own time on tax matters, or
about 12.5 hours per taxpayer on average.11 That is the equivalent of over
900,000 full-time (but hidden and unpaid) IRS employees!12 Many buy
books or computer software programs such as TurboTax to help them
through tax season. On top of that, well over one-half of all individual
taxpayers purchase professional assistance from an accountant, a lawyer, or
another adviser to help prepare their tax returns.13 Businesses also face a
heavy compliance burden, with a typical Fortune 500 firm spending almost
$5.5 million per year on tax matters. The total cost of collecting income
taxes, including the value of those billions of hours that taxpayers could
have put to better use, was about $170 billion in 2010, which amounted to
more than 15 cents for every dollar of federal income tax revenue raised in
that year.14

Of course, the taxpaying process is not difficult for everyone. Millions of
low-income households need not submit a return at all. Of the 148 million
taxpayers who filed an individual return in 2013, 16 percent were able to
use the very simple Form 1040EZ, and 27 percent used the fairly
straightforward Form 1040A.15 In fiscal year 2014, about 84 percent of
returns, or 125 million, were filed electronically, of which 77 million were
filed by a tax practitioner.16 Among individual taxpayers, the average
number of hours per year spent complying with taxes declined from 27.4 in
1989 to 12.5 in 2010, which largely reflects the increasing use of tax
preparation software.17 But for businesses and individuals with more
complicated finances, the burden of compliance can be onerous indeed.



It Is Difficult and Sometimes Intrusive to Enforce
The IRS budget for 2014 was $11.6 billion.18 In fiscal year 2014, the IRS
processed over 240 million returns, including 147 million individual
returns. It audited or “examined” about 1.4 million tax returns and
additionally sent 3.8 million computer-generated notices to taxpayers who
were suspected of having reported incorrect tax liabilities. The IRS
compared data from 2.3 billion documents—such as information reports
from banks, stockbrokers, and mortgage lenders—to the numbers that
taxpayers report on their returns.19

Despite the significant expenditures on IRS enforcement, the massive
compliance costs borne by the public, and the miseries suffered by those
who are investigated by the IRS, a great deal of cheating on taxes
apparently still occurs. Such things are hard to measure accurately, but the
most recent estimate by the IRS, for the years 2008 through 2010, suggests
that about 18 percent of what should be paid in federal taxes, amounting to
$458 billion per year, was not paid and that $406 billion of this will never
be collected.20 Other things being equal, this means higher tax rates and a
heavier burden for the many people who are honest or who have few
opportunities to cheat.

The flip side of tax evasion is that the IRS has sometimes been accused of
using heavy-handed tactics to enforce the tax law. Televised congressional
hearings in the late 1990s highlighted cases where the IRS appeared to
overstep its bounds and led to new legislation that set up an oversight board
for the IRS and shifted the burden of proof in a tax court case to the IRS,
among other changes. In 2013, a scandal erupted over whether conservative
nonprofit organizations were singled out for scrutiny by the IRS. In recent
years, the IRS made progress in modernizing its operations, improving
taxpayer service, and burnishing its public image, but its budget stagnated
and then was cut significantly. Abundant evidence shows that the budget
cuts have been accompanied by erosion of this progress in service, and by a
dramatic decline in the amount of auditing and enforcement activity
undertaken by the IRS, raising concerns of a major adverse impact on
taxpayer service tax compliance.21

It Is Bad for the Economy



Political debates often revolve around how taxes affect the economy.
Proponents of tax reforms or tax cuts almost always trumpet the economic
benefits that they expect to result from their proposals, and opponents argue
that these claims are greatly exaggerated. During recessions, the focus turns
to whether tax cuts will jumpstart the sluggish economy. Other times, the
focus is on how the design of the tax system affects long-term economic
prosperity.

The sheer size of taxes—in 2014, federal taxes were $3.1 trillion, or 18.1
percent of the gross domestic product, while state and local taxes took up
another 8.9 percent—suggests that they can have an important effect on the
way the U.S. economy operates.22 But beyond the magnitude of tax
collections, taxes affect the terms of almost every economic decision that an
individual or a company makes. Taxes affect, and for the most part reduce,
the rewards obtained from saving, working hard, taking a second job, and
investing in education or training. The income tax reduces also how much it
costs to contribute to charity, buy a home, or put children in day care.
Business decisions such as how many workers to hire, whether and how
much to invest in a new technology, or whether to locate a factory in the
United States or India can hinge on the tax consequences of the action.
Because it alters the incentives associated with all these and scores of other
decisions, the tax system can affect the actions people and businesses take.
And the sum of all these actions comprises the economy.

Some critics of the current income tax charge that high tax rates on the
wealthy discourage the hard work, innovation, and entrepreneurship
necessary for a vibrant economy. Others stress that the tax system
inordinately penalizes saving and investment, which are essential for
maintaining and improving the country’s long-run standard of living, and
that it is at least partly responsible for a U.S. national saving rate that is low
by both international and historical standards. Another criticism is that the
preferences and penalties that are littered throughout the individual and
corporate income tax codes can significantly distort economic choices. By
capriciously changing the relative costs and benefits of various activities
and investments from what they would be in the free market, goes this
argument, the tax system induces us to channel our resources to the wrong
places, hampering the efficiency of the economy and shackling long-term
growth prospects.



It Is Unfair
Americans are divided in their opinions on the fairness of the tax system. In
a 2015 poll, 56 percent of Americans said they regarded the amount of
income tax they paid as fair, while 40 percent said it is not fair.23

What is it about taxes that people think is either fair or unfair? For one
thing, people disagree about how the burden should be shared across
families of different levels of affluence. The current personal income tax is
designed to be “progressive,” meaning that higher-income people typically
pay a larger percentage of their incomes in taxes than do those with lower
incomes. For some, a “fair” tax system means maintaining this
progressivity and perhaps increasing the burden on those with high
incomes. But others dismiss this as “soaking the rich” or “class warfare”
and would prefer a less progressive system. Not surprisingly, people’s
views about whether the tax system is fair are strongly influenced by how
hard the tax system hits their own families.

Even among families with the same income, the tax burden can differ
widely depending on whether family members are married, how many
dependent children they have, how much they give to charity, whether they
own or rent housing, and whether their income is mostly from wages or
salaries or from capital gains. Whether these and other characteristics and
choices should affect one’s tax burden is a contentious and often divisive
issue that raises fundamental questions about the role of government in
favoring or penalizing particular types of people and choices.

Finally, many believe that those individuals and corporations with good
lobbyists, lawyers, and accountants are able to manipulate the tax code and
take advantage of numerous loopholes to avoid paying their “fair share” of
the tax burden. Such beliefs may lead to support for a streamlined tax
system that eliminates opportunities for tax avoidance or for a more
effective system of enforcement that prevents the tax burden from being
shifted onto those taxpayers who do not have the influence, opportunity, or
inclination to escape them.

A Different Way to Tax



One way to deal with these problems is to start over. Indeed, several
congressional leaders, some Republican presidential candidates, a talk-show
host or two, as well as some prominent economists, have advocated
abolishing the existing personal and corporate income tax systems and
replacing them with something quite different. A former chair of the House
Ways and Means Committee once said: “We’ve got to tear the income-tax
system out by its roots. We have to remove the Internal Revenue Service
from the lives of Americans totally.”24 According to the one-time
Republican presidential hopeful Steve Forbes: “With a beast like this, the
only thing to do is kill it.”25

Many of those dissatisfied with the current income tax system want to
replace the personal and corporate income taxes entirely with some form of
tax on consumption—that is, on that part of income that people spend rather
than save. Most attention has focused on three forms of consumption tax—a
national retail sales tax, a value-added tax, and a so-called flat tax. The
retail sales tax is the most familiar to Americans, as it is already used by all
but five states.

The value-added tax, or VAT as it is commonly known, is used by over
160 countries, and is a way of collecting a consumption tax not only from
retailers, but from all businesses in the production and distribution chain.
The least familiar is the “flat tax” developed by Robert Hall of Stanford
University and Alvin Rabushka of the Hoover Institution. Steve Forbes
championed a 17 percent flat tax in his run at the Republican presidential
sweepstakes in early 1996 and 2000. Under the flat tax, the personal tax
base would subject wages, salaries, and pension benefits, but not capital
income such as interest, dividends, and capital gains above an exempt level,
to a single, “flat” rate of tax, and allow no itemized deductions or other
special preferences of any kind—no deductions for mortgage interest,
charitable contributions, or child care and no credits for higher education.
Proponents emphasize that, as a result of this clean tax base, the flat-tax
return for individuals could fit on a postcard.

Objections to Radical Reform



Although almost everyone criticizes some aspects of the U.S. tax system,
not everyone favors a complete overhaul. Nearly 90 percent of the members
of the National Tax Association, the leading professional group of tax
experts from academia, government, and business, favor retaining a
personal income tax with rates that rise with income.26 The most commonly
expressed objection to radical reform proposals is that the average taxpayer
would end up with the short end of the stick. Robert McIntyre of Citizens
for Tax Justice says, “There is little or no disagreement among serious
analysts that replacing the current, progressive income tax with a flat-rate
tax would dramatically shift the tax burden away from the wealthy—and
onto the middle class and the poor.”27 Unless a national sales tax is
accompanied by some difficult-to-implement form of rebate scheme, it
could shift even more of the tax burden toward low-income families.

Are we willing to accept a big change in who bears the tax burden in
exchange for the promised benefits of the reforms? The public appears to be
ambivalent. Surveys consistently find that solid majorities of the public
want taxes on upper-income people to go up instead of down. On the other
hand, polls generally find that support for a flat tax is close to that for a
progressive income tax and that the poll results can depend on precisely
how the question is asked. A crucial factor is that many Americans
apparently believe (incorrectly) that the current distribution of income tax
burdens is not progressive (i.e., the rich do not owe a higher fraction of their
income in taxes than others), perhaps because they think loopholes for the
rich are pervasive. Survey evidence also makes clear that most people know
relatively little about the current tax system or proposals for reform, so in
the event of a serious reform effort, public opinion may change as people
learn more about the details.

A second common critique of the radical reform proposals is that their
promised economic and simplification benefits are overstated. Although
proponents have touted their potential for improving long-run economic
growth and simplifying the taxpaying process, the degree to which they
would accomplish these goals is subject to much debate among economists.
There is much more uncertainty about the positive economic consequences
of tax reform than advocates let on.

Even most skeptics admit that a flat tax could be significantly simpler
than the current system. But much of the simplification that the flat tax
promises comes at the cost of forgoing progressivity and the kind of



personalized tax system that many Americans appear to favor. And while a
national retail sales tax may appear simple on its surface, many experts are
concerned that it would be impossible to administer equitably at the rates
necessary to replace the revenues now generated by the income tax—rates
probably in excess of 30 percent, far higher than the current level of any
combined state and local sales tax rate.

Finally, some skeptics are afraid that we’re opening quite a can of worms.
A free-for-all over tax policy, with special interests thrown into the mix,
could conceivably end up producing legislation that is even more of a mess
than what we have now. Similarly, some critics and advocates of reform are
united by the concern that once we overhaul the system it will inevitably
and gradually get messed up again. They argue that any one-time tax
change ought to be accompanied by reforms in the policy process itself to
prevent a gradual drift back to complexity, inefficiency, and unfairness.

Changes in the Context of the Current System

Don’t hold your breath waiting for the Congress to dump the income tax
and start over from scratch. In the meantime, big—if not radical—changes
in the tax system are being debated and enacted all the time. Politicians are
constantly fighting over and changing things like income tax rates, saving
incentives, the tax treatment of capital gains, and special deductions and
credits for all manner of politically favored items. These debates may not
capture the imagination in the same way that throwing the whole system out
and starting over might, but the resulting changes in the tax code can have
important implications for the economy and for the fairness and complexity
of the tax system. Indeed, it should be possible to reform the income tax in
a way that makes it significantly simpler, better for the economy, and
arguably fairer without running afoul of the objections to more radical
reforms raised above and without necessarily throwing the existing system
out altogether.

The Need for Objective Analysis



Sorting out the claims and counterclaims made for tax-cut, tax-increase, or
tax-reform proposals is a difficult task even for the most informed and
interested citizens, who must wade through a sea of self-serving arguments.
Those groups that have the most to gain or lose from a particular tax reform
produce arguments that buttress their point of view. They don’t trumpet the
money that they (or their constituencies) stand to make but emphasize
growth, productivity, and achieving the American dream. The potential
losers seldom say they are opposing a policy simply because it skins their
own hides, but instead couch their argument in terms of how the national
interest is hurt, how many jobs will be lost, and how unfair it is.

Making an intelligent judgment about tax policy requires seeing through
the self-serving arguments to a clear understanding of the issues involved.
Unfortunately, judgments and policy decisions must be made without the
luxury of having definitive answers to many of the critical questions. For
example, whether cutting taxes by 10 percent will cause the gross domestic
product to rise by 2 percent, fall by 2 percent, or have no effect at all will
never be definitely known, although economists can shed light on such
questions and rule out certain outlandish claims. Some issues, such as what
is “fair,” ultimately rely on individual value judgments.

What’s in This Citizen’s Guide?

This book offers a guide to the always contentious debate over tax policy,
and is designed to help the concerned citizen come to informed judgments.
Our goal is to cut through the academic jargon, the “Washingtonspeak,” and
the self-serving arguments to explore the fundamental choices and
questions inherent in tax policymaking. We have no tax plan of our own to
push.

Chapter 2 offers some historical and international perspectives on taxation
in the United States and a concise description of the current federal tax
system. Chapters 3 through 5 examine the basic criteria by which tax policy
should be judged—how fairly it assigns tax burdens, whether it promotes or
inhibits growth and prosperity, and whether it is simple and enforceable. As
we lay out the basic principles underlying these criteria, we also explore the
controversies and difficulties that arise and examine evidence on crucial
questions, such as how the burden of our tax system is distributed and what



is known about the economic effects of taxation. Such evidence is critical
for evaluating the claims of various policy proposals and for weighing the
inevitable trade-offs among criteria in any tax system. Chapter 6 goes over
the key elements of many proposals for fundamental tax reform—a clean
base (removal of all the deductions and exceptions of the current code), a
single rate, and a consumption rather than an income base. Although reform
proposals often contain more than one of these elements, they are indeed
separable issues; in principle, we could adopt any combination of these
elements without accepting the whole package. Chapter 7 provides a
thorough examination of specific proposals to replace the income tax with a
consumption tax. Chapter 8 addresses a variety of major policy changes that
would stay within the general framework of the current tax system. Chapter
9 closes with a brief voter’s guide to tax policy that summarizes some
essential points to keep in mind when considering the debate over how we
should tax ourselves.
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2 An Overview of the U.S. Tax System

Before addressing how we should tax ourselves, it will be useful to consider
the history and basic features of the system we already have. First, we take
a glance at the overall tax picture for the United States, surveying how
much revenue governments at all levels take in, what kinds of taxes they
use, how our tax system compares to those in other countries, and how U.S.
tax rates and revenues have evolved over the long run of history. Next, we
provide a more detailed picture of how the major taxes used by the federal
government currently work, with a particular emphasis on income taxes.
Finally, we discuss recent changes and the outlook for tax policy in the near
future.

How Governments in the United States Get Their Money

Table 2.1 lists the major taxes used by federal, state, and local governments
in the United States, illustrating the relative importance of each. Altogether,
governments in our country raised $4.7 trillion in taxes during 2014. One
way to put such a huge number in perspective is to compare it with the size
of the economy, which is usually measured by the gross domestic product
(GDP). GDP is a measure of the total dollar value of all goods and services
produced within the United States in a single year. In 2014, total federal,
state, and local government taxes amounted to 27.0 percent of our $17.3
trillion GDP. Federal taxes were 18.1 percent of GDP, while state and local
revenues accounted for 8.9 percent of GDP.



Table 2.1 Sources of tax revenue for U.S. governments, 2014

Source: Authors’ calculations based on data from U.S. Bureau of Economic Analysis (2015).

The biggest source of revenue for the federal government is the personal
income tax. It raised $1.397 trillion in 2014, accounting for 44.5 percent of
all federal revenues. Corporate income taxes took in another $418 billion
(13.3 percent of federal revenues). Together, the personal and corporate
income taxes accounted for 57.8 percent of all federal revenues in 2014.

The other major source of federal revenue, accounting for 36.5 percent of
the total, is “contributions for social insurance.” Taxes for Social Security
and Medicare, which finance cash benefits and hospital insurance for the
elderly and disabled, account for 88 percent of this total.1 Taxes for
unemployment insurance and a few other smaller programs make up the
rest.

A handful of other federal taxes also collect revenue. Excise taxes on
commodities such as cigarettes, alcohol, and gasoline, together with
customs duties on imported goods, provided 4.4 percent of federal revenues
in 2014. Estate and gift taxation generated another 0.6 percent of federal
revenues in 2014.



State and local governments rely heavily on two kinds of taxes not levied
by the federal government—retail sales taxes and property taxes. In 2014,
retail sales taxes accounted for 34.1 percent of state and local tax revenues,
while property taxes provided another 29.6 percent. Income taxation plays a
smaller role for state and local governments; 22.7 percent of their tax
revenues came from personal income taxes, while just 3.8 percent came
from corporate income taxes.

International Comparisons

The claim that Americans are “overtaxed” is often heard in tax policy
debates. Assessing this claim is difficult, and mostly deferred to later
chapters, but we can gain some perspective by comparing the U.S. tax
system to the tax systems of other similar countries. Table 2.2 shows that,
relative to the size of our economy, the United States has a lower tax burden
than most comparable countries. In 2013, the United States had the third-
lowest tax-to-GDP ratio among the 34 countries in the Organisation for
Economic Co-operation and Development (OECD), a group of
industrialized nations from North and South America, Europe, Asia, and the
Pacific; only Chile, Mexico, and South Korea were lower. On average,
OECD countries raised taxes equal to 34.2 percent of their GDPs in 2013,
compared to 25.4 percent for the United States (this is lower than the 27.0
percent figure shown in table 2.1 because the OECD uses a slightly
narrower definition of “tax,” and because it is from one year earlier).2
Among rich countries, only Switzerland, Australia, and Ireland, are close to
the low U.S. level, with taxes equal to 26.9, 27.5, and 29.0 percent of GDP,
respectively. At the high end, Denmark had taxes amounting to a whopping
47.6 percent of GDP, with France and Belgium close behind at 45.0 and
44.7 percent, respectively.



Table 2.2 International comparison of taxes as a percentage of GDP, 2013

Source: Authors’ calculations based on data from Organisation for Economic Co-operation and
Development (2015c).

Notes: Dash (–) indicates tax not used by country in question. Includes taxes at all levels of
government. (a) Unweighted average of all 34 nations in the OECD. (b) Includes value-added taxes,
sales taxes, excise taxes, import and customs duties, and other consumption taxes.

It is not our reliance on income taxes or social insurance taxes that sets
the United States apart from most other advanced nations; for these two
types of tax, our tax-to-GDP ratio is not that far from the average among
OECD countries. Rather, the big difference is how much less we collect
from consumption taxes—just 3.7 percent of GDP compared to the 10.3
percent OECD average. This is due mostly to the fact that the United States
is the only OECD country not to have a value-added tax (VAT), a close
cousin of both the retail sales tax and flat tax discussed at length in chapter
7. The VAT is the most common variety of consumption tax in the rest of
the world and is now used in over 160 countries.3 On average, the OECD
countries raise 6.3 percent of GDP from value-added taxes, while the
United States collects nothing at all. In contrast, retail sales taxes, the kind
of general consumption tax used by the states, are rare outside the United
States.



Completely replacing the U.S. personal and corporate income taxes with a
consumption tax, as some advocate, would be an unprecedented move
among major industrialized nations. All of the OECD countries have
significant income taxes in addition to their value-added taxes. However,
the amount of revenue relative to GDP that would be required to replace
income taxation in the United States would not be that much larger than
what is raised by value-added taxes already used in some other countries.
Retail sales taxes of that scope, though, have never been attempted in any of
these nations; we discuss why in chapter 7.

Historical Perspectives on the U.S. Tax System

The Overall Level of Taxes
Figure 2.1 illustrates how U.S. tax revenues, measured relative to the size of
the economy, have changed since 1900. Most striking is the tremendous
growth in the role of the federal government in the first half of the twentieth
century. From 1900 to 1943, the federal tax-to-GDP ratio rose sevenfold,
from 2.8 percent of GDP to 19.1 percent. World War II was clearly the
critical juncture, although the New Deal years of the 1930s were also
important. Not only did federal revenues grow significantly relative to GDP
during the 1930s, but many programs that would require high taxes in later
years, such as the Social Security system, were enacted in this period and
expanded since.



Figure 2.1 Tax revenues in the United States as a percentage of GDP,
1900–2014.

Note: Before 1929, data on state and local revenues are available only for
selected years.

Sources: Carter et al. (2006); U.S. Bureau of Economic Analysis (2015).

Equally striking is just how little the ratio of federal taxes to GDP has
changed since the mid-twentieth century. Since 1950, federal taxes have
averaged 17.4 percent of GDP and seldom strayed far from that level. For
all the contentious debate about the expanding federal government and
attempts to downsize it, federal taxes as a share of the economy have not
changed greatly for more than sixty years. There have been some recent
blips, though. Beginning in the late 1990s, there was a largely unexpected,
and apparently temporary, surge in federal income tax revenues, caused
more by economic conditions than by any changes in tax law, and federal
tax revenues peaked at an all-time high of 19.8 percent of GDP in 2000.
Two large tax cuts and a recession dropped that back down to 16.2 percent
of GDP by 2003. After a brief rebound, the financial crisis, recession, and
stimulus-motivated tax cuts pushed federal tax revenues down to just 14.9
percent of GDP by 2009, its lowest level in sixty years. In the same year
federal government expenditures totaled 25.9 percent of GDP, and the
federal budget deficit, which is the gap between federal government
expenditures and federal government receipts (which include taxes and also



a small amount of non-tax revenues) was $1.5 trillion, or 10.2 percent of
GDP, the highest deficit relative to GDP since World War II.4 By 2014,
federal taxes and overall revenues were back up to 18.1 percent and 18.9
percent of GDP, respectively, and federal outlays were down to 22.9 percent
of GDP, decreasing the budget deficit to 3.9 percent of GDP. This largely
reflected the economic recovery and the expiration of temporary federal
economic stimulus measures, together with the 2013 enactment of an
increase in federal income tax rates on high-income people. Immediately
following some federal tax cuts and spending increases enacted in
December 2015, Congressional Budget Office estimates suggested that the
federal budget deficit would shrink to 2.6 percent of GDP by fiscal year
2017, but would then increase to a deficit of 3.9 percent of GDP by 2025.5

State and local taxes have followed a somewhat more complicated
pattern. In the early part of the twentieth century, state and local
governments together actually raised more money than the federal
government. At their peak in 1932, they were collecting almost four times
as much tax revenue as the federal government—10.6 percent of GDP
versus only 2.7 percent. But then, as the federal role in the economy
expanded due in large part to New Deal programs, state and local revenues
shrank dramatically relative to GDP, hitting a low of just 4.1 percent by
1944. They then rebounded throughout the 1950s and 1960s and reached
9.2 percent of GDP by 1972. Since then, they have consistently remained in
the 8 to 10 percent range, and stood at 8.9 percent of GDP as of 2014.

Considering all levels of government, taxes rose enormously from 6.2
percent of GDP in 1900 to 23.4 percent by the middle of World War II.
After the war they continued growing at a slower pace to 27.2 percent of
GDP by 1969. They experienced relatively little net change throughout the
1970s and 1980s, increased a bit during the 1990s, and then fluctuated
significantly after 2000. By 2014, overall federal, state, and local taxes
stood at 27.0 percent of GDP. The bottom line is that, despite a massive
increase in taxes over the last century as a whole, there have been only
relatively modest changes in the share of national income that goes to taxes
at all levels of government for about the last forty-five years. Of course, the
somewhat smaller share of GDP collected in taxes today can buy a great
deal more in real terms than the larger share of GDP that was collected
forty-five years ago, due to the growth of the economy. For instance, total



tax revenues including all levels of government were 3.4 times as high in
inflation-adjusted dollars in 2014 as they were in 1969.6

History of U.S. Personal Income Tax Rates and Revenues
Our nation’s first income tax was a temporary emergency measure enacted
during the Civil War; it was first levied in 1861 and expired in 1872.7
Beginning in the late 1800s, popular opposition mounted against what were
then the major sources of federal revenues—tariffs, excise taxes, and
property taxes—on the grounds that they were unfairly burdensome to
working-class Americans. Many critics of the existing tax structure viewed
a personal income tax—and especially a graduated income tax that
exempted some amount of income—as an appealing alternative because it
could be made progressive, imposing a heavier proportional burden on the
rich than on the poor. Congress enacted an income tax in 1894, but one year
later the U.S. Supreme Court declared it in violation of the clause in article
I, section 9, of the Constitution, which states: “No capitation, or other
direct, tax shall be laid, unless in proportion to the census or enumeration
herein before directed to be taken.”8 This obstacle to an income tax was
eliminated by the Sixteenth Amendment to the U.S. Constitution, which
was ratified in February 1913. The amendment reads as follows: “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.” President Woodrow
Wilson signed the modern personal income tax into law shortly thereafter,
in October 1913.9

The 1913 personal income tax had graduated rates, like the current
system, but they ranged from only 1 to 7 percent. Even at those rates, tiny
in comparison to today’s, opponents were outraged. Senator Henry Cabot
Lodge of Massachusetts remarked that graduated tax rates levied on income
above an exemption level would “set a class apart and say they are to be
pillaged, their property is to be confiscated.”10 Many of today’s most
important deductions and exclusions were already there in 1913, including
the deductions for home mortgage interest, the deduction for tax payments
to state and local governments, and the exclusion of interest on state and
local bonds. A deduction for charitable contributions was soon added, in
1917.11 One big difference between the 1913 income tax and today’s was



that personal exemptions were so large relative to typical incomes of the
day that only those with extremely high incomes had owed any income tax
at all—only about 1 percent of households were required to file a tax return
at the tax’s inception in 1913.12

Figure 2.2 illustrates how several aspects of the U.S. personal income tax
—revenues as a percentage of GDP, the percentage of households filing tax
returns, and marginal tax rates—have changed since 1913. The “marginal”
tax rate is the tax rate applied to the next, or last, dollar of income that a
person receives. Since its beginning, the U.S. personal income tax has had
“graduated” tax rates, meaning that there are multiple tax brackets, with
successively higher marginal tax rates applying to the portions of taxable
income falling into successively higher tax brackets (further explanation of
this is provided later in the chapter). Marginal tax rates get a lot of attention
from economists because they are the tax rates that affect the incentive to
engage in more or less income-earning economic activity. The bottom panel
of figure 2.2 shows the marginal tax rate in the top bracket from 1913
through 2014. For 1958 through 2012, it also shows the marginal tax rates
at the 99th percentile of the distribution of marginal tax rates among all tax
returns (that is, 1 percent of households filing returns faced a marginal tax
rate higher than that, and 99 percent faced that rate or lower), and at the
median of that distribution (half of filers faced higher marginal tax rates,
and half faced that rate or lower), which were originally computed by Dan
Baneman and Jim Nunns of the Urban-Brookings Tax Policy Center and
were updated by us.13



Figure 2.2 The U.S. personal income tax: (a) revenues as a percentage of
GDP, 1913–2014, and (b) marginal tax rates and percentage of households
filing returns, 1913–2014.

Sources: Author’s calculations based on data from Carter et al. (2006), U.S. Bureau of Economic
Analysis (2015), Internal Revenue Service (2016a), Baneman and Nunns (2012), 2010–2012
editions of Internal Revenue Service Statistics of Income—Individual Income Tax Returns,
Publication 1304, and Piketty and Saez (2003, updated 2016).

Until World War II, personal income tax receipts were quite small,
staying well below 2.0 percent of GDP, despite the fact that the marginal tax
rate in the top tax bracket was very high, in some years exceeding 70
percent. This occurred because the income tax applied to only a very small



number of high-income people, and because only a small subset of those
people had any income taxed at a rate anywhere near the top rate. Between
1913 and 1939, the number of personal income tax returns filed never
exceeded 18 percent of households. Christina and David Romer of the
University of California, Berkeley have estimated that between 1918 and
1939, 95 percent of all personal income taxes were owed by people in the
top 0.2 percent of the income distribution.14

Because of the need for a lot of revenue fast, personal income taxation
was expanded dramatically during World War II. The exempt level of
income was reduced greatly, transforming what had been a “class tax” into
a “mass tax.” In the five years between 1939 and 1944 alone, personal
income tax revenues surged from 1 percent to 8 percent of GDP, and the
number of returns filed rose sharply from 14 percent to 80 percent of
households. To facilitate the collection of taxes from this many people,
employer withholding and remitting of income taxes on wages and salaries
were introduced to the income tax in 1943.15

After World War II, the personal income tax remained a “mass tax.” Even
though revenue needs tailed off sharply, the exemption level was not raised
to its pre-war level. The percentage of households filing returns rose
gradually to exceed 90 by 1965, and then stayed around or above that level
(in 2014 it was 90.6 percent). After rising to 8 percent of GDP during World
War II, personal income tax revenues stayed near that level most of the
time, but recently experienced significant fluctuations. Federal income tax
revenues surged during the 1990s, and peaked at 9.7 percent of GDP in
2000. Legislated hikes in federal income tax rates on high-income taxpayers
in 1991 and 1993 played some role in this increase, but the surge was
driven largely by the booming economy and stock market and especially by
a tremendous jump in the taxable incomes of the most affluent families.
When the share of the nation’s income that goes to people who are already
in high-income tax brackets increases, tax revenues rise relative to GDP.
Tax cuts enacted in 2001 and 2003, together with a recession, caused
personal income tax revenues to plunge to 6.5 percent of GDP by 2004.
With economic recovery they rebounded to 8.1 percent of GDP in 2007,
before falling further to 6.0 percent of GDP in 2009, due to severe
economic weakness, the continued impact of the 2001 and 2003 tax cuts,
and additional temporary tax cuts intended as stimulus measures. In 2009
and 2010, personal income tax revenues were lower as a percentage of GDP



than they had been in any year since 1950. By 2014 they were back up to
8.1 percent of GDP, due to economic recovery and tax rate increases on
upper-income taxpayers enacted in 2013.

One striking feature of figure 2.2 is the dramatic rise and then decline of
top tax rates. The marginal tax rate in the top bracket hit a peak of 94
percent in 1944 and 1945, stayed at 91 percent or higher from 1951 until the
Kennedy-Johnson tax cut of 1964, and remained as high as 70 percent until
1980, when it began to tumble dramatically. Due to Reagan-era tax cuts
enacted in 1981 and 1986, by 1988 the top rate had fallen all the way to 28
percent. After increasing to 31 percent in 1991 and 39.6 percent in 1993,
the top rate was gradually cut from 39.6 percent to 35 percent between 2001
and 2003, and stayed there until being raised again in 2013 back to 39.6
percent, a rate that is still low by historical standards.

While the top tax rate is attention-grabbing, it is important to recognize
that when it was above 50 percent, it affected only a small fraction of 1
percent of households, and even most people within the top 1 percent of the
income distribution typically faced marginal tax rates that were much lower
than the top rate. For example, figure 2.2 shows that in 1960, when the
marginal tax rate in the top bracket was 91 percent, 99 percent of all tax
return filers actually had marginal tax rates of 38 percent or below, and half
of all filers had marginal tax rates of 20 percent or below. The higher rates
did apply to a select few, though. In 1960, 0.1 percent of taxpayers faced
marginal tax rates of 62 percent or above.16 The marginal tax rate at the
99th percentile of the rate distribution did rise during the 1970s, and
reached a peak of 54 percent in 1979, but it still remained well below the
marginal rate in the top tax bracket until 1982, when the top rate was cut to
50 percent. Those two rates have been quite close ever since. Meanwhile,
the median marginal income tax rate has hovered in the narrow range of 15
to 21 percent since 1958, and has been at 15 percent each year since 1987.

The decline in marginal tax rates at the top of the income distribution has
coincided with dramatic changes in the income tax base—the portion of
income that is subject to tax, after exclusions, deductions, and exemptions
have been applied. The Tax Reform Act of 1986 (TRA86), which we will
discuss in detail in chapter 8, cut the marginal tax rate in the top bracket
from 50 percent to 28 percent, but also made significant changes to the
individual and corporation tax bases, broadening them by enough to keep
revenues roughly unchanged. Among other changes, TRA86 increased the



portion of capital gains included in taxable income from 40 percent to 100
percent, and eliminated or curtailed various deductions that were used
disproportionately by high-income people.

The juxtaposition of the large changes in the top tax rate with modest
changes in personal income tax revenue as a percentage of GDP, apparent in
figure 2.2, is sometimes cited as evidence that changes in tax rates on the
rich have little effect on aggregate revenue.17 But the historical relationship
is partly explained by the fact that when the top rate was above 50 percent,
only a tiny fraction of 1 percent of taxpayers faced marginal tax rates close
to the top rate (which is much less true today), and also by the fact that the
biggest cut in the top rate (due to TRA86) was intentionally accompanied
by extensive legislated base broadening. The other major confounding
factor is the dramatic increase in the share of the nation’s pre-tax income
received by the top 1 percent of the income distribution since the late 1970s
(see chapter 3). This phenomenon offset the decline in revenues that
otherwise would have resulted from cutting top tax rates, because an
increasing share of the nation’s income was subject to the highest tax rates.
It also means that the revenue consequences of tax rates on the rich are
correspondingly larger than they used to be. Whether the rise in pre-tax
income inequality was partly caused by the cuts in marginal tax rates is an
important issue we’ll explore in upcoming chapters.

History of U.S. Corporate Income Tax Rates and Revenues
As with the personal income tax, the first special tax on corporations in the
United States was a temporary emergency levy enacted during the Civil
War. Corporate income taxation was first adopted on a permanent basis in
1909. As with the personal income tax, its support arose from opposition to
the prevailing taxes of the day and a belief that its burden would fall
disproportionately on the wealthy. In addition, many thought it would
facilitate the regulation of corporations in an era of loose financial
reporting. Unlike the personal tax, however, the corporate tax was able to
escape constitutional problems because Congress packaged it as an “excise”
tax.18

Federal corporate income tax revenues followed a pattern similar to that
of the personal income tax up through World War II (see figure 2.3).
Revenues increased sharply from 1.4 percent of GDP in 1939 to a peak of



6.7 percent in 1942. In contrast to the personal income tax, however,
between 1951 and the early 1980s, corporate tax revenues declined sharply
relative to GDP, falling to just 1.5 percent of GDP by 1982. Since then,
because of fluctuating taxable profits, corporate tax revenues have bounced
up and down with the business cycle, ranging between 1.4 percent and 2.9
percent of GDP. In 2014 corporate income tax revenues were 2.4 percent of
GDP, higher than the average of 2.0 percent since 1980.



Figure 2.3 The U.S. corporate income tax: (a) revenues as a percentage of
GDP, 1909–2014, and (b) marginal tax rate on the largest corporations,
1909–2014.

Sources: Authors’ calculations based on data from Carter et al. (2006), U.S. Bureau of Economic
Analysis (2015), Internal Revenue Service (2012c, 2013e, 2014g), and Joint Committee on
Taxation (2013b, 2014).

The statutory marginal tax rate on the largest corporations peaked at 52.8
percent in 1968–1969, and has declined since then, dropping to 34 percent
after the Tax Reform Act of 1986. Since 1993, this rate has been 35 percent.
The long-term decline in corporate tax revenue relative to GDP was much
greater than the decline in statutory tax rates, because profits subject to



corporate taxation declined relative to GDP. We’ll consider some reasons
why this may have occurred later in the book.

Now that we have provided some context, we turn to explanations of how
the major components of the federal tax system—the personal income tax,
corporate income tax, payroll tax for Social Security and Medicare, estate
and gift taxes, and excise taxes—currently work. We then close with a
discussion of recent and scheduled future changes in federal tax law, and
consider the outlook for U.S. tax policy.

Income Taxation

What Is Income? The Economist’s Definition
On the road to understanding what an income tax is and how it works, a
necessary first step is to understand precisely what is meant by income. This
may, at first glance, seem easy, and certainly for some taxpayers calculating
taxable income is very straightforward. But in many situations determining
income turns out to be rather tricky.

To start, let’s put aside how taxable income is calculated for U.S. tax
purposes and instead ponder what income means. Economists have a
standard definition of income, which is called Haig–Simons income after
the two people who first developed it. It is the increase in an individual’s
ability to consume during a given period of time.19 In other words, your
annual income is the value of the goods and services you consume during a
year, plus the net change in your wealth (saving) that occurs in that year—
income equals consumption plus saving. The saving comprises that part of
annual income that you choose not to spend this year but, because you’ve
saved it, increases your ability to consume goods and services in the future.
This concept of income is a reasonable, but not perfect, measure of an
individual’s or family’s potential standard of living during a particular time
period.

Clearly, receiving cash wages and salaries increases one’s ability to
consume (or save), so these are part of Haig–Simons income. A noncash
benefit that your employer provides to you, such as health insurance, is also
a part of income by this definition. Most people probably don’t think of



employer-provided health insurance as income, but it certainly does
increase their ability to consume services—in this case, services provided
by doctors and hospitals. Someone whose health insurance is provided by
an employer is clearly better off than someone with the same cash income
but no insurance. Similarly, benefits provided by the government—such as
Social Security, Medicare, or unemployment insurance benefits—also
increase a person’s ability to consume and are considered part of the
economist’s definition of income.

The return to the ownership of capital (wealth), or capital income, adds to
your ability to consume as well and thus counts as income. Common
examples of capital income would be interest and dividends that you
accumulate on your savings or rent received on a building you own. A
royalty (generally a license fee for the use of intellectual property, paid, for
example, to an author or an inventor) usually represents some combination
of returns to capital and labor.

An important example of capital income is a capital gain, which is the
increase in value of an asset you own, such as a house or shares in a
corporation. Symmetrically, capital losses would be subtracted from
income. According to the Haig–Simons concept of income, whether you
sell the asset does not matter because an increase in the value of assets you
own increases your purchasing power. Ideally, only real capital income and
losses, as opposed to those due to inflation, would be counted. For example,
if you earn interest of 4 percent this year but inflation is also 4 percent, the
dollars of interest you’ve received overstate the increase in your purchasing
power because they have just compensated for the decline in purchasing
power of your wealth due to inflation.

The costs of earning income reduce the ability to consume and so would
be subtracted from the Haig–Simons definition of income. For example, if a
farmer earns $50,000 from selling crops but pays $20,000 for seeds,
fertilizer, and so forth, then net income is only $30,000. On the other hand,
the cost of purchasing capital goods (durable business inputs), such as a
tractor or a barn, would not be deducted in full right away. Capital goods
still have value at the end of the year, so subtracting their full purchase price
immediately would cause an understatement of the change in the ability to
consume that year. Rather, to calculate income one would subtract only a
measure of how much depreciation had occurred—the amount by which the
capital goods had declined in value because they had worn out or become



obsolete. Finally, if you had to borrow money to purchase the materials and
equipment necessary to earn your income, the interest payments on that
borrowing would be subtracted.

Most consumer durable goods, such as a home or a car, provide
consumption services to their owners over multiple years, and the value of
these services is part of income according to the economist’s definition. For
example, buying a home is an investment, and a major part of the return on
that investment is the shelter it provides to its owner every year, a service
equal in value to the amount of rent that could be charged on that home and
need not be paid to a landlord. Just as dividends are a form of capital
income that represent part of the return to investing in corporate stocks, the
rental value of a home is capital income representing part of the return to
investing in a house. Thus, according to the economist’s conception, this
rental value counts as income because owning the house certainly reflects a
greater ability to consume housing services. Depreciation and interest
payments would be subtracted to obtain the net income associated with
owning the house.

The Haig–Simons definition of income refers to people, so that all net
income earned by businesses must be assigned in some way to individuals
whether the income is paid out to owners of the firm or reinvested back into
the company. In the former case, it is fairly clear that the money paid out is
income to the business owners, including shareholders. What is less clear—
but equally true—is that the earnings retained in the firm also represent
income for the owners of the firm to the extent that they increase the value
of the firm.

In some situations, often involving the timing of when income is earned,
the Haig–Simons definition of income does not provide a clear answer. As
an example, consider the case of lottery winners. It will seem that the
increase in the “ability to consume” of a multi-million-dollar winner occurs
at the moment her lucky number is drawn out of the bin. In most state
lotteries, the advertised prize consists of a series of payments over a period
of time, twenty-nine years in the case of Powerball. The winner can opt for
an immediate one-time payment, but this is considerably lower than the
simple sum of the annual payments. For example, when Florida resident
Gloria MacKenzie and her son won the Powerball jackpot in 2013, they
were given the choice of either receiving $185 million (before taxes) up
front each, or receiving about $10.2 million a year each for the next twenty-



nine years; because of the ability to earn interest on the lump-sum payment,
it comes out to be worth about the same as the twenty-nine installments.20

Here’s the question. If the winner opts for annual payments, has her
annual income gone up by $10.2 million for each of the next twenty-nine
years? Or was her income $185 million in the year she won and zero
thereafter? The Haig–Simons concept suggests the latter, but this might not
seem natural to most people, and the winner would understandably object to
having to pay tax on $185 million of income in a year she received much
less in cash.

Things get trickier when you consider an inventor who one day conceives
of a brilliant idea that will certainly bring astounding future returns. Taking
the Haig–Simons concept literally suggests that her income went up that
year, even though it will likely take many years before the invention
actually starts to bring in money. These kinds of timing issues come up
often in the accounting for corporations’ income and are resolved by a set
of guidelines. The tax system has to deal with the same kind of issues, and
the conceptual definition of income does not always provide clear and
intuitive answers.

Taxable Income versus Haig–Simons Income
Readers somewhat familiar with the U.S. income tax system were likely a
bit put off by the Haig–Simons definition of income because of the many
ways it differs from income as defined for tax purposes. The design of the
U.S., and indeed, every country’s income tax, reflects to some degree the
Haig–Simons income concept, but no country’s income tax system follows
it precisely, nor even really aspires to do so. In the United States, the
process of filling out one’s personal income tax return begins with reporting
amounts of potentially taxable income in a variety of different categories,
and then adding up the total, which is called gross income. But as we’ll see,
gross income already leaves out many parts of income, which are
collectively known as exclusions. Taxpayers are then allowed to subtract
various deductions and exemptions from gross income in order to compute
taxable income, which is the measure of income to which tax rates are
applied to determine ordinary tax liability (further adjustments to tax
liability, such as addition of alternative minimum tax and subtraction of tax
credits, follow). In the following sections, we discuss how the U.S. personal
income tax system defines gross income and taxable income, and highlight



the major divergences from the conceptual benchmark of Haig–Simons
income.

By laying out a conceptual definition of economic income above, and
comparing it to taxable income below, we do not mean to imply that Haig–
Simons income is necessarily the “correct” basis for taxation. Indeed, later
in the book we carefully examine the case for replacing the income tax with
a tax based on consumption. Much of the difference between Haig–Simons
income and taxable income arises from a reluctance to fully tax the return to
saving—capital income—and, as we’ll see in chapter 6, a consumption tax
would completely eliminate the tax system’s negative effect on the
incentive to save, an approach advocated by many tax experts. Nor do we
mean to imply that a real-life income tax is necessarily better the closer its
working definition of taxable income is to Haig–Simons income. For
example, some types of Haig–Simons income are quite difficult to measure,
and thus including them in taxable income may contribute to the
capriciousness of the distribution of the tax burden and/or increase the costs
of collection. In some cases exclusions or deductions may be motivated by
a desire to incentivize certain behaviors, such as purchasing health
insurance or donating to charity, and there are reasonable arguments both
for and against these provisions.

Despite these caveats, as long as we are operating an income tax, it is
important to understand how the tax system’s definition of income
compares to a reasonable conceptual measure of income. Taxing some
forms of income and not taxing others creates incentives for taxpayers to
alter their actions so that they earn (or appear to earn) less of the kind of
income that gets counted and more of the kind that does not, and requires
higher marginal tax rates to raise a given amount of revenue, because of the
narrower base. Such a system may also create arbitrary differences in tax
burdens across otherwise similar taxpayers. Many of the problems with the
income tax—including complexity, distortions of economic decision
making, and arguably some unfairness—arise from differences between
Haig–Simons income and the tax system’s measure of income. Thus, the
choice of what to include and what not to include in taxable income
involves some difficult trade-offs. Whether any particular deviation from
“true” income is justified must be evaluated on a case-by-case basis, and we
explore many of them in more detail in later chapters. For now, we
summarize the basic similarities and differences between Haig–Simons and



taxable income, starting with employee compensation, moving on to capital
and business income, and then considering deductions and exemptions.

Income Tax Treatment of Employee Compensation
Employee compensation is the single most important category of income in
the U.S. economy, accounting for $8.8 trillion, or 61 percent of national
income, in 2013. About 81 percent of that employee compensation was
wage and salary income, which is generally subject to personal income
taxation in a straightforward fashion. In 2013, 93 percent of the $7.1 trillion
of wages and salaries in the U.S. economy was included in gross income on
personal tax returns. Those payments were deductible from the taxable
incomes of the employers, because employee compensation is a cost of
earning income for the employers. Most of the excluded 6.9 percent of
wages and salaries accrued to people with incomes too low to be required to
file tax returns, while a small portion reflected tax evasion. While wage and
salary income largely represents standard payments in exchange for
services, in both the national accounts and the personal income tax it also
includes less obvious things, such as the value (upon exercise) of most
executive stock options.21

Employer-provided insurance has for a long time been the most
significant example of nontaxable employee compensation. Employers’
contributions to private insurance plans for their employees are excluded
from gross income reported on employees’ personal tax returns, but are still
deductible from employers’ taxable income just as any other employee
compensation is. Such contributions amounted to $703 billion, or 8 percent
of total employee compensation, in 2013. Contributions to employer-
provided health insurance plans accounted for $624 billion of this. The
exclusion for employer-provided health insurance dates back to an IRS
ruling in 1943, and was officially enacted into law by Congress in 1954.22 It
creates a strong incentive to provide more generous health insurance
benefits in lieu of wages and salaries at the margin. The “Patient Protection
and Affordable Care Act” (ACA), which is the major health care reform
law enacted during the Obama administration in 2010, involves a provision
intended to reduce that incentive: insurance companies would, starting in
2020, be subject to a 40 percent excise tax (colloquially known as the
“Cadillac Tax”) on the portions of the costs of employer-provided health



insurance for individuals and families that exceed very high threshold
amounts. We’ll explore this and other aspects of tax policy toward health
insurance in greater detail in chapter 6. The remaining $80 billion of
excluded employer-provided insurance premiums consisted of contributions
to group life insurance and worker’s compensation plans.23

Employer contributions to pension and profit-sharing plans, and the
employer portions of payroll taxes for government social insurance
programs such as Social Security and Medicare, each accounted for 6
percent of employee compensation in 2013.24 These are deductible for the
employer and excludable for the employee, but the cash retirement or
disability benefits arising from them can be subject to tax when they are
disbursed. We defer fuller explanations of income taxation of pensions and
Social Security to later in the chapter.

Many other miscellaneous employee compensation issues are addressed
in detail by U.S. income tax laws and regulations.25 For example, employer
reimbursement of employee expenses for things such as moving costs, day
care, and tuition are all deductible from taxable income for employers, and
are excludable from employees’ taxable income with some limitations. One
might argue that these, to varying degrees, represent costs of earning
income, which would be excluded from Haig–Simons income, but there’s
room for debate. Employer-provided lodging and meals are examples of
compensation that can pose tricky questions. For instance, if a hotel
provides free lodging to its manager on the premises, and requires the
manager to live there as a condition of the job, should the full market rental
value of the hotel accommodations be included in the manager’s taxable
income? What if the manager would have preferred to live elsewhere,
perhaps at a much lower rent? As an imperfect compromise, U.S. tax law
has settled on the principle that if lodging and meals at work are provided
“for the convenience of the employer,” they will be entirely excluded from
employees’ taxable income, and otherwise they generally will not.
Employers are allowed to deduct their costs either way. Exclusion of
employer-provided lodging and meals is estimated to cost about one-fifth of
1 percent of personal income tax revenue, while exclusions for employer
reimbursement of educational expenses and child care, for example, cost far
less than that.26 Aside from insurance and pensions, the aggregate revenue
cost of other excluded forms of employee compensation in the United
States is not large, but that is in a context where detailed laws and



regulations have been developed and enforced to help keep tax avoidance
under control.

Introduction to the Tax Treatment of Capital Income
Real net income from interest, dividends, capital gains, rents, and royalties,
together with business income (which often represents a mix of capital
income and labor income) not already counted in one of these other
categories, averaged about $3.6 trillion per year between 1987 and 2013 in
the United States. This is one-half of the annual average of $7.2 trillion of
employee compensation over this period (both are measured in constant
year 2013 dollars).27 Differences between taxable income and Haig–Simons
income are especially pronounced for these items of capital and business
income.

One issue is that capital income, to the extent that it is included in taxable
income at all, is included at its nominal value rather than at its real
(inflation-adjusted) value. This is true both for income received and for
deductions, such as those for capital losses, interest paid, and depreciation.
To measure Haig–Simons income accurately, the portion representing
compensation for inflation would be taken out of all of these items. The
U.S. income tax makes no such adjustments, nor do the income taxes of
most other countries. One reason is that such an adjustment could be very
complicated, and would therefore increase administrative and compliance
burdens, for example because it would require taxpayers to measure and
report the values of assets and debts on an annual basis, an issue we
consider in chapter 6. As measured by the consumer price index, the
inflation rate in the United States in the twelve months leading up to August
1, 2016 was only 1.1 percent, and as of August 2016, the Federal Reserve
Bank of Cleveland forecast an average annual inflation rate over the next
ten years of just 1.64 percent, based on information about peoples’
expectations that can be inferred from financial market asset prices, among
other things.28 When inflation is so low, the failure of a tax system to
account for it when measuring taxable capital income is not an especially
pressing problem, but when inflation is higher, the failure to do so can cause
major economic problems, an issue we’ll also return to in future chapters.

Another issue is that capital gains are counted as taxable income only
when they are realized, which is generally when the asset is sold, whereas



the Haig–Simons definition would include capital gains in income each
year as they accrue. The difference between the proceeds from selling an
asset and the cost of the asset when originally purchased (also known as its
“basis”) is counted as taxable income at the time of sale (for purposes of
this calculation, the basis is sometimes adjusted—for example, by adding
the cost of subsequent home improvements to the original purchase cost of
a home). This tax treatment is partly a concession to measurement
difficulties. For some assets, such as a small business or a house, the only
time reasonably accurate information on market value is available is when
the asset is sold. Taxing accrued gains would also raise some concerns
about “liquidity”—in some cases it could be difficult for the owner to come
up with the cash to remit the tax on a capital gain without selling the asset.

Postponing tax on an accrued gain until an asset is sold is more
financially advantageous to the taxpayer, compared to remitting the tax in
the year the gain accrues, because interest can be earned on the funds that
otherwise would have been used to remit the tax. For example, if a $100 tax
payment is deferred for twenty years, and saved (or used to pay off debt) at
an annual interest rate of 3 percent in the meantime, the taxpayer earns (or
saves) an extra $81 of interest compared to what would have happened if
the tax had to be remitted immediately.29 This deferral of tax until sale of
the asset makes the personal tax burden on capital gains lighter, in real
economic terms, than that on other types of income such as interest or
dividends that are taxed on accrual. Moreover, capital gains on assets that
are held until the owner’s death are completely absolved from personal
income taxation.30

Taxing capital gains upon realization instead of accrual creates tax
avoidance opportunities, and efforts to limit these through tax law lead to
further differences between Haig–Simons and taxable income. For example,
suppose realized capital losses and interest were always subtracted in full
from taxable income, and then consider the following portfolio strategy: sell
assets that decline in value, hold on to assets that increase in value (so-
called ”cherry-picking”), and borrow against the appreciating assets if one
needs cash on hand (deducting the interest on the loans all the while). This
strategy could reduce one’s income tax liability substantially, without
changing one’s pre-tax economic income at all. Indeed, this basic strategy is
such a fundamental part of tax avoidance strategy that tax experts often
refer to it as “Tax Planning 101.”31 To address this, the personal income tax



limits deductions for capital losses to just $3,000 beyond the amount of
realized capital gains in any one year, although the unused portion may be
carried forward into future years. In addition, the tax law limits deductions
for interest on loans related to financial investments to no more than the
amount of investment income included in taxable income. But there are
ways to get around this, such as borrowing more against one’s home
instead.

A large portion of the income from capital gains, interest, and dividends
in the United States is excluded from personal income taxation because the
assets that generate these returns are held in pensions and individual
retirement accounts, which we will discuss in greater detail in the next
section. In 2014, 41 percent of financial assets (and 28 percent of all assets)
owned by households and nonprofit institutions were in such accounts.32

Nonprofit institutions, such as churches and most universities, account for
roughly 7 percent of the combined assets of the households and nonprofits,
and capital income earned on their assets is also generally exempt from
personal income tax.33 One rationale for this is to subsidize the charitable
activities that such institutions are supposed to be engaged in. Interest on
state and local government bonds is also exempt from federal income
taxation, which effectively serves as a federal subsidy to the debt-financed
activities of state and local governments because it reduces the interest rates
they have to pay.

For many people, the most valuable asset they own is their home, but the
returns to investment in owner-occupied housing are largely excluded from
taxable income as well. As noted above, the rental value (less depreciation
and expenses) of owner-occupied housing is part of Haig–Simons income.
But this is excluded from the income tax base, in part because it would be
difficult to measure, and in part because most people would resist the
unfamiliar idea that the rent they save by buying a house represents income
that should be taxed. Capital gains realized on sales of owner-occupied
housing, up to a limit of $500,000 for a married couple (or $250,000 for a
single person), are also excluded from personal income taxation, and capital
losses on a home are not deductible. The personal income tax allows
deductions for some expenses of owning a home, such as mortgage interest
and property taxes. Haig–Simons income would allow such deductions, but
the case for doing so is less clear when the implicit income from investing
in a home is excluded, an issue we’ll consider in chapter 6. Nonbusiness



real estate owned by households accounted for 21 percent of the value of
assets of households and nonprofit institutions in 2014.34 So, considering
retirement accounts, nonprofits, and homes together, the portion of
household and nonprofit assets earning returns that are almost entirely
excluded from personal income taxation exceeds one-half.

A few other examples of “imputed” capital income are also excluded
from personal taxation. For example, the difference between the market
interest rate and the interest rate that financial institutions actually pay to
depositors and savers is an implicit form of economic income that is used to
purchase financial services (such as the convenience and security provided
by a checking account). It would probably be impractical to attempt to tax
this, and the U.S. tax system makes no attempt to do so. As noted earlier,
the annual value of services flowing from consumer durable goods, less
their depreciation, also technically belongs in Haig–Simons income, but the
personal income tax neither includes the value of the service flow nor
allows deductions for the depreciation.

Introduction to the Tax Treatment of Business Income
Much income in the economy derives from ownership of businesses. The
Haig–Simons definition of income would allocate all business income to
the owners of the business in the year the income is earned. The actual tax
treatment of business income differs from this principle to varying degrees,
depending upon how the business is classified for tax purposes. Table 2.3
presents summary information on the major tax classifications of
businesses.



Table 2.3 Tax classification of businesses in the United States

Sources: Authors’ calculations based on data from IRS Statistics of Income Tax Stats website
<http://www.irs.gov/taxstats/>.

Notes: Includes both nonfarm and farm sole proprietorships. LLCs are included in the categories
they choose for tax purposes (usually partnership). Excludes real estate investment trusts and
regulated investment companies. The last column is calculated based on net income (less deficit)
reported to the IRS.

In 2012, “pass-through entities” accounted for 95 percent of all
businesses, and 60 percent of all business income, in the United States.35

Pass-through entities are so named because the tax system treats all of their
income as having been “passed through” directly to the owners. U.S. tax
law specifies three major categories of pass-through entity—sole
proprietorships, partnerships, and “S corporations”—with different
qualifying rules for each. All income realized by a pass-through entity in a
given year is divided up among the owners and included on their personal
income tax returns in that year, regardless of whether the income is actually
distributed to the owners or reinvested in the firm.36 Pass-through entity
income is not subject to any separate entity-level tax—e.g., there is no
separate tax on partnerships. Income from the other 5 percent of businesses
is subject to the corporate income tax, and that income might then be
subject to taxation a second time on shareholders’ personal tax returns if it
is distributed as a dividend, or if it is realized as a capital gain. Pass-through
entities avoid such “double taxation,” but the tax law only permits
businesses with certain ownership structures to qualify for pass-through
status. The first three rows of table 2.3 present information on each type of
pass-through entity.

As of 2012, 73 percent of all businesses in the United States were sole
proprietorships, that is, businesses owned by just one person (or under
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certain conditions, by a married couple).37 Because on average they are
small (and tend to underreport income—see chapter 5), sole proprietorships
accounted for just 11 percent of all business income reported to the IRS in
the United States in 2012.

Another 10 percent of businesses in 2012, accounting for 30 percent of
reported business income, were partnerships. To qualify as a partnership for
tax purposes, a business can have any number of owners, but shares of
ownership cannot be publicly traded on a stock market or otherwise easily
transferred, unless at least 90 percent of income received by the business is
“qualifying” passive income such as interest, dividends, capital gains, and
rents. A limited liability company (LLC) is an increasingly popular form of
business. Owners of LLCs can choose to have them treated either as
partnerships or S corporations for tax purposes, and in almost all cases they
choose partnership status. LLCs are included in the categories elected by
their owners in table 2.3. In 2012, 65 percent of all partnerships were LLCs,
compared to just 1 percent in 1993.38 LLCs cannot be publicly traded. The
“limited liability” aspect of an LLC means that an owner’s potential for
financial loss due to the actions of the firm is limited to his or her
investment in the firm, and the owner cannot personally be held legally
liable for the actions of other owners. Sole proprietorships and some other
kinds of partnership lack this feature that all corporations have.

The third category of pass-through entity is an “S corporation,” named for
Subchapter S of the Internal Revenue Code. These accounted for 12 percent
of businesses and 18 percent of reported business income in 2012. An S
corporation benefits from limited liability, but is not allowed to have more
than 100 separate owners.39

In the United States, “C corporations” (named for Subchapter C of the
Internal Revenue Code) are the only kind of business subject to the federal
corporate income tax, an entity level tax with graduated marginal tax rates
topping out at 35 percent for the largest corporations. Most of the well-
known, big publicly traded corporations in the United States, such as Wal-
Mart, General Electric, and Ford Motor Company, are C corporations.40

Although just 5 percent of U.S. businesses were C corporations in 2012,
they accounted for 40 percent of all reported business income in that year.41

The design of the U.S. personal income tax has been influenced by efforts
to ameliorate the degree of “double taxation” of C corporation income—
taxation first on the corporation’s profits, and then again on the



shareholders if and when they receive the benefits of those profits via
dividends or realized capital gains. One provision that reduces the degree to
which such profits are double-taxed is that both “qualified” dividends
(mainly dividend payments that originated in C corporations), and long-
term capital gains (defined as gains on assets held for longer than one year)
in excess of capital losses, are taxed at lower rates than “ordinary income”
(which is basically any other type of taxable income). In 2015, these net
capital gains and qualified dividends were subject to a 20 percent marginal
tax rate for the highest-income people who were in the top income tax
bracket (where the marginal tax rate on ordinary income was 39.6 percent),
were exempt from tax for the lowest-income taxpayers who are in the
bottom two tax brackets (where the marginal tax rates on ordinary income
are 10 percent and 15 percent), and were subject to a 15 percent marginal
tax rate in the tax brackets in between (where marginal tax rates on ordinary
income range from 25 percent to 35 percent). Notably, though, the reduced
capital gains tax rates applied not just to gains on C corporation stock,
where the double tax argument applies, but to gains on many other types of
assets as well.

While the measures mentioned above reduce double taxation of C
corporation income, pass-through entities avoid it altogether, which raises
the question of why any firm would choose to be a C corporation. The
major attraction for some firms is that shares of ownership in C
corporations can be publicly traded without restrictions on the types of
income they receive.42 This makes C corporation status a no-brainer for
such companies as Apple or ExxonMobil. But less than 1 percent of C
corporations are publicly traded.43 C corporations benefit from limited
liability, but so too do certain types of pass-through entities. One important
consideration is that personal income tax on income from a C corporation
can be deferred for as long as the income is retained in the business, and
this can be an advantage relative to pass-through status under certain
circumstances, such as when personal income tax rates are higher than
corporate tax rates at the margin (which is the case today for owners of
some small C corporations). Another issue is that certain regulations
restricting the ownership structure of S corporations, and more generally the
fact that pass-through entities must pass income through to owners in the
year it is earned, make businesses that choose pass-through entity status an
unattractive or impractical target for investment by venture capital firms.44



In any event, the percentage of businesses choosing C corporation status
used to be much higher—for example, 14 percent in 1980—and has
declined precipitously since then.45 Top personal tax rates have fallen
significantly since 1980, and requirements to qualify for partnership and S
corporation status have been relaxed, both of which undoubtedly have
influenced the trend away from C corporations.

Regardless of how a business is classified for tax purposes, there are
many commonalities in how the tax system measures business income. In
general, net income of a business is computed by beginning with receipts
and subtracting the costs of doing business, including wages and salaries
paid to employees and allowances for the depreciation of capital goods and
interest payments. Some parts of this calculation, such as depreciation
deductions, deviate significantly from Haig–Simons income. Later in the
chapter we’ll discuss such details and also further explain how the corporate
income tax works.

Issues in Classifying Business Income
Business income can show up in a variety of different guises on personal
income tax returns. How such income is classified can have important
consequences; for example, classification can affect the applicable tax rate.
As noted above, income from shares of ownership in a C corporation is
usually classified as a qualified dividend or a capital gain and subject to
reduced tax rates on personal returns. For pass-through entities, the
character of the income received at the business level is retained at the
owner level. On personal returns, ordinary income received by a nonfarm
sole proprietorship is reported on Schedule C and called “business income”
(we use that term more broadly to refer to the incomes of all types of
businesses) and ordinary farm sole proprietorship income is reported on
Schedule F and called “farm income.” Ordinary partnership and S
corporation income is reported under these names using Schedule E on the
personal tax return. When a pass-through entity receives qualified
dividends, or realizes capital gains on assets that it sells, those are counted
as qualified dividends or capital gains on the personal returns of the owners.
In 2007, 40 percent of net capital gains (less losses) on personal income tax
returns were of this sort. When a person sells an ownership stake in a pass-
through entity, the difference between the sales proceeds and the amount the
person invested in the firm over the years (either directly or through



retained earnings) is included as a capital gain on the owner’s personal tax
return. That accounted for another 5 percent of capital gains (less losses) on
personal tax returns in 2007.46

Business income generally comprises some mixture of capital income and
labor compensation for owners who work for the firm, and in cases where it
is necessary to separate the two, the results are likely to be very inaccurate.
Corporations are required by the tax law to pay “reasonable” wages or
salaries to shareholders who are officers of the firm, and these are reported
as such on personal returns and are deducted from business income.47

“Reasonable” is obviously a difficult concept to define and enforce, and
changing the allocation of an owner’s income between salary and
dividends, or between salary and S corporation income, can have
consequences for tax liability, for example due to double taxation, deferral,
and low dividend and capital gains tax rates in the case of C corporations,
or because S corporation income is not subject to the payroll taxes for
Social Security and Medicare. In the case of sole proprietorships and
partnerships, the law specifies that compensation of owners cannot be
treated as wage and salary income for tax purposes.48 As a result, a large
portion of sole proprietorship and partnership income is probably best
thought of as compensation for the owners’ labor. This usually does not
affect tax liability, because ordinary income from sole proprietorships and
partnerships is treated similarly to wage and salary income by both the
income tax and the payroll tax for Social Security and Medicare. However,
if income flowing through a proprietorship or partnership can be classified
as qualified dividend or capital gain on the owners’ returns, it matters,
because those are subject to lower personal income tax rates than ordinary
income and are exempt from payroll tax. In certain circumstances, that
income might actually represent compensation for labor.

An issue that has gotten a lot of recent attention in the media and politics
is the controversy over the taxation of “carried interest.” Private equity
funds and hedge funds have grown enormously in importance, with the
value of assets in such funds exceeding $2 trillion in recent years.49 Such
funds are usually organized as partnerships for tax purposes. Typically,
investors in the funds (often nonprofits, pension funds, or wealthy
individuals) put up most of the capital, but play no role in managing the
fund, and so are called “limited partners.” The investment managers are
called “general partners,” and put in a small portion of the capital but do all



the work identifying investments and managing the firms. Investment
managers of these funds are usually paid an annual “management fee” that
is a fixed percentage of the value of assets under management, plus a
percentage of the profits of the partnership, which is called the “carried
interest.” So, for example, a private equity fund might buy a struggling
publicly traded corporation, take it private and restructure it, and then sell it
for a profit later; the fund managers would typically be paid an annual
management fee of 2 percent of asset value, plus a carried interest of 20
percent of the realized capital gain upon sale of the assets. The management
fee is taxed as ordinary income, but the carried interest is treated as a capital
gain on the managers’ personal tax returns, because the character of the
income earned by a partnership is passed through to the partners. Thus, the
investment managers can benefit from deferral (the carried interest is not
taxed until the underlying asset is sold), but, more importantly, the carried
interest is subject to the relatively low (no more than 20 percent) personal
income tax rates on capital gains as long as they are long-term gains.
Controversy arises because carried interest looks a lot like compensation for
the investment managers’ labor effort, and so arguably should be taxed at
ordinary income tax rates (up to 39.6 percent in 2015), perhaps without
deferral.

The carried interest issue is further complicated because the tax savings
from treating it as a capital gain instead of as ordinary income might be
exactly offset by lower deductions for, and therefore higher taxes on, the
fund clients (the limited partners). For example, if the investment managers
were paid in ordinary salary instead of in capital gains, that would raise the
tax bill of the investment managers because they pay a higher tax rate on
ordinary income than capital gains, but it could also reduce the tax bill of
the limited partners by the same amount because they’d get to deduct the
wage and salary payment, reducing their ordinary income, in exchange for
realizing more capital gains that are taxed at a lower rate.50 In practice,
however, a large portion of the money invested in such funds comes from
tax-exempt entities such as pensions or nonprofits, so the tax classification
of the general partners’ income has no offsetting effect on the limited
partners’ (nonexistent) tax liability, and treating the carried interest as
capital gain instead of ordinary income definitely reduces taxes overall.51

Classification of income for tax purposes was also an important
consideration in Donald Trump’s tax proposals, and in the tax plan



proposed by House Republicans in June 2016. Trump’s initial tax plan
would have reduced the personal income tax rate on all pass-through entity
income to 15 percent, while taxing ordinary personal income at rates up to
25 percent. This one aspect of his tax plan was expected to cost roughly
$1.5 trillion of revenue over ten years, and would create strong incentives
for people to form pass-through entity businesses and then reclassify their
ordinary income (such as labor income) as pass-through entity income in
order to benefit from the lower tax rate, which could lead to further revenue
losses. When the Trump campaign revised its tax proposal in September
2016, it sent mixed signals about whether this provision would be retained.
Meanwhile, the House Republicans proposed a tax plan in June 2016 that
would cap the tax rate on pass-through entity income at 25 percent, while
taxing ordinary personal income at rates of up to 33 percent.52

Most Capital and Business Income Is Excluded from Personal
Income Taxation
Table 2.4 provides an overall picture of how much capital and business
income is excluded from personal income taxation. It compares, for the
period 1987–2013, the average annual capital and business income in the
economy, measured approximately according to Haig-Simons principles (in
column a), with the average annual amount of such income on personal
income tax returns (in column b), both measured in billions of constant year
2013 dollars.53 We use a multi-year average in order to smooth out large
year-to-year fluctuations in capital and business incomes (especially capital
gains) that can make data from any particular year atypical and misleading,
and we start in 1987 because the structure of the income tax was very
different before then compared to today. The calculations in the table
suggest that over this period only about 25 percent of the real net economic
value of capital and business income showed up on personal income tax
returns. This occurred for all the reasons outlined above—retirement
savings accounts, taxing capital gains on realization, differences between
economic and tax measures of depreciation, etc.—plus additional factors
such as tax evasion (which we’ll cover in chapter 5) and a small amount of
capital or business income accruing to those with incomes too low to file
tax returns.54



Table 2.4 Capital income and business income: amount in the U.S.
economy compared to amount on personal income tax returns, 1987–2013

Sources: Authors’ calculations based on data from Board of Governors of the Federal Reserve
System (2015), U.S. Bureau of Economic Analysis (2015), IRS Statistics of Income—Individual
Income Tax Returns, Complete Report, Publication 1304 (various years), and Parisi (2015).

Note: In the row for property taxes on nonbusiness real estate, column (a) only includes property
taxes on owner-occupied homes, whereas column (b) also includes a small amount of property tax on
other types of nonbusiness real estate.

Realized capital gains (less deductible losses) included in gross income
on personal tax returns averaged $436 billion annually during 1987–2013,
which was 22 percent of the $1.947 trillion annual average of accrued
capital gains (less losses) in the economy during this period. Dividends,
interest income, ordinary income from pass-through entities, market rent,
and royalties averaged $2.790 trillion annually during 1987–2013, and of
this, an average of $967 billion, or 35 percent, was included in gross
income on personal income tax returns (either directly, or indirectly as
income from an estate or trust). As of 2004, only 28 percent of interest
income and 42 percent of dividend income in the U.S. economy were
included in gross income on personal tax returns (data to make such
comparisons for these narrower categories of income are unavailable after
2004).55 The imputed rental value of homes (less depreciation, but before



subtracting interest and property taxes) averaged $638 billion annually, and
was excluded from personal income taxation altogether. An average of $129
billion of property taxes on nonbusiness real estate were deducted in the
calculation of personal taxable income each year, which was actually
slightly larger than the closest available U.S. Bureau of Economic Analysis
estimate of the value of such taxes in the economy. (A small discrepancy
arises here because the estimate in column (a) only includes property taxes
on owner-occupied homes, leaving out property taxes on some other kinds
of nonbusiness real estate that are deductible on personal tax returns and so
are included in column (b)). On average, $387 billion of interest payments
made by persons were deducted annually on personal income tax returns,
which represented about 63 percent of the amount of such personal interest
payments in the economy. Finally, the real value of net worth was eroded by
inflation by an average of $1.066 trillion per year, and no adjustment was
made for this in the income tax.56 All in all there was on average $3.575
trillion of real net Haig–Simons capital and business income in the
economy during 1987–2013, but only $888 billion (25 percent) of such
income was included on personal tax returns.

This estimate actually overstates the degree to which capital and business
income is subject to personal income taxation, because it does not account
for the interest savings to taxpayers from deferring tax on capital gains, or
for the reduced personal tax rates on capital gains and qualified dividends.
On the other hand, some of the capital gains and dividend income shown in
table 2.4 had already been subjected to the corporate income tax. Average
annual C corporation income subject to tax during 1987–2012 was $882
billion per year in constant year 2013 dollars, or 27 percent of average
annual net real economic capital and business income during that period.57

Thus, roughly 54 percent of the real net economic value of capital and
business income was included in some combination of the personal and
corporate income tax bases in the period from 1987 to 2012.58 Some of that
54 percent represents double-counting of the same income, so more than 46
percent was not subject to income taxation at all.

This discussion of excluded capital and business income highlights that
our existing income tax is in fact an awkward hybrid between an income tax
that taxes both labor and capital income, and a piecemeal kind of
consumption tax (which would exempt from tax the portion of capital
income that represents the return to saving). A policy choice that



contributes greatly to this hybrid status is the decision to exclude from
taxation the capital income accruing in pensions and several other types of
saving plans. We turn to these next.

Tax-Favored Saving Plans
The U.S. income tax system contains a wide array of features that exempt
from tax the returns to saving, and these features account for much of the
excluded capital income discussed above. Most tax-sheltered saving for
retirement takes place in two basic types of employer-provided pension
plans—defined-benefit plans and defined-contribution plans. In defined-
benefit plans, employees are promised a fixed level of benefits in retirement
that may, for example, be set at some percentage of the average wage and
salary income that he or she received from the firm in some period of years
preceding retirement. The employer makes regular contributions to a pooled
fund for the whole firm, which are invested in financial assets to
accumulate enough to pay out the benefits. In defined-contribution plans,
by contrast, the employer and usually also the employee make regular
contributions to a specific account for that particular employee. The worker
generally has some choice of how the funds are invested, and the amount of
money that is available on retirement depends on the value of the worker’s
particular accounts by the time he or she retires. Some examples of defined-
contribution pensions are 401(k) plans (used in the for-profit sector) and
403(b) plans (used in the nonprofit and public sectors), named after the
sections of the tax code that detail their special status.

Generally, employer contributions to pension plans are deductible in the
calculation of the employer’s business taxable income in the same way as
wages and salary payments are, but these contributions are not included in
the gross income of the employees. Limits have been placed on the amount
of income that can receive this favorable tax treatment, however. For
defined-contribution plans, there is an annual limit (adjusted for inflation
every year) on the combined employer and employee contribution that can
be made to any particular individual’s account, which was set at $53,000 in
2015. For a defined-benefit plan, the amount of tax saving is effectively
limited by setting a maximum annual benefit that may be paid out in
retirement (also adjusted for inflation), set at $210,000 in 2015.59 In either
type of plan, when benefits are eventually received in retirement, any
portion that was not subject to income tax previously is then included in



gross income and taxed under the personal income tax. Thus, the retirement
benefit part of worker compensation is not completely exempt from tax, but
rather the taxation is deferred until retirement.

If the marginal tax rate that applies to the disbursements from the plan
during retirement was about the same as the marginal tax rate that applied
when the contributions were made, taxing the payments that pension plans
make to retirees would roughly offset the benefits of excluding from tax the
contributions into the pension plans in the first place. But for most people
the marginal tax rate is lower during retirement than during their working
years. The more consequential deviation from Haig–Simons income
measurement is that the interest, dividends, and capital gains that
accumulate in the pension plans are excluded from taxation while they
accumulate, thereby exempting the returns to saving from personal income
taxation altogether.

Individual retirement accounts (IRAs) provide another method of
sheltering capital income from taxation. As of 2015, each individual could
contribute up to $5,500 ($6,500 for those of age 50 or over) to an IRA, with
the limits to be adjusted for inflation in subsequent years.60 There are now
three general classes of IRAs. In all three cases, interest, dividends, and
capital gains that accumulate in the account are excluded from taxation
from the time of contribution until the time of withdrawal. The three
approaches differ with regard to the tax treatment of contributions and
withdrawals from the IRA. In a “traditional” IRA, the income used to make
the contribution to the account is excluded from tax, and all withdrawals
from the account are subject to tax. If an individual or his or her spouse is
covered by an employer-provided pension, eligibility for traditional IRAs is
phased out above certain levels of income. In a “Roth” IRA, no deduction is
allowed for contributions, but returns and withdrawals are excluded from
tax. Eligibility for these is also phased out at higher levels of income. Those
who are ineligible for either of the other two types of IRAs can contribute
to “nondeductible” IRAs, where the income used for the contribution
cannot be excluded from tax, and the withdrawals of any funds above and
beyond what was contributed are also subject to tax. In all cases, penalties
are imposed if withdrawals are made before age 59½, unless the funds are
used for certain approved purposes such as first-time home purchases and
some education and medical expenditures.



The above discussion only scratches the surface in terms of the array of
tax-favored savings options available and their complex rules. For example,
recent years have seen the introduction of a number of tax-favored savings
plans for education, including education IRAs. The salient point for now is
simply that these plans are a major reason that our “income tax” is in some
ways not a tax on income after all, and is especially generous toward capital
income accumulating in retirement savings vehicles.

From Gross Income to Personal Income Tax Liability
Table 2.5 displays, for the year 2013, the total amount of gross income
reported on personal income tax returns, its major components, the
deductions and exemptions that are subtracted from gross income to get to
taxable income, and then the additional steps involved in calculating
personal tax liability or refund, along with their dollar values and
percentages of gross income. Going step by step through the list of items
that get us from gross income to tax liability provides a helpful overview of
the most basic features of our personal income tax code.



Table 2.5 From gross income to tax liability in the U.S. personal income
tax, 2013

Billions
of
dollars

Percentage of
gross income

A. Gross income reported on personal income
tax returns

9,244 100.0

A1. Wages and salaries 6,627 71.7
A2. S-corporation, partnership, and sole
proprietorship income

873 9.4

A3. Capital gains less losses 416 4.5
A4. Dividends 191 2.1
A5. Taxable interest 79 0.9
A6. Taxable pension, annuity, and IRA
distributions

866 9.4

A7. Taxable Social Security benefits 245 2.7
A8. Other components of gross income (net) −52 −0.6
B. Above-the-line deductions (adjustments) 133 1.4
C. Adjusted Gross Income (A−B) 9,111 98.6
D. Itemized Deductions 1,135 12.3
D1. Taxes paid 486 5.3
D2. Interest paid 308 3.3
D3. Charitable contributions 179 1.9
D4. Medical and dental expenses 82 0.9
D5. Other itemized deductions 80 0.9
E. Standard deductions & personal
exemptions (less unused deductions and
exemptions)

1,566 16.9

F. Taxable income (C−D−E) 6,410 69.3
G. Ordinary income tax 1,271 13.8



Billions
of
dollars

Percentage of
gross income

H. Alternative minimum tax 23 0.2
I. Income tax before credits (G+H) 1,294 14.0
J. Tax credits (including portions that offset
other taxes and refundable portions)

173 1.9

J1. Earned Income Tax Credit 69 0.8
J2. Child Tax Credit 56 0.6
J3. Other credits 48 0.5
K. Income tax minus credits (I−J) 1,121 12.1

Source: Authors’ calculations based on preliminary data from Parisi (2015).
Note: Line A2 is net income less loss, and includes both nonfarm and farm businesses.

Components of Gross Income
After the various exclusions discussed above, the amount of gross income
reported on personal income tax returns totaled $9.24 trillion in 2013. The
major constituents of gross income, shown in panel A of table 2.5, are wage
and salary income (71.7 percent of the total), income from pass-through
entities (9.4 percent), capital gains less losses (4.5 percent), dividends (2.1
percent), interest (0.9 percent), pension, annuity, and IRA distributions (9.4
percent) and Social Security benefits (2.7 percent).

Deductions and Exemptions in the Personal Income Tax
After adding up the components of gross income, the next step in the tax
calculation process is to compute and then subtract a variety of deductions
and exemptions. A total of $2.834 trillion of such deductions and
exemptions (the sum of items B, D, and E in table 2.5) were subtracted
from gross income in 2013, leaving taxable income of $6.410 trillion, or
about 69.3 percent of gross income (see panel F of table 2.5).

The first set of deductions are “above-the-line deductions” (also known as
“adjustments”), which totaled $133 billion, or 1.4 percent of gross income,
in 2013. A few examples of above-the-line deductions include contributions
to IRAs, unreimbursed expenses of moving to a new job, health insurance



costs of self-employed people, interest on student loans (tax-deductible for
people with incomes below a certain level), and fees for higher education
(deductible up to $4,000 in 2014 for households with incomes below certain
levels—a provision that is scheduled to expire after 2016, but could be
extended).61 Gross income minus above-the-line deductions yields
“adjusted gross income” (AGI), which was $9.111 trillion in 2013.

Next, taxpayers have the choice of claiming the larger of two options:
itemized deductions, or a standard deduction that differs depending on one’s
filing status—single, head-of-household (single parent), or married filing
jointly. The higher their income, the more likely it is that taxpayers’
itemized deductions exceed the standard deduction. In 2013, only 21
percent of those with AGI below $100,000 chose to itemize, while 83
percent of those with AGI above $100,000 did.62 Altogether, itemized
deductions reduced the tax base by $1.135 trillion, or 12.3 percent of gross
income, in 2013 (see panel D of table 2.5).

The largest itemized deduction, for state and local taxes, amounted to
$486 billion, or 5.3 percent of gross income, in 2013. State and local
income taxes and property taxes are deductible. Since 2004, taxpayers have
been able to take a deduction for the larger of their state and local sales
taxes or their state and local income taxes (but not both), a provision that
was scheduled to expire and then extended multiple times before being
made permanent in 2015.63 The next largest itemized deduction, for interest
payments, totaled $308 billion in 2013, or 3.3 percent of gross income,
$293 billion of which was home mortgage interest. A taxpayer can deduct
interest on up to two homes with a total value of up to $1 million. One can
also deduct up to $100,000 in interest on home equity loans (second
mortgages), the money from which can be used for any purpose.64 Interest
payments on credit cards and other consumer debt, such as automobile
loans, however, are not deductible. Interest used to finance investments can
be deducted but only to the extent that it offsets investment income.

Contributions to qualifying charitable organizations are the next largest
deduction, amounting to $179 billion, or 1.9 percent of gross income, in
2013. Medical and dental expenses are deductible to the extent that they
exceed 10.0 percent of AGI (or 7.5 percent of AGI for those aged 65 or
above until 2017).65 In 2013 the deductible portion amounted to $82
billion, or 0.9 percent of gross income. An array of minor itemized
deductions comprised another $80 billion, or 0.9 percent of gross income.



These included, among other things, unreimbursed employee expenses
(such as travel costs), casualty and theft losses, gambling losses, and tax-
preparation fees. For taxpayers with AGI above certain thresholds
($250,000 for singles, $275,000 for heads of household, and $300,000 for
married couples filing jointly in 2013, with thresholds indexed for inflation
in subsequent years), some itemized deductions are subject to a limitation
provision. Under this provision earning more income reduces the amount of
deductions one can take, which in most cases amounts to a tax on AGI
above the threshold. A provision roughly like this, but with lower income
thresholds, existed from 1991 through 2009, was eliminated during 2010
through 2012, and then restored with higher income thresholds starting in
2013.

Table 2.6 Dollar values of personal exemptions and standard deductions,
2015

Source: Internal Revenue Service (2014a).

Those who do not itemize deductions can take a standard deduction,
which as shown in table 2.6 in tax year 2015 was $12,600 for married
taxpayers filing joint returns, $9,250 for a single-parent head of household,
and $6,300 for a single person. These deduction levels are somewhat higher
if the taxpayer is elderly or blind. In addition, a personal exemption—equal
to $4,000 in 2015—is allowed for each member of the taxpayer’s family.
The standard deduction and personal exemption are automatically increased
at the rate of inflation each year to keep their values constant in real terms.
Because of personal exemptions and standard deductions, a certain amount
of income can be received before any tax is owed, as if there were an extra
tax bracket at the bottom of the income scale, within which the tax rate is
zero. For example, for a married couple with two children, the first $28,600
(the standard deduction of $12,600 plus four exemptions of $4,000 each) of
income is exempt from income taxation. This effectively eliminates any



positive income tax liability for low-income families and also contributes to
the graduated nature of tax rates for those who do pay taxes, which we
discuss next. In 2013 and later years, the benefits of personal exemptions
are gradually phased out for taxpayers with AGI above the same thresholds
used for the itemized deduction limitation discussed above.

Personal Income Tax Rate Structure
Once you’ve gone through all the hoops to get to taxable income, the next
step of calculating tax liability (before tax credits) is usually pretty
straightforward. Tax software calculates it automatically. People who don’t
use software look up how much they owe based on a table in the instruction
booklet. The tax rate schedule applies successively higher tax rates to the
portions of taxable income that fall into higher and higher tax brackets
(which, as noted above, is sometimes called a “graduated” tax rate
structure). The 2015 tax rate structure is shown in table 2.7. Note that there
are separate rate structures depending on the tax return’s filing status.
Almost every return falls into one of three filing statuses: married filing
jointly, single, or “head of household” (the last of which generally applies
to single parents). In most cases, a married couple filing jointly will pay less
tax on the same taxable income than a single taxpayer, with a head of
household filer being somewhere in between.66

Table 2.7 Brackets and statutory marginal rates in the personal income
tax, 2015

Source: Internal Revenue Service (2014a).

In 2015, the seven official tax brackets for each filing status shown in
table 2.7 featured rates that started at 10 percent on the first dollars of



taxable income and gradually rose all the way up to 39.6 percent at higher
levels of taxable income; recall, though, that personal exemptions and the
standard deduction effectively created another bracket (shown in table 2.6)
with a zero tax rate on the first dollars of AGI, before we even got to
taxable income. The dollar amounts that form the dividing point between
each tax bracket are increased each year by the rate of inflation to prevent
inflation from pushing people into higher tax brackets over time (bracket
creep).

To illustrate how the tax calculation works, consider the example of a
married couple that takes the standard deduction, has two children, has no
above-the-line deductions, and has a gross income of $100,000 in 2015.
First, $28,600 (the sum of personal exemptions and the standard deduction)
is subtracted off (see table 2.6), leaving a taxable income of $71,400.
Although, as the third column of table 2.7 shows, this family is “in” the 15
percent bracket, their tax liability is much less than 15 percent of their
income. Rather, they pay no tax at all on their first $28,600 of income, 10
percent on their next $18,450 of income (which is the first $18,450 of
taxable income) and 15 percent on taxable income between $18,450 and
$71,400, for a total tax bill of $1,845 + $7,942.50 = $9,787.50.

This example illustrates a critically important conceptual issue—the
distinction between an average tax rate and a marginal tax rate. The
marginal tax rate is defined as the tax rate that would apply to the next few
dollars of income you could earn, given the income you already have. In the
case of the family in this example, it is 15 percent; if their taxable income
increased by $100 from $71,400 to $71,500, their tax liability would
increase by $15. This is the tax rate that should affect any marginal
decisions that change taxable income; for example, working an extra hour
at $12 an hour before tax only yields $12 x (1–0.15) = $10.20 after tax.

The average tax rate is defined as total tax liability expressed as a
percentage of some measure of total income. As a share of gross income,
this family’s average tax rate is (9,787.50/100,000), or about 9.8 percent,
significantly lower than the 15 percent marginal tax rate. The graduated rate
structure, together with the personal exemptions and standard deductions,
make our income tax progressive, meaning that average tax rates are
generally higher for people with higher incomes. For example, repeating the
above example for the same family with $200,000 of gross income would
yield a tax liability of $35,043.50. This is considerably more than twice the



tax liability on $100,000 of gross income and amounts to an average tax
rate of 17.5 percent.67

A common misconception about the tax-rate schedule is that moving to
the next (higher) bracket can trigger so much extra tax that after-tax income
actually declines, and that it is therefore especially important to avoid
crossing into the next bracket so as to escape this extra tax liability. In fact
this is not how things work, because the marginal tax rates apply only to the
income within that bracket. For example, a married couple with $74,900 of
taxable income is at the top end of the 15 percent bracket. Earning one more
dollar pushes that couple into the 25 percent bracket but increases tax
liability by only 25 cents; earning that extra dollar thus increases after-tax
income by 75 cents. Thus there is no particular reason to avoid decisions
that push you into a higher tax bracket.

The true structure of marginal tax rates is actually a bit more complicated
than is implied by the “statutory” rates shown in table 2.7. One reason is
that myriad provisions “phase out” the benefits of various exemptions,
deductions, exclusions, and credits as income increases over certain ranges
of income. In most cases, the impact of these phaseouts is more or less
identical to what would happen if we just increased marginal tax rates by a
bit over those same income ranges. For example, in 2015, phaseouts of
personal exemptions and itemized deductions typically raised the effective
marginal tax rate on a married couple with two children and $380,000 of
AGI from 33 percent to 38.2 percent.68 Other examples of provisions that
are phased out for people with higher incomes include certain exclusions
(such as one for Social Security benefits) and deductions (such as those for
IRA contributions and student loan interest), as well as various credits
discussed below.69 In addition, the returns of taxpayers who have capital
gains income or qualified dividends are subject to some additional
complicated calculations at the stage of computing tax liability, in order to
apply special reduced marginal tax rates to those two types of income.

Applying tax rates to taxable income in the manner described above, and
adjusting for special tax rates on capital gains and dividends, yields
“ordinary” income tax liability, which in 2013 totaled $1.271 trillion, or
about 13.8 percent of gross income (see panel G of table 2.5). For many
people, however, the process of computing income tax does not end here.
Additional steps, including computation of the alternative minimum tax and
various tax credits, have become increasingly important in recent years.



The Personal Alternative Minimum Tax
The alternative minimum tax (AMT) is essentially a second, parallel
income tax that requires many taxpayers to calculate (or have their tax
software calculate) an alternative definition of taxable income, subtract an
AMT-specific exemption, and then apply a separate AMT tax rate schedule.
AMT taxable income disallows all personal exemptions, the standard
deduction, the itemized deduction for state and local taxes, a portion of the
medical and dental expense deduction, and miscellaneous deductions. It
also requires recalculating business income using different rules for things
such as depreciation, and treats income from the exercise of stock options
differently than the regular tax system, among other things.

The AMT tax bracket structure provides an exemption that depends on
marital status (which is phased out at higher income levels), and then
imposes a tax rate of 26 percent on the first $185,400 of AMT taxable
income above the exemption and 28 percent on amounts beyond that in
2015 (indexed for inflation in subsequent years). In 2015, the AMT
exemption amounts were $83,400 for a married couple filing a joint return
and $53,600 for an unmarried filer (indexed for inflation). The AMT
exemption is gradually phased out for those with AMT taxable income
(before subtracting the exemption) above thresholds of $158,900 (for joint
returns) or $119,200 (for unmarried taxpayers); these thresholds are also
indexed for inflation.70 This exemption phaseout effectively raises the AMT
marginal tax rate to 32.5 percent or 35 percent over certain income
ranges.71 The calculation of AMT is adjusted to preserve the same reduced
marginal tax rates on capital gains and qualified dividends that apply in the
ordinary income tax. If the AMT tax liability thus calculated is larger than a
taxpayer’s “ordinary” tax liability calculated as described above, the
difference is added to the tax bill. Effectively, each taxpayer must pay the
greater of either the tax liability under the AMT or the regular income tax.
In 2013, about 4 million taxpayers were subject to the AMT, which
represented 2.7 percent of all returns filed, and it raised about $23 billion in
tax revenue.72

Credits in the Personal Income Tax
For many people, the next step in the process of computing personal income
tax is to calculate and apply tax credits. Recall that exemptions, deductions,



and exclusions all decrease taxable income, which lowers tax liability only
by the amount of the reduction in taxable income times the marginal tax
rate. For example, when taxable income falls by $100, tax liability for
someone in the 25 percent tax bracket declines by $25. In contrast, a tax
credit directly reduces tax liability dollar for dollar, so its value does not
depend on the marginal tax rate.

In recent years credits have proliferated dramatically in the tax code. In
2013, the total value of personal income tax credits was $173 billion, which
reduced net personal income tax revenue from 14.0 percent to 12.1 percent
of gross income (see panels I, J, and K of table 2.5). The largest of all
credits is the Earned Income Tax Credit (EITC), which is a program
intended to improve the work incentives and well-being of the working
poor. The basic idea of the EITC is to subsidize earnings from work (in part
offsetting disincentives to work caused by payroll taxes and some other
government programs) by offering a tax credit for every dollar earned up to
a certain level. To limit the benefits to low-income households, the EITC
phases out after a certain income threshold is reached.

Unlike almost all of the other credits in the personal tax system, the EITC
is “refundable,” meaning that if it is larger than your total tax bill, you get a
check for the difference. In 2013, the total dollar value of the EITC was $69
billion (see panel J of table 2.5). Of that, only about $1.3 billion was used to
offset income taxes, $7.9 billion was used to offset other taxes reported on
the personal income tax form (such as Social Security and Medicare tax on
self-employment and tip income), and $60.3 billion was refundable.73

Although technically part of the tax system, the EITC as of 2009 paid out
more in benefits, and removed more children from poverty, than any other
single government cash- or nutrition-based assistance program targeted to
the poor. On the other hand, in that year the EITC still cost considerably
less than Medicaid (the federal-state health care program for the poor) or
unemployment insurance (which is not targeted specifically to the poor).74

The EITC is relatively small for childless taxpayers, and increases in
value for each “qualifying” child that a taxpayer has, up to three. To be a
qualifying child for purposes of the EITC, a child must: live more than half
the year with the taxpayer; be under age nineteen, or under age twenty-four
but a student who is younger than the taxpayer, or permanently and totally
disabled; meet a relationship test; and not file a joint tax return unless it is
solely to claim a refund.75 In 2015, a married couple with three qualifying



children received 45 cents of Earned Income Tax Credit for every dollar
earned from work over the range of annual work income between $1 and
$13,870. Between $13,870 and $23,630 of work income, the family
received the maximum available credit of $6,242. The credit was then
phased out gradually at a rate of 21.06 cents per additional dollar earned
between $23,630 and $53,267.76 In the phase-in range of up to $13,870 of
income, the EITC provided a 45 percent subsidy to working. But in the
phaseout range, the credit declined by 21.06 cents for each dollar earned, so
that the EITC added 21.06 percent to the effective marginal tax rate on
working. Thus, some taxpayers in the 10 percent statutory tax bracket
actually faced a 31.06 percent marginal income tax rate because every
additional dollar earned generated both an additional 10 cents of tax
liability and also a cutback of 21.06 cents in the EITC. Because the credit is
always positive, it always makes working more attractive relative to not
working at all. But because for some people in the phaseout range it
increases their marginal tax rate, it can actually have negative effects on
incentives regarding how much to work.

Also of note is the Child Tax Credit, which was introduced in 1997. In
2015, this credit reduced a family’s tax liability by $1,000 for each
qualifying dependent child under age seventeen. Child Tax Credits are
gradually phased out at higher income levels (starting at $110,000 for
married couples). For those with incomes too low to face any tax liability,
the Child Tax Credits are refundable to the extent of 15 percent of the
amount by which earned income exceeds $3,000. Child Tax Credits were
worth $56 billion in reduced tax liability and refunds in 2013 (see panel J of
table 2.5).

The EITC and Child Tax Credit, together with personal exemptions and
the standard deduction, contribute greatly to the progressivity of the tax
system. Considering all four of these provisions together, in 2015 a married
couple did not have a positive income tax liability until family income
reached $49,187 if they had two qualifying children under seventeen, or
$58,750 if they had three such children. Largely because of the EITC, many
of the lowest-income families effectively face negative average income tax
rates—they get money from the government.

The long and growing list of other tax credits in effect as of 2015
included a credit for a portion of certain expenditures on care for a child or
other dependent, such as payments to a day care center. This applied to



children under age thirteen and sometimes to other family members who are
unable to care for themselves. The American Opportunity Tax Credit, which
was enacted in 2009 as a temporary measure and then made permanent in
2015, provided a partially refundable credit of up to $2,500 per eligible
student per year for educational expenditures on the first four years of post-
secondary education, and the Lifetime Learning Credit provided a
nonrefundable credit of up to $2,000 per return for post-secondary
educational expenses as of 2015. They could not be claimed in the same
year for the same student, and eligibility was phased out at higher income
levels. The Saver’s Credit provided up to 50 cents of tax credit for every
dollar, capped at $1,000, contributed to an IRA for relatively low-income
households, as of 2015. These and other credits not already mentioned
above amounted to another $48 billion in combined reduced tax liability
and refunds in 2013 (see panel J of table 2.5).

More on Taxation of Business Income and the Corporate
Income Tax
In our introduction to income taxation of capital and business income
earlier in the chapter, we noted that as of 2012, 95 percent of businesses in
the United States were pass-through entities, where all income is allocated
directly to owners and included on their personal income tax returns, while
5 percent of businesses were C corporations subject to the corporate income
tax (see table 2.3). In this section, we discuss the details of how taxable
income is measured for both types of businesses, and lay out the basic
features of the corporate income tax.

Defining the Business Tax Base
Broadly speaking, the net income for tax purposes of a business is the
proceeds from its sales minus the costs of doing business. The costs of
many inputs to production are deductible in the year of purchase or when
the items they produce are sold. These include wages, salaries, and benefits
for employees; the costs of material inputs; taxes paid to state and local
governments; employer contributions to Social Security; costs of repairs;
advertising costs; and many other miscellaneous expenses. The tax
treatment of the costs of investment in capital goods—durable equipment
and buildings—is, however, a bit more complicated.



Depreciation Allowances
The costs of investing in capital assets, such as productive machinery and
buildings, are generally not deducted in full at the time of purchase,
although in recent years some notable exceptions to this rule have been
enacted, which we will explain later. Usually, in accordance with the
economist’s concept of income described earlier, a depreciation deduction is
allowed instead. Recall that in principle depreciation is the decline in value
of an asset, such as a factory building or a machine, that occurs as the asset
wears out or becomes obsolete. In practice a firm can deduct a portion of
the capital asset’s purchase price every year for several years until
eventually the full purchase price has been deducted. Spreading the
deduction out over time is generally less favorable to the firm than allowing
a full deduction at the time of purchase because the tax savings from an
immediate deduction can be invested and accumulate interest: it’s better to
have the tax saving sooner rather than later.

Accurately measuring the depreciation of a capital good—its decline in
value—is difficult and would be feasible only in cases where active markets
for used capital goods exist. In this case, a business would deduct the
difference in the market price between, say, a two-year-old combine and a
three-year-old one.77 The depreciation allowances provided in the tax code
are rough approximations of the average changes in value for broad
categories of capital equipment and structures. For instance, all equipment
is assigned to one of six categories of useful life—three, five, seven, ten,
fifteen, or twenty years. In addition, Congress periodically enacts
provisions that intentionally accelerate depreciation schedules to encourage
investment.

As an example of how the depreciation rules usually work, consider a
large corporation that in 2007 (the most recent year without any special
temporary accelerated depreciation incentives) paid $1,000 for a
photocopier. Tax law assigns a five-year life to a photocopier. Using a
convention that a capital asset is placed in service in the middle of the first
year, the firm is allowed to deduct $200 in the first year (2007 in this
example), and in subsequent years can deduct $320, $192, $115.20,
$115.20, and $57.60.

Tax laws enacted in response to the past two recessions made dramatic
but supposedly temporary increases to the portion of the cost of investment



that could be deducted in its first year of use, an approach known as “bonus
depreciation.” For example, a law enacted in 2010 allowed the entire cost of
investment to be deducted immediately (an approach known as
“expensing”), applying to investment purchased and put into service after
September 8, 2010, and before January 1, 2012. It also allowed 50 percent
of the cost of investment taking place in 2012 to be deducted in the first
year, with the remaining 50 percent deducted according to the normal
depreciation deduction schedules like those discussed in the previous
paragraph. A law enacted at the beginning of 2013 extended the 50 percent
first-year bonus depreciation to investments made through the end of 2013,
a 2014 law extended it again to the end of 2014, and a law enacted in
December 2015 extended it through the end of 2019, or 2020 for certain
narrow classes of long-lived and transportation-related assets. Most, but not
all, types of business investment were eligible for bonus depreciation,
including among other things tangible business property with a life of 20
years or less.78

Small businesses (technically, businesses that do not make large amounts
of investment) have long been eligible to expense the cost of a limited
amount of investment, and this amount was increased dramatically, but
supposedly temporarily, in recent efforts to fight recessions. A law enacted
in December 2015 made permanent the most recently enacted increase in
generosity of expensing provisions for small businesses, which had
previously been scheduled to expire. In 2015, businesses could expense up
to $500,000, reduced by the amount that investment exceeded $2 million,
and both of those figures will automatically be adjusted in future years to
keep up with the rate of inflation.79

Deductibility of Interest and Double Taxation
If a business raises money by borrowing, the interest payments it pays to
the lenders—the providers of capital—are generally deductible as a cost of
business from its taxable income in the year they are made. So business
proceeds that are paid out in the form of interest escape taxation at the
business level. Interest receipts may be taxable income to the recipient
under the individual income tax, although as noted above, the vast majority
of interest income is excluded from personal income taxation through
various means (such as pensions).



In contrast, when a C corporation raises money by issuing shares, the
returns to the providers of capital (i.e., the shareholders)—in the form of
dividends and capital gains—are not deductible from the corporate tax base.
Thus, for C corporations there is a stark difference between the tax
treatment of the two basic ways that firms raise money. One implication is
that C corporation income that is distributed as dividends or retained within
the firm (which presumably pushes up stock prices) may be subject to tax at
two levels—once at the corporate level and then again at the personal level
when distributed to shareholders as dividends or realized in the form of a
capital gain. Recall, though, that only a small portion of capital gains and
dividends is taxed under the personal income tax, and then they are
generally taxed at a rate capped at 20 percent. As noted above, pass-through
entities avoid so-called double taxation of business income altogether.

To the extent that it occurs, the double taxation of income from C
corporations has several troublesome consequences. It can produce a very
high combined marginal tax rate on saving and investment done in C
corporations, it creates economically inefficient, uneven taxation of
investment done in C corporations versus other types of businesses, it
distorts decisions about which organizational form of businesses to adopt,
and it creates an incentive to finance investment through debt (the selling of
bonds) rather than equity (the selling of shares), as double taxation
potentially applies only to the returns to the latter. We’ll explore these
problems and possible solutions to them in chapter 6.

Corporate Tax Rate Structure and the Size Distribution of C
Corporations
The U.S. corporate income tax applies the tax rate structure shown in table
2.8 to a measure of taxable income. Unlike the personal tax rate schedule,
there is no exempt level of income. The marginal tax rate is 15 percent for
any taxable income below $50,000, 25 percent for taxable income between
$50,000 and $75,000, 34 percent for taxable income between $75,000 and
$100,000, and 35 percent for taxable income above $18,333,333. There is a
complicated pattern of marginal tax rates, ranging between 34 and 39
percent, for taxable incomes between $100,000 and $18,333,333, which
mainly reflects the fact that the benefits of low tax rates in the lower
brackets are phased out over certain income ranges so that for corporations



with income in the top bracket, both the average and marginal tax rate on
taxable income is 35 percent.

Table 2.8 Brackets and marginal tax rates in the corporate income tax,
2015

Taxable income range ($) Marginal tax rate
0–50,000 15%
50,000–75,000 25%
75,000–100,000 34%
100,000–335,000 39%
335,000–10,000,000 34%
10,000,000–15,000,000 35%
15,000,000–18,333,333 38%
above 18,333,333 35%

Source: Internal Revenue Service (2015n) and Joint Committee on Taxation (2015a).

Most C corporations are relatively small, but a tiny minority of very large
C corporations account for almost all of the taxable income and tax revenue
of the corporate income tax. In 2012, 41 percent of C corporations had
business receipts of less than $100,000, and 66 percent had business
receipts of less than $500,000. Just 1.2 percent of C corporations had
business receipts of $50 million or more, but they accounted for 94 percent
of income subject to corporate tax and 92 percent of corporate income tax
liability after credits. In 2012, 94 percent of all C corporations had
corporate income tax liability after credits of less than $15,000, and the vast
majority of those faced statutory marginal tax rates of 0, 15, or 25 percent.80

All of the remaining 6 percent of C corporations faced statutory marginal
tax rates of 34 percent or above, and these firms accounted for 97 percent of
income subject to corporate tax, and 99.6 percent of corporate income tax
after credits. Thus it is true that, while most C corporations face marginal
tax rates of 25 percent or less, most C corporation income is subject to a
marginal tax rate of 34 percent or more.81

Business Tax Credits



The income tax code allows a wide variety of business tax credits, most of
which can be used by both C corporations and pass-through entities (in the
case of S corporations and partnerships, the credits are computed at the
business level and then allocated among the owners). An important example
is the tax credit for certain expenditures on research and experimentation
(R&E). The basic credit is 20 percent of the amount by which qualified
research expenditures exceed an average base level for that firm, although
two other alternative methods of computing the credit are also available.
The R&E credit was for a long time technically a temporary provision, but
since its original enactment in 1981 it had been “temporarily” extended
sixteen times.82 A law passed in December 2015 finally made the R&E
credit permanent.83 Investment tax credits have been in effect numerous
times since 1962, although the latest version was repealed in 1986. These
credits reduced tax liability by a certain percentage for every dollar of new
investment spending on capital equipment, and in their time were used to
stimulate investment during economic downturns, much as accelerated, or
bonus, depreciation has been used in more recent years. There are over
twenty-five other, relatively minor, business tax credits, such as for
investment in low-income housing and testing expenses for orphan drugs.84

Corporate Alternative Minimum Tax and Treatment of Losses
Like the similarly named tax that applies to individuals, the corporate tax
system has its own alternative minimum tax (AMT), which is intended to
prevent apparently profitable corporations from reducing their taxes “too
much.” The AMT applies a lower tax rate (20 percent) to a broader
definition of net income, involving less generous depreciation and
accounting rules. Firms then pay the larger of the AMT or the regular tax.
In 2011, this provision affected only 0.7 percent of C corporation tax
returns and raised just $3 billion in revenue, which amounted to 1.6 percent
of total corporate income tax after credits.85

If, after subtracting out all the deductions and allowances, a corporation
has a net loss, the company does not automatically receive a refund check
from the IRS. Instead, it can carry that loss either forward or backward to a
limited number of other years to offset positive taxable income earned in
those years.



Treatment of International Income of Corporations
In principle, a corporation based in the United States owes U.S. tax on all of
its income, regardless of where in the world it earns its income. However,
because other countries will also levy tax on income earned within their
borders, to avoid a punitive second layer of tax the U.S. tax system allows
U.S. corporations a limited credit for income taxes paid to foreign
governments, called the foreign tax credit.

The mechanics of the foreign tax credit are as follows. If a corporation
based in the United States has operations in foreign countries, it pays
corporate tax on the profits earned abroad directly to the foreign
governments. If the sum of all these tax payments is less than the U.S. tax
liability that would have been owed on those profits, the corporation pays
the difference to the United States. In effect, the company pays the total
U.S. tax due on the income earned abroad and then subtracts the credit for
foreign taxes already paid on that income. If, on the other hand, the sum of
tax payments to foreign governments is greater than what the U.S. tax
liability would have been on those profits, the corporation’s foreign tax
credit is capped at what the U.S. tax liability would have been. So if a firm
invested mostly in low-tax countries, it would pay (in total to foreign
countries and the United States combined) the U.S. tax rate, but if it
invested mostly in high-tax countries, it could pay more than the U.S. rate.

There’s a catch, though, to this story, and it turns out that U.S.
corporations can reduce their tax burdens by investing in low-tax countries
after all. First, if a company based in the United States owns a subsidiary in
a foreign country, no U.S. tax is paid on the subsidiary’s profits until those
profits are sent back to the U.S. parent company as dividend payments.
Thus, the parent company can defer paying the difference between the U.S.
rate and a low-tax country’s rate indefinitely by having the subsidiary keep
reinvesting its profits within the foreign country. Moreover, complicated
accounting devices can be used to make the profits of the subsidiary in the
low-tax country look larger than they really are and make the profits of the
U.S. parent company look smaller. For example, the subsidiary located in a
low-tax country could sell items to the parent company at an inflated price.
The IRS has rules designed to minimize such practices, but they are hard to
enforce, especially when the transactions between related corporations
involve difficult-to-value intangible commodities, such as patents. We
consider this issue and its consequences in greater depth in chapter 5.



Social Security and Medicare Taxes

Social Security and Medicare taxes together represent the second most
important source of revenue for the U.S. federal government after the
personal income tax, raising revenue equal to 5.8 percent of GDP in 2014
(compared to 8.1 percent of GDP for the personal income tax).86 The
payroll tax for Old Age, Survivors, and Disability Insurance (OASDI, the
official name for the Social Security cash benefit program) is 12.4 percent
of the total of wages, salaries, and self-employment income below a
“maximum taxable earnings level” (equal to $118,500 in 2015 and adjusted
by the average rate of wage growth each year), with no tax above that
level.87 The payroll tax for the Medicare Hospital Insurance (HI) program
consists of two parts. First, there is a tax of 2.9 percent of all wages,
salaries, and self-employment income, with no cap. Second, as of 2013
there is a tax of 0.9 percent of combined wage and salary and self-
employment income that exceeds $250,000 for a married couple filing a
joint income tax return or $200,000 for an unmarried taxpayer, which was
enacted as part of the Affordable Care and Patient Protection Act of 2010
(ACA), popularly known as “Obamacare.” The 12.4 percent OASDI and
2.9 percent HI taxes are nominally split half and half between employer and
employee (although for most employees the employer remits both portions
to the IRS), while self-employed people are responsible for remitting the
entire tax themselves. Employees and the self-employed are responsible for
the new 0.9 percent HI tax themselves, but in the former case the extra tax
will usually be withheld and remitted by the employer as well.88

The ACA also introduced, for the first time, a 3.8 percent Medicare HI
tax on the amount of “net investment income” that is included in gross
income on personal income tax returns. This new tax only applies to people
with income exceeding thresholds of $250,000 (for married couples filing
jointly) or $200,000 (for unmarried taxpayers). “Net investment income”
includes most forms of capital income included on the personal income tax
return, such as capital gains, dividends, royalties, and rents, as well as
business income from pass-through entities when the business is a “passive
activity” of the taxpayer (that is, the taxpayer does not materially participate
in the conduct of the business).89 Together with the provisions of the



American Taxpayer Relief Act of 2012 (the deal to avert the “fiscal cliff”
which was enacted at the beginning of 2013), this increased the top federal
marginal tax rate on capital gains and qualified dividends, considering both
personal income tax and Medicare tax, from 15 percent (the rate that
prevailed from 2003 through 2012) to 23.8 percent in 2013 and later years.

Although the personal income tax raises more revenue for the federal
government than do taxes for Social Security and Medicare, the Urban-
Brookings Tax Policy Center has estimated that in 2014, about 79 percent
of households who owed any Social Security tax, Medicare tax, or income
tax at all owed more in Social Security and Medicare taxes (counting both
employee and employer portions) than in income taxes.90

A unique characteristic of Social Security payroll taxes is that the cash
benefits that people receive after retirement or disability are related by an
explicit formula to the amount of taxes, or contributions, remitted (or more
precisely, to the amount of earnings on which such taxes were levied) over
one’s working years. People who contribute large amounts of taxes into
Social Security over their lifetimes typically receive larger retirement
benefits from the system than those who contribute less, although the
relationship is far from proportional (lower-income people get back a higher
percentage of their earnings). This of course differs from other taxes, such
as income taxes, where a higher tax liability does not entitle one to more of
what the federal government provides, whether it be VIP treatment at
national parks or personalized national defense. Indeed, if each individual
received back in retirement exactly what they contributed, plus interest, it
wouldn’t really be a tax at all, but rather just forced saving.

The income tax and the payroll taxes for Social Security and Medicare
interact in some notable ways. For instance, the employer portion of the
payroll tax is excluded from income taxation, but the employee portion is
subject to personal income tax. In addition, a portion of Social Security
benefit payments is subject to personal income taxation for people with
incomes above a certain threshold.

Intense controversy surrounds whether and how to reform the Social
Security and Medicare systems. As we’ll see in chapter 4, the long-run
financial outlook for Medicare is dire, and the long-run situation for Social
Security is less severe but still out of balance. This suggests that something
eventually will have to be done. Analysis of specific proposals for
reforming Social Security and Medicare are outside of the scope of this



book, but we will consider the implications of the long-run fiscal imbalance
for tax policy in general in later chapters.

Estate and Gift Taxes

The modern federal estate tax was adopted in 1916, and for much of its
history it was a little-noticed part of federal tax policy, but it has attracted
much more attention and debate in recent times. The estate tax is a tax on
the wealth that very rich individuals leave to their heirs at death, and so it is
a tax on the transfer of wealth rather than wealth itself. For those dying in
2015, the first $5.43 million of an estate was effectively exempted from tax,
and a 40 percent tax rate was imposed on wealth above that level.91

Bequests to a spouse or to a charity are deductible from the taxable estate.
The Urban-Brookings Tax Policy Center has estimated that in 2011, when
the exemption level was $5 million, only slightly more than 3,000 estates
(representing the richest 0.13 percent of all adult decedents in the United
States) would be subject to the estate tax.92

To limit opportunities for tax avoidance, the estate tax is integrated with a
tax on lifetime gifts. In 2015, each individual was allowed to give any
number of recipients up to $14,000 (adjusted for inflation in subsequent
years), plus any gifts for educational or medical purposes, completely tax-
free.93 The portion of any gifts beyond that began to count against the $5.43
million exemption mentioned above. If the total of these gifts in excess of
the $14,000 annual exemption reach $5.43 million, the donor is required to
start remitting gift taxes while still alive. Otherwise, the excess gifts just
reduce the amount of the exemption that is available to the estate at death.

Recent Changes in Tax Law and the Outlook for Tax Policy in
the United States

Starting in 2001, U.S. tax policy went through a period of pronounced
instability and unpredictability, as Congress enacted an array of tax cuts that
were scheduled to expire at various dates in the future. When their



expiration dates approached, they were frequently extended, temporarily,
often at the last minute, and usually following much uncertainty about what
would happen. The American Taxpayer Relief Act (ATRA) of 2012,
enacted at the very beginning of January 2013, and the Protecting
Americans from Tax Hikes Act of 2015, both restored some degree of
stability and predictability to tax policy, by making “permanent” many
aspects of tax law that had recently gone through these cycles of scheduled
expiration and last-minute extension. Here and throughout the rest of the
chapter, we mean “permanent” in the very limited sense that these
provisions will remain in effect until any future legislative action changes
them instead of expiring automatically at some future date.

The apparent return of stability and predictability in tax law may well turn
out to be short-lived, however. Projections that federal tax revenues will fall
far short of promised federal government spending in the long-run future, a
problem driven largely by rapid growth in health care costs combined with
an aging population, but also exacerbated by the tax cuts of the 2000s, most
of which have now been made “permanent,” have become increasingly
salient as we get closer to that future. These budgetary pressures, together
with dissatisfaction over the ever-increasing complexity of the tax code and
the idea that a re-designed tax system could be better for the economy, have
sporadically led to renewed interest in tax reform. But the budgetary
pressures have also arguably made compromise between the political
parties more difficult. The looming imbalance between revenue and
spending, together with increasing political polarization, makes it harder to
separate discussion of tax reform (or indeed, practically any other issue)
from fundamental disagreements between the parties about the desirable
size and scope of government. As a result, tax policy in the United States is
currently at a crossroads, with the two political parties wanting to take
different roads leading to very different destinations. In what follows in the
rest of this chapter, we review the recent history of tax policy in the United
States, and briefly summarize the outlook for tax policy in the future, which
will provide useful context for the discussion of the debate over how we
ought to tax ourselves that constitutes the rest of this book.

2000–2012: Tax Cuts with Expiration Dates, Repeated
Temporary Extensions, and the Threat of the “Fiscal Cliff”



It may be hard to imagine this now, but in the late 1990s the federal
government briefly ran a budget surplus, and by the turn of the millennium,
budget projections looked so good that government officials, including then
Chairman of the Federal Reserve Alan Greenspan, were seriously
contemplating the prospect that the federal government’s entire debt might
be completely paid off, perhaps as soon as 2012.94 As of 2000, the Internet
bubble was beginning to deflate, and that, combined with an emerging
recession, began to make prospects for the budget look less rosy, but
initially only by a bit. Even so, it was well understood that in the longer-run
future, we faced a major shortfall of government revenues relative to
promised federal government spending. These issues played starring roles
in the 2000 Presidential election contest. Republican candidate George W.
Bush proposed a major across-the-board cut in income taxes and repeal of
the estate tax. Democratic candidate Al Gore proposed a much smaller
package of tax cuts mostly targeted at low- and middle-income people
(including provisions such as increases in the EITC and the Child Tax
Credit, expanded tax breaks for education, and an increased standard
deduction for married couples). Gore’s expressed goal was to maintain
sufficient tax revenue to continue running surpluses in the overall
government budget, in order to save up for the future costs of Social
Security and Medicare—an idea he memorably referred to as putting Social
Security and Medicare in a “lockbox.” Bush’s arguments for his tax cut
started out by emphasizing that the budget surplus was “your money,” and
later shifted to emphasizing the idea that tax cuts would help stimulate a
flagging economy.95

George W. Bush became president in January 2001 after an election that
was still in dispute until the Supreme Court’s Bush v. Gore decision,
announced on December 12, 2000. The Economic Growth and Tax Relief
Reconciliation Act (EGTRRA), a slightly modified version of Bush’s
campaign tax proposal, was enacted soon after, in May 2001. EGTRRA
scheduled a gradual reduction of the marginal tax rates in the top four tax
brackets of the personal income tax from Clinton-era levels of 39.6, 36, 31,
and 28 percent, down to new lower rates of 35, 33, 28, and 25 percent. It
also split the existing bottom 15 percent tax bracket into two brackets, with
a 10 percent rate in the lower bracket and a 15 percent rate in the upper
bracket. Standard deductions and the size of tax brackets for married
couples were increased in order to reduce “marriage penalties.” The Child



Tax Credit was to be increased gradually from $500 to $1,000 per
qualifying child and made partly refundable, and the credit for child care
expenses was also increased. Contribution limits for various tax-favored
savings vehicles were increased, a deduction for higher-education expenses
was introduced, and limitations on the above-the-line deduction for student
loan interest were relaxed. EGTRRA also scheduled the gradual elimination
over time of provisions that phased out personal exemptions and a portion
of itemized deductions for high-income taxpayers, which had effectively
served as hidden increases in marginal income tax rates over certain income
ranges. The exemption levels for the estate and gift taxes were set to
increase over time, and their tax rates were set to slowly decline until 2010,
when the estate tax would be eliminated altogether. Most of the key
provisions were designed to be phased in gradually over the subsequent
decade. Strikingly, all of the provisions of EGTRRA were scheduled to
“sunset” (expire) at the end of 2010, at which time the tax law would,
absent new legislation, revert to what it had been prior to the 2001
enactment of the new law.96

A 2002 act for the first time introduced “bonus depreciation,” allowing an
extra 30 percent of the cost of business investment to be deducted in the
first year of the investment, for investment taking place through late 2004.97

In 2003, another major tax cut, the Jobs and Growth Tax Relief
Reconciliation Act of 2003 (JGTRRA) accelerated some tax-cut provisions
that under EGTRRA were to be phased in later but, more importantly,
reduced the top personal income tax rates on dividends and capital gains to
15 percent. Historically, capital gains have often been subject to lower tax
rates than ordinary income. For example, the effective top marginal tax rate
on long-term capital gains (ignoring minor effects of phaseouts) was 20
percent from 1982 to 1986, 28 percent from 1987 to 1996, and 20 percent
again from 1997 to 2002.98 Only briefly, during 1988–1990, did the top
effective marginal tax rate on capital gains match the statutory marginal tax
rate on ordinary income in the top tax bracket. But 15 percent was the
lowest top tax rate on capital gains since World War II. This was the first
time since 1935 that dividends were subject to a special lower rate of
personal income tax, although there had been limited dividend exclusions
from 1954 through 1986 (e.g., dividends up to $100, or $200 if married,
were excluded during 1964 to 1986). JGTRRA also increased the amount of
small business investment that could be expensed, and increased first year



“bonus depreciation” to 50 percent of the cost of investment, with both
scheduled to expire in 2005. As with EGTRRA, all of the provisions of
JGTRRA were scheduled to “sunset” at various dates on or before the end
of 2010. A tax bill passed in 2004 extended some expiring provisions of
EGTRRA and JGTRRA, and a 2005 bill extended through 2010 the
reduced capital gains and dividend tax rates enacted in 2003, and extended
increased small business expensing limits through 2009, among other
things.99

By late 2007, it appeared that the economy was beginning to slip into
another recession. The tax policy debate turned to the appropriate role of
tax in a stimulus package, and a flurry of tax legislation ensued. In February
2008, President George W. Bush signed the Economic Stimulus Act of 2008
into law. It included a temporary tax credit of up to $600 (or $1,200 for a
joint return) plus $300 for each qualifying child. The credit was partly
refundable for households that met certain conditions relating to size of
income and income tax liability (but not for the lowest-income households),
and was phased out for returns with high incomes. To get stimulus into the
economy quickly, checks equal to the estimated credit amount were
distributed to households during the middle of 2008. The act reintroduced
bonus depreciation, allowing an extra 50 percent of the cost of business
investment taking place in 2008 to be deducted immediately, and increased
limits on small business expensing for 2008. In July 2008, further stimulus
was enacted, involving among other things the introduction of a temporary
first-time homebuyer tax credit and a temporary property tax deduction for
non-itemizers.

In September 2008, the collapse of Lehman Brothers signaled the
beginning of a massive global financial crisis, and it soon became clear that
we were in for a much more severe economic downturn than had previously
been anticipated. In October of 2008, yet more tax legislation was enacted,
which among other things extended various expiring tax cut provisions
through the end of 2009.100

Meanwhile, in 2008 Barack Obama had campaigned for president on a
platform that called for new or expanded credits and deductions targeted to
low- and middle-income people, making the 2001 and 2003 tax cuts
permanent for those with AGI below $250,000 (for married couples) or
$200,000 (for singles), and ending the 2001 and 2003 tax cuts ahead of
schedule for those with incomes higher than that.101 By the time Obama



took office in January 2009, any tax increase seemed ill-timed due to the
severe recession, and the focus was instead on further economic stimulus.

Major stimulus came in the form of the American Recovery and
Reinvestment Act (ARRA), enacted in February of 2009, which included
about $540 billion of increased government expenditures and $300 billion
of temporary tax cuts.102 ARRA introduced a refundable “making work
pay” credit, equal to the smaller of 6.2 percent of earned income and $800
(if married) or $400 (if unmarried), which was gradually phased out for
taxpayers with AGI above $150,000 (if married) or $75,000 (if unmarried).
It was delivered to most taxpayers in advance, a little at a time, by
automatically adjusting tax withholding rates. The act also increased the
EITC phase-in rate from 40 percent to 45 percent for those with three or
more qualifying children, increased the income level at which the EITC
begins to phase out for married couples, and expanded the refundable
portion of the Child Tax Credit. It introduced the refundable American
Opportunity Tax Credit (described above) to replace a less generous,
nonrefundable “Hope Scholarship Tax Credit” for higher education
expenses. All of the ARRA tax provisions described so far were scheduled
to apply in 2009 and 2010 only. A much more generous version of the first-
time homebuyer credit was also introduced, applying to home purchases in
2009 only. Fifty percent bonus depreciation and higher limits on small
business expensing were extended to apply to investment taking place
through the end of 2009. Further legislation enacted in November 2009
extended the first-time homebuyer credit to apply to closing dates through
the end of June 2010.103

In March 2010, the Patient Protection and Affordable Care Act (ACA),
the major health care reform law informally known as “Obamacare,” was
enacted. This included numerous significant tax provisions relating to
health insurance and health care, scheduled to begin in 2013 or later years,
including the new 0.9 percent HI payroll tax and 3.8 percent HI tax on the
net investment income received by high-income people, discussed above in
the section on Social Security and Medicare taxes. Tax credits to help low-
and moderate-income people afford insurance were scheduled to begin in
2014, and many other significant tax provisions were scheduled to kick in at
various times between 2013 and 2018. Its fate remained in doubt for some
time, due to court challenges and Republicans’ vows to repeal it. But
Supreme Court decisions in June 2012 and again in 2015 upheld almost all



of the law.104 Together with President Obama’s re-election and Democrats
retaining control of the Senate in November 2012, this meant that the health
care law would survive long enough for most of its major provisions to take
effect. We defer detailed discussion of these provisions to chapter 6.

By 2010, the emergence of the “Tea Party” movement and public
disappointment with the pace of economic recovery re-energized
Republicans, helping them take control of the House and gain some seats in
the Senate in the November 2010 mid-term election. In December 2010, a
compromise agreement led to enactment of yet another tax bill, which
extended the 2001 and 2003 income tax cuts (which had been due to expire
at the end of 2010) through the end of 2012, regardless of the income level
of the taxpayer. Some components of the ARRA, such as the increased
EITC, expansion of the refundable portion of the Child Tax Credits, and the
American Opportunity Tax Credit, were also extended through the end of
2012. Investment incentives such as bonus depreciation and small business
expensing were temporarily increased and extended, and the payroll tax rate
was temporarily reduced for 2011 (this payroll tax cut was subsequently
extended through the end of 2012 by a law enacted in March 2012).105

One particularly important development during the 2001 to 2012 period
that we have so far skipped over was the transformation of the personal
alternative minimum tax (AMT) from an obscure provision affecting few
people, into an issue with major implications for the federal budget,
personal tax liabilities, and compliance burdens, inspiring nearly annual
legislative action. Congress established an early, rather different version of
the AMT (then called the “minimum tax”) in 1969 to minimize the number
of high-income taxpayers with unusually large exclusions and deductions
who escape taxation entirely. In 1970 it applied to less than 0.3 percent of
all taxpayers, and until 1998 the minimum tax or its successor the AMT
always affected less than 1 percent of taxpayers.106 The subsequent growth
of the AMT had two main causes. First, between 1993 and 2012, the
“permanent” long-run AMT exemption level established in the Internal
Revenue Code had been set at $45,000 for a joint return and $33,750 for a
single or head of household return. Unlike in most of the rest of the tax
code, the exemption levels and brackets for the AMT were not indexed for
inflation. Second, the 2001 and 2003 tax acts, by reducing marginal tax
rates and increasing deductions and credits, reduced ordinary tax liability
below AMT liability for many taxpayers, thereby exposing them to the



AMT. These factors combined to create a situation where vast numbers of
taxpayers would gradually become subject to the AMT over time absent
further legislative action. Between 2001 and 2010, Congress responded by
enacting, every year or two, “patches” that temporarily increased the AMT
exemption and also prevented certain tax credits from pushing people onto
the AMT. This kept the exemption from returning to its low “permanent”
level. The percentage of returns paying AMT grew over time, to 2.9 percent
by 2011,107 but by much less than it would have otherwise because of the
patches.

Another legacy of the 2001 tax cut (EGTRRA) was a rather curious
pattern of changes over time for the estate tax. Recall that the 2001 act
gradually phased out the estate tax, scheduling full elimination for 2010.
Due to EGTRRA’s sunset, the estate tax was then scheduled to return, in
pre-EGTRRA form, starting in 2011. In addition, unrealized capital gains
held until death are usually absolved from income taxation forever, but
under EGTRRA, heirs of 2010 decedents who subsequently sold any of the
inherited assets would owe income tax (at capital gains tax rates) on the
difference between the proceeds of the sale and the cost of the asset when
the decedent had originally purchased it, less a prorated share of
exemptions of $1.3 million per estate and $3 million for assets bequeathed
to a spouse. Most observers at the time expected that the one-year
elimination of the estate tax and associated capital gains provision would
not come to pass, but they did, with one qualification. A law enacted in
December 2010 gave the executors of the estates of 2010 decedents a
choice: either have the estate treated as EGTRRA had specified (no estate
tax would be imposed, but the associated capital gains provision would
apply), or pay an estate tax with a $5 million exemption and a flat 35
percent tax rate and avoid the special capital gains provision. The latter
would usually be the less attractive of the two options. As a result of the
2010 law, for 2011 and 2012, all estates would be subject to a tax with a $5
million exemption (indexed for inflation in 2012) and a 35 percent rate
(with no option to pay tax on unrealized capital gains instead), after which
the EGTRRA sunset was scheduled to kick in, at which point the estate tax
would revert to its pre-EGTRRA form, with a $1 million exemption and
graduated rates topping out at 55 percent.

The anticipated temporary elimination of the estate tax in 2010, its ex post
optional nature in that year, and the widespread (and realized) expectation



that the tax would be reinstated in 2011, together created some macabre
incentives regarding the timing of death.108 The changes to the estate tax
that actually took place also ended up saving heirs of some very wealthy
individuals a great deal of money. For example, George Steinbrenner,
owner of the New York Yankees, died in July of 2010, with a net worth of
about $1.1 billion. The tax due on his estate was probably hundreds of
millions of dollars below what would have been due had he died in 2009 or
2011. On the other hand, his heirs will eventually be subject to income tax
on capital gains should they sell the inherited assets. Steinbrenner originally
purchased his share of the Yankees in 1973 for $10 million, and as of 2012
that stake was worth just over $1 billion. If his heirs had sold their stake in
the Yankees in 2012, they would have owed tax on the difference between
$1 billion and $10 million, less $4.5 million in exemptions, resulting in
around $150 million in capital gains taxes.109 Because they did not sell in
2012, they will be able to defer the tax on those capital gains until they do
sell. By contrast, had Steinbrenner died in any other year, heirs selling
assets inherited from him only would have owed capital gains tax on the
appreciation since the date of his death in 2010.

All this raises the question of why federal tax law became so unstable.
Some of it had to do with efforts to provide temporary economic stimulus
during an especially severe and long-lasting recession, without worsening
budget deficits in the longer-term future too much. And sometimes the
rationale for setting expiration dates for tax provisions was to force
Congress to re-evaluate and vote on these provisions periodically, instead of
letting inertia exert undue influence over tax policy. But much of the
proliferation of expiring provisions was rooted in the political strategies
followed by Republicans to facilitate adoption of EGTRRA and JGTRRA,
combined with the inability or unwillingness of Republicans and Democrats
to reach lasting compromises in an increasingly polarized political
atmosphere. Both EGTRRA and JGTRRA were scheduled to “sunset”
within ten years to circumvent the “Byrd Rule” in the Senate, which would
have required sixty votes instead of fifty to pass the bill if it had increased
the budget deficit more than ten years after the year it was enacted.110

Sunsets, gradual phase-ins, and temporary extensions also served to hide
the true long-run revenue costs of the bills, which was politically useful
(assuming the stealth went unnoticed) given concerns about budget deficits.
At the time they were adopted, the revenue costs of EGTRRA and JGTRRA



during 2001–2011 were projected to be approximately $1.35 trillion and
$350 billion, respectively, for a total of $1.7 trillion, not including the costs
of increased interest on the debt.111 These were the numbers that got the
most attention in the media.112 But those estimates unrealistically assumed
that the temporary AMT patches adopted in EGTRRA and JGTRRA (that
lasted only through 2004) and other expiring provisions would be allowed
to expire, issues that were recognized and emphasized by tax experts at the
time.113 Once the cost of the subsequent AMT patches, extension of
expiring provisions, and additional interest on the debt are taken into
account, the true revenue loss from those two tax cuts over 2001–2011
turned out to be almost double the initial “headline” estimates, at about $3
trillion, or 2.2 percent of total GDP during that period.114

That brings us to the “fiscal cliff.” Almost all of the tax cuts enacted
during the administrations of George W. Bush and Barack Obama were
scheduled to expire on December 31, 2012. Some other tax-cutting
provisions, such the AMT patch and the R&E credit, had already expired a
year before, and December 31, 2012 was close to the last chance to enact
extensions before the printing of forms and instructions for taxes on income
earned in 2012 (the returns for which would be filed in 2013). At the same
time, major spending cuts were scheduled to kick in as a result of the
Budget Control Act of 2011, a deal enacted in August 2011 in response to
threats by congressional Republicans to vote down an increase in the
federal debt ceiling (which would have caused the U.S. federal government
to default on its debt, creating economic tumult). Because negotiators were
not able to reach an agreement on an alternative way to reduce the budget
deficit by a November 2011 deadline, that act was scheduled to impose
substantial automatic cuts in federal government spending starting January
1, 2013, including dollar caps on various categories of government
expenditure and a “sequester” imposing across-the-board reductions in
broad categories of spending relative to a baseline that allowed past
spending to grow at the rate of inflation, which would push spending well
below the caps.115 If sustained over ten years, these spending cuts would
result in a cumulative reduction in federal deficits of $1.9 trillion, or about
0.9 percent of GDP over that period.116

The U.S. economy at the time was still operating well below capacity,
with weak demand despite interest rates pushed as low about as they could
go, and there was legitimate fear that large and sudden tax increases and



government expenditure cuts at this point would weaken the economy
severely. In May of 2012, the Congressional Budget Office estimated that in
the absence of further legislative action, tax increases and government
spending cuts would reduce the budget deficit by 5.1 percent of GDP in
2013 compared to 2012, before taking into account feedback effects caused
by any resultant weakening of the economy.117 Neither political party
wanted all of the tax cuts to expire, but there was no prospect of
compromise between the parties until after the 2012 election contests had
been decided.

Tax Policy in the 2012 Presidential Campaign
Both Barack Obama and Mitt Romney campaigned in 2012 on platforms
that would have permanently extended numerous expiring tax cut
provisions. But aside from that, their plans involved very different visions
for future tax policy.

During the 2012 election campaign, President Obama once again
proposed making “permanent” all of the 2001 and 2003 tax cuts that
applied to taxpayers with AGI below $250,000 (if married) or $200,000 (if
unmarried), and allowing the expiration, starting in 2013, of the portions of
the 2001 and 2003 tax cuts applying to taxpayers with AGI above those
levels. He also proposed making numerous other tax provisions permanent,
including the increased AMT exemption (which would also be indexed for
inflation), the 2009 version of the estate tax, and certain ARRA provisions
applying to low- and moderate-income people (including, for example, the
American Opportunity Tax Credit and changes to the EITC and Child Tax
Credit). Obama advocated limiting itemized deductions and certain
exclusions for high-income taxpayers, and taxing carried interest as
ordinary income. He also proposed to cut the corporate tax rate from 35
percent to 28 percent (25 percent for manufacturing firms), and to offset the
revenue loss from that by broadening the corporate tax base, without
committing to any particular base-broadening measures.118

Mitt Romney’s 2012 presidential campaign tax proposals promised to
make all of the 2001 and 2003 tax cuts permanent, and to add more. He
proposed to cut marginal tax rates in the personal income tax across the
board by 20 percent relative to those specified by EGTRRA. Long-term
capital gains and dividends would be made completely exempt from



personal taxation for those with incomes below $200,000 (if married) or
$100,000 (if single), and taxed at a 15 percent rate for those with higher
incomes. Romney proposed to completely repeal the AMT, the estate tax,
and all of the tax provisions included in the Obama health care reform. His
tax plan would also allow the expiration of many temporary provisions of
the ARRA that benefited low-income households, such as an increase in the
EITC, expanded refundability of the Child Tax Credit, and the American
Opportunity Tax Credit.Romney also proposed to cut the top corporate tax
rate from 35 percent to 25 percent.119

In addition to the specifics noted above, Romney promised: “I'm not
looking to cut ... taxes and to reduce ... the revenues going to the
government ... my number-one principle is, there will be no tax cut that
adds to the deficit.”120 To make this possible, he promised: “I will place
some curbs on personal tax deductions, exemptions and credits, and I will
also broaden the corporate tax base. Higher-income Americans who receive
the greatest benefit from rate cuts will see the most significant limits.
Middle-income Americans will continue to enjoy tax benefits that favor
important priorities such as home ownership, charitable giving, health care,
and savings.”121 Romney also promised: “I am not going to have people at
the high end pay less than they're paying now. The top 5 percent of
taxpayers will continue to pay 60 percent of the income tax the nation
collects. So that'll stay the same. Middle-income people are going to get a
tax break.”122 Romney never offered specifics regarding which tax
deductions, exemptions, or credits might be curtailed, but during the second
presidential debate he suggested that capping income tax deductions at
$25,000 per return was one possibility.123

The candidates’ competing tax proposals played a big role in the
presidential election campaign, receiving considerable attention during all
three debates, with much of the discussion focusing on impacts on the
budget deficit and the distributional effects. President Obama repeatedly
referred to Romney’s plan as a “$5 trillion tax cut.”124 This was a rough
estimate of the ten-year revenue loss from the tax cuts that had been
specified in the Romney plan relative to a “current policy” baseline (which
assumed all of the expiring tax cuts except for the payroll tax cut would be
extended permanently), extrapolated from an Urban-Brookings Tax Policy
Center analysis of the effects in 2015.125 That estimate did not include the



offsetting effects of the unspecified base-broadening measures Romney had
promised. In the absence of such measures, the tax cut would increase
budget deficits by a total of about 2.5 percent of GDP over ten years.126

Obama acknowledged that Romney had promised offsetting base-
broadening measures, but expressed skepticism that much base broadening
could be achieved if Romney was unwilling to specify what he planned to
do in advance. The President also alluded to an Urban-Brookings Tax
Policy Center analysis suggesting that it was mathematically impossible for
Romney to achieve all of the promised goals of his tax plan at the same
time. That analysis found that even if Romney succeeded in eliminating all
credits, deductions, and exemptions benefiting high-income people (aside
from savings incentives, which Romney promised to keep), the plan would
still cut taxes on people in the top 5 percent of the income distribution
substantially. As a result, for the personal income tax to raise the same
revenue as “current policy” would require increasing taxes on people
outside the top 5 percent by an average of 1.1 percent of their incomes. Or,
if the promise to cut taxes on the middle class were kept instead, it would
entail a loss of revenue of more than 0.5 percent of GDP, not counting the
effects of the proposed corporate tax rate cuts.127 A subsequent analysis by
the Urban-Brookings Tax Policy Center suggested that capping itemized
deductions at $25,000 would only offset about $1.3 trillion of the $5 trillion
gross revenue lost from the Romney tax plan over ten years.128

The main response to these analyses offered by the Romney campaign
was that they underestimated the extra tax revenues that would arise from
improved economic growth caused by the tax plan.129 Whether and how
much tax cuts would stimulate growth is taken up in chapter 4. Romney
also emphasized that if elected, he would cut government spending, starting
with repeal of the Affordable Care Act, while Obama countered that
Romney had promised to increase military spending by $2 trillion over the
next ten years.130

The American Taxpayer Relief Act of 2012
In November 2012, President Obama won re-election, Democrats retained
control of the Senate, and Republicans retained control of the House.
Negotiations soon began on a deal to avert the “fiscal cliff.” A compromise
deal, the American Taxpayer Relief Act of 2012 (ATRA 2012), was finally



reached at the very last minute. It passed in the Senate, by a vote of 89 to 8,
two hours before midnight on New Year’s Eve 2012. It then passed in the
House by a closer 257 to 167 vote (with 151 Republicans and 16 Democrats
voting against it) on New Year’s Day, and was signed into law by President
Obama on January 2, 2013.131

ATRA 2012 made permanent essentially all of the 2001 and 2003
individual income tax cuts applying to people with taxable incomes below
$450,000 (if married), $425,000 (if head of household), or $400,000 (if
single), with those thresholds indexed for inflation after 2013. Above those
income levels, the marginal income tax rate on ordinary income was raised
from 35 percent to 39.6 percent, and the marginal income tax rates on
capital gains and qualified dividends were increased from 15 percent to 20
percent. A limitation on itemized deductions and phaseout of personal
exemptions that EGTRRA had temporarily eliminated were restored, but
only for people with AGI above $300,000 (if married), $275,000 (if head of
household), or $250,000 (if single), indexed for inflation after 2013. The
AMT exemption was permanently increased to a new higher level similar to
the one that had applied in recent AMT “patches,” and would now be
indexed for inflation annually. The estate tax, which had been scheduled to
revert to a $1 million exemption and 55 percent rate in 2013, was set
permanently with a $5.25 million exemption (indexed for inflation in
subsequent years) and 40 percent rate. Some provisions from ARRA 2009,
including the American Opportunity Tax Credit and increases in the EITC
and Child Tax Credit, were extended temporarily. In addition, a variety of
other expiring provisions such as the R&E tax credit and bonus depreciation
were extended through the end of 2013 (and later through 2014 as well).
The temporary payroll tax cut that had applied in 2011 and 2012 was
allowed to expire.

Budget Politics after 2012 and the Protecting Taxpayers from
Tax Hikes Act of 2015
While a large portion of the tax increase threatened by the “fiscal cliff” was
averted, the government spending part of the fiscal cliff was not. ATRA
2012 delayed the implementation of “sequester” required by the Budget
Control Act of 2011 by just two months, to the beginning of March 2013,
and reduced the first year’s cuts slightly. But the cuts did indeed go into
effect starting in March. The sequester imposed 8 percent cuts in defense



spending and 5 percent cuts in nondefense discretionary spending, along
with some small cuts in Medicare. Most “mandatory” nondefense spending,
including programs such as Social Security, Medicaid, and food stamps,
was exempt from the cuts. The cuts within the affected categories of
spending were across the board, applying to all activities in these categories
indiscriminately, and allowing little flexibility on how to allocate the
cuts.132 Soon, government employees were being forced to take unpaid
furloughs, scientific research grants that had already been awarded were
being cut, housing assistance and preschool programs for low-income
families were being scaled back, and so forth.133

In 2013, the federal budget deficit was shrinking rapidly due to the
aforementioned tax increases and spending cuts, together with the effects of
continued but slow economic recovery in the wake of the financial crisis.
Nonetheless, policy discussion in Washington was still very much focused
on addressing our projected longer-term budget problems. Democrats
preferred an approach that mixed revenue increases with spending cuts,
while Republicans wanted deeper spending cuts and were adamantly
opposed to any further tax increases, especially after ATRA 2012. Members
of both political parties were unhappy with the indiscriminate nature of the
spending cuts required by the sequester.134

Because Republicans did not control the Presidency or the Senate, they
were unable to get their desired policies enacted through normal legislative
means, so in 2013 they once again turned to the strategy of demanding
concessions from Democrats, including a one-year delay in the
implementation of the Affordable Care Act, in exchange for a vote to
increase the debt ceiling. This time, Democrats refused to give in. The
resulting delay in approving a debt-ceiling increase led to a sixteen-day
shutdown of the federal government in October 2013, and brought the
nation to the brink of defaulting on the federal debt, which threatened
catastrophic economic consequences. The shutdown was extremely
unpopular, and congressional Republicans in particular were hurt by it in
public opinion polls. On October 16, a plan to increase the debt ceiling and
temporarily fund the government—without exacting significant concessions
from Democrats—garnered support from a large enough minority of House
Republicans that it was able to pass in both the House and Senate, ending
the shutdown.135



In December 2013, negotiations led by Democratic Senator Patty Murray
and House Republican Paul Ryan produced agreement on a two-year budget
deal that would slightly loosen the constraints of the sequester, allowing an
additional $63 billion in spending in exchange for other offsetting cuts in
spending and increases in various user fees.136 This was followed in
January 2014 by an agreement on a detailed budget that would fund the
federal government through September 2014. Both agreements were
opposed by significant numbers of congressional Republicans, but had the
support of the Republican leadership.137 A higher debt limit was passed in
February 2014, which would eventually extend the government’s ability to
cover its debts through the fall of 2015. The measure passed with support
from Speaker John A. Boehner but few other Republicans, as it was
presented without any attached federal spending cuts.138 This suggested that
perhaps at least a brief respite from the war over the federal budget was at
hand.

In September 2015, as the most conservative faction of congressional
Republicans continued to advocate using threats of government shutdown
and default on the federal debt to extract further concessions on federal
government spending, John Boehner announced that he would soon be
resigning from Congress.139 This was followed in late October by one of
Boehner’s last acts as Speaker, helping to broker a two-year bipartisan
budget deal in the face of opposition from many congressional Republicans.
The deal averted yet another government shutdown, increased federal
spending by $80 billion over previously imposed caps across the next two
years, and raised the federal debt ceiling by enough to last through early
2017.140

Eventually, Paul Ryan emerged as the next Speaker of the House. This
was soon followed by a December 2015 deal between the more moderate
factions of the congressional Republicans and Democrats to enact the
Protecting Americans from Tax Hikes Act of 2015, which was projected to
reduce government revenues by $620 billion over the next ten years,
together with a package of government spending increases totaling $1.15
trillion over ten years.141 The tax act made a number of expiring tax
provisions permanent, including, for example, the research and
experimentation tax credit, increased limits on expensing for small
businesses, the income tax deduction for state and local taxes, a reduced
refundability threshold for the Child Tax Credit, the American Opportunity



Tax Credit, and the expansions of the EITC that had originally been enacted
in 2009. Several other provisions, including bonus depreciation, were
extended for up to five years (through 2019).142

The Outlook for Tax Policy
In this highly contentious political environment, presidential candidates,
members of Congress, various appointed commissions, and numerous
outside groups have, to varying degrees, continued to push for further big
changes to the tax code, with different actors motivated by different,
sometimes conflicting goals such as improving economic performance,
enhancing fairness, simplifying taxes, helping to close the long-run budget
gap, or shrinking the government. In chapters 6 through 8, we will consider
the major competing approaches to reforming the tax system, including
some of the most notable plans that have been put forward in recent years.

Conclusion

The basic background information presented in these first two chapters
should be helpful as an introduction to the debate over taxes. Chapter 1
looked at the complaints about the current system, outlined the suggested
replacements, and laid out some of the key issues in the debate over the
future of the income tax. Chapter 2 explained the essentials of how the
major federal taxes work, placed them in their historical and international
contexts, and summarized the recent changes and outlook for the future that
have set the stage for the current debate over taxes. Along the way, we’ve
addressed many of the aspects of the system that bother would-be
reformers. To provide a foundation for evaluating different approaches to
tax reform that we’ll consider in chapters 6 through 8, the next three
chapters explore what principles ought to guide any tax system, and address
to what extent our current system adheres to these principles.

Notes
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2015d).
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12. Data on the percentage of households filing tax returns presented
throughout this section are from Piketty and Saez (2003, updated 2016,
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14. Romer and Romer (2014).
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withholding. The United States already had experience with the
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16. Baneman and Nunns (2012).



17. See Reynolds (2011) for a recent example.

18. Brownlee (1989, p. 1615) addresses the special Civil War tax on
corporations. Thorndike (2002) and Kornhauser (2002) discuss problems
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was adopted. Pechman (1987, p. 135) discusses the constitutional
questions surrounding the 1909 corporate income tax.

19. von Schanz (1896); Haig (1921); Simons (1938).
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21. Numbers cited in this paragraph are based on data from U.S. Bureau of
Economic Analysis (2015, tables 1.12 and 6.11d) and Parisi (2015, table
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exercised. Those designated as “incentive” stock options are treated as
capital gains income on the personal income tax returns, but unlike other
executive stock options, are not deductible from the taxable income of
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insurance plans were not excludable. The 1954 law reversed the latter
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23. Numbers cited in this paragraph are based on U.S. Bureau of Economic
Analysis (2015, tables 1.12 and 6.11d).

24. U.S. Bureau of Economic Analysis (2015, tables 1.12 and 6.11d).



25. For more detailed coverage of these issues, see for example Graetz and
Schenk (2013).

26. According to the Office of Management and Budget (2015, Historical
Table 2.1 and Analytical Perspectives table 14.1), in Fiscal Year 2014,
individual income tax receipts totaled $1.395 trillion, the exclusion of
employee meals and lodging (other than military) reduced individual
income tax revenues by $2.59 billion (or 0.19 percent) relative to what
they would have otherwise been, the exclusion for employer-provided
child care benefits cost $890 million (0.06 percent) of individual income
tax revenue, and the exclusion of employer-provided educational
assistance cost $750 million (or 0.05 percent) of individual income tax
revenue.

27. The estimate for capital and business income is from table 2.4 in this
chapter. Employee compensation is calculated based on U.S. Bureau of
Economic Analysis (2015, table 1.12, row 2, and table 1.1.4, row 2).

28. The inflation rate is measured here using the consumer price index for
urban consumers. The inflation rate for the twelve months leading up to
August 1, 2016 is calculated by the authors based on data from the
FRED database at the Federal Reserve Bank of St. Louis,
<https://fred.stlouisfed.org/series/CPIAUCSL> (accessed September 17,
2016), and is seasonally adjusted. The forecast for the next ten years is
from Federal Reserve Bank of Cleveland (2016).

29. If $100 is saved at a 3 percent interest rate, then after twenty years there
will be $100 × 1.0320 = $181, the original $100 plus $81 of accumulated
interest.

30. As we discuss later in the chapter, there was a temporary exception to
this rule in the case of very wealthy people who died in 2010.

31. McCaffery (2002, p. 32).

32. This is derived from authors’ calculations based on Board of Governors
of the Federal Reserve System (2015). Pension and individual retirement
account (IRA) assets are the sum of pension fund reserves owned by
households (table B.101, line 28), which include both defined-
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contribution and defined-benefit plans, and total amount held in IRAs
(table L.226, line 7), less IRAs held at life insurance companies (table
L.226, line 7), which are already included in the pension totals.

33. Authors’ calculations based on Board of Governors of the Federal
Reserve System (2013). The estimate for nonprofit institution assets as a
percentage of total assets is for 2000 because that is the last year for
which all the necessary data is available, and is based on table L.100.a,
line 1, and table B.100, lines 1, 5, and 6.

34. Board of Governors of the Federal Reserve System (2015, table B.101,
lines 1 and 4).

35. See table 2.3.

36. Note that there are variations across organizational forms in how the
business income must be divided up among owners for tax purposes. For
example, S corporation income must be allocated to owners strictly in
proportion to their shares of ownership, whereas partnerships specify the
allocations in a partnership agreement, which allows much greater
flexibility, subject to some constraints imposed by the tax law. See Joint
Committee on Taxation (2012a) for further information.

37. When both spouses in a married couple are “material participants” in
and owners of a business, they can choose to have the business treated as
a “qualified joint venture,” which is treated as a sole proprietorship
instead of as a partnership. In the IRS data used to construct table 2.3,
the number of sole proprietorships is actually the number of personal
income tax returns that include at least one Schedule C (nonfarm sole
proprietorship), plus the number of personal income tax returns that have
at least one Schedule F (farm sole proprietorships). It does not
correspond exactly to the number of separate businesses, because a
given personal income tax return can have multiple Schedule C or
Schedule F businesses.

38. Authors’ calculations based on data from Internal Revenue Service
(2015a).

39. For purposes of the rule limiting the number of owners of an S
corporation to 100, a married couple and certain family members may be



treated as a single owner.

40. Nonetheless, some large and relatively well-known firms are not C
corporations. Companies such as Cargill, Koch Industries, Dell, Bechtel
Group, PricewaterhouseCoopers, Mars, Publix Supermarkets, and
Enterprise Holdings (parent company of Enterprise Rent-A-Car) are
privately owned, and thus likely organized as pass-through entities.
Some large publicly traded firms, such as StoneMor Partners LP (one of
the nation’s leading cemetery companies), are organized as publicly
traded partnerships, thus qualifying for pass-through status. See Murphy
(2014) and McKinnon (2012).

41. Table 2.3 excludes two special classes of C corporations: regulated
investment companies (RICs); and real estate investment trusts (REITs).
RICs are mutual funds, investing for example in diversified portfolios of
corporate stocks, while REITs invest in bundles of commercial real
estate or mortgages. Unlike other C corporations, RICs and REITs are
allowed to deduct income distributed to shareholders (usually as
dividends) when computing corporate income tax. They distribute
almost all of their income, so that less than 0.15 percent of their income
ends up subject to corporate income taxation (more specifically, “taxable
income” was 0.13 percent of “net income less deficit” in 2011). RICs
and REITs account for less than 1 percent of C corporation returns. We
exclude them from table 2.3 to reduce double-counting of income (for
example, much RIC income is derived from other C corporations already
counted in table 2.3). Sources: authors’ calculations based on data from
Internal Revenue Service (2014b; Statistics of Income—2011
Corporation Income Tax Returns Complete Report; and Statistics of
Income—2011 Corporation Source Book, Publication 1053).

42. Partnerships that are publicly traded are treated as C corporations for tax
purposes, and are counted as such in table 2.3, with one exception. If at
least 90 percent of the gross income received by a partnership is
“qualifying income,” which includes for example interest, dividends,
capital gains, and rents, then the partnership can be publicly traded, yet
still be treated as partnership rather than as a C corporation for tax
purposes. See our earlier discussion of “publicly traded partnerships” in
Joint Committee on Taxation (2015b) for further details.



43. According to Strumpf (2014), there were 4,916 publicly traded U.S.
firms at the end of 2012. There were 1,635,369 C corporations in 2012,
according to tables 1.1 and 4.1 of the Internal Revenue Service’s
Statistics of Income—2012 Corporation Source Book, Publication 1053.

44. Roberts (2008).

45. Authors’ calculations based on Internal Revenue Service (2015a) and
Statistics of Income—1980 Individual Income Tax Returns, Complete
Report, Publication 1304.

46. Figures in this paragraph are based on Wilson and Liddell (2010, table
1a).

47. See Internal Revenue Service (2015b) and Ramirez (2012).

48. See Instructions for Schedule C, line 26 in Internal Revenue Service
(2014c).

49. Orszag (2007, p. 3).

50. The same bottom-line result would apply if the carried interest were
treated as ordinary partnership income. Changing the character of the
carried interest income from capital gain to ordinary partnership income
raises the tax liability of the fund managers, but if limited partners face
the same tax rates as general partners, it reduces the tax liability of the
limited partners by the same amount by replacing ordinary partnership
income (which becomes reallocated to the fund managers) with more
lightly taxed capital gains on the limited partners’ returns.

51. For further discussion (and disagreement) on the carried interest
controversy, see Fleischer (2008, 2015), Judge (2013), Viard (2008),
Sanchirico (2008), and Orszag (2007). Schler (2008) discusses issues
with legislative proposals to tax carried interest as ordinary income.
Table 1 of Orszag suggests that the vast majority of capital invested in
private equity funds in 2006 came from tax-exempt entities.

52. Marr and Huang (2016) discuss the taxation of pass-through entities in
the December 2015 Trump tax proposal. Applebaum (2016) reports that
during the roll-out of the September 2016 revisions to the Trump tax



plan, members of the Trump campaign apparently told the Tax
Foundation that pass-through entity income would be taxed at ordinary
personal income tax rates, but also assured the National Federation of
Independent Businesses that pass-through entities would be taxed at a
rate no higher than 15 percent. The $1.5 trillion revenue cost of the
provision is based on estimates from the Tax Foundation reported in
Cole (2016) and refers to whether or not it is included in the September
2016 version of Trump’s plan. The House Republican tax plan of June
2016 is discussed in Ryan (2016), Pomerleau (2016), and Nunns,
Burman, Rohaly, Rosenberg, and Page (2016).

53. In table 2.4, total capital gains in the U.S. economy are estimated based
on Board of Governors of the Federal Reserve System (2015, table
R.101, line 9), “holding gains on assets stated at market value” for
households and nonprofit institutions. Total interest, dividend, S
corporation, partnership, sole proprietorship, rental, royalty, estate, and
trust income in the U.S. economy is from U.S. Bureau of Economic
Analysis (2015), table 2.1, row 15 plus table 1.12, row 9 plus table 2.1,
row 14 plus table 1.12, row 12 minus table 7.12, row 164. Imputed rental
value of owner-occupied housing, less expenses other than taxes and
interest is from U.S. Bureau of Economic Analysis (2015), table 7.12,
row 158 plus row 160 plus row 164. Total property tax on nonbusiness
real estate in the economy is from U.S. Bureau of Economic Analysis
(2015, table 7.12, row 158). Total interest payments by persons are from
U.S. Bureau of Economic Analysis (2015), table 2.1, row 30 plus table
7.12, row 160. Data on amounts of each type of income included on
personal income tax returns are from IRS Individual Income Tax
Returns, Complete Report, Publication 1304, various years, and Parisi
(2015). All numbers are converted to constant year 2013 dollars using
the price index for personal consumption expenditures, U.S. Bureau of
Economic Analysis (2015, table 1.1.4, row 2). Adjustment for the
erosion of real value of net worth by inflation takes total net worth of
households and nonprofits at the end of the previous year from Board of
Governors of the Federal Reserve System (2015, table R.101, line 9),
converts it to constant year 2013 dollars using the price index for
personal consumption expenditures, and then multiplies it by the
inflation rate for the year as measured by the price index for personal



consumption expenditures. One form of capital income that we do not
attempt to estimate in column (a) of table 2.4 is the value of the net
service flow from consumer durables.

54. Our estimates of the economic income of businesses in table 2.4 are
based on U.S. Bureau of Economic Analysis (2015), which offers only a
rough approximation of the true economic value of depreciation.
Nonetheless, these estimates are undoubtedly much closer to economic
income than what is included in taxable income.

55. Authors’ calculations based on IRS Individual Income Tax Returns
Complete Report, Publication 1304, 2004 (table 1.4), Ledbetter (2006),
and unpublished data provided by Mark Ledbetter of the U.S. Bureau of
Economic Analysis. Further details behind these calculations are
available in the 4th edition of Taxing Ourselves, and from the authors
upon request.

56. The average annual inflation rate was 2.3 percent during 1987–2013, as
measured by the price index for personal consumption expenditures
(authors’ calculations based on U.S. Bureau of Economic Analysis 2015,
table 1.1.4). As noted earlier in the chapter, inflation has recently been
lower than this, which would reduce the size of this adjustment if we
were to focus just on very recent years.

57. For years through 2007, C corporation income subject to tax is from
Internal Revenue Service (2013c). For later years, it is from the 2008
through 2012 editions of Internal Revenue Service, Statistics of Income
—Corporation Source Book, Publication 1053 and Internal Revenue
Service, Statistics of Income—Corporation Income Tax Returns,
Complete Report.

58. The 54 percent is the sum of the 27 percent real economic capital
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returns 1987 through 2012, plus 27 percent of real economic capital
income that was included in the corporate tax base during that period.

59. Pension contribution and benefit limits are from Internal Revenue
Service (2014d).

60. IRA contribution limits are from Internal Revenue Service (2015c).



61. The deduction for tuition expenses is described in Joint Committee on
Taxation (2015d, pp. 72–73). It cannot be used for the tuition expenses
of an individual who benefits from one of the federal higher education
expense credits described below.

62. Authors’ calculations based on data from Parisi (2015).

63. Joint Committee on Taxation (2015d, pp. 11–12).

64. Rules for deductibility of home mortgage interest can be found in
Internal Revenue Service (2015d).

65. U.S. Department of the Treasury, Internal Revenue Service, Internal
Revenue Code (2015, Section 213(f)).

66. We discuss why this is so and whether it is a good idea in chapter 3.
There is also a “married filing separately” filing status, but this is rarely
used because it usually results in higher total tax liability for a married
couple compared to “married filing jointly” status.

67. The graduated tax system ensures that, ignoring phaseouts as in the
Earned Income Tax Credit, a taxpayer’s marginal tax rate is always
larger than his or her average tax rate.

68. Above an AGI threshold ($309,900 for a joint return in 2015), 2 percent
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the federal income tax as of 2015.



70. Values of AMT exemption, AMT tax bracket thresholds, and threshold
for phaseout of AMT exemption are from Internal Revenue Service
(2014a).

71. The AMT exemption phaseout causes taxpayers to lose 25 cents of
AMT exemption for every dollar by which AMT taxable income
exceeds the threshold. For a taxpayer in the 26 percent AMT tax bracket,
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72. The percentage of returns subject to AMT in 2013 is calculated from
data in Parisi (2015).

73. Authors’ calculations based on Parisi (2015). Explanations of the
meanings of Earned Income Tax Credit “used to offset income tax before
credits,” “used to offset all other taxes,” and “refundable portion” can be
found in Internal Revenue Service, Statistics of Income—2010
Individual Income Tax Returns, Complete Report, Publication 1304, pp.
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74. Statements in the previous two sentences, except for the comparison to
Medicaid, are based on Bitler and Hoynes (2010, table 3). In 2009, total
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Medicare and Medicaid Services 2014b, table 3).
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Internal Revenue Service (2014e, chapter 2).

76. All EITC parameters are from Internal Revenue Service (2014a). The
income threshold at which the phaseout begins is $18,111 for an
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Committee on Taxation (2015c, pp. 160–164, and 2015d, pp. 60–67).

79. For further information on the depreciation rules, see Joint Committee
on Taxation (2012b, 2013a, 2015c, and 2015d).
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Internal Revenue Service Statistics of Income—2011 Corporation
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earnings subject to OASDI tax is reported in U.S. Social Security
Administration (2015).
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$200,000, regardless of what the combined wage and salary and self-
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98. In many of those years, the top effective marginal tax rate on long-term
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101. See Burman, Khitatrakun, Rohaly, Toder, and Williams (2008) for
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103. Tax legislation enacted in 2009 is described in Joint Committee on
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(2012).
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3 Fairness

The worst riots seen in London for decades occurred on March 31, 1990.
More than 400 demonstrators and police officers were injured, and 341
people were arrested for assault, looting, and arson. Rioters set fire to
parked Porsches and Jaguars, smashed restaurant and store windows, and
demolished a Renault showroom. The reason? A new tax proposed by the
government led by Prime Minister Margaret Thatcher was scheduled to take
effect the next day. The new tax, called a community charge or poll tax, was
a standard amount levied on all adults living in a jurisdiction—the same
amount for rich and poor alike—and replaced a system of real estate taxes
based on property value. The public outcry, which included not only civil
unrest but also widespread nonviolent protest and noncompliance, is widely
credited as the principal reason for the challenge to Thatcher’s Conservative
Party leadership and her eventual replacement as party leader. The
government soon after abandoned the poll tax.1

Fast forward twenty years, when in the fall of 2010 protesters in England
and Scotland staged sit-ins and forced the closing of several stores of the
British telecommunications company Vodafone, alleging multi-billion
dollar tax avoidance at the same time that large expenditure cuts were
proposed by the Conservative-Liberal Democrat coalition government.2

In both cases the public outcry was exceedingly mild compared to the
previous time a poll tax was attempted by a British government, more than
half a millennium earlier, in 1381. In that year, mobs roamed from town to
town, beheading several prominent citizens and tax officials and sacking
their houses. One unfortunate soul dispatched to collect taxes was not only
“tortured and wounded so that he was half killed, [but] the miscreants then
turned to his horse, cut off its tail and ears and affixed them to the pillory
there to be subjected to public opprobrium and derision.”3

The overriding reason for the outcry over the modern poll tax was that
people thought it was unfair. The poll tax was to replace a property tax that



resulted in tax payments that varied with the value of the property. Under
the poll tax, every adult in a given local jurisdiction paid the same annual
tax, period. The duke with his estate paid the same tax as the butcher in his
three-room flat. That the affluent should owe more tax than everyone else
struck many in the United Kingdom as a first principle of fair taxation, one
that was violated by the poll tax.

Although in the United States it has been a long time since controversy
over fair taxation has erupted into such violence, our nation’s very origin
has roots in colonial indignation over the taxes imposed by England.
Indeed, the Boston Tea Party was a protest of British tax policies. An excise
tax on distilled spirits spurred the Whiskey Rebellion of 1794, which
caused several deaths and much property damage; to quell the rebellion,
President Washington nationalized 13,000 militiamen, an army three times
as large as the one he commanded at Valley Forge during the Revolution.4

In recent years, there have emerged in the United States two passionate,
influential, and for the most part peaceful mass protest movements with
sharply contrasting views on tax fairness. In 2009, a new “Tea Party” began
demonstrating on behalf of conservative or sometimes libertarian principles,
opposing bailouts, fiscal stimulus, and what many protesters saw as a
federal government that was overstepping its Constitutional bounds. While
taxation was just one among many targets of the Tea Party’s ire, it was a
central one (consider the name of the organization), and in 2010, Tea Party
activists helped elect numerous members of Congress, many of whom
advocated replacing progressive income taxation with a flat tax or national
retail sales tax.5 In September 2011, the “Occupy Wall Street” movement
began in Zuccotti Park in Manhattan, and adopted the slogan “we are the 99
percent,” alluding to their opposition to what they saw as the growing
concentration of income and power in the top 1 percent of the income
distribution and to policies favoring them. Encampments and protest
marches soon arose in many places around the country; eventually, there
were thousands of arrests (mostly for trespassing or disorderly conduct) and
occasional clashes with the police, including notorious pepper-spraying
incidents. While the grievances and aims of the Occupy movement were
diverse, a major practical goal of many in it was “to see steps taken to
ensure that the rich pay a fairer share of their income in taxes,” as the New
York Times put it.6



While violence over the fairness of taxation has largely subsided in the
United States, the rhetoric in tax debates still evokes images of war.
Accusations of “class warfare” have become a standard response to the
arguments that inequality is too high, or that taxes on upper-income people
are too low (or should not be cut further). For example, in October 2011,
Mitt Romney, campaigning in the Republican presidential primaries, replied
to a question about the Occupy Wall Street protests by saying: “I think it’s
dangerous, this class warfare.”7 When asked in 2011 about President
Obama’s “Buffett Rule” proposal to raise taxes on millionaires,
Congressman Paul Ryan, chairman of the House Budget Committee (who
became the Republican vice presidential candidate in 2012 and Speaker of
the House in 2015), responded: “Class warfare may make for really good
politics, but it makes for rotten economics.”8 Meanwhile, advocates of
higher taxes on the rich have not been shy about turning similar rhetoric on
their opponents. For example, in 2006, billionaire investor Warren Buffett
(inspiration for the “Buffett Rule”) said: “There’s class warfare, all right,
but it’s my class, the rich class, that’s making war, and we’re winning.”9

Usually the first question anyone asks about a new tax proposal is “Who
pays?” and about a tax cut is “Who benefits?” For tax bills discussed in
Congress, government agencies and independent organizations will publish
distributional tables that purport to show how the burden or benefits of the
proposed tax change will be distributed, or shared, across various income
groups. In recent years, the distributional tables have themselves become
political footballs as the economic assumptions underlying the assignment
of tax burden to income classes have been challenged. Whether the burden
of taxes is shared fairly is not only a matter of the distribution across
income groups. In addition, the distribution of tax burdens by region
becomes an issue when, for example, residents of the Northeast complain
about a tax increase on heating oil or when Westerners object if a gasoline
tax increase is considered. One might consider the distribution of burdens
by age or generation (for instance, in a debate over further taxing Social
Security benefits) or by some other characteristic (such as being a smoker,
if cigarette taxes are the issue).10

The prominence of fairness in tax policy debates makes it essential that
the issues it raises are clearly understood. But fairness also deserves close
scrutiny because of the costs that achieving it may exact. Much of the
bewildering complexity of the tax law is justified in the name of fairness.



After all, the poll tax is arguably the simplest tax system of all, and
evidently most everyone rejects it precisely because they think it’s unfair.
Even that system is expensive to administer if it engenders widespread
resistance. Slightly more complicated systems (but still much simpler than
our current system)—such as the flat tax—do not allow the tax burden to be
fine-tuned for personal circumstances and also permit limited flexibility in
assigning the tax burden across income groups. Before we resign ourselves
to accepting so much complexity as the price of achieving fairness, we
should think carefully about what we mean by fairness and about how much
we are willing to sacrifice to achieve it.

There is one other potentially important cost of tax fairness. Attempting
to achieve a very progressive distribution of tax burdens (i.e., skewed
toward high-income households) inevitably generates disincentives to earn
income, which may inhibit economic growth. How much of this economic
cost we tolerate depends on how much we value the reduced inequality that
more progressivity achieves. The more we value reducing inequality, the
more economic cost from progressivity should be accepted as a trade-off.

Vertical Equity and Tax Progressivity

There are two distinct aspects to the fairness of a tax system. The first,
called vertical equity by economists, concerns the appropriate tax burden on
households of different levels of well-being. If we measure well-being by
income, vertical equity is about how much of the burden tax should be
shouldered by a family with $200,000 of income versus a family with
$50,000 of income versus a family with $10,000 of income, and so on.

A tax system can be evaluated against another standard of fairness—to
what extent families of about the same level of well-being end up bearing
the same tax burden. Or to put it another way, under what, if any,
circumstances is it acceptable that two equally well-off households bear a
different tax burden? We will address this issue, called horizontal equity by
economists, a bit later.

First, we deal with the divisive issues of vertical equity and tax
progressivity. Recall that a tax structure is called progressive if a family’s
total tax liability as a fraction of income rises with income.11 If, for



example, total taxes for a family with an income of $50,000 are 20 percent
of income, taxes for a family with an income of $100,000 are 30 percent of
income, and so on, then the tax structure is progressive. If, on the other
hand, everyone pays the same percentage of income in tax, regardless of
income, then the tax structure is called proportional. Finally, a tax that takes
a smaller percentage of income from those with higher incomes is called
regressive.

Loosely speaking, one tax structure is more progressive than another if
the average tax rate (tax liability as a percentage of income) rises more
rapidly with income.12 Using this terminology, the question of vertical
equity usually boils down to whether the tax burden ought to be distributed
in a progressive fashion and, if so, how progressive it should be.

Before plunging in, we must make a frank admission: fairness is not in
the end a question of economics. Neither an A+ in Economics 101, nor a
PhD in mathematical economics, nor a lifetime of study of the theory of
political economy will reveal the one true answer. Fairness in taxation, like
fairness of just about anything, involves ethical issues and value judgments
that, by their nature, cannot be decisively resolved—certainly not by
economic reasoning—and about which reasonable people will disagree.

The elusiveness of the concept of fairness has not stopped people from
simply asserting, with absolute confidence, what is fair and what is not. In
his 1992 presidential campaign, Bill Clinton advocated making an already
progressive U.S. income tax system more progressive to achieve “an
America in which the wealthiest, those making over $200,000 a year, are
asked to pay their fair share.”13 Once in office, he joined with Congress to
raise income tax rates on those very people. William Safire, the late
columnist, journalist, and well-known stickler for precise language,
expressed a not dissimilar view of the meaning of tax fairness when he said
“most of us accept as ‘fair’ this principle: The poor should pay nothing, the
middlers something, and the rich the highest percentage.”14 Safire
apparently thought that a progressive tax distribution is fair.

In contrast, others argue that it is fair to impose the same (i.e., a “flat”) tax
rate on everyone’s income, perhaps after exempting a certain amount of
income from tax. Robert Hall and Alvin Rabushka, inventors of the flat tax,
once took this stand, saying that “the meanings of even, just, and equal, in
keeping with rules and logic, better fit a flat rate of taxation than any



multiple-rate system that discriminates among different classes of
taxpayers.”15

Some favor more extreme, and more regressive, interpretations of the
meaning of tax fairness. A letter to the editors of The Wall Street Journal
asserted that a fair tax would feature “the same amount charged to each
citizen—much as each member pays a fixed dues to a club, irrespective of
assets,” which is essentially a poll tax.16 The Parade magazine columnist
Marilyn vos Savant, who has been listed in the Guinness Book of World
Records under “Highest IQ,” agrees, saying that it is “clearly unfair” to
require some persons to pay more taxes than others, just as it is unfair to ask
one person to pay more for a hamburger than another.17 Note that the same
absolute level of tax for all people implies that high-income households
face a much lower average tax rate (tax liability divided by income) than
low-income households. Another letter to the editor of The Wall Street
Journal contends that a fair tax “is never possible, any more than anyone
can ever commit a fair murder or a fair rape; for taxation is, without an
exception, theft.”18

Clearly, opinions vary widely about what makes for a fair sharing of the
tax burden. Economists add to the dissonance, often proclaiming at
congressional hearings and in the press that one tax system is superior to
another, and disagreeing with one another about which system is best. To
make such a judgment, the economist is implicitly introducing his or her
own values into the choice, values that Congress or the majority of
Americans may not share. For this reason, in principle, any panel of
economists offering their opinions on the best tax system should be
followed by a panel of philosophers or ethicists who offer their views on tax
equity. In practice, of course, we do not convene such a panel every time an
adjustment in the pattern of tax liabilities is considered, and we rely on the
political system to make these kinds of choices. Careful economic analysis
can clarify the issues involved and can identify the trade-offs that arise
when tax fairness questions are at issue. Economic reasoning, however,
cannot be decisive in the choice about replacing one tax system with
another, whenever there are winners and losers from the switch.

The Benefit Principle versus the Ability-to-Pay Principle



Economists have proposed two principles for determining the fair
distribution of tax burden across income classes. Unfortunately, neither of
these principles provides a definitive answer to the question of exactly how
the burden of taxes should be distributed, but considering them does help to
clarify thinking about tax fairness. The first is the benefit principle, which
states that each individual’s (or household’s) tax burden ought to be
commensurate to the benefits he or she receives from the government. The
second is the ability-to-pay principle, which states that the tax burden ought
to be related to the taxpayer’s level of economic well-being.

The Benefit Principle
When we buy ordinary goods and services in the free market, we generally
consider it fair to “get what we pay for.” The benefit principle of taxation
would apply this same reasoning to the financing of government-provided
goods and services. In some cases, applying this principle is easy and
familiar. For example, one must purchase postage to use the U.S. mail, and
many local governments charge households for their use of water and
sewage facilities. These user charges can be an effective policy when it is
easy to determine how much of a government-provided good or service
each person is using. Such a levy is not only arguably fair (because of the
correspondence between the amount consumed and the amount paid), but it
is also economically efficient because it induces people to consume the
good or service only when it is worth more to them than it costs (if the price
approximately reflects the cost of providing it).

This may work for postage stamps or water, but for many important
government services, such as national defense or the justice system,
determining exactly how much each citizen benefits is difficult to say the
least, and often impossible. In these cases, user charges are impracticable,
and so implementing the benefit principle would require levying a tax based
on a rough estimate of the benefits each person receives.

This is the first place where the benefit principle runs into trouble. You
certainly can’t just ask people what government activities like national
defense are worth to them. Imagine how you would respond if you received
a survey from the IRS in the mail, asking you to estimate how much the
Department of Defense is worth to you each year. If you suspected that your
tax bill would depend on your answer, you would have a strong temptation
to lowball your estimate. (It’s not as if the government could threaten not to



defend those who claimed not to value the armed forces.) Those who
answered honestly would be caught holding the bill. If the government
could credibly promise not to assess taxes based on your survey response
(e.g., by promising to use the information only to get a sense of the average
benefit by income class), then people might respond more honestly. But
even with no incentive to lie, many households would undoubtedly find it
difficult to provide a sensible answer to such a question. Because there is no
reliable way to estimate the value of most of what the government provides
to each household or even to estimate the average benefit received by each
income group, the benefit principle fails to offer practically implementable
guidelines about how the tax burden should be distributed.

The benefit principle does, though, suggest that because households with
higher income and wealth have more to lose from the lack of security and
anarchy that would prevail if the government withdrew from providing
defense, a justice system, police, and so on, those households should
therefore carry a higher tax burden. (Still, the benefit principle doesn’t tell
us how much higher that tax bill should be.) In 1776, Adam Smith, the
father of free-market economics, argued on these grounds in favor of
proportional taxation (the same percentage tax rate on everyone), which
would indeed put a larger tax burden in absolute terms on people with
higher incomes.19 More recently, William Gates, Sr. (father of Microsoft
cofounder Bill Gates) defended progressive taxation (particularly the estate
tax) on the grounds that rich people in the United States owe a great deal to
their country because they would not have been able to achieve such wealth
in the many other countries of the world that are poorly or corruptly
governed, lack effective institutions and infrastructure, and underfund
scientific research, technological innovation, and education.20 Philosophers
Liam Murphy and Thomas Nagel of New York University provide a spirited
and controversial defense of a similar perspective in their 2002 book The
Myth of Ownership.

Given these disparate considerations, it is by no means obvious what the
benefit principle implies about the appropriate distribution of tax burdens.
Clearly, though, if the benefit principle supports a progressive tax system, it
does so not to ameliorate income inequality but instead to “charge”
correctly for the progressive benefits of government programs. To see this,
imagine for a moment that somehow each household’s true benefit from
government could be determined and that their tax liability was set at



exactly that value so that, on net, everyone comes out “even.” There would
be no way to go easy on low-income people by assigning them low or no
taxes; everyone would owe an amount of tax that equaled their individual
benefit from national defense, police protection, roads, and so on. Nor
would there be any scope to supplement the incomes of the very poor by
providing benefits such as the supplemental nutrition assistance program
(SNAP, also known as food stamps), because the value of SNAP would
have to be exactly offset by a corresponding tax liability. Children who
grew up in disadvantaged families could not be provided education free of
charge. Social Security could not guarantee that virtually all workers
receive at least some minimal survival level of retirement support, as it does
now; retirees would get back exactly what they had contributed during their
lifetimes, even if it meant that many elderly people would be impoverished.
Thus, a strict application of the benefit principle has radical implications for
both how the government raises money and how it spends it: taxes should
be set to reflect benefits received and not to redistribute income from one
group or household to another.

Some people argue that restricting the government in this way would be
just, because as long as the economic system that determines (pre-tax)
incomes in society is just (for example, the income did not result from
theft), then the outcomes are just: people have a right to keep what they
earn. This might be termed a libertarian view of justice, elucidated by
philosopher Robert Nozick in his 1974 book Anarchy, State and Utopia.
Writing in 2010, economist Greg Mankiw of Harvard University appealed
to Nozick’s principle in arguing that the distribution of tax burdens should
be guided exclusively by something like the benefit principle, while
acknowledging (for reasons similar to Adam Smith’s) that this might imply
a progressive distribution of burdens.21 Nozick, at least initially, made a
much farther-reaching assertion—that government should be limited to a
minimal role, providing only services, such as criminal justice and national
defense, necessary to prevent people from violating each other’s rights and
to avoid chaos and anarchy, which would impoverish everyone. Once that
was achieved, according to Nozick, justice required relying as much as
possible on voluntary consent, and as little as possible on the government
coercion that would be necessary to enforce enough taxation to finance a
bigger government. Many who are sympathetic to these views—including
Milton Friedman, Friedrich Hayek, Mankiw, and even Nozick himself later



in life—do allow for a larger role for government, although they would
prefer a smaller role than in the United States today.22

The Ability-to-Pay Principle
Most people, though certainly not all, would reject strict adherence to the
benefit principle’s implicit limitation on the appropriate role of government.
Instead, they would allow that one’s tax burden should be related to how
well-off one is. In this view, affluent people can more easily afford to pay
taxes, and this should influence how the burden of taxes is shared. This is
usually called the ability-to-pay principle for determining the appropriate
assignment of tax burden.

According to the ability-to-pay principle, tax burdens should be related
not to what a family receives from government but rather to its ability to
bear the sacrifice of material well-being that a tax burden entails. Reasoning
from the plausible idea that giving up a dollar via tax is a lot less of a
sacrifice for a billionaire than for a single mother struggling to make ends
meet, an equal sacrifice requires higher tax payments from a well-to-do
family. After all, $100 more in taxes may require an affluent family to cut
back on magazine subscriptions, but it may force a poor family to eat less.
It makes sense that a rich family would need to forgo a whole lot of
magazine subscriptions before its sacrifice is as great as the one undergone
by the poor family.

Although this is a sensible and even compelling proposition, it is also one
that is impossible to prove and quantify. We have no way to reliably
compare across individuals the sacrifice caused by having less money, just
as it is impossible to compare the relative pain suffered by two people from
a pinprick. We do know, though, that people place a relatively low value on
increments to their own income when their income is relatively high. For
instance, people routinely buy insurance that pays off when they would
otherwise be impoverished by some unlucky event such as a health crisis or
a house fire, even though on average they will lose money on the deal (due
to the need to pay for the administrative costs and profits of the insurance
company). In buying insurance they reveal that they value a dollar more
when they are poor than when they are rich. Indeed, some social scientists
have argued that risk aversion provides a justification for redistribution
through the tax system: it provides a kind of insurance against bad



economic outcomes that people might value but for which no private
market exists.23

Even if one accepts both that the tax system should impose equal
sacrifices on all taxpayers and that a dollar of tax payment is a greater
sacrifice for a poor family than for a rich family, the ability-to-pay principle
does not indicate what should be the precise relationship between income
and tax burden because there is no objective way to measure and compare
the degree of sacrifice across people. A proportionate tax, whereby
everyone owes the same percentage of income, would take more dollars
from a rich family than from a poor family. Indeed, even a regressive tax—
for example, a tax of 25 percent on the first $20,000 of income and 10
percent on all additional income—would take more dollars from a rich
family than from a poor family. Whether one of these two schedules, or
some other, assigns an equal amount of sacrifice across families is
impossible to know.

Furthermore, why should everyone make an equal sacrifice? Why not
require a greater sacrifice from the affluent than from the poor? For
example, utilitarian philosophers argue that it is ethically right to seek to
maximize the sum total of human well-being, or happiness, in society.24

Achieving that principle, taking into account both the relative values of
dollars to the rich and to the poor in terms of happiness, and any dollars lost
when people respond to the changed incentives caused by taxes (for
example by working less), could suggest a more progressive distribution of
taxes and transfers than does the equal sacrifice principle. Moreover, while
a utilitarian would oppose a further increase in tax progressivity if it
reduced the happiness of the rich more than it raised that of the poor,
philosopher John Rawls in his seminal 1971 work A Theory of Justice
argues that we should continue making taxes and transfers more progressive
as long as it makes the worst-off members of society better off.25 Accepting
the premise that policy ought to take into account differences across
individuals in the sacrifice associated with giving up a dollar thus involves
two separate layers of indeterminacy—how to measure the amount of
sacrifice, and how to determine the appropriate level of sacrifice at different
levels of well-being. Neither of these questions is the sort that can be
answered analytically.

We conclude that the ability-to-pay principle is really just an intuitively
appealing defense of the notion that an individual’s tax liability should be



linked to some measure of his or her well-being, rather than to an estimate
of the benefits from government activities. However, on the compelling
questions of the day—such as whether millionaires should owe 70 percent,
50 percent, or 30 percent of their income in tax, or whether poor families
should bear any tax burden at all—the ability-to-pay principle has nothing
concrete to offer.

Equality of Opportunity and Luck Egalitarianism
“Equality of opportunity” is another ethical principle commonly invoked in
the debate over the appropriate role for government, although not everyone
agrees on what it means or implies for policy. To some influential thinkers,
such as late philosopher Ronald Dworkin and Yale University economist
and political scientist John Roemer, equality of opportunity requires
designing government policy to compensate as fully as possible for
differences in well-being that are due to luck (or more generally, factors
beyond individuals’ control), and to compensate as little as possible for
differences in well-being that are due to effort and voluntary choice. The
idea (also known as “luck egalitarianism”) is that individuals have a
stronger moral claim to income arising from effort than from luck, and a
stronger moral claim on help from society to the extent their bad fortune
arises through no fault of their own.26

The difficulty of disentangling the parts of one’s circumstance that are
caused by one’s own effort and choices from the parts due to factors beyond
one’s control makes it infeasible to implement this principle precisely. But
some practical government policy measures, such as improving access to
high-quality education among children born to low-income parents, or
helping those with medical problems arising from genetic bad luck to afford
health care, seem consistent with this principle. Moreover, it implies that
even if we can’t practically disentangle the role of effort from the role of
luck for any particular individual, the ethically desirable degree of tax
progressivity ought to be greater when luck accounts for a larger portion of
income variation in general. The idea does seem to capture an important
element of popular thinking on inequality—as Google chief economist and
former Berkeley and University of Michigan professor Hal Varian says, “if
you want to determine whether someone is a Republican or a Democrat,



just ask that person whether differences in income come mostly from luck
...”27

Progressivity and Economic Incentives
Most economists have given up on seeking operational guidance regarding
the “right” degree of progressivity (i.e., what is vertically equitable) from
first principles of fair taxation. Instead, they have concentrated on
understanding the economic consequences, or costs, of different levels of
tax progressivity that arise because of the disincentive effects of taxation.

To see why progressive tax systems reduce the incentive, or reward, to
earning income, consider the least progressive of all tax structures, a “lump-
sum” tax, where tax liability is the same for everyone regardless of their
income. If tax liability were the same amount for rich and poor alike, the
tax system would place no penalty whatsoever on all the efforts people
undertake to better themselves—working hard, getting an education,
starting a new business, and so on. In contrast, a proportional income tax
system levied at a constant 20 percent rate puts a 20 percent penalty on the
reward from all such efforts. Tax systems that are progressive place an even
higher penalty on getting ahead, relative to the revenue they raise.
Conversely, efforts to limit the penalties that taxation imposes on
productive economic activity often entail reducing the tax burden on the
affluent. As Paul Krugman put it in his 2001 book Fuzzy Math, “When your
goal is to increase the incentive to become rich, it’s very hard to avoid also
giving benefits to those who already are rich.”28

If the tax penalty on getting ahead causes some people to shy away from
working hard, getting an education, and so on, then there is a hidden
economic cost to the tax system that is not reflected directly in the amount
of tax paid. This extra cost arises because some activities, for which the
benefits otherwise exceed the costs, are forgone purely for tax reasons.
When taxes on labor income reduce hours worked, the value of the goods
and services no longer produced exceeds the value of the time no longer
spent working. When a (hypothetical, thankfully) tax on cell phones
reduces the supply of cell phones, the forgone value of the cell phones that
would otherwise have been produced is greater than the value to consumers
of what other goods and services the freed-up resources will produce
instead.



Measuring this cost allows us to pose the critical trade-off that must be
faced in resolving the vertical equity question—how to balance the
potential social benefits of a more equal distribution of well-being against
the economic damage imposed by highly progressive taxes. As Henry
Simons of the University of Chicago stated so elegantly in his influential
1938 book Personal Income Taxation, “Both progress and justice are costly
luxuries—costly, above all, in terms of each other.”29 How the trade-off
between progress (read economic growth) and justice is resolved depends in
part on the value society places on a more equal distribution of well-being
and in part on the bread-and-butter concern of economists—how people and
businesses respond to incentives. The magnitude of the behavioral response,
which determines the economic cost of progressive tax systems, is
addressed in the next chapter.

Just How Unequal Is the Distribution of Economic Well-Being?
If everyone in our society were equally well off, we would have little reason
to worry about tax progressivity. But we don’t live in that world. In the
United States, there is an enormous gap between the standard of living of
the best off and the worst off, as well as a big difference between the best
off and the middle class. Moreover, government statistics provide abundant
evidence that, after declining significantly from the 1920s through the
1970s, the degree of income inequality in the United States has grown
sharply thereafter, returning to levels not seen since just before the onset of
the Great Depression in 1929. Figure 3.1 tells the story.



Figure 3.1 Growing income inequality in the United States: (a) percentage
of total pre-tax market income going to top 1 percent of income
distribution, 1913–2015, and (b) percentage change in average real pre-tax
market income per household since 1979 in different parts of the income
distribution, 1979–2013.

Source: Authors’ calculations based on data from Piketty and Saez (2003, updated 2016) and
Congressional Budget Office (2016b).

The gray line in the top panel of the figure depicts, for the years 1913
through 2015, the percentage of total pre-tax market income in the United
States going to households in the top 1 percent of the income distribution,



calculated by Thomas Piketty of the Paris School of Economics and
Emmanuel Saez of the University of California, Berkeley. This gray line
represents the top 1 percent’s share of the following: gross income reported
on personal income tax returns (including realized capital gains), plus an
estimate of what that would be for those not filing tax returns, less any
government transfers included in gross income such as Social Security or
unemployment insurance. By this measure, the minimum and average
incomes of households in the top 1 percent in 2015 were $442,900 and
$1.36 million, respectively.30

The top 1 percent’s share of income has followed a U-shaped pattern
since the early 20th century. It fell from a peak of 24 percent in 1928 to
about 10 percent by the mid-1950s, and stayed around this level through the
mid-1970s, when it briefly fell below 9 percent. It then began to rise
dramatically, eventually reaching about 24 percent again by 2007, dipped
temporarily to 18 percent during the recession year of 2009, but had
rebounded to about 22 percent by 2015.

The dashed line in the top panel of figure 3.1 shows an alternative
estimate of the top 1 percent’s income share, based on the Congressional
Budget Office (CBO) measure of pre-tax market income. This is similar to
Piketty and Saez’s measure (including realized capital gains), but accounts
for some additional kinds of market income, the most important being
employer-provided health insurance and pension contributions. CBO’s data
suggest a roughly similar degree of inequality and a similar pattern of
changes over time, at least since 1979 when the CBO data start. The CBO
dashed line is a bit lower than the gray line from Piketty and Saez,
especially in recent years, because compared to other market income,
employee benefits are less concentrated in the top 1 percent and growing
faster over time. But this does not change the overall picture very much.31

The solid black line in the top panel of figure 3.1 shows the top 1
percent’s share of the Piketty-Saez measure of income excluding capital
gains. Comparing this to the gray line demonstrates that almost all of the
recent volatility in the top 1 percent’s income share has been due to
fluctuations in realized capital gains, mostly reflecting the wild swings in
the stock market. Excluding capital gains, there is evidence of an even
steadier upward trend in the share of pre-tax market income going to the top
1 percent since the 1970s, which thus far shows little sign of abating. The



top 1 percent’s share of this measure of income rose from less than 8
percent in the late 1970s to 18.4 percent in 2015.32

The bottom panel of figure 3.1 demonstrates that since 1979, average real
(inflation-adjusted) pre-tax market income per household, as measured by
CBO, has grown much faster the higher one goes in the income
distribution.33 In the top 1 percent of the income distribution, it grew by
277 percent between 1979 and 2007. Despite recent fluctuations due to
recession and volatile capital gains realizations, it was still 188 percent
higher in 2013 than it was in 1979. In the rest of the top quintile (or fifth) of
the income distribution, income growth was strong but less dramatic, at 86
percent from 1979 to 2007 and 74 percent from 1979 through 2013. In the
second highest quintile, average real pre-tax market income grew by 35
percent between 1979 and 2007, and by 2013 was still 30 percent higher
than in 1979. For the bottom 60 percent of the income distribution, the
comparable figures were 25 percent and 11 percent, respectively.

Table 3.1, also based on CBO data, presents additional indicators of U.S.
income inequality and its growth over time, and depicts the direct effects of
government policy on these indicators.34 In table 3.1, households are now
ranked by pre-tax income including both market income and federal and
state government transfers through such programs as Social Security,
Medicare, Medicaid, SNAP (food stamps), Temporary Assistance to Needy
Families (TANF, a program of time-limited cash welfare benefits with work
requirements), and unemployment insurance benefits. To smooth out
fluctuations arising from the business cycle and to provide a better sense of
longer-run trends, for some statistics we compute and compare three-year
averages (1979–1981 and 2011–2013) from CBO’s annual data.35



Table 3.1 The distribution of income before and after government
transfers and federal taxes, and real growth of income after transfers and
federal taxes in different parts of the income distribution in the United
States.

Source: Authors’ calculations based on data from Congressional Budget Office (2016b). Note:
“Government transfers” includes transfers from both federal and state governments.

The first two columns of table 3.1 illustrate vast differences in incomes of
people at different points in the income distribution. For example, in the top
1 percent of the income distribution, from 2011 to 2013 average annual pre-
tax market income per household was $1.6 million, and average annual
income after federal and state government transfers and federal taxes was
$1.1 million (both in 2013 dollars). The comparable figures for the middle
quintile were about $52,000 and $61,000, respectively.

The inequality of income is smaller when government transfers and
federal taxes are taken into account. On average, in each of the three lowest
income quintiles, income is higher after transfers and federal taxes than
before them. This statement must be interpreted with caution, however. As
we demonstrate later in the chapter, this is overwhelmingly due to transfers,
such as Social Security and Medicare, that benefit the minority of people in
each quintile who are elderly or disabled, making it unrepresentative of the
typical household in each quintile (at least on an annual basis; on a lifetime
basis, it might be closer to representative, as—luckily—most people
eventually reach old age). Also note that these figures include the effects of
state government transfers, but not state taxes. Average income after



transfers and federal taxes is lower than market income by an increasingly
wide margin for households in successively higher slices of the income
distribution above the bottom three quintiles. As we will see later in the
chapter, this is mostly due to federal taxes.

Columns (3) and (4) of table 3.1 show shares of pre-tax market income
going to each part of the income distribution and how they have changed
over time. The share of pre-tax market income going to the top 1 percent
was 17.9 percent on average during 2011–2013, an increase of 8.0
percentage points relative to the 1979–1984 average. The shares of pre-tax
market income going to all parts of the income distribution below the top 10
percent, except for the bottom quintile, shrank over time. The small gain in
pre-tax market incomes for the bottom quintile reflects the fact that
working-age people, who tend to have higher market incomes relative to the
elderly, became increasingly concentrated in the bottom quintile over time.
Elderly childless households made up 36 percent of the bottom quintile in
1979 but only 16 percent of that group in 2013.36 This compositional
change was driven mainly by the rising value of Medicare benefits pushing
elderly people into higher quintiles, and stagnant wages for low-wage
workers pushing more of them into the bottom quintile. Thus, when looking
at table 3.1, all of the comparisons over time for the bottom quintile in
particular should be interpreted with caution, due to the dramatic change in
that group’s composition.

Columns (5) and (6) of table 3.1 show the shares of income, after
transfers and federal taxes, going to each part of the income distribution,
and how those have changed over time. On average during 2011–2013,
government transfers and federal taxes reduced the percentage of income
going to the top quintile from 57.7 percent to 48.2 percent, and reduced the
percentage of income going to the top 1 percent from 17.9 percent to 13.2
percent, while raising the share of income going to each of the bottom four
quintiles. Transfers and federal taxes also mitigated the rise in income
inequality over time, but not by much. Comparing the 2011–2013 average
with the 1979–1981 average, the percentage of income going to the top 1
percent of the income distribution increased by 8.0 percentage points before
transfers and federal taxes, and by 5.4 percentage points after them. Thus,
while transfers and federal taxes clearly played an important role in
reducing income inequality, they do not change substantially the bottom
line about the degree of income inequality and its growth over time.



Column (7) of table 3.1 shows the percentage growth in real income after
transfers and federal taxes, on average, for households in each part of the
income distribution between 1979 and 2013. Once again, the top 1 percent
experienced by far the fastest real growth in average income, at 192 percent
between 1979 and 2013. That was actually slightly larger than the 188
percent growth in their pre-tax market incomes over this period, shown in
figure 3.1. This mainly reflected a modest reduction in this group’s average
federal tax rate (shown later in figure 3.2). Average income after transfers
and federal taxes in the rest of the top 5 percent grew 90 percent. Rates of
real income growth after transfers and federal taxes were more modest, but
still positive, at all lower points in the distribution.

Figure 3.1 showed that average real pre-tax market income was only 11
percent higher in 2013 than in 1979 among households in the bottom 60
percent of the income distribution. When one takes transfers and federal
taxes into account in table 3.1, by contrast, the bottom 60 percent of the
income distribution experienced a 41 percent increase in real incomes, on
average, between 1979 and 2013. Thus, government policies helped low-
and middle-income people share in the benefits of long-term economic
growth to a greater degree than they would have otherwise. But government
policies did not come close to undoing the growth in inequality since the
1970s.

All of the income inequality data discussed above are based on single-
year snapshots of income, and re-rank individuals each year, so which
people are in a given segment of the distribution, such as the top 1 percent
of income earners, can change from year to year. As a result, these data do
not necessarily provide an accurate picture of inequality in longer-run
averages of income across individuals, because some of the apparent
inequality in a single-year snapshot represents temporary fluctuations, such
as a business owner having an exceptionally profitable year or a young
person who is still in school but will one day earn a high income. If we
could look at lifetime incomes, the distribution would not appear quite as
unequal as it does in figure 3.1 and table 3.1. In principle, there could be
substantial inequality in annual incomes even if everyone ended up earning
the same total income over a lifetime!

That is not how the world works, though. The best available evidence
shows that the distribution of long-term income is only a bit less unequal
than the distribution of single-year income. U.S. Treasury Department data



that follows a large sample of individual taxpayers over the ten years 1987
through 1996 indicates that when individual taxpayers are ranked by ten-
year averages of income (closer to, but not the same as, lifetime income),
the top 1 percent received 12 percent of income, exactly the same share
received by the richest 1 percent using a one-year snapshot from 1987. The
share of ten-year average income received by the top 20 percent of
taxpayers was 48.7 percent, only slightly less than the 49.4 percent in the
one-year snapshot from 1987.37 Furthermore, income is no less
concentrated among taxpayers within many age groups than it is for all
taxpayers.38 If most of the observed inequality at a point in time was due to
the life-cycle pattern of earnings, we would expect to see much less
inequality of incomes among people of the same age, but we do not.

If income mobility were increasing over time—that is, if people were now
moving up and down the income ranks farther and/or more frequently than
in the past—then rising annual income inequality need not necessarily
imply rising lifetime inequality. In that case, the effects of increased annual
income dispersion on individuals’ longer-term average income could be
offset by increased probability of low-income individuals moving up and
high-income individuals moving down the income scale over time. To test
whether this is the case, Wojciech Kopczuk of Columbia University,
Emmanuel Saez, and Jae Song of the Social Security Administration
examined earnings records from 1937 through 2004, collected for purposes
of administering the Social Security payroll tax, which allowed them to
follow the earnings of an enormous number of individual (but
unidentifiable) workers over many consecutive years. They conclude that
income mobility has been remarkably stable in the United States since the
1950s, which implies that the increases in annual earnings inequality since
the 1970s have been matched by increases in lifetime inequality. Consistent
with this, they show that the increase in the degree of inequality of labor
income in recent decades has been substantial, and roughly similar whether
they use single-year data, 5-year averages, or 11-year averages of such
income for particular individuals followed over time.39

Researchers have also examined the inequality of consumption, as
measured by annual household expenditures on goods and services reported
in surveys. In principle, accurate information on annual consumption could
be a better indicator of households’ long-term level of well-being than
annual income, for example because people tend to save when income is



temporarily high and run down their savings or borrow when income is
temporarily low, keeping consumption in line with their notion of what
economists call “permanent” income. Unfortunately, the Consumer
Expenditure Survey, which contains the best available data on the
consumption of individual households in the United States, surveys only a
very small sample of households, with many fewer high-income people
than are in the combination of income tax return data and Census data used
to construct the CBO income inequality figures cited above.40 Thus there is
simply no reliable information at all about what has been happening to
consumption in the upper reaches of the distribution (i.e., the top 1 percent,
or even the top 10 percent), which is where all of the dramatic changes in
income inequality have occurred.

Consumption data is probably more insightful for lower-income groups.
Bruce Meyer of the University of Chicago and James X. Sullivan of the
University of Notre Dame argue that at the bottom of the distribution
consumption seems to be better measured than income, and show that
between 1980 and 2009 consumption increased in real terms by about 54
percent at the tenth percentile (top of the bottom 10 percent) of the
consumption distribution, and by about 50 percent at the median. These
data on consumption growth for the bottom and middle of the distribution
are actually fairly consistent with the CBO data on growth in income after
transfers and federal taxes, shown in table 3.1, with the consumption data
suggesting only slightly better improvement in well-being over time. None
of this evidence comes close to changing the conclusion that the inequality
of financial well-being has been increasing dramatically over time,
particularly due to the extraordinary income growth at the top of the
distribution. But it is relevant to questions such as whether the poor and
middle class have benefited from economic growth over time after taking
into account the effects of transfers and taxes (which will be reflected in
consumption), and whether policy changes such as expansion of the Earned
Income Tax Credit have been successful at raising the well-being of the
poor (Meyer and Sullivan would answer yes to both).41

Wealth is distributed in an even more unequal fashion than income or
consumption, and it too appears to have grown most dramatically at the
very top in recent decades. Estimates based on the Survey of Consumer
Finances (SCF), a survey that asks a sample of several thousand households
directly about their wealth, suggest that the share of wealth held by the



richest 10 percent of households increased from 67 percent in 1989 to 76
percent by 2013.42 Emmanuel Saez and Gabriel Zucman, both of the
University of California, Berkeley, have recently estimated the share of
U.S. wealth held by households at the top of the wealth distribution in each
year since 1913, by cobbling together indirect evidence from a variety of
sources, relying most importantly on inferences based on the distribution of
capital income reported on individual income tax returns. They conclude
that the share of wealth held by the top 1 percent of the wealth distribution
gradually declined from a peak of 51 percent in 1928 to a low of 23 percent
by 1978, and then rose to 28 percent by 1989 and to 42 percent by 2012.43

Their ambitious data work is quite an achievement, but there is significant
room for error in their inference techniques and assumptions, and their
estimates suggest a higher level and faster rate of growth of wealth
concentration in recent decades than are implied by other data sources
(which have their own limitations).

Jesse Bricker, Alice Henriques, and John Sabelhaus of the Federal
Reserve, together with Jacob Krimmel of the University of Pennsylvania—
relying primarily on data from the SCF, supplemented by information from
the Forbes 400 list of the wealthiest Americans—estimate that the share of
wealth held by the richest 1 percent of households increased from 27
percent in 1989 to 33 percent in 2013.44 Like Saez and Zucman, these
authors make some compelling arguments for the superiority of their
estimates. Some uncertainty inevitably arises because reasonable people can
differ about the best ways to deal with various imperfections in the
available data. Our impression is that the best answer is probably closer to
the estimates by Bricker and co-authors, but time will tell as more and
better data gradually become available to resolve some of the uncertainties.

Why inequality has been growing sharply in recent decades is a
controversial subject. As shown above, inequality in income before taxes
and transfers has grown faster than inequality after them, so changes in
government policy cannot be directly responsible for the trend toward
greater inequality. Some economists, however, have argued that cuts since
1980 in the tax rates that apply to high-income households may be
indirectly responsible for some of the surge in reported incomes at the very
top of the income distribution. Lower marginal tax rates, they argue,
increased the incentive for the well-to-do to work harder and to invest more,
and reduced their incentive to hide income from the IRS. This is just one of



the many plausible explanations for rising inequality that we examine
closely in the next chapter. Other explanations that we consider there, such
as the effects of technological progress and globalization—which have
raised demand for the services of highly skilled American professionals and
reduced demand for lower-skilled workers—or developments in financial
markets and changing executive compensation practices, have very
different implications for the economic costs of progressive taxation.

If the rich are getting richer and the incomes of the poor and middle class
are growing slowly because of market forces such as globalization and
technological change, then there is a compelling case that some of the
increased inequality ought to be offset by a more progressive tax system—
and certainly should not be exacerbated by reducing the progressivity of the
income tax. This policy response to increasing inequality is sensible not
because higher incomes for those in high-skill professions are bad per se.
Instead, the idea is to take advantage of the surging incomes of the already
affluent to rearrange tax burdens in such a way that makes many people
better off without making the rich much worse off in terms of “happiness
sacrificed.” Moreover, to the extent that the inequality is driven by factors
beyond one’s control, the moral justification for that inequality may be
weaker, as discussed in the “equality of opportunity” section above; from
the point of view of the less skilled, globalization was bad luck, and not due
to their own decisions.

If, on the other hand, the incomes of the affluent surged because cuts in
top tax rates beginning in the early 1980s unleashed a torrent of income-
producing activity in response to improved incentives, we should take
seriously the economic benefits of reducing tax progressivity and view
progressive taxation more skeptically. If the cuts in top tax rates caused a
reduction in tax evasion and tax avoidance, that too might weaken the case
for progressive taxes, because evasion and avoidance activities are
economically costly, and because it would suggest that some of the increase
in inequality over time that is apparent in personal income tax return data is
not real. But in that case, the implied policy response might be to reform the
tax code in order to reduce opportunities for avoidance and evasion, and to
improve enforcement, instead of reducing progressivity.

Regardless of the primary cause of the increased inequality, the degree of
progressivity that people prefer must depend partly on value judgments. But



for any given set of values about fairness, the appropriate degree of
progressivity is lower if the economic cost of achieving it is higher.

What Americans Think Is Fair
Any first principles of fairness leave plenty of room for disagreement over
the appropriate distribution of the tax burden. Why not forget about first
principles and trade-offs between fairness and growth, and instead just ask
Americans what they think is fair based on their own values and principles?
In fact, public opinion surveys generally reveal widespread support for
progressivity in taxation. But the survey responses are sometimes internally
inconsistent or are difficult to interpret, can differ greatly depending on how
the question is framed, and in some cases seem to indicate considerable
public confusion about how the U.S. tax system works.

An April 2015 Gallup poll found that 62 percent of people felt that
“upper-income people” paid “too little” in taxes. While previous iterations
of the same poll have shown strong support for this proposition, support did
decline gradually from 77 percent in 1992 to a low of 55 percent in 2010,
before rebounding more recently.45 ABC / Washington Post polls conducted
in 2012 found that 72 percent of respondents supported increasing taxes on
millionaires, and 60 percent supported increasing taxes on people who
make more than $250,000 per year.46 Recall that an increased marginal tax
rate applying to those with incomes above $400,000 was enacted
immediately following the re-election of President Obama.

Because the federal tax system is already quite progressive, on the surface
these polls seem to suggest public support for a substantial degree of
progressivity. It is not clear, however, whether Americans believe that the
existing tax system actually is progressive. For instance, in a 2003 survey,
51 percent said that “middle-income people” pay “the highest percentage of
their income in federal income taxes,” while only 26 percent said that
“high-income people” do.47 As we demonstrate later in this chapter, this
impression is probably way off, as the best available estimates suggest that
higher-income people do owe a much higher share of their incomes in
income taxes than others, on average. A stark illustration of this apparently
pervasive misperception comes from a 1989 survey that found, on average,
people believed that 45 percent of millionaires paid no income tax at all;
IRS statistics showed the actual figure was less than 2 percent.48



Occasionally, more detailed surveys have asked people to report what
they think “fair” average tax rates would be at various income levels.
Surveys of nationally representative samples of adults carried out in the
1990s found that the majority of respondents picked “fair” average tax rates
at various income levels that were consistent with a progressive distribution
of tax liabilities, and the median and mean preferred patterns of average tax
rates by income were reasonably similar to the actual pattern of average tax
rates at the time. A more recent (2007) survey of college students
corroborates this finding, although it is unclear whether the students’ views
are representative of the views of the broader adult population. The general
similarity between the actual and desired distributions suggests one or both
of two things. It may mean that we manage to get the sharing of tax burdens
about where Americans, on average, want it to be. Alternatively, it may
mean that, when people are asked their preferences, their answers tend to
mirror the system currently in place.49

A large number of surveys have asked questions about “flat” taxes, which
tend to reduce tax progressivity by eliminating graduated tax rates, and the
responses might, in principle, shed some light on these issues. But the
survey results vary widely, seem to depend greatly on the wording of the
question, and tend to reveal that many people do not have enough
information either about the current system or the flat tax to form a strong
opinion. For example, in a November 2011 CBS News poll, when asked
about replacing “the current income tax system [which] taxes higher
income people at higher rates and lower income people at lower rates” with
“a flat tax which would tax people at all income levels at one flat tax rate,”
32 percent said it was a good idea, 36 percent said it was a bad idea, and 28
percent said they “don’t know enough to say.” In another November 2011
poll, conducted by NBC News and The Wall Street Journal, respondents
were a bit more willing to venture an opinion—56 percent said they
preferred “a graduated income tax system, in which people with higher
incomes pay a higher tax rate,” while 40 percent preferred a “flat tax system
in which everyone pays the same rate regardless of income.”50 In several
surveys, large percentages of respondents say they believe that high-income
people would pay more under the flat tax than they do now, a belief that we
demonstrate later to be almost surely factually incorrect.51 Evidence from a
2003 survey suggests that holding this belief significantly increases the



probability that someone supports the flat tax.52 Thus, what support there is
for the flat tax might weaken if people were better informed.

An intriguing 2015 study by economists Ilyana Kuziemko of Princeton
University, Michael Norton and Stefanie Stantcheva of Harvard University,
and Emmanuel Saez investigates how certain types of information influence
opinions about inequality and taxation. They surveyed about five thousand
U.S. residents in 2011 and 2012, and randomly assigned respondents into
control and treatment groups. Members of the control group were asked a
series of questions about their attitudes toward inequality and tax policy,
while members of the treatment group were asked the same set of questions,
but only after going through an interactive online presentation intended to
make them better informed about relevant facts. This online presentation
included information about the degree of income inequality in the United
States and how it has been changing over time, the fact that the federal
estate tax at the time only affected people with wealth above $5 million at
death, and the fact that the periods of U.S. history when marginal income
tax rates on people at the top of the income distribution were highest were
also the times when economic growth was highest. The online presentation
viewed by the treatment group explicitly interpreted that last fact to mean
that “increasing the federal income tax rate and the estate tax rate on very
high incomes can raise tax revenue without hurting economic growth.”

When members of the control group were asked what the average (not
marginal) federal personal income tax rate on people in the top 1 percent of
the income distribution should be, the average response was 30 percent;
even among self-described conservatives, the average response was 24
percent.53 (Note that the actual average federal income tax rate on the top 1
percent at the time was 23 percent.)54 These results are consistent with
other survey evidence at the time suggesting support for raising taxes on
upper-income people, and indicate that support was not entirely driven by
popular misperceptions that the rich pay less in tax than they actually do.

A comparison of survey responses across the treatment and control
groups in the Kuziemko, Norton, Saez, and Stantcheva study suggests that
the information provided to the survey respondents about inequality and the
statement about the economic costs of taxation had only modest impacts on
desired tax progressivity. However, the more accurate information about
who is subject to the estate tax had a large impact on support for this tax.
The information treatment did change some peoples’ minds about income



inequality—people in the treatment group were more likely to agree that
income inequality had increased over time in the United States (86 percent,
versus 74 percent in the control group), and were more likely to agree that
inequality was “a very serious problem” (39 percent, versus 29 percent in
the control group). But in spite of these at least temporarily changed
attitudes, the preferred average income tax rate on those in the top 1 percent
of the income distribution was only 1 percentage point higher in the
treatment group compared to the control group. The information treatment
caused support for increasing tax rates on millionaires to go up a bit, from
74 percent in the control group to 79 percent in the treatment group, but
caused support for increasing the estate tax to go up a lot, from 17 percent
in the control group to 53 percent in the treatment group. While the study
leaves open many interesting questions about the impact of information on
attitudes toward taxation, it’s an interesting start.55

Tax Incidence: Who Bears the Burden of a Tax?
Determining who bears the burden of taxation in the United States is a
much more difficult task than it might first appear. This is because the most
straightforward approach—adding up how much money people send to the
IRS each year and tabulating these figures by, say, income group—doesn’t
produce the right answer. Instead it will often provide a very misleading
answer because the burden often is shifted off of the person who sends the
check to the IRS onto someone else, via changes in market prices caused by
the tax system. For example, if the owner of a business can respond to a
particular tax levy by raising prices, then even though he or she is the one
sending a check to the IRS, the firm’s customers are bearing part of the
burden of the tax. Moreover, the straightforward totaling up of money
remitted is not at all helpful for tracing the ultimate burden of corporation
income taxes. To understand who bears the burden of taxes and whether
that burden is shared fairly, it is necessary to look beyond who writes the
checks to the government.

If “paying” taxes means writing checks to the IRS, most wage and salary
earners have no right to complain about income taxes—because they pay no
tax at all! Of course, all this means is that taxes on wages and salaries are
“withheld” from their paychecks by their employers and forwarded by the
employers to the IRS. By April 15 (or the extended filing deadline),
employees owe to the IRS the difference between their tax liability and



what has already been remitted on their behalf by their employers.56

Because for about three-quarters of taxpayers what has been withheld
exceeds their tax liability, they qualify for a refund. Thus, if paying means
writing a check to the IRS, not only do most Americans never “pay” any
income taxes, they receive money. American workers are familiar enough
with employer withholding to know instinctively that they can, and do, bear
the burden of income taxes without ever writing a check to the government.
Some conservative commentators apparently disagree that taxpayers are so
clear-sighted, arguing that employer withholding obscures the true burden
of taxes and should be eliminated so that employees “feel the pain” of
taxpaying by remitting all the tax themselves.

What a tax is called is also usually irrelevant to who bears the burden of
taxes. Imagine if all taxes levied on wages and salaries became the sole
legal responsibility of the business employing the labor and were renamed
labor usage taxes rather than labor income taxes; what was a tax “on”
workers’ income now becomes a tax “on” business, while what triggers the
tax and the rate of tax stay exactly the same. Although the wording on the
pay stubs would change, there would be no change in take-home pay and no
change in who really bears the burden of the taxation. A weekly stub that
used to show $600 in wages, $200 in federal income taxes withheld, and
$400 in take-home pay might instead show simply $400 in wages because
the employer would remit the $200 “labor usage tax” separately. The
bottom line is that the worker takes home $400 either way. Changing the
name of the tax won’t suddenly make an employer more generous; firms
will still try to pay as little as they can to maintain a workforce of the size
and quality they desire. Whether the legal liability to remit taxes resides
with the buyer of labor services (the firm) or the seller of labor services (the
worker), the same result is attained in the end. That who remits tax is
generally irrelevant to who bears the tax burden is a critically important, but
often misunderstood, concept that recurs in much of the analysis that
follows.

To be sure, there are some exceptions to the general rule that where the
legal responsibility for remitting taxes lies doesn’t affect who bears the
burden of those taxes. For example, suppose employer withholding were
abolished and the IRS had to collect all income taxes from employees. If
this opened up new avoidance and evasion opportunities, this would affect
the supply and demand for workers and therefore the equilibrium terms—



the wage rate—of employment contracts. The remittance system matters in
this case because it affects the incentives of the workers and employers to
comply with the tax law. But this qualification does not contradict the
important concept that one must look beyond who remits the tax to
understand the ultimate consequences of a tax.

So far, we have explained how not to measure the burden of taxes—by
identifying who remits taxes or is legally responsible for remitting money to
the IRS—but we have yet to explain how to do it right. Does a tax on labor
income make workers worse off by lowering their take-home pay, or does it
make employers worse off by increasing the cost of labor? Or some of
both? Do taxes on cigarettes burden smokers, the owners of cigarette
companies, the people who work for these companies, or tobacco farmers?

The phenomenon that taxes ostensibly levied on one group of people may
end up being borne by others is known as tax shifting. The ultimate
distribution of tax burdens across people after this tax shifting occurs is
called tax incidence. For any given tax, the true incidence is difficult to
determine precisely, and for some taxes there is still substantial
disagreement among economists about what the truth is.

The burden of a tax can be shifted when the tax changes the pre-tax prices
of the goods and services that people buy and sell. As an example, consider
the effect of a 20 percent income tax on someone making $10 an hour. How
much worse off the tax makes the worker depends on whether levying the
tax causes the worker’s pre-tax wage to rise and by how much. If the pre-
tax wage rose to $12.50 an hour, the after-tax wage ($12.50 × (1–0.2))
would still be $10, and the burden of the tax would have been shifted
entirely off the worker. If the pre-tax wage rose to $11, some, but not all, of
the burden would have been shifted.

Why would the pre-tax wage rate rise when the tax is imposed? More
generally, what determines whether shifting occurs? A good rule of thumb
is that the better the alternatives to what is taxed, the less likely one is to
bear a burden.57 Some examples may help to illustrate this idea. Will a tax
of 5 cents per can of Coca-Cola cause its price to rise and thus be borne by
Coke consumers? The answer is no if most consumers can’t tell the
difference between Coke and Pepsi—that is, if they have good alternatives
to the taxed good.58 If one is as good as the other (that is, they are close
substitutes, in economists’ language), the market simply will not support
Coke selling for $1.05 a can, tax included, while Pepsi sells for $1.00: no



one would buy Coke at those prices. In that case, Coke would sell for $1.00,
and the people involved in producing Coke would bear the burden of the
tax; if their net-of-tax receipts no longer covered their costs, they might
have to shut down production entirely. If, on the other hand, neither Pepsi
nor any other drink is viewed as a good substitute for Coke, the market
price of Coke is likely to rise toward $1.05, so that the burden of the tax is
borne by consumers of Coke.

The alternatives to supplying the taxed good are equally important.
Consider the incidence of a surprise tax of 10 cents per tomato imposed on
farmers as they arrive in the morning at your local farmers’ market.
Because the tomatoes will soon start to rot, the farmers have no alternative
but to sell them at this market on this day. In that case, the likely scenario is
that the market price will be not much more than what would have
prevailed in the absence of the tax, and the farmers will lose out by
receiving a lower net-of-tax price than otherwise. If, however, the tomato
tax had been announced months in advance, the farmers would have had the
option of growing other crops or, if announced days in advance, of taking
their tomatoes to be sold elsewhere. With fewer tomatoes to be sold, the
price at the farmers’ market would be bid up, causing the tax burden to shift
away from the farmers toward the people who favor shopping at that market
and will find that tomatoes cost more than otherwise. Note that these lovers
of fresh tomatoes bear a burden from the tax even though they remit no
money to the tax authority—the burden of the tax levied on tomato farmers
is “passed through” to them in the form of a higher price.

The same logic applies to taxes on labor income. As already discussed, a
tax on wages and salaries will be shifted off workers to the extent that the
tax causes pre-tax wage rates to rise. It will be completely shifted if wages
rise enough so that after-tax wages are no lower than they would have been
absent taxes. How does the rule of thumb about shifting apply to this case?
It says that shifting will tend to occur if on average workers have better
alternatives to working than employers have to hiring workers. For workers,
the alternative to paid work is leisure or unpaid work at home; for
employers, the alternative to hiring labor is to economize on workers by
moving to more capital-intensive, or automated, modes of production.

As we discuss in chapter 4, most evidence suggests that aggregate labor
supply is not highly responsive to the after-tax wage, suggesting that on
average people do not perceive they have any alternative but to work. On



average, businesses are more flexible in their ability to find alternatives to
labor. The relative flexibility of businesses compared to workers implies
that very little of the income tax is shifted off workers by forcing up pre-tax
wage payments and that the tax is borne largely by the workers themselves
in the form of lower after-tax wages. Note that this reasoning applies to any
tax that is triggered by labor income, whether it is called a business tax on
labor usage or a tax on individuals’ labor income and whether it must be
remitted to the tax authority by the business or by the employee.

In some cases, a tax will exact a burden on the consumers or producers of
untaxed goods or services that are related in some way to the taxed good.
For example, if a tax on butter causes people to substitute margarine on
their toast and in their cooking, this will probably drive up the price of
margarine. In this way, part of the tax burden is shifted onto margarine
consumers. Another important example applies to state and local
government bonds. Interest on these bonds is excluded from federal
taxation, while the returns on federal and corporate bonds are fully taxable.
Because of this tax advantage, there is greater demand for state and local
bonds. The increased demand pushes up the bonds’ price or, in other words,
lowers the interest rate they offer. Because of the tax on other investments,
holders of state and local bonds—who remit no tax at all—pay an implicit
tax equal to the difference between the interest rate they receive and the
higher rate they would receive on a taxed bond of similar maturity and
riskiness.

Corporations Don’t Pay Taxes, People Do
The controversial bumper sticker inspired by the National Rifle Association
—“Guns don’t kill people, people do”—may seem like a semantic fine
point, but at first blush the tax version of the NRA slogan seems just plain
wrong. Corporations certainly do remit a great deal of taxes. By one
estimate, in 1999 corporate and noncorporate businesses remitted 84
percent of all federal, state, and local government taxes. This included $231
billion of corporate income taxes, $1.7 trillion of withheld personal income
tax and payroll tax payments, as well as numerous other taxes.59 Moreover,
many people favor higher taxes on corporations in the hope that this means
that they or their constituents will avoid bearing any burden. For instance,



in an April 2015 Gallup poll, 69 percent of respondents said corporations
pay less than their “fair share” of tax.60

Nevertheless, corporations do not “pay” tax in the sense of bearing the
burden of it. The fact that Alcoa’s treasurer signs checks made out to the
IRS tells us nothing about which Americans bear the burden of taxation.
Certainly, the treasurer does not bear the burden of his employer’s
corporation income taxes, but who exactly does bear it? Is it Alcoa’s
stockholders, its employees, or perhaps its customers? Whatever the answer
to this question, it is not informative to say that the legal entity that is Alcoa
Inc. will be worse off because of the corporation income tax. Rather, we
need to identify precisely which people end up bearing the burden of a tax.
This point became a major news item in 2011 when, at a Mitt Romney
campaign event, protesters called for increasing taxes on corporations
instead of on people. Romney famously replied “corporations are people,
my friend ...,” subsequently clarifying that he meant that “everything
corporations earn ultimately goes to people.”61

Which people bear the burden of the corporate income tax? To answer
this question, imagine that a corporate tax is enacted, without prior warning,
in an economy that previously had no such tax and that contains many
businesses that are corporations and many that are not. In the short run, the
holders of corporate stock—the owners of the corporation—suffer as a
result of imposing this tax, as share prices will tumble in anticipation of
lower after-tax earnings. This is not the end of the story, though, because
new investments by corporations subject to the tax are now less attractive
compared to alternative investments, such as those in businesses not subject
to the tax (pass-through entities), foreign investments, real estate, etc.
Corporate investment declines, while noncorporate investment expands. But
more people seeking noncorporate investments will inevitably drive down
the pre-tax return in these sectors, as the most profitable opportunities are
used up and less profitable ones are pursued. The reduced profitability of
noncorporate business, due to more competition, shifts some of the burden
of the tax to the owners, and possibly consumers, of these other forms of
business. In the long run, the after-tax, risk-adjusted return on investment
will be the same for corporate investments as it is for noncorporate
investments, and the burden will be shared among all owners of business
capital.



Because this is a difficult bit of economic reasoning, the following
analogy may be helpful. Imagine there are two highways leading from a
suburb to the central city. The two highways get commuters to work in
about the same amount of time, and almost everyone has settled into the
habit of regularly taking one road or the other. Now imagine that a tollbooth
is constructed on one of the roads. Who will be worse off? At first, the
losers will be those who are accustomed to taking the newly taxed route to
work. Over time, though, more and more commuters will switch to the
untaxed alternate highway to avoid the toll, making it more congested and
increasing the commuting time. In this way, the burden of the toll imposed
on taking one road is shifted to those people who usually had taken the
other. Once the dust has settled, all commuters will probably be about
equally burdened by the toll. (If not, people will continue to change their
commuting habits.) By analogy, a tax on the income from corporations will
be spread to the recipients of all types of capital income as funds that
otherwise would have been invested in corporations flow into the
noncorporate sector.62

Do Workers Bear Taxes on Capital?
Some economists argue that the shifting story does not end here and that
part of the burden of a corporation income tax—or of any tax levied on the
return to capital investment—will be shifted from wealth owners to wage
earners. Their argument goes as follows. Taxes on capital income
(including, but not restricted to, corporation income taxes) reduce the rate
of return to saving, which in turn reduces how much people save. Because
saving finances capital investment, a decline in saving over time means that
the economy is less capital-intensive and therefore labor is less productive.
By this reasoning, workers ultimately bear some of the burden of taxes on
capital income because their wages are reduced when they are less
productive.

This argument is highly controversial because it depends on a couple of
hotly debated presumptions about how the U.S. economy works. First, it
requires that individual saving behavior be responsive to changes in the
after-tax return a person receives. The experience of the 1980s and 1990s,
when the after-tax rates of return to saving surged but the savings rate
gradually declined, has cast doubt on that proposition.



Second, the argument requires that domestic investment must decline if
U.S. saving declines. The global economy reduces the impact of a decline
in domestic saving on domestic investment because that investment need
not be financed entirely by U.S. residents’ savings. If a tax on the capital
income of U.S. citizens, a budget deficit, or anything else is causing a
reduction in our nation’s saving, foreign savers have proven only too happy
to pick up some of the slack and finance some of our investment.63 In this
case, the link between the future productivity of American workers and the
return to our own investments is weakened, and more of the burden of taxes
on the return to saving will be borne by American savers—that is,
American wealth owners. Evidence that rates of domestic saving across
countries are highly correlated with rates of domestic investment suggests,
however, that declines in domestic saving are probably only partly offset by
inflows of saving from abroad.64

We have argued that the possibility that foreigners will invest in the
United States makes it less likely that a tax on U.S. residents’ savings will
be shifted onto U.S. workers. The possibility that U.S. citizens will invest
abroad, though, makes it more likely that taxing U.S. domestic investment
will in fact be somewhat shifted onto American workers. Investment abroad
is an alternative to domestic investment, which limits the degree to which
investors will accept a lower return to investing in the United States. Thus,
an attempt to tax the income from U.S.-located investment to some extent
drives investment offshore, leaving U.S. workers with less productive work
opportunities and putting downward pressure on their wages.

The lesson of the global marketplace is that it is difficult for a country to
impose a tax burden on individuals whose income-earning opportunities are
mobile across borders. Capital currently is more mobile than labor,
implying that taxes on the income from capital in a particular location will
tend to be shifted onto those workers who reside in that location. Evidence
suggests, however, that capital is still far from perfectly mobile across
borders for a large country such as the United States, so even in this case
capital owners are likely to bear a substantial part of the tax burden.65

The 19th-century French pamphleteer and leader of the free-trade
movement, Frédéric Bastiat, wrote that there is only one difference between
a bad economist and a good economist: a good economist considers both
policy effects that can be seen and those that cannot be seen, while a bad
economist considers only what can be easily seen.66 Because individuals



and businesses can respond to taxes by changing their behavior, the true
burden of taxes can be shifted in ways that are unanticipated and
unintended by policymakers—and unseen, if one looks only at who the tax
law asserts that the tax is “on.” We have discussed how taxes on capital
income can, in principle, be shifted to workers, but this is only one among
many examples of tax shifting. For instance, taxes on the profits from
innovation can, in principle, be shifted to those consumers who would have
enjoyed the innovative products that the tax discouraged from reaching
market. Although it is impossible to know for sure how much tax shifting
occurs, good economists provide answers based on what they know about
the critical factors and, ideally, provide a range of possible consequences
based on alternative sets of reasonable presumptions.

Who Bears the Burden of U.S. Federal Taxes?
So who does bear the burden of federal taxes in the United States? In recent
years, the most thorough analyses of this question have been provided by
the Urban-Brookings Tax Policy Center and the Congressional Budget
Office (CBO). Both use roughly similar methodologies and come to similar
conclusions.

In table 3.2, we present the Urban-Brookings Tax Policy Center’s
estimates of the distribution of federal taxes in 2015. As we just discussed,
coming up with such estimates requires making assumptions about the
incidence of the various federal taxes. The Urban-Brookings Tax Policy
Center’s estimates assume that the entire burden of the individual income
tax falls on those families that have the legal liability, with no shifting at all
of tax levied on either labor or capital income. This assumption would be
consistent with a situation where neither labor supply nor saving is
responsive to its after-tax return. Regarding the corporate income tax, they
assume that 60 percent of the burden falls on shareholders of corporations,
20 percent falls on owners of capital in general, and 20 percent falls on
labor. These assumptions are consistent with some mobility of investment
across the corporate and noncorporate sectors, and allow for some negative
effect of the corporate tax on U.S. investment, which in turn reduces wage
rates. The burden of payroll taxes is attributed to families according to their
income from wages or self-employment, whether the tax payments are
denoted as employee or employer contributions; thus, the assignment of
legal liability between firm and individual (as well as who remits the money



to the IRS) is ignored. Each taxpayer is assigned an expected estate tax
burden, equal to the estimated estate tax that would be due if the person
died in that year, times the probability that the person will die in that year.
Federal excise taxes are assumed to be completely passed through as higher
prices to consumers of the taxed goods.67

Table 3.2 Urban-Brookings Tax Policy Center Estimates of the
Distribution of Federal Taxes, 2015

Source: Urban-Brookings Tax Policy Center (2015a, 2015b, and 2015c).

The Urban-Brookings Tax Policy Center’s estimates of average tax rates
(tax burdens divided by income) shown in columns 2 through 4 of table 3.2,
use as the denominator a concept they call “pre-tax expanded cash income,”
which is essentially gross income as reported on the federal income tax
form (or an estimate of what that would be for those who do not file
returns) plus the nontaxable portions of interest income, government cash
transfers, employee benefits (including employer-provided health
insurance), retirement income, and a few other items.68

Column 2 of table 3.2 indicates that the distribution of federal taxes as a
whole is quite progressive, with average tax rates rising from 3.6 percent
for people in the lowest fifth of the income distribution, to 13.1 percent in
the middle fifth, and then to 33.4 percent in the top percentile. An older
analysis by the Urban-Brookings Tax Policy Center demonstrated that as of
2006 (when the top marginal federal income tax rate was 35 percent, as
opposed to 39.6 percent in 2013), the pattern of federal average tax rates
was still quite progressive even when a more comprehensive measure of
“economic income” (close to the Haig–Simons income measure discussed
in chapter 2) was used. The average federal tax rates in the bottom quintile,



middle quintile, and top 1 percent of the distribution were 3.5 percent, 14.3
percent, and 30.7 percent, respectively, when using cash income, and 2.2
percent, 13.4 percent, and 24.7 percent when using economic income.69

Thus, it is far from the truth that upper-income people—by taking
advantage of loopholes, tax shelters, and the like—have a tax burden that is
a smaller share of their income than it is for everyone else.

The estimates in the third column of table 3.2 indicate that the federal
personal income tax in particular is highly progressive. Average income tax
rates range from -5.0 percent in the bottom quintile, to 2.9 percent in the
middle quintile, to 25.1 percent in the top percentile. The negative average
tax rate figures for the bottom two quintiles are due to the refundable
portions of the Earned Income Tax Credit as well as the Child Tax Credit.
Many people in these income groups on net receive payments from the
federal government through the personal income tax. A comparison of the
estimates for overall federal taxes (in column 2) and personal income taxes
(in column 3) makes clear that income taxation accounts for nearly all of
the progressivity of the federal tax system; most other federal taxes are
either proportional or regressive.

Estimates of the distribution of corporate taxes are shown in column 4 of
table 3.2. Under the incidence assumptions described above, the implicit tax
burden is estimated to be quite progressive; for instance, it amounts to just
1.4 percent of income for people in the middle quintile but 5.1 percent of
income for those in the highest percentile. As noted earlier, however, the
question of who actually bears the burden of the corporate income tax is
particularly controversial. Reasonable alternative assumptions about its
incidence could make the overall federal tax system look somewhat less
progressive, but under most reasonable assumptions it would still be
progressive. For example, if we were to assume that the burden of the
corporate tax were proportional to total pre-tax expanded cash income
(implying that the vast majority of the burden of the tax falls on labor), then
total federal taxes would be 14.1 percent of income for people in the middle
income quintile and 30.8 percent for people in the top income percentile.

Columns 5 and 6 of table 3.2 show the Urban-Brookings Tax Policy
Center’s projection of the percentage of total pre-tax expanded cash income
that people in each part of the income distribution will receive in 2015, and
their estimates of the percentage of the total federal tax burden that is borne
by people in each part of the income distribution. The share of taxes is



higher than the share of income throughout the top quintile, and lower than
the share of income below the top quintile, another indicator of tax
progressivity. The top 1 percent is estimated to bear 27.9 percent of the
overall federal tax burden, which is the combined effect of progressive
taxes and receiving such a large share (16.5 percent) of all pre-tax income.

Recently, the fact that some very high-income people appear to pay low
average tax rates has become a high-profile political issue. In 2012, Warren
Buffett helped make the issue salient with an op-ed revealing that he had a
lower average tax rate than anyone in his office, including his secretary—he
reported that his personal income tax and combined employer-employee
payroll tax amounted to 17.4 percent of his taxable income in 2010.70 Mitt
Romney’s revelation that he owed only 13.9 percent of his adjusted gross
income (AGI) in personal income tax in 2010, together with his refusal to
release returns from earlier years, became a lightning-rod issue in the 2012
presidential campaign.71

As table 3.2 shows, on average people in the top 1 percent of the income
distribution owe significantly higher average federal tax rates than do
people lower down in the distribution. But there is indeed quite a bit of
diversity in tax burdens among high-income households. The U.S.
Department of the Treasury estimated that in 2012, average federal tax rates
(including personal income tax, payroll tax, and corporate income tax, and
expressed as a percentage of “cash income”) were 8.7 percent or less for 10
percent of the households in the top 1 percent of the income distribution,
21.2 percent or less for a quarter of households in the top 1 percent, and
32.3 percent or more for another quarter of households in the top 1
percent.72 Much of the variation arose from the fact that, in 2012, the
maximum personal tax rate on long-term capital gains (including those
arising from “carried interest,” discussed in chapter 2) and qualified
dividends was only 15 percent, while that on ordinary income was 35
percent (these rates were increased to 20 percent and 39.6 percent,
respectively, in 2013); differences in the fraction of income subject to these
lower rates explains much of the variation of average tax rates. Variations in
the amount of deductions claimed (e.g., for charitable contributions) also
explain some of the diversity in average tax rates. The heterogeneous use of
sophisticated tax shelters could explain some of the diversity as well,
although tax shelters will sometimes reduce the apparent income in addition



to reducing tax, in which case their effects might not show up in the
estimates of average tax rates.

Partly in response to these issues, the Obama administration in 2011
proposed a “Buffett Rule” that would impose a minimum average tax rate
(including personal income taxes and a portion of Social Security and
Medicare taxes) of 30 percent of income for those with income above $2
million (to be gradually phased in for those with incomes between $1
million and $2 million, and with “income” defined as AGI less a modified
measure of charitable contributions).73 The proposal had no hope of making
it through Congress, but the debate over this issue touches on many
interesting questions. How progressive should the tax system be? Should
different kinds of income be taxed at different rates? Should deductions and
loopholes be scaled back? Are minimum taxes a good way to compensate
for the effects of deductions, loopholes, and low tax rates on tax
progressivity? We will take up these questions in various parts of the book,
and revisit the Buffett Rule in particular in chapter 5.

For some historical perspective on the distribution of tax burdens, figure
3.2 illustrates how average federal tax rates changed between 1979 and
2013 for people at different points in the income distribution. This is based
on the same CBO data used in table 3.1, and follows a similar but not
identical approach to the Urban-Brookings Tax Policy Center’s study just
discussed. Figure 3.2 expresses average tax rates as a percentage of CBO’s
measure of “pre-tax income” (including transfers), which is roughly similar
to the Urban-Brookings Tax Policy Center’s “expanded cash income”
measure, but with some differences (e.g., CBO includes the value of
Medicare and Medicaid while the Urban-Brookings Tax Policy Center does
not). CBO’s incidence assumptions are similar to the Urban-Brookings Tax
Policy Center’s, except that CBO assigns one-quarter of the burden of the
corporate income tax to workers, and three-quarters to recipients of capital
income. CBO also excludes estates and gift taxes, which the Urban-
Brookings Tax Policy Center includes.



Figure 3.2 Average federal tax rates on households at different points in
the income distribution, 1979–2013.

Source: Congressional Budget Office (2016b). Note: Depicts all federal taxes (except for estate
and gift taxes) as a percentage of the Congressional Budget Office’s measure of “before tax
market income plus government transfers” (households are also ranked by that definition of
income).

The most dramatic changes in average federal tax rates since 1979
occurred at the top of the income distribution. The average federal tax rate
in the top income percentile fell from 35.1 percent in 1979 to a low of 24.6
percent in 1986 as a result of the Reagan-era tax cuts, rebounded to 35.3
percent in 1995 after an increase in the top tax rate during the Clinton
administration, fell a bit to 32.4 percent by 2000 partly due to a 1997 cut in
the capital gains tax rate, and then dropped more significantly to 29 percent
by 2011 mainly because of tax cuts enacted during the George W. Bush
administration. The increase in the top federal income tax rate enacted at
the beginning of 2013 restored the average federal tax rate on the top 1
percent to 34 percent in 2013.



In the rest of the income distribution, federal average tax rates changed
relatively modestly between 1979 and 2000, then declined substantially
between 2000 and 2012, but rebounded a bit in 2013. In the bottom quintile,
the average federal tax rate fell from 7.7 percent in 1979 to 7 percent in
2000, then plummeted to a low of just 1 percent in 2009, subsequently
rising to 3.3 percent by 2013. In the middle quintile, the average federal tax
rate fell from 19 percent in 1979 to 16.6 percent in 2000, then dropped to
just 11.1 percent by 2010, before rising to 12.8 percent by 2013. For the top
5 percent outside of the top 1 percent, the average federal tax rate was 27.2
percent in 1979 and 28 percent in 2000, dipped to a low of 24.3 percent by
2011, and rebounded to 26.3 percent in 2013. Average federal tax rates in
the middle and bottom of the income distribution were unusually low
during 2008 through 2012 partly because of temporary stimulus measures
that have since expired, such as the refundable “Making Work Pay” tax
credit that applied in 2009 and 2010, and a temporary payroll tax cut
applying in 2011 and 2012. While average federal tax rates had rebounded a
bit in the middle and bottom of the distribution by 2013, they were still
generally a few percentage points lower in 2013 compared to 2000 in all
parts of the income distribution outside the top 1 percent, mainly reflecting
the fact that most of the George W. Bush–era tax cuts were made permanent
starting in 2013 for all but the highest-income taxpayers.

As is often pointed out, even though taxes were a lower percentage of
income for high-income people in recent years compared to, say 1979, the
share of total taxes they owed increased. For example, the CBO analysis
suggests that people in the top 1 percent of the income distribution owed
14.2 percent of federal taxes in 1979, 24.1 percent of federal taxes in 2011,
and 25.4 percent of federal taxes in 2013.74 The main reason for this is
simple: as figure 3.1 and table 3.1 show, the share of before-tax income
received by the rich increased dramatically during this same time period.
Somewhat lower average tax rates applied to much higher incomes brought
in more tax revenue. This surge in incomes also moderated the degree to
which cuts in statutory marginal tax rates caused average tax rates to
decline for upper-income people, as shown in figure 3.2, because it pushed
a larger share of their income into the highest tax brackets.

Research by Thomas Piketty and Emmanuel Saez suggests that changes
in average federal tax rates at the very top of the income distribution over
the longer run of history have been much more dramatic than anything



shown in figure 3.2. They estimate that for households in the top 0.1
percent of the income distribution (those with incomes above $2 million in
2015), the average federal tax rate was typically close to 60 percent of pre-
tax market income throughout the 1960s and early-to-mid-1970s, and fell
dramatically thereafter, to 34 percent by 2004. This drop was partly due to
cuts in personal income tax rates applying to high-income people, but
actually had more to do with large declines over time in the amounts of
revenue raised by the corporate income tax and the estate tax relative to
incomes, combined with Piketty and Saez’s incidence assumption that the
burdens of both of these taxes fall disproportionately on high-income
people.75

Whenever changes in tax policy are contemplated, advocates on different
sides of the debate attempt to frame the distributional consequences of the
potential tax changes in a way that favors their side. So, for example, in
debates over proposed tax cuts that were enacted during the administration
of George W. Bush, critics of the proposals emphasized that they would
reduce average tax rates by more, and would reduce tax liability per
household by much more, for people at the top of the income distribution
than for others. Supporters of the proposals emphasized that large numbers
of people would get tax cuts, and that the tax cuts would represent a larger
percentage of federal tax liability for moderate-income people than for
upper-income people, which could be true at the same time as the claims of
their opponents were true, because upper-income people owed much more
tax than moderate-income people to begin with.76

Another important issue in the framing of debates over the distributional
effects of tax changes is that focusing only on how tax burdens change for
current taxpayers ignores inevitable effects on future taxes and government
spending. For example, figure 3.2 suggests that, while the tax cuts enacted
during the George W. Bush administration did reduce average federal tax
rates the most for people at the top of the income distribution, people in
most of the rest of the income distribution saw their average tax rates
decline significantly too, which might suggest that the tax cuts made almost
everyone better off. But this provides an incomplete picture of the winners
and losers from the tax cuts. Tax cuts do not come for free, and the extra
borrowing that the tax cuts require will have to be paid off at some time in
the future. Ultimately, either government spending will have to be lower
than it otherwise would have been, future taxes will have to be higher than



they otherwise would have been, or some combination of the two will have
to occur. Those who argued that the 2001 and 2003 tax cuts were unfair
believed that they disproportionately benefited upper-income taxpayers at
the time, at the expense of future taxpayers and the people who lose out
from whatever government spending cuts may occur as a result.

If tax changes eventually lead to changes in federal government
expenditures on transfer programs, then a complete picture of the
distributional consequences must also address the impact on transfers. The
overwhelming majority of such transfers go to the elderly and disabled.
Social Security and Medicare, federal programs which go exclusively to the
elderly, disabled, and dependent survivors of deceased workers, accounted
for 71 percent of the value of all federal and state government transfers in
2013.77 Medicaid, the federal-state program that provides health insurance
for low-income people, comprised another 15 percent of transfers, and this
program in particular is now a major point of contention between the
political parties. The elderly and disabled accounted for about two-thirds of
Medicaid expenditures in 2009, even though they only represented a quarter
of the people covered by Medicaid.78 A major reason is that Medicare does
not cover long-term care (such as an extended stay in a nursing home),
which is often so expensive that it pushes elderly and disabled people who
need it into poverty, qualifying them for Medicaid. The Medicaid program
also provides health insurance to large numbers of children—in 2014, about
one-third of all children in the United States were enrolled in Medicaid, up
from one-quarter in 2007, with the recent increase due to the ACA and to
the recession.79 All other transfers, including unemployment insurance
benefits, SNAP (food stamps), TANF, and many other programs, accounted
for just 14 percent of federal and state government transfers in 2013. This
figure was higher than usual because of a sluggish recovery from a massive
recession and the associated temporary reduction in employment rates,
leading to a temporary increase in the share of people receiving
unemployment benefits, SNAP, etc.



Table 3.3 Federal and state government transfers in different parts of the
U.S. income distribution in 2013

Source: Authors’ calculations based on data from Congressional Budget Office (2016b).

The Congressional Budget Office estimates the values of federal and state
government transfers received at different points of the income distribution
separately for elderly childless households and for others, and table 3.3
summarizes the key lessons from that data for 2013.

The average dollar value of transfers received by elderly childless
households was $34,200, accounting for 38 percent of their pre-tax
incomes, compared to $7,500, or 7 percent of pre-tax income, for all other
households. Among elderly childless households, 93 percent of transfers
came from Social Security and Medicare, and as table 3.3 shows, the
absolute dollar values of government transfers tended to be larger for
higher-income people. That distributional pattern is not surprising once one
recognizes that elderly people at all income levels are eligible for both
Social Security and Medicare, and that Social Security benefits are an
increasing function of lifetime earnings.

Among “all other households,” Social Security and Medicare still
accounted for 41 percent of the value of transfers, because this group
includes the disabled, survivors, and elderly households with children,
many of whom are eligible for such benefits. For households other than
elderly childless, Social Security and Medicare receipt was most common
in the middle and lower parts of the income distribution, but was still spread
widely throughout the distribution. Among households other than elderly
childless, average dollar amounts of transfers other than Social Security and
Medicare did tend to be larger for lower-income people, but were not very



large for any income group. In the bottom quintile of the income
distribution, households other than elderly childless received $3,000 of
Medicaid benefits and $2,400 of other transfers (aside from Social Security
and Medicare) on average in 2013—and keep in mind that these figures
were atypically high in 2013 due to the lingering effects of the recession.80

Overall, taking all government transfers together, the average dollar
values of transfers per household are not dramatically different across the
income distribution, and, if anything, tend to be smaller for lower-income
people. But transfers are a much larger percentage of pre-tax income in the
lower parts of the income distribution. Transfers accounted for 97 percent
of pre-tax income for elderly childless households in the bottom quintile,
and 28 percent of pre-tax income for all other bottom quintile households.
Thus, transfers are relatively much more important to the well-being of
lower-income households.

To illustrate this issue, consider a 2008 study by Doug Elmendorf, Jason
Furman, Bill Gale, and Ben Harris (who were all then at the Brookings
Institution). The study calculated the distributional implications of the 2001
and 2003 tax cuts, assuming they would ultimately be paid for in a way that
cost each household an equal dollar amount—for example, through
reductions in government expenditures. Given the distribution of transfers
shown in table 3.3, this is a plausible description of what might happen if
the tax cuts eventually result in an across-the-board reduction in
government transfers, relative to what those transfers would have been
without the tax cuts. The analysis incorporates a moderate increase in pre-
tax income (3 percent) to account for the possibility that people respond to
the improved incentives caused by lower marginal tax rates. Under this
scenario, the 2001 and 2003 tax cuts would ultimately make 78 percent of
all households, including almost everyone in the bottom three quintiles,
worse off, because the reduced benefits received down the road would more
than offset the value of the tax cuts received starting in 2001 and 2003. By
contrast, 90 percent of households in the top quintile would ultimately come
out ahead, as their tax cuts exceed the value of lost government benefits.81

Thus, a strikingly different conclusion about who gains and who loses from
deficit-causing tax cuts can emerge when one considers the long-term
impacts on government spending.

Questions about the distributional impact of changes to taxation and
government spending programs will undoubtedly continue to play a big role



in political debates in the United States in the years to come. In spring of
2016, all of the leading candidates in the Republican presidential primaries
had proposed substantial tax cuts, with much of the benefit accruing to
people at the top of the income distribution. On the Democratic side,
Hillary Clinton was proposing tax increases mainly affecting upper-income
people in order to preserve existing government programs, and Bernie
Sanders was proposing much larger tax increases to finance major
expansions of government in areas such as health care, education, and
infrastructure. The proposals left some important details unspecified, so
even setting aside uncertainty about the economic impacts of the tax plans,
estimates of their revenue and distributional impacts could also vary
depending on the assumptions analysts made about how details might be
filled in later.

With that important caveat, it’s worth considering estimates of the
revenue and distributional consequences of tax plans proposed by 2016
presidential candidates. Urban-Brookings Tax Policy Center analysts
estimated that the tax plans proposed during the primaries would have the
following impacts on federal tax revenues as a percentage of GDP during
2016–2026, not including any feedback effects from induced changes in
economic growth: −4.0 for Trump, −3.6 for Cruz, −2.6 for Rubio, +0.5 for
Clinton, and +6.4 for Sanders. The share of the benefits of the tax cut going
to people in the top 1 percent of the income distribution would be 44
percent for Cruz, 35 percent for Trump, and 34 percent for Rubio. By
contrast, the share of the total proposed tax increase that would be imposed
on people in the top 1 percent of the income distribution was 78 percent for
Clinton and 38 percent for Sanders. At opposite ends of the spectrum,
Cruz’s proposals would cut the average federal tax rate on people in the top
1 percent of the income distribution by 17.4 percentage points, while
Sanders’ plan would increase that average tax rate on people in the top 1
percent by 22.5 percentage points. The difference in the proposed size of
government between the most right-wing and most left-wing candidates
garnering significant electoral support in 2016 was in the vicinity of 10
percent of GDP or more, and the difference in proposed taxes on incomes of
people in the top 1 percent of the distribution was close to 40 percent of
income, both of which were surely all-time records for major candidates in
a single U.S. presidential primary season. In August and then again in
September of 2016, Donald Trump revised his tax plan. The Tax



Foundation estimated that if the September version of the Trump plan were
to keep the tax rate on income from pass-through entities the same as that
for ordinary personal income, the ten-year static revenue loss would be 2
percent of GDP, and the tax cut as a percent of after-tax income would be
10.2 percent for people in the top 1 percent of the income distribution but
only 1.3 percent for people in the middle quintile of the income distribution.
If pass-through entity income were taxed at 15 percent, the revenue loss
would increase to 2.6 percent, and the tax cut for people in the top 1 percent
of the income distribution would rise to 16 percent of after-tax income.82

The Republican presidential candidates promised to offset some of the
impact of their proposed tax cuts on the budget deficit through cuts to
government spending programs. None had yet spelled out their spending
plans in much detail, but Paul Ryan’s 2014 House Budget Committee
budget proposal may provide hints as to what might be on the table if
Republicans were to achieve undivided control of the federal government.
That plan proposed cuts to federal nondefense government spending
totaling $4.8 trillion over 10 years, which would amount to 2.2 percent of
ten-year GDP, and which would be partly offset by a $0.4 trillion increase
in defense spending. Richard Kogan and Joel Friedman of the Center for
Budget and Policy Priorities estimated that 69 percent of those spending
cuts would come from programs that are targeted at low- and moderate-
income people, such as Medicaid, Affordable Care Act subsidies for the
purchase of health insurance, Pell Grants (financial aid for college students
from low-income families), and SNAP (food stamps).83 Given that the
Urban-Brookings Tax Policy Center projected the revenue losses from the
original Trump and Cruz plans to be significantly larger than 2.2 percent of
GDP over the next ten years, the spending cuts needed to offset those tax
plans would need to be that much deeper.84

The Democratic presidential candidates promised to raise enough revenue
to preserve spending on existing federal programs, and in the case of
Sanders, to significantly expand the role of government through universal
government-provided health insurance and tuition-free public higher
education, among other things. A 2016 analysis by Gordon Mermin, Len
Burman, and Frank Sammartino of the Urban-Brookings Tax Policy Center
estimated that under the Sanders plan, the increase in government transfers
received would exceed the increase in tax burdens, on average, for
households in each of the bottom four quintiles of the income distribution,



and even for households in the top quintile outside of the top 5 percent.
Households in the bottom income quintile were estimated to come out
ahead by an average of about $10,100 each in calendar year 2017, and
households in the middle income quintile were estimated to gain an average
of about $8,700 in the same year. But the estimates also suggested that
households in the top 5 percent of the income distribution would on average
experience a tax increase that exceeded the increase in transfers received by
about 17 percent of adjusted gross income.

Another consideration is that the revenue and distributional consequences
of the presidential candidates’ tax and spending plans discussed above are
based on “static” estimates that do not account for any changes in economic
growth that might be induced by the proposed modifications to tax policy
and government spending. Potential impacts on economic growth are worth
taking seriously, and any such effects would in turn alter the revenue and
distributional effects described above. We address this issue in general
terms in chapter 4. Some analysts did undertake ambitious efforts to
simulate the economic impacts of the 2016 presidential candidates’ plans
using complex models of the economy. For reasons we discuss in chapter 4,
estimates based on such simulations are only as good as the empirical
evidence behind the assumptions built into the models. There is uncertainty
about both the evidence and the models, and reason for skepticism that the
economic effects of any of these tax plans will be large.

Horizontal Equity: Equal Treatment of Equals

Special Privileges for Everyone
In Garrison Keillor’s fictional town of Lake Wobegon, all the children are
above average. A similar paradox applies to the U.S. income tax system:
everyone gets special privileges. You get a special tax break if you have
children, if you are elderly, if you give money to your favorite charity, if
you set up an IRA, if you receive fringe benefits from your employer, and
the list goes on and on.

Of course, it is no more possible for everyone to get above-average tax
breaks than it is possible for all children to be above average. Remember,



we are taxing ourselves. To raise a given amount of revenue, the long list of
special tax privileges requires higher tax rates. Allowing large families to
take additional dependent exemption allowances lowers their taxes but
inescapably increases taxes on smaller families. The fact that mortgage
interest payments are deductible certainly lowers taxes for those folks who
have borrowed to buy their homes but inevitably raises taxes on those who
rent housing. A family benefits from the whole system of tax breaks only if
it receives more of them than other families at the same income level
receive. Otherwise, what it saves in tax preferences is just offset by the
higher-than-otherwise tax rates. But some people benefit and others lose. In
fact, Alvin Rabushka of flat-tax fame has called the tax code “the most
discriminatory body of law in a country that has tried to exterminate
discrimination everywhere else in society.”85

To expose the Wobegonish nature of our income tax system, allow us to
reconfigure the tax system a bit. Gone is the current system of first
calculating your adjusted gross income, subtracting off the deductions, and
taking the credits that are your special privileges. The new system features a
radical reduction in all tax rates, but—and there must be a “but”—now
there are special tax penalties rather than special tax privileges for
particular characteristics and activities. For example, there is a tax penalty
for being under 65 years of age, for giving less than 1 percent of your
income to a charity, for not setting up an IRA, and for receiving labor
compensation in cash rather than in fringe benefits. In other words, there
are penalties for not engaging in favored activities rather than tax breaks for
engaging in them. If this tax redesign were done carefully enough, it could
come pretty close to replicating the current pattern of tax liabilities, so that
everyone would be right back to where they are now. It could also replicate
the existing pattern of rewards and subsidies: the charitable would pay less
tax than the uncharitable, the elderly would pay less than the non-elderly,
and so on.

We’re not suggesting that we go through the hassle of converting our tax
system with high tax rates and special privileges for all to one with much
lower tax rates and special penalties for all. The point is that we are all in
the tax game together, and what is a privilege to one group of people ends
up being a penalty to everyone else through higher tax rates.

Is there any justification for imposing special tax penalties—the
inevitable consequences of granting special privileges—on some families?



Or do these penalties imply a failure to achieve what economists call
horizontal equity, when tax liability is the same for any two families with
the same level of well-being—equal treatment of equals?

Certainly, we could probably all agree it would be inappropriate to base
tax liability on some characteristics—such as race or religion. Although
your race or religion won’t lead to higher taxes today in the United States,
many other personal characteristics and choices will. Which, if any, of these
are justifiable reasons to penalize some people and reward others?

Let’s start with spending patterns. Would it be fair that the Hatfields have
a higher tax burden than the McCoys just because they like to go to the
movies while the McCoys prefer to watch television? Would it be fair to tax
the Astors more than the Vanderbilts because the Astors prefer yachts while
the Vanderbilts favor private trains? Such distinctions based on one’s
“tastes” for consumption appear arbitrary and without a place in the tax
system. But hold on a second. If you agree with that, then income tax
penalties or preferences based on spending patterns are inappropriate, and
moreover, excise taxes on particular goods and services are inappropriate
because both discriminate against people that have a penchant for those
kinds of expenditure. Taxes on movies discriminate against movie lovers,
taxes on yachts discriminate against yacht lovers, and so on.86 Note that
taxing some goods but not others would not be a major problem for
horizontal equity if the taxed goods represented the same share of total
income for most people. If, for example, all families spent 20 percent of
their income on food, then a 5 percent excise tax on food sales would be no
more horizontally inequitable than a 1 percent income tax. If most, but not
all, families spent 20 percent of their income on food, then the food tax
would be almost as equitable but not quite. The fact that tastes vary renders
horizontally inequitable a policy that relates tax burden to tastes.

Many aspects of the U.S. income tax system can be viewed as
discriminating against certain people simply because of their tastes. For
example, the home mortgage interest deduction penalizes those who prefer
to rent housing rather than own housing. The charitable contribution
deduction penalizes those who are not charitable. The deduction for state
and local taxes penalizes people who prefer to live in places with low levels
of public services, and therefore have a lower state and local tax bill. And
the dependent exemption effectively penalizes families that prefer to have a
small number of children.



Is there a more positive way to look at those tax features we’ve
characterized as discriminating against certain activities? Yes, if the activity
directly benefits other Americans in a particular way—what economists call
positive externalities—special tax treatment can serve a legitimate social
purpose by, in essence, subsidizing taxpayers for the benefits they provide
to others. This argument does not contradict that special tax treatments are
horizontally inequitable, though. Instead, the horizontal inequity is tolerated
to achieve a more efficient economic system. The next chapter explores
how to evaluate such arguments.

Tax preferences or penalties may also be justified on the grounds that
income is an imperfect measure of a family’s level of well-being and certain
adjustments to income are required to make it a better measure. According
to this argument, these tax features improve the horizontal equity of the tax
system. This argument certainly applies to the existing deduction for
extraordinary medical expenses. Comparing two families with the same
income, one that incurs $10,000 in involuntary medical expenses is clearly
not as well off as one that doesn’t and may justifiably be liable for less tax.
What makes this case different than the Hatfields and McCoys is that
medical expenses are mainly not a matter of taste: you don’t choose to get a
serious illness.87 Allowing a deduction for medical expenses helps out
families singled out by circumstance, not by taste, and thus is unlikely to be
a source of horizontal inequity. Even in this case, however, some
discrimination by taste creeps in. Those who prefer to buy the best medical
care they can find, instead of economizing, will receive an extra tax benefit.

Misleading Inequity

In some cases of apparent horizontal inequity, it is tricky to tell whether
circumstances or tastes are involved. Consider the deductibility of casualty
losses due to earthquake damages. If earthquakes were truly a random
event, not at all predictable by location, then this deduction makes sense as
a way to adjust tax liability to reflect the reduced ability to pay of
earthquake victims: they are victims of circumstance. In fact, though,
earthquakes are much more likely to occur in certain areas, such as
California. Living on a fault line is a choice that is to some degree



compensated by lower-than-otherwise housing prices. In this situation,
allowing the casualty loss deduction provides a tax break to people who are
willing to take the risk of an earthquake for some gain, which is certainly a
matter of taste, and it penalizes everyone else through the higher tax rates
needed to make up for the lost revenue. The argument gets even murkier
when private earthquake insurance is available. In this case, the deduction
rewards those who choose to live in a risky place and also choose not to
insure themselves against a catastrophe. In this example, lower housing
prices already provide partial compensation to people bearing earthquake
risk, weakening the argument for a tax break.

In many other cases, the fact that tax liabilities differ across people does
not reflect inequity because the market prices of the tax-favored activities
offset all or some of the tax benefits. As discussed earlier, investors owe no
tax on the interest they receive from state and local bonds, but this does not
necessarily cause horizontal inequity because the market interest rate on
these bonds is lower than the interest rate on taxable bonds because of their
federal tax exemption. People with jobs in which a large part of their
compensation is tax-exempt fringe benefits are not better off than other
workers if their total pre-tax compensation is lower than otherwise. In both
of these examples, the tax preference makes the activity (buying tax-exempt
bonds or working at a job with fringe benefits) more attractive than
otherwise, and the added attractiveness tends to drive up its market price.
The price of tax-exempt bonds rises because of the tax exemption, lowering
the market interest rate; the market wage for high-fringe-benefit jobs falls
because more people want to have these jobs, other things equal.

Offsetting changes in market prices are more likely to happen if the tax-
preferred activity is available widely. When it is restricted to only certain
people, the benefit is less likely to be offset by price changes. Tax-exempt
bonds surely fall into the former category.88 A tax privilege granted to one
company, sometimes called a rifle-shot provision, is certainly in the latter
category. A legislator who wants to favor an important campaign
contributor or some particular company based in his or her district
occasionally succeeds in writing such a provision into the law, sometimes
by sneaking provisions into a larger bill shortly before it is voted on when
few are paying attention to the details.

Who Are Equals: Families or Individuals?



If horizontal equity requires “equal treatment of equals,” who exactly
should be considered equals—individuals or families? This question
inevitably raises some tricky and controversial policy issues, ranging from
the so-called marriage tax to the proper role of government in family-size
decisions.

The U.S. income tax system uses the family as the unit of taxation but
compromises between treating equal individuals equally and treating equal
families equally. To see how this works out, consider how the number of
children in a family affects tax liability. Under the current system, a
family’s tax bill declines with each additional child because each dependent
qualifies the family for an additional exemption allowance, which
amounted to a $4,000 deduction from taxable income in tax year 2015. In
addition, each child under age 17 can qualify the taxpayer for a tax credit of
up to $1,000, and those with incomes low enough to qualify for the Earned
Income Tax Credit get larger benefits if they have children. The rationale
here appears to be that in families with, say, $50,000 of gross income, each
member will not be as well-off if the family has six people compared to a
family that has three people. So our tax system treats the larger family more
generously on ability-to-pay grounds and imposes a lower tax liability.

This argument sounds reasonable because a dollar has to stretch further in
a big family.89 But the other issue here is that it is not at all clear that
parents are made worse off by each additional child they have. Having
children is largely a voluntary choice and may even be viewed as a matter
of personal consumption preference, or “taste,” from the point of view of
the parents. Some adults prefer to save their money and spend it on an
annual (money-losing!) trip to Las Vegas, while others prefer the joy that
children provide, the attendant costs of food, diapers, video games, and
possibly college notwithstanding. Is it fair to reward adults who prefer to
have more children with lower taxes at the expense of adults who prefer
other ways of spending their money?90

Undoubtedly, some people would object to lumping together child rearing
and carousing in Las Vegas as two comparable ways to spend money, and
perhaps even consider the former as a sacred duty rather than a choice.
Whether something is a choice or a duty is not an issue that economics can
resolve. Moreover, the choice of how many children will be in the family is
not voluntary from the children’s point of view. So a child in a six-person



family may indeed be materially worse off than a child in a three-person
family with the same income.

Common sense suggests that a system that rewards families for having
children would also reward—or at least not penalize—marriage. Common
sense would be wrong for the U.S. tax system. Sometimes, getting married
can increase a couple’s total tax bill. This increase in tax liability is often
called the marriage penalty or marriage tax. It arises not because any
politician wants to dissuade people from getting married. Rather it happens
because we insist on two requirements for our income tax system—that the
tax system be progressive (i.e., average tax rates generally rise with
income) and that tax liability be based on total family income and not on
how that income is divided between spouses. It turns out that these two
requirements are incompatible with marriage neutrality—the principle that
getting married should have no tax consequences.

An example illustrates why this is true. Barbie and Ken are considering
tying the knot but are practical people who are worried about the tax
consequences of this decision. Each now makes $30,000. For this example,
assume that the average tax rate on $30,000 of income is 15 percent and the
average tax rate for $60,000 of income is 20 percent; the tax system is
therefore progressive. Thus, Ken and Barbie now each pay $4,500 as
singles, for a total of $9,000. As a married couple, however, they would pay
$12,000 (20 percent of $60,000), amounting to a marriage penalty of
$3,000. Note that there would be no marriage penalty at all if Barbie earned
all the money or, for that matter, if Ken did; in that event, their combined
tax liability would be $12,000 single or married.

In this example, the marriage tax happens not because anyone thinks it is
good policy but rather as an unintended consequence of progressivity and
family-based taxes. Some argue that a marriage tax is appropriate on
ability-to-pay grounds because it reflects savings in the cost of living that
marriage provides—sharing a kitchen, a washing machine, and so on. These
savings could, though, be achieved largely by having a roommate rather
than a spouse, and no one is suggesting that tax liability should depend on
how many roommates you have.

If these are not convincing arguments for a marriage penalty, what can be
done to alleviate it? One way to address the problem is to have separate tax
tables for single taxpayers and for married couples, as we do in the United
States. Each schedule can be progressive on its own terms so that the



fraction of income owed in tax rises with income for single taxpayers and
also for married taxpayers. If the tax due on the same income is lower for a
married couple compared to a single taxpayer, then the marriage tax can be
reduced or erased completely. Let’s go back to Barbie and Ken and see how
this would work. For single taxpayers, let the average tax rate still be 15
percent for $30,000 income and 20 percent for $60,000 income; this is
progressive. For married taxpayers, let the tax rate be 10 percent on $30,000
and 15 percent on $60,000; this is progressive, too (at least when
considering only taxpayers of a particular marital status). This scheme
eliminates the marriage tax on Barbie and Ken because they pay $4,500
each as singles and $9,000 as a married couple.

Some important consequences arise, though, when we try to get rid of the
marriage tax in this way. First of all, it imposes a penalty for being single
because under this system a single taxpayer earning $60,000 pays $12,000
in tax, while a married couple with exactly the same family income owes
only $9,000. This situation provides what is usually called a marriage
bonus of $3,000, but it just as well could be called a penalty for being
single.

As long as we desire a progressive tax system based on family income,
there is no way to make it also marriage-neutral. Any tax schedule will
feature either a marriage bonus (single penalty), a marriage penalty (single
bonus), or some combination of both bonus and penalty, depending on the
tax schedules and circumstances of the people involved.

In the United States, we have opted for a compromise among the
approaches. Historically, a two-earner couple has typically faced a tax
penalty for getting married, although the penalty is not as large as it would
be if all families and individuals were taxed under the same schedule. A
single-earner couple has typically received a tax bonus for getting married.
There is a single penalty, as well, because a single person pays more tax
than a single-earner married couple with the same income. Under current
policy, marriage penalties for two-earner couples tend to be larger and more
common near the bottom and the top of the income distribution. Lower-
income households with two wage earners can face large marriage penalties
because marriage causes the Earned Income Tax Credit they qualify for to
shrink, among other reasons. This occurs because the maximum Earned
Income Tax Credit, and the income level at which the credit starts to phase



out, is substantially less than twice as large for married couples as it is for
single individuals or unmarried heads of household.

Adam Carasso and Eugene Steuerle of the Urban Institute have calculated
that, as of 2004, a man and a woman with two children and a combined
income of $30,000 typically faced a marriage penalty of around $2,000 if
each of them earned close to half of the combined income.91 This marriage
penalty has since been slightly reduced by a 2009 increase in the level of
income at which the Earned Income Tax Credit begins to phase out for
married couples. In the middle of the income distribution, marriage
penalties for two-earner couples tend to be smaller and rarer, and marriage
bonuses for single-earner couples larger and more common, because the
standard deduction and the 10 percent and 15 percent tax brackets are now
twice as large for married couples as for single taxpayers. In the upper
ranges of the income distribution, marriage penalties become more common
again, as tax brackets higher than 15 percent are less than twice as large for
married couples as for singles.

We could achieve marriage neutrality if each person’s tax liability was
based solely on their own income, regardless of their marital status, as is the
case in several European countries and as was the case in the United States
in the early days of the income tax.92 Under this system, marriage can have
no tax consequences at all. But note that, under this system, a married
couple’s total tax liability depends on who earns what. A couple whose total
income is divided up equally will owe less than another couple with exactly
the same total income but with one primary earner. This system of basing
tax liability on individual, rather than family, income also creates the
incentive to shift income from the higher-earning family member to the
lower-earning member. Couples can manipulate which spouse receives
capital income and incurs deductible expenses, and which participant in a
family business reports what fraction of the business’s income; all of these
practices would be difficult for the IRS to monitor, and if not monitored
would reward those who engage in them, at the expense of everyone else.93

Lifetime and Generational Perspectives on Equity
Imagine the following hypothetical two-year tax-and-transfer program. In
the program’s first year, half of all taxpayers are subject to a new tax of
$1,000, while the other half each receive a special $1,000 grant. In the next



year everyone switches places: those who were taxed get the grant, and
those who got the grant face the tax levy. It would be clear that (ignoring
interest) over a two-year horizon everyone’s net benefit comes to exactly
zero, even though a one-year analysis would reveal apparently capricious
horizontal inequity: some receive money, and some remit money. More
seriously, when comparing two tax systems that differ in the timing of tax
liabilities but that add up to the same burden over a longer horizon, it is
important not to be misled by an annual analysis to conclude that there is
inequity. For example, special credits to the elderly don’t have significant
equity consequences if everyone eventually is elderly. The fact that, over a
lifetime, income taxes are levied during the working years and sales tax
payments are apparently spread out more evenly over one’s lifetime,
including retirement, is not in itself relevant for horizontal inequity, even
though in any one year the tax payments of two individuals with the same
income will appear to differ depending on their ages. We return to this issue
in chapters 6 and 7, where we discuss the relative merits of income and
consumption tax systems, because the apparently different timing of tax
liability between those types of taxes is a major issue in that discussion.

Some tax policy issues require us to look beyond even a lifetime
perspective to a multigenerational perspective. This perspective is essential
for discussing deficit financing of government expenditures because
borrowing puts off specifying who will bear the burden of taxes and tends
to impose that burden on future generations. This issue also enters the
debate over whether to replace the income tax with a consumption tax
because, depending on how the transition is handled, that could shift a
substantial tax burden onto the elderly and decrease the tax burden on
future generations.

Transitional Equity

Whenever the tax system changes, inevitably some people lose and others
benefit. This is true regardless of whether the change ultimately makes the
tax system fairer. The losers lose in part because they have entered into
some long-term commitments that made sense only because of the old tax
system. They may have bought houses counting on the mortgage interest
deduction, and will be worse off if it is abolished. They may have taken



jobs far from their homes, counting on cheap gasoline for commuting, and
will lose if gasoline taxes are increased. They may have invested in state
and local bonds, counting on the benefit of tax-free interest, and will see the
value of these bonds fall if marginal tax rates are reduced or plummet if the
tax exemption is removed entirely.

Others will reap windfall benefits when the tax law changes. These are
people who happen to be in the right place at the right time. For example,
individuals who own stock in companies that pay dividends (or, more
precisely, that are likely to pay them in the future) will see their shares rise
in value if the tax on dividends is eliminated, as President Bush proposed in
early 2003, or if the tax on dividends is reduced, as the 2003 tax law did.
People in the ethanol business will undoubtedly benefit if gasoline taxes are
raised, and the owners of Mom and Pop grocery stores (Mom and Pop,
hopefully) would prosper if the government enacted special taxes on chain
stores, as several states did in the 1930s.

Of course, the political pressure against change always comes from those
who stand to lose from a tax change, not from those who stand to win. What
should be done about the losers? Some would say “tough beans” and leave
it at that, arguing that there are constantly ups and downs in the economic
environment and everyone has to expect to lose out from time to time. This
argument is especially compelling when talk of tax changes has been in the
air for a while. In that case, the possibility of windfall losses is probably
already reflected in the price of the activity or asset. For example, serious
congressional consideration of lower tax rates can drive down the price of
tax-exempt securities, increasing their yield. The bargain price and high
interest rate reflect the possibility that tax rates might go down. If lower tax
rates materialize, fully compensating the holders of the bonds wouldn’t
make sense. They took a gamble when they bought the bonds, fully aware
of the possibility of a tax reduction, and they’ve already been partly
compensated for this risk by earning a higher return on their investment.
This recalls our earlier discussion of earthquake risk.

Sometimes, though, there is simply no way that the tax change could have
been anticipated. A family that took out a home mortgage five years ago,
counting on the interest deduction, could not have reasonably anticipated
that the deduction would be eliminated. If the mortgage deduction were to
be eliminated, what can be done to prevent this family from being hurt? The
usual fix is to “grandfather” existing mortgages so that interest on them



remains deductible, even as interest on new mortgages is no longer
deductible. Although this seems reasonable, grandfathering arrangements
and other transition rules can easily become quite complicated. They
require two parallel sets of rules—one to apply to decisions taken under the
old tax law and one to apply to decisions taken since; the dividing line
requires monitoring to prevent abuse. These arrangements also cost the
Treasury revenue and thus require higher tax rates than otherwise, at least
for a while.

The point is that even if we could all agree that another tax system is
fairer and simpler, getting from here to there might be unfair to many
people. If, though, we try to devise rules to compensate losers, the transition
can become extremely complicated. Moreover, if only those potential losers
who are politically powerful get compensated, the transition can end up
becoming both extremely complicated and unfair.

Conclusion

What’s fair in taxation plays a crucial role in the debate about tax reform
because many reform proposals effect a radical reshuffling of the tax
burden. Some proposals collapse the graduated rate structure to a single
rate, substantially lessening the tax system’s progressivity. Other proposals
cut back on the special provisions in the tax law that are justified on the
grounds that they fine-tune the sharing of the tax burden or reward socially
beneficial activities. Fine-tuning tax liability and ensuring progressivity
inevitably complicate the tax process, and abandoning these goals can allow
significant simplification. Moreover, the effort to use the tax system to
redistribute incomes and single out particular activities for reward may
inhibit economic growth. How much is the subject of the next chapter.
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4 Taxes and Economic Prosperity

The question of how taxes affect the economy has long been at the heart of
the American political debate. At one end of the spectrum are those who
argue that our tax system is a serious drag on the economy and that radical
changes could unleash a new era of unbridled growth and prosperity.
Ronald Reagan made this a central theme of his presidential campaigns and
rode to landslide victories as he promised and delivered lower income tax
rates, with dramatic reductions concentrated at the top. The Republican
presidential candidate in every general election from 1996 through 2012 ran
on a platform that advocated either significant across-the-board cuts in
income tax rates, or making all of the expiring 2001 and 2003 tax cuts
permanent, arguing each time that this would greatly benefit the economy.
Throughout his presidency, George W. Bush argued that low taxes are
critical for prosperity, stating that “countries with low taxes, limited
regulation, and open trade grow faster, create more jobs, and enjoy higher
standards of living than countries with bigger, more centralized
governments and higher taxes.”1

In 2016, several Republican presidential primary candidates promoted tax
reform plans that would reduce income tax rates, or replace the income tax
with a flat tax or a national sales tax, and touted the economic benefits of
doing so.2 For example, Ted Cruz claimed his tax plan would cause GDP to
increase by an extra 13.9 percent over ten years.3 Donald Trump responded
to a question about how much economic growth would result from his tax
plan by saying: “we are looking at 3 percent but we think it could be 5
[percent] or even 6 [percent]. We are going to have growth that will be
tremendous.”4 A growth rate of 5 or 6 percent per year would be quite a
large improvement relative to the 2.7 percent average real GDP growth rate
of the past 40 years, to say the least.5 Trump further claimed that the
economic benefits of his tax and trade plans would be so great as to enable
the U.S. to pay off the $19 trillion federal debt within eight years—despite



estimates that the tax cut he was proposing at the time would lose revenue
amounting to about $9.5 trillion through 2026 before accounting for any
induced economic effects, and despite promises to avoid cutting Social
Security and to refrain from making any significant changes to Medicare,
aside from attacking “waste, fraud, and abuse” and negotiating lower drug
prices.6

In recent years, leading Democratic politicians’ predictions about the
economic benefits of their own plans for taxation and government spending
programs have tended to be a bit more circumspect, or at least less specific
—but not always. For example, in 2016, the campaign manager for Bernie
Sanders (technically an Independent, but running in the Democratic
presidential primary) defended a study by economist Gerald Friedman of
the University of Massachusetts at Amherst, which projected that Sanders’
plan would boost the U.S. real economic growth rate to about 5 percent per
year through 2026.7 Several economists who had previously chaired the
Council of Economic Advisers under Democratic presidents criticized
Friedman’s claims as wildly optimistic and highly inconsistent with the best
available evidence, and expressed concern that such claims would squander
what they saw as Democrats’ hard-won credibility on claims about
economic evidence.8

More generally, Democratic politicians tend to be dismissive of the
notions that shrinking the size of government or making taxes less
progressive are necessary to achieve strong economic growth. They point to
the sustained period of robust economic growth following the increase in
tax rates on high-income people enacted in 1993 under President Bill
Clinton, or the steady continued pace of economic recovery following a
similar tax increase for high-income people under the Obama
administration in 2013. Democratic politicians argue that the government
programs that taxes fund, in areas such as education, infrastructure, and
scientific research, will enhance economic productivity and growth, and
they emphasize how government programs and progressive taxation
promote security, fairness, and shared prosperity. They also claim that tax
changes proposed by Republicans will in practice lose revenue and increase
government budget deficits, which in turn will harm long-run economic
growth. Hillary Clinton expressed a common Democratic sentiment in a
July 2015 speech, when she said: “For 35 years, Republicans have argued
that if we give more wealth to those at the top by cutting their taxes … it



will trickle down to everyone else. Yet every time they have a chance to try
that approach, it explodes the national debt, concentrates wealth even more
and does practically nothing to help hard-working Americans.”9

While political advocates’ claims about the economic effects of tax
changes they tout obviously need to be taken with a grain of salt, the
empirical question of how taxes affect economic prosperity still ought to be
taken seriously. Understanding how the tax system affects the economy and
how to evaluate partisan claims about those effects is critically important to
assessing what tax policy we should have. For one thing, if certain features
of our tax code hinder the economy without good reason, most of us could
agree that we should change those features. Often, however, changes to the
tax code that could improve economic performance conflict with other
valued goals or require cuts in popular expenditure programs. In these
cases, there is a trade-off or balance to be struck, and the terms of that
trade-off depend crucially on how large the economic benefits arising from
the tax change would be.

This chapter explores how taxes affect the economy. Our main concern is
how the design of the tax system—as opposed to the level of tax revenues
—influences economic prosperity in the long run. We examine the specific
ways that taxes affect economic behavior, and the evidence on the
magnitude of those effects. Before we begin this task, though, we address
some important issues that are in principle separate from how the design of
the tax system affects long-run prosperity, but often get mingled or
confused with that question, and sometimes end up dominating the political
debate.

Short-Run Economic Fluctuations

As is painfully obvious after the severe recession that began in 2008, the
economy does not proceed steadily along a long-run trend, but instead
experiences temporary ups and downs known as the business cycle. The
downs—periods when the economy is sluggish and stuck significantly
below its capacity—are known as recessions. Unemployment rates rise
above their normal levels, and industrial plant and equipment go
underutilized.



When the economy falls into a recession, tax revenues tend to drop
automatically both in absolute dollar terms and as a percentage of GDP, for
example because people’s incomes fall, thus putting them in lower tax
brackets. In addition, politicians often enact tax cuts during recessions in an
effort to boost the economy. The recession is inevitably followed,
eventually, by a recovery, which is usually—but not always—a period of
rapid economic growth, as we make up lost ground and more fully utilize
the capital and labor that are already available. This kind of growth is
fundamentally different from the kind of sustainable long-run growth that
involves an expansion of the economy’s capacity or potential—more and
better capital and technology and more and better-skilled labor. Regardless
of whether the association between low taxes at the bottom of recession and
subsequent recovery from recession is coincidental or causal, it is not
particularly informative about how taxes affect long-run economic
prosperity. The association might tell us something about the effect of taxes
on how quickly the economy returns to its long-run trend after a shock but,
even if it does, that could be consistent with any possible effect of taxes on
the long-run trend itself, including no effect at all.

To clarify the issues involved, we need to take a momentary detour from
our discussion of tax policy to talk about the economics of recessions. But it
will soon become clear how the two interact.

Why Recessions Happen
The explanation for recessions that we outline below has been the
conventional economic explanation for them since at least World War II, in
the sense that it is consistent with what is in most undergraduate textbooks
in macroeconomics, and is typical of the thinking of most economists
working for central banks such as the U.S. Federal Reserve. It owes a lot to
the writings of economist John Maynard Keynes during the Great
Depression (his views were anything but conventional at the time), but is
actually also fairly consistent with the thinking of economist and libertarian
hero Milton Friedman.10

The now-conventional economic explanation for recessions is
fundamentally about an imbalance between the supply of saving and the
demand for investment in an economy, whereby “investment” we mean
purchases of new capital (e.g., factories, productive machinery, and office
buildings) by firms, and purchases of newly constructed homes by



individuals and families. Normally, this is not a problem, because interest
rates can adjust to maintain balance between saving and investment. If the
supply of saving increases or the demand for investment drops, that sets in
motion natural market forces that push down interest rates. Lower interest
rates make borrowing less expensive, which makes firms more willing to
borrow to finance investment, and makes households more willing to
borrow to invest in new homes. When increased saving is converted into
increased investment in this manner, it maintains aggregate spending in the
economy and keeps the economy humming along at capacity. This is also
good for long-run economic prosperity, as it means we are investing more
in capital that will increase our future wealth and productivity.

A critical problem is that under certain circumstances, money, by which
economists mean cash and checking accounts, can throw a monkey wrench
into the natural adjustment process of interest rates. The relevant
distinguishing characteristics of money here are that it is a safe way to store
your wealth, that it pays little or no interest, and that its supply is controlled
by the nation’s central bank, which in the United States is called the Federal
Reserve (or “The Fed”). Our economic difficulties since 2008 provide an
apt illustration of how money can mess up the economy’s adjustment to
shocks and how it can contribute to causing a prolonged economic slump.

In the fall of 2008, enormous housing bubbles in the United States and
parts of Europe burst, and a massive global financial crisis ensued. Prices of
homes and stocks dropped sharply, and consumer and business confidence
plunged. Consumers cut back on spending due to shrinking wealth, fears
about losing their jobs, and the need to tighten belts to pay back debts, all of
which increased the supply of savings. At the same time, firms and
households reduced their demand for investment in business capital and
new housing. Businesses had little incentive to invest in new productive
capacity as demand for their products was falling. Demand for new homes
plummeted, as households were now having trouble qualifying for
mortgages, and the prospect of further declines in home prices made
housing look like a very risky investment. In that context, we would need a
very large drop in interest rates to get firms and households to turn all the
extra saving that was being supplied into investment.

The hitch is that when things turn bad in the economy, households and
businesses typically want to hold a larger share of their wealth in the form
of safe money, and want to sell off risky assets that on average pay higher



rates of return, such as bonds and stocks. If they try to do this, but the
supply of both money and other assets is fixed in the short run, then natural
market forces are going to push interest rates on bonds up in order to induce
people to hold interest-bearing bonds instead of noninterest-bearing money.
Similarly, expected rates of return on stocks (expected future dividends and
capital gains as a percentage of the price of the stock), will also surge up, as
stock prices fall, which makes it more expensive for businesses to finance
investment by issuing new shares. Thus, if the supply of money were held
fixed, there would be a natural tendency for bad economic times to push
interest rates and the costs to businesses of financing investment up exactly
when the economy needs these to go down to boost consumption and
investment to prevent a recession. So for example, the average interest rate
on Baa-rated corporate bonds jumped from 7.15 percent to 9.21 percent
between August and November 2008, just as the collapse of Lehman
Brothers and the ensuing financial crisis dealt a harsh blow to demand for
consumption and investment.11

If, during bad economic times such as 2008, interest rates do not fall far
enough and fast enough to turn the nation’s saving into investment, then
consumption and investment decline simultaneously. If no other form of
spending (such as government spending or exports) picks up the slack, then
aggregate spending falls. That is a big problem, because everyone’s income
comes from others’ spending. The drop in spending in turn causes incomes
to shrink and people to lose their jobs. That then causes further drops in
spending, and so forth in a vicious cycle that plunges the economy into
recession. Saving and investment are ultimately equalized, but only because
national income drops below what it would have been if the economy were
operating at capacity, which makes saving (which is a function of income)
shrink enough to match the now-lower demand for investment.

Monetary Policy
The most important jobs of a central bank such as the Federal Reserve are
to manage monetary policy so as to prevent, or quickly correct, the kind of
slump just described, and to maintain a low, but stable and positive, rate of
inflation. If the Fed observes that demand for consumption or investment is
dropping, it can print money and use it to purchase government bonds and
other interest-bearing assets on the open market. This increased supply of
money, and reduced supply of bonds, pushes down the interest rate that is



required to make people willing to hold the now smaller available quantity
of bonds. The reduced interest rates in turn stimulate household and
business demand for consumption and investment, which helps the
economy recover.

To combat the unusually deep recession that began in 2008, the Fed
initiated purchases of government bonds and other assets totaling $800
billion starting in November 2008, another $300 billion in March 2009, and
yet another $600 billion starting in November 2010.12 These actions
allowed interest rates on very short-term, low-risk loans to fall to near zero,
where they stayed continuously from late 2009 through at least the summer
of 2016. This also helped reduce nominal interest rates on riskier longer-
term assets such as home mortgages and Baa corporate bonds to around 5
percent or less over much of this period, which was very low by historical
standards.13

Other times, when the economy is booming, the Fed takes action to sell
bonds in the open market in order to push up interest rates, which in turn
restrains spending and prevents inflation from rising. When high rates of
inflation became the norm in the late 1970s and early 1980s, the Fed went
even further and took extreme action to push inflation back down. In 1981,
the Fed hiked short-term interest rates up to nearly 20 percent, which
eventually succeeded in bringing the inflation rate down from 11 percent to
around 4 percent, but at the cost of inducing what was, at the time, the most
severe recession since the Great Depression, with an unemployment rate
peaking at nearly 11 percent.14

Unfortunately, there’s another way that money can throw a monkey
wrench into the process by which interest rate adjustments keep the
economy operating at its capacity, which is that money prevents nominal
interest rates from dropping below zero. Money reliably pays a nominal
interest rate of zero. It is not possible to push nominal interest rates on
interest-bearing assets such as bonds substantially below zero, because then
there would be no reason to hold such assets in lieu of money, and the drop
in demand for such assets would push their interest rates back up to induce
people to be willing to hold them.15 Moreover, even if short-term interest
rates are pushed all the way to zero, interest rates on longer-term and riskier
assets will typically stay at least a few percentage points above zero, to
compensate for their greater illiquidity and risk—otherwise, everyone



would want to hold the short-term safe assets, and the flight from the
longer-term riskier assets would push their yields back up.

In a depressed economy, this “zero lower bound” on nominal interest
rates can be a big problem, because when demand for consumption and
investment drops sharply enough, the nominal interest rate that would keep
the economy operating at capacity could in principle be well below that
lower bound, in negative territory. In that case, there would be no way for
interest rates to drop far enough to induce recovery from the recession. This
problem is especially likely when inflation rates are very low, as they have
been in the United States, Japan, and Europe in recent years. The interest
rate that should matter for saving and investment decisions is the real
interest rate, which is the nominal interest rate minus the expected inflation
rate. If the nominal interest rate is stuck at zero and the real interest rate that
is required to get the economy back to potential is a very negative number,
the only way to get there would be to have a high rate of expected inflation.
As of August 2016, differences in the yield between inflation-indexed
government bonds and non-indexed bonds and surveys of economists
suggest that expected inflation rates over the next ten years in the United
States were well below 2 percent per year.16

Cases where the zero lower bound on nominal interest rates is a constraint
that prevents the economy from operating at full capacity are historically
rare, but consequential. Arguably, parts of the Great Depression, sluggish
growth in Japan since the 1990s, and the slow recovery of Europe and the
United States from the recession that began in 2008 all owe a lot to the
combination of the zero lower bound on interest rates and very low or
negative rates of inflation.17

Fiscal Policy
When interest rates cannot fall far enough or fast enough to prevent or
quickly cure a recession, expansionary fiscal policy can act as a supplement
to monetary policy, and this is where taxes potentially come into play.
Expansionary fiscal policy involves deficit-financed increases in
government spending and/or tax cuts. If the problem that gets a recession
rolling is that the supply of saving exceeds the demand for investment at the
going interest rate, expansionary fiscal policy offers a potential solution, by
having the government borrow some of the excess saving and turn it into



spending, either directly (for example through government spending to
build or repair infrastructure, or to hire more teachers), or indirectly
(through tax cuts that might boost households’ consumption).

There is greater controversy among economists about whether activist
fiscal policy should be used to fight recessions than there is about using
monetary policy for the same purpose. Skepticism about fiscal policy as a
recession-fighting measure is most pronounced when the economy is not at
risk of being constrained by the zero lower bound on interest rates. Paul
Krugman, who became a leading advocate for expansionary fiscal policy in
response to the recession that began in 2008, wrote in 2001 (when the
economy was suffering from a relatively mild recession and the Fed had
much more room to reduce interest rates): “Monetary policy and fiscal
policy are like aspirin and morphine. Both are painkillers, but when you
feel a headache coming on you reach for the aspirin first.”18 By this,
Krugman meant that, in most cases, monetary policy should be the first line
of defense, whereas fiscal policy tends to be addictive (that is, hard to
reverse) and should be used to fight a recession only in special
circumstances when nothing else works. Enacting tax cuts or new spending
programs that make sense only in a recession can cause problems later on
when they stick around long after the recession is over. Among these
problems would be larger long-term budget deficits, the negative economic
consequences of which we discuss later. Thus, fighting a recession with
larger budget deficits might mean short-term gain but long-term pain.

This problem is compounded by the fact that by the time the government
recognizes a recession and enacts a tax cut or spending increase, the
economy has often begun to rebound on its own, making the policy
unnecessary at best and inflationary at worst. The increased demand caused
by either a tax cut or a government spending increase is helpful if the
economy is operating below its capacity, but problematic otherwise. If the
economy is already at or near capacity, as it normally is, the increase in
demand caused by tax cuts or increased government spending can’t be met
by a big increase in output, so the result instead will be higher inflation,
higher interest rates which lead to lower investment and a bigger trade
deficit, or some combination of these.

The case for expansionary fiscal policy is much stronger when the Fed
has pushed short-term nominal interest rates all the way down to zero, yet
that’s still not enough to get the economy to fully recover. In that case,



expansionary fiscal policy could be the only effective way to avoid a very
prolonged slump.19 Moreover, when we’re at the zero lower bound, the
fiscal costs of deficit-financed government spending and tax cuts are
relatively small because interest rates are so low, and the usual problem that
budget deficits crowd out private investment by soaking up some of the
supply of saving, thereby pushing up interest rates, is no longer operative.
In this case the Fed can keep interest rates at zero despite the increased
government borrowing with little risk of inflation, because the interest rate
needed to get the economy back to potential and boost demand enough to
get inflation to rise is still below zero. This explains why Krugman and
many other leading economists changed their tune and started calling for
aggressive expansionary fiscal policy in response to the recession that
began in 2008.

Even at the zero lower bound, expansionary fiscal policy involves some
risks. It tends to increase government debt, and if the debt gets too large, it
could lead to worries that the government might fail to repay the debt, or
that after the economy recovers the government might eventually become
tempted to print money to pay back the debt, which could cause inflation
and erode the debt’s real value. If this were a problem, we should see it
reflected in rising interest rates on government debt, which savers would
demand in order to be compensated for the higher perceived risk. In the
United States, federal government debt held by the public (i.e., excluding
debt held by government agencies) increased from 35 percent of GDP in
fiscal year 2007 to 74 percent of GDP in fiscal year 2014.20 Yet interest
rates on U.S. government bonds remained extremely low throughout this
period, and by 2015 the rate on a ten-year U.S. government bond was still
only around 2 percent.21 This suggests financial market participants were
not yet particularly worried about the ability of the United States to repay
its debt.

In the United States, there have been many examples since the 1960s of
tax cuts and spending increases enacted with the intention of boosting
demand in a recession, ranging from the 1964 Kennedy-Johnson tax cuts to
stimulus packages enacted toward the end of George W. Bush’s second
term. In early 2009, a Democratic-controlled Congress enacted, on a party-
line vote, a particularly dramatic example of expansionary fiscal policy, the
American Recovery and Reinvestment Act (ARRA). As mentioned in
chapter 2, it included about $540 billion of temporary increases in



government spending and $300 billion of temporary tax cuts. Recovery
from the deep 2008 recession was quite slow, but that tells us little or
nothing about whether the ARRA stimulus plan helped the economy or not.
To answer that question, we’d need to know what would have happened to
the economy if the ARRA had not been enacted, and given the way things
were going at the time, it looked like the alternative could have been
another Great Depression.

A drawback of tax cuts in particular as a recession-fighting measure is
that the extra disposable income may be mostly saved rather than spent, in
which case it will be largely ineffective at achieving the needed boost in
demand. Theoretically, this should be especially true of a temporary tax cut.
If people know that their taxes are temporarily low today and will go up
again in the future, they may want to save most of today’s tax cut to smooth
their consumption over time instead of living a “feast or famine” lifestyle. If
this is true, then when monetary policy can’t do the job on its own, it is
probably the case that deficit-financed government spending is a more
effective measure for fighting recessions than a tax cut.

Some survey evidence suggests that recent tax cuts intended as recession-
fighting stimulus measures were mostly saved rather than spent. Consider
taxpayers’ response to the 2001 and 2008 tax cuts. To make the tax cuts
more vivid to taxpayers, parts of these cuts came in the form of rebate
checks mailed to their homes or, in 2008, made through an electronic funds
transfer. Surveys of taxpayers taken at the time suggested that less than a
quarter of those who got the checks planned to mostly spend them, even
though in 2001 these checks were “down payments” on a very large ten-
year tax cut.22 Tax cuts enacted as part of the 2009 stimulus package were
delivered through a reduction in employer withholding, and an even lower
fraction of households indicated that this would mostly lead to their
spending more.23

Economists have tried many other strategies to get credible evidence on
the effectiveness of expansionary fiscal policy as a recession-fighting tool,
but the challenges are great. One important problem is that we should
expect expansionary fiscal policy to be much more effective when the
economy is constrained by the zero lower bound on interest rates than when
it is not, because in those cases interest rates won’t rise to offset the
expansionary effects. But such episodes are historically rare, making it
difficult to estimate effects under those conditions with much statistical



confidence. Another challenge is a pervasive reverse-causality problem—a
more severe recession will tend to cause the political system to adopt more
aggressive expansionary fiscal policies, which makes it difficult to identify
the causal effect of the fiscal policy on the economy, the classic chicken-
and-egg problem. When we look back at history, we find that expansionary
fiscal policy tended to happen when the economy was sluggish. Does that
mean the policy doesn’t work, or does it mean that politicians only choose
to enact the policy when recessionary forces are buffeting the economy?

One strategy to get around these problems has been to take advantage of
the fact that after 2008, some U.S. states got more fiscal stimulus funding
from the federal government than other states for relatively random reasons
that had nothing to do with the condition of the state’s economy, and
investigate whether those states recovered more quickly. Studies taking this
approach have typically found that government fiscal stimulus spending
was indeed effective at hastening the pace of economic recovery relative to
what would have happened otherwise.24

A number of other studies have used aggregate national-level time-series
data, or panel data that follows multiple countries over time, to attempt to
identify the short-run response of economic growth to legislated changes in
taxes or government spending that were plausibly not enacted in response to
economic conditions, so as to get around the reverse-causality problem.
Examples of this kind of change in government spending or taxes might
include, for example, an increase in military expenditures driven by a war,
or a tax cut that was motivated by something other than current economic
conditions. The rapid recovery from the Great Depression that occurred
when the United States started to engage in massive deficit-financed
military spending just before and during World War II is a particularly
compelling example of this, and is probably the single best piece of
evidence for the effectiveness of expansionary fiscal policy. Aside from the
striking example of World War II, there are questions about how well
econometric studies exploiting this general strategy really identify the
causal effects of changes in taxes or government spending on the economy.
For example, the 1981 tax cut is sometimes used as an example of
expansionary fiscal policy not caused by economic conditions, because it
was not sold politically as a response to a recession. But it happened to
coincide with big changes in monetary policy that caused a very deep
recession and then a rapid recovery, and it is difficult to credibly



disentangle the independent effects of each. There are also questions about
whether studies that estimate the average effects of many different fiscal
shocks over a long span of history might understate what the effects are
when there is a lot of slack in the economy, or when the economy is
constrained by the zero lower bound on interest rates. In any event, most
such studies do suggest that increases in government spending and tax cuts
can help get the economy out of a recession more quickly, but there is
substantial variation in the estimated size of the effect.25

By July 2016, the U.S. unemployment rate had declined to 4.9 percent,
down from a peak of 10.0 percent in October 2009.26 This might suggest
the economy was almost fully recovered from the recession. Assuming that
the economy was nearing capacity, in late 2015, the Fed took action to raise
short-term interest rates slightly, in an effort to forestall any potential rise in
inflation.27 On the other hand, there were conflicting signs suggesting the
economy might still be operating with excess capacity. As of July 2016, the
share of the population aged 25–54 that was employed was still 2.3
percentage points below where it had been in January 2007, and 3.9
percentage points below where it had been in April 2000.28 This partly
reflected discouraged workers who had lost their jobs in the recession and
had given up looking for work, so that they were no longer counted in the
unemployment statistics. In addition, short-term nominal interest rates were
still very close to zero, inflation was still well below 2 percent and showed
no convincing signs of increasing, and there were concerns that economic
problems in China and Europe might spill over into the United States (for
example by reducing demand for our exports).

As late as 2016, Larry Summers, the Harvard economist and former
Treasury Secretary, was arguing that further fiscal stimulus and a sustained
period of near-zero interest rates were still needed to get the economy back
to its potential, and to get inflation high enough that the Fed would have
sufficient room to reduce real interest rates to fight the next recession that
comes along. Summers warned of the potential for a prolonged period of
“secular stagnation,” similar to what Japan has experienced since the 1990s,
where the economy limps along with subpar growth and very low inflation
because a zero nominal interest rate is still not low enough for the economy
to reach its potential.29 While there is hope that the economy has mostly
returned to normal, so that the longer-run concerns addressed in the rest of



this chapter should return to center stage, there’s also some reason for
caution.

Our main point here is not to pass judgment on the wisdom of using tax
cuts, or fiscal policy more generally, as a countercyclical policy. What we
do want to emphasize is that these issues are conceptually separate from the
question of how our tax system should be designed over the long run.
Indeed, what might work to counter a recession (stimulating private
consumption through tax cuts) might be exactly the opposite of a common
goal of many fundamental tax reform proposals—to increase the national
saving rate—and exactly the opposite of what many feel should be part of a
comprehensive plan to address the long-term fiscal imbalance (some tax
increases). This tension in tax and budgetary policy is especially important
in 2016. When should we replace the priority of expansionary fiscal policy
with attention to the deficit and debt, and can we manage the transition
without endangering a fragile economic recovery? This leads us naturally to
the next issue—budget deficits and surpluses.

Budget Deficits and Surpluses

The budget deficit or surplus—that is, the difference between tax
collections and government spending—is a second important issue that, in
principle, is separate from the question of how our tax system should be
designed. If tax rates are set appropriately, many different systems could
raise enough revenue to cover spending, so that there is neither a deficit nor
a surplus. Moreover, people on all sides of the tax reform issue tend to
agree, at least publicly, that persistently large budget deficits should be
avoided when we are not in a recession.

Conversations about tax reform and budget deficits do, though, overlap.
Tax reform plans put forward in Congress and by candidates for president
often have implications for budget deficits, and many of the recently
designed proposals to address our country’s long-run fiscal imbalance
prominently involve plans for fundamental tax reforms. Advocates of these
plans sometimes argue that tax rates can safely be set much lower than what
is conventionally considered revenue neutral, on the grounds that the
induced economic growth will expand the tax base and thereby make up the
apparent revenue shortfall. They also often promise reductions in



government spending, and broadening of the tax base by limiting or
eliminating deductions and “tax loopholes,” but often are a bit vague about
how this will be done. We need to understand the economics of deficits to
know what is at risk if the advocates of these plans turn out to have been
too optimistic about the economic growth consequences of cutting tax rates,
or if the politically popular tax rate cuts happen but some of the politically
unpopular reductions in government expenditures and tax deductions don’t.
Given the way politics and political advocacy work, these have to be taken
as rather probable outcomes.

First, as noted above, running a budget deficit during a recession can be a
good thing, because the lower taxes and higher government spending that
this implies can boost aggregate demand for goods and services and get the
economy to put its existing productive capacity back to work. In that case,
the benefits of deficit-financed expansionary fiscal policy include the extra
GDP we get for a time, because we’ve moved the economy closer to its
potential. In a deep recession, these benefits can easily outweigh any costs
of the deficits. This is especially true when we’re up against the zero lower
bound on interest rates, in which case there may not be any effective
alternatives for achieving this goal. Eventually, however, the economy will
return to operating at full capacity. Once that happens, the costs of budget
deficits become a major concern again, and the offsetting benefit from
putting unused capacity back to work no longer applies.

Often public debate about the budget deficit overlooks some basic
economic reasoning. First of all, cutting taxes and increasing the deficit
doesn’t reduce the cost of government expenditure; it merely puts off the
reckoning of who bears the cost of that expenditure. One legacy of past
deficits is that, despite historically low interest rates, interest on the federal
debt remains a significant component of federal government expenditures,
accounting for 6.5 percent of the total in 2014, and this burden is expected
to grow in the future, especially if interest rates go up.30 This expense is
unavoidable; not paying it would precipitate financial catastrophe because
the government would lose credibility and have great difficulty ever
borrowing again. Paying this interest requires some combination of higher
taxes and lower spending on government programs, and the more the debt
grows, the higher these interest payments become. Repaying the debt itself,
and not just the interest on the debt, would require even higher taxes or
deeper spending cuts, although this could be avoided by rolling over the



debt, which is sustainable only as long as the debt doesn’t grow too large
relative to the size of the economy.

One way that budget deficits can push the cost of today’s government
onto future taxpayers is by reducing the size of the future economy relative
to what it would otherwise be. Budget deficits do this by eroding national
saving—that is, private saving minus government borrowing—which
reduces the funds available for private investment in such things as
machinery, technology, and factories. When the government runs a budget
deficit, it borrows from the public by selling bonds. This causes people to
put their savings into government bonds instead of, say, corporate bonds or
stocks that would be used to finance productive investments in the private
sector. The reduced supply of saving available for private investment
pushes up the interest rate, making borrowing more costly for firms that
need to finance investments and thereby depressing the rate of investment.
A decline in investment reduces the productivity and long-run growth
potential of our economy because it results in less machinery, factories, and
technology, and therefore less productive workers. When interest rates are
as low as they were as of 2016, this story is not so applicable—reducing our
budget deficit isn’t going to boost investment by reducing interest rates,
because interest rates are already as low as they can possibly go. But this
unusual situation won’t last forever.

Deficits need not reduce national saving dollar for dollar. If taxpayers
correctly perceive that deficits imply higher taxes or lower government
transfers (for themselves or their children) in the future and correspondingly
increase their own saving and bequests to make up for the consequences of
the deficit, this private saving would somewhat offset the increase in
government dissaving. Deficits might not reduce national investment if
foreigners are induced to increase their holdings of U.S. government bonds
and other U.S. investments. This has, in fact, occurred to some extent in the
United States since the 1980s. Foreign investment is of only limited help to
us, however, because foreigners will also end up reaping most of the
rewards of that extra investment and interest payments will flow out of the
country.

If tax cuts are not accompanied by cuts in government spending
programs, then today’s borrowing means that future taxes eventually must
be higher than they otherwise would have been. When that time comes, the
higher taxes will harm incentives and depress the economy. If low taxes



now are accepted as a boon to the economy, then the higher taxes that must
come in the future must be accepted as a large liability. This discussion
raises two crucial questions that are explored later in this chapter: how
responsive is economic behavior to incentives, and do deficit-financed tax
cuts change the behavior of politicians toward the level of government
spending?

In February 2003, Federal Reserve Board chair Alan Greenspan bluntly
challenged the idea that big budget deficits pose little danger or that the
government can largely offset them through faster economic growth.
Greenspan told the Senate Banking Committee that “faster economic
growth, doubtless, would make deficits easier to contain” but added that
“faster economic growth alone is not likely to be the full solution to the
currently projected long-term deficits.”31 Greenspan’s successor, Ben
Bernanke, made the same point, arguing that “unless we as a nation
demonstrate a strong commitment to fiscal responsibility, in the longer run
we will have neither financial stability nor healthy economic growth.”32 For
these reasons, once the economy recovers, further increases in future budget
deficits are likely to make us worse off in the long run.33 Deficit-financed
tax cuts have a cost, even though many claims about the economic impact
of taxation conveniently ignore this fact of life. People making such claims
often predict that a general reduction in taxes will have a beneficial impact
on economic activity because it unleashes demand and reduces the
disincentives that taxes create. This prediction may be true to a degree, but
it ignores the very real negative consequences generated by the increased
deficit.

How Much Should Government Do?

Another issue that is often confounded with tax reform is the question of
how big the government should be. Some proponents of fundamental tax
reform plans are also strong advocates of big tax cuts and sharply reduced
federal government spending. For example, the House Republican budget
introduced in 2015 promised to enact comprehensive tax reform that would
lower tax rates and broaden the tax base, but also promised to cut
government spending by $5.5 trillion over the next ten years.34 Crucially,



though, people who disagree on the proper size of government needn’t
necessarily disagree on what’s the best way to finance whatever level of
government activity we choose.

This is not a book about how big the government should be—how much
should it do, what it should do, and what it should not do. Rather, it is about
how the tax system ought to be designed, given whatever level of
government spending is chosen. We limit the scope in this way not because
we believe that today’s level and composition of government expenditures
are exactly right, but because comparing the consequences of two different
tax policies that raise different amounts of revenue involves questions of
both tax design and questions of whether the extra government spending is
worthwhile. Each government activity needs to be evaluated on its merits,
and this is not the place to do that. For example, whether an additional
aircraft carrier should be purchased is in the end a question of whether the
benefits it provides by increasing national security exceed its cost. As in
many cases, the benefits are difficult to quantify, and the ultimate resolution
must come through the political system.

Nevertheless, some important connections can be drawn between the
economic impact of taxation and the appropriate size of government. Most
importantly, how big the government should be depends in part on how
costly it is to raise taxes. The cost to the economy of raising one dollar in
taxes is generally more than one dollar, both because taxes reduce the
incentive to undertake income-earning activities and because of the
administrative and compliance costs of collection (a point addressed in the
next chapter). So when the government decides to spend a dollar on
something like military hardware or a roads project, it had better produce
social benefits worth more than a dollar.

The economic costs of taxation must also be taken into account in
decisions about how much the government should do to address economic
inequality. In his 1975 book Equality and Efficiency: The Big Tradeoff,
Brookings Institution economist Arthur Okun famously compared public
policies intended to address economic inequality to carrying water in a
“leaky bucket.” When the government imposes taxes on higher-income
people in order to transfer funds to lower-income people, the taxpayers are
made worse off by more than the transfer recipients are made better off,
when measured in dollars. The difference reflects the economic costs that
arise because taxpayers respond to the change in incentives caused by taxes



(e.g., they work less), and because of the administrative and compliance
costs of taxation. These are the leaks in the bucket. So, for example,
hypothetically suppose that, for these reasons, to get an additional dollar of
government spending, we have to make taxpayers worse off by $1.50. If we
are to use the dollar to address economic inequality, for example by
transferring resources to the poor, then it had better be the case that the
value to society of an additional dollar to the poor person is at least 1.5
times as large as the value to society of that dollar to the upper-income
taxpayers who financed the transfer.35 If you believe the economic and
collection costs of taxes are very large, you may be less willing to accept
extensive government efforts to address economic inequality.

Second, the distinction between tax policy and government expenditure
programs is sometimes not as clear-cut as the official language suggests.
Much of the federal government is a check-writing operation. In particular,
many of these checks are written to pay for retirement benefits and health
care for the elderly. Whether these payments are called “spending,”
“transfers,” “negative taxes,” or “entitlements earned through contributions
made earlier in life” is somewhat arbitrary. The justifications for such
payments are often no different than those offered in chapter 3 for tax
progressivity: they derive from an attempt to achieve an equitable
distribution of economic well-being. Moreover, certain ways of limiting
government spending can have exactly the same kind of negative economic
consequences that high marginal income tax rates have. For example,
suppose we were to cut spending by “phasing out” 50 cents of Medicare
benefits for every dollar of income or savings that an elderly person has.
For those people, the result would be similar to a 50 percent marginal tax
rate on the rewards to working and saving, and it would be a big
disincentive to do either. We can find many examples of this in our current
government spending programs. For example, “phaseouts” of the Earned
Income Tax Credit, SNAP (food stamps), Affordable Care Act (ACA)
subsidies for health insurance, and other programs, when combined with
other tax rates, can produce very high marginal tax rates for some low-
income households. In 2016, among households with AGI below 450
percent of the federal poverty line (about $109,350 for a family of four in
that year), the effective marginal tax rate on labor income, taking into
account federal and state income and payroll taxes and phaseouts of SNAP



and ACA subsidies, averages 31 percent, and exceeds 60 percent for about
4.2 percent of such households.36

Some people argue that the tax system and government spending are
linked because some tax systems facilitate government spending more than
others do. In particular, they favor taxes that are as “visible” as possible, so
that people will be reminded of the true cost of government. Otherwise,
they contend, government will tend to expand beyond what the citizens
would prefer if they were better informed. In this sense, visibility might
help reduce the economic costs of government. The argument may have
some merit, although it depends on the empirical question of whether
citizens are more likely to get the government they want when taxes are
more visible. This is an unsettled proposition, but some recent studies
suggest that there may be some truth to it in at least some cases. One such
study showed that the introduction of the EZ-Pass system of automatic
electronic toll collection was followed by faster toll increases than
otherwise, presumably because although the system made it quicker and
easier to pay for tolls, the less intrusive method of collection weakened
public opposition to toll increases.37 However, another study demonstrated
that the introduction of employer withholding for income taxes—a bête
noire of conservatives who argue that it reduces the visibility of the tax
burden—did not significantly increase the size of state government.38

Some take the argument one step further, arguing that the taxpaying
process should purposely be made burdensome precisely to restrain growth
in government.39 We see little justification for this view, and this book
adopts a diametrically opposed perspective. This book seeks to find ways to
streamline the tax system and to make it as efficient and unintrusive as
possible. If institutional flaws bias the political system toward
overspending, these flaws should be addressed, but not by shackling
American taxpayers with a needlessly costly and obtrusive tax system.

Tax Cuts to Force Spending Cuts versus Surpluses to
Prepare for an Aging Population

Some who favor tax cuts do so in part because they hope that the lower
revenue, and the deficits that accompany it, will put pressure on Congress



to restrain its spending. Milton Friedman, the Nobel Prize-winning
economist, advocated this approach, saying that “deficits will be an
effective—I would go so far as to say, the only effective—restraint on the
spending propensities of the executive branch and the legislature.”40 This
political strategy is usually called starve the beast, where the beast is the
government itself.

Creating large budget deficits could plausibly change the terms of the
political debate, eventually making it more difficult to propose new
spending programs and creating pressures to slash existing ones. If the
strategy turns out to be effective, then whether it is a good idea depends on
the costs of running large budget deficits until the goal of reduced spending
is met and critically on whether the forgone spending is worth the
taxpayers’ money. There’s no guarantee that the most wasteful kinds of
spending will be cut.



Figure 4.1 U.S. federal government spending and taxes as a percentage of
GDP, 1965–2059. Note: Data after 2014 are Government Accountability
Office projections.

Sources: Office of Management and Budget (2015) and Government Accountability Office
(2015a, 2015b).

But does it work? After all, whether tax cuts will actually effectively
restrain government spending later is ultimately an empirical question.41

There are reasons to believe that it may not succeed, so that the results will
instead be persistently large budget deficits that will eventually lead to
higher taxes.

Figure 4.1 depicts historical data on federal government spending and
taxes as a percentage of gross domestic product since 1965, along with
projections of future spending and taxes through 2059 from the



Government Accountability Office. The first thing to note is that the large
tax cuts enacted in the first year of the Reagan administration in 1981 were
not obviously successful, at least in the short run, at restraining government
spending and that large budget deficits ensued. For instance, between 1980
and 1985, taxes were cut from 18.5 percent of GDP to 17.2 percent, yet
spending increased from 21.1 percent of GDP to 22.2 percent. Still,
spending did start to come down eventually, and it’s possible that this might
not have happened without the pressure created by the deficits of the 1980s.
But the big decline in spending relative to GDP actually occurred in the
1990s at the same time that tax revenues were increasing. Between 1990
and 2000, taxes rose from 17.4 percent of GDP to 20.0 percent, yet
spending still fell from 21.2 percent of GDP to 17.6 percent. Then, from
2000 to 2014, taxes were cut from 20.0 percent of GDP to 17.5 percent, yet
spending rose from 17.6 percent to 20.3 percent of GDP, and the enactment
of a Medicare prescription drug plan and a major health care reform
committed the government to higher future expenditures as well. Between
2007 and 2014, federal spending experienced a big temporary increase that
soon reversed itself, while federal taxes dipped sharply and then rebounded.
These were temporary consequences of a deep recession and the economic
stimulus measures intended to cure it, and so are not particularly
informative about the “starve-the-beast” hypothesis.

If anything, recent history seems to suggest the opposite of “starve the
beast”—that is, tax cuts seem to be associated with increased spending and
tax increases associated with spending cuts. Of course, many factors
influence government spending and taxes, and maybe spending would have
risen even more than it did since 2000 without the tax cuts. But some
economists, including the late William Niskanen, former chairman of the
libertarian Cato Institute, have argued that the apparent inverse correlation
between taxes and spending in recent history is no accident. Maybe, he
suggests, tax cuts encourage loose fiscal discipline on both tax and
spending sides of the budget, or perhaps financing government through
budget deficits reduces the perceived cost of government to voters, making
them more willing to support higher spending.42

The second essential fact illustrated by figure 4.1 is that a large portion of
federal government spending is for health insurance and retirement benefits
for the elderly. Social Security, Medicare, and Medicaid alone accounted for
47 percent of federal spending in 2014.43 All of Social Security and



Medicare and most of Medicaid spending go to the elderly and disabled.44

All of this spending will automatically increase by a great deal in the future
as the elderly become a much larger share of our population and health care
costs continue to climb. The “health insurance” category in figure 4.1 also
includes spending on low-income younger people, but this is a small
fraction of the total, partly because younger people are on average much
less expensive to cover—for example, the Children’s Health Insurance
Program (CHIP) and the refundable portion of the Affordable Care Act’s
tax credits to subsidize purchase of private health insurance amounted to
only 2.7 percent of federal spending on health insurance in 2014.45

The Government Accountability Office projections in figure 4.1 are based
on reasonable assumptions about the future implications of current
government practices and promises, but there’s considerable uncertainty,
especially about health care costs. Between 1970 and 2013, the growth rate
of Medicare cost per beneficiary was 1.9 percentage points higher than the
rate of growth in per capita GDP, and the analogous figure for Medicaid
was 1.5 percent.46 If those rates of growth were to continue, figure 4.1
would look much, much worse. However, growth rates in health care costs
have slowed more recently, and this has helped convince analysts to revise
projected long-run future health care cost growth downward in recent years.
The GAO projections, perhaps optimistically, assume that the growth rate in
health care costs per beneficiary will be considerably lower in the future
than it was on average since 1970.47 Federal spending aside from Social
Security, health insurance programs, and interest is assumed to stabilize at
9.6 percent of GDP in the long run, which is meant to approximate the
average over the past twenty years. On the revenue side, figure 4.1 assumes
all expiring tax cuts are made permanent and that federal revenues
eventually stabilize at 18.1 percent of GDP after 2024, which is
approximately the post-1945 historical average.

Figure 4.1 shows that by 2059, Social Security and federal health care
spending are projected to be 15.9 percent of GDP, or 88 percent of projected
tax revenues. In that year, the projections suggest noninterest outlays will
exceed receipts by 7.4 percent of GDP, and exploding interest payments on
the debt would lead to total outlays exceeding receipts by a whopping 21.7
percent of GDP.

Economists Alan Auerbach of Berkeley and William Gale of the
Brookings Institution provide another way of quantifying the imbalance



between projected government spending and taxes. Based on assumptions
similar to those in figure 4.1 but involving somewhat less projected future
government spending outside of Social Security and health care, they
estimate that to keep the ratio of federal government debt to GDP from ever
rising above its 2013 level, we would need to immediately enact permanent
tax increases and spending reductions, relative to currently projected levels,
of about 6.8 percent of GDP.48 Acting in this manner to address the fiscal
gap would involve running budget surpluses today to prepare for the known
future expenses of an aging population and rising costs of government
health care programs. The longer the delay in addressing the problem, the
larger the necessary tax increases and spending cuts would be.

As the late economist Herb Stein (former Chairman of the Council of
Economic Advisers and father of actor and writer Ben Stein) once said, “If
something cannot go on forever, it will stop.”49 Some combination of
spending cuts and tax increases (relative to expectations) will have to occur
before the projected outcomes in figure 4.1 come to pass. But addressing
the imbalance mostly through reductions in promised spending will be
difficult, partly because so much of the growth in spending benefits the
elderly. The elderly understandably receive public sympathy, and they have
great political power in their own right that will probably grow over time.
In the case of Social Security and Medicare, in particular, people have been
promised benefits on the basis of having been subject to payroll taxes, or
contributions, all their lives to support previous generations’ benefits. Polls
consistently show overwhelming opposition to cutting these programs. In a
2013 survey, a large majority of respondents said they would prefer to
“increase” or “keep spending the same for” Social Security (87 percent) and
Medicare (82 percent).50 And these are by no means the only kinds of
spending that are popular (and therefore difficult to cut) or unavoidable. If,
for example, we add national defense, veterans’ benefits, administration of
justice, and interest on the national debt to spending on Social Security,
Medicare, and Medicaid, we are already up to 77 percent of 2014 federal
outlays.51



How Taxes Affect Long-Run Economic Prosperity: A First Cut
at the Evidence

Having addressed the role of taxes in fighting recessions, the long-term
deficit, and the appropriate level of government spending, we now turn to
the central issue of this chapter—the impact of tax design on long-run
economic prosperity. To what extent does our current tax system impose
costs that reduce our well-being, and could a better designed tax system
avoid some of these costs? Before getting into the details, we first take a
look at the big picture—the relationship between the level of taxation and
economic performance from historical and international perspectives.

Economic Growth, Tax Levels, and Tax Rates in U.S. History
Figure 4.2 offers a very long-run perspective on the relationship between
growth in real gross domestic product (GDP) per person and tax rates in the
United States, covering the period from 1870 through 2014. As a measure
of the total value of goods and services produced in a country in a year, as
well as the total income produced in the country in a year, GDP is a
reasonable but imperfect indicator of economic prosperity. It is imperfect
because it ignores the value of leisure, environmental amenities, and
numerous other influences on the quality of life that are hard to measure.
But it has the important advantage that it is the only indicator of economic
prosperity that can be measured on a consistent basis over a very long
period of time and across many countries, which is essential if our goal is to
understand the truly long-run relationship between taxation and economic
prosperity.



Figure 4.2 History of economic growth and tax rates in the United States:
(a) log of real GDP per person in the United States, 1870–2014, and (b) tax
rates in the United States, 1870–2014. Note: Real GDP per person is
measured in constant year 2014 dollars.

Sources: Authors’ calculations based on data from the Maddison Project (2013), Bolt and van
Zanden (2014), U.S. Bureau of Economic Analysis (2015), Carter et al. (2006), Internal Revenue
Service (2016a), Baneman and Nunns (2012), 2010–2012 editions of Internal Revenue Service
Statistics of Income—Individual Income Tax Returns, Publication 1304, and Fox (1986).

The gray line in the left panel of figure 4.2 illustrates the natural
logarithm of real GDP per person in each year from 1870 through 2014.
The advantage of depicting this in log form is that then the slope indicates
the growth rate. The straight dashed line shows the trend from 1870 through
2014, which represents a constant annual compound growth rate of 1.8
percent. As the diagram shows, log real GDP per person (the gray line) did
experience temporary fluctuations around its long-run trend, most notably
during the Great Depression. But the graph also seems quite consistent with
the conclusion that the economy has always tended to return to a fairly
stable long-run trend, with no apparent change in the long-run trend itself.

The remarkable stability of long-run growth rates in the left panel of
figure 4.2 is juxtaposed against dramatic changes in tax rates shown in the



right panel of figure 4.2. From 1870 through 1935, federal taxes were just 3
percent of GDP on average, and were always below 7 percent of GDP.
Federal taxes soon jumped to near 20 percent of GDP during World War II
and remained near that level ever since, averaging 17 percent of GDP from
1940 through 2014. Total federal, state, and local government tax revenues
were similarly a much larger percentage of GDP in the second half of the
time period shown in the graph than in the first half. Marginal federal
personal income tax rates at the top of the income distribution rose
dramatically and then fell. Yet the long-run trend in log real GDP per
person remained remarkably stable. Indeed, the average annual growth rate
in real GDP per person was 1.8 percent per year from 1870 to 1929, and
also 1.8 percent per year from 1929 through 2014, despite dramatically
different tax rates during the two periods. Similar patterns hold for other
rich countries for which data is available dating back to the late 1800s,
despite the fact that they generally had even larger increases in the size of
government. If anything, those other countries tended to see real GDP per
capita rise above its previous long-run trend for a time after World War II
(and during the era of big government), as countries that started below U.S.
income levels started to catch up with the United States.52

The evidence in figure 4.2 seems consistent with the notion that large and
persistent changes in tax rates have not had much effect on economic
growth rates in the long run. By itself, this evidence is not decisive. For
example, perhaps an accelerating pace of technological innovation
(something we can’t measure well) would have caused the long-run trend in
log real GDP per person to grow steeper during the latter half of this period
if the size of government had not increased so much. But figure 4.2 has to
cast some doubt on the idea that permanent changes in tax rates affect
economic growth rates in a permanent way, or even that they cause real
income per person to permanently diverge from its long-run trend.

Table 4.1 zooms in to examine growth rates in real GDP per person over
shorter time periods since 1947, and also shows rates of growth in
productivity, defined as real GDP produced in the private business sector
divided by the total number of hours worked in that sector. Real GDP per
person has the drawback that part of its growth over this time period is due
to rising labor-force participation rates, particularly among women. As
such, it overstates the degree to which Americans have become better off
because some of the growth has come at the expense of time spent on



nonmarket activities such as child rearing, which is of indisputable benefit
but whose value is not captured in GDP. In addition, when growth is
measured using real GDP per person, the rapid rate of population growth
during the post-war baby-boom years obscures an unusually fast rate of
growth in the productivity of the working-age population that occurred
during that same time (all the new babies were adding to population but
obviously not adding to the production of anything except joy). Productivity
is a valuable indicator of changes in living standards that is closely
connected to growth in hourly wages and compensation. Note, though, that
neither of these measures accounts for changes in aspects of well-being
unrelated to output, wages, or private consumption, such as the quality of
the environment. Nevertheless, these are the most reliable measures of
prosperity and its underlying determinants that are available over long
periods of time.

Table 4.1 U.S. economic growth since 1947
Years Average annual rate of real growth (percent)

GDP per person Productivity
1947–1973 2.5% 3.2%
1973–2014 1.6 1.9
1950–1960 1.8 2.8
1960–1970 3.0 3.1
1970–1980 2.1 1.8
1980–1990 2.4 1.8
1990–2000 2.2 2.2
2000–2014 0.8 2.0

Sources: U.S. Bureau of Economic Analysis (2015), and U.S. Bureau of Labor Statistics (2015,
series PRS84006093).

Note: Productivity is measured here as GDP produced in the private business sector in constant
chained 2009 dollars, per hour worked in that sector.

As measured by the growth of productivity, the U.S. economy grew at a
much faster pace in the 1950s and 1960s than it did before or after.53

Productivity grew at an annual rate of 3.2 percent between 1947 and 1973
but at only 1.9 percent per year from 1973 to 2014. When this diminished



growth is combined with the increasing income inequality discussed in
chapter 3, it implies that the economic well-being of many low- and middle-
income people has stagnated for the past three decades. The growth rate of
productivity during the 1970s and 1980s was much lower than the “golden
era” of the 1950s and 1960s. Productivity growth in the 1990s as a whole
was slightly higher than in the 1970s or the 1980s, at 2.2 percent per year
versus 1.8 percent. From 2000 to 2014, productivity growth was on average
2.0 percent per year, which was still a bit better than both the 1970s and
1980s. Growth in real GDP per person during the 2000–2014 period was a
very low 0.8 percent, however, which largely reflects the employment
effects of the Great Recession and an aging population.

Advocates of lower taxes sometimes give the impression that our taxes
were much lower during the “golden age” of economic growth in the 1950s
and 1960s and that many of our current economic problems, including the
slowdown of productivity growth since 1973, are caused by the strangling
influence of big government and high taxes. By implication, all we need to
do to return to the halcyon days of yesteryear is to lift this burden.

One problem with this argument is that, as figure 4.2 shows, the overall
federal tax burden was not that different between the period of fast growth
and the period of slow growth. Federal taxes averaged 17.2 percent of GDP
from 1950 to 1973, and 17.6 percent of GDP from 1974 to 2014!54 Total
taxes, including those of state and local governments, rose modestly—they
averaged 24.3 percent of GDP from 1950 to 1973 and 26.4 percent from
1974 to 2014.55 Yet as figure 4.2 shows, total federal, state, and local taxes
were much higher during the 1950s and 1960s than they had been from the
late 1870s through 1929, yet compared to that period, growth rates of real
GDP per person in the 1950s and 1960s were a bit higher, and productivity
growth rates picked up substantially.

What is detrimental to a vibrant economy may be not the overall level of
taxes, but rather particular aspects of the tax system. Some argue that steep
marginal tax rates on high-income people are particularly destructive
because they discourage the most highly talented and entrepreneurial
members of society from pursuing the activities they do best and hiring
others to help them do it. The emphasis on the economic consequences of
taxing high-income households has been dubbed trickle-down economics by
its detractors. We discuss this idea in more detail later, but for now, take a
look at figure 4.3, which shows the top tax rate on individuals and the rate



of productivity growth for certain periods. Rather than telling a trickle-
down story, the graph suggests the opposite. The strongest productivity
growth period was when the top tax rates were the highest.

Figure 4.3 (a) Marginal income tax rate in top bracket, average over
period, and (b) annual percentage growth rate in productivity, average over
period. Notes: Bottom panel shows annual percentage growth in real GDP
produced in the private business sector per hour worked in that sector,
fourth quarter over fourth quarter of end of previous period.

Sources: Internal Revenue Service (2016a) and U.S. Bureau of Labor Statistics (2015, series
PRS84006093).

We’re certainly not arguing that levying high marginal tax rates on the
rich causes faster economic growth.56 On the contrary, most economists
agree that top marginal rates as high as the United States had in the 1950s



and 1960s—in the vicinity of 90 percent—are too high to do any good for
anyone. Our point is that no simple relationship or single graph can
establish how the tax system affects economic prosperity or growth. The
many dimensions of the tax system—rates on individuals, the corporation
income tax rate, the tax rate on capital gains, the definition of the tax base,
and so on—all matter. Furthermore, many factors unrelated to taxation
probably have a much more profound influence on the economy. For
example, the unusually fast growth of the 1950s and 1960s partly resulted
from the adoption of many important technological advances that had been
developed over previous decades but that, because of the Great Depression
and World War II, had not yet been fully utilized to the benefit of
consumers. The huge jump in the price of oil in 1973 caused major
economic disruptions and contributed, at least temporarily, to slower growth
in the United States and throughout the world. For these reasons,
identifying precisely what role a slightly increasing overall tax burden and
changing features of the tax system have played in the slowdown is
exceedingly difficult. One potentially more promising approach is to look at
the evidence across countries. Have low-tax countries flourished and high-
tax countries floundered?

International Evidence on Economic Prosperity and the Level of
Taxes
Figure 4.4 plots for the thirty-four industrialized OECD countries the
relationship between GDP per capita and the ratio of total tax to income. If
a high level of taxes is the kiss of death for prosperity, we would expect to
see the points in figure 4.4 clustering along a line with a negative slope:
higher taxes would go hand in hand with a lower standard of living. But no
such pattern emerges from figure 4.4. Some of the world’s most prosperous
countries, such as the United States and Japan, do have relatively low tax
ratios. But other countries, particularly in Scandinavia, have done quite
well, thank you, with far higher tax ratios. That Sweden could maintain a
2012 GDP per capita of $43,869—18 percent above the OECD average, in
the face of a whopping 42.3 percent tax-to-income ratio, more than two-
thirds higher than in the United States—challenges the hypothesis that high
taxes are a sure cause of economic decline.



Figure 4.4 Economic prosperity and the level of taxes in OECD countries,
2012.

Sources: Organisation for Economic Co-operation and Development (2014a, 2015a). GDP per
capita is converted to 2012 U.S. dollars and is adjusted for purchasing-power parity.

Our disclaimer about figure 4.3 also applies to figure 4.4: no simple
scatter plot can possibly settle such a complicated issue as this one. It might
be, after all, that the Scandinavian countries would be even more
prosperous than they are now if they lowered their tax burdens. The pattern
of points in figure 4.4 might be telling us that history, geography, culture,
and demography have enabled some countries to be more prosperous than



others and those countries so favored have chosen to spend relatively more
of their bounty on the services provided by government and to tax
themselves more to provide these services. Alternatively, because richer
countries also tend to have a higher literacy rate and to be more urbanized,
they might be more suited to take advantage of relatively efficient ways to
raise revenue. Under any of these scenarios, comparing the relative levels of
prosperity to total tax burdens will not reveal the economic impact of
taxation, positive or negative. Indeed, if one looked at a graph like figure
4.4 that included all countries, not just the most affluent countries, the
scatter plot would suggest a clear positive relationship between tax ratios
and GDP per capita, in large part because poorer nations lack the
administrative capacity to collect as much in taxes as developed countries
do.57

One might also look to see whether any relationship exists between tax
ratios and the growth rate of countries’ economies. Analyzing the rate of
growth over a given time period frees us from having to explain why some
countries were more prosperous than others at the start of the period and
allows us to focus on what has enabled them to better themselves.

Figure 4.5 does just this. For the period 1970 to 2012, it plots the average
tax ratio of twenty-four of the OECD countries against their real growth
rate.58 Yes, some low-tax countries such as South Korea did exceptionally
well over this period, and high-tax countries such as Sweden did relatively
poorly. But some high-tax countries did well, and some low-tax countries
(like the United States) performed below average. Again, no clear
relationship emerges. Moreover, there is no significant correlation between
which rich countries had the biggest increases in the size of government
relative to GDP between the 1960s and today, and which countries had the
fastest rates of economic growth during that period.59 More sophisticated
statistical analyses of the relationship between the level of taxation and
economic growth, which attempt to hold constant the impact of other
determinants of growth to isolate the tax effect, have come to no
consensus.60



Figure 4.5 Economic growth rates and tax levels in OECD countries,
1970–2012. Notes: Data for South Korea is for 1972–2012. Excludes
OECD countries with missing data for parts of 1972–2012.

Sources: Authors’ calculations based on Organisation for Economic Co-operation and
Development (2014a, 2015a).

Our point is not that taxes do not affect the economy. On the contrary, in
certain situations taxes might have a major impact. The effect of taxes on
economic performance is, however, subtle and cannot be established by any
one simple graph—not by the figures presented here and not by other ones
that purport to demonstrate the damaging effects of high taxes.



Understanding how taxes affect the economy requires looking behind data
on overall economic performance and examining the kinds of choices that
taxes affect and the ways that taxes influence these choices.

How Taxes Affect Economic Prosperity: The Specifics

Owing taxes means having to change your behavior. For every dollar
remitted to the government, taxpayers have one less dollar to spend or save.
Belts must be tightened. This is as true for a lump-sum tax as it is for an
income tax or a sales tax. But a lump-sum tax is different in one important
way from all other taxes: by definition, there is nothing you can do to
change your tax liability. That sounds ominous for the family whose income
barely exceeds the lump-sum tax due: nothing can be done to reduce this
burden. But reversing the emphasis reveals the unique characteristic of the
lump-sum tax that is intriguing to economists: nothing you do increases
your tax bill, either. In particular, nothing you do to better your lot—going
to night school for an MBA, getting a second job so you can afford a new
house or car, successfully starting your own business—increases your taxes.
If all taxes were lump-sum in nature, any decision you can think of can be
made without a moment’s consideration to the tax consequences.

This is quite a contrast to the current situation where taxes change the
terms of just about any decision that a taxpayer faces. A spouse
contemplating returning to work must (or ought to) consider that taxes
(federal and state income plus payroll) will possibly take 50 percent of any
earnings, while many expenses incurred will not be deductible. A wealthy
alumna contemplating a gift of $1 million to her alma mater will be gently
reminded that the donation could save her hundreds of thousands of dollars
in taxes. The CEO of Hewlett-Packard may be tempted to open another
research lab by the knowledge that, because of the research and
experimentation tax credit, 20 percent of its cost may be creditable against
corporate income tax liability.

The belt tightening that taxation forces is an inevitable consequence of
taxation, but taxation does more than force people to tighten their belts. It
also changes the cost and reward of most economic decisions, and it distorts
these choices away from what would otherwise be chosen. What is the cost



to the economy when the tax system changes the terms of—and therefore
distorts—economic choices?

Economists agree that, except in certain situations discussed below, the
baseline for measuring the economic cost of taxation is how the economy
would operate in the absence of any taxes other than lump-sum taxes.61 The
idea is that participants in a free market will voluntarily produce and
consume all goods and services for which the benefit (measured as the
maximum amount a consumer would be willing to pay for something)
exceeds the costs of production, and will not produce or consume any goods
or services for which the costs exceed the benefits. As Adam Smith
observed over 200 years ago, prices in an unfettered free-market economy
act as signals of benefits and costs, spontaneously guiding the economy (as
with an “invisible hand,” in Smith’s words) to make efficient use of the
country’s physical and human resources.

Taxes interfere with efficiency by creating a “wedge” between the price
paid by the consumer and the price received by the producer. The higher
price paid by consumers discourages them from buying the item, and the
lower price received by producers discourages them from producing it. As a
result, when a tax distorts prices, we forgo some consumption and
production for which the benefits exceed the costs and thus reduce
efficiency. Firms and individuals are induced to shun taxed activities in
favor of relatively untaxed ones that they would otherwise value less. We
thus do not get as much value from the economy’s resources as we could,
and in a sense are wasting the resources we have by putting them to use
inefficiently.

There are exceptions to this story, referred to as cases of market failure.
When the difficulty of obtaining necessary information, the presence of
activities with spillover effects, or monopoly—all cases where the invisible
hand fails—leads markets to function inefficiently, taxes do not necessarily
detract from efficiency. On the contrary, in these cases judicious tax policy
might correct an inefficiency. For example, a tax on pollution might correct
a market failure and lead to a more efficient use of resources rather than
cause a misallocation of resources.

The problem of market failure figures prominently in our subsequent
discussion of a number of key tax-policy issues. For now, though, we leave
market failures aside and examine several specific areas of economic
behavior where taxes do have a distorting effect. Because one of the goals



of most tax reform plans is to mitigate these distortions, understanding
these issues is crucial for evaluating the potential benefits of reform.

Labor Supply: Theory
Labor income in the form of wages, salaries, and benefits constituted 61
percent of national income in 2014.62 Therefore, any story about how taxes
affect the economy must come to terms with how they affect the incentive
people have to work and the incentive businesses have to hire workers. If
the tax system makes it unattractive to work hard or work at all, or to
employ labor, then it cannot be contributing to a vibrant economy. Many tax
reform plans seek to change the tax system so that work is rewarded more
generously.

Taxes have two countervailing influences on the decision to work. First of
all, most taxes, including income and consumption taxes, reduce the
marginal reward for working. Work becomes less attractive because
working that extra hour or taking on a second job buys fewer consumption
goods and services; an economist would say that the tax reduces the real
wage rate. Put differently, leisure and other nonmarket activities become
more attractive because the alternative of working becomes less
remunerative. The reduced after-tax return to working provides an incentive
to substitute more leisure and nonmarket endeavors for less work and less
consumption of goods and services. Economists call this impact of taxes the
substitution effect or sometimes the incentive effect.

Besides changing the marginal reward to working, most taxes make you
poorer, and when people are poorer, they tend to cut back at least a bit on all
the things they value, including leisure. Economists refer to this as the
income effect of taxes. Because the belt tightening of taxes causes people to
cut back on leisure, it causes people to work more than otherwise. Thus, the
substitution effect of taxes reduces labor supply, but the income effect tends
to increase labor supply. Because of the countervailing effects of the
substitution and income effects, it is not clear a priori whether taxes make
people work more than they otherwise would, or less.

Note that the decision whether to work a few extra hours or to choose a
harder job that pays a little better is affected only by one’s marginal tax rate
—that is, the tax rate on the next few dollars of income. What is relevant for
the “income effect,” however, is the total tax burden or, expressed as a
fraction of income, the average tax rate.



The relationships between average tax rates, marginal tax rates, and total
taxes collected are crucial characteristics of any tax system and are
inextricably linked to how progressive the tax burden is. A lump-sum tax
system could, in principle, raise a trillion dollars a year while imposing a
zero tax at the margin for everyone’s work decisions. Under a purely
proportional tax system in which tax liability is the same fraction of income
for everyone regardless of what their income is, the marginal tax rate equals
the average tax rate. The more progressive the distribution of the tax burden
is, the higher the marginal tax rates will be, and therefore the greater will be
the overall marginal disincentive to work per dollar raised.

Note also that the correct marginal tax rate for measuring the disincentive
effect is not necessarily the statutory marginal income tax rate. For
example, a 20 percent statutory marginal rate levied on labor income
excluding fringe benefits is not, in terms of its incentive effect on labor
supply, materially different from a 16 percent statutory marginal tax rate
levied on labor income including fringe benefits, if fringe benefits
constitute about one-fifth of total labor compensation for everyone.63 In
principle, such a policy change does not in itself provide a significantly
increased incentive to work. This is an important point to keep in mind
when we later discuss proposals that broaden the tax base and use the
revenue so collected to lower marginal tax rates.

It is also true that a consumption tax such as a retail sales tax has the same
kind of effects on the incentive to work as an income tax because it reduces
the purchasing power that an additional hour of work provides—the real
wage. With an income tax, the reduction in one’s real wage is salient
because one’s paycheck is cut, while with a retail sales tax the reduction is
salient because prices are higher so one’s paycheck doesn’t buy as much—
but the ultimate effect is the same. This equivalence must be kept in mind
when we address moving from an income tax to a consumption tax.

An example can help illustrate the economic cost of the incentive effect.
Consider the case of Roger Brown, who works forty hours a week on
construction sites. Roger is also a talented carpenter and can earn $20 an
hour working at night and on weekends; he can find ten hours a week of
such work. Roger has plenty of hobbies and enjoys spending time with his
family, so it goes without saying that he won’t work for nothing. In fact, he
won’t work those extra ten hours unless he can earn at least $15 an hour; in



economics jargon, that is the opportunity cost of his time—what his leisure
time is worth to him.

In the absence of any taxes, Roger will clearly decide to moonlight. The
$200 he earns for the ten hours of extra work exceeds the $150 he requires
as compensation for the reduced leisure time. Everyone is better off from
this decision. Roger’s carpentry customers are better off, or else they
wouldn’t have been willing to pay him the $200. Roger is better off. We can
even put a dollar measure on how much everyone is better off—$50. This
represents the difference between $200, which is the value put on Roger’s
carpentry by his customers, and $150, which is Roger’s own evaluation of
the next best use of this time.64

Alas, there is taxation, and on an extra $200 per week of income Roger’s
tax bill turns out to be $60, or 30 percent. He is a dutiful citizen, so he does
not consider simply not reporting his outside income to the IRS. Given his
30 percent rate of tax, he concludes that his after-tax compensation for
carpentry, $14 per hour ($20 minus 30 percent of $20), is not high enough
to justify giving up the extra leisure. This is an example of the disincentive
to work caused by the tax system; it has changed the reward to working and
in this case changed the decision of how much to work.

What is the economic cost of the altered decision? You might jump to an
answer of $200, Roger’s forgone wages. But that is not correct because
although Roger has decided to forgo the $200 in income, by so doing he has
ten more hours per week to pursue his other interests—ten more hours he
values at $150. The loss to Roger, and to the economy, is the difference
between $200 and $150, or $50. Because of the tax system, a transaction
that should have been made was not; from society’s perspective (but not
from his own perspective), Roger consumes “too much” leisure and works
“too little.”65

Per dollar of revenue raised, the economic cost of taxing labor income
depends on how responsive labor supply is to changes in the after-tax return
to working. More precisely, the economic cost depends only on the
substitution effect of taxes, and not the income effect. The change in
behavior due to the income effect is inevitable regardless of how a given
amount of revenue is raised, and applies even when a lump-sum tax is used,
so it is not relevant to a comparison of the economic cost of alternative
ways of raising that revenue. If there is no substitution effect, then the fact
that taxes lower the return to working does not translate into significant



economic costs because people are not dissuaded from working by the fact
that tax liability gets larger when more labor income is earned. The more
that people are willing to substitute leisure (i.e., not working) for working
when tax rates go up, the larger are the economic costs—per dollar raised—
of imposing taxes that reduce the reward to working.

Labor Supply: Evidence
Economic researchers have tried a variety of strategies to estimate how
much labor supply responds to incentives. In our opinion the best available
evidence suggests that, at marginal tax rates like those prevailing in the
United States today, a further increase in marginal tax rates probably would
cause some reduction in aggregate labor supply, but the effect would not be
large. For certain subgroups of the population, such as single mothers with
children, decisions about whether to participate in the labor force do seem
to be fairly responsive to incentives, but they do not account for a large
enough share of labor income to change the conclusion about the
responsiveness of labor supply in aggregate. With that said, the evidence
does not all speak with one voice, so there’s some room for disagreement.
In what follows, we’ll describe the different strategies economic researchers
have used to get evidence on these questions, summarize the lessons from
that research, and explain the reasons for disagreement.

The most common strategy for estimating the responsiveness of labor
supply to incentives has involved cross-sectional comparisons of how self-
reported annual hours of work differ across people with different after-tax
wages and different levels of nonlabor income (e.g., interest, dividends, and
government benefits). A recent review of the labor supply literature that
focuses mainly on the kind of cross-sectional comparisons described above,
conducted in 2012 by Rob McClelland and Shannon Mok of the
Congressional Budget Office, attempts to summarize the evidence for the
United States.66 McClelland and Mok conclude that, taking into account
both the effects on hours worked for those who are working and the effects
on decisions whether to work at all, a 10 percent increase in the after-tax
wage is associated with a 1 to 3 percent increase in hours worked due to the
substitution effect, and about a 1 percent decrease in hours worked due to
the income effect. They also conclude that the substitution effect is
somewhat smaller than average for men and single women, and somewhat
larger than average for married women. There is also evidence that the



substitution effect for married women has declined dramatically over the
past few decades in the United States, as women have become more
attached to the labor force, so that the responsiveness of their labor supply
to after-tax wages seems to be gradually converging to that of married
men.67

If McClelland and Mok’s summary of the evidence is correct, it would
imply that at current levels of taxation, the economic costs of distorting
labor supply decisions through taxation are relatively modest. Research by
Soren Blomquist and Laurent Simula of Uppsala University in Sweden
suggests that if the substitution effect of a 10 percent increase in after-tax
wage is to increase hours worked by 2 percent, then an across-the-board
increase in marginal tax rates on labor income in the United States in 2006
would have involved $0.13 of economic costs (from substituting less-
valuable leisure for more-valuable market consumption) for each additional
$1 of tax revenue raised.

There are a number of reasons for caution in interpreting cross-sectional
evidence on the responsiveness of labor supply to incentives. One concern
is that the positive correlation between after-tax wages and hours worked
might actually be driven by a third factor—differences across people in the
taste for work. Being naturally inclined to hard work, or having a stronger
preference for market consumption compared to leisure, may well lead
someone to work harder in school and choose a more lucrative occupation,
leading to a higher wage, and may independently cause someone to work
long hours. Thus harder-working people have a higher net-of tax wage rate,
but not because higher wage rates cause more work effort. This would tend
to bias estimates of the causal substitution effect upward, so that we’d
overstate the economic costs of higher tax rates. Another problem is that
people who work long hours are likely to have other traits (higher earnings,
greater patience and discipline) that cause higher saving and thus higher
nonlabor income, which biases estimates of the income effect upward.

One strategy to get more convincing evidence about the effect of income
on labor supply has been to examine cases where people were randomly
awarded additional income. Studies of lottery winners in Massachusetts and
Sweden, and winners of a housing voucher lottery in the United States, all
suggest that a 10 percent increase in income, holding the incentive to work
constant, is associated with about a 1 percent decline in labor supply,



consistent with the conclusion of the McClelland and Mok review noted
above.68

Another strategy for estimating the incentive effect of changes in after-tax
wages is to look for “quasi-experiments”—in this case, situations where the
after-tax wage changed in different ways over time for different people for
some reason that was plausibly unrelated to their tastes for work—and then
compare the relative changes over time in the different groups’ hours
worked and labor force participation decisions. The main advantage of this
approach is that, by studying changes in the behavior over time of the same
individuals (or the same types of individuals—e.g., people with a given
level of educational attainment), the researcher can statistically control for
any factors that differ across the groups but are constant over time for a
given group (such as, perhaps, tastes for work), and control for any factors
that are changing similarly over time for the different groups (e.g., the
business cycle).

Consider the following example of this methodology. During the 1980s
and 1990s in the United States, reforms to the Earned Income Tax Credit
(EITC) improved the incentive to work for low-income single mothers
relative to single women without children and middle-income married
women; much research has demonstrated that labor force participation rates
went up more over time for the women who benefited most from increases
in the EITC, compared to women whose incentives were not affected by
changes in the EITC.69 Another example is that in the United Kingdom
during the 1980s, after-tax wages went up more over time for people with
higher educational attainment, due to both rising before-tax wage inequality
and the disparate effects of income tax reforms across the income
distribution. Richard Blundell of University College London, Alan Duncan
of Curtin University, and Costas Meghir of Yale University found that men
and women in the educational groups that experienced larger increases in
after-tax wages experienced modestly larger increases in labor supply.70

Raj Chetty of Stanford University and co-authors reviewed 16 especially
high-quality empirical studies of labor supply in the United States and other
rich countries, most of which took advantage of quasi-experimental
variation in incentives to work of the sort noted above. On average, these
studies implied that a 10 percent increase in the after-tax wage is associated
with about a 4 percent increase in aggregate hours worked, including both
the participation decision and the decision about how much to work.71 The



somewhat larger responsiveness relative to McClelland and Mok might
reflect better research designs that reduce bias, but it could also reflect the
fact that 11 of the 16 studies considered by Chetty and colleagues focus on
women (in many cases low-income women with children), who we’d
expect to have higher responsiveness.

Starting from a tax rate of 30 percent, an increase in the after-tax wage of
10 percent requires a 23 percent reduction (from 30 percent to 23 percent)
in the tax rate. So this evidence implies that a very large tax cut would have
a relatively modest positive impact on aggregate hours worked. If labor
supply is indeed as responsive to incentives as Chetty and colleagues
conclude, then the Blomquist and Simula analysis noted earlier implies that
if we were to enact an across-the-board increase in marginal tax rates on
labor income in the United States, each additional dollar of tax revenue
raised would impose $0.31 of economic harm from distorting labor supply
decisions.

In 2010, Costas Meghir and David Phillips of the Institute of Fiscal
Studies reviewed a much broader selection of the labor supply literature and
provided new estimates of labor supply responses to reforms of the tax-and-
transfer system in the United Kingdom from 1994 through 2004.72 They
largely concur with the conclusions of Chetty and co-authors, but shed more
light on variation in responsiveness across groups of people. Meghir and
Phillips conclude that “hours of work do not respond particularly strongly
to the financial incentives created by tax changes for men, but they are a
little more responsive for married women and lone mothers. On the other
hand, the decision whether or not to take paid work at all is quite sensitive
to taxation and benefits for women and mothers in particular.”73

Particularly relevant to the question of how “leaky the bucket” is when we
increase tax rates on people at the top of the income distribution is their
conclusion that “[f]or highly educated individuals the sensitivity of both
hours of work and participation to work incentives are almost zero.”74

Evidence from the United States from the 1980s, when marginal tax rates
were cut sharply for high-income people relative to everyone else,
corroborates the conclusion that decisions about how many hours to work
are probably not very responsive to incentives at the top of the income
distribution, at least within the range of tax rates we’ve experienced in
recent decades. Robert Moffitt of Johns Hopkins University and Mark
Wilhelm of Indiana University–Purdue University at Indianapolis examined



data that followed the same group of people between 1983 and 1989, and
they found no evidence of a significant labor supply response to lower
marginal tax rates, even among those in the high-income group who saw
their marginal tax rate fall from 50 percent to 28 percent.75 Nada Eissa of
Georgetown University concluded that wives of very high-income husbands
increased their hours of work relative to wives of middle-income husbands
after 1986, but a subsequent analysis of panel data from 1981 through 1999
by Jeff Liebman of Harvard and Emmanuel Saez found no compelling
evidence of increased labor supply for wives of high-earning men when
household marginal income tax rates were cut.76

In a 2011 review of the labor supply literature, Michael Keane of Oxford
University offers some dissent to the seeming consensus that the
responsiveness of labor supply to incentives is on the whole rather
modest.77 On the one hand, he reports that among the large number of
studies he reviewed, the average implication was that a 10 percent increase
in after-tax wage was associated with a 3 percent increase in hours worked
among males, when isolating the substitution effect. This is not particularly
at odds with the conclusion of Chetty and colleagues. But Keane goes on to
emphasize the diversity of the estimates, suggesting a lack of consensus,
and further argues that this average estimate may be biased downward by a
failure to take into account that harder work while young might improve
one’s skills, leading to an increase in wages later in life. In this way a tax
cut has an amplified effect on incentives for the young, because to the
extent that it causes the young to work longer hours, it may lead to higher
wages later in life that increase the incentive to work even more. This could
imply larger efficiency costs from taxation than otherwise. While the
theoretical point is sound, efforts to infer whether and how much this might
matter from available data require some heroic assumptions, so the existing
evidence on this point is at the moment somewhat speculative.78

Raj Chetty emphasizes another reason why the estimates of the
responsiveness of labor supply to incentives summarized above could be
biased downward, if our goal is to determine the long-run effect of a big tax
change. He argues that many frictions stand in the way of adjusting one’s
labor supply in response to a change in incentives. For one thing, people
may not understand or pay attention to subtle changes in incentives caused
by tax reforms, which would tend to attenuate estimates based on policy-
driven quasi-experiments within countries. In addition, many employees do



not have much control over how many hours they work at their job, as
employers often expect their workers to work a standard work week of 40
hours or so. It may be difficult for an individual employee to deviate from
the social norm of the standard work week, for fear of being labeled a
slacker, and achieving the flexibility to reduce work hours might require
switching jobs, which can be costly. Thus, if workers wish to reduce work
hours in response to a big tax increase, the full response may only play out
gradually over a long period of time, as social norms and institutions (such
as the standard length of the work week) may need to adjust first.
Therefore, comparisons across countries that have had very large
differences in tax rates for long periods of time might be especially
informative about the long-run responsiveness of labor supply to incentives,
as such evidence would be less likely to be attenuated by the kinds of
frictions discussed above.79

Comparisons of hours worked per adult and tax rates across selected rich
countries, using data from the 1970s through the 1990s, did seem to suggest
greater responsiveness of labor supply to incentives than the quasi-
experimental studies of micro data we just discussed.80 This was one factor
that led Chetty to conclude that in the long run, the effect of a 10 percent
increase in after-tax wage rates would be closer to a 5 or 6 percent increase
in aggregate hours worked. However, using more recent data on a larger
number of countries weakens the relationship between hours worked and
taxes.81 For example, a cross-sectional comparison of taxes as a percentage
of GDP and average hours worked per person aged 15 to 64 across 23 rich
countries, using averages from the decade spanning 2004 through 2013,
implies that a 10 percent increase in the after-tax wage would be associated
with a 4 percent decline in hours worked, although the relationship is not
tight enough to merit much statistical confidence.82 The cross-country
relationship now seems rather consistent with the conclusion of Chetty and
co-authors based on their review of within-country micro data studies.

A potential problem with this sort of cross-country comparison is that
there are many other factors that differ across countries, such as cultural
tastes for leisure and labor market institutions, which might explain
differences in hours worked. To the extent that these other differences are
fairly persistent over time, one can get around this problem by examining
whether countries that had relatively larger tax increases over time
experienced correspondingly larger declines over time in average hours



worked per working-age adult. Research of this nature by Nobel-laureate
economist Edward Prescott of Arizona State University compared changes
in tax rates and changes in hours worked across the United States and a
small number of other rich countries such as France and Germany between
1970 and the mid-1990s. The findings suggested that, indeed, countries
with larger increases in tax rates had experienced larger declines in hours
worked per working-age adult (with a particularly striking difference in the
amount of vacation).83

Prescott’s claim sparked much controversy. For example, Alberto Alesina
and Edward Glaeser of Harvard and Bruce Sacerdote of Dartmouth
responded by arguing that it is impossible to empirically distinguish the
effects of differentially rising taxes on changes in hours worked from the
effects of unions, which grew in power and changed their strategies in
Europe relative to the United States at the same time as taxes were going up
in Europe. Unions in many continental European countries have pushed
hard for mandatory vacation time and mandatory restrictions on the
maximum number of hours an individual can work in a week (achieving,
for example, a thirty-five-hour work week in France) under the slogan
“work less, work all,” on the (apparently misguided) theory that reducing
hours worked for each worker would open up more jobs. Alesina and co-
authors further hypothesized that restrictions on hours worked in Europe
might have been partly motivated by the plausible notion that leisure time is
more valuable to each individual when there are more other people to share
it with, a coordination problem that might be ameliorated by regulations
mandating vacation time, for instance. Many other long-standing non-tax
policies and institutions in Europe—such as generous public pension rules
and unemployment insurance, as well as relatively high minimum wages—
also discourage work or hiring, further weakening the case that taxes alone
were to blame for the pattern identified by Prescott.84

In figure 4.6, we present updated evidence on relative changes in tax rates
and hours worked over time across countries since the 1960s, for a larger
number of countries than the studies noted above. The figure plots, for
twenty-three rich countries, the change in hours worked per person aged
15–64 against the change in general government tax revenue as a
percentage of GDP, comparing decadal averages for 1960–1969 with 2004–
2013.85 If collecting more revenue in taxes depresses labor supply, we
should observe a scatter plot with a downward-sloping tendency: a larger



increase in tax rates over time would be associated with a larger decline in
labor supply over time. But we see nothing of the kind. The relationship is,
if anything, slightly upward-sloping.86 We conclude that the evidence
relating changes in hours worked over time to changes in taxes across
countries does not provide compelling evidence that tax increases
significantly depress labor supply. Earlier studies such as Prescott’s reached
a different conclusion partly because they examined a smaller number of
countries for which the correlation between taxes and hours worked was
stronger, and partly because the cross-country relationship between taxes
and hours worked has become weaker in more recent data than it was in the
mid-1990s.87

Figure 4.6 Change in hours worked per person aged 15–64 versus change
in general government tax revenue as a percentage of GDP, 1960–1969 to
2004–2013, among twenty-three rich countries.

Sources: Data on hours worked are from The Conference Board (2015). Data on population aged
15–64 are from World Development Indicators (World Bank, 2015). Data on general government
tax revenue as a percentage of GDP are from Tanzi (2011) and Organisation for Economic Co-
operation and Development (2014a, 2015b). Data for Greece, Luxembourg, and Turkey for the
earlier period are for 1965–1974.

Henrik Kleven of the London School of Economics offers one
explanation for the non-finding illustrated in figure 4.6. He demonstrates
that some high-tax countries, including the Nordic nations, provide very
high “participation subsidies” due to public spending on the provision of
child care, preschool, and elder care; these policies effectively subsidize



labor supply, by lowering the prices of goods that are complementary to
working. From this perspective, the kind of cross-country correlations we
have been discussing must be reinterpreted, because the tax-financed public
support for preschool, child care, and elder care supports, rather than
discourages, employment.88 This matters, because it implies that a country
may be able to mitigate economic inequality, as the Nordic nations do,
without necessarily imposing large costs in terms of economic efficiency,
by adopting compensatory policies that help offset the negative effects of
taxes and transfers on the incentive to work.

Taxes and Saving
A second critical choice affected by taxes is the one that people make about
how much to consume now versus how much to save for future years’
consumption or for bequests. An income tax affects the terms of this choice
because, by taxing interest and other returns to capital, it reduces the rate of
return that can be earned on savings and increases how much must be put
aside today to finance any given amount of consumption later. Many
would-be tax reformers support a switch to a consumption tax, which would
effectively eliminate the negative influence of taxes on the incentive to
save. Chapter 6 explains how consumption taxes accomplish this. For now,
we focus on how our current system affects the incentive to save and how
saving behavior is influenced by such incentives.

It’s easy to see how a tax of, say, 20 percent on interest income reduces
the reward to saving that income. If the before-tax interest rate is 10
percent, you get only an 8 percent return after tax. Another feature of our
tax system can exacerbate this distortion: it fails to adjust the measurement
of capital income for inflation. Suppose that in the example above, inflation
was 5 percent. In that case, half of the 10 percent nominal interest rate you
receive is just making up for the 5 percent decline in the real purchasing
power of your savings. So in this case, the 20 percent tax rate on the
nominal interest rate turns out to be a 40 percent tax on real interest because
the 5 percent real (inflation-adjusted) return turns into a 3 percent return
after tax. With inflation as low as it has been recently, this is a relatively
minor concern, but it has been a major consideration in earlier periods of
our history such as the 1970s.

Income taxes can also reduce the reward to saving indirectly by taxing the
returns to business investment. Leaving aside international capital flows,



savings and investment are two sides of the same coin. The saving of
individuals—often funneled through a financial intermediary such as a
bank, a savings and loan, or an insurance company—eventually is used by
businesses to finance the purchase of physical capital goods such as
factories, equipment, and inventories and intangible capital such as “know-
how.” Through this process, individual saving adds to the productive
capacity of the country and increases the productivity of the workforce.

Although the connection is not always apparent to the saver, the return to
saving is governed by the return to the productive investment that the
saving finances. If the return to investment is taxed at the business level,
then the amount that can be paid out to those who financed it—by lending
money or buying shares in the corporations that make the investments—
must fall. As explained in chapter 2, certain forms of corporate income,
such as dividends and some capital gains, can be “double taxed”—once
under the corporate tax and again at the personal level. The extent of this
taxation depends not only on the tax rate levied on net business income but
also on the depreciation schedules, the generosity of any investment tax
credits, and the preferential treatment now accorded to both capital gains
and dividend income in the personal tax.

Together, taxes on the returns to saving and business investment distort
the choices of individuals, because by making future spending relatively
more expensive they encourage people to consume more today and save
less for the future than they otherwise would. One negative consequence is
that people may end up with too little savings when they retire. In the likely
event that myopia and temptation cause people to save too little for their
own and their children’s futures even in the absence of taxes, reductions in
saving caused by taxes would be even more harmful. A progressive income
tax puts the highest disincentive to save on a small group of people who
account for a very large portion of national saving—the rich. Recall,
though, from chapter 2, that there are a host of tax-preferred savings
vehicles that mute the disincentive to save that an income tax would
otherwise cause.

If the tax law does in fact reduce national saving and investment, our
future national economic prosperity will be lower than it otherwise could
be. Part of the appeal of the consumption tax reform plans—including the
flat tax and the national retail sales tax—is that they would eliminate all tax
on the normal return to saving and investment.89 To the extent that this



boosts saving and investment to more efficient levels, we would be better
off.

Figure 4.7 Percentage of income saved versus the incentive to save in the
United States, 1960–2012.

Sources: (a) net private saving as a percent of disposable income (where disposable income is
GNP less private consumption of fixed capital and government receipts), from U.S. Bureau of
Economic Analysis (2015); (b) interest rate on Baa corporate bonds plus a fixed-equity premium,
adjusted for expected inflation and the average marginal tax rate on personal interest income,
calculated by authors following Gravelle (1994). See endnote 90 of chapter 4 for further details.

If empirical evidence showed a strong positive relationship between
saving and its after-tax rate of return, the economic costs of our income tax
and the economic benefits of switching to a consumption tax could be quite
large. However, the available evidence does not readily reveal any such
relationship. Figure 4.7, which is derived from a study done by Jane
Gravelle of the Congressional Research Service and then updated by us,
plots the net private saving rate and a measure of the real after-tax return to
saving.90 The net private saving rate includes saving by households plus



saving by corporations in the form of retained earnings, but does not reflect
government “dissaving” through budget deficits. The incentive to save is
represented by the average real interest rate on Baa-rated corporate bonds,
plus a fixed equity risk premium, reduced by the average marginal income
tax rate on interest income. Note that this measure of the incentive to save
remains positive in recent years, despite the fact that interest rates on short-
term low-risk assets have fallen toward zero, because the rate of return
shown in the figure includes premiums for bearing risk and sacrificing
liquidity (by holding a longer-term asset).

If anything, figure 4.7 suggests a negative relationship between saving
and the incentive to save. Saving as a fraction of disposable income was
relatively high in the 1960s and 1970s, when the return to saving was
relatively low, and then declined dramatically after about 1980 at the same
time that the incentive to save went up significantly. Net private saving
rates continued to drop for a long time after that, reaching an historic low of
just 6.7 percent by 2007, despite long-term real after-tax interest rates that
were persistently high by historical standards. In the time since the 2008
financial crisis and Great Recession struck, private saving rates have
increased dramatically, at the same time that the incentive to save has fallen.

Of course, as we’ve now said several times, no simple graph can
decisively disprove or prove that saving is or is not responsive to incentives.
One obvious problem with interpreting figure 4.7 is that the causality runs
both ways. If people decide to reduce their saving for a reason unrelated to
interest rates, this will reduce the supply of saving and push up interest
rates, producing a negative correlation between saving and interest rates
unrelated to the effect of interest rates on saving. A second problem is that
the definition of saving used here does not include capital gains arising
from sources other than reinvestment of corporate profits (for example, it
excludes capital gains arising from changing optimism about future profits
or altered tolerance of risk).91 Therefore, this measure of saving does not
fully reflect the effects of a booming, or collapsing, stock market, nor does
it reflect the impact of the ups and downs of house prices on household
wealth. For the purposes of measuring the amount of resources that are
being set aside and made available for private investment, this is perfectly
appropriate. But factors such as the stock market boom of the 1990s and its
collapse and then recovery since 2008, and the boom in housing prices
during the early 2000s followed by a sharp decline beginning around 2006,



might help explain the three-decade decline in saving and its recent
turnaround, as increased wealth first led people to feel less need to save for
retirement, and collapsing wealth later convinced people that they needed to
save more. To be sure, many other factors have influenced aggregate saving
behavior over time—such as business cycles, demographic changes, or
changes in cultural attitudes—and these are hard to distinguish from the
effects of the after-tax return to saving. Some of these factors, though,
suggest that saving should have gone up since 1980. For instance, the 1990s
and early 2000s represent prime saving years for the large baby-boom
cohort.

Given the problems with inferring the causal effects of incentives on
saving behavior from aggregate time-series data, recent studies have instead
focused on other kinds of evidence These studies analyze micro data in
settings where tax policies and other retirement savings policies changed in
different ways over time for different people, for reasons that were
plausibly unrelated to changes in other factors that also influence saving
behavior. One such study by Raj Chetty and co-authors examines the effects
of retirement savings policies on saving in Denmark, a country that, unlike
the United States, has fairly comprehensive data on wealth linked to tax and
employment records for nearly the full population.92 The authors take
advantage of two kinds of quasi-experiments—one where the Danish rate of
tax subsidy for contributions to a retirement savings account was reduced
for upper-income people but left unchanged for others, and another where
the employer’s “default” contribution rate to retirement savings accounts
for a given worker changed because the worker moved from one firm to
another.

Evidence from the first quasi-experiment suggested that tax subsidies for
retirement accounts, which rely on individuals to take an action to raise
savings, had no effect on saving behavior at all for the vast majority of
people, because they responded passively and did not change their
contribution rates to the retirement savings accounts. Among the few who
did change their contribution rates in response to the reduction in the tax
subsidy, the main effect was to shift assets from the retirement account with
the reduced tax subsidy to other forms of retirement saving, with practically
no effect on overall net saving. The authors concluded that each additional
dollar of tax subsidies for retirement savings increased total private saving
by only 1 cent (which implies that if the dollar of tax subsidy is not offset



by an equal reduction in government spending, it actually reduces national
saving by 99 cents).

In contrast, evidence from the second quasi-experiment suggested that
policies that raise retirement contributions if individuals take no action—
such as automatic employer contributions to retirement accounts—do seem
to increase saving substantially. The vast majority of people who switched
from lower to higher employer contribution rates to their retirement savings
accounts because they switched jobs did not take actions in their personal
consumption or other accounts to undo the extra saving that resulted.

Alex Gelber of the University of California, Berkeley studied what
happens to the saving in 401(k) plans of individuals who become eligible
after working for one year, comparing the change in their saving from the
first year to the second year relative to the change in saving of a control
group whose 401(k) eligibility does not change over the same period of
time.93 He finds that the initiation of 401(k) eligibility raises saving in
401(k) accounts substantially. That could be a result of improved incentives
to save, or it could be due to other features of a 401(k) that encourage
saving, such as the fact that deducting a bit from your paycheck each week
and contributing it to a saving account acts as a kind of commitment device
that helps you resist the temptation to spend immediately. The study does
not find evidence that the value of other financial assets fell or that debt
rose to offset the increase in 401(k) saving. This would seem to suggest that
401(k) eligibility led to an increase in overall saving, but there’s enough
statistical noise that the author cannot rule out the possibility that people
might have offset the 401(k) contributions with reductions in other saving.

Other recent research also suggests that people make saving and
retirement decisions in a way that standard economic theory would not
predict: for example, they are influenced by default rules, being more likely
to join an employer pension plan if they must opt out rather than opt in. The
evidence from Denmark noted above is quite consistent with this notion.
This is an area where “behavioral economics,” which looks beyond
standard theory to confront the fact that many people systematically make
apparently irrational decisions, has provided a major contribution. We
return to this point and its implications for policy in chapter 6.

Taxes and Investment



As we have discussed, many aspects of the tax code might affect the
amount and nature of business investment: the business tax rate (corporate
or pass-through), the personal tax treatment of corporate business income
(the tax rate on dividends and capital gains), and the depreciation schedule.
With some assumptions, all these factors can be captured in one number,
called by economists the marginal effective tax rate on investment. This is
one factor that influences the user cost of capital, which summarizes the
cost (including taxes) of buying or renting capital. Other things equal, the
user cost of capital will be higher when the marginal effective tax rate on
investment is higher, and when real interest rates are higher. A higher user
cost of capital means a higher cost, and therefore a lower incentive, to
invest in physical capital.

The empirical literature provides suggestive evidence that business
investment does respond to the user cost of capital, but the evidence is also
imperfect and subject to multiple interpretations. A common strategy is to
take advantage of situations where a change in the corporate tax rate, or a
change in the schedule of allowable tax deductions for depreciation, caused
different changes in marginal effective tax rates on investment across firms
across time. For example, a tax reform might accelerate depreciation
deductions more for some types of investment than for others (e.g., shorter-
lived equipment such as computers versus longer-lived structures such as
buildings), and that will reduce marginal effective tax rates on investment
more in firms or industries that for technological reasons tend to use the
relatively favored type of capital more. One can then investigate whether
investment increased by more over time in the firms that had larger declines
in the user cost of capital, relative to firms for which the user cost of capital
did not change as much.

Most studies that attempt to identify a long-run response of investment to
incentives using strategies like those described above find that the effect of
a 10 percent increase in the user cost of capital is associated with
somewhere between a 2.5 percent and 10 percent increase in the amount of
investment that businesses undertake.94 With that said, this kind of research
involves many challenges that suggest it should be taken with a big grain of
salt. One problem is that in many studies of this nature part of the variation
in the user cost of capital that contributes to the estimates is driven by
economy-wide changes in interest rates, which once again raises a reverse-
causality problem. For example, if demand for investment is changing for



some reason unrelated to changes in the user cost of capital (e.g., business
cycle fluctuations), that will cause interest rates to change, and may also
cause politicians to enact changes in tax laws that affect incentives to
invest. Another issue is that it can be difficult to disentangle re-timing of
investment in response to temporary changes in the user cost of capital from
the response of long-run changes in investment to persistent changes in the
user cost of capital. The former is relevant to the question of whether
temporary tax incentives might help us get out of a recession more quickly,
but not so relevant to deciding what the long-run design of the tax system
should be, whereas the latter has the opposite characteristics. Some studies
do a better job of dealing with these challenges than others, but none
completely solves them, and just focusing on the best-done studies doesn’t
narrow the range of estimates much.

Economists have performed simulations to illustrate what the estimates at
each end of the range noted above would imply about what would happen
to investment in the United States if we were to replace our existing income
tax system circa the mid-1990s with a Hall-Rabushka flat tax, which (for
reasons we discuss in chapter 6) would eliminate the negative effect of the
tax system on the incentive to invest by allowing “expensing” (immediate
deduction) of the full cost of investment. The lower end of the range of
estimates implies that such a reform would boost the U.S. capital stock by
about 3.5 percent and GDP by about 1.1 percent in the long run, whereas
the upper end of that range implies that the reform would lead to a long-
term boost to GDP of about 8.4 percent.95 In the 2000s, depreciation
deductions in the United States were accelerated significantly for many
types of investment. These provisions were supposedly “temporary,” but
many ended up being extended repeatedly. A reform such as adopting a
Hall-Rabushka flat tax would have a smaller effect on investment than the
simulations described above imply, when compared to the U.S. tax system
that applied through most of the 2000s.

Two recent research studies, one by Chris House and Matthew Shapiro of
the University of Michigan and the other by Erick Zwick of the University
of Chicago and James Mahon of Harvard University, used especially
convincing research designs to study how temporary accelerated
depreciation provisions enacted in the United States in the early 2000s
affected investment.96 Their evidence suggests that these provisions
substantially increased investment in those assets to which they applied, and



implies responsiveness even greater than that implied in the studies
summarized earlier. Given the temporary nature of the incentives, though, it
seems especially likely that this response largely reflects retiming of
investment, as businesses moved forward some investment they would
otherwise have done later.97 This is exactly the result one would hope for
when such policies are enacted as a recession-fighting measure, but is not
very informative about the long-run costs and benefits of investment
incentives in the tax system.

While most of the research above emphasized the effects of corporate
income tax changes on investment, in principle personal taxation of capital
income ought to matter for investment decisions too. Danny Yagan of the
University of California, Berkeley has demonstrated that the 2003 reduction
in the personal income tax rates on dividends from as much as 35 percent to
a maximum of 15 percent—one of the largest changes ever to a U.S. capital
income tax rate—had no detectable near-term impact on investment.98 The
analysis compares the change in investment of C corporations affected by
the dividend cuts to S corporations that were not. Recall that S corporations
are pass-through entities. As such, they are not subject to corporation tax,
and their incomes are passed through directly to their owners and taxed at
ordinary personal income tax rates instead of the reduced dividend tax rates.
Before 2003, the C corporation and S corporation investment series trended
similarly. After the 2003 dividend tax cut improved investment incentives
for C corporations but not S corporations, there was no divergence in the
investment rates of C corporations relative to S corporations. That evidence
is inconsistent with the idea that the dividend cut stimulated corporate
investment. This null result could be consistent with a small or zero
responsiveness of investment to the cost of capital (as dividend tax cuts do
reduce that), but it could instead be consistent with a world in which
marginal investments are funded out of retained earnings and riskless debt
rather than out of newly issued equity or risky debt, in which case it would
not necessarily imply that corporate tax reforms would have no effect on
investment.

Yagan’s study does find that the dividend tax cut (and associated capital
gains tax cut) led C corporations to increase distributions to shareholders
through dividend payouts and share buy-backs. In principle, it is at least
possible that in the long run, increased distributions to shareholders would
eventually deplete corporations’ retained earnings enough so that the



dividend tax cut might start to induce increased investment, although even
then it might have no effect if the marginal source of funds is riskless debt.
In any event, this study does call into question the effectiveness of dividend
tax cuts if the goal is to increase business investment.

Another way that taxes can influence the quantity of business investment
in a country is by affecting the location of investment. For example, high
corporate tax rates in the United States might, in principle, cause domestic
saving to flow overseas in order to invest in more lightly taxed enterprises
there, and reduce inflows of saving to the United States to finance
investment here. A number of studies have found correlations across
countries between higher effective corporate income tax rates and lower
investment, but it is difficult to convincingly disentangle the effects of
corporate tax rates from the effects of other factors that differ across
countries and affect investment. For example, Simeon Djankov of the New
Economic School of Moscow and co-authors, including Andrei Shleifer of
Harvard University, construct comparable measures of marginal effective
tax rates on investment for a small firm in 85 countries, and investigate the
correlation between those tax rates and business investment as a share of
GDP. Such a correlation could in principle shed light on how taxes affect
both domestic and foreign decisions about investment into a particular
country. When they control for a few other factors that differ across
countries and that might be expected to affect investment, they find that a
10 percentage point increase in the effective tax rate is associated with a
decline in investment of about 2.5 percent of GDP. However, when they
control for enough other variables that differ across countries and that might
affect investment, the estimated effect on investment becomes smaller and
one can no longer conclude that it is different from zero with statistical
confidence.99

A number of other studies find evidence from cross-country comparisons
suggesting that flows of foreign direct investment are sensitive to effective
corporate tax rates. But many of these studies suggest that artificial shifting
of profits across countries to avoid taxes (for example by manipulating the
prices that different parts of the same firm located in different countries pay
to each other) is far more sensitive to tax rates than is the location of real
economic activity (a point we return to in chapter 5).100

Another strategy for estimating how corporate income taxes affect both
real economic activity and tax avoidance activity has been to use cross-



country data to estimate how changes in corporate tax rates affect corporate
tax revenue. In principle, as corporate tax rates get higher and higher,
eventually we’d reach a point where any further increases in the rate would
cause real corporate economic activity to decrease so much, or artificial
corporate tax avoidance efforts to increase so much, that corporate tax
revenues would actually go down. Research by Laura Kawano of the U.S.
Department of the Treasury and Joel Slemrod finds that once we adjust for
the fact that cuts in statutory corporate tax rates are often associated with
reforms that broaden the tax base, OECD countries that reduce their
statutory corporate tax rates by more over time do experience reductions in
corporate tax revenues over time. Their evidence suggests that the revenue-
maximizing statutory corporate tax rate is probably well above the
combined federal and state corporate rates applying currently in the United
States, which implies that cutting the statutory corporate tax rate, by itself,
would not be a free lunch—it would involve some cost in terms of
government revenue.101

A number of economic studies have also attempted to infer the economic
effects of distorting investment decisions through taxation by estimating
how relative changes in corporate tax rates across countries are associated
with relative changes in the level of real GDP per person. Some of these
studies have found evidence of a negative effect of higher corporate tax
rates on the level or growth rate of GDP per person, but there are big
questions about whether these studies are actually picking up a long-run
effect of the corporate tax on GDP, or just a co-movement of taxes and GDP
over the business cycle that does not necessarily tell us anything about the
causal effect of the tax on the long-run trend of GDP itself.102

Neutrality
A major goal of tax reform is to make our tax system more “neutral” so that
it minimally distorts economic choices. As mentioned earlier, it is almost
always beneficial when people and businesses make decisions based on the
underlying merits of the alternatives rather than on their tax consequences.
Minimizing the influence of taxes on the incentives to work, save, and
invest is an important example of this principle.

But there’s a problem with this objective. The only tax system that is
perfectly “neutral” is a lump-sum tax, because in this case no decision



anyone makes impacts their tax bill and therefore such a tax causes no
disincentive effects. The kind of neutrality that income tax reformers strive
for is less ambitious but still important—making sure that tax rates do not
differ arbitrarily across various types of consumption and investment. Note
that even if this kind of neutrality is achieved, distortion is still introduced
by the tax system because the return to working and to saving is reduced.
Avoiding arbitrary differences in tax rates across different types of
consumption and investment, however, helps to reduce wasteful distortions
of decisions about what to consume and how to produce it and thus makes
us better off.

Our current tax system is a far cry from this kind of neutrality. The many
deductions, special preferences, and compromises in the measurement of
capital income mean that different types of consumption and investment are
taxed at widely different rates. Cleaning up the tax base to eliminate such
distorting features is a major goal of most tax reform plans.

Before discussing how our tax system fails to achieve such neutrality, a
couple of qualifications are in order about its economic advantages. First of
all, uniform taxation of different kinds of consumption does not necessarily
minimize the economic cost of raising a given amount of revenue. Other
things being equal, it is desirable to tax more heavily those goods for which
demand (and supply) is relatively price-insensitive. Taxing these goods will
change behavior less for any given amount of revenue raised compared to
taxing price-sensitive goods: it effectively makes the tax system more like a
lump-sum tax. Moreover, singling out for taxation recreational goods such
as skis and amusement parks (goods that are complementary to leisure)
could offset to some extent the inevitable disincentive to labor that income
and consumption taxes create. Among economists the idea that certain
deviations from uniform taxation of consumption might actually reduce the
economic cost of raising revenue is known as the optimal commodity tax
principle.

Although it is impossible to identify when a particular country’s tax
policy was inspired by optimal tax reasoning, it has been argued that
Scandinavian countries are following the optimal commodity tax principle
by subsidizing complements to work such as child care, preschool, and paid
family leave, all policies that make it easier to stay attached to the labor
force and therefore reduce the distortion of too little labor supply.103



While there’s a reasonable economic case to be made for some
applications of the optimal commodity tax principle, such as the
Scandinavian approach to subsidizing services that are obviously
complementary to labor supply, when we go much beyond that, the
principle runs into practical problems that make it less useful as a guide to
policy. First, identifying which goods and services are more or less
responsive to taxation (or more or less complementary to leisure) is
difficult. Second, even if economists could measure such things accurately,
differentiating taxes according to this approach often conflicts with both
equity and simplicity. Whenever some goods are taxed at higher rates than
others, taxpayers whose tastes happen to favor those goods are penalized;
this is horizontally inequitable. Moreover, the price-insensitive goods taxed
most heavily under this principle would probably be necessities (for
example, the demand for food is relatively inelastic), placing a
disproportionate burden on the poor. It is also more costly to operate a tax
system that differentially treats goods because it requires setting and
monitoring which goods fall on which side of the tax-rate lines. Finally,
politicians are unlikely to distinguish among goods based solely on their
price sensitivity. Particularly in the face of uncertainty about which goods
have relatively price-elastic demand, the pleadings of special interests
would almost certainly carry the day. For all these reasons, uniform taxation
—either in the form of a broad-based income tax with limited deductions
for specific expenditures or a consumption tax with limited exemptions—is
still a very good rule of thumb. It is likely to cause much less economic
distortion (i.e., overconsumption of untaxed goods and services) than any
other feasible approach, and it allows lower rates of tax because of the
broader base it covers.

One more qualification deserves serious consideration. In some special
cases, the free market does not lead to efficient outcomes. The most
important case is when an activity has a direct impact on other people in a
way that is not reflected in the price paid or received for the activity.
Economists refer to this as an externality. A classic example of a negative
externality is pollution; businesses that pollute impose a cost on their
neighbors by reducing the quality of air they breathe or the water they
drink; more controversially, some kinds of pollution accelerate global
warming and potentially devastating climate change. If these costs are not
reflected in the prices faced by the owners of these businesses, too much



pollution will be generated. In such a case, taxes can be used to alter
incentives and therefore to mitigate the problem. Ideally, such a tax would
be set at a rate that equals the marginal social cost the taxed activity creates.
Then, when people and businesses make decisions, they are induced to take
into account the costs they impose on others. Supporters of higher gasoline
taxes, or taxes on all carbon-based fuels, rely on this rationale. A leading
alternative to such taxes, the cap-and-trade system, follows the same
principle. Once “permits” to pollute are traded on a market, regardless of
whether they were initially auctioned off or handed out, businesses have the
incentive to economize on their use by polluting less just as they would in
the presence of a tax.

The U.S. tax system more often nominally subsidizes activities rather
than penalizes them. By requiring higher tax rates, though, these subsidies
cause all other activities to be penalized. But such subsidies may be
justified if they encourage activities with positive externalities. A fairly
clear-cut example is research and development (R&D). Engaging in R&D is
costly, and when it leads to a good idea, the benefits almost never accrue
entirely to the researcher or to his or her employer, especially when it is
fundamental research. Although the patent system is designed to ensure that
inventors are amply rewarded for their ideas, people other than the inventor
inevitably will capitalize on and profit from the idea. This means that there
are some R&D projects that are not worth doing from a private individual’s,
or firm’s, perspective, but are worth doing from society’s point of view. In
an attempt to alleviate this problem, our income tax system grants
preferential tax treatment to R&D expenses.104 Unlike other types of long-
lived investment, these expenses can be deducted immediately and, in
addition, qualify for a 20 percent tax credit to the extent that they exceed a
base amount meant to approximate the “normal” level of expenditures for
that firm. It is hard to tell whether this is the appropriate level of subsidy (is
the marginal social external benefit 20 percent of the private cost?), but
most economists would agree that at least some subsidy is justified.

The externality argument should be a high hurdle for justifying
preferential treatment of particular goods or activities. For example, the
vague but ubiquitous argument that an activity is “good for the economy” is
certainly inadequate. Yet our tax system violates the principle of neutrality,
usually due to subsidizing rather than penalizing, over and over again, often
for no good economic reason. The Treasury Department recently identified



over 100 specific deviations from a uniform, comprehensive income tax
base, which in the aggregate cost hundreds of billions of dollars in
revenue.105 Next, we introduce some of the most important examples of
non-neutrality and discuss some of the consequences.

Let’s look first at the taxation of capital income and the returns to
investment. Different types of investments face vastly different tax
treatment under our current system. Because of double taxation at the
corporate and personal levels, investments in a corporation are often taxed
more heavily than noncorporate business investments; this has been less
pronounced since the maximum personal tax rate on dividends was reduced
to 15 percent starting in 2003 (it was subsequently increased to 20 percent
starting in 2013). Both forms of business income are taxed more heavily
than investments in owner-occupied houses, whose owners can claim a
mortgage interest deduction but need not report as taxable income the value
of the services the houses provide.

The Congressional Budget Office estimates that under fully phased-in
2014 law (assuming that all provisions that were then scheduled to expire,
such as bonus depreciation and the research and experimentation credit, had
expired), the effective marginal tax rate on investment, including the effects
of both personal and corporate income taxation, would average 31 percent
for C corporations, 27 percent for pass-through entities, and −2 percent for
owner-occupied housing.106 The result of such disparities is that much more
money has flowed into housing and pass-through entity investments—and
less to C corporation investment—than would have occurred otherwise,
leading to a less productive economy.107

Among C corporation investments, those that are financed by debt are
taxed less heavily than those that are financed by equity (selling shares of
stock), which has no good economic rationale. Depreciation schedules are
only rough approximations of true economic depreciation, so the effective
tax rate on new investments varies capriciously across types of capital
assets, causing certain types of equipment or structures to be favored over
others and causing certain industries to receive more generous treatment
while others are penalized.108

Many features of our tax code provide special preferences for particular
types of consumption spending; most of these arise from deductions,
exclusions, and credits in the personal income tax. Some of the most
important preferences are for housing and health care. A few of these



exceptions may be justified, but there is broad agreement among
economists that eliminating many of these features would provide
significant benefits by rationalizing the allocation of resources. The
potential economic gains from making the tax system more neutral are hard
to quantify precisely, but they may well be as important as the benefits that
could be derived from reducing the tax-induced disincentive to work and
save.

Risk-Taking and Entrepreneurship
Some people argue that the tax system is particularly punitive for small,
risky start-up firms that embody the ideas and energies of those
entrepreneurs who are an important engine of growth for the U.S. economy.
Another common complaint is that our tax system is biased against risky
investments in general.

What truth is there to these criticisms? First of all, treating entrepreneurial
or risky activities more favorably than other kinds of activities, except to
the extent that they embody R&D or innovation that spills over to benefit
others who do not pay for it, has little economic rationale. Nor would
precisely singling out “entrepreneurial” income for favorable tax treatment
be feasible, as we have no meaningful way to define it precisely. On the
other hand, penalizing such activities relative to others has no good
economic rationale, either, and some argue that the current tax code does in
fact penalize such activities in a number of ways.

The most frequent complaint concerns capital gains taxes. The owners of
risky ventures often receive their return in the form of large capital gains
when they sell all or part of the company; however, they also risk the
possibility of a capital loss. The U.S. tax code imposes a (preferential) tax
on the gains but allows only a small amount of net capital loss to be
deducted against other income in a given year (although the losses can be
carried forward to be deducted from taxable income in future years). This
tax treatment has a practical rationale because unlimited deductibility of
losses would open up opportunities for some sophisticated and troublesome
tax avoidance schemes; people could “cherry-pick” and sell only assets
with losses, continually generating losses for tax purposes, and letting the
appreciating assets ride. However, the loss limitation discourages risk-
taking because the system taxes away some of the rewards if the venture is
successful but doesn’t provide symmetrical insurance against a loss.



Taxation of capital gains is also blamed for a lock-in effect in which
individuals are deterred from selling stocks because they pay tax only at the
time of sale. The fact that capital gains are taxed only when the appreciated
asset is sold—and are not taxed at all if held until death—creates such an
incentive. Critics contend that investment funds are kept locked up in the
stocks of older, established firms at the expense of newer entrepreneurial
ventures that might offer a higher return. Any lock-in effect probably
affects mainly who owns particular stocks rather than which companies
receive investment funds.

Although these arguments may have some merit, one popular solution, a
further cut in capital gains tax rates, has many problems of its own. For one
thing, it is a very blunt instrument for addressing this set of issues because
innovative entrepreneurial ventures are the source of only a tiny fraction of
the total value of capital gains.109 Thus, only a small fraction of the
revenues lost from preferential taxes on capital gains is going toward
improved incentives for entrepreneurship.

Some people point to the graduated nature of income tax rates as
discouraging entrepreneurship and risk-taking. In many cases, the incentive
to engage in such activities depends on a small possibility of a very large
return, and progressive tax rates take their largest hit from just such returns.
In addition, the returns to entrepreneurship represent largely the product of
hard work, so this is to some extent an argument about how marginal tax
rates affect labor supply.

Another argument points out that, because of imperfections in capital
markets and lack of collateral, small start-up firms often have trouble
obtaining loans and have to rely heavily on equity financing provided
directly by the entrepreneur and his or her family.110 This suggests that,
even in the absence of taxes, a less than efficient amount of entrepreneurial
activity might occur. Highly progressive income taxes and heavy taxes on
capital gains might then make the problem worse. Moreover, to the extent
that these firms become C corporations, the double taxation of corporate
equity would be particularly harmful to entrepreneurs, and corporate
entrepreneurial ventures are penalized relative to other investments that
have access to more tax-favored debt.

Entrepreneurship is hard to define and measure, and partly for that reason,
little evidence can be found to contradict the claims that are made about the
deleterious effects of the tax system in this area. Such claims should not



necessarily be discounted, and the fact that tax reform might help improve
incentives in this area (for example, by eliminating double taxation) should
be viewed as a plus. Yet there is also no hard evidence demonstrating that
the potential economic benefits in this area are large. Some have suggested
that a burgeoning of entrepreneurial efforts, in response to lower marginal
tax rates, was partly responsible for the surge in the incomes of the affluent
since the 1980s. This question is addressed in more detail at the end of this
chapter.

International Competitiveness and International Aspects of
Taxation
Another claim sometimes made about tax reform is that it would somehow
improve America’s “international competitiveness.” We put quotation
marks around that term because what it really means is unclear. Are there
circumstances under which we should forego policies that would increase
national income—i.e., people’s well-being—to increase something called
international competitiveness? We and nearly all other economists think
not.

The United States is not in competition with other countries in the same
sense that the Chicago Bulls are in competition with the Golden State
Warriors, in which one side wins and the other side loses each game
between them. IBM rightly views Toshiba as a competitor in this sense, but
the United States should not view China, Japan, or Germany in this way.
For at least two centuries, a broad consensus among economists has held
that the opposite is true—that unfettered commercial relationships benefit
all participating countries (although not necessarily all people in all
countries) because they allow nations to concentrate their resources on what
they do best.111 This is the venerable theory of comparative advantage. In
general, looking for ways to boost our standard of living at the expense of
other countries is not a useful pursuit. Our standard of living ultimately
depends on our own productivity, resources, and efficiency in using these
resources. This is where we should focus our efforts.

With that said, a number of interesting and controversial issues do arise in
connection with taxation in a global economy. For instance, how should we
tax foreign investment done by U.S. companies and U.S. investment done
by foreign companies? Should the tax system actively discourage U.S.



companies from moving operations abroad, or should it strive to be neutral
toward such locational choices?

In most situations, a good rule of thumb is that the tax system should be
neutral with respect to the location of investment. Applying that rule to
foreign investment implies that the tax system certainly shouldn’t
encourage U.S.-based multinational corporations to invest offshore when
they otherwise wouldn’t, but neither should it offer tax breaks to these
companies to induce them to invest in the United States when investments
abroad would be more profitable. From a global point of view, if all
countries follow this practice, firms are induced to make investment
decisions undistorted by differences in countries’ tax systems, which leads
to an efficient allocation of investment. This approach tends to maximize
worldwide income.

Each individual nation, however, may be able to gain at the expense of
others by lowering its tax rate to attract some extra investment away from
other countries. To the extent that investment moves to particular locations
for favorable tax treatment rather than in pursuit of productive investment
opportunities, it is inefficient and worldwide income is reduced. But the
income of the country that attracts the extra investment may increase. If all
countries try to lower tax rates to attract investment from each other, they
may end up worse off than if they had agreed to refrain from competing in
this manner. Investment ultimately goes where it would have gone anyway,
but each country ends up with lower tax revenues and therefore less ability
to provide programs that their residents value.

Some economists are concerned that as capital becomes increasingly
mobile across countries, a “race to the bottom” in taxation of capital income
might be triggered as countries compete to reduce their tax rates to attract
more foreign investment. This sometimes leads to proposals for
harmonization of tax rates across countries—a mutual agreement to
conform to a single tax rate or within a band of tax rates, which would
eliminate much of the incentive that firms now have to reduce their taxes by
relocating, at least among the countries that are party to the agreement.112

Opinions on whether tax competition is really a problem and whether
harmonization would be a good idea vary greatly. Dani Rodrik of Harvard
University contends that “it is generally accepted that integration into the
world economy reduces the ability of governments to undertake
redistributive taxation or implement generous social programs” because



countries that attempt to do this will end up driving capital abroad.113

Others argue that tax competition is actually beneficial—for instance,
because they believe that any taxation of capital income is inefficient (and
so any downward pressure is welcome) or because such competition might
induce governments to provide services more efficiently to attract more
capital.

While there is no doubt that in setting their tax policy countries need to be
aware of what other countries’ tax policies are, some people see
opportunities to use the tax code to benefit their own country at the expense
of other nations where no such opportunity actually exists. The most
obvious example is a tariff (a tax on imports). This is a particularly
inefficient tax from the perspective of the country that imposes it because it
induces its residents to buy domestically produced goods that could be
obtained more cheaply by importing. At first blush, it may look like a tariff
protects domestic jobs, but in the long run it just ends up affecting the kinds
of jobs, diverting domestic resources away from their relatively most
productive uses.

Misunderstanding about taxes and international competitiveness also
confuses the debate over whether the United States should adopt the type of
consumption tax called a value-added tax (VAT). Some American business
people and politicians look with envy at a particular feature of European
VATs: the tax is levied on imports, while all tax that had been collected on
goods for export is rebated to the exporters, making exports effectively tax
free. Although at first glance this might seem like an ingenious export
promotion scheme, it is nothing of the sort.114 In fact, all it does is
reproduce how a retail sales tax works. After all, states that have sales taxes
levy them on goods sold to their residents, regardless of where they were
produced, and don’t charge sales taxes on goods produced at home but
consumed out-of-state. This treatment doesn’t give domestically produced
goods any special edge. Suppose the United States were to implement a 20
percent VAT that increased the price of everything we buy. Charging a 20
percent VAT on imported goods purchased here would simply mean they
are treated equally to domestically produced goods, just as they are now.
The same story holds true for our exports: we wouldn’t charge foreigners
any VAT on the goods they imported from us, but their home countries
would, just as they do for any other goods sold to their residents.



More fundamentally, even if we could figure out some way to give a
temporary edge to our domestically produced goods through the tax system,
it would soon be dissipated by adjustments in exchange rates. Any apparent
advantage to exports would be offset by a combination of a strengthening of
the U.S. dollar, which makes dollar-priced exports less attractive to
foreigners, and domestic price level increases, which make U.S. markets
more attractive to both foreign exporters and U.S. manufacturers. If the
exchange rate strengthening and domestic price increases did not occur, the
trade surplus stimulated by the demand for U.S.-produced goods would
drive up the value of the dollar, dissipating the temporary advantage
obtained.

Jobs, Jobs, Jobs
Politicians love to promise more and better jobs for voters, and so do
advocates of tax reform. Moreover, whenever any kind of tax increase or
elimination of tax preference is threatened, those who perceive they would
be made worse off immediately generate and publicize a study purporting to
show how many jobs it will cost. And vice versa. For example, during the
debate over the Tax Reform Act of 1986, when eliminating the deductibility
of business lunches was being considered, the restaurant industry
association warned that thousands of jobs would be lost in the restaurant
business. In support of the Bush administration’s 2003 tax cut proposal, his
economic advisers claimed it would create 2.1 million jobs over the
following three years.115 In 2015, the Tax Foundation estimated that Jeb
Bush’s tax plan would “create” 2.7 million new jobs.116

Aside from the natural and understandable tendency of interested parties
to exaggerate, do such claims about jobs have any economic content? In a
word (okay, two words), not much. Standard economic reasoning suggests
that if the economy is functioning normally, there is nothing about taxes
that would cause people who are willing to work at the going wage rate to
be unable to find jobs.117 To be sure, jobs in tax-favored sectors may be lost
as a result of eliminating preferences, but that doesn’t mean that the total
quantity of jobs in the economy is reduced. Rather, demand shifts away
from the formerly tax-preferred sectors toward the production of other
goods and services in the economy, and as a result new jobs will be created
in these sectors. Shifting jobs from one sector to another can be a jarring,



painful process, but it happens all the time for reasons unrelated to taxes
and is a key to keeping the economy running efficiently. The transitional
costs should not be dismissed, but they are likely to be outweighed by the
economic benefits that arise if eliminating an unwarranted preference shifts
resources into a more productive area; the latter gain persists long after the
transitional disruption is past.

As we discussed earlier in this chapter, tax policy can certainly help the
economy and generate more employment in the short term if it increases
demand and if the economy is operating below capacity because of a
recession. Even in this case, though, the effect is only to restore the number
of jobs to their normal level more quickly, not to increase the number of
jobs in the long run. Not coincidentally, liberal economists tend to think that
the best countercyclical policy is either tax cuts for low-income households
or social spending directed to the same folks. And conservative economists
generally think that the best stimulus is a tax cut designed to generate more
business investment. It is a troubling fact for the aspiration of economics to
be a hard science that economists’ values about equity end up being so
correlated with their beliefs about what kind of fiscal, or tax, policy works
best for the economy. The underlying and generally unspoken concern is
that these alternative stimulus plans benefit different people and have
different implications for the long-term level and nature of government
involvement in the economy. These things matter, to be sure, but they have
nothing to do with which policy is the most effective short-term economic
stimulus.

The truth is that, for reasons discussed earlier, many economists of widely
varying political inclinations are not very enamored of any kind of short-
term fiscal policy—whether tax credits targeted to the poor, tax cuts aimed
at the affluent, or expenditure increases, except in the unusual case where
the economy is up against the zero lower bound on interest rates. In spite of
this, the ubiquity of such policies continues. We suspect that there are at
least two reasons for this. First, when the economy is going well,
governments are quick to claim credit, whether or not their policies had
anything to do with the good times. Then, when bad times roll around,
voters naturally look to government for another dose of the apparently
effective fiscal medicine, and no administration wants to be seen as
uninterested in the economy. The doctor may or may not have effective
medicine, but something must be prescribed. Second, a recession provides a



convenient marketing opportunity for politicians who support tax cuts to
achieve other objectives, such as shrinking the size of government or
improving incentives.

Another important point is that the number of jobs or the amount of
employment should not be relied on as the sole indicator of economic
health. To see why, consider the following sure-fire way to generate
millions of new jobs: pass and enforce a law requiring that every able-
bodied adult work at least sixty hours per week. This law would “create”
millions of new jobs and cause GDP to soar. But it would not make us
better off because we value our leisure time and have for the most part
chosen how we will allocate our time between working for pay and using
our time in other ways we value.

Although claims about the effects of tax cuts on the number of jobs are
suspect, at least when the economy is operating normally, the idea that tax
reform could lead to better jobs makes more sense. This could happen if tax
reform caused a more efficient allocation of resources by shifting them
from less productive but tax-preferred sectors to more inherently productive
uses. But for the most part, this claim depends on the idea that reduced tax
rates on high-income people, combined with greater incentives for saving
and investment, will lead to a larger and higher-quality capital stock. In
turn, workers would have more capital—better “tools”—to work with,
increasing their productivity and raising their wages. This is the essence of
how tax changes that are targeted mainly at high-income people are
supposed to help the rest of the population. This is essentially the same
thing as saying that part of the burden of taxes on capital income is
currently falling on workers. Democrats have often derided this thinking as
“trickle-down economics,” while Republicans have made it one of their
central themes. Although the logic of the argument is sound, the crucial
question is the magnitude of the effect; as discussed above, the evidence is
highly uncertain.

Human Capital: Education and Training
A more direct way to increase worker productivity and generate better, if
not more, jobs is to encourage people to acquire more education and skills.
Economists refer to the stock of productive skills that people possess as
human capital. Just as investing in better physical plant and equipment adds
to labor productivity, so does investing in skills. Many economists contend



that human capital and research and development are the most important
elements of long-run economic growth. Although putting a dollar value on
such things is difficult, the aggregate value of human capital is probably at
least as large as that of physical capital in our country.118 Tax policy is not a
central part of education policy, but at a minimum the two should not work
at loggerheads.

Acquiring human capital requires an investment. Some of this investment
takes the form of tuition and other direct outlays, which can be substantial.
The other important cost, to the student and to society, is whatever the
student could have earned but passed up to acquire the skills—their
“forgone” earnings. For some college students, forgone earnings are
undoubtedly lower than the cost of tuition, although they are many times
higher than tuition for some MBA and law students who leave lucrative
jobs to obtain professional degrees.

How our tax system treats investments in human capital depends on the
nature of the investment. The investment of time spent at school rather than
at work is treated more generously than most investments in physical
capital. Although you pay tax on the return to your investment in skills
(higher wages), you save any taxes you would have paid on the earnings
you pass up while at school. In essence, you get an immediate write-off for
your lost wages. In contrast, the cost of an investment in long-lived physical
capital would typically be depreciated over many years rather than
immediately deducted.

Until recently, human capital investment in the form of direct costs such
as tuition was treated less generously by the tax system than physical
capital because it generated no tax deductions whatsoever, yet the return to
the investment (in the form of higher earnings) was fully taxed. The
Taxpayer Relief Act of 1997 altered this comparison by introducing the
Hope Scholarship Credit and Lifetime Learning Credit (which allow
nonrefundable credits for qualified tuition and related expenses) and a new
limited deduction for interest on qualified education loans. Furthermore,
you can deduct interest on a home equity loan used for education, the
government pays the interest on some student loans while the student is in
school, and scholarships used for tuition are tax-free. The 2001 tax cut
introduced a limited deduction for higher-education expenses, expanded the
deductibility of student loan interest, and expanded opportunities to save for
education in tax-preferred accounts. The American Opportunity Tax Credit,



which was enacted temporarily in 2009 and then made permanent in 2015,
expanded the Hope Scholarship Credit to cover four years of higher
education. It is not clear whether the tax system now favors human or
physical capital investment more, but the balance seems to be tilting toward
the former.

An argument can be made that the tax code ought to treat human capital
more generously than physical capital. Because people can’t pledge their
future labor earnings as collateral for a loan, private capital markets on their
own often fail to offer loans even to students who are “good investments.”
However, government-guaranteed loan programs already exist to address
this problem. In addition, some external benefits produced by education
(such as creating better citizenship and passing on knowledge) might spill
over to others, which would suggest that some degree of subsidy would be
justified on externality grounds. While a case can be made for providing tax
incentives for education, the hodgepodge of current provisions is unlikely to
be the most efficient approach. First, the code’s considerable duplication
and complexity seem to suggest that some consolidation and simplification
are in order. Second, low-income people, whose decisions about pursuing
higher education are most likely to be influenced by financial
considerations, often receive little or no benefit from these provisions
because they have no tax liability (the American Opportunity Tax Credit
addresses this to some extent because it is partly refundable). Third, many
of the benefits of the tax provisions serve simply as windfalls to students
who decide how much education to pursue regardless of tax considerations.

Recently, many economists have taken seriously policies such as income-
contingent student loans, where the repayment depends (positively) on
one’s post-schooling income. This type of plan has the advantage of
providing insurance against uncertain future incomes. Australia and New
Zealand have the most extensive programs of this kind.119

Avoidance and Evasion
Our current tax code provides many opportunities for individuals and firms
to reduce their taxes without making any significant changes in how much
they work, save, or invest. For example, workers may choose to receive
much of their compensation in the form of tax-exempt fringe benefits.
Many self-employed people underreport—or do not report at all—their net
income.



These types of responses—called tax avoidance when the methods are
legal and tax evasion when they’re not—are key to understanding how
taxes affect the economy. First of all, they are symptoms of the economic
cost of taxation in the same way that tax-induced alterations in “real”
behavior (such as labor supply or investment) are.120 Although real
behavioral responses to taxation might appear to be more important than the
others, this reasoning is faulty. On all the margins of choice, taxpayers will
undertake behavior that reduces tax liability up to the point that the
marginal cost equals the marginal tax saving. In the real-behavior case, the
cost is that people’s consumption patterns or business investment plans are
not what they would, absent taxes, prefer. With avoidance, the cost may be
expenditures on professional assistance. With evasion, the cost may be
exposure to the uncertainty of an audit and any attendant penalties for
detected evasion, or banking in the Cayman Islands rather than on Main
Street. Most of these costs represent a deadweight loss to the economy.

The relationship among avoidance, evasion, and decisions such as labor
supply is particularly subtle. The avoidance responses may mitigate the
extent to which real economic decisions are affected by taxation. In
response to taxes, you’d almost always prefer to relabel your compensation
as an untaxed fringe benefit than to cut back on your hours worked. In
addition, avoidance responses can cloud the evidence about how taxes are
affecting real economic decisions. For example, if the taxable incomes of
the rich go down significantly when their tax rates go up, they might have
cut back on their labor supply, or they might be reporting less of their
income and taking greater advantage of avoidance opportunities.
Distinguishing among these kinds of responses may be important because
they can have very different policy implications. In the example just
mentioned, if we care about progressivity, then the appropriate policy
response might be to limit opportunities for avoidance and evasion rather
than to abandon a progressive tax structure because of the apparently large
disincentive effects it causes.

Past experience has shown that individuals and firms are very willing to
take advantage of opportunities for tax avoidance when they present
themselves. One notable example of such a response occurred when the
1986 tax act reduced the top marginal tax rate in the personal income tax
below that of the corporate income tax for the first time in decades. This,
combined with the promise of avoiding double taxation of business income,



made it much more attractive to organize a business as an S corporation or a
partnership, which are taxed solely under the personal code, instead of as a
traditional C corporation, which is taxed under the corporate code. The
response was swift and dramatic. The number of S corporations, which had
been rising at a 7.7 percent annual pace from 1965 to 1986, jumped by 17.5
percent a year from 1986 to 1990. The number of C corporations, which
had been growing by an average of 3.5 percent per year from 1965 to 1986,
dropped by 4.8 percent per year between 1986 and 1990; the biggest decline
was among small C corporations, the ones that can more easily switch to S
status.121

The vast amount of evidence produced by past tax changes suggests a
hierarchy of behavioral responses to taxation. At the top of the hierarchy—
the most clearly responsive to tax incentives—is the timing of certain
economic transactions, of which the pattern of capital gains realizations
before and after the 1986 tax reform is the best example. In the second tier
of the hierarchy are financial and accounting responses, best exemplified by
the shift from C to S corporations after 1986 and by the large post-1986
shift away from newly nondeductible personal loans into still-deductible
mortgage debt. On the bottom of the hierarchy, where the least response is
evident, are the real economic decisions of individuals and firms concerning
labor supply, savings, and investment. The consensus among economists is
that the evidence shows that aggregate labor supply responds little to its
after-tax return, that the evidence is not clear on whether saving responds to
its after-tax return, and that the evidence regarding investment is somewhat
mixed.

How Do Very High-Income People Respond to Tax Cuts?
The hierarchy of behavioral responses provides a useful perspective for
evaluating one of the most dramatic impacts of a tax change in history.
Right after the Tax Reform Act of 1986, which reduced the top marginal tax
rate from 50 percent to 28 percent, the reported taxable income of affluent
Americans increased strikingly. Between 1984 and 1990, the total inflation-
adjusted gross income of the most affluent 1 percent of taxpayers rose by 68
percent, and their share of total AGI increased by more than a third, from
9.9 percent to 13.4 percent.122 Data that follow the same taxpayers over
time reveals the same pattern: those high-income households for which the



1986 tax reform provided the biggest reductions in marginal tax rates
experienced the biggest increases in reported income.123

But did the reduced marginal tax rates of the 1980s cause the large
increase in reported incomes of the affluent? Or was the timing of the high-
income surge just a coincidence? After all, income inequality, led by an
explosion in the incomes at the top of the income distribution, had been
steadily increasing since about 1970, and many explanations for this trend
have nothing to do with tax changes. For example, the demand for the
services of a select few highly skilled “superstars” in various fields appears
to have been increasing over time, and the ability to deliver their services to
a worldwide audience has increased with technological advances in
telecommunications.124 The share of income received by the highest earners
undoubtedly would have increased during this period even without any tax
changes. But the sharpness of the increase right around 1986 suggests that
the tax cut was a major factor in the increase.

A closer look at the anatomy of the high-income behavioral response
suggests that it had little if anything to do with increased hours worked.125

Some of the increased income was accounted for by the shift in the legal
organization of small- and medium-sized businesses from being C
corporations, whose income shows up on corporation tax returns, to S
corporations, whose income shows up on individual tax returns. Such a shift
does not reflect the creation of new income or an increase in total tax
revenues: although income reported by individuals went up, the taxable
income of C corporations showed a mirror-image decline. Another part of
the explanation is that the 1986 tax reform sharply reduced the advantages
of using partnerships as tax shelters. To the extent that these tax losses
stopped showing up after 1987 on the tax returns of high-income taxpayers,
their incomes appear to have risen, but any such increase reflects only the
tightening up of the rules governing tax shelters. In sum, not all of the post-
1986 increase in reported income of the affluent reflected improved
incentives to earn income due to the cut in tax rates.

This issue became critical in the debate over the impact of the increases in
the top marginal rate enacted in 1990 and especially in 1993. Bill Clinton
was elected in 1992 on a platform that included tax increases on the
affluent, and he delivered on that promise starting in tax year 1993, when
the top federal tax rate increased from 31 percent to 39.6 percent.
Proponents of this policy argued that it was appropriate that high-income



taxpayers pay their “fair share” of the necessary increase in tax burden.
Opponents cautioned that the revenue projections were overstated because
they ignored the inevitable behavioral response of high-income taxpayers.

Once the initial evidence on tax year 1993 was compiled, Daniel
Feenberg and Martin Feldstein of Harvard University examined tabulations
of tax return data for 1992 and 1993. They concluded that compared to
previous trend growth and the income growth of other taxpayers, the
reported taxable incomes of very high-income families fell by 7.8 percent in
1993, the year of the tax increase. If correct, then the Treasury collected
only half of the revenue that it had claimed it would collect from the rate
increase.126 Feenberg and Feldstein argued that this large behavioral
response indicated that the ratio of the efficiency cost due to distorted
behavior to the revenue raised was high—much higher than for alternative
ways to raise revenue. The policy implication: high taxes on the rich are a
bad idea.127

There’s more to this story, though. Bill Clinton was elected in early
November 1992, leaving plenty of time for many high-income taxpayers to
shift taxable income that would otherwise have been received in 1993 and
afterward into 1992, when it would be taxed at a rate no higher than 31
percent. In December, the financial press was full of stories advising readers
to do just that and full of stories about prominent citizens who already had.
Walt Disney executives Michael Eisner and Frank Wells cashed in stock
options worth $257 million. The New York State Bureau of the Budget’s
annual survey of the year-end bonuses paid to Wall Street high flyers
revealed that about two-thirds were paid in December of 1992 and one-third
in January of 1993, compared to the usual breakdown of one-third in
December and two-thirds in January.128

For all these reasons, the fact that the 1993 incomes of the highest-income
group were lower than their 1992 incomes could reflect nothing more than
the fact that taxable income was shifted backward from 1993 to 1992 to
escape the expected higher taxes. In fact, compared to data from 1991,
which would not be contaminated by the shifting, the 1993 incomes of
affluent taxpayers do not look particularly low.129 The evidence from years
surrounding announced or anticipated tax changes clearly reveals a mixture
of timing responses and the more permanent responses to tax changes, and
it is difficult to sort out one from the other. All in all, although affluent
taxpayers surely take note of and respond to the tax system, no clear



evidence shows that they altered their behavior enough to undermine the tax
increases of 1990 and 1993.

Figure 4.8 puts this debate into a longer-term historical perspective, based
on a study of tax-return data by Thomas Piketty and Emmanuel Saez.130 It
shows, for the years 1913 through 2015, before-tax income (excluding
capital gains) reported by people in the top 1 percent of the income
distribution as a share of the total of such income in the United States and
the marginal tax rate in the top bracket of the personal income tax.

Figure 4.8 Share of total U.S. pre-tax market income, excluding capital
gains, going to top 1 percent of income distribution, versus marginal
personal income tax rate in top bracket, 1913–2015.

Sources: Piketty and Saez (2003, updated 2016), and Internal Revenue Service (2016a).



The short-run relationship between marginal rates and the share of
income earned by the top 1 percent of earners suggests that a number of
features are not particularly consistent with the notion that a behavioral
response to tax rates is the main factor driving the recent surge of incomes
at the top of the distribution. While the very large surge in income
following the Tax Reform Act of 1986 is readily apparent, the incomes of
the top 1 percent increased nearly as fast during the 1990s as during the
1980s. Between 1990 and 2000, the share of income (excluding capital
gains) reported by the top 1 percent surged from 13.0 percent to 16.5
percent. Capital gains also increased dramatically for this group during the
1990s, but because these gains mainly reflect the stock market boom, we
exclude them from the analysis. The sharp rise in incomes at the top of the
distribution occurred despite increases in the top marginal tax rate in 1990
and 1993. Thus, the soaring reported incomes of the affluent continued until
2000, nearly a decade and a half after the last tax cut and a few years after
two tax increases, which casts some doubt on the hypothesis that
movements in the top tax rate were the principal cause of the striking
changes in the reported income of high-income households since 1980. Top
marginal tax rates were cut in 2001 and 2003, and then increased again in
2013. Since 2000, the share of income going to the top 1 percent has
bounced around a bit, but overall seemed to continue its upward trajectory,
reaching 18.4 percent by 2015.

Other instances of patterns that do not suggest a strong response to
incentives include the Kennedy-Johnson tax cut, which cut the top rate from
91 percent to 70 percent between 1963 and 1965 and was not accompanied
by a surge in top reported incomes anything like what happened in the
1980s. Nor is there any discernible sign of a response in figure 4.8 of the
1971 cut in the maximum tax rate on labor income from 70 percent to just
over 50 percent.131

Over the longer run, however, a clear negative relationship does appear
between the top marginal income tax rate and the reported incomes of the
top 1 percent. At the beginning and end of the time period shown in figure
4.8, marginal tax rates were relatively low, and incomes of the rich were
very high. In the middle of the twentieth century, by contrast, marginal tax
rates were high and incomes were low. Thus, there is some broad support
for responsiveness to incentives here. One reasonable interpretation of the
data would be that very high marginal rates like those imposed in the



middle of the century have a negative impact on reported income of the rich
but that modest changes around the levels of the marginal rates we have
today do not necessarily have a significant effect (as evidenced by the
experience of the 1990s). Some of the response to changes in incentives
might also take time to materialize.

International evidence also lends some support to the notion that the surge
in incomes among the rich in the United States over the past few decades
had something to do with taxes. For instance, research by Saez, Piketty, and
others has found that while the share of income going to the top 1 percent
has risen dramatically since 1970 in English-speaking countries such as the
United States, Canada, and the United Kingdom, it has remained fairly flat
in continental European countries such as France, the Netherlands, and
Switzerland. If rising incomes for highly skilled individuals had been driven
primarily by globalization or technical change, we might have expected the
patterns to look more similar across these countries. There is some
correlation between which countries had the largest tax cuts on high-income
people and which ones had the largest surges in shares of before-tax income
reported by the top 1 percent, although this correlation is far from perfect.
On the one hand, France and the Netherlands had no significant cuts in top
tax rates and no increases in top income shares, while the United States and
United Kingdom both had large cuts in marginal tax rates and large income
surges at the top. On the other hand, the rising share of income going to the
top 1 percent in Canada has been only slightly less pronounced than that in
the United States, despite much smaller tax cuts there. The rise in incomes
in Canada—which has been concentrated in English-speaking regions—
may reflect either the influence of some non-tax factor unique to English-
speaking cultures or perhaps competitive pressures on the wages of highly
skilled (and potentially internationally mobile) English-speaking Canadians
arising from the rapidly increasing after-tax wages for highly skilled U.S.
workers across the border.132

Finally, the data in figure 4.8 and in the international comparisons noted
above are based on income reported to the tax authorities. Thus, to the
extent that the share of income reported by the top 1 percent responded to
tax rates, the data reflect a combination of “real” behavioral responses (like
altered labor supply) and other responses (such as avoidance and evasion).
Figure 4.8 and the international evidence strongly suggest that in times
when statutory tax rates are as high as 70 to 90 percent, affluent taxpayers



report, and perhaps also earn, relatively less income. That evidence does not
tell us, however, to what extent the reduced reported earnings are due to less
real productive economic activity, more avoidance and evasion, or
something else (e.g., corporate executives bargaining harder with the board
of directors for higher pay). Research by Piketty, Saez, and Stantcheva
(2014) finds that there was no correlation between which countries had the
largest cuts in top marginal income tax rates between the 1960s and the
early 2000s, and which countries had the fastest growth in real GDP per
person over that same time period. That raises doubts about the extent to
which the faster rise in top incomes in the countries that had the big tax cuts
on top earners actually reflected increases in real productive economic
activity.

How Do Tax Cuts Affect Revenues?
The proposition that across-the-board tax cuts would cost the government
no tax revenue is associated with the economist Arthur Laffer, who claimed
in the 1970s that high tax rates might be harming the economy so much that
tax cuts would provide more, rather than less, revenue. The free lunch
promised by Laffer proved irresistible to politicians and was one of the
ideological underpinnings of the tax cuts pushed by President Reagan in
1981. The massive increase in the budget deficit following that tax cut
weakened support for such views, but some such support still persists today.
For example, on the presidential campaign trail in 1996 and 2000, one of
Steve Forbes’s mantras was that tax cuts in the United States have always
increased revenues. The 2008 Republican presidential candidate John
McCain apparently agreed, saying in early 2007 that “Tax cuts, starting
with Kennedy, as we all know, increase revenues. So what’s the argument
for increasing taxes? If you get the opposite effect out of tax cuts?”133 The
2015 presidential candidate Ted Cruz said his tax plan was conceived with
help from Dr. Laffer.134

With three decades of hindsight, most economists now believe that
Laffer’s claim was not proven correct by the response to tax rate cuts of
1981. It did not accurately characterize the effects of the Bush-era tax cuts
of the first decade of the twenty-first century either. This should not be
surprising given all of the evidence we discussed above, such as the
apparently small responsiveness of labor supply to taxes. A reduction in tax



rates does not cause the economy to expand enough to recoup the revenues,
at least at the levels of tax rates applying in recent U.S. history. Revenues in
the 1980s and in the 2000s turned out to be significantly lower than what
they would have been had there been no tax cut. All but the most ardent
“supply-siders” now concede this point.

Certainly, individual income tax revenues fell relative to GDP after 1981.
From 1981 to 1984, they dropped from 9.1 percent of GDP down to 7.5
percent, despite continued inflation-induced “bracket creep” that pushed
taxpayers into higher tax rates. President George H. W. Bush’s Treasury
Department estimated that by 1990 the rate reductions of the 1981 act alone
were costing the federal government $164 billion per year, assuming no
departure from the normal trend of economic growth.135 The only way such
facts could be reconciled with claims that the 1981 cut caused revenues to
increase would be if it caused the economy to grow significantly faster than
it otherwise would have. As table 4.1 shows, however, the productivity
growth rate of the 1980s was about the same as in the 1970s, as well as
below that of the 1990s. Some point to the growth rate experienced in the
years immediately after 1982, but this confuses the recovery from a deep
recession with sustainable long-run growth.

The Bush tax cuts enacted in 2001 definitely reduced government
revenue. When measured in constant (inflation-adjusted) 2009 dollars,
federal personal income tax revenue declined from $1,221 billion in 2000 to
$1,109 billion in 2012, and the decline relative to what revenues would
have been without the tax cut was undoubtedly much larger.136 Overall
federal revenues dropped from 20.0 percent of GDP in 2000 to 15.3 percent
of GDP in 2012.137 And, once again, there is no clear evidence that the tax
cuts improved economic growth. Productivity growth was strong from 2001
to 2006 but was only slightly stronger than it had been from 1995 to 2000,
and average annual real per capita GDP growth was much slower from
2001 to 2006 (1.6 percent per year) than it had been from 1995 to 2000 (2.8
percent).138 There is room for argument about whether some of the revenue
loss from the Bush tax cuts was recouped through economic growth that
was higher than it would have been otherwise, but not about whether the tax
cuts actually increased revenue.

Dynamic Scoring



Even if we dismiss the claim that tax cuts “pay for themselves,” a legitimate
and important question remains: exactly how do revenues respond to
changes in tax rates? As we’ve already discussed, the more that behavior
responds to tax rates, the more costly high tax rates are likely to be.
Moreover, advocates of tax cuts often complain that official analyses of
their proposals fail to take into account any possibility of induced economic
growth and that they therefore make tax cut proposals appear to cost more
revenue than they really would. They argue that the revenue-estimating
process of the government should be made dynamic (assuming that
economic growth will be affected) rather than static (assuming that growth
is unaffected).139

Some background is necessary to understand this issue. The budget act of
1974 assigned to the Congressional Budget Office (CBO) the tasks of
making baseline projections of revenues and outlays and of estimating the
budget effects of the spending proposals reported by committees. It
assigned to the Joint Committee on Taxation (JCT) of Congress the task of
preparing estimates for most revenue legislation. The two groups coordinate
their efforts on estimates of complex pieces of legislation that affect both
revenues and outlays. This process is designed to provide Congress with the
information it needs to evaluate budgetary proposals independently. Scoring
refers to the official estimates of the revenue and spending effects of each
proposal, which are used to determine whether the proposal is consistent
with whatever congressional budget rules are in effect at that time. In
practice, these tend to become the numbers most often cited in the media in
connection with any big tax or spending proposals.

Under current practice, both CBO and JCT already incorporate into their
revenue estimates a wide variety of behavioral changes in response to
economic incentives. In his May 2002 testimony to the House Budget
Committee about dynamic scoring, outgoing CBO director Dan Crippen
cited two examples of the CBO methodology.140 First, he noted that when
CBO does a revenue estimate of an increase in the capital gains tax, it
accounts for the fact that this tax will accelerate the realization of gains to
avoid the higher tax rate. (Note that this is a timing response, at the top of
the hierarchy of behavioral responses.) He then said that when CBO does
cost estimates of a change in marginal income tax rates, it includes the
effect on the tax base that comes from re-characterizing compensation from



taxable wages and salaries to nontaxable fringe benefits. (This is a
renaming effect.)

Until very recently, though, the macroeconomic effect of proposed
legislation and the budgetary implications of those effects were not
included. In other words, gross domestic product was not allowed to be
affected by tax policy in calculating a revenue estimate. In 2015, a
congressional resolution mandated that henceforth the official revenue
estimates for major legislation considered by Congress must incorporate the
budgetary effects of induced macroeconomic changes. One argument for
dynamic scoring is that an imprecisely right answer that recognizes
behavioral responses is better than a precisely wrong answer—the precisely
wrong answer being that tax cuts or changes have absolutely no effect on
the macro economy. Argument number two is that non-dynamic, or static,
scoring biases decision making toward bigger government because it
overestimates both the revenue cost of tax cuts and the revenue gain from
tax increases. It is by no means obvious that this latter point is true,
however. For instance, if a tax cut is not accompanied by a cut in
government spending and the economy is operating at capacity, then the
negative economic effects of the resulting budget deficit are likely to
outweigh the positive economic effects of improved incentives. In that case,
the tax cut will reduce economic growth and cut revenues even further, so
that the static estimate would understate the revenue cost of the tax cut.

The principal arguments against dynamic scoring are that (1) the
uncertainty about its true impact would politicize the revenue scoring
process and threaten its integrity, (2) it would bias the process toward
fiscally irresponsible outcomes, and (3) because it is infeasible to do for all
proposals, it would favor big proposals if only big proposals are
dynamically scored and favor tax expenditure proposals rather than regular
expenditure programs if only tax proposals are dynamically scored.141

In evaluating these claims, it is important to keep in mind that cutting
taxes without cutting expenditures is not a free ride. A plan to cut taxes is
not a plan to spend less of the taxpayers’ money; it is instead a plan to put
off assigning to our citizens the burden of that spending. One dynamic
effect that is indisputable is that large, persistent budget deficits are
unsustainable. Thus, a proper dynamic scoring of a tax cut that is not offset
elsewhere in the budget should show it eventually having a negative effect
on the economy. As we noted above, if taxes are cut and government



spending is not cut, the resulting deficit is bad for the long-run economy.
Moreover, taxes will eventually have to go up in the future, which harms
incentives then. If it does not recognize this, dynamic scoring can obfuscate
the nature of the choices we face rather than improve the accuracy of the
trade-offs we face.

But now dynamic scoring of official revenue estimates is the law of the
land. In its first use by the Joint Committee on Taxation, the revenue cost of
the two-year tax extension of dozens of tax breaks was $86.6 billion,
compared to $96.9 billion under a “static” revenue scoring, cutting the cost
by 11 percent. Unsurprisingly, instituting dynamic scoring does not
eliminate controversy over how the scoring is done. For example, the
conservative Heritage Foundation criticized how the revenue impact of
extending bonus depreciation was calculated.142

Government agencies do not have a monopoly on revenue estimates. In
the run-up to the 2016 presidential election, the Washington-based Tax
Foundation, a nonpartisan tax policy research organization, achieved much
prominence by scoring all of the candidates’ tax proposals, using both a
static and dynamic analysis. The dynamic analysis is based on an economic
model consisting of a small number of simultaneous equations that
determine output, capital stock, and labor usage in four sectors (private
corporate, private noncorporate, government enterprises, and households),
and a few summary measures of effective marginal and average tax rates on
labor and capital.143 Although anyone without an economics PhD viewing
these equations on the Tax Foundation website will undoubtedly be put off,
and possibly impressed, by the equations sprinkled with Greek letters and
logarithmic notation, the model is actually very simple as macroeconomic
models go. It also builds in some fairly extreme assumptions, such as that
the after-tax world interest rate is unaffected by U.S. tax policy or U.S.
aggregate investment. Given our large role in the world economy, this is
unlikely to be true, and exacerbates the effect of tax changes that reduce the
tax on business investment and capital income. In a world in which the
world interest rate does depend on what happens in the United States, an
investment-increasing tax change would drive up interest rates, choking off
some (but not all) of the increase.



Conclusion

Our tax system unquestionably imposes costs on the economy, but exactly
how large those costs are no one knows for sure. Although no tax system
can eliminate these costs entirely, tax reform could succeed in reducing
them. Some tax changes that are “good for the economy” eliminate
unnecessary and misguided features that are violations of neutral tax
treatment of economic activities. In other cases, the economic gains are
achieved by reducing tax progressivity and thus loosening the link between
tax liability and economic success. Depending on one’s views about equity,
it may be reasonable to reject any economic gains that come only at the cost
of penalizing the poor and middle class. For this reason, these cases must be
carefully distinguished. This is a major theme of chapters 6 through 8,
where we discuss options for tax reform. Before moving on, however, two
other aspects of a good tax system need to be considered—simplicity and
enforceability.
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5 Simplicity and Enforceability

To this point, we have explored the two fundamental criteria for judging a
tax system—how it assigns tax burden to people, and how it affects
people’s well-being through its effect on the level and growth of prosperity.
Both of these desirable features of a tax system are affected by how simple
and easy to enforce it is. This chapter begins by examining just how
complex our income tax is, what makes it complex, and how one might
simplify it. Then we look in more depth at one cause of complexity—tax
evasion—and discuss the features of a tax system that make it easy or
difficult to enforce.

How Complicated Is Our Tax System?

For several years, Money magazine invented a tax situation of moderate but
not exceptional complexity and asked a few dozen tax professionals to
calculate tax liability. The last time it did this was in 1997, but tax matters
haven’t gotten easier since then. It got back forty-six different answers from
the forty-six professionals who submitted returns, with tax liability ranging
from $34,420 to $68,192. The actual tax liability was $35,643, although
some legitimate differences in interpreting the law could have changed that
total a bit. Not a single preparer turned in an error-free return.1

Another springtime ritual of Money was to call the Internal Revenue
Service (henceforth the IRS) helpline and ask a set of common questions
that people face when filling out their tax returns. In 2002, the IRS workers
answered only 75 percent of the questions accurately, far short of a perfect
score but a large improvement over the 55 percent correct figure reported in
1988.2 The accuracy percentage jumped even higher to 95 percent in 2014,
but the average wait time was nearly twenty minutes and only 64 percent of
callers seeking live help received it that same year.3 In 2014, the



Government Accountability Office sent undercover employees out to have
nineteen tax returns prepared at several different outlets of major retail tax
preparation chains. Seventeen of the nineteen returns were prepared with
errors that led to incorrect refund amounts, with many involving substantial
consequences for tax liability. Six returns had errors leading to
underpayment of tax by above $3,000 each, and the only return that had
errors leading to overpayment of tax led to an overpayment of about $50.4

The fact that, in some situations, neither tax professionals nor the IRS
itself can be sure of a taxpayer’s tax liability is just one indicator of the tax
system’s complexity. Another is the sheer length of the tax code. Commerce
Clearing House’s 2015 edition of the unabridged Internal Revenue Code
sections on income, estate, gift, employment, and excise taxes is 5,296
pages long, while the accompanying Income Tax Regulations spans 14,260
pages.5 As of 2012, the Internal Revenue Code contained nearly four
million words.6 Between 1991 and 2012, the number of sections,
subsections, and cross references in the Internal Revenue Code increased
from less than 50,000 to nearly 70,000.7 The number of pages in the
instruction book for Form 1040 and associated schedules increased from 60
in 1988 to 214 by 2012.8

Although these figures are eye-catching, they are not of direct concern to
most taxpayers. Does it matter whether the tax code has 4, 40, or 400
million words, as long as your own tax affairs are straightforward? In some
situations, having a detailed set of rules could even make things simpler if it
clears up gray areas in the tax law. Many of these rules have been adopted
to stop the increasingly complicated tax-avoidance strategies that some
taxpayers and their advisers are continually inventing. Clearly, one needs to
dig more deeply than anecdotes and word or page counts to get a good
picture of how complex our tax system is and whether it needs to be
simplified.

The Costs of Compliance
One of the most informative measures of tax complexity is the total cost
incurred in the process of collecting taxes. This cost includes the budget of
the IRS, which in fiscal year 2014 spent $11.6 billion enforcing all varieties
of federal taxation, or about 0.4 percent of the gross revenue it collected.9
The IRS budget—the administrative cost of raising taxes—is, however,



only the tip of the iceberg of the total cost of collection. It is dwarfed by the
cost borne directly by taxpayers, which comprises much of what is known
as compliance cost. Part of this cost is the money spent on accountants and
other tax preparers, software, and tax guidebooks. Compliance cost also
includes the expense incurred by third parties to the tax-collection process,
such as employers who withhold and remit tax on behalf of their employees
and provide information reports to the IRS about these payments. But the
largest resource cost of compliance consists of the time that taxpayers
devote to doing their taxes and keeping track of the information needed to
document their tax liability. Both the monetary outlay and the time spent are
resource costs because they could be used for some valuable purpose if it
weren’t for the tax system.

In order to estimate the compliance cost of taxation, researchers have
conducted surveys that ask people, and in some cases businesses, detailed
questions about how much time and money they devote to various aspects
of the taxpaying process. Analysis of such a survey for tax year 2010,
conducted by researchers at the IRS and the Treasury Department’s Office
of Tax Analysis, suggests that, on average, each taxpayer spent 12.5 hours
of his or her own time complying with the federal individual income tax.10

That amounts to 1.8 billion total hours in aggregate for the United States.11

In addition, on average, individual taxpayers paid $198 in out-of-pocket tax
preparation expenses such as the cost of tax software or help from an
accountant.12 The methodology values each hour taxpayers spend on their
taxes at their estimated after-tax wage rates, and adds out-of-pocket
expenses for tax preparation, to come up with an overall average
compliance cost of $373 per individual income tax return, which amounts
to an aggregate cost of $53 billion for the United States as a whole in
2010.13

Comparison with similar surveys from previous years suggests that
despite the apparent increase in tax complexity, the average amount of time
that individual taxpayers spend on their own taxes has been declining over
time, and this has only been partly offset by increased out-of-pocket
expenditures on tax preparation. An IRS survey for tax year 2007 indicated
that the average time spent complying with the individual income tax was
nineteen hours per return.14 A similar study for tax year 2000 implied that
individual taxpayers spent an average of 25.5 hours each complying with
individual income taxation (about twice as much as in 2010), and spent



$182 (in constant year 2010 dollars) out-of-pocket on tax preparation costs
on average.15 That 2000 estimate implied that 3.2 billion hours were spent
in aggregate complying with individual income taxation in that year.16 A
survey of Minnesota taxpayers for tax year 1989 suggested each taxpayer
devoted 27.4 hours, on average, complying with individual income taxation,
and spent an average of $104 (in constant year 2010 dollars) out-of-pocket
on tax preparation costs.17 Increasing use of tax preparation software might
explain some of the apparent decline in the amount of taxpayers’ own time
spent on tax compliance, but varying methodologies across the studies
could explain some of the differences as well, creating some uncertainty
about the true costs and especially the trends in these costs.18

Analysis of the 2010 IRS survey suggests that a bit more than half of the
federal individual income tax compliance burden involves “reporting and
substantiating income,” with deductions, credits, the alternative minimum
tax, and other taxes reported on the individual income tax form accounting
for the rest.19 Higher-income people tend to have higher compliance costs
in absolute terms, but lower-income people have higher compliance costs
relative to their incomes. Taxpayers with AGI of $200,000 or above spent
an average of 29.8 hours a year on taxes and had an average compliance
cost of $2,331, or 0.5 percent of AGI. Taxpayers with AGI between
$50,000 and $75,000 spent an average of 13.4 hours per year on taxes and
had an average compliance cost of $380, or 0.6 percent of AGI. Those with
AGI between $10,000 and $15,000 spent an average of 10.3 hours per year
on taxes and had an average compliance cost of $192, or 1.5 percent of
AGI.20 The IRS data for 2010 also suggests that income tax compliance
costs are particularly burdensome for the self-employed, who accounted for
62 percent of the total individual income tax compliance cost in the
survey.21

While the estimate of $53 billion of compliance costs for individual
taxpayers does include costs imposed on sole-proprietorship businesses, it
does not count compliance costs imposed on other businesses, such as
corporations and partnerships. To be sure, there are many fewer corporate
and partnership tax returns than there are personal returns—10.7 million
corporate and partnership returns, versus 147.4 million individual returns,
were filed in fiscal year 2014.22 But the amount of time and money spent
per corporate and partnership return is much greater. The most up-to-date



evidence on this comes from an analysis of a survey of corporations and
partnerships of all sizes for the tax year 2009 by IRS and Treasury
Department researchers. They estimate that the total cost to corporations
and partnerships of complying with federal income taxation in 2009,
including direct monetary outlays and the value of the time of personnel
devoted to tax compliance, was $104 billion, including $25 billion for C
corporations, $36 billion for S corporations, and $43 billion for
partnerships.23 Their data suggest that, similar to individuals, smaller firms
face larger tax compliance costs per dollar of sales, which is consistent with
the findings of several prior studies.24 In 2009, the 97.5 percent of
corporations and partnerships that had assets below $10 million accounted
for just 23 percent of sales receipts but 81 percent of tax compliance costs,
which averaged $9,600 per firm, or 1.3 percent of sales receipts. The 2.5
percent of corporations and partnerships that had assets of $10 million or
above accounted for 77 percent of sales receipts but only 19 percent of tax
compliance costs, which averaged $89,000 per firm, or 0.09 percent of sales
receipts.25

Surveys of large corporations conducted during the 1990s shed further
light on tax compliance costs of big business, and the factors contributing
most to those costs. In 1996 the average Fortune 500 company spent about
$5.5 million per year on tax matters (in 2014 dollars).26 That same 1996
survey and another from 1992 suggested that some of the biggest sources of
complexity for large corporations were depreciation rules, the alternative
minimum tax, lack of uniformity among states and between the federal
income tax rules and those used by the states, and the set of rules governing
income earned abroad.27 The last of these was a particularly important
source of complexity, accounting for 40 percent of the total cost of
compliance for these companies, although foreign operations accounted for
less than a quarter of assets, sales, or employment for these large
corporations.28

The IRS/Treasury studies of 2010 individual income tax compliance costs
and 2009 corporate and partnership compliance costs, together with data on
the IRS budget, suggest a total annual cost of enforcing and complying with
the federal individual and corporate income taxes of about $170 billion.29

This amounts to 15.6 percent of individual and corporate income tax
receipts in fiscal year 2010.30 That percentage is probably atypically high



because tax collections, the denominator of the ratio, were unusually low in
2010, due to a combination of the lasting impact of the 2001 and 2003 tax
cuts, a severe recession, and further large temporary tax cuts enacted in an
attempt to fight it. Congressional Budget Office projections suggest that
nominal personal and corporate income tax receipts will be 79 percent
higher in fiscal year 2016 than they were in fiscal year 2010, and it is highly
unlikely that income tax compliance and administrative costs will increase
by anywhere near 79 percent over that time span. If compliance and
administrative costs were to grow at the same rate as GDP over those years,
for example, then they would amount to 11 percent of personal and
corporate income tax revenue in 2016.31

After adjusting for inflation and growth in the number of returns, the
$170 billion estimate for 2010 would be in the same ballpark as our
previous best estimate of the total compliance and enforcement costs of the
income tax: $135 billion (in nominal dollars) for 2004, which amounted to
13.5 percent of income tax receipts in that fiscal year.32 Earlier editions of
our book suggested compliance costs in the vicinity of 10 percent of income
tax revenue. The rising percentage over time reflects a shrinking
denominator more than anything—nominal personal and corporate income
tax receipts were smaller in 2010 than they were in 2000.33 It also reflects
significantly higher estimated business compliance costs in the 2009 tax
year study, compared to previous estimates, which seem to be driven mainly
by a combination of better survey coverage of small businesses and revised
methodologies for estimating costs.

Caution is warranted because any survey-based estimate of tax
compliance costs faces the difficulty of separating out the incremental costs
imposed by the tax system from the recordkeeping and accounting activities
that would have been done anyway for personal or business purposes.
Survey designers do the best they can to elicit from respondents just the
incremental costs imposed by the tax system, but it is unclear how
accurately survey respondents can separate those out. Moreover, survey
respondents may have a tendency to exaggerate the costs they incur, for
example due to frustration with the tax system and hope that their answers
might help spur reform. On the other hand, the estimates above do leave out
certain compliance costs related to the tax system, such as costs to nonprofit
organizations of maintaining tax-exempt status, and they make no effort to
quantify the “psychic” costs the tax imposes in the form of anxiety suffered



by taxpayers concerned about getting their taxes done on time, having them
done right, and the possibility of an audit.

Others have argued that compliance costs are even higher. For example,
in the 2010 version of “A Roadmap for America’s Future,” Congressman
Paul Ryan claimed “The total cost of complying with the individual and
corporate income tax ... amounts to roughly $200 billion per year.”34

Writing for the Tax Foundation, Arthur P. Hall estimated income tax
compliance costs for 1995 that would have amounted to about 19 percent of
federal income tax receipts in that year.35 We think these are overestimates,
but agree that the costs are still substantial.

A cost of $170 billion per year is worth taking seriously. This is the dollar
value of the time, goods, and services that would be freed up if it were not
for the complexity of the tax system. For both cost and fairness reasons, we
should take seriously proposals to simplify the tax system. To properly
evaluate these proposals, however, it’s important to put this cost into its
proper perspective.

It’s Not Complicated for Everyone
How complex the tax system is depends on who you are. For millions of
people without complicated financial affairs, filing a tax return requires
writing down, or entering online, wage and interest income, subtracting the
personal exemption and standard deduction, and then looking up the tax
owed (and in some cases the Earned Income Tax Credit) in the tax tables. If
you prefer, the IRS will even do the tax liability calculation for you.

In the 1989 survey of Minnesota taxpayers, unfortunately the most recent
such study that sheds light on the heterogeneity of compliance costs, 30
percent of taxpayers spent fewer than five hours on all tax matters over an
entire year; 45 percent spent fewer than ten hours, and 66 percent spent
fewer than twenty.36 And as noted above, the average number of hours
spent by individuals on tax preparation seems to have declined substantially
since then. In any attempt to reform the tax system, we must be careful not
to throw the baby out with the bath water and destroy the relative simplicity
that already exists for many millions of taxpayers. The tax system is highly
complex only for a minority of taxpayers with relatively complicated
financial affairs.



However, tax complexity affects even the millions of taxpayers with
fairly simple tax returns. For one thing, many of these people believe that
others are taking advantage of the complexity to find loopholes that lower
their tax liability, leaving them holding the revenue bag. To these people,
one attraction of a simple tax system such as a flat tax is its promise of
ensuring that high-income people have no way to avoid paying their share.
Second, the cost directly borne by businesses due to tax complexity is
undoubtedly passed on to individuals in the form of higher prices, lower
wages, or lower business or capital income, in just the same way as an
explicit tax liability on businesses would be passed through. Although
businesses directly incur these costs, the ultimate burden is borne by
individuals.

Computers and the Internet are rapidly changing how taxpayers file their
tax returns. Increasing numbers of taxpayers are using computers to help
prepare and file their tax returns. The IRS estimates that in fiscal year 2014,
a total of 125 million individual returns, or 84 percent of the total, were
filed electronically, while only 23 million were filed on paper. Of the
electronically filed returns, 77 million were submitted by paid preparers and
47 million were submitted by the taxpayers themselves.37 Since 2012, all
professional preparers who file 11 or more tax returns in a year are required
to file the returns electronically.38 In 2014, over 3 million returns were filed
using the Free File program, under which the IRS provides free tax
preparation software and filing services to people with low and moderate
incomes (those with AGI below $60,000 for 2015 returns) and non-software
assistance to people with incomes above the cut-off.39

There’s no question that tax preparation software reduces the burden of
filling out tax forms and calculating tax liability; taxpayers need not muck
through special worksheets with a calculator at their side to figure out such
things as the phase-ins and phaseouts of exemptions, deductions, and
credits. However, filling out the form is only one component of the overall
compliance burden of the tax system. Tax preparation software does little to
reduce the burden of recordkeeping or of transactions undertaken to avoid
taxes, although other technologies may be helping to reduce those costs as
well.

Is Our Tax System Too Complex?



Is a cost of collecting income taxes somewhere in the range of 10 to 16
cents on the dollar outrageously high, remarkably low, or about right? It is
somewhat higher than estimates for European countries, but because the
methodologies used are not comparable, it is impossible to know for sure
whether our cost per dollar is higher. We suspect it is, though. Even if the
U.S. cost of collection is higher, however, a simple comparison of cost per
dollar raised could be misleading. A lower cost could mean that the tax is
being raised in a sloppy, inequitable way. As an extreme example, we could
easily reduce the cost of the taxpaying process if we stopped enforcing it,
making it effectively voluntary. But this would place the tax burden entirely
on those who view taxpaying as a duty, allowing everyone else to escape
with no obligations. Most everyone would agree this is patently unfair and
not worth the cost saving of a voluntary tax system. This example illustrates
the point that before we dismiss the U.S. system as unnecessarily complex
and therefore too costly, we must consider what, if anything, this
complexity is buying us. If it is buying us nothing—or something that is not
worth the cost—the tax system certainly ought to be simplified.

What Makes a Tax System Complicated?

Tax complexity arises for many reasons. The desire to achieve equity and
fairness in the assignment of tax burdens is one. The attempt to encourage
certain activities deemed socially or economically beneficial is another.
Sometimes, complexity arises as an unfortunate and probably unintended
by-product of political compromises and maneuvering. Below, we discuss
these and other causes of tax complexity.40

Measuring Ability to Pay
One reason that paying for government via the tax system is complicated,
costly, and time-consuming is that we are not willing to have one price for
all. The line for tickets at a movie theater moves fairly quickly when there
is one basic admission price; it moves a bit less quickly when there is a
separate charge for seniors, children, and those with discount coupons. It
would move more slowly still if each senior citizen and child had to
produce identification to prove his or her age; to speed things along, most



theaters are willing to take people’s word for it. Paying for a meal at a
restaurant is usually a simple process, but imagine what it would be like if
the bill depended not only on what was ordered but also on the income,
number of children, charitable contributions, and annual medical
expenditures of each person at the table.

In part, our system is complex because we think that simpler methods of
assigning tax burdens are inequitable. Achieving vertical and horizontal
equity puts demands on the tax system. First, consider vertical equity—the
appropriate sharing of tax burdens across families of different levels of
well-being. A lump-sum tax, under which each year every adult pays the
same amount of tax, period, is the essence of simplicity but is unacceptable
to most everyone on equity grounds.41 Instead, we require that tax liability
be tied to how well-off a family is. But as soon as tax liability is tied to
some indicator of well-being such as income or consumption, things can
start to get complicated fast.

In the income tax system, the basic indicator of well-being is constructed
from adding up various sources of income, some more difficult to measure
than others. Measuring labor compensation is often straightforward,
although it runs into difficulties when fringe benefits are involved or when
the compensation can be relabeled as capital income to receive more
generous tax treatment. For example, employers can substitute untaxed
benefits such as free parking in lieu of wages. Fringe benefits can be a
valuable source of labor compensation, but assessing their precise value is
difficult. Similarly, the income from working can be repackaged as a capital
gain—for instance, by spending time fixing up a home and then selling it.
Much executive compensation comes in the form of stock options, the value
of which is notoriously difficult to measure accurately when they are
granted.

Income earned from owning a business or from financial investments is
especially difficult to measure precisely. For example, measuring business
income requires assessing how much the business’s capital assets have
depreciated in value, which is impossible to do precisely. Even the
standardized but approximate depreciation deductions used by our tax code
require considerable recordkeeping and calculation. When a car is used for
business and personal use, how much of the cost of operating the car should
be deductible as a business expense? At the personal level, including capital
gains in the tax base as they accrue would be prohibitively complex for



assets where market values are not readily obtained, and even including
capital gains in taxable income only when the asset is sold raises nettlesome
problems. Anyone who has sold shares of a mutual fund acquired over
many years knows this problem all too well. Other requirements of a
completely accurate measure of capital income, such as including the rental
value of services from a home and adjusting capital income for inflation,
are so complicated that we—and nearly every other country42—don’t even
attempt them. Despite all the compromises we make in our tax code,
measuring and reporting capital income are still burdensome tasks for many
taxpayers.

The difficulty of administering and complying with taxes based on
consumption rather than income depends on how it is done. Imagine the
incredible hassle if each household had to keep track of all of its
expenditures over the course of the year and report the total to the tax
authorities. Alternatively, we could measure each household’s consumption
as income minus saving, which, if done appropriately, could avoid most of
the complexities of measuring income but would require keeping track of
all deposits and withdrawals from savings. For the consumption taxes in
wide use, such as retail sales taxes or value-added tax (VAT), all tax
liabilities are remitted by businesses rather than individuals, which in
principle greatly simplifies the taxpaying process relative to a U.S.-style
income tax. But removing individuals from the taxpaying process would
limit the degree to which tax burdens would vary according to ability to pay
or other household characteristics, highlighting the policy trade-off between
simplicity and other desirable criteria of a tax system.

Achieving horizontal equity—the equal treatment of people with equal
ability to pay—also exacts a cost of complexity. If we accept some measure
of income or consumption as the basic measure of well-being, how much
fine-tuning needs to be done? If two families with the same income are not
equally well-off because one has high unavoidable medical expenses and
the other doesn’t, should that be reflected in tax liabilities? Probably so, but
accomplishing this and other adjustments to accurately measure ability to
pay inevitably complicates the tax system—in this case, by allowing some
medical expenses to be subtracted in calculating taxable income. Again
there is a tax policy choice that must be made—how to trade off fine-tuning
tax liability for family circumstances against the complexity required to
implement that fine-tuning. Substantial simplification will require that we



give up on the notion that tax burden must be finely personalized and settle
instead on rough justice only.

Taxing Individuals Instead of Taxing at the Business Level
How simple a tax is to administer depends crucially on the mechanics of
how the revenue is collected. For example, a consumption tax that (only)
requires retail businesses to remit to the government a fixed percentage tax
on every sale (a retail sales tax) is much simpler to operate than one that
would require each individual consumer to keep records of each purchase
and then remit (to the government) some percentage of total purchases.
Similarly, in an income tax it is simpler to have employers, financial
institutions, and corporations remit tax on various items of income paid to
individuals than to have each individual keep track of the income he or she
receives and remit tax based on those receipts.

Our income tax system is relatively simple in the areas where it follows
this principle and is more complex where it does not. Taxation of wage and
salary income is facilitated because employers are required to withhold and
remit tax to the IRS based on the wages and salaries of each employee. The
information reports they send to the IRS—which detail the payments and
provide the Social Security number of the recipient—make it easier to
monitor that tax liabilities are collected in a timely manner. Both
withholding and information reporting add some compliance burden for the
employer but save even more for the employee and, in addition, reduce
enforcement costs for the IRS. The more income we treat in this fashion,
the simpler the taxpaying process can become. As we discuss in greater
detail below, in Japan, the United Kingdom, and indeed about half of all
industrialized countries, most employees don’t even have to file tax returns
in most years.43 This can work in part because their systems for
withholding on wages are more precise than ours and because taxes are
withheld not only for wages and salaries but also on other types of income
such as interest.

Graduated Tax Rates
The graduation of the income tax rate schedule, with increasing rates
applying to swaths of income known as brackets, does not by itself directly
contribute any significant complexity to the taxpaying process. Once



taxable income is computed, looking up tax liability in the tax tables is a
trivial operation that is not perceptibly simplified by having fewer brackets.
For those using tax preparation software, it is completely inconsequential
for compliance costs because the tax liability calculation is done
automatically and instantaneously.

But a graduated rate structure does indirectly add to the complexity of the
tax system because it implies that, due to the need to measure income (as an
approximation of ability to pay) family by family, the tax system cannot
rely solely on tax collection at the business level, but rather must involve
individuals in the collection process. For this reason, in conjunction with
other changes, having only one tax rate could facilitate a major
simplification. If most everyone were subject to the same tax rate, then
taxes on some types of income could be remitted at the source of the
income payment rather than by the recipient, with little or no reconciliation
required of the individual.

The implementation advantage of a single rate is also central to the
simplicity of the value-added or retail sales tax. With a single rate with no
exemptions, a tax base of aggregate consumption can be achieved with tax
remitted entirely by businesses with no involvement of individuals.

A Messy Tax Base
Although society’s insistence that the distribution of the tax burden meets
some fundamental standards of fairness is responsible for some of the
complexity of our current tax system, much additional complexity arises
from reasons that may be neither fundamental nor justifiable. Consider the
deductions and other tax preferences that complicate and narrow the tax
base. The personal code has numerous adjustments, credits, and itemized
deductions for things such as home mortgage interest, state and local tax
payments, child-care payments, tuition expenses, and the like. At the
business level, there are various tax credits, special depreciation rules, and
other provisions that apply to certain industries only. Each of these features
requires recordkeeping and calculation. Moreover, each deduction or credit
involves ambiguities about exactly what kinds of activities qualify. As but
one example, the Lifetime Learning Credit is available for “qualified tuition
and related expenses.” In 2014, the credit could be taken for fees required
for enrollment and attendance but not for fees associated with meals,
lodging, transportation, or insurance.44 Further complexity ensues as



regulations are written to clarify the ambiguities and as taxpayers come up
with new ways to circumvent them.

Just about any time someone comes up with a bright idea about how the
government should encourage one activity or discourage another, the tax
system gets the call. This is especially true because the current political
environment favors tax credits rather than outright expenditures, even if
they add up to essentially the same thing. A tax credit for child care
expenses is more politically palatable than a direct payment from the
government to qualifying families or to child care providers. As a result,
our tax system is now an awkward mixture of a revenue-raising system plus
scores of incentive and reward programs, and it is much more complicated
than it would be if its only function was raising revenue in the most
equitable and cost-efficient way possible. Most leading income tax reform
plans, including the one proposed in 2010 by President Obama’s deficit
commission, call for eliminating many of these programs, called tax
expenditures. (We discuss some of these plans in detail in chapter 8.)

The notion of a “tax expenditure” admittedly seems oxymoronic on the
surface. The Daily Show’s Jon Stewart mocked President Obama’s allusions
to cutting tax expenditures, saying, “You managed to talk about a tax hike
as a spending reduction. Can we afford that and the royalty checks you’ll
have to send to George Orwell?”45 But as we emphasized in the previous
chapter, the distinction between government spending and tax cuts can be
pretty arbitrary. The late Princeton University economist David Bradford
memorably pointed out that we could greatly shrink “the size of
government,” without changing anything real, by eliminating all
government spending on military weapons procurement, and enacting a
refundable “weapons supply tax credit” of an equal dollar amount.46 While
this example seems ridiculous, a close examination of the tax code reveals
examples only slightly less ridiculous, including, for example, a federal tax
credit for chicken manure.47 The important point for our purposes here is
that the practical and political advantages of running what are essentially
expenditure programs through the tax code explain a lot of the complexity
of our tax system.

As for the practical advantages, although it is generally more efficient to
leave economic decisions to the free market, in some situations subsidizing
certain activities is entirely appropriate—for example, when an activity
generates positive externalities. In these cases, it may be cheaper and



simpler to deliver the subsidy through the tax code rather than through a
separate program.48 After all, the administrative machinery already exists
for the government to collect money from and, in some cases, remit money
to, over 147 million households in their roles as tax filers, and more than 10
million corporations and partnerships.49 If we as a society decide to
subsidize, say, child care expenditures, from a purely administrative point
of view it doesn’t make sense to set up a separate system for processing
child care credit applications and remitting checks to eligible people.
Because the IRS is already set up to process tax forms and either subtract
the credit from tax liability or send out checks, piggybacking a child care
credit onto the taxpaying process is surely cost-effective.50 Why not keep
just one set of accounts—one-stop shopping—between the government and
its citizens?

One problem with piggybacking policies onto the revenue-raising system
is that some important economic policies that would never be enacted as
stand-alone policies are “hidden” in the tax system and therefore remain in
place year after year. As an example, consider the political prospects of the
following proposal. Suppose that the federal government has decided to
subsidize the activities of state and local governments. It has decided not to
limit the kinds of activities it will subsidize: municipal swimming pools and
golf courses will be treated the same as primary education and fire
departments. The subsidy payments will not be made to the state and local
governments but instead will be given directly to the resident taxpayers
based on their share of state and local tax liabilities. The rate of subsidy,
though, will not be the same for all citizens. In fact, only about one-third of
households, mostly high-income ones, will receive any subsidy at all; no
one else is eligible. Those who do receive subsidies will do so according to
several rates of subsidy: 10, 15, 25, 28, 33, 35, and 39.6 percent. Moreover,
the higher is a household’s income, the higher the rate of subsidy!

This is certainly a very peculiar kind of subsidy program and one that,
presumably, would never be passed by Congress. Strange as it sounds, this
hypothetical subsidy program is essentially the same as the current federal
income tax deduction for state and local taxes. This deduction can be
claimed only by the 30 percent of taxpayers who itemize their deductions,
who are typically the most affluent of families.51 The value of the
deduction, in terms of tax saved, depends on the household’s marginal tax



rate, which ranges between 10 and 39.6 percent, and is larger for higher-
income households.52

Similar parables could be told about the deduction for home mortgage
interest, the exclusion of employer-provided health insurance, and a host of
other features of the tax code. The point is that these features are
enormously popular because they have been enshrined as “tax reductions,”
but exactly the same features probably wouldn’t be as popular, and we
surmise would not even survive, as stand-alone spending policies.

Eliminating all of the “bells and whistles” and starting over with a clean
tax base would go a long way toward simplifying the taxpaying process.
Chapter 6 examines the merits of major preferences in our tax code,
considering the equity, economic efficiency, and simplicity aspects of each
one. Even when all these factors are considered, many of the exceptions to a
clean base are difficult to justify. Whether the political system is ready to
undertake such a hard-headed analysis remains an open question.

Institutional Pressures Favoring Complexity
One reason that our tax base is a mess has nothing to do with principles:
strong political and institutional factors bias the U.S. tax system toward
greater complexity. Under the current system, being a member of one of the
tax-writing congressional committees—either the House Ways and Means
Committee or the Senate Finance Committee—is a plum assignment. For
example, the average political action committee (PAC) contribution given
to a member of the House Ways and Means Committee was 55 percent
larger than the average PAC contribution given to other members of the
House of Representatives during the 2012 election cycle.53 Clearly,
representatives’ potential influence over tax policy leads lobbyists to curry
their favor.54 If Congress were to bind itself to make no major changes in
tax law during the next congressional session—or ever again—the
contributions would start to dry up, these members’ lunch and dinner
invitations would taper off, and so on.55

Once adopted, tax preferences develop strong lobbies that fight to retain
them by financing media campaigns and making campaign contributions to
like-minded politicians. For example, the oil industry’s leading trade
association mounted a newspaper and radio ad campaign in 2012 to defend
its tax breaks, such as unusually generous depreciation deductions, against a



proposal to limit them that was being considered in the Senate (and that
ultimately failed to pass).56 In contrast, no well-organized constituency
opposes the complexity (and inefficiency!) that these tax breaks generate.
Yes, business groups bemoan complexity and support tax simplification.
But when push comes to shove, they are quite willing to accept a new
provision that saves their member corporations $100 million per year in tax
liability, even if it means adding a few more staffers and buying some
expensive software to do tax and project planning. Yes, individual taxpayers
complain about having to keep records of their deductible charitable
contributions, but they’d complain even more if this deduction were
eliminated—and so would the charities themselves.

To counterbalance these institutional pressures toward greater complexity,
several countries have instigated a formal mechanism for making
compliance costs more visible during the policy process. For over two
decades, the United Kingdom has required its officials to produce
compliance cost assessments (CCAs) for all regulations affecting business,
including tax regulations. The Netherlands has required qualitative CCAs
for changes in tax legislation since 1985, and both New Zealand and
Australia have similar requirements. The Internal Revenue Service
Restructuring and Reform Act of 1998 contains a provision requiring the
Joint Committee on Taxation to provide a “tax complexity analysis” for any
change in tax law being considered by Congress that has widespread
applicability to individuals or small businesses.57 This analysis includes an
estimate of the cost to taxpayers of complying with the provision and a
statement about whether taxpayers would be required to keep additional
records. As in the other countries with CCAs, this provision is designed to
focus attention on complexity and offset the built-in institutional biases that
perpetuate it. These reports attract virtually no media attention and seem to
have little or no impact on policy, however.

Phaseouts, Phase-Ins, and Floors
In some cases, complexity creeps into the tax system because legislators
desire to obfuscate their true intent. This was certainly the case in 1990,
when Republicans averse to further increases in the top income tax rate
settled instead for a variety of difficult-to-administer luxury taxes. Another
example is the proliferation of “phase-ins” and “phaseouts” of various



exemptions, deductions, and credits that now litter the tax code. In almost
all cases, these features are exactly equivalent to raising the marginal tax
rate a few percentage points in certain income ranges, and so they are just a
way of raising tax rates without making it obvious to the public.58 In other
cases, the goal is to limit the benefits of certain credits such as the Earned
Income Tax Credit (EITC) and the child and dependent care credits to
families below a certain income range. Again, one effect of these phaseouts
is to increase the effective marginal tax rate on income: losing a credit as
your income rises has the same effect as paying more tax. In the 2015
version of the personal income tax, there are 18 separate provisions that are
gradually phased out as income increases.59

Attempts to Limit Tax Avoidance and Evasion
Taxpayers can reduce their tax liabilities in a wide variety of ways. The
legal ways, such as using legitimate itemized deductions or taking
advantage of tax code provisions in ways unintended by Congress, are
called by economists tax avoidance. The illegal ways, such as failing to
report income or overstating deductions, are called tax evasion. Because of
the amount of money at stake, people and companies are continuously
developing new and ingenious ways of achieving both. Government
attempts to curb these activities often make the tax code even more
complicated and burdensome, even to those who never contemplate
pursuing evasion or even avoidance. Countless intricate regulations—such
as the alternative minimum tax and passive-loss restrictions—are geared
toward minimizing or preventing tax-reduction strategies.

It follows that one way of achieving simplification would be to scale back
government efforts to curb avoidance and evasion. But in some other cases,
halting these efforts could have a major cost in terms of additional
avoidance and evasion, making the tax system considerably less fair and
less efficient.

Minimum Taxes
Eliminating the alternative minimum taxes (AMTs) in the personal and
corporate codes must come high on the list of options for simplifying the
tax system. The personal AMT, discussed in chapter 2, is a complicated tax
that has little justification on policy grounds. It was originally enacted in an



effort to ensure that high-income people could not lower their tax liability
below some minimum level through aggressive use of questionable
deductions and loopholes. But by 2012, 89 percent of the value of “tax
preference” items that make people subject to the AMT came from the
itemized deduction for state and local taxes, personal exemptions, and the
standard deduction, which are not the sort of “loopholes” that motivated the
adoption of the tax.60 Moreover, if the concern is that some of the
deductions taken by high-income taxpayers are unjustified, a simpler and
more logical approach would be to limit those deductions directly. Now that
the American Taxpayer Relief Act of 2013 (ATRA) has made a higher
AMT exemption “permanent” and indexed it for inflation, the threat that the
AMT would grow to affect a huge portion of taxpayers is gone, and the
share of individual taxpayers affected by the AMT is projected to fluctuate
between 4.3 and 4.6 percent over the next ten years.61

At the corporate level, the AMT requires many businesses to do a
tremendous amount of extra accounting, often without even knowing
whether they will be subject to it. The corporate AMT raised only $3.5
billion of revenue in 2012, yet many corporations cite this as one of the
most complicated and burdensome aspects of the taxpaying process.62 The
AMT is also in many cases inefficient because it mismeasures income and
sometimes can force companies with real economic losses to owe tax.

Eliminating both the corporate and personal AMTs would substantially
simplify the taxpaying process and reduce compliance burdens. The
stumbling block in practice is that eliminating the personal AMT, in
particular, would cost a large amount of revenue—an estimated $372 billion
from 2016 through 2025.63 Of course, the revenue losses from eliminating
the AMT could be offset by an upward adjustment in the ordinary tax rates
that apply over income ranges where many people would otherwise face the
AMT. In the long run, this would give us a simpler tax system, and it could
on average have little net impact on the tax liabilities faced by people in
each income class.

The AMTs are symptomatic of a tendency in U.S. politics to offer ever
more tax preferences throughout the code, and then to enact additional
complex provisions to limit the resulting damage in terms of revenue and
distributional effects. They are akin to the extensive use of “phaseouts” in
this regard. We see a similar tendency potentially playing out in the debate
over the “Buffett Rule.” As we discussed in chapter 3, while the income tax



is indeed quite progressive on average, there is considerable diversity in
effective tax rates across high-income people, with some of the very rich
paying individual income taxes that are a smaller percentage of their
incomes than typical people in the middle class. The Obama administration
and billionaire Warren Buffett have advocated for tax reform that would
rectify this situation, producing a tax system that is more uniformly
progressive and horizontally equitable. While this is a principled position
about which reasonable people can differ, some incremental proposals to
address this issue, such as the “Fair Share Tax” proposed in the Obama
administration’s fiscal year 2014 budget (roughly similar to the Buffett tax
proposals discussed in chapter 3), take the unattractive approach of adding
yet another complicated minimum tax with many of the same drawbacks as
the AMT. If one thinks that the provisions that cause variation in effective
income tax rates among high-income people—such as excessive deductions
and preferential tax rates on dividends and capital gains—are objectionable
on equity grounds, it would certainly be better from the perspective of
reining in the growth of tax code complexity to modify those provisions
directly, as opposed to maintaining them in their current forms while
adopting another complicated minimum tax to reduce their effects.64

Duplicative Provisions
Another aspect of the income tax code that causes largely needless
complication is the duplication of features that serve the same purpose. For
example, numerous different tax credits, deductions, and special accounts
are designed to subsidize higher-education expenditures, and a multitude of
others to promote retirement saving. The same goals can be achieved while
consolidating the programs. Similarly, the EITC, Child Tax Credit, and
personal exemption all serve similar purposes but have different rules (for
instance, each imposes a different definition of an “eligible dependent
child”) and require different calculations. These could be consolidated into
a single feature that accomplishes essentially the same objectives and does
so much more simply. Many of the current tax reform proposals, some of
which we will consider later in this book, aim to consolidate and simplify
these provisions.65



Reason for Hope: Technological Improvements and the Promise
of a Return-Free System
Modernization of IRS operations and advances in tax preparation
technology promise continual, although gradual, improvement in the tax-
filing process. The most notable recent innovations are electronic filing and,
especially, the use of software to prepare tax returns. As noted above, a lot
of progress has already been made in shifting toward electronic filing, and
the rapid growth in the use of tax preparation software may have
contributed to an apparently substantial decline over time in the number of
hours that taxpayers report devoting to the tax-filing process. By fiscal year
2014, 84 percent of individual income tax returns were filed
electronically.66 Technological advance promises continued gradual
improvements of this nature in the future.

Before we get too self-congratulatory, we should point out that in many
other countries, such as the United Kingdom and Japan, most taxpayers
need not file a return at all! These countries manage this by having a very
simple tax base for most taxpayers and a sophisticated system of employer
withholding (called PAYE, or Pay As You Earn, in the United Kingdom)
that ensures that at year-end exactly the appropriate amount of tax has been
withheld and remitted to the tax authority by employers: no refund is
received, and no tax is due. This system is facilitated by the fact that
interest and dividend income are taxed at the source of payment at a fixed
rate applying to the vast majority of taxpayers; in addition, because the
system is individual-based rather than family-based, it is easier to get
withholding of tax liabilities right for two-earner couples. Withholding can
accurately reflect itemized deductions if they are implemented in certain
ways. For instance, in the United Kingdom, when there was still a income
tax subsidy for mortgage interest, the tax saving from deductibility of
mortgage interest at a flat 15 percent rate was applied directly at the bank
level.67 Similarly, the United Kingdom’s government directly provides
approved charitable organizations with a matching contribution equal to 25
percent of individual donations to those organizations, and many taxpayers
take advantage of this through payroll deductions administered by the
employer. For most taxpayers this is the only tax benefit available for
donations, so there is no need to file a tax return to report donations and
claim tax benefits. Only the small minority of taxpayers with marginal



income tax rates above 25 percent need file “self-assessment” returns to
claim additional tax benefits for their charitable donations.68 The United
Kingdom’s experience clearly demonstrates the potential for operating an
income tax system where most people don’t have to file a return.69

In fact, at least thirty-four countries use some version of a no-return
system for some of their taxpayers.70 Almost all of these countries use some
form of exact withholding as in the United Kingdom, but some countries
such as Denmark and Sweden achieve it with a system called tax agency
reconciliation (TAR).71 Under a TAR system, the tax authority calculates
tax liability based on information provided by the taxpayer, employers, and
other institutions, and then provides taxpayers with a prefilled, or pre-
populated return. Taxpayers have a chance to review (and contest) these
calculations, after which refunds or additional tax payments may be needed.
The OECD reports that in 2013, eight countries (Chile, Denmark, Finland,
Lithuania, Malta, Norway, Spain, and Sweden) provided prefilled income
tax returns to the majority of their taxpayers, and in six other countries
some, but less than half, of all taxpayers used prefilled returns.72

In 2004, the state of California instituted a pilot TAR system with
prefilled returns called ReadyReturn for the 11,620 taxpayers who
volunteered to use it.73 Joseph Bankman, a Stanford law professor who
helped design and promote the ReadyReturn program, emphasizes that tax
authorities already have the information needed to fill out much of the tax
return for most people, just as credit card companies have the information
necessary to deliver an itemized bill to their customers, and notes that
unlike the U.S. tax authorities, VISA does not send its customers “a blank
sheet and ask [them] to write down all their transactions.”74 In 2013,
77,611 California taxpayers took advantage of the ReadyReturn program,
while 2 million were eligible to do so.75 The program has reportedly
worked smoothly for those who participated (97 percent of participants who
responded to a survey about it reported they would use it again), but growth
was hampered by lack of a marketing budget, low public awareness, and a
lobbying campaign against it funded by the makers of TurboTax. In 2015,
the state of California replaced the ReadyReturn program with a new
electronic tax filing service called CalFile, which incorporated many of
ReadyReturn’s best features, including the ability to import information
already in government records while filing a return.76 Lobbying campaigns



financed by tax preparation software companies, together with opposition
by conservative anti-tax activist Grover Norquist, have also hindered
nascent efforts to promote a return-free system at the federal level.77

Note that establishing either a return-free or tax agency reconciliation
system for many taxpayers accomplishes what might be called “populist
simplification,” because while it completely eliminates the hassle of tax
filing for a large number of people it does not address the difficult issues of
complexity that would continue to affect businesses and many high-income
households. For example, neither system could handle business income, nor
could they handle some of the credits and itemized deductions in our
current system. Thus, unless there is substantial simplification of the tax
base, a significant fraction of taxpayers would still have to compile and file
a return.

Some experts advocate that the United States institute a data retrieval
system, under which taxpayers and paid preparers could view, access, and
download tax information from a secure database maintained by the federal
government, thus relieving them of having to obtain this information form
employers, financial institutions, and other third parties as they have to
now. Supporters argue that having such a platform would facilitate
communication between the IRS on the one hand, and between taxpayers
and preparers on the other.78

Tax Evasion, Avoidance, and Enforcement

Tax evasion, tax avoidance, and IRS enforcement of the tax law have drawn
a lot of attention lately. For example, in 2010 news broke of a whistle-
blowing former Swiss banker named Rudolf Elmer, who gave documents to
the IRS that allegedly detailed offshore tax evasion by “more than 100
trusts, dozens of companies and hedge funds and more than 1,300
individuals,” achieved in part by routing money through subsidiaries in the
Cayman Islands.79 Apparent aggressive use of international tax shelters by
some of America’s largest corporations, including General Electric,
Starbucks, and Apple, has made headlines repeatedly in recent years in the
United States, and even more so in the United Kingdom.80 And in mid-
2013, the news featured two IRS scandals: one involving IRS employees



who allegedly used political criteria to help determine which applications
for tax-exempt status should get extra scrutiny, and another involving
excessive spending on conferences and training videos.81 The Republican-
controlled House Appropriations Committee voted to slash the IRS budget
by 24 percent as punishment.82 Meanwhile, Nina Olson, the National
Taxpayer Advocate, who heads the Taxpayer Advocate Service (mission
statement: “As an independent organization within the IRS, we help
taxpayers resolve problems with the IRS and recommend changes that will
prevent the problems”), issued reports arguing that an already shrinking IRS
budget was hindering the agency’s ability to effectively and fairly
administer the tax code in the face of an increasingly complex mission.83

Why Enforcement Is Necessary
Human nature being what it is, announcing a tax-base definition, setting tax
rates, and then relying on taxpayers’ sense of duty to collect over a trillion
dollars of taxes every year just won’t work. If the IRS did not exist,
undoubtedly some dutiful people would pay what they owe, but many
others would not. Over time, the ranks of the dutiful would shrink as they
see how they are being taken advantage of by others.

We cannot rely on voluntary contributions because the benefits of
citizenry that are funded by taxation do not depend on one’s payment of
income taxes.84 The auto mechanic who on the weekends also paints houses
for cash without reporting his painting income to the IRS still has access to
the national parks. The trucker who overstates his expenses on gas will still
be protected by our system of national defense. The same goes for the
investment banker who sets up a credit card account in the Cayman Islands
to evade taxes. Even if everyone agrees that the government should collect
taxes to provide highways, defense, and everything else the government
does, with no enforcement system many would still not find it in their
individual economic interest to contribute voluntarily to the government’s
coffers. Each citizen has a strong incentive to “free ride” on the tax
“contributions” of others because one individual’s contribution is just a
drop in the bucket and doesn’t materially affect what that person gets back
from the government.

For this reason, paying taxes must be made a legal responsibility of
citizens. In the United States, failure to pay taxes in a timely manner is a



civil offense that subjects taxpayers to a variety of penalties. Fraud can lead
to criminal charges and jail sentences, although this is a rare occurrence.
Even in the face of those penalties, substantial tax evasion persists—how
much we discuss below.

Tax Evasion and the Case of the 7 Million Vanishing Exemptions
Stories of tax evasion by the wealthy and famous tend to make the
headlines. For example, in 2008, movie actor Wesley Snipes was sentenced
to three years in federal prison for failing to file federal income tax returns
from 1999 through 2001 despite earning millions of dollars during those
years.85 In 2012, Grammy winning musical artist Lauryn Hill pled guilty to
failing to pay income taxes on over $1.8 million of income.86 More recently
the news has been full of stories of tax avoidance and evasion by wealthy
individuals and corporations through offshore tax havens, an issue we’ll
consider in more depth a bit later. But evasion on a smaller scale is also a
pervasive phenomenon.

One fascinating example from the 1980s involved exemption allowances
for dependents. For a long time, the IRS had suspected that many taxpayers
were claiming exemptions for dependents that either did not exist or did not
qualify as dependents under the tax law. An IRS employee by the name of
John Szilagyi thought that this was costing the Treasury—and ultimately all
other taxpayers—hundreds of millions of dollars each year, and he
suggested the following change in the tax return: to claim an exemption
allowance for a dependent over the age of five, you must report the
dependent’s Social Security number.

When implemented in tax year 1987, the effect of this change was
astonishing to everyone, with the possible exception of Szilagyi himself.
Between tax years 1986 and 1987, the number of dependent exemption
allowances claimed fell by 7 million. This simple change increased tax
revenues by about $3 billion per year, or approximately $28 per taxpayer.87

Undoubtedly, a few of the 7 million cases represented legitimate dependents
whose parents or guardians just hadn’t gotten around to obtaining Social
Security numbers for them, and a few others were children who had been
improperly claimed by both parents after a divorce. But certainly the great
majority represented people who were simply inventing dependents.88



Fraudulent tax refund claims provide another salient example of a small-
time tax evasion scheme that is starting to add up to some real money. In
2014, the IRS identified 2.2 million tax returns claiming $15.7 billion in
fraudulent refunds.89 Prisoners, in growing numbers, have been filing
fraudulent returns claiming refundable credits. The number of fraudulent
prisoner tax returns identified by the IRS more than quintupled from 18,103
tax returns in 2004 to 137,883 tax returns in 2012, while the value of
refunds claimed by prisoners that were ruled fraudulent and blocked by the
IRS rose from $54.6 million to $936 million during the same period.90

How Much Tax Evasion Is There?
Most people don’t have to read about such episodes of tax evasion to be
convinced that it exists. Moreover, reciting anecdotes does not convey any
sense about whether tax evasion is a big problem or a little problem, or
what kinds of evasion are important. For obvious reasons—would you
answer honestly survey questions about tax evasion?—it is difficult to
determine the magnitude of tax evasion. Although measuring how much tax
is collected is easy enough, measuring what should be paid is not at all easy.

The IRS has, though, periodically estimated what it calls the tax gap,
meaning the amount of tax that should have been paid but wasn’t. The IRS
calculates the tax gap by combining information obtained from a special
program of intensive random audits with information from special studies
about sources of income, such as tips, that are difficult to uncover even in
an intensive audit.91 The procedure for estimating the tax gap is an
imperfect one, and even the IRS would admit that its measures are only
approximations. In addition, some types of evasion that are especially
difficult to uncover, such as unreported income from illegal activities, are
not included in the estimate.

The most recent tax gap study was completed in 2016, based on data from
the tax years 2008 through 2010.92 Considering all federal taxes, the overall
gross tax gap estimate came to an average of $458 billion per year, which
amounted to 18.3 percent of actual (paid plus unpaid) tax liability. Of the
$458 billion, the IRS expected to recover $52 billion in enforced tax
payments, fines, and late fees, resulting in a “net tax gap”—that is, the tax
that should have been paid but that is never collected—of $406 billion on



average for the tax years 2008 through 2010, which was 16.3 percent of the
tax that should have been reported.

The gross individual income tax gap was estimated to average $319
billion annually during 2008 through 2010. The corporate income tax gap
was estimated at $44 billion per year. About 7.0 percent of the gross tax gap
was due to non-filing, another 8.5 percent due to tax underpayments, and
the remaining 84.5 percent was due to underreporting.

Why Is Tax Evasion a Problem?
For the sake of argument, let’s take the IRS tax gap study’s conclusion at
face value and assume that between 2008 and 2010 there was about $406
billion of tax evasion per year for all federal taxes taken together. Why is
that a problem? One straightforward answer is that if evasion vanished, then
the deficit could be $406 billion lower than otherwise. Alternatively, we
could spend $406 billion more per year to finance health research, job
training, transportation infrastructure, a stronger military, and a host of
other potentially worthy projects. Or the revenues raised from eliminating
evasion could be used to finance a cut in tax rates for everyone, thus
benefiting compliant taxpayers.

But these are not very satisfactory answers to the question. Deficit
reduction or expanding government programs could be achieved in a
number of other ways, such as raising tax rates or broadening the income
tax base. A tax rate reduction could be financed by cuts in overall spending.
The real question is whether policies that curb evasion would improve the
equity and efficiency of how we tax ourselves.

Consider the following hypothetical example. Imagine that all Americans
automatically “discounted” their legal tax liability by 20 percent, sort of the
way that most car buyers presume that the actual price of a car is
considerably below the sticker price. Thus, all families whose true tax
liability was $15,000 remitted (or had their employers remit for them)
$12,000; families that legally owed $50,000 forked over $40,000, and so
on. Imagine further that the IRS looked the other way.

In this imaginary world, tax evasion wouldn’t matter much at all.
Government would simply readjust everyone’s “sticker-price” tax liability
upward so that the desired amount of tax would be collected, even after the
20 percent “discount” was taken. Each taxpayer might think that he or she
is beating the system, but in fact no one gains compared to a world with no



evasion. In this example, evasion is just a shell game that no one wins or
loses, and spending money on enforcing the tax laws would be a waste.

But a lot of things are wrong with this picture as a description of real-life
tax evasion, things that turn tax evasion from the benign phenomenon of
this imaginary world to one that has important negative implications for
equity and efficiency. First and foremost, not everyone evades tax by the
same proportionate amount. Some people evade a great deal, while others
engage in little or no evasion at all. Not surprisingly, in surveys that ask
outright about past tax evasion, the vast majority deny cheating. But some
do admit it, and a small minority express no moral compunction about it. In
a 1991 Gallup poll, 95 percent of respondents answered “no” to the
question “have you ever cheated on your federal income taxes, or not?”93 In
a 2005 Blum & Weprin / NBC poll, 85 percent of respondents said they had
never even been “tempted” to cheat on their taxes.94 A survey conducted by
the IRS Oversight Board in 2014 asked an anonymous random sample of
Americans “how much, if any, do you think is an acceptable amount to
cheat on your income taxes?” In the survey, 86 percent chose “not at all,” 6
percent chose “a little here and there,” 5 percent chose “as much as
possible,” and 2 percent chose not to answer.95

By contrast, analysis of the data from the IRS randomized audits used to
estimate the 2001 tax gap suggested that 32 percent of individual income
tax payers in that year had misreported items on their tax return that led to
an understatement of tax liability of at least $100.96 Another analysis of the
same data suggested that about 13 percent of all individual income tax
returns had “errors” in the reporting of itemized deductions for cash
charitable contributions, which amounted to 45 percent of returns claiming
such deductions. On average, returns with such errors overstated the
contributions by $811.97 Overall, audit data suggest that cheating on taxes
in the United States is significantly more common than self-reported survey
data would indicate, but that the majority of people are reporting tax
liabilities that are accurate or quite close to true liabilities, with tax evasion
involving large dollar amounts confined to a small minority.

The propensity of individuals to evade varies because of differences in
personal characteristics, such as intrinsic honesty and willingness to
gamble, and also because of varying opportunities and potential rewards for
evasion. As long as people differ in these characteristics or opportunities,
evasion can cause substantial inequities and inefficiencies. Evasion creates



horizontal inequity because otherwise equally well-off people end up with
different burdens. Unlike the imaginary 20 percent “discount” example
presented above, tax rates cannot be adjusted to offset the advantage gained
by the free-riding evaders. To the extent that opportunities or predilections
for evasion are related to level of well-being (for instance, if the rich could
evade more easily than the poor), the tax rate schedule can, in principle, be
adjusted to offset on average the systematic income-related evasion; but,
even in that case, evasion makes it difficult to achieve whatever degree of
progressivity we deem to be consistent with vertical equity.

In a sense, tax evasion is a gamble like any other, with a chance of
coming out ahead and a chance of coming out behind. Indeed, the standard
economic model of evasion is essentially the same as the model used to
explain other choices people make under uncertainty, such as how risky a
portfolio to have or how much insurance to purchase.98 As you would
expect, the evidence clearly shows that the lower the chance of getting
caught, the more likely people are to try to get away with tax evasion. This
is borne out by the data in table 5.1, which presents information from IRS
tax gap studies about the compliance rates (the percentages of true income
that is reported) for different types of income in tax years 2001 and 2008–
2010. In 2001, the compliance rate ranges from 99 percent for wages and
salaries (taxes on which are difficult to evade successfully because of
employer reports to the IRS) down to 28 percent for farm net income.
Strikingly, the reporting percentage for nonfarm sole proprietors is
estimated to be only 43 percent, so in other words 57 percent of true income
of this group is not reported, according to the IRS. Moreover,
noncompliance of sole proprietors by itself accounted for 35 percent of the
overall individual tax gap. The 2008–2010 data groups types of income into
broader categories, but basically corroborates the findings from 2001. In
2008–2010, for “amounts of income subject to little or no information
reporting,” including self-employment and farm income, rents and royalties,
etc., about 37 percent of income was reported to the IRS, and this accounted
for 72 percent of all income underreporting. The estimated compliance rates
in 2008–2010 were again much higher for the types of income that involve
more and better information reporting and especially withholding. These
facts suggest that significant horizontal inequities persist because of
evasion, with caveats noted below in some cases where market adjustments
mitigate these inequities.



Table 5.1 Compliance estimates for selected types of personal income,
2001 and 2008–2010

Source: Internal Revenue Service (2007, 2016b).



On average, higher-income people underreport a larger share of their true
incomes. Analysis of data from the intensive random audits conducted by
the IRS for the 2001 tax gap study suggests that those with true AGI above
$100,000 on average failed to report 15.2 percent of their true AGI to the
IRS, compared to 7.0 percent for those with true AGI below $100,000.
Once again, there was a large amount of heterogeneity in underreporting
across people within the same income groups, with most of the
underreporting coming from people with substantial self-employment, pass-
through-entity, or capital gains income.99

Tax evasion not only compromises the equitable sharing of tax burdens; it
also imposes economic costs. Other things being equal, income tax evasion
requires higher tax rates, which makes extra work and saving less attractive
to honest taxpayers. This is partially offset by lower effective tax rates on
the evaders but not enough to make up fully for the distortion to income-
earning activities.

More important, because it is easier to get away with tax evasion in
certain circumstances, there is an incentive—which is inefficient from a
social point of view—to pursue these circumstances. As an example,
consider the market for house painting, where payment is often made in
cash, to facilitate tax evasion. Because the cash income from house painting
is hard for the IRS to detect, this occupation is more attractive than
otherwise. The supply of eager housepainters bids down the market price of
a house-painting job, so that the amount of taxes evaded overstates the
benefit of being a tax-evading housepainter, and comparing taxes actually
remitted may overstate the extent of horizontal inequity. The biggest loser
in this game is the honest housepainter, who sees his or her wages bid down
by the competition but who dutifully pays taxes.

Although a supply of eager and cheap housepainters undoubtedly is
greeted warmly by most prospective buyers of that service, it is also a
symptom of an economic cost of tax evasion. The work of the extra people
drawn to house painting, or to any activity that facilitates tax evasion,
would have higher value in some alternative occupation. This is just an
example of the principle, discussed in chapter 4, that deviations from a
uniform tax system, uniformly enforced, have economic costs.

Corporate Tax Shelters and Profit Shifting by Multinational
Firms



In 2013, a congressional panel concluded that Apple Inc., which had
recently become the world’s most valuable company, had avoided billions
of dollars in corporate income taxes through the use of international tax
shelters, shifting “at least $74 billion [of income] from the reach of the
Internal Revenue Service between 2009 and 2012.”100 In 2010, General
Electric reported $14.2 billion in worldwide profits, and claimed to owe no
U.S. corporate income tax.101 Also in 2010, it was reported that Google had
reduced its effective corporate tax rate to 2.4 percent through the use of
complex tax planning strategies with names such as “Double Irish” and
“Dutch Sandwich,” saving the company $3.1 billion in taxes from 2007
through 2009.102 Earlier in the 2000s, newspapers were filled with
headlines about corporations such as Enron that were dodging their U.S.
corporate income tax obligations at the same time they were deceiving their
shareholders about their financial health and prospects.

Something is going on for sure, but the headlines don’t capture the
subtleties of this topic. First of all, there is no consensus even on how to
define a tax shelter. Some would apply the term to a broad range of
activities that help taxpayers to either (legally) avoid taxes or (illegally)
evade taxes, while others would limit the term to transactions that have no
purpose but to reduce taxes and that technically violate the law. Avoidance
opportunities often arise from the difficulty of measuring true economic
income and the resulting compromises that the tax code makes in defining
income. Tax avoidance often involves principles such as tax arbitrage
(taking advantage of differences in tax rates applied to technically different,
but essentially similar, entities or different types of income or deductions)
and deferral of taxes (made possible, for example, by taxation of capital
gains on realization or reinvestment of profits earned by an offshore
subsidiary in a low-tax country). These activities may be combined with
efforts to improperly re-characterize income or payments into forms that
receive favorable tax treatment (for example, converting ordinary income
into capital gains or labeling nondeductible repayments of debt principal as
deductible interest payments) or to create fictional losses, many of which
cross over the line into tax evasion. Efforts of this sort can be embedded in
a series of complicated transactions that are extraordinarily difficult to
track. Some of these activities are perfectly legal and some are not, and in
many cases it is unclear whether they are legal or not. Tax shelters often
capitalize on ambiguities in the law or on complicated situations that were



not foreseen by drafters of the law. These ambiguities are sometimes
resolved eventually by the IRS, the courts, or Congress, but can produce
significant tax savings in the meantime.

The most obvious, and probably most consequential, form of corporate
tax shelter involves multinational corporations artificially shifting profits
from countries with high corporate tax rates (such as the United States) to
foreign subsidiaries in low-tax countries. As explained in chapter 2, foreign
subsidiaries of U.S. corporations do not owe U.S. corporate income tax on
their profits until those profits are repatriated to the United States (usually
in the form of dividends). When the profits are eventually repatriated to the
United States, the U.S. parent corporation must remit to the United States
the amount by which the U.S. corporate income tax on those profits exceeds
the corporate tax already remitted on those profits to the government of the
country where the foreign subsidiary is located. So for example, if the Irish
foreign subsidiary of a large U.S. corporation earns $100 million in taxable
profits, it will owe $12.5 million in corporate tax in that year to the Irish
government (because Ireland has a 12.5 percent corporate tax rate), and will
owe $22.5 million to the United States (the difference between U.S. tax
liability at the 35 percent U.S. corporate tax rate and Irish tax liability) only
when the profits are sent back to the United States. The liability to the
United States may be deferred indefinitely by reinvesting the profits in the
foreign country. U.S. owners of the company can still benefit from the
foreign profits right away, because they increase the value of the firm and
produce capital gains on shares of ownership. As explained in more detail
in chapter 2, deferring the U.S. portion of the tax can greatly reduce the
present value of the tax burden, because the U.S. tax that otherwise would
have been due when the profits are made can instead be reinvested and earn
returns for the duration of time that the tax is deferred.103

One way that multinational corporations shift U.S. profits to foreign
subsidiaries in low-tax countries is by manipulating “transfer pricing.”
Transfer prices are the prices that different parts of the same company pay
to each other for things such as business inputs or the right to use
intellectual property. Profits can be shifted from the United States to low-
tax countries if the U.S. parent firm charges artificially low prices for what
it sells to its foreign subsidiaries, and pays artificially high prices for what it
purchases from its foreign subsidiaries. So, for example, a U.S. auto
manufacturer with an Irish subsidiary might sell auto parts that are worth



$100 to the subsidiary for only $40. Or a U.S. pharmaceutical firm might
have its Irish subsidiary manufacture and sell its drugs, and charge
artificially low royalty rates for the intellectual property embodied in those
drugs, when the research and development for the drug was done in the
United States. Alternatively, the parent firm could try to claim that the
(deductible) research and development leading to the drug was mostly done
by the U.S. parent company, and then sell the patent for the drug to its Irish
subsidiary for an artificially low price.

U.S. tax law requires that firms use an “arm’s length” standard to
determine transfer prices—that is, goods and services should be bought and
sold between different parts of the firm at the same price as they would sell
for on the competitive open market between unrelated parties. But this
represents an intractable monitoring problem for the IRS, and it is often
difficult or impossible for the IRS to prove what the arm’s length price
would be. This is especially difficult in the case of intellectual property,
such as drug patents, computer software, or the customer goodwill that goes
with a heavily marketed and trademarked brand such as Coca Cola. Such
intellectual property is almost by definition unique to the particular firm
that owns it. It is virtually impossible for the IRS to prove what the
intellectual property would have sold for in a transaction between unrelated
parties, and sometimes it is difficult to determine in which country the
development of the intellectual property really occurred.

Is transfer-pricing manipulation an example of legal tax avoidance or
illegal tax evasion? Corporations are generally very careful to do only what
they can legally get away with. On the other hand, the IRS has successfully
prosecuted scores of cases that require companies to remit more tax plus
penalties. For example, in 2006 the IRS reached a settlement with
pharmaceutical company GlaxoSmithKline that required the company to
pay the IRS $3.4 billion for violations of the arm’s length transfer-pricing
standard from 1989 through 2005.104 Arguably, abusive transfer-pricing
practices that violate the arm’s length standard should qualify as tax
evasion, but in many cases the IRS has neither the resources nor the
information necessary to prove it and enforce the law.

It is also worth noting that this problem is by no means unique to the
United States. Multinational corporations based in countries other than the
United States potentially stand to gain even more by shifting profits to low-
tax countries, because almost all other countries now operate a “territorial”



corporate tax system that only attempts to tax profits arising from economic
activity occurring within their borders. As a result, for multinationals based
in countries other than the United States, profits reported as being earned by
foreign subsidiaries are usually not ever subject to the corporate income tax
of the parent company’s home country, even when the profits are repatriated
to that country.

Manipulation of transfer pricing is just one particularly important
example of a number of different strategies for shifting profits to low-tax
countries. For example, multinational corporations also have an incentive to
shift their debts to high-tax countries, so that they can deduct the interest on
those debts at higher tax rates. One example of a debt-shifting strategy is
“earnings-stripping,” a classic tax arbitrage maneuver where, for example, a
U.S. subsidiary of a foreign parent company located in a low-tax country
borrows from the parent firm, producing deductions against the high U.S.
tax rate, and interest income that is taxed at the low-tax country’s rate.105

There is also the phenomenon of “stateless income,” where some of a
multinational firm’s profits are not taxed by any country. For example, a
U.S. multinational corporation might, through a complicated series of
transactions, arrange for royalty payments on intellectual property to be
paid to a firm that the U.S. tax law treats as a company based in
Luxembourg, but that the Luxembourg tax law treats as a company based in
the United States, so that neither country ends up taxing the income.106

For the same reason that the enforcement arm of the IRS has difficulty
proving that tax-motivated international profit shifting is happening and
violates the law, it is also difficult for researchers to determine how much
U.S. corporate income tax is avoided or evaded in this manner. The IRS
estimate of a corporate “tax gap” of $44 billion annually in 2008–2010, that
we mentioned earlier, includes at best a tiny portion of the kind of
international tax sheltering activity that we are talking about here.107 There
is, however, plenty of compelling circumstantial evidence suggesting that
the amount of U.S. corporate tax avoided by shifting profits to low-tax
countries is quite large. For example, in 2012, U.S. corporations reported
that half of their foreign profits were earned in just seven foreign locations
—Bermuda, Ireland, Luxembourg, the Netherlands, Switzerland, Singapore,
and the U.K. Caribbean Islands (including, for example, the Cayman
Islands and British Virgin Islands)—that had effective corporate tax rates
(defined here as corporate tax paid to the governments of those countries as



a percent of profits reported in those countries) of less than 5 percent. But
these locations accounted for only about 5 percent of U.S. multinational
corporations’ foreign workforce.108 In 2008, the average profit per worker
in foreign subsidiaries of U.S. multinationals was $520,640 in Ireland and
$2.6 million in Bermuda, compared to a $40,372 average profit per worker
in foreign subsidiaries of U.S. companies worldwide.109 There is no
evidence that employees of multinational corporations’ subsidiaries in
Ireland and Bermuda are truly endowed with the nearly superhuman
productivity these numbers seem to imply, so this surely reflects tax-
motivated profit shifting to a large extent.

Economist Kimberly Clausing of Reed College has attempted to
systematically estimate how much corporate tax revenue the United States
loses through profit shifting based on a statistical analysis of data on the
aggregate amount of U.S. multinational corporation profits that were
reported as being earned in each foreign country between 1983 and 2012.110

She estimates how differences in corporate tax rates across countries affect
the value of U.S. multinational profits reported in each country, controlling
for factors that ought to influence real economic activity such as the level of
GDP per capita. She finds that a 1 percentage point increase in the foreign
corporate tax rate is associated with between a 1.9 percent to 4.6 percent
decline in profits reported in that country, and that shifting of profits to low-
tax countries reduced U.S. corporate tax revenues by between $77 billion
and $111 billion, or between 24 and 31 percent of corporate tax revenues
that would have been collected in the absence of profit shifting. Her
estimates also suggest that the fraction of U.S. corporate tax revenue lost to
profit shifting has been growing rapidly over time. Interestingly, Clausing
does not find evidence that the foreign locations of U.S. multinational
corporations’ employment or physical capital (plant, property, and
equipment) are significantly responsive to corporate tax rates.

A number of other researchers have attempted to estimate the magnitude
of corporate profit shifting and its responsiveness to tax rates. Our
interpretation is that the best available evidence corroborates the general
notion that profit shifting is significant and is responsive to corporate tax
rates, although there’s significant uncertainty, for example, because all such
studies must infer the quantity of profit shifting indirectly from data that are
imperfect for this purpose. Gabriel Zucman, an economist at the University
of California, Berkeley, infers that the United States loses about 20 percent



of its corporate tax revenue to profit shifting by multinationals, based on
national accounts data on the share of U.S. corporate profits held in tax
haven countries, and evidence on the low rate of repatriation of those
profits.111 Tim Dowd, Paul Landefeld, and Anne Moore of the Joint
Committee on Taxation estimate the influence of corporate tax rates on the
location of reported profits of U.S. multinational firms using data on those
firms’ U.S. tax returns from 2002 to 2012. They find that the location of
reported corporate profits is more sensitive to changes in corporate tax rates
when the tax rate is low than when it is high—at a tax rate of 5 percent, a 1
percent reduction in the tax rate is associated with a 4.7 percent increase in
reported corporate profits, whereas at a tax rate of 30 percent, a 1 percent
reduction in the tax rate is associated with a 0.7 percent increase in reported
corporate profits.112 Compared to Clausing’s study, Dowd, Landefeld, and
Moore’s evidence implies that relatively more U.S. multinational profits are
shifted to countries with very low tax rates, and relatively less are shifted to
countries with tax rates that are closer to the U.S. rate (but still below it).
Clausing reports in her 2016 study that if she were to adjust her calculations
to take this into account, the implied overall amount of tax-motivated profit
shifting by U.S. multinationals would be even larger than her main
estimates that we reported above.

In a recent review of the broader literature on this topic, Dhammika
Dharmapala of the University of Chicago Law School discusses a number
of recent studies using firm-level data that seem to suggest a smaller degree
of profit shifting than the evidence cited above.113 These studies estimate
the extent to which reported profits of foreign subsidiaries change when the
corporate tax rate differential between a subsidiary’s host country and its
parent company’s home country changes. Dharmapala notes, however, that
the smaller degree of profit shifting suggested by these studies seems
inconsistent with the very large share of profits of multinational
corporations that are located in tax havens, leading to something of a
“puzzle.” It could be, for example, that tax-motivated profit shifting is
indeed as large as Clausing suggests, but that the firm-level studies that
Dharmapala cites—which focus on the effects of incremental changes in
corporate tax rates over time—are finding small effects because both before
and after incremental changes in the corporate tax rates of high-tax
countries, differentials in tax rates between those countries and tax havens
were already so large as to induce companies to shift as much profit to the



tax havens as possible. In addition, Clausing and others have emphasized
that the firm-level data used in the studies discussed by Dharmapala are
actually missing many affiliated firms located in tax havens, so that these
studies fail to capture much of the kind of profit shifting activity that the
evidence of Dowd, Landefeld, and Moore suggests is most responsive to
changes in host-country tax rates.114 While there is still some uncertainty,
we think Clausing’s estimates are nonetheless reasonably suggestive of the
magnitude of the problem.

There are other kinds of corporate tax shelters, but less evidence is
available on how much corporate income escapes taxation through them.
Much evidence on tax shelters is anecdotal, but some of these anecdotes are
striking, indeed. For example, in 2003 the Joint Tax Committee issued a
2,700-page report largely devoted to explaining the tax shelters used by the
Enron Corporation. The eleven specific shelters that could be identified
were estimated to have reduced Enron’s U.S. tax liability by a total of $257
million, while at the same time increasing the profits Enron reported to its
shareholders between 1995 and 2001 by $651 million!115 Following the
Enron episode, new regulations and laws were adopted in an effort to
combat this kind of tax sheltering activity and to improve the accuracy of
reported corporate financial information. For example, the Sarbanes-Oxley
Act of 2002 required certification of financial reports by chief executive
officers and chief financial officers, among other things. Such regulations
and laws have apparently had some impact, but there is little systematic
evidence about their effect on the magnitude and nature of corporate tax
shelter use.

Regardless of its legality, corporate tax sheltering activity is economically
wasteful. While it often makes sense from the individual corporation’s
perspective, it is inefficient from a societal perspective. It uses up real
resources (including the time and effort of the lawyers, accountants, and
investment bankers who devise and implement the shelters) that could have
otherwise been devoted to some socially productive purpose. It also diverts
resources toward particular types of investments or other activities that help
facilitate such avoidance behavior. For example, as noted above, the more
important intellectual property is to one’s business, the easier it is to avoid
U.S. corporate taxes by shifting profits to subsidiaries in low-tax countries.
This greatly reduces effective corporate tax rates on investments in
industries such as pharmaceuticals, computer software, and electronics,



favoring them over investments in industries where intellectual property is a
smaller part of the business or industries that operate mostly domestically.
This helps explain the apparent success of Apple, General Electric, and
Google at avoiding U.S. corporate income tax.116

In 2011, economist Martin Sullivan estimated effective corporate tax rates
of numerous companies based on their most recent company annual reports.
General Electric, Merck, and Cisco Systems faced effective tax rates of 3.6
percent, 12.5 percent, and 19.8 percent, respectively, while Aetna, United
Health Group, and Walmart were estimated to face effective tax rates of
34.6 percent, 35.4 percent, and 33.6 percent, respectively.117 Keep in mind
that not all multinational corporations are using tax havens to reduce their
taxes—the best available estimate suggests that about 41 percent of U.S.
corporations with significant foreign operations did not have subsidiaries in
tax haven countries.118 Differences in effective tax rates across firms with
different opportunities and willingness to exploit tax shelters can have an
economic cost, as they may divert investment away from where it is most
productive, and toward marginal investments that are less productive but
more tax advantaged.

Policy Responses to Corporate Tax Shelters and Profit Shifting
by Multinational Firms
What can be done about corporate tax shelters? Addressing tax shelters is to
some extent an issue of enforcement. Expanding efforts by the IRS to
uncover tax shelter activities, clarify their legality, and impose penalties for
abusive behavior could all reduce sheltering activity. The IRS is faced with
a particularly difficult job here, though, as the people who devise tax
shelters are highly compensated and highly skilled and seem able to come
up with ever more ingenious—indeed, almost diabolical—methods of
sheltering corporate income from tax. In 2003, the IRS implemented a
regulation creating a list of specific tax-shelter-related transactions that
corporations must now disclose to the IRS if the transactions exceed a
certain value. This is intended to make it easier for the IRS to monitor such
transactions.

Another set of suggestions would exploit the fact that managers of
corporations have an incentive to maximize book income, the measure of
corporate profits reported in financial statements to shareholders, in order to



boost share prices. Therefore, many tax shelters attempt to reduce taxable
income while leaving unchanged or even increasing reported book income.
Some have argued that requiring corporations to report to the public more
detailed and informative numbers regarding their taxable income and tax
remittances might reduce the incentive to engage in tax shelters and to
artificially inflate reported book income. This could have benefits not only
for the tax system but also for the efficiency of financial markets. A large
gap between profits reported to shareholders and profits reported to the IRS
might be taken as a signal that the company has been misleading investors
about its true profits. This signal would certainly have been informative in
the case of Enron, for example. On the other hand, shareholders’ desire for
accurate information may be swamped by their desire for low taxes, so it is
unclear whether requiring firms to publicly disclose more informative
accounting would actually reduce managers’ incentives to shrink taxable
income and inflate book income. Better information disclosure could make
tax shelters more transparent to the public, which might lead to greater
pressure to address them. One positive step in this direction was taken
starting in 2004, when the IRS added a new schedule in the corporate
income tax, the M-3, which requires a more informative accounting of the
reasons for differences between book income and taxable income.119 This
allows the IRS to more easily identify and investigate potential tax shelters
and to target its resources more effectively. Public disclosure of the M-3, or
part of it, could be used to strengthen the effectiveness of the other
measures mentioned above.

The measures mentioned above are at best partial solutions, and in
particular are unlikely to have a huge effect on international corporate tax
avoidance and evasion. In the case of international transfer-pricing
manipulation, many tax experts have concluded that better disclosure and
administratively feasible efforts at tougher enforcement of the arm’s length
standard for transfer pricing could help, but would at best make a small dent
in the problem.120 For this reason, making serious progress in cleaning up
the mess described above may require major reforms of our tax laws.

One approach would be to try to subject the worldwide profits of U.S.-
based multinational firms to U.S. corporate tax (less the credit for foreign
taxes paid) immediately, instead of allowing the difference between U.S.
tax and foreign tax to be deferred until profits are repatriated to the United
States. This would eliminate the gains from transfer-pricing manipulation,



and would also increase revenues substantially in present value, which in
turn could be used to reduce the corporate tax rate so as to avoid outflow of
capital from the United States (a potential response to the fact that now
more corporations would actually have to remit U.S. corporate tax on the
full value of their U.S. and foreign profits, instead of on just the smaller
portion of their U.S. profits that they could not shift offshore). A more
targeted approach would be to eliminate deferral just in cases where
objective and easily observable indicators suggest abusive transfer-pricing
manipulation is likely (e.g., cases of investment in subsidiaries located in
countries on a designated list of “tax havens”).121

A potential problem with ending deferral is that this would also increase
the incentive for a U.S. parent company to change its country of
incorporation, enabling it to avoid U.S. tax on its non-U.S. profits
altogether. Indeed, this has already been happening in the form of corporate
“inversions,” where U.S. multinational companies merge with companies in
low-tax countries that do not tax foreign income, changing their legal
domicile. Between 1982 and early 2016, more than fifty U.S. corporations
moved their tax residences to low-tax countries through inversions, with
twenty of those occurring since 2012. Prominent recent examples of
inversions have included Eaton Corporation and Medtronic (both to Ireland)
and Burger King (to Canada).122 One potential response to this is to change
the tax laws and regulations governing inversions so as to make “inverting”
more difficult. The Obama administration’s Treasury Department took this
approach in early April 2016, releasing over 300 pages of administrative
regulations addressing various aspects of international corporate tax
avoidance, including inversions. For example, existing U.S. law already
specified that if a U.S. corporation merges with a foreign firm, the foreign
acquirer must own more than 20 percent of the combined new company in
order for the IRS to accept that the tax residence of the combined company
has moved to the foreign nation for tax purposes, and it must own more
than 40 percent to avoid certain onerous regulations. Foreign firms planning
to merge with U.S. firms, with the goal of inverting the U.S. firm’s tax
residence out of the United States, would routinely “fatten themselves up”
by acquiring other U.S. firms in the years leading up to the inversion, so as
to meet those thresholds. The new 2016 Treasury regulation disregards the
value of any firms acquired in the three years prior to a new merger for
purposes of meeting the 20 percent and 40 percent thresholds. This



regulation in particular seems to have caused the almost immediate collapse
of a planned $160 billion merger between U.S. pharmaceutical giant Pfizer
and the Irish pharmaceutical firm Allergan, which was intended to establish
the tax residence of the combined firm in Ireland.123

Many other countries around the world have responded to the problems of
international corporate tax avoidance by reducing their corporate tax rates,
and relying more heavily on taxes that are less prone to these sorts of
problems, such as the value-added tax or taxes on labor income. Few
countries now have statutory corporate tax rates higher than the U.S. rate.
KPMG reports that in 2015 the average statutory corporate tax rate in
OECD countries was 25 percent, and the average around the globe was 24
percent.124 A lower corporate tax rate reduces the incentive to shift profits
to low-tax countries, by reducing the gain from doing so. But even if a
reduction in corporate rates were to reduce international tax avoidance
significantly, it would still be likely to reduce tax revenue collections
overall, as many firms are not currently engaging in international tax
avoidance so aggressively or at all, and because lowering the corporate tax
rate increases the attractiveness of sheltering personal income in
corporations to avoid taxes. Moreover, as Eric Toder of the Urban-
Brookings Tax Policy Center puts it, “If a company is trying to reduce its
income tax rate from 35 percent to zero, I don’t know why it wouldn’t do
the same at a 28 or 25 percent rate.”125 Evidence from Dowd, Landefeld,
and Moore cited above suggests that’s a good question.

Another potential reform, advocated by both Clausing and Zucman, is
“formulary apportionment.” The idea here is that each country would tax a
portion of the current worldwide income of each corporation operating in
that country; the portion of that income allocated to any particular country
would depend on factors that are more difficult to fake than the location of
profits, such as the share of the firm’s worldwide employment, sales, and/or
physical property that are located in the country. This is already how state
corporate income taxes divide up the corporate tax base in the United
States. While this would ameliorate problems of transfer-pricing
manipulation and other forms of cross-border profit shifting, it could also
pose new problems if implemented by any one country unilaterally, as it
would lead to situations where some corporate income is taxed more than
once while other income is not taxed by any jurisdiction. Thus, making this
work well could require international cooperation and coordination, which



have so far been in short supply on this issue. Formulary apportionment
would also introduce new distortions to the incentives of multinational
corporations, while removing some old ones, and it is not obvious in
advance whether the new distortions or the old ones are worse. With that
said, the problems with the current system are widely agreed to be quite
bad.126

Our discussion here only scratches the surface of possible reforms for
addressing international corporate tax problems. For example, most other
countries have moved away from the attempt to tax worldwide income and
have switched to territorial systems, which to a rough approximation only
levy corporate income tax on profits from capital located within the borders
of the country. Compared to a system like that in the United States, this has
the advantage of ending the incentive to defer repatriation of profits. The
hope is that this might encourage more investment in the United States, or
at least reduce the inefficient game-playing that firms engage in to
effectively repatriate profits without incurring tax. But it would only
exacerbate incentives to engage in profit shifting to low-tax countries. Other
proposed reforms offer various combinations of approaches discussed
above, such as lowering the corporate tax rate, limiting or eliminating
deferral, broadening the corporate tax base, and imposing rules and
regulations that put more frictions in the way of inversions and profit
shifting. Other ideas involve defining the business tax base according to the
locations where the goods and services produced by businesses are
consumed, instead of the locations where the businesses claim to earn their
profits. Still others involve shifting taxation of more capital income to the
personal level, for example by treating more business income as pass-
through entity income, and by taxing capital gains on corporate equities at
the personal level as they accrue.127

Recently, the combination of growing evidence about the magnitude of
the problem, concerns about increasing inequality of income and wealth,
and government budget problems in the wake of the financial crisis, have
contributed to political pressure for action on multinational corporation tax
avoidance. The problem has even acquired its own snappy acronym,
“BEPS,” which stands for “base erosion and profit shifting.”

In lieu of fundamental reforms, countries have been adopting a variety of
ad hoc fixes, and international organizations have been engaging in efforts
to make the existing corporate tax system work better in the face of profit



shifting challenges. The United Kingdom and Australia acted first, enacting
measures such as what is known in the United Kingdom as the “Google
tax,” a new 25 percent tax on so-called taxable diverted profits, meaning
any profits that the tax authority deems to have been improperly shifted out
of the country.128 In 2015, the OECD “BEPS Project” culminated in a set of
guidelines intended to limit such tax-saving strategies. Although countries
aren’t required to follow the OECD’s recommendations, in the past many
countries have adopted the group’s guidelines as their own international tax
rules. The wide array of recommendations includes, for example, calls for
increased information sharing among governments and encouragement for
coordination of tax laws across countries (e.g., harmonizing countries’ rules
for determining residence of companies to prevent problems of “stateless
income”). There is much unhappiness about the OECD’s guidelines, and
not only among the multinational companies themselves.129 Some are
cautiously optimistic that the BEPS initiative may lead to incremental
improvements, but much depends on the willingness of those who are
benefitting from the existing system to cooperate and share information.
Critics call these measures band-aids that don’t go far enough and will be
ultimately ineffective, and argue that the international corporate tax system
needs a fundamental reworking, perhaps along the lines of some of the
reforms discussed earlier.130

Offshore Tax Evasion by Individuals
Multinational corporations are not the only ones that can reduce their tax
liabilities through offshore shenanigans. There is a long history of wealthy
individuals from around the world evading taxes on capital income through
secret foreign accounts, such as the infamous Swiss bank account. Here,
there’s no question about the legality. The basic idea is to engage in outright
evasion of one’s own country’s tax laws, by hiding one’s wealth in a
jurisdiction that supports financial secrecy and is uncooperative with
international efforts to promote information sharing with tax authorities, so
that interest, dividends, and capital gains can accumulate tax-free. In recent
years, much of the policy and media attention surrounding evasion has
focused on the role of offshore accounts.

Gabriel Zucman of the University of California, Berkeley has recently
shed new light on this topic by digging into the data.131 His main strategy



for inferring how much wealth is hidden in offshore accounts exploits the
fact that in international financial statistics, there is a large excess of
reported financial liabilities (e.g., stocks and bonds issued by corporations)
over reported financial assets (e.g., stocks and bonds owned by individuals),
when in principle the two should be equal. The gap presumably represents
wealth that is kept secret by its owners. Based on this, Zucman estimates
that about 8 percent of global wealth is hidden in tax havens. His estimates
further suggest that U.S. residents stash about $1.2 trillion, or 4 percent of
their wealth, in tax-haven accounts, resulting in a tax revenue loss of $36
billion annually. To put that in perspective, he notes: “Assuming that all
unrecorded offshore wealth belongs to the top 0.1%, eradicating offshore
evasion would thus raise as much revenue as increasing the top 0.1%’s
federal income tax bill by close to 18%.”132 He corroborates the kind of
evidence described above with evidence from newly released records of
financial institutions, such as those demonstrating that Swiss banks hold
$2.3 trillion in foreign-owned wealth.133

While getting precise numbers on such secretive behavior is difficult and
fraught with potential for error, most observers agree with Zucman that a lot
of this is going on. Certainly the U.S. government thinks so. In the past
decade, the United States has tried a series of enforcement measures,
including offers of amnesty from the harshest penalties for such evasion.
The first U.S. amnesty in 2009 drew around 15,000 disclosures of offshore
accounts and resulted in the collection of $3.4 billion in back taxes and
penalties, nothing to sneeze at but small potatoes compared to Zucman’s
estimates of the size of the problem.134 Also in 2009, the United States
struck a deal with the Swiss financial services company UBS to get access
to the names of Americans who had accounts there, resulting in a $780
million fine for UBS; since then hundreds of other Swiss banks have come
to similar arrangements with the United States, including a guilty plea from
Credit Suisse in 2014 resulting in a $2.6 billion fine.135

The latest, and most ambitious, U.S. enforcement effort is the Foreign
Account Tax Compliance Act, known by its acronym FATCA, enacted in
2010 by Congress to target noncompliance by U.S. taxpayers using foreign
accounts. FATCA requires foreign financial institutions to report to the IRS
information about financial accounts held by U.S. taxpayers. In case you’re
wondering how the U.S. government can compel foreign financial
institutions to comply with its wishes, the answer is that U.S. financial



institutions and other U.S withholding agents must both withhold 30
percent on certain payments to foreign entities that do not document their
FATCA status and report information about certain nonfinancial foreign
entities. Wealth held in Swiss bank accounts and other offshore accounts is
generally invested in corporate equities and bonds, often from U.S.
corporations, so the threat of withholding a 30 percent tax on the dividend
and interest payments on those stocks and bonds has real bite. With this
stick, as of 2014, more than 80 countries, including China and Russia, and
more than 77,000 financial institutions had agreed to comply.136 The idea
behind FATCA has spread to the rest of the world: by early 2016, 97
countries (but not the United States yet!) had agreed to automatically
exchange information on residents’ assets and incomes beginning in 2017
or 2018, with the FATCA rules as a template for what some refer to
informally as GATCA or the “Common Reporting Standard” (but which is
formally called the OECD Standard for Automatic Exchange of Financial
Account Information).137

While FATCA certainly represents real progress in the fight against
offshore tax evasion, Zucman argues that it has a number of important
holes.138 First, even with information sharing, it is not always possible to
identify the individual owners of offshore accounts, especially because
accounts are often registered in the names of “shell corporations,” the
ownership of which can be difficult to trace. Second, it can be quite difficult
to monitor whether foreign financial institutions are complying in a
complete and honest fashion. Without looking at the bank’s internal records,
how is one to know whether the bank is really sharing all of the relevant
information? The holes in the Common Reporting Standard are even more
significant, given that it does not yet involve any sanctions against financial
institutions or countries that do not cooperate.139

For these reasons, Gabriel Zucman argues that the ultimate solution to
these issues will have to involve the creation of a unified and transparent
worldwide register that records the owners of financial wealth, accessible to
tax authorities around the world and managed by an international agency
such as the International Monetary Fund. Many private registries, such as
the Depository Trust Company in the United States and Clearstream in
Europe, already exist to record who really owns various assets such as
corporate stocks and bonds, as that information needs to be recorded
somewhere in order for ownership of the assets to be secure. But these



private institutions do not share information with tax authorities. Zucman
argues that governments should cooperate to take over and merge these
registries so that tax authorities can trace ownership of assets to individuals
in a reliable fashion.140 It is hard to envision achieving the extent of
international consensus needed to make this happen, nor have the practical
problems of implementation yet been seriously addressed.

These issues all became front page headlines in April 2016, when it was
revealed that 2.6 terabytes of data from Mossack Fonseca, a Panamanian
law firm that specializes in setting up shell companies, had been leaked to a
German newspaper that then turned them over to the International
Consortium of Investigative Journalists. These data, known as the “Panama
Papers,” shed unprecedented light on the shadowy worlds of shell
corporations, offshore tax evasion, criminal money laundering, and
networks of political corruption. Shell corporations can be used for
legitimate purposes, but they are often used to make ownership of offshore
accounts less transparent. This helps some wealthy individuals evade taxes,
and helps corrupt politicians and their associates keep the proceeds of their
unscrupulous activities out of sight, so as to avoid the scrutiny of their
citizens. For example, the papers revealed that associates of Russian
president Vladimir Putin had about $2 billion hidden in offshore shell
companies. Offshore wealth of important political figures and their relatives
and associates in many other parts of the world, including China and the
Middle East, along with 29 billionaires included in the Forbes list of the
500 wealthiest people in the world, was also exposed.141 This evidence was
a reminder that wealth hidden in offshore accounts is a particularly
important problem in the parts of the world where corruption is most
endemic. Zucman estimates that the share of financial wealth held in
offshore accounts is as high as 30 percent for Africa, 52 percent for Russia,
and 57 percent for the Gulf countries.142

Interestingly, at least initially, a disproportionately small share of people
revealed to be using Panamanian shell corporations to hide wealth were
Americans. This might reflect the fact that Americans have numerous other
places where they can set up shell companies, together with the fact that the
United States signed a trade agreement with Panama in 2010 that obliged
Panama to share information on ownership of companies with the United
States, making Panama a relatively unattractive place for Americans to set
up shell companies.143



Ironically, in light of aggressive efforts by the United States to stamp out
bank secrecy in other countries, in recent years U.S. states such as
Delaware, Nevada, Wyoming, and South Dakota have become leading
destinations for the wealth of foreigners who wish to evade their own
countries’ taxes. These states have laws that facilitate the establishment of
anonymous shell companies, accounts that are kept secret from foreign
authorities, or both. The refusal of the United States to comply with foreign
efforts such as the Common Reporting Standard or to compel U.S. financial
institutions to automatically share information with foreign tax authorities
makes this possible. This led one U.S. lawyer involved in setting up such
accounts to say that “the U.S. is effectively the biggest tax haven in the
world.” The U.S. Department of the Treasury is working on regulations that
would comply with the OECD Common Reporting Standard, but opposition
from congressional Republicans and the banking industry has derailed such
efforts in the past.144

How the IRS Operates
Widespread evasion endangers the fairness of how we tax ourselves and
may have a substantial economic cost. Thus, an enforcement agency like
the IRS is a necessity for any tax system. But how should it operate, and
how intensively should we track down and penalize tax evasion?

Mention the IRS, and most people think of the dreaded tax audit. But you
may be surprised to learn that the IRS now examines slightly less than 1
percent of all individual tax returns and only slightly more than 1 percent of
corporation income tax returns.145 This fraction has declined dramatically
over the last three decades; it was typically about 4 percent during the
1960s.146

Does this mean that if you file your tax return and happen to omit
reporting your salary, there is only about a 1 in 100 chance of being caught
in the act? Absolutely not, for several reasons.

First of all, the IRS does not just pick out of a hat which returns to audit,
which would mean that everyone has the same chance of being audited.
Instead, the probability that a return will be examined is influenced by a
carefully developed secret formula, called the discriminant index formula
(DIF). This formula assigns a score to each return that reflects the estimated
likelihood of significant noncompliance for that taxpayer, based on the



amounts stated on the return for each type of income and deduction.
Returns that fit the profile of those that have a significant dollar amount of
evasion are the most likely to be examined. For example, in fiscal year
2014, the fraction of returns audited was 1.0 percent for people with some
business income and income under $25,000, but was 2.7 percent for those
with some business income and income above $200,000.147 Among very
large corporations, most are audited every year by a team of IRS examiners.
In 2014, 84.2 percent of the 494 corporations with assets exceeding $20
billion were audited, compared to only about 1.0 percent of corporations
with assets below $5 million.148

Audits are by no means the only way the IRS checks on the accuracy of
tax returns. Another important tool for the IRS is information reporting. For
example, employers are required to send information reports on wages and
salaries for all their employees to the IRS. The IRS computers then match
up most of these information reports against tax returns. About 76.5 percent
of the audits that go into the 1.0 percent audit rate for all individual returns
mentioned above refer to correspondence by tax examiners generated by
computer matching of returns to information reports.149 If the computer
detects a discrepancy, a computer-generated notice is automatically sent out
to the taxpayer asking him or her to pay up or provide an explanation. Most
interest and dividend payments and pension disbursements are also subject
to information reporting. It is therefore no accident that these types of
income, together with wages and salaries, have near 100 percent
compliance rates, as reported in table 5.1. In fiscal year 2014, the IRS
received 2.3 billion information reports, 86 percent of which were
transmitted in electronic form.150 The increased use and efficiency of
computer checks based on information reporting has clearly substituted, to
some extent, for the decline in face-to-face audits.

Another major enforcement tool of the IRS is withholding of taxes on
wage and salary income, a practice it has followed since 1943. All firms
above a certain size are required to remit payments directly to the IRS based
on an estimate of the personal income taxes owed by their employees on
their labor income. In 2013, 86 percent of personal income tax liability was
withheld in this manner.151 The amount withheld for an employee is usually
greater than actual tax liability over the course of the year, so the vast
majority of individual taxpayers (78 percent of all returns in 2012) receive a
refund.152 This creates an added incentive for taxpayers to file their returns



in a timely manner. Withholding and remittance by employers is an
effective enforcement tool because it allows the IRS to concentrate its
resources on collecting taxes from a relatively small number of firms that
have sophisticated accounting capabilities rather than from a much larger
number of individuals.

Together, information reporting and withholding are powerful
enforcement tools. A stark illustration of that is provided by the IRS study
of the tax gap during the years 2008–2010. As shown in table 5.1, it
separates taxable income into four types depending on the extent to which
the income is covered by information reporting and withholding and
calculates a misreporting rate for each. For income (such as wages and
salaries) subject to both withholding and substantial information reporting,
the misreporting rate is just 1 percent. For income not subject to
withholding, the misreporting rate is 7 percent and 19 percent, respectively,
for income subject to substantial and “some” information reporting.
Strikingly, the misreporting rate is 63 percent for income (such as self-
employment income) not subject to withholding and subject to “little or no”
information reporting.153

The Housing and Economic Recovery Tax Act of 2008 expanded the
scope of information reporting to credit card receipts of most small- and
medium-sized businesses. As a result, since 2012, financial firms that
process credit or debit card payments have been required to send to their
clients and, more importantly, to the IRS, an annual form documenting the
previous year’s transactions. This documentation requirement is designed to
improve compliance for the category of income that had a 63 percent
misreporting rate in 2008–2010 in table 5.1, by enabling the IRS to
compare information on payments to a firm through credit and debit cards
with the income that the firm reports to the IRS, and to investigate cases
involving large discrepancies.154

Of course, not all misstatement of tax liability is intentional; taxpayers
make mistakes in both directions. One additional way the IRS makes sure
the proper tax liability gets paid is by helping taxpayers understand and
comply with the tax law. For this reason, the IRS makes help available over
the phone and on the Internet and operates education and outreach
programs.



Why More Enforcement May Not Be the Answer
With a net tax gap of at least $406 billion, why don’t we devote more
resources to enforcement? Wouldn’t this make the tax system fairer and
more efficient and generate money that could be used to reduce the national
debt, cut tax rates, or advance some other worthwhile purpose? The answer
is that, although extra enforcement may indeed bring many benefits, we
must also consider the costs. Just as stationing a police officer at every
corner would certainly reduce street crime, more audits and higher penalties
could almost certainly make a dent in the extent of tax evasion. But as a
society, we choose not to have police everywhere and not to impose the
death penalty for minor infractions. We accept some level of crime because
we judge that the benefits of eliminating crime would not outweigh the
costs of achieving zero crime. The same is true of the crime of tax evasion.

Would the benefits of extra enforcement by the IRS outweigh the costs?
One analysis has suggested that for every extra $1 the IRS spends on
auditing returns, it could gain between $4 and $7 of additional revenue
directly from the audited returns.155 Such a yield could not be achieved
immediately because time would be needed to train new agents, but it is
plausible that eventually the gain could be realized. Indeed, this amount
probably underestimates the potential revenue yield because it doesn’t take
into account the deterrent effect of extra enforcement. For instance, if the
audit rate were increased, the greater likelihood that evasion would be
detected probably would persuade some people who were not audited to
become more compliant.

Although a 4-to-1 or a 7-to-1 ratio of extra revenues collected to spending
is certainly impressive, this comparison does not correctly compare the true
costs and benefits of engaging in extra enforcement and, for that reason, we
should not jump to the conclusion that tax enforcement ought to be vastly
expanded. An apples-and-oranges fallacy is lurking here. The expenditure
on expanded IRS enforcement activities certainly represents a real resource
cost to the country: the people and computers doing the auditing could be
employed elsewhere in the economy to produce valuable goods and
services. But the increased revenue from greater enforcement does not by
itself represent a gain to the economy: $7 handed from a taxpayer to the
IRS does not create $7 worth of new goods and services, but rather transfers
control of the resources from taxpayers to the government.



To the extent it reduces evasion, increased tax enforcement does produce
important social benefits by establishing a more efficient and equitable tax
system. The benefits of reduced evasion, however, are not at all well
measured by the extra revenue that more enforcement will produce and are
less concrete than dollar revenue. Although the size of the tax gap and the
revenue yield from extra expenditures on the IRS are informative, by
themselves they do not resolve the question of whether the level of
enforcement is about right or whether it should be increased or decreased.

Bruno Frey of Zeppelin University in Germany has argued that heavy-
handed enforcement can even backfire to reduce tax compliance based on a
distinction between what he calls intrinsic and extrinsic motivation. With
intrinsic motivation, taxpayers remit their tax liability because they admire
“civic virtue”—they are dutiful. With extrinsic motivation, they do so
because they fear punishment. Frey argues that increasing extrinsic
motivation—say, with more punitive enforcement policies—can in some
situations “crowd out” intrinsic motivation by making people feel that they
pay taxes because they have to rather than because they want to. He
suggests that where the relationship between the individual and the tax
authority is seen as involving an implicit contract sustained by trust,
individuals will comply due to high “tax morale.” To sustain citizens’
commitment to the contract and therefore their morale, the tax authority
must act respectfully toward citizens and protect the honest from the free
rider. It does this, he argues, by giving taxpayers the benefit of the doubt
when it finds a mistake, by sanctioning small violations more mildly, and
by sanctioning large and basic violations more heavily.156

Problems at the IRS
The IRS has periodically been embroiled in controversies over excessive
intrusiveness and unfair treatment of taxpayers, with the 2013 accusations
of politically biased scrutiny of applications for a certain kind of tax-exempt
status being just the most recent case. These episodes have led to some
constructive reforms, but in conjunction with an increasingly polarized
political atmosphere, they have also contributed to a political environment
where the IRS has not been allocated the budgetary resources to keep up
with an increasingly difficult job, with negative consequences for
enforcement of the tax code and service to taxpayers.



For every anecdote about flagrant tax evasion, there is another about
heavy-handed IRS handling of a taxpayer. Some taxpayers are concerned
about the intrusiveness of the IRS into their lives. Balancing the rights of
taxpayers against the desire for an equitably enforced tax system raises
critical issues of, among other things, privacy. Many Americans do not
want the IRS to get “too good” at its job and legitimately object to
procedures that would facilitate enforcement of the tax law.

In 1997 and 1998, Congress held highly publicized hearings that
highlighted supposedly inappropriate practices by the IRS. Spurred on by
the hearings, Congress enacted and the president signed the Internal
Revenue Service Restructuring and Reform Act of 1998. This act set up an
oversight board for the IRS that includes six private sector members,
ordered the IRS to undertake major organizational restructuring and
management changes, and included several provisions designed to improve
service provided to taxpayers by the IRS and to protect taxpayers’ rights.
Most controversially, the new law shifted the burden of proof in civil court
cases from the taxpayer to the IRS.

While we can’t expect an agency tasked with making people pay their
taxes to be particularly popular, public opinion polls do suggest that, at
least until recently, Americans’ satisfaction with the IRS had been
improving a bit since 1998. The share of Americans who said in public
opinion polls that they had a “favorable” opinion of the IRS had dropped
from 51 percent in 1983 to a nadir of 32 percent in 1999, shortly after the
congressional hearings on IRS abuses, but gradually recovered to 47
percent by 2010, perhaps reflecting some combination of the IRS’s “kinder
and gentler” approach and some improvements in IRS “customer
service.”157 A 2012 poll by the IRS Oversight Board asked people about
their own interactions with the IRS. Forty-one percent of respondents said
they were “very satisfied” with these interactions, 35 percent said they were
“somewhat satisfied,” and only 15 percent said they were “not very
satisfied” or “not at all satisfied.”158 Whatever progress the IRS was
making in public perception was dealt a blow in May 2013, when IRS
officials acknowledged that low-level IRS employees reviewing
applications for a particular kind of tax-exempt status had targeted certain
applications for extra scrutiny in a way that suggested bias against
conservative organizations. This led to high-profile congressional hearings,
the resignation of the acting Commissioner of the IRS along with some



other senior IRS officials, and harm to the reputation of the IRS and the
Obama administration.

To understand what this rather complex scandal was about, one needs to
know something about the tax laws governing tax-exempt organizations,
and also about campaign finance law. In general, only donations to
charitable organizations that do not participate in political campaigns for
public office are eligible to be itemized deductions on individual income tax
returns. Donations to other organizations, such as political parties and
political action committees, are not tax deductible. Campaign finance laws
distinguish between those organizations that must disclose the names of
their donors, and those that need not, and this distinction was the crux of the
2013 kerfuffle. The Supreme Court’s 2010 decision in the “Citizens United”
case invalidated portions of campaign finance reform laws that had imposed
limits on political contributions by corporations and unions. Ever since
then, the IRS has been flooded by applications for 501(c)(4) status (which
does not require organizations to disclose donors’ names) from
organizations that were arguably ineligible for this status because they were
“primarily” involved in attempting to influence election outcomes. A
prominent example of such a 501(c)(4) organization is Crossroads GPS, for
which Karl Rove (formerly George W. Bush’s chief political adviser) plays
a large role; Crossroads spends millions of dollars on political ads during
election seasons. In an effort to comply with the letter of the law, they are
careful to only produce ads that attack candidates’ positions on policies,
rather than directly calling for the defeat of particular candidates. But there
is considerable controversy over whether organizations such as Crossroads
are primarily engaged in influencing elections, in which case they should
instead be classified as “527” organizations, which do have to disclose their
donors. This sort of thing led to calls for greater IRS scrutiny of
applications of 501(c)(4) status.159

The 2013 scandal arose because low-level IRS employees tasked with
reviewing a huge backlog of 501(c)(4) applications searched for certain
“key words” to help them identify which applications deserved closer
scrutiny, so as to determine whether they were violating the stipulation
against too much political activity. Such targeted applications tended to be
subject to long delays and many intrusive requests for further information.
Initial reports suggested that targeted applications were disproportionately
those involving terms, like “tea party,” that would tend to single out



conservative organizations. It was later revealed that the IRS employees
were also using terms associated with liberal organizations, such as
“progressive,” to help flag applications for closer scrutiny. Critics still
maintained that the probability of scrutiny and delay was greater for
applications by conservative organizations. Everyone seemed to agree that
it was wrong for the IRS to treat applications by political groups in a way
that was not evenhanded, and the scandal resonated with the public partly
because it recalled dark episodes in the past, such as when President Nixon
apparently ordered the IRS to conduct audits of political opponents. There
was never any credible evidence to suggest that the Obama administration
had been involved in any way in the decisions about which applications for
501(c)(4) status to review; most evidence suggested that this was an issue
of overwhelmed low-level employees exhibiting poor judgment, rather than
an effort to promote a particular political agenda.160

To address these and other problems at the IRS, the National Taxpayer
Advocate issued reports proposing a long list of specific reforms at the IRS,
while also calling for an increase in the IRS budget to give it sufficient
resources to operate in a way that would better protect taxpayers’ rights
(e.g., by substantially reducing long delays when reviewing applications). It
is unclear whether any of these reforms will be implemented, and if
anything it appears that the IRS budget will continue to shrink. In late 2013,
the Treasury and IRS proposed revised regulations in an effort to establish
clearer and more objective criteria for defining unacceptable types of
political activity for 501(c)(4) organizations. These proposals were
immediately criticized by Republicans as a threat to free speech. At the time
we wrote this in August 2016, the Treasury and IRS were still reviewing
over 150,000 public comments on the proposed regulations, and were
planning revisions before putting the new regulations into effect.161

The scandal did serious damage to the reputation of the IRS. In May
2013, 43 percent of respondents to a Gallup poll said the IRS was doing a
“poor” job, up from 20 percent in July 2009. The same month, a Fox News
poll found 57 percent of respondents said the amount of confidence they
had in the IRS was “not much” or “none at all,” which was up dramatically
from 32 percent in May 2003.162 On October 27, 2015, a group of
Republicans in the House of Representatives sponsored a resolution to
impeach IRS Commissioner John Koskinen, citing his failure to follow up



on this episode; it was denounced by Democrats as “political
grandstanding.”

While most headlines about the IRS in 2013 related to this scandal,
reports by the National Taxpayer Advocate and the Treasury’s Inspector
General for Tax Administration also called attention to worrisome declines
in the quality of IRS service and its ability to fairly enforce the tax code,
which they attributed to sharp reductions in budget and staff, despite
increasing demands on the agency.163

Resources devoted to the IRS have been growing more slowly than the
economy, and considerably more slowly than its responsibilities, for a long
time. Between the 1992 and 2014 fiscal years, the share of GDP spent on
the IRS shrank by 34 percent, from 0.102 percent to 0.067 percent, and the
number of IRS employees declined by 29 percent, despite a 28 percent
increase in the number of individual income tax returns processed by the
IRS.164 In the meantime, the complexity of the tax law and the
sophistication of abusive tax shelters and other means of evading taxes has
certainly not decreased at all. Moreover, the IRS recently has been tasked
with implementing an increasing number of social policies incorporated
into the tax code––including refundable tax credits for low-income people
and portions of the Affordable Care Act (because approximately 50 of its
500 total provisions are in the Internal Revenue Code).165 IRS resources
have declined particularly sharply in recent years. Between fiscal years
2010 and 2015, the IRS budget was cut by 17 percent in real terms and the
IRS training budget was cut by 83 percent.166 Between fiscal years 2010
and 2014, the number of IRS employees decreased 11 percent.167

One consequence of reduced IRS resources has been an apparent decline
in enforcement activity. The percentage of corporate returns audited fell
from 2.7 percent in 1997 to 1.3 percent in 2014. Audits of individual returns
went from 1.3 percent of returns in 1997 to 0.9 percent in 2014.168 The
Treasury Inspector General for Tax Administration reports that between
fiscal years 2010 and 2013, IRS enforcement revenue fell by 7 percent,
from $57.6 billion to $53.3 billion.169 The apparent decline in resources
devoted to enforcement, relative to the difficulty of the task, poses the
danger that tax evasion will increase as people respond to the incentives
created by a reduced probability of being caught or punished, and as public
confidence that other people are paying their legally required taxes declines.



There is also evidence that the quality of service provided by the IRS has
eroded over time as its budget has not kept up with increasing demands on
the agency. Between 2004 and 2014, the percentage of taxpayers seeking to
speak on the phone to an IRS “customer service representative” who
actually succeeded in getting through to such a representative declined from
87 percent to 64 percent, and the average waiting time to speak to such a
representative increased from 3 minutes to 20 minutes. The IRS has also
eliminated the opportunity for low-income and elderly people to get help
completing their tax returns at IRS walk-in centers, has stopped answering
tax law questions over the phone in a tax year after April 15, and has
sharply reduced the set of tax topics it is willing to discuss over the phone
before then. Increasingly, taxpayers must turn to expensive private tax
preparers for help. While most private tax preparers behave in a
professional manner, there are growing concerns about unqualified,
unscrupulous, and fraudulent private tax preparers. About half of all private
tax preparers are not enrolled with the IRS, and IRS efforts to regulate these
preparers have been stymied by a federal court ruling in 2013 declaring that
the IRS does not have the authority to regulate them.170

What Facilitates Enforcement?
Congress has handed the IRS a difficult if not impossible task—to fairly
and efficiently administer a tax code that is plagued with inequities and
complexities. Just as bill collectors are never popular, the IRS will never be,
but the tax enforcement process could be less painful and costly if the tax
system were different. What features of a tax system facilitate enforcement?

As we discussed earlier in this chapter, some of the aspects that make a
tax system simpler also facilitate enforcement. Information reporting and
also tax withholding and remittance at the source of payment are the best
examples. The effectiveness of these measures is amply demonstrated by
compliance rates that are vastly higher for income that is subject to them
(such as employee wages and salaries) than for income that is not (such as
income of informal suppliers), shown in table 5.1. Another feature that
facilitates enforcement is limiting the number of credits, deductions, and
other non-revenue-raising aspects of the tax system that stretch IRS
resources. But a number of other factors also strongly influence the
effectiveness of tax enforcement.



At first blush, the most direct cause of tax evasion might seem to be high
tax rates. To lower evasion, therefore, why not simply lower tax rates? This
is too simplistic an answer when a fixed amount of revenue must be raised.
A more appropriate question is whether evasion would be curtailed if
marginal tax rates were reduced, holding revenues constant, either by
making the system less progressive or broadening the base. In either case,
the quantitative evidence is not decisive. Even on theoretical grounds, the
argument that lower tax rates reduce evasion is not certain. This is a case
where economists hesitate to accept something that is a no-brainer for most
everyone else. But bear with us for a second, and consider the following
argument. If penalties for detected evasion are proportional to the
understated tax, then lowering the tax rate automatically proportionally
lowers the penalty for a dollar of evasion; thus the terms of the tax-evasion
gamble—the gain if undetected relative to the cost if caught—remains
unchanged, making the effect on evasion indeterminate.171 Furthermore, for
some kinds of evasion, such as non-filing, the marginal tax rate is
immaterial because the entire tax liability is at stake; what matters is the
average tax rate that would apply to the reported income.

Much of the tax evasion in our country occurs on types of income that are
difficult for the IRS to monitor. Self-employment and small business
income are the most important examples. Some types of capital income are
also relatively easy to conceal, at least when compared to wages and
salaries. Thus, in some sense the tax system could become considerably
easier to enforce if we simply give up on trying to tax some of these types
of income. For example, a retail sales tax, VAT, or Hall-Rabushka flat tax
(discussed in chapter 7) would not attempt to tax capital income;
furthermore, most VAT systems exempt from tax all businesses below a
certain size.

This observation is reminiscent of the assertion that drug crimes could be
eliminated by legalizing drugs. In this analogy, the crime is evading taxes
on capital income, which could be eliminated by making this type of
income exempt from taxation. Whether this is vertically equitable is
questionable—capital income is disproportionately received by affluent
families—but it would at least improve horizontal equity between honest
and dishonest people who earn capital income. Keep in mind, though, that
even “legalization” solutions like this have enforcement problems of their
own, particularly when they are introduced in a piecemeal fashion. For



example, eliminating all tax on difficult-to-enforce capital gains would
greatly increase the incentive to convert ordinary income into capital gains
and would thus put more, rather than less, pressure on enforcement.

A complex tax system makes complying with the rules more difficult for
conscientious taxpayers. It is also frustrating and puts people in less of a
mood to comply. Moreover, if people feel that other taxpayers are taking
advantage of complexity to avoid paying their “fair share,” they may feel
less morally obligated to pay their own taxes honestly. Evidence from
surveys and laboratory experiments provides some support for this notion,
although the evidence does not speak with one voice.172

These arguments are often cited by advocates of simpler alternatives to
the income tax, such as the flat tax, and they undoubtedly have some merit.
Simplifying the tax code could well improve people’s attitudes toward
compliance. But we can’t rely entirely on public goodwill. It’s unclear
whether moving to a streamlined tax system that is perceived to be fairer
would by itself have a dramatic impact on compliance, and it certainly
wouldn’t eliminate the need for an enforcement authority, as some have
implied.

The more that taxpayers are required to document their incomes and
deductions, the easier it is for the IRS to ensure that people’s tax liability is
accurate. The current requirement that a Social Security number be
provided for each dependent exemption is one particularly effective
example. But for most types of deductions, such as those for charity or for
employee business expenses, the IRS only requires a taxpayer to supply
documentation in the event that the taxpayer is audited. Requiring
documentation for more items would curtail evasion and improve the
accuracy of tax liabilities. For example, analysis of 2001 randomized IRS
audit data from the United States suggests that about 16 percent of cash
charitable donation deductions claimed in that year represented
misreporting, and there is solid evidence that when France started requiring
more documentation to claim tax benefits for charitable donations, it
dramatically reduced overreporting of such donations.173 A potentially even
more effective approach would be to have the IRS check most or all returns,
requiring taxpayers to provide some justification for each item. This may
seem far-fetched, but in the Netherlands, the tax authority has in the past
audited every single personal income tax return, at least briefly.174



Of course, requiring more documentation from taxpayers and expanding
auditing could make the taxpaying process considerably more complicated
for both the taxpayer and the IRS, even as it cuts down on evasion. In this
case, there is a clear trade-off among the multiple objectives of tax policy.
In other situations, costs of enforcement can be transferred from the
government budget to the private sector with substantial flexibility. For
example, requiring more documentation of taxpayers who make some
personal use of a business car may facilitate monitoring this behavior, but it
certainly increases the taxpayers’ cost of compliance. For a given degree of
enforcement effectiveness, whether this is a good idea depends on whether
the sum of these costs declines. Shifting the costs off the budget onto the
taxpayers does not necessarily constitute an improved process.

Conclusion

Other things equal, a tax system should be simple and enforceable. In some
cases, such as requiring more taxpayer documentation, efforts to achieve
one of these goals are costly in terms of the other. But many policies can
foster both goals. For example, settling for rough justice and getting rid of
all of the bells and whistles in the tax code would clean up the tax base,
making the system simpler and easier to enforce. So would more dramatic
changes, such as moving to a single rate or changing to a business-remitted
consumption tax, especially to the extent that they would allow wider use of
withholding and less involvement of individuals in the taxpaying process.
The simplicity and enforcement benefits of these approaches are a major
reason that they are often at the heart of radical tax reform proposals. But
what else is sacrificed by moving to these simpler ways to tax ourselves?

One important lesson of the past three chapters is that policy debates
often involve conflicts and trade-offs among the criteria by which we
evaluate the tax system. More progressivity generally is accompanied by
greater disincentives to work and to otherwise seek economic advancement.
More fine-tuning of the tax system to achieve equitable sharing of the tax
burden has a cost of complexity. Many of the most radical and most
simplifying tax reform options abandon or sharply reduce progressivity, and
they eliminate all or nearly all personalization of the tax burden. Others
would maintain or increase the existing degree of progressivity while still



arguably reducing complexity and increasing enforceability and efficiency
substantially. In the next chapter, we turn to the elements that many tax
reform plans have in common, and in subsequent chapters we consider
particular approaches to tax reform and how they balance the competing
objectives of the tax system.
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6 Elements of Fundamental Reform

In this chapter, we examine the common elements of many proposals for
fundamental tax reform. We frame this exercise by analyzing the
components of so-called flat taxes, a moniker proudly adopted by many
reform proposals that may differ tremendously from each other.

There are three possible distinct dimensions of flatness in a tax—a single
tax rate, a consumption tax base, and a clean tax base. The single rate is
what most people pick up on, but the other two dimensions would represent
even more fundamental changes in the way we tax ourselves. The essential
distinguishing feature of a consumption tax base is that it eliminates
distortions to incentives for saving and investment—in effect, making the
rate of taxation on consumption at different points in the life cycle flat.
Cleaning the tax base often means flattening tax rates across different
choices, for example by removing various exemptions, deductions, and
credits that arguably create economically inefficient or inequitable variation
in tax rates across choices, and contribute to complexity. It can also mean
cleaning up messy aspects of the tax system that lead to arbitrary
differences in effective tax rates across different methods of saving and
investing, so that tax rates are once again flatter and more uniform across
choices. Examples of such messiness include the double taxation of
corporate income, the uneven treatment of debt versus equity, depreciation
deductions that differ from economic depreciation, the realization-based
taxation of capital gains, and estate taxation. Some proposals seek reform in
all three dimensions; other plans focus on only one or two of these aspects.
In what follows, we consider each of these elements of fundamental tax
reform in detail.

A Single Rate



The most eye-catching feature of flat taxes is the flat rate. In place of our
current income tax system of graduated tax rates that increase with higher
incomes, all or most taxpayers under a flat tax system would be subject to a
single rate of tax. Other reform proposals would flatten the rate structure,
without moving to just one rate, by cutting the top rate of tax and thus
reducing the range of tax rates. Because in most flat tax proposals the single
rate applies only to the base in excess of some exemption level, even these
are really a form of graduated tax, with an initial bracket to which a zero tax
rate applies, plus an open-ended bracket subject to a single tax rate. Under
such a system, the ratio of tax liability to the tax base (i.e., the average tax
rate) is zero until the exemption level is reached and then increases
gradually with the tax base until, for very high incomes, the average rate is
nearly the single rate. Moreover, the degree of progressivity can be varied
by adjusting the level of tax-exempt income and the tax rate. A flat-rate tax
that exempts all income below $100,000 and levies a 50 percent tax on
income above $100,000 is considerably more progressive than a flat tax rate
that exempts only $10,000 of income and levies a 20 percent tax above that.

To distinguish this aspect of flatness from the others, we refer to a tax
system with one tax rate as a single-rate tax. Replacing the graduated tax
rates with a single rate can be accomplished independently of any and all of
the changes in the tax base we discuss below that are often associated with
flat tax proposals. A single rate, or flattened rates, can be applied to a
narrow, preference-ridden base or to a broad, clean base, and it can be
applied to all of income or just to the portion that is consumed. Similarly,
we can certainly clean up the tax base while maintaining graduated rates
and implement a consumption tax in a way that allows us to preserve
graduated rates.

If nothing else changed, replacing the graduated income tax rate structure
with a single tax rate would make the distribution of tax liabilities
dramatically less progressive. Figure 6.1 illustrates this point. The thick
black line depicts how average income tax rates varied with adjusted gross
income in 2013 for typical married couples with two children who have
average deductions, capital gains, and dividends for their income levels, and
earn the rest of their income from wages and salaries.1 One thing to note
about current law is that tax liability is negative for low-income families,
due mainly to the refundable portions of the Earned Income Tax Credit and
the Child Tax Credit. A second is that the tax-exempt threshold is already



quite large: in 2013, a couple with two children did not face any positive
income tax liability until its income reached just above $48,300. Third,
above that tax-exempt threshold, income tax burdens were still distributed
very progressively, as marginal rates in 2013 gradually rose from 10
percent at the lowest levels of taxable income up to 39.6 percent above
$450,000. As a result, average tax rates continue to rise well into the upper
end of the income distribution.

Figure 6.1 Effect of a revenue-neutral elimination of graduated tax rates,
tax credits, the AMT, and reduced tax rates on capital gains and dividends
on average personal income tax rates for typical married couples with two
children in 2013.

Source: Authors' calculations based on data from Internal Revenue Service Statistics of Income—
2013 Individual Income Tax Returns, Publication 1304 and Bakija (2016).

The dashed line in figure 6.1 illustrates the effects of switching to a
single-rate tax with a large tax-exempt threshold, in the spirit of some flat



tax proposals floated in recent years. To isolate the effects of switching to a
single rate from the effects of other components of tax reform, we eliminate
the main features that contribute to the current system’s progressivity or that
create multiple marginal tax rates—the graduated rate structure, tax credits,
reduced marginal tax rates on capital gains and qualified dividends, and the
alternative minimum tax—but keep all the existing deductions, personal
exemptions, and exclusions. We calculate that to raise the same revenue as
the income tax did in 2013, such a tax would require a tax rate of
approximately 17.8 percent.2 The standard deduction and personal
exemption would continue to provide a large tax-exempt threshold
($27,800) for these families. The exemption of the first $27,800 of income
from tax makes the distribution of tax burdens somewhat progressive (i.e.,
average tax rates do rise with income), but it is significantly less
progressive than the current system. The reform makes a family with
$20,000 of AGI worse off by about $7,400, or 37 percent of AGI, by
eliminating refundable credits. For a family with $75,000 of AGI, tax
liability goes up by about $4,400, or 6 percent of AGI, mainly due to
replacing the 10 percent and 15 percent tax brackets with a flat 17.8 percent
tax rate and eliminating the Child Tax Credit. A family with $1 million in
AGI, by contrast, gets a tax cut of about $111,000, or 11 percent of AGI.

This exercise points out starkly how much the impact of a single-rate tax
depends on exactly what rate is enacted, to what extent the rate change is
accompanied by measures that broaden the tax base, and whether tax credits
are preserved. In practice, most advocates of a flat tax are also advocates of
a flat, low tax rate, usually in the high teens or low twenties. As shown
above, switching to such a rate by itself, while still raising the same tax
revenue overall, would radically shift tax burdens away from upper-income
families and toward low- and middle-income families. The same conclusion
applies to flattened, but not literally flat, rate schedules. In either case one
must cut back on exclusions and itemized deductions that
disproportionately benefit upper-income families if one wishes to mitigate
the negative impact on low- and moderate-income families through tax
credits and larger exemptions, while raising the same revenue as the
existing system. Even with substantial base broadening, however, it would
be practically impossible to design a tax system with a single rate that is
significantly below the current top rate of 39.6 percent that replicates the



current tax liabilities on people with extremely high incomes. As a result,
somebody else will have to owe more in taxes.

Why flatten the rate structure, or go whole hog to a single rate? Perhaps
the most commonly cited reason is to improve economic incentives. Raising
the same amount of revenue with a more graduated rate structure requires
that, on average, people face higher marginal tax rates, which, as discussed
in chapter 4, can discourage work and saving and cause a whole host of
other economic distortions and inefficiencies. Thus, tax policy design must
confront a trade-off between progressivity and economic prosperity. In
principle, improved economic growth could eventually compensate some of
the people who initially face higher tax burdens as a result of switching to a
less graduated rate structure. As shown in chapter 4, however, the economic
costs of progressivity are uncertain and are almost certainly not as high as
they are often made out to be by many political advocates of a flat rate.
Other things being equal, lower marginal rates are better for the economy,
but economics reveals nothing magical about a single rate. For example, the
economic cost of having two low marginal rates—say, 15 percent and 25
percent—is not likely to be significantly higher than the cost of a single 20
percent rate.

Some argue that a single-rate tax structure is “neutral” toward
distributional issues and thereby avoids “class warfare.” By advocating a
single rate, they suggest they are transcending the controversy over fairness
and are promoting the system that maximizes economic performance.
Neither of these arguments is correct. A flat-rate tax with a low rate
generates a distribution of tax burdens that is less progressive than the
current graduated tax rate structure, but it certainly affects the distribution
of income and is not neutral in any meaningful sense. The only tax system
that would truly eliminate all the economic costs of taxation is a lump-sum
tax under which tax liability, not the tax rate, is the same for everyone, rich
or poor. In place of all federal taxes, we could have a fixed annual charge of
$12,795 per adult, whether that adult is Mark Zuckerberg, a homeless
person, or you.3 This eliminates any tax penalty tied to work, saving, or
investing. Presumably, the reason that the proponents of a single-rate tax
prefer it to a lump-sum tax is that they find the latter abjectly unfair (or else
they are too timid to admit the opposite). Thus, the single-rate tax structure
already reflects a balancing between equity and efficiency. A two-rate or
multiple-rate structure reflects another balancing, as does a lump-sum tax.



We can argue about how best to make this balancing, but no tax system
avoids this trade-off, and any tax system takes a stand on distribution.

When it comes to simplicity and enforceability, however, there is indeed
something special about a single rate, although it’s not what most people
think. As discussed in chapter 5, a single rate doesn’t really simplify your
tax return; in fact, applying the tax rate schedule to your taxable income to
calculate how much you owe is the least complicated part of the whole
taxpaying process and is automatic for the majority of returns filed using
software. The real advantage of a single-rate tax structure is that it
facilitates much simpler, business-based, systems of collecting taxes under
which no individuals need file tax returns or remit taxes to the tax authority.
Even under an income tax that nominally features an individual tax
component, a single rate makes it easier to rely on employers withholding
and remitting taxes on behalf of employees, banks withholding and
remitting on behalf of those who receive interest, and so on, a major
simplification and enforcement advantage.

Reducing the disparity of tax rates also reduces the incentives for
individuals to shift taxable income from high-rate to low-rate taxable
entities and from high-tax to low-tax periods. Moreover, it minimizes the
horizontally inequitable treatment accorded to those with fluctuating
incomes. Under a graduated income tax, comparing two families with the
same lifetime income, the one with fluctuating income will pay more total
tax than a family with a more stable income flow; a flatter-rate system
reduces this disparity.

Although these are important advantages, it’s debatable whether they
offset the distributional consequences of a low flat rate, and economic
reasoning alone cannot resolve the question. Moreover, adding another rate
on top of the main flat rate doesn’t entirely destroy the simplicity
advantages. The United Kingdom greatly simplified its income tax system
by moving to a single rate for most people and improving its withholding
system but still retained a higher marginal rate for a small percentage of
high-income individuals.4 And having the same top rate across individuals,
businesses, and different types of income eliminates many of the
opportunities for complex income-shifting and tax-avoidance schemes,
even if there are graduated rates below that top rate.



A Consumption Base

The second element of many fundamental tax reform plans is to change the
system so that tax liability is triggered by consumption rather than by
income. Admittedly, non-economists do not associate this aspect of a tax
system with flatness. But to economists, a consumption tax imposes a
uniform (call it flat, if you like) tax on current consumption and future
consumption, in the sense that it does not alter the reward for postponing
consumption (that is, saving). In contrast, an income tax, because it taxes
the return to saving, makes consumption in the future more expensive than
consumption now. We explain further below.

What Is a Consumption Tax?
For some readers, the word consumption may conjure up memories of their
introductory college economics class, where they may have first
encountered consumption as being something other than an old-fashioned
word for tuberculosis. Consumption is just economists’ language for what
people do when they use up (i.e., consume) goods and services. A
consumption tax simply means that the tax base is consumption, as opposed
to income, wealth, or some other concept.

There are many ways to measure consumption, and many varieties of
consumption tax. Because annual income—for a family or for the country
as a whole—is equal to annual consumption plus saving, consumption can
be measured directly or, alternatively, by subtracting saving from income. It
is also true by definition that the total income of a country equals the value
of output of factors of production (labor and capital) owned by its residents,
and the amount of saving done by a country equals the amount of
investment on which its residents have a claim to the returns, and so another
way of measuring consumption is output minus investment. Note that,
following the convention in economics, the term investment here refers to a
business purchase of a capital good such as a plant or equipment, and not a
portfolio choice such as an individual purchasing some General Electric
stock.

Varieties of Consumption Tax



To make our discussion more concrete, let’s consider some examples of
consumption taxes. The retail sales tax is the type most familiar to
Americans, as almost all states already levy one. Under this approach, tax
liability is triggered by the final sales of goods and services at the retail
level, and the tax is collected entirely from retailers (that is, businesses that
sell directly to individual consumers).

The world’s most common consumption tax, the value-added tax (VAT),
is not levied in the United States. Instead of collecting tax only from
retailers, under a VAT businesses at each stage of the production and
distribution process must remit tax. Each firm pays tax on its “value
added,” which is simply its total sales minus the cost of the inputs it
purchases from other businesses. Because downstream businesses deduct
from their tax base all of their purchases from upstream businesses, all
business-to-business sales and purchases exactly cancel each other out, so
that the aggregate tax base is just final sales to consumers—the same as it is
with a retail sales tax.

A close relative to the value-added tax is what economists refer to as
“the” flat tax, or more specifically, the “Hall-Rabushka” flat tax, named
after its inventors. Businesses owe tax on sales minus inputs purchased, just
like under a VAT, but—unlike with a VAT—they can also deduct payments
to workers. The critical difference from a VAT is that workers owe tax on
their labor income at the same rate of tax as do businesses. Thus, the flat-
tax approach to taxing consumption is essentially equivalent to a VAT—the
only difference being that labor compensation is taken out of the business
tax base and then taxed separately, and at the same rate, at the personal
level. Under this tax system it is easier to introduce some progressivity by
incorporating a large exemption and perhaps graduated tax rates in the
personal tax on labor compensation. Further progressivity could be
introduced into this tax by imposing graduated tax rates on labor income, in
which case the tax is known as an “X-tax.”

Finally, under a personal consumption tax, each year individual taxpayers
would calculate and report both income and net saving, and the tax base
would be the difference between the two—that is, income minus saving,
which equals consumption. This kind of tax could easily accommodate tax
progressivity by applying a graduated rate schedule to the individual
consumption base. To get from the current system to a personal
consumption tax would require allowing the equivalent of unlimited



(traditional) Individual Retirement Accounts, so that all contributions to the
account (net saving) would be subtracted from the tax base, and all
withdrawals (dissaving) would be added to the tax base.

The various methods of taxing consumption differ in how they appear to
assign the tax burden among consumers, workers, and businesses, both
because the location of the official tax liability varies and because different
parties remit the tax (i.e., write checks to the IRS). As explained in chapter
3, however, except for implementation issues, these differences are
irrelevant to which people ultimately bear the burden of the tax and to its
economic effects. Thus, the different approaches have more in common
than it might appear on the surface. In chapter 7, we examine in more detail
how each of these approaches would work, explore the differences among
them, and evaluate them. Next, though, we focus on the many elements that
are common to all consumption taxes.

Consumption Taxes, Income Taxes, and Incentives to Save and
Invest
The key distinction between an income tax and a consumption tax is that
income taxes reduce the incentive to save and invest, whereas consumption
taxes do not. The easiest way to see this is to work through an example.
Suppose you get a $100 bonus at work and are trying to decide whether to
spend it today or to put it in the bank and save it for next year at a 10
percent interest rate. If there were no taxes, you’d have a choice between
consuming the $100 today or saving it so you have $110 next year, a 10
percent reward for saving.

Now let’s see how things change when there’s a single-rate 20 percent
income tax. If you choose to spend your raise immediately, you’ll get to
consume $80—your take-home pay after the income tax. If you decide
instead to save it, your $80 will earn an extra $8 in interest. An income tax,
however, subjects that interest to taxation as well. After taxes, you only get
$6.40 in interest—so your choice is between consuming $80 today and
$86.40 next year. Thus, the income tax not only reduces your take-home
pay but also reduces the reward to saving from 10 percent to 8 percent.

Now consider what happens when, instead of an income tax, there is a
retail sales tax levied at a rate of 20 percent of the value of purchases
(inclusive of the tax).5 If you spend your $100 bonus today, you are subject
to a 20 percent tax, so you get to consume $80 after taxes, just like you



would under the income tax. But what if you prefer to save the bonus so
you can buy goods and services next year? Then you put the $100 bonus in
the bank, and because it earns 10 percent interest, you’ll have $110 in your
account next year; note that, unlike under an income tax, no tax is triggered
by the interest earned. When you withdraw your money and spend it, you
owe the 20 percent sales tax, leaving you with 80 percent of $110, or $88,
of after-tax consumption. Thus, under the consumption tax, your choice is
to consume $80 today or consume $88 in a year. The reward for saving is
still 10 percent, exactly what it would be in the absence of any tax at all.
The 20 percent income tax leads to the same result as the 20 percent
consumption tax if you consume today—the difference is that the income
tax reduces next year’s consumption from $110 to $86.40, which is
equivalent to what would happen under a consumption tax with a 21.45
percent rate. So the income tax is like a consumption tax with a tax rate that
rises when you defer consumption.

This is what economists mean when they say that a consumption tax is
“neutral” between current and future consumption: the terms of the choice
between consumption today and consumption in the future are the same as
they would be in the absence of taxes. In our example, you get the 10
percent reward under the consumption tax, just as you would if there were
no taxes, while the income tax leaves you with only an 8 percent reward for
saving. To put it another way, the consumption tax imposes the same tax
rate on your consumption regardless of when you decide to consume,
whereas the income tax effectively imposes a higher tax rate on your
consumption the longer you choose to defer that consumption. Our example
is admittedly simplified, but complicating it in any number of ways, such as
considering multiple time periods or allowing inflation, would not change
the basic result.6 Moreover, the argument applies to any form of
consumption tax, including not only retail sales taxes but also value-added
taxes, the flat tax, and a personal consumption tax.

Some of these tax systems require businesses to remit taxes, so to show
that under a consumption tax there is no reduction in the return to saving or
investing, we need to investigate further. It turns out that there is a key
difference between how business investment is treated under a consumption
tax versus an income tax system. An income tax allows deductions for the
cost of capital goods as they depreciate (i.e., lose their value due to wearing
out or technological obsolescence), while a consumption tax allows the cost



of capital goods to be deducted from the tax base in full immediately, which
is known as expensing. Modifying our example a bit can show why
expensing removes the tax system’s impact on the incentive of business to
invest in the same way that a consumption tax has no impact on the return
to saving.

Suppose you’re the owner of a small business that has just earned a $100
profit. You could take the portion that is left over after taxes out of the
business today and use it to buy a new (cheap) smart phone. Alternatively,
you could invest the profits in the business by purchasing a new piece of
equipment that will enable the business next year to produce goods that are
worth 10 percent over and above the cost of the investment. You know that
immediately after producing the goods, the equipment will break down and
produce nothing more.

Under either an income or a consumption type of business tax, if you pay
the profit to yourself today and consume it, it will be subject to tax. If the
tax rate is 20 percent, you have the option of consuming $80 worth of stuff
today. The difference is in what happens if you invest in the business by
buying some new equipment. Under the income tax, you would still pay a
20 percent tax on your $100 profit today, even if you were to invest in the
equipment; there is no deduction for the cost of the equipment because it
hasn’t worn out yet. So you have $80 left over to invest, which will produce
$88 in goods for you next year. Next year, you will have $8 in taxable
income—$88 in sales, minus an $80 deduction for depreciation. You would
pay 20 percent of taxable income, or $1.60, in tax next year, leaving you
with $86.40 to consume. So the business income tax leaves you with a
choice of consuming $80 today or, if you invest your profits, $86.40 next
year—reducing the reward to investing from 10 percent to 8 percent, just as
in the personal saving example.

In contrast, under expensing the tax on business income has no effect on
the return to investing. If you decide to spend all of your profit on the
equipment, you face no tax liability today because you get to deduct the full
purchase price of the equipment immediately, which makes your tax base
today $0. This leaves you with $100 to invest in the equipment. Next year,
you’ll have $110 of output to sell but no depreciation deductions. After
paying a 20 percent tax on that $110, you will have $88 dollars left. Thus,
you have a choice between consuming $80 today or $88 next year. This is,
of course, a 10 percent return, the same as what you would get in the



absence of taxes. Although our example could be made more complicated
—for instance, by allowing the equipment to depreciate over several years
—this would not change the basic conclusion that with expensing the rate
of return to investment is the same as it would be in the absence of taxes.

Similarities and Differences between a Consumption Tax and a
Wage Tax, and the Fairness of a Transition to a Consumption
Tax
Another way to eliminate the effect of taxes on the incentive to save and
invest is to base tax liability on labor compensation, while exempting from
tax all interest income and other returns from saving and investment. This
approach is generally called a wage tax, although tax scholars sometimes
refer to it as a yield-exempt tax, because the yield (i.e., return) from saving
and investment does not trigger tax liability. Extending our example to this
case is straightforward. Under a 20 percent wage tax, when you earn $100,
you receive $80 after tax. Saving it at a 10 percent interest rate would give
you $88 next year, and there’s no tax on the interest. So just like a
consumption tax, the wage tax gives you a choice of consuming $80 today
or $88 in a year. Not only is there no impact on the reward to saving—the
rate of return remains at 10 percent—but the amount you get to consume
after tax is exactly the same in both periods under either the wage tax or the
retail sales tax.

These two alternative methods for exempting the return to saving—a
consumption tax and a wage tax—are reflected in the two different kinds of
IRAs in the current system. A traditional IRA allows a deduction for
contributions to the account, exempts capital income on the account from
taxation while it accrues, and then taxes withdrawals (which are presumably
made to finance consumption). A Roth IRA, on the other hand, does not
allow an initial deduction, does exempt capital income on the assets in the
account from tax, but does not impose tax on withdrawals. Thus, the
traditional IRA works like a consumption tax does to eliminate the tax
penalty on the return to saving, while the Roth IRA works like a wage tax.
Except for some technicalities (for example, marginal tax rates may differ at
the time of contribution and the time of withdrawal), the two approaches are
similar in the same way that consumption and wage taxes are similar.

Despite their similarity, the consequences of switching cold turkey from
an income tax to a wage tax versus a consumption tax would be different in



one important way. If we switch to a consumption tax, any preexisting
wealth that gets spent on consumption after the transition will be taxed as it
is spent. However, if we eliminate the income tax and replace it with a wage
tax, all preexisting wealth can be spent on consumption tax-free forever.
This is indeed an enormous difference, as accumulated wealth in the United
States was approximately $83.3 trillion by the end of 2014.7 To see the
difference, imagine how a just-retired professor would feel if, the day after
his retirement party, the United States replaced its income tax with a
consumption tax: he would not be happy. He would not be happy because
he had expected to be pretty much done with tax burden, but now as he
spends down his retirement savings he triggers the consumption tax, so his
savings will not provide him the standard of living he had expected. If,
instead, the United States had switched to a wage tax on his first day of
retirement, he would not be unhappy; indeed he would be pleased because
not only would he escape any wage tax, but also the income tax liability on
his capital income would be eliminated. The potential windfall tax on
existing wealth can be relieved to some extent by building transitional
provisions into the reform. However, the more transition relief that is
provided to existing assets in the switch to any consumption tax, the more it
becomes like a wage tax.

What characterizes the owners of wealth who will be affected most by
these transitional gains or losses? They are, on average, very wealthy; for
example, the richest 1 percent of the population owns approximately one-
third of the nation’s private wealth.8 They are also disproportionately older
people. In 2013, 42 percent of families were headed by someone aged 55 or
older, but these families owned 66 percent of the nation’s wealth.9

Whether it is “fair” to hit wealth holders, elderly or not, with such an
unexpected burden is an equity issue about which economic analysis cannot
be decisive. The fact that moving to a consumption tax with no transition
relief places a burden on the wealthy is probably appealing to many people.
But experience suggests that wealth owners and their representatives would
have their interests defended by strong lobbying, a powerful voting bloc,
and some public support from people who view the unexpected transitional
burden as unfair, so some kind of transitional relief would probably happen.

Because many important prices are inflexible in the short run, the
transition to a consumption tax can also lead to a variety of other, often
capricious redistributions. Depending on whether the Federal Reserve



allows the price level to change, all sorts of redistributions can occur
surrounding contracts written in fixed nominal terms, such as bonds,
mortgages, and long-term wage contracts. For example, if a switch to a
consumption tax is accompanied by an increase in consumer prices,
bondholders suffer the same one-time loss as stockholders because the real
value of their bonds declines. On the other hand, if prices do not rise, the
switch to a consumption tax will not hurt bondholders because firms are
legally obligated to pay them the full nominal value of their bonds. In this
case, the owners of businesses who borrowed from those bondholders are
hit hard because they cannot pass through the cost of lost depreciation
deductions to the bondholders. Some of these firms might be forced into
bankruptcy or layoffs, hurting the employees as well.

One other notable issue of transitional fairness concerns government
transfer payments that are not automatically indexed for price changes, such
as food stamps and welfare. If a consumption tax is accompanied by a price
increase, and transfer payments are not increased in value to keep real
benefits constant, the tax change levies an extra burden on the poor.

Not All “Capital Income” Represents the Return to Saving
So far, we’ve seen that a hallmark of both consumption taxes and wage
taxes is that they exempt from taxation the return to saving. The return to
saving can be thought of as the reward to deferring consumption. Certainly
some of what we loosely call “capital income” (interest, dividends, capital
gains, small-business income, and so on) represents returns to deferring
consumption. But some of it represents something else entirely. In what
follows, we consider what the other components of capital income represent
and how they are treated under different tax systems.10

Consumption Taxes, Income Taxes, and Inflation
As we have noted before, some portion of capital income represents
compensation for the fact that inflation erodes the real purchasing power of
the underlying wealth. Consumption and wage taxes automatically exempt
this compensation for inflation from tax. For instance, if half of the 10
percent interest in our examples above reflected inflation, the consumption
and wage taxes wouldn’t tax it because they exempt the full 10 percent
from tax. In contrast, under our current income tax, to the extent that capital



income is taxed, the inflationary component is taxed too. As we discuss in
chapter 4, when inflation is more than a few percentage points per year, this
can greatly increase the effective tax rate on the return to saving.

Compensation for inflation does not have to be taxed by an income tax.
But designing an income tax that has this feature is difficult, while it is
automatic under a consumption or wage tax. The key difference is that an
income tax must distinguish what portion of capital income was
compensation for inflation and what portion was not, instead of just
exempting the whole thing. Accurately distinguishing the two would
require not only a measure of the dollar amount of capital income, which is
what we currently report on the tax form, but also a measure of the value of
the underlying wealth that generated the return, which can be
administratively difficult to obtain, as well as the rate of inflation over the
period the capital asset was held. For example, suppose that someone
receives $10 of interest income and the rate of inflation has been 5 percent.
If that interest was earned on $100 of wealth, we should be exempting 5
percent of $100, or $5. But if it were earned on $125 of wealth, we should
be exempting 5 percent of $125, or $6.25. If we don’t know whether the
underlying wealth was $100 or $125, we don’t know exactly how much of
the $10 to exempt to offset the fact that, in addition to generating the $10 of
interest income, the real value of the investment has been eroded by the
inflation. It would be possible to come up with rough approximations—for
example, based on average interest rates in the economy in a particular year
—but these would be just that, rough approximations. Obtaining a correct
measure of real, inflation-adjusted, personal capital income would also
require adjusting dividends and capital gains (i.e., the increase in value of
assets held in one’s portfolio) for inflation. At the business level, the value
of depreciation deductions, interest deductions, and inventory allowances
would also need to be adjusted for inflation. For similar reasons as above,
this is difficult in an income tax and unnecessary under a consumption or
wage tax. This is not a big concern when inflation is as low as it has been
recently, but of course, inflation may rise again.

Consumption Taxes, Income Taxes, and Risk
An important component of capital income is the compensation—or
premium—for bearing risk. On average, riskier opportunities for saving and
investment yield higher returns because people prefer to avoid risk and need



to be compensated to be willing to accept it. For example, corporate stocks
have historically earned a higher return, on average, than government
bonds, partly because the return on stocks is much more variable.
Therefore, there is a trade-off between risk and expected average return,
and in choosing their portfolio savers need to choose some optimal balance
between them.

Compensation for bearing risk is also exempt under both consumption
taxes and wage taxes. To illustrate, consider a risky asset that offers a 1-in-2
chance of earning a 40 percent return and a 1-in-2 chance of losing 10
percent of its value, so the return is expected to be 15 percent on average.
Suppose once again that you’ve got $100 before taxes available to save and
there’s a 20 percent consumption tax rate, so you have the option of
consuming $80 after taxes today. Under a consumption tax, if the money is
saved, no tax is paid today, $100 gets saved, and it yields either $140 or $90
next year. After paying the 20 percent consumption tax, you get to consume
either $112 or $72 next year. Relative to the $80 you can consume today,
that still translates to a 40 percent return if you have good luck, a 10 percent
loss if you have bad luck, and a 15 percent return on average. Under a wage
tax, you pay tax immediately today even if you save, leaving $80 to be
saved. Next year you get to consume $112 (= 1.4 × $80) if you have good
luck or $72 (= 0.9 × $80) if you have bad luck, exactly the same outcomes
as under the consumption tax. So under either a consumption tax or a wage
tax, your average return from investing in the risky asset is 15 percent, the
same as it would be without any taxes, and there is no distortion to your
decisions regarding how much risk to take. Comparing a consumption tax
to a wage tax, the people who are lucky after the fact remit more tax, and
the unlucky people remit less tax. But this distinction is in fact meaningless.
What people actually get to consume either today or tomorrow, whether
they have good luck or bad, is exactly the same under both taxes.

A more surprising fact is that under a proportional income tax that allows
full deductions for losses, the compensation for risk is also effectively
exempt from tax. The argument for why, which dates back to an article
written by economists Evsey Domar and Richard Musgrave in the early
1940s, is based on the key insight that an income tax absorbs some of the
risk from your portfolio. If an investment turns out well, the income tax
takes away some of the resulting capital income, but if it turns out badly,
the tax system partly compensates you by allowing you to deduct the loss,



reducing tax liability. Thus, the income tax reduces both the expected after-
tax return and the variance in the after-tax return. Over seventy years ago
these two economists showed that the reduction in the expected after-tax
return is exactly equal to the fair market price for the reduction in risk, so
that even though on average the government collects revenue from
imposing income tax on the portion of the return that represents
compensation for bearing risk, that part of the tax does not place a burden
on the taxpayer. In fact, by increasing the share of one’s portfolio invested
in risky assets, an investor can exactly replicate the risk-return possibilities
that would have been available if only the risk-free portion of returns were
taxed. Because the income tax on the risky portion of the return leaves the
investor with exactly the same opportunities he or she would have had with
no tax at all on that portion of the return, it is in a sense equivalent to not
taxing that portion of the return at all.11

This example relies on a presumption that the income tax treats gains and
losses symmetrically, which in reality it does not. Progressive tax rates and
limitations on deductibility of losses both mean that the government takes a
larger share of capital income if you have good luck with your portfolio
than if you have bad luck. However, this is not an inherent or unique feature
of income taxes. Indeed, the reasons for the asymmetric treatment of gains
and losses (the desire for ex post vertical equity and the need to limit tax-
avoidance schemes) can apply to consumption tax plans as well.12 A
consumption tax with these features would also tax some of the
compensation for bearing risk.

“Supernormal” Returns and Mislabeled Labor Compensation
Aside from compensation for postponement of consumption, inflation, and
risk, some of what we loosely call “capital income” may reflect a variety of
factors such as returns to innovation, returns to entrepreneurial skill and
effort, returns to establishing a monopoly in some market, returns to early
units of investment that may be more productive than the last “marginal”
units of investment, or simply mislabeled returns to labor effort. What all of
these have in common from an economic point of view is that they are
supernormal returns—meaning they produce income that is larger than the
“normal” return that would be earned on a marginal investment in capital,
which is competed down to a fairly low level. It turns out that these



supernormal returns are effectively taxed by both income taxes and
consumption taxes. A wage tax, on the other hand, would not tax them.

A highly visible example of a supernormal return would be Bill Gates’s
income, which comes mainly from his share of the profits of Microsoft.
Only a tiny portion of that income represents a reward for postponing
consumption or taking on risk. Mostly, it represents some combination of a
return to his labor (including effort put into innovation and
entrepreneurship) and the return to being in the right place at the right time
and gaining an early lead in what turned out to be a fantastically lucrative
market that naturally tends toward monopoly (because computer software
tends to be more valuable to a user when most other people are using the
same software). Under the current income tax, these returns are indeed
taxed, mainly by the corporate income tax and also by the personal income
tax to the extent that Gates realizes any of his capital gains by selling shares
or receives dividends from Microsoft.

A wage tax, on the other hand, would never tax these returns as long as
Microsoft pays Gates only a nominal salary. Under a wage tax, relabeling
your labor compensation as capital income would be a potentially attractive
way to escape taxation altogether. The difficulty of distinguishing what is
labor income and what is capital income is an important reason that a pure
wage tax would almost certainly end up being highly inequitable and costly
to enforce.13

In contrast, a consumption tax does indeed tax supernormal returns and
mislabeled returns to labor (like those received by Bill Gates) in the same
way as an income tax does. No matter what these returns are labeled, they
will eventually trigger tax liability when the recipient, or his or her heirs,
spend the supernormal returns. For consumption taxes that have a business
tax component, like a flat tax, the normal return to saving and investment is
exempt from tax because investments in physical capital (such as
productive machinery and factories) are expensed (deducted immediately).
The factors that produce supernormal returns for someone like Bill Gates
lead to big increases in the taxable revenues of his company but do nothing
to increase the size of the expensing deduction that the company gets to
take early on: the supernormal returns did not result from larger than usual
investments in physical capital. Similarly, under the Hall-Rabushka flat tax,
if a firm mislabels the labor compensation of its proprietor as “dividends”
or “capital gains,” no tax will be due on that income at the personal level,



but tax is due at the business level, and the mislabeling produces no
expensing deduction for capital investment to offset it. Thus, as long as the
tax rates on the personal and business bases in the flat tax are the same,
mislabeling labor income as returns to capital and vice versa makes no
difference to the total tax liability.

How Different Is the Current Income Tax from a Consumption
Tax?
The bottom line of the above discussion is that an income tax taxes the
return to saving while a consumption tax does not. Compensation for the
loss in real value of assets caused by inflation need not be taxed under
either type of tax, but it is administratively easier to exempt it from a
consumption tax. Compensation for bearing risk need not be taxed under
either approach: the features that make it partly taxable (including
progressive rates and limitations on loss deductibility) might apply under
either type of tax. Finally, supernormal returns and labor compensation
mislabeled as capital income are generally taxable under either approach.
Thus, much of what is generally thought of as capital income can be treated
similarly by income taxes and consumption taxes. In sharp contrast, a wage
tax would completely exempt all of these forms of capital income.

The difference between a consumption tax and the system that we have
now is mitigated further by the fact that, as we detail in chapter 2, our
current tax system is in many ways a hybrid between an income tax and a
consumption tax. For example, although revenue is collected from taxing
nominal (not real, inflation-adjusted) interest income, even more revenue
may be lost due to the deduction of nominal interest payments, both
because those deducting interest payments tend to be in higher tax brackets
than those receiving interest and because so much interest income is
sheltered from tax (largely because it is earned in tax-exempt pension
accounts or IRAs). Large portions of dividend and capital gains income are
excluded from personal tax, and generous depreciation allowances further
reduce the effective tax on capital income.

One rough metric of how different the current income tax is from a
consumption tax is the amount of revenue that would be lost if the tax base
was switched from income to consumption, while leaving the other features
of the current system intact. To see this, consider that the existing income
tax could be almost entirely converted to a type of consumption tax in just



three steps: (1) exempt all interest, dividends, and capital gains from tax;
(2) replace depreciation deductions with expensing of all new investment,
while eliminating depreciation deductions for past investment; and (3)
eliminate all interest deductions. One study calculated that taking these
steps in 2004, while leaving the rest of the tax code (including the rate
structure) the way it is, would have reduced revenues from personal and
corporate income taxes by a total of $64 billion that year, or only
approximately 6 percent of income tax revenues.14 Thus, in 2004, taken
altogether, our tax system raised only a modest amount of net revenue more
than an otherwise-similar consumption tax would raise. In that sense, we
are not that far from a consumption tax, although our system is still rife
with many distortions to incentives that would be avoided under a clean
consumption tax. This should not be taken to mean that transforming our
income tax into a consumption tax would be easy, though. The calculation
above relies heavily on the politically challenging steps of eliminating
depreciation deductions on past investments and/or interest deductions.
Skipping either or both of those steps would make the switch to
consumption taxation very costly indeed in terms of revenue.

Now that we’ve examined how income taxes and consumption taxes
differ in their treatment of capital income, let’s consider how they treat the
other major source of income, labor.

Consumption Taxes, Income Taxes, and the Incentive to Work
Popular discussion of tax alternatives often misses the fact that both
consumption taxes and income taxes reduce the reward for working (the
quantity of goods and services that can be purchased per hour of work). The
reward for working can be reduced in either of two ways—by lowering
take-home pay and holding fixed the prices of the things you buy, or by
increasing the prices of everything you buy while keeping take-home pay
the same: “pay me now or pay me later.” A comprehensive 20 percent tax
on wages and salaries has about the same effect on reducing the reward for
working as a comprehensive 20 percent sales tax.15

It is sometimes argued that a consumption tax reduces the incentive to
work more than an income tax does. The argument goes like this. Total
consumption is smaller than the total amount of income. Therefore, the tax
rates required to raise a given amount of revenue must be higher under a



consumption tax than under an income tax with an equally broad base, and
a higher tax rate means a greater disincentive to work. The problem with
this argument is that it ignores the fact that, because a consumption tax
allows you to earn higher after-tax returns on the portion of your labor
income that you save, working becomes more financially attractive. This
helps offset the effect of the higher tax rates (on an apparently smaller base)
that would be required under a consumption tax.

Is a Consumption Tax More or Less Fair Than an Income Tax?
On a year-by-year basis, a consumption-based tax can appear to be much
more regressive than an income tax with the same rate structure. This is
because people who have low incomes in any given year on average spend
a very high fraction of their incomes—often more than their income—while
people with high incomes in a given year save a relatively larger portion of
theirs.16 One might conclude from this observation that shifting from an
income tax to a consumption tax with the same rate structure would greatly
increase the tax burden on low-income people relative to high-income
people.

This argument is somewhat misleading, though, because a snapshot of
income-saving patterns for a single year of data significantly overstates the
regressivity of the consumption tax compared to an income tax. First of all,
in any given year some people with temporarily low income continue
spending at a rate corresponding to their usual income. Conversely, some
people who had an exceptionally good income-earning year might not
expect their good fortune to continue and therefore keep their spending well
below their income, saving up for the years of relatively bad fortune. In
both cases, one year’s income is not a good measure of how well off those
people are, and the fact that the consumption-income ratio varies widely
across persons, being high for the temporarily low-income people and low
for the temporarily high-income people, overstates how much more
regressive a consumption tax is relative to an income tax.

Second, most people have a natural life-cycle pattern of earning and
saving. In the early years of working life, family expenses are pressing and
income relatively low, so savings are minimal or even negative, as families
borrow to finance consumption, including housing. In the later working
years, incomes have grown to the point where many families begin to save
for their retirement and higher education for their children. In retirement,



the pattern reverses again, as people live off their accumulated savings,
spending more than they earn. Looking across people of different ages, low-
income people (on average the young and old) would appear to do little (or
even negative) saving, and high-income people would seem to be relatively
big savers. That picture would be misleading because—leaving aside for a
moment bequests, inheritances, other gifts, and government transfers—over
a lifetime people cannot spend more than they earn, and over a lifetime
people end up spending all of what they earn.17 Thus, from a lifetime
perspective it doesn’t make a huge difference whether the tax base is
income or consumption: it all adds up the same. Big savers age 45 to 65,
who might appear to be getting off easy under a consumption tax because
they consume a relatively small fraction of their annual income, will
eventually pay more tax when they take their trip around the world and
otherwise live the high life when they retire. A single-rate tax on
consumption and a single-rate tax on labor income both end up being
single-rate levies on lifetime resources. Similarly, over a lifetime, a
consumption tax with graduated rates could in principle achieve about the
same degree of progressivity as a graduated income tax: one is not
inherently more progressive than the other. Rather, the degree of
progressivity depends largely on the kind of tax rates that we impose, which
is in principle a separate issue than the tax base the rates apply to.

Many economists would also argue that a consumption tax is more
horizontally equitable than a comprehensive income tax. This is because
when comparing families with equal lifetime labor incomes, a consumption
tax collects the same present value of taxation regardless of a family’s
saving propensity. In contrast, under an income tax savers have a higher
lifetime tax burden than non-savers because the return to their saving
triggers an additional tax liability that does not arise under a consumption
tax. If two people earn the same labor incomes, but one prefers to save
more of that labor income early in life so as to defer more consumption
until later in life, under an income tax that person will effectively face
higher tax rates on more of his or her consumption, compared to another
person who had the same opportunities (because of equal labor earnings)
but had a stronger preference for present consumption over future
consumption. Thus, a consumption tax arguably penalizes people whose
tastes are more future-oriented, and rewards those who are inclined toward
present consumption.



A caveat to these arguments arises because across people there are
apparently positive empirical correlations among natural ability, lifetime
labor earnings, and propensity to save and defer consumption. In other
words, better-off people tend to save larger fractions of their incomes.18

One reason that a tendency to defer consumption is positively correlated
with lifetime labor income may be that patience and willingness to defer
gratification are traits that also promote success in the labor market, and
tend to go along with other traits that also make one more productive.
Another is that better-off people are more likely to be willing and able to
save for the purpose of passing on wealth to their heirs. All of this means
that to achieve the same level of progressivity overall as an income tax, a
consumption tax would tend to need a more progressive pattern of tax rates.
Some economists who favor a consumption tax would go further than this,
and tax a bequest as if it were an act of consumption by the bequeathor.19 A
tax on bequests, however, might be viewed as a double tax on deferring
consumption, as a tax is levied both when the bequest is made and then
again when the heirs consume it. If people leave bequests because they
value the consumption of their heirs, then this would reduce the incentive to
save for bequests in much the same way as an income tax does. We
consider these issues in more detail when we discuss the estate tax later in
this chapter.

Economic Reasons for Switching to a Consumption Tax
What would be the long-term economic impact of switching to a
consumption tax? The most talked-about potential benefits arise from
increasing the incentive to save and invest. A less publicized but perhaps
more important benefit is that a consumption tax could make it easier to
“level the playing field” among different types of investment. Finally, the
windfall tax burdens that arise in the transition to a new system could have
important economic effects, apart from whether they are fair or not.

Switching to a consumption tax would remove any negative impact of the
tax system on the incentive to save and invest. Thus, a consumption tax
distorts one less decision—and a critical one, to boot—compared to an
income tax. By itself, this is a step toward a more efficient tax system
because individuals’ choices between current and future consumption will
more closely reflect the social return to saving rather than the influence of



the tax system. However, it is not necessarily true that this makes a
consumption tax more economically efficient overall than an income tax;
the tax that distorts the smallest number of choices is not necessarily the
most efficient.20

In theory, a reform that removes the tax distortion to saving decisions
while raising the same revenue should increase saving and capital
accumulation, which many economists argue would be beneficial. By
providing workers better machines and tools to work with, increased capital
accumulation could improve productivity and long-run living standards. As
shown in chapter 4, however, the magnitude of any increase in saving that
would arise from improved incentives is highly uncertain. This is a
crucially important question on which the available evidence is simply not
very good. In recent history, the periods with the highest incentives to save
coincided paradoxically with the lowest rates of saving. This might have
occurred for many different reasons, each with different policy implications,
and it is difficult to distinguish empirically among these reasons.
Nonetheless, the best guess of most economists is that private saving is
probably not very responsive to the after-tax rate of return, so that switching
to a consumption tax would be unlikely to increase the quantity of saving
much. Because we can find more direct ways to increase national saving
(for example, by reducing the budget deficit), the likely but not guaranteed
prospect of a somewhat higher saving rate does not appear to be, by itself, a
reason to undertake a wholesale transformation of the tax system.

A second possible benefit of a consumption tax is that achieving
“neutrality” or “uniformity” in the tax treatment of various types of
investment would be made easier. Under the current income tax, different
types of investment are effectively taxed at varying rates. For example,
corporate business investments are taxed more heavily than noncorporate
business investments, which are in turn taxed more heavily than
investments in owner-occupied housing. Investments in certain types of
capital equipment or in certain lines of business are capriciously favored
relative to others by depreciation schedules that are more front-loaded, or
accelerated, relative to true economic depreciation. Business endeavors that
can be packaged into assets that appreciate in value are more attractive than
those that pay their returns in the form of dividends or interest because of
the preferential treatment of capital gains. Inflation can introduce arbitrary
variation in tax rates. All of these deviations from “neutrality” are



economically harmful because they attract investment into the tax-favored
investments even though their social return is not higher than the social
return to the investments that are not tax-favored.

A consumption tax would eliminate all of these distortions to the choice
among different types of investment because it would equalize the effective
marginal tax rate on the returns to all investment to a single uniform rate—
zero. In principle, an income tax could also be made more neutral, taxing
the returns to investment at a uniform but positive rate. Thus, to some
extent, this is a separate issue from the choice between an income tax and a
consumption tax: it’s a matter of having a “clean,” or uniform, base. But
this particular aspect of uniformity is much easier to achieve in a
consumption tax than in an income tax. Some of the existing distortions are
hard to avoid in an income tax because capital income is difficult to
measure accurately. For example, measuring economic depreciation exactly
right is impossible, so some distortions will inevitably be caused by
implicitly favoring investments in assets whose depreciation for tax
purposes is especially generous relative to true depreciation. Similarly,
including all capital gains in taxable income as they accrue is probably
infeasible, so appreciating assets will be favored. It is theoretically possible
to adjust the measurement of capital income for inflation, but in practice
doing so would be complicated and inevitably imperfect. Because a
consumption tax eliminates the need to address any of these issues, it can
achieve this aspect of uniformity in a simple way.

The transition to a consumption tax can also have significant efficiency
consequences. For example, from an efficiency point of view, placing a
surprise, one-time tax on holders of existing wealth, as moving to a
consumption tax could, is not unattractive. Raising revenue from the returns
to past investments has no effect on the incentive to invest, to work, or to
do anything else. Shifting tax burdens onto the elderly—whose work and
saving decisions are nearly finished—also avoids costly disincentives.
Moreover, because the elderly have a relatively low propensity to save,
transferring some of the tax burden onto them and away from others could
give a boost to national saving. This last effect is likely to be offset,
however, by the fact that the wealthy as a whole have a much higher
propensity to save than everyone else, and placing an extra burden on them
through a consumption tax might reduce their contribution to national
saving. As we see in the next chapter, models that attempt to work out the



economic impact of switching to a consumption tax suggest that, all things
considered, a very large portion of any economic gain from the switch
comes from replacing other, distorting, taxes with this one-time tax on
already accumulated wealth.

As we have emphasized, we now have a messy hybrid between an income
tax and a consumption tax. This is a mixed blessing for the case for
switching entirely to a consumption tax. To the extent that saving already
receives consumption tax treatment due to tax-preferred pensions, IRAs,
and the like, the potential increase in saving and corresponding economic
benefits that could arise from going all the way to a consumption tax are
apparently reduced. This should not be overstated, however. Although a
large share of capital income is already sheltered from taxation, a large
share of the capital income that would arise from additional saving, which
matters for decisions about how much to save, is still taxed. This is largely
because pensions, IRAs, and similar plans shelter saving only up to some
limit. For anyone whose saving is at or above those limits, the marginal
incentive to save is still distorted by tax. On the positive side, this means
that switching entirely to a consumption tax would still improve incentives
substantially for the people who do most of the saving—and at a lower cost
in terms of lost revenue (which must be recouped somehow) than if we
were starting from a pure income tax. But it also means that the capital
income that remains unsheltered from the current tax disproportionately
goes to high-income people, which heavily influences the distributional
impact of such a reform.

Simplification and Enforcement Aspects of a Consumption Tax
Even with all the compromises that we make in our current system,
calculating and reporting capital income can be a complex and burdensome
process. These compromises, in turn, create opportunities to achieve tax
savings in complicated and socially unproductive ways, such as devising
schemes to rearrange financial and business transactions. In principle,
measuring consumption accurately is simpler than measuring income, even
a version of income that makes concessions to measurability, mainly
because the need for measuring capital income can be completely avoided.
But, in practice, a consumption tax could end up being just as, or even
more, difficult to administer and comply with than the current income tax.
The simplicity and enforceability of moving to a consumption tax depend



crucially on which approach is chosen and how it is operated. These issues
are addressed in chapter 7.

Here, too, transitional issues are critically important. Moving cold turkey
to a consumption tax like a VAT or flat tax could immediately make the
taxpaying process simpler. But the pleadings of those likely to suffer
windfall losses will be difficult to resist, so a switch to a consumption tax is
likely to offer various forms of transition relief. Special transitional
provisions can be exceedingly complex because they require the
simultaneous operation of parallel tax systems, at least for a while. For
example, interest on mortgages taken out before the switch might remain
tax-preferred in some way, while interest on new mortgages is not. The real
choice is not between the current system and a clean consumption tax but
between the current system and a new tax encumbered by as yet unspecified
rules for how to get from here to there, which can be unaesthetic at best,
and complicated and loophole-ridden at worst.

One other transitional issue has important implications for evaluating a
new system. Depending on how it is implemented, the switch to a
consumption tax can lead to enormous incentives to postpone or speed up
transactions around the date of switchover. Firms will postpone investment
until the expensing rules are in place, and under some plans, individuals
will rush to consume as much as possible before the implementation date.
This could cost a great deal of revenue and raises a very delicate problem of
minimizing the short-run economic disruption at the time of transition.
Evidence from past VAT rate increases in other countries suggests that
acceleration of purchases, especially of durable goods, can be substantial.21

A Clean Tax Base

A third element of proposals for fundamental tax reform is to eliminate
many or all of the features that provide special treatment of particular types
of consumption or investment. The aim is variously described as
“broadening” the tax base, “leveling the playing field,” or making the tax
system more “neutral.” We refer to this aspect of tax reform proposals as a
clean tax base.



Preferences for particular types of expenditures or activities are major
contributors to the messiness in the tax base. Important examples are
housing, health care, charity, funds raised by state and local governments,
and education. Although we concentrate here on a few important examples,
the current personal and corporate income taxes feature scores of other
deviations from a clean-base system, from incentives to invest in low-
income housing to tax breaks for the production of ethanol.22 Each needs to
be evaluated on its own merits.

Some ambitious proposals for overhauling the tax system, such as the one
in President Obama’s deficit commission report or the Hall-Rabushka flat
tax, would eliminate many preferences of this sort. Other proposals tackle
some of these preferences but do not eliminate the most prominent, and
popular, of them. Beginning in the 1980s, the U.S. income tax system has
moved closer to a consumption base and toward flatter rates. But at the
same time it has rapidly increased the extent and generosity of deductions,
exclusions, and credits. Any attempt to remove the most cherished and
politically entrenched of these tax goodies would undoubtedly engender a
fierce political fight, as the negative reaction to the report of the 2005
President’s Advisory Panel on Federal Tax Reform showed.

Throughout this book, we have discussed a host of reasons why special
incentives and rewards in the tax base can be a problem. Every reward is a
penalty for someone else and every incentive is a disincentive for un-
preferred activities, because the rewards and incentives require tax rates to
be higher than otherwise. Moreover, tax deductions are a regressive way to
subsidize activities: people with larger incomes receive bigger subsidies
from deductions because on average they engage more in the deductible
activities and have higher marginal tax rates. Those who don’t itemize
receive no subsidy, or benefit, from the deductions. Except in special cases,
tax preferences are inefficient because they create an incentive to engage
“too much” in the lightly taxed activity and too little in other activities,
relative to what the free market would generate. And, finally, they are a big
reason that our tax code is so complicated.

For all of these reasons, the burden of proof should rest on those who
defend deviations from a clean tax base. There are three main acceptable
lines of defense. First, allowing certain deductions can make the tax system
fairer if, by so doing, the tax base provides a more accurate measurement of
well-being. Second, a tax preference can improve economic efficiency if it



corrects a significant market failure—that is, a situation where the
incentives in the market do not lead to an economically efficient outcome
by themselves. An example would be an externality, which occurs when an
activity generates important benefits or costs for others that are not reflected
in the incentives faced by the individual undertaking the action. Third, as
we discussed in chapter 4, if we take as given the fact that any tax that is
related to ability-to-pay will discourage work and encourage leisure, then it
can be economically efficient to offset this distortion by subsidizing
complements to work, such as child care, or by taxing complements to
leisure. These are necessary, but not sufficient, conditions for a tax
preference to be justified. For example, even if a significant market failure
is identified, the tax preference must be the best alternative for dealing with
it. As specific exceptions to a clean base are examined below, each of them
is evaluated in light of these criteria.

Consider one more compelling argument for maintaining a clean base: the
political system is incapable of distinguishing legitimate arguments from
illegitimate ones and often succumbs to the political clout of powerful
pleaders. Once any preference is allowed, we may begin to slide down the
slippery slope to more preferences.

Aside from the sorts of preferences mentioned above, another important
source of messiness in the tax base has to do with compromises or
peculiarities involved in the taxation of capital income, such as the failure
to index capital income for inflation and the double taxation of corporate
income. These can also cause inefficiency, inequity, and complexity. As
discussed above, a consumption tax could do away with many of these
problems. In the latter part of this section we will consider in greater detail
how the current design of the income tax and estate tax contribute to this
sort of messiness, and what might be done about it.

Housing and the Mortgage Interest Deduction
Owner-occupied housing is favored by our tax system in a number of ways.
By far, the deduction for home mortgage interest payments is the most
visible and traditionally the most politically sacred aspect of these. Notably,
its “sacredness” is now being challenged, as some recent prominent tax
reform plans, such as those offered in 2015 by presidential candidates Jeb
Bush and Marco Rubio, have proposed limiting it.23



The home mortgage interest deduction is an expensive one, costing $67
billion in revenues in fiscal year 2014. It requires personal tax rates to be
about 4.8 percent (not 4.8 percentage points) higher than they otherwise
could be.24 About 82 percent of the revenue loss from the deduction goes to
benefit households with incomes above $100,000.25 So a lot is at stake in
this debate. What are the issues?

First of all, let’s consider whether there is any good economic reason to
favor housing over other types of consumption or investment. To answer
yes to this question requires demonstrating that an owner-occupied house
provides important benefits to people other than the residents themselves;
that the residents themselves take pleasure in ownership is an inadequate
argument. Although undoubtedly neighbors prefer to gaze out their window
at a well-kept rather than ramshackle house and owner-occupiers arguably
maintain their houses better than the combination of renters and landlords,
these benefits are certainly quite localized and probably fairly small.
Sometimes vague appeals are made to the role of homeownership in
maintaining a strong democracy, but these arguments are not convincing.
Remember that to the extent that the tax system attracts investment into
housing, it diverts funds from other business investments made by, for
example, corporations outside the housing sector. Why isn’t broad stock
ownership a healthy aspect of democracy? All in all, preferential treatment
of housing, in general, is difficult to justify on economic grounds.26

Some evidence shows that homeowners are more likely to engage in
home maintenance, especially gardening. Homeowners are also more apt to
join organizations and socialize with their neighbors compared to renters. In
addition, homeowners are more likely to be politically informed and active
than renters. All of these activities may create positive externalities.
However, the correlation between homeownership and these behaviors may
not be indicative of a causal relationship, and could instead arise from
personal characteristics that make certain people more likely to be
homeowners and also make them join more clubs, be more conscientious
gardeners, and so on.27 And, let’s be honest, inadequate resources devoted
to gardening should not justify $67 billion worth of annual tax subsidies for
owner-occupied housing.

One might be tempted to defend the home mortgage interest deduction as
necessary to correctly measure the tax base in a comprehensive income tax.
After all, to achieve a comprehensive measure of income, interest payments



ought to be deductible, just as interest receipts are taxable. The catch to this
argument is that, if the goal is to measure income comprehensively, the
rental value of owner-occupied housing, net of depreciation and
maintenance expenses, should also be subject to tax. To be sure, most
homeowners don’t think of the rental value of their home as income in the
same way that they think about, say, their salary. But the failure to include
the services provided by housing in the tax base, in conjunction with the
deductibility of mortgage interest, adds up to a big preference for residential
housing.

To see this, consider a family that is trying to decide whether to buy a
$300,000 house or instead to buy a more modest $200,000 house and invest
the extra $100,000 in the stock market. Suppose further that the annual rent
for such houses would be 10 percent of their value and that stocks provide
an annual pre-tax return of 10 percent, so that each would be an equally
attractive investment in the absence of taxes. Living in the more expensive
house will certainly make the family better off; they’ll have nicer living
quarters, more rooms, a better view, a safer neighborhood, and so on. How
much better off they are per year is approximated by the rental value of the
extra housing, or $10,000 per year. Investing the $100,000 in stocks, on the
other hand, will yield considerably less than $10,000 per year because of
the taxes that would be due on the investment return.

The preferential tax treatment could tip the scales in favor of investing in
the more expensive house. As a result, in some cases nonhousing
investments are passed up in favor of more expensive homes even though,
taxes aside, the return to these investments equals or exceeds the value of
the housing services; from a social point of view, this is wasteful. Allowing
the deductibility of mortgage interest exacerbates this problem because it
enables homeowners to use borrowing with tax-deductible interest to
finance an investment for which the return, the rental value of the housing,
is untaxed. In addition, families and individuals who, for one reason or
another, prefer to rent housing, end up being penalized. Because the net
rental income of landlords is taxed, rental housing does not get the same
preferential tax treatment afforded to owner-occupied housing. This
generates an additional source of inefficiency. Not only is there an
excessive amount of housing and an insufficient amount of other types of
investment, but also some households are induced to own housing when,
taxes aside, they would find it more attractive to rent housing.



Even if we wanted to, however, there is no clean and easy way to put
owner-occupied housing on a level playing field with other investments
because taxing the net rental value of owner-occupied housing would be
complicated and imprecise, as it probably would have to rely on
homeowners’ annually self-assessing the value of their house or condo.
Moreover, it would undoubtedly be resisted strenuously by the public, so it
is probably not a practical option. It is not inconceivable, however, as
several European countries have attempted to do this, albeit in a very rough
fashion.

A simpler approach to reducing the tax preference for owner-occupied
housing (that is, the penalty for everything else) would be to eliminate the
deduction for home mortgage interest; Canada, Germany, and the United
Kingdom are three countries that take this approach. This would certainly
make mortgage-financed housing less attractive, reducing the inefficient
bias toward housing investment. But this is not a flawless option because it
would eliminate the bias only for taxpayers who must borrow to finance
their houses. For those who are wealthy enough (or who have wealthy-
enough relatives) to pay cash or later pay off their loans, part of the
opportunity cost of housing is the (generally taxed) return on what asset
would otherwise be held. The taxation of the alternative investment still
makes buying one’s own house look more attractive than otherwise. Thus,
without a mortgage deduction, it would cost mortgage holders the pre-tax
rate of interest to own housing (because interest is not deductible), but for
wealthy individuals who need not borrow, the cost would be the lower after-
tax interest rate.

No such dilemma arises under a consumption tax. Although under some
variants of the Hall-Rabushka flat tax proposed in Congress the deduction
for mortgage interest is retained, it is completely incongruous in such a
consumption tax because other interest payments are not deductible and all
forms of capital income are untaxed. A consumption tax that treats
purchasing housing just like other purchases and does not allow mortgage
interest deductions would be a clean and simple way of eliminating the
existing bias toward housing. Tax preferences for owner-occupied housing
are often defended on the grounds that their elimination would lead to
unfair transitional effects. In particular, homeowners are understandably
concerned about what eliminating the mortgage interest deduction would do
to house prices. By itself, eliminating the home mortgage deduction makes



it more expensive to buy a house for anyone who relies on mortgage
financing and could expect to itemize deductions. This would tend to
reduce the demand for housing, which in turn would cause housing prices to
drop. The greatest decline in demand would be for the high-priced homes
that itemizers in high tax brackets favor, so that eliminating the tax
preference for housing should shift demand from more to less expensive
homes.28

The historical experience in the United States and other countries casts
doubt on predictions of large impacts on either housing prices or the extent
of homeownership. After all, dire predictions for the housing market were
made about the Tax Reform Act of 1986, which made the deductibility of
mortgage interest less valuable by lowering marginal tax rates, but it has
been difficult to discern any negative effects on housing prices from that
reform.29 Canada has no deduction for mortgage interest at all but has a
slightly higher homeownership rate than we do in the United States.30

Indeed, many countries without deductibility have higher homeownership
rates than we do, and some with deductibility have lower rates.31 William
Gale of the Brookings Institution points out that mortgage interest subsidies
have been reduced dramatically in the United Kingdom since the mid-
1970s, yet homeownership rates, mortgage debt, and housing as a share of
the capital stock actually grew faster than in the United States.32 Gale
argues that a fundamental reform that eliminates all tax preferences for
housing and moves to a consumption tax could, though, have a fairly large
impact, with real house prices falling by about 7 to 10 percent in the short
run and from 2 to 6 percent in the long run.

In search of an explanation of the housing market crash that began in
2007, some have pointed to the mortgage interest deduction. Surely it
provides an incentive for more people to own houses, for homeowners to
own bigger houses than otherwise, and for people to finance their houses
with bigger mortgages than otherwise. A problem with the argument that
the mortgage interest deduction was a major cause of the bubble or crash is
timing. The mortgage interest deduction had been around for decades, and
nothing about it changed during the years when the bubble inflated and then
popped. In fact, by historical standards, the value of tax savings from the
deduction was unusually low throughout the whole episode because of very
low nominal interest rates (due to low inflation). With that said, the home
mortgage interest deduction does encourage ordinary people to make highly



leveraged bets on owner-occupied housing, which the recent crash reminds
us is a rather risky asset. In that sense, it is at least possible that the
deduction could make it more likely that bubbles in housing prices will
arise from time to time, and exacerbate the fallout when they pop.33

Health Care and Health Insurance
Tax policy has played a big role in the markets for health care and health
insurance in the United States for a long time. The Affordable Care Act
(ACA), also known as “Obamacare,” enacted in 2010, greatly expanded
that role in some important ways, but also involved provisions that may
eventually curtail the role in some respects. In what follows, we’ll first
summarize how the markets for health care and health insurance worked
and how tax policy influenced them before the ACA, and then discuss the
reforms enacted in the ACA.

The most important tax preference for health care has long been the
exclusion from tax of employer contributions to employee medical
insurance plans. Since World War II, these contributions have been
deductible from the employing businesses’ taxable income just the way
wage and salary payments are, but the value of the health insurance—unlike
wages and salary receipts—has not been part of employees’ taxable income.
In fiscal year 2014, this treatment cost an estimated $195 billion in
revenues, requiring personal tax rates to be 14 percent (not percentage
points) higher than otherwise.34

Does health care merit preferential tax treatment? This argument cannot
be dismissed out of hand, because health insurance is plagued by serious
market failures arising from imperfect information.35 First, a problem of
adverse selection arises because individuals know more about their health
risks and status than insurers do. Insurance companies charge premiums
based on the average level of risk for a particular population and in some
cases a perfunctory medical examination. Some healthier, lower-risk people
will find this price unattractive and leave the market, which increases the
average risk level of people left in the insurance pool. This, in turn, pushes
up premiums, driving out even more low-risk people, and a vicious cycle
ensues. As a result, many people end up without insurance, even though the
insurance could be both valuable to the buyer and profitable for the
insurance company in the absence of the adverse selection problem.



The system of employer-provided insurance helps mitigate the adverse
selection problem; because employees work for firms for reasons generally
unrelated to health risks, an insurance provider has reason to expect that any
firm’s employees are a mix of high-risk and low-risk people. Employer-
based insurance thus automatically pools risks. By encouraging employer-
provided insurance, the tax preference for it has helped to offset the adverse
selection problem that would otherwise plague this market. Nevertheless,
before provisions in the ACA meant to address adverse selection in the
individual health insurance market were implemented starting in 2014,
adverse selection remained a serious problem for people who were not
covered by employer-provided insurance and who were faced with high
premium rates. It was also arguably partly responsible for the almost
complete absence of a market for long-term contracts for health insurance
that would be fully portable across jobs and would not skyrocket in price if
you developed a chronic illness after purchasing it.

A second market failure associated with health insurance is known as
moral hazard. This means that because health insurance changes the
incentives faced by insured people, they may change their behavior in a
way that drives up expenditures on health care. For instance, because most
people with insurance face a low or zero out-of-pocket charge for additional
medical services, they may consume extra medical services for which the
true social costs (which are higher than their out-of-pocket costs) exceed the
benefits. However, for reasons we explain below, the tax preference for
employer-provided health insurance tends to exacerbate the moral hazard
problem rather than reducing it.

Special treatment of health care might also be justified by equity
objectives. The itemized deduction for medical expenditures is consistent
with horizontal equity concerns; families that experience large,
unavoidable, out-of-pocket medical costs arguably have a lower ability to
pay taxes than other families with the same income. Furthermore, vertical
equity concerns might motivate a desire to redistribute resources to the
poor, or to those burdened by extraordinary medical expenses, in the form
of health care. In some cases, voters may prefer redistribution for a specific
meritorious (in their eyes) purpose such as health care over redistribution of
resources that can be used for any purpose, meritorious or not. Moreover,
“luck egalitarian” arguments of the sort discussed in chapter 3 imply that
there is an especially strong moral rationale for redistribution to protect



people from poor health status to the extent that it is due to bad luck, as it
usually is. Finally, low-income uninsured people often end up getting care
anyway—for example, through uncompensated care from a public or
charitable hospital. This creates a kind of moral hazard problem by
reducing the incentive to buy insurance. While such care does help the poor
who receive it, both the benefits and the costs are distributed in a capricious
fashion. For instance, whether a particular uninsured individual has access
to uncompensated care is largely a matter of luck, and the costs may be
borne through higher insurance premiums for certain people or perhaps
lower compensation for health-care providers who happen to be willing to
work in certain areas. Arguably, a more systematic government policy could
provide a fairer and more efficient way of helping the poor than
uncompensated care.

Although solid rationales can be found for some form of government
intervention in the market for health care, the tax preference for employer-
provided health insurance is poorly designed for addressing these problems
and may even make some of them worse. It provides no help at all to people
whose incomes are too low to be subject to income tax, and it provides very
large amounts of help to those high-income people who have high marginal
tax rates.

In 2010, prior to implementation of the ACA, about 50 million Americans
per year went the entire year with no health insurance coverage, and nearly
50 million more went without health insurance for some part of the year.36

In 2012, which was still before the most important provisions of the ACA
had been implemented, 75 percent of the uninsured had incomes below 250
percent of the federal poverty line ($57,625 for a family of four in 2012).
Moreover, 63 percent of the uninsured in 2012 lived in a household with at
least one full-time worker, and another 16 percent lived in a household with
at least one part-time worker, so this was mostly an issue for the self-
employed and people who work for employers that do not offer health
insurance.37 Proposals for health care reform have long featured measures
to redirect more of our health care subsidies toward the low- and moderate-
income people who are disproportionately likely to be uninsured.

The tax exclusion of employer-provided insurance is also inefficient
because it provides an incentive not only to buy health insurance in the first
place (which may be desirable for the reasons discussed earlier) but also to
buy expensive health insurance (which is not desirable). Consider an



employee who faces a 20 percent marginal tax rate. If an employer wants to
give that worker $80 more in net-of-tax compensation, the firm would pay
only $80 to grant that compensation in the form of a better health insurance
policy but $100 to provide compensation in the form of a higher cash
salary. This creates a strong incentive for employers to offer, and employees
to prefer, much more generous health benefits than otherwise, which
exacerbates the moral hazard problem considerably, leading to some
wasteful expenditure on medical care.

The ACA included many provisions designed to address the problems
discussed above, most of which were implemented starting in 2014.38 To
address concerns about equity between the sick and healthy, as well as
concerns about the absence of long-term health insurance contracts that
would protect people against changes in health status that lead to increased
premiums, the act imposed a number of regulations on insurance
companies. Health insurance premiums can no longer vary based on health
status or factors that predict it, except for age, tobacco use, and geographic
region. Moreover, health insurers can no longer deny coverage to anyone,
regardless of health status, and cannot drop customers when they become
sick.

If that were all the ACA had done, it would have greatly exacerbated the
adverse selection problem, as people could simply wait until they get sick to
buy health insurance, and it would have done little to help low- and
moderate-income people purchase insurance. This is where some of the
most important tax provisions of the ACA come in. First, the ACA
introduced an income tax penalty for individuals who are not covered by
health insurance. Second, it instituted a substantial refundable income tax
credit to help subsidize the cost of purchasing health insurance. This credit
is available to people with incomes below 400 percent of the federal
poverty line ($97,200 for a family of four in 2016) who do not receive
insurance from their employers and who are not covered by Medicare or
Medicaid.39 The credit is sufficient to cover the amount by which the cost
of a standardized health insurance package exceeds a percentage of
household income; this percentage gradually rises from 3 percent for
families with incomes at 133 percent of the federal poverty line up to 9.5
percent for families with incomes at 400 percent of the federal poverty line.
It must be used to purchase insurance from an “exchange,” which is a
marketplace for insurance organized by the federal or a state government.



The value of the credit is significantly larger than the value of the tax
exclusion for employer-provided insurance for most low- and middle-
income workers. In order to reduce the incentive for employers to drop their
health insurance plans, the ACA requires all employers with 50 or more
full-time workers to either provide health insurance or pay a fee. Eligibility
for Medicaid was also expanded to cover a larger fraction of the population.

To mitigate moral hazard problems and help pay for the cost of coverage-
expanding provisions, the ACA included a provision that has come to be
known as the “Cadillac tax.” This provision was originally scheduled to
take effect starting in 2018, and would impose an “excise tax” remitted by
plan administrators (insurers) equal to 40 percent of the cost of health
coverage that exceeds threshold amounts, tentatively set at $10,200 per year
for individual coverage and $27,500 for family coverage in 2018, and then
adjusted for inflation thereafter. This was meant to roughly approximate the
effects of removing the tax exclusion for employer-provided health
insurance, offsetting the inefficient incentive that exclusion creates to
choose more expensive insurance plans. The hope was that labeling this a
tax on insurers would make it more politically palatable. In December 2015,
the Protecting Taxpayers from Tax Hikes Act of 2015 delayed the
implementation of the Cadillac tax until 2020, and also made the tax itself
tax-deductible for the plan administrator. Peter Orszag, former director of
the Office of Management and Budget, expressed a worry shared by many
economists who understand the efficiency and cost-control advantages of
this provision: “the big concern with delay is, it’s not a delay, it becomes a
rolling permanent deferral.”40

Because most provisions of the ACA were only implemented starting in
2014, it’s still too early to know much about its effects. Early evidence
suggests that it is succeeding in extending health insurance coverage to
more people. Between the last quarter of 2013 and the first quarter of 2015,
the percentage of Americans that are uninsured dropped from 16.2 percent
to 10.7 percent. By June 2015, about 10 million people were enrolled in
private insurance through ACA exchanges, and enrollment in Medicaid had
increased by about 14 million people relative to October 2013.41 The ACA
also included many provisions intended to reduce the growth of health care
costs and improve the quality and efficiency of health care, but as of late
2015 it was too early to know much about whether these would succeed,



and the most important such provision, the Cadillac tax, has just been
delayed.42

The ACA will undoubtedly continue to be a source of controversy going
forward. One concern regards the budgetary impact. Over the near term, the
various new taxes and fees introduced by the ACA bring in more than
enough revenue to cover its costs. But this is unlikely to be true over the
long term, as ACA tax revenues would tend to grow at a rate similar to
economic growth while health care costs tend to grow faster than economic
growth.43 It is even less likely to be true over the long run if the Cadillac
tax gets deferred indefinitely. A second concern regards how the ACA will
affect labor supply. For example, the gradual phaseout of premium tax
credits as income rises causes an increase in effective marginal tax rates on
labor income, which might lead some people to work less. A third concern
is that various features of the ACA distort incentives in ways that might
lead to outcomes such as employers dropping insurance coverage (which
would raise government budgetary costs), or a reduction in the share of
employment that is in large firms (which could have costs in terms of
productivity).44 The size of such costs is an empirical question for which
the evidence is not yet in, and in any event, the costs must be weighed
against the benefits of the ACA.

Charitable Contributions
Under current law, contributions to qualifying charitable organizations are
deductible from taxable income for those who itemize deductions. Let’s
subject this provision—which is in effect a penalty on those who are not
charitably inclined—to our two-tiered test. First, are charitable
contributions an indication that the contributing family is less well-off than
their income would suggest? Some would argue yes—that people who
make charitable contributions are sacrificing some of their own well-being
for an altruistic or moral purpose. However, these are voluntary
contributions. The contributors must be getting some satisfaction from the
act of giving. Otherwise they would not have done so. Perhaps they are
motivated by the “warm glow” they feel when they help others. So their
level of well-being is really no different than that of people with equal
incomes who don’t give to charity. If that is the case, we cannot invoke an



ability-to-pay justification for providing a tax preference for charitable
donations.

Test number two is whether there is something inherent about charity that
justifies subsidies to encourage charitable giving. In this case, the answer is
arguably yes, as charitable contributions involve positive externalities. For
one thing, the beneficiary of the contribution is better off. Second,
charitable contributions may provide benefits to people who do not make
contributions themselves. For example, many noncontributors might feel
better knowing that homeless people are provided with food and shelter by
charities. But in these cases, people have an incentive to free ride on the
contributions of others; economists call such a situation a public goods
problem. Charitable giving still occurs because some people are motivated
by the satisfaction they receive from giving, but because of free riding, an
inefficiently low amount of giving is done. To the extent this occurs, an
extra incentive from the tax code may lead to a higher level of charitable
activity that makes everyone better off. Of course, another approach would
be for the government to provide the public goods directly, instead of
relying on private contributions. However, some things that are arguably
public goods would tend to be under-provided by the combination of
government and unsubsidized charity. For example, the U.S. government
could not contribute directly to religious institutions because of the
constitutionally mandated separation of church and state, and some public
goods that are valued only by a minority of the population might not be
provided by a majority-rule government. Some argue, in addition, that
private charitable contributions are a more efficient and less intrusive way
of financing public goods such as aid to the poor than is government
intervention.

The charitable contribution deduction is not without its costs, however. In
fiscal year 2014, it reduced income tax revenues by about $51 billion. It
adds to complexity and recordkeeping requirements.45 A broad array of
activities qualifies as “charity,” so there’s no guarantee that the gifts will go
to activities that really deserve to be subsidized by the tax system.46 For
example, only a small portion of subsidized giving goes to help the poor;
much of it goes to higher education and cultural institutions, which may or
may not deserve subsidy.47 Contributions can also be difficult to monitor, so
unfortunately some inequity arises from abusing the system.48



There is empirical evidence that high-income people, in particular, do
respond to tax incentives for charitable donations by donating more. The
tax saving from donating an additional dollar to charity is larger when
marginal income tax rates are higher—for instance, someone in the 35
percent tax bracket who itemizes deductions saves at least 35 cents in taxes
for every additional dollar that is donated.49 At the top of the income
distribution, incentives to donate to charity were much stronger during the
1970s than they have been since 1988, because marginal income tax rates
were much higher at the top of the distribution during the 1970s.
Households with incomes above $500,000 (in constant year 2007 dollars)
reported charitable donations that were 8.2 percent of their after-tax
incomes, on average, during the 1970s. This figure dropped to 5.1 percent,
on average, during 1988 through 2007, which is consistent with a
behavioral response to reduced incentives to donate. In other income groups
that experienced much smaller changes in the incentive to donate over this
period, donations as a share of after-tax income did not change much at
all.50 There is also evidence that, after controlling for other factors that
influence donation behavior such as income and religion, high-income
taxpayers donate more to charity in states where the tax system creates a
stronger incentive to donate, and that charitable donations went down
relatively more over time for high-income people living in states where tax
incentives for donations declined relatively more over time during 1979
through 2006. This evidence suggests that charitable tax subsidies cause
high-income people to increase their donations by a bit more than the value
of the tax subsidy. Evidence on the responsiveness of donations to tax
incentives is more uncertain for low- and middle-income people.51

On balance, some form of incentive for charity may be justified. With that
said, it is by no means clear that the current approach is appropriate in terms
of either efficiency or equity. Currently, the rate of subsidy is tied to the
donor’s tax rate, and is zero for taxpayers who do not itemize or who have
incomes below the filing threshold. In 2014, about 68 percent of the
revenue loss from the federal income tax deduction for charity went to
subsidize the donations of people with incomes above $200,000.52

Replacing the itemized deduction for charitable donations with a fixed
credit per dollar donated that is available to all taxpayers would subsidize
all charitable contributions at the same rate, instead of subsidizing more
heavily the contributions of affluent taxpayers. That is arguably fairer, and



is perhaps more efficient, as there’s no obvious reason to think that the
positive externalities produced by donations are larger if they come from
higher-income people. It could also facilitate adoption of a system of direct
government matching grants to qualifying charitable organizations, as is
used in the United Kingdom, which would have advantages in terms of
reducing administrative and compliance costs (see chapter 5). Moreover,
some empirical evidence suggests that a match would have a greater “bang
for the buck” in terms of increased resources received by charities per
dollar of forgone tax revenue, compared to a deduction that offers the same
economic incentives to the same people.53 On the other hand, if donation
behavior is less responsive to incentives among low- and middle-income
people compared to high-income people, then replacing a deduction that
targets most of the incentives to high-income people with a flat-rate credit
would mean less “bang for the buck,” because relatively more of the tax
subsidy for donations would be spent on windfalls for donations that would
have happened anyway, and relatively less would be spent on people who
actually respond by donating more.

State and Local Government Taxes and Borrowing
Two important preferences in our tax code have to do with state and local
governments. The itemized deduction for tax payments to state and local
governments cost the federal government about $77 billion in revenues in
fiscal year 2014. Households with incomes above $200,000 accounted for
about 58 percent of the revenue loss from this provision in that year.54 The
exclusion from federal income tax of interest on state and local government
bonds cost an estimated $39 billion in fiscal year 2014.55 Are these features
justifiable?

One potential rationale for the deductibility of state and local taxes is that
families that have the same income but live in high-tax states and
municipalities have less “ability to pay” and therefore should owe less
federal taxes than families who live in low-tax places. The flaw in this
argument is that many of the people who live in high-tax states presumably
benefit from a higher level of public expenditures. Why should someone
who chooses to live in a low-tax state and make do with fewer government
services be penalized for that choice? Of course, the relationship between
state and local taxes and the benefits from public services is certainly not



one-to-one, and those who bear the tax burden and those who benefit from
government programs need not be the same people. So the ability-to-pay
argument against deductibility has some merit, although it is limited.

Another problem with the deduction is that it provides an inefficient
subsidy to state and local spending. The cost to (itemizing) taxpayers of a
dollar of such spending is less than a dollar because of the deduction; in
effect, part of the cost is shifted to taxpayers in other states. On the margin,
this may encourage state and local governments to undertake projects that
would not meet taxpayer approval in the absence of the tax incentive and
that therefore use up resources that would be more efficiently used for other
purposes. Moreover, because it is linked to itemized deductions, this
subsidy is larger for governments that have relatively more high-income
(and therefore high-tax-rate, itemizing) residents.

Such a subsidy for state and local expenditures might be desirable if those
expenditures provide benefits that have spillover effects that spread beyond
the state’s or municipality’s borders. In this case, some programs that are
worthwhile from the country’s perspective might not be undertaken by a
state or local government. This argument certainly does not apply for many
types of programs, such as garbage collection or municipal swimming
pools. It makes more sense for primary education, on the grounds that it
builds an “educated citizenry,” which benefits all Americans. Although this
argument has some intuitive appeal, it is hard to prove or quantify and, in
any event, it applies only to a subset of what state and local governments do
and therefore does not justify the general deductibility of state and local
taxes. Nor does it justify effectively giving a larger subsidy to more affluent
communities where the residents are more likely to itemize and tend to be
subject to higher tax rates.

On balance, although the deduction for state and local taxes has some
merit as an adjustment for ability to pay and perhaps as an encouragement
of certain worthy public expenditures, it also involves significant
inefficiency, unfairness, and complexity. Some of these same arguments
apply to the other major income tax provision related to state and local
government—the exclusion of interest on state and local bonds from
taxable income. In this case, there is no ability-to-pay rationale because the
decision to buy bonds issued by municipal governments is entirely
voluntary, and thus holders of such bonds are certainly not worse off for
doing so. The main effect of the interest exclusion is to subsidize debt-



financed expenditures in the states and municipalities because it enables
these governments to borrow money at a lower interest rate than otherwise.
High-tax-rate investors are willing to accept the lower interest rates because
they owe no tax on the interest. The increased demand by investors drives
up the prices of these bonds—or, in other words, pushes the yields on these
bonds down toward the after-tax rate of interest offered on similar, but
taxable, bonds.

Not all of the benefits of the interest exclusion go to state and local
governments, however. If all potential buyers of these bonds had the same
tax rate—say, 20 percent—the interest rates on the bonds would end up
being about 20 percent lower than on other bonds, so the purchasers would
gain little or no benefit. Their implicit tax (because they have a lower
interest rate) would equal the explicit tax on other investments. But in a
system of graduated rates and both taxable and nontaxable potential
purchasers, to sell all the bonds that state and local governments want to
issue, the rate of interest must be high enough to attract not only those
taxpayers with the highest tax rate but also many investors with lower tax
rates. This means that taxpayers in the top tax brackets benefit because they
can invest at a higher after-tax rate of return than otherwise.

Given that the case for subsidizing state and local expenditures is shaky,
the interest exclusion seems hard to justify. Because a substantial portion of
the subsidy represents a windfall to very high-income people, it is even
harder to justify. An alternative to both the exclusion of bond interest and
the deductibility of state and local tax payments that would avoid these
problems would be for the federal government to provide direct subsidies to
these governments for the intended class of expenditures. This idea has
always been resisted by state and local governments, largely due to their
fear that once the tax preference becomes a straightforward appropriation it
could more easily go onto the budget chopping block. This is another good
example of how the tax system can sustain implicit subsidies that would
probably not survive as equivalent stand-alone programs.

The Standard Deduction and Rough Justice
To this point, we have addressed the most important itemized deductions.
Only about 30 percent of taxpayers—those who itemize—deduct these
expenses, and these are predominantly affluent families.56 This is because
all taxpayers are offered the option of bypassing the itemizing process and



instead claiming a standard deduction, which varies only by marital status.
In 2015, the standard deduction amounted to $12,600 for a married couple
filing jointly, $6,300 for a single taxpayer, and $9,250 for a head of
household.57

Offering the option of a standard deduction makes sense because it would
not be cost-efficient for the IRS to have to monitor and occasionally audit
the deductions claimed by the 70 percent of people who file tax returns but
do not now itemize, not to mention the cost in time and monetary expense
of these taxpayers having to keep track of their expenses.58 By having a
standard deduction, however, the tax system loses its ability to finely
differentiate among taxpayers with differing abilities to pay. As it stands
now, two otherwise identical families, both with $30,000 of income and
both taking the standard deduction, owe the same tax even though one
family has incurred $5,000 in medical expenses and the other hasn’t.
Although in principle the tax system allows extraordinary medical expenses
to reduce income subject to tax, in practice we settle for “rough justice” by
differentiating tax liability only when relatively large sums of money are
involved.

If some or all itemized deductions end up being retained, a larger standard
deduction could still simplify taxpaying for many people by cutting down
on the number of itemizers. This could save substantial administrative and
compliance costs. It would mean settling for even more rough justice, but
the trade-off might be worth it. One simplifying change that would cost no
revenue would be to couple a reduction or elimination of personal
exemption allowances for the adults in a family with a corresponding
increase in the standard deduction. Similarly, if some itemized deductions
are retained in a flat tax, the family allowance could be treated as a large
standard deduction.

Savings Incentives in the Income Tax
A variety of income tax provisions—including IRAs, Keogh plans, 401(k)
and 403(b) pension plans, and numerous other tax-preferred pension plans
and saving accounts—reduce the tax on the return to savings. In recent
years, these kinds of plans have been expanded considerably. Their
popularity partly reflects a growing enthusiasm for consumption taxation,
perhaps combined with a skeptical appraisal of the likelihood of



fundamental tax reform, so that tax-preferred savings accounts are seen as a
feasible way to move toward consumption taxation.

These plans have three essential features. First, the ordinary return on
contributions to such plans is exempt from tax. In most cases, this is
accomplished by excluding employer and employee contributions from tax;
allowing interest, dividends, and other returns on the assets in the account
to accumulate tax-free; and then taxing withdrawals from the accounts. In
some cases, such as Roth IRAs, contributions cannot be deducted from
taxable income, but no tax is charged on either the assets’ returns or on
withdrawals, which also effectively exempts the return to saving from tax.
Second, maximum limits are imposed in various ways on the amount of
contributions that can receive favorable tax treatment. For example, in
2015, annual individual contributions to IRAs were limited to $5,500 for
those under age 50 and $6,500 for those aged 50 and over.59 Third, in some
cases, eligibility is limited to people with incomes below a certain level. For
example, in 2015, eligibility for conventional IRAs was phased out for
married couples with AGI between $98,000 and $118,000 (unless neither
spouse has access to an employer-provided pension plan) and eligibility for
Roth IRAs was phased out for married couples with AGI between $183,000
and $193,000.60

Advocates of tax-preferred saving plans argue that they provide many
people with the opportunity to accumulate wealth tax-free but that they do
so in a “limited” way that, compared to abandoning completely all taxation
of returns to saving, costs less government revenue and restricts the size of
the tax advantage obtained by very high-income people with large amounts
of capital income. However, in some cases this compromise essentially
provides the worst of both worlds—losing revenue without actually
affecting the incentive to save or increasing saving.

To see the problem, consider the implications of contribution limits—for
example, the current $5,500 limit on contributions to IRAs for those under
age 50. This limit makes no difference to taxpayers who would not in any
event want or be able to contribute as much as $5,500 in a year, so for them
an IRA could provide an incentive to save more than they otherwise would.
However, for those taxpayers who would otherwise save more than that and
don’t mind subjecting their funds to a penalty for early withdrawal, the IRA
deduction is a nice gift, but at the margin it will have absolutely no
influence on how much they save. If you’re trying to decide whether to save



$6,000 or $7,000, the IRA program is immaterial because you’ve already
maxed out on your contribution. Thus, the IRA provides a reward for
saving you would have done anyway rather than an inducement to do more
saving. In fact, because the tax reduction you obtain from it adds to your
disposable income, having an IRA should therefore increase your
consumption, which reduces rather than increases national saving.
Moreover, reducing taxes without improving incentives is inefficient
because it means we have to forgo some other equal tax reduction that
would have improved incentives. This is a major reason why, in the Tax
Reform Act of 1986, eligibility for deductible IRAs was restricted mainly to
people with incomes low enough that they would have been unlikely to
save more than the contribution limits anyway.

The other key problem is that, while IRAs and other tax-favored saving
plans are intended to encourage saving, they actually subsidize deposits into
an account, and making a deposit is not at all the same as saving. As a
result, people who have assets outside of these accounts or an ability to
borrow can use IRAs and pensions to reduce their taxes without doing any
new saving at all. To see how this works, consider an individual who over
the years has saved up $16,500, which is now invested in stocks and bonds.
If she takes $5,500 of this and deposits it into a traditional IRA account, she
gets the tax benefits even though her saving has not increased or decreased;
it’s just been moved from one account to another. Of course, if she deposits
$5,500 every year into an IRA account and does no more new saving, after
three years she will have transferred all of her wealth into the IRA account.
At that time, she may face the decision that the IRA is designed to alter: to
get any further tax benefit, she might have to do some new saving. But even
then, she could avoid actually doing any net saving by increasing her
borrowing by the same amount that she contributes to her account (or
equivalently, reducing the rate at which she pays back an outstanding loan).
The taxpayer makes money on this strategy as long as the interest on the
loan is deductible from tax, as it would be on a home mortgage, for
example.

One reason that current savings incentives subsidize deposits rather than
saving itself is that deposits are a lot easier to measure. Accurately
measuring saving would probably require every taxpayer to keep track of
all additions to assets, subtract out all withdrawals, and record and report to



the IRS all borrowing. As discussed earlier, this procedure would
substantially complicate the tax system.

Some basic facts about IRAs and pensions can help illustrate the nature
and extent of the problem. In 2010, when the IRA contribution limit was
$5,000 for those under 50 and $6,000 for those 50 and over, 40 percent of
people who contributed to either a traditional or Roth IRA contributed
exactly the maximum amount for their age group.61 For many IRA
participants, therefore, the IRA probably provided a windfall rather than an
incentive to save.62 Moreover, the vast majority of people eligible to
contribute to a deductible IRA simply didn’t contribute anything. In 2010,
only 7.9 percent of taxpayers eligible to contribute to tax-deductible IRAs
actually did so.63

The story for pensions is a bit more complicated. In 2013, 36.2 percent of
families had at least one member participating in an employer-provided
pension plan, 30.1 percent had a defined-contribution plan such as a 401(k),
and 12.1 percent had a defined-benefit plan, with some overlap between the
two groups.64 Defined-benefit plans have essentially no impact on
individuals’ incentive to save at the margin because individual workers
have no control over how much is saved in these plans on their behalf. Most
participants in defined-contribution plans do have the opportunity to
increase their tax-deductible contributions, so that these plans do increase
the incentive to save (or at least to contribute to the account). For example,
a study by the Congressional Research Service found that in 2006, only 8
percent of defined-contribution pension-plan participants were making
employee contributions of $1,000 per month, which corresponded to the
annual employee tax-deductible contribution limit of $12,000 that was then
applicable. Thus, the vast majority could have contributed more but did
not.65

The bottom line is that, between IRAs and defined-contribution pension
plans, most people probably have the opportunity to do additional
retirement saving that receives consumption tax treatment, although
apparently many do not take advantage of this opportunity. On the other
hand, a substantial fraction of the people who actually participate in IRAs
are making the maximum allowable contribution. For these people, the
special tax treatment applied to such plans generally provides a windfall
rather than an incentive to save.



Some economists maintain that retirement saving accounts provide an
important institutional commitment device that helps people overcome their
natural tendency not to do the retirement saving that they ultimately know
is good for them. Traditional economic models assume that people are
forward-looking, well-informed, and fully rational with regard to their
saving (and all other) behavior. But much recent evidence shows that many
people suffer from problems like temptation to spend cash in hand today,
have a poor understanding of basic principles of financial planning, and put
little thought into saving decisions. For example, recent research suggests
that employee decisions regarding pension saving often follow the “path of
least resistance,” accepting whatever default plan the employer provides.
By contrast, a model of fully rational saving behavior would tend to predict
that employees would take advantage of options provided by these plans to
finely tailor the amount and kind of saving they do to match their tastes,
circumstances, and incentives. This research suggests that institutions like
employer-provided pensions may have important impacts on saving
independent of their effects on incentives.66 Thus, tax preferences that
create an incentive for employers to operate such plans might increase
saving. But switching all the way to a consumption tax could conceivably
weaken the employer-provided pension system, as the tax advantage to
setting up such plans with an employer would disappear. As a result, this
theory suggests that such a reform might actually reduce saving.

Many economists now take seriously the idea that certain people are
unable to commit to save as much as they “should” and that the problem is
particularly severe for low- and moderate-income people, as both the
pressures to spend today and the consequences of under-saving are the
worst for this group.67 Moreover, low- and moderate-income workers are
also much less likely to be enrolled in a pension plan and thus do not
benefit from private pensions’ role as a commitment device. This could
support a case for going beyond removing distortions and perhaps
subsidizing saving among low-income people, as well as creating
institutions that do a better job of getting low- and moderate-income people
in the habit of saving. The 2001 tax act took a step in this direction by
creating a tax credit, known as the Savers Credit, of up to 50 percent for
contributions to retirement savings accounts such as IRAs by low-income
people, with a maximum annual credit of $1,000 for an individual or $2,000
for a couple.68



Increasing contribution limits reduces the number of people who are
constrained by contribution limits, and for those people the plans might
now provide an incentive to do additional saving rather than serving solely
as a windfall.69 On the other hand, it would increase the size of the windfall
going to those who remain above the limits. Extending eligibility for
contribution-limited saving accounts like IRAs to higher-income people
might improve incentives to save for some of them, but for many it would
just provide an opportunity to shift assets from taxable to tax-free accounts.
The vast majority of people, who are already contributing less than the
limits, would be unaffected, and most of the benefits of the changes would
go to upper-income people.

All in all, the array of tax-preferred saving plans is an inefficient way to
reduce the disincentives to save under an income tax. If people are
presumed to systematically under-save—and this is by no means obvious—
then other policies, such as providing refundable credits for low-income
savers and expanding their participation in pension plans, are worth
considering. Finally, if private pensions are the key to more saving, the tax
incentive for employers may be the most important incentive of all. The fact
that, under a consumption tax system, employer-provided pensions might
be cut back, because they would no longer be tax-advantaged relative to any
other form of saving, suggests that private saving might actually decline.

Integration: Addressing the Double Taxation of Corporate
Income
Economists have long considered the tax treatment of corporate income to
be an important problem with the U.S. income tax system. The current
system, under which corporation income can be taxed twice—first by the
corporation tax and then again when the income is received by shareholders
—can put an inefficient penalty on business activity carried out in corporate
form, and it distorts corporate financial structure toward debt finance. It
also may make investment in corporate stock particularly unattractive
relative to nonbusiness investments such as owner-occupied housing,
causing too much high-priced housing to be built at the expense of more
socially productive corporate investments.

The argument for eliminating the double taxation of corporate income is
largely one of economic efficiency and not fairness, although it is often sold
politically as an issue of fairness. The sound economic argument is that



uneven taxation of different forms of investment causes investment to be
allocated in a less productive manner than it could be. But uneven treatment
is not necessarily unfair because putting savings into corporate stock is a
voluntary choice. To the extent that the return to corporate stocks is taxed
more heavily than other assets, demand for corporate stocks declines, and
their prices go down until they offer a similar expected rate of return (after
adjusting for risk) as other assets. The double taxation arguably caused
horizontal inequity for people who owned stocks at the time it was
originally instituted because they suffered a capital loss. But most people
who own stocks today have not been penalized relative to other asset
owners because they were largely compensated for the higher tax burden by
paying a lower price for the stocks. As we noted above, a horizontal equity
argument can be made for removing taxes on the return to saving in general,
but there’s nothing special about the double taxation of corporate income in
this regard.

For similar reasons, if double taxation of corporate income is removed,
some of the benefits will be dissipated into a windfall gain for current
shareholders, as demand for stocks should rise in anticipation of their more
favorable tax treatment, pushing up their prices and generating an
immediate capital gain. There is no good reason to think that such a
windfall is in any way “deserved.” The immediate rise in share prices also
mitigates the degree to which the after-tax incentive to save rises, thus
limiting any long-term economic gains. Taxpayers will still have improved
incentives to channel saving toward more productive uses, though (reflected
in increased demand for corporate stocks relative to other assets), and that’s
the best argument for addressing the problem.

At first blush, the obvious solution to the problem of double taxation is
simply to eliminate the corporate income tax altogether. The obvious
solution is not the right one. Just eliminating the corporation income tax
would create formidable new problems, mainly because a large fraction of
corporate income goes untaxed at the individual level. Recall that accrued
capital gains are not taxed until they are realized and are not taxed at all if
held until death and passed on to heirs. Even when realized, capital gains
are taxed at preferential rates. With no corporate income tax at all,
taxpayers would have a strong (and inefficient) incentive to keep as much
income in corporations as possible, deferring or perhaps eliminating
taxation on that income altogether. Individuals would have a great incentive



to incorporate themselves and devise schemes to “pay” themselves in ways
that escape personal taxation, such as providing company cars, apartments,
and so on. As a practical matter, an income tax system such as ours requires
some form of corporate tax as a backstop to the personal taxation of capital,
and possibly labor, income.

For these reasons, most proposals for mitigating the double taxation of
corporate income involve some form of tax relief at the personal level for
dividends and sometimes capital gains, on which corporate income tax has
already been paid. This is known as integration of the corporate and
personal tax systems. Indeed, many countries have in the past adopted such
an approach. Traditionally, a common policy has been to grant taxable
individual shareholders a credit against personal tax liability for a portion of
the corporate tax attributable to the dividends they receive. Recently,
though, some of the European countries who had this type of system have
abandoned it for a preferential tax on dividends.

The 2003 tax act was a step toward one type of integration because it
reduced the top tax rate on capital gains (not just those on corporate stock),
as well as all dividends, to 15 percent. The 15 percent rate was increased to
20 percent as of 2013. This preferential rate does indeed reduce the extent
of double taxation of corporate income. However, because the capital gains
tax cut applied to past as well as future accumulations of gains, a substantial
portion of its revenue cost represented windfall gains related to past
decisions and so had no incentive effects. Furthermore, there was no
provision to limit tax relief at the personal level to cases where tax was
actually paid at the corporate level, so there was no reduction in incentives
for corporate tax sheltering.

It is instructive to compare the 2003 tax change to a more fundamental
approach to removing the inefficient tax treatment of corporate investment
that was set out in a 1992 U.S. Treasury report called the comprehensive
business income tax, or CBIT.70 The CBIT plan would go further than the
2003 changes by excluding from AGI any dividends that come from profits
on which corporate income tax had been paid, as well as any capital gains
that arise from new retained earnings on which corporate tax had been paid.
The CBIT also would make radical changes in the tax treatment of interest,
eliminating interest deductions from the corporate tax and excluding
corporate bond interest from taxation at the personal level. Moreover, it
would apply to almost all businesses, not just corporations. The change in



the treatment of corporate interest, in particular, would raise revenue
because some interest income that currently escapes taxation at any level
would now be taxed at the corporate level. As a result, the Treasury
estimated that the plan as a whole (including the provision for capital gains)
could reduce the corporate tax rate by 3 percentage points and still be
roughly revenue-neutral. The CBIT would eliminate any tax preference for
debt finance relative to equity finance of corporations because the returns to
both would be taxed once at the same corporate rate under the CBIT.

In its treatment of dividends, interest, and capital gains, the CBIT
proposal resembles a consumption tax along the lines of a Hall-Rabushka
flat tax or the X-tax, discussed in chapter 7. It would still be a type of
income tax, however, because business investment would continue to be
depreciated rather than expensed. In this way, the normal return to corporate
investment would be taxed at the firm level.

Corporate Welfare
The 2003 tax changes regarding dividends and capital gains focused
attention on the double taxation of corporate income that can occur under
the U.S. income tax structure. Ironically, at the same time the public
spotlight was directed toward cases of egregious corporate tax avoidance,
tax evasion, and preferential tax treatment, all of which suggest that some
corporate income is not double taxed, single taxed, or even taxed at all. We
addressed issues of corporate tax avoidance and evasion in chapter 5, and
turn to preferential tax treatment next.

One frequent rhetorical target of politicians is corporate welfare.
Although everyone claims to be against corporate welfare, not everyone
defines it the same way. Defining it as “programs and subsidies that
primarily benefit profitable corporations,” a Stop Corporate Welfare
Coalition of organizations drawn from all across the political spectrum
could come up with only twelve programs that cost slightly more than $11
billion over five years. A Time magazine exposé put the bill for federal
corporate welfare at $125 billion per year, a small part of which represented
tax breaks.71

Some provisions in the tax code provide preferences for investments done
by certain types of corporations or businesses. The most obvious example is
the generous depreciation deductions granted to oil, gas, and mining
operations. Other industries that tend to be favored include rental housing,



real estate, insurance, and financial services.72 The libertarian Cato Institute
argues that targeted tax breaks are not corporate welfare because allowing
corporations to keep more of their own earnings is not a form of welfare.
Even the Cato Institute admits, though, “While targeted tax breaks are not
welfare, they are bad policy and should be eliminated.”73

As with double taxation of corporate income, the main problem with
these types of preferences once they are in place is inefficiency, not
unfairness. For example, the preference for oil drilling has caused
investment funds to flow into that line of business at the expense of other,
more productive investments. The uneven playing field that results prevents
the country’s resources from going toward their most efficient use.

Capital Gains
The treatment of capital gains is one of the most controversial and publicly
debated issues about the income tax, with Republicans generally wanting to
reduce rates on capital gains as much as possible and Democrats wanting to
keep them near rates on other income. It is a particularly divisive issue
because realized capital gains are highly concentrated among high-income
individuals. In 2011, for example, 78 percent of gains were received by
households whose AGI exceeded $200,000, and capital gains constituted 12
percent of the AGI of these taxpayers.74 Because of this concentration,
preferential tax treatment of capital gains is the archetypical example of
“trickle-down economics,” where the immediate benefits go to a small
group of highly affluent people and the extent of longer-term, more widely
distributed, benefits is hotly disputed.

According to the economist’s definition of income (consumption plus the
change in wealth), increases in the real value of capital assets are certainly
income. When a stock you own increases in value from $1,000 to $1,100,
you are $100 wealthier, just as you would be if you won $100 in the lottery
or got paid $100 for overtime work.75 The $100 gain is income you have
“accrued” at the time the increase in value occurs, regardless of whether
you convert it into cash by selling the asset. By this logic, all of capital
gains should be included in taxable income as they accrue with no
preferences.

Implementing this logic in a comprehensive way is not simple, however.
For many capital assets, obtaining a market value that can be verified by the



IRS or even be known to the owner is extremely difficult. It’s no problem
for highly liquid securities such as shares of companies traded on the
NASDAQ or the New York Stock Exchange. But it is a real problem for
closely held businesses, real estate, and other assets such as paintings. From
an administrative standpoint, requiring taxpayers to value all their capital
assets each year (so that they could report as income the increase in value)
and having the IRS monitor these reports would be very cumbersome.

Rather than requiring taxpayers to annually value all their capital assets
and include the change in value as income, capital gains are taxed only on
realization, which usually means when the asset is sold.76 One implication
of postponing the taxation of the gain until the time of sale, rather than
when the asset appreciated, is that it confers on the taxpayer the time value
of money: remitting the tax liability later rather than sooner is almost
always better. In one sense, the IRS offers the asset holder an interest-free
loan that is equal to the tax due at the time the asset appreciates and that
begins when the gain is made and is repaid at the time the asset is sold. This
interest-free loan is more valuable the higher nominal interest rates are and
the longer an asset is held.

Because of the advantage of deferring the tax liability, taxing capital gains
at the time of sale rather than at the time of accrual provides an incentive to
hold appreciated assets longer than otherwise. This “lock-in effect” is
greatly exacerbated because of another feature of current law that is
discussed further below: there is no tax at all on capital gains if the asset is
not sold during the holder’s lifetime. Empirical evidence suggests that
capital gains realizations are indeed sensitive to income tax rates on capital
gains, which supports the existence of a lock-in effect. For example, in the
United States, capital gains realizations grew relatively more slowly
between the 1950s and the 2000s in states where tax rates on capital gains
went up by more, compared to states where those tax rates did not change
as much.77

This combination—the deferral of tax until sale and the eventuality that
all the gain will be forgiven from tax—makes potentially appreciating
assets much more attractive than assets (like taxable bonds) that pay out
their return in a taxable form. This provides a purely tax-related advantage
to investments (such as real estate) that more easily can provide returns to
their investors in the form of appreciation.



Tax preferences accorded to capital gains also create a tremendous
incentive to repackage ordinary income into capital gains. People who buy
fixer-upper houses take advantage of this feature because their time and
effort is not taxed as labor income. Instead, they are reflected in a higher
sale price for the house and hardly taxed at all due to generous rules about
capital gains on owner-occupied housing. Other sophisticated taxpayers
make use of stock options or “collapsible” corporations to convert labor
compensation into capital gains. Some lawyers speculate that before the Tax
Reform Act of 1986 (when the capital gains tax rate preference was
especially large—a 30 percentage-point difference for top-bracket
taxpayers), about half of all the transactional complexity of the tax law was
due to this feature of the law.78

The 1986 tax reform virtually eliminated the rate differential on capital
gains, although the advantages of deferral and tax exemption at death
remained. The rate differential has since crept back up, as taxpayers in the
39.6 percent tax bracket for ordinary income now pay no more than 20
percent on their realized capital gains.

For all the problems caused by preferential taxation, taxing capital gains
realizations like other income poses its own problems, particularly given
other features of the current tax code. For one thing, in inflationary periods
much capital appreciation represents not a real increase in income but only
a catching up to higher prices. Second, the income that generates capital
gains on corporate shares is already taxed to some extent by the corporate
income tax. Third, given the realization-based tax system, imposing higher
rates of tax will inevitably provide some deterrent to efficient sales of
capital assets—the lock-in effect already discussed. Fourth, allowing full
deductibility of realized capital losses is not feasible because investors with
diversified portfolios could “cherry-pick” their assets, selling only those
with losses and holding those with gains and thereby consistently
generating losses for tax purposes.79 But the current asymmetrical treatment
of losses and gains makes the private investor’s prospects look less
attractive: she owes a share to the government if the investment turns out
well but gets little help if it turns out badly. Such treatment can inefficiently
deter risky investments.

Lock-in effects and tax avoidance could be further reduced by addressing
the exclusion from tax of capital gains that are held until death. For income
tax purposes, the taxable capital gain is calculated as the difference between



the proceeds from selling an asset and the basis of that asset, where the
basis is generally the amount the individual originally paid to buy the asset.
Under current law, heirs are able to step up the basis of inherited assets to
the value at the date of the donor’s death so that any unrealized capital gains
accumulated to that point escape income taxation forever. This provides an
effective avenue for avoiding income taxes. In fact, the income arising from
unrealized capital gains can effectively be consumed during the lifetime of
the asset’s owner without the owner ever paying tax on it, and the owner
can even reduce other taxes in the process. For example, someone could
hold an appreciated asset until his or her death and thus never pay tax on the
gains, borrow through a home equity loan and use the proceeds to consume,
and deduct the interest payments on the loan from the income tax. When the
heir sells the asset (with no tax) after the asset owner’s death, he or she can
use the appreciated asset to pay off the debt.

One reform option would tax unrealized capital gains at death as if they
were sold, which would greatly reduce the lock-in effect and avoidance
opportunities. Another option would require heirs to carry over the donor’s
basis on inherited assets, so capital gains that had accumulated prior to the
donor’s death would eventually be taxed whenever the heirs sell the assets,
an approach that was actually implemented for a small number of wealthy
decedents in 2010 during the temporary repeal of the estate tax, as
discussed in chapter 2.

Estate Taxes
Elimination of the estate tax is a frequent target of proposals for
fundamental tax reform, especially those emanating from the right side of
the political spectrum. This is partly because the estate tax is relevant to all
three of the elements of fundamental tax reform considered in this chapter.
Its highly progressive nature goes against the spirit of single-rate taxes. The
fact that it reduces incentives to save and invest goes against the motivation
for switching taxation to a consumption base. And schemes to avoid and
evade the estate tax, together with preferential treatment in the estate tax for
certain types of property such as farms, small businesses, and closely held
businesses that can benefit from valuation discounts, contribute to uneven
taxation of capital income and thus “messiness.”

The estate tax directly affects only the richest of Americans. Indeed, the
main argument made by proponents of the estate tax is that it is an



important component of a progressive tax system. In 2013, there were only
4,687 taxable estate tax returns filed, which represented approximately the
richest 0.2 percent of adult deaths in the United States.80 The exemption in
2013 was $5.25 million, and it is now automatically indexed for inflation,
so that it had risen to $5.43 million by 2015. The substantial exemption
amount means that it applies to a thin slice of the very wealthiest segment
of society. In 2013, the 698 taxable estate tax returns filed which had gross
estates over $20 million accounted for 63 percent of the $12.7 billion in
federal estate tax revenues.81 Above the exempt level, a tax rate of 40
percent applies, although unlimited deductions are allowed for bequests to a
spouse or to charity. These features make the estate tax by far the most
progressive component of the tax system.

Although the $20.9 billion of estate and gift tax revenues collected in
2013 represent only about 1 percent of federal tax revenues, they represent
a nontrivial portion of the tax burden placed on the very rich.82 For
instance, in 2013, taxpayers with adjusted gross income above $1 million
represented the top 0.2 percent of income tax returns filed ranked by
income, and the personal income tax raised $306 billion in revenue from
that group. Estate and gift tax liability was equal to 6.8 percent of that.83

The cases for and against a progressive tax system are addressed in
chapter 3. But if the goal of the estate tax is to achieve progressivity, this
raises the question of why an estate tax is preferable to levying somewhat
higher income tax rates on upper-income people. One argument for using an
estate tax as a supplement to income taxation is that our income tax fails to
tax a considerable portion of income, which may make it difficult to
achieve the degree of vertical and horizontal equity that society might
desire. For instance, estimates by economists James Poterba of MIT and
Scott Weisbenner of the Federal Reserve Board of Governors suggest that
42 percent of the value of estates over $5 million represents unrealized
capital gains, income that would never be taxed by the personal income
tax.84 Taxing estates is also an administratively convenient way of raising
tax revenue from the very wealthy. Even in the absence of taxes, estates are
required to go through a detailed legal process that reveals much
information about the decedent’s economic resources that would be difficult
to obtain in any other way.

Horizontal equity arguments are invoked by both supporters and
opponents of the estate tax. Supporters of the estate tax contend that people



who receive very large inheritances start off unfairly with a big unearned
advantage in life. Opponents of the tax focus on the donor rather than the
donee, questioning whether people who prefer to “spend” their money on
their children via bequests should be penalized relative to people who prefer
to spend their money while they are alive. Between two people who earn
the same incomes over their lives, the one who saves more of it will face a
higher estate tax burden (if they are sufficiently wealthy to face the tax, that
is).

The estate tax is also defended on the grounds that it creates a strong
incentive for the wealthy to give to charity, both during life and at death.
Because charitable bequests are fully deductible from the estate tax,
someone who faces a 40 percent marginal estate tax rate can leave $1 to
charity while sacrificing only 60 cents of bequests to heirs. Thus, the estate
tax effectively cuts the relative price of a charitable bequest in half for the
wealthiest members of society. The estate tax also increases the incentive to
give to charity during life, since anything given to charity while alive is not
available at death to be included in the taxable estate. In 2013, $13.6 billion
of charitable bequests were reported on estate tax returns (taxable and
nontaxable), and $75 billion of charitable donations were reported on
income tax returns with AGI above $200,000.85 Most empirical research
done on this topic suggests that charitable giving can be expected to decline
if the estate tax is repealed. For example, over the twentieth century, as the
marginal tax rate on the typical estate tax return increased, the share of the
value of estates that was left to charity also increased significantly.86

Although this correlation could conceivably have been caused by other
influences on charitable behavior that changed over time, research that
controls for these influences and takes advantage of the fact that estate tax
and inheritance tax rates changed in different ways over time across
different real wealth levels and different states also finds that charitable
bequests respond strongly to incentives and that repeal of the estate tax is
likely to reduce charitable giving.87

The estate tax reduces the incentive to save for those wealthy families
whose saving is at least partly motivated by the desire to leave a large
bequest. After all, one way to avoid estate tax liability is to consume all of
one’s wealth while alive and leave nothing for the kids. Wojciech Kopczuk
of Columbia University and Joel Slemrod found evidence that aggregate
reported estates in the United States were somewhat smaller than would be



predicted based on other variables during periods when federal marginal
estate tax rates were relatively high. However, this result could reflect
increased tax avoidance as well as reduced wealth accumulation in high-tax
periods.88

The estate tax’s disincentive effect on saving may be fairly small for
several reasons. While some bequests undoubtedly occur because people
desire to provide a gift to their heirs, bequests also occur because people
accumulate enough wealth to ensure that they do not outlive their resources,
and some of these people die holding substantial precautionary wealth. In
those cases, people may put relatively little value on what happens to the
wealth after their death. If so, taxing that wealth after death would be
economically efficient, as it would have little effect on peoples’ behavior.
And to the extent that the estate tax reduces inheritances received by heirs,
it increases their need to do saving on their own.89

The other main economic argument against the estate tax is the same
argument that can be made against any progressive tax—that it reduces the
incentive to do any of the things that make people better off, including
working hard, taking risks, or starting a business. The estate tax could
plausibly have an important impact on these kinds of decisions among the
very wealthy (or those who think they have a realistic prospect of becoming
very wealthy), given the high marginal tax rates it imposes. For example, a
person of advanced age who has already achieved a comfortable level of
wealth may be motivated to continue working by the prospect of leaving a
bequest, and a high tax rate on such bequests could affect that decision.
With the estate tax, in particular, there is little evidence one way or the other
on this question. There is evidence that large inheritances reduce the labor
supply of the heirs who receive them, however.90

Public discussion of the estate tax has focused heavily on the extent to
which it forces sales of farms and other small businesses to pay the tax.
This concern, however, has been greatly exaggerated. In 2013, only 14.1
percent of taxable estates reported having farm assets, and the value of
these assets represented 2.4 percent of the aggregate value of taxable
estates. Business assets aside from publicly traded stock accounted for
about 16.4 percent of the value of the net worth of taxable estates, but much
of this represented businesses that were not in any way “small.”91 The value
of small businesses and farms included in a taxable estate is eligible to
receive discounts that can reduce the value of the taxable estate by up to



$1,090,000 for decedents in 2014.92 In addition, the tax need not be paid in
one lump sum at death. Taxes on businesses and farms can be paid in
installments over a fourteen-year period after death, and a standard element
of estate planning is to purchase a life insurance policy sufficient to pay the
estate tax liability so that the payments are spread out over many years
before death as well. Given this, the impact of the tax need not be much
different from that of any other progressive tax for which payment would be
spread in smaller installments over many years, such as the income tax. Nor
is there any compelling ethical or economic reason to provide preferential
treatment to someone who has a farm or small business relative to someone
with equal wealth who just happened to accumulate it in some other form.
Nevertheless, the image of someone having to sell the family farm or
business because of taxes serves as a particularly vivid symbol of how a
highly progressive estate tax could impact the well-being and incentives to
create wealth of the people affected.

The estate tax is not a popular tax. This goes especially for conservatives,
as evidenced by the fact that it would be eliminated in all of the tax plans
proposed by those seeking to be the Republican presidential candidate in
2016. Two-thirds of respondents in a 2009 Harris Interactive / Tax
Foundation online survey favored its elimination.93 Part of this opposition
undoubtedly reflects a visceral dislike of associating the unhappy event of
death with the unhappy event of paying taxes. But there is another reason
for its unpopularity. A large number of people who support abolition of the
estate tax are apparently under the erroneous impression that it applies to
people who are not particularly wealthy. In a 2003 NPR poll, 57 percent of
respondents favored eliminating the estate tax, 39 percent of respondents
said that they opposed the estate tax because “it might affect YOU
someday,” and 49 percent of those who favored elimination of the tax said
they thought “most families have to pay the federal estate tax when
someone dies.” Thus, some combination of wild optimism and
misunderstanding of how the tax works appears to play a role in opposition
to the estate tax.94 As we noted in chapter 3, more recent research by Ilyana
Kuziemko and co-authors suggests that survey respondents increase their
support for the estate tax dramatically when they learn that it only applies to
the very rich.95



Conclusion

This chapter has addressed the policy issues that arise in contemplating any
major tax reform. As with most contentious policy choices, evaluating these
proposals often requires a balancing among the desirable characteristics of a
tax system. Having now addressed these issues in the abstract, in the next
two chapters we turn to examining specific proposals for overhauling the
tax system. All of these proposals involve some combination of the three
elements discussed in this chapter—a single rate (or at least low marginal
rates), a consumption base, and a clean base. Each of these three elements
of tax reform is conceptually and practically distinct from the others so that
a reform could achieve any or all to varying degrees.

Notes

1. We computed the average tax rates in figure 6.1 with the tax calculator
program described in Bakija (2016) applied to data on hypothetical
married couples with two dependent children at AGI levels that are
multiples of 100. To impute typical values of line items on Form 1040 at
each AGI level we first compute the average amount of statutory
adjustments, each type of itemized deduction (conditional on itemizing),
qualified dividends, capital gains, and credits (other than the EITC and
Child Tax Credit, which are computed by the tax calculator) all as shares
of gross income, in each of many ranges of AGI from data in tables 1.4,
2.1, and 3.3 of Internal Revenue Service, Statistics of Income—2013
Individual Income Tax Returns, Publication 1304. We assign the shares
for each AGI range to families with AGI at the midpoint of that range,
linearly interpolate the shares for AGI values between the midpoints,
and then multiply the shares by gross income to impute the values of
each line item on the tax form (setting itemized deductions to zero for
non-itemizers). At each income level, we compute tax once for an
itemizer and once for a non-itemizer. The average tax rate at each
income level shown in figure 6.1 is a weighted average of the two,



where the weights represent the share of returns at that income level that
do and do not itemize deductions.

2. We compute the revenue-neutral single tax rate to be 17.77 percent,
based on data from Internal Revenue Service Statistics of Income—2013
Individual Income Tax Returns, Publication 1304 in the following way.
The numerator is “total income tax, all returns, total” (table 3.3, column
51, first row), minus the sum of “refundable credits used to offset all
other taxes” (table 3.3, column 67, first row) and “refundable credits
refundable portion, all returns, total” (table 3.3, column 93, first row).
Note that “total income tax” already subtracts out the nonrefundable
portion of all credits, and includes the effects of the alternative minimum
tax and reduced rates on capital gains and qualified dividends. The
denominator is “taxable income, all returns, total” (table 1.4, column
132, first row).

3. The $12,795 is approximately $3,138 billion in federal tax revenue raised
in 2014 (from table 2.1), divided by a population of 245 million people
age 18 or over in 2014 (from U.S. Census Bureau, 2015b).

4. It also introduced a rate below the basic rate in 1992, which applied only
to savings income after 2008, and was completely dropped in 2015.
Starting in 2010, an even higher rate was added, leaving the United
Kingdom with three rates at present. See
<https://www.gov.uk/government/uploads/system/uploads/attachment_d
ata/file/418669/Table-a2.pdf>.

5. The tax described here would be a 25 percent tax on the value of
purchases excluding tax, which is the more common practice for retail
sales taxes. We use the equivalent tax-inclusive tax rate to simplify the
exposition. The alternative ways of describing the rate of tax under
alternative consumption taxes are discussed in more detail in chapter 7.

6. The assertion does, though, depend on other aspects of the example,
especially that the rate of consumption tax does not change from year to
year.

7. This is net worth of households and nonprofit organizations. Board of
Governors of the Federal Reserve System (2015, table B.101.e).

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/418669/Table-a2.pdf&gt;


8. Estimate is for 2013, and is from Bricker, Henriques, Krimmel, and
Sabelhaus (2016, figure 5).

9. Authors’ calculations based on data in Bricker et al. (2014, table 2) and
U.S. Census Bureau (2014, table H-10).

10. Warren (1996) offers a more detailed treatment of the following
discussion.

11. Domar and Musgrave (1944).

12. For instance, the Hall-Rabushka flat tax proposal places limitations on
the deductibility of business losses.

13. The difficulties associated with distinguishing labor income from capital
income become particularly acute in the context of the dual income tax
system adopted in some Scandinavian countries, an approach that we
discuss in chapter 8.

14. Gordon, Kalambokidis, Rohaly, and Slemrod (2004).

15. Recall that if the consumption tax were levied on the price exclusive of
tax, it would have to be set at a 25 percent rate to be equivalent to a 20
percent tax on wage and salary income.

16. See Sabelhaus (1993) for an examination of consumption and saving
rates by income level.

17. The precise statement is that the present discounted value of
consumption must equal the present discounted value of labor earnings
and inherited wealth.

18. See Dynan, Skinner, and Zeldes (2004) for evidence that high-income
people save a larger share of their lifetime incomes.

19. Aaron and Galper (1985) present an argument for accompanying a
consumption tax with a tax on bequests.

20. Discussion of various reasons why a consumption tax is not necessarily
more economically efficient than an income tax can be found in Slemrod



(1990, pp. 160–161), Saez (2002), Shaviro (2007), Bankman and
Weisbach (2010), and Diamond and Saez (2011).

21. Cashin (2013) finds evidence that household expenditures on durable
goods increased in response to preannounced future increases in VAT
rates in Japan and New Zealand.

22. We mention ethanol here because, for a few months in most every
presidential election cycle, the tax preference for ethanol attracts a lot of
attention. Ethanol is an alternative fuel made from corn, and the
caucuses in the corn state of Iowa are the first major event of the U.S.
presidential election process. Under current law, the federal excise tax on
gasoline is reduced for ethanol-blended fuel or, alternatively, refiners can
claim an income tax credit per gallon of ethanol used to produce ethanol-
blended gasoline. In 2011, the issue caused a public dispute between
conservative former Senator Tom Coburn (R-OK) and conservative
Grover Norquist of Americans for Tax Reform (ATR). Coburn favored
eliminating the subsidy and Norquist said this would break ATR’s
Taxpayer Protection Pledge, in which lawmakers promise not to raise
taxes, unless it includes an offsetting tax cut. See Bolton (2011).

23. Bush’s plan would eliminate deductions for state and local taxes, and
would limit all other itemized deductions other than charitable
contributions to no more than 2 percent of AGI (Burman et al. 2015).
Rubio’s plan would allow interest on only the first $300,000 of mortgage
debt to be deducted (Schuyler and McBride 2015).

24. Office of Management and Budget (2015, “Analytical Perspectives,”
table 14.1). Personal income tax revenues were $1,395 billion in fiscal
year 2014 (Office of Management and Budget, 2015, “Analytical
Perspectives,” table 12.1). This latter figure is used to calculate the
increase in personal income tax rates necessary to finance deductions
and exclusions throughout the rest of this chapter.

25. Authors’ calculation based on data from Joint Committee on Taxation
(2015e, table 3).

26. The best argument may be that a federal tax preference offsets a bias
against housing due to the heavy reliance of local governments on



property taxes. Many economists argue, however, that property taxes on
housing act not as a disincentive to purchase housing but rather as the
price for obtaining local public services, predominantly elementary and
secondary education; houses cost more in places where the government
provides better services, and that is taken into account when people
choose where to live. To the extent that local property taxes are a user
charge for public services, they do not act as a disincentive to purchase
housing, and the argument for offsetting preferences in the federal
income tax does not apply.

27. This evidence is discussed in Glaeser and Shapiro (2003). Note, though,
that Glaeser and Shapiro conclude that, whatever the spillover benefits
of homeownership, the effect of the home mortgage interest deduction
on the homeownership rate is minimal.

28. If, however, tax reform leads to lower interest rates, the hit to housing
prices could be eased. Lower interest rates would make house buying
less expensive, which would help support demand and prices. Moving to
a consumption tax should put downward pressure on interest rates
because it eliminates the tax on lenders’ interest income and eliminates
the deductibility of borrowers’ interest payments; as a result, lenders
should be willing to accept a lower pre-tax interest rate, and borrowers
will be less willing to tolerate a high pre-tax interest rate. On the other
hand, because a consumption tax removes tax on the normal return to
investment, firms would probably increase their demand for loanable
funds, which would push up interest rates. In an analysis that takes many
of the relevant factors into account, Martin Feldstein of Harvard
University concluded that interest rates are more likely to go up than
down if the current income tax were replaced with a consumption tax.
See Feldstein (1995) and Hall and Rabushka (1995, pp. 94–95).

29. Poterba (1990) finds that single-family housing starts showed similar
patterns in the United States and Canada after 1986, despite the fact that
Canada did not have a tax reform that made owner-occupied housing
less attractive. Moreover, in the 1970s and 1980s, movements in the real
price of single-family homes in the United States were only partially
consistent with tax-induced changes in the cost of housing.



30. In 2013, the homeownership rate was 67.6 percent in Canada; it was
64.5 percent in the United States in 2014. The Canadian rate is from
Statistics Canada (2015). The U.S. rate is from the U.S. Census Bureau
(2015a).

31. See Bourassa, Haurin, Hendershott, and Hoesli (2013). Of course, this
does not rule out the possibility that the deduction leads to a higher
homeownership rate, other things equal.

32. See Gale (2001) and Bruce and Holtz-Eakin (2001) for more details.

33. See Glaeser (2010) and Shiller (2014) for further discussion of these
issues.

34. Office of Management and Budget (2015, “Analytical Perspectives,”
tables 12.1 and 14.1).

35. See Glied and Remler (2002) for a more detailed discussion of the
economic issues involved in health insurance.

36. Cutler (2014, p. 3).

37. The facts noted in the previous two sentences are taken from Kaiser
Commission on Medicaid and the Uninsured (2013b, figure 3).

38. The description of the provisions of the Affordable Care Act below
draws on Cutler (2010, 2014) and the Henry J. Kaiser Family
Foundation (2013).

39. The federal poverty line is from Office of the Assistant Secretary for
Planning and Evaluation, U.S. Department of Health and Human
Services (2016).

40. The quote from Orszag is from Goldstein (2015). The original
provisions of the Cadillac tax are described in Joint Committee on
Taxation (2011, pp. 303–304), and the 2015 changes are described in
Goldstein (2015) and Blase (2015).

41. Facts in the previous two sentences are from Kaiser Commission on
Medicaid and the Uninsured (2015, p. 3).



42. Kliff (2015) describes the many different provisions of the ACA that are
intended to improve the efficiency of providing health care and slow the
growth of costs, and summarizes some early evidence.

43. Cutler (2014, pp. 6–9).

44. See Mulligan (2015) and Cutler (2013) for further discussion of these
concerns.

45. The revenue cost of the charitable contribution deduction in the
personal income tax is from Office of Management and Budget (2015,
“Analytical Perspectives,” table 14.1).

46. Stern (2013) offers an accessible account of problems of this nature.

47. According to the Center on Philanthropy at Indiana University (2007, p.
28), about 31 percent of the dollar value of charitable donations were
“focused on the needs of the poor,” which includes giving to help the
poor meet basic needs, and giving that supports college financial aid for
low-income students. Our calculations based on data from table 9 of the
same report suggest that among households with incomes of $200,000 or
above, who as noted above receive 68 percent of the value for income
tax subsidies for charity, 30 percent of the aggregate value of their
donations went to education, 21 percent went to religion, 15 percent
went to the arts, and 13 percent to went to health. Indiana University
Lilly Family School of Philanthropy (2015) indicates that for all donors,
in 2014, the three largest categories of charitable donations were religion
(32 percent), education (15 percent), and human services (12 percent).

48. Internal Revenue Service audit data suggests that, in 2001, misreporting
accounted for 15 percent of the value of cash contributions deductions
and 16 percent of the value of noncash contributions deductions (Turk,
Muzikir, Blumenthal, and Kalambokidis 2007). Donations of cars offer a
fascinating example of potential abuse of the deduction system. Donors
used to be allowed to deduct the “fair market value” of the donated car,
but the IRS suspected that many were claiming significantly more than
that, so that the deduction sometimes saved more in taxes than the car
was actually worth. Comparing eBay prices to taxpayer valuations,
Ackerman and Auten (2006) concluded that average taxpayer valuations



in 2003 and 2004 were implausibly high. The regulations were changed
so that, as of 2005, if the claimed value exceeds $500, the deduction is
limited to the gross proceeds from the sale of the donated item by the
charitable organization.

49. The tax savings could be higher than 35 cents due to state taxes and
various other considerations, such as the fact that donating appreciated
assets enables one to avoid tax on capital gains.

50. This evidence is discussed in Bakija (2013).

51. See Bakija (2013) and Bakija and Heim (2011) for the evidence
discussed in the previous two sentences.

52. Authors’ calculations based on data from Joint Committee on Taxation
(2015e, table 3).

53. A number of laboratory and field experiments find that a given
incentive for donations has a larger impact on resources received by a
charity when it is framed as a match compared to when it is framed as a
deduction. See Andreoni and Payne (2013) and Blackman (2015) for
overviews of this evidence.

54. Authors’ calculations based on Joint Committee on Taxation (2015e,
table 3).

55. Office of Management and Budget (2015, “Analytical Perspectives,”
table 14.1).

56. Authors’ calculation based on data in table 1.4 of Internal Revenue
Service Statistics of Income—2013 Individual Income Tax Returns,
Publication 1304.

57. Internal Revenue Service (2014a).

58. Authors’ calculation based on data in table 1.4 of Internal Revenue
Service Statistics of Income—2013 Individual Income Tax Returns,
Publication 1304.

59. Internal Revenue Service (2015c).



60. Internal Revenue Service (2015l).

61. Authors’ calculations based on data in Bryant and Gober (2013, tables 5
and 6). There were 3.5 million contributors to traditional IRAs and 5.8
million contributors to Roth IRAs in 2010.

62. Some of those IRA contributors might have been members of a family
where at least one spouse was not contributing at the limit, and a few
might have been people who otherwise would have saved less than the
limit but were induced by the IRA to save enough extra to get exactly to
the limit.

63. Bryant and Gober (2013).

64. Copeland (2014, figure 2), based on data from the 2013 Survey of
Consumer Finances. 6.5 percent of families participated in both a
defined-benefit and a defined-contribution plan.

65. This comes from Purcell (2009, table 3), based on an analysis of the
Survey of Income and Program Participation. It is possible that some of
the 92 percent of participants who were contributing less than $1,000 per
month were constrained by a lower limit imposed by their employers,
but this situation is rare. For instance, a Government Accountability
Office (2001) study of data on 1,831 defined-contribution pension
participants provided by a New York law firm that administers pension
plans found that only 4 percent of participants were constrained by a
contribution limit imposed by employers.

66. Choi, Laibson, Madrian, and Metrick (2002) and Thaler and Benartzi
(2004) discuss evidence on the effects of default options in employer-
provided pensions. Bernheim (2002) discusses theory and evidence for
behavioral models of saving more generally.

67. In one plan, called “Save More TomorrowTM” and outlined in Thaler
and Benartzi (2004), employees agree in advance to save a portion of
future salary raises for retirement.

68. However, the plan is not effectively designed for achieving its intended
purpose, as the credit is nonrefundable and therefore few people can



benefit. In addition, the program suffers from the problem, discussed
above, that it subsidizes deposits into an account rather than saving.

69. Such a proposal was floated in 2003 by the Bush administration. U.S.
Department of the Treasury (2003) describes the administration’s
proposal, and Burman, Gale, and Orszag (2003) provide a critique.

70. See U.S. Department of the Treasury (1992).

71. Barlett and Steele (1998).

72. Congressional Budget Office (2014) presents estimates of how marginal
effective tax rates on investment differ across industries, which
corroborates the claims made in the text.

73. Cato Institute (2003).

74. Authors’ calculations based on data in Parisi (2015, table 1).

75. For this example, we ignore inflation and therefore the issue just
discussed—that some of the increase in the stock price (the part that just
keeps up with price level increases) does not represent income at all.

76. For example, if you bought a share of Pfizer stock at $100, you would
owe no tax until you sold it. If you sold it five years later at $300, $200
of capital gains would be taxable in the year of sale, even if the $200
increase all occurred in the first year that you held the stock.

77. Bakija and Gentry (2016).

78. This problem was eloquently stated by the economics Nobel Laureate
William Vickrey (1977): “It cannot be too strongly emphasized that there
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7 Consumption Tax Alternatives

This chapter and the next examine specific proposals for improving the tax
system. Options for replacing or pairing the current system with a tax based
on consumption—including the retail sales tax, the value-added tax (VAT),
the “flat tax,” and the mysteriously named X-tax—are addressed in this
chapter, and reform plans based on the current income tax are addressed in
chapter 8.

First, we explain how each of these four varieties of consumption taxation
works and why, despite cosmetic differences, they are all close relatives.
Second, to make the discussion more concrete, the chapter examines the tax
rates that would have to be levied to make up for the revenue lost from the
income tax. With this as background, we can then move on to how to
evaluate the consumption tax approaches and how they stack up to the
current system. Because each of the four approaches to consumption
taxation can achieve the same basic economic goal—eliminating the
negative impact of the tax system on the reward for saving—a choice
among them must depend on other factors. As is so often the case with
issues as complex as this one, the devil is in the details. Deciding which
approach is best depends crucially on administrative factors—simplicity
and enforceability—and the ease with which the tax base can be adjusted
for ability to pay so as to deliver the degree of progressivity desired. This
chapter shows that the VAT and flat tax emerge as superior to the other
choices for simplification and enforcement reasons. If you are especially
concerned about the progressivity of the tax burden, the X-tax, which
allows for a graduated tax rate structure, is the best choice among
consumption taxes. Finally, we consider estimates of the distributional and
economic effects of some specific proposals to start the tax system over
from scratch.



How the Consumption Tax Plans Work

How a Retail Sales Tax Works
To Americans (but not to residents of other countries), the most familiar
type of consumption tax is the retail sales tax (RST). As of July 2015, forty-
six states and the District of Columbia had either a state or a local retail
sales tax or both, with state rates ranging from 2.9 percent in Colorado to
7.5 percent in California, and local rates typically being no more than 1 or 2
percent but reaching as high as 7 or 8 percent in parts of some states.1 It has
attracted some attention—including from a few of the candidates in the
1996, 2000, 2008, 2012, and 2016 Republican presidential primaries—as a
replacement for the federal personal and corporate income taxes.2 Starting a
few years ago, a well-financed lobbying campaign has been trying to drum
up support for a particular plan for a national retail sales tax dubbed the
FairTax.

The retail sales tax is a tax remitted by businesses triggered by all sales to
consumers. In principle, it excludes from tax all goods and services sold
from one business to another for use as an input to what they produce, but
as discussed later, existing state retail sales tax regimes often violate this
principle.3

A pure, clean-base, single-rate retail sales tax would tax all sales to
consumers of both goods and services. It would be a completely
“impersonal” tax in the sense that the rate of tax would not be adjusted to
account for any characteristic of the consumer, such as income, marital
status, number of dependents, or personal tastes—all of which a personal
income tax can in principle account for. In practice, most states exempt
certain items, such as food and medicine, in an attempt to exempt
“necessities” and ease the burden on the poor. Many consumption items,
particularly certain services, are also frequently exempt. Under a pure retail
sales tax the aggregate tax base is the total value of final sales to consumers.
Recall from chapter 3 that, administrative and compliance issues aside, who
writes the checks and which side of a transaction bears legal liability for a
tax on a given base do not ultimately matter for either the economic
ramifications or for which people bear the burden of the tax. This point is



critical to keep in mind when investigating some other tax systems that,
judging from their mechanics, look to be very different from a retail sales
tax but in fact are close relatives.

How a Value-Added Tax Works
One close relative to the sales tax is the value-added tax, widely known by
its acronym, VAT (usually pronounced to rhyme with flat), which we
mentioned briefly in chapter 6. The VAT has been a staple of European tax
systems since the late 1960s and is now levied in almost every country in
the world—more than 160 countries worldwide.4 As Sijbren Cnossen of the
University of Maastricht has remarked, “The nearly universal introduction
of the value added tax should be considered the most important event in the
evolution of tax structure in the last half of the twentieth century.”5 The
United States stands out starkly among the countries of the world by not
levying a value-added tax.6 Not yet, at least.

In the aggregate, the VAT base is exactly the same as the retail sales tax—
total final sales from businesses to consumers. The difference is entirely in
the mechanics of how the tax liability is remitted from the private sector to
the government. Although under the retail sales tax only retail businesses
remit, under the VAT all businesses remit. The tax base for a firm under a
VAT is simple—total sales revenue minus the cost of inputs purchased from
other businesses. Note that the definition of purchased inputs does not
include payments to a firm’s workforce but does include purchases from
other businesses of material inputs and capital goods. Unlike with an
income tax, under a VAT business purchases of machinery, factories, and
other capital goods can be deducted immediately instead of being deducted
over several years according to a schedule of depreciation allowances. If
investment goods were depreciated rather than being immediately
deductible by the firms that purchase them, the aggregate tax base would be
consumption plus net investment: in other words, it would be a form of
income tax instead of a consumption tax.

A simple example can help show why the tax base for a VAT is equal to
final sales of goods and services to consumers, just as it is for a retail sales
tax. Say you go to a bakery and buy a loaf of bread for $2. Under a retail
sales tax, the tax base is simply $2 (assuming that food isn’t tax-exempt).
To illustrate the VAT, let’s greatly simplify the process of making bread into



just two steps. First, suppose there is a farmer who grows wheat, grinds it
into flour, and sells it to the baker for $1. Then the baker turns the flour into
dough, bakes it into bread, and sells it to you for $2. The value added by the
baker is $1—the sale price of the bread minus the cost of the flour. Under
the VAT, the tax base is $1 for the farmer and $1 for the baker, adding up to
a total of $2, the same tax base as under the retail sales tax. The example
could be complicated by adding the cost of other ingredients, an oven, a
tractor and seeds for the farmer, a separate flour company, and so on, but
the net result would turn out to be identical: the tax base would still be $2.

At first blush it might appear that the retail sales tax is a tax “on”
consumers while the VAT is a tax “on” businesses. But because the key
difference between the two taxes concerns which parties remit (i.e., write
the check to cover) the same total tax triggered by the same actions, there is
no difference between these two taxes in who bears the burden of the tax or
its economic effects (aside from administrative and enforcement issues,
discussed below). And don’t forget that business entities cannot bear the
burden of taxation: only people can. What’s more, if you’ve ever been to
Europe or Canada, you know that a VAT need not even look different from
a retail sales tax to the consumers. For instance, in a country with a 10
percent VAT, your cash register receipt may show the before-tax sales price
and then tack on the 10 percent VAT, just like it does with a retail sales tax
in the United States.7 Some advocates of a national retail sales tax have
argued that a retail sales tax would somehow be more inherently “visible”
to the consumer than a VAT and thereby more accurately reflect the cost of
taxation, but this need not be true.

There are a couple of different ways that a VAT can be implemented.
Under the rarely used subtraction method, each tax period (which may be a
year or a quarter) a firm reports to the government the total amount of sales
minus the total cost of purchased inputs and multiplies that amount by the
tax rate to find the tax it must remit to the government.8 However, virtually
every country that has a VAT uses a second approach, known as the credit-
invoice method. Under this approach, the VAT is administered more like a
sales tax; tax is triggered by each individual transaction. With a 10 percent
VAT, every sale a firm makes incurs a 10 percent tax liability, and every
purchase it makes from other firms9 entitles it to a “credit” for the amount
of tax that was remitted by the businesses it buys from—10 percent of the
purchase price. Under this approach, the net amount of tax remitted by each



firm to the government is identical to the tax that would be remitted under
the subtraction method, but there’s more of a paper trail. If a business is
audited, it must have invoices to back up the credits it claims: it needs to
demonstrate that the VAT has been remitted on its purchases by the
businesses it purchased from. Thus, firms have an incentive to purchase
goods and services from tax-law-abiding suppliers; otherwise, they may get
no tax credit for their purchased inputs.

“Zero-rating” a consumption good means that at the final stage of the
production and distribution chain within the country (for example, at the
point of sale to the consumer, or at the point of export), no tax is due, but
credit is received for taxes at earlier stages. This is equivalent to levying no
tax at all on the zero-rated good, because all tax remitted by firms at earlier
stages is credited back to firms at the final stage, with no tax due at that
stage.

When applied to a firm, “exemption” means that the firm is completely
outside of the tax net, with no filing requirement. This, of course, implies
that no tax is owed on sales, but also that no credit is received for any tax
that had been remitted at earlier stages. In addition, firms that purchase
inputs from the exempt firm cannot claim any credits on those purchases.
When applied to a good, exemption means that no VAT is due upon the sale
of the good, no credit can be taken for inputs used to make that good, and
no credit can be taken by other firms that purchase the good.

One crucial and often misunderstood aspect of how VATs operate
involves the treatment of imports and exports. Most countries zero-rate
exported goods; in other words, no VAT is due on the goods and services
sold to people or businesses located in other countries. At the same time, a
domestic firm owes VAT on any goods imported into the country. If the
imported good is used as an input to production rather than sold to a
consumer, then credit can be taken by the purchasing firm for the VAT
remitted at the border on the imported input. Some observers in the United
States have envied this aspect of the VAT, viewing it as an ingenious export
promotion scheme that puts competing American producers at a
disadvantage. They are, though, simply confused. As explained in detail in
chapter 4, no VAT or any other tax system can so simply give us any kind of
edge in international competition.10 A VAT with this treatment of exports
and imports essentially levies tax on goods and services consumed within
the country, regardless of where they are produced. This is exactly what a



retail sales tax does, and the VAT offers no more competitive advantage
than does a retail sales tax—that is, none at all.11

Like the retail sales tax, the VAT is often much messier in practice than it
is in theory. For example, many countries levy preferential or zero rates on
certain “necessary” or hard-to-tax goods and services, exempt some kinds
of businesses from tax remittance responsibility altogether, and levy special
high rates on luxury goods.

If a VAT has the same consequences as a retail sales tax but involves
more (non-retail) businesses in the collection process, why go through all
the extra trouble? Why is it the tax success story of the last half century,
almost totally replacing retail sales taxes everywhere but the United States?
In a nutshell, the answer is that the retail sales tax suffers from important
administrative and enforcement problems that are greatly magnified as the
rate gets higher, while the VAT moderates these problems in clever ways.
Most tax experts believe that a retail sales tax large enough to replace our
personal and corporate income taxes would be unadministrable, but that a
VAT of that size could be run (and has been run) fairly smoothly. Later in
this chapter, when we discuss the simplicity and enforceability aspects of
consumption taxes, we explain why.

After many years out of the U.S. policy debate, the value-added tax has
recently been advocated by many who believe the long-term fiscal
imbalance must be addressed.12 Usually these people argue for a VAT as an
addition to, rather than a replacement for, the income tax. For example, the
Domenici-Rivlin tax reform plan proposed in November 2010 featured a
6.5 percent “Debt Reduction Sales Tax” that is a value-added tax under a
different name.13 The Roadmap for America’s Future plan proposed by Paul
Ryan (R-WI) in 2008 featured an 8.5 percent value-added tax, once again
called something else (a “business consumption tax”),14 although the VAT
was notably dropped from the revised versions of the plan proposed in
2010, 2012, and 2016.15 In the 2016 Republican presidential nomination
campaign, two candidates’ tax proposals prominently featured a VAT, called
something else. Rand Paul’s tax plan contained a 14.5 percent VAT, called a
business-activity tax, and Ted Cruz’s plan featured a 16 percent VAT, called
a business flat tax. In Cruz’s plan, 71 percent of total federal taxes would
eventually be collected by the VAT, according to the Tax Foundation.16



How the Hall-Rabushka Flat Tax and X-Tax Work
The original flat tax was developed in 1981 by economist Robert E. Hall
and political scientist Alvin Rabushka, both of Stanford University, and was
first laid out in detail in their 1983 book Low Tax, Simple Tax, Flat Tax
(titled The Flat Tax in its 1995 edition). Hall and Rabushka first attracted
attention by claiming that flat tax returns could fit on a postcard. Ever since,
the flat tax has had a devoted but small band of supporters. It formed the
basis of a few proposals introduced in Congress during the years leading up
to the Tax Reform Act of 1986, but the proposals did not receive much
serious consideration then. The idea attracted more attention after the
Republicans took control of Congress in the 1994 elections. The House
majority leader at the time, Richard Armey (R-TX), and Senator Richard
Shelby (R-AL) introduced legislation based on the Hall-Rabushka plan in
Congress in 1995, and Steve Forbes then made it the centerpiece of his bids
for the Republican presidential nomination in 1996 and 2000. He and the
flat tax made the covers of Newsweek and Time magazines in the same
week in January of 1996. Since then many politicians have argued for tax
reforms that have at least one element of flatness discussed in chapter 6—a
single rate, a consumption base, or a clean base. But the innovative design
of the Hall-Rabushka plan, which involves all three elements of “flatness,”
has earned it the right to be called the flat tax.

Readers vaguely familiar with the flat tax may be surprised that we lump
it together with the retail sales tax and the VAT. The flat tax looks a lot
more like the current income tax system than either of the other two, mostly
because along with a tax remitted by businesses it imposes a separate tax on
individuals, who must annually file returns, albeit simple ones. Recall that
under either a sales tax or a VAT, individuals are completely outside the tax
system and need never fill out and send in personal tax returns.

Although the flat tax looks superficially like our existing income tax, it is
fundamentally different. It is a reconfigured VAT or, in other words, a
reconfigured sales tax. Under the flat tax, businesses pay tax on their total
sales, minus purchases of goods and services from other businesses (the
cost of which is deducted immediately), just like a VAT—with only one
main difference. Unlike a VAT, the flat tax also allows firms to subtract
from their tax base payments of wages and salaries (but not fringe benefits)
to their workers.



Now comes the key innovation of the flat tax. Although, unlike a VAT,
wages and salaries are deductible by employers, these same wages and
salaries are then taxed separately, at the same rate as the business tax, at the
personal level. Thus compared to a VAT the flat tax takes payments to
employees out of the business tax base and makes them part of the
employees’ tax base. This is where the discussion of “tax incidence” in
chapter 3 leads to a truly surprising insight. Apart from administrative and
compliance issues, which side of a transaction is technically subject to the
tax—in this case, the employer or the employee—ultimately makes no
difference, so a Hall-Rabushka flat tax with a single rate and no exemptions
is no different than a VAT or a comprehensive sales tax.

That the flat tax is a consumption tax (in sheep’s or wolves’ clothing,
depending on your point of view) is not widely understood. For example, a
former chair of the House Ways and Means Committee, Bill Archer, who
favored a consumption tax, rejected the flat tax by saying, “In my common
sense, if your wages are going to be taxed before you get them, that’s an
income tax.”17 Widely accepted economic theory makes clear that whether
a tax on the flow of labor is remitted by the employer or the employee
makes no fundamental difference to the impact of the tax, regardless of
what one calls it.

If a flat tax is just a VAT in disguise, why go through the extra trouble of
having employees fill out returns and perhaps remit tax on their wages and
salaries? The main reason is that this scheme facilitates the adjustment of
individual tax liabilities, and tax burdens, according to ability to pay. The
individual wage portion of most flat tax proposals features a large family
allowance (i.e., tax-exempt amount), similar to but larger than the standard
deduction under the current income tax, as well as personal exemptions.
Thus, people with low wage and salary income have no personal tax
liability. As illustrated in the last chapter, the ratio of personal tax to labor
income gradually increases from zero for families with labor income at or
below the exemption, up to close to the uniform flat rate for high-income
families. This means that the flat tax is more progressive than a value-added
tax. Having a standard deduction and personal exemptions is a much
simpler and more efficient method of introducing progressivity than would
be possible under either a retail sales tax or a VAT.

Although the Hall-Rabushka flat tax is quite similar to a VAT, it differs
critically from the existing personal income tax. Just two kinds of payments



would be reported on the personal tax return: (1) wages and salaries and (2)
pension receipts.18 That’s it. All of the other capital income components of
what we are used to being part of taxable income—interest, dividends,
capital gains, rents, royalties, and so on—would be completely exempt from
tax at the personal level. All of the familiar deductions and credits would
also be eliminated, including the deduction for mortgage interest payments,
charitable contributions, state and local taxes, and medical expenses. This is
what gives the Hall-Rabushka flat tax a clean base as well as a consumption
base.

The business portion of the flat tax is also fundamentally different from
the current corporation income tax. For one thing, all businesses, not just
corporations, would remit this tax. So instead of sole proprietorships and
partnerships reporting their income on their personal tax return as they do
now, this income would be subject to a separate business tax. One
implication of this is that noncorporate business losses could not offset
wage and salary income, as they do—with some limits—now.

The business tax base would differ from the current one in three principal
ways. First, in keeping with the consumption-tax concept, capital
expenditures would be deducted immediately when made instead of
generating deductions as they depreciate. (On enactment of a flat tax, all
remaining depreciation deductions for past investments would be
disallowed unless special transition rules were introduced.) Second, interest
payments (and other financial outflows) would no longer be deductible, nor
would interest receipts (and financial inflows) be subject to tax.19 (In the
absence of transition rules, deductions for interest payments due on past
borrowing would also be disallowed.) Third, employer contributions to
Social Security, health insurance, and other non-pension benefits would no
longer be deductible by businesses, nor would tax payments to state and
local governments. All would therefore be effectively subject to the flat rate
of tax.

The essence of the Hall-Rabushka flat tax is the way that it defines the tax
base, dividing a VAT into a business component and a wage component.
Many of its details could be changed, while retaining its essential character.
For example, certain itemized deductions could be allowed under the
personal tax.

What if you like the flat tax but don’t think that a single low rate with an
exempt level of labor income provides enough progressivity, and are willing



to sacrifice the extra efficiency cost of higher marginal tax rates to achieve
that progressivity? Then you should consider a “graduated flat tax,” which
may sound as self-contradictory as jumbo shrimp. Such a tax, known as the
X-tax, was developed and championed by the late and widely respected
economist David Bradford of Princeton University.20 The X-tax business
and personal tax bases are the same as the flat tax, but the X-tax sets the
business tax rate and the top personal rate on labor income at a higher level
(say, 35 percent) and imposes lower, graduated rates on lower levels of
labor income in addition to a tax-exempt level. The point of introducing
graduated tax rates on labor income is to roughly replicate the overall
degree of progressivity of the current system.

We emphasize that many tax systems labeled “flat” do not adopt the Hall-
Rabushka VAT-like base, often being income taxes with a single tax rate
and a more or less clean base. For example, in the last decade or two, over
forty mostly low- and middle-income countries around the world have
adopted single-rate taxes, but none has adopted the Hall-Rabushka tax base,
so they are not consumption taxes. Rather, in all cases they are some form
of income tax.21 To keep things straight, whenever we refer to the flat tax in
this chapter, we are talking about taxes with a consumption tax base, as in
the original Hall-Rabushka proposal.

Other Approaches to Consumption Taxation
In this chapter, we focus on the varieties of consumption tax that have
played or may play a major role in the U.S. tax reform debate. It is
worthwhile to mention one other variety that is unlikely to get much of a
public airing. This kind of consumption tax goes by a variety of names,
including “personal consumption tax,” “savings-exempt tax,” and
“consumed income tax.” The basic idea of this tax is that each household
would calculate its own consumption for the year by first computing
income and then subtracting a measure of net saving. Either a flat-rate or a
progressive tax-rate structure can then be applied to that base. In 1995,
former Georgia senator Sam Nunn and Senator Pete Domenici of New
Mexico introduced a version of this tax and called it the “USA tax,” where
USA stands for “unlimited savings allowance.” The Achilles heel of this
approach is that it is considerably more complicated than the other
consumption tax options, mostly because it requires the tracking of



transactions that now need not be tracked for tax purposes. The Hall-
Rabushka flat tax (or its X-tax variant) can be designed in such a way that it
achieves essentially the same economic and distributional goals as the
personal consumption tax but in a simpler fashion.22

At What Rate?

Advocates of replacing the current income tax (and sometimes other taxes,
as well) with a consumption tax often advertise rates that look low
compared to the current income tax. Of course, this can make any tax
system look attractive indeed. Unfortunately, in some cases the government
would collect less revenue at the advertised rates than under the current
system—sometimes a lot less. This section focuses on the rates that would
be required for the consumption tax alternatives to raise the same amount of
revenue as the current corporate and personal income tax systems—so-
called revenue-neutral rates.

Any discussion of tax rates needs to be clear about the tax base to which
the tax rate is applied because equivalent taxes can appear quite different if
the tax base—and therefore the effective tax rate—is defined differently.
Rates of sales tax or value-added tax are often quoted as a percentage of the
price of a good excluding the tax—that is, on a tax-exclusive basis. In
contrast, income tax rates and flat tax rates are generally quoted as a
percentage of the tax base including the tax—that is, on a tax-inclusive
basis. So, for example, if $20 of retail sales tax is charged on a good that
costs $100 exclusive of the tax (so that you pay a total of $120, including
tax, at the cash register), we usually say the tax rate is 20 percent—that is,
(20/100)*100%. But an equivalent flat tax rate would be reported as 16.67
percent—that is, (20/120)*100%.

If any one of the consumption tax proposals discussed so far was
somehow able to tax all personal consumption expenditures in the United
States with a single rate and no exemptions whatsoever, the revenue-neutral
rate needed to replace personal and corporate income taxation in 2014
would have to have been about 15.3 percent (tax-exclusive) or 13.3 percent
(tax-inclusive).23 In practice, however, a higher—and perhaps much higher
—rate would be needed to make it be revenue-neutral. First of all, many



types of consumption are difficult to tax and almost certainly would not be
included in the tax base. Moreover, there will always be some evasion. As
already discussed, several hundred billion dollars of taxable income now
goes unreported. Although reducing evasion somewhat might be possible
under an alternative system, undoubtedly a significant amount will persist.
Finally, most consumption tax proposals purposely exclude some categories
of spending from the base in an effort to ease the tax burden on those with
low incomes; these exemptions must lead to higher rates of tax on what is
not exempt to hit any revenue target.

How high would the rate have to go in practice? First, consider the retail
sales tax. Among the states, it is common to exempt medical expenditures
(including insurance), food for home consumption, clothing, the imputed
rental value of housing, religious and charitable activities, and most
services. If the federal sales tax base were to look like that of the average
state, replacing the personal and corporate income taxes in 2012 would
require a tax-exclusive rate of about 28.3 percent.24 Emulating the states
with the very broadest sales tax bases could lower the rate to perhaps 17.1
percent.25 At that level of coverage, the sales tax might fully tax food,
which is the most expensive exemption, comprising nearly a quarter of
potential sales tax revenue.26

Both of these figures are gross underestimates for a clean national sales
tax rate, however, because a great deal of state sales tax revenue comes
from taxing purchases of business inputs, which are supposed to be exempt
from a retail sales tax. One recent study estimated that on average only 56
percent of state sales tax revenues in 2011 came from final purchases by
resident consumers; the rest represented taxation of business inputs.27

Taxing business inputs with a retail sales tax is economically harmful and
becomes much more so as the tax rate gets higher. If business inputs were to
be completely eliminated from the base and the base was otherwise that of
an average state, the national tax-exclusive rate would have to be 50.6
percent.28

A few years ago a proposal for replacing income and other taxes with a
national retail sales tax garnered some attention—the so-called FairTax
advocated by the organization Americans for Fair Taxation, and popularized
by radio talk show host Neal Boortz. The FairTax is a national retail sales
tax that includes a cash rebate intended to introduce some progressivity.
Advocates of the FairTax tend to advertise a tax-inclusive rate of 23



percent, which corresponds to a rate of approximately 30 percent using the
tax-exclusive definition we are accustomed to, from our experience with
state retail sales taxes; thus an item that is priced at $100 would cost $130,
where the $30 tax is 30 percent of $100 but only 23 percent of $130.29

Proponents claimed that this would produce enough revenue to replace
personal and corporate income taxes, payroll taxes, and estate and gift taxes
and also to pay for the rebate. The rebate would be paid in cash to each and
every household in the United States and would equal the tax-inclusive rate
times the federal poverty line for that size household. So, for example, in
2014 the annual rebate would be a cash payment of $2,684 for a single
person or $5,368 for a couple, plus $934 per dependent.30 If the full burden
of the sales tax is passed on to consumer prices, then for a household with
consumption right at the poverty line, the rebate exactly offsets the sales tax
burden, but for households with consumption below the poverty line, the
rebate refunds more than the sales tax burden.31

Even the 30 percent tax-exclusive rate for the FairTax is misleadingly
low. First, the proposal would impose sales tax not only on personal
consumption expenditures but also on government purchases (which
effectively implies a very large reduction in real government spending).
Second, the national sales tax base is assumed to include essentially all
consumption with no avoidance, evasion, or special exemptions, except for
education. The Treasury Department has estimated that if the FairTax were
adjusted to maintain the real purchasing power of government spending and
if a moderate amount of tax evasion (15 percent of the tax base) is assumed,
the tax-exclusive rate necessary to replace just personal and corporate
income taxes and to pay for the rebate would have been 34 percent in 2006.
Going further to also replace payroll taxes and estate taxes as the FairTaxers
intend would naturally require a considerably higher rate than that. If,
instead of assuming a virtually comprehensive consumption base, one
assumes a base similar to that of the median state’s retail sales tax, the tax-
exclusive rate necessary to replace income taxation in 2006 rises from 34
percent to 64 percent!32

In principle, because the VAT base is the same as the retail sales tax base,
the same calculations for estimating the revenue-neutral rate should apply.
In practice, the VAT does a much better job of avoiding the taxation of
business inputs and probably generates considerably less evasion. Still,
many types of consumption would be difficult, if not impossible, to tax



under either a sales tax or a VAT. Just two among many examples are the
imputed rental value of the existing housing stock and the value of financial
services, such as check-writing privileges, that are paid for implicitly
through lower interest rates rather than fees.

A 2012 study by Eric Toder, Jim Nunns, and Joseph Rosenberg of the Tax
Policy Center sheds light on the rates that would be needed if a VAT were to
replace income taxation in the United States.33 They considered three VAT
options that differ by the breadth of the tax base and whether there is a
rebate. Option 1 features a relatively broad base, amounting to 57 percent of
all consumption, which excludes (zero-rates) government health
expenditures, other general government spending, education, religious and
nonprofit expenditures, along with a few other small items (mostly things
that are administratively difficult to tax, such as the kind of financial
services income discussed above). Option 2 involves a narrower base,
amounting to 36 percent of consumption, which in addition to the
exclusions in option 1 also zero-rates food consumed at home, health care,
and housing expenditures. Option 3 uses the broad base but also provides a
refundable rebate to households equal to the VAT rate times “employment
income” (including current wage and salary and self-employment income,
together with deferred employment income such as payouts from pension
plans and withdrawals from retirement accounts), up to a maximum of
$12,000 of such income for single adults and $24,000 of such income for
married adults.34 This rebate is roughly similar to the FairTax rebate for
childless adults with employment income above the poverty line. But it is
significantly less generous than the FairTax rebate for larger families,
because there is no adjustment to the rebate for children. It is also less
generous to families with employment income below the poverty line,
because unlike the FairTax, the rebate is zero for people with no
employment income and then gradually rises with employment income up
to a maximum amount. Our extrapolations from their estimates suggest that
a revenue-neutral replacement of individual and corporate income tax
revenues in fiscal year 2016 would require a tax-exclusive VAT rate of 20.5
percent for option 1, 32.4 percent for option 2, and 28.8 percent for option
3.35

When measured in comparable (tax-inclusive or tax-exclusive) terms, a
flat tax requires a higher rate than a VAT without a rebate, because the
family allowances in the flat tax reduce the tax base significantly. The



version of the Hall-Rabushka flat tax that was introduced in Congress in
1995 had a $31,400 exemption for a family of four in 1996 and a tax rate of
17 percent (tax-inclusive) when fully phased in, but it was designed
explicitly to be a tax cut.36 Subsequently, the U.S. Department of the
Treasury has estimated that a similar plan with a perfectly clean base and an
exemption level of $38,600 ($44,458 in 2014 dollars) for a family of four in
2006 would require a 21 percent tax-inclusive rate to replace personal and
corporate income tax revenues.37 Adding back in some itemized deductions
or changing the tax base in other ways could raise the revenue-neutral rate
for a flat tax significantly.38

In assessing these revenue estimates, it should be kept in mind that, to the
extent that tax reform induces greater economic growth, a given amount of
revenue could be raised with a somewhat lower rate. However, if rates are
set too low at the outset and thus increase budget deficits, long-run
economic growth is less likely to increase, and might decline.

The estimates above all refer to the level of tax rates that would be
necessary to replace revenues from the personal and corporate income taxes
in recent years, when the revenue raised by these taxes, taken together, was
in the vicinity of 10 to 11 percent of GDP.39 But as we have discussed, the
projected path of spending and taxes generates large deficits with
potentially severe negative consequences. This is why some have looked to
the VAT as part of a package of reforms that will raise more tax revenue and
curtail government spending, especially on the entitlement programs whose
projected future cost soars.

In this context our discussion about the revenue potential of the VAT must
be revisited—how much revenue could a VAT raise for each percentage
point of the levy? Estimates from the 2012 Toder, Nunns, and Rosenberg
VAT study discussed above suggest that, when implemented as an add-on to
the existing tax system, each percentage point of the VAT rate would reduce
the federal budget deficit in 2015 by $75 billion (0.40 percent of GDP)
under option 1 (the broad-based VAT), $48 billion (0.25 percent of GDP)
under option 2 (the narrow-based VAT), and $49 billion (0.26 percent of
GDP) under option 3 (the broad-based VAT with a rebate).40



Simplicity and Enforceability of the Consumption Tax Plans

We now begin an evaluation of these consumption tax plans. Some
important practical questions must be addressed first: how simple or
complicated is each approach, and how easy is it to enforce? The answers to
these questions turn out to be crucial for determining which approach to
consumption taxation is the best. These issues are also important in
deciding whether any of the approaches would be better than the existing
system or a reformed income tax, or attractive as an additional tax to raise
more revenue.

Administrative Problems of a Retail Sales Tax Compared to a
VAT
On the surface, the retail sales tax seems like a fairly simple and
straightforward way to raise money, and to the average citizen, it probably
appears to work reasonably well. But as mentioned before, the VAT has
become the world standard, and virtually every developed country that ever
had a national retail sales tax has by now replaced it with a VAT. One
important reason is that serious administrative problems arise with the retail
sales tax that most average Americans never hear about, even though they
ultimately bear the burden of the costs these problems generate. These
problems are not too glaring when rates are low, as they are in most states.
But at the 30 percent (or higher) rate that would be required to replace U.S.
personal and corporate income taxation, these problems would be serious,
indeed.

Our current state retail sales taxes appear to be simpler and relatively less
costly to administer than our income tax system. Some reputable studies
suggest that the total cost of enforcing and complying with current state
retail sales taxes is about 4 percent of revenues raised.41 This is lower than
the 11 to 16 percent that we estimated in chapter 5 for the income tax
system, but it is not necessarily a reliable indicator of what the costs would
be like for a national retail sales tax because current administrative costs do
not give a flavor of the kinds of problems that could be created at high
rates.



The first problem with the retail sales tax (henceforth RST) is the taxation
of business inputs. An RST is supposed to tax only the final purchases of
consumers and not the purchases of businesses. If tax is triggered both
when businesses purchase their inputs and then again when they sell their
outputs, a problem of cascading develops. Consumer goods and services
that involve relatively more businesses in their production and distribution
end up being taxed more heavily. This inefficiently distorts incentives in
two ways—inducing vertical integration of businesses that would not
otherwise occur to minimize the cascading tax, and discouraging production
and consumption of goods that cannot easily be vertically integrated. States
try to avoid this problem by giving businesses a registration number to
present when purchasing goods from other firms, exempting them from
sales tax liability. But this procedure often works poorly, as evidenced by
the high percentage of RST revenues that apparently come from business
purchases. Another problem with the retail sales tax is that, at high tax
rates, it becomes difficult to enforce because it collects all the money from
what is, for compliance purposes, the weakest link in the production and
distribution chain—retail. Consumers have no incentive to make sure
retailers are paying their sales tax, and retailers have no incentive to pay
aside from the threat of audit.42 Moreover, consumers have the incentive to
inappropriately acquire business registration numbers to avoid the sales tax.
A study by the Florida Department of Revenue estimated that 5 percent of
tax-free business purchases involved abuse or misuse of business exemption
certificates, and it recounts how “paper” businesses are created solely as a
means of obtaining business exemption certificates and avoiding taxes on
purchases intended for personal use.43 Florida has a sales tax rate of 6
percent, and the magnitude of this problem for a rate five times higher is
likely to be much larger.

In contrast, under a standard credit-invoice-style VAT, firms have an
incentive to make sure that any other firm they are buying from has paid its
VAT because otherwise they cannot claim credit for the tax remitted by their
suppliers. A retailer that evades a 10 percent RST costs the government tax
revenue equal to the full 10 percent of the retail price. In contrast, under a
VAT, evasion by a retailer puts at risk, at most, only the tax due on the value
added by the retailer, which is generally a fairly small percentage of the
retail price. For a firm at an intermediate point in the production and
distribution chain, failure to file a return or collect VAT on sales may



actually increase total VAT revenue because the tax credit to businesses that
are downstream in the production and distribution chain, for taxes paid at
earlier stages, is lost. Although evasion of current state RSTs may not
appear that serious, the problem would be much worse at higher rates. As
Alan Tait, a leading expert on consumption taxation around the world has
stated, “At 5 percent, the incentive to evade tax is probably not worth the
penalties of prosecution; at 10 percent, evasion is more attractive, and at
15–20 percent, it becomes extremely tempting.”44

Just as with an income tax, all sorts of difficult issues of interpretation
arise under the sales tax. The difference is that unless you run a retail sales
business, most people never hear about these issues. Whenever some
commodities are exempt from tax, where the line is drawn is important.
Consider the problem if expenditures on food but not on restaurant meals
are exempt. What is the appropriate tax treatment of salad bars in grocery
stores or fast-food restaurants, where the customer may eat in or take out?
These sorts of problems become much more troublesome as the rate rises
because the payoff to taxpayers of misclassifying goods into the low-taxed
category increases.

Worst of all, no historical precedent is available to reassure us that these
problems are manageable in a retail sales tax. Undoubtedly for the reasons
discussed above, only six countries have operated retail sales taxes at rates
over 10 percent, and all of them have since switched to a VAT.45 Based on a
review of worldwide practice, Vito Tanzi, the former director of the Fiscal
Analysis Division of the International Monetary Fund, concludes that 10
percent is probably the maximum rate feasible for a retail sales tax.46 We
believe that because of compliance and enforcement problems, replacing
the income tax with a retail sales tax would be unwise, especially given that
a VAT can achieve the same goals while avoiding most of these problems.

Just How Simple and Easy to Enforce Is a VAT?
The VAT clearly has many administrative advantages over a retail sales tax,
but how does it compare to the current system? Replacing the income tax
with a comprehensive, single-rate VAT could provide an enormous amount
of simplification. Individual income tax returns could be completely
eliminated, and business tax returns could be significantly simplified,
requiring little more information than is now collected in the normal course



of business. No longer would taxpayers have to deal with complex
depreciation allowances or the labyrinthine rules concerning financial
instruments. It would also be easier to enforce than the combined personal
and corporate income tax codes.

A few studies have estimated the enforcement and compliance costs of
adopting a VAT in the United States. Several of them suggest that a broad-
based, single-rate VAT could involve considerably lower enforcement and
compliance costs than the current income tax in the United States.47 For
instance, a 1992 Congressional Budget Office study concluded that the
combined administrative and compliance costs of raising $150 billion in
1988 from a relatively clean European-style VAT would be between $4 and
$7 billion, or between 2.7 and 4.7 percent of revenues collected. That would
be the equivalent of between $7 and $12 billion in administrative and
compliance costs to raise $263 billion in 2014.48 They note that these costs
would be “largely independent” of the amount of revenue raised. This
suggests that the cost-revenue ratio for a trillion-dollar VAT could be
substantially lower than the 15.6 percent of revenue we estimate for the
2010 U.S. income tax system, but to an unknown degree. Before jumping to
this conclusion, however, several caveats should be noted.

First, a portion of the apparent compliance cost saving of replacing the
income tax with a VAT stems from the elimination of individual tax returns.
Much of this saving would disappear if the states did not abolish their own
personal income tax systems. Because most of the information required to
calculate income is currently used for both federal and state income tax
purposes, eliminating only the federal return requirement would not spare
most individuals of the need to file returns and keep track of the requisite
information. And, of course, these calculations do not apply at all to any
proposal that introduces a VAT in addition to the income tax, unless the
plan featured substantial income tax simplification.

Second, the cost estimates done by the CBO and others presume that
firms with total sales less than a certain amount would be exempt from VAT
liability. In a VAT, an exempt firm is completely outside the tax system and
therefore does not remit tax to the government on its sales, cannot take
credit for VAT remitted on its purchases from suppliers, and cannot issue
invoices that would enable firms that purchase inputs from it to claim
credits. Exemptions for retailers cost the government revenue on the final
slice of a product’s value. But exempting a firm in the middle of the



production and distribution chain can increase revenues because neither the
exempt firm nor the next firm in the chain can take a credit for taxes paid at
earlier stages in the chain, similar to what happens when a firm in the
middle of the chain evades the tax. So overall, exempting small firms may
not cost the government much revenue.49 It does involve some economic
costs, however. It can distort firms’ decisions about size and organizational
form, and it can tax different types of goods more heavily or lightly
depending on how many firms in the production and distribution chain are
exempt and where in the chain these firms are located. The conventional
wisdom among VAT experts is that the administrative and compliance cost
savings from exempting firms with revenues below some moderate
threshold outweighs the efficiency cost of this approach.50 For this reason,
most countries that operate a VAT do exempt firms with sales below a
certain threshold—for example, below about $125,669 or 81,000 pounds
for 2014 in the United Kingdom.51 In any event, the hidden efficiency cost
arising from exemption of small firms offsets some of the administrative
and compliance cost saving from switching to a VAT.

Finally, the VAT poses some tricky implementation issues of its own, such
as how to tax financial transactions. Recall that the VAT base is equal to the
cash flow from the firm’s real operations (sales revenue minus the cost of
inputs) and thus is not affected by the financial operations of a firm (its
borrowing, lending, issuance of new shares, and so on). For example, in a
VAT interest receipts are not part of taxable income, and interest payments
are not deductible. But for a financial institution, the financial operations
are the real purpose of the business, and the pricing of the services offered
is often implicit in the interest charges and payments. Thus, by placing
interest receipts and payments outside of the tax base, we may be seriously
mismeasuring the true value added of a financial firm or of a nonfinancial
firm with financial operations. To be sure, taxing financial services can be
problematic in an income tax or a retail sales tax, so it is not obvious that
things would be significantly worse under a VAT. But some unique
problems do arise under a consumption tax like the VAT. For example,
procedures would have to be developed to deal with installment sales of
automobiles because a car dealer would have the incentive to characterize
payments as (untaxed) interest, while a consumer would be indifferent as to
how the payment is labeled.52



Although these implementation problems are undeniable, we also have
more than four decades of experience in other countries, particularly in
Europe, on which to draw. In contrast to the retail sales tax, VAT systems at
the rate necessary to replace the U.S. income tax are not out of the range of
historical experience. In several European countries, the standard rate that is
applied to most goods and services is 20 percent or more. Although the
ratio of federal personal and corporate income tax receipts to gross
domestic product in the United States—10.5 percent in 2014—is higher
than what is collected by most other countries’ VATs, it is not higher by
much.53 As of 2013, the OECD countries with the largest VAT revenues as
a percentage of GDP were Denmark (9.6 percent), New Zealand (9.4
percent), and Finland (9.3 percent). Of the big European countries, France
raised 6.9 percent of GDP with its VAT, Germany raised 7.0 percent, and
the United Kingdom raised 6.9 percent.54

The fact that VATs have been around a while, at levels comparable to
what the United States would need to replace the income tax, is both the
good news and the bad news for advocates. It is good news because we
would not be stepping into unknown territory, as would be the case with a
retail sales tax. It is bad news because the experience from other countries
is not encouraging about the possibility of realizing the simplification
potential of a VAT. For the most part, the European countries do not levy
the kind of broad-base, uniform-rate VAT we have been discussing or
perhaps fantasizing about. Instead, the European VATs have multiple rates
and numerous exemptions, features that require difficult-to-make
distinctions, invite abuse, and require close and costly monitoring.

The evidence suggests that, warts and all, the European countries’ VATs
are no less costly to collect than their income taxes. A careful although now
somewhat outdated study of the British VAT concluded that the ratio of
collection cost to revenue raised was only slightly lower for the VAT
compared to the personal income tax—4.7 percent for the VAT (1.0 percent
for administration, 3.7 percent for taxpayer costs) and 4.9 percent for the
personal income tax (1.5 percent for administration, 3.4 percent for
taxpayer costs).55 A study of the Swedish tax system suggests that its VAT
is more expensive to operate than its income tax, costing 3.1 percent of
revenue to collect compared to 2.7 percent for the income tax, prompting
the author of the study to remark that “the VAT is evidently not the simple
tax it has been marketed as.”56 Undoubtedly, in both these cases the failure



of the VAT to display a collection-cost advantage reflects both that actual
VATs are more complex than ideal VATs and also that European income
taxes are less costly to collect than the U.S. income tax.

Nor do enforcement problems disappear under a VAT, in spite of the
advantages of the invoice-credit method of administration. The 2012 “VAT
gap” (the difference between actual VAT revenues, and what those revenues
would be in the absence of evasion and fraud) has been estimated at 16
percent of potential revenues for the European Union as a whole, in the
same ballpark as our best guess for the U.S. income tax.57 A VAT requires a
strong enforcement system to monitor such things as unregistered
businesses, exaggerated refund claims, unrecorded cash purchases,
underreported sales, and false export claims. In one growing type of VAT
noncompliance, known as “carousel fraud,” goods are sold through multiple
business-to-business transaction chains across the borders of European
countries. Exporters claim credit for VAT remitted at earlier stages on their
exports, and importers of those goods “disappear” before remitting VAT to
the importing country’s government. Then, on the next turn of the
“carousel,” firms later in the distribution chain may reexport those same
goods and claim credit again for VAT that was never actually remitted by
firms earlier in the chain.58

All in all, a VAT potentially represents a major simplification compared to
our current income tax. But the failure of European VATs to be as simple as
the drawing-board version of a VAT suggests caution when comparing the
messy real world to an ideal. More practically, this lack of simplicity is a
warning that if the United States were to adopt a VAT, either as a
replacement for the income tax or as an additional tax, it would be well
advised to keep it simple and, in particular, to levy a uniform rate on all
goods and services.

Simplicity and Enforceability of a Flat Tax or X-Tax
As stressed earlier, the Hall-Rabushka flat tax adds an extra step to the VAT
by taking wages and salaries out of the business tax base and requiring
individuals to fill out their own returns on which they report that income.
Although this extra step greatly facilitates adjusting households’ tax
burdens according to ability to pay, it also adds extra compliance costs.
Nevertheless, advocates argue that if the personal tax base is kept relatively



clean and simple, the flat tax would not be much more difficult to
administer or comply with than a VAT. In that case, like a VAT, the flat tax
would have the potential to greatly reduce the costs of compliance and
enforcement relative to the current income tax, but it could also end up
quite messy, as with many real-world VATs.

Unlike the VAT, however, the flat tax is a relatively new concept. No
country has ever actually adopted it, and in fact, no flat tax proposal has
ever been written out in enough legal detail that it could actually be
implemented.59 For that reason, there is greater uncertainty surrounding it.
Since the flat tax first garnered significant attention in the mid-1990s,
academic tax experts have begun to put some serious thought into the
administrative and enforcement problems that it might introduce.60 They
point out that some of the problems that arise under the existing income tax
would remain, some would be eliminated, and some new problems would
be introduced. The consensus of this literature is that, on balance, the flat
tax would very likely be simpler and easier to enforce and administer than
the current income tax but that the advantage is a lot smaller than initially
indicated by Hall and Rabushka.

The flat tax would suffer from some of the same problems as a VAT, such
as the incentive for businesses to redefine taxable sales to consumers as
nontaxable interest received from consumers. Many of the potential
problems with the flat tax, however, arise from differences in the way the
flat tax and VATs are implemented. First of all, taxing labor compensation
separately at the individual level (with an exemption level and possibly at
different rates) necessitates using a deduction-based, or subtraction, method
of implementation rather than a credit-invoice-based tax system. The Hall-
Rabushka flat tax proposal thus features what is essentially a subtraction-
method VAT (with labor costs deductible) at the business level. A
subtraction-method VAT lacks some of the enforcement advantages of a
credit-invoice VAT, which is why almost all countries use the latter method.
Because a fixed tax rate can no longer be charged on each transaction, it
becomes harder to monitor whether all transactions are reported for tax
purposes. The leading flat tax blueprints do not feature a small-business
exemption, and in its absence, they do not take advantage of the potentially
large cost savings of being able to ignore the hardest-to-tax sector. In
principle, it would be possible to exempt small-business income from the
Hall-Rabushka flat tax, although this does invite some problems. For



example, it would create an incentive to start a small business and then pay
oneself an artificially low salary to shelter labor income from taxation.61

What about the trademark postcard-size tax form? Contrary to what the
flat tax inventors Hall and Rabushka claim, flat tax business returns would
not be able to fit on postcards without combining many different items into
single entries, making it difficult for the IRS to verify the results. In any
event, the postcard would merely summarize what could be millions of
transactions, and thus the metaphor of the postcard tax return misleadingly
understates the difficulty of monitoring the tax system. Still, some aspects
of the flat business tax make it simpler and easier to enforce than a
corporate income tax, in part because of the replacement of depreciation
deductions with expensing and the fact that financial transactions generally
have no tax consequences. The flat business tax would also have the
advantage of eliminating many of the complicated special provisions in the
current corporate code, although some of this could be accomplished within
the context of the income tax as well.

At the personal level, the flat tax is obviously more complicated than a
VAT because a VAT eliminates personal returns altogether. But the flat tax
is vastly simpler and easier to enforce than the current income tax system.
Since only wages and salaries plus pension income need be reported, all of
the complications associated with measuring and reporting capital income
are eliminated. Personal returns could certainly fit on postcards. To be sure,
the self-employed would continue to pose an administrative and compliance
problem. For example, the knotty issue of whether a car is for personal
purposes or business purposes (and therefore deductible as a business
expense) remains and might even be worse because the designation of
personal or business, or something in between, must be made at the time of
purchase. It is difficult to come up with a precise estimate of the compliance
and enforcement costs associated with a flat tax, especially because no
other country has ever operated such a system. If it were kept clean and care
were taken to address some of the implementation issues identified above,
the total cost could surely be much lower than our estimate of $170 billion
per year for the current system.

The simplification promise of the flat tax depends on a lot of big “ifs.”
What starts as a very simple plan could end up becoming a mess as it winds
its way through the political process. For instance, allowing lots of itemized
deductions would make the personal system more complicated. Transition



rules could make things even more complicated than the current system in
the short run. Some flat tax advocates have also proposed eliminating
withholding of taxes on wages, which would undoubtedly cause major
enforcement problems.62 And simplifying the federal code would only help
taxpayers to the extent that the states followed suit. It’s also worth noting
that some of the simplification, such as eliminating itemized deductions,
could be achieved while retaining the existing income tax structure.
Nonetheless, the potential simplicity of the flat tax approach to progressive
consumption taxation cannot be denied.

Distributional Effects of the Consumption Tax Alternatives

Of course, simplicity and enforceability are not the only issues that arise in
choosing a tax system, nor are they necessarily the most important. Most
everyone also has a strong and abiding interest in the distributional
consequences of tax reform: which plans will make your tax burden larger
or smaller, and more generally, how will the total tax burden be shared
among us? Next we examine the progressivity of the leading consumption
taxes, with emphasis on a value-added tax. This is relevant both to the
question of replacing our current system with a consumption tax and to the
question of enacting a VAT to supplement the existing income tax.

Tax Burden Progressivity of a Retail Sales Tax or VAT
In chapter 6, we argued that over a lifetime a single-rate VAT or sales tax
would exact from most individuals a burden that is approximately
proportional to their lifetime incomes and would be regressive to the extent
that inheritances and bequests escape tax. Given this presumption, a
complex analysis is not needed to reach the conclusion that—compared to
an income tax with a generous level of tax-free income, graduated rates,
and an earned income credit for the working poor—a VAT or sales tax
without a rebate would substantially increase the tax burden on low-income
households. For example, someone who spends an entire lifetime at the
poverty level would be liable for no income tax under the current system
because tax-exempt levels are currently set above the poverty line. In fact,
if such a person were poor in spite of working, he or she would currently



receive a potentially substantial refund because of the Earned Income Tax
Credit. In stark contrast, a 20 percent VAT would impose a tax burden equal
to approximately 20 percent of that person’s lifetime income.

Table 7.1 presents estimates of the distributional impacts of three different
options for adding a VAT to the existing tax system. Each option involves a
VAT that raises enough revenue to reduce the federal budget deficit by 2
percent of GDP in 2015, based on the 2012 analysis by Toder, Nunns, and
Rosenberg discussed earlier.63 The table depicts the combined transitional
and long-run burden of each tax, expressed as a percentage of after-tax
income. The analysis underlying the results shown assumes that in the long
run, the burden of the VAT is borne in proportion to labor income, “super-
normal” returns to capital, and cash transfers received, with adjustments for
the distributional effects of changes in relative prices of different types of
consumption (e.g., due to excluding some items from the tax base). It also
assumes that the transitional burden of adopting a new consumption tax is
borne in proportion to wealth. These assumptions make sense for reasons
we discussed in chapter 6. Option 1 is a broad-based 5.0 percent VAT.
Option 2 is a narrow-based 7.9 percent VAT, which relative to option 1
removes all expenditures on housing, health care, and food consumed at
home from the base. Option 3 is a broad-based 7.7 percent VAT, with a
rebate equal to the VAT rate multiplied by employment income, up to a
maximum employment income of $12,000 for single people and $24,000
for married couples (see our earlier section on VAT rates for further details).



Table 7.1 Distributional effect of adding a VAT to the existing tax system
that is large enough to reduce the federal budget deficit by 2 percent of
GDP in 2015, expressed as a percentage change in after-tax income

Source: Toder, Nunns, and Rosenberg (2012, table 7).
Note: The tax-exclusive VAT rates are 5.0 percent in column (1), 7.9 percent in column (2), and

7.7 percent in column (3).

As table 7.1 shows, for VAT options 1 and 2, burdens are borne roughly
proportionately to after-tax income, except that in both cases the burden is a
somewhat lower percentage of after-tax income for households in the top 5
percent of the income distribution. The fact that the distribution of burdens
across income classes for option 2 is very similar to that for option 1
suggests that in this analysis, removing housing, health care, and food
consumed at home from the VAT base is not an effective way to make a
VAT more progressive. By contrast, the burden of option 3, the broad-based
VAT with a rebate, is distributed progressively. The net-of-rebate VAT
burden is 0.6 percent of after-tax income in the lowest quintile, 2.9 percent
of after-tax income in the middle quintile, and 3.7 percent of after-tax
income for people in the top 1 percent of the income distribution. The
rebate causes the burden as a share of after-tax income to rise steadily from
the bottom through the middle of the income distribution, but it does not
produce much progressivity at income levels above that—the VAT burden
as a share of after-tax income is fairly equal across different slices of the top
half of the income distribution.



An important lesson from table 7.1 is that abandoning tax rate uniformity
to impose a zero tax rate on goods and services such as food, shelter, and
health care may not actually succeed at making the distribution of VAT
burdens more progressive. If the authors had made different, but still
reasonable, assumptions about how VAT burdens are shifted across
consumers, labor, and capital, it might have suggested that option 2 was a
bit more progressive. But even then, in aggregate most purchases of the
preferentially taxed commodities are made by middle- and high-income
families (e.g., not only low-income households buy food), so this is a very
poorly targeted way to increase the progressivity of a VAT or sales tax.
Moreover, European experience with the VAT shows that multiple-rate VAT
systems are significantly more complex and therefore more expensive to
run. Preferential taxation of necessities also sharply reduces revenues,
requiring an even higher tax rate on other goods to raise any given dollar
amount. Finally, it causes significant economic distortions, creating an
inefficient incentive to consume more of the goods and services that are
untaxed and less of the ones that are taxed. The analysis by Toder, Nunns,
and Rosenberg suggests that replacing income taxation with a narrow-base
VAT that zero-rates health care, housing, and food consumed at home
would require a 32 percent tax rate. At a rate that high, the distortion to
incentives would be nontrivial. Compared to the zero-rated goods and
services, the taxed ones become 32 percent more expensive, causing people
to switch away from them even though they would otherwise prefer not to.
The attempt to achieve progressivity causes an unintended distortion in
what people consume.

As table 7.1 demonstrates, cash rebates are a much more effective means
of introducing progressivity into a VAT (or sales tax). This approach is also
more economically efficient, because it generates less distortion to
decisions about what to consume.

Table 7.2 presents one attempt to quantify the distributional consequences
of replacing federal income taxes with a very broad-based national retail
sales tax, performed by the Treasury Department in 2005 for the President’s
Advisory Panel on Federal Tax Reform.64 Column (1) shows an estimate of
the percentage of total federal personal and corporate income taxes that
were borne by each income class in 2006. Column (2) shows the percentage
of the sales tax that would be borne by each income class if income taxation
were replaced by a retail sales tax with no rebate (which the Treasury



estimates would require a tax-exclusive rate of 22 percent). The distribution
of tax burdens shifts sharply. Under 2006 law, households with incomes
above $230,000 (in 2014 dollars) owed 53.5 percent of income taxes. Under
the sales tax with no rebate, those same households would have owed just
33.0 percent of sales taxes. Thus, under this plan 20.5 percent of the 2006
income tax burden gets shifted to people lower in the income distribution.
The bottom 80 percent of taxpayers ranked by income experience a tax
increase totaling $288 billion per year (in 2014 dollars), and the average
annual tax hike per taxpayer in the bottom 80 percent is over $2,419 (in
2014 dollars).65

Table 7.2 Estimated effect on the distribution of tax burdens if 2006
federal income taxes were replaced with a national retail sales tax

Source: President’s Advisory Panel on Federal Tax Reform (2005).

Column (3) of table 7.2 depicts the distributional consequences of a
FairTax-style approach. The plan examined here has a 34 percent tax-
exclusive rate, which is what the Treasury estimated would be necessary to
replace income taxation and fund a rebate of an amount that would offset
the tax burden on a family at the poverty level, while maintaining real
government spending and allowing for modest evasion. The rebate
envisioned in the FairTax plan does mitigate the regressive redistribution of
tax burdens caused by a national sales tax, but is not large enough to undo
it. Households with incomes above about $230,000 (in 2014 dollars) paid
53.5 percent of income taxes in 2006 but would have paid 45.9 percent of
sales taxes, with the difference shifted to lower-income classes. Households



with incomes between about $17,000 and $230,000 are estimated to bear an
increased tax burden under this plan. Those with incomes below about
$17,000 do end up better off, though, as the rebate more than offsets the
sales tax and lost refundable income credits for this group.

The distributional effects of the plan could be moved closer to the current
income tax with a larger rebate and a higher tax rate. But the single rate and
uniform rebate provide only limited flexibility to match the existing
distribution, so there would inevitably be big winners and losers. More
complicated, income-related rebate schemes could more finely tailor the
distributional impact but would require household-level information on the
amount of annual income or consumption, defeating one of the main
advantages of impersonal tax systems like the sales tax or VAT. Moreover,
the rebate in the FairTax-style plan analyzed in table 7.2 would already cost
about $600 billion in 2006, or 23 percent of federal spending.66 The
government would be writing a check for several thousand dollars every
year to each household in the United States, and it is not clear how voters
would feel about such a large new transfer program or whether this would
have an important impact on political support for efforts to ease tax burdens
on low- and moderate-income people. A rebate or credit would require that
a whole new administrative apparatus be set up in addition to the one
needed to run the sales tax or VAT. Tracking low-income people to ensure
that they received rebates could prove difficult, as the IRS has difficulty
dealing with this population, as evidenced by pervasive fraudulent claims
for the Earned Income Tax Credit.67

Tables 7.1 and 7.2 illustrate the key policy questions. With respect to
replacing the income tax with a VAT or RST, do the potential gains from
simplification and stimulation of economic growth (assessed later in this
chapter) justify a tax burden redistribution of this magnitude? With respect
to enacting a VAT in addition to the income tax, do the benefits of
addressing the long-term fiscal imbalance in part by increasing tax revenues
justify imposing a tax that is either slightly regressive or slightly
progressive, but inevitably raises burdens significantly across most of the
distribution? Economic analysis by itself cannot provide decisive answers
to these questions because they involve evaluating policies that make some
people better off and others worse off. Even with the possibility that overall
economic growth could increase and thereby eventually offset to some
extent the real income decline of some people who initially suffer increased



tax burdens, such an evaluation inescapably involves value judgments that
must ultimately be resolved by our political system. We suspect, though,
that most Americans would not support a retail sales tax or VAT as a
replacement for the income tax because they do not favor such a dramatic
shift in the tax burden, except perhaps if some simple and appealing method
could be found to undo much of the distributional impact.

We are less sure about whether there could be political support for an
add-on value-added tax in the United States at some point in the near
future. Of course, its attractiveness depends on the politically viable
alternatives. But the fact that most of the expected future increase in
government spending comes from politically popular and thus difficult-to-
cut programs, especially Medicare, together with the fact that essentially
every other rich country has adopted an add-on VAT to pay for their larger
governments, suggests that this is a path the United States should consider.
This approach need not necessarily be regressive once the government
spending financed by the VAT is taken into account. Indeed, many rich
countries, especially the Nordic ones, do more through public policy than
the United States does to mitigate economic inequality and inequality of
opportunity, despite levying high-rate value-added taxes, because of the
way they spend their VAT revenues.68

Distributional Consequences of a Flat Tax
A flat tax more naturally addresses the vertical equity issue, which is not
surprising considering its genesis as a scheme to administer a VAT while
achieving some progressivity. The tax-exempt level of labor income in the
flat tax makes it equivalent to a VAT plus a (nonrefundable) credit set at the
flat tax rate times the portion of labor income that is below the exemption.
So the flat tax is economically equivalent to a VAT paired with a rebate
scheme like the one considered by Toder, Nunns, and Rosenberg that we
discussed earlier. But unlike that kind of scheme, the flat tax does not
require an additional administrative mechanism to distribute rebates. As
labor income rises above the flat tax exemption, the tax saving from the
exemption effectively shrinks as a percentage of labor income, which is
what makes the exemption useful as a device for enhancing progressivity.69

How would a flat tax distribute the burden of taxes relative to the current
system? First, as illustrated in chapter 6, replacing the current graduated



rate structure with a single rate unambiguously shifts the tax burden
dramatically away from those with the highest incomes and toward
everyone else. If the Earned Income Tax Credit and Child Tax Credits are
eliminated, the negative impact on the poor would be particularly large.
Second, the flat tax would exempt from tax the returns to postponing
consumption (i.e., to saving) that are not already exempt under the current
system. This also mainly benefits upper-income people, and thus
necessarily comes at the expense of everyone else in a revenue-neutral
reform. These two effects are offset to some extent by the transitional tax on
preexisting wealth (unless this is removed by transitional relief) and by
eliminating various deductions and exclusions, both of which can be
expected to be somewhat progressive.



Table 7.3 Treasury estimates of the distributional impact of replacing the
1996 income tax with a revenue-neutral flat tax: percentage change in after-
tax incomes
Percentile
rank

Economic income range
(thousands of 2014 dollars)

Percentage change in after-tax
income caused by flat tax

Lowest
quintile

0–24 −6.8

Second
quintile

24–44 −5.4

Middle
quintile

44–71 −2.9

Fourth
quintile

71–117 −2.4

Next 10
percent

117–161 −2.7

Next 5
percent

161–214 −1.8

Next 4
percent

214–516 1.2

Top 1
percent

over 516 11.7

Source: U.S. Department of the Treasury, Office of Tax Analysis (1996).
Notes: Depicts the effects of replacing 1996 personal and corporate income taxes and estate tax

with a 20.8% Hall-Rabushka flat tax, with an exemption of $46,439 (in year 2014 dollars) for a
couple with two dependents, and no deductions or credits.

To illustrate the distributional consequences of a flat tax, table 7.3
presents an analysis of the 1995 Armey-Shelby flat tax proposal (with the
tax rate adjusted to a then revenue-neutral 20.8 percent), conducted by the
U.S. Department of the Treasury’s Office of Tax Analysis in 1996. Their
calculations were done on an annual basis rather than on the theoretically
preferable, but difficult-to-implement, lifetime basis. The estimates depend
on a number of assumptions about tax incidence. In particular, the
Treasury’s analysis assumes that both the existing corporate income tax and
the new business tax are borne by individuals in proportion to their capital



income, that the existing individual income tax is borne by those
households that remit the tax, and that all taxes on labor compensation are
borne by workers.

These assumptions are by no means uncontroversial, but they provide a
reasonable starting point for assessing the distributional impact of a change
to a flat tax.70 Certainly the analysis is better than one that considers only
the individual wage portion of the flat tax. Ignoring the business tax and
(implicit, because of the loss of deductibility at the business level) new
taxes on employer contributions for Social Security and fringe benefits can
give a misleading impression of the true impact on tax burdens.

Table 7.3 illustrates the Treasury’s estimates of the initial percentage
change in after-tax income that would be caused at different points in the
income distribution if the 1996 personal and corporate income taxes, as
well as the estate tax, were replaced by a revenue-neutral version of the
Armey-Shelby plan, a 20.8 percent Hall-Rabushka flat tax with an
exemption of $46,439 (in year 2014 dollars) and no other deductions or
credits for a couple with two dependents. Income is here defined broadly to
approximate as closely as possible economic income. The exemptions are
lower for single individuals and smaller families, as in the current system.

The Treasury analysis suggests that the plan causes a stark shifting of the
tax burden away from those with very high incomes and onto everyone else.
Tax burdens drop sharply for those in the top 1 percent of the income
distribution, drop moderately for those in the next highest 4 percent, and go
up for all other income groups. Thus, all groups outside of the top 5 percent
would see their after-tax incomes decline. The largest percentage declines
occur among the poorest families. For example, people in the bottom fifth
of the income distribution, with incomes below $24,000, would see their
after-tax incomes decline by 6.8 percent. Much of this is due to the
elimination of the refundable Earned Income Tax Credit.

A more recent but less detailed analysis of the distributional effects of a
Hall-Rabushka flat tax was included in the 2005 report of the President’s
Advisory Panel on Federal Tax Reform, and it came to broadly similar
conclusions. The plan analyzed there had an exemption of $38,600 for a
couple with two children ($44,458 in 2014 dollars), and the rate required to
replace 2006 income taxes was estimated to be 21 percent. The share of
total federal taxes paid by the highest-income quintile was estimated to
decline from 70.2 percent to 64.0 percent, and the share paid by every other



income group was estimated to increase.71 Given that taxes on upper-
income people were increased significantly starting in 2013, if a similar
analysis were conducted today, it would suggest an even larger shift of tax
burdens off of high-income people and onto everyone else.

Some aspects of these distributional estimates are debatable. For example,
some economists argue that assuming that the burden of the business
portion of the flat tax is proportional to capital income, as table 7.3 does,
may understate burdens imposed on upper-income households and overstate
them for everyone else.72 As noted in chapter 6, relative to the current
income tax, the flat tax would exempt the return to saving but the two
systems would treat similarly other components of capital income, such as
rewards to entrepreneurship, innovation, and risk taking; some experts
argue that the kinds of capital income that are treated similarly constitute a
disproportionately large share of capital income at the upper end of the
income distribution. A number of economists have attempted to infer the
likely impact of this consideration using information on the types of assets
owned by people at different points in the income distribution. Some find
this makes only a small difference to the estimated distributional effects.73

These distributional estimates also ignore any improvements to the
economy that might arise from tax reform. Some economists’ estimates of
the likely size of the boost are discussed below. In anticipation of that
discussion, note that table 7.3 illustrates, to a rough approximation, how
much economic growth would have to increase someone’s income to make
up for any change in their tax burden.

In weighing the impact of a flat tax on different peoples’ levels of well-
being, we shouldn’t forget the benefits of having a much simpler tax. As
discussed above, these benefits could be substantial for a flat tax, which has
the potential to save a significant fraction of the estimated $170 billion in
annual compliance costs of the current system. For most of the people who
would owe higher taxes under a revenue-neutral flat tax, however, the
income tax is already fairly simple, so the simpler flat tax will deliver little
or no direct offset. Most of the gains from simplification would go directly
to people with higher incomes because they’re typically the ones with the
complicated tax affairs. This doesn’t diminish the fact that increased
simplicity is valuable; other things being equal, all that time and effort
devoted to tax affairs is a waste that doesn’t do anybody any good. But it



also means that the gains from simplicity don’t significantly change the
overall distributional impact of a switch to a flat tax.

It is also worth remembering that special transition rules, which would be
likely to accompany any reform that is enacted, could have a major
influence on the distributional effects of a flat tax. In particular, transitional
relief for depreciation deductions on existing capital would greatly reduce
the revenues available from the business tax, forcing tax-rate increases and
therefore tax burdens to rise on wage earners, which would make the flat
tax considerably less progressive. Table 7.3 assumes no transition relief at
all.

Distributional Consequences of an X-Tax
The X-tax retains many of the efficiency and simplification advantages of a
flat-rate consumption tax but, because of its graduated personal tax rate
structure, assigns the tax burden in a more progressive way. Because it is
more progressive, it does not achieve the incentive advantages of a lower
marginal rate of tax. But the X-tax has not as yet garnered as much attention
as the flat tax or VAT, undoubtedly because it does not have the easy-to-
understand attraction of a single low rate.

To convey a sense of what a consumption tax that is approximately as
progressive as the current income tax would entail, consider the X-tax plan
that was described (without endorsement) in the 2005 report of the
President’s Advisory Panel on Federal Tax Reform. At the personal level, it
would impose three tax rates of 15 percent, 25 percent, and 35 percent, with
a business tax rate of 35 percent. The plan included a credit scheme that
closely replicates the effects of personal exemptions, the standard
deduction, the Earned Income Tax Credit, and the Child Tax Credit of the
current income tax but in a simpler fashion; this was critical to replacing the
progressivity of the income tax at the low end of the income distribution.
All other deductions and exclusions are eliminated, except for a capped
credit for home mortgage interest, a deduction for charitable giving above 1
percent of income, and a capped deduction for health insurance premium
payments. Some limited transition relief is granted for depreciation on old
capital and for interest above the deductible cap on preexisting mortgages.

A U.S. Department of the Treasury analysis suggested that this package
would come very close to replicating the 2006 distribution of federal
income tax burdens across income percentiles. It was not quite as



progressive but could easily get there with small tweaks. It is also worth
noting that although the distribution of burdens across income percentiles is
indeed fairly close to that of the current system on average, there would still
be substantial winners and losers within given income classes, which is not
surprising given the substantial nature of the tax base reforms involved.74

The perceived fairness of a proposed tax reform might end up being even
more decisive in its political fate than its effect on the actual distribution of
tax burden. Americans are accustomed to an individual tax base that
includes not only wages and salaries but also interest, dividends, and capital
gains. With this frame of reference, we suspect that many people will think
the personal tax base of the flat tax just doesn’t smell right and it will
therefore fail the “sniff test” they apply to determine what’s fair and what
isn’t. That one family with $50,000 in dividends and interest remits no
personal tax while another family with $50,000 in wages does will just not
fly for many Americans. This is true in spite of the economic arguments
that, because of the changes in the business tax, the flat tax is no better or
worse on this criterion than a VAT or retail sales tax. This state of affairs is
a bit ironic because the flat tax and X-tax are supposed to be more
progressive alternatives to the RST or VAT. Nevertheless, their political
prospects may founder because, although in some ways they look like our
current system, in other possibly critical dimensions they do not at all look
like what people are accustomed to—people don’t expect that a sales tax
will apply to, say, dividends, and so may not find this feature to be salient.
Indeed, this aspect of the flat tax and X-tax, together with concerns about
potentially disruptive transitional effects and the untested nature of the new
system, likely contributed to the failure of the bipartisan 2005 Advisory
Panel to reach consensus in favor of recommending the X-tax plan.

Economic Effects of Consumption Tax Plans
Chapter 4 considers all of the major channels through which the tax system
affects how well the economy performs. The consumption tax proposals
discussed in this chapter affect many of these channels. Replacing income
taxation with consumption taxation would remove taxation’s negative
impact on the incentive to save and invest. To the extent that households
and firms respond to these improved incentives, the resulting increase in
saving and investment would lead to a larger capital stock, which in turn
would make U.S. workers more productive and improve our long-run



standard of living. The consumption tax reforms would eliminate capricious
variation in tax rates on different types of investment, leading to a more
efficient allocation of our capital stock and risk-bearing. All of the
consumption tax plans also promise to clean up the tax base to some degree,
removing distortions among different types of consumption. To the extent
that the consumption taxes shift tax burdens onto existing wealth and the
elderly, they also provide an economic boost. The retail sales tax, VAT, and
flat tax lower marginal tax rates by scaling back progressivity, which would
reduce the tax system’s drag on incentives to achieve success through hard
work, initiative, innovation, and risk-taking.

At the outset, the economic effects of tax reform (such as switching to a
consumption base, cleaning the tax base, and changing the rate structure)
must be distinguished from the economic effects of tax cuts or increases.
Tax cuts or increases raise issues regarding the economic effects of budget
deficits and the appropriate level of government spending that have nothing
inherently to do with tax reform. We addressed the economics of deficits in
detail in chapter 4, and in the rest of the discussion here we focus on the
economics of tax reforms that are designed to raise the same revenue as the
taxes they replace.

The potential economic benefits of switching to, or toward, a
consumption tax are real, but how large would these benefits be? Ideally,
we would want to quantify the impacts of each of the elements of the
proposals and then see how the economic impacts add up in various
packages. But as shown in chapter 4, the evidence on each of these effects
is uncertain. In many cases, the best evidence suggests only a moderate
effect.

Despite the uncertainty, bounds can be put on the kind of economic
benefit that can be reasonably expected. Clearly, promises of miraculously
higher growth rates forever are unjustified by the existing evidence. For
instance, while some have claimed that switching to a flat-rate consumption
tax could double our long-term rate of economic growth indefinitely,75 this
result is unsupported by the evidence, and no serious economist has made
such claims. In fact, switching to a consumption tax is unlikely to
permanently increase our rate of growth at all. Rather, even if the tax
change were successful at raising saving, growth would increase only for a
while as we added to the economy’s level of capital intensity, moving us to
a level of income permanently higher than we would otherwise achieve.



The effect on growth rates reaches a limit because eventually a higher level
of saving will be needed just to maintain that greater degree of capital
intensity. The incentives to undertake the kind of activities that, if
stimulated, could arguably induce a persistent increase in growth rates, such
as investment in R&D or human capital, are either left untouched or
dampened by a consumption tax and so are unlikely to noticeably increase.

Putting aside such overly optimistic estimates, how can we get a sense of
the size of economic benefits we can expect from reform proposals? One
approach is to make an educated guess, considering all the types of
evidence we discussed in chapter 4. Robert Hall and Alvin Rabushka, the
inventors of the flat tax and therefore hardly disinterested observers, take
this approach and claim that their plan would increase real incomes by a
total of 6 percent after seven years.76

A careful reading of the evidence presented in chapter 4, however, could
easily suggest an even more modest economic impact. Based on historical
experience, many important areas of economic behavior, especially hours
worked, do not appear to be very responsive to moderate changes in
incentives. A stronger economic response cannot be ruled out, though,
because some areas of economic behavior that might be responsive to
incentives, such as entrepreneurial effort, are hard to measure. But there’s
no compelling evidence either way on these latter issues.

Some economists have taken a more ambitious approach to gauging the
potential economic benefits of reform. They have put together stylized
quantitative models of the U.S. economy that can be used to simulate the
effects of adopting a new tax system. Although these models produce
precise answers, these should not be taken to be anything more than what
they are, which is just a more sophisticated kind of educated guess that is
nevertheless subject to a wide margin for error. The results of any such
modeling exercise depend heavily on the assumptions that are made about
the responsiveness of economic behaviors, such as saving and labor supply,
to incentives. And these assumptions can be derived only from a review of
the same uncertain historical evidence that we’ve discussed in this book.
Moreover, both the tax system and economic behavior are incredibly
complicated, so any feasible model must leave out potentially important
aspects of the problem and must rely on potentially restrictive simplifying
assumptions. Nonetheless, the models are still useful because they help us
work out in a systematic way the implications of reasonable assumptions



regarding the evidence and how the economy works. It is difficult to see
how everything fits together in any other way.

One such modeling exercise, done by economists David Altig, Alan
Auerbach, Laurence Kotlikoff, Kent Smetters, and Jan Walliser,77 simulated
the long-run economic and distributional impacts from each of several tax
reforms. The results are intriguing. For example, their model simulations
suggest that switching to a single-rate income tax that eliminates all
deductions and exemptions would increase per capita income by 4.4
percent. Replacing the current system with a single-rate consumption tax,
such as a retail sales tax or VAT, would increase long-run per capita income
by more than twice as much—9.4 percent. A flat tax is estimated to increase
long-run per capita income by 4.5 percent.

Perhaps the most valuable insight of this modeling exercise is why the
economic impact varies so much across reform plans. The smaller estimated
economic impact of a flat tax relative to a VAT arises from two factors.
First, the flat tax is more progressive than a VAT, and thus features higher
distorting marginal tax rates; this is just a quantification of the trade-off
between progressivity and efficiency. Second, the model assumes that,
unlike a VAT, the flat tax exempts housing (which accounts for about half of
the capital stock) from the efficient transitional tax on preexisting wealth,
thus requiring higher tax rates on the remaining tax base. The importance of
the transitional tax to any potential economic gains is further illustrated by
their estimate that a flat tax with transition relief, allowing continued
deductions for depreciation on old capital, would increase per capita income
by only 1.9 percent in the long run.

To this point, we’ve been focusing on projected increases in per capita
income or output, but neither is necessarily a good measure of how much
better off people might be as a result of a tax change. For example, the
higher output is achieved in part through a higher saving rate, which means
that some consumption today must be sacrificed. Similarly, some of the
increased output occurs because people are induced to work longer hours.
But, of course, working longer hours has a cost in terms of lost leisure, so
the increased output is an overestimate of the net benefit. Welfare is the
economists’ term for a dollar measure of well-being that takes these factors
into account. Table 7.4 shows that simulated increases in welfare from tax
reform are considerably smaller than the simulated increases in income or
output.



Table 7.4 Estimated percentage change in remaining lifetime welfare
under various tax reform proposals

Source: Altig, Auerbach, Kotlikoff, Smetters, and Walliser (2001).
Notes: Depicts percentage change in remaining potential lifetime earnings that would leave

someone as well off as they would be under the tax reform. “Future generations” are represented by
those born 25 years after enactment of the reform. Percentage changes are rounded to the nearest 0.5
percent.

Also of interest is that the impact on welfare depends both on one’s
income level and on one’s age at the time of the tax reform. As shown in
table 7.4, among those aged 55 when the reform is enacted, the poor lose
under the proportional income and consumption tax plans, but middle- and
upper-income people at this age are predicted to experience at least modest
gains. Similarly for those aged 21 at the time of enactment, the proportional
income and consumption taxes tend to significantly hurt low- and
moderate-income people and benefit upper-income people, which is not
surprising given the elimination of progressive rates and exemptions.
Among people who are young at the date of enactment, the flat tax
improves the welfare of the highest- and lowest-income people by a small



amount and reduces the welfare of those in the middle class by a similar
proportion. An important qualification is that whether the poor would gain
or lose from any of the reform plans depends critically on what happens to
the Earned Income Tax Credit, which is not considered in the analysis by
Altig, Auerbach, Kotlikoff, Smetters, and Walliser.

Members of future generations at all income levels are predicted to
roughly break even or gain slightly under the flat tax. Adding transition
relief to the flat tax, though, causes most young and future middle-income
people to be worse off than under current law: only the highest-income
people are better off in the long run. Finally, under the X-tax, almost all
income groups and generations gain on average, with the largest gains
going to low-income people. Even here, however, there are some losers.
Middle- and upper-income people who are elderly at the time the X-tax is
adopted (who are not shown in table 7.4) face welfare reductions due to the
large transitional tax on preexisting wealth.

The bottom line of this analysis is that, even after taking into account the
positive effects of tax reform on the economy, there will be both winners
and losers. Although these results are not far from what most reputable
analyses suggest, a number of modeling choices can produce different
results. For example, Eric Engen of the Board of Governors of the Federal
Reserve System and William Gale of the Brookings Institution have shown
that a large portion of saving in the United States is done for precautionary
reasons, and that precautionary saving is relatively insensitive to incentives.
This implies that the impact of tax reform on saving and capital
accumulation would be small.78 On the other hand, a number of changes
could be made to the modeling that could increase the positive economic
impact relative to what the Altig, Auerbach, Kotlikoff, Smetters, and
Walliser study found. For instance, their model does not address the
positive effects of making the tax treatment of different types of investment
more neutral. Nor does it address the potential effects of tax reform on
innovation and technological development, an important issue about which
unfortunately there is little or no good evidence. In addition, incorporating
international considerations could strengthen the positive economic impact
of tax reform somewhat—for example, because increases in domestic
saving are more valuable if they can take advantage of good investment
opportunities overseas.79 No one will be surprised to learn that a lot of
disagreement still exists among economists about the potential economic



benefits of tax reform. In our judgment, the kinds of tax reforms discussed
here would likely yield important economic improvements—but these
would not be nearly large enough to provide a free lunch. For instance,
dramatically cutting tax rates on high-income people will still impose
significant costs on other people. Economists pride themselves on
emphasizing the ubiquity of trade-offs, and we believe that tax reform is no
exception to this rule. As we have stressed, economic reasoning is an
essential input to an informed opinion of the likely effects, but the evidence
is highly imperfect, so there’s still plenty of uncertainty. In such an
environment, someone can always provide an economic argument, often
with a supporting model, that the economic benefits will be tremendous and
maybe there’s a free lunch after all. For reasons detailed throughout this
book, a skeptical attitude toward such claims is appropriate.

Conclusion

Where does our discussion of alternatives to the income tax leave us? A
national retail sales tax is an unproven alternative, which is likely to be
administratively infeasible at the rates necessary to replace the federal
income tax. The VAT is a proven alternative that accomplishes the same
economic goals. But either tax entails a radical shift in tax burden from
affluent to poor and middle-class families, and for this reason each is likely
to be unacceptable to most Americans as a replacement for the income tax,
although this is a value judgment rather than a matter of economics. The
personal consumption tax complicates rather than simplifies the personal
tax system and is unacceptable on these grounds. So the flat tax (or its more
progressive version, the X-tax) is the most attractive of the consumption tax
alternatives to the income tax.

We are not faced, however, with an either-or choice between the flat tax
and the tax system we have now, warts and all. On the contrary, many tax
experts favor substantial reform that stays within the basic framework of the
current system. Indeed, in the history of U.S. taxation, abolishing the whole
tax system and starting over from scratch is unprecedented, but incremental
changes happen all the time and are the stuff of political battles every day.
Moreover, the growing imperative to raise more revenue as part of a
comprehensive plan to address the long-term fiscal imbalance has drawn



attention to enacting a value-added tax in addition to the (hopefully
reformed) income tax. The next chapter discusses the prospects and
problems of changes to the way we tax ourselves that build on the system
we have now.
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8 Starting from Here

In his book Untangling the Income Tax, David Bradford relates the old
story of a tourist who asks a native of Ireland for the best route to Dublin.
The Irishman responds: “If I was you, I wouldn’t start from here.”1 The
analogy to tax reform is apt in more ways than one. Bradford means to
illustrate his point that, having himself gained the familiarity of a native in
the strange territory of comprehensive income measurement, his advice to a
visitor thinking about tax reform would be to start somewhere else. He
argues that because economic income is so difficult to measure, any tax
system based on income will inevitably be something of a mess. In his
view, completely untangling the tax system would require switching to a
consumption tax.

Ironically, Bradford’s story also illustrates that we have no choice but to
start from where we are. Any reform effort will have to begin from the tax
system we’ve got now. Our income tax evolved into its present state over
the course of a century, forged by political compromise in a democratic
system, the inevitable influence of special interests, and the government’s
responses to efforts by taxpayers to devise ever more sophisticated ways of
avoiding and evading taxes. The structure that has already been built up
over time has important implications for who would win and who would
lose from any reform, for how well any reform would work, and for the
likelihood that any particular reform will actually happen. Historically,
policy changes that are as ambitious as eliminating the income tax and
starting over from scratch have been extremely rare.2

Whether completely replacing the income tax would be a good idea is a
fascinating and important question. But significant, if not radical, changes
to the tax system are being debated and enacted all the time. The purpose of
this chapter is to discuss and evaluate some possible changes in the way we
tax ourselves that start from the system we have now. Constructing a tax
system that is simpler, fairer, and better for the economy than what we have



now is certainly possible to do without throwing out the whole current
system. Changes that more or less stay within the general framework of the
current system are the subject of this chapter.

Many recent proposals for tax reform take this general approach, but they
differ widely in their priorities and details. Some would move in the
direction of flatter tax rates, while others would increase progressivity by
adding more tax brackets applying to upper-income taxpayers, expanding
credits for low-income taxpayers, or increasing the estate tax. Some would
move us more in the direction of a consumption tax, for example by
exempting dividends and capital gains from personal taxation, allowing the
expensing of business investment, eliminating the estate tax, or replacing
part of the income tax with a VAT. Others move in the opposite direction,
for example by proposing to tax dividends and capital gains at the same
rates as ordinary income. Many proposals broaden and clean the tax base by
removing various deductions and exclusions or by making taxation of
capital income more uniform, while others add complicated new wrinkles to
the tax code to promote equity goals or to raise revenue. As we demonstrate
below, elements of tax reform we’ve considered in earlier chapters can be
added, subtracted, and combined in a variety of ways, leading to disparate
consequences for tax revenue, for the degree of economic inequality in
society, and for incentives to work, save, and invest.

Talk of tax reform is in the air again. But whether that talk will lead to
action is not at all clear. It’s been thirty years since the last comprehensive
income tax reform in the United States—the Tax Reform Act of 1986, or
TRA86—and there are good reasons for that. Fundamental tax reform is
politically divisive, especially when it is designed to be revenue-neutral or
to raise revenue, because there are clear winners and losers. To provide
some context for our look at the major income tax reform proposals, we
begin by going back to take a closer look at the 1986 income tax reform.
Considering its origin and nature provides valuable context for assessing
the plans now being discussed.3

The Tax Reform Act of 1986



The origin of TRA86 can be traced back to the local tax revolts of the
1970s, highlighted by Proposition 13 and the Jarvis-Gann Amendment in
California that severely limited property taxes. Much of the tax revolt was
directed at property taxes, but discontent with the income tax was also
simmering. The brackets of the individual income tax were then fixed in
nominal terms, so the high inflation of the 1970s and early 1980s,
exceeding 10 percent in 1979 and 1980, pushed families into higher tax
brackets even if their real income did not increase. While this provided
Congress with the opportunity to occasionally cut tax rates without
continually losing revenue, in the five years before 1981, federal individual
income tax receipts as a share of GDP rose by nearly a quarter, from 7.4
percent in fiscal year 1976 to 9.1 percent in 1981.4 Once elected, Ronald
Reagan delivered on his campaign promise to cut income tax rates across
the board, which was enacted in the Economic Recovery Tax Act (ERTA)
of 1981. ERTA also substantially accelerated depreciation allowances for
capital goods purchased by businesses. These tax cuts were partially
reversed when Congress passed significant tax increases in 1982 and 1984,
in reaction to the revenue losses from ERTA and the large deficits that
appeared in the early 1980s.

Also brewing in the early 1980s was a sense that tax loopholes had
rendered the income tax system highly dysfunctional. The ability to deduct
interest payments, with nominal long-term interest rates exceeding 10
percent from 1980 to 1985, combined with the generous post-1981 tax
depreciation write-offs, contributed to the proliferation of tax shelters. By
borrowing to finance lightly taxed investments, individuals could generate
negative taxable income even though their investments were not necessarily
unprofitable, after taxes. “See-through” buildings—which could be
profitable for tax reasons even at low occupancy rates—grabbed headlines
and were symptomatic of an inefficient misallocation of the economy’s
resources. Even more important, the spectacle of some people reducing, or
eliminating, their tax liability through such tax schemes led to a perceived
lack of fairness in the tax system.

These concerns prompted a series of proposals over several years,
beginning with the “Fair Tax Act,” a bill introduced in 1983 by Senator Bill
Bradley (D-NJ) and Representative Richard Gephardt (D-MO). The
Bradley-Gephardt proposal contained the most central elements of what
was to become TRA86 and of most of today’s income tax reform plans:



lower top individual and corporate tax rates, few (in this case three) tax
brackets, a broadening of the tax base at both corporate and individual
levels aimed at taxing income more accurately and uniformly. Unlike some
current proposals, though, it was designed to preserve the existing tax
burden distribution and revenue level.

During the 1984 presidential campaign President Reagan promised to
study tax reform, and after the election the U.S. Department of the Treasury
released a proposal and then, after much public debate, released a revised
plan that itself underwent substantial modification as the bill moved
through the House of Representatives, the Senate, and the House-Senate
conference committee and was eventually signed by President Reagan on
October 22, 1986.5 TRA86’s most distinctive feature was its reduction in
individual marginal tax rates. The Act reduced the number of marginal rate
brackets and compressed the marginal rate structure so that the sharpest
decline applied to the highest-income individuals, whose rate fell from 50
percent to just 28 percent. In addition to this compression of marginal
income tax rates, the reform raised the levels of the standard deduction and
the personal exemption, which together substantially reduced the number of
taxpayers at or below the poverty level that incurred a positive individual
income tax liability. Also affecting low-income individuals and representing
an effective reduction in their marginal tax rates on labor income was an
expansion of the Earned Income Tax Credit. To make up some of the large
loss in revenue from the lower rates and more generous exemption,
standard deduction, and credits, the Act repealed income averaging and the
“second-earner” deduction, limited tax incentives for retirement savings,
eliminated the itemized deductions for state and local sales taxes and
interest on consumer debts, and removed preferential treatment for capital
gains and dividend income. TRA86 also included limitations on the
deductibility of passive losses, which had been an important part of tax
shelter strategies, and strengthened the individual AMT.

At the corporate level the reform followed the same approach of reducing
marginal tax rates and broadening the tax base. The headline corporate rate
that affected most income was cut from 46 percent to 34 percent. At the
same time, though, it repealed the 10 percent investment tax credit for
machinery and equipment and scaled back the accelerated depreciation
schedules introduced in 1981, primarily by extending the lifetimes over
which residential and nonresidential structures could be written off. In



many cases the rate reduction was more than offset by the base broadening,
so that the net disincentive effect on the incentive to invest increased. In
addition, in part to reduce the attractiveness of tax shelters and other
avoidance schemes, TRA86 introduced a corporate alternative minimum
tax.

All in all, the Tax Reform Act of 1986 lowered marginal tax rates and
broadened the tax bases at both the individual and corporate levels. It made
the tax treatment of different types of income and different industries more
uniform, and introduced several other provisions to restrict the ability of
high-income individual and corporate taxpayers to pay little or no tax.
Taken together, these changes were designed to be roughly revenue-neutral,
but with a shift in tax collections from the individual income tax to the
corporate income tax.

Polls taken a few years after TRA86 suggested that most of the public did
not think that it had significantly improved economic performance, or the
fairness or simplicity of the tax system.6 On all three issues the modal
response was that TRA86 had little effect; of those that detected an effect,
more found it to be negative rather than positive. This is especially true of
fairness, where the fraction that judged the new distribution of tax burden to
be less fair outnumbered those that concluded the opposite by 37 percent to
9 percent. This does not bode well for the public reception and political
attractiveness of a future base-broadening, rate-lowering tax reform
initiative.

Bush, Clinton, and Bush

Many supporters of TRA86 hoped that its low-rate, broad-base spirit would
hold up against the continual pressure to provide special tax breaks to
particular sectors or activities. But that hope proved to be Pollyannaish. Tax
bills after 1986 added preferential provisions, increased the number and
level of marginal tax rates, and added back a lot of the complexity that the
1986 reform sought to remove.

The 1990 tax act increased the top statutory rate from 28 percent to 31
percent (but kept the top rate on capital gains at 28 percent), thus breaking
George H. W. Bush’s promise at the 1988 Republican convention: “read my



lips—no new taxes.” The broken promise helped contribute to his electoral
defeat in 1992 to Bill Clinton. Clinton campaigned explicitly on raising
income tax rates for high-income people and after his election Congress
imposed in 1993 two additional top rates of 36 percent and 39.6 percent,
increased the individual income AMT tax rates, and raised the top corporate
income tax rate by 1 percentage point to 35 percent. The 1997 tax act
further increased the disparity between the top rate on capital gains and on
other income, by reducing the top rate on capital gains from 28 percent to
20 percent.

Like Ronald Reagan, George W. Bush pledged if elected to slash income
tax rates, and beginning in 2001 a series of tax bills did just that. The 2001
legislation set the stage, featuring a sharp reduction in income tax rates and
a reduction and eventual repeal (for 2010 only) of the estate tax. The top
rate fell from 39.6 percent to 35 percent, the other tax rates fell by about a
tenth, and a new 10 percent tax bracket was created from the 15 percent
bracket. It also introduced or expanded a wide range of tax breaks for
education, families with children, married couples, and contributions to
certain kinds of savings accounts. Legislation in 2003 introduced a
preferential lower tax rate on dividend income and further reduced the tax
rates that applied to capital gains, so that for both the rate became 0 percent
(in brackets where the ordinary income tax rate was 15 percent or below) or
15 percent (in brackets where the ordinary income tax was higher than 15
percent). The cut in the personal tax on dividends was applauded by many
economists who had been concerned about the deleterious effects of the
system of “double taxing” corporate income, but also raised concerns about
widening the budget deficit and reducing the progressivity of the tax
system.

The President’s Advisory Panel on Federal Tax Reform

In an effort to focus attention on reforming the tax system, in January 2005
President Bush appointed a Presidential Advisory Panel to outline
alternatives and modifications to the current system.7 The panel was co-
chaired by two savvy former Senators—Connie Mack (R-FL) and John
Breaux (D-LA)—and included prominent academics, a former



congressman, a top investment strategist at Charles Schwab, a former chair
of the Federal Trade Commission, and the previous IRS commissioner.

The charge to the panel mandated that any proposal it came up with had
to be revenue-neutral. At least one policy option had to be based on the
current income tax system. Any proposal had to simplify compliance,
distribute the tax burden in “an appropriately progressive” manner, and
promote growth and job creation while “recognizing the importance of
homeownership and charity in American society.” This latter phrase was
widely interpreted as code for preserving some tax preferences for
mortgage interest and charitable contributions, thus limiting two potentially
important ways to broaden the tax base. Early in its deliberations, the panel
decided to interpret delivering “appropriate” progressivity as not
substantively tampering with the current distribution of the tax burden.

The report was released on November 1, 2005.8 It is still well worth
reading, as it nicely lays out the trade-offs that tax system design must
confront. Besides discussing the issues, it outlined two alternative reform
proposals without tipping its hat toward one or the other—the Simplified
Income Tax (SIT) plan and the Growth and Investment Tax (GIT) plan.
Although the plans differed in important ways, it was the aspects they
shared—namely, the restructuring of deductions much loved by the middle
class—that captured headlines.

Both would replace the existing mortgage interest deduction for those
who itemize with a 15 percent credit available to all taxpayers, and would
reduce significantly the cap on mortgage debt eligible for a tax deduction.
Both would extend the charitable deduction to all taxpayers—not just
itemizers—but only to the extent that the contributions exceed 1 percent of
a taxpayer’s income. Under both plans employer-paid health insurance
premiums costing over $11,500 for a family policy would be taxed as
income to the employees. Both proposals would also eliminate deductions
for state and local taxes for both individuals and businesses and repeal the
individual and corporate alternative minimum tax (AMT).

Both plans would replace the current hodgepodge of personal exemptions,
standard deductions, and child credits with a simpler system of credits and
replace the Earned Income Tax Credit and low-income Child Tax Credit
with a simplified work credit. The myriad tax-advantaged savings plans
available—most notably, individual retirement accounts and 401(k) plans—
would be replaced by three streamlined savings plans and a savings credit



for low-income workers. The infamous 1040 tax form would shrink from
seventy-five lines to thirty-two lines, and the assorted worksheets,
schedules, and other attachments would be trimmed from fifty-two to ten.

The tax panel wrestled with whether to propose that a tax on consumption
replace the current system. The panel rejected a retail sales tax as a
replacement for the income tax on the grounds that it would generate a
more regressive distribution of the tax burden and would cause insuperable
administrative difficulties if levied at the historically unprecedented rates
(probably over 30 percent) needed to replace all income tax revenues. The
panel also ended up rejecting the VAT on the grounds that it would operate
as a “hidden” tax, encouraging policymakers to raise rates because
taxpayers would not notice the burden. The panel also flirted with—but did
not propose—the X-tax, the variant of the Hall-Rabushka flat tax that
features the flat-tax base but levies a set of graduated rates rather than a
single, flat rate on wages and salaries. That the panel did not present a pure
consumption tax was unfortunate in that it did not thus starkly pose this
fundamental choice about tax structure—income tax versus consumption
tax. Indeed, both of the panel’s proposals were hybrids—an income tax
framework with generous tax-preferred savings accounts that would
eliminate taxes on the savings of most Americans, and a consumption tax
framework with tax on capital income flows at the personal level (the GIT).

The proposed changes in tax rates in both plans were rather modest. The
SIT featured rates of 15 percent, 25 percent, 30 percent, and 33 percent at
the personal level and a corporate rate of 33 percent, while the GIT had
rates of 15 percent, 25 percent, and 30 percent on labor income, 15 percent
on personal capital income, and 30 percent on corporations. Despite getting
rid of many popular deductions, the panel found it impossible to lower rates
considerably and still meet the revenue and distributional constraints,
mainly because of the need to replace the revenues of the eliminated AMT
and because both plans reduced taxation of capital income.

The panel’s report made hardly a ripple in Washington’s political waters.
“Tax Overhaul Proposal Gets Lukewarm Welcome,” trumpeted The Wall
Street Journal the next day.9 Indeed, Senator Charles Schumer of high-tax
New York (with a disproportionate number of residents who would suffer
from the elimination of the state tax deduction) called it—before the report
was officially released—a “pernicious proposal…that would slap a $12
billion tax on New Yorkers.”10 Associations of realtors and home builders



were upset, too, warning that the mortgage interest proposals could mean
“the value of the nation’s residential property could decline 15 percent or
more” and labeling them as “the biggest tax hike for homeowners ever
considered.”11 This response illustrates the political difficulty of a
comprehensive overhaul—those who perceive their interest to be
endangered cry loudly, while those who perceive they would benefit keep
relatively quiet. TRA86 managed to overcome this political dynamic, but
had the clear support of a popular president and widespread popular and
congressional concern about tax shelters and horizontal inequities. No bill
based on the panel’s recommendations made any progress through
Congress, although some of its suggestions—such as consolidating the
personal exemption, Child Tax Credit, and Earned Income Tax Credit into a
simplified credit system and converting itemized deductions into a flat,
above-the-line credit—attracted considerable interest and have resurfaced
as parts of more recent reform packages we discuss below.

Wyden-Gregg

A good example of tax reform proposals that do not start very far from the
current system is the Bipartisan Tax Fairness and Simplification Act of
2010, introduced in February 2010 by Senators Ron Wyden (D-OR) and
Judd Gregg (R-NH) and later, after the retirement of Gregg, sponsored by
Wyden, Senator Dan Coats (R-IN), and Senator Mark Begich (D-AK)12. It
reduces the number of individual income tax rates from six to three (15, 25,
and 35 percent), and increases the basic standard deduction amounts to
$30,000 for joint filers, $22,500 for heads of households, and $15,000 for
singles, nearly tripling the 2010 amounts. The special tax rates that apply to
long-term capital gains and qualified dividends would be replaced by a 35
percent exclusion of such income, thus increasing the maximum rates on
long-term gains and qualified dividends to 22.75 percent; in addition, the
holding period for the capital gains exclusion would be reduced to six
months for the first $500,000 of gains.

Several individual income tax base changes are worthy of note. The
current law exclusion for interest on state and local bonds would be
eliminated and replaced with a nonrefundable 25 percent credit. The



individual AMT would be repealed. The proposal also consolidates the
current tax system’s incentives for higher education. It would replace the
current graduated corporate rate structure and top rate of 35 percent with a
flat rate of 24 percent, while reducing a slew of business tax preferences—
such as accelerated depreciation, the tax preference for income from
domestic production activities, and tax credits for enhanced oil recovery
costs—and would simplify tax accounting for small businesses.

Obama Deficit Commission

In February 2010, President Obama created the National Commission on
Fiscal Responsibility and Reform, known informally as the “deficit
commission.” Comprised of eighteen lawmakers, it was charged with
issuing a set of recommendations to address the growing gap between
revenues and expenditures. They issued a report in December of 2010, but a
subsequent commission vote failed to achieve the fourteen votes required to
send the recommendations on to be debated in Congress. Nevertheless,
these recommendations were widely seen as influencing whatever fiscal
plan might eventually be adopted, so the report’s contents are worth a
look.13

The tax side of the deficit commission report outlines a rate-lowering,
base-broadening plan in the tradition of the Tax Reform Act of 1986. It
lowers the top personal income tax rate to 28 percent (exactly where it was
under TRA86 until 1990). Moreover, it repeals the AMT and the
preferential rates for capital gains and dividends. Thus, it moves away from
integration of the corporate and individual taxes as a way to address the
double taxation of corporate income. Itemized deductions are eliminated,
replaced by a 12 percent nonrefundable credit for mortgage interest and
charitable giving. Almost all income tax expenditures are eliminated, with
the prominent exception of the Earned Income Tax Credit and Child Tax
Credit. A distributional analysis by the Urban-Brookings Tax Policy Center
found that the plan as a whole would make the tax system slightly more
progressive.14

On the corporate side, the proposal features one tax rate of 28 percent and
removal of all business credits and corporate tax expenditures. It also



recommends abandoning the worldwide basis for the taxation of
multinational corporations, and adopting instead a territorial system.

The Domenici-Rivlin plan

Approximately in parallel with the Obama deficit commission, in February
2010 the Bipartisan Policy Center’s Debt Reduction Task Force began
meeting to develop a budget plan that addresses the nation’s future fiscal
problems. The group was chaired by former Senator Pete Domenici (R-
NM) and former Congressional Budget Office Director and Vice Chair of
the Federal Reserve Board of Governors Alice Rivlin. They released their
own plan, called Restoring America’s Future, in November 2010.15

The tax part of the Task Force plan has several features in common with
the Obama deficit commission proposal. First of all, it would dramatically
reduce both individual and corporate income tax rates. In place of the
current six-bracket system for the individual income tax, with rates ranging
from 10 percent to 39.6 percent, the plan would substitute a two-bracket
system with rates of 15 and 27 percent. The top corporate rate would drop
from 35 percent to 27 percent. That’s the rate-lowering part. Deductions for
mortgage interest and charity would be replaced with flat-rate credits.
Because the credits are flat-rate, universal (i.e., not just for itemizers as
currently), and refundable, households will not have to file a tax return to
claim them; rather than be reimbursed directly to taxpayers, the credits will
go to the institutions. Qualifying charities and mortgage lenders would
apply for the tax credits, as has been done in the United Kingdom;
presumably much of the mortgage interest credit would be shifted to benefit
borrowers in the form of lower interest rates. The Task Force proposal
would eliminate itemized deductions for state and local taxes. It would
combine the Earned Income Tax Credit, Child Tax Credit, exemptions for
children, and the child and dependent care tax credit with two new
provisions: a universal child credit of $1,600 per child and an earnings
credit of 21.3 percent of the first $20,300 of earnings for each worker, both
indexed for inflation. Like the Obama deficit commission, the Task Force
plan would eliminate the preferential rates on capital gains and dividends.



Notably, it proposes a new broad-based value-added tax on goods and
services at a rate of 6.5 percent with, of course, a new name.

The Lee-Rubio Plan

Slightly more radical is the plan proposed in 2015 by Republican Senators
Mike Lee of Utah and Marco Rubio16 of Florida, who was at the time
running for the Republican presidential nomination.17 On the individual
side, the plan would consolidate the code into two brackets: 15 percent and
35 percent, a drop of 4.6 percentage points in the top rate. It would
eliminate all itemized deductions except the two most popular—the
mortgage interest and charitable donation deductions—and retain the
exclusion of employer-provided health care benefits, but would abolish the
deduction for state and local taxes. It would abolish the alternative
minimum tax. Its most controversial aspect, at least among Republicans, is
its child tax credit of $2,500, which would be refundable against income tax
and against payroll taxes as well, so that it would benefit working families
whose income is too low to incur income tax liability. As with just about
every Republican-sponsored tax reform plan, it would end the estate and
gift tax.

The Lee-Rubio plan features a thoroughgoing reform of the taxation of
business income. Capital expenditures would be fully expensed, rather than
depreciated. It would integrate the individual and corporate tax code by
eliminating individual taxes on capital gains, dividends, and corporate
interest payments, and, at the same time, abolish interest deductions in the
calculation of business income; a separate tax regime would apply to
financial institutions. It would cut the federal corporate tax rate to 25
percent and cap the tax rate that applies to the income from sole
proprietorships, partnerships, and other pass-through entities at 25 percent.
Finally, it would move to a territorial tax system, thus exempting business
income earned outside the United States. According to the Tax Foundation,
the plan would be short $414 billion per year on revenue compared to
current law not counting any impact it might have on GDP or GDP
growth.18



The People’s Budget and Bernie Sanders’ Tax Plan

Most of the plans we’ve discussed feature cuts in tax rates and many would
reduce revenues and thereby raise deficits. Not every plan, though. In 2011,
the Congressional Progressive Caucus, comprised of one senator and 75
members of the House who pledged to, among other things, “[fight] for
economic justice and security for all,” released their own plan called “The
People’s Budget.”19

Rather than cutting income tax rates, The People’s Budget would rescind
the Bush-era tax cuts so that income tax rates revert to their Clinton-era
levels, but would extend marriage penalty relief (increased standard
deduction, Earned Income Tax Credit phaseout, and the 15 percent bracket
for married couples), the expanded child tax credit, education incentives,
and other incentives for children and families enacted in the Bush years. On
top of that, it would create five additional income tax brackets, starting at
45 percent for married couples making over $1 million dollars a year and
increasing to 49 percent for people making $1 billion and over. It would end
preferential rates for capital gains and dividends, and would not only return
the estate tax to its 2009 rates, brackets, and exemption, but would add new
higher rates as follows: a 45 percent rate on the taxable portion of estates up
to $50 million, a 55 percent rate on the taxable portion of estates up to $500
million, and a 65 percent rate on the taxable portion of estates worth over
$500 million. Like the Gregg-Wyden plan, it would replace the tax
exclusion for interest on state and local bonds with a subsidy (in this case
15 percent) for the issuer.

Unlike most of the other plans, The People’s Budget corporate tax reform
includes no rate cuts. Quite the contrary, as its major thrust is to change the
tax treatment of U.S. multinational corporations by taxing their foreign
income as it is earned rather than when earnings are repatriated to the
United States, with the objective of increasing domestic investment and
making it less attractive for corporations to move jobs offshore. Foreign tax
credits would still be allowed, although treated differently. Note that this is
180 degrees opposite from the deficit commission proposal to move to a
territorial system that would effectively exempt foreign-source income from
U.S. tax. In addition, as in many of the other tax reform plans we’ve



discussed, the proposal would also eliminate tax preferences for oil, gas,
and coal companies, and the domestic manufacturing deduction. Finally, it
would enact a “financial crisis responsibility fee” as proposed—but not
passed—in President Obama’s 2011 budget request at a rate of 0.15 percent
on a base of covered liabilities on banks with more than $50 billion in
assets.20

Obviously, this plan embraces a view that the progressivity of our tax
system ought to be expanded, not cut back, in light of the rapid growth of
income and wealth inequality. Democratic presidential candidate Bernie
Sanders has not embraced this plan, but he has definitely embraced tax
progressivity as a weapon against inequality, saying that the tax rate the
wealthiest Americans pay should be “a damned lot higher than it is now.”21

In the Sanders tax plan, the top tax rate on taxable income is capped at
30.2 percent, but on top of that there would be a new graduated tax on
adjusted gross income that would reach as high as 24 percent, so that the
maximum total marginal tax rate would be 54.2 percent on adjusted gross
income over $10 million. Moreover, the top tax rate on dividends and
capital gains would rise from the current 23.8 percent (20 percent from the
income tax plus 3.8 percent from the net investment income surtax) to as
high as 64.2 percent (54.2 percent from the income tax plus a proposed 10
percent net investment surtax), in part because the preferential rates on
dividends and capital gains would be eliminated for high-income taxpayers.
Unrealized capital gains in gifts and bequests would be taxed at death. The
Social Security payroll tax, which currently applies only to the first
$118,500 of an individual’s earned income in 2016, would be extended to
also apply to the portion of an individual’s earnings above $250,000.
Carried interest (discussed in chapter 2) would be taxed as ordinary income.
Sanders would also replace the current estate tax rate of 40 percent with a
graduated rate structure that tops out at 55 percent on the value of an estate
in excess of $50 million. A 6.2 percent payroll tax would be imposed on
employers to help pay for a universal single-payer health insurance plan,
and a carbon tax with a rebate for low-income households would be
adopted to both raise revenue and fight climate change. Sanders would also
eliminate the deferral of U.S. corporate tax on foreign profits of U.S.
multinationals that are reinvested overseas, a change which would greatly
reduce corporations’ ability to shift profits into tax havens through
manipulation of transfer prices, but which would also make taxation of



multinational corporations headquartered in the United States much heavier
than that which applies to multinational corporations based in almost all
other countries. To counter the threat that more corporations would move
their headquarters overseas in response, he would also introduce various
impediments to qualifying for a corporate inversion (an issue we discussed
in chapter 5).22

Hillary Clinton’s 2016 Campaign Tax Proposals

Democratic presidential candidate Hillary Clinton’s 2016 tax proposals
featured much more modest increases in progressivity and revenues than
either of the two plans noted immediately above, and a much less
thoroughgoing restructuring of the tax code than many of the tax reform
packages discussed earlier in the chapter. Her plan included a number of
proposals that had been in President Obama’s proposed budgets, but to no
avail in the face of opposition from a Republican-controlled Congress,
along with a few new proposals. Clinton proposed the imposition of a 4
percent income tax surcharge on adjusted gross income above $5 million,
and a limitation of the tax savings from itemized deductions (other than
charity) and certain exclusions (such as for employer-provided health
insurance) to no more than 28 percent of the value of the deductions and
exclusions, which would only directly affect upper-income taxpayers. She
would also seek to increase the tax rate on capital gains held for less than
six years. In addition, she supported taxing carried interest as ordinary
income, and advocated a version of the Buffett Rule that would ensure that
everyone faced a minimum average rate, which we discussed in chapters 3
and 5. Clinton also proposed to adopt various rules to limit tax avoidance
by multinational corporations. For example, the plan would only allow a
corporate merger to qualify as an inversion if the foreign acquiring
company is at least as valuable as the U.S. firm being acquired. Clinton also
promised further measures that would reduce taxes on low- and middle-
income working families, but had not yet laid out the details of those
measures at the time we wrote this.23



Other Alternatives

We close our discussion of tax reform options with two plans that have not
been embraced by any American politicians, but are worth mentioning. The
first recognizes that the either-or policy choice between income and
consumption taxation is false and embraces a “third way” that features a
drastically scaled-back income tax and a VAT. The other responds to the
global mobility of capital by enacting a separate flat low-rate tax on capital
income while retaining a graduated tax on labor income.

The Graetz Plan
In chapter 7 we addressed the value-added tax, how it works, and its
strengths and weaknesses. Two of the deficit plans we have looked at
include a VAT. In recent years, Michael Graetz of Columbia University Law
School has forcefully advocated introducing a value-added tax, using some
of the revenue it would raise to reduce personal tax rates substantially and
—here’s the interesting part—to exempt most people from personal income
taxation altogether.24 He proposes adopting a broad-based VAT with a
single rate of approximately 15 percent—about double the rate of the
proposals discussed heretofore in this chapter—and replacing the standard
deduction, personal exemption, and various credits of the current personal
income tax with a standard deduction of $100,000 ($50,000 for singles).
The income tax rate on personal income above the standard deduction
would be 25 percent. This large of a standard deduction would exempt over
80 percent of current filers from the personal income tax altogether, and
would cause most remaining taxpayers to eschew itemized deductions.

The shift would offer many of the economic advantages of the VAT we’ve
discussed, although the simplification gains would be mitigated by the need
to maintain the administrative infrastructure of the federal income tax
system for high-income taxpayers and for many others still subject to state
income taxation. This is an excellent example of “populist simplification”
because by raising the income threshold for filing, it relieves millions of
taxpayers of any obligation to file a (federal) tax return, and at the same
time it induces many others who still file to pass up itemizing their
deductions. On the other hand, this plan retains the income tax



infrastructure for just those people (and corporations) for whom the tax is
most complicated. Although it would greatly reduce the number of
individual income tax returns, it would not reduce by much the number of
complex returns. The reduction in the aggregate cost of compliance would
be proportionately much smaller than the reduction in the number of filers.

While using a VAT to finance a large increase in the standard deduction
could be done in a way that has little net impact on tax burdens faced by
most of the middle class, it would dramatically increase tax burdens on low-
income people who already pay no income tax and in fact often receive
large refundable credit payments. So this approach at first glance seems like
a particularly bad compromise, combining the most unsatisfactory elements
of each kind of tax—the regressive shift in the distribution of taxes caused
by a VAT for low-income people as well as the complications and
inefficiencies of the income tax for high-income people.

Graetz argues that these defects can be fixed by offering a rebate or credit
tied to the level of reported labor earnings for the Social Security payroll
tax. Given the way the payroll tax is currently administered, such a
provision would have to be based on individual rather than family labor
income, but this could conceivably be changed. Even if it could, the payroll
tax would not be helpful for administering tax relief to nonworking low-
income people. To replicate the current system’s degree of progressivity, the
refundable tax relief paid out in this manner would have to be very large, as
it would need to replace features like the Earned Income Tax Credit and
Child Tax Credit and also offset the new burden imposed by the VAT.
Graetz estimates that a 15 percent VAT rate and a 25 percent income tax
rate would be sufficient to finance enough of this sort of relief to, on
average, render low-income people no worse off and raise the same revenue
as under the current system.

Professor Graetz emphasizes one other potential advantage of the VAT-
income tax hybrid—that it would greatly reduce political pressures to adopt
deductions, exclusions, and credits that clutter up the tax base because the
tax would contain no “personal” element for most taxpayers. Given the
proliferation of various forms of preferential treatment such as exemptions
in real-world VATs, we probably should not be overly optimistic about this
claim. It is at least plausible, however, that convincing the middle class to
give up itemized deductions, a major obstacle to many fundamental reform



plans, might be easier if at the same time they were offered freedom from
filing income tax returns altogether.

As we’ve mentioned, one very recent development is the embrace of the
(renamed) VAT by some American politicians. Plans proposed by
Republicans Paul Ryan, Rand Paul, and Ted Cruz featured it prominently.
At the time we were writing this, none of these politicians had yet been
nominated for president by the Republicans, and if they were they’d have to
defend against the inevitable negative ads howling about a “new tax,” even
if the proposal sharply reduces the bite of an “old tax,” the income tax, by
sharply reducing its tax rates or, in the Graetz version, sharply increasing
the exemption level.

Some conservatives believe that VATs are somehow responsible for the
higher levels of government spending in Europe relative to the United
States: in other words, the VAT is too efficient for those who believe that
big government is a more important problem than an inefficient tax system.
This argument carried the day in the Bush tax panel of 2005, but it is not
clear that there is any truth to it: certainly other influences, such as culture,
must dominate in determining the size of countries’ governments. All in all,
though, we may finally be seeing the future as once envisioned by former
Secretary of the Treasury Larry Summers, who said “The United States will
get a VAT when conservatives realize it is regressive and when liberals
realize it is a money machine.”25

Dual Income Tax
If the VAT is the world’s tax success story of the past half century, then a
contender for the success story of the next fifty years is a Scandinavian
innovation known as the dual income tax (DIT). Denmark introduced it in
1987, Sweden in 1991, Norway in 1992, and Finland in 1993, with all of
these countries making modifications since their initial enactment. The
basic structure of the DIT is straightforward: combine a graduated tax rate
schedule on labor income with a low flat tax on all capital income.26 In a
pure version of the system the flat tax rate on capital income is equal to the
corporate income tax rate and the marginal tax rate on labor income in the
first bracket; with this set-up, the DIT can be thought of as levying a flat tax
on all income plus a progressive surtax on labor income. Alternatively, the
DIT may be seen as a compromise between the comprehensive income tax



and the expenditure tax: while an expenditure tax completely exempts the
normal return to capital from tax, the DIT imposes a positive tax on income
from capital, but at a low flat rate below the top marginal tax rate on labor
income.

The argument for the DIT, which is especially relevant for small open
economies like the Scandinavian countries, is that a low capital income tax
rate would lessen the incentive both for domestic wealth owners to invest
capital outside the country and to invest in hard-to-measure types of capital
that aren’t included in the tax base. A flat rate also simplifies the
administration of the tax because it can be easily withheld and remitted
since the tax rate is the same for all individuals regardless of other income.
It may come as a shock that the Nordic countries, with a reputation for
highly progressive tax and other policies, would abandon a graduated tax
schedule for capital income. Apparently they believe that a highly
progressive tax on at least some forms of capital income is an inefficient
means of redistributing income compared to a progressive labor income tax,
and that inequalities stemming from large inherited stocks of wealth may be
better addressed through instruments such as an inheritance tax. One major
drawback of the dual income tax is the incentive to reclassify labor income
as generally lower-taxed capital income. This arises especially for self-
employed people or owners of small closely held businesses, where
business income has to be divided up between labor and capital income and
the tax rate is generally lower on the latter. To address this issue, the dual
income tax system assigns a rate of return to the assets in the business to
calculate capital income and treats any additional income as labor income.

Tax at the Crossroads of Economic Policy

As we write this chapter, the course of near-term U.S. fiscal policy is
unclear. What is perfectly clear, however, is that tax policy will be central to
what unfolds. Looking down the road, a massive fiscal imbalance looms,
which most experts agree must be addressed soon to avoid potentially large
negative consequences. But experts, politicians, and the public do not agree
on how to address this issue, especially on the right mix of tax increases (if
any), and cuts in spending that, to make a dent in projected deficits, must
include popular entitlement programs such as Social Security and Medicare.



And there is continuing disagreement about whether the lingering short-
term economic danger from the recent financial crisis has receded enough
that we can safely turn our focus to addressing the long-term fiscal
imbalance.

Into this mix we add tax reform. Rationalizing the tax system to improve
the economy’s efficiency is good policy at any time, but comprehensive
reform is highly divisive and succeeds rarely, as evidenced by the thirty-
year gap since the Tax Reform Act of 1986. The major deficit reduction
plans include major tax reform, for both economic and political reasons. A
rationalizing tax reform might cushion the negative economic impact of tax
increases, to be sure. But note that while some of the tax changes proposed
are indeed what most experts would think of as tax reform, others—such as
abandoning preferential rates for dividends and capital gains on corporate
stock—are now less widely regarded as reform. While most base
broadeners raise revenue, not all constitute good tax policy. In the
discussion of deficit-reducing tax changes, this distinction should not be
lost.

But the visible feature of reduced tax rates might also distract the public’s
attention from the reality of an increased tax burden that would likely be
part of a compromise long-term fiscal agreement. Whether or not that is a
good idea depends in part on one’s views about whether the end of
addressing our dire long-term fiscal imbalance justifies the means of
obfuscating tax policy.

Conclusion

The reform options discussed so far represent only a subset of the possible
alternatives, and the political process may eventually focus on other
possibilities. Any alternative, though, can be classified according to what it
does to the rate structure, how clean the tax base is, and how much it relies
on an income or consumption base.

Where does this leave the intelligent citizen who is convinced that the
income tax system needs fixing but is unsure about what should be done?
One option is to pull the tax system out “by its roots” and replace it with a
clean-base, single-rate system based on consumption rather than income.
We have argued that a national retail sales tax is not administrable at the



usual standards of equity and intrusiveness we should expect of a tax
system. Its close cousin, the value-added tax, is administrable, but because
without other policy changes it would starkly shift the burden of tax from
affluent families to everyone else, we suspect that it will be rejected by a
majority of Americans as a stand-alone option. It might be more acceptable
if used in parallel with a more progressive income tax. That leaves the flat
tax and X-tax (or “graduated flat tax”) as the best consumption tax options.
But these plans are untested, often still entail a regressive change in the
distribution of tax burdens, and could produce large windfall gains and
losses. Moreover, the critical but potentially complex details about how to
get from here to there are still to be fleshed out. Aside from the substantive
issues of equity, efficiency, and simplicity, we sense that they will fail a
simple “sniff test” administered by Americans accustomed to a personal tax
on all income, who will find that a tax that appears to be only on labor
income just doesn’t smell right. Indeed, surveys suggest that most
Americans think it’s fair that families with higher charity, medical
expenses, or mortgage interest pay less tax than otherwise similar families,
but a majority of Americans think it is not fair for families with the same
income to be liable for different taxes depending on what share of that
income comes from labor or from capital.27

Contemplating this sort of change is not for the meek. We are reminded of
a sketch from the old British television series Monty Python’s Flying
Circus. In the sketch, an accountant comes to a job-change counselor,
complaining of his boring job and inquiring about the career possibilities of
being a lion tamer. Once the counselor makes abundantly clear how
ferocious a lion is (the accountant had thought it to be a more domesticated
sort of animal), the accountant decides to settle for pursuing opportunities
in banking.

Can the income tax be fixed enough to be worthy of saving? The base can
certainly be thoroughly cleaned, eliminating substantial complexity and
inefficiency. By so doing, the tax rates can be lowered, which reduces the
cost of those bugs that remain. And remain they will, because any system
based on income contains inherent difficulties that have no simple solution.
But the way toward income tax reform has been illuminated by a number of
serious studies of the trade-offs that must be faced.
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fair that one family pays less tax because they …?” When the sentence
was completed with “give more to charity than the other family,” 62
percent said it was fair. When it was completed with “have more medical
expenses than the other family,” 71 percent said it was fair. When
completed with “have a home mortgage while the other family does
not,” 55 percent said it was fair. And when completed with “receive
more of their income from investments than the other family,” 42
percent said it was fair and 52 percent said it was unfair.



9 A Voter’s Guide to the Tax Policy Debate

Many people’s views about tax policy can be boiled down to one question:
which system is best for me? If you’ve read this far, however, the odds are
that your interest in tax policy goes beyond which plan offers you and your
family the best deal and extends to which tax policy is best for the country.

Coming to a reasoned judgment about tax policy requires clarifying your
own values about fairness, sifting through some subtle conceptual issues,
and, perhaps hardest of all, evaluating conflicting claims about the
economic impact of tax alternatives. This is particularly difficult because
the public debate about tax reform is dominated by advocates whose
purpose is not to educate but rather to persuade. In this book, we have
attempted to explain clearly the conceptual issues and have presented what
is known and what is not known about economic impacts. You must supply
your own value judgments.

In this environment, a citizen must learn how to ask the right questions.
To help you do that, in this last chapter we offer a voter’s guide to tax
policy choices to keep by your television as the issue is debated, in the same
way that newspapers offer viewers’ guides to the Super Bowl or the
Academy Awards. But unlike either of those, in this election you have a say
in the outcome.

Tax Cuts versus Tax Reform

Tax cuts are politically popular in part because advocates can plausibly
claim that most, or even all, taxpayers come out ahead. But that claim is
highly misleading because the revenue shortfall they cause will certainly
have further repercussions. Either some kinds of expenditures will be cut, or
the deficit will grow, requiring higher tax or fewer government services or
both at some point in the future. This caveat applies both to making tax cuts



in the context of the current tax system and to evaluating a radically
different kind of tax system that will raise much less revenue. Before you
buy into a tax proposal, kick the tires to learn how big a hole in the deficit it
would create.

Tax Cuts as a Trojan Horse

For many advocates of tax cuts, the real objective is not the tax system but
rather the size of government, and tax cuts are really a tactical weapon in
the battle to downsize government (“starve the beast”). The idea is to lower
taxes and hope that politicians’ (and voters’) fear of deficits and dislike of
tax increases will force expenditures below what they would otherwise be.
Because the ultimate objective is to limit spending initiatives, this is a good
idea only if the benefits of the spending that is cut or forestalled fall short of
their cost. So the real issue is not the tax system but the proper size and
scope of government.

One response to a tax cut as Trojan horse policy proposal is to inquire
about the rest of the plan. Exactly what spending programs do tax cut
advocates want cut back or eliminated? Is it farm subsidies, the Head Start
program, or Medicare benefits? What proposed programs do they wish
would never see the light of day? Is it prescription drug subsidies or
homeland security enhancements? Only when the whole strategy is known
can an informed judgment be made. The other appropriate response is to
ask whether a starve-the-beast strategy will work. The experience since
2000 suggests that it may not, so that tax cuts lead to deficits.

The Devil Is in the Details

More than one hundred years since its inception, the U.S. income tax
system has grown encrusted and Byzantine. In comparison, a two-page
sketch of a replacement is bound to look breathtakingly simple. But be
warned that, in taxation, the devil is in the details.

Any tax system has gray areas that require rules and regulations if it is to
be administered in a transparent way. All tax systems require an



enforcement agency to see that the tax burden is shared equitably and not
unfairly shouldered by those who feel morally obligated to pay taxes or
have no opportunity to avoid them. All tax systems will be subject to the
same political pressures from special interests that have contributed to the
current system’s problems. Finally, a tax reform plan that includes transition
rules or other aspects “to be fleshed out later” will almost always turn out to
be a lot more complicated than it appears.

The Tax System Can’t Encourage Everything

In defending a tax break, politicians always point out how it will encourage
or reward some laudable activity, such as housing, charity, or investment in
the United States. Every time you hear the word encourage, though,
remember that the break, by virtue of the higher tax rates it requires,
discourages all other endeavors. Every time you hear the word reward,
remember that it penalizes other activities.

It might make sense to implement social or economic policy through the
tax code in some cases, but these must clear a high hurdle. Tax preferences
in the tax code are too easily hidden from plain view, leading to what is in
effect a hidden industrial or distributional policy.

Fairness Is a Slippery Concept, But an Important One

No politician and certainly no economist has the one true answer to what is
fair. This is an ethical judgment that each person must make. It is also an
issue that cannot be avoided in tax policy. A century ago, the leading
American scholar of taxation, Edwin R. A. Seligman of Columbia
University, remarked that “the history of modern taxation is the history of
… class antagonisms.”1 These days, class has become a four-letter word
used derisively to attack another political party’s concern about the
distributional implications of tax policy, as in “That’s class warfare!” But
this issue cannot be dismissed with a slogan. Using less inflammatory
language, the distribution of incomes—and not just total income—matters.
We may disagree about how to trade off total income against the



distribution of total income—and in the end this involves values as well as
economics—but because policy implicitly makes this trade-off, we must
face up to it and not only by name calling.

Be Skeptical of Claims of Economic Nirvana

High tax rates can certainly stifle initiative, and wrong-headed taxes can
cause us to waste resources as we rearrange our affairs in an attempt to
reduce tax liability. To some degree, these problems can be reduced by tax
reform. But another part is an unavoidable consequence of the desire for an
equitable distribution of tax burden, which requires that tax liability be
linked with indicators of well-being such as income, consumption, or
wealth. The terms of this trade-off between justice and prosperity are
uncertain.

The unresolvable differences about what is fair could be put aside if we
could adapt to a tax system that is so good for the economy that everyone
ends up better off. But don’t hold your breath. Tax plans proposed by
politicians almost always come with claims about the stupendous growth in
GDP, jobs, and wages that would ensue. But vague promises of an
economic nirvana caused by a new tax system are just that. Neither tax
reform nor tax cuts will double the growth rate forever. The fact that
advocates overpromise is not a reason to dismiss the issue: tax reform can
deliver long-term economic gains that are well worth pursuing.

Tax policy can help the economy in the short term if it can increase
demand and thereby reduce excess capacity. But so can spending increases.
It is not a coincidence that liberal economists tend to think that the best
countercyclical policy is either tax cuts for low-income households or social
spending directed to the same folks and that conservative economists
generally think that the best stimulus is a tax cut designed to stimulate
saving and investment and maybe just investment in the stock market. The
underlying and generally unspoken concern is that these alternative
stimulus plans benefit different people and have different implications for
the long-term level of government spending. These things matter, to be
sure, but they have nothing to do with which is the best short-term
economic stimulus.



The Tax System Can Be Improved

Recall the plight of Hercules, who, as penance for having killed his wife
and children in a fit of madness, was given twelve tasks of immense
difficulty. The fifth of these tasks was one of the most daunting of all—to
clean, in one day, thirty years of accumulated manure left by thousands of
cattle in the stables of Augeas. (The analogy to the tax system is, we fear,
obvious.) Hercules did not attempt to clean out the stables one shovelful at
a time. Instead, Hercules diverted the rivers Alpheus and Peneus through
the stables, ridding them of their filth at once.

There is much to clean in the tax system, and contemplating a Herculean
approach is an appropriate part of a serious debate about tax reform. But the
best should not become the enemy of the good. If fundamental reform is not
to be, then the debate ought to continue because the tax system is too
important for us to neglect.

The U.S. tax system can be made simpler. It can be made fairer. It can be
made more conducive to economic growth. Some changes can accomplish
all three, but in most cases difficult choices among these objectives must be
made. We hope this book will help to clarify those choices and guide us
toward the best way to tax ourselves.

Note

1. Seligman (1915, p. 14).
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